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

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

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

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

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

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

Administration should be both reasonable and 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. 



I ntraduction 

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

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

Revenue rulings represent the conclusions of the 
Service on the application of the law to the 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 1994-2 is a consolidation of all 
items of permanent nature published in the weekly 

Bulletins 1994-26 through 1994-52 for the period of 
July 1 through December 31, 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 11.-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 Miscellaneous. 
To the extent practicable, pertinent cross references 
to these subjects are contained in the other Parts 
and Subparts. 

Notice of Proposed Rulemaking 
The preambles and text of proposed regulations that 
were published in the Federal 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 Internal 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: Ser
vice No.1, Income Tax; Service No.2, Estate and Gift 
Taxes; Service No.3, Employment Taxes; Service No. 
4, Excise Taxes. Each Service consists of a basic 
volume and a cumulative supplement that 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. 
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Definition of Terms 
Revenue rulings and revenue proce
dures (hereinafter referred to as 
"rulings") that have an effect on 
previous rulings use the following de
fined terms to describe the effect: 

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

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

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

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

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

A-Individual. 
A cq. -Acquiescence. 
B-Individual. 
BE-Beneficiary. 

BK-Bank. 
B. T.A.-Board of Tax Appeals. 
C-Individual. 

C.B.-Cumulative Bulletin. 
CFR-Code of Federal Regulations. 

CI-City. 

COOP-Cooperative. 

Ct.D.-Court Decision. 
CY-County. 

D-Decedent. 

DC-Dummy Corporation. 

DE-Donee. 

Del. Order-Delegation Order. 

DISC-Domestic International Sales Corpora-
tion. 

DR-Donor. 

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

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

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

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

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

Act. 
EX-Executor. 
F-Fiduciary. 
FC-Foreign Country. 

FICA-Federal Insurance Contribution Act. 
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. 

rate rulings. If the new ruling does 
more than restate the substance of a 
prior ruling, a combination of terms 
is used. For example, modified and 
superseded describes a situation where 
the substance of a previously pub
lished 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 pub
lished ruling in a new ruling that is 
self contained. In this case the previ
ously published ruling is first modi
fied and then, as modified, is super
seded. 

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

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

O-Organization. 
P-Parent Corporation. 
PHC-Personal Holding Company. 
PO-Possession of the U.S. 
PR-Partner. 
PRS-Partnership. 
PTE-Prohibited Transaction Exemption. 
Pub. L.-Public Law. 
REIT -Real Estate Investment Trust. 
Rev. Proc.-Revenue Procedure. 
Rev. Rul.-Revenue Ruling. 
S-Subsidiary. 

S.P.R.-Statements of Procedural Rules. 
Stat.-Statutes at Large. 
T -Target Corporation. 
T.C.-Tax Court. 
T.D.-Treasury Decision. 
TFE-Transferee. 
TFR-Transferor. 
T.I.R.-Technical Information Release. 
TP-Taxpayer. 
TR-Trust. 
TT -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 I, 1994, through December 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 
Decision will be issued at the discre
tion of the Service only on unap
pealed 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 state
ment of Service position. It is not 
intended to serve as public guidance 
and may not be cited as precedent. 

Actions on Decisions shall be relied 
upon within the Service only as con
clusions applying the law to the facts 
in the particular case at the time the 
Action on Decision was issued. Cau
tion 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 Deci
sion may be superseded by new legis
lation, 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 deter
mined to be helpful. Accordingly, the 
Service now may acquiesce or nonac
quiesce in the holdings of memoran
dum 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 recom
mendation of any Action on Decision 
will be published in the Internal Reve
nue Bulletin. 

The recommendation in every Ac
tion 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 ac-

cepts 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 con
cern with some or all of those rea
sons. Nonacquiescence signifies that, 
although no further review was 
sought, the Service does not agree 
with the holding of the court and, 
generally, will not follow the decision 
in disposing of cases involving other 
taxpayers. In reference to an opinion 
of a curcuit court of appeals, a non
acquiescence indicates that the Service 
will not follow the holding on a 
nationwide basis. However, the Ser
vice will recognize the precedential 
impact of the opinion on cases arising 
within the venue of the deciding cir
cuit. 

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 the Cumulative Bulletin for the 
first half of the year, and the annual 
consolidation appears in the first Bul
letin for the following January and in 
the Cumulative Bulletin for the last 
half of the year. 

The Commissioner ACQUIESCES 
in the following decisions: 

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

Kansas City Southern Industries, 
Inc. v. Commissioner2 98 T.e. 242 
(1992) 

The Commissioner does NOT AC
QUIESCE in the following decisions: 

Critical Care Registered Nursing, 
Inc. v. United States,3 776 F. Supp. 
1025 (E.D. Pa. 1991) 

Kansas City Southern Industries, 
Inc. v. Commissioner,4 98 T.C. 242 
(1992) 

William J. O'Neill, Jr Irrevocable 
Trust v. Commissioner,s 994 F.2d 302 
(6th Cir. 1993) 

REAG, Inc. v. United States,6 801 
F. Supp. 494 (W.D. Okl. 1992) 

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

I Acquiescence in the issues relating to (I) 
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 opera
tion is not excludable from unrelated business 
income as rent from real property under sec
tion 512(b)(3)(A)(i) of the Code, and (2) wheth
er the income received by the 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). 

2 Acquiescence in result in the issue relating to 
whether the Commissioner abused her discre
tion by refusing to allow petitioner to revoke 
its election to amortize railroad grading under 
section 185 of the Code. Acquiescence "in 
result" means acceptance of the Court but 
disagreement with some or all the reasons 
assigned for the decision. 

3Nonacquiescence in the issues relating to (I) 
whether a taxpayer must establish entitlement 
to relief under section 530 of the Revenue Act 
of 1978 by a preponderance of the evidence, 
and (2) whether relief is available under section 
530 absent determination of whether the work
ers are employees or independent contractors 
under the common law standard. 

'Nonacquiescence in the issues relating to (I) 
whether the investment tax credit (ITC) is 
precluded by former section 185(h) for railroad 
grading regardless of whether the election to 
amortize has been revoked, and (2) whether 
"side track deposits" are income to an accrual
method railroad upon receipt from a manufact
urer as an advance payment for future services. 

5Nonacquiescence relating to whether an irrevo
cable trust's deductions for investment advice 
are fully deductible from gross income under 
section 67(e) of the Code or whether they are 
deductible under section 67(a) only to the 
extent they exceed 2 percent of the trust's 
adjusted gross income. 

6Nonacquiescence in the issues relating to (I) 
whether the appraisers who performed services 
for the plaintiff were employees of the plaintiff 
or independent contractors, (2) if the appraisers 
were employees of the plaintiff, whether the 
plaintiff is entitled to the industry practice safe 
haven under section 530(a)(2)(C) of the Reve
nue Act of 1978, and (3) if the appraisers were 
employees of the plaintiff, whether the plaintiff 
had some other reasonable basis for treating its 
employees as independent contractors under 
section 530 of the Revenue Act of 1978. 

7Nonacquiescence 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 I.-Normal Taxes and Surtaxes 

Subchapter A.-Determination of Tax Liability 

Part I.-Tax on Individuals 

Section I.-Tax Imposed 

26 CFR 1.1-1: Income tax on individuals. 

The Service is providing adjusted tax tables 
for individuals and trusts and estates for tax
able years beginning in 1995 to reflect changes 
in the cost-of-living. Also provided are certain 
reductions allowed against the unearned income 
of minor children in computing the "kiddie 
tax." See Rev. Proc. 94-72, page 811. 

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

Section 2S.-lnterest on Certain 
Home Mortgages 

26 CFR 1.25-1T: Credit for interest paid on 
certain home mortgages (temporary). 

The average area purchase price safe harbor 
limitations for the states and the District of 
Columbia and the nationwide average purchase 
prices are set forth for use in applying the 
purchase price requirement under setions 
25(c)(2)(A)(iii)(III) and 143(e) of the Code and 
computing the income limitation under sections 
25(c)(2)(A)(iii)(IV) and 143(f)(5). See Rev. 
Proc. 94-55, page 716. 

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

Guidance is provided for the use of the 
national and area median gross income figures 
by issuers of qualified mortgage bonds and 
mortgage credit certificates in determining the 
housing cost/income ratio described in section 
143(f)(5) of the Code. See Rev. Proc. 94-66, 
page 799. 

Subpart B.-Foreign Tax Credit, etc. 

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

(Also Section 613A.) 

Section 29 credit; production attrib
utable to net profits interest. The 
production attributable to a net prof
its interest under section 29(d)(3) of 
the Code is the production required 
to be sold to produce that portion of 
the gross sales from the property that 
is equal to the amount of income 
received by the holder of the net 
profits interest. 

Rev. Rul. 94-48 

ISSUE 

If a taxpayer holds a net profits 
interest in a mineral property that 

produces a qualified fuel under § 29 
of the Internal Revenue Code, what 
portion of the total production from 
the property is attributable to the net 
profits interest? 

FACTS 

X owns an operating interest in a 
mineral property. In 1990, X con
veyed a 20 percent net profits interest 
to Y. X drilled wells that in 1991 
produced 2,500x mcf of gas from 
coal seams. X incurred expenses of 
$2,000x and sold the gas to unrelated 
persons for $5,000x ($2 per mef). 
Thus, the property generated net rev
enues of $3,000x ($5,000x 
$2,000x). Pursuant to the net profits 
agreement, X paid Y $600x (20% of 
$3,000x) as proceeds from the sale of 
the production attributable to Y's net 
profits interest. 

LA W AND ANALYSIS 

Section 29(a) provides a credit for 
qualified fuel sold by the taxpayer to 
an unrelated person during the tax
able year and the production of 
which is attributable to the taxpayer. 

Section 29(c) defines the term 
"qualified fuels" to include gas pro
duced from coal seams. 

Section 29(d)(3) provides that in the 
case of a property in which more 
than one person has an interest, pro
duction from the property is allocated 
among the persons in proportion to 
their respective shares in the gross 
sales from the property or facility. 

Section 29(f) provides that the cred
it is available for qualified fuels that 
are produced from a well drilled after 
December 31, 1979, and before Janu
ary 1, 1993, and that are sold before 
January 1,2003. 

Rev. Rul. 93-46, 1993-2 C.B. 3, 
holds that the owner of a royalty in
terest is allowed an allocable share of 
the credit provided in § 29 if the min
erai in which the royalty owner has 
an interest is a qualified fuel when 
extracted. A net profits interest is a 
"royalty paid by the lessees for the 
privilege of extraction." Kirby Petro
leum Co. v. Commissioner, 326 U.S. 
599, 605 (1946), 1946-1 C.B. 69. 
Thus, the holder of a net profits in
terest shares the allowable § 29 cred
it. 

In the present situation, the gas 
produced from coal seams is a quali-

fied fuel under § 29. Because Y's net 
profits interest is a royalty interest, Y 
may claim an allocable share of the 
§ 29 credit on the production from 
the property operated by X. The 
amount of the credit available to Y is 
determined by the amount of produc
tion attributable to Y's net profits 
interest. Under § 29(d)(3), production 
is allocated to Y in proportion to Y's 
interest in the gross sales from the 
property. Therefore, it is necessary to 
determine Y's interest in the gross 
sales from the property. 

Rev. Rul. 92-25, 1992-1 C.B. 196, 
considers what portion of the total 
production from a property is attrib
utable to a net profits interest for 
purposes of determining percentage 
depletion under § 613A(c)(2). That 
ruling allocates production to the net 
profits interest based on the net prof
its interest holder's "gross income 
from the property." A net profits 
interest holder's gross income from 
the property is the amount the net 
profits interest holder actually re
ceives. See Callahan Mining Corpora
tion v. Commissioner, 428 F.2d 721 
(2d Cir. 1970), aff'g 51 T.C. 1005 
(1969). Thus, the production attribut
able to a net profits interest for 
percentage depletion is the number of 
barrels required to produce that por
tion of the gross income from the 
property actually received by the 
holder of the net profits interest. 

A net profits interest holder's share 
of percentage depletion is based on 
the share of the amount for which the 
fuel is sold (gross income from the 
property). Similarly, a net profit in
terest holder's share of the § 29 cred
it is based on the share of the amount 
for which the fuel is sold (gross 
sales). Because production is allocated 
based on a taxpayer's share of the 
amount for which the fuel is sold for 
purposes of both percentage depletion 
and the § 29 credit, it is appropriate 
to determine the production attribut
able to a net profits interest consis
tently for both. Accordingly, the pro
duction attributable to a net profits 
interest under § 29(d)(3) is the pro
duction required to be sold to pro
duce that portion of the gross sales 
from the property that is equal to the 
amount of income actually received 
by the holder of the net profits inter
est. 
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Section 29 

The property in the present situa
tion produced 2,500x mcf of gas in 
1991, resulting in gross revenues of 
$5,000x and net revenues of $3,000x 
($5,000x - $2,000x (expenses». Y 
owns a 20 percent net profits interest 
in the property; therefore, Y's net 
profits interest generated $600x (20070 
of $3,OOOx). Accordingly, Y has a 12 
percent ($600x/$5,000x) interest in 
the gross sales from the property. The 
production attributable to Y's net 
profits interest is 300x mef of gas 
(12% of 2,500x mcf). Alternatively, 
the production attributable to the net 
profits interest may be determined by 
dividing the amount received by the 
price of gas per mcf ($600x/$2 per 
mcf). 

HOLDING 

If a taxpayer holds a net profits 
interest in a mineral property that 
produces a qualified fuel under § 29, 
the production attributable to the net 
profits interest is determined by mul
tiplying the total production of the 
property by the taxpayer's interest in 
the gross sales from the property. The 

taxpayer's interest in the gross sales 
from the property is determine~ by 
dividing the amount of the taxpayer's 
net profits payment by the gross sales 
from the property. 

Subpart C.-Refundable Credits 

Section 32.-Earned Income 

26 CFR 1.32-2: Earned income credit for tax
able years beginning after December 31, 1978. 

The Service is providing inflation adjust
ments to the limitations on the earned income 
tax credit for taxable years beginning in 1995. 
See Rev. Proc. 94-72, page 811. 

Subpart D.-Business Related Credits 

Section 42.-Low-lncome Housing 
Credit 

Low-income housing credit; satis
factory bond; "bond factor" 
amounts for July, August, and Sep
tember 1994. This ruling announces 
the monthly bond factor amounts 
to be used by taxpayers who dis
pose of qualified low-income build-

Table 1 
Rev. Rul. 94-52 

ings or interests therein during the 
months of July, August, and Septem-
ber 1994. 

Rev. Rul. 94-52 

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 con
sidered satisfactory by the Secretary 
under § 420)(6) of the Internal Reve
nue Code. It further announced that 
the Secretary would publish in the 
Internal Revenue Bulletin a table of 
"bond factor" amounts for disposi
tions occurring during each calendar 
month. 

This revenue ruling provides in Ta
ble 1 the bond factor amounts for 
calculating the amount of bond con
sidered satisfactory under § 420)(6) 
for dispositions of qualified low
income buildings or interests therein 
during January, February, March, 
April, May, June, July, August, or 
September 1994. 

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

Calendar Year Building Placed in Service 

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

of 
Made, the Succeeding Calendar Year 

Disposition 1987 1988 1989 1990 1991 1992 1993 1994 

January '94 75.07% 75.72% 76.45% 77.53% 79.10% 81.25% 83.60% 83.98% 
February '94 74.84 
March '94 74.62 
April '94 74.39 
May'94 74.18 
June '94 73.97 
July'94 80.10 
August '94 79.87 
Sept '94 79.66 

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 disposi
tions occurring during calendar years 
1987, 1988, and 1989; Rev. Rul. 
90-88, 1990-2 C.B. 7, for disposi
tions occurring during calendar year 
1990; Rev. Rul. 91-67, 1991-2 C.B. 
13, for dispositions occurring during 
calendar year 1991; Rev. Rul. 92-10 1, 
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75.49 76.22 77.30 78.86 
75.26 76.00 77.08 78.64 
75.04 75.78 76.87 78.43 
74.83 75.57 76.67 78.22 
74.62 75.37 76.47 78.03 
81.61 83.27 85.33 87.93 
81.39 83.05 85.12 87.73 
8l.l8 82.84 84.91 87.53 

1992-2 C.B. 9, for dispositions occur
ring during calendar year 1992; and 
Rev. Rul. 93-83, 1993-2 C.B. 6, for 
dispositions occurring during calendar 
year 1993. 

Low-income housing credit; satis
factory bond; "bond factor" 
amounts for calendar year 1994. This 
ruling announces the monthly bond 
factor amounts to be used by taxpay
ers who dispose of qualified low-

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 
91.17 94.57 97.21 
90.96 94.38 97.21 
90.77 94.20 97.21 

income buildings or interests therein 
during calendar year 1994. 

Rev. Rul. 94-71 

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 con-



sidered satisfactory by the Secretary 
under § 42U)(6) of the Internal Reve
nue Code. It further announced that 
the Secretary would publish in the 
Internal Revenue Bulletin a table of 

"bond factor" amounts for disposi
tions occurring during each calendar 
month. 

This revenue ruling provides in Ta
ble 1 the bond factor amounts for 

Table 1 
Rev. Rul. 94-71 

Section 42 

calculating the amount of bond con
sidered satisfactory under § 42U)(6) 
for dispositions of qualified low
income buildings or interests therein 
during calendar year 1994. 

Monthly Bond Factor Amounts for Dispositions Expressed 

Month 
of 
Disposition 

1987 

January '94 75.070/0 
February '94 74.84 
March '94 74.62 
April '94 74.39 
May '94 74.18 
June '94 73.97 
July '94 80.10 
August '94 79.87 
September '94 79.66 
October '94 86.14 
November '94 85.91 
December '94 85.69 

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 disposi
tions occurring during calendar years 
1987, 1988, and 1989; Rev. Rul. 
90-88, 1990-2 C.B. 7, for disposi
tions occurring during calendar year 
1990; Rev. Rul. 91-67, 1991-2 C.B. 
13, for dispositions occurring during 
calendar year 1991; Rev. Rul. 92-10 1, 
1992-2 C.B. 9, for dispositions occur
ring during calendar year 1992; and 
Rev. Rul. 93-83, 1993-2 C.B. 6, for 
dispositions occurring during calendar 
year 1993. 

(Also Section 142.) 

Low-income housing credit; chang
es in area median gross income; ten
ant qualification; available unit rule. 
This ruling concludes that (1) the 
income limitation used to initially 
qualify tenants in a low-income unit 
fluctuates with changes in area medi
an gross income, and (2) owners must 
use the current area median gross 
income to determine when the avail
able unit rule of section 42(g)(2)(ii) 
applies. Rev. RuI. 89-24 modified 
and superseded. 

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 

1988 1989 

75.72% 76.45% 
75.49 76.22 
75.26 76.00 
75.04 75.78 
74.83 75.57 
74.62 75.37 
81.61 83.27 
81.39 83.05 
81.18 82.84 
88.67 91.40 
88.44 91.17 
88.22 90.95 

Rev. Rul. 94-57 

ISSUES 

1990 1991 

77.53% 79.10% 
77.30 78.86 
77.08 78.64 
76.87 78.43 
76.67 78.22 
76.47 78.03 
85.33 87.93 
85.12 87.73 
84.91 87.53 
94.63 98.51 
94.41 98.30 
94.19 98.10 

For the low-income housing credit 
under § 42 of the Internal Revenue 
Code: 

(1) What is the effect of a change 
in area median gross income (AMGI) 
on the income limitation used to de
termine whether a tenant qualifies as 
a low-income tenant under § 42(g)
(1)? 

(2) What is the effect of a change 
in AMGI on the determination of 
whether any available residential unit 
must be rented to a new low-income 
tenant under § 42(g)(2)(D)(ii)? 

FACTS 

The Project, a single-building, 
qualified low-income housing project, 
received a housing credit dollar 
amount allocation from a housing 
credit agency (the Agency) in 1990. 
The Project was placed in service and 
began its credit period in 1991. When 
the Project owner first filed the 
Project's Form 8609, Low-Income 
Housing Credit Allocation Certifica
tion, the Project owner elected the 
40-60 test of § 42(g)(1)(B). 

In January 1992, the Tenant took 
initial occupancy of a rent-restricted 

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 
91.17 94.57 97.21 
90.96 94.38 97.21 
90.77 94.20 97.21 

103.16 108.08 112.52 
102.95 107.89 112.52 
102.75 107.73 112.52 

residential unit in the Project. At the 
time the Tenant initially occupied the 
unit, 60 percent of AMGI, as adjust
ed for family size, in the area in 
which the Project is located, as de
fined in Rev. Rul. 89-24, 1989-1 
C.B. 24, was $30x and the Tenant's 
annual income was $29x. Therefore, 
the unit that the Tenant occupied 
qualified as a low-income unit under 
§ 42(i)(3). 

On May 5, 1993, AMGI, as deter
mined in a manner consistent with 
section 8 of the United States Hous
ing Act of 1937 (H.U.D. section 8), 
decreased so that 60 percent of 
AMGI, as adjusted for family size, in 
the area in which the Project is locat
ed was $25x. 

On March 30, 1994, the Tenant's 
annual income was recertified under 
§ 1.42-5(b)(1)(vi) of the Income Tax 
Regulations at $36x. 

On April 1, 1994, another residen
tial unit in the Project, which was not 
a low-income unit, became vacant. 
That unit is of comparable size to the 
unit occupied by the Tenant. As of 
April 1, 1994, 60 percent of AMGI 
remained $25x, as adjusted for family 
size. At all times, the unit occupied 
by the Tenant remained rent
restricted. 
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Section 42 

LAW 

Section 42(g)(1) defines a "quali
fied low-income housing project" as 
any project for residential rental use 
that meets one of the following re
quirements: (A) 20 percent or more 
of the residential units in the project 
are both rent-restricted and occupied 
by individuals whose income is 50 
percent or less of AMGI, as adjusted 
for family size, or (B) 40 percent or 
more of the residential units in the 
project are both rent-restricted and 
occupied by individuals whose income 
is 60 percent or less of AMGI, as 
adjusted for family size. These re
quirements are referred to as the 
minimum set-asides. Section 142(d)(1) 
contains similar requirements for ex
empt facility bonds the net proceeds 
of which are to be used to provide 
qualified residential rental projects. 

Section 42(i)(3)(A) defines the term 
"low-income unit" as any unit in a 
building if: (i) the unit is rent
restricted (as defined in § 42(g)(2», 
and (ii) the individuals occupying the 
unit meet the income limitation appli
cable under § 42(g)(1) to the project 
of which the building is a part (low
income tenants). 

Section 42(g)(2)(D)(i) provides that, 
except as provided in § 42(g)(2)(D)
(ii), notwithstanding an increase in 
the income of the occupant of a 
low-income unit above the income 
limitation applicable under § 42(g)(l), 
the unit continues to be treated as a 
low-income unit if the income of the 
occupants initially met the income 
limitation and the unit continues to 
be rent-restricted. Section 42(g)(2)(D)
(ii) provides, however, that if the 
income of the occupants of the unit 
increases above 140 percent of the 
income limitation applicable under 
§ 42(g)(1), a unit ceases to qualify as 
a low-income unit if any residential 
unit in the building (of a size compa
rable to, or smaller than, the unit) is 
occupied by a new resident whose 
income exceeds the income limitation. 
Section 142(d)(3) contains similar re
quirements for exempt facility bonds 
the net proceeds of which are to be 
used to provide qualified residential 
rental projects. 

Under § 42(g)(4), § 142(d)(2)(B) 
applies when determining whether any 
project is a qualified low-income 
housing project and whether any unit 
is a low-income unit. Section 
142(d)(2)(B) provides that the income 
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of individuals and AMGI is deter
mined in a manner consistent with 
determinations of lower income fami
lies and AMGI under H.U.D. section 
8. Accordingly, the determinations of 
lower income families and AMGI un
der H. U. D. section 8 apply to 
§ 42(g)(l) and, therefore, to 
§ 42(g)(2) and § 42(i)(3). 

ANALYSIS 

Issue 1. For a unit to be a low
income unit, a low-income tenant 
must meet the applicable income limi
tation elected by a project owner 
under § 42(g)(1) at the time the ten
ant initially occupies a rent-restricted 
residential unit in the owner's project. 
If a tenant initially satisfied the appli
cable income limitation, the unit re
mains a low-income unit, except as 
provided in § 42(g)(2)(D)(ii), notwith
standing an increase in the tenant's 
income (assuming the unit continues 
to be rent-restricted). See 2 H.R. 
Conf. Rep. No. 841, 99th Cong., 2d 
Sess. II -93 (1986). Similarly, if 
AMGI decreases in a project's area, a 
low-income tenant who occupied a 
residential unit prior to the decrease 
in AMGI will continue to qualify as a 
low-income tenant if the tenant quali
fied as a low-income tenant at the
time of the tenant's initial occupancy. 
Thus, a change in a tenant's income 
or a change in AMGI occurring sub
sequent to the tenant's initial occu
pancy does not cause that tenant to 
cease to be a low-income tenant as of 
initial occupancy. 

On the other hand, a decrease in 
AMGI commensurately decreases the 
income limitation under § 42(g)( 1) 
used to determine whether a tenant 
initially qualifies as a low-income ten
ant if the tenant's initial occupancy 
occurs on or after the effective date 
of the decrease in AMGI. Likewise, 
an increase in AMGI commensurately 
increases the income limitation under 
§ 42(g)(l) used to determine whether 
a tenant initially qualifies as a low
income tenant if the tenant's initial 
occupancy occurs on or after the 
effective date of the increase in 
AMGI. Therefore, a tenant that ini
tially occupies a residential unit after 
the effective date of a change in 
AMGI (whether AMGI increases or 
decreases for the area) must qualify 
based on the AMGI in effect at the 
time the tenant initially occupies the 
unit. 

Under the facts presented, as o.f its 
initial occupancy, the Tenant IS a 
low-income tenant because the Ten
ant's annual income at the time the 
Tenant initially occupied a residential 
unit in the Project, $29x, was less 
than the income limitation applicable 
to the Project, $30x, as adjusted for 
family size. The result would be the 
same under § 142(d)(l). 

Issue 2. Notwithstanding the analy
sis of Issue 1, if the income of the 
occupants in a low-income unit in
creases above 140 percent of the in
come limitation under § 42(g)(l), that 
unit ceases to qualify as a low-income 
unit unless the project owner rents 
any available residential unit of com
parable or smaller size to a new 
low-income tenant. A decrease in 
AMGI decreases the income limita
tion under § 42(g)(1). Accordingly, a 
decrease in AMGI decreases the in
come limitation used to calculate 
whether a project owner must rent 
any available residential unit of com
parable or smaller size to a new 
low-income tenant under § 42(g)(2)
(D)(ii). Likewise, an increase in 
AMGI increases the income limitation 
under § 42(g)(2)(D)(ii) used to calcu
late whether a project owner must 
rent any available residential unit of 
comparable or smaller size to a new 
low-income tenant. 

On April 1, 1994, 140 percent of 
the applicable income limitation for 
the Project was $35x (1.4 times $25x) , 
as adjusted for family size. Because 
the Tenant's annual income is $36x, 
for the Tenant's unit to continue to 
qualify as a low-income unit, the 
Project owner must rent the residen
tial unit that became vacant on April 
1, 1994, to a tenant whose income 
does not exceed the applicable income 
limitation of $25x, as adjusted for 
family size. The result would be the 
same under § 142(d)(3). 

HOLDINGS 

(1) A decrease in AMGI commen
surately decreases the income limita
tion under § 42(g)(1) used to deter
mine whether a tenant initially 
qualifies as a low-income tenant if the 
tenant's initial occupancy occurs on 
or after the effective date of the 
decrease in AMGI. Likewise, an in
crease in AMGI commensurately in
creases the income limitation under 
§ 42(g)(1) used to determine whether 
a tenant initially qualifies as a low-



income tenant if the tenant's initial 
occupancy occurs on or after the 
effective date of the increase in 
AMGI. This holding would also ap
ply under § 142(d)(l). 

(2) A decrease in AMGI decreases 
the income limitation used to calcu
late whether a project owner must 
rent any available residential unit of 
comparable or smaller size to a new 
low-income tenant under § 42(g)(2)
(D)(ii). Likewise, an increase in 
AMGI increases the income limitation 
used to calculate whether a project 
owner must rent any available resi
dential unit of comparable or smaller 
size to a new low-income tenant un
der § 42(g)(2)(D)(ii). This holding 
would also apply under § 142(d)(3). 

EFFECT ON OTHER REVENUE 
RULINGS 

Rev. Rul. 89-24, 1989-1 C.B. 24, 
25, provides that a list of income 
limits released by the Department of 
Housing and Urban Development 
(HUD) may be relied upon until 30 
days after the Internal Revenue Ser
vice publishes an announcement or 
notice in the Internal Revenue Bulle
tin indicating that HUD has released 
updated income limits. Rev. Rul. 
89-24 is modified and superseded. In 
the future, taxpayers may rely on a 
list of income limits released by HUD 
until 45 days after HUD releases a 
new list of income limits, or until 
HUD's effective date for this new 
list, whichever is later. However, un
der § 7805(b), taxpayers may rely on 
the income limits in effect prior to 
May 5, 1993, until 30 days after 
September 12, 1994. 

PROSPECTIVE APPLICATION 

The Service will not retroactively 
apply the holdings in this revenue 
ruling to the extent the holdings in 
this revenue ruling adversely affect 
taxpayers. 

Owners of low-income housing projects are 
informed on how to obtain the annual income 
recertification waiver provided in § 42(g)(8)(8) 
of the Code. See Rev. Proc. 94-64, page 797. 

Housing credit agencies and owners of quali
fied low-income housing projects are informed 
to use a signed, sworn statement by a low
income tenant of that tenant's income from 
assets to satisfy the documentation requirement 
of § 1.42-5(b)(I)(vii) of the regulations for the 
tenant's annual income from assets. See Rev. 
Proc. 94-65, page 798. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of luly 1994. See Rev. Rul. 94-44, 
page 190. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of August 1994. See Rev. Rul. 
94-50, page 192. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of September 1994. See Rev. Rul. 
94-55, page 193. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of October 1994. See Rev. Rul. 
94-61, page 194. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of November 1994. See Rev. Rul. 
94-67, page 196. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of December 1994. See Rev. Rul. 
94-73, page 197. 

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

The amounts of unused housing credit carry
overs allocated to qualified states under section 
42(h)(3)(D) of the Code for calendar year 1994 
are published. See Rev. Proc. 94-54, page 715. 

26 CFR 1.42-5: Monitoring compliance with 
low-income housing credit requirements. 
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DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1 and 602 

State Housing Credit Ceiling and 
Other Rules Relating to the 
Low-Income Housing Credit 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMAR Y: This document contains 
final regulations concerning the low
income housing credit under section 
42 of the Internal Revenue Code. The 
regulations provide rules relating to 
the order in which housing credit 
dollar amounts are allocated from 
each State's housing credit ceiling un
der section 42(h)(3)(C) and the deter
mination of which States qualify to 
receive credit from a national pool of 
credit under section 42(h)(3)(D). The 

Section 42 
regulations affect State and local 
housing credit agencies and taxpayers 
receiving credit allocations, and pro
vide them with guidance for comply
ing with section 42. The final regula
tions also amend § 1.42-5 to provide 
a cross reference to section 42(g)(8)
(B). 

EFFECTIVE DATE: These regula
tions are effective January I, 1994. 

SUPPLEMENTARY 
INFORMATION: 

Paperwork Reduction Act 

The collection 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 num
ber 1545-1423. 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 esti
mated average of 1 hour. 

Comments concerning the accuracy 
of this burden estimate and sugges
tions for reducing this burden should 
be sent to the IRS, Attn: IRS Reports 
Clearance Officer, PC:FP, Washing
ton, 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 

On December 29, 1993, the IRS 
published a notice of proposed rule
making in the Federal Register (58 FR 
68799 [PS-106-91, 1994-1 C.B. 822]) 
proposing amendments to the Income 
Tax Regulations (26 CFR part I) 
under section 42 of the Internal Reve
nue Code of 1986, as amended. These 
amendments provide guidance on sev
eral requirements of the low-income 
housing tax credit relating to determi
nations of the housing credit dollar 
amount available to housing credit 
agencies for allocation in any given 
year. 

Written comments responding to 
the notice of proposed rulemaking 
were received. A public hearing was 
scheduled for April 26, 1994, pursu-
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ant to a notice of public hearing 
published simultaneously with the no
tice of proposed rulemaking. The IRS 
received one request to speak at the 
public hearing. This request was with
drawn before the hearing date. On 
April 14, 1994, the IRS published a 
notice (59 FR 17747) cancelling the 
public hearing on the proposed regu
lations. After consideration of the 
comments received, the proposed reg
ulations are adopted as revised by this 
Treasury decision. 

Explanation of Provisions 

Section 42 provides for a low
income housing credit that may be 
claimed as part of the general busi
ness credit under section 38. In gener
al, the credit is allowable only if the 
owner of a qualified low-income 
building receives a housing credit al
location from a State or local housing 
credit agency (Agency) of the jurisdic
tion 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 appor
tioned 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 
component); (b) the unused State 
housing credit ceiling, if any, of the 
State for the preceding calendar year 
(the unused carryforward compo
nent); (c) the amount of State hous
ing credit ceiling returned in the cal
endar 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 final 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 final regulations also reflect the 
statutory rule that unallocated credit 
attributable to the national pool com
ponent cannot be carried forward, 
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and, therefore, is not included in the 
carryforward component for the fol
lowing year. In addition, the final 
regulations provide that no credit al
located 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 obli
gations under section 103), may be 
returned for reallocation. Thus, this 
credit is not included in the returned 
credit component for any year. 

One commentator requested clarifi
cation of the rule in the proposed 
regulations that if the terms of the 
allocation violate any requirement of 
section 42, the allocation is not valid. 
Specifically, the commentator ex
pressed concern that a misrepresenta
tion by a taxpayer to an Agency 
would result in the allocation being 
treated as not valid and as if it had 
never been made and ineligible for 
treatment as a returned credit. The 
final regulations do not include this 
statement. First, the determination of 
whether an allocation is valid is not 
within the scope of these regulations. 
Second, given the general requirement 
that an allocation must be valid to 
qualify as a returned credit, it is 
unnecessary to include the additional 
statement that, 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. However, for all purposes of 
section 42, including qualification as 
a returned credit, an allocation must 
be validly made. See, for example, 
§§ 1.42-lT and 1.42-6. 

The final regulations adopt the pro
vision of the proposed regulations 
requiring that if a credit is returned 
within 180 days following the close of 
the first taxable year of a building's 
credit period and a Form 8609, Low
Income Housing Credit Allocation 
Certification, has been issued for the 
building, an Agency must notify the 
IRS that the credit has been returned. 
One commentator requested that the 
procedure for notifying the IRS be 
clarified. Accordingly, the final regu
lations clarify that if all of the credit 
is returned, the Agency must follow 
the procedures in § 1.42-5(e)(3) for 
filing the Form 8823, Low-Income 
Housing Credit Agencies Report of 
Noncompliance. In situations where 
the credit is only partially returned, 
the Agency must follow the proce-

dures prescribed for filing an amend
ed Form 8610, Annual Low-Income 
Housing Credit Agencies Report. 

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 
reallocated by the Agency by the 
close of the year as returned at the 
beginning of the succeeding calendar 
year (the two-month rule). One com
mentator suggested that the two
month rule of the proposed regula
tions be changed to allow more time 
to reallocate credits before the close 
of the calendar year. Accordingly, the 
final regulations provide that credit 
returned to the Agency after Septem
ber 30 of any calendar year and not 
reallocated by the close of the year 
may be treated as returned at the 
beginning of the succeeding calendar 
year. In response to another com
ment, the final regulations clarify that 
an Agency, in its discretion, may 
treat a portion of a credit that is so 
returned and that is not reallocated 
before the close of the calendar year 
as returned in the next calendar year. 
However, to the extent any portion of 
a credit returned after September 30 
of any calendar year is allocated by 
the close of the calendar year in 
which it is returned, that portion of 
the credit is included as part of the 
returned credit component of the 
State housing credit ceiling for the 
year in which the credit is returned. 

The proposed regulations provide 
that, if an allocation is cancelled by 
mutual consent, a signed and dated 
written agreement between the Agen
cy and the allocation recipient (or its 
successor in interest) must indicate 
the amount of the allocation returned 
and the date on which the credit is 
returned. Commentators suggested 
that, if the terms of an allocation 
state that any unused amounts are 
automatically returned to the Agency 
by mutual agreement, the regulations 
should not require a signed and dated 
written agreement. If this suggestion 
were adopted, neither the IRS nor the 
Agency would know with enough pre
cision the amount of credit returned 
and the date on which the credit is 
returned. This information is neces
sary to determine with certainty the 
returned credit component of the 
State housing credit ceiling and to 
avoid discrepancies in the amount of 
credit allocated to a particular 



project. Thus, the final regulations do 
not adop. this suggestion. 

Under section 42(h)(3)(D), States 
that have unused housing credit car
ryovers must assign them to the Sec
retary for inclusion in a national pool 
of unused housing credit carryovers 
(National Pool), and the Secretary 
must allocate National Pool credit 
among qualified States. 

In determining whether there is any 
unallocated credit within the State at 
the close of a calendar year, the 
housing credit dollar amounts appor
tioned to all Agencies within the State 
(including Agencies of constitutional 
home rule cities in the State) and the 
allocations of all Agencies within the 
State are considered. One commenta
tor suggested that a constitutional 
home rule city be considered alone 
rather than in combination with other 
constitutional home rule cities or 
Agencies within a State in determin
ing access to the National Pool. Sec
tion 42(h)(3)(E) does provide special 
rules for apportioning credits to con
stitutional home rule cities. Under 
these rules, however, credits are ap
portioned to these cities from the 
State housing credit ceiling. There is 
no provision in the Code that permits 
a constitutional home rule city to 
receive credit that is not apportioned 
from the State housing credit ceiling. 
Accordingly, the final regulations do 
not adopt this suggestion. 

In addition to a de minimis excep
tion for States that have 1 percent or 
less of unallocated credit remaining in 
their State housing credit ceiling at 
the close of a calendar year (de mini
mis rule), the proposed regulations 
provide that, in other circumstances 
where relief is deemed appropriate, 
the IRS may determine that a State is 
a qualified State eligible to participate 
in the National Pool. One commenta
tor requested that States that cannot 
allocate their entire ceiling as a result 
of a natural disaster be allowed to 
participate in the National Pool. This 
type of relief exceeds the scope and 
intent behind the limited exception 
provided in the proposed regulations. 
Further, this type of relief would be 
inequitable to other States that quali
fy for the National Pool. Thus, the 
final regulations do not adopt this 
suggestion. 

Another commentator suggested 
that the de minimis rule provide an 
alternative fixed dollar amount mea-

surement of de minimiS amount to 
reflect unallocated amounts that are, 
as a practical matter, insufficient to 
provide an allocation to a project. 
Due to variations in construction and 
housing costs across the United 
States, this suggestion was not adopt
ed. Similarly, a suggestion that the 
final regulations provide a separate de 
minimis rule for the set-aside for 
nonprofit organizations was not 
adopted. Under the regulations, how
ever, these situations can be ad
dressed by the IRS on a case-by-case 
basis. Moreover, if appropriate, addi
tional safe harbors could be provided 
in the future (e.g., to respond to 
other common situations not ad
dressed by the 1 percent rule). 

The final regulations also amend 
§ 1.42-5 to provide a cross reference 
to section 42(g)(8)(B), as added by 
section 13I42(b )(3) of the Revenue 
Reconciliation Act of 1993. Section 
42(g)(8)(B) provides that on applica
tion by the taxpayer, the Secretary 
may waive any annual recertification 
of tenant income (the Waiver) for 
purposes of section 42(g), if the entire 
building is occupied by low-income 
tenants. Instructions on how to ob
tain the Waiver will be contained in a 
forthcoming revenue procedure. 

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 
Flexibility Act (5 U .S.c. chapter 6) 
do not apply to these regulations, 
and, therefore, a Regulatory Flexibili
ty Analysis is not required. Pursuant 
to section 7805(f) of the Internal 
Revenue Code, the notice of pro
posed rulemaking preceding these reg
ulations 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 and 
602 are amended as follows: 

PART I-INCOME TAXES 

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

Authority: 26 U.S.C. 7805 * * * 
Section 1.42-14 also issued under 26 
U.S.c. 42(n). * * * 

Par. 2. Section 1.42-5 is amended 
by: 

1. Revising paragraph (b)(I)(vi). 
2. Adding a sentence after the first 

sentence in paragraph (b)(l)(vii). 
3. Revising paragraph (c)(I)(iii). 
4. The revisions and additions read 

as follows: 

§ 1.42-5 Monitoring compliance with 
low-income housing credit 
requirements. 

* * * * * 
(b)***(1)*** 
(vi) The annual income certification 

of each low-income tenant per unit. 
For an exception to this requirement, 
see section 42(g)(8)(B) (which pro
vides a special rule for a 100 percent 
low-income building); 

(vii) * * * For an exception to this 
requirement, see section 42(g)(8)(B) 
(which provides a special rule for a 
100 percent low-income building). 
* * * 

* * * * * 
(c) * * * (1) * * * 
(iii) The owner has received an 

annual income certification from each 
low-income tenant, and documenta
tion to support that certification; or, 
in the case of a tenant receiving 
Section 8 housing assistance pay
ments, the statement from a public 
housing authority described in para
graph (b)(1)(vii) of this section. For 
an exception to this requirement, see 
section 42(g)(8)(B) (which provides a 
special rule for a 100 percent low
income building); 

* * * * * 
Par. 3. Section 1.42-14 is added to 

read as follows: 

§ 1.42-14 A /location 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 com
ponents are-

(1) $1.25 multiplied by the State 
population (the population compo
nent); 
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(2) The unused State housing credit 

ceiling, if any, of the State for the 
preceding calendar year (the unused 
carryforward 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)(0) 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 1460). Thus, a 
State's population for any calendar 
year is determined by reference to the 
most recent census estimate, whether 
final or provisional, of the resident 
population of the State released by 
the Bureau of the Census before the 
beginning of the calendar year for 
which the State's housing credit ceil
ing is set. Unless otherwise prescribed 
by applicable revenue procedure, de
terminations of population are based 
on the most recent estimates of popu
lation contained in the Bureau of the 
Census publication, Current Popula
tion Report, Series P-25; Population 
Estimates and Projections, Estimates 
of the Population of States. For con
venience, the Internal Revenue Ser
vice publishes the population esti
mates annually in the Internal 
Revenue Bulletin. (See § 601.601(d)
(2)(ii)(b». 

(c) The unused carryforward com
ponent. The unused carryforward 
component of the State housing credit 
ceiling of a State for any calendar 
year is the excess, if any, of the sum 
of the population and returned credit 
components, over the aggregate hous
ing credit dollar amount allocated for 
the year. Any credit amounts attribut
able 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 calendar year; in
stead, the credit expires and cannot 
be reallocated by any Agency. 

(d) The returned credit compo
nent-(l) In general. The returned 
credit component of the State housing 
credit ceiling of a State for any calen
dar year equals the housing credit 
dollar amount returned during the 
calendar year that was validly allocat-
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ed within the State in a prior calendar 
year to any project that does not 
become a qualified low-income hous
ing 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 cancella
tion of an allocation by mutual con
sent or by an Agency's determination 
that the amount allocated is not nec
essary for the financial feasibility of 
the project. For purposes of this sec
tion, 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 attributable to eligible basis 
financed by certain tax-exempt bonds 
under section 103); or 

(C) Allocated during the same cal
endar 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 ex
pires, and cannot be returned to or 
reallocated by any Agency. 

(iii) Three-month rule for returned 
credit. An Agency may, in its discre
tion, treat any portion of credit that 
is returned from a project after Sep
tember 30 of a calendar year and that 
is not reallocated by the close of the 
calendar year as returned on January 
1 of the succeeding calendar year. In 
this case, the returned credit becomes 
part of the returned credit component 
of the State housing credit ceiling for 
the succeeding calendar year. Any 
portion of credit that is returned 
from a project after September 30 of 
a calendar year that is reallocated by 

the close of the calendar year is 
treated as part of the returned credit 
component of the State housing credit 
ceiling for the calendar year that the 
credit was returned. 

(iv) Returns of credit. Subject to 
the limitations of paragraphs (d)(2)(i) 
and (ii) of this section, credit is re
turned 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. For example, 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)(l) 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 alloca
tion, it loses the credit allocation and 
the credit is returned. The terms of 
an allocation are the written condi
tions agreed to by the Agency and the 
allocation recipient in the allocation 
document. 

(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. 

(0) Amount not necessary for fi
nancial feasibility. If an Agency de
termines under section 42(m)(2) that 
an amount of credit allocated to a 
project is not necessary for the finan
cial feasibility of the project and its 
viability as a qualified low-income 
housing project throughout the credit 
period, that amount of credit is re
turned. 

(3) Manner of returning credit-(i) 
Taxpayer notification. After an Agen
cy determines that a building or 
project no longer qualifies under 
paragraph (d)(2)(iv)(A), (B), or (0) of 
this section for all or part of the 
allocation it received, the Agency 
must provide written notification to 
the allocation recipient, or its succes
sor 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 notifica-



tion is the date the credit is returned 
to the Agency. If an allocation is 
cancelled by mutual consent under 
paragraph (d)(2)(iv)(C) of this sec
tion, there must be a written agree
ment signed by the Agency, and the 
allocation recipient, or its successor in 
interest, indicating the amount of the 
allocation that is returned to the 
Agency. The effective date of the 
agreement is the date the credit is 
returned to the Agency. 

(ii) Internal Revenue Service notifi
cation. If a credit is returned within 
180 days following the close of the 
first taxable year of a building's cred
it period as provided in paragraph 
(d)(2)(ii) of this section, and a Form 
8609, Low-Income Housing Credit 
Allocation Certification, has been is
sued for the building, the Agency 
must notify the Internal Revenue Ser
vice that the credit has been returned. 
If only part of the credit has been 
returned, this notification require
ment is satisfied when the Agency 
attaches to an amended Form 8610, 
Annual Low-Income Housing Credit 
Agencies Report, the original of an 
amended Form 8609 reflecting the 
correct amount of credit attributed to 
the building together with an explana
tion for the filing of the amended 
Forms. The Agency must send a copy 
of the amended Form 8609 to the 
taxpayer that owns the building. If 
the building is not issued an amended 
Form 8609 because all of the credit 
allocated to the building is returned, 
notification to the Internal Revenue 
Service is satisfied by following the 
requirements prescribed in § 1.42-
5(e)(3) for filing a Form 8823, Low
Income Housing Credit Agencies Re
port of Noncompliance. 

(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 calen
dar year. The national pool compo
nent 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 national pool compo
nent 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 calen
dar 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 cred
it ceiling on Form 8610 and for 
purposes of determining the set-aside 
apportionment for projects involving 
qualified nonprofit organizations de
scribed in section 42(h)(5) and 
§ 1.42-IT(c)(5), the State housing 
credit ceiling for any calendar year is 
determined at the close of the calen
dar 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 
following order. The first credit allo
cated for any calendar year is treated 
as credit from the sum of the popula
tion and returned credit components 
of the State housing credit ceiling. 
Once all of the credit in these compo
nents has been allocated, the next 
credit allocated is treated as credit 
from the unused carryforward com
ponent of the State housing credit 
ceiling. Finally, after all of the credit 
from the population component, re
turned credit component, and unused 
carryforward component has been al
located, any further credit allocated is 
treated as credit from the national 
pool component. 

(h) Nonprofit set-aside-(1) 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 in
volving qualified nonprofit organiza
tions (the nonprofit set-aside). How
ever, 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 be
comes part of the returned credit 
component of the State housing credit 
ceiling for the calendar year that the 
credit is returned and must be includ
ed in determining the nonprofit set
aside of the State housing credit ceil
ing 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 
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subsequent calendar year become part 
of the returned credit component of 
the State housing credit ceiling for 
that year and are also included in 
determining the set-aside for that 
year. 

(2) Allocation rules. An Agency 
may allocate credit from any compo
nent of the State housing credit ceil
ing 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 satis
fy the nonprofit set-aside requirement 
of section 42(h)(5) and § 1.42-
IT(c)(5) in any calendar year by set
ting aside for allocation an amount 
equal to at least 10 percent of the 
total State housing credit ceiling for 
the calendar year. 

(i) National Pool-(1) 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 (National Pool) that 
is reallocated among qualified States 
the succeeding calendar year. The as
signment to the Secretary is made on 
Form 8610. 

(2) Unused housing credit carry
over. The unused housing credit car
ryover of a State for any calendar 
year is the excess, if any, of the 
unused carryforward 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 1 of the calendar 
year, to receive an allocation of credit 
from the National Pool for that cal
endar 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 pre
ceding calendar year that was appor
tioned to any Agency within the State 
for the calendar year. 
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(ii) Exceptions- (A) De minimis 
amount. If the amount remaining 
unallocated 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. For that purpose, a credit 
amount is de minimis if it does not 
exceed 1 percent of the aggregate 
State housing credit ceiling of the 
State for the calendar year. 

(B) Other circumstances. Pursuant 
to the authority under section 42(n), 
the Internal Revenue Service may de
termine that a State is a qualified 
State eligible to participate in the 
National Pool even though the State's 
unallocated credit is in excess of the 1 
percent safe harbor set forth in para
graph (A) of this section. The Inter
nal Revenue Service will make this 
determination based on all the facts 
and circumstances, weighing heavily 
the interests of the States who would 
otherwise qualify for the National 
Pool. The Internal Revenue Service 
will generally grant relief under this 
paragraph only where a State's unal
located credit is not substantial. 

(iii) Time and manner for making 
request. For further guidance as to 
the time and manner for making a 
request of housing credit dollar 
amounts from the National Pool by a 
qualified State, see Rev. Proc. 92-31, 
1992-1 C.B. 775. (See 601.601(d)(2)
(ii)(b).) 

(4) Formula for determining the 
National 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 
preceding calendar year as that 
State's population 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 re
quest on behalf of the State for credit 
from the National Pool (the Filing 
Agency) must coordinate with each 
Agency within the State to ensure 
that the various requirements of this 
section are complied with. For exam
ple, 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 of their respective credit 
amounts for the calendar year before 
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the Filing Agency can make a request 
on behalf of the State for a distribu
tion of credit from the National Pool. 

(k) Examples. (1) The operation of 
the rules of this section may be illus
trated by the following examples. Un
less otherwise stated in an example, 
Agency A is the sole Agency autho
rized 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 following housing credit dollar 
amounts: 

A. population component: 
B. unused carryforward 

component: 
C. returned credit component: 
D. national pool component: 

Total 

$100 

$ 50 
$ 10 
$ 0 

$160 

(2) In addition, the $10 of returned 
credit component was returned before 
October 1, 1994. 

Example l-(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 involv
ing 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 allo
cate credit in excess of the sum of the popula
tion and returned credit components, no credit 
is treated as allocated from State M's $50 
unused carryforward component in 1994. Be
cause none of this component may be carried 
forward, all $50 is assigned to the Secretary for 
inclusion in the National Pool. Under para
graph (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 
exactly the amount of credit to projects involv
ing qualified nonprofit organizations as neces
sary to meet the nonprofit set-aside require
ment ($16, 10070 of the $160 ceiling). 

Example 2-(i) Additional facts. 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 involv
ing qualified nonprofit organizations. 

(ii) Application of stacking rules. The first 
$110 of credit allocated is treated as allocated 
from the population and returned credit com
ponents. In this case, because all of the popula
tion and returned credit components are allo
cated, no amount is included in State M's 1995 
State housing credit ceiling as an unused carry-

forward component. The next $20 of credit 
allocated is treated as allocated from the $50 
unused carryforward component. The $30 re
maining 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 100J0 nonprof
it 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 are for projects involving qualified 
nonprofit organizations. 

(ii) Nonprofit set-aside. Because at least 100J0 
of the State housing credit ceiling must be set 
aside for projects involving a qualified non
profit 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 organiza
tions 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 October I, 1994. However, a $40 credit that 
had been allocated in calendar year 1993 to a 
project involving a qualified nonprofit organi
zation 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 three-month rule. Under the 
three-month rule of paragraph (d)(2)(iii) of this 
section, Agency A may treat all or part of the 
$40 of previously allocated credit as returned 
on January I, 1995. If Agency A treats all of 
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 three-month rule not used. If Agency 
A treats all of the $40 of previously allocated 
credit as returned in calendar year 1994, the 
State housing credit ceiling for the 1994 calen
dar 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 (10070 of 
$200). The $160 that Agency A allocated dur
ing 1994 is first treated as allocated from the 
population and returned credit components, 
which total $150. The next $10 of credit 
allocated is treated as allocated from the un-



used carryforward component. The $40 of 
unallocated credit from the unused carryfor
ward component includes the $4 of unallocated 
nonprofit set-aside. The entire $40 of 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) (A) Additional facts. For 
calendar year 1994, Agency A has a State 
housing credit ceiling that consists of the fol
lowing 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 

(B) In addition, the $20 of returned credit 
component was returned before October 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 carry
forward component of the State housing credit 
ceiling for the 1995 calendar year. The $10 of 
unallocated credit from the national pool com
ponent 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 § 1.42-14 are effective Janu
ary 1, 1994. 
PART 602-0MB CONTROL NUM
BERS UNDER THE PAPERWORK 
REDUCTION ACT 

Par. 4. The authority citation for 
part 602 continues to read as follows: 

Authority: 26 U.S.C 7805. 

§ 602.101(c) [Amended] 

Par. 5. Section 602.101(c) is 
amended by adding the entry 
"1.42-14 .... 1545-1423" in numerical 
order to the table. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved September 9, 1994. 

Leslie Samuels, 
Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
September 30, 1994, 8:45 a.m., and pub
lished in the issue of the Federal Register for 
October 3, 1994, 59 F.R. 50161) 

Part VI.-Alternative Minimum Tax 

Section 55.-Alternative Minimum 
Tax Imposed 

26 CFR 1.55-1: Alternative minimum taxable 
income. 

T.D.8569 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Alternative Minimum Taxable 
Income 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations relating to the alter
native minimum tax (AMT). The reg
ulations provide guidance on the 
computation of alternative minimum 
taxable income (AMTI) with respect 
to items that are determined by refer
ence to adjusted gross income (AGI). 
The regulations affect taxpayers who 
are subject to the alternative mini
mum tax. 

DATES: These regulations are effec
tive November 25, 1994. 

These regulations are applicable to 
taxable years beginning after Decem
ber 31, 1993. 

SUPPLEMENTARY 
INFORMATION: 

Background 

On March 18, 1994, a notice of 
proposed rulemaking (lA-4-94 
[1994-1 C.B. 807]) was published in 
the Federal Register (59 FR 12880) 
which contained proposed amend
ments to the Income Tax Regulations 
(26 CFR part 1) under section 55 of 
the Internal Revenue Code (Code). A 
detailed explanation of the proposed 
regulations is contained in the pream
ble to those regulations. The pro
posed regulations provide that, in 
general, all Code provisions that ap
ply in determining the regular taxable 
income of a taxpayer also apply in 
determining the AMTI of the taxpay
er. However, the proposed regula
tions provide that, for purposes of 
computing the AMTI of a noncorpo
rate taxpayer, all references to the 
taxpayer's AGI in determining the 
amount of any item of income, exclu-
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sion, or deduction must be treated as 
references to the taxpayer's AGI as 
determined for regular tax purposes. 

The IRS received written comments 
on the proposed regulations and on 
June 6, 1994, held a public hearing 
on those regulations. After consider
ation of the comments received and 
the statements made at the public 
hearing, the proposed regulations are 
revised and adopted as final regula
tions by this Treasury decision. 

Discussion 

In the Tax Reform Act of 1986, 
Congress expanded the application of 
the alternative minimum tax (AMT) 
for individual taxpayers. Although 
Congress generally intended that the 
AMT be treated as a tax system 
separate from but parallel to the reg
ular tax system, in certain limited 
instances, deviations from the sepa
rate and parallel concept may be 
necessary to reduce complexity and 
ease administrative burden. See Staff 
of the Joint Committee on Taxation, 
tOOth Cong., General Explanation of 
the Tax Reform Act of 1986438 n.9 
(Comm. Print 1987). 

Some commentators suggested that 
there should be even greater confor
mity between the AMT and regular 
tax systems than that provided in the 
proposed regulations. These commen
tators urged that, in computing 
AMTI, all references to taxable in
come or a component thereof (such 
as AGI, modified AGI, earned in
come, or taxable business income) 
should be treated as references to 
regular taxable income or a compo
nent thereof for purposes of deter
mining any item of income, exclu
sion, or deduction. 

Other commentators stated that 
any regulatory attempt at conformity 
was inappropriate. According to these 
commentators, the separate but paral
lel system should be adhered to in 
full. 

Finally, there were some commen
tators who suggested that taxpayers 
be allowed to make a binding election 
to make computations based either on 
regular tax AGI or AMT AGI. 

If, in computing AMTI, all items 
of income, exclusion, or deduction 
that are determined by references to 
defined measures of income were 
based on such defined measures as 
determined for regular tax purposes, 
the system envisioned by Congress 
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would be substantively changed. Ac
cordingly, the final regulations have 
not been expanded to provide that all 
references to taxable income, or a 
component thereof, be treated as ref
erences to regular taxable income, or 
a component thereof, in computing 
AMTI. The final regulations clarify, 
however, that for purposes of com
puting the AMTI of a noncorporate 
taxpayer, all references to the taxpay
er's modified AGI in determining the 
amount of any item of income, exclu
sion, or deduction must be treated as 
references to the taxpayer's modified 
AGI as determined for regular tax 
purposes. 

The final regulations also do not 
adopt the suggestion that an election 
be permitted to use either regular tax 
AGI or AMT AGI in computing 
AMTI. Such an election would add 
administrative complexity to the 
AMT and would be contrary to the 
goal of simplicity sought by these 
regulations. 

The proposed regulations were in
tended to reduce complexity without 
deviating from the separate and par
allel concept to such an extent that 
the purpose of the AMT provisions 
would be subverted. The Treasury 
and the IRS believe that the general 
intent of Congress to apply the AMT 
on a separate and parallel basis is not 
undermined where this concept is not 
followed in limited, specific instances 
for the purpose of reducing some of 
the complexity and record keeping 
burdens of the AMT. Accordingly, 
the final regulations adopt the provi
sions of the proposed regulations in 
full. 

The IRS will continue to consider 
other possible areas of the AMT 
where the separate and parallel con
cept should, on a limited basis, be 
modified in order to reduce complexi
ty. The IRS may, in the future, 
address other possible areas through 
regulations or other published guid
ance. 

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 
V.S.C. chapter 5) and the Regula
tory Flexibility Act (5 V.S.C. chapter 
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6) do not apply to these regulations, 
and, therefore, a Regulatory Flexibili
ty Analysis is not required. Pursuant 
to section 7805(f) of the Internal 
Revenue Code, the notice of pro
posed rulemaking preceding these reg
ulations was submitted to the Small 
Business Administration for comment 
on its impact on small businesses. 

* * * * * 
Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part is 
amended as follows: 

PART I-INCOME TAXES 

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

Authority: 26 V.S.C. 7805 * * * 
Par. 2. Section 1.55-1 is added to 

read as follows: 

§ 1.55-1 Alternative minimum 
taxable income. 

(a) General rule for computing al
ternative minimum taxable income. 
Except as otherwise provided by stat
ute, regulations, or other published 
guidance issued by the Commissioner, 
all Internal Revenue Code provisions 
that apply in determining the regular 
taxable income of a taxpayer also 
apply in determining the alternative 
minimum taxable income of the tax
payer. 

(b) Items based on adjusted gross 
income or modified adjusted gross 
income. In determining the alternative 
minimum taxable income of a taxpay
er other than a corporation, all refer
ences to the taxpayer's adjusted gross 
income or modified adjusted gross 
income in determining the amount of 
items of income, exclusion, or deduc
tion must be treated as references to 
the taxpayer's adjusted gross income 
or modified adjusted gross income as 
determined for regular tax purposes. 

(c) Effective date. These regula
tions are effective for taxable years 
beginning after December 31, 1993. 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

Approved October 14, 1994. 

Leslie Samuels, 
Assistant Secretary of the Treasury. 

(Filed by the Office of the Federal Register on 
November 23, 1994, 8:45 a.m., a~d pub
lished in the issue of the Federal Register for 
November 25, 1994, 59 F.R. 60556) 

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

Section 61.-Gross Income Defined 

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

Federal income taxation of corpo
rations organized by Indian tribes 
under section 3 of the Oklahoma 
Welfare Act. A tribal corporation 
organized under section 3 of the 
Oklahoma Welfare Act is not subject 
to federal income tax on income 
earned in the conduct of commercial 
business on or off the tribe's reserva
tion. Relief under section 7805(b) of 
the Code will be granted in appropri
ate circumstances. Rev. Rul. 94-16 
amplified. 

Rev. Rul. 94-65 

Revenue Ruling 94-16, 1994-1 C.B. 
19, holds that an unincorporated In
dian tribe or an Indian tribal corpora
tion organized under section 17 of the 
Indian Reorganization Act of 1934, 
25 V.S.C. section 477 (l993)(lRA), is 
not subject to federal income tax on 
the income earned in the conduct of 
commercial business on or off the 
tribe's reservation. The ruling further 
holds, however, that 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. 

Applying the rationale of Rev. Rul. 
94-16 that relates to a tribal corpora
tion organized under section 17 of the 
IRA, a tribal corporation organized 
under section 3 of the Oklahoma 
Welfare Act, 25 V.S.C. section 503 
(1993), is not subject to federal in
come tax on the income earned in the 
conduct of commercial business on or 
off the tribe's reservation. 

Rev. Rul. 94-16 provides, under 
section 7805(b) of the Internal Reve
nue Code, that it will not apply to 
income earned prior to October 1, 
1994, by a corporation organized by 
an Indian tribe under state law from 
activities conducted within the bound
aries of the reservation (including 
gain or loss properly allocable to such 
activities from the sale or exchange of 
assets). 



A tribe seeking to dissolve a corpo
ration organized under state law and 
organize into a corporation under 
section 17 of the IRA or under sec
tion 3 of the Oklahoma Welfare Act 
will be granted further relief under 
section 7805(b) of the Code upon 
application for such relief provided it 
demonstrates to the Service that it has 
acted reasonably and in good faith to 
achieve the dissolution and organiza
tion. In other circumstances, the Ser
vice will consider the application of 
section 7805(b) on a case-by-case ba
sis. Relief under this paragraph will 
be limited to income earned after 
September 30, 1994, by a corporation 
organized by an Indian tribe under 
state law from activities conducted 
within the boundaries of the reserva
tion (including gain or loss properly 
allocable to such activities from the 
sale or exchange of assets). 

Period During Which 
the Flight Was Taken 

1/1/94-6/30/94 

7/1/94-12/31/94 

EFFECT ON OTHER REVENUE 
RULING 

Rev. Rul. 94-17, 1994-1 C.B. 20, is 
modified. 

Section 62.-Adjusted Gross Income 
Defined 

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

Rules under which a reimbursement or other 
expense allowance arrangement for the cost of 
operating an automobile for business purposes 
will satisfy the requirements of section 62(c) of 
the Code as to business connection, substantia
tion, and returning amounts in excess of ex
penses. See Rev. Proc. 94-73, page 816. 

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

Rules are set forth under which a reimburse
ment or other expense allowance arrangement 
for the cost of lodging, meal, and/or incidental 
expenses incurred by an employee while travel
ing away from home will satisfy the require
ments of § 62(c) of the Code as to business 
connection, substantiation, and returning 
amounts in excess of expenses. See Rev. Proc. 
94-77, page 825. 

EFFECT ON OTHER RULINGS 

Rev. Rul. 94-16 is amplified. 

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-commer
cial flights on employer-provided air
craft, the Standard Industry Fare 
Level (SIFL), cents-per-mile rates and 
terminal charges in effect for 1994 are 
set forth. Rev. Rul. 94-17 modified. 

Rev. Rul. 94-66 

For purposes of the taxation of 
fringe benefits under section 61 of the 
Internal Revenue Code, section 
1.61-21(g) of the Income Tax Regu
lations provides a rule for valuing 
noncommercial flights on employer-

Terminal Charge 

$30.37 

$30.85 

Section 63.-Taxable Income 
Defined 
26 CFR 1.63-1: Change of treatment with 
respect to the zero bracket amount and item
ized deductions. 

The Service is providing inflation adjust
ments to the standard deduction amounts (in
cluding the $500 limitation in the case of 
certain dependents, and $600 or $750 addition
al standard deduction for the aged or blind) for 
taxable years beginning in 1995. See Rev. Proc. 
94-72, page 811. 

Section 6a.-Overall Limitation on 
Itemized Deductions 

The Service is providing inflation adjust
ments to the overall limitation on itemized 
deductions for taxable years beginning in 1995. 
See Rev. Proc. 94-72, page 811. 

Part 1I1.-ltems Specifically Excluded from 
Gross Income 

Section l03.-State and Local 
Bonds 
26 CFR 1.103-1: Interest upon obligations of a 
State, Territory, etc. 

Tax-exempt bonds. Under certain 
circumstances, amounts paid or ac-

Section 103 

provided aircraft. Section 1.61-
21(g)(5) of the Income Tax Regu
lations provides an aircraft valua
tion formula to determine the value 
of such flights. The value of a flight 
is determined under the base air
craft valuation formula (also known 
as the Standard Industry Fare Level 
formula or SIFL) by multiplying 
the SIFL cents-per-mile rates appli
cable for the period during which 
the flight was taken by the appropri
ate aircraft multiple provided in sec
tion 1.61-21(g)(7) and then adding 
the applicable terminal charge. The 
SIFL cents-per-mile rates in the for
mula 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: 

SIFL Mileage Rates 

Up to 500 miles $.1661 per mile 

501-1500 miles = $.1267 

Over 1500 miles = $.1218 

Up to 500 miles = $ .1687 per mile 

501-1500 miles = $.1287 

Over 1500 miles = $.1237 

crued under a third-party agreement 
for defaulted interest on an obligation 
of a political subdivision of a state 
are not excludable from gross income 
under section 103 of the Code. Rev. 
Ruls. 72-134, 72-575, 76-78 clarified 
and distinguished. 

Rev. Rul. 94-42 

ISSUE 

If an owner of bonds issued by a 
political subdivision of a state con
tracts with a third party for the third 
party to pay amounts equal to any 
shortfalls in the debt service on the 
bonds in the event that the issuer 
defaults, under what circumstances 
are amounts paid or accrued under 
the agreement for defaulted interest 
excludable from gross income under 
§ 103 of the Internal Revenue Code? 

FACTS 

County C issued zero-coupon 
bonds having a 30-year term and a 
stated redemption price at maturity of 
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$204x. The bonds are payable solely 
from revenues of a facility acquired 
with the bond proceeds. 

One year later, in an unrelated 
transaction, M, the holder of the 
bonds, entered into an agreement 
with G, under which, in exchange for 
a payment of $14x from M, G 
"insured" the payment of all sched
uled debt service on the bonds to M 
or any subsequent holder. At that 
time there was significant risk that 
revenues from the bond-financed fa
cility would be insufficient to pay 
debt service. In connection with its 
agreement with M, G purchased $14x 
of United States Treasury securities 
yielding approximately 9.6 percent, 
which G transferred to a trust to 
secure its obligations under the agree
ment. The principal and interest on 
these securities will be sufficient to 
provide for timely payment of sub
stantially all of the debt service on 
the bonds. G is unrelated to either M 
or C. 

The G agreement enabled M to 
obtain the highest rating for the 
bonds from a national rating agency. 
M then sold the bonds to the general 
public for a price of $20x, giving the 
purchasers an annual yield of approx
imately 8.3 percent. 

LAW AND ANALYSIS 

Section 103(a) generally provides 
that gross income does not include 
interest on any State or local bond. 
Section 1.103-1 of the Income Tax 
Regulations provides that interest on 
obligations of a state, territory, a 
possession of the United States, the 
District of Columbia, or any political 
subdivision thereof is not includable 
in gross income except as otherwise 
provided. 

The exclusion from gross income of 
interest on obligations of states and 
political subdivisions thereof is not 
all-embracing and applies only where 
consistent with the purposes of § 103. 
See, e.g., United States Trust Co. of 
New York v. Anderson, 65 F.2d 575, 
579 (2d Cir. 1933). An overriding 
purpose of § 103 is to enable state 
and local governments to borrow at 
subsidized interest rates to carry out 
governmental purposes. 

In the present situation, the pur
chasers of the "insured" bonds ac
quired two obligations from M: the 
obligation of C on the bonds and the 
obligation of G under the agreement. 
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The question presented is whether 
amounts paid or accrued on the G 
agreement are excludable from the 
gross income of the bondholders as a 
substitute for tax-exempt interest. 

The economic substance of a trans
action, rather than its form, governs 
for tax purposes. Gregory v. Helver
ing, 293 U.S. 465 (1935), XIV-l C.B. 
193. The characterization of a trans
action by the parties is not determina
tive for federal tax purposes. Paulsen 
v. Commissioner, 469 U.S. 131 
(1985). 

Treating amounts paid or accrued 
under the G agreement as excludable 
from gross income would, in sub
stance, permit either G, the issuer of 
the purported insurance, or M, the 
purchaser of the purported insurance, 
to obtain the benefit of borrowing at 
a tax-exempt rate and investing the 
proceeds at a taxable rate. The trans
action closely resembles a taxable ar
bitrage bond under § 148, in which 
the issuer borrows an amount far 
greater than needed for its govern
mental purposes solely so that it can 
pay the costs of its governmental 
purposes from the arbitrage profit 
obtained from investing bond pro
ceeds at taxable interest rates. Obtain
ing the benefit of borrowing at tax
exempt rates provides the arbitrage 
benefit and assures the economic via
bility of the purported bond insur
ance arrangement. This result is in
consistent with the purposes of § 103. 
Accordingly, in the present situation, 
amounts paid or accrued under the G 
agreement are not treated as pay
ments on an obligation of a political 
subdivision. 

The present situation is distinguish
able from Rev. Rul. 72-134, 1972-1 
C.B. 29, Rev. Rul. 72-575, 1972-2 
C.B. 74, and Rev. Rul. 76-78, 1976-1 
C.B. 25. Rev. Rul. 72-134 provides 
that bond insurance purchased by a 
political subdivision against default in 
the payment of principal and interest 
on bonds of the political subdivision 
does not affect the exclusion from 
gross income of interest on those 
bonds under § 103(a) and that pay
ments of defaulted interest by the 
insurance company to the bondhold
ers are excludable from gross income 
under § 103(a). Rev. Rul. 72-575 and 
Rev. Rul. 76-78 extend the holding of 
Rev. Rul. 72-134 to bond insurance 
acquired by an underwriter for the 
bonds or by a bondholder. 

Each of these revenue rulings in
volved a customary bond insurance 
contract. Such insurance, whether 
purchased by the issuer or separately 
by the bondholders, enhance~ the 
marketability of the bonds, WIthout 
artificially overburdening the market 
with tax-exempt bonds. Accordingly, 
integrating the insurance contract 
with the obligation of a political sub
division, and treating payments of 
defaulted interest by the insurance 
company as excludable from gross 
income, is generally not inconsistent 
with the purposes of § 103. However, 
such treatment would be inconsistent 
with the purposes of § 103 and other 
related Code provisions if the bond 
insurance either were not incidental to 
the bonds or were a separate debt 
instrument or similar investment. 

For this purpose, an insurance con
tract or similar agreement is treated 
as both incidental to bonds and not a 
separate debt instrument or similar 
investment only if, at the time it is 
purchased, the amount paid is reason
able, customary, and consistent with 
the reasonable expectation that the 
issuer of the bonds, rather than the 
insurer, will pay debt service on the 
bonds. Compare § 1. 148-4(f)(3), 
which provides that, for an arrange
ment to be a qualified guarantee for 
§ 148 purposes, the guarantor must 
not expect to make any payments 
other than payments for which it will 
be reimbursed immediately. 

On the facts presented, at the time 
M entered into the agreement with G, 
the premium was not reasonable and 
customary, and M looked primarily 
to G for payment of the debt service 
on the bonds. The reasonable expec
tation that G rather than C would 
make the payments is evidenced by 
M's payment to G of an amount 
sufficient to fund substantially all of 
the payments of debt service. 

Accordingly, any amount paid or 
accrued on the G agreement is not 
appropriately treated as a payment by 
C for purposes of § 103 of the Code. 
Rather, those amounts are subject to 
the general tax rules for taxable in
vestments. On the facts presented, the 
G agreement is a debt instrument 
subject to the rules of §§ 1271 
through 1275 of the Code. 

HOLDING 

Amounts paid or accrued under an 
agreement for defaulted interest are 



not excludable from gross income 
under § 103 if the agreement is not 
incidental or is in substance a sepa
rate debt instrument or similar invest
ment when purchased. An agreement 
is treated as both incidental and not a 
separate debt instrument or similar 
investment if, at the time it is pur
chased, the amount paid to obtain the 
agreement is reasonable, customary, 
and consistent with the reasonable 
expectation that the issuer of the 
bonds, rather than the insurer, will 
pay debt service on the bonds. The 
result is the same regardless of wheth
er the holder that purchases the 
agreement acquired the bonds at orig
inal issuance or on the secondary 
market. 

EFFECT ON OTHER REVENUE 
RULINGS 

Rev. Rul. 72-134, Rev. Rul. 
72-575, and Rev. Rul. 76-78 are 
clarified and distinguished. 

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

The average area purchase price safe harbor 
limitations for the states and the District of 
Columbia and the nationwide average purchase 
prices are set forth for use in applying the 
purchase price requirement under section 143(e) 
of the Code and computing the income limita
tion under section 143(f)(5). See Rev. Proc. 
94-55, page 716. 

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

Guidance is provided for the use of the 
national and area median gross income figures 
by issuers of qualified mortgage bonds and 
mortgage credit certificates in determining the 
housing cost/income ratio described in section 
143(f)(5) of the Code. See Rev. Proc. 94-66, 
page 799. 

Section 117.-Qualified 
Scholarships 

26 CFR 1.117-1: Exclusion of amounts re
ceived as a scholarship or fellowship grant. 

This procedure sets forth a rounding conven
tion that may be used in applying the percent
age tests of section 4.08 of Rev. Proc. 76-47 
and section 4.10 of Rev. Proc. 80-39 with 
respect to employer-related grant and loan 
programs. See Rev. Proc. 94-78, page 833. 

Section 132.-Certain Fringe 
Benefits 

The Service is providing inflation adjust
ments to the limitation on the exclusion of a 
qualified transportation fringe for taxable years 
beginning in 1995. See Rev. Proc. 94-72, page 
811. 

Section 135.-lncome from United 
States Savings Bonds Used to Pay 
Higher Education Tuition and Fees 

The Service is providing inflation adjust
ments to the limitation on the exclusion of 
income from United States savings bonds for 
taxpayers who pay qualified higher education 
expenses for taxable years beginning in 1995. 
See Rev. Proc. 94-72, page 811. 

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

Subpart A.-Private Activity Bonds 

Section 142.-Exempt Facility Bond 

For the effect a change in area median gross 
income has on the income limitation require
ments for qualified residential rental projects 
under § 142(d). See Rev. Rul. 94-57, page 5. 

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

26 CFR 6a.103A-2: Qualified mortgage bond. 

The average area purchase price safe harbor 
limitations for the states and the District of 
Columbia and the nationwide average purchase 
prices are set forth for use in applying the 
purchase price requirement under section 143(e) 
of the Code and computing the income limita
tion under section 143(f)(5). See Rev. Proc. 
94-55, page 716. 

26 CFR 6a.103A-2: Qualified mortgage bond. 

Guidance is provided for the use of the 
national and area median gross income figures 
by issuers of qualified mortgage bonds and 
mortgage credit certificates in determining the 
housing cost/income ratio described in section 
143(f)(5) of the Code. See Rev. Proc. 94-66, 
page 799. 

Part V.-Deductions for Personal Exemptions 

Section 151.-Allowance of 
Deductions for Personal Exemptions 

26 CFR 1.151-4: Amount of deduction for 
each exemption udner section 151. 

The Service is providing inflation adjust
ments to the personal exemption and to the 
threshold amounts of adjusted gross income 
above which the exemption amount phases out 
for taxable years beginning in 1995. See Rev. 
Proc. 94-72, page 811. 

Part VI.-Itemized Deductions for Individuals and 
Corporations 

Section 162.-Trade or Business 
Expenses 

26 CFR 1.162-1: Business expenses. 
(Also Section 7805; 301.7805-1.) 

Rule 12b-l fees. In computing the 
investment company taxable income 

Section 162 
of open-end regulated investment 
companies, Rule 12b-l fees paid by 
those companies are deductible as 
ordinary and necessary business ex
penses pursuant to section 162(a) of 
the Code. Rev. Rul. 73-463 ampli
fied. 

Rev. Rul. 94-70 

ISSUE 

In computing the investment com
pany taxable income of an open-end 
regulated investment company, what 
is the appropriate treatment of Rule 
12b-l fees? 

ANALYSIS 

In general, stock issuance expendi
tures are nondeductible capital expen
ditures that are charged to paid-in 
capital. See, e.g., McCrory Corp. v. 
United States, 651 F.2d 828, 833 (2d 
Cir. 1981). However, Rev. Rul. 
73-463, 1973-2 C.B. 34, held that 
stock issuance expenses of an open
end regulated investment company 
(RIC), except those incurred during 
the initial stock offering period, are 
deductible as ordinary and necessary 
business expenses pursuant to 
§ 162(a) of the Internal Revenue 
Code, to the extent those expenses are 
in fact paid or incurred by the com
pany. Moreover, the legislative histo
ry of § 162(k)(2)(B), which exempts 
open-end RICs from the general rule 
denying the deductibility of stock re
demption costs, cites Rev. Rul. 
73-463 with approval. See S. Rep. 
No. 313, 99th Cong., 2d Sess. 224 & 
n.5 (1986), 1986-3 (Vol. 3) C.B. 224 
& n.5. 

Rule 12b-l (17 C.F.R. § 270.12b-l 
(1994» (Rule 12b-l) was promulgated 
in 1980 and provides requirements 
and terms for a plan under which an 
open-end RIC may pay stock distri
bution costs. The fees paid by an 
open-end RIC pursuant to a Rule 
12b-l plan are virtually indistinguish
able for this purpose from the costs 
cited in Rev. Rul. 73-463. 

HOLDING 

Rule 12b-l fees paid by an open
end RIC, except those incurred dur
ing the initial stock offering period, 
are deductible as ordinary and neces
sary business expenses pursuant to 
§ 162(a). 
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Section 162 

EFFECT ON OTHER REVENUE 
RULINGS 

Rev. Rul. 73-463 is amplified. 

APPLICATION 

Pursuant to § 7805(b), this revenue 
ruling will not be applied adversely 
with respect to Rule 12b-l fees alloc
able to periods before April 1, 1995. 

26 CFR 1.162-2: Traveling expenses. 
(Also Sections 262, 280A; 1.262-1.) 

Rev. Rut. 190 and Rev. Rut. 90-23 
amplified and clarified. This ruling 
sets forth the principles the Service 
will apply to determine the deductibil
ity of daily transportation expenses 
incurred by a taxpayer in going be
tween the taxpayer's residence and 
any work location. Rev. Ruls. 190 
and 90-23 amplified and clarified. 

Rev. Rul. 94-47 

ISSUE 

Under what circumstances are daily 
transportation expenses incurred by a 
taxpayer in going between the taxpay
er's residence and a work location 
deductible under § 162(a) of the In
ternal Revenue Code? 

LAW AND ANALYSIS 

Section 162(a) allows 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, however, 
provides that no deduction is allowed 
for personal, living, or family expens
es. 

A taxpayer's costs of commuting 
from the taxpayer's home to the tax
payer's place of business or employ
ment are nondeductible personal ex
penses under §§ 1.162-2(e) and 
1.262-1(b)(5) of the Income Tax Reg
ulations. However, the costs of going 
from one business location to another 
business location generally are de
ductible under § 162(a). Rev. Rul. 
55-109, 1955-1 C.B. 261. 

Section 280A(c)(l)(A) provides, in 
part, that a taxpayer may deduct 
expenses for the business use of the 
portion of the taxpayer's personal 
residence that is exclusively used on a 
regular basis as the principal place of 
business for any trade or business of 
the taxpayer. In Curphey v. Commis
sioner, 73 T.C. 766 (1980), the Tax 
Court held that daily transportation 
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expenses incurred in going between an 
office in a taxpayer's residence and 
other work locations were deductible 
where the home office was the tax
payer's principal place of business 
within the meaning of § 280A(c)(l)
(A) for the trade or business conduct
ed by the taxpayer at those other 
work locations. The court stated that 
"[w]e see no reason why the rule that 
local transportation expenses incurred 
in travel between one business loca
tion and another are deductible 
should not be equally applicable 
where the taxpayer's principal place 
of business with respect to the activi
ties involved is his residence." 73 
T.C. at 777-78 (emphasis in original). 
Implicit in the court's analysis in 
Curphey is that the deductibility of 
daily transportation expenses is de
termined on a business by business 
basis. 

Rev. Rul. 190, 1953-2 C.B. 303, 
provides a limited exception to the 
general rule that the expenses of go
ing between a taxpayer's residence 
and work are nondeductible commut
ing expenses. Rev. Rul. 190 deals 
with a taxpayer who lives and ordi
narily works in a particular metropol
itan area but who is not regularly 
employed at any specific work loca
tion. In such a case, the general rule 
is that daily transportation expenses 
are not deductible when paid or in
curred by the taxpayer in going be
tween the taxpayer's residence and a 
temporary work site inside that met
ropolitan area because that area is 
considered the taxpayer's regular 
place of business. However, Rev. 
Rul. 190 holds that daily transporta
tion expenses are deductible business 
expenses when paid or incurred in 
going between the taxpayer's resi
dence and a temporary work site 
outside that metropolitan area. 

Rev. Rul. 90-23, 1990-1 C.B. 28, 
expands the holding of Rev. Rul. 190 
and holds that, for a taxpayer who 
has one or more regular places of 
business, daily transportation expens
es paid or incurred in going between 
the taxpayer's residence and tempo
rary work locations are deductible 
business expenses under § 162(a) re
gardless of the distance. Rev. Rul. 
90-23 defines a temporary work loca
tion as any location at which the 
taxpayer performs services on an ir
regular or short-term (i.e., generally a 
matter of days or weeks) basis. 

Taken together, the holdings in 
Rev. Rul. 190 and Rev. Rul. 90-23 
are designed to provide a reasonable 
and administrable set of rules to ad
dress the variety of situations in 
which taxpayers incur daily transpor
tation expenses in going between their 
residences and their places of work. 

In Walker v. Commissioner, 101 
T.C. 537 (1993), the Tax Court ap
plied Rev. Rul. 90-23 to permit a 
taxpayer to deduct daily transporta
tion expenses incurred in going be
tween the taxpayer's residence and 
numerous temporary work sites. The 
court allowed a deduction for these 
expenses based on its interpretation 
of Rev. Rul. 90-23, notwithstanding 
that the taxpayer's recurring work at 
the residence, while sufficient in the 
court's view to make that location a 
regular place of business, was not 
sufficient to qualify the residence as a 
principal place of business within the 
meaning of § 280A(c)(1)(A). The 
court indicated, however, that absent 
Rev. Rul. 90-23, the taxpayer's in
ability to establish that the residence 
was the taxpayer's principal place of 
business would have rendered nonde
ductible the taxpayer's daily transpor
tation expenses incurred in going be
tween the taxpayer's residence and 
other work locations. 

The Service will not follow the Tax 
Court's decision in Walker allowing a 
deduction for these daily transporta
tion expenses based on Rev. Rul. 
90-23. In particular, the Service dis
agrees both with (1) the court's inter
pretation in Walker that Rev. Rul. 
90-23 applies to a situation where the 
taxpayer's only regular place of busi
ness is located at the taxpayer's resi
dence, and (2) the court's treatment 
of Rev. Rul. 90-23 as a concession to 
the taxpayer by the Service. Rev. Rul. 
90-23 neither involves nor contem
plates a situation such as that present
ed in Walker. Rather, Rev. Rul. 
90-23 only provides a deduction for 
daily transportation expenses incurred 
in going between a taxpayer's resi
dence and a temporary place of busi
ness where the taxpayer also has a 
regular place of business that is not 
located at the taxpayer's residence. 

In determining whether daily trans
portation expenses incurred in going 
to and from a place of business 
located at the taxpayer's residence are 
more properly treated as personal 
commuting expenses (nondeductible 



under §§ 1.162-2(e) and 1.262-1(b)
(5» or as ordinary and necessary 
business expenses (deductible under 
§ 162(a», great weight must be given 
to the inherently personal character 
of a taxpayer's residence and trips to 
and from that residence. See Maz
zotta v. Commissioner, 57 T.C. 427 
(1971). If an office in the taxpayer's 
residence satisfies the principal place 
of business requirements of § 280A
(c)(1)(A), then the business activity 
there is so central to the taxpayer's 
business as to overcome the inherent
ly personal nature of the residence 
and the daily transportation expenses 
incurred in going between the resi
dence and other work locations in the 
same trade or business. See Curphey; 
see also Wisconsin Psychiatric Serv
ices v. Commissioner, 76 T.C. 839 
(1981). In these circumstances, the 
residence is considered a business lo
cation for purposes of Rev. Rul. 
90-23. If an office in the taxpayer's 
residence does not satisfy the princi
pal place of business requirements of 
§ 280A(c)(1)(A), then the business ac
tivity there (if any) is not sufficient to 
overcome the inherently personal na
ture of the residence and the daily 
transportation expenses incurred in 
going between the residence and other 
regular work locations. See Green v. 
Commissioner, 59 T.e. 456 (1972); 
Fryer v. Commissioner, T.C. Memo. 
1974-77. In these circumstances, the 
residence is not considered a business 
location for purposes of Rev. Rul. 
90-23. 

HOLDING 

In general, daily transportation ex
penses incurred in going between a 
taxpayer's residence and a work loca
tion are nondeductible commuting ex
penses. However, such expenses are 
deductible under the circumstances 
described in paragraph (1), (2), or (3) 
below. 

(1) A taxpayer may deduct daily 
transportation expenses incurred in 
going between the taxpayer's resi
dence and a temporary work location 
outside the metropolitan area where 
the taxpayer lives and normally 
works. However, unless paragraph (2) 
or (3) below applies, daily transporta
tion expenses incurred in going be
tween the taxpayer's residence and a 
temporary work location within that 
metropolitan area are nondeductible 
commuting expenses. 

(2) If a taxpayer has one or more 
regular work locations away from 
the taxpayer's residence, the tax
payer may deduct daily transportation 
expenses incurred in going between 
the taxpayer's residence and a tempo
rary work location in the same trade 
or business, regardless of the dis
tance. 

(3) If a taxpayer's residence is the 
taxpayer's principal place of business 
within the meaning of § 280A(c)
(1)(A), the taxpayer may deduct daily 
transportation expenses incurred in 
going between the residence and an
other work location in the same trade 
or business, regardless of whether the 
other work location is regular or 
temporary and regardless of the dis
tance. 

EFFECT ON OTHER 
REVENUE RULINGS 

Rev. Rul. 190, 1953-2 e.B. 303, 
and Rev. Rul. 90-23, 1990-1 C.B. 28, 
are amplified and clarified. 

26 CFR 1.162-10: Certain employee benefits. 
(Also Section 263; 1.263(a)-1.) 

Severance pay as business expenses. 
The Supreme Court's decision in IN
DOPCO, Inc., does not affect the 
treatment of severance payments, 
made by a taxpayer to its employees, 
as business expenses that are generally 
deductible under section 162 of the 
Code. 

Rev. Rui. 94-77 

ISSUE 

Does the Supreme Court's decision 
in INDOPCO, Inc. v. Commissio
ner, _ U.S. _, 112 S.Ct. 1039 
(1992), affect the treatment of sever
ance payments, made by a taxpayer 
to its employees, as business expenses 
which are generally deductible under 
§ 162 of the Internal Revenue Code? 

LAW AND ANALYSIS 

Section 162 allows a deduction for 
all the ordinary and necessary expen
ses paid or incurred during the tax
able year in carrying on any trade or 
business. 

Section 1.162-7(a) of the Income 
Tax Regulations provides that a rea
sonable allowance for salaries or oth
er compensation for personal services 
actually rendered is among the items 
included in deductible business ex
penses under § 162. In addition, 

Section 162 
§ 1.162-10 provides a deduction for 
ordinary and necessary business ex
penses paid or incurred for dismissal 
wages, unemployment benefits, and 
guaranteed annual wages. 

Section 263(a) and § 1.263(a)-1 (a) 
provide that no deduction is allowed 
for any amount paid out for perma
nent improvements or betterments 
made to increase the value of any 
property. 

Through prOVISIOns such as 
§§ 162(a), 263(a), and related sec
tions, the Internal Revenue Code gen
erally endeavors to match expenses 
with the revenues of the taxable peri
od to which the expenses are properly 
attributable, thereby resulting in a 
more accurate calculation of net in
come for tax purposes. See, e.g., 
INDOPCO, Inc. v. Commissioner, 
_ U.S. _, 112 S.Ct. 1039, 1043 
(1992); Commissioner v. Idaho Power 
Co., 418 U.S. 1, 16 (1974). In IN
DOPCO, the Supreme Court conclud
ed 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 
expenditures. In reaching this deci
sion, 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 
clarification does not, however, 
change the fundamental legal princi
ples for determining whether a partic
ular expenditure may be deducted or 
must be capitalized. With respect to 
expenditures that produce benefits 
both in the current year and in future 
years, the determination of whether 
such expenditures must be capitalized 
requires a careful examination of all 
the facts. INDOPCO at 1044; Rev. 
Rul. 94-12, 1994-1 e.B. 36. Al
though the mere presence of some 
future benefit may not warrant capi
talization, a taxpayer's realization of 
future benefits is undeniably impor
tant in determining whether an expen
diture is immediately deductible or 
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Section 162 

must be capitalized. INDOPCO at 
1044-45. 

Thus, for example, the cost of 
incidental repairs and advertising is 
generally deductible even though ad
vertising and incidental repairs may 
have some future benefit. Rev. Rul. 
94-12; Rev. Rul. 92-80, 1992-2 C.B. 
57. Similarly, although severance pay
ments made by a taxpayer to its 
employees in connection with a busi
ness down-sizing may produce some 
future benefits, such as reducing op
erating costs and increasing operating 
efficiencies, these payments principal
ly relate to previously rendered servic
es of those employees. Therefore, 
such severance payments are generally 
deductible as business expenses under 
§ 162 and § 1.162-10. 

HOLDING 

The INDOPCO decision does not 
affect the treatment of severance pay
ments, made by a taxpayer to its 
employees, as business expenses 
which are generally deductible under 
§ 162 and § 1.162-10. 

However, pursuant to § 1.162-IOT 
and § 404(b), if severance payments 
that would otherwise be deductible 
under § 162 are made to employees 
under a plan, method, or arrange
ment deferring the receipt of compen
sation, these payments are deductible 
under § 404(a) subject to the limita
tions thereof. 

Further, this revenue ruling does 
not address, and no inference is in
tended regarding, the federal income 
tax treatment of severance payments 
made as part of the acquisition of 
property (including a deemed acquisi
tion of assets pursuant to § 338). 

26 CFR 1.162-17: Reporting and substantia
tion oj certain business expenses oj employees. 

The rules for substantiating the amount of a 
deduction or expense for business use of an 
automobile that most nearly represents current 
costs are set forth. See Rev. Proc. 94-73, page 
816. 

26 CFR 1.162-17: Reporting and substantia
tion oj certain business expenses oj employees. 

The rules for substantiating the amount of a 
deduction or expense for lodging, meal, and/or 
incidental expenses incurred while traveling 
away from home that most nearly represents 
current costs are set forth. See Rev. Proc. 
94-77, page 825. 
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Section 168.-Accelerated Cost 
Recovery System 

26 CFR 1.168(i)-O: Table oj contents for the 
general asset account rules. 

T.D.8566 

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

General Asset Accounts Under the 
Accelerated Cost Recovery System 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations on the election to 
maintain general asset accounts for 
depreciable assets to which section 
168 of the Internal Revenue Code 
applies. These regulations reflect 
changes to the law made by the Tax 
Reform Act of 1986. The regulations 
will simplify certain depreciation cal
culations. 

EFFECTIVE DATE: October 11, 
1994. 

For dates of applicability of these 
regulations, see Dates under SUP
PLEMENTARY INFORMATION. 

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 num
ber 1545-1331. The estimated annual 
burden per respondent or record
keeper varies from .20 to .30 hours, 
depending on individual circumstanc
es, with an estimated average of .25 
hours. 

Comments concerning the accuracy 
of this burden estimate and sug
gestions for reducing this burden 
should be sent to the Internal Reve
nue Service, Attn: IRS Reports Clear
ance Officer, 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 

On August 31, 1992, the IRS pub
lished a notice of proposed rule
making in the Federal Register (57 FR 
39374 [PS-55-89, 1992-2 C.B. 870)) 
proposing amendments to the Income 
Tax Regulations (26 CFR part 1) 
under section 168(i)(4). These amend
ments were proposed to reflect the 
amendments made by section 201 of 
the Tax Reform Act of 1986. The 
preamble to the notice contains an 
explanation of the proposed regula
tions. 

Written comments responding to 
the notice were received, and a public 
hearing was held on November 4, 
1992. After considering all written 
and oral comments, the proposed reg
ulations under section 168(i)(4) are 
adopted as revised by this Treasury 
decision. 

Explanation of Provisions 

In General 

The final regulations would simpli
fy the computation of depreciation by 
allowing taxpayers an election to 
group assets into one or more general 
asset accounts under section 168(i)(4). 
The assets in any particular general 
asset account are depreciated as a 
single asset. Unlike the rules under 
section 168 as in existence before 
enactment of the Tax Reform Act of 
1986, general asset account treatment 
is not limited to "mass assets." 

As required by section 168(i)(4), the 
final regulations provide generally 
that the amount realized upon the 
disposition of an asset from a general 
asset account is recognized as ordi
nary income. In addition, special 
rules are provided for terminating 
general asset account treatment upon 
certain dispositions. For transactions 
described in section 168(i)(7)(B), the 
transferee generally is bound by the 
transferor's general asset account 
election. 

Changes to the Proposed Regulations 

This Treasury decision generally 
adopts the rules in the proposed regu
lations. Certain changes to the pro
posed regulations have been made, 
however, in response to comments. 
These changes and the comments that 
were not adopted in the final regula
tions are discussed below. 

Assets Subject to Recapture. One 
commentator recommended that the 



proposed regulations be amended to 
allow general asset account treatment 
for assets qualifying for the credit 
under section 47 or 48. After consid
ering this comment, the IRS and 
Treasury Department have concluded 
that it is appropriate to allow taxpay
ers greater flexibility in determining 
what assets will be included in a gen
eral asset account. Therefore, the pro
posed rule that prohibits general asset 
account treatment for investment 
credit property has been deleted. Ac
cordingly, under the final regulations, 
a general asset account may include 
any depreciable asset for which a 
credit or deduction is allowable. 

A new rule, however, has been 
added in the final regulations to ac
count for any basis increase upon 
recapture. The final regulations pro
vide that upon recapture, the asset is 
removed from the general asset ac
count as of the first day of the 
taxable year in which the recapture 
event occurs. In addition, correspond
ing adjustments to the unadjusted 
depreciable basis and depreciation re
serve of the account must be made. 
This rule was formulated in view of 
the limited types of property currently 
eligible for the investment credit. The 
IRS, however, may consider other 
alternatives to take into account the 
basis increase upon recapture if the 
scope of property that qualifies for 
the investment credit is expanded. 

Assets Used in a Personal Activity. 
The final regulations retain the rule 
of the proposed regulations that a 
general asset account may not include 
an asset if a taxpayer uses the asset 
both in a trade or business (or for the 
production of income) and in a per
sonal activity at any time during the 
taxable year in which the asset is first 
placed in service by the taxpayer. 
Consistent with the retention of this 
rule in the final regulations, a new 
rule has been added providing that an 
asset in a general asset account be
comes ineligible for general asset ac
count treatment if a taxpayer uses the 
asset in a personal activity in a tax
able year after the taxable year the 
asset is placed in service. If this 
change in use occurs, the final regula
tions provide that the taxpayer must 
use the method provided in 
§ 1.168(i)-I(e)(3)(iii)(C) for adjusting 
a general asset account when an asset 
becomes ineligible for general asset 
account treatment. 

Assets that Generate Foreign 
Source Income. A commentator sug
gested that the proposed regulations 
be amended to allow general asset 
account treatment for assets generat
ing foreign source income. 

In response to this comment, the 
final regulations allow general asset 
account treatment for assets generat
ing foreign source income. If, howev
er, the inclusion of these assets in a 
general asset account results in a 
substantial distortion of income, the 
Commissioner may disregard the gen
eral asset account election and make 
reallocations of income or expense as 
necessary to clearly reflect income. 

The final regulations provide a rule 
coordinating the general asset account 
rules with the rules in § 1. 861-
9T(g)(3) relating to allocation and 
apportionment of interest expense un
der the asset method. A general asset 
account will be treated as a single 
asset for purposes of applying the 
rules in § 1.861-9T(g)(3). If the gen
eral asset account generates income in 
more than one separate grouping 
(statutory and residual), then the ac
count is a multiple category asset, as 
defined in § 1.861-9T(g)(3)(ii), and 
the income yield from the general 
asset account must be computed as if 
the account were a single mUltiple 
category asset. 

The final regulations also provide 
rules for determining the source of 
income from a disposition of an asset 
in a general asset account. If the 
general asset account includes assets 
generating both United States and 
foreign source income, any amount 
of ordinary income, gain, or loss 
recognized on the disposition must be 
apportioned between United States 
and foreign sources based on the 
allocation and apportionment of de
preciation allowed for the general as
set account or for the disposed asset, 
as applicable. If the general asset 
account includes assets that generate 
foreign source income in more than 
one separate category under section 
904(d)(l) or another section of the 
Internal Revenue Code, or under a 
United States income tax treaty that 
requires the foreign tax credit limita
tion to be determined separately for 
specified types of income, then the 
amount of ordinary income, gain, or 
loss recognized on the disposition that 
is treated as foreign source income 
must be allocated and apportioned to 
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the applicable separate category or 
categories. 

Disposition of All Assets or the 
Last Asset. One commentator ques
tioned whether the rule under the 
proposed regulations that provided 
that a general asset account termi
nates on the disposition of all of the 
assets in the account or the last asset 
in the account was mandatory. In 
response to this comment, the final 
regulations clarify that this rule is an 
optional rule for taxpayers that main
tain records showing the disposition 
of assets in a general asset account. 
The final regulations also provide 
that a taxpayer adopts the rule by 
reporting the gain or loss on the 
taxpayer's income tax return for the 
taxable year in which the disposition 
of all of the assets, or the last asset, 
in the general asset account occurs. 

Qualifying Dispositions. Under the 
proposed regulations, a qualifying 
disposition of an asset in a general 
asset account occurs when the asset is 
disposed of as a direct result of a 
cessation, termination, curtailment, 
or disposition of a business, manufac
turing or other income producing 
process, operation, facility, plant, or 
other unit (other than by transfer to a 
supplies, scrap, or similar account). 
One commentator recommended that 
the final regulations should provide 
an example showing that the sale of 
an undivided interest in mineral prop
erty, along with the related operating 
equipment, is a curtailment of a tax
payer's business and, thus, constitutes 
a qualifying disposition. A curtail
ment was intended to be limited to a 
genuine business contraction and not 
to include transactions involving the 
sale of an undivided interest, other 
than the taxpayer's entire interest in 
assets. To avoid any further misinter
pretation, the final regulations delete 
the term "curtailment. " The final 
regulations also clarify that a taxpay
er adopts the rule to terminate gener
al asset account treatment for an 
asset in a qualifying disposition by 
reporting the gain, loss, or other 
deduction on the taxpayer's income 
tax return for the taxable year in 
which the qualifying disposition oc
curs. 

Anti-abuse rule. The final regula
tions add examples of transactions 
subject to the anti-abuse rule. 

Election. Some commentators not
ed that the proposed regulations do 
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not address whether the election is 
made by the common parent corpora
tion or each member of an affiliated 
group, by a partnership or its part
ners, or by an S corporation or the S 
corporation shareholders. The final 
regulations clarify that the election is 
made by each member of an affiliated 
group, by the partnership, or by the S 
corporation, respectively. 

The proposed regulations provide 
that the election to apply the regula
tions generally is binding on the tax
payer for computing taxable income 
as well as computing alternative mini
mum taxable income. A commentator 
suggested that the final regulations 
should allow taxpayers the option to 
make the election for either the regu
lar income tax, the alternative mini
mum tax, or both. This rule was not 
adopted because of the separate and 
parallel nature of the regular tax and 
alternative minimum tax systems. Ex
cept as otherwise provided by statute 
or regulations, all Code provisions 
that apply in determining the regular 
taxable income of a taxpayer also 
apply in determining the alternative 
minimum taxable income of the tax
payer. The final regulations have not 
been expanded to include any excep
tions. Consequently, an election to 
apply section 168(i)(4) for determin
ing regular taxable income also ap
plies for determining alternative mini
mum taxable income. Therefore, the 
language "as well as alternative mini
mum taxable income" in the pro
posed rule is redundant and has been 
deleted from the final regulations. 

Effective Date. For assets placed in 
service after December 31, 1986, in 
taxable years ending before the effec
tive date of the final regulations, one 
commentator recommended that the 
final regulations should provide a re
troactive election or, alternatively, a 
prospective election. Another com
mentator also requested a provision 
allowing a prospective election. The 
final regulations retain the rule of the 
proposed regulations that, for prior 
periods, a taxpayer may use any rea
sonable method that is consistently 
applied to the taxpayer's general asset 
accounts. 

Dates 

The final regulations are effective 
for property placed in service in tax
able years ending on or after October 
11, 1994. For property placed in ser-
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vice after December 31, 1986, in tax
able years ending before October 11, 
1994, the IRS will allow any reason
able method that is consistently ap
plied to the taxpayer's general asset 
accounts. 

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 
Flexibility Act (5 U.S.C. chapter 6) 
do not apply to these regulations, 
and, therefore, a Regulatory Flexibili
ty Analysis is not required. Pursuant 
to section 7805(f) of the Internal 
Revenue Code, the notice of pro
posed rulemaking preceding these reg
ulations 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 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 1.168(i)-1 also issued under 

26 U.S.C. 1 68(i)(4). * * * 
Par. 2. Section 1.56(g)-1 is amend

ed by adding a sentence at the end of 
paragraph (b), introductory text, to 
read as follows: 

§ 1.56(g)-1 Adjusted current 
earnings. 

* * * * * 
(b) * * * See § 1.l68(i)-1(k) for an 

election to use general asset accounts. 

* * * * * 
Par. 3. Sections 1.168(i)-O and 

1.168(i)-1 are added to read as fol
lows: 

§ 1.168(i)-O Table of contents for the 
general asset account rules. 

This section lists the major para
graphs contained in § 1.168(i)-1. 

§ 1.168(i)-1 General asset accounts. 

(a) Scope. 
(b) Definitions. 
(1) Unadjusted depreciable basis. 
(2) Unadjusted depreciable basis of 

the general asset account. 
(3) Adjusted depreciable basis of 

the general asset account. 
(4) Expensed cost. 
(c) Establishment of general asset 

accounts. 
(1) Assets eligible for general asset 

accounts. 
(i) General rules. 
(ii) Special rules for assets generat

ing foreign source income. 
(2) Grouping assets in general asset 

accounts. 
(i) General rules. 
(ii) Special rules. 
(d) Determination of depreciation 

allowance. 
(1) In general. 
(2) Special rule for passenger auto

mobiles. 
(e) Disposition of an asset from a 

general asset account. 
(1) Scope. 
(2) General rules for a disposition. 
(i) No immediate recovery of basis. 
(ii) Treatment of amount realized. 
(iii) Effect of disposition on a gen-

eral asset account. 
(iv) Coordination with nonrecogni-

tion provisions. 
(v) Examples. 
(3) Special rules. 
(i) In general. 
(ii) Disposition of all assets remain

ing in a general asset account. 
(iii) Disposition of an asset in a 

qualifying disposition. 
(iv) Transactions subject to section 

1 68(i)(7). 
(v) Anti-abuse rule. 
(f) Assets generating foreign source 

income. 
(1) In general. 
(2) Source of ordinary income, 

gain, or loss. 
(i) Source determined by allocation 

and apportionment of depreciation 
allowed. 

(ii) Formula for determining for
eign source income, gain, or loss. 

(3) Section 904(d) separate catego-
ries. 

(g) Assets subject to recapture. 
(h) Changes in use. 
(1) Conversion to personal use. 
(2) Other changes in use. 
(i) Identification of disposed or 

converted asset. 



U> Effect of adjustments on prior 
dispositions. 

(k) Election. 
(1) Irrevocable election. 
(2) Time for making election. 
(3) Manner of making election. 
(I) Effective date. 

§ 1.168(i)-1 General asset accounts. 

(a) Scope. This section provides 
rules for general asset accounts under 
section 168(i)(4). The provisions of 
this section apply only to assets for 
which an election has been made 
under paragraph (k) of this section. 

(b) Definitions. For purposes of 
this section, the following definitions 
apply: 

(1) Unadjusted depreciable basis is 
the basis of an asset for purposes of 
section 1011 without regard to any 
adjustments described in sections 
1016(a)(2) and (3). 

(2) Unadjusted depreciable basis of 
the general asset account is the sum 
of the unadjusted depreciable bases 
of all assets included in the general 
asset account. 

(3) Adjusted depreciable basis of 
the general asset account is the unad
justed depreciable basis of the general 
asset account less the adjustments to 
basis described in sections 1016(a)(2) 
and (3). 

(4) Expensed cost is the amount of 
any allowable credit or deduction 
treated as a deduction allowable for 
depreciation or amortization for pur
poses of section 1245 (for example, a 
credit allowable under section 30 or a 
deduction allowable under section 
179, 179A, or 190). 

(c) Establishment of general asset 
accounts-(1) Assets eligible for gen
eral asset accounts-(i) General rules. 
Assets that are subject to either the 
general depreciation system of section 
168(a) or the alternative depreciation 
system of section 168(g) may be ac
counted for in one or more general 
asset accounts. An asset may be in
cluded in a general asset account only 
to the extent of the asset's unadjusted 
depreciable basis (for example, if, in 
1995, a taxpayer places in service an 
asset that costs $20,000 and elects 
under section 179 to expense $17,500 
of that asset's cost, the unadjusted 
depreciable basis of the asset is 
$2,500 and, therefore, only $2,500 of 
the asset's cost may be included in a 
general asset account). However, an 
asset is not to be included in a 

general asset account if the asset is 
used both in a trade or business (or 
for the production of income) and in 
a personal activity at any time during 
the taxable year in which the asset is 
first placed in service by the taxpayer. 

(ii) Special rules for assets generat
ing foreign source income-(A) As
sets that generate foreign source in
come, both United States and foreign 
source income, or combined gross 
income of a FSC (as defined in sec
tion 922), DISC (as defined in section 
992(a», or possessions corporation 
(as defined in section 936) and its 
related supplier, may be included in a 
general asset account if the require
ments of paragraph (c)(2)(i) of this 
section are satisfied. If, however, the 
inclusion of these assets in a general 
asset account results in a substantial 
distortion of income, the Commis
sioner may disregard the general asset 
account election and make any reallo
cations of income or expense neces
sary to clearly reflect income. 

(B) A general asset account shall be 
treated as a single asset for purposes 
of applying the rules in § 1.861-
9T(g)(3) (relating to allocation and 
apportionment of interest expense un
der the asset method). A general asset 
account that generates income in 
more than one grouping of income 
(statutory and residual) is a multiple 
category asset (as defined in § 1.861-
9T(g)(3)(ii», and the income yield 
from the general asset account must 
be determined by applying the rules 
for multiple category assets as if the 
general asset account were a single 
asset. 

(2) Grouping assets in general asset 
accounts-(i) General rules. If a tax
payer makes the election under para
graph (k) of this section, assets that 
are subject to the election are 
grouped into one or more general 
asset accounts. Assets that are eligible 
to be grouped into a single general 
asset account may be divided into 
more than one general asset account. 
Each general asset account must in
clude only assets that-

(A) Have the same asset class (for 
further guidance, see Rev. Proc. 
87-56, 1987-2 C.B. 674, and 
§ 601.601(d)(2)(ii)(b) of this chapter); 

(B) Have the same applicable de
preciation method; 

(C) Have the same applicable re
covery period; 
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(0) Have the same applicable con
vention; and 

(E) Are placed in service by the 
taxpayer in the same taxable year. 

(ii) Special rules. In addition to the 
general rules in paragraph (c)(2)(i) of 
this section, the following rules apply 
when establishing general asset ac
counts-

(A) Assets without an asset class, 
but with the same characteristics de
scribed in paragraphs (c)(2)(i)(B), (C), 
(0), and (E) of this section, may be 
grouped into a general asset account; 

(B) Assets subject to the mid
quarter convention may only be 
grouped into a general asset account 
with assets that are placed in service 
in the same quarter of the taxable 
year; 

(C) Assets subject to the mid
month convention may only be 
grouped into a general asset account 
with assets that are placed in service 
in the same month of the taxable 
year; and 

(0) Passenger automobiles for 
which the depreciation allowance is 
limited under section 280F(a) must be 
grouped into a separate general asset 
account. 

(d) Determination of depreciation 
allowance-(1) In general. Deprecia
tion allowances are determined for 
each general asset account by using 
the applicable depreciation method, 
recovery period, and convention for 
the assets in the account. The depreci
ation allowances are recorded in a 
depreciation reserve account for each 
general asset account. The allowance 
for depreciation under this section 
constitutes the amount of deprecia
tion allowable under section 167(a). 

(2) Special rule for passenger auto
mobiles. For purposes of applying 
section 280F(a), the depreciation al
lowance for a general asset account 
established for passenger automobiles 
is limited for each taxable year to the 
amount prescribed in section 280F(a) 
mUltiplied by the excess of the num
ber of automobiles originally included 
in the account over the number of 
automobiles disposed of during the 
taxable year or in any prior taxable 
year in a transaction described in 
paragraph (e)(3)(iii) (disposition of an 
asset in a qualifying disposition), 
(e)(3)(iv) (transactions subject to sec
tion 168(i)(7», (e)(3)(v) (anti-abuse 
rule), (g) (assets subject to recapture), 
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or (h)(1) (conversion to personal use) 
of this section. 

(e) Disposition of an asset from a 
general asset account-(l) Scope. 
This paragraph (e) provides rules ap
plicable to dispositions of assets in
cluded in a general asset account. For 
purposes of this paragraph (e), an 
asset in a general asset account is 
disposed of when ownership of the 
asset is transferred or when the asset 
is permanently withdrawn from use 
either in the taxpayer's trade or busi
ness or in the production of income. 
A disposition includes the sale, ex
change, retirement, physical abandon
ment, or destruction of an asset. A 
disposition also occurs when an asset 
is transferred to a supplies, scrap, or 
similar account. A disposition does 
not include, however, the retirement 
of a structural component of real 
property. 

(2) General rules for a disposi
tion-(i) No immediate recovery of 
basis. Immediately before a disposi
tion of any asset in a general asset 
account, the asset is treated as having 
an adjusted basis of zero for purposes 
of section 1011. Therefore, no loss is 
realized upon the disposition of an 
asset from the general asset account. 
Similarly, where an asset is disposed 
of by transfer to a supplies, scrap, or 
similar account, the basis of the asset 
in the supplies, scrap, or similar ac
count will be zero. 

(ii) Treatment of amount realized. 
Any amount realized on a disposition 
is recognized as ordinary income (not
withstanding any other provision of 
subtitle A of the Internal Revenue 
Code (Code» to the extent the sum of 
the unadjusted depreciable basis of 
the general asset account and any 
expensed cost (as defined in para
graph (b)(4) of this section) for assets 
in the account exceeds any amounts 
previously recognized as ordinary in
come upon the disposition of other 
assets in the account. The recognition 
and character of any excess amount 
realized are determined under other 
applicable provisions of the Code 
(other than sections 1245 and 1250 or 
provisions of the Code that treat gain 
on a disposition as subject to section 
1245 or 1250). 

(iii) Effect of disposition on a gen
eral asset account. The unadjusted 
depreciable basis and the depreciation 
reserve of the general asset account 
are not affected as a result of a 
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disposition of an asset from the gen
eral asset account. 

(iv) Coordination with nonrecogni
tion provisions. For purposes of de
termining the basis of an asset ac
quired in a transaction described in 
paragraph (e)(3)(iii)(B)(4) of this sec
tion (relating to certain nonrecogni
tion provisions), the amount of ordi
nary income recognized under this 
paragraph (e)(2) is treated as the 
amount of gain recognized on the 
disposition. 

(v) Examples. The following exam
ples illustrate the application of this 
paragraph (e)(2). 

Example 1. (i) R, a calendar-year corpora
tion, maintains one general asset account for 
ten machines. The machines cost a total of 
$10,000 and were placed in service in June 
1995. Of the ten machines, one machine costs 
$8,200 and nine machines cost a total of 
$1,800. Assume this general asset account has a 
depreciation method of 200 percent declining 
balance, a recovery period of 5 years, and a 
half-year convention. R does not make a sec
tion 179 election for any of the machines. As 
of January 1, 1996, the depreciation reserve of 
the account is $2,000 [«$10,000 - $0) x 40070) / 
2). 

(ii) On February 8, 1996, R sells the machine 
that cost $8,200 to an unrelated party for 
$9,000. Under paragraph (e)(2)(i) of this sec
tion, this machine has an adjusted basis of 
zero. 

(iii) On its 1996 tax return, R recognizes the 
amount realized of $9,000 as ordinary income 
because such amount does not exceed the 
unadjusted depreciable basis of the general 
asset account ($10,000), plus any expensed cost 
for assets in the account ($0), less amounts 
previously recognized as ordinary income ($0). 
Moreover, the unadjusted depreciable basis and 
depreciation reserve of the account are not 
affected by the disposition of the machine. 
Thus, the depreciation allowance for the ac
count in 1996 is $3,200 «$10,000 - $2,000) x 
40070). 

Example 2. (i) The facts are the same as in 
Example 1. In addition, on June 4, 1997, R 
sells seven machines to an unrelated party for a 
total of $1,100. In accordance with paragraph 
(e)(2)(i) of this section, these machines have an 
adjusted basis of zero. 

(ii) On its 1997 tax return, R recognizes 
$1,000 as ordinary income (the unadjusted 
depreciable basis of $10,000, plus the expensed 
cost of $0, less the amount of $9,000 previous
ly recognized as ordinary income). The recogni
tion and character of the excess amount real
ized of $100 ($1,100 - $1,000) are determined 
under applicable provisions of the Code other 
than section 1245 (such as section 1231). More
over, the unadjusted depreciable basis and 
depreciation reserve of the account are not 
affected by the disposition of the machines. 
Thus, the depreciation allowance for the ac
count in 1997 is $1,920 «$10,000 -$5,200) x 
40070). 

(3) Special rules-(i) In general. 
This paragraph (e)(3) provides the 
rules for terminating general asset 
account treatment upon certain dispo-

sltlOns. While the rules under para
graphs (e)(3)(ii) and (iii) of this sec
tion are optional rules, the rules 
under paragraphs (e)(3)(iv) and (v) of 
this section are mandatory rules. A 
taxpayer applies paragraph (e)(3)(ii) 
or (iii) of this section by reporting the 
gain, loss, or other deduction on the 
taxpayer's timely filed (including ex
tensions) income tax return for the 
taxable year in which the disposition 
occurs. For purposes of applying 
paragraph (e)(3)(iii) through (v) of 
this section, see paragraph (i) of this 
section for identifying the unad
justed depreciable basis of a disposed 
asset. 

(ii) Disposition of all assets remain
ing in a general asset account-(A) 
Optional termination of a general as
set account. Upon the disposition of 
all of the assets, or the last asset, in a 
general asset account, a taxpayer may 
apply this paragraph (e)(3)(ii) to re
cover the adjusted depreciable basis 
of the general asset account (rather 
than having paragraph (e)(2) of this 
section apply). Under this paragraph 
(e)(3)(ii), the general asset account 
terminates and the amount of gain or 
loss for the general asset account is 
determined under section 1001(a) by 
taking into account the adjusted de
preciable basis of the general asset 
account at the time of the disposition. 
The recognition and character of the 
gain or loss are determined under 
other applicable provisions of the 
Code, except that the amount of gain 
subject to section 1245 (or section 
1250) is limited to the excess of the 
depreciation allowed or allowable for 
the general asset account, including 
any expensed cost (or the excess of 
the additional depreciation allowed or 
allowable for the general asset 
account), over any amounts previous
ly recognized as ordinary income un
der paragraph (e)(2) of this section. 

(B) Example. The following exam
ple illustrates the application of this 
paragraph (e)(3)(ii). 

Example. (i) T, a calendar-year corporation, 
maintains a general asset account for 1 000 
calculators. The calculators cost a total of 
$60,000 and were placed in service in 1995. 
~ss~me this general asset account has a depre
CIatIOn method of 200 percent declining bal
ance, a recovery period of 5 years, and a 
half-year convention. T does not make a sec
tion 179 election for any of the calculators. In 
1996, T sells 200 of the calculators to an 
unrelated party for a total of $ 10,000 and 
recognizes the $10,000 as ordinary income in 
accordance with paragraph (e)(2) of this sec
tion. 



(ii) On March 26, 1997, T sells the remaining 
calculators in the general asset account to an 
unrelated party for $35,000. T chooses to apply 
paragraph (e)(3)(ii) of this section. As a result, 
the account terminates and gain or loss is 
determined for the account. 

(iii) On the date of disposition, the adjusted 
depreciable basis of the account is $23,040 
(unadjusted depreciable basis of $60,000 less 
the depreciation allowed or allowable of 
$36,960). Thus, in 1997, T recognizes gain of 
$11,960 (amount realized of $35,000 less the 
adjusted depreciable basis of $23,040). The 
gain of $11,960 is subject to section 1245 to the 
extent of the depreciation allowed or allowable 
for the account (plus the expensed cost for 
assets in the account) less the amounts previ
ously recognized as ordinary income ($36,960 
+ $0 - $10,000 = $26,960). As a result, the 
entire gain of $11,960 is subject to section 
1245. 

(iii) Disposition of an asset in a 
qualifying disposition-(A) Optional 
determination of the amount of gain, 
loss, or other deduction. In the case 
of a qualifying disposition of an asset 
(described in paragraph (e)(3)(iii)(B) 
of this section), a taxpayer may apply 
this paragraph (e)(3)(iii) (rather than 
having paragraph (e)(2) of this section 
apply). Under this paragraph 
(e)(3)(iii), general asset account treat
ment for the asset terminates as of 
the first day of the taxable year in 
which the qualifying disposition oc
curs, and the amount of gain, loss, or 
other deduction for the asset is deter
mined by taking into account the 
asset's adjusted basis. The adjusted 
basis of the asset at the time of the 
disposition equals the unadjusted de
preciable basis of the asset less the 
depreciation allowed or allowable for 
the asset, computed by using the 
depreciation method, recovery period, 
and convention applicable to the gen
eral asset account in which the asset 
was included. The recognition and 
character of the gain, loss, or other 
deduction are determined under other 
applicable provisions of the Code, 
except that the amount of gain sub
ject to section 1245 (or section 1250) 
is limited to the lesser of-

(1) The depreciation allowed or al
lowable for the asset, including any 
expensed cost (or the additional de
preciation allowed or allowable for 
the asset); or 

(2) The excess of-

(l) The original unadjusted depre
ciable basis of the general asset ac
count plus, in the case of section 1245 
property originally included in the 
general asset account, any expensed 
cost; over 

(i/) The cumulative amounts of gain 
previously recognized as ordinary in
come under either paragraph (e)(2) of 
this section or section 1245 (or section 
1250). 

(B) Qualifying dispositions. A qual
ifying disposition is a disposition that 
does not involve all the assets, or the 
last asset, remaining in a general asset 
account and that is-

(1) A direct result of a fire, storm, 
shipwreck, or other casualty, or from 
theft; 

(2) A charitable contribution for 
which a deduction is allowable under 
section 170; 

(3) A direct result of a cessation, 
termination, or disposition of a busi
ness, manufacturing or other income 
producing process, operation, facility, 
plant, or other unit (other than by 
transfer to a supplies, scrap, or simi
lar account); or 

(4) A transaction, other than a 
transaction described in paragraph 
(e)(3)(iv) of this section (pertaining to 
transactions subject to section 
168(i)(7», to which a nonrecognition 
section of the Code applies (deter
mined without regard to this section), 
such as section 1031 or 1033. 

(C) Effect of a qualifying disposi
tion on a general asset account. If the 
taxpayer applies this paragraph 
(e)(3)(iii) to a qualifying disposition 
of an asset, then-

(1) The asset is removed from the 
general asset account as of the first 
day of the taxable year in which the 
qualifying disposition occurs; 

(2) The unadjusted depreciable ba
sis of the general asset account is 
reduced by the unadjusted depreciable 
basis of the asset as of the first day 
of the taxable year in which the 
disposition occurs; 

(3) The depreciation reserve of the 
general asset account is reduced by 
the depreciation allowed or allowable 
for the asset as of the end of the 
taxable year immediately preceding 
the year of disposition, computed by 
using the depreciation method, recov
ery period, and convention applicable 
to the general asset account in which 
the asset was included; and 

(4) For purposes of determining the 
amount of gain realized on subse
quent dispositions that is subject to 
ordinary income treatment under 
paragraph (e)(2)(ii) of this section, the 
amount of any expensed cost with 
respect to the asset is disregarded. 
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(D) Example. The provisions of 

this paragraph (e)(3)(iii) are illustrated 
by the following example. 

Example. (i) Z, a calendar-year corporation, 
maintains one general asset account for 12 
machines. Each machine costs $15,000 and was 
placed in service in 1995. Of the 12 machines, 
nine machines that cost a total of $135,000 are 
used in Z's Kentucky plant, and three machines 
that cost a total of $45,000 are used in Z's 
Ohio plant. Assume this general asset account 
has a depreciation method of 200 percent 
declining balance, a recovery period of 5 years, 
and a half-year convention. Z does not make a 
section 179 election for any of the machines. 
As of January I, 1997, the depreciation reserve 
for the account is $93,600. 

(ii) On May 27, 1997, Z sells its entire 
manufacturing plant in Ohio to an unrelated 
party. The sales proceeds allocated to each of 
the three machines at the Ohio plant is $5,000. 
Because this transaction is a qualifying disposi
tion under paragraph (e)(3)(iii)(B)(3) of this 
section, Z chooses to apply paragraph (e)(3)(iii) 
of this section. 

(iii) For Z's 1997 return, the depreciation 
allowance for the account is computed as 
follows. As of December 31, 1996, the depreci
ation allowed or allowable for the three ma
chines at the Ohio plant is $23,400. Thus, as of 
January I, 1997, the unadjusted depreciable 
basis of the account is reduced from $IBO,OOO 
to $135,000 ($IBO,OOO less the unadjusted de
preciable basis of $45,000 for the three 
machines), and the depreciation reserve of the 
account is decreased from $93,600 to $70,200 
($93,600 less the depreciation allowed or allow
able of $23,400 for the three machines as of 
December 31, 1996). Consequently, the depreci
ation allowance for the account in 1997 is 
$25,920 «$135,000 - $70,200) x 40070). 

(iv) For Z's 1997 return, gain or loss for 
each of the three machines at the Ohio plant is 
determined as follows. The depreciation al
lowed or allowable in 1997 for each machine is 
$1,440 [«$15,000 - $7,BOO) x 40070) I 2]. Thus, 
the adjusted basis of each machine under 
section 1011 is $5,760 (the adjusted depreciable 
basis of $7,200 removed from the account less 
the depreciation allowed or allowable of $1,440 
in 1997). As a result, the loss recognized in 
1997 for each machine is $760 ($5,000 -
$5,760), which is subject to section 1231. 

(iv) Transactions subject to section 
J68(i)(7). If an asset in a general asset 
account is transferred in a transaction 
described in section 168(i)(7)(B) (per
taining to treatment of transferees in 
certain nonrecognition transactions), 
the transferor must remove the trans
ferred asset from the general asset 
account as of the first day of the 
taxable year in which the transaction 
occurs. In addition, the adjustments 
to the general asset account described 
in paragraph (e)(3)(iii)(C)(2) through 
(4) of this section must be made. The 
transferee is bound by the transfer
or's election under paragraph (k) of 
this section with respect to so much 
of the asset's basis in the hands of 
the transferee as does not exceed the 
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asset's adjusted basis in the hands of 
the transferor. If all of the assets, or 
the last asset, in a general asset ac
count are transferred, the transferee's 
basis in the assets or asset transferred 
is equal to the adjusted depreciable 
basis of the general asset account as 
of the beginning of the transferor's 
taxable year in which the transaction 
occurs, decreased by the amount of 
depreciation allocable to the transfer
or for the year of the transfer. 

(v) Anti-abuse rule-(A) In general. 
If an asset in a general asset account 
is disposed of by a taxpayer in a 
transaction described in paragraph 
(e)(3)(v)(B) of this section, general 
asset account treatment for the asset 
terminates as of the first day of the 
taxable year in which the disposition 
occurs. Consequently, the taxpayer 
must determine the amount of gain, 
loss, or other deduction attributable 
to the disposition in the manner de
scribed in paragraph (e)(3)(iii)(A) of 
this section (notwithstanding that 
paragraph (e)(3)(iii)(A) of this section 
is an optional rule) and must make 
the adjustments to the general asset 
account described in paragraph 
(e)(3)(iii)(C)(1) through (4) of this sec
tion. 

(B) Abusive transactions. A trans
action is described in this paragraph 
(e)(3)(v)(B) if the transaction is not 
described in paragraph (e)(3)(iv) of 
this section and the transaction is 
entered into, or made, with a princi
pal purpose of achieving a tax benefit 
or result that would not be available 
absent an election under this section. 
Examples of these types of transac
tions incIude-

(1) A transaction entered into with 
a principal purpose of shifting income 

Foreign Source Income, Gain, 
or Loss from the Disposition of 
an Asset 

(3) Section 904(d) separate cate
gories. If the assets in the general 
asset account generate foreign source 
income in more than one separate 
category under section 904(d)(1) or 
another section of the Code (for 
example, income treated as foreign 
source income under section 
904(g)(IO», or under a United States 
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or deductions among taxpayers in a 
manner that would not be possible 
absent an election under this section 
in order to take advantage of differ
ing effective tax rates among the 
taxpayers; or 

(2) An election made under this 
section with a principal purpose of 
disposing of an asset from a general 
asset account in order to utilize an 
expiring net operating loss or credit. 
The fact that a taxpayer with a net 
operating loss carryover or a credit 
carryover transfers an asset to a relat
ed person or transfers an asset pursu
ant to an arrangement where the asset 
continues to be used (or is available 
for use) by the taxpayer pursuant to a 
lease (or otherwise) indicates, absent 
strong evidence to the contrary, that 
the transaction is described in this 
paragraph (e)(3)(v)(B). 

(f) Assets generating joreign source 
income-(l) In general. This para
graph (f) provides the rules for deter
mining the source of any income, 
gain, or loss recognized, and the ap
propriate section 904(d) separate limi
tation category or categories for any 
foreign source income, gain, or loss 
recognized, on a disposition (within 
the meaning of paragraph (e)(l) of 
this section) of an asset in a general 
asset account that consists of assets 
generating both United States and 
foreign source income. These rules 
apply only to a disposition to which 
paragraph (e)(2) (general disposition 
rules), (e)(3)(ii) (disposition of all as
sets remaining in a general asset 
account), (e)(3)(iii) (disposition of an 
asset in a qualifying disposition), or 
(e)(3)(v) (anti-abuse rule) of this sec
tion applies. 

(2) Source oj ordinary income, 

Total Ordinary Income, Gain, 
or Loss from Disposition of an 
Asset 

income tax treaty that requires the 
foreign tax credit limitation to be 
determined separately for specified 
types of income, the amount of 
"foreign source income, gain, or 
loss from the disposition of an 
asset" (as determined under the 
formula in paragraph (f)(2)(ii) of 
this section) must be allocated and 

gain, or loss-(i) Source determined 
by allocation and apportionment of 
depreciation allowed. The amount of 
any ordinary income, gain, or loss 
that is recognized on the disposition 
of an asset in a general asset account 
must be apportioned between United 
States and foreign sources based on 
the allocation and apportionment of 
the-

(A) Depreciation allowed for the 
general asset account as of the end 
of the taxable year in which the 
disposition occurs if paragraph (e)(2) 
of this section applies to the dis
position; 

(B) Depreciation allowed for the 
general asset account as of the time 
of the disposition if the taxpayer 
applies paragraph (e)(3)(ii) of this sec
tion to the disposition of aU of the 
assets, or the last asset, in the general 
asset account; or 

(C) Depreciation allowed for the 
disposed asset for only the taxable 
year in which the disposition occurs if 
the taxpayer applies paragraph 
(e)(3)(iii) to the disposition of the 
asset in a qualifying disposition or if 
the asset is disposed in a transaction 
described in paragraph (e)(3)(v) (anti
abuse rule) of this section. 

(ii) Formula jor determining jor
eign source income, gain, or loss. The 
amount of ordinary income, gain, or 
loss recognized on the disposition that 
shall be treated as foreign source 
income, gain, or loss must be deter
mined under the formula in this para
graph (f)(2)(ii). For purposes of this 
formula, the allowed depreciation de
ductions are determined for the appli
cable time period provided in para
graph (f)(2)(i) of this section. The 
formula is: 

x 
Allowed Depreciation Deduc
tions Allocated and Appor
tioned to Foreign Source In
come/Total Allowed Deprecia
tion Deductions for the General 
Asset Account or for the Dis
posed Asset (as applicable) 

apportioned to the applicable sep
arate category or categories under 
the formula in this paragraph (f)(3). 
For purposes of this formula, the 
allowed depreciation deductions 
are determined for the applicable 
time period provided in paragraph 
(f)(2)(i) of this section. The formula 
is: 



Foreign Source Income, Gain, or 
Loss In a Separate Category 

(g) Assets subject to recapture. If 
the basis of an asset in a general asset 
account is increased as a result of the 
recapture of any allowable credit or 
d~duction (for example, the basis ad
justment for the recapture amount 
under section 30(d)(2), 50(c)(2), 
179(d)(10), or 179A(e)(4», general as
set account treatment for the asset 
terminates as of the first day of the 
taxable year in which the recapture 
event occurs. Consequently, the tax
payer must remove the asset from the 
general asset account as of that day 
and must make the adjustments to 
the general asset account described in 
paragraph (e)(3)(iii)(C)(2) through (4) 
of this section. 

(h) Changes in use-(1) Conversion 
to personal use. An asset in a general 
asset account becomes ineligible for 
general asset account treatment if a 
taxpayer uses the asset in a personal 
activity during a taxable year. Upon a 
conversion to personal use, the tax
payer must remove the asset from the 
general asset account as of the first 
day of the taxable year in which the 
change in use occurs and must make 
the adjustments to the general asset 
account described in paragraph 
(e)(3)(iii)(C)(2) through (4) of this sec
tion. 

(2) Other changes in use. [Re
served]. 

(i) Identification of disposed or 
converted asset. A taxpayer may use 
any reasonable method that is consis
tently applied to the taxpayer's gener
al asset accounts for purposes of 
determining the unadjusted deprecia
ble basis of a disposed or converted 
asset in a transaction described in 
paragraph (e)(3)(iii) (disposition of an 
asset in a qualifying disposition), 
(e)(3)(iv) (transactions subject to sec
tion 168(i)(7», (e)(3)(v) (anti-abuse 
rule), (g) (assets subject to recapture), 
or (h)(1) (conversion to personal use) 
of this section. 

(j) Effect of adjustments on prior 
dispositions. The adjustments to a 
general asset account under para
graph (e)(3)(iii), (e)(3)(iv), (e)(3)(v), 
(g), or (h)(1) of this section have no 
effect on the recognition and charac-

Foreign Source Income, Gain, or 
Loss from the Disposition of an 
Asset 

ter of prior dispositions subject to 
paragraph (e)(2) of this section. 

(k) Election-(1) Irrevocable elec
tion. If a taxpayer makes an election 
under this paragraph (k), the taxpayer 
consents to, and agrees to apply, all 
of the provisions of this section to the 
assets included in a general asset ac
count. Except as provided in para
graph (c)(I)(ii)(A), (e)(3), (g), or 
(h)(1) of this section, an election 
made under this section is irrevocable 
and will be binding on the taxpayer 
for computing taxable income for the 
taxable year for which the election is 
made and for all subsequent taxable 
years. An election under this para
graph (k) is made separately by each 
person owning an asset to which this 
section applies (for example, by each 
member of a consolidated group, at 
the partnership level (and not by the 
partner separately), or at the S corpo
ration level (and not by the share
holder separately». 

(2) Time for making election. The 
election to apply this section shall be 
made on the taxpayer's timely filed 
(including extensions) income tax re
turn for the taxable year in which the 
assets included in the general asset 
account are placed in service by the 
taxpayer. 

(3) Manner of making election. In 
the year of election, a taxpayer makes 
the election under this section by 
typing or legibly printing at the top 
of the Form 4562, "GENERAL AS
SET ACCOUNT ELECTION MADE 
UNDER SECTION 168(i)(4)," or in 
the manner provided for on Form 
4562 and its instructions. The taxpay
er shall maintain records (for exam
ple, "General Asset Account #1 - all 
1995 additions in asset class 00.11 for 
Salt Lake City, Utah facility") that 
identify the assets included in each 
general asset account, that establish 
the unadjusted depreciable basis and 
depreciation reserve of the general as
set account, and that reflect the 
amount realized during the taxable 
year upon dispositions from each gen
eral asset account. (But see section 
179(c) and § 1.179-5 for the record
keeping requirements for section 179 
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Allowed Depreciation Deductions 
X Allocated and Apportioned to a 

Separate Category/Total Allowed 
Depreciation Deductions Allocat
ed and Apportioned to Foreign 
Source Income 

property.) The taxpayer's record keep
ing practices should be consistently 
applied to the general asset accounts. 
If Form 4562 is revised or renum
bered, any reference in this section to 
that form shall be treated as a refer
ence to the revised or renumbered 
form. 

(1) Effective date. This section ap
plies to depreciable assets placed in 
service in taxable years ending on or 
after October 11, 1994. For deprecia
ble assets placed in service after De
cember 31, 1986, in taxable years 
ending before October 11, 1994, the 
Internal Revenue Service will allow 
any reasonable method that is consis
tently applied to the taxpayer's gener
al asset accounts. 

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

Par. 4. The authority citation for 
part 602 continues to read as follows: 

Authority: 26 U.S.C. 7805. 
§ 602.101(c) [Amended] 

Par. 5. Section 602.101(c) is 
amended by adding the entry 
"1.168(i)-1.. .. 1545-1331" in numeri
cal order to the table. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved September 9, 1994. 

Leslie Samuels, 
Assistant Secretary of 

the Treasury. 

(Filed by the Office of the Federal Register on 
October 7, 1994, 8:45 a.m., and published in 
the issue of the Federal Register on October 
11,1994,59 F.R. 51369) 

Section 170.-Charitable, etc., 
Contributions and Gifts 

26 CFR 1.170-1: Charitable, etc., contribu
tions and gifts; allowance of deductions. 

The Service is providing inflation adjust
ments to the "insubstantial benefit" guidelines 
for calendar year 1995. Under the guidelines, a 
charitable contribution is fully deductible even 
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Section 170 
though ~he contributor receives benefit.; ("in
substantial benefits") from the charity. See 
Rev. Proc. 94-72, page 811. 

26 CFR 1. 1 70A-13T: Substantiation require
ment jor certain contributions (temporary). 

T.D.8544 

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

Substantiation Requirement for
Certain Contributions 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Temporary regulations. 

SUMMAR Y: These temporary regu
lations are being issued to provide 
guidance to the public with respect to 
the substantiation requirement con
tained in section 170(f)(8) of the In
ternal Revenue Code. Section 
170(f)(8) was added to the Code by 
section 13172 of the Omnibus Budget 
Reconciliation Act of 1993. The guid
ance contained in these regulations 
affects donors of charitable contribu
tions of $250 or more. 

EFFECTIVE DATE: January 1, 
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 informa
tion contained in these regulations 
has been reviewed and, pending re
ceipt and evaluation of public com
ments, approved by the Office of 
Management and Budget (OMB) un
der control number 1545-1431. 

For further information concerning 
this collection of information, and 
where to submit comments on this 
collection of information, the accura
cy of the estimated burden, and sug
gestions for reducing this burden, 
please refer to the preamble in the 
cross-reference notice of proposed 
rulemaking published in *** 
[IA-74-93, page 873, this Bulletin]. 

Background 

This document contains amend
ments to the Income Tax Regulations 
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(26 CFR part 1) relating to the sub
stantiation requirement for the deduc
tion of certain charitable contribu
tions under section 170(f)(8) of the 
Internal Revenue Code (Code). Sec
tion 170(f)(8) was added by section 
13172 of the Omnibus Budget Recon
ciliation Act of 1993. 

Need for Temporary Regulations 

The provisions contained in this 
Treasury decision are needed immedi
ately to provide guidance to the pub
lic with respect to the application of 
the substantiation requirement of sec
tion 170(f)(8). Therefore, it is found 
impracticable and contrary to the 
public interest to issue this Treasury 
decision with prior notice under sec
tion 553(b) of title 5 of the United 
States Code. 

Explanation of Provisions 

Section 170 allows a deduction for 
contributions to or for the use of 
certain specified organizations, in
cluding those organized and operated 
exclusively for religious, charitable, 
scientific, literary, or educational pur
poses. 

To be deductible under section 170 
of the Code, a payment to or for the 
use of a qualified organization must 
be a gift-that is, a payment of 
money or transfer of property with
out adequate consideration. Rev. Rul. 
67-246, 1967-2 C.B. 104. Thus, if a 
taxpayer receives goods or services 
from the organization in consider
ation for a payment, the taxpayer 
may not deduct as a charitable contri
bution more than the excess of the 
amount paid over the value of the 
consideration received therefor. Id. 
The Service has determined, however, 
that if a taxpayer receives only cer
tain inconsequential or insubstantial 
benefits in consideration for a pay
ment to a qualified organization, the 
taxpayer may deduct the entire pay
ment as a charitable contribution. 
Rev. Proc. 90-12, 1990-1 C.B. 471. 
See also Rev. Proc. 92-49, 1992-1 
C.B. 987 (amplifying Rev. Proc. 
90-12 by providing that certain free, 
unordered, low-cost items that ac
company charitable solicitations are 
considered to have insubstantial val
ue). (See § 601.601(d)(2)(ii) of the 
Statement of Procedural Rules, 26 
CFR part 601.) 

Section 170(f)(8) disallows a deduc
tion for any contribution of $250 or 

more that is not substantiated by a 
written acknowledgment from the do
nee organization. The acknowledg
ment must provide information re
garding (a) the money or other 
property contributed, and (b) any 
goods or services provided by the 
donee organization in whole or par
tial consideration for the contributed 
money or other property. 

Section 170(f)(8) is a compliance 
provision, intended to facilitate the 
enforcement of the substantive re
quirements for a deduction under sec
tion 170. The compliance purpose of 
section 170(f)(8) does not require that 
an acknowledgment refer to goods or 
services provided by a donee organi
zation to a donor if the provision of 
goods or services does not affect the 
amount that the donor is entitled to 
deduct as a charitable contribution. 
Therefore, the temporary regulations 
provide that goods or services given 
in return for a contribution need not 
be taken into account for purposes of 
section 170(f)(8), if the goods or ser
vices have insubstantial value under 
the guidelines provided in Rev. Procs. 
90-12 and 92-49 (and any successor 
documents). (See § 601.601(d)(2)(ii) 
of the Statement of Procedural Rules, 
26 CFR part 601.) 

The legislative history of the 1993 
Act states that Congress intended a 
similar exception to apply in connec
tion with the disclosure requirement 
of section 6115. See H. Rep. No. 213, 
103d Cong., 1st Sess. 566 (1993). 
Although the legislative history does 
not discuss application of such an 
exception to the substantiation re
quirement of section 170(f)(8), the 
Service has determined that such an 
exception is equally appropriate. 

Some donee organizations receive 
contributions through arrangements 
in which employers withhold amounts 
from the wages of their employees in 
accordance with pledges made by the 
employees, and pay the withheld 
amounts to the donee organizations. 
Donee organizations that use these 
arrangements may not know the iden
tity of the contributing employees or 
the amounts contributed by each em
ployee. Therefore, these donee or
ganizations may face difficulty in pre
paring the acknowledgments contem
plated by section 170(f)(8). 

The statutory language and legisla
tive history of section 170(f)(8) sug
gest that Congress appreciated the 



difficulties of applying the substantia
tion requirement to contributions 
made by payroll deduction and in
tended that these difficulties be ad
dressed by regulations. Section 
170(f)(8)(E) directs the Secretary to 
"provide such regulations as may be 
necessary or appropriate" to carry 
out the purposes of section 170(f)(8), 
"including regulations that may pro
vide that some or all of the require
ments of [that section] do not apply 
in appropriate cases." The Confer
ence Report on the 1993 Act express
es the conferees' intent that the Secre
tary exercise his regulatory authority 
"to clarify the treatment of contribu
tions made through payroll deduc
tions." H. Rep. No. 213, supra, at 
567. 

Accordingly, the temporary regula
tions also provide special rules for 
contributions made by payroll deduc
tion. The special rules allow taxpayers 
to substantiate contributions made by 
payroll deduction by a combination 
of two documents: (a) a document 
furnished by the taxpayer's employer 
that evidences the amount withheld 
from the taxpayer's wages, and (b) a 
document prepared by the donee or
ganization that states that the organi
zation does not provide goods or 
services as whole or partial consider
ation for any contributions made by 
payroll deduction. 

The special rules for contributions 
made by payroll deduction, like the 
underlying statutory provisions, do 
not require that the document pre
pared by the donee organization take 
any particular form. Similarly, al
though donors must obtain the docu
ment in time to meet the "contempo
raneous" requirement of the statute 
(generally, by the time they file the 
relevant tax return), the rules do not 
require the donee organization to pre
pare the document at any particular 
time. Therefore, if a donee organiza
tion includes the statement contem
plated by the rules on a pledge card 
prepared to solicit contributions in 
1995, a donor who receives the card 
before timely filing the donor's 1994 
tax return could use the card to 
substantiate contributions made in 
1994. Contributions made by payroll 
deduction during 1994 can thus be 
substantiated under these rules even if 
the donee organization has used 
pledge cards for 1994 contributions 
that do not include the statement 

contemplated by the rules. As a re
sult, the Service understands that do
nee organizations will be able to com
ply with the "contemporaneous" 
requirement for 1994 contributions. 
The Service invites comments, howev
er, on whether transitional relief from 
the "contemporaneous" requirement 
is needed for 1994 contributions. 

The temporary regulations also 
provide that, for purposes of apply
ing the $250 threshold provided in 
section 170(f)(8)(A) to contributions 
made by payroll deduction, the 
amount withheld from each paycheck 
is treated as a separate contribution. 
Thus, the substantiation requirement 
of section 170(f)(8) will not apply to 
contributions made by payroll deduc
tion unless the employer deducts $250 
or more from a single paycheck for 
the purpose of payment to a donee 
organization. This rule is consistent 
with the legislative history of section 
170(f)(8). See H. Rep. No. 213, su
pra, at 565 n.29 ("In cases of contri
butions paid by withholding from 
wages, the deduction from each pay
check will be treated as a separate 
payment. "). 

Some charitable organizations solic
it contributions in the form of payroll 
deductions or lump-sum payments for 
the purpose of distributing the 
amounts received to other charitable 
organizations. The temporary regula
tions provide that, in such cases, the 
distributing organization is treated as 
a donee organization for purposes of 
the substantiation requirement of sec
tion 170(f)(8). This rule applies re
gardless of whether the distributing 
organization distributes the contribut
ed funds pursuant to the donor's 
instructions. The rule does not apply, 
however, if a distributee organization 
provides goods or services to the 
donor as part of a transaction struc
tured with a view to avoid taking the 
goods or services into account in 
determining the amount of the deduc
tion to which the donor is entitled 
under section 170. 

Special Analyses 

It has been determined that these 
temporary regulations are not a sig
nificant regulatory action as defined 
in Executive Order 12866. It has also 
been determined that section 553(b) 
of the Administrative Procedure Act 
(5 V.S.C. chapter 5) and the Regu
latory Flexibility Act (5 V.S.C. chap-
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ter 6) do not apply to these regula
tions, and, therefore, an initial Regu
latory Flexibility Analysis is not 
required. Pursuant to section 7805(f) 
of the Internal Revenue Code, these 
regulations will be submitted to the 
Chief Counsel for Advocacy of the 
Small Business Administration for 
comment on their impact on small 
business. 

* * * * * 
Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR parts 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 V.S.C. 7805 * * * 
§ 1.170A-13T also issued under 26 
V.S.C. 170(f)(8)(E). 

Par. 2. Section 1.170A-13T is add
ed to read as follows: 

§ 1.170A-13T Substantiation 
requirement for certain contributions. 

(a) Certain goods or services that 
have insubstantial value not taken 
into account. Goods or services that 
have insubstantial value under the 
guidelines provided in Revenue Proce
dures 90-12, 1990-1 C.B. 471, and 
92-49, 1992-1 C.B. 987, (and any 
successor documents) need not be 
taken into account for purposes of 
section 170(f)(8). (See § 601.601(d)
(2)(ii) of the Statement of Procedural 
Rules, 26 CFR part 601.) 

(b) Contributions made by payroll 
deduction-(1) Form of substantia
tion. A contribution made by means 
of withholding from a taxpayer's 
wages and payment by the taxpayer's 
employer to a donee organization 
may be substantiated, for purposes of 
section 170(f)(8), by-

(i) A pay stub, Form W-2, or oth
er document furnished by the employ
er that evidences the amount withheld 
by the employer for the purpose of 
payment to a donee organization, and 

(ii) A pledge card or other docu
ment prepared by the donee organiza
tion that includes a statement that the 
organization does not provide goods 
or services in whole or partial consid
eration for any contributions made to 
the organization by payroll deduc
tion. 
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(2) Application of $250 threshold. 
For the purpose of applying the $250 
threshold provided in section 170(f)
(8)(A) to contributions made by the 
means described in paragraph (b)(1) 
of this section, the amount withheld 
from each payment of wages to a 
taxpayer is treated as a separate con
tribution. 

(c) Distributing organizations as 
donees. An organization described in 
section 170(c), or an organization de
scribed in 5 CFR 950.105 (a Principal 
Combined Fund Organization for 
purposes of the Combined Federal 
Campaign) and acting in that capaci
ty, that receives a payment made as a 
contribution is treated as a donee 
organization solely for purposes of 
section 170(f)(8), even if the organiza
tion (pursuant to the donor's instruc
tions or otherwise) distributes the 
amount received to one or more or
ganizations described in section 
170(c). This paragraph (c) does not 
apply, however, to a case in which 
the distributee organization provides 
goods or services as part of a transac
tion structured with a view to avoid 
taking the goods or services into ac
count in determining the amount of 
the deduction to which the donor is 
entitled under section 170. 

(d) Effective date. The rules of this 
section apply to contributions made 
on or after January 1, 1994. 

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

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

Authority: 26 U.S.c. 7805. 

Par. 4. Section 602.101(c) is 
amended by adding the entry 
"1.170A-13T ... 1545-1431" in nu
merical order to the table. 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

Approved May 6, 1994. 

Leslie Samuels, 
Assistant Secretary of the Treasury. 

(Filed by the Office of the Federal Register on 
May 26, 1994, 8:45 a.m., and published in 
the issue of the Federal Register for May 27, 
1994,59 F.R. 27458) 
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Section 174.-Research and 
Experimental Expenditures 

26 CFR.l.174-2: Definition of research and 
experimental expenditures. 

T.D.8562 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Research or Experimental 
Expenditures 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
amendments to the Income Tax Regu
lations clarifying the definition of 
research or experimental expenditures 
and providing guidance regarding the 
reasonableness requirement of section 
174(e), added to the Internal Revenue 
Code by the Revenue Reconciliation 
Act of 1989. These amendments af
fect taxpayers conducting research or 
experimentation in connection with a 
trade or business. 

EFFECTIVE DATE: October 3, 
1994. 

SUPPLEMENT ARY 
INFORMATION: 

Background 

Section 174 of the Internal Revenue 
Code (Code) provides two alternative 
methods that taxpayers may use to 
account for research or experimental 
expenditures. A taxpayer may either 
deduct the expenditures in the year in 
which they are paid or incurred, or 
treat the expenditures as deferred ex
penses, amortizable over a period of 
at least 60 months. In 1957, the IRS 
adopted § 1. 174-2(a)(1), which de
fines the term research or experimen
tal expenditures as expenditures which 
represent research and development 
costs in the experimental or laborato
ry sense (22 FR 7901 (October 4, 
1957». 

In 1993, the IRS proposed amend
ments to § 1. 174-2(a)(1) to clarify the 
definition of research or experimental 
expenditures (58 FR 15819 [PS-2-89, 
1993-1 C.B. 904] (March 24, 1993». 
The amendments also provide guid
ance regarding section 174(e), which 
was added to the Code by the Reve
nue Reconciliation Act of 1989. Sec-

tion 174(e) provides that the account
ing rules of section 174 apply to a 
research or experimental expenditure 
only to the extent that the amount of 
the expenditure is reasonable under 
the circumstances. 

The IRS received comments on the 
proposed amendments both in writing 
and at a public hearing on June 18, 
1993. This Treasury decision adopts 
the proposed amendments with sever
al revisions in response to public 
comments. 

Explanation of Provisions 

A. Clarification of Uncertainty Test 

As noted above, the 1957 regula
tions define research or experimental 
expenditures as expenditures which 
represent research and development 
costs in the experimental or laborato
ry sense. The proposed amendments 
provide that expenditures represent 
research and development costs in the 
experimental or laboratory sense if 
they are for activities intended to 
discover information that would elim
inate uncertainty concerning the de
velopment or improvement of a 
product. Under the proposed amend
ments, the requisite uncertainty exists 
if the information reasonably avail
able to the taxpayer does not estab
lish the capability or method for de
veloping or improving the product. 

Several commentators expressed 
concern that the uncertainty test pro
vided in the proposed amendments 
could be construed to limit unduly 
the definition of research or experi
mental expenditures. In particular, 
the commentators argued that the test 
could exclude expenditures incurred 
to determine the appropriate design 
of a product if the taxpayer knows at 
the outset that the procedure will be 
successful. In such a case, the taxpay
er is not uncertain as to either its 
capability to develop the product or 
the method by which it will develop 
the product. 

The Treasury Department and the 
IRS agree that a taxpayer's knowl
edge that a product development 
project will be successful does not 
preclude the process of determining 
the appropriate design of the product 
from qualifying as research. The 
Treasury Department and the IRS 
also agree that the language of the 
uncertainty test provided in the pro
posed amendments could be con
strued to reach a result contrary to 



that intended. The final amendments 
thus clarify the uncertainty test. Un
der the final amendments, the requi
site uncertainty exists if the informa
tion available to the taxpayer does 
not establish either (i) the capability 
or method for developing or improv
ing the product, or (ii) the appropri
ate design of the product. 

The uncertainty test, as clarified in 
the final amendments, reflects the 
dual purposes of section 174. Con
gress enacted section 174 not only to 
encourage research, but also to avoid 
the difficult tax accounting questions 
that would arise regarding research 
expenditures in the absence of special 
tax accounting rules. See H. Rep. 
1337, 83d Cong., 2d Sess. (1954), 
reprinted in 1954 U.S.C.C.A.N. 4017, 
4053. These difficult tax accounting 
questions would not be limited to 
cases in which the success of a prod
uct development project is in doubt. 
If a given line of inquiry proves to be 
unfruitful, questions could arise re
garding whether the costs involved 
could be deducted, or whether the 
knowledge gained from the inquiry 
might contribute sufficiently to the 
ultimate design of the product that 
the costs must be capitalized. In 
short, the tax accounting questions 
that section 174 was meant to resolve 
can arise whenever the taxpayer is 
uncertain as to the capability or 
method for developing or improving 
the product, or the appropriate design 
of the product. 

The proposed amendments apply 
the uncertainty test with reference to 
"the information reasonably available 
to the taxpayer." The Treasury De
partment and the IRS agree with the 
commentators that the meaning of 
the phrase reasonably available is un
clear. Further, the phrase could be 
read to impose an unintended restric
tion on the definition of research or 
experimental expenditures. Informa
tion could be considered to be reason
ably available to a taxpayer if the 
taxpayer can obtain the information 
through procedures that, while not 
particularly involved, are nonetheless 
in the nature of research activities. To 
avoid the ambiguities resulting from 
the term reasonably, the final amend
ments provide for the application of 
the uncertainty test with reference to 
the information actually available to 
the taxpayer. The removal of the 
term reasonably is not intended to 

expand the information considered to 
be available to the taxpayer. 

B. Validation Testing. 

The 1957 regulations exclude from 
the definition of research the ordinary 
testing or inspection of materials or 
products for quality control. Several 
commentators on the proposed 
amendments asked for clarification 
that research includes validation test
ing to ensure that a product design 
meets its intended objectives. In re
sponse to these comments, the final 
amendments clarify that the existing 
exclusion for quality control testing 
does not apply to testing to determine 
if the design of a product is appropri
ate. 

C. Effective Date 

The final amendments retain the 
effective date of the proposed amend
ments, and thus apply to taxable 
years beginning after October 3, 
1994. Some commentators requested 
that the proposed amendments apply 
to all open taxable years. Because the 
amendments merely clarify the exist
ing definition of research or experi
mental expenditures, retroactive ap
plication of the amendments is 
unnecessary. Return positions consis
tent with the amendments will be 
consistent with the existing regula
tions and will be recognized as such 
by the IRS. 

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 
Flexibility Act (5 U.S.c. chapter 6) 
do not apply to these regulations, 
and, therefore, a Regulatory Flexibili
ty Analysis is not required. Pursuant 
to section 7805(f) of the Internal 
Revenue Code, the notice of pro
posed rulemaking preceding these reg
ulations was submitted to the Small 
Business Administration for comment 
on their impact on small business. 

* * * * * 
Amendments to the Regulations 

Accordingly, 26 CFR part is 
amended as follows: 

Section 174 
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 1.174-2 is amended 

as follows: 
1. Paragraph (a)(1) is revised. 
2. Paragraphs (a)(2) and (3) are 

redesignated as paragraphs (a)(8) and 
(9), respectively. 

3. New paragraphs (a)(2) through 
(7) are added. 

4. Paragraph (c) is amended by 
removing the reference "sections 
615" and adding "sections 617" in its 
place. 

5. The additions and revisions read 
as follows: 

§ 1.174-2 Definition of research and 
experimental expenditures. 

(a) In general. (1) The term re
search or experimental expenditures, 
as used in section 174, means expen
ditures incurred in connection with 
the taxpayer's trade or business which 
represent research and development 
costs in the experimental or laborato
ry sense. The term generally includes 
all such costs incident to the develop
ment or improvement of a product. 
The term includes the costs of obtain
ing a patent, such as attorneys' fees 
expended in making and perfecting a 
patent application. Expenditures rep
resent research and development costs 
in the experimental or laboratory 
sense if they are for activities intend
ed to discover information that would 
eliminate uncertainty concerning the 
development or improvement of a 
product. Uncertainty exists if the in
formation available to the taxpayer 
does not establish the capability or 
method for developing or improving 
the product or the appropriate design 
of the product. Whether expenditures 
qualify as research or experimental 
expenditures depends on the nature of 
the activity to which the expenditures 
relate, not the nature of the product 
or improvement being developed or 
the level of technological advance
ment the product or improvement 
represents. 

(2) For purposes of this section, the 
term product includes any pilot mod
el, process, formula, invention, tech
nique, patent, or similar property, 
and includes products to be used by 
the taxpayer in its trade or business 
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as well as products to be held for 
sale, lease, or license. 

(3) The term research or experimen
tal expenditures does not include ex
penditures for-

(i) The ordinary testing or inspec
tion of materials or products for 
quality control (quality control test
ing); 

(ii) Efficiency surveys; 
(iii) Management studies; 
(iv) Consumer surveys; 
(v) Advertising or promotions; 
(vi) The acquisition of another's 

patent, model, production or process; 
or 

(vii) Research in connection with 
literary, historical, or similar projects. 

(4) For purposes of paragraph 
(a)(3)(i) of this section, testing or 
inspection to determine whether par
ticular units of materials or products 
conform to specified parameters is 
quality control testing. However, 
quality control testing does not in
clude testing to determine if the de
sign of the product is appropriate. 

(5) See section 263A and the regula
tions thereunder for cost capitalization 
rules which apply to expenditures paid 
or incurred for research in connection 
with literary, historical, or similar 
projects involving the production of 
property, including the production of 
films, sound recordings, video tapes, 
books, or similar properties. 

(6) Section 174 applies to a research 
or experimental expenditure only to 
the extent that the amount of the 
expenditure is reasonable under the 
circumstances. In general, the amount 
of an expenditure for research or ex
perimental activities is reasonable if 
the amount would ordinarily be paid 
for like activities by like enterprises 
under like circumstances. Amounts 
supposedly paid for research that are 
not reasonable under the circumstanc
es may be characterized as disguised 
dividends, gifts, loans, or similar pay
ments. The reasonableness require
ment of this paragraph (a)(6) does not 
apply to the reasonableness of the type 
or nature of the activities themselves. 

(7) This paragraph (a) applies to 
taxable years beginning after October 
3, 1994. 

* * * * * 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 
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Approved September 9, 1994. 

Leslie Samuels, 
Assistant Secretary of 

the Treasury. 

(Filed by the Office of the Federal register on 
September 30, 1994, 8:45 a.m., and pub
lished in the issue of the Federal Register for 
October 3, I 994, 59 F.R. 50159) 

Section 197.-Amortization of 
Goodwill and Certain Other 
Intangibles 

An assumption reinsurance agreement that is 
used to effectuate a transfer of insurance and 
annuity contracts as part of a § 351 exchange 
is not subject to the provisions of §§ 803 and 
805 of the Code, and §§ 1.817-4(d) and 
1.848-2 of the regulations. The tax consequenc
es of the transfer under §§ 197, 357, 358, and 
362 are set forth. See Rev. RuI. 94-45, page 
39. 

Part IX.-Items Not Deductible 

Section 262.-Personal, Living, and 
Family Expenses 

26 CFR 1.262-1: Personal, living, and family 
expenses. 

Circumstances under which the costs of com
muting between the taxpayer's place of busi
ness or employment and the taxpayer's resi
dence are personal expenses and do not qualify 
as deductible expenses. See Rev. RuI. 94-47, 
page 18. 

Section 263.-Capital Expenditures 

26 CFR 1.263(a)-1: Capital expenditures in 
general. 

Does the Supreme Court's decision in 
1NDOPCO, Inc. v. Commissioner, _ U.S. 
_, 112 S.Ct. 1039 (1992), affect the treat
ment of severance payments, made by a tax
payer to its employees, as business expenses 
which are generally deductible under § 162 of 
the Code? See Rev. Rul. 94-77, page 19. 

Section 263A.-Capitalization and 
Inclusion in Inventory Costs of 
Certain Expenses 

Exclusive procedures for taxpayers to obtain 
expeditious consent to change certain methods 
of accounting for costs subject to § 263A of 
the Code to methods required or permitted by 
§§ 1.263A-I, 1.263A-2, and 1.263A-3 of the 
final § 263A Income Tax Regulations. See 
Rev. Proc. 94-49, page 705. 

26 CFR 1.263A-4T: Rules relating to property 
produced in a farming business (temporary). 

T.D.8559 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Capitalization and Inclusion in 
Inventory of Certain Costs 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final and temporary regu
lations. 

SUMMARY: This document contains 
final and temporary regulations under 
section 263A of the Internal Revenue 
Code of 1986 relating to accounting 
for costs incurred in producing prop
erty and acquiring property for re
sale. Section 263A was enacted as 
part of the Tax Reform Act of 1986. 
Changes to the applicable law were 
made by the Omnibus Budget Recon
ciliation Act of 1987, the Technical 
and Miscellaneous Revenue Act of 
1988, and the Omnibus Budget Rec
onciliation Act of 1989. These final 
regulations primarily affect taxpayers 
subject to section 263A that acquire 
property for resale. 

EFFECTIVE DATE: August 5, 1994. 

SUPPLEMENTARY 
INFORMATION: 

Background 

On March 30, 1987, and August 7, 
1987, temporary regulations under 
section 263A were published in the 
Federal Register (TD 8131 [1987-1 
C.B. 98J, 52 FR 10052 and TD 8148 
[1987-2 C.B. 70J, 52 FR 29375). A 
public hearing was held on December 
7, 1987. On August 9, 1993, final 
regulations under section 263A were 
published in the Federal Register (TD 
8482 [1993-2 C.B. 77J, 58 FR 42198). 
In addition, a notice of proposed 
rulemaking was published on August 
9, 1993, (58 FR 42263 [IA-64-91, 
1993-2 C.B. 621]) regarding certain 
provisions that were reserved in the 
final regulations. A public hearing 
was held on November 30, 1993, on 
these provisions. After consideration 
of the public comments regarding the 
proposed regulations, the regulations 
are adopted as revised by this Trea
sury decision. 



Explanation of Statutory Provisions 

Section 263A (the uniform capitali
zation rules) was enacted as part of 
the Tax Reform Act of 1986, Pub. L. 
99-514, 100 Stat. 2085, 1986-3 C.B. 
(Vol. 1) (the 1986 Act). The statute 
was amended as part of the Omnibus 
Budget Reconciliation Act of 1987, 
Pub. L. 100-203, 101 Stat. 1330, 
1987-3 C.B. 1 (the 1987 Act), the 
Technical and Miscellaneous Revenue 
Act of 1988, Pub. L. 100-647, 102 
Stat. 3342, 1988-3 C.B. 1 (the 1988 
Act), and the Omnibus Budget Rec
onciliation Act of 1989, Pub. L. 
101-239, 103 Stat. 2106 (the 1989 
Act), 1990-1 C.B. 210. 

Section 263A provides a uniform 
set of rules that govern the capitaliza
tion of direct and indirect costs asso
ciated with property produced and 
property acquired for resale. Specifi
cally, section 263A requires taxpayers 
to capitalize the direct and indirect 
costs properly allocable to real prop
erty and tangible personal property 
that they produce. Section 263A also 
requires taxpayers to capitalize the 
direct and indirect costs (including 
purchasing, handling, and storage 
costs) properly allocable to real prop
erty and personal property acquired 
for resale. 

The final regulations under section 
263A that were published on August 
9, 1993, generally require handling 
costs to be capitalized. Handling costs 
include costs attributable to process
ing, assembling, repackaging, trans
porting, and other similar activities, 
provided these activities do not come 
within the meaning of the term "pro
duce" as defined in § 1.263A-2(a)(l). 
However, the final regulations under 
section 263A also provide that certain 
handling costs are not required to be 
capitalized. For instance, handling 
costs incurred at a retail sales facility 
with respect to property sold to retail 
customers at the facility are not re
quired to be capitalized. In addition, 
handling costs incurred at a dual
function storage facility with respect 
to property sold to customers from 
the facility are not required to be 
capitalized to the extent that the costs 
are incurred with respect to property 
sold in on-site sales. 

The final regulations under section 
263A that were published on August 
9, 1993, reserve several provisions 
previously contained in the temporary 
regulations relating to certain other 

costs that were not considered han
dling costs. In particular, the regula
tions reserve provisions relating to 
distribution costs, custom-order deliv
ery costs, and repackaging costs. Af
ter publishing a notice of proposed 
rulemaking and considering public 
comments, these final regulations 
provide rules concerning such costs. 
In addition, these final regulations 
provide rules that permit the District 
Director to require appropriate ad
justments to the valuation of invento
ries and other property subject to 
section 263A if a transfer of property 
is made to another person for a 
principal purpose of avoiding the ap
plication of section 263A. 

Public Comments 

The Scope of Distribution Costs 

The proposed regulations provide 
that distribution costs are not re
quired to be capitalized. The pro
posed regulations define distribution 
costs as any transportation costs in
curred outside a storage facility in 
delivering goods to an unrelated cus
tomer. For this purpose, the proposed 
regulations state that any costs in
curred on a loading dock are treated 
as incurred outside a storage facility. 

Several commentators argued that, 
in addition to transportation costs 
incurred outside a storage facility, 
distribution costs should also include 
all costs (i.e., labor, equipment, and 
occupancy costs) incurred after a 
sales order has been received, regard
less of whether these costs are in
curred inside or outside a storage 
facility. They stated that the costs of 
retrieving the goods and readying 
them for shipment are more in the 
nature of deductible selling and distri
bution costs and do not relate to the 
production, acquisition, or holding of 
property. 

The preamble to the proposed regu
lations cites the Blue Book to the 
1986 Act which states that deductible 
"distribution expenses are intended to 
include only external distribution 
costs, that is, those costs incurred in 
transporting goods from the taxpay
er's warehouse or retail outlet to the 
customer, or to the customer's agent, 
a common carrier, or some other 
intermediary. Distribution expenses 
do not include costs of moving inven
tory from a taxpayer's warehouse to 
its retail store or other internal trans-
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portation costs." Joint Committee on 
Taxation Staff, General Explanation 
of the Tax Reform Act of 1986, 99th 
Cong., JCS-IO-87, 510 n.61. Com
mentators contended that this refer
ence was taken out of context and 
suggested that it should be used to 
define the nature of an activity (e.g., 
shipment to a customer vs. internal 
transfers) rather than the location of 
an activity (e.g., inside an off-site 
storage facility vs. the loading dock). 

These final regulations retain the 
definition of distribution costs con
tained in the proposed regulations. 
The Service and Treasury continue to 
believe that this definition of distribu
tion costs provides for a better 
matching of income and related ex
penses because gross income is not 
typically recognized from the sale of 
an item when an order is placed, but 
rather when the item is shipped, de
livered, or accepted, or when title to 
the item passes to the purchaser. 
Since costs incurred inside a storage 
facility are typically incurred prior to 
an item being shipped, delivered, or 
accepted, or when title passes, these 
costs should be capitalized until in
come is recognized. 

Furthermore, the Conference Re
port to the 1986 Act specifically states 
that "processing, assembly, repacka
ging, and similar costs, including la
bor costs attributable to unloading 
goods (but not including labor costs 
attributable to loading of goods for 
final shipment to customers, or labor 
at a retail facility)" should be capital
ized. H.R. ConL Rep. No. 841, 99th 
Cong., 2d Sess. 11-306 (1986), 1986-3 
(Vol. 4) C.B. 306. Thus, because 
Congress intended that costs incurred 
prior to loading goods for shipment 
be capitalized, distribution activities 
should not be construed to begin any 
earlier than at the loading dock. 

Pick and Pack Costs and 
Repackaging Costs 

Several commentators have ex
pressed concern that the definition of 
distribution costs contained in the 
proposed regulations may result in 
some taxpayers abandoning the use of 
the simplified resale method. In re
sponse, these final regulations except 
"pick and pack" costs from the 
scope of capitalizable handling costs 
incurred inside a storage facility. 
These final regulations define pick 
and pack costs as those costs incurred 
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inside a storage facility in preparing 
specific goods for imminent shipment 
to a particular customer after the 
customer has ordered those goods. 
Examples of pick and pack costs 
include costs incurred to move specif
ic goods from a storage location in 
preparation for shipment to the cus
tomer, pack or repack those goods 
for shipment to the customer, and 
stage those goods for shipment to the 
customer. 

Pick and pack costs, however, do 
not include occupancy costs, such as 
rent, depreciation, insurance, taxes, 
utilities, and maintenance. The Ser
vice and Treasury believe that the 
exclusion of these costs from the 
scope of pick and pack costs is con
sistent with Congressional intent that 
all off-site storage and warehousing 
costs be capitalized. See H. R. Conf. 
Rep. No. 841, 99th Cong., 2d Sess. 
11-306 (1986), 1986-3 (Vol. 4) C.B. 
306. Furthermore, this position is 
supported by the Conference Report 
to the 1986 Act. In a footnote to the 
Conference Report the conferees state 
that "[o]ffsite storage and warehous
ing costs generally include the cost of 
a facility whose primary function is 
the storage or warehousing of 
goods." H. R. Conf. Rep. No. 841, 
99th Cong., 2d Sess. 11-306 (1986), 
1986-3 (Vol. 4) C.B. 306. Thus, be
cause the primary function of an 
off-site storage facility is the storage 
or warehousing of goods, all occu
pancy costs incurred at an off-site 
storage facility must be capitalized. 

Because the above rule for pick and 
pack costs essentially replaces the ex
ception for repackaging costs con
tained in the proposed regulations, 
the separate exception for repacka
ging costs is unnecessary and has 
been eliminated. 

Costs of Delivering Custom-Ordered 
Items 

The proposed regulations provide 
that, notwithstanding the general re
quirement that costs incurred in 
transporting goods from a taxpayer's 
storage facility to its retail sales facili
ty are required to be capitalized, costs 
incurred outside a storage facility in 
delivering custom-ordered items to a 
retail sales facility are not required to 
be capitalized. For this purpose, the 
proposed regulations provide that any 
costs incurred on a loading dock are 
treated as incurred outside a storage 
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facility. The preamble to the pro
posed regulations also states that the 
Service is considering eliminating this 
exception altogether. 

Commentators contended that the 
custom-order exception should not be 
eliminated because these delivery 
costs are more appropriately charac
terized as costs incurred to ship goods 
directly to a customer rather than as 
costs incurred to internally move in
ventory. In addition, commentators 
asserted that the custom-order excep
tion should not be limited to costs 
incurred outside a storage facility in 
delivering custom-ordered items to a 
retail sales facility. These commenta
tors believe that all costs incurred in 
delivering custom-ordered items to a 
retail sales facility should be deduct
ible, regardless of whether they are 
incurred inside or outside a storage 
facility. 

These final regulations retain the 
custom-order exception. The Service 
and Treasury believe that limiting this 
exception to costs incurred outside a 
storage facility in delivering custom
ordered items to a retail sales facility 
provides for a better matching of 
income and related expenses. 

Costs of Transporting Goods to a 
Related Person 

The proposed regulations provide 
that distribution costs do not include 
costs incurred by a taxpayer in deliv
ering goods to a related person. The 
proposed regulations further provide 
that when a taxpayer sells goods to a 
related person, the costs of transport
ing the goods are included in deter
mining the basis of the goods that are 
sold, and hence in determining the 
resulting gain or loss from such sale, 
for all purposes of the Internal Reve
nue Code and the regulations there
under. For purposes of this provision, 
the proposed regulation states that 
persons are related if they are de
scribed in section 267(b) or section 
707(b). 

One commentator argued that the 
requirement to capitalize costs in
curred by a taxpayer in delivering 
goods to a related person is contrary 
to the purported purpose of section 
263A and can result in the permanent 
disallowance of the capitalized costs. 
The commentator noted that if the 
capitalization of costs incurred in 
transporting property between related 
parties produces or increases a loss, 

the loss disallowance rules in sections 
267(a)(l) and 707(b)(l) may in some 
instances permanently disallow the 
loss. Thus, the commentator argued 
that the requirement to capitalize 
costs incurred by a taxpayer in deliv
ering goods to a related person is 
unfair because it results in harsher 
treatment than the treatment of inter
nal transportation costs carried on 
within a single entity. 

These final regulations retain the 
rule contained in the proposed regula
tions. The Service and Treasury con
tinue to believe that the cost of trans
porting goods between related parties 
is properly treated as a capitalizable 
handling cost for all purposes (i.e., 
not just for timing purposes, but also 
for character purposes). In addition, 
the very limited potential for loss 
disallowance under sections 267(a)(1) 
and 707(b)(l) could result from any 
one of a number of properly capi
talizable costs (e.g., storage costs, 
production costs, etc.) other than 
handling costs associated with trans
porting goods to a related party. 
Moreover, the fact that sections 
267(a)(1) and 707(b)(1) will result in 
loss disallowance only in unusual cir
cumstances does not justify the addi
tional complexity that would result to 
all taxpayers from the series of rules 
that would be necessary to accommo
date the treatment requested by the 
commentator. 

Transfers for Tax A voidance 
Purposes 

The proposed regulations provide 
that the District Director may require 
appropriate adjustments to valuations 
of inventory and other property sub
ject to section 263A if the transfer of 
property is made to another person 
for a principal purpose of tax avoid
ance. The example provided in the 
proposed regulations states that the 
District Director may require a tax
payer using the simplified production 
method (as described in § 1.263A-
2(b» to apply that method to trans
ferred inventories immediately prior 
to a transfer under section 351 if a 
principal purpose of the transfer is 
tax avoidance. The Service and Trea
sury continue to believe that the Sec
retary has the authority to prescribe 
regulations to prevent taxpayers from 
using related parties, pass-thru enti
ties, or intermediaries to avoid the 
application of section 263A. There-



fore, the final regulations retain the 
anti-abuse rule contained in the pro
posed regulations with one clarifying 
modificatio!1 that substitutes "a prin
cipal purpose to avoid the application 
of section 263A" for "a principal 
purpose of tax avoidance." 

Effective Dates 

These final regulations are applica
ble to costs incurred in taxable years 
beginning after December 31, 1993. 
In the case of property that is inven
tory in the hands of the taxpayer, 
however, these regulations are effec
tive for taxable years beginning after 
December 31, 1993. 

Accounting Method Changes 

If a taxpayer must change its meth
od of accounting as a result of these 
regulations, the taxpayer generally 
must file a Form 3115, Application 
for Change in Accounting Method, 
with the Commissioner in accordance 
with the requirements of § 1.446-
I (e)(3)(i) and Rev. Proc. 92-20, 
1992-1 C.B. 685. If, however, as a 
result of these regulations a taxpayer 
changes its method of accounting in 
its first taxable year beginning on or 
after January I, 1994, then the 
change must be made pursuant to 
Rev. Proc. 94-49, page 705, this Bul
letin. 

Special Analysis 

It has been determined that these 
regulations are not a significant regu
latory 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 Ad
ministrative 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. Therefore, 
a Regulatory Impact Analysis is not 
required. Pursuant to section 7805(f) 
of the Internal Revenue Code, a copy 
of the notice of proposed rulemaking 
preceding these regulations was sub
mitted to the Chief Counsel for Ad
vocacy 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 I. The authority citation 
for part I is amended by removing 
the entry for "Section 1.263A-I T" 
and adding new entries in numerical 
order to read as follows: 

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

Section 1.263A-I also issued under 
26 U .S.C. 263A. * * * 

Section 1.263A-3 also issued under 
26 U.S.C. 263A. * * * 

Section 1.263A-4T also issued un
der 26 U.S.C. 263A. * * * 

Section 1.263A-7T also issued un
der 26 U.S.C. 263A. * * * 

Par. 2. Section 1.263A-4T is added 
to read as follows: 

§ 1.263A-4T Rules relating to 
property produced in a farming 
business (temporary). 

(a) through (c) [Reserved] 
(d) This section is effective for 

costs incurred after December 31, 
1986, in taxable years ending after 
such date. In the case of property 
that is inventory in the hands of the 
taxpayer, this section is effective for 
taxable years beginning after Decem
ber 31, 1986. 
§ 1.263A-IT [Amended] 

Par. 3. Paragraph (c) of § 1.263A
IT is redesignated as paragraph (c) of 
1.263A-4T. 

Par. 4. Section 1.263A-7T is added 
to read as follows: 

§ 1.263A-7T Rules relating to 
changes in methods of accounting 
(temporary). 

(a) through (e) [Reserved] 
(f) This section is effective for costs 

incurred after December 31, 1986, in 
taxable years ending after such date. 
In the case of property that is inven
tory in the hands of the taxpayer, this 
section is effective for taxable years 
beginning after December 31, 1986. 
§ 1.263A-lT [Amended] 

Par. 5. Paragraph (e) of 1.263A-lT 
is redesignated as paragraph (e) of 
1.263A-7T. 

Par. 6. § 1.263A-7T(e) is amended 
as follows: 

I. The first and fourth sentences of 
paragraph (e)(l)(i) are amended by 
removing the phrase "this section" 
and replacing it with "section 263A 
and the regulations thereunder". 

2. The third sentence of paragraph 
(e)(l)(i) is amended by removing the 
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phrase "this section" and replacing it 
with "the regulations thereunder". 

3. Paragraph (e)(l)(ii) is amended 
by removing the phrase "this sec
tion" and replacing it with "section 
263A and the regulations thereunder" 
every place that it appears. 

4. The first sentence of paragraph 
(e)(l)(iii)(B) is amended by removing 
the phrase "this section" the first 
time it appears and replacing it with 
"section 263A and the regulations 
thereunder" and by removing "of 
this section". 

5. The second sentence of para
graph (e)(l)(iii)(B) is amended by re
moving the phrase "of this section". 

6. The first sentence of paragraph 
(e)(l)(iv) is amended by removing the 
phrase "this section" the first, sec
ond, and third time it appears and 
replacing it with "section 263A and 
the regulations thereunder". 

7. The first sentence of paragraph 
(e)(2) is amended by removing the 
phrase "this section" and replacing it 
with "section 263A and the regula
tions thereunder". 

8. Paragraph (e)(3)(i) is amended 
by removing the phrase "this sec
tion" and replacing it with "section 
263A and the regulations thereun
der". 

9. The first sentence of paragraph 
(e)(4)(i) is amended by removing the 
phrase "this section" the first time it 
appears and replacing it with "section 
263A and the regulations thereun
der". 

10. The third sentence of the Ex
ample of paragraph (e)(4)(ii) is 
amended by removing the phrase 
"this section" and replacing it with 
"section 263A and the regulations 
thereunder" . 

II. The first sentences of Example 
(1) and Example (3) of paragraph 
(e)(5) are amended by removing the 
phrase "this section" and replacing it 
with "section 263A and the regula
tions thereunder". 

12. The first and last sentences of 
paragraph (e)(6)(i) are amended by 
removing the phrase "this section" 
and replacing it with "section 263A 
and the regulations thereunder". 

13. The first and second sentences 
of paragraph (e)(6)(ii)(A) are amend
ed by removing the phrase "this sec
tion" and replacing it with "section 
263A and the regulations there
under" . 
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14. Paragraph (e)(6)(ii)(A)(l) is 
amended by removing the phrase 
"this section" and replacing it with 
"section 263A and the regulations 
thereunder" . 

15. In paragraph (e)(6)(ii)(C), the 
second sentence of Example (1), the 
third sentence of Example (3), and 
the first sentence of Example (5) are 
amended by removing the phrase 
"this section" and replacing it with 
"section 263A and the regulations 
thereunder" . 

16. The third sentence of paragraph 
(e)(6)(iii)(A) is amended by removing 
the phrase "this section" and replac
ing it with "section 263A and the 
regulations thereunder". 

17. The second sentence of para
graph (e)(6)(iii)(B)(1) is amended by 
removing the phrase "this section" 
and replacing it with "section 263A 
and the regulations thereunder". 

18. The fourth sentence of the 
Example of paragraph (e)(6)(iii)(B)(2) 
is amended by removing the phrase 
"this section" and replacing it with 
"section 263A and the regulations 
thereunder" . 

19. The second sentence of para
graph (e)(6)(iii)(C)(l) is amended by 
removing the phrase "this section" 
and replacing it with "section 263A 
and the regulations thereunder". 

20. The eighth sentence of the Ex
ample of paragraph (e)(6)(iii)(C)(2) is 
amended by removing the phrase 
"this section" and replacing it with 
"section 263A and the regulations 
thereunder" . 

21. The third and fifth sentences of 
the Example of paragraph (e)(6)
(iv)(C) are amended by removing the 
phrase "this section" and replacing it 
with "section 263A and the regula
tions thereunder". 

22. The second sentence of para
graph (e)(7)(iii)(B) is amended by re
moving the phrase "this section" and 
replacing it with "section 263A and 
the regulations thereunder". 

23. The fourth sentence of the 
Example of paragraph (e)(7)(v) is 
amended by removing the phrase 
"this section" and replacing it with 
"section 263A and the regulations 
thereunder" . 

24. Paragraph (e)(9)(i) is amended 
by removing the phrase "this sec
tion" and replacing it with "section 
263A and the regulations thereunder" 
every place that it appears. 
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25. The third and sixth sentences of 
Example J, the third sentence of Ex
ample 2, the fifth sentence of Exam
ple 3, the seventh sentence of Exam
ple 4, and the third sentence of 
Example 5 of paragraph (e)(9)(ii) are 
amended by removing the phrase 
"this section" and replacing it with 
"section 263A and the regulations 
thereunder" . 

26. The first sentence of paragraph 
(e)(lO)(i) is amended by removing 
"this section" and replacing it with 
"section 263A and the regulations 
thereunder. " 

27. The second sentence of para
graph (e)(10)(i) is amended by remov
ing the phrase "this section" the first 
time it appears and replacing it with 
"the regulations thereunder" and re
moving the phrase "this section" the 
second time it appears and replacing 
it with "section 263A and the regula
tions thereunder". 

28. Paragraph (e)(1 O)(ii)(A) is 
amended by removing the phrase 
"this section" and replacing it with 
"the regulations thereunder" every 
place that it appears. 

29. The third sentence of paragraph 
(e)(10)(iii) is amended by removing 
the phrase "this section" and replac
ing it with "section 263A and the 
regulations thereunder". 

30. The first sentence of paragraph 
(e)(11)(i) is amended by removing the 
phrase "this section" and replacing it 
with "section 263A and the regula
tions thereunder". 

31. The first sentence of paragraph 
(e)(II)(ii) is amended by removing the 
phrase "this section" and replacing it 
with "section 263A and the regula
tions thereunder". 

32. The first and second sentences 
of paragraph (e)(11)(iii) are amended 
by removing the phrase "this sec
tion" and replacing it with "section 
263A and the regulations thereun
der". 

33. Paragraph (e)(11)(iv) is amend
ed by removing the phrase "this sec
tion" and replacing it with "section 
263A and the regulations thereun
der". 

34. Paragraph (e)(II)(v) is amended 
by removing the phrase "this sec
tion" and replacing it with "section 
263A and the regulations thereunder" 
every place that it appears. 

§ 1.263A-lT [Removed] 
Par. 7. Section 1.263A-l T is re-

moved. 
Par. 8. Section 1.263A-l is amend

ed as follows: 
1. The last sentence of paragraph 

(a)(2)(i) is amended by removing 
"1.263A-l T(e)" and replacing it with 
"1.263A-7T(e)" . 

2. Paragraph (a)(3)(v) is amended 
by removing "1.263A-IT(c)" and re
placing it with "1.263A-4T(c)". 

3. The second sentence of para
graph (b)(3) is amended by removing 
"1.263A-IT(c)" and replacing it with 
"1.263A-4T(c)" . 

4. The second sentence of para
graph (b)(4) is amended by removing 
"1.263A-lT(c)" and replacing it with 
"1.263A-4T(c)" . 

5. Paragraph (b)(1 0) is amended by 
removing the second sentence and by 
adding paragraph (b)(10)(i) and (ii). 

6. The text of paragraph 0)(4) is 
added. 

7. The added text reads as follows: 

§ J.263A-J Uniform capitalization oj 
costs. 

* 
(b) * * * 
(10) * * * 

* * * * 

(i) For purposes of this section, 
substantial construction is deemed to 
have occurred if the lesser of-

(A) lO percent of the total estimat
ed costs of construction; or 

(B) The greater of $lO million or 2 
percent of the total estimated costs of 
construction, was incurred before 
March 1, 1986. 

(ii) For purposes of this provision, 
the total estimated costs of construc
tion shall be determined by reference 
to a reasonable estimate, on or before 
March 1, 1986, of such amount. As
sume, for example, that on March 1, 
1986, the estimated costs of con
structing a facility were $150 million. 
Assume that before March 1, 1986, 
$12 miIIion of construction costs had 
been incurred. Based on the above 
facts, substantial construction would 
be deemed to have occurred before 
March 1, 1986, because $12 million 
(the costs of construction incurred 
before such date) is greater than $lO 
million (the lesser of $15 million; or 
the greater of $lO million or $3 mil
lion). For purposes of this provision, 
construction costs are defined as 
those costs incurred after construction 
has commenced at the site of the 
property being constructed (unless the 



property will 110t be located on land 
and, therefore, the initial construction 
of the property must begin at a loca
tion other than the intended site). For 
example, in the case of a building, 
construction commences when work 
begins on the building, such as the 
excavation of the site, the pouring of 
pads for the building, or the driving 
of foundation pilings into the ground. 
Preliminary activities such as project 
engineering and architectural design 
do not constitute the commencement 
of construction, nor are such costs 
considered construction costs, for 
purposes of this paragraph (b)(lO). 

* * * * * 
(j) * * * 
(4) * * * The District Director may 

require appropriate adjustments to 
valuations of inventory and other 
property subject to section 263A if a 
transfer of property is made to anoth
er person for a principal purpose of 
avoiding the application of section 
263A. Thus, for example, the District 
Director may require a taxpayer using 
the simplified production method of 
§ 1.263A-2(b) to apply that method 
to transferred inventories immediately 
prior to a transfer under section 351 
if a principal purpose of the transfer 
is to avoid the application of section 
263A. 

Par. 9. Section 1.263A-3(c)(4)(vi) is 
amended as follows: 

1. The heading is revised. 
2. The text of paragraphs (A) and 

(B) is added. 
3. The heading for paragraph (C) is 

revised and the text is added. 
4. The revised and added provi

sions read as follows: 

§ 1.263A-3 Rules relating to property 
acquired for resale. 

* 
(c) * * * 
(4) * * * 

* * * * 

(vi) Costs not required to be capi
talized as handling costs-(A) Distri
bution costs-(1) In general. Distribu
tion costs are not required to be 
capitalized. Distribution costs are any 
transportation costs incurred outside 
a storage facility in delivering goods 
to a customer. For this purpose, any 
costs incurred on a loading dock are 
treated as incurred outside a storage 
facility. 

(2) Costs incurred in transporting 
goods to a related person. Distribu
tion costs do not include costs in-

curred by a taxpayer in delivering 
goods to a related person. Thus, for 
example, when a taxpayer sells goods 
to a related person, the costs of 
transporting the goods are included in 
determining the basis of the goods 
that are sold, and hence in determin
ing the resulting gain or loss from the 
sale, for all purposes of the Internal 
Revenue Code and the regulations 
thereunder. See, e.g., sections 267, 
707, and 1502. For purposes of this 
provision, persons are related if they 
are described in section 267(b) or 
section 707(b). 

(B) Delivery of custom-ordered 
items. Generally, costs incurred in 
transporting goods from a taxpayer's 
storage facility to its retail sales facili
ty must be capitalized. However, 
costs incurred outside a storage facili
ty in delivering custom-ordered items 
to a retail sales facility are not re
quired to be capitalized. For this 
purpose, any costs incurred on a 
loading dock are treated as incurred 
outside a storage facility. Delivery of 
custom-ordered items occurs when a 
taxpayer can demonstrate that a de
livery to the taxpayer's retail sales 
facility is made to fill an identifiable 
order of a particular customer (placed 
by the customer before the delivery of 
the goods occurs) for the particular 
goods in question. Factors that may 
demonstrate the existence of a specif
ic, identifiable delivery include the 
following-

(1) The customer has paid for the 
item in advance of the delivery; 

(2) The customer has submitted a 
written order for the item; 

(3) The item is not normally avail
able at the retail sales facility for 
on-site customer purchases; and 

(4) The item will be returned to the 
storage facility (and not held for sale 
at the retail sales facility) if the cus
tomer cancels an order. 

(C) Pick and pack costs-(1) In 
general. Generally, handling costs in
curred inside a storage or warehous
ing facility must be capitalized. How
ever, costs attributable to pick and 
pack activities inside a storage or 
warehousing facility are not required 
to be capitalized. Pick and pack ac
tivities are activities undertaken in 
preparation for imminent shipment to 
a particular customer after the cus
tomer has ordered the specific goods 
in question. Examples of pick and 
pack activities include: 
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(I) Moving specific goods from a 
storage location in preparation for 
shipment to the customer; 

(it) Packing or repacking those 
goods for shipment to the customer; 
and 

(iit) Staging those goods for ship
ment to the customer. 

(2) Activities that are not pick and 
pack activities. Pick and pack activi
ties do not include: 

(I) Unloading goods that are re
ceived for storage; 

(it) Checking the quantity and qual
ity of goods received; 

(iit) Comparing the quantity of 
goods received to the amounts or
dered and preparing the receiving 
documents; 

(iv) Moving the goods to their stor
age location, e.g., bins, racks, con
tainers, etc.; and 

(v) Storing the goods. 
(3) Costs not attributable to pick 

and pack activities. Occupancy costs, 
such as rent, depreciation, insurance, 
security, taxes, utilities, and mainte
nance costs properly allocable to the 
storage or warehousing facility, are 
not costs attributable to pick and 
pack activities. 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

Approved June 28, 1994. 

Leslie Samuels, 
Assistant Secretary of the Treasury. 

(Filed by the Office of the Federal Register on 
August 2, 1994, 12:41 p.m., and published in 
the issue of the Federal Register for August 
5, 1994, 59 F.R. 39958) 

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

26 CFR 1.267(a)-1: Deductions disallowed. 

When a payor provides a per diem allowance 
to an employee who is a related party, the rules 
set forth for the deemed substantiation to 
the payor of the amount of the employee's 
ordinary and necessary business expenses for 
lodging, meal, and/or incidental expenses in
curred while traveling away from home do not 
apply. See Rev. Proc. 94-77, page 825. 

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

26 CFR 1.274-1: Disallowance oj certain enter
tainment, etc., expenses. 

Disallowance of convention expens
es; North American geographical area 
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listed. All geographical areas included 
in the North American area for pur
poses of section 274 of the Code are 
listed. Rev. Rul. 87-95 modified. 

Rev. Rul. 94-56 

ISSUE 

Section 274(h) of the Internal Reve
nue Code limits deductions for ex
penses incurred in connection with a 
convention, seminar, or similar meet
ing held outside the "North American 
area." This revenue ruling contains 
an updated list of all areas currently 
included in the North American area 
for purposes of this section. 

LAW AND ANALYSIS 

Section 274(h) disallows deductions 
under § 162 for expenses allocable to 
the attendance of any individual at a 
convention, seminar, or similar meet
ing held outside the "North American 
area. " However, the disallowance 
does not apply if the taxpayer can 
demonstrate that the convention's lo
cation satisfies specified standards of 
reasonableness. 

Section 274(h)(3)(A), as supple
mented by the Compact of Free Asso
ciation Act of 1985, Pub. L. No 
99-239, 99 Stat. 1770 (1986), defines 
the term "North American area". 
Rev. Rul. 87-95, 1987-2 C.B. 79, 
identifies the following areas as part 
of the North American area for this 
purpose, each of which, to date, con
tinues to be so considered: 

1. The 50 states of the United 
States and the District of Columbia; 

2. The possessions of the United 
States, which for this purpose are 
American Samoa, Baker Island, the 
Commonwealth of Puerto Rico, the 
Commonwealth of the Northern Mar
iana Islands, Guam, Howland Island, 
Jarvis Island, Johnston Island, King
man Reef, the Midway Islands, Pal
myra, the United States Virgin Is
lands, Wake Island, and other United 
States islands, cays, and reefs not 
part of any of the 50 states or the 
District of Columbia; 

3. Canada; 
4. Mexico; 
5. The Trust Territory of the Pa

cific Islands (that is, Palau); 
,6. The Republic of the Marshall 

Islands; and 
7. The Federated States of Micro

nesia. 
Section 274(h)(6) provides that the 

term "North American area" also 
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includes any "beneficiary country" if 
(as of the time a convention begins), 
(1) there is in effect an agreement 
described in § 274(h)(6)(C) providing 
for the exchange of tax information 
between the United States and the 
beneficiary country, and (2) there is 
not in effect a finding by the Secre
tary of the Treasury that the tax laws 
of the beneficiary country discrimi
nate against conventions held in the 
United States. 

Section 274(h)(6)(B) defines a bene
ficiary country as either (1) a bene
ficiary country as defined in 
§ 212(a)(1)(A) of the Caribbean Basin 
Economic Recovery Act, 1983-2 C.B. 
352, 360 ("CBERA"), or (2) Bermu
da. 

Rev. Rul. 87-95 identifies the fol
lowing three beneficiary countries, 
each of which, to date, continues to 
be considered as part of the North 
American area under § 274(h)(6): 

1. Barbados (for expenses incurred 
in attending a convention that began 
after November 2, 1984); 

2. Grenada (for expenses incurred 
in attending a convention that began 
after July 12, 1987); and 

3. Jamaica (for expenses incurred 
in attending a convention that began 
after December 17, 1986). 

Since the publication of Rev. Rul. 
87-95, the following bilateral agree
ments for the exchange of tax infor
mation have been concluded with 
beneficiary countries, allowing such 
jurisdictions to be considered as part 
of the North American area under 
§ 274(h)(6): 

1. Agreement between the United 
States and Dominica for the Ex
change of Information with Respect 
to Taxes, signed on October 1, 1987, 
and entered into force on May 8, 
1988, Treas. News Release B-1414 
(May 18, 1988); 

2. Agreement between the United 
States and the United Kingdom (on 
behalf of the Government of Bermu
da) for the Exchange of Information 
with Respect to Taxes, signed and 
entered into force on December 2, 
1988, 1989-1 C.B. 340; 

3. Agreement for the Exchange of 
Information with Respect to Taxes 
between the United States and the 
Dominican Republic, signed on Au
gust 7, 1989, and entered into force 
on October 12, 1989, 1989-2 C.B. 
329; 

4. Agreement between the United 
States and Trinidad and Tobago for 
the Exchange of Information with 
Respect to Taxes, signed on January 
11, 1989, and entered into force on 
February 9, 1990, Treas. News Re
lease NB-684 (Feb. 26, 1990); 

5. Agreement between the United 
States and Costa Rica for the Ex
change of Information with Respect 
to Taxes, signed on March 15, 1989, 
and entered into force on February 
12, 1991, 1991-1 C.B. 296; 

6. Agreement between the United 
States and Saint Lucia for the Ex
change of Information with Respect 
to Taxes, signed on January 30, 1987, 
and entered into force on April 22, 
1991, 1991-1 C.B. 301; 

7. Agreement between the United 
States and Honduras for the Ex
change of Information with Respect 
to Taxes, signed on September 27, 
1990, and entered into force on Octo
ber 11, 1991, 1991-2 C.B. 479; and 

8. Agreement between the United 
States and Guyana, signed on July 
22, 1992, and entered into force on 
August 27, 1992, Treas. News Release 
NB-2088 Rev. (Dec. 4, 1992). 

Accordingly, each of the foregoing 
eight countries are included within the 
North American area as of the re
spective dates of entry into force of 
the agreements for exchange of tax 
information with the United States. 

HOLDING 

For purposes of claiming deduc
tions for expenses incurred in connec
tion with a convention, seminar or 
similar meeting, the following areas 
are included in the "North American 
area" as of the effective date of 
§ 274(h) except as otherwise indicat
ed: 

1. The 50 states of the United 
States and the District of Columbia; 

2. The possessions of the United 
States, which for this purpose are 
American Samoa, Baker Island, the 
Commonwealth of Puerto Rico, the 
Commonwealth of the Northern Mar
iana Islands, Guam, Howland Island, 
Jarvis Island, Johnston Island, King
man Reef, the Midway Islands, Pal
myra, the United States Virgin Is
lands, Wake Island, and other United 
States islands, cays, and reefs not 
part of any of the fifty states or the 
District of Columbia; 

3. Canada; 
4. Mexico; 



5. The Trust Territory of the Pa
cific Islands (that is, Palau); 

6. The Republic of the Marshall 
Islands; 

7. The Federated States of Micro
nesia; 

Country 
8. Barbados 
9. Bermuda 
10. Costa Rica 
11. Dominica 
12. Dominican 

Republic 
13. Grenada 
14. Guyana 
15. Honduras 
16. Jamaica 

17. Saint Lucia 
18. Trinidad and 

Tobago 

For Expenses 
Incurred In 
Attending a 
Convention 
That Began After 
November 2, 1984 
December 1, 1988 
February 11, 1991 
May 7, 1988 
October 11, 1989 

July 12, 1987 
August 26, 1992 
October 10, 1991 
December 17, 
1986 
April 21, 1991 
February 8, 1990 

This revenue ruling will be updated 
as future events cause other jurisdic
tions to become included in, or ex
cluded from, the North American 
area. 

EFFECT ON OTHER REVENUE 
RULINGS 

Rev. Rul. 87-95 is modified. 

26 CFR 1.274-5T: Substantiation requirements 
(temporary). 

Simplified optional method for substantiat
ing the amount of a deduction or expense for 
business use of an automobile. See Rev. Proc. 
94-73, page 816. 

26 CFR 1.274-5T: Substantiation requirements 
(temporary). 

Rules are set forth for substantiating the 
amount of ordinary and necessary business 
expense of an employee for lodging, meal, 
and/or incidental expenses incurred while trav
eling away from home when a payor provides a 
per diem allowance under a reimbursement or 
other expense allowance arrangement to pay 
for such expenses. Rules are also set forth for 
an optional method for employees and self
employed individuals to use in computing the 
deductible costs of business meal and incidental 
expenses paid or incurred while traveling away 
from home. See Rev. Proc. 94-77, page 825. 

26 CFR 1.274(d)-I: Substantiation require
ments. 

Simplified optional method for substantiat
ing the amount of a deduction or expense for 
business use of an automobile. See Rev. Proc. 
94-73, page 816. 

26 CFR 1.274(d)-I: Substantiation require
ments. 

Rules are set forth for substantiating the 
amount of ordinary and necessary business 
expense of an employee for lodging, meal, 
and/or incidental expenses incurred while trav
eling away from home when a payor provides a 
per diem allowance under a reimbursement or 
other expense allowance arrangement to pay 
for such expenses. See Rev. Proc. 94-77, page 
825. 

Section 280A.-Disallowance of 
Certain Expenses in Connection 
with Business Use of Home, Rental 
of Vacation Homes, etc. 

Rules are set forth for determining the de
ductibility of transportation expenses between a 
taxpayer's personal residence and a work loca
tion when the personal residence is a principal 
place of business as defined in § 280A(c)(l)(A). 
See Rev. Rul. 94-47, page 18. 

Section 280F.-Limitation on 
Depreciation for Luxury 
Automobiles; Limitation where 
Certain Property Used for Personal 
Purposes 

26 CFR 1.280F-5T: Leased property (tempo
rary). 

This procedure provides owners and lessees 
of passenger automobiles with tables detailing 
the limitations on depreciation deductions for 
automobiles first placed in service during calen
dar year 1994 and the amounts to be included 
in income for automobiles first leased during 
calendar year 1994. See Rev. Proc. 94-53, page 
712. 

26 CFR 1.280F-7: Property leased after De
cember 31, 1986. 

This procedure provides owners and lessees 
of passenger automobiles with tables detailing 
the limitations on depreciation deductions for 
automobiles first placed in service during calen
dar year 1994 and the amounts to be included 
in income for automobiles first leased during 
calendar year 1994. See Rev. Proc. 94-53, page 
712. 

Section 280G.-Golden Parachute 
Payments 

Federal short-term, mid-term, and long-term 
rates are set forth for the month of July 1994. 
See Rev. Rul. 94-44, page 190. 

Federal short-term, mid-term, and long-term 
rates are set forth for the month of August 
1994. See Rev. Rul. 94-50, page 192. 

Federal short-term, mid-term, and long-term 
rates are set forth for the month of September 
1994. See Rev. Rul. 94-55, page 193. 

Federal short-term, mid-term, and long-term 
rates are set forth for the month of October 
1994. See Rev. Rul. 94-61, page 194. 
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rates are set forth for the month of November 
1994. See Rev. Rul. 94-67, page 196. 

Federal short-term, mid-term, and long-term 
rates are set forth for the month of December 
1994. See Rev. Rul. 94-73, page 197. 

Subchapter C.-Corporate Distributions and 
Adjustments 

Part Ill.-Corporate Organizations and Reorganizations 

Subpart A.-Corporate Organizations 

Section 351.-Transfer to 
Corporation Controlled by 
Transferor 

26 CFR 1.351-1: Transfer to corporation con
trolled by transferor. 
(Also Sections 197, 357, 358, 362, 803, 805, 
807, 809, 817, 818, 848; 1.357-1; 1.358-1; 
1.362-1; 1.809-4; 1.809-5; 1.817-4; 1.848-2.) 

Insurance companies; transfer to 
corporation controlled by transferor. 
An assumption reinsurance transac
tion that is used to effectuate a trans
fer of insurance and annuity contracts 
as part of a section 351 exchange is 
not subject to the provisions of sec
tions 803 and 805 of the Code, and 
sections 1.817-4(d) and 1.848-2 of 
the regulations. Rev. Rul. 75-382 re
voked. 

Rev. Rul. 94-45 

ISSUE 

If a life insurance company trans
fers investment assets together with 
the right to future income and obliga
tions under its insurance and annuity 
contracts to a wholly owned subsid
iary in exchange for stock in the 
subsidiary, what are the tax conse
quences of the transfer under §§ 197, 
351, 357, 358, 362, 803, 805, and 848 
of the Internal Revenue Code? 

FACTS 

X, a life insurance company within 
the meaning of § 816(a) of the Code, 
owns all of the stock of Y corpora
tion, which is also a life insurance 
company. For a valid business pur
pose, X transferred investment assets 
together with its right to future in
come and obligations under its insur
ance and annuity contracts in force to 
Y for additional shares of Y stock. 
After the transfer, X remained in 
existence as a general business corpo
ration. 

The transfer of X's insurance busi
ness was effectuated by an agreement 
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under which Y became solely liable to 
X's policyholders under the insurance 
and annuity contracts written by X. 
Pursuant to the agreement, X trans
ferred to Y investment assets with a 
fair market value of $1,250x and an 
adjusted basis of $1,OOOx, and Y 
assumed insurance reserve liabilities 
on the reinsured contracts of $S50x. 
The fair market value of the addition
al shares of Y stock that X received 
was $600x. This amount was $200x 
greater than the net value of the 
investment assets and insurance re
serve liabilities transferred by X to Y 
($1,250x - $S50x = $400x). This 
$200x excess represents the value of 
the insurance in force transferred by 
X to Y. No cash or other property 
was received by X as a result of the 
transaction. Y assumed no liabilities 
other than those under the insurance 
and annuity contracts. 

Immediately prior to the transfer, 
X had an unamortized balance of 
specified acquisition expenses under 
§ S4S of $35x with respect to the 
transferred contracts, which was sub
ject to amortization under § S4S(a). 

APPLICABLE LAW 
AND ANALYSIS 

Section 351(a) provides that no 
gain or loss will be recognized if 
property is transferred to a corpora
tion by one or more persons solely in 
exchange for stock in the corporation 
and immediately after the exchange 
the person or persons are in control 
(as defined in § 368(c» of the corpo
ration. 

Section 357(a) provides that, except 
as provided in §§ 357(b) and (c), if 
the transferee of property in an ex
change otherwise within the provi
sions of § 351 assumes a liability of 
the transferor of the property or ac
quires from the transferor property 
subject to a liability, for purposes of 
applying § 351, the assumption or 
acquisition will not be treated as 
money or other property and will not 
prevent the exchange from being 
within the provisions of § 351. 

Section 357(c) provides that if the 
amount of the liabilities assumed ex
ceeds the total adjusted basis of the 
property transferred in a § 351 ex
change, the excess is considered gain 
from the sale or exchange of a capital 
asset or of property that is not a 
capital asset, as the case may be. 
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Section 35S(a) provides that, in the 
case of an exchange to which § 351 
applies, the basis of the stock re
ceived in the exchange by the trans
feror of property will be the same as 
the basis of the property exchanged, 
decreased by, among other items, the 
amount of any money received by the 
transferor. For this purpose, under 
§ 35S(d), where the transferee of the 
property assumes a liability of the 
transferor or acquires the property 
subject to a liability, the assumption 
or acquisition will be treated as mon
ey (in the amount of the liability) 
received in the exchange. 

Section 362(a) provides that if 
property is acquired by a corporation 
in connection with a transaction to 
which § 351 applies, the basis of the 
property is the same as it was in the 
hands of the transferor, increased by 
the amount of any gain recognized by 
the transferor on the transfer. 

Section 1032 provides that no gain 
or loss will be recognized to a corpo
ration on the receipt of money or 
other property in exchange for the 
corporation's stock. 

Section SOl (b) of the Code provides 
that the term "life insurance compa
ny taxable income" means life insur
ance gross income reduced by life 
insurance deductions. 

Section S03(a)(1)(A) provides that 
life insurance gross income includes 
the gross amount of premiums and 
other consideration on insurance and 
annuity contracts. 

Section S03(b)(1) specifies certain 
items that are included in the gross 
amount of premiums and other con
sideration on insurance and annuity 
contracts, including the consideration 
in respect of assuming liabilities on 
insurance and annuity contracts not 
issued by the taxpayer. 

Section S03(a)(2) provides that life 
insurance gross income includes each 
net decrease in reserves that is re
quired by § 807(a) to be taken into 
account. 

Section 803(a)(3) provides that life 
insurance gross income includes all 
other amounts generally includible in 
gross income under subtitle A. 

Section S04 provides that life insur
ance deductions consist of the general 
deductions provided in § 805 and the 
small life insurance company deduc
tion (if any) determined under 
§ 806(a). 

Section S05(a)(2) provides that life 
insurance deductions include a deduc
tion for the net increase in reserves 
required by § S07(b) to be taken into 
account. 

Section S05(a)(6) provides that life 
insurance deductions include a deduc
tion for the consideration (other than 
consideration arising out of indemnity 
reinsurance) in respect of the assump
tion by another person of liabilities 
under insurance and annuity con
tracts. 

Section I.S09-5(a)(7) of the Income 
Tax Regulations provides that for 
purposes of former § S09(d)(7) (cur
rent § S05(a)(6», the term "assump
tion reinsurance" means an arrange
ment whereby another person (the 
reinsurer) becomes solely liable to 
the policyholders on contracts trans
ferred by a taxpayer (the ceding com
pany). 

Section I.S17-4(d)(1) of the regula
tions provides that the reinsurance of 
insurance contracts by a life insurance 
company, whereby the reinsurer as
sumes all of the liabilities under the 
contracts, is not treated as the sale or 
exchange of a capital asset but is 
subject to the provisions of former 
§§ S06(a) and S09 of the Code (cur
rent §§ S03 and S05, in general), and 
the regulations thereunder. However, 
if either the ceding company or the 
reinsurer transfers an asset that is a 
capital asset within the meaning of 
§ 1221 (as modified by former 
§ SI7(a)(2» (current § SIS(b» as part 
of the reinsurance agreement, that 
transfer is treated as the sale or 
exchange of a capital asset by the 
transferor. 

Section I.S17-4(d)(2)(i) of the regu
lations provides that the ceding com
pany treats the consideration paid to 
the reinsurer in an assumption rein
surance transaction as an item of 
deduction under former § S09(d)(7) 
(current § 805(a)(6». However, if any 
amount is received from the reinsurer 
for the purchase of the insurance 
contracts, the ceding company must 
apply that amount against and reduce 
(but not below zero) the deduction 
for consideration paid under former 
§ 809(d)(7) (current § S05(a)(6». If 
the amount received from the rein
surer is in excess of the consideration 
paid, the ceding company includes 
that excess as an item of gross income 
under former § 809(c)(3) (current 
§ 803(a)(3». 



Section l.S17-4(d)(2)(ii) of the reg
ulations provides that the reinsurer 
treats the consideration received 
from the ceding company in an as
sumption reinsurance transaction as 
an item of gross income under form
er § 809(c)(1) (current § 803(a)(I». 
See also § 803(b)(I)(E). The regula
tion also requires the reinsurer to 
treat any amount paid for the pur
chase of the insurance contracts, to 
the extent that this amount meets the 
requirements of § 162, as a deferred 
expense to be amortized over the 
reasonably estimated life of the con
tracts, and to treat the portion of the 
expense so amortized during the tax
able year as an item of deduction 
under former § 809(d)(12) (current 
§ 805(a)(8», irrespective of the tax
able year in which the amount was 
paid. 

Section 848 provides that insurance 
companies must capitalize an amount 
of otherwise deductible expenses 
equal to specified percentages of net 
premiums with respect to certain 
types of insurance contracts. Under 
§ 848(a), the capitalized amounts, or 
"specified policy acquisition expens
es," generally are to be amortized 
over a l20-month period. The 
amount of an insurance company's 
net premiums is determined by taking 
into account the consideration in re
spect of any reinsurance agreement. 
See § 1.848-2 of the regulations. Sec
tion 848(g) provides that, except as 
otherwise provided by §§ 848 and 
197, a ceding commission incurred 
for the reinsurance of a specified 
insurance contract is not required to 
be capitalized. 

Section 197 provides an amortiza
tion deduction with respect to certain 
intangible property (a "section 197 
intangible") that is acquired by a 
taxpayer after August 10, 1993, and 
held in connection with the conduct 
of a trade or business or an activity 
described in § 212 of the Code. 

Section 197(d)(2) of the Code pro
vides that a customer-based intangible 
is treated as a section 197 intangible. 
Under § 197(d)(2)(A)(iii), a customer
based intangible includes any value 
resulting from the future provision of 
goods or services pursuant to rela
tionships (contractual or otherwise) in 
the ordinary course of business with 
customers. Insurance in force is treat
ed as a customer-based intangible for 
purposes of § 197. See H. R. ConL 

Rep. No. 213, 103d Congo 1st Sess. 
675, 687-88 (1993). 

Section 197(f)(5) provides that any 
amortizable section 197 intangible re
sulting from an assumption reinsur
ance transaction must be taken into 
account under § 197(a) to the extent 
that the amount paid or incurred by 
the acquirer exceeds the amount re
quired to be capitalized under § 848 
in connection with the transaction. 
The amount paid or incurred for 
insurance in force in respect of con
tracts transferred in a taxable as
sumption reinsurance transaction is 
determined under the principles of 
§ 1.817-4(d) of the regulations. See 
H. R. ConL Rep. No. 213 at 688 
f.26. See also § 1.817-4(d)(2)(iii) and 
§ 1.817-4(d)(3) of the regulations. 

Section 197(f)(2) provides, howev
er, that if a section 197 intangible is 
transferred in a transaction described 
in §§ 332, 351, 361, 721, 731, 1031, 
or 1033 of the Code, the transferee is 
treated as the transferor with respect 
to the amount of the adjusted basis 
of the transferee that does not exceed 
the adjusted basis of the transferor 
for purposes of applying § 197. See 
also H. R. ConL Rep. No. 213, at 
686. 

In Rev. Rul. 75-382, 1975-2 C.B. 
121, the Service considered the treat
ment of a mutual life insurance com
pany's incorporation of a wholly 
owned stock life insurance subsidiary, 
and shortly thereafter the transfer of 
a portion of the mutual parent's life 
insurance business to that subsidiary 
by an assumption reinsurance agree
ment. As consideration for the sub
sidiary's assumption of the parent's 
obligations under the life insurance 
contracts, the parent transferred to 
the subsidiary assets (other than the 
reinsured contracts) with a fair mar
ket value equal to the amount of the 
decrease in the parent's reserves, 
which amount was also equal to the 
increase in the subsidiary's reserves. 

Rev. Rul. 75-382 concluded that 
the incorporation transaction and the 
assumption reinsurance agreement 
constituted a single integrated trans
action to which § 351 applied. The 
ruling also concluded that the as
sumption reinsurance agreement was 
governed by § 1.817-4(d) of the regu
lations insofar as that provision did 
not conflict with § 351. Thus, the 
parent corporation had to recognize 
the released reserves for the reinsured 
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contracts in income under former 
§ 809(c)(2) (current § 803(a)(2», but 
was allowed a deduction under 
former § 809(d)(7) (current § 805(a)
(6» for the fair market value of the 
assets (other than the reinsured con
tracts) transferred to the subsidiary 
for assuming the liabilities under the 
reinsured contracts. The ruling also 
concluded that the subsidiary was re
quired to recognize premium income 
under former § 809(c)(1) (current 
§ 803(b)(1», to the extent of the fair 
market value of the assets that it 
received for assuming the parent's 
obligations under the transferred con
tracts, but was allowed a deduction 
under former § 809(d)(2) (current 
§ 805(a)(2» for the increase in its 
reserves as a result of assuming the 
obligations on the reinsured con
tracts. The ruling also provided that 
the parent would not recognize gain 
or loss on the assets (other than the 
reinsured contracts) that it transferred 
unless the liabilities assumed by the 
subsidiary exceeded the adjusted basis 
of those assets. 

Under various nonrecognition pro
visions of subchapter C of the Code, 
including § 351, a transferor of prop
erty does not recognize gain or loss 
on the transfer of property in ex
change for stock of a corporation 
controlled by the transferor. Rather, 
the transferee obtains the property as 
transferred basis property having the 
same basis it had in the hands of the 
transferor. To facilitate the incorpo
ration of assets in controlled corpora
tions, gain or loss is generally not 
recognized with respect to property 
transferred in such exchanges, even 
where other Code provisions would 
ordinarily treat the transfer as a tax
able event. See, e.g., Hempt Bros., 
Inc. V. United States, 490 F.2d 1172 
(3rd Cir. 1974), cert. denied, 419 U.S. 
826 (1974); Focht V. Commissioner, 
68 T.e. 223 (1977); Rev. Rul. 80-198, 
1980-2 C.B. 113. 

Under the facts of this ruling, X 
obtained stock in Y with a fair mar
ket value ($600x) that was $200x 
greater than the net value of the 
investment assets and insurance re
serve liabilities transferred by X to Y 
($1,250x $BG 850x $AZ $400x). This 
$200x excess represents the value of 
the insurance in force transferred by 
X to Y. Under the provisions of 
§ 1.817-4(d), the value of insurance 
in force would ordinarily be taken 
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into account as a reduction of the 
ceding company's deduction under 
§ 80S(a)(6) for the consideration paid 
for assumption of the liabilities under 
the reinsured contracts, and as a de
ferred expense to be amortized by the 
reinsurer under § 80S(a)(8). The ap
plication of these provisions would 
implicitly result in X's inclusion in 
income of the value of the insurance 
in force transferred to Y, and in Y's 
obtaining a cost basis in that intangi
ble asset. However, in this case, the 
value of insurance in force is realized 
in the form of the stock of a con
trolled corporation, Y, as part of a 
transaction qualifying for nonrecogni
tion under § 3S1. The application of 
the provisions of § 1.817-4(d) of the 
regulations would thus reach a result 
contrary to that called for by §§ 3S1 
and 362. Accordingly, in this case, 
the transfer of the insurance in force 
should not be subject to the provi
sions of §§ 803 and 80S of the Code 
and § 1.817-4(d) of the regulations, 
relating to assumption reinsurance 
transactions. 

This conclusion is consistent with 
the anti-churning rule of § 197(f)(2) 
which treats the transferee in the 
same manner as the transferor with 
respect to the amount of the adjusted 
basis of any § 197 intangible (includ
ing insurance in force) acquired in 
certain nonrecognition transactions, 
including § 3S1, as does not exceed 
the transferor's adjusted basis. If the 
transfer of insurance in force in a 
§ 3S1 transaction were subject to the 
assumption reinsurance provisions of 
§ 1.817-4(d) of the regulations, the 
application of § 197(f)(2) to the 
transferee would be inappropriate 
since the transferee would have ac
quired the insurance in force at its 
fair market value in a fully taxable 
transaction. 

HOLDINGS 

(1) Because the assumption reinsur
ance transaction between X and Y is 
used to effectuate a transfer of insur
ance or annuity contracts as part of a 
§ 351 exchange, the reinsurance 
transaction is not subject to the pro
visions of §§ 803 and 805 of the 
Code and §§ 1.817-4(d) and 1.848-2 
of the regulations. 

(2) For purposes of the provisions 
of Part I of subchapter L, the trans
feror and the transferee account for 
the transfer of investment assets and 
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the right to future income and obliga
tions on insurance and annuity con
tracts in a § 3S1 exchange as follows: 

(i) For the taxable year in which X 
(the transferor) transfers the insur
ance and annuity contracts to Y (the 
transferee), X includes in its reserves 
as of the close of that year, for 
purposes of §§ 807(a) and (b) of the 
Code, the ending balances of the 
reserves described in § 807(c) that X 
held for the contracts immediately 
before the transfer ($8S0x), and X is 
not entitled to a deduction under 
§ 80S(a)(6) for transferring assets to 
Y in consideration of the assumption 
by Y of the liabilities under the insur
ance and annuity contracts. 

(ii) For the first taxable year begin
ning after the transfer of the insur
ance and annuity contracts to the 
transferee, X does not include in its 
reserves as of the beginning of that 
year, for purposes of §§ 807(a) and 
(b) of the Code, the ending balances 
of the reserves described in § 807(c) 
that X held for the contracts immedi
ately before the transfer. 

(iii) For the taxable year in which 
X transfers the insurance and annuity 
contracts to Y, Y includes in its 
reserves at the beginning of such 
year, for purposes of §§ 807(a) and 
(b) of the Code, the ending balances 
of the reserves described in § 807(c) 
that X held for the contracts immedi
ately before the transfer ($8S0x), and 
Y does not take into premium income 
under § 803(a)(l) any amount with 
respect to the assets transferred to Y 
in consideration of the assumption of 
liabilities under the insurance and an
nuity contracts. 

(iv) For purposes of § 848 of the 
Code, X and Y do not recognize net 
premiums as a result of the assump
tion reinsurance transaction. The una
mortized specified policy acquisition 
expenses of X attributable to the 
transferred insurance and annuity 
contracts ($35x) are treated as trans
ferred to Y and continued to be 
amortized by Y over the remaining 
period as the amounts would have 
been deductible by X. 

(3) Additional tax consequences to 
X and Yare as follows: 

(i) For purposes of §§ 357 and 358 
of the Code, the insurance reserve 
liabilities on the transferred insurance 
and annuity contracts ($850x) are 
considered liabilities of X that are 
assumed by Y pursuant to the § 351 

do not 
exchange. As these reserves. of the 
exceed the total adjusted basl~ in the 
property transferred by X to t recog
exchange ($1,035x), X does no fer of 
nize gain or loss on the trans 
the assets. f Y 

(ii) X's basis in the stock 0 . 

received in the § 3S1 exchange IS 
$18Sx, which equals the sum o~ the 
excess of the total adjusted baSIS of 
the investment assets transferred by X 
to Y over the insurance reserve liabili
ties assumed by Y in the § 3S1 ex
change ($I,OOOx - 8S0x = $1 SOx), 
plus X's unamortized balance of spec
ified policy acquisition expenses un
der § 848 attributable to the trans
ferred insurance and annuity 
contracts ($3Sx). 

(iii) Except as provided in para
graph (2)(iv) above, Y has no basis in 
the insurance in force with respect to 
the transferred insurance and annuity 
contracts. 

EFFECT ON 
OTHER DOCUMENTS 

Rev. Rul. 75-382 is revoked. 

Subpart B.-Effects on Shareholders and 
Security Holders 

Section 357.-Assumption of 
Liability 

26 CFR 1.357-1: Assumption oj liability. 

An assumption reinsurance agreement that is 
used to effectuate a transfer of insurance and 
annuity contracts as part of a § 351 exchange 
is not subject to the provisions of §§ 803 and 
805 of the Code, and §§ 1.817-4(d) and 
1.848-2 of the regulations. The tax consequenc· 
es of the transfer under §§ 197, 357, 358, and 
362 are set forth. See Rev. Rul. 94-45, page 
39. 

Section 358.-Basis to Distributees 

26 CFR 1.358-1: Basis to distributees. 

An assumption reinsurance agreement that is 
used to effectuate a transfer of insurance and 
annuity contracts as part of a § 351 exchange 
is not subject to the provisions of §§ 803 and 
805 of the Code, and §§ 1.817-4(d) and 
1.848-2 of the regulations. The tax consequenc
es of the transfer under §§ 197, 357, 358, and 
362 are set forth. See Rev. Rul. 94-45, page 
39. 

Subpart C.-Effects on Corporations 

Section 362.-Basis to Corporations 

26 CFR 1.362-1: Basis to corporations. 

An assumption reinsurance agreement that is 
used to effectuate a transfer of insurance and 
annuity contracts as part of a § 351 exchange 



is not subject to the provisions of §§ 803 and 
805 of the Code, and §§ 1.817-4(d) and 
1.848-2 of the regulations. The tax consequenc
es of the transfer under §§ 197, 357, 358, and 
362 are set forth. See Rev. Rul. 94-45, page 
39. 

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 July 1994. See Rev. 
Rul. 94-44, page 190. 

The adjusted federal long-term rate is set 
forth for the month of August 1994. See Rev. 
Rul. 94-50, page 192. 

The adjusted federal long-term rate is set 
forth for the month of September 1994. See 
Rev. Rul. 94-55, page 193. 

The adjusted federal long-term rate is set 
forth for the month of October 1994. See Rev. 
Rul. 94-61, page 194. 

The adjusted federal long-term rate is set 
forth for the month of November 1994. See 
Rev. Rul. 94-67, this page 196. 

The adjusted federal long-term rate is set 
forth for the month of December 1994. See 
Rev. Rul. 94-73, page 197. 

26 CFR 1.382-6: Allocation of income and loss 
to periods before and after the change date for 
purposes of section 382. 

T.O.8546 

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

Limitations on Corporate Net 
Operating Loss 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMAR Y: This document contains 
final income tax regulations providing 
rules for allocating net operating loss 
or taxable income, and net capital 
loss or gain, within the taxable year 
in which a loss corporation has an 
ownership change under section 382 
of the Internal Revenue Code of 
1986. These regulations permit the 
loss corporation to elect to allocate 
these amounts between the period 
ending on the change date and the 
period beginning on the day after the 
change date as if its books were 
closed on the change date. 

EFFECTIVE DATE: These regula
tions are effective June 22, 1994. 

For dates of applicability of these 
regulations, see the "Effective date" 
paragraph in the "SUPPLEMEN
TARY INFORMATION" portion of 
the preamble. 

SUPPLEMENTARY 
INFORMATION: 

Paperwork Reduction Act 

The collection of information con
tained in these final regulations has 
been reviewed and approved by the 
Office of Management and Budget in 
accordance with the Paperwork Re
duction Act (44 U.S.C. 3504(h» un
der control number 1545-1381. The 
estimated annual burden per respon
dent is estimated to be 0.1 hour. 

Comments concerning the accuracy 
of this burden estimate and sugges
tions for reducing this burden 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, DC 
20503. 

Background 

This document contains final regu
lations to be added to the Income 
Tax Regulations (26 CFR part 1) 
under section 382 of the Internal 
Revenue Code. The final regulations 
provide rules for the allocation of net 
operating loss or taxable income and 
net capital loss or gain within the 
taxable year in which a loss corpora
tion has an ownership change. Pro
posed regulations on this subject were 
set forth in a notice of proposed 
rulemaking published in the Federal 
Register on November 19, 1992 (57 
FR 54535 [CO-49-88, 1992-2 C.B. 
602]). The IRS received public com
ments on the proposed regulations. 
No public hearing was requested and 
none was held. Having considered the 
comments submitted, the IRS and the 
Treasury Department adopt the pro
posed regulations as revised by this 
Treasury decision. 

Explanation of Provisions 

Following an ownership change, 
section 382 limits the amount of post-
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change income that may be offset by 
a corporation's pre-change loss. Sec
tions 382(b)(3)(A) and (d)(1) require 
that except as provided in section 
382(h)(5) (relating to certain built-in 
gains and losses) and in regulations, 
taxable income or net operating loss 
must be allocated ratably to each day 
in the change year for purposes of 
applying the section 382 limitation. 
Under section 383, similar rules apply 
with respect to pre-change capital 
losses and certain pre-change credits. 

The proposed regulations provide 
rules for allocation of net operating 
loss or taxable income, and net capi
tal loss or gain, within the change 
year. The proposed regulations gener
ally provide that a loss corporation 
may allocate such items between the 
pre-change period and the post
change period (1) by ratably allocat
ing an equal portion to each day in 
the change year, or (2) if it so elects, 
based on a closing of its books as of 
the change date. The final regulations 
adopt the proposed regulations with 
few changes. The most significant 
comments and changes are described 
below. 

A. Consistency rules for consolidated 
and controlled groups. 

The proposed regulations provide 
consistency rules for corporations 
that are members of consolidated 
groups or controlled groups. These 
consistency rules are based on pro
posed regulations applying section 
382 to consolidated and controlled 
groups. The consistency rules con
tained in the proposed regulations 
have been revised in the final regula
tions because the proposed consoli
dated and controlled group regula
tions have not been finalized yet. The 
final regulations provide that if a 
closing-of-the-books election is made 
with respect to an ownership change 
occurring during a consolidated re
turn year, all allocations with respect 
to that ownership change must be 
consistent with the election. Further 
consideration will be given to consis
tency rules for consolidated groups in 
the development of final regulations 
applying section 382 to these groups. 

B. Limitation increase rule. 

In Notice 87-79, 1987-2 C.B. 387, 
the IRS announced its intention to 
issue regulations that would allow 
taxpayers to make a closing-of-the-
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books election. The Notice stated 
that, prior to the issuance of regula
tions, taxpayers would be required to 
use the statutory ratable allocation 
method unless they obtained a private 
letter ruling allowing them to use a 
different method. 

Pursuant to Notice 87-79, the IRS 
issued a number of private letter rul
ings that authorized allocations based 
on a closing of the taxpayers' books. 
Some of these rulings allowed taxpay
ers to increase in their section 382 
limitation to the extent that any net 
pre-change income was offset by net 
post-change loss in computing taxable 
income or loss for the change year. 
The purpose of the increased limita
tion was to put the taxpayer in a 
position similar to the position it 
would have been in had its taxable 
year ended on the change date. 

In the interest of simplicity, the 
proposed regulations do not include a 
rule providing for increases in the 
annual section 382 limitation in cases 
in which net post-change loss offsets 
net pre-change income. Several com
mentators questioned the failure to 
include a limitation increase rule. 

The final regulations retain the ap
proach of the proposed regulations, in 
which change year income and losses 
may be netted together without limita
tion. This approach may be either 
favorable or unfavorable to taxpayers, 
depending on the circumstances. This 
approach is disadvantageous when it 
results in the netting of a post-change 
loss against pre-change income. Con
versely, the approach is advantageous 
to taxpayers that are able to net a 
pre-change loss against post -change 
income without limitation. In these 
cases, if the taxpayers' year had ended 
on the change date, the loss so used 
would have been subject to the section 
382 limitation. 

Adoption of a limitation increase 
rule would add significant complexity 
to the regulations. If taxpayers were 
protected from the disadvantages of 
netting a post-change loss against pre
change income, consistency would re
quire that taxpayers not be allowed 
the benefit of netting pre-change loss 
against post-change income without 
limitation. In other words, detailed 
rules for applying the section 382 
limitation within the change year to 
limit the use of a loss in the pre
change portion of the year against 
income in the post-change period 
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would be necessary concomitants of a 
limitation increase rule. To avoid this 
complexity, the final regulations al
low change year losses to offset 
change year income withou~ ~im~ta
tion and do not include a hmltatIOn 
increase rule. 

C. Additional issues. 

The preamble to the proposed regu
lations requested comments on ~he 
interaction of the ratable allocatIOn 
rules under the proposed regulations 
and the built-in gain and loss rules 
under section 382(h), particularly with 
respect to extraordinary items (e.g., 
an asset sale not made in the ordinary 
course of business). A commentator 
recommended that the final regula
tions include both a rule for extraor
dinary items and the limitation in
crease rule (described in paragraph B 
above). After due consideration, the 
IRS and the Treasury Department 
decided that rules relating to extraor
dinary items would add unnecessary 
complexity to the final regulations. 
Thus, the final regulations do not 
contain special rules with respect to 
the allocation of extraordinary items. 
The IRS and the Treasury Depart
ment may give further consideration 
to the desirability of rules addressing 
extraordinary items. 

D. Effective date. 

The regulations apply to ownership 
changes occurring on or after June 
22, 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 
Flexibility Act (5 U .S.C. chapter 6) 
do not apply to these regulations, 
and, therefore, a Regulatory Flexibili
ty Analysis is not required. Pursuant 
to section 7805(f) of the Internal 
Revenue Code, the notice of pro
posed rulemaking preceding these reg
ulations 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 
602 are amended as follows: 

PART I-INCOME TAXES 

and 

h 1 The authority citation 
Paragrap . dd'ng a 

for part 1 is amended by a 1 n 
entry in numerical order to read as 

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

§ 1.382-6 also issued under 26 
U.S.C. 382(b)(3)(A), 26 U.S.C. 
382(d)(1), 26 U.S.C. 382(m), and 26 
U.S.C. 383(d) * * * 

Par. 2. Section 1.382-1 is amended 
by revising the entry for § 1.382-6 
and adding entries for § 1.382-6 to 
read as follows: 
§ 1.382-1 Table of contents. 

* * * * * 

§ 1.382-6 Allocation of income and 
loss to periods before and after the 
change date for purposes of section 
382. 

(a) General rule. . 
(b) Closing-of-the-books electIOn. 
(1) In general. 
(2) Making the closing-of-the-books 

election. 
(i) Time and manner. 
(ii) Election irrevocable. 
(3) Special rules relating to consoli· 

dated and controlled groups. 
(i) Consolidated groups. 
(ii) Controlled groups. 
(c) Operating rules for determining 

net operating loss, taxable income, 
net capital loss, modified capital gain 
net income, and special allocations. 

(I) In general. 
(2) Adjustment to net operating 

loss. 
(i) Determination of remaining cap

ital gain. 
(ii) Reduction of net operating loss 

by remaining capital gain. 
(d) Coordination with rules relating 

to the allocation of income under 
§ 1.1502-76(b). 

(e) Allocation of certain credits. 
(f) Examples. 
(g) Definitions and nomenclature. 
(l) Change year. 
(2) Pre-change period. 
(3) Post-change period. 
(4) Modified capital gain net in

come. 
(h) Effective date. 

* * * * * 



Par. 3. The heading of § 1.382-6 is 
revised and the text of the section is 
added to read as follows: 

§ 1.382-6 Allocation of income and 
loss to periods before and after the 
change date for purposes of section 
382. 

(a) General rule. Except as provid
ed in paragraphs (b) and (d) of this 
section, a loss corporation must allo
cate its net operating loss or taxable 
income (see section 382(k)(4», and its 
net capital loss (see section 1222(10» 
or modified capital gain net income 
(as defined in paragraph (g)(4) of this 
section), for the change year between 
the pre-change period and the post
change period by ratably allocating 
an equal portion to each day in the 
year. 

(b) Closing-of-the-books election
(1) In general. Subject to paragraphs 
(b)(3)(ii) and (d) of this section, a loss 
corporation may elect to allocate its 
net operating loss or taxable income 
and its net capital loss or modified 
capital gain net income for the 
change year between the pre-change 
period and the post-change period as 
if the loss corporation's books were 
closed on the change date. An elec
tion under this paragraph (b)(1) does 
not terminate the loss corporation's 
taxable year as of the change date 
(e.g., the change year is a single tax 
year for purposes of section 172). 

(2) Making the c1osing-of-the-books 
election-(i) Time and manner. A loss 
corporation makes the closing-of-the
books election by including the fol
lowing statement on the information 
statement required by § 1.382-2T(a)
(2)(ii) for the change year: "THE 
CLOSING-OF-THE-BOOKS ELEC
TION UNDER § 1.382-6(b) IS 
HEREBY MADE WITH RESPECT 
TO THE OWNERSHIP CHANGE 
OCCURRING ON [INSERT 
DATE]." The election must be made 
on or before the due date (including 
extensions) of the loss corporation's 
income tax return for the change 
year. 

(ii) Election irrevocable. An elec
tion under this paragraph (b) is irre
vocable. 

(3) Special rules relating to consoli
dated and controlled groups-(i) Con
solidated groups. If an election under 
this paragraph (b) is made with re
spect to an ownership change occur
ring in a consolidated return year, all 

allocations under this section with 
respect to that ownership change 
must be consistent with the election. 

(ii) Controlled groups. If paragraph 
(b)(3)(i) of this section does not ap
ply, and if, as part of the same plan 
or arrangement, two or more mem
bers of a controlled group (as defined 
in section 1563(a), determined by sub
stituting "50 percent" for "80 per
cent" each place that it appears, and 
without regard to section 1563(a)(4», 
have ownership changes and continue 
to be members of the controlled 
group (or become members of the 
same other controlled group), a 
closing-of-the-books election applies 
only if the election is made by all 
members having the ownership chang
es. 

(c) Operating rules for determining 
net operating loss, taxable income, 
net capital loss, modified capital gain 
net income, and special allocations. 
For purposes of this section, for the 
change year-

(1) In general-(i) Net operating 
loss or taxable income is determined 
without regard to gains or losses on 
the sale or exchange of capital assets; 
and 

(ii) Net operating loss or taxable 
income and net capital loss or modi
fied capital gain net income are deter
mined without regard to the section 
382 limitation and do not include the 
following items, which are allocated 
entirely to the post-change period-

(A) Any income, gain, loss, or 
deduction to which section 382(h)
(5)(A) applies; and 

(B) Any income or gain recognized 
on the disposition of assets trans
ferred to the loss corporation during 
the post-change period for a principal 
purpose of ameliorating the section 
382 limitation. 

(2) Adjustment to net operating 
loss-(i) Determination of remaining 
capital gain. The amount of modified 
capital gain net income (defined in 
paragraph (g)(4) of this section) allo
cated to each period is offset by 
capital losses to which section 
382(h)(5)(A) applies and capital loss 
carryovers, subject to the section 382 
limitation (in the case of modified 
capital gain net income allocated to 
the post-change period). 

(ii) Reduction of net operating loss 
by remaining capital gain. The 
amount of net operating loss allocat
ed to each period is reduced (but not 
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below zero) without regard to the 
section 382 limitation, first by the 
modified capital gain net income re
maining in the same period, and then 
by the modified capital gain net in
come remaining in the other period. 

(d) Coordination with rules relating 
to the allvcation of income under 
§ 1. 1502-76(b). If § 1.1502-76 ap
plies (relating to the taxable year of 
members of a consolidated group), an 
allocation of items under paragraph 
(a) or (b) of this section is determined 
after applying § l.l502-76. Thus, if a 
short taxable year under § 1.1502-76 
is a change year for which an alloca
tion under this section is to be made, 
the allocation under this section ap
plies only to the items allocated to 
that short taxable year under 
§ l.l502-76. 

(e) Allocation of certain credits. 
The principles of this section apply 
for purposes of allocating, under sec
tion 383, excess foreign taxes under 
section 904(c), current year business 
credits under section 38, and the min
imum tax credit under section 53. The 
loss corporation must use the same 
method of allocation (ratable alloca
tion or closing-of-the-books) for pur
poses of sections 382 and 383. 

(f) Examples. The rules of this 
section are illustrated by the follow
ing examples: 

Example 1. (i) Assume that the loss corpora
tion, L, a calendar year taxpayer with a May 
26, 1995, change date, determines a section 382 
limitation under section 382(b)(l) of $100,000. 
Thus, for the change year, its section 382 
limitation is $100,000 x (219/365) = $60,000. 
L makes the closing-of-the-books election un
der paragraph (b) of this section. 

(ii) Assume that L has a $150,000 capital loss 
carryover (from its 1994 taxable year) and a 
$300,000 net operating loss carryover (from its 
1994 taxable year) to the change year. L 
recognizes, in the pre-change period, $200,000 
of ordinary loss, and, in the post-change peri
od, $150,000 of capital gain and $100,000 of 
ordinary income. Assume that section 382(h) 
does not apply to the capital gain or the 
ordinary income. 

(iii) L has a $100,000 net operating loss for 
the change year ($200,000 pre-change loss less 
$100,000 post-change income), as determined 
under paragraph (c)(1)(i) of this section. Be
cause L has no current year capital losses, L's 
$150,000 capital gain recognized in the post
change period is its modified capital gain net 
income for the change year (as defined at 
paragraph (g)(4) of this section). L allocates 
$100,000 of net operating loss to the pre
change period and $150,000 of modified capital 
gain net income to the post-change period. 

(iv) Under paragraph (c)(2)(i) of this section, 
L uses its capital loss carryover to offset its 
modified capital gain net income allocated to 

the post-change period, subject to its section 
382 limitation. L's section 382 limitation is 
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$60,000, so L uses $60,000 of its capital loss 
carryover to offset $60,000 of its $150,000 
modified capital gain net income. L has ab
sorbed its entire section 382 limitation for the 
change year and has $90,000 of modified 
capital gain net income remaining in the post
change period. 

(v) Under paragraph (c)(2)(ii) of this section, 
L offsets its $100,000 net operating loss allocat
ed to the pre-change period by the $90,000 of 
modified capital gain net income remaining in 
the post-change period, without regard to the 
section 382 limitation, thereby reducing its 
pre-change net operating loss to $10,000. 

(vi) From its 1994 taxable year, L will carry 
over $90,000 of capital loss and $300,000 of 
net operating loss to its 1996 taxable year. 
From its 1995 taxable year, L will carryover 
$10,000 of net operating loss subject to the 
section 382 limitation to its 1996 taxable year. 

Example 2. (i) Assume the facts of Example 
1, except that L does not make the closing-of
the-books election under paragraph (b) of this 
section. 

(ii) L ratably allocates its $100,000 net oper
ating loss and its $150,000 of modified capital 
gain net income for the change year. $40,000 
of net operating loss ($100,000 x (146/365» 
and $60,000 of modified capital gain net in
come ($150,000 x (146/365» are allocated to 
the pre-change period. $60,000 of net operating 
loss ($100,000 x (219/365» and $90,000 of 
modified capital gain net income ($150,000 x 
(219/365» are allocated to the post-change 
period. 

(iii) Under paragraph (c)(2)(i) of this section, 
L uses its capital loss carryovers to offset 
modified capital gain net income. The capital 
loss carryovers offset the $60,000 modified 
capital gain net income allocated to the pre
change period without limitation. Subject to 
the section 382 limitation, the remaining 
$90,000 of capital loss carryovers offset the 
modified capital gain net income allocated to 
the post-change period. Accordingly, L uses 
$60,000 of its capital loss carryovers to offset 
$60,000 of its $90,000 modified capital gain net 
income allocated to the post-change period. L 
has absorbed its entire section 382 limitation 
for the change year. 

(iv) Under paragraph (c)(2)(ii) of this section, 
L's $60,000 net operating loss allocated to the 
post-change period is offset by its remaining 
$30,000 of post-change modified capital gain 
net income, reducing its post-change net oper
ating loss to $30,000. 

(v) From its 1994 taxable year, L will carry 
over $30,000 of capital loss and $300,000 of 
net operating loss to its 1996 taxable year. 
From its 1995 taxable year, L will carryover 
$70,000 of net operating loss ($40,000 pre
change + $30,000 post-change) to its 1996 
taxable year. The $40,000 pre-change portion 
of that carryover is subject to the section 382 
limitation. 

(g) Definitions and nomenclature. 
The terms and nomenclature used in 
this section and not otherwise defined 
herein have the same meanings as in 
sections 382 and 383 and the regula
tions thereunder. For purposes of this 
section: 

(1) Change year. A loss corpora
tion's taxable year that includes the 
change date is its change year. 
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(2) Pre-change period. The pre
change period is the portion of the 
change year ending on the close of 
the change date. 

(3) Post-change period. The post
change period is the portion of the 
change year beginning with the day 
after the change date. 

(4) Modified capital gain net in
come. A loss corporation's modified 
capital gain net income is the excess 
of the gains from sales or exchanges 
of capital assets over the losses from 
such sales or exchanges for the 
change year, determined by excluding 
any short-term capital losses under 
section 1212. 

(h) Effective date. This section ap
plies to ownership changes occurring 
on or after June 22, 1994. 

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

Par. 4. The authority citation for 
part 602 continues to read as follows: 

Authority: 26 U.S.C. 7805. 

§ 602.101 [Amended] 
Par. 5. Section 602.101(c) is 

amended by adding the entry 
" 1. 382-6. . . .1545-1381" in numeri
cal order to the table. 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

Approved June 2, 1994. 

Leslie Samuels 
Assistant Secretary of 

the Treasury 

(Filed by the Office of the Federal Register on 
June 21, 1994, 8:45 a.m., and published in 
the issue of the Federal Register for June 22, 
1994, 59 F.R. 32078) 

Subchapter D.-Deferred Compensation, etc. 
Part I.-Pension, Profit·Sharing, Stock Bonus 
Plans, etc. 
Subpart A.-General Rule 

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

26 CFR 1.401-1: Qualified pension, profit
sharing and stock bonus plans. 
(Also Sections 411, 7805; 1.411(d)-4, 
301.7805-1.) 

Transfers; rollovers; protected ben
efits. Whether, in specified circum
stances, changes in plan provisio~s 
governing amounts transferred or dI
rectly roIled over from a qualified 

. Ian to an 
money purchase penSIOn ~'t-sharing 
otherwise qualified pro I . g plan n shann 
plan wiIl cause the pro I -. ments of 
to fail to satisfy the reqUIre 
section 401(a) of the code. 

Rev. Rul. 94-76 

ISSUE 

Whether, in the situations des~r~bed 
below, changes in the plan provI~lOns 
governing amounts transferred (S~tua
tion 1) or directly roIled over (SItua
tion 2) from a qualified money pur
chase pension plan to an otherwise 
qualified profit-sharing plan will 
cause the profit-sharing plan to fail to 
satisfy the requirements of § 401(a) 
of the Internal Revenue Code. 

FACTS 

Situation J: Employer X maintains 
a money purchase pension plan 
("Plan A") that is qualified under 
§ 401(a). Plan A provides that distri
bution of accrued benefits may be 
made to employees only upon retire
ment, death, disability, severance of 
employment, and termination of the 
plan. Plan A covers all of the em
ployees of X. Plan A does not permit 
voluntary employee contributions. 
The employees of X are organized 
into 2 divisions, Division 1 and Divi
sion 2. In 1994, X establishes a dis
cretionary profit-sharing plan ("Plan 
B") for the benefit of employees in 
Division 2 only. Plan B provides for 
all of the optional forms of benefit 
provided under Plan A, including the 
joint and survivor annuity option. 
However, unlike Plan A, Plan B also 
permits employees to elect to receive 
a distribution of any portion of their 
nonforfeitable accrued benefit after 
the amount has been in the employ
ee's account for at least two years. 

X amends Plan A and Plan B to 
provide that the Plan A assets and 
liabilities of the employees of Divi
sion 2 will be transferred from Plan 
A to Plan B in a spinoff of Plan A 
and merger with Plan B that satisfies 
the requirements of § 414(1). The 
provisions of Plan B, including its 
distribution provisions, remain in ef
fect without modification after the 
transfer, and apply to the assets and 
liabilities transferred from Plan A. 
All applicable notice requirements are 
satisfied with respect to the transfer. 

Situation 2: Employer Y maintains 
a money purchase pension plan 



("Plan C") that is qualified under 
§ 401(a). Plan C provides that distri
bution of accrued benefits may be 
made to employees only upon retire
ment, death, disability, severance of 
employment, and termination of the 
plan. In 1994, Y terminates Plan C 
and establishes a profit-sharing plan 
("Plan D"). Plan D permits employ
ees to elect, at any time, a distribu
tion of accrued benefits that are at
tributable to any amount rolled over 
to Plan D. 

Upon termination, Plan C is 
amended to provide employees the 
additional distribution option of 
electing an immediate single-sum dis
tribution equal to the employee's ac
count balance. If an employee elects 
distribution in a single sum, the em
ployee may also elect to have the 
distribution paid to Plan D in a direct 
rollover to the extent the distribution 
is an eligible rollover distribution. 

Employee S elects a single-sum dis
tribution consisting of S's entire ac
count balance from Plan C and elects 
to have the distribution paid directly 
to Plan D in a direct rollover that 
satisfies the requirements of § 401 (a)
(31). The applicable requirements of 
§§ 411(a)(11) and 417 and the notice 
requirements of § 402(f) are satisfied 
with respect to the distribution before 
it is paid in a direct rollover. 

LAW 

Section 401 (a) provides that a trust 
created or organized in the United 
States and forming a part of a quali
fied stock bonus, pension, or profit
sharing plan of an employer consti
tutes a qualified trust only if the 
various requirements set out in § 
401(a) are met. 

Section 1.401-1(b)(1)(i) of the In
come Tax Regulations provides the 
definition of a pension plan. This 
section provides, in part, that a pen
sion plan is a plan established and 
maintained by an employer primarily 
to provide for the payment of defi
nitely determinable benefits to em
ployees over a period of years, usual
ly for life, after retirement. This 
section also provides that a pension 
plan may provide for the payment of 
a pension due to disability, and may 
also provide for incidental death ben
efits. 

Rev. Rul. 56-693, 1956-2 C.B. 282, 
as modified by Rev. Rul. 60-323, 

1960-2 C.B. 148, provides that a pen
sion plan fails to meet the require
ments of § 401(a) if it permits an 
employee to withdraw any part of the 
employee's accrued benefit (other 
than a benefit attributable to volun
tary employee contributions) prior to 
certain distributable events; e.g., re
tirement, death, disability, severance 
of employment, or termination of the 
plan. 

Section 1.401-1 (b)(I )(ii) provides 
the definition of a profit-sharing 
plan. This section provides, in part, 
that a profit-sharing plan is a plan 
established and maintained by an em
ployer to provide for the participation 
in its profits by its employees. This 
section also provides that a profit
sharing plan may provide for the 
distribution of funds accumulated un
der the plan after a fixed number of 
years. 

Rev. Rul. 71-295, 1971-2 C.B. 184, 
provides that the term "fixed number 
of years" as used in § 1.401-I(b)
(I )(ii) is considered to mean at least 
two years. 

Section 401(a)(31) requires a quali
fied plan to permit a distributee of 
any eligible rollover distribution to 
elect (in such form and at such time 
as the plan administrator may pre
scribe) to have the distribution paid 
directly to an eligible retirement plan 
as a direct rollover. 

Section 1.401(a)(31)-IT, Q&A-14 
provides that for purposes of apply
ing the qualification requirements of 
§ 401 (a), a direct rollover is a distri
bution and rollover of the eligible 
rollover distribution and not a trans
fer of assets and liabilities. 

Section 402(c)(8)(B) defines an eli
gible retirement plan to include a 
qualified trust under § 401(a). 

Section 402(c) defines an eligible 
rollover distribution as the taxable 
portion of any distribution to an 
employee of all or any portion of the 
balance to the credit of the employee 
in a qualified trust except for mini
mum distributions required under § 
401(a)(9) and certain periodic annu
ities. 

Section 414(1) provides, in part, 
that a plan will not qualify under 
§ 401(a), in the case of any transfer 
of assets or liabilities of such plan to 
any other plan, unless each employee 
in the plan would (if the plan then 
terminated) receive a benefit immedi-
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atcly after the transfer that is equal to 
or greater than the benefit the em
ployee would have been entitled to 
receive Ilnmediately before the trans
fer (if the plan had then terminated). 

Section 1.414(1)-1(0) provides that 
any transfer of assets or liabilities 
will, for purposes of § 414(1), be 
considered as a combination of spin
offs and mergers. 

Section 1.414(1)-1 (b )(4) defines a 
spinoff as the splitting of a single 
plan into two or more plans. 

Section 1.414(1)-1 (b )(2) defines a 
merger as the combining of two or 
more plans into a single plan. 

Section 411(d)(6)(A) provides that a 
plan will not be a qualified plan if an 
employee's accrued benefit is de
creased by any amendment of the 
plan (with exceptions not here rele
vant). 

Section 41 I (d)(6)(B) provides that a 
plan amendment that has the effect 
of eliminating an optional form of 
benefit with respect to benefits attrib
utable to service before the amend
ment is treated as reducing accrued 
benefits. 

Section 1.4II(d)4, Q&A-2(b) pro
vides that the Commissioner may pro
vide that certain plan amendments 
that otherwise would be treated as 
not satisfying § 411 because of 
§ 411(d)(6) will satisfy § 411(d)(6) to 
the extent the amendments are neces
sary to enable a plan to comply with 
other requirements of § 401(a). 

ANALYSIS 

Situation 1: Under § 414(1), the 
transfer of certain assets and liabili
ties from Plan A to Plan B is consid
ered a spinoff of those assets and 
liabilities from Plan A and the merger 
of those assets and liabilities with the 
assets and liabilities of Plan B. The 
merged entity consists of both the 
assets and liabilities transferred from 
Plan A and the assets and liabilities 
of Plan B. A merger of assets and 
liabilities of a qualified money pur
chase pension plan with the assets 
and liabilities of a qualified profit
sharing plan does not divest the assets 
and liabilities of the money purchase 
pension plan of their attributes as 
pension plan assets and liabilities. 
Therefore, to satisfy § 401(a), the 
assets and liabilities transferred from 
Plan A to Plan B must remain sub
ject to the restrictions on distributions 
applicable to a qualified money pur-
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ch~se pension plan. In order to re-
mam l·f· d qua I Ie , any plan provision 
applicable to the accrued benefits de
n~ed. fro!ll Plan A must not permit 
dlstnbutIOns prior to retirement 
death, disability, severance of em~ 
ployment, or termination of the plan. 
Pl~n !l's. distribution provisions per
mit dlstnbution of an employee's ac
crued benefit after two years. The 
a?I?lication of these distribution pro
VIsions to the accrued benefits trans
ferred from Plan A therefore causes 
the merged plan to fail to satisfy 
§ 401(a). 

In order for Plan B to remain 
qualified, Plan B must be amended to 
provide that on and after the trans
fer, the accrued benefits attributable 
to the assets and liabilities transferred 
from Plan A to Plan B (i.e., the 
account balances including the post
transfer earnings thereon) will be dis
tributable only on or after events that 
are permissible under qualified pen
sion plans. In order to avoid a viola
tion of the provisions of § 411(d)(6), 
the amendment to Plan B must be 
adopted on or before the date of the 
transfer from Plan A to Plan B. This 
is because the right to take a distribu
tion of an employee's accrued benefit 
after two years is an optional form of 
benefit. Accordingly, if Plan B were 
amended to eliminate that right with 
respect to benefits that have accrued 
that amendment would be eliminatin~ 
a § 411(d)(6) protected benefit. See 
§ 1.411 (d)-4, Q&A-l, 2. Further
more, in order to implement the Plan 
B. amendment that imposes the pen
SIOn plan distribution restrictions on 
the Plan B assets and liabilities that 
were transferred from Plan A to Plan 
B and not on the other Plan Bassets 
and liabilities, there must be an ac
ceptable separate accounting between 
the accrued benefits attributable to 
the transferred assets and liabilities 
and all other benefits under Plan B. 
See, § 1.401 (a)-20, Q&A-5(b) for a 
description of an acceptable method 
of separate accounting. 

The result in this revenue ruling 
will be the same whether or not the 
transfer in situation 1 constitutes a 
partial termination under § 411(d)(3). 
In addition, the result in this revenue 
ruling would be the same if, instead 
of transferring the assets and liabili-
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ties of all of the employees of Divi
sion 2 from Plan A to Plan B 
Employer X had transferred fro~ 
Plan A to Plan B the assets and 
liabilities of some, but not all, of the 
employees in Division 2. Similarly, 
the result in this revenue ruling would 
not differ if, instead of transferring 
only some of the assets and liabilities 
of Plan A from Plan A to Plan B 
Employer X had merged Plan A with 
Plan B and extended Plan B's distri
bution provisions to the accrued ben
efits under the merged plan that were 
attributable to benefits from Plan A. 
Furthermore, the result in this reve
nue ruling would not differ if Plan B 
had been a stock bonus plan, instead 
of a profit-sharing plan. 

Situation 2: Pursuant to Q&A-14 
of § 1.401(a)(31)-IT, for purposes of 
applying the qualification require
ments of § 401(a), the direct rollover 
of the entire amount of Employee S's 
account balance to Plan D is a distri
bution and rollover of the amount 
and not a transfer of assets and lia
bilities under § 414(1). Once assets are 
properly distributed from a qualified 
plan in accordance with its terms, the 
liabilities of the plan with respect to 
the distributed plan assets are dis
charged and the amounts distributed 
are no longer assets of a qualified 
plan. Therefore, in order to remain 
qualified, an eligible retirement plan 
is not required to provide, with re
spect to amounts paid to it in a direct 
rollover, the same optional forms of 
benefit that were provided under the 
plan that made the direct rollover. In 
addition, the application of the imme
diate distribution provisions of Plan 
D to benefits attributable to rollover 
contributions does not cause Plan D 
to fail to satisfy the requirements of 
§ 401(a) on or after the date Plan D 
accepts a rollover contribution in the 
form of a distribution paid in a direct 
rollover by Plan C. 

HOLDINGS 

Situation 1: The provision of Plan 
B that permits employees to elect a 
distribution of any amount of an 
employee's nonforfeitable accrued 
benefit, including benefits transferred 
from Plan A, to be made after the 
amount has been in the employee's 
account for at least two years will 

. atisfy the 
cause Plan B to fad to s 
requirements of § 401(a). f PI .. n 0 an 

Situation 2: The provlSIO 
D that permits employees to . elect a 
distribution of accrued benefits ~hat 
are attributable to rollover contnbu
tions from a qualified plan (including 
benefits from Plan C that are re
ceived in a direct rollover) does not 
cause Plan D to fail to satisfy the 
requirements of § 401(a). 

CORRECTIVE PLAN 
AMENDMENTS 

Pursuant to the authority contained 
in § 1.411(d)-4, Q&A-2(b), the Com
missioner has determined that a 
profit-sharing plan or stock bonus 
plan is permitted to be amended to 
eliminate an optional form of benefit 
provided for in the plan on or before 
December 12, 1994, solely with reo 
spect to benefits attributable to assets 
and liabilities (other than any portion 
of those assets and liabilities attribut· 
able to voluntary employee contribu· 
tions) that are transferred within the 
meaning of § 414(1) from a money 
purchase pension plan (i.e., the trans
ferred money purchase plan account 
balances including the post-transfer 
earnings thereon), to the extent that 
the optional form permits distribution 
of those benefits prior to the employ
ee's retirement, death, disability, or 
severance from employment, or plan 
termination, provided that the plan 
amendment eliminating the optional 
form of benefit is adopted by the last 
day of the first plan year beginning 
on or after December 12, 1994, and is 
made effective not later than the first 
day of that plan year, or, if later, 
90 days after December 12, 1994. 
In addition, pursuant to the author
ity contained in § 7805(b) and 
§ 301. 7805-1, the Commissioner has 
determined that a profit-sharing plan 
or stock bonus plan will not fail to be 
qualified merely because the plan (i) 
contained a provision on or before 
December 12, 1994, that otherwise 
satisfied the requirements of § 401(a), 
and. permits the distribution of any 
portIOn of an employee's nonforfeit
able accrued benefit prior to the em
ployee's retirement, death, disability, 
or s~ver~nce of employment, or plan 
term~n.atlOn, and (ii) applies those 
provISIons to benefits attributable to 
the assets and liabilities transferred 



within the meaning of § 414(1) from a 
qualified money purchase pension 
plan, provided that the profit-sharing 
or stock bonus plan is amended by 
the end of the first plan year begin
ning on or after December 12, 1994, 
to preclude distribution options that 
are not permissible under qualified 
pension plans from applying to bene
fits attributable to the assets and 
liabilities transferred from the money 
purchase pension plan, and the 
amendment is made effective not later 
than the first day of that plan year, 
or, if later, 90 days after December 
12, 1994. 

A plan entitled to extended reliance 
under Rev. Proc. 89-9, 1989-1 C.B. 
780, Rev. Proc. 89-13, 1989-1 C.B. 
801 (both as modified by Rev. Proc. 
93-9, 1993-1 C.B. 474), or Rev. 
Proc. 93-39, 1993-2 C.B. 513 (relat
ing to master or prototype plans, 
regional prototype plans, and individ
ually designed plans), will not fail to 
be entitled to the relief set forth in 
the preceding paragraph merely be
cause the plan is amended after the 
date set forth in the preceding para
graph, provided that the following 
three requirements are satisfied: (i) 
the plan is amended no later than the 
last day of the first plan year follow
ing the year in which the extended 
reliance period applicable to the plan 
ends, (ii) the amendments are made 
effective no later than the first day of 
that plan year and no earlier than the 
first day of the plan year in which the 
amendments are adopted, and (iii) no 
transfer of assets and liabilities to the 
plan from a money purchase pension 
plan occurred or occurs after the date 
of the most recent determination let
ter and prior to the date that the 
amendments are adopted. 

This relief from § 401(a) shall not 
apply to, or extend any relief other
wise applicable to, any otherwise eli
gible profit-sharing or stock bonus 
plan with respect to which the Service 
has notified the employer(s) (or any 
authorized agent(s» prior to Decem
ber 12, 1994, that the plan did not 
satisfy the requirements for a quali
fied plan because it provided for an 
impermissible distribution of accrued 
benefits attributable to assets and lia
bilities transferred from a money pur
chase pension plan prior to an em
ployee's retirement, death, disability, 
or severance of employment, or plan 
termination. 

26 CFR 1.401-12T: Requirements for qualifica
tion of trusts and plans benefiting owner
employees (temporary). 

T.D.8570 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Nonbank Trustee Net Worth 
Requirements 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Temporary regulations. 

SUMMARY: This document contains 
temporary regulations that provide 
guidance to nonbank trustees with 
respect to the adequacy of net worth 
requirements of § 1.401-12(n)(6) and 
(7) of the Income Tax Regulations. 
The text of these temporary regula
tions also serves as the text of the 
proposed regulations set forth in the 
notice of proposed rulemaking on this 
subject in *** [EE-38-94, page 862, 
this Bulletin]. 

DATES: These regulations are effec
tive December 6, 1994. 

SUPPLEMENTARY 
INFORMATION: 

Background 

This document contains amend
ments to the Income Tax Regulations 
(26 CFR part 1) under section 
401(d)(1). Sections 1022(c), 1022(d), 
and 2002(a)(2) of the Employee Re
tirement Income Security Act of 1974 
(ERISA), Pub. L. 93-406 (1974), 
amended sections 401(d), 401(f), and 
408 of the Internal Revenue Code 
(Code) to permit an entity that is not 
a bank to be a trustee or a custodian 
for purposes of those Code sections if 
such entity demonstrates to the satis
faction of the Secretary of the Trea
sury that it will administer the trust 
and hold assets in a manner consis
tent with the law. Although section 
401(d)(l) was repealed by section 
237(a) of the Tax Equity and Fiscal 
Responsibility Act of 1982, Pub. L. 
97-248 (1982), the regulations under 
section 401(d)(l) remain in force and 
effect to the extent that they govern 
the determination of whether an enti
ty can be a nonbank trustee or custo
dian for purposes of Treasury Regu
lation §§ 1.401(f)-1 and 1.408-2(d). 

Section 401 

Section 1.401-12(n)(6)(ii) of the regu
lations, proposed in 1975 and final
ized in 1979 under section 401(d)(1) 
of the Code, sets forth net worth 
requirements for nonbank trustees 
based on the greater of a specified 
dollar amount or a percentage of the 
value of all assets held by the non
bank trustee in fiduciary accounts. A 
primary objective of this adequacy of 
net worth requirement has been to 
ensure that nonbank trustees maintain 
a level of solvency commensurate 
with their financial and fiduciary re
sponsibilities. 

Pursuant to the existing net worth 
requirements, nonbank trustees may 
not accept new accounts unless their 
net worth exceeds the greater of 
$100,000 or four percent of the value 
of all assets held in fiduciary ac
counts. Additionally, nonbank trust
ees must take whatever steps are nec
essary (including the relinquishment 
of fiduciary accounts) to ensure that 
their net worth exceeds the greater of 
$50,000 or two percent of the value 
of assets held in their fiduciary ac
counts. While similar requirements 
apply to passive nonbank trustees 
(qualified nonbank entities that have 
no discretion to direct the investment 
of assets), the percentage require
ments for these trustees are lower. 
Specifically, passive nonbank trustees 
may not accept new accounts unless 
their net worth exceeds the greater of 
$100,000 or two percent of the value 
of all assets held in fiduciary accounts 
and they must take appropriate action 
(including the relinquishment of fidu
ciary accounts) to ensure that their 
net worth exceeds the greater of 
$50,000 or one percent of the value 
of assets held in their fiduciary ac
counts. 

The IRS has received comments 
that this requirement is unduly re
strictive in the case of passive trustees 
who are broker-dealers regulated by 
the Securities and Exchange Commis
sion (SEC) and who are required to 
have their fiduciary accounts protect
ed by the Securities Investor Protec
tion Corporation (SIPC). SIPC, es
tablished by Congress in 1970, insures 
customer assets and funds held by a 
U.S. broker-dealer in the case of an 
insolvency in an amount of up to 
$500,001') per customer, of which 
$100,000 may be cash. Thus, with 
respect to SIPC protected assets, the 
on-going net worth requirement pro-
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vides little if any increase in protec
tion of assets held in fiduciary ac
counts. Accordingly, these temporary 
regulations provide that SIPC pro 
tected assets will be disregarded in 
determining the value of assets held 
in fiduciary accounts by passive trust
ees for purposes of the percentage 
prong of the net worth requirement. 

These temporary regulations also 
increase the initial net worth require
ment for all nonbank trustees to bet
ter assure that enterprises are sound 
and well-funded during their start-up 
period. Under the existing net worth 
requirements, every nonbank trustee 
must have an initial net worth that 
exceeds $100,000. Under these tempo 
rary regulations, all entities applying 
for nonbank trustee status must have 
a net worth of not less than $250,000 
for the most recent taxable year pre-
ceding the applicant's initial applica 
tion. The existing net worth require
ments, as modi fied for SIPC 
protected assets, will continue to ap
ply on an on-going ba~'i<; after a 
nonbank trustee has obtained the ap
proval of the IRS, 

In the absence of eVidence that th~ 
on-going net worth requirements fail 
to meet the underlying objectives, 
these requirements (except with re
spect to SIPC protected assets) re 
main unchanged. However, the IRS 
recognizes that the nonbank trustee 
requirements have been in effect since 
1979. Accordingly, the IRS and Trea
sury would welcome comments con 
cerning the net worth requirements 
generally, as well as other aspects of 
the 1979 regulations. 

Special Analyses 

It has been determined that thi~. 

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 
Flexibility Act (5 U .S.C. chapter 6) 
do not apply to these regulations, 
and, therefore, a Regulatory Flexibili
ty Analysis is not required. Pursuant 
to section 7805(f) of the Internal 
Revenue Code, these temporary regu
lations will be submitted to the Chief 
Counsel for Advocacy of the Small 
Business Administration for comment 
on their impact on small business. 

* * * * * 
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Adoption of 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 1.401-12T is added 

to read as follows: 

§ 1.40/-12T Requirements for 
qualification of trusts and plans 
benefiting owner-employees 
(Temporary). 

(a) through (n)(6)(i) For guidance, 
"ee § 1.401-12(a) through (n)(6)(i). 

(n)(6)(ii) Adequacy of net worth. 
(A) Inittal net worth requirement. 

In the case of applications received 
after January 5, 1995, no initial ap
plication will be accepted by the 
Commissioner unless the applicant 
has a net worth of not less than 
$250,000 (determined as of the end of 
the most recent taxable year). There
after, the applicant must satisfy the 
adequacy of net worth requirements 
of paragraph (n)(6)(ii)(B), of this sec
tion. 

(B) On going net worth require
ment, For guidance, see § 1.401-
12(n)(6)(ii)_ 

(7) Special rules--(i) Passive trust
ee. 

(A) through (B) For guidance, see 
§ 1.401-12(n)(7)(A) through (B). 

(C) For purposes of determining 
whether a passive nonbank trustee 
who is a broker or dealer within the 
meaning of 15 U .S.c. § 78111 satisfies 
the net worth requirements of subpa
ragraph (n)(6)(ii)(B), assets held by 
the passive trustee in fiduciary ac
counts and protected by the Securities 
Investor Protection Corporation 
(SIPC) created under the Securities 
Investor Protection Act of 1970 (15 
U .S.c. § 78aaa et seq, as amended) 
will not be included in determining 
the value of assets held in fiduciary 
accounts by the passive nonbank 
trustee. Such assets are only disre
garded, however, in determining the 
value of assets held in fiduciary ac
counts by the passive trustee to the 
extent the assets are protected by 
SIPC. 

(ii) [Reserved] 

. R' hardson Margaret MIlner IC ' 
Commissioner of Internal Revenue. 

Approved November 3, 1994. 

Leslie Samuels, 
Assistant Secretary of the Treasury. 

(Filed by the Office of the Federal Regist~r on 
December 5, 1994, 8:45 a.m., and ~ubhshed 
in the issue of the Federal RegIster for 
December 6, 1994, 59 F.R. 62570) 

26 CFR 1.401(0)(17)-1: Limitation on annual 
compensation. 

T.D.8547 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Limitation on Annual Compensation 
for Qualified Plans 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations, 

SUMMARY: This document contains 
final regulations relating to the com
pensation limit for tax-qualified re
tirement plans under section 
401(a)(17) of the Internal Revenue 
Code of 1986. These regulations re
flect changes made by the Tax Re
form Act of 1986, the Technical and 
Miscellaneous Revenue Act of 1988, 
and the Omnibus Budget Reconcilia
tion Act of 1993. These regulations 
provide guidance necessary to comply 
with the law and affect sponsors of, 
and participants in, tax-qualified re
tirement plans. 

DA TES: These regulations are effec
tive January 1, 1994, and apply to 
plan years beginning on or after J an
uary 1, 1994, except as otherwise 
provided in § 1.401(a)(17)-I(d). 

SUPPLEMENT ARY 
INFORMATION: 

Background 

On September 19, 1991, final regu
lations under section 401(a)(17) (TD 
8362 [1991-2 C.B. 227]) were pub
lished in the Federal Register (56 FR 
47603). On August 10, 1992, the IRS 
published in the Federal Register (57 
FR 35536 [EE-6-92, 1992-2 C.B. 
667]) regulations proposing to extend 
the effective date of the final regula
tions under section 401 (a )(17) (and 



related regulations), generally to plan 
years beginning on or after January 
1, 1994. 

On December 30, 1993, proposed 
regulations under section 401(a)(17) 
amending the final regulations were 
published in the Federal Register (58 
FR 69302 [EE-6-93, 1994-1 C.B. 
763]). Written comments were re
ceived from the public on the pro
posed regulations. Because the only 
request for a public hearing was with
drawn, no public hearing was held. 
After considering all of the written 
comments received, the proposed reg
ulations are adopted as modified by 
this Treasury decision. 

Statutory Authority 

This document contains amend
ments to the Income Tax Regulations 
(26 CFR Part 1) under section 
401(a)(17) of the Internal Revenue 
Code (Code). These regulations re
flect the enactment of section 
401 (a)(17) by section 1106 of the Tax 
Reform Act of 1986 (TRA '86), and 
subsequent statutory changes made by 
section 1011(d)(4) of the Technical 
and Miscellaneous Revenue Act of 
1988 (TAMRA) and section 13212 of 
the Omnibus Budget Reconciliation 
Act of 1993 (OBRA '93). These regu
lations are issued under the authority 
contained in section 7805 of the 
Code. 

Explanation of Provisions 

1. Overview 

Section 401(a)(17) of the Code pro
vides 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 
contributions or benefits on compen
sation 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 deter
mining allocations 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 apply
ing certain specified nondiscrimina
tion 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 ap
plies separately to each group of 
plans that is treated as a single plan 
for purposes of the applicable nondis
crimination requirement. 

These final regulations adopt the 
provisions of the proposed regula
tions with only minor modifications, 
as described below. 

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 com
pensation limit to $150,000 and to 
modify the manner in which cost of 
living adjustments 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 annual
ly based on the section 415 cost of 
living adjustment. After the effective 
date of OBRA '93, the annual com
pensation 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. These final 
regulations retain the rules in the 
September 1991 regulations that any 
increase in the limit is effective for 
the plan year, or other 12-month 
period used to determine compensa
tion, commencing in the calendar 
year for which the limit is adjusted 
and that the increase applies only to 
compensation for the year of the 
increase and subsequent years that are 
used in determining an employee's 
benefit. 

c. Proration of the limit 

These regulations retain the re
quirement in the September 1991 reg
ulations that the annual compensation 
limit must be prorated if compensa
tion for a period of less than 12 
months is used for a plan year. How
ever, in response to comments on the 

Section 401 
proposed regulations, the final regula
tions clarify that no proration is re
quired merely because the amount of 
elective contributions, matching con
tributions, or employee contributions 
that is contributed for each pay peri
od during a plan year is determined 
separately using compensation for 
that pay period. For example, a sec
tion 401(k) plan provides each em
ployee with the right to elect to defer 
up to 6 percent of compensation for a 
plan year, and then, in accordance 
with each employee's election for the 
plan year, contributions are made 
monthly using the employee's com
pensation for that pay period. Al
though the compensation for the plan 
year that may be taken into account 
in determining each employee's elec
tive contributions is subject to the 
annual compensation limit, the com
pensation for each month would not 
required to be limited to $12,500 
(1/12 of $150,000) in this situation. 

3. Effective date and transition rules. 

Section 401 (a)(17) is generally ef
fective for plan years beginning on or 
after January 1, 1989. The changes 
made by OBRA '93 are generally 
effective for plan years beginning on 
or after January 1, 1994. Special 
statutory effective dates are provided 
for collectively bargained plans. In 
addition, OBRA '93 provides a spe
cial grandfather rule for certain eligi
ble participants in governmental 
plans. 

These regulations under section 
401 (a)(17) are generally effective at 
the same time that the reduced limit 
under OBRA '93 applies to the plan. 
However, in the case of plans main
tained by tax-exempt organizations, 
the regulations are effective for plan 
years beginning on or after January 
1, 1996. 

Minor modifications have been 
made to the examples in these regula
tions to reflect the OBRA '93 statuto
ry change, the change in the effective 
date of the regulations from the date 
in the 1991 regulations, and an em
ployer's choice of complying with the 
provisions of these regulations prior 
to the effective date. 

a. Fresh-start rules 

The regulations retain the rule from 
the September 1991 regulations that 
benefits accrued or allocations made 
under a plan for plan years prior to 
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the effective date of section 401(a)(l7) 
are not subject to the annual compen
sation limit. The regulations also re
tain the rule in the proposed regula
tions 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 com
pensation limit. 

In order to satisfy the requirements 
of section 401 (a)(l7), a defined bene
fit plan must "fresh start" the bene
fits of all employees with accrued 
benefits that are based on compensa
tion that exceeded the annual com
pensation limit. In order to imple
ment the reduced limit under OBRA 
'93, a defined benefit plan must again 
"fresh start" the benefits of all em
ployees with accrued benefits that are 
based on compensation that exceeded 
the OBRA '93 $150,000 compensation 
limit. 

As in the proposed regulations, 
these final regulations provide guid
ance on the implementation of these 
and other multiple fresh starts and 
coordinate the regulations with the 
fresh-start rules of the section 
401 (a)(4) regulations. For example, 
the regulations continue to cross
reference the section 401(a)(4) regula
tions for the definition of an employ
ee's frozen accrued benefit. Thus, an 
employee's frozen accrued benefit as 
of the OBRA '93 effective date in
eludes 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 effec
tive date. 

b. Amendments to comply with 
section 401 (a)( 17) 

In conjunction with publishing 
these regulations under section 
401 (a)(l7), the IRS issued Rev. Proc. 
94-13, 1994-1 C.B. 566. Rev. Proc. 
94-13 provides guidance on the reme
dial amendment treatment for plans 
being amended for section 401(a)(17), 
including guidance on the conditions 
under which a plan may be amended 
to comply retroactively with section 
401(a)(l7) even if the amendment re
sults in a reduction of a benefit 
protected under section 411(d)(6). 
Rev. Proc. 94-13 also provides guid
ance on the extent to which section 
204(h) of the Employee Retirement 
Income Security Act of 1974 (ERISA) 
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will not apply to a plan amendment 
that limits an employee's compensa
tion taken into account under the 
plan to the maximum permitted under 
section 401 (a)(l7) of the Code. 

Commentators requested that this 
guidance be incorporated into the fi
nal regulations. The IRS and the 
Treasury believe these issues are ap
propriately addressed in Rev. Proc. 
94-13. The guidance under section 
411 (d)( 6) in Rev. Proc. 94-13 is pro
vided pursuant to the specific delega
tion of authority in § 1.411 (d)-4, 
Q&A-2(b) to the Commissioner to 
provide, through the publication of 
revenue rulings, notices, and other 
documents of general applicability, 
for the elimination or reduction of 
section 411(d)(6) protected benefits to 
the extent that the reduction is neces
sary to permit compliance with the 
other requirements of section 401(a). 
The guidance under section 204(h) of 
ERISA is provided pursuant to the 
delegation of authority to the IRS 
under section 101 (a) of Reorganiza
tion Plan No.4 of 1978 (1979-1 C.B. 
480) to issue regulations, rulings, 
opinions, variances, and waivers un
der section 204 of ERISA. 

c. Application of $150,000 limit to 
accruals or allocations in plan years 
for which OBRA '93 is effective 

One commentator suggested that the 
reduced limit should not apply to 
compensation for years beginning be
fore the OBRA '93 effective date that 
is used in determining post-effective 
date benefit accruals. The regulations, 
however, continue to provide that ben
efits accruing, or allocations made, for 
plan years beginning on or after the 
OBRA '93 effective date may not take 
into account compensation for any 
year in excess of the OBRA '93 annual 
compensation limit applicable to that 
year (generally $150,000 for years be
ginning before the OBRA '93 effective 
date). Thus, compensation for any 
plan year before OBRA '93 applies to 
the plan that is used to determine 
benefits accruing in plan years begin
ning on or after the OBRA '93 effec
tive date is generally limited to 
$150,000. In the absence of this rule, 
post-effective date accruals under 
many defined benefit plans would be 
determined taking into account com
pensation in excess of $150,000. For 
example, this happens when a defined 
benefit plan determines annual accru-

I e's als as a percentage of each emp oy~ 
highest average annual compensatl~n 
for a specified number of years ~m
eluding years prior to the effectIve 
date of OBRA '93). 

d. Collectively bargained plans. 

TRA '86 and OBRA '93 provide a 
deferred effective date for collectively 
bargained plans. In response to com
ments, these regulations elarify that 
the rules of § 1.41O(b)-IO(a)(2) apply 
for purposes of determining whether a 
plan is a collectively bargained plan. 
Thus, if a plan is a collectively bar
gained plan (within the meaning of 
§ 1.4IO(b)-1O(a)(2)(iii», the deferred 
effective date applies in determining 
the plan allocations or benefit accruals 
of both collectively bargained and 
noncollectively bargained employees. 

e. Governmental plans 

These final regulations retain the 
special effective date for governmen
tal plans (within the meaning of sec
tion 414(d» in order to provide gov
ernmental employers with adequate 
time to amend their plans to comply 
with section 401(a)(l7). Thus, the reg
ulations provide that these govern
mental plans will automatically satisfy 
the requirements of section 401(a)(l7) 
for plan years beginning before the 
later of January I, 1996, or 90 days 
after the opening of the first legisla
tive 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 final regulations continue to 
implement the grandfather rule in 
OBRA '93 for individuals who first 
became participants in governmental 
plans before the first plan year begin
ning 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 compensation limit 
will not apply for those individuals to 
the extent that the limit would reduce 
the amount of compensation 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. However in 
order for this grandfather rule to' ap
ply to a plan, the plan must be 
amended, effective for plan years be
ginning after December 31, 1995, to 
incorporate by reference the annual 



compensation limits of section 401(a)
(17) for those participants who are not 
grandfathered under OBRA '93. 

f. Good faith compliance prior to the 
regulatory effective date 

For plan years beginning on or 
after the date that section 401 (a)(17) 
first applies to a plan, but before 
these 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)(17). Whether compli
ance is reasonable and in good faith 
will be determined on the basis of 
all of the relevant facts and cir
cumstances, including the extent to 
which the employer has resolved un
clear issues in its favor. Reasonable, 
good faith interpretation will be 
deemed to exist, however, if a plan 
is operated in accordance with the 
1990 regulations, the September 1991 
regulations, the December 1993 regu
lations, or these regulations. Howev
er, for any plan with a regulatory 
effective date that is later than the 
OBRA '93 effective date for the plan 
(e.g., a plan maintained by a tax
exempt organization), a reasonable, 
good faith interpretation must reflect 
the OBRA '93 amendments to section 
401(a)(17). 

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 
Flexibility Act (5 U .S.c. chapter 6) 
do not apply to these regulations, 
and, therefore, a Regulatory Flexibili
ty Analysis is not required. Pursuant 
to section 7805(f) of the Internal 
Revenue Code, the notice of pro
posed rulemaking preceding these reg
ulations was submitted to the Small 
Business Administration for comment 
on its impact on small business. 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 is 
amended as follows: 

PART I-INCOME TAXES 

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

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 1.401 (a)(17)-1 is 

revised to read as follows: 

§ 1.401(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 lim
it 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 ex
cess of the annual compensation lim
it. Second, the amount of an employ
ee's annual compensation that may be 
taken into account in applying certain 
specified nondiscrimination rules un
der 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)(l7), the 
amendments made by section 13212 
of the Omnibus Budget Reconcilia
tion Act of 1993 (OBRA '93), and 
this section. Paragraph (e) of this 
section provides rules for determining 
post-effective-date accrued benefits 
under 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 
compensation limit means $200,000, 
adjusted 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 cal
endar quarter ending December 31, 
1988, and the first adjustment is ef
fective on January 1, 1990. Any in
crease 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. 
In any plan year beginning prior to 
the OBRA '93 effective date, if com
pensation for any plan year beginning 
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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 Jan
uary 1, 1994-(i) In general. For pur
poses 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 pro
vided in paragraph (a)(3)(ii) of this 
section and rounding this adjusted 
dollar amount as provided in para
graph (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 
year beginning July 1, 1994, and 
ending June 30, 1995, the annual 
compensation limit in effect on Janu
ary 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 annu
al adjustment is the calendar quarter 
ending December 31, 1993. 

(iii) Rounding of adjusted compen
sation limit. After the $150,000, ad
justed in accordance with paragraph 
(a)(3)(ii) of this section, exceeds the 
annual compensation limit for the 
prior calendar year by $10,000 or 
more, the annual compensation limit 
will be increased by the amount of 
such excess, rounded down to the 
next lowest mUltiple of $10,000. 

(4) Additional guidance. The Com
missioner may, in revenue rulings and 
procedures, notices, and other guid
ance, published in the Internal Reve
nue Bulletin (see § 601.60I(d)(2)(ii)(b) 
of this chapter), provide any addi
tional guidance that may be necessary 
or appropriate concerning the annual 
limits on compensation under section 
401(a)(17). 
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(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 account for any employee in 
determining plan allocations or bene
fit accruals for any plan year is limit
ed to the annual compensation limit. 
For purposes of this rule, allocations 
and benefit accruals 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 compen
sation for that year that is taken into 
account in determining plan alloca
tions or benefit accruals for the year. 
The compensation for any prior plan 
year taken into account in determin
ing an employee's allocations or bene
fit accruals for the current plan year 
is subject to the applicable annual 
compensation limit in effect for that 
prior year. Thus, increases in the 
annual compensation limit apply only 
to compensation taken into account 
for the plan year in which the in
crease is effective. In addition, if 
compensation for any plan year be
ginning prior to the OBRA '93 effec
tive date is used for determining allo
cations or benefit accruals 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 in 
effect for the first plan year begin
ning on or after the OBRA '93 effec
tive date (generally $150,000). 

(3) Application of limit to a plan 
year-(i) In general. For purposes of 
applying this paragraph (b), the annu
al compensation limit is applied to 
the compensation for the plan year 
on which allocations or benefit accru
als are based. 

(ii) Compensation for the plan 
year. If a plan determines compensa
tion 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 determines compensation used in 
determining allocations or benefit ac
cruals for the plan year on the basis 
of compensation for a 12-consecutive
month period, or periods, ending no 
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later than the last day of the p!an 
year, then the annual comp~nsat!On 
limit applies to compensatIOn for 
each of those periods based on the 
annual compensation limit in effe~t 
for the respective calendar year. m 
which each 12-month period begms. 

(iii) Compensation for a period. of 
less than 12-months-(A) ProratIOn 
required. If compensation for a peri
od of less than 12 months is used for 
a plan year, then the otherwise appl!
cable annual compensation limit IS 

reduced in the same proportion as the 
reduction in the 12-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 compensa
tion for that month and the plan year 
accrual is the sum of the accruals for 
all months, then the annual compen
sation limit for each month is 1I12th 
of the annual compensation limit for 
the plan year. In addition, if the 
period for determining compensation 
used in calculating an employee's al
location 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 other
wise applicable annual compensation 
limit multiplied by a fraction, the 
numerator of which is the number of 
months in the short plan year, and 
the denominator 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 pro
vides that the allocation or accrual 
for each employee is based on com
pensation for the portion of the plan 
year during which the employee is a 
participant in the plan. In addition, 
no proration is required merely be
cause an employee is covered under a 
plan for less than a full plan year, 
provided that allocations or benefit 
accruals are otherwise determined us
ing compensation for a period of at 
least 12 months. Finally, notwith
standing paragraph (b)(3)(iii)(A) of 
this section, no proration is required 
merely because the amount of elective 
contributions (within the meaning of 
§ 1.401 (k)-1 (g)(3», matching contri
butions (within the meaning of 
§ 1.401(m)-I(f)(l2», or employee 
contributions (within the meaning of 

§ 1.401 (m)-1 (f)(6» that is ~ontributed 
for each pay period dunng a p~an 

ar is determined separately usmg ye . d 
compensation for that. pay peno . 

(4) Limits on multiple employer 
and multiemployer plans. For pur
poses of this paragraph (b), in the 
ase of a plan described in section 
~13(C) or 414(f) (a plan maintained by 
more than one employer), the annual 
compensation limit applies sep~rately 
with respect to the compensatiOn of 
an employee from each employer 
maintaining the plan instead of apply
ing to the employee's total c~mp~n.sa
tion from all employers mamtammg 
the plan. 

(5) Family aggregation. [Reserved] 
(6) Examples. The foll.owin? exam

ples illustrate the rules m thiS para-

graph (b). . ' 
Example I. Plan X is a defmed benefIt plan 

with a calendar year plan year and bases 
benefits on the average of an employee's high 3 
consecutive years' compensation. The OBRA 
'93 effective date for Plan X is January I, 
1994. Employee A's high 3 consecutive years' 
compensation prior to the application of the 
annual compensation limits is $160,000 (1994), 
$155,000 (1993), and $135,000 (1992). To satis· 
fy this paragraph (b), Plan X cannot base plan 
benefits for Employee A in 1994 on compensa· 
tion in excess of $145,000 (the average of 
$150,000 (A's 1994 compensation capped by 
the annual compensation limit), $150,000 (A's 
1993 compensation capped by the $150,000 
annual compensation limit applicable to all 
years before 1994), and $135,000 (A's 1992 
compensation capped by the $150,000 annual 
compensation limit applicable to all years be
fore 1994)). For purposes of determining the 
1994 accrual, each year (1994, 1993, and 1992), 
not the average of the 3 years, is subject to the 
1994 annual compensation limit of $150,000. 

Example 2. Assume the same facts as Exam
ple I, except that Employee A's high 3 consec
utive years' compensation prior to the applica
tion of the limits is $185,000 (1997), $175,000 
(1996), and $165,000 (1995). Assume that the 
annual compensation limit is first adjusted to 
$160,000 for plan years beginning on or after 
January I, 1997. Plan X cannot base plan 
benefits for Employee A in 1997 on compensa
tion in excess of $153,333 (the average of 
$160,000 (A's 1997 compensation capped by 
the 1997 limit), $150,000 (A's 1996 compensa
tion capped by the 1996 limit), and $150,000 
(A's 1995 compensation capped by the 1995 
limit)). 

Example 3. Plan Y is a defined benefit plan 
that bases benefits on an employee's high 
consecutive 36 months of compensation ending 
within the plan year. Employee B's high 36 
months are the period September 1995 to Au
gust 1998, in which Employee B earned $50,000 
in each month. Assume that the annual com
pensation limit is first adjusted to $160,000 for 
plan years beginning on or after January I, 
1997. The annual compensation limit is 
$150,000, $150,000, and $160,000 in 1995, 
1996, and 1997, respectively. To satisfy this 
paragraph (b), Plan Y cannot base Employe 
B's plan benefits for the 1998 plan year on 



compensation in excess of $153,333. This 
amount is determined by applying the applica
ble annual compensation limit to compensation 
for each of the three 12-consecutive-month 
periods. The September 1995 to August 1996 
period is capped by the annual compensation 
limit of $150,000 for 1995; the September 1996 
to August 1997 period is capped by the annual 
compensation limit of $150,000 for 1996; and 
the September 1997 to August 1998 period is 
capped by the annual compensation limit of 
$160,000 for 1997. The average of these capped 
amounts is the annual compensation limit ap
plicable in determining benefits for the 1998 
year. 

Example 4. (a) Employer P is a partnership. 
Employer P maintains Plan Z, 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 
individuals. The plan year of Plan Z is the 
calendar year. The OBRA '93 effective date for 
Plan Z is January I, 1994. In order to satisfy 
section 401(a)(17), as amended by OBRA '93, 
the plan provides that, beginning with the 1994 
plan year, the plan year compensation used in 
determining the allocation of employer contri
butions for each employee may not exceed the 
annual limit in effect for the plan year under 
OBRA '93. Plan Z defines compensation for 
self-employed individuals (employees within the 
meaning of section 401(c)(1» 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 Z defines compen
sation for all other employees as wages within 
the meaning of section 3401(a). Employee C 
and Employee D are partners of Employer P 
and thus are self-employed individuals. Neither 
Employee C nor Employee D owns an interest 
in any other business or is a common-law 
employee in any business. For the 1994 calen
dar year, Employee C has net profit from 
self-employment of $80,000, and Employee D 
has net profit from self-employment of 
$175,000. The deduction for Employee C under 
section 164(f) for one-half of self-employment 
taxes is $4,828. The deduction for Employee D 
under section 164(f) for one-half of self
employment taxes is $6,101 

(b) The plan year compensation under the 
plan formula for Employee C is $75,172 
($80,000 minus $4,828). The allocation of em
ployer contributions under the plan allocation 
formula for 1994 for Employee C is $9,805 
($75,172 (Employee C's plan year compensa
tion for 1994) multiplied by 13.0435070). The 
plan year compensation under the plan formula 
before application of the annual limit under 
section 401(a)(17) for Employee D is $168,899 
($175,000 minus $6101). After application of 
the annual limit, the plan year compensation 
for the 1994 plan year for Employee D is 
$150,000 (the annual limit for 1994). There
fore, the allocation of employer contributions 
under the plan allocation formula for 1994 for 
Employee D is $19,565 ($150,000 (Employee 
D's plan year compensation after application 
of the annual limit for 1994) multiplied by 
13.0435070). 

Example 5. The facts are the same as in 
Example 4, except that Plan Z provides that 
plan year compensation for self-employed indi-

viduals is defined as earned income within the 
meaning of section 401(c)(2) attributable to 
Employer P. In addition, Plan Z provides for 
an annual allocation of employer contributions 
of 15 percent of plan year compensation for all 
employees in the plan, including self-employed 
individuals, such as Employees C and D. The 
net profit from self-employment for Employee 
C and the net profit from self-employment for 
Employee D are the same as provided in 
Example 4. However, the earned income of 
Employee C determined in accordance with 
section 401 (c)(2) is $65,367 ($80,000 minus 
$4,828 minus $9,805). The earned income of 
Employee D determined in accordance with 
section 401(c)(2) is $146,869 ($175,000 minus 
$6,101 minus $22,030). Therefore, the alloca
tion of employer contributions under the plan 
allocation formula for 1994 for Employee C is 
$9,805 ($65,367 (Employee C's plan year com
pensation for 1994) multiplied by 15070). Em
ployee D's earned income for 1994 does not 
exceed the 1994 annual limit of $150,000. 
Therefore, the allocation of employer contribu
tions under the plan allocation formula for 
1994 for Employee D is $22,030 ($146,869 
(Employee D's plan year compensation for 
1994) multiplied by 15070). 

(c) Limit on compensation for non
discrimination rules-(1) General 
rule. The annual compensation limit 
applies for purposes of applying the 
nondiscrimination rules under sec
tions 401 (a)( 4), 401 (a)(5), 401(1), 
401(k)(3), 401(m)(2), 403(b)(12), 
404(a)(2) and 41O(b)(2). The annual 
compensation limit also applies in 
determining whether an alternative 
method of determining compensation 
impermissibly discriminates under sec
tion 414(s)(3). Thus, for example, the 
annual compensation limit applies 
when determining a self-employed in
dividual's total earned income that is 
used to determine the equivalent al
ternative compensation amount under 
§ 1.414(s)-I(g)(l). This paragraph (c) 
provides rules for applying the annual 
compensation limit for these pur
poses. For purposes of this paragraph 
(c), compensation means the compen
sation 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 em
ployee's compensation for that plan 
year in excess of the limit is disre
garded. Thus, if the nondiscrimina
tion provision is applied on the basis 
of compensation determined over a 
period of more than one year (for 
example, average annual compensa-
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tion), the annual compensation limit 
in effect for each of the plan years 
that is taken into account in deter
mining 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 pur
poses of this paragraph (c), the annu
al compensation limit applies sepa
rately to each plan (or group of plans 
treated as a single plan) of an em
ployer for purposes of the applicable 
nondiscrimination requirement. For 
this purpose, the plans included in the 
testing group taken into account in 
determining whether the average ben
efit 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 pur
poses of this paragraph (c). 

(d) Effective date-(l) Statutory ef
fective date-(i) General rule. Except 
as otherwise provided in this para
graph (d), section 401 (a)(l7) 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 401(a)(l7) is applica
ble to a plan. In the case of govern
mental plans, statutory effective date 
means the first day of the first plan 
year for which the plan is not deemed 
to satisfy section 40J(a)(l7) 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 
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one or more employers ratified before 
March 1, 1986, section 401(a)(l7) ap
plies to allocations and benefit accru
als 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 ter
minates (determined without regard 
to any extension or renegotiation of 
any agreement occurring after Febru
ary 28, 1986). For purposes of this 
paragraph (d)(l)(ii), the rules of 
§ 1.410(b)-10(a)(2) apply for pur
poses of determining whether a plan 
is maintained pursuant to one or 
more collective bargaining agree
ments, and any extension or renegoti
ation of a collective bargaining agree
ment, which extension or renegotia
tion is ratified after February 28, 
1986, is to be disregarded in deter
mining the date on which the agree
ment 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-(A) In general. In the 
case of a plan maintained pursuant to 
one or more collective bargaining 
agreements between employee repre
sentatives and 1 or more employers 
ratified before August 10, 1993, 
OBRA '93 effective date means the 
first day of the first plan year begin
ning on or after the earlier of-

(1) The latest of
(I) January I, 1994; 
(il) The date on which the last of 

such collective bargaining agreements 
terminates (without regard to any ex
tension, amendment, or, modification 
of such agreements on or after Au
gust 10, 1993); or 

(iii) In the case of a plan main
tained pursuant to collective bargain
ing under the Railway Labor Act, the 
date of execution of an extension or 
replacement of the last of such collec
tive bargaining agreements in effect 
on August 10, 1993; or 

(2) January I, 1997. 
(B) Determination of whether plan 

is collectively bargained. For purposes 
of this paragraph (d)(2)(ii), the rules 
of § 1.41O(b)-10(a)(2) apply for pur
poses of determining whether a plan 
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is maintained pursuant to one or 
more collective bargaining agree
ments, except that August 10, 1993, is 
substituted for March I, 1986, as the 
date before which the collective bar
gaining agreements must be ratified. 

(3) Regulatory effective date. This 
§ 1.401(a)(l7)-1 applies to plan years 
beginning on or after the OBRA '93 
effective date. However, in the case 
of a plan maintained by an organiza
tion that is exempt from income taxa
tion under section 501(a), including 
plans subject to section 403(b)
(l2)(A)(i) (nonelective plans), this 
§ 1.401(a)(17)-1 applies to plan years 
beginning on or after January I, 
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 reasonable, good 
faith interpretation of section 
401(a)(l7), taking into account, if 
applicable, the OBRA '93 reduction 
to the annual compensation limit un
der section 401 (a)( 17). 

(4) Special rules for governmental 
plans-(i) Deemed satisfaction by 
governmental plans. In the case of 
governmental plans described in sec
tion 414(d), including plans subject to 
section 403(b)( 12)(A)(i) (nonelective 
plans), section 401 (a)(l7) is consid
ered satisfied 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 gov
erning 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 legislature, board, commis
sion, council, or other governing body 
with authority to amend the plan. 

(ii) Transition rule for governmen
tal plans-(A) In general. In the case 
of an eligible participant in a govern
mental plan (within the meaning of 
section 414(d», the annual compensa
tion limit under this section shall not 
apply to the extent that the applica
tion 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 I, 
1993. Thus, for example, if a plan as 
in effect on July I, 1993, determined 
benefits without any reference to a 

limit on compensation, then the an
nual compensation limit in effect un
der this section will not apply to any 
eligible participant in any future year. 

(B) Eligible participant. Fo~. pur
poses of this paragr~ph (d)~4)~1l~, an 
eligible participant IS ~n. Indl~ldual 
who first became a participant In the 
plan prior to the first day of the fi~st 
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 effective; or 

(2) December 31, 1995. 
(C) Plan must be amended to in

corporate limits. This paragraph 
(d)(4)(ii) shall not apply to any eligi
ble participant 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 December 31, 1995 
(or earlier, if the plan amendment so 
provides). 

(5) Benefits earned prior to effec
tive date-(i) In general. Allocations 
under a defined contribution plan or 
benefits accrued under a defined ben
efit plan for plan years beginning 
before the statutory effective date are 
not subject to the annual compensa
tion limit. Allocations under a de
fined contribution plan or benefits 
accrued under a defined benefit plan 
for plan years beginning on or after 
the statutory effective date, but be
fore the OBRA '93 effective date, are 
subject to the annual compensation 
limit under paragraph (a)(2) of this 
section. However these allocations or 
accruals are not subject to the OBRA 
'93 reduction to the annual compen
sation limit described 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 bene
fits had been frozen (as defined in 
§ 1.401(a)(4)-13(c)(3)(i» as of the day 



immediately preceding such specified 
date. Thus, for example, benefits ac
crued 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 un
der the plan must be treated as fro
zen. 

(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 
beginning on or after the dates de
scribed in paragraph (d)(I) or (2) 
must comply with section 401(a)(17) 
as in effect on such date. This para
graph (e) provides rules for applying 
section 401(a)(l7) in the case of sec
tion 401(a)(17) employees 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 con
tains definitions used in applying 
these rules. Paragraphs (e)(3) and 
(e)(4) of this section explain the appli
cation of the fresh-start rules in 
§ 1.401(a)(4)-13 to the determination 
of the accrued benefits of section 
401(a)(17) employees. 

(2) Definitions. For purposes of 
this paragraph (e), the following defi
nitions apply: 

(i) Section 401(0)(17) employee. An 
employee is a section 401(a)(l7) em
ployee as of a date, on or after the 
statutory effective date, if the em
ployee's current accrued benefit as of 
that date is based on compensation 
for a year prior to the statutory 
effective date that exceeded the annu
al compensation limit for the first 
plan year beginning on or after the 
statutory effective date. In addition, 
an employee is a section 401(a)(17) 
employee as of a date, on or after the 
OBRA '93 effective date, if the em
ployee'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 annu
al 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 
compensation 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 employee's ac-

crued benefit determined under 
§ 1.401(a)(4)-13(c)(4)(ii)(B), taking 
into account the annual compensation 
limit, exceeds the employee's frozen 
accrued benefit (or, if applicable, the 
employee's adjusted accrued benefit) 
as of the fresh-start date. 

(ii) Section 401(0)(17) fresh-start 
date. Section 401(a)(17) fresh-start 
date means a fresh-start date as de
fined in § 1.401(a)(4)-12 not earlier 
than the last day of the last plan year 
beginning before the statutory effec
tive 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 a 
fresh-start date as defined in 
§ 1.401(a)(4)-12 not earlier than the 
last day of the last plan year begin
ning before the OBRA '93 effective 
date, and not later than 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) fro
zen accrued benefit means the ac
crued benefit for any section 
401(a)(l7) employee frozen (as de
fined in § 1.401(a)(4)-13(c)(3)(i» as 
of the last day of the last plan year 
beginning before the statutory effec
tive 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 ac
crued benefit 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 amendment to 
comply with section 401 (a)(17) and 
this section, as the formula applicable 
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)(l7) 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 compensa-
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tion 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)(4)-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 
otherwise provided. For example, if 
the plan is using a fresh-start date 
applicable to all employees and is not 
adjusting frozen accrued benefits un
der § 1.401(a)(4)-13(d) for employees 
who are not section 401(a)(17) em
ployees, then the frozen accrued ben
efits 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 ap
plied to determine the benefits of all 
employees after a fresh-start date, the 
plan will not fail to satisfy the consis
tency requirement of § 1.401(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 401(a)(17) employees, but 
does not make the adjustment to the 
frozen accrued benefits of section 
401 (a)(17) employees. In addition, the 
plan does not fail to satisfy the con
sistency requirement of § 1.401(a)(4)-
13(c)(5)(i) merely because the plan 
makes the adjustment described in 
§ 1.401 (a)(4)-13(d) for section 
401(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 401(a)(l7) employees on 
the basis of any other method provid
ed in § 1.401 (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) (per
mitting certain adjustments to frozen 
accrued benefits) apply to section 
401 (a)(l7) frozen accrued benefits or 
OBRA '93 frozen accrued benefits. 

(ii) Optional forms of benefit. Af
ter either the section 401 (a)(l7) fresh-
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Section 401 
start date or the OBRA '93 fresh-start 
date, a plan may be amended either 
to provide a new optional form of 
benefit or to make an optional form 
of benefit available with respect to 
the section 401(a)(l7) frozen accrued 
benefit or the OBRA '93 frozen ac
crued benefit, provided that the op
tional form of benefit is not subsi
dized. Whether an optional form is 
subsidized may be determined using 
any reasonable actuarial assumptions. 

(iii) Adjusting section 401 (aj( 17) ac
crued benefits-(A) In general. If the 
plan adjusts accrued benefits for em
ployees under the rules of § 1.401 (a)
(4)-13(d) as of a fresh-start date, the 
adjusted accrued benefit (within the 
meaning of section § 1.401(a)(4)-
13(d» for each section 401(a)(l7) em
ployee must be determined after the 
fresh-start date by reference to the 
plan's compensation 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 incorporates 
the plan's underlying compensation 
definition and compensation averag
ing period. In making the adjustment, 
the denominator of the adjustment 
fraction described in § 1.401(a)(4)-
13(d)(8)(i) is the employee's com
pensation as of the fresh-start date 
using the plan's compensation formu
la as of that date and, in the case of 
an OBRA '93 fresh-start date, reflect
ing 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 applying 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 ap
plying the alternative rule in 
§ 1.401 (a)(4)-13(d)(8)(v), the updated 
compensation that is substituted must 
be determined after applying the an
nual compensation limits to each 
year's compensation that is used in 
the plan's compensation formula. 
Thus, no adjustment will be permit
ted unless the updated compensa
tion (determined after applying the 
annual compensation limit) exceeds 
the compensation that was used to 
determine the employee's frozen ac
crued benefit. 
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(B) Multiple fresh starts. If a plan 
makes more than one fresh start with 
respect to a section 401(a)(17) em
ployee, the employee's frozen accrued 
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 adjust
ments 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 ad
ditional frozen accruals to the extent 
that the frozen accrued benefit and 
the additional accruals have been de
termined using different compensa
tion formulas or different compensa
tion 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 denomi
nator of the separate adjustment frac
tion for adjusting each portion of the 
frozen accrued benefit must reflect 
the actual compensation formula, 
and, if applicable, compensation lim
it, 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 ac
crued benefit (determined without any 
annual compensation limit) plus bene
fit 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)(17) frozen accrued 
benefit, the denominator of the ad
justment fraction does not reflect any 
~nnua.1 compensation limit. Similarly, 
In adjusting the frozen accruals for 
years between the statutory effective 
date and the OBRA '93 effective 
date, the denominator of the adjust
ment fraction reflects the level of the 
annual compensation limit in effect 
for those years. 

(5) Examples. The following exam
ples illustrate the rules in this para
graph (e). 

Example 1. (a) Employer X maintains Plan 
Y a calendar year defined benefit plan provid
in~ 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)(17) 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. Employer X decides 
to comply with the provisions of this section 
for plan years before the effective date of this 
section. Employer X decides to make the 
amendment effective for plan years beginning 
on or after January I, 1989, and uses Decem
ber 31, 1988 as the section 40 I (a)(17) fresh
start date. Plan Y, as amended, provides that, 
in determining an employee's benefit, compen
sation taken into account is limited in accord
ance with the provisions of this section to the 
annual compensation limit under section 
401(a)(17), and that, for section 401 (a)(I7) 
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)(I7» 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 terminated 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 permit
ted under § 1.401 (a)(4)-I3(d) to the accrued 
benefit of section 401(a)(I7) 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)(I7) 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)(ii) (formula with wear
away). The fresh-start formula is applied using 
a benefit formula for the 1989 plan year that 
satisfies section 401(a)(17) and this section, and 
the December 31, 1988 fresh-start date used for 
the plan is a section 40 I (a)(I7) fresh-start date 
within the meaning of paragraph (e)(2)(ii) of 
this section. Thus, Plan Y, as amended, satis
fies 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 pro
Vides that effective January I, 1989, for section 
40I(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 amend· 
ments after that date), and 2 percent of com' 
pensation 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 V's formula, Employee A's accrued bene
fit 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 mul
tiplied by I year of service)). The formula of 
Plan Y applicable to section 401(a)(I7) employ
ees 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)(i) 
(formula without wear-away). The fresh-start 
formula is applied using a benefit formula for 
the 1989 plan year that satisfies section 
401(a)(I7) and this section, and the December 
31, 1988 fresh-start date used for the plan is a 
section 40 I (a)(I7) fresh-start date within the 
meaning of paragraph (e)(2)(ii) of this section. 
Thus, Plan Y, as amended, satisfies paragraph 
(e)(3)(i) of this section for plan years commenc
ing prior to the OBRA '93 effective date. 

Example 3. (a) Assume the same facts as in 
Example I, except that the plan formula pro
vides that effective January I, 1989, an em
ployee's benefit equals the greater of the plan 
formulas in Example I and Example 2. The 
formula of Plan Y applicable to section 
401(a)(I7) employees for calculating their ac
crued benefits for years after the section 
401 (a) (I 7) 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 401(a)(I7) and this section, 
and the December 31, 1988 fresh-start date 
used for the plan is a section 401(a)(l7) fresh
start date within the meaning of paragraph 
(e)(2)(ii) of this section. Thus, Plan Y, as 
amended, satisfies paragraph (e)(3)(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, disre 
garding the amendment to comply with section 
401(a)(I7) is $300,000. The annual compensa
tion limit is adjusted to $222,220, $228,860, 
and $235,840 for plan years beginning January 
I, 1991, 1992, and 1993, respectively. Because 
Employer X has decided to amend Plan Y to 
comply with the provisions of this section 
effective for plan years beginning on or after 
January 1, 1989, and has used December 31, 
1988 as the section 401(a)(I7) fresh-start date. 
the compensation that may be taken into ac 
count for plan benefits in 1993 cannot exceed 
$228,973 (the average of $222,2L.O, $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) fro
zen 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 effedive 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) using the fraction de 
scribed in § 1.401 (a)(4)-13(d)(8)(i). 

(b) As of December 31, 1993, the numeratol 
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 ac
cordance with paragraph (e)(4)(iii) of this sec 
tion 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)(17». Therefore, Em
ployee A's compensation fraction is $228,9731 
$250,000. Because the compensation adjust
ment fraction is less than I, Employee A's 
section 401(a)(I7) 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)(I7) frozen accrued benefit) 
plus $22,897 ($228,973 multiplied 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)(I7) for plan years beginning on or after 
the OBRA '93 effective date) and that for 
section 401(a)(I7) employees, each employee', 
accrued benefit will be determined under 
§ 1.401(a)(4)-13(c)(4)(i) (formula without wear 
away) using December 31, 1993 as the OBRJ', 
'93 fresh-start date. 

(b) Assume that for each of the years 1996 
98 Employee A's annual compemation undel 
the plan compensation definitIOn, disregarding 
the amendment to comply with section 
401(a)(l7), is $400,000. Assume that the annual 
compensation limit is first adjusted to $160,OOC! 
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. rhe 
compensation that may be taken into aCCOUllL 
for the 1998 plan year cannot exceed $156,66-1 
(the average of $150,000 for 1996, $160,000 fo, 
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 ,\" 
OBRA '93 frozen accrued benefit) plus $15,66'/ 
($156,667 multiplied by (2 percent lIIultiplied 
by 5 years of service». 

Example 6. (a) Assume the same faus as in 
Example 5, except that, for the fresh-stall 
group (in this case the section 40I(a)(I7) em 
ployees), the amendments to Plan Y provide 
for adjustments to the section 401(a)(17) frozel' 
accrued benefit and the OBRA '93 frozer. 
accrued benefit in accordance \\ itl, 
§ IAOI(a)(4)-13(d) using the fractiol! desc'ribeC 
in § 1.401 (a)(4)-13(d)(8)(i), 

(b) Employee A's fr07en accrued henrl'it 2 

of December 31, 1993, is adJusted as 01 De 
cember 31, 1998, as follows: 

(1) Employee A's frozen accrued benefit as 
of December 31, 1993, is the sum of Employee 
A's section 401(a)(l7) frozen accrued benefit 
($25,000) and Employee A's frozen accruals for 
the years 1989-93 ($22,897). 

Section 404 
(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 frac
tion with respect to Employee A's section 
401 (a)( 17) frozen accrued benefit is $250,000, 
and the denominator of Employee A's adjust
ment fraction 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 40I(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 adjust
ment 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 com
pensation 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 ac
cruals 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 determining those accruals, 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved June 14, 1994. 

Leslie Samuels, 
Assistant Secretary of 

the Treasury 
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Conversion of existing plan into an 
insurance contract plan. A defined 
benefit pension plan not described in 
section 412(i) of the Code may be 
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treated as converted into a plan de
scribed in section 412(i) provided cer
tain requirements are met. Section 
404(a)(1)(A)(iii) applies after the con
version. Rev. Rul. 81-196 clarified 
and superseded. 

Rev. Rul. 94-75 

ISSUES 

(1) Maya defined benefit pension 
plan qualified under § 401(a) of the 
Internal Revenue Code that is subject 
to the minimum funding requirements 
of § 412 be converted to a defined 
benefit pension plan qualified under 
§ 403(a) that is described in § 412(i) 
(§ 412(i) plan)? 

(2) If the conversion described in 
issue (1) can be made, how is the 
limit under § 404(a)(1)(A) on deduct
ible contributions to the plan deter
mined for the year of conversion and 
subsequent years? 

FACTS 

Plan PL is a defined benefit pen
sion plan and trust qualified under 
§ 401(a) with a calendar plan year 
and a valuation date of January l. 
Plan PL is maintained by employer 
ER, a calendar year taxpayer. As of 
January 1, 1994, the fair market val
ue of plan PL's assets was one mil
lion dollars. There were no outstand
ing loans to participants under plan 
PL. Plan PL is not a top-heavy plan 
within the meaning of § 416 for the 
1994 plan year. Before 1994, plan PL 
was not a § 412(i) plan. 

On December 10, 1993, plan PL 
was amended effective as of January 
1, 1994, to become a nontrusteed 
annuity plan intended to be qualified 
under § 403(a). Under these amend
ments, the terms of plan PL satisfy 
the requirements of §§ 412(i)(I), (3), 
(4), (5) and (6) beginning on January 
1, 1994. Under plan PL as amended, 
all benefit accruals on and after Janu
ary 1, 1994, will be funded exclusively 
by insurance or annuity contracts that 
provide for level annual premium 
payments. Plan PL provides that level 
annual premium payments for each 
participant are to be paid for the 
period commencing with the later of 
the 1994 plan year or the first plan 
year of the participant's participation 
in plan PL and ending with the plan 
year the participant attains normal 
retirement age. Benefit accruals after 
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normal retirement age are to be fund
ed by insurance or annuity contracts 
as they accrue. 

On January 1, 1994, a single premi
um deferred annuity contract was 
purchased for each plan participant. 
Each contract was guaranteed, begin
ning on January 1, 1994, b~ a life 
insurance company to provide the 
payment of the participant's benefits 
accrued prior to January 1, 1994, 
including any optional forms of pay
ment at each retirement age available 
under the plan. The premium for 
each participant's single premium 
contract was the minimum amount 
required by the insurer to guarantee, 
beginning on January 1, 1994, the 
payment of that participant's accrued 
benefit. The total purchase price of 
the single premium contracts was 
$1,300,000. 

In addition, a level annual premi
um deferred annuity contract was 
purchased for each participant in plan 
PL on January 1, 1994, to provide 
for the excess, if any, of the partici
pant's projected normal retirement 
benefit over the portion of the nor
mal retirement benefit provided by 
the single premium contract pur
chased for that participant. For pur
poses of determining the projected 
normal retirement benefit, it was as
sumed the amount of each partici
pant's current compensation would 
not change prior to the participant's 
normal retirement age. For 1994, the 
total of the level annual premiums to 
provide the additional normal retire
ment benefits under the terms of plan 
PL (post-conversion benefit accruals) 
was $50,000. 

The costs of the single premium 
annuity contracts purchased to fund 
participants' benefits accrued prior to 
January 1, 1994, and the level annual 
premium contracts purchased to fund 
participants' post-conversion benefit 
accruals were reasonable in view of 
the funding medium and reasonable 
expectations as to the effects of mor
tality, interest and other pertinent 
factors. 

On January 1, 1994, in addition to 
the one million dollars in existing 
plan assets that was paid to the insur
ance company, employer ER paid a 
plan contribution of $350,000 (the 
total premium due of $1,350,000 less 
plan assets of one million dollars) to 
the insurer to meet the 1994 premium 
requirement for all annuity contracts. 

Plan PL, the only defined benefit 
plan maintained by employer ER, 
does not have more than 100 partici
pants. As of January 1, .1994, no 
additional amounts contnbuted to 
plan PL could be deducted by em
ployer ER for the 1993 plan year. As 
of the end of 1993, there were no 
unamortized to-year amortization 
bases with respect to plan PL for 
purposes of § 404(a)(1)(A), and no 
nondeductible contributions were car
ried over to 1994 under § 404(a)
(l)(E). 

LA W AND ANALYSIS 

ISSUE (1) 

Section 412 provides minimum 
funding requirements for qualified 
pension plans. Pursuant to these re
quirements, a funding standard ac
count must be maintained, and a 
valuation date must be established to 
determine the minimum required 
funding for each plan year. 

Rev. Rul. 79-237, 1979-2 C.B. 190, 
provides that the minimum funding 
requirements and the funding stan
dard account continue to apply to a 
terminating pension plan until the end 
of the plan year during which the 
plan terminates. 

Section 412(i) describes certain in
surance contract plans that are ex
empt under § 412(h)(2) from the min
imum funding requirements. Section 
412(i)(2) requires that the insurance 
contracts that fund such a plan must 
provide for level annual premium 
payments to be paid commencing 
with the date the individual became a 
participant in the plan (or, in the case 
of an increase in benefits, commenc
ing at the time the increase becomes 
effective) and extending not later than 
the retirement age for each individual 
participating in the plan. 

If an existing defined benefit plan 
is converted to a plan under which 
future accruals are funded in the 
manner prescribed by § 412(i), level 
premium payments will begin with the 
year of conversion. The level annual 
premium payments will therefore start 
after the dates on which existing par
ticipants became participants in the 
plan. Therefore, the plan would not 
satisfy § 412(i)(2) following the con
version and would not be exempt 
under § 412(h)(2) from the minimum 
funding requirements of § 412. 

Rev. Rul. 81-196, 1981-2 C.B. 107, 
provides an exception to the require-



ment that premiums commence with 
participation by deeming defined ben
efit plans that have not been § 412(i) 
plans to satisfy § 412(i)(2) if certain 
requirements are met. The revenue 
ruling considers a conversion made 
on the first day of a plan year and 
provides that the level annual premi
um requirement will be deemed satis
fied for all years after the conversion. 

This revenue ruling clarifies the 
requirements for conversion of a plan 
to a § 412(i) plan that were set forth 
in Rev. Rul. 81-196. An existing 
defined benefit plan subject to § 412 
that, in accordance with the require
ments specified below, is converted to 
a plan funded in the manner pre
scribed by § 412(i) will be deemed 
not to fail the requirements of 
§§ 412(i)(2), 403(a) and 404(a)(2) 
merely because of the conversion, or 
merely because of participation in the 
plan before level annual premiums 
commence. The date on which the 
conversion is deemed to occur (the 
conversion date) is the first day of the 
first plan year for which the plan 
satisfies these requirements: 

(1) The plan otherwise satisfies the 
requirements of §§ 412(i), 403(a) 
and 404(a)(2) for the plan year 
containing the conversion date. 
(2) All benefits accruing for each 
participant on and after the conver
sion date are funded by level annu
al premium contracts that satisfy 
the requirements of § 412(i)(2). 
(3) All benefits accrued for each 
participant before the conversion 
date are guaranteed through insur
ance or annuity contracts, the pur
chase price of which equals the 
minimum amount required by the 
life insurance company for a con
tract that guarantees, on and after 
the conversion date, to provide the 
participant's accrued benefits, in
cluding any optional forms of pay
ment at each retirement age avail
able under the plan. 
(4) There are meaningful continu
ing benefit accruals under the plan 
after the conversion date. A plan is 
considered to satisfy this require
ment if there are meaningful bene
fit accruals under the plan for at 
least three plan years ending after 
the conversion date. 
(5) The following actions are taken 
on or before the conversion date: 
(a) contracts are purchased guaran
teeing the benefits accrued before 

the conversion date; (b) any re
maining plan assets are applied to 
the payment or prepayment of pre
miums for level annual premium 
contracts described in (2) above; 
and (c) any plan amendments nec
essary to satisfy these requirements 
for conversion and the require
ments of §§ 412(i), 403(a) and 
404(a)(2) are adopted and made 
effective. Contracts purchased 
within one month after the first 
day of a plan year are deemed to 
be purchased on the first day of the 
plan year for purposes of this re
quirement. 

If these requirements for conversion 
are not satisfied on or before the first 
day of a plan year, the minimum 
funding requirements and funding 
standard account of the plan continue 
to apply to the plan for that plan 
year. 

Section 411(b) provides rules relat
ing to the rate at which benefits 
under a qualified plan must accrue. 
Under § 411 (b)(l)(F), where a de
fined benefit plan is funded exclusive
ly by the purchase of insurance con
tracts and satisfies the requirements 
of §§ 412(i)(2) and (3), the plan satis
fies § 411(b) if each employee's ac
crued benefit as of any date is not 
less than the cash surrender value his 
insurance contracts would have on 
that date if the requirements of 
§§ 412(i)(4), (5) and (6) were satis
fied. A plan that is deemed converted 
to a § 412(i) plan in accordance with 
this revenue ruling is deemed to satis
fy § 412(i)(2) for purposes of 
§ 411(b)(l)(F). The requirements for 
conversion set forth in this revenue 
ruling must be satisfied regardless of 
whether the plan satisfies § 411(b) 
only by means of § 411 (b)(1 )(F) after 
the conversion. 

Section 416 provides minimum ben
efit and vesting requirements for a 
top-heavy plan. A top-heavy plan is a 
plan under which more than 60 per
cent of the present value of the bene
fits earned under the plan are for key 
employees, who are employees meet
ing criteria relating to minimum com
pensation or minimum ownership in
terest in the employer. Under ques
tion-and-answer M-17 of § 1.416-1, 
a top-heavy plan may be described in 
§ 412(i) despite the fact that certain 
benefits that must be provided to 
satisfy the minimum benefit require
ment of § 416 are funded through 
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either deferred annuity contracts or 
an auxiliary fund (subject to § 412). 
If a top-heavy plan satisfies the re
quirements for conversion to a 
§ 412(i) plan set forth above but for 
the fact that certain plan benefits are 
funded through deferred annuity con
tracts or an auxiliary fund as provid
ed in question-and-answer M-17 of 
§ 1.416-1, the plan is considered to 
satisfy the requirements for conver
sion to a § 412(i) plan pursuant to 
this revenue ruling. 

Section 403(a) provides that, if an 
annuity contract is purchased under a 
plan that satisfies the requirements of 
§ 404(a)(2), the benefits under the 
contract are treated in a manner simi
lar to the treatment of benefits under 
a trusteed plan qualified under 
§ 401(a). 

In the present case, the single pre
mium deferred annuity contracts 
guaranteeing the payment of prior 
benefit accruals were purchased for 
$1,300,000 during the first month of 
the 1994 plan year, all remaining plan 
assets ($50,000) were applied to pur
chase level annual premium contracts 
during the first month of that plan 
year, and plan amendments were 
made before and effective on the first 
day of that plan year. January 1, 
1994, is therefore the conversion date. 
Accordingly, the minimum funding 
requirements of § 412 do not apply 
to plan PL for the 1994 plan year and 
later years. This conclusion is based 
upon the assumptions that plan PL 
provides meaningful continuing bene
fit accruals after the conversion date 
and that plan PL satisfies all the 
requirements of §§ 403(a), 404(a)(2), 
and 412(i)(l),(3),(4),(5) and (6) on 
and after the conversion date. 

ISSUE (2) 

Section 404(a)(2) provides that em
ployer contributions paid toward the 
purchase of retirement annuities are 
deductible in accordance with 
§ 404(a)(1) if the applicable require
ments of § 401(a)(3) through (20), 
(22), (26), (27), and (31) and § 401(d) 
are satisfied and if any refunds of 
premiums are used in the current or 
next succeeding taxable year to pur
chase retirement annuities. 

Section 404(a)(I)(A) limits the 
amount deductible for contributions 
to a qualified pension trust. Three 
separate deductible limits are set forth 
In §§ 404(a)(l)(A)(i), (ii) and (iii). 
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Section 404(a)(1)(A)(i) provides that 
the amount necessary to satisfy the 
minimum funding requirement under 
§ 412 is deductible even if it is great
er than the amount determined under 
§ 404(a)(1)(A)(ii) or (iii), wllichever i, 
applicable with respect to the plan 

The alternative limit determined 
under § 404(a)(I )(A)(ii) is the amount 
necessary to provide the remaining 
unfunded cost of all participants' past 
and current service credits as a level 
amount, or as a level percentage of 
compensation, over the remaining fu
ture service of each participant. How
ever, if the remaining unfunded cost 
with respect to any three individuals 
is more than 50 percent of all remain
ing unfunded cost, the amount attrib
utable to those individuals is distrib
uted over a period of at least five 
years. 

The alternative limit determined 
under § 404(a)( 1 )(A)(iii) is the normal 
cost of the plan plus, if past service 
or other supplementary pension or 
annuity credits are provided by the 
plan, the amount necessary to amor 
tize the unfunded costs attributable to 
those credits in equal annual pay
ments over 10 years. 

Section 404(a)(1 )(D) provides in 
general that, for a defined benefit 
plan that has more than 100 partici
pants, the maximum amount deduct
ible under the limitations of § 404-
(a)(1) is not less than the unfunded 
current liability determined under 
§ 412(\). 

Section 1.404(a)-3(b) of the Income 
Tax Regulations provides that in no 
event shall the limitatiom under 
§ 404(a)(1) for pension 01 annuity 
plans exceed costs based on assump
tions and methods that are reasonable 
in view of the funding medium and 
reasonable expectations as to the ef
fects of mortality, inter,~st Gnrl ot Ii" 
pertinent factors. 

Section 1.404(a)-14 provides rules 
for determining tn'" deductible limit, 
under § 404(a)(1I' 'dli), (ii) ilnd "'I 
The regulations '. uvide in gelleI al 
that the limit OIJ deductible amounts 
contributed [01 an employer's taxable 
year is based on the amounts deter
mined fOl purposes of § 412 for the 
applicable plan year or years. 

Section 404(a)( \ )(E) PI') \ ides that 
an amount contributed to a plm; 1118.: 

would otherwise be deductible, but 
that exceeds the limitations of § 404-
(a)(\), is deductible in [utllIe t"eX Y"2J:; 
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to the extent of the difference be
tween the amount contributed and the 
rYIaximum amount deductible for each 
succeeding year under § 404(a)(1). 

Section 4972 imposes a ten-percent 
excise tax on nOlldeductible contribu
tions to a qualified plan, including 
nondeductible contributions carried 
over from preceding years. 

Rev. Rul. 81-196 states that an 
additional contribution made to guar
antee the benefits accrued prior to the 
conversion of a defined benefit plan 
to a § 412(i) plan is deductible in 
accordance with the rules under 
§ 404(a)(1 )(A). 

When a defined benefit plan that 
has been subject to § 412 is deemed 
converted to a § 412(i) plan, the de
duction limitations under § 404(a)
(I )(A) with respect to plan years end
ing prior to the conversion date are 
derived from the funding standard 
account requirements in accordance 
with § 1.404(a)-14. Accordingly, with 
respect to any plan year ending prior 
to the conversion date, the deductible 
limit under § 404(a)(I)(A) with re
spect to the plan is the greater of (I) 
the amount necessary to satisfy the 
minimum funding requirement under 
§ 412, as provided in § 404(a)(I)
(A)(i), or (2) the deductible limit cal
culated under § 404(a)(I )(A)(ii) or 
(iii), whichever applies to the plan. 
Except for the funding of the addi
tional benefits described in question
and-answer M-17 of § 1.416-1, for 
the conversion year and succeeding 
plan years in which the plan is 
deemed a § 412(i) plan, § 404(a)(I)
(A)(i) no longer applies because the 
minimum funding requirements of 
§ 412 no longer apply to the plan. 

After a defined benefit plan is 
deemed converted to a § 412(i) plan, 
all benefits accrued as of the conver
,ion date will have been guaranteed 
through contracts issued by an insur
ance company without any required 
future premiums. Therefore, only the 
costs of future benefit accruals (in
cluding future benefit increases) are 
allocated to future service. All other 
costs are allocated to prior years. 
This type of allocation is consistent 
with the cost allocation under a rea
sonable funding method for a defined 
benefit plan that is subject to § 412, 
:ith an accrued liability equal to the 

actuarial present value of accrued 
benellt) and to which § 404(a)(1)
(A}(iii} applies. Therefore, to deter-

mine the deductible limit with respect 
to plan years beginning on or after 
the conversion date, § 404(a)(i)(A)(iii) 
is applicable. 

The employer's deductible limit 
with respect to the conversion year 
and succeeding plan years, other than 
for any contribution to fund addi
tional benefits described in question
and-answer M-17 of § 1.416-1, is the 
sum of (1) the normal cost for a 
§ 412(i) plan established on the con
version date for post-conversion bene
fit accruals, (2) the limit adjustments, 
if any, for any lO-year amortization 
bases remaining unamortized as of 
the conversion date that are main
tained for purposes of § 404(a)(1)
(A)(iii), and (3) the limit adjustment, 
if any, for any lO-year amortization 
base created on account of treating 
the plan as if terminated for purposes 
of § 412 as of the last day of the 
plan year immediately preceding the 
conversion year (pre-conversion year), 
Normal cost under § 404(a)(1)(A) and 
§ 1.404(a)-14 is based on the annual 
premiums for level annual premium 
contracts providing for the post
conversion benefit accruals (and any 
increases in benefits) that are reason
able in view of the funding medium 
and reasonable expectations as to the 
effects of mortality, interest and oth
er pertinent factors. Ten-year amorti
zation bases under § 1.404(a)-14 re
main or are established based on 
treating the conversion as a change to 
the unit credit funding method (if 
that was not the funding method of 
the plan for the pre-conversion year) 
with the accrued liability as of the 
conversion date deemed to be equal 
to the reasonable cost of single premi
um contracts guaranteeing benefits 
accrued prior to the conversion date 
(conversion accrued liability). 

If, as of the conversion date, there 
are no unamortized lO-year amortiza
tion bases under § 404(a)(1)(A)(iii) 
and § 1.404(a)-14 with respect to the 
plan, a new lO-year amortization base 
is established on conversion equal to 
the excess, if any, of (1) the conver
sion accrued liability over (2) the 
value of plan assets minus the sum of 
(a) any carryover under § 404(a)
(1)(E) from the prior taxable year 
plus (b) any contribution made for 
the current taxable year that is includ
ed in plan assets. The sum of (a) plus 
(b) is referred to as undeducted con
tributions. 



If, as of the conversion date, there 
is at least one unamortized lO-year 
amortization base under § 404(a)(1)
(A)(iii) and § 1.404(a)-14 with respect 
to the plan and the conversion ac
crued liability is greater than the val
ue of plan assets minus any undeduc
ted contributions, a new lO-year 
amortization base is established on 
conversion equal to (1) the conversion 
accrued liability minus (2) the sum of 
(a) the value of plan assets less any 
undeducted contributions plus (b) the 
net unamortized balance of any exist
ing 10-year amortization bases under 
§ 404(a)(1)(A)(iii) (treating negative 
bases as having negative unamortized 
amounts). This new lO-year amortiza
tion base may be negative. Any exist
ing lO-year amortization base under 
§ 404(a)(1)(A)(iii) for a plan that re
mains unamortized as of the conver
sion date must continue to be main
tained. These new and existing 
lO-year amortization bases are main
tained in the same manner as bases 
maintained following the termination 
of a plan subject to § 412. The bases 
may be combined or replaced in ac
cordance with the general method or 
the fresh start alternative under 
§ 1.404(a)-14(i). 

If, as of the conversion date, a 
plan's conversion accrued liability is 
not greater than the value of plan 
assets minus any undeducted contri
butions, no new base is established 
and all existing bases are considered 
fully amortized. 

In the present case, plan PL was 
deemed converted to a § 412(i) plan 
as of the first day of the 1994 plan 
year. Accordingly, the funding stan
dard account for plan PL was termi
nated as of December 31, 1993. In 
connection with the conversion of 
plan PL, employer ER contributed 
$350,000 to the plan on January 1, 
1994. This amount, combined with 
existing plan assets of one million 
dollars, was used to purchase single 
premium deferred annuity contracts 
for $1,300,000 and to pay the level 
annual premium of $50,000 for 1994. 

The deductible limit under 
§ 404(a)(1)(A) with respect to plan 
PL for the conversion year and there
after is determined under § 404(a)(1)
(A)(iii). The conversion process is 
treated under § 404(a)(1 )(A)(iii) and 
§ 1.404(a)-14 as creating a lO-year 
amortization base of $300,000. This is 
equal to (1) the conversion accrued 

liability ($1,300,000) minus (2) the 
sum of (a) the value of plan assets 
less any un deducted contributions 
($1,350,000 in plan assets, less 
$350,000 in undeducted contributions) 
plus (b) the net unamortized balance 
of any existing lO-year amortization 
bases under § 404(a)(1)(A)(iii) ($0). 
This lO-year amortization base of 
$300,000 is maintained under 
§ 404(a)(1)(A)(iii) and § 1.404(a)-14 
in the same manner as a base would 
be maintained following the termina
tion of a plan subject to § 412. 

Section 404(a)(1)(D) does not ap
ply to the plan because all defined 
benefit plans of employer ER, in
cluding plan PL, do not have more 
than 100 total participants. There
fore, the deductible limit under 
§ 404(a)(1) with respect to the plan is 
calculated solely under § 404(a)
(1)(A), regardless of whether the 
plan's unfunded current liability ex
ceeds the amount deductible under 
§ 404(a)(1)(A). 

The contributions paid by employer 
ER as premiums for the annuity con
tracts that are not deductible under 
§ 404(a)(1)(A) for the 1994 taxable 
year are nondeductible contributions 
for 1994 and are subject to the excise 
tax on nondeductible contributions 
under § 4972. 

HOLDINGS 

ISSUE (1) 

An existing defined benefit plan 
under which participants have ac
crued benefits may not be converted 
to a § 412(i) plan because the plan 
would fail to satisfy § 412(i)(2). 
However, any plan that satisfies the 
requirements for conversion to a 
§ 412(i) plan enumerated in this reve
nue ruling will be deemed not to fail 
§ 412(i)(2) merely because individuals 
participated in the plan before the 
conversion. 

ISSUE (2) 

If a defined benefit plan is deemed 
converted to a § 412(i) plan by satis
fying the requirements for conversion 
enumerated in this revenue ruling, the 
deductible limit under § 404(a)(1)(A) 
is determined under § 404(a)(1)(A)(iii) 
for plan years beginning after the 
date of termination of the funding 
standard account. 

Section 412 

EFFECT ON OTHER REVENUE 
RULINGS 

Rev. Rul. 81-196 is clarified and 
superseded. PROSPECTIVE APPLI
CATION 

Under the authority of § 7805(b), 
the provisions of this revenue ruling 
under §§ 404, 412, and 4972 shall not 
apply to a plan for a plan year if all 
requirements for a plan to be consid
ered converted to a § 412(i) plan 
under Rev. Rul. 81-196 are satisfied 
on or before the last day of the plan 
year and before December 31, 1994, 
and there are meaningful continuing 
benefit accruals under the plan after 
the conversion. 

Subpart B.-Special Rules 

Section 411.-Minimum Vesting 
Standards 

26 CFR 1.411(d)-4: Section 411(d)(6) protected 
benefits. 

Limited corrective amendment of an other
wise qualified profit-sharing plan within the 
meaning of § 401 of the Code is allowed 
following the transfer of plan assets and liabili
ties from a qualified money purchase pension 
plan. See Rev. Rul. 94-76, page 46. 

Section 412.-Minimum Funding 
Standards 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of July 1994. See Rev. Rul. 94-44, 
page 190. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of August 1994. See Rev. Rul. 
94-50, page 192. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of September 1994. See Rev. Rul. 
94-55, page 193. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of October 1994. See Rev. Rul. 
94-61, page 194. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of November 1994. See Rev. Rul. 
94-67, page 196. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of December 1994. See Rev. Rul. 
94-73, page 197. 
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Section 412 
26 CFR 1.412(i)-1. Certain insurance contract 
plans. 

Whether a defined benefit pension plan with
in the meaning of § 403(a) of the Code can be 
converted to a plan within the meaning of 
§ 412(i). See Rev. Rul. 94-75. page 59. 

Section 414.-Definitions and 
Special Rules 

26 CFR 1.414(r)-2: Line oj business. 

T.D.8548 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Qualified Separate Lines of 
Business 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMAR Y: This document contains 
amendments to the final regulations 
under section 414(r) of the Internal 
Revenue Code, which provide that an 
employer may be treated as operating 
separate lines of business for pur
poses of applying the minimum cov
erage requirements of section 41O(b) 
and the minimum participation re
quirements of section 401(a)(26). The 
regulations reflect the enactment of 
section 414(r) by the Tax Reform Act 
of 1986 and subsequent changes made 
by the Technical and Miscellaneous 
Revenue Act of 1988 and the Public 
Debt Limit Increase Act of 1989. The 
regulations provide guidance neces
sary to comply with the law and 
affect sponsors of and participants in 
tax-qualified retirement plans and cer
tain other employee benefit plans. 

DATES: These regulations are effec
tive January 1, 1994. 

The regulations apply to plan years 
beginning on or after January 1, 
1994, except as provided in the transi
tion rules of § 1.414(r)-I(d)(9). 

SUPPLEMENT AR Y 
INFORMATION: 

Background 

Proposed regulations under section 
414(r) and related provisions of the 
Internal Revenue Code (Code) were 
published in the Federal Register on 
February 1, 1991 (56 FR 3988 
[EE-147-87, 1991-1 C.B. 781]). Writ
ten comments were received from the 
public on the proposed regulations. 
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In addition, a public hearing on the 
proposed regulations was held on 
May 16, 1991. After conside~ation of 
all the written comments receIved an.d 
the statements made at the pubhc 
hearing, the proposed regulations un
der section 414(r) were adopted, as 
modified by final regulations (TD 
8376 [1991-2 C.B. 245]) published in 
the Federal Register on December 4, 
1991 (56 FR 63420). On August 10, 
1992 proposed regulations were pub
lished in the Federal Register (57 FR 
35536 [EE-6-92, 1992-2 C.B. 667]~ to 
extend the effective date of the fmal 
regulations under section 414(r) (and 
related regulations), generally to plan 
years beginning on or after January 
1, 1994. 

On September 7, 1993, proposed 
regulations amending the final regula
tions under sections 414(r) and 41O(b) 
were published in the Federal Register 
(58 FR 47090 [EE-40-93, 1993-2 
C.B. 602]). Written comments were 
received from the public on the pro
posed regulations, and a public hear
ing was held on November 10, 1993. 
After consideration of all the written 
comments received and the statements 
made at the public hearing, these 
regulations are adopted as modified 
by this Treasury decision. 

Temporary regulations (TD 8173, 
1988-1 C.B. 134]) and proposed regu
lations under section 414(q) of the 
Code (relating to the definition of 
highly compensated employee) were 
published in the Federal Register 
on February 19, 1988 (53 FR 4965 
and 4999). In conjunction with the 
February 1991 proposed regulations 
under section 414(r), amendments to 
the temporary regulations (TD 8334 
[1991-1 C.B. 59]) and proposed 
regulations under section 414( q) were 
published in the Federal Register on 
February 1, 1991 (56 FR 3976 and 
4023). The amendments related to the 
employee exclusions for purposes of 
satisfying the 50-employee require
ment for a separate line of business 
under section 414(r)(2)(A) of the 
Code. 

Under section 7805(e)(2) of the 
Code, the February 1991 amendments 
to the temporary regulations under 
section 414(q) expired after three 
years (January 31, 1994). In order to 
retain the application of those rules, 
the February 1991 proposed regula
tions under section 414(q) are adopt
ed by this Treasury decision. 

Explanation of Provisions 

1. Overview . 
In general, all employees of a slI~gle 

employer, determined under sec~IOn 
414 of the Code, are taken mto 
account for purposes of applying the 
minimum coverage requirements of 
section 41O(b) and the minimum ~ar
ticipation requirements of sect~on 
401(a)(26) to a qualified pla~. Se~tIOn 
41O(b)(5) provides an exceptIOn If an 
employer operates qualifie? separate 
lines of business under sectIOn 414(r). 
If the employer is treated as operating 
qualified separate lines of business, 
section 41O(b )(5) generally permits the 
employer to apply the minimun,t cov
erage requirements separately WIth re
spect to the employees of ea.ch quali
fied separate line of busmess. A 
similar exception is provided for pur
poses of applying the minimum ~ar
ticipation requirements of sectIOn 
401(a)(26) and the 55-percent average 
benefits test of section 129(d)(8). 

An employer is treated as operating 
qualified separate lines of business if 
(1) the employer designates its lines of 
business by reference to the property 
or services provided by each line, (2) 
each line of business is organized and 
operated separately from the remain
der of the employer, and (3) each of 
these separate lines of business meets 
additional statutory requirements (in
cluding administrative scrutiny) and 
thus constitutes a qualified separate 
line of business. Each employee of an 
employer that operates qualified sepa
rate lines of business is assigned to a 
particular line of business for ~ur
poses of nondiscrimination testmg. 

The September 1993 proposed regu
lations amend the final regulations 
under section 414(r) generally to ad
dress issues raised since the publica
tion of the final regulations. The 
proposed regulations include the fol
lowing major changes: 

-Allowing an employee to be 
treated as a substantial-service em
ployee with respect to a line of 
business if at least 50 percent of the 
employee's services are provided to 
that line. 
-Applying the separate manage
ment and separate workforce tests 
to a line of business without regard 
to substantial-service employees of 
other lines. 
-Excluding nonresident aliens in 
applying the separate management 
and separate workforce tests. 



-Expanding the special rules for 
vertically integrated lines of busi
ness and transferred employees. 
-Increasing access to individual 
determinations under administrative 
scrutiny. 
-Clarifying the treatment of em
ployees who change from one dis
aggregation population to another. 

In general, comments received on the 
changes included in the proposed reg
ulations were favorable. Accordingly, 
these final regulations incorporate 
those changes. In addition, in re
sponse to comments, certain further 
modifications have been made to the 
regulations. The more significant 
modifications are discussed below. 

2. Residual shared employees 

Most of the comments received on 
the September 1993 proposed regula
tions pertained to the allocation of 
residual shared employees, that is, em
ployees who provide services to more 
than one qualified separate line of 
business and who are not substantial
service employees with respect to any 
line of business. The December 1991 
regulations provide three alternative 
allocation methods for residual 
shared employees, which are intended 
to assure that, as a group, residual 
shared employees receive benefits 
representative of the benefits provid
ed to the workforce generally. 

Under the dominant line of busi
ness method, all residual shared em
ployees are allocated to the employ
er's dominant line of business. 
Generally, a qualified separate line of 
business is dominant if at least 50 
percent of the employer's substantial
service employees are assigned to that 
line. Alternatively, a line of business 
may be dominant if at least 35 per
cent of the employer's substantial
service employees are assigned to that 
line and the line satisfies anyone of 
four possible conditions, such as a 
certain level of revenue or a certain 
size compared with the employer's 
other lines. The other two allocation 
methods, the pro-rata method and the 
highly compensated employee (HCE) 
percentage ratio method, provide for
mulas under which residual shared 
employees are allocated among the 
employer's various qualified separate 
lines of business. 

Employers have commented that 
the allocation rules do not adequately 
accommodate current benefit arrange-

ments for employees who provide ser
vices to more than one qualified sepa
rate line of business. For example, 
the employer might cover residual 
shared employees in the plan main
tained for a line that the employer 
considers its core business, even 
though that line does not satisfy the 
dominant line of business standard. 
Residual shared employees therefore 
cannot all be allocated to that line, 
potentially causing a change in their 
benefits. Employers also have com
mented that the pro-rata and HCE 
percentage ratio methods may require 
employees in the same department to 
be allocated to different qualified sep
arate lines of business, which in turn 
may require different benefits to be 
provided to employees who work to
gether. 

In response to comments, these fi
nal regulations change the allocation 
rules in two ways. First, the standard 
for the alternative test of dominance 
is lowered from 35 percent to 25 
percent, giving employers more flexi
bility in establishing a dominant line. 
Second, the regulations provide an 
additional allocation alternative, the 
small group method. 

Under the small group method, 
with respect to each residual shared 
employee, the employer chooses a 
qualified separate line of business to 
which the employee is allocated. The 
residual shared employees need not 
all be allocated to the same qualified 
separate line of business; the employ
er thus has great flexibility in select
ing the plans under which residual 
shared employees benefit. In order to 
prevent this new allocation method 
from being used to provide highly 
compensated employees with excessive 
benefits relative to the nonhighly 
compensated employees, its use is 
subject to three requirements. 

First, the entire group of the em
ployer's residual shared employees 
cannot exceed three percent of the 
employees taken into account in ap
plying section 410(b). In addition, the 
qualified separate line of business to 
which the employer allocates a residu
al shared employee must include at 
least 10 percent of the employer's 
substantial-service employees and 
must satisfy the administrative scruti
ny statutory safe harbor after the 
allocation, that is, the concentration 
of highly compensated employees in 
the line of business must be between 
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50 and 200 percent of the concentra
tion of highly compensated employees 
in the workforce generally. Finally, 
the allocation of residual shared em
ployees must be reasonable; criteria 
for determining whether an allocation 
is reasonable are set forth in the 
regulations. 

3. Gateway 

Section 41O(b)(5)(B) provides that 
separate-line-of-business testing does 
not apply to a plan unless the plan 
benefits such employees as qualify 
under a classification that is set up by 
the employer and is found not to 
discriminate in favor of highly com
pensated employees. Because the 
employer-wide nondiscriminatory 
classification test of section 41O(b)(5)
(B) is a prerequisite to separate-line
of-business testing, it is sometimes 
referred to as the "Gateway." 

Under the December 1991 regula
tions, the Gateway is applied in the 
same basic manner as the nondiscrim
inatory classification test under the 
section 41O(b) regulations. Those reg
ulations establish an unsafe harbor 
ratio percentage for a plan, that is, a 
minimum ratio of the relative cover
age rates of nonhighly compensated 
and highly compensated employees. 
The unsafe harbor percentage appli
cable to a plan depends on the con
centration of nonhighly compensated 
employees in the employer's work
force. 

If a qualified separate line of busi
ness has a disproportionate share of 
the employer's highly compensated 
employees, the plan maintained for 
that line of business may have a very 
low ratio percentage on an employer
wide basis, even though it covers a 
high percentage of the nonhighly 
compensated employees in that line. 
The December 1991 regulations there
fore provide a reduced unsafe harbor 
percentage if the plan has a ratio 
percentage of at least 90 percent on a 
qualified-separate-line-of-business ba
sis. Although most plans pass the 
Gateway test in its current form, 
some commentators on the September 
1993 proposed regulations have noted 
continued difficulty in the case of 
plans maintained for certain lines of 
business that cover a high percentage 
of the nonhighly compensated em
ployees in those lines. 

In response to those comments, 
these final regulations provide that, if 
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a plan has a ratio percentage of at 
least 90 percent on a qualified
separate-line-of-business basis, but its 
employer-wide ratio percentage falls 
below the plan's reduced unsafe har
bor percentage, the plan nonetheless 
is deemed to satisfy section 
4IO(b)(5)(B) on an employer-wide ba
sis if the Commissioner determines 
that, based on all of the relevant facts 
and circumstances, the plan benefits 
such employees as qualify under a 
classification of employees that does 
not discriminate in favor of highly 
compensated employees. For this pur
pose, included among the relevant 
facts and circumstances are facts and 
circumstances such as those listed in 
§ 1.41O(b)-4(c)(3)(ii). In making these 
determinations, the Commissioner 
will determine which other facts and 
circumstances are relevant, including 
any of the facts and circumstances 
listed in section 5 of Rev. Proc. 
93-41, 1993-2 C.B. 536, that the 
Commissioner determines are rele
vant. 

4. Other changes 

These final regulations also make 
the following changes: 

Expansion of the minimum and 
maximum benefit safe harbor to 
apply to career average plans. 
Allowing more flexibility in the em
ployees taken into account for pur
poses of the minimum benefit safe 
harbor. 
Clarification of the application of 
section 40I(a)(26) to employer-wide 
plans. 
Clarification of the disaggregation 
population rules after a change in 
disaggregation population groups. 
Finalization of the regulations un
der section 414(q) relating to em
ployees excluded for purposes of 
the 50-employee requirement under 
section 414(r)(2)(A). 

5. Notice 92-36 relief 

A concern has been raised that the 
anti-cutback rules of section 411(d)(6) 
might eliminate an employer's option 
to comply with the nondiscrimination 
requirements of the Tax Reform Act 
of 1986 (including the provisions of 
section 414(r» and related legislation 
by amending its plans in the 1994 
plan year to reduce the level of bene
fits provided to highly compensated 
employees for that year. Employers 
are reminded that Notice 92-36, 
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1992-2 C.B. 364, provided broad 
transition relief giving employers the 
opportunity to retain their amend
ment options until the last day of the 
1994 plan year without being treated 
as violating section 4II(d)(6). 

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 
Flexibility Act (5 U .S.c. chapter 6) 
do not apply to these regulations, 
and, therefore, a Regulatory Flexibili
ty Analysis is not required. Pursuant 
to section 7805(f) of the Internal 
Revenue Code, the notice of pro
posed rulemaking preceding these reg
ulations was submitted to the Small 
Business Administration for comment 
on its impact on small business. 

* * * * * 
Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 is 
amended as follows: 

PART I-INCOME TAXES 

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

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

Section 1.4I4(q)-I also issued under 
26 U .S.c. 4I4(q). * * * 

Par. 2. Section 1.4IO(b)-0 is 
amended as follows: 

1. The entries for § I.4lO(b)-
7(c)(4) and (c)(5) are revised. 

2. The entry for (c)(6) is removed. 
3. The revised entries read as fol

lows: 

§ 1.410(b)-O Table of Contents. * * * 

* * * * * 
§ 1.41O(b)-7 Definition of plan and 
rules governing plan disaggregation 
and aggregation. 

* * * * * 
(c) * * * 
(4) Plans benefiting certain disag

gregation populations of employees. 
(i) In general. 
(ii) Definition of disaggregation 

population. 

(5) Additional rules for plans bene
fiting employees of more than one 
qualified separate line of business. 

* * * * * 
§ 1.41O(b)-2 [Amended] 

Par. 3. Section 1.4IO(b)-2 is 
amended as follows: 

I. Paragraph (b )(7) is amended by 
removing the reference "§ l.4lO(b)-
7(c)(5)" from the second sentence and 
adding "§ 1.4IO(b)-7(c)(4)" in its 
place. 

§ 1.41O(b)-6 [Amended] 
Par. 4. Section 1.410(b)-6 is 

amended as follows: 
1. Paragraph (d)(l) is amended by 

removing the reference "§ 1.41O(b)-
7(c)(5)" from the second sentence and 
adding "§ 1.4IO(b)-7(c)(4)" in its 
place. 

2. Paragraph (d)(2)(iv) is amended 
by removing the reference 
"§ 1.41O(b)-7(c)(5)" from the fourth 
sentence of Example 2(i) and adding 
"§ 1.4IO(b)-7(c)(4)" in its place. 

Par. 5. Section 1.4IO(b)-7 is 
amended as follows: 

1. Paragraphs (c)(4) and (c)(5) are 
revised. 

2. Paragraph (c)(6) is removed. 
3. Paragraph (d)(4) is amended by 

removing the reference "(c)(5)" from 
the second and third sentences and 
adding "(c)(4)" in its place. 

4. The revised provisions read as 
follows: 

§ 1.410(b)-7 Definition of plan and 
rules governing plan disaggregation 
and aggregation. 

* * * * * 
(c) * * * 
(4) Plans benefiting certain disag

gregation populations of employees
(i) In general-(A) Single plan must 
be treated as separate plans. If a plan 
(i. e., a single plan within the meaning 
of section 414(1» benefits employees 
of more than one disaggregation pop
ulation, the plan must be disaggre
ga ted and treated as separate plans, 
each separate plan consisting of the 
portion of the plan benefiting the 
employees of each disaggregation 
population. See paragraph (c)(4)(ii) of 
this section for the definition of dis
aggregation population. 

(B) Benefit accruals or allocations 
attributable to current status. Except 
as otherwise provided in paragraph 
(c)(4)(i)(C) of this section, in applying 
the rule of paragraph (c)(4)(i)(A) of 



this section, the portion of the plan 
benefiting employees of a disaggrega
tion population consists of all bene
fits accrued by, or all allocations 
made to, employees while they were 
members of the disaggregation popu
lation. 

(C) Exceptions for certain benefit 
accruals-(1) Attribution of benefits 
to first disaggregation population. If 
employees benefiting under a plan 
change from one disaggregation pop
ulation to a second disaggregation 
population, benefits they accrue while 
members of the second disaggregation 
population that are attributable to 
years of service previously credited 
while the employees were members of 
the first disaggregation population 
may be treated as provided to them in 
their status as members of the first 
disaggregation population and thus 
included in the portion of the plan 
benefiting employees of the first dis
aggregation population. This special 
treatment is available only if it is 
applied on a consistent basis, if it 
does not result in significant discrimi
nation in favor of highly compensat
ed employees, and if the plan provi
sion providing the additional benefits 
applies on the same terms to all 
similarly-situated employees. For ex
ample, if all formerly collectively bar
gained employees accrue additional 
benefits under a plan after becoming 
noncollectively bargained employees, 
then those benefit increases may be 
treated as included in the portion of 
the plan benefiting collectively bar
gained employees if they are attribut
able to years of service credited while 
the employees were collectively bar
gained (e.g., where the additional 
benefits result from compensation in
creases that occur while the employ
ees are noncollectively bargained or 
from plan amendments affecting ben
efits earned while collectively bar
gained that are adopted while the 
employees are noncollectively bar
gained) and if such treatment does 
not result in significant discrimination 
in favor of highly compensated em
ployees. 

(2) Attribution of benefits to cur
rent disaggregation population. If em
ployees benefiting under a plan 
change from one disaggregation pop
ulation to another disaggregation 
population, benefits they accrue while 
members of the first disaggregation 
population may be treated as provid-

ed to them in their current status and 
thus included in the portion of the 
plan benefiting employees of the dis
aggregation population of which they 
are currently members. This special 
treatment is available only if it is 
applied on a consistent basis and if it 
does not result in significant discrimi
nation in favor of highly compensat
ed employees. 

(D) Change in disaggregation popu
lations-(l) Reasonable treatment. If, 
in previous years, the configuration 
of a plan's disaggregation populations 
differed from their configuration for 
the current year, for purposes of the 
benefits accrued by, or allocations 
made to, an employee for those 
years, the employee's status as a 
member of a current disaggregation 
population for those years must be 
determined on a reasonable basis. A 
different configuration occurs, for ex
ample, if disaggregation populations 
exist for the first time, such as when 
an employer is first treated as operat
ing qualified separate lines of busi
ness, or if the existing disaggregation 
populations change, such as when an 
employer redesignates its qualified 
separate lines of business. 

(2) Example. The following exam
ple illustrates the application of this 
paragraph (c)(4)(i)(D). 

Example. (a) Employer X operates Divisions 
M and N, which are treated as qualified 
separate lines of business for the first time in 
1998. Thus, the disaggregation populations of 
employees of Division M and employees of 
Division N exist for the first time. Since 1981 
Employer X has maintained a defined benefit 
plan, Plan P, for employees of Division M. 
Plan P provides a normal retirement benefit of 
one percent of average annual compensation 
for each year of service up to 25. Employee A 
has worked for Division M since 1981 and has 
never worked for Division N. Employee B has 
worked for Division N since 1989 and worked 
for Division M from 1981 to 1988. Employee C 
has worked in the headquarters of Employer X 
since 1981. For the period 1981 to 1988 Em
ployee C was credited with years of service 
under Plan P. 

(b) For purposes of the benefits accrued by 
Employee A under Plan P during years 1981 
through 1997, Employee A is reasonably treat
ed as having been a member of the Division M 
disaggregation population for those years. For 
purposes of the benefits accrued by Employee 
B under Plan P during years 1981 through 
1988, Employee B is reasonably treated as 
having been a member of the Division M 
disaggregation population for 1981 through 
1988 and as having changed to the Division N 
disaggregation population for 1989 through 
1997. For purposes of the benefits accrued by 
Employee C under Plan P during years 1981 
through 1988, Employee C is reasonably treat
ed as having been a member of the Division M 
disaggregation population for those years. 
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Moreover, any benefit accruals for Employee B 
and Employee C in years after 1988, that result 
from increases in average annual compensation 
after 1988 and that are attributable to years of 
service credited for 1981 through 1988, may be 
treated as provided to Employee B and Em
ployee C in their status as members of the 
Division M disaggregation population if the 
requirements of paragraph (c)(4)(i)(C)(1) of this 
section are otherwise met. 

(ii) Definition of disaggregation 
population-(A) Plan benefiting em
ployees of qualified separate lines of 
business. If an employer is treated as 
operating qualified separate lines of 
business for purposes of section 
410(b) in accordance with § 1.414(r)
l(b), and a plan benefits employees 
of more than one qualified separate 
line of business, the employees of 
each qualified separate line of busi
ness are separate disaggregation pop
ulations. In this case, the portion of 
the plan benefiting the employees of 
each qualified separate line of busi
ness is treated as a separate plan 
maintained by that qualified separate 
line of business. However, employees 
of different qualified separate lines of 
business who are benefiting under a 
plan that is tested under the special 
rule for employer-wide plans in 
§ 1.414(r)-1(c)(2)(ii) for a plan year 
are not separate disaggregation popu
lations merely because they are em
ployees of different qualified separate 
lines of business. 

(B) Plan benefiting collectively bar
gained employees. If a plan benefits 
both collectively bargained employees 
and noncollectively bargained em
ployees, the collectively bargained 
employees are one disaggregation 
population and the noncollectively 
bargained employees are another dis
aggregation population. If the popu
lation of collectively bargained em
ployees includes employees covered 
under different collective bargaining 
agreements, the population of em
ployees covered under each collective 
bargaining agreement is also a sepa
rate disaggregation population. 

(C) Plan maintained by more than 
one employer. If a plan benefits em
ployees of more than one employer, 
the employees of each employer are 
separate disaggregation populations. 
In this case, the portion of the plan 
benefiting the employees of each em
ployer is treated as a separate plan 
maintained by that employer, which 
must satisfy section 41O(b) by refer
ence only to that employer's employ
ees. However, for purposes of this 
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paragraph (c)(4)(ii)(C), if the plan of 
one employer (or, in the case of a 
plan maintained by more than one 
employer, the plan provisions applica
ble to the employees of one employer) 
treats compensation or service with 
another employer as compensation or 
service with the first employer, then 
the current accruals attributable to 
that compensation or service are 
treated as provided to an employee of 
the first employer under the plan of 
the first employer (or the portion of a 
plan maintained by more than one 
employer benefiting employees of the 
first employer), and the provisions of 
paragraph (c)(4)(i)(C) of this section 
do not apply to those accruals. Thus, 
for example, if Plan A maintained by 
Employer X imputes service or com
pensation for an employee of Em
ployer Y, then Plan A is not treated 
as benefiting the employees of more 
than one employer merely because of 
this imputation. 

(5) Additional rule for plans bene
fiting employees of more than one 
qualified separate line of business. If 
a plan benefiting employees of more 
than one qualified separate line of 
business satisfies the reasonable clas
sification requirement of § 1.410(b)-
4(b) before the application of para
graph (c)(4) of this section, then any 
portion of the plan that is treated as 
a separate plan as a result of the 
application of paragraphs (c)(4)(i)(A) 
and (ii)(A) of this section is deemed 
to satisfy that requirement. 

* * * * * 
Par. 6. Section 1.414(q)-1 is added 

to read as follows: 

§ l.414(q)-l Highly compensated 
employee. 

Q&A-l through Q&A-8: [Re
served] See § 1.414(q)-lT, Q&A-l 
through Q&A-8 for further guidance. 

Q-9: How is the top-paid group 
determined? 

A-9: (a) [Reserved] See 
§ 1.414(q)-lT, Q&A-9(a) for further 
guidance. 

(b) Number of employees in the 
top-paid group-(1) Exclusions. The 
number of employees who are in the 
top-paid group for a year is equal to 
20 percent of the total number of 
active employees of the employer for 
such year. However, solely for pur
poses of determining the total number 
of active employees in the top-paid 
group for a year, the employees de
scribed in § 1.414(q)-lT, A-9(b)(l)(i), 

68 1994-2 C.B. 

(ii) and (iii)(B) are disregarded. Para
graph (g) of this A-9 provides rules 
for determining those employees who 
are excluded for purposes of applying 
section 414(r)(2)(A), relating to the 
50-employee requirement applicable 
to a qualified separate line of busi
ness. 

(i) through (iii) [Reserved] See 
§ 1.414(q)-IT, Q&A-9(b)(l)(i) 
through (iii) for further guidance. 

(2) Alternative exclusion provi
sions-(i) and (ii) [Reserved] See 
§ 1.414(q)-IT, Q&A-9(b)(2)(i) and 
(ii) for further guidance. 

(iii) Method of election. The elec
tions in this paragraph (b )(2) must be 
provided for in all plans of the em
ployer and must be uniform and con
sistent with respect to all situations in 
which the section 414(q) definition is 
applicable to the employer. Thus, 
with respect to all plan years begin
ning in the same calendar year, the 
employer must apply the test uni
formly for purposes of determining 
its top-paid group with respect to all 
its qualified plans and employee bene
fit plans. If either election is changed 
during the determination year, no 
recalculation of the look-back year 
based on the new election is required, 
provided the change in election does 
not result in discrimination in opera
tion. 

(c) through (f) [Reserved] See 
§ 1.414(q)-IT, Q&A-9(c) through (f) 
for further guidance. 

(g) Excluded employees under sec
tion 414(r)(2)(A)-(1) In general. This 
paragraph (g) provides the rules for 
determining which employees are ex
cluded employees for purposes of ap
plying section 414(r)(2)(A), relating to 
the 50-employee requirement applica
ble to a qualified separate line of 
business. 

(2) Excluded employees-(i) Age 
and service exclusion. All employees 
are excluded who are described in 
§ 1.414(q)-IT, A-9(b)(1)(i) (relating 
to exclusions based on age or service). 
For this purpose, the rules in 
~ 1.414(q)~lT, A-9(e) and (f) (relat
Ing respectively to the 17 Yz -hour rule 
and the 6-month rule) apply. Howev
er, the election in § 1.414(q)-IT, 
A-9(b)(2)(i) (permitting the employer 
to elect reduced minimum age or 
service requirements) does not apply. 

(ii) Nonresident alien exclusion. All 
employees are excluded who are de
scribed in § 1.414(q)-lT, A-9(b)(l)(ii) 

(relating to the exclusion of nonresi
dent aliens with no U.S.-source in
come from the employer). 

(iii) Inclusion of employees covered 
under a collective bargaining agree
ment. All employees are included who 
are described in § 1.414(q)-IT, 
A-9(b)(1)(iii)(A) (relating to employ
ees covered under a collective bar
gaining agreement) and who are not 
otherwise described in paragraph 
(g)(2)(i) or (ii) of this A-9. For this 
purpose, the exclusion in § 1.414(q)
IT, A-9(b)(1)(iii)(B) and the related 
election in § 1.414(q)-IT, A-9(b)(2)
(ii) do not apply. 

(3) Applicable period. The determi
nation of which employees are ex
cluded employees is made on the 
basis of the testing year specified in 
the regulations under section 414(r) 
and not on the basis of the determi
nation year or the look-back year 
under section 414(q). 

(h) Effective date. The provisions 
of this A-9 apply to plan years and 
testing years beginning on or after 
January 1, 1994. 

Q&A-lO through Q&A-15: [Re
served] See § 1.414(q)-IT, Q&A-I0 
through Q&A-15 for further guid
ance. 

Par. 7. Section 1.414(q)-IT, para
graph A-9, is amended as follows: 

1. The introductory text of para-
graph (b)(1) is revised. 

2. Paragraph (b )(2)(iii) is revised. 
3. Paragraph (g) is removed. 
4. The revised provisions read as 

follows: 

§ I.4J4(q)-IT Highly compensated 
employee (Temporary). 

* * * * * 
A-9: 

* * * * * 
(b) Number of employees in the 

top-paid group-(1) Exclusions. [Re
served] See § 1.414(q)-I, 
Q&A-9(b)(1) for further information. 

* * * * * 
(2) * * * 
(iii) Method of election. [Reserved] 

See § 1.414(q)-I, Q&A-9(b)(2)(iii) 
for further information. 

* * * * * 
Par. 8. Section 1.414(r)-0, para-

graph (b), is amended as follows: 
1. Entries for § 1.414(r)-2, para

graphs (b)(2)(i) and (ii), are added. 
2. The entries for § 1.414(r)-3 are 

amended by: 



a. Removing the entries for para
graphs (c)(4)(i) and (c)(4)(ii); 

b. Revising the entry for paragraph 
(c)(S)(iii) and adding entries for para
graphs (c)(S)(iii)(A) and (B). 

3. The entries for § 1.414(r)-6 are 
amended by: 

a. Revising the entry for paragraph 
(b). 

b. Removing the entries for para
graphs (c) and (c)(1) through (c)(12). 

4. The entries for § 1.414(r)-7 are 
amended by: 

a. Removing the entry for para
graph (c)(2); 

b. Redesignating the entries for 
paragraphs (c)(3) through (c)(S) as 
paragraphs (c)(2) through (c)(4); 

c. Adding new entries for para
graphs (c)(S) and (c)(S)(i) through 
(c)(S)(iv); 

d. Removing the entries for para
graphs (d) and (d)(l) through (d)(3). 

S. The entries for § 1.414(r)-8 are 
amended by: 

a. Revising the entry for paragraph 
(b)(2)(iii) and adding entries for para
graphs (b)(2)(iii)(A) and (B). 

b. Removing the entry for para
graph (d)(4). 

c. Redesignating the entry for para
graph (d)(S) as paragraph (d)(4). 

6. The added and revised entries 
read as follows: 

§ 1.414(r)-0 Table of Contents. 

* * * * 
(b) * * * 

* * * * 
§ 1.414(r)-2 Line of business. 

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

* 

(i) In general. 

* * 

* 

* 

* 

(ii) Timing of provision of property 
or services. 

* * * * 
§ 1.414(r)-3 Separate line of 
business. 

* 
(c) * * * 
(S) * * * 

* * * 

* 

* 

(iii) Optional rule for employees 
who change status. 

(A) In general. 
(B) Change in employee's status. 

* * * * * 
§ 1.414(r)-6 Qualified separate line 
of business - administrative scrutiny 
requirement - individual 
determinations. 

* * * * * 

(b) Authority to establish proce
dures. 

§ 1.414(r)-7 Determination of the 
employees of an employer's qualified 
separate lines of business. 

* * * * 
(c) * * * 
(S) Small group method. 
(i) In general. 
(ii) Size of group. 

* 

(iii) Composition of qualified sepa
rate line of business. 

(iv) Reasonable allocation. 

§ 1.414(r)-8 Separate application of 
section 41O(b) 

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

* * * * 

(iii) Modification of unsafe harbor 
percentage for plans satisfying ratio 
percentage test at 90 percent level. 

(A) General rule. 
(B) Facts and circumstances alter

native. 

* * * * * 
Par. 9. Section 1.414(r)-1 is 

amended as follows: 
1. The fourth and seventh sentences 

of the Example in paragraph (c)(2)(ii) 
are amended by adding the language 
"nonhighly compensated" immediate
ly after "nonexcludable." 

2. Paragraph (c)(3)(ii) is revised. 
3. The last sentence of paragraph 

(d)(4) is amended by adding the lan
guage "scrutiny" immediately after 
"administrative. " 

4. Paragraph (d)(9)(i) is amended 
by removing the reference "1992" 
from the end of the sentence and 
adding the language " 1994 (or J anu
ary 1, 1996, in the case of plans 
maintained by organizations exempt 
from income taxation under section 
SOl (a), including plans subject to sec
tion 403(b )(12)(A)(i) (nonelective 
plans»" in its place. 

S. The last sentence of paragraph 
(e) is amended by removing the lan
guage "and new conditions under 
which an individual determination 
may be requested under section 
§ 1.414(r)-6". 

6. The revised provision reads as 
follows: 

§ 1.414(r)-1 Requirements applicable 
to qualified separate lines of business. 

* 
(c) * * * 
(3) * * * 

* * * * 
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(ii) Special rule for employer-wide 

plans. Notwithstanding the first sen
tence of paragraph (c)(3)(i) of this 
section, an employer that is treated as 
operating qualified separate lines of 
business in accordance with para
graph (b) of this section for purposes 
of both sections 41O(b) and 401(a)(26) 
may apply the requirements of section 
401(a)(26) on an employer-wide rather 
than a qualified-separate-line-of-busi
ness basis with respect to any plan 
(within the meaning of § 1.414(r)-
9(c)(2), but without regard to the 
mandatory disaggregation rule of 
§ 1.401(a)(26)-2(d)(1)(iv) for portions 
of a plan that benefit employees of 
different qualified separate lines of 
business), but only if the special rule 
for employer-wide plans in paragraph 
(c)(2)(ii) of this section is applied to 
the same plan for the same plan year. 

* * * * * 
Par. 10. Section 1.414(r)-2 is 

amended as follows: 
1. Paragraph (b)(2) is revised. 
2. Example 1 and Example 2 in 

paragraph (c)(3) are revised. 
3. The revised provisions read as 

follows: 

§ 1.414(r)-2 Line of business. 

* * * * * 
(b) * * * 
(2) Property and services provided 

to customers-(i) In general. Proper
ty, whether real or personal, tangible 
or intangible, is provided by an em
ployer to a customer if the employer 
provides the property to or on behalf 
of the customer for consideration. 
Similarly, services are provided by an 
employer to a customer if the em
ployer renders the services to or on 
behalf of the customer for consider
ation. An individual item of property 
or service is taken into account un
der this paragraph (b)(2) only if the 
employer provides the item to a per
son other than the employer in the 
ordinary course of a trade or business 
conducted by the employer and the 
person to whom the employer pro
vides the item is acting in the capacity 
of a customer of the employer. A 
type of tangible property is deemed to 
be provided to customers of the em
ployer for purposes of this section if, 
with respect to a business that pro
duces or manufactures that type of 
tangible property, the employer satis
fies the special rule in § 1.414(r)-
3(d)(2)(iii)(B) for vertically integrated 
businesses. 
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(ii) Timing of provision of property 
or services. Generally an employer 
determines its lines of business on the 
basis of the property and services it 
provides to its customers for consid
eration during the testing year. How
ever, it is not necessary both that 
property or services actually be pro
vided, and that consideration for the 
property or services actually be paid, 
during the current testing year. For 
an employer to be considered to pro
vide property or services to customers 
for consideration during a testing 
year under this paragraph (b )(2), it is 
sufficient that the property or services 
actually be provided to customers 
during the testing year, the consider
ation actui:1lly be paid during the 
testing year, or the employer actually 
incur significant costs during the test
ing year associated with the provision 
of the property or services to a speci
fied customer or specified customers. 

* 
(c) * * * 
(3) * * * 

* * * * 

Example I. Employer H operates several 
dairy farms and dairy product processing 
plants. The dairy farms provide part of their 
output of milk and milk by-products to Em
ployer H's dairy product processing plants and 
also sell part to retail distributors unrelated to 
Employer H. The dairy farms' provision of 
milk and milk by-products to Employer H's 
dairy product processing plants does not consti
t ute the provision of property or services to 
customers of Employer H because the milk and 
milk by-products are not provided to a person 
other than employer H. However, the dairy 
farms' provision of milk and milk by-products 
to independent retail distributors does consti
tute the provision of property or services to 
customers of Employer H under paragraph 
(b)(2) of this section. 

Example 2. The facts are the same as in 
Example I, except that the dairy farms provide 
their entire output of milk and milk by
pro~ucts to Employer H's dairy product pro
cessmg plants. The dairy farms' provision of 
milk and milk by-products to the dairy product 
processing plants generally does not constitute 
the provision of property or services to custom
ers of Employer H because the milk and milk 
by-products are not provided to a person other 
than Employer H. However, paragraph (b)(2)(i) 
of this section provides a special rule for 
vertically integrated businesses that satisfy 
§ 1.4l4(r)-3(d)(2)(iii)(B). If § 1.414(r)-
3(d)(2)(iii)(B) is satisfied, then, under the spe
cial rule of paragraph (b )(2)(i) of this section 
the milk and milk by-products are deemed t~ 
be provided to customers of Employer H. 

* * * * * 
Par. 11. Section 1.414(r)-3 is 

amended as follows: 
1. The second sentence of para

graph (b)(4) is revised. 
2. Paragraph (c)(2)(ii) is revised. 
3. Paragraph (c)(4) is revised. 
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4. Paragraph (c)(5)(iii) is revised. 
5. The last sentence of the intro

ductory text of paragraph (c)(6) is 
revised. 

6. A sentence is added to the end 
of Example 2 of paragraph (c)(6). 

7. In paragraph (c)(6), the phrase 
"(in accordance with paragraph 
(c)(5)(iii) of this section)" is removed 
from the seventh sentence of Example 
3, the fifth sentence of Example 4, 
the fifth and sixth sentences of Exam
ple 5, and the fifth sentence of Exam
ple 7. 

8. Two sentences are added to the 
end of Example 5 of paragraph (c)(6). 

9. A sentence is added to the end 
of the introductory text of paragraph 
(c)(7). 

10. Example 1 of paragraph (c)(7) 
is revised. 

11. In Example 2 of paragraph 
(c)(7), the phrase "(in accordance 
with paragraph (c)(5)(iii) of this 
section)" is removed from the third 
sentence. 

12. Examples 3 and 4 of paragraph 
(c)(7) are redesignated Examples 4 
and 5, respectively, and a new Exam
ple 3 is added. 

13. The first sentence of newly 
designated Example 5 in paragraph 
(c)(7) is amended by removing the 
reference "Example 3" and adding 
"Example 4" in its place. 

14. Paragraph (d)(2) is revised. 
15. Example 1 of paragraph (d)(4) 

is revised. 
16. The additions and revisions 

read as follows: 

§ 1.414(r)-3 Separate line of 
business. 

* * * * 
(b) * * * * 
(4) Separate employee workforce. 

* * * A line of business has its own 
separate workforce only if at least 90 
percent of the employees who provide 
services to the line of business, and 
who are not substantial-service em
ployees with respect to any other line 
of business, are substantial-service 
employees with respect to the line of 
business. * * * 

(c) * * * 
(2) * * * 
(ii) The denominator of which is 

the total number of employees who 
provide services to the line of busi
ness within the meaning of paragraph 
(c)(5) of this section and who are not 
substantial-service employees with re
spect to any other line of business. 

* * * * * 
(4) Employees taken into account. 

For purposes of applying this para
graph (c), only employees who are 
employees on the first testing day are 
taken into account. For this purpose, 
there are no excludable employees 
except nonresident aliens described in 
section 41O(b)(3)(C). Consequently, 
all other employees who are employ
ees on the first testing day are taken 
into account, including collectively 
bargained employees. For the defini
tion of first testing day, see 
§ 1.4I4(r)-II(b)(7). 

(5) * * * 
(iii) Optional rule for employees 

who change status-(A) In general. 
Solely for purposes of the separate
ness rules of this section and the 
assignment rules of § 1.4I4(r)-7, if 
an employee changes status as de
scribed in paragraph (c)(5)(iii)(B) of 
this section, an employer may, for up 
to three consecutive testing years after 
the base year (within the meaning of 
paragraph (c)(5)(iii)(B)(1) or (2) of 
this section), treat the employee as 
providing the same level of service to 
its lines of business as the employee 
provided in the base year. 

(B) Change in employee's status. 
An employee changes status as de
scribed in this paragraph (c)(5)(iii)(B) 
if-

(1) For a testing year (the base 
year), the employee was a substantial
service employee with respect to a 
qualified separate line of business of 
the employer (prior line of business) 
and, for the immediately succeeding 
testing year, the employee is not a 
substantial-service employee with re
spect to that prior line of business; or 

(2) For a testing year (the base 
year), the employee was a residual 
shared employee and, for the immedi
ately succeeding testing year, the em
ployee is a substantial-service employ
ee with respect to a qualified separate 
line of business. 

(c) * * * 
(6) * * * Unless otherwise specified, 

it is assumed that the employees and 
their services described in these exam
ples are taken into account under 
paragraphs (c)(4) and (5) of this sec
tion for the testing year and that the 
employer does not use the option 
under § 1.4I4(r)-11(b)(2) to treat em
ployees who provide less than 75 
percent of their services to a line of 



business as substantial-service em
ployees with respect to the line of 
business. 

* * * * * 
Example 2. * * * Moreover, because Em

ployees M and N provide at least 75 percent of 
their services to Employer A's tire and automo
tive products line of business and are 
substantial-service employees with respect to 
that line, they are disregarded in applying 
paragraph (b)(4) of this section to any other 
line of business, even if they provide services to 
the other line. 

* * * * * 
Example 5. * * * Under the definition of 

substantial-service employee in § 1.414(r)
I I (b)(2), Employer A may treat Employee R as 
a substantial-service employee with respect to 
the tire and automotive products line of busi
ness because Employee R provides at least 50 
percent of his services to that line. In that case, 
Employee R would be disregarded in applying 
paragraph (b)(4) of this section to the construc
tion machinery and agricultural equipment lines 
of business. 

* * * * * 
(7) * * * Unless otherwise specified, 

it is assumed that employees who 
provide services to a line of business 
are not substantial-service employees 
with respect to any other line of 
business and that, in determining the 
top-paid employees with respect to a 
line of business, the employer is using 
the option under § 1.414(r)-II(b)(3) 
to disregard all employees who pro
vide less than 25 percent of their 
services to that line of business. 

Example 1. (a) Employer C operates three 
lines of business as determined under 
§ 1.414(r)-2. One of its lines of business is the 
operation of a chain of athletic equipment and 
apparel stores. Of Employer C's total work
force, 12,000 employees provide more than a 
negligible amount of the services they provide 
to Employer C to the athletic equipment and 
apparel stores line of business, within the 
meaning of paragraph (c)(5) of this section. Of 
the 1,200 employees who constitute the top ten 
percent by compensation of those 12,000 em
ployees, 930 are substantial-service employees 
with respect to that line of business. Because 
930 is 77.5 percent of 1,200, less than 80 
percent of the top-paid employees with respect 
to the line of business are substantial-service 
employees with respect to that line of business. 
Therefore, Employer C's athletic equipment 
and apparel stores line of business does not 
have its own separate management under para
graph (b)(5) of this section. 

(b) Assume that, in determining the top-paid 
employees with respect to the athletic equip
ment and apparel stores line of business, Em
ployer C chooses to disregard all employees 
who provide less than 25 percent of their 
services to the line of business as permitted 
under the definition in § 1.414(r)-II(b)(3). Of 
the 12,000 employees who provide more than a 
negligible amount of their services to the athlet
ic equipment and apparel stores line of busi
ness, 10,000 provide at least 25 percent of their 
services to that line. Of the 1,000 employees 
who constitute the top ten percent by com pen-

sation of those 10,000 employees, 930 are 
substantial-service employees with respect to 
the athletic equipment and apparel stores line 
of business. Because 930 is 93 percent of 1,000, 
at least 80 percent of the top-paid employees 
with respect to the line of business are 
substantial-service employees with respect to 
that line of business. Therefore, Employer C's 
athletic equipment and apparel stores line of 
business has its own separate management and 
satisfies the requirement of paragraph (b )(5) of 
this section. 

* * * * * 
Example 3. The facts are the same as in 

Example 2 except that Employee X provides 60 
percent of his services to Employer C's second 
line of business, an athletic equipment factory, 
and 30 percent of his service to Employer C's 
third line of business, a fast-food chain. Be
cause Employee X provides at least 50 percent 
of his services to the athletic equipment factory 
line of business, Employer C chooses to treat 
him as a substantial-service employee with 
respect to that line of business, as permitted 
under § 1.414(r)-II(b)(2). Thus, Employee X is 
taken into account as a substantial-service em
ployee with respect to the athletic equipment 
factory line of business and is disregarded in 
applying the separate workforce and separate 
management requirements under paragraphs 
(b)(4) and (5) to the fast-food chain line of 
business. 

* * * * * 
(d) * * * 
(2) Requirements. Two lines of 

business satisfy the requirements of 
this paragraph (d) with respect to a 
type of property or service only if-

(i) One of the lines of business (the 
upstream line of business) provides a 
type of property or service to the 
other line of business (the down
stream line of business); 

(ii) The downstream line of busi
ness either-

(A) Uses, consumes, or substantial
ly modifies the property or service in 
the course of itself providing property 
or services to customers of the em
ployer; or 

(B) Provides the same property or 
service to customers of the employer 
at a different level in the chain of 
commercial distribution from the up
stream line of business (e.g., retail 
versus wholesale); and 

(iii) The upstream line of business 
either-

(A) Provides the same type of 
property or service to customers of 
the employer, and at least 25 percent 
of the total number of units of the 
same type of property or service pro
vided by the upstream line of business 
to all persons (including customers of 
the employer, the downstream line of 
business, and all other lines of busi
ness of the employer) are provided to 
customers of the employer by the 
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upstream line of business, when mea
sured on a uniform basis; or 

(B) Provides to the downstream 
line of business property consisting 
primarily of a type of tangible prop
erty (i.e., goods, not services) that it 
produces or manufactures, and some 
entities outside the employer's con
trolled group that are engaged in a 
similar business as the upstream line 
of business provide the same type of 
tangible property to unrelated cus
tomers (i. e., customers outside those 
entities' respective controlled groups). 

* 
(4) * * * 

* * * * 

Example 1. Employer E operates two lines of 
business as determined under § 1.414(r)-2, one 
engaged in upholstery textile manufacturing 
and the other in furniture manufacturing. Dur
ing the testing year, the upholstery textile line 
of business provides its entire output of uphol
stery textiles to the furniture line of business. 
The furniture line of business uses the uphol
stery textiles in the manufacture of upholstered 
furniture for sale to customers of Employer E. 
The furniture line of business thus substantially 
modifies the upholstery textiles provided to it 
by the upholstery textile line of business in 
providing upholstered furniture products to 
customers of Employer E. In addition, al
though the upholstery textile line of business 
does not provide upholstery textiles to custom
ers of Employer E, some entities engaged in 
upholstery textile manufacturing provide uphol
stery textiles to customers outside their con
trolled groups. Under these facts, Employer E's 
two lines of business satisfy the requirements 
of this paragraph (d) with respect to upholstery 
textiles for the testing year. 

* * * * * 
§ 1.414(r)-4 [Amended) 

Par. 12. Section 1.414(r)-4 is 
amended by removing the reference 
"§ 1.414(q)-lT" from the last sen
tence of paragraph (b) and adding 
"§ 1.414(q)-I" in its place. 

Par. 13. Section 1.414(r)-5 is 
amended as follows: 

1. Paragraph (b)(5)(ii) is revised. 
2. Paragraphs (d)(1)(ii)(B) and (C) 

are revised. 
3. The concluding text of para

graph (d)(I) is removed. 
4. Paragraph (d)(1)(iii) is added. 
5. Example 2 of paragraph (d)(4) is 

revised. 
6. The last sentence of paragraph 

(g)(2)(iii)(A) is revised. 
7. Paragraph (g)(2)(iii)(D) is 

amended by: 
a. Revising the third sentence; 
b. Adding a sentence to the end. 
8. Paragraph (g)(3)(ii)(B) is amend-

ed by adding the language "de
scribed" immediately after "amount" 
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and removing the language "de
scribed" from after "employee." 

9. The last sentence of paragraph 
(g)(3)(iii)(B) is amended by: 

a. Adding the word "qualified" 
immediately before "disability"; 

b. Removing the reference 
"§ 1.401(a)(4)-3(d)(6)(vi)" and add
ing "section 411(a)(9)" in its place. 

10. A sentence is added to the end 
of paragraph (g)(3)(iii)(C). 

11. The last sentence of paragraph 
(g)(3)(iii)(0) is revised. 

12. Paragraph (g)(5) is revised. 
13. A sentence is added after the 

third sentence of paragraph (g)(6). 
14. The revised provisions read as 

follows: 

§ 1.414(r)-5 Qualified separate line 
of business - administrative scrutiny 
requirement - safe harbors. 

* 
(b) * * * 
(5) * * * 

* * * * 

(ii) No more than five percent of 
the employees of the separate line of 
business for the current testing year 
were employees of a different sepa
rate line of business for the immedi
ately preceding testing year, and no 
more than five percent of the employ
ees of the separate line of business 
for the immediately preceding testing 
year are employees of a different 
separate line of business for the cur
rent testing year. 

* 
(d) * * * 
(1) * * * 
(ii) * * * 

* * * * 

(B) No more than 10 percent of the 
employees who are substantial-service 
employees with respect to the ac
quired line of business were 
substantial-service employees with re
spect to a different separate line of 
business for the immediately preced
ing testing year; and 

(C) No more than 10 percent of the 
employees who were substantial
service employees with respect to the 
acquired line of business for the im
mediately preceding testing year are 
substantial-service employees with re
spect to a different separate line of 
business in the respective testing year. 

(iii) If the transaction described in 
paragraph (d)(I) of this section occurs 
after the first testing day in a testing 
year, the determinations required by 
paragraphs (d)(1)(ii)(B) and (C) of 
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this section with respect to that test
ing year are made as of the date of 
the transaction. 

* * * * * 
(4) * * * 

Example 2. The facts are the same as in 
Example 1 except that, by the first testing day 
in 1997 (Transition Year I), there are 3.00 
additional substantial-service employees with 
respect to the pharmaceutical supplies line of 
business increasing the total number to 4,300. 
Of thos; 300 employees, 250 were substantial
service employees with respect to a different 
separate line of business for testing year 1996 
and 50 are new hires. Assume that, on the first 
testing day in Transition Year I, the pharma· 
ceutical supplies line of business satisfies the 
requirements of § 1.414(r)-3 (taking into ac
count § 1.414(r)-I(d)(4» and therefore consti
tutes a separate line of business. Because 250 is 
6 percent of 4,300, no more than ten percent of 
the employees who are substantial-service em
ployees with respect to the pharmaceutical 
supplies line of business were substantial
service employees with respect to a different 
separate line of business for the immediately 
preceding testing year. The 50 newly hired 
employees are disregarded in making this deter
mination. Under these facts, the pharmaceuti
cal supplies separate line of business satisfies 
the safe harbor in this paragraph (d) for 
Transition Year I. 

* 
(g) * * * 
(2) * * * 
(iii) * * * 

* * * * 

(A) * * * For purposes of this 
paragraph (g)(2)(iii), the normal ac
crual rate is the percentage (not less 
than 0) determined by subtracting the 
employee's normalized accrued bene
fit as of the end of the prior plan 
year (expressed as a percentage of 
average annual compensation as of 
the end of the prior plan year) from 
the employee's normalized accrued 
benefit as of the end of the plan year 
(expressed as a percentage of average 
annual compensation as of the end of 
the plan year). 

* * * * * 
(0) * * * However, a plan may 

disregard in a reasonable and consis
tent manner: years before the effec
tive date of these regulations as set 
forth in § 1.414(r)-I(d)(9)(i), years 
more than 10 years preceding the 
current plan year, and years for 
which the employer does not use this 
paragraph (g)(2) to satisfy this safe 
harbor with respect to the separate 
line of business. * * * If a plan 
provides a defined benefit minimum 
that uses more than five consecutive 
years for calculating average annual 
compensation or the plan is an accu
mulation plan as defined in 
§ 1.401(a)(4)-12, the 0.75 percent an-

nual accrual rate in paragraph 
(g)(2)(iii)(A) of this section i~ m~lti
plied by 133.3 percent, resultmg m a 
normal accrual rate equal to 1.0 per
cent. 

* * * * * 
(3) * * * 
(iii) * * * 
(C) * * * In addition, no adjust-

ment is made to the maximum nor
mal accrual rate because the plan uses 
more than five consecutive years for 
calculating average annual compensa
tion or the plan is an accumulation 
plan as defined in § 1.401 (a)(4)-12. 

(0) * * * In the case of a plan with 
subsidized optional forms, the deter
mination of accrual rate for the plan 
year under paragraph (g)(2)(iii)(A) of 
this section is the percentage (not less 
than 0) determined by subtracting the 
largest of the sums of the employee's 
normalized QJSAs and QSUPPs de
termined for each age under 
§ 1.401(a)(4)-3(d)(l)(ii) as of the end 
of the prior plan year (expressed as a 
percentage of average annual com
pensation as of the end of the prior 
plan year) from the largest of the 
sums of the employee's normalized 
QJSAs and QSUPPs determined for 
each age under § 1.401(a)(4)-
3(d)(l)(ii) as of the end of the plan 
year (expressed as a percentage of 
average annual compensation as of 
the end of the plan year). 

* * * * * 
(5) Certain contingency provisions 

ignored. For purposes of this para
graph (g), an employee's accrual or 
allocation rate is determined without 
regard to any minimum benefit or 
any maximum benefit limitation that 
is applicable to the employee only if 
the separate line of business fails 
otherwise to satisfy the requirement 
of administrative scrutiny. 

(6) * * * For purposes of the 
minimum benefit requirement of 
paragraph (g)(2) of this section, sec
tion 41O(b)(4) may be applied with 
reference to the lowest minimum age 
requirement, and with reference to 
the lowest minimum service require
ment, applicable under any plan of 
the employer that benefits highly 
compensated employees of the sepa
rate line of business, as if all the 
plans were a single plan under 
§ 1.41O(b)-6(b)(2), or, if no plan of 
the employer benefits highly compen
sated employees of the separate line 
of business, with reference to the 



greatest age and service requirements 
permitted under section 41O(a)(1)(A). 
* * * 

Par. 14. Section 1.414(r)-6 is 
amended as follows: 

1. Paragraph (a) is amended by: 
a. Revising the third sentence. 
b. Adding a new sentence immedi-

ately following the second sentence. 
c. Removing the last sentence. 
2. Paragraph (b) is revised. 
3. Paragraph (c) is removed. 
4. The addition and revisions read 

as follows: 

§ 1.414(r)-6 Qualified separate line 
of business - administrative scrutiny 
requirement - individual 
determinations 

(a) * * * The Commissioner shall 
issue such an individual determination 
only when it is consistent with the 
purpose of section 414(r), taking into 
account the nondiscrimination re
quirements of sections 401(a)(4) and 
41O(b). Paragraph (b) of this section 
authorizes the Commissioner to estab
lish procedures for requesting and 
granting individual determinations. 

(b) Authority to establish proce
dures. The Commissioner may, in 
revenue rulings and procedures, notic
es, and other guidance, published in 
the Internal Revenue Bulletin (see 
§ 601.601(d)(2)(ii)(b) of this chapter), 
provide any additional guidance that 
may be necessary or appropriate for 
requesting and granting individual de
terminations under this section. For 
example, such guidance may specify 
the circumstances in which an em
ployer may request an individual de
termination and factors to be taken 
into account in deciding whether to 
grant a favorable individual determi
nation. In addition, such guidance 
may describe situations that automati
cally fail the administrative scrutiny 
requirement. 

Par. 15. Section 1.414(r)-7 is 
amended as follows: 

1. The last sentence of paragraph 
(a)(1) is revised. 

2. Paragraph (b )(2)(ii) is amended 
by removing the language "with re
spect to a qualified separate line of 
business" . 

3. The last sentence of paragraph 
(b)(3) is amended by removing the 
language "(including whether the re
sidual shared employee is eligible for 
assignment under paragraph (c)(2) of 
this section)". 

4. Paragraph (c)(1) is revised. 
5. Paragraph (c)(2) is removed. 
6. Paragraphs (c)(3) through (c)(5) 

are redesignated (c)(2) through (c)(4), 
respectively, and a new paragraph 
(c)(5) is added. 

7. Redesignated paragraphs 
(c)(2)(i), (c)(3)(i) and (c)(4)(i) are 
amended by removing the language 
"who are not assigned under para
graph (c)(2) of this section". 

8. Redesignated paragraphs 
(c)(2)(i), (c)(2)(v), and Example 2, 
Example 3 and Example 4 of para
graph (c)(2)(v) are amended by re
moving the reference "paragraph 
(c)(3)" and adding "paragraph 
(c)(2)" in its place. 

9. Redesignated paragraph (c)(2)(i) 
and paragraph (ii) of Example 1 of 
redesignated paragraph (c)(2)(v) are 
amended by removing the reference 
"paragraph (c)(3)(ii)" and adding 
"paragraph (c)(2)(ii)" in its place. 

10. Redesignated paragraph (c)(2)(i) 
is amended by removing the reference 
"paragraph (c)(3)(iv)" and adding 
"paragraph (c)(2)(iv)" in its place. 

11. Redesignated paragraph 
(c)(2)(iii)(A) is revised. 

12. Redesignated paragraph 
(c)(2)(iv) is revised. 

13. Example 1 of redesignated 
paragraph (c)(2)(v) is amended by 
removing the third sentence of para
graph (i). 

14. Example 2 of redesignated 
paragraph (c)(2)(v) is amended by 
removing the reference "35 percent" 
from the second sentence and adding 
"25 percent" in its place. 

15. The first sentence of redesigna
ted paragraph (c)(2)(v), Example 4(ii) 
is amended by: 

a. Removing the reference "35" 
and adding "25" in its place; 

b. Removing the reference "para
graph (c)(3)(iii)" and adding "para
graph (c)(2)(iv)" in its place. 

16. The second sentence of rede
signated paragraph (c)(2)(v), Example 
4(ii) is amended by removing the 
reference "paragraph (c)(3)(iii)(B)" 
and adding "paragraph (c)(2)(iv)(B)" 
in its place. 

17. Redesignated paragraphs 
(c)(3)(i), (c)(3)(ii), and the introducto
ry language and third sentence of 
Example 1 of redesignated paragraph 
(c)(3)(iii) are amended by removing 
the reference "paragraph (c)(4)" and 
adding "paragraph (c)(3)" in its 
place. 
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18. Redesignated paragraph (c)(3)(i) 

is amended by removing the reference 
"(c)(3)(iii)" and adding "(c)(2)(iii)" 
in its place. 

19. Redesignated paragraphs 
(c)(3)(ii)(A) and (c)(3)(ii)(B) are 
amended by removing the reference 
"(c)(4)(i)" and adding "(c)(3)(i)" in 
its place. 

20. The first sentence of Example 1 
of redesignated paragraph (c)(3)(iii) is 
amended by removing the reference 
"paragraph (c)(3)(iv)" and adding 
"paragraph (c)(2)(v)" in its place and 
by removing the word "and" and 
adding "except" in its place. 

21. Redesignated paragraphs 
(c)(4)(i), (c)(4)(ii), and (c)(4)(iii) are 
amended by removing the reference 
"paragraph (c)(5)" and adding 
"paragraph (c)(4)" in its place. 

22. Redesignated paragraph 
(c)(4)(iii)(E) is amended by removing 
the reference "(c)(5)(iii)" and adding 
"(c)(4)(iii)" in its place. 

23. Paragraph (d) is removed. 
24. The added and revised provi

sions read as follows: 

§ 1.414(r)-7 Determination of the 
employees of an employer's qualified 
separate lines of business. 

(a) * * * 
(1) In general. * * * Paragraph (c) 

of this section provides methods for 
allocating residual shared employees 
among qualified separate lines of 
business. 

* * * * * 
(c) * * * 
(1) In general. All residual shared 

employees must be allocated ~mong 
an employer's qualified separate lines 
of business under one of the alloca
tion methods provided in paragraphs 
(c)(2) through (5) of this section. An 
employer is permitted to select which 
method of allocation to apply for the 
testing year to residual shared em
ployees. However, the same alloca
tion method must be used for all of 
the employer's residual shared em
ployees and for all purposes listed in 
paragraph (a)(2) of this section with 
respect to the testing year. 

(2) * * * 
(iii) * * * (A) Determination of 

percentage. The employee assignment 
percentage of a qualified separate line 
of business is the fraction (expressed 
as a percentage)-

(1) The numerator of which is the 
number of substantial-service emp\oy-
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ees with respect to the qualified sepa
rate line of business who are assigned 
to that line of business under para
graph (b) of this section; and 

(2) The denominator of which is 
the total number of substantial
service employees who are assigned to 
all qualified separate lines of business 
of the employer under paragraph (b) 
of this section. 

* * * * * 
(iv) Option to apply reduced per-

centage. An employer is permitted to 
determine whether it has a dominant 
line of business by substituting 2S 
percent for SO percent in paragraph 
(c)(2)(ii) of this section. This option is 
available for a testing year only if the 
qualified separate line of business sat
isfies one of the following require
ments: 

(A) The qualified separate line of 
business accounts for at least 60 per
cent of the employer's gross revenues 
for the employer's latest fiscal year 
ending in the testing year. 

(B) The employee assignment per
centage of the qualified separate line 
of business would be at least 60 
percent if collectively bargained em
ployees were taken into account. 

(C) Each qualified separate line of 
business of the employer satisfies the 
statutory safe harbor of § 1.414(r)
S(b), the average benefits safe harbor 
of § 1.414(r)-S(f), or the minimum or 
maximum benefits safe harbor of 
§ 1.414(r)-S(g). Whether a qualified 
separate line of business satisfies one 
of these safe harbors is determined 
after the application of this section, 
including the assignment of all residu
al shared employees under this para
graph (c)(2). 

(D) The employee assignment per
centage of the qualified separate line 
of business is at least twice the em
ployee assignment percentages of each 
of the employer's other qualified sep
arate lines of business. 

* * * * * 
(S) Small group method-(i) In 

general. Under the method of alloca
tion provided for in this paragraph 
(c)(S), each residual shared employee 
is allocated to a qualified separate 
line of business chosen by the em
ployer. This method does not apply 
unless all of the requirements of para
graphs (c)(S)(ii), (iii), and (iv) of this 
section are satisfied. 

(ii) Size of group. The total number 
of the employer's residual shared em-
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ployees allocated under this para
graph (c) must not exceed three pe~
cent of all of the employer s 
employees. For this purpose, the em
ployer's employees include only those 
employees taken into account under 
paragraph (c)(2)(iii)(B) of th.is. section. 

(iii) Composition of qualified s~I?a
rate line of business. The quahfIed 
separate line of business to which the 
residual shared employee is allocated 
must have an employee assignment 
percentage under paragraph (c)(2)(iii) 
of this section of at least ten percent. 
In addition, the qualified separate 
line of business to which the residual 
shared employee is allocated must 
satisfy the statutory safe harbor un
der § 1.414(r)-S(b) after the employee 
is so allocated. 

(iv) Reasonable allocation. The al
location of residual shared employees 
under the small group method provid
ed for in this paragraph (c)(S) must 
be reasonable. Reasonable allocations 
generally include allocations that are 
based on the level of services that the 
residual shared employees provide to 
the employer's qualified separate lines 
of business, the similar treatment of 
similarly-situated residual shared em
ployees, and other bona fide business 
criteria; in contrast, an allocation that 
is designed to maximize benefits for 
select employees is not considered a 
reasonable allocation. For example, 
allocation of all residual shared em
ployees who work in the same depart
ment, or at the same location, to the 
same qualified separate line of busi
ness would be an indication of rea
sonableness. However, allocation of a 
group of similarly-situated residual 
shared employees to a qualified sepa
rate line of business for which they 
provide minimal services might not be 
considered reasonable. In addition, 
the allocation of the professional em
ployees of a department to one quali
fied separate line of business and the 
allocation of the support staff of the 
same department to a different quali
fied separate line of business would 
not be reasonable. 

Par. 16. Section 1.414(r)-S is 
amended as follows: 

1. Paragraph (b)(2)(iii) is revised. 
2. In Example 1 and Example 4 of 

paragraph (b)(4), the reference 
"1993" is removed from each place it 
appears and "1994" is added in its 
place. 

3. Example 2 in paragraph (b)(4) is 
revised. 

4. Example 3 and Exa'!'ple 4 in 
paragraph (b)(4) are redeSIgnated. as 
Example 5 and Example 6 respectIve
ly, and new Example 3 and Example 
4 are added. 

S. In the fifth sentence of rede
signated Example 5(ii) in paragraph 
(b)(4), the reference "§ 1.410(b)-
7(c)(4)" is removed and "§ 1.41O(b)-
7(c)(S)" is added in its place. 

6. In the first and third sentences 
of redesignated Example 6 in para
graph (b)(4), the reference "Example 
3" is removed and "Example 2" is 
added in its place. 

7. Paragraph (d)(4) is removed. 
S. Paragraph (d)(S) is redesignated 

(d)(4). . . 
9. The additions and reVlSlons read 

as follows: 

§ 1.414(r)-8 Separate application of 
section 41O(b). 

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

* * * * 

(iii) Modification of unsafe harbor 
percentage for plans satisfying ratio 
percentage test at 90 percent level
(A) General rule. If a plan benefits a 
group of employees for a plan year 
that would satisfy the ratio percent
age test of § 1.41O(b)-2(b)(2) on a 
qualified-separate-line-of-business b~
sis under paragraph (b)(3) of thIS 
section if the percentage in 
§ 1.41O(b)-2(b)(2) were increased to 
90 percent, the unsafe harbor percent
age in § 1.41O(b)-4(c)(4)(ii) for the 
plan is reduced by five percentage 
points (not five percent) for the plan 
year and is applied without regard to 
the requirement that the unsafe har
bor percentage not be less than 20 
percent. Thus, if the requirements of 
this paragraph (b )(2)(iii)(A) are sati.s
fied, the unsafe harbor percentage In 

§ 1.41O(b)-4(c)(4)(ii) is treated as 35 
percent, reduced by 3/4 of a percent
age point for each whole percentage 
point by which the nonhighly com
pensated employee concentration per
centage exceeds 60 percent. 

(B) Facts and circumstances al~er
native. If a plan satisfies the reqUIre
ments of paragraph (b )(2)(iii)(A) of 
this section, but has a ratio percent
age on an employer-wide basis that 
falls below the unsafe harbor percent
age determined under paragraph 
(b)(2)(iii)(A) of this section, the plan 
nonetheless is deemed to satisfy sec
tion 41O(b)(S)(B) on an employer-wide 
basis if the Commissioner determines 



that, on the basis of all of the rele
vant facts and circumstances, the plan 
benefits such employees as qualify 
under a classification of employees 
that does not discriminate in favor of 
highly compensated employees. 

* 
(4) * * * * * * * 

Example 2. The facts are the same as in 
Example 1. All of the 50 highly compensated 
employees treated as employees of Line 2 
benefit under Plan Y, and 80 of the 100 
nonhighly compensated employees treated as 
employees of Line 2 benefit under Plan Y. 
Thus, Plan Y benefits 50 percent of all Em
ployer A's highly compensated employees (50 
out of 100) and only 4 percent of all Employer 
A's non highly compensated employees (80 out 
of 2,000). Thus, while Plan Y has a ratio 
percentage of 80 percent (80070 -7 100070) on a 
qualified-separate-line-of-business basis, it has 
a ratio percentage of only 8 percent (4D70 -7 

50070) on an employer-wide basis. See 
§ 1.410(b)-9. Under § 1.41O(b)-4(c)(4)(iii), the 
non highly compensated employee concentration 
percentage is 2,00012,100 or 95 percent. Be
cause 8 percent is less than 20 percent (the 
unsafe harbor percentage applicable to Em
ployer A under § 1.410(b)-4(c)(4)(ii», Plan Y 
does not satisfy the nondiscriminatory classifi
cation test of § 1.410(b)-4 on an employer
wide basis. Nor does Plan Y satisfy the ratio 
percentage test of § 1.410(b)-2(b)(2) on an 
employer-wide basis, since 8 percent is less than 
70 percent. Under these facts, Plan Y does not 
satisfy section 41O(b)(5)(B) on an employer
wide basis in accordance with paragraph (b )(2) 
of this section for the plan year of Plan Y 
beginning in the 1994 testing year, and there
fore fails to satisfy section 41O(b) for that year. 
This is true even though Plan Y satisfies 
section 41O(b) on a qualified-separate-line-of
business basis in accordance with paragraph 
(b)(3) of this section. 

Example 3. The facts are the same as in 
Example 2, except that all of the employees 
treated as employees of Line 2 benefit under 
Plan Y. Thus, Plan Y benefits 50 percent of all 
of Employer A's highly compensated employ
ees (50 out of 100) and 5 percent of all of 
Employer A's nonhighly compensated employ
ees (100 out of 2,000). Plan Y therefore has a 
ratio percentage of 100 percent (100070 -7 

100070) on a qualified-separate-Iine-of-business 
basis and a ratio percentage of 10 percent (5070 
-7 50%) on an employer-wide basis. Because 
Plan Y has a ratio percentage of at least 90 
percent on a qualified-separate-line-of-business 
basis, a reduced unsafe harbor percentage ap
plies to Plan Y under paragraph (b )(2)(iii)(A) 
of this section. The reduced unsafe harbor 
percentage applicable to Plan Y is 8.75 percent 
because Employer A's nonhighly compensated 
employee concentration percentage is 95 per
cent. Plan Y's employer-wide ratio percentage 
of 10 percent therefore exceeds the unsafe 
harbor percentage. Plan Y thus satisfies section 
41O(b)(5)(B) on an employer-wide basis in ac
cordance with paragraph (b )(2) of this section 
for the plan year of Plan Y beginning in the 
1994 testing year. Plan Y also satisfies section 
41O(b) on a qualified-separate-line-of-business 

basis in accordance with paragraph (b)(3) of 
this section. 

Example 4. The facts are the same as in 
Example 3, except that Employer A's total 
nonexcludable nonhighly compensated employ
ees are 2,500 (rather than 2,000), of whom 100 
are treated as employees of Line 2 and of 
whom 90 benefit under Plan Y. Plan Y has a 
ratio percentage of 90 percent (90% -7 100%) 
on a qualified-separate-line-of-business basis, 
and Employer A's nonhighly compensated em
ployee concentration percentage is 2,50012,600 
or 96 percent. Thus, the reduced unsafe harbor 
percentage applicable to Plan Y under para
graph (b )(2)(iii)(A) of this section is 8 percent. 
Plan Y benefits 50 percent of all of Employer 
A's highly compensated employees (50 out of 
100) and 3.6 percent of all of Employer A's 
nonhighly compensated employees (90 out of 
2,500). Plan Y therefore has a ratio percentage 
of only 7.2 percent (3.6% -7 50%) on an 
employer-wide basis, which falls below the 
reduced unsafe harbor percentage of 8 percent. 
Nonetheless, under paragraph (b)(2)(iii)(B) of 
this section, Plan Y will be deemed to satisfy 
section 41O(b)(5)(B) on an employer-wide basis 
if the Commissioner determines that, on the 
basis of all of the relevant facts and circum
stances, the plan benefits such employees as 
qualify under a classification of employees that 
does not discriminate in favor of highly com
pensated employees. 

* * * * * 
Par. 17. Section 1.414(r)-11 is 

amended as follows: 
1. Paragraph (b)(2) is revised. 
2. The first sentence of paragraph 

(b)(3) is removed and two new sen
tences are added in its place. 

3. Paragraph (b)(4) is revised. 
4. Paragraph (c)(2)(v) is amended 

by removing the references 
"1.414(r)-7(c)(3)" and "1.414(r)-7(c)
(4)" and adding "1.414(r)-7(c)(2)" 
and "1.414(r)-7(c)(3)" in their respec
tive places. 

5. The added and revised provi
sions read as follows: 

§ l.414(r)-ll Definitions and special 
rules. 

* * * * * 
(b) * * * 
(2) Substantial-service employee. 

An employee is a substantial-service 
employee with respect to a line of 
business for a testing year if at least 
75 percent of the employee's services 
are provided to that line of business 
for that testing year within the mean-

- ing of § 1.414(r)-3(c)(5). In addition, 
if an employee provides at least 50070 
and less than 75% of the employee's 
services to a line of business for the 
testing year within the meaning of 
§ 1.414(r)-3(c)(5), the employer may 
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treat that employee as a substantial
service employee with respect to that 
line of business provided the employ
ee is so treated for all purposes of 
these regulations. The employer may 
choose such treatment separately with 
respect to each employee. 

(3) Top-paid employee. Generally, 
an employee is a top-paid employee 
with respect to a line of business for 
a testing year if the employee is 
among the top 10 percent by compen
sation of those employees who pro
vide services to that line of business 
for that testing year within the mean
ing of § 1.414(r)-3(c)(5) and who are 
not substantial-service employees 
within the meaning of paragraph 
(b)(2) of this section with respect to 
any other line of business. In addi
tion, in determining the group of 
top-paid employees, the employer 
may choose to disregard all employ
ees who provide less than 25 percent 
of their services to the line of busi
ness. * * * 

(4) Residual shared employee. An 
employee is a residual shared employ
ee for a testing year if the employee is 
not a substantial-service employee 
with respect to any line of business 
for the testing year. 

* * * * * 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

Approved June 14, 1994. 

Leslie Samuels, 
Assistant Secretary of 

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

June 23, 1994, 8:45 a.m., and published in 
the issue of the Federal Register for June 27, 
1994, 59 F.R. 32911) 

Subchapter E.-Accounting Periods and Methods 
of Accounting 

Part II.-Methods of Accounting 
Subpart A.-Methods of Accounting in General 

Section 446.-General Rule for 
Methods of Accounting 
26 CFR 1.446-1: General rule Jar methods oj 
accounting. 

Exclusive procedures for taxpayers to obtain 
expeditious consent to change certain methods 
of accounting for costs subject to § 263A of 
the Code to methods required or permitted by 
§§ 1.263A-I, 1.263A-2, and 1.263A-3 of the 
final § 263A Income Tax Regulations. See 
Rev. Proc. 94-49, page 705. 
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26 CFR 1.446-3: Notional prinicipal contracts. 

T.D.8554 

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

Clear Reflection of Income in the 
Case of Hedging Transactions 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations relating to account
ing for business hedging transactions. 
Elsewhere in * * * [T.D. 8555, page 
180, this Bulletin], the IRS is issuing 
final regulations to clarify the charac
ter of gain or loss recognized from 
the sale or exchange of property that 
is part of a business hedge. The final 
regulations in this document are need
ed to provide guidance to taxpayers 
regarding when gain or loss from 
common business hedging transac
tions is taken into account for tax 
purposes. 

DATES: These regulations are effec
tive July 18, 1994. 

For dates of applicability of these 
regulations, see § 1.446-4(g). 

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 Re
duction Act (44 U.S.c. 3504(h» un
der control number 1545-1412. The 
estimated annual burden per respon
dent or recordkeeper varies from .1 
to 10 hours, depending on individual 
circumstances, with an estimated av
erage of .5 hours. 

Comments concerning the accuracy 
of this burden estimate and sugges
tions for reducing this burden should 
be sent to the Internal Revenue Ser
vice, Attn: IRS Reports Clearance 
Officer, PC:FP, Washington, DC 
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, DC 20503. 

76 1994-2 C.B. 

Background 

On October 20, 1993, the IRS pub
lished in the Federal Register (58 FR 
54077) a notice of proposed rule
making (FI-54-93 [1993-2 C.B. 615]) 
relating to accounting for business 
hedging transactions. The notice also 
contained proposed amendments to 
regulations under sections 446 (relat
ing to accounting for notional princi
pal contracts) and 461 (relating to 
general rules on the taxable year of 
deduction). 

On January 19, 1994, the IRS held 
a public hearing on the proposed 
regulations. In addition, the Service 
received a number of written com
ments on the proposed regulations. 
The proposed regulations, with cer
tain modifications and changes, are 
adopted as final regulations. The 
changes, and several of the sugges
tions that were not adopted, are dis
cussed below. 

Explanation of provisions 

Under the final regulations, a hedg
ing transaction defined in § 1.1221-
2(b) must be accounted for under the 
rules of § 1.446-4. This requirement 
applies regardless of whether the 
character of the gain or loss on the 
hedging transaction is determined un
der § 1.1221-2. Thus, for example, 
certain section 988 transactions that 
are described in § l.l221-2(b ) are 
accounted for under the rules of this 
section. 

The regulations require taxpayers 
to clearly reflect income by reason
ably matching the timing of the in
come, deduction, gain, or loss from a 
hedging transaction with the timing 
of income, deduction, gain, or loss 
from the hedged item or items. The 
regulations generally provide signifi
cant flexibility to taxpayers in deter
mining the appropriate method of 
accounting for their different hedging 
transactions. 

Some commentators suggested that 
any hedge accounting method em
ployed by a taxpayer for financial 
statement purposes should be treated 
as satisfying the matching require
ment. Because the financial account
ing standards for hedges are in a state 
of development, however, the final 
regulations do not expressly sanction 
the use of financial accounting meth
ods. Nevertheless, the Service and 
Treasury expect that the hedge ac
counting methods employed by most 

taxpayers for financial accounting 
purposes will satisfy the clear reflec
tion standard in the final regulations. 

The final regulations require tax
payers to maintain books and records 
containing a description of the ac
counting method used for each type 
of hedging transaction in sufficient 
detail to demonstrate how the clear 
reflection standard is met. For each 
hedging transaction, in addition to 
the identification required by the reg
ulations under section 1221, the final 
regulations require whatever more 
specific identification is necessary to 
verify the application of the method 
of accounting used by the taxpayer 
for that transaction. 

Various commentators requested 
that the regulations provide specific 
examples or other guidance on the 
type of additional information the 
IRS expects taxpayers to provide. Be
cause the identification that is needed 
depends upon the method of account
ing being used and the types of items 
or risk being hedged, however, specif
ic rules cannot be provided. For ex
ample, taxpayers using a mark-and
spread method of accounting for 
aggregate hedges will identify the 
spread period in their books and 
records, but taxpayers using other 
methods will not. 

The proposed regulations provided 
no specific guidance on the appropri
ate method of accounting for global 
hedges and other hedges of aggregate 
risk. The preamble, however, solicited 
comments on this issue. Many com
mentators suggested that the regula
tions should provide for an aggregate 
hedge account, in which both the 
hedging transactions and the hedged 
items would be accounted for under a 
particular method. Methods suggested 
included a periodic mark-to-market 
method modeled on the mixed strad
dle accounts of section 1092(b) and 
realization-based methods with loss
deferral or loss-limitation provisions. 

Because these regulations concern 
only accounting for hedging transac
tions, the IRS and Treasury are con
cerned about expanding the regula
tions to allow mark-to-market 
accounting for hedged items in an 
aggregate hedge account. Many tax
payers are not currently using mark
to-market accounting, and general 
changes to their methods of account
ing for hedged items would create 
issues that are beyond the scope of 



the regulations. Realization-based 
methods of accounting for aggregate 
hedge accounts would only be appro
priate if coupled with loss-deferral or 
loss-limitation provisions, and the 
IRS and Treasury are concerned 
about their authority to impose these 
restrictions. Accordingly, the regula
tions do not adopt the suggestion that 
an aggregate hedge account should be 
permitted. 

The final regulations restate the 
general matching rule for hedges of 
aggregate risk and require taxpayers 
to match the timing of income, de
duction, gain, or loss from the hedg
ing transaction to the timing of the 
aggregate income, deduction, gain, or 
loss from the items being hedged. The 
regulations further provide that the 
"mark-and-spread" method currently 
employed by many taxpayers to ac
count for hedges of aggregate risk for 
financial accounting purposes may 
provide an appropriate and reason
able match. Under the mark-and
spread method described in the regu
lations, the taxpayer periodically 
marks the hedging transactions to 
market and takes the gain or loss into 
account over the period for which the 
hedge is intended to reduce exposure 
to risk. Similar spreading applies to 
realized income, deduction, gain, and 
loss. Under this method, the period 
over which the hedging transaction is 
intended to reduce risk (and thus the 
period over which the gains and losses 
are taken into account) may change 
over time, depending upon a taxpay
er's particular hedging strategies. The 
period used, however, must be reason
able and consistent with those strate
gies. It is anticipated that the identifi
cation and recordkeeping required by 
§§ 1.446-4(d) and 1.1 221-2(e) will 
support the reasonableness of a tax
payer's spread period. 

The mark-and-spread method is not 
the only method that clearly reflects 
income for hedges of aggregate risk. 
The final regulations also state that, 
if a taxpayer hedges its aggregate risk 
with a notional principal contract, 
taking into account gains and losses 
in accordance with § 1.446-3 of the 
regulations may clearly reflect in
come. Other methods of accounting 
also may be appropriate. Like the 
proposed regulations, the final regula
tions allow flexibility in attaining the 
reasonable matching required by the 
general rule. 

The proposed regulations contained 
several provisions applicable to inven
tory hedging transactions. The gener
al rule in the proposed regulations 
was that gains and losses on hedges 
of inventory purchases may be taken 
into account at the same time they 
would be taken into account if they 
were elements of inventory cost. Sim
ilarly, gains and losses on hedges of 
sales of inventory may be taken into 
account at the same time they would 
be if they were elements of gross sales 
proceeds. 

In response to comments, the final 
regulations clarify the general rule for 
inventory hedges and extend it to 
hedges of aggregate inventory risk. A 
hedge of an aggregate risk cannot be 
associated with particular purchase or 
sales transactions. Accordingly, the 
final regulations provide that taxpay
ers may account for hedges of pur
chases under the mark-and-spread 
method, with the modification that 
the gain or loss spread to particular 
periods is taken into account in the 
same period it would have been if it 
had been an increase or decrease to 
inventory cost incurred in the particu
lar period. Similarly, a taxpayer may 
account for hedges of sales of inven
tory under a mark-and-spread ap
proach, with the gain or loss that is 
spread to a particular period taken 
into account in the same period it 
would have been if it had been an 
increase or decrease to gross sales 
proceeds. 

The final regulations clarify certain 
simplified methods of accounting for 
inventory hedges that were provided 
in the proposed regulations. First, the 
proposed regulations provided a spe
cial rule allowing taxpayers to take 
hedging gains and losses into account 
when realized, if the hedging transac
tions are closed when the hedged 
inventory items are sold and units are 
included in inventory at cost. Because 
the general rule has been clarified to 
encompass this approach, this provi
sion is not separately stated in the 
final regulations. 

Second, the final regulations con
tinue the simplified method of taking 
into account gains and losses on 
hedges of both purchases and sales as 
though those gains and losses were 
elements of inventory cost. The reg
ulations make it clear that it is real
ized gains and losses that are so taken 
into account. The regulations also 
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continue to prohibit the use of this 
method by LIFO taxpayers. The 
IRS and Treasury believe that signifi
cant distortions of income might re
sult if gains and losses on sales hedg
es became buried in inventory cost 
layers. 

Finally, the simplified method of 
marking to market inventory hedging 
transactions is clarified to allow the 
mark-to-market gain or loss to be 
taken into account immediately, in
stead of being treated as an element 
of cost or gross proceeds. The final 
regulations continue the proposed 
prohibition on the use of this method 
by LIFO taxpayers and by taxpayers 
employing a lower-of-cost-or-market 
method of accounting for inventory. 
Moreover, this method may be used 
only if items are held in inventory for 
short periods of time. 

The final regulations clarify when 
the built-in gain or loss on the hedg
ing transaction is taken into account 
where a taxpayer disposes of the 
hedged item but does not dispose of 
the hedging transaction. In this situa
tion, the taxpayer must appropriately 
match the built-in gain or loss on the 
hedging transaction to the gain or 
loss on the disposed item. This 
matching may be met by marking to 
market the hedge on the date of 
disposition of the hedged item. If the 
taxpayer intends to dispose of the 
hedging transaction within a reason
able period, the taxpayer may match 
the realized gain or loss on the hedg
ing transaction with the gain or loss 
on the disposed item. However, if the 
taxpayer intends to dispose of the 
hedging transaction within a reason
able period and the hedging transac
tion is still in place after that period, 
the taxpayer must match the gain or 
loss on the hedge at the end of the 
reasonable period with the gain or 
loss on the disposed item. For these 
purposes, a reasonable period is gen
erally seven days. 

The final regulations provide rules 
of accounting for recycled hedges 
(positions that previously hedged one 
item but that the taxpayer has re
identified as hedging another). The 
new rules are similar to those of the 
proposed regulations for treatment of 
hedges after disposition of the hedged 
asset or liability. A taxpayer recycling 
a hedge of a particular hedged item 
to serve as a hedge of another item 
must match the built-in gain or loss 
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on the hedge at the time of the 
recycling to the income, deduction, 
gain, or loss on the original hedged 
item. Income, deduction, gain, or loss 
on the hedge after the recycling must 
be matched to the income, deduction, 
gain, or loss on the new hedged item, 
items, or aggregate risk. This match
ing may be accomplished by marking 
the hedge to market at the time of the 
recycling. 

The preamble to the proposed regu
lations invited comments on the ap
propriate accounting for anticipatory 
hedges where the anticipated transac
tion is not consummated. Most com
mentators suggested that gains or 
losses be taken into account when 
realized. Others suggested that any 
gain or loss realized on the hedging 
transaction be taken into account at 
the same time it would have been 
taken into account if the anticipated 
transaction had been consummated 
and the timing of the gain or loss on 
the hedge had been matched with the 
timing of the gain or loss on the 
hedged item. Still others suggested an 
arbitrary spread period. 

The first suggestion was adopted. 
The regulations provide that, if an 
anticipated transaction is not consum
mated, any income, deduction, gain, 
or loss on the hedging transaction is 
taken into account when realized. The 
regulations provide that a transaction 
is consummated upon the occurrence, 
within a reasonable time period, of 
either the anticipated transaction or a 
different but similar transaction for 
which the hedge serves to reasonably 
reduce risk. The IRS will view the 
"similar transaction" parameters 
broadly to prevent taxpayers from 
realizing hedging gains and losses se
lectively by abandoning a planned 
transaction and substituting a similar 
transaction. 

Finally, the regulations grant con
sent for taxpayers to change their 
methods of accounting for hedging 
transactions. The change must be 
made for transactions entered into on 
or after October 1, 1994, and must be 
made for the taxable year containing 
that date. The change is made on a 
cut-off basis. Therefore, no items of 
income or deduction are omitted or 
duplicated, and no adjustment under 
section 481 is allowed or permitted. 
Because the consent does not extend 
to changes for a subsequent tax year, 
consent for such a change must be 
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requested according to the procedures 
established under § 1.446-1 (e). 

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 
Flexibility Act (5 U.S.c. chapter 6) 
do not apply to these regulations, 
and, therefore, a Regulatory Flexibili
ty Analysis is not required. Pursuant 
to section 7805(f) of the Internal 
Revenue Code, the notice of pro
posed rulemaking preceding these reg
ulations 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 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. Section 1.446-3 is amended 

as follows: 
1. The first sentence of paragraph 

(h)(2) is revised. 
2. The second sentence of the in

troductory language of paragraph 
(h)(5) is revised. 

3. The revisions read as follows: 

§ 1.446-3 Notional principal 
contracts. 

* * * * 
(h) * * * 

* 
(2) Taxable year of inclusion and 

deduction by original parties. Except 
as otherwise provided (for example, 
in section 453, section 1092, or 
§ 1.446-4), a party to a notional 
principal contract recognizes a termi
nation payment in the year the con
tract is extinguished, assigned, or ex
changed. * * * 

* * * * * 
(5) * * * The contracts in the ex

amples are not hedging transactions 
as defined in § 1.1221-2(b), and all 
of the examples assume that no loss
deferral rules apply. 

* * * * * 

Par. 3. Section 1.446-4 is added to 
read as follows: 

§ 1.446-4 Hedging transactions. 

(a) In general. Except as provided 
in this paragraph (a), a hedging trans
action as defined in § 1.122I-2(b) 
(whether or not the character of gain 
or loss from the transaction is deter
mined under § 1.1221-2) must be ac
counted for under the rules of this 
section. To the extent that provisions 
of any other regulations governing 
the timing of income, deductions, 
gain, or loss are inconsistent with the 
rules of this section, the rules of this 
section control. 

(1) Trades or businesses excepted. 
A taxpayer is not required to account 
for hedging transactions under the 
rules of this section for any trade or 
business in which the cash receipts 
and disbursements method of ac
counting is used or in which § 1.471-
6 is used for inventory valuations if, 
for all prior taxable years ending on 
or after September 30, 1993, the tax
payer met the $5,000,000 gross re
ceipts test of section 448(c) (or would 
have met that test if the taxpayer 
were a corporation or partnership). A 
taxpayer not required to use the rules 
of this section may nonetheless use a 
method of accounting that is consis
tent with these rules. 

(2) Coordination with other sec
tions. This section does not apply 
to-

(i) Any position to which section 
475(a) applies; 

(ii) Any section 988 hedging trans
action if the transaction is integrated 
under § 1.988-5 or if other regula
tions issued under section 988(d) (or 
an advance ruling described in 
§ I.988-5(e» govern when gain or 
loss from the transaction is taken into 
account; or 

(iii) The determination of the issu
er's yield on an issue of tax-exempt 
bonds for purposes of the arbitrage 
restrictions to which § 1.148-4(h) ap
plies. 

(b) Clear reflection of income. The 
method of accounting used by a tax
payer for a hedging transaction must 
clearly reflect income. To clearly re
flect income, the method used must 
reasonably match the timing of in
come, deduction, gain, or loss from 
the hedging transaction with the tim
ing of income, deduction, gain, or 



loss from the item or items being 
hedged. Taking gains and losses into 
account in the period in which they 
are realized may clearly reflect in
come in the case of certain hedging 
transactions. For example, where a 
hedge and the item being hedged are 
disposed of in the same taxable year, 
taking realized gain or loss into ac
count on both items in that taxable 
year may clearly reflect income. In 
the case of many hedging transac
tions, however, taking gains and loss
es into account as they are realized 
does not result in the matching re
quired by this section. 

(c) Choice of method and consis
tency. For any given type of hedging 
transaction, there may be more than 
one method of accounting that satis
fies the clear reflection requirement 
of paragraph (b) of this section. A 
taxpayer is generally permitted to 
adopt a method of accounting for a 
particular type of hedging transaction 
that clearly reflects the taxpayer's in
come from that type of transaction. 
See paragraph (e) of this section for 
requirements and limitations on the 
taxpayer's choice of method. Differ
ent methods of accounting may be 
used for different types of hedging 
transactions and for transactions that 
hedge different types of items. Once a 
taxpayer adopts a method of account
ing, however, that method must be 
applied consistently and can only be 
changed with the consent of the Com
missioner, as provided by section 
446(e) and the regulations and proce
dures thereunder. 

(d) Recordkeeping requirements
(1) In general. The books and records 
maintained by a taxpayer must con
tain a description of the accounting 
method used for each type of hedging 
transaction. The description of the 
method or methods used must be 
sufficient to show how the clear re
flection requirement of paragraph (b) 
of this section is satisfied. 

(2) Additional identification. In ad
dition to the identification required 
by § 1.1221-2(e), the books and 
records maintained by a taxpayer 
must contain whatever more specific 
identification with respect to a trans
action is necessary to verify the appli
cation of the method of accounting 
used by the taxpayer for the transac
tion. This additional identification 
may relate to the hedging transaction 
or to the item, items, or aggregate 

risk being hedged. The additional 
identification must be made at the 
time specified in § 1.1221-2(e)(2) and 
must be made on, and retained as 
part of, the taxpayer's books and 
records. 

(3) Transactions in which character 
of gain or loss is not determined un
der § 1.1221-2. A section 988 trans
action, as defined in section 988(c)(1), 
or a qualified fund, as defined in 
section 988(c)(1)(E)(iii), is subject to 
the identification and record keeping 
requirements of § 1.1221-2(e). See 
§ 1.1221-2(a)(4)(i). 

(e) Requirements and limitations 
with respect to hedges of certain as
sets and liabilities. In the case of 
certain hedging transactions, this 
paragraph (e) provides guidance in 
determining whether a taxpayer's 
method of accounting satisfies the 
clear reflection requirement of para
graph (b) of this section. Even if 
these rules are satisfied, however, the 
taxpayer's method, as actually ap
plied to the taxpayer's hedging trans
actions, must clearly reflect income 
by meeting the matching requirement 
of paragraph (b) of this section. 

(1) Hedges of aggregate risk-(i) In 
general. The method of accounting 
used for hedges of aggregate risk 
must comply with the matching re
quirements of paragraph (b) of this 
section. Even though a taxpayer may 
not be able to associate the hedging 
transaction with any particular item 
being hedged, the timing of income, 
deduction, gain, or loss from the 
hedging transaction must be matched 
with the timing of the aggregate in
come, deduction, gain, or loss from 
the items being hedged. For example, 
if a notional principal contract hedges 
a taxpayer's aggregate risk, taking 
into account income, deduction, gain, 
or loss under the provisions of 
§ 1.446-3 may clearly reflect income. 
See paragraph (e)(5) of this section. 

(ii) Mark-and-spread method. The 
following method may be appropriate 
for taking into account income, de
duction, gain, or loss from hedges of 
aggregate risk: 

(A) The hedging transactions are 
marked to market at regular intervals 
for which the taxpayer has the neces
sary data, but no less frequently than 
quarterly; and 

(B) The income, deduction, gain, 
or loss attributable to the realization 
or periodic marking to market of 
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hedging transactions is taken into ac
count over the period for which the 
hedging transactions are intended to 
reduce risk. Although the period over 
which the hedging transactions are 
intended to reduce risk may change, 
the period must be reasonable and 
consistent with the taxpayer's hedging 
policies and strategies. 

(2) Hedges of items marked to 
market. In the case of a transaction 
that hedges an item that is marked to 
market under the taxpayer's method 
of accounting, marking the hedge to 
market clearly reflects income. 

(3) Hedges of inventory-(i) In 
general. If a hedging transaction 
hedges purchases of inventory, gain 
or loss on the hedging transaction 
may be taken into account in the 
same period that it would be taken 
into account if the gain or loss were 
treated as an element of the cost of 
inventory. Similarly, if a hedging 
transaction hedges sales of inventory, 
gain or loss on the hedging transac
tion may be taken into account in the 
same period that it would be taken 
into account if the gain or loss were 
treated as an element of sales pro
ceeds. If a hedge is associated with a 
particular purchase or sales transac
tion, the gain or loss on the hedge 
may be taken into account when it 
would be taken into account if it were 
an element of cost incurred in, or 
sales proceeds from, that transaction. 
As with hedges of aggregate risk, 
however, a taxpayer may not be able 
to associate hedges of inventory pur
chases or sales with particular pur
chase or sales transactions. In order 
to match the timing of income, de
duction, gain, or loss from the hedge 
with the timing of aggregate income, 
deduction, gain, or loss from the 
hedged purchases or sales, it may be 
appropriate for a taxpayer to account 
for its hedging transactions in the 
manner described in paragraph 
(e)(1)(ii) of this section, except that 
the gain or loss that is spread to each 
period is taken into account when it 
would be if it were an element of cost 
incurred (purchase hedges), or an ele
ment of proceeds from sales made 
(sales hedges), during that period. 

(ii) Alternative methods for certain 
inventory hedges. In lieu of the meth
od described in paragraph (e)(3)(i) of 
this section, other simpler, less precise 
methods may be used in appropriate 
cases where the clear reflection re-
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quirement of paragraph (b) of this 
section is satisfied. For example: 

(A) Taking into account realized 
gains and losses on both hedges of 
inventory purchases and hedges of 
inventory sales when they would be 
taken into account if the gains and 
losses were elements of inventory cost 
in the period realized may clearly 
reflect income in some situations, but 
does not clearly reflect income for a 
taxpayer that uses the last-in, first-out 
method of accounting for the inven
tory; and 

(B) Marking hedging transactions 
to market with resulting gain or loss 
taken into account immediately may 
clearly reflect income even though the 
inventory that is being hedged is not 
marked to market, but only if the 
inventory is not accounted for under 
either the last-in, first-out method or 
the lower-of-cost-or-market method 
and only if items are held in invento
ry for short periods of time. 

(4) Hedges of debt instruments. 
Gain or loss from a transaction that 
hedges a debt instrument issued or to 
be issued by a taxpayer, or a debt 
instrument held or to be held by a 
taxpayer, must be accounted for by 
reference to the terms of the debt 
instrument and the period or periods 
to which the hedge relates. A hedge 
of an instrument that provides for 
interest to be paid at a fixed rate or a 
qualified floating rate, for example, 
generally is accounted for using con
stant yield principles. Thus, assuming 
that a fixed rate or qualified floating 
rate instrument remains outstanding, 
hedging gain or loss is taken into 
account in the same periods in which 
it would be taken into account if it 
adjusted the yield of the instrument 
over the term to which the hedge 
relates. For example, gain or loss 
realized on a transaction that hedged 
an anticipated fixed rate borrowing 
for its entire term is accounted for, 
solely for purposes of this section, as 
if it decreased or increased the issue 
price of the debt instrument. 

(5) Notional principal contracts. 
The rules of § 1.446-3 govern the 
timing of income and deductions with 
respect to a notional principal con
t~act unless, because the notional prin
CIpal contract is p'l.rt of a hedging 
transaction, the application of those 
rules .would not result in the matching 
that IS needed to satisfy the clear re
flection requirement of paragraph (b) 
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and, as applicable, (e)(4) of this sec
tion. For example, if a notional prin
cipal contract hedges a debt instru
ment, the method of accounting for 
periodic payments described in 
§ 1.446-3(e) and the methods of ac
counting for non periodic payments 
described in § 1.446-3(f)(2)(iii) and 
(v) generally clearly reflect the tax
payer's income. The methods de
scribed in § 1.446-3(f)(2)(ii) and (iv), 
however, generally do not clearly re
flect the taxpayer's income in that 
situation. 

(6) Disposition of hedged asset or 
liability. If a taxpayer hedges an item 
and disposes of, or terminates its 
interest in, the item but does not 
dispose of or terminate the hedging 
transaction, the taxpayer must appro
priately match the built-in gain or 
loss on the hedging transaction to the 
gain or loss on the disposed item. To 
meet this requirement, the taxpayer 
may mark the hedge to market on the 
date it disposes of the hedged item. If 
the taxpayer intends to dispose of the 
hedging transaction within a reason
able period, however, it may be ap
propriate to match the realized gain 
or loss on the hedging transaction 
with the gain or loss on the disposed 
item. If the taxpayer intends to dis
pose of the hedging transaction with
in a reasonable period and the hedg
ing transaction is not actually 
disposed of within that period, the 
taxpayer must match the gain or loss 
on the hedge at the end of the reason
able period with the gain or loss on 
the disposed item. For purposes of 
this paragraph (e)(6), a reasonable 
period is generally 7 days. 

(7) Recycled hedges. If a taxpayer 
enters into a hedging transaction by 
recycling a hedge of a particular 
hedged item to serve as a hedge of a 
different item, as described in 
§ 1.1221-2(c)(2), the taxpayer must 
match the built-in gain or loss at the 
time of the recycling to the gain or 
loss on the original hedged item 
items, or aggregate risk. Income, de: 
duction, gain, or loss attributable to 
the period after the recycling must be 
~atched to the new hedged item, 
Items, or aggregate risk under the 
principles of paragraph (b) of this 
section. 

(8) Unfulfilled anticipatory transac
tions-(i) In general. If a taxpayer 
enters into a hedging transaction to 
reduce risk with respect to an antici-

pated asset acquisition, debt issuance, 
or obligation, and the anticipated 
transaction is not consummated, any 
income, deduction, gain, or loss from 
the hedging transaction is taken into 
account when realized. 

(ii) Consummation of anticipated 
transaction. A taxpayer consummates 
a transaction for purposes of para
graph (e)(8)(i) of this section upon the 
occurrence (within a reasonable inter
val around the expected time of the 
anticipated transaction) of either the 
anticipated transaction or a different 
but similar transaction for which the 
hedge serves to reasonably reduce 
risk. 

(9) Hedging by members of a con
solidated group. [Reserved.] 

(f) Type or character of income 
and deduction. The rules of this sec
tion govern the timing of income, 
deduction, gain, or loss on hedging 
transactions but do not affect the 
type or character of income, deduc
tion, gain, or loss produced by the 
transaction. Thus, for example, the 
rules of paragraph (e)(3) of this sec
tion do not affect the computation of 
cost of goods sold or sales proceeds 
for a taxpayer that hedges inventory 
purchases or sales. Similarly, the rules 
of paragraph (e)(4) of this section do 
not increase or decrease the interest 
income or expense of a taxpayer that 
hedges a debt instrument or a liabili
ty. 

(g) Effective date. This section ap
plies to hedging transactions entered 
into on or after October I, 1994. 

(h) Consent to change methods of 
accounting. The Commissioner grants 
consent for a taxpayer to change its 
methods of accounting for transac
tions that are entered into on or after 
October I, 1994, and that are de
scribed in paragraph (a) of this sec
tion. This consent is granted only for 
changes for the taxable year contain
ing October 1, 1994. The taxpayer 
must describe its new methods of 
accounting in a statement that is in
cluded in its Federal income tax re
turn for that taxable year. 

Par. 4. In § 1.461-1, paragraph 
(a)(2)(iii)(B) is revised to read as fol
lows: 

1.461-1 General rules for taxable year 
of deduction. 

(a) * * * 
(2) * * * 



(iii) * * * 
(B) If the liability of a taxpayer is 

subject to section 170 (charitable con
tributions), section 192 (black lung 
benefit trusts), section 194A (em
ployer liability trusts), section 468 
(mining and solid waste disposal rec
lamation and closing costs), or sec
tion 468A (certain nuclear decommis
sioning costs), the liability is taken 
into account as determined under that 
section and not under section 461 or 
the regulations thereunder. For spe
cial rules relating to certain loss de
ductions, see sections 165(e), 165(i), 
and 165(1), relating to theft losses, 
disaster losses, and losses from cer
tain deposits in qualified financial 
institutions. 

* * * * * 

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

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

Authority: 26 U.S.C. 7805. 

Par. 6. Section 602.101(c) is 
amended by adding an entry in nu
merical order to the table to read as 
follows: 

§ 602.101 OMB Control numbers. 

* * * * * 
(c) * * * 

CFR part or section 
where identified and 
described 

Current 
OMB 
control 
number 

* * * * * 
1.446-4 . . .. ..... . ...... 1545-1412 

* * * * * 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved: June 3, 1994 

Samuel Y. Sessions, 
Acting Assistant 

Secretary of Treasury 

(Filed by the Office of the Federal Register on 
July 13, 1994, 9:10 a.m., and published in 
the issue of the Federal Register for July 18, 
1994, 59 F.R. 36356) 

Subpart C.-Taxable Year for Which Deductions Taken 

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

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of July 1994. See Rev. Rul. 94-44, 
page 190. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of August 1994. See Rev. Rul. 
94-50, page 192. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of September 1994. See Rev. Rul. 
94-55, page 193. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of October 1994. See Rev. Rul. 
94-61, page 194. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of November 1994. See Rev. Rul. 
94-67, page 196. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of December 1994. See Rev. Rul. 
94-73, page 197. 

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

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of July 1994. See Rev. Rul. 94-44, 
page 190. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of August 1994. See Rev. Rul. 
94-50, page 192. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of September 1994. See Rev. Rul. 
94-55, page 193. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of October 1994. See Rev. Rul. 
94-61, page 194. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of November 1994. See Rev. Rul. 
94-67, page 196. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of December 1994. See Rev. Rul. 
94-73, page 197. 

Section 469 

Section 468A.-Special Rules for 
Nuclear Decommissioning Costs 

26 CFR 1.468A-5: Nuclear decommissioning 
reserve fund qualification requirements; prohi
bitions against self-dealing; disqualification of 
nuclear decommissioning fund; termination of 
fund upon substantial completion of decom
missioning. 

Must Nuclear Decommissioning Reserve 
Fund pooling arrangements that are classified 
as partnerships apply the principles of 
§ 1.704-3 of the regulations when making 
allocations with respect to property that has 
been revalued pursuant to § 1.704-I(b)(2)
(iv)(f)? See Rev. Proc. 94-75, page 824. 

26 CFR 1.468A-8: Effective date and transi
tional rules. 

Must Nuclear Decommissioning Reserve 
Fund pooling arrangements that are classified 
as partnerships apply the principles of 
§ 1.704-3 of the regulations when making 
allocations with respect to property that has 
been revalued pursuant to § 1.704-1(b)(2)
(iv)(f)? See Rev. Proc. 94-75, page 824. 

Section 469.-Passive Activity 
Losses and Credits Limited 

26 CFR 1.469-4: Definition of activity. 

T.D.8565 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Limitation on Passive Activity 
Losses and Credits-Definition of 
Activity 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMAR Y: This document contains 
final regulations defining the term 
"activity" for purposes of applying 
the limitations on passive activity 
losses and passive activity credits. The 
final regulations affect taxpayers sub
ject to the limitations on passive ac
tivity losses and passive activity cred
its and provide them with the 
guidance necessary to comply with 
the law. 

DATES: These regulations are effec
tive May 11, 1992. 

For dates of applicability of these 
regulations, see § 1.469-11 of these 
regulations. 
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Section 469 

SUPPLEMENTARY 
INFORMATION: 

Background 

This document amends 26 CFR 
part 1 to provide additional rules 
under section 469. Section 469 limits 
the use of passive activity losses and 
passive activity credits. Section 
469(1)(1) provides that the Treasury 
Department will prescribe regulations 
that may be necessary or appropriate 
to carry out the provisions of section 
469, including regulations that specify 
what constitutes an activity for pur
poses of that section. 

On May 15, 1992, the IRS pub
lished in the Federal Register a notice 
of proposed rulemaking (57 FR 20802 
[PS-I-89, 1992-1 C.B. 1219]) to re
place certain temporary regulations 
defining the term "activity." A num
ber of public comments were received 
concerning the proposed regulations, 
and a public hearing was held on 
September 3, 1992. After consider
ation of the comments received, the 
proposed regulations are adopted as 
revised by this Treasury decision. 

Explanation of Provisions 

I. General Background 

Section 469 disallows losses from 
passive activities to the extent they 
exceed income from passive activities 
and similarly disallows credits from 
passive activities to the extent they 
exceed tax liability allocable to pas
sive activities. Passive activities are 
defined, generally, as rental activities 
and activities in which the taxpayer 
does not materially participate, but 
the statute does not define the term 
"activity." Except for modifications 
in response to comments received on 
the proposed regulations, the final 
regulations generally adopt the same 
definition of activity as contained III 

the proposed regulations. 

II. Public Comments 

One comment suggested that the 
regulations make explicit that the 
same facts and circumstances may 
result in more than one permissible 
grouping of activities. In response to 
this comment, the final regulations 
clarify that there may be more than 
one reasonable method for grouping 
a taxpayer's activities after taking 
into account all the relevant facts and 
circumstances. 
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Another comment concerned an ex
ample in the proposed regulations 
that illustrates the grouping of two 
activities, both conducted through 
partnerships, where one activity in
volves the sale of non-food items to 
grocery stores and the other activity 
involves the warehousing of goods 
predominantly for the first activity. 
The comment suggested clarifying 
whether the warehousing activity is a 
rental activity or a trade or business 
activity. To clarify this point, the 
final regulations use the example of a 
trucking activity rather than a ware
housing activity. 

Several comments requested clarifi
cation of the rule that trade or busi
ness activities may be grouped togeth
er with rental activities only if one is 
insubstantial in relation to the other. 
Some comments suggested specifying 
that the term "insubstantial" refers 
to factors other than gross income. 
Other comments suggested adopting a 
bright-line or safe-harbor gross reve
nue test. Because the regulations al
ready adopt a facts-and-circumstances 
test that looks at all of the pertinent 
factors, it is not necessary to specify 
that the term insubstantial refers to 
factors other than gross income. In 
addition, to avoid complex and me
chanical rules, the final regulations 
do not adopt a bright-line or safe
harbor gross revenue test. 

Another comment suggested that 
the insubstantial requirement should 
not apply when a taxpayer is renting 
property to the taxpayer's trade or 
business. In response to this com
ment, the final regulations provide 
that the portion of a rental activity 
that involves the rental of items of 
property to a trade or business activi
ty may be grouped with the trade or 
business activity, regardless of wheth
er one activity is insubstantial in rela
tion to the other, provided each own
er of the trade or business activity has 
the same proportionate ownership in
terest in the rental activity. 

As under the proposed regulations, 
the Commissioner is authorized to 
issue guidance identifying activities 
that may not be grouped with other 
activities. The final regulations clarify 
that this authority is not restricted to 
activities owned by limited partners 
or limited entrepreneurs. 

A commentator requested clarifica
tion on whether activities conducted 
through a C corporation may be 

grouped with activities not conducted 
through the C corporation. The final 
regulations clarify that in determining 
whether a taxpayer materially or sig
nificantly participates in an activity, a 
taxpayer may group that activity with 
activities conducted through C corpo
rations that are subject to section 469 
(that is, personal service and closely 
held C corporations). 

In response to a comment, the final 
regulations clarify that an owner of 
an interest in an entity may not treat 
as separate activities the activities 
grouped together by the entity. How
ever, if the activities are not grouped 
together by the entity, an owner of 
that entity may group the activities 
together so long as the grouping is 
appropriate under the general rules 
for grouping activities. 

The final regulations also clarify 
the Commissioner's regrouping au
thority. Under the final regulations, 
the Commissioner may regroup a tax
payer's activities if any of the activi
ties resulting from the taxpayer's 
grouping is not an appropriate eco
nomic unit and a principal purpose of 
the taxpayer's grouping is to circum
vent the underlying purposes of sec
tion 469. If the Commissioner can 
show that the effect of a taxpayer's 
grouping is the circumvention of the 
underlying purposes of section 469, 
this will be evidence, sufficient in 
certain cases, of a principal purpose 
of the grouping. It is expected, how
ever, that the Commissioner's re
grouping authority will be exercised 
infrequently. 

Tax practitioners have also inquired 
concerning the circumstances in which 
suspended losses will be allowed on 
the disposition of part of an activity. 
The final regulations modify the rule 
in the proposed regulations to provide 
that the rule allowing suspended loss
es on partial dispositions applies only 
to dispositions of substantially all of 
an activity. However, the effective 
date of the final regulations provides 
transitional rules that allow taxpayers 
to use the rules provided in the pro
posed regulations for taxable years 
beginning before October 4, 1994. 

Several comments requested guid
ance on when activities grouped in 
accordance with the rules in the tem
porary regulations must be regrouped 
under the final regulations. In accord
ance with the effective date provi
sions, taxpayers that grouped their 



activities under the rules in the tem
porary regulations must regroup their 
activities if their activities are not 
appropriate economic units under 
these regulations. The effective date 
and transition rules reflect this clarifi
cation. 

These regulations do not address 
the grouping of rental real estate 
activities by taxpayers subject to sec
tion 469(c)(7), as enacted by the Rev
enue Reconciliation Act of 1993. 

III. Effective Dates 

In general, these regulations are 
effective for taxable years ending af
ter May 10, 1992. However, for tax
able years in which these regulations 
apply and that begin before October 
4, 1994, a taxpayer may determine its 
tax liability in accordance with pro
posed § 1.469-4 published at 1992-1 
C.B. 1219. For taxable years ending 
on or before May 10, 1992, taxpayers 
must apply the rules of § 1.469-4T. 
For the taxable year that includes 
May 10, 1992, taxpayers may choose 
to apply the rules in § 1.469-4T, 
rather than the rules in these regula
tions. 

Special Analyses 

It has been determined that this 
Treasury decision is not a significant 
regulatory action as defined in Execu
tive Order 12866. Therefore, a regula
tory assessment is not required. It 
also has been determined that section 
553(b) of the Administrative Proce
dure 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(0 of 
the Internal Revenue Code, the notice 
of proposed rulemaking preceding 
these regulations was submitted to the 
Small Business Administration for 
comment on its impact on small busi
ness. 

* * * * * 
Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part is 
amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation 
for part 1 is amended by removing 
the entry "§§ 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" and adding the following 
entries in numerical order to read as 
follows: 

Authority: 26 U.S.C. 7805 * * * 
Section 1.469-1 also issued under 

26 U .S.C. 469(1). 
Section 1.469-1 T also issued under 

26 U.S.C. 469(1). 
Section 1.469-2 also issued under 

26 U .S.C. 469(1). 
Section 1.469-2T also issued under 

26 U.S.C. 469(1). 
Section 1.469-3 also issued under 

26 U .S.c. 469(1). 
Section 1.469-3T also issued under 

26 U.S.C. 469(1). 
Section 1.469-4 also issued under 

26 U.S.C. 469(1). 
Section 1.469-5 also issued under 

26 U.S.C. 469(1). 
Section 1.469-5T also issued under 

26 U.S.C. 469(1). 
Section 1.469-11 also issued under 

26 U .S.C. 469(1). * * * 
Par. 2. Section 1.469-0 is amended 

by: 
I. Revising the heading for 

§ 1.469-4 and adding entries for 
§ 1.469-4(a) through (h). 

2. Revising the entry for § 1.469-
II(b)(1). 

3. Revising the entry for § 1.469-
II(b)(2). 

4. Adding entries for § 1.469-
1l(b)(2)(i) and (ii). 

5. Adding an entry for § 1.469-
11(b)(3). 

6. The additions and revisions read 
as follows: 

§ 1.469-0 Table of contents. 

* * * * * 
§ 1.469-4 Definition of activity. 

(a) Scope and purpose. 
(b) Definitions. 
(1) Trade or business activities. 
(2) Rental activities. 
(c) General rules for grouping ac-

tivities. 
(1) Appropriate economic unit. 
(2) Facts and circumstances test. 
(3) Examples. 
(d) Limitation on grouping certain 

activities. 
(1) Grouping rental activities with 

other trade or business activities. 
(i) Rule. 
(ii) Examples. 
(2) Grouping real property rentals 

and personal property rentals prohib
ited. 

Section 469 
(3) Certain activities of limited 

partners and limited entrepreneurs. 
(i) In general. 
(ii) Example. 
(4) Other activities identified by the 

Commissioner. 
(5) Activities conducted through 

section 469 entities. that entity may 
group the activities 

(i) In general. 
(ii) Cross reference. 
(e) Disclosure and consistency re-

quirements. 
(1) Original groupings. 
(2) Regroupings. 
(0 Grouping by Commissioner to 

prevent tax avoidance. 
(1) Rule. 
(2) Example. 
(g) Treatment of partial disposi

tions. 
(h) Rules for grouping rental real 

estate activities for taxpayers qualify
ing under section 469(c)(7) for taxable 
years beginning after December 31, 
1993 [Reserved]. 

* * * * 
§1.469-11 Effective date and 
transition rules. 

* * * * 
(b) * * * 

* 

* 

(1) Application of 1992 amend
ments for taxable years beginning be
fore October 4, 1994. 

(2) Additional transition rules for 
1992 amendments. 

(i) In general. 
(ii) Additional rule for activity reg

ulations. 
(3) Certain investment credit prop

erty. 

* * * * * 
Par. 3. Section 1.469-4 is added to 

read as follows: 

§ 1.469-4 Definition of activity. 

(a) Scope and purpose. This sec
tion sets forth the rules for grouping 
a taxpayer's trade or business activi
ties and rental activities for purposes 
of applying the passive activity loss 
and credit limitation rules of section 
469. A taxpayer's activities include 
those conducted through C corpora
tions that are subject to section 469, 
S corporations, and partnerships. 

(b) Definitions. The following defi
nitions apply for purposes of this 
section-

(1) Trade or business activities. 
Trade or business activities are activi-
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Section 469 
ties, other than rental activities or 
activities that are treated under 
§ 1.469-IT(e)(3)(vi)(B) as incidental 
to an activity of holding property for 
investment, that-

(i) Involve the conduct of a trade 
or business (within the meaning of 
section 162); 

(ii) Are conducted in anticipation 
of the commencement of a trade or 
business; or 

(iii) Involve research or experimen
tal expenditures that are deductible 
under section 17 4 (or would be de
ductible if the taxpayer adopted the 
method described in section 174(a». 

(2) Rental activities. Rental activi
ties are activities that constitute rental 
activities within the meaning of 
§ 1.469-1 T(e)(3). 

(c) General rules for grouping ac
tivities-(I) Appropriate economic 
unit. One or more trade or business 
activities or rental activities may be 
treated as a single activity if the 
activities constitute an appropriate 
economic unit for the measurement 
of gain or loss for purposes of section 
469. 

(2) Facts and circumstances test. 
Except as otherwise provided in this 
section, whether activities constitute 
an appropriate economic unit and, 
therefore, may be treated as a single 
activity depends upon all the relevant 
facts and circumstances. A taxpayer 
may use any reasonable method of 
applying the relevant facts and cir
cumstances in grouping activities. The 
factors listed below, not all of which 
are necessary for a taxpayer to treat 
more than one activity as a single 
activity, are given the greatest weight 
in determining whether activities con
stitute an appropriate economic unit 
for the measurement of gain or loss 
for purposes of section 469-

(i) Similarities and differences in 
types of trades or businesses; 

(ii) The extent of common control; 

(iii) The extent of common owner
ship; 

(iv) Geographical location; and 

(v) Interdependencies between or 
among the activities (for example, the 
extent to which the activities purchase 
or sell goods between or among them
selves, involve products or services 
that are normally provided together, 
have the same customers, have the 
same employees, or are accounted for 
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with a single set of books and 
records). 

(3) Examples. The following exam
ples illustrate the application of this 
paragraph (c). 

Example 1. Taxpayer C has a significant 
ownership interest in a bakery and a movie 
theater at a shopping mall in Baltimore and in 
a bakery and a movie theater in Philadelphia. 
In this case, after taking into account all the 
relevant facts and circumstances, there may be 
more than one reasonable method for grouping 
C's activities. For instance, depending on the 
relevant facts and circumstances, the following 
groupings mayor may not be permissible: a 
single activity; a movie theater activity and a 
bakery activity; a Baltimore activity and a 
Philadelphia activity; or four separate activi
ties. Moreover, once C groups these activities 
into appropriate economic units, paragraph (e) 
of this section requires C to continue using that 
grouping in subsequent taxable years unless a 
material change in the facts and circumstances 
makes it clearly inappropriate. 

Example 2. Taxpayer B, an individual, is a 
partner in a business that sells non-food items 
to grocery stores (partnership L). B also is a 
partner in a partnership that owns and operates 
a trucking business (partnership Q). The two 
partnerships are under common control. The 
predominant portion of Q's business is trans
porting goods for L, and Q is the only trucking 
business in which B is involved. Under this 
section, B appropriately treats L's wholesale 
activity and Q's trucking activity as a single 
activity. 

(d) Limitation on grouping certain 
activities. The grouping of activities 
under this section is subject to the 
following limitations: 

(1) Grouping rental activities with 
other trade or business activities-(i) 
Rule. A rental activity may not be 
grouped with a trade or business 
activity unless the activities being 
grouped together constitute an appro
priate economic unit under paragraph 
(c) of this section and-

(A) The rental activity is insubstan
tial in relation to the trade or busi
ness activity; 

(B) The trade or business activity is 
insubstantial in relation to the rental 
activity; or 

(C) Each owner of the trade or 
business activity has the same propor
tionate ownership interest in the rent
al activity, in which case the portion 
of the rental activity that involves the 
rental of items of property for use in 
the trade or business activity may be 
grouped with the trade or business 
activity. 

(ii~ Examples. The following exam
ples Illustrate the application of para
graph (d)(l )(i) of this section: 

E>:ample J. (i) Hand Ware married and file 
a JOint return. H is the sole shareholder of an S 

corporation that conducts a grocery store trade 
or business activity. W is the sole shareholder 
of an S corporation that owns and rents out a 
building. Part of the building is rented to H's 
grocery store trade or business activity (the 
grocery store rental). The grocery store rental 
and the grocery store trade or business are not 
insubstantial in relation to each other. 

(ii) Because they file a joint return, Hand 
Ware treated as one taxpayer for purposes of 
section 469. See § 1.469-1 T(j). Therefore, the 
sole owner of the trade or business activity 
(taxpayer H- W) is also the sole owner of the 
rental activity. Consequently, each owner of 
the trade or business activity has the same 
proportionate ownership interest in the rental 
activity. Accordingly, the grocery store rental 
and the grocery store trade or business activity 
may be grouped together (under paragraph 
(d)(l)(i) of this section) into a single trade or 
business activity, if the grouping is appropriate 
under paragraph (c) of this section. 

Example 2. Attorney D is a sole practitioner 
in town X. D also wholly owns residential real 
estate in town X that D rents to third parties. 
D's law practice is a trade or business activity 
within the meaning of paragraph (b)(I) of this 
section. The residential real estate is a rental 
activity within the meaning of § 1.469-IT(e)(3) 
and is insubstantial in relation to D's law 
practice. Under the facts and circumstances, 
the law practice and the residential real estate 
do not constitute an appropriate economic unit 
under paragraph (c) of this section. Therefore, 
D may not treat the law practice and the 
residential real estate as a single activity. 

(2) Grouping real property rentals 
and personal property rentals prohib
ited. An activity involving the rental 
of real property and an activity in
volving the rental of personal proper
ty (other than personal property pro
vided in connection with the real 
property or real property provided in 
connection with the personal proper
ty) may not be treated as a single 
activity. 

(3) Certain activities of limited 
partners and limited entrepreneurs
(i) In general. Except as provided in 
this paragraph, a taxpayer that owns 
an interest, as a limited partner or a 
limited entrepreneur (as defined in 
section 464(e)(2», in an activity de
scribed in section 465(c)(1), may not 
group that activity with any other 
activity. A taxpayer that owns an 
interest as a limited partner or a 
limited entrepreneur in an activity 
described in the preceding sentence 
may group that activity with another 
activity in the same type of business 
if the grouping is appropriate under 
the provisions of paragraph (c) of this 
section. 

(ii) Example. The following exam
ple illustrates the application of this 
paragraph (d)(3): 



Example. (i) Taxpayer A, an individual, 
owns and operates a farm. A is also a member 
of M, a limited liability company that conducts 
a cattle-feeding business. A does not actively 
participate in the management of M (within the 
meaning of section 464(e)(2)(B». In addition, 
A is a limited partner in N, a limited partner
ship engaged in oil and gas production. 

(ii) Because A does not actively participate 
in the management of M, A is a limited 
entrepreneur in M's activity. M's cattle-feeding 
business is described in section 465(c)(l)(B) 
(relating to farming) and may not be grouped 
with any other activity that does not involve 
farming. Moreover, A's farm may not be 
grouped with the cattle-feeding activity unless 
the grouping constitutes an appropriate eco
nomic unit for the measurement of gain or loss 
for purposes of section 469. 

(iii) Because A is a limited partner in Nand 
N's activity is described in section 465(c)(J)(D) 
(relating to exploring for, or exploiting, oil and 
gas resoun.es), A may not group N's oil and 
gas activity with any other activity that does 
not involve exploring for, or exploiting, oil and 
gas resources. Thus, N's activity may not be 
grouped with A's farm or with M's cattIe
feeding business. 

(4) Other activities identified by the 
Commissioner. A taxpayer that owns 
an interest in an activity identified in 
guidance issued by the Commissioner 
as an activity covered by this para
graph (d)(4) may not group that ac
tivity with any other activity, except 
as provided in the guidance issued by 
the Commissioner. 

(5) Activities conducted through 
section 469 entities-(i) In general. A 
C corporation subject to section 469, 
an S corporation, or a partnership (a 
section 469 entity) must group its 
activities under the rules of this sec
tion. Once the section 469 entity 
groups its activities, a shareholder or 
partner may group those activities 
with each other, with activities con
ducted directly by the shareholder or 
partner, and with activities conducted 
through other section 469 entities, in 
accordance with the rules of this sec
tion. A shareholder or partner may 
not treat activities grouped together 
by a section 469 entity as separate 
activities. 

(ii) Cross reference. An actIvIty 
that a taxpayer conducts through a C 
corporation subject to section 469 
may be grouped with another activity 
of the taxpayer, but only for pur
poses of determining whether the tax
payer materially or significantly par
ticipates in the other activity. See 
§ 1. 469-2T(c)(3)(i)(A) and (c)(4)(i) 
for the rules regarding dividends on C 
corporation stock and compensation 
paid for personal services. 

(e) Disclosure and consistency re
quirements-(1) Original groupings. 
Except as provided in paragraph 
(e)(2) of this section, once a taxpayer 
has grouped activities under this sec
tion, the taxpayer may not regroup 
those activities in subsequent taxable 
years. Taxpayers must comply with 
disclosure requirements that the Com
missioner may prescribe with respect 
to both their original groupings and 
the addition and disposition of specif
ic activities within those chosen 
groupings in subsequent taxable 
years. 

(2) Regroupings. If it is determined 
that a taxpayer's original grouping 
was clearly inappropriate or a materi
al change has occurred that makes the 
original grouping clearly inappropri
ate, the taxpayer must regroup the 
activities and must comply with dis
closure requirements that the Com
missioner may prescribe. 

(f) Grouping by Commissioner to 
prevent tax avoidance-(1) Rule. The 
Commissioner may regroup a taxpay
er's activities if any of the activities 
resulting from the taxpayer's group
ing is not an appropriate economic 
unit and a principal purpose of the 
taxpayer's grouping (or failure to re
group under paragraph (e) of this 
section) is to circumvent the underly
ing purposes of section 469. 

(2) Example. The following exam
ple illustrates the application of this 
paragraph (f): 

Example. (i) Taxpayers D, E, F, G, and H 
are doctors who operate separate medical prac
tices. D invested in a tax shelter several years 
ago that generates passive losses and the other 
doctors intend to invest in real estate that will 
generate passive losses. The taxpayers form a 
partnership to engage in the trade or business 
of acquiring and operating X-ray equipment. 
In exchange for equipment contributed to the 
partnership, the taxpayers receive limited part
nership interests. The partnership is managed 
by a general partner selected by the taxpayers; 
the taxpayers do not materially participate in 
its operations. Substantially all of the partner
ship's services are provided to the taxpayers or 
their patients, roughly in proportion to the 
doctors' interests in the partnership. Fees for 
the partnership's services are set at a level 
equal to the amounts that would be charged if 
the partnership were dealing with the taxpayers 
at arm's length and are expected to assure the 
partnership a profit. The taxpayers treat the 
partnership's services as a separate activity 
from their medical practices and offset the 
income generated by the partnership against 
their passive losses. 

(ii) For each of the taxpayers, the taxpayer's 
own medical practice and the services provided 
by the partnership constitute an appropriate 
economic unit, but the services provided by the 
partnership do not separately constitute an 
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appropriate economic unit. Moreover, a princi
pal purpose of treating the medical practices 
and the partnership's services as separate activ
ities is to circumvent the underlying purposes 
of section 469. Accordingly, the Commissicner 
may require the taxpayers to treat their medical 
practices and their interests in the partnership 
as a single activity, regardless of whether the 
separate medical practices are conducted 
through C corporations subject to section 469, 
S corporations, partnerships, or sole proprie
torships. The Commissioner may assert penal
ties under section 6662 against the taxpayers in 
appropriate circumstances. 

(g) Treatment of partial disposi
tions. A taxpayer may, for the tax
able year in which there is a disposi
tion of substantially all of an activity, 
treat the part disposed of as a sepa
rate activity, but only if the taxpayer 
can establish with reasonable certain
ty-

(1) The amount of deductions and 
credits allocable to that part of the 
activity for the taxable year under 
§ 1.469-1 (f)(4) (relating to carryover 
of disallowed deductions and credits); 
and 

(2) The amount of gross income 
and of any other deductions and 
credits allocable to that part of the 
activity for the taxable year. 

(h) Rules for grouping rental real 
estate activities for taxpayers qualify
ing under section 469(c)(7) for taxable 
years beginning after December 31, 
1993. [Reserved] 

Par. 4. Section 1.469-11 is amend-
ed as follows: 

1. Paragraph (a)(1) is revised. 
2. Paragraph (b)(1) is revised. 
3. Paragraph (b )(2) is redesignated 

as paragraph (b)(3). 
4. A new paragraph (b)(2) is add

ed. 
5. The added and revised provi

sions read as follows: 

§ 1.469-11 Effective date and 
transition rules. 

(a) * * * 

(1) The rules contained in 
§§ 1.469-1, 1.469-lT, 1.469-2, 
1.469-2T, 1.469-3, 1.469-3T, 
1.469-4, 1.469-5, and 1.469-5T apply 
for taxable years ending after May 
10, 1992. 

* * * * * 
(b) * * *(1) Application of 1992 

amendments for taxable years begin
ning before October 4, 1994. Except 
as provided in paragraph (b)(2)(i) of 
this section, for taxable years that 
end after May 10, 1992, and begin 
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before October 4, 1994, a taxpayer 
may determine its tax liability in ac
cordance with Project PS-I-89 pub
lished at 1992-1 C.B. 1219 (see 
§ 601.601(d)(2)(ii)(b) of this chapter). 

(2) Additional transition rules jor 
1992 amendments-(i) In general. If a 
taxpayer's first taxable year ending 
after May 10, 1992, begins on or 
before that date, the taxpayer may 
treat the taxable year, for purposes of 
paragraph (a) of this section, as a 
taxable year ending on or before May 
10, 1992. (ii) Additional rule for ac
tivity regulations. For the first taxable 
year in which the rules in § 1.469-4 
apply, taxpayers that are not in com
pliance with those rules must regroup 
their activities under those rules, 
without regard to the manner in 
which the activities were grouped in 
prior taxable years. 

* * * * * 

Margaret Milner Richardson, 
Commissioner oj 

Internal Revenue. 

Approved August I, 1994. 

Leslie Samuels, 
Assistant Secretary oj 

the Treasury (Tax 
Policy). 

(Filed by the Office of the Federal Register on 
October 3, 1994,8:45 a.m., and published in 
the issue of the Federal Register for October 
4, 1994, 59 F.R. 50485) 

Subpart 0.-1 nvenlories 

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

26 CFR 1.472-1: Last-in, first-out inventories. 

LIFO; price indexes; department 
stores. The April 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 valuing inventories for tax years 
ended on, or with reference to, April 
30, 1994. 

Rev. Rul. 94-49 

The following Department Store 
Inventory Price Indexes for April 
1994 were issued by the Bureau of 
Labor Statistics on May 13, 1994. 
The indexes are accepted by the Inter
nal Revenue Service, under 
§ 1.472-1(k) of the Income Tax Reg
ulations 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 meth
ods for tax years ended on, or with 
reference to, April 30, 1994. 

The Department Store Inventory 
Price Indexes are prepared on a na
tional basis and include (a) 23 major 
groups of departments, (b) three spe
cial combinations of the major 
groups-soft goods, durable goods, 
and miscellaneous goods, and (c) a 
store total, which covers all depart
ments, including some not listed sepa
rately, except for the following: can
dy, foods, liquor, tobacco, and 
contract departments. 

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

(January 1941 = 100, unless otherwise noted) 

1. 
2. 
3. 
4. 
5. 
6. 
7. 
8. 
9. 

10. 
11. 
12. 
13. 
14. 
15. 
16. 
17. 
18. 
19. 
20. 
21. 
22. 
23. 

Groups 

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

••••••••••••••••••••••••• 

Home Improvements2 
••••••••••••••••••••••••••••• 

Auto Accessories2 ................................. 
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April 
1993 

464.8 
628.2 
653.5 
912.1 
605.2 
522.1 
270.4 
588.2 
458.5 
601.2 
578.7 
488.4 
972.3 
573.7 
827.1 
615.1 
532.1 
765.5 
249.4 
87.4 

115.0 
126.1 
107.0 

April 
1994 

470.6 
638.0 
657.5 
923.0 
606.7 
525.8 
275.3 
572.2 
450.8 
609.4 
553.1 
488.9 

1024.2 
631.5 
848.1 
640.7 
524.1 
775.5 
250.2 

85.8 
115.7 
122.4 
106.5 

Percent 
Change from 
April 1993 to 
April 19941 

1.2 
1.6 
0.6 
1.2 
0.2 
0.7 
1.8 

-2.7 
-1.7 

1.4 
-4.4 

0.1 
5.3 

10.1 
2.5 
4.2 

-1.5 
1.3 
0.3 

-1.8 
0.6 

-2.9 
-0.5 



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

(J anuary 1941 = 100, unless otherwise noted) 

April April 
Groups 1993 1994 

Groups I - 15: Soft Goods ............................. . 600.0 600.4 

Groups 16 - 20: Durable Goods ......................... . 459.7 463.8 

Groups 21 - 23: Misc. Goods2 ........................... . 115.2 114.9 

Store Total3 ....................................... . 552.5 553.5 

1 Absence of a minus sign before percentage change in this column signifies price increase. 
2Indexes on a January 1986 = 100 base. 
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Percent 
Change from 
April 1993 to 
April 1994 1 

0.1 

0.9 

-0.3 

0.2 

3The store total index covers all departments, including some not listed separately, except for the following: candy, 
foods, liquor, tobacco, and contract departments. 

26 CFR 1.472-1: Last-in, first-out inventories. Rev. Rul. 94-54 ods for tax years ended on, or with 
reference to, May 31, 1994. 

LIFO; price indexes; department 
stores. The May 1994 Bureau of La
bor Statistics price indexes are accept
ed 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, May 
31, 1994. 

The following Department Store 
Inventory Price Indexes for May 
1994 were issued by the Bureau of 
Labor Statistics on June 14, 1994. 
The indexes are accepted by the Inter
nal Revenue Service, under 
§ 1.472-I(k) of the Income Tax Reg
ulations 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 meth-

The Department Store Inventory 
Price Indexes are prepared on a na
tional basis and include (a) 23 major 
groups of departments, (b) three spe
cial combinations of the major 
groups-soft goods, durable goods, 
and miscellaneous goods, and (c) a 
store total, which covers all depart
ments, including some not listed sepa
rately, except for the following: can
dy, foods, liquor, tobacco, and 
contract departments. 

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

(January 1941 = 100, unless otherwise noted) 

May 
Groups 1993 

I. Piece Goods ............................................ . 453.7 
2. Domestics and Draperies ................................. . 629.9 
3. Women's and Children's Shoes ........................... . 655.3 
4. Men's Shoes ............................................ . 918.1 
5. Infants' Wear .......................................... . 611.1 
6. Women's Underwear .................................... . 514.1 
7. Women's Hosiery ....................................... . 267.6 
8. Women's and Girls' Accessories .......................... . 586.4 
9. Women's Outerwear and Girls' Wear ...................... . 443.6 

10. Men's Clothing ......................................... . 601.0 
11. Men's Furnishings ...................................... . 574.2 
12. Boys' Clothing and Furnishings ........................... . 492.2 
13. Jewelry ................................................ . 956.6 
14. Notions ................................................ . 602.9 
15. Toilet Articles and Drugs ................................ . 831.2 
16. Furniture and Bedding ................................... . 615.9 
17. Floor Coverings ........................................ . 528.9 
18. Housewares ............................................ . 765.8 

Percent 
Change from 

May May 1993 to 
1994 May 19941 

456.9 0.7 
643.7 2.2 
661.1 0.9 
924.0 0.6 
598.2 - 2.1 
516.4 0.4 
272.2 1.7 
567.5 -3.2 
444.7 0.2 
607.1 1.0 
556.0 -3.2 
494.7 0.5 

1027.5 7.4 
727.0 20.6 
850.5 2.3 
645.1 4.7 
535.5 1.2 
779.7 1.8 
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BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 

INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS-Continued 
(January 1941 = 100, unless otherwise noted) 

May 
Groups 1993 

19. Major Appliances ....................................... · 
20. Radio and Television .................................... . 

250.3 
86.5 

21. Recreation and Education2 ............................... . 114.2 
22. Home Improvements2 ................................... . 123.5 
23. Auto Accessories2 ....................................... . 106.5 

Groups 1-15: Soft Goods. " ................................... . 594.7 
Groups 16-20: Durable Goods ......... , ........................ . 459.1 
Groups 21-23: Misc. Goods2 .......... , ..... , ........... , ...... . 114.2 

Store Total3 ................................................ . 548.5 

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

May 
1994 

249.8 
85.2 

115.5 
120.8 
106.3 

599.5 
465.3 
114.5 
553.0 

Percent 
Change from 
May 1993 to 
May 19941 

-0.2 
-1.5 

1.1 
-2.2 
-0.2 

0.8 
1.4 
0.3 
0.8 

3The store total index covers all departments, including some not listed separately, except for the following: candy, 
foods, liquor, tobacco, and contract departments. 

26 CFR 1.472-1: Last-in, first-out inventories. 

LIFO; price indexes; department 
stores. The June 1994 Bureau of La
bor Statistics price indexes are accept
ed 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, June 
30, 1994. 

Rev. Rul. 94-59 

The following Department Store 
Inventory Price Indexes for June 1994 
were issued by the Bureau of Labor 
Statistics on July 13, 1994. The index
es are accepted by the Internal Reve
nue 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 end-

ed on, or with reference to, June 30, 
1994. 

The Department Store Inventory 
Price Indexes are prepared on a na
tional basis and include (a) 23 major 
groups of departments, (b) three spe
cial combinations of the major 
groups - soft goods, durable goods, 
and miscellaneous goods, and (c) a 
store total, which covers all depart
ments, including some not listed sepa
ratelY,except for the following: can
dy, foods, liquor, tobacco, and 
contract departments. 

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

(January 1941 = 100, unless otherwise noted) 

1. 
2. 
3. 
4. 
5. 
6. 
7. 
8. 
9. 

10. 
11. 
12. 
13. 
14. 
15. 

88 

Groups 

Piece Goods ................................... . 
Domestics and Draperies ........................ . 
Women's and Children's Shoes ... " ...... " ..... . 
Men's Shoes ............... " ........... " .... . 
Infants' Wear ................................. . 
Women's Underwear ........................... . 
Women's Hosiery .............................. . 
Women's and Girls' Accessories ............. , ... . 
Women's Outerwear and Girls' Wear ... '" ...... . 
Men's Clothing .......... " .......... " .... , ... . 
Men's Furnishings ............. " ..... " ....... . 
Boys' Clothing and Furnishings .................. . 
Jewelry ....................................... . 
Notions ....................................... . 
Toilet Articles and Drugs ....................... . 

1994-2 C.B. 

June 1993 

471.8 
627.1 
645.9 
902.4 
610.7 
511.4 
268.2 
575.1 
423.2 
593.9 
559.7 
489.6 
959.7 
601.4 
834.3 

Percent Change 
from June 1993 

June 1994 to June 19941 

469.1 -0.6 
639.5 2.0 
653.6 1.2 
916.3 1.5 
603.8 -1.1 
512.0 0.1 
272.9 1.8 
569.9 -0.9 
428.7 1.3 
602.8 1.5 
547.3 -2.2 
489.3 -0.1 

1022.2 6.5 
736.1 22.4 
851.4 2.0 
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BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 

INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS-Continued 
(January 1941 = 100, unless otherwise noted) 

Percent Change 
from June 1993 

Groups June 1993 June 1994 to June 19941 

16. Furniture and Bedding ......................... . 621.1 647.0 4.2 
17. Floor Coverings ............................... . 533.1 539.1 1.1 
18. Housewares ................................... . 768.0 782.8 1.9 
19. Major Appliances .............................. . 248.3 250.3 0.8 
20. Radio and Television ........................... . 86.3 85.0 -1.5 
21. Recreation and Education2 

••••••••••••••••••••••• 114.5 115.3 0.7 
22. Home Improvements2 

••••••••••••••••••••••••••• 119.6 120.4 0.7 
23. Auto Accessories2 

••••••••••••••••••••••••••••••• 105.7 106.3 0.6 

Groups 1 - 15: Soft Goods .......................... . 584.4 591.7 1.2 
Groups 16 - 20: Durable Goods ....................... . 459.7 466.4 1.5 
Groups 21 - 23: Misc. Goods2 

•••••••••••••••••••••••••• 113.5 114.3 0.7 

Store Total3 
•••••••••••••••••••••••••••••••••••• 542.5 548.9 1.2 

1 Absence of a minus sign before percentage change in this column signifies price increase. 
2 Indexes on a January 1986 = 100 base. 
3 The store total index covers all departments, including some not listed separately, except for the following: candy, 
foods, liquor, tobacco, and contract departments. 

26 CFR 1.472-1: Last-in, first-out inventories. 

LIFO; price indexes; department 
stores. The July 1994 Bureau of La
bor Statistics price indexes are accept
ed 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, July 
31, 1994. 

Rev. Rul. 94-60 

The following Department Store 
Inventory Price Indexes for July 1994 
were issued by the Bureau of Labor 
Statistics on August 12, 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 application to inven
tories of department stores employing 
the retail inventory and last-in, first
out inventory methods for tax years 

ended on, or with reference to, July 
31, 1994. 

The Department Store Inventory 
Price Indexes are prepared on a na
tional basis and include (a) 23 major 
groups of departments, (b) three spe
cial combinations of the major 
groups - soft goods, durable goods, 
and miscellaneous goods, and (c) a 
store total, which covers all depart
ments, including some not listed sepa
rately, except for the following: can
dy, foods, liquor, tobacco, 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 .................. . 

July 1993 

478.6 
628.0 
637.2 
897.8 
607.2 
517.6 
270.0 
557.9 
405.5 
592.4 
552.8 
479.5 

July 1994 

471.5 
644.3 
639.0 
908.6 
607.6 
519.2 
279.2 
567.7 
404.3 
598.2 
545.6 
483.6 

Percent Change 
from July 1993 
to July 19941 

-1.5 
2.6 
0.3 
1.2 
0.1 
0.3 
3.4 
1.8 

-0.3 
1.0 

- 1.3 
0.9 
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BUREAU OF LABOR STATISTICS, DEPARTMENT STORE. 

INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS-Contmued 
(January 1941 = 100, unless otherwise noted) 

Percent Change 
from July 1993 

Groups July 1993 July 1994 to July 19941 

13. Jewelry ....................................... . 
14. Notions ....................................... . 
15. Toilet Articles and Drugs ....................... . 
16. Furniture and Bedding ......................... . 
17. Floor Coverings ............................... . 
18. Housewares ................................... . 
19. Major Appliances .............................. . 
20. Radio and Television ........................... . 
21. Recreation and Education2 

••••.•••••••.•••..••••• 
22. Home Improvements2 

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

••••••••••••••••••••••••••••••• 

962.5 1018.7 5.8 
611.4 768.7 25.7 
839.1 851.1 1.4 
619.8 646.7 4.3 
539.4 555.6 3.0 
766.4 785.9 2.5 
247.3 250.9 1.5 

86.5 84.7 -2.1 
114.0 115.4 1.2 
118.5 119.6 0.9 
105.8 106.0 0.2 

Groups 1 - 15: Soft Goods .......................... . 
Groups 16 - 20: Durable Goods ....................... . 
Groups 21 - 23: Misc. Goods2 

•••••••••••••••••••••••••• 

577.0 583.4 1.1 
459.3 467.8 1.9 
113.1 114.2 1.0 

Store Total3 
537.9 544.7 1.3 

1 Absence of a minus sign before percentage change in this column signifies price increase. 
2 Indexes on a January 1986= 100 base. 
3 The store total index covers all departments, including some not listed separately, except for the following: candy, foods, liquor, tobacco, and contract departments. 

26 CFR 1.472-1: Last-in, first-out inventories. 

LIFO; price indexes; department 
stores. The August 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 valuing inventories for tax years 
ended on, or with reference to, Au
gust 31, 1994. 

Rev. Rul. 94-64 

The following Department Store 
Inventory Price Indexes for August 
1994 were issued by the Bureau of 
Labor Statistics on September 13, 
1994. The indexes are accepted by the 
Internal Revenue Service, under 
§ 1.472-1(k) of the Income Tax Reg
ulations 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 meth-

ods for tax years ended on, or with 
reference to, August 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 spe
cial combinations of the major 
groups - soft goods, durable goods, 
and miscellaneous goods, and (c) a 
store total, which covers all depart
ments, including some not listed sepa
rately, except for the following: can
dy, foods, liquor, tobacco, and 
contract departments. 

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

(January 1941 = 100, unless otherwise noted) 

1. 
2. 
3. 
4. 
5. 
6. 
7. 
8. 

Groups 

Piece Goods .................................... . 
Domestics and Draperies ......................... . 
Women's and Children's Shoes ................... . 
Men's Shoes ................................... . 
Infants' Wear .................................. . 
Women's Underwear ............................ . 
Women's Hosiery ............................... . 
Women's and Girls' Accessories .................. . 

90 1994-2 C.B. 

Aug. 
1993 

473.9 
638.5 
633.0 
897.9 
613.0 
522.0 
274.4 
551.5 

Aug. 
1994 

467.8 
649.2 
636.4 
907.3 
606.4 
523.6 
277.9 
557.5 

Percent 
Change from 
Aug. 1993 to 
Aug. 19941 

-1.3 
1.7 
0.5 
1.0 

-1.1 
0.3 
1.3 
1.1 
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BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS-Continued 

(January 1941 = 100, unless otherwise noted) 

Percent 
Change from 

Aug. Aug. Aug. 1993 to 
Groups 1993 1994 Aug. 19941 

9. Women's Outerwear and Girls' Wear ............. . 418.4 407.1 -2.7 
10. Men's Clothing ................................. . 599.3 600.1 0.1 
11. Men's Furnishings .............................. . 551.1 552.3 0.2 
12. Boys' Clothing and Furnishings ................... . 485.0 477.1 -1.6 
13. Jewelry ........................................ . 965.9 1027.4 6.4 
14. Notions ........................................ . 619.4 768.7 24.1 
15. Toilet Articles and Drugs ........................ . 839.6 852.5 1.5 
16. Furniture and Bedding .......................... . 619.5 646.9 4.4 
17. Floor Coverings ................................ . 540.5 554.2 2.5 
18. Housewares .................................... . 764.6 778.5 1.8 
19. Major Appliances ............................... . 247.6 249.5 0.8 
20. Radio and Television ............................ . 86.9 84.6 -2.6 
21. Recreation and Education2 ....................... . 113.8 115.4 1.4 
22. Home Improvements2 ........................... . 118.1 120.1 1.7 
23. Auto Accessories2 ............................... . 105.6 106.0 0.4 

Groups 1 - 15: Soft Goods ............................ . 583.1 585.7 0.4 
Groups 16 - 20: Durable Goods ........................ . 459.3 465.4 1.3 
Groups 21 - 23: Misc. Goods2 .......................... . 112.8 114.2 1.2 

Store Total3 541.0 545.3 0.8 

1 Absence of a minus sign before percentage change in this column signifies price increase. 
2Indexes on a January 1986 = 100 base. 
3The store total index covers all departments, including some not listed separately, except for the following: candy, 
foods, liquor, tobacco, and contract departments. 

26 CFR 1.472-1: Last-in. first-out inventories. 

LIFO; price indexes; department 
stores. The September 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 valuing inventories for tax years 
ended on, or with reference to, Sep
tember 30, 1994. 

Rev. Rul. 94-72 

The following Department Store 
Inventory Price Indexes for Septem
ber 1994 were issued by the Bureau of 
Labor Statistics on October 14, 1994. 
The indexes are accepted by the In
ternal Revenue Service, under 
§ 1.472-1(k) of the Income Tax Reg
ulations 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 meth-

ods for tax years ended on, or with 
reference to, September 30, 1994. 

The Department Store Inventory 
Price Indexes are prepared on a na
tional basis and include (a) 23 major 
groups of departments, (b) three spe
cial combinations of the major 
groups - soft goods, durable goods, 
and miscellaneous goods, and (c) a 
store total, which covers all depart
ments, including some not listed sepa
rately, except for the following: can
dy, foods, liquor, tobacco, 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 ......................................... . 

Sept. 
1993 

495.0 
640.6 
644.0 
914.6 
604.0 

Sept. 
1994 

469.6 
652.3 
639.0 
907.4 
611.5 

Percent 
Change from 
Sept. 1993 to 
Sept. 19941 

- 5.1 
1.8 

-0.8 
-0.8 

1.2 
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Section 472 
BUREAU OF LABOR STATISTICS, DEPARTMENT STORE. 

INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS-Contmued 
(January 1941 = 100, unless otherwise noted) 

Percent 
Change from 

Groups 
Sept. Sept. Sept. 1993 to 
1993 1994 Sept. 19941 

6. Women's Underwear .................................. . 
7. Women's Hosiery ..................................... . 
8. Women's and Girls' Accessories ........................ . 
9. Women's Outerwear and Girls' Wear .................... . 

523.8 529.0 1.0 
273.4 272.1 -0.5 
560.8 567.3 1.2 
438.4 432.2 -1.4 

10. Men's Clothing ....................................... . 
II. Men's Furnishings ..................................... . 
12. Boys' Clothing and Furnishings ......................... . 
13. Jewelry .............................................. . 
14. Notions .............................................. . 

609.4 612.9 0.6 
555.4 566.8 2.1 
498.8 488.2 -2.1 
997.5 1026.2 2.9 
596.0 768.5 28.9 

15. Toilet Articles and Drugs .............................. . 
16. Furniture and Bedding ................................. . 
17. Floor Coverings ....................................... . 

838.1 851.0 1.5 
623.4 640.6 2.8 
537.8 558.3 3.8 

18. Housewares .......................................... . 765.7 777.4 1.5 
19. Major Appliances ..................................... . 
20. Radio and Television .................................. . 

248.1 248.5 0.2 
86.5 84.7 -2.1 

21. Recreation and Education2 ............................. . 114.4 115.0 0.5 
22. Home Improvements2 .................................. . 117.9 120.7 2.4 
23. Auto Accessories2 ..................................... . 105.9 105.8 -0.1 

Groups 1-15: Soft Goods .................................... . 593.8 597.8 0.7 

Groups 16-20: Durable Goods ................................ . 459.7 464.3 1.0 

Groups 21-23: Misc. Goods .................................. . 113.3 114.0 0.6 

Store Total3 ............................................ . 547.4 551.4 0.7 

I Absence of a minus sign before percentage change in this column signifies price increase. 
2Indexes on a January 1986 = 100 base. 
3The store total index covers all departments, including some not listed separately, except for the following: candy, 
foods, liquor, tobacco, and contract departments. 

26 CFR 1.472-1: Last-in, first-out inventories. 

LIFO; price indexes; department 
stores. The October 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 valuing inventories for tax years 
ended on, or with reference to, Octo
ber 31, 1994. 
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Rev. Rul. 94-80 

The following Department Store 
Inventory Price Indexes for October 
1994 were issued by the Bureau of 
Labor Statistics on November 16, 
1994. The indexes are accepted by the 
Internal Revenue Service, under 
§ 1.472-I(k) of the Income Tax Reg
ulations 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 meth-

ods for tax years ended on,.or with 
reference to, October 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 spe
cial combinations of the major 
groups - soft goods, durable goods, 
and miscellaneous goods, and (c) a 
store total, which covers all depart
ments, including some not listed sepa
rately, except for the following: can
dy, foods, liquor, tobacco, and 
contract departments. 
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BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 

(January 1941 = 100, unless otherwise noted) 

Percent 
Change from 

Oct. Oct. Oct. 1993 to 
Groups 1993 1994 Oct. 19941 

1. Piece Goods ................................... . 499.3 486.5 -2.6 
2. Domestics and Draperies ........................ . 634.8 647.7 2.0 
3. Women's and Children's Shoes .................. . 654.4 641.3 -2.0 
4. Men's Shoes ................................... . 914.5 909.3 -0.6 
5. Infants' Wear ................................. . 602.4 616.2 2.3 
6. Women's Underwear ........................... . 523.6 537.0 2.6 
7. Women's Hosiery .............................. . 267.7 276.2 3.2 
8. Women's and Girls' Accessories ................. . 572.9 568.6 -0.8 
9. Women's Outerwear and Girls' Wear ............. . 446.5 441.6 -1.1 

10. Men's Clothing ................................ . 620.6 614.9 -0.9 
11. Men's Furnishings ............................. . 562.6 574.9 2.2 
12. Boys' Clothing and Furnishings .................. . 500.0 484.6 - 3.1 
13. Jewelry ....................................... . 998.5 1014.6 1.6 
14. Notions ....................................... . 600.2 747.2 24.5 
15. Toilet Articles and Drugs ....................... . 839.3 850.6 1.3 
16. Furniture and Bedding .......................... . 628.3 641.3 2.1 
17. Floor Coverings ............................... . 545.6 559.3 2.5 
18. Housewares ................................... . 775.1 778.8 0.5 
19. Major Appliances .............................. . 248.0 247.0 -0.4 
20. Radio and Television ........................... . 86.8 84.4 -2.8 
21. Recreation and Education2 ...................... . 115.3 115.5 0.2 
22. Home Improvements2 118.9 119.2 0.3 
23. Auto Accessories2 .............................. . 105.6 105.6 0.0 

Groups 1 - 15: Soft Goods ........................... . 598.4 601.6 0.5 
Groups 16 - 20: Durable Goods ....................... . 463.4 464.0 0.1 
Groups 21 - 23: Misc. Goods2 ........................ . 

Store Totae .................................... . 
113.9 114.1 0.2 
551.4 553.5 0.4 

1 Absence of a minus sign before percentage change in this column signifies price increase. 
2Indexes on a January 1986 = 100 base. 
3The store total index covers all departments, including some not listed separately, except for the following: candy, 
foods, liquor, tobacco, and contract departments. 

Part III.-Adjustments 

Section 481.-Adjustments 
Required by Changes in Method of 
Accounting 

26 CFR 1.481-1: Adjustments in general. 

Exclusive procedures for taxpayers to obtain 
expeditious consent to change certain methods 
of accounting for costs subject to § 263A of 
the Code to methods required or permitted by 
§§ 1.263A-I. 1.263A-2. and 1.263A-3 of the 
final § 263A Income Tax Regulations. See 
Rev. Proc. 94-49. page 705. 

Section 482.-Allocation of Income 
and Deductions Among Taxpayers 

26 CFR 1.482-0: Outline of regulations under 
482. 

T.D.8552 

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

Intercompany Transfer Pricing 
Regulations under Section 482 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations relating to intercom
pany transfer pricing under section 
482 of the Internal Revenue Code. 
These regulations reflect the changes 
made to section 482 by the Tax Re
form Act of 1986, and provide guid
ance implementing the amendment. 

EFFECTIVE DATES: These regula
tions are effective July 8, 1994, ex
cept that sections 1.482-0T through 
1.482-6T are removed effective Octo
ber 6, 1994. 
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SUPPLEMENT ARY 
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 num
ber 1545-1364. The estimated average 
annual burden per record keeper is .8 
hour. The estimated average annual 
reporting burden per respondent is 1 
hour. 

Comments concerning the accuracy 
of this burden estimate, and sugges
tions for reducing this burden, should 
be sent to the Internal Revenue Ser
vice, Attn: IRS Reports ClearanceOf
ficer, PC: FP, Washington, DC 
20224, and to the Office of Manage
ment and Budget, Attn: Desk Office 
for the Department of the Treasury, 
Office of Information and Regulatory 
Affairs, Washington, DC 20503. 

Background 

Section 482 was amended by the 
Tax Reform Act of 1986, Pub. L. 
99-514, 100 Stat. 2085, 2561, et. seq. 
On January 21, 1993, temporary reg
ulations relating to the evaluation of 
intercompany transfer pricing under 
section 482 were published in the 
Federal Register (58 FR 5263 [T.D. 
8470, 1993-1 C.B. 90)). A notice of 
proposed rulemaking (INTL-401-88 
[1993-1 C.B. 825)) cross-referencing 
the temporary regulations was pub
lished in the Federal Register for the 
same day (58 FR 5310). 

Written comments responding to 
the notice of proposed rulemaking 
were received, and a public hearing 
was held on August 16, 1993. After 
consideration of all the comments, 
the proposed regulations under sec
tion 482 are adopted as revised by 
this Treasury decision, and the corre
sponding temporary regulations are 
removed. 

Explanation of Revisions and 
Summary of Comments 

Introduction 

The Tax Reform Act of 1986 (the 
Act) amended section 482 to require 
that consideration for intangible 
property transferred in a controlled 
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transaction be commensurate with the 
income attributable to the intangible. 
The legislative history of t~e Act 
indicates that the change was mtend
ed to assure that the division of 
income between related parties rea
sonably reflects the economic activi
ties that each undertakes. See H.R. 
Rep. 99-281, 99th Cong. , 2d Sess. 
(1986) at 11-637. The legislative histo
ry also expresses concern that insuffi
ciently stringent standards had been 
used in determining whether an un
controlled transaction is sufficiently 
comparable to a controlled transac
tion. In particular, the legislative his
tory observed that industry norms for 
transfers of less profitable intangibles 
frequently are not realistic com par
abIes for transfers of so-called "high 
profit" intangibles. See H.R. Rep. 
99-426, 99th Cong., 1st Sess. (1985) 
at 424. Finally, the Conference Com
mittee report recommended that the 
IRS conduct a comprehensive study 
and consider whether the regulations 
under section 482, which had been 
issued in 1968 (the 1968 regulations) 
should be "modified in any respect." 

The White Paper 

In response to this directive, the 
IRS and the Treasury Department 
issued a study of intercompany pric
ing (Notice 88-123, 1988-2 C.B. 458) 
on October 18, 1988 (the White 
Paper). The White Paper proposed 
two approaches for implementing the 
"commensurate with income" stan
dard with respect to transfers of in
tangible property. The first was based 
on either an "exact comparable" 
method or an "inexact comparable" 
method. The second was an income
based approach that also included 
two methods: the basic arm's length 
return method (the BALRM), and the 
BALRM with profit split. The 
BALRM generally assigned an aver
age rate of return to the assets and 
functions devoted to the routine ac
tivities associated with the controlled 
transaction. When high profit intangi
bles were involved, any residual profit 
would be divided on the basis of the 
estimated relative values of the intan
gibles that each party contributed to 
the activity. 

The 1992 Proposed Regulations 

The IRS issued proposed regula
tions under section 482 on January 
30, 1992 (INTL-0372-88; INTL-

0401-88, 57 FR 3571 [1992-1 C.B. 
1164]) (the 1992 regulations). The 
most significant change proposed was 
the introduction of three new pricing 
methods for transfers of intangible 
property: the matching transaction 
method (the MTM), the comparable 
adjustable transaction method (the 
CA TM) and the comparable profit 
interval (the CPI). The CPI also 
could be used with respect to trans
fers of tangible property. 

The MTM and the CA TM were 
based on exact and inexact compara
ble transactions, respectively. The 
CPI was an income-based method 
under which the operating income 
resulting from a controlled transac
tion was compared with the operating 
income of comparable uncontrolled 
taxpayers. The consideration charged 
in the controlled transaction would be 
considered arm's length if the taxpay· 
er's operating income fell within a 
range of results derived from the 
uncontrolled taxpayers over a three
year period. Finally, the 1992 regula
tions required that the result derived 
from the CA TM be verified by the 
CPI. 

In addition to providing new meth
ods for transfers of intangibles, the 
1992 regulations implemented the 
"commensurate with income" stan
dard by providing that these methods 
could be applied to adjust the consid
eration charged in the year of exami
nation (periodic adjustments) unless 
one of three narrow exceptions ap
plied. 

Other changes made by the 1992 
regulations included modification of 
the rules with respect to transfers of 
tangible property, principally by pro
viding for the use of CPI with respect 
to tangible property, requiring that 
the results derived from the resale 
price or cost plus methods be verified 
by application of the CPI, introduc
ing new cost sharing regulations, i~
troducing a limited comparable profit 
split method, and relaxing the fixed 
priority of methods set forth in the 
1968 regulations. 

Commenters criticized several as
pects of the 1992 regulations, includ
ing the inclusion of the CPI in the 
regulations, the requirement that the 
results of most methods be verified 
by the CPI, the tight standards of 
comparability for applying the MTM, 
the narrow scope of the exceptions 
from periodic adjustments, the nar-



row scope for the profit split method, 
and the lack of a safe harbor. Com
menters generally approved of the 
introduction of a range of acceptable 
results and the use of a multi-year 
average under the CPI, and the relax
ation of the strict priority of meth
ods. 

The 1993 Temporary and Proposed 
Regulations 

In response to comments, the IRS 
issued revised temporary and pro
posed regulations on January 21, 
1993 (TO 8470; INTL 401-88, 58 FR 
5263) (the 1993 regulations). With the 
exception of the provisions on cost 
sharing, the 1993 regulations replaced 
all the provisions contained in the 
1992 regulations and added some new 
provisions. In addition, the 1993 reg
ulations also modified other provi
sions under the 1968 regulations that 
had not been affected by the 1992 
regulations. The 1993 regulations also 
adopted a structure different from 
that set forth under the 1968 regula
tions. Section 1.482-1 T sets forth 
general rules applicable to all the 
subsequent provisions of the regula
tions under section 482. Most impor
tant of these rules is extensive guid
ance to be applied in determining 
whether an uncontrolled transaction 
is sufficiently comparable to serve as 
a basis for application of a pricing 
method. Determining comparability 
under these rules generally requires 
consideration of functions, risks, con
tractual terms, economic conditions 
and products. Detailed guidance is 
provided as to how these factors are 
to be assessed. Finally, the relative 
importance of any of these factors 
varies depending upon the method 
applied. 

Section 1.482-1 T also provides a 
"best method rule" to be used in 
determining which method provides 
the most accurate measure of an 
arm's length result in a given case. 
The best method rule adopts a flexi
ble approach under which the deter
mination of which method is most 
accurate depends on the facts and 
circumstances of the case. Factors to 
take into account in this determina
tion include the completeness and ac
curacy of available data, the degree 
of comparability between the con
trolled and uncontrolled transactions, 
and the extent of adjustments re
quired to apply a method. The best 

method rule also provides that when 
two methods provide inconsistent re
sults and the best method rule does 
not otherwise indicate which of the 
two analyses should be preferred, an 
additional factor to take into account 
is whether a third method provides a 
result that is consistent with the result 
of one of the first two methods. 

Section 1.482-1 T also sets forth 
special rules to deal with issues pre
sented by market penetration strate
gies, different geographic markets, 
"location savings," aggregation of 
transactions, analysis of contractual 
terms, multiple year analyses, collat
eral adjustments, coordination with 
section 936, and consideration of al
ternatives. Under the latter rule, the 
district director is instructed to deter
mine an arm's length price based 
upon the structure actually adopted, 
and not to restructure the transaction 
as long as its form was consistent 
with its substance. The district direc
tor may, however, consider alterna
tives reasonably available to the tax
payer in determining whether a 
purported comparable transaction ac
tually represents a reliable indicator 
of the terms to which the taxpayer 
would have agreed under arm's length 
conditions. 

In addition, § 1.482-1 T provides 
that no allocation will be made if the 
taxpayer's result falls within a range 
of arm's length results. Under this 
rule, two or more valid applications 
of any single method create a range 
of acceptable results within which the 
taxpayer's result are considered to 
satisfy the arm's length standard. Re
sults falling outside the range are 
subject to adjustment to any point 
within the range (generally the mid
point). 

Section 1.482-1 T also provides a 
safe harbor for small taxpayers. That 
provision would permit a small tax
payer (generally defined as a group 
having less than $10 million in U.S. 
or foreign sales) to elect to determine 
its U.S. taxable income in accordance 
with annual published measures of 
profitability. 

Finally, the 1993 regulations in
clude proposed regulations to be add
ed to § 1.482-1 dealing with foreign 
legal restrictions. In general, this rule 
provides that a foreign legal restric
tion preventing or limiting payment 
of an arm's length amount will be 
respected for purposes of determining 
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an arm's length consideration only if 
there is evidence of a comparable 
uncontrolled transaction in which un
related parties agreed to enter a simi
lar transaction subject to the restric
tion. In other cases, the foreign legal 
restriction will be disregarded in de
termining an arm's length amount, 
but the taxpayer is permitted to elect 
a deferred method of accounting to 
defer recognition of additional in
come until such time as the restriction 
is lifted, subject to the consistent 
deferral of related expenses. 

In addition to revising § 1.482-1, 
the 1993 regulations restructured the 
rules relating to transfers of tangible 
and intangible property. The 1993 
regulations contain separate subsec
tions for these rules, which were all 
contained in § 1.482-2 in the 1968 
regulations. Specifically, § 1.482-3T 
governs transfers of tangible proper
ty, § 1.482-4T governs transfers of 
intangible property, and § 1.482-5T 
sets forth the comparable profit 
method (the CPM), which, as under 
the 1993 regulations, applies to trans
fers of tangibles or intangibles. In 
addition, the 1993 regulations contain 
a proposed set of profit split rules (to 
be added as § 1.482-6). 

The section on transfers of tangible 
property provides five principal meth
ods: the comparable uncontrolled 
price (CUP) method, the resale price 
method, the cost plus method, the 
CPM, and (when authorized by the 
regulations) profit split. The CUP 
method was modified to provide that 
this method may be applied only if 
there are at most minor differences 
between the controlled and uncon
trolled transactions. The 1968 regula
tions provided that CUP could be 
used only if the transactions were "so 
nearly identical" that any differences 
could be reflected by a reasonable 
number of adjustments. Since the 
CUP method is likely to achieve the 
highest degree of comparability of 
any method potentially applicable to 
a transfer of tangible property, the 
1993 regulations state that the CUP 
method generally provides the most 
reliable measure of an arm's length 
result when it can be applied. The 
rules under the resale price and cost 
plus methods were not substantially 
changed from their predecessors in 
the 1968 regulations. Section 
1.482-3T also provides that when 
none of the enumerated methods can 

1994-2 C.B. 95 



Section 482 

be applied, other (unspecified) meth
ods may be used. In order to employ 
an unspecified method, taxpayers are 
required to disclose the use of such 
method on the tax return and to 
prepare contemporaneous documenta
tion explaining why the method pro
vides the most accurate measure of an 
arm's length result. Finally, 
§ 1.482-3T provides rules coordinat
ing the application of the tangible 
and intangible rules in cases involving 
transfers of so-called imbedded intan
gibles. 

Section 1.482-4T combine the 
MTM and CA TM from the 1992 
regulations into a single method 
known as the comparable uncon
trolled transaction (CUT) method. 
Unlike the CATM, the results of the 
CUT method are not subject to man
datory check by the CPI. As with the 
CUP method under § 1.482-3T, the 
regulations provide that this method 
ordinarily provides the most reliable 
measure of an arm's length result. 
The mandatory CPI check in the 1992 
regulations is replaced in the 1993 
regulations by requiring that the in
tangibles transferred in the controlled 
and uncontrolled transactions have 
substantially the same profit poten
tial. In addition, to apply this meth
od, the property transferred must be 
from the same class of intangible 
property and relate to the same class 
of products or services. Further, the 
underlying circumstances of the two 
transactions must be sufficiently simi
lar that reliable adjustments may be 
made to account for the effect of any 
differences. 

Section 1.482-4T also permits the 
application of unspecified methods, 
subject to the same constraints on 
taxpayer use that are imposed under 
§ 1.482-3T. The preamble of the pro
posed regulation also requested com
ment on the merits of including a 
method that would measure an arm's 
length result for the transfer of an 
intangible by discounting the project
ed costs and benefits to the licensor 
or licensee, employing valid measures 
of the cost of capital such as those 
derived from the capital asset pricing 
model. 

The 1993 regulations broaden the 
exceptions from periodic adjustments 
that were contained in the 1992 regu
lations by providing two exceptions. 
The first applies if the consideration 
for the intangible was determined to 
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be arm's length under the CUT Meth
od in the first year when substantial 
periodic consideration was paid, the 
taxpayer's actual profits from the in
tangible remained within a band be
tween 80 and 120 percent of the 
profits projected at the time of the 
controlled transactions, and certain 
other conditions are met. The second 
exception is similar but applies to 
methods other than the CUT Method. 

The 1993 regulations also provide 
rules for identifying the owner of an 
intangible for purposes of section 482 
(the developer-as sister rule). These 
rules generally track rules provided in 
prior regulations, under which the 
owner normally is considered to be 
the controlled taxpayer that bears the 
greatest share of the risk of develop
ing the intangible. The party that 
bears the greatest risk of development 
generally is determined by identifying 
costs of development. Under this rule 
the owner for purposes of income 
allocation under section 482 would 
not necessarily be the legal owner. 

Section 1.482-5T describes the 
CPM. The CPM may be applied to 
transfers of tangible and intangible 
property. In broad terms the CPM is 
similar to the CPI set out in the 1992 
regulations. However, it no longer 
serves as a mandatory check on the 
results provided by certain other 
methods. In addition to the general 
comparability factors and other con
siderations that must be applied be
fore a method can be considered to 
provide a reasonable and reliable 
benchmark, § 1.482-5T provides that 
CPM ordinarily is inappropriate if 
the tested party owns "valuable non
routine intangible" property. This 
limitation was added to the other 
limitations generally applicable to all 
methods because CPM could be ex
pected to understate the income at
tributable to such property due to the 
difficulty in locating uncontrolled tax
payers that possess comparable intan
gible property. 

The 1993 regulations do not define 
the term "valuable non-routine intan
gible." The preamble to the regula
tions, however, states that in general 
the term would encompass intangible 
property "that is central to the con
duct of a business activity and with
out which the business activity could 
not be conducted." The preamble to 
the proposed regulations requested 
comment on possible more precise 

definitions. The CPM generally is 
applied to the taxpayer with the sim
plest and most easily compared oper
ations (the tested party). In identify
ing potential comparables, the 
regulations provide that the standard 
of comparability is not as strict as 
other methods. Some diversity in 
terms of the functions and products is 
permitted, although the degree of 
comparability affects the reliability of 
the results in relation to the results of 
other methods under the best method 
rule. It also affects the derivation of 
the arm's length range under this 
method. In addition, the regulations 
describe a number of adjustments, 
including adjustments to achieve ac
counting consistency, that should be 
made when possible to the results of 
the uncontrolled comparables to en
hance comparability. 

Like the CPI under the 1992 regu
lations, a result will satisfy the arm's 
length standard under the CPM if it 
falls within a range of results, based 
on a single profit level indicator de
rived from uncontrolled comparables. 
Profit level indicators include the rate 
of return on capital employed (i.e., 
rate of return on assets) and financial 
ratios such as operating profit to 
gross sales and gross profit to operat
ing expenses (Berry ratio). 

Unlike the other methods in the 
1993 regulations, the arm's length 
range may be constructed under the 
CPM in one of two ways. First, if 
reliable adjustments for all material 
differences that would affect profit
ability are made, the arm's length 
range includes all the results ob
tained, as under the other methods. 
In other cases, however, the range is 
limited by statistical methods. The 
range so determined consists either of 
the interquartile range or the range 
constructed under some other statisti
cally valid method. No additional 
guidance was provided as to how the 
range would be established if the 
interquartile range were not used. 

The 1993 regulations also contain a 
set of proposed regulations 
(§ 1.482-6) providing profit split 
methodologies. Three methods are de
scribed: the residual allocation rule, 
the capital employed allocation rule 
and the comparable profit split. In 
addition, other profit splits may be 
used if they provide an economically 
valid basis for the allocation of the 
combined profit or loss of the rele-



vant business activity. The basic ob
jective of the profit split methods is 
to estimate an arm's length return by 
comparing the relative economic con
tributions that two parties make to 
the success of an activity (the relevant 
business activity), and dividing the 
returns from the relevant business 
activity between them on the basis of 
the value of such contributions. 

The residual allocation rule is simi
lar to the BALRM with profit split 
described in the White Paper. It con
sists of two basic steps. First, using 
other methods such as the CPM, mar
ket returns for routine functions are 
estimated and allocated to the parties 
that performed them. The remaining, 
residual amount then is allocated be
tween the parties on the assumption 
that this residual is attributable to 
intangible property contributed to the 
activity by the controlled taxpayers. 
Based on this assumption, the residu
al is divided based on the estimate of 
the relative value of the parties' con
tributions of such property. Since fair 
market value of the intangible proper
ty usually would not be readily ascer
tainable, the regulations permit use of 
other measures of the relative values 
of intangible property, including capi
talized research and development ex
penses. 

The capital employed allocation 
rule may be applied only if all the 
controlled taxpayers participating in 
the relevant business activity assumed 
an approximately equal level of risk 
with respect to their capital em
ployed. Comment was requested on 
the feasibility of measuring relative 
levels of risk. This method divides the 
combined operating profit from the 
relevant business activity by allocating 
an equal return to each controlled 
taxpayer's capital employed. Capital 
employed may be measured by either 
book or fair market value, as long as 
all assets are valued on the same 
basis. Further, if book value is used 
and there are intangible assets that 
have no book value, some other mea
sure (such as capitalized research and 
development expense) must be used. 

The comparable profit split rule is 
similar to the profit split rule set 
forth in the 1992 regulations. It essen
tially may be applied only if it is 
possible to locate two unrelated par
ties that are each comparable to one 
of the controlled taxpayers and that 
deal with one another in a com para-

ble manner. In such a case the com
bined operating profit from the rele
vant business activity is divided 
among the controlled taxpayers in the 
same percentage as it was divided 
among the unrelated parties. 

There are a number of substantive 
and procedural restrictions on the use 
of the profit split method. These 
restrictions were imposed because the 
profit split method relies either whol
ly or in part on internal data rather 
than data derived from uncontrolled 
taxpayers, and it is therefore likely 
that other methods will provide a 
more reliable measure of an arm's 
length result under the best method 
rule. 

There are three substantive limita
tions on the use of the profit split 
method. The profit split method may 
be applied only if both controlled 
taxpayers own valuable non-routine 
intangible property, the intangibles 
contribute significantly to the com
bined operating profit derived from 
the relevant business activity, and 
there were significant transactions be
tween the controlled taxpayers. 

The most important administrative 
requirement is that the taxpayer must 
make a binding election to apply the 
profit split method, which can be 
revoked only with the consent of the 
Commissioner. In addition, the tax
payer also is required to document 
the combined profit or loss attribut
able to the relevant business activity 
to the satisfaction of the district di
rector and explain in such documen
tation why the profit split method 
provides the best method for deter
mining an arm's length result. Fur
ther, prior to electing the profit split 
method the taxpayer must execute a 
pricing agreement setting forth the 
method chosen, and the method must 
be applied consistently from year to 
year. The district director also is re
quired to meet all of the substantive, 
but not the procedural requirements, 
to apply the profit split method. 

Comments on the 1993 Regulations 

The IRS received comments on the 
1993 regulations from many taxpayers 
and industry and professional groups. 
In addition, comments were received 
from several tax treaty partners, both 
individually and through the interna
tional forum of the Organization for 
Economic Cooperation and Develop
ment (OECD). 
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The commenters generally ap

proved of the introduction of the best 
method rule and the flexibility im
plied by reliance on comparability, 
rather than a hierarchy of methods, 
to identify the method that would 
provide the most accurate measure of 
an arm's length result. Commenters 
also generally approved of the exten
sion of the concept of an arm's 
length range to all the methods, the 
proposal of a set of profit split meth
ods, the inclusion of exceptions from 
periodic adjustments that were broad
er than the exceptions provided under 
the 1992 regulations, and the elimina
tion of the requirement that the CPM 
be a mandatory check on the results 
of most other methods. 

Commenters also expressed con
cerns with various aspects of the 1993 
regulations. In particular, the most 
critical comments focused on the 
CPM and profit split portions of the 
regulation. With respect to the CPM, 
some commenters expressed a belief 
that the method was inconsistent with 
the arm's length standard and should 
be eliminated. Others felt that it 
could provide useful evidence in cer
tain cases and therefore should be 
retained, but the scope for its applica
tion should be circumscribed further 
than it was in the 1993 regulations. In 
addition, some commenters were con
cerned that examiners might apply the 
CPM without regard to the evidence 
provided by other methods. Contrib
uting to this concern was the fact that 
the comparability standards under 
other methods were generally tighter 
than under the CPM, potentially 
making the CPM more readily avail
able. Finally, commenters evidenced 
some confusion over certain language 
in § 1.482-5T; some interpreted the 
scope language under that section as 
indicating that the CPM was pre
ferred to other methods, in contradic
tion to the best method rule. 

With respect to the profit split 
method, many commenters urged that 
the elective and other procedural re
quirements for its use by taxpayers be 
eliminated. Commenters expressed 
some ambivalence with respect to the 
requirement that both parties to the 
transaction own valuable non-routine 
intangibles in order to employ the 
profit split method. Some were con
cerned that this requirement would 
make profit split unavailable in some 
cases in which it might otherwise 
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provide the most reliable measure of 
an arm's length result. Others were 
uncertain of its effect given the ab
sence of an explicit definition of the 
term in the regulations. Many sugges
tions were received as to possible 
definitions of this term, which was 
relevant not only under profit split 
but also under the CPM. 

In addition to the comments re
ceived on the CPM and profit split 
methods, numerous concerns were ex
pressed with regard to other aspects 
of the regulations. The most signifi
cant of these included the following. 
In connection with the provisions re
lating to tangible property, a large 
number of commenters expressed con
cerns about the limited role accorded 
to evidence provided by "inexact 
comparables," particularly under the 
CUP method, arguing that in some 
instances the evidence provided by an 
"inexact comparable" would be more 
reliable than other available informa
tion. Some also perceived the modi
fied comparability standard under the 
CUP method as being more restrictive 
than the standard under the 1968 
regulations, and several comments 
objected to the restrictions placed on 
the use of unspecified methods. 

In connection with the provisions 
relating to intangibles, several com
menters objected to the high compa
rability standard under the CUT 
method, particularly the requirement 
that profit potential of the controlled 
transaction and the uncontrolled 
transaction be substantially the same. 
Further, the continued availability of 
periodic adjustments was viewed by 
some as potentially conflicting with 
the arm's length standard. Others 
criticized the failure of the developer
assister rule to give sufficient weight 
to legal ownership in identifying the 
owner of an intangible, and objected 
to an example illustrating the poten
tial use of alternatives in applying the 
arm's length standard. 

Commenters also requested further 
guidance as to the interaction of the 
tangible and intangible property rules. 
Finally, some commenters requested 
that the thresholds for application of 
the safe harbor be liberalized to make 
it more widely available, and others 
requested that the published measures 
of profitability allow electing taxpay
ers to report less income than they 
would be expected to report under the 
otherwise applicable methods. 
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Further discussion of the comments 
received is included in the following 
description of the changes reflected in 
the final regulations. 

The Final Regulations 

While the final regulations reflect 
numerous modifications in response 
to the comments received on the 1993 
regulations, both the format and the 
substance of the final regulations are 
generally consistent with the 1993 reg
ulations. The changes adopted are 
intended to clarify and refine those 
provisions of the 1993 regulations 
that required improvement, without 
fundamentally altering the basic poli
cies reflected in the 1993 regulations. 

The most noteworthy feature of the 
1993 regulations in comparison to 
earlier versions of the regulations un
der section 482 was the emphasis on 
comparability, and the resulting flexi
bility. This feature of the 1993 regula
tions was generally well received by 
taxpayers and foreign governments. 
The final regulations adhere to this 
emphasis, and in some cases increase 
it. For instance, so-called "inexact" 
com parables potentially may be used 
under all the methods in the final 
regulations, while they were generally 
not taken into account under the 1993 
regulations. Further, the elective and 
other procedural barriers to the use 
of profit split and "other" (i.e., un
specified) methods have been re
moved, and the limitations regarding 
the presence of valuable non-routine 
intangibles under CPM and profit 
split have been eliminated. These re
strictive rules were contained in the 
1993 regulations primarily out of a 
concern that in their absence taxpay
ers or the IRS might employ methods 
that did not provide the best measure 
of an arm's length result. 

By removing these restrictions, the 
final regulations are intended to max
imize the extent to which relevant 
information may be taken into ac
count in evaluating taxpayers' results 
under the arm's length standard. As a 
consequence, however, the emphasis 
on comparability and the importance 
of the best method rule are increased; 
because ex ante restrictions will no 
longer prohibit the use of potentially 
less reliable information or methodol
ogies, it is critically important that 
the best method rule be properly 
applied to select the most reliable 
measure of an arm's length result 

from the available evidence. Thus, 
taxpayers and the IRS will be re
quired to exercise considerable judg
ment in applying the arm's length 
standard. To assist taxpayers and the 
IRS in exercising this judgment, the 
discussion of the factors to consider 
in applying the best method rule has 
been substantially expanded. Set forth 
below is a more detailed explanation 
of the provisions in the final regula
tions. 

Section 1.482-1 

With one exception, the scope and 
purpose provision of the regulations 
(§ 1.482-1(a)(l» is substantially simi
lar to its counterpart in the 1993 
regulations. The final regulations de
lete the statement that section 482 
places uncontrolled and controlled 
taxpayers on a parity by determining 
the controlled taxpayer's true taxable 
income "in a manner that reasonably 
reflects the relative economic activity 
undertaken by each taxpayer." The 
definition of true taxable income in 
§ 1.482-1 (i)(9) already incorporates 
the notion that, under section 482, 
the controlled taxpayer should earn 
the amount of income that would 
have resulted had it dealt with other 
controlled taxpayers at arm's length. 
Because a transaction at arm's length 
naturally would reflect the "relative 
economic activity undertaken," this 
definition incorporates that concept, 
and it is unnecessary to include the 
additional language in this provision. 

The provision authorizing the IRS 
to make allocations (§ 1.482-1(a)(2» 
is unchanged from the 1993 regula
tions. 

The provision regarding the taxpay
er's use of section 482 (§ 1.482-1(a)
(3») has been revised to clarify that, 
although the taxpayer is generally 
barred from invoking the provisions 
of section 482, the taxpayer may 
report an arm's length result on its 
original tax return, even if such result 
reflects prices that are different from 
the prices originally set forth in the 
taxpayer's books and records. In re
sponse to comments, the requirement 
in the 1993 regulations that such dif
ferences be eliminated through the 
use of "compensating adjustments" 
has been deleted. Section 482 is con
cerned only with whether the taxpayer 
reports its true taxable income, and 
whether or not this result is consistent 
with the taxpayer's books, or is cor-



rected in the books, is generally irrel
evant to this inquiry. However, the 
absence of a requirement to eliminate 
book and tax differences for section 
482 purposes has no effect on the 
mechanisms otherwise provided for 
reporting and reconciling such differ
ences (e.g., Schedule M-l of Form 
1120). Further, the limited exception 
provided by this rule does not permit 
taxpayers to apply section 482 at will; 
thus, for example, a taxpayer may 
not rely on section 482 to reduce its 
taxable income on an amended re
turn. 

Section 1.482-1 (b) summarizes 
some key principles that guide appli
cation of section 482. Section 
1.482-1 (b)(1) states that the governing 
principle under section 482 is the 
arm's length standard. Under this 
standard controlled taxpayers are ex
pected to realize from their controlled 
transactions the results that would 
have been realized if uncontrolled tax
payers had engaged in the same trans
actions under the same circumstances. 
This expression of the arm's length 
standard differs from that set forth in 
the 1993 regulations, which stated 
that the arm's length standard was 
satisfied if the results of a controlled 
transaction were consistent with the 
results of "comparable transactions 
between uncontrolled taxpayers." The 
latter definition has been replaced 
because it is inconsistent with the 
notion underlying the arm's length 
standard that controlled and uncon
trolled taxpayers should be placed on 
the same (rather than a merely simi
lar) footing. However, this provision 
recognizes that in most cases identical 
transactions between unrelated parties 
will not be located, and it therefore 
will be appropriate to consider uncon
trolled transactions that are compara
ble rather than identical. 

Section 1.482-1 (b )(2) provides rules 
for determining the type of method 
that will be applied to evaluate 
whether controlled transactions are at 
arm's length, given that different 
methods apply to different types of 
transactions (e.g., transfers of proper
ty or services). In some cases it may 
be necessary to apply more than one 
method to a single transaction when 
the transaction is most reliably evalu
ated under more than one method. 
This provision is identical to its coun
terpart in the 1993 regulations, except 
that it, along with a number of other 

proVISIOns, has been revised in re
sponse to comments to make clear 
that it applies to taxpayers as well as 
the district director. Thus, such provi
sions apply with equal force to the 
district director and to a taxpayer 
that seeks to apply the final regula
tions for purposes of determining and 
reporting its true taxable income on 
its original return, consistent with 
§ l.482-1(a)(3). 

Section 1.482-1 (c) contains the best 
method rule. Although similar in pur
pose and substance to its counterpart 
in the 1993 regulations, this provision 
contains considerably more detail and 
guidance for application than its pre
decessor, and has been given more 
prominence in the structure of the 
regulation. The best method rule 
guides the application of all the meth
ods in the final regulations. Whenever 
the available data creates the possibil
ity that more than one method could 
be applied to a controlled transaction 
(or that one method could be applied 
in more than one way), the best 
method rule must be applied to deter
mine which of those methods (or 
applications) will be selected. 

The best method rule provides that 
an arm's length result must be deter
mined under the method that, given 
the facts and circumstances, provides 
the "most reliable measure" of an 
arm's length result. This formulation 
modifies the 1993 regulation's refer
ence to the "most accurate measure," 
to conform to the factors that are 
taken into account in applying the 
best method rule. These consider
ations are couched in terms of reli
ability rather than accuracy. 

In deciding which of two or more 
methods provides the most reliable 
measure of an arm's length result, 
§ l.482-1 (c)(2) provides that there 
are two primary factors to consider: 
comparability and the quality of data 
and assumptions. In addition, as un
der the 1993 regulations, in some 
cases it may be relevant to consider 
whether the results of a particular 
method are consistent with the results 
under another method. 

Section l.482-1 (c)(2)(i) discusses 
the role of comparability under the 
best method rule. Although the re
sults of identical transactions between 
unrelated parties under identical cir
cumstances provide the most objec
tive basis for determining the true 
taxable income of a controlled tax-
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payer, it rarely is possible to locate 
uncontrolled transactions with this 
degree of similarity to the controlled 
transactions. Therefore, the regula
tions contemplate use of uncontrolled 
transactions that are comparable, 
rather than identical, to the con
trolled transaction. 

In most cases there will be more 
than one potential comparable uncon
trolled transaction to which the con
trolled transaction may be compared, 
and it will be possible to apply more 
than one method. In such cases it is 
necessary to evaluate the relative de
gree of comparability of each such 
uncontrolled transaction under the 
comparability criteria relevant to the 
application of the method; the meth
od that employs the uncontrolled 
com parables with the highest degree 
of comparability to the controlled 
transaction is more reliable than 
methods that employ uncontrolled 
com parables with a lesser degree of 
comparability, assuming data and as
sumptions of equal quality. Methods 
relying on uncontrolled transactions 
with the highest degree of compara
bility are preferred because, as the 
degree of comparability is improved, 
the number of differences that could 
render the analysis unreliable is re
duced. Adjustments can and should 
be made for any differences if the 
reliability of the analysis is improved 
by making the adjustment. Under this 
approach, the comparable uncon
trolled price and comparable uncon
trolled transaction methods ordinarily 
will provide the most reliable measure 
of true taxable income when they can 
be applied to closely comparable un
controlled transactions, because such 
analyses can be expected to achieve a 
higher degree of comparability than 
other methods. 

In determining which method pro
vides the highest degree of compara
bility, it is necessary to consider the 
comparability factors discussed in 
§ 1.482-1(d) (Comparability). In ad
dition, it is necessary to consider 
further guidance on comparability set 
out under each method, as certain 
differences have a greater effect on 
comparability under some methods 
than under others. Finally, the reli
ability of data and assumptions, dis
cussed below, will affect the ability to 
determine the degree of comparability 
between an uncontrolled transaction 
and the controlled transaction. 
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Section 1.482-1 (c )(2)(ii) discusses 

data and assumptions, which consti
tute the second factor that must be 
considered in applying the best meth
od rule. This provision is divided into 
three components: completeness and 
accuracy of data, reliability of as
sumptions, and sensitivity of results 
to deficiencies in data and assump
tions. 

Completeness and accuracy of data 
defines the ability to identify and 
quantify material differences. When 
data regarding a controlled or uncon
trolled transaction is relatively incom
plete, it is more difficult to determine 
if there are material differences be
tween the transactions. Thus, the fact 
that no material difference between 
an uncontrolled and a controlled 
transaction has been identified does 
not necessarily mean that the two 
transactions are highly comparable 
unless the data on both transactions 
is sufficiently comprehensive that it is 
possible to conclude that it is unlikely 
that any such differences exist. In 
addition, the completeness and accu
racy of data will affect the ability to 
reliably estimate the effect of a mate
rial difference once such a difference 
is identified. Thus, merely identifying 
and adjusting for the effect of a 
material difference does not render 
the controlled and uncontrolled trans
actions highly comparable unless the 
data on both transactions is suffi
ciently complete and accurate that the 
difference has a definite and reason
ably ascertainable effect. 

Another factor that affects the reli
ability of an analysis is the reliability 
of the assumptions upon which the 
analysis is based. All methods rely on 
assumptions. For instance, adjust
ments for differences in payment 
terms reflect the assumption that such 
differences would have an effect on 
price at arm's length. While this as
sumption is relatively sound, other 
assumptions may be less reliable. In 
particular, assumptions under the 
profit split method (such as the as
sumption that the value of intangible 
assets is related to the cost of devel
opment) may not always be as reli
able as the assumptions under meth
ods that rely more closely on direct 
market indicators. 

After assessing the completeness 
and accuracy of data and the reliabil
ity of the assumptions upon which 
the analysis is based, § 1.482-1(c)-
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(2)(ii)(C) provides that it is necessary 
to determine the effect that any defi
ciencies in the data and assumptions 
have on the reliability of the result. 
Some deficiencies will be more impor
tant than others. Thus, a difference 
in risks borne might be expected to 
affect all methods to some extent. 
Further, some deficiencies will have a 
more adverse impact on some meth
ods than on other methods, because 
different methods rely more heavily 
on different types of comparability. 
Thus, an inability to reliably allocate 
research and development expenses 
would have a serious effect on the 
reliability of a residual profit split 
under § 1.482-6(c)(3), but would 
have little effect on an analysis under 
the CUT method. 

Finally, § 1.482-I(c)(2)(iii) provides 
that in some cases it may be relevant 
to consider whether the results ob
tained under a method are consistent 
with the results obtained under anoth
er method. This situation will arise 
when, after considering the compara
bility and the quality of the data and 
assumptions under two different 
methods (or under two different ap
plications of the same method), it is 
not possible to determine which of 
the competing analyses provides a 
more reliable measure of an arm's 
length result. In such a case, it may 
be relevant to compare the results 
with the result obtained under a third 
method (or, given two applications of 
a single method, a third application 
of that method). 

Section 1.482-I(d) provides general 
guidance for determining comparabil
ity. General guidance on comparabili
ty is provided in this section of the 
regulations because the factors de
scribed are relevant under all the 
methods. This provision is substan
tially similar to the guidance provided 
in § 1.482-IT(c) of the 1993 regula
tions. It provides that in determining 
the degree of comparability between a 
controlled and uncontrolled transac
tion, the functions, contractual terms 
risks, economic conditions, and prop: 
erty or services in the two transac
tions must be compared. 

Section 1.482-1(d)(2) provides that 
for two transactions to be considered 
comparable, they need not be identi
cal, but must be sufficiently similar 
that the uncontrolled transaction pro
vides a reliable measure of an arm's 
length result. Further, if there are 

material differences between the 
transactions, adjustments must be 
made to account for such differences 
if the effect of the differences can be 
ascertained with sufficient accuracy to 
improve the reliability of the results. 
A "material difference" is defined as 
a difference that would materially 
affect price or profit. Thus, adjust
ments for differences that would have 
only a de minimis or minor effect on 
price or profit are not required (al
though such adjustments will tend to 
increase the reliability of the result). 
Further, the extent (i.e., the number 
and magnitude) and reliability of any 
adjustments will affect the reliability 
of the result. The number and magni
tude of adjustments affects reliability 
because as the number or magnitude 
of adjustments increases, the poten
tial for error also increases. Although 
the standard of comparability under 
§ 1.482-I(d)(2) creates the possibility 
that there may be a material differ
ence between the controlled and un
controlled transactions for which an 
adjustment has not been made, this 
only would occur if an adjustment 
was not possible and no better analy
sis could be employed. 

There are several differences be
tween § 1.482-1 (d)(2) and its counter
part in the 1993 regulations 
(§ 1.482-IT(c)(2)(i)). First, in re
sponse to comments, the definition of 
comparability in the final regulations 
contemplates the use of so-called "in
exact" comparables under all meth
ods. The 1993 regulations only con
templated the use of such analyses 
under the CPM. Of course, inexact 
com parables only will be used if the 
best method rule indicates that these 
analyses provide the most reliable 
measure of an arm's length result. 

A second difference between the 
final and 1993 regulations is the stan
dard for making adjustments. The 
1993 regulations provided that adjust
ments "may" be made to account for 
material differences if such differenc
es have a "definite and reasonably 
ascertainable effect" on prices or 
profits, and that if such differences 
can be reflected by such adjustments, 
the result constitutes an arm's length 
result for the controlled transaction. 
This language therefore seemed to 
preclude adjustments when the effect 
of the difference did not have a 
definite and reasonably ascertainable 
effect. Interpreted literally, this stan-



dard could prevent adjustments that, 
although not perfectly precise, none
theless would improve the reliability 
of the analysis. 

Accordingly, the final regulations 
provide that adjustments for material 
differences should be made to the 
extent that they improve the reliabili
ty of a result. In some cases it may be 
possible to make adjustments that 
improve reliability even though the 
difference for which the adjustment is 
made does not have a "definite and 
reasonably ascertainable" effect on 
price or profit. Such adjustments nev
ertheless should be made. The provi
sion adds that the extent and reliabili
ty of the adjustments will affect the 
reliability of the result in relation to 
the reliability of applications of other 
methods. 

A third important difference be
tween the 1993 regulations and the 
final regulations is the definition of 
the minimum level of comparability. 
The 1993 regulations provided that an 
uncontrolled comparable could be 
used to determine an arm's length 
result only if it provided a "reason
able and reliable benchmark." This 
phrase has been replaced by the 
phrase "a reliable measure" of an 
arm's length result. To some readers 
the word "benchmark" indicated that 
unadjusted industry averages could 
serve as the basis for adjustments. 
This concern was most evident with 
respect to the comments received with 
respect to the CPM. 

Section 1.482-1(d)(3) discusses the 
five factors that affect comparability: 
functions, contractual terms, risks, 
economic conditions and property or 
services. Of these factors, the discus
sions of functions, economic condi
tions and property or services are 
substantially similar to the discussions 
of these factors in the 1993 regula
tions. The discussions of contractual 
terms and risks differ in some re
spects from the discussions of these 
factors in the 1993 regulations. 

Contractual terms were covered in 
two provisions of the 1993 regula
tions: § 1.482-IT(c)(3)(iii) and 
(d)(3)(ii). The final regulations con
solidate the discussion of these provi
sions into § 1.482-1(d)(3)(ii) and 
make some clarifying changes. 

The discussion of risk in § 1.482-
l(d)(3)(iii), particularly as it relates to 
identifying the party that bears a risk, 
is somewhat different from its prede-

cessor in the 1993 regulations 
(§ 1.482-1 T(c)(3)(ii». In general, the 
determination of which party bears a 
risk will be made in accordance with 
the provisions of § 1.482-1(d)(3)
(ii)(B) (Identifying contractual terms). 
Thus, to the extent that taxpayers 
allocate risks by contract and their 
conduct is consistent with such con
tract, their allocation of risk will be 
respected, unless the contract is exe
cuted after the impact of the risk is 
known or knowable. In cases where 
the allocation of risk is not clear 
from the parties' contractual arrange
ments, several factors may be particu
larly relevant to determine which par
ty bore the risk. These factors include 
whether the parties' conduct is consis
tent over time; which controlled taxr 
payer would ultimately bear the con
sequences of a risk; and the extent to 
which each taxpayer controls any ac
tivities that influence the outcome of 
a particular risk. The rules on docu
mentation of risks contained in the 
1993 regulations has been revised be
cause some readers thought they im
plied that the district director could 
arbitrarily allocate risks in the ab
sence of express documentation allo
cating the risk. 

Section 1.482-1(d)(4) sets forth 
rules for certain special circumstances 
affecting comparability. First, 
§ 1.482-1(d)(4)(i) describes the extent 
to which market share strategies will 
be respected in determining an arm's 
length result for a controlled transac
tion. As under the 1993 regulations, 
these strategies may be recognized in 
certain situations in which a company 
is attempting to gain entry into a 
market or to increase market share. 
In such circumstances the amount 
charged in the controlled transaction, 
or the expenses borne by a controlled 
taxpayer, may for a short time differ 
from what normally would be ob
served at arm's length. The reference 
in the 1993 regulations to using such 
strategies to meet competition in an 
existing market has not been included 
in the final regulations because com
panies in competitive markets are 
routinely faced with the problem of 
meeting competition, which is reflect
ed in a normal arm's length price. 

A market share strategy will be 
respected only if certain conditions 
are satisfied. These conditions are 
that the costs incurred to implement 
the strategy are borne by the con-
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trolled taxpayer that would derive the 
benefits from engaging in the strategy 
(and there is a reasonable likelihood 
that the strategy will bear fruit), the 
strategy is pursued for a reasonable 
period of time given the industry in 
question, and the strategy and related 
matters are documented before the 
strategy was implemented. The tax
payer must provide documentation es
tablishing that it has satisfied these 
conditions. These conditions and the 
documentation requirement are simi
lar to those imposed under the 1993 
regulations. In addition, a market 
share strategy "will be taken into 
account only if it can be shown that 
an uncontrolled taxpayer engaged in a 
comparable strategy under compara
ble circumstances for a comparable 
period of time .... " This require
ment ensures that the strategy is con
sistent with the behavior of parties 
operating at arm's length. It does 
not, however, require that the taxpay
er locate a comparable uncontrolled 
transaction that would satisfy the 
standards of the CUP method in 
order to take advantage of this rule. 
The critical component of this re
quirement is that there be evidence 
that uncontrolled taxpayers engage in 
similar behavior under comparable 
circumstances. A taxpayer could, for 
example, satisfy this requirement by 
providing evidence of an uncontrolled 
taxpayer in a different industry en
gaging in such a strategy, given evi
dence that the circumstances other
wise were comparable. 

Section 1.482-1 (d)( 4)(ii) addresses 
certain issues presented by differences 
in geographic markets. This section 
generally conforms to the analogous 
provision in the 1993 regulations by 
providing that while it is permissible 
to derive uncontrolled com parables 
from geographic markets that are dif
ferent from the market in which the 
controlled transaction occurred, ad
justments must be made to the extent 
possible to reflect the effect of any 
differences between the markets, and 
the failure to accurately adjust for 
such differences will affect the reli
ability of the analysis under the best 
method rule. In addition, § 1.482-
l(d)(4)(ii)(C) provides that "location 
savings" from operating in a low-cost 
jurisdiction must be allocated among 
controlled taxpayers consistent with 
the allocation of such savings that 
would occur between unrelated par-
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ties, taking into account the competi
tive conditions in the low-cost mar
ket. As a result, some or all of the 
location savings might inure to the 
benefit of the other party to the 
controlled transaction. 

Finally, § 1.482-1(d)(4)(iii) de
scribes certain transactions that are 
not ordinarily accepted as com par
abies. Transactions not in the ordi
nary course of business, and transac
tions arranged with a principal 
purpose of establishing an arm's 
length result, ordinarily will not con
stitute comparable transactions for 
purposes of section 482. This provi
sion is generally consistent with 
§ 1.482-IT(c)(4)(iii), except that the 
reference to "isolated transactions" 
has been deleted, as most transactions 
involving intangible property may be 
viewed as isolated. In addition, the 
statement that transfers of tangibles 
should be significant in number and 
amount in order to constitute com
parables has also been deleted. Trans
fers of some property may be few in 
volume, but nonetheless be in the 
ordinary course of business and pro
vide a useful basis for determining an 
arm's length result. Moreover, even 
large differences in volume are not 
per se bars to the use of a potential 
comparable. Rather, such differences 
should be taken into account as com
parability factors under § 1.482-
l(d)(3). 

Section 1.482-1 (e) describes the 
arm's length range. This provision 
corresponds to § 1.482-IT(d)(2)(i) of 
the 1993 regulations. As under the 
1993 regulations, the arm's length 
range is derived from two or more 
uncontrolled transactions. Under the 
1993 regulations the range included 
all valid applications of a particular 
method. A modified rule has been 
included in the final regulations to 
reflect the possible use of inexact 
com parables under all of the meth
ods. Given this relaxed standard of 
comparability, it would be inappro
priate to derive a range from a mix of 
exact and inexact comparables, be
cause to do so would accord the same 
weight to results with potentially 
widely varying degrees of reliability. 
Therefore, § 1.482-1 (e)(2)(i) provides 
that the range is derived from two or 
more uncontrolled transactions "of 
similar comparability and reliability." 

Section 1.482-1 (e)(2)(ii) expands 
upon this rule, providing that uncon-
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trolled com parables with significantly 
lower levels of comparability and reli
ability than others will be disregard
ed. Thus, it is necessary in every case 
in which more than one uncontrolled 
transaction is available to compare 
the relative levels of comparability 
and reliability of the uncontrolled 
transactions, and to discard those un
controlled transactions that do not 
have approximately the same level of 
comparability and reliability as the 
most comparable and reliable of the 
uncontrolled transactions. 

Under § 1.482-1(e)(2)(iii), the 
arm's length range will be established 
in one of two ways, depending upon 
the extent to which material differ
ences between the uncontrolled com
parables and the controlled transac
tion can be identified, and the 
reliability of adjustments made to 
account for such differences. First, 
under § 1.482-1(e)(2)(iii)(A), the 
arm's length range will consist of the 
results of all the uncontrolled com
parables (i.e., all the uncontrolled 
com parables of similar comparability 
and reliability) if certain requirements 
are met. These requirements are that 
every identified material difference 
have a definite and reasonably ascer
tainable effect on prices or profits; 
that appropriate adjustments for such 
differences be made; and that the 
data be sufficiently complete that it is 
likely that there are no unidentified 
material differences. Given equal de
grees of high comparability, it is im
possible to conclude which of the 
uncontrolled comparables provides a 
more reliable measure of an arm's 
length result, and it is inappropriate 
to draw distinctions between them by 
excluding some from the range. 
Therefore all the results are included 
in the arm's length range. 

Second, § 1.482-1(e)(2)(iii)(B) pro
vides that if the standards of 
§ 1.482-1 (e )(2)(iii)(A) are not met, 
then the reliability of the analysis 
must be enhanced, if possible, by 
applying valid statistical techniques to 
the uncontrolled com parables that are 
of similar comparability and reliabili
ty. In this case the range generally 
consists of the interquartile range, 
i.e., the 25th to the 75th percentile of 
the results derived from the uncon
trolled comparables, or an equivalent 
range determined pursuant to other 
valid statistical methods correspond
ing to a level of confidence equal to 

that provided by the interquartile 
range. Finally, this section reempha
sizes that all adjustments for material 
differences that improve the reliability 
of the result must be made to the 
extent possible. Section 1.482-1 (e)
(2)(iii)(C) provides guidance for deter
mining the interquartile range. 

The 1993 regulations contemplated 
the use of statistical techniques to 
derive the arm's length range only 
under the CPM. The use of these 
techniques has been extended to all 
methods under the final regulations 
to reflect the fact that the standards 
of comparability have been relaxed to 
permit the use of inexact compar
abIes. 

Unlike the uncontrolled compar
abIes used in establishing the range 
under § 1.482-1 (e)(2)(iii)(A), the 
comparables under § 1.482-1 (e)(2)
(iii)(B) have, or may have, material 
differences for which adjustments 
have not been made. The justification 
for including all the results in 
the arm's length range under 
§ 1.482-1(e)(2)(iii)(A) is that all the 
uncontrolled com parables are of ap
proximately equal comparability, and 
it is inappropriate to draw distinc
tions between them by excluding 
some from the range. This is not 
true, however, of the com parables 
used to derive the arm's length range 
under § 1.482-1 (e)(2)(iii)(B). Al
though these com parables will appear 
to be of equal comparability, the 
presence of either unidentified materi
al differences or identified material 
differences that do not have a definite 
and reasonably ascertainable effect, 
means that they are actually unlikely 
to be equally comparable. Therefore, 
to include all the results in the arm's 
length range under § 1.482-1(e)
(2)(iii)(B) would mean that uncon
trolled com parables of differing de
grees of comparability and reliability 
would be included in the range, 
violating the rule set forth in 
§ 1.482-1(e)(2)(ii) (Selection of com
parables). If results of varying de
grees of comparability and reliability 
were included in the range, the analy
sis would be distorted, because results 
with different degrees of comparabili
ty and reliability would be accorded 
equal weight. 

Since it is impossible to directly 
identify and quantify these material 
differences, the regulations require 
that they be taken into account indi-



rectly through the use of a statistical 
range. Results that differ widely from 
one another have significant, unac
counted for, differences. Therefore 
when it is highly probable that the 
uncontrolled com parables are not of 
roughly equal comparability (it being 
impossible to identify all material dif
ferences), it is reasonable to assume 
that the results diverging significantly 
from the norm are not comparable to 
the controlled taxpayer. 

If results fall outside the arm's 
length range, § 1.482-1(e)(3) provides 
that the district director may make 
adjustments so that the taxpayer's 
result falls at any point within the 
range. When the interquartile range is 
used, this point generally will be the 
median of the results. In other cases, 
this point will normally be the mean 
of the results. 

Section 1.482-1(e)(4) states that the 
district director may properly propose 
an adjustment based on a single com
parable uncontrolled price. However, 
if the taxpayer subsequently demon
strates that its results are within a 
range established by additional equal
ly comparable transactions, no alloca
tion will be made. 

Section 1.482-1 (f) sets forth several 
rules relating to the scope of review 
under section 482 that correspond 
closely to rules provided under 
§ 1.482-1T(d) of the 1993 regula
tions. This section provides that a 
section 482 allocation may be made 
whenever the taxable income of a 
controlled taxpayer differs from an 
arm's length amount. Further, 
§ 1.482-1 (f)(1 )(i) provides that the 
discretion of the district director to 
utilize section 482 is not limited to 
cases in which the taxpayer intention
ally distorted its taxable income. Sec
tion 1.482-1 (f)(1 )(ii) provides that the 
district director may make an alloca
tion even if the ultimate income antic
ipated from a series of transactions is 
not realized. Sections 1.482-1 (f)(1 )(iii) 
and (iv) relate to the interaction be
tween section 482 and the nonrecog
nition and consolidated return pro
visions, respectively. They are consis
tent with guidance set forth in the 
1968 and 1993 regulations. 

Section 1.482-1 (f)(2) contains rules 
relating to the determination of true 
taxable income. These rules are sub
stantially similar to rules set forth in 
§ 1.482-1T(d)(3) of the 1993 regula
tions. Section 1.482-1 (f)(2)(i) provides 

that multiple transactions (generally 
within the same product grouping) 
may be aggregated when they are so 
interrelated that it is necessary to 
view them as a whole. Section 
1.482-1(f)(2)(ii) provides that the dis
trict director ordinarily will evaluate 
controlled transactions based on the 
structure of the actual transaction, 
and will not treat the transaction as if 
it had been structured differently. 
The district director may, however, 
consider the alternatives that were 
available to the taxpayer in determin
ing whether the terms of the con
trolled transactions would be accept
able to an uncontrolled taxpayer 
faced with similar alternatives. Ad
justments should be made in such 
cases to reflect material differences 
between the alternative and the con
trolled transactions. As under the 
1993 regulations, this authority to 
examine alternatives is limited to the 
determination of an arm's length 
price, and does not permit the district 
director to treat a controlled transac
tion as if it actually had been struc
tured differently. 

Section 1.482-1 (f)(2)(iii) provides 
that the results of controlled transac
tions ordinarily will be compared with 
the results of uncontrolled taxpayers 
derived from the same period as the 
controlled transactions. Data from 
different years may be used, however, 
under certain conditions. If data from 
other years is employed, such data 
should be compared to the controlled 
taxpayer's results from the same 
years. Data from multiple years also 
may be relevant for purposes of cer
tain enumerated provisions, including 
analysis of risk, market share strate
gy, periodic adjustments, and the 
CPM. Section 1.482-1(f)(2)(iii)(C) 
provides that results from other years 
may be examined to determine if the 
same economic conditions that caused 
the taxpayer's result also caused the 
uncontrolled taxpayer's result. For 
example, in determining whether a 
loss from a controlled transaction is 
within an arm's length range based 
upon losses realized by uncontrolled 
taxpayers, it may be relevant to con
sider data from other taxable years to 
determine whether the same condi
tions that caused the controlled tax
payer's loss had a similar effect on 
the controlled taxpayer. 

Section 1.482-1 (f)(2)(iii)(D) pro
vides that if the application of a 
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method is based on a multiple year 
analysis, the district director may 
make an adjustment if the taxpayer's 
average result for the period is out
side the range of average results de
rived from uncontrolled com parables 
for the same period. Comparison of 
multiple year averages may provide a 
more accurate reflection of a taxpay
er's transfer pricing practices over a 
period than an analysis based on a 
single year and reduces the effect of 
short-term variations that may be un
related to transfer pricing. The deter
mination of whether the taxpayer is 
within the arm's length range is based 
on a comparison of the taxpayer's 
average result for the relevant years 
to the results of the uncontrolled 
com parables over the same period, 
which indicates whether the taxpayer 
had similar results over a similar 
period. An adjustment ordinarily will 
be equal to the difference, if any, 
between the taxpayer's result for the 
taxable year and the mid-point (gen
erally the median) of the uncontrolled 
comparables' results for the taxable 
year. However, an adjustment will be 
made only to the extent that it would 
move the controlled taxpayer's multi
ple year average closer to the arm's 
length range for the mUltiple year 
period or to any point within such 
range. Thus, for example, if a meth
od is applied to a U.S. taxpayer, and 
the taxpayer's average result for the 
multiple year period is below the 
arm's length range of average results 
derived from uncontrolled compar
abIes for the same period, an adjust
ment may be made that is equal to 
the difference between the controlled 
taxpayer's result for the taxable year 
and the mid-point of the results of 
the uncontrolled comparables for that 
year. However, the adjustment would 
not be made to the extent that the 
adjustment would cause the taxpayer 
to have an average result for the 
multiple year period that exceeds any 
point within the arm's length range 
derived from the average results of 
the uncontrolled comparables. 

Section 1.482-1 (f)(2)(iv) permits 
evaluation of product lines and statis
tical groupings in a manner analogous 
to that permitted under the 1968 
and 1993 regulations. Finally, 
§ 1.482-1 (f)(2)(v) follows the 1993 
regulations in providing that it is not 
necessary for the district director to 
determine whether the method that a 
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taxpayer employs to determine the 
amounts charged in its controlled 
transactions correspond to the meth
od that the taxpayer might have used 
in uncontrolled transactions. In other 
words, the focus of this evaluation is 
the result achieved rather than the 
method employed in reaching that 
result. 

Section 1.482-1 (g) provides proce
dural rules relating to collateral ad
justments. Such adjustments include 
correlative allocations, conforming 
adjustments, and set-offs. Section 
1.482-1 (g)(2) provides rules regarding 
correlative allocations that are gener
ally similar to the rules provided un
der the 1968 and 1993 regulations. 

Section 1. 482-1 (g)(3) provides that 
appropriate adjustments must be 
made to conform a taxpayer's ac
counts to reflect allocations under 
section 482. Such adjustments may 
include the treatment of an allocated 
amount as a dividend or a capital 
contribution. In other cases, pursuant 
to applicable revenue procedures (see, 
e.g., Rev. Proc. 65-17), amounts may 
be repaid without further income tax 
consequences. 

Section 1.482-1 (g)( 4) provides rules 
relating to setoffs that are similar to 
the rules provided under the 1993 
regulations and the 1968 regulations. 
Several requirements are imposed on 
taxpayers that claim setoffs. First, as 
in the 1993 regulations, the taxpayer 
must establish that the transaction 
that is the basis of the set-off was not 
at arm's length. Second, the taxpayer 
must document all adjustments result
ing from the proposed set-off. Final
Iy, the taxpayer must notify the dis
trict director of any claimed set-off 
within 30 days after the earlier of the 
date of a letter by which the district 
director transmits an examination re
port notifying the taxpayer of pro
posed adjustments or the date of the 
issuance of the notice of deficiency. 
This requirement corresponds to 
§ 1.482-1A(d)(3) of the 1968 regula
tions. 

In addition to set-offs arising from 
transactions between the controlled 
taxpayers that were the parties to the 
transaction giving rise to the original 
allocation, the temporary regulations 
permitted set-offs arising from trans
actions between one of these con
trolled taxpayers and a third con
trolled taxpayer. In discussions with 
treaty partners it proved impossible to 
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reach an acceptable consensus on this 
issue, and no such rule was included 
in the final regulations. Therefore, as 
under the 1968 regulations and in 
accordance with the practice of most 
treaty partners, set-offs are permitted 
only for transactions between the 
same two controlled taxpayers that 
were parties to the transactions giving 
rise to the original allocation. 

The 1993 regulations contained a 
provision on compensating adjust
ments that has not been included in 
the final regulations. The provision in 
the 1993 regulations (§ 1.482-1 T(e)
(2» imposed several restrictions on 
the ability of taxpayers to adjust 
reported results to reflect an arm's 
length result. This requirement was 
deleted because it was not appropriate 
to impose such restrictions given the 
penalties that could be imposed under 
section 6662(e) on taxpayers that fail 
to make such adjustments in certain 
circumstances. The final regulations 
therefore impose no restrictions on 
taxpayers' ability to report a result on 
their original tax return that differs 
from the result reflected in the tax
payer's books and records. However, 
as provided in § 1.482-1 (a)(3), tax
payers may not use section 482 to 
decrease their taxable income on an 
amended return. 

Section 1.482-1 (h) provides special 
rules relating to a small taxpayer safe 
harbor, foreign legal restrictions and 
coordination with section 936. Under 
§ 1.482-1(h)(I), the small taxpayer 
safe harbor is reserved. The 1993 
regulations contained a small taxpay
er safe harbor that has not been 
included in the final regulations. This 
provision was never implemented be
cause the IRS did not issue the profit 
level indicators required to apply the 
provisions of the safe harbor. There 
are three reasons why this provision 
was not included. First, treaty part
ners had expressed concern that the 
safe harbor might cause taxpayers to 
overreport their U.S. taxable income 
and underreport their foreign taxable 
income. They requested that the safe 
harbor provide that electing taxpayers 
be required to report an amount of 
profit in the United States that was 
less than that expected under a strict 
application of the arm's length stan
dard. Such an approach was not ac
ceptable. Second, it would have been 
necessary to add a number of anti
abuse provisions in order to eliminate 

the possibility of inappropriate use of 
the provision by large taxpayers. 
Commenters had already expressed 
concern that the existing restrictions 
were excessively complex and burden
some given the level of sophistication 
of its intended beneficiaries. The final 
concern was that both taxpayers and 
the IRS might give undue weight to 
the published measures of profitabili
ty in cases not governed by the safe 
harbor. It was not possible to address 
these problems consistently with the 
overall objective of alleviating the 
compliance burden for small taxpay
ers. Moreover, the concern regarding 
the compliance burden on small tax
payers has been addressed to some 
extent by the regulations under sec
tion 6662(e), which provide that one 
of the factors to be taken into ac
count in determining whether a tax
payer reasonably applied a method to 
determine its transfer prices is the 
taxpayer's experience and knowledge. 
Comment is requested on alternative 
approaches to the small taxpayer safe 
harbor that would not suffer from 
the deficiencies noted above. 

The rules on foreign legal restric
tions were originally issued in pro
posed form in the 1993 regulations. 
Section 1.482-1 (h)(2) modifies and fi
nalizes that provision. It provides that 
a foreign legal restriction will be tak
en into account to the extent that 
such restriction affects the results of 
transactions at arm's length. If there 
is no evidence that the restriction 
affected uncontrolled taxpayers the 
restriction will be disregarded in de
termining an arm's length result, and 
it will be taken into account only to 
the extent provided in §§ 1.482-1(h)
(2)(iii) and (iv), relating to the de
ferred income method of accounting. 
A foreign legal restriction is generally 
defined under § 1.482-1 (h)(2)(ii) as a 
restriction that is publicly promulgat
ed and generally applicable, not im
posed as part of a commercial trans
action between the taxpayer and the 
foreign government, with respect to 
which the taxpayer has exhausted all 
practicable legal remedies afforded 
under foreign law, expressly prevents 
the payment, in any form, of an 
arm's length amount within the 
meaning of section 482, and was not 
otherwise circumvented by the con
trolled taxpayers. 

Section 1.482-1 (h)(2)(iii) provides 
that if a provision meets the defini-



tion of a foreign legal restriction and 
the taxpayer has elected the deferred 
income method of accounting, any 
section 482 allocation connected with 
the transaction will be deferrable until 
the restriction is removed. 

Section 1.482-1 (h)(2)(iv) provides 
that if the requirements of § 1.482-1-
(h)(2)(iii) are satisfied, the amount 
subject to the restriction will be treat
ed as deferrable until payment or 
receipt of the relevant item ceases to 
be prevented by the foreign legal 
restriction. Deductions and credits in
curred in open years and that are 
chargeable against a deferred amount 
are subject to deferral under § 1.461-
1 (a)(4). 

Section 1.482-1 (h)(3) provides a co
ordination rule for section 936 that is 
identical to § 1.482-1 T(f)(3) of the 
1993 regulations. 

Section 1.482-1 (i) defines ten terms 
that are employed in the regulations. 
These are generally identical to their 
definitions under the 1993 regula
tions, with the following exceptions. 
The definition of trade or business 
under § 1.482-1 (i)(2) clarifies that 
employment for compensation will 
constitute a separate trade or business 
from the employing trade or business. 
The definition of "controlled" in 
§ 1.482-1(i)(4) has been modified. 
The definition in the 1993 regulations 
was misinterpreted to provide that a 
presumption of control arises only if 
income or deductions have been arbi
trarily shifted "as a result of the 
actions of two or more taxpayers 
acting in concert or with a common 
goal or purpose." This phrase was 
added to the 1993 regulations as an 
example of the type of control that 
could be considered control for pur
poses of section 482. The definition 
has been amended to make clear that 
this addition is only an example. The 
definition of the term "controlled 
taxpayer" has been clarified to in
clude the taxpayer that owns or con
trols other taxpayers. 

Section 1.482-1 (j)(1) provides that 
these regulations generally are effec
tive for taxable years beginning 90 
days after publication in the Federal 
Register. Section 1.482-1(j)(2) pro
vides that taxpayers may elect to 
apply these regulations retroactively 
to all open years (in which case they 
also must be applied to all subsequent 
years). Section 1.482-1(j)(3) provides 
that the last sentence of section 482 is 

generally effective for taxable years 
beginning after December 31, 1986, 
and this sentence, prior to the effec
tive date of the final regulations, 
must be applied using any reasonable 
method not inconsistent with the stat
ute (including these regulations). Fi
nally, § 1.482-1(j)(4) provides that 
the final regulations will not apply to 
transfers made or licenses granted 
prior to November 17, 1985 (in the 
case of a foreign transferee) or Au
gust 17, 1986 (in the case of other 
transferees), unless the property was 
not in existence on the relevant date. 

Section 1.482-2 

The regulations under section 
1.482-2 have not been changed. Sec
tion 1.482-2(d), providing that guid
ance with respect to transfers of 
property is set forth in §§ 1.482-3 
through 1.482-6, is now part of the 
final regulations. 

Section 1.482-3 

Section 1.482-3 provides rules for 
transfers of tangible property. Six 
methods are provided: the CUP 
method; the resale price method; the 
cost plus method; the CPM; the prof
it split method; and unspecified meth
ods. The method that will be applied 
in a particular case will be selected in 
accordance with § 1.482-I(c) (Best 
method rule). 

Section 1.482-3(b) describes the 
CUP method. Consistent with the 
best method rule, § 1.482-3(b)(2)(ii) 
provides that the CUP method gener
ally provides the most direct and 
reliable measure of an arm's length 
result if an uncontrolled transaction 
either has no differences from the 
controlled transaction or there are 
only minor differences that have a 
definite and reasonably ascertainable 
effect on price, and appropriate ad
justments are made for such differ
ences. Further, unlike the 1993 regu
lations, the CUP method potentially 
may be used when there are more 
than minor differences between the 
controlled and uncontrolled transac
tions, or when adjustments for minor 
differences cannot be made. In such 
cases, the method may be employed, 
but its reliability for purposes of the 
best method rule will be reduced. 

In determining comparability under 
this method, product similarity is the 
most important factor to consider. 
Indeed, § 1.482-3(b)(2)(ii) provides 
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that if there are material product 
differences for which reliable adjust
ments cannot be made, this method 
ordinarily will not provide a reliable 
basis for determining an arm's length 
result. Comparability also will be re
duced if either the uncontrolled tax
payer or the controlled taxpayer owns 
a trademark that is exploited in con
nection with the sale of the product. 
Minor differences in contractual 
terms and economic conditions also 
can have a material effect on price, 
so comparability under this method 
also depends on close similarity with 
respect to these factors. 

Although all the comparability fac
tors described in § 1.482-1 (d) must 
be considered, § 1.482-3(b )(2)(ii)(B) 
provides examples of several factors 
that may be particularly relevant to 
the application of the CUP method. 

Section 1.482-3(b )(2)(iii) provides 
that the data and assumptions used to 
apply the CUP method also will af
fect the reliability of the result. This 
method assumes that a very similar 
transaction between uncontrolled tax
payers is a reliable basis for determin
ing the price that would have been 
agreed between the controlled taxpay
ers had they been dealing at arm's 
length. Given reasonably complete 
and accurate data, this assumption is 
usually very reliable. 

Section 1.482-3(b )(5) describes the 
use of indirect evidence derived from 
public exchanges or quotation media 
to establish a comparable uncon
trolled price under this method. This 
provision had been added in response 
to comments that in some industries 
in which commodities are traded in 
large quantities, it is common for 
unrelated parties to set prices based 
upon publicly available prices or quo
tations. Since these quoted prices are 
not themselves transactional prices, 
but may be averages based upon actu
al transactions, they do not qualify as 
applications of the CUP method as 
that method is otherwise described in 
the regulations. This section has been 
added to permit use of such indica
tors in appropriate circumstances. 

Such indicators may be employed 
only if the data is widely and routine
ly used in the ordinary course of 
business in the industry to establish 
prices in uncontrolled transactions, 
the data is used in the same way by 
uncontrolled and controlled taxpay
ers, and adjustments are made for 
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differences that affect price. Further, 
such indicators may not be employed 
under extraordinary market condi
tions. 

Section 1.482-3(c) describes the re
sale price method. It is generally simi
lar to the resale price method pro
visions of the 1968 and 1993 
regulations, although greater guidance 
has been provided on comparability 
factors to consider in applying the 
method, and the standards of compa
rability expressly permit use of "in
exact comparables" under this meth
od. 

The discussion of comparability 
considerations emphasizes that, al
though all the factors described in 
§ 1.482-1(d)(3) must be considered, 
this method is particularly dependent 
on similarity of functions performed, 
risks borne, and contractual terms. 
Further, although close product simi
larity will tend to improve the reli
ability of the result, reliable applica
tion of the resale price method is less 
dependent on product similarity than 
the CUP method. The reliability of 
the analysis also would be reduced if 
the uncontrolled taxpayer sells goods 
that are significantly more (or less) 
valuable than the goods in the con
trolled transaction, or if either the 
uncontrolled taxpayer or the con
trolled taxpayer owns a trademark 
that is exploited in connection with 
the resale of the product. In addition 
it may be necessary to consider cer: 
tain factors, such as management ef
ficiency and differences in business 
experience, that would normally have 
little effect on comparability under 
the CUP method. 

The final regulations do not include 
the statement that in the absence of 
comparable transactions, prevailing 
gross profit margins in the general 
industry may be appropriate. Al
though this statement was included in 
the 1968 and 1993 regulations, such a 
measure of an arm's length result 
would be contrary to the rule under 
§ 1.482-1 (d)(2) that unadjusted in
dustry average returns cannot inde
pendently establish an arm's length 
result. 

Section 1.482-3(d) describes the 
cost plus method. It is generally simi
lar to the cost plus method provisions 
of the 1968 and 1993 regulations, 
although additional guidance has 
been provided on comparability fac
tors to consider in applying the meth-
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od, the rules for computing the arm's 
length price and appropriate gross 
profit have been clarified, and the 
standards of comparability expressly 
permit use of "inexact comparables" 
under this method. 

As under the resale price method, 
the discussion of comparability con
siderations emphasizes that, although 
all the factors described in § 1.482-
l(d)(3) must be considered, this meth
od is particularly dependent on sImI
larity of functions performed, risks 
borne, and contractual terms. Fur
ther, although close product similarity 
will tend to improve the reliability of 
the result, reliable application of the 
cost plus method is less dependent on 
product similarity than the CUP 
method. As under the resale price 
method, it may be necessary to con
sider certain factors, such as manage
ment efficiency and differences in 
business experience, that would nor
mally have little effect on comparabil
ity under the CUP method. 

Section 1.482-3(d)(3)(iii)(B) empha
sizes that in computing the gross 
profit markup, items such as invento
ry and cost allocation must be ac
counted for consistently. 

Section 1.482-3(e) provides that in 
addition to the methods specifically 
enumerated in § 1.482-3, unspecified 
methods may be employed. This pro
vision differs from its counterpart in 
the 1993 regulations in two significant 
respects. First, in response to com
ments, the procedural requirements 
that the 1993 regulations imposed in 
connection with the use of an unspec
ified method by the taxpayer have 
been deleted. 

Second, guidance has been provid
ed on considerations that should be 
taken into account in applying an 
unspecified method. Such methods 
should reflect the principle underlying 
the arm's length standard that uncon
trolled taxpayers compare the terms 
of a transaction to their realistic alter
natives to the transaction. Therefore, 
~n unspe~ified method should provide 
mformatlOn on the prices or profits 
that the controlled taxpayer could 
have realized by choosing a realistic 
alternative to the controlled transac
tion. This guidance has been included 
because it is a principle that is consis
tent, with all methods that apply the 
arm s length standard. For example, 
the CUP method identifies an alterna
tive price at which the controlled 

taxpayer could have completed the 
controlled transaction. An example of 
the application of this principle is 
provided in which a bona fide offer is 
used to establish an arm's length 
price. Unspecified methods are not, 
however, limited to examination of 
potential transactions that did not 
occur. They should, in general, be 
based on actual transactions and oth
er indicia derived from actual or po
tential market transactions. 

Section 1.482-3(0 provides rules 
coordinating the application of the 
tangible property rules with the rules 
governing transfers of intangible 
property. This provision provides 
more guidance than its predecessor in 
the 1993 regulations. It provides that 
in most cases the transfer of tangible 
property with a so-called "embedded 
intangible" will not be considered a 
transfer of the intangible if the pur
chaser does not acquire the right to 
exploit the intangible other than in 
connection with the resale of the 
tangible property. This provision re
sponds to commenters who expressed 
concern that sales of branded prod
ucts to controlled taxpayers for resale 
would routinely have to be evalu
ated under the provisions of both 
§§ 1.482-3 and 1.482-4. While in 
such a case the transaction may be 
evaluated under § 1.482-3, the pres
ence of the intangible will affect the 
analysis of comparability, because the 
value of the product may be increased 
by the presence of an embedded in
tangible. 

Finally, when a purchaser of a 
tangible product acquires the right to 
commercially exploit an embedded in
tangible, it may be necessary to apply 
§ 1.482-3 to determine the arm's 
length consideration for the tangible 
property transferred and § 1.482-4 to 
determine the arm's length consider
ation for the embedded intangible. 
An example of this type of transac
tion could include the transfer of a 
machine incorporating a valuable 
manufacturing process that the pur
chaser will exploit in connection with 
the operation of the machine. 

Section 1.482-4 

Section 1.482-4 provides rules with 
respect to the transfer of intangible 
property. Four methods are provided: 
the comparable uncontrolled transac
tion (CUT) method, the CPM, the 
profit split method, and unspecified 



methods. The method that will be 
applied in a particular case will be 
selected in accordance with § 1.482-
l(c) (Best method rule). 

Section 1.482-4(b) provides a defi
nition of intangible property that is 
similar to that provided in the 1968 
regulations. It differs from the 1993 
regulations in that the requirement 
that the property be "commercially 
transferrable" has been deleted. This 
language was not included in the 
definition because it was superfluous: 
if the property was not commercially 
transferrable, then it could not have 
been transferred in a controlled trans
action. In addition, the reference to 
"other similar items" under 
§ 1.482-4(b)(6) has been clarified to 
refer to items that derive their value 
from intellectual content or other in
tangible properties rather than physi
cal attributes. 

Section 1.482-4(c) describes the 
CUT method. This method is similar 
but not identical to the CUT method 
under the 1993 regulations. The CUT 
method determines an arm's length 
royalty for an intangible by reference 
to uncontrolled transfers of compara
ble intangible property under compa
rable circumstances. An important 
comparability factor under this meth
od is the profit potential of the intan
gibles in the controlled and uncon
trolled transactions. In response to 
comments, the requirement that the 
profit potential of the intangibles 
transferred in the controlled and un
controlled transactions be "substan
tially the same" has been relaxed to 
permit more frequent use of this 
method, as long as it provides the 
most reliable measure of an arm's 
length result under the best method 
rule. In addition, as under all meth
ods, the discussion of the comparabil
ity factors under this method has 
been expanded. 

As under the 1993 regulations, 
§ 1.482-4(c)(2)(ii) provides, consistent 
with the best method rule, that the 
CUT method generally provides the 
most direct and reliable measure of 
an arm's length result if the same 
intangible is transferred in the con
trolled and uncontrolled transactions, 
and there are, at most, only minor 
differences between the uncontrolled 
and the controlled transaction, these 
differences have a definite and rea
sonably ascertainable effect on price, 
and appropriate adjustments are 

made for such differences. The CUT 
method also may provide the most 
reliable measure of an arm's length 
result in other cases, as determined 
under the best method rule in 
§ 1.482-1(c). 

Section 1.482-4(c)(2)(ii) emphasizes 
that, although all the factors de
scribed in § 1.482-1 (d)(3) must be 
considered, this method is particularly 
dependent on similarity in terms of 
contractual arrangements and eco
nomic conditions. Further, this meth
od cannot be applied unless the intan
gible property involved in the 
controlled and uncontrolled transac
tions is comparable within the mean
ing of § 1.482-4(c)(2)(iii)(B)(J). 

Section 1.482-4(c)(2)(iii)(B)(J) pro
vides that two requirements must be 
satisfied in order for the intangible 
property involved in two transactions 
to be comparable. First, as under the 
1993 regulations, the intangibles must 
be used in connection with similar 
products or processes within the same 
general industry or market. Second, 
the intangibles must have similar 
profit potential. As indicated, this 
requirement is not as strict as the 
profit potential requirement under the 
1993 regulations. Additional guidance 
is provided concerning the analysis 
applied in determining whether the 
profit potential of two intangibles is 
similar within the meaning of this 
provision. 

In order to conclude that the profit 
potential of two intangibles is similar, 
it is necessary to have an acceptably 
reliable measure of the profit poten
tial of the two intangibles. Profit 
potential is most reliably measured by 
direct calculations, based on reliable 
projections, of the net present value 
of the benefits to be realized through 
use of the intangible. While this in
formation frequently will be available 
with respect to the controlled transac
tion, it normally will not be available 
with respect to an uncontrolled trans
action unless one of the controlled 
taxpayers was a party to it. In recog
nition of this difficulty, the regula
tions provide that in certain cases it 
may be acceptable to refer to evi
dence other than projections to com
pare profit potential. Such indirect 
comparisons of profit potential will 
be most useful in cases where it is not 
possible to directly calculate the prof
it potential of the intangibles in either 
the controlled or uncontrolled trans-
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action. An example of such a case 
could include a transfer of an intangi
ble that relates to a component of an 
asset consisting of many components 
(such as an airplane or automobile). 
In such a case it would be difficult to 
reliably calculate the net present value 
of the profit attributable to the intan
gible that was transferred in the con
trolled transaction, because the profit 
attributable to the intangible will be 
difficult to isolate from the overall 
profit attributable to the final asset. 

As the profit potential increases, 
the importance of reliably measuring 
the profit potential also increases, 
because the effects of errors may 
increase as the overall profitability of 
the intangible increases. The reliabili
ty of indirect comparisons of profit 
potential therefore decreases as the 
profit potential in the controlled 
transaction increases. Consequently, 
given an indirect measure of profit 
potential, it might be concluded that 
the profit potential of the intangible 
property involved in the uncontrolled 
transaction might be similar to that 
of the controlled transaction within 
the meaning of this provision when 
the overall profitability of the intangi
bles is relatively small, but the profit 
potential might not be similar under 
the same circumstances if the overall 
profitability was much greater. The 
ultimate determination will depend on 
the facts and circumstances of each 
case. 

Finally, § 1.482-4(c)(2)(iii)(B)(2) 
provides that to apply the CUT meth
od the circumstances involved in the 
controlled and uncontrolled transac
tions must be similar. This provision 
is substantially the same as its coun
terpart in the 1993 regulations. 

Section 1.482-4(d) provides a rule 
for the use of unspecified methods 
that is analogous to the rule on un
specified methods provided for tangi
ble property under § 1.482-3(e). To 
the extent that a method relies on 
internal data rather than uncontrolled 
comparables, its reliability will be re
duced. Reliability also will be affected 
by the reliability of the data and 
assumptions used to apply the meth
od, including any projections. 

Section 1.482-4(e) provides a rule 
for coordination with the tangible 
property rules that is analogous to the 
rule provided under § 1.482-3(f). 

Section 1.482-4(f) provides special 
rules for transfers of intangible prop-
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erty. Section 1. 482-4(f)(1 ) provides 
that when a controlled taxpayer pays 
nominal or no consideration for the 
right to exploit an intangible, and the 
transferor retains a substantial inter
est in the intangible, the arm's length 
consideration shall be in the form of 
a royalty, unless a different form is 
more appropriate. 

Section 1.482-4(f)(2) provides that 
if an intangible is transferred for a 
period in excess of one year, the 
consideration charged is generally 
subject to an annual adjustment to 
ensure that it is commensurate with 
the income attributable to the intangi
ble. This provision is required by the 
1986 amendment to section 482. 

The 1993 regulations contained two 
exceptions to this rule. The final reg
ulations retain these exceptions and 
add three additional exceptions 
in response to comments. First, 
§ 1.482-4(f)(2)(ii)(A) provides that no 
periodic adjustments will be made if 
the consideration for the transfer of 
an intangible is determined to be an 
arm's length amount under the CUT 
method, and if the uncontrolled 
transaction that serves as the basis for 
the application of the CUT method 
involved the transfer of the same 
intangible under substantially the 
same circumstances as those of the 
controlled transaction. Thus, for ex
ample, the consideration for the 
transfer of an intangible to a con
trolled taxpayer in one country could 
be determined to be arm's length 
based on the transfer of the same 
intangible to an uncontrolled taxpayer 
in another country in which the rele
vant economic conditions were sub
stantially similar to those in the first 
country. In such case no periodic 
adjustment would be made if the two 
transactions occurred under substan
tially similar circumstances. 

Section 1.482-4(f)(2)(ii)(B) provides 
an exception, based on the CUT 
method, that is similar to the excep
tion provided in § 1.482-4T(e)
(2)(ii)(A) of the 1993 regulations. Sec
tion 1.482-4(f)(2)(ii)(C) provides an 
exception based on other methods 
that is similar to the exception pro
vided in § 1.482-4T(e)(2)(ii)(B) of the 
1?93 regulations. Both of these excep
tIOns are substantially identical to 
their counterparts in the 1993 regula
tions with one modification. The rule 
requiring that the taxpayer's actual 
profits attributable to the intangible 
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must be no less than 80 percent and 
no greater than 120 percent of the 
projected profits has been liberalized. 
In the 1993 regulations, the profits 
subject to this comparison were only 
the projected and actual profits for 
all open years. Under the final regula
tions, this comparison applies to all 
past years, which in many cases will 
be a longer period. By enlarging the 
pool of data that is taken into ac
count for purposes of this compari
son, it generally will be less likely that 
the taxpayer's actual profits will fall 
outside the band of projected profits 
based solely on timing variances, and 
therefore fewer periodic adjustments 
will be permitted under these provi
sions. 

Section 1.482-4(f)(2)(ii)(D) provides 
an additional exception from periodic 
adjustments for extraordinary events. 
It provides that no periodic adjust
ments will be made if the aggregate 
actual profits fall outside the permis
sible band of projected profits, but 
this variation from the projected re
sults was due to extraordinary events 
that could not reasonably have been 
anticipated (such as natural or man
made disaster but does not include 
more routine events such as the fail
ure of a market to develop as antici
pated), and all the other requirements 
of either § 1.482-4(f)(2)(ii)(B) or (C) 
are satisfied. 

Finally, § 1.482-4(f)(2)(ii)(E) pro
vides that if the requirements of ei
ther § 1.482-4(f)(2)(ii)(B) or (C) are 
satisfied for the five-year period be
ginning with the year in which sub
stantial periodic consideration is first 
paid, no periodic adjustments will be 
made. 

Section 1.482-4(f)(3) provides rules 
regarding the ownership of intangible 
property. These rules are required to 
identify the controlled taxpayer that 
should recognize the income attribut
able to intangible property. The 1993 
regulations provided that, for pur
poses of section 482, intangible prop
erty generally would be treated as 
owned by the controlled taxpayer that 
bore the greatest share of the costs of 
development. This rule was criticized 
by many commenters, principally be
cause it disregarded legal ownership. 
The commenters asserted that disre
garding legal ownership could be in
consistent with the arm's length stan
dard. For instance, a controlled 
taxpayer that was treated as the own-

er of an intangible for section 482 
purposes might not be the legal own
er. At arm's length, the legal owner 
could transfer the rights to the intan
gible to another person irrespective of 
the developer's contribution to the 
development of the intangible. On the 
other hand, it would be unlikely that 
at arm's length an unrelated party 
would incur substantial costs adding 
value to an intangible that was owned 
by an unrelated party, unless there 
was some assurance that the party 
that incurred the expenses would re
ceive the opportunity to reap the 
benefit attributable to the expenses. 

The final regulations recognize 
these criticisms and adopt a modified 
approach to the identification of the 
owner of an intangible that is more 
consistent with legal ownership. Un
der § 1.482-4(f)(3)(ii)(A), the legal 
owner of the right to exploit an 
intangible will be considered the own
er for purposes of section 482. Legal 
ownership does not refer solely to the 
registered holder of an intangible: 
ownership rights may be transferred 
by explicit or implicit agreement, and 
more than one party may be consid
ered a legal owner of rights in the 
same intangible. For example, a li
cense agreement would grant the li
censee a set of rights in the intangible 
for the duration of the agreement, 
while the licensor would retain the 
residual rights to the intangible after 
the expiration of the agreement. 

Under § 1.482-4(f)(2)(ii)(B), own
ership of intangible property that is 
not legally protected will be deter
mined in a manner similar to that 
under the 1993 regulations, i.e., the 
owner generally will be the person 
that bore the greatest share of the 
costs of development. 

Section 1.482-4(f)(2)(iii) provides 
that allocations may be made with 
respect to assistance provided to the 
owner by other parties that assisted in 
the development of the intangible. 
Assistance does not include expendi
tures of a routine nature that an 
unrelated party dealing at arm's 
length would be expected to incur 
under similar circumstances. For in
stance, even in the absence of a 
license agreement transferring the 
right to exploit a trademark to an 
unrelated distributor, a distributor 
may be expected to incur a certain 
amount of advertising and other mar
keting expenses that could increase 



the value of the trademark. If an 
uncontrolled taxpayer would incur 
such expenses without express or im
plicit reimbursement by the owner of 
the intangible, then no allocation with 
respect to similar levels of expenses 
would be made under section 482 in 
the case of a distributor that is a 
member of the controlled group to 
which the legal owner of the trade
mark belongs. On the other hand, an 
allocation could be made if the ex
penses were greater than those that an 
unrelated party would have incurred 
without some form of compensation. 

Section 1.482-4(f)(4) provides that 
the arm's length consideration for the 
transfer of an intangible is not limited 
either by prevailing industry average 
royalty rates or the consideration paid 
in uncontrolled transactions that are 
not comparable to the controlled 
transaction. 

Section 1.482-4(f)(5) addresses 
lump sum payments. This issue was 
reserved in the 1993 regulations. The 
final regulations provide that lump 
sum payments are potentially subject 
to periodic adjustments to the same 
extent as license agreements providing 
for periodic royalty payments. For 
purposes of determining if the lump 
sum payment satisfies the arm's 
length standard and if periodic ad
justments may be made, the lump 
sum must be treated as an advance 
payment of a stream of royalties over 
the life of the agreement. This 
"equivalent royalty amount" serves 
as the basis for determining if the 
consideration is arm's length. In addi
tion, if a periodic adjustment is made 
pursuant to the provisions of 
§ 1.482-4(f)(2), the royalty that was 
deemed to have been prepaid for the 
taxable year in question will be set 
off against the arm's length royalty 
determined for such year, and the 
difference will be treated as an addi
tional payment in the year of the 
allocation that is of the same charac
ter as the initial lump sum payment. 

Section 1.482-5 

Section 1.482-5 describes the com
parable profits method. It is similar 
to § 1.482-5T of the 1993 regula
tions. The CPM may be used to 
determine the arm's length consider
ation for tangible and intangible 
property. The CPM relies on the 
general principle that similarly situat
ed taxpayers will tend to earn similar 

returns over a reasonable period of 
time. The CPM determines the arm's 
length consideration for a controlled 
transaction by referring to objective 
measures of operating profit (profit 
level indicators) derived from un
controlled taxpayers that engage in 
similar activities with other uncon
trolled taxpayers under similar cir
cumstances. 

Many commenters were concerned 
that the CPM could be applied in a 
manner that would be inconsistent 
with the arm's length standard. This 
concern was attributable to the fact 
that operating profit is normally af
fected by more factors than gross 
profit or price, which are the mea
sures employed under the other meth
ods provided in §§ 1.482-3 and 
1.482-4. The commenters were con
cerned that the CPM would be ap
plied without taking these additional 
differences into account, and as a 
result the comparability achieved un
der the CPM would be weaker than 
the comparability required under oth
er methods. The commenters believed 
that in such cases an analysis under 
the CPM would be suspect. Further, 
some commenters concluded that it 
was permissible under the 1993 regu
lations to apply the CPM without 
making adjustments for observed ma
terial differences, which led them to 
believe that the IRS would routinely 
apply the CPM in a manner that did 
not provide a reasonably reliable 
measure of an arm's length result. 
This concern was heightened by lan
guage in § 1.482-5T(a) of the 1993 
regulations stating that the CPM 
would ordinarily provide an accurate 
measure of an arm's length result 
unless the tested party owned certain 
types of intangible property. Some 
commenters misinterpreted this lan
guage as indicating that the CPM was 
preferred to the results obtained un
der other methods, irrespective of the 
relative levels of comparability ob
tained under the potentially applica
ble methods and without regard to 
the operation of the best method rule. 

The final regulations make it clear 
that the CPM is subject to the same 
considerations as any other method. 
First, the language providing that the 
CPM "ordinarily will provide an ac
curate measure of an arm's length 
result" has been deleted. 

Second, and more importantly, the 
final regulations contain a much more 
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extensive discussion of comparability 
considerations under the CPM than 
did the 1993 regulations. While it 
may be permissible to apply the CPM 
when there is (or may be) a material 
difference but it is not possible to 
make a reliable adjustment for such 
difference, application of the CPM in 
such a case only would be permissible 
if the other methods were less reliable 
than the CPM under the facts and 
circumstances. 

Given adequate data, methods that 
determine an arm's length price (e.g., 
the CUP method) or gross margin 
(e.g., the resale price method) gener
ally achieve a higher degree of com
parability than the CPM. Because the 
degree of comparability, including the 
extent and reliability of adjustments, 
determines the relative reliability of 
the result under the best method rule, 
the results of these methods will be 
selected unless the data necessary to 
apply them is relatively incomplete or 
unreliable. In this regard the CPM 
generally would be considered a 
method of last resort. 

This greater emphasis on compara
bility under the CPM is also reflected 
in the treatment of "valuable non
routine intangibles." The 1993 regula
tions indicated that the CPM ordi
narily would not provide an accurate 
measure of an arm's length result if 
the tested party owned certain highly 
valuable intangibles because it was 
unlikely that it would be possible to 
locate uncontrolled taxpayers that 
possessed similar intangibles in con
nection with activities similar to those 
performed by the controlled taxpayer. 
In such a case the CPM could under
state the income attributable to the 
assets of the controlled taxpayer. As 
a result of this concern, the 1993 
regulations generally provided that 
the CPM should not be applied if the 
tested party owned "valuable non
routine intangibles" that it developed 
or that it acquired from third parties. 

The final regulations have taken a 
different approach to the problem of 
valuable non-routine intangibles. Due 
to the difficulty in adequately defin
ing the term and the fact that it 
would be inappropriate to deny use 
of the CPM if a comparable uncon
trolled taxpayer could be located that 
owned intangibles similar to those 
owned by the controlled taxpayer, the 
restriction contained in the 1993 regu
lations has been eliminated. In its 
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place intangible property is expressly 
mentioned as a factor to consider in 
determining if an uncontrolled tax
payer is comparable to the controlled 
taxpayer. In most cases in which the 
controlled taxpayer owns intangible 
property of the type described in the 
1993 regulations it will not be possi
ble to locate an uncontrolled compa
rable that owns similarly valuable 
intangible property. The final regula
tions recognize, however, the possibil
ity that a comparable uncontrolled 
taxpayer with such intangibles might 
be found; therefore they do not rule 
out the possibility of the CPM being 
applied under such facts. 

Section 1.482-5(b)(4) describes the 
profit level indicators that are used to 
evaluate operating profit. They in
clude two types of measures: the rate 
of return on capital employed and 
financial ratios. In addition, § 1.482-
5(b)(4)(iii) provides that other profit 
level indicators not specifically de
scribed in the regulations may be 
employed, provided that they provide 
the most reliable measure of an arm's 
length result within the meaning of 
the best method rule. Under this pro
vision, any measure of profit based 
on objective measures of profitability 
derived from uncontrolled taxpayers 
that engage in similar business activi
ties under similar circumstances could 
be employed. Accordingly, profit lev
el indicators based solely on a con
trolled taxpayer's internal data would 
not be included under this provision, 
as they are not objective measures of 
profitability derived from transactions 
between uncontrolled taxpayers. 

In determining an arm's length re
sult under the CPM, the taxpayer's 
average reported operating profit for 
the year under review and the preced
ing two taxable years ordinarily will 
be compared to the average result of 
the uncontrolled com parables for the 
same period. Comparison of multiple 
year averages may provide a more 
accurate reflection of a taxpayer's 
transfer pricing practices over a peri
od than an analysis based on a single 
year and reduces the effect of short
term variations in operating profit 
that may be unrelated to transfer 
pricing. If the taxpayer's average re
ported operating profit for this period 
falls outside the range of arm's length 
results determined pursuant to 
§ 1.482-1 (e)(2) (Determination of 
arm's length range), the district direc-

110 1994-2 C.B. 

tor may make an adjustment. In most 
cases, the adjustment will be made to 
the median of the uncontrolled com
parables results for the taxable year. 
Adjustments under section 482 for 
prior years are taken into account in 
determining the tested party's average 
reported operating profit for a partic
ular year if a final determination has 
been made with respect to such ad
justments. 

In line with the greater emphasis on 
comparability under the final regula
tions, § 1.482-5(c) contains a discus
sion of comparability factors that is 
substantially more comprehensive 
than that contained in the 1993 regu
lations. Section 1.482-5(c)(2) de
scribes a number of comparability 
factors that must be taken into ac
count under the CPM. In particular, 
§ 1.482-5(c)(2)(ii) provides that, 
while all the comparability factors 
described in § 1.482-1(d)(3) must be 
considered, comparability under the 
CPM is particularly dependent on 
resources employed and risks as
sumed. Further, since resources and 
risks are directly related to functions, 
functional comparability, while some
what less important than under the 
resale price or cost plus methods, also 
is an important consideration under 
the CPM. 

Section 1.482-5(c)(2)(iii) provides 
that product comparability is not as 
important a consideration under the 
CPM as it is under the cost plus or 
resale price methods. Conversely, 
comparability under the CPM may be 
adversely affected by other factors 
that have little effect on comparabili
ty under the CUP method, such as 
management efficiency. Determining 
whether such differences exist may be 
difficult in some cases. As with any 
potential difference, the regulations 
provide that objective evidence, such 
as long-term sales or executive com
pensation trends, is required in order 
to ascertain whether such differences 
exist. 

Section 1.482-5(c)(2)(iv) provides 
that adjustments must be made for all 
material differences to the extent that 
such adjustments improve the reliabil
ity of the analysis. In a departure 
from the 1993 regulations, the final 
regulations provide that differences in 
non-interest bearing liabilities (such as 
accounts payable) that would materi
ally affect operating profit generally 
should be reflected by adjustments to 

operating profit to reflect an imputed 
interest charge on each party's liabili
ty. Such differences are more appro
priately reflected by adjust~ents to 
operating profits than by adjustments 
to operating assets. 

Section 1.482-5(c)(3)(ii) requires 
that all items that have a material 
affect on the profit level indicators be 
accounted for consistently, and if 
necessary to obtain this consistency, 
adjustments must be made. An addi
tional factor that may affect reliabili
ty under the CPM is the ability to 
allocate costs and other items between 
the relevant business activity and the 
other activities of the controlled tax
payer or the uncontrolled taxpayers. 

The definitions of several items un
der § 1.482-5(d) are substantially 
similar to the definitions provided 
under the 1993 regulations. 

Section 1.482-6 

Section 1.482-6 describes profit 
split methods. This provision, which 
was in proposed form under the 1993 
regulations, has been finalized. Like 
the CPM, profit split methods may 
be applied to controlled transactions 
involving tangible or intangible prop
erty. The basic approach of a profit 
split method is to estimate an arm's 
length return by comparing the rela
tive economic contributions that the 
parties make to the success of a 
venture, and dividing the returns 
from that venture between them on 
the basis of the relative value of such 
contributions. Two profit split meth
ods are provided: the comparable 
profit split and the residual profit 
split. In addition to these two meth
ods, the 1993 regulations proposed 
two other profit split methods: the 
capital employed allocation rule and 
other profit splits. These methods 
have not been included in the final 
regulations for the reasons set forth 
below. 

Under the 1993 regulations taxpay
ers were required to satisfy a number 
of requirements in order to employ a 
profit split method. Since a profit 
split method either wholly or in part 
relies on internal data rather than 
data derived from uncontrolled tax
payers, other methods ordinarily will 
provide more reliable measures of an 
arm's length result, and these restric
tions were imposed in order to ensure 
that the profit split method was ap
plied only in cases where it was likely 



to be the most reliable measure of an 
arm's length result. As noted previ
ously, these restrictions were both 
procedural and substantive. 

Many commenters objected to these 
restrictions. They observed that, con
trary to the best method rule, these 
restrictions could prevent taxpayers 
from employing a profit split method 
in cases where the method would be 
likely to provide the most accurate 
measure of an arm's length result. In 
response to these comments, and in 
accordance with the greater flexibility 
associated with the increased reliance 
on the best method rule, the final 
regulations have removed these re
strictions. In particular, for reasons 
similar to those discussed above un
der the CPM, the requirements that a 
profit split method may be applied 
only if both controlled taxpayers own 
valuable non-routine intangible prop
erty and that the intangibles contrib
ute significantly to the combined op
erating profit derived from the 
relevant business activity, have been 
deleted. Further, the requirement that 
the taxpayer must make a binding 
election to apply a profit split method 
also has been deleted. The concerns 
that these and other restrictions were 
intended to address (the possibility 
that a profit split method would be 
used when it did not provide the most 
reliable measure of an arm's length 
result) are addressed by the more 
prominent role played by the best 
method rule in selecting a method. 

Section 1.482-6(c)(2) describes the 
comparable profit split method. It is 
substantially similar to the compara
ble profit split rule set forth under 
the 1993 regulations. As with other 
methods described in the final regula
tions, the discussion of comparability 
factors under this method is more 
comprehensive than under the 1993 
regulations. In addition, § 1.482-6(c)
(2)(ii)(C) identifies several reliability 
considerations that are particularly 
pronounced under this method. These 
are reliability of cost and income 
allocation to the relevant business 
activity and accounting consistency. 
Further, § 1.482-6(c)(2)(ii)(D) pro
vides that if the data and assumptions 
with respect to one of the controlled 
taxpayers are significantly more reli
able than for the other, a method 
relying solely on an analysis of the 
first controlled taxpayer may be more 
reliable than the profit split method. 

Section 1.482-6(c)(3) describes the 
residual profit split. Like the version 
of this method described in the 1993 
regulations, the residual profit split 
determines an arm's length consider
ation in a two-step process. First, 
using other methods such as the 
CPM, market returns for routine 
functions are estimated and allocated 
to the parties that performed them. 
The remaining, residual amount then 
is allocated between the parties on the 
assumption that this residual is attrib
utable to intangible property contrib
uted to the activity by the controlled 
taxpayers. Based on this assumption, 
the residual is divided based on the 
estimate of the relative value of the 
parties' contributions of such proper
ty. Since fair market value of the 
intangible property usually will not be 
readily ascertainable, the regulations 
permit use of other measures of the 
relative values of intangible property, 
including capitalized intangible devel
opment expenses. 

The final regulations contain an 
extensive discussion of comparability 
and reliability considerations under 
this method. The comparability con
siderations relevant to the first step of 
the allocation are analogous to the 
considerations relevant under the 
method employed to determine this 
portion of the allocation (such as the 
CPM). Since the second step ordinari
ly will not be based on a market 
benchmark, the reliability of this 
method will tend to be reduced for 
purposes of the best method rule as 
the amount of the residual profit 
allocated pursuant to the second step 
increases. 

Under the best method rule, meth
ods that determine an arm's length 
result based on the results of transac
tions between uncontrolled taxpayers 
are generally considered to be more 
reliable than methods (such as the 
residual profit split) that only rely on 
such transactions in part. Therefore, 
the results of the methods based sole
lyon results of transactions between 
uncontrolled taxpayers will be select
ed under the best method rule unless 
the data necessary to apply them is 
relatively incomplete or unreliable. In 
this regard the residual profit split 
generally would be considered a 
method of last resort. 

Further, § 1.482-6(c)(3)(ii)(C) iden
tifies several other factors that may 
reduce the reliability of this method. 

Section 482 

In addition to allocation of costs, 
income and assets, and accounting 
consistency, another factor to take 
into account under the residual profit 
split is the reliability of the estimate 
of the value of intangible property. 
The reliability of this method could 
be particularly adversely affected if 
capitalized costs of development are 
used to estimate the value of intangi
ble property because such costs may 
bear no relation to market value, 
calculation of such costs may require 
allocation of indirect expenses be
tween the relevant business activity 
and the controlled taxpayer's other 
lines of business, and capitalizing 
costs requires assumptions regarding 
the useful life of intangible property. 

Finally, § 1.482-6(c)(3)(ii)(D) pro
vides that the analysis of both parties 
to the controlled transaction under 
this method may, to some extent, 
mitigate the reliability concerns attrib
utable to the use of internal data in 
allocating the residual profit. Howev
er, as under the comparable profit 
split, other methods that analyze only 
one of the parties to the controlled 
transaction may be more reliable if 
the data and assumptions regarding 
one of the parties is more reliable 
than the data and assumptions re
garding the other party. 

As indicated previously, the final 
regulations do not provide for the use 
of the capital employed allocation 
rule or other profit splits. The capital 
employed allocation rule generally 
could be applied only when the con
trolled taxpayers were subject to ap
proximately equal levels of risk with 
respect to the relevant business activi
ty. This requirement was imposed 
because the method allocated the 
same rate of return to all the assets 
employed in the relevant business ac
tivity. This result generally would be 
encountered under arm's length con
ditions only if the parties shared all 
profits in proportion to their risks. 
With one exception it has not been 
possible to describe a case in which it 
would be possible to conclude with 
certainty that two or more controlled 
taxpayers face equal levels of risk. 
The one case where it undoubtedly is 
true that the parties face equal levels 
of risk is where the parties agree ex 
ante to share costs and benefits pro
portionately. Since, absent a joint 
venture, such a scenario is encoun
tered rarely, if ever, under arm's 
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length conditions, and it describes a 
situation contemplated under the cost 
sharing regulations, the capital em
ployed allocation rule has been delet
ed from the profit split provisions of 
the final regulations. Its possible role 
as a variant of the cost sharing provi
sions will be examined in connection 
with the revision of those provisions. 
Comments are requested as to its 
potential use as a variant of the cost 
sharing method. 

Finally, the use of other profit split 
methods is not discussed under 
§ 1.482-6 because it was unnecessary 
to provide an express rule for use of 
other profit splits given the liberalized 
rules for use of unspecified methods 
under §§ 1.482-3 and 1.482-4. Ac
cordingly, a profit split method other 
than the comparable profit split 
method and the residual profit split 
will be considered to be an unspeci
fied method. 

Section 1.482-7, relating to cost 
sharing, is not being finalized with 
these regulations. The temporary reg
ulations, which incorporate the text 
of the 1968 regulations, continue to 
apply. However, final regulations 
based on the 1992 proposed regula
tions are anticipated in the near fu
ture. 

Finally, § 1.482-8 provides a num
ber of examples illustrating the appli
cation of the best method rule under 
specific fact patterns. Like all the 
examples in these regulations, the ex
amples under § 1.482-8 are provided 
solely for purposes of illustrating the 
principles contained in the text of the 
regulations, and are not themselves 
statements of principles not contained 
in the text. The conclusions reached 
in these examples are based on the 
assumed simplified facts of the exam
ples, and should not be read as gener
al conclusions. 

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 
Flexibility Act (5 U.S.C. chapter 6) 
do not apply to these regulations, 
and, therefore, a Regulatory Flexibili
ty Analysis is not required. Pursuant 
to section 7805(t) of the Internal 
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Revenue Code, the notice of pro
posed rulemaking preceding these reg
ulations 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 and 
602 are amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation 
for part 1 is amended by removing 
the entries for "§ 1.482-1T", 
"§ 1.482-2T", "§ 1.482-3T", 
"§ 1.482-4T", "§ 1.482-5T" and 
adding entries in numerical order to 
read as follows: 

Authority: 26 U.S.C. 7805 * * * 
Section 1.482-1 also issued under 26 
U.S.c. 482 and 936. Section 1.482-2 
also issued under 26 U .S.C. 482. 
Section 1.482-3 also issued under 26 
U.S.C. 482. Section 1.482-4 also is
sued under 26 u.s.c. 482. Section 
1.482-5 also issued under 26 U.S.C. 
482. * * * §§ 1.482-0T through 
1.482-6T [Removed]. 

Par. 2. Sections 1.482-0T through 
1.482-6T are removed. 

Par. 3. Sections 1.482-0 through 
1.482-6 and 1.482-8 are added to 
read as follows: 

§ 1.482-0 Outline of regulations 
under 482. 

This section contains major cap
tions for §§ 1.482-1 through 1.482-8. 

§ 1.482-1 Allocation of income and 
deductions among taxpayers. 

(a) In general. 
(1) Purpose and scope. 
(2) Authority to make alloca

tions. 
(3) Taxpayer's use of section 482. 

(b) Arm's length standard. 
(1) In general. 
(2) Arm's length methods. 

(i) Methods. 
(ii) Selection of category of 

method applicable to transaction. 
(c) Best method rule. 

(1) In general. 
(2) Determining the best method. 

(i) Comparability. 
(ii) Data and assumptions. 

(A) Completeness and accu
racy of data. 

(B) Reliability of assump-
tions. 

(C) Sensitivity of results to 
deficiencies in data and assumptions. 

(iii) Confirmation of results by 
another method. 

(d) Comparability. 
(1) In general. 
(2) Standard of comparability. 
(3) Factors for determining com-

parability. 
(i) Functional analysis. 
(ii) Contractual terms. 

(A) In general. 
(B) Identifying contractual 

terms. 
(1) Written agreement. 
(2) No written agreement. 

(C) Examples. 
(iii) Risk. 

(A) Comparability. 
(B) Identification of party 

that bears risk. 

kets. 

(C) Examples. 
(iv) Economic conditions. 
(v) Property or services. 

(4) Special circumstances. 
(i) Market share strategy. 
(ii) Different geographic mar-

(A) In general. 
(B) Example. 
(C) Location savings. 
(D) Example. 

(iii) Transactions ordinarily not 
accepted as comparables. 

(A) In general. 
(B) Examples. 

(e) Arm's length range. 
(1) In general. 
(2) Determination of arm's 

length range. 
(i) Single method. 
(ii) Selection of comparables. 
(iii) Comparables included in 

arm's length range. 
(A) In general. 
(B) Adjustment of range to 

increase reliability. 
(C) Interquartile range. 

(3) Adjustment if taxpayer's re
sults are outside arm's length range. 

(4) Arm's length range not pre
requisite to allocation. 

(5) Examples. 
(t) Scope of review. 

(1) In general. 
(i) Intent to evade or avoid tax 

not a prerequisite. 



(ii) Realization of income not a 
prerequisite. 

(A) In general. 
(B) Example. 

(iii) Nonrecognition provisions 
may not bar allocation. 

(A) In general. 
(B) Example. 

(iv) Consolidated returns. 
(2) Rules relating to determina

tion of true taxable income. 
(i) Aggregation of transactions. 

(A) In general. 
(B) Examples. 

(ii) Allocation based on tax
payer's actual transactions. 

(A) In general. 
(B) Example. 

(iii) Multiple year data. 
(A) In general. 
(B) Circumstances warrant

ing consideration of multiple year 
data. 

(C) Comparable effect over 
comparable period. 

(D) Applications of methods 
using multiple year averages. 

(E) Examples. 
(iv) Product lines and statisti

cal techniques. 
(v) Allocations apply to re

sults, not methods. 
(A) In general. 
(B) Example. 

(g) Collateral adjustments with re
spect to allocations under section 482. 

(l) In general. 
(2) Correlative allocations. 

(i) In general. 
(ii) Manner of carrying out 

correlative allocation. 
(iii) Events triggering correla

tive allocation. 
(iv) Examples. 

(3) Adjustments to conform ac
counts to reflect section 482 alloca
tions. 

(i) In general. 
(ii) Example. 

(4) Setoffs. 
(i) In general. 
(ii) Requirements. 
(iii) Examples. 

(h) Special rules. 
(1) Small taxpayer safe harbor 

[Reserved] . 
(2) Effect of foreign legal restric

tions. 
(i) In general. 

(ii) Applicable legal restric-
tions. 

(iii) Requirement for electing 
the deferred income method of ac
counting. 

(iv) Deferred income method 
of accounting. 

(v) Examples. 
(3) Coordination with section 

936. 
(i) Cost sharing under section 

936. 
(ii) Use of terms. 

(i) Definitions. 
(j) Effective dates. 

§ 1.482-2 Determination of taxable 
income in specific situations. 

(a) Loans or advances. 
(1) Interest on bona fide indebt

edness. 
(i) In general. 
(ii) Application of paragraph 

(a) of this section. 
(A) Interest on bona fide 

indebtedness. 
(B) Alleged indebtedness. 

(iii) Period for which interest 
shall be charged. 

(A) General rule. 
(B) Exception for certain in

tercompany transactions in the ordi
nary course of business. 

(C) Exception for trade or 
business of debtor member located 
outside the United States. 

(D) Exception for regular 
trade practice of creditor member or 
others in creditor's industry. 

(E) Exception for property 
purchased for resale in a foreign 
country. 
(1) General rule. 

od. 

(2) Interest-free period. 
(3) Average collection peri-

(4) Illustration. 
(iv) Payment; book entries. 

(2) Arm's length interest rate. 
(i) In general. 
(ii) Funds obtained at situs of 

borrower. 
(iii) Safe haven interest rates 

for certain loans and advances made 
after May 8, 1986. 

(A) Applicability. 
(1) General rule. 

(2) Grandfather rule for ex
isting loans. 

Section 482 
(B) Safe haven interest rate 

based on applicable Federal rate. 
(C) Applicable Federal rate. 
(D) Lender in business of 

making loans. (E) Foreign currency 
loans. 

(3) Coordination with interest ad
justments required under certain oth
er Internal Revenue Code sections. 

(4) Examples. 
(b) Performance of services for an-

other. 
(1) General rule. 
(2) Benefit test. 
(3) Arm's length charge. 
(4) Costs or deductions to be 

taken into account. 
(5) Costs and deductions not to 

be taken into account. 
(6) Methods. 
(7) Certain services. 
(8) Services rendered in connec

tion with the transfer of property. 
(c) Use of tangible property. 

(1) General rule. 
(2) Arm's length charge. 

(i) In general. 
(ii) Safe haven rental charge. 
(iii) Subleases. 

(d) Transfer of property. 

§ 1.482-3 Methods to determine 
taxable income in connection with a 
transfer of tangible property. 

(a) In general. 
(b) Comparable uncontrolled price 

method. 
(1) In general. 
(2) Comparability and reliability 

considerations. 
(i) In general. 
(ii) Comparability. 

(A) In general. 
(B) Adjustments for differ

ences between controlled and uncon
trolled transactions. 

(iii) Data and assumptions. 
(3) Arm's length range. 
(4) Examples. 
(5) Indirect evidence of compara-

ble uncontrolled transactions. 
(i) In general. 
(ii) Limitations. 
(iii) Examples. 

(c) Resale price method. 
(1) In general. 
(2) Determination of arm's 

length price. 
(i) In general. 
(ii) Applicable resale price. 
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(iii) Appropriate gross profit. 

(iv) Arm's length range. 

(3) Comparability and reliability 

considerations. 
(i) In general. 
(ii) Comparability. 

(A) Functional comparabili-
ty. 

(B) Other comparability fac-

tors. 
(C) Adjustments for differ

ences between controlled and uncon
trolled transactions. 

(D) Sales agent. 
(iii) Data and assumptions. 

(A) In general. 
(B) Consistency in account-

ing. 
(4) Examples. 

(d) Cost plus method. 
(1) In general. 
(2) Determination of arm's 

length price. 
(i) In general. 
(ii) Appropriate gross profit. 

(iii) Arm's length range. 

(3) Comparability and reliability 
considerations. 

(i) In general. 
(ii) Comparability. 

(A) Functional comparabili-
ty. 

(B) Other comparability fac-
tors. 

(C) Adjustments for differ
ences between controlled and uncon
trolled transactions. 

ing. 

(D) Purchasing agent. 
(iii) Data and assumptions. 

(A) In general. 
(B) Consistency in account-

(4) Examples. 
(e) Unspecified methods. 

(1) In general. 
(2) Example. 

(f) Coordination with intangible 
property rules. 

§ J .482-4 Methods to determine 
taxable income in connection with a 
transfer of intangible property. 

(a) In general. 
(b) Definition of intangible. 
(c) Comparable uncontrolled trans

action method. 
(l) In general. 
(2) Comparability and reliability 

considerations. 
(i) In general. 
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(ii) Reliability. 
(iii) Comparability. 

(A) In general. 
(B) Factors to be considered 

in determining comparability. 
(1) Comparable intangible property. 

(2) Comparable circumstanc-

es. 
(iv) Data and assumptions. 

(3) Arm's length range. 
(4) Examples. 

(d) Unspecified methods. 

(1) In general. 
(2) Example. 

(e) Coordination with tangible 

property rules. 
(f) Special rules for transfers of 

intangible property. 
(1) Form of consideration. 

(2) Periodic adjustments. 

(i) General rule. 
(ii) Exceptions. 

(A) Transactions involving 

the same intangible. 
(B) Transactions involving 

comparable intangible. 
(C) Methods other than 

comparable uncontrolled transaction. 

(D) Extraordinary events. 

(E) Five-year period. 

(iii) Examples. 
(3) Ownership of intangible prop

erty. 
(i) In general. 
(ii) Identification of the owner. 

(A) Legally protected intan
gible property. 

(B) Intangible property that 
is not legally protected. 

(iii) Allocations with respect to 

assistance provided to the owner. 
(iv) Examples. 

(4) Consideration not artificially 
limited. 

(5) Lump sum payments. 
(i) In general. 

(ii) Exceptions. 
(iii) Example. 

§ J .482-5 Comparable profits 
method. 

(a) In general. 
(b) Determination of arm's length 

result. 
(1) In general. 
(2) Tested party. 

(i) In general. 

(ii) Adjustments for tested 
party. 

(3) Arm's length range. 

(4) Profit level indicators. 

(i) Rate of return on capital 

employed. 
(ii) Financial ratios. 

(iii) Other profit level indica

tors. 
(c) Comparability and reliability 

considerations. 
(1) In general. 
(2) Comparability. 

(i) In general. 

(ii) Functional, risk and re

source comparability. 

(iii) Other comparability fac-

tors. 
(iv) Adjustments for differenc

es between tested party and the un
controlled taxpayers. 

(3) Data and assumptions. 

(i) In general. 

(ii) Consistency in accounting. 

(iii) Allocations between the 

relevant business activity and other 
activities. 

(d) Definitions. 
(e) Examples. 

§ J .482-6 Profit split method. 

(a) In general. 
(b) Appropriate share of profits 

and losses. 
(c) Application. 

(1) In general. 
(2) Comparable profit split. 

(i) In general. 

(ii) Comparability and reliabili
ty considerations. 

(A) In general. 
(B) Comparability. 

(1) In general. 
(2) Adjustments for differ

ences between the controlled and un
controlled taxpayers. 

(C) Data and assumptions. 

(D) Other factors affecting 
reliability. 

(3) Residual profit split. 

(i) In general. 
(A) Allocate income to roU

tine contributions. 
(B) Allocate residual profit. 

(ii) Comparability and reliabili-

ty considerations. 
(A) In general. 

(B) Comparability. 

(C) Data and assumptions. 



(D) Other factors affecting 
reliability. 

(iii) Example. 

§ 1.482-7T Sharing oj costs and 
risks. 

§ 1.482-8 Examples oj the best 
method rule. 

(a) In general. 
(b) Examples. 

§ 1.482-1 Allocation oj income and 
deductions among taxpayers. 

(a) In general-(I) Purpose and 
scope. The purpose of section 482 is 
to ensure that taxpayers clearly reflect 
income attributable to controlled 
transactions, and to prevent the 
avoidance of taxes with respect to 
such transactions. Section 482 places 
a controlled taxpayer on a tax parity 
with an uncontrolled taxpayer by 
determining the true taxable income 
of the controlled taxpayer. This 
§ 1.482-1 sets forth general principles 
and guidelines to be followed under 
section 482. Section 1.482-2 provides 
rules for the determination of the true 
taxable income of controlled taxpay
ers in specific situations, including 
controlled transactions involving 
loans or advances, services, and prop
erty. Sections 1.482-3 through 
1.482-6 elaborate on the rules that 
apply to controlled transactions in
volving property. Section 1.482-7T 
sets forth the cost sharing provisions. 
Finally, § 1.482-8 provides examples 
illustrating the application of the best 
method rule. 

(2) Authority to make allocations. 
The district director may make alloca
tions between or among the members 
of a controlled group if a controlled 
taxpayer has not reported its true 
taxable income. In such case, the 
district director may allocate income, 
deductions, credits, allowances, basis, 
or any other item or element affecting 
taxable income (referred to as alloca
tions). The appropriate allocation 
may take the form of an increase or 
decrease in any relevant amount. 

(3) Taxpayer's use oj section 482. 
If necessary to reflect an arm's length 
result, a controlled taxpayer may re
port on a timely filed U.S. income 
tax return (including extensions) the 
results of its controlled transactions 
based upon prices different from 
those actually charged. Except as pro
vided in this paragraph, section 482 

grants no other right to a controlled 
taxpayer to apply the provisions of 
section 482 at will or to compel the 
district director to apply such provi
sions. Therefore, no untimely or 
amended returns will be permitted to 
decrease taxable income based on al
locations or other adjustments with 
respect to controlled transactions. See 
§ 1.6662-6T(a)(2) or successor regula
tions. 

(b) Arm's length standard-(I) In 
general. In determining the true tax
able income of a controlled taxpayer, 
the standard to be applied in every 
case is that of a taxpayer dealing at 
arm's length with an uncontrolled 
taxpayer. A controlled transaction 
meets the arm's length standard if the 
results of the transaction are consis
tent with the results that would have 
been realized if uncontrolled taxpay
ers had engaged in the same transac
tion under the same circumstances 
(arm's length result). However, be
cause identical transactions can rarely 
be located, whether a transaction pro
duces an arm's length result generally 
will be determined by reference to the 
results of comparable transactions un
der comparable circumstances. See 
§ 1.482-1(d)(2) (Standard of compa
rability). Evaluation of whether a 
controlled transaction produces an 
arm's length result is made pursuant 
to a method selected under the 
best method rule described in 
§ 1.482-1(c). 

(2) Arm's length methods-(i) 
Methods. Sections 1.482-2 through 
1.482-6 provide specific methods to 
be used to evaluate whether transac
tions between or among members of 
the controlled group satisfy the arm's 
length standard, and if they do not, 
to determine the arm's length result. 

(ii) Selection oj category oj method 
applicable to transaction. The meth
ods listed in § 1.482-2 apply to dif
ferent types of transactions, such as 
transfers of property, services, loans 
or advances, and rentals. According
ly, the method or methods most ap
propriate to the calculation of arm's 
length results for controlled transac
tions must be selected, and different 
methods may be applied to interrelat
ed transactions if such transactions 
are most reliably evaluated on a sepa
rate basis. For example, if services 
are provided in connection with the 
transfer of property, it may be appro
priate to separately apply the methods 

Section 482 

applicable to services and property in 
order to determine an arm's length 
result. But see § 1.482-1 (f)(2)(i) (Ag
gregation of transactions). In addi
tion, other applicable provisions of 
the Code may affect the characteriza
tion of a transaction, and therefore 
affect the methods applicable under 
section 482. See for example section 
467. 

(c) Best method rule-(1) In gener
al. The arm's length result of a con
trolled transaction must be deter
mined under the method that, under 
the facts and circumstances, provides 
the most reliable measure of an arm's 
length result. Thus, there is no strict 
priority of methods, and no method 
will invariably be considered to be 
more reliable than others. An arm's 
length result may be determined un
der any method without establishing 
the inapplicability of another method, 
but if another method subsequently is 
shown to produce a more reliable 
measure of an arm's length result, 
such other method must be used. 
Similarly, if two or more applications 
of a single method provide inconsis
tent results, the arm's length result 
must be determined under the appli
cation that, under the facts and cir
cumstances, provides the most reli
able measure of an arm's length 
result. See § 1.482-8 for examples of 
the application of the best method 
rule. 

(2) Determining the best method. 
Data based on the results of transac
tions between unrelated parties pro
vides the most objective basis for 
determining whether the results of a 
controlled transaction are arm's 
length. Thus, in determining which of 
two or more available methods (or 
applications of a single method) pro
vides the most reliable measure of an 
arm's length result, the two primary 
factors to take into account are the 
degree of comparability between the 
controlled transaction (or taxpayer) 
and any uncontrolled comparables, 
and the quality of the data and as
sumptions used in the analysis. In 
addition, in certain circumstances, it 
also may be relevant to consider 
whether the results of an analysis are 
consistent with the results of an anal
ysis under another method. These 
factors are explained in paragraphs 
(c)(2)(i), (ii), and (iii) of this section. 

(i) Comparability. The relative reli
ability of a method based on the 
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results of transactions between unre
lated parties depends on the degree of 
comparability between the controlled 
transaction or taxpayers and the un
controlled comparables, taking into 
account the factors described in 
§ 1.482-1 (d)(3) (Factors for determin
ing comparability), and after making 
adjustments for differences, as de
scribed in § 1.482-1(d)(2) (Standard 
of comparability). As the degree of 
comparability increases, the number 
and extent of potential differences 
that could render the analysis inaccu
rate is reduced. In addition, if adjust
ments are made to increase the degree 
of comparability, the number, magni
tude, and reliability of those adjust
ments will affect the reliability of the 
results of the analysis. Thus, an anal
ysis under the comparable uncon
trolled price method will generally be 
more reliable than analyses obtained 
under other methods if the analysis is 
based on closely comparable uncon
trolled transactions, because such an 
analysis can be expected to achieve a 
higher degree of comparability and be 
susceptible to fewer differences than 
analyses under other methods. See 
§ 1.482-3(b)(2)(ii)(A). An analysis 
will be relatively less reliable, howev
er, as the uncontrolled transactions 
become less comparable to the con
trolled transaction. 

(ii) Data and assumptions. Whether 
a method provides the most reliable 
measure of an arm's length result also 
depends upon the completeness and 
accuracy of the underlying data, the 
reliability of the assumptions, and the 
sensitivity of the results to possible 
deficiencies in the data and assump
tions. Such factors are particularly 
relevant in evaluating the degree of 
comparability between the controlled 
and uncontrolled transactions. These 
factors are discussed in paragraphs 
(c)(2)(ii)(A), (B), and (C) of this sec
tion. 

(A) Completeness and accuracy of 
data. The completeness and accuracy 
of the data affects the ability to 
identify and quantify those factors 
that would affect the result under any 
particular method. For example, the 
completeness and accuracy of data 
will determine the extent to which it 
is possible to identify differences be
tween the controlled and uncontrolled 
transactions, and the reliability of 
adjustments that are made to account 
for such differences. An analysis will 
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be relatively more reliable as the com
pleteness and accuracy of the data 
increases. 

(B) Reliability of assumptions. All 
methods rely on certain assumptions. 
The reliability of the results derived 
from a method depends on the 
soundness of such assumptions. Some 
assumptions are relatively reliable. 
For example, adjustments for differ
ences in payment terms between con
trolled and uncontrolled transactions 
may be based on the assumption that 
at arm's length such differences 
would lead to price differences that 
reflect the time value of money. Al
though selection of the appropriate 
interest rate to use in making such 
adjustments involves some judge
ment, the economic analysis on which 
the assumption is based is relatively 
sound. Other assumptions may be less 
reliable. For example, the residual 
profit split method may be based on 
the assumption that capitalized intan
gible development expenses reflect the 
relative value of the intangible prop
erty contributed by each party. Be
cause the costs of developing an in
tangible may not be related to its 
market value, the soundness of this 
assumption will affect the reliability 
of the results derived from this meth
od. 

(C) Sensitivity of results to defi
ciencies in data and assumptions. De
ficiencies in the data used or assump
tions made may have a greater effect 
on some methods than others. In 
particular, the reliability of some 
methods is heavily dependent on the 
similarity of property or services in
volved in the controlled and uncon
trolled transaction. For certain other 
methods, such as the resale price 
method, the analysis of the extent to 
which controlled and uncontrolled 
taxpayers undertake the same or simi
lar functions, employ similar resourc
es, and bear similar risks is particu
larly important. Finally, under other 
methods, such as the profit split 
method, defining the relevant busi
ness activity and appropriate alloca
tion of costs, income, and assets may 
be of particular importance. There
fore, a difference between the con
trolled and uncontrolled transactions 
for which an accurate adjustment 
cannot be made may have a greater 
effect on the reliability of the results 
derived under one method than the 
results derived under another method. 

For example, differences in manage
ment efficiency may have a greater 
effect on a comparable profits meth
od analysis than on a comparable 
uncontrolled price method analysis, 
while differences in product charac
teristics will ordinarily have a greater 
effect on a comparable uncontrolled 
price method analysis than on a com
parable profits method analysis. 

(iii) Confirmation of results by an
other method. If two or more meth
ods produce inconsistent results, the 
best method rule will be applied to 
select the method that provides the 
most reliable measure of an arm's 
length result. If the best method rule 
does not clearly indicate which meth
od should be selected, an additional 
factor that may be taken into account 
in selecting a method is whether any 
of the competing methods produce 
results that are consistent with the 
results obtained from the appropriate 
application of another method. Fur
ther, in evaluating different applica
tions of the same method, the fact 
that a second method (or another 
application of the first method) pro
duces results that are consistent with 
one of the competing applications 
may be taken into account. 

(d) Comparability-(l) In general. 
Whether a controlled transaction pro
duces an arm's length result is gener
ally evaluated by comparing the re
sults of that transaction to results 
realized by uncontrolled taxpayers en
gaged in comparable transactions un
der comparable circumstances. For 
this purpose, the comparability of 
transactions and circumstances must 
be evaluated considering all factors 
that could affect prices or profits in 
arm's length dealings (comparability 
factors). While a specific comparabili
ty factor may be of particular impor
tance in applying a method, each 
method requires analysis of all of the 
factors that affect comparability un
der that method. Such factors include 
the following-

(i) Functions; 
(ii) Contractual terms; 
(iii) Risks; 
(iv) Economic conditions; and 
(v) Property or services. 
(2) Standard of comparability. In 

order to be considered comparable to 
a controlled transaction, an uncon
trolled transaction need not be identi
cal to the controlled transaction, but 
must be sufficiently similar that it 



provides a reliable measure of an 
arm's length result. If there are mate
rial differences between the controlled 
and uncontrolled transactions, adjust
ments must be made if the effect of 
such differences on prices or profits 
can be ascertained with sufficient ac
curacy to improve the reliability of 
the results. For purposes of this sec
tion, a material difference is one that 
would materially affect the measure 
of an arm's length result under the 
method being applied. If adjustments 
for material differences cannot be 
made, the uncontrolled transaction 
may be used as a measure of an 
arm's length result, but the reliability 
of the analysis will be reduced. Gen
erally, such adjustments must be 
made to the results of the uncon
trolled comparable and must be based 
on commercial practices, economic 
principles, or statistical analyses. The 
extent and reliability of any adjust
ments will affect the relative reliabili
ty of the analysis. See § 1.482-1(c)(1) 
(Best method rule). In any event, 
unadjusted industry average returns 
themselves cannot establish arm's 
length results. 

(3) Factors for determining compa
rability. The comparability factors 
listed in § 1.482-1(d)(1) are discussed 
in this section. Each of these factors 
must be considered in determining the 
degree of comparability between 
transactions or taxpayers and the ex
tent to which comparability adjust
ments may be necessary. In addition, 
in certain cases involving special cir
cumstances, the rules under para
graph (d)(4) of this section must be 
considered. 

(i) Functional analysis. Determining 
the degree of comparability between 
controlled and uncontrolled transac
tions requires a comparison of the 
functions performed, and associated 
resources employed, by the taxpayers 
in each transaction. This comparison 
is based on a functional analysis that 
identifies and compares the economi
cally significant activities undertaken, 
or to be undertaken, by the taxpayers 
in both controlled and uncontrolled 
transactions. A functional analysis 
should also include consideration of 
the resources that are employed, or to 
be employed, in conjunction with the 
activities undertaken, including con
sideration of the type of assets used, 
such as plant and equipment, or the 
use of valuable intangibles. A func-

tional analysis is not a pricing method 
and does not itself determine the 
arm's length result for the controlled 
transaction under review. Functions 
that may need to be accounted for in 
determining the comparability of two 
transactions include-

(A) Research and development; 
(B) Product design and engineering; 
(C) Manufacturing, production and 

process engineering; 
(D) Product fabrication, extraction, 

and assembly; 

(E) Purchasing and materials man
agement; 

(F) Marketing and distribution 
functions, including inventory man
agement, warranty administration, 
and advertising activities; 

(G) Transportation and warehous
ing; and 

(H) Managerial, legal, accounting 
and finance, credit and collection, 
training, and personnel management 
services. 

(ii) Contractual terms-(A) In gen
eral. Determining the degree of com
parability between the controlled and 
uncontrolled transactions requires a 
comparison of the significant contrac
tual terms that could affect the results 
of the two transactions. These terms 
include-

(1) The form of consideration 
charged or paid; 

(2) Sales or purchase volume; 
(3) The scope and terms of warran

ties provided; 
(4) Rights to updates, revisions or 

modifications; 
(5) The duration of relevant license, 

contract or other agreements, and 
termination or renegotiation rights; 

(6) Collateral transactions or ongo
ing business relationships between the 
buyer and the seller, including ar
rangements for the provision of ancil
lary or subsidiary services; and 

(7) Extension of credit and pay
ment terms. Thus, for example, if the 
time for payment of the amount 
charged in a controlled transaction 
differs from the time for payment of 
the amount charged in an uncon
trolled transaction, an adjustment to 
reflect the difference in payment 
terms should be made if such differ
ence would have a material effect on 
price. Such comparability adjustment 
is required even if no interest would 
be allocated or imputed under 
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§ 1.482-2(a) or other applicable pro
visions of the Internal Revenue Code 
or regulations. 

(B) Identifying contractual terms
(1) Written agreement. The contractu
al terms, including the consequent 
allocation of risks, that are agreed to 
in writing before the transactions are 
entered into will be respected if such 
terms are consistent with the econom
ic substance of the underlying trans
actions. In evaluating economic sub
stance, greatest weight will be given 
to the actual conduct of the parties, 
and the respective legal rights of the 
parties (see, for example, § 1.482-
4(f)(3) (Ownership of intangible prop
erty». If the contractual terms are 
inconsistent with the economic sub
stance of the underlying transaction, 
the district director may disregard 
such terms and impute terms that are 
consistent with the economic sub
stance of the transaction. 

(2) No written agreement. In the 
absence of a written agreement, the 
district director may impute a con
tractual agreement between the con
trolled taxpayers consistent with the 
economic substance of the transac
tion. In determining the economic 
substance of the transaction, greatest 
weight will be given to the actual 
conduct of the parties and their re
spective legal rights (see, for example, 
§ 1.482-4(f)(3) (Ownership of intan
gible property». For example, if, 
without a written agreement, a con
trolled taxpayer operates at full ca
pacity and regularly sells all of its 
output to another member of its con
trolled group, the district director 
may impute a purchasing contract 
from the course of conduct of the 
controlled taxpayers, and determine 
that the producer bears little risk that 
the buyer will fail to purchase its full 
output. Further, if an established in
dustry convention or usage of trade 
assigns a risk or resolves an issue, 
that convention or usage will be fol
lowed if the conduct of the taxpayers 
is consistent with it. See UCC 
§ 1-205. For example, unless other
wise agreed, payment generally is due 
at the time and place at which the 
buyer is to receive goods. See UCC 
§ 2-310. 

(C) Examples. The following exam
ples illustrate this paragraph (d)(3)(ii). 

Example i-Differences in volume. USP, a 
United States agricultural exporter, regularly 
buys transportation services from FSub, its 
foreign subsidiary, to ship its products from 
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the United States to overseas markets. Al
though FSub occasionally provides transporta
tion services to URA, an unrelated domestic 
corporation, URA accounts for only IOOJo of 
the gross revenues of FSub, and the remaining 
90OJo of FSub's gross revenues are attributable 
to FSub's transactions with USP. In determin
ing the degree of comparability between FSub's 
uncontrolled transaction with URA and its 
controlled transaction with USP, the difference 
in volumes involved in the two transactions and 
the regularity with which these services are 
provided must be taken into account if such 
difference would have a material effect on the 
price charged. Inability to make reliable adjust
ments for these differences would affect the 
reliability of the results derived from the un
controlled transaction as a measure of the 
arm's length result. 

Example 2-Reliability of adjustment for 
differences in volume. (i) FS manufactures 
product XX and sells that product to its parent 
corporation, P. FS also sells product XX to 
uncontrolled taxpayers at a price of $100 per 
unit. Except for the volume of each transac
tion, the sales to P and to uncontrolled taxpay
ers take place under substantially the same 
economic conditions and contractual terms. In 
uncontrolled transactions, FS offers a 2OJo dis
count for quantities of 20 per order, and a 5OJo 
discount for quantities of lOOper order. If P 
purchases product XX in quantities of 60 per 
order, in the absence of other reliable informa
tion, it may reasonably be concluded that the 
arm's length price to P would be $100, less a 
discount of 3.5OJo. 

(ii) If P purchases product XX in quantities 
of 1,000 per order, a reliable estimate of the 
appropriate volume discount must be based on 
proper economic or statistical analysis, not 
necessarily a linear extrapolation from the 2OJo 
and 5OJo catalog discounts applicable to sales of 
20 and 100 units, respectively. 

Example 3-Contractual term imputed from 
economic substance. (i) USD, a United States 
corporation, is the exclusive distributor of 
products manufactured by FP, its foreign par
ent. The FP products are sold under a trade
name that is not known in the United States. 
USD does not have an agreement with FP for 
the use of FP's tradename. For Years I 
through 6, USD bears marketing expenses pro
moting FP's tradename in the United States 
that are substantially above the level of such 
expenses incurred by comparable distributors in 
uncontrolled transactions. FP does not directly 
or indirectly reimburse USD for its marketing 
expenses. By Year 7, the FP tradename has 
become very well known in the market and 
commands a price premium. At this time, USD 
becomes a commission agent for FP. 

(ii) In determining USD's arm's length result 
for Year 7, the district director considers the 
economic substance of the arrangements be
tween USD and FP throughout the course of 
their relationship. It is unlikely that at arm's 
length, USD would incur these above-normal 
expenses without some assurance it could de
rive a benefit from these expenses. In this case, 
these expenditures indicate a course of conduct 
that is consistent with an agreement under 
which USD received a long-term right to use 
the FP tradename in the United States. Such 
conduct is inconsistent with the contractual 
arrangements between FP and USD under 
which USD was merely a distributor, and later 
a commission agent, for FP. Therefore, the 
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district director may impute an agreement be
tween USD and FP under which USD will 
retain an appropriate portion of the price 
premium attributable to the FP tradename. 

(iii) Risk-(A) Comparability. De
termining the degree of comparability 
between controlled and uncontrolled 
transactions requires a comparison of 
the significant risks that could affect 
the prices that would be charged or 
paid, or the profit that would be 
earned, in the two transactions. Rele
vant risks to consider include-

(1) Market risks, including fluctua
tions in cost, demand, pricing, and 
inventory levels; 

(2) Risks associated with the suc
cess or failure of research and devel
opment activities; 

(3) Financial risks, including fluctu
ations in foreign currency rates of 
exchange and interest rates; 

(4) Credit and collection risks; 
(5) Product liability risks; and 
(6) General business risks related to 

the ownership of property, plant, and 
equipment. 

(B) Identification of taxpayer that 
bears risk. In general, the determina
tion of which controlled taxpayer 
bears a particular risk will be made in 
accordance with the provisions of 
§ 1.482-1 (d)(3)(ii)(B) (Identifying 
contractual terms). Thus, the alloca
tion of risks specified or implied by 
the taxpayer's contractual terms will 
generally be respected if it is consis
tent with the economic substance of 
the transaction. An allocation of risk 
between controlled taxpayers after the 
outcome of such risk is known or 
reasonably knowable lacks economic 
substance. In considering the econom
ic substance of the transaction, the 
following facts are relevant-

(1) Whether the pattern of the con
trolled taxpayer's conduct over time 
is consistent with the purported allo
cation of risk between the controlled 
taxpayers; or where the pattern is 
changed, whether the relevant con
tractual arrangements have been mod
ified accordingly; 

(2) Whether a controlled taxpayer 
has the financial capacity to fund 
losses that might be expected to occur 
as the result of the assumption of a 
risk, or whether, at arm's length, 
another party to the controlled trans
action would ultimately suffer the 
consequences of such losses; and 

(3) The extent to which each con
trolled taxpayer exercises managerial 
or operational control over the busi-

ness aCtIVItIes that directly influence 
the amount of income or loss real
ized. In arm's length dealings, parties 
ordinarily bear a greater share of 
those risks over which they have rela
tively more control. 

(C) Examples. The following exam
ples illustrate this paragraph 
(d)(3)(iii). 

Example I. FD, the wholly-owned foreign 
distributor of USM, a U.S. manufacturer, buys 
widgets from USM under a written contract. 
Widgets are a generic electronic appliance. 
Under the terms of the contract, FD must buy 
and take title to 20,000 widgets for each of the 
five years of the contract at a price of $10 per 
widget. The widgets will be sold under FD's 
label, and FD must finance any marketing 
strategies to promote sales in the foreign mar
ket. There are no rebate or buy back provi
sions. FD has adequate financial capacity to 
fund its obligations under the contract under 
any circumstances that could reasonably be 
expected to arise. In Years I, 2 and 3, FD sold 
only 10,000 widgets at a price of $1 I per unit. 
In Year 4, FD sold its entire inventory of 
widgets at a price of $25 per unit. Since the 
contractual terms allocating market risk were 
agreed to before the outcome of such risk was 
known or reasonably knowable, FD had the 
financial capacity to bear the market risk that 
it would be unable to sell all of the widgets it 
purchased currently, and its conduct was con
sistent over time, FD will be deemed to bear 
the risk. 

Example 2. The facts are the same as in 
Example I, except that in Year I FD had only 
$100,000 in total capital, including loans. In 
subsequent years USM makes no additional 
contributions to the capital of FD, and FD is 
unable to obtain any capital through loans 
from an unrelated party. Nonetheless, USM 
continues to sell 20,000 widgets annually to FD 
under the terms of the contract, and USM 
extends credit to FD to enable it to finance the 
purchase. FD does not have the financial 
capacity in Years I, 2 and 3 to finance the 
purchase of the widgets given that it could not 
sell most of the widgets it purchased during 
those years. Thus, notwithstanding the terms of 
the contract, USM and not FD assumed the 
market risk that a substantial portion of the 
widgets could not be sold, since in that event 
FD would not be able to pay USM for all of 
the widgets it purchased. 

Example 3. S, a Country X corporation, 
manufactures small motors that it sells to P, its 
U.S. parent. P incorporates the motors into 
various products and sells those products to 
uncontrolled customers in the United States. 
The contract price for the motors is expressed 
in U.S. dollars, effectively allocating the cur
rency risk for these transactions to S for any 
currency fluctuations between the time the 
contract is signed and payment is made. As 
long as S has adequate financial capacity to 
bear this currency risk (including by hedging all 
or part of the risk) and the conduct of Sand P 
is consistent with the terms of the contract 
(i.e., the contract price is not adjusted to 
reflect exchange rate movements), the agree
ment of the parties to allocate the exchange 
risk to S will be respected. 

Example 4. USSub is the wholly-owned U.S. 
subsidiary of FP, a foreign manufacturer. US-



Sub acts as a distributor of goods manufac
tured by FP. FP and USSub execute an agree
ment providing that FP will bear any ordinary 
product liability costs arising from defects in 
the goods manufactured by FP. In practice, 
however, when ordinary product liability claims 
are sustained against USSub and FP, USSub 
pays the resulting damages. Therefore, the 
district director disregards the contractual ar
rangement regarding product liability costs be
tween FP and USSub, and treats the risk as 
having been assumed by USSub. 

(iv) Economic conditions. Deter
mining the degree of comparability 
between controlled and uncontrolled 
transactions requires a comparison of 
the significant economic conditions 
that could affect the prices that 
would be charged or paid, or the 
profit that would be earned in each 
of the transactions. These factors in
clude-

(A) The similarity of geographic 
markets; 

(B) The relative size of each mar
ket, and the extent of the overall 
economic development in each mar
ket; 

(C) The level of the market (e.g., 
wholesale, retail, etc.); 

(D) The relevant market shares for 
the products, properties, or services 
transferred or provided; 

(E) The location-specific costs of 
the factors of production and distri
bution; 

(F) The extent of competition in 
each market with regard to the prop
erty or services under review; 

(0) The economic condition of the 
particular industry, including whether 
the market is in contraction or expan
sion; and 

(H) The alternatives realistically 
available to the buyer and seller. 

(v) Property or services. Evaluating 
the degree of comparability between 
controlled and uncontrolled transac
tions requires a comparison of the 
property or services transferred in the 
transactions. This comparison may 
include any intangibles that are em
bedded in tangible property or servic
es being transferred. The comparabili
ty of the embedded intangibles will be 
analyzed using the factors listed in 
§ 1.482-4(c)(2)(iii)(B)(J) (Comparable 
intangible property). The relevance of 
product comparability in evaluating 
the relative reliability of the results 
will depend on the method applied. 
For guidance concerning the specific 
comparability considerations appli
cable to transfers of tangible and 
intangible property, see §§ 1.482-3 

through 1.482-6; see also § 1.482-
3(f), dealing with the coordination of 
the intangible and tangible property 
rules. 

(4) Special circumstances-(i) Mar
ket share strategy. In certain circum
stances, taxpayers may adopt strate
gies to enter new markets or to 
increase a product's share of an exist
ing market (market share strategy). 
Such a strategy would be reflected by 
temporarily increased market develop
ment expenses or resale prices that 
are temporarily lower than the prices 
charged for comparable products in 
the same market. Whether or not the 
strategy is reflected in the transfer 
price depends on which party to the 
controlled transaction bears the costs 
of the pricing strategy. In any case, 
the effect of a market share strategy 
on a controlled transaction will be 
taken into account only if it can be 
shown that an uncontrolled taxpayer 
engaged in a comparable strategy un
der comparable circumstances for a 
comparable period of time, and the 
taxpayer provides documentation that 
substantiates the following-

(A) The costs incurred to imple
ment the market share strategy are 
borne by the controlled taxpayer that 
would obtain the future profits that 
result from the strategy, and there is 
a reasonable likelihood that the strat
egy will result in future profits that 
reflect an appropriate return in rela
tion to the costs incurred to imple
ment it; 

(B) The market share strategy is 
pursued only for a period of time 
that is reasonable, taking into consid
eration the industry and product in 
question; and 

(C) The market share strategy, the 
related costs and expected returns, 
and any agreement between the con
trolled taxpayers to share the related 
costs, were established before the 
strategy was implemented. 

(ii) Different geographic markets
(A) In general. Uncontrolled compar
abies ordinarily should be derived 
from the geographic market in which 
the controlled taxpayer operates, be
cause there may be significant differ
ences in economic conditions in dif
ferent markets. If information from 
the same market is not available, an 
uncontrolled comparable derived 
from a different geographic market 
may be considered if adjustments are 
made to account for differences be-
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tween the two markets. If informa
tion permitting adjustments for such 
differences is not available, then in
formation derived from uncontrolled 
comparables in the most similar mar
ket for which reliable data is available 
may be used, but the extent of such 
differences may affect the reliability 
of the method for purposes of the 
best method rule. For this purpose, a 
geographic market is any geographic 
area in which the economic condi
tions for the relevant product or ser
vice are substantially the same, and 
may include mUltiple countries, de
pending on the economic conditions. 

(B) Example. The following exam
ple illustrates this paragraph (d)(4)(ii). 

Example. Manuco, a wholly-owned foreign 
subsidiary of P, a U.S. corporation, manufac
tures products in Country Z for sale to P. No 
uncontrolled transactions are located that 
would provide a reliable measure of the arm's 
length result under the comparable uncon
trolled price method. The district director con
siders applying the cost plus method or the 
comparable profits method. Information on 
uncontrolled taxpayers performing comparable 
functions under comparable circumstances in 
the same geographic market is not available. 
Therefore, adjusted data from uncontrolled 
manufacturers in other markets may be consid
ered in order to apply the cost plus method. In 
this case, comparable uncontrolled manufactur
ers are found in the United States. According
ly, data from the comparable U.S. uncon
trolled manufacturers, as adjusted to account 
for differences between the United States and 
Country Z's geographic market, is used to test 
the arm's length price paid by P to Manuco. 
However, the use of such data may affect the 
reliability of the results for purposes of the best 
method rule. See § 1.482-1(c). 

(C) Location savings. If an uncon
trolled taxpayer operates in a differ
ent geographic market than the con
trolled taxpayer, adjustments may be 
necessary to account for significant 
differences in costs attributable to the 
geographic markets. These adjust
ments must be based on the effect 
such differences would have on the 
consideration charged or paid in the 
controlled transaction given the rela
tive competitive positions of buyers 
and sellers in each market. Thus, for 
example, the fact that the total costs 
of operating in a controlled manufac
turer's geographic market are less 
than the total costs of operating in 
other markets ordinarily justifies 
higher profits to the manufacturer 
only if the cost differences would 
increase the profits of comparable 
uncontrolled manufacturers operating 
at arm's length, given the competitive 
positions of buyers and sellers in that 
market. 
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(D) Example. The following exam

ple illustrates the principles of this 
paragraph (d)(4)(ii)(C). 

Example. Couture, a U.S. apparel design 
corporation, contracts with Sewco, its wholly 
owned Country Y subsidiary, to manufacture 
its clothes. Costs of operating in Counlly Yare 
significantly lower than the operating costs in 
the United States. Although clothes with the 
Couture label sell for a premium price, the 
actual production of the clothes does not 
require significant specialized knowledge that 
could not be acquired by actual or potential 
competitors to Sewco at reasonable cost. Thus, 
Sewco's functions could be performed by sever
al actual or potential competitors to Sewco in 
geographic markets that are similar to Country 
Y. Thus, the fact that production is less costly 
in Country Y will not, in and of itself, justify 
additional profits derived from lower operating 
costs in Country Y inuring to Sewco, because 
the competitive positions of the other actual or 
potential producers in similar geographic mar
kets capable of performing the same functions 
at the same low costs indicate that at arm's 
length such profits would not be retained by 
Sewco. 

(iii) Transactions ordinarily not ac
cepted as comparables- (A) In gen
eral. Transactions ordinarily will not 
constitute reliable measures of an 
arm's length result for purposes of 
this section if-

(1) They are not made in the ordi
nary course of business; or 

(2) One of the principal purposes 
of the uncontrolled transaction was to 
establish an arm's length result with 
respect to the controlled transaction. 

(B) Examples. The following exam
ples illustrate the principle of this 
paragraph (d)(4)(iii). 

Example i-Not in the ordinary course of 
business. USP, a United States manufacturer 
of computer software, sells its products to 
FSub, its foreign distributor in country X. 
Compco, a United States competitor of USP, 
also sells its products in X through unrelated 
distributors. However, in the year under re
view, Compco is forced into bankruptcy, and 
Compco liquidates its inventory by selling all 
of its products to unrelated distributors in X 
for a liquidation price. Because the sale of its 
entire inventory was not a sale in the ordinary 
course of business, Compco's sale cannot be 
used as an uncontrolled comparable to deter
mine USP's arm's length result from its con
trolled transaction. 

Example 2-Principal purpose of establishing 
an arm's length result. USP, a United States 
manufacturer of farm machinery, sells its prod
ucts to FSub, its wholly-owned distributor in 
Country Y. USP, operating at nearly full 
capacity, sells 95070 of its inventory to FSub. 
To make use of its excess capacity, and also to 
establish a comparable uncontrolled price for 
its transfer price to FSub, USP increases its 
production to full capacity. USP sells its excess 
inventory to Compco, an unrelated foreign 
distributor in Country X. Country X has ap
proxImately the same economic conditions as 
that of Country Y. Because one of the princi
pal purposes of selling to Compco was to 

120 1994-2 C.B. 

establish an arm's length price for its con
trolled transactions with FSub, USP's sale to 
Compco cannot be used as an uncontrolled 
comparable to determine USP's arm's length 
result from its controlled transaction. 

(e) Arm's length range-(l) In gen
eral. In some cases, application of a 
pricing method will produce a single 
result that is the most reliable mea
sure of an arm's length result. In 
other cases, application of a method 
may produce a number of results 
from which a range of reliable results 
may be derived. A taxpayer will not 
be subject to adjustment if its results 
fall within such range (arm's length 
range). 

(2) Determination of arm's length 
range-(i) Single method. The arm's 
length range is ordinarily determined 
by applying a single pricing method 
selected under the best method rule to 
two or more uncontrolled transac
tions of similar comparability and 
reliability. Use of more than one 
method may be appropriate for the 
purposes described in paragraph 
(c)(2)(iii) of this section (Best method 
rule). 

(ii) Selection of comparables. Un
controlled com parables must be se
lected based upon the comparability 
criteria relevant to the method ap
plied and must be sufficiently similar 
to the controlled transaction that they 
provide a reliable measure of an 
arm's length result. If material differ
ences exist between the controlled and 
uncontrolled transactions, adjust
ments must be made to the results of 
the uncontrolled transaction if the 
effect of such differences on price or 
profits can be ascertained with suffi
cient accuracy to improve the reliabil
ity of the results. See § 1.482-1 (d)(2) 
(Standard of comparability). The 
arm's length range will be derived 
only from those uncontrolled com par
abies that have, or through adjust
ments can be brought to, a similar 
level of comparability and reliability, 
and uncontrolled com parables that 
have a significantly lower level of 
comparability and reliability will not 
be used in establishing the arm's 
length range. 

(iii) Comparables included in arm's 
length range-(A) In general. The 
arm's length range will consist of the 
results of all of the uncontrolled com
parables that meet the following con
ditions: the information on the con
trolled transaction and the uncon
trolled com parables is sufficiently 

complete that it is likely that all 
material differences have been identi
fied, each such difference has a defi
nite and reasonably ascertainable ef
fect on price or profit, and an 
adjustment is made to eliminate the 
effect of each such difference. 

(B) Adjustment of range to increase 
reliability. If there are no uncon
trolled com parables described in para
graph (e)(2)(iii)(A) of this section, the 
arm's length range is derived from 
the results of all the uncontrolled 
comparables, selected pursuant to 
paragraph (e)(2)(ii) of this section, 
that achieve a similar level of compa
rability and reliability. In such cases 
the reliability of the analysis must be 
increased, where it is possible to do 
so, by adjusting the range through 
application of a valid statistical meth
od to the results of all of the uncon
trolled com parables so selected. The 
reliability of the analysis is increased 
when statistical methods are used to 
establish a range of results in which 
the limits of the range will be deter
mined such that there is a 75 percent 
probability of a result falling above 
the lower end of the range and a 75 
percent probability of a result falling 
below the upper end of the range. 
The interquartile range, ordinarily 
provides an acceptable measure of 
this range; however a different statis
tical method may be applied if it 
provides a more reliable measure. 

(C) Interquartile range. For pur
poses of this section, the inter quartile 
range is the range from the 25th to 
the 75th percentile of the results de
rived from the uncontrolled compar
abies. For this purpose, the 25th per
centile is the lowest result derived 
from an uncontrolled comparable 
such that at least 25 percent of the 
results are at or below the value of 
that result. However, if exactly 25 
percent of the results are at or below 
a result, then the 25th percentile is 
equal to the average of that result 
and the next higher result derived 
from the uncontrolled com parables. 
The 75th percentile is determined 
analogously. 

(3) Adjustment if taxpayer's results 
are outside arm's length range. If the 
results of a controlled transaction fall 
outside the arm's length range, the 
district director may make allocations 
that adjust the controlled taxpayer's 
result to any point within the arm's 
length range. If the interquartile 



range is used to determine the arm's 
length range, such adjustment will 
ordinarily be to the median of all the 
results. The median is the 50th per
centile of the results, which is deter
mined in a manner analogous to that 
described in paragraph (e)(2)(iii)(C) of 
this section (Interquartile range). In 
other cases, an adjustment normally 
will be made to the arithmetic mean 
of all the results. See § 1.482-1(f)
(2)(iii)(D) for determination of an 
adjustment when a controlled taxpay
er's result for a multiple year period 
falls outside an arm's length range 
consisting of the average results of 
uncontrolled comparables over the 
same period. 

(4) Arm's length range not prereq
uisite to al/ocation. The rules of this 
paragraph (e) do not require that the 
district director establish an arm's 
length range prior to making an allo
cation under section 482. Thus, for 
example, the district director may 
properly propose an allocation on the 
basis of a single comparable uncon
trolled price if the comparable uncon
trolled price method, as described in 
§ 1.482-3(b), has been properly ap
plied. However, if the taxpayer subse
quently demonstrates that the results 
claimed on its income tax return are 
within the range established by addi
tional equally reliable comparable un
controlled prices in a manner consis
tent with the requirements set forth in 
§ 1.482-1 (e)(2)(iii), then no allocation 
will be made. 

(5) Examples. The following exam
ples illustrate the principles of this 
paragraph (e). 

Example I-Selection of comparables. (i) To 
evaluate the arm's length result of a controlled 
transaction between USSub, the United States 
taxpayer under review, and FP, its foreign 
parent, the district director considers applying 
.the resale price method. The district director 
identifies ten potential uncontrolled transac
tions. The distributors in all ten uncontrolled 
transactions purchase and resell similar prod
ucts and perform similar functions to those of 
USSub. 

(ii) Data with respect to three of the uncon
trolled transactions is very limited, and al
though some material differences can be identi
fied and adjusted for, the level of 
comparability of these three uncontrolled com
parables is significantly lower than that of the 
other seven. Further, of those seven, adjust
ments for the identified material differences 
can be reliably made for only four of the 
uncontrolled transactions. Therefore, pursuant 
to § 1.482-1(e)(2)(ii) only these four uncon
trolled com parables may be used to establish 
an arm's length range. 

Example 2-Arm's length range consists of 
all the results. (i) The facts are the same as in 

Example 1. Applying the resale price method to 
the four uncontrolled com parables, and making 
adjustments to the uncontrolled comparables 
pursuant to § 1.482-I(d)(2), the district direc
tor derives the following results: 

Comparable 
1 
2 
3 
4 

Result ($ price) 
44.00 
45.00 
45.00 
45.50 

(ii) The district director determines that data 
regarding the four uncontrolled transactions is 
sufficiently complete and accurate so that it is 
likely that all material differences between the 
controlled and uncontrolled transactions have 
been identified, such differences have a definite 
and reasonably ascertainable effect, and appro
priate adjustments were made for such differ
ences. Accordingly, if the resale price method 
is determined to be the best method pursuant 
to § 1.482-1(c), the arm's length range for the 
controlled transaction will consist of the results 
of all of the uncontrolled com parables, pursu
ant to paragraph (e)(2)(iii)(A) of this section. 
Thus, the arm's length range in this case would 
be the range from $44 to $45.50. 

Example 3-Arm's length range limited to 
interquartile range. (i) The facts are the same 
as in Example 2, except in this case there are 
some product and functional differences be
tween the four uncontrolled com parables and 
USSub. However, the data is insufficiently 
complete to determine the effect of the differ
ences. Applying the resale price method to the 
four uncontrolled comparables, and making 
adjustments to the uncontrolled comparables 
pursuant to § 1.482-1 (d)(2), the district direc
tor derives the following results: 

Uncontrolled 
Comparable 

I 
2 
3 
4 

Result ($ price) 
42.00 
44.00 
45.00 
47.50 

(ii) It cannot be established in this case that 
all material differences are likely to have been 
identified and reliable adjustments made for 
those differences. Accordingly, if the resale 
price method is determined to be the best 
method pursuant to § 1.482-1(c), the arm's 
length range for the controlled transaction 
must be established pursuant to paragraph 
(e)(2)(iii)(B) of this section. In this case, the 
district director uses the interquartile range to 
determine the arm's length range, which is the 
range from $43 to $46.25. If USSub's price 
falls outside this range, the district director 
may make an allocation. In this case that 
allocation would be to the median of the 
results, or $44.50. 

Example 4-Arm's length range limited to 
interquartile range. (i) To evaluate the arm's 
length result of controlled transactions between 
USP, a United States manufacturing company, 
and FSub, its foreign subsidiary, the district 
director considers applying the comparable 
profits method. The district director identifies 
50 uncontrolled taxpayers within the same in
dustry that potentially could be used to apply 
the method. 

(ii) Further review indicates that only 20 of 
the uncontrolled manufacturers engage in activ
ities requiring similar capital investments and 
technical know-how. Data with respect to five 
of the uncontrolled manufacturers is very limit
ed, and although some material differences can 
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be identified and adjusted for, the level of 
comparability of these five uncontrolled com
parables is significantly lower than that of the 
other 15. In addition, for those five uncon
trolled comparables it is not possible to accu
rately allocate costs between the business activi
ty associated with the relevant transactions and 
other business activities. Therefore, pursuant to 
§ 1.482-1 (e)(2)(ii) only the other fifteen uncon
trolled comparables may be used to establish 
an arm's length range. 

(iii) Although the data for the fifteen remain
ing uncontrolled comparables is relatively com
plete and accurate, there is a significant possi
bility that some material differences may 
remain. The district director has determined, 
for example, that it is likely that there are 
material differences in the level of technical 
expertise or in management efficiency. Accord
ingly, if the comparable profits method is 
determined to be the best method pursuant to 
§ 1.482-1 (c), the arm's length range for the 
controlled transaction may be established only 
pursuant to paragraph (e)(2)(iii)(B) of this sec
tion. 

(f) Scope oj review-(1) In general. 
The authority to determine true tax
able income extends to any case in 
which either by inadvertence or de
sign the taxable income, in whole or 
in part, of a controlled taxpayer is 
other than it would have been had the 
taxpayer, in the conduct of its affairs, 
been dealing at arm's length with an 
uncontrolled taxpayer. 

(i) Intent to evade or avoid tax not 
a prerequisite. In making allocations 
under section 482, the district director 
is not restricted to the case of im
proper accounting, to the case of a 
fraudulent, colorable, or sham trans
action, or to the case of a device 
designed to reduce or avoid tax by 
shifting or distorting income, deduc
tions, credits, or allowances. 

(ii) Realization oj income not a 
prerequisite-(A) In general. The dis
trict director may make an allocation 
under section 482 even if the income 
ultimately anticipated from a series of 
transactions has not been or is never 
realized. For example, if a controlled 
taxpayer sells a product at less than 
an arm's length price to a related 
taxpayer in one taxable year and the 
second controlled taxpayer resells the 
product to an unrelated party in the 
next taxable year, the district director 
may make an appropriate allocation 
to reflect an arm's length price for 
the sale of the product in the first 
taxable year, even though the second 
controlled taxpayer had not realized 
any gross income from the resale of 
the product in the first year. Similar
ly, if a controlled taxpayer lends 
money to a related taxpayer in a 
taxable year, the district director may 
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make an appropriate allocation to 
reflect an arm's length charge for 
interest during such taxable year even 
if the second controlled taxpayer does 
not realize income during such year. 
Finally, even if two controlled tax
payers realize an overall loss that is 
attributable to a particular controlled 
transaction, an allocation under sec
tion 482 is not precluded. 

(B) Example. The following exam
ple illustrates this paragraph (f)(1)(ii). 

Example. USSub is a U.S. subsidiary of FP, 
a foreign corporation. Parent manufactures 
product X and sells it to USSub. USSub 
functions as a distributor of product X to 
unrelated customers in the United States. The 
fact that FP may incur a loss on the manufac
ture and sale of product X does not by itself 
establish that USSub, dealing with FP at arm's 
length, also would incur a loss. An independent 
distributor acting at arm's length with its 
supplier would in many circumstances be ex
pected to earn a profit without regard to the 
level of profit earned by the supplier. 

(iii) Nonrecognition provisions may 
not bar al/ocation-(A) In general. If 
necessary to prevent the avoidance of 
taxes or to clearly reflect income, the 
district director may make an alloca
tion under section 482 with respect to 
transactions that otherwise qualify for 
nonrecognition of gain or loss under 
applicable provisions of the Internal 
Revenue Code (such as section 351 or 
1031). 

(B) Example. The following exam
ple illustrates this paragraph (f)(l)
(iii). 

Example. (i) In Year I USP, a United States 
corporation, bought 100 shares of UR, an 
unrelated corporation, for $100,000. In Year 2, 
when the value of the UR stock had decreased 
to $40,000, USP contributed all 100 shares of 
UR stock to its wholly-owned subsidiary in 
exchange for subsidiary's capital stock. In Year 
3, the subsidiary sold all of the UR stock for 
$40,000 to an unrelated buyer, and on its U.S. 
income tax return, claimed a loss of $60,000 
attributable to the sale of the UR stock. USP 
and its subsidiary do not file a consolidated 
return. 

(ii) In determining the true taxable income of 
the subsidiary, the district director may disal
low the loss of $60,000 on the ground that the 
loss was incurred by USP. National Securities 
Corp. v Commissioner, 137 F.2d 600 (3rd Cir. 
1943), cert. denied, 320 U.S. 794 (1943). 

(iv) Consolidated returns. Section 
482 and the regulations thereunder 
apply to all controlled taxpayers, 
whether the controlled taxpayer files 
a separate or consolidated U.S. in
come tax return. If a controlled tax
payer files a separate return, its true 
separate taxable income will be deter
mined. If a controlled taxpayer is a 
party to a consolidated return, the 
true consolidated taxable income of 

122 1994-2 C.B. 

the affiliated group and the true sepa
rate taxable income of the controlled 
taxpayer must be determined consis
tently with the principles of a consoli
dated return. 

(2) Rules relating to determination 
of true taxable income. The following 
rules must be taken into account in 
determining the true taxable income 
of a controlled taxpayer. 

(i) Aggregation of transactions
(A) In general. The combined effect 
of two or more separate transactions 
(whether before, during, or after the 
taxable year under review) may be 
considered, if such transactions, tak
en as a whole, are so interrelated that 
consideration of multiple transactions 
is the most reliable means of deter
mining the arm's length consideration 
for the controlled transactions. Gen
erally, transactions will be aggregated 
only when they involve related prod
ucts or services, as defined in 
§ 1.6038A-3(c)(7)(vii). 

(B) Examples. The following exam
ples illustrate this paragraph (f)(2)(i). 

Example 1. P enters into a license agreement 
with SI, its subsidiary, that permits SI to use a 
proprietary manufacturing process and to sell 
the output from this process throughout a 
specified region. SI uses the manufacturing 
process and sells its output to S2, another 
subsidiary of P, which in turn resells the 
output to uncontrolled parties in the specified 
region. In evaluating the arm's length character 
of the royalty paid by S I to P, it may be 
appropriate to consider the arm's length char
acter of the transfer prices charged by S I to S2 
and the aggregate profits earned by SI and S2 
from the use of the manufacturing process and 
the sale to uncontrolled parties of the products 
produced by Sl. 

Example 2. SI, S2, and S3 are Country Z 
subsidiaries of U.S. manufacturer P. SI is the 
exclusive Country Z distributor of computers 
manufactured by P. S2 provides marketing 
services in connection with sales of P comput
ers in Country Z, and in this regard uses 
significant marketing intangibles provided by 
P. S3 administers the warranty program with 
respect to P computers in Country Z, including 
maintenance and repair services. In evaluating 
the arm's length character of the transfer price 
paid by SI to P, of the fees paid by S2 to P 
for the use of P marketing intangibles, and of 
the service fees earned by S2 and S3, it may be 
appropriate to consider the combined effects of 
these separate transactions because they are so 
interrelated that they are most reliably analyzed 
on an aggregated basis. 

Example 3. The facts are the same as in 
Example 2. In addition, UI, U2, and U3 are 
uncontrolled taxpayers that carry out functions 
comparable to those of SI, S2, and S3, respec
tively, with respect to computers produced by 
unrelated manufacturers. RI, R2, and R3 are a 
controlled group of taxpayers (unrelated to the 
P controlled group) that also carry out func
tions comparable to those of SI, S2, and S3 
with respect to computers produced by their 

common parent. Prices charged to uncontrolled 
customers of the R group differ from the prices 
charged to customers of U I, U2, and U3. In 
determining whether the transactions of UI, 
U2, and U3, or the transactions of R I, R2, and 
R3 would provide a more reliable measure of 
the arm's length result, it is determined that the 
interrelated R group transactions are more 
reliable than the wholly independent transac
tions of UI, U2, and U3, given the interrela
tionship of the P group transactions. 

Example 4. P enters into a license agreement 
with SI that permits SI to use a propriety 
process for manufacturing product X and to 
sell product X to uncontrolled parties through
out a specified region. P also sells to Sl 
product Y which is manufactured by P in the 
United States, and which is unrelated to prod
uct X. Product Y is resold by Sl to uncon
trolled parties in the specified region. In evalu
ating the arm's length character of the royalty 
paid by SI to P for the use of the manufactur
ing process for product X, and the transfer 
prices charged for unrelated product Y, it 
would not be appropriate to consider the com
bined effects of these separate and unrelated 
transactions. 

(ii) Allocation based on taxpayer's 
actual transactions-(A) In general. 
The district director will evaluate the 
results of a transaction as actually 
structured by the taxpayer unless its 
structure lacks economic substance. 
However, the district director may 
consider the alternatives available to 
the taxpayer in determining whether 
the terms of the controlled transac
tion would be acceptable to an un
controlled taxpayer faced with the 
same alternatives and operating under 
comparable circumstances. In such 
cases the district director may adjust 
the consideration charged in the con
trolled transaction based on the cost 
or profit of an alternative as adjusted 
to account for material differences 
between the alternative and the con
trolled transaction, but will not re
structure the transaction as if the 
alternative had been adopted by the 
taxpayer. See § 1.482-1 (d)(3) (Fac
tors for determining comparability, 
Contractual terms and Risk); 
§§ 1.482-3(e) and 1.482-4(d) (Un
specified methods). 

(B) Example. The following exam
ple illustrates this paragraph (f)(2)(ii). 

Example. P and S are controlled taxpayers. 
P enters into a license agreement with S that 
permits S to use a proprietary process for 
manufacturing product X. Using its sales and 
marketing employees, S sells product X to 
related and unrelated customers outside the 
United States. If the license agreement between 
P and S has economic substance, the district 
director ordinarily will not restructure the tax
payer's transaction to treat P as if it had 
elected to exploit directly the manufacturing 
process. However, the fact that P could have 
manufactured product X may be taken into 
account under § 1.482-4( d) in determining the 



arm's length consideration for the controlled 
transaction. For an example of such an analy
sis, see Example in § 1.482-4(d)(2). 

(iii) MUltiple year data-(A) In gen
eral. The results of a controlled trans
action ordinarily will be compared 
with the results of uncontrolled com
parables occurring in the taxable year 
under review. It may be appropriate, 
however, to consider data relating to 
the uncontrolled comparables or the 
controlled taxpayer for one or more 
years before or after the year under 
review. If data relating to uncon
trolled com parables from multiple 
years is used, data relating to the 
controlled taxpayer for the same 
years ordinarily must be considered. 
However, if such data is not avail
able, reliable data from other years, 
as adjusted under paragraph (d)(2) 
(Standard of comparability) of this 
section may be used. 

(B) Circumstances warranting con
sideration of multiple year data. The 
extent to which it is appropriate to 
consider multiple-year data depends 
on the method being applied and the 
issue being addressed. Circumstances 
that may warrant consideration of 
data from multiple years include the 
extent to which complete and accu
rate data is available for the taxable 
year under review, the effect of busi
ness cycles in the controlled taxpay
er's industry, or the effects of life 
cycles of the product or intangible 
being examined. Data from one or 
more years before or after the taxable 
year under review must ordinarily be 
considered for purposes of applying 
the provisions of § 1.482-1 (d)(3)(iii) 
(Risk), § 1.482-1 (d)( 4)(i) (Market 
share strategy), § 1.482-4(f)(2) (Peri
odic adjustments), and § 1.482-5 
(Comparable profits method). On the 
other hand, multiple-year data ordi
narily will not be considered for pur
poses of applying the comparable un
controlled price method (except to the 
extent that risk or market share strat
egy issues are present). 

(C) Comparable effect over compa
rable period. Data from multiple 
years may be considered to determine 
whether the same economic condi
tions that caused the controlled tax
payer's results had a comparable ef
fect over a comparable period of time 
on the uncontrolled comparables that 
establish the arm's length range. For 
example, given that uncontrolled tax
payers enter into transactions with the 
ultimate expectation of earning a 

profit, persistent losses among con
trolled taxpayers may be an indica
tion of non-arm's length dealings. 
Thus, if a controlled taxpayer that 
realizes a loss with respect to a con
trolled transaction seeks to demon
strate that the loss is within the arm's 
length range, the district director may 
take into account data from taxable 
years other than the taxable year of 
the transaction to determine whether 
the loss was attributable to arm's 
length dealings. The rule of this para
graph (f)(2)(iii)(C) is illustrated by 
Example 3 of paragraph (f)(2)(iii)(E) 
of this section. 

(D) Applications of methods using 
multiple year averages. If a compari
son of a controlled taxpayer's average 
result over a multiple year period 
with the average results of uncon
trolled comparables over the same 
period would reduce the effect of 
short-term variations that may be un
related to transfer pricing, it may be 
appropriate to establish a range de
rived from the average results of 
uncontrolled comparables over a mul
tiple year period to determine if an 
adjustment should be made. In such a 
case the district director may make an 
adjustment if the controlled taxpay
er's average result for the multiple 
year period is not within such range. 
Such a range must be determined in 
accordance with § 1.482-1(e) (Arm's 
length range). An adjustment in such 
a case ordinarily will be equal to the 
difference, if any, between the con
trolled taxpayer's result for the tax
able year and the mid-point of the 
uncontrolled comparables' results for 
that year. If the interquartile range is 
used to determine the range of aver
age results for the mUltiple year peri
od, such adjustment will ordinarily be 
made to the median of all the results 
of the uncontrolled comparables for 
the taxable year. See Example 2 of 
§ 1.482-5(e). In other cases, the ad
justment normally will be made to the 
arithmetic mean of all the results of 
the uncontrolled com parables for the 
taxable year. However, an adjustment 
will be made only to the extent that it 
would move the controlled taxpayer's 
multiple year average closer to the 
arm's length range for the multiple 
year period or to any point within 
such range. In determining a con
trolled taxpayer's average result for a 
multiple year period, adjustments 
made under this section for prior 
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years will be taken into account only 
if such adjustments have been final
ly determined, as described in 
§ 1.482-1(g)(2)(iii). See Example 3 of 
§ 1.482-5(e). 

(E) Examples. The following exam
ples, in which Sand P are controlled 
taxpayers, illustrate this paragraph 
(f)(2)(iii). Examples 1 and 4 also illus
trate the principle of the arm's length 
range of paragraph (e) of this section. 

Example I. P sold product Z to S for $60 
per unit in 1995. Applying the resale price 
method to data from uncontrolled com parables 
for the same year establishes an arm's length 
range of prices for the controlled transaction 
from $52 to $59 per unit. Since the price 
charged in the controlled transaction falls out
side the range, the district director would 
ordinarily make an allocation under section 
482. However, in this case there are cyclical 
factors that affect the results of the uncon
trolled com parables (and that of the controlled 
transaction) that cannot be adequately account
ed for by specific adjustments to the data for 
1995. Therefore, the district director considers 
results over multiple years to account for these 
factors. Under these circumstances, it is appro
priate to average the results of the uncontrolled 
comparables over the years 1993, 1994, and 
1995 to determine an arm's length range. The 
averaged results establish an arm's length range 
of $56 to $58 per unit. For consistency, the 
results of the controlled taxpayers must also be 
averaged over the same years. The average 
price in the controlled transaction over the 
three years is $57. Because the controlled 
transfer price of product Z falls within the 
arm's length range, the district director makes 
no allocation. 

Example 2. (i) FP, a Country X corporation, 
designs and manufactures machinery in Coun
try X. FP's costs are incurred in Country X 
currency. USSub is the exclusive distributor of 
FP's machinery in the United States. The price 
of the machinery sold by FP to USSub is 
expressed in Country X currency. Thus, USSub 
bears all of the currency risk associated with 
fluctuations in the exchange rate between the 
time the contract is signed and the payment is 
made. The prices charged by FP to USSub for 
1995 are under examination. In that year, the 
value of the dollar depreciated against the 
currency of Country X, and as a result, US
Sub's gross margin was only 8%. 

(ii) UO is an uncontrolled distributor of 
similar machinery that performs distribution 
functions substantially the same as those per
formed by USSub, except that UO purchases 
and resells machinery in transactions where 
both the purchase and resale prices are denom
inated in U.S. dollars. Thus, UO had no 
currency exchange risk. UO's gross margin in 
1995 was 10070. UO's average gross margin for 
the period 1990 to 1998 has been 12070. 

(iii) In determining whether the price charged 
by FP to USSub in 1995 was arm's length, the 
district director may consider USSub's average 
gross margin for an appropriate period before 
and after 1995 to determine whether USSub's 
average gross margin during the period was 
sufficiently greater than UO's average gross 
margin during the same period such that US
Sub was sufficiently compensated for the cur-
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rency risk it bore throughout the period. See 
§ 1.482-1(d)(3)(iii) (Risk). 

Example 3. FP manufactures product X in 
Country M and sells it to USSub, which 
distributes X in the United States. USSub 
realizes losses with respect to the controlled 
transactions in each of five consecutive taxable 
years. In each of the five consecutive years a 
different uncontrolled comparable realized a 
loss with respect to comparable transactions 
equal to or greater than USSub's loss. Pursu
ant to paragraph (f)(3)(iii)(C) of this section, 
the district director examines whether the un
controlled comparables realized similar losses 
over a comparable period of time, and finds 
that each of the five comparables realized 
losses in only one of the five years, and their 
average result over the five-year period was a 
profit. Based on this data, the district director 
may conclude that the controlled taxpayer's 
results are not within the arm's length range 
over the five year period, since the economic 
conditions that resulted in the controlled tax
payer's loss did not have a comparable effect 
over a comparable period of time on the 
uncontrolled comparables. 

Example 4. (i) USP, a U.S. corporation, 
manufactures product Y in the United States 
and sells it to FSub, which acts as USP's 
exclusive distributor of product Y in Country 
N. The resale price method described in 
§ 1.482-3(c) is used to evaluate whether the 
transfer price charged by USP to FSub for the 
1994 taxable year for product Y was arm's 
length. For the period 1992 through 1994, 
FSub had a gross profit margin for each year 
of 13070. A, B, C and D are uncontrolled 
distributors of products that compete directly 
with product Y in country N. After making 
appropriate adjustments in accordance with 
§§ 1.482-1 (d)(2) and 1.482-3(c), the gross 
profit margins for A, B, C, and D are as 
follows: 

1992 
13 
II 
4 
7 

1993 
3 

13 
7 
9 

1994 Average 
A 
B 
C 
D 

8 8.00 
2 8.67 

13 8.00 
6 7.33 

(ii) Applying the provisions of § 1.482-1 (e), 
the district director determines that the arm's 
length range of the average gross profit mar
gins is between 7.33 and 8.67. The district 
director concludes that FSub's average gross 
margin of 13070 is not within the arm's length 
range, despite the fact that C's gross profit 
margin for 1994 was also 13070, since the 
economic conditions that caused S's result did 
not have a comparable effect over a compara
ble period of time on the results of C or the 
other uncontrolled comparables. In this case, 
the district director makes an allocation equiva
lent to adjusting FSub's gross profit margin for 
1994 from 13070 to the mean of the uncon
trolled comparables' results for 1994 (7.25070). 

(iv) Product lines and statistical 
techniques. The methods described in 
§§ 1.482-2 through 1.482-6 are gen
erally stated in terms of individual 
transactions. However, because a tax
payer may have controlled transac
tions involving many different prod
ucts, or many separate transactions 
involving the same product, it may be 
impractical to analyze every individu-
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al transaction to determine its arm's 
length price. In such cases, it is per
missible to evaluate the arm's length 
results by applying the appropriate 
methods to the overall results for 
product lines or other groupings. In 
addition, the arm's length results of 
all related party transactions entered 
into by a controlled taxpayer may be 
evaluated by employing sampling and 
other valid statistical techniques. 

(v) Allocations apply to results, not 
methods-(A) In general. In evaluat
ing whether the result of a controlled 
transaction is arm's length, it is not 
necessary for the district director to 
determine whether the method or pro
cedure that a controlled taxpayer em
ploys to set the terms for its con
trolled transactions corresponds to 
the method or procedure that might 
have been used by a taxpayer dealing 
at arm's length with an uncontrolled 
taxpayer. Rather, the district director 
will evaluate the result achieved rath
er than the method the taxpayer used 
to determine its prices. 

(B) Example. The following exam
ple illustrates this paragraph (f)(2)(v). 

Example. (i) FS is a foreign subsidiary of P, 
a U.S. corporation. P manufactures and sells 
household appliances. FS operates as P's exclu
sive distributor in Europe. P annually establish
es the price for each of its appliances sold to 
FS as part of its annual budgeting, production 
allocation and scheduling, and performance 
evaluation processes. FS's aggregate gross mar
gin earned in its distribution business is 18070. 

(ii) ED is an uncontrolled European distribu
tor of competing household appliances. After 
adjusting for minor differences in the level of 
inventory, volume of sales, and warranty pro
grams conducted by FS and ED, ED's aggre
gate gross margin is also 18070. Thus, the 
district director may conclude that the aggre
gate prices charged by P for its appliances sold 
to FS are arm's length, without determining 
whether the budgeting, production, and perfor
mance evaluation processes of P are similar to 
such processes used by ED. 

(g) Collateral adjustments with re
spect to allocations under section 
482-(1) In general. The district di
rector will take into account appro
priate collateral adjustments with re
spect to allocations under section 482. 
Appropriate collateral adjustments 
may include correlative allocations, 
conforming adjustments, and setoffs, 
as described in this paragraph (g). 

(2) Correlative allocations-(i) In 
general. When the district director 
makes an allocation under section 482 
(referred to in this paragraph (g)(2) as 
the primary allocation), appropriate 
correlative allocations will also be 
made with respect to any other mem-

ber of the group affected by the 
allocation. Thus, if the district direc
tor makes an allocation of income, 
the district director will not only in
crease the income of one member of 
the group, but correspondingly de
crease the income of the other mem
ber. In addition, where appropriate, 
the district director may make such 
further correlative allocations as may 
be required by the initial correlative 
allocation. 

(ii) Manner of carrying out correla
tive allocation. The district director 
will furnish to the taxpayer with re
spect to which the primary allocation 
is made a written statement of the 
amount and nature of the correlative 
allocation. The correlative allocation 
must be reflected in the documenta
tion of the other member of the 
group that is maintained for U.S. tax 
purposes, without regard to whether 
it affects the U.S. income tax liability 
of the other member for any open 
year. In some circumstances the allo
cation will have an immediate U.S. 
tax effect, by changing the taxable 
income computation of the other 
member (or the taxable income com
putation of a shareholder of the other 
member, for example, under the pro
visions of subpart F of the Internal 
Revenue Code). Alternatively, the 
correlative allocation may not be re
flected on any U.S. tax return until a 
later year, for example when a divi
dend is paid. 

(iii) Events triggering correlative al
location. For purposes of this para
graph (g)(2), a primary allocation will 
not be considered to have been made 
(and therefore, correlative allocations 
are not required to be made) until the 
date of a final determination with 
respect to the allocation under section 
482. For this purpose, a final deter
mination includes-

(A) Assessment of tax following 
execution by the taxpayer of a Form 
870 (Waiver of Restrictions on As
sessment and Collection of Deficiency 
in Tax and Acceptance of Overasses
sment) with respect to such alloca
tion; 

(B) Acceptance of a Form 870-AD 
(Offer of Waiver of Restriction ,on 
Assessment and Collection of Defi
ciency in Tax and Acceptance of 
Overassessment); 

(C) Payment of the deficiency; 
(D) Stipulation in the Tax Court of 

the United States; or 



(E) Final determination of tax lia
bility by offer-in-compromise, closing 
agreement, or final resolution (deter
mined under the principles of section 
7481) of a judicial proceeding. 

(iv) Examples. The following exam
ples illustrate this paragraph (g)(2). In 
each example, X and Yare members 
of the same group of controlled tax
payers and each regularly computes 
its income on a calendar year basis. 

Example 1. (i) In 1996, Y, a U.S. corpora
tion, rents a building owned by X, also a U.S. 
corporation. In 1998 the district director deter
mines that Y did not pay an arm's length rental 
charge. The district director proposes to in
crease X's income to reflect an arm's length 
rental charge. X consents to the assessment 
reflecting such adjustment by executing Form 
870, a Waiver of Restrictions on Assessment 
and Collection of Deficiency in Tax and Accep
tance of Overassessment. The assessment of the 
tax with respect to the adjustment is made in 
1998. Thus, the primary allocation, as defined 
in paragraph (g)(2)(i) of this section, is consid
ered to have been made in 1998. 

(ii) The adjustment made to X's income 
under section 482 requires a correlative alloca
tion with respect to V's income. The district 
director notifies X in writing of the amount 
and nature of the adjustment made with re
spect to Y. Y had net operating losses in 1993, 
1994, 1995, 1996, and 1997. Although a correl
ative adjustment will not have an effect on V's 
U.S. income tax liability for 1996, an adjust
ment increasing V's net operating loss for 1996 
will be made for purposes of determining V's 
U.S. income tax liability for 1998 or a later 
taxable year to which the increased net operat
ing loss may be carried. 

Example 2. (i) In 1995, X, a U.S. construc
tion company, provided engineering services to 
Y, a U.S. corporation, in the construction of 
V's factory. In 1997, the district director deter
mines that the fees paid by Y to X for its 
services were not arm's length and proposes to 
make an adjustment to the income of X. X 
consents to an assessment reflecting such ad
justment by executing Form 870. An assess
ment of the tax with respect to such adjustment 
is made in 1997. The district director notifies X 
in writing of the amount and nature of the 
adjustment to be made with respect to Y. 

(ii) The fees paid by Y for X's engineering 
services properly constitute a capital expendi
ture. Y does not place the factory into service 
until 1998. Therefore, a correlative adjustment 
increasing V's basis in the factory does not 
affect V's U.S. income tax liability for 1997. 
However, the correlative adjustment must be 
made in the books and records maintained by 
Y for its U.S. income tax purposes and such 
adjustment will be taken into account in com
puting V's allowable depreciation or gain or 
loss on a subsequent disposition of the factory. 

Example 3. In 1995, X, a U.S. corporation, 
makes a loan to Y, its foreign subsidiary not 
engaged in a U.S. trade or business. In 1997, 
the district director, upon determining that the 
interest charged on the loan was not arm's 
length, proposes to adjust X's income to reflect 
an arm's length interest rate. X consents to an 
assessment reflecting such allocation by execut
ing Form 870, and an assessment of the tax 
with respect to the section 482 allocation is 

made in 1997. The district director notifies X 
in writing of the amount and nature of the 
correlative allocation to be made with respect 
to Y. Although the correlative adjustment does 
not have an effect on V's U.S. income tax 
liability, the adjustment must be reflected in 
the documentation of Y that is maintained for 
U.S. tax purposes. Thus, the adjustment must 
be reflected in the determination of the amount 
of V's earnings and profits for 1995 and 
subsequent years, and the adjustment must be 
made to the extent it has an effect on any 
person's U.S. income tax liability for any 
taxable year. 

(3) Adjustments to conform ac
counts to reflect section 482 alloca
tions-(i) In general. Appropriate ad
justments must be made to conform a 
taxpayer's accounts to reflect alloca
tions made under section 482. Such 
adjustments may include the treat
ment of an allocated amount as a 
dividend or a capital contribution (as 
appropriate), or, in appropriate cases, 
pursuant to such applicable revenue 
procedures as may be provided by the 
Commissioner (see § 601.601(d)(2) of 
this chapter), repayment of the allo
cated amount without further income 
tax consequences. 

(ii) Example. The following exam
ple illustrates the principles of this 
paragraph (g)(3). 

Example-Con/arming cash accounts. (i) 
USD, a United States corporation, buys Prod
uct from its foreign parent, FP. In reviewing 
USD's income tax return, the district director 
determines that the arm's length price would 
have increased USD's taxable income by $5 
million. The district director accordingly ad
justs USD's income to reflect its true taxable 
income. 

(ii) To conform its cash accounts to reflect 
the section 482 allocation made by the dis
trict director, USD applies for relief under 
Rev. Proc. 65-17, 1965-1 C.B. 833 (see 
§ 601.601(d)(2)(ii)(b) of this chapter), to treat 
the $5 million adjustment as an account receiv
able from FP, due as of the last day of the 
year of the transaction, with interest accruing 
therefrom. 

(4) Setoffs-(i) In general. If an 
allocation is made under section 482 
with respect to a transaction between 
controlled taxpayers, the district di
rector will also take into account the 
effect of any other non-arm's length 
transaction between the same con
trolled taxpayers in the same taxable 
year which will result in a setoff 
against the original section 482 alloca
tion. Such setoff, however, will be 
taken into account only if the require
ments of § 1.482-1 (g)(4)(ii) are satis
fied. If the effect of the setoff is to 
change the characterization or source 
of the income or deductions, or oth
erwise distort taxable income, in such 
a manner as to affect the U.S. tax 
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liability of any member, adjustments 
will be made to reflect the correct 
amount of each category of income 
or deductions. For purposes of this 
setoff provision, the term arm's 
length refers to the amount defined in 
paragraph (b) (Arm's length stan
dard) of this section, without regard 
to the rules in § 1.482-2 under which 
certain charges are deemed to be 
equal to arm's length. 

(ii) Requirements. The district di
rector will take a setoff into account 
only if the taxpayer-

(A) Establishes that the transaction 
that is the basis of the setoff was not 
at arm's length and the amount of 
the appropriate arm's length charge; 

(B) Documents, pursuant to para
graph (g)(2) of this section, all correl
ative adjustments resulting from the 
proposed setoff; and 

(C) Notifies the district director of 
the basis of any claimed setoff within 
30 days after the earlier of the date of 
a letter by which the district director 
transmits an examination report noti
fying the taxpayer of proposed ad
justments or the date of the issuance 
of the notice of deficiency. 

(iii) Examples. The following exam
ples illustrate this paragraph (g)(4). 

Example 1. P, a U.S. corporation, renders 
services to S, its foreign subsidiary in Country 
Y, in connection with the construction of S's 
factory. An arm's length charge for such ser
vices determined under § 1.482-2(b) would be 
$100,000. During the same taxable year P 
makes available to S the use of a machine to be 
used in the construction of the factory, and the 
arm's length rental value of the machine is 
$25,000. P bills S $125,000 for the services, but 
does not charge S for the use of the machine. 
No allocation will be made with respect to the 
undercharge for the machine if P notifies the 
district director of the basis of the claimed 
setoff within 30 days after the date of the letter 
from the district director transmitting the ex
amination report notifying P of the proposed 
adjustment, establishes that the excess amount 
charged for services was equal to an arm's 
length charge for the use of the machine and 
that the taxable income and income tax liabili
ties of P are not distorted, and documents the 
correlative allocations resulting from the pro
posed setoff. 

Example 2. The facts are the same as in 
Example 1, except that, if P had reported 
$25,000 as rental income and $25,000 less as 
service income, it would have been subject to 
the tax on personal holding companies. Alloca
tions will be made to reflect the correct 
amounts of rental income and service income. 

(h) Special rules-( I) Small taxpay
er safe harbor. [Reserved] 

(2) Effect of foreign legal rest ric
tions-(i) In general. The district di
rector will take into account the ef
fect of a foreign legal restriction to 
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the extent that such restriction affects 
the results of transactions at arm's 
length. Thus, a foreign legal restric
tion will be taken into account only 
to the extent that it is shown that the 
restriction affected an uncontrolled 
taxpayer under comparable circum
stances for a comparable period of 
time. In the absence of evidence indi
cating the effect of the foreign legal 
restriction on uncontrolled taxpayers, 
the restriction will be taken into ac
count only to the extent provided in 
paragraphs (h)(2)(iii) and (iv) of this 
section (Deferred income method of 
accounting). 

(ii) Applicable legal restrictions. 
Foreign legal restrictions (whether 
temporary or permanent) will be tak
en into account for purposes of this 
paragraph (h)(2) only if, and so long 
as, the conditions set forth in para
graphs (h)(2)(ii)(A) through (D) of 
this section are met. 

(A) The restrictions are publicly 
promulgated, generally applicable to 
all similarly situated persons (both 
controlled and uncontrolled), and not 
imposed as part of a commercial 
transaction between the taxpayer and 
the foreign sovereign; 

(B) The taxpayer (or other member 
of the controlled group with respect 
to which the restrictions apply) has 
exhausted all remedies prescribed by 
foreign law or practice for obtaining 
a waiver of such restrictions (other 
than remedies that would have a neg
ligible prospect of success if pursued); 

(C) The restrictions expressly pre
vented the payment or receipt, in any 
form, of part or all of the arm's 
length amount that would otherwise 
be required under section 482 (for 
example, a restriction that applies 
only to the deductibility of an ex
pense for tax purposes is not a re
striction on payment or receipt for 
this purpose); and 

(D) The related parties subject to 
the restriction did not engage in any 
arrangement with controlled or un
controlled parties that had the effect 
of circumventing the restriction, and 
have not otherwise violated the re
striction in any material respect. 

(iii) Requirement for electing the 
deferred income method of account
ing. If a foreign legal restriction pre
vents the payment or receipt of part 
or all of the arm's length amount that 
is due with respect to a controlled 
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transaction, the restricted amount 
may be treated as deferrable if the 
following requirements are met-

(A) The controlled taxpayer estab
lishes to the satisfaction of the district 
director that the payment or receipt 
of the arm's length amount was pre
vented because of a foreign legal 
restriction and circumstances de
scribed in paragraph (h)(2)(ii) of this 
section; and 

(B) The controlled taxpayer whose 
U.S. tax liability may be affected by 
the foreign legal restriction elects the 
deferred income method of account
ing, as described in paragraph 
(h)(2)(iv) of this section, on a written 
statement attached to a timely U.S. 
income tax return (or an amended 
return) filed before the IRS first con
tacts any member of the controlled 
group concerning an examination of 
the return for the taxable year to 
which the foreign legal restriction ap
plies. A written statement furnished 
by a taxpayer subject to the Coordi
nated Examination Program will be 
considered an amended return for 
purposes of this paragraph (h)(2)
(iii)(B) if it satisfies the requirements 
of a qualified amended return for 
purposes of § 1.6664-2(c)(3) as set 
forth in those regulations or as the 
Commissioner may prescribe by ap
plicable revenue procedures. The elec
tion statement must identify the af
fected transactions, the parties to the 
transactions, and the applicable for
eign legal restrictions. 

(iv) Deferred income method of 
accounting. If the requirements of 
paragraph (h)(2)(ii) of this section are 
satisfied, any portion of the arm's 
length amount, the payment or re
ceipt of which is prevented because of 
applicable foreign legal restrictions, 
will be treated as deferrable until 
payment or receipt of the relevant 
item ceases to be prevented by the 
foreign legal restriction. For purposes 
of the deferred income method of 
accounting under this paragraph 
(h)(2)(iv), deductions (including the 
cost or other basis of inventory and 
other assets sold or exchanged) and 
credits properly chargeable against 
any amount so deferred, are subject 
to deferral under the provisions of 
§ 1.461-1(a)(4). In addition, income 
is deferrable under this deferred in
come method of accounting only to 
the extent that it exceeds the related 
deductions already claimed in open 

taxable years to which the foreign 
legal restriction applied. 

(v) Examples. The following exam
ples, in which Sub is a Country FC 
subsidiary of U.S. corporation, Par
ent, illustrate this paragraph (h)(2). 

Example 1. Parent licenses an intangible to 
Sub. FC law generally prohibits payments by 
any person within FC to recipients outside the 
country. The FC law meets the requirements of 
paragraph (h)(2)(ii) of this section. There is no 
evidence of unrelated parties entering into 
transactions under comparable circumstances 
for a comparable period of time, and the 
foreign legal restrictions will not be taken into 
account in determining the arm's length 
amount. The arm's length royalty rate for the 
use of the intangible property in the absence of 
the foreign restriction is 10% of Sub's sales in 
country Fe. However, because the require
ments of paragraph (h)(2)(ii) of this section are 
satisfied, Parent can elect the deferred income 
method of accounting by attaching to its timely 
filed U.S. income tax return a written state
ment that satisfies the requirements of para
graph (h)(2)(iii)(B) of this section. 

Example 2. (i) The facts are the same as in 
Example 1, except that Sub, although it makes 
no royalty payment to Parent, arranges with an 
unrelated intermediary to make payments equal 
to an arm's length amount on its behalf to 
Parent. 

(ii) The district director makes an allocation 
of royalty income to Parent, based on the 
arm's length royalty rate of 10%. Further, the 
district director determines that because the 
arrangement with the third party had the effect 
of circumventing the FC law, the requirements 
of paragraph (h)(2)(ii)(D) of this section are 
not satisfied. Thus, Parent could not validly 
elect the deferred income method of account
ing, and the allocation of royalty income can
not be treated as deferrable. In appropriate 
circumstances, the district director may permit 
the amount of the distribution to be treated as 
payment by Sub of the royalty allocated to 
Parent, under the provisions of § 1.482-I(g) 
(Collateral adjustments). 

Example 3. The facts are the same as in 
Example 1, except that the laws of FC do not 
prevent distributions from corporations to their 
shareholders. Sub distributes an amount equal 
to 8OJo of its sales in country FC. Because the 
laws of FC did not expressly prevent all forms 
of payment from Sub to Parent, Parent cannot 
validly elect the deferred income method of 
accounting with respect to any of the arm's 
length royalty amount. In appropriate circum
stances, the district director may permit the 8OJo 
that was distributed to be treated as payment 
by Sub of the royalty allocated to Parent, 
under the provisions of § 1.482-1 (g) (Collateral 
adjustments). 

Example 4. The facts are the same as in 
Example 1, except that Country FC law per
mits the payment of a royalty, but limits the 
amount to 5% of sales, and Sub pays the 5OJo 
royalty to Parent. Parent demonstrates the 
existence of a comparable uncontrolled transac
tion for purposes of the comparable uncon
trolled transaction method in which an uncon
trolled party accepted a royalty rate of 5OJo. 
Given the evidence of the comparable uncon
trolled transaction, the 5% royalty rate is 
determined to be the arm's length royalty rate. 



(3) Coordination with section 936-
(i) Cost sharing under section 936. If 
a possessions corporation makes an 
election under section 936(h)(5)
(C)(i)(I), the corporation must make a 
section 936 cost sharing payment that 
is at least equal to the payment that 
would be required under section 482 
if the electing corporation were a 
foreign corporation. In determining 
the payment that would be required 
under section 482 for this purpose, 
the provisions of §§ 1.482-1 and 
1.482-4 will be applied, and to the 
extent relevant to the valuation of 
intangibles, §§ 1.482-5 and 1.482-6 
will be applied. The provisions of 
section 936(h)(5)(C)(i)(II) (Effect of 
Election-electing corporation treated 
as owner of intangible property) do 
not apply until the payment that 
would be required under section 482 
has been determined. 

(ii) Use of terms. A cost sharing 
payment, for the purposes of section 
936(h)(5)(C)(i)(I), is calculated using 
the provisions of section 936 and the 
regulations thereunder and the provi
sions of this paragraph (h)(3). The 
provisions relating to cost sharing 
under section 482 do not apply to 
payments made pursuant to an elec
tion under section 936(h)(5)(C)(i)(I). 
Similarly, a profit split payment, for 
the purposes of section 936(h)(5)(C)
(ii)(I), is calculated using the provi
sions of section 936 and the regula
tions thereunder, not section 482 and 
the regulations thereunder. 

(i) Definitions. The definitions set 
forth in paragraphs (i)(1) through (10) 
of this section apply to §§ 1.482-1 
through 1.482-8. 

(1) Organization includes an organ
ization of any kind, whether a sole 
proprietorship, a partnership, a trust, 
an estate, an association, or a corpo
ration (as each is defined or under
stood in the Internal Revenue Code 
or the regulations thereunder), irre
spective of the place of organization, 
operation, or conduct of the trade or 
business, and regardless of whether it 
is a domestic or foreign organization, 
whether it is an exempt organization, 
or whether it is a member of an 
affiliated group that files a consoli
dated U.S. income tax return, or a 
member of an affiliated group that 
does not file a consolidated U.S. 
income tax return. 

(2) Trade or business includes a 
trade or business activity of any kind, 

regardless of whether or where organ
ized, whether owned individually or 
otherwise, and regardless of the place 
of operation. Employment for com
pensation will constitute a separate 
trade or business from the employing 
trade or business. 

(3) Taxpayer means any person, 
organization, trade or business, 
whether or not subject to any internal 
revenue tax. 

(4) Controlled includes any kind of 
control, direct or indirect, whether 
legally enforceable or not, and how
ever exercisable or exercised, includ
ing control resulting from the actions 
of two or more taxpayers acting in 
concert or with a common goal or 
purpose. It is the reality of the con
trol that is decisive, not its form or 
the mode of its exercise. A presump
tion of control arises if income or 
deductions have been arbitrarily shift
ed. 

(5) Controlled taxpayer means any 
one of two or more taxpayers owned 
or controlled directly or indirectly by 
the same interests, and includes the 
taxpayer that owns or controls the 
other taxpayers. Uncontrolled taxpay
er means anyone of two or more 
taxpayers not owned or controlled 
directly or indirectly by the same 
interests. 

(6) Group, controlled group, and 
group of controlled taxpayers mean 
the taxpayers owned or controlled 
directly or indirectly by the same 
interests. 

(7) Transaction means any sale, 
assignment, lease, license, loan, ad
vance, contribution, or any other 
transfer of any interest in or a right 
to use any property (whether tangible 
or intangible, real or personal) or 
money, however such transaction is 
effected, and whether or not the 
terms of such transaction are formal
ly documented. A transaction also 
includes the performance of any ser
vices for the benefit of, or on behalf 
of, another taxpayer. 

(8) Controlled transaction or con
trolled transfer means any transaction 
or transfer between two or more 
members of the same group of con
trolled taxpayers. The term uncon
trolled transaction means any transac
tion between two or more taxpayers 
that are not members of the same 
group of controlled taxpayers. 

(9) True taxable income means, in 
the case of a controlled taxpayer, the 
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taxable income that would have re
sulted had it dealt with the other 
member or members of the group at 
arm's length. It does not mean the 
taxable income resulting to the con
trolled taxpayer by reason of the 
particular contract, transaction, or ar
rangement the controlled taxpayer 
chose to make (even though such 
contract, transaction, or arrangement 
is legally binding upon the parties 
thereto). 

(10) Uncontrolled comparable 
means the uncontrolled transaction or 
uncontrolled taxpayer that is com
pared with a controlled transaction or 
taxpayer under any applicable pricing 
methodology. Thus, for example, un
der the comparable profits method, 
an uncontrolled comparable is any 
uncontrolled taxpayer from which 
data is used to establish a comparable 
operating profit. 

(j) Effective dates-(1) These regu
lations are generally effective for tax
able years beginning after October 6, 
1994. 

(2) Taxpayers may elect to apply 
retroactively all of the provisions of 
these regulations for any open taxable 
year. Such election will be effective 
for the year of the election and all 
subsequent taxable years. 

(3) Although these regulations are 
generally effective for taxable years as 
stated, the final sentence of section 
482 (requiring that the income with 
respect to transfers or licenses of 
intangible property be commensurate 
with the income attributable to the 
intangible) is generally effective for 
taxable years beginning after Decem
ber 31, 1986. For the period prior to 
the effective date of these regulations, 
the final sentence of section 482 must 
be applied using any reasonable meth
od not inconsistent with the statute. 
The IRS considers a method that 
applies these regulations or their gen
eral principles to be a reasonable 
method. 

(4) These regulations will not apply 
with respect to transfers made or 
licenses granted to foreign persons 
before November 17, 1985, or before 
August 17, 1986, for transfers or 
licenses to others. Nevertheless, they 
will apply with respect to transfers or 
licenses before such dates if, with 
respect to property transferred pursu
ant to an earlier and continuing trans
fer agreement, such property was not 
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in existence or owned by the taxpayer 
on such date. 

§ 1.482-2 Determination of taxable 
income in specific situations 

(a) Loans or advances-(l) Interest 
on bona fide indebtedness-(i) In 
general. Where one member of a 
group of controlled entities makes a 
loan or advance directly or indirectly 
to, or otherwise becomes a creditor 
of, another member of such group 
and either charges no interest, or 
charges interest at a rate which is not 
equal to an arm's length rate of 
interest (as defined in paragraph 
(a)(2) of this section) with respect to 
such loan or advance, the district 
director may make appropriate allo
cations to reflect an arm's length rate 
of interest for the use of such loan or 
advance. 

(ii) Application of paragraph (a) of 
this section-(A) Interest on bona 
fide indebtedness. Paragraph (e) of 
this section applies only to determine 
the appropriateness of the rate of 
interest charged on the principal 
amount of a bona fide indebtedness 
between members of a group of con
trolled entities, including-

(1) Loans or advances of money or 
other consideration (whether or not 
evidenced by a written instrument); 
and 

(2) Indebtedness arising in the ordi
nary course of business from sales, 
leases, or the rendition of services by 
or between members of the group, or 
any other similar extension of credit. 

(B) A l/eged indebtedness. This 
paragraph (e) does not apply to so 
much of an alleged indebtedness 
which is not in fact a bona fide 
indebtedness, even if the stated rate 
of interest thereon would be within 
the safe haven rates prescribed in 
paragraph (a)(2)(iii) of this section. 
For example, paragraph (a) of this 
section does not apply to payments 
with respect to all or a portion of 
such alleged indebtedness where in 
~act all or a portion of an alleged 
mdebtedness is a contribution to the 
capital of a corporation or a distribu
~ion by a corporation with respect to 
Its shares. Similarly, this paragraph 
(a) does not apply to payments with 
respec~ to an alleged purchase-money 
debt mstrument given in consider
ation for an alleged sale of property 
between two controlled entities where 
in fact the transaction constitutes a 
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lease of the property. Payments made 
with respect to alleged indebtedness 
(including alleged stated interest 
thereon) shall be treated according to 
their substance. See § 1.482-2(a)
(3)(i). 

(iii) Period for which interest shall 
be charged-(A) General rule. This 
paragraph (a)(l )(iii) is effective for 
indebtedness arising after June 30, 
1988. See § 1.482-2(a)(3) (26 CFR 
Part 1 edition revised as of April 1, 
1988) for indebtedness arising before 
July 1, 1988. Except as otherwise 
provided in paragraphs (a)(l )(iii)(B) 
through (E) of this section, the period 
for which interest shall be charged 
with respect to a bona fide indebted
ness between controlled entities begins 
on the day after the day the indebted
ness arises and ends on the day the 
indebtedness is satisfied (whether by 
payment, offset, cancellation, or oth
erwise). Paragraphs (a)(l)(iii)(B) 
through (E) of this section provide 
certain alternative periods during 
which interest is not required to be 
charged on certain indebtedness. 
These exceptions apply only to in
debtedness described in paragraph 
(a)(l)(ii)(A)(2) of this section (relating 
to indebtedness incurred in the ordi
nary course of business from sales, 
services, etc., between members of 
the group) and not evidenced by a 
written instrument requiring the pay
ment of interest. Such amounts are 
hereinafter referred to as intercom
pany trade receivables. The period for 
which interest is not required to be 
charged on intercompany trade re
ceivables under this paragraph 
(a)(l)(iii) is called the interest-free 
period. In general, an intercompany 
trade receivable arises at the time 
economic performance occurs (within 
the meaning of section 461(h) and the 
regulations thereunder) with respect 
to the underlying transaction between 
controlled entities. For purposes of 
this paragraph (a)(l)(iii), the term 
United States includes any possession 
of the United States, and the term 
foreign country excludes any posses
sion of the United States. 

(B) Exception for certain intercom
pany transactions in the ordinary 
course of business. Interest is not 
required to be charged on an inter
company trade receivable until the 
first day of the third calendar month 
following the month in which the 
intercompany trade receivable arises. 

(C) Exception for trade or business 
of debtor member located outside the 
United States. In the case of an 
intercompany trade receivable arising 
from a transaction in the ordinary 
course of a trade or business which is 
actively conducted outside the United 
States by the debtor member, interest 
is not required to be charged until the 
first day of the fourth calendar 
month following the month in which 
such intercompany trade receivable 
arises. 

(D) Exception for regular trade 
practice of creditor member or others 
in creditor's industry. If the creditor 
member or unrelated persons in the 
creditor member's industry, as a regu
lar trade practice, allow unrelated 
parties a longer period without charg
ing interest than that described in 
paragraph (a)(l)(iii)(B) or (C) of this 
section (whichever is applicable) with 
respect to transactions which are sim
ilar to transactions that give rise to 
intercompany trade receivables, such 
longer interest-free period shall be 
allowed with respect to a comparable 
amount of intercompany trade receiv
ables. 

(E) Exception for property pur
chased for resale in a foreign coun
try-(J) General rule. If in the ordi
nary course of business one member 
of the group (related purchaser) pur
chases property from another member 
of the group (related seller) for resale 
to unrelated persons located in a 
particular foreign country, the related 
purchaser and the related seller may 
use as the interest-free period for the 
intercompany trade receivables arising 
during the related seller's taxable year 
from the purchase of such property 
within the same product group an 
interest-free period equal the sum 
of-

(I) The number of days in the 
related purchaser's average collection 
period (as determined under para
graph (a)(1 )(iii)(E)(2) of this section) 
for sales of property within the same 
product group sold in the ordinary 
course of business to unrelated per
sons located in the same foreign 
country; plus 

(it) Ten (10) calendar days. 
(2) Interest-free period. The 

interest-free period under this para
graph (a)(1)(iii)(E), however, shall in 
no event exceed 183 days. The related 
purchaser does not have to conduct 
business outside the United States in 



order to be eligible to use the interest
free period of this paragraph 
(a)(l)(iii)(E). The interest-free period 
under this paragraph (a)(l)(iii)(E) 
shall not apply to intercompany trade 
receivables attributable to property 
which is manufactured, produced, or 
constructed (within the meaning of 
§ 1.954-3(a)(4» by the related pur
chaser. For purposes of this para
graph (a)(l)(iii)(E) a product group 
includes all products within the same 
three-digit Standard Industrial Classi
fication (SIC) Code (as prepared by 
the Statistical Policy Division of the 
Office of Management and Budget, 
Executive Office of the President.) 

(3) A verage collection period. An 
average collection period for purposes 
of this paragraph (a)(l)(iii)(E) is de
termined as follows-

(I) Step J. Determine total sales 
(less returns and allowances) by the 
related purchaser in the product 
group to unrelated persons located in 
the same foreign country during the 
related purchaser's last taxable year 
ending on or before the first day of 
the related seller's taxable year in 
which the intercompany trade receiv
able arises. 

(it) Step 2. Determine the related 
purchaser's average month-end ac
counts receivable balance with respect 
to sales described in paragraph 
(a)(l )(iii)(E)(2)(1) of this section for 
the related purchaser's last taxable 
year ending on or before the first day 
of the related seller's taxable year in 
which the intercompany trade receiv
able arises. 

(iit) Step 3. Compute a receivables 
turnover rate by dividing the total 
sales amount described in paragraph 
(a)(l )(iii)(E)(2)(i) of this section by 
the average receivables balance de
scribed in paragraph (a)(l)(iii)(E)
(2)(it) of this section. 

(iv) Step 4. Divide the receivables 
turnover rate determined under para
graph (a)(l)(iii)(E)(2)(iit) of this sec
tion into 365, and round the result to 
the nearest whole number to deter
mine the number of days in the 
average collection period. 

(v) Other considerations. If the re
lated purchaser makes sales in more 
than one foreign country, or sells 
property in more than one product 
group in any foreign country, sepa
rate computations of an average col
lection period, by product group 
within each country, are required. If 

the related purchaser resells fungible 
property in more than one foreign 
country and the intercompany trade 
receivables arising from the related 
party purchase of such fungible prop
erty cannot reasonably be identified 
with resales in particular foreign 
countries, then solely for the purpose 
of assigning an interest-free period to 
such intercompany trade receivables 
under this paragraph (a)(l)(iii)(E), an 
amount of each such intercompany 
trade receivable shall be treated as 
allocable to a particular foreign coun
try in the same proportion that the 
related purchaser's sales of such fung
ible property in such foreign country 
during the period described in para
graph (a)(l)(iii)(E)(2)(i) of this section 
bears to the related purchaser's sales 
of all such fungible property in all 
such foreign countries during such 
period. An interest-free period under 
this paragraph (a)(l)(iii)(E) shall not 
apply to any intercompany trade re
ceivables arising in a taxable year of 
the related seller if the related pur
chaser made no sales described in 
paragraph (a)(l)(iii)(E)(2)(i) of this 
section from which the appropriate 
interest-free period may be deter
mined. 

(4) Illustration. The interest-free 
period provided under paragraph 
(a)(l)(iii)(E) of this section may be 
illustrated by the following exam
ple: 

Example-(i) Facts. X and Y use the calen
dar year as the taxable year and are members 
of the same group of controlled entities within 
the meaning of section 482. For Y's 1988 
calendar taxable year X and Y intend to use 
the interest-free period determined under this 
paragraph (a)(I)(iii)(E) for intercompany trade 
receivables attributable to X's purchases of 
certain products from Y for resale by X in the 
ordinary course of business to unrelated per
sons in country Z. For its 1987 calendar 
taxable year all of X's sales in country Z were 
of products within a single product group 
based upon a three-digit SIC code, were not 
manufactured, produced, or constructed 
(within the meaning of § 1.954-3(a)(4» by X, 
and were sold in the ordinary course of X's 
trade or business to unrelated persons located 
only in country Z. These sales and the month
end accounts receivable balances (for such sales 
and for such sales uncollected from prior 
months) are as follows: 

Month 
January 1987 ..... . 
February ......... . 
March ........... . 
April ............ . 
May ............. . 
June ............ . 
July ............. . 

Sales 
$ 500,000 

600,000 
450,000 
550,000 
650,000 
525,000 
400,000 

Accounts 
Receivable 

$ 2,835,850 
2,840,300 
2,850,670 
2,825,700 
2,809,360 
2,803,200 
2,825,850 

Month 
August .......... . 
September ....... . 
October. ......... . 
November. ....... . 
December 1987 ... . 

TOTALS ..... . 
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Sales 
425,000 
475,000 
525,000 
450,000 
650,000 

$6,200,000 

Accounts 
Receivable 

2,796,240 
2,839,390 
2,650,550 
2,775,450 
2,812,600 

$33,665,160 

(ii) A verage collection period. X's total sales 
within the same product group to unrelated 
persons within country Z for the period are 
$6,200,000. The average receivables balance for 
the period is $2,805,430 ($ 33,665,160/12). The 
average collection period in whole days is 
determined as follows: 

Receivables 

Turnover Rate 

Average 
Collection 
Period 
days. 

365 

2.21 

$6,200,000 

$2,805,430 

2.21 

= 165.16 days, 
rounded to 
the nearest 
whole day 
= 165 

(iii) Interest-free period. Accordingly, for 
intercompany trade receivables incurred by X 
during Y's 1988 calendar taxable year attribut
able to the purchase of property from Y for 
resale to unrelated persons located in country Z 
and included in the product group, X may use 
an interest-free period of 175 days (165 days in 
the average collection period plus 10 days, but 
not in excess of a maximum of 183 days). All 
other intercompany trade receivables incurred 
by X are subject to the interest-free periods 
described in paragraphs (a)(1)(iii)(8), (C), or 
(D), whichever are applicable. If X makes sales 
in other foreign countries in addition to coun
try Z or makes sales of property in more than 
one product group in any foreign country, 
separate computations of X's average collection 
period, by product group within each country, 
are required in order for X and Y to determine 
an interest-free period for such product groups 
in such foreign countries under this paragraph 
(a)(1)(iii)(E). 

(iv) Payment; book entries-(A) 
Except as otherwise provided in this 
paragraph (a)(l)(iv), in determining 
the period of time for which an 
amount owed by one member of the 
group to another member is outstand
ing, payments or other credits to an 
account are considered to be applied 
against the earliest amount outstand
ing, that is, payments or credits are 
applied against amounts in a first-in, 
first-out (FIFO) order. Thus, tracing 
payments to individual intercompany 
trade receivables is generally not re
quired in order to determine whether 
a particular intercompany trade re
ceivable has been paid within the 
applicable interest-free period deter
mined under paragraph (a)(l )(iii) of 
this section. The application of this 
paragraph (a)(l)(iv)(A) may be illus
trated by the following example: 

Example-(i) Facts. X and Yare members of 
a group of controlled entities within the mean
ing of section 482. Assume that the balance of 
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intercompany trade receivables owed by X to Y 
on June I is $100, and that all of the $100 
balance represents amour:ts incurred by X to Y 
during the month of May. During the month 
of June X incurs an additional $200 of inter
company trade receivables to Y. Assume that 
on July 15, $60 is properly credited against X's 
intercompany account to y, and that $240 is 
properly credited against the intercompany ac
count on August 31. Assume that under para
graph (a)(l)(iii)(8) of this section interest must 
be charged on X's intercompany trade receiv
ables to Y beginning with the first day of the 
third calendar month following the month the 
intercompany trade receivables arise, and that 
no alternative interest-free period applies. 
Thus, the interest-free period for intercompany 
trade receivables incurred during the month of 
May ends on July 31, and the interest-free 
period for intercompany trade receivables in
curred during the month of June ends on 
August 31. 

(ii) Application of payments. Using a FIFO 
payment order, the aggregate payments of $300 
are applied first to the opening June balance, 
and then to the additional amounts incurred 
during the month of June. With respect to X's 
June opening balance of $100, no interest is 
required to be accrued on $60 of such balance 
paid by X on July 15, because such portion 
was paid within its interest-free period. Interest 
for 31 days, from August I to August 31 
inclusive, is required to be accrued on the $40 
portion of the opening balance not paid until 
August 31. No interest is required to be ac
crued on the $200 of intercompany trade re
ceivables X incurred to Y during June because 
the $240 credited on August 31, after eliminat
ing the $40 of indebtedness remaining from 
periods before June, also eliminated the $200 
incurred by X during June prior to the end of 
the interest-free period for that amount. The 
amount of interest incurred by X to Y on the 
$40 amount during August creates bona fide 
indebtedness between controlled entities and is 
subject to the provisions of paragraph 
(a) (I )(iii)(A) of this section without regard to 
any of the exceptions contained in paragraphs 
(a)(l )(iii)(8) through (E). 

(B) Notwithstanding the first-in, 
first-out payment application rule de
scribed in paragraph (a)(l)(iv)(A) of 
this section, the taxpayer may apply 
payments or credits against amounts 
owed in some other order on its 
books in accordance with an agree
ment or understanding of the related 
parties if the taxpayer can demon
strate that either it or others in its 
industry, as a regular trade practice, 
enter into such agreements or under
standings in the case of similar bal
ances with unrelated parties. 

(2) Arm's length interest rate-(i) 
In general. For purposes of section 
482 and paragraph (a) of this section, 
an arm's length rate of interest shall 
be a rate of int~rest which was 
charged, or would have been charged, 
at the time the indebtedness arose, in 
independent transactions with or be
tween unrelated parties under similar 
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circumstances. All relevant factors 
shall be considered, including the 
principal amount and duration of the 
loan, the security involved, the credit 
standing of the borrower, and the 
interest rate prevailing at the situs of 
the lender or creditor for comparable 
loans between unrelated parties. 

(ii) Funds obtained at situs of bor
rower. Notwithstanding the other 
provisions of paragraph (a)(2) of this 
section, if the loan or advance repre
sents the proceeds of a loan obtained 
by the lender at the situs of the 
borrower, the arm's length rate for 
any taxable year shall be equal to the 
rate actually paid by the lender in
creased by an amount which reflects 
the costs or deductions incurred by 
the lender in borrowing such amounts 
and making such loans, unless the 
taxpayer establishes a more appropri
ate rate under the standards set forth 
in paragraph (a)(2)(i) of this section. 

(iii) Safe haven interest rates for 
certain loans and advances made after 
May 8, 1986-(A) Applicability-(1) 
General rule. Except as otherwise 
provided in paragraph (a)(2) of this 
section, paragraph (a)(2)(iii)(B) ap
plies with respect to the rate of inter
est charged and to the amount of 
interest paid or accrued in any tax
able year-

(t) Under a term loan or advance 
between members of a group of con
trolled entities where (except as pro
vided in paragraph (a)(2)(iii)(A)(2)(i/) 
of this section) the loan or advance is 
entered into after May 8, 1986; and 

(it) After May 8, 1986 under a 
demand loan or advance between 
such controlled entities. 

(2) Grandfather rule for existing 
loans. The safe haven rates prescribed 
in paragraph (a)(2)(iii)(B) of this sec
tion shall not apply, and the safe 
haven rates prescribed in § 1.482-2-
(a)(2)(iii) (26 CFR part 1 edition re
vised as of April 1, 1985), shall apply 
to-

(t) Term loans or advances made 
before May 9, 1986; and 

(il) Term loans or advances made 
before August 7, 1986, pursuant to a 
binding written contract entered into 
before May 9, 1986. 

(B) Safe haven interest rate based 
on applicable Federal rate. Except as 
otherwise provided in this paragraph 
(a)(2), in the case of a loan or ad
vance between members of a group of 
controlled entities, an arm's length 

rate of interest referred to in para
graph (a)(2)(i) of this section shall be 
for purposes of chapter 1 of the 
Internal Revenue Code-

(1) The rate of interest actually 
charged if that rate is-

m Not less than 100 percent of the 
applicable Federal rate (lower limit); 
and 

(it) Not greater than 130 percent of 
the applic. tble Federal rate (upper 
limit); or 

(2) If either no interest is charged 
or if the rate of interest charged is 
less than the lower limit, then an 
arm's length rate of interest shall be 
equal to the lower limit, compounded 
semiannually; or 

(3) If the rate of interest charged is 
greater than the upper limit, then an 
arm's length rate of interest shall be 
equal to the upper limit, compounded 
semiannually, unless the taxpayer es
tablishes a more appropriate com
pound rate of interest under para
graph (a)(2)(i) of this section. 
However, if the compound rate of 
interest actually charged is greater 
than the upper limit and less than the 
rate determined under paragraph 
(a)(2)(i) of this section, or if the 
compound rate actually charged is 
less than the lower limit and greater 
than the rate determined under para
graph (a)(2)(i) of this section, then 
the compound rate actually charged 
shall be deemed to be an arm's length 
rate under paragraph (a)(2)(i). In the 
case of any sale-leaseback described 
in section 1274(e), the lower limit 
shall be 110 percent of the applicable 
Federal rate, compounded semiannu
ally. 

(C) Applicable Federal rate. For 
purposes of paragraph (a)(2)(iii)(B) of 
this section, the term applicable Fed
eral rate means, in the case of a loan 
or advance to which this section ap
plies and having a term of-

(1) Not over 3 years, the Federal 
short-term rate; 

(2) Over 3 years but not over 9 
years, the Federal mid-term rate; or 

(3) Over 9 years, the Federal long
term rate, as determined under sec
tion 1274(d) in effect on the date such 
loan or advance is made. In the case 
of any sale or exchange between con
trolled entities, the lower limit shaH 
be the lowest of the applicable Feder
al rates in effect for any month in the 
3-calendar-month period ending with 
the first calendar month in which 



there is a binding written contract in 
effect for such sale or exchange (low
est 3-month rate, as defined in section 
1274(d)(2)). In the case of a demand 
loan or advance to which this section 
applies, the applicable Federal rate 
means the Federal short-term rate 
determined under section 1274(d) (de
termined without regard to the lowest 
3-month short term rate determined 
under section 1274(d)(2)) in effect for 
each day on which any amount of 
such loan or advance (including un
paid accrued interest determined un
der paragraph (a)(2) of this section) is 
outstanding. 

(D) Lender in business of making 
loans. If the lender in a loan or 
advance transaction to which para
graph (a)(2) of this section applies is 
regularly engaged in the trade or 
business of making loans or advances 
to unrelated parties, the safe haven 
rates prescribed in paragraph (a)(2)
(iii)(B) of this section shall not apply, 
and the arm's length interest rate to 
be used shall be determined under the 
standards described in paragraph 
(a)(2)(i) of this section, including ref
erence to the interest rates charged in 
such trade or business by the lender 
on loans or advances of a similar type 
made to unrelated parties at and 
about the time the loan or advance to 
which paragraph (a)(2) of this section 
applies was made. 

(E) Foreign currency loans. The 
safe haven interest rates prescribed in 
paragraph (a)(2)(iii)(B) of this section 
do not apply to any loan or advance 
the principal or interest of which is 
expressed in a currency other than 
U.S. dollars. 

(3) Coordination with interest ad
justments required under certain oth
er Code sections. If the stated rate of 
interest on the stated principal 
amount of a loan or advance between 
controlled entities is subject to adjust
ment under section 482 and is also 
subject to adjustment under any other 
section of the Internal Revenue Code 
(for example, section 467, 483, 1274 
or 7872), section 482 and paragraph 
(a) of this section may be applied to 
such loan or advance in addition to 
such other Internal Revenue Code 
section. After the enactment of the 
Tax Reform Act of 1964, Pub. L. 
98-369, and the enactment of Pub. L. 
99-121, such other Internal Revenue 
Code sections include sections 467, 
483, 1274 and 7872. The order in 

which the different provisions shall be 
applied is as follows-

(i) First, the substance of the trans
action shall be determined; for this 
purpose, all the relevant facts and 
circumstances shall be considered and 
any law or rule of law (assignment of 
income, step transaction, etc.) may 
apply. Only the rate of interest with 
respect to the stated principal amount 
of the bona fide indebtedness (within 
the meaning of paragraph (a)(l) of 
this section), if any, shall be subject 
to adjustment under section 482, 
paragraph (a) of this section, and any 
other Internal Revenue Code section. 

(ii) Second, the other Internal Rev
enue Code section shall be applied to 
the loan or advance to determine 
whether any amount other than stated 
interest is to be treated as interest, 
and if so, to determine such amount 
according to the provisions of such 
other Internal Revenue Code section. 

(iii) Third, whether or not the other 
Internal Revenue Code section applies 
to adjust the amounts treated as in
terest under such loan or advance, 
section 482 and paragraph (a) of this 
section may then be applied by the 
district director to determine whether 
the rate of interest charged on the 
loan or advance, as adjusted by any 
other Code section, is greater or less 
than an arm's length rate of interest, 
and if so, to make appropriate alloca
tions to reflect an arm's length rate 
of interest. 

(iv) Fourth, section 482 and para
graphs (b) through (e) of this section, 
if applicable, may be applied by the 
district director to make any appro
priate allocations, other than an inter
est rate adjustment, to reflect an 
arm's length transaction based upon 
the principal amount of the loan or 
advance and the interest rate as ad
justed under paragraph (a)(3)(i), (ii) 
or (iii) of this section. For example, 
assume that two commonly controlled 
taxpayers enter into a deferred pay
ment sale of tangible property and no 
interest is provided, and assume also 
that section 483 is applied to treat a 
portion of the stated sales price as 
interest, thereby reducing the stated 
sales price. If after this recharacteri
zation of a portion of the stated sales 
price as interest, the recomputed sales 
price does not reflect an arm's length 
sales price under the principles of 
paragraph (e) of this section, the 
district director may make other ap-
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propriate allocations (other than an 
interest rate adjustment) to reflect an 
arm's length sales price. 

(4) Examples. The principles of 
paragraph (a)(3) of this section may 
be illustrated by the following exam
ples: 

Example 1. An individual, A, transfers 
$20,000 to a corporation controlled by A in 
exchange for the corporation's note which 
bears adequate stated interest. The district 
director recharacterizes the transaction as a 
contribution to the capital of the corporation 
in exchange for preferred stock. Under para
graph (a)(3)(i) of this section, section 
1.482-2(a) does not apply to the transaction 
because there is no bona fide indebtedness. 

Example 2. B, an individual, is an employee 
of Z corporation, and is also the controlling 
shareholder of Z. Z makes a term loan of 
$15,000 to B at a rate of interest that is less 
than the applicable Federal rate. In this in
stance the other operative Code section is 
section 7872. Under section 7872(b), the differ
ence between the amount loaned and the 
present value of all payments due under the 
loan using a discount rate equal to 100 percent 
of the applicable Federal rate is treated as an 
amount of cash transferred from the corpora
tion to B and the loan is treated as having 
original issue discount equal to such amount. 
Under paragraph (a)(3)(iii) of this section, sec
tion 482 and paragraph (a) of this section may 
also be applied by the district director to 
determine if the rate of interest charged on this 
$15,000 loan (100 percent of the AFR, com
pounded semiannually, as adjusted by section 
7872) is an arm's length rate of interest. 
Because the rate of interest on the loan, as 
adjusted by section 7872, is within the safe 
haven range of 100-130 percent of the AFR, 
compounded semiannually, no further interest 
rate adjustments under section 482 and para
graph (a) of this section will be made to this 
loan. 

Example 3. The facts are the same as in 
Example 2 except that the amount lent by Z to 
B is $9,000, and that amount is the aggregate 
outstanding amount of loans between Z and B. 
Under the $10,000 de minimis exception of 
section 7872(c)(3), no adjustment for interest 
will be made to this $9,000 loan under section 
7872. Under paragraph (a)(3)(iii) of this sec
tion, the district director may apply section 482 
and paragraph (a) of this section to this $9,000 
loan to determine whether the rate of interest 
charged is less than an arm's length rate of 
interest, and if so, to make appropriate alloca
tions to reflect an arm's length rate of interest. 

Example 4. X and Yare commonly con
trolled taxpayers. At a time when the applica
ble Federal rate is 12 percent, compounded 
semiannually, X sells property to Y in exchange 
for a note with a stated rate of interest of 18 
percent, compounded semiannually. Assume 
that the other applicable Code section to the 
transaction is section 483. Section 483 does not 
apply to this transaction because, under section 
483(d), there is no total unstated interest under 
the contract using the test rate of interest equal 
to 100 percent of the applicable Federal rate. 
Under paragraph (a)(3)(iii) of this section, sec
tion 482 and paragraph (a) of this section may 
be applied by the district director to determine 
whether the rate of interest under the note is 
excessive, that is, to determine whether the 18 
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percent stated interest rate under the note 
exceeds an arm's length rate of interest. 

Example 5. Assume that A and B are com
monly controlled taxpayers and that the appli
cable Federal rate is \0 percent, compounded 
semiannually. On June 30, 1986, A sells prop
erty to B and receives in exchange B' s 
purchase-money note in the amount of 
$2,000,000. The stated interest rate on the note 
is 9070, compounded semiannually, and the 
stated redemption price at maturity on the note 
is $2,000,000. Assume that the other applicable 
Code section to this transaction is section 1274. 
As provided in section 1274A(a) and (b), the 
discount rate for purposes of section 1274 will 
be nine percent, compounded semiannually, 
because the stated principal amount of B's note 
does not exceed $2,800,000. Section 1274 does 
not apply to this transaction because there is 
adequate stated interest on the debt instrument 
using a discount rate equal to 9070, compound
ed semiannually, and the stated redemption 
price at maturity does not exceed the stated 
principal amount. Under paragraph (a)(3)(iii) 
of this section, the district director may apply 
section 482 and paragraph (a) of this section to 
this $2,000,000 note to determine whether the 
9070 rate of interest charged is less than an 
arm's length rate of interest, and if so, to make 
appropriate allocations to reflect an arm's 
length rate of interest. 

(b) Performance of services for an
other-(l) General rule. Where one 
member of a group of controlled 
entities performs marketing, manage
rial, administrative, technical, or oth
er services for the benefit of, or on 
behalf of another member of the 
group without charge, or at a charge 
which is not equal to an arm's length 
charge as defined in paragraph (b)(3) 
of this section, the district director 
may make appropriate allocations to 
reflect an arm's length charge for 
such services. 

(2) Benefit test-(i) Allocations 
may be made to reflect arm's length 
charges with respect to services under
taken for the joint benefit of the 
members of a group of controlled 
entities, as well as with respect to 
services performed by one member of 
the group exclusively for the benefit 
of another member of the group. Any 
allocations made shall be consistent 
with the relative benefits intended 
from the services, based upon the 
facts known at the time the services 
were rendered, and shall be made 
even if the potential benefits antici
pated are not realized. No allocations 
shaII be made if the probable benefits 
to the other members were so indirect 
or remote that unrelated parties 
would not have charged for such 
services. In general, aIIocations may 
be made if the service, at the time it 
was performed, related to the carry
ing on of an activity by another 
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member or was intended to benefit 
another member, either in the mem
ber's overaII operations or in its day
to-day activities. The principles of 
this paragraph (b)(2)(i) may be illus
trated by the following examples in 
each of which it is assumed that X 
and Yare corporate members of the 
same group of controlled entities: 

Example 1. X's International Division engag
es in a wide range of sales promotion activities. 
Although most of these activities are undertak
en exclusively for the benefit of X's interna
tional operations, some are intended to jointly 
benefit both X and Y and others are undertak
en exclusively for the benefit of Y. The district 
director may make an allocation to reflect an 
arm's length charge with respect to the activi
ties undertaken for the joint benefit of X and 
Y consistent with the relative benefits intended 
as well as with respect to the services per
formed exclusively for the benefit of Y. 

Example 2. X operates an international air
line, and Y owns and operates hotels in several 
cities which are serviced by X. X, in conjunc
tion with its advertising of the airline, often 
pictures V's hotels and mentions V's name. 
Although such advertising was primarily in
tended to benefit X's airline operations, it was 
reasonable to anticipate that there would be 
substantial benefits to Y resulting from patron
age by travelers who responded to X's advertis
ing. Since an unrelated hotel operator would 
have been charged for such advertising, the 
district director may make an appropriate allo
cation to reflect an arm's length charge consis
tent with the relative benefits intended. 

Example 3. Assume the same facts as in 
Example 2 except that X's advertising neither 
mentions nor pictures V's hotels. Although it is 
reasonable to anticipate that increased air trav
el attributable to X's advertising will result in 
some benefit to Y due to increased patronage 
by air travelers, the district director will not 
make an allocation with respect to such adver
tising since the probable benefit to Y was so 
indirect and remote that an unrelated hotel 
operator would not have been charged for such 
advertising. 

(ii) Allocations will generaIIy not be 
made if the service is merely a dupli
cation of a service which the related 
party has independently performed or 
is performing for itself. In this con
nection, the ability to independently 
perform the service (in terms of qual
ification and availability of personnel) 
shaII be taken into account. The prin
ciples of this paragraph (b)(2)(ii) may 
be illustrated by the foIIowing exam
ples, in each of which it is assumed 
that X and Yare corporate members 
of the same group of controlled enti
ties: 

Example J. At the request of Y, the financial 
staff of X makes an analysis to determine the 
amount and source of the borrowing needs of 
Y. Y does not have personnel qualified to 
make the analysis, and it does not undertake 
the same analysis. The district director may 
make an appropriate allocation to reflect an 
arm's length charge for such analysis. 

Example 2. Y, which has a qualified finan
cial staff, makes an analysis to determine the 
amount and source of its borrowing needs. Its 
report, recommending a loan from a bank, is 
submitted to X. X's financial staff reviews the 
analysis to determine whether X should advise 
Y to reconsider its plan. No allocation should 
be made with respect to X's review. 

(3) Arm's length charge. For the 
purpose of this paragraph an arm's 
length charge for services rendered 
shall be the amount which was 
charged or would have been charged 
for the same or similar services in 
independent transactions with or be
tween unrelated parties under similar 
circumstances considering all relevant 
facts. However, except in the case of 
services which are an integral part of 
the business activity of either the 
member rendering the services or the 
member receiving the benefit of the 
services (as described in paragraph 
(b )(7) of this section) the arm's length 
charge shall be deemed equal to the 
costs or deductions incurred with re
spect to such services by the member 
or members rendering such services 
unless the taxpayer establishes a more 
appropriate charge under the stan
dards set forth in the first sentence of 
this subparagraph. Where costs or 
deductions are a factor in applying 
the provisions of this paragraph ade
quate books and records must be 
maintained by taxpayers to permit 
verification of such costs or deduc
tions by the Internal Revenue Service. 

(4) Costs or deductions to be taken 
into account-(i) Where the amount 
of an arm's length charge for services 
is determined with reference to the 
costs or deductions incurred with re
spect to such services, it is necessary 
to take into account on some reason
able basis all the costs or deductions 
which are directly or indirectly related 
to the service performed. 

(ii) Direct costs or deductions are 
those identified specifically with a 
particular service. These include, but 
are not limited to, costs or deductions 
for compensation, bonuses, and trav
el expenses attributable to employees 
directly engaged in performing such 
services, for material and supplies 
directly consumed in rendering such 
services, and for other costs such as 
the cost of overseas cables in connec
tion with such services. 

(iii) Indirect costs or deductions are 
those which are not specifically iden
tified with a particular activity or 
service but which relate to the direct 
costs referred to in paragraph 



(b)(4)(ii) of this section. Indirect costs 
or deductions generally include costs 
or deductions with respect to utilities, 
occupancy, supervisory and clerical 
compensation, and other overhead 
burden of the department incurring 
the direct costs or deductions referred 
to in paragraph (b)(4)(ii) of this sec
tion. Indirect costs or deductions also 
generally include an appropriate share 
of the costs or deductions relating to 
supporting departments and other ap
plicable general and administrative 
expenses to the extent reasonably 
allocable to a particular service or 
activity. Thus, for example, if a do
mestic corporation's advertising de
partment performs services for the 
direct benefit of a foreign subsidiary, 
in addition to direct costs of such 
department, such as salaries of em
ployees and fees paid to advertising 
agencies or consultants, which are 
attributable to such foreign advertis
ing, indirect costs must be taken into 
account on some reasonable basis in 
determining the amount of costs or 
deductions with respect to which the 
arm's length charge to the foreign 
subsidiary is to be determined. These 
generally include depreciation, rent, 
property taxes, other costs of occu
pancy, and other overhead costs of 
the advertising department itself, and 
allocations of costs from other de
partments which service the advertis
ing department, such as the person
nel, accounting, payroll, and 
maintenance departments, and other 
applicable general and administrative 
expenses including compensation of 
top management. 

(5) Costs and deductions not to be 
taken into account. Costs or deduc
tions of the member rendering the 
services which are not to be taken 
into account in determining the 
amount of an arm's length charge for 
services include-

(i) Interest expense on indebted
ness not incurred specifically for the 
benefit of another member of the 
group; 

(ii) Expenses associated with the 
issuance of stock and maintenance of 
shareholder relations; and 

(iii) Expenses of compliance with 
regulations or policies imposed upon 
the member rendering the services by 
its government which are not directly 
related to the service in question. 

(6) Methods-(i) Where an arm's 
length charge for services rendered is 

determined with reference to costs or 
deductions, and a member has allo
cated and apportioned costs or deduc
tions to reflect arm's length charges 
by employing in a consistent manner 
a method of allocation and appor
tionment which is reasonable and in 
keeping with sound accounting prac
tice, such method will not be dis
turbed. If the member has not em
ployed a method of allocation and 
apportionment which is reasonable 
and in keeping with sound accounting 
practice, the method of allocating and 
apportioning costs or deductions for 
the purpose of determining the 
amount of arm's length charges shall 
be based on the particular circum
stances involved. 

(ii) The methods of allocation and 
apportionment referred to in this 
paragraph (b)(6) are applicable both 
in allocating and apportioning indi
rect costs to a particular activity or 
service (see paragraph (b)(4)(iii) of 
this section) and in allocating and 
apportioning the total costs (direct 
and indirect) of a particular activity 
or service where such activity or ser
vice is undertaken for the joint bene
fit of two or more members of a 
group (see paragraph (b)(2)(i) of this 
section). While the use of one or 
more bases may be appropriate under 
the circumstances, in establishing the 
method of allocation and apportion
ment, appropriate consideration 
should be given to all bases and 
factors, including, for example, total 
expenses, asset size, sales, manufac
turing expenses, payroll, space uti
lized, and time spent. The costs in
curred by supporting departments 
may be apportioned to other depart
ments on the basis of reasonable 
overall estimates, or such costs may 
be reflected in the other departments' 
costs by means of application of rea
sonable departmental overhead rates 
Allocations and apportionments of 
costs or deductions must be made on 
the basis of the full cost as opposed 
to the incremental cost. Thus, if an 
electronic data processing machine, 
which is rented by the taxpayer, is 
used for the joint benefit of itself and 
other members of a controlled group, 
the determination of the arm's length 
charge to each member must be made 
with reference to the full rent and 
cost of operating the machine by each 
member, even if the additional use of 
the machine for the benefit of the 
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other members did not increase the 
cost to the taxpayer. 

(iii) Practices actually employed to 
apportion costs or expenses in con
nection with the preparation of state
ments and analyses for the use of 
management, creditors, minority 
shareholders, joint venturers, clients, 
customers, potential investors, or oth
er parties or agencies in interest shall 
be considered by the district director. 
Similarly, in determining the extent to 
which allocations are to be made to 
or from foreign members of a con
trolled group, practices employed by 
the domestic members of a controlled 
group in apportioning costs between 
themselves shall also be considered if 
the relationships with the foreign 
members of the group are comparable 
to the relationships between the do
mestic members of the group. For 
example, if, for purposes of reporting 
to public stockholders or to a govern
mental agency, a corporation appor
tions the costs attributable to its exec
utive officers among the domestic 
members of a controlled group on a 
reasonable and consistent basis, and 
such officers exercise comparable 
control over foreign members of such 
group, such domestic apportionment 
practice will be taken into consider
ation in determining the amount of 
allocations to be made to the foreign 
members. 

(7) Certain services. An arm's 
length charge shall not be deemed 
equal to costs or deductions with 
respect to services which are an inte
gral part of the business activity of 
either the member rendering the ser
vices (referred to in this paragraph (b) 
as the renderer) or the member receiv
ing the benefit of the services (re
ferred to in this paragraph (b) as the 
recipient). Paragraphs (b)(7)(i) 
through (b )(7)(iv) of this section de
scribe those situations in which servic
es shall be considered an integral part 
of the business activity of a member 
of a group of controlled entities. 

(i) Services are an integral part of 
the business activity of a member of a 
controlled group where either the ren
derer or the recipient is engaged in 
the trade or business of rendering 
similar services to one or more unre
lated parties. 

(ii) (A) Services are an integral part 
of the business activity of a member 
of a controlled group where the ren
derer renders services to one or more 
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related parties as one of its principal 
activities. Except in the case of servic
es which constitute a manufacturing, 
production, extraction, or construc
tion activity, it will be presumed that 
the renderer does not render services 
to related parties as one of its princi
pal activities if the cost of services of 
the renderer attributable to the rendi
tion of services for the taxable year to 
related parties do not exceed 25 per
cent of the total costs or deductions 
of the renderer for the taxable year. 
Where the cost of services rendered to 
related parties is in excess of 25 
percent of the total costs or deduc
tions of the renderer for the taxable 
year or where the 25-percent test does 
not apply, the determination of 
whether the rendition of such services 
is one of the principal activities of the 
renderer will be based on the facts 
and circumstances of each particula'r 
case. Such facts and circumstances 
may include the time devoted to the 
rendition of the services, the relative 
cost of the services, the regularity 
with which the services are rendered, 
the amount of capital investment, the 
risk of loss involved, and whether the 
services are in the nature of support
ing services or independent of the 
other activities of the renderer. 

(B) For purposes of the 25-percent 
test provided in this paragraph 
(b)(7)(ii), the cost of services rendered 
to related parties shall include all 
costs or deductions directly or indi
rectly related to the rendition of such 
services including the cost of services 
which constitute a manufacturing, 
production, extraction, or construc
tion activity; and the total costs or 
deductions of the renderer for the 
taxable year shall exclude amounts 
properly reflected in the cost of goods 
sold of the renderer. Where any of 
the costs or deductions of the render
er do not reflect arm's length consid
eration and no adjustment is made 
under any provision of the Internal 
Revenue Code to reflect arm's length 
consideration, the 25-percent test will 
not apply if, had an arm's length 
charge been made, the costs or deduc
tions attributable to the renderer's 
rendition of services to related entities 
would exceed 25 percent of the total 
costs or deductions of the renderer 
for the taxable year. 

(C) For purposes of the 25-percent 
test in this paragraph (b)(7)(ii), a 
consolidated group (as defined in this 
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paragraph (b)(7)(ii)(C» may, at the 
option of the taxpayer, be considered 
as the renderer where one or more 
members of the consolidated group 
render services for the benefit of or 
on behalf of a related party which is 
not a member of the consolidated 
group. In such case, the cost of 
services rendered by members of the 
consolidated group to any related 
parties not members of the consoli
dated group, as well as the total costs 
or deductions of the members of the 
consolidated group, shall be consid
ered in the aggregate to determine if 
such services constitute a principal 
activity of the renderer. Where a 
consolidated group is considered the 
renderer in accordance with this para
graph (b)(7)(ii)(C), the costs or deduc
tions referred to in this paragraph 
(b)(7)(ii) shall not include costs or 
deductions paid or accrued to any 
member of the consolidated group. In 
addition to the preceding provisions 
of this paragraph (b)(7)(ii)(C), if part 
or all of the services rendered by a 
member of a consolidated group to 
any related party not a member of 
the consolidated group are similar to 
services rendered by any other mem
ber of the consolidated group to un
related parties as part of a trade or 
business, the 25-percent test in this 
paragraph (b )(7)(ii) shall be applied 
with respect to such similar services 
without regard to this subdivision (c). 
For purposes of this paragraph 
(b )(7)(ii)(C), the term consolidated 
group means all members of a group 
of controlled entities created or or
ganized within a single country and 
subjected to an income tax by such 
country on the basis of their com
bined income. 

(iii) Services are an integral part of 
the business activity of a member of a 
controlled group where the renderer is 
peculiarly capable of rendering the 
services and such services are a princi
pal element in the operations of the 
recipient. The renderer is peculiarly 
capable of rendering the services 
where the renderer, in connection 
with the rendition of such services, 
makes use of a particularly advanta
geous situation or circumstance such 
as by utilization of special skills and 
reputation, utilization of an influen
tial relationship with customers, or 
utilization of its intangible property 
(as defined in § 1.482-4(b». Howev
er, the renderer will not be considered 

peculiarly capable of rendering servic
es unless the value of the services is 
substantially in excess of the costs or 
deductions of the renderer attribut
able to such services. 

(iv) Services are an integral part of 
the business activity of a member of a 
controlled group where the recipient 
has received the benefit of a substan
tial amount of services from one or 
more related parties during its taxable 
year. For purposes of this subdivi
sion, services rendered by one or 
more related parties shall be consid
ered substantial in amount if the total 
costs or deductions of the related 
party or parties rendering services to 
the recipient during its taxable year 
which are directly or indirectly related 
to such services exceed an amount 
equal to 25 percent of the total costs 
or deductions of the recipient during 
its taxable year. For purposes of the 
preceding sentence, the total costs or 
deductions of the recipient shall in
clude the renderers' costs or deduc
tions directly or indirectly related to 
the rendition of such services and 
shall exclude any amounts paid or 
accrued to the renderers by the recipi
ent for such services and shall also 
exclude any amounts paid or accrued 
for materials the cost of which is 
properly reflected in the cost of goods 
sold of the recipient. At the option of 
the taxpayer, where the taxpayer es
tablishes that the amount of the total 
costs or deductions of a recipient for 
the recipient's taxable year are abnor
mally low due to the commencement 
or cessation of an operation by the 
recipient, or other unusual circum
stances of a nonrecurring nature, the 
costs or deductions referred to in the 
preceding two sentences shall be the 
total of such amount for the 3-year 
period immediately preceding the 
close of the taxable year of the recipi
ent (or for the first 3 years of opera
tion of the recipient if the recipient 
had been in operation for less than 3 
years as of the close of the taxable 
year in which the services in issue 
were rendered). 

(v) The principles of paragraphs 
(b)(7)(i) through (iv) of this section 
may be illustrated by the following 
examples: 

Example 1. Y is engaged in the business of 
selling merchandise and X, an entity related to 
Y, is a printing company regularly engaged in 
printing and mailing advertising literature for 
unrelated parties. X also prints circulars adver· 
tising Y's products, mails the circulars to 



potential customers of Y, and in addition, 
performs the art work involved in the prepara
tion of the circulars. Since the printing, mail
ing, and art work services rendered by X to Y 
are similar to the printing and mailing services 
rendered by X as X's trade or business, the 
services rendered to Yare an integral part of 
the business activity of X as described in 
subdivision (i) of this subparagraph. 

Example 2. V, W, X, and Yare members of 
the same group of controlled entities. Each 
member of the group files a separate income 
tax return. X renders wrecking services to V, 
W, and Y, and, in addition, sells building 
materials to unrelated parties. The total costs 
or deductions incurred by X for the taxable 
year (exclusive of amounts properly reflected in 
the cost of goods sold of X) are $4 million. 
The total costs or deductions of X for the 
taxable year which are directly or indirectly 
related to the services rendered to V, W, and Y 
are $650,000. Since $650,000 is less than 25 
percent of the total costs or deductions of X 
(exclusive of amounts properly reflected in the 
cost of goods sold of X) for the taxable year 
($4,000,000 * 25070 = $1,000,000), the services 
rendered by X to V, W, and Y will not be 
considered one of X's principal activities within 
the meaning of subdivision (ii) of this subpara
graph. 

Example 3. Assume the same facts as in 
Example 2, except that the total costs or 
deductions of X for the taxable year which are 
directly or indirectly related to the services 
rendered to V, W, and Yare $1,800,000. 
Assume in addition, that there is a high risk of 
loss involved in the rendition of the wrecking 
services by X, that X has a large investment in 
the wrecking equipment, and that a substantial 
amount of X's time is devoted to the rendition 
of wrecking services to V, W, and Y. Since 
$1,800,000 is greater than 25 percent of the 
total costs or deductions of X for the taxable 
year (exclusive of amounts properly reflected in 
the cost of goods sold of X), i. e., $1 million, 
the services rendered by X to V, W, and Y will 
not be automatically excluded from classifica
tion as one of the principal activities of X as in 
Example 2, and consideration must be given to 
the facts and circumstances of the particular 
case. Based on the facts and circumstances in 
this case, X would be considered to render 
wrecking services to related parties as one of its 
principal activities. Thus, the wrecking services 
are an integral part of the business activity of 
X as described in paragraph (b )(7)(ii) of this 
section. 

Example 4. Z is a domestic corporation and 
has several foreign subsidiaries. Z and X, a 
domestic subsidiary of Z, have exercised the 
privilege granted under section 1501 to file a 
consolidated return and, therefore, constitute a 
consolidated group within the meaning of para
graph (b)(7)(ii)(C) of this section. Pursuant to 
paragraph (b)(7)(ii)(C) of this section, the tax
payer treats X and Z as the renderer. The sole 
function of X is to provide accounting, billing, 
communication, and travel services to the for
eign subsidiaries of Z. Z also provides some 
other services for the benefit of its foreign 
subsidiaries. The total costs or deductions of X 
and Z related to the services rendered for the 
benefit of the foreign subsidiaries is $750,000. 
Of that amount, $710,000 represents the costs 
of X, which are X's total operating costs. The 
total costs or deductions of X and Z for the 
taxable year with respect to their operations 

(exclusive of amounts properly reflected in the 
cost of goods sold of X and Z) is $6,500,000. 
Since the total costs or deductions related to 
the services rendered to the foreign subsidiaries 
($750,000) is less than 25 percent of the total 
costs or deductions of X and Z (exclusive of 
amounts properly reflected in the costs of 
goods sold of X or Z) in the aggregate 
($6,500,000 * 25070 = $1,625,000), the services 
rendered by X and Z to the foreign subsidiaries 
will not be considered one of the principal 
activities of X and Z within the meaning of 
paragraph (b)7)(ii) of this section. 

Example 5. Assume the same facts as in 
Example 4, except that all the communication 
services rendered for the benefit of the foreign 
subsidiaries are rendered by X and that Z 
renders communication services to unrelated 
parties as part of its trade or business. X is 
regularly engaged in rendering communication 
services to foreign subsidiaries and devotes a 
substantial amount of its time to this activity. 
The costs or deductions of X related to the 
rendition of the communication services to the 
foreign subsidiaries are $355,000. By applica
tion of the paragraph (b )(7)(ii)(C) of this sec
tion, the services provided by X and Z to 
related entities other than the communication 
services will not be considered one of the 
principal activities of X and Z. However, since 
Z renders communication services to unrelated 
parties as a part of its trade or business, the 
communication services rendered by X to the 
foreign subsidiaries will be subject to the provi
sions of paragraph (b )(7)(ii) of this section 
without regard to paragraph (b )(7)(ii)(C) of this 
section. Since the costs or deductions of X 
related to the rendition of the communication 
services ($355,000) are in excess of 25 percent 
of the total costs or deductions of X (exclusive 
of amounts properly reflected in the cost of 
goods sold of X) for the taxable year ($710,000 
* 250"f0 = $177,500), the determination of 
whether X renders the communication services 
as one of its principal activities will depend on 
the particular facts and circumstances. The 
given facts and circumstances indicate that X 
renders the communication services as one of 
its principal activities. 

Example 6. X and Yare members of the 
same group of controlled entities. Y produces 
and sells product D. As a part of the produc
tion process, Y sends materials to X who 
converts the materials into component parts. 
This conversion activity constitutes only a por
tion of X's operations. X then ships the 
component parts back to Y who assembles 
them (along with other components) into the 
finished product for sale to unrelated parties. 
Since the services rendered by X to Y constitute 
a manufacturing activity, the 25-percent test in 
paragraph (b )(7)(ii) of this section does not 
apply. 

Example 7. X and Yare members of the 
same group of controlled entities. X manufac
tures product D for distribution and sale in the 
United States, Canada, and Mexico. Y manu
factures product D for distribution and sale in 
South and Central America. Due to a break
down of machinery, Y is forced to cease its 
manufacturing operations for a I-month peri
od. In order to meet demand for product D 
during the shutdown period, Y sends partially 
finished goods to X. X, for that period, 
completes the manufacture of product D for Y 
and ships the finished product back to Y. The 
costs or deductions of X related to the manu-
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facturing services rendered to Yare $750,000. 
The total costs or deductions of X are 
$24,000,000. Since the services in issue consti
tute a manufacturing activity, the 25-percent 
test in paragraph (b)(7)(ii) of this section does 
not apply. However, under these facts and 
circumstances, i.e., the insubstantiality of the 
services rendered to Y in relation to X's total 
operations, the lack of regularity with which 
the services are rendered, and the short dura
tion for which the services are rendered, X's 
rendition of manufacturing services to Y is not 
considered one of X's principal activities within 
the meaning of paragraph (b )(7){ii) of this 
section. 

Example 8. Assume the same facts as in 
Example 7, except that, instead of temporarily 
ceasing operations, Y requests assistance from 
X in correcting the defects in the manufactur
ing equipment. In response, X sends a team of 
engineers to discover and correct the defects 
without the necessity of a shutdown. Although 
the services performed by the engineers were 
related to a manufacturing activity, the services 
are essentially supporting in nature and, there
fore, do not constitute a manufacturing, pro
duction, extraction, or construction activity. 
Thus, the 25-percent test in paragraph (b )(7)(ii) 
of this section applies. 

Example 9. X is a domestic manufacturing 
corporation. Y, a foreign subsidiary of X, has 
decided to construct a plant in Country A. In 
connection with the construction of Y's plant, 
X draws up the architectural plans for the 
plant, arranges the financing of the construc
tion, negotiates with various Government au
thorities in Country A, invites bids from unre
lated parties for several phases of construction, 
and negotiates, on Y's behalf, the contracts 
with unrelated parties who are retained to carry 
out certain phases of the construction. Al
though the unrelated parties retained by X for 
Y perform the physical construction, the aggre
gate services performed by X for Yare such 
that they, in themselves, constitute a construc
tion activity. Thus, the 25-percent test in para
graph (b )(7)(ii) of this section does not apply 
with respect to such services. 

Example 10. X and Yare members of the 
same group of controlled entities. X is a 
finance company engaged in financing automo
bile loans. In connection with such loans it 
requires the borrower to have life insurance in 
the amount of the loan. Although X's borrow
ers are not required to take out life insurance 
from any particular insurance company, at the 
same time that the loan agreement is being 
finalized, X's employees suggest that the bor
rower take out life insurance from Y, which is 
an agency for life insurance companies. Since 
there would be a delay in the processing of the 
loan if some other company were selected by 
the borrower, almost all of X's borrowers take 
out life insurance through Y. Because of this 
utilization of its influential relationship with its 
borrowers, X is peculiarly capable of rendering 
selling services to Y and, since a substantial 
amount of Y's business is derived from X's 
borrowers, such selling services are a principal 
element in the operation of Y's insurance 
business. In addition, the value of the services 
is substantially in excess of the costs incurred 
by X. Thus, the selling services rendered by X 
to Yare an integral part of the business 
activity of a member of the controlled group as 
described in paragraph (b)(7)(iii) of this sec· 
tion. 
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Example ll. X and Yare members of the 

same group of controlled entities. Y is a 
manufacturer of product E. In past years 
product E has not always operated properly 
because of imperfections present in the finished 
product. X owns an exclusive patented process 
by which such imperfections can be detected 
and removed prior to sale of the product, 
thereby greatly increasing the marketability of 
the product. In connection with its manufactur
ing operations Y sends its products to X for 
inspection which involves utilization of the 
patented process. The inspection of Y's prod
ucts by X is not one of the principal activities 
of X. However, X is peculiarly capable of 
rendering the inspection services to Y because 
of its utilization of the patented process. Since 
this inspection greatly increases the marketabil
ity of product E it is extremely valuable. Such 
value is substantially in excess of the cost 
incurred by X in rendition of such services. 
Because of the impact of the inspection on 
sales, such services are a principal element in 
the operations of Y. Thus, the inspection 
services rendered by X to Yare an integral part 
of the business activity of a member of the 
controlled group as described in paragraph 
(b)(7)(iii) of this section. 

Example 12. Assume the same facts as in 
Example 11 except that Y owns the patented 
process for detecting the imperfections. Y, 
however, does not have the facilities to imple
ment the inspection process. Therefore, Y 
sends its products to X for inspection which 
involves utilization of the patented process 
owned by Y. Since Y owns the patent, X is not 
peculiarly capable of rendering the inspection 
services to Y within the meaning of paragraph 
(b)(7)(iii) of this section. 

Example 13. Assume the same facts as in 
Example 12 except that X and Y both own 
interests in the patented process as a result of 
having developed the process pursuant to a 
bona fide cost sharing plan (within the meaning 
of paragraph (d)(4) of this section). Since Y 
owns the requisite interest in the patent, X is 
not peculiarly capable of rendering the inspec
tion services to Y within the meaning of 
paragraph (b)(7)(iii) of this section. 

Example 14. X and Yare members of the 
same group of controlled entities. X is a large 
manufacturing concern. X's accounting depart
ment has, for many years, maintained the 
financial records of Y, a distributor of X's 
products. Although X is able to render these 
accounting services more efficiently than others 
due to its thorough familiarity with the opera
tions of Y, X is not peculiarly capable of 
rendering the accounting services to Y because 
such familiarity does not, in and of itself, 
constitute a particularly advantageous situation 
or circumstance within the meaning of para
graph (b )(7)(iii) of this section. Furthermore, 
under these circumstances, the accounting ser
vices are supporting in nature and, therefore, 
do not constitute a principal element in the 
operations of Y. Thus, the accounting services 
rendered by X to Yare not an integral part of 
the business activity of either X or Y within the 
meaning of paragraph (b)(7)(iii) of this section. 

Example 15. (i) Corporations X, Y, and Z 
are members of the same group of controlled 
entities. X is a manufacturer, and Y and Z are 
distributors of X's products. X provides a 
vanety of ser:ices to Y including billing, ship
pmg, accountmg, and other general and admin
istrative services. During Y's taxable year, on 
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several occasions, Z renders selling and other 
promotional services to Y. None of the services 
rendered to Y constitute one of the principal 
activities of any of the renderers within the 
meaning of paragraph (b )(7)(ii) of this section. 
Y's total costs and deductions for Y's taxable 
year (exclusive of amounts paid to X and Z for 
services rendered and amounts paid for goods 
purchased for resale) are $1,600,000. The total 
direct and indirect costs of X and Z for 
services rendered to Y during Y's taxable year 
are as follows: 

Services provided by X: 
Billing ....................... $ 
Shipping .................... . 
Accounting .................. . 
Other. ...................... . 

Services provide by Z: 
Selling ...................... . 

50,000 
250,000 
150,000 
200,000 

500,000 

Total Costs .................... $1,150,000 

(ii) Since the total costs or deductions of X 
and Z related to the rendition of services to Y 
exceed the amount equal to 25 percent of the 
total costs or deductions of Y (exclusive of 
amounts paid to X and Z for the services 
rendered and amounts paid for goods pur
chased for resale) plus the total costs or deduc
tions of X and Z related to the rendition of 
services to Y ($1,150,000 + [$1,600,000 + 
$1,150,0001 = 41.8%), the services rendered by 
X and Z to Yare substantial within the 
meaning of paragraph (b)(7)(iv) of this section. 
Thus, the services rendered by X and Z to Y 
are an integral part of the business activity of 
Y as described in paragraph (b)(7)(iv) of this 
section. 

Example 16. Assume the same facts as in 
Example 15, except that the taxpayer establish
es that, due to a major change in the opera
tions of Y, Y's total costs or deductions for 
Y's taxable year were abnormally low. Y has 
always used the calendar year as its taxable 
year. Y's total costs and deductions for the 2 
years immediately preceding the taxable year in 
issue (exclusive of amounts paid to X and Z 
for services rendered and amounts paid for 
goods purchased for resale) were $6 million 
and $6,200,000 respectively. The total direct 
and indirect costs of X and Z for services 
rendered to Y were $1,150,000 for each of the 
3 years. Applying the same formula to the 
costs or deductions for the 3 years immediately 
preceding the close of the taxable year in issue, 
the costs or deductions of X and Z related to 
the rendition of services to Y (3 * $1,150,000 
= $3,450,000) amount to 20 percent of the 
sum of the total costs or deductions of Y 
(exclusive of amounts paid to X and Z for the 
services rendered and amounts paid for goods 
purchased for resale) plus the total costs or 
deductions of X and Z related to the rendition 
of services to Y ($3,450,000 + [$1,600,000 + 
$6,000,000 + $6,200,000 + $3,450,0001 = 
20070). If the taxpayer chooses to use the 3-year 
period, the services rendered by X and Z to Y 
are not substantial within the meaning of 
paragraph (b)(7)(iv) of this section. Thus, the 
services will not be an integral part of the 
business activity of a member of the controlled 
group as described in paragraph (b)(7)(iv) of 
thIS sectIOn. 

(8) Services rendered in connection 
with the transfer of property. Where 
tangible or intangible property is 
transferred, sold, assigned, loaned, 

leased, or otherwise made available in 
any manner by one member of a 
group to another member of the 
group and services are rendered by 
the transferor to the transferee in 
connection with the transfer, the 
amount of any allocation that may be 
appropriate with respect to such 
transfer shall be determined in ac
cordance with the rules of paragraph 
(c) of this section, or §§ 1.482-3 or 
1.482-4, whichever is appropriate and 
a separate allocation with respect to 
such services under this paragraph 
shall not be made. Services are ren
dered in connection with the transfer 
of property where such services are 
merely ancillary and subsidiary to the 
transfer of the property or to the 
commencement of effective use of the 
property by the transferee. Whether 
or not services are merely ancillary 
and subsidiary to a property transfer 
is a question of fact. Ancillary and 
subsidiary services could be per
formed, for example, in promoting 
the transaction by demonstrating and 
explaining the use of the property, or 
by assisting in the effective starting
up of the property transferred, or by 
performing under a guarantee relating 
to such effective starting-up. Thus, 
where an employee of one member of 
a group, acting under the instructions 
of his employer, reveals a valuable 
secret process owned by his employer 
to a related entity, and at the same 
time supervises the integration of 
such process into the manufacturing 
operation of the related entity, such 
services could be considered to be 
rendered in connection with the trans
fer, and, if so considered, shall not 
be the basis for a separate allocation. 
However, if the employee continues 
to render services to the related entity 
by supervising the manufacturing op
eration after the secret process has 
been effectively integrated into such 
operation, a separate allocation with 
respect to such additional services 
may be made in accordance with the 
rules of this paragraph. 

(c) Use of tangible property-(1) 
General rule. Where possession, use, 
or occupancy of tangible property 
owned or leased by one member of a 
group of controlled entities (referred 
to in this paragraph as the owner) is 
transferred by lease or other arrange
ment to another member of such 
group (referred to in this paragraph 
as the user) without charge or at a 



charge which is not equal to an arm's 
length rental charge (as defined in 
paragraph (c)(2)(i) of this section) the 
district director may make appropri
ate allocations to properly reflect 
such arm's length charge. Where pos
session, use, or occupancy of only a 
portion of such property is trans
ferred, the determination of the arm's 
length charge and the allocation shall 
be made with reference to the portion 
transferred. 

(2) Arm's length charge-(i) In gen
eral. For purposes of paragraph (c) of 
this section, an arm's length rental 
charge shall be the amount of rent 
which was charged, or would have 
been charged for the use of the same 
or similar property, during the time it 
was in use, in independent transac
tions with or between unrelated par
ties under similar circumstances con
sidering the period and location of 
the use, the owner's investment in the 
property or rent paid for the proper
ty, expenses of maintaining the prop
erty, the type of property involved, 
its condition, and all other relevant 
facts. 

(ii) Safe haven rental charge. See 
§ 1.482-2(c)(2)(ii) (26 CFR Part 1 
revised as of April 1, 1985), for the 
determination of safe haven rental 
charges in the case of certain leases 
entered into before May 9, 1986, and 
for leases entered into before August 
7, 1986, pursuant to a binding written 
contract entered into before May 9, 
1986. 

(iii) Subleases-(A) Except as pro
vided in paragraph (c)(2)(iii)(B) of 
this section, where possession, use, or 
occupancy of tangible property, 
which is leased by the owner (lessee) 
from an unrelated party is transferred 
by sublease or other arrangement to 
the user, an arm's length rental 
charge shall be considered to be equal 
to all the deductions claimed by the 
owner (lessee) which are attributable 
to the property for the period such 
property is used by the user. Where 
only a portion of such property was 
transferred, any allocations shall be 
made with reference to the portion 
transferred. The deductions to be 
considered include the rent paid or 
accrued by the owner (lessee) during 
the period of use and all other deduc
tions directly and indirectly connected 
with the property paid or accrued by 
the owner (lessee) during such period. 
Such deductions include deductions 

for maintenance and repair, utilities, 
management and other similar deduc
tions. 

(B) The provisions of paragraph 
(c)(2)(iii)(A) of this section shall not 
apply if either-

(1) The taxpayer establishes a more 
appropriate rental charge under the 
general rule set forth in paragraph 
(c)(2)(i) of this section; or 

(2) During the taxable year, the 
owner (lessee) or the user was regular
ly engaged in the trade or business of 
renting property of the same general 
type as the property in question to 
unrelated persons. 

(d) Transfer of property. For rules 
governing allocations under section 
482 to reflect an arm's length consid
eration for controlled transactions in
volving the transfer of property, see 
§§ 1.482-3 through 1.482-6. 

§ 1.482-3 Methods to determine 
taxable income in connection with a 
transfer of tangible property. 

(a) In general. The arm's length 
amount charged in a controlled trans
fer of tangible property must be de
termined under one of the six meth
ods listed in this paragraph (a). Each 
of the methods must be applied in 
accordance with all of the provisions 
of § 1.482-1, including the best 
method rule of § 1.482-1 (c), 
the comparability analysis of 
§ 1.482-1(d), and the arm's length 
range of § 1.482-1 (e). The methods 
are-

(1) The comparable uncontrolled 
price method, described in paragraph 
(b) of this section; 

(2) The resale price method, de
scribed in paragraph (c) of this sec
tion; 

(3) The cost plus method, described 
in paragraph (d) of this section; 

(4) The comparable profits method, 
described in § 1.482-5; 

(5) The profit split method, de
scribed in § 1.482-6; and 

(6) Unspecified methods, described 
in paragraph (e) of this section. 

(b) Comparable uncontrolled price 
method-(1) In general. The compa
rable uncontrolled price method eval
uates whether the amount charged in 
a controlled transaction is arm's 
length by reference to the amount 
charged in a comparable uncontrolled 
transaction. 

(2) Comparability and reliability 
considerations-(i) In general. Wheth-
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er results derived from applications of 
this method are the most reliable 
measure of the arm's length result 
must be determined using the factors 
described under the best method rule 
in § 1.482-1(c). The application of 
these factors under the comparable 
uncontrolled price method is dis
cussed in paragraph (b )(2)(ii) and (iii) 
of this section. 

(ii) Comparability-(A) In general. 
The degree of comparability between 
controlled and uncontrolled transac
tions is determined by applying the 
provisions of § 1.482-1(d). Although 
all of the factors described in 
§ 1.482-1 (d)(3) must be considered, 
similarity of products generally will 
have the greatest effect on compara
bility under this method. In addition, 
because even minor differences in 
contractual terms or economic condi
tions could materially affect the 
amount charged in an uncontrolled 
transaction, comparability under this 
method depends on close similarity 
with respect to these factors, or ad
justments to account for any differ
ences. The results derived from apply
ing the comparable uncontrolled price 
method generally will be the most 
direct and reliable measure of an 
arm's length price for the controlled 
transaction if an uncontrolled trans
action has no differences with the 
controlled transaction that would af
fect the price, or if there are only 
minor differences that have a definite 
and reasonably ascertainable effect on 
price and for which appropriate ad
justments are made. If such adjust
ments cannot be made, or if there are 
more than minor differences between 
the controlled and uncontrolled trans
actions, the comparable uncontrolled 
price method may be used, but the 
reliability of the results as a measure 
of the arm's length price will be 
reduced. Further, if there are material 
product differences for which reliable 
adjustments cannot be made, this 
method ordinarily will not provide a 
reliable measure of an arm's length 
result. 

(B) Adjustments for differences be
tween controlled and uncontrolled 
transactions. If there are differences 
between the controlled and uncon
trolled transactions that would affect 
price, adjustments should be made to 
the price of the uncontrolled transac
tion according to the comparability 
provisions of § 1.482-1 (d)(2). Specif-
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ic examples of the factors that may 
be particularly relevant to this meth
od include-

(1) Quality of the product; 
(2) Contractual terms, (e.g., scope 

and terms of warranties provided, 
sales or purchase volume, credit 
terms, transport terms); 

(3) Level of the market (i.e., whole
sale, retail, etc.); 

(4) Geographic market in which the 
transaction takes place; 

(5) Date of the transaction; 
(6) Intangible property associated 

with the sale; 
(7) Foreign currency risks; and 
(8) Alternatives realistically avail

able to the buyer and seller. 
(iii) Data and assumptions. The 

reliability of the results derived from 
the comparable uncontrolled price 
method is affected by the complete
ness and accuracy of the data used 
and the reliability of the assumptions 
made to apply the method. See 
§ 1.482-1(c) (Best method rule). 

(3) Arm's length range. See 
§ 1.482-1(e)(2) for the determination 
of an arm's length range. 

(4) Examples. The principles of this 
paragraph (b) are illustrated by the 
following examples. 

Example I-Comparable Sales of Same 
Product. USM, a U.S. manufacturer, sells the 
same product to both controlled and uncon
trolled distributors. The circumstances sur
rounding the controlled and uncontrolled trans
actions are substantially the same, except that 
the controlled sales price is a delivered price 
and the uncontrolled sales are made f.o.b. 
USM's factory. Differences in the contractual 
terms of transportation and insurance generally 
have a definite and reasonably ascertainable 
effect on price, and adjustments are made to 
the results of the uncontrolled transaction to 
account for such differences. No other material 
difference has been identified between the con
trolled and uncontrolled transactions. Because 
USM sells in both the controlled and uncon
trolled transactions, it is likely that all material 
differences between the two transactions have 
been identified. In addition, because the com
parable uncontrolled price method is applied to 
an uncontrolled comparable with no product 
differences, and there are only minor contrac
tual differences that have a definite and reason
ably ascertainable effect on price, the results of 
this application of the comparable uncontrolled 
price method will provide the most direct and 
reliable measure of an arm's length result. See 
§ 1.482-3(b)(2)(ii)(A). 

Example 2-Effect of Trademark. The facts 
are the same as in Example I, except that USM 
affixes its valuable trademark to the property 
sold in the controlled transactions, but does 
not affix its trademark to the property sold in 
the uncontrolled transactions. Under the facts 
of this case, the effect on price of the trade
mark is material and cannot be reliably esti
mated. Because there are material product 
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differences for which reliable adjustments can
not be made, the comparable uncontrolled 
price method is unlikely to provide a reliable 
measure of the arm's length result. See 
§ 1.482-3(b)(2)(ii)(A). 

Example 3-Minor Product Differences. The 
facts are the same as in Example I, except that 
USM, which manufactures business machines, 
makes minor modifications to the physical 
properties of the machines to satisfy specific 
requirements of a customer in controlled sales, 
but does not make these modifications in 
uncontrolled sales. If the minor physical differ
ences in the product have a material affect on 
prices, adjustments to account for these differ
ences must be made to the results of the 
uncontrolled transactions according to the pro
visions of § 1.482-I(d)(2), and such adjusted 
results may be used as a measure of the arm's 
length result. 

Example 4-Effect of Geographic Differenc
es. FM, a foreign specialty radio manufacturer, 
sells its radios to a controlled U.S. distributor, 
AM, that serves the West Coast of the United 
States. FM sells its radios to uncontrolled 
distributors to serve other regions in the United 
States. The product in the controlled and 
uncontrolled transactions is the same, and all 
other circumstances surrounding the controlled 
and uncontrolled transactions are substantially 
the same, other than the geographic differenc
es. If the geographic differences are unlikely to 
have a material effect on price, or they have 
definite and reasonably ascertainable effects for 
which adjustments are made, then the adjusted 
results of the uncontrolled sales may be used 
under the comparable uncontrolled price meth
od to establish an arm's length range pursuant 
to § 1.482-1(e)(iii)(A). If the effects of the 
geographic differences would be material but 
cannot be reliably ascertained, then the reliabil
ity of the results will be diminished. However, 
the comparable uncontrolled price method may 
still provide the most reliable measure of an 
arm's length result, pursuant to the best meth
od rule of § 1.482-1(c), and, if so, an arm's 
length range may be established pursuant to 
§ 1.482-I(e)(iii)(B). 

(5) Indirect evidence of comparable 
uncontrolled transactions-(i) In gen
eral. A comparable uncontrolled price 
may be derived from data from pub
lic exchanges or quotation media, but 
only if the following requirements are 
met-

(A) The data is widely and routine
ly used in the ordinary course of 
business in the industry to negotiate 
prices for uncontrolled sales; 

(B) The data derived from public 
exchanges or quotation media is used 
to set prices in the controlled transac
tion in the same way it is used by 
uncontrolled taxpayers in the indus
try; and 

(C) The amount charged in the 
controlled transaction is adjusted to 
reflect differences in product quality 
and quantity, contractual terms, 
transportation costs, market condi
tions, risks borne, and other factors 

that affect the price that would be 
agreed to by uncontrolled taxpayers. 

(ii) Limitation. Use of data from 
public exchanges or quotation media 
may not be appropriate under ex
traordinary market conditions. 

(iii) Examples. The following exam
ples illustrate this paragraph (b )(5). 

Example I-Use of Quotation Medium. (i) 
On June I, USOil, a United States corporation, 
enters into a contract to purchase crude oil 
from its foreign subsidiary, FS, in Country Z. 
USOil and FS agree to base their sales price On 
the average of the prices published for that 
crude in a quotation medium in the five days 
before August I, the date set for delivery. 
USOil and FS agree to adjust the price for the 
particular circumstances of their transactions, 
including the quantity of the crude sold, con
tractual terms, transportation costs, risks 
borne, and other factors that affect the price. 

(ii) The quotation medium used by USOil 
and FS is widely and routinely used in the 
ordinary course of business in the industry to 
establish prices for uncontrolled sales. Because 
USOil and FS use the data to set their sales 
price in the same way that unrelated parties use 
the data from the quotation medium to set 
their sales prices, and appropriate adjustments 
were made to account for differences, the price 
derived from the quotation medium used by 
USOil and FS to set their transfer prices will be 
considered evidence of a comparable uncon
trolled price. 

Example 2-Extraordinary Market Condi
tions. The facts are the same as in Example I, 
except that before USOil and FS enter into 
their contract, war breaks out in Countries X 
and Y, major oil producing countries, causing 
significant instability in world petroleum mar
kets. As a result, given the significant instabili
ty in the price of oil, the prices listed on the 
quotation medium may not reflect a reliable 
measure of an arm's length result. See 
§ 1.482-3(b )(5)(ii). 

(c) Resale price method-(1) In 
general. The resale price method eval
uates whether the amount charged in 
a controlled transaction is arm's 
length by reference to the gross profit 
margin realized in comparable uncon
trolled transactions. The resale price 
method measures the value of func
tions performed, and is ordinarily 
used in cases involving the purchase 
and resale of tangible property in 
which the reseller has not added sub
stantial value to the tangible goods by 
physically altering the goods before 
resale. For this purpose, packaging, 
repackaging, labelling, or minor as
sembly do not ordinarily constitute 
physical alteration. Further the resale 
price method is not ordinarily used in 
cases where the controlled taxpayer 
uses its intangible property to add 
substantial value to the tangible 
goods. 

(2) Determination of arm's length 
price-(i) In general. The resale price 



method measures an arm's length 
price by subtracting the appropriate 
gross profit from the applicable resale 
price for the property involved in the 
controlled transaction under review. 

(ii) Applicable resale price. The ap
plicable resale price is equal to either 
the resale price of the particular item 
of property involved or the price at 
which contemporaneous resales of the 
same property are made. If the prop
erty purchased in the controlled sale 
is resold to one or more related 
parties in a series of controlled sales 
before being resold in an uncontrolled 
sale, the applicable resale price is the 
price at which the property is resold 
to an uncontrolled party, or the price 
at which contemporaneous resales of 
the same property are made. In such 
case, the determination of the appro
priate gross profit will take into ac
count the functions of all members of 
the group participating in the series 
of controlled sales and final uncon
trolled resales, as well as any other 
relevant factors described in § 1.482-
l(d)(3). 

(iii) Appropriate gross profit. The 
appropriate gross profit is computed 
by mUltiplying the applicable resale 
price by the gross profit margin (ex
pressed as a percentage of total reve
nue derived from sales) earned in 
comparable uncontrolled transactions. 

(iv) Arm's length range. See 
§ 1.482-1 (e)(2) for determination of 
the arm's length range. 

(3) Comparability and reliability 
considerations-(i) In general. Wheth
er results derived from applications of 
this method are the most reliable 
measure of the arm's length result 
must be determined using the factors 
described under the best method rule 
in § 1.482-1(c). The application of 
these factors under the resale price 
method is discussed in paragraphs 
(c)(3)(ii) and (iii) of this section. 

(ii) Comparability-(A) Functional 
comparability. The degree of compa
rability between an uncontrolled 
transaction and a controlled transac
tion is determined by applying the 
comparability provisions of § 1.482-
1(d). A reseller's gross profit provides 
compensation for the performance of 
resale functions related to the product 
or products under review, including 
an operating profit in return for the 
reseller's investment of capital and 
the assumption of risks. Therefore, 
although all of the factors described 

in § 1.482-1 (d)(3) must be consid
ered, comparability under this meth
od is particularly dependent on simi
larity of functions performed, risks 
borne, and contractual terms, or ad
justments to account for the effects 
of any such differences. If possible, 
appropriate gross profit margins 
should be derived from comparable 
uncontrolled purchases and resales of 
the reseller involved in the controlled 
sale, because similar characteristics 
are more likely to be found among 
different resales of property made by 
the same reseller than among sales 
made by other resellers. In the ab
sence of comparable uncontrolled 
transactions involving the same re
seller, an appropriate gross pro fit 
margin may be derived from compa
rable uncontrolled transactions of 
other resellers. 

(B) Other comparability factors. 
Comparability under this method is 
less dependent on close physical simi
larity between the products trans
ferred than under the comparable 
uncontrolled price method. For exam
ple, distributors of a wide variety of 
consumer durables might perform 
comparable distribution functions 
without regard to the specific durable 
goods distributed. Substantial differ
ences in the products may, however, 
indicate significant functional differ
ences between the controlled and un
controlled taxpayers. Thus, it ordi
narily would be expected that the 
controlled and uncontrolled transac
tions would involve the distribution 
of products of the same general type 
(e.g., consumer electronics). Further
more, significant differences in the 
value of the distributed goods due, 
for example, to the value of a trade
mark, may also affect the reliability 
of the comparison. Finally, the reli
ability of profit measures based on 
gross profit may be adversely affected 
by factors that have less effect on 
prices. For example, gross profit may 
be affected by a variety of other 
factors, including cost structures (as 
reflected, for example, in the age of 
plant and equipment), business expe
rience (such as whether the business is 
in a start-up phase or is mature), or 
management efficiency (as indicated, 
for example, by expanding or con
tracting sales or executive compensa
tion over time). Accordingly, if mate
rial differences in these factors are 
identified based on objective evi-
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dence, the reliability of the analysis 
may be affected. 

(C) Adjustments for differences be
tween controlled and uncontrolled 
transactions. If there are material dif
ferences between the controlled and 
uncontrolled transactions that would 
affect the gross profit margin, adjust
ments should be made to the gross 
profit margin earned with respect to 
the uncontrolled transaction accord
ing to the comparability provisions of 
§ 1.482-1(d)(2). For this purpose, 
consideration of operating expenses 
associated with functions performed 
and risks assumed may be necessary, 
because differences in functions per
formed are often reflected in operat
ing expenses. If there are differences 
in functions performed, however, the 
effect on gross profit of such differ
ences is not necessarily equal to the 
differences in the amount of related 
operating expenses. Specific examples 
of the factors that may be particular
ly relevant to this method include-

(1) Inventory levels and turnover 
rates, and corresponding risks, in
cluding any price protection programs 
offered by the manufacturer; 

(2) Contractual terms (e.g., scope 
and terms of warranties provided, 
sales or purchase volume, credit 
terms, transport terms); 

(3) Sales, marketing, advertising 
programs and services, (including 
promotional programs, rebates, and 
co-op advertising); 

(4) The level of the market (e.g., 
wholesale, retail, etc.); and 

(5) Foreign currency risks. 
(D) Sales agent. If the controlled 

taxpayer is comparable to a sales 
agent that does not take title to goods 
or otherwise assume risks with respect 
to ownership of such goods, the com
mission earned by such sales agent, 
expressed as a percentage of the un
controlled sales price of the goods 
involved, may be used as the compa
rable gross profit margin. 

(iii) Data and assumptions-(A) In 
general. The reliability of the results 
derived from the resale price method 
is affected by the completeness and 
accuracy of the data used and the 
reliability of the assumptions made to 
apply this method. See § 1.482-1(c) 
(Best method rule). 

(B) Consistency in accounting. The 
degree of consistency in accounting 
practices between the controlled 
transaction and the uncontrolled com-
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parables that materially affect the 
gross profit margin affects the reli
ability of the result. Thus, for exam
ple, if differences in inventory and 
other cost accounting practices would 
materially affect the gross profit mar
gin, the ability to make reliable ad
justments for such differences would 
affect the reliability of the results. 
Further, the controlled transaction 
and the uncontrolled comparable 
should be consistent in the reporting 
of items (such as discounts, returns 
and allowances, rebates, transporta
tion costs, insurance, and packaging) 
between cost of goods sold and oper
ating expenses. 

(4) Examples. The following exam
ples illustrate the principles of this 
paragraph (c). 

Example 1. A controlled taxpayer sells prop
erty to another member of its controlled group 
that resells the property in uncontrolled sales. 
There are no changes in the beginning and 
ending inventory for the year under review. 
Information regarding an uncontrolled compa
rable is sufficiently complete to conclude that it 
is likely that all material differences between 
the controlled and uncontrolled transactions 
have been identified and adjusted for. If the 
applicable resale price of the property involved 
in the controlled sale is $100 and the appropri
ate gross profit margin is 20070, then an arm's 
length result of the controlled sale is a price of 
$80 ($100 minus (20070 x $100)). 

Example 2. (i) S, a U.S. corporation, is the 
exclusive distributor for FP, its foreign parent. 
There are no changes in the beginning and 
ending inventory for the year under review. S's 
total reported cost of goods sold is $800, 
consisting of $600 for property purchased from 
FP and $200 of other costs of goods sold 
incurred to unrelated parties. S's applicable 
resale price and reported gross profit are as 
follows: 

Applicable resale price 
Cost of goods sold 

Cost of purchases from FP 
Costs incurred to unrelated 

parties 

Reported gross profit 

$1000 

600 

200 

$200 
(ii) The district director determines that the 

appropriate gross profit margin is 25070. There
fore, S's appropriate gross profit is $250 (i.e., 
25070 of the applicable resale price of $1000). 
Because S is incurring costs of sales to unrelat
ed parties, an arm's length price for property 
purchased from FP must be determined under 
a two-step process. First, the appropriate gross 
profit ($250) is subtracted from the applicable 
resale price ($1000). The resulting amount 
($750) is then reduced by the costs of sales 
incurred to unrelated parties ($200). Therefore, 
an arm's length price for S's cost of sales of 
FP's product in this case equals $550 (i.e., $750 
minus $200). 

Example 3. FP, a foreign manufacturer, sells 
Product to USSub, its U.S. subsidiary, which 
in turn sells Product to its domestic affiliate 
Sister. Sister sells Product to unrelated buyers. 
In this case, the applicable resale price is the 
price at which Sister sells Product in uncon-
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trolled transactions. The determination of the 
appropriate gross profit margin for the sale 
from FP to USSub will take into account the 
functions performed by USSub and Sister, as 
well as other relevant factors described in 
§ 1.482-1 (d)(3). 

Example 4. (i) USSub, a U.S. corporation, is 
the exclusive distributor of widgets for its 
foreign parent. To determine whether the gross 
profit margin of 25070 earned by USSub is an 
arm's length result, the district director consid
ers applying the resale price method. There are 
several uncontrolled distributors that perform 
similar functions under similar circumstances in 
uncontrolled transactions. However, the uncon
trolled distributors treat certain costs such as 
discounts and insurance as cost of goods sold, 
while USSub treats such costs as operating 
expenses. In such cases, accounting reclassifica
tions, pursuant to § 1,482-3(c)(iii)(B), must be 
made to ensure consistent treatment of such 
material items. Inability to make such account
ing reclassifications will decrease the reliability 
of the results of the uncontrolled transactions. 

Example 5. (i) USP, a U.S. corporation, 
manufactures Product X, an unbranded wid
get, and sells it to FSub, its wholly owned 
foreign subsidiary. FSub acts as a distributor 
of Product X in country M, and sells it to 
uncontrolled parties in that country. Uncon
trolled distributors A, B, C, D, and E distrib
ute competing products of approximately simi
lar value in country M. All such products are 
unbranded. 

(ii) Relatively complete data is available re
garding the functions performed and risks 
borne by the uncontrolled distributors and the 
contractual terms under which they operate in 
the uncontrolled transactions. In addition, data 
is available to ensure accounting consistency 
between all of the uncontrolled distributors and 
FSub. Because the available data is sufficiently 
complete and accurate to conclude that it is 
likely that all material differences between the 
controlled and uncontrolled transactions have 
been identified, such differences have a definite 
and reasonably ascertainable effect, and reli
able adjustments are made to account for such 
differences, the results of each of the uncon
trolled distributors may be used to establish an 
arm's length range pursuant to § 1.482-I(e)(2)
(iii)(A). 

Example 6. The facts are the same as Exam
ple 5, except that sufficient data is not avail
able to determine whether any of the uncon
trolled distributors provide warranties or to 
determine the payment terms of the contracts. 
Because differences in these contractual terms 
could materially affect price or profits, the 
inability to determine whether these differences 
exist between the controlled and uncontrolled 
transactions diminishes the reliability of the 
results of the uncontrolled comparables. How
ever, the reliability of the results may be 
enhanced by the application of a statistical 
method when establishing an arm's length 
range pursuant to § 1.482-I(e)(2)(iii)(B). 

Example 7. The facts are the same as in 
Example 5, except that Product X is branded 
with a valuable trademark that is owned by P. 
A, B, and C distribute unbranded competing 
products, while D and E distribute products 
branded with other trademarks. D and E do 
not own any rights in the trademarks under 
which their products are sold. The value of the 
products that A, B, and C sold are not similar 
to the value of the products sold by S. The 

value of products sold by D and E, however, is 
similar to that of Product X. Although close 
product similarity is not as important for a 
reliable application of the resale price method 
as for the comparable uncontrolled price meth
od, significant differences in the value of the 
products involved in the controlled and uncon
trolled transactions may affect the reliability of 
the results. In addition, because in this case it 
is difficult to determine the effect the trade
mark will have on price or profits, reliable 
adjustments for the differences cannot be 
made. Because D and E have a higher level of 
comparability than A, B, and C with respect to 
S, pursuant to § 1.482-1 (e)(2)(ii), only D and 
E may be included in an arm's length range. 

(d) Cost plus method-(l) In gener
al. The cost plus method evaluates 
whether the amount charged in a 
controlled transaction is arm's length 
by reference to the gross profit mark
up realized in comparable uncon
trolled transactions. The cost plus 
method is ordinarily used in cases 
involving the manufacture, assembly, 
or other production of goods that are 
sold to related parties. 

(2) Determination of arm's length 
price-(i) In general. The cost plus 
method measures an arm's length 
price by adding the appropriate gross 
profit to the controlled taxpayer's 
costs of producing the property in
volved in the controlled transaction. 

(ii) Appropriate gross profit. The 
appropriate gross' profit is computed 
by multiplying the controlled taxpay
er's cost of producing the transferred 
property by the gross profit markup, 
expressed as a percentage of cost, 
earned in comparable uncontrolled 
transactions. 

(iii) Arm's length range. See 
§ 1.482-1(e)(2) for determination of 
an arm's length range. 

(3) Comparability and reliability 
considerations-(i) In general. Wheth
er results derived from the application 
of this method are the most reliable 
measure of the arm's length result 
must be determined using the factors 
described under the best method rule 
in § 1.482-1(c). 

(ii) Comparability-(A) Functional 
comparability. The degree of compa
rability between controlled and un
controlled transactions is determined 
by applying the comparability provi
sions of § 1.482-1 (d). A producer's 
gross profit provides compensation 
for the performance of the produc
tion functions related to the product 
or products under review, including 
an operating profit for the producer'S 
investment of capital and assumption 
of risks. Therefore, although all of 



the factors described in § 1.482-1 (d)
(3) must be considered, comparability 
under this method is particularly de
pendent on similarity of functions 
performed, risks borne, and contrac
tual terms, or adjustments to account 
for the effects of any such differenc
es. If possible, the appropriate gross 
profit markup should be derived from 
comparable uncontrolled transactions 
of the taxpayer involved in the con
trolled sale, because similar character
istics are more likely to be found 
among sales of property by the same 
producer than among sales by other 
producers. In the absence of such 
sales, an appropriate gross profit 
markup may be derived from compa
rable uncontrolled sales of other pro
ducers whether or not such producers 
are members of the same controlled 
group. 

(B) Other comparability factors. 
Comparability under this method is 
less dependent on close physical simi
larity between the products trans
ferred than under the comparable un
controlled price method. Substantial 
differences in the products may, how
ever, indicate significant functional 
differences between the controlled 
and uncontrolled taxpayers. Thus, it 
ordinarily would be expected that the 
controlled and uncontrolled transac
tions involve the production of goods 
within the same product categories. 
Furthermore, significant differences 
in the value of the products due, for 
example, to the value of a trademark, 
may also affect the reliability of the 
comparison. Finally, the reliability of 
profit measures based on gross profit 
may be adversely affected by factors 
that have less effect on prices. For 
example, gross profit may be affected 
by a variety of other factors, includ
ing cost structures (as reflected, for 
example, in the age of plant and 
equipment), business experience (such 
as whether the business is in a start
up phase or is mature), or manage
ment efficiency (as indicated, for ex
ample, by expanding or contracting 
sales or executive compensation over 
time). Accordingly, if material dif
ferences in these factors are identi
fied based on objective evidence, the 
reliability of the analysis may be af
fected. 

(C) Adjustments for differences be
tween controlled and uncontrolled 
transactions. If there are material dif
ferences between the controlled and 

uncontrolled transactions that would 
affect the gross profit markup, ad
justments should be made to the 
gross profit markup earned in the 
comparable uncontrolled transaction 
according to the provisions of 
§ 1.482-1(d)(2). For this purpose, 
consideration of the operating expens
es associated with the functions per
formed and risks assumed may be 
necessary, because differences in 
functions performed are often reflect
ed in operating expenses. If there are 
differences in functions performed, 
however, the effect on gross profit of 
such differences is not necessarily 
equal to the differences in the amount 
of related operating expenses. Specific 
examples of the factors that may be 
particularly relevant to this method 
include-

(1) The complexity of manufactur
ing or assembly; 

(2) Manufacturing, production, and 
process engineering; 

(3) Procurement, purchasing, and 
inventory control activities; 

(4) Testing functions; 
(5) Selling, general, and administra

tive expenses; 
(6) Foreign currency risks; and 
(7) Contractual terms (e.g., scope 

and terms of warranties provided, 
sales or purchase volume, credit 
terms, transport terms). 

(D) Purchasing agent. If a con
trolled taxpayer is comparable to a 
purchasing agent that does not take 
title to property or otherwise assume 
risks with respect to ownership of 
such goods, the commission earned 
by such purchasing agent, expressed 
as a percentage of the purchase price 
of the goods, may be used as the 
appropriate gross profit markup. 

(iii) Data and assumptions-(A) In 
general. The reliability of the results 
derived from the cost plus method is 
affected by the completeness and ac
curacy of the data used and the 
reliability of the assumptions made to 
apply this method. See § 1.482-1(c) 
(Best method rule). 

(B) Consistency in accounting. The 
degree of consistency in accounting 
practices between the controlled 
transaction and the uncontrolled com
parables that materially affect the 
gross profit margin affects the reli
ability of the result. Thus, for exam
ple, if differences in inventory and 
other cost accounting practices would 
materially affect the gross profit 
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markup, the ability to make reliable 
adjustments for such differences 
would affect the reliability of the 
results. Further, the controlled trans
action and the comparable uncon
trolled transaction should be consis
tent in the reporting of costs between 
cost of goods sold and operating 
expenses. The term cost of producing 
includes the cost of acquiring proper
ty that is held for resale. 

(4) Examples. The following exam
ples illustrate the principles of this 
paragraph (d). 

Example 1. (i) USP, a domestic manufactur
er of computer components, sells its products 
to FS, its foreign distributor. UTI, UT2, and 
UT3 are domestic computer component manu
facturers that sell to uncontrolled foreign pur
chasers. 

(ii) Relatively complete data is available re
garding the functions performed and risks 
borne by UTI, UT2, and UT3, and the con
tractual terms in the uncontrolled transactions. 
In addition, data is available to ensure account
ing consistency between all of the uncontrolled 
manufacturers and USP. Because the available 
data is sufficiently complete to conclude that it 
is likely that all material differences between 
the controlled and uncontrolled transactions 
have been identified, the effect of the differ
ences are definite and reasonably ascertainable, 
and reliable adjustments are made to account 
for the differences, an arm's length range can 
be established pursuant to § 1.482-I(e)(2)
(iii)(A). 

Example 2. The facts are the same as in 
Example 1, except that USP accounts for 
supervisory, general, and administrative costs 
as operating expenses, which are not allocated 
to its sales to FS. The gross profit markups of 
UTI, UT2, and UT3, however, reflect supervi
sory, general, and administrative expenses be
cause they are accounted for as costs of goods 
sold. Accordingly, the gross profit markups of 
UTI, UT2, and UT3 must be adjusted as 
provided in paragraph (d)(3)(iii)(B) of this sec
tion to provide accounting consistency. If data 
is not sufficient to determine whether such 
accounting differences exist between the con
trolled and uncontrolled transactions, the reli
ability of the results will be decreased. 

Example 3. The facts are the same as in 
Example 1, except that under its contract with 
FS, USP uses materials consigned by FS. UTI, 
UT2, and UT3, on the other hand, purchase 
their own materials, and their gross profit 
markups are determined by including the costs 
of materials. The fact that USP does not carry 
an inventory risk by purchasing its own materi
als while the uncontrolled producers carry in
ventory is a significant difference that may 
require an adjustment if the difference has a 
material effect on the gross profit markups of 
the uncontrolled producers. Inability to reason
ably ascertain the effect of the difference on 
the gross profit markups will affect the reliabil
ity of the results of UTI, UT2, and UT3. 

Example 4. (i) FS, a foreign corporation, 
produces apparel for USP, its U.S. parent 
corporation. FS purchases its materials from 
unrelated suppliers and produces the apparel 
according to designs provided by USP. The 
district director identifies 10 uncontrolled for-
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eign apparel producers that operate in the same 
geographic market and are similar in many 
respect to FS. 

(ii) Relatively complete data is available re
garding the functions performed and risks 
borne by the uncontrolled producers. In addi
tion, data is sufficiently detailed to permit 
adjustments for differences in accounting prac
tices. However, sufficient data is not available 
to determine whether it is likely that all materi
al differences in contractual terms have been 
identified. For example, it is not possible to 
determine which parties in the uncontrolled 
transactions bear currency risks. Because dif
ferences in these contractual terms could mate
rially affect price or profits, the inability to 
determine whether differences exist between the 
controlled and uncontrolled transactions will 
diminish the reliability of these results. There
fore, the reliability of the results of the uncon
trolled transactions must be enhanced by the 
application of a statistical method in establish
ing an arm's length range pursuant to 
§ 1.482-\ (e)(2)(iii)(B). 

(e) Unspecified methods-(1) In 
general. Methods not specified in 
paragraphs (a)(1), (2), (3), (4), and (5) 
of this section may be used to evalu
ate whether the amount charged in a 
controlled transaction is arm's length. 
Any method used under this para
graph (e) must be applied in accord
ance with the provIsIons of 
§ 1.482-1. Consistent with the speci
fied methods, an unspecified method 
should take into account the general 
principle that uncontrolled taxpayers 
evaluate the terms of a transaction by 
considering the realistic alternatives to 
that transaction, and only enter into a 
particular transaction if none of the 
alternatives is preferable to it. For 
example, the comparable uncontrolled 
price method compares a controlled 
transaction to similar uncontrolled 
transactions to provide a direct esti
mate of the price to which the parties 
would have agreed had they resorted 
directly to a market alternative to the 
controlled transaction. Therefore, in 
establishing whether a controlled 
transaction achieved an arm's length 
result, an unspecified method should 
provide information on the prices or 
profits that the controlled taxpayer 
could have realized by choosing a 
realistic alternative to the controlled 
transaction. As with any method, an 
unspecified method will not be ap
plied unless it provides the most reli
able measure of an arm's length re
sult under the principles of the best 
method rule. See § 1.482-1(c). There
fore, in accordance with § 1.482-1(d) 
(Comparability), to the extent that a 
method relies on internal data rather 
than uncontrolled comparables, its re
liability will be reduced. Similarly, the 
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reliability of a method will be affect
ed by the reliability of the data and 
assumptions used to apply the meth
od, including any projections used. 

(2) Example. The following exam
ple illustrates an application of the 
principle of this paragraph (e). 

Example. Amcan, a U.S. company, produces 
unique vessels for storing and transporting 
toxic waste, toxicans, at its U.S. production 
facility. Amcan agrees by contract to supply its 
Canadian subsidiary, Cancan, with 4000 toxi
cans per year to serve the Canadian market for 
toxicans. Prior to entering into the contract 
with Cancan, Amcan had received a bona fide 
offer from an independent Canadian waste 
disposal company, Cando, to serve as the 
Canadian distributor for toxicans and to pur
chase a similar number of toxicans at a price of 
$5,000 each. If the circumstances and terms of 
the Cancan supply contract are sufficiently 
similar to those of the Cando offer, or suffi
ciently reliable adjustments can be made for 
differences between them, then the Cando offer 
price of $5,000 may provide reliable informa
tion indicating that an arm's length consider
ation under the Cancan contract will not be 
less than $5,000 per toxican. 

(f) Coordination with intangible 
property rules. The value of an item 
of tangible property may be affected 
by the value of intangible property, 
such as a trademark affixed to the 
tangible property (embedded intangi
ble). Ordinarily, the transfer of tangi
ble property with an embedded intan
gible will not be considered a transfer 
of such intangible if the controlled 
purchaser does not acquire any rights 
to exploit the intangible property oth
er than rights relating to the resale of 
the tangible property under normal 
commercial practices. Pursuant to 
§ 1.482-1(d)(3)(v), however, the em
bedded intangible must be accounted 
for in evaluating the comparability of 
the controlled transaction and uncon
trolled comparables. For example, be
cause product comparability has the 
greatest effect on an application of 
the comparable uncontrolled price 
method, trademarked tangible proper
ty may be insufficiently comparable 
to unbranded tangible property to 
permit a reliable application of the 
comparable uncontrolled price meth
od. The effect of embedded intangi
bles on comparability will be deter
mined under the principles of 
§ 1.482-4. If the transfer of tangible 
property conveys to the recipient a 
right to exploit an embedded intangi
ble (other than in connection with the 
resale of that item of tangible proper
ty), it may be necessary to determine 
the arm's length consideration for 
such intangible separately from the 

tangible property, applying methods 
appropriate to determining the arm's 
length result for a transfer of intangi
ble property under § 1.482-4. For 
example, if the transfer of a machine 
conveys the right to exploit a manu
facturing process incorporated in the 
machine, then the arm's length con
sideration for the transfer of that 
right must be determined separately 
under § 1.482-4. 

§ 1.482-4 Methods to determine 
taxable income in connection with a 
transfer of intangible property. 

(a) In general. The arm's length 
amount charged in a controlled trans
fer of intangible property must be 
determined under one of the four 
methods listed in this paragraph (a). 
Each of the methods must be applied 
in accordance with all of the provi
sions of § 1.482-1, including the best 
method rule of § 1.482-1(c), the 
comparability analysis of § 1.482-
l(d), and the arm's length range of 
§ 1.482-1 (e). The arm's length con
sideration for the transfer of an in
tangible determined under this sec
tion must be commensurate with 
the income attributable to the intangi
ble. See § 1.482-4(f)(2) (Periodic ad
justments). The available methods 
are-

(1) The comparable uncontrolled 
transaction method, described in 
paragraph (c) of this section; 

(2) The comparable profits method, 
described in § 1.482-5; 

(3) The profit split method, de
scribed in § 1.482-6; and 

(4) Unspecified methods described 
in paragraph (d) of this section. 

(b) Definition of intangible. For 
purposes of section 482, an intangible 
is an asset that comprises any of the 
following items and has substantial 
value independent of the services of 
any individual-

(1) Patents, inventions, formulae, 
processes, designs, patterns, or know
how; 

(2) Copyrights and literary, musi
cal, or artistic compositions; 

(3) Trademarks, trade names, or 
brand names; 

(4) Franchises, licenses, or con
tracts; 

(5) Methods, programs, systems, 
procedures, campaigns, surveys, stud
ies, forecasts, estimates, customer 
lists, or technical data; and 



(6) Other similar items. For pur
poses of section 482, an item is con
sidered similar to those listed in para
graph (b)(l) through (5) of this 
section if it derives its value not from 
its physical attributes but from its 
intellectual content or other intangible 
properties. 

(c) Comparable uncontrolled trans
action method-(I) In general. The 
comparable uncontrolled transaction 
method evaluates whether the amount 
charged for a controlled transfer of 
intangible property was arm's length 
by reference to the amount charged in 
a comparable uncontrolled transac
tion. The amount determined under 
this method may be adjusted as re
quired by paragraph (f)(2) of this 
section (Periodic adjustments). 

(2) Comparability and reliability 
considerations-(i) In general. Wheth
er results derived from applications of 
this method are the most reliable 
measure of an arm's length result is 
determined using the factors de
scribed under the best method rule in 
§ 1.482-1(c). The application of these 
factors under the comparable uncon
trolled transaction method is dis
cussed in paragraphs (c)(2)(ii), (iii), 
and (iv) of this section. 

(ii) Reliability. If an uncontrolled 
transaction involves the transfer of 
the same intangible under the same, 
or substantially the same, circum
stances as the controlled transaction, 
the results derived from applying the 
comparable uncontrolled transaction 
method will generally be the most 
direct and reliable measure of the 
arm's length result for the controlled 
transfer of an intangible. Circum
stances between the controlled and 
uncontrolled transactions will be con
sidered substantially the same if there 
are at most only minor differences 
that have a definite and reasonably 
ascertainable effect on the amount 
charged and for which appropriate 
adjustments are made. If such uncon
trolled transactions cannot be identi
fied, uncontrolled transactions that 
involve the transfer of comparable 
intangibles under comparable circum
stances may be used to apply this 
method, but the reliability of the 
analysis will be reduced. 

(iii) Comparability-(A) In general. 
The degree of comparability between 
controlled and uncontrolled transac
tions is determined by applying the 
comparability provisions of § 1.482-

l(d). Although all of the factors de
scribed in § 1.482-1(d)(3) must be 
considered, specific factors may be 
particularly relevant to this method. 
In particular, the application of this 
method requires that the controlled 
and uncontrolled transactions involve 
either the same intangible property or 
comparable intangible property, as 
defined in paragraph (c)(2)(iii)(B)(l) 
of this section. In addition, because 
differences in contractual terms, or 
the economic conditions in which 
transactions take place, could materi
ally affect the amount charged, com
parability under this method also de
pends on similarity with respect to 
these factors, or adjustments to ac
count for material differences in such 
circumstances. 

(B) Factors to be considered in 
determining comparability-(l) Com
parable intangible property. In order 
for the intangible property involved 
in an uncontrolled transaction to be 
considered comparable to the intangi
ble property involved in the con
trolled transaction, both intangibles 
must-

(I) Be used in connection with simi
lar products or processes within the 
same general industry or market; and 

(b) Have similar profit potential. 
The profit potential of an intangible 
is most reliably measured by directly 
calculating the net present value of 
the benefits to be realized (based on 
prospective profits to be realized or 
costs to be saved) through the use or 
subsequent transfer of the intangible, 
considering the capital investment and 
start-up expenses required, the risks 
to be assumed, and other relevant 
considerations. The need to reliably 
measure profit potential increases in 
relation to both the total amount of 
potential profits and the potential 
rate of return on investment necessary 
to exploit the intangible. If the infor
mation necessary to directly calculate 
net present value of the benefits to be 
realized is unavailable, and the need 
to reliably measure profit potential is 
reduced because the potential profits 
are relatively small in terms of total 
amount and rate of return, compari
son of profit potential may be based 
upon the factors referred to in para
graph (c)(2)(iii)(B)(2) of this section. 
See Example 3 of § 1.482-4(c)(4). 
Finally, the reliability of a measure of 
profit potential is affected by the 
extent to which the profit attributable 
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to the intangible can be isolated from 
the profit attributable to other fac
tors, such as functions performed and 
other resources employed. 

(2) Comparable circumstances. In 
evaluating the comparability of the 
circumstances of the controlled and 
uncontrolled transactions, although 
all of the factors described in 
§ 1.482-1(d)(3) must be considered, 
specific factors that may be particu
larly relevant to this method include 
the following-

(l) The terms of the transfer, in
cluding the exploitation rights granted 
in the intangible, the exclusive or 
nonexclusive character of any rights 
granted, any restrictions on use, or 
any limitations on the geographic 
area in which the rights may be 
exploited; 

(b) The stage of development of the 
intangible (including, where appropri
ate, necessary governmental approv
als, authorizations, or licenses) in the 
market in which the intangible is to 
be used; 

(ib) Rights to receive updates, revi
sions, or modifications of the intangi
ble; 

(iv) The uniqueness of the property 
and the period for which it remains 
unique, including the degree and du
ration of protection afforded to the 
property under the laws of the rele
vant countries; 

(v) The duration of the license, 
contract, or other agreement, and any 
termination or renegotiation rights; 

(VI) Any economic and product lia
bility risks to be assumed by the 
transferee; 

(vb) The existence and extent of 
any collateral transactions or ongoing 
business relationships between the 
transferee and transferor; and 

(viii) The functions to be per
formed by the transferor and trans
feree, including any ancillary or sub
sidiary services. 

(iv) Data and assumptions. The 
reliability of the results derived from 
the comparable uncontrolled transac
tion method is affected by the com
pleteness and accuracy of the data 
used and the reliability of the as
sumptions made to apply this meth
od. See § 1.482-1(c) (Best method 
rule). 

(3) Arm's length range. See 
§ 1.482-1(e)(2) for the determination 
of an arm's length range. 
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(4) Examples. The following exam

ples illustrate the principles of this 
paragraph (c). 

Example 1. (i) USpharm, a U.S. pharmaceu
tical company, develops a new drug Z that is a 
safe and effective treatment for the disease 
zeezee. Uspharm has obtained patents covering 
drug Z in the United States and in various 
foreign countries. Uspharm has also obtained 
the regulatory authorizations necessary to mar
ket drug Z in the United States and in foreign 
countries. 

(ii) USpharm licenses its subsidiary in coun
try X, Xpharm, to produce and sell drug Z in 
country X. At the same time, it licenses an 
unrelated company, Ydrug, to produce and sell 
drug Z in country Y, a neighboring country. 
Prior to licensing the drug, USpharm had 
obtained patent protection and regulatory ap
provals in both countries and both countries 
provide similar protection for intellectual prop
erty rights. Country X and country Yare 
similar countries in terms of population, per 
capita income and the incidence of disease 
zeezee. Consequently, drug Z is expected to sell 
in similar quantities and at similar prices in 
both countries. In addition, costs of producing 
and marketing drug Z in each country are 
expected to be approximately the same. 

(iii) USpharm and Xpharm establish terms 
for the license of drug Z that are identical in 
every material respect, including royalty rate, 
to the terms established between USpharm and 
Y drug. In this case the district director deter
mines that the royalty rate established in the 
Y drug license agreement is a reliable measure 
of the arm's length royalty rate for the 
Xpharm license agreement. 

Example 2. The facts are the same as in 
Example 1, except that the incidence of the 
disease zeezee in Country Y is much higher 
than in Country X. In this case, the profit 
potential from exploitation of the right to 
make and sell drug Z is likely to be much 
higher in country Y than it is in Country X. 
Consequently, the Ydrug license agreement is 
unlikely to provide a reliable measure of the 
arm's length royalty rate for the Xpharm 
license. 

Example 3 (i) FP, is a foreign company that 
designs, manufactures and sells industrial 
equipment. FP has developed proprietary com
ponents that are incorporated in its products. 
These components are important in the opera
tion of FP's equipment and some of them have 
distinctive features, but other companies pro
duce similar components and none of these 
components by itself accounts for a substantial 
part of the value of FP's products. 

(ii) FP licenses its U.S. subsidiary, USSub, 
exclusive North American rights to use the 
patented technology for producing component 
X, a heat exchanger used for cooling operating 
mechanisms in industrial equipment. Compo
nent X incorporates proven technology that 
makes it somewhat more efficient than the heat 
exchangers commonly used in industrial equip
ment. FP also agrees to provide technical 
support to help adapt component X to US
Sub's products and to assist with initial pro
duction. Under the terms of the license agree
ment USSub pays FP a royalty equal to 3 
percent of sales of USSub equipment incorpo
rating component X. 

(iii) FP does not license unrelated parties to 
use component X, but many similar compo
nents are transferred between uncontrolled tax-
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payers. Consequently, the district director de
cides to apply the comparable uncontrolled 
transaction method to evaluate whether the 3 
percent royalty for component X is an arm's 
length royalty. 

(iv) The district director uses a database of 
company documents filed with the Securities 
and Exchange Commission (SEC) to identify 
potentially comparable license agreements be
tween uncontrolled taxpayers that are on file 
with the SEC. The district director identifies 40 
license agreements that were entered into in the 
same year as the controlled transfer or in the 
prior or following year, and that relate to 
transfers of technology associated with indus
trial equipment that has similar applications to 
USSub's products. Further review of these 
uncontrolled agreements indicates that 25 of 
them involved components that have a similar 
level of technical sophistication as component 
X and could be expected to play a similar role 
in contributing to the total value of the final 
product. 

(v) The district director makes a detailed 
review of the terms of each of the 25 uncon
trolled agreements and finds that 15 of them 
are similar to the controlled agreement in that 
they all involve--

(A) The transfer of exclusive rights for the 
North American market; 

(B) Products for which the market could be 
expected to be of a similar size to the market 
for the products into which USSub incorpo
rates component X; 

(C) The transfer of patented technology; 
(D) Continuing technical support; 
(E) Access to technical improvements; 
(F) Technology of a similar age; and 

(G) A similar duration of the agreement. 
(vi) Based on these factors and the fact that 

none of the components to which these license 
agreements relate accounts for a substantial 
part of the value of the final products, the 
district director concludes that these fifteen 
intangibles have similar profit potential to the 
component X technology. 

(vii) The 15 uncontrolled comparables pro
duce the following royalty rates: 

Royalty rate 
License (percent) 

I 1.0 
2 1.0 
3 1.25 
4 1.25 
5 1.5 
6 1.5 
7 1.75 
8 2.0 
9 2.0 

10 2.0 
II 2.25 
12 2.5 
13 2.5 
14 2.75 
15 3.0 

(viii) Although the uncontrolled com parables 
are clearly similar to the controlled transaction, 
it is likely that unidentified material differences 
exist between the uncontrolled com parables and 
the controlled transaction. Therefore, an ap
propriate statistical technique must be used to 
establish the arm's length range. In this case 
the district director uses the interquartile range 
to determine the arm's length range. Therefore, 
the arm's length range covers royalty rates 
from 1.25 to 2.5 percent, and an adjustment is 

warranted to the 3 percent royalty charged in 
the controlled transfer. The district director 
determines that the appropriate adjustment cor
responds to a reduction in the royalty rate to 
2.0 percent, which is the median of the uncon
trolled com parables. 

Example 4. (i) USdrug, a U.S. pharmaceuti
cal company, has developed a new drug, No
split, that is useful in treating migraine head
aches and produces no significant side effects. 
Nosplit replaces another drug, Lessplit, that 
USdrug had previously produced and marketed 
as a treatment for migraine headaches. A 
number of other drugs for treating migraine 
headaches are already on the market, but 
Nosplit can be expected rapidly to dominate 
the worldwide market for such treatments and 
to command a premium price since all other 
treatments produce side effects. Thus, USdrug 
projects that extraordinary profits will be de
rived from Nosplit in the U.S. market and 
other markets. 

(ii) USdrug licenses its newly established 
European subsidiary, Eurodrug, the rights to 
produce and market Nosplit in the European 
market. In setting the royalty rate for this 
license, USdrug considers the royalty that it 
established previously when it licensed the right 
to produce and market Lessplit in the Europe
an market to an unrelated European pharma
ceutical company. In many respects the two 
license agreements are closely comparable. The 
drugs were licensed at the same stage in their 
development and the agreements conveyed 
identical rights to the licensees. Moreover, 
there appear to have been no significant chang
es in the European market for migraine head
ache treatments since Lessplit was licensed. 
However, at the time that Lessplit was licensed 
there were several other similar drugs already 
on the market to which Lessplit was not in all 
cases superior. Consequently, the projected and 
actual Lessplit profits were substantially less 
than the projected Nosplit profits. Thus, US
drug concludes that the profit potential of 
Lessplit is not similar to the profit potential of 
Nosplit, and the Lessplit license agreement 
consequently is not a comparable uncontrolled 
transaction for purposes of this paragraph (c) 
in spite of the other indicia of comparability 
between the two intangibles. 

(d) Unspecified methods-(l) In 
general. Methods not specified in 
paragraphs (a)(l), (2), and (3) of this 
section may be used to evaluate 
whether the amount charged in a 
controlled transaction is arm's length. 
Any method used under this para
graph (d) must be applied in accord
ance with the prOVISIOns of 
§ 1 .482-1. Consistent with the speci
fied methods, an unspecified method 
should take into account the general 
principle that uncontrolled taxpayers 
evaluate the terms of a transaction by 
considering the realistic alternatives to 
that transaction, and only enter into a 
particular transaction if none of the 
alternatives is preferable to it. For 
example, the comparable uncontrolled 
transaction method compares a con
trolled transaction to similar uncon
trolled transactions to provide a di-



rect estimate of the price the parties 
would have agreed to had they resort
ed directly to a market alternative to 
the controlled transaction. Therefore, 
in establishing whether a controlled 
transaction achieved an arm's length 
result, an unspecified method should 
provide information on the prices or 
profits that the controlled taxpayer 
could have realized by choosing a 
realistic alternative to the controlled 
transaction. As with any method, an 
unspecified method will not be ap
plied unless it provides the most reli
able measure of an arm's length re
sult under the principles of the best 
method rule. See § 1.482-1(c). There
fore, in accordance with § 1.482-1(d) 
(Comparability), to the extent that a 
method relies on internal data rather 
than uncontrolled comparables, its 
reliability will be reduced. Similarly, 
the reliability of a method will be 
affected by the reliability of the data 
and assumptions used to apply the 
method, including any projections 
used. 

(2) Example. The following exam
ple illustrates an application of the 
principle of this paragraph (d). 

Example. (i) USbond is a U.S. company that 
licenses to its foreign subsidiary, Eurobond, a 
proprietary process that permits the manufac
ture of Longbond, a long-lasting industrial 
adhesive, at a substantially lower cost than 
otherwise would be possible. Using the propri
etary process, Eurobond manufactures Long
bond and sells it to related and unrelated 
parties for the market price of $550 per ton. 
Under the terms of the license agreement, 
Eurobond pays USbond a royalty of $100 per 
ton of Longbond sold. US bond also manufac
tures and markets Longbond in the United 
States. 

(ii) In evaluating whether the consideration 
paid for the transfer of the proprietary process 
to Eurobond was arm's length, the district 
director may consider, subject to the best 
method rule of § 1.482-I(c), USbond's alterna
tive of producing and selling Longbond itself. 
Reasonably reliable estimates indicate that if 
US bond directly supplied Longbond to the 
European market, a selling price of $300 per 
ton would cover its costs and provide a reason
able profit for its functions, risks and invest
ment of capital associated with the production 
of Longbond for the European market. Given 
that the market price of Longbond was $550 
per ton, by licensing the proprietary process to 
Eurobond, USbond forgoes $250 per ton of 
profit over the profit that would be necessary 
to compensate it for the functions, risks and 
investment involved in supplying Longbond to 
the European market itself. Based on these 
facts, the district director concludes that a 
royalty of $100 for the proprietary process is 
not arm's length. 

(e) Coordination with tangible 
property rules. See § 1.482-3(f) for 
the provisions regarding the coordina-

tion between he tangible property and 
intangible property rules. 

(f) Special rules for transfers of 
intangible property-(l) Form of con
sideration. If a transferee of an intan
gible pays nominal or no consider
ation and the transferor has retained 
a substantial interest in the property, 
the arm's length consideration shall 
be in the form of a royalty, unless a 
different form is demonstrably more 
appropriate. 

(2) Periodic adjustments-(i) Gen
eral rule. If an intangible is trans
ferred under an arrangement that 
covers more than one year, the con
sideration charged in each taxable 
year may be adjusted to ensure that it 
is commensurate with the income at
tributable to the intangible. Adjust
ments made pursuant to this para
graph (f)(2) shall be consistent with 
the arm's length standard and the 
provisions of § 1.482-1. In determin
ing whether to make such adjust
ments in the taxable year under exam
ination, the district director may 
consider all relevant facts and circum
stances throughout the period the in
tangible is used. The determination in 
an earlier year that the amount 
charged for an intangible was an 
arm's length amount will not preclude 
the district director in a subsequent 
taxable year from making an adjust
ment to the amount charged for the 
intangible in the subsequent year. A 
periodic adjustment under the com
mensurate with income requirement 
of section 482 may be made in a 
subsequent taxable year without re
gard to whether the taxable year of 
the original transfer remains open for 
statute of limitation purposes. For 
exceptions to this rule see paragraph 
(f)(2)(ii) of this section. 

(ii) Exceptions-(A) Transactions 
involving the same intangible. If the 
same intangible was transferred to an 
uncontrolled taxpayer under substan
tially the same circumstances as those 
of the controlled transaction; this 
transaction serves as the basis for the 
application of the comparable uncon
trolled transaction method in the first 
taxable year in which substantial peri
odic consideration was required to be 
paid; and the amount paid in that 
year was an arm's length amount, then 
no allocation in a subsequent year 
will be made under paragraph (f)(2)(i) 
of this paragraph for a controlled 
transfer of intangible property. 
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(B) Transactions involving compa

rable intangible. If the arm's length 
result is derived from the application 
of the comparable uncontrolled trans
action method based on the transfer 
of a comparable intangible under 
comparable circumstances to those of 
the controlled transaction, no alloca
tion will be made under paragraph 
(f)(2)(i) of this section if each of the 
following facts is established-

(1) The controlled taxpayers en
tered into a written agreement (con
trolled agreement) that provided for 
an amount of consideration with re
spect to each taxable year subject to 
such agreement, such consideration 
was an arm's length amount for the 
first taxable year in which substantial 
periodic consideration was required to 
be paid under the agreement, and 
such agreement remained in effect for 
the taxable year under review; 

(2) There is a written agreement 
setting forth the terms of the compa
rable uncontrolled transaction relied 
upon to establish the arm's length 
consideration (uncontrolled agree
ment), which contains no provisions 
that would permit any change to the 
amount of consideration, a renegotia
tion, or a termination of the agree
ment, in circumstances comparable to 
those of the controlled transaction in 
the taxable year under review (or that 
contains provisions permitting only 
specified, non-contingent, periodic 
changes to the amount of consider
ation); 

(3) The controlled agreement is 
substantially similar to the uncon
trolled agreement, with respect to the 
time period for which it is effective 
and the provisions described in para
graph (f)(2)(ii)(B)(2) of this section; 

(4) The controlled agreement limits 
use of the intangible to a specified 
field or purpose in a manner that is 
consistent with industry practice and 
any such limitation in the uncon
trolled agreement; 

(5) There were no substantial 
changes in the functions performed 
by the controlled transferee after the 
controlled agreement was executed, 
except changes required by events 
that were not foreseeable; and 

(6) The aggregate profits actually 
earned or the aggregate cost savings 
actually realized by the controlled 
taxpayer from the exploitation of the 
intangible in the year under examina
tion, and all past years, are not less 
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than 80070 nor more than 120070 of the 
prospective profits or cost savings 
that were foreseeable when the com
parability of the uncontrolled agree
ment was established under paragraph 
(c)(2) of this section. 

(C) Methods other than comparable 
uncontrolled transaction. If the arm's 
length amount was determined under 
any method other than the compara
ble uncontrolled transaction method, 
no allocation will be made under 
paragraph (f)(2)(i) of this section if 
each of the following facts is estab
lished-

(1) The controlled taxpayers en
tered into a written agreement (con
trolled agreement) that provided for 
an amount of consideration with re
spect to each taxable year subject to 
such agreement, and such agreement 
remained in effect for the taxable 
year under review; 

(2) The consideration called for in 
the controlled agreement was an 
arm's length amount for the first 
taxable year in which substantial peri
odic consideration was required to be 
paid, and relevant supporting docu
mentation was prepared contempora
neously with the execution of the 
controlled agreement; 

(3) There have been no substantial 
changes in the functions performed 
by the transferee since the controlled 
agreement was executed, except 
changes required by events that were 
not foreseeable; and 

(4) The total profits actually earned 
or the total cost savings realized by 
the controlled transferee from the 
exploitation of the intangible in the 
year under examination, and all past 
years, are not less than 80070 nor 
more than 1200,10 of the prospective 
profits or cost savings that were fore
seeable when the controlled agree
ment was entered into. 

(D) Extraordinary events. No allo
cation will be made under paragraph 
(f)(2)(i) of this section if the following 
requirements are met-

(1) Due to extraordinary events that 
were beyond the control of the con
trolled taxpayers and that could not 
reasonably have been anticipated at 
the time the controlled agreement was 
entered into, the aggregate actual 
profits or aggregate cost savings real
ized by the taxpayer are less than 
80070 or more than 120070 of the 
prospective profits or cost savings; 
and 
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(2) All of the requirements of para
graph (f)(2)(ii)(B) or (C) of this sec
tion are otherwise satisfied. 

(E) Five-year period. If the require
ments of § 1.482-4(f)(2)(ii)(B) or 
(f)(2)(ii)(C) are met for each year of 
the five-year period beginning with 
the first year in which substantial 
periodic consideration was required to 
be paid, then no periodic adjustment 
will be made under paragraph 
(f)(2)(i)of this section in any subse
quent year. 

(iii) Examples. The following exam
ples illustrate this paragraph (f)(2). 

Example 1. (i) USdrug, a U.S. pharmaceuti
cal company, has developed a new drug, No
split, that is useful in treating migraine head
aches and produces no significant side effects. 
A number of other drugs for treating migraine 
headaches are already on the market, but 
Nosplit can be expected rapidly to dominate 
the worldwide market for such treatments and 
to command a premium price since all other 
treatments produce side effects. Thus, USdrug 
projects that extraordinary profits will be de
rived from Nosplit in the U.S. and European 
markets. 

(ii) USdrug licenses its newly established 
European subsidiary, Eurodrug, the rights to 
produce and market Nosplit for the European 
market for 5 years. In setting the royalty rate 
for this license, USdrug makes projections of 
the annual sales revenue and the annual profits 
to be derived from the exploitation of Nosplit 
by Eurodrug. Based on the projections, a 
royalty rate of 3.91170 is established for the term 
of the license. 

(iii) In Year I, USdrug evaluate~ the royalty 
rate it received from Eurodrug. Given the high 
profit potential of Nosplit, USdrug is unable to 
locate any uncontrolled transactions dealing 
with licenses of comparable intangible proper
ty. USdrug therefore determines that the com
parable uncontrolled transaction method will 
not provide a reliable measure of an arm's 
length royalty. However, applying the compa
rable profits method to Eurodrug, US drug 
determines that a royalty rate of 3.91170 will 
result in Eurodrug earning an arm's length 
return for its manufacturing and marketing 
functions. 

(iv) In Year 5, the U.S. income tax return 
for USdrug is examined, and the district direc
tor must determine whether the royalty rate 
between USdrug and Eurodrug is commensu
rate with the income attributable to Nosplit. In 
making this determination, the district director 
considers whether any of the exceptions in 
§ 1.482-4(f)(2)(ii) are applicable. In particular, 
the district director compares the profit pro
jections attributable to Nosplit made by US
drug against the actual profits realized by 
Eurodrug. The projected and actual profits are 
as follows: 

Profit Actual 
projections profits 

Year 1 200 250 
Year 2 250 300 
Year 3 500 600 
Year 4 350 200 
Year 5 100 100 
Total 1400 1450 

(v) The total profits earned through Year 5 
were not less than 801170 nor more than 1200,70 of 
the profits that were projected when the license 
was entered into. If the district director deter
mines that the other requirements of 
§ 1.482-4(f)(2)(ii)(C) were met, no adjustment 
will be made to the royalty rate between 
USdrug and Eurodrug for the license of No
split. 

Example 2. (i) The facts are the same as in 
Example 1, except that Eurodrug's actual prof
its earned were much higher than the projected 
profits, as follows: 

Profit Actual 
projections profits 

Year I 200 250 
Year 2 250 500 
Year 3 500 800 
Year 4 350 700 
Year 5 100 600 

Total 1400 2850 

(ii) In exammmg USdrug's tax return for 
Year 5, the district director considers the actual 
profits realized by Eurodrug in Year 5, and all 
past years. Accordingly, although Years 1 
through 4 may be closed under the statute of 
limitations, for purposes of determining wheth
er an adjustment should be made with respect 
to the royalty rate in Year 5 with respect to 
Nosplit, the district director aggregates the 
actual profits from those years with the profits 
of Year 5. However, the district director will 
make an adjustment, if any, only with respect 
to Year 5. 

Example 3. (i) FP, a foreign corporation, 
licenses to USS, its U.S. subsidiary, a new 
air-filtering process that permits manufacturing 
plants to meet new environmental standards. 
The license runs for a JO-year period, and the 
profit derived from the new process is project
ed to be $15 million per year, for an aggregate 
profit of $150 million. 

(ii) The royalty rate for the license is based 
on a comparable uncontrolled transaction in
volving a comparable intangible under compa
rable circumstances. The requirements of para
graphs (f)(2)(ii)(B)(l) through (5) of this section 
have been met. Specifically, FP and USS have 
entered into a written agreement that provides 
for a royalty in each year of the license, the 
royalty rate is considered arm's length for the 
first taxable year in which a substantial royalty 
was required to be paid, the license limited the 
use of the process to a specified field, consis
tent with industry practice, and there are no 
substantial changes in the functions performed 
by USS after the license was entered into. 

(iii) In examining Year 4 of the license, the 
district director determines that the aggregate 
actual profits earned by USS through Year 4 
are $30 million, less than 80% of the projected 
profits of $60 million. However, USS establish
es to the satisfaction of the district director 
that the aggregate actual profits from the 
process are less than 80% of the projected 
profits in Year 3 because an earthquake severe
ly damaged USS's manufacturing plant. Be
cause the difference between the projected 
profits and actual profits was due to an ex
traordinary event that was beyond the control 
of USS, and could not reasonably have been 
anticipated at the time the license was entered 
into, the requirement under § 1.482-4(f)
(2)(ii)(D) has been met, and no adjustment 
under this section is made. 



(3) Ownership of intangible proper
ty-(i) In general. If the owner of the 
rights to exploit an intangible trans
fers such rights to a controlled tax
payer, the owner must receive an 
amount of consideration with respect 
to such transfer that is determined in 
accordance with the provisions of this 
section. If another controlled taxpay
er provides assistance to the owner in 
connection with the development or 
enhancement of an intangible, such 
person may be entitled to receive 
consideration with respect to such 
assistance. See § 1.482-4(f)(3)(iii) (Al
locations with respect to assistance 
provided to the owner). Because the 
right to exploit an intangible can be 
subdivided in various ways, a single 
intangible may have multiple owners 
for purposes of this paragraph (3)(i). 
Thus, for example, the owner of a 
trademark may license to another per
son the exclusive right to use that 
trademark in a specified geographic 
area for a specified period of time 
(while otherwise retaining the right to 
use the intangible). In such a case, 
both the licensee and the licensor will 
be considered owners for purposes of 
this paragraph (f)(3)(i), with respect 
to their respective exploitation rights. 

(ii) Identification of owner-(A) 
Legally protected intangible property. 
The legal owner of a right to exploit 
an intangible ordinarily will be con
sidered the owner for purposes of this 
section. Legal ownership may be ac
quired by operation of law or by 
contract under which the legal owner 
transfers all or part of its rights to 
another. Further, the district director 
may impute an agreement to convey 
legal ownership if the conduct of the 
controlled taxpayers indicates the ex
istence in substance of such an agree
ment. See § 1.482-1 (d)(3)(ii)(B) 
(Identifying contractual terms). 

(B) Intangible property that is not 
legally protected. In the case of intan
gible property that is not legally pro
tected, the developer of the intangible 
will be considered the owner. Except 
as provided in § 1.482-7T, if two or 
more controlled taxpayers jointly de
velop an intangible, for purposes of 
section 482, only one of the con
trolled taxpayers will be regarded as 
the developer and owner of the intan
gible, and the other participating 
members will be regarded as assisters. 
Ordinarily, the developer is the con
trolled taxpayer that bore the largest 

portion of the direct and indirect 
costs of developing the intangible, 
including the provision, without ade
quate compensation, of property or 
services likely to contribute substan
tially to developing the intangible. A 
controlled taxpayer will be presumed 
not to have borne the costs of devel
opment if, pursuant to an agreement 
entered into before the success of the 
project is known, another person is 
obligated to reimburse the controlled 
taxpayer for its costs. If it cannot be 
determined which controlled taxpayer 
bore the largest portion of the costs 
of development, all other facts and 
circumstances will be taken into con
sideration, including the location of 
the development activities, the capa
bility of each controlled taxpayer to 
carryon the project independently, 
the extent to which each controlled 
taxpayer controls the project, and the 
conduct of the controlled taxpayers. 

(iii) Allocations with respect to as
sistance provided to the owner. Allo
cations may be made to reflect an 
arm's length consideration for assist
ance provided to the owner of an 
intangible in connection with the de
velopment or enhancement of the in
tangible. Such assistance may include 
loans, services, or the use of tangible 
or intangible property. Assistance 
does not, however, include expendi
tures of a routine nature that an 
unrelated party dealing at arm's 
length would be expected to incur 
under circumstances similar to those 
of the controlled taxpayer. The 
amount of any allocation required 
with respect to that assistance must 
be determined in accordance with the 
applicable rules under section 482. 

(iv) Examples. The principles of 
this paragraph are illustrated by the 
following examples. 

Example I. A. a member of a controlled 
group, allows B, another member of the con
trolled group and the owner of an intangible, 
to use tangible property, such as laboratory 
equipment, in connection with the development 
of the intangible. Any allocations with respect 
to the owner's use of the property will be 
determined under § 1,482-2(c). 

Example 2. FP, a foreign producer of 
cheese, markets the cheese in countries other 
than the United States under the tradename 
Fromage Frere. FP owns all the worldwide 
rights to this name. The name is widely known 
and is valuable outside the United States but is 
not known within the United States. In 1995, 
FP decides to enter the United States market 
and incorporates U.S. subsidiary, USSub, to be 
its U.S. distributor and to supervise the adver
tising and other marketing efforts that will be 
required to develop the name Fromage Frere in 
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the United States. USSub incurs expenses that 
are not reimbursed by FP for developing the 
U.S. market for Fromage Frere. These expens
es are comparable to the levels of expense 
incurred by independent distributors in the 
U.S. cheese industry when introducing a prod
uct in the U.S. market under a brand name 
owned by a foreign manufacturer. Since USSub 
would have been expected to incur these ex
penses if it were unrelated to FP, no allocation 
to USSub is made with respect to the market 
development activities performed by USSub. 

Example 3. The facts are the same as in 
Example 2, except that the expenses incurred 
by USSub are significantly larger than the 
expenses incurred by independent distributors 
under similar circumstances. FP does not reim
burse USSub for its expenses. The district 
director concludes based on this evidence that 
an unrelated party dealing at arm's length 
under similar circumstances would not have 
engaged in the same level of activity relating to 
the development of FP's marketing intangibles. 
The expenditures in excess of the level incurred 
by the independent distributors therefore are 
considered to be a service provided to FP that 
adds to the value of FP's trademark for 
Fromage Frere. Accordingly, the district direc
tor makes an allocation under section 482 for 
the fair market value of the services that 
USSub is considered to have performed for FP. 

Example 4. The facts are the same as in 
Example 3, except that FP and USSub con
clude a long term agreement under which 
USSub receives the exclusive right to distribute 
cheese in the United States under FP's trade
mark. USSub purchases cheese from FP at an 
arm's length price. Since USSub is the owner 
of the trademark under paragraph (O(3)(ii)(A) 
of this section, and its conduct is consistent 
with that status, its activities related to the 
development of the trademark are not consid
ered to be a service performed for the benefit 
of FP, and no allocation is made with respect 
to such activities. 

(4) Consideration not artificially 
limited. The arm's length consider
ation for the controlled transfer of an 
intangible is not limited by the con
sideration paid in any uncontrolled 
transactions that do not meet the 
requirements of the comparable un
controlled transaction method de
scribed in paragraph (c) of this sec
tion. Similarly, the arm's length 
consideration for an intangible is not 
limited by the prevailing rates of 
consideration paid for the use or 
transfer of intangibles within the 
same or similar industry. 

(5) Lump sum payments-(i) In 
general. If an intangible is transferred 
in a controlled transaction for a lump 
sum, that amount must be commen
surate with the income attributable to 
the intangible. A lump sum is com
mensurate with income in a taxable 
year if the equivalent royalty amount 
for that taxable year is equal to an 
arm's length royalty. The equivalent 
royalty amount for a taxable year is 
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the amount determined by treating 
the lump sum as an advance payment 
of a stream of royalties over the 
useful life of the intangible (or the 
period covered by an agreement, if 
shorter), taking into account the pro
jected sales of the licensee as of the 
date of the transfer. Thus, determin
ing the equivalent royalty amount 
requires a present value calculation 
based on the lump sum, an appropri
ate discount rate, and the projected 
sales over the relevant period. The 
equivalent royalty amount is subject 
to periodic adjustments under 
§ 1.482-4(f)(2)(i) to the same extent 
as an actual royalty payment pursu
ant to a license agreement. 

(ii) Exceptions. No periodic adjust
ment will be made under paragraph 
(f)(2)(i) of this section if any of the 
exceptions to periodic adjustments 
provided in paragraph (f)(2)(ii) of this 
section apply. 

(iii) Example. The following exam
ple illustrates the principle of this 
paragraph (f)(5). 

Example. Calculation of the equivalent roy
alty amount. (i) FSub is the foreign subsidiary 
of USP, a U.S. company. USP licenses FSub 
the right to produce and sell the whopper
chopper, a patented new kitchen appliance, for 
the foreign market. The license is for a period 
of five years, and payment takes the form of a 
single lump-sum charge of $500,000 that is paid 
at the beginning of the period. 

(ii) The equivalent royalty amount for this 
license is determined by deriving an equivalent 
royalty rate equal to the lump-sum payment 
divided by the present discounted value of 
FSub's projected sales of whopperchoppers 
over the life of the license. Based on the 
riskiness of the whopperchopper business, an 
appropriate discount rate is determined to be 
10 percent. Projected sales of whopperchoppers 
for each year of the license are as follows: 

Year 
I 
2 
3 
4 
5 

Projected Sales ($) 
2,500,000 
2,600,000 
2,700,000 
2,700,000 
2,750,000 

. (iii) Based on this information, the present 
dIscounted value of the projected whopper
chopper sales is approximately $10 million 
yielding an equivalent royalty rate of approxi: 
mately 5070. Thus, the equivalent royalty 
amounts for each year are as follows: 

Equivalent 
Projected royalty amount 

Year Sales ($) ($) 
I 2,500,000 125,000 
2 2,600,000 130,000 
3 2,700,000 135,000 
4 2,700,000 135,000 
5 2,750,000 137,500 

(i~) If in any of the five taxable years the 
eqUIvalent royalty amount is determined not to 
be an arm's length amount, a periodic adjust
ment may be made pursuant to § 1.482-4(f)-
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(2)(i). The adjustment in such case would be 
equal to the difference between the equivalent 
royalty amount and the arm's length royalty in 
that taxable year. 

§ 1.482-5 Comparable profits 
method. 

(a) In general. The comparable 
profits method evaluates whether the 
amount charged in a controlled trans
action is arm's length based on objec
tive measures of profitability (profit 
level indicators) derived from uncon
trolled taxpayers that engage in simi
lar business activities under similar 
circumstances. 

(b) Determination of arm's length 
result-(1) In general. Under the 
comparable profits method, the deter
mination of an arm's length result is 
based on the amount of operating 
profit that the tested party would 
have earned on related party transac
tions if its profit level indicator were 
equal to that of an uncontrolled com
parable (comparable operating prof
it). Comparable operating profit is 
calculated by determining a profit 
level indicator for an uncontrolled 
comparable, and applying the profit 
level indicator to the financial data 
related to the tested party's most 
narrowly identifiable business activity 
for which data incorporating the con
trolled transaction is available (rele
vant business activity). To the extent 
possible, profit level indicators should 
be applied solely to the tested party's 
financial data that is related to con
trolled transactions. The tested 
party's reported operating profit is 
compared to the comparable operat
ing profits derived from the profit 
level indicators of uncontrolled com
parables to determine whether the 
reported operating profit represents 
an arm's length result. 

(2) Tested party-(i) In general. 
For purposes of this section, the test
ed party will be the participant in the 
controlled transaction whose operat
ing profit attributable to the con
trolled transactions can be verified 
using the most reliable data and re
quiring the fewest and most reliable 
adjustments, and for which reliable 
data regarding uncontrolled com par
~bles can be located. Consequently, 
III most cases the tested party will be 
the least complex of the controlled 
taxpayers and will not own valuable 
intangible property or unique assets 
that distinguish it from potential un
controlled comparables. 

(ii) Adjustments for tested party. 
The tested party's operating profit 
must first be adjusted to reflect all 
other allocations under section 482, 
other than adjustments pursuant to 
this section. 

(3) Arm's length range. See 
§ 1.482-1(e)(2) for the determination 
of the arm's length range. For pur
poses of the comparable profits meth
od, the arm's length range will be 
established using comparable operat
ing profits derived from a single prof
it level indicator. 

(4) Profit level indicators. Profit 
level indicators are ratios that mea
sure relationships between profits and 
costs incurred or resources employed. 
A variety of profit level indicators 
can be calculated in any given case. 
Whether use of a particular profit 
level indicator is appropriate depends 
upon a number of factors, including 
the nature of the activities of the 
tested party, the reliability of the 
available data with respect to uncon
trolled com parables, and the extent to 
which the profit level indicator is 
likely to produce a reliable measure 
of the income that the tested party 
would have earned had it dealt with 
controlled taxpayers at arm's length, 
taking into account all of the facts 
and circumstances. The profit level 
indicators should be derived from a 
sufficient number of years of data to 
reasonably measure returns that ac
crue to uncontrolled comparables. 
Generally, such a period should en
compass at least the taxable year 
under review and the preceding two 
taxable years. This analysis must be 
applied in accordance with § 1.482-
1 (f)(2)(iii)(D). Profit level indicators 
that may provide a reliable basis for 
comparing operating profits of the 
tested party and uncontrolled COffi

parables include the following-

(i) Rate of return on capital em
ployed. The rate of return on capital 
employed is the ratio of operating 
profit to operating assets. The reli
ability of this profit level indicator 
increases as operating assets play a 
greater role in generating operating 
profits for both the tested party and 
the uncontrolled comparable. In addi
tion, reliability under this profit level 
indicator depends on the extent to 
which the composition of the tested 
party's assets is similar to that of the 
uncontrolled comparable. Finally, dif
ficulties in properly valuing operating 



assets will diminish the reliability of 
this profit level indicator. 

(ii) Financial ratios. Financial ratios 
measure relationships between profit 
and costs or sales revenue. Since 
functional differences generally have 
a greater effect on the relationship 
between profit and costs or sales 
revenue than the relationship between 
profit and operating assets, financial 
ratios are more sensitive to functional 
differences than the rate of return on 
capital employed. Therefore, closer 
functional comparability normally is 
required under a financial ratio than 
under the rate of return on capital 
employed to achieve a similarly reli
able measure of an arm's length re
sult. Financial ratios that may be 
appropriate include the following-

(A) Ratio of operating profit to 
sales; and 

(B) Ratio of gross profit to operat
ing expenses. Reliability under this 
profit level indicator also depends on 
the extent to which the composition 
of the tested party's operating expens
es is similar to that of the uncon
trolled comparables. 

(iii) Other profit level indicators. 
Other profit level indicators not de
scribed in this paragraph (b)(4) may 
be used if they provide reliable mea
sures of the income that the tested 
party would have earned had it dealt 
with controlled taxpayers at arm's 
length. However, profit level indica
tors based solely on internal data may 
not be used under this paragraph 
(b)(4) because they are not objective 
measures of profitability derived from 
operations of uncontrolled taxpayers 
engaged in similar business activities 
under similar circumstances. 

(c) Comparability and reliability 
considerations-(l) In general. 
Whether results derived from applica
tion of this method are the most 
reliable measure of the arm's length 
result must be determined using the 
factors described under the best meth
od rule in § 1.482-1 (c). 

(2) Comparability-(i) In general. 
The degree of comparability between 
an uncontrolled taxpayer and the test
ed party is determined by applying 
the provisions of § 1.482-1(d)(2). The 
comparable profits method compares 
the profitability of the tested party, 
measured by a profit level indicator 
(generally based on operating profit), 
to the profitability of uncontrolled 
taxpayers in similar circumstances. As 

with all methods that rely on external 
market benchmarks, the greater the 
degree of comparability between the 
tested party and the uncontrolled tax
payer, the more reliable will be the 
results derived from the application 
of this method. The determination of 
the degree of comparability between 
the tested party and the uncontrolled 
taxpayer depends upon all the rele
vant facts and circumstances, includ
ing the relevant lines of business, the 
product or service markets involved, 
the asset composition employed (in
cluding the nature and quantity of 
tangible assets, intangible assets and 
working capital), the size and scope 
of operations, and the stage in a 
business or product cycle. 

(ii) Functional, risk and resource 
comparability. An operating profit 
represents a return for the investment 
of resources and assumption of risks. 
Therefore, although all of the factors 
described in § 1.482-1(d)(3) must be 
considered, comparability under this 
method is particularly dependent on 
resources employed and risks as
sumed. Moreover, because resources 
and risks usually are directly related 
to functions performed, it is also 
important to consider functions per
formed in determining the degree of 
comparability between the tested par
ty and an uncontrolled taxpayer. The 
degree of functional comparability re
quired to obtain a reliable result un
der the comparable profits method, 
however, is generally less than that 
required under the resale price or cost 
plus methods. For example, because 
differences in functions performed of
ten are reflected in operating expens
es, taxpayers performing different 
functions may have very different 
gross profit margins but earn similar 
levels of operating profit. 

(iii) Other comparability factors. 
Other factors listed in § 1.482-1(d)(3) 
also may be particularly relevant un
der the comparable profits method. 
Because operating profit usually is 
less sensitive than gross profit to 
product differences, reliability under 
the comparable profits method is not 
as dependent on product similarity as 
the resale price or cost plus method. 
However, the reliability of profitabili
ty measures based on operating profit 
may be adversely affected by factors 
that have less effect on results under 
the comparable uncontrolled price, 
H'sale price, and cost plus methods. 
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For example, operating profit may be 
affected by varying cost structures (as 
reflected, for example, in the age of 
plant and equipment), differences in 
business experience (such as whether 
the business is in a start-up phase or 
is mature), or differences in manage
ment efficiency (as indicated, for ex
ample, by objective evidence such as 
expanding or contracting sales or ex
ecutive compensation over time). Ac
cordingly, if material differences in 
these factors are identified based on 
objective evidence, the reliability of 
the analysis may be affected. 

(iv) Adjustments for the differences 
between the tested party and the un
controlled taxpayers. If there are dif
ferences between the tested party and 
an uncontrolled comparable that 
would materially affect the profits 
determined under the relevant profit 
level indicator, adjustments should be 
made according to the comparability 
provisions of § 1.482-1(d)(2). In 
some cases, the assets of an uncon
trolled comparable may need to be 
adjusted to achieve greater compara
bility between the tested party and the 
uncontrolled comparable. In such cas
es, the uncontrolled comparable's op
erating income attributable to those 
assets must also be adjusted before 
computing a profit level indicator in 
order to reflect the income and ex
pense attributable to the adjusted as
sets. In certain cases it may also be 
appropriate to adjust the operating 
profit of the tested party and compa
rable parties. For example, where 
there are material differences in ac
counts payable among the compara
ble parties and the tested party, it will 
generally be appropriate to adjust the 
operating profit of each party by 
increasing it to reflect an imputed 
interest charge on each party's ac
counts payable. 

(3) Data and assumptions-(i) In 
general. The reliability of the results 
derived from the comparable profits 
method is affected by the quality of 
the data and assumptions used to 
apply this method. 

(ii) Consistency in accounting. The 
degree of consistency in accounting 
practices between the controlled 
transaction and the uncontrolled com
parables that materially affect operat
ing profit affects the reliability of the 
result. Thus, for example, if differ
ences in inventory and other cost 
accounting practices would materially 
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affect operating profit, the ability to 
make reliable adjustments for such 
differences would affect the reliability 
of the results. 

(iii) Allocations between the rele
vant business activity and other activ
ities. The reliability of the allocation 
of costs, income, and assets between 
the relevant business activity and oth
er activities of the tested party or an 
uncontrolled comparable will affect 
the reliability of the determination of 
operating profit and profit level indi
cators. If it is not possible to allocate 
costs, income, and assets directly 
based on factual relationships, a rea
sonable allocation formula may be 
used. To the extent direct allocations 
are not made, the reliability of the 
results derived from the application 
of this method is reduced relative to 
the results of a method that requires 
fewer allocations of costs, income, 
and assets. Similarly, the reliability of 
the results derived from the applica
tion of this method is affected by the 
extent to which it is possible to apply 
the profit level indicator to the tested 
party's financial data that is related 
solely to the controlled transactions. 
For example, if the relevant business 
activity is the assembly of compo
nents purchased from both controlled 
and uncontrolled suppliers, it may 
not be possible to apply the profit 
level indicator solely to financial data 
related to the controlled transactions. 
In such a case, the reliability of the 
results derived from the application 
of this method will be reduced. 

(d) Definitions. The definitions set 
forth in paragraphs (d)(I) through (6) 
of this section apply for purposes of 
this section. 

(1) Sales revenue means the amount 
of the total receipts from sale of 
goods and provision of services, less 
returns and allowances. Accounting 
principles and conventions that are 
generally accepted in the trade or 
industry of the controlled taxpayer 
under review must be used. 

(2) Gross profit means sales reve
nue less cost of goods sold. 

(3) Operating expenses includes all 
expenses not included in cost of 
goods sold except for interest ex
pense, foreign income taxes (as de
fined in § 1.901-2(a», domestic in
come taxes, and any other expenses 
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not related to the operation of the 
relevant business activity. Operating 
expenses ordinarily include expenses 
associated with advertising, promo
tion, sales, marketing, warehousing 
and distribution, administration, and 
a reasonable allowance for deprecia
tion and amortization. 

(4) Operating profit means gross 
profit less operating expenses. Oper
ating profit includes all income de
rived from the business activity being 
evaluated by the comparable profits 
method, but does not include interest 
and dividends, income derived from 
activities not being tested by this 
method, or extraordinary gains and 
losses that do not relate to the con
tinuing operations of the tested party. 

(5) Reported operating profit 
means the operating profit of the 
tested party reflected on a timely filed 
V.S. income tax return. If the tested 
party files a V.S. income tax return, 
its operating profit is considered re
flected on a V.S. income tax return if 
the calculation of taxable income on 
its return for the taxable year takes 
into account the income attributable 
to the controlled transaction under 
review. If the tested party does not 
file a V.S. income tax return, its 
operating profit is considered reflect
ed on a V.S. income tax return in any 
taxable year for which income attrib
utable to the controlled transaction 
under review affects the calculation 
of the V.S. taxable income of any 
other member of the same controlled 
group. If the comparable operating 
profit of the tested party is deter
mined from profit level indicators 
derived from financial statements or 
other accounting records and reports 
of comparable parties, adjustments 
may be made to the reported operat
ing profit of the tested party in order 
to account for material differences 
between the tested party's operating 
profit reported for V.S. income tax 
purposes and the tested party's oper
ating profit for financial statement 
purposes. In addition, in accordance 
with § 1.482-1 (f)(2)(iii)(D), adjust
ments under section 482 that are fi
nally determined may be taken into 
account in determining reported oper
ating profit. 

(6) Operating assets. The term op
erating assets means the value of all 

assets used in the relevant business 
activity of the tested party, including 
fixed assets and current assets (such 
as cash, cash equivalents, accounts 
receivable, and inventories). The term 
does not include investments in sub
sidiaries, excess cash, and portfolio 
investments. Operating assets may be 
measured by their net book value or 
by their fair market value, provided 
that the same method is consistently 
applied to the tested party and the 
comparable parties, and consistently 
applied from year to year. In addi
tion, it may be necessary to take into 
account recent acquisitions, leased as
sets, intangibles, currency fluctua
tions, and other items that may not 
be explicitly recorded in the finan
cial statements of the tested party or 
uncontrolled comparable. Finally, op
erating assets must be measured by 
the average of the values for the 
beginning of the year and the end of 
the year, unless substantial fluctua
tions in the value of operating assets 
during the year make this an inaccu
rate measure of the average value 
over the year. In such a case, a more 
accurate measure of the average value 
of operating assets must be applied. 

(e) Examples. The following exam
ples illustrate the application of this 
section. 

Example i-Transfer of tangible property 
reSUlting in no adjustment. (i) FP is a publicly 
traded foreign corporation with a U.S. subsid
iary, USSub, that is under audit for its 1996 
taxable year. FP manufactures a consumer 
product for worldwide distribution. USSub im
ports the assembled product and distributes it 
within the United States at the wholesale level 
under the FP name. 

(ii) FP does not allow uncontrolled taxpayers 
to distribute the product. Similar products are 
produced by other companies but none of them 
is sold to uncontrolled taxpayers or to uncon
trolled distributors. 

(iii) Based on all the facts and circumstances, 
the district director determines that the compa
rable profits method will provide the most 
reliable measure of an arm's length result. 
USSub is selected as the tested party because it 
engages in activities that are less complex than 
those undertaken by FP. There is data from a 
number of independent operators of wholesale 
distribution businesses. These potential com
parables are further narrowed to select compa
nies in the same industry segment that perform 
similar functions and bear similar risks to 
USSub. An analysis of the information avail
able on these taxpayers shows that the ratio of 
operating profit to sales is the most appropriate 
profit level indicator, and this ratio is relatively 
stable where at least three years are included in 
the average. For the taxable years 1994 through 
1996, USSub shows the following results: 



Sales 
Cost of Goods Sold 
Operating Expenses 
Operating Profit 

(iv) After adjustments have been made to 
account for identified material differences be
tween USSub and the uncontrolled distributors, 
the average ratio of operating profit to sales is 
calculated for each of the uncontrolled distrib
utors. Applying each ratio to USSub would 
lead to the following comparable operating 
profit (COP) for USSub: 

Uncontrolled 
Distributor 

A 
B 
C 
D 

Sales 
Cost of Good Sold 
Operating Expenses 
Operating Profit 

USSub 
OPiS COP 
1.70'/0 $8,840 
3.10'/0 16,120 
3.80'/0 19,760 
4.5070 23,400 

(ii) The interquartile range of comparable 
operating profits remains the same as derived 
in Example 1: $19,760 to $34,840. USSub's 
average operating profit for the years 1994 
through 1996 ($0) falls outside this range. 
Therefore, the district director determines that 
an allocation may be appropriate. 

(iii) To determine the amount, if any, of the 
allocation, the district director compares US
Sub's reported operating profit for 1996 to 
comparable operating profits derived from the 
uncontrolled distributors' results for 1996. The 
ratio of operating profit to sales in 1996 is 
calculated for each of the uncontrolled compar
abies and applied to USSub's 1996 sales to 
derive the following results: 

Sales 
Cost of Good Sold 
Operating Expenses 
Operating Profit 

1995 
560,000 
460,000 
110,000 
(10,000) 

(ii) The interquartile range of comparable 
operating profits, based on average results 
from the uncontrolled com parables and average 
sales for USSub for the years 1995 through 
1997, ranges from $15,500 to $30,000. In 
determining whether an allocation for the 1997 
taxable year may be made, the district director 
compares USSub's average reported operating 
profit for the years 1995 through 1997 to the 
interquartile range of average comparable oper
ating profits over this period. USSub's average 
reported operating profit is determined without 
regard to the adjustment made with respect to 
the 1996 taxable year. See § 1.482-1 (f)
(2)(iii)(D). Therefore, USSub's average report
ed operating profit for the years 1995 through 
1997 is ($10,000). Because this amount of 
income falls outside the interquartile range, the 
district director determines that an allocation 
may be appropriate. 

1994 
500,000 
393,000 
80,000 
27,000 

Uncontrolled 
Distributor 

E 
F 
G 
H 
I 
J 

(v) The data 
conclude that 

is 
it 

OPiS 
4.7070 
4.80'/0 
4.9070 
6.70'/0 
9.9070 

10.5070 

1995 
560,000 
412,400 
110,000 
37,600 

USSub 
COP 

24,440 
24,960 
25,480 
34,840 
51,480 
54,600 

not sufficiently complete to 
is likely that all material 

differences between USSub and the uncon-
trolled distributors have been identified. There-
fore, an arm's length range can be established 
only pursuant to § 1.482-1 (e)(2)(iii)(B). The 

1994 1995 
500,000 560,000 
370,000 460,000 
110,000 110,000 
20,000 (10,000) 

Uncontrolled 
Distributor OP/S USSub COP 

C 0.50'/0 $2,500 
D 1.50'/0 7,500 
E 2.00'/0 10,000 
A 1.60'/0 13,000 
F 2.80'/0 14,000 
B 2.9070 14,500 
J 3.00'/0 15,000 
I 4.40'/0 22,000 
H 6.90'/0 34,500 
G 7.40'/0 37,000 

(iv) Based on these results, the median of the 
comparable operating profits for 1996 is 
$14,250. Therefore, USSub's income for 1996 

1996 
500,000 
400,000 
110,000 
(10,000) 

(iii) To determine the amount, if any, of 
the allocation for the 1997 taxable year, the 
district director compares USSub's reported 
operating profit for 1997 to the median of the 
comparable operating profits derived from the 
uncontrolled distributors' results for 1997. The 
median of the comparable operating profits 
derived from the uncontrolled comparables re
sults for the 1997 taxable year is $12,000. 
Based on this comparison, the district director 
increases USSub's 1997 taxable income by 
$22,000, the difference between the median 
of the comparable operating profits for the 
1997 taxable year and USSub's reported oper
ating profit of ($ 10,000) for the 1997 taxable 
year. 

Example 4-Transfer of intangible to off
shore manufacturer. (i) DevCo is a U.S. devel
oper, producer and marketer of widgets. Dev
Co develops a new "high tech widget" (htw) 

1996 
500,000 
400,000 
104,600 

(4,600) 
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Average 
520,000 
401,800 
98,200 
20,000 

district director measures the arm's length 
range by the interquartile range of results, 
which consists of the results ranging from 
$19,760 to $34,840. Although USSub's operat
ing income for 1996 shows a loss of $4,600, the 
district director determines that no allocation 
should be made, because USSub's average 
reported operating profit of $20,000 is within 
this range. 

Example 2-Transfer of tangible property 
resulting in adjustment. (i) The facts are 
the same as in Example 1 except that 
USSub reported the following income and ex
penses: 

1996 Average 
500,000 520,000 
400,000 410,000 
110,000 110,000 
(10,000) 0 

is increased by $24,250, the difference between 
USSub's reported operating profit for 1996 and 
the median of the comparable operating profits 
for 1996. 

Example 3-Multiple year analysis. (i) The 
facts are the same as in Example 2. In addi-
tion, the district director examines the taxpay-
er's results for the 1997 taxable year. As in 
Example 2, the district director increases US-
Sub's income for the 1996 taxable year by 
$24,250. The results for the 1997 taxable year, 
together with the 1995 and 1996 taxable years, 
are as follows: 

1997 
530,000 
430,000 
110,000 
(10,000) 

Average 
530,000 
430,000 
110,000 
(10,000) 

that is manufactured by its foreign subsidiary 
ManuCo located in Country H. ManuCo sells 
the htw to MarkCo (a U.S. subsidiary of 
DevCo) for distribution and marketing in the 
United States. The taxable year 1996 is under 
audit, and the district director examines wheth
er the royalty rate of 5 percent paid by 
ManuCo to DevCo is an arm's length consider
ation for the htw technology. 

(ii) Based on all the facts and circumstances, 
the district director determines that the com
parable profits method will provide the most 
reliable measure of an arm's length result. 
ManuCo is selected as the tested party be
cause it engages in relatively routine manufac
turing activities, while DevCo engages in a 
variety of complex activities using unique and 
valuable intangibles. Finally, because ManuCo 
engages in manufacturing activities, it is deter
mined that the ratio of operating profit to 
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operating assets is an appropriate profit level 
indicator. 

(iii) Uncontrolled taxpayers performing simi
lar functions cannot be found in country H. It 
is determined that data available in countries M 
and N provides the best match of companies in 
a similar market performing similar functions 
and bearing similar risks. Such data is suffi-

Assets 
Sales to MarkCo. 
Cost of Goods Sold 

Royalty to DevCo (5070) 
Other 

Operating Expenses 
Operating Profit 

(v) Applying the ratios of average operating 
profit to operating assets for the 1994 through 
1996 taxable years derived from a group of 
similar uncontrolled com parables located in 
country M and N to Manuco's average operat
ing assets for the same period provides a set of 
comparable operating profits. The interquartile 
range for these average comparable operating 
profits is $3,000 to $4,500. ManuCo's average 
reported operating profit for the years 1994 
through 1996 ($21,500) falls outside this range. 
Therefore, the district director determines that 
an allocation may be appropriate for the 1996 
taxable year. 

(vi) To determine the amount, if any, of the 
allocation for the 1996 taxable year, the district 
director compares ManuCo's reported operat
ing profit for 1996 to the median of the 
comparable operating profits derived from the 
uncontrolled distributors' results for 1996. The 
median result for the uncontrolled com parables 
for 1996 is $3,750. Based on this comparison, 
the district director increases royalties that 
ManuCo paid by $21,500 (the difference be
tween $25,250 and the median of the compara
ble operating profits, $3,750). 

Example 5-Adjusting operating assets and 
operating profit for differences in accounts 
receivable. (i) USM is a U.S. company that 
manufactures parts for industrial equipment 
and sells them to its foreign parent corpora
tion. For purposes of applying the comparable 
profits method, 15 uncontrolled manufacturers 
that are similar to USM have been identified. 

(ii) USM has a significantly lower level of 
accounts receivable than the uncontrolled man
ufacturers. Since the rate of return on capital 
employed is to be used as the profit level 
indicator, both operating assets and operating 
profits must be adjusted to account for this 
difference. Each uncontrolled comparable's op
erating assets is reduced by the amount (rela
tive to sales) by which they exceed USM's 
accounts receivable. Each uncontrolled compar
able's operating profit is adjusted by deducting 
imputed interest income on the excess accounts 
receivable. This imputed interest income is 
calculated by multiplying the uncontrolled com
parable's excess accounts receivable by an in
terest rate appropriate for short-term debt. 

Example 6-Adjusting operating profit for 
differences in accounts payable. (i) USD is the 
U.S. subsidiary of a foreign corporation. USD 
purchases goods from its foreign parent and 
sells them in the U.S. market. For purposes of 
applying the comparable profits method, 10 
uncontrolled distributors that are similar to 
USD have been identified. 
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ciently complete to identify many of the mate
rial differences between ManuCo and the un
controlled com parables, and to make 
adjustments to account for such differences. 
However, data is not sufficiently complete so 
that it is likely that no material differences 
remain. In particular, the differences in geo
graphic markets might have materially affected 

1994 1995 
$24,000 $25,000 
25,000 30,000 
6,250 7,500 
1,250 1,500 
5,000 6,000 
1,000 1,000 
17,750 21,500 

(ii) There are significant differences in the 
level of accounts payable among the uncon
trolled distributors and USD. To adjust for 
these differences, the district director increases 
the operating profit of the uncontrolled distrib
utors and USD to reflect interest expense 
imputed to the accounts payable. The imputed 
interest expense for 'each company is calculated 
by multiplying the company's accounts payable 
by an interest rate appropriate for its short
term debt. 

§ 1.482-6 Profit split method. 

(a) In general. The profit split 
method evaluates whether the alloca
tion of the combined operating profit 
or loss attributable to one or more 
controlled transactions is arm's length 
by reference to the relative value of 
each controlled taxpayer's contribu
tion to that combined operating prof
it or loss. The combined operating 
profit or loss must be derived from 
the most narrowly identifiable busi
ness activity of the controlled taxpay
ers for which data is available that 
includes the controlled transactions 
(relevant business activity). 

(b) Appropriate share of profits 
and losses. The relative value of each 
controlled taxpayer's contribution to 
the success of the relevant business 
activity must be determined in a man
ner that reflects the functions per
formed, risks assumed, and resources 
employed by each participant in the 
relevant business activity, consistent 
with the comparability provisions of 
§ 1.482-1(d)(3). Such an allocation is 
intended to correspond to the division 
of profit or loss that would result 
from an arrangement between uncon
trolled taxpayers, each performing 
functions similar to those of the vari
ous controlled taxpayers engaged in 
the relevant business activity. The 
profit allocated to any particular 
member of a controlled group is not 
necessarily limited to the total operat-

the results of the various companies. 
(iv) In a separate analysis, it is determined 

that the price that ManuCo charged to MarkCo 
for the htw's is an arm's length price under 
§ 1.482-3(b). Therefore, ManuCo's financial 
data derived from its sales to MarkCo are 
reliable. ManuCo's financial data from 
1994-1996 is as follows: 

1996 Average 
$26,000 $25,000 

35,000 30,000 
8,750 7,500 
1,750 1,500 
7,000 6,000 
1,000 1,000 

25,250 21,500 

ing profit of the group from the 
relevant business activity. For exam
ple, in a given year, one member of 
the group may earn a profit while 
another member incurs a loss. In 
addition, it may not be assumed that 
the combined operating profit or loss 
from the relevant business activity 
should be shared equally, or in any 
other arbitrary proportion. The spe
cific method of allocation must be 
determined under paragraph (c) of 
this section. 

(c) Application-(l) In general. The 
allocation of profit or loss under the 
profit split method must be made in 
accordance with one of the following 
allocation methods-

(i) The comparable profit split, de
scribed in paragraph (c)(2) of this 
section; or 

(ii) The residual profit split, de
scribed in paragraph (c)(3) of this 
section. 

(2) Comparable profit split-(i) In 
general. A comparable profit split is 
derived from the combined operating 
profit of uncontrolled taxpayers 
whose transactions and activities are 
similar to those of the controlled 
taxpayers in the relevant business ac
tivity. Under this method, each un
controlled taxpayer's percentage of 
the combined operating profit or loss 
is used to allocate the combined oper
ating profit or loss of the relevant 
business activity. 

(ii) Comparability and reliability 
considerations-(A) In general. 
Whether results derived from applica
tion of this method are the most 
reliable measure of the arm's length 
result is determined using the factors 
described under the best method rule 
in § 1.482-1 (c). 

(B) Comparability-(1) In general. 
The degree of comparability between 
the controlled and uncontrolled tax-



payers is determined by applying the 
comparability. provisions of § 1.482-
l(d). The comparable profit split com
pares the division of operating profits 
among the controlled taxpayers to the 
division of operating profits among 
uncontrolled taxpayers engaged in 
similar activities under similar circum
stances. Although all of the factors 
described in § 1.482-1(d)(3) must be 
considered, comparability under this 
method is particularly dependent on 
the considerations described under the 
comparable profits method in 
§ 1.482-5(c)(2), because this method 
is based on a comparison of the 
operating profit of the controlled and 
uncontrolled taxpayers. In addition, 
because the contractual terms of the 
relationship among the participants in 
the relevant business activity will be a 
principal determinant of the alloca
tion of functions and risks among 
them, comparability under this meth
od also depends particularly on the 
degree of similarity of the contractual 
terms of the controlled and uncon
trolled taxpayers. Finally, the compa
rable profit split may not be used if 
the combined operating profit (as a 
percentage of the combined assets) of 
the uncontrolled com parables varies 
significantly from that earned by the 
controlled taxpayers. 

(2) Adjustments for differences be
tween the controlled and uncontrolled 
taxpayers. If there are differences be
tween the controlled and uncontrolled 
taxpayers that would materially affect 
the division of operating profit, ad
justments must be made according to 
the provisions of § 1.482-1(d)(2). 

(C) Data and assumptions. The re
liability of the results derived from 
the comparable profit split is affected 
by the quality of the data and as
sumptions used to apply this method. 
In particular, the following factors 
must be considered-

(1) The reliability of the allocation 
of costs, income, and assets between 
the relevant business activity and the 
participants' other activities will af
fect the accuracy of the determination 
of combined operating profit and its 
allocation among the participants. If 
it is not possible to allocate costs, 
income, and assets directly based on 
factual relationships, a reasonable al
location formula may be used. To the 
extent direct allocations are not 
made, the reliability of the results 
derived from the application of this 

method is reduced relative to the 
results of a method that requires 
fewer allocations of costs, income, 
and assets. Similarly, the reliability of 
the results derived from the applica
tion of this method is affected by the 
extent to which it is possible to apply 
the method to the parties' financial 
data that is related solely to the 
controlled transactions. For example, 
if the relevant business activity is the 
assembly of components purchased 
from both controlled and uncon
trolled suppliers, it may not be possi
ble to apply the method solely to 
financial data related to the con
trolled transactions. In such a case, 
the reliability of the results derived 
from the application of this method 
will be reduced. 

(2) The degree of consistency be
tween the controlled and uncontrolled 
taxpayers in accounting practices that 
materially affect the items that deter
mine the amount and allocation of 
operating profit affects the reliability 
of the result. Thus, for example, if 
differences in inventory and other 
cost accounting practices would mate
rially affect operating profit, the abil
ity to make reliable adjustments for 
such differences would affect the reli
ability of the results. Further, ac
counting consistency among the par
ticipants in the controlled transaction 
is required to ensure that the items 
determining the amount and alloca
tion of operating profit are measured 
on a consistent basis. 

(D) Other factors affecting reliabili
ty. Like the methods described in 
§§ 1.482-3, 1.482-4, and 1.482-5, the 
comparable profit split relies exclu
sively on external market bench
marks. As indicated in § 1.482-1(c)
(2)(i) , as the degree of comparability 
between the controlled and uncon
trolled transactions increases, the rel
ative weight accorded the analysis 
under this method will increase. In 
addition, the reliability of the analysis 
under this method may be enhanced 
by the fact that all parties to the con
trolled transaction are evaluated un
der the comparable profit split. How
ever, the reliability of the results of 
an analysis based on information from 
all parties to a transaction is affected 
by the reliability of the data and the 
assumptions pertaining to each party 
to the controlled transaction. Thus, if 
the data and assumptions are signifi
cantly more reliable with respect to 
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one of the parties than with respect to 
the others, a different method, focus
ing solely on the results of that party, 
may yield more reliable results. 

(3) Residual profit split-(i) In gen
eral. Under this method, the com
bined operating profit or loss from 
the relevant business activity is allo
cated between the controlled taxpay
ers following the two-step process set 
forth in paragraphs (c)(3)(i)(A) and 
(B) of this section. 

(A) Allocate income to routine con
tributions. The first step allocates op
erating income to each party to the 
controlled transactions to provide a 
market return for its routine contri
butions to the relevant business activ
ity. Routine contributions are contri
butions of the same or a similar kind 
to those made by uncontrolled tax
payers involved in similar business 
activities for which it is possible to 
identify market returns. Routine con
tributions ordinarily include contribu
tions of tangible property, services 
and intangibles that are generally 
owned by uncontrolled taxpayers en
gaged in similar activities. A func
tional analysis is required to identify 
these contributions according to the 
functions performed, risks assumed, 
and resources employed by each of 
the controlled taxpayers. Market re
turns for the routine contributions 
should be determined by reference to 
the returns achieved by uncontrolled 
taxpayers engaged in similar activi
ties, consistent with the methods de
scribed in §§ 1.482-3, 1.482-4 and 
1.482-5. 

(B) Allocate residual profit. The 
allocation of income to the controlled 
taxpayers' routine contributions will 
not reflect profits attributable to the 
controlled group's valuable intangible 
property where similar property is not 
owned by the uncontrolled taxpayers 
from which the market returns are 
derived. Thus, in cases where such 
intangibles are present there normally 
will be an unallocated residual profit 
after the allocation of income de
scribed in paragraph (c)(3)(i)(A) of 
this section. Under this second step, 
the residual profit generally should be 
divided among the controlled taxpay
ers based upon the relative value of 
their contributions of intangible prop
erty to the relevant business activity 
that was not accounted for as a 
routine contribution. The relative val
ue of the intangible property contrib-
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uted by each taxpayer may be mea
sured by external market benchmarks 
that reflect the fair market value of 
such intangible property. Alternative
ly, the relative value of intangible 
contributions may be estimated by the 
capitalized cost of developing the in
tangibles and all related improv~
ments and updates, less an appropn
ate amount of amortization based on 
the useful life of each intangible. 
Finally, if the intangible development 
expenditures of the parties are rela
tively constant over time and the 
useful life of the intangible property 
of all parties is approximately the 
same, the amount of actual expendi
tures in recent years may be used to 
estimate the relative value of intangi
ble contributions. If the intangible 
property contributed by one of t~e 
controlled taxpayers is also used m 
other business activities (such as 
transactions with other controlled tax
payers), an appropriate allocation of 
the value of the intangibles must be 
made among all the business activities 
in which it is used. 

(ii) Comparability and reliability 
considerations-(A) In general. 
Whether results derived from this 
method are the most reliable measure 
of the arm's length result is deter
mined using the factors described un
der the best method rule in 
§ 1.482-1(c). Thus, comparability 
and the quality of data and assump
tions must be considered in determin
ing whether this method provides the 
most reliable measure of an arm's 
length result. The application of these 
factors to the residual profit split is 
discussed in paragraph (c)(3)(ii)(B), 
(C), and (D) of this section. 

(B) Comparability. The first step of 
the residual profit split relies on mar
ket benchmarks of profitability. 
Thus, the comparability consider
ations that are relevant for the first 
step of the residual profit split are 
those that are relevant for the meth
ods that are used to determine market 
returns for the routine contributions. 
The second step of the residual profit 
split, however, may not rely so direct
lyon market benchmarks. Thus, the 
reliability of the results under this 
method is reduced to the extent that 
the allocation of profits in the second 
step does not rely on market bench
marks. 

(C) Data and assumptions. The re
liability of the results derived from 

154 1994-2 C.B. 

the residual profit split is affected by 
the quality of the data and assump
tions used to apply this method. In 
particular, the following factors must 
be considered-

(1) The reliability of the allocation 
of costs, income, and assets as de
scribed in paragraph (c)(2)(ii)(C)(1); 

(2) Accounting consistency as de
scribed in paragraph (c)(2)(ii)(C)(2) of 
this section; 

(3) The reliability of the .data u~ed 
and the assumptions made m valumg 
the intangible property contributed by 
the participants. In particular, if capi
talized costs of development are used 
to estimate the value of intangible 
property, the reliability of t.he .r~sults 
is reduced relative to the relIabIlIty of 
other methods that do not require 
such an estimate, for the following 
reasons. First, in any given case, the 
costs of developing the intangible 
may not be related to its market 
value. Second, the calculation of the 
capitalized costs of development may 
require the allocation of indirect costs 
between the relevant business activity 
and the controlled taxpayer's other 
activities, which may affect the reli
ability of the analysis. Finally, the 
calculation of costs may require as
sumptions regarding the useful life of 
the intangible property. 

(D) Other factors affecting reliabili
ty. Like the methods described in 
§§ 1.482-3, 1.482-4, and 1.482-5, the 
first step of the residual profit split 
relies exclusively on external market 
benchmarks. As indicated in 
§ 1.482-1 (c)(2)(i), as the degree of 
comparability between the controlled 
and uncontrolled transactions increas
es, the relative weight accorded the 
analysis under this method will in
crease. In addition, to the extent the 
allocation of profits in the second 
step is not based on external market 
benchmarks, the reliability of the 
analysis will be decreased in relation 
to an analysis under a method that 
relies on market benchmarks. Finally, 
the reliability of the analysis under 
this method may be enhanced by the 
fact that all parties to the controlled 
transaction are evaluated under the 
residual profit split. However, t~e 
reliability of the results of an analYSIS 
based on information from all parties 
to a transaction is affected by the 
reliability of the data and the assump
tions pertaining to each party to the 
controlled transaction. Thus, if the 

data and assumptions are significantly 
more reliable with respect to one of 
the parties than with respect to ~he 
others, a different method, focusmg 
solely on the results of that party, 
may yield more reliable resul.t~. 

(iii) Example. The proVISIons of 
this paragraph (c)(3) are illustrated by 
the following example. 

Example-Application of Residua! Profit 
Split. (i) XYZ is a U.S. corporatlO~ that 
develops, manufactures and market.s a lme of 
products for police use in the UnIted States. 
XYZ's research unit developed a bulletproof 
material for use in protective clothing and 
headgear (Nulon). XYZ obtains patent pr~tec
tion for the chemical formula for Nulon. Smce 
its introduction in the U.S., Nulon has cap
tured a substantial share of the U.S. market 
for bulletproof material. 

(ii) XYZ licensed its European subsidiary, 
XYZ-Europe, to manufacture and market Nu
Ion in Europe. XYZ-Europe is a well
established company that manufactures and 
markets XYZ products in Europe. XYZ
Europe has a research unit that adapts XYZ 
products for the defense market, as well as a 
well-developed marketing network that employs 
brand names that it developed. 

(iii) XYZ-Europe's research unit alters Nulon 
to adapt it to military specifications and devel
ops a high-intensity marketing campaign direct
ed at the defense industry in several European 
countries. Beginning with the 1995 taxable 
year, XYZ-Europe manufactures and sells Nu
Ion in Europe through its marketing network 
under one of its brand names. 

(iv) For the 1995 taxable year, XYZ has no 
direct expenses associated with the license of 
Nulon to XYZ-Europe and incurs no expenses 
related to the marketing of Nulon in Europe. 
For the 1995 taxable year, XYZ-Europe's Nu
Ion sales and pre-royalty expenses are $500 
million and $300 million, respectively, resulting 
in net pre-royalty profit of $200 million related 
to the Nulon business. The operating assets 
employed in XYZ-Europe's Nulon ~usiness are 
$200 million. Given the facts and cIrcumstanc
es the district director determines under the 
b;st method rule that a residual profit split will 
provide the most reliable measure of an arm's 
length result. Based on an examination o~ a 
sample of European companies performmg 
functions similar to those of XYZ-Europe, the 
district director determines that an average 
market return on XYZ-Europe's operating as
sets in the Nulon business is 10 percent, result
ing in a market return of $20 million (10070 ::' 
$200 million) for XYZ-Europe's Nulon bUSI
ness, and a residual profit of $180 million. 

(v) Since the first stage of the residual pro~t 
split allocated profits to XYZ-Europe's c~ntn
butions other than those attributable to hIghly 
valuable intangible property, it is assumed that 
the residual profit of $180 million is attribut
able to the valuable intangibles related to 
Nulon, i.e., the European brand name for 
Nulon and the Nulon formula (including XYZ
Europe's modifications). To estimate the. re~a
tive values of these intangibles, the dlstnct 
director compares the ratios of the capitalized 
value of expenditures as of 1995 on Nulon
related research and development and market
ing over the 1995 sales related to such expend i-
tures. 



(vi) Because XYZ's protective product re
search and development expenses support the 
worldwide protective product sales of the XYZ 
group, it is necessary to allocate such expenses 
among the worldwide business activities to 
which they relate. The district director deter
mines that it is reasonable to allocate the value 
of these expenses based on worldwide protec
tive product sales. Using information on the 
average useful life of its investments in protec
tive product research and development, the 
district director capitalizes and amortizes 
XYZ's protective product research and devel
opment expenses. This analysis indicates that 
the capitalized research and development ex
penditures have a value of $0.20 per dollar of 
global protective product sales in 1995. 

(vii) XYZ-Europe's expenditures on Nulon 
research and development and marketing sup
port only its sales in Europe. Using informa
tion on the average useful life of XYZ
Europe's investments in marketing and research 
and development, the district director capitaliz
es and amortizes XYZ-Europe's expenditures 
and determines that they have a value in 1995 
of $0.40 per dollar of XYZ-Europe's Nulon 
sales. 

(viii) Thus, XYZ and XYZ-Europe together 
contributed $0.60 in capitalized intangible de
velopment expenses for each dollar of XYZ
Europe's protective product sales for 1995, of 
which XYZ contributed one-third (or $0.20 per 
dollar of sales). Accordingly, the district direc
tor determines that an arm's length royalty for 
the Nulon license for the 1995 taxable year is 
$60 million, i.e., one-third of XYZ-Europe's 
$180 million in residual Nulon profit. 

§ 1.482-8 Examples of the best 
method rule 

In accordance with the best method 
rule of § 1.482-1(c), a method may 
be applied in a particular case only if 
the comparability, quality of data, 
and reliability of assumptions under 
that method make it more reliable 
than any other available measure of 
the arm's length result. The following 
examples illustrate the comparative 
analysis required to apply this rule. 
As with all of the examples in these 
regulations, these examples are based 
on simplified facts, are provided sole
ly for purposes of illustrating the type 
of analysis required under the rele
vant rule, and do not provide rules of 
general application. Thus, conclusions 
reached in these examples as to the 
relative reliability of methods are 
based on the assumed facts of the 
examples, and are not general conclu
sions concerning the relative reliabili
ty of any method. 

Example I-Preference for comparable un
controlled price method. Company A is the 
U.S. distribution subsidiary of Company B, a 
foreign manufacturer of consumer electrical 
appliances. Company A purchases toaster ov
ens from Company B for resale in the U.S. 
market. To exploit other outlets for its toaster 
ovens, Company B also sells its toaster ovens 

to Company C, an unrelated U.S. distributor 
of toaster ovens. The products sold to Compa
ny A and Company C are identical in every 
respect and there are no material differences 
between the transactions. In this case applica
tion of the CUP method, using the sales of 
toaster ovens to Company C, generally will 
provide a more reliable measure of an arm's 
length result for the controlled sale of toaster 
ovens to Company A than the application of 
any other method. See §§ 1.482-I(c)(2)(i) and 
-3(b )(2)(ii)(A). 

Example 2-Resale price method preferred to 
comparable uncontrolled price method. The 
facts are the same as in Example I, except that 
the toaster ovens sold to Company A are of 
substantially higher quality than those sold to 
Company C and the effect on price of such 
quality differences cannot be accurately deter
mined. In addition, in order to round out its 
line of consumer appliances Company A pur
chases blenders from unrelated parties for re
sale in the United States. The blenders are 
resold to substantially the same customers as 
the toaster ovens, have a similar resale value to 
the toaster ovens, and are purchased under 
similar terms and in similar volumes. The 
distribution functions performed by Company 
A appear to be similar for toaster ovens and 
blenders. Given the product differences be
tween the toaster ovens, application of the 
resale price method using the purchases and 
resales of blenders as the uncontrolled com par
abies is likely to provide a more reliable 
measure of an arm's length result than applica
tion of the comparable uncontrolled price 
method using Company B's sales of toaster 
ovens to Company C. 

Example 3-Resale price method preferred to 
comparable profits method. (i) The facts are 
the same as in Example 2 except that Company 
A purchases all its products from Company B 
and Company B makes no uncontrolled sales 
into the United States. However, six uncon
trolled U.S. distributors are identified that 
purchase a similar line of products from unre
lated parties. The uncontrolled distributors pur
chase toaster ovens from unrelated parties, but 
there are significant differences in the charac
teristics of the toaster ovens, including the 
brand names under which they are sold. 

(ii) Under the facts of this case, reliable 
adjustments for the effect of the different 
brandnames cannot be made. Except for some 
differences in payment terms and inventory 
levels, the purchases and resales of toaster 
ovens by the three uncontrolled distributors are 
closely similar to the controlled purchases in 
terms of the markets in which they occur, the 
volume of the transactions, the marketing ac
tivities undertaken by the distributor, inventory 
levels, warranties, allocation of currency risk, 
and other relevant functions and risks. Reliable 
adjustments can be made for the differences in 
payment terms and inventory levels. In addi
tion, sufficiently detailed accounting informa
tion is available to permit adjustments to be 
made for differences in accounting methods or 
in reporting of costs between cost of goods 
sold and operating expenses. There are no 
other material differences between the con
trolled and uncontrolled transactions. 

(iii) Because reliable adjustments for the dif
ferences between the toaster ovens, including 
the trademarks under which they are sold, can
not be made, these uncontrolled transactions 
will not serve as reliable measures of an arm's 
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length result under the comparable uncon
trolled price method. There is, however, close 
functional similarity between the controlled and 
uncontrolled transactions and reliable adjust
ments have been made for material differences 
that would be likely to affect gross profit. 
Under these circumstances, the gross profit 
margins derived under the resale price method 
are less likely to be susceptible to any unidenti
fied differences than the operating profit mea
sures used under the comparable profits meth
od. Therefore, given the close functional 
comparability between the controlled and un
controlled transactions, and the high quality of 
the data, the resale price method achieves a 
higher degree of comparability and will provide 
a more reliable measure of an arm's length 
result. See § 1.482-I(c) (Best method rule). 

Example 4-Comparable profits method pre
ferred to resale price lJIethod. The facts are the 
same as in Example 3, except that the account
ing information available for the uncontrolled 
com parables is not sufficiently detailed to en
sure consistent reporting between cost of goods 
sold and operating expenses of material items 
such as discounts, insurance, warranty costs, 
and supervisory, general and administrative 
expenses. These expenses are significant in 
amount. Therefore, whether these expenses are 
treated as costs of goods sold or operating 
expenses would have a significant effect on 
gross margins. Because in this case reliable 
adjustments can not be made for such account
ing differences, the reliability of the resale price 
method is significantly reduced. There is, how
ever, close functional similarity between the 
controlled and uncontrolled transactions and 
reliable adjustments have been made for all 
material differences other than the potential 
accounting differences. Because the comparable 
profits method is not adversely affected by the 
potential accounting differences, under these 
circumstances the comparable profits method is 
likely to produce a more reliable measure of an 
arm's length result than the resale price meth
od. See § 1.482-l(c) (Best method rule). 

Example 5-Cost plus method preferred to 
comparable profits method. (i) USS is a U.S. 
company that manufactures machine tool parts 
and sells them to its foreign parent corpora
tion, FP. Four U.S. companies are identified 
that also manufacture various types of machine 
tool parts but sell them to uncontrolled pur
chasers. 

(ii) Except for some differences in payment 
terms, the manufacture and sales of machine 
tool parts by the four uncontrolled companies 
are closely similar to the controlled transactions 
in terms of the functions performed and risks 
assumed. Reliable adjustments can be made for 
the differences in payment terms. In addition, 
sufficiently detailed accounting information is 
available to permit adjustments to be made for 
differences between the controlled transaction 
and the uncontrolled com parables in account
ing methods and in the reporting of costs 
between cost of goods sold and operating 
expenses. 

(iii) There is close functional similarity be
tween the controlled and uncontrolled transac
tions and reliable adjustments can be made for 
material differences that would be likely to 
affect gross profit. Under these circumstances, 
the gross profit markups derived under the cost 
plus method are less likely to be susceptible to 
any unidentified differences than the operating 
profit measures used under the comparable 
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profits method. Therefore, given the close 
functional comparability between the controlled 
and uncontrolled transactions, and the high 
quality of the data, the cost plus method 
achieves a higher degree of comparability and 
will provide a more reliable measure of an 
arm's length result. See § 1.482-I(c)(Best 
method rule). 

Example 6-Comparable profits method pre
ferred to cost plus method. The facts are the 
same as in Example 5, except that there are 
significant differences between the controlled 
and uncontrolled transactions in terms of the 
types of parts and components manufactured 
and the complexity of the manufacturing pro
cess. The resulting functional differences are 
likely to materially affect gross profit margins, 
but it is not possible to identify the specific 
differences and reliably adjust for their effect 
on gross profit. Because these functional differ
ences would be reflected in differences in 
operating expenses, the operating profit mea
sures used under the comparable profits meth
od implicitly reflect to some extent these func
tional differences. Therefore, because in this 
case the comparable profits method is less 
sensitive than the cost plus method to the 
potentially significant functional differences be
tween the controlled and uncontrolled transac
tions, the comparable profits method is likely 
to produce a more reliable measure of an arm's 
length result than the cost plus method. See 
§ 1.482-I(c) (Best method rule). 

Example 7-Preference for comparable un
controlled transaction method. (i) USpharm, a 
U.S. pharmaceutical company, develops a new 
drug Z that is a safe and effective treatment 
for the disease zeezee. USpharm has obtained 
patents covering drug Z in the United States 
and in various foreign countries. USpharm has 
also obtained the regulatory authorizations nec
essary to market drug Z in the United States 
and in foreign countries. 

(ii) USpharm licenses its subsidiary in coun
try X, Xpharm, to produce and sell drug Z in 
country X. At the same time, it licenses an 
unrelated company, Ydrug, to produce and sell 
drug Z in country Y, a neighboring country. 
Prior to licensing the drug, USpharm had 
obtained patent protection and regulatory ap
provals in both countries and both countries 
provide similar protection for intellectual prop
erty rights. Country X and country Yare 
similar countries in terms of population, per 
capita income and the incidence of disease 
zeezee. Consequently, drug Z is expected to sell 
in similar quantities and at similar prices in 
both countries. In addition, costs of producing 
drug Z in each country are expected to be 
approximately the same. 

(iii) USpharm and Xpharm establish terms 
for the license of drug Z that are identical in 
every material respect, including royalty rate, 
to the terms established between USpharm and 
Y drug. In this case the district director deter
mines that the royalty rate established in the 
Ydrug license agreement is a reliable measure 
of the arm's length royalty rate for the 
Xpharm license agreement. Given that the same 
property is transferred in the controlled and 
uncontrolled transactions, and that the circum
stances under which the transactions occurred 
are substantially the same, in this case the 
comparable uncontrolled transaction method is 
likely to provide a more reliable measure of an 
arm's length result than any other method. See 
§ 1.482-4(c)(2)(ii). 
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Example 8-Residual profit split method pre
ferred to other methods. (i) USC is a U.S. 
company that develops, manufactures and sells 
communications equipment. EC is the Europe
an subsidiary of USC. EC is an established 
company that carries out extensive research and 
development activities and develops, manufac
tures and sells communications equipment in 
Europe. There are extensive transactions be
tween USC and EC. USC licenses valuable 
technology it has developed to EC for use in 
the European market but EC also licenses 
valuable technology it has developed to USC. 
Each company uses components manufactured 
by the other in some of its products and 
purchases products from the other for resale in 
its own market. 

(ii) Detailed accounting information is avail
able for both USC and EC and adjustments 
can be made to achieve a high degree of con
sistency in accounting practices between them. 
Relatively reliable allocations of costs, income 
and assets can be made between the business 
activities that are related to the controlled 
transactions and those that are not. Relevant 
marketing and research and development ex
penditures can be identified and reasonable 
estimates of the useful life of the related 
intangibles are available so that the capitalized 
value of the intangible development expenses of 
USC and EC can be calculated. In this case 
there is no reason to believe that the relative 
value of these capitalized expenses is substan
tially different from the relative value of the 
intangible property of USC and EC. Further
more, com parables are identified that could be 
used to estimate a market return for the 
routine contributions of USC and EC. Based 
on these facts, the residual profit split could 
provide a reliable measure of an arm's length 
result. 

(iii) There are no uncontrolled transactions 
involving property that is sufficiently compara
ble to much of the tangible and intangible 
property transferred between USC and EC to 
permit use of the comparable uncontrolled 
price method or the comparable uncontrolled 
transaction method. Uncontrolled companies 
are identified in Europe and the United States 
that perform somewhat similar activities to 
USC and EC; however, the activities of none 
of these companies are as complex as those of 
USC and EC and they do not use similar levels 
of highly valuable intangible property that they 
have developed themselves. Under these cir
cumstances, the uncontrolled companies may 
be useful in determining a market return for 
the routine contributions of USC and EC, but 
that return would not reflect the value of the 
intangible property employed by USC and EC. 
Thus, none of the uncontrolled companies is 
sufficiently similar so that reliable results 
would be obtained using the resale price, cost 
plus, or comparable profits methods. More
over, no uncontrolled companies can be identi
fied that engaged in sufficiently similar activi
ties and transactions with each other to employ 
the comparable profit split method. 

(iv) Given the difficulties in applying the 
other methods, the reliability of the internal 
data on USC and EC, and the fact that 
acceptable com parables are available for de
riving a market return for the routine contri
butions of USC and EC, the residual profit 
split method is likely to provide the most 
reliable measure of an arm's length result in 
this case. 

Example 9-Comparable profits method pre
ferred to profit split. (i) Company X is a large, 
complex U.S. company that carries out exten
sive research and development activities and 
manufactures and markets a variety of prod
ucts. Company X has developed a new process 
by which compact disks can be fabricated at a 
fraction of the cost previously required. The 
process is expected to prove highly profitable, 
since there is a large market for compact disks. 
Company X establishes a new foreign subsid
iary, Company Y, and licenses it the rights to 
use the process to fabricate compact disks for 
the foreign market as well as continuing techni
cal support and improvements to the process. 
Company Y uses the process to fabricate com
pact disks which it supplies to related and 
unrelated parties. 

(ii) The process licensed to Company Y is 
unique and highly valuable and no uncon
trolled transfers of intangible property can be 
found that are sufficiently comparable to per
mit reliable application of the comparable un
controlled transaction method. Company X is a 
large, complex company engaged in a variety 
of activities that owns unique and highly valu
able intangible property. Consequently, no un
controlled companies can be found that are 
similar to Company X. Furthermore, applica
tion of the profit split method in this case 
would involve the difficult and problematic 
tasks of allocating Company X's costs and 
assets between the relevant business activity 
and other activities and assigning a value to 
Company X's intangible contributions. On the 
other hand, Company Y performs relatively 
routine manufacturing and marketing activities 
and there are a number of similar uncontrolled 
companies. Thus, application of the compara
ble profits method using Company Y as the 
tested party is likely to produce a more reliable 
measure of an arm's length result than a profit 
split in this case. 

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

Par. 4. The authority citation for 
part 602 continues to read as follows: 

Authority: 26 U.S.C. 7805. 
Par. 5. Section 602.101 is amended 

by: 
1. Removing the following entries 

from the table: 

§ 602.1OJ OMB Control numbers. 

* * * * * 
(c) * * * 

CFR part or section 
where identified and 
described 

* * * * 
* 

Current 
OMB con
trol No. 

1.482-1T .............. 1545-1298 
1.482-2 ............ '" 1545-0123 
1.482-3T .............. 1545-1298 
1.482-4T .............. 1545-1298 
* * * * * 



2. Adding entries to the table in 
numerical order to read as follows: 

§ 602.101 OMB Control numbers. 

* * * * * 
(c) * * * 

CFR part or section 
where identified and 
described 

* * * * * 

Current 
OMB con
trol No. 

1.482-1 ............... 1545-1364 
1.482-4 ............... 1545-1364 
* * * * * 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

Approved June 27, 1994. 

Leslie Samuels, 
Assistant Secretary of the Treasury. 

(Filed by the Office of the Federal Register on 
July I, 1994, 3:59 p.m., and published in the 
issue of the Federal Register for July 8, 
1994, 59 F.R. 34971) 

Section 4S3.-lnterest on Certain 
Deferred Payments 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of July 1994. See Rev. Rul. 94-44, 
page 190. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of August 1994. See Rev. Rul. 
94-50, page 192. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of September 1994. See Rev. Rul. 
94-55, page 193. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of October 1994. See Rev. Rul. 
94-61, page 194. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of November 1994. See Rev. Rul. 
94-67, page 196. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of December 1994. See Rev. Rul. 
94-73, page 197. 

Subchapter F.-Exempt Organizations 

Part 1Il.-Taxation of Business Income of Certain 
Exempt Organizations 

Section 5I3.-Unrelated Trade or 
Business 

The Service is providing inflation adjust
ments to the maximum amount of a "low cost 

article" for calendar year 1995. This safe 
harbor ensures that funds raised through a 
charity's distribution of articles will not be 
treated as unrelated business income to the 
charity. See Rev. Proc. 94-72, page 811. 

Subchapter I.-Natural Resources 

Part I.-Deductions 

Section 613A.-Limitation on 
Percentage Depletion in Case of Oil 
and Gas Wells 

If a taxpayer holds a net profits interest in a 
mineral property that produces a qualified fuel 
under § 29 of the Code, what portion of the 
total production from the property is attribut
able to the net profits interests. See Rev. Rul. 
94-48, page 3. 

Subchapter l-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 

Regulations relating to the valuation of an
nuities, interests for life or terms of years, and 
remainder or reversionary interests. See T.O. 
8540, page 297. 

Subchapter C.-Estates and Trusts Which May Accumulate 
Income or Which Distribute Corpus 

Section 664.-Charitable 
Remainder Trusts 

Regulations relating to the valuation of an
nuities, interests for life or terms of years, and 
remainder or reversionary interests. See T.O. 
8540, page 297. 

Subchapter K.-Partners and Partnerships 
Part I.-Determination of Tax Liability 

Section 704.-Partner's Distributive 
Share 

26 CFR 1.704-1: Partner's distributive share. 

Must Nuclear Decommissioning Reserve 
Fund pooling arrangements that are classi fied 
as partnerships apply the principles of 
§ 1.704-3 of the regulations when making 
allocations with respect to property that has 
been revalued pursuant to § 1.704-I(b)(2)
(iv)lf)? See Rev. Proc. 94-75, page 824. 

26 CFR 1.704-3: Contributed property. 

Must Nuclear Decommissioning Reserve 
Fund pooling arrangements that are classified 
as partnerships apply the principles of 
§ 1.704-3 of the regulations when making 
allocations with respect to property that has 
been revalued pursuant to § 1.704-I(b)(2)(iv)
(j)? See Rev. Proc. 94-75, page 824. 

Section 807 

Subchapter L.-Insurance Companies 
Part I.-Life Insurance Companies 

Subpart B.-Life Insurance Gross Income 

Section S03.-Life Insurance Gross 
Income 

An assumption reinsurance agreement that is 
used to effectuate a transfer of insurance and 
annuity contracts as part of a § 351 exchange 
is not subject to the provisions of §§ 803 and 
805 of the Code, and §§ 1.817-4(d) and 
1.848-2 of the regulations. The tax consequenc
es of the transfer under §§ 197, 357, 358, and 
362 are set forth. See Rev. Rul. 94-45, page 
39. 

Subpart C.-Life Insurance Deductions 

Section S05.-General Deductions 

An assumption reinsurance agreement that is 
used to effectuate a transfer of insurance and 
annuity contracts as part of a § 351 exchange 
is not subject to the provisions of §§ 803 and 
805 of the Code, and §§ 1.817-4(d) and 
1.848-2 of the regulations. The tax consequenc
es of the transfer under §§ 197, 357, 358, and 
362 are set forth. See Rev. Rul. 94-45, page 
39. 

Section S07.-Rules for Certain 
Reserves 

(Also Section 810; 1.810-2.) 

Rules for certain reserves; adjust
ment for change in computing re
serves. A change in the manner of 
computing a life insurance reserve to 
correct for an erroneous application 
of the computational rules of section 
807(d)(2) of the Code is subject to the 
change-in-basis rules of section 
807(f). 

Rev. Rul. 94-74 

ISSUE 

If a life insurance company changes 
the manner of computing its life in
surance reserves under § 807(d) of 
the Internal Revenue Code, what ad
justments are required in computing 
life insurance company taxable in
come? 

FACTS 

IC, a life insurance company within 
the meaning of § 816(a), issues life 
insurance contracts directly and also 
reinsures the risks on life insurance 
contracts issued by other companies. 
IC is required to determine life insur
ance reserves under § 807(d) with re
spect to both directly written and 
reinsured contracts, and to take net 
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increases or decreases in the reserves 
into account in computing life insur
ance company taxable income. In all 
of the situations described in this 
ruling, IC computes the amount of 
the life insurance reserve for a con
tract in accordance with the limita
tions in § 807(d)(l). 

Situation 1. 

In 1993, IC discovered that in prior 
years it had computed the amount of 
its life insurance reserves under 
§ 807(d) for certain reinsured con
tracts issued prior to 1982 using the 
prevailing commissioners' standard 
table (the 19S0 Commissioners' Stan
dard Ordinary Tables) at the time the 
reinsurance agreement was entered 
into rather than the prevailing com
missioners' standard table (the 1955 
Commissioners' Standard Ordinary 
Tables) at the time the reinsured con
tracts were issued. IC further deter
mined that if an amended return were 
filed for the taxable year ended De
cember 31, 19S9, the earliest open 
taxable year, the closing balance at 
December 31, 19S9, of its reserves 
under § S07(d) for the reinsured con
tracts would be $120x greater than 
the amounts originally claimed. 

Situation 2. 

Pursuant to an examination of IC's 
tax returns for taxable years 1990 
through 1992, the District Director 
determined that IC had computed its 
reserves under § S07(d) for certain 
life insurance contracts using the 
same interest rates as IC used to 
compute the statutory reserves for the 
~ontracts for state regulatory report
mg purposes. The District Director 
required IC to recompute the amount 
of its reserves for the contracts under 
§ 807(d) at the close of the 1990 
taxable year, the earliest open taxable 
year, using the higher of the applica
?le federal interest rate or the prevail
mg State assumed interest rate in 
effect when the contracts were issued 
This recomputation resulted in a net 
decrease of $130x in the closing bal
ance at December 31, 1990, of IC's 
reserves for the contracts. Of this 
$130x net decrease in reserves, $115x 
of the reduction was attributable to 
reserves for contracts issued prior to 
1990, and the remaining $15x to re
serves for contracts issued during 
1990. 
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Situation 3. 

IC historically has computed its 
statutory reserves for state regulatory 
reporting purposes for life insurance 
contracts using curtate functions. A 
curtate function assumes that all an
nual net premiums are received at the 
beginning of the policy year and that 
all death claims are paid at the end of 
the policy year. IC also has used 
curt ate functions when computing its 
life insurance reserves for the con
tracts under § S07(d). 

On its annual statement filed with 
the states for calendar year 1993, IC 
computed its statutory reserves at De
cember 31, 1993, for life insurance 
contracts using continuous functions. 
A continuous function assumes that 
annual net premiums are received 
continuously throughout the policy 
year and that death claims are paid at 
the moment of death. IC determined 
that if continuous functions were 
used to. compute its reserves for the 
contracts under § 807(d) as of De
cem ber 31, 1993, the closing balance 
of the reserves would be $15x greater 
than the corresponding reserves com
puted using curtate functions. Of this 
$15x net increase in reserves, $12x of 
the increase was attributable to re
serves for contracts issued prior to 
1993, and the remaining $3x to re
serves for contracts issued during 
1993. 

Situation 4. 

For purposes of computing its life 
insurance reserves under § S07(d), IC 
organizes its life insurance contracts 
into policy groupings or cells each 
consisting of policies which are identi
~al as to plan of insurance, year of 
~ssue or contract duration, age of 
Issue, and other factors. In 1993, IC 
discovered that due to a computer 
progr~mming error, certain policy 
cells Issued during 1992 had been 
omitted from the computation of IC's 
closing 1992 reserves. Had the omit
ted policy cells been included in IC's 
closing 1992 reserves, IC's life insur
ance reserves under § S07(d) at De
cember 31, 1992, would have been 
$75x greater than the amounts origi
nally claimed. 

APPLICABLE LAW AND 
ANALYSIS 

Section S05(a)(2) authorizes a de
duction with respect to the net in-

crease in certain reserves required by 
§ S07(c) to be taken into account. 
Under § S07(c)(l), the reserves to 
which this treatment applies include 
"life insurance reserves as defined in 
§ SI6(b)." 

Section S07(d)(l) provides that, 
other than for purposes of § S16 
(relating to qualification as a life 
insurance company), the amount of 
the life insurance reserve with respect 
to any contract is the greater of (i) 
the net surrender value of the con
tract, or (ii) the reserve determined 
under § S07(d)(2). In no event may 
the reserve for any contract exceed 
the amount taken into account with 
respect to that contract as of that 
time in determining the statutory re
serves (reduced by any deferred and 
uncollected premiums taken into ac
count in determining the statutory 
reserves). Section 807(d)(l) (flush lan
guage); see also §§ S09(b)(4)(B) and 
SII(c). 

Section S07(d)(2) provides that the 
reserve for any contract must be de
termined using (i) the tax reserve 
method applicable to that type of 
contract, (ii) the greater of the appli
cable federal interest rate or the pre
vailing State assumed interest rate 
and (iii) the prevailing commissioners: 
standard tables for morbidity or mor
tality adjusted as appropriate to re
flect the risks (such as substandard 
risks) incurred under the contract 
which are not otherwise taken into 
account. See § 10241 of the Omnibus 
Budget Reconciliation Act of 19S7, 
P.L. 100-203, for amendments to 
§ S07 applicable to contracts issued 
in taxable years beginning after De
cember 31, 1987. 

Section S07(d)(3) prescribes the ap
plicable Commissioners' Reserve Val
uation Method (CRVM) in effect 
when the contract is issued as the tax 
reserve method for life insurance con
tracts. 

Section S07(d)(4)(A) provides that 
the "applicable federal interest rate" 
means the annual rate determined by 
the Secretary under § S46(c)(2) for 
the calendar year in which the con
tract was issued. 

Section S07(d)(4)(B) provides that 
the "prevailing State assumed interest 
rate" means, for any contract the 
highest assumed interest rate p:rmit
ted to be used in computing life 
insurance reserves for insurance or 
annuity contracts of that type of 



contract under the laws of at least 26 
states as of the beginning of the 
calendar year when the contract was 
issued. 

Section 807(d)(5)(A) provides that 
the term "prevailing commissioners' 
standard tables" means, with respect 
to any contract, the most recent com
missioners' standard tables prescribed 
by the National Association of Insur
ance Commissioners (NAIC) that are 
permitted to be used in computing 
reserves for that type of contract 
under the insurance laws of at least 
26 states when the contract was is
sued. 

The legislative history relating to 
§ 807 indicates that for purposes of 
determining the applicable prevailing 
commissioners' standard table to be 
used in computing reserves for rein
sured contracts, the issue date that 
should be referred to is that of the 
underlying policies and not the date 
of the reinsurance agreement. See 
H.R. Rep. No. 432, 98th Congo 2d 
Sess., Pt. 2, 1415, fn. 14 (1984); 
Senate Committee on Finance, 98th 
Congo 2d Sess., Deficit Reduction Act 
of 1984. Explanation of Provisions 
Approved by the Committee on 
March 21, 1984, Vol. 1, 541, fn. 12 
(Comm. Print 1984). 

Section 807(f) provides that if the 
basis for determining any item re
ferred to in § 807(c) as of the close 
of any taxable year differs from the 
basis for determining that item as of 
the close of the preceding taxable 
year, then so much of the difference 
between (i) the amount of the item at 
the close of the taxable year, comput
ed on the new basis, and (ii) the 
amount of the item at the close of the 
taxable year, computed on the old 
basis, as is attributable to contracts 
issued before the taxable year, is 
taken into account ratably over 10 
taxable years (either as an increase or 
decrease in taxable income), begin
ning with the year following the year 
of change. 

Section 1.806-4(a) of the Income 
Tax Regulations provides, in part, 
that a change in basis of computing 
any of the items in former § 81O(c) 
(current § 807(c» is not a change in 
method of accounting requiring the 
consent of the Secretary or his dele
gate under § 446(e). 

Section 807(f) was originally enact
ed as § 81O(d) by the Life Insurance 
Company Income Tax Act of 1959, 

P.L. 86-69 (1959 Act). In the legisla
tive history of the 1959 Act, the term 
"basis" is used interchangeably with 
"method" when describing the effects 
of a change in basis of computing 
reserves. See H.R. Rep. No. 34, 86th 
Congo 1st. Sess. (1959), 1959-2 C.B. 
736, 759; S. Rep. No. 291, 86th 
Congo 1st Sess. (1959), 1959-2 C.B. 
770, 811. By enacting § 81O(d), Con
gress provided a specific treatment 
for tax purposes for adjustments re
sulting from a change in method of 
computing reserves, which otherwise 
would have been subject to the gener
al tax rules under § 481 for changes 
in method of accounting. See, e.g., 
American General Life and Accident 
Insurance Co. v. United States, 90-1 
USTC ~ 50,010 at 83,042 (M. Dist. 
Tenn. 1989) ("section 481 is simply a 
much more general provision dealing 
with recapture of tax income in a 
broad variety of cases ... [while) sec
tion 810, on the other hand, is much 
more specific and deals with a very 
narrow and limited type of 'change in 
method of accounting"'). A stated 
purpose of § 810(d) was to avoid the 
income distortion created by taking 
the entire impact of a change in basis 
of computing reserves into account in 
computing taxable income for a single 
taxable year. See H.R. Rep. No. 34, 
86th Congo 1st. Sess. (1959), 1959-2 
C.B. at 749; S. Rep. No. 291, 86th 
Congo 1st Sess. (1959), 1959-2 C.B. 
at 794. 

The 1O-year ratable adjustment rule 
of § 81O(d) was reenacted as § 807(f) 
in the comprehensive revision to the 
life insurance company tax provisions 
effected by the Tax Reform Act of 
1984, P.L. 98-369 (the "1984 Act"). 
By using language identical to that of 
prior § 81O(d), Congress signalled its 
intent that § 807(f) be construed in 
accordance with prior law. See H.R. 
Rep. No. 432, at 1417; Senate Com
mittee on Finance, Deficit Reduction 
Act of 1984, at 543 ("The present law 
allowing income or loss resulting 
from a change in the method of 
computing reserves to be taken into 
account ratably over a 10-year period 
is retained"). In general, where a 
provision was carried over from prior 
law by the 1984 Act, Congress intend
ed the new provision to be interpreted 
in a manner consistent with the prior 
law provision. See H.R. Rep. No. 
432, at 1402; Senate Committee on 
Finance, Deficit Reduction Act of 
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1984, at 524. Under the rulings and 
case law interpreting prior § 81O(d), a 
change in basis may occur whether 
the change in manner of computing 
the reserve is voluntary or involun
tary, as well as when there is a 
change from incorrect to correct re
serve computations. See, e.g., Ameri
can General Life & Accident Ins. Co. 
v. United States; Rev. Rul. 77-198, 
1977-1 C.B. 190 (a change from a 
nonactuarial method of computing re
serves to a method that utilizes recog
nized mortality tables and assumed 
rates of interest is a change in basis 
of computing reserves under former 
§§ 806(b) and 81O(d». 

After enactment of the specific tax 
reserving rules in the 1984 Act, fewer 
circumstances exist under which 
changes in assumptions, other than 
those specified in the statute, used in 
computing reserves could be made. 
See Senate Committee on Finance, 
Deficit Reduction Act of 1984, at 
539-40 ("The bill, however, takes a 
new approach by prescribing specific 
rules for computing life insurance 
reserves for tax purposes, and as a 
consequence, the amount of the de
duction allowable or income includ
ible in any taxable year is prescribed 
regardless of the manner employed in 
computing State statutory reserves"). 
Changes in specified assumptions un
der § 807(d), e.g., the interest rate, 
mortality table, or federally pre
scribed method, could occur as a 
result of erroneous reserve computa
tions. In addition, changes in other 
assumptions for computing statutory 
reserves may cause increases or de
creases in a company's reserves which 
are attributable to a change in basis. 
However, regardless of the nature of 
a change in "basis" or "method" of 
computing reserves (i.e., whether the 
change results from a change in speci
fied or nonspecified assumptions), 
§ 807(f) and § 1.806-4(a) require a 
1O-year ratable spread of the adjust
ment resulting from the change in 
manner of computing reserves with
out requiring consent to make the 
change under § 446(e). 

Under § 446, a change in method 
of accounting does not include cor
rection of mathematical or posting 
errors. See, e.g., § 1.446-1 (e)(2)
(ii)(b). Because § 807(f) is a more 
specific application of the general tax 
rules governing a change in method 
of accounting, a circumstance that is 
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not a change in method of accounting 
under the general rules cannot be 
governed by the more specific rules of 
§ 807(f). Accordingly, consistent with 
§ 446, the correction of reserves for a 
mathematical or posting error would 
not be treated as a change in basis 
under § 807(f). 

Section 811(a) provides that a life 
insurance company is required to 
compute its taxable income using an 
accrual method of accounting or, to 
the extent permitted by Treasury reg
ulations, using a combination of an 
accrual method of accounting with 
another permissible method (other 
than the cash receipts and disburse
ments method). To the extent not 
inconsistent with federal income tax 
accounting rules and other federal tax 
rules applicable to life insurance com
panies, all computations, however, 
are to be made in a manner consistent 
with the manner required for pur
poses of the annual statement ap
proved by the National Association 
of Insurance Commissioners. 

In Situation 1, IC discovered that 
in computing the amount of its re
serves under § 807(d) for certain rein
sured contracts, it had referred to the 
date of the reinsurance agreement, as 
opposed to the issue date of the 
underlying policies, for purposes of 
determining the applicable prevailing 
commissioners' standard mortality ta
ble. A change in the computation of 
the reserves to correct for an errone
ous application of the prescribed re
serve computation rules of 
§ 807(d)(2) is treated as a change in 
basis under § 807(f). At the time of 
the discovery of this error in its 
reserve computations, IC's earliest 
open year was the taxable year ended 
December 31, 1989. Accordingly, IC 
may recompute the amount of its 
reserves under § 807(d) for reinsured 
contracts issued prior to 1982 at the 
close of the taxable year ended De
cember 31, 1989, the earliest open 
year, to reflect the prevailing commis
sioners' standard mortality tables 
based on the actual issue dates of the 
underlying policies. 

For purposes of computing the net 
increase or decrease in life insurance 
reserves for the 1989 taxable year, the 
year of change, IC determines the 
closing balance of its reserves under 
§ 807(d) with respect to reinsured 
contracts using the old basis involving 
incorrect mortality tables. Pursuant 
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to the adjustment rules of § 807(f), 
the $120x difference between the 
amount of IC's reserves for the con
tracts at the close of the 1989 taxable 
year, as recomputed on the new basis 
using the 1958 C.S.O. Tables, and the 
corresponding reserves computed on 
the old basis, using the 1980 C.S.O. 
Tables, is taken into account as a 
deduction in computing taxable in
come ratably over 10 taxable years, 
beginning with the 1990 taxable year. 

In Situation 2, the District Director 
appropriately required IC to recom
pute its reserves for certain life insur
ance contracts for the taxable year 
ended December 31, 1990, the earliest 
open taxable year, because of a fail
ure to use the appropriate interest 
rates specified by § 807(d)(2). A 
change in the manner of computing 
IC's reserves to correct for an errone
ous application of the reserve compu
tation rules of § 807(d)(2) is treated 
as a change in basis under § 807(f), 
even though the recomputation of 
IC's reserves is made on an involun
tary basis. 

For purposes of computing net in
creases or decreases in life insurance 
reserves for the 1990 taxable year, the 
year of change, IC determines the 
closing balance of the reserves at 
December 31, 1990 for contracts is
sued prior to 1990 using the old basis 
involving incorrect interest rates. Pur
suant to the adjustment rules of 
§ 807(f), the $115x net reduction to 
the closing balance of the reserves for 
these contracts resulting from the use 
of the appropriate interest rates speci
fied in § 807(d)(2) is taken into ac
count as an increase in taxable in
come ratably over 10 taxable years, 
beginning with the 1991 taxable year. 
The $15x reduction in IC's reserves at 
December 31, 1990, which is attribut
able to the use of the appropriate 
interest rates for contracts issued dur
ing 1990 is not subject to the 10-year 
adjustment rule of § 807(f) because 
the reserves at December 31, 1990, 
attributable to these contracts must 
be computed using correct interest 
rates. 

In Situation 3, IC changed assump
tions with respect to the timing of 
premium collections and payment of 
death claims for purposes of comput
ing its statutory reserves. The NAIC 
prescribed reserve method for life in
surance contracts, or CR VM, does 
not require the use of a particular 

tlmmg assumption with respect to 
these items for purposes of determin
ing the minimum acceptable reserve 
under state law. Because the pre
scribed tax reserve method under 
§ 807(d)(3)(A) does not specify the 
use of either curtate or continuous 
functions, IC must apply the same 
timing assumption for premiums and 
death claims when computing the 
amount of its reserves for tax pur
poses as it uses in computing the state 
statutory reserves for the contracts. 
See § 811(a). Accordingly, the change 
from curt ate to continuous functions 
for purposes of determining the 
amount of IC's reserves on life insur
ance contracts for state regulatory 
reporting purposes results in a change 
in basis under § 807(f). See also Rev. 
Rul. 70-192, 1970-1 C.B. 153 (same 
result under prior law). 

For purposes of computing increas
es or decreases in life insurance re
serves for the 1993 taxable year, IC 
must compute the closing balance of 
its reserves under § 807(d) with re
spect to life insurance contracts issued 
prior to 1993 using the old basis 
involving curt ate functions. Pursuant 
to the adjustment rules of § 807(f), 
the net increase of $12x resulting 
from the recomputation of the closing 
reserve balance for these contracts 
using continuous functions must be 
taken into account as a decrease in 
taxable income ratably over 10 tax
able years, beginning with the 1994 
taxable year. The $3x increase in IC's 
reserves at December 31, 1993, which 
is attributable to the use of continu
ous reserve factors for contracts is
sued during 1993 is not subject to the 
lO-year adjustment rule of § 807(f) 
because the reserves at December 31, 
1993, attributable to these contracts 
must be computed using continuous 
functions. 

In Situation 4, the understatement 
of IC's reserves at December 31, 
1992, caused by the omission of cer
tain policy groupings issued during 
1992 is the result of a mathematical 
or posting error. Correction for IC's 
omission of reserves for certain con
tracts is not a change in basis under 
§ 807(f) or a change in method of 
accounting under §§ 446 and 481. 
Because this mathematical or posting 
error occurred in 1992, IC should file 
an amended return for that taxable 
year, restating the closing reserves at 
December 31, 1992, to reflect the 



correct reserve amounts and taking 
these recomputed reserves into ac
count in redetermining its life insur
ance company taxable income for 
that year. Thus, as the tax effects of 
correcting this error are taken into 
account for the 1992 taxable year, the 
adjustment to IC's closing reserves at 
December 31, 1992, with respect to 
this error is not spread over 10 years 
under § 807(f). 

HOLDING 

A change in the manner of comput
ing a life insurance reserve under 
§ 807(d) is subject to the change in 
basis rules under § 807(f). Thus, 
there is no requirement under 
§ 446(e) to obtain the Commission
er's consent to make the change. The 
1O-year ratable adjustment rule of 
§ 807(f) applies to the adjustments 
resulting from a recomputation of the 
reserves for a contract to correct for 
an erroneous application of the pre
scribed computational rules of 
§ 807(d)(2), whether the recompu
tation is initiated by the taxpayer or 
the Service. If a change in basis of 
computing reserves is required to 
correct for an erroneous application 
of the computational rules of 
§ 807(d)(2), either the taxpayer or the 
Service may make the change retroac
tively by amending (or adjusting) the 
taxpayer's returns (not otherwise 
barred by the statute of limitations) 
for periods for which there was an 
erroneous application of the pre
scribed rules. 

The 1O-year ratable adjustment rule 
of § 807(f) also applies when the 
amount of the reserves for a contract 
is changed as the result of a change in 
a computational assumption (other 
than the tax reserve method, inter
est rate, or the prevailing commis
sioners' standard mortality or mor
bidity table specified by § 807(d)(2» 
used in determining the statutory re
serves for a contract. For tax pur
poses, the year of change is the year 
for which the taxpayer changes the 
method of computing its reserves for 
the contract for state regulatory re
porting purposes. 

An adjustment to the amount of a 
life insurance reserve under § 807(d) 
to correct for a mathematical or post
ing error is not considered a change 
in basis under § 807(f). Adjustments 
attributable to the correction of a 
mathematical or posting error must 

be made to both opening and closing 
reserves for the affected year, and are 
not subject to the 1O-year ratable 
adjustment rule of § 807(f). 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of July 1994. See Rev. Rut. 94-44, 
page 190. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of August 1994. See Rev. Rut. 
94-50, page 192. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of September 1994. See Rev. Rut. 
94-55, page 193. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of October 1994. See Rev. Rut. 
94-61, page 194. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of November 1994. See Rev. Rut. 
94-67, page 196. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of December 1994. See Rev. Rut. 
94-73, page 197. 

An assumption reinsurance agreement that is 
used to effectuate a transfer of insurance and 
annuity contracts as part of a § 351 exchange 
is not subject to the provisions of §§ 803 and 
805 of the Code, and §§ 1.817-4(d) and 
1.848-2 of the regulations. The tax consequenc
es of the transfer under §§ 197,357,358, and 
362 are set forth. See Rev. Rut. 94-45, page 
39. 

Section 809.-Reduction in Certain 
Deductions of Mutual Life Insurance 
Companies 

26 CFR 1.809-4: Gross amount. 

An assumption reinsurance agreement that is 
used to effectuate a transfer of insurance and 
annuity contracts as part of a § 351 exchange 
is not subject to the provisions of §§ 803 and 
805 of the Code, and §§ 1.817-4(d) and 
1.848-2 of the regulations. The tax consequenc
es of the transfer under §§ 197, 357, 358, and 
362 are set forth. See Rev. Rut. 94-45, page 
39. 

26 CFR 1.809-5: Deductions. 

An assumption reinsurance agreement that is 
used to effectuate a transfer of insurance and 
annuity contracts as part of a § 351 exchange 
is not subject to the provisions of §§ 803 and 
805 of the Code, and §§ 1.817-4(d) and 
1.848-2 of the regulations. The tax consequenc
es of the transfer under §§ 197, 357, 358, and 
362 are set forth. See Rev. Rut. 94-45, page 
39. 

Section 809 
26 CFR 1.809-9: Computation of the differen
tial earnings rate and the recomputed differen
tial earnings rate. 

Mutual life insurance companies; 
differential earnings rate. The differ
ential earnings rate for 1993 and the 
recomputed differential earnings rate 
for 1992 are set forth for use by 
mutual life insurance companies to 
compute their income tax liabilities 
for 1993. 

Rev. Rul. 94-53 

This revenue ruling contains the 
differential earnings rate for 1993 and 
the recomputed differential earnings 
rate for 1992. Under § 809 of the 
Internal Revenue Code, mutual life 
insurance companies use these rates in 
computing their Federal income tax 
liability for taxable years beginning in 
1993. This revenue ruling also con
tains the figures on which the deter
minations of these rates are based. 
Notice 94-25, 1994-1 C.B. 342, con
tained tentative determinations of 
these rates. 

Section 809(a) provides that, in the 
case of any mutual life insurance 
company, the amount of the deduc
tion allowable under § 808 for policy
holder dividends is reduced (but not 
below zero) by the "differential earn
ings amount." Any excess of the 
differential earnings amount over the 
amount of the deduction allowable 
under § 808 is taken into account as 
a reduction in the closing balance of 
reserves under 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 company's average 
equity base for the taxable year multi
plied by (b) the "differential earnings 
rate" for that taxable year. The "dif
ferential earnings rate" for the tax
able year is the excess of (a) the 
"imputed earnings rate" for the tax
able year over (b) the "average mutu
al earnings rate" for the second cal
endar 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 differ
ential earnings amount" for any tax-
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able year exceeds the differential 
earnings amount for that taxable 
year, the excess is included in life 
insurance gross income for the suc
ceeding taxable year. If the differen
tial earnings amount for any taxable 
year exceeds the recomputed differen
tial earnings amount for that taxable 
year, the excess is allowed as a life 
insurance deduction for the succeed
ing taxable year. The "recomputed 
differential earnings amount" for any 
taxable year is an amount calculated 
in the same manner as the differential 
earnings amount for that taxable 
year, except that the average mutual 
earnings rate for the calendar year in 
which the taxable year begins is sub
stituted for the average mutual earn
ings rate for the second calendar year 
preceding the calendar year in which 
the taxable year begins. 

The stock earnings rates and mutu-

al earnings rates taken into account 
under § 809 generally are determined 
by dividing statement gain from oper
ations by the average equity base. For 
this purpose, the term "statement 
gain from operations" means "the 
net gain or loss from operations re
quired to be set forth in the annual 
statement, determined without regard 
to Federal income taxes, and ... prop
erly adjusted for realized capital gains 
and losses .... " See § 809(g)(l). The 
term "equity base" is defined as an 
amount determined in the manner 
prescribed by regulations equal to 
surplus and capital increased by the 
amount of nonadmitted financial as
sets, the excess of statutory reserves 
over the amount of tax reserves, the 
sum of certain other reserves, and 50 
percent of any policyholder dividends 
(or other similar liability) payable in 
the following taxable year. See 

Rev. Rul. 94-53 Table 1 
Determination of Rates To Be Used For Taxable Years 
Beginning in 1993 

§ 809(b)(2), (3), (4), (5) and (6). Sec
tion 1.809-lOT of the temporary In
come 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 differ
ential earnings amount under 
§ 809(f)(3) may be less than zero. 

For purposes of § 809, the differ
ential earnings rate for 1993 and the 
rate used to calculate the recomputed 
differential earnings amount for 1992 
(the recomputed differential earnings 
rate for 1992), and the figures on 
which these two rates are based are 
set forth in Table 1. 

Differential earnings rate for 1993 ....................................................................... 0 
Recomputed differential earnings rate for 1992 ............................................................ 0 
Imputed earnings rate for 1992 ...................................................................... 15.962 
Imputed earnings rate for 1993 ...................................................................... 12.611 
Base period stock earnings rate ...................................................................... 18.221 
Current stock earnings rate for 1993 ................................................................. 13.926 
Stock earnings rate for 1990 ........................................................................ 15.108 
Stock earnings rate for 1991 ........................................................................ 19.667 
Stock earnings rate for 1992 ......................................................................... 7.004 
Average mutual earnings rate for 1991 ............................................................... 16.483 
Average mutual earnings rate for 1992 ............................................................... 18.577 

26 CFR 1.809-10: Computation oj equity base. 

T.D.8564 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Computation of Equity Base 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations relating to the deter
mination of the equity base for pur
poses of computing the differential 
earnings amount and recomputed dif
ferential earnings amount, which are 
used in determining the deduction for 
policyholder dividends of a mutual 
life insurance company. The final reg-
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ulations provide that the equity base 
includes the amount of any asset 
valuation reserve and the amount of 
any interest maintenance reserve re
ported on the annual statement pre
scribed by the National Association 
of Insurance Commissioners (NAIC) 
for filing with the insurance regulato
ry authorities of a state. The regula
tions affect life insurance companies. 

DATES: These final regulations are 
effective September 29, 1994. 

These regulations are applicable to 
tax years ending after December 31, 
1991. 

SUPPLEMENTARY 
INFORMATION: 

Background 

On September 7, 1993, temporary 
regulations (TO 8484 [1993-2 C.B. 

248]) relating to the determination of 
the equity base of a life insurance 
company under section 809 of the 
Internal Revenue Code (Code) were 
published in the Federal Register (58 
FR 47060). A notice of proposed 
rulemaking (FI-29-93 [1993-2 C.B. 
612]) cross-referencing the temporary 
regulations was published in the Fed
eral Register (58 FR 47089) on the 
same day. The proposed and tempo
rary regulations provide that the equi
ty base includes the amount of any 
asset valuation reserve and the 
amount of any interest maintenance 
reserve reported on the annual state
ment prescribed by the NAIC for 
filing with the insurance regulatory 
authorities of a state. 

Three comments on the proposed 
regulations were received, and a pub
lic hearing on the regulations was 



held on December 3, 1993. After 
consideration of the comments, the 
proposed regulations are adopted 
without change by this Treasury deci
sion. 

Explanation of Provision 

Section 809(a) of the Code provides 
that, in the case of any mutual life 
insurance company, the amount of 
the deduction allowable under section 
808 for policyholder dividends is re
duced (but not below zero) by the 
differential earnings amount. For 
purposes of the computations under 
section 809, a life insurance company 
must determine its equity base. The 
equity base of a life insurance compa
ny includes the capital and surplus of 
the company as well as any mandato
ry securities valuation reserve, defi
ciency reserve, and voluntary reserve 
or similar liability. 

The mandatory securities valuation 
reserve is the first reserve listed in 
section 809(b)(5). From the time sec
tion 809 was enacted through 1991, 
the mandatory securities valuation re
serve was required to be reported on 
the NAIC annual statement filed by 
all life insurance companies. During 
these years, the NAIC annual state
ment required insurers to allocate sur
plus to fund the mandatory securities 
valuation reserve. Though shown as a 
liability account on the annual state
ment, the mandatory securities valua
tion reserve was not an actual liability 
in the sense of a debt to another 
party; rather, it represented a fund of 
allocated surplus, earmarked as a 
contingency reserve against fluctua
tions in the values of a company's 
investments in stocks and bonds. 

For NAIC annual statements cover
ing 1992 and later years, the NAIC 
replaced the mandatory securities val
uation reserve with the asset valuation 
reserve and interest maintenance re
serve. This change reflected the recog
nition by the NAIC that life insur
ance companies need to protect 
against fluctuations in value in mort
gages, real estate, and other invest
ments as well as fluctuations in value 
in stocks and bonds and that interest
related changes in asset values might 
appropriately be differentiated from 
other changes. Accordingly, the new 
reserves cover an expanded class of 
assets and differentiate between (1) 
equity and credit-related capital gains 

and losses, and (2) interest-related 
capital gains and losses. 

The asset valuation reserve reflects 
changes in the value of equity invest
ments and also changes in the value 
of debt investments where the chang
es are credit-related. Both realized 
and unrealized capital gains and loss
es are reflected in the asset valuation 
reserve. 

The interest maintenance reserve re
flects realized capital gains and losses 
from bonds, mortgages, and other 
fixed-income obligations to the extent 
that they are interest-related. Because 
the value of U.S. Government securi
ties, together with the value of securi
ties of agencies backed by the full 
faith and credit of the U.S. Govern
ment, are safe from credit-related 
risks and are subject only to interest
related risks, the capital gains and 
losses on those securities are allocated 
solely to the interest maintenance re
serve. 

The proposed and temporary regu
lations provide that the equity base 
includes the amount of any asset 
valuation reserve and the amount of 
any interest maintenance reserve re
ported on the NAIC annual state
ment. Three comments were received 
on the proposed regulations. 

The first commentator agreed that 
inclusion of the asset valuation re
serve and the interest maintenance 
reserve in the section 809 equity base 
is consistent with Congress' decision 
to include the mandatory securities 
valuation reserve in the equity base. 
The commentator stated that, by pro
viding in section 809(b)(5)(A) that the 
equity base includes the amount of 
the mandatory securities valuation re
serve, Congress determined that the 
allocation of surplus represented by 
this reserve, which included credit
related capital gains as well as 
interest-related capital gains, was 
properly part of the equity base. The 
commentator concluded that, absent 
a legislative change, allocated surplus 
should continue to be included in the 
equity base notwithstanding the 
change in the name of the reserve or 
the method of allocating surplus to 
the reserve. Alternatively, the com
mentator stated that the unaccrued 
market value increase or decrease in 
an insurer's liabilities as reflected in 
the interest maintenance reserve 
should be included in the equity base 
because the Conference Report under-
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lying section 809 indicates that Con
gress intended the equity base to in
clude any reserve for potential or 
unaccrued liabilities. H.R. ConL 
Rep. No. 861, 98th Cong., 2d Sess. 
1058 (1984). 

This commentator also requested 
that the final regulations clarify that 
both positive and negative interest 
maintenance reserves are included in 
computing the equity base. Finally, 
while noting that the proposed regula
tions do not address the treatment of 
interest-related capital gains and loss
es in computing the section 809 earn
ings of a life insurance company, the 
commentator indicated that for calen
dar years prior to 1992 interest
related capital gains or losses have 
been included in section 809 earnings 
no later than the year in which the 
gains or losses were realized for tax 
purposes. The commentator stated 
that this treatment should be contin
ued in the absence of a legislative 
change. 

The second commentator did not 
take a position regarding the inclu
sion of the amount of any interest 
maintenance reserve in the section 809 
equity base. Rather, this commenta
tor noted that the regulations deal 
with the determination of the equity 
base but are silent on the extent to 
which interest-related capital gains are 
to be included in section 809 earn
ings. If the current inclusion ap
proach of the proposed and tempo
rary regulations is adopted in the 
final regulations, then this commenta
tor indicated that interest-related cap
ital gains and losses should be includ
ed currently in section 809 earnings. 
In addition, the commentator stated 
that there should be consistency be
tween the calculations of the equity 
base made on Form 1120L, U.S. Life 
Insurance Income Tax Return, and 
on Form 8390, Information Return 
for Determination of Life Insurance 
Company Earnings Rate Under Sec
tion 809. 

The third commentator agreed that 
the interest maintenance reserve must 
be treated consistently for equity base 
and earnings purposes. However, this 
commentator urged that the interest 
maintenance reserve not be included 
in the section 809 equity base. In
stead, interest-related capital gains 
and losses would be amortized into 
equity and earnings over the remain
ing life of the asset sold. The com-
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mentator stated that inclusion of the 
interest maintenance reserve in equity: 
(1) is inconsistent with the substance 
and theory of the interest maintenance 
reserve, which is to treat interest
related realized capital gains and loss
es as a substitute for future unearned 
income; (2) fails to reduce the volatili
ty of the life insurance companies' 
earnings rates; (3) is inconsistent with 
the requirement under section 809 that 
all determinations generally be made 
on the basis of the amounts required 
to be set forth on the annual state
ment; and (4) is inconsistent with 
§ I.809-9(a), which provides that nei
ther the differential earnings rate nor 
the recomputed differential earnings 
rate may be negative. 

No changes are being made to the 
regulations in response to these com
ments. Inclusion of the interest main
tenance reserve in the equity base is 
consistent with the historical treat
ment of interest-related capital gains 
and losses under section 809. By pro
viding in section 809(b)(5)(A) that the 
equity base includes the amount of 
the mandatory securities valuation re
serve, Congress demonstrated its in
tent to include interest-related capital 
gains and losses in the equity base. 
Modification of the annual statement 
by the NAIC to eliminate and replace 
the mandatory securities valuation re
serve cannot override the specific in
clusion that Congress required for 
these gains and losses. Section 
809(g)(3) provides the regulatory au
thority to adjust under section 
809(b)(5) amounts set forth on the 
annual statement to continue the in
clusion of these gains and losses in the 
equity base. Since the interest mainte
nance reserve represents an allocation 
of surplus from interest-related capital 
gains and losses for which Congress 
made clear its intentions and provided 
regulatory authority to preserve its 
intentions, the inclusion of the interest 
maintenance reserve in the equity base 
is appropriate. 

The final regulations require any 
interest maintenance reserve (whether 
positive or negative) to be included in 
an insurer's equity base. The reduc
tion of the equity base for any 
interest-related capital losses reflected 
in a negative interest maintenance re
serve is consistent with the treatment 
of those losses prior to the replace
ment of the mandatory securities valu
ation reserve with the asset valuation 
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reserve and the interest maintenance 
reserve. Before the change, any 
interest-related capital losses reduced 
the amount of net income added to 
capital and surplus. Thus, any nega
tive interest maintenance reserve 
should be included as a reduction to 
the equity base, consistent with the 
treatme nt of interes t-relat ed capital 
losses prior to the change. 

Under the final regulations, the 
asset valuation reserve and the inter
est maintenance reserve must be in
cluded in the calculation of the equity 
base for purposes of section 809. This 
requirement is reflected on both Form 
II20L and Form 8390. See An
nouncement 93-117, 1993-29 I.R.B. 
85. Thus, there is consistency between 
the calculations of the equity base on 
Form II20L and on Form 8390. Fi
nally, although the final regulations 
do not specifically address this issue, 
interest-related capital gains and loss
es continue to be included in section 
809 earnings by virtue of section 
809(g)( 1 )( C). 

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 
Flexibility Act (5 U.S.C. chapter 6) 
do not apply to these regulations, 
and, therefore, a Regulatory Flexibili
ty Analysis is not required. Pursuant 
to section 7805(f) of the Internal 
Revenue Code, the notice of pro
posed rulemaking preceding these reg
ulations was submitted to the Small 
Business Administration for comment 
on its impact of small business. 

* * * * * 
Adoption oj 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 1.809-10 also issued under 

26 U.S.C. 809(b)(2) and (g)(3). * * * 

§ 1. 809-IOT [Redesignated as 
§ 1.809-10] 

Par. 2. Section 1.809-IOT is rede
signated as § 1.809-10 and the word 
"(temporary)" is removed from the 
section heading. 

Michael P. Dolan, 
Acting Commissioner oj 

Internal Revenue. 

Approved September 9, 1994. 

Leslie Samuels, 
Assistant Secretary oj 

the Treasury. 

(Filed by the Office of the Federal Register on 
September 28, 1994, 8:45 a.m., and pub
lished in the issue of the Federal Register for 
September 29, 1994, 59 F.R. 49577) 

Section 810.-0perations Loss 
Deduction 

26 CFR 1.8/0-2: Rules for certain reserves. 

A change in the manner of computing a life 
insurance reserve to correct for an erroneous 
application of the computational rules of 
§ 807( d)(2) is subject to the change-in-basis 
rules of § 807(f). See Rev. Rul. 94-74, page 
157. 

Subpart E.-Definitions and Special Rules 

Section 817.-Treatment of 
Variable Contracts 

26 CFR 1.817-4: Special rules. 

An assumption reinsurance agreement that is 
used to effectuate a transfer of insurance and 
annuity contracts as part of a § 351 exchange 
is not subject to the provisions of §§ 803 and 
805 of the Code, and §§ 1.817-4(d) and 
1.848-2 of the regulations. The tax consequenc
es of the transfer under §§ 197, 357, 358, and 
362 are set forth. See Rev. Rul. 94-45, page 
39. 

26 CFR 1.817-5: Diversification requirements 
for variable annuity, endowment, and life in
surance contracts. 

Diversification requirements for 
variable products. This ruling defines 
eight specific categories and one gen
eral category of arrangements that are 
"qualified retirement or pension 
plans" for purposes of section 
1.817-5(f)(3)(iii) of the regulations. 

Rev. Rul. 94-62 

This revenue ruling lists arrange
ments that qualify as a "qualified 
pension or retirement plan" for pur
poses of § 1.817 -5(f)(3)(iii) of the 
Income Tax Regulations. 



BACKGROUND 

Under section 817(h) of the Inter
nal Revenue Code, a segregated asset 
account upon which a variable annu
ity or life insurance contract is based 
must be adequately diversified in or
der for the variable contract to be 
treated as an annuity under § 72 or 
as a life insurance contract under 
§ 7702. Section 817(h)(4) and § 1.817-
5(f) provide that in certain cases di
versification may be satisfied under a 
"look-through" rule. If a "look
through" rule applies with respect to 
a beneficial interest in a regulated 
investment company, for example, 
the diversification requirements are 
applied by taking into account the 
assets held by the regulated invest
ment company. One of the require
ments for applying the "look
through" rule under § 1.817-5(f)(2)(i) 
is that all of the beneficial interests in 
a regulated investment company, 
partnership or trust be held by one or 
more insurance companies. In deter
mining whether this requirement is 
satisfied, § 1.817-5(f)(3)(iii) provides 
that beneficial interests held by the 
trustee of a qualified pension or re
tirement plan are disregarded. 

HOLDING 

Solely for purposes of § 1.817-5(f)
(3)(iii), the term "qualified pension or 
retirement plan" includes the follow
ing arrangements: 

1. A plan described in § 401(a) that 
includes a trust exempt from tax un
der § 501(a); 

2. An annuity plan described in 
§ 403(a); 

3. An annuity contract described in 
§ 403(b), including a custodial ac
count described in § 403(b)(7); 

4. An individual retirement account 
described in § 408(a); 

5. An individual retirement annuity 
described in § 408(b); 

6. A governmental plan within the 
meaning of § 414(d) or an eligible 
deferred compensation plan within 
the meaning of § 457(b); 

7. A simplified employee pension 
of an employer that satisfies the re
quirements of § 408(k); 

8. A plan described in § 501(c)(18); 
9. Any other trust, plan, account, 

contract, or annuity that the Internal 
Revenue Service has determined in a 
letter ruling to be within the scope of 
§ 1.817-5(f)(3)(iii). 

Section 818.-0ther Definitions and 
Special Rules 

An assumption reinsurance agreement that is 
used to effectuate a transfer of insurance and 
annuity contracts as part of a § 351 exchange 
is not subject to the provisions of §§ 803 and 
805 of the Code, and §§ 1.817-4(d) and 
1.848-2 of the regulations. The tax consequenc
es of the transfer under §§ 197, 357, 358, and 
362 are set forth. See Rev. Rul. 94-45, page 
39. 

Part II.-Other Insurance Companies 

Section 832.-lnsurance Company 
Taxable Income 

26 CFR 1.832-4: Gross income. 

The salvage discount factors are set forth for 
the 1994 accident year. These factors will be 
used for computing estimated salvage recover
able for purposes of section 832 of the Code. 
See Rev. Proc. 94-50, page 709. 

Part III.-Provisions of General Application 

Section 846.-Discounted Unpaid 
Losses Defined 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of July 1994. See Rev. Rul. 94-44, 
page 190. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of August 1994. See Rev. Rul. 
94-50, page 192. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of September 1994. See Rev. Rul. 
94-55, page 193. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of October 1994. See Rev. Rul. 
94-61, page 194. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of November 1994. See Rev. Rul. 
94-67, page 196. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of December 1994. See Rev. Rul. 
94-73, page 197. 

26 CFR 1.846-1: Application of discount fac
tors. 

The loss payment patterns and discount fac
tors are set forth for the 1994 accident year. 
These factors will be used for computing dis
counted unpaid losses under section 846 of the 
Code. See Rev. Proc. 94-47, page 688. 

Section 985 
26 CFR 1.846-1: Application of discount fac
tors. 

The salvage discount factors are set forth for 
the 1994 accident year. These factors will be 
used for computing estimated salvage recover
able for purposes of section 832 of the Code. 
See Rev. Proc. 94-50, page 709. 

Section 848.-Capitalization of 
Certain Policy Acquisition Expenses 

26 CFR 1.848-2: Capitalization of certain poli
cy acquisition expenses. 

An assumption reinsurance agreement that is 
used to effectuate a transfer of insurance and 
annuity contracts as part of a § 351 exchange is 
not subject to the provisions of §§ 803 and 805 
of the Code, and §§ 1.817-4(d) and 1.848-2 of 
the regulations. The tax consequences of the 
transfer under §§ 197, 357, 358, and 362 are 
set forth. See Rev. Rul. 94-45, page 39. 

Subchapter N.-Tax Based on Income from Sources Within 
or Without the United States 

Part III.-Income from Sources Without the 
United States 

Subpart D.-Possessions of the United States 

Section 936.-Puerto Rico and 
Possession Tax Credit 

26 CFR 1.936-7: Manner of making election 
under section 936(h)(5); special election for 
export sales; revocation of election under sec
tion 936(a). 

Procedures are set forth telling taxpayers 
how to make a one time change in election 
under section 936(h) of the Code without the 
consent of the Commissioner. In addition it 
extends the filing date for making the change 
to December 31, 1994. See Rev. Proc. 94-70, 
page 806. 

Subpart I.-Foreign Currency Transactions 

Section 985.-Functional Currency 

26 CFR 1.985-1: Functional currency. 

T.D.8556 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part I 

Computation and Characterization 
of Income and Earnings and Profits 
Under the Dollar Approximate 
Separate Transactions Method of 
Accounting (DASTM) 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final and temporary regu
lations. 

SUMMARY: This document contains 
final Income Tax Regulations relating 
to the computation and character
ization of income or earnings and 
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Section 985 
profits under the dollar approximate 
separate transactions method of ac
counting (DASTM). These regulations 
are issued under section 985 of the 
Internal Revenue Code of 1986 
(Code), which was added to the Code 
by the Tax Reform Act of 1986. 
These regulations provide guidance 
for taxpayers with a qualified busi
ness unit (QBU) operating in a hyper
inflationary environment, i.e., a QBU 
that must use the dollar as its func
tional currency and determine income 
or earnings and profits under 
DASTM because its functional cur
rency otherwise would be a hyperin
flationary currency. 

DATES: These regulations are effec
tive July 25, 1994. 

For dates of applicability, see the 
Effective Dates portion of the pream
ble under SUPPLEMENT AR Y IN
FORMATION. 

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 num
ber 1545-1051. The estimated annual 
burden per respondent varies from 45 
minutes to 1 3/4 hours, depending on 
individual circumstances, with an esti
mated average of 1 114 hours. 

Comments concerning the accuracy 
of this burden estimate and sugges
tions for reducing this burden should 
be sent to the Internal Revenue Ser
vice, 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, DC 
20503. 

Background 

On July 17, 1991, proposed amend
ments to § 1.985-3 were published in 
the Federal Register at 56 FR 32525 
[INTL-29-91, 1991-2 C.B. 1062]. In 
addition, conforming changes were 
proposed to §§ 1.904-4, 1.954-2T, 
1.985-0, 1.985-1, and 1.985-2. A pub
lic hearing was held on September 13, 
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1991. A number of comments, which 
are discussed below, were received on 
issues raised by the proposed regula
tions. After consideration of these 
comments, the regulations are adopt
ed as a Treasury decision with the 
modifications described below. 

Explanation of Provisions 

Under § 1.985-1(b)(2)(ii)(A), a 
QBU that would otherwise have a 
hyperinflationary currency as its func
tional currency must use the dollar as 
its functional currency and must com
pute income or earnings and profits 
using DASTM for taxable years be
ginning after August 24, 1994. Any 
change in a QBU's method of ac
counting which results from the 
QBU's adoption of DASTM under 
these final regulations shall be 
deemed to have been made with the 
consent of the Commissioner. 

Some commentators objected to the 
requirement that use of the dollar and 
DASTM be made mandatory for a 
QBU operating in a hyperinflationary 
environment. The suggestion that use 
of the dollar and DASTM should 
continue to be elective was not adopt
ed because the use of a hyperinflation
ary functional currency and the profit 
and loss method of accounting (P&L 
method) does not clearly reflect in
come. 

Under the P&L method, income or 
loss is computed in the hyperinflation
ary currency and translated into dol
lars at the appropriate exchange rate 
for the accounting period. The P&L 
method distorts income and loss of a 
QBU with substantial depreciable as
sets. As the hyperinflationary curren
cy depreciates with respect to the 
dollar, sales revenues (as measured in 
the hyperinflationary currency) in
crease; but depreciation and amorti
zation deductions, which are based on 
hyperinflationary currency cost bases, 
remain constant. This results in an 
overstatement of income. Another 
distortion occurs with respect to in
come and expense derived from hyper
inflationary financial assets and liabil
ities. For example, a QBU that 
borrows in hyperinflationary currency 
will incur and deduct a very high level 
of nominal interest expense, reflecting 
the lender's expectation that payment 
of interest and repayment of principal 
will be in devalued currency. Howev
er, under the P&L method, the off
setting exchange gain (relative to the 

dollar) on a QBU's hyperinflationary 
currency liabilities is deferred, causing 
the income of net borrowers to be 
understated. 

In light of these distortions, use of 
a hyperinflationary functional curren
cy and the P&L method by QBUs 
operating in a hyperinflationary envi
ronment is not appropriate. The regu
lations, therefore, generally require 
that QBUs operating in a hyperinfla
tionary environment use the dollar 
and DASTM for future taxable years. 
Under § 1.985-1 (b)(2)(ii)(B)(2), how
ever, a taxpayer is not required to use 
DASTM to compute the income or 
loss or earnings and profits of a 
foreign corporation that is not a con
trolled foreign corporation. This ex
ception is provided because minority 
shareholders of a foreign corporation 
may be unable to obtain the informa
tion required to apply DASTM. How
ever, where the necessary information 
can be obtained, § 1. 985-1 (b )(2)(ii)
(B)(2) provides that DASTM may be 
elected by a noncontrolled section 902 
corporation under the procedural 
rules of § 1.985-2(c)(3). 

Section 1.985-1 (b )(2)(ii)(B)(l) clari
fies the rule for determining the func
tional currency of a QBU branch of a 
foreign corporation when the foreign 
corporation has a non-dollar func
tional currency that is not hyperinfla
tionary. If the QBU branch otherwise 
would have a hyperinflationary cur
rency as its functional currency, the 
branch's functional currency is the 
functional currency of the foreign 
corporation. 

The definition of hyperinflationary 
currency, now found in § 1.985-1(b)
(2)(ii)(D), has been revised to clarify 
that the cumulative inflation rate dur
ing the thirty-six month base period is 
based on compounded inflation rates 
for the base period, and not on the 
sum of annual inflation rates. This 
change conforms the definition of 
hyperinflationary currency more 
closely to that applicable under Unit
ed States generally accepted account
ing principles (GAAP). 

Section 1.985-3(a) provides that, 
for all purposes of subtitle A, 
DASTM must be used to compute 
gross income, income or loss, or 
earnings and profits (or deficits in 
earnings and profits). This provision 
is intended to clarify that DASTM 
gain or loss is part of gross income 
for purposes of the de minimis and 



full inclusion rules of section 
954(b)(3)(A) and (B), and that 
DASTM gain or loss must be taken 
into account in applying the related 
party interest rules of section 
954(b)(5), among other computations. 

Section 1.985-3(a) further provides 
that, for open taxable years beginning 
after December 31, 1986, but before 
the effective date of these regulations, 
the taxpayer has the option to elect 
DASTM for any open taxable year 
(and all subsequent taxable years). 
Taxpayers previously using the P&L 
method that wish to elect DASTM 
for prior open years may do so by 
amending their tax returns for the 
applicable years and complying with 
the applicable election procedures of 
§ 1.985-2, including the conformity 
requirements of § 1.985-2(d)(3), if 
applicable. Taxpayers that have elect
ed DASTM and applied the rules 
under prior § 1.985-3 may elect to 
apply the rules under this revised 
§ 1.985-3 by amending their tax re
turns for the applicable years. In 
either case, the Commissioner is 
deemed to consent. 

If a taxpayer elects for prior years 
to change the functional currency of 
a QBU operating in a hyperinflation
ary environment to the dollar, it must 
make the adjustments described in 
§ 1.985-5 (or § 1.985-5T, if applica
ble) if the year of change begins after 
1987, or the adjustments described in 
§ 1.985-6 (or § 1.985-6T, if applica
ble) if the year of change begins in 
1987. The adjustments described in 
§ 1.985-5 (or § 1.985-5T, if applica
ble) must be included in income in 
the taxable year prior to the year of 
change unless that prior taxable year 
is closed. In that case, the adjust
ments must be included in income in 
the year of change. 

Certain countries with hyperinfla
tion require taxpayers to make adjust
ments to the balance sheet under a 
system of monetary correction with 
respect to fixed assets and capital, 
with corresponding adjustments to 
the profit and loss statement. Under 
U.S. GAAP, these adjustments are 
reversed. Section 1.985-3(b)(2) and 
§ 1.985-3(d)(2)(ii) have been clarified 
to require reversal of monetary cor
rection adjustments required by local 
accounting principles. 

Taxpayers suggested that they 
should be permitted to translate cer
tain financial assets and liabilities at 

the period-end exchange rate, rather 
than at the average exchange rate for 
the last translation period in order to 
conform the rules under § 1.985-3 to 
GAAP. To make it clear that the 
period-end exchange rate may be 
used, § 1.985-3(c)(6) has been 
amended to indicate that a spot ex
change rate on the last day of the 
taxable period is a reasonable meth
od, provided that it is consistently 
used and conforms to the taxpayer's 
method of financial accounting. 

Taxpayers requested guidance with 
respect to transactions described in 
section 988(c)(1)(B) and (C) denomi
nated in a currency other than a 
QBU's hyperinflationary currency or 
the dollar (third currency transac
tion). In order to parallel the finan
cial accounting rules for the adminis
trative ease of taxpayers and the 
Service, § 1.985-3(c)(9) provides that 
taxpayers may use any reasonable 
method of accounting for third cur
rency transactions so long as such 
method is consistent with their meth
od of financial accounting. 

Several commentators requested 
that the regulations provide a simpler 
method of allocating and apportion
ing DASTM gain or loss for small 
taxpayers. This suggestion has been 
adopted. Section 1.985-3(e)(2) pro
vides that a taxpayer with a QBU 
having an adjusted basis in assets of 
$10 million or less (taking into ac
count assets of related QBUs resident 
in the same country) may elect to 
allocate DASTM gain or loss ratably 
to all items of the QBU's gross in
come (determined prior to adjustment 
for DASTM gain or loss). Thus, for 
purposes of the foreign tax credit, 
DASTM gain or loss is allocated on 
the basis of the relative amounts of 
gross income in each separate catego
ry described in section 904(d). Simi
larly, for purposes of section 952, 
DASTM gain or loss is allocated to 
subpart F income in a separate cate
gory based on the ratio of gross 
subpart F income in the separate 
category to total gross income in that 
category. Commentators also request
ed a simpler method for taxpayers 
with one or two section 904(d) sepa
rate categories (or a de minimis 
amount in a second category). This 
suggestion was not adopted because 
the allocation rules in § 1.985-3(e)(3) 
more accurately reflect the income of 
large taxpayers. 

Section 985 
The prior final regulations under 

§ 1.985-3 provided for the allocation 
of DASTM gains and losses to sec
tion 904(d) separate categories based 
on foreign source gross income in 
each category. There was no attempt 
to identify DASTM gain or loss with 
specific assets or liabilities. However, 
in the proposed regulations under 
§ 1.985-3, DASTM gain or loss was 
identified with specific assets and was 
directly allocated to specific section 
904(d) separate categories based on 
the income those assets would gener
ate. With respect to liabilities, the 
proposed regulations provided that 
DASTM gain or loss should be allo
cated to the section 904(d) separate 
categories in the same manner as the 
allocation and apportionment of in
terest expense. The proposed regula
tions applied this method of alloca
tion to all liabilities. 

Some comments suggested that 
DASTM gain or loss on certain non
interest-bearing liabilities, particularly 
short-term non-interest-bearing trade 
payables, should be directly allocated 
to the same section 904(d) separate cat
egory as the income produced by the 
purchased good or service to which 
the payable relates. The suggested 
rationale for this approach is that in 
a hyperinflationary environment the 
purchase price for deferred payment 
of goods or services reflects a premi
um for inflation expected to occur 
prior to payment. This overstated 
purchase price is reflected in cost of 
goods sold, distorting the taxpayer's 
income in the pertinent section 904(d) 
separate category. Therefore, in order 
to compensate for this distortion, 
commentators recommended adjust
ing cost of goods sold by the DASTM 
gain on the trade payable. 

In response to this suggestion, 
§ 1.985-3(e) now provides different 
rules for allocating and apportioning 
DASTM gain or loss with respect to 
interest-bearing liabilities (under 
§ 1.985-3(e)(3)(vii» and non-interest
bearing liabilities (under § 1.985-3-
(e)(3)(viii». Section 1.985-3(e)(3)(vii)
(A) now provides that the amount of 
DASTM gain on interest-bearing lia
bilities reduces interest expense gener
ated by such liabilities; any DASTM 
gain in excess of interest expense is 
sourced or otherwise classified in the 
same manner that interest expense is 
allocated and apportioned. Any 
DASTM loss on interest-bearing lia-
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bilities is allocated and apportioned in 
the same manner that interest expense 
is allocated and apportioned under 
§ 1.861-9T (without regard to the 
exceptions to fungibility in § 1.861-
lOT). 

Section 1.985-3(e)(3)(vii)(8) pro
vides rules with respect to the alloca
tion of DASTM gain or loss on debt 
that gives rise to related person inter
est expense under section 954(b)(5). 
Section 954(b)(5) requires that related 
person interest expense must first be 
allocated to foreign personal holding 
company income that is passive in
come to the extent thereof and there
fore to the section 904(d)(l)(A) sepa
rate category for passive income for 
purposes of the foreign tax credit 
limitation. To prevent distortion, 
any DASTM gain or loss arising 
from such related person debt must 
also be allocated for purposes of 
sections 904 and 952 in the same 
manner that the related person inter
est expense of that debt is required to 
be allocated under the rules of section 
954(b)(5). 

One commentator suggested that, 
in applying the modified gross income 
method under § 1.861-9T(j) to allo
cate and apportion the interest ex
pense of a controlled foreign corpora
tion, the gross income in each section 
904(d) separate category should first 
be adjusted by the amount of 
DASTM gain or loss allocated to 
assets under § 1.985-3(e)(3)(v). Sec
tion 1.985-3(e)(3)(vii)(C) of the final 
regulations adopts this suggestion and 
requires that, before applying the 
modified gross income method under 
§ 1.861-9T(j), an adjustment to gross 
income must be made for DASTM 
gain or loss attributed to assets under 
§ 1.985-3(e)(3)(v) and DASTM gain 
or loss on short-term, non-interest
bearing trade payables under 
§ 1.985-3(e)(3)(viii)(A). 

In accordance with comments de
scribed above, § 1.985-3(e)(3)(viii)(A) 
provides that DASTM gain or loss on 
short-term, non-interest-bearing trade 
payables is allocated to the same cate
gory or type of gross income as the 
cost or expense to which the trade 
payable relates. For this purpose, a 
short-term, non-interest-bearing trade 
payable is a non-interest-bearing lia
bility with a term of 183 days or less 
that is incurred to purchase property 
or services to be used by the obligor 
in an active trade or business. Under 
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§ 1.985-3( e )(3)(viii)(B), a similar rule 
has been provided for excise tax pay
abies. 

Under § 1.985-3(e)(3)(viii)(C)(l), 
DASTM gain or loss on other non
interest-bearing liabilities is allocated 
under § 1. 985-3(e)(3)(ix) (i.e., on a 
gross income basis). However, under 
§ 1.985-3(e)(3)(viii)(C)(2), the taxpay
er may demonstrate to the satisfac
tion of the district director, or the 
district director may determine, that 
application of the gross income allo
cation method would result in a sub
stantial distortion of income. In that 
case, DASTM gain or loss on such 
liabilities may be attributed to the 
same section 904(d) separate category 
or subpart F category as the transac
tion to which the liability relates. 

The temporary regulations under 
§ 1.954-2T have been amended in 
this Treasury Decision and will be 
finalized as part of a separate regula
tion. 

An accompanying proposed regula
tion provides rules that would require 
a taxpayer to change from DASTM 
to the P&L method when the curren
cy which otherwise would be its func
tional currency ceases to be hyperin
flationary. 

EFFECTIVE DA TE 

These regulations are effective for 
taxable years beginning after August 
24, 1994. However, a taxpayer may 
elect to apply § 1.985-3 to any open 
taxable year beginning after Decem
ber 31, 1986 (whether or not DASTM 
has been previously elected for some 
or all of those years). In order to 
make this election, the taxpayer must 
apply § 1.985-3 to that year and all 
subsequent years. In addition, each 
person that is related (within the 
meaning of § 1.985-3(e)(2)(vi» to the 
taxpayer on the last day of any tax
able year for which the election is 
effective and that would have been 
eligible to elect DASTM must also 
apply § 1.985-3 to that year and all 
subsequent years. 

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 

Flexibility Act (5 U .S.c. chapter 6) 
do not apply to these regulations, 
and, therefore, a Regulatory Flexibili
ty Analysis is not required. Pursuant 
to section 7805(f) of the Internal 
Revenue Code, the notice of pro
posed rulemaking preceding these reg
ulations was submitted to the Small 
Business Administration for comment 
on its impact on small business. 

* * * * * 
Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part is 
amended as follows: 

PART I-INCOME TAXES 

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

Authority: 26 U .S.C. 7805 * * * 
Par. 2. In § 1.904-4, paragraph (j) 

is revised to read as follows: 

§ 1.904-4 Separate application of sec
tion 904 with respect to certain cate
gories of income. 

* * * * * 
(j) Special rule for DASTM gain or 

loss. Any DASTM gain or loss com
puted under § 1.985-3(d) must be 
allocated among the categories of in
come under the rules of § 1.985-
3 (e)(2)(iv) or (e)(3). The rules of 
§ 1.985-3(e) apply before the rules of 
section 904( d)(2)(A)(iii)(III) (the ex
ception from passive income for high
taxed income). 

* * * * * 
Par. 3. In § 1. 954-2T, paragraph 

(g)(2)(i) is revised to read as follows: 

§ 1.954-2T Foreign personal holding 
company income; taxable years begin
ning after December 31, 1986 (tempo
rary). 

* 
(g) * * * 
(2) * * * 

* * * * 

(i) Qualified business units using 
the dol/ar approximate separate trans
actions method. Any DASTM gain or 
loss computed under § 1.985-3(d) 
must be allocated under the rules of 
§ 1.985-3(e)(2)(iv) or (e)(3). 

* * * * * 
Par. 4. Section 1.985-0 is amended 

by revising the table of contents entry 
for § 1.985-3 to read as follows: 



§ 1.985-0 Outline of regulation. 

§ 1.985-3 United States dollar ap
proximate separate transactions meth
od. 

(a) Scope and effective date. 
(b) Statement of method. 
(c) Translation into United States 

dollars. 
(d) Computation of DASTM gain 

or loss. 
(e) Effect of DASTM gain or loss 

on gross income, taxable income, or 
earnings and profits. 

* * * * * 
Par. 5. Section 1.985-1 is amended 

as follows: 
1. Revise the fifth, seventh, and 

eighth sentences of paragraph (a)(1). 
2. Revise paragraph (b). 
3. Revise paragraph (c)(6). 
4. Add a new sentence to the end 

of paragraph (d)(1)(ii) and remove the 
concluding text at the end of para
graph (d)(1). 

5. The revisions and additions read 
as follows: 

§ 1.985-1 Functional currency. 

(a) * * * 
(1) * * * Section 1.985-3 sets forth 

the dollar approximate separate trans
actions method that certain QBUs 
must use to compute their income or 
loss or earnings and profits. * * * 
Section 1.985-5 provides adjustments 
that are required to be made upon a 
change in functional currency. Final
ly, § 1.985-6 provides transition rules 
for a QBU that uses the dollar ap
proximate separate transactions meth
od for its first taxable year beginning 
after December 31, 1986. 

* * * * * 
(b) Dollar functional currency

(1) In general. The dollar shall be the 
functional currency of a taxpayer or 
QBU described in paragraph (b)(1)(i) 
through (v) of this section regardless 
of the currency used in keeping its 
books and records (as defined in 
§ 1.989(a)-I(d». The dollar shall be 
the functional currency of-

(i) A taxpayer that is not a QBU 
(e.g., an individual); 

(ii) A QBU that conducts its activi
ties primarily in dollars. A QBU con
ducts its activities primarily in dollars 
if the currency of the economic envi
ronment in which the QBU conducts 
its activities is primarily the dollar. 
The facts and circumstances test set 

forth in paragraph (c)(2) of this sec
tion shall apply in making this deter
mination; 

(iii) Except as otherwise provided 
by ruling or administrative pro
nouncement, a QBU that has the 
United States, or any possession or 
territory of the United States where 
the dollar is the standard currency, as 
its residence (as defined in section 
988(a)(3)(B»; 

(iv) A QBU that does not keep 
books and records in the currency of 
any economic environment in which a 
significant part of its activities is 
conducted. Whether a QBU keeps 
such books and records is determined 
in accordance with paragraph (c)(3) 
of this section; or 

(v) A QBU that produces income 
or loss that is, or is treated as, 
effectively connected with the conduct 
of a trade or business within the 
United States. 

(2) QBUs operating in a hyperin
flationary environment-(i) Taxable 
years beginning on or before August 
24, 1994. For taxable years beginning 
on or before August 24, 1994 , see 
§ 1.985-2 with respect to a QBU that 
elects to use, or is otherwise required 
to use, the dollar as its functional 
currency. 

(ii) Taxable years beginning after 
August 24, 1994-(A) In general. For 
taxable years beginning after August 
24, 1994 , except as otherwise provid
ed in paragraph (b)(2)(ii)(B) of this 
section, any QBU that otherwise 
would be required to use a hyperin
flationary currency as its functional 
currency must use the dollar as its 
functional currency and compute in
come or loss or earnings and profits 
under the rules of § 1.985-3. 

(B) Exceptions-(l) Certain QBU 
branches. The functional currency of 
a QBU that otherwise would be re
quired to use a hyperinflationary cur
rency as its functional currency and 
that is a branch of a foreign corpora
tion having a non-dollar functional 
currency that is not hyperinflationary 
shall be the functional currency of the 
foreign corporation. Such QBU's in
come or loss or earnings and profits 
shall be determined under § 1.985-3 
by substituting the functional curren
cy of the foreign corporation for the 
dollar. 

(2) Corporation that is not a con
trolled foreign corporation. A foreign 
corporation (or its QBU branch) op-
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erating in a hyperinflationary envi
ronment is not required to use the 
dollar as its functional currency pur
suant to paragraph (b )(2)(ii)(A) of 
this section if that foreign corpora
tion is not a controlled foreign corpo
ration as defined in section 957 or 
953(c)(1)(B). However, a noncon
trolled section 902 corporation, as 
defined in section 904(d)(2)(E), may 
elect to use the dollar (or, if appro
priate, the currency specified in para
graph (b )(2)(ii)(B)(1) of this section) 
as its (or its QBU branch's) function
al currency under the procedures set 
forth in § 1.985-2(c)(3). 

(C) Change in functional currency. 
If a QBU is required to change its 
functional currency to the dollar un
der paragraph (b)(2)(ii)(A) of this sec
tion, or chooses or is required to 
change its functional currency to the 
dollar for any open taxable year (and 
all subsequent taxable years) under 
§ 1.985-3(a)(2)(ii), the change is con
sidered to be made with the consent 
of the Commissioner for purposes of 
§ 1.985-4. A QBU changing func
tional currency must make the adjust
ments described in § 1.985-5 if the 
year of change (as defined in 
§ 1.481-1(a)(1» begins after 1987, 
or the adjustments described in 
§ 1.985-6 if the year of change be
gins in 1987. The adjustments de
scribed in § 1.985-5 must be included 
in income in the taxable year prior to 
the year of change unless that prior 
taxable year is closed. In that case, 
the adjustments must be included in 
income in the year of change. No 
adjustments under section 481 are 
required solely because of a change in 
functional currency described in this 
paragraph (b)(2)(ii)(C). 

(D) Hyperinflationary currency. 
For purposes of sections 985 through 
989, the term hyperinflationary cur
rency means the currency of a coun
try in which there is cumulative infla
tion during the base period of at least 
100 percent as determined by refer
ence to the consumer price index of 
the country listed in the monthly 
issues of the "International Financial 
Statistics" or a successor publication 
of the International Monetary Fund. 
If a country's currency is not listed in 
the monthly issues of "International 
Financial Statistics," a QBU may use 
any other reasonable method consis
tently applied for determining the 
country's consumer price index. Base 
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period means, with respect to any 
taxable year, the thirty-six calendar 
months immediately preceding the 
first day of the current calendar year. 
For this purpose, the cumulative in
flation rate for the base period is 
based on compounded inflation rates. 
Thus, if for 1991, 1992, and 1993, a 
country's annual inflation rates are 29 
percent, 25 percent, and 30 percent, 
respectively, the cumulative inflation 
rate for the three-year base period is 
110 percent [«1.29 x 1.25 x 1.3) -
1.0 = 1.10) x 100 = 110070] and the 
currency of the country for the 
QBU's 1994 year is considered hype
rinflationary. 

(c) * * * 
(6) Effect of changed circumstanc

es. Regardless of any change in cir
cumstances, a QBU may change its 
functional currency determined under 
this paragraph (c) only if the QBU 
complies with § 1.985-4 or the Com
missioner's consent is considered to 
have been granted under § 1.985-
2(d)(4) or § 1.985-3(a)(2)(ii). 

(d) * * * 
(1) * * * 
(ii) * * * For purposes of this para

graph (d)(1), if a QBU of a foreign 
corporation has the dollar as its func
tional currency under paragraph 
(b)(2) of this section, the QBU's ac
tivities shall be considered dollar ac
tivities of the corporation. 

* * * * * 
Par. 6. Section 1.985-2 is amended 

by revising paragraphs (a) and (b)(2) 
to read as follows: 

§ 1.985-2 Election to use the United 
States dol/ar as the functional curren
cy ofa QBU. 

(a) Background and scope-(1) In 
general. This section permits an eligi
ble QBU to elect to use the dollar as 
its functional currency for taxable 
years beginning on or before August 
24, 1994. An election to use a dollar 
functional currency is not permitted 
for a QBU other than an eligible 
QBU. Paragraph (b) of this section 
defines an eligible QBU. Paragraph 
(c) of this section describes the time 
and manner for making the dollar 
election and paragraph (d) of this 
section describes the effect of making 
the election. For the definition of a 
QBU, see section 989(a). See 
§ 1.985-1(b)(2)(ii) for rules requiring 
a QBU to use the dollar as its func-
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tional currency in taxable years begin
ning after August 24, 1994. 

(2) Exception. Pursuant to 
§ 1.985-1 (b)(2)(ii)(B)(2) , the rules of 
paragraph (c)(3) of this section shall 
apply with respect to the procedure 
required to be followed by a noncon
trolled section 902 corporation as de
fined in section 904(d)(2)(E) to elect 
the dollar as its (or its QBU branch's) 
functional currency and the applica
tion of § 1.985-3. 

(b) * * * 
(2) Hyperinflationary currency. See 

§ 1.985-1(b)(2)(ii)(D) for the defini
tion of hyperinflationary currency. 

* * * * * 
Par. 7. Section 1. 985-3 is revised 

to read as follows: 

§ 1.985-3 United States dollar ap
proximate separate transactions meth
od. 

(a) Scope and effective date
(1) Scope. This section describes the 
United States dollar (dollar) approxi
mate separate transactions method of 
accounting (DASTM). For all pur
poses of subtitle A, this method of 
accounting must be used to compute 
the gross income, taxable income or 
loss, or earnings and profits (or defi
cit in earnings and profits) of a QBU 
(as defined in section 989(a» that has 
the dollar as its functional currency 
pursuant to § 1.985-1 (b)(2). 

(2) Effective date-(i) In general. 
This section is effective for taxable 
years beginning after August 24, 
1994. 

(ii) DASTM prior-year election. A 
taxpayer may elect to apply this sec
tion to any open taxable year begin
ning after December 31, 1986 
(whether or not DASTM has been 
previously elected for some or all of 
those years). In order to make this 
election, the taxpayer must apply 
§ 1.985-3 to that year and all subse
quent years. In addition, each person 
that is related (within the meaning of 
§ 1.985-3(e)(2)(vi» to the taxpayer on 
the last day of any taxable year for 
which the election is effective and 
that would have been eligible to elect 
DASTM must also apply these rules 
to that year and all subsequent years. 
A taxpayer that has not previously 
elected to apply DASTM to its prior 
taxable years may make the DASTM 
election for the pertinent years by 
filing amended returns and complying 
with the applicable election proce-

dures of § 1.985-2. Form 8819 shall 
be attached to the return for the first 
year for which the election is to be 
effective. A taxpayer that has elected 
DASTM for prior taxable years and 
applied the rules under § 1.985-3 (as 
contained in the April 1, 1994 edition 
of 26 CFR part 1 (1.908 to 1.1000» 
may amend its returns to apply the 
rules of this § 1.985-3. In either case, 
the DASTM election for prior taxable 
years shall be deemed to be made 
with the consent of the Commission
er. 

(b) Statement oj method. Under 
DASTM, income or loss or earnings 
and profits (or a deficit in earnings 
and profits) of a QBU for its taxable 
year shall be determined in dollars 
by-

(1) Preparing an income or loss 
statement from the QBU's books and 
records (within the meaning of 
§ 1.989(a)-I(d» as recorded in the 
QBU's hyperinflationary currency (as 
defined in § 1. 985-1 (b )(2)(ii)(D»; 

(2) Making the adjustments neces
sary to conform such statement to 
United States generally accepted ac
counting principles and tax account
ing principles (including reversing 
monetary correction adjustments re
quired by local accounting principles); 

(3) Translating the amounts of hy
perinflationary currency as shown on 
such adjusted statement into dollars 
in accordance with paragraph (c) of 
this section; and 

(4) Adjusting the resulting dollar 
income or loss or earnings and profits 
(or deficit in earnings and profits) 
and, where necessary, particular items 
of gross income, deductible expense 
or other amounts, in accordance with 
paragraph (e) of this section to reflect 
the amount of DASTM gain or loss 
as determined under paragraph (d) of 
this section. 

(c) Translation into United States 
dollars-(I) In general. Except as 
otherwise provided in this paragraph 
(c), the amounts shown on the in
come or loss statement, as adjusted 
under paragraph (b )(2) of this sec
tion, shall be translated into dollars 
at the exchange rate (as defined in 
paragraph (c)(6) of this section) for 
the translation period (as defined in 
paragraph (c)(7) of this section) to 
which they relate. However, if the 
QBU previously changed its function
al currency to the dollar, and the 
rules of § 1.985-5 (or, if applicable, 



§ 1.985-5T, as contained in the April 
1, 1993 edition of 26 CFR part 1 
(1.908 to 1.1000» applied in translat
ing its balance sheet amounts into 
dollars, then the spot exchange rate 
applied under those rules shall be 
used to translate any amount that 
would otherwise be translated at a 
rate determined by reference to a 
translation period prior to the change 
in functional currency. For example, 
depreciation with respect to an asset 
acquired while the QBU had a non
dollar functional currency shall be 
translated into dollars at the spot rate 
on the last day of the taxable year 
before the year of change to a dollar 
functional currency, rather than at 
the rate for the period in which the 
asset was acquired. 

(2) Cost of goods sold. The dollar 
value of cost of goods sold shall 
equal the sum of the dollar values of 
beginning inventory and purchases 
less the dollar value of closing in
ventory as these amounts are deter
mined under paragraph (c)(3) of this 
section. 

(3) Beginning inventory, purchases, 
and closing inventory-(i) Beginning 
inventory. Amounts representing be
ginning inventory shall be translated 
so as to obtain the same amount of 
dollars which represented such items 
in the closing inventory balance for 
the preceding taxable year. 

(ii) Purchases. Amounts represent
ing items purchased or otherwise first 
included in inventory during the tax
able year shall be translated at the 
exchange rate for the translation peri
od in which the cost of such items 
was incurred. 

(iii) Closing inventory-(A) In gen
eral. Amounts representing items in
cluded in the closing inventory bal
ance shall be translated at the 
exchange rate for the translation peri
od in which the cost of such items 
was incurred. However, if amounts 
representing items included in the 
closing inventory balance are either 
valued at market or written down to 
market value, they shall be translated 
at the exchange rate existing on the 
last day of the taxable year. For 
purposes of determining lower of cost 
or market, items of inventory includ
ed in the closing inventory balance 
shall be translated into dollars at the 
exchange rate for the translation peri
od in which the cost of such items 
was incurred and compared with 

market as determined in the QBU's 
hyperinflationary currency translated 
into dollars at the exchange rate exist
ing on the last day of the taxable 
year. 

(B) Determination of translation 
period. The method used to deter
mine the translation period of 
amounts representing items of closing 
inventory for purposes of paragraph 
(c)(3)(iii)(A) of this section may be 
based upon reasonable approxi
mations and averages, including rates 
of turnover, provided that the meth
od is used consistently from year to 
year. 

(4) Depreciation, depletion, and 
amortization. Amounts representing 
allowances for depreciation, deple
tion, or amortization shall be trans
lated at the exchange rate for the 
translation period in which the cost 
of the underlying asset was incurred, 
except as provided in paragraph (c)(1) 
of this section. 

(5) Prepaid expenses or income. 
Amounts representing expense or in
come paid or received in a prior 
taxable year shall be translated at the 
exchange rate for the translation peri
od during which they were paid or 
received. 

(6) Exchange rate. The exchange 
rate for a translation period may be 
determined under any reasonable 
method, provided that the method 
is consistently applied to all transla
tion periods and conforms to the 
taxpayer's method of financial ac
counting. Reasonable methods in
clude the average of beginning and 
ending exchange rates for the transla
tion period and the spot rate on the 
last day of the translation period. 
Once chosen, a method for determin
ing an exchange rate can be changed 
only with the consent of the district 
director. 

(7) Translation period-(i) In gen
eral. Except as provided in para
graphs (c)(3)(iii)(B) and (c)(7)(ii) of 
this section, a translation period shall 
be each month within a QBU's tax
able year. 

(ii) Exception. A taxpayer may di
vide its taxable year into translation 
periods of equal length (with not 
more than one short period annual
ly) that are less than one month. 
Once such a translation period is 
established, it may not be changed 
without the consent of the district 
director. 
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(8) Dollar transactions-(i) In gen

eral. Except as provided in paragraph 
(c)(8)(ii) of this section, no DASTM 
gain or loss is realized with respect to 
dollar transactions since the dollar is 
the functional currency of the QBU. 
Thus, the amount of any payment or 
receipt of dollars shall be reflected in 
the income or loss statement by the 
amount of such dollars. Also, the 
income or loss attributable to any 
transaction in which the amount that 
a QBU is entitled to receive (or is 
required to pay) by reason of such 
transaction is denominated in terms 
of the dollar, or is determined by 
reference to the value of the dollar, 
must be computed transaction by 
transaction. For example, if a foreign 
corporation lends 20 LC when 20 LC 
= $20 and is entitled to receive the 
LC equivalent of $20 at maturity plus 
a market rate of interest in dollars (or 
its LC equivalent), the loan is a dollar 
transaction. Similarly, this paragraph 
applies to any transaction that is 
determined to be a dollar transaction 

under section 988. 
(ii) Non-dollar functional currency. 

If pursuant to § 1.985-1(b)(2)(ii)(B)
(1), a QBU is required to use a 
functional currency other than the 
dollar, then that currency shall be 
substituted for the dollar in applying 
paragraph (c)(8)(i) of this section. 

(9) Third currency transactions-A 
taxpayer may use any reasonable 
method of accounting for transac
tions described in section 988(c)(1)
(B) and (C) that are denominated 
in, or determined by reference to, a 
currency other than the QBU's 
hyperinflationary currency or the dol
lar (third currency transactions) so 
long as such method is consistent 
with its method of financial account
ing. 

(10) Examples. The provisions of 
this paragraph (c) are illustrated by 
the following examples: 

Example 1. S is an accrual basis QBU that is 
required to use the dollar as its functional 
currency for its first taxable year beginning in 
1994. S's hyperinflationary currency is the 
"h." During 1994, S accrues 100 dollars attrib
utable to dollar-denominated sales. Because 
this is a dollar transaction under paragraph 
(c)(8) of this section, S's income or loss for 
1994 shall reflect the 100 dollars (not the 
hyperinflationary value of such dollars when 
accrued). 

Example 2. (i) S is an accrual basis QBU that 
is required to use the dollar as its functional 
currency for its first taxable year beginning in 
1994. S's hyperinflationary currency is the 
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"h." During 1994, S's sales amounted to 
240,OOO,OOOh, its currently deductible expenses 
were 26,OOO,OOOh, and its total inventory pur
chases amounted to 1oo,OOO,OOOh. During Jan
uary and February of 1994, S purchased depre-

ciable assets for 80,OOO,OOOh and was allowed 
depreciation of 4,OOO,OOOh. At the end of 1994, 
S's closing inventory was 23,OOO,OOOh. No 
election to use a translation period other than 
the month is made, S had no transactions 

Sales 
(Jan-Feb) 
(Mar-Apr) 
(May-Jun) 
(July) 
(August) 
(Sept.) 
(Oct.) 
(Nov.) 
(Dec.) 
Total 

Cost of Goods Sold: 
Opening Inventory Purchases 
(Jan-Feb) 
(Mar-Apr) 
(May-June) 
(July) 
(August) 
(Sept.) 
(Oct.) 
(Nov.) 
(Dec.) 
Less Closing Inventory 

Hyperinflationary 
Currency 

10 , 000 , 000 h 
20,000,000 
50 , 000 , 000 
50, 000 , 000 
20,000,000 
20,000,000 
20,000,000 
20,000,000 
30,000 , 000 

240,OOO,000h 

-0-
15 ,000 , 000 h 
1 0 , 000 , 000 
30,000 , 000 
20 , 000 , 000 
10 , 000 , 000 
5 ,000, 000 
5 ,000 , 000 
2,500,000 
2,500,000 

(23 , 000 , (00) 
77 ,000,000 h 

Exchange 
Rate 

20:1 1 

21:1 
22:1 
23:1 
26:1 
28:1 
29:1 
30:1 
31 :1 

20:1 
21:1 
22:1 
23:1 
26:1 
28:1 
29:1 
30:1 
31:1 

described in paragraph (c)(8) or (c)(9) of this 
section, and S's closing inventory was comput
ed on the first-in, first-out inventory method. 
S's adjusted income or loss statement for 1994 
is translated into dollars as follows: 

United States 
Dollars 

$ 500 , 000 
952,381 

2,272,727 
2,173,913 

769,231 
714,286 
689,655 
666,667 
967,742 

$9,706,602 

-0-
$ 750,000 

476,190 
1,363,636 

869,565 
384,615 
178,571 
172,414 
83,333 
80,645 

(822,655) 
$3,536,314 

(ii) Since S uses the first-in, first-out inventory method, the closing inventory is assumed to consist of purchases made during the most recent trans
lation period as follows: 

Hyperinfla- Exchange 
tionary Currency Rate 

December 2 , 500 , 000 h 31:1 
November 2,500,000 30:1 
October 5 ,000,000 29:1 
September 5,000,000 28:1 
August 8 ,000 , 000 26:1 
Total 23,OOO,OOOh 

Non-Capitalized Expenses: 
(Jan-Feb) 4,000,OOOh 20:1 
(Mar-Apr) 2,500,000 21:1 
(May-June) 2,500,000 22:1 
(July) 2,000,000 23:1 
(August) 3 , 000 , 000 26:1 
(Sept.) 3 ,000,000 28:1 
(Oct.) 2,000,000 29:1 
(Nov.) 3 ,000 , 000 30:1 
(Dec.) 4,000,000 31:1 
Total 26 ,000, 000 h 
Depreciation 4,OOO,OOOh 20:1 
Total Cost & Expenses 107,OOO,OOOh 
Operating Profit 133,OOO,OOOh 

IWhere multiple months are indicated, the exchange rate applies for all months. 
2See paragraph (ii) of this Example. 

(d) Computation of DASTM gain 
or loss-(l) Rule. DASTM gain or 
loss of a QBU equals-

(i) The net worth of the QBU (as 
determined under paragraph (d)(2) of 
this section) at the end of the taxable 
year minus the net worth of the QBU 
at the end of the preceding taxable 
year; plus 
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(ii) The dollar amount of the items 
described in paragraph (d)(3) of this 
section and minus the dollar amount 
of the items described in paragraph 
(d)(4) of this section; minus 

(iii) The amount of dollar income 
or earnings and profits (or plus the 
amount of any dollar loss or deficit 
in earnings and profits) as determined 

United States 
Dollars 
$ 80,645 

83,333 
172,414 
178,571 
307,692 

$822,655 

$ 200,000 
119,048 
113,636 
86,957 

115,385 
107,143 
68,966 

1 00 , 000 
129,032 

$1,040,167 
$ 200,000 
$4,776,481 
$4,930,121 

for the taxable year pursuant to para
graphs (b)(l) through (b)(3) of this 
section. 

(2) Net worth. Net worth of a 
QBU at the end of any taxable year 
equals the aggregate dollar amount 
representing assets on the QBU's bal
ance sheet at the end of the taxable 
year less the aggregate dollar amount 



representing liabilities on the balance 
sheet. Notwithstanding any other pro
vision in this paragraph (d)(2), the 
district director may adjust the 
amount of any asset or liability if a 
purpose for acquiring (or disposing 
of) the asset or incurring (or discharg
ing) the liability is to manipulate the 
composition of the balance sheet for 
any period during the taxable year in 
order to avoid tax. The taxpayer shall 
determine net worth by-

(i) Preparing a balance sheet as of 
the end of the taxable year from the 
QBU's books and records (within the 
meaning of § 1.989(a)-1(d» as re
corded in the QBU's hyperinflation
ary currency; 

(ii) Making adjustments necessary 
to conform ,such balance sheet to 
United States generally accepted ac
counting principles and tax account
ing principles (including reversing 
monetary correction adjustments re
quired by local accounting principles); 
and 

(iii) Translating the asset and liabil
ity amounts shown on the balance 
sheet into United States dollars in 
accordance with paragraph (d)(5) of 
this section. 

(3) Positive adjustments. The items 
described in this paragraph (d)(3) are 
dividend distributions for the taxable 
year and any items that decrease net 
worth for the taxable year but that 
generally do not affect income or loss 
or earnings and profits (or a deficit in 
earnings and profits). Such items in
clude a transfer to the home office of 
a QBU branch and a return of capi
tal. Except as otherwise provided by 
ruling or administrative pronounce
ment, the amount of a transfer to the 
home office of a QBU branch, a 
dividend, or a distribution that is a 
return of capital shall be translated 
into dollars at the exchange rate on 
the date the amount is paid. 

(4) Negative adjustments. The 
items described in this paragraph 
(d)(4) are items that increase net 
worth for the taxable year but that 
generally do not affect income or loss 
or earnings and profits (or a deficit in 
earnings and profits). Such items in
clude a capital contribution or a 
transfer from a home office to a 
QBU branch. Except as .o~herw.ise 
provided by ruling or adm.lms~ratlve 
pronouncement, if the contnbutlOn or 
transfer is not in dollars, the amount 
of a capital contribution or transfer 

shall be translated into dollars at the 
exchange rate on the date made. 

(5) Translation of balance sheet. 
Asset and liability amounts shown on 
the balance sheet in hyperinflationary 
currency (adjusted pursuant to para
graph (d)(2)(ii) of this section) shall 
be translated into dollars as provided 
in this paragraph (d)(5). However, if 
the QBU previously changed its func
tional currency to the dollar and the 
rules of § 1.985-5 (or, if applicable, 
§ 1.985-5T, as contained in the April 
1, 1993 edition of 26 CFR part 1 
(1.908 to 1.1000» applied in translat
ing its balance sheet amounts into 
dollars, then the spot exchange rate 
applied under those rules shall be 
used to translate any amount that 
would otherwise be translated at a 
rate determined by reference to a 
translation period prior to the change 
in functional currency. For example, 
the basis of real property acquired 
while the QBU had a nondollar func
tional currency shall be translated 
into dollars at the spot rate on the 
last day of the taxable year before the 
year of change to a dollar functional 
currency, rather than at the rate for 
the period in which the cost was 
incurred. 

(i) Closing inventory. Amounts 
representing items of inventory in
cluded in the closing inventory bal
ance shall be translated in accordance 
with paragraph (c)(3)(iii) of this sec
tion. 

(ii) Bad debt reserves. Amounts 
representing bad debt reserves shall 
be translated at the exchange rate for 
the last translation period for the 
taxable year. 

(iii) Prepaid income or expense. 
Amounts representing expenses or in
come paid or received in a prior 
taxable year shall be translated in 
accordance with paragraph (c)(5) of 
this section. 

(iv) Hyperinflationary currency. 
Amounts of the hyperinflationary 
currency and hyperinflationary de
mand deposit balances shall be trans
lated at the exchange rate for the last 
translation period of the taxable year. 

(v) Certain assets-(A) In general. 
Amounts representing plant, real 
property, equipment, goodwill, and 
patents and other intangibles shall be 
translated at the exchange rate for the 
translation period in which the cost 
of the asset was incurred. 
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(B) Adjustment to certain assets. 

Amounts representing depreciation, 
depletion, and amortization reserves 
shall be translated in accordance with 
paragraph (c)(4) of this section. 

(vi) Hyperinflationary debt obliga
tions. Except as provided in para
graph (d)(5)(vii) of this section, 
amounts representing a hyperinflatio
nary debt obligation (including ac
counts receivable and payable) shall 
be translated at the exchange rate for 
the last translation period for the 
taxable year. 

(vii) Accrued foreign income taxes. 
Amounts representing an accrued but 
unpaid foreign income tax shall be 
translated at the exchange rate on the 
last day of the last translation period 
of the taxable year of accrual. 

(viii) Certain hyperinflationary fi
nancial instruments. Amounts repre
senting any item described in section 
988(c)(l)(B)(iii) (relating to forward 
contracts, futures contracts, options, 
or similar financial instruments) de
nominated in or determined by refer
ence to the hyperinflationary currency 
shall be translated at the exchange 
rate for the last translation period for 
the taxable year. 

(ix) Other assets and liabilities. 
Amounts representing assets and lia
bilities, other than those described in 
paragraphs (d)(5)(i) through (viii) of 
this section, shall be translated at the 
exchange rate for the translation peri
od in which the cost of the asset or 
the amount of the liability was in
curred. 

(6) Dollar transactions. Notwith
standing any other provisions of this 
paragraph (d), where the amount rep
resenting an item shown on the bal
ance sheet reflects a dollar transaction 
(described in paragraph (c)(8) of this 
section), the transaction shall be tak
en into account in accordance with 
that paragraph. 

(7) Third currency transactions. A 
taxpayer may use any reasonable 
method of accounting for transac
tions described in section 988( c)(I )(B) 
and (C) that are denominated in, or 
determined by reference to, a curren
cy other than the QBU's hyperinfla
tionary currency or the dollar (third 
currency transactions), so long as 
such method is consistent with its 
method of financial accounting. 

(8) Character. The amount of 
DASTM gain or loss determined un-
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der paragraph (d)(1) of this section 
shall be ordinary income or loss. 

(9) Example. The provisions of this 
paragraph (d) are illustrated by the 
following example: 

Example. (i) S, an accrual method calendar 
year foreign corporation, uses DASTM. S's 
hyperinflationary currency is the "h." S's net 
worth at December 31, 1993 was $3,246,495. 
For 1994, S's operating profit is 81,340,oooh, 

Hyperinflationary cash on hand 
Checking account 

Accounts Receivable- 30 Day Accounts 
60 Day Accounts 

Inventory 
Fixed assets-Property 

Plant 
Accumulated Depreciation 

Equipment 
Accumulated Depreciation 

Common Stock-Stock A 
Stock B 

Preferred Stock 
C.D.s 

Total Assets 
Accounts Payable 
Long-term liabilities: 

Liability A 
Liability B 
Liability C 

Total Liabilities 

or $2,038,200. S made a 5,000,oooh distribu
tion in April and again in December of 1994. 
S's translation period is the month. None of 
S's assets or liabilities reflect a dollar or third 
currency transaction described in paragraph 
(c)(8) or (c)(9) of this section, respectively. The 
exchange rate for each month in 1994 is as 
follows: 
January 
Feb.-Mar. 
April-May 

32h:$1 
33:1 
34:1 

Hyperin
flationary 

40,oooh 
400,000 

20,000,000 
25,000,000 
65,000,000 
90,000,000 

190,000,000 
(600,000) 

10,000,000 
(400,000) 
500,000 
400,000 

1,000,000 
5,000,000 

406,340,000 
35,000,000 

150,000,000 
80,000,000 
30,000,000 

295,000,oooh 

June 
July 
Aug.-Sept. 
Oct. 
Nov. 
Dec. 

35:1 
36:1 
37:1 
38:1 
39:1 
40:1 

(ii) At the end of 1994, S's assets and 
liabilities, as adjusted and translated pursuant 
to paragraphs (d)(2) and (d)(5) of this section, 
are as follows: 

Exchange U.S. 
Rate Dollar 
40:1 $ 1,000 
40:1 10,000 
40:1 1 500,000 
40:1 625,000 

2,500,000 
27:1 3,333,333 

6,785,714 
(21,428) 

4 340,000 
(\ 3,333) 

34:1 14,706 
26:1 15,385 
32:1 31,250 
40:1 125,000 

14,246,627 
40:1 875,000 

40:1 3,750,000 
40:1 2,000,000 
40:1 750,000 

$ 7,375,000 

IS ages its accounts receivable and groups them into two categories-those outstanding for 30 days and those outstanding for 60 days. 
2Translated the same as closing inventory under paragraph (c)(3)(iii). 
3The cost of S's plant was incurred in several translation periods. Therefore, the dollar cost and dollar depreciation reflect several translation rates. 
4S has a variety of equipment. Therefore, S's dollar basis represents the sum of the hyperinflationary cost of each, translated according to the 

exchange rate for the translation period incurred. 

(iii) The DASTM gain of S for 1994 is computed as follows: 

Net worth-1994 
Less-Net worth-1993 
Plus-1994 Dividends 

Less Operating Profit -1994 
DASTM Gain 

- April 
December 

$149,254 
126,5821 

$6,871,627 
$3,246,495 

275,836 
2,038,200 

$1,862,768 

'The exchange rates on the date of the April and December dividends were 33.5h:$1 and 39.5h:$I, respectively. 

(iv) Thus, total profit 
$2,038,200 + $1,862,768 
$3,900,968 

(e) Effect of DASTM gain or loss 
on gross income, taxable income, or 
earnings and profits-(1) In general. 
For all purposes of subtitle A, the 
amount of DASTM gain or loss of a 
QBU determined under paragraph (d) 
of this section is taken into account 
by the QBU for purposes of deter
mining the amount of its gross in
come, taxable income or loss, earn
ings and profits (or deficit in earnings 
and profits), and, where necessary, 
particular items of income, expense 
or other amounts. DASTM gain or 
loss is allocated under one of two 
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methods. Certain small QBUs may 
elect the small QBU DASTM alloca
tion described in paragraph (e)(2) of 
this section. All other QBUs must use 
the 9-step procedure described in 
paragraph (e)(3) of this section. 

(2) Small QBU DASTM alloca
tion-(i) Election threshold. A tax
payer may elect to use the small QBU 
DASTM allocation described in para
graph (e)(2)(iv) of this section with 
respect to a QBU that has an adjust
ed basis in assets (translated as pro
vided in paragraph (d)(5) of this sec
tion) of $10 million or less at the end 
of any taxable year. In calculating the 
$10 million threshold, a QBU shall be 
treated as owning all of the assets of 

each related QBU (as defined in para
graph (e)(2)(vi) of this section) having 
its residence (as defined in section 
988(a)(3)(B» in the QBU's country of 
residence (related same-country 
QBU). For this purpose, appropriate 
adjustment shall be made to eliminate 
the double counting of assets created 
in transactions between related QBUs 
resident in the same country. For ex
ample, assume QBU-1, resident in 
country X, sells inventory to related 
QBU-2, also resident in country X, in 
exchange for an account receivable. 
For purposes of determining the as
sets of QBU-1 under this paragraph 
(e)(2)(i), the taxpayer shall take into 
account either the inventory shown 



on the books of QBU-2 or QBU-l 's 
receivable from QBU-2 (but not 
both). 

(ii) Consent to election. The elec
tion of the small QBU DASTM allo
cation or subsequent application of 
the rules of paragraph (e)(3) of this 
section due to an increase in the 
adjusted basis of the QBU's assets 
shall be deemed to have been made 
with the consent of the Commission
er. Once the election under paragraph 
(e)(2)(iii) of this section is made, it 
shall apply for all years in which the 
adjusted basis of the assets of the 
QBU (and any related same-country 
QBU) is $10 million or less, unless 
revoked with the Commissioner's 
consent. If the adjusted basis of the 
assets of the QBU (and any related 
same-country QBU) exceeds $10 mil
lion at the end of any taxable year, 
the rules of paragraph (e)(3) of this 
section shall apply to that QBU (and 
any related same-country QBU) for 
such year and each subsequent year 
unless such QBU again qualifies, and 
applies for and obtains the Commis
sioner's consent, to use the small 
QBU DASTM allocation. However, 
if a QBU acquires assets with a 
principal purpose of avoiding the ap
plication of paragraph (e)(2)(iv) of 
this section, the Commissioner may 
disregard the acquisition of such as
sets. 

(iii) Manner of making election
(A) QBUs that are branches of Unit
ed States persons. For the first year 
in which this election is effective, in 
the case of a QBU branch of a 
United States person, a statement 
shall be attached to the United States 
person's timely filed Federal income 
tax return (taking extensions into 
account). The statement shall iden
tify the QBU (or QBUs) for which 
the election is being made by de
scribing its business and its country 
of residence, state the adjusted ba
sis of the assets of the QBU (and 
any related same-country QBUs) to 
which the election applies, and in
clude a statement that the election is 
being made pursuant to § 1.985-
3(e)(2). 

(B) Other QBUs. In the case of a 
QBU other than one described in 
paragraph (e)(2)(iii)(A) of this sec
tion, an election must be made in the 
manner prescribed in § 1.964-1. The 
statement filed with the Internal Rev
enue Service as required under 

§ 1.964-1 must include the informa
tion required under paragraph 
(e)(2)(iii)(A) of this section. 

(iv) Effect of election. If a taxpay
er elects under this paragraph (e)(2) 
to use the small QBU DASTM alloca
tion, DASTM gain or loss, as deter
mined under paragraph (d) of this 
section, of a small QBU shall be 
allocated ratably to all items of the 
QBU's gross income (determined pri
or to adjustment for DASTM gain or 
loss). Therefore, for purposes of the 
foreign tax credit, DASTM gain or 
loss shall be allocated on the basis of 
the relative amounts of gross income 
in each separate category as defined 
in § 1.904-5(a)(l). In the case of a 
controlled foreign corporation (within 
the meaning of section 957 or 
953(c)(l)(B», for purposes of section 
952, DASTM gain or loss shall be 
allocated to subpart F income in a 
separate category in the same ratio' 
that the gross subpart F income in 
that category for the taxable year 
bears to its total gross income in that 
category for the taxable year. 

(v) Conformity. If a person (or a 
QBU of such person) makes an elec
tion under this paragraph (e)(2) to 
use the small QBU DASTM alloca
tion, then each QBU of any related 
person (as defined in paragraph 
(e)(2)(vi) of this section) that satisfies 
the threshold requirement of para
graph (e)(2)(i) of this section (after 
application of the aggregation rule of 
paragraph (e)(2)(i) of this section) 
shall be deemed to have made the 
election. 

(vi) Related person. The term relat
ed person means any person with a 
relationship to the QBU (or to the 
United States or foreign person of 
which the electing QBU is a part) that 
is defined in section 267(b) or section 
707(b). 

(3) DASTM 9-step procedure
(i) Step I-prepare balance sheets. 
The taxpayer shall prepare an open
ing and a closing balance sheet for 
the QBU for each balance sheet peri
od during the taxable year. The bal
ance sheet period is the most frequent 
period for which balance sheet data 
are reasonably available (but in no 
event less frequently than quarterly). 
The balance sheet period may not be 
changed without the consent of the 
district director. The balance sheets 
must be prepared under the principles 
of paragraph (d)(2) of this section. 
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(ii) Step 2-identify certain assets 

and liabilities. The taxpayer shall 
identify each item on the balance 
sheet that is described in section 
988(c)(l)(B) or (C) and that would 
have been translated under paragraph 
(d)(5) of this section into dollars at 
the exchange rate for the last transla
tion period for the taxable year (or 
the exchange rate on the last day of 
the last translation period of the tax
able year in the case of an accrued 
foreign income tax liability). 

(iii) Step 3-characterize the assets. 
The taxpayer shall characterize and 
group the assets identified in para
graph (e)(3)(ii) of this section (Step 2) 
according to the source and the type 
of income that they generate, have 
generated, or may reasonably be ex
pected to generate by applying the 
principles of § 1.861-9T(g)(3) or its 
successor regulation (relating to char
acterization of assets for purposes of 
interest expense allocation). If a pur
pose for a taxpayer's business practic
es is to manipulate asset characteriza
tion or groupings, the district director 
may allocate or apportion DASTM 
gain or loss attributable to the assets. 
Thus, if a taxpayer that previously 
did not separately state interest on 
accounts receivable begins to impose 
an interest charge and a purpose for 
the change was to manipulate tax 
characterizations or groupings, then 
the district director may require that 
none of the DASTM gain or loss 
attributable to those receivables be 
allocated or apportioned to interest 
income. 

(iv) Step 4-determine DASTM 
gain or loss attributable to certain 
assets-(A) General rule. The taxpay
er shall determine the dollar amount 
of DASTM gain or loss attributable 
to assets in each group identified in 
paragraph (e)(3)(iii) of this section 
(Step 3) as follows: 

[(bb + eb) -:- 2] x [er - br] 

where 
bb = the hyperinflationary curren

cy adjusted basis of the as
sets in the group at the be
ginning of the balance sheet 
period. 

eb the hyperinflationary curren
cy adjusted basis of the as
sets in the group at the end 
of the balance sheet period. 

er one dollar divided by the 
number of hyperinflationary 
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currency units that equal one 
dollar at the end of the bal
ance sheet period. 

br one dollar divided by the 
number of hyperinflationary 
currency units that equal one 
dollar at the beginning of the 
balance sheet period. 

(B) Weighting to prevent distor
tion. If averaging the adjusted basis 
of assets in a group at the beginning 
and end of a balance sheet period 
results in an allocation of DASTM 
gain or loss that does not clearly 
reflect income, as might be the case 
in the event of a purchase or disposi
tion of an asset that is not in the 
normal course of business, the tax
payer must use a weighting method 
that reflects the time the assets are 
held by the QBU during the transla
tion period. 

(C) Example. The provisions of 
this paragraph (e)(3)(iv) are illustrated 
by the following example: 

Example. S is a foreign corporation that 
operates in the hyperinflationary currency "h" 
and computes its income or loss or earnings 
and profits under DASTM. S's adjusted basis 
in a group of assets described in section 
988(c)(l)(B) or (C) that generate general limita
tion foreign source income (as characterized 
under paragraph (e)(3)(iii) of this section) at 
the beginning of the balance sheet period is 
7S0,OOOh. S's basis in such assets at the end of 
the balance sheet period is 1,2S0,OOOh. The 
exchange rate at the beginning of the balance 
sheet period is $1 = 200h. The exchange rate 
at the end of the balance sheet period is $1 = 
SOOh. The DASTM loss attributable to the 
assets described above is $3,000, determined as 
follows: 

[(7S0,OOOh + 1,2S0,OOOh) 7 2] x 
[($1 S7 SOOh) - ($1 7 200h)] = ($3000) 

(v) Step 5-adjust dollar gross in
come by DASTM gain or loss from 
assets. The taxpayer shall adjust the 
dollar amount of the QBU's gross 
income (computed under paragraphs 
(b)(1) through (b )(3) of this section) 
generated by each group of assets 
characterized in paragraph (e)(3)(iii) 
of this section (Step 3) by the amount 
of DASTM gain or loss attributable 
to those assets computed under para
graph (e)(3)(iv) of this section (Step 
4). Thus, if a group of assets, such as 
accounts receivable, generates both a 
category of income described in sec
tion 904( d)(l )(1) (relating to general 
limitation income) that is not foreign 
base company inco:-'1e as defined in 
section 954 and a DASTM loss under 
paragraph (e)(3)(iv) of this section 
(Step 4), the amount of the DASTM 
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loss would reduce the amount of the 
QBU's gross income in that category. 
Similarly, if a group of assets, such 
as short-term bank deposits, generates 
both foreign personal holding compa
ny income that is passive income 
(described in sections 954(c)(1)(A) and 
904(d)(l)(A» and a DASTM loss un
der paragraph (e)(3)(iv) of this section 
(Step 4), the amount of the DASTM 
loss would reduce the amount of the 
QBU's foreign personal holding com
pany income and passive income. See 
section 904(f) and the regulations 
thereunder in the case where that 
section would apply and DASTM loss 
attributable to a group of assets ex
ceeds the income generated by such 
assets. 

(vi) Step 6-determine DASTM 
gain or loss attributable to Iiabili
ties-(A) General rule. The taxpayer 
shall determine the dollar amount of 
DASTM gain or loss attributable to 
liabilities identified in paragraph 
(e)(3)(ii) of this section (Step 2), and 
described in paragraph (e)(3)(vi)(B) of 
this section as follows: 

[(bl + el) .;- 2] x [br - er] 

where 
bl = the hyperinflationary curren

cy amount of liabilities at the 
beginning of the balance 
sheet period. 

el the hyperinflationary curren
cy amount of liabilities at the 
end of the balance sheet 
translation period. 

br one dollar divided by the 
number of hyperinflationary 
currency units that equal one 
dollar at the beginning of the 
balance sheet period. 

er one dollar divided by the 
number of hyperinflationary 
currency units that equal one 
dollar at the end of the bal
ance sheet period. 

(B) Separate calculation. The cal
culation shall be made separately for 
interest-bearing liabilities described in 
paragraph (e)(3)(vii) of this section 
(Step 7) and for each of the classes of 
non-interest-bearing liabilities de
scribed in paragraph (e)(3)(viii) of this 
section (Step 8). 

(C) Weighting to prevent distor
tion. Where a distortion would result 
from averaging the amount of liabili
ties at the beginning and end of a 
balance sheet period, as might be the 

case where a taxpayer incurs or retires 
a substantial liability, the taxpayer 
must use a different method that 
more clearly reflects the average 
amount of liabilities weighted to re
flect the time the liability was out
standing during the balance sheet pe
riod. 

(vii) Step 7-adjust dollar income 
and expense by DASTM gain or loss 
from interest-bearing Iiabilities-(A) 
In general. The taxpayer shall apply 
the amount of DASTM gain on 
interest-bearing liabilities computed 
under paragraph (e)(3)(vi) of this sec
tion (Step 6) to reduce interest ex
pense generated by such liabilities 
(e.g., prior to the application of 
§ 1.861-9T or its successor regula
tion). To the extent DASTM gain on 
such liabilities exceeds interest ex
pense, it shall be sourced or otherwise 
classified in the same manner that 
interest expense is allocated and ap
portioned under § 1.861-9T or its 
successor regulation. The amount of 
DASTM loss on interest-bearing lia
bilities computed under paragraph 
(e)(3)(vi) of this section (Step 6) shall 
be allocated and apportioned in the 
same manner that interest expense is 
allocated and apportioned under 
§ 1.861-9T or its successor regulation 
(without regard to the exceptions to 
fungibility in § 1. 861-lOT or its suc
cessor regulation). For purposes of 
this section, an interest-bearing liabili
ty is a liability that requires payment 
of periodic interest (whether fixed or 
variable), has original issue discount, 
or would have interest imputed under 
subtitle A. 

(B) Allocation of DASTM gain or 
loss from interest-bearing liabilities 
that generate related person interest 
expense. DASTM gain or loss from 
interest-bearing liabilities that gener
ate related person interest expense (as 
provided in section 954(b)(5» shall be 
allocated for purposes of subtitle A 
(including sections 904 and 952) in 
the same manner that the related 
person interest expense of that debt is 
required to be allocated under the 
rules of section 954(b)(5) and 
§ 1.904-5(c)(2). 

(C) Modified gross income meth
od. In applying the modified gross 
income method described in 
§ 1. 861-9T(j) or its successor regula
tion, gross income shall be adjusted 
for any DASTM gain or loss from 



assets as provided in paragraph 
(e)(3)(v) of this section (Step 5) and 
any DASTM gain or loss with respect 
to short-term, non-interest-bearing 
trade payables as provided in para
graph (e)(3)(viii)(A) of this section. 

(viii) Step 8-adjust dollar income 
and expense by DASTM gain or loss 
from non-interest bearing Iiabilities
(A) Short-term, non-interest-bearing 
trade payables. The taxpayer shall 
allocate DASTM gain or loss on 
short-term non-interest-bearing trade 
payables for purposes of subtitle A 
(including sections 904 and 952) to 
the same category or type of gross 
income as the cost or expense to 
which the trade payable relates. For 
this purpose, a short-term, non
interest-bearing trade payable is a 
non-interest-bearing liability with a 
term of 183 days or less that is 
incurred to purchase property or ser
vices to be used by the obligor in an 
active trade or business. 

(B) Excise tax payables. The tax
payer shall allocate DASTM gain or 
loss on excise tax payables for pur
poses of subtitle A (including sections 
904 and 952) to the same category or 
type of gross income as would be 
derived from the activity to which the 
excise tax relates. 

(C) Other non-interest-bearing Iia
bilities-(l) In general. Except as pro
vided in paragraphs (e)(3)(viii)(A), 
(e)(3)(viii)(B), and (e)(3)(viii)(C)(2) of 
this section, DASTM gain or loss on 
non-interest-bearing liabilities shall be 
allocated under paragraph (e)(3)(ix) 
of this section (Step 9). 

(2) Tracing if substantial distortion 
of income. DASTM gains and losses 
on liabilities described in paragraph 
(e)(3)(viii)(C)(l) of this section may 
be attributed to the same section 
904(d) separate category or subpart F 
category as the transaction to which 
the liability relates if the taxpayer 
demonstrates to the satisfaction of 
the district director, or it is deter
mined by the district director, that 
application of paragraph (e)(3)
(viii)(C)(l) of this section results in a 
substantial distortion of income. 

(ix)Step 9-a/locate residual 
DASTM gain or loss. If there is a 
difference between the net DASTM 
gain or loss determined under para
graphs (e)(3)(i) through (viii) of this 
section (Steps 1 through 8) and the 
DASTM gain or loss determined un-

der paragraph (d) of this section, the 
amount of the difference must be 
allocated for purposes of subtitle A 
(including sections 904 and 952) to 
the QBU's gross income (computed 
under paragraphs (b)(l) through (3) 
of this section, as adjusted under 
paragraphs (e)(3)(i) through (viii) of 
this section (Steps 1 through 8» on 
the basis of the relative amounts of 
each category or type of gross in
come. 

PART 602-0MB CONTROL 
NUMBERS 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 en
tries to the table in numerical order 
to read as follows: 

§ 602.101 OMB Control numbers. 

* * * * * 
(c) * * * 

CFR part or section 
where identified and 
described 

Current 
OMB 
control 
number 

* * * * * 
1.985-3 ............... 1545-1051 

* * * * * 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved June 28, 1994. 

Leslie Samuels, 
Assistant Secretary of 

the Treasury. 

(Filed by the Office of the Federal Register on 
July 22, 1994, 8:45 a.m., and published in 
the issue of the Federal Register for July 25, 
1994, 59 F.R. 37669) 

Part lV.-Oomestic International Sales Corporations 
Subpart B.-Treatment of Distributions to Shareholders 

Section 995.-Taxation of DISC 
Income to Shareholders 

Taxation of DISC income to 
shareholder. The "base period T-bill 
rate" for the period ending Sep
tember 30, 1994, is published, as 
required by section 995(f)(4) of the 
Code. 

Section 995 

Rev. Rul. 94-68 

Section 995(f)(l) of the Internal Rev
enue Code provides that a sharehold
er of a DISC shall pay interest each 
taxable year in an amount equal to 
the product of the shareholder's 
DISC-related deferred tax liability for 
the year and the "base period T-bill 
rate." Under section 995(f)(4), the 
base period T-bill rate is the annual 
rate of interest determined by the Sec
retary to be equivalent to the average 
investment yield of United States 
Treasury bills with maturities of 52 
weeks which were auctioned during 
the one-year period ending on Sep
tember 30 of the calendar year ending 
with (or of the most recent calendar 
year ending before) the close of the 
taxable year of the shareholder. The 
base period T-bill rate for the period 
ending September 30, 1994, is 4.55 
percent. 

Pursuant to section 6622 of the 
Code, interest must be compounded 
daily. The table below provides fac
tors for compounding the base period 
T-bill rate daily for any number of 
days in the shareholder's taxable year 
(including a 52-53 week accounting 
period) for the 1994 base period T
bill rate. To compute the amount of 
the interest charge for the sharehold
er's taxable year, multiply the amount 
of the shareholder's DISC-related de
ferred tax liability (as defined in sec
tion 995(f)(2» for that year by the 
base period T -bill rate factor corre
sponding to the number of days in 
the shareholder's taxable year for 
which the interest charge is being 
computed. Generally, one would use 
the factor for 365 days. One would 
use a different factor only if the 
shareholder's taxable year for which 
the interest charge being determined 
is a short taxable year, if the share
holder uses the 52-53 week taxable 
year, or if the shareholder's taxable 
year is a leap year. 

For the base period T -bill rates for 
the periods ending in prior years, see 
Rev. Rul. 86-132, 1986-2 C.B. 137; 
Rev. Rul. 87-129, 1987-2 C.B. 196; 
Rev. Rul. 88-94, 1988-2 C.B. 301; 
Rev. Rul. 89-116, 1989-2 C.B. 197; 
Rev. Rul. 90-96, 1990-2 C.B. 188; 
Rev. Rul. 91-59, 1991-2 C.B. 347; 
Rev. Rul. 92-98, 1992-2 C.B. 201; 
and Rev. Rul. 93-77, 1993-2 C.B. 
253. 
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ANNUALRATE,COMPOUNDED 4.55 PERCENT 4.55 PERCENT 

DAILY DAYS FACTOR DAYS FACTOR 

4.55 PERCENT 57 .007130337 115 .014437958 
DAYS FACTOR 58 .007255884 116 .014564415 

1 .000124658 59 .007381446 117 .014690888 

2 .000249331 
60 .007507023 118 .014817377 

3 .000374019 61 .007632617 119 .014943882 

4 .000498723 62 .007758226 120 .015070402 

5 .000623443 63 .007883850 121 .015196938 

6 .000748178 64 .008009491 122 .015323490 

7 .000872929 65 .008135147 123 .015450058 

8 .000997695 66 .008260818 124 .015576641 

9 .001122477 67 .008386506 125 .015703241 

10 .001247275 68 .008512209 126 .015829856 

11 .001372088 69 .008637927 127 .015956487 

12 .001496916 70 .008763662 128 .016083133 

13 .001621761 71 .008889412 129 .016209796 

14 .001746620 72 .009015177 130 .016336474 

15 .001871496 73 .009140959 131 .016463168 

16 .001996386 74 .009266756 132 .016589878 

17 .002121293 75 .009392568 133 .016716603 

18 .002246215 76 .009518397 134 .016843345 

19 .002371152 77 .009644241 135 .016970102 

20 .002496105 78 .009770101 136 .017096875 
21 .002621074 79 .009895976 137 .017223664 
22 .002746058 80 .010021867 138 .017350468 
23 .002871058 81 .010147774 139 .017477289 
24 .002996074 82 .010273696 140 .017604125 
25 .003121105 83 .010399635 141 .017730977 
26 .003246151 84 .010525589 142 .017857845 
27 .003371213 85 .010651558 143 .017984728 
28 .003496291 86 .010777544 144 .018111628 
29 .003621385 87 .010903545 145 .018238543 
30 .003746494 88 .011029561 146 .018365474 
31 .003871618 89 .011155594 147 .018492421 
32 .003996758 90 .011281642 148 .018619384 
33 .004121914 91 .011407706 149 .018746362 
34 .004247085 92 .011533785 150 .018873357 
35 .004372272 93 .011659881 151 .019000367 
36 .004497475 94 .011785992 152 .019127393 
37 .004622693 95 .011912119 153 .019254435 
38 .004747927 96 .012038261 154 .019381493 
39 .004873176 97 .012164419 155 .019508566 
40 .004998441 98 .012290593 156 .019635656 
41 .005123722 99 .012416783 157 .019762761 
42 .005249018 100 .012542988 158 .019889882 
43 .005374330 101 .012669209 159 .020017019 
44 .005499658 102 .012795446 160 .020144172 
45 .005625001 103 .012921699 161 .020271341 
46 .005750359 104 .013047967 162 .020398525 
47 .005875734 105 .013174251 163 .020525726 
48 .006001124 106 .013300551 164 .020652942 
49 .006126529 107 .013426866 165 .020780174 
50 .006251951 108 .013553198 166 .020907422 
51 .006377388 109 .013679545 167 .021034686 
52 .006502840 110 .013805908 168 .021161965 
53 .006628308 111 .013932286 169 .021289261 
54 .006753792 112 .014058680 170 .021416572 
55 .006879291 113 .014185090 171 .021543899 
56 .007004807 114 .014311516 172 .021671243 
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4.55 PERCENT 4.55 PERCENT 4.55 PERCENT 
DAYS FACTOR DAYS FACTOR DAYS FACTOR 

173 .021798602 231 .029212653 289 .036680501 
174 .021925977 232 .029340953 290 .036809731 
175 .022053367 233 .029469268 291 .036938977 
176 .022180774 234 .029597599 292 .037068239 
177 .022308196 235 .029725946 293 .037197517 
178 .022435635 236 .029854309 294 .037326812 
179 .022563089 237 .029982688 295 .037456123 
180 .022690559 238 .030111083 296 .037585449 
181 .022818045 239 .030239494 297 .037714792 
182 .022945547 240 .030367921 298 .037844151 
183 .023073065 241 .030496364 299 .037973526 
184 .023200599 242 .030624824 300 .038102917 
185 .023328149 243 .030753299 301 .038232325 
186 .023455714 244 .030881790 302 .038361748 
187 .023583296 245 .031010297 303 .038491188 
188 .023710893 246 .031138820 304 .038620644 
189 .023838506 247 .031267360 305 .038750115 
190 .023966136 248 .031395915 306 .038879604 
191 .024093781 249 .031524486 307 .039009108 
192 .024221442 250 .031653073 308 .039138628 
193 .024349119 251 .031781677 309 .039268164 
194 .024476811 252 .031910296 310 .039397717 
195 .024604520 253 .032038931 311 .039527286 
196 .024732245 254 .032167583 312 .039656871 
197 .024859985 255 .032296250 313 .039786472 
198 .024987742 256 .032424934 314 .039916089 
199 .025115514 257 .032553633 315 .040045722 
200 .025243303 258 .032682349 316 .040175372 
201 .025371107 259 .032811081 317 .040305038 
202 .025498927 260 .032939828 318 .040434719 
203 .025626764 261 .033068592 319 .040564418 
204 .025754616 262 .033197372 320 .040694132 
205 .025882484 263 .033326168 321 .040823862 
206 .026010368 264 .033454980 322 .040953609 
207 .026138268 265 .033583807 323 .041083371 
208 .026266183 266 .033712651 324 .041213150 
209 .026394115 267 .033841512 325 .041342945 
210 .026522063 268 .033970388 326 .041472757 
211 .026650027 269 .034099280 327 .041602584 
212 .026778006 270 .034228188 328 .041732428 
213 .026906002 271 .034357112 329 .041862287 
214 .027034014 272 .034486053 330 .041992163 
215 .027162041 273 .034615009 331 .042122055 
216 .027290085 274 .034743982 332 .042251964 
217 .027418144 275 .034872971 333 .042381888 
218 .027546219 276 .035001975 334 .042511829 
219 .027674311 277 .035130996 335 .042641786 
220 .027802418 278 .035260033 336 .042771759 
221 .027930541 279 .035389086 337 .042901749 
222 .028058681 280 .035518155 338 .043031754 
223 .028186836 281 .035647240 339 .043161776 
224 .028315007 282 .035776341 340 .043291814 
225 .028443194 283 .035905459 341 .043421868 
226 .028571398 284 .036034592 342 .043551939 
227 .028699617 285 .036163742 343 .043682025 
228 .028827852 286 .036292907 344 .043812128 
229 .028956103 287 .036422089 345 .043942247 
230 .029084370 288 .036551287 346 .044072382 
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4.55 PERCENT 
DAYS FACTOR 

347 .044202534 
348 .044332701 
349 .044462885 
350 .044593086 
351 .044723302 
352 .044853535 
353 .044983783 
354 .045114049 
355 .045244330 
356 .045374628 
357 .045504941 
358 . 045635271 
359 .045765618 
360 .045895980 
361 .046026359 
362 .046156754 
363 .046287165 
364 .046417593 
365 .046548037 
366 .046678497 
367 .046808973 
368 .046939466 
369 .047069975 
370 .047200500 
371 .047331041 

Subchapter O.-Gain or Loss on Disposition of Property 
Part II.-Basis Rules of General Application 

Section 1016.-Adjustments to 
Basis 

26 CFR 1.1016-3: Exhaustion, wear and tear, 
obsolescence, amortization, and depletion for 
periods since February 28, 1913. 

Reduction of basis for business use of an 
automobile under either the optional standard 
mileage rate method or a mileage allowance 
under a reimbusement or other expense allow
ance arrangement. See Rev. Proc. 94-73. page 
816. 

Subchapter P .-Capital Gains and Losses 
Part III.-General Rules for Determining Capital Gains 
and Losses 

Section 1221.-Capital Asset 
Defined 

26 CFR 1.1221-3: Hedging transactions. 

T.D.8555 

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

Hedging Transactions 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 
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SUMMAR Y: This document contains 
final regulations clarifying the charac
ter of gain or loss from business 
hedges. In general, the regulations 
treat gain or loss on most hedging 
transactions as ordinary rather than 
capital. The regulations are needed to 
provide guidance to businesses enter
ing into hedging transactions and to 
serve as a basis for resolving pending 
cases involving gains and losses from 
hedging. 

DATES: These regulations are effec
tive July 18, 1994, except that the 
amendments relating to the removal 
of § 1.1221-2T are effective October 
1, 1994. 

For dates of applicability of these 
regulations, see the discussion in the 
Dates of Applicability paragraph in 
the Supplementary Information por
tion of the preamble. 

SUPPLEMENTARY 
INFORMATION: 

Paperwork Reduction Act 

The collection of information con
tained in these final regulations has 
been reviewed and approved by the 
Office of Management and Budget in 
accordance with the Paperwork Re
duction Act (44 U.S.C. 3504(h» un
der control number 1545-1403. The 
estimated annual burden per record
keeper varies from .1 to 10 hours, 
depending on individual circumstanc
es, with an estimated average of .9 
hours. 

Comments concerning the accuracy 
of this burden estimate and sugges
tions for reducing this burden should 
be sent to the Internal Revenue Ser
vice, Attn: IRS Reports Clearance 
Officer, PC:FP, Washington, DC 
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, DC 20503. 

Background 

This document contains final regu
lations amending the Income Tax 
Regulations (26 CFR part 1) under 
section 1221 of the Internal Revenue 
Code (Code) (relating to the defini
tion of capital asset). The provisions 
affected relate to the determination of 
the character of gain or loss from 
hedging transactions. 

On October 20, 1993, temporary 
regulations (TD 8493 [1993-2 C.B. 

255]) providing that gain or loss on 
most common business hedges is ordi
nary rather than capital were pub
lished in the Federal Register (58 FR 
54037). A notice of proposed rule
making (FI-46-93 [1993-2 C.B. 613]) 
cross-referencing the temporary regu
lations was published in the Federal 
Register for the same day (58 FR 
54075). The regulations were intended 
to resolve questions that had arisen 
with respect to the tax treatment of 
business hedging following the deci
sion of the United States Supreme 
Court in Arkansas Best Corp. v . 
Commissioner, 485 U.S. 212 (1988). 

Many comments were received on 
the proposed regulations, and a pub
lic hearing was held on January 19, 
1994. Most commentators supported 
the general approach of the proposed 
regulations, but a number suggested 
specific revisions to the proposed 
rules or the addition of rules to 
resolve remaining issues. 

Explanation oj provisions 

Paragraph (a) of § 1.1221-2 pro
vides basic rules for the treatment of 
hedging transactions. Only minor, 
clarifying changes have been made to 
the proposed regulations. 

Paragraph (a)(l) provides that 
property that is part of a hedging 
transaction, as defined in the regula
tions, is not a capital asset. Para
graph (a)(2) provides a similar rule 
for short sales and options. Where a 
short sale or option is part of a 
hedging transaction, as defined, any 
gain or loss on the short sale or 
option is ordinary. Final regulations 
under sections 1233 and 1234 provide 
that § 1.1221-2 governs the character 
of gain or loss on short sales and 
options that are part of hedging 
transactions. 

Under paragraph (a)(3), if a trans
action falls outside the regulations, 
gain or loss from the transaction is 
not made ordinary by the fact that 
property is a surrogate for a non
capital asset, that the transaction 
serves as insurance against a business 
risk, that the transaction serves a 
hedging function, or that the transac
tion serves a similar function or pur
pose. 

The provisions of this section gen
erally apply to determine the charac
ter of gain or loss from transactions 
that also are subject to various inter
national provisions of the Code. 



Paragraph (a)(4), however, provides 
that section 988 transactions are ex
cluded from the character provisions 
of these regulations because gain or 
loss on those transactions is ordinary 
under section 988(a)(l). The regula
tions do apply to transactions that 
predate the effective date of section 
988. Paragraph (a)(4) also provides 
that the definition of a hedging trans
action under § 1.1221-2(b) does not 
apply for purposes of the hedging 
exceptions to the subpart F rules of 
section 954(c) and certain hedging 
rules in the interest allocation regula
tions under section 864(e). The IRS 
and Treasury are considering the pos
sibility of using the definition of 
hedging transaction and other provi
sions of these regulations for pur
poses of various international tax 
provisions, except where a modifica
tion of the provisions is necessary to 
carry out the purposes of those inter
national provisions. Comments on 
this subject are welcomed. 

In defining the term hedging trans
action, paragraph (b) of § 1.1221-2 
retains the rule of the proposed regu
lations and adopts the concept of 
hedging in section 1256(e)(2)(A) of 
the Code. Under this rule, a hedging 
transaction generally is a transaction 
that a taxpayer enters into in the 
normal course of its business primar
ily to reduce the risk of interest rate 
or price changes or currency fluctua
tions. 

A number of commentators sug
gested that the IRS abandon the rule 
of the proposed regulations and 
adopt a definition of hedging that 
looks to risk management rather than 
risk reduction. This comment was not 
adopted because the IRS and Trea
sury believe that the definition in 
section 1256 represents the best indi
cation of congressional intent with 
respect to business hedges. Although 
the risk reduction standard has been 
retained, the final regulations provide 
rules of application designed to en
sure that the definition of hedging 
transaction is applied reasonably to 
include most common types of hedg
ing transactions. 

Paragraph (c)(I) deals with the 
meaning of risk reduction. To enter 
into a hedging transaction, the tax
payer must have risk when all of its 
operations are considered - that is, 
there must be risk ~n a "macro" 
basis. Nonetheless, a hedge of a sin-

gle asset or liability, or pool of assets 
or liabilities, will be respected if the 
hedge reduces the risk attributable to 
the item or items being hedged and if 
the hedge is reasonably calculated to 
reduce the overall risk of the taxpay
er's operations. In addition, if a tax
payer hedges a particular asset or 
liability, or a pool of assets or liabili
ties, and the hedge is undertaken as 
part of a program to reduce the 
overall risk of the taxpayer's opera
tions, the taxpayer need not show 
that the hedge reduces its overall risk. 

Paragraph (c)(l) also recognizes 
that fixed to floating hedges and 
certain types of written options may 
be risk reducing and may be used in 
hedging transactions. For example, a 
covered call with respect to assets 
held or a written put option with 
respect to assets to be acquired may 
reduce risk. 

In addition, paragraph (c)(l) pro
vides that a hedging transaction in
cludes a transaction that is entered 
into primarily to reverse or counteract 
a hedging transaction. This rule rec
ognizes that some transactions are 
used to eliminate some or all of the 
risk reduction accomplished through 
a hedging transaction. Although the 
transactions are not risk reducing if 
viewed independently, they are con
sidered to be part of the larger hedg
ing transaction. 

Paragraph (c)(l) further provides 
that a taxpayer may hedge any part 
or all of its risk for any part of the 
period during which it has risk. The 
regulations also provide that the fre
quent entering into and termination 
of hedging positions is not relevant to 
whether transactions are hedging 
transactions. 

Finally, paragraph (c)(l) provides 
that a transaction that is not entered 
into primarily to reduce risk is not a 
hedging transaction. For example, the 
so-called "store-on-the-board" trans
action, in which a taxpayer disposes 
of its production and enters into a 
long futures or forward contract, is 
not a hedging transaction because the 
long position does not reduce risk. 
Moreover, gain or loss on the con
tract is not made ordinary on the 
grounds that it is a surrogate for 
inventory. 

The IRS and Treasury understand 
that there are situations in which a 
taxpayer engages in a store-on-the
board transaction as a hedge of an 

Section 1221 
expected payment under an agricul
tural price support program. In this 
situation, a long futures or forward 
contract may qualify as a hedging 
transaction with respect to the expect
ed payment. 

Paragraph (c)(2) provides that a 
hedging I rallsaction may be entered 
into by using a position that was a 
hedge of one asset or liability to 
hedge another asset or liability. 

Paragraph (c)(3) provides that the 
acquisition of certain assets, such as 
investments, may not be a hedging 
transaction. Even though these assets 
may reduce risk, they typically are 
not acquired primarily to reduce risk. 
For example, a taxpayer's interest 
rate risk from a floating rate borrow
ing may be reduced by the purchase 
of debt instruments that bear a com
parable floating rate. The acquisition 
of the debt instruments, however, is 
not made primarily to reduce risk 
and, therefore, is not a hedging trans
action. Similarly, borrowings general
ly are not made primarily to reduce 
risk. 

Paragraph (c)(4) defines the normal 
course requirement of paragraph (b) 
to include any transaction entered 
into in furtherance of a taxpayer's 
trade or business. Thus, for example, 
a liability hedge meets this require
ment regardless of whether the liabili
ty is undertaken to fund current oper
ations, an acquisition, or an 
expansion of a taxpayer's business. 
This definition does not apply to 
other uses of the term "normal 
course" in the Code or regulations. 

Paragraph (c)(5) retains the rule in 
the proposed regulations that a hedge 
of property or of an obligation is a 
hedging transaction only if a sale or 
exchange of the property, or perfor
mance or termination of the obliga
tion, could not produce capital gain 
or loss. In response to the many 
comments received, however, a spe
cial rule has been added for nonin
ventory supplies. Under this rule, if a 
taxpayer sells only a negligible 
amount of a noninventory supply, 
then, only for purposes of determin
ing whether a hedge of the purchase 
of that noninventory supply is a 
hedging transaction, the noninventory 
supply is treated as ordinary proper
ty. In this case, the Service and Trea
sury believe that the theoretical possi
bility of ordinary loss on a hedge and 
capital gain on the sale of supplies 
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should not prevent the transactions 
from qualifying as hedging transac
tions. The Service intends to issue 
guidance on the negligible amount 
standard. The comments received in
dicate that most taxpayers sell none 
of their supplies or a very small 
amount. Further comments are re
quested. 

For prior years, a transition rule 
provides a substantially more gener
ous standard for noninventory sup
plies. If, in each prior year that is 
open for assessment on September I, 
1994, a taxpayer sold no more than 
15 percent of the greater of the total 
amount of a supply held at the begin
ning of the year or the total amount 
of the supply acquired in that year 
and meets certain other requirements, 
hedges of purchases of that supply 
are hedging transactions. 

The final regulations do not pro
vide a negligible sales rule for hedges 
of section 1231 assets. Sales of these 
assets are less predictable than sales 
of supplies and may occur many 
years after the transaction that hedges 
their purchase. The IRS and Treasury 
believe that it is inappropriate to 
provide ordinary treatment for the 
hedges when it is not known whether 
the assets will produce capital gains. 
Nonetheless, the regulations provide a 
special transition rule applicable to 
certain hedges of section 1231 assets 
entered into in prior years. 

Paragraph (c)(6) provides that the 
status of liability hedges as hedging 
transactions is determined without re
gard to the use that is made of the 
proceeds of a borrowing. The IRS 
and Treasury believe that a liability 
hedge should not fail to qualify as a 
hedging transaction because the pro
ceeds of the borrowing being hedged 
are used to purchase a capital asset. 

Paragraph (c)(7) retains the rule in 
the proposed regulations that, in the 
case of hedges of aggregate risk, all 
but a de minimis amount of the risk 
being hedged must be attributable to 
ordinary property, ordinary obliga
tions, and borrowings. 

Although the purpose of the rules 
in paragraph (c) is to ensure that the 
definition of hedging transaction will 
be interpreted reasonably to cover 
most common business hedges, not 
all hedges are intended to be covered. 
For example, the regulations do not 
apply where a taxpayer hedges a divi
dend stream, the overall profitability 

182 1994-2 C.B. 

of a business unit, or other business 
risks that do not relate directly to 
interest rate or price changes or cur
rency fluctuations. Moreover, the reg
ulations do not provide ordinary 
treatment for gain or loss from the 
disposition of stock where, for exam
ple, the stock is acquired to protect 
the goodwill or business reputation of 
the acquirer or to ensure the avail
ability of goods. 

The status of so-called "gap" 
hedges is not separately addressed in 
paragraph (c). Insurance companies, 
for example, sometimes hedge the 
"gap" between their liabilities and 
the assets that fund them. Under the 
proposed regulations, a hedge of 
those assets does not qualify as a 
hedging transaction if the assets are 
capital. Commentators, therefore, 
suggested that the final regulations 
provide a rule that deems all gap 
hedges to be hedges of the liabilities 
rather than of the assets. The IRS 
and Treasury, however, are concerned 
that, where this type of hedge is more 
closely associated with the assets than 
the liabilities, there is a significant 
possibility of mismatch if the hedges 
are given ordinary treatment and the 
assets can be sold for capital gains. 
Thus, the final regulations do not 
include the suggested rule. 

Whether a gap hedge qualifies as a 
liability hedge is a question of fact 
and depends on whether it is more 
closely associated with the liabilities 
than with the assets. For example, a 
contract to purchase assets is general
ly not a liability hedge even if the 
assets are being purchased to fund the 
liability. Other gap hedges may be 
appropriately treated as liability hedg
es and, therefore, may qualify as 
hedging transactions. 

The IRS and Treasury understand 
that the most significant consequence 
of the failure of gap hedges to qualify 
as hedging transactions may be that 
they are then subject to the straddle 
rules of section 1092. Comments are 
requested on whether it would be 
appropriate to exempt these transac
tions from section 1092 and apply the 
hedge accounting rules of § 1.446-4 
even though the transactions are not 
hedging transactions and their charac
ter is not determined under 
§ 1.1221-2. The IRS and Treasury 
also note that there may be different
considerations for determining wheth
er income or loss from a gap hedge 

should be treated as an interest equiv
alent for purposes of international tax 
provisions, such as section 864(e). 
Comments are also requested on this 
point. 

Paragraph (d) is reserved in the 
final regulations to allow develop
ment of rules applicable to hedging 
by members of a consolidated group. 
Proposed regulations on this subject 
are published in * * * [FI-34-94, 
page 863, this Bulletin]. 

Paragraph (e)(1) retains the require
ment of the proposed regulations that 
hedging transactions must be identi
fied before the close of the day on 
which they are entered into. Para
graph (e)(2), however, relaxes the rule 
of the proposed regulations and re
quires that the item, items, or aggre
gate risk being hedged be identified 
substantially contemporaneously with 
entering into the hedging transaction. 
The identification must be made no 
more than 35 days after entering into 
the hedging transaction. This time 
period should make it possible for 
taxpayers to identify the hedged item, 
items, or aggregate risk at the time 
they prepare monthly reports for non
tax purposes. 

Some commentators suggested 
eliminating entirely the requirement 
of identifying the item being hedged. 
The Service and Treasury believe, 
however, that this identification is 
needed to establish that the definition 
of hedging transaction is satisfied. 
Moreover, because special identifica
tion rules have been provided for 
hedges of aggregate risk and certain 
inventory hedges, the requirement of 
identifying the items being hedged 
should not be overly burdensome. 

A transition rule is provided to 
extend the time period for identifying 
a transaction that is a hedging trans
action under the final regulations and 
that the taxpayer reasonably treated 
as other than a hedging transaction 
under the proposed regulations. If 
such a transaction was entered into 
before October I, 1994, and remains 
in existence on that date, the identifi
cation and record keeping require
ments of paragraph (e) apply, except 
that the identification of both the 
hedging transaction and the hedged 
item are timely if made before the 
close of business on October I, 1994. 
However, if the transaction was en
tered into before October I, 1994, 
and does not remain in existence on 



that date, the identification and re
cord keeping requirements of para
graph (e) do not apply. 

Paragraph (e)(3) contains a series 
of special rules for identifying certain 
types of hedging transactions. In the 
case of inventory, the identification 
must specify the type or class of 
inventory to which the hedge relates. 
If particular inventory purchases or 
sales transactions are being hedged, 
the taxpayer must also identify the 
expected dates and the amounts to be 
acquired or sold. In the case of hedg
es of aggregate risk, the identification 
requirement is satisfied if a taxpayer's 
records contain a description of the 
hedging program and if the taxpayer 
establishes a system under which 
transactions are identified as being 
entered into as part of that program. 
The intent underlying this rule is to 
provide verifiable information with 
respect to the item being hedged with
out requiring the taxpayer to identify 
individually the many items that give 
rise to the aggregate risk being 
hedged. 

Paragraph (e)(4) generally retains 
and expands the rules of the proposed 
regulations with respect to how an 
identification is made. It must be 
clear that the identification is being 
made for tax purposes. In lieu of 
separately identifying each transac
tion, however, a taxpayer may estab
lish a system in which identification is 
indicated by the type of transaction 
or the manner in which the transac
tion is consummated or recorded. 

Paragraph (e)(5) is reserved to deal 
with the required identification where 
the taxpayer is a member of a consol
idated group, and paragraph (e)(6) 
provides that an identification for 
purposes of section 1256(e)(2)(C) is 
also an identification for purposes of 
§ 1.1221-2(e)(1). 

Paragraph (f) deals with the effect 
of identification and non-identifica
tion and provides rules that generally 
are unchanged from the proposed reg
ulations. The only significant change 
is the addition of a rule that allows 
correction of an inadvertent identifi
cation in some circumstances. If the 
correction is allowed, the transaction 
is not subject to the ordinary-gain, 
capital-loss rule that generally applies 
to transactions that are incorrectly 
identified as hedging transactions. 

Final regulations under section 
1256 retain the rules of the proposed 

regulations that coordinate the identi
fication of hedges for purposes of 
section 1256(e). In addition, the regu
lations provide that, if a taxpayer 
inadvertently identifies a transaction 
as a hedging transaction and corrects 
it in accordance with paragraph 
(f)(I)(ii) of § 1.1221-2, the transac
tion is treated as if it were not 
identified as a hedging transaction for 
purposes of section 1256(e)(2)(C). 
Thus, section 1256(f)(1) does not im
pose ordinary-gain, capital-loss treat
ment on the transaction. 

Dates oj Applicability 

Except for the identification rules 
of paragraph (e), which apply to 
transactions that were entered into on 
or after January 1, 1994, or were 
entered into before that date and 
remained in existence on March 31, 
1994, these final regulations generally 
apply to all open taxable years. Tax
payers may, however, rely on any 
paragraph in § 1.1221-2T (26 CFR 
part 1 revised as of April 1, 1994), 
for transactions entered into prior to 
October 1, 1994, provided that the 
taxpayer applies the paragraph rea
sonably and consistently. 

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 
Flexibility Act (5 U.S.C. chapter 6) 
do not apply to these regulations, 
and, therefore, a Regulatory Flexibili
ty Analysis is not required. Pursuant 
to section 7805(f) of the Internal 
Revenue Code, the notice of pro
posed rulemaking preceding these reg
ulations was submitted to the Small 
Business Administration for comment 
on its impact on small business. 

* * * * * 
Adoption oj Amendments to the 
Regulations 

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

PART I-INCOME TAXES 

Paragraph 1. Effective July 18, 
1994, the authority citation for part 1 
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is amended by adding an entry in 
numerical order to read as follows: 

Authority: 26 U.S.C. 7805 * * * 
Section 1.1221-2 also issued under 26 
U.S.C. 6001. * * * 

Par. 2. Effective October 1, 1994, 
the authority citation for part 1 is 
further amended by removing the en
try for § 1.1221-2T. 

Par. 3. Effective July 18, 1994, 
§ 1.1221-2 is added to read as fol
lows: 

§ 1.1221-2 Hedging transactions. 

(a) Treatment oj hedging transac
tions-(1) In general. This section 
governs the treatment of hedging 
transactions under section 1221. Ex
cept as provided in paragraph (f)(2) 
of this section (and notwithstanding 
the provisions of § 1.1221-1(a», the 
term capital asset does not include 
property that is part of a hedging 
transaction (as defined in paragraph 
(b) of this section). 

(2) Short sales and options. This 
section also governs the character of 
gain or loss from a short sale or 
option that is part of a hedging 
transaction. See §§ 1.1233-2 and 
1.1234-4. Except as provided in para
graph (f)(2) of this section, gain or 
loss on a short sale or option that is 
part of a hedging transaction (as 
defined in paragraph (b) of this sec
tion) is ordinary income or loss. 

(3) Exclusivity. If a transaction is 
not a hedging transaction as defined 
in paragraph (b) of this section, gain 
or loss from the transaction is not 
made ordinary on the grounds that 
property involved in the transaction is 
a surrogate for a noncapital asset, 
that the transaction serves as insur
ance against a business risk, that the 
transaction serves a hedging function, 
or that the transaction serves a simi
lar function or purpose. 

(4) Coordination with other sec
tions-(i) Section 988. This section 
does not apply to determine the char
acter of gain or loss realized on a 
section 988 transaction as defined in 
section 988( c)(1) or realized with re
spect to a qualified fund as defined in 
section 988(c)(I)(E)(iii). This section 
does apply, however, to transactions 
or payments that would be subject to 
section 988 but for the date that the 
transactions were entered into or the 
date that the payments were made. 

(ii) Sections 864(e) and 954(c). Ex
cept as otherwise provided in regula-
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tions issued pursuant to sections 
864(e) and 954(c), the definition of 
hedging transaction in paragraph (b) 
of this section does not apply for 
purposes of section 864(e) and 954(c). 

(b) Hedging transaction defined. A 
hedging transaction is a transaction 
that a taxpi:l.Yer enters into in the 
normal course of the taxpayer's trade 
or business primarily-

(1) To reduce risk of price changes 
or currency fluctuations with respect 
to ordinary property (as defined in 
paragraph (c)(5) of this section) that 
is held or to be held by the taxpayer; 
or 

(2) To reduce risk of interest rate 
or price changes or currency fluctua
tions with respect to borrowings made 
or to be made, or ordinary obliga
tions incurred or to be incurred, by 
the taxpayer. 

(c) Rules of application. The rules 
of this paragraph (c) apply for pur
poses of the definition of the term 
hedging transaction in paragraph (b) 
of this section. These rules must be 
interpreted reasonably and consistent
ly with the purposes of this section. 
Where no specific rules of application 
control, the definition of hedging 
transaction must be interpreted rea
sonably and consistently with the pur
poses of this section. 

(1) Reducing risk-(i) Transactions 
that reduce risk. Whether a transac
tion reduces a taxpayer's risk is deter
mined based on all of the facts and 
circumstances surrounding the tax
payer's business and the transaction. 
In general, a taxpayer's hedging strat
egies and policies as reflected in the 
taxpayer's minutes or other records 
are evidence of whether particular 
transactions reduce the taxpayer's 
risk. 

(ii) Micro and macro hedges-(A) 
In general. A taxpayer has risk of a 
particular type only if it is at risk 
when all of its operations are consid
ered. Nonetheless, a hedge of a par
ticular asset or liability generally will 
be respected as reducing risk if it 
reduces the risk attributable to the 
asset or liability and if it is reason
ably expected to reduce the overall 
risk of the taxpayer's operations. If a 
taxpayer hedges particular assets or 
liabilities, or groups of assets or lia
bilities, and the hedges are undertak
en as part of a program that, as a 
whole, is reasonably expected to re
duce the overall risk of the taxpayer's 
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operations, the taxpayer generally 
does not have to demonstrate that 
each hedge that was entered into 
pursuant to the program reduces its 
overall risk. 

(B) Fixed-to-floating hedges. Under 
the principles of paragraph (c)(1)(ii)
(A) of this section, a transaction that 
economically converts an interest rate 
or price from a fixed price or rate to 
a floating price or rate may reduce 
risk. For example, if a taxpayer's 
income varies with interest rates, the 
taxpayer may be at risk if it has a 
fixed rate liability. Similarly, a tax
payer with a fixed cost for its inven
tory may be at risk if the price at 
which the inventory can be sold varies 
with a particular factor. Thus, a 
transaction that converts an interest 
rate or price from fixed to floating 
may be a hedging transaction. 

(iii) Written options. A written op
tion may reduce risk. For example, in 
appropriate circumstances, a written 
call option with respect to assets held 
by a taxpayer or a written put option 
with respect to assets to be acquired 
by a taxpayer may be a hedging 
transaction. See also paragraph 
(c)(l)(v) of this section. 

(iv) Extent of risk reduction. A 
taxpayer may hedge all or any por
tion of its risk for all or any part of 
the period during which it is exposed 
to the risk. 

(v) Transactions that counteract 
hedging transactions. If a transaction 
is entered into primarily to counteract 
all or any part of the risk reduction 
effected by one or more hedging 
transactions, the transaction is a 
hedging transaction. For example, if 
a written option is used to reduce or 
eliminate the risk reduction obtained 
from another position such as a pur
chased option, then it may be part of 
a hedging transaction. 

(vi) Number of transactions. The 
fact that a taxpayer frequently enters 
into and terminates positions (even if 
done on a daily or more frequent 
basis) is not relevant to whether these 
transactions are hedging transactions. 
Thus, for example, a taxpayer hedg
ing the risk associated with an asset 
or liability may frequently establish 
and terminate positions that hedge 
that risk, depending on the extent the 
taxpayer wishes to be hedged. Simi
larly, if a taxpayer maintains its level 
of risk exposure by entering into and 
terminating a large number of trans-

actions in a single day, its transac
tions may nonetheless qualify as 
hedging transactions. 

(vii) Transactions that do not re
duce risk. A transaction that is not 
entered into to reduce a taxpayer's 
risk is not a hedging transaction. For 
example, assume that a taxpayer pro
duces a commodity for sale, sells the 
commodity, and enters into a long 
futures or forward contract in that 
commodity in the hope that the price 
will increase. Because the long posi
tion does not reduce risk, the transac
tion is not a hedging transaction. 
Moreover, gain or loss on the con
tract is not made ordinary on the 
grounds that it is a surrogate for 
inventory. See paragraph (a)(3) of 
this section. 

(2) Entering into a hedging transac
tion. A taxpayer may enter into a 
hedging transaction by using a posi
tion that was a hedge of one asset or 
liability to hedge another asset or 
liability (recycling). 

(3) No investments as hedging 
transactions. If an asset (such as an 
investment) is not acquired primarily 
to reduce risk, the purchase or sale of 
that asset is not a hedging transaction 
even if the terms of the asset limit or 
reduce the taxpayer's risk with respect 
to other assets or liabilities. For ex
ample, a taxpayer's interest rate risk 
from a floating rate borrowing may 
be reduced by the purchase of debt 
instruments that bear a comparable 
floating rate. The acquisition of the 
debt instruments, however, is not a 
hedging transaction because the trans
action is not entered into primarily to 
reduce the taxpayer's risk. Similarly, 
borrowings generally are not made 
primarily to reduce risk. 

(4) Normal course. Solely for pur
poses of paragraph (b) of this section, 
if a transaction is entered into in 
furtherance of a taxpayer's trade or 
business, the transaction is entered 
into in the normal course of the 
taxpayer's trade or business. This rule 
applies even if the risk to be reduced 
relates to the expansion of an existing 
business or the acquisition of a new 
trade or business. 

(5) Ordinary property and obliga
tions-(i) In general. Except as pro
vided in paragraph (g)(3) of this sec
tion (which contains transition rules), 
property is ordinary property to a 
taxpayer only if a sale or exchange of 
the property by the taxpayer could 



not produce capital gain or loss re
gardless of the taxpayer's holding pe
riod when the sale or exchange oc
curs. Thus, for example, property 
used in a trade or business within the 
meaning of section 1231(b) (deter
mined without regard to the holding 
period specified in that section) is not 
ordinary property. An obligation is 
an ordinary obligation if performance 
or termination of the obligation by 
the taxpayer could not produce capi
tal gain or loss. For purposes of the 
preceding sentence, termination has 
the same meaning as in section 
1234A. 

(ii) Hedges of noninventory sup
plies. Notwithstanding paragraph 
(c)(5)(i) of this section, if a taxpayer 
sells only a negligible amount of a 
noninventory supply, then, only for 
purposes of determining whether a 
transaction to hedge the purchase of 
that noninventory supply is a hedging 
transaction, the supply is treated as 
ordinary property. A noninventory 
supply is a supply that a taxpayer 
purchases for consumption in its 
trade or business and that is not an 
asset described in sections 1221 (1) 
through (5). 

(6) Borrowings. Whether hedges of 
a taxpayer's debt issuances (borrow
ings) are hedging transactions is de
termined without regard to the use of 
the proceeds of the borrowing. 

(7) Hedging an aggregate risk. The 
term hedging transaction includes a 
transaction that reduces an aggregate 
risk of interest rate changes, price 
changes, and/or currency fluctuations 
only if all of the risk, or all but a de 
minimis amount of the risk, is with 
respect to ordinary property, ordinary 
obligations, and borrowings. 

(d) Hedging by members of a con
solidated group. [Reserved]. 

(e) Identification and recordkeep
ing-(l) Same-day identification of 
hedging transactions. A taxpayer that 
enters into a hedging transaction (in
cluding recycling an existing hedge) 
must identify it as a hedging transac
tion. This identification must be 
made before the close of the day on 
which the taxpayer enters into the 
transaction. 

(2) Substantially contemporaneous 
identification of hedged item-(i) 
Content of the identification. A tax
payer that enters into a hedging trans
action must identify the item, items, 
or aggregate risk being hedged. Iden-

tification of an item being hedged 
generally involves identifying a trans
action that creates risk, and the type 
of risk that the transaction creates. 
For example, if a taxpayer is hedging 
the price risk with respect to its June 
purchases of corn inventory, the 
transaction being hedged is the June 
purchase of corn and the risk is price 
movements in the market where the 
taxpayer buys its corn. For additional 
rules concerning the content of this 
identification, see paragraph (e)(3) of 
this section. 

(ii) Timing of the identification. 
The identification required by this 
paragraph (e)(2) must be made sub
stantially contemporaneously with en
tering into the hedging transaction. 
An identification is not substantially 
contemporaneous if it is made more 
than 35 days after entering into the 
hedging transaction. 

(3) Identification requirements for 
certain hedging transactions. In the 
case of the hedging transactions de
scribed in this paragraph (e)(3), the 
identification under paragraph (e)(2) 
of this section must include the infor
mation specified. 

(i) Anticipatory asset hedges. If the 
hedging transaction relates to the an
ticipated acquisition of assets by the 
taxpayer, the identification must in
clude the expected date or dates of 
acquisition and the amounts expected 
to be acquired. 

(ii) Inventory hedges. If the hedg
ing transaction relates to the purchase 
or sale of inventory by the taxpayer, 
the identification is made by speci
fying the type or class of inventory 
to which the transaction relates. If 
the hedging transaction relates to 
specific purchases or sales, the iden
tification must also include the ex
pected dates of the purchases or sales 
and the amounts to be purchased or 
sold. 

(iii) Hedges of debt of the tax pay
er-(A) Existing debt. If the hedging 
transaction relates to accruals or pay
ments under an issue of existing debt 
of the taxpayer, the identification 
must specify the issue and, if the 
hedge is for less than the full adjusted 
issue price or the full term of the 
debt, the amount and the term cov
ered by the hedge. 

(B) Debt to be issued. If the hedg
ing transaction relates to the expected 
issuance of debt by the taxpayer or to 
accruals or payments under debt that 
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is expected to be issued by the tax
payer, the identification must specify 
the following information: the expect
ed date of issuance of the debt; the 
expected maturity or maturities; the 
total expected issue price of the issue; 
and the expected interest provisions. 
If the hedge is for less than the entire 
expected issue price of the debt or the 
full expected term of the debt, the 
identification must also include the 
amount or the term being hedged. 
The identification may indicate a 
range of dates, terms, and amounts, 
rather than specific dates, terms, or 
amounts. For example, a taxpayer 
might identify a transaction as hedg
ing the yield on an anticipated issu
ance of fixed rate debt during the 
second half of its fiscal year, with the 
anticipated amount of the debt be
tween $75 million and $125 million, 
and an anticipated term of approxi
mately 20 to 30 years. 

(iv) Hedges of aggregate risk-(A) 
Required identification. If a transac
tion hedges aggregate risk as de
scribed in paragraph (c)(7) of this 
section, the identification under para
graph (e)(2) of this section must in
clude a description of the risk being 
hedged and of the hedging program 
under which the hedging transaction 
was entered. This requirement may be 
met by placing in the taxpayer's 
records a description of the hedging 
program and by establishing a system 
under which individual transactions 
are identified as being entered into 
pursuant to the program. 

(B) Description of hedging pro
gram. A description of a hedging 
program must include an identifica
tion of the type of risk being hedged, 
a description of the type of items 
giving rise to the risk being aggregat
ed, and sufficient additional informa
tion to demonstrate that the program 
is designed to reduce aggregate risk of 
the type identified. If the program 
contains controls on speculation (for 
example, position limits), the descrip
tion of the hedging program must 
also explain how the controls are 
established, communicated, and im
plemented. 

(4) Manner of identification and 
records to be retained- (i) Inclusion 
of identification in tax records. The 
identification required by this para
graph (e) must be made on, and 
retained as part of, the taxpayer's 
books and records. 
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(ii) Presence or absence of identifi

cation must be unambiguous. The 
presence or absence of an identifi
cation for purposes of this paragraph 
(e) must be unambiguous. The iden
tification of a hedging transaction 
for financial accounting or regula
tory purposes does not satisfy this 
requirement unless the taxpayer's 
books and records indicate that the 
identification is also being made for 
tax purposes. The taxpayer may indi
cate that individual hedging transac
tions, or a class or classes of hedging 
transactions, that are identified for 
financial accounting or regulatory 
purposes are also being identified as 
hedging transactions for purposes of 
this section. 

(iii) Manner of identification. The 
taxpayer may separately and explicitly 
make each identification, or, so long 
as paragraph (e)(4)(ii) of this section 
is satisfied, the taxpayer may estab
lish a system pursuant to which the 
identification is indicated by the type 
of transaction or by the manner in 
which the transaction is consummated 
or recorded. An identification under 
this system is made at the later of the 
time that the system is established or 
the time that the transaction satisfies 
the terms of the system by being 
entered, or by being consummated or 
recorded, in the designated fashion. 

(iv) Examples. The following ex
amples illustrate the principles of 
paragraph (e)(4)(iii) of this section 
and assume that the other require
ments of paragraph (e) of this section 
are satisfied. 

(A) A taxpayer can make an identi
fication by designating a hedging 
transaction for (or placing it in) an 
account that has been identified as 
containing only hedges of a specified 
item (or of specified items or speci
fied aggregate risk). 

(B) A taxpayer can make an identi
fication by including and retaining in 
its books and records a statement that 
designates all future transactions in a 
specified derivative product as hedges 
of a specified item, items, or aggre
gate risk. 

(C) A taxpayer can make an iden
tification by placing a designated 
mark on a record of the transaction 
(for example, trading ticket, purchase 
order, or trade confirmation) or by 
using a designated form or a record 
that contains a designated legend. 
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(5) Identification of hedges involv
ing members of the same consolidated 
group. [Reserved]. 

(6) Consistency with section 
1256(e)(2)(C). Any identification for 
purposes of section 1256(e)(2)(C) is 
also an identification for purposes of 
paragraph (e)(l) of this section. 

(f) Effect of identification and 
non-identification- (1) Transactions 
identified-(i) In general. If a taxpay
er identifies a transaction as a hedg
ing transaction for purposes of para
graph (e)(l) of this section, the 
identification is binding with respect 
to gain, whether or not all of the 
requirements of paragraph (e) of this 
section are satisfied. Thus, gain from 
that transaction is ordinary income. 
If the transaction is not in fact a 
hedging transaction described in para
graph (b) of this section, however, 
paragraphs (a)(1) and (a)(2) of this 
section do not apply and the charac
ter of loss is determined without ref
erence to whether the transaction is a 
surrogate for a noncapital asset, 
serves as insurance against a business 
risk, serves a hedging function, or 
serves a similar function or purpose. 
Thus, the taxpayer's identification of 
the transaction as a hedging transac
tion does not itself make loss from 
the transaction ordinary. 

(ii) Inadvertent identification. Not
withstanding paragraph (f)(1)(i) of 
this section, if the taxpayer identifies 
a transaction as a hedging transaction 
for purposes of paragraph (e) of this 
section, the character of the gain is 
determined as if the transaction had 
not been identified as a hedging 
transaction if-

(A) The transaction is not a hedg
ing transaction (as defined in para
graph (b) of this section); 

(B) The identification of the trans
action as a hedging transaction was 
due to inadvertent error; and 

(C) All of the taxpayer's transac
tions in all open years are being 
treated on either original or, if neces
sary, amended returns in a manner 
consistent with the principles of this 
section. 

(2) Transactions not identified-(i) 
In general. Except as provided in 
paragraphs (f)(2)(ii) and (iii) of this 
section, the absence of an identifica
tion that satisfies the requirements of 
paragraph (e)(I) of this section is 
binding and establishes that a transac
tion is not a hedging transaction. 

Thus, subject to the exceptions, the 
rules of paragraphs (a)(l) and (2) of 
this section do not apply, and the 
character of gain or loss is deter
mined without reference to whether 
the transaction is a surrogate for a 
noncapital asset, serves as insurance 
against a business risk, serves a hedg
ing function, or serves a similar func
tion or purpose. 

(ii) Inadvertent error. If a taxpayer 
does not make an identification that 
satisfies the requirements of para
graph (e) of this section, the taxpayer 
may treat gain or loss from the trans
action as ordinary income or loss 
under paragraph (a)(1) or (a)(2) of 
this section if-

(A) The transaction is a hedging 
transaction (as defined in paragraph 
(b) of this section); 

(B) The failure to identify the 
transaction was due to inadvertent 
error; and 

(C) All of the taxpayer's hedging 
transactions in all open years are 
being treated on either original or, if 
necessary, amended returns as provid
ed in paragraphs (a)(1) and (a)(2) of 
this section. 

(iii) Anti-abuse rule. If a taxpayer 
does not make an identification that 
satisfies all the requirements of para
graph (e) of this section but the 
taxpayer has no reasonable grounds 
for treating the transaction as other 
than a hedging transaction, then gain 
from the transaction is ordinary. 
Thus, a taxpayer may not elect to 
treat gain or loss from a hedging 
transaction as capital gain or loss. 
The reasonableness of the taxpayer's 
failure to identify a transaction is 
determined by taking into consider
ation not only the requirements of 
paragraph (b) of this section but also 
the taxpayer's treatment of the trans
action for financial accounting or 
other purposes and the taxpayer's 
identification of similar transactions 
as hedging transactions. 

(3) Transactions by members of a 
consolidated group. [Reserved]. 

(g) Effective dates and transition 
rules-(1) Effective date for identifi
cation requirements-(i) In general. 
Paragraph (e) of this section applies 
to transactions that-

(A) Are entered into on or after 
January 1, 1994; or 

(B) Are entered into before that 
date and remain in existence on 
March 31, 1994. 



(ii) Transition rule. In the case of a 
hedging transaction that is entered 
into before January 1, 1994, and 
remains in existence on March 31, 
1994, an identification is timely if it is 
made before the close of business on 
March 31, 1994. 

(iii) Special rules for hedging trans
actions not described in § 1.1221-
2T(b). In the case of a transaction 
that is entered into before October 1, 
1994, that is a hedging transaction 
within the meaning of paragraph (b) 
of this section (or is treated as a 
hedging transaction under paragraph 
(g)(3) of this section), and that the 
taxpayer reasonably treated as not 
being a hedging transaction within the 
meaning of paragraph (b) of 
§ 1.1221-2T (26 CFR part 1 revised 
as of April 1, 1994)-

(A) If the transaction does not re
main in existence on October 1, 1994, 
paragraph (e) of this section does not 
apply; and 

(B) If the transaction remains in 
existence on October 1, 1994, para
graph (e) of this section applies, and 
an identification is timely if it is made 
before the close of business on Octo
ber 1, 1994. 

(2) Reliance on § 1.1221-2T-(i) 
General rule. A taxpayer may rely on 
any paragraph in § 1.1221-2T (26 
CFR part 1 revised as of April 1, 
1994), for transactions entered into 
prior to October 1, 1994, provided 
that the taxpayer applies the para
graph reasonably and consistently. 

(ii) Identification. In the case of a 
transaction entered into before Octo
ber 1, 1994, an identification is 
deemed to satisfy paragraph (e) of 
this section if it satisfies § 1.1221-
2T(c) (26 CFR part 1 revised as of 
April 1, 1994) . For this purpose, 
identification of the hedged item is 
timely if it is made within the period 
specified in paragraph (e)(2)(ii) of this 
section. 

(3) Transition rules for hedges of 
certain property-(i) Transition rule 
for section 1231 assets. For all tax
able years that ended prior to July 
18, 1994, and that, as of September 
1, 1994, were still open for assess
ment under section 6501, a taxpayer 
may treat as hedging transactions all 
transactions that were entered into 
during those years and that hedge 
property used in the trade or business 
within the meaning of section 1231(b) 

(a section 1231 asset) if the taxpayer 
can establish that, during those 
years-

(A) Sales of section 1231 assets did 
not give rise to net gain treated as 
capital gain (after application of sec
tion 1231(c»; 

(B) All of the hedges of section 
1231 assets would be hedging transac
tions under paragraph (b) of this 
section if section 1231 assets were 
ordinary property; and 

(C) On original or amended re
turns, the taxpayer consistently treats 
all of the hedges of section 1231 
assets as hedging transactions. 

(ii) Transition rule for noninven
tory supplies. For all taxable years 
that ended prior to July 18, 1994, and 
that, as of September 1, 1994, were 
still open for assessment under sec
tion 6501, a taxpayer may treat as 
hedging transactions all hedges of 
purchases of noninventory supplies 
(as defined in paragraph (c)(5)(ii) of 
this section) that would not otherwise 
qualify as hedging transactions and 
that were entered into during those 
years if the taxpayer can establish 
that, during those years-

(A) The taxpayer did not sell in 
any of those years more than 15 
percent of the greater of the total 
amount of the supply held at the 
beginning of the year or the total 
amount of the supply acquired during 
that year; 

(B) All of the hedges would be 
hedging transactions under paragraph 
(b) of this section if noninventory 
supplies were ordinary property; and 

(C) On original or amended re
turns, the taxpayer consistently treats 
all of the hedges of noninventory 
supplies as hedging transactions. 

(4) Effective date for hedges by 
members of a consolidated group. 
[Reserved ]. 

§ 1.1221-2T [Removed] 

Par. 4. Effective October 1, 1994, 
section 1.1221-2T is removed. 

Par. 5. Effective July 18, 1994, 
§ 1. 1233-2T is redesignated § 1.1233-
2 and is revised to read as follows: 

§ 1.1233-2 Hedging transactions. 

The character of gain or loss on a 
short sale that is (or is identified as 
being) part of a hedging transaction is 
determined under the rules of 
§ 1.1221-2. 

Section 1221 
Par. 6. Effective July 18, 1994, 

§ 1.1234-4T is redesignated § 1.1234-
4 and is revised to read as follows: 

§ 1.1234-4 Hedging transactions. 

The character of gain or loss on an 
acquired or a written option that is 
(or is identified as being) part of a 
hedging transaction is determined un
der the rules of § 1.1221-2. 

Par. 7. Effective July 18, 1994, 
§ 1.1256(e)-1 is added to read as 
follows: 

§ 1.1256(e)-1 Identification of 
hedging transactions. 

(a) Identification and recordkeep
ing requirements. Under section 
1256(e)(2)(C), a taxpayer that enters 
into a hedging transaction must iden
tify the transaction as a hedging 
transaction before the close of the 
day on which the taxpayer enters into 
the transaction. 

(b) Requirements for identification. 
The identification of a hedging trans
action for purposes of section 
1256(e)(2)(C) must satisfy the require
ments of § 1.1221-2(e)(l). Solely for 
purposes of section 1256(f)(l), howev
er, an identification that does not 
satisfy all of the requirements of 
§ 1.1221-2(e)(l) is nevertheless treat
ed as an identification under section 
I 256(e)(2)(C). 

(c) Consistency with § 1.1221-
2. Any identification for purposes of 
§ 1.1221-2(e)(1) is also an identifica
tion for purposes of this section. If a 
taxpayer satisfies the requirements of 
paragraph (f)(1)(ii) of § 1.1221-2, the 
transaction is treated as if it were not 
identified as a hedging transaction for 
purposes of section 1256(e)(2)(C). 

(d) Effective date. This section ap
plies to transactions entered into on 
or after October 1, 1994. 

PART 602-0MB CONTROL 
NUMBERS 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. Effective July 18, 1994, 

§ 602.101(c) is amended by adding an 
entry in numerical order to the table 
to read as follows: 

§ 602.101 OMB Control numbers. 

* * * * * 
(c) * * * 
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CFR part or section 
where identified and 
described 

* * * * 

Current 
OMB 
control 
number 

* 
1.1221-2 ... '" ......... 1545-1403 

* * * * * 

Par. 10. Effective October 1, 1994, 
in § 602.101(c), the entry for 
§ 1.1221-2T(c) is removed. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue 

Approved: June 3, 1994 

Samuel Y. Sessions, 
Acting Assistant Secretary 

of the Treasury 

(Filed by the Office of the Federal Register on 
July 13, 1994, 9: 10 a.m., and published in 
the issue of the Federal Register for July 18, 
1994, 59 F.R. 36360) 

Part IV.-Special Rules for Determining Capital 
Gains and Losses 

Section 1234.-0ptions to Buy or 
Sell 

If the Securities and Exchange Commission 
permits options based on a stock index to be 
traded on a national securities exchange but the 
Commodity Futures Trading Commission has 
not designated a contract market for a futures 
contract based on the stock index, then under 
what circumstances are the options treated as 
"section 1256 contracts" within the meaning of 
§ 1256(b) of the Code? For purposes of 
§ 1256, are warrants based on a stock index 
treated as options based on a stock index? See 
Rev. Rul. 94-63, below. 

Section 1256.-Section 1256 
Contracts Marked to Market 

(Also Section 1234.) 

Section 1256 contracts marked to 
market; nonequity options; warrants. 
Cash-settled options that are based on 
a stock index and traded on (or 
subject to the rules of) a qualified 
board or exchange are nonequity op
tions for purposes of section 1256 of 
the Code if the Securities and Ex
change Commission determines that 
the stock index is "broad-based." 
For purposes of section 1256, war
rants that are based on a stock index 
and that are, economically, substan
tially identical in all material respects 
to options based on a stock index are 
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treated as options based on a stock 
index. 

Rev. Rul. 94-63 

ISSUES 

(1) If the Securities and Exchange 
Commission (SEC) permits options 
based on a stock index to be traded 
on a national securities exchange but 
the Commodity Futures Trading 
Commission (CFTC) has not desig
nated a contract market for a futures 
contract based on the stock index, 
then under what circumstances are 
the options treated as "section 1256 
contracts" within the meaning of 
§ 1256(b) of the Internal Revenue 
Code? 

(2) For purposes of § 1256, are 
warrants based on a stock index treat
ed as options based on a stock index? 

FACTS 

Situation 1. Exchange X is a na
tional securities exchange registered 
with the SEC. Among the financial 
products listed on exchange X are 
options based on the ABC index, a 
stock index that represents companies 
from a diverse range of industry 
groups. Z corporation functions as a 
clearing agency for transactions on 
exchange X in ABC-index options. 

The ABC-index options are struc
tured as either "call" options or 
"put" options and have terms rang
ing from three weeks to five years. 
They can be exercised only on expira
tion (that is, they are European-style 
options), and they can be settled only 
in cash. The holder of a call option 
has a right to receive cash based on 
the extent to which the ABC index on 
the exercise date is above a pre-stated 
value. The writer of a call option has 
an obligation to pay cash determined 
in the same way. A put option resem
bles a call option except that a hold
er's right to receive cash and a writ
er's obligation to pay cash are based 
on the extent to which the ABC index 
on the exercise date is below a pre
stated value. 

Both a holder and a writer are 
needed to create an ABC-index op
tion on exchange X, but once Z 
corporation accepts their transaction, 
the relationship between the holder 
and the writer terminates. Thereafter, 
under Z corporation's rules, the 
rights of the holder and the obliga-

tions of the writer run solely to Z 
corporation. In effect, Z corporation 
becomes the writer to every holder 
and the holder to every writer. The 
number of ABC-index options out
standing fluctuates, and the total that 
can be created is limited only by the 
number registered by Z corporation 
with the SEC. 

Listing the ABC-index options re
quired changing the rules of exchange 
X, and the proposed changes were 
filed with the SEC. An SEC order 
approving the changes, published in 
the Federal Register, expressly stated 
that the ABC index was "broad
based." Following publication, the 
ABC-index options began trading. At 
that time, the CFTC had not desig
nated a market for a futures contract 
based on the ABC index. 

Situation 2. Exchange Y is a na
tional securities exchange registered 
with the SEC. Among the financial 
products listed on exchange Yare 
warrants based on the ABC index. 

The ABC-index warrants resemble 
the ABC-index options described in 
Situation 1 in that the warrants are 
based on the ABC index, are 
European-style, are structured as 
"calls" or "puts," and are settled 
only in cash. The holder of a call 
warrant has a right to receive cash 
based on the extent to which the ABC 
index on the exercise date is above a 
pre-stated value. The writer of a call 
warrant has an obligation to pay cash 
determined in the same way. A put 
warrant resembles a call warrant ex
cept that a holder's right to receive 
cash and a writer's obligation to pay 
cash are based on the extent to which 
the ABC index on the exercise date is 
below a pre-stated value. 

The ABC-index warrants differ 
from the ABC-index options in that 
all of the warrants have five-year 
terms and there are a fixed number of 
warrants outstanding. Moreover, all 
of the warrants were written by W 
corporation, which sold them in a 
manner that resembled an initial pub
lic offering. As the writer of the 
ABC-index warrants, W corporation 
is required by market rules to have 
substantial assets and earnings. Un
like the holder of an ABC-index op
tion, the holder of an ABC-index 
warrant has a continuing relationship 
with the writer. Thus, upon exercising 
a warrant, the holder looks directly to 
W corporation for payment. 



LAW AND ANALYSIS 

Situation 1. 

Section 1256 prescribes special rules 
for reporting gains and losses from 
"section 1256 contracts." 

The financial products that qualify 
as "section 1256 contracts" are speci
fied in § 1256(b). Among these are 
nonequity options. Section 1256(g)(3) 
defines a "nonequity option" as any 
listed option that is not an equity 
option. 

Under § 1256(g)(5), a "listed 
option" is any option (other than a 
right to acquire stock from the issuer) 
that is traded on (or subject to the 
rules of) a qualified board or ex
change. Under § 1256(g)(7), the term 
"qualified board or exchange" in
cludes a national securities exchange 
registered with the SEC. 

An "equity option" is defined in 
§ 1256(g)(6)(A) as (i) any option to 
buy or sell stock, or (ii) any option 
the value of which is determined di
rectly or indirectly by reference to 
any stock (or group of stocks) or 
stock index. This definition, however, 
is subject to two exceptions. Under 
§ 1256(g)(6)(B), an option with re
spect to a group of stocks or a stock 
index is not an "equity option" if (i) 
there is in effect a designation by the 
CFTC of a contract market for a 
futures contract based on that group 
of stocks or stock index, or (ii) the 
Commissioner determines that the op
tion meets the requirements of law 
for contract market designation. 

The statutory definition of the term 
"equity option" is meant to exclude 
options on "broad-based" stock indi
ces (such as the Standard & Poor's 
500 index). Instead, these options are 
meant to qualify as "nonequity 
options." H.R. Conf. Rep. No. 861, 
98th Cong., 2d Sess. 902 (1984), 
1984-3 (Vol. 2) C.B. 156. 

National securities exchanges are 
"self-regulatory organizations" as de
fined in § 3(a)(26) of the Securities 
Exchange Act of 1934 (the Exchange 
Act), 15 U.S.C. § 78c(a)(26) (1988). 
Under § 19(b) of the Exchange Act, 
15 U.S.C. § 78s(b) (1988), self
regulatory organizations must have 
SEC approval before adding, chang
ing, or deleting any of their rules. 

Listing a new stock index product 
on a national securities exchange re
quires changing the rules of the ex
change. The proposed rule changes, 

therefore, must be filed with the 
SEC. The SEC reviews the proposed 
rule changes to determine whether 
they are consistent with the Exchange 
Act and, in particular, with § 6(b)(5) 
of the Exchange Act, IS U.S.c. 
§ 78f(b)(5) (1988). That section re
quires an exchange, among other 
things, to design its rules in a manner 
that prevents fraudulent and manipu
lative acts and practices. Under its 
general authority to approve the pro
posed rule changes, the SEC deter
mines whether the underlying stock 
index is "broad-based." This deter
mination is necessary because the reg
ulatory treatment of products based 
on a "broad-based" index is different 
from that of products based on a 
"narrow-based" index. Specifically, 
if the SEC classifies an index as 
"broad-based," then an exchange 
that lists a derivative product based 
on the index is permitted to apply 
more favorable exchange rules regard
ing margin requirements and position 
and exercise limits. 

Under § 2(a)(1)(B)(ii) of the Com
modity Exchange Act (CEA), 7 
U .S.C. § 2a(ii) (1988), the CFTC can 
designate a market for a futures con
tract based on a stock index if, 
among other regulatory conditions, 
the futures contract meets the follow
ing minimum requirements: 

(I) The contract must provide for 
cash settlement; 

(2) The contract must not be readi
ly susceptible to manipulation or to 
being used to manipulate any under
lying security; and 

(3) The index must be predomi
nantly composed of the securities of 
unaffiliated issuers and must reflect 
the market for all publicly traded 
securities or a substantial segment of 
the market. 

These three requirements are meant 
to narrow the authority of the CFTC 
to designate a market for a futures 
contract based on a stock index. In 
particular, the CFTC is not to ap
prove trading in this type of futures 
contract unless the underlying stock 
index is "broad-based." See H.R. 
Rep. No. 565, Part I, 97th. Cong., 2d 
Sess. 38 (1980). 

Whenever a commodity exchange 
seeks to become a market for a fu
tures contract based on a stock index, 
the CFTC must forward to the SEC a 
copy of the exchange's application. 
Section 2(a)(1)(B)(iv)(II) of the CEA, 
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7 U.S.C.A. § 2a(iv)(II) (West Supp. 
1994). If the SEC determines that the 
contract fails to satisfy the three re
quirements of § 2(a)(1)(B)(ii), 7 
U.S.C. § 2a(ii) (1988), then the 
CFTC cannot designate the commodi
ty exchange as a market for the 
contract. Consequently, the SEC ex
amines stock indices not only for the 
purpose of approving options and 
warrants on those indices but also for 
the purpose of determining whether 
futures contracts on those indices sat
isfy the three requirements of 
§ 2(a)(I)(B)(ii), 7 U.S.C. § 2a(ii) 
(1988). 

The SEC uses the same analysis in 
determining both (1) whether a stock 
index underlying an option or war
rant is "broad-based," and (2) 
whether a stock index underlying a 
futures contract is predominantly 
composed of the securities of unaffi
liated issuers and reflects the market 
for all publicly traded securities or a 
substantial segment thereof. Thus, an 
SEC determination that a stock index 
is "broad-based" is equivalent to a 
determination that the index meets 
the third requirement of § 2(a)(1) 
(B)(ii) of the CEA, 7 U.S.C. § 2a(ii) 
(1988). 

The ABC-index options are "listed 
options" under § 1256(g)(5) because 
the ABC-index options are traded on 
exchange X, a "qualified board or 
exchange" under § 1256(g)(7). Ex
change X is a "qualified board or 
exchange" because exchange X is a 
national securities exchange registered 
with the SEC. 

The value of the ABC-index op
tions is determined by reference to a 
stock index. The ABC-index options 
are, therefore, "equity options" un
der § 1256(g)( 6)(A) unless (I) the 
CFTC has designated a contract mar
ket for a futures contract based on 
the ABC index, or (2) the Commis
sioner determines that the ABC-index 
options meet the requirements of law 
for contract market designation. Sec
tion 1256(g)(6)(B). 

The CFTC has not designated a 
contract market for a futures contract 
based on the ABC index. Neverthe
less, the Commissioner has an ade
quate basis to determine that the 
ABC-index options meet the three 
minimum requirements of § 2(a)(1) 
(B)(ii) of the CEA, 7 U .S.c. § 2a(ii) 
(1988). First, the ABC-index options 
provide for cash settlement. Second, 
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the SEC has approved the rule chang
es needed to list the ABC-index op
tions on exchange X, a national secu
rities exchange. Under the Exchange 
Act, 15 U.S.C.A. §§ 78a-78ef (West 
1981 & Supp. 1994), a national secu
rities exchange must design its rules in 
a manner that prevents fraudulent 
and manipulative acts and practices. 
The SEC approval of the rule chang
es, therefore, is evidence that the 
ABC-index options are not readily 
susceptible to manipulation or to be
ing used to manipulate any underly
ing security. Third, the SEC has de
termined that the ABC index is 
"broad-based." For reasons previous
ly stated, this determination by the 
SEC is equivalent to a determination 
that the ABC index is predominantly 
composed of the securities of unaffi
liated issuers and that the ABC index 
reflects the market for all publicly 
traded securities or a substantial seg
ment thereof. 

Under these circumstances, the 
Commissioner has sufficient grounds 
to determine that the ABC-index op
tions meet the requirements of law 
for contract market designation under 
§ 1256(g)(6)(B). If the Commissioner 
makes a determination, then the 
ABC-index options are not "equity 
options" under § 1256(g)(6)(A). In
stead, they are "nonequity options" 
and, therefore, "section 1256 
contracts." Moreover, the Commis
sioner would have sufficient grounds 
to make a determination even if the 
ABC-index options were American
style options (that is, if the options 
could be exercised at any time before 
expiration). Nothing in § 1256 re
quires a stock-index contract to be 
exercisable on a particular date. 

Situation 2. 

For purposes of § 1256, whether 
stock-index warrants are treated as 
stock-index options depends on the 
warrants' economic features. See Rev. 

Rul. 88-31, 1988-1 C.B. 302. The 
warrants based on the ABC index 
that are traded on exchange Yare 
structured as "calls" and "puts." 
The holder of a call warrant has a 
right to receive cash based on the 
extent to which the ABC index on the 
exercise date is above a pre-stated 
value. The holder of a put warrant 
has a right to receive cash based on 
the extent to which the ABC index on 
the exercise date is below a pre-stated 
value. The writer of the warrants, W 
corporation, is obligated to make 
these cash payments. Because, eco
nomically, the warrants are substan
tially identical in all material respects 
to options based on a stock index, the 
warrants are treated as options based 
on a stock index for purposes of 
§ 1256. Moreover, this conclusion 
would be the same even if the war
rants were American-style warrants. 

HOLDINGS 

(1) For purposes of § 1256, the 
Commissioner hereby determines 
that: 

Options that are based on a stock 
index and that are traded on (or 
subject to the rules of) a qualified 
board or exchange meet the require
ments of law for contract market 
designation if (a) the options provide 
for cash settlement, and (b) the SEC 
has determined that the stock index is 
a "broad-based" index. Therefore, 
these options are "section 1256 
contracts.' , 

(2) For purposes of § 1256, war
rants that are based on a stock index 
and that are, economically, substan
tially identical in all material respects 
to options based on a stock index are 
treated as options based on a stock 
index. 

PROSPECTIVE APPLICATION 

Under § 7805(b), Holding (1) will 
not be applied to positions in war
rants or options established on or 

before November 10, 1994, or before 
the SEC determines that the underly
ing index is "broad-based." 

Part V.-Special Rules for Bonds and Other Debt 
I nstru ments 

Subpart A.-Original Issue Discount 

Section 1274.-Determination of 
Issue Price in the Case of Certain 
Debt Instruments Issued for 
Property 

(Also Sections 42, 2800, 382, 412, 467, 468, 
483, 807, 846, 1288, 7520, 7872.) 

Federal rates; adjusted federal 
rates; adjusted federal long-term rate, 
and the long-term exempt rate. For 
purposes of sections 1274, 1288, 382, 
and other sections of the Code, tables 
set forth the rates for July 1994. 

Rev. Rul. 94-44 

This revenue ruling provides vari
ous prescribed rates for federal in
come tax purposes for July 1994 (the 
current month). Table 1 contains the 
short-term, mid-term, and long-term 
applicable federal rates (AFR) for the 
current month for purposes of section 
1274(d) of the Internal Revenue 
Code. Table 2 contains the short
term, mid-term, and long-term ad
justed applicable federal rates (ad
justed AFR) for the current month 
for purposes of section 1288(b). Table 
3 sets forth the adjusted federal long
term rate and the long-term tax
exempt rate described in section 
382(f). Table 4 contains the appropri
ate percentages for determining the 
low-income housing credit described 
in section 42(b )(2) for buildings 
placed in service during the current 
month. Table 5 contains the federal 
rate for determining the present value 
of an annuity, an interest rate for life 
or for a term of years, or a remainder 
or a reversionary interest for purposes 
of section 7520. Finally, Table 6 con
tains the blended annual rate for 
purposes of section 7872. 

REV. RUL. 94-44 TABLE 1 

Applicable Federal Rates (AFR) for July 1994 

Period jor Compounding 

Annual Semiannual Quarterly Monthly 
Short-Term 

AFR 5.63070 5.55% 5.51% 5.49% 
110070 AFR 6.20% 6.11 % 6.06% 6.03% 
120% AFR 6.77% 6.66% 6.61% 6.57% 

190 1994-2 C.B. 



REV. RUL. 94-44 TABLE I-Continued 

Applicable Federal Rates (AFR) for July 1994 

Period for Compounding 

Annual Semiannual Quarterly 

Mid-Term 
AFR 6.83070 6.72% 6.66% 

110% AFR 7.53% 7.39% 7.32% 
120% AFR 8.22% 8.06% 7.98% 
150% AFR 10.33% 10.08% 9.96% 
175% AFR 12.11 % 11.76% 11.59% 

Long-Term 
AFR 7.46% 7.33% 7.26% 

110% AFR 8.22% 8.06% 7.98% 
120% AFR 8.99% 8.80% 8.71% 

REV. RUL. 94-44 TABLE 2 

Adjusted AFR for July 1994 

Period for Compounding 

Annual Semiannual Quarterly 

Short-term 
adjusted AFR 3.84% 3.80% 3.78% 

Mid-term 
adjusted AFR 4.83% 4.77% 4.74% 

Long-term 
adjusted AFR 5.81% 5.73% 5.69% 

REV. RUL. 94-44 TABLE 3 

Rates Under Section 382 for July 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. 94-44 TABLE 4 

Appropriate Percentages Under Section 42(b)(2) for July 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. 94-44 TABLE 5 

Rate Under Section 7520 for July 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 

REV. RUL. 94-44 TABLE 6 

Blended Annual Rate for 1994 

Section 7872(e)(2) blended annual rate for 1994 

Section 1274 

Monthly 

6.63% 
7.28% 
7.93% 
9.87% 

11.48% 

7.22% 
7.93% 
8.64 

Monthly 

3.77% 

4.72% 

5.66% 

5.81% 

6.01% 

8.68% 

3.72% 

8.2% 

4.80% 
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Section 1274 
(Also Sections 42, 2800, 382, 412, 467, 468, 
483, 807, 846, 1288, 7520, 7872.) 

Federal rates; adjusted federal 
rates; adjusted federal long-term rate, 
and the long-term exempt rate. For 
purposes of sections 1274, 1288, 382, 
and other sections of the code, tables 
set forth the rates for August 1994. 

Rev. Rut 94-50 

This revenue ruling provides vari
ous prescribed rates for federal in-

come tax purposes for August 1994 
(the current month). Table 1 con
tains the short-term, mid-term, and 
long-term applicable federal rates 
(AFR) for the current month for 
purposes of section 1274(d) of the 
Internal Revenue Code. Table 2 con
tains the short-term, mid-term, and 
long-term adjusted applicable federal 
rates (adjusted AFR) for the current 
month for purposes of section 
1288(b). Table 3 sets forth the adjust
ed federal long-term rate and the 

long-term tax-exempt rate described 
in section 382(0. Table 4 contains the 
appropriate percentages for determin
ing the low-income housing credit 
described in section 42(b)(2) for 
buildings placed in service during the 
current month. Finally, Table 5 con
tains the federal rate for determining 
the present value of an annuity, an 
interest for life or for a term of 
years, or a remainder or a reversion
ary interest for purposes of section 
7520. 

REV. RUL. 94-50 TABLE 1 

Applicable Federal Rates (AFR) for August 1994 

Period for Compounding 

Short-Term 

AFR 
110% AFR 
120% AFR 

Mid-Term 

AFR 
110% AFR 
120% AFR 
150% AFR 
175% AFR 

Long-Term 

AFR 
110% AFR 
120% AFR 

Short-term 
adjusted AFR 

Mid-term 
adjusted AFR 

Long-term 
adjusted AFR 

Annual 

5.80070 
6.39% 
6.98% 

7.05% 
7.77% 
8.49% 

10.67% 
12.50% 

7.67% 
8.45% 
9.24% 

Annual 

3.94% 

4.91% 

5.95070 

Semiannual 

5.72% 
6.29% 
6.86% 

6.93% 
7.62% 
8.32% 

10.40% 
12.13% 

7.53% 
8.28% 
9.04% 

REV. RUL. 94-50 TABLE 2 

Adjusted AFR for August 1994 

Quarterly 

5.68% 
6.24% 
6.80% 

6.87% 
7.55% 
8.24% 

10.27% 
11.95% 

7.46% 
8.20% 
8.94% 

Period for Compounding 

Semiannual Quarterly 

3.90% 3.88% 

4.85% 4.82% 

5.86% 5.82% 

REV. RUL. 94-50 TABLE 3 

Rates Under Section 382 for August 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.) 
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Monthly 

5.65% 
6.21% 
6.76% 

6.83% 
7.50% 
8.18% 

10.18% 
11.83% 

7.41% 
8.14% 
8.87% 

Monthly 

3.87% 

4.80% 

5.79% 

5.95% 

6.01% 



Section 1274 

REV. RUL. 94-50 TABLE 4 

Appropriate Percentages Under Section 42(b)(2) for August 1994 

Appropriate percentage for the 70070 present value low-income housing credit 

Appropriate percentage for the 30% present value low-income housing credit 

8.73% 

3.74% 

REV. RUL. 94-50 TABLE 5 

Rate Under Section 7520 for August 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% 

(Also Sections 42, 2800, 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 September 
1994. 

Rev. Rul. 94-55 
This revenue ruling provides vari

ous prescribed rates for federal in-

come tax purposes for September 
1994 (the current month). Table 1 
contains the short-term, mid-term, 
and long-term applicable federal rates 
(AFR) for the current month for 
purposes of section 1274(d) of the 
Internal Revenue Code. Table 2 con
tains the short-term, mid-term, and 
long-term adjusted applicable federal 
rates (adjusted AFR) for the current 
month for purposes of section 
1288(b). Table 3 sets forth the adjust
ed federal long-term rate and the 

REV. RUL. 94-55 TABLE 1 

long-term tax-exempt rate described 
in section 382(f). Table 4 contains the 
appropriate percentages for determin
ing the low-income housing credit 
described in section 42(b)(2) for 
buildings placed in service during the 
current month. Finally, Table 5 con
tains the federal rate for determining 
the present value of an annuity, an 
interest for life or for a term of 
years, or a remainder or a reversion
ary interest for purposes of section 
7520. 

Applicable Federal Rates (AFR) for September 1994 

Period for Compounding 

Annual Semiannual Quarterly Monthly 

Short-Term 

AFR 5.86% 5.78% 5.74% 5.71% 
110% AFR 6.46% 6.36% 6.31 % 6.28% 
120% AFR 7.06% 6.94% 6.88% 6.84% 

Mid-Term 

AFR 7.05% 6.93% 6.87% 6.83% 
110% AFR 7.77% 7.62% 7.55% 7.50% 
120% AFR 8.49% 8.32% 8.24% 8.18% 
150% AFR 10.67% 10.40% 10.27% 10.18% 
175% AFR 12.50% 12.13% 11.95% 11.83% 

Long-Term 

AFR 7.63% 7.49% 7.42% 7.38% 
110% AFR 8.41% 8.24% 8.16% 8.10% 
120% AFR 9.19% 8.99% 8.89% 8.83% 
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REV. RUL. 94-55 TABLE 2 

Adjusted AFR for September 1994 

Period for Compounding 

Short-term 
adjusted AFR 

Mid-term 
adjusted AFR 

Long-term 
adjusted AFR 

Annual Semiannual 

4.12070 4.08% 

4.98070 4.92% 

6.05% 5.96% 

REV. RUL. 94-55 TABLE 3 

Rates Under Section 382 for September 1994 
Adjusted federal long-term rate for the current month 

Quarterly Monthly 

4.06% 4.05% 

4.89% 4.87% 

5.92% 5.89% 

6.05% 

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). 6.05% 

REV. RUL. 94-55 TABLE 4 

Appropriate Percentages Under Section 42(b)(2) for September 1994 

Appropriate percentage for the 70% present value low-income housing credit 

Appropriate percentage for the 30% present value low-income housing credit 

8.73% 

3.74% 

REV. RUL. 94-55 TABLE 5 

Rate Under Section 7520 for September 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% 

(Also Sections 42, 2800, 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 sections 1274, 1288, 382, 
and other sections of the Code, tables 
set forth the rates for October 1994. 

Rev. Rul. 94-61 

This revenue ruling provides vari
ous prescribed rates for federal in-

come tax purposes for October 1994 
(the current month). Table 1 con
tains the short-term, mid-term, and 
long-term applicable federal rates 
(AFR) for the current month for 
purposes of section 1274(d) of the 
Internal Revenue Code. Table 2 con
tains the short-term, mid-term, and 
long-term adjusted applicable federal 
rates (adjusted AFR) for the current 
month for purposes of section 
1288(b). Table 3 sets forth the adjust
ed federal long-term rate and the 

long-term tax-exempt rate described 
in section 382(f). Table 4 contains the 
appropriate percentages for determin
ing the low-income housing credit 
described in section 42(b )(2) for 
buildings placed in service during the 
current month. Finally, Table 5 con
tains the federal rate for determining 
the present value of an annuity, an 
interest for life or for a term of 
years, or a remainder or a reversion
ary interest for purposes of section 
7520. 

REV. RUL. 94-61 TABLE 1 

Applicable Federal Rates (AFR) for October 1994 

Period for Compounding 

Short-Term 

AFR 
110% AFR 
120% AFR 
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Annual 

6.00% 
6.61 % 
7.22% 

Semiannual Quarterly 

5.91 % 
6.50% 
7.09% 

5.87% 
6.45% 
7.03% 

Monthly 

5.84% 
6.41% 
6.99% 



REV. RUL. 94-61 TABLE I-Continued 

Applicable Federal Rates (AFR) for October 1994 

Period for Compounding 

Annual Semiannual Quarterly 
Mid-Term 

AFR 7.10070 6.98070 6.92070 
110070 AFR 7.83070 7.68070 7.61070 
120070 AFR 8.56070 8.38070 8.29070 
150070 AFR 10.74070 10.47070 10.34070 
175070 AFR 12.59070 12.22070 12.04070 

Long-Term 

AFR 7.69070 7.55070 7.48070 
110070 AFR 8.48070 8.31070 8.23070 
120070 AFR 9.27070 9.06070 8.96070 

REV. RUL. 94-61 TABLE 2 

Adjusted AFR for October 1994 

Period for Compounding 

Annual Semiannual Quarterly 

Short-term 
adjusted AFR 4.27070 4.23070 4.21070 

Mid-term 
adjusted AFR 5.00070 4.94070 4.91070 

Long-term 
adjusted AFR 6.04070 5.95070 5.91070 

REV. RUL. 94-61 TABLE 3 

Rates Under Section 382 for October 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. 94-61 TABLE 4 

Appropriate Percentages Under Section 42(b)(2) for October 1994 

Appropriate percentage for the 70070 present value low-income housing credit 

Appropriate percentage for the 30070 present value low-income housing credit 

REV. RUL. 94-61 TABLE 5 

Rate Under Section 7520 for October 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 

Section 1274 

Monthly 

6.88070 
7.56070 
8.24070 

10.25070 
11.92070 

7.43070 
8.17070 
8.89070 

Monthly 

4.19070 

4.89070 

5.88070 

6.04070 

6.05070 

8.74070 

3.75070 

8.6070 
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Section 1274 
(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 November 
1994. 

Rev. Rul. 94-67 

This revenue ruling provides vari
ous prescribed rates for federal in-

come tax purposes for November 
1994 (the current month). Table 1 
contains the short-term, mid-term, 
and long-term applicable federal rates 
(AFR) for the current month for 
purposes of section 1274(d) of the 
Internal Revenue Code. Table 2 con
tains the short-term, mid-term, and 
long-term adjusted applicable federal 
rates (adjusted AFR) for the current 
month for purposes of section 
1288(b). Table 3 sets forth the adjust
ed federal long-term rate and the 

REV. RUL. 94-67 TABLE 1 

long-term tax-exempt rate described 
in section 382(f). Table 4 contains the 
appropriate percentages for determin
ing the low-income housing credit 
described in section 42(b)(2) for 
buildings placed in service during the 
current month. Finally, Table 5 con
tains the federal rate for determining 
the present value of an annuity, an 
interest for life or for a term of 
years, or a remainder or a reversion
ary interest for purposes of section 
7520. 

Applicable Federal Rates (AFR) for November 1994 

Period for Compounding 

Annual Semiannual Quarterly 

Short-Term 

AFR 6.34070 6.24070 6.19070 
110070 AFR 6.98070 6.86070 6.80070 
120070 AFR 7.63070 7.49070 7.42070 

Mid-Term 

AFR 7.45070 7.32070 7.25070 
110070 AFR 8.21070 8.05070 7.97070 
120070 AFR 8.97070 8.78070 8.69070 
150070 AFR 11.28070 10.98070 10.83070 
175070 AFR 13.22070 12.81 % 12.61070 

Long-Term 

AFR 8.01070 7.86070 7.78070 
110070 AFR 8.84070 8.65070 8.56070 
120070 AFR 9.65070 9.43070 9.32070 

REV. RUL. 94-67 TABLE 2 

Adjusted AFR for November 1994 

Period for Compounding 

Annual Semiannual Quarterly 

Short-term 
adjusted AFR 4.35070 4.30070 4.28070 

Mid-term 
adjusted AFR 5.17070 5.10070 5.07070 

Long-term 
adjusted AFR 6.25070 6.16070 6.11 070 

REV. RUL. 94-67 TABLE 3 

Rates Under Section 382 for November 1994 

Adjusted federal long-term rate for the current month 

Long-t.erm tax-exempt rate for ownership changes during the current month (the highest of 
the adjusted federal long-term rates for the current month and the prior two months.) 
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Monthly 

6.16070 
6.76070 
7.38% 

7.21070 
7.92070 
8.62070 

10.74070 
12.48070 

7.73070 
8.50070 
9.25070 

Monthly 

4.26070 

5.05070 

6.08070 

6.25070 

6.25070 



Section 1274 

REV. RUL. 94-67 TABLE 4 

Appropriate Percentages Under Section 42(b)(2) for November 1994 

Appropriate percentage for the 70010 present value low-income housing credit 8.82010 

3.78010 Appropriate percentage for the 30010 present value low-income housing credit 

REV. RUL. 94-67 TABLE 5 

Rate Under Section 7520 for November 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 9.0010 

(Also Sections 42, 2800, 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, ta
bles set forth the rates for December 
1994. 

Rev. Rul. 94-73 

This revenue ruling provides vari
ous prescribed rates for federal in-

come tax purposes for December 1994 
(the current month). Table 1 contains 
the short-term, mid-term, and long
term applicable federal rates (AFR) 
for the current month for purposes of 
section 1274(d) of the Internal Reve
nue Code. Table 2 contains the short
term, mid-term, and long-term ad
justed 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 

REV. RUL. 94-73 TABLE 1 

382(0. Table 4 contains the appropri
ate percentages for determining the 
low-income housing credit described 
in section 42(b)(2) for buildings 
placed in service during the current 
month. Table 5 contains the federal 
rate for determining the present value 
of an annuity, an interest for life or 
for a term of years, or a remainder or 
a reversionary interest for purposes of 
section 7520. Finally, Table 6 con
tains the applicable rate of interest 
for 1995 for purposes of sections 846 
and 807. 

Applicable Federal Rates (AFR) for December 1994 

Period for Compounding 

Annual Semiannual Quarterly Monthly 

Short-Term 

AFR 6.66010 6.55010 6.50010 6.46010 
110010 AFR 7.34010 7.21010 7.15010 7.10010 
120010 AFR 8.01010 7.86010 7.78010 7.73010 

Mid-Term 

AFR 7.74010 7.60010 7.53010 7.48010 
110010 AFR 8.53010 8.36010 8.27010 8.22010 
120010 AFR 9.33010 9.12010 9.02010 8.95010 
150010 AFR 11. 72010 11.40010 11.24010 11.14010 
175010 AFR 13.74010 13.30010 13.09010 12.95010 

Long-Term 

AFR 8.23010 8.07010 7.99010 7.94010 
110010 AFR 9.08010 8.88010 8.78010 8.72010 
120010 AFR 9.91010 9.68010 9.57010 9.49010 
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REV. RUL. 94-73 TABLE 2 

Adjusted AFR for December 1994 

Period jor Compounding 

Annual 

4.52070 

Semiannual Quarterly Monthly 

4.43070 Short-term 
adjusted AFR 

4.47070 4.45070 

Mid-term 
adjusted AFR 

Long-term 
adjusted AFR 

5.48070 5.41070 

6.60070 6.49070 

REV. RUL. 94-73 TABLE 3 

Rates Under Section 382 for December 1994 
Adjusted federal long-term rate for the current month 

5.37070 5.35070 

6.44070 6.40070 

6.60070 

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). 

6.60070 

REV. RUL. 94-73 TABLE 4 

Appropriate Percentages Under Section 42(b)(2) 
for December 1994 

Appropriate percentage for the 70070 present value low-income housing credit 

Appropriate percentage for the 300/0 present value low-income housing credit 

REV. RUL. 94-73 TABLE 5 

8.89070 

3.81070 

Rate Under Section 7520 for December 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 

9.4070 

REV. RUL. 94-73 TABLE 6 

Rates Under Sections 846 and 807 

Applicable rate of interest for 1995 for purposes of sections 846 and 807 

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 July 1994. See Rev. Rui. 94-44, 
page 190. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of August 1994. See Rev. Rul. 
94-50, page 192. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
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the month of September 1994. See Rev. Rul. 
94-55, page 193. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of October 1994. See Rev. Rul. 
94-61, page 194. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of November 1994. See Rev. Rul. 
94-67, page 196. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of December 1994. See Rev. Rul. 
94-73, page 197. 

6.99070 

Subchapter S.-Tax Treatment of S Corporations 
and Their Shareholders 
Part I.-In General 

Section 1361.-S Corporation 
Defined 

Revocation of Rev. Rul. 77-220. 
The Service has reconsidered Rev. 
Rul. 77-220 and concluded that the 
elections to be treated as S corpora
tions made by separate corporations 
that were partners in a partnership 
should be respected. Rev. Rul. 77-220 
revoked. 



Rev. Rul. 94-43 

In Rev. Rul. 77-220, 1977-1 C.B. 
263, thirty unrelated individuals en
tered into the joint operation of a 
single business. The individuals divid
ed into three equal groups of ten 
individuals and each group formed a 
separate corporation. The three cor
porations then organized a partner
ship for the joint operation of the 
business. The principal purpose for 
forming three separate corporations 
instead of one corporation was to 
avoid the 10 shareholder limitation of 
§ 1371 of the Internal Revenue Code 
of 1954 (the predecessor of § 1361) 
and thereby aIIow the corporations to 
elect to be treated as S corporations 
under Subchapter S. 

Rev. Rul. 77-220 concluded that 
the three corporations should be con
sidered to be a single corporation, 
solely for purposes of making the 
election, because the principal pur
pose for organizing the separate cor
porations was to make the election. 
Under this approach, there would be 
30 shareholders in one corporation 
and the election made by this corpo
ration would not be valid because the 
10 shareholder limitation would be 
violated. 

The Service has reconsidered Rev. 
Rul. 77-220 and concluded that the 
election of the separate corporations 
should be respected. The purpose of 
the number of shareholders require
ment is to restrict S corporation sta
tus to corporations with a limited 
number of shareholders so as to ob
tain administrative simplicity in the 
administration of the corporation's 
tax affairs. In this context, adminis
trative simplicity is not affected by 
the corporation's participation in a 
partnership with other S corporation 
partners; nor should a shareholder of 
one S corporation be considered a 
shareholder of another S corpora
tion because the S corporations are 
partners in a partnership. Thus, the 
fact that several S corporations are 
partners in a single partnership does 
not increase the administrative com
plexity at the S corporation level. 
As a result, the purpose of the num
ber of shareholders requirement is 
not avoided by the structure in Rev. 
Rul. 77-220 and, therefore, the elec
tion of the corporations should be 
respected. 

EFFECT ON OTHER REVENUE 
RULINGS 

Rev. Rul. 77-220 is hereby re
voked. 

Section 1363.-Effect of Election on 
Corporation 

Eight questions and answers that deal with 
how to take the LIFO recapture amount into 
account as required by § 1363(d) of the Inter· 
nal Revenue Code (added by § 10227 of the 
Revenue Act of 1987, 1987-3 C.B. I, 136). See 
Rev. Proc. 94-61, page 77 5. 

26 CFR 1.1363-2: Recapture of LIFO benefits. 

T.D.8567 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Recapture of LIFO Benefits 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMAR Y: This document contains 
final regulations that describe the 
events that trigger the recapture of 
LIFO benefits under section 1363(d) 
when a C corporation elects to be
come an S corporation or transfers 
LIFO inventory to an S corporation 
in a tax-free reorganization. The final 
regulations reflect changes made to 
the law by the Revenue Act of 1987 
and affect corporations that use the 
last-in, first-out (LIFO) method of 
accounting. 

DATES: These regulations are effec
tive October 7, 1994. 

The provisions of § 1.1363-2(a)(l) 
apply to S elections made after De
cember 17, 1987, except as provided 
in section 10227(b)(2) of the Revenue 
Act of 1987. The provisions of 
§ 1.1363-2(a)(2) apply to transfers 
made after August 18, 1993. 

SUPPLEMENTARY 
INFORMATION: 

Background 

On August 18, 1993, a notice of 
proposed rulemaking (PS-16-93 
[1993-2 C.B. 636]) was published in 
the Federal Register (58 FR 43827) 
proposing amendments to the Income 

Section 1363 
Tax Regulations (26 CFR part 1) 
under section 1363(d). 

Written comments responding to 
the notice were received. No public 
hearing was requested or held. After 
consideration of all the comments, 
the regulations proposed by PS-16-93 
are adopted as revised by this Trea
sury decision. 

Explanation oj Provisions 

Under the proposed regulations, a 
C corporation that transfers LIFO 
inventory to an S Corporation in a 
tax-free reorganization is subject to 
the LIFO recapture rules of section 
1363(d) and must include the LIFO 
recapture amount in its gross income 
in its last taxable year of existence. 

One commentator asserted that the 
IRS appeared to have exceeded its 
authority by extending the application 
of section 1363(d) to situations in 
which an S corporation succeeds to 
LIFO inventory in a tax-free reorga
nization. The IRS and the Treasury 
Department believe that the regula
tions are a valid exercise of authority 
to prevent the circumvention of sec
tion 1363(d). Therefore, the final reg
ulations retain the rule of the pro
posed regulations. 

Another commentator noted that 
the proposed regulations would apply 
to a transfer of LIFO inventory by a 
transferor C corporation that goes 
out of existence in a tax-free reorga
nization but would not apply to a 
transfer in connection with a tax
free reorganization under section 
368(a)(l )(0) in which the transferor 
corporation remains in existence. The 
commentator suggested revising the 
regulations to require inclusion of the 
LIFO recapture amount in the year of 
the transfer of the LIFO inventory 
instead of the transferor corpora
tion's last year of existence. The final 
regulations adopt this suggestion. 

The final regulations also clarify 
which corporation has the responsibil
ity to pay the three succeeding install
ments of tax described in section 
1363(d)(2). 

Commentators suggested expanding 
the scope of the regulations to deal 
with various related issues that arise 
from application of the LIFO recap
ture rules. The IRS and the Treasury 
Department believe that those issues 
are more appropriately dealt with in 
other forms of administrative guid-
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ance. Accordingly, these comments 
have not been adopted. 

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 
Flexibility Act (5 U .S.C. chapter 6) 
do not apply to these regulations, 
and, therefore, a Regulatory Flexibili
ty Analysis is not required. Pursuant 
to section 7805(f) of the Internal 
Revenue Code, the notice of pro
posed rulemaking preceding these reg
ulations was submitted to the Small 
Business Administration for comment 
on its impact on small business. 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part is 
amended as follows: 

PART I-INCOME TAXES 

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

Authority: 26 U .S.C. 7805 * * * 
Par. 2. Section 1.1363-2 is added 

to read as follows: 

§ 1.1363-2 Recapture of LIFO 
benefits. 

(a) In general. A C corporation 
must include the LIFO recapture 
amount (as defined in section 
1363(d)(3» in its gross income-

(1) In its last taxable year as a C 
corporation if the corporation inven
toried assets under the LIFO method 
for its last taxable year before its S 
corporation election becomes effec
tive; or 

(2) In the year of transfer by the C 
corporation to an S corporation of 
the LIFO inventory assets if para
graph (a)(l) of this section does not 
apply and the C corporation-

(i) Inventoried assets under the 
LIFO method during the taxable year 
of the transfer of those LIFO inven
tory assets; and 

(ii) Transferred the LIFO inventory 
assets to the S corporation in a non-
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recognition transaction (within the 
meaning of section 7701 (a)(45» in 
which the transferred assets constitute 
transferred basis property (within the 
meaning of section 7701(a)(43». 

(b) Payment of tax. Any increase 
in tax caused by including the LIFO 
recapture amount in the gross income 
of the C corporation is payable in 
four equal installments. The C corpo
ration must pay the first installment 
of this payment by the due date of its 
return, determined without regard to 
extensions, for the last taxable year it 
operated as a C corporation if para
graph (a)(l) of this section applies, or 
for the taxable year of the transfer if 
paragraph (a)(2) of this section ap
plies. The three succeeding install
ments must be paid-

(1) For a transaction described in 
paragraph (a)(l) of this section, by 
the corporation (that made the elec
tion under section 1362(a) to be an S 
corporation) on or before the due 
date for the corporation's returns (de
termined without regard to exten
sions) for the succeeding three taxable 
years; and 

(2) For a transaction described in 
paragraph (a)(2) of this section, by 
the transferee S corporation on or 
before the due date for the transferee 
corporation's returns (determined 
without regard to extensions) for the 
succeeding three taxable years. 

(c) Basis adjustments. Appropri
ate adjustments to the basis of inven
tory are to be made to reflect any 
amount included in income under this 
section. 

(d) Effective dates. (1) The provi
sions of paragraph (a)(l) of this sec
tion apply to S elections made after 
December 17, 1987. For an exception, 
see section 10227(b)(2) of the Revenue 
Act of 1987. 

(2) The provisions of paragraph 
(a)(2) of this section apply to trans
fers made after August 18, 1993. 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

Approved September 9, 1994. 

Leslie Samuels, 
Assistant Secretary of the Treasury. 

(Filed by the Office of the Federal Register on 
October 6, 1994, 8:45 a.m., and published in 
the issue of the Federal Register for October 
7,1994,59 F.R. SilOS) 

Part Ill.-Special Rules 

Section 1374.-Tax Imposed on 
Certain Built-in Gains 

Eight questions and answers that deal with 
how to take the LIFO recapture amount into 
account as required by § 1363(d) of the Inter
nal Revenue Code (added by § 10227 of the 
Revenue Act of 1987, 1987-3 C.B. 1, 136). See 
Rev. Proc. 94-61, page 775. 

Chapter 6.-Consolidated Returns 
Subchapter A.-Returns and Payment of Tax 

Section 1502.-Regulations 

26 CFR 1.1502-11,' Consolidated taxable in
come. 

T.D.8560 

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

Consolidated Returns-Stock Basis 
and Excess Loss Accounts, Earnings 
and Profits, Absorption of 
Deductions and Losses, Joining and 
Leaving Consolidated Groups, 
Worthless Stock Loss, 
Nonapplicability of Section 357(c) 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations amending the consol
idated return investment adjustment 
system, including the rules for earn
ings and profits and excess loss ac
counts. The amendments delink the 
adjustments to stock basis from the 
adjustments to earnings and profits. 
Stock basis is adjusted under rules 
similar to the rules for adjusting the 
basis of partnership interests and 
stock in S corporations, and earnings 
and profits are adjusted under a sepa
rate, parallel system. Amendments 
are also made to the rules limiting 
absorption of a member's deductions 
and losses when it leaves a consolidat
ed group, modifying the stock basis 
and earnings and profits of members 
in certain group structure changes, 
allocating a corporation's tax items 
for the year it joins or leaves a 
consolidated group, allowing a worth
less stock loss deduction with respect 
to the stock of members, and apply
ing section 357(c) to transactions be
tween members. 



DATES: These regulations are effec
tive January 1, 1995. 

For dates of applicability, see the 
"Effective dates" section under the 
"SUPPLEMENTARY INFORMA
TION" portion of the preamble. 

SUPPLEMENTARY 
INFORMATION: 

A. 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 num
ber 1545-1344. The estimated average 
annual burden per respondent is .6 
hours. 

Comments concerning the accuracy 
of this burden estimate and sugges
tions for reducing this burden should 
be sent to the Internal Revenue Ser
vice, Attn: IRS Reports Clearance 
Officer, PC:FP, Washington, DC 
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, DC 20503. 

B. Background 

This document contains final regu
lations for adjusting the stock basis 
and earnings and profits (E&P) of 
members of consolidated groups, and 
related rules. 

Proposed regulations were issued in 
a Notice of Proposed Rulemaking 
published in the Federal Register on 
November 12, 1992. See 57 FR 53634 
[CO-30-92, 1992-2 C.B. 627]. In ad
dition to the originally scheduled pub
lic hearing, a second hearing was 
scheduled in a Notice of Additional 
Public Hearing on Proposed Regula
tions published in the Federal Regis
ter on November 23, 1992. See 57 FR 
54957. In Notice 92-59, 1992-2 C.B. 
386, the IRS delayed the repeal of the 
30-day rules so that they would con
tinue to apply to corporations becom
ing or ceasing to be members before 
February 15, 1993. 

The IRS received many comments 
on the proposed regulations address
ing both policy and technical matters, 
and held public hearings on Decem
ber 18, 1992 and March 4, 1993. 
After consideration of the comments 

and the statements made at the hear
ings, the proposed regulations are 
adopted as modified by this Treasury 
decision. The modifications, as well 
as several comments and suggestions 
that are not adopted in the final 
regulations, are discussed below. 

No inference is intended by the 
final regulations as to the operation 
of the current regulations. 

C. The Proposed and Final 
Regulations 

The final regulations retain the gen
eral approach of the proposed regula
tions, delinking stock basis adjust
ments from E&P adjustments and 
operating through uniform rules of 
general application rather than 
through mechanical rules. However, 
numerous changes have been made to 
clarify the regulations and to conform 
their style to that of other recent 
consolidated return regulations. 

1. De/inking stock basis and E&P 
The investment adjustment system 

of the current regulations requires an 
owning member (P) to adjust its basis 
in the stock of a subsidiary (S) to 
reflect S's current E&P (or E&P defi
cit). P's basis is also generally re
duced by the amount of any dividend 
distributions by S to P. The adjust
ments have the effect of treating P 
and S as a single entity. To the extent 
E&P includes amounts such as tax
exempt interest income, the adjust
ments prevent the income from being 
taxed indirectly on the disposition of 
S's stock. 

After S's E&P is taken into ac
count by P in adjusting its basis in 
S's stock, the stock basis adjustment 
is taken into account to adjust P's 
own E&P. This adjustment ensures 
that S's E&P is taken into account by 
P for purposes of further stock basis 
adjustments if P is not the common 
parent, and for distributions by P to 
nonmembers. 

The current regulations were adopt
ed in 1966. It was appropriate at that 
time to link stock basis and E&P 
adjustments because the modifica
tions to taxable income required to 
compute E&P were generally also 
necessary to compute stock basis. 
Differences between taxable income 
and E&P have substantially increased 
since 1966, however, and many 
changes in the rules for determining 
E&P are not appropriate to the deter
mination of stock basis. The resulting 
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confusion and conflict is evidenced by 
recent cases examining the investment 
adjustment system. 

Section 1503(e) corrects many in
vestment adjustment distortions re
sulting from the divergence of taxable 
income and E&P. It requires P to 
redetermine its basis in S's stock un
der modified rules at the time the 
stock is disposed of. The modifica
tions eliminate the original rationale 
for a system linking stock basis to 
E&P. Moreover, because the modifi
cations are not generally integrated 
into the investment adjustment regu
lations, significant complexity has re
sulted. 

The proposed regulations compre
hensively revise the investment adjust
ment system by delinking stock basis 
adjustments from E&P adjustments. 
Stock basis adjustments are deter
mined by reference to a modified 
computation of S's taxable income, 
rather than to S's E&P. S's E&P 
continues to tier up to P, but under a 
separate E&P adjustment system. 
Separating the stock basis and E&P 
adjustment systems implements the 
intent of section 1503(e) and prevents 
policies specific to one system from 
distorting the other. 

Some commentators argued that 
the current E&P-based system is sim
pler because it is familiar to practi
tioners, even though it requires tax
payers to determine investment ad
justments first by reference to E&P, 
then by incorporating modifications 
under current regulations, and finally 
by incorporating modifications under 
the Code. These commentators con
tended that the effect of transactions 
on E&P was usually clear, and that 
changing the system resulted in more, 
rather than less, uncertainty. Most 
commentators, however, agreed that 
delinking stock basis and E&P is 
appropriate. 

The E&P system is fundamentally 
concerned with measuring dividend 
paying capacity, while the investment 
adjustment system is concerned with 
measuring consolidated taxable in
come. The current system is overly 
complex because it provides different 
rules for different sources of E&P. 
the effect of many transactions on 
E&P is uncertain, and the E&P rules 
are already overridden by temporary 
consolidated return regulations and 
later enacted Code provisions. By 
contrast, proper investment adjust-
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ments for most subsidiaries under the 
proposed regulations generally will 
equal the change in the subsidiary's 
net asset basis for tax purposes dur
ing the period that it is a member. 

One example of the distortions un
der the current regulations is the ef
fect of S's unabsorbed loss on P's 
E&P. The positive investment adjust
ment for unabsorbed losses correctly 
prevents P's basis in S's stock from 
being reduced while the loss is carried 
over. However, because P's E&P is 
adjusted by the amount of the adjust
ment to P's basis in S's stock, the 
adjustment also has the effect of 
preventing P's E&P from reflecting 
S's loss even though the dividend 
paying capacity of the group has 
diminished. Thus, the proper timing 
of stock basis and E&P adjustments 
is in conflict. The distortion is in
creased if the amount of S's tax loss 
and E&P deficit do not correspond, 
and uncertainty is created if the loss 
has a special status. 

Investment adjustments under the 
proposed regulations generally are 
based on items calculated annually 
and reflected in a taxpayer's tax re
turn or permanent records, rather 
than on E&P items that may never 
have been calculated or recorded. Al
though the current regulations require 
taxpayers to adjust stock basis annu
ally, annual E&P computations are 
otherwise generally unnecessary and 
commentators generally agree that 
most groups fail to make the adjust
ments annually. If stock basis adjust
ments are not determined until stock 
is to be disposed of, costly E&P 
studies are required to calculate items 
from prior periods for which records 
may no longer be available. 

Even if S attempts to calculate its 
E&P annually for purposes of the 
current regulations, that calculation is 
subject to uncertainty in many cases 
despite the development over the 
years of a substantial body of E&P 
guidance. See, e.g., section 312(h) 
and §§ 1.312-10 and 1.312-11 (E&P 
allocations in corporate separations 
and reorganizations). New transac
tions and Code provisions continue 
to develop and require E&P guidance. 

Because the proposed regulations 
delink stock basis and E&P determi
nations, the policies influencing the 
development of E&P rules no longer 
affect the unrelated and potentially 
conflicting policies for stock basis 
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adjustments. Section IS03(e) already 
mandates separate computations for 
purposes of adjusting stock basis and 
E&P, and the growing disparity be
tween taxable income and E&P may 
preclude taxpayers from relying on 
E&P guidance in many instances. See, 
e.g., section IS03(e)(l)(B). Conse
quently, the best approach to the 
investment adjustment system is to 
begin the computation with taxable 
income or loss and make adjust
ments. Compare the systems for ad
justing the basis of partnership inter
ests (section 70S) and stock in S 
corporations (section 1367). 

The final regulations retain the ap
proach of the proposed regulations. 
Investment adjustments are deter
mined by reference to (i) taxable in
come or loss, (ii) tax-exempt income, 
(iii) noncapital, nondeductible expens
es, and (iv) distributions. 

2. Taxpayers' ability to override 
specific rules 

Many of the proposed regulation 
sections begin with a general state
ment of the purposes of the section. 
Most commentators supported these 
statements. Commentators suggested 
that taxpayers should be able to use 
them to override specific rules (i) in 
general, (ii) if failure to override 
would result in duplicating items, (iii) 
if the taxpayer discloses the override 
in its return, or (iv) if the taxpayer 
receives an expedited ruling from the 
IRS expressly allowing the override 
(under procedures to be established). 
Some commentators suggested that 
the IRS should also have the authori
ty to override specific rules in certain 
circumstances, and that the circum
stances justifying an IRS override 
could be broader than those justifying 
a taxpayer override. 

The proposed statements of pur
poses were intended to prevent the 
recurrence of historic problems asso
ciated with literal application of the 
consolidated return regulations, and 
they are retained in the final regula
tions. However, commentators ex
pressed a diversity of views as to how 
the regulations could be interpreted to 
serve taxpayer purposes. Consequent
ly, the final regulations do not au
thorize taxpayers to deviate from spe
cific rules, except to prevent 
duplication of adjustments. For ex
ample, a negative stock basis adjust
ment is not made under section 
301(c)(2) if the adjustment has al-

ready been taken into account under 
the final regulations. 

The proposed regulations also con
tain statements describing rules of 
construction and identify factors to 
be weighed in making adjustments. 
Commentators requested that these 
statements and factors be clarified. 
The statements and factors are not 
retained in the final regulations be
cause they merely restate generally 
applicable rules of construction. The 
final regulations remain subject to 
generally applicable rules of construc
tion. 

3. Negative adjustments 
In addition to reducing stock basis 

for tax losses, the proposed regula
tions reduce stock basis for noncap
ital, nondeductible amounts such as 
Federal income taxes, and for distri
butions. The IRS received numerous 
comments on specific applications of 
these adjustments, particularly the 
negative adjustments for expiring 
losses and for distributions of E&P 
from years when S was affiliated with 
P but filed separate returns. 

The proposed regulations provide 
that noncapital, nondeductible ex
penses result in negative adjustments. 
Like positive adjustments for tax
exempt income, these negative adjust
ments are necessary to preserve the 
treatment of items under the Code. 
Similar treatment is required for cer
tain direct, permanent adjustments to 
the basis of S's assets. For example, a 
reduction in the basis of S's assets 
under section SO(c) must be reflected 
by a corresponding reduction in P's 
basis in S's stock. 

a. Expiring losses 
Many comments were received on 

the negative adjustment for the expi
ration of S's loss carryovers. Com
mentators generally agreed that losses 
arising while S is a member of the 
group should be treated as noncap
ital, nondeductible amounts in the 
year they expire, but disagreed with 
this treatment for losses that arose 
before S became affiliated with P. 

For example, if P forms S with a 
$100 capital contribution and S gener
ates a $60 net operating loss (NOL) 
carryover, P' s basis in S' s stock re
mains $100 under the proposed regu
lations. If the NOL subsequently ex
pires under section 172, the expiration 
is a noncapital, nondeductible ex
pense upon the expiration because S's 
loss is effectively disallowed at that 



time. P's basis in S's stock must be 
reduced to prevent the loss from ef
fectively being preserved in the basis. 
Commentators generally agreed with 
this result, and it conforms to the 
results for partners and S corporation 
shareholders whose loss carryovers 
expire. 

If instead P buys existing S stock 
for $100, and at that time S's assets 
have a $40 basis and value and S has 
a $60 NOL, many commentators ar
gued that P's $100 cost basis in the S 
stock does not reflect the $60 NOL 
and that the NOL's subsequent expi
ration therefore should not reduce P's 
basis in the S stock (or should reduce 
basis only to a limited extent). No 
principles have been identified to dis
tinguish an expiring NOL from other 
noncapital, nondeductible amounts 
that reduce P's basis in S's stock. 
Moreover, no meaningful distinction 
has been found between the case' in 
which S has a separate built-in loss 
(in the form of the NOL) that corre
sponds to its built-in gain and the 
case in which S has no built-in loss or 
gain at the time of P's acquisition 
and S subsequently produces corre
sponding gain and an NOL that ex
pires. 

Some commentators acknowledged 
that, if S has a $60 NOL and $60 of 
corresponding built-in gain, as much 
as $21 of P's cost basis in S's stock 
may reflect the NOL (350/0 of $60), 
but suggested that much less than $21 
is likely to be reflected, particularly if 
the use of the NOL is limited under 
section 382. These commentators sug
gested that the analysis should shift 
to determining possible after-tax ben
efits of the NOL to the P group that 
might be reflected in P's cost basis in 
S's stock (i.e., P's negative adjust
ment would be limited to the amount 
paid by P for the NOL - an amount 
not to exceed $21). 

The final regulations do not adopt 
this suggestion. Determining after-tax 
amounts accurately is inherently com
plex. In addition, there is no apparent 
reason why adjustments for absorp
tion of the NOL should differ from 
those for expiration of the NOL, or 
why subsequent positive adjustments 
for S's built-in gain should not also 
increase basis by only an after-tax 
amount. For example, although S's 
$60 built-in gain would be fully sub
ject to tax following repeal of the 
General Utilities doctrine, commenta-

tors did not suggest that P's basis 
should be increased by only $39 for 
the gain (65% of $60, or $60 minus a 
$21 discount in the purchase price of 
the S stock to reflect the built-in tax). 

Almost all commentators argued 
that a negative adjustment is inappro
priate in some cases. For example, if 
P buys existing S stock for $40, and 
at that time S's assets have a $40 
basis and value and S has a $60 
NOL, commentators argued that the 
expiration of the NOL should not 
reduce P's basis in the S stock (to a 
$20 excess loss account) because P's 
$40 cost basis in the S stock does not 
reflect the $60 NOL. 

Commentators identified the fol
lowing general cases in which a nega
tive adjustment may be warranted: (i) 
if S incurs the loss after P purchases 
the S stock (because P's basis in the 
stock reflects an amount correspond
ing to the NOL); (ii) if P acquires S 
stock in a carryover basis transaction 
(because P may succeed to a prior 
shareholder's stock basis reflecting 
the NOL); and (iii) if P indirectly 
acquires S stock by purchasing S's 
parent (because the parent's basis in 
S's stock may reflect the NOL). 

The proposed regulations do not 
predicate stock basis adjustments on 
presumptions as to whether amounts 
are already reflected in stock basis. 
Instead, they reflect the treatment 
under the Code of all changes in S's 
net asset basis while S is a member. 
Substantially altering this approach to 
take additional information into ac
count would require significant modi
fications, including appraisals and 
tracing. 

Nevertheless, the IRS and the Trea
sury Department believe that certain 
cases merit relief. For example, if P 
buys S's stock and S has a large NOL 
carryover subject to a section 382 
limitation, expiration of the NOL 
could easily result in an unavoidable 
negative adjustment even though the 
NOL was of limited value. Solutions 
suggested by commentators included 
(i) never providing a negative adjust
ment (even if the NOL arises in P's 
group) because there is no tax benefit 
for the expiration, (ii) limiting the 
negative adjustment to $.35 for every 
$1 of NOL (based on the highest 
marginal tax rate), (iii) requiring a 
negative adjustment only if S be
comes a member after the proposed 
regulations are finalized (or only if 
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the NOL expires after the proposed 
regulations are finalized), (iv) limiting 
the negative adjustment to prevent it 
from reducing P's basis in S's stock 
below S's net asset basis immediately 
after the expiration, and (v) permit
ting P to waive S's NOL before S 
becomes a member (thereby prevent
ing the NOL from expiring while P 
owns S). 

The final regulations generally re
tain the proposed rule requiring a 
negative stock basis adjustment for 
expiring losses. However, the final 
regulations provide a special rule al
lowing an acquiring group to waive 
S's loss carryovers from separate re
turn limitation years. In addition, if S 
became a member of a group before 
the effective date of the final regula
tions and had a loss carryover from a 
separate return limitation year at that 
time, a special rule provides that the 
group is not required to treat expira
tion of the loss carryover as a nega
tive adjustment under this section (al
though if S becomes a member of a 
second group after the effective date 
and the loss carryover expires while S 
is a member of the second group, the 
special rule does not apply). 

To more fully integrate expired 
losses into the investment adjustment 
system, the final regulations also add 
special rules treating expired loss car
ryovers as continuing to exist for 
purposes of determining whether a 
positive adjustment is permitted for 
cancellation of indebtedness income 
and whether an excess loss account 
must be taken into account because 
of S's worthlessness. 

To waive a loss carryover, the final 
regulations require the group to iden
tify the amount waived (or the 
amount not waived) in a statement 
filed with the group's consolidated re
turn for the year S becomes a mem
ber. The group may waive any carry
over that it chooses, and may waive 
amounts carried from different years. 
However, the final regulations do not 
permit groups to identify the waived 
amount (or the unwaived amount) 
through formulas. Comments are so
licited as to whether the use of for
mulas should be permitted and as to 
any other rules that should be adopt
ed in subsequent IRS guidance. 

b. Adjustments for all distribu
tions 

Because stock basis adjustments 
under the proposed regulations gener-

1994-2 C.B. 203 



Section 1502 
ally conform to changes in S's net 
asset basis, and S's distribution of $1 
always decreases S's net asset basis by 
$1, the proposed regulations require 
that all distributions by S reduce P's 
basis in S's stock. By contrast, the 
current regulations do not reduce ba
sis for distributions of E&P earned in 
affiliated, nonconsolidated years. Be
cause the proposed rule is a signifi
cant change from current law, the 
proposed regulations require negative 
adjustments for distributions of this 
E&P only if the distribution is made 
after the proposed regulations are 
adopted. 

Many commentators argued that no 
negative adjustment should be re
quired for distributions by S of E&P 
from affiliated, nonconsolidated 
years. They viewed the approach of 
the current regulations as preferable 
because (i) no positive adjustment is 
made when the E&P is earned, (ii) 
sections 243 and 1502 were intended 
to reach comparable results for non
consolidated and consolidated groups 
with respect to affiliated, nonconsoli
dated E&P, and section 243 allows a 
100070 dividends received deduction to 
nonconsolidated groups without a ba
sis reduction, and (iii) section 1059 
was intended by Congress to be the 
only source of additional basis reduc
tions. Moreover, although taxpayers 
could avoid the proposed negative 
adjustment by making a distribution 
during the last separate return year, 
commentators maintained that the 
proposed negative adjustment was a 
trap for taxpayers unable or unwilling 
to make distributions before joining 
in a consolidated return. 

Commentators advocated preserv
ing the approach of the current regu
lations by providing an exception for 
distributions of E&P accumulated in 
affiliated, nonconsolidated years. 
Such an exception would require de
termining the amount of modified 
taxable income for investment adjust
ment purposes that corresponds to 
the E&P, and providing rules relating 
that income to the distributed E&P. 
Although section 301(e) already modi
fies the applicable E&P, additional 
modifications would be required to 
determine the modified taxable in
come under the proposed regulations 
for particular subsidiaries. 

Preserving separate return treat
ment for distributions during consoli
dated return years is increasingly in-
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appropriate as more distinctions are 
made under the Code and regulations 
between corporations filing separate 
and consolidated returns. The pro
posed regulations maintain the dis
tinctions between separate and con
solidated returns by effectively 
preserving the separate return double 
tax system for E&P not distributed in 
separate return years. 

The absence of a negative adjust
ment under the current regulations 
appears to be based on a presumption 
that the distributed E&P is not re
flected in stock basis. This presump
tion may be wrong if, for example, P 
purchases S' s stock after the E&P 
economically accrues but before it is 
taken into account for Federal in
come tax purposes. To limit the nega
tive adjustment would be inconsistent 
with the general approach of the 
regulations because it would require 
appraisals and tracing of E&P to 
provide different stock basis reduc
tions depending on the nature of the 
distributed E&P. 

Commentators also suggested that 
requiring a negative adjustment for 
distributions could be appropriate if 
the regulations also provided that P's 
basis in S's stock was automatically 
or electively adjusted in S's first con
solidated return year to reflect S's 
E&P from affiliated, nonconsolidated 
years. Where taxpayers fail to make 
distributions in consolidated return 
years, however, the adjustment would 
have the effect of positive investment 
adjustments for earnings in separate 
return years even though the consoli
dated return rules do not generally 
apply to those years. This approach 
would have the effect of inappropri
ately applying a portion of the con
solidated return rules to periods for 
which separate returns are filed. 

Accordingly, the final regulations 
retain the requirement of a negative 
stock basis adjustment for all distri
butions. However, S's stock basis is 
not reduced as a result of a distribu
tion of E&P accumulated in separate 
return years, if the distribution is 
made in a tax year beginning before 
January 1, 1995, and the distribution 
does not cause a negative adjustment 
under the investment adjustment rules 
in effect at the time of the distribu
tion. 

4. Allocation of adjustments 
The proposed regulations provide 

limited rules for allocating stock basis 

adjustments to different shares of 
stock. Allocation issues arise if, for 
example, P owns less than all of S's 
stock, S has more than one class of 
stock, P's interest in S varies, or P 
has different bases in different blocks 
of S's stock. 

The allocation rules of the pro
posed regulations are similar in effect 
to those of the current regulations. 
Under the proposed regulations, how
ever, stock basis adjustments must be 
cumulatively redetermined whenever 
necessary to determine the tax liabili
ty of any person. 

Most commentators agreed that the 
proposed allocation rules provide 
greater guidance than the current reg
ulations. Commentators had mixed 
views on the proposed cumulative 
redetermination rule. Some stated 
that cumulative redeterminations are 
complex, but are nevertheless eco
nomically sound and appropriate. 
Others stated that taxpayers should 
not be required to redetermine their 
basis because the requirement is in
consistent with the proposed annual 
basis adjustment statement and im
poses undue administrative difficulties 
on taxpayers. However, specific prob
lems that would commonly result in 
undue difficulties were not identified. 

The final regulations retain the al
location system of the proposed regu
lations, including the cumulative rede
termination rule, but provide 
additional guidance for cumulative re
determinations. See "Annual report
ing requirement," discussed at C.7. 
of this preamble, for the elimination 
of the annual reporting requirement. 

5. Election to reallocate basis 
The current regulations provide 

that if P disposes of S stock with an 
excess loss account, P may avoid 
including the excess loss account in 
income by electing to reduce its basis 
in any retained S stock or debt by an 
amount equal to the excess loss ac
count. This election was substantially 
limited by section 1503(e)(4) and by 
recent amendments to the consolidat
ed return regulations, and its remain
ing scope is unclear. 

The proposed regulations eliminate 
the election. Negative adjustments 
(other than for distributions) are not 
allocated to preferred stock because 
of its similarity to debt, which re
ceives no negative adjustments. S's 
losses should not be allocated to pre
ferred shares until S is unable to 



satisfy their priority. S's ability to 
satisfy their priority can only be de
termined with appraisals, and the use 
of appraisals is contrary to the gener
al' approach of the regulations. 

Commentators requested that the 
election be retained. The most com
mon use of the election is where P 
holds both common and preferred 
stock of S, because all of S's negative 
adjustments are allocated to its com
mon stock. The rationale for an elec
tion in these cases is to permit P to 
avoid income from an excess loss 
account in the common stock that 
may be attributable to P's investment 
in the preferred stock. 

However, P's investment in S's pre
ferred stock is distinct from its invest
ment in common stock. If negative 
adjustments should not be initially 
allocated to the preferred stock (or 
reallocated on a cumulative redeter
mination), they should not effectively 
be reallocated to the preferred stock 
through an election. 

In view of the limited scope of the 
election, the increased ability of the 
allocation rules to reflect economic 
interests, and the limitations on allo
cating negative adjustments to pre
ferred stock, the final regulations 
continue the approach of the pro
posed regulations and eliminate the 
basis reallocation election of current 
law. 

6. Anti-avoidance rules 
The proposed investment adjust

ment regulations require overriding 
adjustments to carry out the purposes 
of the regulations if any person acts 
with a principal purpose to avoid the 
effect of the regulations, or uses the 
regulations to avoid the effect of any 
other provision of the consolidated 
return regulations. More specific rules 
are provided to take into account any 
difference between the basis and val
ue of property transferred to (or 
from) S, and to continue making 
adjustments if a corporation becomes 
a nonmember. Commentators criti
cized the uncertainty caused by the 
proposed overriding adjustment rules. 

Anti-avoidance rules are necessary 
if the regulations are to operate 
through uniform rules of general ap
plication that are subject to interpre
tation and juxtaposition with other 
rules. Because the purposes of the 
regulations are identified, taxpayers 
generally should be aware of inappro
priate results. Limiting circumvention 

of the regulations through transac
tions having a principal purpose of 
avoidance is consistent with other re
cent consolidated return guidance and 
with regulations issued under Code 
provisions applicable to separate re
turn taxpayers. 

The final regulations retain the gen
eral approach of the proposed regula
tions but operate through a single 
rule. Many of the proposed examples 
are modified to reflect comments, 
and examples of permitted avoidance 
of the rules are added. In the new 
examples, all relevant aspects of the 
transactions take place under separate 
return rules, so that avoidance of the 
regulations is not inconsistent with 
the purposes of the regulations. 

7. Annual reporting requirement 
To ensure more accurate determi

nations of stock basis adjustments, 
the proposed regulations require that 
a statement be included in each year's 
return identifying the adjustments for 
that year. This annual reporting re
quirement was proposed because of 
the concern that most groups do not 
determine the amount of their invest
ment adjustments annually as re
quired by the current regulations and 
do not maintain adequate records to 
make accurate determinations at a 
later date. Ultimately, these groups 
determine stock basis through elabo
rate but often unreliable E&P studies 
performed in connection with a later 
stock disposition. 

Commentators differed in their 
views on the proposed annual report
ing requirement. While some agreed 
that the additional burden was worth 
the potential improvement in compli
ance with the annual adjustment re
quirement and in the accuracy of the 
adjustments, others contended that 
the information contained in the an
nual statements would not be useful. 
They asserted that (i) the reporting 
would be burdensome because it 
would be required for all subsidiaries 
even though many would never be 
disposed of, (ii) collecting informa
tion relevant only for future determi
nations of tax liability would do little 
to improve the accuracy of invest
ment adjustments, and (iii) the lack 
of a noncompliance penalty would 
lead to noncompliance with the re
porting requirement or to faulty re
porting. 

The final regulations do not retain 
the proposed annual reporting re-

Section 1502 

quirement. The elimination of the 
proposed reporting requirement does 
not, however, reflect acceptance of 
the view that taxpayers need not 
make investment adjustments annual
ly. There is continuing concern that 
investment adjustments often are not 
determined with reasonable accuracy, 
particularly in the case of long-held 
subsidiaries. 

To increase the accuracy of invest
ment adjustment determinations (and 
the ability to examine the group's 
returns based on those determina
tions), the final regulations expressly 
require taxpayers to maintain annual 
books and records necessary for accu
rate stock basis adjustments. This 
requirement is consistent with section 
6001, which generally requires taxpay
ers to keep those records that the 
Secretary deems necessary to deter
mine tax liability. Taxpayers are cau
tioned that they are subject to penal
ties for tax underpayments resulting 
from, among other things, negligence 
or substantial or gross misstatements 
of the adjusted basis of any property 
(including stock of subsidiaries). See, 
e.g., section 6662(c), (e) and (h). 

8. E&P adjustments 
a. General rules 

The proposed regulations tier up 
E&P directly from S to P under a 
system separate from, but parallel to, 
the stock basis adjustment system. By 
separating the two systems, the possi
bility of phantom E&P adjustments 
resulting from the stock basis rules is 
eliminated. 

If S earns E&P in a consolidated 
return year, the E&P tiers up under 
the proposed regulations directly and 
is included in P's E&P. If Slater 
distributes the E&P to P, P's E&P 
does not further increase because P's 
dividend income is offset by a de
crease for the tier up of S's E&P 
reduction under section 312 from the 
distribution. 

The proposed regulations generally 
did not intend to permit the complete 
elimination of S's E&P from affiliat
ed, nonconsolidated years by offset
ting P's dividend income with S's 
E&P reduction from the distribution. 
S's affiliated, nonconsolidated E&P 
was not included in P's E&P when 
earned (because no tier up occurs in 
affiliated, nonconsolidated years), 
and if it is not included in P's E&P 
when distributed, it would be elimi
nated entirely. Commentators ques-
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tioned this result because it cannot be 
achieved under the Code if separate 
returns are filed and is inconsistent 
with both single entity and separate 
entity treatment of P and S. 

Both the current and the proposed 
regulations permit E&P distributed by 
S to be eliminated if the E&P was 
earned in years before S became affil
iated with P (SRL Y E&P). Elimina
tion of SRL Y E&P is also possible 
under separate return rules. Because 
P generally has no negative stock 
basis adjustment for separate return 
distributions by S, P's E&P from the 
dividend ultimately may be offset by 
an E&P deficit (or less E&P) from a 
later disposition of S's stock. Wheth
er the elimination of SRL Y E&P is 
correct depends on the extent to 
which the E&P is already reflected in 
P's E&P. However, the elimination 
of affiliated, nonconsolidated E&P is 
incorrect. 

The final regulations generally re
tain the approach of the proposed 
regulations. However, the final regu
lations provide additional rules to 
prevent the elimination of S's affiliat
ed, nonconsolidated E&P by its distri
bution to P during a consolidated 
return year. 

b. Dividend stripping 
Several rules of the proposed regu

lations limit P's ability to obtain 
unintended tax benefits by avoiding 
negative basis adjustments for certain 
distributions from S while claiming 
the dividends received deduction for 
the distributions. For example, (i) P 
takes into account S's distribution to 
which section 301 applies when P 
becomes entitled to the distribution 
(generally on the record date), (ii) S's 
E&P is eliminated immediately before 
S becomes a nonmember to the extent 
the E&P is reflected by another mem
ber under the proposed regulations, 
and (iii) if P succeeds another corpo
ration as the common parent of a 
group, P's E&P is adjusted immedi
ately after it becomes the new com
mon parent to reflect the E&P of the 
former common parent. 

The final regulations retain the ap
proach of the proposed regulations. 
However, the final regulations apply 
the distribution entitlement rule for 
all Federal income tax purposes (not 
just for purposes of stock basis and 
E&P adjustments). Expansion of the 
rule is consistent in many respects 
with current § 1.1502-32(k). 
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Because the final regulations retain 
the proposed entitlement rule for all 
Federal income tax purposes, S's 
E&P is reduced at the time P be
comes entitled to a distribution from 
S. Applying the entitlement rule for 
E&P purposes is consistent with its 
application for stock basis adjust
ments and is necessary to prevent 
distortions in the amount of S's E&P 
when S leaves the group. 

For example, assume that S has $50 
of E&P from separate return years 
and $30 of current consolidated re
turn year E&P. If S distributes $30 to 
P before becoming a nonmember, 
this distribution is treated as being 
made out of consolidated E&P. Thus, 
S's consolidated E&P is reduced to $0 
and S continues to have $50 of accu
mulated E&P as a nonmember. Ap
plying the entitlement rule for E&P 
purposes ensures consistent results for 
any distribution to which P becomes 
entitled while S is a member. Other
wise, S's $30 of consolidated E&P 
would be eliminated under the final 
regulations when S becomes a non
member, and its $50 of accumulated 
E&P would be reduced by the 
amount of the distribution (to $20) 
due to a delay of the dividend pay
ment until after S becomes a non
member. 

In addition, the final regulations 
retain and clarify the current rules for 
making proper adjustments to E&P 
where the location of a member other 
than the common parent changes 
within the group. 

c. Tax sharing agreements 
The current and the proposed regu

lations permit groups to elect to treat 
as a tax liability any amounts owing 
from one member to another as com
pensation for the absorption of tax 
attributes. The proposed regulations 
also require compensating amounts to 
be reflected for purposes of determin
ing stock basis adjustments. In re
sponse to comments, the final regula
tions permit groups to conform the 
determination of E&P to the amounts 
reflected in stock basis. 

9. Circular basis adjustments 
The "circular basis" provisions of 

the current regulations limit the use 
of S's deductions and losses to offset 
P's gain from the sale of S stock. 
Without these rules, the absorption of 
S's losses would reduce P's basis in 
S's stock under the stock basis adjust
ment rules and thereby correspond-

ingly increase P's gain on the stock 
sale. Ultimately, S's losses could be 
completely absorbed without reducing 
the net amount of P's gain on the 
stock sale. 

The proposed regulations generally 
restate and clarify the current rule, 
and continue to prevent S's losses 
from offsetting P's gain from the sale 
of S stock. The proposed regulations 
expand the current rule to prevent 
losses of S's wholly owned subsidiary 
from offsetting P's gain from the sale 
of S stock, because absorption of 
these losses similarly reduces the basis 
of S's stock and correspondingly in
creases P's gain. 

Commentators suggested that the 
limitation be further expanded to in
clude brother-sister cases. If P owns 
all of the stock of SI and S2, the 
proposed regulations do not limit the 
use of SI 's losses against P's gain 
from the sale of S2 stock or the use 
of S2's losses against P's gain from 
the sale of S 1 stock. The final regula
tions do not extend the limitation 
because these cases cannot readily be 
distinguished from cases to which 
commentators believe the rules should 
not apply, and from cases in which 
some taxpayers would be disadvan
taged. 

Assume that P owns the stock of 
SI with a $100 basis and $100 value, 
and the stock of S2 with a $100 basis 
and $150 value. SI has a $20 NOL 
and S2's assets have a $100 basis. In 
Year 1, P sells S2' s stock at a $50 
gain, SI 's NOL offsets $20 of P's 
gain, and use of the NOL reduces P's 
basis in SI from $100 to $80. In Year 
2, P sells SI at an additional $20 
gain. The group's aggregate gain in 
Years 1 and 2 is $50, and S's NOL is 
effectively eliminated. 

Although many commentators sug
gested that S 1 's NOL be limited if its 
stock is also sold in Year 1, none 
suggested that the NOL be limited if 
S 1 's stock is sold in a later year. In 
addition, none suggested that SI 's 
NOL be limited in Year 1 if P causes 
S2 to sell its assets rather than selling 
the S2 stock. 

The suggested extension of the cur
rent limitation would be unfavorable 
to P if, for example, P had a $120 
basis in SI 's stock and the $20 loss 
inherent in the S 1 stock could not be 
deducted under § 1.1502-20. Extend
ing the limitation would prevent the 
group from offsetting SI 's NOL 



against S2's taxable income merely to 
preserve P's stock loss that will be 
disallowed. 

The final regulations retain the pro
posed rules. 

10. Group structure change rules 
The proposed regulations expand 

the rules of current temporary regula
tions for determining stock basis and 
E&P in certain group structure chang
es. For example, if P is the common 
parent and its shareholders form a 
holding company (H) by transferring 
their P stock to H in a transaction to 
which section 351 applies, the trans
action is a group structure change 
and H's basis in the P stock is 
determined under the current regula
tions by reference to the net basis of 
P's assets (rather than the basis of 
P's former shareholders in their P 
stock). The proposed regulations ex
pand the scope of the current rules by 
including group structure changes 
that involve recognition transactions 
and by requiring only a 50070 continu
ity of shareholders (rather than 80070), 
because the existence of the group is 
preserved in these transactions. 

Commentators criticized the expan
sion of the current rules. Some ar
gued that the rules should not be 
extended to taxable transactions be
cause those transactions do not repre
sent a mere rearrangement of the 
group's structure. However, the ex
tension is consistent with the general 
approach of the current regulations to 
preserving the group's identity, and 
taxable transactions are indistinguish
able for this purpose from nonre
cognition transactions that were pre
ceded by taxable transactions. 

Commentators also suggested that 
P's NOLs should be treated as addi
tional basis in determining P's net 
asset basis. This approach was not 
followed in the proposed regulations 
because additional rules would have 
been required if an NOL could be 
duplicated in H's basis in P's stock 
(e.g., if the NOL is subject to limita
tion under section 382). 

The final regulations retain the ap
proach of the proposed regulations 
but, in response to comments, allow 
the group to waive any loss carryo
vers of the former common parent 
immediately before the group struc
ture change. The waiver is intended 
to permit groups to avoid later nega
tive adjustments to H's basis in P's 

stock from the expiration of the loss 
carryovers. 

11. Elimination of the 30-day rules 
The proposed regulations (together 

with Notice 92-59) eliminate the 30-
day rules under the current regula
tions for corporations becoming or 
ceasing to be members on or after 
February 15, 1993. The 30-day rules 
were intended to be rules of adminis
trative convenience. However, they 
create numerous inconsistencies that 
are not easily resolved, can lead to 
substantial complexity, and create un
intended tax planning opportunities. 

Many problems are raised by the 
30-day rules. The rules apply only for 
purposes of the consolidated return 
regulations and therefore may conflict 
with rules under the Code that rely 
on precise timing (e.g., the effective 
date of a statutory provision applica
ble to acquisitions, or the date of an 
ownership change under section 382 
resulting from joining or leaving a 
group). The rules may result in anom
alies (e.g., if an historic member liq
uidates within the first 30 days of the 
group's year, taxpayers may argue 
that the member could deconsolidate 
itself for the short year ending with 
the liquidation). The recast of the 
30-day rules may conflict with other 
recasts under the Code (e.g., if P 
acquires S's stock in a section 338(g) 
transaction, accelerating the inclusion 
of S in the P group to before the 
qualified stock purchase is inconsis
tent with section 338 policy, which 
does not permit S's gain on the 
deemed asset sale to be included in 
the P group's return). The 30-day 
rules could affect the results of virtu
ally any transaction between Sand 
another member of the selling or 
buying group during the 30-day peri
od (e.g., if S distributes a lower-tier 
member's stock to its parent before 
P's acquisition of S's stock, it is 
unclear whether the 30-day rules 
could cause S's distribution to be 
treated as made from the P group). 

Several alternatives were considered 
in developing the proposed regula
tions, but each alternative presented 
additional problems. It is not feasible 
to apply the 30-day rules uniformly 
under the Code because of the many 
conflicts that arise whenever the own
ership of S's stock is treated as other 
than where the benefits and burdens 
of stock ownership reside. According
ly, the final regulations continue the 
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approach of the proposed regulations, 
but eliminate the 30-day rules only 
for subsidiaries that become or cease 
to be members of consolidated groups 
on or after January 1, 1995. 

To ameliorate the administrative 
burdens of eliminating the 30-day 
rules, the final regulations allow tax
payers to use new simplified rules for 
allocating items to the short period 
that the 30-day rules eliminate. The 
final regulations further simplify item 
allocations by permitting taxpayers to 
prorate a target's items for the month 
of its acquisition or disposition. 
Guidance is being considered that 
identifies circumstances in which a 
stock acquisition formally occurring 
on one date may be treated for all 
Federal income tax purposes as occur
ring as of another date, if the benefits 
and burdens of ownership are trans
ferred on the other date. 

12. Miscellaneous changes 
a. Intercompany transaction rules 

The final regulations move certain 
basis rules from § 1.1502-31 to the 
related provisions in §§ 1.1502-13 
and 1.1502-14. These changes were 
not included in the proposed regula
tions because they were to be more 
fully considered in connection with 
revisions to the intercompany transac
tion system. See CO-II-91, 59 FR 
18011. No inference should be drawn 
from the relocation of these rules, 
which is now necessary because the 
proposed investment adjustment rules 
are being finalized before the pro
posed intercompany transaction rules. 

b. Restoration of excess loss ac
counts due to worthlessness 

The final regulations provide an 
additional restoration provision relat
ed to S's worthlessness. Under the 
additional rule, P's excess loss ac
count with respect to S's stock is 
restored if any member takes into 
account a deduction or loss for the 
uncollectibility of debt of Sand S 
does not take into account a corre
sponding amount of income or gain 
in determining consolidated taxable 
income. 

c. Loss disallowance 
The final regulations make techni

cal changes in § 1.1502-20. Most of 
these changes conform the rules to 
the revised investment adjustment sys
tem. For example, the final regula
tions remove § 1. 1502-20(e)(3) Exam
ple 8 because it is no longer necessary 
under the revised investment adjust-
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ment system. The final regulations 
also remove § 1.1502-20(a)(5) Exam
ple 6(Ui) because it incorrectly inter
prets § 1.267(f)-2T. Consideration 
will be given to relief under section 
7805(b) for taxpayers adversely af
fected by the changes. 

Commentators expressed concern 
that the statement of purposes set 
forth in the proposed investment ad
justment rules had the effect of disal
lowing positive investment adjust
ments for S's built-in gains, so that 
its stock would be sold at an in
creased gain. The statement of pur
poses was not intended to have this 
effect and has been modified in the 
final regulations. 

d. Amendments to the basis re
duction account 

The current regulations originally 
provided that, if S became a non
member but P continued to own S 
stock, P's basis in the stock would be 
reduced before S became a non
member. This rule was intended to 
eliminate the dividend stripping po
tential created because P's basis in S's 
stock increases for S's E&P during 
consolidated return years but general
ly does not decrease for S's distribu
tions to P after S becomes a non
member. 

Temporary consolidated return reg
ulations were issued in 1988 to elimi
nate this adjustment. Under the tem
porary regulations, P's basis increases 
are not eliminated. Instead, P has a 
basis reduction account (BRA) in S's 
stock and reduces its basis in the 
stock to the extent P subsequently 
receives distributions from S not in 
excess of the BRA. 

The final regulations replace this 
system with a simpler approach. 
However, the BRA continues to apply 
(together with the other consequences 
of S becoming a nonmember) if S 
becomes a nonmember before the fi
nal regulations are effective. 

Commentators requested modifica
tions to the BRA to eliminate anoma
lies. The proposed regulations did not 
modify the BRA because the ap
proach of the proposed regulations to 
potential dividend stripping is incon
sistent with the approach of the BRA, 
and the necessary corrections would 
have been complex and may have 
required amended returns for prior 
periods. For the same reasons, the 
final regulations do not amend the 
BRA rules for subsidiaries that ceased 
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to be members before the final regu
lations are effective. 

e. Becoming or ceasing to be a 
member 

Under the proposed regulations, if 
S becomes or ceases to be a member 
during the group's tax year, the peri
ods ending and beginning with S's 
becoming or ceasing to be a member 
are separate tax years for all Federal 
income tax purposes. However, the 
proposed regulations provide an elec
tion for allocating S's nonextraordi
nary items of income, gain, deduc
tion, loss, and credit between the 
group's year and S's separate return 
year. For this purpose, the proposed 
regulations identify extraordinary 
items that are not subject to this 
ratable allocation. 

The final regulations continue the 
approach of the proposed regulations 
and, in response to comments, the list 
of extraordinary items not subject to 
the ratable allocation election is ex
panded. In response to comments, the 
final regulations also allow S's nonex
traordinary items from the month 
that S becomes or ceases to be a 
member to be allocated ratably within 
the month. 

The proposed regulations provide 
that S generally becomes a member or 
ceases to be a member at the end of 
the day on which its status as a 
member changes (rather than at a 
specific time during the day). In re
sponse to comments, the final regula
tions provide that transactions occur
ring on the day of the change, but 
after the event that results in the 
change, are treated as occurring at 
the beginning of the following day if 
they are properly allocable to the part 
of the day after the event. 

f. Distributions 

Under § 1.1502-14 of the current 
regulations, P recognizes no gain with 
respect to a distribution from S that 
is described in section 301(c)(3); in
stead, such a distribution contributes 
to an excess loss account in S's stock. 
The proposed intercompany transac
tion regulations fully address the 
treatment of these distributions and 
continue the treatment provided un
der current law. See CO-ll-91, 59 
FR 18011. Consequently, the pro
posed amendment to § 1.1502-80 
providing for the nonapplicability of 
section 301(c)(3) is unnecessary and is 
not retained in these final regulations. 

The treatment under current law is 
therefore retained. 

The final regulations also clarify 
that the negative stock basis adjust
ment for distributions applies to all 
amounts to which section 301 applies 
and all other amounts treated as divi
dends (e.g., under section 356(a)(2». 

13. Effective dates 
a. Disposition approach 

The final regulations generally ap
ply to determinations and transac
tions in tax years beginning on or 
after 1 anuary 1, 1995. Once the final 
regulations apply, stock basis and 
E&P are determined or redetermined 
as if the regulations had always been 
in effect. However, the final regula
tions are not taken into account for 
tax years beginning before lanuary 1, 
1995. 

Among the reasons for adopting 
the disposition approach are: (i) it 
eliminates the need to perpetuate pri
or regulations to determine prior peri
od adjustments (including the need 
for E&P studies required to make the 
determinations); (ii) it eliminates the 
need for transitional rules to prevent 
duplication or omission of items un
der the pre-1966, current, and final 
regulations; (iii) it incorporates the 
principles of section 1503(e)(l)(A), 
which would otherwise require stock 
basis modifications for periods since 
1972; and (iv) it eliminates anomalies 
arising from the adoption in 1966 of 
the first complete stock basis adjust
ment system (e.g., the inability to 
reflect pre-1966 E&P in stock basis if 
the E&P is lost before a deemed 
dividend election). 

The most frequently discussed al
ternative to the disposition approach 
is a "lock-in" approach, under which 
the new rules would apply only to 
adjustments arising after the effective 
date of the final regulations. Several 
commentators suggested using a lock
in approach, or a combination of 
approaches (e.g., permitting a group 
to apply the current rules for adjust
ments in prior years, provided S is 
sold within the next 3 to 5 years). 
Commentators cited concerns with 
the administrative burdens of recom
puting prior period adjustments, pre
serving taxpayer expectations, and de
termining pre-1966 adjustments. 

Many taxpayers will benefit from 
the elimination of anomalies under 
the new regulations, and some com
mentators requested an earlier effec-



tive date, at least on an elective basis 
(e.g., for determinations between the 
date the regulations were proposed 
and the date they are finalized). 

Although a lock-in approach would 
avoid requiring groups to apply the 
new rules to prior period adjust
ments, and may protect taxpayer ex
pectations, the IRS and the Treasury 
Department understand that few 
groups determine their stock basis 
adjustments annually and therefore 
have any substantial expectation re
garding stock basis before a stock 
disposition is contemplated. A lock-in 
approach cannot be applied without 
complex rules to prevent the duplica
tion or omission of items that would 
result from inconsistencies between 
the current and proposed regulations. 
The lock-in approach is therefore in
consistent with the simplified general 
approach of the regulations. The final 
regulations retain the disposition ap
proach of the proposed regulations. 

The proposed regulations would 
have applied to basis determinations 
after the date of adoption of the final 
regulations. To give taxpayers ad
vance notice of the final rules, and to 
avoid complexities from applying 
both the current and the final regula
tions in a single tax year, the final 
regulations apply to determinations in 
tax years beginning on or after Janu
ary 1, 1995. For prior years for which 
information is incomplete (e.g., pre-
1966 years), taxpayers should use rea
sonable methods to comply with the 
final regulations, based on available 
information, including income tax re
turns, financial statements and state
ments of retained earnings. 

b. Elimination of the 30-day 
rules 

Affected Section 

1. 167(c)-I(a)(5) 
1.337(d)-I(a)(5) introductory text 
1.337(d)-2(c)(4) Example 
1.469-1 T(h)(7) 
1.1502-130) introductory text 
1.1502-13(1)(2), Example (1 )(i) 
1.1502-13(m)(3), Example (3)(i) 
1.1502-13(0)(1 )(i) 
1. 1502-13(0)(1)(ii) 
1.1502-13(0)(2), Example (i) 
1.1502-13(0)(2), Example (iii) 
1. 1502-14(b)(3)(ii) 

The proposed regulations, together 
with Notice 92-59, would have elimi
nated the 30-day rules effective Feb
ruary 15, 1993. In response to com
ments, the final regulations eliminate 
the 30-day rules for subsidiaries that 
become or cease to be members on or 
after January 1, 1995. 

14. Commissioner's permission to 
deconsolidate 

The current regulations generally 
authorize the Commissioner to grant 
all groups, or groups in a particular 
class, permission to discontinue filing 
consolidated returns if any provision 
of the Code or regulations has been 
amended and the amendment could 
have a substantial adverse effect. 

Some commentators suggested that 
the proposed regulations warranted 
granting permission to deconsolidate 
because the effective date of the regu
lations is based on a disposition ap
proach. Although permission to de
consolidate is rarely granted, 
guidance is anticipated to be issued 
on or before December 31, 1994, 
pursuant to which groups may receive 
permission to deconsolidate for their 
first taxable year beginning on or 
after January I, 1995. Permission for 
a group to deconsolidate will only be 
granted, however, on a showing that 
the net effect of the final regulations 
on the group's consolidated tax liabil
ity is substantially adverse. 

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 

Remove 

"and 1.1502-31" 
"§§ 1.1502-32 and 1.1502-33(c)" 
"§§ 1.1502-32 and 1.1502-33(c)" 
" 1. 1502-19(a)" 
", 1. 1502-31, " 
"under § 1.1502-31(a)" 
"Under § 1.1502-31(a)," 
"1.1502-19(b )(2)" 
" 1.1502-19(b)(2)" 
"under § 1.1502-31 (a)" 
"1.1502-19(b)(2)(i)" 
"1.1502-19(b)(2) (other than subdivision 
(ii) thereof)" 
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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 Flexibili
ty Analysis is not required. Pursuant 
to section 7805(f) of the Internal 
Revenue Code, the notice of pro
posed rulemaking preceding these reg
ulations 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 and 
602 are amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority cita
tion for Part 1 is amended by remov
ing the entries for sections 
"1.1502-19", "1.1502-32 (k)", 
"1.1502-32T", and "l.1502-80" 
and adding the following citations to 
read as follows: 

Authority: 26 U.S.C. 7805 * * * 
Section 1.1502-11 also issued under 
26 U.S.c. 1502. * * * Section 
1.1502-19 also issued under 26 
U.S.C. 301, 1502, and 1503. * * * 
Section 1.1502-31 also issued under 
26 U.S.C. 1502. * * * Section 
1.1502-32 also issued under 26 
U.S.c. 301, 1502, and 1503. Section 
1.1502-33 also issued under 26 
u.s.c. 301, 1502, and 1503. * * * 
Section 1.1502-76 also issued under 
26 U.S.c. 1502. * * * Section 
1.1502-80 also issued under 26 
U.S.C. 165, 304, and 1502. * * * 

Par. 2. In the list below, for each 
location indicated in the left column, 
remove the language in the middle 
column, and add the language in the 
right column in its place. 

Add 

", 1. 1502-13, and 1. 1502-14" 
"§ 1.1502-32" 
"§ 1.1502-32" 
" 1.1502-19" 

"1.1502-19(c)(l)(ii) or (iii)" 
"1.IS02-19(c)(l)(ii) or (iii)" 

" 1.1502-19" 
"1.1502-19(c)(1)(ii)(B) or (iii)" 
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Affected Section 

1. 1502-14(d)(3)(ii) 

1.1502-14(d)(4)(ii)(b) 

1.1502-14(g)( 1 )(i) 
1.1502-14(g)( 1 )(ii) 
1.1502-14(g)(2), Example 1 (ii) 
1.1502-43(a)(3)(ii) 
1.1502-43(a)(3)(iii) 
1.1502-47(e)(4)(iii)(B) 
1. 1502-75(d)(5)(viii) 
1. 1502-S1T(a) 
1. 1552-1(c)(2) 

Par. 3. Section 1.279-6 is amended 
by revising paragraph (b)(4) read as 
follows: 

§ 1.279-6 Application of section 279 
to certain affiliated groups. 

* * * * * 
(b) * * * 
(4) The basis of property in a 

transaction to which § 1.1502-13, 
§ l.1502-13T, § l.1502-14, or 
§ 1.1502-14T applies is the basis of 
the property determined under that 
section; and 

* * * * * 
Par. 4. Section 1.337(d)-I, para

graph (a)(5) is amended by removing 
paragraph (iii) of Example 8. 

Par. 5. Section 1.1502-1 is amend
ed by adding at the end of paragraph 
(a) a new sentence to read as follows: 

§ 1.1502-1 Definitions. 
(a) * * * Except as the context 

otherwise requires, references to a 
group are references to a consolidated 
group (as defined in paragraph (h) of 
this section). 

* * * * * 
Par. 6. Section 1.1502-11 is amend

ed by revising paragraph (b) to read 
as follows: 

§ 1.1502-11 Consolidated taxable 
income. 

* * * * * 
(b) Elimination of circular stock 

basis adjustments-(l) In general. If 
one member (P) disposes of the stock 
of another member (S), this para
graph (b) limits the use of S's deduc
tions and losses in the year of disposi
tion and the carryback of items to 
prior years. The purpose of the limi
tation is to prevent P's income or 
gain from the disposition of S's stock 
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Remove 

" 1. 1502-19(b )(2) (other than subdivision 
(ii) thereof)" 

Add 

"1. 1502-19(c)(1)(ii)(B) or (iii)" 

" 1.1502-19(b )(2) (other than subdivision 
(ii) thereof), determined without regard to 
§ 1.1502-19(d) and (e)" 

"1.1502-19(c)(l)(ii)(B) or (iii)" 

" 1.1502-19(b )(2)" 
" 1.1502-19(b )(2)" 
"1.1502-19(b )(2)(i)" 
" 1. 1502-33(c)(4)(ii)" 
" 1. 1502-33(c)(4)(i)(b)" 
" 1.1502-19(b )(2)(vi)" 
"1.1502-32(b)(2)(iii)(c) and (c)(2)(iii)" 
" 1.1502-32(b)(1)" 
"paragraph (d)(3) of" 

from increasing the absorption of S's 
deductions and losses, because the 
increased absorption would reduce 
P's basis (or increase its excess loss 
account) in S's stock under 
§ 1.1502-32 and, in turn, increase P's 
income or gain. See paragraph (b)(3) 
of this section for the application of 
these principles to P's deduction or 
loss from the disposition of S's stock, 
and paragraph (b)(4) of this section 
for the application of these principles 
to multiple stock dispositions. See 
§ 1.1502-19( c) for the definition of 
disposition. 

(2) Limitation on deductions and 
losses-(i) Determination of amount 
of limitation. If P disposes of one or 
more shares of S's stock, the extent 
to which S's deductions and losses for 
the tax year of the disposition (and its 
deductions and losses carried over 
from prior years) may offset income 
and gain is subject to limitation. The 
amount of S's deductions and losses 
that may offset income and gain is 
determined by tentatively computing 
taxable income (or loss) for the year 
of disposition (and any prior years to 
which the deductions or losses may be 
carried) without taking into account 
P's income and gain from the disposi
tion. 

(ii) Application of limitation. S's 
deductions and losses offset income 
and gain only to the extent of the 
amount determined under paragraph 
(b)(2)(i) of this section. To the extent 
S's deductions and losses in the year 
of disposition cannot offset income 
or gain because of the limitation un
der this paragraph (b), the items are 
carried to other years under the appli
cable provisions of the Internal Reve
nue Code and regulations as if they 

"1. 1502-19(c)(l)(ii) or (iii)" 
"1. 1502-19(c)(l)(ii) or (iii)" 
" 1.1502-19" 
" 1.1502-33(b)" 
" 1. 1502-33(c)(l)" 
" 1. 1502-19(c)" 
" 1. 1502-32(h)(5)" 
" 1. 1502-32(b)" 

were the only items incurred by S in 
the year of disposition. For example, 
to the extent S incurs an operating 
loss in the year of disposition that is 
limited, the loss is treated as a sepa
rate net operating loss attributable to 
S arising in that year. The tentative 
computation does not affect the man
ner in which S's unlimited deductions 
and losses are absorbed or the man
ner in which deductions and losses 
of other members are absorbed. (If 
the amount of S's unlimited deduc
tions and losses actually absorbed is 
less than the amount absorbed in 
the tentative computation, P's stock 
basis adjustments under § 1.1502-32 
reflect only the amounts actually 
absorbed.) 

(iii) Examples. For purposes of the 
examples in this paragraph (b), unless 
otherwise stated, P owns all of the 
only class of S's stock for the entire 
year, S owns no stock of lower-tier 
members, the tax year of all persons 
is the calendar year, all persons use 
the accrual method of accounting, the 
facts set forth the only corporate 
activity, all transactions are between 
unrelated persons, and tax liabilities 
are disregarded. The principles of this 
paragraph (b )(2) are illustrated by the 
following examples. 

Example I. Limitation on losses with respect 
to stock gain. (a) P has a $500 basis in S's 
stock. For Year I, P has ordinary income of 
$30 (determined without taking P's gain or loss 
from the disposition of S's stock into account) 
and S has an $80 ordinary loss. P sells S's 
stock for $520 at the close of Year 1. 

(b) To determine the amount of the limita
tion on S's loss under paragraph (b )(2)(i) of 
this section, and the effect under § 1.1502-
32(b) of the absorption of S's loss on P's basis 
in S's stock, P's gain or loss from the disposi
tion of S's stock is not taken into account. The 
group is tentatively treated as having a consoli
dated net operating loss of $50 (P's $30 of 



income minus S's $80 loss). Thus, $50 of S's 
loss is limited under this paragraph (b). 

(c) Because $30 of S's loss is absorbed in the 
determination of consolidated taxable income 
under paragraph (b)(2)(ii) of this section, P's 
basis in S's stock is reduced under 
§ 1.l502-32(b) from $500 to $470 immediately 
before the disposition. Consequently, P recog
nizes a $50 gain from the sale of S's stock and 
the group has consolidated taxable income of 
$50 for Year 1 (P's $30 of ordinary income and 
$50 gain from the sale of S's stock, less the $30 
of 5's loss). In addition, 5's limited loss of $50 
is treated as a separate net operating loss 
attributable to 5 and, because 5 ceases to be a 
member, the loss is apportioned to 5 under 
§ 1.1502-79 and carried to its first separate 
return year. 

Example 2. Carrybacks and carryovers. (a) 
For Year 1, the P group has consolidated 
taxable income of $30, and a consolidated net 
capital loss of $100 ($50 attributable to P and 
$50 to 5). At the beginning of Year 2, P has a 
$300 basis in 5's stock. For Year 2, P has 
ordinary income of $30, and a $20 capital gain 
(determined without taking the $100 consolidat
ed net capital loss carryover or P's gain or loss 
from the disposition of 5's stock into account), 
and 5 has a $100 ordinary loss. P sells 5's 
stock for $280 at the close of Year 2. 

(b) To determine the amount of the limita
tion under paragraph (b )(2)(i) of this section on 
5's losses, and the effect of the absorption of 
5's losses on P's basis in 5's stock under 
§ 1.l502-32(b), P's gain or loss from the 
disposition of 5's stock is not taken into 
account. For Year 2. the P group is tentatively 
treated as having a $70 consolidated net operat
ing loss (S's $100 ordinary loss. less P's $30 of 
ordinary income). The P group is also treated 
as having no consolidated net capital gain in 
Year 2. because P's $20 capital gain is reduced 
by $20 of the consolidated net capital loss 
carryover from Year 1 under section 1212(a) 
(the absorption of which is attributed equally 
to P and 5). In addition, of the $70 consolidat
ed net operating loss. $30 is carried back to 
Year I and offsets P's ordinary income in that 
year, and $40 is carried forward. Consequently, 
$40 of 5's operating loss from Year 2. and $40 
of the consolidated net capital loss carryover 
from Year I attributable to 5. are limited 
under this paragraph (b). 

(c) Under paragraph (b)(2)(ii) of this section. 
the limitation under this paragraph (b) does not 
affect the absorption of any deductions and 
losses attributable to P, $60 of 5's operating 
loss from Year 2. and $10 of the consolidated 
net capital loss from Year 1 attributable to 5. 
Consequently. P's basis in 5's stock is reduced 
under § 1.l502-32(b) by $70. from $300 to 
$230, and P recognizes a $50 gain from the sale 
of 5's stock in Year 2. Thus, the P group is 
treated as having a $20 unlimited net operating 
loss that is carried back to Year 1: 

Ordinary income: 
P ............................... $ 30 
5 (excluding the $40 limited loss) .. . (60) 
5ub Total. . . . . . . . . . . . . . . . . . . . . . . $(30) 

Consolidated net capital gain: 
P ($20 + $50 from 5 stock - $50 

from Year I). . . . . . . . . . . . . . . . . . . $20 
5 (- $10 from Year 1). . . . . . .. . . ... (10) 

Sub Total. . . . . . . . . . . . . . . . . . . . . . $10 

Consolidated taxable income . . . . . . . . . $(20) 

(d) Under paragraph (b)(2)(ii) of this section. 
5's $40 ordinary loss from Year 2 that is 
limited under this paragraph (b) is treated as a 
separate net operating loss arising in Year 2. 
Similarly, $40 of the consolidated net capital 
loss from Year I attributable to 5 is treated as 
a separate net capital loss carried over from 
Year I. Because S ceases to be a member, the 
$40 net operating loss from Year 2 and the $40 
consolidated net capital loss from Year I are 
allocated to 5 under § 1.1502-79 and are 
carried to 5's first separate return year. 

Example 3. Allocation of basis adjustments. 
(a) For Year I, the P group has consolidated 
taxable income of $100. At the beginning of 
Year 2, P has a $40 basis in each of the 10 
shares of 5's stock. For Year 2. P has an $80 
ordinary loss (determined without taking into 
account P's gain or loss from the disposition of 
S's stock) and S has an $80 ordinary loss. P 
sells 2 shares of 5's stock for $85 each at the 
close of Year 2. 

(b) Under paragraph (b)(2)(i) of this section, 
the amount of the limitation on S's loss is 
determined by tentatively treating the P group 
as having a $160 consolidated net operating 
loss for Year 2. Of this amount, $100 is carried 
back under section 172 and absorbed in Year I 
($50 attributable to Sand $50 attributable to 
Pl. Consequently, $30 of 5's loss is limited 
under this paragraph (b). 

(c) Under paragraph (b)(2)(ii) of this section, 
the limitation under this paragraph (b) does not 
affect the absorption of P's $80 ordinary loss 
or $50 of 5's ordinary loss. Consequently, P's 
basis in each share of 5's stock is reduced from 
$40 to $35 under § 1.1502-32(b), and P recog
nizes a $100 gain from the sale of the 2 shares. 
Thus, the P group is treated as having a $30 
unlimited net operating loss: 

Ordinary loss: 
P .............................. . 
5 (excluding the $30 limited loss) .. . 

5ub Total ..................... . 

Consolidated net capital gain: 
P .............................. . 
5 .............................. . 

Sub Total ..................... . 

Unlimited consolidated net operating 
loss ............................ . 

$ (80) 
(50) 

$(130) 

$100 
o 

$100 

$(30) 

(d) A portion of the $130 of unlimited 
operating losses for Year 2 is fully absorbed in 
that year, and a portion is carried back to Year 
I. Thus, $61.50 of P's $80 loss ($100 multiplied 
by $80/$130) and $38.50 of S's $50 unlimited 
loss ($100 multiplied by $50/$130) are absorbed 
in Year 2. P's remaining $18.50 of loss and S's 
remaining $11.50 of loss are not subject to 
limitation and are carried back and absorbed in 
Year I. 

(e) Under paragraph (b)(2)(ii) of this section, 
S's $30 of loss limited under this paragraph (b) 
is treated as a separate net operating loss and, 
because 5 ceases to be a member, the loss is 
apportioned to 5 under § 1.1502-79 and car
ried to its first separate return year. 

(3) Loss dispositions-(i) General 
rule. The principles of paragraph 
(b )(2) of this section apply to the 
extent necessary to carry out the pur
poses of paragraph (b)(l) of this sec
tion if P recognizes a deduction or 
loss from the disposition of S's stock. 

Section 1502 
(ii) Example. The principles of this 

paragraph (b)(3) are illustrated by the 
following example. 

Example. (a) P has a $400 basis in 5's stock. 
For Year 1, P has a capital gain of $100 
(determined without taking P's gain or loss 
from the disposition of 5's stock into account) 
and 5 has both a $60 capital loss and a $200 
ordinary loss. P sells S's stock for $140 at the 
close of Year 1. 

(b) Under paragraph (b)(3) of this section, 
the amount of 5's ordinary and capital losses 
that may offset income and gain is determined 
by tentatively computing the group's consoli
dated net operating loss and consolidated net 
capital loss without taking into account P's loss 
from the disposition of 5's stock. The limita
tion is necessary to prevent P's loss from the 
disposition of 5's stock from affecting the 
absorption of 5's losses and thereby the adjust
ments to P's basis in 5's stock under 
§ 1.1502-32(b) (which would, in turn, affect 
P's loss). 

(c) Under the principles of paragraph 
(b)(2)(i) of this section, the amount of the 
limitation on 5's loss is determined by tenta
tively treating the P group as having a $40 
consolidated net capital gain and a $200 ordi
nary loss. which results in a $160 consolidated 
net operating loss for Year I, all of which is 
attributable to 5. Thus, $160 of S's ordinary 
loss is limited under this paragraph (b). 5ee 
also § 1.1502-20 for rules applicable to losses 
from the sale of stock of subsidiaries. 

(4) Multiple dispositions-(i) Stock 
of a member. To the extent income, 
gain, deduction, or loss from a prior 
disposition of S's stock is deferred 
under any rule of law, the limitation 
under paragraph (b)(2) of this section 
is determined by treating the year the 
deferred amount is taken into account 
as the year of the disposition. 

(ii) Stock of different members. If 
S is a higher-tier corporation with 
respect to another member (T), and 
all of T's items of income, gain, 
deduction, and loss (including the 
absorption of T's deduction or loss) 
would be fully reflected in P's basis 
in S's stock under § 1.1502-32, the 
limitation under paragraph (b)(2)(i) of 
this section with respect to T's deduc
tions and losses is determined without 
taking into account any income, gain, 
deduction, or loss from the disposi
tion of the stock of S or T (or of the 
stock of members owned in the chain 
connecting Sand T). However, this 
paragraph (b) does not otherwise lim
it the absorption of one member's 
deduction or loss with respect to the 
disposition of another member's 
stock. 

(iii) Examples. The principles of 
this paragraph (b)(4) are illustrated by 
the following examples. 

Example I. Chain of subsidiaries. (a) P owns 
all of 5's stock with a $500 basis, and 5 own\ 
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all of T's stock with a $500 basis. For Year I, 
P has ordinary income of $30, S has no income 
or loss, and T has an $80 ordinary loss. P sells 
S's stock for $520 at the close of Year 1. 

(b) Under paragraph (b)(4) of this section, to 
determine the amount of the limitation under 
paragraph (b) of this section on T's loss, and 
the effect of the absorption of T's loss on P's 
basis in S's stock under § 1.1502-32(b), P's 
gain or loss from the disposition of S's stock is 
not taken into account. The group is tentatively 
treated as having a consolidated net operating 
loss of $50 (P's $30 of income minus T's $80 
loss). Because only $30 of T's loss offsets 
income or gain, P's basis in S's stock is 
reduced under § 1.1502-32(b) from $500 to 
$470 immediately before the disposition of S's 
stock. Thus, P takes into account a $50 gain 
from the sale of S's stock. 

(c) The facts are the same as in paragraph (a) 
of this Example I, except that S has a $10 
excess loss account in T's stock (rather than a 
$500 basis). Under paragraph (b)(4) of this 
section, neither P's gain or loss from the 
disposition of S's stock nor S's gain or loss 
from the disposition of T's stock (under 
§ 1.1502-19) are taken into account for pur
poses of the tentative computations and the 
effect of any absorption under § 1.1502-32(b) 
on P's basis in S's stock and S's excess loss 
account in T's stock. The group is tentatively 
treated as having a consolidated net operating 
loss of $50 (P's $30 of income minus T's $80 
loss), and only $30 of T's loss may offset the 
group's income or gain. Under § 1.1502-32(b), 
the absorption of $30 of T's loss increases S's 
excess loss account in T's stock to $40 and, 
under § 1.1502-19, the excess loss account is 
taken into account. Moreover, under 
§ 1.1502-32(b), P's basis in S's stock is in
creased immediately before the sale by $10 (S's 
$40 gain under § 1.1502-19(b) minus T's $30 
loss absorbed and tiered up under 
§ 1.1502-32(b», from $500 to $510. Thus, P 
takes into account a $10 gain from the sale of 
S's stock, and S takes into account a $40 gain 
from its excess loss account in T's stock. 

Example 2. Brother-sister subsidiaries. (a) P 
owns all of the stock of SI and S2, each with a 
$50 basis. For Year I, the group has a $100 
consolidated net operating loss ($50 of which is 
attributable to S I, and $50 to S2) determined 
without taking gain or loss from the disposition 
of member stock into account. At the close of 
Year I, P sells the stock of SI and S2 for $100 
each. 

(b) Paragraph (b)(4) of this section does not 
limit the loss of S I or S2 with respect to the 
disposition of stock of the other. Consequent
ly, each subsidiary'S loss may offset P's gain 
from the disposition of the stock of the other 
subsidiary. Because this absorption results in a 
$50 reduction in P's basis in the stock of each 
subsidiary under § 1.1502-32(b), P's aggregate 
gain from the stock dispositions is increased 
from $100 to $200, $100 of which is offset by 
the losses of the subsidiaries. 

(5) Effective date. This paragraph 
(b) applies to stock dispositions oc
curring in consolidated return years 
beginning on or after January 1, 
1995. For prior years, see 
§ 1.1502-11 (b) as contained in the 26 
CFR part 1 edition revised as of April 
1, 1994. 
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Par. 7. Section 1.1502-13 is amend
ed as follows: 

1. In paragraph (c)(l)(iii), the sec
ond sentence is removed. 

2. Paragraph (c)(7) is redesignated 
as paragraph (c)(8). 

3. New paragraph (c)(7) is added. 
4. In paragraph (h), Example 

(17)(ii) is revised. 
5. The added and revised provi

sions read as follows: 

§ 1.1502-13 Intercompany 
transactions. 

* * * * 
(c) * * * 

* 
(7) Basis. The basis of property 

acquired by a purchasing member in 
a deferred intercompany transaction 
is determined as if separate returns 
were filed. For example, if S owns 
property with an adjusted basis of 
$80 and sells it to P for $100 in a 
deferred intercompany transaction, 
P's basis in the property is $100 even 
though S defers its $20 gain on the 
sale under this paragraph (c). 

* * * * * 
(h) * * * 
Example (17). * * * 
(ii) P takes the entire $44,000 gain ($104,000 

less $60,(00) on the land into account for 1966 
since the deferral and basis rules provided in 
paragraph (c) of this section were not effective 
with respect to the sale of such land. 

* * * * * 
Par. 8. Section 1.1502-14 is amend

ed as follows: 
1. Paragraph (a)(2) is revised. 
2. Paragraph (a)(4) is redesignated 

as paragraph (a)(6). 
3. New paragraph (a)(4) is added. 
4. Paragraph (a)(5) is revised. 
5. In newly designated paragraph 

(a)(6), the Example is amended by 
revising the last sentence. 

6. New paragraph (b)(4) is added. 
7. The revised and added provi

sions read as follows: 

§ 1.1502-14 Stock, bonds, and other 
obligations of members. 

(a) * * * 
(2) Nondividend distributions. No 

gain is recognized to the distributee 
on a distribution with respect to 
stock, from one member to another 
member during a consolidated return 
year, which is described in section 
301(c)(2) or (3). See §§ 1.1502-19 and 
1.1502-32 for adjustments to stock 
basis (including negative adjustments 
in excess of basis). 

* * * * * 

(4) Basis of property distributed in 
kind. The basis of property received 
in a distribution to which section 301 
applies is determined under section 
301(d)(2)(B). 

(5) Entitlement rule-(i) In general. 
This paragraph (a)(5)(i) applies for 
consolidated return years beginning 
on or after January I, 1995. For all 
Federal income tax purposes, a distri
bution to which this paragraph (a) 
applies is treated as taken into ac
count when the shareholding member 
becomes entitled to it (generally on 
the record date). 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. For this pur
pose, stock is treated as entitled to a 
distribution no later than the time the 
distribution is taken into account un
der the Code (e.g., under section 
305). Appropriate adjustments must 
be made, as of the date the distribu
tion was taken into account, if a 
distribution is not made. 

(ii) Minority shareholders. If non
members own stock of the distribut
ing corporation at the time the distri
bution is treated as occurring under 
paragraph (a)(5)(i) of this section, 
appropriate adjustments must be 
made to prevent acceleration of the 
members' portion of the distribution 
from affecting the earnings and prof
its consequences of distributions to 
nonmembers. 

(iii) Prior period distributions. For 
rules relating to distributions before 
paragraph (a)(5)(i) of this section ap
plies, see §§ 1.1502-14(a) (intercom
pany distributions generally) and 
1. 1502-32(k) (distributions declared 
before, but paid after, a stock dispo
sition) as contained in the 26 CFR 
part 1 edition revised as of April 1, 
1994. 

(6) * * * 
Example. * * * P's basis in the 

land is $6,000. 

* * * * * 
(b) * * * 
(4) Basis after liquidation or distri

bution. The basis of property ac
quired in a transaction to which this 
paragraph (b) applies is determined as 
follows: 

(i) Section 332. The basis of prop
erty acquired in a liquidation to 



which section 332 applies is deter
mined as if separate returns were 
filed. 

(ii) Other liquidations and distribu
tions. This paragraph (b)(4)(ii) deter
mines the aggregate basis of all prop
erty acquired in a distribution in 
cancellation or redemption of stock 
to which paragraph (b)(1) of this 
section applies, other than a liquida
tion to which section 332 applies. 
Once the amount of aggregate basis is 
determined, it is allocated among the 
assets received (except cash) in pro
portion to the fair market values of 
the assets on the date received. The 
aggregate amount of basis equals-

(A) The adjusted basis of the stock 
exchanged therefor (determined after 
taking into account the adjustments 
under § 1.1502-32); increased by 

(B) The amount of any liabilities of 
the distributing corporation assumed 
by the dhitributee or to which the 
property acquired is subject; reduced 
by 

(C) The amount of cash received in 
the distribution. 

* * * * * 
Par. 9. Section 1.1502-19 is revised 

to read as follows: 

§ 1.1502-19 Excess loss accounts. 

(a) In general-(l) Purpose. This 
section provides rules for a member 
(P) to include in income its excess 
loss account in the stock of another 
member (S). The purpose of the ex
cess loss account is to recapture in 
consolidated taxable income P's nega
tive adjustments with respect to S's 
stock (e.g., under § 1.1502-32 from 
S's deductions, losses, and distribu
tions), to the extent the negative ad
justments exceed P's basis in the 
stock. 

(2) Excess loss accounts-(i) In gen
eral. P's basis in S's stock is adjusted 
under the consolidated return regula
tions and other rules of law. Negative 
adjustments may exceed P's basis in 
S's stock. The resulting negative 
amount is P's excess loss account in 
S's stock. For example: 

(A) Once P's negative adjustments 
under § 1.1502-32 exceed its basis in 
S's stock, the excess is P's excess loss 
account in the S stock. If P has 
further adjustments, they first in
crease or decrease the excess loss 
account. 

(B) If P forms S by transferring 
property subject to liabilities in excess 

of basis, § 1.150Z-80(d) provides for 
the nonapplicability of section 357(c) 
and the resulting negative basis under 
section 358 is P's excess loss account 
in the S stock. 

(ii) Treatment as negative basis. P's 
excess loss account is treated for all 
Federal income tax purposes as basis 
that is a negative amount, and a 
reference to P's basis in S's stock 
includes a reference to P's excess loss 
account. 

(3) Application of other rules of 
law. The rules of this section are in 
addition to other rules of law. See, 
e.g., §§ 1.1502-32 (investment adjust
ment rules establishing and adjusting 
excess loss accounts) and 
1.1502-80( d) (nonapplicability of sec
tion 357(c». The provisions of this 
section and other rules of law must 
not be applied to recapture the same 
amount more than once. For pur
poses of this section, the definitions 
in § 1.150Z-32 apply. 

(b) Excess loss account taken into 
account as income or gain-(l) Gen
eral rule. If P is treated under this 
section as disposing of a share of S's 
stock, P takes into account its excess 
loss account in the share as income or 
gain from the disposition. Except as 
provided in paragraph (b)(4) of this 
section, the disposition is treated as a 
sale or exchange for purposes of de
termining the character of the income 
or gain. 

(2) Nonrecognition or deferral-(i) 
In general. P's income or gain under 
paragraph (b)(1) of this section is 
subject to any nonrecognition or de
ferral rules applicable to the disposi
tion. For example, if S liquidates and 
the exchange of P's stock in S is 
subject to section 332, or P transfers 
all of its assets (including S's stock) 
to S in a reorganization to which 
section 361(a) applies, P's income or 
gain from the excess loss account is 
not recognized under these rules. 

(ii) Nonrecognition or deferral in
applicable. If P's income or gain 
under paragraph (b)(1) of this section 
is from a disposition described in 
paragraph (c)(1)(ii) or (iii) of this 
section (relating to deconsolidations 
and worthlessness), the income or 
gain is taken into account notwith
standing any nonrecognition or defer
ral rules (even if the disposition is 
also described in paragraph (c)(l)(i) 
of this section). For example, if P 
transfers S's stock to a nonmember in 
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a transaction to which section 351 
applies, P's income or gain from the 
excess loss account is taken into ac
count. 

(3) Tiering up in chains. If the 
stock of more than one subsidiary is 
disposed of in the same transaction, 
the income or gain under this section 
is taken into account in the order of 
the tiers, from the lowest to the 
highest. 

(4) Insolvency-(i) In general. Gain 
under this section is treated as ordi
nary income to the extent of the 
amount by which S is insolvent 
(within the meaning of section 
108(d)(3» immediately before the dis
position. For this purpose S's liabili
ties include any amount to which 
preferred stock would be entitled if S 
were liquidated immediately before 
the disposition, and any former liabil
ities that were discharged to the extent 
the discharge was treated as tax
exempt income under § 1.150Z-3Z(b)
(3)(ii)(C) (special rule for discharges). 

(ii) Reduction for amount of distri
butions. The amount treated as ordi
nary income under this paragraph 
(b)(4) is reduced to the extent it 
exceeds the amount of P's excess loss 
account redetermined without taking 
into account S's distributions to P to 
which § 1.150Z-3Z(b )(2)(iv) applies. 

(c) Disposition of stock. For pur
poses of this section: 

(1) In general. P is treated as dis
posing of a share of S's stock: 

(i) Transfer, cancellation, etc. At 
the time-

(A) P transfers or otherwise ceases 
to own the share for Federal income 
tax purposes, even if no gain or loss 
is taken into account; or 

(B) P takes into account gain or 
loss (in whole or in part) with respect 
to the share. 

(ii) Deconsolidation. At the time
(A) P becomes a 'nonmember, or a 

nonmember determines its basis in the 
share (or any other asset) by reference 
to P's basis in the share, directly or 
indirectly, in whole or in part (e.g" 
under section 36Z); or 

(B) S becomes a nonmember, or 
P's basis in the share is reflected, 
directly or indirectly, in whole or in 
part, in the basis of any asset other 
than member stock (e.g., under sec
tion 1071). 

(iii) Worthlessness. At the time
(A) Substantially all of S's assets 

are treated as disposed of, aban-
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doned, or destroyed for Federal in
come tax purposes (e.g., under sec
tion 165(a) or § 1. 1502-80(c), or, if 
S's asset is stock of a lower-tier 
member, the stock is treated as dis
posed of under this paragraph (c)). 
An asset of S is not considered to be 
disposed of or abandoned to the ex
tent the disposition is in complete 
liquidation of S or is in exchange for 
consideration; 

(B) An indebtedness of S is dis
charged, if any part of the amount 
discharged is not included in gross 
income and is not treated as tax
exempt income under § 1.1502-32(b)
(3)(ii)(C); or 

(C) A member takes into account a 
deduction or loss for the uncollectibil
ity of an indebtedness of S, and the 
deduction or loss is not matched in 
the same tax year by S's taking into 
account a corresponding amount of 
income or gain from the indebtedness 
in determining consolidated taxable 
income. 

(2) Becoming a nonmember. A 
member is treated as becoming a 
nonmember if it has a separate return 
year (including another group's con
solidated return year). For example, S 
may become a nonmember if it issues 
additional stock to nonmembers, but 
S does not become a nonmember as a 
result of its complete liquidation. A 
disposition under paragraph (c)(l)(ii) 
of this section must be taken into 
account in the consolidated return of 
the group. For example, if a group 
ceases under § 1.1502-75(c) to file a 
consolidated return as of the close of 
its consolidated return year, the dis
position under paragraph (c)(l)(ii) of 
this section is treated as occurring 
immediately before the close of the 
year. If S becomes a nonmember 
because P sells S's stock to a non
member, P's sale is a disposition 
under both paragraphs (c)(I)(i) and 
(ii) of this section. If a group termi
nates under § 1.1502-75(d) because 
the common parent is the only re
maining member, the common parent 
is not treated as having a deconsoli
dation event under paragraph 
(c)(l)(ii) of this s~ction. 

(3) Exception for acquisition of 
group-(i) Application. This para
graph (c)(3) applies only if a consoli
dated group (the terminating group) 
ceases to exist as a result of-

(A) The acquisition by a member 
of another consolidated group of ei-
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ther the assets of the common parent 
of the terminating group in a reor
ganization described in section 
381(a)(2), or the stock of the common 
parent of the terminating group; or 

(B) The application of the princi
ples of § 1.1502-75(d)(2) or (d)(3). 

(ii) General rule. Paragraph 
(c)(l)(ii) of this section does not apply 
solely by reason of the termination of 
a group in a transaction to which this 
paragraph (c)(3) applies, if there is a 
surviving group that is, immediately 
thereafter, a consolidated group. In
stead, the surviving group is treated 
as the terminating group for purposes 
of applying this section to the termi
nating group. This treatment does not 
apply, however, to members of the 
terminating group that are not mem
bers of the surviving group immedi
ately after the terminating group ceas
es to exist (e.g., under section 
1504(a)(3) relating to reconsolidation, 
or section 1504(c) relating to includ
ible insurance companies). 

(d) Special allocation of basis ad
justments or determinations. If a 
member has an excess loss account in 
shares of a class of S's stock at the 
time of a basis adjustment or deter
mination under the Internal Revenue 
Code with respect to other shares of 
the same class of S's stock owned by 
the member, the adjustment or deter
mination is allocated first to equalize 
and eliminate that member's excess 
loss account. For example, if P owns 
50 shares of S's only class of stock 
with a $100 basis and 50 shares with 
a $100 excess loss account, and P 
contributes $200 to S without receiv
ing additional shares, the contribution 
first eliminates P's excess loss ac
count, then increases P's basis in each 
share by $1. (If P transfers the $200 
in exchange for an additional 100 
shares of S's stock in a transaction to 
which section 351 applies, P's excess 
loss account is first eliminated, and 
P's basis in the additional shares is 
$100.) See § 1.1502-32(c) for similar 
allocations of investment adjustments 
to prevent or eliminate excess loss 
accounts. 

(e) Anti-avoidance rule. If any per
son acts with a principal purpose 
contrary to the purposes of this sec
tion, to avoid the effect of the rules 
of this section or apply the rules of 
this section to avoid the effect of any 
other provision of the consolidated 
return regulations, adjustments must 

be made as necessary to carry out the 
purposes of this section. 

(f) Predecessors and successors. For 
purposes of this section, any refer
ence to a corporation (or to a share 
of the corporation's stock) includes a 
reference to a successor or predeces
sor (or to a share of stock of a 
predecessor or successor), as the con
text may require. 

(g) Examples. For purposes of the 
examples in this section, unless other
wise stated, P owns all of the only 
class of S's stock and S owns all of 
the only class of T's stock, the stock 
is owned for the entire year, Towns 
no stock of lower-tier members, the 
tax year of all persons is the calendar 
year, all persons use the accrual 
method of accounting, the facts set 
forth the only corporate activity, all 
transactions are between unrelated 
persons, and tax liabilities are disre
garded. The principles of this section 
are illustrated by the following exam
ples. 

Example 1. Taxable disposition of stock. (a) 
Facts. P has a $150 basis in S's stock, and S 
has a $100 basis in T's stock. For Year I, P 
has $500 of ordinary income, S has no income 
or loss, and T has a $200 ordinary loss. S sells 
T's stock to a nonmember for $60 at the close 
of Year I. 

(b) Analysis. Under paragraph (c) of this 
section, the sale is a disposition of T's stock at 
the close of Year I (the day of the sale). Under 
§ 1.1502-32(b), T's loss results in Shaving .a 
$100 excess loss account in T's stock immedI
ately before the sale. Under paragraph (b)(I) of 
this section, S takes into account the $100 
excess loss account as an additional $100 of 
gain from the sale. Consequently, S takes into 
account a $160 gain from the sale in determin
ing the group's consolidated taxable income. 
Under § 1.1502-32(b), T's $200 loss and S's 
$160 gain result in a net $40 decrease in P's 
basis in S's stock as of the close of Year I, 
from $150 to $110. 

(c) Intercompany sale followed by sale to 
nonmember. The facts are the same as in 
paragraph (a) of this Example 1, except that S 
sells T's stock to P for $60 at the close of Year 
1 and P sells T's stock to a nonmember at a 
g~in at the beginning of Year 5. Under para
graph (c) of this section, S's sale is treated as a 
disposition of T's stock at the close of Year I 
(the day of the sale). Under § 1.1502-13 and 
paragraph (b)(2) of this section, S's $160 gain 
from the sale is deferred and taken into ac
count in Year 5 as a result of P's sale of the T 
stock. Under § 1.1502-32(b), the absorption of 
T's $200 loss in Year 1 results in P having a 
$50 excess loss account in S' s stock at the close 
of Year I. In Year 5, S's $160 gain taken into 
account eliminates P's excess loss account in 
S's stock and increases P's basis in the stock to 
$110. 

(d) Intercompany distribution followed by 
sale to a nonmember. The facts are the same as 
in paragraph (a) of this Example 1, except that 
the value of the T stock is $60 and S declares 
and distributes a dividend of all of the T stock 



to P at the close of Year I, and P sells the T 
stock to a nonmember at a gain at the begin
ning of Year 5. Under paragraph (c) of this 
section, S's distribution is treated as a disposi
tion of T's stock at the close of Year I (the day 
of the distribution). S's $100 excess loss ac
count in T's stock is treated as additional gain 
under section 311(b) from the distribution. 
Under § 1.1502-14(a), P's basis in the T stock 
is $60. Under § 1.1502-14, § 1.I502-14T, and 
paragraph (b)(2) of this section, S's $160 gain 
from the distribution is deferred and taken into 
account in Year 5 as a result of P's sale of the 
T stock. Under § 1.1502-32(b), T's $200 loss 
and S's $60 distribution result in P having a 
$110 excess loss account in S's stock at the 
close of Year I. In Year 5, S's $160 gain taken 
into account eliminates P's excess loss account 
in S's stock and increases P's basis in the stock 
to $50. 

Example 2. Basis determinations under the 
Internal Revenue Code in intercompany reorga
nizations. (a) Facts. P owns all of the stock of 
Sand T. P has a $150 basis in S's stock and a 
$100 excess loss account in T's stock. P trans
fers T's stock to S without receiving additional 
S stock, in a transaction to which section 351 
applies. 

(b) Analysis. Under paragraph (c) of this 
section, P's transfer is treated as a disposition 
of T's stock. Under section 351 and paragraph 
(b)(2) of this section, P does not recognize gain 
from the disposition. Under section 358 and 
paragraph (a)(2)(ii) of this section, P's $100 
excess loss account in T's stock decreases P's 
$150 basis in S's stock to $50. In addition, S 
takes a $100 excess loss account in T's stock 
under section 362. (If P had received additional 
S stock, paragraph (d) of this section would 
not apply to shift basis from P's original S 
stock because the basis of the original stock is 
not adjusted or determined as a result of the 
contribution; but paragraph (d) would apply to 
shift basis if P had transferred S's stock to T 
in exchange for additional T stock, because the 
basis of the additional T stock would be 
determined when P has an excess loss account 
in its original T stock.) 

(c) Intercompany merger. The facts are the 
same as in paragraph (a) of this Example 2, 
except that T merges into S in a reorganization 
described in section 368(a)(I)(A) (and in section 
368(a)(I)(D», and P receives no additional S 
stock in the reorganization. Under section 354 
and paragraph (b)(2) of this section, P does not 
recognize gain. Under section 358 and para
graph (a)(2)(ii) of this section, P's $100 excess 
loss account in T's stock decreases P's $150 
basis in the S stock to $50. (Similarly, if S 
merges into T and P does not receive addition
al T stock, P's $150 basis in S's stock elimi
nates P's excess loss account in T's stock, and 
increases P's basis in T's stock to $50.) 

(d) Liquidation of only subsidiary. Assume 
instead that P and S are the only members of 
the P group, P has a $100 excess loss account 
in S's stock, and S liquidates in a transaction 
to which section 332 applies. Under paragraph 
(c)(2) of this section, the liquidation is not a 
deconsolidation event under paragraph (c)(I)(ii) 
of this section merely because P is the only 
remaining member. Under section 332 and 
paragraph (b)(2) of this section, P does not 
recognize gain. Under section 334(b), P suc
ceeds to S's basis in the assets it receives from 
S in the liquidation. (P would also not recog
nize gain if P transferred all of its assets 

(including S's stock) to S in a reorganization to 
which section 361(a) applied, because S would 
be a successor to P under paragraph (f) of this 
section.) 

Example 3. Section 355 distribution of stock 
with an excess loss account. (a) Facts. P has a 
$30 excess loss account in S's stock, and S has 
a $90 excess loss account in T's stock. S 
distributes the T stock to P in a transaction to 
which section 355 applies, and neither P nor S 
recognizes any gain or loss. At the time of the 
distribution, the T stock represents 33070 of the 
value of the S stock. Following the distribu
tion, P's basis in the S stock is allocated under 
§ 1.358-2 in proportion to the fair market 
values of the S stock and the T stock. 

(b) Analysis. Under paragraph (c) of this 
section, S's distribution of the T stock is 
treated as a disposition. Under section 355(c) 
and paragraph (b )(2) of this section, S does not 
recognize any gain from the distribution. Un
der section 358, S's excess loss account in the T 
stock is eliminated, and P's $30 excess loss 
account in the S stock is treated as basis 
allocated between the S stock and the T stock 
based on their relative values. Consequently, P 
has a $20 excess loss account in the S stock and 
a $10 excess loss account in the T stock. (If P 
had a $30 basis rather than a $30 excess loss 
account in the S stock, S would not recognize 
gain, its excess loss account in the T stock 
would be eliminated, and P's basis in the stock 
of Sand T would be $20 and $10, respective
ly.) 

(c) Section 355 distribution to nonmember. 
The facts are the same as in paragraph (a) of 
this Example 3, except that P also distributes 
the T stock to its shareholders in a transaction 
to which section 355 applies. Under paragraph 
(c) of this section, P's distribution is treated as 
a disposition of T's stock. Under paragraph 
(b)(2) of this section, because P's disposition is 
described in paragraph (c)(I)(ii) of this section, 
P's $10 excess loss account in the T stock must 
be taken into account at the time of the 
distribution, notwithstanding the nonrecogni
tion rules of section 355(c). 

Example 4. Deconsolidation of a member. 
(a) Facts. P has a $50 excess loss account in S's 
stock, and S has a $100 excess loss account in 
T's stock. T issues additional stock to a non
member and, as a consequence, T becomes a 
nonmember. 

(b) Analysis. Under paragraph (c)(2) of this 
section, S is treated as disposing of T's stock 
immediately before T becomes a nonmember. 
Under paragraph (b)(I) of this section, Stakes 
into account its $100 excess loss account as 
gain from the sale or exchange of T's stock. 
Under § 1.1502-32(b) of this section, S's $100 
gain eliminates P's excess loss account in S's 
stock and increases P's basis in S's stock to 
$50. 

(c) Deconsolidation of a higher-tier member. 
The facts are the same as in paragraph (a) of 
this Example 4, except that S (rather than T) 
issues the stock and, as a consequence, both S 
and T become nonmembers. Under paragraph 
(c)(2) of this section, P is treated as disposing 
of S's stock and S is treated as disposing of T's 
stock immediately before Sand T become 
nonmembers. Under § 1.1502-32(b) and para
graph (b)(3) of this section, because Sand T 
become nonmembers in the same transaction 
and T is the lower-tier member, S is first 
treated under paragraph (b)(I) of this section 
as taking into account its $100 excess loss 
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account as gain from the sale or exchange of 
T's stock. Under § 1.1502-32(b), S's $100 gain 
eliminates P's excess loss account in S's stock 
and increases P's basis in S's stock to $50 
immediately before S becomes a nonmember. 
Thus, only S's $100 gain is taken into account 
in the determination of the group's consolidat
ed taxable income. 

(d) Intercompany gain and deconsolidation. 
The facts are the same as in paragraph (c) of 
this Example 4, except that T has $30 of gain 
that is deferred under § I. 1502-13 and taken 
into account in determining consolidated tax
able income immediately before T becomes a 
nonmember. Under § 1.1502-32(b), T's $30 
gain decreases S's excess loss account in T's 
stock from $100 to $70 immediately before S is 
treated as disposing of T's stock. Under para
graph (b)(I) of this section, S is treated as 
taking into account its $70 excess loss account 
as gain from the disposition of T's stock. 
Under § 1.1502-32(b), S's $70 gain from the 
excess loss account and T's $30 deferred gain 
that is taken into account eliminate P's $50 
excess loss account in S's stock and increase 
P's basis in S's stock to $50 immediately before 
S becomes a nonmember. 

Example 5. Worthlessness. (a) Facts. P 
forms S with a $150 contribution, and S 
borrows $150. For Year I, S has a $50 ordi
nary loss that is carried over as part of the 
group's consolidated net operating loss. For 
Year 2, P has $160 of ordinary income, and S 
has a $160 ordinary loss. Under 
§ 1.1502-32(b), S's loss results in P having a 
$10 excess loss account in S's stock. During 
Year 3, the value of S's assets (without taking 
S's liabilities into account) continues to decline 
and S's stock becomes worthless within the 
meaning of section 165(g) (without taking into 
account § 1.I502-80(c». For Year 4, S has $10 
of ordinary income. 

(b) Analysis. Under paragraph (c)(1 )(iii)(A) 
of this section, P is not treated as disposing of 
S's stock in Year 3 solely because S's stock 
becomes worthless within the meaning of sec
tion 165(g) (taking S's liabilities into account). 
In addition, because S's stock is not treated as 
worthless, section 382(g)(4)(D) does not prevent 
the Year I consolidated net operating loss 
carryover from offsetting S's $10 of income in 
Year 4. 

(c) Discharge of indebtedness. The facts are 
the same as in paragraph (a) of this Example 5, 
except that, instead of S's stock becoming 
worthless within the meaning of section 165(g), 
S's creditor discharges $40 of S's indebtedness 
during Year 3, S is insolvent by more than $40 
before the discharge, the discharge is excluded 
from the P group's gross income under section 
108(a), and $40 of the $50 consolidated net 
operating loss carryover attributable to S is 
eliminated under section 108(b). Under 
§ 1.1502-32(b)(3)(ii)(C), S's $40 of discharge 
income is treated as tax-exempt income because 
there is a corresponding decrease under 
§ 1.1502-32(b)(3)(iii) for elimination of the loss 
carryover. Under paragraph (c)(I)(iii)(8) of this 
section, P is treated as disposing of S's stock if 
the amount discharged is not included in gross 
income and is not treated as tax-exempt income 
under § 1.1502-32(b)(3)(ii)(C). Because the dis
charge is treated as tax-exempt income, P is 
not treated as disposing of S's stock by reason 
of the discharge. 

Example 6. A voiding worthlessness. (a) 
Facts. P forms S with a $100 contribution and 
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S borrows $150. For Years I through 5, S has 
a $210 ordinary loss that is absorbed by the 
group. Under § 1.1502-32(b), S's 10;> results in 
P having a $110 excess loss account in S's 
stock. S defaults on the indebtedness, but the 
creditor does not discharge the debt (or initiate 
collection procedures). At the begJnIll .. g 01 
Year 6 S ceases any sub;tanllal upclallons 
with re~pect to the assets, but maintains their 
ownership with a principal purpose to avoid 
P's taking into account its excess loss account 
in S's stock. 

(b) Analysis. Under paragraph (c)(1 )(i!i)(~) 
of this section, P's excess loss account ordman
ly is taken into account at the time substantial
ly all of S's assets are treated as disposed of, 
abandoned, or destroyed for Federal income 
tax purposes. Under paragraph (e) of this 
section, however, S's assets are not taken into 
account at the beginning of Year 6 for pur
poses of applying paragraph (c)(J)(iii)(A) of 
this section. Consequently, S is treated as 
worthless at the beginning of Year 6, and P's 
$110 excess loss account is taken into account. 

(h) Effective date-(l) Application. 
This section applies with respect to 
determinations of the basis of (includ
ing an excess loss account in) the 
stock of a member in consolidated 
return years beginning on or after 
January I, 1995. If this section ap
plies, basis (and excess loss accounts) 
must be determined or redetermined 
as if this section were in effect for all 
years (including, for example, the 
consolidated return years of another 
consolidated group to the extent ad
justments during those consolidated 
return years are still reflected). Any 
such determination or redetermina
tion does not, however, affect any 
prior period. 

(2) Dispositions of stock before 
effective date-(i) In general. If P 
was treated as disposing of stock of S 
in a tax year beginning before Janu
ary 1, 1995 (including, for example, a 
deemed disposition because S was 
worthless) under the rules of this 
section then in effect, the amount of 
P's income, gain, deduction, or loss, 
and the stock basis reflected in that 
amount, are not redetermined under 
paragraph (h)(l) of this section. See 
paragraph (h)(3) of this section for 
the applicable rules. 

(ii) Intercompany amounts. For 
purposes of this paragraph (h)(2), a 
disposition does not include a trans
action to which § 1.1502-13, 
§ 1.1502-13T, § 1.1502-14, or 
§ 1.1502-14T applies. Instead, the 
transaction is deemed to occur as the 
income, gain, deduction, or loss (if 
any) is taken into account. 

(3) Prior law. For prior determina
tions, see prior regulations under sec-
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tion 1502 as in effect with respect to 
the determination. See, e.g., 
§ 1.1502-19 as contained in the 2~ 
CFR part 1 edition revised as of Apnl 
1, 1994. 

Par. 10. Section 1.1502-20 is 
amended as follows: 

1. Paragraphs (a)(l) and (a)(3)(ii) 
are revised. 

2. The last sentence of paragraph 
(a)(4) is removed. 

3. The introductory text in para
graph (a)(5) is revised. 

4. In paragraph (a)(5), paragraph 
(iii) in Example 6 is removed. 

5. The last sentence of paragraph 
(b)(4) is removed. 

6. In paragraph (b)(6), the last 
sentence of paragraph (iv) in Example 
5 is revised. 

7. Paragraphs (c)(l)(i) and (ii) are 
revised. 

8. Paragraphs (c)(2)(i)(A)(l), (B), 
and (D) are revised. 

9. The first sentence of the con
cluding text of paragraph (c)(2)(i) ap
pearing immediately after paragraph 
(c)(2)(i)(O) is revised. 

10. Paragraphs (c)(2)(ii) and (iii) 
are revised. 

II. Paragraph (c)(2)(vii) is added. 
12. Paragraph (c)(4) is amended as 

follows: 
a. The heading for Example 1 and 

paragraphs (ii) and (iii) of Example 1 
are revised. 

b. Example 2 is revised. 
c. The fifth sentence of paragraph 

(i) of Example 3 is revised. 
d. Paragraphs (ii) and (iii) of Ex

ample 3 are revised. 
e. Paragraph (ii) of Example 6 is 

revised. 
£. Example 7 is revised. 
13. Paragraph (e)(3) is amended as 

follows: 
a. Example 1 is revised. 
b. Example 2 is amended by replac

ing the reference to "§ 1.267(f)-
2T(d)(2)" in paragraph (ii) with "sec
tion 267 (f) " . 

c. Example 8 is removed. 
14. Paragraph (f) is revised. 
15. Paragraph (g)(3) is removed, 

and paragraph (g)(4) is redesignated 
as paragraph (g)(3). 

16. Newly designated paragraph 
(g)(3) is amended by revising para
graphs (i) and (iii) of Example 1, 
paragraphs (i) and (iv) of Example 2, 
and paragraph (iv) of Example 3. 

17. The added and revised provi
sions read as follows: 

§ 1.1502-20 Loss disallowance. 

(a) Loss disallowance-(l) General 
rule. No deduction is allowed for any 
loss recognized by a member with 
respect to the disposition of stock of 
a subsidiary. See also §§ 1.1502-15(b) 
(stock losses attributable to certain 
pre-1966 distributions) and 
1.1502-80(c) (deferring the treatment 
of stock of members as worthless 
under section 165(g». 

• • • • • 
(3) • • • 
(ii) Overriding events. For purposes 

of paragraph (a)(3)(i) of this section, 
the following are overriding events: 

(A) The stock ceases to be owned 
by a member of the consolidated 
group. 

(B) The stock is canceled or re
deemed (regardless of whether it is 
retired or held as treasury stock). 

(C) The stock is treated as disposed 
of under § 1.1502-19(c)(1)(ii)(B) or 
(c)(1 )(iii). 

• • • • • 
(5) Examples. For purposes of the 

examples in this section, unless other
wise stated, all corporations have 
only one class of stock outstanding, 
all groups file consolidated returns on 
a calendar-year basis, the facts set 
forth the only corporate activity, all 
transactions are between unrelated 
persons, and tax liabilities are disre
garded. The basis of each asset is the 
same for determining earnings and 
profits adjustments and taxable in
come. References to the investment 
adjustment system are references to 
the rules of §§ 1.1502-19, 1.1502-32 
and 1.1502-33. The principles of this 
paragraph (a) are illustrated by the 
following examples. 

• 
(b) • • • 
(6) • • • 

• 

• 

• 

• • • 

• • • 
Example 5. * * * . 
(iv) * • * However, the subsequent deconsoh

dation of the T stock is an overriding event 
under paragraph (a)(3)(ii) of this section, and 
paragraph (a) (I ) of this section applies to the 
loss immediately before the deconsolidation. 

• 
(c) • • • 
(1) • • • 

• • • • 

(i) Extraordinary gain dispositions. 
The amount of income or gain (or its 



equivalent), net of directly related 
expenses, that is allocated to the 
share from extraordinary gain dispo
sitions. 

(ii) Positive investment adjust
ments. The amount of the positive 
adjustment (if any) with respect to 
the share under § 1.1502-32 for each 
consolidated return year, but only to 
the extent the amount exceeds the 
amount described in paragraph 
(c)(l)(i) of this section for the year. 

* 
(2) * * * 
(i) * * * 
(A) * * * 

* * * * 

(1) A capital asset as defined in 
section 1221 (determined without the 
application of any other rules of law). 

* * * * * 
(B) A positive section 481(a) adjust

ment. 

* * * * * 
(D) Any other event (or item) iden

tified in guidance published in the 
Internal Revenue Bulletin. 

An extraordinary gain disposition is 
taken into account under paragraph 
(c)(l)(i) of this section only if it 
occurs on or after November 19, 
1990. * * * 

(ii) Positive investment adjust
ments. For purposes of paragraph 
(c)(l)(ii) of this section, a positive 
adjustment under § 1.1502-32 is the 
sum of the amounts under 
§ 1.1502-32(b)(2)(i) through (iii) for 
the consolidated return year (the ad
justment determined without taking 
distributions into account). However, 
amounts included in any loss carry
over are taken into account in the 
year they arise rather than the year 
absorbed. 

(iii) Applicable amounts. Amounts 
are described in paragraphs (c)(l)(i) 
and (ii) of this section only to the 
extent they are reflected in the basis 
of the share, directly or indirectly, 
immediately before the disposition or 
deconsolidation. For this purpose, an 
amount is reflected in the basis of a 
share if the share's basis would have 
been different without the amount. 
However, amounts included in any 
loss carryover are taken into account 
in the year they arise rather than the 
year absorbed. 

* * * * * 
(vii) Disallowance amounts applied 

only once. The amounts described in 
paragraph (c)(l) of this section are 

not applied more than once to disal
Iowa loss, reduce basis, or reattribute 
loss under this section. 

* * * * * 
(4) * * * 

Example I. Allowable loss attributable to 
lost built-in gain. * * * 

(ii) The amount of the $100 loss disallowed 
under paragraph (a)()) of this section may not 
exceed the amount determined under paragraph 
(c)(I) of this section. Under paragraphs (c)(2)(i) 
and (iii) of this section, T's $40 gain is from an 
extraordinary gain disposition and the amount 
is reflected in the basis of the T stock under 
§ 1.1502-32 immediately before the disposi
tion. Thus, the gain is described in paragraph 
(c)(I)(i) of this section. Because this amount is 
the only amount described in paragraph (c)(I) 
of this section, the amount of P's $100 loss 
that is disallowed under paragraph (a)(I) of 
this section is limited to $40. (No amount is 
described in paragraph (c)(I)(ii) of this section 
because the amount of T's positive investment 
adjustments does not exceed the amount in
cluded under paragraph (c)(I)(i) of this sec
tion.) 

(iii) The results would be the same if the 
asset, instead of being owned by T, is owned 
by a partnership in which T is a partner and T 
is allocated the $40 of gain under section 
704(b). Under paragraphs (c)(2)(i) and (iii) of 
this section, T's $40 gain is from an extraordi
nary gain disposition, and the gain is reflected 
in the basis of the T stock under § 1.1502-32 
immediately before the disposition. 

Example 2. Extraordinary gain dispositions. 
(i) Individual A forms T. P buys all the stock 
of T from A for $100 in Year I, and T 
becomes a member of the P group. T owns a 
capital asset, asset I, with a basis of $0 and a 
value of $100. T sells asset I for $100 in Year I 
and invests the proceeds in a trade or business 
asset, asset 2. For Year 2, asset 2 produces $30 
of gross operating income and $20 of cost 
recovery deductions. On December 31 of Year 
2, asset 2 has an $80 adjusted basis and T 
disposes of asset 2 for $85; however, because T 
incurs $20 of expenses directly related to the 
sale of asset 2, the disposition produces a $15 
loss that is taken into account in the determina
tion of taxable income or loss under 
§ 1.1502-32(b)(2)(i) (the loss offsets T's $10 of 
operating income for Year 2, as well as $5 of 
operating income of P in that year). Under the 
investment adjustment system, P's basis in the 
T stock increases by $95, to $195, because T 
has $110 of income and a $15 loss. P sells the 
T stock for $95 in Year 5 and recognizes a 
$100 loss. 

(ii) Under paragraphs (c)(2)(i) and (iii) of this 
section, the $100 gain from the disposition of 
asset I is from an extraordinary gain disposi
tion and is reflected in the basis of the T stock. 
Thus, the gain is described in paragraph 
(c)(I)(i) of this section. The sale of asset 2 is 
not taken into account under paragraph 
(c)(I)(i) of this section because, net of directly 
related expenses, T does not have income or 
gain from the sale. (No amount is described 
under paragraph (c)(1)(ii) of this section be
cause T's positive investment adjustments are 
taken into account under paragraph (c)(1 lei) of 
this section.) Because the $100 amount de
scribed under paragraph (c)(l)(i) of this section 
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equals P's $100 loss from the disposition of the 
T stock, all of the loss is disallowed. 

Example .3. * * * (i) * * * T invests the 
operating income in another asset that produc
es a $25 operating loss for Year 2. * * * 

(ii) Under paragraph (c)(I)(ii) of this section, 
the $100 of income from Year I is a positive 
investment adjustment. The amount is not 
reduced by the $25 operating loss for Year 2. 
Because the $100 amount described under para
graph (c)(I)(ii) of this section equals S's $100 
loss from the disposition of the T stock, all of 
the loss is disallowed. 

(iii) Under paragraph (c)(2)(iv) of this sec
tion, the results would have been the same if, 
prior to the decline in the value of the first 
asset (the value of the T stock was $200, $100 
cash and a $100 asset), S had sold the T stock 
to P for $200 at no gain or loss, and P then 
sold the T stock to an unrelated buyer for $75 
(after the $100 decline in the value of the asset 
and the $25 operating loss) and recognized a 
$100 loss. Thad $100 of income that resulted 
in a positive adjustment under the investment 
adjustment system and is reflected, within the 
meaning of paragraph (c)(2)(iii) of this section, 
in the basis of the T stock. The income and 
investment adjustments with respect to the T 
stock are not reduced or eliminated for pur
poses of paragraph (c)(I)(ii) of this section by 
reason of P's purchase of the stock, because P 
is a person related to S within the meaning of 
section 267(b). 

* * * * * 
Example 6. * • * 
(ii) Although T has a $100 gain from ex

traordinary gain dispositions, the gain is not 
reflected in P's basis in the T stock within the 
meaning of paragraph (c)(2)(iii) of this section. 
P's basis reflects the stock's value at the time 
of P's purchase, and is determined without 
regard to whether T recognized the gain before 
the purchase. Thus, no part of T's gain is 
described in paragraph (c)(l) of this section, 
and no part of the $20 loss is disallowed under 
paragraph (a) of this section. (For rules that 
apply if A and P are related persons, see 
paragraph (c)(2)(iv) of this section.) 

Example 7. Adjustments to stock basis under 
applicable rules of law. (i) Individual A forms 
T, and T's assets subsequently appreciate. T 
borrows $100 on a nonrecourse basis secured 
by the appreciated assets. P buys all of the 
stock of T from A for $150. After becoming a 
member of the P group, T has a $100 operat
ing loss that is absorbed in the determination 
of consolidated taxable income and P's basis in 
the T stock is reduced to $50 under 
§ 1.1502-32. Because T's assets have declined 
in value, T's creditors discharge $60 of T's 
indebtedness. The $60 discharge is not included 
in T's gross income under section 108(a), but 
no attributes are reduced under section 108(b). 

(ii) Under paragraph (c)(2)(i) of this section, 
the discharge of indebtedness is an extraordi
nary gain disposition. Under § 1.1502-
32(b)(3)(ii), however, the $60 discharge of in
debtedness is not treated as tax-exempt income 
that increases P's basis in the T stock. Conse
quently, under paragraph (c)(2)(iii) of this sec
tion, T's discharge of indebtedness income is 
not reflected in P's basis in the T stock. Thus, 
there is no amount under paragraph (c)(1) of 
this section. 

(iii) The facts are the same as in paragraph 
(i) of this Example, except that $60 of T's 
operating loss is not absorbed and is included 
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in a consolidated net operating loss that is 
carried over under § 1.1502-21, and the $60 is 
eliminated from the carryover under section 
108(b) as a result of T's discharge of indebted
ness. The absorption of $40 of T's loss reduces 
P's basis in the T stock from $150 to $110. The 
$60 discharge of indebtedness is treated as 
tax-exempt income that increases P's basis in 
the T stock, and the $60 attribute reduction is 
treated as a noncapital, nondeductible expense 
that reduces P's basis in the T stock. Thus, P's 
basis in T's stock remains $110 following the 
discharge and attribute reduction. Because P's 
basis is $110, rather than $50, the discharge of 
indebtedness income is reflected in P's basis for 
purposes of paragraph (c)(2)(iii) of this section. 
Thus, the amount under paragraph (c) (1 )(i) of 
this section is $60. 

* 
(e) * * * 
(3) * * * 

* * * * 

Example 1. Shifting of value. (i) P buys all 
the stock of T for $100, and T becomes a 
member of the P group. T has an asset with a 
basis of $0 and a value of $100. With the view 
described in paragraph (e)(1) of this section, P 
transfers land with a value of $100 to T in 
exchange for preferred stock with a $200 re
demption price and liquidation preference. The 
$100 redemption premium (the excess of the 
$200 redemption price over the $100 issue 
price) ultimately increases the value of the 
preferred stock from $100 to $200 (and de
creases the value of the common stock). T sells 
the built-in gain asset for $100, and P's aggre
gate basis in S's common and preferred stock 
increases to $300. In addition, as a result of a 
cumulative redetermination under § 1.1502-
32(c)(4), P's basis in the T preferred stock 
increases from $100 to $200 and P's basis in 
the common stock remains $100. P subsequent
ly sells the common stock at a loss. 

(ii) Under section 305, the redemption premi
um is treated as a distribution of property to 
which section 301 applies. Under §§ 1.1502-14 
and 1.1502-32, P's aggregate basis in the 
preferred and common stock is unaffected by 
the deemed distributions. 

(iii) P's loss on the sale of the common stock 
is disallowed under paragraph (e)(1) of this 
section. This disallowance prevents the pre
ferred stock from shifting value and stock basis 
adjustments from the common stock to avoid 
the disallowance of loss under this section. 

* * * * * 
(f) No tiering up of certain adjust

ments-(l) General rule. If the basis 
of stock of a subsidiary (S) owned by 
a another member (P) is reduced 
under this section on the deconsolida
tion of the S stock, no corresponding 
adjustment is made under § 1.1502-
32 to the basis of the stock of P if 
there is a disposition or deconsolida
tion of the P stock in the same 
transaction. If there is a disposition 
or deconsolidation in the same trans
action of less than all the stock of P, 
appropriate adjustments must be 
made under § 1.1502-32 with respect 
to P (and any higher-tier members). 
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(2) Example. The principles of this 
paragraph (f) are illustrated by the 
following example. 

Example. (i) P, the common parent of a 
group, owns all the stock of S, S owns all the 
stock of SI, and SI owns all the stock of S2. 
P's basis in the S stock is $100, S's basis in the 
SI stock is $100, and Sl's basis in the S2 stock 
is $100. In Year I, S2 buys all the stock of T 
for $100. T has an asset with a basis of $0 and 
a value of $100. In Year 2, T sells the asset for 
$100. Under the investment adjustment system, 
the basis of each subsidiary's stock increases 
from $100 to $200. In Year 6, S sells all the 
stock of Sl for $100 to A, an individual, and 
recognizes a loss of $100. SI, S2, and T are not 
members of a consolidated group immediately 
after the sale because the new SI group does 
not file a consolidated return for its first tax 
year. 

(ii) Under paragraph (a)(1) of this section, no 
deduction is allowed to S for its loss from the 
sale of the SI stock. Under § 1.I502-32(b)(3)
(iii), S's disallowed loss is treated as a noncap
ital, nondeductible expense for Year 6 that 
reduces P's basis in the S stock. (Under 
§ 1.1502-33, S's earnings and profits for Year 
6 are reduced by the amount of S's disallowed 
loss for earnings and profits purposes and, 
under § 1.I502-33(b), this reduction is reflect
ed in P's earnings and profits.) 

(iii) Under paragraphs (b)(1) and (f)(1) of 
this section, because the stock of T and S2 are 
deconsolidated as a result of S's sale of the SI 
stock, the basis of their stock must be reduced 
immediately before the sale from $200 to $100 
(the value immediately before the deconsolida
tion). Under § 1.I502-32(b)(3)(iii), the basis 
reductions are treated as noncapital, nonde
ductible expenses for Year 6. Under paragraph 
(f)(2) of this section, however, because the S2 
stock is deconsolidated in the same transaction, 
the basis reduction to the T stock does not tier 
up under § 1.1502-32(a)(3). Similarly, because 
the S I stock is disposed of in the same transac
tion, the basis reduction to the S2 stock also 
does not tier up. (Comparable treatment ap
plies for purposes of earnings and profits under 
§ 1.1502-33.) 

(g) * * * 
(3) * * * 
Example 1. * * * (i) P, the common parent 

of a group, forms S with a $100 contribution. 
For Year I, S has a $60 operating loss that is 
not absorbed and is included in the group's 
consolidated net operating loss that is carried 
over under § 1.1502-21. Under § 1.1502-
32(b)(3)(i), P's basis in the S stock is not 
reduced to reflect S's loss because the loss is 
not absorbed. Under § 1.1502-33(b), S's deficit 
in earnings and profits is reflected in P's 
earnings and profits even though the loss is not 
absorbed for tax purposes. During Year 2, S's 
remaining assets appreciate in value and P sells 
the S stock for $55. But for an election to 
reattribute losses under paragraph (g) of this 
section, P would have a $45 loss from the sale 
that would be disallowed. 

* * * * * 
(iii) Under § 1.1502-32(b)(3)(iii), the reattri

bution of $45 of loss is a noncapital, nonde
ductible expense that reduces P's basis in the S 
stock from $100 to $55 immediately before the 
disposition. Consequently, P does not recog
nize any gain or loss from the disposition. 

* * * * * 

Example 2. * * * (i) P, the common parent 
of a group, forms S with a $100 contribution. 
S then forms T with a $40 contribution and T 
borrows $60. For Year I, S has a $30 operating 
loss and T has a $55 operating loss. The losses 
are not absorbed and are included in the 
group's consolidated net operating loss that is 
carried over under § 1.1502-21. Under 
§ 1.I502-32(b)(3)(i), P's basis in the S stock, 
and S's basis in the T stock, are not reduced to 
reflect the Sand T losses because the group is 
unable to absorb the losses. (Under 
§ 1.I502-33(b), the deficits in earnings and 
profits of Sand T are tiered up for earnings 
and profits purposes even though not absorbed 
for tax purposes.) During Year 2, P sells the S 
stock for $30 ($100 invested, minus S's $30 loss 
and $40 unrealized loss from its investment in 
the T stock). But for an election to reattribute 
losses under paragraph (g) of this section, P 
would have a $70 loss from the sale, which 
would be disallowed. 

* * * * * 
(iv) Under § 1.1502-32(b)(3)(iii), the reattri

bution of loss is a noncapital, nondeductible 
expense that reduces P's basis in the S stock to 
$60 immediately before the disposition. Conse
quently, P recognizes only a $30 loss from the 
disposition of its S stock ($30 sale proceeds and 
$60 basis), and this loss is disallowed. 

Example 3. * * * 
(iv) Under § 1.1502-32(b)(3)(iii), the reattri

bution of loss is a noncapital, nondeductible 
expense that reduces P's basis in the S stock to 
$60 immediately before the disposition. Conse
quently, P recognizes no gain or loss from the 
disposition of its S stock. For P's treatment of 
the $40 reattributed loss, see § 1.1502-1(f). 

* * * * * 
Par. 11. Section 1.1502-31 is re

vised to read' as follows: 

§ 1.1502-31 Stock basis after a group 
structure change. 

(a) In general-(l) Overview. If one 
corporation (P) succeeds another cor
poration (T) under the principles of 
§ 1.1502-75(d)(2) or (3) as the com
mon parent of a consolidated group 
in a group structure change, the basis 
of members in the stock of the 
former common parent (or the stock 
of a successor) is adjusted or deter
mined under this section. See 
§ 1. 1502-33(f)(l) for the definition of 
group structure change. For example, 
if P owns all of the stock of another 
corporation (S), and T merges into S 
in a group structure change that is a 
reorganization described in section 
368(a)(2)(O) in which P becomes the 
common parent of the T group, P's 
basis in S's stock must be adjusted to 
reflect the change in S's assets and 
liabilities. The rules of this section 
coordinate with the earnings and 
profits adjustments required under 
§ 1. 1502-33(f)(l), generally conform
ing the results of transactions in 



which the T group continues under 
§ 1.1502-75 with P as the common 
parent. By preserving in P the rela
tionship between T's earnings and 
profits and asset basis, these adjust
ments limit possible distortions under 
section 1502 (e.g., in the deconsolida
tion rules for earnings and profits 
under § 1.1502-33(e), and the contin
ued filing requirements under 
§ 1. 1502-75(a». This section applies 
whether or not T continues to exist 
after the group structure change. 

(2) Application of other rules of 
law. The rules of this section are in 
addition to other rules of law. The 
provisions of this section and other 
rules of law must not have the effect 
of duplicating an amount in P's basis 
in S's stock. 

(b) General rules. Except as other
wise provided in this section-

(1) Asset acquisitions. If a corpora
tion acquires the former common 
parent's assets (and any liabilities as
sumed or to which the assets are 
subject) in a group structure change, 
the basis of members in the stock of 
the acquiring corporation is adjusted 
immediately after the group structure 
change to reflect the acquiring corpo
ration's allocable share of the former 
common parent's net asset basis as 
determined under paragraph (c) of 
this section. For example, if S ac
quires all of T's assets in a group 
structure change that is a reorganiza
tion described in section 368(a)(2)(D), 
P's basis in S's stock is adjusted to 
reflect T's net asset basis. If P owned 
some of T's stock before the group 
structure change, the results would be 
the same because P's basis in the T 
stock is not taken into account in 
determining P's basis in S's stock. If 
T's net asset basis is a negative 
amount, it reduces P's basis in S's 
stock and, if the reduction exceeds 
P's basis in S's stock, the excess is 
P's excess loss account in S's stock. 
See § 1.1502-19 for rules treating P's 
excess loss account as negative basis, 
and treating a reference to P's basis 
in S's stock as including an excess 
loss account. 

(2) Stock acquisitions. If a corpora
tion acquires stock of the former 
common parent in a group structure 
change, the basis of the members in 
the former common parent's stock 
immediately after the group structure 
change (including any stock of the 
former common parent owned before 

the group structure change) is redeter
mined in accordance with the results 
for an asset acquisition described in 
paragraph (b)(1) of this section. For 
example, if all of T's stock is contrib
uted to P in a group structure change 
to which section 351 applies, P's basis 
in T's stock is T's net asset basis, 
rather than the amount determined 
under section 362. Similarly, if S 
merges into T in a group structure 
change described in section 
368(a)(2)(E), P's basis in T's stock is 
the basis that P would have in S's 
stock under paragraph (b)(1) of this 
section if T had merged into S in a 
group structure change described in 
section 368(a)(2)(D). 

(c) Net asset basis. The former 
common parent's net asset basis is the 
basis it would have in the stock of a 
newly formed subsidiary, if-

(1) The former common parent 
transferred its assets (and any liabili
ties assumed or to which the assets 
are subject) to the subsidiary in a 
transaction to which section 351 ap
plies; 

(2) The former common parent and 
the subsidiary were members of the 
same consolidated group (see 
§ 1.1502-80( d) for the non-applica
tion of section 357(c) to the transfer); 
and 

(3) The asset basis taken into ac
count is each asset's basis immediate
ly after the group structure change 
(e.g., taking into account any income 
or gain recognized in the group struc
ture change and reflected in the as
set's basis). 

(d) Additional adjustments. In ad
dition to the adjustments in para
graph (b) of this section, the follow
ing adjustments are made: 

(1) Consideration not provided by 
P. The basis is reduced to reflect the 
fair market value of any consider
ation not provided by the member. 
For example, if S acquires T's assets 
in a group structure change described 
in section 368(a)(2)(D), and S pro
vides an appreciated asset (e.g., stock 
of P) as partial consideration in the 
transaction, P's basis in S's stock is 
reduced by the fair market value of 
the asset. 

(2) Allocable share-(i) Asset ac
quisitions. If a corporation receives 
less than all of the former common 
parent's assets and liabilities in the 
group structure change, the former 
common parent's net asset basis tak-
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en into account under paragraph 
(b)(1) of this section is adjusted ac
cordingly. 

(ii) Stock acquisitions. If a corpora
tion owns less than all of the former 
common parent's stock immediately 
after a group structure change de
scribed in paragraph (b)(2) of this 
section, the percentage of the former 
common parent's net asset basis tak
en into account equals the percentage 
(by fair market value) of the former 
common parent's stock owned imme
diately after the group structure 
change. For example, if P owns less 
than all of the former common par
ent's stock immediately after the 
group structure change, only an alloc
able part of the basis determined 
under this section is reflected in the 
shares owned by P (and the amount 
allocable to shares owned by non
members has no effect on the basis of 
their shares). 

(3) Allocation among shares of 
stock. The basis determined under 
this section is allocated among shares 
under the principles of section 358. 
For example, if P owns multiple 
classes of the former common par
ent's stock immediately after the 
group structure change, only an alloc
able part of the basis determined 
under this section is reflected in the 
basis of each share. See § 1.1502-
19(d), for special allocations with re
spect to excess loss accounts. 

(4) Higher-tier members. To the 
extent that the former common par
ent is owned by members other than 
the new common parent, the basis of 
members in the stock of all subsidiar
ies owning, directly or indirectly, in 
whole or in part, an interest in the 
former common parent's assets or 
liabilities is adjusted in accordance 
with the principles of this section. 
The adjustments are applied in the 
order of the tiers, from the lowest to 
the highest. 

(e) Waiver of loss carryovers of 
former common parent -(1) General 
rule. An irrevocable election may be 
made to treat all or any portion of a 
loss carryover attributable to the 
common parent as expiring for all 
Federal income tax purposes immedi
ately before the group structure 
change. Thus, if the loss carryover is 
treated as expiring under the election, 
it will not result in a negative adjust
ment to the basis of P's stock under 
§ 1.1502-32(b). 
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(2) Election. The election described 
in this paragraph (e) must be made in 
a separate statement entitled "ELEC
TION TO TREAT LOSS CARRY
OVER AS EXPIRING UNDER 
§ 1.1502-31(e)." The statement must 
be filed with the consolidated group's 
return for the year that includes the 
group structure change, and it must 
be signed by the former and the new 
common parent. The statement must 
identify the amount of each loss car
ryover deemed to expire (or the 
amount of each loss carryover 
deemed not to expire, with any bal
ance of any loss carryovers being 
deemed to expire). 

(f) Predecessors and successors. For 
purposes of this section, any refer
ence to a corporation includes a refer
ence to a successor or predecessor as 
the context may require. See 
§ 1.1502-32(f) for definitions of pre
decessor and successor. 

(g) Examples. For purposes of the 
examples in this section, unless other
wise stated, all corporations have 
only one class of stock outstanding, 

(the tax year of all persons is the 
calendar year, all persons use the 
accrual method of accounting, the 
facts set forth the only corporate 
activity, all transactions are between 
unrelated persons, and tax liabilities 
are disregarded. The principles of this 
section are illustrated by the follow
ing examples. 

Example 1. Forward triangular merger. (a) 
Facts. P is the common parent of one group 
and T is the common parent of another. T has 
assets with an aggregate basis of $60 and fair 
market value of $100 and no liabilities. T's 
shareholders have an aggregate basis of $50 in 
T's stock. In Year I, pursuant to a plan, P 
forms Sand T merges into S with the T 
shareholders receiving $100 of P stock in ex
change for their T stock. The transaction is a 
reorganization described in section 
368(a)(2)(D). The transaction is also a reverse 
acquisition under § 1.1502-75(d)(3) because the 
T shareholders, as a result of owning T's stock, 
own more than 50070 of the value of P's stock 
immediately after the transaction. Thus, the 
transaction is a group structure change under 
§ 1.1502-33(f)(I), and P's earnings and profits 
are adjusted to reflect T's earnings and profits 
immediately before T ceases to be the common 
parent of the T group. 

(b) Analysis. Under paragraph (b)(I) of this 
section, P's basis in S's stock is adjusted to 
reflect T's net asset basis. Under paragraph (c) 
of this section, T's net asset basis is $60, the 
basis T would have in the stock of a subsidiary 
under section 358 if T had transferred all of its 
assets and liabilities to the subsidiary in a 
transaction to which section 351 applies. Thus, 
P has a $60 basis in S's stock. 

(c) Pre-existing S. The facts are the same as 
in paragraph (a) of this Example I, except that 
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P has owned the stock of S for several years 
and P has a $50 basis in the S stock before the 
merger with T. Under paragraph (b)(l) of this 
section, P's $50 basis in S's stock is adjusted to 
reflect T's net asset basis. Thus, P's basis in 
S's stock is $110 ($50 plus $60). 

(d) Excess loss account included in former 
common parent's net asset basis. The facts are 
the same as in paragraph (a) of this Example I, 
except that T has two assets, an operating asset 
with an $80 basis and $90 fair market value, 
and stock of a subsidiary with a $20 excess loss 
account and $10 fair market value. Under 
paragraph (c) of this section, T's net asset basis 
is $60 ($80 minus $20). See sections 351 and 
358, and § 1.1502-19. Consequently, P has a 
$60 basis in S's stock. Under section 362 and 
§ 1.1502-19, S has an $80 basis in the operat
ing asset and a $20 excess loss account in the 
stock of the subsidiary. 

(e) Liabilities in excess of basis. The facts are 
the same as in paragraph (a) of this Example I, 
except that T's assets have a fair market value 
of $170 (and $60 basis) and are subject to $70 
of liabilities. Under paragraph (c) of this sec
tion, T's net asset basis is ($10) ($60 minus 
$70). See sections 351 and 358, and 
§§ 1.1502-19 and 1.1502-80(d). Thus, P has a 
$10 excess loss account in S's stock. Under 
section 362, S has a $60 basis in its assets 
(which are subject to $70 of liabilities). (Under 
paragraph (a)(2) of this section, because the 
liabilities are taken into account in determining 
net asset basis under paragraph (c) of this 
section, the liabilities are not also taken into 
account as consideration not provided by P 
under paragraph (d)(l) of this section.) 

(f) Consideration provided by S. The facts 
are the same as in paragraph (a) of this 
Example I, except that P forms S with a $100 
contribution at the beginning of Year I, and 
during Year 6, pursuant to a plan, S purchases 
$100 of P stock and T merges into S with the T 
shareholders receiving P stock in exchange for 
their T stock. Under paragraph (b)(I) of this 
section, P's $100 basis in S's stock is increased 
by $60 to reflect T's net asset basis. Under 
paragraph (d)(I) of this section, P's basis in S's 
stock is decreased by $100 (the fair market 
value of the P stock) because the P stock 
purchased by S and used in the transaction is 
consideration not provided by P. 

(g) Appreciated asset provided by S. The 
facts are the same as in paragraph (a) of this 
Example I, except that P has owned the stock 
of S for several years, and the shareholders of 
T receive $60 of P stock and an asset of S with 
a $30 adjusted basis and $40 fair market value. 
S recognizes a $10 gain from the asset under 
section 1001. Under paragraph (b)(I) of this 
section, P's basis in S's stock is increased by 
$60 to reflect T's net asset basis. Under para
graph (d)(l) of this section, P's basis in S's 
stock is decreased by $40 (the fair market value 
of the asset provided by S). In addition, P's 
basis in S's stock is increased under 
§ 1.1502-32(b) by S's $10 gain. 

(h) Depreciated asset provided by S. The 
facts are the same as in paragraph (a) of this 
Example I, except that P has owned the stock 
of S for several years, and the shareholders of 
T receive $60 of P stock and an asset of S with 
a $50 adjusted basis and $40 fair market value. 
S recognizes a $10 loss from the asset under 
section 1001. Under paragraph (b)(I) of this 
section, P's basis in S's stock is increased by 

$60 to reflect T's net asset basis. Under para
graph (d)(I) of this section, P's basis in S's 
stock is decreased by $40 (the fair market value 
of the asset provided by S). In addition, S's 
$10 loss is taken into account under 
§ I.l502-32(b) in determining P's basis adjust
ments under that section. 

Example 2. Stock acquisition. (a) Facts. P is 
the common parent of one group and T is the 
common parent of another. T has assets with 
an aggregate basis of $60 and fair market value 
of $100 and no liabilities. T's shareholders 
have an aggregate basis of $50 in T's stock. 
Pursuant to a plan, P forms Sand S acquires 
all of T's stock in exchange for P stock in a 
transaction described in section 368(a)(I)(B). 
The transaction is also a reverse acquisition 
under § 1.1502-75(d)(3). Thus, the transaction 
is a group structure change under 
§ 1.1502-33(f)(I), and the earnings and profits 
of P and S are adjusted to reflect T's earnings 
and profits immediately before T ceases to be 
the common parent of the T group. 

(b) Analysis. Under paragraph (d)(4) of this 
section, although S is not the new common 
parent of the T group, adjustments must be 
made to S's basis in T's stock in accordance 
with the principles of this section. Although S's 
basis in T'S stock would ordinarily be deter
mined under section 362 by reference to the 
basis of T's shareholders in T's stock immedi
ately before the group structure change, under 
the principles of paragraph (b )(2) of this sec
tion, S's basis in T's stock is determined by 
reference to T's net asset basis. Thus, S's basis 
in T's stock is $60. 

(c) Higher-tier adjustments. Under paragraph 
(d)(4) of this section, P's basis in S's stock is 
adjusted to $60 (to be consistent with the 
adjustment to S's basis in T's stock). 

(d) Cross ownership. The facts are the same 
as in paragraph (a) of this Example 2, except 
that S has owned 10070 of T's stock for several 
years and, pursuant to the plan, S acquires the 
remaining 90070 of T's stock in exchange for P 
stock. The results are the same as in para
graphs (b) and (c) of this Example 2, because 
S's basis in the initial 10070 of T's stock is 
redetermined under this section. 

(e) Allocable share. The facts are the same as 
in paragraph (a) of this Example 2, except that 
P owns only 90070 of S's stock immediately 
after the group structure change. S's basis in 
T's stock is the same as in paragraph (b) of 
this Example 2. Under paragraph (d)(2) of this 
section, P's basis in its S stock is adjusted to 
$54 (90070 of S's $60 adjustment). 

Example 3. Taxable stock acquisition. (a) 
Facts. P is the common parent of one group 
and T is the common parent of another. T has 
assets with an aggregate basis of $60 and fair 
market value of $100 and no liabilities. T's 
shareholders have an aggregate basis of $50 in 
T's stock. Pursuant to a plan, P acquires all of 
T's stock in exchange for $70 of P's stock and 
$30 in a transaction that is a group structure 
change under § I.l502-33(f)(I). P's acquisition 
of T's stock is a taxable transaction. (Because 
of P's use of cash, the acquisition is not a 
transaction described in section 368(a)( I )(B).) 

(b) Analysis. Under paragraph (b)(2) of this 
section, P's basis in T's stock is adjusted to 
reflect T's net asset basis. Thus, although P's 
basis in T's stock would ordinarily be a cost 
basis of $100, P's basis in T's stock under this 
section is $60. 



(h) Effective date-(l) General 
rule. This section applies to group 
~tructure changes occurring in consol
Idated return years beginning on or 
after January 1, 1995. 

~2) Prior law. For prior years, see 
pnor regulations under section 1502 
as in effect with respect to the trans
action. See, e.g., § 1.1502-31T as 
contained in the 26 CFR part 1 edi
tion revised as of April 1, 1994. 

§ 1.1S02-31T [Removed] 

graph (h)(5) of this section for basis 
reductions applicable to certain 
former subsidiaries. 

(3) Overview-(i) In general. The 
amount of the stock basis adjust
ments and their timing are determined 
under paragraph (b) of this section. 
Under paragraph (c) of this section, 
the amount of the adjustment is allo
cated among the shares of S's stock. 
Par~graphs (d) through (g) of this 
sectIOn provide definitions, an anti
avoidance rule, successor rules, and 

Par. 12. Section 1.1502-31T 
moved. 

is re- record keeping requirements. 

Par. 13. Section 1.1502-32 is 
vised to read as follows: 

~ii) Excess loss account. Negative 
re- adjustments under this section may 

§ 1.1502-32 Investment adjustments. 

(a) In general-(l) Purpose. This 
section provides rules for adjusting 
the basis of the stock of a subsidiary 
(S) owned by another member (P). 
These rules modify the determination 
of P's basis in S's stock under appli
cable rules of law by adjusting P's 
basis to reflect S's distributions and 
S's items of income, gain, deduction, 
and loss taken into account for the 
period that S is a member of the 
consolidated group. The purpose of 
the adjustments is to treat P and S as 
a single entity so that consolidated 
taxable income reflects the group's 
income. For example, if P forms S 
with a $100 contribution, and Stakes 
into account $10 of income, P's $100 
basis in S's stock under section 358 is 
increased by $10 under this section to 
prevent S's income from being taken 
into account a second time on P's 
disposition of S's stock. Comparable 
adjustments are made for tax-exempt 
income and noncapital, nondeductible 
expenses that S takes into account, to 
preserve their treatment under the 
Internal Revenue Code. 

(2) Application of other rules of 
law. The rules of this section are in 
addition to other rules of law. See, 
e.g., section 358 (basis determinations 
for distributees), section 1016 (adjust
ments to basis), § 1.1502-11 (b) (limi
tations on the use of losses), 
§ 1.1502-19 (treatment of excess loss 
accounts), § 1.1502-20 (additional 
rules relating to stock loss), and 
§ 1.1502-31 (basis after a group 
structure change). P's basis in S's 
stock must not be adjusted under this 
section and other rules of law in a 
manner that has the effect of dupli
cating an adjustment. See also para-

exceed P's basis in S's stock. The re
sulting negative amount is P's excess 
loss account in S's stock. See 
§ 1.1502-19 for rules treating excess 
loss accounts as negative basis, and 
treating references to stock basis as 
including references to excess loss ac
counts. 

(iii) Tiering up of adjustments. The 
adjustments to S's stock under this 
section are taken into account in 
determining adjustments to higher-tier 
stock. The adjustments are applied in 
the order of the tiers, from the lowest 
to the highest. For example, if P is 
also a subsidiary, P's adjustment to 
S's stock is taken into account in 
determining the adjustments to stock 
of P owned by other members. 

(b) Stock basis adjustments-(l) 
Timing of adjustments-(i) In gener
al. Adjustments under this section are 
made as of the close of each consoli
dated return year, and as of any 
other time (an interim adjustment) if 
a determination at that time is neces
sary to determine a tax liability of 
any person. For example, adjustments 
are made as of P's sale of S's stock 
in order to measure P's gain or loss 
from the sale, and if P's interest in 
S's stock is not uniform throughout 
the year (e.g., because P disposes of a 
portion of its S stock, or S issues 
additional shares to another person), 
the adjustments under this section are 
made by taking into account the vary
ing interests. An interim adjustment 
may be necessary even if tax liability 
is not affected until a later time. For 
example, if P sells only 50070 of S's 
stock and S becomes a nonmember, 
adjustments must be made for the 
retained stock as of the disposition 
(whether or not P has an excess loss 
account in that stock). Similarly, if S 
liquidates during a consolidated re-
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turn year, adjustments must be made 
as of the liquidation (even if the 
liquidation is tax free under section 
332). 

(ii) Allocation of items. If 
§ 1.1502-76(b) applies to S for pur
poses of an adjustment before the 
close of the group's consolidated re
turn year, the amount of the adjust
ment is determined under that sec
tion. If § 1.1502-76(b) does not 
apply to the interim adjustment, the 
adjustment is determined under the 
principles of § 1. 1502-76(b ), consis
tently applied, and ratable allocation 
under the principles of § 1.1502-
76(b)(2)(ii) or (iii) may be used with
out filing an election under § 1.1502-
76(b )(2). The principles would apply, 
for example, if P becomes a non
member but S remains a member. 

(2) Amount of adjustments. P's 
basis in S's stock is increased by 
positive adjustments and decreased by 
negative adjustments under this para
graph (b)(2). The amount of the ad
justment, determined as of the time 
of the adjustment, is the net amount 
of S's-

(i) Taxable income or loss; 
(ii) Tax-exempt income; 
(iii) Noncapital, nondeductible ex

penses; and 
(iv) Distributions with respect to 

S's stock. 
(3) Operating rules. For purposes 

of determining P's adjustments to the 
basis of S's stock under paragraph 
(b)(2) of this section-

(i) Taxable income or loss. S's 
taxable income or loss is consolidated 
taxable income (or loss) determined 
by including only S's items of in
come, gain, deduction, and loss taken 
into account in determining consoli
dated taxable income (or loss), treat
ing S's deductions and losses as taken 
into account to the extent they are 
absorbed by S or any other member. 
For this purpose: 

(A) To the extent that S's deduc
tion or loss is absorbed in the year it 
arises or is carried forward and ab
sorbed in a subsequent year (e.g., 
under section 172, 465, or 1212), the 
deduction or loss is taken into ac
count under paragraph (b)(2) of this 
section in the year in which it is 
absorbed. 

(B) To the extent that S's deduction 
or loss is carried back and absorbed 
in a prior year (whether consolidated 
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or separate), the deduction or loss is 
taken into account under paragraph 
(b )(2) of this section in the year in 
which it arises and not in the year in 
which it is absorbed. 

(ii) Tax-exempt income-(A) In 
general. S's tax-exempt income is its 
income and gain which is taken into 
account but permanently excluded 
from its gross income under applica
ble law, and which increases, directly 
or indirectly, the basis of its assets (or 
an equivalent amount). For example, 
S's dividend income to which 
§ 1.1502-14(a) applies, and its inter
est excluded from gross income under 
section 103, are treated as tax-exempt 
income. However, S's income not rec
ognized under section 1031 is not 
treated as tax-exempt income because 
the corresponding basis adjustments 
under section 1031(d) prevent S's 
nonrecognition from being perma
nent. Similarly, S's tax-exempt in
come does not include gain not recog
nized under section 332 from the 
liquidation of a lower-tier subsidiary, 
or not recognized under section 118 
or section 351 from a transfer of 
assets to S. 

(B) Equivalent deductions. To the 
extent that S's taxable income or gain 
is permanently offset by a deduction 
or loss that does not reduce, directly 
or indirectly, the basis of S' s assets 
(or an equivalent amount), the in
come or gain is treated as tax-exempt 
income and is taken into account un
der paragraph (b )(3)(ii)(A) of this sec
tion. In addition, the income and the 
offsetting item are taken into account 
under paragraph (b)(3){i) of this sec
tion. For example, if S receives a 
$100 dividend with respect to which a 
$70 dividends received deduction is 
allowed under section 243, $70 of the 
dividend is treated as tax-exempt in
come. Accordingly, P's basis in S's 
stock increases by $100 because the 
$100 dividend and $70 deduction are 
taken into account under paragraph 
(b)(3)(i) of this section (resulting in 
$30 of the increase), and $70 of the 
dividend is also taken into account 
under paragraph (b )(3)(ii)(A) of this 
section as tax-exempt income (result
ing in $70 of the increase). (See 
paragraph (b )(3)(iii) of this section if 
there is a corresponding negative ad
justment under section 1059.) Similar
Iy, income from mineral properties is 
treated as tax-exempt income to the 
extent it is offset by deductions for 
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depletion in excess of the basis of the 
property. 

(C) Discharge of indebtedness in
come-(l) In general. Discharge of 
indebtedness income of S that is ex
cluded from gross income under sec
tion 108 is treated as tax-exempt in
come only to the extent the discharge 
is applied to reduce tax attributes 
(e.g., under section 108 or 1017). 
Discharge of S's indebtedness is treat
ed as applied to reduce tax attributes 
only to the extent the attribute reduc
tion is taken into account as a reduc
tion under paragraph (b )(3)(iii) of this 
section. 

(2) Expired loss carryovers. If the 
amount of the discharge exceeds the 
amount of the attribute reduction, the 
excess is nevertheless treated as ap
plied to reduce tax attributes to the 
extent a loss carryover expired with
out tax benefit, the expiration was 
taken into account as a noncapital, 
nondeductible expense under para
graph (b )(3)(iii) of this section, and 
the loss carryover would have been 
reduced had it not expired. 

(D) Basis shifts. An increase in the 
basis of S's assets (or an equivalent as 
described in paragraph (b)(3)(iv)(B) of 
this section) is treated as tax-exempt 
income to the extent that the increase 
is not otherwise taken into account in 
determining stock basis, it corre
sponds to a negative adjustment that 
is taken into account by the group 
under this paragraph (b) (or incurred 
by the common parent), and it has 
the effect (viewing the group in the 
aggregate) of a permanent recovery of 
the reduction. For example, S's basis 
increase under section 50(c)(2) is 
treated as tax-exempt income to the 
extent the preceding basis reduction 
under section 50( c)( I) is reflected in 
the basis of a member's stock. On the 
other hand, if S increases the basis of 
an asset as the result of an accounting 
method change, and the related posi
tive section 481 (a) adjustment is taken 
into account over time, the basis 
!ncrease is not treated as tax-exempt 
Income. 

(iii) Noncapital, nondeductible ex
penses-(A) In general. S's nonca
pital, nondeductible expenses are its 
deductions and losses that are taken 
into account but permanently disal
lowed or eliminated under appli
cable law in determining its taxable 
income or loss, and that decrease 
directly or indirectly, the basis of 

its assets (or an equivalent amount). 
For example, S's Federal taxes de
scribed in section 275 and loss not 
recognized under section 311 (a) are 
noncapital, nondeductible expenses. 
Similarly, if a loss carryover (e.g., 
under section 172 or 1212) attribut
able to S expires or is reduced under 
section 108(b), it becomes a nonca
pital, nondeductible expense at the 
close of the last tax year to which it 
may be carried. However, if S sells 
and repurchases a security subject to 
section 1091, the disallowed loss is 
not a noncapital, nondeductible ex
pense because the corresponding basis 
adjustments under section 1091 (d) 
prevent the disallowance from being 
permanent. 

(B) Nondeductible basis recovery. 
Any other decrease in the basis of S's 
assets (or an equivalent as described 
in paragraph (b )(3)(iv)(B) of this sec
tion) may be a noncapital, nonde
ductible expense to the extent that the 
decrease is not otherwise taken into 
account in determining stock basis 
and is permanently eliminated for 
purposes of determining S's taxable 
income or loss. Whether a decrease is 
so treated is determined by taking 
into account both the purposes of the 
Code or regulatory provision resulting 
in the decrease and the purposes of 
this section. For example, S's noncap
ital, nondeductible expenses include 
any basis reduction under section 
50(c)(l), section 1017, section 1059, 
§ 1.1502-20(b), or § 1. 1502-20(g). 
Also included as a noncapital, nonde
ductible expense is the amount of any 
gross-up for taxes paid by another 
taxpayer that S is treated as having 
paid (e.g., income included under sec
tion 78, or the portion of an undistri
buted capital gain dividend that is 
treated as tax deemed to have been 
paid by a shareholder under section 
852(b)(3)(D)(ii), whether or not any 
corresponding amount is claimed as a 
tax credit). In contrast, a decrease 
generally is not a noncapital, nonde
ductible expense if it results because S 
redeems stock in a transaction to 
which section 302(a) applies, S re
ceives assets in a liquidation to which 
section 332 applies and its basis in the 
assets is less than its basis in the stock 
canceled, or S distributes the stock of 
a subsidiary in a distribution to which 
section 355 applies. 

(iv) Special rules for tax-exempt 
income and noncapital, nondeductible 



expenses. For purposes of paragraphs 
(b)(3)(ii) and (iii) of this section: 

(A) Treatment as permanent. An 
amount is permanently excluded from 
gross income, or permanently disal
lowed or eliminated, if it is so treated 
by S even though another person may 
take a corresponding amount into 
account. For example, if S sells prop
erty to a nonmember at a loss that is 
disallowed under section 267(a), S's 
loss is a noncapital, nondeductible ex
pense even though under section 
267(d) the nonmember may treat a 
corresponding amount of gain as not 
recognized. (If the nonmember is a 
subsidiary in another consolidated 
group, its gain not recognized under 
section 267(d) is tax-exempt income 
under paragraph (b )(3)(ii)(A) of this 
section.) 

(B) Amounts equivalent to basis 
and adjustments to basis. Amounts 
equivalent to basis include the 
amount of money, the amount of a 
loss carryover, and the amount of an 
adjustment to gain or loss under 
section 475(a) for securities described 
in section 475(a)(2). An equivalent 
to a basis increase includes a decrease 
in an excess loss account, and an 
equivalent to a basis decrease includes 
the denial of basis for taxable in
come. 

(C) Timing. An amount is taken 
into account in the year in which it 
would be taken into account under 
paragraph (b )(3)(i) of this section if it 
were subject to Federal income taxa
tion. 

(D) Tax sharing agreements. Taxes 
are taken into account by applying 
the principles of section 1552 and the 
percentage method under § 1.1502-
33(d)(3) (and by assuming a 100070 
allocation of any decreased tax liabili
ty). The treatment of amounts allo
cated under this paragraph (b )(3)(iv)
(D) is analogous to the treatment of 
allocations under § 1.1552-1 (b )(2). 
For example, if one member owes a 
payment to a second member, the 
first member is treated as indebted to 
the second member. The right to 
receive payment is treated as a posi
tive adjustment under paragraph 
(b)(3)(ii) of this section, and the obli
gation to make payment is treated as 
a negative adjustment under para
graph (b)(3)(iii) of this section. If the 
obligation is not paid, the amount 
not paid generally is treated as a 
distribution, contribution, or both, 

depending on the relationship be
tween the members. 

(v) Distributions. Distributions tak
en into account under paragraph 
(b )(2) of this section are distributions 
with respect to S's stock to which 
section 301 applies and all other dis
tributions treated as dividends (e.g., 
under section 356(a)(2». See 
§ 1.1502-14(a)(5) for taking into ac
count distributions to which section 
301 applies (but not other distribu
tions treated as dividends) under the 
entitlement rule. 

(4) Waiver of loss carryovers from 
separate return limitation years-(i) 
General rule. If S has a loss carryover 
from a separate return limitation year 
when it becomes a member of a 
consolidated group, the group may 
make an irrevocable election to treat 
all or any portion of the loss carry
over as expiring for all Federal in
come tax purposes immediately be
fore S becomes a member of the 
consolidated group (deemed expira
tion). If S was a member of another 
group immediately before it became a 
member of the consolidated group, 
the expiration is also treated as occur
ring immediately after it ceases to be 
a member of the prior group. 

(ii) Stock basis adjustments from a 
waiver-(A) Qualifying transactions. 
If S becomes a member of the consol
idated group in a qualifying cost basis 
transaction and an election under this 
paragraph (b)(4) is made, the nonca
pital, nondeductible expense resulting 
from the deemed expiration does not 
result in a corresponding stock basis 
adjustment for any member under 
this section. A qualifying cost basis 
transaction is the purchase (i.e., a 
transaction in which basis is deter
mined under section 1012) by mem
bers of the acquiring consolidated 
group (while they are members) in a 
12-month period of an amount of S's 
stock satisfying the requirements of 
section 1504(a)(2). 

(B) Nonqualifying transactions. If 
S becomes a member of the consoli
dated group other than in a qualify
ing cost basis transaction and an 
election under this paragraph (b)(4) is 
made, the basis of its stock that is 
owned by members immediately after 
it becomes a member is subject to 
reduction under the principles of this 
section to reflect the deemed expira
tion. The reduction occurs immediate
ly before S becomes a member, but 
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after it ceases to be a member of any 
prior group, and it therefore does not 
result in a corresponding stock basis 
adjustment for any higher-tier mem
ber of the transferring or acquiring 
consolidated group. Any basis reduc
tion under this paragraph (b)(4)(ii)(B) 
is taken into account in making deter
minations of basis under the Code 
with respect to S's stock (e.g., a 
determination under section 362 be
cause the stock is acquired in a trans
action described in section 368(a)(1)
(B», but it does not result in 
corresponding stock basis adjustments 
under this section for any higher-tier 
member. If the basis reduction ex
ceeds the basis of S's stock, the 
excess is treated as an excess loss 
account to which the members own
ing S's stock succeed. 

(C) Higher-tier corporations. If S 
becomes a member of the consolidat
ed group as a result, in whole or in 
part, of a higher-tier corporation be
coming a member (whether or not in 
a qualifying cost basis transaction), 
additional adjustments are required. 
The highest-tier corporation (T) 
whose becoming a member resulted in 
S becoming a member, and T's chain 
of lower-tier corporations that in
cludes S, are subject to the adjust
ment. The deemed expiration of S's 
loss carryover that results in a nega
tive adjustment for the first higher
tier corporation is treated as an expir
ing loss carryover of that higher-tier 
corporation for purposes of applying 
paragraph (b)( 4 )(ii)(B) of this section 
to that corporation. For example, if 
P purchases all of the stock of T, T 
owns all of the stock of Tl, Tl owns 
all of the stock of S, S becomes a 
member as a result of T becoming a 
member, and the election under this 
paragraph (b)(4) is made, the basis of 
the S stock is reduced and the reduc
tion tiers up to T 1, T 1 treats the 
negative adjustment to its basis in S's 
stock as an expiring loss carryover of 
Tl, and T then adjusts its basis in 
Tl 's stock. In addition, if T becomes 
a member of the acquiring group in a 
transaction other than a qualifying 
cost basis transaction, the amount 
that tiers up to T also reduces the 
basis of its stock under paragraph 
(b)(4)(ii)(B) of this section (but the 
amount does not tier up to higher-tier 
members). 

(iii) Net asset basis limitation. Basis 
reduced under this paragraph (b)(4) is 
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restored before S becomes a member 
(and before the basis of S's stock is 
taken into account in determining 
basis under the Code) to the extent 
necessary to conform a share's basis 
to its allocable portion of net asset 
basis. In the case of higher-tier corpo
rations under paragraph (b)(4)(ii)(C) 
of this section, the restoration does 
not tier up but is instead applied 
separately to each higher-tier corpora
tion. For purposes of determining 
each corporation's net asset basis (in
cluding the basis of stock in lower
tier corporations), the restoration is 
applied in the order of tiers, from the 
lowest to the highest. For purposes of 
the restoration: 

(A) A member's net asset basis is 
the positive or negative difference 
between the adjusted basis of its as
sets (and the amount of any of its 
loss carryovers that are not deemed to 
expire) and its liabilities. Appropriate 
adjustments must be made, for exam
ple, to disregard liabilities that subse
quently will give rise to deductions 
(e.g., liabilities to which section 
461(h) applies). 

(B) Within a class of stock, each 
share has the same allocable portion 
of net asset basis. If there is more 
than one class of common stock, the 
net asset basis is allocated to each 
class by taking into account the terms 
of each class and all other facts and 
circumstances relating to the overall 
economic arrangement. 

(iv) Election. The election de
scribed in this paragraph (b)(4) must 
be made in a separate statement enti
tled "ELECTION TO TREAT LOSS 
CARRYOVER AS EXPIRING UN
DER § 1.1502-32(b)(4)." The state
ment must be filed with the consoli
dated group's return for the year S 
becomes a member, and it must be 
signed by the common parent and S. 
A separate statement must be made 
for each member whose loss carry
over is deemed to expire. The state
ment must identify the amount of 
each loss carryover deemed to expire 
(or the amount of each loss carryover 
deemed not to expire, with any bal
ance of any loss carryovers being 
deemed to expire), the basis of any 
stock reduced as a result of the 
deemed expiration, and the computa
tion of the basis reduction. 

(5) Examples-(i) In general. For 
purposes of the examples in this sec
tion, unless otherwise stated, P owns 
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all of the only class of S's stock, the 
stock is owned for the entire year, S 
owns no stock of lower-tier members, 
the tax year of all persons is the 
calendar year, all persons use the 
accrual method of accounting, the 
facts set forth the only corporate 
activity, preferred stock is described 
in section 1504(a)(4), all transactions 
are between unrelated persons, and 
tax liabilities are disregarded. 

(ii) Stock basis adjustments. The 
principles of this paragraph (b) are 
illustrated by the following examples. 

Example 1. Taxable income. (a) Current 
taxable income. For Year I, the P group has 
$100 of taxable income when determined by 
including only S's items of income, gain, de
duction, and loss taken into account. Under 
paragraph (b)(l) of this section, P's basis in S's 
stock is adjusted under this section as of the 
close of Year I. Under paragraph (b)(2) of this 
section, P's basis in S's stock is increased by 
the amount of the P group's taxable income 
determined by including only S's items taken 
into account. Thus, P's basis in S's stock is 
increased by $100 as of the close of Year I. 

(b) Intercompany gain that is not taken into 
account. The facts are the same as in para
graph (a) of this Example 1, except that S also 
sells property to another member at a $25 gain 
in Year I, the gain is deferred under 
§ 1.1502-13 and taken into account in Year 3, 
and P sells 10"70 of S's stock to nonmembers in 
Year 2. Under paragraph (b)(3)(i) of this sec
tion, S's deferred gain is not additional taxable 
income for Year I or 2 because it is not taken 
into account in determining the P group's 
consolidated taxable income for either of those 
years. The deferred gain is not tax-exempt 
income under paragraph (b)(3)(ii) of this sec
tion because it is not permanently excluded 
from S's gross income. The deferred gain does 
not result in a basis adjustment until Year 3, 
when it is taken into account in determining 
the P group's consolidated taxable income. 
Consequently, P's basis in the S shares sold is 
not increased to reflect S's gain from the 
intercompany sale of the property. In Year 3, 
the deferred gain is taken into account, but the 
amount allocable to the shares sold by P does 
not increase their basis because these shares are 
held by nonmembers. 

(c) Intercompany gain taken into account. 
The facts are the same as in paragraph (b) of 
this Example 1, except that P sells all of S's 
stock in Year 2 (rather than only 10"70). Under 
§ 1.1502-13, S takes the $25 gain into account 
immediately before S becomes a nonmember. 
Thus, P's basis in S's stock is increased to 
reflect S's gain from the intercompany sale of 
the property. 

Example 2. Tax loss. (a) Current absorption. 
For Year 2, the P group has a $50 consolidated 
net operating loss when determined by taking 
into account only S's items of income, gain, 
deduction, and loss. S's loss is absorbed by the 
P group in Year 2, offsetting P's income for 
that year. Under paragraph (b)(3)(i)(A) of this 
section, because S's loss is absorbed in the year 
it arises, P has a $50 negative adjustment with 
respect to S's stock. Under paragraph (b)(2) of 
this section, P reduces its basis in S's stock by 
$50. Under paragraph (a)(3)(ii) of this section, 

if the decrease exceeds P's basis in S's stock, 
the excess is P's excess loss account in S's 
stock. 

(b) Interim determination from stock sale. 
The facts are the same as in paragraph (a) of 
this Example 2, except that S's Year 2 loss 
arises in the first half of the calendar year, P 
sells 50"70 of S's stock on July I of Year 2, and 
P's income for Year 2 does not arise until after 
the sale of S's stock. P's income for Year 2 
(exclusive of the sale of S's stock) is offset by 
S's loss, even though the income arises after 
the stock sale, and no loss remains to be 
apportioned to S. See §§ 1.1502-11 and 
1.1502-79. Under paragraph (b)(3)(i)(A) of this 
section, because S's $50 loss is absorbed in the 
year it arises, it reduces P's basis in the S 
shares sold by $25 immediately before the stock 
sale. Because S becomes a nonmember, the loss 
also reduces P's basis in the retained S shares 
by $25 immediately before S becomes a non
member. See also § 1.1502-20(b) (possible 
stock basis reduction on the deconsolidation of 
S). 

(c) Loss carryback. The facts are the same as 
in paragraph (a) of this Example 2, except that 
P has no income or loss for Year 2, S's $50 
loss is carried back and absorbed by the P 
group in Year I (offsetting the income of P or 
S), and the P group receives a $17 tax refund 
in Year 2 that is paid to S. Under paragraph 
(b)(3)(i)(B) of this section, because the $50 loss 
is carried back and absorbed in Year I, it is 
treated as a tax loss for Year 2 (the year in 
which it arises). Under paragraph (b)(3)(ii) of 
this section, the refund is treated as tax-exempt 
income of S. Under paragraph (b)(3)(iv)(C) of 
this section, the tax-exempt income is taken 
into account in Year 2 because that is the year 
it would be taken into account under S's 
method of accounting if it were subject to 
Federal income taxation. Thus, under para
graph (b)(2) of this section, P reduces its basis 
in S's stock by $33 as of the close of Year 2 
(the $50 tax loss, less the $17 tax refund). 

(d) Loss carryforward. The facts are the 
same as in paragraph (a) of this Example 2, 
except that P has no income or loss for Year 2, 
and S's loss is carried forward and absorbed by 
the P group in Year 3 (offsetting the income of 
P or S). Under paragraph (b)(3)(i)(A) of this 
section, the loss is not treated as a tax loss 
under paragraph (b )(2) of this section until 
Year 3. 

Example 3. Tax-exempt income and nonca
pital, nondeductible expenses. (a) Facts. For 
Year I, the P group has $500 of consolidated 
taxable income. However, the P group has a 
$100 consolidated net operating loss when de
termined by including only S's items of in
come, gain, deduction, and loss taken into 
account. Also for Year I, S has $80 of interest 
income that is permanently excluded from 
gross income under section 103, and S incurs 
$60 of related expense for which a deduction is 
permanently disallowed under section 265. 

(b) Analysis. Under paragraph (b)(3)(i)(A) of 
this section, S has a $100 tax loss for Year I. 
Under paragraph (b)(3)(ii)(A) of this section, S 
has $80 of tax-exempt income. Under para
graph (b )(3)(iii)(A) of this section, S has $60 of 
noncapital, nondeductible expense. Under para
graph (b)(3)(iv)(C) of this section, the tax
exempt income and noncapital, nondeductible 
expense are taken into account in Year I 
because that is the year they would be taken 
into account under S's method of accounting if 



they were subject to Federal income taxation. 
Thus, under paragraph (b) of this section, P 
reduces its basis in S's stock as of the close of 
Year 1 by an $80 net amount (the $100 tax 
loss, less $80 of tax-exempt income, plus $60 of 
noncapital, nondeductible expenses). 

Example 4. Discharge of indebtedness. (a) 
Facts. P forms S on January 1 of Year 1 and S 
borrows $200. During Year I, S's assets decline 
in value and the P group has a $100 consolidat
ed net operating loss when determined by 
including only S's items of income, gain, de
duction, and loss taken into account. None of 
the loss is absorbed by the group in Year I, 
and S is discharged from $100 of indebtedness 
at the close of Year 1. Under section 108(a) , 
S's $100 of discharge of indebtedness income is 
excluded from gross income because of insol
vency. Under section 108(b), S's $100 net 
operating loss is reduced to zero at the close of 
Year 1. 

(b) Analysis. Under paragraph (b)(3)(iii)(B) 
of this section, the reduction of the net operat
ing loss is treated as a noncapital, nondeduct
ible expense in Year 1 because the net operat
ing loss is permanently disallowed by section 
108(b). Under paragraph (b)(3)(ii)(C) of this 
section, all $100 of S's discharge of indebted
ness income is treated as tax-exempt income in 
Year 1 because the discharge results in a $100 
reduction to S's net operating loss. Conse
quently, the loss and the cancellation of the 
indebtedness result in no net adjustment to P's 
basis in S's stock under paragraph (b) of this 
section. (If the basis of assets were reduced 
under section 10 17 , rather than S' sloss, the 
reduction would not occur until the beginning 
of Year 2 and the discharge would not be 
treated as tax-exempt income until that time.) 

(c) Insufficient attributes. The facts are the 
same as in paragraph (a) of this Example 4, 
except that $70 of S's net operating loss is 
absorbed in Year I, offsetting P's income for 
that year, and the indebtedness is discharged at 
the beginning of Year 2. Under paragraph (b) 
of this section, the $70 of S's loss absorbed in 
Year 1 reduces P's basis in S's stock by $70 as 
of the close of Year 1. Under section 108(a) , 
S's discharge of indebtedness income in Year 2 
is excluded from the P group's gross income 
because of insolvency. Under section 108(b), 
the remaining $30 of S's net operating loss 
carryover from Year 1 is reduced to zero at the 
close of Year 2. No other attributes are re
duced. Under paragraph (b)(3)(iii)(B) of this 
section, the elimination of the remaining $30 
net operating loss by section 108(b) is treated 
as a noncapital, nondeductible expense. Under 
paragraph (b)(3)(ii)(C) of this section, only $30 
of the discharge is treated as tax-exempt in
come because only that amount is applied to 
reduce tax attributes. See also § 1.1502-
19(c)(l)(iii) (taking into account any excess loss 
account of P in S's stock). The remaining $70 
of discharge income excluded under section 
108(a) has no effect on P's basis in S's stock. 

(d) Purchase price adjustment. Assume in
stead that S buys land in Year I in exchange 
for S's $100 purchase money note (bearing 
interest at a market rate of interest in excess of 
the applicable Federal rate, and providing for a 
principal payment at the end of Year 10), and 
the seller agrees with S in Year 4 to discharge 
$60 of the note as a purchase price adjustment 
to which section 108(e)(5) applies. S has no 
discharge of indebtedness income that is treated 
as tax-exempt income under paragraph (b)(3)(ii) 

of this section. In addition, the $60 purchase 
price adjustment is not a noncapital, nonde
ductible expense under paragraph (b)(3)(iii) of 
this section. A purchase price adjustment is not 
equivalent to a discharge of indebtedness that 
is offset by a deduction or loss. Consequently, 
the purchase price adjustment results in no net 
adjustment to P's basis in S's stock under 
paragraph (b) of this section. 

Example 5. Distributions. (a) Amounts de
clared and distributed. For Year I, the P group 
has $120 of consolidated taxable income when 
determined by including only S's items of 
income, gain, deduction, and loss taken into 
account. S declares and makes a $10 dividend 
distribution to P at the close of Year 1. Under 
paragraph (b) of this section, P increases its 
basis in S's stock as of the close of Year I by a 
$110 net amount ($120 of taxable income, less 
a $10 distribution). 

(b) Distributions in later years. The facts are 
the same as in paragraph (a) of this Example 5, 
except that S does not declare and distribute 
the $10 until Year 2. Under paragraph (b) of 
this section, P increases its basis in S's stock by 
$120 as of the close of Year I, and decreases 
its basis by $10 as of the close of Year 2. (If P 
were also a subsidiary, the basis of its stock 
would also be increased in Year 1 to reflect P's 
$120 adjustment to basis of S's stock; the basis 
of P's stock would not be changed as a result 
of S's distribution in Year 2, because P's $10 
of tax-exempt dividend income under para
graph (b)O)(ii) of this section would be offset 
by the $10 negative adjustment to P's basis in 
S's stock for the distribution.) 

(c) Amounts declared but not distributed. 
The facts are the same as in paragraph (a) of 
this Example 5, except that, during December 
of Year I, S declares (and P becomes entitled 
to) another $70 dividend distribution with re
spect to its stock, but P does not receive the 
distribution until after it sells all of S's stock at 
the close of Year 1. Under § 1.I502-14(a), S is 
treated as making a $70 distribution to P at the 
time P becomes entitled to the distribution. (If 
S is distributing an appreciated asset, its gain 
under section 311 is also taken into account 
under paragraph (b)(3)(i) of this section at the 
time P becomes entitled to the distribution.) 
Consequently, under paragraph (b) of this 
section, P increases its basis in S's stock as of 
the close of Year I by only a $40 net amount 
($120 of taxable income, less two distributions 
totalling $80). Any further adjustments after S 
ceases to be a member and the $70 distribution 
is made would be duplicative, because the stock 
basis has already been adjusted for the distri
bution. Accordingly, the distribution will not 
result in further adjustments or gain, even if 
the distribution is a payment to which section 
301(c)(2) or 0) applies. 

Example 6. Reorganization with boot. (a) 
Facts. P owns all of the stock of Sand T. On 
January 1 of Year I, P has a $100 basis in the 
S stock and a $60 basis in the T stock. Sand T 
have no items of income, gain, deduction, or 
loss for Year 1. Sand T each have substantial 
earnings and profits. At the close of Year I, T 
merges into S in a reorganization described in 
section 368(a)( I )(A) (and in section 
368(a)(I)(D». P receives no additional S stock, 
but does receive $10 which is treated as a 
dividend under section 356(a)(2). 

(b) Analysis. Under section 358, P's basis in 
the S stock is increased by its basis in the T 
stock, decreased to reflect the money received, 
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and increased to reflect treatment of the money 
as a dividend. Under paragraph (b)(3)(v) of this 
section, the $10 is also treated as a distribution 
to which paragraph (b)(2)(iv) of this section 
applies. Thus, under section 358 and paragraph 
(b) of this section, P's basis in the S stock is 
$150 immediately after the merger. (If there 
had been insufficient earnings and profits to 
treat the $10 as a dividend under section 
356(a)(2), P's basis in the S stock would be 
$160 because the $10 would not be a distribu
tion to which section 301 applies; but see 
§ 1.1502-13 for the deferral and taking into 
account of P's $10 gain under section 
356(a)(I).) 

Example 7. Tiering up of basis adjustments. 
P owns all of S's stock, and S owns all of T's 
stock. For Year I, the P group has $100 of 
consolidated taxable income when determined 
by including only T's items of income, gain, 
deduction, and loss taken into account, and 
$50 of consolidated taxable income when deter
mined by including only S's items taken into 
account. S increases its basis in T's stock by 
$100 under paragraph (b) of this section. Un
der paragraph (a)O) of this section, this $100 
basis adjustment is taken into account in deter
mining P's adjustments to its basis in S's stock. 
Thus, P increases its basis in S's stock by $150 
under paragraph (b) of this section. 

Example 8. Allocation of items. (a) Acquisi
tion in mid-year. P is the common parent of a 
consolidated group, and S is an unaffiliated 
corporation filing separate returns on a 
calendar-year basis. P acquires all of S's stock 
and S becomes a member of the P group on 
July I of Year 1. For the entire calendar Year 
I, S has $100 of ordinary income and under 
§ 1.1502-76(b) $60 is allocated to the period 
from January I to June 30 and $40 to the 
period from July I to December 31. Under 
paragraph (b) of this section, P increases its 
basis in S's stock by $40. 

(b) Sale in mid-year. The facts are the same 
as in paragraph (a) of this Example 8, except 
that S is a member of the P group at the 
beginning of Year I but ceases to be a member 
on June 30 as a result of P's sale of S's stock. 
Under paragraph (b) of this section, P increas
es its basis in S's stock by $60 immediately 
before the stock sale. (P's basis increase would 
be the same if S became a nonmember because 
S issued additional shares to nonmembers.) 

(c) Absorption of loss carryovers. Assume 
instead that S is a member of the P group at 
the beginning of Year I but ceases to be a 
member on June 30 as a result of P's sale of 
S's stock, and a $100 consolidated net operat
ing loss attributable to S is carried over by the 
P group to Year I. The consolidated net 
operating loss may be apportioned to S for its 
first separate return year only to the extent not 
absorbed by the P group during Year I. Under 
paragraph (b)O)(i) of this section, if the loss is 
absorbed by the P group in Year I, whether 
the offsetting income arises before or after P's 
sale of S's stock, the absorption of the loss 
carryover is included in the determination of 
S's taxable income or loss for Year 1. Thus, 
P's basis in S's stock is adjusted under para
graph (b) of this section to reflect any absorp
tion of the loss by the P group. 

Example 9. Gross-ups. (a) Facts. P owns all 
of the stock of S, and S owns all of the stock 
of T, a newly formed controlled foreign corpo
ration that is not a passive foreign investment 
company. In Year I, T has $100 of subpart F 
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income and pays $34 of foreign income tax, 
leaving T with $66 of earnings and profits. The 
P group has $100 of consolidated taxable 
income when determined by taking into ac
count only S's items (the inclusion under sec
tion 951(a), taking into account the section 78 
gross-up). As a result of the section 951(a) 
inclusion, S increases its basis in T's stock by 
$66 under section 961(a). 

(b) Analysis. Under paragraph (b)(3)(i) of 
this section, S has $100 of taxable income. 
Under paragraph (b)(3)(iii)(B) of this section, 
the $34 gross-up for taxes paid by T that S is 
treated as having paid is a noncapital, nonde
ductible expense (whether or not any corre
sponding amount is claimed by the P group as 
a tax credit). Thus, P increases it basis in S's 
stock under paragraph (b) of this section by the 
net adjustment of $66. 

(c) Subsequent distribution. The facts are the 
same as in paragraph (a) of this Example 9, 
except that T distributes its $66 of earnings and 
profits in Year 2. The $66 distribution received 
by S is excluded from S's income under section 
959(a) because the distribution represents earn
ings and profits attributable to amounts that 
were included in S's income under section 
951(a) for Year I. In addition, S's basis in T's 
stock is decreased by $66 under section 961(b). 
The excluded distribution is not tax-exempt 
income under paragraph (b)(3)(ii) of this sec
tion because of the corresponding reduction to 
S's basis in T's stock. Consequently, P's basis 
in S's stock is not adjusted under paragraph (b) 
of this section for Year 2. 

Example 10. Recapture oj fax-exempt items. 
(a) Facts. S is a life insurance company. For 
Year I, the P group has $200 of consolidated 
taxable income, determined by including only 
S's items of income, gain, deduction, and loss 
taken into account (including a $300 small 
company deduction under section 806). In ad
dition, S has $100 of tax-exempt interest in
come, $60 of which is S's company share. The 
remaining $40 of tax-exempt income is the 
policyholders' share that reduces S's deduction 
for increase in reserves. 

(b) Tax-exempt items generally. Under para
graph (b)(3)(i) of this section, S has $200 of 
taxable income for Year I. Also for Year I, S 
has $100 of tax-exempt income under para
graph (b)(3)(ii)(A) of this section, and another 
$300 is treated as tax-exempt income under 
paragraph (b)(3)(ii)(B) of this section because 
of the deduction under section 806. Under 
paragraph (b)(3)(iii) of this section, S has $40 
of noncapital, nondeductible expenses for Year 
1 because S's deduction under section 807 for 
its increase in reserves has been permanently 
reduced by the $40 policyholders' share of the 
tax-exempt interest income. Thus, P increases 
its basis in S's stock by $560 under paragraph 
(b) of this section. 

(c) Recapture. Assume instead that S is a 
property and casualty company and, for Year 
1, S accrues $100 of estimated salvage recover
able under section 832. Of this amount, $87 
(87070 of $100) is excluded from gross income 
because of the "fresh start" provisions of Sec. 
11305(c) of P.L. 101-508 (the Omnibus Budget 
Reconciliation Act of 1990). Thus, S has $87 of 
tax-exempt income under paragraph 
(b)(3)(ii)(A) of this section that increases P's 
basis in S's stock for Year I. (S also has $13 of 
taxable income over the period of inclusion 
under section 481.) In Year 5, S determines 
that the $100 salvage recoverable was overesti-
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mated by $30 and deducts $30 for the reduc
tion of the salvage recoverable. However, S has 
$26.10 (87070 of $30) of taxable income in Year 
5 due to the partial recapture of its fresh start. 
Because S has no basis corresponding to this 
income, S is treated under paragraph 
(b)(3)(iii)(B) of this section as having a $26.10 
noncapital, nondeductible expense in Year 5. 
This treatment is necessary to reflect the elimi
nation of the erroneous fresh start in S's stock 
basis and causes a decreases in P's basis in S's 
stock by $30 for Year 5 (a $3.90 taxable loss 
and a $26.10 special adjustment). 

(c) Allocation of adjustments 
among shares of stock- (1) In gener
al. The portion of the adjustment 
under paragraph (b) of this section 
that is described in paragraph 
(b )(2)(iv) of this section (negative ad
justments for distributions) is allocat
ed to the shares of S's stock to which 
the distribution relates. The remain 
der of the adjustment, described in 
paragraphs (b )(2)(i) through (iii) of 
this section (adjustments for taxable 
income or loss, tax-exempt income, 
and noncapital, nondeductible ex
penses), is allocated among the shares 
of S's stock as provided in para
graphs (c)(2) through (4) of this sec
tion. If the remainder of the adjust
ment is positive, it is allocated first to 
any preferred stock to the extent 
provided in paragraph (c)(3) of this 
section, and then to the common 
stock as provided in paragraph (c)(2) 
of this section. If the remainder of 
the adjustment is negative, it is allo
cated only to common stock as pro
vided in paragraph (c)(2) of this sec
tion. An adjustment under this 
section allocated to a share for the 
period the share is owned by a non
member has no effect on the basis of 
the share. See paragraph (c)(4) of this 
section for the reallocation of adjust
ments, and paragraph (d) of this 
section for definitions. See § 1.1502-
19(d) for special allocations of basis 
determined or adjusted under the 
Code with respect to excess loss ac
counts. 

(2) Common stock-(i) Allocation 
within a class. The portion of the 
adjustment described in paragraphs 
(b )(2)(i) through (iii) of this section 
(the adjustment determined without 
taking distributions into account) that 
is allocable to a class of common 
stock is generally allocated equally to 
each share within the class. However, 
if a member has an excess loss ac
count in shares of a class of common 
stock at the time of a positive adjust
ment, the portion of the adjustment 

allocable to the member with respect 
to the class is allocated first to equal
ize and eliminate that member's ex
cess loss accounts and then to in
crease equally its basis in the shares 
of that class. Similarly, any negative 
adjustment is allocated first to reduce 
the member's positive basis in shares 
of the class before creating or increas
ing its excess loss account. Distribu
tions and any adjustments or determi
nations under the Internal Revenue 
Code (e.g., under section 358, includ
ing any modifications under 
§ 1.1502-19(d» are taken into ac
count before the allocation is made 
under this paragraph (c)(2)(i). 

(ii) Allocation among c/asses-(A) 
General rule. If S has more than one 
class of common stock, the extent to 
which the adjustment described in 
paragraphs (b )(2)(i) through (iii) of 
this section (the adjustment deter
mined without taking distributions 
into account) is allocated to each 
class is determined, based on consis
tently applied assumptions, by taking 
into account the terms of each class 
and all other facts and circumstances 
relating to the overall economic ar
rangement. The allocation generally 
must reflect the manner in which the 
classes participate in the economic 
benefit or burden (if any) correspond
ing to the items of income, gain, 
deduction, or loss allocated. In deter
mining participation, any differences 
in voting rights are not taken into 
account, and the following factors are 
among those to be considered-

(1) The interest of each share in 
economic profits and losses (if differ
ent from the interest in taxable 
income); 

(2) The interest of each share in 
cash flow and other non-liquidating 
distributions; and 

(3) The interest of each share in 
distributions in liquidation. 

(B) Distributions and Code adjust
ments. Distributions and any adjust
ments or determinations under the 
Internal Revenue Code are taken into 
account before the allocation is made 
under this paragraph (c)(2)(ii). 

(3) Preferred stock. If the adjust
ment under paragraphs (b)(2)(i) 
through (iii) of this section (the ad
justment determined without taking 
distributions into account) is positive, 
it is allocated to preferred stock to 
the extent required (when aggregated 



with prior allocations to the preferred 
stock during the period that S is a 
member of the consolidated group) to 
reflect distributions described in sec
tion 301 (and all other distributions 
treated as dividends) to which the 
preferred stock becomes entitled, and 
arrearages arising, during the period 
that S is a member of the consolidat
ed group. For this purpose, the pre
ferred stock is treated as entitled to a 
distribution no later than the time the 
distribution is taken into account un
der the Internal Revenue Code (e.g., 
under section 305). If the amount of 
distributions and arrear ages exceeds 
the positive amount (when aggregated 
with prior allocations), the positive 
amount is first allocated among class
es of preferred stock to reflect their 
relative priorities, and the amount 
allocated to each class is then allocat
ed pro rata within the class. An 
allocation to a share with respect to 
arrearages and distributions for the 
period the share is owned by a non
member is not reflected in the basis 
of the share under paragraph (b) of 
this section. However, if P and S 
cease to be members of one consoli
dated group and remain affiliated as 
members of another consolidated 
group, P's ownership of S's stock 
during consolidated return years of 
the prior group is treated for this 
purpose as ownership by a member to 
the extent that the adjustments during 
the prior consolidated return years 
are still reflected in the basis of the 
preferred stock. 

(4) Cumulative redetermination
(i) General rule. A member's basis in 
each share of S's preferred and com
mon stock must be redetermined 
whenever necessary to determine the 
tax liability of any person. See para
graph (b)(l) of this section. The rede
termination is made by reallocating 
S's net adjustment described in para
graphs (b)(2)(i) through (iii) of this 
section (the adjustment determined 
without taking distributions into ac
count) for each consolidated return 
year (or other applicable period) of 
the group by taking into account all 
of the facts and circumstances affect
ing allocations under this paragraph 
(c) as of the redetermination date 
with respect to all of S's shares. For 
this purpose: 

(A) Amounts may be reallocated 
from one class of S's stock to another 
class, but not from one share of a 

class to another share of the same 
class. 

(B) If there is a change in the 
equity structure of S (e.g., as the 
result of S's issuance, redemption, or 
recapitalization of shares), a cumula
tive redetermination is made for the 
period before the change. If a reallo
cation is required by another redeter
mination after a change, amounts 
arising after the change are reallocat
ed before amounts arising before the 
change. 

(C) If S becomes a nonmember as 
a result of a change in its equity struc
ture, any reallocation is made only 
among the shares of S's stock imme
diately before the change. For exam
ple, if S issues stock to a nonmember 
creditor in exchange for its debt, and 
the exchange results in S becoming a 
nonmember, any reallocation is only 
among the shares of S's stock imme
diately before the exchange. 

(D) Any reallocation is treated for 
all purposes after it is made (includ
ing subsequent redeterminations) as 
the original allocation of an amount 
under this paragraph (c), but the 
reallocation does not affect any prior 
period. 

(ii) Prior use oj allocations. An 
amount may not be reallocated under 
paragraph (c)(4)(i) of this section to 
the extent that the amount has been 
used before the reallocation. For this 
purpose, an amount has been used to 
the extent it has been taken into 
account, directly or indirectly, by any 
member in determining income, gain, 
deduction, or loss, or in determining 
the basis of any property that is not 
subject to this section (e.g., stock of 
a corporation that has become a non
member). For example, if P sells a 
share of S stock, an amount previous
ly allocated to the share cannot be 
reallocated to another share of S 
stock, but an amount allocated to 
another share of S stock can still be 
reallocated to the sold share because 
the reallocated amount has not been 
taken into account; however, any ad
justment reallocated to the sold share 
may effectively be eliminated, because 
the reallocation was not in effect 
when the share was previously sold 
and P's gain or loss from the sale is 
not redetermined. If, however, P sells 
the share of S stock to another mem
ber, the amount is not used until P's 
gain or loss is taken into account 
under § 1.1502-13. 
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(5) Examples. The principles of 

this paragraph (c) are illustrated by 
the following examples. 

Example I. Ownership a/less than all the 
stock. (a) Facts. P owns 80070 of S's only class 
of stock with an $800 basis. For Year I, S has 
$100 of taxable income. 

(b) Analysis. Under paragraph (c)(I) of this 
section, the $100 positive adjustment under 
paragraph (b) of this section for S's taxable 
income is allocated among the shares of S's 
stock, including shares owned by nonmembers. 
Under paragraph (c)(2)(i) of this section, the 
adjustment is allocated equally to each share of 
S's stock. Thus, P increases its basis in S's 
stock under paragraph (b) of this section as of 
the close of Year 1 by $80. (The basis of the 
20% of S's stock owned by nonmembers is not 
adjusted under this section.) 

(c) Varying interest. The facts are the same 
as in paragraph (a) of this Example 1, except 
that P buys the remaining 20% of S's stock at 
the close of business on June 30 of Year 1 for 
$208. Under paragraph (b)(I) of this section 
and the principles of § J.I502-76(b), S's $100 
of taxable income is allocable $40 to the period 
from January 1 to June 30 and $60 to the 
period from July 1 to December 31. Thus, for 
the period ending June 30, P is treated as 
having a $32 adjustment with respect to the S 
stock that P has owned since January 1 (80% 
of $40) and, under paragraph (c)(2)(i) of this 
section, the adjustment is allocated equally 
among those shares. For the period ending 
December 31, P is treated as having a $60 
adjustment (100% of $60) that is also allocated 
equally among P's shares of S's stock owned 
after June 30. P's basis in the shares owned as 
of the beginning of the year therefore increases 
by $80 (the sum of 80% of $40 and 80% of 
$60), from $800 to $880, and P's basis in the 
shares purchased on June 30 increases by $12 
(20% of $60), from $208 to $220. Thus, P's 
aggregate basis in 8's stock as of the end of 
Year 1 is $1,100. 

(d) Tax liability. The facts are the same as in 
paragraph (a) of this Example 1, except that P 
pays S's $34 share of the group's consolidated 
tax liability resulting from 8's taxable income, 
and 5 does not reimburse P. 8's $100 of 
taxable income results in a positive adjustment 
under paragraph (b)(3)(i) of this section, and 
5's $34 of tax liability results in a negative 
adjustment under paragraph (b)(3)(iv)(D) of 
this section and the principles of section 1552. 
Because S does not make any payment in 
recognition of the additional tax liability, by 
analogy to the treatment under § 1.1552-
l(b)(2), S is treated as having made a $34 
payment that is described in paragraph 
(b)(3)(iii) of this section (noncapital, nondeduct
ible expenses) and as having received an equal 
amount from P as a capital contribution. Thus, 
P increases its basis in its S stock by $52.80 
(80% of the $100 of taxable income, less 80070 
of the $34 tax payment). In addition, P increas
es its basis in S's stock by $34 under the 
Internal Revenue Code and paragraph (a)(2) of 
this section to reflect the capital contribution. 
In the aggregate, P increases its basis in S's 
stock by $86.80. (If, as in paragraph (c) of this 
Example I, P buys the remaining 20% of S's 
stock at the close of business on June 30, P 
increases its basis in S's stock by another $7.90 
for the additional 20% interest in S's income 
after June 30 ($60 multiplied by 20070, less 20% 
of the $20.40 tax payment on $60); the $34 
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capital contribution by P is reflected in all of its 
S shares (not just the original 80070), and P's 
aggregate basis adjustment under this section is 
$94.70 ($86.80 plus $7.90).) 

Example 2. Pre/erred stock. (a) Facts. P 
owns all of S's common stock with an $800 
basis, and nonmembers own all of S's pre
ferred stock. The preferred stock was issued 
for $200, has a $20 annual, cumulative prefer
ence as to dividends, and has an initial liquida
tion preference of $200. For Year I, S has $50 
of taxable income and no distributions are 
declared or made. 

(b) Analysis 0/ arrearages. Under paragraphs 
(c)(1) and (3) of this section, $20 of the $50 
positive adjustment under paragraph (b) of this 
section is allocated first to the preferred stock 
to reflect the dividend arrearage arising in Year 
I. The remaining $30 of the positive adjust
ment is allocated to the common stock, increas
ing P's basis from $800 to $830 as of the close 
of Year I. (The basis of the preferred stock 
owned by nonmembers is not adjusted under 
this section.) 

(c) Current distribution. The facts are the 
same as in paragraph (a) of this Example 2, 
except that S declares and makes a $20 distri
bution with respect to the preferred stock 
during Year I in satisfaction of its preference. 
The results are the same as in paragraph (b) of 
this Example 2. 

(d) Varying interest. The facts are the same 
as in paragraph (a) of this Example 2, except 
that S has no income or loss for Years I and 2, 
P purchases all of S's preferred stock at the 
beginning of Year 3 for $240, and S has $70 of 
taxable income for Year 3. Under paragraph 
(c)(3) of this section, $60 of the $70 positive 
adjustment under paragraph (b) of this section 
is allocated to the preferred stock to reflect the 
dividends arrearages for Years I through 3, but 
only the $20 for Year 3 is reflected in the basis 
of the preferred stock under paragraph (b) of 
this section. (The remaining $40 is not reflected 
because the preferred stock was owned by 
nonmembers during Years I and 2.) Thus, P 
increases its basis in S's preferred stock from 
$240 to $260, and its basis in S's common 
stock from $800 to $810, as of the close of 
Year 3. (If P had acquired all of S's preferred 
stock in a transaction to which section 351 
applies, and P's initial basis in S's preferred 
stock was $200 under section 362, P's basis in 
S's preferred stock would increase from $200 
to $220.) 

(e) Varying interest with current distribu
tions. The facts are the same as in paragraph 
(d) of this Example 2, except that S declares 
and makes a $20 distribution with respect to 
the preferred slock in each of Years I and 2 in 
satisfaction of ils preference, and P purchases 
all of S's preferred stock at the beginning of 
Year 3 for $200. Under paragraph (c)(3) of this 
section, $40 of the $70 positive adjustment 
under paragraph (b) of this section is allocated 
to the preferred stock to reflect the distribu
tions in Years I and 2, and $20 of the $70 is 
allocated to the preferred stock to reflect the 
arrearage for Year 3. However, as in paragraph 
(d) of this Example 2, only the $20 attributable 
to Year 3 is reflected in the basis of the 
preferred stock under paragraph (b) of this 
section. Thus, P increases its basis in S's 
preferred stock from $200 to $220, and P 
increases its basis in S's common stock from 
$800 to $810. 
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Example 3. Cumulative redetermination. (a) 
Facts. P owns all of S's common and preferred 
stock. The preferred stock has a $100 annual, 
cumulative preference as to dividends. For 
Year I, S has $200 of taxable income, the first 
$100 of which is allocated to the preferred 
stock and the remaining $100 of which is 
allocated to the common stock. For Year 2, S 
has no adjustment under paragraph (b) of this 
section, and P sells all of S's common stock at 
the close of Year 2. 

(b) Analysis. Under paragraph (c)(4) of this 
section, P's basis in S's common stock must be 
redetermined as of the sale of the stock. The 
redetermination is made by reallocating the 
$200 positive adjustment under paragraph (b) 
of this section for Year 1 by taking into 
account all of the facts and circumstances 
affecting allocations as of the sale. Thus, the 
$200 positive adjustment for Year 1 is reallo
cated entirely to the preferred stock to reflect 
the dividend arrearages for Years I and 2. The 
reallocation away from the common stock 
reflects the fact that, because of the additional 
amount of arrearage in Year 2, the common 
stock is not entitled to any part of the $200 of 
taxable income from Year 1. Thus, the com
mon stock has no positive or negative adjust
ment, and the preferred stock has a $200 
positive adjustment. These reallocations are 
treated as the original allocations for Years 1 
and 2. (The results for the common stock 
would be the same if the common and pre
ferred stock were not owned by the same 
member, or the preferred stock were owned by 
nonmembers.) 

(c) Pre/erred stock issued after adjustment 
arises. The facts are the same as in paragraph 
(a) of this Example 3, except that S does not 
issue its preferred stock until the beginning of 
Year 2, S has no further adjustment under 
paragraph (b) of this section for Years 2 and 3, 
and P sells S's common stock at the close of 
Year 3. Under paragraphs (c)(I) and (2) of this 
section, the $200 positive adjustment for Year 
1 is initially allocated entirely to the common 
stock. Under paragraph (c)(4) of this section, 
the $200 adjustment is reallocated to the pre
ferred stock to reflect the arrearages for Years 
2 and 3. Thus, the common stock has no 
positive or negative adjustment. 

(d) Common stock issued after adjustment 
arises. The facts are the same as in paragraph 
(a) of this Example 3, except that S has no 
preferred stock, S issues additional common 
stock of the same class at the beginning of 
Year 2, S has no further adjustment under 
paragraph (b) of this section in Years 2 and 3, 
and P sells its S common stock at the close of 
Year 3. Under paragraphs (c)(1) and (2) of this 
section, the $200 positive adjustment for Year 
I is initially allocated entirely to the original 
common stock. Under paragraph (c)(4)(i)(A) of 
this section, the $200 adjustment is not reallo
cated among the original common stock and 
the additional stock. Unlike the preferred stock 
in paragraph (c) of this Example 3, the addi
tional common stock is of the same class as the 
original stock, and there is no reallocation 
between shares of the same class. 

(e) Positive and negative adjustments. The 
facts are the same as in paragraph (a) of this 
Example 3, except that S has a $200 loss for 
Year 2 that results in a negative adjustment to 
the common stock before any redetermination. 
For purposes of the basis redetermination un
der paragraph (c)(4) of this section, the Year I 

and 2 adjustments under paragraph (b) of this 
section are not netted. Thus, as in paragraph 
(b) of this Example 3, the redetermination is 
made by reallocating the $200 positive adjust
ment for Year 1 entirely to the preferred stock. 
The $200 negative adjustment for Year 2 is 
allocated entirely to the common stock. Conse
quently, the preferred stock has a $200 positive 
cumulative adjustment, and the common stock 
has a $200 negative cumulative adjustment. 
(The results would be the same if there were no 
other adjustments described in paragraph (b) of 
this section, P sells S's common stock at the 
close of Year 3 rather than Year 2, and an 
additional $100 arrearage arises in Year 3; only 
adjustments under paragraph (b) of this section 
may be reallocated, and there is no additional 
adjustment for Year 3.) 

(f) Current distributions. The facts are the 
same as in paragraph (a) of this Example 3, 
except that, during Year I, S declares and 
makes a distribution to P of $100 as a dividend 
on the preferred stock and $100 as a dividend 
on the common stock. The taxable income and 
distributions result in no Year 1 adjustment 
under paragraph (b) of this section for either 
the common or preferred stock. However, as in 
paragraph (b) of this Example 3, the redetermi
nation under paragraph (c)(4) of this section is 
made by reallocating a $200 positive adjust
ment for Year 1 (S's net adjustment described 
in paragraph (b) of this section, determined 
without taking distributions into account) to 
the preferred stock. Consequently, the pre
ferred stock has a $100 positive cumulative 
adjustment ($200 of taxable income, less a $100 
distribution with respect to the preferred stock) 
and the common stock has a $100 negative 
cumulative adjustment (for the distribution). 

(g) Convertible preferred stock. The facts 
are the same as in paragraph (a) of this 
Example 3, except that the preferred stock is 
convertible into common stock that is identical 
to the common stock already outstanding, the 
holders of the preferred stock convert the stock 
at the close of Year 2, and no stock is sold 
until the close of Year 5. Under paragraph 
(c)(4) of this section, the $200 positive adjust
ment for Year 1 is reallocated entirely to the 
preferred stock immediately before the conver
sion. The newly issued common stock is treated 
as a second class of S common stock, and 
adjustments under paragraph (b) of this section 
are allocated between the original and the new 
common stock under paragraph (c)(2)(ii) of this 
section. Although the preferred stock is con
verted to common stock, the $200 adjustment 
to the preferred stock is not subsequently 
reallocated between the original and the new 
common stock. Because the original and the 
new stock are equivalent, adjustments under 
paragraph (b) of this section for subsequent 
periods are allocated equally to each share. 

(h) Prior use 0/ allocations. The facts are 
the same as in paragraph (a) of this Example 3, 
except that P sells 10070 of S's common stock at 
the close of Year I, and the remaining 90070 at 
the close of Year 2. P's basis in the common 
stock sold in Year 1 reflects $10 of the adjust
ment allocated to the common stock for Year 
1. Under paragraph (c)(4)(ii) of this section, 
because $10 of the Year 1 adjustment was used 
in determining P's gain or loss, only $90 is 
reallocated to the preferred stock, and $10 
remains allocated to the common stock sold. 

(i) Lower-tier members. The facts are the 
same as in paragraph (a) of this Example 3, 



except that P owns only S's common stock. 
and P is also a subsidiary. If there is a 
redetermination under paragraph (c)(4) of this 
section by a member owning P's stock. a 
redetermination with respect to S's stock must 
be made first. and the effect of that redetermi
nation on P's adjustments is taken into account 
under paragraph (b) of this section. However. 
as in paragraph (h) of this Example 3. to the 
extent an amount of the initial adjustments 
with respect to S's common stock have already 
been tiered up and used by a member owning 
P's stock. that amount remains with S's com
mon stock (and the higher-tier member using 
the adjustment with respect to P's stock). and 
may not be reallocated to S's preferred stock. 

Example 4. Allocation to preferred stock 
between groups. (a) Facts. P owns all of S's 
only class of stock. and S owns all of T's 
common and preferred stock. The preferred 
stock has a $100 annual. cumulative preference 
as to dividends. For Year 1. T has $200 of 
taxable income. the first $100 of which is 
allocated to the preferred stock and the remain
ing $100 of which is allocated to the common 
stock. and S has no adjustments other than the 
amounts tiered up from T. Sand T have no 
adjustments under paragraph (b) of this section 
for Years 2 and 3. X. the common parent of 
another consolidated group. purchases all of 
S's stock at the close of Year 3. and Sand T 
become members of the X group. For Year 4. 
T has $200 of taxable income. and S has no 
adjustments other than the amounts tiered up 
from T. 

(b) Analysis for Years 1 through 3. Under 
paragraph (c)(4) of this section. the allocation 
of S's adjustments under paragraph (b) of this 
section (determined without taking distributions 
into account) must be redetermined as of the 
time P sells S's stock. As a result of this 
redetermination. T's common stock has no 
positive or negative adjustment and the pre
ferred stock has a $200 positive adjustment. 

(c) Analysis for Year 4. Under paragraph 
(c)(3) of this section. the allocation of T's $200 
positive adjustment in Year 4 to T's preferred 
stock with respect to arrearages is made by 
taking into account the consolidated return 
years of both the P group and the X group. 
Thus. the allocation of the $200 positive ad
justment for Year 4 to T's preferred stock is 
not treated as an allocation for a period for 
which the preferred stock is owned by a 
nonmember. Thus. the $200 adjustment is re
flected in S's basis in T's preferred stock under 
paragraph (b) of this section. 

(d) Definitions. For purposes of 
this section-

(1) Class. The shares of a member 
having the same material terms (with
out taking into account voting rights) 
are treated as a single class of stock. 

(2) Preferred stock. Preferred stock 
is stock that is limited and preferred 
as to dividends and has a liquidation 
preference. A class of stock that is 
not described in section 1504(a)(4), 
however, is not treated as preferred 
stock for purposes of paragraph (c) 
of this section if members own less 
than 80070 of each class of common 

stock (determined without taking this 
paragraph (d)(2) into account). 

(3) Common stock. Common stock 
is stock that is not preferred stock. 

(4) Becoming a nonmember. A 
member is treated as becoming a 
nonmember if it has a separate return 
year (including another group's con
solidated return year). For example, S 
may become a nonmember if it issues 
additional stock to nonmembers, but 
S does not become a nonmember as a 
result of its complete liquidation. 

(e) Anti-avoidance rule-(1) Gener
al rule. If any person acts with a 
principal purpose contrary to the pur
poses of this section, to avoid the 
effect of the rules of this section or 
apply the rules of this section to 
avoid the effect of any other provi
sion of the consolidated return regu
lations, adjustments must be made as 
necessary to carry out the purposes of 
this section. 

(2) Examples. The principles of 
this paragraph (e) are illustrated by 
the following examples. 

Example 1. Preferred stock treated as com
mon stock. (a) Facts. S has 100 shares of 
common stock and 100 shares of preferred 
stock described in section 1504(a)(4). P owns 
80 shares of S's common stock and all of S's 
preferred stock. The shareholders expect that S 
will have negative adjustments under paragraph 
(b) of this section for Years I and 2 (all of 
which will be allocable to S's common stock). 
the negative adjustments will have no signifi
cant effect on the value of S's stock. and S will 
have offsetting positive adjustments thereafter. 
When the preferred stock was issued. P intend
ed to cause S to recapitalize the preferred stock 
into additional common stock at the end of 
Year 2 in a transaction described in section 
368(a)(l)(E). P's temporary ownership of the 
preferred stock is with a principal purpose to 
limit P's basis reductions under paragraph (b) 
of this section to 80070 of the anticipated 
negative adjustments. The recapitalization is 
intended to cause significantly more than 80% 
of the anticipated positive adjustments to in
crease P's basis in S's stock because of P's 
increased ownership of S's common stock im
mediately after the recapitalization. 

(b) Analysis. S has established a transitory 
capital structure with a principal purpose to 
enhance P's basis in S's stock under this 
section. Under paragraph (e)(l) of this section. 
all of S's common and preferred stock is 
treated as a single class of common stock in 
Years I and 2 for purposes of this section. 
Thus. S's items are allocated under the princi
ples of paragraph (c)(2)(ii) of this section. and 
P decreases its basis in both the common and 
preferred stock accordingly. 

Example 2. Contribution of appreciated 
property. (a) Facts. P owns all of the stock of 
Sand T. and Sand T each own 50% of the 
stock of U. P's S stock has a $150 basis and 
$200 value. and P's T stock has a $200 basis 
and $200 value. With a principal purpose to 
eliminate P's gain from an anticipated sale of 
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S's stock, T contributes to U an asset with a 
$100 value and $0 basis, and S contributes $100 
cash. U sells T's asset and recognizes a $100 
gain that results in a $100 positive adjustment 
under paragraph (b) of this section. 

(b) Analysis Under paragraph (c)(2) of this 
section, U's adjustment ordinarily would be 
allocated equally to each share of U's stock. If 
so allocated. p) basis in S's stock would 
increase 'rnm $150 to $200 and P would 
recognize no gain from the sale of S's stock for 
$200. Under paragraph (e)(l) of this section. 
however. because T transferred an appreciated 
asset to U with a principal purpose to shift a 
portion of the stock basis increase from P's 
stock in T to P's stock in S. the allocation of 
the $100 positive adjustment under paragraph 
(c) of this section between the shares of U's 
stock must take into account the contribution. 
Consequently, all $100 of the positive adjust
ment is allocated to the U stock owned by T. 
rather than $50 to the U stock owned by Sand 
$50 to the U stock owned by T. P's basis in S's 
stock remains $150. and its basis in T's stock 
increases to $300. Thus, P recognizes a $50 
gain from its sale of S's stock for $200. 

Example 3. Reorganizations. (a) Facts. P 
forms S with an $800 contribution, $200 of 
which is in exchange for S's preferred stock 
described in section 1504(a)(4) and the balance 
of which is for S's common stock. For Years 1 
through 3, S has a total of $160 of ordinary 
income, $60 of which is distributed with respect 
to the preferred stock in satisfaction of its $20 
annual preference as to dividends. Under this 
section. P's basis in S's preferred stock is 
unchanged, and its basis in S's common stock 
is increased from $600 to $700. To reduce its 
gain from an anticipated sale of S's preferred 
stock, P forms T at the close of Year 3 with a 
contribution of all of S's stock in exchange for 
corresponding common and preferred stock of 
T in a transaction to which section 351 applies. 
At the time of the contribution, the fair market 
value of the common stock is $700 and the fair 
market value of the preferred stock is $300 
(due to a decrease in prevailing market interest 
rates). P subsequently sells T's preferred stock 
for $300. 

(b) Analysis. Under section 358(b). P ordi
narily has a $630 basis in T's common stock 
(70070 of the $900 aggregate stock basis) and a 
$270 basis in T's preferred stock (30% of the 
$900 aggregate stock basis). However, because 
P transferred S's stock to T with a principal 
purpose to shift the allocation of basis adjust
ments under this section. adjustments are made 
under paragraph (e)(I) of this section to pre
serve the allocation under this section. Thus, P 
has a $700 basis in T's common stock and a 
$200 basis in T's preferred stock. Consequent
ly, P recognizes a $100 gain from the sale of 
T's preferred stock. 

Example 4. Post-deconsolidation basis ad
justments. (a) Facts. For Year 1, the P group 
has $40 of taxable income when determined by 
including only S's items of income, gain, de
duction, and loss taken into account, and P 
increases its basis in S's stock by $40 under 
paragraph (b) of this section. P anticipates that 
S will have a $40 ordinary loss for Year 2 that 
will be carried back and offset S's income in 
Year 1 and result in a $40 reduction to P's 
basis in S's stock for Year 2 under paragraph 
(b) of this section. With a principal purpose to 
avoid the reduction, P causes S to issue voting 
preferred stock that results in S becoming a 
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nonmember at the beginning of Year 2. (Sec
tion l.1S02-20(b) does not reduce P's basis in 
the S stock as a result of S's deconsolidation.) 
As anticipated, S has a $40 loss for Year 2, 
which is carried back to Year I and offsets S's 
income from Year I. 

(b) Analysis. Under paragraph (e)(l) of this 
section, because P caused S to become a 
nonmember with a principal purpose to absorb 
S's loss but avoid the corresponding negative 
adjustment under this section, and P bears a 
substantial portion of the loss because of its 
continued ownership of S common stock, the 
basis of P's common stock in S is decreased by 
$40 for Year 2. (If P has less than a $40 basis 
in the retained S stock, P must recognize 
income for Year 2 to the extent of the excess.) 
Section IS04(a)(3) limits the ability of S to 
subsequently rejoin the P group's consolidated 
return. 

(c) Carryback to pre-consolidation year. The 
facts are the same as in paragraph (a) of this 
Example 4, except that P anticipates that S's 
loss will be carried back and absorbed in a 
separate return year of S before Year I (rather 
than to the P group's consolidated return for 
Year I). Although P causes S to become a 
nonmember with a principal purpose to avoid 
the negative adjustment under this section, and 
P bears a substantial portion of the loss 
because of its continued ownership of S com
mon stock, both S's income and loss are taken 
into account under the separate return rules. 
Consequently, no one has acted with a princi
pal purpose contrary to the purposes of this 
section, and no adjustments are necessary to 
carry out the purposes of this section. 

Example 5. Pre-consolidation basis adjust
ments. (a) Facts. P forms S with a $100 
contribution, and S becomes a member of the 
P affiliated group which does not file consoli
dated returns. For Years I through 3, S earns 
$300. P anticipates that it will elect under 
section ISOI for the P group to begin filing 
consolidated returns in Year S. In anticipation 
of filing consolidated returns, and to avoid the 
negative stock basis adjustment that would 
result under paragraph (b) of this section from 
distributing S's earnings after Year S, P causes 
S to distribute $300 during Year 4 as a qualify
ing dividend within the meaning of section 
243(b). There is no plan or intention to recon
tribute the funds to S after the distribution. 

(b) Analysis. Although S's distribution of 
$300 is with a principal purpose to avoid a 
corresponding negative adjustment under this 
section, the $300 was both earned and distrib
uted entirely under the separate return rules. 
Consequently, P and S have not acted with a 
principal purpose contrary to the purposes of 
this section, and no adjustments are necessary 
to carry out the purposes of this section. 

(f) Predecessors and successors. 
For purposes of this section, any 
reference to a corporation or to a 
share of stock includes a reference to 
a successor or predecessor as the 
context may require. A corporation is 
a successor if the basis of its assets is 
determined, directly or indirectly, in 
whole or in part, by reference to the 
basis of another corporation (the pre
decessor). A share is a successor if its 
basis is determined, directly or indi-
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rectly, in whole or in part, by refer
ence to the basis of another share (the 
predecessor) . 

(g) Recordkeeping. Adjustments 
under this section must be reflected 
annually on permanent records (in
cluding work papers). See also section 
6001, requiring records to be main
tained. The group must be able to 
identify from these permanent records 
the amount and allocation of adjust
ments, including the nature of any 
tax-exempt income and noncapital, 
nondeductible expenses, so as to per
mit the application of the rules of this 
section for each year. 

(h) Effective date-(l) General 
rule. This section applies with respect 
to determinations of the basis of the 
stock of a subsidiary (e.g., for deter
mining gain or loss from a disposition 
of stock) in consolidated return years 
beginning on or after January 1, 
1995. If this section applies, basis 
must be determined or redetermined 
as if this section were in effect for all 
years (including, for example, the 
consolidated return years of another 
consolidated group to the extent ad
justments from those years are still 
reflected). For example, if the portion 
of a consolidated net operating loss 
carryover attributable to S expired in 
1990 and is treated as a noncapital, 
nondeductible expense under para
graph (b) of this section, it is taken 
into account in tax years beginning 
on or after January 1, 1995 as a 
negative adjustment for 1990. Any 
such determination or redetermina
tion does not, however, affect any 
prior period. Thus, the negative ad
justment for S's noncapital, nonde
ductible expense is not taken into 
account for tax years beginning be
fore January 1, 1995. 

(2) Dispositions of stock before ef
fective date-(i) In general. If P dis
poses of stock of S in a consolidated 
return year beginning before January 
1, 1995, the amount of P's income, 
gain, deduction, or loss, and the basis 
reflected in that amount, are not 
redetermined under this section. See 
§ 1.1502-19 as contained in the 26 
CFR part 1 edition revised as of April 
1, 1994 for the definition of disposi
tion, and paragraph (h)(5) of this 
section for the rules applicable to 
such dispositions. 

(ii) Lower-tier members. Although 
P disposes of S's stock in a tax year 
beginning before January 1, 1995, S's 

determinations or adjustments with 
respect to the stock of a lower-tier 
member with which it continues to 
file a consolidated return are redeter
mined in accordance with the rules of 
this section (even if they were previ
ously taken into account by P and 
reflected in income, gain, deduction, 
or loss from the disposition of S's 
stock). For example, assume that P 
owns all of S's stock, S owns all of 
T's stock, and T owns all of U's 
stock. If S sells 800/0 of T's stock in a 
tax year beginning before January I, 
1995 (the effective date), the amount 
of S's income, gain, deduction, or 
loss from the sale, and the stock basis 
adjustments reflected in that amount, 
are not redetermined if P sells S's 
stock after the effective date. If S 
sells the remaining 20% of T's stock 
after the effective date, S's stock 
basis adjustments with respect to that 
T stock are also not redetermined 
because T became a nonmember be
fore the effective date. However, if T 
and U continue to file a consolidated 
return with each other and T sells U's 
stock after the effective date, T's 
stock basis adjustments with respect 
to U's stock are redetermined (even 
though some of those adjustments 
may have been taken into account by 
S in its prior sale of T's stock before 
the effective date). 

(iii) Deferred amounts. For pur
poses of this paragraph (h)(2), a dis
position does not include a transac
tion to which § 1.1502-13, 
§ 1.1502-13T, § 1.1502-14, or 
§ 1.1502-14T applies. Instead, the 
transaction is deemed to occur as the 
income, gain, deduction, or loss (if 
any) is taken into account. 

(3) Distributions-(i) Deemed divi
dend elections. If there is a deemed 
distribution and recontribution pursu
ant to § 1.1502-32(f)(2) as contained 
in the 26 CFR part 1 edition revised 
as of April 1, 1994 in a consolidated 
return year beginning before January 
1, 1995, the deemed distribution and 
recontribution under the election are 
treated as an actual distribution by S 
and recontribution by P as provided 
under the election. 

(ii) Affiliated earnings and profits. 
This section does not apply to reduce 
the basis in S's stock as a result of a 
distribution of earnings and profits 
accumulated in separate return years, 
if the distribution is made in a con
solidated return year beginning before 



January 1, 1995, and the distribution 
does not cause a negative adjustment 
under the investment adjustment rules 
in effect at the time of the distribu
tion. See paragraph (h)(5) of this 
section for the rules in effect with 
respect to the distribution. 

(4) Expiring loss carryovers. If S 
became a member of a consolidated 
group in a consolidated return year 
beginning before January 1, 1995, 
and S had a loss carryover from a 
separate return limitation year at that 
time, the group does not treat any 
expiration of the loss carryover (even 
if in a tax year beginning on or after 
January 1, 1995) as a noncapital, 
nondeductible expense resulting in a 
negative adjustment under this sec
tion. If S becomes a member of a 
consolidated group in a consolidated 
return year beginning on or after 
January 1, 1995, and S has a loss 
carryover from a separate return limi
tation year at that time, adjustments 
with respect to the expiration are 
determined under this section. 

(5) Prior law-(i) In general. For 
prior determinations, see prior regula
tions under section 1502 as in effect 
with respect to the determination. 
See, e.g., §§ 1.1502-32 and 1.1502-
32T as contained in the 26 CFR part 
1 edition revised as of April 1, 1994. 

(ii) Continuing basis reductions for 
certain deconsolidated subsidiaries. If 
a subsidiary ceases to be a member of 
a group in a consolidated return year 
beginning before January 1, 1995, 
and its basis was subject to reduction 
under § 1.1502-32T or § 1.1502-
32(g) as contained in the 26 CFR part 
1 edition revised as of April 1, 1994, 
its basis remains subject to reduction 
under those principles. For example, 
if S ceased to be a member in 1990, 
and P's basis in any retained S stock 
was subject to a basis reduction ac
count, the basis remains subject to 
reduction. Similarly, if an election 
could be made to apply § 1.1502-32T 
instead of § 1. 1502-32(g), the elec
tion remains available. However, 
§§ 1.1502-32T and 1.1502-32(g) do 
not apply as a result of a subsidiary 
ceasing to be a member in tax years 
beginning on or after January 1, 
1995. 

§ 1.1502-32T [Removed]. 

Par. 14. Section 1.1502-32T is re
moved. 

Par. 15. Section 1.1502-33 is re
vised to read as follows: 

§ J. J 502-33 Earnings and profits. 

(a) In general-(l) Purpose. This 
section provides rules for adjusting 
the earnings and profits of a subsid
iary (S) and any member (P) owning 
S's stock. These rules modify the 
determination of P's earnings and 
profits under applicable rules of law, 
including section 312, by adjusting 
P's earnings and profits to reflect S's 
earnings and profits for the period 
that S is a member of the consolidat
ed group. The purpose for modifying 
the determination of earnings and 
profits is to treat P and S as a single 
entity by reflecting the earnings and 
profits of lower-tier members in the 
earnings and profits of higher-tier 
members and consolidating the 
group's earnings and profits in the 
common parent. References in this 
section to earnings and profits include 
deficits in earnings and profits. 

(2) Application of other rules of 
law. The rules of this section are in 
addition to other rules of law. For 
example, the allowance for deprecia
tion is determined in accordance with 
section 312(k). P's earnings and prof
its must not be adjusted under this 
section and other rules of law in a 
manner that has the effect of dupli
cating an adjustment. For example, if 
S's earnings and profits are reflected 
in P's earnings and profits under 
paragraph (b) of this section, and S 
transfers its assets to P in a liquida
tion to which section 332 applies, S's 
earnings and profits that P succeeds 
to under section 381 must be adjusted 
to prevent duplication. 

(b) Tiering up earnings and prof
its-(I) General rule. P's earnings 
and profits are adjusted under this 
section to reflect changes in S's earn
ings and profits in accordance with 
the applicable principles of § 1.1502-
32, consistently applied, and an ad
justment to P's earnings and profits 
for a tax year under this paragraph 
(b)(1) is treated as earnings and prof
its of P for the tax year in which the 
adjustment arises. Under these princi
ples, for example, the adjustments are 
made as of the close of each consoli
dated return year, and as of any 
other time if a determination at that 
time is necessary to determine the 
earnings and profits of any person. 
Similarly, S's earnings and profits are 
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allocated under the principles of 
§ 1. 1502-32(c), and the adjustments 
are applied in the order of the tiers, 
from the lowest to the highest. How
ever, modifications to the principles 
include: 

(i) The amount of P's adjustment 
is determined by reference to S's 
earnings and profits, rather than S's 
taxable and tax-exempt items (and 
therefore, for example, the deferral 
of a negative adjustment for S's 
unabsorbed losses does not apply). 

(ii) The tax sharing rules under 
paragraph (d) of this section apply 
rather than those of § 1.1502-32(b) 
(3)(iv)(D). 

(2) Affiliated earnings and profits. 
The reduction in S's earnings and 
profits under section 312 from a dis
tribution of earnings and profits ac
cumulated in separate return years of 
S that are not separate return limita
tion years does not tier up to P's 
earnings and profits. Thus, the in
crease in P's earnings and profits 
under section 312 from receipt of the 
distribution is not offset by a corre
sponding reduction. 

(3) Examples-(i) In general. For 
purposes of the examples in this sec
tion, unless otherwise stated, P owns 
all of the only class of S's stock, the 
stock is owned for the entire year, S 
owns no stock of lower-tier members, 
the tax year of all persons is the 
calendar year, all persons use the 
accrual method of accounting, the 
facts set forth the only corporate 
activity, preferred stock is described 
in section 1504(a)(4), all transactions 
are between unrelated persons, and 
tax liabilities are disregarded. 

(ii) Tiering up earnings and prof
its. The principles of this paragraph 
(b) are illustrated by the following 
examples. 

Example 1. Tier-up and distribution of earn
ings and profits. (a) Facts. P forms S in Year I 
with a $100 contribution. S has $100 of earn
ings and profits for Year 1 and no earnings 
and profits for Year 2. During Year 2, S 
declares and distributes a $50 dividend to P. 

(b) Analysis. Under paragraph (b)(l) of this 
section, S's $tOO of earnings and profits for 
Year 1 increases P's earnings and profits for 
Year I. P has no additional earnings and 
profits for Year 2 as a result of the $50 
distribution in Year 2, because there is a $50 
increase in P's earnings and profits as a result 
of the receipt of the dividend and a corre
sponding $50 decrease in S's earnings and 
profits under section 312(a) that is reflected in 
P's earnings and profits under paragraph (b)(l) 
of this section. 

(c) Distribution of currenl earnings and 
profits. The facts are the same as in paragraph 
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(a) of this Example 1, except that S distributes 
the $50 dividend at the end of Year I rather 
than during Year 2. Under paragraph (b)(I) of 
this section, P's earnings and profits are in
creased by $100 (S's $50 of undistributed 
earnings and profits, plus P's receipt of the $50 
distribution). Thus, S's earnings and profits 
increase by $50 and P's earnings and profits 
increase by $100. 

(d) Affiliated earnings and profits. The facts 
are the same as in paragraph (a) of this 
Example I, except that P and S do not begin 
filing consolidated returns until Year 2. Be
cause P and S file separate returns for Year I, 
P's basis in S's stock remains $100 under 
§ 1.1502-32 and this section, S has $100 of 
earnings and profits, and none of S's earnings 
and profits is reflected in P's earnings and 
profits under paragraph (b) of this section. S's 
distribution in Year 2 ordinarily would reduce 
S's earnings and profits but not increase P's 
earnings and profits. (P's $50 of earnings and 
profits from the dividend would be offset by 
S's $50 reduction in earnings and profits that 
tiers up under paragraph (b) of this section.) 
However, under paragraph (b)(2) of this sec
tion, the negative adjustment for S's distribu
tion to P does not apply. Thus, S's distribution 
reduces its earnings and profits by $50 but 
increases P's earnings and profits by $50. (If 
S's earnings and profits had been accumulated 
in a separate return limitation year, paragraph 
(b)(2) of this section would not apply and the 
distribution would reduce S's earnings and 
profits but not increase P's earnings and prof
its.) 

(e) Earnings and profits deficit. Assume in
stead that after P forms S in Year I with a 
$100 contribution, S borrows additional funds 
and has a $150 deficit in earnings and profits 
for Year 1. The corresponding loss for tax 
purposes is not absorbed in Year I, and is 
included in the group's consolidated net operat
ing loss carried forward to Year 2. Under 
paragraph (b)(l) of this section, however, S's 
$150 deficit in earnings and profits decreases 
P's earnings and profits for Year 1 by $150. 
(Absorption of the loss in a later tax year has 
no effect on the earnings and profits of P and 
S.) 

Example 2. Section 355 distribution. (a) 
Facts. P owns all of S's stock and S owns all 
of T's stock. For Year 1, T has $100 of 
earnings and profits. Under paragraph (b)(l) of 
this section, the earnings and profits of T tier 
up to S and to P. Sand P have no other 
earnings and profits for Year l. S distributes 
T's stock to P at the end of Year 1 in a 
distribution to which section 355 applies. 

(b) Analysis. Because S's distribution of T's 
stock is a distribution to which section 355 
applies, the applicable principles of 
§ 1.1502-32(b)(2)(iv) do not require P's earn
ings and profits to be adjusted by reason of the 
distribution. In addition, although S's earnings 
and profits may be reduced under section 
3I2(h) as a result of the distribution, the 
applicable principles of § 1.1502-32(b)(3)(iii) 
do not require P's earnings and profits to be 
adjusted to reflect this reduction in S's earnings 
and profits. 

Example 3. Allocating earnings and profits 
among shares. P owns 80070 of S's stock 
throughout Year 1. For Year I, S has $100 of 
earnings and profits. Under paragraph (b)(l) of 
this section, $80 of S's earnings and profits is 
allocated to P based on P's ownership of S's 
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stock. Accordingly, $80 of S's earnings and 
profits for Year I is reflected in P's earnings 
and profits for Year 1. 

(c) Special rules. For purposes of 
this section-

(1) Stock of members. For pur
poses of determining P's earnings and 
profits from the disposition of S's 
stock, P's basis in S's stock is adjust
ed to reflect S's earnings and profits 
determined under paragraph (b) of 
this section, rather than under 
§ 1.1502-32. For example, P's basis 
in S's stock is increased by positive 
earnings and profits and decreased by 
deficits in earnings and profits. Simi
larly, P's basis in S's stock is not 
reduced for distributions to which 
paragraph (b)(2) of this section ap
plies (affiliated earnings and profits). 
P may have an excess loss account in 
S's stock for earnings and profits 
purposes (whether or not there is an 
excess loss account under § 1 .1502-
32), and the excess loss account is 
determined, adjusted, and taken into 
account in accordance with the princi
ples of §§ 1.1502-19 and 1.1502-32. 

(2) Intercompany transactions. 
Earnings and profits from a transac
tion to which § 1.1502-13, 
§ 1.1502-13T, § 1.1502-14, or 
§ 1.1502-14T applies are not reflect
ed before they are taken into account 
under the applicable principles of 
those sections. 

(3) Example. The principles of this 
paragraph (c) are illustrated by the 
following example. 

Example. Adjustments to stock basis. (a) 
Facts. P forms S in Year 1 with a $100 
contribution. For Year I, S has $75 of taxable 
income and $100 of earnings and profits. For 
Year 2, S has no taxable income or earnings 
and profits, and S declares and distributes a 
$50 dividend to P. P sells all of S's stock for 
$150 at the end of Year 2. 

(b) Analysis. Under paragraph (c)(I) of this 
section, P's basis in S's stock for earnings and 
profits purposes immediately before the sale is 
$150 (the $100 initial basis, plus S's $100 of 
earnings and profits for Year I, minus the $50 
distribution of earnings and profits in Year 2). 
Thus, P recognizes no gain or loss from the 
sale of S's stock for earnings and profits 
purposes. 

(c) Earnings and profits deficit. Assume in
stead that S has a $100 tax loss and earnings 
and profits deficit for Year l. The tax loss is 
not absorbed in Year 1 and is included in the 
group's consolidated net operating loss carried 
forward to Year 2. Under paragraph (b) of this 
section, S's $100 deficit in earnings and profits 
decreases P's earnings and profits for Year l. 
Under paragraph (c) of this section, P decreas
es its basis in S's stock for purposes of 
determining earnings and profits from $100 to 
$0. (If S had borrowed an additional $50 that 
it also lost in Year I, P would have decreased 

its earnings and profits for Year I by the 
additional $SO, and P would have had a $50 
excess loss account in S's stock for earnings 
and profits purposes, which would be taken 
into account in determining P's earnings and 
profits from its sale of S's stock.) 

(d) Affiliated earnings and profits. Assume 
instead that P and S do not begin filing 
consolidated returns until Year 2. Under para
graph (b) of this section, the negative adjust
ment under § I.IS02-32(b) for distributions 
does not apply to S's distribution of earnings 
and profits accumulated in a separate return 
year that is a not separate return limitation 
year. Thus, P's basis in S's stock for earnings 
and profits purposes remains $100, and P has 
$SO of earnings and profits from the sale of S's 
stock. 

(d) Federal income tax /iability
(1) In general-(i) Extension of tax 
allocations. Section 1552 allocates the 
tax liability of a consolidated group 
among its members for purposes of 
determining the amounts by which 
their earnings and profits are reduced 
for taxes. Section 1552 does not re
flect the absorption by one member 
of another member's tax attributes 
(e.g., losses, deductions and credits). 
For example, if P's $100 of income is 
offset by S's $100 of deductions, 
consolidated tax liability is $0 and no 
amount is allocated under section 
1552. However, the group may elect 
under this paragraph (d) to allocate 
additional amounts to reflect the ab
sorption by one member of the tax 
attributes of another member. Per
missible methods are set forth in 
paragraphs (d)(2) through (4) of this 
section, and election procedures are 
provided in paragraph (d)(5) of this 
section. Allocations under this para
graph (d) must be reflected annually 
on permanent records (including work 
papers). Any computations of sepa
rate return tax liability are subject to 
the principles of section 1561. 

(ii) Effect of extended tax alloca
tions. The amounts allocated under 
this paragraph (d) are treated as allo
cations of tax liability for purposes of 
§ 1. 1552-1(b)(2). For example, if P's 
taxable income is offset by S's loss, 
and tax liability is allocated under the 
percentage method of paragraph 
(d)(3) of this section, P's earnings 
and profits are reduced as if its in
come were subject to tax, P is treated 
as liable to S for the amount of the 
tax, and corresponding adjustments 
are made to S's earnings and profits. 
If the liability of one member to 
another is not paid, the amount not 
paid generally is treated as a distribu
tion, contribution, or both, depend-



ing on the relationship between the 
members. 

(2) Wait-and-see method. The wait
and-see method under this paragraph 
(d)(2) is derived from Securities and 
Exchange Commission procedures. In 
the year that a member's tax attribute 
is absorbed, the group's consolidated 
tax liability is allocated in accordance 
with the group's method under sec
tion 1552. When, in effect, the mem
ber with the tax attribute could have 
absorbed the attribute on a separate 
return basis in a later year, a portion 
of the group's consolidated tax liabil
ity for the later year that is otherwise 
allocated to members under section 
1552 is reallocated. The reallocation 
takes into account all consolidated 
return years to which this paragraph 
(d) applies (the computation period), 
and is determined by comparing the 
tax allocated to a member during the 
computation period with the mem
ber's tax liability determined as if it 
had filed separate returns during the 
computation period. 

(i) Cap on allocation under section 
1552. A member's allocation under 
section 1552 for a tax year may not 
exceed the excess, if any, of-

(A) The total of the tax liabilities 
of the member for the computation 
period (including the current year), 
determined as if the member had filed 
separate returns; over 

(B) The total amount allocated to 
the member under section 1552 and 
this paragraph (d) for the computa
tion period (except the current year). 

(ii) Reallocation of capped 
amounts. To the extent that the 
amount allocated to a member under 
section 1552 exceeds the limitation 
under paragraph (d)(2)(i) of this sec
tion, the excess is allocated among 
the remaining members in proportion 
to (but not to exceed the amount of) 
each member's excess, if any, of-

(A) The total of the tax liabilities 
of the member for the computation 
period (including the current year), 
determined as if the member had filed 
separate returns; over 

(B) The total amount allocated to 
the member under section 1552 and 
this paragraph (d) for the computa
tion period (including for the current 
year only the amount allocated under 
section 1552). 

(iii) Reallocation of excess capped 
amounts. If the reductions under 
paragraph (d)(2)(i) of this section ex-

ceed the amounts allocable under 
paragraph (d)(2)(ii) of this section, 
the excess is allocated among the 
members in accordance with the 
group's method under section 1552 
without taking this paragraph (d)(2) 
into account. 

(3) Percentage method. The per
centage method under this paragraph 
(d)(3) allocates tax liability based on 
the absorption of tax attributes, with
out taking into account the ability of 
any member to subsequently absorb 
its own tax attributes. The allocation 
under this method is in addition to 
the allocation under section 1552. 

(i) Decreased earnings and profits. 
A member's allocation under section 
1552 for any year is increased, there
by decreasing its earnings and profits, 
by a fixed percentage (not to exceed 
100%) of the excess, if any, of-

(A) The member's separate return 
tax liability for the consolidated re
turn year as determined under 
§ 1.1552-1 (a)(2)(ii); over 

(B) The amount allocated to the 
member under section 1552. 

(ii) Increased earnings and profits. 
An amount equal to the total de
crease in earnings and profits under 
paragraph (d)(3)(i) of this section (in
cluding amounts allocated as a result 
of a carryback) increases the earnings 
and profits of the members whose 
attributes are absorbed, and is allo
cated among them in a manner that 
reasonably reflects the absorption of 
the tax attributes. 

(4) Additional methods. The ab
sorption by one member of the tax 
attributes of another member may be 
reflected under any other method ap
proved in writing by the Commission
er. 

(5) Election of allocation method
(i) In general. Tax liability may be 
allocated under this paragraph (d) 
only if an election is filed with the 
group's first return. The election 
must-

(A) Be made in a separate state
ment entitled "ELECTION TO AL
LOCATE TAX LIABILITY UNDER 
§ 1. 1502-33(d)"; 

(B) State the allocation method 
elected under § 1.1502-33(d) and un
der section 1552; 

(C) If the percentage method is 
elected, state the percentage (not to 
exceed 100070) to be used; and 

(D) If a method is permitted under 
paragraph (d)(4) of this section, at-
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tach evidence of approval of the 
method by the Commissioner. 

(ii) Consent-(A) Electing or 
changing methods. An election for a 
later year, or an election to change 
methods, may be made only with the 
written consent of the Commissioner. 

(B) Prior law elections. An election 
in effect for the last tax year begin
ning before January 1, 1995, remains 
in effect under this section. However, 
a group may elect to conform its 
earnings and profits computations to 
the method described in § 1.1502-
32(b)(3)(iv)(D) (the percentage meth
od, using a 100% allocation), whether 
or not it has previously made an 
election for earnings and profits pur
poses. If a conforming election is 
made, the group must make all ad
justments necessary to prevent 
amounts from being duplicated or 
omitted. The conforming election is 
made by attaching a statement enti
tled "ELECTION TO CONFORM 
TAX ALLOCATIONS UNDER 
§§ 1.1502-32 and 1.1502-33(d)" to 
the consolidated group's return for its 
first tax year beginning on or after 
January 1, 1995. The statement must 
be signed by the common parent, and 
must specify whether the method is 
conformed only for years beginning 
on or after January 1, 1995 or as if 
the method were in effect for all prior 
years. The statement must also de
scribe the adjustments made by rea
son of the change (e.g., to reflect 
prior use of earnings and profits). 

(6) Examples. The principles of 
this paragraph (d) are illustrated by 
the following examples. 

Example 1. Wait-and-see method. (a) Facts. 
P owns all of the stock of S I and S2. The P 
group uses the wait-and-see method of alloca
tion under paragraph (d)(2) of this section in 
conjunction with § 1.1552-I(a)(I). For Year I, 
each member's taxable income, both for pur
poses of § 1.1552-I(a)(1) and redetermined as 
if the member had filed separate returns, is as 
follows: P $0, SI $2,000, and S2 ($1,000). 
Thus, the P group's consolidated tax liability 
for Year I is $340 (assuming a 34070 tax rate). 

(b) Analysis. Under § I. I 552-I(a)(l)(i), the 
tax liability of the P group is allocated among 
the members in accordance with the portion of 
the consolidated taxable income attributable to 
each member having taxable income. Thus, all 
of the P group's $340 consolidated tax liability 
is allocated to SI. As a result, SI decreases its 
earnings and profits under section 1552 by $340 
(even if SI does not pay the tax liability). No 
further allocations are made under paragraph 
(d)(2) of this section because S2 cannot yet 
absorb its loss on a separate return basis. 

(c) Payment of tax liability. If SI pays the 
$340 tax liability, there is no further effect on 
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the income, earnings and profits, or stock basis 

of any member. If P pays the $340 tax liability 

(and the payment is not a loan from P to 51), 

P is treated as making a $340 contribution to 

the capital of 51; if 52 pays the $340 tax 

liability (and the payment is not a loan from 52 

to 51), 52 is treated as making a $340 distribu

tion to P with respect to its stock, and P is 

treated as making a $340 contribution to the 

capital of 51. 5ee § 1.1552-1fb)(2). 

(d) Year 2. For Year 2, each member's 

taxable income, under § I.J 552-1 (a)(1 )(ii) and 

redetermined as if the member had filed sepa

rate returns, without taking into account any 

carryover from Year I, is as follows: P $0, 51 

$1,000, and 52 $3,000. Thus, the P group's 

consolidated tax liability for Year 2 is $1,360 

(assuming a 34% tax rate). Of this amount, 

section 1552 would allocate $340 to 51 and 

$1,020 to 52. However, under paragraph 

(d)(2)(i) of this section, no more than $680 may 

be allocated to 52. This is because 52 would 

have had an aggregate tax liability of $680 if it 

had filed separate returns for Years 1 and 2 (a 

$0 tax liability for Year I, and a $680 tax 

liability for Year 2, taking into account a 

$1,000 net operating loss carryover from Year 

1). Under paragraph (d)(2)(ii) of this section, 

the entire excess of $340 which would otherwise 

be allocated to 52 under § 1.I552-1(a)(I) is 

allocated to 51. This is because 51 would have 

had an additional $340 of aggregate tax liabili

ty if it had filed separate returns for Years 1 

and 2 (a $680 tax liability for Year I, and a 

$340 tax liability for Year 2, not taking into 

account 52's $1,000 net operating loss for Year 

1). The effect of the allocation of $680 to 51 

and $680 to 52 is determined under 

§ 1.1552-I(b)(2). 

Example 2. Percentage method. (a) Facts. 

The facts are the same as in Example I, but the 

P group uses the percentage method of alloca

tion under paragraph (d)(3) of this section, 

with a percentage of 1001170. In addition, the 

taxable incomes and losses of the members are 

the same if computed as provided in 

§ I. 1552-1(a)(2)(ii). 

(b) Analysis. Under § 1. I 552-1(a)(2)(ii), 

$340 of tax liability is allocated to 51 for Year 

I. Under paragraph (d)(3)(i) of this section, 51 

is allocated another $340 of tax liability be

cause 51 would have had a $680 tax liability if 

it had filed separate returns but only $340 is 

allocated to 51 under section 1552. Thus, 51's 

earnings and profits are decreased by the $680 

total. Under paragraph (d)(3)(ii) of this section, 

52's earnings and profits are increased by $340 

because the additional $340 allocated to 5 I 

under paragraph (d)(3)(i) of this section is 

attributable to the absorption of 52's losses. 

(c) Payment of tax liability. If 51 pays the 

$340 tax liability of the P group and pays $340 

to 52, the Year I tax liability results in no 

further adjustments to the income, earnings 

and profits, or basis of any member's stock. If 

51 pays the $340 tax liability of the P group 

and pays the other $340 to P instead of 52 

because, for example, of an agreement among 

the members, 52 is treated as distributing $340 

to P with respect to its stock in the year that 

51 makes the payment to P. 5ee § 1.1552-
l(b)(2). 

(d) Year 2. For Year 2, $340 is allocated to 

5 I and $1,020 is allocated to 52 under section 

1552. No additional amounts are allocated 

under paragraph (d)(3) of this section. 
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(e) Deconsolidations-(1) In gener
al. Immediately before it becomes a 

nonmember, S's earnings and profits 

are eliminated to the extent they were 

taken into account by any member 

under this section. If S's earnings and 

profits are eliminated under this para
graph (e)(l), no corresponding adjust

ment is made to the earnings and 

profits of P (or any other member) 

under paragraph (b) of this section or 

to any basis in a member's stock 
under paragraph (c) of this section. 

For this purpose, S is treated as 

becoming a nonmember on the first 

day of its first separate return year 
(including another group's consolidat

ed return year). 
(2) Acquisition oj group-(i) Ap

plication. This paragraph (e)(2) ap

plies 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 ei
ther the assets of the common parent 
of the terminating group in a reorga

nization described in section 

381 (a)(2), or the stock of the common 
parent of the terminating group; or 

(B) The application of the princi
ples of § 1.1502-75(d)(2) or (d)(3). 

(ii) General rule. Paragraph (e)(l) 
of this section does not apply solely 
by reason of the termination of a 
group because it is acquired, if there 

is a surviving group that is, immedi
ately thereafter, a consolidated group. 
Instead, the surviving group is treated 
as the terminating group for purposes 

of applying this paragraph (e) to the 
terminating group. This treatment 
does not apply, however, to members 

of the terminating group that are not 
members of the surviving consolidat
ed group immediately after the termi
nating group ceases to exist (e.g., 
under section 1504(a)(3) relating to 
reconsolidation, or section 1504(c) re
lating to includible insurance compa
nies). 

(3) Certain corporate separations 
and reorganizations. The adjustments 
under paragraph (e)(l) of this section 

must be modified to the extent neces
sary to effectuate the principles of 
section 312(h). Thus, P's earnings 
and profits rather than S's earnings 

and profits may be eliminated imme
diately before S becomes a non
member. P's earnings and profits are 
eliminated to the extent that its earn

ings and profits reflect S's earnings 

and profits after applying section 

312(h) immediately after S becomes a 

nonmember (determined without tak

ing this paragraph (e) into account). 

(4) Special uses oj earnings and 
profits. Paragraph (e)(l) of this sec

tion does not apply for purposes of 

determining-
(i) The extent to which a distribu

tion is charged to reserve accounts 

under section 593(e); 
(ii) The extent to which a distribu

tion is taxable to the recipient under 

sections 805(a)(4) and 832; and 
(iii) Any other special use identi

fied in guidance published in the 

Internal Revenue Bulletin. 
(5) Example. The principles of this 

paragraph (e) are illustrated by the 

following example. 
Example. (a) Facts. Individuals A and B own 

all of P's stock, and P owns all of the stock of 

5 and T, each with a $500 basis. For Year I, 5 

has $100 of earnings and profits and T has $50 

of earnings and profits. Under paragraph (b)(I) 

of this section, the earnings and profits of 5 

and T tier up to P, and P has $150 of earnings 

and profits for Year 1. P sells all of 5's stock 

for $600 at the close of Year 1. 

(b) Analysis. Under paragraph (e)(I) of this 

section, 5's $100 of earnings and profits is 

eliminated immediately before 5 becomes a 

nonmember because the earnings and profits 

are taken into account under paragraph (b) of 

this section in P's earnings and profits. Howev

er, no corresponding adjustment is made to P's 

earnings and profits or to P's basis in S's stock 

for purposes of earnings and profits. P's earn

ings and profits for Year 1 remain $150 follow

ing the sale of 5's stock. 

(c) Forward merger. The facts are the same 

as in paragraph (a) of this Example, except 

that, rather than P selling 5's stock, 5 merges 

into a nonmember in a transaction described in 

section 368(a)(2)(D). Under paragraph (h) of 

this section, the nonmember is treated as a 

successor to S. Thus, as in paragraph (b) of 

this Example, 5's $100 of earnings and profits 

is eliminated immediately before 5 ceases to be 

a member. 
(d) Acquisition of entire group. The facts 

are the same as in paragraph (a) of this 

Example, except that X, the common parent of 

another consolidated group, purchases all of 

P's stock at the close of Year I, and P sells 5's 

stock during Year 3. Under paragraph (e)(2) of 

this section, the earnings and profits of 5 and 

T are not eliminated as a result of X purchas

ing P's stock. However, 5's earnings and 

profits from consolidated return years of both 

the P group and the X group are eliminated 

immediately before 5 becomes a nonmember of 

the X group. 
(e) Earnings and profits deficit. The facts 

are the same as in paragraph (d) of this 

Example, except that 5 has a $550 deficit in 

earnings and profits for Year 1. The effect of 

paragraph (e)(l) of this section is the same. 

Under paragraph (c)(l) of this section, P would 

have an excess loss account in 5's stock for 

earnings and profits purposes under the princi

ples of §§ 1.1502-19 and \.1502-32, and, un

der the principles of § 1.l502-J9(c)(2), the 



excess loss account is not taken into account as 
a result of X's purchase of P's stock. Under 
paragraph (e)(2) of this section, S's deficit is 
not eliminated under paragraph (e)(I) of this 
section immediately before X's purchase of P's 
stock. However, S's earnings and profits (or 
deficit) is eliminated immediately before S be
comes a nonmember of the X group. 

(f) Section 355 distribution. The facts are the 
same as in paragraph (a) of this Example, 
except that, rather than selling S's stock, P 
distributes S's stock to A at the close of Year 1 
in a distribution to which section 355 applies. 
Under paragraph (e)(3) of this section, P's 
earnings and profits may be reduced under 
section 312(h) as a result of the distribution. 
To the extent that P's earnings and profits are 
reduced, S's earnings and profits are not elimi
nated under paragraph (e)(I) of this section. 

(f) Changes in the structure of the 
group-(l) Changes in the common 
parent-(i) General rule. If P suc
ceeds another corporation under the 
principles of § 1.1502-75(d)(2) or (3) 
as the common parent of a consoli
dated group (a group structure 
change), the earnings and profits of P 
are adjusted immediately after P be
comes the new common parent to 
reflect the earnings and profits of the 
former common parent immediately 
before the former common parent 
ceases to be the common parent. The 
adjustment is made as if P succeeds 
to the earnings and profits of the 
former common parent in a transac
tion described in section 381(a). See 
§ 1.1502-31 for the basis of the stock 
of members following a group struc
ture change. 

(ii) Minority shareholders. If the 
former common parent's stock is not 
wholly owned by members of the 
consolidated group immediately after 
the former common parent ceases to 
be the common parent, appropriate 
adjustments must be made to reflect 
in the new common parent only an 
allocable part of the former common 
parent's earnings and profits. 

(iii) Higher-tier members. To the 
extent that earnings and profits are 
adjusted under this paragraph (f)(l), 
and the former common parent is 
owned by members other than P, the 
earnings and profits of the intermedi
ate subsidiaries must be adjusted in 
accordance with the principles of this 
section. 

(iv) Example. The principles of this 
paragraph (f)(l) are illustrated by the 
following example. 

Example. (a) Facts. X is the common parent 
of a consolidated group with $100 of earnings 
and profits, and P is the common parent of 
another consolidated group with $20 of earn
ings and profits. P acquires all of X's stock at 

the close of Year I in exchange for 70fIJo of P's 
stock. The exchange is a reverse acquisition 
under § 1.1502-75(d)(3), and the X group is 
treated as remaining in existence with P as its 
new common parent. 

(b) Adjustments for X group earnings and 
profits. Under paragraph ([)(1) of this section. 
P's earnings and profits are adjusted immedi
ately after P becomes the new common parent, 
to reflect X's $ 100 of earnings and profits 
immediately before X ceases to be the common 
parent. The adjustment is made as if P suc
ceeds to X's earnings and profits in a transac
tion described in section 381(a). Thus, immedi
ately after the acquisition. P has $120 of 
accumulated earnings and profits and X contino 
ues to have $100 of accumulated earnings and 
profits. 

(c) Adjustments for P group earnings and 
profits. Although the P group terminates on 
P's acquisition of X's stock. under paragraph 
(e)(2) of this section, no adjustments are made 
to the earnings and profits of any subsidiaries 
in the terminating P group. 

(d) Acquisition of separate return corpora
tion. The facts are the same as in paragraph (a) 
of this Example, except that, immediately be
fore the acquisition of its stock by p. X is not 
affiliated with any other corporation. The ex
change is a reverse acquisition under 
§ 1.1502-75(d)(3), and P is treated as the 
common parent of the X group. Consequently. 
the results are the same as in paragraphs (b) 
and (c) of this Example. 

(2) Change in the location of sub
sidiaries. If the location of a member 
within a group changes, appropriate 
adjustments must be made to the 
earnings and profits of the members 
to prevent the earnings and profits 
from being eliminated. For example, 
if P transfers all of S's stock to 
another member in a transaction to 
which section 351 and § 1.1502-13 
apply, the transferee's earnings and 
profits are adjusted immediately after 
the transfer to reflect S's earnings 
and profits immediately before the 
transfer from consolidated return 
years. On the other hand, if the 
transferee purchases S's stock from 
P, the transferee's earnings and prof
its are not adjusted. 

(g) Anti-avoidance rule. If any per
son acts with a principal purpose 
contrary to the purposes of this sec
tion, to avoid the effect of the rules 
of this section or apply the rules of 
this section to avoid the effect of any 
other provision of the consolidated 
return regulations, adjustments must 
be made as necessary to carry out the 
purposes of this section. 

(h) Predecessors and successors. 
For purposes of this section, any 
reference to a corporation or to a 
share includes a reference to a succes
sor or predecessor as the context may 
require. A corporation is a successor 
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if its earnings and profits are deter
mined, directly or indirectly, in whole 
or in part, by reference to the earn
ings and profits of another corpora
tion (the predecessor). A share is a 
successor if its basis is determined, 
directly or indirectly, in whole or in 
part, by reference to the basis of 
another share (the predecessor). 

(i) [Reserved] 
(j) Effective date-(l) General rule. 

This section applies with respect to 
determinations of the earnings and 
profits of a member (e.g., for pur
poses of a characterizing a distribu
tion to which section 301 applies) in 
consolidated return years beginning 
on or after January 1, 1995. If this 
section applies, earnings and profits 
must be determined or redetermined 
as if this section were in effect for all 
years (including, for example, the 
consolidated return years of another 
consolidated group to the extent the 
earnings and profits from those years 
are stilI reflected). For example, if a 
distribution by P to a nonmember 
shareholder in 1990 was a dividend 
because of an unabsorbed loss carry
over attributable to S, P's earnings 
and profits in tax years beginning 
after January 1, 1995 are redeter
mined by taking into account a nega
tive adjustment in the tax year S's 
loss arose and in 1990 for P's distri
bution, and any subsequent absorp
tion of the loss has no effect on 
earnings and profits. Any such deter
mination or redetermination does not, 
however, affect any prior period. 
Thus, the shareholder's treatment in 
1990 of the distribution as a dividend 
(and the effect of the distribution on 
stock basis) is not redetermined under 
this section. 

(2) Dispositions of stock before ef
fective date-(i) In general. If P dis
poses of stock of S in a consolidated 
return year beginning before January 
1, 1995, the amount of P's earnings 
and profits with respect to S are not 
redetermined under paragraph (j)(1) 
of this section. See § 1.1502-19 as 
contained in the 26 CFR part 1 edi
tion revised as of April 1, 1994 for 
the definition of disposition, and 
paragraph (j)(5) of this section for the 
rules applicable to such dispositions. 

(ii) Lower-tier members. Although 
P disposes of S's stock in a tax year 
beginning before January 1, 1995, S's 
determinations or adjustments with 
respect to lower-tier members with 

1994-2 C.B. 235 



Section 1502 
which it continues to file a consoli
dated return are redetermined in ac
cordance with the rules of this section 
(even if S's earnings and profits were 
previously taken into account by P). 
For example, assume that P owns all 
of S's stock, S owns all of T's stock, 
and T owns all of U's stock. If S sells 
80070 of T's stock in a tax year 
beginning before January I, 1995 (the 
effective date), the amount of S's 
earnings and profits from the sale, 
and the adjustments to stock basis for 
earnings and profits purposes that are 
reflected in that amount, are not 
redetermined if P sells S's stock after 
the effective date. If S sells the re
maining 20070 of T's stock after the 
effective date, S's stock basis adjust
ments with respect to that T stock are 
also not redetermined because T be
came a nonmember before the effec
tive date. However, if T and U con
tinue to file a consolidated return 
with each other, paragraph (e)(1) of 
this section did not apply, and T sells 
U's stock after the effective date, T's 
earnings and profits with respect to U 
are redetermined (even though some 
of the earnings and profits may have 
been taken into account by S in its 
prior sale of T's stock before the 
effective date). 

(iii) Deferred amounts. For pur
poses of this paragraph (j)(2), a dis
position does not include a transac
tion to which § 1.1502-13, § 1.1502-
13T, § 1.1502-14, or § 1.1502-14T 
applies. Instead, the transaction is 
deemed to occur as the earnings and 
profits (if any) are taken into ac
count. 

(3) Deconsolidations and group 
structure changes-(i) In general. 
Paragraphs (e) and (f) of this section 
apply with respect to deconsolidations 
and group structure changes occur
ring in consolidated return years be
ginning on or after January I, 1995. 

(ii) Prior period group structure 
changes. If there was a group struc
ture change in a consolidated return 
year beginning before January I, 
1995, and earnings and profits were 
not determined under § 1.1502-
33T(a) as contained in the 26 CFR 
part I edition revised as of April I, 
1994, a distribution in a tax year 
ending after September 7, 1988, of 
earnings and profits that are not re
flected in the earnings and profits of 
the distributee member, but would 
have been so reflected if § 1.1502-
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33T(a) as contained in the 26 CFR 
part I edition revised as of April 1, 
1994 had applied, the negative adjust
ment under paragraph (b) of this 
section for distributions does not ap
ply (and there is therefore no offset 
to the increase in the earnings and 
profits of the distributee). 

(4) Deemed dividend elections. If 
there is a deemed distribution and 
recontribution pursuant to § 1.1502-
32(f)(2) as contained in the 26 CFR 
part 1 edition revised as of April I, 
1994 in a consolidated return year 
beginning before January I, 1995, the 
deemed distribution and recontribu
tion under the election are treated as 
an actual distribution by Sand recon
tribution by P as provided under the 
election. 

(5) Prior law. For prior determina
tions, see prior regulations under sec
tion 1502 as in effect with respect to 
the determination. See, e.g., 
§§ 1.1502-33 and 1.1502-33T as con
tained in the 26 CFR part I edition 
revised as of April 1, 1994. 

§ 1.1502-33T [Removed]. 

Par. 16. Section 1.1502-33T is re
moved. 

Par. 17. Section 1.1502-75 is 
amended by revising the first sentence 
of paragraph (d)(l) to read as fol
lows: 

§ 1.1502-75 Filing of consolidated 
returns. 

* * * * * 
(d) * * * 
(I) * * * A group remains in exist

ence for a tax year if the common 
parent remains as the common parent 
and at least one subsidiary that was 
affiliated with it at the end of the 
prior year remains affiliated with it at 
the beginning of the year, whether or 
not one or more corporations have 
ceased to be subsidiaries at any time 
after the group was formed. * * * 

* * * * * 
Par. 18. Section 1.1502-76 is 

amended by: 
I. Revising paragraph (b). 
2. Removing paragraph (d). 
3. The revision reads as follows: 

§ 1.1502-76 Taxable year of members 
of group. 

* * * * * 
(b) Items included in the consoli

dated return-( I) General ru/es-(i) 

In general. A consolidated return 
must include the common parent's 
items of income, gain, deduction, 
loss, and credit for the entire consoli
dated return year, and each subsid
iary's items for the portion of the 
year for which it is a member. If the 
consolidated return includes the items 
of a corporation for only a portion of 
its tax year determined without taking 
this section into account, items for 
the portion of the year not included 
in the consolidated return must be 
included in a separate return (includ
ing the consolidated return of another 
group). The rules of this paragraph 
(b) must be applied to prevent the 
duplication or elimination of the cor
poration's items. 

(ii) The day a corporation becomes 
or ceases to be a member-(A) End 
of the day rule. If a corporation (S) 
becomes or ceases to be a member 
during a consolidated return year, it 
becomes or ceases to be a member at 
the end of the day on which its status 
as a member changes, and its tax year 
ends for all Federal income tax pur
poses at the end of that day. Appro
priate adjustments must be made if 
another provision of the Internal Rev
enue Code or the regulations thereun
der contemplates the event occurring 
before or after S's change in status. 
For example, S's items restored under 
§ 1.1502-13 immediately before it be
comes a nonmember are taken into 
account in determining the basis of 
S's stock under § 1.1502-32. On the 
other hand, if a section 338(g) elec
tion is made in connection with S 
becoming a member, the deemed as
set sale under that section takes place 
before S becomes a member. See 
§ 1.338-1(e)(5) (deemed sale excluded 
from purchasing corporation's con
solidated return.) 

(B) Next day rule. If, on the day 
of S's change in status as a member, 
a transaction occurs that is properly 
allocable to the portion of S's day 
after the event resulting in the 
change, S and all persons related to S 
under section 267(b) immediately af
ter the event must treat the transac
tion for all Federal income tax pur
poses as occurring at the beginning of 
the following day. A determination as 
to whether a transaction is properly 
allocable to the portion of S's day 
after the event will be respected if it 
is reasonable and consistently applied 
by all affected persons. In determin-



ing whether an allocation is reason
able, the following factors are among 
those to be considered-

(1) Whether income, gain, deduc
tion, loss, and credit are allocated 
inconsistently (e.g., to maximize a 
seller's stock basis adjustments under 
§ 1.1502-32); 

(2) If the item is from a transac
tion with respect to S stock, whether 
it reflects ownership of the stock 
before or after the event (e.g., if a 
member transfers encumbered land to 
nonmember S in exchange for addi
tional S stock in a transaction to 
which section 351 applies and the 
exchange results in S becoming a 
member of the consolidated group, 
the applicability of section 357(c) to 
the exchange must be determined un
der § 1. 1502-80( d) by treating the 
exchange as occurring after the event; 
on the other hand, if S is a member 
but has a minority shareholder and 
becomes a nonmember as a result of 
its redemption of stock with appreci
ated property, S's gain under section 
311 is treated as from a transaction 
occurring before the event); 

(3) Whether the allocation is incon
sistent with other requirements under 
the Internal Revenue Code (e.g., if a 
section 338(g) election is made in 
connection with a group's acquisition 
of S, the deemed asset sale must take 
place before S becomes a member 
and S's gain or loss with respect to its 
assets must be taken into account by 
S as a nonmember); and 

(4) Whether other facts exist, such 
as a prearranged transaction or multi
ples changes in S's status, indicating 
that the transaction is not properly 
allocable to the portion of S's day 
after the event resulting in S' s 
change. 

(C) Successor corporations. For 
purposes of this paragraph (b)(1)(ii), 
any reference to a corporation in
cludes a reference to a successor or 
predecessor as the context may re
quire. A corporation is a successor if 
the basis of its assets is determined, 
directly or indirectly, in whole or in 
part, by reference to the basis of the 
assets of another corporation (the 
predecessor). For example, if a mem
ber forms S, S is treated as a member 
from the beginning of its existence. 

(iii) Group structure changes. If 
the common parent ceases to be the 
common parent but the group re
mains in existence, adjustments must 

be made in accordance with the prin
ciples of § 1.1502-75(d)(2) and (3). 

(2) Determination of items includ
ed in separate and consolidated re
turns-(i) In general. The returns for 
the years that end and begin with S 
becoming (or ceasing to be) a member 
are separate tax years for all Federal 
income tax purposes. The returns are 
subject to the rules of the Internal 
Revenue Code applicable to short pe
riods, as if S ceased to exist on 
becoming a member (or first existed 
on becoming a nonmember). For ex
ample, cost recovery deductions un
der section 168 must be allocated for 
short periods. On the other hand, 
annualization under section 443 is not 
required of S solely because it has a 
short year as a result of becoming a 
member. (Similarly, section 443 ap
plies with respect to a consolidated 
return only to the extent that the 
group's return is for a short period 
and section 443 applies without tak
ing this paragraph (b) into account.) 

(ii) Ratable allocation of a year's 
items-(A) Application. Although the 
periods ending and beginning with S's 
change in status are different tax 
years, items (other than extraordinary 
items) may be ratably allocated be
tween the periods if-

(1) S is not required to change its 
annual accounting period or its meth
od of accounting as a result of its 
change in status (e.g., because its 
stock is sold between consolidated 
groups that have the same annual 
accounting periods); and 

(2) An irrevocable ratable alloca
tion election is made under paragraph 
(b )(2)(ii)(D) of this section. 

(B) General rule-(1) Allocation 
within original year. Under a ratable 
allocation election, paragraph (b )(2) 
of this section applies by allocating to 
each day of S's original year (S's tax 
year determined without taking this 
section into account) an equal portion 
of S's items taken into account in the 
original year, except that extraordi
nary items must be allocated to the 
day that they are taken into account. 
All persons affected by the election 
must take into account S's extraordi
nary items and the ratable allocation 
of S's remaining items in a manner 
consistent with the election. 

(2) Items to be allocated. Under 
ratable allocation, the items to be 
allocated and their timing, location, 
character, and source are generally 
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determined by treating the original 
year as a single tax year, and the 
items are not subject to the rules of 
the Internal Revenue Code applicable 
to short periods (unless the original 
year is a short period). However, the 
years ending and beginning with S's 
change in ~Latus are treated as differ
ent tax years (and as short periods) 
with respect to any item carried to or 
from these years (e.g., a net operating 
loss carried under section 172) and 
with respect to the application of 
section 481. 

(3) Multiple applications. If this 
paragraph (b) applies more than once 
with respect to an original year, ad
justments must be made in accord
ance with the principles of this para
graph (b). For example, if S becomes 
a member of two different consolidat
ed groups during the same original 
year and ratable allocation is elected 
with respect to both groups, ratable 
allocation is generally determined for 
both groups by treating the original 
year as a single tax year; however, if 
ratable allocation is elected only with 
respect to the first group, the ratable 
allocation is determined by treating 
the original year as a short period 
that does not include the period that 
S is a member of the second group. 
Ratable allocation is not a method of 
accounting, and ratable allocation 
with respect to one application of this 
paragraph (b) to S does not require 
ratable allocation to be subsequently 
applied with respect to S. 

(C) Extraordinary items. An ex
traordinary item is-

(1) Any item from the disposition 
or abandonment of a capital asset as 
defined in section 1221 (determined 
without the application of any other 
rules of law); 

(2) Any item from the disposition 
or abandonment of property used in 
a trade or business as defined in 
section 1231(b) (determined without 
the application of any holding period 
requirement); 

(3) Any item from the disposition 
or abandonment of an asset described 
in section 1221(1), (3), (4), or (5), if 
substantially all the assets in the same 
category from the same trade or busi
ness are disposed of or abandoned in 
one transaction (or series of related 
transactions ); 

(4) Any item from assets disposed 
of in an applicable asset acquisition 
under section 1060(c); 
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(5) Any item carried to or from 

any portion of the original year (e.g., 
a net operating loss carried under 
section 172), and any section 481 (a) 
adjustment; 

(6) The effects of any change in 
accounting method initiated by the 
filing of the appropriate form after 
S's change in status; 

(7) Any item from the discharge or 
retirement of indebtedness (e.g., can
cellation of indebtedness income or a 
deduction for retirement at a premi
um); 

(8) Any item from the settlement 
of a tort or similar third-party liabili
ty; 

(9) Any compensation-related de
duction in connection with S's change 
in status (including, for example, de
ductions from bonus, severance, and 
option cancellation payments made in 
connection with S's change in status); 

(10) Any dividend income from a 
nonmember that S controls within the 
meaning of section 304 at the time 
the dividend is taken into account; 

(11) Any deemed income inclusion 
from a foreign corporation, or any 
deferred tax amount on an excess 
distribution from a passive foreign 
investment company under section 
1291; 

(12) Any interest expense allocable 
under section 172(h) to a corporate 
equity reduction transaction causing 
this paragraph (b) to apply; 

(13) Any credit, to the extent it 
arises from activities or items that are 
not ratably allocated (e.g., the reha
bilitation credit under section 47, 
which is based on placement in ser
vice); and 

(14) Any item which, in the opin
ion of the Commissioner, would, if 
ratably allocated, result in a substan
tial distortion of income in any con
solidated return or separate return in 
which the item is included. 

(D) Election. The election to rat
ably allocate items under this para
graph (b )(2)(ii) must be made in a 
separate statement entitled "THIS IS 
AN ELECTION UNDER 
§ 1.1502-76(b)(2)(ii) TO RATABLY 
ALLOCATE THE YEAR'S ITEMS 
OF [insert name and employer identi
fication number of the member]." 
The statement must be signed by the 
member and by the common parent 
of each affected group, and must be 
filed with the returns including the 
items for the years ending and begin-
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ning with S's change in status. If two 
or more members of the same consol
idated group, as a consequence of the 
same plan or arrangement, cease to 
be members of that group and remain 
affiliated as members of another con
solidated group, an election under 
this paragraph (b )(2)(ii)(D) may be 
made only if it is made by each such 
member. The statement must provide 
all of the following: 

(1) Identify the extraordinary 
items, their amounts, and the sepa
rate or consolidated returns in which 
they are included. 

(2) Identify the aggregate amount 
to be ratably allocated, and the por
tion of the amount included in the 
separate and consolidated returns. 

(3) Include the name and employer 
identification number of the common 
parent (if any) of each group that 
must take the items into account. 

(iii) Ratable allocation of a 
month's items. If ratable allocation 
under paragraph (b )(2)(ii) of this sec
tion is not elected (e.g., because S is 
required to change its annual ac
counting period), this paragraph 
(b)(2)(iii) may be applied to ratably 
allocate only S's items taken into 
account in the month of its change in 
status, but only if the allocation is 
consistently applied by all affected 
persons. The ratable allocation is 
made by applying the principles of 
paragraph (b)(2)(ii) of this section 
under any reasonable method. For 
example, S may close its books both 
at the end of the preceding month 
and at the end of the month of the 
change, and allocate only its items 
(other than extraordinary items) from 
the month of the change. See para
graph (b)(1 )(ii)(B) of this section for 
factors to be considered in determin
ing whether the method is reasonable. 

(iv) Taxes. To the extent properly 
taken into account during the mem
ber's tax year (determined without the 
application of this paragraph (b», 
Federal, state, local, and foreign tax
es are allocated under paragraph 
(b )(2) of this section on the basis of 
the items or activities to which the 
taxes relate. Thus, income tax is allo
cated based on the inclusion of the 
income (determined under the princi
ples of this paragraph (b» to which 
the tax relates. For example, if a 
calendar-year domestic corporation 
has $100 of foreign source dividend 
income (determined in accordance 

with United States tax accounting 
principles but without taking this 
paragraph (b) into account) that is 
passive income for purposes of sec
tion 904, and $60 of the income is 
allocated under this paragraph (b) to 
the period of the calendar year after 
it becomes a member of a consolidat
ed group, then 60070 of the corpora
tion's deemed paid foreign tax credit 
associated with its dividend income 
for the calendar year is taken into 
account in computing the group's 
passive basket consolidated foreign 
tax credit. Similarly, property taxes 
relate to the ownership of property 
and are allocated over the period that 
the property is owned. This para
graph (b)(2)(iv) applies without regard 
to any determination or allocation by 
another taxing jurisdiction. 

(v) Passthrough entities-(A) In 
general. If S is a partner in a partner
ship or an owner of a similar interest 
with respect to which items of the 
entity are taken into account by S, S 
is treated, solely for purposes of de
termining the year to which the ent
ity's items are allocated under para
graph (b )(2) of this section, as selling 
or exchanging its entire interest in the 
entity immediately before S's change 
in status. 

(B) Treatment as a conduit. For 
purposes of this paragraph (b )(2), if a 
member (together with other mem
bers) would be treated under section 
318(a)(2) as owning an aggregate of 
at least 50070 of any stock owned by 
the pass through entity, the method 
that is used to determine the inclusion 
of the entity's items in the consolidat
ed or separate return must be the 
same method that is used to deter
mine the inclusion of the member's 
items in the consolidated or separate 
return. 

(C) Exception for certain foreign 
entities. This paragraph (b)(2)(v) does 
not apply to any foreign corporation 
generating the deemed inclusion of 
income, or to any passive foreign 
investment company generating a de
ferred tax amount on an excess distri
bution under section 1291. 

(3) Anti-avoidance rule. If any per
son acts with a principal purpose 
contrary to the purposes of this para
graph (b), to substantially reduce the 
Federal income tax liability of any 
person, adjustments must be made as 
necessary to carry out the purposes of 
this section. 



(4) Examples. For purposes of the 
examples in this paragraph (b), unless 
otherwise stated, P and X are com
mon parents of calendar-year consoli
dated groups, P owns all of the only 
class of T's stock, T owns no stock 
of lower-tier members, all persons use 
the accrual method of accounting, the 
facts set forth the only corporate 
activity, all transactions are between 
unrelated persons, tax liabilities are 
disregarded, and any election required 
under paragraph (b)(2) of this section 
is properly made. The principles of 
this paragraph (b) are illustrated by 
the following examples. 

Example 1. 1tems allocated between consoli
dated and separate returns. (a) Facts. P and S 
are the only members of the P group. P sells 
all of S's stock to individual A, and S becomes 
a nonmember on July I of Year 2. 

(b) Analysis. Under paragraph (b)(l) of this 
section, the P group's consolidated return for 
Year 2 includes P's income for the entire tax 
year and S's income for the period from 
January 1 to June 30, and S must file a 
separate return for the period from July 1 to 
December 31. 

(c) Acquisition of another subsidiary before 
end of tax year. The facts are the same as in 
paragraph (a) of this Example 1, except that P 
acquires all the stock of T (which filed a 
separate return for its year ending on Novem
ber 30 of Year 1) and T becomes a member on 
August I of Year 2. Under § 1.1S02-7S(d) and 
paragraph (b)(I) of this section, the P group's 
consolidated return for Year 2 includes P's 
income for the entire year, S's income from 
January 1 to June 30, and T's income from 
August 1 to December 31. S must file a 
separate return that includes its income from 
July 1 to December 31, and T must file a 
separate return that includes its income from 
December 1 of Year 1 to July 31 of Year 2. (If 
P had acquired T after December 31, the P 
group that included S is a different group from 
the P group that includes T, and, for example, 
the P group that includes T must make a 
separate election under section IS01 and 
§ 1.1S02-7S if consolidated returns are to be 
filed.) 

Example 2. Group structure change. (a) 
Facts. P owns all of the stock of Sand T. 
Shortly after the beginning of Year I, P merges 
into T in a reorganization described in section 
368(a)(I)(A) (and in section 368(a)(I)(D», and 
P's shareholders receive T's stock in exchange 
for all of P's stock. The P group is treated 
under § 1.l502-7S(d)(2)(ii) as remaining in ex
istence with T as its common parent. 

(b) Analysis. Under paragraph (b)(I) of this 
section, the P group's return must include the 
common parent's items for the entire consoli
dated return year and, if the common parent 
ceases to be the common parent but the group 
remains in existence, appropriate adjustments 
must be made. Consequently, although P did 
not exist for all of Year I, P's items for the 
portion of Year 1 ending with the merger are 
treated as the items of the common parent that 
must be included in the P group's return for 
Year 1. 

(c) Reverse acquisition. Assume instead that 
X acquires all of P's assets in exchange for 

more than 50070 of X's stock in a reorganiza
tion described in section 368(a)(\ )(D). The 
reorganization constitutes a reverse acquisition 
under § I.1502-75(d)(3), with the X group 
terminating and the P group surviving with X 
as its common parent. Consequently, P's items 
for the portion of Year 1 ending with the 
acquisition are treated as the items of the 
common parent that must be included in the P 
group's return for Year I, and X's items are 
treated for purposes of paragraph (b)(l) of this 
section as the items of a subsidiary included in 
the P group's return for the portion of Year I 
for which X is a member. 

Example 3. Ratable allocation. (a) Facts. P 
sells all of T's stock to X, and T becomes a 
nonmember on July 1 of Year 1. T engages in 
the production and sale of merchandise 
throughout Year 1 and is required to use 
inventories. The sale is treated as causing T's 
tax year to end on June 30, and the periods 
beginning and ending with the sale are treated 
as two tax years for Federal income tax pur
poses. 

(b) Analysis. If ratable allocation under 
paragraph (b)(2)(ii) of this section is not elect
ed, T must perform an inventory valuation as 
of the acquisition and also as of the end of 
Year l. If ratable allocation is elected, T must 
perform an inventory valuation only as of the 
close of Year I, and T's income from inventory 
is ratably allocated, along with T's other items 
that are not extraordinary items, between the P 
and X consolidated returns. 

(c) Merger into nonmember. Assume instead 
that T merges into a wholly owned subsidiary 
of X in a reorganization described in section 
368(a)(2)(D), and P receives 10% of X's stock 
in exchange for all of T's stock. Under para
graph (b)(2)(ii)(B) of this section, because T's 
tax year ends on June 30 under section 
381(b)(l), T's original year determined without 
taking paragraph (b) of this section into ac
count also ends on June 30. Consequently, a 
ratable allocation under paragraph (b)(2)(ii) of 
this section is the same as an allocation based 
on closing the books. 

Example 4. Net operating loss. P sells all of 
T's stock to X, T becomes a nonmember on 
June 30 of Year 1, and ratable allocation under 
paragraph (b)(2)(ii) of this section is elected. 
Under ratable allocation, the X group has a 
$100 consolidated net operating loss for Year 
I, all of which is attributable to T. However, 
because of extraordinary items, T has $100 of 
income for the portion of Year 1 that T is a 
member of the P group. Under paragraph 
(b)(2)(ii)(B)(2) of this section, T's loss may be 
carried back from the X group to the portion 
of Year 1 that T was a member of the P group. 
See also section 172 and § l.IS02-21(b). Under 
paragraph (b)(2)(ii)(C)(5) of this section, any 
item carried to or from any portion of the 
original year is an extraordinary item, and the 
loss therefore is not taken into account again in 
determining the ratable allocation under para
graph (b)(2)(ii) of this section. 

Example 5. Employee benefit plans. (a) 
Facts. P sells all of T's stock to X, and T 
becomes a nonmember on June 30 of Year 1. 
On March IS of Year 2, T contributes $100 to 
its retirement plan, which is a qualified plan 
under section 401(a). T is not required to make 
quarterly contributions to the plan for Year I 
under section 412(m). The contribution is made 
on account of T's taxable period beginning on 
July 1 of Year I, and is deemed in accordance 
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with section 404(a)(6) to have been made on 
the last day of T's taxable period beginning on 
July 1 of Year 1. Ratable allocation under 
paragraph (b)(2)(ii) of this section is not elect
ed. 

(b) Analysis. Under paragraph (b) of this 
section, the sale is treated as causing T's tax 
year to end on June 30, and the period 
beginning on July I is treated as a separate 
annual accounting period for all Federal in
come tax purposes. T's income from January 1 
to June 30 is included in the P group's Year I 
return, and T's income from July I to Decem
ber 31 is included in the X group's Year I 
return. Thus, the $100 contribution is deduct
ible by T for the period of Year 1 that it is a 
member of the X group, subject to the applica
ble limitations of section 404, if a contribution 
on the last day of that period would otherwise 
be deductible. 

(c) The facts are the same as in paragraph 
(a) of this Example 5, except that, in accord
ance with section 404(a)(6), $40 of the $100 
contribution is made on account of T's taxable 
period beginning on January 1 of Year 1 and is 
deemed to be made on the last day of T's 
taxable period beginning on January 1 of Year 
1. The remaining $60 is made on account of 
T's taxable period beginning on July 1 of Year 
1 and is deemed to be made on the last day of 
T's taxable period beginning on July 1 of Year 
1. As in paragraph (b) of this Example 5, 
under paragraph (b) of this section, the sale is 
treated as causing T's tax year to end on June 
30, and the period beginning on July I is 
treated as a separate annual accounting period 
for all Federal income tax purposes. The $40 
portion of the contribution is deductible by T 
for the period of Year 1 that it is a member of 
the P group, subject to the applicable limita
tions of section 404 and provided that a $40 
contribution on the last day of that period 
would otherwise be deductible for that period, 
and the $60 portion is deductible by T for the 
period of Year 1 that it is a member of the X 
group, subject to the same conditions. 

(d) Ratable allocation. The facts are the 
same as in paragraph (a) of this Example 5, 
except that P, T, and X elect ratable allocation 
under paragraph (b )(2)(ii) of this section and 
T's deduction for the retirement plan contribu
tion is not an extraordinary item. T's deduction 
may be ratably allocated, subject to the appli
cable limitations of section 404, and is allow
able only if a contribution on the last day of 
Year 1 otherwise would be deductible for any 
period in the year. (The results would be the 
same if S were an unaffiliated corporation 
when acquired by X, and the due date of its 
last separate return (including extensions) were 
before the pension contribution was made on 
March 15 of Year 2.) 

Example 6. Allocation of partnership items. 
(a) Facts. P sells all of T's stock to X, and T 
becomes a nonmember on June 30 of Year 1. T 
has a 10% interest in the capital and profits of 
a calendar-year partnership. 

(b) Analysis. Under paragraph (b)(2)(v)(A) 
of this section, T is treated, solely for purposes 
of determining T's tax year in which the 
partnership's items are included, as selling or 
exchanging its entire interest in the partnership 
as of P's sale of T's stock. Thus, the deemed 
disposition is not taken into account under 
section 708, it does not result in gain or loss 
being recognized by T, and T's holding period 
is unaffected. However, under section 706(a), 
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in determining T's income, T is required to 
include its distributive share of partnership 
items for the partnership's year ending within 
or with T's tax year. Under section 706(c)(2), 
the partnership's tax year is treated as closing 
with respect to T for this purpose as of P's sale 
of T's stock. The allocation of T's distributive 
share of partnership items must be made under 
§ 1. 706-I(c)(2)(ii). 

(c) Controlled partnership. The facts are the 
same as in paragraph (a) of this Example 6, 
except that T has a 75t1fo interest in the capital 
and profits of the partnership. Under para
graph (b)(2)(v)(B) of this section, T's distribu
tive share of the partnership's items is treated 
as T's items for purposes of paragraph (b)(2) 
of this section. Thus, if ratable allocation 
under paragraph (b)(2)(ii) of this section is not 
elected, T's distributive share of the partner
ship's items must be determined under 
§ 1.706-I(c)(2)(ii) by an interim closing of the 
partnership's books. Similarly, if ratable allo
cation is elected for T's items that are not 
extraordinary items, T's distributive share of 
the partnership's nonextraordinary items must 
also be ratably allocated under § 1.706-
I (c)(2)(ii). 

(5) Effective date-(i) General rule. 
This paragraph (b) applies to corpo
rations becoming or ceasing to be 
members of consolidated groups on 
or after January I, 1995. 

(ii) Prior law. For prior transac
tions, see prior regulations under sec
tion 1502 as in effect with respect to 
the transaction. See, e.g., 
§ 1.1502-76(b) and (d) as contained 
in the 26 CFR part 1 edition revised 
as of April I, 1994. However, 
§ 1.1502-76(b)(5) and (6) as con
tained in the 26 CFR part 1 edition 
revised as of April I, 1994 do not 
apply with respect to corporations 
becoming or ceasing to be members 
of consolidated groups on or after 
January I, 1995. If both this para
graph (b) and prior law may apply to 
determine the inclusion of any 
amount in a return, appropriate ad
justments must be made to prevent 
the omission or duplication of the 
amount. 

* * * * * 
Par. 19. Section 1.1502-80 is 

amended by adding paragraphs (c) 
and (d) to read as follows: 

§ 1.1502-80 Applicability of other 
provisions of law. 

* * * * * 
(c) Deferral of section 165. For 

consolidated return years beginning 
on or after January I, 1995, stock 
of a member is not treated as worth
less under section 165 before the 
stock is treated as disposed of under 
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the principles of § 1.1502-19(c)
(l)(iii). See §§ 1.1502-15(b) and 
1.1502-20 for additional rules relating 
to stock loss. 

(d) Non-applicability of section 
357(c)-(l) In general. Section 357(c) 
does not apply to any transaction to 
which § 1.1502-13, § 1.1502-13T, 
§ 1.1502-14, or § 1.1502-14T ap
plies, if it occurs in a consolidated 
return year beginning on or after 
January 1, 1995. For example, P, S, 
and T are members of a consolidated 
group, P owns all of the stock of S 
and T with bases of $30 and $20, 
respectively, S has a $30 basis in its 
assets and $40 of liabilities, and S 
merges into T in a transaction de
scribed in section 368(a)(l )(A) (and 
in section 368(a)(I)(D»; section 
357(c) does not apply to the mer
ger, P' s basis in T's stock increases 
to $50 ($30 plus $20), and T succeeds 
to S's $30 basis in the assets trans
ferred subject to the $40 liability. 
Similarly, if S instead transferred its 
assets and liabilities to a newly 
formed subsidiary in a transaction to 
which section 351 applies, section 
357(c) does not apply and S's basis 
in the subsidiary's stock is a $10 
excess loss account. This paragraph 
(d) does not apply to a transaction 
if the transferor or transferee be
comes a nonmember as part of the 
same plan or arrangement. The trans
feror (or transferee) is treated as be
coming a nonmember once it is no 
longer a member of a consolidated 
group that includes the transferee (or 
transferor). 

(2) Prior period transactions. If, in 
a tax year beginning before January 
1, 1995, a member's stock with an 
excess loss account is transferred in a 
transaction to which § 1.1502-13, 
§ 1.1502-13T, § 1.1502-14, or 
§ 1.1502-14T applies, paragraph 
(d)(l) of this section applies to the 
stock transfer to the extent that the 
income, gain, deduction, or loss (if 
any) is not taken into account in a 
tax year beginning before January 1, 
1995. For example, if P, S, and T, 
are members of a consolidated group, 
T's stock has a excess loss account, 
and P transfers the T stock to S in 
1993 in a transaction to which section 
351 and § 1.1502-13 apply, section 
357(c) applies to the transfer only to 
the extent P's gain is taken into 
account in tax years beginning before 
January 1, 1995. 

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

Par. 20. The authority citation for 
Part 602 continues to read as follows: 

Authority: 26 U.S.C. 7805. 
Par. 21. Section 602.101(c) is 

amended by removing the entries for 
§§ 1.1502-31T, 1. 1502-32T, and 
1.1502-33T from the table, adding in 
numerical order the entry for 
§ 1.1502-31 and revising the entries 
for §§ 1.1502-32, 1.1502-33 and 
1.1502-76: 

CFR part or section 
where identified 
and described 

* * '" * 

Current 
OMB 
control 
number 

'" 
1.1502-31 ............. 1545-1344 
1.1502-32 ............. 1545-1344 
1.1502-33 ............. 1545-1344 

* * * * * 
1.1502-76 ............. 1545-1344 

* * * * * 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved June 29, 1994. 

Cynthia G. Beerbower, 
Deputy Assistant Secretary of 

the Treasury (Tax Policy). 

(Filed by the Office of the Federal Register on 
August 12, 1994, 8:45 a.m., and published in 
the issue of the Federal Register for August 
15, 1994, 59 F.R. 41666) 

Subtitle B.-Estate and Gilt Taxes 
Chapter ll.-Estate Tax 
Subchapter A.-Estates of Citizens or Residents 
Part III.-Gross Estate 

Section 2031.-0efinition of Gross 
Estate 

Regulations relating to the valuation of an
nuities, interests for life or terms of years, and 
remainder or reversionary interests. See T.D. 
8540, page 297. 

Section 2041.-Powers of 
Appointment 

26 CFR 20.2041-1: Powers of appointment; in 
general. 

If a trustee-beneficiary had an unlimited 
power to distribute trust corpus for his own 
benefit, did the enactment of Florida Statutes 
Annotated § 737.402(4) result in the lapse of 
the power for estate and gift tax purposes? See 
Rev. Proc. 94-44, page 683. 



Section 2042.-Proceeds of Life 
Insurance 

26 CFR 20.2042-1: Proceeds of life insurance. 
(Also Section 2511; 25.251I-l.) 

Life insurance transferred to spouse 
of Louisiana decedent. Proceeds of 
life insurance purchased out of com
munity funds and transferred to a 
spouse by a Louisiana decedent are 
not includible in decedent's gross es
tate under section 2042 of the Code. 
Rev. Ruls. 48 and 232 revoked. 

Rev. Rut. 94-69 

ISSUES 

(1) If a Louisiana decedent pur
chased an insurance policy during 
marriage, named the spouse as owner 
of the policy, and paid all premiums 
from community funds, are the pro
ceeds of insurance on the decedent's 
life includible in the decedent's gross 
estate under § 2042 of the Internal 
Revenue Code? 

(2) If the surviving spouse of the 
Louisiana decedent has designated a 
third party as beneficiary of the in
surance policy on the decedent's life, 
does the decedent's death cause the 
surviving spouse to make a gift under 
§ 2511? 

FACTS 

D, who was domiciled in Louisi
ana, purchased a life insurance policy 
on D's life. D designated S, D's 
spouse, as owner of the policy, which 
conferred all of the incidents of own
ership in the policy on S. D and S 
paid all of the premiums on the 
policy from community funds. S con
tinued to hold all of the incidents of 
ownership in the policy until D's 
death. Upon D's death, the insurance 
proceeds were paid to a child who S 
had designated as the beneficiary of 
the policy. 

LAW AND ANALYSIS 

Issue 1 

Section 2042(2) provides that the 
proceeds of insurance on a decedent's 
life payable to a named beneficiary 
are includible in the decedent's gross 
estate if the decedent possessed any 
incidents of ownership in the policy 
at the time of death. 

Section 20.2042-1(c)(2) of the Es
tate Tax Regulations provides that the 
term "incidents of ownership" is not 

limited to ownership of the policy in 
the technical legal sense, but includes 
the power to change the beneficiary, 
to surrender or cancel the policy, to 
assign the policy, to revoke an assign
ment, to pledge the policy for a loan, 
or to obtain from the insurer a loan 
against the surrender value of the 
policy. Section 20.2042-1 (c)(5) ex
plains that state law determines 
whether a decedent held incidents of 
ownership in a life insurance policy. 

In general, if life insurance is ac
quired by a spouse domiciled in a 
community property state during 
marriage and premiums are paid from 
community funds, the incidents of 
ownership and the rights to proceeds 
constitute community property rights. 
Freedman v. United States, 382 F.2d 
742 (5th Cir. 1957); Davis v. Pruden
tial Insurance Co. oj America, 
331 F.2d 346 (5th Cir. 1964). Under 
those circumstances, one-half of the 
proceeds is includible in the dece
dent's gross estate. Section 
20.2042-1(c)(5). 

In Louisiana, however, life insur
ance that has been purchased with 
community funds and is owned by 
one spouse is treated differently than 
in other community property states. 
Under Louisiana law, the presump
tion that property in the possession of 
either spouse during a marriage is 
community property does not apply 
to a life insurance policy transferred 
by or between spouses. See La. R.S. 
Art. 22:1521 (1992). 

In Catalano v. United States, 429 
F.2d 1058, at 1060 (5th Cir. 1969), 
the court held that, under Louisiana 
law, life insurance policies that are on 
the life of a husband and are uncon
ditionally owned by the wife are, as a 
matter of law, deemed part of her 
separate estate. In holding that insur
ance policies in Louisiana are con
tractual in nature and not regulated 
by the Civil Code, the Fifth Circuit 
followed the long-standing position of 
the Louisiana Supreme Court. See 
Sizeler v. Sizeler, 127 So. 388 (La. 
1930); Succession oj Desjorges, 64 
So. 978 (La. 1914); Lambert v. Penn 
Mutual Life Insurance Co., 24 So. 16 
(La. 1898); Putnam v. New York Life 
Insurance Co., 7 So. 602 (La. 1890); 
Pilcher v. New York Life Insurance 
Co., 33 La. Ann. 322 (La. 1881). The 
use of community funds to pay the 
premiums on a life insurance policy 
held as the separate property of one 
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spouse in Louisiana does not cause 
any of the incidents of ownership to 
be attributed to the community and 
does not affect the separate property 
status of the policy. Bergman v. 
Commissioner, 66 T.C. 887, at 893 
(1976); Estate oj Saia v. Commission
er, 61 T.e. 515 (1974); Estate of 
Marks v. Commissioner, 94 T.e. 720, 
at 724 (1990). 

Under the facts presented, D trans
ferred the ownership of the policy to 
S and retained none of the incidents 
of ownership. As a result of the 
application of Louisiana law, S be
came the sole owner and holder of 
the incidents of ownership. The pay
ment of premiums on the policy from 
community funds does not affect the 
status of the policy in Louisiana as 
the separate property of S. Accord
ingly, the proceeds are not includible 
in D's gross estate under § 2042. 

However, if an insurance contract 
in Louisiana were to specifically pro
vide that the policy is held by both 
spouses as their community property, 
one-half of the incidents of ownership 
would be attributable to the insured 
spouse and, upon the death of the 
insured spouse, one-half of the pro
ceeds would be includible in the dece
dent's gross estate as provided in 
§ 20.2042-1(c)(5). 

Issue 2 

Section 2501 imposes a tax on the 
transfer of property by gift by an 
individual. Section 2511 provides that 
the tax imposed by § 2501 applies 
whether the transfer is in trust or 
otherwise, whether the gift is direct or 
indirect, and whether the property is 
real or personal, tangible or intangi
ble. 

Section 25.2511-1(a) of the Gift 
Tax Regulations explains that a tax
able transfer may include the assign
ment of the benefits of an insurance 
policy. Section 25.2511-2 provides 
that the gift tax is an excise upon the 
donor's act of making the transfer 
and is measured by the value of the 
property passing from the donor. A 
completed gift occurs when the donor 
has parted with dominion and control 
so as to leave the donor with no 
power to change its disposition. A 
gift is incomplete to the extent that a 
reserved power gives the donor the 
power to name new beneficiaries or 
to change the interests of the benefi
ciaries. 

1994-2 C.B. 241 
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Section 25.2511-1 (h)(9) illustrates 
that, if community property is used 
to purchase insurance on the life of a 
spouse and a third person is revoc
ably designated as beneficiary, the 
death of the insured results in a 
completed gift by the surviving 
spouse of one-half of the proceeds of 
the policy at the time of the death of 
the insured. 

However, as explained above, an 
insurance policy unconditionally 
owned by one spouse in Louisiana is 
the separate property of that spouse. 
Thus, in Louisiana, if the insurance 
policy is the separate property of the 
surviving spouse who held all inci
dents of ownership including the 
power to change the designated bene
ficiary of the policy, the gift from the 
surviving spouse to the beneficiary 
becomes a completed gift of the total 
amount of the proceeds at the dece
dent's death. 

In the present case, S made a 
completed gift to the beneficiary 
when D died. The value of the gift is 
the amount of the insurance proceeds 
paid to the beneficiary. 

However, if an insurance contract 
in Louisiana specifically provides that 
the policy is held by both spouses as 
their community property, the surviv
ing spouse of the insured makes a 
completed taxable gift of only that 
spouse's one-half community interest 
in the proceeds to the designated 
beneficiary at the decedent's death. 

HOLDINGS 

(1) If a Louisiana decedent pur
chased an insurance policy during 
marriage, named the spouse as owner 
of the policy, and paid all premiums 
from community funds, none of the 
proceeds are includible in the dece
dent's gross estate under § 2042(2). 

(2) If the surviving spouse of the 
Louisiana decedent has designated a 
third party as beneficiary of the in
surance policy on the decedent's life, 
the surviving spouse makes a gift of 
the proceeds to the beneficiary at the 
decedent's death under § 2511. 

EFFECT ON OTHER 
DOCUMENTS 

Rev. Rul. 48, 1953-1 C.B. 392, and 
Rev. Rul. 232, 1953-2 C.B. 268 are 
revoked. Rev. Rul. 48 held that a 
married person domiciled in Louisi
ana or Texas who is insured by a life 
insurance policy, who has designated 
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a beneficiary other than the insured 
or the spouse of the insured, and who 
pays the premiums with community 
funds, possesses incidents of owner
ship in the policy as a community 
asset. Upon the death of the insured, 
one-half of the proceeds of the policy 
is included in the insured's gross es
tate for federal estate tax purposes 
and the remaining one-half of the 
proceeds becomes a completed gift by 
the spouse of the insured for federal 
gift tax purposes. Rev. Rul. 232 con
siders certain factual situations not 
covered in Rev. Rul. 48. The holdings 
in Rev. Rul. 232 are consistent with 
those in Rev. Rul. 48. 

Although the holdings in Rev. Rul. 
48 with respect to spouses domiciled 
in Texas are unchanged, the results 
are adequately addressed in 
§§ 20.2042-I(c)(5) and 25.2511-
1 (h)(9), and, thus, are not addressed 
in this ruling. 

If an insurance policy on the life of 
a Louisiana decedent who dies before 
May 15, 1995, was acquired by the 
decedent before November 14, 1994, 
the decedent's estate can rely upon 
the estate tax holdings in Rev. Rul. 
48 and Rev. Rul. 232 in determining 
the amount of the life insurance pro
ceeds includible in the decedent's 
gross estate. If an insurance policy on 
the life of a Louisiana decedent who 
dies before May 15, 1995, was ac
quired by the spouse of the decedent 
before November 14, 1994, the 
spouse can rely upon the gift tax 
holdings in Rev. Rul. 48 and Rev. 
Rul. 232 in determining the amount 
of any gift made as a result of the 
decedent's death. 

Chapter 12.-Gift Tal 
Subchapter B.-Transfers 

Section 2511.-Transfers in 
General 

26 CFR 25.2511-1: Transfers in general. 

Has a remainder beneficiary who elects un
der Florida Statutes Annotated § 737.402(4)
(b)(3) made a gift for purposes of § 2511? See 
Rev. Proc. 94-44, page 683. 

26 CFR 25.2511-1: Transfers in general. 

If the surviving spouse of a Louisiana dece
dent has designated a third party as beneficiary 
of the insurance policy on the decedent's life, 
the surviving spouse makes a gift of the pro
ceeds to the beneficiary at the decedent's death 
under § 2511. See Rev. Rul. 94-69, page 241. 

Section 2512.-Valuation of Gifts 

Regulations relating to the valuation of an
nuities, interests for life or terms of years, and 
remainder or reversionary interests. See T.D. 
8540, page 297. 

Section 2514.-Powers of 
Appointment 

If a trustee-beneficiary had an unlimited 
power to distribute trust corpus for Qis own 
benefit, did the enactment of Florida Statutes 
Annotated § 737.402(4) result in the lapse of 
the power for estate and gift tax purposes? See 
Rev. Proc. 94-44, page 683. 

Subtitle C.-Employment Taxes 
Chapter 22.-Railroad Retirement Tax Act 
Subchapter C.-Tax on Employers 

Section 3221.-Rate of Tax 

Determination of Quarterly Rate of 
Excise Tax for Railroad Retirement 
Supplemental Annuity Program 

In accordance with directions in 
section 322I(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 compensa
tion is paid by such employer for 
services rendered to him during the 
quarter beginning July 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 Re
tirement Board has determined that 
for the quarter beginning July 1, 
1994, 37.5 percent of the taxes col
lected under sections 3211(b) and 
3221(c) of the Railroad Retirement 
Tax Act shall be credited to the 
Railroad Retirement Account and 
62.5 percent of the taxes collected 
under such sections 3211(b) and 
3221(c) plus 100 percent of the taxes 
collected under section 3221(d) of the 
Railroad Retirement Tax Act shall be 
credited to the Railroad Retirement 
Supplemental Account. 

Dated: June I, 1994. 

By Authority of the Board. 

Beatrice Ezerski, 
Secretary to the Board. 

(Filed by the Office of the Federal Register on 
June 8, 1994,8:45 a.m., and published in the 
issue of the Federal Register for June 9, 
1994, 59 F.R. 29835) 



RAILROAD RETIREMENT BOARD 

Determination of Quarterly Rate of 
Excise Tax for Railroad Retirement 
Supplemental Annuity Program 

In accordance with directions in 
Section 3221(c) of the Railroad Re
tirement Tax Act (26 U.S.C. 3221(c», 
the Railroad Retirement Board has 
determined that the excise tax im
posed by such Section 3221(c) on 
every employer, with respect to hav
ing individuals in his employ, for 
each work-hour for which compensa
"tion is paid by such employer for 
services rendered to him during the 
quarter beginning October 1, 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 Re
tirement Board has determined that 
for the quarter beginning October 1, 
1994, 38.4 percent of the taxes col
lected under Sections 3211(b) and 
3221(c) of the Railroad Retirement 
Tax Act shall be credited to the 
Railroad Retirement Account and 
61.6 percent of the taxes collected 
under such Sections 3211 (b) and 
3221(c) plus 100 percent of the taxes 
collected under Section 3221(d) of the 
Railroad Retirement Tax Act shall be 
credited to the Railroad Retirement 
Supplemental Account. 

By Authority of the Board. 
Dated: August 25, 1994. 

Beatrice Ezerski, 
Secretary to the Board. 

(Filed by the Office of the Federal Register on 
August 31, 1994,8:45 a.m., and published in 
the issue of the Federal Register for Septem
ber I, 1994,59 F.R. 45316) 

RAILROAD RETIREMENT BOARD 

Determination of Quarterly Rate of 
Excise Tax for Railroad Retirement 
Supplemental Annuity Program 

In accordance with directions in 
Section 3221(c) of the Railroad Re
tirement Tax Act (26 U.S.C., Section 
3221(c», the Railroad Retirem~nt 
Board has determined that the eXCIse 
tax imposed by such Section 3221(c) 
on every employer, with respect to 
having individuals in his employ, for 
each work-hour for which compensa
tion is paid by such employer for 

services rendered to him during the 
quarter beginning January 1, 1995, 
shall be at the rate of 33 cents. 

In accordance with directions in 
Section 15(a) of the Railroad Retire
ment Act of 1974, the Railroad Re
tirement Board has determined that 
for the quarter beginning January I, 
1995, 35.6 percent of the taxes col
lected under Sections 3211(b) and 
3221(c) of the Railroad Retirement 
Tax Act shall be credited to the 
Railroad Retirement Account and 
64.4 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: November 23, 1994. 
By Authority of the Board. 

Beatrice Ezerski, 
Secretary to the Board. 

(Filed by the Office of the Federal Register on 
December 2, 1994, 8:45 a.m., and published 
in the issue of the Federal Register for 
December 5, 1994,59 F.R. 62427) 

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 945 on 
magnetic tape by reporting agents. See Rev. 
Proc. 94-59, page 747. 

Subtitle D.-Miscellaneous Excise Taxes 

Chapter 31.-Retail Excise Taxes 

Subchapter A.-Certain Luxury Items 
Part I.-Imposition of Taxes 
Subpart A.-Passenger Vehicles, Boats, and Aircraft 

Section 4001.-Passenger Vehicles 

The Service is providing inflation adjust
ments to the price above which a passenger 
vehicle becomes subject to an excise tax for 
transactions occurring, in calendar year 1995. 
See Rev. Proc. 94-72, page 811. 

Section 4003.-Special Rules 

The Service is providing inflation adjust
ments to the price above which a passenger 
vehicle becomes subject to an excise tax for 
transactions occurring in calendar year 1995. 
(Price includes the price of installation .of parts 
or accessories on a passenger vehIcle WIthIn SIX 
months of the date after the vehicle was fIrst 
placed in service.) See Rev. Proc. 94-72, page 
811. 

Section 4082 

Chapter 32.-Manufacturers Excise Taxes 

Subchapter A.-Automotive and Related Items 

Part III.-Petroleum Products 

Subpart A.-Gasoline 

Section 4081.-lmposition of Tax 

26 CFR 48.4081-1: Gasoline tax; definitions. 

Do federal excise taxes apply to Indian tribal 
governments? See Rev. Rul. 94-81, page 412. 

Section 4082.-Exemptions for 
Diesel Fuel 

26 CFR 48.4082-1: Diesel fuel tax; exemption. 

T.D.8550 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 48 

Diesel Fuel Excise Tax; Dye Color 
and Concentration 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMAR Y: This document contains 
final regulations relating to dye color 
and concentration requirements for 
tax-exempt diesel fuel. These regula
tions implement changes made by the 
Omnibus Budget Reconciliation Act 
of 1993 and affect refiners, import
ers, terminal operators, and through
putters. 

EFFECTIVE DA TE: These regula
tions are effective January 1, 1994. 

SUPPLEMENTARY 
INFORMATION: 

Background 

Section 4081 was amended to apply 
to diesel fuel by the Omnibus Budget 
Reconciliation Act of 1993. Tempo
rary regulations relating to the diesel 
fuel excise tax imposed by section 
4081 were published in the Federal 
Register on November 30, 1993, (58 
FR 63069 [T.D. 8496, 1993-2 C.B. 
281]) along with a notice of proposed 
rulemaking (PS-52-93 [1993-2 C.B. 
639]) cross-referencing the temporary 
regulations (58 FR 63131). Am:nd
ments to these temporary regulatIOns 
(relating to dye color and concentra
tion) were published in the Federal 
Register on December 27, 1993, (58 
FR 68304 [T.D. 8512, 1994-1 C.B. 
273] ) along with a notice of pro
posed rulemaking (PS-76-93 [1994-1 
C.B. 832]) cross-referencing those 
amendments (58 FR 68338). 

1994-2 C.B. 243 



Section 4082 
Written comments responding to 

these notices were received and a 
public hearing was held on March 22, 
1994. After consideration of the com
ments relating to the exemption from 
the diesel fuel tax imposed by section 
4081 , § 48 .4082-1 (as proposed in 
PS-52-93 and PS-76-93) is adopted 
as revised by this Treasury decision 
and the corresponding temporary reg
ulations are removed. The comments 
and revisions are discussed below. 
Other sections of the proposed and 
temporary regulations remain in force 
until final regulations on those topics 
are issued. 

Existing IRS and EPA regulations 

Effective October 1, 1993, Environ
mental Protection Agency (EPA) reg
ulations (40 CFR 80.29) make it un
lawful for any person to manufac
ture, sell, supply, offer for sale or 
supply, dispense, transport, or intro
duce into commerce diesel fuel that 
contains a concentration of sulfur in 
excess of 0.05 percent (by weight) 
(high-sulfur diesel fuel) unless the fuel 
contains visible evidence of the blue 
dye 1,4 dialkylamino-anthraquinone. 
A substantial penalty applies to the 
use of high-sulfur diesel fuel in motor 
vehicles. 

Effective January 1, 1994, the Fed
eral excise tax on diesel fuel imposed 
by section 4081 does not apply to 
removals of diesel fuel that is indeli
bly dyed (or dyed and marked) in 
accordance with IRS regulations. Sec
tion 48.4082-lT(b) of the Manufac
turers and Retailers Excise Tax Regu
lations and a transitional rule in 
Notice 94-21, 1994-1 C.B. 339, pro
vide that diesel fuel that is required to 
be dyed blue pursuant to EPA's high
sulfur diesel fuel program satisfies the 
IRS dyeing requirement only if it 
contains blue dye of the prescribed 
concentration level. Diesel fuel that is 
not required to be dyed blue pursuant 
to EPA's high-sulfur diesel fuel pro
gram satisfies the IRS dyeing require
ment only if it contains a red dye of a 
prescribed type and concentration. In 
addition, the Commissioner is given 
authority to modify the dyeing re
quirements by approving the use of 
other dyes. 

Safety issues regarding aviation 
gasoline 

No Federal regulations require the 
dyeing of aviation gasoline (avgas). 
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However, avgas is dyed by refiners to 
differentiate various grades of the 
fuel and to distinguish avgas from 
clear, kerosene-based jet fuel. As a 
result of this practice, more than 90 
percent of domestic avgas is dyed 
blue or green. Extensive training has 
been conducted within the aviation 
community to assure that pilots, me
chanics, fuel service personnel, and 
vendors are thoroughly familiar with 
the meaning and use of color in fuels. 
This training is important because 
contamination of avgas by even small 
amounts of other fuel can cause an 
engine failure. 

The Federal Aviation Administra
tion, EPA, and IRS are concerned 
that blue-dyed diesel fuel might be 
mistaken for blue or green avgas. Of 
particular concern is the possibility of 
misfuelings in remote locations where 
fuels are dispensed into nonstandard 
containers or where different fuels are 
stored in similar containers in close 
proximity to each other. 

Public comments 

The IRS received comments from 
refiners, pipeline and terminal opera
tors, and others in the diesel fuel 
distribution system concerning the 
dye color and concentration require
ments of the temporary and proposed 
regulations. In general, these com
ments suggested that the blue dye 
concentration level should be lower 
than that scheduled to go into effect 
on July 1, 1994, and the red dye 
concentration should be lower than 
the current requirement (3.9 pounds 
per thousand barrels (ptb) when ex
pressed as a solid dye standard). The 
comments expressed concern that the 
required concentration level might 
cause sedimentation in pipelines and 
engines and make the petroleum indu
stry's tests for cloud point and haze 
more difficult to conduct. A com
ment from a dye manufacturer indi
cated, however, that the required red 
dye is completely soluble in fuel and 
noted that an independent laboratory 
had no difficulty in conducting the 
cloud point and haze test. The IRS 
carefully considered these public com
ments in developing the final regula
tions. 

IRS concerns 

In addition to its concerns about 
aviation safety, the IRS believes that 
enforcement of the diesel fuel excise 

tax will be impaired unless the dye in 
fuel is visible when that fuel is diluted 
as part of any practicable plan of 
large-scale tax evasion. In determin
ing the appropriate dye color and 
concentration requirements to address 
this concern, the IRS inspected nu
merous samples of diesel fuel contain
ing various colors and concentrations 
of dye. Many of these samples were 
independently produced by the IRS 
and others were provided by the pe
troleum industry and dye manufactur
ers. 

Explanation of final regulations 

In order to avoid any possible con
fusion with blue or green avgas, these 
final regulations provide that begin
ning October 1, 1994, diesel fuel can 
no longer be dyed blue for tax ex
emption purposes. Rather, red dye 
will be used to identify all tax-exempt 
diesel fuel, regardless of the sulfur 
content of that fuel. The Commis
sioner will retain the authority to 
modify this requirement by approving 
the use of other dyes, but will not 
permit the use of dyes that could 
cause diesel fuel to be mistaken for 
avgas. In addition, a transitional rule 
will permit tax-free removals of high
sulfur diesel fuel that was dyed blue 
before October 1, 1994. 

The red dye concentration required 
by the final regulations is the equiva
lent of the red dye concentration 
currently required by IRS for tax
exempt low-sulfur diesel fuel. In the 
final regulations, however, the re
quired red dye concentration is ex
pressed in terms of a solid dye stan
dard, which is uniform among dye 
manufacturers, rather than in terms 
of the dye's active ingredient. This 
change does not impose any addition
al requirements on diesel fuel that 
was dyed red under the rules in effect 
before the issuance of the final regu
lations. Thus, diesel fuel that was 
dyed red in accordance with those 
rules will satisfy the solid dye stan
dard in the final regulations. 

Based on its inspection of dyed 
diesel fuel samples, the IRS believes 
the 3.9 ptb concentration required by 
the final regulations is necessary to 
address its concerns regarding dilu
tion. In many cases involving the 
diesel fuel dyed with less than 3.9 
ptb, the dye was not visible when the 
fuel was diluted. Thus, a required 



concentration level of less than 3.9 
ptb could result in considerable diesel 
fuel tax evasion. 

The IRS understands the petroleum 
industry's concerns on the concentra
tion issue and will continue to moni
tor the effectiveness of the 3.9 ptb 
standard. 

Action by EPA 

In conjunction with these IRS final 
regulations, EPA is issuing regula
tions in a future issue of the Federal 
Register that require high-sulfur diesel 
fuel to be dyed red rather than blue. 
The EPA rule and the IRS rule have 
the same effective dates. 

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 
V.S.C. chapter 5) and the Regulatory 
Flexibility Act (5 V.S.C. chapter 6) 
do not apply to these regulations, 
and, therefore, a Regulatory Flexibili
ty Analysis is not required. Pursuant 
to section 7805(f) of the Internal 
Revenue Code, the notices of pro
posed rulemaking preceding these reg
ulations were submitted to the Chief 
Counsel for Advocacy of the Small 
Business Administration for comment 
on their impact on small business. 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part 48 is 
amended as follows: 

PART 48-MANVFACTVRERS 
AND RETAILERS EXCISE TAXES 

Paragraph 1. The authority citation 
for part 48 is amended by removing 
the entry for "Sections 48.4082-1 T 
and 48.4082-2T" and adding the fol
lowing entry in numerical order to 
read as follows: 

Authority: 26 V.S.C. 7805 * * * 
Sections 48.4082-1 and 48.4082-2T 

also issued under 26 V.S.c. 4082(c). 
* * * 

Par. 2. Section 48.4082-1T is re
moved and § 48.4082-1 is added to 
read as follows: 

§ 48.4082-1 Diesel fuel tax; 
exemption. 

(a) Exemption. Tax is not imposed 
by section 4081 on the removal, en
try, or sale of any diesel fuel if

(1) The person otherwise liable for 
tax is a taxable fuel registrant; 

(2) In the case of a removal from a 
terminal, the terminal is an approved 
terminal; and 

(3) The diesel fuel satisfies the dye
ing and marking requirements of 
paragraph (b) of this section. 

(b) Dyeing and marking require
ments-(1) Dyeing; high sulfur fuel 
before June 28, 1994. Diesel fuel that 
is required to be dyed blue pursuant 
to the Environmental Protection 
Agency's high sulfur diesel fuel re
quirement (40 CFR 80.29) satisfies 
the dyeing requirement of this para
graph (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 ingredi
ent (exclusive of the solvent) per 
thousand barrels of diesel fuel; 

(ii) For periods after March 31, 
1994, and before June 28, 1994, the 
blue dye 1,4 dialkylamino-anthra
quinone (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; or 

(iii) Any dye of a type and in a 
concentration that has been approved 
by the Commissioner. 

(2) Dyeing; low sulfur fuel before 
June 28, 1994. Before June 28, 1994, 
diesel fuel that is not described in 
paragraph (b)(l) of this section satis
fies the dyeing requirement of this 
paragraph (b) only if it contains-

(i) The dye Solvent Red 164 at a 
concentration spectrally equivalent to 
3.9 pounds per thousand barrels of 
the solid dye standard Solvent Red 
26; or 

(ii) Any dye of a type and in a 
concentration that has been approved 
by the Commissioner. 

(3) Dyeing; all diesel fuel after June 
27, 1994. 

(i) After June 27, 1994, and before 
October 1, 1994, diesel fuel satisfies 
the dyeing requirement of this para
graph (b) only if it-

(A) Is required to be dyed pursuant 
to the Environmental Protection 
Agency's high-sulfur diesel fuel pro
gram (40 CFR 80.29) and contains 
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the blue dye 1,4 dialkylamino
anthraquinone (Color Index Solvent 
Blue 98) in a concentration of at least 
4 pounds of active ingredient (exclu
sive of the solvent) per thousand 
barrels of diesel fuel; 

(B) Contains the dye Solvent Red 
164 at a concentration spectrally 
equivalent to 3.9 pounds per thou
sand barrels of the solid dye standard 
Solvent Red 26; 

(C) Is a mixture of diesel fuels each 
of which satisfies the dyeing require
ment described in paragraph 
(b )(3)(i)(A), (B), or (D) of this sec
tion; or 

(D) Contains any dye of a type and 
in a concentration that has been ap
proved by the Commissioner. 

(ii) After September 30, 1994, die
sel fuel (regardless of sulfur content) 
satisfies the dyeing requirement of 
this paragraph (b) only if it-

(A) Contains the dye Solvent Red 
164 at a concentration spectrally 
equivalent to 3.9 pounds per thou
sand barrels of the solid dye standard 
Solvent Red 26; 

(B) Is required to be dyed pursuant 
to the Environmental Protection 
Agency's high-sulfur diesel fuel pro
gram (40 CFR 80.29) and contains 
the blue dye 1,4 dialkylamino
anthraquinone (Color Index Solvent 
Blue 98) that was added to the fuel, 
in a concentration of at least 4 
pounds of active ingredient (exclusive 
of the solvent) per thousand barrels 
of diesel fuel, before October 1, 1994; 

(C) Is a mixture of diesel fuels each 
of which satisfies the dyeing require
ment described in paragraph 
(b)(3)(ii)(A), (B), or (D) of this sec
tion; or 

(D) Contains any dye of a type and 
in a concentration that has been ap
proved by the Commissioner. 

(4) Marking. [Reserved] 
(c) Effective date. This section is 

effective January 1, 1994. 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

Approved June 17, 1994. 

Leslie Samuels, 
Assistant Secretary of the Treasury. 

(Filed by the Office of the Federal Register on 
June 28, 1994, 2:29 p.m., and published in 
the issue of the Federal Register for June 3D, 
1994,59 F.R. 33656) 
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Section 4161 

Subchapter D.-Recreational Equipment 
Part I.-Sporting Goods 

Section 4161.-lmposition of Tax 

26 CFR 48.4161(a)-1: Imposition and rate of 
tax; fishing equipment. 

Do federal excise taxes apply to Indian tribal 
governments? See Rev. Rul. 94-81, page 412. 

26 CFR 48.4161(b)-1: Imposition and rate of 
tax; bows and arrows. 

Do federal excise taxes apply to Indian tribal 
governments? See Rev. Rul. 94-81, page 412. 

Subchapter G.-Exemptions, Registration, etc. 

Section 4221.-Certain Tax-free 
Sales 

26 CFR 48.4221-3: Tax-free sale of articles for 
export, or for resale by the purchaser to a 
second purchaser for export. 

T.D.8561 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Parts 47 and 48 

Tax-free Exports of Vaccines, 
Vaccine Floor Stocks Tax of 1993, 
and Fuel Floor Stocks Taxes under 
the Omnibus Budget Reconciliation 
Act of 1993 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations relating to the export 
of certain vaccines and to the floor 
stocks tax on vaccines held on August 
10, 1993. This document also con
tains final regulations relating to the 
floor stocks taxes on gasoline, diesel 
fuel, and aviation fuel held on Octo
ber 1, 1993; on diesel fuel held on 
January 1, 1994; and on commercial 
aviation fuel held on October 1, 1995. 
These regulations reflect changes to 
the law made by the Omnibus Budget 
Reconciliation Act of 1987 and the 
Omnibus Budget Reconciliation Act 
of 1993 (OBRA 1993). The regula
tions provide guidance relating to the 
floor stocks taxes, including guidance 
concerning the person liable for each 
tax, exceptions to the taxes, and the 
time for reporting and paying each 
tax. In addition, the regulations pro
vide guidance to manufacturers of 
exported vaccines. 
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DATES: These regulations are effec
tive August 22, 1994. For dates of 
applicability, see §§ 47.2-1, 47.3-1, 
48.4221-3(e), and 48.6416(b)(2)-2(b) 
(2). 

SUPPLEMENTARY 
INFORMATION: 

Vaccines 

Background 

The Vaccine Injury Compensation 
Trust Fund (the Fund) compensates 
individuals who are injured as a result 
of the administration of certain vac
cines. Revenue for the Fund is pro
vided by a manufacturers tax (section 
4131) on these vaccines. The tax, as 
originally enacted, was in effect only 
from 1988 through 1992, but OBRA 
1993 applied the tax to vaccine sales 
after August 10, 1993. 

OBRA 1993 also imposes a floor 
stocks tax, which does not appear in 
the Internal Revenue Code (Code), on 
these vaccines. The floor stocks tax is 
a one-time tax on taxable vaccines 
that were sold by the manufacturer, 
producer, or importer on or before 
August 10, 1993, on which no tax 
was imposed by section 4131, and 
that were held at the last moment of 
August 10, 1993, for sale or use. The 
rates of floor stocks tax are equal to 
the tax rates for sales by the manu
facturer, producer, or importer. 

On September 20, 1993, a notice of 
proposed rulemaking (PS-7 -93 
[1993-2 C.B. 635]) relating to tax-free 
exports of vaccine was published in 
the Federal Register (58 FR 48801). 

On November 29, 1993, temporary 
regulations (TO 8497 [1993-2 C.B. 
278]) relating to the vaccine floor 
stocks tax were published in the Fed
eral Register (58 FR 62524). A notice 
of proposed rulemaking (PS-50-93 
[1993-2 C.B. 638]) cross-referencing 
the temporary regulations was pub
lished in the Federal Register for the 
same day (58 FR 62558). 

No comments responding to 
PS-7-93 were received. Written com
ments responding to PS-50-93 were 
received, but no public hearing was 
requested or held. After consideration 
of all comments, the proposed vac
cine export regulations and the pro
posed vaccine floor stocks regulations 
are adopted by this Treasury decision, 
and the temporary regulations relat
ing to the vaccine floor stocks tax are 
removed. 

Summary of Comments 

All of the comments received on 
PS-50-93 addressed the de minimis 
exception to the floor stocks tax. The 
proposed regulations provide that any 
person whose liability for tax does 
not exceed $1,000 is not required to 
report or pay the floor stocks tax. 
One comment requested that the de 
minimis amount be increased to 
$10,000. The de minimis exception 
was established for the administrative 
convenience of the IRS to eliminate 
the necessity of processing returns 
from persons holding small amounts 
of vaccines and having a small tax 
liability. The $1,000 de minimis 
amount is adequate for this purpose 
and the comment is, therefore, not 
adopted. 

Another comment suggested that 
the exception be applied on a 
physician-by-physician basis so that a 
group practice (such as a partnership 
or professional corporation) would 
have a de minimis amount propor
tionate to the size of the group. As 
noted, increasing the amount of the 
de minimis exception is not consistent 
with its purpose. Further, if adopted, 
this suggestion could increase the ad
ministrative burdens of the tax. For 
example, allocation problems would 
arise if a physician is engaged in 
practice through more than one group 
(such as a partnership and a clinic or 
hospital). Accordingly, this suggestion 
is not adopted. The comment also 
suggested that the de minimis excep
tion be treated as an exemption and 
that only amounts of tax in excess of 
$1,000 be reported or paid. This sug
gestion is inconsistent with the limited 
purpose of the exception - to elimi
nate small returns. It is, therefore, 
not adopted. 

Fuel Floor Stocks 

Background 

OBRA 1993 makes several changes 
to the Code with respect to the taxa
tion of motor fuels. First, effective 
October 1, 1993, it increases the rates 
of excise taxes on gasoline, diesel 
fuel, and aviation fuel. The gasoline 
tax, under section 4081, increases 
from 14.1 cents per gallon to 18.4 
cents per gallon; the diesel fuel tax, 
under section 4091, increases from 
20.1 cents per gallon to 24.4 cents per 
gallon; and the aviation fuel tax, 
under section 4091, increases from 



17.6 cents per gallon to 21.9 cents per 
gallon. These new rates include the 
O.I-cent-per-gallon tax that funds the 
Leaking Underground Storage Tank 
(LUST) Trust Fund. Second, effective 
January 1, 1994, OBRA 1993 general
ly moves the point of imposition of 
tax on diesel fuel to the terminal 
rack. Third, effective October 1, 
1995, OBRA 1993 increases the tax 
on fuel used in commercial aviation 
by 4.3 cents per galIon. 

OBRA 1993 also imposes three 
floor stocks taxes, which are not 
codified, on these fuels. The taxes are 
to be paid by persons holding fuel on 
the effective dates of the changes. 

The first floor stocks tax is a one
time tax on gasoline, diesel fuel, and 
aviation fuel that are held at the first 
moment of October 1, 1993, at a 
point in the distribution chain where 
these fuels would not otherwise be 
subject to the increased tax rates. The 
rate of the October 1, 1993, floor 
stocks tax is 4.3 cents per gallon. 

The second floor stocks tax is a 
one-time tax on diesel fuel held by 
any person at the first moment of 
January 1, 1994, if (A) no tax was 
imposed on the fuel under section 
4041(a) or 4091 as in effect on De
cember 31, 1993, and (B) tax would 
have been imposed by section 4081, 
as amended by OBRA 1993, 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 third floor stocks tax is a 
one-time tax on commercial aviation 
fuel held by any person at the first 
moment of October 1, 1995, on 
which the LUST tax was imposed 
under section 4091 before October 1, 
1995. The rate of the October 1, 
1995, floor stocks tax is 4.3 cents per 
gallon. 

On November 29, 1993, temporary 
regulations (TO 8498 [1993-2 C.B. 
272) were published in the Federal 
Register (58 FR 62526). A notice of 
proposed rulemaking (PS-49-93 
[1993-2 C.B. 637]) cross-referencing 
the temporary regulations was pub
lished in the Federal Register for the 
same day (58 FR 62559). 

On December 27, 1993, temporary 
regulations (TO 8512 [1994-1 C.B. 
273]) amending the existing tempo
rary regulations to allow diesel fuel 

dyed past the terminal rack to qualify 
for exemption from the floor stocks 
tax were published in the Federal 
Register (58 FR 68304). A notice of 
proposed rulemaking (PS-76-93 
[1994-1 C.B. 832]) cross-referencing 
the temporary regulations was pub
lished in the Federal Register for the 
same day (58 FR 68338). On January 
31, 1994, a correction to TO 8498 
[Announcement 94-29, 1994-8 I.R.B. 
15] was published in the Federal Reg
ister (59 FR 4251). 

Written comments responding to 
these notices were received, but no 
public hearing was requested or held. 
After consideration of all the com
ments, the proposed floor stocks reg
ulations are adopted by this Treasury 
decision and the corresponding tem
porary regulations are removed. The 
comments made with respect to the 
temporary and proposed regulations 
are discussed below. 

Summary oj Comments 

Three comments were received. 
One of the comments suggested that 
the requirement that diesel fuel be 
dyed at the time of its removal from 
the terminal in order to be exempt 
from the floor stocks tax was too 
restrictive and that any diesel fuel 
held for an exempt purpose that is 
eventualIy used for an exempt pur
pose should be free from floor stocks 
tax. This comment was addressed in 
TO 8512, which alIows diesel fuel 
that was dyed past the terminal rack 
to qualify for exemption from the 
floor stocks tax. Two comments sug
gested that fuel held in storage tanks 
below the standpipe (dead storage) 
should not be subject to floor stocks 
tax. This suggestion was addressed in 
the preamble to the temporary regula
tions (TO 8498) and, for the reasons 
there stated, is not adopted. 

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 
Flexibility Act (5 U .S.c. chapter 6) 
do not apply to these regulations, 
and, therefore, a Regulatory Flexibili
ty Analysis is not required. Pursuant 
to section 7805(f) of the Internal 
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Revenue Code, the notices of pro
posed rulemaking preceding these reg
ulations were submitted to the Small 
Business Administration for comment 
on their impact on small business. 

* * * * * 
Adoption oj Amendments to the 
Regulations 

Accordingly, 26 CFR chapter I is 
amended as follows: 

Paragraph 1. Part 47 is revised to 
read as follows: 

PART 47-FLOOR STOCKS 
TAXES 

Subpart A-[Reserved] 

§§ 47.1-1 through 47.1-5 [Reserved] 

Subpart B-Vaccine Floor Stocks Tax 
of 1993 

47.2-1 Scope of this subpart Band 
effective date. 
47.2-2 Definitions relating to the vac
cine floor stocks tax. 
47.2-3 Imposition of vaccine floor 
stocks tax. 
47.2-4 De minimis exception to vac
cine floor stocks tax. 
47.2-5 Requirements with respect to 
payment and return. 

Subpart C-Fuel Floor Stocks Taxes 
Under the Omnibus Budget 
Reconciliation Act of 1993 

47.3-1 Scope of this subpart C and 
effective date. 
47.3-2 Definitions relating to the 
floor stocks taxes under this subpart 
C. 
47.3-3 Imposition of the October 1, 
1993, floor stocks tax on fuel held on 
October 1, 1993. 
47.3-4 Exceptions to the October 1, 
1993, floor stocks tax. 
47.3-5 Requirements with respect to 
payment and return for the October 
1, 1993, floor stocks tax. 
47.3-6 Imposition of the January 1, 
1994, floor stocks tax on diesel fuel 
held on January 1, 1994. 
47.3-7 Exception to the January 1, 
1994, floor stocks tax. 
47.3-8 Requirements with respect to 
payment and return for the January 
1, 1994, floor stocks tax. 
47.3-9 Imposition of the October I, 
1995, floor stocks tax on commercial 
aviation fuel held on October 1, 1995. 
47.3-10 Exceptions to the October 1, 
1995, floor stocks tax. 

1994-2 C.B. 247 



Section 4221 
47.3-11 Requirements with respect to 
payment and return for the October 
1, 1995, floor stocks tax. 

Authority: 26 U .S.c. 7805. 
Section 47.2-5 also issued under sec
tion 13421(c) of Pub. L. 103-66 (107 
Stat. 312, 565). 

Subpart A-[Reserved] 

§§ 47.1-1 through 47.1-5 [Reserved] 

Subpart B-Vaccine Floor Stocks Tax 
of 1993 

§ 47.2-1 Scope of this subpart Band 
effective date. 

The regulations in this subpart B 
relate to the vaccine floor stocks tax 
imposed by section 13421(c) of the 
Omnibus Budget Reconciliation Act 
(Pub. L. 103-66; 107 Stat. 312, 565). 
The tax is imposed on untaxed vac
cines held at the last moment of 
August 10, 1993. The regulations in 
this subpart B describe the specific 
articles subject to tax, the rates of 
tax, and the persons liable for tax. 
The regulations in this subpart B also 
provide an exception to the tax and 
requirements for payment of tax and 
filing a return reporting the tax. The 
regulations in this subpart B are ef
fective on August 10, 1993. 

§ 47.2-2 Definitions relating to the 
vaccine floor stocks tax. 

(a) Terms used in section 4131. For 
purposes of this subpart, terms that 
are also used in section 4131 have the 
same meaning as when so used. 

(b) Other terms. For purposes of 
this section-

Act refers to the Omnibus Budget 
Reconciliation Act of 1993. 

Controlled group means-
(1) Any controlled group of corpo

rations within the meaning of section 
1563(a), except that the phrase "more 
than 50 percent" is substituted for 
the phrase "at least 80 percent" each 
place it appears therein and a con
trolled group of corporations includes 
members that are described in section 
1563(b)(2) (relating to excluded mem
bers); and 

(2) Any other group of organiza
tions, at least one member of which is 
not a corporation, that is a brother
sister group under common control or 
a combined group under common 
control, with terms having the follow
ing meanings for this purpose: 
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(i) Organization means a sole pro
prietorship, a partnership, a trust, an 
estate, or a corporation. 

(ii) Brother-sister group under 
common control means two or more 
organizations if-

(A) The same five or fewer persons 
who are individuals, estates, or trusts 
own (directly and with the application 
of § lA14(c)-4 of this chapter) a 
controlling interest of each organiza
tion; 

(B) Taking into account the owner
ship of each person only to the extent 
that person's ownership is identical 
with respect to each organization, 
such persons are in effective control 
of each organization; and 

(C) The five or fewer persons 
whose ownership is considered for 
purposes of the controlling interest 
requirement for each organization are 
the same persons whose ownership is 
considered for purposes of the effec
tive control requirement. 

(iii) Controlling interest means
(A) In the case of a corporation, 

ownership of stock possessing at least 
50 percent of the total combined 
voting power of all classes of stock 
entitled to vote or at least 50 percent 
of the total value of the shares of all 
classes of stock of the corporation; 

(B) In the case of a trust or estate, 
ownership of an actuarial interest (de
termined under § 1. 52-1 (f) of this 
chapter) of at least 50 percent of the 
trust or estate; 

(C) In the case of a partnership, 
ownership of at least 50 percent of 
the profit interest or capital interest 
of the partnership; and 

(D) In the case of a sole propri
etorship, ownership of the sole pro
prietorship. 

(iv) Effective control has the mean
ing given that term in § 1.52-1(d)(3) 
of this chapter. 

(v) Combined group under com
mon control has the meaning given 
that term in § 1. 52-1 (e) of this chap
ter. 

§ 47.2-3 Imposition of vaccine floor 
stocks tax. 

(a) Vaccines subject to tax. Section 
13421(c) of the Act imposes a floor 
stocks tax on any taxable vaccine (as 
defined in section 4132(a)(1) of the 
Internal Revenue Code)-

(1) Which was sold by the manu
facturer, producer, or importer on or 
before August 10, 1993; 

(2) On which no tax was imposed 
under section 4131 (or on which such 
tax was imposed and subsequently 
credited or refunded); and 

(3) Which is held at the last mo
ment of August 10, 1993, by any 
person for sale or use. 

(b) Rates of tax. The rate of floor 
stocks tax on each taxable vaccine is 
the rate of tax specified in section 
4131(b)(l) of the Internal Revenue 
Code. 

(c) Person liable for tax. The per
son liable for the floor stocks tax on 
any vaccine subject to tax is the 
person that holds the vaccine at the 
last moment of August 10, 1993. For 
purposes of the floor stocks tax, a 
vaccine is held at the last moment of 
August 10, 1993, by the person that 
has title to the vaccine (whether or 
not delivery to that person has been 
made) at such time, as determined 
under applicable local law. There is 
no exemption from the floor stocks 
tax for the United States or for State 
or local governments. Each business 
unit that has, or is required to have, 
its own employer identification num
ber is treated as a separate person for 
purposes of the floor stocks tax. 

§ 47.2-4 De minimis exception to 
vaccine floor stocks tax. 

(a) De minimis exception-(1) In 
general. Except as otherwise provided 
in this section, if the aggregate 
amount of floor stocks tax payable 
by a person does not exceed $1,000, 
that person is not required to report 
or pay the tax. 

(2) All amounts held subject to tax 
if threshold exceeded. If the aggregate 
amount of floor stocks tax payable 
by a person exceeds $1,000, that per
son is required to report and pay the 
total amount of tax as determined 
without regard to this section. 

(3) Controlled groups. A member 
of a controlled group (as defined in 
§ 47.2-2) is not excepted from re
porting and paying floor stocks tax 
under this section if the aggregate 
amount of floor stocks tax payable 
by all members of the controlled 
group exceeds $1,000. 

(b) Examples. The following exam
ples illustrate the rules of this section: 

Example 1. A holds 50 doses of OPT vac
cine and 60 doses of polio vaccine on the last 
moment of August 10, 1993. A is not a 
member of a controlled group. A is not re-



qui red to report and pay the floor stocks tax 
on any of the taxable vaccines because the 
aggregate amount of floor stocks tax payable 
by A (determined without regard to this sec
tion) does not exceed $1,000 «50 X $4.56 per 
dose of DPT vaccine) + (60 X $0.29 per dose 
of polio vaccine) = $245.40). 

Example 2. D, E, and F are members of the 
same controlled group. On the last moment of 
August 10, 1993, D holds 100 doses of DPT 
vaccine and 160 doses of polio vaccine; E holds 
80 doses of DPT vaccine, 10 doses of MMR 
vaccine and 60 doses of polio vaccine; and F 
holds 20 doses of MMR vaccine and 10 doses 
of DT vaccine. Without regard to this section, 
D is liable for a tax of $502.40 «(100 X $4.56 
per dose of DPT vaccine) + (160 X $0.29 per 
dose of polio vaccine»; E is liable for a tax of 
$426.60 «80 X $4.56 per dose of DPT vaccine) 
+ (10 X $4.44 per dose of MMR vaccine) + 
(60 X $0.29 per dose of polio vaccine»; and F 
is liable for a tax of $89.40 «20 X $4.44 per 
dose of MMR vaccine) + (10 X $0.06 per dose 
of DT vaccine». Because the aggregate amount 
of floor stocks tax payable by all members of 
the group ($1,018.40) exceeds $1,000, each 
member of the controlled group must report 
and pay the floor stocks tax. 

§ 47.2-5 Requirements with respect 
to payment and return. 

(a) Payment of tax. The floor 
stocks tax is to be paid without as
sessment or notice on or before Feb
ruary 28, 1994. 

(b) Filing of return-(l) Form 720. 
Except as provided in § 47.2-4(a) 
(relating to the de minimis exception), 
every person liable for the floor 
stocks tax must make a return of the 
tax on Form 720, Quarterly Federal 
Excise Tax Return. The return is to 
be prepared and filed in accordance 
with the instructions relating to the 
return. 

(2) Time for filing-(i) In general. 
The Form 720 required by paragraph 
(b)(l) of this section must be filed on 
or before February 28, 1994, and is a 
return for the fourth calendar quarter 
of 1993. A first return reporting only 
floor stocks tax is also a final return 
and therefore, in accordance with the 
instructions to Form 720, the box for 
"final return" must be marked. 

(ii) Return reporting other taxes. A 
person must file only one Form 720 
for a quarter. If a person is required 
under part 40 of this chapter to file 
Form 720 for the fourth calendar 
quarter of 1993 for other excise taxes 
earlier than February 28, 1994, that 
person files a single Form 720 for the 
quarter by February 28, 1994. This 
paragraph (b)(2)(ii) does not extend 
the time for making deposits or pay
ing any excise tax. 

SUBPART C-Fuel Floor Stocks 
Taxes Under the Omnibus Budget 
Reconciliation Act of 1993 

§ 47.3-1 Scope of this subpart C and 
effective date. 

The regulations in this subpart C 
relate to the fuel floor stocks taxes 
imposed by sections 13241(h), 13243, 
and 13245 of the Omnibus Budget 
Reconciliation Act of 1993 (Act). The 
tax under section 13241(h) of the Act 
is imposed on previously taxed gaso
line, diesel fuel, and aviation fuel 
held by any person at the first mo
ment of October 1, 1993 (the October 
1, 1993, floor stocks tax). The tax 
under section 13243 of the Act is 
imposed on untaxed diesel fuel that 
does not satisfy the requirements of 
section 4082 (as amended by section 
13242 of the Act) and that is held by 
any person at the first moment of 
January 1, 1994, at a point in the 
distribution chain outside the bulk 
transfer/terminal system (the January 
1, 1994, floor stocks tax). The tax 
under section 13245 of the Act is 
imposed on commercial aviation fuel 
on which tax was imposed under 
section 4091 (even if only at the 
Leaking Underground Storage Tank 
Trust Fund financing rate) before Oc
tober 1, 1995, and that is held by any 
person at the first moment of Octo
ber 1, 1995 (the October 1, 1995, 
floor stocks tax). The regulations in 
this subpart describe the specific fuels 
subject to tax, the rates of tax, and 
the persons liable for tax. The regula
tions in this subpart also provide 
exceptions to tax and requirements 
for payment of tax and filing a return 
reporting tax. This subpart is effec
tive on October 1, 1993. 

§ 47.3-2 Definitions relating to the 
floor stocks taxes under this subpart 
C. 

Act is the Omnibus Budget Recon
ciliation Act of 1993. 

A viation fuel is any liquid (other 
than any product taxable under sec
tion 4081) that is commonly or com
mercially known or sold as a fuel that 
is suitable for use in an aircraft. 

Commercial aviation fuel is any 
aviation fuel that is held for use or 
sale for use in a business of trans
porting persons or property for com
pensation or hire by air. 

Controlled group means-
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(l) Any controlled group of corpo
rations within the meaning of section 
1563(a), except that the phrase "more 
than 50 percent" is substituted for 
the phrase "at least 80 percent" each 
place it appears therein and a con
trolled group of corporations includes 
members that are described in section 
1563(b)(2) (relating to excluded mem
bers); and 

(2) Any other group of organiza
tions, at least one member of which is 
not a corporation, that is a brother
sister group under common control or 
a combined group under common 
control, with terms having the follow
ing meanings for this purpose: 

(i) Organization means a sole pro
prietorship, a partnership, a trust, an 
estate, or a corporation. 

(ii) Brother-sister group under 
common control means two or more 
organizations if-

(A) The same five or fewer persons 
who are individuals, estates, or trusts 
own (directly and with the application 
of § 1.414(c)-4 of this chapter) a 
controlling interest of each organiza
tion; 

(B) Taking into account the owner
ship of each person only to the extent 
that person's ownership is identical 
with respect to each organization, 
such persons are in effective control 
of each organization; and 

(C) The five or fewer persons 
whose ownership is considered for 
purposes of the controlling interest 
requirement for each organization are 
the same persons whose ownership is 
considered for purposes of the effec
tive control requirement. 

(iii) Controlling interest means
(A) In the case of a corporation, 

ownership of stock possessing at least 
50 percent of the total combined 
voting power of all classes of stock 
entitled to vote or at least 50 percent 
of the total value of the shares of all 
classes of stock of the corporation; 

(B) In the case of a trust or estate, 
ownership of an actuarial interest (de
termined under § 1.52-1(f) of this 
chapter) of at least 50 percent of the 
trust or estate; 

(C) In the case of a partnership, 
ownership of at least 50 percent of 
the profit interest or capital interest 
of the partnership; and 

(D) In the case of a sole propri
etorship, ownership of the sole pro
prietorship. 
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(iv) Effective control has the mean

ing given that term in § 1.52-1(d)(3) 
of this chapter. 

(v) Combined group under com
mon control has the meaning given 
that term in § 1.52-1(e) of this chap
ter. 

Diesel fuel means any liquid (other 
than gasoline) that is suitable for use 
in a diesel-powered highway vehicle, 
diesel-powered train, or, after Decem
ber 31, 1993, diesel-powered boat. 

Fuel means gasoline, diesel fuel, 
and aviation fuel (including after Sep
tember 30, 1995, commercial aviation 
fuel). 

Gasoline means-
(I) All products (including gasohol) 

that are commonly or commercially 
known or sold as gasoline and are 
suitable for use as a motor fuel (other 
than products that are not sold as 
gasoline and have an American Soci
ety for Testing Materials octane num
ber of less than 75 as determined by 
the motor method); and 

(2) Gasoline blend stocks (as de
fined in § 48.4081-10) of this chap
ter). 

Person includes each business unit 
that has, or is required to have, its 
own employer identification number. 

§ 47.3-3 Imposition of the October 
1, 1993, floor stocks tax on fuel held 
on October 1, 1993. 

(a) Fuels subject to tax. Section 
13241{h)(I) of the Act imposes a floor 
stocks tax on gasoline (including ga
soho!), diesel fuel, and aviation fuel-

(1) On which tax was imposed un
der section 4081 or 4091 before Octo
ber 1, 1993; and 

(2) That is held at the first moment 
of October 1, 1993, by any person. 

(b) Rate of tax. The rate of the 
October 1, 1993, floor stocks tax is 
4.3 cents per gallon. 

(c) Person liable for tax. The per
son liable for tax on any fuel subject 
to the October 1, 1993, floor stocks 
tax is the person that holds the fuel at 
the first moment of October 1, 1993. 
Fuel is held by a person if the person 
has title to the fuel (whether or not 
delivery to that person has been 
made) at such time, as determined 
under applicable local law. 

§ 47.3-4 Exceptions to the October 
1, 1993, floor stocks tax. 

(a) Exception for fuel held for an 
exempt use-(1) Gasoline. The Octo-

250 1994-2 C.B. 

ber 1, 1993, floor stocks tax does not 
apply to gasoline held exclusively for 
an exempt use. In determining wheth
er gasoline is held exclusively for an 
exempt use, the following rules in 
paragraphs (a)(l )(i) through (iii) of 
this section apply: 

(i) An exempt use, with respect to 
gasoline, is any use of gasoline (other 
than use in producing gasohol) that is 
described in section 6420, 6421, or 
6427 and that entitles the ultimate 
purchaser to a credit or payment 
equal to the tax imposed by section 
4081. Thus, for example, exempt use 
of gasoline includes use on a farm for 
farming purposes; use in an off
highway business use; use in certain 
intercity, local, and school buses; ex
clusive use by a State or local govern
ment or nonprofit educational organi
zation; and use in commercial 
aircraft. 

(ii) Gasoline is held exclusively for 
an exempt use only if the person that 
holds gasoline at the first moment of 
October I, 1993, actually uses the 
gasoline in an exempt use. 

(iii) Gasoline is not held exclusively 
for an exempt use if, at the first 
moment of October I, 1993, the gaso
line is held for resale (including resale 
to a person that will use the gasoline 
in an exempt use). Thus, for example, 
gasoline held by a gasoline service 
station for sale to a farmer for use on 
a farm for farming purposes is not 
exempt from the October I, 1993, 
floor stocks tax. However, the farmer 
would be eligible to claim an income 
tax credit for an amount equal to the 
tax under sections 34 and 6420. 

(2) Diesel fuel. The October I, 
1993, floor stocks tax does not apply 
to diesel fuel held exclusively for an 
exempt use. In determining whether 
diesel fuel is held exclusively for an 
exempt use, the following rules in 
paragraphs (a)(2)(i) through (iv) of 
this section apply: 

(i) An exempt use, with respect to 
diesel fuel, is any use of diesel fuel 
(other than use in producing a diesel 
fuel/alcohol mixture or as fuel in a 
diesel-powered train) that is described 
in section 6427 and that entitles the 
ultimate purchaser to a credit or pay
ment equal to the tax imposed by 
section 4091. Thus, for example, ex
empt uses of diesel fuel include use 
other than as a fuel in a diesel
powered highway vehicle (as defined 
in § 48.4041-8(b)(4) of this chapter), 

use on a farm for farming purposes, 
exclusive use by a State or local 
government or nonprofit educational 
organization, and use in an off
highway business use. 

(ii) Diesel fuel held for use in a 
diesel-powered train is not exempt 
from the October I, 1993, floor 
stocks tax under this paragraph (a)(2) 
unless the fuel is held by a State or 
local government. Thus, the exemp
tions for use other than as fuel in a 
diesel-powered highway vehicle and 
off-highway business use do not ap
ply to fuel used in a diesel-powered 
train. See section 6427(1)(3) as amend
ed by section 13241 of the Act. 

(iii) Diesel fuel is held exclusively 
for an exempt use only if the person 
that holds the fuel at the first mo
ment 0 f October 1 , 1993, actually 
uses the diesel fuel in an exempt use. 

(iv) Diesel fuel is not held exclu
sively for an exempt use if, at the 
first moment of October 1, 1993, the 
diesel fuel is held for resale (including 
resale to a person that will use the 
diesel fuel in an exempt use). Thus, 
for example, diesel fuel held by a 
retailer for sale to a construction 
company for use in the construction 
company's off-road machinery is not 
exempt from the October 1, 1993, 
floor stocks tax. However, the con
struction company would be eligible 
to claim a credit or payment equal to 
the tax under section 6427. 

(3) A viation fuel. The October 1, 
1993, floor stocks tax does not apply 
to aviation fuel held exclusively for 
an exempt use. In determining wheth
er aviation fuel is held exclusively for 
an exempt use, the following rules in 
paragraphs (a)(3)(i) through (iii) of 
this section apply: 

(i) An exempt use, with respect to 
aviation fuel, is any use of aviation 
fuel that is described in section 6427 
and that entitles the ultimate purchas
er to a credit or payment equal to the 
tax imposed by section 4091. Thus, 
for example, exempt use of aviation 
fuel includes any use on a farm for 
farming purposes, exclusive use by a 
State or local government or nonprof
it educational organization, and use 
other than use as a fuel in an aircraft 
in noncommercial aviation (as defined 
in section 4041(c». 

(ii) Aviation fuel is held exclusively 
for an exempt use only if the person 
that holds the aviation fuel at the 



first moment of October 1, 1993, 
actually uses the aviation fuel in an 
exempt use. 

(iii) Aviation fuel is not held exclu
sively for an exempt use if, at the 
first moment of October 1, 1993, the 
aviation fuel is held for resale (includ
ing resale to a person that will use the 
aviation fuel in an exempt use). Thus, 
for example, aviation fuel held by a 
fixed-base operator for sale to an 
airline for use in commercial aviation 
is not exempt from the October 1, 
1993, floor stocks tax. However, the 
airline would be eligible to claim a 
credit or payment equal to the tax 
under section 6427. 

(b) Exception for gasoline or diesel 
fuel held in vehicle fuel supply tank. 
The October 1, 1993, floor stocks tax 
does not apply to gasoline or diesel 
fuel held at the first moment of 
October 1, 1993, in the fuel supply 
tank of a motor vehicle (as defined in 
§ 48.4041-8(c) of this chapter) or 
motorboat. This exception does not 
apply to fuel held in the fuel supply 
tank of a train or an aircraft. 

(c) Exception for certain amounts 
of fuel-(1) In general. The October 
1, 1993, floor stocks tax does not 
apply to-

(i) Gasoline that a person holds at 
the first moment of October 1, 1993, 
if the aggregate amount of gasoline 
held by that person at that moment 
does not exceed 4,000 gallons; and 

(ii) Diesel fuel or aviation fuel that 
a person holds at the first moment of 
October 1, 1993, if the aggregate 
amount of diesel fuel or the aggregate 
amount of aviation fuel held by that 
person at that moment does not ex
ceed 2,000 gallons. 

(2) Additional rules-(i) Coordina
tion with other exemptions. In deter
mining the aggregate amount of gaso
line, diesel fuel, or aviation fuel held 
by a person at the first moment of 
October 1, 1993, there is excluded the 
amount of gasoline, diesel fuel, or 
aviation fuel exempt from the Octo
ber 1, 1993, floor stocks tax by rea
son of paragraph (a) of this section 
(relating to fuel held for exempt 
uses), or paragraph (b) of this section 
(relating to gasoline and diesel fuel 
held in the fuel supply tank of a 
motor vehicle or motorboat). 

(ii) All amounts held subject to tax 
if threshold exceeded. The October 1, 
1993, floor stocks tax applies to all 
amounts of gasoline, diesel fuel, or 

aviation fuel (as the case may be) 
held by a person (and not exempt 
from tax under paragraph (a) or (b) 
of this section) if the aggregate 
amount of fuel held by the person at 
the first moment of October 1, 1993, 
exceeds 4,000 gallons in the case of 
gasoline or 2,000 gallons in the case 
of diesel fuel or aviation fuel. 

(iii) Controlled groups. A member 
of a controlled group (as defined in 
§ 47.3-2) holds more than 4,000 gal
lons of gasoline if the aggregate 
amount of all gasoline held by all 
members of the controlled group ex
ceeds 4,000 gallons. A member of a 
controlled group holds more than 
2,000 gallons of diesel fuel or avia
tion fuel if the aggregate amount of 
all diesel fuel or aviation fuel, as the 
case may be, held by all members of 
the controlled group exceeds 2,000 
gallons. 

(3) Examples. The following exam
ples illustrate the rules of this section: 

Example 1. On October I, 1993, A holds 
10,000 gallons of gasoline, 6,000 gallons of 
which are held exclusively for use on a farm 
for farming purposes. The remaining 4,000 
gallons are held for use in A's highway vehi· 
cles. A is not a member of a controlled group. 
A is not liable for the floor stocks tax on any 
of the 10,000 gallons because the aggregate 
amount of fuel held by A for uses other than 
exempt uses does not exceed 4,000 gallons. 

Example 2. On October I, 1993, B holds 
1,900 gallons of diesel fuel and 3,900 gallons of 
gasoline. B is not a member of a controlled 
group. B is not liable for the floor stocks tax 
on diesel fuel because B's holdings of diesel 
fuel do not exceed 2,000 gallons. B is not liable 
for the floor stocks tax on gasoline because B's 
holdings of gasoline do not exceed 4,000 gal· 
Ions. 

Example 3. On October I, 1993, C holds 
4,100 gallons of gasoline for resale at a service 
station. C is liable for a floor stocks tax of 
$176.30 (4,100 X $.043) on that gasoline. 

§ 47.3-5 Requirements with respect 
to payment and return for the 
October 1, 1993, floor stocks tax. 

(a) Payment of tax. The October 1, 
1993, floor stocks tax is to be paid 
without assessment or notice on or 
before November 30, 1993. 

(b) Filing of returns-(1) Form 
720. Every person liable for the Octo
ber 1, 1993, floor stocks tax must 
make a return of the tax on Form 
720, Quarterly Federal Excise Tax 
Return. The return is to be prepared 
and filed in accordance with the in
structions relating to the return. 

(2) Time for filing-(i) In general. 
The Form 720 required by paragraph 
(b)(1) of this section must be filed on 
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or before November 30, 1993, and is 
a return for the third calendar quarter 
of 1993. A first return reporting only 
the October 1, 1993, floor stocks tax 
is also a final return and therefore, in 
accordance with the instructions to 
Form 720, the box for "final return" 
must be marked. 

(ii) Return reporting other taxes. A 
person must file only one Form 720 
for a quarter. If a person is required 
under part 40 of this chapter to file 
Form 720 for the third calendar quar
ter of 1993 for other excise taxes 
earlier than November 30, 1993, that 
person files a single Form 720 for the 
quarter on or before November 30, 
1993. This paragraph (b)(2)(ii) does 
not extend the time for making de
posits or paying any excise tax. 

§ 47.3-6 Imposition of the January 
1, 1994, floor stocks tax on diesel 
fuel held on January 1, 1994. 

(a) Fuel subject to tax. Section 
13243 of the Act imposes a floor 
stocks tax on diesel fuel held at the 
first moment of January 1, 1994, by 
any person if-

(1) No tax was imposed on the 
diesel fuel under section 4041(a) or 
4091 as in effect on December 31, 
1993; and 

(2) Tax would have been imposed 
by section 4081, as amended by sec
tion 13242 of the Act, on any prior 
removal, entry, or sale of the diesel 
fuel had section 4081 applied to the 
diesel fuel for periods before January 
1, 1994. 

(b) Rate of tax. The rate of the 
January 1, 1994, floor stocks tax is 
24.4 cents per gaIlon. 

(c) Person liable for tax. The per
son liable for tax on any diesel fuel 
subject to the January 1, 1994, floor 
stocks tax is the wholesale distributor 
or other registered producer, recre
ational boat operator, or other person 
that holds the fuel at the first mo
ment of January 1, 1994. Fuel is held 
by a person if the person has title to 
the fuel (whether or not delivery to 
that person has been made) at such 
time, as determined under applicable 
local law. 

§ 47.3-7 Exception to the January 1, 
1994, floor stocks tax. 

(a) In general. The January 1, 
1994, floor stocks tax does not apply 
to diesel fuel held exclusively for an 
exempt use. In determining whether 
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diesel fuel is held exclusively for an 
exempt use, the following rules apply: 

(1) An exempt use, with respect to 
diesel fuel, is any use of diesel fuel 
(other than in producing a diesel 
fuel/alcohol mixture or as fuel in a 
diesel-powered train) that is described 
in section 6427 (as in effect on Janu
ary 1, 1994) and that would entitle 
the ultimate purchaser to a credit or 
payment equal to any tax imposed by 
section 4081 (as in effect on such 
date). Thus, for example, exempt uses 
of diesel fuel include use other than 
as a fuel in a diesel-powered highway 
vehicle (as defined in § 48.4041-
8(b)(4) of this chapter), use on a farm 
for farming purposes, exclusive use 
by a State or local government or non
profit educational organization, and 
use in an off-highway business use. 

(2) Diesel fuel held for use in a 
diesel-powered train is not exempt 
from the January 1, 1994, floor 
stocks tax under paragraph (a)(1) of 
this section unless the fuel is held by 
a State or local government. Thus, 
the exemptions for use other than as 
fuel in a diesel-powered highway vehi
cle and off-highway business use do 
not apply to fuel used in a diesel
powered train. For circumstances in 
which diesel fuel held for use in a 
diesel-powered train may be exempt 
from the January 1, 1994, floor 
stocks tax, see paragraph (b) of this 
section (relating to the exemption for 
dyed fuel) and § 47 .3-6(a)( 1), which 
exempts fuel that was previously 
taxed under section 4041 (a) or 4091 
(as in effect on December 31, 1993). 

(3) Diesel fuel is held exclusively 
for an exempt use only if the person 
that holds the fuel at the first mo
ment of January 1, 1994, actually 
uses the diesel fuel in an exempt use. 

(4) Diesel fuel is not held exclusive
ly for an exempt use if, at the first 
moment of January 1, 1994, the die
sel fuel is held for resale (including 
resale to a person that will use the 
diesel fuel in an exempt use). Thus, 
for example, except in the case of 
dyed fuel described in paragraph (b) 
of this section, diesel fuel held by a 
heating oil retailer for sale for use as 
home heating oil is not exempt from 
the January 1, 1994, floor stocks tax. 
However, a homeowner who uses the 
fuel for heating purposes would be 
eligible to claim a credit or may be 
eligible for a payment equal to the 
tax under section 6427. 
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(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-
1 T(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 exam
ple, diesel fuel held by a heating oil 
retailer for sale for use as home 
heating oil is exempt from the Janu
ary 1, 1994, floor stocks tax if the 
retailer or another person has dyed 
the fuel and the fuel satisfies the 
requirements of § 48.4082-1T(b) of 
this chapter. 

§ 47.3-8 Requirements with respect 
to payment and return for the 
January 1, 1994, floor stocks tax. 

(a) Payment of tax. The January 1, 
1994, floor stocks tax is to be paid 
without assessment or notice on or 
before July 31, 1994. 

(b) Filing of returns-(l) Form 
720. Every person liable for the Janu
ary 1, 1994, floor stocks tax must 
make a return of the tax on Form 
720, Quarterly Federal Excise Tax 
Return. The return is to be prepared 
and filed in accordance with the in
structions relating to the return. 

(2) Time for filing-(i) In general. 
The Form 720 required by paragraph 
(b)(l) of this section must be filed on 
or before July 31, 1994, and is a 
return for the second calendar quarter 
of 1994. A first return reporting only 
January 1, 1994, floor stocks tax is 
also a final return and therefore, in 
accordance with the instructions to 
Form 720, the box for "final return" 
must be marked. 

(ii) Return reporting other taxes. A 
person must file only one Form 720 
for a quarter. If a person is required 
under part 40 of this chapter to file 
Form 720 for the second calendar 
quarter of 1994 for other excise taxes 
on or before August 31, 1994, that 
person files a single Form 720 for the 
quarter on or before August 31, 1994. 
This paragraph (b)(2)(ii) does not ex
tend the time for making deposits or 
paying any excise tax. 

§ 47.3-9 Imposition of the October 
1, 1995, floor stocks tax on 
commercial aviation fuel held on 
October 1, 1995. 

(a) Fuel subject to tax. Section 
13245 of the Act imposes a floor 

stocks tax on commercial aviation 
fuel on which tax was imposed under 
section 4091 before October 1, 1995, 
and which is held on the first moment 
of that date by any person. Tax is 
imposed under section 4091 even if 
imposed only at the Leaking Under
ground Storage Tank Trust Fund fi
nancing rate under that section. 

(b) Rate of tax. The rate of the 
October 1, 1995, floor stocks tax is 
4.3 cents per gallon. 

(c) Person liable for tax. The per
son liable for tax on any commercial 
aviation fuel subject to the October 1, 
1995, floor stocks tax is the person 
that holds the commercial aviation 
fuel at the first moment of October 1, 
1995. Fuel is held by a person if the 
person has title to the fuel (whether 
or not delivery to that person has 
been made) at such time, as deter
mined under applicable local law. 

§ 47.3-10 Exceptions to the October 
1, 1995, floor stocks tax. 

(a) Exception for commercial avia
tion fuel held for use as supplies for 
vessels or aircraft. The October 1, 
1995, floor stocks tax does not apply 
to commercial aviation fuel held ex
clusively for use as supplies for ves
sels or aircraft within the meaning of 
section 4221(d)(3). In determining 
whether commercial aviation fuel is 
held exclusively for such use, the 
following rules in paragraphs (a)(l) 
and (2) of this section apply: 

(l) Commercial aviation fuel is 
held exclusively for use as supplies 
for vessels or aircraft only if the 
person that holds the commercial avi
ation fuel at the first moment of 
Octo ber 1 , 1995, actually uses the 
aviation fuel in that exempt use. 

(2) Commercial aviation fuel is not 
held exclusively for use as supplies for 
vessels or aircraft if, at the first mo
ment of October 1, 1995, the commer
cial aviation fuel is held for resale 
(including resale to a person that will 
use the aviation fuel as supplies for 
vessels or aircraft). Thus, for example, 
commercial aviation fuel held by a 
fixed base operator for sale to an 
airline for use in foreign trade is not 
exempt from the October 1, 1995, floor 
stocks tax. However, the airline would 
be eligible to claim a credit or payment 
equal to the tax under section 6427. 

(b) Exception for certain amounts 
of fuel-(l) In general. The October 
1, 1995, floor stocks tax does not 



apply to commercial aviation fuel 
that a person holds at the first mo
ment of October 1, 1995, if the ag
gregate amount of commercial avia
tion fuel held by that person at that 
moment does not exceed 2,000 gal
lons. 

(2) Additional rules relating to the 
2,000 gal/on exception-(i) Coordina
tion with other exemptions. In deter
mining the aggregate amount of com
mercial aviation fuel held by a person 
at the first moment of October 1, 
1995, there is to be excluded the 
amount of commercial aviation fuel 
exempt from the October 1, 1995, 
floor stocks tax by reason of para
graph (a) of this section (relating to 
fuel held for an exempt use). 

(ii) All amounts held subject to tax 
if threshold exceeded. The October 1, 
1995, floor stocks tax applies to all 
amounts of commercial aviation fuel 
held by a person (and not exempt 
from tax under paragraph (a) of this 
section) if the aggregate amount of 
commercial aviation fuel held by the 
person at the first moment of Octo
ber 1, 1995, exceeds 2,000 gallons. 

(iii) Controlled groups. A member of 
a controlled group (as defined in 
§ 47.3-2) holds more than 2,000 gal
lons of commercial aviation fuel if the 
aggregate amount of all commercial 
aviation fuel held by all members of the 
controlled group exceeds 2,000 gallons. 

(3) Example. The following exam
ple illustrates the rules of this para
graph (b): 

Example. D, E, and F are members of the 
same controlled group. On October I, 1995, D 
holds 2,000 gallons of commercial aviation 
fuel. E holds 1,500 gallons of commercial 
aviation fuel, and F holds 500 gallons of 
commercial aviation fuel. None of the commer
cial aviation fuel is held for an exempt use. 
Because the aggregate amount held by all 
members of the group is 4,000 gallons, which 
exceeds 2,000 gallons, all commercial aviation 
fuel held by each member is subject to the 
floor stocks tax. Thus, D is liable for tax of 
$86.00 (2,000 X $.043), E is liable for tax of 
$64.50 (1,500 X $.043), and F is liable for tax 
of $21.50 (500 X $.043). 

§ 47.3-11 Requirements with respect 
to payment and return for the 
October I, 1995, floor stocks tax. 

(a) Payment of tax. The October 1, 
1995, floor stocks tax is to be paid 
without assessment or notice on or 
before April 30, 1996. 

(b) Filing of returns-(l) Form 
720. Every person liable for the Octo
ber 1, 1995, floor stocks tax must 
make a return of the tax on Form 

720, Quarterly Federal Excise Tax 
Return. The return is to be prepared 
and filed in accordance with the in
structions relating to the return. 

(2) Time for filing-(i) In general. 
The Form 720 required by paragraph 
(b)(l) of this section must be filed on 
or before April 30, 1996, and is a 
return for the first calendar quarter 
of 1996. A first return reporting only 
October 1, 1995, floor stocks tax is 
also a final return and therefore, in 
accordance with the instructions to 
Form 720, the box for "final return" 
must be marked. 

(ii) Return reporting other taxes. A 
person must file only one Form 720 
for a quarter. If a person is required 
under part 40 of this chapter to file 
Form 720 for the first calendar quar
ter of 1996 for other excise taxes on 
or before May 31, 1996, that person 
files a single Form 720 for the quarter 
on or before May 31, 1996. This 
paragraph (b )(2)(ii) does not extend 
the time for making deposits or pay
ing any excise tax. 

PART 48-MANUFACTURERS 
AND RETAILERS EXCISE TAXES 

Par. 2. The authority citation for 
part 48 is amended by adding the 
following entries in numerical order 
to read as follows: 

Authority: 26 U.S.c. 7805 * * * 
Section 48.4221-3(e) also issued un

der 26 U.S.c. 4221(a). 
Section 48.6416(b)(2)-2(b) also is

sued under 26 U.S.C. 6416(b). 

* * * * * 
Par. 3. Section 48.4221-3 is amend

ed by adding paragraph (e) to read as 
follows: 

§ 48.4221-3 Tax-free sale of articles 
for export, or for resale by the 
purchaser to a second purchaser for 
export. 

* * * * * 
(e) Vaccines. The exemption pro

vided by section 4221 (a)(2) applies 
after August 10, 1993, to the tax 
imposed on vaccines by section 4131, 
but only if-

(1) The vaccine is sold by the man
ufacturer after August 10, 1993; and 

(2) In the case of vaccine sold to, 
or sold for resale to, the United 
States or any of its agencies or instru
mentalities, the United States or such 
agency or instrumentality notifies the 
manufacturer that the vaccine is in
tended for uses other than the vacci-
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nation of persons described in 42 
U.S.C. 300aa-l1(c)(l)(B)(i)(1I) (relat
ing to certain U.S. citizens who are 
vaccinated outside the United States). 

Par. 4. Section 48.6416(b}(2}-2 is 
amended by: 

I. Redesignating the text of para
graph (b) following the heading as 
paragraph (b)(l). 

2. Adding a heading to paragraph 
(b)(1). 

3. Revising the first sentence of 
paragraph (b)(I). 

4. Adding paragraph (b)(2). 
5. The revisions and additions read 

as follows: 

§ 48.6416(b)(2)-2 Exportations, uses, 
sales, and resales included. 

* * * * * 
(b) Exportation of tax-paid arti

cles-(I) In general. Subject to the 
limitations of section 6416(b)(2) and 
paragraph (b)(2) of this section, tax 
paid under chapter 31 or 32 on the 
sale of any article will be considered 
to be an overpayment under section 
641 6(b )(2)(A) if the article is exported 
by any person. * * * 

(2) Rule for exportation of vac
cines. Paragraph (b)(I) of this section 
applies to tax paid under section 4131 
on the sale of a vaccine, but only if 
the sale by the manufacturer occurs 
after August 10, 1993, and, in the 
case of vaccine sold to the United 
States or any of its agencies or instru
mentalities, the condition of 
§ 48.4221-3(e)(2) is satisfied. 

* * * * * 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved July 21, 1994. 

Leslie Samuels, 
Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
August 19, 1994, 8:45 a.m., and published in 
the issue of the Federal Register for August 
22, 1994, 59 F.R. 43039) 

Chapter 35.-Taxes on Wagering 
Subchapter A.-Tax on Wagers 

Section 4401.-lmposition of Tax 

26 CFR 44.4401-1: Imposition of tax. 

Do federal excise taxes apply to Indian tribal 
governments? See Rev. Rul. 94-81, page 412. 

1994-2 C.B. 253 



Section 4411 

Subchapter B.-Occupational Tax 

Section 441l.-lmposition of Tax 

26 CFR 44.44JJ-1: Imposition of tax. 

Do federal excise taxes apply to Indian tribal 

governments? See Rev. Rul. 94-81. page 412. 

Chapter 42.-Private Foundations and Certain Other 
Tax·Exempt Organizations 

Section 4945.-Taxes on Taxable 
Expenditures 

26 CFR 53.4945-4: Grants to individuals. 

This procedure sets forth a rounding conven

tion that may be used in applying the percent

age tests of section 4.08 of Rev. Proc. 76-47 

and section 4.10 of Rev. Proc. 80-39 with 

respect to employer-related grant and loan 

programs. See Rev. Proc. 94-78. page 833. 

Chapter 43.-Qualified Pension. etc .• Plans 

Section 4972.-Tax on 
Nondeductible Contributions to 
Qualified Employer Plans 

Whether the conversion of a defined benefit 

pension plan within the meaning of § 403(a) of 

the Code to a plan within the meaning of 

§ 412(i) results in an excise tax for nondeduct

ible contributions. See Rev. Rul. 94-75. page 

59. 

Chapter 44.-Qualified Investment Entities 

Section 4981.-Excise Tax on 
Undistributed Income of Real Estate 
Investment Trusts 

An administrative exception under section 

4981 to Rev. Rul. 94-40 for a real estateinvest

ment trust that is a partner in a partnership is 

provided. See Rev. Proc. 94-71. page 810. 

Section 4982.-Excise Tax on 
Undistributed Income of Regulated 
Investment Companies 

An administrative exception under section 

4982 to Rev. Rul. 94-40 for a regulated invest

ment company that is a partner in a partner

ship is provided. See Rev. Proc. 94-71, page 

810. 

Subtitle F.-Procedure and Administration 

Chapter 61.-lnformation and Returns 

Subchapter A.-Returns and Records 

Part fl.-Tax Returns or Statements 

Subpart A.-General Requirements 

Section 6011.-General 
Requirements of Return, Statement 
or list 
26 CFR 31.6011(a)-4: Returns of income tax 

withheld from wages. 

Requirements for the filing of Form 945 on 

magnetic tape by reporting agents. See Rev. 

Proc. 94-59, page 747. 
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26 CFR 1.6012-5: Composite returns in lieu of 

specified form. 

An electronically filed Form 1040, U.S. Indi

vidual Tax Return, which is a composite re

turn, is described. See Rev. Proc. 94-63, page 

785. 

Subpart B.-Income Tax Returns 

Section 6012.-Persons Required to 
Make Returns of Income 

26 CFR 1.6012-1: Individuals required to 

make returns of income. 

The Service is providing adjusted tax tables 

for individuals and trusts and estates for tax

able years beginning in 1995 to reflect changes 

in the cost-of-living. See Rev. Proc. 94-72, 

page 811. 

26 CFR 1.6012-5: Composite returns in lieu of 

specified form. 

An electronically filed Form 1040, U.S. Indi

vidual Tax Return, which is a composite re

turn, is described. See Rev. Proc. 94-63A, page 

795. 

Section 6013.-Joint Returns of 
Income Tax by Husband and Wife 

26 CFR 1.6013-1: Joint returns. 

The Service is providing adjusted tax tables 

for individuals for taxable years beginning in 

1995 to reflect changes in the cost-of-living. See 

Rev. Proc. 94-72. page 811. 

Part 1I1.-lnformation Returns 

Subpart B.-Information Concerning Transactions with 

Other Persons 

Section 6050H.-Returns Relating 
to Mortgage Interest Received in 
Trade or Business from Individuals 

26 CFR 1.6050H-0: Table of contents. 

T.D.8571 

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

Reporting Requirements for 
ReCipients of Points Paid on 
Residential Mortgages 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMAR Y: This document contains 

final regulations setting forth the in
formation reporting requirements for 

recipients of prepaid interest in the 
form of points (points) paid on resi

dential mortgages. The regulations 

implement amendments made by the 
Omnibus Budget Reconciliation Act 

of 1989. The regulations affect any 

taxpayer that, in the course of a trade 

or business, receives $600 or more of 
interest, including points, in a calen

dar year on a residential mortgage. 

DATES: These regulations are effec
tive December 8, 1994. 

These regulations are applicable for 

mortgage interest received after De
cember 31, 1987. However, the re
porting requirements of § 1.6050H-l 

of the regulations do not apply to 
prepaid interest in the form of points 

received before January 1, 1995. 

SUPPLEMENT ARY 
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 Re
duction Act (44 U.S.c. 3504(h)) un

der control number 1545-1380. The 
estimated annual burden per respon
dent/record keeper varies from two 
hours to thirty-five hours, depending 

on individual circumstances, with an 
estimated average of ten hours. 

Comments concerning the accuracy 
of this burden estimate and sugges
tions for reducing this burden should 

be sent to the Internal Revenue Ser
vice, Attn: IRS Reports Clearance 
Officer, PC:FP, Washington, DC 

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, DC 20503. 

Background 

On December 31, 1992, the IRS 

published in the Federal Register a 
notice of proposed rulemaking (57 FR 

62526 [lA-17-90, 1993-1 C.B. 815]) 

proposing amendments to the Income 

Tax Regulations (26 CFR part 1) 
under section 6050H of the Internal 

Revenue Code of 1986 (Code). These 
amendments were proposed to imple

ment section 7646 of the Omnibus 

Budget Reconciliation Act of 1989, 

Pub. L. 101-239, 103 Stat. 2106 (the 
1989 Act). 

Written comments responding to 

the notice of proposed rulemaking 

were received. No public hearing was 
requested or held. After consideration 

of all the comments, the proposed 



regulations under section 6050H are 
adopted as revised by this Treasury 
decision. The comments made on the 
proposed regulations and the revi
sions incorporated in the final regula
tions are discussed below. 

Explanation of Revisions and 
Summary of Comments In General 

Section 6050H provides that an in
formation return must be made by 
any person who is engaged in a trade 
or business and who, in the course of 
that trade or business, receives from 
any individual $600 or more of inter
est on any mortgage in a calendar 
year. Any person required to make an 
information return under section 
6050H also must furnish a statement 
to the payor of record on or before 
January 31 of the year following the 
calendar year in which the interest 
was received. 

Section 6050H(b)(2) was amended 
by the 1989 Act to require persons 
subject to the information reporting 
requirements of section 6050H to sep
arately state the amount of points 
and the amount of interest (other 
than points) received from an individ
ual on a mortgage during a calendar 
year. Section 6050H(d)(2) requires 
persons subject to the information 
reporting requirements to provide to 
the individual from whom the interest 
and points were received a statement 
separately stating the amount of 
points and the amount of interest 
(other than points) received on the 
mortgage during the calendar year. 

On April 12, 1988, the IRS issued 
final regulations (TO 8191, (53 FR 
12002) [1988-1 C.B. 387]) regarding 
the application of section 6050H to 
amounts received as interest (other 
than points). The final regulations 
contained in this Treasury decision 
supplement the existing regulations by 
providing guidance as to the applica
tion of section 6050H to points re
ceived from an individual during a 
calendar year. 

On December 29, 1993, the IRS 
issued final regulations (TO 8507, (58 
FR 68751) [1994-1 C.B. 283]) regard
ing the application of section 6050H 
to reimbursements of interest paid in 
connection with a qualified mort
gage. The final regulations contained 
in this Treasury decision preserve all 
substantive changes made to 
§ 1.6050H-2 by TO 8507, including 
changes made to the language of 

§ 1.6050H-2(a)(2)(iv) (renumbered as 
§ 1.6050H-2(a)(2)(v) by the final reg
ulations). Apart from the renumber
ing of various provisions, the final 
regulations do not affect the language 
of the regulatory provisions adopted 
by TO 8507. A complete discussion 
of TO 8507 may be found in the 
preamble to that Treasury decision. 

At the request of commentators, 
the IRS is considering the issuance of 
guidance providing uniform proce
dures for requesting extensions of 
time within which to file information 
returns with the IRS and related 
statements to taxpayers. This guid
ance, if issued, would apply to the 
information reporting requirements 
set forth in this Treasury decision. 

Significant Provisions of and Changes 
Made by the Final Regulations 

A. Definition of Points. A number 
of commentators submitted sugges
tions regarding the proper definition 
of prepaid interest in the form of 
points. These suggestions and other 
significant provisions are summarized 
below. 

I. Seller-paid Points. The final reg
ulations require the reporting of 
points that are paid by the seller of a 
principal residence on behalf of the 
borrower (i.e., seller-paid points). For 
this purpose, seller-paid points are 
treated as paid by the seller to the 
payor of record and then paid direct
ly by the payor of record to the 
interest recipient. 

One commentator suggested that 
seller-paid points should not be de
ductible by a borrower, and as a 
result, should not be reported by an 
interest recipient. Consistent with the 
provisions of § 1.1273-2(g)(4) (per
taining to original issue discount), 
however, the IRS published Rev. 
Proc. 94-27, 1994-1 C.B. 613, per
mitting borrowers to treat seller-paid 
points as amounts that are deductible 
under section 461(g)(2) of the Code. 
In order to promote consistency with 
this treatment, the final regulations 
require the reporting of seller-paid 
points on Form 1098. 

2. Loan Origination Fees. The reg
ulations apply equally to amounts 
designated as points payable in con
nection with any residential loan, re
gardless of whether the loan is a 
conventional loan, or is insured or 
guaranteed by the Federal Housing 
Administration (FHA) or the Oepart-
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ment of Veterans Affairs (VA). 
Amounts paid in connection with ei
ther a V A or an FHA loan that 
would not be reportable if paid in 
connection with a conventional loan, 
however, continue to be nonreport
able (for example, a VA funding fee). 

3. Home Improvement Loans. 
Commentators also suggested that the 
regulations be modified to reflect the 
statutory language of section 
461(g)(2) of the Code, permitting a 
deduction for points paid in connec
tion with indebtedness incurred for 
either the purchase or the improve
ment of the taxpayer's principal resi
dence. The final regulations continue 
to exclude from the definition of 
reportable points amounts paid in 
respect of indebtedness incurred for 
the improvement of the taxpayer's 
principal residence. This limitation is 
designed to alleviate the need for 
lenders to ascertain that the disbursed 
funds actually are used for the im
provement of the taxpayer's resi
dence. 

The final regulations specifically 
provide that the regulations govern 
only the reporting of points under 
section 6050H of the Code, and do 
not affect the borrower's ability to 
deduct as points any amount that 
otherwise would be deductible under 
applicable authority. This provision 
clarifies that the deductibility of 
amounts such as points paid on home 
improvement loans are not affected 
by the exclusion of such amounts 
from the final regulations. These 
points are deductible under section 
461(g)(2) provided that the taxpayer 
can establish by appropriate docu
mentation that the points were paid 
for the improvement of the residence 
and that the requirements of section 
163(h)(3) are otherwise satisfied. 

4. Land Contracts. One commenta
tor requested clarification regarding 
application of the regulations to the 
refinancing of a land contract (or 
land sale contract, contract for deed, 
or similar forms of seller financing). 
In a land contract between two indi
viduals, legal title to the property is 
not granted to the buyer until the 
land contract is paid in full. 

For tax purposes, the land contract 
generally constitutes a completed sale 
upon the transfer to the buyer of the 
benefits and burdens of ownership. 
Accordingly, subsequent indebtedness 
incurred to extinguish the outstanding 
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balance of the amount due the seller 
constitutes a refinancing of the acqui
sition debt rather than the purchase 
of the residence. Accordingly, the 
final regulations have been revised to 
clarify that points paid in connection 
with the refinancing of land contracts 
and similar forms of seller-financed 
transactions must not be reported on 
Form 1098 because only points paid 
on the acquisition of the residence are 
reportable under the regulations. 

B. Designation Agreement. The 
proposed regulations permit an inter
est recipient to enter into a designa
tion agreement with a qualified per
son, pursuant to which the qualified 
person will assume responsibility for 
fulfilling the reporting responsibilities 
of the interest recipient. In general, 
the proposed regulations provide that 
a qualified person is either (i) a trade 
or business with respect to which the 
interest recipient is under common 
control within the meaning of 
§ 1.414(c)-2, or (ii) a person who is 
named as the designee by the lender 
of record or by another qualified 
person in a designation agreement, 
and who either was involved in the 
original loan transaction or is a sub
sequent purchaser of the loan. 

1. Qualified Person. One commen
tator suggested that the definition of 
qualified person be expanded to in
clude closing attorneys and settlement 
agents. The commentator suggested 
that closing attorneys and settlement 
agents are in the best position to 
determine the extent to which points 
should be reported on Form 1098. 

Neither closing attorneys nor settle
ment agents are suited to fulfill the 
continuing, annual reporting on Form 
1098 of interest (other than points) 
paid on the mortgage. Because it is 
undesirable to separate the responsi
bility for reporting points from the 
responsibility for reporting interest 
(other than points), neither closing 
attorneys nor settlement agents have 
been added to the list of qualified 
persons. 

It also was suggested that the defi
nition of qualified persons be clari
fied to include mortgage servicers. In 
many cases, the mortgage lender will 
assign responsibility for servicing the 
mortgage, including applicable report
ing responsibility, to a mortgage ser
vicer that is a subsidiary of either the 
lender or the lender's parent corpora
tion. The final regulations retain the 

256 1994-2 C.B. 

existing definition of a qualified per
son for purposes of reporting interest 
(other than points). Thus, to the ex
tent mortgage servicing corporations 
presently are able to comply with the 
provisions governing the reporting of 
interest (other than points), these cor
porations likewise should be able to 
comply with those requirements with 
respect to the reporting of points. 

2. Incorporation into Section 6045. 
One commentator suggested that the 

. proposed regulations be amended to 
permit incorporation of the designa
tion agreement into the designation 
agreement already permitted in the 
regulations under Code section 6045 
on the sale or exchange of reportable 
real estate (see § 1.6045-4(e)(5». The 
commentator suggested that this con
solidation would eliminate the need 
for two separate designation agree
ments for a single mortgage loan 
closing. 

After careful consideration, the 
IRS has rejected this suggestion. The 
reporting provisions of the two sec
tions serve different purposes and 
involve the collection of different 
types of information. (Compare 
§ 1.6045-4(h)(I) with § 1.6050H-2(a) 
(2).) Moreover, the parties that are 
required to report under section 6045 
and section 6050H, even with respect 
to the same transaction, generally are 
not identical. Thus, in most cases, 
each reporting person would be re
quired to execute separate designation 
agreements. As a result of the funda
mental incompatibility of the two re
porting provisions, the final regula
tions retain the definition of qualified 
person contained in the proposed reg
ulations. 

C. Construction Loans. The regu
lations also provide guidance regard
ing the reporting of points paid on a 
loan incurred for the construction of 
a principal residence. Under the regu
lations, a loan incurred for the con
struction of a principal residence, as 
well as a permanent (i.e., take-out) 
loan incurred to refinance the con
struction loan, are each considered 
indebtedness incurred in connection 
with the purchase of a principal resi
dence. Because no comments were 
received regarding the treatment of 
construction loans, the final regula
tions adopt the language of the pro
posed regulations without change. 

D. $600 Reporting Threshold. The 
current reporting regulations require 

an interest recipient that receives at 
least $600 of interest on a qualified 
mortgage for a calendar year to com
ply with the reporting requirements of 
the regulations. The proposed regula
tions clarify that for purposes of 
determining whether this $600 report
ing threshold has been met, interest 
includes prepaid interest in the form 
of points. Commentators suggested 
that the computation required by this 
provision would be administratively 
burdensome for lenders of record . 

The IRS believes that the additional 
burden that this computation will 
place on lenders will be minimal, 
while the benefits to borrowers will 
be tangible. Accordingly, the final 
regulations adopt the language of the 
proposed regulations without change. 

E. Effective Date. The proposed 
regulations indicate that the reporting 
requirements set forth therein are to 
be effective for prepaid interest in the 
form of points received after Decem
ber 31, 1993. These final regulations 
modify this effective date to provide 
that the reporting requirements with 
respect to points are not effective for 
points paid before January 1, 1995. 
For guidance on the application of 
section 6050H to points received after 
1990 and before 1995, see Notice 
90-70, 1990-2 C.B. 351; Rev. Proc. 
92-11, 1992-1 C.B. 662; Rev. Rul. 
92-2, 1992-1 C.B. 360; and Rev. 
Proc. 94-27, 1994-1 C.B. 613. 

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 
Flexibility Act (5 U .S.c. chapter 6) 
do not apply to these regulations, 
and, therefore, a Regulatory Flexibili
ty Analysis is not required. Pursuant 
to section 7805(f) of the Internal 
Revenue Code, the notice of pro
posed rulemaking preceding these reg
ulations 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 and 
602 are amended as follows: 



PART I-INCOME TAXES 

Paragraph 1. The authority citation 
for part 1 is amended by adding a 
new section authority to read as fol
lows: 

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

Section 1.6050H-I also issued under 
26 U.S.C. 6050H. * * * 

Par. 2. Section 1.6050H-0 is re
vised to read as follows: 

§ 1.6050H-O Table of contents. 

This section lists the major captions 
that appear in §§ 1.6050H-I and 
1.6050H-2. 

§ 1.6050H-l Information reporting 
of mortgage interest received in a 
trade or business from an individual. 

(a) Information reporting require-
ment. 

(1) Overview. 
(2) Reporting requirement. 
(3) Optional reporting. 
(b) Qualified mortgage. 
(1) In general. 
(2) Mortgage. 
(i) In general. 
(ii) Transitional rule for certain ob

ligations existing on December 31, 
1984. 

(iii) Transitional rule for certain 
obligations existing on December 31, 
1987. 

(3) Payor of record. 
(4) Lender of record. 
(c) Interest recipient. 
(1) Trade or business requirement. 
(2) Interest received or collected on 

behalf of another person. 
(i) General rule. 
(ii) Exception. 
(3) Interest received in the form of 

points. 
(i) In general. 
(ii) If designation agreement is in 

effect. 
(4) Governmental unit. 
(5) Examples. 
(d) Additional rules. 
(1) Reporting by foreign person. 
(2) Reporting with respect to non-

resident alien individual. 
(i) In general. 
(ii) Nonresident alien individual 

status. 
(3) Reporting by cooperative hous

ing corporations. 
(e) Amount of interest received on 

mortgage for calendar year. 
(1) In general. 

(2) Calendar year. 
(i) In general. 
(ii) De minimis rule. 
(iii) Applicability to points. 
(3) Certain interest not received on 

mortgage. 
(i) Interest received from seller on 

payor of record's mortgage. 
(ii) Interest received from govern

mental unit. 
(4) Interest calculated under Rule 

of 78s method of accounting. 
(f) Points treated as interest. 
(1) General rule. 
(2) Limitations. 
(3) Special rule. 
(i) Amounts paid directly by payor 

of record. 
(ii) Examples. 
(4) Construction loans. 
(i) In general. 
(ii) Limitation on refinancing of 

construction loans. 
(5) Amounts paid to mortgage bro-

kers. 
(6) Effect on deduction of points. 
(g) Effective date. 
(1) In general. 
(2) Points. 

§ 1.6050H-2 Time, form, and 
manner of reporting interest received 
on qualified mortgage. 

(a) Requirement to file return. 
(1) Form of return. 
(2) Information included on return. 
(3) Reimbursements of interest on 

a qualified mortgage. 
(4) Time and place for filing re

turn. 
(5) Use of magnetic media. 
(b) Requirement to furnish state

ment. 
(1) In general. 
(2) Information included on state

ment. 
(3) Statement furnished pursuant 

to Federal mortgage program. 
(4) Copy of Form 1098 to payor of 

record. 
(5) Furnishing statement with other 

information reports. 
(6) Time and place for furnishing 

statement. 
(c) Notice requirement for use of 

Rule of 78s method of accounting. 
(1) In general. 
(2) Time and manner. 
(d) Reporting under designation 

agreement. 
(1) In general. 
(2) Qualified person. 
(3) Designation agreement. 
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(4) Penalties. 
(e) Penalty provisions. 
(1) Returns and statements the due 

date for which (determined without 
regard for extensions) is after Decem
ber 31, 1987, and before December 
31, 1989. 

(i) Failure to file return or to fur
nish statement. 

(ii) Failure to furnish TIN. 
(iii) Failure to include correct in

formation. 
(2) Returns and statements the due 

date for which (determined without 
regard for extensions) is after Decem
ber 31, 1989. 

(i) Failure to file return or to fur
nish statement. 

(ii) Failure to furnish TIN. 
(iii) Failure to include correct in

formation. 
(f) Requirement to request and to 

obtain TIN. 
(1) In general. 
(2) Manner of requesting TIN. 
(g) Effective date. 
(1) In general. 
(2) Points. 
Par. 3. Section 1.6050H-1 is 

amended as follows: 
1. Paragraph (a) is revised. 
2. Paragraph (b)(4) is added. 
3. Paragraph (c) is amended as fol

lows: 
a. Paragraphs (c)(l) and (2) are 

revised. 
b. Paragraph (c)(3) is redesignated 

as paragraph (c)(5) and Example (5) 
is added. 

c. New paragraph (c)(3) is added. 
4. Paragraph (e) is amended as fol

lows: 
a. Paragraphs (e)(l) and (e)(2)(i) 

are revised. 
b. Paragraph (e)(2)(iii) is added. 
5. Paragraph (f) is added. 
6. Paragraph (g) is revised. 
The added and revised provisions 

read as follows: 

§ 1.6050H-l Information reporting 
of mortgage interest received in a 
trade or business from an individual. 

(a) Information reporting require
ment-(l) Overview. The information 
reporting requirements of section 
6050H, this section, and § 1.6050H-2 
apply to an interest recipient who 
receives at least $600 of interest on a 
qualified mortgage for a calendar 
year or who makes a reimbursement 
of interest described in § 1.6050H-2 
(a)(2)(iv). Paragraph (b) of this sec-
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tion defines qualified mortgage. Para
graph (c) of this section defines inter
est recipient. Paragraph (d) of this 
section contains additional rules relat
ing to the reporting requirement for 
foreign persons, cooperative housing 
corporations, and nonresident alien 
individuals. Paragraph (e) of this sec
tion contains rules for determining 
the amount of interest received on a 
mortgage for a calendar year. Para
graph (f) of this section provides rules 
for determining when prepaid interest 
in the form of points is taken into 
account as interest for purposes of 
section 6050H, this section, and 
§ 1.6050H-2. 

(2) Reporting requirement. Except 
as otherwise provided in this section 
and § 1.6050H-2, an interest recipi
ent that either receives at least $600 
of interest on a qualified mortgage 
for a calendar year or makes reim
bursements of interest described in 
§ 1.6050H-2(a)(2)(iv) must, with re
spect to that interest-

(i) File an information return with 
the Internal Revenue Service; and 

(ii) Furnish a statement to the 
payor of record on the mortgage. 

(3) Optional reporting. An interest 
recipient may, but is not required to, 
report its receipt of less than $600 of 
interest on a qualified mortgage for a 
calendar year. Similarly, an interest 
recipient also may report reimburse
ments of interest on a qualified mort
gage even if the reimbursements are 
not required to be reported by 
§ 1.6050H-2(a)(2)(iv). An interest re
cipient that chooses, but is not re
quired, to file a return as provided in 
this section and § 1.6050H-2(a) or to 
furnish a statement as provided in 
this section and § 1.6050H-2(b) is 
subject to the requirements of this 
section and § 1.6050H-2. 

(b) * * * 
(4) Lender of record. The lender of 

record is the person who, at the time 
the loan is made, is named as the 
lender on the loan documents and 
whose right to receive payment from 
the payor of record is secured by the 
payor of record's principal residence. 
An intention by the lender of record 
to sell or otherwise transfer the loan 
to a third party subsequent to the 
close of the transaction will not affect 
the determination of who is the lend
er of record. 

(c) Interest recipient-(l) Trade or 
business requirement. Except as pro-
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vided in paragraph (c)(4) of this sec
tion, an interest recipient is a person 
that is engaged in a trade or business 
(whether or not the trade or business 
of lending money) and that, in the 
course of the trade or business, either 
receives interest on a mortgage or 
makes a reimbursement of interest on 
a qualified mortgage described in 
§ 1.6050H-2(a)(3). For purposes of 
this paragraph (c)(1), if a person 
holds a mortgage which was originat
ed or acquired in the course of a 
trade or business, the interest on the 
mortgage is considered to be received 
in the course of that trade or busi
ness. For example, if real estate de
veloper A lends money to individual 
B to enable B to purchase a house in 
a subdivision owned and developed 
by A, and B gives a mortgage to A 
for the loan, A is an interest recipient 
for interest received on the mortgage. 
Alternatively, if C, a person engaged 
in the trade or business of being a 
physician, lends money to individual 
o to enable 0 to purchase C's home, 
and 0 gives a mortgage to C for the 
loan, C is not an interest recipient for 
interest received on the mortgage, 
because C will not receive the interest 
in the course of the trade or business 
of being a physician. 

(2) Interest received or collected on 
behalf of another person-(i) General 
rule. Except as otherwise provided in 
paragraph (c)(2)(ii) or (3) of this sec
tion, a person that, in the course of 
its trade or business, receives or col
lects interest on a mortgage on behalf 
of another person (e.g., the lender of 
record) is the interest recipient (the 
initial recipient) for the mortgage. In 
this case, the reporting requirement 
of paragraph (a) of this section does 
not apply to the transfer of interest 
from the initial recipient to the per
son for which the initial recipient 
receives or collects the interest. For 
example, if financial institution A 
collects interest on behalf of financial 
institution B, A is the initial recipient 
for the mortgage and is subject to the 
reporting requirements of section 
6050H, and B is not required to 
report the interest received on the 
mortgage from A. 

(ii) Exception-(A) Scope of excep
tion. Paragraph (c)(2)(i) of this sec
tion does not apply for any period 
for which-

(1) An initial recipient does not 
possess the information needed to 

comply with the reporting require
ment of paragraph (a) of this section; 
and 

(2) The person for which the inter
est is received or collected would 
receive the interest in the course of its 
trade or business if the interest were 
paid directly to that person. For pur
poses of this paragraph (c)(2)(ii) 
(A)(2), if interest is received or col
lected on behalf of a person other 
than an individual, that person is 
presumed to receive interest in a trade 
or business. 

(B) Application of exception. If the 
exception provided by this paragraph 
(c)(2)(U) applies, the person for which 
the interest is received or collected is 
the interest recipient with respect to 
interest received or collected on the 
mortgage during the period described 
in this paragraph (c)(2)(ii). 

(3) Interest received in the form of 
points. For purposes of this section 
and § 1.6050H-2, in the case of pre
paid interest received in the form of 
points (as defined in paragraph (f) of 
this section): 

(i) In general. Except as provided 
in paragraph (c)(3)(ii) of this section, 
only the lender of record or a quali
fied person (as defined in 
§ 1.6050H-2(d)(2» is treated as re
ceiving the points. The lender of 
record or qualified person is treated 
as receiving all points paid directly by 
the payor of record in connection 
with the purchase of the principal 
residence. 

(ii) If designation agreement is in 
effect. If a designation agreement is 
executed pursuant to § 1.6050H-2(d) 
with respect to points, only the desig
nated party under the agreement is 
treated as receiving points with re
spect to any mortgage to which the 
agreement applies. The designated 
party is treated as receiving all points 
with respect to any mortgage to 
which the agreement applies. 

* * * * * 
(5) * * * 

Example (5). On December I, Borrower 
obtains from Lender funds with which to 
purchase an existing structure to be used as 
Borrower's principal residence. In connection 
with the mortgage, Lender charges Borrower 
$300 as points. Borrower pays this amount to 
Lender at closing using unborrowed funds. In 
addition, Lender receives from Borrower with 
respect to the mortgage $300 as interest (as 
determined under paragraph (e) of this section) 
other than points. Because Lender has received 
at least $600 in interest, including points, with 
respect to Borrower's mortgage during the 
calendar year, Lender must report the pay-



ments in accordance with paragraph (a) of this 
section and § 1.6050H-2. Under those sections, 
Lender must separately state on the informa
tion return and the statement to Borrower the 
$300 received as interest (other than points) 
and the $300 received as points. 

* * * * * 
(e) Amount of interest received on 

mortgage for calendar year-(l) In 
general. For purposes of this section 
and § 1.6050H-2, interest includes 
mortgage prepayment penalties and 
late charges other than late charges 
for a specific mortgage service. Inter
est also includes prepaid interest in 
the form of points (as defined in 
paragraph (f) of this section). Wheth
er an interest recipient receives $600 
or more of interest on a mortgage for 
a calendar year is determined on a 
mortgage-by-mortgage basis. An in
terest recipient need not aggregate 
interest received on all of the mort
gages of a payor of record held by 
the interest recipient to determine 
whether the $600 threshold is met. 
Therefore, an interest recipient need 
not report interest of less than 
$600 received on a mortgage, even 
though it receives a total of $600 or 
more of interest on all of the mort
gages of the payor of record for a 
calendar year. 

(2) Calendar year-(i) In general. 
Except as otherwise provided in para
graph (e)(2)(ii) or (iii) of this section, 
the calendar year for which interest is 
received is the later of the calendar 
year in which the interest is received 
or the calendar year in which the 
interest properly accrues. 

(ii) * * * 
(iii) Applicability to points. Para

graphs (e)(2)(i) and (ii) of this section 
do not apply to prepaid interest in the 
form of points (as defined in para
graph (f) of this section). Points (as 
defined in paragraph (f) of this sec
tion) must be reported in the calendar 
year in which they are received. 

* * * * * 
(f) Points treated as interest-(l) 

General rule. Subject to the limita
tions of paragraph (f)(2) of this sec
tion, an amount is deemed to be 
points paid in respect of indebtedness 
incurred in connection with the pur
chase of the payor of record's princi
pal residence (points) for purposes of 
this section and § 1.6050H-2 to the 
extent that the amount-

(i) Is clearly designated on the Uni
form Settlement Statement prescribed 

under the Real Estate Settlement Pro
cedures Act of 1974, 12 U.S.C. 2601 
et seq., (e.g., the Form HUD-I) as 
points incurred in connection with the 
indebtedness, for example as loan 
origination fees (including amounts so 
designated on Veterans Affairs (VA) 
and Federal Housing Administration 
(FHA) loans), loan discount, discount 
points, or points; 

(ii) Is computed as a percentage of 
the stated principal amount of the 
indebtedness incurred by the payor of 
record; 

(iii) Conforms to an established 
practice of charging points in the area 
in which the loan is issued and does 
not exceed the amount generally 
charged in the area; 

(iv) Is paid in connection with the 
acquisition by the payor of record of 
a residence that is the principal resi
dence of the payor of record and that 
secures the loan. For this purpose, 
the lender of record may rely on a 
signed written statement of the payor 
of record that states whether the pro
ceeds of the loan are for the purchase 
of the mortgagor's principal resi
dence; and 

(v) Is paid directly by the payor of 
record. 

(2) Limitations. An amount is not 
points for purposes of this section to 
the extent that the amount is-

(i) Paid in connection with indebt
edness incurred for the improvement 
of a principal residence; 

(ii) Paid in connection with indebt
edness incurred to purchase or im
prove a residence that is not the 
payor of record's principal residence, 
such as a second home, vacation 
property, investment property, or 
trade or business property; 

(iii) Paid in connection with a 
home equity loan or a line of credit, 
even though the loan is secured by 
the payor of record's principal resi
dence; 

(iv) Paid in connection with a refi
nancing loan (except as provided by 
paragraph (f)(4) of this section), in
cluding a loan incurred to refinance 
indebtedness owed by the borrower 
under the terms of a land contract, a 
contract for deed, or similar forms of 
seller financing; 

(v) Paid in lieu of amounts that 
ordinarily are stated separately on the 
Form HUD-1, such as appraisal fees, 
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inspection fees, title fees, attorney 
fees, and property taxes; or 

(vi) Paid in connection with the 
acquisition of a principal residence, 
to the extent that the amount is 
allocable to indebtedness in excess of 
the aggregate amount that may be 
treated as acquisition indebtedness 
under section 163(h)(3)(B)(ii). 

(3) Special rule-(i) Amounts paid 
directly by payor of record. For pur
poses of this section, an amount is 
considered paid directly by the payor 
of record if it is-

(A) Provided by the payor of 
record from funds that have not been 
borrowed from the lender of record 
for this purpose as part of the overall 
transaction. The amount provided 
may include amounts designated as 
down payments, escrow deposits, ear
nest money applied at the closing, 
and other funds actually paid over by 
the payor of record at or before the 
time of closing; or 

(B) Paid as points (within the 
meaning of this paragraph (f) on 
behalf of the payor of record by the 
seller. For this purpose, an amount 
paid as points to an interest recipient 
by the seller on behalf of the payor 
of record is treated as paid to the 
payor of record and then paid direct
ly by the payor of record to the 
interest recipient. 

(ii) Examples. The prOVISIOns of 
this paragraph (f) are illustrated by 
the following examples: 

Example I. Financed payment oj points. 
Buyer purchases a principal residence for 
$ 100,000. There is a total of $7,000 in closing 
costs (exclusive of down payment) charged in 
connection with the sale. Of this amount, 
$3,000 is charged as points (within the meaning 
of paragraph (f) of this section). At closing, 
Buyer makes a down payment of $20,000 and 
provides unborrowed funds in the amount of 
$4,000 for the payment of various closing costs 
other than points. Buyer finances payment of 
the points by increasing the principal amount 
of the loan by $3,000. Seller makes no pay
ments on Buyer's behalf. Because Buyer has 
provided at closing funds that have not been 
borrowed from the lender of record for this 
purpose in an amount at least equal to the 
amount charged as points in the transaction, 
the lender of record (or a qualified person) 
must report $3,000 as points in accordance 
with this section and § 1.6050H-2. 

Example 2. Seller-paid points. Buyer pur
chases a principal residence for $100,000. There 
is a total of $7,000 in closing costs (exclusive of 
down payment) charged in connection with the 
sale. Of this amount, $3,000 is charged as 
points (within the meaning of this paragraph 
(f). Seller agrees to pay all closing costs on 
behalf of Buyer, including the amount charged 
as points. Accordingly, the amount paid by 
Seller as points is treated as paid directly by 
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Buyer, and the lender of record (or a qualified 
person) must report the $3,000 as points in 
accordance with this section and § 1.6050H-2. 

(4) Construction loans-(i) In gen
eral. An amount paid in connection 
with indebtedness incurred to con
struct a residence, or to refinance 
indebtedness incurred to construct a 
residence, is deemed to be points for 
purposes of this section to the extent 
the amount-

(A) Is clearly designated on the 
loan documents as points incurred in 
connection with the indebtedness, for 
example, as loan origination fees, 
loan discount, discount points, or 
points; 

(B) Is computed as a percentage of 
the stated principal amount of the 
indebtedness incurred by the payor of 
record; 

(C) Conforms to an established 
practice of charging points in the area 
in which the loan is issued and does 
not exceed the amount generally 
charged in the area; 

(0) Is paid in connection with in
debtedness incurred by the payor of 
record to construct (or to refinance 
construction of) a residence that is to 
be used, when completed, as the prin
cipal residence of the payor of 
record; 

(E) Is paid directly by the payor of 
record; and 

(F) Is not allocable to indebtedness 
in excess of the aggregate amount 
that may be treated as acquisition 
indebtedness under section 163(h)(3) 
(B)(ii). 

(ii) Limitation on refinancing of 
construction loans. Amounts paid in 
connection with refinancing indebted
ness incurred to construct a residence 
are not treated as points to the extent 
they are allocable to indebtedness that 
exceeds the indebtedness incurred to 
construct the residence. 

(5) Amounts paid to mortgage bro
kers. Amounts received directly or 
indirectly by a mortgage broker are 
treated as points under this paragraph 
(f) to the same extent the amounts 
would be so treated if they were paid 
to and retained by the lender of 
record, and must be reported by the 
lender of record in accordance with 
this section and § 1.6050H-2. 

(6) Effect on deduction of points. 
This section and § 1.6050H-2 address 
only the information reporting re
quirements of section 6050H and do 
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not affect a payor of record's deduc
tion for any amount in accordance 
with applicable provisions of the In
ternal Revenue Code. 

(g) Effective date-(l) In general. 
Except as provided in paragraph 
(g)(2) of this section, this section is 
effective for mortgage interest re
ceived after December 31, 1987. Sec
tion 1.6050H-IT contains rules for 
reporting mortgage interest received 
after December 31, 1984, and before 
January 1, 1988. 

(2) Points. The reporting require
ments of this section do not apply to 
prepaid interest received in the form 
of points before January 1, 1995. In 
addition, the inclusion of points in 
the determination of interest under 
paragraph (e)(l) of this section ap
plies only to transactions occurring 
after December 31, 1994. 

Par. 4. Section 1.6050H-2 is 
amended as follows: 

1. Paragraph (a) is amended as 
follows: 

a. Paragraph (a)(2)(iii) is revised. 
b. In paragraph (a)(2)(iv)(B) the 

word "and" at the end of the para
graph is removed. 

c. Paragraph (a)(2)(v) is redesigna
ted as paragraph (a)(2)(vi). 

d. New paragraph (a)(2)(v) is add
ed. 

2. Paragraph (d) is revised. 
3. Paragraph (e) is amended as fol-

lows: 
a. Paragraph (e)(l) is revised. 
b. Paragraph (e)(l)(i) is added. 
4. Paragraphs (e)(2) and (3) are 

redesignated as paragraphs (e)(l)(ii) 
and (iii), respectively. 

5. New paragraph (e)(2) is added. 
6. Paragraph (g) is revised. 
The additions and revisions read as 

follows: 

§ 1.6050H-2 Time, form, and 
manner of reporting interest received 
on qualified mortgage. 

(a) * * * 
(2) * * * 
(iii) The amount of interest (other 

than points) required to be reported 
with respect to the qualified mortgage 
for the calendar year; 

* * * * * 
(v) The amount of points paid di

rectly by the payor of record (within 
the meaning of § 1.6050H-l(f)(3» re
quired to be reported with respect to 

the qualified mortgage for the calen
dar year; and 

* * * * * 
(d) Reporting under designation 

agreement-(I) In general. An inter
est recipient that receives or collects 
interest (including points) on a mort
gage may designate a qualified person 
to satisfy the reporting requirements 
of paragraphs (a), (b), and (c) of this 
section. If a designated qualified per
son reports as permitted under this 
paragraph (d), it will satisfy the re
quirement of paragraph (a)(2)(ii) of 
this section by including on Form 
1098 (and Form 1096) the name, 
address, and TIN of the designated 
qualified person. 

(2) Qualified person. A qualified 
person is either-

(i) A trade or business with respect 
to which the interest recipient is un
der common control within the mean
ing of § lAI4(c)-2; or 

(ii) A person who is named as the 
designee by the lender of record or by 
a qualified person (under paragraph 
(d)(2) of this section) in a designation 
agreement entered into in accordance 
with paragraph (d)(3) of this section, 
and who either was involved in the 
original loan transaction or is a sub
sequent purchaser of the loan. 

(3) Designation agreement. An in
terest recipient that designates a qual
ified person to satisfy the reporting 
requirements described in paragraphs 
(a), (b), and (c) of this section must 
make that designation in a written 
designation agreement. The designa
tion agreement must identify the 
mortgage(s) and calendar years for 
which the designated qualified person 
must report, and must be signed by 
both the designator and designee. A 
designee may report an amount as 
having been paid directly by the 
payor of record (for purposes of 
paragraph (a)(2)(v) of this section) 
only if the designation agreement 
contains the designator's representa
tion that it did not lend such amount 
to the payor of record as part of the 
overall transaction. The designator 
must retain a copy of the designation 
agreement for four years following 
the close of the calendar year in 
which the loan is made. The designa
tion agreement need not be filed with 
the Internal Revenue Service. 

(4) Penalties. A designated quali
fied person is subject to any applica
ble penalties provided in part II of 



subchapter B of chapter 68 of the 
Internal Revenue Code as if it were 
an interest recipient. A designator is 
relieved from liability for applicable 
penalties by designating a qualified 
person under the provisions of para
graph (d)(3) of this section. Para
graph (e) of this section describes 
applicable penalties. 

(e) Penalty provisions-(1) Returns 
and statements the due date for which 
(determined without regard for exten
sions) is after December 31, 1987, 
and before December 31, 1989. For 
purposes of this paragraph (e)(1) 
only, all references to sections of the 
Internal Revenue Code refer to sec
tions of the Internal Revenue Code of 
1986, as amended on or before De
cember 31, 1987. 

(i) Failure to file return or to fur
nish statement. The section 6721 pen
alty applies to an interest recipient 
that fails to file a return required by 
paragraph (a) of this section with 
respect to a payor of record. The 
section 6722 penalty applies to an 
interest recipient that fails to furnish 
a statement required by paragraph 
(b) of this section to a payor of 
record. 

* * * * * 
(2) Returns and statements the due 

date for which (determined without 
regard for extensions) is after Decem
ber 31, 1989-(i) Failure to file return 
or to furnish statement. The section 
6721 penalty applies to an interest 
recipient that fails to file a return 
required by paragraph (a) of this 
section with respect to a payor of 
record. The section 6722 penalty ap
plies to an interest recipient that fails 
to furnish a statement required by 
paragraph (b) of this section to a 
payor of record. 

(ii) Failure to furnish TIN. The 
section 6721 penalty may apply to an 
interest recipient that fails to furnish 
the TIN of a payor of record on a 
return required by paragraph (a) of 
this section. The section 6721 penalty 
may apply to an interest recipient that 
fails to request and to obtain the TIN 
of a payor of record under paragraph 
(f) of this section. 

(iii) Failure to include correct in
formation. The section 6721 penalty 
may apply to an interest recipient that 
fails to include correct information 
on a return required by paragraph (a) 

of this section. The section 6722 pen
alty may apply to an interest recipient 
that fails to include correct informa
tion on a statement required by para
graph (b) of this section to be fur
nished to a payor record. 

(g) Effective date-(1) In general. 
Except as provided in paragraph 
(g)(2) of this section, this section is 
effective for mortgage interest re
ceived after December 31, 1987. Sec
tion 1.6050H-lT contains rules for 
reporting mortgage interest received 
after December 31, 1984, and before 
January 1, 1988. 

(2) Points. The reporting require
ment of this section does not apply to 
prepaid interest in the form of points 
received before January 1, 1995. 

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

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

Authority: 26 U.S.C. 7805. 

Par. 6. Section 602.101, the table 
in paragraph (c) is amended by revis
ing the entries for §§ 1.6050H-l and 
1.6050H-2 to read as follows: 

§ 602.101 OMB Control numbers. 

* * 
(c) * * * 

CFR part or 
section where 
identified and 
described 

* * * * * 
1.6050H-l 

* * 

1.6050H-2 ........... . 

* * * * * 

* 

Current 
OMB 
control No. 

1545-0901 
1545-1380 
1545-0901 
1545-1339 
1545-1380 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

Approved November 1, 1994. 

Leslie Samuels, 
Assistant Secretary of the Treasury. 

(Filed by the Office of the Federal Register on 
December 7, 1994, 8:45 a.m., and published 
in the issue of the Federal Register for 
December 8, 1994, 59 F.R. 63248) 

Section 6302 

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. 94-63, page 785. 

26 CFR 1.6061-1: Signature of returns and 
other documents by individuals. 

Procedures for signing and electronic return 
are described. See Rev. Proc. 94-63A, page 
795. 

Chapter 64.-Collection 
Subchapter A.-General Provisions 

Section 6302.-Mode or Time of 
Collection 

T AXLINK is the electronic remittance pro
cessing system that the Service uses to accept 
an electronically transmitted federal tax depos
it. See Rev. Proc. 94-48A, page 703. 

26 CFR 1.6302-1T: Use of Government depos
itaries in connection with corporation income 
and estimated income taxes and certain taxes of 
tax-exempt organizations-deposits required to 
be made by electronic funds transfer after 
December 31. 1994 (temporary). 

T.D.8553 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1, 31, and 40. 

Federal Tax Deposits by Electronic 
Funds Transfer 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Temporary regulations. 

SUMMARY: This document contains 
temporary regulations relating to the 
deposit of taxes by electronic funds 
transfer. The temporary regulations 
describe the taxpayers that must make 
deposits by means of electronic funds 
transfer, the types of taxes that must 
be so deposited, and when the depos
its must commence. The temporary 
regulations reflect changes to the In
ternal Revenue Code made by section 
523 of the North American Free 
Trade Agreement Implementation Act 
(NAFT A). The text of the temporary 
regulations also serves as the text 
ofthe cross-reference notice of pro
posed rulemaking on this subject in 
* * * [IA-03-94, page 874, this 
Bulletin]. 
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Section 6302 
DATES: These temporary regulations 
are effective July 11, 1994. 

For dates of applicability, see 
§ 31.6302-1 T(h) of these regulations. 

SUPPLEMENTARY 
INFORMATION: 

Background 

Section 523 of NAFT A amended 
section 6302 of the Internal Revenue 
Code of 1986 (Code) by enacting a 
new subsection (h) authorizing the 
Secretary of the Treasury to prescribe 
such regulations as may be necessary 
for the development and implementa
tion of an electronic funds transfer 
(EFT) system to be used for the 
collection of depository taxes. The 
depository taxes are the taxes re
quired to be deposited with an autho
rized financial institution or Federal 
Reserve bank pursuant to any regula
tions prescribed by the Secretary (gen
erally FICA and railroad retirement 
taxes, income tax withheld, corporate 
income and estimated taxes, and vari
ous Federal excise taxes). The new 
system will be designed to ensure that 
the depository taxes are credited to 
the Treasury's general account by the 
due date of the deposit. 

Explanation of Provisions 

A. Current Tax Deposit System 

At present, taxpayers are required 
to deposit taxes with an authorized 
government depository (generally, a 
commercial bank or savings institu
tion or a Federal Reserve bank) by 
various dates specified in regulations. 
Each deposit must be accompanied by 
Form 8109, Federal Tax Deposit Cou
pon, which contains the taxpayer's 
name, identification number, the 
amount and type of tax being depos
ited, and the tax period for which the 
deposit is being made. The govern
ment depository forwards the coupon 
to the appropriate IRS Service Cen
ter. The Service Center compares the 
information entered on the coupon 
with the liabilities reported by the 
taxpayer on the return for the appli
cable tax period. The funds are trans
ferred by the depository to the Trea
sury on the business date following 
the date of the deposit. 

B. An Electronic Tax Deposit System 

Section 6302(h) of the Code au
thorizes a new system which will allow 
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for the transfer of tax deposit 
amounts electronically from taxpayer 
accounts to the Treasury's general 
account. The new system will be 
phased in over a period of several 
fiscal years, beginning with fiscal year 
1994 (October 1, 1993, to September 
30, 1994), by gradually increasing the 
percentage of the total depository tax
es required to be collected by EFT. 
The temporary regulations implement 
this phase-in by gradually increasing 
the number of taxpayers that must 
deposit all of their depository taxes by 
EFT. 

The requirement to deposit by EFT 
under these temporary regulations ap
plies only to those taxpayers required 
to make deposits pursuant to regula
tions under section 6302 of the Code, 
and only for those taxes required to 
be deposited. At present, many small 
taxpayers are excluded from the vari
ous deposit requirements imposed by 
regulations under section 6302. For 
example, filers of Form 720, Quarter
ly Federal Excise Tax Return, are not 
required to make deposits for any cal
endar quarter in which the net tax 
liability reported on the Form 720 
does not exceed $2,000. Similarly, 
filers of Form 941, Employer's Quar
terly Federal Tax Return, are not 
required to make deposits for any 
calendar quarter in which the liability 
reported on the Form 941 is less than 
$500. 

The temporary regulations, with 
one exception, do not apply to taxes 
with respect to wages for domestic 
service in the private home of an 
employer because these taxes are not 
required to be deposited but are re
mitted quarterly with Form 942, 
Employer's Quarterly Federal Tax 
Return for Household Employees. 
The sole exception is if the employer 
is a sole proprietor filing Form 941, 
Employer's Quarterly Federal Tax 
Return, who chooses to report wages 
to household employees on that 
form. 

In order to achieve an expedited 
and orderly conversion to an EFT 
system, NAFT A prescribed a schedule 
of minimum percentages of taxes that 
must be deposited by EFT during a 
phase-in period. These percentages 
depend in part on whether the taxes 
are (a) the taxes imposed by chapters 
21 (Federal Insurance Contributions 
Act), 22 (Railroad Retirement Tax 
Act), and 24 (Collection of Income 

Tax at Source on Wages) of the 
Code, or (b) "other" depository taxes 
(generally corporate income taxes a?d 
various excise taxes). The statutonly 
prescribed minimum percentages for 
each year are as follows: 

Chapter 
21, 22, & "Other" 

Fiscal year 24 taxes taxes 

1994 
1995 
1996 
1997 & 1998 
1999 and later 

3070 
16.9% 
20.1070 
58.3% 
94% 

3% 
20% 
30% 
60% 
94% 

For the period prior to January 1, 
1995, the first step of the phase-in of 
the EFT system will be carried out 
through binding agreements entered 
into between the Commissioner of 
Internal Revenue and certain third 
party bulk data processors (proces
sors) under which the processors have 
committed to make deposits of Feder
al depository taxes of certain of their 
customers by EFT in such a manner 
as to ensure that the amounts are 
credited to the general account of the 
Treasury by the deposit due date. 
These agreements will take effect be
ginning in the latter part of fiscal 
year 1994 and will continue for a 
period of time into fiscal year 1995. 
A taxpayer who is a customer of a 
processor that is a party to one of 
these agreements may have its depos
its that are subject to such an agree
ment made by the processor pursuant 
to the terms of the agreement until 
the expiration or termination of the 
agreement. However, the taxpayer 
continues to be responsible for the 
deposit of those depository taxes that 
are not subject to such agreement. If 
a taxpayer whose deposits are being 
made by a processor pursuant to such 
an agreement becomes required to 
deposit by electronic funds transfer 
pursuant to § 31.6302-1T(h)(1)(ii) of 
these temporary regulations, the tax
payer is responsible for making de
posits by electronic funds transfer of 
those depository taxes not subject to 
the agreement. 

For periods after December 31, 
1994, the temporary regulations re
quire that deposits be made by EFT 
based on the taxpayer's total deposits 
of taxes imposed by chapters 21, 22, 
and 24 during certain "determina
tion" periods. If a taxpayer's total 
deposits of the taxes imposed by 
chapters 21, 22, and 24 during the 



determination period exceed a pre
scribed dollar threshold, the taxpayer 
must begin depositing by EFT on and 
after the applicable effective date pre-

Threshold Amount 

$78 million 
$47 million 
$47 million 
$50 thousand 
$50 thousand 
$20 thousand 

The thresholds set forth in this 
phase-in schedule have been set by 
taking into account the minimum per
centages prescribed by NAFT A, the 
need for administrative convenience 
and simplicity, and the potential need 
for exemptions from the EFT system 
for certain small businesses. Therefore, 
the thresholds for the January 1, 1995 
and January 1, 1996 effective dates 
were specifically set to satisfy the stat
utory minimum percentages. The 
$50,000 threshold for the January 1, 
1997 effective date will result in re
ceipts of depository taxes somewhat in 
excess of the percentage prescribed by 
NAFT A. For purposes of administra
tive convenience and simplicity, this 
threshold was adopted to require the 
participation of an entire class of tax
payers, that is, those taxpayers that are 
classified as "semi-weekly" depositors 
of employment taxes (the taxes im
posed by chapters 21, 22, and 24). 
Finally, the $20,000 threshold for the 
January 1, 1999 effective date was set 
to satisfy the statutory percentage 
while allowing for the possibility that 
the smallest of depositors will be ex
empted from the EFT system. As de
scribed in paragraph C of this pream
ble, the IRS solicits comments on the 
impact of these regulations on small 
businesses. Based on those comments, 
the IRS will determine those categories 
of small businesses, if any, that should 
be exempted from the EFT require
ments, and may adjust the threshold 
for the January 1, 1999 effective date 
to bring in additional taxpayers while 
at the same time accommodating any 
appropriate exemptions. 

Although only the taxes imposed 
by chapters 21, 22, and 24 are used to 
determine whether a taxpayer is sub
ject to the EFT deposit requirement, 
the requirement, once triggered, ap
plies to all federal taxes (not just the 
taxes imposed by chapters 21, 22, and 

scribed in the regulations, unless oth
erwise exempted. (A taxpayer will 
become subject to the EFT require
ment for the applicable effective date 

Determination Period 

1-1-93 to 12-31-93 
1-1-93 to 12-31-93 
1-1-94 to 12-31-94 
1-1-95 to 12-31-95 
1-1-96 to 12-31-96 
1-1-97 to 12-31-97 

24) that the taxpayer is required to 
deposit pursuant to regulations pre
scribed under section 6302 of the 
Code. Once a taxpayer becomes sub
ject to the EFT deposit requirement, 
the taxpayer must continue to deposit 
by EFT. 

At present the IRS has in place a 
voluntary electronic funds transfer 
(EFT) system in which a taxpayer 
may by telephone or computer effec
tuate an electronic funds transfer 
through the use of one of two pay
ment options: debit and credit. The 
debit option is effected by using a 
Financial Agent of the Department of 
Treasury. The taxpayer requests the 
Financial Agent to initiate the trans
fer of funds from the taxpayer's bank 
account(s) to Treasury's general ac
count and transmit the related tax 
payment data, supplied by the tax
payer, to the IRS. The credit option 
is effected by using the taxpayer's 
financial institution. The taxpayer re
quests the financial institution to ini
tiate the transfer of funds to the 
Treasury's general account and sub
mit the related tax data, supplied by 
the taxpayer, to a Financial Agent for 
transmission to the IRS. The EFT 
system required to be used in connec
tion with these regulations will em
ploy similar options and procedures. 

C. Exemptions 

Section 6302(h)(1 )(B) of the Code, 
as added by NAFT A, provides that 
the regulations may contain such ex
emptions as the Secretary may deem 
appropriate. The Senate Report ac
companying section 6302(h) strongly 
encourages the Secretary of the Trea
sury to consider the impact of the 
regulations on small businesses. S. 
Rep. No. 103-189, 103d Cong., 1st 
Sess., at 61 et. seq. (1993). The report 
recommends that the regulations 
should not create hardships for small 
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"J anuary 1, 1996" by exceeding the 
threshold amount during either calen
dar years 1993 or 1994). The phase-in 
schedule is as follows: 

Applicable Effective Date 

January 1, 1995 
January 1, 1996 
January 1, 1996 
January 1, 1997 
January 1, 1998 
January 1, 1999 

businesses and that no small business 
should be required to purchase com
puters or gain access to any electronic 
equipment other than a touch-tone 
telephone. Further, the report urges 
the Secretary to take into account the 
specific needs of small employers, 
including possible exemption for the 
very smallest businesses from the new 
electronic funds transfer system. The 
phase-in schedule included in the tem
porary regulations defers use of the 
EFT system by the smallest businesses 
until at least calendar year 2000. The 
IRS welcomes comments about the 
impact of the temporary regulations 
on small businesses and will consider 
any suggestions regarding how small 
businesses should be treated under the 
regulations in order to implement 
Congressional intent. Based on the 
comments and suggestions received, 
the IRS will determine those catego
ries of small businesses, if any, that 
should be exempted from the EFT 
requirements and publish such deter
minations in the Internal Revenue 
Bulletin. (See § 601.601 (d)(2)(ii)(b». 

Special Analyses 

It has been determined that these 
temporary regulations are not a sig
nificant 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 Regula
tory Flexibility Act (5 U.S.C. chapter 
6) do not apply to these regulations 
and, therefore, a Regulatory Flexibili
ty Analysis is not required. Pursuant 
to section 7805(0 of the Internal 
Revenue Code, a copy of these regu
lations 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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Amendments to the Regulations 

Accordingly, 26 CFR parts 1, 31, 
and 40 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 * * * 
Sections 1.6302-1T, 1.6302-2T and 
1.6302-3T also issued under 26 
U .S.C. 6302(h). * * * 

Par. 2. Section 1.6302-lT is added 
to read as follows: 

§ 1.6302-1T Use of Government 
depositaries in connection with 
corporation income and estimated 
income taxes and certain taxes of 
tax-exempt organizations-deposits 
required to be made by electronic 
funds transfer after December 31, 
1994 (temporary). 

(a) through (b)(I) [Reserved1. 
(b)(2) Deposits by electronic funds 

transfer. For the requirement to de
posit corporation income and estimat
ed income taxes and certain taxes of 
tax-exempt organizations by electron
ic funds transfer, see § 31.6302-1 T(h) 
of this chapter. A taxpayer not re
quired to deposit by electronic funds 
transfer pursuant to § 31.6302-1 T(h) 
of this chapter remains subject to the 
rules of § 1.6302-1(b). 

Par. 3. Section 1.6302-2T is added 
to read as follows: 

§ 1.6302-2T Use of Government 
depositaries for payment of tax 
withheld on nonresident aliens and 
foreign corporations-deposits 
required to be made by electronic 
funds transfer after December 31, 
1994 (temporary). 

(a) through (b) [Reserved1. 
(c) Deposits by electronic funds 

transfer. For the requirement to de
posit taxes withheld on nonresident 
aliens and foreign corporations by 
electronic funds transfer, see 
§ 31.6302-1T(h) of this chapter. A 
taxpayer not required to deposit by 
electronic funds transfer pursuant to 
§ 31.6302-1 T(h) of this chapter re
mains subject to the rules of 
§ 1.6302-2(b). 

Par. 4. Section 1.6302-3T is added 
to read as follows: 
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§ 1.6302-3T Use of Government 
depositaries in connection with 
estimated taxes of certain trusts
deposits required to be made by 
electronic funds transfer after 
December 31, 1994 (temporary). 

(a) through (b) [Reserved]. 
(c) Cross-references. For further 

guidance and instructions for certain 
banks and financial institutions acting 
as fiduciaries with respect to taxable 
trusts, see Revenue Procedure 89-49, 
1989-2 C.B. 615 (see § 601.601(d)(2) 
of this chapter) or any successor reve
nue procedure. For the requirement 
to deposit estimated tax payments of 
taxable trusts by electronic funds 
transfer, see § 31.6302-lT(h) of this 
chapter. 

PART 31-EMPLOYMENT TAXES 
AND COLLECTION OF INCOME 
TAX AT THE SOURCE 

Par. 5. The authority citation for 
part 31 is amended by adding entries 
in numerical order to read as follows: 

Authority: 26 U.S.C. 7805 * * * 
Section 31. 6302-1 T also issued under 
26 U .S.c. 6302(h). * * * Section 
31.6302(c)-3T also issued under 26 
U .S.C. 6302(h). * * * 

Par. 6. Section 31.6302-1T is add
ed to read as follows: 

§ 31.6302-1T Federal tax deposit 
rules for withheld income taxes and 
taxes under the Federal Insurance 
Contributions Act (FICA)- deposits 
required to be made by electronic 
funds transfer after December 31, 
1994 (temporary). 

(a) through (g) [Reserved]. 
(h) Time and manner of deposit

deposits required to be made by elec
tronic funds transfer-(1) In general. 
Section 6302(h) of the Internal Reve
nue Code requires the Secretary to 
prescribe regulations as may be neces
sary for the development and imple
mentation of an electronic funds 
transfer system to be used for the 
collection of depository taxes as de
scribed in paragraph (h)(2) of this 
section. Section 6302(h)(2) of the 
Code provides a phase-in schedule 
which sets forth escalating minimum 
percentages of those depository taxes 
to be deposited by electronic funds 
transfer, starting with the fiscal year 
beginning October 1, 1993, and 

ending September 30, 1994. This sec
tion prescribes the rules necessary for 
implementing an electronic funds 
transfer system for collection of de
pository taxes and for effecting an 
orderly and expeditious phase-in of 
that system. 

(i) Period prior to January 1, 1995. 
The Commissioner of Internal Reve
nue has entered into binding agree
ments with third party bulk data 
processors. These agreements require 
that the third party bulk processors 
deposit certain depository taxes of 
certain of their customers by elec
tronic funds transfer in a manner 
designed to ensure that those amounts 
are credited to the general account 
of the Treasury by the deposit due 
date. A taxpayer who is a customer 
of a third party bulk data processor 
that is a party to such an agreement 
may have its deposits that are subject 
to such agreement made by the pro
cessor until the expiration or termina
tion of the agreement. However, the 
taxpayer continues to be responsible 
for the deposit of those depository 
taxes that are not subject to such 
agreement. 

(ii) Periods after December 31, 
1994. (A) Taxpayers whose aggregate 
deposits of the taxes imposed by 
Chapters 21 (Federal Insurance Con
tributions Act), 22 (Railroad Retire
ment Tax Act), and 24 (Collection of 
Income Tax at Source on Wages) of 
the Internal Revenue Code during a 
12-month determination period ex
ceed the applicable threshold amount 
are required to deposit all depository 
taxes (as described in paragraph (h)(2) 
of this section) due on and after the 
applicable effective date by electronic 
funds transfer (as defined in para
graph (h)(3) of this section) unless 
exempted under paragraph (h)(4) of 
this section. In general, each applica
ble effective date has one 12-month 
determination period. However, for 
the applicable effective date January 
1, 1996, there are two determination 
periods. If the applicable threshold 
amount is exceeded in either of those 
determination periods, the taxpayer 
becomes subject to the requirement to 
deposit by electronic funds transfer, 
effective January 1, 1996. The thresh
old amounts, determination periods, 
and applicable effective dates are as 
follows: 



Threshold Amount 

$78 million 
$47 million 
$47 million 
$50 thousand 
$50 thousand 
$20 thousand 

(B) Once a taxpayer is required to 
deposit by electronic funds transfer 
pursuant to paragraph (h)(l)(ii) of 
this section, the taxpayer will contin
ue to deposit by electronic funds 
transfer. Until such time as a taxpay
er is required by this section to depos
it by electronic funds transfer, the 
taxpayer may voluntarily make depos
its by electronic funds transfer, or 
must make deposits following the 
rules of § 31.6302-1(h), pertaining to 
deposits by Federal tax deposit (FTD) 
coupon. 

(C) Any taxpayer whose deposits 
are being made by a third party bulk 
data processor pursuant to an agree
ment described in paragraph (h)(l)(i) 
of this section, and who is required to 
deposit by electronic funds transfer 
pursuant to this paragraph (h)(l)(ii), 
may have its deposits that are subject 
to such agreement made by the third 
party bulk data processor until the 
expiration or termination of the 
agreement. The taxpayer, however, is 
responsible for making deposits by 
electronic funds transfer of those de
pository taxes not subject to such 
agreement. 

(2) Taxes required to be deposited 
by electronic funds transfer. Any tax
payer who is required under para
graph (h)(I)(ii) of this section to de
posit by electronic funds transfer the 
taxes imposed by chapters 21, 22, and 
24 of the Internal Revenue Code must 
also deposit by electronic funds trans
fer, beginning with the same applica
ble effective date, the taxes required 
to be deposited under §§ 1.6302-1, 
1.6302-2, 1.6302-3 of this chapter, 
31.6302(c)-3, and 40.6302(c)-1 of this 
chapter. 

(3) Electronic funds transfer de
fined. For purposes of this section, 
an electronic funds transfer is any 
transfer of depository taxes made in 
accordance with Revenue Procedure 
94-48, page 694, this Bulletin (see 
§ 601.601(d)(2) of this chapter), or in 
accordance with procedures subse
quently published by the Commis
sioner. 

Determination Period 

1-1-93 to 12-31-93 
1-1-93 to 12-31-93 
1-1-94 to 12-31-94 
1-1-95 to 12-31-95 
1-1-96 to 12-31-96 
1-1-97 to 12-31-97 

(4) Exemptions. The Commissioner 
of Internal Revenue will identify by 
guidance published in the Internal 
Revenue Bulletin those categories of 
taxpayers, if any, that are to be 
exempted from the requirement to 
deposit by electronic funds transfer. 
(See § 601.601(d)(2)(ii)(b) of this 
chapter.) 

(5) Separation of deposits. A de
posit for one return period must be 
made separately from a deposit for 
another return period. 

(6) Payment of balance due. If the 
aggregate amount of taxes reportable 
on the applicable tax return for the 
return period exceeds the total 
amount deposited by the taxpayer 
with regard to the return period, then 
the balance due must be remitted in 
accordance with the applicable form 
and instructions. 

(7) Time deemed deposited. A de
posit by electronic funds transfer will 
be deemed made-

(i) At the time a debit is made (the 
amount is withdrawn from the tax
payer's account) if the Government's 
authorized financial agent debits the 
taxpayer's account; or 

(ii) In all other cases, at the time 
the funds are credited to Treasury's 
general account. 

(8) Time deemed paid. In general, 
amounts deposited under this para
graph (h) will be considered paid at 
the time deemed deposited under 
paragraph (h)(7) of this section, or on 
the last day prescribed for filing the 
return (determined without regard to 
any extension of time for filing the 
return), whichever is later. In the case 
of the taxes imposed by chapters 21 
and 24 of the Internal Revenue Code, 
for purposes of section 6511 and the 
regulations thereunder (relating to the 
period of limitation on credit or re
fund), if an amount is deposited prior 
to April 15th of the calendar year 
immediately succeeding the calendar 
year that includes the period for 
which the amount was deposited, the 
amount will be considered paid on 
April 15th. 
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Applicable Effective Date 

January 1, 1995 
January 1, 1996 
January 1, 1996 
January 1, 1997 
January 1, 1998 
January 1, 1999 

Par. 7. Section 31.6302(c)-3T is 
added to read as follows: 

§ 31. 6302(c)-3 T Use of Government 
depositaries in connection with tax 
under the Federal Unemployment Tax 
Act-deposits required to be made by 
electronic funds transfer after 
December 31, 1994 (temporary). 

(a) through (b) [Reserved]. 
(c) Manner of deposit-deposits re

quired to be made by electronic funds 
transfer. For the requirement to de
posit tax under the Federal Unem
ployment Tax Act by electronic funds 
transfer, see § 31.6302-1T(h). A tax
payer not required to deposit by elec
tronic funds transfer pursuant to 
§ 31.6302-1 T(h) remains subject to 
the rules of § 31.6302(c)-3(b). 

PART 40-EXCISE TAX 
PROCEDURAL REGULATIONS 

Par. 8. The authority citation for 
part 40 is amended by adding an 
entry in numerical order to read as 
follows: 

Authority: 26 U.S.C. 7805 * * * 
Section 40.6302(c)-lT also issued un
der 26 U.S.C. 6302(a) and (h). * * * 

Par. 9. Section 40. 6302( c )-1 T is 
added to read as follows: 

§ 40.6302(c)-IT Use of Government 
depositaries-deposits required to be 
made by electronic funds transfer 
after December 31, 1994 (temporary). 

(a) through (d)(l) [Reserved]. 
(d)(2) Deposits by electronic funds 

transfer. For the requirement to de
posit excise taxes by electronic funds 
transfer, see § 31.6302-1 T(h) of this 
chapter. A taxpayer not required to 
deposit by electronic funds transfer 
pursuant to § 31.6302-1 T(h) of this 
chapter remains subject to the rules 
of § 40.6302(c)-1(d). 

Michael P. Dolan, 
Acting Commissioner 
of Internal Revenue. 
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Approved June 27, 1994. 

Leslie Samuels, 
Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
July 6, 1994, 1:01 p.m., and published in the 
issue of the Federal Register for July 1\, 
1994, 50 F.R. 35414) 

26 CFR 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. 

T AXLiNK is the electronic remittance pro
cessing system that the Service uses to accept 
an electronically transmitted federal tax depos
it. See Rev. Proc. 94-48, page 694. 

Subchapter C.-Uen for Taxes 

Section 6323.-Validity and Priority 
Against Certain Persons 

26 CFR 301.6323(/)-1: Place for filing notice; 
form. -

T.D.8557 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 301 

Place for Filing Lien on Personal 
Property 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations regarding the place 
for filing a notice of tax lien against 
personal property. Sections 
1015(s)(l)(A) and (B) of the Technical 
and Miscellaneous Revenue Act of 
1988 (T AMRA), amended section 
6323 of the Internal Revenue Code to 
provide that a state conforming to or 
reenacting a federal law establishing a 
national filing system is not consid
ered to have designated a second 
office for filing a notice of tax lien. 
T AMRA also amended section 6323 
to provide that the filing of a notice 
of federal tax lien is governed solely 
by the Internal Revenue Code and is 
not subject to any other federal law 
that establishes a national filing sys
tem. 

EFFECTIVE DATE: These final 
regulations are effective April 21, 
1993. 
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SUPPLEMENTARY 
INFORMATION: 

Background 

These final regulations amend the 
Procedure and Administration Regu
lations (26 CFR part 301) under sec
tion 6323 of the Internal Revenue 
Code (Code). The regulations reflect 
the amendment of section 6323 by 
sections 1015(s)(I)(A) and (B) of the 
Technical and Miscellaneous Revenue 
Act of 1988, Pub. L. 100-647, 102 
Stat. 3573) (T AMRA). 

The IRS published a notice of pro
posed rulemaking in the Federal Reg
ister on April 22, 1993, (58 FR 21550 
[GL-719-88, 1993-1 C.B. 788]) pro
viding proposed rules under section 
6323 of the Code. No public com
ments were received and accordingly, 
the final regulations are substantially 
identical to the proposed regulations. 
Certain minor stylistic changes have 
been made. 

Explanation of provisions 

Sections 1015(s)(l)(A) and (B) of 
T AMRA amended section 6323(f) of 
the Code by clarifying that a state's 
conformance to or reenactment of a 
federal law establishing a national 
filing system for personal property 
does not constitute a second office 
for filing in that state. The existing 
regulations provide that if a state has 
designated more than one office for 
filing liens, the IRS must file the 
notice of tax lien with the clerk of the 
appropriate United States district 
court. T AMRA also clarified that the 
filing of notices of liens by the IRS is 
to be governed solely by the Code 
and is not subject to any other feder
al law establishing a national filing 
system. 

TAMRA's amendments to the 
Code were in response to United 
States v. Air Florida, Inc., 56 B.R. 
732 (S.D. Fla. 1985). In that case, the 
IRS filed its Notice of Federal Tax 
Lien with the clerk of the county 
circuit court, but the court held that 
under section 6323(f)(l) the IRS was 
instead required to file its Notice of 
Federal Tax Lien in the office of the 
clerk of the United States district 
court. The court found that the State 
of Florida had designated not one, 
but two offices for the filing of 
Federal tax liens against personal 
property: the office of the clerk of 
the circuit court of the county in 

which the personal property was lo
cated and, because the state had 
adopted the U.S. government's na
tional filing system for civil aircraft, 
the F.A.A.'s offices in Oklahoma 
City, Oklahoma. The final regula
tions revise § 301.6323(f)-1 by pro
viding that state law that conforms to 
or reenacts a federal law establishing 
a national filing system does not con
stitute a second office for filing; by 
providing that the filing of liens is 
not subject to federal laws (other 
than the Code) establishing a national 
filing system for liens; and by adding 
two examples, one of which resembles 
the fact pattern of the Air Florida 
case. 

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 
Flexibility Act (5 U .S.C. chapter 6) 
do not apply to these regulations, 
and, therefore, a Regulatory Flexibili
ty Analysis is not required. Pursuant 
to section 7805(f) of the Internal 
Revenue 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 busi
ness. 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part 301 is 
amended as follows: 

Paragraph 1. The authority citation 
for part 301 continues to read in part 
as follows: 

Authority: 26 U.S.C. 7805 * * * 
Par. 2. Section 301.6323(f)-1 is 

amended as follows: 
1. Two sentences are added at the 

end of paragraph (a)(2). 
2. Paragraphs (c) and (d) are rede

signated as paragraphs (d) and (e), 
respectively. 

3. A new paragraph (c) is added. 
4. Newly designated paragraph (e) 

is amended by adding Example 5 and 
Example 6. 

5. The additions and revisions read 
as follows: 



§30J.6323(j)-J Place for filing notice; 
form. 

(a) * * * 
(2) * * * A state law that conforms 

to or reenacts a federal law establish
ing a national filing system does not 
constitute a designation by state law 
of an office for filing liens against 
personal property. Thus, if state law 
provides that a notice of lien affect
ing personal property must be filed in 
the office of the county clerk for the 
county in which the taxpayer resides 
and also adopts a federal law that 
requires a notice of lien to be filed in 
another location in order to attach to 
a specific type of property, the state 
is considered to have designated only 
one office for the filing of the notice 
of lien, and to protect its lien the 
Internal Revenue Service need only 
file its notice in the office of the 
county clerk for the county in which 
the taxpayer resides. 
* * * * * 

(c) National filing system. The fil
ing of federal tax liens is to be 
governed solely by the Internal Reve
nue Code and is not subject to any 
other federal law that may establish a 
national system for filing liens and 
encumbrances against a particular 
type of personal property. Thus, for 
example, the Service is not subject to 
the requirements established by the 
Federal Aviation Agency for filing 
liens against civil aircraft in Oklaho
ma City, Oklahoma. 
* * * * * 

(e) * * * 
Example 5. The law of State F provides that 

notices of lien affecting personal property are 
to be filed with the clerk of the circuit court in 
the county in which the personal property is 
located. State F has conformed state law to 
federal law to provide that all instruments 
affecting title to an interest in any civil aircraft 
of the United States must be recorded in the 
Office of the Federal Aviation Administrator 
(FAA) in Oklahoma City. Oklahoma. On July 
I. 1990. a tax lien arises against ABC airline. 
which owns aircraft situated in State F. The 
Internal Revenue Service files a Notice of 
Federal Tax Lien with the clerk of the circuit 
court in the county in which the aircraft is 
located but does not file the notice with the 
FAA in Oklahoma City. Oklahoma. Because 
the FAA system adopted by State F does not 
constitute a second place of filing pursuant to 
section 6323(f). the federal tax lien is validly 
filed. 

Example 6. Assume the same facts as Exam
ple 5 except that State F did not reenact or 
conform state law to the FAA requirements. 
The result is the same because the filing of 
federal tax liens is governed solely by the 

Internal Revenue Code. and is not subject to 
any other national filing system. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved June 10, 1994. 

Leslie Samuels, 
Assistant Secretary of 

the Treasury. 

(Filed by the Office of the Federal Register on 
July 26. 1994. 8:45 a.m .• and published in 
the issue of the Federal Register for July 27. 
1994. 59 F.R. 38120) 
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Section 6331.-Levy and Distraint 

26 CFR 301.6331-1: Levy and distraint. 
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DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 301 

Levy and Distraint 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations regarding the author
ity to collect taxes from taxpayers by 
means of levy and distraint under 
section 6331 of the Internal Revenue 
Code. The Technical and Miscella
neous Revenue Act of 1988 
(T AMRA) amended section 6331 in 
several respects. 

EFFECTIVE DA TE: These regula
tions are effective December 10, 1992. 

SUPPLEMENTARY 
INFORMATION: 

Background 

These final regulations contain 
changes to §§ 301.6331-1 and 
301.6331-2, to reflect amendments 
made to sections 6331 and 6332(c) of 
the Internal Revenue Code (Code) by 
section 349(a) of TEFRA as well as 
by sections 6236(a), (b) and (d) of 
TAMRA. 

The IRS published a notice of pro
posed rulemaking in the Federal Reg
ister on December 11, 1992, (57 FR 
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58760) providing proposed rules un
der section 6331 of the Code. No 
public comments were received and 
accordingly, these final regulations 
are substantially identical to the no
tice of proposed rulemaking. Certain 
stylistic changes have been made. 

T AMRA increased the 10-day re
quirement for notification of inten
tion to levy to 30 days, required 
specific types of information to be 
included in the notice, and expanded 
the reasons for releasing a levy on 
salary or wages to include all the 
situations described in section 
6343(a). T AMRA also placed restric
tions on levies that are uneconomical 
or that are scheduled to be made on 
the day a person is required to appear 
in response to a summons issued for 
the purpose of collecting any under
payment of tax by that person. The 
final regulations reflect these changes. 
In addition, the final regulations 
change the existing regulations with 
respect to levying on bank deposits to 
conform to section 6332(c), which 
was enacted by T AMRA. The final 
regulations also reflect two amend
ments to section 6331 made by the 
Tax Equity and Fiscal Responsibility 
Act of 1982 (TEFRA): extending to 
"other property" of a taxpayer the 
requirement of notification of inten
tion to levy that exists for a levy on 
salary or wages; and requiring that 
any mailing of that notice be done by 
certified or registered mail. Finally, 
several stylistic changes were made to 
clarify parts of the regulations that 
were not affected by the statutory 
changes. 

Explanation of Provisions 

The final regulations make a num
ber of minor amendments to 
§§ 301.6331-1 and 301.6331-2. As 
these amendments have been fully 
described in the notice of proposed 
rulemaking and have not changed 
(except for certain minor stylistic 
changes) since that time, this explana
tion will not repeat them here. 

For the most part, the amendments 
were made to reflect the additional 
protections provided to taxpayers by 
the Taxpayer Bill of Rights contained 
in TAMRA. 

Special Analyses 

It has been determined that this 
Treasury Decision is not a significant 
regulatory action as defined in EO 
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12866. Therefore, a regulatory assess
ment is not required. It has also been 
determined that section 553(b) of the 
Administrative Procedure Act (5 
U.S.C. chapter 5) and the Regulatory 
Flexibility Act (5 U .S.c. chapter 6) 
do not apply to these regulations, 
and, therefore, a Regulatory Flexibili
ty Analysis is not required. Pursuant 
to section 7805(f) of the Internal 
Revenue Code, the notice of pro
posed rulemaking preceding these reg
ulations was submitted to the Small 
Business Administration for comment 
on its impact on small business. 

* * * * * 
Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part 301 is 
amended as follows: 

Paragraph I. The authority citation 
for part 301 continues to read in part 
as follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 301.6331-1 is 

amended as follows: 
1. Paragraph (a)(l) is amended as 

follows: 
a. A sentence is added immediately 

following the eighth sentence of the 
paragraph. 

b. In the new tenth sentence, the 
reference "§ 301.6331-2(c)" is re
moved and "§ 301.6331-I(b)(l)" is 
added in its place. 

c. The new thirteenth sentence of 
paragraph (a)(l) is revised. 

2. Paragraph (a)(2) is revised. 
3. Paragraph (b) is amended as 

follows: 
a. Paragraph (b) is redesignated 

(b)(2): 
b. A paragraph heading for new 

paragraph (b) is added. 
c. A paragraph (b)(I) heading and 

text are added. 
4. Paragraph (d) is added at the 

end of the section. 
5. The additions and revisions read 

as follows: 

§ 301.6331-1 Levy and distraint. 

(a) * * * 
(I) * * * A levy on a bank reaches 

any interest that accrues on the tax
payer's balance under the terms of 
the bank's agreement with the deposi
tor during the 21-day holding period 
provided for in section 6332(c). * * * 
Similarly, a levy only reaches proper
ty in the possession of the person 
levied upon at the time the levy is 
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made together with interest that ac
crues during the 21-day holding peri
od provided for in section 6332(c). 
* * * 

(2) Jeopardy cases. If the district 
director finds that the collection of 
any tax is in jeopardy, he or she may 
make notice and demand for immedi
ate payment of such tax and, upon 
failure or refusal to pay such tax, 
collection thereof by levy shall be 
lawful without regard to the IO-day 
period provided in section 6331(a), 
the 30-day period provided in section 
6331(d), or the limitation on levy 
provided in section 6331(g)(l). 

* * * * * 
(b) Continuing levies and succes

sive seizures-(l) Continuing effect of 
levy on salary and wages. A levy on 
salary or wages has continuous effect 
from the time the levy originally is 
made until the levy is released pursu
ant to section 6343. For this purpose, 
the term salary or wages includes 
compensation for services paid in the 
form of fees, commissions, bonuses, 
and similar items. The levy attaches 
to both salary or wages earned but 
not yet paid at the time of the levy, 
advances on salary or wages made 
subsequent to the date of the levy,and 
salary or wages earned and becoming 
payable subsequent to the date of the 
levy, until the levy is released pursu
ant to section 6343. In general, sala
ries or wages that are the subject of a 
continuing levy and are not exempt 
from levy under section 6334(a)(8) or 
(9), are to be paid to the district 
director, the service center director, 
or the compliance center director (di
rector) on the same date the payor 
would otherwise pay over the money 
to the taxpayer. For example, if an 
individual normally is paid on the 
Wednesday following the close of 
each work week, a levy made upon 
his or her employer on any Monday 
would apply to both wages due for 
the prior work week and wages for 
succeeding work weeks as such wages 
become payable. In such a case, the 
levy would be satisfied if, on the first 
Wednesday after the levy and on each 
Wednesday thereafter until the em
ployer receives a notice of release 
from levy described in section 6343, 
the employer pays over to the director 
wages that would otherwise be paid 
to the employee on such Wednesday 
(less any exempt amount pursuant to 
section 6334). 

* * * * * 
(d) Effective date. These regula

tions are effective December 10, 1992. 
Paragraph 3. Section 301.6331-2 is 

revised to read as follows: 

§ 301.6331-2 Procedures and restric
tions on levies. 

(a) Notice of intent to levy-(l) In 
general. Levy may be made upon the 
salary, wages, or other property of a 
taxpayer for any unpaid tax no less 
than 30 days after the district direc
tor, the service center director, or the 
compliance center director (director) 
has notified the taxpayer in writing of 
the intent to levy. The notice must be 
given in person, be left at the dwell
ing or usual place of business of the 
taxpayer, or be sent by registered or 
certified mail to the taxpayer's last 
known address. The notice of intent 
to levy is separate from, but may be 
given at the same time as, the no
tice and demand described in 
§ 301.6331-1. 

(2) Content of Notice. The notice 
of intent to levy is to contain a brief 
statement in nontechnical terms in
cluding the following information-

(i) The Internal Revenue Code pro
visions and the procedures relating to 
levy and sale of property; 

(ii) The administrative appeals 
available with respect to the levy and 
sale of property and the procedures 
relating to such appeals; 

(iii) The alternatives available that 
could prevent levy on the property 
(including the use of an installment 
agreement under section 6159); and 

(iv) The Internal Revenue Code 
provisions and the procedures relating 
to redemption of property and release 
of liens on property. 

(b) Uneconomical /evy-(l) In gen
eral. No levy may be made on prop
erty if the director estimates that the 
anticipated expenses with respect to 
the levy and sale will exceed the fair 
market value of the property. The 
estimate is to be made on an aggre
gate basis for all of the items that are 
anticipated to be seized pursuant 
to the levy. Generally, no levy should 
be made on individual items of in
significant monetary value. For the 
definition of fair market value, 
see § 301.6325-I(b)(l)(i). See 
§ 301.6341-1 concerning the expenses 
of levy and sale. 

(2) Time of estimate. The estimate, 
which may be formal or informal, is 



to be made at the time of the seizure 
or within a reasonable period of time 
prior to a seizure. The estimate may 
be based on earlier estimates of fair 
market value and anticipated expenses 
of the same or similar property. 

(3) Examples. The following exam
ples illustrate the application of this 
paragraph (b): 

Example 1. A director anticipates that the 
taxpayer has only one item of property that 
can be seized and sold. This item is estimated 
to have a fair market value of $250.00. The 
director also estimates that the costs of seizure 
and sale will total $300.00 if this item is seized. 
The director is prohibited from levying on this 
one item of the taxpayer's property because the 
costs of seizure and sale are estimated to 
exceed the property's fair market value. 

Example 2. The facts are the same as in 
Example 1 except that the director anticipates 
that the taxpayer has 10 items of property that 
can be seized and sold. Each of those items is 
estimated to have a fair market value of 
$250.00. The director also estimates that the 
costs of seizure and sale will total $300.00 
regardless of how many of those items are 
seized. The director is prohibited from levying 
on only one item of the taxpayer's property 
because the costs of seizure and sale are 
estimated to exceed the fair market value of the 
single item of property. The director, however, 
would not be prohibited from levying on two 
or more items of the taxpayer's property be
cause the aggregate fair market value of the 
seized property would exceed the estimated 
costs of seizure and sale. 

Example 3. The taxpayer has three items of 
property, A, B, and C. The director anticipates 
that the value of items A, B, and C depends on 
their being sold as a unit. The director esti
mates that due to high anticipated costs of 
storing or maintaining item B prior to the sale, 
the aggregate fair market value of items A, B, 
and C will not exceed the anticipated expenses 
of seizure and sale if all three items are seized. 
Accordingly, the director is prohibited from 
levying on items A, B, and C. 

Example 4. The facts are the same as in 
Example 3 except that the director does not 
anticipate that the value of items A, B, and C 
depends on those items being sold as a unit. If 
the director estimates that the aggregate fair 
market value of items A and C exceeds the 
aggregate anticipated costs of the seizure and 
sale of those two items, items A and C can be 
seized and sold. The director is prohibited from 
levying on item B because the high cost of 
storing or maintaining item B is estimated to 
exceed the fair market value of item B. 

(c) Restriction on levy on date of 
appearance. Except for continuing 
levies on salaries or wages described 
in § 301.6331-1(b)(l), no levy may be 
made on any property of a person on 
the day that person, or an officer or 
employee of that person, is required 
to appear in response to a summons 
served for the purpose of collecting 
any underpayment of tax from that 
person. For purposes of this para
graph (c), the date on which an 

appearance is required is the date 
fixed by an officer or employee of the 
Internal Revenue Service pursuant to 
section 7605 or the date (if any) fixed 
as the result of a judicial proceeding 
instituted under sections 7604 and 
7402(b) seeking the enforcement of 
the summons. 

(d) Jeopardy. Paragraphs (a) and 
(c) of this section do not apply to a 
levy if the director finds, for purposes 
of § 301.6331-1(a)(2), that the collec
tion of tax is in jeopardy. 

(e) Effective date. These regula
tions are effective December 10, 1992. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved June 24, 1994. 

Leslie Samuels, 
Assistant Secretary of 

the Treasury. 

(Filed by the Office of the Federal Register on 
July 29, 1994, 8:45 a.m., and published in 
the issue of the Federal Register for August 
1,1994,59 F.R. 38902) 

Section 6334.-Property Exempt 
From Levy 

26 CFR 301.6334-1: Property exempt from 
levy. 

T.D.8568 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 301 

Property Exempt from Levy 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations regarding property 
exempt from levy. These regulations 
reflect changes made by the Technical 
and Miscellaneous Revenue Act of 
1988 (T AMRA) and other public laws 
to section 6334 concerning the deter
mination of property exempt from 
levy. The regulations affect taxpayers 
whose wages, salary, or other income 
are the subject of a levy by the 
Internal Revenue Service. 

Section 6334 
DA TES: These regulations are effec
tive October 21, 1994. These regula
tions apply to levies made on or after 
July 1, 1989. 

SUPPLEMENTARY 
INFORMATION: 

Background 

This document contains final regu
lations amending the Procedure and 
Administration Regulations (26 CFR 
part 301) under section 6334 of the 
Internal Revenue Code (Code). The 
regulations reflect the amendment of 
section 6334 by sections 1015(0) and 
6236(c) of the Technical and Miscella
neous Revenue Act of 1988, Pub. L. 
100-647, as well as the Tax Reform 
Act of 1986, Pub. L. 99-514, the Tax 
Equity and Fiscal Responsibility Act 
of 1982, Pub. L. 97-248, and the Tax 
Reform Act of 1976, Pub. L. 94-455, 
which had not previously been reflect
ed in the regulations. 

On May 27, 1992, a notice of 
proposed rulemaking relating to prop
erty exempt from levy was published 
in the Federal Register (57 FR 22189 
[GL-173-89, 1992-1 C.B. 1095]). 
Written comments responding to this 
notice were received. No public hear
ing was requested or held. After con
sideration of all the comments, the 
proposed regulations under section 
6334 are adopted as revised by this 
Treasury decision. 

Explanation of Revisions and 
Summary of Comments 

One commentator suggested that 
the final regulations provide that all 
retirement plans be exempt from levy, 
not only those plans enumerated in 
section 6334 of the Code. This sug
gestion is not adopted. Congress has 
specifically provided that certain 
property is exempt from levy. In fact, 
section 6334(c) provides that no prop
erty is exempt from levy other than 
property specifically enumerated in 
the Code. 

The proposed regulations provide 
that where an individual is paid or 
receives wages, salary, or other in
come on a one-time basis, the exempt 
amount is computed as if the taxpay
er had been paid for the one-week 
period ending on the day of payment. 
One commentator raised questions 
concerning the application of this 
"one time basis" rule where an indi
vidual was paid on a recurrent, but 
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irregular, basis. Another commenta
tor questioned whether the proposed 
rule is a correct interpretation of 
section 6334(d)(3). This commentator 
argued that under section 6334(d)(3) 
the exemption amount should be cal
culated using the total time period 
over which the wages, salary, or other 
income was earned. 

The proposed regulations have been 
revised to address the concerns of 
these commentators. Under the final 
regulations, when taxpayers are paid 
on a one-time basis or are paid on a 
recurrent, but irregular, basis which 
does not comport with an established 
calendar period regularly used by the 
employer or other person being levied 
upon, taxpayers are entitled to the 
exempt amount for each week to 
which the payment received is attrib
utable. 

One commentator raised a concern 
regarding levies that span more than 
one calendar year where the standard 
deduction or the amount of the per
sonal exemption changes by operation 
of law (such as by indexing or other
wise). Under the proposed regula
tions, the exempt amount remains the 
same in the second year. The com
mentator stated that this could cause 
hardship for employers with automat
ed payroll systems because those em
ployers might have to maintain sepa
rate, manual accounts for those 
employees who had been levied upon 
in a preceding year. The commentator 
suggested that employers should be 
required to calculate and use the new 
exempt amount when a change in the 
standard deduction amount or per
sonal exemption amount occurs by 
operation of law. 

While the suggested change might 
be beneficial to some employers, the 
Service and Treasury are concerned 
that it could result in a hardship to 
other employers (particulary smaller 
employers) who would be required to 
reexamine the statement of each em
ployee who files for exemption and 
recompute a new exempt amount 
each time a change in the law occurs. 
In order to accommodate these con
flicting concerns, under the final reg
ulations a taxpayer may submit a new 
verified statement to his or her em
ployer to claim a new exempt amount 
based on law changes effective in the 
year in which the claim is filed. This 
permits a taxpayer to claim an addi
tional exempt amount but avoids bur-
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dening businesses with the require
ment to reexamine the statement of 
each employee who files for exemp
tion and automatically recompute a 
new exempt amount based on law 
changes alone. However, employers 
who wish to use the new exempt 
amount can request that their em
ployees submit new verified state
ments in order to recompute new 
exempt amounts based on the changes 
in the law. 

Under the proposed regulations, 
when payments are made on the basis 
of a daily pay period, the exempt 
amount is calculated on the basis of 
360 days. The final regulations pro
vide that the exempt amount is calcu
lated on the basis of 260 days, the 
number of work days in a year (as
suming a five day work week and 52 
work weeks in a year). This change 
increases the exempt amount available 
to a taxpayer who works on a daily 
pay-period basis. The Service and 
Treasury believe that this change is 
consistent with the requirement of 
section 6334(d)(3) of the Code. 

Effective Date 

These regulations are effective for 
levies made on or after July 1, 1989. 
However, any reasonable attempt to 
comply with the statutory amend
ments addressed by these regulations 
prior to February 20, 1995, will be 
considered as meeting the require
ments of 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 
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 no
tice of proposed rulemaking was sub
mitted to the Small Business Adminis
tration for comment on its impact on 
small business. 

* * * * * 
Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part 301 is 
amended as follows: 

Paragraph. 1. The authority cit~
tion for part 301 continues to read III 

part as follows: 
Authority: 26 U.S.C. 7805 * * * 
Par. 2. Section 301.6334-1 is 

amended as follows: 
1. In paragraph (a)(2), in the first 

sentence, "$500" is removed and 
"$1,650 ($1,550 for levies issued prior 
to January 1, 1990)" added in its 
place. 

2. In paragraph (a)(3), "$250" is 
removed and "$1,100 ($1,050 for lev
ies issued prior to January 1, 1990)" 
added in its place. 

3. In paragraph (a)(8), the last sen
tence is removed. 

4. In paragraph (a)(9), 
"§ 301.6334-6" is removed and 
"§ 301.6334-4" added in its place. 

5. Paragraphs (a)(10) through 
(a)(13), (d) and (e) are added to read 
as follows: 

§ 301.6334-1 Property exempt from 
levy. 

(a) * * * 
(10) Certain service-connected dis

ability payments. Any amount pay
able to an individual as a service
connected (within the meaning of 
section 101(16) of title 38, United 
States Code (U .S.c.» disability bene
fit under-

(i) Subchapters II (wartime disabili
ty compensation), III (wartime death 
compensation), IV (peacetime disabil
ity compensation), V (peacetime 
death compensation), or VI (general 
compensation provisions) of chapter 
11 of title 38, U.S.C.; or 

(ii) Chapters 13 (dependency and 
indemnity compensation for service 
commenced deaths), 21 (specially 
adapted housing for disabled veter
ans), 23 (burial benefits), 31 (voca
tional rehabilitation), 32 (post
Vietnam era veterans' educational 
assistance), 34 (veterans' educational 
assistance), 35 (survivors' and depen
dents' educational assistance), 37 
(home, condominium, and mobile 
home loans), or 39 (automobiles and 
adaptive equipment for certain dis
abled veterans and members of the 
armed forces) of title 38, U.S.C. 

(11) Certain public assistance pay
ments. Any amount payable to an 
individual as a recipient of public 
assistance under-

(i) Title IV (relating to aid to fami
lies with dependent children) or title 
XVI (relating to supplemental security 



income for the aged, blind, and dis
abled) of the Social Security Act, (42 
U.S.C. 301 et seq.); or 

(ii) State or local government pub
lic assistance or public welfare pro
grams for which eligibility is deter
mined by a needs or income test. 

(12) Assistance under Job Training 
Partnership Act. Any amount payable 
to a participant under the Job Train
ing Partnership Act (29 U.S.C. 1501 
et. seq.) from funds appropriated 
pursuant to such Act. 

(13) Principal residence exempt in 
absence of certain approval or jeopar
dy. Except to the extent provided in 
section 6334(e), the principal resi
dence (within the meaning of section 
1034) of the taxpayer whose tax lia
bility is being sought to be collected 
upon. 

* * * * * 
(d) Levy allowed on principal resi

dence. The principal residence of the 
taxpayer is not exempt from levy if-

(1) A district director or an assis
tant district director personally ap
proves, in writing, the levy on such 
property; or 

(2) The district director determines 
that the collection of tax is in jeopar
dy. 

(e) Effective date. These provisions 
are effective with respect to levies 
made on or after July 1, 1989. How
ever, any reasonable attempt by a 
taxpayer to comply with the statutory 
amendments addressed by these regu
lations prior to February 20, 1995, 
will be considered as meeting the 
requirements of these regulations. 

Par. 3. Sections 301.6334-2, 
301.6334-3 and 301.6334-4 are re
vised to read as follows: 

§ 301.6334-2 Wages, salary, and 
other income. 

(a) In general. Under section 
6334(a)(9) and (d) certain amounts 
payable to or received by a taxpayer 
as wages, salary, or other income are 
exempt from levy. This section de
scribes the income of a taxpayer that 
is eligible for the exemption from levy 
(paragraph (b) of this section) and 
how exempt amounts are to be paid 
to the taxpayer (paragraph (c) of this 
section). Section 301.6334-3 describes 
that sum that will be exempt from 
levy for each of the taxpayer's pay 
periods. Pay periods are described in 
§ 301.6334-3. For the amounts ex
empt from levy, see § 301.6334-3. 

(b) Eligible taxpayer income. Only 
wages, salary, or other income pay
able to the taxpayer after the levy is 
made on the payor may be exempt 
from levy under section 6334(a)(9). 
No amount of wages, salary, or other 
income that is paid to the taxpayer 
before levy is made on the payor will 
be so exempt from levy under section 
6334(a)(9). The provisions of this 
paragraph (b) may be illustrated by 
the following example: 

Example. Delinquent taxpayer A, an individ
ual, is employed by the M Corporation and is 
paid wages on Friday of each week. According
ly, A is paid wages on Friday, February 16, 
1990. On Saturday, February 17, A deposits 
these wages into his personal checking account 
at Bank N. On Tuesday, February 20, a notice 
of levy is served on the M Corporation and 
also on Bank N. Amounts payable to A as 
wages on Friday, February 23, 1990, and any 
payday thereafter may be exempt from levy 
under section 6334(a)(9). No amount of wages 
A deposited in his account at Bank N on 
February 17, 1990, is exempt from levy under 
section 6334(a)(9). 

(c) Payment of exempt amounts to 
taxpayer-(l) From wages, salary, or 
income from other sources where levy 
on all sources not made. In the case 
of a taxpayer who has more than one 
source of wages, salary, or other 
income, the district director may elect 
to levy on only one or more sources 
while leaving other sources of income 
free from levy. If the wages, salary, 
or other income that the district di
rector leaves free from levy equal or 
exceed the amount to which the tax
payer is entitled as an exemption 
from levy under section 6334(a)(9), 
computed in accordance with 
§ 301.6334-3 (and are not otherwise 
exempt), the district director may 
treat no amount of the taxpayer's 
wages, salary, or other income on 
which the district director elects to 
levy as exempt from levy. In such a 
case, the district director must notify 
the employer or other person upon 
whom the levy is served that no 
amount of the taxpayer's wages, sala
ry, or other income is exempt from 
levy. The employer or other person 
upon whom the levy is served may 
rely on such notification in paying 
over amounts pursuant to the levy. In 
the absence of such notification from 
the district director, however, the em
ployer or other person upon whom 
the levy is served must determine the 
amount exempt from levy pursuant to 
§ 301.6334-3 as if that employer or 
other person upon whom the levy is 
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served is the only source of wages, 
salary, or other income. Amounts not 
exempt from levy are to be paid to 
the district director in accordance 
with the terms of the levy. The provi
sions of this paragraph (c)(l) may be 
illustrated by the following example: 

Example. Delinquent taxpayer C is an em
ployee of 0 Corporation and is paid wages 
totalling $450 on Friday of each week. C also 
performs services for P Corporation and is 
paid a salary of $250 on Friday of each week. 
On Tuesday, February 20, 1990, a levy is 
served on 0 Corporation with respect to the 
wages payable to C. A levy is not served on P 
Corporation. C's filing status is single and C is 
entitled to 1 personal exemption. Under 
§ 301.6334-3, C is entitled to an exemption 
from levy under 6334(a)(9) totalling $101.92 for 
each weekly pay period. However, because levy 
has not been made on C's salary paid by the P 
Corporation ($250 per week) and that salary 
exceeds the weekly amount ($101.92) to which 
C is entitled as exempt from levy, the district 
director may treat no amount of C's wages 
paid by the 0 Corporation as exempt from 
levy. If the district director requires such treat
ment, the district director must notify 0 Cor
poration that no amount of C's wages is 
exempt from levy and 0 Corporation may rely 
on such notification; in the absence of such 
notification 0 Corporation must treat $101.92 
as exempt from levy. 

(2) Where sources not levied upon 
are less than exempt amount. If the 
taxpayer's income upon which the 
district director does not levy is less 
than the amount to which the taxpay
er is entitled as exempt from levy, 
then an additional amount, deter
mined to be exempt from levy pursu
ant to § 301.6334-3, may be paid to 
the taxpayer from the sources of 
wages, salary, or other income upon 
which levy has been made. In such a 
case, the district director must desig
nate those wages, salary, or other 
income from which the exempt 
amount is to be paid to the taxpayer, 
and must notify the employer or oth
er person upon whom the levy is 
served of the amount of the taxpay
er's wages, salary, or other income 
that is exempt from levy. The em
ployer or other person may rely on 
such notification in paying over 
amounts pursuant to the levy. In the 
absence of such notification from the 
district director, the employer or oth
er person upon whom the levy is 
served must determine the amount 
exempt from levy pursuant to 
§ 301.6334-3 as if that employer or 
other person upon whom the levy is 
served is the only source of wages, 
salary, or other income. Amounts not 
exempt from levy are to be paid to 
the district director in accordance 
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with the terms of the levy. The provi
sions of this paragraph (c)(2) may be 

illustrated by the following example: 

Example. Delinquent taxpayer C is an em

ployee of 0 Corporation and is paid wages 

totalling $50 on Friday of each week. C also 

performs services for P Corporation and is 

paid a salary of $75 on Friday of each week. 

On Tuesday, February 20, 1990, a levy is 

served on P Corporation with respect to the 

wages and salary of C. C's filing status is 

single and C is entitled to 1 personal exemp

tion. Under § 301.6334-3, C is entitled to an 

exemption from levy under section 6334(a)(9) 

totalling $101.92 for each weekly pay period. 

The district director may notify P Corporation 

that only $51.92 of C's wages is exempt from 

levy and P Corporation may rely on such 

notification; in the absence of such notifica

tion, P Corporation must treat the entire $75 

salary as exempt from levy. 

(d) Effective date. These provisions 

are effective with respect to levies 

made on or after July I, 1989. How
ever, any reasonable attempt by a 
taxpayer to comply with the statutory 

amendments addressed by these regu
lations prior to February 20, 1995, 
will be considered as meeting the 
requirements of these regulations. 

§ 301.6334-3 Determination of 
exempt amount. 

(a) Individuals paid on weekly ba
sis. In the case of any individual who 
is paid or receives all of his or her 

wages, salary, and other income on a 
weekly basis, the amount of wages, 
salary, and other income payable to 

or received by him or her during any 
week that is exempt from levy under 
section 6334(a)(9) is the exempt 
amount. 

(b) Term defined. The term exempt 
amount means an amount equal to

(I) The sum of-
(i) The standard deduction (includ

ing additional standard deductions on 
account of age or blindness); and 

(ii) The aggregate amount of the 

deductions for personal exemptions 
allowed the taxpayer under section 
151 in the taxable year in which such 
levy occurs; 

(2) Divided by 52. 
(c) Written and properly verified 

statement. Unless the taxpayer sub

mits to the employer for forwarding 
to the district director a written and 
properly verified statement (as de
scribed in § 301.6334-4) specifying 

the facts necessary to determine the 
proper amount under paragraphs 
(b)(I )(i) and (ii) of this section, para
graphs (b)(I)(i) and (ii) of this section 

must be applied as if the taxpayer 
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were a married individual -filing a 

separate return with only 1 personal 

exemption. 
(d) Individuals paid on basis other 

than weekly- (1) In general. In the 

case of an individual who is paid or 

receives wages, salary, and other in

come other than on a weekly basis, 

the amount payable to that individual 

during any applicable pay period that 

is exempt from levy under section 

6334(a)(9) is the amount that as near
ly as possible will result in the same 

total exemption from levy for such 

individual over that period of time 

other than weekly as that to which 

the individual would have been enti
tled under paragraph (b) of this sec
tion if, during such period of time, 
the individual were paid or received 

such wages, salary, and other income 

on a regular weekly basis. 
(2) Specific pay periods other than 

weekly. In the case of wages, salary, 
or other income paid to an individual 

on the basis of an established calen
dar period regularly used by the em

ployer or other person levied upon 
for payroll or payment purposes, the 
exempt amount of wages, salary, and 

other income payable to or received 
by an individual during an applicable 
pay period other than weekly 
equals-

(i) The sum of-
(A) The standard deduction (in

cluding additional standard deduc

tions on account of age or blindness); 
and 

(B) The aggregate amount of the 

deductions for personal exemptions 
allowed the taxpayer under section 
151 in the taxable year in which such 
levy occurs; 

(ii) Divided by-
(A) 260 in the case of a daily pay 

period; 
(B) 26 in the case of a bi-weekly 

pay period; 

income payable to or received by an 

individual equals the exempt amount 

defined in paragraph (b) of this sec

tion multiplied by the number (but 

not more than 52) of full weeks 

(consisting of seven calendar days) to 

which such payment is attributable. 

The provisions of this paragraph 

(d)(3) may be illustrated by the fol

lowing example: 
Example. Taxpayer A's exempt amount per 

week (as determined under paragraph (b) of 

this section) is $100. Taxpayer A is hired by 

Corporation X to perform a specific task for 

Corporation X at a flat fee of $1,500 which is 

to be paid at the completion of the task. 

Taxpayer A completes the task in 10 weeks. 

The total exempt amount is $1,000 and $500 is 

subject to levy. 
(e) Levies continuing into following 

years. The exempt amount is comput

ed on the basis of the standard de
duction (including additional standard 

deductions on account of age or 
blindness) for the taxpayer's filing 

status and the amount of the deduc
tion for a personal exemption in ef
fect in the taxable year in which the 

original notice of levy is served. Un
less the taxpayer submits a new veri
fied statement in accordance with 
§ 301.6334-4, the exempt amount re

mains the same for pay periods fol
lowing the pay period in which the 
notice of levy is served even if there is 

a change in the taxpayer's factual 
situation or a change by operation of 
law (such as by indexing or otherwise) 
to the standard deduction or personal 

exemption amounts. 
(f) Effective date. These provisions 

are effective with respect to levies 

made on or after July 1, 1989. How
ever, any reasonable attempt by a 
taxpayer to comply with the statutory 
amendments addressed by these regu

lations prior to February 20, 1995 will 
be considered as meeting the require
ments of these regulations. 

§ 301.6334-4 Verified statements. 

(C) 24 in the case of a semi
monthly pay period; and 

(D) 12 in the case of a monthly 
pay period. 

(3) Nonspecific pay periods. In the 

case of wages, salary, or other in
come paid to an individual on a 
one-time or a recurrent but irregular 
basis and which is not paid on the 

basis of an established calendar peri
od regularly used by the employer or 
other person levied upon for payroll 
or payment purposes, the exempt 

amount of wages, salary, and other 

(a) In general. For purposes of 

§§ 301.6334-2 and 301.6334-3, the 
amount of wages, salary, or other 
income that is exempt from levy must 
be determined on the basis of a 

written and properly verified state
ment submitted by the taxpayer to his 
or her employer for submission to the 
district director specifying the facts 

necessary to determine the standard 
deduction and the aggregate amount 
of the deductions for personal exemp
tions allowed the taxpayer under sec

tion 151 in the taxable year in which 



the levy is served. In the absence of 
submission of such statement, the 
amount that is exempt from levy 
must be determined as if the taxpayer 
were a married individual filing a 
separate return with only 1 personal 
exemption. 

(b) Content of statement. The 
statement in paragraph (a) of this 
section must be a written statement 
signed under penalty of perjury, and 
dated, containing the following infor
mation-

(1) The filing status of the taxpayer 
as either: 

(i) Single; 
(ii) Married filing a joint return; 
(iii) Married filing a separate re-

turn; 
(iv) Head of household; or 
(v) Qualifying widow or widower 

with dependent child; 
(2) The name, relationship, and 

Social Security Number of each indi
vidual whom the taxpayer can claim 
as a personal exemption on the tax
payer's income tax return; and 

(3) Any additional standard deduc
tions that the taxpayer can claim on 
account of age (65 or older) or blind
ness on the taxpayer's income tax 
return. 

(c) Submission of verified state
ment-(1) Obligation of employer. 
An employer upon whom a notice of 
levy for wages, salary, or other in
come of a taxpayer is served must 
promptly notify the taxpayer of the 
fact that a notice of levy has been 
served. Unless otherwise indicated on 
the face of the notice of levy, the 
employer must request the taxpayer 
to provide the employer with a writ
ten statement signed under penalty of 
perjury, and dated, containing the 
information set forth in paragraph (b) 
of this section, and this statement 
must be submitted by the employer to 
the district director. The employer 
must submit this statement to the 
district director at the time the em
ployer first responds to the notice of 
levy. 

(2) Submission by taxpayer. The 
taxpayer must provide the employer 
upon whom the notice of levy has 
been served with a verified statement 
complying with paragraph (b) of this 
section. Unless the taxpayer provides 
a verified statement, the amount that 
is exempt from levy must be deter
mined as if the taxpayer were a mar-

ried individual filing a separate return 
with only 1 personal exemption. 

(3) Additional statements. A tax
payer may submit a verified statement 
to his or her employer at any time. 
Except as otherwise provided in para
graph (d) of this section, such verified 
statement will be effective for any 
payment of wages, salary, or other 
income made after the date of sub
mission and will replace any previous
ly submitted verified statement. The 
employer must provide the district 
director with the statement on the 
next occasion on which the employer 
responds to the notice of levy. 

(d) Effect of verified statement
(1) A verified statement submitted by 
an employee is effective upon receipt 
by the employer, and the employer is 
required to compute the exempt 
amount on the basis of the informa
tion contained in the verified state
ment unless notified to the contrary 
by the Internal Revenue Service. 

(2) The Internal Revenue Service 
may find that a verified statement 
submitted by an employee contains a 
materially incorrect statement, or it 
may determine, after written request 
to the employee for verification of 
information contained in the verified 
statement, that it lacks sufficient in
formation to determine whether the 
verified statement is correct. If the 
Internal Revenue Service so finds or 
determines, and notifies the employer 
in writing that the verified statement 
is defective, upon receipt of such 
notice the employer shall consider the 
verified statement to be defective for 
purposes of computing the exempt 
amount. 

(3) If the Internal Revenue Service 
notifies the employer that the verified 
statement is defective, the Internal 
Revenue Service will, based upon its 
finding, advise the employer that the 
employer is to compute the exempt 
amount as if no verified statement 
had been submitted by the employee 
or will describe upon what basis the 
exempt amount is to be computed. 
The Internal Revenue Service will also 
specify which Internal Revenue Ser
vice office to contact for further in
formation. 

(4) In addition to any notice fur
nished to the employer for the em
ployer's use, the Internal Revenue 
Service will provide the employer with 
a copy for the employee of each 
notice it furnishes the employer. 
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(5) The employer must promptly 

furnish the employee with a copy of 
any Internal Revenue Service notice 
with respect to a verified statement 
submitted by the employee. 

(6) Once paragraph (d)(3) of this 
section applies, the employer must 
continue to compute the exempt 
amount on the basis of the written 
notice from the Internal Revenue Ser
vice until the Internal Revenue Ser
vice by written notice advises the 
employer to compute the exempt 
amount on the basis of a new verified 
statement (as described in paragraph 
(d)(7) of this section) and revokes its 
earlier written notice. 

(7) Once paragraph (d)(3) of this 
section applies, the employee may 
submit a new verified statement to
gether with a written explanation of 
any circumstances of the employee 
which have changed since the Internal 
Revenue Service's earlier written no
tice, or any other circumstances or 
reasons as justification or support for 
the claims made by the employee on 
the new verified statement. The em
ployee may submit the new verified 
statement and written explanation ei
ther-

(i) To the Internal Revenue Service 
office specified in the notice fur
nished to the employer under para
graph (d)(3) of this section; or 

(ii) To the employer, who must 
forward the new verified statement 
and written explanation to the Inter
nal Revenue Service office specified 
in the notice earlier furnished to the 
employer on the next occasion on 
which the employer responds to the 
notice of levy. 

(e) Effective date. These provisions 
are effective with respect to levies 
made on or after July 1, 1989. How
ever, any reasonable attempt by a 
taxpayer to comply with the statu
tory amendments addressed by these 
regulations prior to February 20, 
1995, will be considered as meet
ing the requirements of these regula
tions. 

§§ 301.6334-5, 301.6334-6 and 
301.6334-7 [Removed] 

Par. 4. Sections 301.6334-5 
through 301.6334-7 are removed. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 
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Approved October 4, 1994. 

Leslie Samuels, 
Assistant Secretary oj 

the Treasury. 

(Filed by the Office of the Federal Register on 
October 20, 1994, 8:45 a.m., and published 
in the issue of the Federal Register for 
October 21, 1994, 59 F.R. 53087) 

Chapter 67.-1 nterest 

Subchapter A.-Interest on Underpayments 

Section 6601.-lnterest on 
Underpayment, Nonpayment, or 
Extensions of Time for Payment of 
Tax 

26 CFR 301.6601-1: Interest on underpay
ments. 

The amount of interest charged on an under
payment attributable to an excessive tax re
fund, for the period ending on the date of the 
refund check, is the same as the interest paid 
by the Service on the excessive tax refund. See 
Rev. Proc. 94-60, page 774. 

Subchapter B.-Interest on Overpayments 

Section 6611.-lnterest on 
Overpayments 

26 CFR 301.6611-1: Interest on overpayments. 

The amount of interest charged on an under
payment attributable to an excessive tax re
fund, for the period ending on the date of the 
refund check, is the same as the interest paid 
by the Service on the excessive tax refund. See 
Rev. Proc. 94-60, page 774. 

Subchapter C.-Determination of Interest Rate; 
Compounding of Interest 

Section 6621.- Determination of 
Interest Rate 

26 CFR 301.6621-1: Interest rate. 

Interest rates; underpayments and 
overpayments. The rate of interest 

determined under section 6621 of the 
Code for the calendar quarter begin
ning October 1, 1994, will be 8 per
cent for overpayments, 9 percent for 
underpayments, and 11 percent for 
large corporate underpayments. 

Rev. Rul. 94-58 

Section 6621 of the Internal Reve
nue Code establishes differential rates 
for allowance of interest on tax over
payments and assessment of interest 
on tax underpayments. Under 
§ 6621(a)(l), the overpayment rate is 
the sum of the federal short-term rate 
plus 2 percentage points. Under 
§ 6621(a)(2), the underpayment rate 
is the sum of the federal short-term 
rate plus 3 percentage points. 

Section 6621(c) of the Code pro
vides that for purposes of interest 
payable under § 6601 on any large 
corporate underpayment, the un
derpayment rate under § 6621(a)(2) 
shall be applied by substituting "5 
percentage points" for "3 percent
age 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 deter
mining the applicable rate. Section 
6621(c) and § 301.6621-3 are general
ly effective for periods after Decem
ber 31, 1990. 

Section 6621(b)(I) of the Code pro
vides that the Secretary shall deter
mine the federal short-term rate for 
the first month in each calendar quar
ter. 

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 ac
cordance with § 1274(d), rounded to 
the nearest full percent (or, if a 
multiple of 112 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 rate 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 per
cent, the federal short-term rate based 
on daily compounding determined 
during the month of July 1994 is 6 
percent. Accordingly, an overpayment 
rate of 8 percent and an underpay
ment rate of 9 percent are established 
for the calendar quarter beginning 
October 1, 1994. The underpayment 
rate for large corporate underpay
ments for the calendar quarter begin
ning October 1, 1994, is 11 percent. 
These rates apply to amounts bearing 
interest during that calendar quarter. 

Interest factors for daily compound 
interest for annual rates of 8 percent, 
9 percent and 11 percent were pub
lished in Tables 14, 15, and 17 of 
Rev. Proc. 83-7, 1983-1 C.B. 597, 
598, and 600. 

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 ta
bles. 

T ABLE OF INTEREST RATES 

PERIODS BEFORE JUL. 1, 1975 - DEC. 31, 1986 

OVERPAYMENTS AND UNDERPAYMENTS 

PERIOD 

Before Jui. I, 1975 
Jui. I, 1975-Jan. 31, 1976 
Feb. I, 1976-Jan. 31, 1978 
Feb. I, 1978-Jan. 31, 1980 
Feb. 1, 1980-Jan. 31, 1982 
Feb. 1, 1982-Dec. 31, 1982 
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RATE 

6070 
9070 
7070 
6070 

12070 
20070 

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 



PERIOD 

Jan. 1, I983-Jun. 30, 1983 
Jui. 1, I983-Dec. 31, 1983 
Jan. 1, I984-Jun. 30, 1984 
Jui. 1, I984-Dec. 31, 1984 
Jan. 1, I985-Jun. 30, 1985 
Jui. 1, I985-Dec. 31, 1985 
Jan. 1, I986-Jun. 30, 1986 
JuI. 1, I986-Dec. 31, 1986 

Jan. 1, 1987-Mar. 31, 1987 
Apr. 1, 1987-Jun. 30, 1987 
JuI. 1, 1987-Sep. 30, 1987 
Oct. 1, I987-Dec. 31, 1987 
Jan. 1, 1988-Mar. 31, 1988 
Apr. 1, 1988-Jun. 30, 1988 
JuI. 1, 1988-Sep. 30, 1988 
Oct. 1, 1988-Dec. 31, 1988 
Jan. 1, 1989-Mar. 31, 1989 
Apr. 1, 1989-Jun. 30, 1989 
Jui. 1, 1989-Sep. 30, 1989 
Oct. 1, 1989-Dec. 31, 1989 
Jan. 1, 1990-Mar. 31, 1990 
Apr. 1, 1990-Jun. 30, 1990 
JuI. 1, 1990-Sep. 30, 1990 
Oct. 1, 1990-Dec. 31, 1990 
Jan. 1, 1991-Mar. 31, 1991 
Apr. 1, 1991-Jun. 30, 1991 
Jui. I, 1991-Sep. 30, 1991 
Oct. I, 1991-Dec. 31, 1991 
Jan. I, 1992-Mar. 31, 1992 
Apr. I, 1992-Jun. 30, 1992 
Jul. I, 1992-Sep. 30, 1992 
Oct. I, I992-Dec. 31, 1992 
Jan. 1, I993-Mar. 31, 1993 
Apr. 1, 1993-Jun. 30, 1993 
JuI. 1, I993-Sep. 30, 1993 
Oct. 1, 1993-Dec. 31, 1993 
Jan. 1, 1994-Mar. 31, 1994 
Apr. 1, 1994-Jun. 30, 1994 
JuI. 1, 1994-Sep. 30, 1994 
Oct. 1, 1994-Dec. 31, 1994 
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T ABLE OF INTEREST RATES-Continued 

PERIODS BEFORE JUL. 1, 1975 - DEC. 31, 1986 

OVERPAYMENTS AND UNDERPAYMENTS 

RATE 

160/0 
11% 
11% 
11% 
13% 
11% 
10% 
9% 

TABLE OF INTEREST RATES 

FROM JAN. 1, 1987 - PRESENT 

OVERPAYMENTS 

RATE TABLE PG. 

8% 14 597 
8% 14 597 
8% 14 597 
9% 15 598 

10% 40 624 
9% 39 623 
9% 39 623 

10% 40 624 
10% 16 599 
11% 17 600 
11% 17 600 
10% 16 599 
10% 16 599 
10% 16 599 
10% 16 599 
10% 16 599 
10% 16 599 
9% 15 598 
9% 15 598 
9% 15 598 
8% 38 622 
7% 37 621 
7% 37 621 
6% 36 620 
6% 12 595 
6% 12 595 
6% 12 595 
6% 12 595 
6% 12 595 
6% 12 595 
7% 13 596 
8% 14 597 

DAILY RATE TABLE 
- IN 1983-1 C.B. 

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 

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 
9% 15 598 
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RATES FOR LARGE CORPORATE UNDERPAYMENTS 

Jan. 1, 1991-Mar. 31, 1991 
Apr. 1, 1991-Jun. 30, 1991 
Jut 1, 1991-Sep. 30, 1991 
Oct. 1, 1991-Dec. 31, 1991 
Jan. 1, 1992-Mar. 31, 1992 
Apr. 1, 1992-Jun. 30, 1992 
Jut 1, 1992-Sep. 30, 1992 
Oct. 1, 1992-Dec. 31, 1992 
Jan. 1, 1993-Mar. 31, 1993 
Apr. 1, 1993-Jun. 30, 1993 
Jut 1, 1993-Sep. 30, 1993 
Oct. 1, 1993-Dec. 31, 1993 
Jan. 1, 1994-Mar. 31, 1994 
Apr. 1, 1994-Jun. 30, 1994 
Jut 1, 1994-Sep. 30, 1994 
Oct. 1, 1994-Dec. 31, 1994 

26 CFR 301.6621-1: Interest rate. 

Interest rates; underpayments and 
overpayments. The rate of interest 
determined under section 6621 of the 
Code for the calendar quarter begin
ning January 1, 1995, will be 8 per
cent for overpayments, 9 percent for 
underpayments, and 11 percent for 
large corporate underpayments. 

Rev. Rul. 94-78 

Section 6621 of the Internal Reve
nue Code establishes differential rates 
for allowance of interest on tax over
payments and assessment of interest 
on tax underpayments. Under 
§ 6621(a)(1), the overpayment rate is 
the sum of the short-term federal rate 
plus 2 percentage points. Under 
§ 6621 (a)(2), the underpayment rate 
is the sum of the short-term federal 
rate plus 3 percentage points. 

Section 6621(c) provides that for 
purposes of interest payable under 
§ 6601 on any large corporate under
payment, the underpayment rate un
der § 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 Ad
ministration for the definition of a 
large corporate underpayment and 
for the rules for dt:ermining the ap
plicable rate. Section 6621(c) and 
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FROM JANUARY 1, 1991 - PRESENT 

RATE 

13070 
12% 
12% 
12% 
11% 
10 '70 
10% 
9% 
9% 
9% 
9% 
9% 
9% 
9% 

10% 
11% 

§ 301.6621-3 are generally effective 
for periods after December 31, 
1990. 

Section 6621(b)(1) provides that the 
Secretary shall determine the federal 
short-term rate for the first month in 
each calendar quarter. 

Section 6621(b)(2)(A) provides that 
the federal short-term rate deter
mined under § 6621(b)(1) for any 
month shall apply during the first 
calendar quarter beginning after such 
month. 

Section 6621(b)(2)(B) provides that 
in determining the addition to tax 
under § 6654 for failure to pay esti
mated tax for any taxable year, the 
federal short-term rate which applies 
during the 3rd month following such 
taxable year shall also apply during 
the first 15 days of the 4th month 
following such taxable year. 

Section 6621(b)(3) 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 112 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 

TABLE PG 

19 602 
18 601 
18 601 
18 601 
41 625 
40 624 
40 624 
39 623 
15 598 
15 598 
15 598 
15 598 
15 598 
15 598 
16 599 
17 600 

tax under § 6621 the Internal Reve
nue Service will use the federal short
term rate based on daily compound
ing because that rate is most 
consistent with § 6621 which, pursu
ant to § 6622, is subject to daily 
compounding. 

Rounded to the nearest full per
cent, the federal short-term rate based 
on daily compounding determined 
during the month of October 1994 is 
6 percent. Accordingly, an overpay
ment rate of 8 percent and an under
payment rate of 9 percent is estab
lished for the calendar quarter 
beginning January 1, 1995. The un
derpayment rate for large corporate 
underpayments for the calendar quar
ter beginning January 1, 1995, is 11 
percent. These rates apply to amounts 
bearing interest during that calendar 
quarter. 

The 9 percent rate also applies to 
estimated tax underpayments for the 
quarter and for the first 15 days in 
April. 

Interest factors for daily compound 
interest for annual rates of 8 percent, 
9 percent, and 11 percent were pub
lished in Tables 14, 15, and 17 of 
Rev. Proc. 83-7, 1983-1 C.B. 583, 
597, 598, and 600. 

Annual interest rates to be com
pounded daily pursuant to § 6622 
that apply for prior periods are set 
forth in the accompanying tables. 



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 
Jui. 1, 1985-Dec. 31, 1985 
Jan. 1, 1986-Jun. 30, 1986 
Jui. 1, 1986-Dec. 31, 1986 

TABLE OF INTEREST RATES 

PERIODS BEFORE JUL. 1, 1975-DEC. 31, 1986 

OVERPAYMENTS AND UNDERPAYMENTS 

Section 6621 

RATE DAIL Y RA TE TABLE 

6070 
9070 
71110 
6070 

12070 
20070 
16070 
11070 
11070 
11070 
13070 
11070 
10070 
90/0 

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 UNDERPA YMENTS 

RATE TABLE PO. RATE TABLE PO. 

Jan. 1, 1987-Mar. 31, 1987 8070 14 597 9070 15 598 
Apr. 1, 1987-Jun. 30, 1987 8070 14 597 9070 15 598 
Jui. I, 1987-Sep. 30, 1987 8070 14 597 9070 15 598 
Oct. 1, 1987-Dec. 31, 1987 9070 15 598 10070 16 599 
Jan. 1, 1988-Mar. 31, 1988 10070 40 624 11070 41 625 
Apr. 1, 1988-Jun. 30, 1988 9070 39 623 10070 40 624 
Jui. 1, 1988-Sep. 30, 1988 9070 39 623 10070 40 624 
Oct. 1, 1988-Dec. 31, 1988 10070 40 624 11070 41 625 
Jan. 1, 1989-Mar. 31, 1989 10070 16 599 11070 17 600 
Apr. 1, 1989-Jun. 30, 1989 11070 17 600 12070 18 601 
Jui. 1, 1989-Sep. 30, 1989 11070 17 600 12070 18 601 
Oct. 1, 1989-Dec. 31, 1989 10070 16 599 11070 17 600 
Jan. 1, 1990-Mar. 31, 1990 10070 16 599 11070 17 600 
Apr. 1, 1990-Jun. 30, 1990 10070 16 599 11070 17 600 
Jui. 1, 1990-Sep. 30, 1990 10070 16 599 11070 17 600 
Oct. 1, 1990-Dec. 31, 1990 10070 16 599 11070 17 600 
Jan. 1, 1991-Mar. 31, 1991 10070 16 599 11070 17 600 
Apr. 1, 1991-Jun. 30, 1991 9070 15 598 10070 16 599 
Jui. I, 1991-Sep. 30, 1991 9070 15 598 10070 16 599 
Oct. 1, 1991-Dec. 31, 1991 9070 15 598 10070 16 599 
Jan. 1, 1992-Mar. 31, 1992 8070 38 622 9070 39 623 
Apr. 1, 1992-Jun. 30, 1992 7070 37 621 8070 38 622 
Jul. 1, 1992-Sep. 30, 1992 7070 37 621 8070 38 622 
Oct. 1, 1992-Dec. 31, 1992 6070 36 620 7070 37 621 

Jan. 1, 1993-Mar. 31, 1993 6070 12 595 7070 13 596 
Apr. 1, 1993-Jun. 30, 1993 6070 12 595 7070 13 596 
Jul. 1, 1993-Sep. 30, 1993 6070 12 595 7070 13 596 
Oct. 1, 1993-Dec. 31, 1993 6070 12 595 7070 13 596 

Jan. 1, 1994-Mar. 31, 1994 6070 12 595 7070 13 596 
Apr. 1, 1994-Jun. 30, 1994 6070 12 595 7070 13 596 
Jui. 1, 1994-Sep. 30, 1994 7070 13 596 8070 14 597 
Oct. 1, 1994-Dec. 31, 1994 8070 14 597 9070 15 598 

Jan. 1, 1995-Mar. 31, 1995 8070 14 597 9070 15 598 
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RATES FOR LARGE CORPORATE UNDERPAYMENTS 

Jan. I, 1991-Mar. 31, 1991 
Apr. 1, 1991-Jun. 30, 1991 
JuI. 1, 199I-Sep. 30, 1991 
Oct. I, 1991-Dec. 31, 1991 
Jan. 1, 1992-Mar. 31, 1992 
Apr. 1, 1992-Jun. 30, 1992 
JuI. 1, 1 992-Sep. 30, 1992 
Oct. 1, 1992-Dec. 31, 1992 
Jan. I, 1993-Mar. 31, 1993 
Apr. 1, 1993-Jun. 30, 1993 
Jul. 1, 1993-Sep. 30, 1993 
Oct. 1, I993-Dec. 31, 1993 
Jan. 1, 1994-Mar. 31, 1994 
Apr. 1, 1994-Jun. 30, 1994 
Jui. 1, 1994-Sep. 30, 1994 
Oct. 1, 1994-Dec. 31, 1994 
Jan. 1, 1 995-Mar. 31, 1995 

26 CFR 301.6621-1: Interest rate. 

The amount of interest charged on an under
payment attributable to an excessive tax re
fund, for the period ending on the date of the 
refund check, is the same as the interest paid 
by the Service on the excessive tax refund. See 
Rev. Proc. 94-60, page 774. 

Chapter 68.-Additions to the Tax, Additional Amounts, 
and Assessable Penalties 

Subchapter A.-Additions to the Tax and Additional 
Amounts 
Part I.-General Rule 

Section 6656.-Failure to Make 
Deposit of Taxes 

26 CFR 301.6656-1: Penalty for underpayment 
of deposits. 

Failure to deposit timely; reason
able cause; electronic funds transfer. 
The Service provides guidance on es
tablishing reasonable cause for abate
ment of the failure to timely deposit 
penalty where the deposits are made 
by electronic funds transfer. 

Rev. Rul. 94-46 

ISSUE 

How does a taxpayer that makes an 
electronic funds transfer (EFT) estab
lish reasonable cause for abating the 
failure to deposit penalty under 
§ 6656 of the Internal Revenue 
Code? 

FACTS 

A taxpayer may make an EFT 
either by telephone or personal com-
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RATE 

13070 
12% 
12% 
12% 
11% 
10% 
10% 
9% 
9% 
9% 
9% 
9<1fo 
9<1fo 
9<1fo 

lO<1fo 
11 <1fo 
11 <1fo 

puter using one of two payment op
tions: (1) a debit transaction, or (2) a 
credit transaction. A debit transaction 
is effected by a Financial Agent of 
the Department of the Treasury with
in the meaning of Rev. Proc. 94-48, 
page 31, this Bulletin. The taxpayer 
requests the Financial Agent to ini
tiate the transfer of funds from the 
taxpayer's bank account(s) to Trea
sury's general account and to trans
mit the related tax payment data, 
supplied by the taxpayer, to the Inter
nal Revenue Service. A credit transac
tion is effected by the taxpayer's 
financial institution. The taxpayer re
quests the financial institution to ini
tiate the transfer of funds through the 
Automated Clearing House (ACH) 
system to the Treasury's general ac
count and to submit the related tax 
data, supplied by the taxpayer, 
through the ACH system to a Finan
cial Agent for transmission to the 
Service. 

The following situations illustrate 
various failure-to-deposit circum
stances. In each situation, the bank 
involved may be either a Financial 
Agent initiating a debit transaction on 
behalf of the taxpayer or the taxpay
er's financial institution initiating a 
credit transaction through the ACH 
system. 

Situation (1). A had a federal tax 
deposit due on January 5 and was 
required to make its federal tax de
posits by EFT. Bank X required that 

TABLE PG 

19 602 
18 601 
18 601 
18 601 
41 625 
40 624 
40 624 
39 623 
15 598 
15 598 
15 598 
15 598 
15 598 
15 598 
16 599 
17 600 
17 600 

all EFT requests be made before 2:00 
p.m. eastern time of the banking day 
immediately prior to the banking day 
the EFT is to be completed. On 
January 4 at 1 :00 p.m. eastern time, 
A contacted Bank X and instructed 
Bank X to initiate an EFT on Janu
ary 5 (by a debit transaction or a 
credit transaction), causing $30,000 to 
be withdrawn from A's account and 
transferred to Treasury's general ac
count as a first quarter employment 
tax deposit. Bank X issued an 
acknowledgement number or other 
certification of the request to A at the 
time A instructed Bank X to make 
the EFT. On January 5, A's account 
had sufficient funds to cover the 
$30,000 EFT. 

On January 6, Bank X initiated the 
EFT, causing $30,000 to be with
drawn from A's account and trans
ferred to Treasury's general account. 
On May 18, A received a notice 
showing a failure to deposit penalty 
of $600 (2 percent of the $30,000 
liability) for the late deposit made on 
January 6. A requests in writing that 
the Service waive the penalty and 
includes the acknowledgement num
ber or other certification of the EFT 
request. Bank X's records indicate 
that on January 4 A instructed it to 
make the EFT on January 5. 

Situation (2). The facts are the 
same as Situation (1), except Bank 
X's records indicate that on January 
4 A instructed Bank X to initiate the 



EFT on January 6. A's books and 
records do not demonstrate that A 
instructed Bank X to initiate the EFT 
on January 5. 

LAW AND ANALYSIS 

Section 6656 provides that a penal
ty shall be imposed in case of failure 
by any person to make a timely 
deposit of tax imposed under the 
Code unless such failure is due to 
reasonable cause and not to willful 
neglect. The penalty rate is 2 percent 
of the underpayment if the failure to 
deposit is for not more than 5 days, 5 
percent if the failure is for more than 
5 days but not more than 15 days, 
and 10 percent if the failure is for 
more than 15 days. 

Section 301.6656-1(b) of the Regu
lations on Procedure and Administra
tion provides that a taxpayer must 
make an affirmative showing of all 
facts alleged as a reasonable cause in 
a written statement containing a dec
laration that the statement is made 
under penalties of perjury. If it is 
determined that the underpayment 
was due to reasonable cause and not 
due to willful neglect, the penalty will 
be abated. 

Each reasonable cause request is 
evaluated on its own merits. The 
merits are determined based on the 
events or parties involved, and wheth
er the taxpayer exercised ordinary 
business care and prudence but was 
unable to meet a tax requirement due 
to circumstances or events beyond the 
taxpayer's control. 

In Situation (1), Bank X's records, 
which the Service is able to check 
based on the acknowledgement num
ber or other certification of request 
provided to the Service by the tax
payer, verify that on January 4 at 
1 :00 p.m. eastern time, A instructed 
Bank X to initiate an EFT of $30,000 
to Treasury's general account on 
January 5 for a first quarter em
ployment tax deposit. A has rea
sonable cause for the failure to make 
a timely deposit because A timely 
provided to Bank X the following 
information: (1) payment instruc
tions, (2) the correct amount of tax 
to be deposited, (3) the correct type 
of tax to be deposited, (4) the cor
rect tax period for which the deposit 
was made, (5) the correct date the 
funds were to be transferred from 

A's bank account to Treasury's 
general account, and (6) the number 
of A's bank account with sufficient 
funds to cover the EFT. Therefore, 
A is not subject to any penalty on 
the EFT of $30,000. The reason Bank 
X did not transfer the funds on 
January 5 is irrelevant (i.e., disaster, 
software failure, or negligent banking 
practices). 

In Situation (2), Bank X's records 
indicate that on January 4 at 1 :00 
p.m. eastern time, A instructed Bank 
X to initiate an EFT of $30,000 to 
Treasury on January 6 for a first 
quarter employment tax deposit. 
Based on Bank X's records, A gave 
the incorrect date for Bank X to 
initiate the EFT to Treasury's general 
account. Therefore, A does not have 
reasonable cause for the failure to 
make a timely deposit and is subject 
to a penalty on the EFT of $30,000. 
In order for A to establish reasonable 
cause in this situation, A's contempo
raneous books and records would 
need to demonstrate that A instructed 
Bank X to transfer the funds on 
January 5. Books and records may 
include, among other things, a re
cording of telephone instructions or 
an electronic file saved at the time the 
instructions were given. 

HOLDING 

A taxpayer making an EFT 
through either a debit transaction or 
a credit transaction may establish rea
sonable cause for abating the failure 
to deposit penalty under § 6656 of 
the Code by using the records of the 
bank instructed to initiate the EFT 
(whether a Financial Agent or the 
taxpayer's financial institution), and/ 
or the taxpayer's books and records 
(including, among other things, a 
recording of telephone instructions 
or a saved electronic file of instruc
tions), to establish that the taxpayer 
timely provided to the bank the fol
lowing information: (1) payment in
structions, (2) the correct amount of 
tax to be deposited, (3) the correct 
type of tax to be deposited, (4) the 
correct tax period for which the de
posit was made, (5) the correct date 
the funds were to be transferred from 
the taxpayer's bank account to Trea
sury's general account, and (6) the 
number of the taxpayer's bank ac-

Section 6662 
count with sufficient funds to cover 
the EFT. 

Section 6661.-Substantial 
Understatement of Liability 
26 CFR 1.6661-6: Waiver of penalty. 

Special procedure provided for taxpayers 
subject to the Coordinated Examination Pro
gram (CEP) to show additional tax or make 
adequate disclosure with respect to an item for 
purposes of obtaining an automatic waiver of 
the penalty imposed by section 6661 of the 
Code. See Rev. Proc. 94-69, page 804. 

Part II.-Accuracy·Related and Fraud Penalties 

Section 6662.-lmposition of 
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. 94-74, page 823. 

26 CFR 1.6662-3: Negligence or disregard of 
rules or regulations. 

Special procedure provided for taxpayers 
subject to the Coordinated Examination Pro
gram (CEP) to show additional tax or make 
adequate disclosure with respect to an item for 
purposes of avoiding the penalty imposed by 
section 6662 of the Code. See Rev. Proc. 
94-69, page 804. 

26 CFR 1.6662-4: Substantial understatement 
of income tax. 

Special procedure provided for taxpayers 
subject to the Coordinated Examination Pro
gram (CEP) to show additional tax or make 
adequate disclosure with respect to an item for 
purposes of avoiding the penalty imposed by 
section 6662 of the Code. See Rev. Proc. 
94-69, page 804. 

26 CFR 1.6662-6T: Transactions between per
sons described in section 482 transfer price 
adjustments (temporary). 

T.D.8551 

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

Imposition of Accuracy-Related 
Penalty 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Temporary Regulations. 
SUMMARY: These amendments to 
the regulations under 26 CFR part I 
provide guidance on the imposition of 
the accuracy-related penalty under In
ternal Revenue Code section 6662(e) 
for net section 482 transfer price 
adjustments. This action is necessary 
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Section 6662 
to conform the existing temporary 
regulations with changes to the sec
tion 482 regulations. 

EFFECTIVE DATE: January 1, 
1994. 

SUPPLEMENT ARY 
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 informa
tion contained in these regulations 
has been reviewed and, pending re
ceipt and evaluation of public com
ments, approved by the Office of 
Management and Budget (OM B) un
der control number 1545-1426. 

For further information concerning 
this collection of information, and 
where to submit comments on this 
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 
rule making published in * * * 
[INTL-21-91, page 878, this Bulle
tin] . 

Background 

Section 13236 of the Omnibus 
Budget Reconciliation Act of 1993 
(Pub. L. 103-66, 107 Stat. 312) 
amended sections 6662(e) and (h) of 
the Code. On February 2, 1994, the 
IRS published temporary regulations 
and a notice of proposed rulemaking 
in the Federal Register (58 FR 5263) 
that proposed amendments to the In
come Tax Regulations under sections 
6662(e) and (h) and section 6664(c) of 
the Internal Revenue Code of 1986 
(Code), as amended. 

Explanation of provisions 

The principal purpose of these reg
ulations is to conform the temporary 
regulations with the final section 482 
regulations contained in this issue of 
the Federal Register. The regulations 
are amended primarily to conform 
the provisions to the revised best 
method rule contained in § 1.482-1(c) 
and the arm's length range rule con
tained in § 1.482-1(d). The tempo
rary and proposed regulations provid
ed, with respect to the specified 
method requirement and in circum-
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stances in which no specified method 
is applicable, that the selection and 
application of a method is reasonable 
only if, given the available data and 
the applicable pricing 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 principles of the best meth
od rule in § 1.482-1 T(b )(2)(iii). In 
conformity with the final section 482 
regulations, these temporary regula
tions substitute the term reliable for 
the term accurate. 

These regulations also clarify that 
if a taxpayer applies a specified or 
unspecified method, the taxpayer can
not reasonably conclude that the 
method it selected provided the most 
reliable measure of an arm's length 
result if it has not made a reasonable 
effort to evaluate the potential appli
cability of the other specified meth
ods under the section 482 regulations 
in a manner consistent with the prin
ciples of the best method rule. This 
rule does not require that a taxpayer 
conduct an extensive analysis or de
tailed application of each method, 
but merely that, following a reason
ably thorough search for relevant 
data, the taxpayer consider which 
method would provide the most reli
able measure of an arm's length re
sult given that data. In many cases 
the nature of the data located will 
make it possible to conclude that a 
particular method is inapplicable 
without further analysis. 

The regulations add a fifth factor 
to the analysis of whether a taxpayer 
reasonably concluded that its applica
tion of a specified method provided 
the most reliable measure of an arm's 
length result. This factor is relevant if 
the taxpayer uses a range of results to 
set its price. In such a case, the 
district director will consider whether 
the taxpayer arbitrarily selected a re
sult that corresponded to an extreme 
point in the range of results. In many 
cases a point selected in this manner 
would not be likely to be closest to an 
arm's length result. The regulations 
provide that when the taxpayer uses 
"inexact" comparables, such as those 
described in § 1.482-1 (e)(2)(iii)(B), 
one reasonable method of selecting a 
point in the range would be that 
provided in § 1.482-1 (e)(3). Other 
methods also could be reasonable as 
long as they are intended to select a 

point most likely to be closest to an 
arm's length result. 

These regulations also specify, 
through examples in the text of the 
regulations, the type of documenta
tion necessary if a profit split method 
is used. The significance of such doc
umentation has been increased by the 
final regulations' elimination of cer
tain proposed restrictions on the use 
of profit split methods. 

These regulations add § 1.6662-
6T(d)(2)(iii)(D), which provides that, 
if a taxpayer uses a profit split meth
od or receives or makes a lump sum 
payment for the transfer of an intan
gible, then the taxpayer must annual
ly document that fact on a statement 
attached to a timely filed income tax 
return. Similarly, these regulations 
add § 1.6662-6T(d)(3)(iii)(C), which 
provides that if a taxpayer applies an 
unspecified method, then the taxpayer 
must annually document that fact on 
a statement attached to a timely filed 
U.S. income tax return. A taxpayer 
that fails to comply with these docu
mentation rules would not satisfy the 
documentation requirements of 
§ 1.6662-6T(d)(2)(iii) and would 
therefore be unable to qualify for the 
exclusion from the calculation of a 
net section 482 adjustment provided 
under § 1.6662-6T(d). 

Effective Date 

These regulations apply to taxable 
years beginning 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. Therefore, an initial 
Regulatory Impact Analysis is not 
required. It has also been determined 
that section 553(b) of the Administra
tive Procedure Act (5 U.S.C. chapter 
5) and the Regulatory Flexibility Act 
(5 U.S.c. chapter 6) do not apply to 
these regulations, and, therefore, an 
initial 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. 

* * * * * 



26 CFR Part 602 

Reporting and record keeping re
quirements. 

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 continues to read in part as 
follows: 

Authority: 26 U.S.C. 7805 * * * 
1.6662-6T also issued under 26 
U.S.C. 6662. * * * 

Par. 2. Section 1.6662-0 is amend
ed in the table of contents by adding 
the entries for § 1.6662-6T(d)(2)
(iii)(D) and § 1.6662-6T(d)(3)(iii)(C) 
to read as follows: 

§ 1.6662-0 Table of contents. 

* * * * * 

§ 1.6662-6T Transactions between 
persons described in section 482 and 
net section 482 transfer price 
adjustments (temporary). 

* * * * * 
(d) * * * 
(2) * * * 
(iii) * * * 
(0) Tax return documentation. 
(3) * * * 
(iii) * * * 
(C) Tax return documentation. 

* * * * * 
Par. 3. Section 1.6662-6T is 

amended as follows: 
a. By revising the section heading; 
b. By revising paragraph (d)(2)(ii); 
c. By revising paragraphs (d)(2)

(iii)(A) and (B); 
d. By adding paragraph (d)(2)

(iii)(O); 
e. By revising paragraphs (d)(3)

(ii)(B) and (C); 
f. By adding paragraph (d)(3)

(iii)(C). The additions and revisions 
read as follows: 

§ 1.6662-6T Transactions between 
persons described in section 482 and 
net section 482 transfer price adjust
ments (temporary). 

* * * * * 
(d) * * * 
(2) * * * 
(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 pricing meth
ods, the taxpayer reasonably conclud
ed that the method (and its applica
tion of that method) provided the 
most reliable measure of an arm's 
length result under the principles of 
the best method rule of § 1.482-1 (c). 
A taxpayer can reasonably conclude 
that a specified method provided the 
most reliable measure of an arm's 
length result only if it has made a 
reasonable effort to evaluate the po
tential applicability of the other speci
fied methods in a manner consistent 
with the principles of the best method 
rule. However, it is not necessary for 
a taxpayer to conclude that the select
ed specified method provides a more 
reliable measure of an arm's length 
result than any unspecified method. 
For examples illustrating the selection 
of a specified method consistent with 
this paragraph (d)(2)(ii), see § 1.482-
8. Whether the taxpayer's conclusion 
was reasonable must be determined 
from all the facts and circumstances. 
The factors relevant to this determi
nation include the following: 

(A) The experience and knowledge 
of the taxpayer, including all mem
bers 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 neces
sary 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 re
turn is filed. In this regard, the ex
pense of collecting data relative to the 
dollar amount of the transactions in 
question is a factor that may be taken 
into account in determining the scope 
of a reasonably thorough search for 
data. 

(C) The extent to which the taxpay
er followed the relevant requirements 
set forth in regulations under section 
482 with respect to the application of 
the method. 

(0) The extent to which the taxpay
er reasonably relied on the analysis 
of, or a study done by, a professional 
qualified to conduct such an analysis 
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or study, including an attorney, ac
countant, or economist. Whether the 
professional is an employee of, or 
related to the taxpayer is not deter
minative in evaluating the reliability 
of that analysis or study, as long as 
the analysis or study is objective, 
thorough, and well reasoned. Such 
reliance is reasonable only if the tax
payer disclosed to the profess~onal all 
relevant information regardmg 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. 

(E) If the taxpayer attempted to 
determine an arm's length result by 
using more than one uncontrolled 
comparable, whether the taxpayer ar
bitrarily selected a result that corre
sponds to an extreme point in the 
range of results derived from the 
uncontrolled comparables. Such a re
sult generally would not likely be 
closest to an arm's length result. If 
the uncontrolled com parables that the 
taxpayer uses to determine an arm's 
length result are described in 
§ 1.482-1 (e)(2)(ii)(B), one reasonable 
method of selecting a point in the 
range would be that provided in 
§ 1.482-1(e)(3). 

(iii) * * * (A) In general. The 
documentation requirement of this 
paragraph (d)(2)(iii) is met if the tax
payer maintains sufficient documenta
tion to establish that the taxpayer 
reasonably concluded that, given the 
available data and the applicable pric
ing methods, 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(c), and provides that docu
mentation 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 discre
tion, excuse a minor or inadvertent 
failure to provide required docu
ments, 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 divid
ed into three categories, principal 
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documents, background documents, 
and tax return documentation, as de
scribed in paragraphs (d)(2)(iii)(B), 
(C), and (D) of this section. 

(B) Principal documents. The prin
cipal documents should accurately 
and completely describe the basic 
transfer pricing analysis conducted by 
the taxpayer. The documentation 
must include the following-

(1) 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 relat
ed parties engaged in transactions po
tentially relevant under section 482, 
including foreign affiliates whose 
transactions directly or indirectly af
fect the pricing of property or servic
es in the United States; 

(3) Any documentation explicitly 
required by the regulations under sec
tion 482; 

(4) A description of the method 
selected and an explanation of why 
that method was selected; 

(5) A description of the alternative 
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. For exam
ple, if a profit split method is ap
plied, the documentation must in
clude a schedule providing the total 
income, costs, and assets (with ad
justments for different accounting 
practices and currencies) for each 
controlled taxpayer participating in 
the relevant business activity and de
tailing the allocations of such items to 
that activity; 

(7) A description of the compar
abies that were used, how compara
bility was evaluated, and what (if 
any) adjustments were made; 

(8) An explanation of the economic 
analysis and projections relied upon 
in developing the method. For exam
ple, if a profit split method is ap
plied, the taxpayer must provide an 
explanation of the analysis undertak
en to determine how the profits 
would be split; and 

(9) A general index of the principal 
and background documents and a 
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description of the record keeping sys
tem used for cataloging and accessing 
those documents. 

****** 
(D) Tax return documentation-(1) 

Use oj profit split method. If the 
taxpayer applies a profit split meth
od, as described in § 1.482-6, the 
taxpayer must attach a statement to a 
timely filed U.S. income tax return 
(with extensions) disclosing the kind 
of profit split method employed, the 
combined operating profit from the 
relevant business activity, and the 
split of that profit among the con
trolled participants in that activity. 
Such statement must be titled "Dis
closure of profit split methodology 
required by § 1. 6662-6T. " 

(2) Lump sum payments . If the 
consideration for the controlled trans
fer of an intangible is in the form of 
a lump sum payment, the taxpayer 
must attach a statement to a timely 
filed U.S. income tax return (with 
extensions) for each taxable year 
throughout the useful life of the in
tangible. The statement must disclose 
the calculation of the arm's length 
consideration for the transfer under 
the prOVlSlons of § 1.482-4(f)(5), 
and must be titled "Disclosure of 
lump sum payment required by 
§ 1.6662-6T." 

(3) * * * 
(ii) * * * 
(B) Specified method potentially 

applicable. 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 re
quirement if the taxpayer reasonably 
concludes, given the available data, 
that none of the specified methods 
was likely to provide a reliable mea
sure of an arm's length result, and 
that it selected and applied an unspec
ified method in a way that would 
likely provide a reliable measure of 
an arm's length result. A taxpayer 
can reasonably conclude that no spec
ified method was likely to provide a 
reliable measure of an arm's length 
result only if it has made a reasonable 
effort to evaluate the potential appli
cability of the specified methods in a 
manner consistent with the principles 
of the best method rule. However, it 
is not necessary for a taxpayer to 
conclude that the selected method 
provides a more reliable measure of 

an arm's length result than any other 
unspecified method. Whether the tax
payer's conclusion was reasonable 
must be determined from all the facts 
and circumstances. The factors rele
vant to this conclusion include those 
set forth in paragraph (d)(2)(ii) of this 
section. 

(C) No specijied method applica
ble. If the transaction is of a type for 
which no methods are specified in the 
regulations under section 482, 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. For purposes of this para
graph (d)(3)(ii)(C), a taxpayer's selec
tion and application is reasonable if 
the taxpayer reasonably concludes 
that the method (and its application 
of that method) provided the most 
reliable measure of an arm's length 
result under the principles of the best 
method rule in § 1.482-1(c). Howev
er, it is not necessary for a taxpayer 
to conclude that the selected method 
provides a more reliable measure of 
an arm's length result than any other 
unspecified method. Whether the tax
payer's conclusion was reasonable 
must be determined from all the facts 
and circumstances. The factors rele
vant to this conclusion include those 
set forth in paragraph (d)(2)(ii) of this 
section. 

(iii) * * * 
(C) Tax return documentation. If 

the taxpayer applies an unspecified 
method, the taxpayer must attach a 
statement to a timely filed U.S. in
come tax return (with extensions) 
disclosing the use of such method 
for the taxable year in which the 
method is applied. Such statement 
must be titled "Disclosure of use of 
unspecified method required by 
§ 1.6662-6T. 

* * * * * 

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

Par. 4. The authority citation for 
part 602 continues to read as follows: 

Authority: 26 U.S.c. 7805. 

Par. 5. Section 602.101(c) is 
amended by removing the entry for 
"1.6662-6T .... 1545-1365" from the 
table and adding the entry 



"1.6662-6T .... 1545-1426" in numeri
cal order to the table. 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

Approved June 27, 1994. 

Leslie Samuels, 
Assistant Secretary of the Treasury 

(Tax Policy). 

(Filed by the Office of the Federal Register on 
July 5, 1994, 12:26 p.m., and published in 
the issue of the Federal Register for July 8, 
1994, 59 F.R. 35030) 

Section 6664.-Definitions and 
Special Rules 
26 CFR 1.6664-2: Underpayment. 

Special procedure provided for taxpayers 
subject to the Coordinated Examination Pro
gram (CEP) to show additional tax or make 
adequate disclosure with respect to an item for 
purposes of avoiding the penalty imposed by 
section 6662 of the Code. See Rev. Proc. 
94-69, page 804. 

Subchapter B.-Assessable Penalties 
Part I.-General Provisions 

Section 6695.-0ther Assessable 
Penalties with Respect to the 
Preparation of Income Tax Returns 
for Other Persons 

26 CFR 1.6695-1: Other assessable penalties 
with respect tothe preparation oj income tax 
returns Jor other persons. 

T.D.8549 

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

Preparer Penalties-Manual 
Signature Requirement 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations providing that per
sons who prepare U.S. fiduciary in
come tax returns for compensation 
may, under certain conditions, satisfy 
the manual signature requirements by 
using a facsimile signature. The final 
regulations will reduce the burden on 
preparers of U.S. fiduciary income 
tax returns. The final regulations also 
incorporate the new $50 penalty 
amount, with a $25,000 maximum per 
person with respect to each calendar 
year, imposed by section 6695(a), (b), 
and (c). Prior to the Omnibus Budget 

and Reconciliation Act of 1989 
(OBRA), the penalty amount was 
$25. Finally, the final regulations in
corporate the amendment to section 
6695(e) by OBRA changing the $100 
penalty for failure to file correct in
formation returns and the $5 penalty 
for each failure to put a required item 
on a return to $50 for each of the 
two described failures (with a $25,000 
maximum per person with respect to 
each calendar year). 

EFFECTIVE DATES: These regula
tions are effective June 28, 1994. 

SUPPLEMENT ARY 
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 num
ber 1545-1385. The estimated annual 
burden per record keeper varies from 
30 to 60 minutes depending on indi
vidual circumstances, with an estimat
ed average of 45 minutes. 

Comments concerning the accuracy 
of this burden estimate and sugges
tions for reducing this burden should 
be sent to the Internal Revenue Ser
vice, Attn: IRS Reports Clearance 
Officer, PC:FP, Washington, DC 
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, DC 20503. 

Background 

The IRS published a notice of pro
posed rulemaking in the Federal Reg
ister on April 22, 1993 (58 FR 21548 
[GL-238-88, 1993-1 C.B. 782]), pro
posing amendments to rules under 
section 6695 of the Code. No com
ments were received in response to 
the notice of proposed rulemaking. 
Accordingly, except for minor stylis
tic changes, the proposed regulations 
are adopted as final regulations by 
this Treasury decision. 

Explanation of Provisions 

Section 645 of the Code, which was 
enacted as part of the Tax Reform 
Act of 1986, generally requires trusts 
to use a calendar taxable year for 
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years beginning after 1986. Section 
1.6695-1(b)(l) of the Income Tax reg
ulations requires an individual, who is 
an income tax preparer with respect 
to an income tax return or a claim 
for refund of income tax, to manual
ly sign the return or claim. These two 
requirements, taken together, impose 
a potential hardship for income tax 
preparers responsible for the prepara
tion of large numbers of Forms 1041 
(U.S. Fiduciary Income Tax Returns). 

The IRS responded to this potential 
hardship in Notice 88-48, 1988-1 
C.B. 531 (for 1987 Forms 1041), and 
Notice 89-48, 1989-1 C.B. 688 (for 
post-1987 Forms 1041). Under these 
Notices, pending the revision of regu
lations under section 6695(b), the IRS 
authorized the use of a facsimile sig
nature by a preparer (i.e., a failure
to-sign penalty would not be im
posed) if certain conditions were 
satisfied. First, the preparer had to 
submit to the IRS, with the Forms 
1041 bearing the preparer's facsimile 
signature, a letter manually signed by 
the preparer (a) listing the taxpayer's 
name and identification number on 
each Form 1041 bearing the facsimile 
signature, and (b) containing a decla
ration, under penalties of perjury,that 
the facsimile signature appearing on 
each return is the signature used by 
the preparer to sign the return. Sec
ond, after the facsimile signature is 
affixed, no person other than the 
preparer could alter entries of the 
Form 1041 other than to correct 
arithmetic errors. Third, a manually 
signed copy of the letter to the IRS, 
together with a record of any arith
metic errors that were corrected, must 
be retained and made available to the 
IRS upon request. 

The final regulations amend 
§ 1.6695-1 (b) to permit preparers of 
fiduciary returns to use a facsimile 
signature, instead of a manual signa
ture, to sign returns under the same 
conditions contained in the two No
tices. These conditions are substan
tially similar to those under which 
preparers of returns for nonresident 
alien individual taxpayers are permit
ted to use a facsimile signature to 
sign a return or claim for refund. The 
rules for nonresident alien taxpayers 
appear in § 1.6695-1(b)(4)(iii). Unlike 
those rules, however, the final regula
tions do not extend permission for 
preparers to use a facsimile signature 
on fiduciary claims for refund. 
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Additionally, the final regulations 

amend the current regulations to re

flect the changes made in OBRA to 

the amounts of the preparer penalties 

imposed by sections 6695(a), (b), (c), 

and (e). 

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 

Flexibility Act (5 U.S.C. chapter 6) 

do not apply to these regulations, 
and, therefore, a Regulatory Flexibili
ty Analysis is not required. Pursuant 

to section 7805(f) of the Internal 

Revenue Code, the notice of pro
posed rulemaking preceding these reg

ulations 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 and 
602 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 * * * 
Section 1.6695-1 also issued under 

26 U.S.c. 6695(b) * * * 
Par. 2. Section 1.6695-1 is amend

ed by: 
1. Revising paragraph (a)(1), intro

ductory text. 
2. Revising paragraph (b)(1). 
3. Revising paragraphs (b)( 4)(iv) 

and (v). 
4. Adding paragraph (b)(4)(vi). 
5. Revising paragraph (b)(5), intro

ductory text. 
6. Revising paragraphs (c)(1), intro

ductory text and paragraph (c)(3). 
7. Revising paragraph (e). 

§ 1.6695-1 Other assessable penalties 
with respect to the preparation of 
income tax returns for other persons. 

(a) Failure to furnish copy to tax
payer. (1) A person who is an income 

tax return preparer of any return of 
tax under subtitle A of the Internal 
Revenue Code or claim for refund of 
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tax under subtitle A of the Internal 

Revenue Code and who fails to satis

fy the requirements imposed by sec

tion 6107(a) and § 1.6107-1(a) and 

(c) to furnish a copy of the return or 

claim for refund to the taxpayer (or 

nontaxable entity), shall be subject to 

a penalty of $50 for such failure, with 

a maximum penalty of $25,000 per 

person imposed with respect to each 

calendar year, unless it is shown that 

the failure is due to reasonable cause 

and not due to willful neglect. Thus, 

no penalty may be imposed under 

section 6695(a) and this paragraph 

(a)(l) upon a person who is an in
come tax return preparer solely by 

reason of-

* * * * * 
(b) Failure to sign return. (1) An 

individual who is an income tax re
turn preparer with respect to a return 

of tax under subtitle A of the Internal 

Revenue Code or claim for refund of 
tax under subtitle A of the Internal 

Revenue Code shall manually sign the 

return or claim for refund (which 
may be a photocopy) in the appropri
ate space provided on the return or 

claim for refund after it is completed 

and before it is presented to the 
taxpayer (or nontaxable entity) for 
signature. Except as provided in para

graphs (b)(4)(iii) and (iv) of this sec
tion, an individual preparer may not 
satisfy this requirement by use of a 

facsimile signature stamp or signed 
gummed label. If the preparer is un
available for signature, another pre
parer shall review the entire prepara

tion of the return or claim for 
refund, and then shall manually sign 
the return or claim for refund. 

* * * * * 
(4) * * * 
(iv) A preparer of a fiduciary re

turn may satisfy the manual signature 
requirement of paragraphs (b)(1) and 
(2) of this section by a facsimile 

signature only if the preparer submits 
to the Internal Revenue Service with 
the returns bearing the preparer's fac

simile signature a letter, manually 
signed by the preparer, identifying by 
taxpayer name and identification 
number each return bearing the fac

simile signature and declaring under 
penalties of perjury that the facsimile 
signature appearing on these returns 

is the signature used by the preparer 
to sign these documents. After the 
facsimile signature is affixed, no per-

son other than the preparer may alter 

any entries on the return other than 

to correct arithmetical errors discern

able on the return. The employer of 

the preparer or the partnership in 

which the preparer is a partner, or 

the preparer (if not employed or en

gaged by a preparer and not a partner 

in a partnership which is a preparer), 

shall retain a manually signed copy of 

the letter submitted to the Internal 
Revenue Service with the returns. A 

record of any arithmetical errors cor

rected shall be retained by the person 
required to keep the manually signed 

letter and that person shall make the 

record available to the Internal Reve

nue Service upon request. The pre
parer of a fiduciary claim for refund 

may not satisfy the manual signature 

requirement of paragraphs (b)(l) and 
(2) of this section by a facsimile 

signature. 

(v) Any items required to be re
tained and kept available for inspec
tion under paragraph (b)(4)(i), (ii), 

(iii), or (iv) of this section shall be 

retained and kept available for in
spection for the same period that the 

material described in § 1.6107-1(b) 

must be retained and kept available 
for inspection. 

(vi) If the district director, service 
center director, or compliance center 

director (director) determines that a 
preparer or preparers have abused the 

permissive signature rules of this 
paragraph (b)(4), such as by altering 
the return or claim for refund after 
signature (in contravention of para

graph (b)(4)(i) of this section), by 
altering information on the return or 
claim for refund after attestation (in 

contravention of paragraph (b)(4)(ii) 
of this section), or by failing to 
comply with the provisions of para
graph (b)(4)(iii) or (iv) of this section, 

then the director may, by written 
notice, prospectively deny to the pre
parer or preparers the right to use the 

permissive signature rules of this 
paragraph (b)(4). 

(5) An individual required by this 

paragraph (b) to sign a return or 
claim for refund shall be subject to a 
penalty of $50 for each failure to 
sign, with a maximum of $25,000 per 

person imposed with respect to each 
calendar year, unless it is shown that 
the failure is due to reasonable cause 

and not due to willful neglect. For 
purposes of this paragraph (b), rea
sonable cause is a cause which arises 



despite ordinary care and prudence 
exercised by the individual preparer. 
Thus, no penalty may be imposed 
under section 6695(b) and this para
graph (b) upon a person who is an 
income tax return pre parer solely by 
reason of-

* * * * * 
(c) Failure to furnish identifying 

number. (1) A person who is an 
income tax return preparer of any 
return of tax under subtitle A of the 
Internal Revenue Code or claim for 
refund of tax under subtitle A of the 
Internal Revenue Code and who fails 
to satisfy the requirement of section 
6109(a)(4) and § 1.6109-2(a) to fur
nish one or more identifying numbers 
of preparers on a return or claim for 
refund shall be subject to a penalty of 
$50 for each failure, with a maximum 
of $25,000 per person imposed with 
respect to each calendar year, unless 
it is shown that the failure is due to 
reasonable cause and not due to will
ful neglect. Thus, no penalty may be 
imposed under section 6695(c) and 
this paragraph (c)(I) upon a person 
who is an income tax return preparer 
solely by reason of-

* * * * * 
(3) No more than one penalty of 

$50 may be imposed under section 
6695(c) and paragraph (c)(1) of this 
section with respect to a single return 
or claim for refund. 

* * * * * 
(e) Failure to file correct informa

tion returns. A person who is subject 
to the reporting requirements of sec
tion 6060 and § 1.6060-1 and who 
fails to satisfy these requirements 
shall pay a penalty of $50 for each 
such failure, with a maximum of 
$25,000 per person imposed for each 
calendar year, unless such failure was 
due to reasonable cause and not due 
to willful neglect. 

* * * * * 

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

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

Authority: 26 U.S.c. 7805. 
Par. 4. The table in § 602.101(c) is 

amended by revising the entry for 
"1.6695-1" to read as follows: 

"1.6695-1. ............ 1545-1385" 
1545-1385" . 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

Approved June 10, 1994. 

Leslie Samuels, 
Assistant Secretary of the Treasury. 

(Filed by the Office of the Federal Register on 
June 28, 1994, 8:45 a.m., and published in 
the issue of the Federal Register for June 29, 
1994, 59 F.R. 33431) 

Chapter 74.-Closing Agreements and Compromises 

Section 7121.-Closing Agreements 

26 CFR 301.7121-1: Closing agreements. 

Procedures for certain closing agreements 
under section 7121 of the Code with respect to 
Coordinated Examination Program taxpayers. 
See Rev. Proc. 94-67, page 800. 

Chapter 76.-Judicial Proceedings 

Subchapter B.-Proceedings by Taxpayers and 
Third Parties 

Section 7426.-Civil Actions by 
Persons Other Than Taxpayers 

26 CFR 301.7426-1: Civil actions by persons 
other than taxpayers. 

T.D.8541 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 301 

Civil Actions by Persons Other Than 
Taxpayers 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations adding language to 
the existing regulations regarding civil 
actions by persons other than taxpay
ers, to clarify language that is ambig
uous or confusing. The final regula
tions provide that when the IRS levies 
on property that is in the custody of 
an agency of the Federal Govern
ment, a third party (i.e., someone 
other than the taxpayer) who is in
jured by such levy may have a cause 
of action against the Government for 
wrongful levy. 

EFFECTIVE DATE: These regula
tions are effective December 23, 
1993. 

SUPPLEMENTARY 
INFORMATION: 

Background 

Section 7426 

This document contains final regu
lations amending the Procedure and 
Administration Regulations (26 CFR 
part 301) under section 7426 of the 
Internal Revenue Code (Code). On 
December 23, 1993, a notice of pro
posed rulemaking relating to civil ac
tions by persons other than taxpayers 
was published in the Federal Register 
(58 FR 68092 [GL-351-90, 1994-1 
C.B. 793]). No written comments 
were received. No public hearing was 
requested or held. Because no com
ments were received, the proposed 
regulations under section 7426 are 
adopted without revision by this 
Treasury decision. The preamble to 
the notice of proposed rulemaking 
contains the explanation of the provi
sions of this Teasury decision. 

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 
Flexibility Act (5 U .S.c. chapter 6) 
do not apply to these regulations, 
and, therefore, a Regulatory Flexibili
ty Analysis is not required. Pursuant 
to section 7805(f) of the Internal 
Revenue Code, the notice of pro
posed rulemaking preceding these reg
ulations was submitted to the Small 
Business Administration for comment 
on its impact on small business. 

* * * * * 

Adoption of Amendment to the 
Regulations 

Accordingly, 26 CFR is amended as 
follows: 

Paragraph I. The authority citation 
for part 301 continues to read in part 
as follows: 

Authority: 26 U.S.C. 7805 *** 
Par. 2. Section 301.7426-1 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. 
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§ 301.7426-1 Civil actions by persons 
other than taxpayers. 

(a) Actions permitted-(1) Wrong
ful 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 inter
est 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 payment from another Fed
eral agency pursuant to a request for 
setoff. 

* * * * * 
(c) Effective date. Paragraph (a)(1) 

of this section is effective as of De
cember 23, 1993. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved May 9, 1994. 

Leslie Samuels, 
Assistant Secretary of 

the Treasury. 

(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 on May 23, 
1994, 59 F.R. 26601) 

Section 7430.-Awarding of Costs 
and Certain Fees 

26 CFR 30/.7430-/: Exhaustion oj administra
tive remedies. 

T.D.8543 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 301 

Exhaustion of Administrative 
Remedies 

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

SUMMARY: This document contains 
the final regulations relating to the 
circumstances in which a party shall 
be deemed to have exhausted the 
administrative remedies available 
within the Internal Revenue Service 
for purposes of the recovery of court 
costs and certain fees in a civil tax 
proceeding brought in a court of the 
United States (including the Tax 
Court and the Court of Federal 
Claims). These regulations differ 
from the final regulations previously 
issued under section 7430, which were 
effective for civil tax proceedings 
commenced after February 28, 1983, 
and before January 1, 1986, and 
addressed the exhaustion of adminis
trative remedies requirement for re
covery of litigation costs incurred by 
taxpayers with respect to a court 
proceeding in connection with the 
determination, collection, or refund 
of any tax, interest, or penalty. Por
tions of the final regulations previ
ously issued under section 7430 were 
held to be invalid by the United 
States Tax Court in Minahan v. Com
missioner, 88 T.C. 492 (1987). This 
regulation does not contain those pro
visions of the previous final regula
tion found to be invalid. 

DATES: The final regulations are 
effective June 7, 1994, and apply to 
court proceedings described in section 
7430 filed in a court of the United 
States (including the Tax Court and 
the Court of Federal Claims) after 
May 7, 1992. 

SUPPLEMENT ARY 
INFORMATION: 

Background 

Proposed amendments to the In
come Tax Regulations (26 CFR part 
301) under section 7430 of the Inter
nal Revenue Code (the Code) were 
published in the Federal Register on 
May 8,1992 (57 FR 19828 
[IA-003-89, 1992-1 C.B. 1100)). The 
amendments were issued under the 
authority contained in section 7805 of 
the Code. 

One public comment was received 
concerning these regulations. After 
consideration of the public comment 
received, the proposed regulations are 
adopted, as revised by this Treasury 
decision. 

Explanation of Regulatory Provisions 

In general, under section 7430 of 
the Code, a prevailing party may 
recover the reasonable litigation costs 
incurred in a civil proceeding if the 
proceeding relates to the determina
tion, collection or refund of any tax, 
interest or penalty under the Internal 
Revenue Code and the party has ex
hausted all the administrative reme
dies related to that party's tax matter. 
These final regulations provide infor
mation concerning the circumstances 
in which a party's administrative rem
edies shall be deemed to have been 
exhausted. In general, administrative 
remedies are deemed to have been 
exhausted if the party has requested 
(and if granted, participated in) an 
Appeals office conference on the 
party's tax matter prior to filing an 
action in a court of the United States 
(including the Tax Court and the 
Court of Federal Claims). A party 
has participated in an Appeals office 
conference if the party has disclosed 
all relevant information regarding the 
matter to the Appeals office. In the 
case of the revocation of a determina
tion that an organization is described 
in section 501(c)(3), a party must 
complete the procedures set forth in 
section 7428 and in regulations, rules 
and revenue procedures thereunder to 
exhaust its administrative remedies. 
Where no administrative procedure 
covering a party's tax matter allows 
the party to request an Appeals office 
conference, the party's administrative 
remedies will not be deemed to have 
been exhausted unless the party has 
filed a written claim for relief with 
the district director having jurisdic
tion over the tax matter and allowed 
the district director a reasonable peri
od of time to act on the claim. A 
party is not required to pursue its 
administrative remedies if the Internal 
Revenue Service has notified the par
ty in writing that such pursuit is 
unnecessary, has not given the party 
an opportunity to request an Appeals 
office conference before sending a 
statutory notice of deficiency, or has 
failed to grant the party an Appeals 
office conference with respect to a 
claim for refund within six months of 
the filing of such claim for refund. A 
party must participate in an Appeals 
office conference during either the 
deficiency procedures or the refund 
procedures with respect to the tax 
matter, but is not required to partici-



pate during both procedures. Thus, if 
a party participated in an Appeals 
office conference with respect to a tax 
matter prior to the issuance of the 
statutory notice of deficiency, the 
party does not need to request an 
Appeals office conference after filing 
a claim for refund with respect to the 
same tax matter. 

Comments on the Proposed 
Regulations 

One public comment objected to, 
and requested deletion of, the re
quirement that a party request (and if 
granted, participate in) an Appeals 
office conference on the party's tax 
matter prior to filing an action in a 
court of the United States (including 
the Tax Court and the Court of 
Federal Claims). This suggestion was 
not adopted in the final regulations 
because conferences with Appeals 
have historically been a fundamental 
method for providing administrative 
remedies to taxpayers who do not 
agree with the Internal Revenue Ser
vice. Such remedies are pivotal to the 
effort to resolve issues promptly, effi
ciently, fairly and without resort to 
litigation. In order to avoid costly 
litigation consistent with the legisla
tive intent and to encourage usage of 
this process to resolve disputes, the 
regulations require taxpayers, in order 
to be deemed to have exhausted their 
administrative remedies, to pursue 
such remedies with the Appeals of
fice, if available, prior to instituting 
litigation. 

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 
Flexibility Act (5 U.S.C. chapter 6) 
do not apply to these regulations, 
and, therefore, a Regulatory Flexibili
ty Analysis is not required. Pursuant 
to section 7805(f) of the Code, the 
notice of proposed rulemaking pre
ceding these regulations was submit
ted to the Small Business Administra
tion 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 continues to read in part 
as follows: 

Authority: 26 U.S.C. 7805 * * * 
Paragraph 2. Section 301.7430-1 is 

revised to read as follows: 

§ 301.7430-1 Exhaustion of 
administrative remedies. 

(a) In general. Section 7430(b)(1) 
provides that a court shall not award 
reasonable litigation costs in any civil 
tax proceeding under section 7430(a) 
unless the court determines that the 
prevailing party has exhausted the 
administrative remedies available to 
the party within the Internal Revenue 
Service. This section sets forth the 
circumstances in which such adminis
trative remedies shall be deemed to 
have been exhausted. 

(b) Requirements-(1) In general. 
A party has not exhausted the admin
istrative remedies available within the 
Internal Revenue Service with respect 
to any tax matter for which an Ap
peals office conference is available 
under § § 601.105 and 601.106 of this 
chapter (other than a tax matter de
scribed in paragraph (c) of this sec
tion) unless-

(i) The party, prior to filing a peti
tion in the Tax Court or a civil action 
for refund in a court of the United 
States (including the Court of Federal 
Claims), participates, either in person 
or through a qualified representative 
described in § 601.502 of this chap
ter, in an Appeals office conference; 
or 

(ii) If no Appeals office conference 
is granted, the party, prior to the 
issuance of a statutory notice in the 
case of a petition in the Tax Court or 
the issuance of a notice of disallow
ance in the case of a civil action for 
refund in a court of the United States 
(including the Court of Federal 
Claims)-

(A) Requests an Appeals office 
conference in accordance with 
§§ 601.105 and 601.106 of this chap
ter; and 

(B) Files a written protest if a writ
ten protest is required to obtain an 
Appeals office conference. 

(2) Participates. For purposes of 
this section, a party or qualified 
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representative of the party described 
in § 601.502 of this chapter par
ticipates in an Appeals office confer
ence if the party or qualified repre
sentative discloses to the Appeals 
office all relevant information regard
ing the party's tax matter to the 
extent such information and its rele
vance were known or should have 
been known to the party or qualified 
representative at the time of such 
conference. 

(3) Tax matter. For purposes of 
this section, "tax matter" means a 
matter in connection with the deter
mination, collection or refund of any 
tax, interest, penalty, addition to tax 
or additional amount under the Inter
nal Revenue Code. 

(c) Revocation of a determination 
that an organization is described in 
section 501 (c)(3). A party has not 
exhausted the administrative remedies 
available within the Internal Revenue 
Service with respect to a revocation 
of a determination that it is an organ
ization described in section 501 (c )(3) 
unless, prior to filing a declaratory 
judgment action under section 7428, 
the party has exhausted its adminis
trative remedies in accordance with 
section 7428, and any regulations, 
rules, and revenue procedures there
under. 

(d) Actions involving summonses, 
levies, liens, jeopardy and termination 
assessments, etc.. (1) A party has not 
exhausted the administrative remedies 
available within the Internal Revenue 
Service with respect to a matter other 
than one to which paragraph (b) or 
(c) of this section applies (including 
summonses, levies, liens, and jeopar
dy and termination assessments) un
less, prior to filing an action in a 
court of the United States (including 
the Tax Court and the Court of 
Federal Claims)-

(i) The party submits to the district 
director of the district having jurisdic
tion over the dispute a written claim 
for relief reciting facts and circum
stances sufficient to show the nature 
of the relief requested and that the 
party is entitled to such relief; and 

(ii) The district director has denied 
the claim for relief in writing or 
failed to act on the claim within a 
reasonable period after such claim is 
received by the district director. 

(2) For purposes of this paragraph 
(d)(2), a reasonable period is-
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(i) The 5-day period preceding the 

filing of a petition to quash an ad
ministrative summons issued under 
section 7609; 

(ii) The 5-day period preceding the 
filing of a wrongful levy action in 
which a demand for the return of 
property is made; 

(iii) The period expressly provided 
for administrative review of the 
party's claim by an applicable provi
sion of the Internal Revenue Code 
that expressly provides for the pursuit 
of administrative remedies (such as 
the 16-day period provided under sec
tion 7429(b)(1)(B) relating to review 
of jeopardy assessment procedures); 
or 

(iv) The 60-day period following 
receipt of the claim for relief in all 
other cases. 

(e) Exception to requirement that 
party pursue administrative remedies. 
If the conditions set forth in para
graphs (e)(l), (e)(2), (e)(3), or (e)(4) 
of this section are satisfied, a party's 
administrative remedies within the In
ternal Revenue Service shall be 
deemed to have been exhausted for 
purposes of section 7430. 

(1) The Internal Revenue Service 
notifies the party in writing that the 
pursuit of administrative remedies in 
accordance with paragraphs (b), (c), 
and (d) of this section is unnecessary. 

(2) In the case of a petition in the 
Tax Court-

(i) The party did not receive a 
notice of proposed deficiency (30-day 
letter) prior to the issuance of the 
statutory notice and the failure to 
receive such notice was not due to 
actions of the party (such as a failure 
to supply requested information or a 
current mailing address to the district 
director or service center having juris
diction over the tax matter); and 

(ii) The party does not refuse to 
participate in an Appeals office con
ference while the case is in docketed 
status. 

(3) In the case of a civil action for 
refund involving a tax matter other 
than a tax matter described in para
graph (e)(4) of this section, the par
ty-

(i) Participates in an Appeals office 
conference with respect to the tax 
matter prior to issuance of a statutory 
notice of deficiency with respect to 
such tax matter; or 

(ii) Did not receive written notifica
tion that an Appeals office confer-
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ence was available prior to issuance 
of a notice of disallowance and the 
failure to receive such a notification 
was not due to the actions of the 
party (such as the failure to supply 
requested information or a current 
mailing address to the district director 
or service center having jurisdiction 
over the tax matter); or 

(iii) Did not receive either written 
or oral notification that an Appeals 
office conference had been granted 
within six months from the date of 
the filing of the claim for refund and 
the failure to receive such notice was 
not due to actions of the party (such 
as the failure to supply requested 
information or a current mailing ad
dress to the district director or service 
center having jurisdiction over the tax 
matter). 

(4) In the case of a civil action for 
refund involving a tax matter under 
sections 6703 or 6694-

(i) The party did not receive a 
notice of proposed disallowance prior 
to issuance of a notice of disallow
ance and the failure to receive such 
notice was not due to actions of the 
party (such as the failure to supply 
requested information or a current 
mailing address to the district director 
or service center having jurisdiction 
over the tax matter); or 

(Ii) During the six-month period 
following the day on which the 
party's claim for refund is filed, the 
party's claim for refund is not de
nied, and the Internal Revenue Ser
vice has failed to process the claim 
with due diligence. 

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

Example 1. Taxpayer A exchanges property 
held for investment for similar property and 
claims that the gain on the exchange is not 
recognized under section 1031. The Internal 
Revenue Service conducts a field examination 
and determines that there has not been a 
like-kind exchange. No agreement is reached on 
the matter and a notice of proposed deficiency 
(30-day letter) is sent to A. A does not file a 
request for an Appeals office conference. A 
pays the amount of the proposed deficiency 
and files a claim for refund. A notice of 
proposed disallowance is issued by the Internal 
Revenue Service. A does not request an Ap
peals office conference and, instead, files a 
civil action for refund in a United States 
District Court. A has not exhausted the admin
istrative remedies available within the Internal 
Revenue Service. 

Example 2. Assume the same facts as in 
Example 1 except that, after receiving the 
notice of proposed deficiency (3~-day letter), A 
files a request for an Appeals office confer-

ence. No agreement is reached at the confer
ence. A pays the amount of the proposed 
deficiency and files a claim for refund. A 
notice of proposed disallowance is issued by 
the Internal Revenue Service. A does not re
quest an Appeals office conference and files a 
civil action for refund in a United States 
District Court. A has exhausted the administra
tive remedies available within the Internal Rev
enue Service. 

Example 3. Assume the same facts as in 
Example 1 except A first requests an Appeals 
office conference after A's receipt of the notice 
of proposed disallowance. A is granted an 
Appeals office conference and A participates in 
such conference. A has exhausted the adminis
trative remedies available within the Internal 
Revenue Service. 

Example 4. Taxpayer B receives a notice of 
proposed deficiency (3~-day letter) after com
pletion of a field examination. B provided to 
the Internal Revenue Service during the exami
nation all relevant information under the tax
payer's control and all relevant legal arguments 
supporting the taxpayer's position. B properly 
requests an Appeals office conference. The 
Appeals office, to obtain an additional period 
of time to consider the tax matter, requests 
that B sign Form 872 to extend the time for an 
assessment of tax, but B declines. Appeals then 
denies the request for a conference and issues a 
notice of deficiency. B has exhausted the ad
ministrative remedies available within the Inter
nal Revenue Service. 

Example 5. Taxpayer C receives a notice of 
proposed deficiency (3D-day letter) and a writ
ten statement that C need not file a written 
protest or request an Appeals office conference 
since a conference will not be granted. C files a 
petition in the Tax Court after receiving the 
statutory notice of deficiency. C's administra
tive remedies within the Internal Revenue Ser
vice are deemed to have been exhausted. 

Example 6. On January 2, the Internal 
Revenue Service serves a summons issued under 
section 7609 on third-party record keeper D to 
produce records of taxpayer E. On January 5, 
notice of the summons is given to E. The last 
day on which E may file a petition in a court 
of the United States to quash the summons is 
January 25. Thereafter, E files a written claim 
for relief with the district director having 
jurisdiction over the matter together with a 
copy of the summons. The claim and copy are 
received by the district director on January 20. 
On January 25, E files a petition to quash the 
summons. E has exhausted the administrative 
remedies available within the Internal Revenue 
Service. 

Example 7. A notice of Federal tax lien is 
filed in County M on March 3, in the name of 
F. On April 2, F pays the entire liability 
thereby satisfying the lien. On May 2, F files a 
written claim with the district director having 
jurisdiction over the tax matter demanding a 
certificate of release of lien. Thereafter, F 
provides the district director with a copy of the 
notice of Federal tax lien and a copy of the 
cancelled check in satisfaction of the lien, 
which are received by the district director on 
May 15. F's claim is deemed to have been filed 
on May 15. Accordingly, F must wait until 
after July 14 (60 days following the filing of 
the claim for relief on May 15) to commence 
an action, in order to have exhausted the 
administrative remedies available within the 
Internal Revenue Service. 



Example 8. A revenue officer seizes an 
automobile to effect collection of G's liability 
on January 10. On January 22, H submits a 
written claim to the district director having 
jurisdiction over the tax matter claiming that H 
purchased the automobile from G for an ade
quate consideration before the tax lien against 
G arose, and demands immediate return of the 
automobile. A copy of the title certificate and 
H's cancelled check are submitted with the 
claim. The claim is received by the district 
director on January 25. On January 30, H 
brings a wrongful levy action. H has exhausted 
the administrative remedies available within the 
Internal Revenue Service. 

Example 9. The Internal Revenue Service 
issues a revenue ruling which holds that ear 
piercing does not affect a function or structure 
of the body within the meaning of section 213 
and therefore is not deductible. Taxpayer I 
deducts the costs of ear piercing and, following 
an examination, receives a notice of proposed 
deficiency (30-day letter) disallowing the treat
ment of such costs. Because of the revenue 
ruling, I believes a conference would not aid in 
the resolution of the tax dispute. Accordingly, 
I does not request an Appeals office confer
ence. After receiving a statutory notice of 
deficiency, I files a petition in the Tax Court. I 
has not exhausted the administrative remedies 
available within the Internal Revenue Service. 
The issuance of a revenue ruling covering the 
same fact situation but taking a contrary posi
tion does not constitute notification by the 
Internal Revenue Service to I that the pursuit 
of administrative remedies is unnecessary. Sim
ilarly, the issuance to I of a private letter ruling 
or technical advice does not constitute notifica
tion by the Internal Revenue Service that the 
pursuit of administrative remedies is unneces
sary. 

Example 10. Taxpayer J is assessed a penalty 
under section 6701 for aiding in the understate
ment of the tax liability of another person. J 
pays 15070 of the penalty in accordance with 
section 6703 and files a claim for refund on 
June IS. J is not issued a notice of proposed 
disallowance and thus cannot participate in an 
Appeals office conference within six months of 
the filing of the claim for refund. J brings an 
action on December 23. J has exhausted the 
administrative remedies available within the 
Internal Revenue Service. 

Example 11. Taxpayer K receives a notice of 
proposed deficiency (30-day letter) and neither 
requests nor participates in an Appeals office 
conference. The Service then issues a statutory 
notice of deficiency (90-day letter). Upon re
ceiving the statutory notice, and after filing a 
petition with the Tax Court, K requests an 
Appeals office conference. K has not exhausted 
the administrative remedies available within the 
Internal Revenue Service because the request 
for an Appeals office conference was made 
after the issuance of the statutory notice. 

(g) Effective date. This section ap
plies to court proceedings described in 
section 7430 filed in a court of the 
United States (including the Tax 
Court and the Court of Federal 
Claims) after May 7, 1992. 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

Approved May 9, 1994. 

Leslie Samuels, 
Assistant Secretary of the Treasury. 

(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 on June 7, 
1994, 59 F.R. 29356) 

26 CFR 301.7430-2: Requirements and proce
dures Jar recovery oj reasonable administrative 
costs. 

T.D.8542 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Parts 301 and 602 

Recovery of Reasonable 
Administrative Costs 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMAR Y: This document contains 
the final regulations relating to the 
recovery of reasonable administrative 
costs incurred by taxpayers in connec
tion with an administrative proceed
ing within the Internal Revenue Ser
vice. Changes to the applicable law 
were made by section 6239(a) of the 
Technical and Miscellaneous Revenue 
Act of 1988 (TAMRA) (Pub. L. 
100-647, 102 Stat. 3342). These regu
lations affect all taxpayers involved in 
an administrative proceeding within 
the Internal Revenue Service, and 
provide guidance regarding the defini
tion of reasonable administrative 
costs and the period within which the 
costs must be incurred in order to be 
recoverable. These regulations also set 
forth the requirements and proce
dures for the recovery of such costs, 
and the definitions of prevailing par
ty, administrative proceeding and ad
ministrative proceeding date. A table 
of contents to the regulations under 
section 7430 is provided in 
§ 301.7430-0. 

DATES: Sections 301.7430-0 and 
301. 7430-2 through 301.7430-6, ex
cept for § 301.7430-2(c)(5) are effec
tive June 7, 1994, and apply to claims 
for reasonable administrative costs 
filed with the Internal Revenue Ser
vice after December 23, 1992, with 
respect to costs incurred in adminis
trative proceedings commenced after 
November 10, 1988. Section 
301.7430-2(c)(5) is effective March 
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23, 1993. The amendment to part 602 
is effective June 7, 1994. 

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 num
ber 1545-1356. The estimated average 
annual burden per respondent is 120 
minutes. 

Comments concerning the accuracy 
of this burden estimate and sugges
tions for reducing this burden should 
be sent to the Internal Revenue Ser
vice, Attn: IRS Reports Clearance 
Officer, PC:FP, Washington, DC 
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, DC 20503. 

Background 

Proposed additions to the Income 
Tax Regulations (26 CFR part 301) 
under section 7430 of the Internal 
Revenue Code (the Code) were pub
lished in the Federal Register on De
cember 23, 1992 (57 FR 61020 
[IA-003-89, 1993-1 C.B. 789]). These 
proposed additions were issued under 
the authority contained in section 
7805 of the Code. A summary of the 
proposed additions is contained in the 
preamble that was published with the 
proposed additions. 

Changes to the Proposed Regulations 

No changes have been made to the 
proposed regulations. One public com
ment objected to the failure of the 
regulations to provide for the recov
ery of amounts expended by taxpay
ers during the examination of their 
returns. As section 7430 does not 
provide for such awards, this sugges
tion was not adopted. After consider
ation of the public comment received, 
the proposed regulations are adopted 
as revised by this Treasury decision. 

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-
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ment is not required. It has also been 
determined that section 553(b) of the 
Administrative Procedure Act (5 
U .S.C. chapter 5) and the Regulatory 
Flexibility Act (5 U.S.C. chapter 6) 
do not apply to these regulations, 
and, therefore, a Regulatory Flexibili
ty Analysis is not required. Pursuant 
to section 7805(f) of the Code, the 
notice of proposed rulemaking pre
ceding these regulations was submit
ted to the Small Business Administra
tion for comment on their impact on 
small business. 

* * * * * 
Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR parts 301 and 
602 are amended as follows: 

PART 301-PROCEDURE AND 
ADMINISTRATION 

Paragraph 1. The authority citation 
for part 301 continues to read in part 
as follows: 

Authority: 26 U .S.C. 7805 * * * 
Par. 2. Sections 301.7430-0 and 

301. 7430-2 through 301.7430-6 are 
added to read as follows: 

§ 301.7430-0 Table of contents. 

This section lists the captions that 
appear in §§ 301.7430-1 through 
301.7430-6. 

§ 301.7430-1 Exhaustion of 
administrative remedies. 

(a) In general. 
(b) Requirements. 

(1) In general. 
(2) Participates. 
(3) Tax matter. 

(c) Revocation of a determination 
that an organization is described 
in section 501 (c)(3). 

(d) Actions involving summonses, 
levies, liens, jeopardy and termi
nation assessments, etc. 

(e) Exception to requirement that 
party pursue administrative reme
dies. 

(f) Examples. 
(g) Effective date. 

§ 301.7430-2 Requirements and 
procedures for recovery of reasonable 
administrative costs. 

(a) Introduction. 
(b) Requirements for recovery. 
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(1) Determination by the Internal 
Revenue Service. 
(i) Jurisdiction. 
(ii) Administrative proceeding. 
(iii) Administrative proceeding 

date. 
(iv) Reasonable administrative 

costs. 
(v) Prevailing party. 
(vi) Not unreasonably pro

tracted. 
(vii) Procedural requirements. 

(2) Determination by court. 
(c) Procedure for recovering rea

sonable administrative costs. 
(1) In general. 
(2) Where request must be filed. 
(3) Contents of request. 

(i) Statements. 
(ii) Affidavit or affidavits. 
(iii) Documentation and infor-

mation. 
(4) Form of request. 
(5) Period for requesting costs 

from the Internal Revenue Ser
vice. 

(6) Notice. 
(7) Appeal to Tax Court. 

(d) Unreasonable protraction of 
administrative proceeding. 

(e) Examples. 

§ 301.7430-3 Administrative 
proceeding and administrative 
proceeding date. 

(a) Administrative proceeding. 
(b) Collection action. 
(c) Administrative proceeding date. 

(1) General rule. 
(2) Notice of the decision of the 

Internal Revenue Service Of
fice of Appeals. 

(3) Notice of deficiency. 
(d) Examples. 

§ 301.7430-4 Reasonable 
administrative costs. 

(a) In general. 
(b) Costs described. 

(1) In general. 
(2) Representative and specially 

qualified representative. 
(i) Representative. 
(ii) Specially qualified repre

sentative. 
(3) Limitation on fees for a 

representative. 
(i) In general. 
(ii) Cost of living adjustment. 
(iii) Special factor adjustment. 

(c) Certain costs excluded. 

(1) Costs not incurred in an ad
ministrative proceeding. 

(2) Costs incurred in an adminis
trative proceeding but not rea
sonable. 
(i) In general. 
(ii) Special rule for expert wit

ness' fees on issue of pre
vailing market rates. 

(3) Litigation costs. 
(4) Examples. 

§ 301.7430-5 Prevailing party. 

(a) In general. 
(b) Position of the Internal Reve

nue Service. 
(c) Substantially justified. 

(1) In general. 
(2) Exception. 

(d) Amount in controversy. 
(e) Most significant issue or set of 

issues presented. 
(f) Net worth and size limitations. 

(1) Individuals and estates. 
(2) Others. 
(3) Special rule for charitable or

ganizations and certain cooper
atives. 

(g) Determination of prevailing 
party. 

(h) Examples. 

§ 301.7430-6 Effective date. 

§ 301.7430-2 Requirements and 
procedures for recovery of reasonable 
administrative costs. 

(a) Introduction. Section 7430(a)(1) 
provides for the recovery, under cer
tain circumstances, of reasonable ad
ministrative costs incurred in con
nection with an administrative pro
ceeding before the Internal Revenue 
Service. Paragraph (b) of this section 
lists the requirements that a taxpayer 
must meet to be entitled to an award 
of reasonable administrative costs. 

(b) Requirements for recovery-(l) 
Determination by the Internal Reve
nue Service. The Internal Revenue 
Service will grant a taxpayer's request 
for recovery of reasonable adminis
trative costs incurred in connection 
with an administrative proceeding un
der section 7430 and this section only 
if-

(i) Jurisdiction. The underlying 
substantive issues or the issue of rea
sonable administrative costs are not, 
and have never been, before any 
court of the United States (including 



the Tax Court or United States Court 
of Federal Claims) with jurisdiction 
over those issues; 

(ii) Administrative proceeding. The 
costs were incurred in connection 
with an administrative proceeding as 
defined in § 301.7430-3(a); 

(iii) Administrative proceeding 
date. The costs were incurred on or 
after the administrative proceeding 
date as defined in § 301. 7430-3(c); 

(iv) Reasonable administrative 
costs. The costs were reasonable ad
ministrative costs as defined in 
§ 301.7430-4; 

(v) Prevailing party. The taxpayer 
is a prevailing party as defined in 
§ 301.7430-5; 

(vi) Not unreasonably protracted. 
The administrative proceeding was 
not unreasonably protracted by the 
taxpayer as discussed in paragraph (d) 
of this section; and 

(vii) Procedural requirements. The 
taxpayer follows the procedures set 
forth in paragraph (c) of this section. 

(2) Determination by court. Al
though the Internal Revenue Service 
will not grant a request for reason
able administrative costs where the 
requirements of paragraph (b)(I)(i) of 
this section are not met, a taxpayer 
may file a claim for reasonable ad
ministrative costs with the court with 
jurisdiction over the judicial proceed
ing. The court may award the taxpay
er reasonable administrative costs un
der section 7430(a). Under section 
7430(c)(4)(B)(ii), where the final de
termination with respect to the tax, 
interest, or penalty at issue is made 
by a court, the court determines 
whether the taxpayer qualifies as a 
prevailing party. Thus, where the re
quirements of paragraph (b)(1)(i) of 
this section are not met, the taxpay
er's only possibility of obtaining an 
award of reasonable administrative 
costs is to obtain an award of such 
costs from the court. In the event the 
court awards reasonable administra
tive costs, it may also award litigation 
costs for the reasonable costs of pur
suing the claim for reasonable admin
istrative costs, provided the require
ments under section 7430 regarding 
an award of reasonable administrative 
costs are satisfied with respect to such 
costs. A claim filed with the court 
should be made in accordance with 
the rules of the court. 

(c) Procedure for recovering rea
sonable administrative costs-(1) In 

general. The Internal Revenue Service 
will not award administrative costs 
under section 7430 unless the taxpay
er files a written request to recover 
reasonable administrative costs in ac
cordance with the provisions of this 
section. 

(2) Where request must be filed. A 
request required by paragraph (c)(I) 
of this section must be filed with the 
Internal Revenw.; Service personnel 
who have jurisdiction over the tax 
matter underlying the claim for the 
costs. However, if those persons are 
unknown to the taxpayer making the 
request, the taxpayer may send the 
request to the District Director for 
the district that considered the under
lying matter. 

(3) Contents of request. The re
quest must be in writing and must 
contain the following statements, affi
davits, documentation, and informa
tion with regard to the taxpayer's 
administrative proceeding: 

(i) Statements-
(A) A statement that the underly

ing substantive issues or the issue of 
reasonable administrative costs are 
not, and have never been, before any 
court of the United States (including 
the Tax Court or United States Court 
of Federal Claims) with jurisdiction 
over those issues; 

(B) A clear and concise statement 
of the reasons why the taxpayer alleg
es that the position of the Internal 
Revenue Service in the administrative 
proceeding was not substantially justi
fied; 

(C) A statement sufficient to dem
onstrate that the taxpayer has sub
stantially prevailed as to the amount 
in controversy or with respect to the 
most significant issue or set of issues 
presented in the proceeding; 

(D) A statement that the taxpayer 
has not unreasonably protracted the 
portion of the administrative proceed
ing for which the taxpayer is request
ing costs; and 

(E) A statement supported by a 
detailed affidavit executed by the tax
payer or the taxpayer's representative 
that sets forth the nature and amount 
of each specific item of reasonable 
administrative costs for which the 
taxpayer is seeking recovery. 

(ii) Affidavit or affidavits-
(A) An affidavit executed by the 

taxpayer stating that the taxpayer 
meets the net worth and size limita
tions of § 301.7430-5(f); 
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(B) An affidavit supporting the 
statement described in paragraph 
(c)(3)(i)(E) of this section; and 

(C) If more than $75 per hour, as 
adjusted by an increase in the cost of 
living as set forth in § 301.7430-
4(b)(3), is claimed for the fees of a 
representative in connection with the 
administrative proceeding, then an af
fidavit that specialized skills and dis
tinctive knowledge as described in 
that section were necessary in the 
representation of the taxpayer in the 
proceeding and that there is a limited 
availability of representatives possess
ing such skills and knowledge as de
scribed in that section, or an affidavit 
that another special factor is applica
ble. 

(iii) Documentation and informa
tion-

(A) A copy of the billing records 
of the representative for the requested 
fees; and 

(B) An address at which the tax
payer wishes to receive notice of the 
determination of the Internal Revenue 
Service with regard to the request for 
reasonable administrative costs. 

(4) Form of Request. No specific 
form is required for the request other 
than one which satisfies the require
ments of paragraph (c)(3) of this 
section. Where practicable the re
quired statements may be included in 
a single document. Similarly, where 
practicable, the required affidavits 
may be combined in a single affidavit 
to the extent they are to be executed 
by the same person. 

(5) Period for requesting costs 
from the Internal Revenue Service. 
To recover reasonable administrative 
costs pursuant to section 7430 and 
this section, the taxpayer must file a 
request for costs no later than 90 
days after the date the final decision 
of the Internal Revenue Service with 
respect to all tax, additions to tax and 
penalties at issue in the administrative 
proceeding is mailed, or otherwise 
furnished, to the taxpayer. The final 
decision of the Internal Revenue Ser
vice for purposes of this section is the 
document which resolves the tax lia
bility of the taxpayer with regard to 
all tax, additions to tax and penalties 
at issue in the administrative proceed
ing (such as a Form 870 or closing 
agreement), or a notice of assessment 
for that liability (such as the notice 
and demand under section 6303), 
whichever is earlier mailed, or other-
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wise furnished, to the taxpayer. For 
purposes of this section, if the 90th 
day falls on a Saturday, Sunday, or a 
legal holiday, the 90-day period shall 
end on the next succeeding day which 
is not a Saturday, Sunday, or a legal 
holiday. The term legal holiday 
means a legal holiday in the District 
of Columbia. If the request for costs 
is to be filed with the Internal Reve
nue Service at an office of the Inter
nal Revenue Service located outside 
the District of Columbia but within 
an internal revenue district, the term 
legal holiday also means a Statewide 
legal holiday in the State where such 
office is located. 

(6) Notice. The Internal Revenue 
Service is authorized, but not re
quired, to notify the taxpayer of its 
decision to grant or deny (in whole or 
in part) an award for reasonable ad
ministrative costs under section 7430 
and this section by certified mail or 
registered mail. If the Internal Reve
nue Service does not respond on the 
merits to a request by the taxpayer 
for an award of reasonable adminis
trative costs filed under paragraph 
(c)(l) of this section within 6 months 
after such request is filed, the Inter
nal Revenue Service's failure to re
spond may be considered by the tax
payer as a decision of the Internal 
Revenue Service denying an award 
for reasonable administrative costs. 

(7) Appeal to Tax Court. A tax
payer may appeal a decision by the 
Internal Revenue Service denying (in 
whole or in part) a request for rea
sonable administrative costs under 
section 7430 and this section by filing 
a petition for reasonable administra
tive costs with the Tax Court. The 
petition must be in accordance with 
the Tax Court's Rules of Practice and 
Procedure and must be filed with the 
Tax Court after the Internal Revenue 
Service denies (in whole or in part) 
the taxpayer's request for reasonable 
administrative costs. 

(d) Unreasonable protraction of 
administrative proceeding. An award 
of reasonable administrative costs will 
not be made where the taxpayer un
reasonably protracted the administra
tive proceeding. However, a taxpayer 
that unreasonably protracted only a 
portion of the administrative proceed
ing, but not other portions of the 
administrative proceeding, may recov
er reasonable administrative costs for 
the portion(s) of the administrative 
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proceeding that the taxpayer did not 
unreasonably protract, if the require
ments of paragraph (b)(l) of this 
section are otherwise satisfied. 

(e) Examples. The provisions of 
this section are illustrated by the fol
lowing examples: 

Example 1. Taxpayer A receives a notice of 
proposed deficiency (30-day letter). A requests 
and is granted Appeals office consideration. 
Appeals requests that A submit certain docu
ments as substantiation for the tax matters at 
issue. Although A complies with this request, 
the information is misdirected and not consid
ered by Appeals. Appeals then issues a notice 
of deficiency. A does not file a petition with 
the Tax Court. After receiving the notice of 
deficiency, A convinces Appeals that the notice 
of deficiency is incorrect and that A owes no 
tax. Appeals then closes the case showing a 
zero deficiency and mails A a notice to this 
effect. Assuming that the other requirements of 
this section are satisfied, A may recover rea
sonable administrative costs incurred after the 
date of the notice of deficiency (the administra
tive proceeding date). To recover these costs, A 
must file a request for costs with the Appeals 
office personnel who settled A's tax matter, or 
if that person is unknown to A, with the 
District Director of the district which consid
ered the underlying matter, within 90 days after 
the date of mailing of the Office of Appeals' 
final decision that A owes no tax. 

Example 2. Assume the same facts as in 
Example 1, except that after receipt of the 
notice of deficiency, A meets with an Appeals 
officer, but no agreement is reached on the tax 
matters at issue. A then files a petition with the 
Tax Court and prevails. Since the underlying 
tax issues have been determined by a court, the 
Internal Revenue Service will not grant a re
quest for recovery of the reasonable adminis
trative costs incurred by A. To recover reason
able administrative costs, A must file a claim 
with the Tax Court as prescribed under the Tax 
Court's Rules of Practice and Procedure. 

§ 301.7430-3 Administrative 
proceeding and administrative 
proceeding date. 

(a) Administrative proceeding. For 
purposes of section 7430, an adminis
trative proceeding generally means 
any procedure or other action before 
the Internal Revenue Service that is 
commenced after November 10, 1988. 
However, an administrative proceed
ing does not include-

(l) Proceedings involving matters 
of general application, including hear
ings on regulations, comments on 
forms, or proceedings involving reve
nue rulings or revenue procedures; 

(2) Proceedings involving requests 
for private letter rulings or similar 
determinations; 

(3) Proceedings involving technical 
advice memoranda, except those sub
mitted after the administrative pro-

ceeding date (as defined in paragraph 
(c) of this section); and 

(4) Proceedings in connection with 
collection actions (as defined in para
graph (b) of this section), including 
proceedings under sections 7432 or 
7433. 

(b) Collection action. A collection 
action generally includes any action 
taken by the Internal Revenue Service 
to collect a tax (or any interest, 
additional amount, addition to tax, 
or penalty, together with any costs in 
addition to the tax) or any action 
taken by a taxpayer in response to the 
Internal Revenue Service's act or fail
ure to act in connection with the 
collection of a tax (including any 
interest, additional amount, addition 
to tax, or penalty, together with any 
costs in addition to the tax). For 
example, a collection action for pur
poses of section 7430 and this section 
includes any action taken by the In
ternal Revenue Service under Chapter 
64 of Subtitle F to collect a tax. 
Collection actions also include those 
actions taken by a taxpayer to remedy 
the Internal Revenue Service's failure 
to release a lien under section 6325 
and to remedy any unauthorized col
lection action as defined by section 
7433. However, an action or proce
dure directly relating to a claim for 
refund filed with the Service Center's 
Collection Branch or District Direc
tor's Collection Division after pay
ment of an assessed tax is not a 
collection action. 

(c) Administrative proceeding 
date-(l) General rule. For purposes 
of section 7430 and the regulations 
thereunder, the term administrative 
proceeding date means the earlier 
of-

(i) The date of the receipt by the 
taxpayer of the notice of the decision 
of the Internal Revenue Service Of
fice of Appeals; or 

(ii) The date of the notice of defi
ciency. 

(2) Notice of the decision of the 
Internal Revenue Service Office of 
Appeals. For purposes of section 
7430 and the regulations thereunder, 
a notice of the decision of the Inter
nal Revenue Service Office of Ap
peals is the final written document, 
mailed or delivered to the taxpayer, 
that is signed by an individual in the 
Office of Appeals who has been dele
gated the authority to settle the dis
pute on behalf of the Commissioner, 



and states or indicates that the notice 
is the final determination of the entire 
case. A notice of claim disallowance 
issued by the Office of Appeals is a 
notice of the decision of the Internal 
Revenue Service Office of Appeals. 
Solely for purposes of determining 
the administrative proceeding date, a 
notice of deficiency issued by the 
Office of Appeals is not a notice of 
the decision of the Internal Revenue 
Service Office of Appeals. 

(3) Notice of deficiency. A notice 
of deficiency is a notice described in 
section 6212(a), including a notice 
rescinded pursuant to section 6212(d). 
For purposes of determining reason
able administrative costs under sec
tion 7430 and the regulations thereun
der, a notice of final partnership 
administrative adjustment described 
in section 6223(a)(2) will be treated as 
a notice of deficiency. A notice of 
final S corporation administrative ad
justment issued pursuant to section 
6223(a)(2) as made applicable to sub
chapter S items by section 6244 will 
also be treated as a notice of deficien
cy. 

(d) Examples. The provisions of 
this section are illustrated by the fol
lowing examples: 

Example 1. Taxpayer A receives a notice of 
proposed deficiency (30-day letter). A files a 
request for and is granted an Appeals office 
conference. At the conference, an agreement is 
reached on the tax matters at issue. A cannot 
recover any costs because they were not in
curred on or after the administrative proceed
ing date, which is the earlier of the date of 
receipt by the taxpayer of the notice of the 
decision of the Internal Revenue Service Office 
of Appeals, or the date of the notice of 
deficiency. 

Example 2. Taxpayer B receives a notice of 
proposed deficiency (30-day letter). B pays the 
amount of the proposed deficiency and files a 
claim for refund. B's claim is disallowed and a 
notice of proposed disallowance is issued by 
the District Director. B does not request an 
Appeals office conference and the District Di
rector issues a notice of claim disallowance. B 
then files suit in a United States District Court. 
B cannot recover reasonable administrative 
costs because, although the District Director 
issued a notice of claim disallowance, the 
Internal Revenue Service did not issue either a 
notice of decision of the Internal Revenue 
Service Office of Appeals or a notice of 
deficiency. 

Example 3. Assume the same facts as in 
Example 2, except that after B files a claim for 
refund and receives the notice of proposed 
disallowance, B requests and is granted Ap
peals office consideration. No agreement is 
reached with Appeals and the Office of Ap
peals issues a notice of claim disallowance. B 
does not file suit in District Court but instead 
contacts the Appeals office to attempt to re-

verse the decision. B convinces the Appeals 
officer that the notice of claim disallowance is 
in error. The Appeals officer then abates the 
assessment. Because a notice of claim disallow
ance issued by Appeals is a notice of the 
decision of the Internal Revenue Service Office 
of Appeals, B may recover reasonable adminis
trative costs incurred on or after the receipt of 
the notice of claim disallowance (the adminis
trative proceeding date), but only if the other 
requirements of section 7430 and the regula
tions thereunder are satisfied. B cannot recover 
the costs incurred prior to receipt of the notice 
of claim disallowance because they were in
curred before the administrative proceeding 
date. 

Example 4. Taxpayer C receives a notice of 
proposed deficiency (30-day letter). C files a 
request for and is granted an Appeals office 
conference. At the Appeals conference no 
agreement is reached on the tax matters at 
issue. The Office of Appeals then issues a 
notice of deficiency. Upon receiving the notice 
of deficiency C does not file a petition with the 
Tax Court. Instead, C pays the deficiency and 
files a claim for refund. The claim for refund 
is considered by the Internal Revenue Service 
and the District Director issues a notice of 
proposed disallowance. C requests and is grant
ed Appeals office consideration. C convinces 
Appeals that C's claim is correct and Appeals 
allows C's claim. C may recover reasonable 
administrative costs incurred on or after the 
date of the notice of deficiency (the administra
tive proceeding date), but only if the other 
requirements of section 7430 and the regula
tions thereunder are satisfied. 

Example 5. Taxpayer D receives a District 
Director's Collection Division (Collection) pro
posed assessment of trust fund taxes (Trust 
Fund Recovery Penalty) pursuant to section 
6672. D requests and is granted Appeals office 
consideration. Upon consideration, Appeals 
upholds D's position. D cannot recover reason
able administrative costs because the costs were 
not incurred on or after the administrative 
proceeding date. 

Example 6. Taxpayer E files an individual 
income tax return showing a balance due. No 
payment is made with the return and the 
Internal Revenue Service assesses the amount 
shown on the return. The Internal Revenue 
Service issues a notice and demand for tax 
pursuant to section 6303. E contacts the Collec
tion Division (Collection) regarding E's out
standing liability. No agreement is reached with 
respect to the timing of E's payment, and 
Collection issues a notice of intent to levy 
pursuant to section 633J(d). Prior to the levy, 
E enters into an installment agreement with 
Collection. The costs that E incurred in con
nection with the notice and demand were not 
incurred in an administrative proceeding, but 
rather in a collection action. Accordingly, E 
may not recover those costs as reasonable 
administrative costs under section 7430 and the 
regulations thereunder. 

Example 7. Taxpayer F receives a District 
Director's Collection Division (Collection) pro
posed assessment of trust fund taxes (Trust 
Fund Recovery Penalty) pursuant to section 
6672. F requests and is granted Appeals office 
consideration. Appeals considers the issues and 
decides to uphold Collection's recommended 
assessment. Appeals notifies F of this decision 
in writing. Collection then assesses the tax. 
Pursuant to section 6672(b), within 30 days 
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after the notice and demand is made, F pays 
the minimum amount required to commence a 
court proceeding, files a claim for refund, and 
furnishes the required bond. Collection then 
considers and disallows the claim. Appeals then 
reconsiders the claim and reverses its original 
position, thus upholding F's position. Appeals 
then abates the assessment. F may recover 
reasonable administrative costs incurred after 
the receipt of the original decision of Appeals 
(the administrative proceeding date) that Ap
peals was upholding Collection's recommended 
assessment, but only if the other requirements 
of section 7430 and the regulations thereunder 
are satisfied. F cannot recover costs that are 
attributable to any procedure or other action 
before Collection prior to filing F's administra
tive claim for refund. 

§ 301.7430-4 Reasonable 
administrative costs. 

(a) In general. For purposes of sec
tion 7430 and the regulations thereun
der, reasonable administrative costs 
are any costs described in paragraph 
(b) of this section that are incurred in 
connection with an administrative 
proceeding (as defined in § 301.7430-
3(a» and incurred on or after the 
administrative proceeding date (as de
fined in § 301.7430-3(c». 

(b) Costs described-(l) In general. 
The costs described in this paragraph 
are the reasonable and necessary 
amount of costs incurred by the tax
payer to present the taxpayer's posi
tion with respect to the merits of the 
tax controversy or the recovery of 
reasonable administrative costs. These 
costs include-

(i) Any administrative fees or simi
lar charges imposed by the Internal 
Revenue Service; 

(ii) Reasonable expenses of expert 
witnesses; 

(iii) Reasonable costs of any study, 
analysis, engineering report, test or 
project that is necessary for, and 
incurred in preparation of, the tax
payer's case; and 

(iv) Reasonable fees paid or in
curred for the services of a represent
ative (as defined in paragraph (b)(2) 
of this section) in connection with the 
administrative proceeding. 

(2) Representative and specially 
qualified representative-(i) Repre
sentative. A representative is a person 
compensated for services rendered in 
connection with the administrative 
proceeding, who is authorized to 
practice before the Internal Revenue 
Service or the Tax Court. 

(ii) Specially qualified 
tive. For purposes of 

representa
paragraphs 
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(b)(3)(iii) and (c)(2)(ii) of this section, 

a specially qualified representative is 

a representative (as defined in para

graph (b )(2)(i) of this section) possess

ing a distinctive knowledge or a 

unique and specialized skill that is 

necessary to adequately represent the 

taxpayer in the proceeding. Examples 

of a unique and specialized skill or 

distinctive knowledge would be an 

identifiable practice specialty such as 

patent law or knowledge of a foreign 

law or language where such specialty 

or knowledge is necessary to ade
quately represent the taxpayer in the 

proceeding. For purposes of this 

paragraph, neither knowledge of tax 

law nor experience in representing 

taxpayers before the Internal Revenue 
Service is considered distinctive 

knowledge or a unique and special

ized skill. An extraordinary level of 
general representational knowledge 

and ability that is useful in all 

proceedings is not considered, in 
and of itself, distinctive knowledge 
or a unique and specialized skill. 

Specially qualified representatives 
also do not include those who have 
a distinctive knowledge of the under
lying subject matter of the controver

sy in circumstances where such dis
tinctive knowledge could reasonably 
be supplied through the use of an 

expert, or could readily be obtained 
through literature pertaining to the 
subject. 

(3) Limitation on fees for a repre
sentative-(i) In general. Except as 
otherwise provided in this section, 
fees described in paragraph (b)(l)(iv) 

of this section that are recoverable 
under section 7430 and the regula
tions thereunder as reasonable admin

istrative costs may not exceed $75 per 
hour increased by a cost of living 
adjustment (and if appropriate, a spe
cial factor adjustment). 

(ii) Cost of living adjustment-(A) 
In general. The Internal Revenue Ser
vice will make a cost of living ad

justment to the $75 per hour limit 
by using the Consumer Price Index 
of All-Urban Consumers (CPI-U) 
published by the Department of La

bor, Bureau of Labor Statistics and 
referenced in Internal Revenue Code 
section 1(f)(5). If the CPI-U is no 
longer published, a comparable index 

will be used, and any reference in this 
section to the CPI-U will be consid
ered to refer to such comparable 
index. 
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(B) Percentage adjustment. For 

purposes of paragraph (b )(3)(ii)(A) of 

this section, the base year for deter

mining the cost of living adjustment 

is the calendar year 1986. The cost of 

living adjustment for fees incurred in 

any calendar year subsequent to 1986 

is the percentage (if any) by which the 

yearly average CPI-U for the calen

dar year immediately prior to the year 

in which the fees are incurred exceeds 

the January CPI-U for the calendar 

year 1986. 

evidence to establish the limited avail

ability of a specially qualified repre

sentative at the rate specified above. 

(D) Example. The provisions of 

this section are illustrated by the fol

lowing example: 
Example. Taxpayer A is represented by B, a 

CPA and attorney with an LL.M. Degree in 

Taxation with Highest Honors and who regu

larly handles cases dealing with TEFRA part

nership issues. B represents A in an administra

tive proceeding involving TEFRA partnership 

issues and subject to the provisions of this 

section. Assuming the taxpayer qualifies for an 

award of reasonable administrative costs by 

meeting the requirements of section 7430, the 

amount of the award attributable to the fees of 
(iii) Special factor adjustment-(A) 

In general. If the presence of a spe

cial factor is demonstrated by the 

taxpayer, the amount reimbursable is 

the amount of reasonable fees paid or 
incurred by the taxpayer in connec

tion with the proceeding for the ser

vices of a representative as defined in 
paragraph (b )(2)(i) of this section. 

B may not exceed the $75 per hour limitation 

(as adjusted for the cost of living), absent a 

special factor. Under these facts alone, B is not 

a specially qualified representative since even 

extraordinary knowledge of the tax laws does 

not constitute distinctive knowledge or a 

unique and specialized skill constituting a spe

cial factor. 
(c) Certain costs excluded-(1) 

Costs not incurred in an administra

tive proceeding. Costs that are not 
reasonable administrative costs for 
purposes of section 7430 include any 

costs incurred in connection with a 

proceeding that is not an administra
tive proceeding within the meaning of 

§ 301.7430-3. 

(B) Special factor. A special factor 

is a factor, other than an increase in 

the cost of living, which justifies an 
increase in the $75 per hour limitation 
of section 7430(c)(1)(B)(iii). The nov

elty and difficulty of the issues, the 
undesirability of the case, the work 
and the ability of counsel, the results 

obtained, and customary fees and 
awards in other cases, are factors 
applicable to a broad spectrum of 
litigation and do not constitute spe

cial factors for the purpose of in
creasing the $75 per hour limitation. 
The limited availability of a specially 

qualified representative for the pro
ceeding does constitute a special fac
tor justifying an increase in the $75 
per hour limitation. 

(C) Limited availability. Unless dis
puted by the Internal Revenue Ser
vice, limited availability of a specially 

qualified representative is established 
by demonstrating that a specially 
qualified representative for the pro

ceeding is not available at the $75 per 
hour rate (as adjusted for an increase 
in the cost of living). Initially, this 
showing may be made by submission 

of an affidavit signed by the taxpayer 
or by the taxpayer's counsel, that in a 
case similar to the taxpayer's, a spe
cially qualified representative that 

practices within a reasonable distance 
from the taxpayer's principal resi
dence or principal office would nor
mally charge a client similar to the 

taxpayer at a rate in excess of this 

amount. If the Internal Revenue Ser
vice challenges this initial showing, 
the taxpayer may submit additional 

(2) Costs incurred in an adminis
trative proceeding but not reason
able-(i) In general. Costs incurred in 

an administrative proceeding that are 

incurred on or after the administra
tive proceeding date, and that are 
otherwise described in paragraph (b) 

of this section, are not recoverable 
unless they are reasonable in both 
nature and amount. For example, 

costs normally included in the hourly 
rate of the representative by the cus
tom and usage of the representative's 
profession, when billed separately, 

are not recoverable separate and 
apart from the representative's hourly 
rate. Such costs typically include costs 

such as secretarial and overhead ex
penses. In contrast, costs which are 
normally billed separately may be rea
sonable administrative costs that may 

be recoverable in addition to the rep
resentative's hourly rate. Therefore, 
necessary costs incurred for travel; 
expedited mail delivery; messenger 

service; expenses while on travel; long 
distance telephone calls; and neces
sary copying fees imposed by the 
Internal Revenue Service, any court, 

bank or other third party, when nor
mally billed separately from the rep
resentative's hourly ~ate, may be rea
sonable administrative costs. 



(ii) Special Rule jor Expert Wit
ness' Fees on Issue oj Prevailing Mar
ket Rates. Under paragraph (b)(3)
(iii)(C) of this section, the taxpayer 
may initially establish a limited avail
ability of specially qualified represen
tatives for the proceeding by submis
sion of an affidavit signed by the 
taxpayer or by the taxpayer's repre
sentative. The Internal Revenue Ser
vice may endeavor to rebut the affi
davit submitted on this issue by 
demonstrating either that a specially 
qualified representative was not nec
essary to represent the taxpayer in the 
proceeding, that the taxpayer's repre
sentative is not a specially qualified 
representative or that the prevailing 
rate for specially qualified representa
tives does not exceed $75 per hour (as 
adjusted for an increase in the cost of 
living). Unless the Internal Revenue 
Service endeavors to demonstrate that 
the prevailing rate for specially quali
fied representatives does not exceed 
$75 per hour (as adjusted for an 
increase in the cost of living), fees for 
expert witnesses used to establish pre
vailing market rates are not included 
in the term reasonable administrative 
costs. 

(3) Litigation costs. Litigation costs 
are not reasonable administrative 
costs because they are not incurred in 
connection with an administrative 
proceeding. Litigation costs include-

(i) Costs incurred in connection 
with the preparation and filing of a 
petition with the United States Tax 
Court or in connection with the com
mencement of any other court pro
ceeding; and 

(ii) Costs incurred after the filing 
of a petition with the United States 
Tax Court or after the commence
ment of any other court proceeding. 

(4) Examples. The provisions of 
this section are illustrated by the fol
lowing examples: 

Example 1. Taxpayer A receives a notice of 
proposed deficiency (30-day letter). A files a 
request for and is granted an Appeals office 
conference. At the conference no agreement is 
reached on the tax matters at issue. The 
Internal Revenue Service then issues a notice of 
deficiency. Upon receiving the notice of defi
ciency, A discontinues A's administrative ef
forts and files a petition with the Tax Court. 
A's costs incurred in connection with the prep
aration and filing of a petition with the Tax 
Court are litigation costs and not reasonable 
administrative costs. Furthermore, A's costs 
incurred before the administrative proceeding 
date (date of the notice of deficiency as set 
forth in § 301. 7430-3(c)(3», are not reasonable 
administrative costs. 

Example 2. Assume the same facts as in 
Example 1 except that after A receives the 
notice of deficiency, A recontacts Appeals. 
Again, A's costs incurred before the adminis
trative proceeding date, the date of the notice 
of deficiency as set forth in § 301.7430-3(c)(3), 
are not reasonable administrative costs. A's 
costs incurred in recontacting and working with 
Appeals after the issuance of the notice of 
deficiency, and up to and including the time of 
filing of the petition, are reasonable adminis
trative costs. A's costs incurred in connection 
with the filing of a petition with the Tax Court 
are not reasonable administrative costs because 
those costs are litigation costs. Similarly, A's 
costs incurred after the filing of the petition are 
not reasonable administrative costs, as those 
are litigation costs. 

§ 301.7430-5 Prevailing party. 

(a) In general. For purposes of an 
award of reasonable administrative 
costs under section 7430, a taxpayer 
is a prevailing party only if the tax
payer-

(1) Establishes that the position of 
the Internal Revenue Service was not 
substantially justified; 

(2) Substantially prevails as to the 
amount in controversy or with respect 
to the most significant issue or set of 
issues presented; and 

(3) Satisfies the net worth and size 
limitations referenced in paragraph (f) 
of this section. 

(b) Position oj the Internal Reve
nue Service. The position of the In
ternal Revenue Service in an adminis
trative proceeding is the position 
taken by the Internal Revenue Service 
as of the administrative proceeding 
date (as defined in § 301.7430-3(c» 
or any date thereafter. 

(c) Substantially justijied-(1) In 
general. The position of the Internal 
Revenue Service is substantially justi
fied if it has a reasonable basis in 
both fact and law. A significant fac
tor in determining whether the posi
tion of the Internal Revenue Service 
is substantially justified as of a given 
date is whether, on or before that 
date, the taxpayer has presented all 
relevant information under the tax
payer's control and relevant legal ar
guments supporting the taxpayer's 
position to the appropriate Internal 
Revenue Service personnel. The ap
propriate Internal Revenue Service 
personnel are personnel responsible 
for reviewing the information or ar
guments, or personnel who would 
transfer the information or arguments 
in the normal course of procedure 
and administration to the personnel 
who are responsible. 

Section 7430 

(2) Exception. If the position of 
the Internal Revenue Service was sub
stantially justified with respect to 

some issues in the proceeding and not 
substantially justified with respect to 
the remaining issues, any award of 
reasonable administrative costs to the 
taxpayer may be limited to only rea
sonable administrative costs attribut
able to those issues with respect to 
which the position of the Internal 
Revenue Service was not substantially 
justified. If the position of the Inter
nal Revenue Service was substantially 
justified for only a portion of the 
period of the proceeding and not 
substantially justified for the remain
ing portion of the proceeding, any 
award of reasonable administrative 
costs to the taxpayer may be limited 
to only reasonable administrative 
costs attributable to that portion dur
ing which the position of the Internal 
Revenue Service was not substantially 
justified. Where an award of reason
able administrative costs is limited to 
that portion of the administrative 
proceeding during which the position 
of the Internal Revenue Service was 
not substantially justified, whether 
the position of the Internal Revenue 
Service was substantially justified is 
determined as of the date any cost is 
incurred. 

(d) Amount in controversy. The 
amount in controversy shall include 
the amount in issue as of the adminis
trative proceeding date as increased 
by any amounts subsequently placed 
in issue by any party. The amount in 
controversy is determined without in
creasing or reducing the amount in 
controversy for amounts of loss, de
duction, or credit carried over from 
years not in issue. 

(e) Most significant issue or set oj 
issues presented. Where the taxpayer 
has not substantially prevailed with 
respect to the amount in controversy 
the taxpayer may nonetheless be a 
prevailing party if the taxpayer sub
stantially prevails with respect to the 
most significant issue or set of issues 
presented. The issues presented in
clude those raised as of the adminis
trative proceeding date and those 
raised subsequently. Only in a multi
ple issue proceeding can a most sig
nificant issue or set of issues present
ed exist. However, not all multiple 
issue proceedings contain a most sig
nificant issue or set of issues present
ed. An issue or set of issues consti-
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tutes the most significant issue or set 
of issues presented if, despite involv
ing a lesser dollar amount in the 
proceeding than the other issue or 
issues, it objectively represents the 
most significant issue or set of issues 
for the taxpayer or the Internal Reve
nue Service. This may occur because 
of the effect of the issue or set of 
issues on other transactions or other 
taxable years of the taxpayer or relat
ed parties. 

(f) Net worth and size Iimitations
(1) Individuals and estates. An indi
vidual taxpayer or an estate meets the 
net worth and size limitations of this 
paragraph if, on the administrative 
proceeding date, the taxpayer's net 
worth does not exceed two million 
dollars. For this purpose, individuals 
filing a joint return shall be treated as 
1 taxpayer, except in the case of a 
spouse relieved of liability under sec
tion 6013(e). 

(2) Others. A taxpayer that is an 
owner of an unincorporated business, 
or any partnership, corporation, asso
ciation, unit of local government, or 
organization (other than an organiza
tion described in paragraph (f)(3) of 
this section) meets the net worth and 
size limitations of this paragraph if, 
as of the administrative proceeding 
date-

(i) The taxpayer's net worth does 
not exceed seven million dollars; and 

(ii) The taxpayer does not have 
more than SOO employees. 

(3) Special rule for charitable or
ganizations and certain cooperatives. 
An organization described in Internal 
Revenue Code section SOI(c)(3) ex
empt from taxation under Internal 
Revenue Code section SOI(a), or a 
cooperative association as defined in 
section IS(a) of the Agricultural Mar
keting Act, 12 U .S.c. 114lj(a) (as in 
effect on October 22, 1986), meets 
the net worth and size limitations 
of this paragraph if, as of the ad
ministrative proceeding date, the or
ganization or cooperative association 
does not have more than SOO employ
ees. 

(g) Determination of prevailing 
party. If the final decision with re
spect to the tax, interest, or penalty is 
made at the administrative level, the 
determination of whether a taxpayer 
is a prevailing party shall be made by 
agreement of the parties, or absent 
such agreement, by the Internal Reve-
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nue Service. See § 30l.7430-2(c)(7) 
regarding the right to appeal the deci
sion of the Internal Revenue Service 
denying (in whole or in part) a re
quest for reasonable administrative 
costs to the Tax Court. 

(h) Examples. The provisions of 
this section are illustrated by the fol
lowing examples: 

Example 1. The Internal Revenue Service, in 
the conduct of a correspondence examination 
of taxpayer A's individual income tax return, 
requests substantiation from A of claimed med
ical expenses. A does not respond to the 
request and the Service Center issues a notice 
of deficiency. After receiving the notice of 
deficiency, A presents sufficient information 
and arguments to convince a revenue agent that 
the notice of deficiency is incorrect and that A 
owes no tax. The revenue agent then closes the 
case showing no deficiency. Although A in
curred costs after the issuance of the notice of 
deficiency, A is unable to recover these costs 
because, as of the date these costs were in
curred, A had not presented relevant informa
tion under A's control and relevant legal argu
ments supporting A's position to the 
appropriate Internal Revenue Service person
nel. Accordingly, the position of the Internal 
Revenue Service was substantially justified at 
the time the costs were incurred. 

Example 2. In the purchase of an ongoing 
business, taxpayer B obtains from the previous 
owner of the business a covenant not to 
compete for a period of five years. On audit of 
B's individual income tax return for the year in 
which the business is acquired, the Internal 
Revenue Service challenges the basis assigned 
to the covenant not to compete and a deduc
tion taken as a business expense for a seminar 
attended by B. Both parties agree that the 
covenant not to compete is amortizable over a 
period of five years. However, the Internal 
Revenue Service asserts that the proper basis of 
the covenant is $2X while the taxpayer asserts 
the basis is $4X. Thus, under the Internal 
Revenue Service's position, B is entitled to a 
deduction of two-fifths $X in the year under 
audit and for each of the subsequent four 
years. B's position, however, would result in a 
deduction of four-fifths $X for the year under 
audit and each of the subsequent four years. 
The deduction for the seminar attended by B 
was reported on the return in question in the 
amount of $X. The Internal Revenue Service's 
position is that the deduction for the seminar 
should be disallowed entirely. In the notice of 
deficiency, the Internal Revenue Service deter
mines adjustments of two-fifths $X (the differ
ence between the Internal Revenue Service's 
positi~n of two-fifths $X and the reported 
four-fifths $X) regarding the basis of the cove
n~nt not to compete, and $X resulting from the 
dIsallowance of the seminar expense. Thus, of 
the two adjustments determined for the year 
under audIt, that attributable to the disallow
ance of the seminar is larger than that attribut
able to the covenant not to compete. However, 
due to the impact on the next succeeding four 
~ears: th.e covenant not to compete adjustment 
IS objectIvely the most significant issue to both 
B and the Internal Revenue Service. 

Example 3. The Collection Branch of a 
Service Center of the Internal Revenue Service 
determines in the matching process of various 

Forms 1099 and W-2 that taxpayer C has not 
filed an individual income tax return. The 
Internal Revenue Service sends notices to C 
requesting that C file an income tax return. C 
does not file a return, so the Service Center's 
Collection Branch prepares a substitute for 
return pursuant to section 6020(b). The calcula
tion is sent to C requesting that C either sign 
the return pursuant to section 6020(a) or file a 
tax return prepared by C. C does not respond 
to the Internal Revenue Service's request and 
the Service Center's Collection Branch issues a 
notice of deficiency based on information in its 
possession. C does not file a petition with the 
Tax Court and does not pay the asserted 
deficiency. The Internal Revenue Service then 
assesses the tax shown on the notice of defi
ciency and issues a notice and demand for tax 
pursuant to section 6303. After receiving notice 
and demand, C contacts the Collection Branch 
and convinces Collection to stay the collection 
process because C does not owe any taxes. The 
Collection Branch recommends that the Exami
nation Division examine the tax liability and 
make an adjustment to income. The Examina
tion Division then redetermines the tax and 
abates the assessment due to information and 
arguments presented by C at that time. The 
costs C incurred before the Collection Branch 
are incurred in connection with an action taken 
by the Internal Revenue Service to collect a 
tax. Therefore, these costs are incurred with 
respect to a collection action and not an 
administrative proceeding. Accordingly, they 
are not recoverable as reasonable administra
tive costs. Costs incurred before the Examina
tion Division are reasonable administrative 
costs; however, C may not recover any reason
able administrative costs with respect to the 
proceeding before the Examination Division 
because, as of the date the costs were incurred, 
C had not previously presented all relevant 
information under C's control and all relevant 
legal arguments supporting C's position to the 
Collection Branch or Examination Division 
personnel (the appropriate Internal Revenue 
Service personnel under § 301.7430-5(c», and 
thus, the position of the Internal Revenue 
Service was substantially justified based upon 
the information it had. 

§ 301.7430-6 Effective date. 

Sections 30l. 7430-0, and 301.7430-
2 through 301.7430-6, other than 
§ 30l.7430-2(c)(S), apply to claims 
for reasonable administrative costs 
filed with the Internal Revenue Ser
vice after December 23, 1992, with 
respect to costs incurred in adminis
trative proceedings commenced after 
November 10, 1988. Section 
301. 7430-2(c)(S) is effective March 
23, 1993. 

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

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

Authority: 26 U.S.C. 780S. 
Par. 4. Section 602.101(c) is 

amended by adding the entry 



"301. 7430-2(c) ... , 1545-1356" in 
numerical order in the table. 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

Approved May 9, 1994. 

Leslie Samuels, 
Assistant Secretary of the Treasury. 

(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. 29359) 

Chapter 77.-Misc:ellaneous Provisions 

Section 7520.-Valuation Tables 

(Also Sections 642, 664, 2031, 2512.) 

T.D.8540 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1, 20, 25 and 602 

Valuation Tables 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations relating to the valua
tion of annuities, interests for life or 
terms of years, and remainder or 
reversionary interests. Changes to the 
applicable tax law were made by sec
tion 5031 of the Technical and Mis
cellaneous Revenue Act of 1988. 
These regulations will provide the 
public with the guidance needed to 
comply with the Act. 

DATES: These regulations are effec
tive May 1, 1989. For dates of appli
cability of these regulations, see the 
Effective Dates portion under Supple
mentary Information. 

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 Re
duction Act (44 U.S.C. 3504(h» un
der control number 1545-1343. The 
estimated annual burden per respon-

dent varies from 30 minutes to one 
hour, depending on indi-;idual cir
cumstances, with an estimated aver
age of 45 minutes. 

Comments concerning the accu
racy of this burden estimate and sug
gestions for reducing this burden 
should be sent to the Internal Reve
nue Service, Attn: IRS Reports Clear
ance Officer, PC:FP, Washington, 
DC 20224, and to the Office of 
Management and Budget, Attn: Desk 
Officer for the Department of 
Treasury, Office of Information and 
Regulatory Affairs, Washington, DC 
20503. 

Background 

On November 2, 1992, the IRS 
published in the Federal Register pro
posed amendments [PS-1 00-88, 
1992-2 C.B. 772] to the income tax 
regulations (26 CFR part 1) under 
sections 170, 642, 664, and 7520 of 
the Internal Revenue Code (Code), 
and to the estate and gift tax regula
tions (26 CFR part 20 and part 25) 
under sections 2031, 2512, and 7520 
of the Code. Conforming changes 
were proposed for regulations under 
other sections of the Code. On Febru
ary 3, 1993, the IRS published in the 
Federal Register certain corrections to 
the proposed regulations [Notice 
93-14, 1993-1 C.B. 299]. This project 
finalizes those amendments. Written 
comments responding to the Notice 
of Proposed Rulemaking were re
ceived. No public hearing was re
quested, and none was held. After 
consideration of all of the comments 
received regarding the proposed regu
lations, those amendments are adopt
ed by this Treasury decision with 
revisions in response to those com
ments. A summary of the principal 
comments received and revisions 
made in the final regulations in re
sponse to those comments is provided 
below. 

Explanation of Provisions 

The notice of proposed rulemaking 
included estate tax regulations that 
described the implementation of the 
new valuation standard, including an 
explanation of the general effective 
date of May 1, 1989 (§ 20.7520-1), 
an explanation of the special elections 
for charitable interests (§ 20.7520-2), 
a listing of Code provisions that 
are not subject to section 7520 
(§ 20.7520-3), and a description of 
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transitional rules for income, estate, 
and gift tax valuations (§ 20.7520-4). 
In the final regulations, the substance 
of §§ 20.7520-1 through 20.7520-4 
has been incorporated into analogous 
provisions for the Income Tax Regu
lations (§ § 1.7520-1 through 
1.7520-4) and the Gift Tax Regula
tions (§§ 25.7520-1 through 
25.7520-4). 

In response to comments, several 
editorial changes were made to clarify 
certain of the formulas contained in 
the proposed regulations. These clari
fications principally involve the inser
tion of additional parentheses or 
brackets in order to make the formu
las easier for the reader to understand 
and apply. 

Also in response to comments, 
§ 1.170A -12(b) was updated in a cor
rection to the proposed regulations 
that was published in the Federal 
Register on February 3, 1993. The 
update includes a formula for the 
computation of the special factor to 
value a remainder interest following 
one life where the property is subject 
to exhaustion, wear and tear, or ob
solescence. A similar formula in 
§ 1. 170A-12(e), which is applicable 
to the valuation of a remainder in
terest following two lives, was also 
updated. The change in formulas 
avoids the need to include lengthy 
commutation factor tables in the reg
ulations. 

Clarifying amendments have been 
made in the final regulations concern
ing the meaning of "valuation date" 
for purposes of an election to value a 
transfer to a charitable remainder 
trust. In the case of an election under 
section 7520 to compute the present 
value of the charitable interest by use 
of the interest rate component for 
either of the 2 months preceding the 
month in which the transfer is made, 
the month so elected is the valuation 
date for purposes of determining the 
interest rate and mortality tables. Sec
tions 1.664-2(c) and 1.664-4(e)(4) of 
the final regulations have been revised 
accordingly. 

Comments were received pertaining 
to the rule in the proposed regula
tions under section 7520 concerning 
the transfer of more than one partial 
interest in the same property at dif
ferent times. In response to these 
comments, the regulations have been 
amended to make it clear that, gener
ally, each separate transfer is valued 
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with the interest rate applicable in the 

month of the transfer. 

The proposed regulations provide 

for making the election to use a prior 

month's interest rate in the case of a 

transfer to charity. Comments ques

tioned the need for requiring the 

filing of detailed information as part 

of a prior-month election. This infor
mation is already required to be filed 

with the tax return for certain situa
tions involving charitable interests 
that are subject to measuring lives. 

See, for example, § 20.2055-2(f)(5). 

This requirement is now explained in 

the regulations under section 7520. 

Comments also raised a question 
about the revocability of the election 

and the time for making the election. 

The final regulations provide that the 
taxpayer makes the prior-month elec
tion by so stating on the return and 

identifying the elected month. The 
failure to include with the return 
other information that is required to 
describe the transfer, whether or not 

the election is made, will ordinarily 
not invalidate the election. For elec
tions made on or before June lO, 

1994, a reasonable attempt to make 

the election and submit the required 
information will be treated as a valid 
election. The final regulations also 
provide that the election is generally 

made on a timely filed tax return for 
the year of the transfer. However, the 
election may also be made or changed 

on an amended or supplemented re

turn that is made within 24 months 

after the original return is filed. 

Comments were received concern

ing whether the five percent de mini
mis test (i.e., a transfer to charity of 

at least five percent of the value of 

the interest) set forth in the proposed 

regulations should be applied in de

termining if the taxpayer may elect to 

use an alternative prior month inter

est rate. The final regulations delete 

this de minimis test. 
Comments were received concern

ing the application of these regula

tions in situations where an individual 

is expected to die prematurely or 

where two individuals die simulta

neously. See, for example, Rev. Rul. 

80-80, 1980-1 C.B. 194, which holds 

that, in cases where the individual's 
death is imminent, the standard actu

arial tables prescribed by the regula
tions are not to be used. See, also, 

Carter v. United States, 291 F.2d 63 
(5th Cir. 1991), where the court re

fused to ascribe value to an income 
interest for purposes of the section 
2013 credit where the death of the 
transferee was simultaneous with the 

death of the transferor. Comments 
were also received concerning the 
scope of these regulations in light 
of O'Reilly v. Commissioner, 973 

F.2d 1403 (8th. Cir. 1992), rem'd, 
T.C.M. 1994-61. In O'Reilly, the 
Circuit Court held that the standard 

First Year of Pooled 5/1/89 
Income Fund: to 

12/31/89 1990 1991 

Notice 89-60 method: 9.4 
Proposed regulation method: 9.4 

Commentators have indicated a 

strong preference for the method an
nounced in Notice 89-60, because 
they view the computation as sim
pler than that set forth in the pro

posed regulations. In response to 
these comments, the final regulations 
adopt the method described in Notice 
89-60 for determining the deemed 

yearly rate of return for new pooled 
income funds. 

Comments were received concern

ing whether, in valuing transfers to a 
new pooled income fund, the same 
deemed rate of return would be used 
throughout the entire three-year 

period. The final regulations pro-
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9.8 9.8 
9.8 9.8 

vide that the deemed rate of return 

for transfers to a new pooled income 
fund is recomputed each calendar 
year using the monthly section 7520 
rates for the three-year period imme

diately preceding the calendar year in 
which each transfer to the fund is 
made until the fund has been in 
existence for three taxable years and 

can compute its highest rate of return 
for the three taxable years immediate
ly preceding the taxable year in which 
the transfer of property to the fund is 
made. 

A commentator suggested that, 
with respect to the interpolation 

method for valuing transfers to 

actuarial tables were not applicable 

to a situation in which the applica

tion of those tables would have 

produced an unreasonable result. In 
that case, the property held in trust 

produced an extraordinarily low rate 

of return. A similar result was 

reached by the Tax Court in Froh v. 

Commissioner, lOO T.e. 1 (1993), 
dealing with depletable property. 

Consistent with these comments, the 

Service and Treasury are contempora
neously proposing an amendment to 

these regulations that defines the cir

cumstances in which the section 7520 
tables would not apply in valuing a 

transferred interest. That Notice of 

Proposed Rulemaking is published 

elsewhere in *** [PS-26-93, page 
899, this Bulletin]. 

Notice 89-60, 1989-1 C.B. 700, 

announced a method for determin

ing the deemed yearly rate of re
turn for new pooled income funds. 

This method defined the deemed 
rate as the highest annual average 

section 7520 interest rate for the pre
ceding three years, reduced by one 
percentage point. The proposed regu
lations would have defined the 

deemed rate as the highest annual 
average section 7520 interest rate for 
the preceding three years, multiplied 
by 90 percent. Both methods pro

duced the same result for each of the 
years after the enactment of section 

7520: 

1992 1993 1994 

9.8 9.4 8.4 
9.8 9.4 8.4 

pooled income funds and charitable 

remainder unitrusts, a taxpayer be 

permitted to elect a more exact meth
od of computing the appropriate in
terest rate. The method prescribed in 

the proposed regulations has been in 
use for many years and is prescribed 

by the Internal Revenue Service in 
Publication 1457, "Actuarial Values, 

Alpha Volume," (8-89) and Internal 

Revenue Service Publication 1458, 

"Actuarial Values, Beta Volume," 
(8-89). The IRS and Treasury believe 

that any change from the method 
prescribed in these publications, 

which are in current use, would create 

undue confusion for taxpayers. Con-



sequently, the commentator's suggest
ed change is not being adopted at this 
time. 

Comments were received inquiring 
about the application of section 7520 
to the valuation of annuities issued by 
certain organizations other than in
surance companies. In response to 
these comments, the final regulations 
explain that the section 7520 tables 
are to be used in valuing these annu
ities. This is an application of the 
principle adopted in Rev. Rul. 
84-162, 1984-2 C.B. 200, for trans
fers after November 23, 1984. A dif
ferent method of valuation continues 
to apply for purposes of computing 
the exclusion ratio in reporting the 
annuity payments under section 72. 
These clarifications have been made 
by updating § 1.101-2(e)(l)(iii)(b) 
and Example 8 of § 1.1011-2(c). 

Comments were received concern
ing the presumption in the proposed 
regulations under section 664 that, if 
a governing instrument for a charita
ble remainder unitrust does not pre
scribe when the distribution is made 
during the period, the distribution is 
presumed to be made on the first day 
of the period. Unitrusts have tradi
tionally been regarded as providing 
for distributions at the beginning of 
each period unless the governing in
strument provides to the contrary. 
This presumption has been reflected 
in unitrust factors prescribed in the 
regulations under section 664 since 
the enactment of that section. There
fore, the presumption that distribu
tions are made on the first day of the 
period, if not otherwise provided for 
in the instrument, is continued in the 
final regulations. 

Effective Dates 

These regulations are generally ef
fective in the case of annuities, inter-

Section 

1.52-1(f) 

1.101-2(e)(2) Example (l)(ii) 

1. 170A-4(d) Example 9, third 
sentence 

1.170A-5(b) Example 5, fifth 
sentence 

1. 170A-6(c)(3)(i) 

ests for life or terms of years, and 
remainder or reversionary interests 
created after April 30, 1989. The 
regulations provide certain transition
al rules intended to alleviate any ad
verse consequences resulting from the 
statutory amendments. Several princi
pal provisions of the regulations were 
announced in Notice 89-24, 1989-1 
C.B. 660 (which announced the 
change from the 10 percent fixed rate 
of interest to the section 7520 floating 
rate of interest), and Notice 89-60 
(which announced the change in mor
tality tables) (See § 601.601(d)(2)
(ii)(b) of the Statement of Procedural 
Rules). A transitional rule in the final 
regulations provides that, for valua
tion dates of transfers after April 30, 
1989, and before June 10, 1994, a 
transferor can rely on Notice 89-24 
or Notice 89-60 in valuing the trans
ferred interest. For gift tax purposes, 
a transitional rule in the final regula
tions provides that if, after December 
31, 1988, but before May 1, 1989, a 
donor transferred an interest in prop
erty, retaining an interest in the same 
property, and the donor later trans
ferred the retained interest in the 
property after April 30, 1989, and 
before January 1, 1990, the donor 
may elect to value the transfer of the 
retained interest under either the 10 
percent tables or the section 7520 
tables (whichever is more beneficial). 
For estate tax purposes, a transitional 
rule in the final regulations provides 
that the estate of a mentally incompe
tent decedent may elect to value the 
property interest included in the gross 
estate under the mortality table and 
interest rate in effect at the time the 
decedent became mentally incompe
tent or the mortality table and inter
est rate in effect on the decedent's 
date of death if the decedent was 
under a mental incapacity that existed 

Remove 

or 20.2031-10, whichever is 
appropriate, 

paragraph (f) of 

Table B of §20.2031-1O(f) 

Table A(l) in § 20.2031-1O(f) 

Section 7520 

on May 1, 1989, and continued unin
terrupted until the decedent's death. 
For purposes of determining the value 
of the remainder interest in a testa
mentary charitable remainder unitrust 
or annuity trust, a transitional rule in 
the final regulations provides that the 
mortality table and 10 percent interest 
rate in effect before May 1, 1989, or 
the mortality table and interest rate 
under section 7520 may be used if the 
decedent was mentally incompetent 
on May 1, 1989, and (1) such incom
petency continued uninterrupted until 
death, or (2) the decedent died within 
90 days of first regaining competency 
after April 30, 1989. 

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 
Flexibility Act (5 U.S.C. chapter 6) 
do not apply to these regulations, 
and, therefore, a Regulatory Flexibili
ty Analysis is not required. Pursuant 
to section 7805(f) of the Internal 
Revenue Code, the notice of pro
posed rulemaking preceding these reg
ulations 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, 20, 
25, and 602 are amended as follows: 

Paragraph 1. In the list below, for 
each section indicated in the left col
umn, remove the language in the 
middle column and add the language 
in the right column: 

Add 

or, for certain prior periods, 
20.2031-7A 

§ 20.2031-7A(c) 

§ 20.2031-7 A(c) 

or § 20.2031-10, whichever is 
appropriate, 

or, for certain prior periods, 
20.2031-7A 
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Section 

1.170A-6(c)(3) (iii) Example 1 second 

sentence 

1. 170A-6(c)(3)(iii) Example 2 second 

sentence 

1. 170A-6(c)(3)(iii) Example 3 third 

sentence 

1.170A-6(c)(3)(iii) Example 3 fourth 

sentence 

1.170A-6(c)(4) second sentence 

1. 170A-6(c)(5) Example 1 sixth 

sentence 

1. 170A-6(c)(5) Example 2(b) 

1.170A-6(c)(5) Example 3(b) 

1. 170A-7(c) third sentence 

1. 170A-12(a)(3) fourth sentence 

1.170A-12(c) first and third sentences 

1.170A-12(c) Example, fourth 
sentence 

1.414(c)-2(b)(2)(ii) second sentence 

1.414(c)-4(b)(3)(i) last sentence 

1.642(c)-6(d)(2) third and fifth 
sentences 

1.642(c)-6(d)(2) fourth sentence 

1.642(c)-7(d)(2) first and second 
sentences 

1.664-1(a)(6) Example (6)(ii) second 
sentence 

1.664-4(b)(2) second sentence 

1. 664-4(b )(2) last sentence 

1.664-4(b)(3) first sentence 

1.664-4(b)(3) third and sixth 
sentences 

1.664-4(b )(3) fifth sentence 

1.1014-5(a)(3) first sentence 

1. 1014-5(c) Example (1) fourth 
sentence 

1. 1014-5(c) Example (2) second 
sentence 
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Remove 

Table B in § 20.2031-1O(f) 

Table B in § 20.2031-1O(f) 

§ 20.2031-10(e) 

Table B in § 20.2031-1O(f) 

or § 20.2031-10, whichever is 

appropriate, 

Table B in § 20.2031-1O(f) 

§ 1.664-4(b)(5) 

§ 20.2031-1O(f) 

or §20.2031-1O, whichever is 
appropriate, 

paragraph (d) of § 25.2512-5 or 

25.2512-9 whichever is appropriate, 

paragraph (d) in § 25.2512-5 or 

25.2512-9 

Table B of § 25.2512-9(f) 

or § 20.2031-10 (Estate Tax 
Regulations), whichever is 
appropriate, 

or § 20.2031-10 (Estate Tax 
Regulations), whichever is 
appropriate 

paragraph (d)(2) 

paragraph (a)(2) of this section 

paragraph (b )(2) 

§ 1.664-4(b)(2) 

paragraph (a)(4) of this section 

paragraph (a)(3) of this section 

paragraph (b )(5) 

paragraph (b)(3) 

paragraph (a)(4) of this section 

or § 20.2031-10, whichever is 

applicable 

Table A(2) in paragraph (f) of 
§ 20.2031- 10 

Table A(2) in paragraph (f) of 
§ 20.2031-10 

Add 

§ 20.2031-7 A(c) 

§ 20.2031-7A(c) 

§ 20.2031-7A(c) 

§ 20.2031-7A(c) 

§ 20.2031-7A(c) 

§ 1. 664-4A(c) 

§ 20.2031-7A(c) 

§ 25.2512-5 (or, for certain prior 

periods § 25.2512-5A) 

§ 25.2512-5 (or, for certain prior 

periods, § 25.2512-5A) 

§ 25.2512-5A(c) 

or, for certain prior periods, 
§ 20.2031-7A (Estate Tax 
Regulations) 

or, for certain prior periods, 
§ 20.2031-7A (Estate Tax 
Regulations) 

paragraph (d)(3) 

§ 1. 642(c)-6(b) 

§ 1. 664-4A(c) 

§ 1.664-4(a) 

§ 1. 664-4(b ) 

paragraph (d)(6) 

paragraph (d)(4) 

§ 1. 664-4(b) 

or, for certain prior periods, 

§ 20.2031-7A 

§ 20.2031-7A(c) 

§ 20.2031-7 A(c) 



Section 

1.1014-5(c) Example (3) sixth 
sentence 

1.l014-5(c) Example (4) third 
sentence 

1.1014-5(c) Example (5)(a) fifth 
sentence 

1.1014-5(c) Example (6) fourth 
sentence 

20.2031-7(a)(2) first and second 
sentences 

20.2031-7(a)(2) 

20.2031-7(b)(I) 

20.2031-7(b)(2) 

20.2031-7(b)(2) (in the Example) 

20.2031-7(b)(3)(i) 

20.2031-7(b)(3)(i) 

20.2031-7(b)(3)(i) (in the Example) 
20.2031-7(b )(3)(ii) 

20.2031-7(c) 

20.2031-7(d) 

20.2031-7(e) 

20.2032-1(f)(1) fourth sentence 

20.2039-2( c)( 1 )(viii) 

20.2039-5(c)(l) 

20.2039-5(c)(2) 

20.2055-2(f)(2)(iv) 

20.2056(b)-4(d) fourth sentence 

25.2511-1(h)(6) 

25.2511-1 (h)(7) 

25.2512-5(a)(2) first and second 
sentences 

25.2512-5(a)(2) third sentence 

25.2512-5(b)(1) third sentence 

25.2512-5(b)(2) last sentence 

25.2512-5(b)(2) (in the Example) 

25.2512-5(b)(3)(i) 

Remove 

Table A(1) in paragraph (f) of 
§ 20.2031-10 

Table A(1) in paragraph (f) of 
§ 20.2031-10 

Table A(1) in paragraph (f) of 
§ 20.2031-10 

Table A(2) in paragraph (f) of 
§ 20.2031-10 

paragraph (f) 

paragraph (e) 

paragraph (b)(1) 

paragraph (b)(2) 

paragraph (b)(1) 

paragraphs (b)(1) or (2) 

paragraph (b)(3)(i) 

paragraph (b )(2) 

paragraph (b )(3)(ii) 

paragraph (c) 

paragraph (d) 

paragraph (f) 

§ 20.2031-7 

through 20.2031-10 

through 20.2031-10 

through 20.2031-10 

or 20.2031-10, whichever is 
appropriate, 

paragraph (e) 

paragraph (e) of § 25.2512-5 or 
paragraph (e) of § 25.2512-9, 
whichever is applicable, 

paragraph (e) of § 25.2512-5 or 
paragraph (e) of § 25.2512-9, 
whichever is applicable, 

paragraph (f) 

paragraph (e) 

paragraph (b)(1) 

paragraph (b)(2) 

paragraph (b)(1) 

paragraphs (b)( 1) or (2) 

Section 7520 

Add 

§ 20.2031-7A(c) 

§ 20.2031-7A(c) 

§ 20.2031-7A(c) 

§ 20.2031-7A(c) 

paragraph (d)(6) 

paragraph (d)(5) 

paragraph (d)(2)(i) 

paragraph (d)(2)(ii) 

paragraph (d)(2)(i) 

paragraphs (d)(2)(i) or (ii) 

paragraph (d)(2)(iii)(A) 

paragraph (d)(2)(ii) 

paragraph (d)(2)(iii)(B) 

paragraph (d)(3) 

paragraph (d)(4) 

paragraph (d)(6) 

§ 20.2031-7 A(d) 

or, for certain prior periods, 
§ 20.2031-7A 

or, for certain prior periods, 
§ 20.2031-7 A 

or, for certain prior periods, 
§ 20.2031-7A 

or, for certain prior periods, 
§ 20.2031-7 A 

paragraph (b) 

§ 25.2512-5 

§ 25.2512-5 

paragraph (d)(6) 

paragraph (d)(5) 

paragraph (d)(2)(i) 

paragraph (d)(2)(ii) 

paragraph (d)(2)(i) 

paragraph (d)(2)(i) or (ii) 
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Section 

25 .2512-5(b )(3)(i) last sentence 

25.2512-5(b)(3)(ii) 

25.2512-5(c) 

25.2512-5(d) 

25 .25 I 8-3(a)(l )(iv)(A) 

25.2522(c)-3(d)(2)(iv) first sentence 

25.2522(c)-3(d)(2)(iv) Example 1 
second sentence 

25.2522(c)-3(d)(2)(iv) Example 2 
second sentence 

25.2522(c)-3(d)(2)(iv) Example 3 third 
sentence 

25.2522(c)-3(d)(2)(iv) Example 3 
fourth sentence 

25 .2523(a)-1 (d) second sentence 

25.2523(a)-I(d) third sentence 

25.2523(a)-I(d) fourth sentence 

25.2523(a)-1 (d) fifth sentence 

25.2523(c)-I(c) Example, tenth 
sentence 

PART I-INCOME TAXES 

Par. 2. 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 1.170A-12 also issued under 
26 U.S.c. 170(f)(4). *** 
Section 1.642(c)-6 also issued under 
26 U .S.C. 642(c)(5). 
Section 1.642(c)-6A also issued under 
26 U.S.c. 642(c)(5). 
Section 1.664-1 also issued under 26 
U .S.c. 664(a). 
Section 1.664-2 also issued under 26 
U .S.C. 664(a). 
Section 1.664-3 also issued under 26 
U.S.C. 664(a). 
Section 1.664-4 also issued under 26 
U.S.C. 664(a). 
Section 1.664-4A also issued under 26 
U.S.C. 664(a). *** 
Section 1.7520-1 also issued under 26 
U.S.C. 7520(c)(2). 
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Remove 

paragraphs (b )(3)(i) 

paragraph (b)(3)(ii) 

paragraph (c) 

paragraph (d) 

§ 20.2031-10 

or 25.2512-9, whichever is 
appropriate, 

Table B in § 25.2512-9(f) 

Table B in § 25.2512-9(f) 

§ 25.2512-9(e) 

Table B in § 25.2512-9(f) 

or 25.2512-9, whichever is 
appropriate. 

(d) of § 25.2512-5 or 25.2512-9, 
whichever is appropriate. 

(see § 25.2512-5(e) or 25.2512-9(e), 
whichever is appropriate) 

(e) or 25.2512-9(e), whichever is 
appropriate. 

(70,000 X .708919, as found in 
Table II of § 25.2512-5) 

Section 1.7520-2 also issued under 26 
U.S.C. 7520(c)(2). 
Section 1.7520-3 also issued under 26 
U .S.C. 7520(c)(2). 
Section 1.7520-4 also issued under 26 
U .S.C. 7520(c)(2). 

Par. 3. Section 1.101-2 is amended 
as follows: 

1. Paragraphs (e)(l)(iii)(b)(1) and 
(2) are revised. 

2. Paragraph (e)(1)(iii)(b)(3) is re
moved. 

3. The revised provisions read as 
follows: 

§ 1.101-2. Employees' death benefits. 

* 
(e) *** 
(1) *** 
(iii) *** 
(b) *** 

* * * * 

(1) In the case of an annuity paid 
by an insurance company or by an 
organization (other than an insurance 
company) regularly engaged in issuing 

Add 

paragraph (d)(2)(iii)(A) 

paragraph (d)(2)(iii)(B) 

paragraph (d)(3) 

paragraph (d)(4) 

§ 20.2031-7 

§ 25.2S12-SA(c) 

§ 25.2512-SA(c) 

§ 25.2512-5A(c) 

§ 25.2512-5A(c) 

or, for certain prior periods, 
§ 25.2512-5A. 

(d) of § 25.2512-5. 

(d) or, for certain prior periods, 
§ 25.2512-5A. 

as determined under §2S.2S12-5A(c) 

annuity contracts with an insurance 
company as the coinsurer or reinsurer 
of the obligations under the contract, 
by use of the discount interest rates 
and mortality tables used by the in
surance company involved to deter
mine the installment benefits; and 

(2) In the case of an annuity issued 
after November 23, 1984, to which 
paragraph (e)(l)(iii)(b)(l) of this sec
tion is not applicable, by use of the 
appropriate tables in § 20.2031-7 of 
this chapter (Estate Tax Regulations). 

* * * * * 
Par. 4. Section 1.170A-12 is 

amended as follows: 
1. In Paragraph (a)(3), a sentence 

is added between the fourth and fifth 
sentences. 

2. Paragraphs (b), and (e)(1) and 
(2) are revised. 

3. Paragraph (f) is removed. 
4. The authority citation at the end 

of the section is removed. 
5. The added and revised provi

sions read as follows: 



§ 1.170A-12 Valuation of a 
remainder interest in real property for 
contributions made after July 31, 
1969. 

(a) *** 
(3) *** Except as provided in 

§ 1.7520-3(b) of this chapter, for 
transfers of remainder interests after 
April 30, 1989, the present value of 
the remainder interest is determined 
under § 25.2512-5 of this chapter by 
use of the interest rate component on 
the date the interest is transferred 
unless an election is made under sec
tion 7520 and § 1.7520-2 of this 
chapter to compute the present value 
of the interest transferred by use of 
the interest rate component for either 
of the 2 months preceding the month 
in which the interest is transferred. 
*** 

(b) Valuation of a remainder in
terest following only one life-(l) 
General rule. The value of a re
mainder interest in real property 
following only one life is determined 
under the rules provided in 
§ 20.2031-7 (or for certain prior peri
ods, § 20.2031-7 A) of this chapter 

Where: 

(Estate Tax Regulations), using the 
interest rate and life contingencies 
prescribed for the date of the gift. 
See, however, § 1.7520-3(b) (relating 
to exceptions to the use of prescribed 
tables under certain circumstances). 
However, if any part of the real 
property is subject to exhaustion, 
wear and tear, or obsolescence, the 
special factor determined under 
paragraph (b)(2) of this section shall 
be used in valuing the remainder 
interest in that part. Further, if any 
part of the property is subject to 
depletion of its natural resources, 
such depletion is taken into account 
in determining the value of the re
mainder interest. 

(2) Computation of depreciation 
factor. If the valuation of the remain
der interest in depreciable property is 
dependent upon the continuation of 
one life, a special factor must be 
used. The factor determined under 
this paragraph (b )(2) is carried to the 
fifth decimal place. The special factor 
is to be computed on the basis of the 
interest rate and life contingencies 
prescribed in § 20.2031-7 (or for 

Ix + t + 
Ix - 2n -

n = the estimated number of years of useful life, 
i = the applicable interest rate under section 7520 of the Internal Revenue Code, 

Section 7520 

certain prior periods, § 20.2031-7 A) 
of this chapter (Estate Tax Regula
tions) and on the assumption that the 
property depreciates on a straight-line 
basis over its estimated useful life. 
For transfers for which the valuation 
date is after April 30, 1989, special 
factors for determining the present 
value of a remainder interest follow
ing one life and an example describ
ing the computation are contained in 
Internal Revenue Service Publication 
1459, "Actuarial Values, Gamma 
Volume," (8-89). This publication is 
no longer available for purchase from 
the Superintendent of Documents. 
However, it may be obtained by re
questing a copy from: CC:DOM: 
CORP:T:R (IRS Publication 1459), 
Room 5228, Internal Revenue Ser
vice, POB 7604, Ben Franklin Sta
tion, Washington, DC 20044. See, 
however, § 1.7520-3(b) (relating to 
exceptions to the use of prescribed 
tables under certain circumstances). 
Otherwise, in the case of the valua
tion of a remainder interest following 
one life, the special factor may be 
obtained through use of the following 
formula: 

':n ) 

v = 1 divided by the sum of I plus the applicable interest rate under section 7520 of the Internal Revenue Code, 
x = the age of the life tenant, and 

Ix = number of persons living at age x as set forth in Table 80CNSMT of § 20.2031-7 (or, for prior periods, in § 20.2031-7A) of this chapter. 

(3) The following example illustrates the provisions of this paragraph (b): 
Example. In June 1992, A, who is 62, donates to Y University a remainder interest in a personal residence, consisting of a house and land, subject 

to a reserved life estate in A. At the time of the gift, the land has a value of $30,000 and the house has a value of $100,000 with an estimated useful 
life of 45 years, at the end of which the value of the house is expected to be $20,000. The portion of the property considered to be depreciable is 
$80,000 (the value of the house ($100,000) less its expected value at the end of 45 years ($20,000». The portion of the property considered to be 
nondepreciable is $50,000 (the value of the land at the time of the gift ($30,000) plus the expected value of the house at the end of 45 years 
($20,000». The interest rate prescribed under section 7520 for June 1992 is 8.4 percent. Based on an interest rate of 8.4 percent, the remainder factor 
for $1.00 prescribed in § 20.2031-7 of this chapter for a person age 62 is 0.29567. The value of the nondepreciable remainder interest is $14,783.50 
(0.29567 times $50,000). The value of the depreciable remainder interest is $17,387.20 (0.21734, computed under the formula described in paragraph 
(b)(2) of this section, times $80,000). Therefore, the value of the remainder interest is $32,170.70. 

* * * * * 
(e) *** 

(l)(i) If the valuation of the remainder interest in the real property is dependent upon the continuation or the 
termination of more than one life or upon a term certain concurrent with one or more lives, a special factor must be 
used. 

(ii) The special factor is to be computed on the basis of-
(A) Interest at the rate prescribed under § 25.2512-5 (or, for certain prior periods, § 25.2512-5A) of this chapter, 

compounded annually; 
(B) Life contingencies determined from the values that are set forth in the mortality table in §20.2031-7 (or, for 

certain prior periods, § 20.2031-7 A) of this chapter; and 
(C) If depreciation is involved, the assumption that the property depreciates on a straight-line basis over its estimated 

useful life. 
(iii) If any part of the property is subject to depletion of its natural resources, such depletion must be taken into 

account in determining the value of the remainder interest. 
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(2) In the case of the valuation of a remainder interest following two lives, the special factor may be obtained 

through use of the following formula: 

. n - I Ix + t + I) ( Iy + t + I) _ ( _ ~) ( _ ly + t) ] ( _ ~ 
(I + ~) ~ V(t

r 
I) [ (I - Ix I - Iy I Ix I ly I 2n ~ ) 

t=O 

Where: 
n = the estimated number of years of useful life, 
I = the applicable interest rate under section 7520 of the Internal Revenue Code, 
v = I divided by the sum of I plus the applicable interest rate under section 7520 of the Internal Revenue Code, 

x and y = the ages of the life tenants, and 
Ix and Iy = the number of persons living at ages x and y as set forth in Table 80CNSMT in § 20.2031-7 (or, for prior periods, in § 20.2031-7A) 

of this chapter. 

Par. 5. Section 1.170A-13 is 
amended by removing the authority 
citation immediately following para
graph (d)(3). 

Par. 6. Section 1.170A-14 is 
amended by: 

1. Revising the third and fourth 
sentences of paragraph (h)(4), Exam
ple 2, as set forth below. 

2. Removing the fifth sentence of 
paragraph (h)(4), Example 2. 

§ 1.170A-14 Qualified conservation 
contributions. 

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

* * * * 

Example 2. *** Under 
§ 1.170A-12(b), the value of a re
mainder interest in real property fol
lowing one life is determined under 
§ 25.2512-5 of this chapter (Gift Tax 
Regulations). (See § 25.2512-5A of 
this chapter with respect to the valua
tion of annuities, interests for life or 
term of years, and remainder or re
versionary interests transferred before 
December I, 1983). 

* * * * * 
Par. 7. Immediately following 

§ 1.643(d)-2, an undesignated center 
heading and § 1.642(c)-6A are added 
to read as follows: 

Pooled Income Fund Actuarial 
Tables Applicable Before May 1, 
1989 

§ 1.642(c)-6A Valuation of 
charitable remainder interests for 
which the valuation date is before 
May 1,1989. 

(a) Valuation of charitable remain
der interests for which the valuation 
date is before January 1, 1952. There 
was no provision for the qualification 
of pooled income funds under section 
642 until 1969. See § 20.2031-7 A(a) 
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of this chapter (Estate Tax Regula
tions) for the determination of the 
present value of a charitable remain
der interest created before January I, 
1952. 

(b) Valuation of charitable remain
der interests for which the valuation 
date is after December 31, 1951, and 
before January 1, 1971. No charitable 
deduction is allowable for a transfer 
to a pooled income fund for which 
the valuation date is after the effec
tive dates of the Tax Reform Act of 
1969 unless the pooled income fund 
meets the requirements of section 
642(c)(5). See § 20.2031-7A(b) of this 
chapter (Estate Tax Regulations) for 
the determination of the present value 
of a charitable remainder interest for 
which the valuation date is after De
cember 31, 1951, and before January 
1, 1971. 

(c) Present value of remainder in
terest in the case of transfers to 
pooled income funds for which the 
valuation date is after December 
31, 1970, and before December 1, 
1983. For the determination of the 
present value of a remainder interest 
in property transferred to a pooled 
income fund for which the valuation 
date is after December 31, 1970, and 
before December 1, 1983, see 
§ 20.2031-7A(c) of this chapter (Es
tate Tax Regulations) and former 
§ 1.642(c)-6(e) (as contained in the 
26 CFR Part 1 edition revised as of 
April I, 1994). 

(d) Present value of remainder in
terest dependent on the termination 
of one life in the case of transfers to 
pooled income funds made after No
vember 30, 1983, for which the valua
tion date is before May 1, 1989-(1) 
In general. For transfers to pooled 
income funds made after November 
30, 1983, for which the valuation date 
is before May 1, 1989, the present 
value of the remainder interest at the 

time of the transfer of property to the 
fund is determined by computing the 
present value (at the time of the 
transfer) of the life income interest in 
the transferred property (as deter
mined under paragraph (d)(2) of this 
section) and subtracting that value 
from the fair market value of the 
transferred property on the valuation 
date. The present value of a remain
der interest that is dependent on the 
termination of the life of one individ
ual is computed by use of Table G in 
paragraph (d)(4) of this section. For 
purposes of the computation under 
this section, the age of an individual 
is to be taken as the age of the 
individual at the individual's nearest 
birthday. 

(2) Present value of life income 
interest. The present value of the life 
income interest in property trans
ferred to a pooled income fund shall 
be computed on the basis of: 

(i) Life contingencies determined 
from the values of Ix that are set 
forth in Table LN of § 20.2031-
7A(d)(6) of this chapter (Estate Tax 
Regulations); and 

(ii) Discount at a rate of interest, 
compounded annually, equal to the 
highest yearly rate of return of the 
pooled income fund for the 3 taxable 
years immediately preceding its tax
able year in which the transfer of 
property to the fund is made. For 
purposes of this paragraph (d)(2), the 
yearly rate of return of a pooled 
income fund is determined as provid
ed in § 1.642(c)-6(c) unless the high
est yearly rate of return is deemed to 
be 9 percent. For purposes of this 
paragraph (d)(2), the first taxable 
year of a pooled income fund is 
considered a taxable year even though 
the taxable year consists of less than 
12 months. However, appropriate ad
justments must be made to annualize 
the rate of return earned by the fund 
for that period. Where it appears 



from the facts and circumstances that 
the highest yearly rate of return for 
the 3 taxable years immediately pre
ceding the taxable year in which the 
transfer of property is made has been 
purposely manipulated to be substan
tially less than the rate of return that 
would otherwise be reasonably antici
pated with the purpose of obtaining 
an excessive charitable deduction, 
that rate of return may not be used. 
In that case, the highest yearly rate of 
return of the fund is determined by 
treating the fund as a pooled income 
fund that has been in existence for 
less than 3 preceding taxable years. If 
a pooled income fund has been in 
existence less than 3 taxable years 
immediately preceding the taxable 
year in which the transfer of property 
to the fund is made, the highest 
yearly rate of return is deemed to be 
9 percent. 

Par. 8. Section 1.642(c)-6 is 
amended as follows: 

1. The section heading is revised. 
2. Paragraphs (a) and (b) are re

vised. 
3. Paragraph (c)(1) is revised. 
4. Paragraphs (d)(2) and (d)(3) are 

redesignated as § 1.642(c)-6A, para
graphs (d)(3) and (d)(4), respectively. 

5. Paragraph (d)(1) is redesignated 
paragraph (d) and revised. 

6. Paragraph (e) is revised. 
7. The authority citation at the end 

of the section is removed. 
8. Paragraph (0 is added. 
9. The added and revised provi

sions read as follows: 

§ 1.642(c)-6 Valuation of a 
remainder interest in property 
transferred to a pooled income fund 
after April 30, 1989. 

(a) In general. (1) For purposes of 
sections 170, 2055, 2106, and 2522, 
the fair market value of a remainder 
interest in property transferred to a 
pooled income fund is its present 
value determined under paragraph (d) 
of this section. 

(2) The present value of a remain
der interest at the time of the transfer 
of property to the pooled income 
fund is determined by computing the 
present value (at the time of the 
transfer) of the life income interest 
and subtracting that value from the 
fair market value of the transferred 
property on the valuation date. The 

fact that the income beneficiary may 
not receive the last income payment, 
as provided in paragraph (b)(7) of 
§ 1. 642(c)-5, is not taken into ac
count for purposes of determining the 
value of the life income interest. For 
purposes of this section, the valuation 
date is the date on which property is 
transferred to the fund by the donor 
except that, for purposes of section 
2055 or 2106, it is the alternate valua
tion date, if elected, under the provi
sions and limitations set forth in sec
tion 2032 and the regulations 
thereunder. 

(3) Any claim for a deduction on 
any return for the value of the re
mainder interest in property trans
ferred to a pooled income fund must 
be supported by a statement attached 
to the return showing the computa
tion of the present value of the inter
est. 

(b) Actuarial computations by the 
Internal Revenue Service. The regula
tions in this and in related sections 
provide tables of actuarial factors and 
examples that illustrate the use of the 
tables in determining the value of 
remainder interests in property. Sec
tion 1.7520-1 (c)(2) refers to govern
ment publications that provide addi
tional tables of factors and examples 
of computations for more complex 
situations. If the computation re
quires the use of a factor that is not 
provided in this section, the Commis
sioner may supply the factor upon a 
request for a ruling. A request for a 
ruling must be accompanied by a 
recitation of the facts including the 
pooled income fund's highest yearly 
rate of return for the 3 taxable years 
immediately preceding the date of 
transfer, the date of birth of each 
measuring life, and copies of the 
relevant documents. A request for a 
ruling must comply with the instruc
tions for requesting a ruling published 
periodically in the Internal Revenue 
Bulletin (see §§ 601.201 and 601.601-
(d)(2)(ii)(b) of this chapter) and in
clude payment of the required user 
fee. If the Commissioner furnishes 
the factor, a copy of the letter sup
plying the factor should be attached 
to the tax return in which the deduc
tion is claimed. If the Commissioner 
does not furnish the factor, the tax
payer must furnish a factor computed 
in accordance with the principles set 
forth in this section. 

Section 7520 
(c) Computation of pooled income 

fund's yearly rate of return. (l) For 
purposes of determining the present 
value of the life income interest, the 
yearly rate of return earned by a 
pooled income fund for a taxable 
year is the percentage obtained by 
dividing the amount of income earned 
by the pooled income fund for the 
taxable year by an amount equal to-

(i) The average fair market value 
of the property in such fund for that 
taxable year; less 

(ii) The corrective term adjustment. 

* * * * * 
(d) Valuation. The present value of 

the remainder interest in property 
transferred to a pooled income fund 
after April 30, 1989, is determined 
under paragraph (e) of this section. 
The present value of the remainder 
interest in property transferred to a 
pooled income fund for which the 
valuation date is before May I, 1989, 
is determined under the following sec
tions: 

Valuation Dates Applicable 
After Before Regulations 

01-01-52 1.642(c)-6A(a) 
12-31-51 01-01-71 1. 642( c )-6A(b) 
12-31-70 12-01-83 1.642(c)-6A(c) 
11-30-83 05-01-89 1.642(c)-6A(d) 

(e) Present value of the remainder 
interest in the case of transfers to 
pooled income funds for which the 
valuation date is after April 30, 
1989-(1) In general. In the case of 
transfers to pooled income funds for 
which the valuation date is after April 
30, 1989, the present value of a 
remainder interest is determined un
der this section. See, however, 
§ 1. 7520-3(b) (relating to exceptions 
to the use of prescribed tables under 
certain circumstances). The present 
value of a remainder interest that is 
dependent on the termination of the 
life of one individual is computed by 
the use of Table S in paragraph (e)(5) 
of this section. For purposes of the 
computations under this section, the 
age of an individual is the age at the 
individual's nearest birthday. If the 
valuation date of a transfer to a 
pooled income fund is after April 30, 
1989, and before June 10, 1994, a 
transferor can rely on Notice 89-24, 
1989-1 C.B. 660, or Notice 89-60, 
1989-1 C.B. 700, in valuing the trans-
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ferred interest. (See § 601.601(d)
(2)(ii)(b) of this chapter.) 

(2) Present value of a remainder 
interest. The present value of a re
mainder interest in property trans
ferred to a pooled income fund is 
computed on the basis of-

(i) Life contingencies determined 
from the values of Ix that are set 
forth in Table 80CNSMT in 
§ 20.2031-7(d)(6) of this chapter (Es
tate Tax Regulations); and 

(ii) Discount at a rate of interest, 
compounded annually, equal to the 
highest yearly rate of return of the 
pooled income fund for the 3 taxable 
years immediately preceding its tax
able year in which the transfer of 
property to the fund is made. For 
purposes of this paragraph (e), the 
yearly rate of return of a pooled 
income fund is determined as provid
ed in § 1.642(c)-6(c) unless the high
est rate of return is deemed to be the 
rate described in paragraph (e)(3) of 
this section for funds in existence less 
than 3 taxable years. For purposes of 
this paragraph (e)(2)(ii), the first tax
able year of a pooled income fund is 
considered a taxable year even though 
the taxable year consists of less than 
12 months. However, appropriate ad
justments must be made to annualize 
the rate of return earned by the fund 
for that period. Where it appears 
from the facts and circumstances that 
the highest yearly rate of return of 
the fund for the 3 taxable years 
immediately preceding the taxable 
year in which the transfer of property 
is made has been purposely manipu
lated to be substantially less than the 
rate of return that would otherwise be 
reasonably anticipated with the pur
pose of obtaining an excessive chari
table deduction, that rate of return 
may not be used. In that case, the 
highest yearly rate of return of the 
fund is determined by treating the 
fund as a pooled income fund that 
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has been in existence for less than 3 
preceding taxable years. 

(3) Pooled income funds in exist
ence less than 3 taxable years. If a 
pooled income fund has been in exist
ence less than 3 taxable years immedi
ately preceding the taxable year in 
which the transfer is made to the 
fund and the transfer to the fund is 
made after April 30, 1989, the highest 
rate of return is deemed to be the 
interest rate (rounded to the nearest 
two-tenths of one percent) that is 1 
percent less than the highest annual 
average of the monthly section 7520 
rates for the 3 calendar years immedi
ately preceding the calendar year in 
which the transfer to the pooled in
come fund is made. The deemed rate 
of return for transfers to new pooled 
income funds is recomputed each cal
endar year using the monthly section 
7520 rates for the 3-year period im
mediately preceding the calendar year 
in which each transfer to the fund is 
made until the fund has been in 
existence for 3 taxable years and can 
compute its highest rate of return for 
the 3 taxable years immediately pre
ceding the taxable year in which the 
transfer of property to the fund is 
made in accordance with the rules set 
forth in the first sentence of para
graph (e)(2)(ii) of this section. 

(4) Computation of value of re
mainder interest. The factor that is 
used in determining the present value 
of a remainder interest that is depen
dent on the termination of the life of 
one individual is the factor from 
Table S in paragraph (e)(5) of this 
section under the appropriate yearly 
rate of return opposite the number 
that corresponds to the age of the 
individual upon whose life the value 
of the remainder interest is based. 
The tables in paragraph (e)(5) of this 
section include factors for yearly rates 
of return from 4.2 to 14 percent. 
Many actuarial factors not contained 

in the tables in paragraph (e)(5) of 
this section are contained in Table S 
in Internal Revenue Service Publica
tion 1457, "Actuarial Values, Alpha 
Volume," (8-89). A copy of this 
publication may be purchased from 
the Superintendent of Documents, 
United States Government Printing 
Office, Washington, DC 20402. For 
other situations, see § 1.642(c)-6(b). 
If the yearly rate of return is a 
percentage that is between the yearly 
rates of return for which factors are 
provided, a linear interpolation must 
be made. The present value of the 
remainder interest is determined by 
multiplying the fair market value of 
the property on the valuation date by 
the appropriate remainder factor. 
This paragraph may be illustrated by 
the following example: 

Example. A, who will be 55 years old on 
May 8, 1990, transfers $100,000 to a pooled 
income fund on January 1, 1990, and retains a 
life income interest in the property. The highest 
yearly rate of return earned by the fund for its 
3 preceding taxable years is 9.47 percent. In 
Table S, the remainder factor opposite 55 years 
under 9.4 percent is .18785 and under 9.6 
percent is .18322. The present value of the 
remainder interest is $18,623.00, computed as 
follows: 
Factor at 9.4 percent for age 55 ........ 18785 
Factor at 9.6 percent for age 55 ........ 18322 

Difference ........................... 00463 

Interpolation adjustment: 

9.47% - 9.4% 

0.2070 

x 

x 

.00463 

.00162 

Factor at 9.4 percent for age 55 .... '" .18785 
Less: Interpolation adjustment ......... 00162 

Interpolated factor .................... 18623 

Present value of remainder interest: 
($100,000 x .18623) ........... $18,623.00 

(5) Actuarial tables. In the case of 
transfers for which the valuation date 
is after April 30, 1989, the present 
value of a remainder interest depen
dent on the termination of one life in 
the case of a transfer to a pooled 
income fund is determined by use of 
the following tables: 
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TABLE S 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 4.2070 4.4% 4.6% 4.8% 5.0% 5.2% 5.4% 5.6% 5.8% 6.0% 

0 .07389 .06749 .06188 .05695 .05261 .04879 .04541 .04243 .03978 .03744 
1 .06494 .05832 .05250 .04738 .04287 .03889 .03537 .03226 .02950 .02705 
2 .06678 .05999 .05401 .04874 .04410 .03999 .03636 .03314 .03028 .02773 
3 .06897 .06200 .05587 .05045 .04567 .04143 .03768 .03435 .03139 .02875 
4 .07139 .06425 .05796 .05239 .04746 .04310 .03922 .03578 .03271 .02998 

5 .07401 .06669 .06023 .05451 .04944 .04494 .04094 .03738 .03421 .03137 
6 .07677 .06928 .06265 .05677 .05156 .04692 .04279 .03911 .03583 .03289 
7 .07968 .07201 .06521 .05918 .05381 .04903 .04477 .04097 .03757 .03453 
8 .08274 .07489 .06792 .06172 .05621 .05129 .04689 .04297 .03945 .03630 
9 .08597 .07794 .07079 .06443 .05876 .05370 .04917 .04511 .04148 .03821 

10 .08936 .08115 .07383 .06730 .06147 .05626 .05159 .04741 .04365 .04027 
11 .09293 .08453 .07704 .07035 .06436 .05900 .05419 .04988 .04599 .04250 
12 .09666 .08807 .08040 .07354 .06739 .06188 .05693 .05248 .04847 .04486 
13 .10049 .09172 .08387 .07684 .07053 .06487 .05977 .05518 .05104 .04731 
14 .10437 .09541 .08738 .08017 .07370 .06788 .06263 .05791 .05364 .04978 

15 .10827 .09912 .09090 .08352 .07688 .07090 .06551 .06064 .05623 .05225 
16 .11220 .10285 .09445 .08689 .08008 .07394 .06839 .06337 .05883 .05472 
17 .11615 .10661 .09802 .09028 .08330 .07699 .07129 .06612 .06144 .05719 
18 .12017 .11043 .10165 .09373 .08656 .08009 .07422 .06890 .06408 .05969 
19 .12428 .11434 .10537 .09726 .08992 .08327 .07724 .07177 .06679 .06226 

20 .12850 .11836 .10919 .10089 .09337 .08654 .08035 .07471 .06959 .06492 
21 .13282 .12248 .11311 .10462 .09692 .08991 .08355 .07775 .07247 .06765 
22 .13728 .12673 .11717 .10848 .10059 .09341 .08686 .08090 .07546 .07049 
23 .14188 .13113 .12136 .11248 .10440 .09703 .09032 .08418 .07858 .07345 
24 .14667 .13572 .12575 .11667 .10839 .10084 .09395 .08764 .08187 .07659 

25 .15167 .14051 .13034 .12106 .11259 .10486 .09778 .09130 .08536 .07991 
26 .15690 .14554 .13517 .12569 .11703 .10910 .10184 .09518 .08907 .08346 
27 .16237 .15081 .14024 .13056 .12171 .11359 .10614 .09930 .09302 .08724 
28 .16808 .15632 .14555 .13567 .12662 .11831 .11068 .10366 .09720 .09125 
29 .17404 .16208 .15110 .14104 .13179 .12329 .11547 .10827 .10163 .09551 

30 .18025 .16808 .15692 .14665 .13721 .12852 .12051 .11313 .10631 .10002 
31 .18672 .17436 .16300 .15255 .14291 .13403 .12584 .11827 .11127 .10480 
32 .19344 .18090 .16935 .15870 .14888 .13980 .13142 .12367 .11650 .10985 
33 .20044 .18772 .17598 .16514 .15513 .14587 .13730 .12936 .12201 .11519 
34 .20770 .19480 .18287 .17185 .16165 .15221 .14345 .13533 .12780 .12080 

35 .21522 .20215 .19005 .17884 .16846 .15883 .14989 .14159 .13388 .12670 
36 .22299 .20974 .19747 .18609 .17552 .16571 .15660 .14812 .14022 .13287 
37 .23101 .21760 .20516 .19360 .18286 .17288 .16358 .15492 .14685 .13933 
38 .23928 .22572 .21311 .20139 .19048 .18032 .17085 .16201 .15377 .14607 
39 .24780 .23409 .22133 .20945 .19837 .18804 .17840 .16939 .16097 .15310 

40 .25658 .24273 .22982 .21778 .20654 .19605 .18624 .17706 .16847 .16043 
41 .26560 .25163 .23858 .22639 .21499 .20434 .19436 .18502 .17627 .16806 
42 .27486 .26076 .24758 .23525 .22370 .21289 .20276 .19326 .18434 .17597 
43 .28435 .27013 .25683 .24436 .23268 .22172 .21143 .20177 .19270 .18416 
44 .29407 .27975 .26633 .25373 .24191 .23081 .22038 .21057 .20134 .19265 
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TABLE S-Continued 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 4.2070 4.4% 4.6% 4.8% 5.0% 5.2% 5.4% 5.6% 5.8% 6.0% 

45 .30402 .28961 .27608 .26337 .25142 .24019 .22962 .21966 .21028 .20144 
46 .31420 .29970 .28608 .27326 .26120 .24983 .23913 .22904 .21951 .21053 
47 .32460 .31004 .29632 .28341 .27123 .25975 .24892 .23870 .22904 .21991 
48 .33521 .32058 .30679 .29379 .28151 .26992 .25897 .24862 .23883 .22957 
49 .34599 .33132 .31746 .30438 .29201 .28032 .26926 .25879 .24888 .23949 

50 .35695 .34224 .32833 .31518 .30273 .29094 .27978 .26921 .25918 .24966 
51 .36809 .35335 .33940 .32619 .31367 .30180 .29055 .27987 .26973 .26010 
52 .37944 .36468 .35070 .33744 .32486 .31292 .30158 .29081 .28057 .27083 
53 .39098 .37622 .36222 .34892 .33629 .32429 .31288 .30203 .29170 .28186 
54 .40269 .38794 .37393 .36062 .34795 .33590 .32442 .31349 .30308 .29316 

55 .41457 .39985 .38585 .37252 .35983 .34774 .33621 .32522 .31474 .30473 
56 .42662 .41194 .39796 .38464 .37193 .35981 .34824 .33720 .32666 .31658 
57 .43884 .42422 .41028 .39697 .38426 .37213 .36053 .34945 .33885 .32872 
58 .45123 .43668 .42279 .40951 .39682 .38468 .37307 .36196 .35132 .34114 
59 .46377 .44931 .43547 .42224 .40958 .39745 .38584 .37471 .36405 .35383 

60 .47643 .46206 .44830 .43513 .42250 .41040 .39880 .38767 .37699 .36674 
61 .48916 .47491 .46124 .44814 .43556 .42350 .41192 .40080 .39012 .37985 
62 .50196 .48783 .47427 .46124 .44874 .43672 .42518 .41408 .40340 .39314 
63 .51480 .50081 .48736 .47444 .46201 .45006 .43856 .42749 .41684 .40658 
64 .52770 .51386 .50054 .48773 .47540 .46352 .45208 .44105 .43043 .42019 

65 .54069 .52701 .51384 .50115 .48892 .47713 .46577 .45480 .44422 .43401 
66 .55378 .54029 .52727 .51472 .50262 .49093 .47965 .46876 .45824 .44808 
67 .56697 .55368 .54084 .52845 .51648 .50491 .49373 .48293 .47248 .46238 
68 .58026 .56717 .55453 .54231 .53049 .51905 .50800 .49729 .48694 .47691 
69 .59358 .58072 .56828 .55624 .54459 .53330 .52238 .51179 .50154 .49160 

70 .60689 .59427 .58205 .57021 .55874 .54762 .53683 .52638 .51624 .50641 
71 .62014 .60778 .59578 .58415 .57287 .56193 .55131 .54100 .53099 .52126 
72 .63334 .62123 .60948 .59808 .58700 .57624 .56579 .55563 .54577 .53617 
73 .64648 .63465 .62315 .61198 .60112 .59056 .58029 .57030 .56059 .55113 
74 .65961 .64806 .63682 .62590 .61527 .60492 .59485 .58504 .57550 .56620 

75 .67274 .66149 .65054 .63987 .62948 .61936 .60950 .59990 .59053 .58140 
76 .68589 .67495 .66429 .65390 .64377 .63390 .62427 .61487 .60570 .59676 
77 .69903 .68841 .67806 .66796 .65811 .64849 .63910 .62993 .62097 .61223 
78 .71209 .70182 .69179 .68199 .67242 .66307 .65393 .64501 .63628 .62775 
79 .72500 .71507 .70537 .69588 .68660 .67754 .66867 .65999 .65151 .64321 

80 .73768 .72809 .71872 .70955 .70058 .69180 .68320 .67479 .66655 .65849 
81 .75001 .74077 .73173 .72288 .71422 .70573 .69741 .68926 .68128 .67345 
82 .76195 .75306 .74435 .73582 .72746 .71926 .71123 .70335 .69562 .68804 
83 .77346 .76491 .75654 .74832 .74026 .73236 .72460 .71699 .70952 .70219 
84 .78456 .77636 .76831 .76041 .75265 .74503 .73756 .73021 .72300 .71592 

85 .79530 .78743 .77971 .77212 .76466 .75733 .75014 .74306 .73611 .72928 
86 .80560 .79806 .79065 .78337 .77621 .76917 .76225 .75544 .74875 .74216 
87 .81535 .80813 .80103 .79404 .78717 .78041 .77375 .76720 .76076 .75442 
88 .82462 .81771 .81090 .80420 .79760 .79111 .78472 .77842 .77223 .76612 
89 .83356 .82694 .82043 .81401 .80769 .80147 .79533 .78929 .78334 .77747 
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TABLE S-Continued 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 4.2070 4.4% 4.6% 4.8% 5.0% 5.2% 5.4% 5.6% 5.8% 6.0% 

90 .84225 .83593 .82971 .82357 .81753 .81157 .80570 .79991 .79420 .78857 
91 .85058 .84455 .83861 .83276 .82698 .82129 .81567 .81013 .80466 .79927 
92 .85838 .85263 .84696 .84137 .83585 .83040 .82503 .81973 .81449 .80933 
93 .86557 .86009 .85467 .84932 .84405 .83884 .83370 .82862 .82360 .81865 
94 .87212 .86687 .86169 .85657 .85152 .84653 .84160 .83673 .83192 .82717 

95 .87801 .87298 .86801 .86310 .85825 .85345 .84872 .84404 .83941 .83484 
96 .88322 .87838 .87360 .86888 .86420 .85959 .85502 .85051 .84605 .84165 
97 .88795 .88328 .87867 .87411 .86961 .86515 .86074 .85639 .85208 .84782 
98 .89220 .88769 .88323 .87883 .87447 .87016 .86589 .86167 .85750 .85337 
99 .89612 .89176 .88745 .88318 .87895 .87478 .87064 .86656 .86251 .85850 

100 .89977 .89555 .89136 .88722 .88313 .87908 .87506 .87109 .86716 .86327 
101 .90326 .89917 .89511 .89110 .88712 .88318 .87929 .87543 .87161 .86783 
102 .90690 .90294 .89901 .89513 .89128 .88746 .88369 .87995 .87624 .87257 
103 .91076 .90694 .90315 .89940 .89569 .89200 .88835 .88474 .88116 .87760 
104 .91504 .91138 .90775 .90415 .90058 .89704 .89354 .89006 .88661 .88319 

105 .92027 .91681 .91337 .90996 .90658 .90322 .89989 .89659 .89331 .89006 
106 .92763 .92445 .92130 .91816 .91506 .91197 .90890 .90586 .90284 .89983 
107 .93799 .93523 .93249 .92977 .92707 .92438 .92170 .91905 .91641 .91378 
108 .95429 .95223 .95018 .94814 .94611 .94409 .94208 .94008 .93809 .93611 
109 .97985 .97893 .97801 .97710 .97619 .97529 .97438 .97348 .97259 .97170 

TABLE S 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 6.2% 6.4% 6.6% 6.8% 7.0% 7.2% 7.4% 7.6% 7.8% 8.0% 

0 .03535 .03349 .03183 .03035 .02902 .02783 .02676 .02579 .02492 .02413 
1 .02486 .02292 .02119 .01963 .01824 .01699 .01587 .01486 .01395 .01312 
2 .02547 .02345 .02164 .02002 .01857 .01727 .01609 .01504 .01408 .01321 
3 .02640 .02429 .02241 .02073 .01921 .01785 .01662 .01552 .01451 .01361 
4 .02753 .02535 .02339 .02163 .02005 .01863 .01735 .01619 .01514 .01418 

5 .02883 .02656 .02453 .02269 .02105 .01956 .01822 .01700 .01590 .01490 
6 .03026 .02790 .02578 .02387 .02215 .02060 .01919 .01792 .01677 .01572 
7 .03180 .02935 .02714 .02515 .02336 .02174 .02027 .01894 .01773 .01664 
8 .03347 .03092 .02863 .02656 .02469 .02300 .02146 .02007 .01881 .01766 
9 .03528 .03263 .03025 .02810 .02615 .02438 .02278 .02133 .02000 .01880 

10 .03723 .03449 .03201 .02977 .02774 .02590 .02423 .02271 .02133 .02006 
11 .03935 .03650 .03393 .03160 .02949 .02757 .02583 .02424 .02279 .02147 
12 .04160 .03865 .03598 .03356 .03136 .02936 .02755 .02589 .02438 .02299 
13 .04394 .04088 .03811 .03560 .03331 .03123 .02934 .02761 .02603 .02458 
14 .04629 .04312 .04025 .03764 .03527 .03311 .03113 .02933 .02768 .02617 
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Section 7520 
TABLE S-Continued 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 6.2070 6.4% 6.6% 6.8% 7.0% 7.2% 7.4% 7.6% 7.8% 8.0% 

15 .04864 .04536 .04238 .03968 .03721 .03496 .03290 .03103 .02930 .02773 
16 .05099 .04759 .04451 .04170 .03913 .03679 .03466 .03270 .03090 .02926 
17 .05333 .04982 .04662 .04370 .04104 .03861 .03638 .03434 .03247 .03075 
18 .05570 .05207 .04875 .04573 .04296 .04044 .03812 .03599 .03404 .03225 
19 .05814 .05438 .05095 .04781 .04494 .04231 .03990 .03769 .03565 .03378 

20 .06065 .05677 .05321 .04996 .04698 .04424 .04173 .03943 .03731 .03535 
21 .06325 .05922 .05554 .05217 .04907 .04623 .04362 .04122 .03901 .03697 
22 .06594 .06178 .05797 .05447 .05126 .04831 .04559 .04309 .04078 .03865 
23 .06876 .06446 .06051 .05688 .05355 .05048 .04766 .04505 .04265 .04042 
24 .07174 .06729 .06321 .05945 .05599 .05281 .04987 .04715 .04465 .04233 

25 .07491 .07031 .06609 .06219 .05861 .05530 .05224 .04941 .04680 .04438 
26 .07830 .07355 .06918 .06515 .06142 .05799 .05481 .05187 .04915 .04662 
27 .08192 .07702 .07250 .06832 .06446 .06090 .05759 .05454 .05170 .04906 
28 .08577 .08071 .07603 .07171 .06772 .06402 .06059 .05740 .05445 .05170 
29 .08986 .08464 .07981 .07534 .07120 .06736 .06380 .06049 .05742 .05456 

30 .09420 .08882 .08383 .07921 .07492 .07095 .06725 .06381 .06061 .05763 
31 .09881 .09327 .08812 .08335 .07891 .07479 .07095 .06738 .06405 .06095 
32 .10369 .09797 .09267 .08774 .08315 .07888 .07491 .07120 .06774 .06451 
33 .10885 .10297 .09750 .09241 .08767 .08325 .07913 .07529 .07170 .06834 
34 .11430 .10824 .10261 .09736 .09246 .08790 .08363 .07964 .07592 .07243 

35 .12002 .11380 .10800 .10259 .09754 .09282 .08841 .08428 .08041 .07679 
36 .12602 .11963 .11366 .10809 .10288 .09800 .09344 .08917 .08516 .08140 
37 .13230 .12574 .11961 .11387 .10850 .10347 .09876 .09433 .09018 .08628 
38 .13887 .13214 .12584 .11994 .11441 .10922 .10436 .09978 .09549 .09145 
39 .14573 .13883 .13237 .12630 .12061 .11527 .11025 .10553 .10109 .09690 

40 .15290 .14583 .13920 .13297 .12712 .12162 .11644 .11157 .10698 .10266 
41 .16036 .15312 .14633 .13994 .13393 .12827 .12294 .11792 .11318 .10871 
42 .16810 .16071 .15375 .14720 .14103 .13522 .12973 .12456 .11967 .11505 
43 .17614 .16858 .16146 .15475 .14842 .14245 .13682 .13149 .12645 .12169 
44 .18447 .17675 .16948 .16261 .15613 .15000 .14421 .13873 .13355 .12864 

45 .19310 .18524 .17780 .17078 .16414 .15787 .15192 .14630 .14096 .13591 
46 .20204 .19402 .18644 .17926 .17247 .16604 .15995 .15418 .14870 .14350 
47 .21128 .20311 .19538 .18806 .18112 .17454 .16830 .16238 .15676 .15141 
48 .22080 .21249 .20462 .19716 .19007 .18335 .17696 .17090 .16513 .15964 
49 .23059 .22214 .21413 .20653 .19930 .19244 .18591 .17970 .17379 .16816 

50 .24063 .23206 .22391 .21617 .20881 .20180 .19514 .18879 .18274 .17697 
51 .25095 .24225 .23398 .22610 .21861 .21147 .20466 .19818 .19199 .18609 
52 .26157 .25275 .24436 .23636 .22874 .22147 .21453 .20791 .20159 .19556 
53 .27249 .26357 .25505 .24694 .23919 .23180 .22474 .21799 .21154 .20537 
54 .28369 .27466 .26604 .25782 .24995 .24244 .23526 .22839 .22181 .21552 

55 .29518 .28605 .27734 .26900 .26103 .25341 .24611 .23912 .23243 .22601 
56 .30695 .29774 .28893 .28050 .27242 .26469 .25728 .25019 .24338 .23685 
57 .31902 .30973 .30084 .29232 .28415 .27632 .26881 .26161 .25469 .24805 
58 .33138 .32203 .31306 .30446 .29621 .28829 .28069 .27339 .26637 .25962 
59 .34402 .33461 .32558 .31691 .30859 .30059 .29290 .28550 .27839 .27155 
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Section 7520 
TABLE S-Continued 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 6.2"70 6.4% 6.6% 6.8% 7.0% 7.2% 7.4% 7.6% 7.8% 8.0% 

60 .35690 .34745 .33836 .32963 .32124 .31317 .30540 .29792 .29073 .28379 
61 .36999 .36050 .35137 .34259 .33414 .32601 .31817 .31062 .30334 .29633 
62 .38325 .37374 .36458 .35576 .34726 .33907 .33117 .32356 .31621 .30912 
63 .39669 .38717 .37799 .36913 .36060 .35236 .34441 .33674 .32933 .32217 
64 .41031 .40078 .39159 .38272 .37415 .36588 .35789 .35016 .34270 .33548 

65 .42416 .41464 .40545 .39656 .38798 .37968 .37166 .36390 .35639 .34912 
66 .43825 .42876 .41958 .41070 .40211 .39380 .38576 .37797 .37043 .36312 
67 .45260 .44315 .43399 .42513 .41655 .40824 .40019 .39238 .38482 .37749 
68 .46720 .45779 .44868 .43985 .43129 .42299 .41494 .40713 .39956 .39221 
69 .48197 .47263 .46357 .45478 .44625 .43798 .42995 .42215 .41458 .40722 

70 .49686 .48760 .47861 .46988 .46140 .45316 .44516 .43738 .42983 .42248 
71 .51182 .50265 .49374 .48508 .47666 .46847 .46051 .45276 .44523 .43790 
72 .52685 .51778 .50896 .50038 .49203 .48390 .47599 .46829 .46079 .45349 
73 .54194 .53298 .52426 .51578 .50751 .49946 .49161 .48397 .47652 .46926 
74 .55714 .54832 .53972 .53134 .52317 .51520 .50744 .49986 .49247 .48527 

75 .57250 .56382 .55536 .54710 .53904 .53118 .52351 .51601 .50870 .50156 
76 .58803 .57951 .57120 .56308 .55515 .54740 .53984 .53245 .52522 .51817 
77 .60369 .59535 .58720 .57923 .57144 .56383 .55639 .54912 .54200 .53504 
78 .61942 .61126 .60329 .59549 .58787 .58040 .57310 .56596 .55896 .55212 
79 .63508 .62713 .61935 .61174 .60428 .59698 .58983 .58283 .57597 .56925 

80 .65059 .64285 .63527 .62785 .62058 .61345 .60646 .59961 .59290 .58632 
81 .66579 .65827 .65090 .64368 .63659 .62965 .62283 .61615 .60959 .60316 
82 .68061 .67332 .66616 .65914 .65226 .64550 .63886 .63235 .62595 .61968 
83 .69499 .68793 .68099 .67418 .66749 .66092 .65447 .64813 .64191 .63579 
84 .70896 .70213 .69541 .68881 .68233 .67595 .66969 .66353 .65748 .65153 

85 .72256 .71596 .70947 .70308 .69681 .69063 .68456 .67859 .67271 .66693 
86 .73569 .72931 .72305 .71688 .71081 .70484 .69896 .69318 .68748 .68188 
87 .74818 .74204 .73599 .73003 .72417 .71839 .71271 .70711 .70159 .69616 
88 .76011 .75419 .74836 .74261 .73695 .73137 .72588 .72046 .71512 .70986 
89 .77169 .76599 .76037 .75484 .74938 .74400 .73870 .73347 .72831 .72323 

90 .78302 .77755 .77215 .76683 .76158 .75640 .75129 .74625 .74128 .73638 
91 .79395 .78870 .78352 .77842 .77337 .76840 .76349 .75864 .75385 .74913 
92 .80423 .79920 .79423 .78933 .78449 .77971 .77499 .77033 .76572 .76118 
93 .81377 .80894 .80417 .79946 .79481 .79022 .78568 .78120 .77677 .77239 
94 .82247 .81784 .81325 .80873 .80425 .79983 .79547 .79115 .78688 .78266 

95 .83033 .82586 .82145 .81709 .81278 .80852 .80431 .80014 .79602 .79195 
96 .83729 .83298 .82872 .82451 .82034 .81622 .81215 .80812 .80414 .80019 
97 .84361 .83944 .83532 .83124 .82721 .82322 .81927 .81537 .81151 .80769 
98 .84929 .84525 .84126 .83730 .83339 .82952 .82569 .82190 .81815 .81443 

99 .85454 .85062 .84674 .84290 .83910 .83534 .83161 .82792 .82427 .82066 

100 .85942 .85561 .85184 .84810 .84440 .84074 .83711 .83352 .82997 .82644 

101 .86408 .86037 .85670 .85306 .84946 .84589 .84236 .83886 .83539 .83196 

102 .86894 .86534 .86177 .85823 .85473 .85126 .84782 .84442 .84104 .83770 

103 .87408 .87060 .86714 .86371 .86032 .85695 .85362 .85031 .84703 .84378 

104 .87980 .87644 .87311 .86980 .86653 .86328 .86005 .85686 .85369 .85054 
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Section 7520 
TABLE S-Continued 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

t\PPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

-------

AGE 6.2070 6.4070 6.6070 6.8070 7.0070 7.2070 7.4070 7.6070 7.8070 8.0% 
-----~. 

105 .88684 .88363 .88046 .87731 .87418 .87108 .86800 .86494 .86191 .85890 
106 .89685 .89389 .89095 .88804 .88514 .88226 .87940 .87656 .87374 .87094 
107 .91117 .90858 .90600 .90344 .90089 .89836 .89584 .89334 .89085 .88838 
108 .93414 .93217 .93022 .92828 .92634 .92442 .92250 .92060 .91870 .91681 
109 .97081 .96992 .96904 .96816 .96729 .96642 .96555 .96468 .96382 .96296 

TABLE S 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 8.2070 8.4070 8.6070 8.8070 9.0070 9.2070 9.4070 9.6070 9.8070 10.0070 

0 .02341 .02276 .02217 .02163 .02114 .02069 .02027 .01989 .01954 .01922 
1 .01237 .01170 .01108 .01052 .01000 .00953 .00910 .00871 .00834 .00801 
2 .01243 .01172 .01107 .01048 .00994 .00944 .00899 .00857 .00819 .00784 
3 .01278 .01203 .01135 .01073 .01016 .00964 .00916 .00872 .00832 .00795 
4 .01332 .01253 .01182 .01116 .01056 .01001 .00951 .00904 .00862 .00822 

5 .01400 .01317 .01241 .01172 .01109 .01051 .00998 .00949 .00904 .00862 
6 .01477 .01390 .01310 .01238 .01171 .01110 .01054 .01002 .00954 .00910 
7 .01563 .01472 .01389 .01312 .01242 .01178 .01118 .01064 .01013 .00966 
8 .01660 .01564 .01477 .01396 .01322 .01254 .01192 .01134 .01081 .01031 
9 .01770 .01669 .01577 .01492 .01414 .01342 .01276 .01216 .01159 .01107 

10 .01891 .01785 .01688 .01599 .01517 .01442 .01372 .01308 .01249 .01194 
11 .02026 .01915 .01814 .01720 .01634 .01555 .01481 .01414 .01351 .01293 
12 .02173 .02056 .01950 .01852 .01761 .01678 .01601 .01529 .01463 .01402 
13 .02326 .02204 .02092 .01989 .01895 .01807 .01726 .01651 .01582 .01517 
14 .02478 .02351 .02234 .02126 .02027 .01935 .01850 .01771 .01698 .01630 

15 .02628 .02495 .02372 .02259 .02155 .02058 .01969 .01886 .01810 .01738 
16 .02774 .02635 .02507 .02388 .02279 .02178 .02084 .01997 .01917 .01842 
17 .02917 .02772 .02637 .02513 .02399 .02293 .02194 .02103 .02018 .01940 
18 .03059 .02907 .02767 .02637 .02517 .02406 .02302 .02207 .02118 .02035 
19 .03205 .03046 .02899 .02763 .02637 .02521 .02412 .02312 .02218 .02131 

20 .03355 .03188 .03035 .02892 .02760 .02638 .02524 .02419 .02320 .02229 
21 .03509 .03334 .03173 .03024 .02886 .02758 .02638 .02527 .02424 .02328 
22 .03669 .03487 .03318 .03162 .03017 .02882 .02757 .02640 .02532 .02430 
23 .03837 .03646 .03470 .03306 .03154 .03013 .02881 .02759 .02644 .02538 
24 .04018 .03819 .03634 .03463 .03303 .03155 .03016 .02888 .02767 .02655 

25 .04214 .04006 .03812 .03633 .03465 .03309 .03164 .03029 .02902 .02784 
26 .04428 .04210 .04008 .03820 .03644 .03481 .03328 .03186 .03052 .02928 
27 .04662 .04434 .04223 .04025 .03841 .03670 .03509 .03360 .03219 .03088 
28 .04915 .04677 .04456 .04249 .04056 .03876 .03708 .03550 .03403 .03264 
29 .05189 .04941 .04709 .04493 .04291 .04102 .03925 .03760 .03604 .03458 
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Section 7520 

TABLE S-Continued 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 8.2070 8.4% 8.6% 8.8% 9.0% 9.2% 9.4% 9.6% 9.8% 10.0% 

30 .05485 .05226 .04984 .04757 .04546 .04348 .04162 .03988 .03825 .03671 
31 .05805 .05535 .05282 .05045 .04824 .04616 .04421 .04238 .04067 .03905 
32 .06149 .05867 .05603 .05356 .05124 .04906 .04702 .04510 .04329 .04160 
33 .06520 .06226 .05950 .05692 .05449 .05221 .05007 .04806 .04616 .04438 
34 .06916 .06609 .06322 .06052 .05799 .05560 .05336 .05125 .04926 .04738 

35 .07339 .07020 .06720 .06439 .06174 .05925 .05690 .05469 .05260 .05063 
36 .07787 .07455 .07143 .06850 .06573 .06313 .06068 .05836 .05617 .05411 
37 .08262 .07917 .07593 .07287 .06999 .06727 .06470 .06228 .05999 .05783 
38 .08765 .08407 .08069 .07751 .07451 .07167 .06899 .06646 .06407 .06180 
39 .09296 .08925 .08574 .08243 .07931 .07635 .07356 .07092 .06841 .06604 

40 .09858 .09472 .09109 .08765 .08440 .08132 .07841 .07565 .07303 .07055 
41 .10449 .10050 .09673 .09316 .08978 .08658 .08355 .08067 .07794 .07535 
42 .11069 .10656 .10265 .09895 .09544 .09212 .08896 .08596 .08312 .08041 
43 .11718 .11291 .10887 .10503 .10140 .09794 .09466 .09154 .08858 .08576 
44 .12399 .11958 .11540 .11143 .10766 .10407 .10067 .09743 .09434 .09141 

45 .13111 .12656 .12224 .11814 .11423 .11052 .10699 .10362 .10042 .09736 
46 .13856 .13387 .12941 .12516 .12113 .11728 .11362 .11013 .10680 .10363 
47 .14633 .14150 .13690 .13252 .12835 .12438 .12059 .11697 .11352 .11022 
48 .15442 .14945 .14471 .14020 .13589 .13179 .12787 .12412 .12055 .11713 
49 .16280 .15769 .15281 .14816 .14373 .13949 .13544 .13157 .12787 .12433 

50 .17147 .16622 .16121 .15643 .15186 .14749 .14331 .13931 .13548 .13182 
51 .18045 .17507 .16993 .16501 .16030 .15580 .15150 .14737 .14342 .13963 
52 .18979 .18427 .17899 .17394 .16911 .16448 .16004 .15579 .15172 .14780 
53 .19947 .19383 .18842 .18324 .17828 .17352 .16896 .16458 .16038 .15635 
54 .20950 .20372 .19819 .19288 .18779 .18291 .17822 .17372 .16940 .16524 

55 .21986 .21397 .20831 .20288 .19767 .19266 .18785 .18322 .17878 .17450 
56 .23058 .22457 .21879 .21324 .20791 .20278 .19785 .19310 .18854 .18414 
57 .24167 .23554 .22965 .22399 .21854 .21329 .20824 .20338 .19870 .19419 
58 .25314 .24690 .24090 .23512 .22956 .22420 .21904 .21407 .20927 .20464 
59 .26497 .25863 .25252 .24664 .24097 .23550 .23023 .22515 .22024 .21551 

60 .27712 .27068 .26448 .25849 .25272 .24716 .24178 .23659 .23158 .22674 
61 .28956 .28304 .27674 .27067 .26480 .25913 .25366 .24837 .24325 .23831 
62 .30228 .29567 .28929 .28312 .27717 .27141 .26584 .26045 .25524 .25020 
63 .31525 .30857 .30211 .29586 .28982 .28397 .27832 .27284 .26754 .26240 
64 .32851 .32176 .31522 .30890 .30278 .29685 .29111 .28555 .28016 .27493 

65 .34209 .33528 .32868 .32229 .31610 .31010 .30429 .29865 .29317 .28787 
66 .35604 .34918 .34253 .33609 .32983 .32377 .31788 .31217 .30663 .30124 
67 .37037 .36347 .35678 .35028 .34398 .33786 .33191 .32614 .32053 .31508 
68 .38508 .37815 .37142 .36489 .35854 .35237 .34638 .34055 .33488 .32937 
69 .40008 .39313 .38638 .37982 .37344 .36724 .36120 .35533 .34961 .34405 

70 .41533 .40838 .40162 .39504 .38864 .38241 .37634 .37043 .36468 .35907 
71 .43076 .42382 .41705 .41047 .40405 .39780 .39171 .38578 .38000 .37436 
72 .44638 .43945 .43269 .42611 .41969 .41344 .40733 .40138 .39558 .38991 
73 .46218 .45527 .44854 .44197 .43556 .42931 .42321 .41725 .41143 .40575 
74 .47823 .47137 .46466 .45812 .45173 .44549 .43940 .43345 .42763 .42195 
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Section 7520 
TABLE S-Continued 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 8.2OJo 8.4OJo 8.6OJo 8.8OJo 9.0OJo 9.2OJo 9.4OJo 9.6OJo 9.8OJo 1O.0OJo 

75 .49459 .48777 .48112 .47462 .46826 .46205 .45598 .45004 .44424 .43856 
76 .51127 .50452 .49793 .49148 .48517 .47900 .47297 .46706 .46129 .45563 
77 .52823 .52157 .51505 .50867 .50243 .49632 .49033 .48447 .47873 .47311 
78 .54541 .53885 .53242 .52613 .51996 .51392 .50800 .50220 .49652 .49094 
79 .56267 .55621 .54989 .54369 .53762 .53166 .52582 .52009 .51448 .50897 

80 .57987 .57354 .56733 .56125 .55527 .54941 .54366 .53802 .53248 .52705 
81 .59685 .59065 .58457 .57860 .57274 .56699 .56134 .55579 .55035 .54499 
82 .61351 .60746 .60151 .59567 .58993 .58429 .57875 .57331 .56796 .56270 
83 .62978 .62387 .61806 .61236 .60675 .60123 .59581 .59047 .58523 .58007 
84 .64567 .63992 .63426 .62869 .62321 .61783 .61253 .60731 .60218 .59713 

85 .66125 .65565 .65014 .64472 .63938 .63413 .62896 .62387 .61886 .61392 
86 .67636 .67092 .66557 .66030 .65511 .65000 .64496 .64000 .63511 .63030 
87 .69081 .68554 .68034 .67522 .67018 .66520 .66031 .65548 .65071 .64602 
88 .70468 .69957 .69453 .68956 .68466 .67983 .67507 .67037 .66574 .66117 
89 .71821 .71326 .70838 .70357 .69882 .69414 .68952 .68495 .68045 .67601 

90 .73153 .72676 .72204 .71739 .71280 .70827 .70379 .69938 .69502 .69071 
91 .74447 .73986 .73532 .73083 .72640 .72202 .71770 .71343 .70921 .70504 
92 .75669 .75225 .74787 .74354 .73927 .73504 .73087 .72674 .72267 .71864 
93 .76807 .76379 .75957 .75540 .75127 .74719 .74317 .73918 .73524 .73135 
94 .77849 .77437 .77030 .76627 .76229 .75835 .75446 .75061 .74680 .74303 

95 .78792 .78394 - .78001 .77611 .77226 .76845 .76468 .76096 .75727 .75362 
96 .79630 .79244 .78863 .78485 .78112 .77742 .77377 .77015 .76657 .76303 
97 .80391 .80016 .79646 .79280 .78917 .78559 .78203 .77852 .77504 .77160 
98 .81076 .80712 .80352 .79996 .79643 .79294 .78948 .78606 .78267 .77931 
99 .81709 .81354 .81004 .80657 .80313 .79972 .79635 .79302 .78971 .78644 

100 .82296 .81950 .81609 .81270 .80934 .80602 .80273 .79947 .79624 .79304 
101 .82855 .82518 .82185 .81854 .81526 .81201 .80880 .80561 .80245 .79932 
102 .83438 .83110 .82785 .82462 .82142 .81826 .81512 .81200 .80892 .80586 
103 .84056 .83737 .83420 .83106 .82795 .82487 .82181 .81878 .81577 .81279 
104 .84743 .84433 .84127 .83822 .83521 .83221 .82924 .82630 .82338 .82048 

105 .85591 .85295 .85001 .84709 .84419 .84132 .83846 .83563 .83282 .83003 
106 .86816 .86540 .86266 .85993 .85723 .85454 .85187 .84922 .84659 .84397 
107 .88592 .88348 .88105 .87863 .87623 .87384 .87147 .86911 .86676 .86443 
108 .91493 .91306 .91119 .90934 .90749 .90566 .90383 .90201 .90020 .89840 
109 .96211 .96125 .96041 .95956 .95872 .95788 .95704 .95620 .95537 .95455 
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Section 7520 

TABLE S 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 10.2070 10.4% 10.6% 10.8% 11.0% 11.2% 11.4% 11.6% 11.8% 12.0% 

0 .01891 .01864 .01838 .01814 .01791 .01770 .01750 .01732 .01715 .01698 
1 .00770 .00741 .00715 .00690 .00667 .00646 .00626 .00608 .00590 .00574 
2 .00751 .00721 .00693 .00667 .00643 .00620 .00600 .00580 .00562 .00544 
3 .00760 .00728 .00699 .00671 .00646 .00622 .00600 .00579 .00560 .00541 
4 .00786 .00752 .00721 .00692 .00665 .00639 .00616 .00594 .00573 .00554 

5 .00824 .00788 .00755 .00724 .00695 .00668 .00643 .00620 .00598 .00578 
6 .00869 .00832 .00796 .00764 .00733 .00705 .00678 .00654 .00630 .00608 
7 .00923 .00883 .00846 .00811 .00779 .00749 .00720 .00694 .00669 .00646 
8 .00986 .00943 .00904 .00867 .00833 .00801 .00771 .00743 .00716 .00692 
9 .01059 .01014 .00972 .00933 .00897 .00863 .00831 .00801 .00773 .00747 

10 .01142 .01095 .01051 .01009 .00971 .00935 .00901 .00869 .00840 .00812 
11 .01239 .01189 .01142 .01098 .01057 .01019 .00983 .00950 .00918 .00889 
12 .01345 .01292 .01243 .01197 .01154 .01113 .01075 .01040 .01007 .00975 
13 .01457 .01401 .01349 .01300 .01255 .01212 .01172 .01135 .01100 .01067 
14 .01567 .01508 .01453 .01402 .01354 .01309 .01267 .01227 .01190 .01155 

15 .01672 .01610 .01552 .01498 .01448 .01400 .01356 .01314 .01275 .01238 
16 .01772 .01707 .01646 .01589 .01536 .01486 .01439 .01396 .01354 .01315 
17 .01866 .01798 .01734 .01674 .01618 .01566 .01516 .01470 .01427 .01386 
18 .01958 .01886 .01818 .01755 .01697 .01641 .01590 .01541 .01495 .01452 
19 .02050 .01974 .01903 .01837 .01775 .01717 .01662 .01611 .01563 .01517 

20 .02143 .02064 .01989 .01919 .01854 .01793 .01735 .01681 .01630 .01582 
21 .02238 .02154 .02075 .02002 .01933 .01868 .01807 .01750 .01696 .01646 
22 .02336 .02247 .02164 .02087 .02014 .01946 .01882 .01821 .01764 .01711 
23 .02438 .02345 .02257 .02176 .02099 .02027 .01959 .01895 .01835 .01778 
24 .02550 .02451 .02359 .02273 .02192 .02115 .02044 .01976 .01913 .01853 

25 .02673 .02569 .02472 .02381 .02295 .02214 .02138 .02067 .01999 .01936 
26 .02811 .02701 .02598 .02502 .02411 .02326 .02246 .02170 .02098 .02031 
27 .02965 .02849 .02741 .02639 .02543 .02452 .02367 .02287 .02211 .02140 
28 .03134 .03013 .02898 .02790 .02689 .02593 .02503 .02418 .02338 .02262 
29 .03322 .03193 .03072 .02958 .02851 .02750 .02654 .02564 .02479 .02398 

30 .03527 .03391 .03264 .03143 .03030 .02923 .02821 .02726 .02635 .02550 
31 .03753 .03610 .03475 .03348 .03228 .03115 .03008 .02907 .02811 .02720 
32 .04000 .03849 .03707 .03573 .03446 .03326 .03213 .03105 .03004 .02907 
33 .04269 .04111 .03961 .03819 .03685 .03558 .03438 .03325 .03217 .03115 
34 .04561 .04394 .04236 .04087 .03946 .03812 .03685 .03565 .03451 .03342 

35 .04877 .04702 .04535 .04378 .04229 .04087 .03953 .03826 .03706 .03591 
36 .05215 .05031 .04856 .04690 .04533 .04384 .04242 .04108 .03980 .03859 
37 .05578 .05384 .05200 .05025 .04860 .04703 .04553 .04411 .04276 .48 
38 .05965 .05761 .05568 .05385 .05211 .05045 .04888 .04738 .04595 .04460 

39 .06379 .06165 .05962 .05770 .05587 .05412 .05247 .05089 .04939 .04795 

40 .06820 .06596 .06383 .06181 .05989 .05806 .05631 .05465 .05307 .05155 

41 .07288 .07054 .06832 .06620 .06418 .06226 .06042 .05868 .05701 .05541 

42 .07784 .07539 .07306 .07085 .06873 .06671 .06479 .06295 .06119 .05952 

43 .08308 .08052 .07808 .07576 .07355 .07143 .06941 .06748 .06564 .06387 

44 .08861 .08594 .08340 .08097 .07865 .07644 .07432 .07230 .07036 .06851 
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Section 7520 
TABLE S-Continued 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 10.2070 10.4070 10.6070 10.8070 11.0070 11.2070 11.4070 11.6070 11.8070 12.0070 

45 .09445 .09167 .08901 .08648 .08406 .08174 .07953 .07741 .07538 .07343 
46 .10060 .09770 .09494 .09230 .08977 .08735 .08503 .08281 .08068 .07865 
47 .10707 .10406 .10119 .09843 .09579 .09327 .09085 .08853 .08630 .08417 
48 .11386 .11073 .10774 .10487 .10213 .09949 .09697 .09455 .09222 .08999 
49 .12094 .11769 .11458 .11160 .10874 .10600 .10337 .10084 .09842 .09609 

50 .12831 .12494 .12172 .11862 .11565 .11280 .11006 .10743 .10490 .10247 
51 .13600 .13251 .12917 .12596 .12288 .11991 .11706 .11432 .11169 .10915 
52 .14405 .14044 .13698 .13366 .13046 .12738 .12442 .12157 .11883 .11619 
53 .15247 .14875 .14517 .14172 .13841 .13522 .13215 .12919 .12635 .12360 
54 .16124 .15740 .15370 .15014 .14671 .14341 .14023 .13717 .13421 .13136 

55 .17039 .16642 .16261 .15893 .15539 .15198 .14868 .14551 .14244 .13948 
56 .17991 .17583 .17190 .16811 .16445 .16092 .15752 .15423 .15106 .14799 
57 .18984 .18564 .18160 .17769 .17392 .17029 .16677 .16338 .16010 .15692 
58 .20018 .19587 .19172 .18770 .18382 .18007 .17645 .17295 .16956 .16628 
59 .21093 .20652 .20225 .19812 .19414 .19028 .18655 .18294 .17945 .17606 

60 .22206 .21753 .21316 .20893 .20483 .20087 .19703 .19332 .18972 .18624 
61 .23353 .22890 .22442 .22009 .21589 .21182 .20788 .20407 .20037 .19678 
62 .24532 .24059 .23601 .23158 .22728 .22311 .21907 .21515 .21135 .20767 
63 .25742 .25260 .24793 .24339 .23900 .23473 .23060 .22658 .22268 .21890 
64 .26987 .26495 .26019 .25556 .25107 .24671 .24248 .23837 .23438 .23050 

65 .28271 .27771 .27286 .26815 .26357 .25912 .25480 .25059 .24651 .24254 
66 .29601 .29093 .28600 .28120 .27654 .27200 .26760 .26331 .25913 .25507 
67 .30978 .30462 .29961 .29474 .29000 .28539 .28090 .27653 .27227 .26813 
68 .32401 .31879 .31371 .30877 .30396 .29927 .29471 .29027 .28593 .28171 
69 .33863 .33336 .32822 .32322 .31835 .31359 .30896 .30445 .30005 .29576 

70 .35361 .34829 .34310 .33804 .33311 .32830 .32361 .31903 .31457 .31021 
71 .36886 .36349 .35826 .35316 .34818 .34332 .33858 .33394 .32942 .32500 
72 .38439 .37899 .37373 .36858 .36356 .35866 .35387 .34919 .34461 .34015 
73 .40021 .39479 .38950 .38432 .37927 .37433 .36950 .36478 .36016 .35565 
74 .41639 .41096 .40565 .40046 .39538 .39042 .38556 .38081 .37616 .37161 

75 .43301 .42758 .42226 .41706 .41198 .40699 .40212 .39734 .39267 .38809 
76 .45009 .44467 .43937 .43417 .42908 .42410 .41921 .41443 .40974 .40514 
77 .46761 .46221 .45693 .45175 .44667 .44170 .43682 .43203 .42734 .42274 
78 .48548 .48013 .47488 .46973 .46468 .45972 .45486 .45009 .44541 .44082 
79 .50356 .49826 .49306 .48795 .48294 .47802 .47319 .46845 .46379 .45922 

80 .52171 .51647 .51133 .50628 .50132 .49644 .49166 .48695 .48233 .47779 
81 .53974 .53457 .52950 .52451 .51961 .51479 .51006 .50541 .50083 .49633 
82 .55753 .55245 .54745 .54254 .53771 .53296 .52828 .52369 .51917 .51472 
83 .57500 .57001 .56510 .56026 .55551 .55083 .54623 .54170 .53724 .53285 
84 .59216 .58726 .58245 .57770 .57304 .56844 .56391 .55945 .55506 .55074 

85 .60906 .60428 .59956 .59492 .59034 .58583 .58139 .57702 .57270 .56845 
86 .62555 .62088 .61627 .61173 .60725 .60284 .59849 .59420 .58997 .58580 
87 .64139 .63683 .63233 .62790 .62352 .61921 .61495 .61076 .60661 .60253 
88 .65666 .65221 .64783 .64350 .63923 .63502 .63086 .62675 .62270 .61871 
89 .67163 .66730 .66304 .65882 .65466 .65055 .64650 .64249 .63854 .63463 

316 1994-2 C.B. 



Section 7520 

TABLE S-Continued 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 10.20/0 10.4% 10.6% 10.8% 11.0% 11.2% 11.4% 11.6% 11.8% 12.0% 

90 .68646 .68226 .67812 .67402 .66998 .66599 .66204 .65814 .65430 .65049 
91 .70093 .69686 .69285 .68888 .68496 .68108 .67725 .67347 .66973 .66604 
92 .71466 .71073 .70684 .70300 .69920 .69545 .69173 .68806 .68444 .68085 
93 .72750 .72370 .71994 .71622 .71254 .70890 .70530 .70174 .69822 .69474 
94 .73931 .73562 .73198 .72838 .72481 .72129 .71780 .71434 .71093 .70755 

95 .75001 .74644 .74291 .73941 .73595 .73253 .72914 .72579 .72247 .71919 
96 .75953 .75606 .75262 .74923 .74586 .74253 .73924 .73598 .73275 .72955 
97 .76819 .76481 .76147 .75816 .75489 .75165 .74844 .74526 .74211 .73899 
98 .77599 .77270 .76944 .76621 .76302 .75986 .75672 .75362 .75054 .74750 
99 .78319 .77998 .77680 .77365 .77053 .76744 .76437 .76134 .75833 .75535 

100 .78987 .78673 .78362 .78054 .77748 .77446 .77146 .76849 .76555 .76263 
101 .79622 .79315 .79010 .78708 .78409 .78113 .77819 .77528 .77239 .76953 
102 .80283 .79983 .79685 .79390 .79097 .78807 .78519 .78234 .77951 .77671 
103 .80983 .80690 .80399 .80111 .79825 .79541 .79260 .78981 .78705 .78430 
104 .81760 .81475 .81192 .80912 .80633 .80357 .80083 .79810 .79541 .79273 

105 .82726 .82451 .82178 .81907 .81638 .81371 .81106 .80843 .80582 .80322 
106 .84137 .83879 .83623 .83368 .83115 .82863 .82614 .82366 .82119 .81874 
107 .86211 .85981 .85751 .85523 .85297 .85071 .84847 .84624 .84403 .84182 
108 .89660 .89481 .89304 .89127 .88950 .88775 .88601 .88427 .88254 .88081 
109 .95372 .95290 .95208 .95126 .95045 .94964 .94883 .94803 .94723 .94643 

TABLE S 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 12.2% 12.4% 12.6% 12.8% 13.0% 13.2% 13.40/0 13.6% 13.8% 14.0% 

0 .01683 .01669 .01655 .01642 .01630 .01618 .01607 .01596 .01586 .01576 
1 .00559 .00544 .00531 .00518 .00506 .00494 .00484 .00473 .00464 .00454 
2 .00528 .00513 .00499 .00485 .00473 .00461 .00449 .00439 .00428 .00419 
3 .00524 .00508 .00493 .00479 .00465 .00453 .00441 .00429 .00419 .00408 
4 .00536 .00519 .00503 .00488 .00473 .00460 .00447 .00435 .00423 .00412 

5 .00558 .00540 .00523 .00507 .00492 .00477 .00464 .00451 .00439 .00427 
6 .00588 .00569 .00550 .00533 .00517 .00502 .00487 .00473 .00460 .00448 
7 .00624 .00604 .00584 .00566 .00549 .00532 .00517 .00502 .00488 .00475 
8 .00668 .00646 .00626 .00606 .00588 .00570 .00554 .00538 .00523 .00509 
9 .00722 .00699 .00677 .00656 .00636 .00617 .00600 .00583 .00567 .00552 

10 .00785 .00761 .00737 .00715 .00694 .00674 .00655 .00637 .00620 .00604 
11 .00861 .00835 .00810 .00786 .00764 .00743 .00723 .00704 .00686 .00668 
12 .00946 .00918 .00891 .00866 .00843 .00820 .00799 .00779 .00760 .00741 
13 .01035 .01006 .00978 .00951 .00927 .00903 .00880 .00859 .00839 .00819 
14 .01122 .01091 .01061 .01034 .01007 .00982 .00958 .00936 .00914 .00894 
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Section 7520 

TABLE S-Continued 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 12.2070 12.4070 12.6070 12.8070 13.0070 13.2070 13.4070 13.6070 13.8070 14.0070 

15 .01203 .01171 .01140 .01110 .01082 .01056 .01031 .01007 .00985 .00963 
16 .01279 .01244 .01211 .01181 .01151 .01123 .01097 .01072 .01048 .01025 
17 .01347 .01311 .01276 .01244 .01213 .01184 .01156 .01130 .01104 .01081 
18 .01411 .01373 .01336 .01302 .01270 .01239 .01210 .01182 .01155 .01130 
19 .01474 .01434 .01396 .01359 .01325 .01293 , .01262 .01233 .01205 .01178 

20 .01537 .01494 .01454 .01415 .01379 .01345 .01313 .01282 .01252 .01224 
21 .01598 .01553 .01510 .01470 .01432 .01396 .01361 .01329 .01298 .01268 
22 .01660 .01613 .01568 .01525 .01485 .01446 .01410 .01375 .01343 .01312 
23 .01725 .01674 .01627 .01581 .01539 .01498 .01460 .01423 .01388 .01355 
24 .01796 .01742 .01692 .01644 .01599 .01556 .01515 .01476 .01439 .01404 

25 .01876 .01819 .01765 .01714 .01666 .01621 .01577 .01536 .01497 .01460 
26 .01967 .01907 .01850 .01796 .01745 .01696 .01650 .01606 .01565 .01525 
27 .02072 .02008 .01948 .01890 .01836 .01784 .01735 .01688 .01644 .01601 
28 ,02190 .02122 .02057 .01996 .01938 .01883 .01831 .01781 .01734 .01689 
29 .02322 .02249 .02181 .02116 .02054 .01996 .01940 .01887 .01836 .01788 

30 .02469 .02392 .02319 .02250 .02184 .02122 .02062 .02006 .01952 .01900 
31 .02634 .02552 .02475 .02401 .02331 .02264 .02201 .02140 .02083 .02028 
32 .02816 .02729 .02647 .02568 .02494 .02423 .02355 .02291 .02229 .02170 
33 .03018 .02926 .02838 .02755 .02675 .02600 .02528 .02459 .02393 .02331 
34 .03239 .03142 .03048 .02960 .02875 .02795 .02718 .02645 .02575 .02508 

35 .03482 .03378 .03279 .03185 .03095 .03009 .02928 .02850 .02775 .02704 
36 .03743 .03633 .03528 .03428 .03333 .03242 .03155 .03072 .02992 .02916 
37 .04026 .03909 .03798 .03692 .03591 .03494 .03401 .03313 .03228 .03147 
38 .04330 .04207 .04089 .03977 .03869 .03767 .03668 .03574 .03484 .03398 
39 .04658 .04528 .04403 .04284 .04170 .04061 .03957 .03857 .03762 .03670 

40 .05011 .04873 .04741 .04615 .04495 .04379 .04269 .04163 .04061 .03964 
41 .05389 .05244 .05104 .04971 .04844 .04721 .04604 .04492 .04384 .04281 
42 .05791 .05638 .05491 .05350 .05216 .05086 .04962 .04844 .04729 .04620 
43 .06219 .06057 .05902 .05754 .05612 .05475 .05344 .05218 .05098 .04981 
44 .06673 .06503 .06340 .06184 .06034 .05890 .05752 .05619 .05491 .05368 

45 .07157 .06978 .06806 .06642 .06484 .06332 .06186 .06046 .05911 .05781 
46 .07669 .07481 .07301 .07128 .06962 .06802 .06649 .06501 .06358 .06221 
47 .08212 .08015 .07826 .07645 .07470 .07302 .07140 .06984 .06834 .06690 
48 .08784 .08578 .08380 .08190 .08006 .07830 .07660 .07496 .07338 .07186 
49 .09384 .09169 .08961 .08762 .08570 .08384 .08206 .08034 .07868 .07708 

50 .10013 .09787 .09570 .09361 .09160 .08966 .08779 .08598 .08424 .08256 
51 .10671 .10436 .10209 .09991 .09780 .09577 .09381 .09192 .09009 .08832 
52 .11365 .11120 .10883 .10655 .10435 .10222 .10017 .09819 .09628 .09442 
53 .12095 .11840 .11593 .11355 .11126 .10904 .10689 .10482 .10282 .10088 
54 .12860 .12595 .12338 .12090 .11851 .11619 .11396 .11179 .10970 .10767 

55 .13663 .13386 .13120 .12862 .12613 .12372 .12138 .11912 .11694 .11482 
56 .14503 .14217 .13940 .13672 .13413 .13162 .12919 .12683 .12456 .12235 
57 .15385 .15089 .14801 .14523 .14254 .13994 .13741 .13496 .13259 .13029 
58 .16311 .16004 .15706 .15418 .15139 .14868 .14606 .14352 .14105 .13866 
59 .17279 .16961 .16654 .16355 .16066 .15786 .15514 .15250 .14994 .14745 
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Section 7520 

TABLE S-Continued 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 12.21170 12.4% 12.6% 12.8% 13.0% 13.2% 13.4% 13.6% 13.8% 14.0% 

60 .18286 .17958 .17640 .17332 .17033 .16743 .16462 .16188 .15922 .15664 
61 .19330 .18992 .18665 .18347 .18038 .17738 .17447 .17164 .16889 .16622 
62 .20409 .20061 .19724 .19396 .19078 .18768 .18467 .18175 .17891 .17614 
63 .21522 .21165 .20818 .20480 .20152 .19833 .19523 .19221 .18928 .18642 
64 .22672 .22306 .21949 .21602 .21265 .20937 .20617 .20306 .20003 .19708 

65 .23867 .23491 .23125 .22769 .22423 .22085 .21757 .21437 .21125 .20821 
66 .25112 .24727 .24353 .23988 .23632 .23286 .22948 .22619 .22299 .21986 
67 .26409 .26016 .25633 .25260 .24896 .24541 .24195 .23857 .23528 .23206 
68 .27760 .27359 .26968 .26586 .26214 .25851 .25497 .25151 .24814 .24484 
69 .29157 .28748 .28350 .27961 .27581 .27211 '.26849 .26495 .26150 .25812 

70 .30596 .30181 .29775 .29379 .28992 .28614 .28245 .27884 .27532 .27187 
71 .32069 .31648 .31236 .30833 .30440 .30055 .29679 .29312 .28952 .28600 
72 .33578 .33151 .32733 .32325 .31925 .31535 .31152 .30778 .30412 .30054 
73 .35123 .34691 .34269 .33855 .33450 .33054 .32666 .32286 .31914 .31550 
74 .36715 .36279 .35852 .35434 .35024 .34623 .34230 .33845 .33468 .33098 

75 .38360 .37921 .37491 .37069 .36656 .36250 .35853 .35464 .35082 .34708 
76 .40064 .39623 .39190 .38765 .38349 .37941 .37540 .37148 .36762 .36384 
77 .41823 .41381 .40947 .40521 .40103 .39692 .39290 .38895 .38507 .38126 
78 .43632 .43189 .42755 .42329 .41910 .41499 .41095 .40698 .40309 .39926 
79 .45473 .45032 .44599 .44173 .43755 .43344 .42940 .42543 .42153 .41770 

80 .47333 .46894 .46463 .46040 .45623 .45213 .44811 .44414 .44025 .43642 
81 .49191 .48755 .48328 .47907 .47493 .47085 .46684 .46290 .45902 .45520 
82 .51034 .50603 .50179 .49762 .49351 .48947 .48549 .48157 .47772 .47392 
83 .52852 .52427 .52008 .51595 .51189 .50788 .50394 .50006 .49623 .49246 
84 .54648 .54228 .53815 .53407 .53006 .52610 .52221 .51836 .51458 .51084 

85 .56426 .56013 .55606 .55205 .54810 .54420 .54035 .53656 .53282 .52913 
86 .58169 .57764 .57364 .56970 .56581 .56197 .55818 .55445 .55076 .54713 
87 .59850 .59452 .59060 .58673 .58291 .57913 .57541 .57174 .56811 .56453 
88 .61476 .61086 .60702 .60322 .59947 .59577 .59212 .58851 .58494 .58142 
89 .63078 .62697 .62321 .61950 .61583 .61220 .60862 .60508 .60159 .59813 

90 .64674 .64302 .63935 .63573 .63215 .62861 .62511 .62165 .61823 .61485 
91 .66238 .65877 .65520 .65167 .64819 .64474 .64133 .63795 .63462 .63132 
92 .67730 .67379 .67032 .66689 .66350 .66014 .65682 .65354 .65029 .64708 
93 .69130 .68789 .68452 .68119 .67789 .67463 .67140 .66820 .66504 .66191 
94 .70421 .70090 .69762 .69438 .69118 .68800 .68486 .68175 .67867 .67563 

95 .71594 .71272 .70954 .70639 .70326 .70017 .69712 .69409 .69109 .68812 
96 .72638 .72325 .72014 .71707 .71403 .71101 .70803 .70507 .70215 .69925 
97 .73590 .73285 .72982 .72682 .72385 .72090 .71799 .71510 .71224 .70941 
98 .74448 .74149 .73853 .73560 .73269 .72981 .72696 .72414 .72134 .71856 
99 .75240 .74948 .74658 .74371 .74086 .73805 .73525 .73248 .72974 .72702 

100 .75974 .75687 .75403 .75121 .74842 .74566 .74292 .74020 .73751 .73484 

101 .76669 .76388 .76109 .75833 .75559 .75287 .75018 .74751 .74486 .74223 

102 .77393 .77117 .76844 .76573 .76304 .76037 .75773 .75511 .75251 .74993 
103 .78158 .77888 .77620 .77355 .77091 .76830 .76571 .76313 .76058 .75805 
104 .79007 .78743 .78482 .78222 .77964 .77709 .77455 .77203 .76953 .76705 
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Section 7520 

TABLE S-Continued 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 12.2070 12.4% 12.6% 12.8% 13.0% 13.2% l3.4070 l3.6070 l3.8070 14.0% 

105 .80065 .79809 .79556 .79304 .79054 .78805 .78559 .78314 .78071 .77829 
106 .81631 .8l389 .81149 .80911 .80674 .80438 .80204 .79972 .79741 .79511 
107 .83963 .83745 .83529 .83313 .83099 .82886 .82674 .82463 .82254 .82045 
108 .87910 .87739 .87569 .87400 .87232 .87064 .86897 .86731 .86566 .86401 
109 .94563 .94484 .94405 .94326 .94248 .94170 .94092 .94014 .93937 .93860 

(f) Effective date. This section is 
effective as of May 1, 1989. 

Par. 9. Section 1.642(c)-6A is fur
ther amended by revising the heading 
for Table G in newly designated para
graph (d)(4) to read as follows: 

§ 1.642(c)-6A Valuation of 
charitable remainder interests for 
which the valuation date is before 
May 1,1989. 

* * * * * 
(d) Present value of remainder in

terest dependent on the termination 
of one life in the case of transfers to 
pooled income funds made after No
vember 30, 1983, for which the valua
tion date is before May 1, 1989. 

* 
(4) *** 

TABLE G 

* * * * 

TABLE G-SINGLE LIFE, 
UNISEX-TABLE SHOWING THE 
PRESENT WORTH OF THE 
REMAINDER INTEREST IN 
PROPERTY TRANSFERRED TO A 
POOLED INCOME FUND 
HA VING THE YEARL Y RATE OF 
RETURN SHOWN-APPLICABLE 
FOR TRANSFERS AFTER 
NOVEMBER 30, 1983, AND 
BEFORE MAY 1, 1989 

* * * * * 
Par. 10. Section 1.664-1 is amend

ed as follows: 
1. Paragraph (a)(5)(ii)(b) is revised. 
2. Paragraphs (a)(5)(iv)(a) through 

(c) are revised and paragraph 
(a)(5)(iv)(d) is added. 

3. Paragraph (a)(6), the introducto
ry text, is revised. 

4. The authority citation at the end 
of the section is removed. 

5. The added and revised provi
sions read as follows: 
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§ 1.664-1 Charitable remainder 
trusts. 

(a) *** 
(5) *** 
(ii) *** 
(b) (1) In the case of transfers 

made after November 30, 1983, for 
which the valuation date is before 
May 1, 1989, a factor equal to 
1.000000 less the factor under the 
appropriate adjusted payout rate in 
column 2 of Table D in § 1.664-
4A(d)(6) opposite the number of 
years in column 1 between the date of 
death of the decedent and the date of 
the earlier of the death of the last 
recipient or the last day of such 
taxable year. 

(2) In the case of transfers for 
which the valuation date is after April 
30, 1989, a factor equal to 1.000000 
less the factor under the appropriate 
adjusted payout rate in Table D in 
§ 1. 664-4(e)(6) opposite the number 
of years in column 1 between the date 
of death of the decedent and the date 
of the earlier of the death of the last 
recipient or the last day of such 
taxable year. The appropriate adjust
ed payout rate is determined by using 
the appropriate Table F contained in 
§ 1.664-4(e)(6) for the sectiun 7520 
rate for the month of the valuation 
date. 

(3) If the number of years between 
the date of death and the date of the 
earlier of the death of the last recipi
ent or the last day of such taxable 
year is between periods for which 
factors are provided, a linear interpo
lation must be made. 

* * * * * 
(iv) *** 
(a) The section 7520 rate for the 

month in which the valuation date 
with respect to the transfer is (or one 
of the prior two months if elected 

under § 1.7520-2(b» after April 30, 
1989; 

(b) 10 percent for instruments exe
cuted or amended (other than in the 
case of a reformation under section 
2055(e)(3» on or after August 9, 
1984, and before May 1, 1989, and 
not subsequently amended; 

(c) 6 percent or 10 percent for 
instruments executed or amended 
(other than in the case of a reforma
tion under section 2055(e)(3» after 
October 24, 1983, and before August 
9, 1984; and 

(d) 6 percent for instruments exe
cuted before October 25, 1983, and 
not subsequently amended (other than 
in the case of a reformation under 
section 2055(e)(3». 

(6) Examples. The application of 
the rules in paragraphs (a)(4) and 
(a)(5) of this section require the use 
of actuarial factors contained in 
§ 1.664-4(e), § 1.664-4A(d), and 
former § 1.664-4(d) (as contained in 
the 26 CFR Part 1 edition revised as 
of April 1, 1994) and may be illus
trated by use of the following exam
ples: 

* * * * * 
Par. 11. Section 1.664-2 is amend-

ed as follows: 
1. Paragraph (c) is revised as set 

forth below. 
2. The authority citation at the end 

of the section is removed. 

§ 1.664-2 Charitable remainder 
annuity trust. 

* * * * * 
(c) Calculation of the fair market 

value of the remainder interest of a 
charitable remainder annuity trust. 
For purposes of sections 170, 2055, 
2106, and 2522, the fair market value 
of the remainder interest of a charit-



ble remainder annuity trust (as de
scribed in this section) is the net fair 
market value (as of the appropriate 
valuation date) of the property placed 
in trust less the present value of the 
annuity. For purposes of this section, 
valuation date means, in general, the 
date on which the property is trans
ferred to the trust by the donor 
regardless of when the trust is creat
ed. In the case of transfers to a 
charitable remainder annuity trust for 
which the valuation date is after April 
30, 1989, if an election is made under 
section 7520 and § 1.7520-2(b) to 
compute the present value of the 
charitable interest by use of the inter
est rate component for either of the 2 
months preceding the month in which 
the transfer is made, the month so 
elected is the valuation date for pur
poses of determining the interest rate 
and mortality tables. For purposes of 
section 2055 or 2106, the valuation 
date is the date of death unless the 
alternate valuation date is elected in 
accordance with section 2032, in 
which event, and within the limita
tions set forth in section 2032 and the 
regulations thereunder, the valuation 
date is the alternate valuation date. If 
the decedent's estate elects the alter
nate valuation date under section 
2032 and also elects, under section 
7520 and § 1. 7520-2(b), to use the 
interest rate component for one of 
the 2 months preceding the alternate 
valuation date, the month so elected 
is the valuation date for purposes of 
determining the interest rate and mor
tality tables. The present value of an 
annuity is computed under 
§ 20.2031-7(d) of this chapter (Estate 
Tax Regulations) for transfers for 
which the valuation date is after April 
30, 1989, or under § 20.2031-7 A(a) 
through (d) of this chapter, whichever 
is applicable, for transfers for which 
the valuation date is before May I, 
1989. See, however, § 1.7520-3(b) 
(relating to exceptions to the use of 
prescribed tables under certain cir
cumstances). If the valuation date of 
a transfer to a charitable remainder 
annuity trust is after April 30, 1989, 
and before June 10, 1994, a transfer
or can rely on Notice 89-24, 1989-1 
C.B. 660, or Notice 89-60, 1989-1 
C.B. 700 (See § 601.601(d)(2)(ii)(b) of 
this chapter), in valuing the trans
ferred interest. 

Par. 12. Immediately following 
§ 1.664-4 an undesignated center 

heading and § 1.664-4A are added to 
read as follows: 

Unitrust Actuarial Tables Applicable 
Before May 1, 1989 

§ 1.664-4A Valuation of charitable 
remainder interests for which the 
valuation date is before May 1, 1989. 

(a) Valuation of charitable remain
der interests for which the valuation 
date is before January 1, 1952. There 
was no provision for the qualification 
of a charitable remainder unitrust 
under section 664 until 1969. See 
§ 20.2031-7 A(a) of this chapter (Es
tate Tax Regulations) for the determi
nation of the present value of a 
charitable interest for which the valu
ation date is before January I, 1952. 

(b) Valuation of charitable remain
der interests for which the valuation 
date is after December 31, 1951, and 
before January 1, 1971. No charitable 
deduction is allowable for a transfer 
to a unitrust for which the valuation 
date is after the effective dates of the 
Tax Reform Act of 1969 unless the 
unitrust meets the requirements of 
section 664. See § 20.2031-7A(b) of 
this chapter (Estate Tax Regulations) 
for the determination of the present 
value of a charitable remainder inter
est for which the valuation date is 
after December 31, 1951, and before 
January I, 1971. 

(c) Valuation of charitable remain
der unitrusts having certain payout 
sequences for transfers for which the 
valuation date is after December 31, 
1970, and before December 1, 1983. 
For the determination of the present 
value of a charitable remainder uni
trust for which the valuation date is 
after December 31, 1970, and before 
December I, 1983, see § 20.2031-
7 A(c) of this chapter (Estate Tax 
Regulations) and former § 1. 664-4(d) 
(as contained in the 26 CFR Part 1 
edition revised as of April I, 1994). 

(d) Valuation of charitable remain
der unitrusts having certain payout 
sequences for transfers for which the 
valuation date is after November 30, 
1983, and before May 1, 1989-(1) In 
general. Except as otherwise provided 
in paragraph (d)(2) of this section, in 
the case of transfers made after No
vember 30, 1983, for which the valua
tion date is before May I, 1989, the 
present value of a remainder interest 
that is dependent on a term of years 
or the termination of the life of one 
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individual is determined under para
graphs (d)(3) through (d)(6) of this 
section, provided that the amount of 
the payout as of any payout date 
during any taxable year of the trust is 
not larger than the amount that the 
trust could distribute on such date 
under § 1.664-3(a)(1 )(v) if the taxable 
year of the trust were to end on such 
date. The present value of the re
mainder interest in the trust is deter
mined by computing the adjusted pa
yout rate (as defined in paragraph 
(d)(3) of this section) and following 
the procedure outlined in paragraph 
(d)(4) or (d)(5) of this section, which
ever is applicable. The present value 
of a remainder interest that is depen
dent on a term of years is computed 
under paragraph (d)(4) of this sec
tion. The present value of a remain
der interest that is dependent on the 
termination of the life of one individ
ual is computed under paragraph 
(d)(5) of this section. See paragraph 
(d)(2) of this section for testamentary 
transfers for which the valuation date 
is after November 30, 1983, and be
fore August 9, 1984. 

(2) Rules for determining the 
present value for testamentary trans
fers where the decedent dies after 
November 30, 1983, and before Au
gust 9, 1984. For purposes of section 
2055 or 2106, if-

(i) The decedent dies after Novem
ber 30, 1983, and before August 9, 
1984; or 

(ii) On December I, 1983, the dece
dent was mental1y incompetent so 
that the disposition of the property 
could not be changed, and the dece
dent died after November 30, 1983, 
without regaining competency to dis
pose of the decedent's property, or 
died within 90 days of the date on 
which the decedent first regained 
competency, the present value deter
mined under this section of a remain
der interest is determined in accord
ance with paragraph (d)(l) and 
paragraphs (d)(3) through (d)(6) of 
this section, or § 1.664-4A(c), at the 
option of the taxpayer. 

Par. 13. Section 1.664-4 is amend
ed as fol1ows: 

1. Paragraph (a) is revised. 
2. Paragraphs (b )(2) through (b )(5) 

are redesignated as paragraphs (d)(3) 
through (d)(6) of § 1.664-4A, respec
tively. 

3. Paragraph (b)(1) is redesignated 
as paragraph (b) and revised. 
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4. Paragraphs (c) and (d) are re
vised. 

5. The authority citation at the end 

of the section is removed. 
6. Paragraphs (e) and (f) are add

ed. 
7. The revisions and additions read 

as follows: 

§ 1.664-4 Calculation of the fair 
market value of the remainder 
interest in a charitable remainder 
unitrust. 

(a) Rules for determining present 
value. For purposes of sections 170, 
2055, 2106, and 2522, the fair market 

value of a remainder interest in a 
charitable remainder unitrust (as de
scribed in § 1.664-3) is its present 

value determined under paragraph (d) 
of this section. The present value 

determined under this section shall be 
computed on the basis of-

(1) Life contingencies determined 
as to each life involved, from the 

values of Ix set forth in Table 

80CNSMT contained in § 20.2031-
7(d)(6) of this chapter (Estate Tax 

Regulations) in the case of transfers 
for which the valuation date is after 

April 30, 1989, or column 2 of Table 
LN, of § 20.2031-7A(d)(6) of this 

chapter in the case of transfers made 

after November 30, 1983, for which 
the valuation date is before May 1, 
1989. See § 20.2031-7A(a) through 
(c) of this chapter, whichever is appli
cable, for transfers for which the 
valuation date is before December 1, 
1983; 

(2) Interest at the section 7520 rate 
in the case of transfers for which the 
valuation date is after April 30, 1989, 
or to percent in the case of transfers 

to charitable remainder unitrusts 
made after November 30, 1983, for 
which the valuation date is before 

May 1, 1989. See § 20.2031-7A(a) 
through (c) of this chapter, whichever 
is applicable, for transfers for which 
the valuation date is before December 
1, 1983; and 

(3) The assumption that the 
amount described in § 1.664-3(a)
(1 )(I)(a) is distributed in accordance 

with the payout sequence described in 
the governing instrument. If the gov
erning instrument does not prescribe 
when the distribution is made during 

the period for which the payment is 
made, for purposes of this section, 
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the distribution is considered payable 

on the first day of the period for 

which the payment is made. 

(b) Actuarial Computations by the 
Internal Revenue Service. The regula

tions in this and in related sections 

provide tables of actuarial factors and 

examples that illustrate the use of the 

tables in determining the value of 

remainder interests in property. Sec
tion 1.7520-1(c)(2) refers to govern
ment publications that provide addi

tional tables of factors and examples 

of computations for more complex 
situations. If the computation re
quires the use of a factor that is not 

provided in this section, the Commis
sioner may supply the factor upon a 

request for a ruling. A request for a 

ruling must be accompanied by a 

recitation of the facts including the 
date of birth of each measuring life, 

and copies of the relevant documents. 

A request for a ruling must comply 
with the instructions for requesting a 
ruling published periodically in the 

Internal Revenue Bulletin (See 
§ 601.601(d)(2)(ii)(b) of this chapter) 
and include payment of the required 
user fee. If the Commissioner fur

nishes the factor, a copy of the letter 

supplying the factor should be at
tached to the tax return in which the 

deduction is claimed. If the Commis
sioner does not furnish the factor, the 
taxpayer must furnish a factor com
puted in accordance with the princi

ples set forth in this section. 

(c) Statement supporting deduction 
required. Any claim for a deduction 

on any return for the value of a 
remainder interest in a charitable re
mainder unitrust must be supported 

by a full statement attached to the 
return showing the computation of 
the present value of such interest. 

(d) Valuation. The fair market val
ue of a remainder interest in a chari
table remainder unitrust (as described 
in § 1.664-3) for transfers for which 

the valuation date is after April 30, 
1989, is its present value determined 
under paragraph (e) of this section. 
The fair market value of a remainder 

interest in a charitable remainder uni
trust (as described in § 1.664-3) for 
transfers for which the valuation date 
is before May 1, 1989, is its present 

value determined under the following 
sections: 

Valuation Dates Applicable 

After Before Regulations 

01-01-52 1.664-4A(a) 

12-31-51 01-01-71 1.664-4A(b) 

12-31-70 12-01-83 1. 664-4A(c) 

11-30-83 05-01-89 1. 664-4A(d) 

(e) Valuation of charitable remain
der unitrusts having certain payout 

sequences for transfers for which the 
valuation date is after April 30, 
1989-(1) In general. Except as other

wise provided in paragraph (e)(2) of 

this section, in the case of transfers 

for which the valuation date is after 
April 30, 1989, the present value of a 

remainder interest is determined un
der paragraphs (e)(3) through (e)(6) 

of this section, provided that the 

amount of the payout as of any 

payout date during any taxable year 

of the trust is not larger than the 

amount that the trust could distribute 

on such date under § 1.664-3(a)(I)(v) 

if the taxable year of the trust were to 
end on such date. See, however, 
§ 1.7520-3(b) (relating to exceptions 

to the use of the prescribed tables 

under certain circumstances). 

(2) Transitional rules for valuation 
of charitable remainder unitrusts. 
(i) If the valuation date of a trans
fer to a charitable remainder unitrust 
is after April 30, 1989, and before 

June 10, 1994, a transferor can rely 
upon Notice 89-24, 1989-1 C.B. 
660, or Notice 89-60, 1989-1 c.B. 
700, in valuing the transferred inter
est. (See § 601.601(d)(2)(ii)(b) of this 
chapter.) 

(ii) For purposes of sections 2055, 

2106, or 2624, if on May 1, 1989, 
the decedent was mentally incompe
tent so that the disposition of the 

property could not be changed, and 
the decedent died after April 30, 
1989, without having regained compe

tency to dispose of the decedent's 
property, or the decedent died within 
90 days of the date that the decedent 
first regained competency after April 

30, 1989, the present value of a 
remainder interest determined under 
this section is determined as if the 
valuation date with respect to the 

decedent's gross estate is either before 
May 1, 1989, or after April 30, 1989, 
at the option of the decedent's execu
tor. 

(3) Adjusted payout rate. For 
transfers for which the valuation date 



is after April 30, 1989, the adjusted 
payout rate is determined by using 
the appropriate Table F, contained in 
paragraph (e)(6) of this section, for 
the section 7520 interest rate applica
ble to the transfer. If the interest rate 
is between 4.2 and 14 percent, see 
paragraph (e)(6) of this section. If the 
interest rate is below 4.2 percent or 
greater than 14 percent, see § 1.664-
4(b). The adjusted payout rate is 
determined by multiplying the fixed 
percentage described in § 1.664-3(a)
(l)(i)(a) by the factor describing the 
payout sequence of the trust and the 
number of months by which the valu
ation date for the first full taxable 
year of the trust precedes the first 
payout date for such taxable year. If 
the governing instrument does not 
prescribe when the distribution or 
distributions shall be made during the 
taxable year of the trust, see § 1.664-
4(a). In the case of a trust having a 
payout sequence for which no figures 
have been provided by the appropri
ate table, and in the case of a trust 
that determines the fair market value 
of the trust assets by taking the 
average of valuations on more than 
one date during the taxable year, see 
§ 1.664-4(b). 

(4) Period is a term o/years. If the 
period described in § 1.664-3(a)(5) is 
a term of years, the factor that is 
used in determining the present value 
of the remainder interest for transfers 
for which the valuation date is after 
April 30, 1989, is the factor under the 
appropriate adjusted payout rate in 
Table D in paragraph (e)(6) of this 
section corresponding to the number 
of years in the term. If the adjusted 
payout rate is an amount that is 
between adjusted payout rates for 
which factors are provided in Table 
D, a linear interpolation must be 
made. The present value of the re
mainder interest is determined by 
multiplying the net fair market value 
(as of the appropriate valuation date) 
of the property placed in trust by the 
factor determined under this para
graph. For purposes of this section, 
the valuation date is, in the case of 
an inter vivos transfer, the date on 
which the property is transferred to 
the trust by the donor. However, if 
an election is made under section 
7520 and § 1.7520-2(b) to compute 
the present value of the charitable 
interest by use of the interest rate 
component for either of the 2 months 

preceding the month in which the 
date of transfer falls, the month so 
elected is the valuation date for pur
poses of determining the interest rate 
and mortality tables. In the case of a 
testamentary transfer under section 
2055, 2106, or 2624, the valuation 
date is the date of death, unless the 
alternate valuation date is elected un
der section 2032, in which event, and 
within the limitations set forth in 
section 2032 and the regulations 
thereunder, the valuation date is the 
alternate valuation date. If the dece
dent's estate elects the alternate valu
ation date under section 2032 and 
also elects, under section 7520 and 
§ 1.7520-2(b), to use the interest rate 
component for one of the 2 months 
preceding the alternate valuation 
date, the month so elected is the 
valuation date for purposes of deter
mining the interest rate and mortality 
tables. If the adjusted payout rate is 
between 4.2 and 14 percent, see para
graph (e)(6) of this section. If the 
adjusted payout rate is less than 4.2 
percent or greater than 14 percent, 
see § 1. 664-4(b). The application of 
this paragraph may be illustrated by 
the following example: 

Example. D transfers $100,000 to a charita
ble remainder unitrust on January I, 1990. The 
trust instrument requires that the trust pay 8 
percent of the fair market value of the trust 
assets as of January 1st for a term of 12 years 
to D in quarterly payments (March 31, June 
30, September 30, and December 31). The 
section 7520 rate for January 1990 is 9.6 
percent. Under Table F(9.6), the appropriate 
adjustment factor is .944628 for quarterly pay
ments payable at the end of each quarter. The 
adjusted payout rate is 7.557 (8% X .944628). 
Based on the remainder factors in Table D, the 
present value of the remainder interest is 
$38,950.30, computed as follows: 

Factor at 7.4 percent for 12 years ...... 397495 
Factor at 7.6 percent for 12 years ...... 387314 

Difference .......................... 010181 

Interpolation adjustment: 

7.5570/0 - 7.4070 

0.2% 

x 

x 

.010181 

.007992 

Factor at 7.4 percent for 12 years ...... 397495 
Less: Interpolation adjustment ........ 007992 

Interpolated factor ................... 389503 

Present value of remainder interest: 
($100,000 x .389503) .......... $38,950.30 

(5) Period is the life of one individ
ual. If the period described in 
§ 1.664-3(a)(5) is the life of one indi
vidual, the factor that is used in 
determining the present value of the 
remainder interest for transfers for 
which the valuation date is after April 
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30, 1989, is the factor in Table V(l) 
in paragraph (e)(6) of this section 
under the appropriate adjusted pa
yout. For purposes of the computa
tions described in this paragraph, the 
age of an individual is the age of that 
individual at the individual's nearest 
birthday. If the adjusted payout rate 
is an amount that is between adjusted 
payout rates for which factors are 
provided in the appropriate table, a 
linear interpolation must be made. 
The present value of the remainder 
interest is determined by multiplying 
the net fair market value (as of the 
valuation date as determined in para
graph (e)(4) of this section) of the 
property placed in trust by the factor 
determined under this paragraph 
(e)(5). If the adjusted payout rate is 
between 4.2 and 14 percent, see para
graph (e)(6) of this section. If the 
adjusted payout rate is below 4.2 
percent or greater than 14 percent, 
see § 1.664-4(b). The application of 
this paragraph may be illustrated by 
the following example: 

Example. A, who will be 45 years old on 
February 19, 1990, transfers $100,000 to a 
charitable remainder unitrust on January I, 
1990. The trust instrument requires that the 
trust pay to A semiannually (on June 30 and 
December 31) 9 percent of the fair market 
value of the trust assets as of January 1st 
during A's life. The section 7520 rate for 
January 1990 is 9.6 percent. Under Table 
F(9.6), the appropriate adjustment factor is 
.933805 for semiannual payments payable at 
the end of the semiannual period. The adjusted 
payout rate is 8.404 (9% X .933805). Based on 
the remainder factors in Table U(I), the 
present value of the remainder interest is 
$11,098.00, computed as follows: 

Factor at 8.4 percent at age 45 ......... 11106 
Factor at 8.6 percent at age 45 ......... 10683 

Difference ......................... , .00423 

Interpolation adjustment: 

8.404 % - 8.4 % 

0.2% 

x 

x 
.00423 

.00008 

Factor at 8.4 percent at age 45 ......... 11106 
Less: Interpolation adjustment ......... 00008 

Interpolated Factor ................... 11 098 

Present value of remainder interest: 
($100,000 x .11098) ., ......... $11,098.00 

(6) Actuarial tables for transfers 
for which the valuation date is after 
April 30, 1989. For transfers for 
which the valuation date is after April 
30, 1989, the present value of a 
charitable remainder unitrust interest 
that is dependent on a term of years 
or the termination of a life interest is 
determined by using the section 7520 
rate and the tables set forth below. 
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See, however, § 1.7520-3(b) (relating 

to exceptions to the use of prescribed 

tables under certain circumstances). 

Many actuarial factors not contained 

in the following tables are contained publication may be purchased from 

in Internal Revenue Service Publica- the Superintendent of Documents, 

tion 1458, "Actuarial Values, Beta United States Government Printing 

Volume," (8-89). A copy of this Office, Washington, DC 20402. 

YEARS 

1 
2 
3 
4 
5 

6 
7 
8 
9 
10 

11 
12 
13 
14 
15 

16 
17 
18 
19 
20 

YEARS 

1 
2 
3 
4 
5 

6 
7 
8 
9 
10 

4.2% 

.958000 

.917764 

.879218 

.842291 

.806915 

.773024 

.740557 

.709454 

.679657 

.651111 

.623764 

.597566 

.572469 

.548425 

.525391 

.503325 

.482185 

.461933 

.442532 

.423946 

6.2% 

.938000 

.879844 

.825294 

.774125 

.726130 

.681110 

.638881 

.599270 

.562115 

.527264 

TABLE D 

SHOWING THE PRESENT WORTH OF A REMAINDER INTEREST 

POSTPONED FOR A TERM CERTAIN IN A CHARITABLE 

REMAINDER UNITRUST 

4.4% 

.956000 

.913936 

.873723 

.835279 

.798527 

.763392 

.729802 

.697691 

.666993 

.637645 

.609589 

.582767 

.557125 

.532611 

.509177 

.486773 

.465355 

.444879 

.425304 

.406591 

APPLICABLE AFTER APRIL 30, 1989 

4.6% 

.954000 

.910116 

.868251 

.828311 

.790209 

.753859 

.719182 

.686099 

.654539 

.624430 

.595706 

.568304 

.542162 

.517222 

.493430 

.470732 

.449079 

.428421 

.408714 

.389913 

ADJUSTED PAYOUT RATE 

4.8% 

.952000 

.906304 

.862801 

.821387 

.781960 

.744426 

.708694 

.674677 

.642292 

.611462 

.582112 

.554170 

.527570 

.502247 

.478139 

.455188 

.433339 

.412539 

.392737 

.373886 

5.0% 

.950000 

.902500 

.857375 

.814506 

.773781 

.735092 

.698337 

.663420 
.630249 
.598737 

.568800 

.540360 

.513342 

.487675 

.463291 

.440127 

.418120 

.397214 

.377354 

.358486 

TABLE D 

5.2% 

.948000 

.898704 

.851971 

.807669 

.765670 

.725855 

.688111 

.652329 

.618408 

.586251 

.555766 

.526866 

.499469 

.473496 

.448875 

.425533 

.403405 

.382428 

.362542 

.343690 

5.4% 

.946000 

.894916 

.846591 

.800875 

.757627 

.716716 

.6780l3 

.641400 

.606765 

.573999 

.543003 

.513681 

.485942 

.459701 

.434878 

.411394 

.389179 

.368163 

.348282 

.329475 

5.6% 

.944000 

.891136 

.841232 

.794123 

.749652 

.707672 

.668042 

.630632 

.595317 

.561979 

.530508 

.500800 

.472755 

.446281 

.421289 

.397697 

.375426 

.354402 

.334555 

.315820 

SHOWING THE PRESENT WORTH OF A REMAINDER INTEREST 

POSTPONED FOR A TERM CERTAIN IN A CHARITABLE 

REMAINDER UNITRUST 

6.4% 

.936000 

.876096 

.820026 

.767544 

.718421 

.672442 

.629406 

.589124 

.551420 

.516129 

APPLICABLE AFTER APRIL 30, 1989 

6.60/0 

.934000 

.872356 

.814781 

.761005 

.710779 

.663867 

.620052 

.579129 

.540906 

.505206 

ADJUSTED PAYOUT RATE 

6.8% 

.932000 

.868624 

.809558 

.754508 

.703201 

.655383 

.610817 

.569282 

.530571 

.494492 

7.0% 

.930000 

.864900 

.804357 

.748052 

.695688 

.646990 

.601701 

.559582 

.520411 

.483982 

7.2% 

.928000 

.861184 

.799179 

.741638 

.688240 

.638687 

.592701 

.550027 

.510425 

.473674 

7.40/0 

.926000 

.857476 

.794023 

.735265 

.680855 

.630472 

.583817 

.540615 

.500609 

.463564 

7.6% 

.924000 

.853776 

.788889 

.728933 

.673535 

.622346 

.575048 

.531344 

.490962 

.453649 
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5.8% 

.942000 

.887364 

.835897 

.787415 

.741745 

.698724 

.658198 

.620022 

.584061 

.550185 

.518275 

.488215 

.459898 

.433224 

.408097 

.384427 

.362131 

.341127 

.321342 

.302704 

7.8% 

.922000 

.850084 

.783777 

.722643 

.666277 

.614307 

.566391 

.522213 

.481480 

.443925 

6.00/0 

.940000 

.883600 

.830584 

.780749 

.733904 

.689870 

.648478 

.609569 

.572995 

.538615 

.506298 

.475920 

.447365 

.420523 

.395292 

.371574 

.349280 

.328323 

.308624 

.290106 

8.0% 

.920000 

.846400 

.778688 

.716393 

.659082 

.606355 

.557847 

.513219 

.472161 

.434388 



Section 7520 
TABLE D-Continued 

SHOWING THE PRESENT WORTH OF A REMAINDER INTEREST 

POSTPONED FOR A TERM CERTAIN IN A CHARITABLE 

REMAINDER UNITRUST 

APPLICABLE AFTER APRIL 30, 1984 

ADJUSTED PAYOUT RATE 

YEARS 6.2070 6.4% 6.6% 6.8% 7.0% 7.2% 7.4% 7.6070 7.8% 8.0% 

11 .494574 .483097 .471863 .460866 .450104 .439570 .429260 .419171 .409298 .399637 
12 .463910 .452179 .440720 .429527 .418596 .407921 .397495 .387314 .377373 .367666 
13 .435148 .423239 .411632 .400320 .389295 .378550 .368081 .357879 .347938 .338253 
14 .408169 .396152 .384465 .373098 .362044 .351295 .340843 .330680 .320799 .311193 
15 .382862 .370798 .359090 .347727 .336701 .326002 .315620 .305548 .295777 .286297 

16 .359125 .347067 .335390 .324082 .313132 .302529 .292264 .282326 .272706 .263394 
17 .336859 .324855 .313254 .302044 .291213 .280747 .270637 .260870 .251435 .242322 
18 .315974 .304064 .292579 .281505 .270828 .260533 .250610 .241044 .231823 .222936 
19 .296383 .284604 .273269 .262363 .251870 .241775 .232065 .222724 .213741 .205101 
20 .278008 .266389 .255233 .244522 .234239 .224367 .214892 .205797 .197069 .188693 

TABLE D 

SHOWING THE PRESENT WORTH OF A REMAINDER INTEREST 

POSTPONED FOR A TERM CERTAIN IN A CHARITABLE 

REMAINDER UNITRUST 

APPLICABLE AFTER APRIL 30, 1989 

ADJUSTED PAYOUT RATE 

YEARS 8.2% 8.4% 8.6% 8.8% 9.0% 9.2% 9.4% 9.6% 9.8 070 10.0% 

1 .918000 .916000 .914000 .912000 .910000 .908000 .906000 .904000 .902000 .900000 
2 .842724 .839056 .835396 .831744 .828100 .824464 .820836 .817216 .813604 .810000 
3 .773621 .768575 .763552 .758551 .753571 .748613 .743677 .738763 .733871 .729000 
4 .710184 .704015 .697886 .691798 .685750 .679741 .673772 .667842 .661951 .656100 
5 .651949 .644878 .637868 .630920 .624032 .617205 .610437 .603729 .597080 .590490 

6 .598489 .590708 .583012 .575399 .567869 .560422 .553056 .545771 .538566 .531441 
7 .549413 .541089 .532873 .524764 .516761 .508863 .501069 .493377 .485787 .478297 
8 .504361 .495637 .487046 .478585 .470253 .462048 .453968 .446013 .438180 .430467 
9 .463003 .454004 .445160 .436469 .427930 .419539 .411295 .403196 .395238 .387420 
10 .425037 .415867 .406876 .398060 .389416 .380942 .372634 .364489 .356505 .348678 

11 .390184 .380934 .371885 .363031 .354369 .345895 .337606 .329498 .321567 .313811 
12 .358189 .348936 .339902 .331084 .322475 .314073 .305871 .297866 .290054 .282430 
13 .328817 .319625 .310671 .301949 .293453 .285178 .277119 .269271 .261628 .254187 
14 .301854 .292777 .283953 .275377 .267042 .258942 .251070 .243421 .235989 .228768 
15 .277102 .268184 .259533 .251144 .243008 .235119 .227469 .220053 .212862 .205891 

16 .254380 .245656 .237213 .229043 .221137 .213488 .206087 .198928 .192001 .185302 
17 .233521 .225021 .216813 .208887 .201235 .193847 .186715 .179830 .173185 .166772 
18 .214372 .206119 .198167 .190505 .183124 .176013 .169164 .162567 .156213 .150095 
19 .196794 .188805 .181125 .173741 .166643 .159820 .153262 .146960 .140904 .135085 
20 .180657 .172946 .165548 .158452 .151645 .145117 .138856 .132852 .127096 .121577 
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Section 7520 
TABLE D 

SHOWING THE PRESENT WORTH OF A REMAINDER INTEREST 

POSTPONED FOR A TERM CERTAIN IN A CHARITABLE 

REMAINDER UNITRUST 

APPLICABLE AFTER APRIL 30, 1989 

ADJUSTED PAYOUT RATE 

YEARS 10.2070 10.4070 10.6070 1O.8Olo 11.0070 11.2070 11.4% 11.6% 11.8070 12.0% 

1 .898000 .896000 .894000 .892000 .890000 .888000 .886000 .884000 .882000 .880000 
2 .806404 .802816 .799236 .795664 .792100 .788544 .784996 .781456 .777924 .774400 
3 .724151 .719323 .714517 .709732 .704969 .700227 .695506 .690807 .686129 .681472 
4 .650287 .644514 .638778 .633081 .627422 .621802 .616219 .610673 .605166 .599695 
5 .583958 .577484 .571068 .564708 .558406 .552160 .545970 .539835 .533756 .527732 

6 .524394 .517426 .510535 .503720 .496981 .490318 .483729 .477214 .470773 .464404 
7 .470906 .463613 .456418 .449318 .442313 .435402 .428584 .421858 .415222 .408676 
8 .422874 .415398 .408038 .400792 .393659 .386637 .379726 .372922 .366226 .359635 
9 .379741 .372196 .364786 .357506 .350356 .343334 .336437 .329663 .323011 .316478 
10 .341007 .333488 .326118 .318896 .311817 .304881 .298083 .291422 .284896 .278501 

11 .306224 .298805 .291550 .284455 .277517 .270734 .264102 .257617 .251278 .245081 
12 .274989 .267729 .260645 .253734 .246990 .240412 .233994 .227734 .221627 .215671 
13 .246941 .239886 .233017 .226331 .219821 .213486 .207319 .201317 .195475 .189791 
14 .221753 .214937 .208317 .201887 .195641 .189575 .183684 .177964 .172409 .167016 
15 .199134 .192584 .186236 .180083 .174121 .168343 .162744 .157320 .152065 .146974 

16 .178822 .172555 .166495 .160634 .154967 .149488 .144191 .139071 .134121 .129337 
17 .160582 .154609 .148846 .143286 .137921 .132746 .127754 .122939 .118295 .113817 
18 .144203 .138530 .133069 .127811 .122750 .117878 .113190 .108678 .104336 .100159 
19 .129494 .124123 .118963 .114007 .109247 .104676 .100286 .096071 .092024 .088140 
20 .116286 .111214 .106353 .101694 .097230 .092952 .088853 .084927 .081166 .077563 

TABLE D 

SHOWING THE PRESENT WORTH OF A REMAINDER INTEREST 

POSTPONED FOR A TERM CERTAIN IN A CHAR IT ABLE 

REMAINDER UNITRUST 

APPLICABLE AFTER APRIL 30, 1989 

ADJUSTED PAYOUT RATE 

YEARS 12.2070 12.4070 12.6070 12.8070 13.0070 13.2070 13.4070 13.6070 13.8070 14.0070 

1 .878000 .876000 .874000 .872000 .870000 .868000 .866000 .864000 .862000 .860000 
2 .770884 .767376 .763876 .760384 .756900 .753424 .749956 .746496 .743044 .739600 
3 .676836 .672221 .667628 .663055 .658503 .653972 .649462 .644973 .640504 .636056 
4 .594262 .588866 .583507 .578184 .572898 .567648 .562434 .557256 .552114 .547008 
5 .521762 .515847 .509985 .504176 .498421 .492718 .487068 .481469 .475923 .470427 

6 .458107 .451882 .445727 .439642 .433626 .427679 .421801 .415990 .410245 .404567 
7 .402218 .395848 .389565 .383368 .377255 .371226 .365279 .359415 .353631 .347928 
8 .353147 .346763 .340480 .334297 .328212 .322224 .316332 .310535 .304830 .299218 
9 .310063 .303764 .297579 .291507 .285544 .279690 .273944 .268302 .262764 .257327 
10 .272236 .266098 .260084 .254194 .248423 .242771 .237235 .231813 .226502 .221302 
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YEARS 

11 
12 
13 
14 
15 

16 
17 
18 
19 
20 

Section 7520 
TABLE D-Continued 

SHOWING THE PRESENT WORTH OF A REMAINDER INTEREST 

POSTPONED FOR A TERM CERTAIN IN A CHARITABLE 

REMAINDER UNITRUST 

APPLICABLE AFTER APRIL 30, 1989 

ADJUSTED PAYOUT RATE 

12.2% 12.4"10 12.6"10 12.8"10 13.0"10 13.2"10 13.4"10 13.6"10 13.8"10 

.239023 .233102 .227314 .221657 .216128 .210725 .205446 .200286 .195245 

.209862 .204197 .198672 .193285 .188032 .182910 .177916 .173047 .168301 

.184259 .178877 .173640 .168544 .163588 .158766 .154075 .149513 .145076 

.161779 .156696 .151761 .146971 .142321 .137809 .133429 .129179 .125055 

.142042 .137266 .132639 .128158 .123819 .119618 .115550 .111611 .107798 

.124713 .120245 .115927 .111754 .107723 .103828 .100066 .096432 .092922 

.109498 .105334 .101320 .097450 .093719 .090123 .086657 .083317 .080098 

.096139 .092273 .088554 .084976 .081535 .078227 .075045 .071986 .069045 

.084410 .080831 .077396 .074099 .070936 .067901 .064989 .062196 .059517 

.074112 .070808 .067644 .064614 .061714 .058938 .056280 .053737 .051303 

TABLE F(4.2), WITH INTEREST AT 4.2 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 2 

14.0"10 

.190319 

.163675 

.140760 

.121054 

.104106 

.089531 

.076997 

.066217 

.056947 

.048974 

NUMBER OF MONTHS BY WHICH THE 
VALUATION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

FACTORS FOR PAYOUT 
AT THE END OF EACH PERIOD 

AT 
LEAST 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

BUT 
LESS THAN 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

ANNUAL 
PERIOD 

1.000000 
.996577 
.993166 
.989767 
.986380 
.983004 
.979639 
.976286 
.972945 
.969615 
.966296 
.962989 
.959693 

SEMIANNUAL QUARTERL Y MONTHL Y 
PERIOD PERIOD PERIOD 

.989820 .984755 .981389 

.986432 .981385 .978030 

.983056 .978026 

.979691 .974679 

.976338 

.972996 

.969666 
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Section 7520 
TABLE F(4.4), WITH INTEREST AT 4.4 PERCENT, SHOWING FACTORS FOR 

COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 
APPLICABLE AFTER APRIL 30, 1989 

1 2 
NUMBER OF MONTHS BY WHICH THE 
V ALUA TION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST FACTORS FOR PAYOUT 
PRECEDES THE FIRST PAYOUT AT THE END OF EACH PERIOD 

AT BUT ANNUAL SEMIANNUAL QUARTERLY MONTHLY 
LEAST 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

LESS THAN 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

PERIOD PERIOD PERIOD PERIOD 

1.000000 
.996418 
.992849 
.989293 
.985749 
.982219 
.978700 
.975195 
.971702 
.968221 
.964753 
.961298 
.957854 

.989350 

.985806 

.982275 

.978757 

.975251 

.971758 

.968277 

.984054 

.980529 

.977017 

.973517 

.980533 

.977021 

TABLE F(4.6), WITH INTEREST AT 4.6 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
VALUATION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

AT BUT 
LEAST LESS THAN 

I 
1 2 
2 3 
3 4 
4 5 
5 6 
6 7 
7 8 
8 9 
9 10 

10 11 
II 12 
12 
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2 

FACTORS FOR PAYOUT 
AT THE END OF EACH PERIOD 

ANNUAL SEMIANNUAL QUARTERLY MONTHLY 
PERIOD PERIOD PERIOD PERIOD 

1.000000 
.996259 
.992532 
.988820 
.985121 
.981436 
.977764 
.974107 
.970463 
.966832 
.963216 
.959613 
.956023 

.988882 

.985183 

.981498 

.977826 

.974168 

.970524 

.966894 

.983354 

.979676 

.976011 

.972360 

.979680 

.976015 



Section 7520 

TABLE F(4.8), WITH INTEREST AT 4.8 PERCENT, SHOWING FACTORS FOR 

COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 2 

NUMBER OF MONTHS BY WHICH THE 

VALUATION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 

PRECEDES THE FIRST PAYOUT 
FACTORS FOR PAYOUT 

AT THE END OF EACH PERIOD 

AT 
LEAST 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

BUT 
LESS THAN 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

ANNUAL 
PERIOD 

1.000000 
.996101 
.992217 
.988348 
.984494 
.980655 
.976831 
.973022 
.969228 
.965448 
.961684 
.957934 
.954198 

SEMIANNUAL QUARTERLY MONTHLY 

PERIOD PERIOD PERIOD 

.988415 .982657 .978830 

.984561 .978825 .975013 

.980722 .975008 

.976898 .971206 

.973089 

.969294 

.965515 

TABLE F(5.0), WITH INTEREST AT 5.0 PERCENT, SHOWING FACTORS FOR 

COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 2 

NUMBER OF MONTHS BY WHICH THE 

VALUATION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST FACTORS FOR PAYOUT 

PRECEDES THE FIRST PAYOUT AT THE END OF EACH PERIOD 

AT 
LEAST 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

BUT 
LESS THAN 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

ANNUAL SEMIANNUAL QUARTERL Y MONTHL Y 

PERIOD PERIOD PERIOD PERIOD 

1.000000 
.995942 
.991901 
.987877 
.983868 
.979876 
.975900 
.971940 
.967997 
.964069 
.960157 
.956261 
.952381 

.987950 

.983941 

.979949 

.975973 

.972013 

.968069 

.964141 

.981961 

.977977 

.974009 

.970057 

.977982 

.974014 
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Section 7520 
TABLE F(5.2), WITH INTEREST AT 5.2 PERCENT, SHOWING FACTORS FOR 

COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 

V ALUA TION DATE FOR THE FIRST 

FULL TAXABLE YEAR OF THE TRUST 

PRECEDES THE FIRST PAYOUT 

2 

FACTORS FOR PAYOUT 

AT THE END OF EACH PERIOD 

AT BUT ANNUAL SEMIANNUAL QUARTERL Y MONTHLY 

LEAST 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

LESS THAN 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

PERIOD PERIOD PERIOD PERIOD 

1.000000 
.995784 
.991587 
.987407 
.983244 
.979099 
.974972 
.970862 
.966769 
.962694 
.958636 
.954594 
.950570 

.987486 

.983323 

.979178 

.975050 

.970940 

.966847 

.962771 

.981268 

.977132 

.973012 

.968911 

.977137 

.973018 

TABLE F(5.4), WITH INTEREST AT 5.4 PERCENT, SHOWING FACTORS FOR 

COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 

V ALUA TION DATE FOR THE FIRST 

FULL TAXABLE YEAR OF THE TRUST 

PRECEDES THE FIRST PAYOUT 

AT 
LEAST 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

BUT 
LESS THAN 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 
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ANNUAL 
PERIOD 

1.000000 
.995627 
.991273 
.986938 
.982622 
.978325 
.974047 
.969787 
.965546 
.961323 
.957119 
.952934 
.948767 

2 

FACTORS FOR PAYOUT 

AT THE END OF EACH PERIOD 

SEMIANNUAL QUARTERLY MONTHLY 

PERIOD PERIOD PERIOD 

.987023 

.982707 

.978409 

.974131 

.969871 

.965629 

.961407 

.980577 

.976289 

.972019 

.967769 

.976295 

.972026 



Section 7520 

TABLE F(5.6), WITH INTEREST AT 5.6 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
V ALUATION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

AT BUT 
LEAST LESS THAN 

1 
1 2 
2 3 
3 4 
4 5 
5 6 
6 7 
7 8 
8 9 
9 10 

10 11 
11 12 
12 

2 

F ACTORS FOR PAYOUT 
AT THE END OF EACH PERIOD 

ANNUAL SEMIANNUAL QUARTERLY MONTHLY 
PERIOD PERIOD PERIOD PERIOD 

1.000000 
.995470 
.990960 
.986470 
.982001 
.977552 
.973124 
.968715 
.964326 
.959958 
.955609 
.951279 
.946970 

.986562 

.982092 

.977643 

.973214 

.968805 

.964416 

.960047 

.979888 

.975449 

.971029 

.966630 

.975455 

.971036 

TABLE F(5.8), WITH INTEREST AT 5.8 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
V ALUA TION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

AT 
LEAST 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

BUT 
LESS THAN 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

2 

FACTORS FOR PAYOUT 
AT THE END OF EACH PERIOD 

ANNUAL SEMIANNUAL QUARTERL Y MONTHL Y 
PERIOD PERIOD PERIOD PERIOD 

1.000000 
.995313 
.990647 
.986004 
.981382 
.976782 
.972203 
.967646 
.963111 
.958596 
.954103 
.949631 
.945180 

.986102 

.981480 

.976879 

.972300 

.967743 

.963206 

.958692 

.979201 

.974611 

.970043 

.965496 

.974618 

.970050 
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TABLE F(6.0), WITH INTEREST AT 6.0 PERCENT, SHOWING FACTORS FOR 

COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 

VALUATION DATE FOR THE FIRST 

FULL TAXABLE YEAR OF THE TRUST 

PRECEDES THE FIRST PAYOUT 

2 

FACTORS FOR PAYOUT 

AT THE END OF EACH PERIOD 

AT 
LEAST 

BUT 
LESS THAN 

ANNUAL SEMIANNUAL QUARTERL Y MONTHLY 

PERIOD PERIOD PERIOD PERIOD 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

1.000000 
.995156 
.990336 
.985538 
.980764 
.976014 
.971286 
.966581 
.961899 
.957239 
.952603 
.947988 
.943396 

.985643 

.980869 

.976117 

.971389 

.966684 

.962001 

.957341 

.978516 

.973776 

.969059 

.964365 

TABLE F(6.2), WITH INTEREST AT 6.2 PERCENT, SHOWING FACTORS FOR 

COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 2 

NUMBER OF MONTHS BY WHICH THE 

VALUATION DATE FOR THE FIRST 

FULL TAXABLE YEAR OF THE TRUST FACTORS FOR PAYOUT 

PRECEDES THE FIRST PAYOUT AT THE END OF EACH PERIOD 

.973784 

.969067 

AT BUT 
LEAST 

ANNUAL SEMIANNUAL QUARTERLY MONTHLY 

LESS THAN 

1 
1 2 
2 3 
3 4 
4 5 
5 6 
6 7 
7 8 
8 9 
9 10 

10 11 
11 12 
12 
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PERIOD PERIOD PERIOD PERIOD 

1.000000 
.995000 
.990024 
.985074 
.980148 
.975247 
.970371 
.965519 
.960691 
.955887 
.951107 
.946352 
.941620 

.985185 

.980259 

.975358 

.970481 

.965628 

.960799 

.955995 

.977833 

.972944 

.968079 

.963238 

.972952 

.968087 



Section 7520 

TABLE F(6.4), WITH INTEREST AT 6.4 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
VALUATION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

AT BUT 
LEAST LESS THAN 

1 
1 2 
2 3 
3 4 
4 5 
5 6 
6 7 
7 8 
8 9 
9 10 

10 11 
11 12 
12 

2 

FACTORS FOR PAYOUT 
AT THE END OF EACH PERIOD 

ANNUAL SEMIANNUAL QUARTERL Y MONTHL Y 
PERIOD PERIOD PERIOD PERIOD 

1.000000 
.994844 
.989714 
.984611 
.979534 
.974483 
.969458 
.964460 
.959487 
.954539 
.949617 
.944721 
.939850 

.984729 

.979652 

.974600 

.969575 

.964576 

.959602 

.954654 

.977152 

.972114 

.967101 

.962115 

.972122 

.967110 

TABLE F(6.6), WITH INTEREST AT 6.6 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
VALUATION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

AT 
LEAST 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

BUT 
LESS THAN 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

2 

FACTORS FOR PAYOUT 
AT THE END OF EACH PERIOD 

ANNUAL SEMIANNUAL QUARTERL Y MONTHLY 
PERIOD PERIOD PERIOD PERIOD 

1.000000 
.994688 
.989404 
.984149 
.978921 
.973721 
.968549 
.963404 
.958286 
.953196 
.948132 
.943096 
.938086 

.984274 

.979046 

.973845 

.968672 

.963527 

.958408 

.953317 

.976473 

.971286 

.966127 

.960995 

.971295 

.966136 
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TABLE F(6.8), WITH INTEREST AT 6.8 PERCENT, SHOWING FACTORS FOR 

COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 
APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
V ALUA TION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

2 

FACTORS FOR PAYOUT 
AT THE END OF EACH PERIOD 

AT BUT ANNUAL SEMIANNUAL QUARTERLY MONTHLY 

LEAST LESS THAN 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

PERIOD PERIOD PERIOD PERIOD 

1.000000 
.994533 
.989095 
.983688 
.978309 
.972961 
.967641 
.962351 
.957089 
.951857 
.946653 
.941477 
.936330 

.983821 

.978442 

.973092 

.967772 

.962481 

.957219 

.951985 

.975796 

.970461 

.965156 

.959879 

.970471 

.965165 

TABLE F(7.0), WITH INTEREST AT 7.0 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
V ALUA TION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

AT BUT 
LEAST LESS THAN 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 
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1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

2 

FACTORS FOR PAYOUT 
AT THE END OF EACH PERIOD 

ANNUAL SEMIANNUAL QUARTERL Y MONTHLY 
PERIOD PERIOD PERIOD PERIOD 

1.000000 
.994378 
.988787 
.983228 
.977700 
.972203 
.966736 
.961301 
.955896 
.950522 
.945178 
.939864 
.934579 

.983368 

.977839 

.972342 

.966875 

.961439 

.956033 

.950658 

.975122 

.969639 

.964187 

.958766 

.969649 

.964198 



Section 7520 

TABLE F(7.2), WITH INTEREST AT 7.2 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 2 
NUMBER OF MONTHS BY WHICH THE 
VALUATION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST FACTORS FOR PAYOUT 
PRECEDES THE FIRST PAYOUT AT THE END OF EACH PERIOD 

AT BUT ANNUAL SEMIANNUAL QUARTERL Y MONTHL Y 
LEAST 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

LESS THAN 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

PERIOD PERIOD PERIOD PERIOD 

1.000000 
.994223 
.988479 
.982769 
.977091 
.971446 
.965834 
.960255 
.954707 
.949192 
.943708 
.938256 
.932836 

.982917 

.977239 

.971593 

.965980 

.960400 

.954851 

.949335 

.974449 

.968819 

.963222 

.957658 

.968830 

.963233 

TABLE F(7.4), WITH INTEREST AT 7.4 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
VALUATION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

AT BUT 
LEAST LESS THAN 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

2 

FACTORS F0R PAYOUT 
AT THE END OF EACH PERIOD 

ANNUAL SEMIANNUAL QUARTERLY MONTHLY 
PERIOD PERIOD PERIOD PERIOD 

1.000000 
.994068 
.988172 
.982311 
.976484 
.970692 
.964935 
.959211 
.953521 
.947866 
.942243 
.936654 
.931099 

.982467 

.976640 

.970847 

.965088 

.959364 

.953673 

.948017 

.973778 

.968002 

.962260 

.956552 

.968013 

.962271 
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TABLE F(7.6), WITH INTEREST AT 7.6 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
VALUATION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

2 

FACTORS FOR PAYOUT 
AT THE END OF EACH PERIOD 

AT BUT ANNUAL SEMIANNUAL QUARTERLY MONTHLY 
LEAST 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

LESS THAN 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

PERIOD PERIOD PERIOD PERIOD 

1.000000 
.993914 
.987866 
.981854 
.975879 
.969940 
.964037 
.958171 
.952340 
.946544 
.940784 
.935058 
.929368 

.982019 

.976042 

.970103 

.964199 

.958331 

.952499 

.946703 

.973109 

.967187 

.961301 

.955451 

.967199 

.9613l3 

TABLE F(7.8), WITH INTEREST AT 7.8 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
V ALUA TION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

AT BUT 
LEAST LESS THAN 

1 
1 2 
2 3 
3 4 
4 5 
5 6 
6 7 
7 8 
8 9 
9 10 

10 11 
11 12 
12 
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2 

FACTORS FOR PAYOUT 
AT THE END OF EACH PERIOD 

ANNUAL SEMIANNUAL QUARTERLY MONTHLY 
PERIOD PERIOD PERIOD PERIOD 

1.000000 
.993761 
.987560 
.981398 
.975275 
.969190 
.963143 
.957133 
.951161 
.94522=7 
.939329 
.933468 
.927644 

.981571 

.975447 

.969361 

.963312 

.957302 

.951329 

.945393 

.972442 

.966374 

.960345 

.954353 

.966387 

.960357 



Section 7520 

TABLE F(8.0), WITH INTEREST AT 8.0 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 2 
NUMBER OF MONTHS BY WHICH THE 
VALUATION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST FACTORS FOR PAYOUT 
PRECEDES THE FIRST PAYOUT AT THE END OF EACH PERIOD 

AT BUT ANNUAL SEMIANNUAL QUARTERLY MONTHLY 

LEAST 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

LESS THAN 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

PERIOD PERIOD PERIOD PERIOD 

1.000000 
.993607 
.987255 
.980944 
.974673 
.968442 
.962250 
.956099 
.949987 
.943913 
.937879 
.931883 
.925926 

.981125 

.974853 

.968621 

.962429 

.956276 

.950162 

.944088 

.971777 

.965564 

.959392 

.953258 

.965578 

.959405 

TABLE F(8.2), WITH INTEREST AT 8.2 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
VALUATION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

AT BUT 
LEAST LESS THAN 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

2 

FACTORS FOR PAYOUT 
AT THE END OF EACH PERIOD 

ANNUAL SEMIANNUAL QUARTERL Y MONTHLY 
PERIOD PERIOD PERIOD PERIOD 

1.000000 
.993454 
.986951 
.980490 
.974072 
.967695 
.961361 
.955068 
.948816 
.942605 
.936434 
.930304 
.924214 

.980680 

.974261 

.967883 

.961547 

.955253 

.949000 

.942788 

.971114 

.964757 

.958441 

.952167 

.964771 

.958455 
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TABLE F(8.4), WITH INTEREST AT 8.4 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
VALUATION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

2 

FACTORS FOR PAYOUT 
AT THE END OF EACH PERIOD 

AT 
LEAST 

BUT 
LESS THAN 

ANNUAL 
PERIOD 

SEMIANNUAL QUARTERL Y MONTHL Y 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

1.000000 
.993301 
.986647 
.980037 
.973472 
.966951 
.960473 
.954039 
.947648 
.941300 
.934994 
.928731 
.922509 

PERIOD PERIOD PERIOD 

.980237 

.973670 

.967148 

.960669 

.954233 

.947841 

.941491 

.970453 

.963952 

.957494 

.951080 

.963966 

.957509 

TABLE F(8.6), WITH INTEREST AT 8.6 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
V ALUA TION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

AT BUT 
LEAST LESS THAN 

1 
1 2 
2 3 
3 4 
4 5 
5 6 
6 7 
7 8 
8 9 
9 10 

10 11 
11 12 
12 
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ANNUAL 
PERIOD 

1.000000 
.993148 
.986344 
.979586 
.972874 
.966209 
.959589 
.953014 
.946484 
.940000 
.933559 
.927163 
.920810 

2 

F ACTORS FOR PAYOUT 
AT THE END OF EACH PERIOD 

SEMIANNUAL QUARTERL Y 
PERIOD PERIOD 

.979794 

.973081 

.966414 

.959793 

.953217 

.946686 

.940199 

.969794 

.963149 

.956550 

.949996 

MONTHLY 
PERIOD 

.963164 

.956565 



Section 7520 

TABLE F(8.8), WITH INTEREST AT 8.8 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
VALUATION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

AT 
LEAST 

1 
2 
3 
4 
5 
6 
7 
8 
9 

lO 
11 
12 

BUT 
LESS THAN 

1 
2 
3 
4 
5 
6 
7 
8 
9 

lO 
11 
12 

2 

FACTORS FOR PAYOUT 
AT THE END OF EACH PERIOD 

ANNUAL SEMIANNUAL QUARTERL Y MONTHL Y 
PERIOD PERIOD PERIOD PERIOD 

1.000000 
.992996 
.986041 
.979135 
.972278 
.965468 
.958706 
.951992 
.945324 
.938703 
.932129 
.925600 
.919118 

.979353 

.972494 

.965683 

.958919 

.952203 

.945534 

.938912 

.969136 

.962349 

.955609 

.948916 

.962364 

.955624 

TABLE F(9.0), WITH INTEREST AT 9.0 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
VALUATION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

AT 
LEAST 

1 
2 
3 
4 
5 
6 
7 
8 
9 

lO 
11 
12 

BUT 
LESS THAN 

1 
2 
3 
4 
5 
6 
7 
8 
9 

lO 
11 
12 

2 

FACTORS FOR PAYOUT 
AT THE END OF EACH PERIOD 

ANNUAL SEMIANNUAL QUARTERL Y MONTHLY 
PERIOD PERIOD PERIOD PERIOD 

1.000000 
.992844 
.985740 
.978686 
.971683 
.964730 
.957826 
.950972 
.944167 
.937411 
.930703 
.924043 
.917431 

.978913 

.971908 

.964954 

.958049 

.951193 

.944387 

.937629 

.968481 

.961551 

.954670 

.947839 

.961567 

.954686 

1994-2 C.B. 339 



Section 7520 

TABLE F(9.2), WITH INTEREST AT 9.2 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 2 
NUMBER OF MONTHS BY WHICH THE 
VALUATION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST FACTORS FOR PAYOUT 
PRECEDES THE FIRST PAYOUT AT THE END OF EACH PERIOD 

AT BUT ANNUAL SEMIANNUAL QUARTERLY MONTHLY 
LEAST 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

LESS THAN 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

PERIOD PERIOD PERIOD PERIOD 

1.000000 
.992693 
.985439 
.978238 
.971089 
.963993 
.956949 
.949956 
.943014 
.936123 
.929283 
.922492 
.915751 

.978474 

.971324 

.964226 

.957180 

.950186 

.943242 

.936350 

.967827 

.960755 

.953734 

.946765 

.960772 

.953752 

TABLE F(9.4), WITH INTEREST AT 9.4 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
VALUATION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

AT BUT 
LEAST LESS THAN 

1 
1 2 
2 3 
3 4 
4 5 
5 6 
6 7 
7 8 
8 9 
9 10 

10 11 
11 12 
12 
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2 

FACTORS FOR PAYOUT 
AT THE END OF EACH PERIOD 

ANNUAL SEMIANNUAL QUARTERL Y MONTHLY 
PERIOD PERIOD PERIOD PERIOD 

1.000000 
.992541 
.985138 
.977790 
.970497 
.963258 
.956074 
.948942 
.941865 
.934839 
.927867 
.920946 
.914077 

.978037 

.970742 

.963501 

.956315 

.949182 

.942102 

.935075 

.967176 

.959962 

.952802 

.945695 

.959980 

.952820 



Section 7520 

TABLE F(9.6), WITH INTEREST AT 9.6 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
V ALUATION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

AT BUT 
LEAST LESS THAN 

1 
1 2 
2 3 
3 4 
4 5 
5 6 
6 7 
7 8 
8 9 
9 10 

10 11 
11 12 
12 

2 

FACTORS FOR PAYOUT 
AT THE END OF EACH PERIOD 

ANNUAL SEMIANNUAL QUARTERL Y MONTHL Y 
PERIOD PERIOD PERIOD PERIOD 

1.000000 
.992390 
.984838 
.977344 
.969906 
.962526 
.955201 
.947932 
.940718 
.933560 
.926455 
.919405 
.912409 

.977600 

.970161 

.962778 

.955452 

.948181 

.940965 

.933805 

.966526 

.959171 

.951872 

.944628 

.959190 

.951890 

TABLE F(9.8), WITH INTEREST AT 9.8 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
VALUATION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

AT 
LEAST 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

BUT 
LESS THAN 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

2 

FACTORS FOR PAYOUT 
A T THE END OF EACH PERIOD 

ANNUAL SEMIANNUAL QUARTERLY MONTHL Y 
PERIOD PERIOD PERIOD PERIOD 

1.000000 
.992239 
.984539 
.976898 
.969317 
.961795 
.954331 
.946924 
.939576 
.932284 
.925049 
.917870 
.910747 

.977165 

.969582 

.962057 

.954591 

.947183 

.939832 

.932539 

.965878 

.958382 

.950945 

.943565 

.958402 

.950964 
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Section 7520 
TABLE F(1O.0), WITH INTEREST AT 10.0 PERCENT, SHOWING FACTORS FOR 

COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 
APPLICABLE AFTER APRIL 30, 1989 

1 2 
NUMBER OF MONTHS BY WHICH THE 
VALUATION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST FACTORS FOR PAYOUT 
PRECEDES THE FIRST PAYOUT AT THE END OF EACH PERIOD 

AT BUT ANNUAL SEMIANNUAL QUARTERLY MONTHLY 
LEAST 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

LESS THAN 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

PERIOD PERIOD PERIOD PERIOD 

1.000000 
.992089 
.984240 
.976454 
.968729 
.961066 
.953463 
.945920 
.938436 
.9310l2 
.923647 
.916340 
.909091 

.976731 

.969004 

.96l338 

.953733 

.946188 

.938703 

.931277 

.965232 

.957596 

.950021 

.942505 

.957616 

.950041 

TABLE F(1O.2), WITH INTEREST AT 10.2 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
V ALUA nON DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

AT BUT 
LEAST LESS THAN 

1 
1 2 
2 3 
3 4 
4 5 
5 6 
6 7 
7 8 
8 9 
9 10 

10 11 
11 12 
12 
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2 

FACTORS FOR PAYOUT 
AT THE END OF EACH PERIOD 

ANNUAL SEMIANNUAL QUARTERLY MONTHLY 
PERIOD PERIOD PERIOD PERIOD 

1.000000 
.991939 
.983943 
.976011 
.968143 
.960338 
.952597 
.944918 
.937301 
.929745 
.922250 
.914816 
.907441 

.976298 

.968428 

.960622 

.952878 

.945196 

.937577 

.930019 

.964588 

.956812 

.949099 

.941448 

.956833 

.949120 



Section 7520 

TABLE F(lO.4), WITH INTEREST AT lOA PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 2 
NUMBER OF MONTHS BY WHICH THE 
VALUATION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST FACTORS FOR PAYOUT 
PRECEDES THE FIRST PAYOUT AT THE END OF EACH PERIOD 

AT 
LEAST 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

BUT 
LESS THAN 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

ANNUAL SEMIANNUAL QUARTERL Y MONTHLY 
PERIOD PERIOD PERIOD PERIOD 

1.000000 
.991789 
.983645 
.975568 
.967558 
.959613 
.951734 
.943919 
.936168 
.928481 
.920858 
.913296 
.905797 

.975867 

.967854 

.959907 

.952025 

.944208 

.936455 

.928765 

.963946 

.956031 

.948181 

.940395 

.956052 

.948202 

TABLE F(10.6), WITH INTEREST AT 10.6 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
VALUATION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

AT BUT 
LEAST LESS THAN 

1 
1 2 
2 3 
3 4 
4 5 
5 6 
6 7 
7 8 
8 9 
9 10 

10 11 
11 12 
12 

2 

FACTORS FOR PAYOUT 
AT THE END OF EACH PERIOD 

ANNUAL SEMIANNUAL QUARTERL Y MONTHLY 
PERIOD PERIOD PERIOD PERIOD 

1.000000 
.991639 
.983349 
.975127 
.966974 
.958890 
.950873 
.942923 
.935039 
.927222 
.919470 
.911782 
.904159 

.975436 

.967281 

.959194 

.951174 

.943222 

.935336 

.927516 

.963305 

.955252 

.947265 

.939345 

.955274 

.947287 

1994-2 C.B. 343 



Section 7520 
TABLE F(1O.8), WITH INTEREST AT 10.8 PERCENT, SHOWING FACTORS FOR 

COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 
APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
VALUATION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

2 

FACTORS FOR PAYOUT 
AT THE END OF EACH PERIOD 

AT 
LEAST 

BUT 
LESS THAN 

ANNUAL SEMIANNUAL QUARTERLY MONTHLY 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

PERIOD PERIOD PERIOD PERIOD 

1.000000 
.991490 
.983052 
.974687 
.966392 
.958168 
.950014 
.941930 
.933914 
.925966 
.918086 
.910273 
.902527 

.975007 

.966710 

.958483 

.950327 

.942239 

.934221 

.926271 

.962667 

.954475 

.946352 

.938299 

.954498 

.946375 

TABLE F(l1.0), WITH INTEREST AT 11.8 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
VALUATION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

AT BUT 
LEAST LESS THAN 

1 
1 2 
2 3 
3 4 
4 5 
5 6 
6 7 
7 8 
8 9 
9 10 

10 11 
11 12 
12 
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2 

FACTORS FOR PAYOUT 
AT THE END OF EACH PERIOD 

ANNUAL SEMIANNUAL QUARTERL Y MONTHLY 
PERIOD PERIOD PERIOD PERIOD 

1.000000 
.991341 
.982757 
.974247 
.965811 
.957449 
.949158 
.940939 
.932792 
.924715 
.916708 
.908770 
.900901 

.974579 

.966140 

.957774 

.949481 

.941260 

.933109 

.925029 

.962030 

.953700 

.945442 

.937255 

.953724 

.945466 



Section 7520 

TABLE F(11.2), WITH INTEREST AT 11.2 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
V ALUA TION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

AT BUT 
LEAST LESS THAN 

1 
1 2 
2 3 
3 4 
4 5 
5 6 
6 7 
7 8 
8 9 
9 10 

10 11 
11 12 
12 

2 

FACTORS FOR PAYOUT 
AT THE END OF EACH PERIOD 

ANNUAL SEMIANNUAL QUARTERL Y MONTHL Y 
PERIOD PERIOD PERIOD PERIOD 

1.000000 
.991192 
.982462 
.973809 
.965232 
.956731 
.948304 
.939952 
.931673 
.923467 
.915333 
.907272 
.899281 

.974152 

.965572 

.957068 

.948638 

.940283 

.932001 

.923792 

.961395 

.952927 

.944534 

.936215 

.952952 

.944559 

TABLE F(11.4), WITH INTEREST AT 11.4 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
VALUATION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

AT 
LEAST 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

BUT 
LESS THAN 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

2 

FACTORS FOR PAYOUT 
AT THE END OF EACH PERIOD 

ANNUAL SEMIANNUAL QUARTERL Y MONTHLY 
PERIOD PERIOD PERIOD PERIOD 

1.000000 
.991044 
.982168 
.973372 
.964654 
.956015 
.947452 
.938967 
.930557 
.922223 
.913964 
.905778 
.897666 

.973726 

.965005 

.956363 

.947798 

.939309 

.930896 

.922559 

.960762 

.952157 

.943630 

.935178 

.952183 

.943655 
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Section 7520 
TABLE F(l1.6), WITH INTEREST AT 11.6 PERCENT, SHOWING FACTORS FOR 

COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 
APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
VALUATION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

2 

F ACTORS FOR PAYOUT 
AT THE END OF EACH PERIOD 

AT 
LEAST 

BUT 
LESS THAN 

ANNUAL SEMIANNUAL QUARTERL Y MONTHL Y 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

PERIOD PERIOD PERIOD PERIOD 

1.000000 
.990896 
.981874 
.972935 
.964077 
.955300 
.946603 
.937985 
.929445 
.920984 
.912599 
.904290 
.896057 

.973302 

.964440 

.955660 

.946959 

.938338 

.929795 

.921330 

.960130 

.951389 

.942728 

.934145 

.951416 

.942754 

TABLE F(l1.8), WITH INTEREST AT 11.8 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
VALUATION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

AT 
LEAST 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

BUT 
LESS THAN 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 
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2 

FACTORS FOR PAYOUT 
AT THE END OF EACH PERIOD 

ANNUAL SEMIANNUAL QUARTERL Y MONTHLY 
PERIOD PERIOD PERIOD PERIOD 

1.000000 
.990748 
.981582 
.972500 
.963502 
.954588 
.945756 
.937006 
.928337 
.919748 
.911238 
.902807 
.894454 

.972878 

.963877 

.954959 

.946124 

.937370 

.928698 

.920105 

.959501 

.950624 

.941828 

.933114 

.950651 

.941855 



Section 7520 

TABLE F(l2.0), WITH INTEREST AT 12.0 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
VALUATION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

AT BUT 
LEAST LESS THAN 

1 
1 2 
2 3 
3 4 
4 5 
5 6 
6 7 
7 8 
8 9 
9 10 

10 11 
11 12 
12 

2 

FACTORS FOR PAYOUT 
AT THE END OF EACH PERIOD 

ANNUAL SEMIANNUAL QUARTERLY MONTHL Y 
PERIOD PERIOD PERIOD PERIOD 

1.000000 
.990600 
.981289 
.972065 
.962928 
.953877 
.944911 
.936029 
.927231 
.918515 
.909882 
.901329 
.892857 

.972456 

.963315 

.954260 

.945290 

.936405 

.927603 

.918884 

.958873 

.949860 

.940932 

.932087 

.949888 

.940960 

TABLE F(l2.2), WITH INTEREST AT 12.2 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
V ALUA TION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TR UST 
PRECEDES THE FIRST PAYOUT 

AT 
LEAST 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

BUT 
LESS THAN 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

2 

F ACTORS FOR PAYOUT 
AT THE END OF EACH PERIOD 

ANNUAL SEMIANNUAL QUARTERLY MONTHLY 
PERIOD PERIOD PERIOD PERIOD 

1.000000 
.990453 
.980997 
.971632 
.962356 
.953168 
.944069 
.935056 
.926129 
.917287 
.908530 
.899856 
.891266 

.972034 

.962754 

.953563 

.944460 

.935443 

.926512 

.917667 

.958247 

.949099 

.940038 

.931063 

.949128 

.940067 
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Section 7520 
TABLE F(12.4), WITH INTEREST AT 12.4 PERCENT, SHOWING FACTORS FOR 

COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 2 

NUMBER OF MONTHS BY WHICH THE 

VALUATION DATE FOR THE FIRST 

FULL TAXABLE YEAR OF THE TRUST FACTORS FOR PAYOUT 

PRECEDES THE FIRST PAYOUT AT THE END OF EACH PERIOD 

AT BUT ANNUAL SEMIANNUAL QUARTERL Y MONTHLY 

LEAST 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

LESS THAN 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

PERIOD PERIOD PERIOD PERIOD 

1.000000 
.990306 
.980706 
.971199 
.961785 
.952461 
.943228 
.934085 
.925030 
.916063 
.907183 
.898389 
.889680 

.971614 

.962195 

.952868 

.943631 

.934484 

.925425 

.916454 

.957623 

.948340 

.939147 

.930043 

.948370 

.939176 

TABLE F(12.6), WITH INTEREST AT 12.6 PERCENT, SHOWING FACTORS FOR 

COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 

V ALUATION DATE FOR THE FIRST 

FULL TAXABLE YEAR OF THE TRUST 

PRECEDES THE FIRST PAYOUT 

AT BUT 
LEAST LESS THAN 

1 
1 2 
2 3 
3 4 
4 5 
5 6 
6 7 
7 8 
8 9 
9 10 

10 11 
11 12 
12 
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2 

F ACTORS FOR PAYOUT 

AT THE END OF EACH PERIOD 

ANNUAL SEMIANNUAL QUARTERLY MONTHLY 

PERIOD PERIOD PERIOD PERIOD 

1.000000 
.990159 
.980416 
.970768 
.961215 
.951756 
.942390 
.933117 
.923934 
.914842 
.905840 
.896926 
.888099 

.971195 

.961638 

.952175 

.942805 

.933527 

.924341 

.915245 

.957000 

.947583 

.938258 

.929025 

.947614 

.938289 



Section 7520 

TABLE F(l2.8), WITH INTEREST AT 12.8 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
V ALUA TION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

AT 
LEAST 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

BUT 
LESS THAN 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

2 

FACTORS FOR PAYOUT 
AT THE END OF EACH PERIOD 

ANNUAL SEMIANNUAL QUARTERLY MONTHLY 
PERIOD PERIOD PERIOD PERIOD 

1.000000 
.9900\3 
.980126 
.970337 
.960647 
.951053 
.941554 
.932151 
.922842 
.913625 
.904501 
.895468 
.886525 

.970777 

.961082 

.951484 

.941981 

.932574 

.923260 

.914040 

.956379 

.946828 

.937372 

.928011 

.946860 

.937403 

TABLE F(13.0), WITH INTEREST AT 13.0 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
VALUATION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

AT BUT 
LEAST LESS THAN 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

2 

FACTORS FOR PAYOUT 
AT THE END OF EACH PERIOD 

ANNUAL SEMIANNUAL QUARTERLY MONTHLY 
PERIOD PERIOD PERIOD PERIOD 

1.000000 
.989867 
.979836 

.960079 

.950351 

.940721 

.931188 

.921753 

.912412 

.903167 

.894015 

.884956 

.970360 

.960528 

.950795 
969908 
.931623 
.922183 
.912838 

.955760 

.946075 

.936489 

.941160 

.946108 

.936521 

.926999 

1994-2 C.B. 349 



Section 7520 
TABLE F(13.2), WITH INTEREST AT 13.2 PERCENT, SHOWING FACTORS FOR 

COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 

V ALUA TION DATE FOR THE FIRST 

FULL TAXABLE YEAR OF THE TRUST 

PRECEDES THE FIRST PAYOUT 

AT 
LEAST 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

BUT 
LESS THAN 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

2 

FACTORS FOR PAYOUT 

AT THE END OF EACH PERIOD 

ANNUAL SEMIANNUAL QUARTERLY MONTHLY 

PERIOD PERIOD PERIOD PERIOD 

1.000000 
.989721 
.979548 
.969479 
.959514 
.949651 
.939889 
.930228 
.920667 
.911203 
.901837 
.892567 
.883392 

.969945 

.959975 

.950107 

.940341 

.930675 

.921109 

.911641 

.955143 

.945325 

.935608 

.925991 

.945359 

.935641 

TABLE F(l3.4), WITH INTEREST AT 13.4 PERCENT, SHOWING FACTORS FOR 

COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL .30, 1989 

1 

NUMBER OF MONTHS BY WHICH THE 

VALUATION DATE FOR THE FIRST 

FULL TAXABLE YEAR OF THE TRUST 

PRECEDES THE FIRST PAYOUT 

AT BUT 
LEAST LESS THAN 

1 
1 2 
2 3 
3 4 
4 5 
5 6 
6 7 
7 8 
8 9 
9 10 

10 11 
11 12 
12 
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2 

FACTORS FOR PAYOUT 

AT THE END OF EACH PERIOD 

ANNUAL SEMIANNUAL QUARTERL Y MONTHLY 

PERIOD PERIOD PERIOD PERIOD 

1.000000 
.989575 
.979260 
.969051 
.958949 
.948953 
.939060 
.929271 
.919584 
.909998 
.900511 
.891124 
.881834 

.969530 

.959423 

.949422 

.939524 

.929730 

.920038 

.910447 

.954527 

.944577 

.934730 

.924986 

.944611 

.934764 



Section 7520 

TABLE F(l3.6), WITH INTEREST AT 13.6 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
VALUATION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

AT BUT 
LEAST LESS THAN 

1 
1 2 
2 3 
3 4 
4 5 
5 6 
6 7 
7 8 
8 9 
9 10 

10 11 
11 12 
12 

2 

FACTORS FOR PAYOUT 
AT THE END OF EACH PERIOD 

ANNUAL SEMIANNUAL QUARTERLY MONTHL Y 
PERIOD PERIOD PERIOD PERIOD 

1.000000 
.989430 
.978972 
.968624 
.958386 
.948256 
.938233 
.928316 
.918504 
.908796 
.899190 
.889686 
.880282 

.969117 

.958873 

.948738 

.938710 

.928788 

.918971 

.909257 

.953913 

.943831 

.933854 

.923984 

.943866 

.933890 

TABLE F(l3.8), WITH INTEREST AT 13.8 PERCENT, SHOWING FACTORS FOR 
COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

1 
NUMBER OF MONTHS BY WHICH THE 
VALUATION DATE FOR THE FIRST 
FULL TAXABLE YEAR OF THE TRUST 
PRECEDES THE FIRST PAYOUT 

AT BUT 
LEAST LESS THAN 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

2 

FACTORS FOR PAYOUT 
AT THE END OF EACH PERIOD 

ANNUAL SEMIANNUAL QUARTERL Y MONTHL Y 
PERIOD PERIOD PERIOD PERIOD 

1.000000 
.989285 
.978685 
.968199 
.957824 
.947561 
.937408 
.927364 
.917428 
.907598 
.897873 
.888252 
.878735 

.968704 

.958325 

.948056 

.937898 

.927849 

.917907 

.908072 

.953301 

.943087 

.932982 

.922985 

.943123 

.933018 
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Section 7520 
TABLE F(14.0), WITH INTEREST AT 14.0 PERCENT, SHOWING FACTORS FOR 

COMPUTATION OF THE ADJUSTED PAYOUT RATE FOR CERTAIN VALUATIONS 

APPLICABLE AFTER APRIL 30, 1989 

I 2 

NUMBER OF MONTHS BY WHICH THE 

V ALUA TION DATE FOR THE FIRST 

FULL TAXABLE YEAR OF THE TRUST FACTORS FOR PAYOUT 

PRECEDES THE FIRST PAYOUT AT THE END OF EACH PERIOD 

AT BUT ANNUAL SEMIANNUAL QUARTERLY MONTHLY 

LEAST LESS THAN PERIOD PERIOD PERIOD PERIOD 

1 1.000000 .968293 .952691 .942382 

I 2 .989140 .957778 .942345 .932148 

2 3 .978399 .947377 .932111 

3 4 .967774 .937088 .921989 

4 5 .957264 .926912 

5 6 .946868 .916846 

6 7 .936586 .906889 

7 8 .926415 

8 9 .916354 

9 10 .906403 

10 II .896560 

11 12 .886824 

12 .877193 

TABLE U(l) 

BASED ON LIFE TABLE 80CNSMT 

UNITRUST SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

ADJUSTED PAYOUT RATE 

AGE 4.2070 4.4070 4.6070 4.8070 5.0070 5.2070 5.4070 5.6070 5.8070 6.0070 

0 .06797 .06181 .05645 .05177 .04768 .04410 .04096 .03820 .03578 .03364 

1 .05881 .05243 .04686 .04199 .03773 .03400 .03072 .02784 .02531 .02308 

2 .06049 .05394 .04821 .04319 .03880 .03494 .03155 .02856 .02593 .02361 

3 .06252 .05579 .04990 .04473 .04020 .03621 .03270 .02961 .02688 .02446 

4 .06479 .05788 .05182 .04650 .04183 .03771 .03408 .03087 .02804 .02553 

5 .06724 .06016 .05393 .04845 .04363 .03937 .03562 .03230 .02936 .02675 

6 .06984 .06257 .05618 .05054 .04557 .04117 .03729 .03385 .03080 .02809 

7 .07259 .06513 .05856 .05276 .04764 .04310 .03909 .03552 .03236 .02954 

8 .07548 .06784 .06109 .05513 .04985 .04517 .04102 .03733 .03405 .03113 

9 .07854 .07071 .06378 .05765 .05221 .04738 .04310 .03928 .03588 .03285 

10 .08176 .07374 .06663 .06033 .05473 .04976 .04533 .04138 .03786 .03471 

11 .08517 .07695 .06966 .06319 .05743 .05230 .04772 .04364 .04000 .03673 

12 .08872 .08031 .07284 .06619 .06026 .05498 .05026 .04604 .04227 .03889 

13 .09238 .08378 .07612 .06929 .06320 .05776 .05289 .04853 .04463 .04113 

14 .09608 .08728 .07943 .07243 .06616 .06056 .05554 .05104 .04701 .04338 

15 .09981 .09081 .08276 .07557 .06914 .06337 .05820 .05356 .04938 .04563 

16 .10356 .09435 .08612 .07874 .07213 .06619 .06086 .05607 .05176 .04787 

17 .10733 .09792 .08949 .08192 .07513 .06902 .06353 .05858 .05413 .05010 

18 .11117 .10155 .09291 .08515 .07817 .07189 .06623 .06113 .05652 .05236 

19 .11509 .10526 .09642 .08847 .08130 .07484 .06901 .06375 .05899 .05469 
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Section 7520 

TABLE U(l)-Continued 

BASED ON LIFE TABLE 80CNSMT 

UNITRUST SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

ADJUSTED PAYOUT RATE 

AGE 4.2070 4.4% 4.6% 4.8% 5.0% 5.2% 5.4% 5.6% 5.8% 6.0% 

20 .11913 .10908 .10003 .09188 .08452 .07788 .07188 .06645 .06154 .05708 

21 .12326 .11300 .10375 .09539 .08784 .08101 .07483 .06923 .06416 .05955 

22 .12753 .11705 .10758 .09902 .09127 .08426 .07789 .07212 .06688 .06212 

23 .13195 .12125 .11156 .10279 .09484 .08763 .08109 .07514 .06973 .06481 

24 .13655 .12563 .11573 .10675 .09860 .09119 .08446 .07833 .07274 .06766 

25 .14136 .13022 .12010 .11091 .10255 .09495 .08802 .08171 .07595 .07069 

26 .14640 .13504 .12471 .11530 .10674 .09893 .09181 .08531 .07937 .07394 

27 .15169 .14011 .12956 .11994 .11117 .10316 .09584 .08915 .08302 .07742 

28 .15721 .14542 .13465 .12482 .11583 .10762 .10010 .09322 .08691 .08112 

29 .16299 .15097 .13999 .12994 .12075 .11233 .10461 .09753 .09104 .08507 

30 .16901 .15678 .14559 .13533 .12592 .11729 .10937 .10210 .09541 .08926 

31 .17531 .16287 .15146 .14099 .13137 .12254 .11441 .10694 .10006 .09372 

32 .18186 .16921 .15759 .14691 .13709 .12804 .11972 .11205 .10497 .09844 

33 .18869 .17584 .16401 .15312 .14309 .13384 .12531 .11744 .11017 .10345 

34 .19578 .18273 .17070 .15961 .14937 .13992 .13119 .12312 .11565 .10874 

35 .20315 .18990 .17767 .16637 .15593 .14628 .13735 .12908 .12142 .11431 
36 .21076 .19732 .18490 .17340 .16276 .15291 .14377 .13531 .12745 .12016 
37 .21863 .20501 .19239 .18071 .16987 .15982 .15049 .14182 .13377 .12628 
38 .22676 .21296 .20016 .18828 .17725 .16701 .15748 .14862 .14037 .13269 

39 .23515 .22118 .20820 .19614 .18492 .17448 .16476 .15571 .14727 .13940 

40 .24379 .22967 .21652 .20428 .19288 .18225 .17234 .16310 .15447 .14641 
41 .25270 .23842 .22511 .21270 .20112 .19031 .18021 .17078 .16197 .15372 
42 .26184 .24742 .23395 .22137 .20962 .19864 .18836 .17875 .16975 .16132 
43 .27123 .25666 .24305 .23031 .21840 .20724 .19679 .18700 .17782 .16921 
44 .28085 .26616 .25241 .23952 .22745 .21613 .20551 .19554 .18618 .17739 

45 .29072 .27591 .26203 .24901 .23678 .22530 .21452 .20438 .19485 .18589 
46 .30082 .28591 .27191 .25875 .24639 .23476 .22381 .21352 .20382 .19468 
47 .31116 .29616 .28204 .26877 .25626 .24449 .23340 .22295 .21309 .20379 
48 .32171 .30663 .29241 .27902 .26640 .25449 .24326 .23265 .22264 .21318 
49 .33245 .31730 .30300 .28950 .27676 .26473 .25336 .24262 .23246 .22285 

50 .34338 .32816 .31379 .30020 .28735 .27521 .26371 .25283 .24253 .23277 
51 .35449 .33923 .32479 .31112 .29818 .28593 .27431 .26331 .25287 .24297 
52 .36582 .35053 .33603 .32230 .30927 .29692 .28520 .27408 .26352 .25349 
53 .37736 .36205 .34751 .33372 .32063 .30819 .29637 .28514 .27446 .26431 
54 .38909 .37376 .35921 .34537 .33221 .31970 .30780 .29647 .28569 .27542 

55 .40099 .38568 .37111 .35724 .34404 .33146 .31949 .30807 .29719 .28681 
56 .41308 .39779 .38322 .36934 .35610 .34348 .33143 .31994 .30898 .29851 
57 .42536 .41011 .39555 .38167 .36841 .35575 .34366 .33210 .32106 .31051 
58 .43781 .42262 .40810 .39422 .38096 .36828 .35615 .34454 .33344 .32281 
59 .45043 .43530 .42083 .40698 .39373 .38104 .36888 .35724 .34609 .33540 

60 .46318 .44813 .43372 .41992 .40668 .39400 .38183 .37017 .35898 .34824 
61 .47602 .46107 .44674 .43299 .41979 .40713 .39497 .38329 .37207 .36129 
62 .48893 .47410 .45986 .44617 .43303 .42039 .40825 .39657 .38534 .37454 
63 .50190 .48720 .47306 .45946 .44638 .43379 .42168 .41001 .39878 .38796 
64 .51494 .50038 .48636 .47286 .45986 .44733 .43526 .42362 .41240 .40158 
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Section 7520 
TABLE U (1 }-Continued 

BASED ON LIFE TABLE 80CNSMT 

UNlTRUST SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

ADJUSTED PAYOUT RATE 

AGE 4.2070 4.4070 4.6070 4.8070 5.0070 5.20/0 5.4070 5.60/0 5.8070 6.0070 

65 .52808 .51368 .49980 .48641 .47350 .46104 .44903 .43743 .42624 .41544 
66 .54134 .52711 .51338 .50013 .48733 .47496 .46302 .45148 .44033 .42956 
67 .55471 .54068 .52712 .51401 .50134 .48908 .47723 .46577 .45467 .44394 
68 .56820 .55437 .54100 .52805 .51552 .50339 .49165 .48027 .46925 .45858 
69 .58172 .56812 .55495 .54219 .52982 .51783 .50620 .49494 .48401 .47341 

70 .59526 .58190 .56894 .55637 .54417 .53234 .52086 .50971 .49889 .48838 
71 .60874 .59564 .58291 .57055 .55854 .54687 .53554 .52453 .51382 .50342 
72 .62218 .60934 .59685 .58471 .57291 .56143 .55026 .53939 .52882 .51854 
73 .63557 .62301 .61078 .59887 .58728 .57600 .56501 .55431 .54389 .53373 
74 .64896 .63669 .62472 .61307 .60171 .59064 .57985 .56932 .55906 .54906 

75 .66237 .65040 .63872 .62733 .61622 .60538 .59480 .58447 .57439 .56455 
76 .67581 .66416 .65279 .64168 .63083 .62023 .60988 .59977 .58989 .58023 
77 .68925 .67793 .66688 .65606 .64550 .63516 .62506 .61517 .60551 .59605 
78 .70263 .69166 .68093 .67044 .66016 .65010 .64026 .63062 .62119 .61195 
79 .71585 .70525 .69486 .68468 .67471 .66495 .65538 .64600 .63681 .62780 

80 .72885 .71860 .70856 .69872 .68906 .67959 .67031 .66120 .65227 .64350 
81 .74150 .73162 .72193 .71242 .70308 .69392 .68492 .67609 .66742 .65890 
82 .75376 .74425 .73490 .72572 .71671 .70785 .69915 .69059 .68219 .67393 
83 .76559 .75643 .74744 .73859 .72989 .72134 .71293 .70466 .69652 .68852 
84 .77700 .76821 .75955 .75104 .74266 .73441 .72629 .71831 .71044 .70270 

85 .78805 .77961 .77130 .76311 .75505 .74711 .73929 .73158 .72399 .71652 
86 .79866 .79056 .78258 .77472 .76697 .75933 .75180 .74438 .73707 .72985 
87 .80870 .80094 .79329 .78574 .77829 .77095 .76370 .75656 .74951 .74255 
88 .81825 .81081 .80348 .79623 .78908 .78202 .77506 .76818 .76139 .75469 
89 .82746 .82035 .81332 .80638 .79952 .79275 .78606 .77945 .77292 .76647 

90 .83643 .82963 .82291 .81627 .80971 .80322 .79681 .79047 .78420 .77801 
91 .84503 .83854 .83212 .82578 .81950 .81330 .80716 .80109 .79509 .78915 
92 .85308 .84689 .84076 .83470 .82870 .82276 .81689 .81107 .80532 .79963 
93 .86052 .85460 .84875 .84295 .83721 .83152 .82590 .82033 .81481 .80935 
94 .86729 .86163 .85602 .85046 .84496 .83951 .83412 .82877 .82348 .81823 

95 .87338 .86795 .86257 .85723 .85195 .84672 .84153 .83639 .83129 .82624 
96 .87877 .87354 .86836 .86323 .85814 .85309 .84809 .84313 .83822 .83334 
97 .88365 .87861 .87362 .86867 .86375 .85888 .85405 .84926 .84450 .83979 
98 .88805 .88318 .87835 .87356 .86880 .86409 .85941 .85477 .85016 .84559 
99 .89210 .88739 .88271 .87807 .87347 .86890 .86436 .85986 .85539 .85095 

100 .89588 .89131 .88678 .88227 .87780 .87337 .86896 .86459 .86024 .85593 
101 .89949 .89506 .89066 .88629 .88195 .87764 .87336 .86911 .86488 .86069 
102 .90325 .89897 .89471 .89047 .88627 .88209 .87794 .87381 .86971 .86564 
103 .90724 .90311 .89900 .89491 .89085 .88681 .88279 .87880 .87484 .87089 
104 .91167 .90770 .90376 .89983 .89593 .89205 .88819 .88435 .88053 .87673 

105 .91708 .91333 .90959 .90587 .90217 .89848 .89481 .89116 .88752 .88391 
106 .92470 .92126 .91782 .91440 .91100 .90760 .90422 .90085 .89749 .89414 
107 .93545 .93246 .92948 .92650 .92353 .92057 .91762 .91467 .9Il73 .90880 
108 .95239 .95016 .94792 .94569 .94346 .94123 .93900 .93678 .93456 .93234 
109 .97900 .97800 .97700 .97600 .97500 .97400 .97300 .97200 .97100 .97000 
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Section 7520 

TABLE U(l) 

BASED ON LIFE TABLE 80CNSMT 

UNITRUST SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

ADJUSTED PAYOUT RATE 

AGE 6.2070 6.4070 6.6070 6.8070 7.0070 7.2070 7.4070 7.6070 7.8070 8.0070 

0 .03176 .03009 .02861 .02730 .02613 .02509 .02416 .02333 .02258 .02191 
1 .02110 .01936 .01781 .01644 .01522 .01413 .01316 .01229 .01150 .01080 
2 .02156 .01974 .01812 .01669 .01541 .01427 .01325 .01234 .01152 .01078 
3 .02233 .02043 .01875 .01725 .01591 .01471 .01364 .01268 .01182 .01105 
4 .02330 .02132 .01956 .01800 .01660 .01535 .01422 .01322 .01231 .01149 

5 .02443 .02237 .02054 .01890 .01743 .01612 .01494 .01389 .01293 .01208 
6 .02568 .02353 .02162 .01990 .01837 .01700 .01576 .01465 .01365 .01275 
7 .02704 .02480 .02280 .02102 .01941 .01798 .01668 .01552 .01446 .01351 
8 .02852 .02619 .02411 .02224 .02057 .01906 .01770 .01648 .01537 .01437 
9 .03014 .02772 .02554 .02360 .02184 .02027 .01885 .01756 .01640 .01535 

10 .03190 .02938 .02711 .02508 .02325 .02160 .02012 .01877 .01755 .01645 
11 .03381 .03119 .02883 .02672 .02481 .02308 .02153 .02012 .01884 .01768 
12 .03585 .03313 .03068 .02847 .02648 .02468 .02305 .02157 .02023 .01902 
13 .03798 .03515 .03260 .03030 .02822 .02635 .02464 .02310 .02170 .02042 
14 .04012 .03718 .03453 .03213 .02997 .02801 .02623 .02462 .02315 .02181 

15 .04225 .03919 .03644 .03395 .03169 .02965 .02779 .02611 .02457 .02317 
16 .04436 .04120 .03833 .03574 .03339 .03126 .02932 .02756 .02595 .02449 
17 .04647 .04319 .04021 .03752 .03507 .03285 .03082 .02898 .02730 .02577 
18 .04860 .04519 .04210 .03930 .03675 .03443 .03232 .03040 .02864 .02703 
19 .05079 .04725 .04404 .04113 .03847 .03606 .03386 .03185 .03001 .02833 

20 .05304 .04938 .04604 .04301 .04025 .03773 .03543 .03333 .03141 .02965 
21 .05537 .05157 .04811 .04495 .04208 .03945 .03705 .03486 .03285 .03101 
22 .05779 .05385 .05025 .04698 .04398 .04125 .03874 .03645 .03435 .03242 
23 .06032 .05623 .05250 .04910 .04598 .04313 .04052 .03812 .03592 .03390 
24 .06302 .05878 .05491 .05136 .04812 .04515 .04242 .03992 .03762 .03550 

25 .06589 .06150 .05748 .05380 .05042 .04733 .04448 .04187 .03946 .03725 
26 .06897 .06442 .06025 .05643 .05292 .04969 .04673 .04400 .04148 .03916 
27 .07228 .06757 .06325 .05928 .05563 .05227 .04917 .04632 .04369 .04126 
28 .07582 .07094 .06646 .06234 .05854 .05504 .05182 .04884 .04609 .04355 
29 .07958 .07454 .06990 .06562 .06167 .05804 .05468 .05157 .04870 .04604 

30 .08360 .07838 .07357 .06913 .06504 .06125 .05775 .05452 .05152 .04874 
31 .08788 .08249 .07751 .07291 .06866 .06472 .06108 .05771 .05457 .05167 
32 .09242 .08685 .08170 .07694 .07252 .06844 .06465 .06113 .05786 .05483 
33 .09724 .09149 .08617 .08124 .07666 .07242 .06848 .06482 .06141 .05824 
34 .10234 .09641 .09091 .08581 .08107 .07667 .07257 .06876 .06521 .06191 

35 .10773 .10161 .09594 .09066 .08575 .08119 .07694 .07298 .06928 .06583 
36 .11338 .10708 .10122 .09577 .09070 .08597 .08156 .07744 .07360 .07001 
37 .11932 .11283 .10680 .10117 .09592 .09102 .08645 .08217 .07818 .07444 
38 .12554 .11887 .11265 .10685 .10142 .09636 .09162 .08719 .08304 .07915 
39 .13206 .12521 .11880 .11282 .10722 .10198 .09708 .09249 .08818 .08414 

40 .13888 .13184 .12526 .11909 .11332 .10791 .10284 .09808 .09361 .08942 
41 .14601 .13878 .13201 .12567 .11972 .11414 .10890 .10398 .09935 .09499 
42 .15342 .14601 .13906 .13254 .12641 .12066 .11525 .11016 .10537 .10086 43 .16112 .15353 .14640 .13970 .13340 .12747 .12189 .11663 .11168 .10701 44 .16913 .16136 .15406 .14718 .14070 .13460 .12885 .12342 .11830 .11347 
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Section 7520 
TABLE U(l)-Continued 

BASED ON LIFE TABLE 80CNSMT 

UNITRUST SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

ADJUSTED PAYOUT RATE 

AGE 6.2OJo 6.4OJo 6.6OJo 6.8OJo 7.0OJo 7.2OJo 7.4OJo 7.6OJo 7.8OJo 8.0OJo 

45 .17745 .16951 .16202 .15497 .14832 .14204 .13612 .13053 .12525 .12025 

46 .18608 .17796 .17030 .16308 .15625 .14981 .14372 .13796 .13251 .12735 

47 .19501 .18673 .17890 .17150 .16451 .15790 .15164 .14571 .14010 .13478 

48 .20425 .19579 .18780 .18024 .17308 .16630 .15987 .15378 .14800 .14252 

49 .21375 .20514 .19698 .18926 .18193 .17499 .16840 .16214 .15620 .15056 

50 .22352 .21476 .20644 .19856 .19107 .18396 .17721 .17080 .16470 .15890 

51 .23358 .22467 .21620 .20816 .20051 .19325 .18634 .17976 .17350 .16755 

52 .24396 .23490 .22628 .21809 .21030 .20288 .19581 .18908 .18267 .17655 

53 .25465 .24545 .23670 .22836 .22042 .21285 .20563 .19875 .19218 .18592 

54 .26563 .25631 .24742 .23895 .23086 .22315 .21579 .20876 .20204 .19562 

55 .27692 .26747 .25846 .24986 .24164 .23379 .22628 .21911 .21225 .20568 

56 .28850 .27895 .26982 .26109 .25275 .24476 .23712 .22981 .22281 .21611 

57 .30041 .29076 .28152 .27267 .26421 .25610 .24833 .24089 .23376 .22691 

58 .31263 .30288 .29355 .28460 .27602 .26780 .25991 .25234 .24508 .23811 

59 .32515 .31532 .30590 .29685 .28817 .27984 .27184 .26416 .25677 .24968 

60 .33793 .32803 .31853 .30940 .30062 .29219 .28409 .27630 .26880 .26159 

61 .35093 .34098 .33141 .32220 .31335 .30483 .29663 .28873 .28113 .27381 

62 .36414 .35414 .34451 .33524 .32631 .31771 .30942 .30144 .29374 .28631 

63 .37754 .36750 .35783 .34850 .33951 .33084 .32247 .31440 .30661 .29910 

64 .39115 .38108 .37137 .36200 .35296 .34422 .33579 .32765 .31978 .31217 

65 .40500 .39493 .38519 .37579 .36670 .35792 .34943 .34122 .33328 .32560 

66 .41914 .40906 .39932 .38990 .38079 .37197 .36343 .35517 .34717 .33943 

67 .43355 .42350 .41376 .40434 .39521 .38636 .37780 .36950 .36145 .35365 

68 .44824 .43822 .42851 .41909 .40996 .40111 .39252 .38419 .37611 .36827 

69 .46313 .45316 .44348 .43409 .42498 .41613 .40754 .39919 .39109 .38322 

70 .47818 .46827 .45864 .44929 .44020 .43137 .42279 .41445 .40634 .39845 

71 .49331 .48348 .47391 .46461 .45557 .44677 .43821 .42988 .42177 .41388 

72 .50853 .49879 .48930 .48007 .47108 .46233 .45380 .44550 .43741 .42952 
73 .52384 .51421 .50482 .49566 .48674 .47805 .46957 .46130 .45324 .44538 

74 .53930 .52979 .52050 .51145 .50261 .49399 .48557 .47736 .46934 .46152 

75 .55495 .54557 .53641 .52747 .51873 .51020 .50187 .49372 .48577 .47799 
76 .57079 .56157 .55256 .54374 .53513 .52670 .51847 .51041 .50253 .49483 

77 .58680 .57775 .56890 .56024 .55176 .54346 .53534 .52739 .51960 .51198 
78 .60291 .59405 .58537 .57687 .56855 .56040 .55241 .54458 .53691 .52940 
79 .61898 .61032 .60184 .59353 .58537 .57738 .56954 .56185 .55431 .54691 

80 .63491 .62647 .61819 .61007 .60210 .59428 .58660 .57907 .57167 .56441 
81 .65054 .64234 .63427 .62636 .61858 .61094 .60344 .59606 .58882 .58170 
82 .66582 .65784 .65000 .64229 .63472 .62727 .61994 .61274 .60566 .59870 
83 .68065 .67291 .66530 .65781 .65044 .64319 .63605 .62903 .62212 .61532 
84 .69508 .68758 .68020 .67293 .66577 .65872 .65178 .64495 .63821 .63158 

85 .70915 .70190 .69475 .68770 .68076 .67392 .66718 .66054 .65399 .64754 
86 .72274 .71573 .70882 .70200 .69528 .68865 .68212 .67567 .66931 .66304 
87 .73569 .72892 .72224 .71565 .70915 .70273 .69639 .69014 .68397 .67788 
88 .74807 .74154 .73509 .72872 .72243 .71622 .71009 .70403 .69805 .69214 
89 .76010 .75381 .74759 .74144 .73537 .72937 .72344 .71758 .71179 .70607 
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Section 7520 
TABLE U(I)-Continued 

BASED ON LIFE TABLE 80CNSMT 

UNITRUST SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

ADJUSTED PAYOUT RATE 

AGE 6.20/0 6.4% 6.6% 6.8% 7.0% 7.2% 7.4% 7.6% 7.8% 8.0% 

90 .77189 .76584 .75985 .75394 .74809 .74230 .73659 .73093 .72534 .71981 
91 .78327 .77746 .77171 .76603 .76040 .75484 .74933 .74388 .73850 .73316 
92 .79399 .78841 .78289 .77743 .77202 .76667 .76137 .75613 .75093 .74579 
93 .80394 .79858 .79328 .78803 .78283 .77768 .77258 .76753 .76252 .75757 
94 .81303 .80788 .80278 .79773 .79272 .78776 .78284 .77797 .77315 .76837 

95 .82124 .81628 .81136 .80649 .80166 .79687 .79213 .78742 .78276 .77814 
96 .82851 .82372 .81897 .81426 .80959 .80496 .80036 .79581 .79129 .78682 
97 .83512 .83048 .82588 .82132 .81679 .81230 .80785 .80343 .79905 .79471 
98 .84106 .83656 .83210 .82767 .82328 .81892 .81459 .81030 .80604 .80181 
99 .84655 .84218 .83785 .83354 .82927 .82503 .82082 .81664 .81249 .80837 

100 .85165 .84740 .84318 .83899 .83483 .83070 .82660 .82252 .81848 .81446 
101 .85652 .85238 .84827 .84419 .84013 .83611 .83210 .82813 .82418 .82026 
102 .86159 .85757 .85358 .84960 .84566 .84174 .83784 .83397 .83012 .82630 
103 .86697 .86307 .85920 .85535 .85152 .84771 .84392 .84016 .83642 .83270 
104 .87295 .86919 .86544 .86172 .85802 .85434 .85068 .84704 .84341 .83981 

105 .88030 .87672 .87315 .86959 .86605 .86253 .85903 .85554 .85207 .84861 
106 .89081 .88749 .88418 .88088 .87760 .87433 .87106 .86782 .86458 .86135 
107 .90588 .90296 .90005 .89715 .89425 .89137 .88849 .88561 .88275 .87989 
108 .93013 .92791 .92570 .92350 .92129 .91909 .91689 .91469 .91250 .91031 
109 .96900 .96800 .96700 .96600 .96500 .96400 .96300 .96200 .96100 .96000 

TABLE U(l) 

BASED ON LIFE TABLE 80CNSMT 

UNITRUST SINGLE LIFE REMAINDER FACTORS 
APPLICABLE AFTER APRIL 30, 1989 

ADJUSTED PAYOUT RATE 

AGE 8.2% 8.4% 8.6% 8.8% 9.0% 9.2% 9.4% 9.6% 9.8% 10.0% 

0 .02130 .02075 .02025 .01980 .01939 .01901 .01867 .01835 .01806 .01779 
1 .01017 .00960 .00908 .00861 .00819 .00780 .00745 .00712 .00683 .00655 
2 .01011 .00951 .00897 .00848 .00803 .00762 .00725 .00690 .00659 .00630 
3 .01035 .00971 .00914 .00862 .00815 .00771 .00732 .00696 .00663 .00632 
4 .01076 .01009 .00948 .00894 .00843 .00798 .00756 .00718 .00683 .00650 

5 .01130 .01059 .00996 .00938 .00885 .00836 .00792 .00752 .00714 .00680 
6 .01193 .01119 .01051 .00990 .00934 .00883 .00836 .00793 .00754 .00717 
7 .01265 .01187 .01116 .01051 .00992 .00938 .00888 .00842 .00800 .00762 
8 .01347 .01264 .01189 .01121 .01058 .01001 .00948 .00900 .00856 .00815 
9 .01440 .01353 .01274 .01201 .01135 .01075 .01019 .00968 .00921 .00877 

10 .01544 .01453 .01369 .01293 .01223 .01159 .01101 .01046 .00997 .00950 
11 .01662 .01566 .01478 .01398 .01324 .01257 .01195 .01137 .01085 .01036 
12 .01791 .01690 .01597 .01513 .01435 .01364 .01298 .01238 .01182 .01131 
13 .01926 .01820 .01722 .01634 .01552 .01477 .01408 .01344 .01285 .01231 
14 .02059 .01948 .01846 .01752 .01667 .01588 .01515 .01448 .01386 .01328 
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Section 7520 
TABLE U(I)-Continued 

BASED ON LIFE TABLE 80CNSMT 

UNITRUST SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

ADJUSTED PAYOUT RATE 

AGE 8.2070 8.4% 8.6% 8.8% 9.0% 9.2% 9.4% 9.6% 9.8% 10.0% 

15 .02189 .02072 .01965 .01867 .01777 .01694 .01617 .01547 .01481 .01421 

16 .02315 .02192 .02080 .01977 .01882 .01795 .01714 .01640 .01572 .01508 

17 .02436 .02308 .02190 .02082 .01982 .01891 .01806 .01728 .01656 .01589 

18 .02556 .02422 .02298 .02184 .02080 .01983 .01894 .01812 .01736 .01665 

19 .02679 .02537 .02408 .02288 .02178 .02077 .01983 .01897 .01817 .01742 

20 .02804 .02656 .02519 .02394 .02278 .02172 .02073 .01982 .01898 .01819 

21 .02932 .02776 .02633 .02501 .02380 .02268 .02164 .02068 .01979 .01896 

22 .03065 .02902 .02751 .02613 .02485 .02367 .02258 .02157 .02063 .01976 

23 .03204 .03033 .02876 .02730 .02595 .02471 .02356 .02249 .02150 .02058 

24 .03356 .03176 .03010 .02857 .02716 .02585 .02463 .02351 .02246 .02149 

25 .03520 .03332 .03158 .02997 .02848 .02710 .02582 .02463 .02352 .02249 

26 .03702 .03504 .03321 .03152 .02995 .02850 .02714 .02589 .02472 .02363 

27 .03902 .03695 .03502 .03324 .03159 .03006 .02863 .02730 .02607 .02492 

28 .04120 .03902 .03700 .03513 .03339 .03178 .03027 .02887 .02757 .02635 

29 .04358 .04129 .03917 .03720 .03537 .03367 .03208 .03061 .02923 .02794 

30 .04616 .04376 .04154 .03947 .03754 .03575 .03408 .03251 .03106 .02969 

31 .04897 .04646 .04413 .04195 .03993 .03804 .03627 .03463 .03309 .03165 

32 .05200 .04938 .04693 .04465 .04252 .04053 .03867 .03693 .03531 .03378 

33 .05529 .05254 .04998 .04758 .04534 .04325 .04130 .03946 .03775 .03614 

34 .05883 .05595 .05326 .05075 .04840 .04620 .04414 .04221 .04040 .03870 

35 .06262 .05961 .05680 .05417 .05170 .04939 .04723 .04520 .04329 .04149 

36 .06665 .06351 .06057 .05781 .05523 .05280 .05053 .04839 .04638 .04449 

37 .07094 .06766 .06459 .06171 .05900 .05646 .05407 .05182 .04971 .04771 

38 .07550 .07208 .06888 .06586 .06303 .06037 .05786 .05550 .05327 .05118 

39 .08034 .07678 .07344 .07029 .06733 .06454 .06191 .05943 .05709 .05489 

40 .08547 .08177 .07828 .07499 .07190 .06898 .06623 .06363 .06118 .05886 

41 .09090 .08704 .08341 .07998 .07675 .07371 .07083 .06811 .06553 .06310 

42 .09661 .09260 .08882 .08525 .08188 .07870 .07569 .07284 .07015 .06760 

43 .10260 .09844 .09451 .09080 .08729 .08397 .08083 .07785 .07503 .07236 

44 .10891 .10459 .10051 .09666 .09300 .08954 .08626 .08316 .08021 .07741 

45 .11553 .11106 .10683 .10282 .09902 .09542 .09201 .08876 .08568 .08276 

46 .12247 .11784 .11346 .10930 .10536 .10161 .09806 .09468 .09146 .08841 

47 .12974 .12496 .12042 .11611 .11202 .10813 .10443 .10091 .09756 .09438 

48 .13732 .13238 .12769 .12323 .11899 .11495 .11111 .10745 .10397 .10065 

49 .14520 .14011 .13526 .13064 .12625 .12207 .11809 .11429 .11066 .10721 

50 .15338 .14812 .14312 .13836 .13381 .12948 .12535 .12141 .11765 .11405 

51 .16187 .15646 .15130 .14639 .14169 .13721 .13294 .12885 .12495 .12121 

52 .17072 .16516 .15985 .15478 .14993 .14531 .14088 .13665 .13261 .12873 

53 .17993 .17422 .16876 .16353 .15854 .15377 .14920 .14482 .14064 .13662 

54 .18949 .18362 .17801 .17264 .16750 .16258 .15787 .15335 .14902 .14486 

55 .19940 .19339 .18763 .18212 .17683 .17176 .16690 .16224 .15777 .15348 

56 .20968 .20353 .19762 .19196 .18654 .18132 .17632 .17152 .16691 .16247 

57 .22035 .21406 .20802 .20222 .19665 .19129 .18615 .18121 .17646 .17189 

58 .23142 .22499 .21881 .21287 .20717 .20168 .19640 .19132 .18643 .18172 

59 .24286 .23630 .23000 .22393 .21809 .21247 .20705 .20184 .19682 .19198 
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Section 7520 
TABLE U(1)-Continued 

BASED ON LIFE TABLE 80CNSMT 

UNITRUST SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

ADJUSTED PAYOUT RATE 

AGE 8.2070 8.4070 8.6070 8.8070 9.0070 9.2070 9.4070 9.6070 9.8070 10.0070 

60 .25465 .24797 .24154 .23534 .22938 .22363 .21808 .21274 .20759 .20262 
61 .26676 .25996 .25341 .24710 .24101 .23513 .22946 .22399 .21871 .21361 
62 .27916 .27225 .26559 .25916 .25295 .24695 .24117 .23557 .23017 .22495 
63 .29184 .28483 .27806 .27152 .26520 .25909 .25319 .24748 .24196 .23661 
64 .30483 .29772 .29085 .28421 .27779 .27157 .26555 .25973 .25409 .24863 

65 .31817 .31098 .30402 .29729 .29076 .28444 .27832 .27240 .26665 .26108 
66 .33192 .32466 .31762 .31079 .30418 .29777 .29155 .28552 .27968 .27400 
67 .34609 .33876 .33164 .32474 .31805 .31156 .30525 .29913 .29319 .28742 
68 .36066 .35328 .34610 .33914 .33238 .32581 .31943 .31323 .30720 .30134 
69 .37558 .36815 .36093 .35391 .34709 .34045 .33400 .32773 .32163 .31569 

70 .39078 .38332 .37606 .36900 .36213 .35545 .34894 .34260 .33643 .33042 
71 .40620 .39872 .39144 .38435 .37744 .37071 .36415 .35776 .35153 .34547 
72 .42184 .41435 .40706 .39994 .39301 .38625 .37965 .37322 .36694 .36082 
73 .43771 .43023 .42293 .41581 .40886 .40207 .39545 .38899 .38267 .37651 
74 .45387 .44641 .43912 .43201 .42505 .41826 .41163 .40514 .39881 .39261 

75 .47039 .46296 .45570 .44861 .44167 .43488 .42824 .42175 .41541 .40920 
76 .48729 .47991 .47269 .46563 .45872 .45196 .44534 .43886 .43251 .42630 
77 .50452 .49722 .49006 .48305 .47619 .46946 .46287 .45642 .45009 .44389 
78 .52203 .51481 .50773 .50079 .49399 .48732 .48078 .47437 .46808 .46191 
79 .53966 .53254 .52556 .51870 .51198 .50538 .49891 .49255 .48632 .48019 

80 .55728 .55028 .54340 .53665 .53002 .52351 .51712 .51083 .50466 .49860 
81 .57471 .56784 .56109 .55445 .54792 .54151 .53521 .52901 .52292 .51692 
82 .59186 .58512 .57850 .57199 .56558 .55927 .55307 .54697 .54097 .53506 
83 .60863 .60204 .59556 .58918 .58289 .57671 .57062 .56462 .55872 .55290 
84 .62505 .61862 .61228 .60604 .59989 .59383 .58786 .58198 .57618 .57047 

85 .64118 .63491 .62873 .62263 .61663 .61070 .60486 .59911 .59343 .58783 
86 .65685 .65075 .64473 .63879 .63294 .62716 .62145 .61583 .61027 .60479 
87 .67187 .66594 .66008 .65430 .64859 .64296 .63739 .63190 .62647 .62112 
88 .68631 .68054 .67485 .66923 .66367 .65818 .65276 .64740 .64211 .63688 
89 .70042 .69483 .68930 .68384 .67845 .67311 .66784 .66262 .65747 .65237 

90 .71434 .70894 .70359 .69830 .69307 .68790 .68278 .67772 .67271 .66775 
91 .72789 .72266 .71750 .71239 .70733 .70232 .69736 .69246 .68760 .68280 
92 .74070 .73567 .73068 .72574 .72085 .71601 .71121 .70647 .70176 .69711 
93 .75266 .74780 .74298 .73821 .73348 .72880 .72417 .71957 .71502 .71051 
94 .76363 .75893 .75428 .74967 .74510 .74057 .73608 .73163 .72722 .72285 

95 .77356 .76901 .76451 .76005 .75562 .75123 .74688 .74257 .73829 .73405 
96 .78237 .77797 .77360 .76927 .76497 .76071 .75648 .75229 .74813 .74401 
97 .79039 .78612 .78187 .77766 .77348 .76934 .76523 .76115 .75710 .75308 
98 .79762 .79345 .78932 .78522 .78115 .77711 .77310 .76913 .76518 .76126 
99 .80429 .80023 .79620 .79220 .78823 .78429 .78038 .77649 .77264 .76881 

100 .81047 .80651 .80258 .79867 .79479 .79094 .78712 .78332 .77955 .77580 
101 .81636 .81249 .80865 .80483 .80104 .79727 .79352 .78981 .78611 .78244 
102 .82250 .81872 .81497 .81124 .80754 .80386 .80020 .79656 .79295 .78936 
103 .82900 .82532 .82167 .81804 .81442 .81083 .80726 .80371 .80018 .79667 
104 .83622 .83266 .82911 .82558 .82207 .81858 .81510 .81165 .80821 .80479 
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Section 7520 
TABLE U (1 )-Continued 

BASED ON LIFE TABLE 80CNSMT 

UNITRUST SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

ADJUSTED PAYOUT RATE 

AGE 8.2070 8.4070 8.6070 8.8070 9.0070 9.2070 9.4070 9.6070 9.8070 lO.OOJo 

105 .84517 .84174 .83833 .83494 .83156 .82819 .82485 .82151 .81820 .81489 
lO6 .85814 .85494 .85175 .84857 .84540 .84225 .83911 .83598 .83286 .82975 
107 .87704 .87420 .87136 .86853 .86571 .86290 .86009 .85729 .85450 .85171 
108 .90812 .90593 .90375 .90156 .89939 .89721 .89504 .89286 .89070 .88853 
109 .95900 .95800 .95700 .95600 .95500 .95400 .95300 .95200 .95lO0 .95000 

TABLE U(l) 

BASED ON LIFE TABLE 80CNSMT 

UNITRUST SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

ADJUSTED PAYOUT RATE 

AGE 10.2070 10.4070 10.6070 10.8070 11.0% 11.2070 11.4070 11.6% 11.8% 12.0070 

0 .01754 .01731 .01710 .01690 .01671 .01654 .01638 .01622 .01608 .01594 
1 .00630 .00607 .00585 .00565 .00547 .00530 .00514 .00499 .00485 .00472 
2 .00604 .00579 .00557 .00536 .00516 .00498 .00481 .00465 .00451 .00437 
3 .00604 .00578 .00554 .00532 .00511 .00492 .00474 .00458 .00442 .00427 
4 .00621 .00593 .00568 .00544 .00522 .00502 .00483 .00465 .00448 .00433 

5 .00648 .00619 .00592 .00567 .00544 .00522 .00502 .00483 .00465 .00449 
6 .00684 .00653 .00624 .00597 .00572 .00549 .00528 .00507 .00489 .00471 
7 .00726 .00693 .00663 .00634 .00608 .00583 .00560 .00539 .00518 .00499 
8 .00777 .00742 .00709 .00679 .00651 .00624 .00600 .00577 .00555 .00535 
9 .00837 .00800 .00765 .00733 .00703 .00675 .00649 .00625 .00602 .00580 

10 .00908 .00868 .00832 .00797 .00765 .00736 .00708 .00682 .00657 .00634 
11 .00991 .00949 .00910 .00874 .00840 .00808 .00779 .00751 .00725 .00700 
12 .01083 .01039 .00997 .00959 .00923 .00890 .00858 .00829 .00801 .00775 
13 .01181 .01134 .01090 .01049 .0lO12 .00976 .00943 .00912 .00883 .00855 
14 .01275 .01226 .01180 .01137 .OlO97 .01060 .OlO25 .00992 .00961 .00932 

15 .01365 .01313 .01264 .01219 .01177 .01138 .01101 .01066 .OlO34 .01003 
16 .01449 .01394 .01343 .01295 .01251 .01209 .01171 .01134 .01lO0 .01068 
17 .01526 .01469 .01415 .01365 .01318 .01274 .01233 .01195 .01159 .01125 
18 .01600 .01539 .01482 .01430 .01380 .01334 .01291 .01251 .01213 .01177 
19 .01673 .01609 .01550 .01494 .01442 .01393 .01348 .01305 .01265 .01227 

20 .01747 .01679 .01616 .01557 .01502 .01451 .01403 .01358 .01316 .01276 
21 .01820 .01748 .01682 .01620 .01562 .01508 .01457 .01409 .01365 .01323 
22 .01895 .01819 .01749 .01683 .01622 .01565 .01511 .01461 .01414 .01369 
23 .01972 .01893 .01818 .01749 .01684 .01624 .01567 .01514 .01464 .01417 
24 .02058 .01974 .01895 .01822 .01753 .01689 .01629 .01572 .01519 .01469 

25 .02154 .02064 .01981 .01903 .01830 .01762 .01698 .01638 .01582 .01529 
26 .02262 .02167 .02079 .01996 .01919 .01847 .01779 .01715 .01655 .01599 
27 .02385 .02284 .02191 .02103 .02021 .01944 .01872 .01804 .01740 .01680 
28 .02521 .02415 .02316 .02222 .02135 .02053 .01977 .01904 .01836 .01772 
29 .02673 .02561 .02455 .02357 .02264 .02177 .02095 .02018 .01946 .01877 
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Section 7520 
TABLE U(1 )-Continued 

BASED ON LIFE TABLE 80CNSMT 

UNITRUST SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

ADJUSTED PAYOUT RATE 

AGE 10.2070 10.4% 10.6% 10.8% 11.0% 11.2% 11.4% 11.6% 11.8% 12.0% 

30 .02842 .02723 .02611 .02506 .02407 .02315 .02227 .02146 .02068 .01996 
31 .03030 .02903 .02784 .02673 .02568 .02470 .02377 .02290 .02207 .02130 
32 .03235 .03101 .02976 .02857 .02746 .02641 .02543 .02450 .02362 .02279 
33 .03463 .03321 .03188 .03062 .02944 .02833 .02728 .02629 .02535 .02447 
34 .03711 .03561 .03419 .03286 .03161 .03043 .02931 .02826 .02726 .02632 

35 .03981 .03822 .03672 .03531 .03398 .03273 .03154 .03042 .02936 .02836 
36 .04271 .04103 .03945 .03796 .03655 .03522 .03396 .03277 .03164 .03057 
37 .04584 .04407 .04239 .04081 .03932 .03791 .03657 .03531 .03411 .03297 
38 .04920 .04733 .04556 .04389 .04231 .04082 .03940 .03806 .03679 .03558 
39 .05280 .05083 .04897 .04721 .04554 .04396 .04246 .04103 .03968 .03840 

40 .05667 .05459 .05263 .05077 .04901 .04733 .04575 .04424 .04280 .04144 
41 .06080 .05861 .05655 .05459 .05272 .05096 .04928 .04768 .04617 .04472 
42 .06518 .06289 .06071 .05864 .05668 .05482 .05305 .05136 .04975 .04822 
43 .06982 .06742 .06513 .06296 .06089 .05893 .05706 .05528 .05358 .05196 
44 .07475 .07223 .06983 .06754 .06537 .06330 .06133 .05945 .05766 .05595 

45 .07998 .07733 .07481 .07242 .07014 .06796 .06588 .06390 .06202 .06021 
46 .08550 .08273 .08010 .07758 .07519 .07290 .07072 .06864 .06665 .06474 
47 .09134 .08845 .08569 .08306 .08055 .07815 .07586 .07367 .07157 .06957 
48 .09748 .09446 .09158 .08882 .08619 .08368 .08128 .07898 .07678 .07467 
49 .10391 .10076 .09775 .09487 .09212 .08949 .08697 .08456 .08225 .08003 

50 .11062 .10734 .10420 .10120 .09832 .09557 .09293 .09041 .08798 .08566 
51 .11764 .11423 .11096 .10783 .10483 .10195 .09919 .09655 .09401 .09158 
52 .12503 .12148 .11807 .11481 .11168 .10868 .10581 .10304 .10039 .09784 
53 .13278 .12909 .12556 .12216 .11891 .11578 .11278 .10989 .10712 .10445 
54 .14088 .13706 .13339 .12986 .12648 .12322 .12009 .11709 .11419 .11141 

55 .14936 .14540 .14159 .13793 .13442 .13103 .12778 .12464 .12163 .11872 
56 .15821 .15412 .15018 .14639 .14274 .13923 .13584 .13258 .12944 .12642 
57 .16749 .16326 .15918 .15526 .15148 .14784 .14433 .14094 .13768 .13453 
58 .17719 .17282 .16862 .16456 .16065 .15688 .15324 .14973 .14634 .14306 
59 .18731 .18281 .17847 .17429 .17025 .16634 .16258 .15894 .15543 .15203 

60 .19782 .19319 .18872 .18440 .18023 .17621 .17231 .16855 .16491 .16139 
61 .20869 .20393 .19934 .19489 .19060 .18644 .18242 .17854 .17477 .17113 
62 .21990 .21502 .21029 .20573 .20131 .19703 .19289 .18887 .18499 .18123 
63 .23144 .22644 .22159 .21690 .21236 .20796 .20370 .19956 .19556 .19167 
64 .24335 .23823 .23326 .22845 .22379 .21927 .21489 .21063 .20651 .20250 

65 .25568 .25045 .24537 .24044 .23566 .23103 .22653 .22216 .21791 .21379 
66 .26850 .26316 .25797 .25293 .24804 .24329 .23868 .23420 .22984 .22560 
67 .28182 .27637 .27108 .26594 .26095 .25609 .25137 .24678 .24231 .23797 
68 .29565 .29011 .28472 .27949 .27439 .26943 .26461 .25991 .25534 .25089 
69 .30991 .30429 .29882 .29349 .28830 .28325 .27833 .27354 .26887 .26432 

70 .32457 .31887 .31332 .30791 .30264 .29750 .29249 .28760 .28284 .27820 
71 .33955 .33378 .32816 .32267 .31732 .31210 .30701 .30204 .29719 .29246 
72 .35485 .34902 .34333 .33778 .33236 .32707 .32190 .31686 .31193 .30711 
73 .37049 .36461 .35887 .35326 .34778 .34242 .33719 .33207 .32707 .32218 
74 .38656 .38064 .37485 .36920 .36366 .35825 .35296 .34778 .34272 .33776 
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Section 7520 
TABLE U (1 )-Continued 

BASED ON LIFE TABLE 80CNSMT 

UNITRUST SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

ADJUSTED PAYOUT RATE 

AGE 10.2070 10.4070 10.6070 10.8070 11.0070 11.2070 11.4070 11.6070 11.81170 12.0070 

75 .40312 .39717 .39136 .38566 .38009 .37464 .36930 .36407 .35895 .35394 

76 .42022 .41426 .40842 .40271 .39711 .39163 .38625 .38099 .37583 .37077 

77 .43782 .43187 .42603 .42031 .41470 .40920 .40380 .39851 .39332 .38823 

78 .45586 .44992 .44410 .43839 .43278 .42728 .42188 .41658 .41138 .40627 

79 .47418 .46828 .46248 .45679 .45120 .44572 .44033 .43503 .42983 .42472 

80 .49264 .48679 .48103 .47538 .46982 .46436 .45900 .45372 .44853 .44343 

81 .51103 .50524 .49954 .49394 .48843 .48301 .47768 .47243 .46727 .46219 

82 .52925 .52352 .51789 .51235 .50690 .50153 .49624 .49104 .48591 .48087 

83 .54718 .54154 .53598 .53051 .52512 .51981 .51459 .50943 .50436 .49936 

84 .56484 .55930 .55383 .54844 .54313 .53789 .53273 .52764 .52262 .51767 

85 .58231 .57686 .57149 .56619 .56096 .55581 .55072 .54571 .54076 .53588 

86 .59939 .59405 .58878 .58358 .57845 .57339 .56839 .56346 .55858 .55377 

87 .61583 .61061 .60545 .60035 .59532 .59035 .58545 .58060 .57581 .57108 

88 .63171 .62661 .62156 .61658 .61165 .60678 .60196 .59721 .59251 .58786 

89 .64733 .64235 .63742 .63255 .62774 .62298 .61827 .61361 .60900 .60444 

90 .66285 .65801 .65321 .64847 .64377 .63913 .63453 .62998 .62548 .62103 

91 .67804 .67334 .66868 .66407 .65950 .65498 .65050 .64607 .64169 .63735 

92 .69250 .68793 .68341 .67893 .67450 .67011 .66575 .66144 .65718 .65295 

93 .70604 .70162 .69723 .69288 .68858 .68431 .68008 .67589 .67174 .66762 

94 .71852 .71422 .70997 .70575 .70156 .69742 .69331 .68923 .68519 .68119 

95 .72984 .72567 .72154 .71744 .71337 .70934 .70534 .70137 .69744 .69354 

96 .73992 .73586 .73183 .72784 .72388 .71995 .71605 .71218 .70835 .70454 

97 .74910 .74514 .74122 .73733 .73346 .72963 .72582 .72205 .71830 .71458 

98 .75737 .75351 .74967 .74587 .74209 .73835 .73463 .73093 .72727 .72363 

99 .76501 .76123 .75748 .75376 .75007 .74640 .74276 .73914 .73555 .73198 

100 .77208 .76838 .76471 .76107 .75745 .75385 .75028 .74673 .74321 .73971 

101 .77879 .77517 .77157 .76800 .76444 .76092 .75741 .75392 .75046 .74702 

102 .78579 .78224 .77871 .77521 .77173 .76827 .76483 .76141 .75801 .75463 

103 .79318 .78971 .78626 .78283 .77942 .77604 .77266 .76931 .76598 .76267 

104 .80139 .79801 .79464 .79129 .78796 .78465 .78136 .77808 .77482 .77157 

105 .81161 .80834 .80508 .80184 .79861 .79540 .79220 .78902 .78585 .78270 

106 .82665 .82357 .82049 .81743 .81438 .81134 .80831 .80530 .80229 .79930 

107 .84893 .84616 .84340 .84064 .83789 .83515 .83241 .82969 .82696 .82425 

108 .88637 .88421 .88205 .87989 .87774 .87559 .87344 .87129 .86915 .86701 

109 .94900 .94800 .94700 .94600 .94500 .94400 .94300 .94200 .94100 .94000 
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Section 7520 

TABLE U(l) 

BASED ON LIFE TABLE 80CNSMT 

UNITRUST SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

ADJUSTED PAYOUT RATE 

AGE 12.2070 12.4070 12.6070 12.8070 13.0070 13.2070 13.4070 13.6070 13.8070 14.0070 

0 .01581 .01569 .01557 .01546 .01536 .01526 .01516 .01507 .01499 .01490 
1 .00459 .00448 .00437 .00426 .00417 .00407 .00399 .00390 .00382 .00375 
2 .00424 .00412 .00400 .00389 .00379 .00369 .00360 .00352 .00343 .00335 
3 .00414 .00401 .00389 .00377 .00366 .00356 .00346 .00337 .00328 .00320 
4 .00418 .00404 .00391 .00379 .00368 .00357 .00347 .00337 .00327 .00319 

5 .00433 .00418 .00405 .00391 .00379 .00368 .00357 .00346 .00336 .00327 
6 .00454 .00439 .00424 .00410 .00397 .00384 .00372 .00361 .00351 .00341 
7 .00482 .00465 .00449 .00434 .00420 .00407 .00394 .00382 .00371 .00360 
8 .00516 .00498 .00481 .00465 .00450 .00436 .00422 .00410 .00397 .00386 
9 .00560 .00541 .00523 .00505 .00489 .00474 .00459 .00446 .00433 .00420 

10 .00613 .00592 .00573 .00555 .00537 .00521 .00505 .00491 .00477 .00463 
11 .00677 .00655 .00635 .00615 .00597 .00580 .00563 .00547 .00532 .00518 
12 .00751 .00728 .00706 .00685 .00666 .00647 .00629 .00613 .00597 .00581 
13 .00829 .00805 .00782 .00760 .00739 .00719 .00701 .00683 .00666 .00650 
14 .00905 .00879 .00854 .00831 .00809 .00789 .00769 .00750 .00732 .00715 

15 .00974 .00947 .00921 .00897 .00874 .00852 .00831 .00811 .00793 .00775 
16 .01037 .01009 .00982 .00956 .00932 .00909 .00887 .00866 .00846 .00827 
17 .01093 .01063 .01034 .01007 .00982 .00958 .00935 .00913 .00892 .00873 
18 .01143 .01112 .01082 .01053 .01027 .01001 .00977 .00954 .00933 .00912 
19 .01192 .01159 .01127 .01097 .01069 .01043 .01017 .00993 .00970 .00949 

20 .01239 .01204 .01170 .01139 .01109 .01081 .01055 .01029 .01005 .00983 
21 .01283 .01246 .01211 .01178 .01147 .01117 .01089 .01063 .01037 .01013 
22 .01328 .01288 .01251 .01216 .01183 .01152 .01122 .01094 .01067 .01042 
23 .01372 .01331 .01292 .01254 .01219 .01186 .01155 .01125 .01097 .01070 
24 .01422 .01378 .01336 .01297 .01260 .01225 .01191 .01160 .01130 .01101 

25 .01479 .01432 .01388 .01346 .01306 .01269 .01233 .01200 .01168 .01138 
26 .01545 .01495 .01448 .01404 .01362 .01322 .01284 .01248 .01214 .01182 
27 .01623 .01570 .01520 .01472 .01427 .01385 .01344 .01306 .01270 .01235 
28 .01712 .01655 .01601 .01551 .01503 .01457 .01414 .01373 .01334 .01298 
29 .01813 .01752 .01695 .01641 .01589 .01541 .01494 .01451 .01409 .01370 

30 .01927 .01862 .01801 .01743 .01688 .01635 .01586 .01539 .01495 .01452 
31 .02056 .01987 .01922 .01859 .01801 .01745 .01692 .01642 .01594 .01548 
32 .02201 .02127 .02057 .01990 .01927 .01868 .01811 .01757 .01706 .01657 
33 .02363 .02284 .02209 .02138 .02071 .02007 .01946 .01888 .01833 .01781 
34 .02543 .02458 .02378 .02302 .02230 .02162 .02096 .02034 .01975 .01919 

35 .02741 .02651 .02565 .02484 .02407 .02333 .02264 .02197 .02134 .02073 
36 .02956 .02859 .02768 .02681 .02599 .02520 .02446 .02374 .02307 .02242 
37 .03189 .03087 .02990 .02897 .02809 .02725 .02645 .02569 .02496 .02427 
38 .03443 .03334 .03230 .03131 .03037 .02948 .02862 .02781 .02703 .02628 
39 .03718 .03602 .03491 .03386 .03285 .03190 .03099 .03011 .02928 .02849 

40 .04015 .03891 .03774 .03662 .03555 .03453 .03355 .03262 .03173 .03088 
41 .04335 .04204 .04079 .03959 .03846 .03737 .03633 .03534 .03439 .03348 
42 .04677 .04538 .04405 .04278 .04157 .04042 .03931 .03825 .03724 .03627 
43 .05042 .04894 .04754 .04619 .04491 .04368 .04250 .04138 .04030 .03926 
44 .05432 .05276 .05127 .04984 .04848 .04718 .04593 .04473 .04358 .04248 

1994-2 C.B. 363 



Section 7520 
TABLE U (1 )-Continued 

BASED ON LIFE TABLE 80CNSMT 

UNITRUST SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

ADJUSTED PAYOUT RATE 

AGE 12.2070 12.4% 12.6% 12.8% 13.0% 13.2% 13.4% 13.6% 13.8% 14.0% 

45 .05849 .05684 .05526 .05375 .05231 .05092 .04960 .04832 .04710 .04593 

46 .06292 .06118 .05952 .05792 .05639 .05492 .05352 .05217 .05087 .04963 

47 .06765 .06581 .06405 .06237 .06075 .05920 .05771 .05628 .05491 .05359 

48 .07265 .07071 .06886 .06708 .06537 .06373 .06216 .06064 .05919 .05779 

49 .07791 .07587 .07392 .07204 .07024 .06851 .06685 .06525 .06371 .06223 

50 .08343 .08129 .07923 .07726 .07536 .07354 .07178 .07009 .06847 .06690 

51 .08924 .08699 .08483 .08276 .08076 .07884 .07699 .07520 .07349 .07183 

52 .09539 .09303 .09076 .08858 .08648 .08446 .08251 .08064 .07883 .07708 

53 .10189 .09942 .09704 .09475 .09255 .09043 .08838 .08640 .08450 .08266 

54 .10872 .10614 .10365 .10126 .09894 .09672 .09456 .09249 .09049 .08855 

55 .11592 .11322 .11062 .10811 .10569 .10335 .10110 .09892 .09682 .09478 

56 .12350 .12068 .11796 .11534 .11281 .11036 .10800 .10571 .10350 .10137 

57 .13148 .12855 .12572 .12298 .12033 .11777 .11530 .11291 .11060 .10836 

58 .13990 .13685 .13389 .13104 .12828 .12561 .12303 .12053 .11811 .11576 

59 .14875 .14557 .14250 .13953 .13665 .13387 .13118 .12856 .12604 .12359 

60 .15799 .15469 .15150 .14841 .14542 .14253 .13972 .13700 .13436 .13180 

61 .16761 .16419 .16088 .15768 .15457 .15156 .14864 .14580 .14305 .14039 

62 .17758 .17404 .17062 .16729 .16407 .16094 .15791 .15496 .15210 .14932 

63 .18791 .18425 .18071 .17726 .17392 .17068 .16753 .16447 .16150 .15861 

64 .19862 .19484 .19118 .18762 .18417 .18081 .17754 .17437 .17129 .16829 

65 .20979 .20590 .20212 .19845 .19487 .19140 .18802 .18474 .18154 .17843 

66 .22149 .21748 .21359 .20980 .20612 .20253 .19904 .19564 .19233 .18911 

67 .23374 .22962 .22562 .22172 .21792 .21423 .21062 .20712 .20370 .20037 

68 .24656 .24234 .23822 .23422 .23031 .22651 .22280 .21919 .21566 .21222 

69 .25988 .25556 .25134 .24724 .24323 .23932 .23551 .23179 .22816 .22461 

70 .27367 .26925 .26493 .26073 .25662 .25261 .24870 .24488 .24115 .23750 

71 .28784 .28333 .27892 .27462 .27042 .26631 .26230 .25839 .25456 .25082 

72 .30241 .29781 .29332 .28893 .28464 .28044 .27634 .27233 .26841 .26457 

73 .31740 .31272 .30815 .30368 .29930 .29502 .29084 .28674 .28273 .27880 

74 .33291 .32817 .32352 .31897 .31452 .31016 .30589 .30171 .29762 .29361 

75 .34903 .34422 .33951 .33490 .33038 .32595 .32161 .31735 .31318 .30909 

76 .36581 .36095 .35619 .35152 .34694 .34245 .33805 .33373 .32949 .32533 

77 .38324 .37835 .37354 .36883 .36420 .35966 .35520 .35083 .34654 .34232 

78 .40126 .39634 .39150 .38676 .38210 .37752 .37302 .36861 .36427 .36001 

79 .41970 .41476 .40992 .40515 .40047 .39587 .39135 .38690 .38253 .37823 

80 .43842 .43348 .42864 .42387 .41918 .41456 .41002 .40556 .40117 .39685 

81 .45719 .45228 .44744 .44267 .43799 .43337 .42883 .42436 .41996 .41562 

82 .47590 .47101 .46619 .46145 .45677 .45217 .44764 .44317 .43877 .43443 

83 .49443 .48957 .48478 .48007 .47542 .47084 .46632 .46187 .45748 .45315 

84 .51279 .50798 .50324 .49856 .49394 .48939 .48490 .48048 .47611 .47180 

85 .53106 .52630 .52161 .51698 .51241 .50790 .50345 .49906 .49473 .49045 
86 .54902 .54434 .53971 .53514 .53062 .52616 .52176 .51741 .51312 .50888 

87 .56640 .56178 .55722 .55271 .54826 .54386 .53951 .53521 .53097 .52677 
88 .58326 .57872 .57423 .56979 .56541 .56107 .55678 .55254 .54834 .54420 
89 .59994 .59548 .59107 .58671 .58240 .57813 .57391 .56973 .56560 .56152 
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Section 7520 

TABLE U(l)-Continued 

BASED ON LIFE TABLE 80CNSMT 

UNITRUST SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

ADJUSTED PAYOUT RATE 

AGE 12.2% 12.4070 12.6070 12.8070 13.0070 13.2070 13.4070 13.6070 13.8070 14.0070 

90 .61662 .61226 .60794 .60367 .59944 .59526 .59112 .58702 .58296 .57894 
91 .63305 .62879 .62457 .62040 .61627 .61217 .60812 .60411 .60013 .59619 
92 .64876 .64461 .64050 .63643 .63239 .62839 .62443 .62051 .61662 .61277 
93 .66355 .65950 .65550 .65153 .64759 .64369 .63983 .63600 .63220 .62843 
94 .67722 .67328 .66938 .66551 .66167 .65786 .65409 .65035 .64664 .64296 

95 .68967 .68583 .68203 .67825 .67451 .67079 .66711 .66345 .65983 .65623 
96 .70076 .69701 .69330 .68961 .68595 .68231 .67871 .67513 .67158 .66806 
97 .71089 .70722 .70359 .69998 .69640 .69284 .68931 .68581 .68234 .67888 
98 .72001 .71642 .71286 .70933 .70582 .70233 .69887 .69544 .69203 .68864 
99 .72844 .72492 .72143 .71796 .71452 .71110 .70770 .70433 .70098 .69765 

100 .73623 .73278 .72935 .72594 .72256 .71920 .71586 .71254 .70924 .70597 
101 .74361 .74021 .73684 .73349 .73016 .72685 .72356 .72029 .71704 .71382 
102 .75128 .74794 .74463 .74133 .73806 .73480 .73157 .72835 .72515 .72198 
103 .75938 .75610 .75284 .74961 .74639 .74319 .74000 .73684 .73369 .73056 
104 .76835 .76514 .76194 .75877 .75561 .75246 .74934 .74623 .74313 .74005 

105 .77956 .77643 .77332 .77023 .76714 .76408 .76102 .75798 .75496 .75195 
106 .79632 .79334 .79038 .78743 .78449 .78157 .77865 .77575 .77285 .76997 
107 .82154 .81884 .81615 .81346 .81079 .80811 .80545 .80279 .80014 .79750 
108 .86487 .86274 .86061 .85848 .85635 .85423 .85210 .84998 .84787 .84575 
109 .93900 .93800 .93700 .93600 .93500 .93400 .93300 .93200 .93100 .93000 

(f) Effective date. This section is 
effective as of May 1, 1989. 

Par. 14. Section 1.664-4A is fur
ther amended as follows: 

1. The fifth sentence of newly des
ignated paragraph (d)(4) is revised. 

2. Newly designated paragraph 
(d)(5) is amended by: 

a. Revising the first and fifth sen
tences. 

b. Removing the reference "(b)(4)" 
in both places it appears and adding 
"(b)(5)" in each place. 

3. The heading for newly designat
ed paragraph (d)(6) is revised. 

(5) Period is the life of one individ
ual. If the period described in para
graph (a)(5) of § 1.664-3 is the life of 
one individual, the factor that is used 
in determining the present value of 
the remainder interest is the factor 
under the appropriate adjusted pa
yout rate in column (2) of Table E in 
paragraph (d)(6) of this section oppo
site the number in column (l) that 
corresponds to the age of the individ
ual whose life measures the period. 
*** If the adjusted payout rate is 
greater than 14 percent, see 
§ 1.664-4(b). *** 

ADJUSTED PAYOUT RATE 
SHOWN-APPLICABLE FOR 
TRANSFERS AFTER NOVEMBER 
30,1983, AND BEFORE MAY 1, 
1989 

* * * * * 
TABLE E 

TABLE E-SINGLE LIFE, 
UNISEX-TABLE SHOWING THE 
PRESENT WORTH OF THE 
REMAINDER INTEREST IN 
PROPERTY TRANSFERRED TO A 
UNITRUST HAVING THE 
ADJUSTED PAYOUT RATE 
SHOWN-APPLICABLE FOR 
TRANSFERS AFTER NOVEMBER 
30,1983, AND BEFORE MAY 1, 
1989 

4. The headings for Table D, Table 
E, and Table F(l) in newly designated 
paragraph (d)(6) are revised. 

5. The revisions read as follows: 

§ 1.664-4A Valuation of charitable 
remainder interests for which the 
valuation date is before May 1, 1989. 

* * * * * 
(d) *** 
(4) Period is a term of years. *** 

If the adjusted payout rate is greater 
than 14 percent, see § 1.664-4(b). 

* * * * * 

(6) Actuarial tables for transfers 
for which the valuation date is after 
November 30, 1983, and before May 
1, 1989. 

* * * * * 
TABLE D 

TABLE D-TERM CERTAIN
TABLE SHOWING THE PRESENT 
WORTH OF A REMAINDER 
INTEREST POSTPONED FOR A 
TERM OF YEARS IN A 
CHARITABLE REMAINDER 
UNITRUST HAVING THE 

* * * * * 
TABLE F(l) 

TABLE F(l)-10 PERCENT
TABLE SHOWING FACTORS FOR 
COMPUTATIONS OF THE 
ADJUSTED PAYOUT RATE FOR 
CERTAIN VALUATIONS AND 
PAYOUT SEQUENCES-
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Section 7520 

APPLICABLE FOR TRANSFERS 
AFTER NOVEMBER 30, 1983, AND 
BEFORE MAY 1, 1989 

* * * * * 
Par. 14a. An un designated center 

heading is added immediately before 
§ 1.665(a)-OA to read as follows: 

Treatment of Excess Distributions 
of Trusts Applicable to Taxable 
Years Beginning on or after January 
1, 1969 

Par. 14b. An undesignated center 
heading is added immediately before 
§ 1.665(a)-0 to read as follows: 

Treatment of Excess Distributions 
of Trusts Applicable to Taxable 
Years Beginning Before January 1, 
1969 

Par. 15. Section 1.1011-2, para
graph (c), Example (8)(b) is amended 
by adding the following three sentenc
es at the end of the paragraph. 

§ 1.1011-2 Bargain sale to charitable 
organization. 

* * 
(c) *** 
Example (8). 

* * 

* * * 

* * * 
(b) *** See Rev. Rul. 84-162, 

1984-2 C. B. 200, for transfers for 
which the valuation date falls after 
November 23, 1984. (See 
§ 601.601(d)(2)(ii)(b) of this chapter). 
For the applicable valuation tables in 
connection therewith, see § 20.2031-
7(d)(6) of this chapter. See, however, 
§ 1. 7520-3(b) (relating to exceptions 
to the use of standard actuarial fac
tors in certain circumstances). 

* * * * * 
Par. 16. Immediately following 

§ 1. 7519-3T, an undesignated center 
heading and §§ 1.7520-1 through 
1. 7520-4 are added to read as fol
lows: 

General Actuarial Valuations 

§ 1.7520-1 Valuation of annuities, 
unitrust interests, interests for life or 
terms of years, and remainder or 
reversionary interests. 

(a) General actuarial valuations. (1) 
Except as otherwise provided in this 
section and in § 1.7520-3 (relating to 
exceptions to the use of prescribed 
tables under certain circumstances), in 
the case of certain transactions after 
April 30, 1989, subject to income tax, 
the fair market value of annuities, 
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interests for life or for a term of 
years (including unitrust interests), re
mainders, and reversions is their 
present value determined under this 
section. See § 20.2031-7(d) (and, for 
certain prior periods, § 20.2031-7A) 
of this chapter, Estate Tax Regula
tions, for the computation of the 
value of annuities, unitrust interests, 
life estates, terms for years, remain
ders, and reversions, other than inter
ests described in paragraphs (a)(2) 
and (a)(3) of this section. 

(2) For a transfer to a pooled in
come fund after April 30, 1989, see 
§ 1.642(c)-6(e) (or, for certain prior 
periods, § 1. 642(c)-6A) with respect 
to the valuation of the remainder 
interest. 

(3) For a transfer to a charitable 
remainder annuity trust after April 
30, 1989, see § 1.664-2 with respect 
to the valuation of the remainder 
interest. See § 1.664-4 (or, for cer
tain prior periods, § 1.664-4A) with 
respect to the valuation of the re
mainder interest in property trans
ferred to a charitable remainder uni
trust. 

(b) Components of valuation-(l) 
Interest rate component-(i) Section 
7520 Interest rate. The section 7520 
interest rate is the rate of return, 
rounded to the nearest two-tenths of 
one percent, that is equal to 120 
percent of the applicable Federal mid
term rate, compounded annually, for 
purposes of section 1274(d)(1), for 
the month in which the valuation date 
falls. In rounding the rate to the 
nearest two-tenths of a percent, any 
rate that is midway between one two
tenths of a percent and another is 
rounded up to the higher of those 
two rates. For example, if 120 percent 
of the applicable Federal mid-term 
rate is 10.30, the section 7520 interest 
rate component is 10.4. The section 
7520 interest rate is published month
ly by the Internal Revenue Service in 
the Internal Revenue Bulletin (see 
§ 601.601(d)(2)(ii)(b) of this chapter). 

(ii) Valuation date. Except as pro
vided in § 1.7520-2, the valuation 
date is the date on which the transac
tion takes place. 

(2) Mortality component. The mor
tality component reflects the mortali
ty data most recently available from 
the United States census. As new 
mortality data becomes available after 
each decennial census, the mortality 
component described in this section 

will be revised periodically and the 
revised mortality component tables 
will be published in the regulations at 
that time. For transactions with valu
ation dates after April 30, 1989, the 
mortality component table (Table 
80CNSMT) is contained in § 20.2031-
7(d) of this chapter (Estate Tax Regu
lations). See § 20.2031-7A for mor
tality component tables applicable to 
transactions for which the valuation 
date falls before May 1, 1989. 

(c) Tables. The present value on 
the valuation date of an annuity, life 
estate, term of years, remainder, or 
reversion is computed by using the 
section 7520 interest rate component 
that is described in paragraph (b)(l) 
of this section and the mortality com
ponent that is described in paragraph 
(b)(2) of this section. Actuarial fac
tors for determining these present val
ues are included in tables in these 
regulations and in publications by the 
Internal Revenue Service. If a special 
factor is required in order to value an 
interest, the Internal Revenue Service 
will furnish the factor upon a request 
for a ruling. The request for a ruling 
must be accompanied by a recitation 
of the facts, including the date of 
birth for each measuring life and 
copies of relevant instruments. A re
quest for a ruling must comply with 
the instructions for requesting a rul
ing published periodically in the In
ternal Revenue Bulletin (see Rev. 
Proc. 94-1, 1994-1 C.B. 378, and 
subsequent updates, and §§ 601.201 
and 601.601(d)(2)(ii)(b) of this chap
ter) and include payment of the re
quired user fee. 

(1) Regulation sections containing 
tables with interest rates between 4.2 
and 14 percent. Section 1. 642(c)-
6(e)(4) contains Table S used for 
determining the present value of a 
single life remainder interest in a 
pooled income fund as defined in 
§ 1.642(c)-S. Section 1. 664-4(e)(6) 
contains Table D (actuarial factors 
used in determining the present value 
of a remainder interest postponed for 
a term of years), Table U(1) (actuar
ial factors for one life), and Table F 
(payout factors) used in determining 
the present value of a remainder in
terest in a charitable remainder uni
trust as defined in § 1.664-3. Section 
20.2031-7(d)(6) of this chapter (Estate 
Tax Regulations) contains Table S 
(actuarial factors for one life), Table 
B (actuarial factors used in determin-



ing the present value of an interest 
for a term of years), Table K (annuity 
end-of-interval adjustment factors), 
Table J (term certain annuity 
beginning-of-interval adjustment fac
tors), and Table 80CNSMT (mortality 
components) used in determining the 
present value of annuities, life estates, 
remainders, and reversions. The regu
lations will be revised periodically to 
include new mortality component ta
bles and new tables of factors. 

(2) Internal Revenue Service publi
cations containing tables with interest 
rates between 2.2 and 26 percent. The 
following documents (with the excep
tion of Publication 1459) have been 
published for sale by the Superinten
dent of Documents, United States 
Government Printing Office, Wash
ington, DC 20402: 

(i) Internal Revenue Service Publi
cation 1457, "Actuarial Values, Al
pha Volume," (8/89). This publica
tion includes tables of valuation 
factors, as well as examples that show 
how to compute other valuation fac
tors, for determining the present val
ue of annuities, life estates, terms of 
years, remainders, and reversions, 
measured by one or two lives. These 
factors may also be used in the valua
tion of interests in a charitable re
mainder annuity trust as defined in 
§ 1.664-2 of this chapter and a 
pooled income fund as defined in 
§ 1.642(c)-5 of this chapter. 

(ii) Internal Revenue Service Publi
cation 1458, "Actuarial Values, Beta 
Volume," (8/89). This publication in
cludes term certain tables and tables 
of one and two life valuation factors 
for determining the present value of 
remainder interests in a charitable 
remainder unitrust as defined in 
§ 1.664-3 of this chapter. 

(iii) Internal Revenue Service Pub
lication 1459, "Actuarial Values, 
Gamma Volume," (8-89) is no longer 
available for purchase from the Su
perintendent of Documents. Howev
er, it may be obtained by requesting a 
copy from: CC:DOM:CORP:T:R 
(IRS Publication 1459), Room 5228, 
Internal Revenue Service, POB 7604, 
Ben Franklin Station, Washington, 
DC 20044. This publication includes 
tables for computing depreciation ad
justment factors. See § 1.170A-12 of 
this chapter. 

(d) Effective date. This section is 
effective as of May 1, 1989. 

§ 1.7520-2 Valuation of charitable 
interests. 

(a) In general-(l) Valuation. Ex
cept as otherwise provided in this 
section and in § 1.7520-3 (relating to 
exceptions to the use of prescribed 
tables under certain circumstances), 
the fair market value 'Of annuities, 
interests for life or for a term of 
years, remainders, and reversions for 
which an income tax charitable de
duction is allowable is the present 
value of such interests determined 
under § 1.7520-1. 

(2) Prior-month election rule. If 
any part of the property interest 
transferred qualifies for an income 
tax charitable deduction under section 
170(c), the taxpayer may elect (under 
paragraph (b) of this section) to com
pute the present value of the interest 
transferred by use of the section 7520 
interest rate for the month during 
which the interest is transferred or the 
section 7520 interest rate component 
for either of the 2 months preceding 
the month during which the interest is 
transferred. Paragraph (b) of this sec
tion explains how a prior-month elec
tion is made. The interest rate for the 
month so elected is the applicable 
section 7520 interest rate. If the actu
arial factor for either or both of the 2 
months preceding the month during 
which the interest is transferred is 
based on a mortality experience that 
is different from the mortality experi
ence at the date of the transfer and if 
the taxpayer elects to use the section 
7520 rate for a prior month with the 
different mortality experience, the 
taxpayer must use the actuarial factor 
derived from the mortality experience 
in effect during the month of the 
section 7520 rate elected. All actuarial 
computations relating to the transfer 
must be made by applying the interest 
rate component and the mortality 
component of the month elected by 
the taxpayer. 

(3) Transfers of more than one in
terest in the same property. If a 
taxpayer transfers more than one in
terest in the same property at the 
same time, for purposes of valuing 
the transferred interests, the taxpayer 
must use the same interest rate and 
mortality component for each interest 
in the property transferred. If more 
than one interest in the same property 
is transferred in two or more separate 
transfers at different times, the value 
of each interest is determined by the 
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use of the interest rate component 
and mortality component in effect 
during the month of the transfer of 
that interest or, if applicable under 
paragraph (a)(2) of this section, either 
of the two months preceding the 
month of the transfer. 

(4) Information required with tax 
return. The following information 
must be attached to the income tax 
return (or to the amended return) if 
the taxpayer claims a charitable de
duction for the present value of a 
temporary or remainder interest in 
property-

(i) A complete description of the 
interest that is transferred, including 
a copy of the instrument of transfer; 

(ii) The valuation date of the trans
fer; 

(iii) The names and identification 
numbers of the beneficiaries of the 
transferred interest; 

(iv) The names and birthdates of 
any measuring lives, a description of 
any relevant terminal illness condition 
of any measuring life, and (if applica
ble) an explanation of how any termi
nal illness condition was taken into 
account in valuing the interest; and 

(v) A computation of the deduc
tion showing the applicable section 
7520 interest rate that is used to value 
the transferred interest. 

(5) Place for filing returns. See sec
tion 6091 of the Internal Revenue 
Code and the regulations thereunder 
for the place for filing the return or 
other document required by this sec
tion. 

(b) Election of interest rate compo
nent-(l) Time for making election. 
A taxpayer makes a prior-month elec
tion under paragraph (a)(2) of this 
section by attaching the information 
described in paragraph (b)(2) of this 
section to the taxpayer's income tax 
return or to an amended return for 
that year that is filed within 24 
months after the later of the date the 
original return for the year was filed 
or the due date for filing the return. 

(2) Manner of making election. A 
statement that the prior-month elec
tion under section 7520(a) of the 
Internal Revenue Code is being made 
and that identifies the elected month 
must be attached to the income tax 
return (or to the amended return). 

(3) Revocability. The prior-month 
election may be revoked by filing an 
amended return within 24 months 
after the later of the date the original 
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return of tax for the year was filed or 
the due date for filing the return. The 
revocation must be filed in the place 
referred to in paragraph (a)(5) of this 
section. 

(c) Effective dates. Paragraph (a) 
of this section is effective as of May 
1, 1989. Paragraph (b) of this section 
is effective for elections made after 
June 10, 1994. 

§ 1.7520-3 Limitation on the 
application of section 7520. 

(a) Internal Revenue Code sections 
to which section 7520 does not apply. 
Section 7520 of the Internal Revenue 
Code does not apply for purposes 
of-

(1) Part I, subchapter D of subtitle 
A (section 401 et. seq.), relating to 
the income tax treatment of certain 
qualified plans. (However, section 
7520 does apply to the estate and gift 
tax treatment of certain qualified 
plans and for purposes of determin
ing excess accumulations under sec
tion 4980A); 

(2) Sections 72 and 101(b), relating 
to the income taxation of life insur
ance, endowment, and annuity con
tracts, unless otherwise provided for 
in the regulations under sections 72, 
101, and 1011 (see, particularly, 
§§ 1.101-2(e)(l)(iii)(b)(2), and 
1.1011-2(c), Example 8); 

(3) Sections 83 and 451, unless oth
erwise provided for in the regulations 
under those sections; 

(4) Section 457, relating to the val
uation of deferred compensation, un
less otherwise provided for in the 
regulations under section 457; 

(5) Sections 3121(v) and 3306(r), 
relating to the valuation of deferred 
amounts, unless otherwise provided 
for in the regulations under those 
sections; 

(6) Section 6058, relating to valua
tion statements evidencing compliance 
with qualified plan requirements, un
less otherwise provided for in the 
regulations under section 6058; 

(7) Section 7872, relating to income 
and gift taxation of interest-free loans 
and loans with below-market interest 
rates, unless otherwise provided for in 
the regulations under section 7872; or 

(8) Section 2702(a)(2)(A), relating 
to the value of a nonqualified re
tained interest upon a transfer of an 
interest in trust to or for the benefit 
of a member of the transferor's fami
ly; and 
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(9) Any other sections of the Inter
nal Revenue Code to the extent pro
vided by the Internal Revenue Service 
in revenue rulings or revenue proce
dures. (See §§ 601.201 and 601.601 
of this chapter). 

(b) Other limitations on the appli
cation of section 7520. [RESERVED]. 

(c) Effective date. Section 1.7520-
3(a) is effective as of May 1, 1989. 

§ 1.7520-4 Transitional rules-(a) 
Reliance. If the valuation date is after 
April 30, 1989, and before June 10, 
1994, a taxpayer can rely on Notice 
89-24, 1989-1 C.B. 660, or Notice 
89-60, 1989-1 C.B. 700 (See 
§ 601.601(d)(2)(ii)(b) of this chapter), 
in valuing the transferred interest. 

(b) Effective date. This section is 
effective as of May 1, 1989. 

PART 20-ESTATE TAX; 
ESTATES OF DECEDENTS DYING 
AFTER AUGUST 16, 1954 

Par. 17. 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. 7520(c)(2). 
Section 20.2031-7 A also issued under 
26 U.S.C. 7520(c)(2). 
Section 20.7520-1 also issued under 
26 U.S.c. 7520(c)(2). 
Section 20.7520-2 also issued under 
26 U.S.C. 7520(c)(2). 
Section 20.7520-3 also issued under 
26 U .S.C. 7520(c)(2). 
Section 20.7520-4 also issued under 
26 U.S.C. 7520(c)(2). 

Par. 18. Section § 20.2013-4 is 
amended by: 

1. Revising the second sentence of 
the introductory text of paragraph 
(a). 

2. Revising the fourth sentence in 
Example (2) of paragraph (a). 

3. The revisions read as follows: 

§ 20.2013-4 Valuation of property 
transferred. 

(a) *** If the decedent received a 
life estate or a remainder or other 
limited interest in property that was 
included in a transferor decedent's 
gross estate, the value of the interest 
is determined as of the date of the 
transferor's death on the basis of 
recognized valuation principles (see 
§§ 20.2031-7 (or, for certain prior 
periods, § 20.2031-7A) and 
20.7520-1 through 20.7520-4). *** 

* * * * * 

Example (2). *** The part of that 
value attributable to the life estate is 
$44,688 and the part of that value 
attributable to the remainder is 
$55,312 (see § 20.2031-7A(b». 

* * * * * 
Par. 19. Section 20.2031-0 is added 

to read as follows: 

§ 20.2031-0 Table of contents. 

This section lists the section head
ings and undesignated center headings 
that appear in the regulations under 
section 2031. 
§ 20.2031-1 Definition of gross es
tate; valuation of property. 
§ 20.2031-2 Valuation of stocks and 
bonds. 
§ 20.2031-3 Valuation of interests in 
businesses. 
§ 20.2031-4 Valuation of notes. 
§ 20.2031-5 Valuation of cash on 
hand or on deposit. 
§ 20.2031-6 Valuation of household 
and personal effects. 
§ 20.2031-7 Valuation of annuities, 
interests for life or term of years, and 
remainder or reversionary interests 
for estates of decedents for which the 
valuation date of the gross estate is 
after April 30, 1989. 
§ 20.2031-8 Valuation of certain life 
insurance and annuity contracts; valu
ation of shares in an open-end invest
ment company. 
§ 20.2031-9 Valuation of other prop
erty. 

Actuarial Tables Applicable Before 
May 1, 1989 

§ 20.2031-7 A Valuation of annuities, 
interests for life or term of years, and 
remainder or reversionary interests 
for estates of decedents for which the 
valuation date of the gross estate is 
before May I, 1989. 

Par. 20. Immediately following 
§ 20.2046-1 an undesignated center 
heading and § 20.2031-7A are added 
to read as follows: 

Actuarial Tables Applicable Before 
May 1,1989 

§ 20.203J-7A Valuation of annuities, 
interests for life or term of years, and 
remainder or reversionary interests 
for estates of decedents for which the 
valuation date of the gross estate is 
before May 1, 1989. 

(a) Valuation of annuities, interests 
for life or term of years, and remain-



der or reversionary interests for es
tates of decedents for which the valu
ation date of the gross estate is before 
January 1, 1952. Except as otherwise 
provided in § 20.2031-7(b), if the 
valuation date of the decedent's gross 
estate is before January 1, 1952, the 
present value of annuities, life estates, 
terms for years, remainders, and re
versions is their present value deter
mined under this section. If the valu
ation of the interest involved is 
dependent upon the continuation or 
termination of one or more lives or 
upon a term certain concurrent with 
one or more lives, the factor for the 
present value is computed on the 
basis of interest at the rate of 4 
percent a year, compounded annual
ly, and life contingencies as to each 
life involved from values that are 
based on the Actuaries' or Combined 
Experience Table of Mortality, as ex
tended. This table and related factors 
are described in former § 81.10 (as 
contained in the 26 CFR Part 81 
edition revised as of April 1, 1958). 
The present value of an interest mea
sured by a term of years is computed 
on the basis of interest at the rate of 
4 percent a year. 

(b) Valuation of annuities, interests 
for life or term of years, and remain
der or reversionary interests for es
tates of decedents for which the valu
ation date of the gross estate is after 
December 31, 1951, and before Janu
ary 1, 1971. Except as otherwise pro
vided in § 20.2031-7(b), if the valua
tion date for the decedent's gross 
estate is after December 31, 1951, and 
before January 1, 197 I, the present 
value of annuities, life estates, terms 
of years, remainders, and reversions 
is their present value determined un
der this section. If the valuation of 
the interest involved is dependent 
upon the continuation or termination 
of one or more lives, or upon a term 
certain concurrent with one or more 
lives, the factor for the present value 
is computed on the basis of interest at 
the rate of 3 liz percent a year, com
pounded annually, and life contingen
cies as to each life involved are taken 
from U.S. Life Table 38. This table 
and related factors are set forth in 
former § 20.2031-7 (as contained in 
the 26 CFR Part 20 edition revised as 
of April 1, 1984). Special factors 
involving one and two lives may be 
found in or computed with the use of 
tables contained in the publication 

entitled "Actuarial Values for Estate 
and Gift Tax," Internal Revenue Ser
vice Publication Number 11 (Rev. 
5-59). This publication is no longer 
available for purchase from the Su
perintendent of Documents. Howev
er, it may be obtained by requesting a 
copy from: CC:DOM:CORP:T:R 
(IRS Publication II), Room 5228, 
Internal Revenue Service, POB 7604, 
Ben Franklin Station, Washington, 
DC 20044. The present value of an 
interest measured by a term of years 
is computed on the basis of interest at 
the rate of 3 liz percent a year. 

(c) Valuation of annuities, interests 
for life or term of years, and remain
der or reversionary interests for es
tates of decedents for which the valu
ation date of the gross estate is after 
December 31, 1970, and before De
cember 1, 1983. Except as otherwise 
provided in § 20.2031-7(b), if the 
valuation date of the decedent's gross 
estate is after December 31, 1970, and 
before December 1, 1983, the present 
value of annuities, life estates, terms 
of years, remainders, and reversions 
is their present value determined un
der this section. If the valuation of 
the interest involved is dependent 
upon the continuation of or termina
tion of one or more lives or upon a 
term certain concurrent with one or 
more lives, the factor for the present 
value is computed on the basis of 
interest at the rate of 6 percent a 
year, compounded annually, and life 
contingencies are determined as to 
each male and female life involved, 
from values that are set forth in 
Table LN. Table LN contains values 
that are taken from the life table for 
total males and the life table for total 
females appearing as Tables 2 and 3, 
respectively, in United States Life Ta
bles: 1959-1960, published by the De
partment of Health and Human Ser
vices, Public Health Service. Table 
LN and related factors are set forth 
in former § 20.2031-10 (as contained 
in the 26 CFR Part 20 edition revised 
as of April 1, 1994). Special factors 
involving one and two lives may be 
found in or computed with the use of 
tables contained in Internal Revenue 
Service Publication 723, "Actuarial 
Values I: Valuation of Last Survivor 
Charitable Remainders," (12-70), and 
Internal Revenue Service Publication 
723A, "Actuarial Values II: Factors 
at 6 Percent Involving One and Two 
Lives," (12-70). These publications 
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are no longer available for purchase 
from the Superintendent of Docu
ments. However, a copy of each may 
be obtained from: CC:DOM:CORP:
T:R (IRS Publication 723/723A), 
Room 5228, Internal Revenue Ser
vice, POB 7604, Ben Franklin Sta
tion, Washington, DC 20044. 

Par. 21. Section 20.2031-7 is rede
signated as § 20.2031-7 A, paragraph 
(d) and amended as follows: 

1. The following redesignation ta
ble indicates the old CFR unit num
bers for § 20.2031-7 and the corre
sponding new CFR unit numbers for 
§ 20.2031-7A(d): 

Old CFR unit 
number in 

§ 20.2031-7 

§ 20.2031-7 
heading 

(a) 
(a)(1) 
(a)(2) 
(a)(3) 
(b) 
(b)(l) 
(b)(2) 
(b )(3) 
(b )(3)(i) 
(b )(3)(ii) 
(c) through (f) 

Corresponding new 
number in 

§ 20.2031-7A 

paragraph (d) 
heading 

(d)(I) 
(d)(1 )(i) 
(d)( 1 )(ii) 
(d)(1 )(iii) 
(d)(2) 
(d)(2)(i) 
(d)(2)(ii) 
(d)(2)(iii) 
(d)(2)(iii)(A) 
(d)(2)(iii)(B) 
(d)(3) through (d)(6) 

2. The paragraph heading for 
paragraph (d) is revised. 

3. Paragraphs (d)(l)(i) and (iii) are 
revised. 

4. Paragraph (d)(5), third and 
fourth sentences are revised and a 
new sentence is added after the fourth 
sentence. 

5. Paragraph (d)(6), the headings 
for Tables A, B, and LN are revised. 

6. The added and revised provi
sions read as follows: 

§ 20.2031-7A Valuation of annuities, 
interests for life or term of years, and 
remainder or reversionary interests 
for estates of decedents for which the 
valuation date of the gross estate is 
before May J, 1989. 

* * * * * 
(d) Valuation of annuities, interests 

for life or term of years, and remain
der or reversionary interests for es
tates of decedents for which the valu
ation date of the gross estate is after 
November 30, 1983, and before May 
1, 1989-(1) In general. (i) Except as 
otherwise provided in § 20.2031-7(b), 
if the decedent died after November 
30, 1983, and the valuation date for 
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the gross estate is before May 1, 

1989, the fair market value of annu

ities, life estates, terms of years, re

mainders, and reversions is their 

present value determined under this 

section. If the decedent died after 

November 30, 1983, and before Au

gust 9, 1984, or, in cases where the 

valuation date of the decedent's gross 

estate is before May 1, 1989, if, on 

December 1, 1983, the decedent was 

mentally incompetent so that the dis

position of the decedent's property 

could not be changed, and the dece

dent died on or after December 1, 

1983, without having regained compe

tency to dispose of the decedent's 

property, or if the decedent died 

within 90 days of the date on which 

the decedent first regained competen

cy, the fair market value of annuities, 

life estates, terms for years, remain

ders, and reversions included in the 

gross estate of such decedent is their 

present value determined under either 

this section or § 20.2031-7A(c), at 

the option of the taxpayer. The value 

of annuities issued by companies reg

ularly engaged in their sale, and of 

insurance policies on the lives of per

sons other than the decedent, is deter

mined under § 20.2031-8. The fair 

market value of a remainder interest 

in a charitable remainder unitrust, as 

defined in § 1.664-3 of this chapter, 

is its present value determined under 

§ 1.664-4 of this chapter. The fair 

market value of a life interest or term 
for years in a charitable remainder 
unitrust is the fair market value of 

the property as of the date of valua

tion less the fair market value of the 
remainder interest on such date deter
mined under § 1.664-4 of this chap

ter. The fair market value of the 
interests in a pooled income fund, as 
defined in § 1.642(c)-5 of this chap

ter, is their value determined under 

§ 1.642(c)-6 of this chapter. 

* * * * * 
(iii) In alI examples set forth in this 

section, the decedent is assumed to 

have died on or after August 9, 1984, 
with the valuation date of the dece

dent's gross estate before May 1, 

1989, and to have been competent to 
change the disposition of the property 
on December 1, 1983. 

* * * * * 
(5) Actuarial computations by the 

Internal Revenue Service. *** Table 

LN contains values of Ix taken from 
the life table for the total population 
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appearing as Table 1 of United States 

Life Tables: 1969-71, published by 

the Department of Health and Hu

man Services, Public Health Service. 

Many special factors involving one 

and two lives may be found in or 

computed with the use of the tables 

contained in Internal Revenue Service 

Publication 723E, "Actuarial Values 

II: Factors at 10 Percent Involving 

One and Two Lives," (12-83). This 

publication is no longer available for 

purchase from the Superintendent of 

Documents. However, it may be ob

tained by requesting a copy from: 

CC:DOM:CORP:T:R (IRS Publica

tion 723E), Room 5228, Internal Rev

enue Service, POB 7604, Ben Frank

lin Station, Washington, DC 20044. 
(6) *** 

TABLE A 

TABLE A-SINGLE LIFE, 
UNISEX, 10 PERCENT - TABLE 

SHOWING THE PRESENT 
WORTH OF AN ANNUITY, OF A 
LIFE ESTATE, AND A 
REMAINDER INTEREST

APPLICABLE FOR TRANSFERS 
AFTER NOVEMBER 30, 1983, AND 

BEFORE MAY 1, 1989 

* * * * * 

TABLE B 

TABLE B-TERM CERTAIN, 
UNISEX, 10 PERCENT-TABLE 
SHOWING THE PRESENT 

WORTH OF AN ANNUITY FOR A 
TERM CERTAIN, OF AN INCOME 
INTEREST FOR A TERM 
CERTAIN, AND OF A 
REMAINDER INTEREST 
POSTPONED FOR A TERM 
CERTAIN-APPLICABLE FOR 

TRANSFERS AFTER NOVEMBER 
30,1983, AND BEFORE MAY 1, 
1989 

* * * * * 

§ 20.2031-7 Valuation of annuities, 
interests for life or term of years, and 

remainder or reversionary interests 
for estates of decedents for which the 
valuation date of the gross estate is 
after April 30, 1989. 

(a) In general. Except as otherwise 

provided in paragraph (b) of this 

section and § 20.7520-3(b) (pertain

ing to certain limitations on the use 

of prescribed tables), the fair market 

value of annuities, life estates, terms 

of years, remainders, and reversion

ary interests for estates of decedents 

is the present value of such interests, 

determined under paragraph (d) of 

this section. The regulations in this 

and in related sections provide tables 

with standard actuarial factors and 

examples that illustrate how to use 

the tables to compute the present 

value of ordinary annuity, life, and 

remainder interests in property. These 

sections also refer to standard and 

special actuarial factors that may be 

necessary to compute the present val

ue of similar interests in more unusu
al fact situations. 

(b) Commercial annuities and in
surance contracts. The value of annu
ities issued by companies regularly 

engaged in their sale, and of insur

ance policies on the lives of persons 

other than the decedent, is deter
mined under § 20.2031-8. See 

§ 20.2042-1 with respect to insurance 

policies on the decedent's life. 
(c) Actuarial valuations be/ore 

May 1, 1989. The present value of 

annuities, life estates, terms of years, 

remainders, and reversions for estates 
of decedents for which the valuation 

date of the gross estate is before May 

1, 1989, is determined under the fol
lowing sections: 

Valuation Date 
After Before 

12-31-51 
12-31-70 
11-30-83 

01-01-52 
01-01-71 
12-01-83 
05-01-89 

Applicable 
Section 

20.2031-7 A(a) 
20.2031-7A(b) 
20.2031-7 A(c) 
20.2031-7A(d) 

TABLE LN 

TABLE LN-APPLICABLE FOR 
TRANSFERS AFTER NOVEMBER 

30, 1983, AND BEFORE MAY 1 
1989 ' 

* * * * * 
Par. 22. New § 20.2031-7 is added 

to read as follows: 

(d) Actuarial valuations after April 
30, 1989-(1) In general. Except as 

otherwise provided in paragraph (b) 
of this section and § 20. 7520-3(b) 

(pertaining to certain limitations on 
the use of prescribed tables), if the 
valuation date for the gross estate of 

the decedent is after April 30, 1989, 

the fair market value of annuities, life 
estates, terms of years, remainders, 



and reversionary interests is their 
present value determined by use of 
standard or special section 7520 actu
arial factors. These factors are de
rived by using the appropriate section 
7520 interest rate and, if applicable, 
the mortality component for the valu
ation date of the interest that is being 
valued. See §§ 20.7520-1 through 
20.7520-4. 

(2) Specific Interests-(i) Charit
able Remainder Trusts. The fair 
market value of a remainder inter
est in a pooled income fund, as 
defined in § 1.642(c)-5 of this chap
ter, is its value determined under 
§ 1.642(c)-6(e) of this chapter. The 
fair market value of a remainder 
interest in a charitable remainder an
nuity trust, as defined in § 1.664-2(a) 
of this chapter, is its present value 
determined under § 1.664-2(c) of this 
chapter. The fair market value of a 
remainder interest in a charitable re
mainder unitrust, as defined in 
§ 1.664-3 of this chapter, is its 
present value determined under 
§ 1.664-4(e) of this chapter. The fair 
market value of a life interest or term 
of years in a charitable remainder 
unitrust is the fair market value of 
the property as of the date of valua
tion less the fair market value of the 
remainder interest on that date deter
mined under § 1. 664-4(e) of this 
chapter. 

(ii) Ordinary remainder and rever
sionary interests. If the interest to be 
valued is to take effect after a defi
nite number of years or after the 
death of one individual, the present 
value of the interest is computed by 
multiplying the value of the property 
by the appropriate remainder interest 
actuarial factor (that corresponds to 
the applicable section 7520 interest 
rate and remainder interest period) in 
Table B (for a term certain) or Table 
S (for one measuring life), as the case 
may be. Tables Band S are included 
in paragraph (d)(6) of this section and 
in Internal Revenue Service Publica
tion 1457. For information about ob
taining actuarial factors for other 
types of remainder interests, see para
graph (d)(4) of this section. 

(iii) Ordinary term-oj-years and life 
interests. If the interest to be valued 
is the right of a person to receive the 
income of certain property, or to use 
certain nonincome-producing proper
ty, for a term of years or for the life 
of one individual, the present value 

of the interest is computed by multi
plying the value of the property by 
the appropriate term-of-years or life 
interest actuarial factor (that corre
sponds to the applicable section 7520 
interest rate and term-of-years or life 
interest period). Internal Revenue 
Service Publication 1457 includes ac
tuarial factors for an interest for a 
term of years in Table B and for the 
life of one individual in Table S. 
However, term-of-years and life in
terest actuarial factors are not includ
ed in Table B or Table S in 
§ 20.2031-7(d)(6) of this chapter. If 
Internal Revenue Service Publication 
1457 (or any other reliable source of 
term-of-years and life interest actuari
al factors) is not conveniently avail
able, an actuarial factor for the inter
est may be derived mathematically. 
This actuarial factor may be derived 
by subtracting the correlative remain
der factor (that corresponds to the 
applicable section 7520 interest rate 
and the term of years or the life) in 
Table B (for a term of years) or in 
Table S (for the life of one individu
al) in § 20.2031-7(d)(6), as the case 
may be, from 1.000000. For informa
tion about obtaining actuarial factors 
for other types of term-of-years and 
life interests, see paragraph (d)(4) of 
this section. 

(iv) Annuities. (A) If the interest to 
be valued is the right of a person to 
receive an annuity that is payable at 
the end of each year for a term of 
years or for the life of one individual, 
the present value of the interest is 
computed by mUltiplying the aggre
gate amount payable annually by the 
appropriate annuity actuarial factor 
(that corresponds to the applicable 
section 7520 interest rate and annuity 
period). Internal Revenue Publication 
1457 includes actuarial factors in Ta
ble B (for an annuity payable for a 
term of years) and in Table S (for an 
annuity payable for the life of one 
individual). However, annuity actuar
ial factors are not included in Table B 
or Table S in paragraph (d)(6) of this 
section. If Internal Revenue Service 
Publication 1457 (or any other reli
able source of annuity actuarial fac
tors) is not conveniently available, a 
required annuity factor for a term of 
years or for one life may be mathe
matically derived. This annuity factor 
may be derived by subtracting the 
applicable remainder factor (that cor
responds to the applicable section 
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7520 interest rate and annuity period) 
in Table B (in the case of a term-of
years annuity) or in Table S (in the 
case of a one-life annuity) in para
graph (d)(6) of this section, as the 
case may be, from 1.000000 and then 
dividing the result by the applicable 
section 7520 interest rate expressed as 
a decimal number. 

(B) If the annuity is payable at the 
end of semiannual, quarterly, month
ly, or weekly periods, the product 
obtained by multiplying the annuity 
factor by the aggregate amount pay
able annually is then multiplied by 
the applicable adjustment factor set 
forth in Table K for payments made 
at the end of the specified periods. 
The provisions of this paragraph 
(d)(2)(iv)(B) are illustrated by the fol
lowing example: 

Example. At the time of the decedent's death 
in January 1990, the annuitant, age 72, is 
entitled to receive an annuity of $15,000 a year 
for life payable in equal monthly installments 
at the end of each period. The section 7520 
rate for January 1990 is 9.6 percent. Under 
Table S, the remainder factor at 9.6 percent for 
an individual aged 72 is .40138. By converting 
the remainder factor to an annuity factor, as 
described above, the annuity factor at 9.6 
percent for an individual aged 72 is 6.2356 
(1.00000 minus .40138, divided by .096). Under 
Table K, the adjustment factor under the 
column for payments made at the end of each 
monthly period at the rate of 9.6 percent is 
1.0433. The aggregate annual amount, $15,000, 
is multiplied by the factor 6.2356 and the 
product multiplied by 1.0433. The present val
ue of the annuity at the date of the decedent's 
death is, therefore, $97,584.02 ($15,000 x 
6.2356 x 1.0433). 

(C) If an annuity is payable at the 
beginning of annual, semiannual, 
quarterly, monthly, or weekly periods 
for a term of years, the value of the 
annuity is computed by multiplying 
the aggregate amount payable annual
ly by the annuity factor described in 
paragraph (d)(2)(iv)(A) of this sec
tion; and the product so obtained is 
then multiplied by the adjustment 
factor in Table J at the appropriate 
interest rate component for payments 
made at the beginning of specified 
periods. If an annuity is payable at 
the beginning of annual, semiannual, 
quarterly, monthly, or weekly periods 
for one or more lives, the value of 
the annuity is the sum of the first 
payment plus the present value of a 
similar annuity, the first payment 
of which is not to be made until the 
end of the payment period, deter
mined as provided in this paragraph 
(d)(2)(iv). 
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(v) Annuity and unitrust interests 
for a term of years or until the prior 

death of an individual. See § 25.2512-
5(d)(2)(v) of this chapter for examples 

explaining how to compute the 

present value of an annuity or uni

trust interest that is payable until the 

earlier of the lapse of a specific 

number of years or the death of an 

individual. 

(3) Transitional rule. (i) If the val
uation date is after April 30, 1989, 

and before June 10, 1994, a taxpayer 

can rely on Notice 89-24, 1989-1 

C.B. 660, or Notice 89-60, 1989-1 
C.B. 700 (See § 601.601(d)(2)(ii)(b) of 

this chapter). 

(ii) If a decedent dies after April 

30, 1989, and if on May 1, 1989, the 
decedent was mentally incompetent so 

that the disposition of the decedent's 
property could not be changed, and 

the decedent dies without having re
gained competency to dispose of the 

decedent's property or dies within 90 
days of the date on which the dece
dent first regains competency, the fair 

market value of annuities, life estates, 

terms for years, remainders, and re
versions included in the gross estate 
of the decedent is their present value 

determined either under this section 
or under the corresponding section 
applicable at the time the decedent 
became mentally incompetent, at the 

option of the decedent's executor. 
For example, see § 20.2031-7A(d). 

(4) Publications and actuarial com

putations by the Internal Revenue 
Service. Many standard actuarial fac
tors not included in paragraph (d)(6) 
of this section are included in Internal 

Revenue Service Publication 1457, 
"Actuarial Values, Alpha Volume," 
(8-89). Publication 1457 also includes 

examples that illustrate how to com
pute many special factors for more 
unusual situations. A copy of this 
publication may be purchased from 

the Superintendent of Documents, 
United States Government Printing 
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Office, Washington, DC 20402. If a 

special factor is required in the case 

of an actual decedent, the Service 

may furnish the factor to the executor 

upon a request for a ruling. The 

request for a ruling must be accompa

nied by a recitation of the facts 

including a statement of the date of 

birth for each measuring life, the date 

of the decedent's death, any other 

applicable dates, and a copy of the 

will, trust, or other relevant docu

ments. A request for a ruling must 

comply with the instructions for re

questing a ruling published periodical

ly in the Internal Revenue Bulletin 
(see §§ 601.201 and 601.601(d)(2)(ii)

(b) of this chapter) and include pay

ment of the required user fee. 
(5) Examples. The provisions of 

this section are illustrated by the fol

lowing examples: 

Example 1. Remainder payable at an individ

ual's death. The decedent, or the decedent's 

estate, was entitled to receive certain property 

worth $50,000 upon the death of the decedent's 

elder sister, to whom the income was be

queathed for life. The decedent died in Febru

ary 1990. At the time of the decedent's death, 

the elder sister was 47 years 5 months old. In 

February 1990, the section 7520 rate was 9.8 

percent. Under Table S in paragraph (d)(6) of 

this section, the remainder factor at 9.8 percent 

for determining the present value of the re

mainder interest due at the death of a person 

aged 47, the number of years nearest the elder 

sister's actual age at the decedent's death, is 

.11352. The present value of the remainder 

interest at the date of the decedent's death is, 

therefore, $5,676.00 ($50,000 x .11352). 

Example 2. Income payable for an individu

al's life. A's parent bequeathed an income 

interest in property to A for life, with the 

remainder interest passing to B at A's death. 

At the time of the parent's death in October 

1989, the value of the property was $50,000 

and A was 30 years 10 months old. The section 

7520 rate in October 1989 was 10.2 percent. 

Under Table S in paragraph (d)(6) of this 

section, the remainder factor at 10.2 percent 

for determining the present value of the re

mainder interest due at the death of a person 

aged 31, the number of years closest to A's age 

at the decedent's death, is .03753. Converting 

this remainder factor to an income factor, as 

described in paragraph (d)(2)(iii) of this sec

tion, the factor for determining the present 

value of an income interest for the life of a 

person aged 31 is .96247. The present value of 

A's interest at the time of the parent's death is, 

therefore, $48,123.50 ($50,000 x .96247). 

Example 3. Annuity payable for an individu

al's life. A purchased an annuity for the 

benefit of both A and B. Under the terms of 

the annuity contract, at A's death, a survivor 

annuity of $10,000 a year payable in equal 

semiannual installments made at the end of 

each interval is payable to B for life. A died in 

September 1989. For September 1989, the sec

tion 7520 rate was 9.6 percent. At A's death, B 

was 45 years 7 months old. Under Table S in 

paragraph (d)(6) of this section, the factor at 

9.6 percent for determining the present value of 

the remainder interest at the death of a person 

age 46 (the number of years nearest B's actual 

age) is .11013. By converting the factor to an 

annuity factor, as described in paragraph 

(d)(2)(iv) of this section, the factor for the 

present value of an annuity payable until the 

death of a person age 46 is 9.2695 (1.00000 

minus .11013, divided by .096). The adjustment 

factor from Table K in paragraph (d)(6) of this 

section at an interest rate of 9.6 percent for 

semiannual annuity payments made at the end 

of the period is 1.0235. The present value of 

the annuity at the date of A's death is, 

therefore, $94,873.33 ($10,000 x 9.2695 x 

1.0235). 
Example 4. Annuity payable for a term of 

years. The decedent, or the decedent's estate, 

was entitled to receive an annuity of $10,000 a 

year payable in equal quarterly installments at 

the end of each quarter throughout a term 

certain. The decedent died in February 1990. 

For February 1990, the section 7520 rate was 

9.8 percent. A quarterly payment had just been 

made prior to the decedent's death and pay

ments were to continue for 5 more years. 

Under Table B in paragraph (d)(6) of this 

section for the interest rate of 9.8 percent, the 

factor for the present value of a remainder 

interest due after a term of 5 years is .626597. 

Converting the factor to an annuity factor, as 

described in paragraph (d)(2)(iv) of this section, 

the factor for the present value of an annuity 

for a term of 5 years is 3.8102. The adjustment 

factor from Table K in paragraph (d)(6) of this 

section at an interest rate of 9.8 percent for 

quarterly annuity payments made at the end of 

the period is 1.0360. The present value of the 

annuity is, therefore, $39,473.67 ($10,000 x 

3.8102 x 1.0360). 
(6) Actuarial Tables. Except as 

provided in § 20.7520-3(b) (pertain

ing to certain limitations on the use 
of prescribed tables), the following 
tables must be used in the application 
of the provisions of this section when 

the section 7520 interest rate compo
nent is between 4.2 and 14 percent. 
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TABLE B 

TERM CERTAIN REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

YEARS 4.20/0 4.4% 4.6% 4.8% 5.0% 5.2% 5.4070 ).bU,u 5.8070 6.0070 

1 .959693 .957854 .956023 .954198 .952381 .950570 .948767 .946970 .945180 .943396 
2 .921010 .917485 .913980 .910495 .907029 .903584 .900158 .896752 .893364 .889996 
3 .883887 .878817 .873786 .868793 .863838 .858920 .854040 .849197 .844390 .839619 
4 .848260 .841779 .835359 .829001 .822702 .816464 .810285 .804163 .798100 .792094 
5 .814069 .806302 .798623 .791031 .783526 .776106 .768771 .761518 .754348 .747258 

6 .781257 .772320 .763501 .754801 .746215 .737744 .729384 .721135 .712994 .704961 
7 .749766 .739770 .729925 .720230 .710681 .701277 .692015 .682893 .673908 .665057 
8 .719545 .708592 .697825 .687242 .676839 .666613 .656561 .646679 .636964 .627412 
9 .690543 .678728 .667137 .655765 .644609 .633663 .622923 .612385 .602045 .591898 

10 .662709 .650122 .637798 .625730 .613913 .602341 .591009 .579910 .569041 .558395 

11 .635997 .622722 .609750 .597071 .584679 .572568 .560729 .549157 .537846 .526788 
12 .610362 .596477 .582935 .569724 .556837 .544266 .532001 .520035 .508361 .496969 
13 .585760 .571339 .557299 .543630 .530321 .517363 .504745 .492458 .480492 .468839 
14 .562150 .547259 .532790 .518731 .505068 .491790 .478885 .466343 .454151 .442301 
15 .539491 .524195 .509360 .494972 .481017 .467481 .454350 .441612 .429255 .417265 

16 .517746 .502102 .486960 .472302 .458112 .444374 .431072 .418194 .405723 .393646 
17 .496877 .480941 .465545 .450670 .436297 .422408 .408987 .396017 .38348 I .371364 
18 .476849 .460671 .445071 .430028 .415521 .401529 .388033 .375016 .362458 .350344 
19 .457629 .441256 .425498 .410332 .395734 .381681 .368153 .355129 .342588 .330513 
20 .439183 .422659 .406786 .391538 .376889 .362815 .349291 .136296 .323807 .311805 

21 .421481 .404846 .388897 .373605 .358942 .344881 .331396 .318462 .306056 .294155 
22 .404492 .387783 .371794 .356494 .341850 .327834 .314417 .301574 .289278 .277505 
23 .388188 .371440 .355444 .340166 .325571 .311629 .298309 .285581 .273420 .261797 
24 .372542 .355785 .339813 .324586 .310068 .296225 .283025 .270437 .258431 .246979 
25 .357526 .340791 .324869 .309719 .295303 .281583 .268525 .256096 .244263 .232999 

26 .343115 .326428 .310582 .295533 .281241 .267664 .254768 242515 .230873 .219810 
27 .329285 .312670 .296923 .281998 .267848 .254434 .241715 .229654 .218216 .207368 
28 .316012 .299493 .283866 .269082 .255094 .241857 .229331 .217475 .206253 .195630 
29 .303275 .286870 .271382 .256757 .242946 .229902 .217582 .205943 .194947 .184557 
30 .291051 .274780 .259447 .244997 .231377 .218538 .206434 .195021 .184260 .174110 

31 .279319 .263199 .248038 .233776 .220359 .207736 .195858 .184679 .174158 .164255 
32 .268061 .252106 .237130 .223069 .209866 .197468 .185823 .174886 .164611 .154957 
33 .257256 .241481 .226702 .212852 .199873 .187707 .176303 .165612 .155587 .146186 
34 .246887 .231304 .216732 .203103 .190355 .178429 .167270 .156829 .147058 .137912 
35 .236935 .221556 .207201 .193801 .181290 .169609 .158701 .148512 .138996 .130105 

36 .227385 .212218 .198089 .184924 .172657 .161225 .150570 .140637 .131376 .122741 
37 .218220 .203274 .189377 .176454 .164436 .153256 .142856 .133179 .124174 .115793 
38 .209424 .194707 .181049 .168373 .156605 .145681 .135537 .126116 .117367 .109239 
39 .200983 .186501 .173087 .160661 .149148 .138480 .128593 .119428 .110933 .103056 
40 .192882 .178641 .165475 .153302 .142046 .131635 .122004 .113095 .104851 .097222 

41 .185107 .171112 .158198 .146281 .135282 .125128 .115754 .107098 .099103 .091719 
42 .177646 .163900 .151241 .139581 .128840 .118943 .109823 .101418 .093670 .086527 
43 .170486 .156992 .144590 .133188 .122704 .113064 .104197 .096040 .088535 .081630 
44 .163614 .150376 .138231 .127088 .116861 .107475 .098858 .090947 .083682 .077009 

45 .157019 .144038 .132152 .121267 .111297 .102163 .093793 .086124 .079094 .072650 
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TABLE B-Continued 

TERM CERTAIN REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

YEARS 4.2070 4.4% 4.6% 4.8% 5.0% 5.2% 5.4% 5.6% 5.8% 6.0% 

46 .150690 .137968 .126340 .115713 .105997 .097113 .088988 .081557 .074758 .068538 
47 .144616 .132153 .120784 .110413 .100949 .092312 .084429 .077232 .070660 .064658 
48 .138787 .126583 .115473 .105356 .096142 .087749 .080103 .073136 .066786 .060998 
49 .133193 .121248 .110395 .100530 .091564 .083412 .075999 .069258 .063125 .057546 
50 .127824 .116138 .105540 .095926 .087204 .079289 .072106 .065585 .059665 .054288 

51 .122672 .111243 .100898 .091532 .083051 .075370 .068411 .062107 .056394 .051215 
52 .117728 .106555 .096461 .087340 .079096 .071644 .064907 .058813 .053302 .048316 
53 .112982 .102064 .092219 .083340 .075330 .068103 .061581 .055695 .050380 .045582 
54 .108428 .097763 .088164 .079523 .071743 .064737 .058426 .052741 .047618 .043001 
55 .104058 .093642 .084286 .075880 .068326 .061537 .055433 .049944 .045008 .040567 

56 .099864 .089696 .080580 .072405 .065073 .058495 .052593 .047296 .042541 .038271 
57 .095839 .085916 .077036 .069089 .061974 .055604 .049898 .044787 .040208 .036105 
58 .091976 .082295 .073648 .065924 .059023 .052855 .047342 .042412 .038004 .034061 
59 .088268 .078826 .070409 .062905 .056212 .050243 .044916 .040163 .035921 .032133 
60 .084710 .075504 .067313 .060024 .053536 .047759 .042615 .038033 .033952 .030314 

TABLE B 

TERM CERTAIN REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

YEARS 6.2% 6.4% 6.6% 6.8% 7.0% 7.2% 7.4% 7.6% 7.8% 8.0% 

1 .941620 .939850 .938086 .936330 .934579 .932836 .931099 .929368 .927644 .925926 
2 .886647 .883317 .880006 .876713 .873439 .870183 .866945 .863725 .860523 .857339 
3 .834885 .830185 .825521 .820892 .816298 .811738 .807211 .802718 .798259 .793832 
4 .786144 .780249 .774410 .768626 .762895 .757218 .751593 .746021 .740500 .735030 
5 .740248 .733317 .726464 .719687 .712986 .706360 .699808 .693328 .686920 .680583 

6 .697032 .689208 .681486 .673864 .666342 .658918 .651590 .644357 .637217 .630170 
7 .656339 .647752 .639292 .630959 .622750 .614662 .606694 .598845 .591111 .583490 
8 .618022 .608789 .599711 .590786 .582009 .573379 .564892 .556547 .548340 .540269 
9 .581942 .572170 .562581 .553170 .543934 .534868 .525971 .517237 .508664 .500249 

10 .547968 .537754 .527750 .517950 .508349 .498944 .489731 .480704 .471859 .463193 

11 .515977 .505408 .495075 .484972 .475093 .465433 .455987 .446750 .437717 .428883 
12 .485854 .475007 .464423 .454093 .444012 .434173 .424569 .415196 .406046 .397114 
13 .457490 .446436 .435669 .425181 .414964 .405012 .395316 .385870 .376666 .367698 
14 .430781 .419582 .408695 .398109 .387817 .377810 .368078 .358615 .349412 .340461 
15 .405632 .394344 .383391 .372762 .362446 .352434 .342717 .333285 .324130 .315242 

16 .381951 .370624 .359654 .349028 .338735 .328763 .319103 .309745 .300677 .291890 
17 .359653 .348331 .337386 .326805 .316574 .306682 .297117 .287867 .278921 .270269 
18 .338656 .327379 .316498 .305997 .295864 .286084 .276645- .267534 .258739 .250249 
19 .318885 .307687 .296902 .286514 .276508 .266870 .257584 .248638 .240018 .231712 
20 .300268 .289179 .278520 .268272 .258419 .248946 .239836 .231076 .222651 .214548 
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TABLE B-Continued 

TERM CERTAIN REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

YEARS 6.2070 6.4% 6.6% 6.8% 7.0% 7.2% 7.4% 7.6% 7.8% 8.0% 

21 .282739 .271785 .261276 .251191 .241513 .232225 .223311 .214755 .206541 .198656 
22 .266232 .255437 .245099 .235197 .225713 .216628 .207925 .199586 .191596 .183941 
23 .250689 .240073 .229924 .220222 .210947 .202078 .193598 .185489 .177733 .170315 
24 .236054 .225632 .215689 .206201 .197147 .188506 .180259 .172387 .164873 .157699 
25 .222273 .212060 .202334 .193072 .184249 .175845 .167839 .160211 .152943 .146018 

26 .209297 .199305 .189807 .180779 .172195 .164035 .156275 .148895 .141877 .135202 
27 .197078 .187317 .178056 .169269 .160930 .153017 .145507 .138379 .131611 .125187 
28 .185572 .176049 .167031 .158491 .150402 .142740 .135482 .128605 .122088 .115914 
29 .174739 .165460 .156690 .148400 .140563 .133153 .126147 .119521 .113255 .107328 
30 .164537 .155507 .146989 .138951 .131367 .124210 .117455 .111079 .105060 .099377 

31 .154932 .146154 .137888 .130104 .122773 .115868 .109362 .103233 .097458 .092016 
32 .145887 .137362 .129351 .121820 .114741 .108085 .101827 .095942 .090406 .085200 
33 .137370 .129100 .121342 .114064 .107235 .100826 .094811 .089165 .083865 .078889 
34 .129350 .121335 .113830 .106802 .100219 .094054 .088278 .082867 .077797 .073045 
35 .121798 .114036 .106782 .100001 .093663 .087737 .082196 .077014 .072168 .067635 

36 .114688 .107177 .100171 .093634 .087535 .081844 .076532 .071574 .066946 .062625 
37 .107992 .100730 .093969 .087673 .081809 .076347 .071259 .066519 .062102 .057986 
38 .101688 .094671 .088151 .082090 .076457 .071219 .066349 .061821 .057609 .053690 
39 .095751 .088977 .082693 .076864 .071455 .066436 .061778 .057454 .053440 .049713 
40 .090161 .083625 .077573 .071970 .066780 .061974 .057521 .053396 .049573 .046031 

41 .084897 .078595 .072770 .067387 .062412 .057811 .053558 .049625 .045987 .042621 
42 .079941 .073867 .068265 .063097 .058329 .053929 .049868 .046120 .042659 .039464 
43 .075274 .069424 .064038 .059079 .054513 .050307 .046432 .042862 .039572 .036541 
44 .070880 .065248 .060074 .055318 .050946 .046928 .043233 .039835 .036709 .033834 
45 .066742 .061323 .056354 .051796 .047613 .043776 .040254 .037021 .034053 .031328 

46 .062845 .057635 .052865 .048498 .044499 .040836 .037480 .034406 .031589 .029007 
47 .059176 .054168 .049592 .045410 .041587 .038093 .034898 .031976 .029303 .026859 
48 .055722 .050910 .046522 .042519 .038867 .035535 .032493 .029717 .027183 .024869 
49 .052469 .047848 .043641 .039812 .036324 .033148 .030255 .027618 .025216 .023027 
50 .049405 .044970 .040939 .037277 .033948 .030922 .028170 .025668 .023392 .021321 

51 .046521 .042265 .038405 .034903 .031727 .028845 .026229 .023855 .021699 .019742 
52 .043805 .039722 .036027 .032681 .029651 .026907 .024422 .022170 .020129 .018280 
53 .041248 .037333 .033796 .030600 .027711 .025100 .022739 .020604 .018673 .016925 
54 .038840 .035087 .031704 .028652 .025899 .023414 .021172 .019149 .017322 .015672 
55 .036572 .032977 .029741 .026828 .024204 .021842 .019714 .017796 .016068 .014511 

56 .034437 .030993 .027900 .025119 .022621 .020375 .018355 .016539 .014906 .013436 
57 .032427 .029129 .026172 .023520 .021141 .019006 .017091 .015371 .013827 .012441 
58 .030534 .027377 .024552 .022023 .019758 .017730 .015913 .014285 .012827 .011519 
59 .028751 .025730 .023032 .020620 .018465 .016539 .014817 .013276 .011899 .010666 
60 .027073 .024183 .021606 .019307 .017257 .015428 .013796 .012339 .011038 .009876 

1994-2 C.B. 375 



Section 7520 
TABLE B 

TERM CERTAIN REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

YEARS 8.2"70 8.4% 8.6% 8.8% 9.0% 9.2"70 9.4% 9.6% 9.8% 10.0% 

1 .924214 .922509 .920810 .919118 .917431 .915751 .914077 .912409 .910747 .909091 
2 .854172 .851023 .847892 .844777 .841680 .838600 .835536 .832490 .829460 .826446 
3 .789438 .785077 .780747 .776450 .772183 .767948 .763744 .759571 .755428 .751315 
4 .729610 .724241 .718920 .713649 .708425 .703250 .698121 .693039 .688003 .683013 
5 .674316 .668119 .661989 .655927 .649931 .644001 .638136 .632335 .626597 .620921 

6 .623213 .616346 .609566 .602874 .596267 .589745 .583305 .576948 .570671 .564474 
7 .575982 .568585 .561295 .554112 .547034 .540059 .533186 .526412 .519737 .513158 
8 .532331 .524524 .516846 .509294 .501866 .494560 .487373 .480303 .473349 .466507 
9 .491988 .483879 .475917 .468101 .460428 .452894 .445496 .438233 .431101 .424098 

10 .454703 .446383 .438230 .430240 .422411 .414738 .407218 .399848 .392624 .385543 

II .420243 .411792 .403526 .395441 .387533 .379797 .372228 .364824 .357581 .350494 
12 .388394 .379882 .371571 .363457 .355535 .347799 .340245 .332869 .325666 .318631 
13 .358960 .350445 .342147 .334060 .326179 .318497 .311010 .303713 .296599 .289664 
14 .331756 .323288 .315052 .307040 .299246 .291664 .284287 .277110 .270127 .263331 
15 .306613 .298236 .290103 .282206 .274538 .267092 .259860 .252838 .246017 .239392 

16 .283376 .275126 .267130 .259381 .251870 .244589 .237532 .230691 .224059 .217629 
17 .261901 .253806 .245976 .238401 .231073 .223983 .217123 .210485 .204061 .197845 
18 .242052 .234139 .226497 .219119 .211994 .205113 .198467 .192048 .185848 .179859 
19 .223708 .215995 .208561 .201396 .194490 .187832 .181414 .175226 .169260 .163508 
20 .206754 .199257 .192045 .185107 .178431 .172007 .165826 .159878 .154153 .148644 

21 .191085 .183817 .176837 .170135 .163698 .157516 .151578 .145874 .140395 .135131 
22 .176604 .169573 .162834 .156374 .150182 .144245 .138554 .133097 .127864 .122846 
23 .163220 .156432 .149939 .143726 .137781 .132093 .126649 .121439 .116452 .111678 
24 .150850 .144310 .138065 .132101 .126405 .120964 .115767 .110802 .106058 .101526 
25 .139418 .133128 .127132 .121416 .115968 .110773 .105820 .101097 .096592 .092296 

26 .128852 .122811 .1l7064 .1l1596 .106393 .101441 .096727 .092241 .087971 .083905 
27 .119087 .113295 .107794 .102570 .097608 .092894 .088416 .084162 .080119 .076278 
28 .110062 .104515 .099258 .094274 .089548 .085068 .080819 .076790 .072968 .069343 
29 .101721 .096416 .091398 .086649 .082155 .077901 .073875 .070064 .066456 .063039 
30 .094012 .088945 .084160 .079640 .075371 .071338 .067527 .063927 .060524 .057309 

31 .086887 .082053 .077495 .073199 .069148 .065328 .061725 .058327 .055122 .052099 
32 .080302 .075694 .071358 .067278 .063438 .059824 .056422 .053218 .050202 .047362 
33 .074216 .069829 .065708 .061837 .058200 .054784 .051574 .048557 .045722 .043057 
34 .068592 .064418 .060504 .056835 .053395 .050168 .047142 .044304 .041641 .039143 
35 .063394 .059426 .055713 .052238 .048986 .045942 .043092 .040423 .037924 .035584 

36 .058589 .054821 .051301 .048013 .044941 .042071 .039389 .036882 .034539 .032349 
37 .054149 .050573 .047239 .044130 .041231 .038527 .036005 .033652 .031457 .029408 
38 .050045 .046654 .043498 .040560 .037826 .035281 .032911 .030704 .028649 .026735 
39 .046253 .043039 .040053 .037280 .034703 .032309 .030083 .028015 .026092 .024304 
40 .042747 .039703 .036881 .034264 .031838 .029587 .027498 .025561 .023763 .022095 

41 .039508 .036627 .033961 .031493 .029209 .027094 .025136 .023322 .021642 .020086 
42 .036514 .033789 .031271 .028946 .026797 .024811 .022976 .021279 .019711 .018260 
43 .033746 .031170 .028795 .026605 .024584 .022721 .021002 .019415 .017951 .016600 
44 .031189 .028755 .026515 .024453 .022555 .020807 .019197 .017715 .016349 .015091 
45 .028825 .026527 .024415 .022475 .020692 .019054 .017548 .016163 .014890 .013719 

376 1994-2 C.B. 



Section 7520 

TABLE B-Continued 

TERM CERTAIN REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

YEARS 8.2010 8.4% 8.6% 8.8% 9.0% 9.2% 9.4% 9.6% 9.8% 10.0% 

46 .026641 .024471 .022482 .020657 .018984 .017449 .016040 .014747 .013561 .012472 
47 .024622 .022575 .020701 .018986 .017416 .015978 .014662 .013456 .012351 .011338 
48 .022756 .020825 .019062 .017451 .015978 .014632 .013402 .012277 .011248 .010307 
49 .021031 .019212 .017552 .016039 .014659 .013400 .012250 .011202 .010244 .009370 
50 .019437 .017723 .016163 .014742 .013449 .012271 .011198 .010221 .009330 .008519 

51 .017964 .016350 .014883 .013550 .012338 .011237 .010236 .009325 .008497 .007744 
52 .016603 .015083 .013704 .012454 .011319 .010290 .009356 .008508 .007739 .007040 
53 .015345 .013914 .012619 .011446 .010385 .009423 .008552 .007763 .007048 .006400 
54 .014182 .012836 .011620 .010521 .009527 .008629 .007817 .007083 .006419 .005818 
55 .013107 .011841 .010699 .009670 .008741 .007902 .007146 .006463 .005846 .005289 

56 .012114 .010923 .009852 .008888 .008019 .007237 .006532 .005897 .005324 .004809 
57 .011196 .010077 .009072 .008169 .007357 .006627 .005971 .005380 .004849 .004371 
58 .010347 .009296 .008354 .007508 .006749 .006069 .005458 .004909 .004416 .003974 
59 .009563 .008576 .007692 .006901 .006192 .005557 .004989 .004479 .004022 .003613 
60 .008838 .007911 .007083 .006343 .005681 .005089 .004560 .004087 .003663 .003284 

TABLE B 
TERM CERTAIN REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

YEARS 10.2% 10.4% 10.6% 10.8% 11.0% 11.2% 11.4% 11.6% 11.8% 12.0% 

1 .907441 .905797 .904159 .902527 .900901 .899281 .897666 .896057 .894454 .892857 
2 .823449 .820468 .817504 .814555 .811622 .808706 .805804 .802919 .800049 .797194 
3 .747232 .743178 .739153 .735158 .731191 .727253 .723343 .719461 .715607 .711780 
4 .678069 .673168 .668312 .663500 .658731 .654005 .649321 .644679 .640078 .635518 
5 .615307 .609754 .604261 .598827 .593451 .588134 .582873 .577669 .572520 .567427 

6 .558355 .552313 .546348 .540457 .534641 .528897 .523225 .517625 .512093 .506631 
7 .506674 .500284 .493985 .487777 .481658 .475627 .469682 .463821 .458044 .452349 
8 .459777 .453156 .446641 .440232 .433926 .427722 .421617 .415610 .409700 .403883 
9 .417221 .410467 .403835 .397322 .390925 .384642 .378472 .372411 .366458 .360610 

10 .378603 .371800 .365131 .358593 .352184 .345901 .339741 .333701 .327780 .321973 

11 .343560 .336775 .330137 .323640 .317283 .311062 .304974 .299016 .293184 .287476 
12 .311760 .305050 .298496 .292094 .285841 .279732 .273765 .267935 .262240 .256675 
13 .282904 .276313 .269888 .263623 .257514 .251558 .245749 .240085 .234561 .229174 
14 .256719 .250284 .244022 .237927 .231995 .226221 .220601 .215130 .209804 .204620 
15 .232957 .226706 .220634 .214735 .209004 .203436 .198026 .192769 .187661 .182696 

16 .211395 .205350 .199489 .193804 .188292 .182946 .177761 .172732 .167854 .163122 
17 .191828 .186005 .180369 .174914 .169633 .164520 .159570 .154778 .150138 .145644 
18 .174073 .168483 .163083 .157864 .152822 .147950 .143241 .138690 .134291 .130040 
19 .157961 .152612 .147453 .142477 .137678 .133048 .128582 .124274 .120117 .116107 
20 .143340 .138235 .133321 .128589 .124034 .119648 .115424 .111357 .107439 .103667 
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Section 7520 
TABLE B-Continued 

TERM CERTAIN REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

YEARS 10.2070 10.4070 10.6% 10.8% 11.0% 11.2% 11.4070 11.6% 11.8% 12.0070 

21 .130073 .125213 .120543 .116055 .111742 .107597 .103612 .099782 .096100 .092560 

22 .118033 .113418 .108990 .104743 .100669 .096760 .093009 .089410 .085957 .082643 

23 .107108 .102733 .098544 .094533 .090693 .087014 .083491 .080117 .076884 .073788 

24 .097195 .093056 .089100 .085319 .081705 .078250 .074947 .071789 .068770 .065882 

25 .088198 .084289 .080560 .077003 .073608 .070369 .067278 .064327 .061511 .058823 

26 .080035 .076349 .072839 .069497 .066314 .063281 .060393 .057641 .055019 .052521 

27 .072627 .069157 .065858 .062723 .059742 .056908 .054213 .051650 .049212 .046894 

28 .065905 .062642 .059547 .056609 .053822 .051176 .048665 .046281 .044018 .041869 

29 .059804 .056741 .053840 .051091 .048488 .046022 .043685 .041470 .039372 .037383 

30 .054269 .051396 .048680 .046111 .043683 .041386 .039214 .037160 .035216 .033378 

31 .049246 .046554 .044014 .041617 .039354 .037218 .035201 .033297 .031500 .029802 

32 .044688 .042169 .039796 .037560 .035454 .033469 .031599 .029836 .028175 .026609 

33 .040552 .038196 .035982 .033899 .031940 .030098 .028365 .026735 .025201 .023758 

34 .036798 .034598 .032533 .030595 .028775 .027067 .025463 .023956 .022541 .021212 

35 .033392 .031339 .029415 .027613 .025924 .024341 .022857 .021466 .020162 .018940 

36 .030301 .028387 .026596 .024921 .023355 .021889 .020518 .019235 .018034 .016910 

37 .027497 .025712 .024047 .022492 .021040 .019684 .018418 .017236 .016131 .015098 

38 .024952 .023290 .021742 .020300 .018955 .017702 .016533 .015444 .014428 .013481 
39 .022642 .021096 .019658 .018321 .017077 .015919 .014841 .013839 .012905 .012036 

40 .020546 .019109 .017774 .016535 .015384 .014316 .013323 .012400 .011543 .010747 

41 .018645 .017309 .016071 .014923 .013860 .012874 .011959 .011111 .010325 .009595 
42 .016919 .015678 .014531 .013469 .012486 .011577 .010735 .009956 .009235 .008567 

43 .015353 .014201 .013138 .012156 .011249 .010411 .009637 .008922 .008260 .007649 
44 .013932 .012864 .011879 .010971 .010134 .009362 .008651 .007994 .007389 .006830 
45 .012642 .011652 .010740 .009902 .009130 .008419 .007765 .007163 .006609 .006098 

46 .011472 .010554 .009711 .008937 .008225 .007571 .006971 .006419 .005911 .005445 
47 .010410 .009560 .008780 .008065 .007410 .006809 .006257 .005752 .005287 .004861 
48 .009447 .008659 .007939 .007279 .006676 .006123 .005617 .005154 .004729 .004340 
49 .008572 .007844 .007178 .006570 .006014 .005506 .005042 .004618 .004230 .003875 
50 .007779 .007105 .006490 .005929 .005418 .004952 .004526 .004138 .003784 .003460 

51 .007059 .006435 .005868 .005351 .004881 .004453 .004063 .003708 .003384 .003089 
52 .006406 .005829 .005306 .004830 .004397 .004005 .003647 .003322 .003027 .002758 
53 .005813 .005280 .004797 .004359 .003962 .003601 .003274 .002977 .002708 .002463 
54 .005275 .004783 .004337 .003934 .003569 .003238 .002939 .002668 .002422 .002199 
55 .004786 .004332 .003922 .003551 .003215 .002912 .002638 .002390 .002166 .001963 

56 .004343 .003924 .003546 .003205 .002897 .002619 .002368 .002142 .001938 .001753 
57 .003941 .003554 .003206 .002892 .002610 .002355 .002126 .001919 .001733 .001565 
58 .003577 .003220 .002899 .002610 .002351 .002118 .001908 .001720 .001550 .001398 
59 .003246 .002916 .002621 .002356 .002118 .001905 .001713 .001541 .001387 .001248 
60 .002945 .002642 .002370 .002126 .001908 .001713 .001538 .001381 .001240 .001114 
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Section 7520 
TABLE B 

TERM CERTAIN REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

~ 

YEARS 12.20/0 12.4% 12.6% 12.8% 13.0% 13.2% 13.4% 13.6% 13.8% 14.0% 

1 .891266 .889680 .888099 .886525 .884956 .883392 .881834 .880282 .878735 .877193 
2 .794354 .791530 .788721 .785926 .783147 .780382 .777632 .774896 .772175 .769468 
3 .707981 .704208 .700462 .696743 .693050 .689383 .685742 .682127 .678536 .674972 
4 .630999 .626520 .622080 .617680 .613319 .608996 .604711 .600464 .596254 .592080 
5 .562388 .557402 .552469 .547589 .542760 .537982 .533255 .528577 .523949 .519369 

6 .501237 .495909 .490648 .485451 .480319 .475249 .470242 .465297 .460412 .455587 
7 .446735 .441200 .435744 .430364 .425061 .419831 .414676 .409592 .404580 .399637 
8 .398160 .392527 .386984 .381529 .376160 .370876 .365675 .360557 .355518 .350559 
9 .354866 .349223 .343680 .338235 .332885 .327629 .322465 .317391 .312406 .307508 

10 .316280 .310697 .305222 .299853 .294588 .289425 .284361 .279394 .274522 .269744 

11 .281889 .276421 .271068 .265827 .260698 .255676 .250759 .245945 .241232 .236617 
12 .251238 .245926 .240735 .235663 .230706 .225862 .221128 .216501 .211979 .207559 
13 .223920 .218795 .213797 .208921 .204165 .199525 .194998 .190582 .186273 .182069 
14 .199572 .194658 .189873 .185213 .180677 .176258 .171956 .167766 .163685 .159710 
15 .177872 .173183 .168626 .164196 .159891 .155705 .151637 .147681 .143835 .140096 

16 .158531 .154077 .149757 .145564 .141496 .137549 .133718 .130001 .126393 .122892 
17 .141293 .137080 .132999 .129046 .125218 .121510 .117917 .114438 .111066 .107800 
18 .125930 .121957 .118116 .114403 .110812 .107341 .103984 .100737 .097598 .094561 
19 .112237 .108503 .104899 .101421 .098064 .094824 .091696 .088677 .085762 .082948 
20 .100033 .096533 .093161 .089912 .086782 .083767 .080861 .078061 .075362 .072762 

21 .089156 .085883 .082736 .079709 .076798 .073999 .071306 .068716 .066224 .063826 
22 .079462 .076408 .073478 .070664 .067963 .065370 .062880 .060489 .058193 .055988 
23 .070821 .067979 .065255 .062646 .060144 .057747 .055450 .053247 .051136 .049112 
24 .063121 .060480 .057953 .055537 .053225 .051014 .048898 .046873 .044935 .043081 
25 .056257 .053807 .051468 .049235 .047102 .045065 .043119 .041261 .039486 .037790 

26 .050140 .047871 .045709 .043648 .041683 .039810 .038024 .036321 .034698 .033149 
27 .044688 .042590 .040594 .038695 .036888 .035168 .033531 .031973 .030490 .029078 
28 .039829 .037892 .036052 .034304 .032644 .031067 .029569 .028145 .026793 .025507 
29 .035498 .033711 .032017 .030411 .028889 .027444 .026075 .024776 .023544 .022375 
30 .031638 .029992 .028435 .026960 .025565 .024244 .022994 .021810 .020689 .019627 

31 .028198 .026684 .025253 .023901 .022624 .021417 .020277 .019199 .018180 .017217 
32 .025132 .023740 .022427 .021189 .020021 .018920 .017881 .016900 .015975 .015102 
33 .022399 .021121 .019917 .018785 .017718 .016714 .015768 .014877 .014038 .013248 
34 .019964 .018791 .017689 .016653 .015680 .014765 .013905 .013096 .012336 .011621 
35 .017793 .016718 .015709 .014763 .013876 .013043 .012261 .011528 .010840 .010194 

36 .015858 .014873 .013951 .013088 .012279 .011522 .010813 .010148 .009525 .008942 
37 .014134 .013233 .012390 .011603 .010867 .010178 .009535 .008933 .008370 .007844 
38 .012597 .011773 .011004 .010286 .009617 .008992 .008408 .007864 .007355 .006880 
39 .011227 .010474 .009772 .009119 .008510 .007943 .007415 .006922 .006463 .006035 
40 .010007 .009319 .008679 .008084 .007531 .007017 .006538 .006093 .005679 .005294 

41 .008919 .008291 .007708 .007167 .006665 .006199 .005766 .005364 .004991 .004644 
42 .007949 .007376 .006845 .006354 .005898 .005476 .005085 .004722 .004386 .004074 
43 .007084 .006562 .006079 .005633 I .005219 .004837 .004484 .004157 .003854 .003573 
44 .006314 .005838 .005399 .004993 I .004619 .004273 .003954 .003659 .003386 .003135 
45 .005628 .005194 .004795 .004427 .004088 .003775 .003487 .003221 .002976 .002750 
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Section 7520 
TABLE B-Continued 

TERM CERTAIN REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

YEARS 12.2070 12.4070 12.6% 12.8% 13.0070 13.2% 13.4% 13.6% 13.8% 14.0% 

46 .005016 .004621 .004258 .003924 .003617 .003335 .003075 .002835 .002615 .002412 
47 .004470 .004111 .003782 .003479 .003201 .002946 .002711 .002496 .002298 .002116 
48 .003984 .003658 .003359 .003084 .002833 .002602 .002391 .002197 .002019 .001856 
49 .003551 .003254 .002983 .002734 .002507 .002299 .002108 .001934 .001774 .001628 
50 .003165 .002895 .002649 .002424 .002219 .002031 .001859 .001702 .001559 .001428 

51 .002821 .002576 .002353 .002149 .001963 .001794 .001640 .001499 .001370 .001253 
52 .002514 .002292 .002089 .001905 .001737 .001585 .001446 .001319 .001204 .001099 
53 .002241 .002039 .001856 .001689 .001538 .001400 .001275 .001161 .001058 .000964 
54 .001997 .001814 .001648 .001497 .001361 .001237 .001124 .001022 .000930 .000846 
55 .001780 .001614 .001463 .001327 .001204 .001093 .000991 .000900 .000817 .000742 

56 .001586 .001436 .001300 .001177 .001066 .000965 .000874 .000792 .000718 .000651 
57 .001414 .001277 .001154 .001043 .000943 .000853 .000771 .000697 .000631 .000571 
58 .001260 .001136 .001025 .000925 .000835 .000753 .000680 .000614 .000554 .000501 
59 .001123 .001011 .000910 .000820 .000739 .000665 .000600 .000540 .000487 .000439 
60 .001001 .000900 .000809 .000727 .000654 .000588 .000529 .000476 .000428 .000385 

TABLE J 
ADJUSTMENT FACTORS FOR TERM CERTAIN ANNUITIES 

PAYABLE AT THE BEGINNING OF EACH INTERVAL 
APPLICABLE AFTER APRIL 30, 1989 

FREQUENCY OF PAYMENTS 

INTEREST SEMI 
RATE ANNUALLY ANNUALLY QUARTERLY MONTHLY WEEKLY 

4.2 1.0420 1.0314 1.0261 1.0226 1.0213 
4.4 1.0440 1.0329 1.0274 1.0237 1.0223 
4.6 1.0460 1.0344 1.0286 1.0247 1.0233 
4.8 1.0480 1.0359 1.0298 1.0258 1.0243 
5.0 1.0500 1.0373 1.0311 1.0269 1.0253 
5.2 1.0520 1.0388 1.0323 1.0279 1.0263 
5.4 1.0540 1.0403 1.0335 1.0290 1.0273 
5.6 1.0560 1.0418 1.0348 1.0301 1.0283 
5.8 1.0580 1.0433 1.0360 1.0311 1.0293 
6.0 1.0600 1.0448 1.0372 1.0322 1.0303 
6.2 1.0620 1.0463 1.0385 1.0333 1.0313 
6.4 1.0640 1.0478 1.0397 1.0343 1.0323 
6.6 1.0660 1.0492 1.0409 1.0354 1.0333 
6.8 1.0680 1.0507 1.0422 1.0365 1.0343 
7.0 1.0700 1.0522 1.0434 1.0375 1.0353 
7.2 1.0720 1.0537 1.0446 1.0386 1.0363 
7.4 1.0740 1.0552 1.0458 1.0396 1.0373 
7.6 1.0760 1.0567 1.0471 1.0407 1.0383 
7.8 1.0780 1.0581 1.0483 1.0418 1.0393 
8.0 1.0800 1.0596 1.0495 1.0428 1.0403 
8.2 1.0820 1.0611 1.0507 1.0439 1.0413 
8.4 1.0840 1.0626 1.0520 1.0449 1.0422 
8.6 1.0860 1.0641 1.0532 1.0460 1.0432 
8.8 1.0880 1.0655 1.0544 1.0471 1.0442 
9.0 1.0900 1.0670 1.0556 1.0481 1.0452 
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TABLE J-Continued 
ADJUSTMENT FACTORS FOR TERM CERTAIN ANNUITIES 

PAYABLE AT THE BEGINNING OF EACH INTERVAL 
APPLICABLE AFTER APRIL 30, 1989 

FREQUENCY OF PAYMENTS 

INTEREST SEMI 
RATE ANNUALLY ANNUALLY QUARTERLY MONTHLY WEEKLY 

9.2 1.0920 1.0685 1.0569 1.0492 1.0462 
9.4 1.0940 1.0700 1.0581 1.0502 1.0472 
9.6 1.0960 1.0715 1.0593 1.0513 1.0482 
9.8 1.0980 1.0729 1.0605 1.0523 1.0492 

10.0 1.1000 1.0744 1.0618 1.0534 1.0502 

10.2 1.1020 1.0759 1.0630 1.0544 1.0512 
10.4 1.1040 1.0774 1.0642 1.0555 1.0521 
10.6 1.1060 1.0788 1.0654 1.0565 1.0531 
10.8 1.1080 1.0803 1.0666 1.0576 1.0541 
11.0 1.1100 1.0818 1.0679 1.0586 1.0551 

11.2 1.1120 1.0833 1.0691 1.0597 1.0561 
11.4 1.1140 1.0847 1.0703 1.0607 1.0571 
11.6 1.1160 1.0862 1.0715 1.0618 1.0581 
11.8 1.1180 1.0877 1.0727 1.0628 1.0590 
12.0 1.1200 1.0892 1.0739 1.0639 1.0600 

12.2 1.1220 1.0906 1.0752 1.0649 1.0610 
12.4 1.1240 1.0921 1.0764 1.0660 1.0620 
12.6 1.1260 1.0936 1.0776 1.0670 1.0630 
12.8 1.1280 1.0950 1.0788 1.0681 1.0639 
13.0 1.1300 1.0965 1.0800 1.0691 1.0649 

13.2 1.1320 1.0980 1.0812 1.0701 1.0659 
13.4 1.1340 1.0994 1.0824 1.0712 1.0669 
13.6 1.1360 1.1009 1.0836 1.0722 1.0679 
13.8 1.1380 1.1024 1.0849 1.0733 1.0688 
14.0 1.1400 1.1039 1.0861 1.0743 1.0698 

TABLE K 
ADJUSTMENT FACTORS FOR ANNUITIES 

PAYABLE AT THE END OF EACH INTERVAL 
APPLICABLE AFTER APRIL 30, 1989 

FREQUENCY OF PAYMENTS 

INTEREST SEMI 
RATE ANNUALLY ANNUALLY QUARTERLY MONTHLY WEEKLY 

4.2 1.0000 1.0104 1.0156 1.0191 1.0205 
4.4 1.0000 1.0109 1.0164 1.0200 1.0214 
4.6 1.0000 1.0114 1.0171 1.0209 1.0224 
4.8 1.0000 1.0119 1.0178 1.0218 1.0234 
5.0 1.0000 1.0123 1.0186 1.0227 1.0243 

5.2 1.0000 1.0128 1.0193 1.0236 1.0253 
5.4 1.0000 1.0133 1.0200 1.0245 1.0262 
5.6 1.0000 1.0138 1.0208 1.0254 1.0272 
5.8 1.0000 1.0143 1.0215 1.0263 1.0282 
6.0 1.0000 1.0148 1.0222 1.0272 1.0291 
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TABLE K-Continued 

ADJUSTMENT FACTORS FOR ANNUITIES 
PAYABLE AT THE END OF EACH INTERVAL 

APPLICABLE AFTER APRIL 30, 1989 

FREQUENCY OF PAYMENTS 

INTEREST SEMI 
RATE ANNUALLY ANNUALLY QUARTERLY MONTHLY WEEKLY 

6.2 1.0000 1.0153 1.0230 1.0281 1.0301 
6.4 1.0000 1.0158 1.0237 1.0290 1.0311 
6.6 1.0000 1.0162 1.0244 1.0299 1.0320 
6.8 1.0000 1.0167 1.0252 1.0308 1.0330 
7.0 1.0000 1.0172 1.0259 1.0317 1.0339 

7.2 1.0000 1.0177 1.0266 1.0326 1.0349 
7.4 1.0000 1.0182 1.0273 1.0335 1.0358 
7.6 1.0000 1.0187 1.0281 1.0344 1.0368 
7.8 1.0000 1.0191 1.0288 1.0353 1.0378 
8.0 1.0000 1.0196 1.0295 1.0362 1.0387 

8.2 1.0000 1.0201 1.0302 1.0370 1.0397 
8.4 1.0000 1.0206 1.0310 1.0379 1.0406 
8.6 1.0000 1.0211 1.0317 1.0388 1.0416 
8.8 1.0000 1.0215 1.0324 1.0397 1.0425 
9.0 1.0000 1.0220 1.0331 1.0406 1.0435 

9.2 1.0000 1.0225 1.0339 1.0415 1.0444 
9.4 1.0000 1.0230 1.0346 1.0424 1.0454 
9.6 1.0000 1.0235 1.0353 1.0433 1.0463 
9.8 1.0000 1.0239 1.0360 1.0442 1.0473 

10.0 1.0000 1.0244 l.0368 1.0450 1.0482 
10.2 1.0000 1.0249 1.0375 1.0459 1.0492 
10.4 1.0000 1.0254 1.0382 1.0468 1.0501 
10.6 1.0000 l.0258 1.0389 1.0477 1.0511 
10.8 l.0000 l.0263 1.0396 1.0486 1.0520 
1l.0 l.0000 1.0268 1.0404 1.0495 1.0530 
11.2 1.0000 1.0273 1.0411 1.0503 1.0539 
11.4 1.0000 1.0277 1.0418 1.0512 1.0549 
11.6 l.0000 1.0282 1.0425 1.0521 1.0558 
11.8 1.0000 1.0287 1.0432 1.0530 1.0568 
12.0 1.0000 1.0292 1.0439 1.0539 1.0577 
12.2 1.0000 1.0296 1.0447 1.0548 1.0587 
12.4 1.0000 1.0301 1.0454 1.0556 1.0596 
12.6 1.0000 1.0306 1.0461 1.0565 1.0605 
12.8 1.0000 1.0310 1.0468 1.0574 1.0615 
13.0 1.0000 1.0315 1.0475 1.0583 1.0624 
13.2 1.0000 1.0320 1.0482 1.0591 1.0634 13.4 1.0000 1.0324 1.0489 1.0600 1.0643 
13.6 1.0000 1.0329 1.0496 1.0609 1.0652 13.8 1.0000 1.0334 1.0504 1.0618 1.0662 
14.0 1.0000 1.0339 1.0511 1.0626 1.0671 
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TABLE S 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 4.211Jo 4.4l1Jo 4.611Jo 4.811Jo 5.01lJo 5.211Jo 5.4l1Jo 5.611Jo 5.811Jo 6.01lJo 

0 .07389 .06749 .06188 .05695 .05261 .04879 .04541 .04243 .03978 .03744 
1 .06494 .05832 .05250 .04738 .04287 .03889 .03537 .03226 .02950 .02705 
2 .06678 .05999 .05401 .04874 .04410 .03999 .03636 .03314 .03028 .02773 
3 .06897 .06200 .05587 .05045 .04567 .04143 .03768 .03435 .03139 .02875 
4 .07139 .06425 .05796 .05239 .04746 .04310 .03922 .03578 .03271 .02998 

5 .07401 .06669 .06023 .05451 .04944 .04494 .04094 .03738 .03421 .03137 
6 .07677 .06928 .06265 .05677 .05156 .04692 .04279 .03911 .03583 .03289 
7 .07968 .07201 .06521 .05918 .05381 .04903 .04477 .04097 .03757 .03453 
8 .08274 .07489 .06792 .06172 .05621 .05129 .04689 .04297 .03945 .03630 
9 .08597 .07794 .07079 .06443 .05876 .05370 .04917 .04511 .04148 .03821 

10 .08936 .08115 .07383 .06730 .06147 .05626 .05159 .04741 .04365 .04027 
11 .09293 .08453 .07704 .07035 .06436 .05900 .05419 .04988 .04599 .04250 
12 .09666 .08807 .08040 .07354 .06739 .06188 .05693 .05248 .04847 .04486 
13 .10049 .09172 .08387 .07684 .07053 .06487 .05977 .05518 .05104 .04731 
14 .10437 .09541 .08738 .08017 .07370 .06788 .06263 .05791 .05364 .04978 

15 .10827 .09912 .09090 .08352 .07688 .07090 .06551 .06064 .05623 .05225 
16 .11220 .10285 .09445 .08689 .08008 .07394 .06839 .06337 .05883 .05472 
17 .11615 .10661 .09802 .09028 .08330 .07699 .07129 .06612 .06144 .05719 
18 .12017 .11043 .10165 .09373 .08656 .08009 .07422 .06890 .06408 .05969 
19 .12428 .11434 .10537 .09726 .08992 .08327 .07724 .07177 .06679 .06226 

20 .12850 .11836 .10919 .10089 .09337 .08654 .08035 .07471 .06959 .06492 
21 .13282 .12248 .11311 .10462 .09692 .08991 .08355 .07775 .07247 .06765 
22 .13728 .12673 .11717 .10848 .10059 .09341 .08686 .08090 .07546 .07049 
23 .14188 .13113 .12136 .11248 .10440 .09703 .09032 .08418 .07858 .07345 
24 .14667 .13572 .12575 .11667 .10839 .10084 .09395 .08764 .08187 .07659 

25 .15167 .14051 .13034 .12106 .11259 .10486 .09778 .09130 .08536 .07991 
26 .15690 .14554 .13517 .12569 .11703 .10910 .10184 .09518 .08907 .08346 
27 .16237 .15081 .14024 .13056 .12171 .11359 .10614 .09930 .09302 .08724 
28 .16808 .15632 .14555 .13567 .12662 .11831 .11068 .10366 .09720 .09125 
29 . 17404 .16208 .15110 .14104 .13179 .12329 . .11547 .10827 .10163 .09551 

30 .18025 .16808 .15692 .14665 .13721 .12852 .12051 .11313 .10631 .10002 
31 .18672 .17436 .16300 .15255 .14291 .13403 .12584 .11827 .11127 .10480 
32 .19344 .18090 .16935 .15870 .14888 .13980 .13142 .12367 .11650 .10985 
33 .20044 .18772 .17598 .16514 .15513 .14587 .13730 .12936 .12201 .11519 
34 .20770 .19480 .18287 .17185 .16165 .15221 .14345 .13533 .12780 .12080 

35 .21522 .20215 .19005 .17884 .16846 .15883 .14989 .14159 .13388 .12670 
36 .22299 .20974 .19747 .18609 .17552 .16571 .15660 .14812 .14022 .13287 
37 .23101 .21760 .20516 .19360 .18286 .17288 .16358 .15492 .14685 .13933 
38 .23928 .22572 .21311 .20139 .19048 .18032 .17085 .16201 .15377 .14607 
39 .24780 .23409 .22133 .20945 .19837 .18804 .17840 .16939 .16097 .15310 

40 .25658 .24273 .22982 .21778 .20654 .19605 .18624 .17706 .16847 .16043 
41 .26560 .25163 .23858 .22639 .21499 .20434 .19436 .18502 .17627 .16806 
42 .27486 .26076 .24758 .23525 .22370 .21289 .20276 .19326 .18434 .17597 
43 .28435 .27013 .25683 .24436 .23268 .22172 .21143 .20177 .19270 .18416 
44 .29407 .27975 .26633 .25373 .24191 .23081 .22038 .21057 .20134 .19265 

1994-2 C.B. 383 



Section 7520 
TABLE S-Continued 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 4.2% 4.40/0 4.6% 4.8% 5.0% 5.2% 5.4% 5.6% 5.8% 6.0% 

45 .30402 .28961 .27608 .26337 .25142 .24019 .22962 .21966 .21028 .20144 

46 .31420 .29970 .28608 .27326 .26120 .24983 .23913 .22904 .21951 .21053 

47 .32460 .31004 .29632 .28341 .27123 .25975 .24892 .23870 .22904 .21991 

48 .33521 .32058 .30679 .29379 .28151 .26992 .25897 .24862 .23883 .22957 

49 .34599 .33132 .31746 .30438 .29201 .28032 .26926 .25879 .24888 .23949 

50 .35695 .34224 .32833 .31518 .30273 .29094 .27978 .26921 .25918 .24966 

51 .36809 .35335 .33940 .32619 .31367 .30180 .29055 .27987 .26973 .26010 

52 .37944 .36468 .35070 .33744 .32486 .31292 .30158 .29081 .28057 .27083 

53 .39098 .37622 .36222 .34892 .33629 .32429 .31288 .30203 .29170 .28186 

54 .40269 .38794 .37393 .36062 .34795 .33590 .32442 .31349 .30308 .29316 

55 .41457 .39985 .38585 .37252 .35983 .34774 .33621 .32522 .31474 .30473 

56 .42662 .41194 .39796 .38464 .37193 .35981 .34824 .33720 .32666 .31658 

57 .43884 .42422 .41028 .39697 .38426 .37213 .36053 .34945 .33885 .32872 

58 .45123 .43668 .42279 .40951 .39682 .38468 .37307 .36196 .35132 .34114 

59 .46377 .44931 .43547 .42224 .40958 .39745 .38584 .37471 .36405 .35383 

60 .47643 .46206 .44830 .43513 .42250 .41040 .39880 .38767 .37699 .36674 

61 .48916 .47491 .46124 .44814 .43556 .42350 .41192 .40080 .39012 .37985 

62 .50196 .48783 .47427 .46124 .44874 .43672 .42518 .41408 .40340 .39314 

63 .51480 .50081 .48736 .47444 .46201 .45006 .43856 .42749 .41684 .40658 

64 .52770 .51386 .50054 .48773 .47540 .46352 .45208 .44105 .43043 .42019 

65 .54069 .52701 .51384 .50115 .48892 .47713 .46577 .45480 .44422 .43401 

66 .55378 .54029 .52727 .51472 .50262 .49093 .47965 .46876 .45824 .44808 

67 .56697 .55368 .54084 .52845 .51648 .50491 .49373 .48293 .47248 .46238 

68 .58026 .56717 .55453 .54231 .53049 .51905 .50800 .49729 .48694 .47691 

69 .59358 .58072 .56828 .55624 .54459 .53330 .52238 .51179 .50154 .49160 

70 .60689 .59427 .58205 .57021 .55874 .54762 .53683 .52638 .51624 .50641 

71 .62014 .60778 .59578 .58415 .57287 .56193 .55131 .54100 .53099 .52126 

72 .63334 .62123 .60948 .59808 .58700 .57624 .56579 .55563 .54577 .53617 

73 .64648 .63465 .62315 .61198 .60112 .59056 .58029 .57030 .56059 .55113 

74 .65961 .64806 .63682 .62590 .61527 .60492 .59485 .58504 .57550 .56620 

75 .67274 .66149 .65054 .63987 .62948 .61936 .60950 .59990 .59053 .58140 

76 .68589 .67495 .66429 .65390 .64377 .63390 .62427 .61487 .60570 .59676 

77 .69903 .68841 .67806 .66796 .65811 .64849 .63910 .62993 .62097 .61223 

78 .71209 .70182 .69179 .68199 .67242 .66307 .65393 .64501 .63628 .62775 

79 .72500 .71507 .70537 .69588 .68660 .67754 .66867 .65999 .65151 .64321 

80 .73768 .72809 .71872 .70955 .70058 .69180 .68320 .67479 .66655 .65849 

81 .75001 .74077 .73173 .72288 .71422 .70573 .69741 .68926 .68128 .67345 

82 .76195 .75306 .74435 .73582 .72746 .71926 .71123 .70335 .69562 .68804 

83 .77346 .76491 .75654 .74832 .74026 .73236 .72460 .71699 .70952 .70219 

84 .78456 .77636 .76831 .76041 .75265 .74503 .73756 .73021 .72300 .71592 

85 .79530 .78743 .77971 .77212 .76466 .75733 .75014 .74306 .73611 .72928 

86 .80560 .79806 .79065 .78337 .77621 .76917 .76225 .75544 .74875 .74216 

87 .81535 .80813 .80103 .79404 .78717 .78041 .77375 .76720 .76076 .75442 

88 .82462 .81771 .81090 .80420 .79760 .79111 .78472 .77842 .77223 .76612 

89 .83356 .82694 .82043 .81401 .80769 .80147 .79533 .78929 .78334 .77747 
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TABLE S-Continued 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 4.2070 4.4070 4.6070 4.8070 5.0070 5.2070 5.4070 5.6070 5.8070 6.0070 

90 .84225 .83593 .82971 .82357 .81753 .81157 .80570 .79991 .79420 .78857 
91 .85058 .84455 .83861 .83276 .82698 .82129 .81567 .81013 .80466 .79927 
92 .85838 .85263 .84696 .84137 .83585 .83040 .82503 .81973 .81449 .80933 
93 .86557 .86009 .85467 .84932 .84405 .83884 .83370 .82862 .82360 .81865 
94 .87212 .86687 .86169 .85657 .85152 .84653 .84160 .83673 .83192 .82717 

95 .87801 .87298 .86801 .86310 .85825 .85345 .84872 .84404 .83941 .83484 
96 .88322 .87838 .87360 .86888 .86420 .85959 .85502 .85051 .84605 .84165 
97 .88795 .88328 .87867 .87411 .86961 .86515 .86074 .85639 .85208 .84782 
98 .89220 .88769 .88323 .87883 .87447 .87016 .86589 .86167 .85750 .85337 
99 .89612 .89176 .88745 .88318 .87895 .87478 .87064 .86656 .86251 .85850 

100 .89977 .89555 .89136 .88722 .88313 .87908 .87506 .87109 .86716 .86327 
101 .90326 .89917 .89511 .89110 .88712 .88318 .87929 .87543 .87161 .86783 
102 .90690 .90294 .89901 .89513 .89128 .88746 .88369 .87995 .87624 .87257 
103 .91076 .90694 .90315 .89940 .89569 .89200 .88835 .88474 .88116 .87760 
104 .91504 .91138 .90775 .90415 .90058 .89704 .89354 .89006 .88661 .88319 

105 .92027 .91681 .91337 .90996 .90658 .90322 .89989 .89659 .89331 .89006 
106 .92763 .92445 .92130 .91816 .91506 .91197 .90890 .90586 .90284 .89983 
107 .93799 .93523 .93249 .92977 .92707 .92438 .92170 .91905 .91641 .91378 
108 .95429 .95223 .95018 .94814 .94611 .94409 .94208 .94008 .93809 .93611 
109 .97985 .97893 .97801 .97710 .97619 .97529 .97438 .97348 .97259 .97170 

TABLE S 
BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 6.2070 6.4070 6.6070 6.8070 7.0070 7.2070 7.4070 7.6070 7.8070 8.0070 

0 .03535 .03349 .03183 .03035 .02902 .02783 .02676 .02579 .02492 .02413 
1 .02486 .02292 .02119 .01963 .01824 .01699 .01587 .01486 .01395 .01312 
2 .02547 .02345 .02164 .02002 .01857 .01727 .01609 .01504 .01408 .01321 
3 .02640 .02429 .02241 .02073 .01921 .01785 .01662 .01552 .01451 .01361 
4 .02753 .02535 .02339 .02163 .02005 .01863 .01735 .01619 .01514 .01418 

5 .02883 .02656 .02453 .02269 .02105 .01956 .01822 .01700 .01590 .01490 
6 .03026 .02790 .02578 .02387 .02215 .02060 .01919 .01792 .01677 .01572 
7 .03180 .02935 .02714 .02515 .02336 .02174 .02027 .01894 .01773 .01664 
8 .03347 .03092 .02863 .02656 .02469 .02300 .02146 .02007 .01881 .01766 
9 .03528 .03263 .03025 .02810 .02615 .02438 .02278 .02133 .02000 .01880 

10 .03723 .03449 .03201 .02977 .02774 .02590 .02423 .02271 .02133 .02006 
11 .03935 .03650 .03393 .03160 .02949 .02757 .02583 .02424 .02279 .02147 
12 .04160 .03865 .03598 .03356 .03136 .02936 .02755 .02589 .02438 .02299 
13 .04394 .04088 .03811 .03560 .03331 .03123 .02934 .02761 .02603 .02458 
14 .04629 .04312 .04025 .03764 .03527 .03311 .03113 .02933 .02768 .02617 
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Section 7520 
TABLE S-Continued 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 6.2070 6.4070 6.6070 6.8070 7.0070 7.2070 7.4070 7.6070 7.8070 8.0070 

15 .04864 .04536 .04238 .03968 .03721 .03496 .03290 .03103 .02930 .02773 

16 .05099 .04759 .04451 .04170 .03913 .03679 .03466 .03270 .03090 .02926 

17 .05333 .04982 .04662 .04370 .04104 .03861 .03638 .03434 .03247 .03075 

18 .05570 .05207 .04875 .04573 .04296 .04044 .03812 .03599 .03404 .03225 

19 .05814 .05438 .05095 .04781 .04494 .04231 .03990 .03769 .03565 .03378 

20 .06065 .05677 .05321 .04996 .04698 .04424 .04173 .03943 .03731 .03535 

21 .06325 .05922 .05554 .05217 .04907 .04623 .04362 .04122 .03901 .03697 

22 .06594 .06178 .05797 .05447 .05126 .04831 .04559 .04309 .04078 .03865 

23 .06876 .06446 .06051 .05688 .05355 .05048 .04766 .04505 .04265 .04042 

24 .07174 .06729 .06321 .05945 .05599 .05281 .04987 .04715 .04465 .04233 

25 .07491 .07031 .06609 .06219 .05861 .05530 .05224 .04941 .04680 .04438 

26 .07830 .07355 .06918 .06515 .06142 .05799 .05481 .05187 .04915 .04662 

27 .08192 .07702 .07250 .06832 .06446 .06090 .05759 .05454 .05170 .04906 

28 .08577 .08071 .07603 .07171 .06772 .06402 .06059 .05740 .05445 .05170 

29 .08986 .08464 .07981 .07534 .07120 .06736 .06380 .06049 .05742 .05456 

30 .09420 .08882 .08383 .07921 .07492 .07095 .06725 .06381 .06061 .05763 

31 .09881 .09327 .08812 .08335 .07891 .07479 .07095 .06738 .06405 .06095 

32 .10369 .09797 .09267 .08774 .08315 .07888 .07491 .07120 .06774 .06451 

33 .10885 .10297 .09750 .09241 .08767 .08325 .07913 .07529 .07170 .06834 

34 .11430 .10824 .10261 .09736 .09246 .08790 .08363 .07964 .07592 .07243 

35 .12002 .11380 .10800 .10259 .09754 .09282 .08841 .08428 .08041 .07679 

36 .12602 .11963 .11366 .10809 .10288 .09800 .09344 .08917 .08516 .08140 

37 .13230 .12574 .11961 .11387 .10850 .10347 .09876 .09433 .09018 .08628 

38 .13887 .13214 .12584 .11994 .11441 .10922 .10436 .09978 .09549 .09145 

39 .14573 .13883 .13237 .12630 .12061 .11527 .11025 .10553 .10109 .09690 

40 .15290 .14583 .13920 .13297 .12712 .12162 .11644 .11157 .10698 .10266 

41 .16036 .15312 .14633 .13994 .13393 .12827 .12294 .11792 .11318 .10871 

42 .16810 .16071 .15375 .14720 .14103 .13522 .12973 .12456 .11967 .11505 

43 .17614 .16858 .16146 .15475 .14842 .14245 .13682 .13149 .12645 .12169 

44 .18447 .17675 .16948 .16261 .15613 .15000 .14421 .13873 .13355 .12864 

45 .19310 .18524 .17780 .17078 .16414 .15787 .15192 .14630 .14096 .13591 

46 .20204 .19402 .18644 .17926 .17247 .16604 .15995 .15418 .14870 .14350 

47 .21128 .20311 .19538 .18806 .18112 .17454 .16830 .16238 .15676 .15141 

48 .22080 .21249 .20462 .19716 .19007 .18335 .17696 .17090 .16513 .15964 

49 .23059 .22214 .21413 .20653 .19930 .19244 .18591 .17970 .17379 .16816 

50 .24063 .23206 .22391 .21617 .20881 .20180 .19514 .18879 .18274 .17697 

51 .25095 .24225 .23398 .22610 .21861 .21147 .20466 .19818 .19199 .18609 

52 .26157 .25275 .24436 .23636 .22874 .22147 .21453 .20791 .20159 .19556 

53 .27249 .26357 .25505 .24694 .23919 .23180 .22474 .21799 .21154 .20537 

54 .28369 .27466 .26604 .25782 .24995 .24244 .23526 .22839 .22181 .21552 

55 .29518 .28605 .27734 .26900 .26103 .25341 .24611 .23912 .23243 .22601 

56 .30695 .29774 .28893 .28050 .27242 .26469 .25728 .25019 .24338 .23685 

57 .31902 .30973 .30084 .29232 .28415 .27632 .26881 .26161 .25469 .24805 

58 .33138 .32203 .31306 .30446 .29621 .28829 .28069 .27339 .26637 .25962 

59 .34402 .33461 .32558 .31691 .30859 .30059 .29290 .28550 .27839 .27155 
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Section 7520 

TABLE S-Continued 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 6.2070 6.4% 6.6% 6.8% 7.0% 7.2% 7.4% 7.6070 7.8% 8.0% 

60 .35690 .34745 .33836 .32963 .32124 .31317 .30540 .29792 .29073 .28379 
61 .36999 .36050 .35137 .34259 .33414 .32601 .31817 .31062 .30334 .29633 
62 .38325 .37374 .36458 .35576 .34726 .33907 .33117 .32356 .31621 .30912 
63 .39669 .38717 .37799 .36913 .36060 .35236 .34441 .33674 .32933 .32217 
64 .41031 .40078 .39159 .38272 .37415 .36588 .35789 .35016 .34270 .33548 

65 .42416 .41464 .40545 .39656 .38798 .37968 .37166 .36390 .35639 .34912 
66 .43825 .42876 .41958 .41070 .40211 .39380 .38576 .37797 .37043 .36312 
67 .45260 .44315 .43399 .42513 .41655 .40824 .40019 .39238 .38482 .37749 
68 .46720 .45779 .44868 .43985 .43129 .42299 .41494 .40713 .39956 .39221 
69 .48197 .47263 .46357 .45478 .44625 .43798 .42995 .42215 .41458 .40722 

70 .49686 .48760 .47861 .46988 .46140 .45316 .44516 .43738 .42983 .42248 
71 .51182 .50265 .49374 .48508 .47666 .46847 .46051 .45276 .44523 .43790 
72 .52685 .51778 .50896 .50038 .49203 .48390 .47599 .46829 .46079 .45349 
73 .54194 .53298 .52426 .51578 .50751 .49946 .49161 .48397 .47652 .46926 
74 .55714 .54832 .53972 .53134 .52317 .51520 .50744 .49986 .49247 .48527 

75 .57250 .56382 .55536 .54710 .53904 .53118 .52351 .51601 .50870 .50156 
76 .58803 .57951 .57120 .56308 .55515 .54740 .53984 .53245 .52522 .51817 
77 .60369 .59535 .58720 .57923 .57144 .56383 .55639 .54912 .54200 .53504 
78 .61942 .61126 .60329 .59549 .58787 .58040 .57310 .56596 .55896 .55212 
79 .63508 .62713 .61935 .61174 .60428 .59698 .58983 .58283 .57597 .56925 

80 .65059 .64285 .63527 .62785 .62058 .61345 .60646 .59961 .59290 .58632 
81 .66579 .65827 .65090 .64368 .63659 .62965 .62283 .61615 .60959 .60316 
82 .68061 .67332 .66616 .65914 .65226 .64550 .63886 .63235 .62595 .61968 
83 .69499 .68793 .68099 .67418 .66749 .66092 .65447 .64813 .64191 .63579 
84 .70896 .70213 .69541 .68881 .68233 .67595 .66969 .66353 .65748 .65153 

85 .72256 .71596 .70947 .70308 .69681 .69063 .68456 .67859 .67271 .66693 
86 .73569 .72931 .72305 .71688 .71081 .70484 .69896 .69318 .68748 .68188 
87 .74818 .74204 .73599 .73003 .72417 .71839 .71271 .70711 .70159 .69616 
88 .76011 .75419 .74836 .74261 .73695 .73137 .72588 .72046 .71512 .70986 
89 .77169 .76599 .76037 .75484 .74938 .74400 .73870 .73347 .72831 .72323 

90 .78302 .77755 .77215 .76683 .76158 .75640 .75129 .74625 .74128 .73638 
91 .79395 .78870 .78352 .77842 .77337 .76840 .76349 .75864 .75385 .74913 
92 .80423 .79920 .79423 .78933 .78449 .77971 .77499 .77033 .76572 .76118 
93 .81377 .80894 .80417 .79946 .79481 .79022 .78568 .78120 .77677 .77239 
94 .82247 .81784 .81325 .80873 .80425 .79983 .79547 .79115 .78688 .78266 

95 .83033 .82586 .82145 .81709 .81278 .80852 .8043 I .80014 .79602 .79195 
96 .83729 .83298 .82872 .82451 .82034 .81622 .81215 .80812 .80414 .80019 
97 .84361 .83944 .83532 .83124 .82721 .82322 .81927 .81537 .81151 .80769 
98 .84929 .84525 .84126 .83730 .83339 .82952 .82569 .82190 .81815 .81443 
99 .85454 .85062 .84674 .84290 .83910 .83534 .83161 .82792 .82427 .82066 

100 .85942 .85561 .85184 .84810 .84440 .84074 .83711 .83352 .82997 .82644 
101 .86408 .86037 .85670 .85306 .84946 .84589 .84236 .83886 .83539 .83196 
102 .86894 .86534 .86177 .85823 .85473 .85126 .84782 .84442 .84104 .83770 
103 .87408 .87060 .86714 .86371 .86032 .85695 .85362 .85031 .84703 .84378 
104 .87980 .87644 .87311 .86980 .86653 .86328 .86005 .85686 .85369 .85054 
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Section 7520 
TABLE S-Continued 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 6.2070 6.4070 6.6070 6.8070 7.0070 7.2070 7.4070 7.6070 7.8070 8.0070 

105 .88684 .88363 .88046 .87731 .87418 .87108 .86800 .86494 .86191 .85890 

106 .89685 .89389 .89095 .88804 .88514 .88226 .87940 .87656 .87374 .87094 

107 .91117 .90858 .90600 .90344 .90089 .89836 .89584 .89334 .89085 .88838 

108 .93414 .93217 .93022 .92828 .92634 .92442 .92250 .92060 .91870 .91681 

109 .97081 .96992 .96904 .96816 .96729 .96642 .96555 .96468 .96382 .96296 

TABLE S 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 8.2070 8.4070 8.6070 8.8070 9.0070 9.2070 9.4070 9.6070 9.8070 10.0070 

0 .02341 .02276 .02217 .02163 .02114 .02069 .02027 .01989 .01954 .01922 

1 .01237 .01170 .01108 .01052 .01000 .00953 .00910 .00871 .00834 .00801 

2 .01243 .01172 .01107 .01048 .00994 .00944 .00899 .00857 .00819 .00784 

3 .01278 .01203 .01135 .01073 .01016 .00964 .00916 .00872 .00832 .00795 

4 .01332 .01253 .01182 .01116 .01056 .01001 .00951 .00904 .00862 .00822 

5 .01400 .01317 .01241 .01172 .01109 .01051 .00998 .00949 .00904 .00862 

6 .01477 .01390 .01310 .01238 .01171 .01110 .01054 .01002 .00954 .00910 

7 .01563 .01472 .01389 .01312 .01242 .01178 .01118 .01064 .01013 .00966 

8 .01660 .01564 .01477 .01396 .01322 .01254 .01192 .01134 .01081 .01031 

9 .01770 .01669 .01577 .01492 .01414 .01342 .01276 .01216 .01159 .01107 

10 .01891 .01785 .01688 .01599 .01517 .01442 .01372 .01308 .01249 .01194 

11 .02026 .01915 .01814 .01720 .01634 .01555 .01481 .01414 .01351 .01293 

12 .02173 .02056 .01950 .01852 .01761 .01678 .01601 .01529 .01463 .01402 

13 .02326 .02204 .02092 .01989 .01895 .01807 .01726 .01651 .01582 .01517 

14 .02478 .02351 .02234 .02126 .02027 .01935 .01850 .01771 .01698 .01630 

15 .02628 .02495 .02372 .02259 .02155 .02058 .01969 .01886 .01810 .01738 

16 .02774 .02635 .02507 .02388 .02279 .02178 .02084 .01997 .01917 .01842 

17 .02917 .02772 .02637 .02513 .02399 .02293 .02194 .02103 .02018 .01940 

18 .03059 .02907 .02767 .02637 .02517 .02406 .02302 .02207 .02118 .02035 

19 .03205 .03046 .02899 .02763 .02637 .02521 .02412 .02312 .02218 .02131 

20 .03355 .03188 .03035 .02892 .02760 .02638 .02524 .02419 .02320 .02229 

21 .03509 .03334 .03173 .03024 .02886 .02758 .02638 .02527 .02424 .02328 

22 .03669 .03487 .03318 .03162 .03017 .02882 .02757 .02640 .02532 .02430 

23 .03837 .03646 .03470 .03306 .03154 .03013 .02881 .02759 .02644 .02538 

24 .04018 .03819 .03634 .03463 .03303 .03155 .03016 .02888 .02767 .02655 

25 .04214 .04006 .03812 .03633 .03465 .03309 .03164 .03029 .02902 .02784 

26 .04428 .04210 .04008 .03820 .03644 .03481 .03328 .03186 .03052 .02928 

27 .04662 .04434 .04223 .04025 .03841 .03670 .03509 .03360 .03219 .03088 

28 .04915 .04677 .04456 .04249 .04056 .03876 .03708 .03550 .03403 .03264 

29 .05189 .04941 .04709 .04493 .04291 .04102 .03925 .03760 .03604 .03458 
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Section 7520 

TABLE S-Continued 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 8.2070 8.4070 8.6070 8.8070 9.0070 9.2070 9.4070 9.6070 9.8070 10.0070 

30 .05485 .05226 .04984 .04757 .04546 .04348 .04162 .03988 .03825 .03671 
31 .05805 .05535 .05282 .05045 .04824 .04616 .04421 .04238 .04067 .03905 
32 .06149 .05867 .05603 .05356 .05124 .04906 .04702 .04510 .04329 .04160 
33 .06520 .06226 .05950 .05692 .05449 .05221 .05007 .04806 .04616 .04438 
34 .06916 .06609 .06322 .06052 .05799 .05560 .05336 .05125 .04926 .04738 

35 .07339 .07020 .06720 .06439 .06174 .05925 .05690 .05469 .05260 .05063 
36 .07787 .07455 .07143 .06850 .06573 .06313 .06068 .05836 .05617 .05411 
37 .08262 .07917 .07593 .07287 .06999 .06727 .06470 .06228 .05999 .05783 
38 .08765 .08407 .08069 .07751 .07451 .07167 .06899 .06646 .06407 .06180 
39 .09296 .08925 .08574 .08243 .07931 .07635 .07356 .07092 .06841 .06604 

40 .09858 .09472 .09109 .08765 .08440 .08132 .07841 .07565 .07303 .07055 
41 .10449 .10050 .09673 .09316 .08978 .08658 .08355 .08067 .07794 .07535 
42 .11069 .10656 .10265 .09895 .09544 .09212 .08896 .08596 .08312 .08041 
43 .11718 .11291 .10887 .10503 .10140 .09794 .09466 .09154 .08858 .08576 
44 .12399 .11958 .11540 .11143 .10766 .10407 .10067 .09743 .09434 .09141 

45 .13111 .12656 .12224 .11814 .11423 .11052 .10699 .10362 .10042 .09736 
46 .13856 .13387 .12941 .12516 .12113 .11728 .11362 .11013 .10680 .10363 
47 .14633 .14150 .13690 .13252 .12835 .12438 .12059 .11697 .11352 .11022 
48 .15442 .14945 .14471 .14020 .13589 .13179 .12787 .12412 .12055 .11713 
49 .16280 .15769 .15281 .14816 .14373 .13949 .13544 .13157 .12787 .12433 

50 .17147 .16622 .16121 .15643 .15186 .14749 .14331 .13931 .13548 .13182 
51 .18045 .17507 .16993 .16501 .16030 .15580 .15150 .14737 .14342 .13963 
52 .18979 .18427 .17899 .17394 .16911 .16448 .16004 .15579 .15172 .14780 
53 .19947 .19383 .18842 .18324 .17828 .17352 .16896 .16458 .16038 .15635 
54 .20950 .20372 .19819 .19288 .18779 .18291 .17822 .17372 .16940 .16524 

55 .21986 .21397 .20831 .20288 .19767 .19266 .18785 .18322 .17878 .17450 
56 .23058 .22457 .21879 .21324 .20791 .20278 .19785 .19310 .18854 .18414 
57 .24167 .23554 .22965 .22399 .21854 .21329 .20824 .20338 .19870 .19419 
58 .25314 .24690 .24090 .23512 .22956 .22420 .21904 .21407 .20927 .20464 
59 .26497 .25863 .25252 .24664 .24097 .23550 .23023 .22515 .22024 .21551 

60 .27712 .27068 .26448 .25849 .25272 .24716 .24178 .23659 .23158 .22674 
61 .28956 .28304 .27674 .27067 .26480 .25913 .25366 .24837 .24325 .23831 
62 .30228 .29567 .28929 .28312 .27717 .27141 .26584 .26045 .25524 .25020 
63 .31525 .30857 .30211 .29586 .28982 .28397 .27832 .27284 .26754 .26240 
64 .32851 .32176 .31522 .30890 .30278 .29685 .29111 .28555 .28016 .27493 

65 .34209 .33528 .32868 .32229 .31610 .31010 .30429 .29865 .29317 .28787 
66 .35604 .34918 .34253 .33609 .32983 .32377 .31788 .31217 .30663 .30124 
67 .37037 .36347 .35678 .35028 .34398 .33786 .33191 .32614 .32053 .31508 
68 .38508 .37815 .37142 .36489 .35854 .35237 .34638 .34055 .33488 .32937 
69 .40008 .39313 .38638 .37982 .37344 .36724 .36120 .35533 .34961 .34405 

70 .41533 .40838 .40162 .39504 .38864 .38241 .37634 .37043 .36468 .35907 
71 .43076 .42382 .41705 .41047 .40405 .39780 .39171 .38578 .38000 .37436 
72 .44638 .43945 .43269 .42611 .41969 .41344 .40733 .40138 .39558 .38991 
73 .46218 .45527 .44854 .44197 .43556 .42931 .42321 .41725 .41143 .40575 
74 .47823 .47137 .46466 .45812 .45173 .44549 .43940 .43345 .42763 .42195 
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Section 7520 
TABLE S-Continued 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 8.2070 8.4070 8.6070 8.8070 9.0070 9.2070 9.4070 9.6070 9.8070 10.0070 

75 .49459 .48777 .48112 .47462 .46826 .46205 .45598 .45004 .44424 .43856 

76 .51127 .50452 .49793 .49148 .48517 .47900 .47297 .46706 .46129 .45563 

77 .52823 .52157 .51505 .50867 .50243 .49632 .49033 .48447 .47873 .47311 

78 .54541 .53885 .53242 .52613 .51996 .51392 .50800 .50220 .49652 .49094 

79 .56267 .55621 .54989 .54369 .53762 .53166 .52582 .52009 .51448 .50897 

80 .57987 .57354 .56733 .56125 .55527 .54941 .54366 .53802 .53248 .52705 

81 .59685 .59065 .58457 .57860 .57274 .56699 .56134 .55579 .55035 .54499 

82 .61351 .60746 .60151 .59567 .58993 .58429 .57875 .57331 .56796 .56270 

83 .62978 .62387 .61806 .61236 .60675 .60123 .59581 .59047 .58523 .58007 

84 .64567 .63992 .63426 .62869 .62321 .61783 .61253 .60731 .60218 .59713 

85 .66125 .65565 .65014 .64472 .63938 .63413 .62896 .62387 .61886 .61392 

86 .67636 .67092 .66557 .66030 .65511 .65000 .64496 .64000 .63511 .63030 

87 .69081 .68554 .68034 .67522 .67018 .66520 .66031 .65548 .65071 .64602 

88 .70468 .69957 .69453 .68956 .68466 .67983 .67507 .67037 .66574 .66117 

89 .71821 .71326 .70838 .70357 .69882 .69414 .68952 .68495 .68045 .67601 

90 .73153 .72676 .72204 .71739 .71280 .70827 .70379 .69938 .69502 .69071 

91 .74447 .73986 .73532 .73083 .72640 .72202 .71770 .71343 .70921 .70504 

92 .75669 .75225 .74787 .74354 .73927 .73504 .73087 .72674 .72267 .71864 
93 .76807 .76379 .75957 .75540 .75127 .74719 .74317 .73918 .73524 .73135 

94 .77849 .77437 .77030 .76627 .76229 .75835 .75446 .75061 .74680 .74303 

95 .78792 .78394 .78001 .77611 .77226 .76845 .76468 .76096 .75727 .75362 
96 .79630 .79244 .78863 .78485 .78112 .77742 .77377 .77015 .76657 .76303 

97 .80391 .80016 .79646 .79280 .78917 .78559 .78203 .77852 .77504 .77160 
98 .81076 .80712 .80352 .79996 .79643 .79294 .78948 .78606 .78267 .77931 
99 .81709 .81354 .81004 .80657 .80313 .79972 .79635 .79302 .78971 .78644 

100 .82296 .81950 .81609 .81270 .80934 .80602 .80273 .79947 .79624 .79304 
101 .82855 .82518 .82185 .81854 .81526 .81201 .80880 .80561 .80245 .79932 
102 .83438 .83110 .82785 .82462 .82142 .81826 .81512 .81200 .80892 .80586 
103 .84056 .83737 .83420 .83106 .82795 .82487 .82181 .81878 .81577 .81279 
104 .84743 .84433 .84127 .83822 .83521 .83221 .82924 .82630 .82338 .82048 

105 .85591 .85295 .85001 .84709 .84419 .84132 .83846 .83563 .83282 .83003 
106 .86816 .86540 .86266 .85993 .85723 .85454 .85187 .84922 .84659 .84397 
107 .88592 .88348 .88105 .87863 .87623 .87384 .87147 .86911 .86676 .86443 
108 .91493 .91306 .91119 .90934 .90749 .90566 .90383 .90201 .90020 .89840 
109 .96211 .96125 .96041 .95956 .95872 .95788 .95704 .95620 .95537 .95455 



Section 7520 

TABLE S 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 10.2070 10.4070 10.6070 10.8070 11.0070 11.2070 11.4070 11.6070 11.8070 12.0070 

0 .01891 .01864 .01838 .01814 .01791 .01770 .01750 .01732 .01715 .01698 

1 .00770 .00741 .00715 .00690 .00667 .00646 .00626 .00608 .00590 .00574 

2 .00751 .00721 .00693 .00667 .00643 .00620 .00600 .00580 .00562 .00544 

3 .00760 .00728 .00699 .00671 .00646 .00622 .00600 .00579 .00560 .00541 
4 .00786 .00752 .00721 .00692 .00665 .00639 .00616 .00594 .00573 .00554 

5 .00824 .00788 .00755 .00724 .00695 .00668 .00643 .00620 .00598 .00578 
6 .00869 .00832 .00796 .00764 .00733 .00705 .00678 .00654 .00630 .00608 
7 .00923 .00883 .00846 .00811 .00779 .00749 .00720 .00694 .00669 .00646 

8 .00986 .00943 .00904 .00867 .00833 .00801 .00771 .00743 .00716 .00692 

9 .01059 .01014 .00972 .00933 .00897 .00863 .00831 .00801 .00773 .00747 

10 .01142 .01095 .01051 .01009 .00971 .00935 .00901 .00869 .00840 .00812 

II .01239 .01I89 .01142 .01098 .01057 .01019 .00983 .00950 .00918 .00889 

12 .01345 .01292 .01243 .01197 .01I54 .01I13 .01075 .01040 .01007 .00975 
13 .01457 .01401 .01349 .01300 .01255 .01212 .01172 .01135 .01100 .01067 
14 .01567 .01508 .01453 .01402 .01354 .01309 .01267 .01227 .01190 .01155 

15 .01672 .01610 .01552 .01498 .01448 .01400 .01356 .01314 .01275 .01238 
16 .01772 .01707 .01646 .01589 .01536 .01486 .01439 .01396 .01354 .01315 
17 .01866 .01798 .01734 .01674 .01618 .01566 .01516 .01470 .01427 .01386 
18 .01958 .01886 .01818 .01755 .01697 .01641 .01590 .01541 .01495 .01452 
19 .02050 .01974 .01903 .01837 .01775 .01717 .01662 .01611 .01563 .01517 

20 .02143 .02064 .01989 .01919 .01854 .01793 .01735 .01681 .01630 .01582 
21 .02238 .02154 .02075 .02002 .01933 .01868 .01807 .01750 .01696 .01646 
22 .02336 .02247 .02164 .02087 .02014 .01946 .01882 .01821 .01764 .01711 
23 .02438 .02345 .02257 .02176 .02099 .02027 .01959 .01895 .01835 .01778 
24 .02550 .02451 .02359 .02273 .02192 .02115 .02044 .01976 .01913 .01853 

25 .02673 .02569 .02472 .02381 .02295 .02214 .02138 .02067 .01999 .01936 
26 .02811 .02701 .02598 .02502 .02411 .02326 .02246 .02170 .02098 .02031 
27 .02965 .02849 .02741 .02639 .02543 .02452 .02367 .02287 .02211 .02140 
28 .03134 .03013 .02898 .02790 .02689 .02593 .02503 .02418 .02338 .02262 
29 .03322 .03193 .03072 .02958 .02851 .02750 .02654 .02564 .02479 .02398 

30 .03527 .03391 .03264 .03143 .03030 .02923 .02821 .02726 .02635 .02550 
31 .03753 .03610 .03475 .03348 .03228 .03115 .03008 .02907 .02811 .02720 
32 .04000 .03849 .03707 .03573 .03446 .03326 .03213 .03105 .03004 .02907 
33 .04269 .04111 .03961 .03819 .03685 .03558 .03438 .03325 .03217 .03115 
34 .04561 .04394 .04236 .04087 .03946 .03812 .03685 .03565 .03451 .03342 

35 .04877 .04702 .04535 .04378 .04229 .04087 .03953 .03826 .03706 .03591 
36 .05215 .05031 .04856 .04690 .04533 .04384 .04242 .04108 .03980 .03859 
37 .05578 .05384 .05200 .05025 .04860 .04703 .04553 .04411 .04276 .04148 
38 .05965 .05761 .05568 .05385 .05211 .05045 .04888 .04738 .04595 .04460 
39 .06379 .06165 .05962 .05770 .05587 .05412 .05247 .05089 .04939 .04795 

40 .06820 .06596 .06383 .06181 .05989 .05806 .05631 .05465 .05307 .05155 
41 .07288 .07054 .06832 .06620 .06418 .06226 .06042 .05868 .05701 .05541 
42 .07784 .07539 .07306 .07085 .06873 .06671 .06479 .06295 .06119 .05952 
43 .08308 .08052 .07808 .07576 .07355 .07143 .06941 .06748 .06564 .06387 
44 .08861 .08594 .08340 .08097 .07865 .07644 .07432 .07230 .07036 .06851 
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Section 7520 

TABLE S-Continued 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE lO.2OJo 10.4070 lO.6OJo lO. 8 070 11.0070 11.2070 11.4070 11.6070 11.8070 12.0070 

45 .09445 .09167 .08901 .08648 .08406 .08174 .07953 .07741 .07538 .07343 
46 .lO060 .09770 .09494 .09230 .08977 .08735 .08503 .08281 .08068 .07865 
47 .10707 .10406 .10119 .09843 .09579 .09327 .09085 .08853 .08630 .08417 
48 .11386 .11073 .10774 .10487 .10213 .09949 .09697 .09455 .09222 .08999 
49 .12094 .11769 .11458 .11160 .lO874 .lO600 .lO337 .10084 .09842 .09609 

50 .12831 .12494 .12172 .11862 .11565 .11280 .11006 .10743 .10490 .10247 
51 .13600 .13251 .12917 .12596 .12288 .11991 .11706 .11432 .11169 .10915 
52 .14405 .14044 .13698 .13366 .13046 .12738 .12442 .12157 .11883 .11619 
53 .15247 .14875 .14517 .14172 .13841 .13522 .13215 .12919 .12635 .12360 
54 .16124 .15740 .15370 .15014 .14671 .14341 .14023 .13717 .13421 .13136 

55 .17039 .16642 .16261 .15893 .15539 .15198 .14868 .14551 .14244 .13948 
56 .17991 .17583 .17190 .16811 .16445 .16092 .15752 .15423 .15106 .14799 
57 .18984 .18564 .18160 .17769 .17392 .17029 .16677 .16338 .16010 .15692 
58 .20018 .19587 .19172 .18770 .18382 .18007 .17645 .17295 .16956 .16628 
59 .21093 .20652 .20225 .19812 .19414 .19028 .18655 .18294 .17945 .17606 

60 .22206 .21753 .21316 .20893 .20483 .20087 .19703 .19332 .18972 .18624 
61 .23353 .22890 .22442 .22009 .21589 .21182 .20788 .20407 .20037 .19678 
62 .24532 .24059 .23601 .23158 .22728 .22311 .21907 .21515 .21135 .20767 
63 .25742 .25260 .24793 .24339 .23900 .23473 .23060 .22658 .22268 .21890 
64 .26987 .26495 .26019 .25556 .25107 .24671 .24248 .23837 .23438 .23050 

65 .28271 .27771 .27286 .26815 .26357 .25912 .25480 .25059 .24651 .24254 
66 .29601 .29093 .28600 .28120 .27654 .27200 .26760 .26331 .25913 .25507 
67 .30978 .30462 .29961 .29474 .29000 .28539 .28090 .27653 .27227 .26813 
68 .32401 .31879 .31371 .30877 .30396 .29927 .29471 .29027 .28593 .28171 
69 .33863 .33336 .32822 .32322 .31835 .31359 .30896 .30445 .30005 .29576 

70 .35361 .34829 .34310 .33804 .33311 .32830 .32361 .31903 .31457 .31021 
71 .36886 .36349 .35826 .35316 .34818 .34332 .33858 .33394 .32942 .32500 
72 .38439 .37899 .37373 .36858 .36356 .35866 .35387 .34919 .34461 .34015 
73 .40021 .39479 .38950 .38432 .37927 .37433 .36950 .36478 .36016 .35565 
74 .41639 .41096 .40565 .40046 .39538 .39042 .38556 .38081 .37616 .37161 

75 .43301 .42758 .42226 .41706 .41198 .40699 .40212 .39734 .39267 .38809 
76 .45009 .44467 .43937 .43417 .42908 .42410 .41921 .41443 .40974 .40514 
77 .46761 .46221 .45693 .45175 .44667 .44170 .43682 .43203 .42734 .42274 
78 .48548 .48013 .47488 .46973 .46468 .45972 .45486 .45009 .44541 .44082 
79 .50356 .49826 .49306 .48795 .48294 .47802 .47319 .46845 .46379 .45922 

80 .52171 .51647 .51133 .50628 .50132 .49644 .49166 .48695 .48233 .47779 
81 .53974 .53457 .52950 .52451 .51961 .51479 .51006 .50541 .50083 .49633 
82 .55753 .55245 .54745 .54254 .53771 .53296 .52828 .52369 .51917 .51472 
83 .57500 .57001 .56510 .56026 .55551 .55083 .54623 .54170 .53724 .53285 
84 .59216 .58726 .58245 .57770 .57304 .56844 .56391 .55945 .55506 .55074 

85 .60906 .60428 .59956 .59492 .59034 .58583 .58139 .57702 .57270 .56845 
86 .62555 .62088 .61627 .61173 .60725 .60284 .59849 .59420 .58997 .58580 
87 .64139 .63683 .63233 .62790 .62352 .61921 .61495 .61076 .60661 .60253 
88 .65666 .65221 .64783 .64350 .63923 .63502 .63086 .62675 .62270 .61871 
89 .67163 .66730 .66304 .65882 .65466 .65055 .64650 .64249 .63854 .63463 

392 1994-2 C.B. 



Section 7520 

TABLE S-Continued 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 10.20/0 10.40/0 10.6% 10.8% 11.0% 11.2% 11.4% 11.6% 11.8% 12.0% 

90 .68646 .68226 .67812 .67402 .66998 .66599 .66204 .65814 .65430 .65049 
91 .70093 .69686 .69285 .68888 .68496 .68108 .67725 .67347 .66973 .66604 
92 .71466 .71073 .70684 .70300 .69920 .69545 .69173 .68806 .68444 .68085 
93 .72750 .72370 .71994 .71622 .71254 .70890 .70530 .70174 .69822 .69474 
94 .73931 .73562 .73198 .72838 .72481 .72129 .71780 .71434 .71093 .70755 

95 .75001 .74644 .74291 .73941 .73595 .73253 .72914 .72579 .72247 .71919 
96 .75953 .75606 .75262 .74923 .74586 .74253 .73924 .73598 .73275 .72955 
97 .76819 .76481 .76147 .75816 .75489 .75165 .74844 .74526 .74211 .73899 
98 .77599 .77270 .76944 .76621 .76302 .75986 .75672 .75362 .75054 .74750 
99 .78319 .77998 .77680 .77365 .77053 .76744 .76437 .76134 .75833 .75535 

100 .78987 .78673 .78362 .78054 .77748 .77446 .77146 .76849 .76555 .76263 
101 .79622 .79315 .79010 .78708 .78409 .78113 .77819 .77528 .77239 .76953 
102 .80283 .79983 .79685 .79390 .79097 .78807 .78519 .78234 .77951 .77671 
103 .80983 .80690 .80399 .80111 .79825 .79541 .79260 .78981 .78705 .78430 
104 .81760 .81475 .81192 .80912 .80633 .80357 .80083 .79810 .79541 .79273 

105 .82726 .82451 .82178 .81907 .81638 .81371 .81106 .80843 .80582 .80322 
106 .84137 .83879 .83623 .83368 .83115 .82863 .82614 .82366 .82119 .81874 
107 .86211 .85981 .85751 .85523 .85297 .85071 .84847 .84624 .84403 .84182 
108 .89660 .89481 .89304 .89127 .88950 .88775 .88601 .88427 .88254 .88081 
109 .95372 .95290 .95208 .95126 .95045 .94964 .94883 .94803 .94723 .94643 

TABLE S 
BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 12.2% 12.4% 12.6% 12.8% 13.0% 13.2% 13.4% 13.6% 13.8% 14.0% 

0 .01683 .01669 .01655 .01642 .01630 .01618 .01607 .01596 .01586 .01576 
1 .00559 .00544 .00531 .00518 .00506 .00494 .00484 .00473 .00464 .00454 
2 .00528 .00513 .00499 .00485 .00473 .00461 .00449 .00439 .00428 .00419 
3 .00524 .00508 .00493 .00479 .00465 .00453 .00441 .00429 .00419 .00408 
4 .00536 .00519 .00503 .00488 .00473 .00460 .00447 .00435 .00423 .00412 

5 .00558 .00540 .00523 .00507 .00492 .00477 .00464 .00451 .00439 .00427 
6 .00588 .00569 .00550 .00533 .00517 .00502 .00487 .00473 .00460 .00448 
7 .00624 .00604 .00584 .00566 .00549 .00532 .00517 .00502 .00488 .00475 
8 .00668 .00646 .00626 .00606 .00588 .00570 .00554 .00538 .00523 .00509 
9 .00722 .00699 .00677 .00656 .00636 .00617 .00600 .00583 .00567 .00552 

10 .00785 .00761 .00737 .00715 .00694 .00674 .00655 .00637 .00620 .00604 
11 .00861 .00835 .00810 .00786 .00764 .00743 .00723 .00704 .00686 .00668 
12 .00946 .00918 .00891 .00866 .00843 .00820 .00799 .00779 .00760 .00741 
13 .01035 .01006 .00978 .00951 .00927 .00903 .00880 .00859 .00839 .00819 
14 .01122 .01091 .01061 .01034 .01007 .00982 .00958 .00936 .00914 .00894 
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Section 7520 
TABLE S-Continued 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 12.2070 12.4% 12.6% 12.8% 13.0% 13.2% 13.4% 13.6% 13.8% 14.0% 

15 .01203 .01171 .01140 .01110 .01082 .01056 .01031 .01007 .00985 .00963 

16 .01279 .01244 .01211 .01181 .01151 .01123 .01097 .01072 .01048 .01025 

17 .01347 .01311 .01276 .01244 .01213 .01184 .01156 .01130 .01104 .01081 

18 .01411 .01373 .01336 .01302 .01270 .01239 .01210 .01182 .01155 .01130 

19 .01474 .01434 .01396 .01359 .01325 .01293 .01262 .01233 .01205 .01178 

20 .01537 .01494 .01454 .01415 .01379 .01345 .01313 .01282 .01252 .01224 

21 .01598 .01553 .01510 .01470 .01432 .01396 .01361 .01329 .01298 .01268 

22 .01660 .01613 .01568 .01525 .01485 .01446 .01410 .01375 .01343 .01312 

23 .01725 .01674 .01627 .01581 .01539 .01498 .01460 .01423 .01388 .01355 

24 .01796 .01742 .01692 .01644 .01599 .01556 .01515 .01476 .01439 .01404 

25 .01876 .01819 .01765 .01714 .01666 .01621 .01577 .01536 .01497 .01460 

26 .01967 .01907 .01850 .01796 .01745 .01696 .01650 .01606 .01565 .01525 

27 .02072 .02008 .01948 .01890 .01836 .01784 .01735 .01688 .01644 .01601 

28 .02190 .02122 .02057 .01996 .01938 .01883 .01831 .01781 .01734 .01689 

29 .02322 .02249 .02181 .02116 .02054 .01996 .01940 .01887 .01836 .01788 

30 .02469 .02392 .02319 .02250 .02184 .02122 .02062 .02006 .01952 .01900 

31 .02634 .02552 .02475 .02401 .02331 .02264 .02201 .02140 .02083 .02028 

32 .02816 .02729 .02647 .02568 .02494 .02423 .02355 .02291 .02229 .02170 

33 .03018 .02926 .02838 .02755 .02675 .02600 .02528 .02459 .02393 .02331 

34 .03239 .03142 .03048 .02960 .02875 .02795 .02718 .02645 .02575 .02508 

35 .03482 .03378 .03279 .03185 .03095 .03009 .02928 .02850 .02775 .02704 

36 .03743 .03633 .03528 .03428 .03333 .03242 .03155 .03072 .02992 .02916 

37 .04026 .03909 .03798 .03692 .03591 .03494 .03401 .03313 .03228 .03147 

38 .04330 .04207 .04089 .03977 .03869 .03767 .03668 .03574 .03484 .03398 

39 .04658 .04528 .04403 .04284 .04170 .04061 .03957 .03857 .03762 .03670 

40 .05011 .04873 .04741 .04615 .04495 .04379 .04269 .04163 .04061 .03964 

41 .05389 .05244 .05104 .04971 .04844 .04721 .04604 .04492 .04384 .04281 

42 .05791 .05638 .05491 .05350 .05216 .05086 .04962 .04844 .04729 .04620 

43 .06219 .06057 .05902 .05754 .05612 .05475 .05344 .05218 .05098 .04981 

44 .06673 .06503 .06340 .06184 .06034 .05890 .05752 .05619 .05491 .05368 

45 .07157 .06978 .06806 .06642 .06484 .06332 .06186 .06046 .05911 .05781 

46 .07669 .07481 .07301 .07128 .06962 .06802 .06649 .06501 .06358 .06221 

47 .08212 .08015 .07826 .07645 .07470 .07302 .07140 .06984 .06834 .06690 

48 .08784 .08578 .08380 .08190 .08006 .07830 .07660 .07496 .07338 .07186 

49 .09384 .09169 .08961 .08762 .08570 .08384 .08206 .08034 .07868 .07708 

50 .10013 .09787 .09570 .09361 .09160 .08966 .08779 .08598 .08424 .08256 

51 .10671 .10436 .10209 .09991 .09780 .09577 .09381 .09192 .09009 .08832 

52 .11365 .11120 .10883 .10655 .10435 .10222 .10017 .09819 .09628 .09442 

53 .12095 .11840 .11593 .11355 .11126 .10904 .10689 .10482 .10282 .10088 

54 .12860 .12595 .12338 .12090 .11851 .11619 .11396 .11179 .10970 .10767 

55 .13663 .13386 .13120 .12862 .12613 .12372 .12138 .11912 .11694 .11482 

56 .14503 .14217 .13940 .13672 .13413 .13162 .12919 .12683 .12456 .12235 

57 .15385 .15089 .14801 .14523 .14254 .13994 .13741 .13496 .13259 .13029 

58 .16311 .16004 .15706 .15418 .15139 .14868 .14606 .14352 .14105 .13866 

59 .17279 .16961 .16654 .16355 .16066 .15786 .15514 .15250 .14994 .14745 
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Section 7520 

TABLE S-Continued 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 

APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 12.2OJo 12.4OJo 12.6OJo 12.8OJo 13.0OJo 13.2OJo 13.4OJo 13.6OJo 13.8OJo 14.0OJo 

60 .18286 .17958 .17640 .17332 .17033 .16743 .16462 .16188 .15922 .15664 
61 .19330 .18992 .18665 .18347 .18038 .17738 .17447 .17164 .16889 .16622 
62 .20409 .20061 .19724 .19396 .19078 .18768 .18467 .18175 .17891 .17614 
63 .21522 .21165 .20818 .20480 .20152 .19833 .19523 .19221 .18928 .18642 
64 .22672 .22306 .21949 .21602 .21265 .20937 .20617 .20306 .20003 .19708 

65 .23867 .23491 .23125 .22769 .22423 .22085 .21757 .21437 .21125 .20821 
66 .25112 .24727 .24353 .23988 .23632 .23286 .22948 .22619 .22299 .21986 
67 .26409 .26016 .25633 .25260 .24896 .24541 .24195 .23857 .23528 .23206 
68 .27760 .27359 .26968 .26586 .26214 .25851 .25497 .25151 .24814 .24484 
69 .29157 .28748 .28350 .27961 .27581 .27211 .26849 .26495 .26150 .25812 

70 .30596 .30181 .29775 .29379 .28992 .28614 .28245 .27884 .27532 .27187 
71 .32069 .31648 .31236 .30833 .30440 .30055 .29679 .29312 .28952 .28600 
72 .33578 .33151 .32733 .32325 .31925 .31535 .31152 .30778 .30412 .30054 
73 .35123 .34691 .34269 .33855 .33450 .33054 .32666 .32286 .31914 .31550 
74 .36715 .36279 .35852 .35434 .35024 .34623 .34230 .33845 .33468 .33098 

75 .38360 .37921 .37491 .37069 .36656 .36250 .35853 .35464 .35082 .34708 
76 .40064 .39623 .39190 .38765 .38349 .37941 .37540 .37148 .36762 .36384 
77 .41823 .41381 .40947 .40521 .40103 .39692 .39290 .38895 .38507 .38126 
78 .43632 .43189 .42755 .42329 .41910 .41499 .41095 .40698 .40309 .39926 
79 .45473 .45032 .44599 .44173 .43755 .43344 .42940 .42543 .42153 .41770 

80 .47333 .46894 .46463 .46040 .45623 .45213 .44811 .44414 .44025 .43642 
81 .49191 .48755 .48328 .47907 .47493 .47085 .46684 .46290 .45902 .45520 
82 .51034 .50603 .50179 .49762 .49351 .48947 .48549 .48157 .47772 .47392 
83 .52852 .52427 .52008 .51595 .51189 .50788 .50394 .50006 .49623 .49246 
84 .54648 .54228 .53815 .53407 .53006 .52610 .52221 .51836 .51458 .51084 

85 .56426 .56013 .55606 .55205 .54810 .54420 .54035 .53656 .53282 .52913 
86 .58169 .57764 .57364 .56970 .56581 .56197 .55818 .55445 .55076 .54713 
87 .59850 .59452 .59060 .58673 .58291 .57913 .57541 .57174 .56811 .56453 
88 .61476 .61086 .60702 .60322 .59947 .59577 .59212 .58851 .58494 .58142 
89 .63078 .62697 .62321 .61950 .61583 .61220 .60862 .60508 .60159 .59813 

90 .64674 .64302 .63935 .63573 .63215 .62861 .62511 .62165 .61823 .61485 
91 .66238 .65877 .65520 .65167 .64819 .64474 .64133 .63795 .63462 .63132 
92 .67730 .67379 .67032 .66689 .66350 .66014 .65682 .65354 .65029 .64708 
93 .69130 .68789 .68452 .68119 .67789 .67463 .67140 .66820 .66504 .66191 
94 .70421 .70090 .69762 .69438 .69118 .68800 .68486 .68175 .67867 .67563 

95 .71594 .71272 .70954 .70639 .70326 .70017 .69712 .69409 .69109 .68812 
96 .72638 .72325 .72014 .71707 .71403 .71101 .70803 .70507 .70215 .69925 
97 .73590 .73285 .72982 .72682 .72385 .72090 .71799 .71510 .71224 .70941 
98 .74448 .74149 .73853 .73560 .73269 .72981 .72696 .72414 .72134 .71856 
99 .75240 .74948 .74658 .74371 .74086 .73805 .73525 .73248 .72974 .72702 

100 .75974 .75687 .75403 .75121 .74842 .74566 .74292 .74020 .73751 .73484 
101 .76669 .76388 .76109 .75833 .75559 .75287 .75018 .74751 .74486 .74223 
102 .77393 .77117 .76844 .76573 .76304 .76037 .75773 .75511 .75251 .74993 
103 .78158 .77888 .77620 .77355 .77091 .76830 .76571 .76313 .76058 .75805 
104 .79007 .78743 .78482 .78222 .77964 .77709 .77455 .77203 .76953 .76705 
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Section 7520 
TABLE S-Continued 

BASED ON LIFE TABLE 80CNSMT 

SINGLE LIFE REMAINDER FACTORS 
APPLICABLE AFTER APRIL 30, 1989 

INTEREST RATE 

AGE 12.2070 12.4070 12.6070 12.8070 13.0070 13.2070 13.4070 13.611,10 13.8% 14.0070 

105 .80065 .79809 .79556 .79304 .79054 .78805 .78559 .78314 .78071 .77829 
106 .81631 .81389 .81149 .80911 .80674 .80438 .80204 .79972 .79741 .79511 
107 .83963 .83745 .83529 .83313 .83099 .82886 .82674 .82463 .82254 .82045 
108 .87910 .87739 .87569 .87400 .87232 .87064 .86897 .86731 .86566 .86401 
109 .94563 .94484 .94405 .94326 .94248 .94170 .94092 .94014 .93937 .93860 

TABLE 80CNSMT 
APPLICABLE AFTER APRIL 30, 1989 

Age x l(x) Age x l(x) Age x l(x) 

(1) (2)(1 ) (2) (1) (2) 

0 100000 37 95492 74 59279 
1 98740 38 95317 75 56799 
2 98648 39 95129 76 54239 
3 98584 40 94926 77 51599 
4 98535 41 94706 78 48878 

5 98495 42 94465 79 46071 
6 98459 43 94201 80 43180 
7 98426 44 93913 81 40208 
8 98396 45 93599 82 37172 
9 98370 46 93256 83 34095 

10 98347 47 92882 84 31012 
II 98328 48 92472 85 27960 
12 98309 49 92021 86 24961 
13 98285 50 91526 87 22038 
14 98248 51 90986 88 19235 
15 98196 52 90402 89 16598 
16 98129 53 89771 90 14154 
17 98047 54 89087 91 11908 
18 97953 55 88348 92 9863 
19 97851 56 87551 93 8032 
20 97741 57 86695 94 6424 
21 97623 58 85776 95 5043 
22 97499 59 84789 96 3884 
23 97370 60 83726 97 2939 
24 97240 61 82581 98 2185 
25 97110 62 81348 99 1598 
26 96982 63 80024 100 1150 
27 96856 64 78609 101 815 
28 96730 65 77107 102 570 
29 96604 66 75520 103 393 
30 96477 67 73846 104 267 
31 96350 68 72082 105 179 
32 96220 69 70218 106 119 
33 96088 70 68248 107 78 
34 95951 71 66165 108 51 
35 95808 72 63972 109 33 
36 95655 73 61673 110 0 
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(e) Effective date. This section is 
effective as of May 1, 1989. 

§ 20.2031-10 [Removed] 

Par. 23. Section 20.2031-10 is re
moved. 

Par. 24. Section 20.2055-2 is 
amended by revising paragraph (f)(4) 
to read as follows: 

§ 20.2055-2 Transfers not exclusively 
for charitable purposes. 

(f) *** 
(4) Other decedents. The present 

value of an interest not described in 
paragraph (f)(2) of this section is to 
be determined under § 20.2031-7(d) 
in the case of decedents where the 
valuation date of the gross estate is 
after April 30, 1989, or under 
§ 20.2031-7 A in the case of dece
dents where the valuation date of the 
gross estate is before May 1, 1989. 

* * * * * 
Par. 25. Immediately following 

§ 20.7101-1, an undesignated center 
heading and §§ 20.7520-1 through 
20.7520-4 are added to read as fol
lows: 

General Actuarial Valuations 

§ 20.7520-1 Valuation of annuities, 
unitrust interests, interests for life or 
term of years, and remainder or 
reversionary interests. 

(a) General actuarial valuations. (1) 
Except as otherwise provided in this 
section and in § 20.7520-3 (relating 
to exceptions to the use of prescribed 
tables under certain circumstances), in 
the case of estates of decedents with 
valuation dates after April 30, 1989, 
the fair market value of annuities, 
interests for life or for a term of 
years (including unitrust interests), re
mainders, and reversions is their 
present value determined under this 
section. See § 20.2031-7(d) (and, for 
certain prior periods, § 20.2031-7A) 
of this chapter for the computation 
of the value of annuities, unitrust 
interests, life estates, terms of years, 
remainders, and reversions, other 
than interests described in paragraphs 
(a)(2) and (a)(3) of this section. 

(2) In the case of a transfer to a 
pooled income fund with a valuation 
date after April 30, 1989, see 
§ 1.642(c)-6(e) (or, for certain prior 
periods, § 1.642(c)-6A) of this chap
ter (Income Tax Regulations) with 
respect to the valuation of the re
mainder interest. 

(3) In the case of a transfer to a 
charitable remainder annuity trust 
with a valuation date after April 30, 
1989, see § 1.664-2 of this chapter 
with respect to the valuation of the 
remainder interest. See § 1.664-4 (or, 
for certain prior periods, § 1.664-4A) 
of this chapter with respect to the 
valuation of the remainder interest in 
property transferred to a charitable 
remainder unitrust. 

(b) Components of valuation-(1) 
Interest rate component-(i) Section 
7520 Interest rate. The section 7520 
interest rate is the rate of return, 
rounded to the nearest two-tenths of 
one percent, that is equal to 120 
percent of the applicable Federal mid
term rate, compounded annually, for 
purposes of section 1274(d)(I), for 
the month in which the valuation date 
falls. In rounding the rate to the 
nearest two-tenths of a percent, any 
rate that is midway between one two
tenths of a percent and another is 
rounded up to the higher of those 
two rates. For example, if 120 percent 
of the applicable Federal mid-term 
rate is 10.30, the section 7520 interest 
rate component is 10.4. The section 
7520 interest rate is published month
ly by the Internal Revenue Service in 
the Internal Revenue Bulletin (See 
§ 601.601(d)(2)(ii)(b) of this chapter). 

(ii) Valuation date. Generally, the 
valuation date is the date on which 
the transfer takes place. For estate 
tax purposes, the valuation date is the 
date of the decedent's death, unless 
the executor elects the alternate valua
tion date in accordance with section 
2032, in which event, and under the 
limitations prescribed in section 2032 
and the regulations thereunder, the 
valuation date is the alternate valua
tion date. For special rules in the case 
of charitable transfers, see § 20.7520-
2. 

(2) Mortality component. The mor
tality component reflects the mortali
ty data most recently available from 
the United States census. As new 
mortality data becomes available after 
each decennial census, the mortality 
component described in this section 
will be revised periodically and the 
revised mortality component tables 
will be published in the regulations at 
that time. For decedents' estates with 
valuation dates after April 30, 1989, 
the mortality component table (Table 
80CNSMT) is included in § 20.2031-
7(d)(6). See § 20.2031-7A for mortal-
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ity component tables applicable to 
decedent's estates with valuation 
dates before May 1, 1989. 

(c) Tables. The present value on 
the valuation date of an annuity, life 
estate, term of years, remainder, or 
reversion is computed by using the 
section 7520 interest rate component 
that is described in paragraph (b)(l) 
of this section and the mortality com
ponent that is described in paragraph 
(b)(2) of this section. Actuarial fac
tors for determining these present val
ues are included in tables in these 
regulations and in publications by the 
Internal Revenue Service. If a special 
factor is required in order to value an 
interest, the Internal Revenue Service 
will furnish the factor upon a request 
for a ruling. The request for a ruling 
must be accompanied by a recitation 
of the facts, including the date of 
birth for each measuring life and 
copies of relevant instruments. A re
quest for a ruling must comply with 
the instructions for requesting a rul
ing published periodically in the In
ternal Revenue Bulletin (see Rev. 
Proc. 94-1, 1994-1 C.B. 378, and the 
first Rev. Proc. published each year, 
and §§ 601.201 and 601.601 
(d)(2)(ii)(b) of this chapter) and in
clude payment of the required user 
fee. 

(1) Regulation sections containing 
tables with interest rates between 4.2 
and 14 percent. Section 1. 642(c)-
6(e)(4) of this chapter contains Table 
S used for determining the present 
value of a single life remainder inter
est in a pooled income fund as de
fined in § 1.642(c)-5 of this chapter 
(Income Tax Regulations). Section 
1.664-4(e)(6) of this chapter contains 
Table 0 (actuarial factors used in 
determining the present value of a 
remainder interest postponed for a 
term of years), Table U(l) (actuarial 
factors for one life), and Table F 
(payout factors) used in determining 
the present value of a remainder in
terest in a charitable remainder uni
trust as defined in § 1.664-3 of this 
chapter. Section 20.2031-7(d)(6) con
tains Table S (actuarial factors for 
one life), Table B (actuarial factors 
used in determining the present value 
of an interest for a term of years), 
Table K (annuity end-of-interval ad
justment factors), Table J (term cer
tain annuity beginning-of-interval ad
justment factors), and Table 
80CNSMT (mortality components) 
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used in determining the present value 
of annuities, life estates, remainders, 
and reversions. The regulations will 
be revised periodically to include new 
mortality component tables and new 
tables of factors. 

(2) Internal Revenue Service publi
cations containing tables with interest 
rates between 2.2 and 26 percent. The 
following documents (except for Pub
lication 1459) have been published for 
sale by the Superintendent of Docu
ments, United States Government 
Printing Office, Washington, DC 
20402: 

(i) Internal Revenue Service Publi
cation 1457, "Actuarial Values, Al
pha Volume," (8/89). This publica
tion includes tables of valuation 
factors, as well as examples that show 
how to compute other valuation fac
tors, for determining the present val
ue of annuities, life estates, terms of 
years, remainders, and reversions, 
measured by one or two lives. These 
factors may also be used in the valua
tion of interests in a charitable re
mainder annuity trust as defined in 
§ 1.664-2 of this chapter (Income 
Tax Regulations) and a pooled in
come fund as defined in § 1.642(c)-5 
of this chapter. 

(ii) Internal Revenue Service Publi
cation 1458, "Actuarial Values, Beta 
Volume," (8/89). This publication in
cludes term certain tables and tables 
of one and two life valuation factors 
for determining the present value of 
remainder interests in a charitable 
remainder unitrust as defined in 
§ 1.664-3 of this chapter. 

(iii) Internal Revenue Service Pub
lication 1459, "Actuarial Values, 
Gamma Volume," (8-89) is no longer 
available for purchase from the Su
perintendent of Documents. Howev
er, it may be obtained by requesting a 
copy from: CC:DOM:CORP:T:R 
(IRS Publication 1459), Room 5228, 
Internal Revenue Service, POB 7604, 
Ben Franklin Station, Washington, 
DC 20044. This publication includes 
tables for computing depreciation ad
justment factors. See § 1.170A-12 of 
this chapter (Income Tax Regula
tions). 

(d) Effective date. This section is 
effective as of May I, 1989. 

§ 20.7520-2 Valuation of charitable 
interests. 

(a) In general-(l) Valuation. Ex
cept as otherwise provided in this 
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section and in § 20.7520-3 (relating 
to exceptions to the use of prescribed 
tables under certain circumstances), 
the fair market value of annuities, 
interests for life or for a term of 
years, remainders, and reversions for 
which an estate tax charitable deduc
tion is allowable is the present value 
of such interests determined under 
§ 20.7520-1. 

(2) Prior-month election rule. If 
any part of the property interest 
transferred qualifies for an estate tax 
charitable deduction under section 
2055 or 2106, the executor may com
pute the present value of the trans
ferred interest by use of the section 
7520 interest rate for the month dur
ing which the interest is transferred or 
the section 7520 interest rate for ei
ther of the 2 months preceding the 
month during which the interest is 
transferred. Paragraph (b) of this sec
tion explains how a prior-month elec
tion is made. The interest rate for the 
month so elected is the applicable 
section 7520 interest rate. If the exec
utor elects the alternate valuation 
date under section 2032 and also 
elects to use the section 7520 interest 
rate for either of the 2 months pre
ceding the month in which the inter
est is transferred, the month so elect
ed (either of the 2 months preceding 
the month in which the alternate 
valuation date falls) is the valuation 
date. If the actuarial factor for either 
or both of the 2 months preceding the 
month during which the interest is 
transferred is based on a mortality 
experience that is different from the 
mortality experience at the date of the 
transfer and if the executor elects to 
use the section 7520 rate for a prior 
month with the different mortality 
experience, the executor must use the 
actuarial factor derived from the 
mortality experience in effect during 
the month of the section 7520 rate 
elected. All actuarial computations re
lating to the transfer must be made 
by applying the interest rate compo
nent and the mortality component of 
the month elected by the executor. 

(3) Transfers of more than one in
terest in the same property. If a 
decedent's estate includes the transfer 
of more than one interest in the same 
property, the executor must, for pur
poses of valuing the transferred inter
ests, use the same interest rate and 
mortality components for each inter
est in the property transferred. 

(4) Information required with tax 
return. The following information 
must be attached to the estate tax 
return (or be filed subsequently as 
supplemental information to the re
turn) if the estate claims a charitable 
deduction for the present value of a 
temporary or remainder interest in 
property-

(i) A complete description of the 
interest that is transferred, including 
a copy of the instrument of transfer; 

(ii) The valuation date of the trans
fer; 

(iii) The names and identification 
numbers of the beneficiaries of the 
transferred interest; 

(iv) The names and birthdates of 
any measuring lives, a description of 
any relevant terminal illness condition 
of any measuring life, and (if applica
ble) an explanation of how any termi· 
nal illness condition was taken into 
account in valuing the interest; and 

(v) A computation of the deduc· 
tion showing the applicable section 
7520 interest rate that is used to value 
the transferred interest. 

(5) Place for filing returns. See sec
tion 6091 of the Internal Revenue 
Code and the regulations thereunder 
for the place for filing the return or 
other document required by this sec· 
tion. 

(b) Election of interest rate compo
nent-(I) Time for making election. 
An executor makes a prior-month 
election under paragraph (a)(2) of this 
section by attaching the information 
described in paragraph (b )(2) of this 
section to the decedent's estate tax 
return or by filing a supplemental 
statement of the election information 
within 24 months after the later of 
the date the original estate tax return 
was filed or the due date for filing 
the return. 

(2) Manner of making election. A 
statement that the prior-month elec
tion under section 7520(a) of the 
Internal Revenue Code is being made 
and that identifies the elected month 
must be attached to the estate tax 
return (or by subsequently filing the 
statement as supplemental informa
tion to the return). 

(3) Revocability. The prior-month 
election may be revoked by filing a 
statement of supplemental informa
tion within 24 months after the later 
of the date the original return of tax 
for the decedent's estate was filed or 
the due date for filing the return. The 



revocation must be filed in the place 
referred to in paragraph (a)(5) of this 
section. 

(c) Effective dates. Paragraph (a) 
of this section is effective as of May 
1, 1989. Paragraph (b) of this section 
is effective for elections made after 
June 10, 1994. 

§ 20.7520-3 Limitation on the 
application of section 7520. 

(a) Internal Revenue Code sections 
to which section 7520 does not apply. 
Section 7520 of the Internal Revenue 
Code does not apply for purposes of: 

(1) Part I, subchapter D of subtitle 
A (section 401 et. seq.), relating to 
the income tax treatment of certain 
qualified plans. (However, section 
7520 does apply to the estate and gift 
tax treatment of certain qualified 
plans and for purposes of determin
ing excess accumulations under sec
tion 4980A); 

(2) Sections 72 and 101(b), relating 
to the income taxation of life insur
ance, endowment, and annuity con
tracts, unless otherwise provided for 
in the regulations under sections 72, 
101, and 1011 (see, particularly, 
§§ 1.101-2(e)(l)(iii)(b)(2), and 
1.1011-2(c), Example 8); 

(3) Sections 83 and 451, unless oth
erwise provided for in the regulations 
under those sections; 

(4) Section 457, relating to the val
uation of deferred compensation, un
less otherwise provided for in the 
regulations under section 457; 

(5) Sections 3121 (v) and 3306(r), 
relating to the valuation of deferred 
amounts, unless otherwise provided 
for in the regulations under those 
sections; 

(6) Section 6058, relating to valua
tion statements evidencing compliance 
with qualified plan requirements, un
less otherwise provided for in the 
regulations under section 6058; 

(7) Section 7872, relating to income 
and gift taxation of interest-free loans 
and loans with below-market interest 
rates, unless otherwise provided for in 
the regulations under section 7872; or 

(8) Section 2702(a)(2)(A), relating 
to the value of a nonqualified re
tained interest upon a transfer of an 
interest in trust to or for the benefit 
of a member of the transferor's fami
ly; and 

(9) Any other sections of the Inter
nal Revenue Code to the extent pro
vided by the Internal Revenue Service 

in revenue rulings or revenue proce
dures. (See §§ 601.201 and 601.601 
of this chapter). 

(b) Other limitations on the appli
cation of section 7520. [RESERVED]. 

(c) Effective date. Section 
§ 20.7520-3(a) is effective as of May 
1, 1989. 

§ 20.7520-4 Transitional rules. 

(a) Reliance. If the valuation date 
is after April 30, 1989, and before 
June 10, 1994, an executor can rely 
on Notice 89-24, 1989-1 C.B. 660, or 
Notice 89-60, 1989-1 C.B. 700 (See 
§ 601.601(d)(2)(ii)(b) of this chapter), 
in valuing the transferred interest. 

(b) Effective date. This section is 
effective as of May 1, 1989. 

PART 25-GIFT TAX; GIFTS 
MADE AFTER DECEMBER 31, 
1954 

Par. 26. The authority citation for 
part 25 is revised to read as follows: 

Authority: 26 V.S.C. 7805. 
Section 25.2512-5 also issued under 
26 V.S.c. 7520(c)(2). 
Section 25.2512-5A also issued under 
26 V.S.c. 7520(c)(2). 
Section 25.7520-1 also issued under 
26 V.S.c. 7520(c)(2). 
Section 25.7520-2 also issued under 
26 V.S.C. 7520(c)(2). 
Section 25.7520-3 also issued under 
26 V.S.c. 7520(c)(2). 
Section 25.7520-4 also issued under 
26 V.S.c. 7520(c)(2). 

Par. 27. Section 25.2512-0 is added 
to read as follows: 

§ 25.2512-0 Table of contents. 

This section lists the section head
ings that appear in the regulations 
under section 2512. 
§ 25.2512-1 Valuation of property; 
in general. 
§ 25.2512-2 Stocks and bonds. 
§ 25.2512-3 Valuation of interests in 
businesses. 
§ 25.2512-4 Valuation of notes. 
§ 25.2512-5 Valuation of annuities, 
unitrust interests, interests for life or 
term of years, and remainder or re
versionary interests transferred after 
April 30, 1989. 
§ 25.2512-6 Valuation of certain life 
insurance and annuity contracts; valu
ation of shares in an open-end invest
ment company. 
§ 25.2512-7 Effect of excise tax. 
§ 25.2512-8 Transfers for insuffi
cient consideration. 
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Actuarial Tables Applicable Before 
May 1,1989 

§ 25.2512-5A Valuation of annuities, 
unitrust interests, interests for life or 
term of years, and remainder or 
reversionary interests transferred 
before May 1, 1989. 

Par. 28. Immediately following 
§ 25.2518-3 an undesignated center 
heading and § 25.2512-5A are added 
to read as follows: 

Actuarial Tables Applicable Before 
May 1.1989 

§ 25.2512-5A Valuation of annuities, 
unitrust interests, interests for life or 
term of years, and remainder or 
reversionary interests transferred 
before May 1, 1989. 

(a) Valuation of annuities, interests 
for life or term of years, and remain
der or reversionary interests trans
ferred before January 1, 1952. Except 
as otherwise provided in § 25.2512-
5(b), if the transfer was made before 
January 1, 1952, the present value of 
annuities, life estates, terms of years, 
remainders, and reversions is their 
present value determined under this 
section. If the valuation of the inter
est involved is dependent upon the 
continuation or termination of one or 
more lives or upon a term certain 
concurrent with one or more lives, 
the factor for the present value is 
computed on the basis of interest at 
the rate of 4 percent a year, com
pounded annually, and life contingen
cies for each life involved from values 
that are based upon the "Actuaries' 
or Combined Experience Table of 
Mortality, as extended." This table 
and many additional factors are de
scribed in former § 86.19 (as con
tained in the 26 CFR Part 81 edition 
revised as of April 1, 1958). The 
present value of an interest measured 
by a term of years is computed on the 
basis of interest at the rate of 4 
percent a year. 

(b) Valuation of annuities, interests 
for life or term of years, and remain
der or reversionary interests trans
ferred after December 31, 1951, and 
before January 1, 1971. Except as 
otherwise provided in § 25.2512-5(b), 
the present value of annuities, life 
estates, terms of years, remainders, 
and reversions transferred after De
cember 31, 1951. and before January 
1, 1971, is the present value of such 
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interests determined under this sec
tion. If the value of the interest 
involved is dependent upon the con
tinuation or termination of one or 
more lives, the factor for the present 
value is computed on the basis of 
interest at the rate of 3lj2 percent a 
year, compounded annually, and life 
contingencies for each life involved 
from U.S. Life Table 38. This table 
and many accompanying factors are 
set forth in former § 25.2512-5 (as 
contained in the 26 CFR Part 25 
edition revised as of April 1, 1984). 
Special factors involving one and two 
lives may be found in or computed 
with the use of tables contained in 
Internal Revenue Service Publication 
Number 11, "Actuarial Values for 
Estate and Gift Tax," (Rev. 5-59). 
This publication is no longer available 
for purchase from the Superintendent 
of Documents. However, it may be 
obtained by requesting a copy from: 
CC:DOM:CORP:T:R (IRS Publica
tion 11), Room 5228, Internal Reve
nue Service, POB 7604, Ben Franklin 
Station, Washington, DC 20044. The 
present value of an interest measured 
by a term of years is computed on the 
basis of interest at the rate of 3lj2 
percent a year. 

(c) Valuation of annuities, interests 
for life or term of years, and remain
der or reversionary interests trans
ferred after December 31, 1970, and 
before December 1, 1983. Except as 
otherwise provided in § 25.2512-5(b), 
the present value of annuities, life 
estates, terms of years, remainders, 
and reversions transferred after De
cember 31, 1970, and before Decem
ber 1, 1983, is the present value of 
such interests determined under this 
section. If the interest to be valued is 
dependent upon the continuation or 
termination of one or more lives or 
upon a term certain concurrent with 
one or more lives, the factor for the 
present value is computed on the 
basis of interest at the rate of 6 
percent a year, compounded annual
ly, and life contingencies determined 
for each male and female life in
volved, from the values that are set 
forth in Table LN. Table LN contains 
values that are taken from the life 
table for total males and the life table 
for total females appearing as Tables 
2 and 3, respectively, in United States 
Life Tables: 1959-61, published by 
the Department of Health and Hu
man Services, Public Health Service. 
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Table LN and accompanying factors 
are set forth in former § 25.2512-9 
(as contained in the 26 CFR Part 25 
edition revised as of April 1, 1994). 
Special factors involving one and two 
lives may be found in or computed 
with the use of tables contained in 
Internal Revenue Service Publication 
723, entitled "Actuarial Values I: 
Valuation of Last Survivor Charitable 
Remainders" (12-70), and Internal 
Revenue Service Publication 723A, 
entitled "Actuarial Values II: Factors 
at 6 Percent Involving One and Two 
Lives" (12-70). These publications 
are no longer available for purchase 
from the Superintendent of Docu
ments. However, a copy of each may 
be obtained from: CC:DOM:CORP:
T:R (IRS Publication 723/723A), 
Room 5228, Internal Revenue Ser
vice, POB 7604, Ben Franklin Sta
tion, Washington, DC 20044. The 
present value of an interest measured 
by a term of years is computed on the 
basis of interest at the rate of 6 
percent a year. 

Par. 29. Section 25.2512-5 is rede
signated as paragraph (d) of 
§ 25.2512-5A and amended as fol
lows: 

1. The following redesignation ta
ble indicates the old CFR unit num
bers for § 25.2512-5 and the corre
sponding new CFR unit numbers for 
§ 25.2512-5A(d): 

Old CFR unit 
number in 

§ 25.2512-5 

§ 25.2512-5 
heading 

(a) 
(a)(1 ) 
(a)(I)(i) 
(a)(1 )(ii) 
(a)(1 )(ii)(A) 
(a)( 1 )(ii)(B) 
(a)( 1 )(iii) 
(a)(1 )(iii)(A) 
(a)( 1 )(iii)(B) 
(a)(2) 
(a)(3) 
(b) 
(b)( 1) 
(b )(2) 
(b )(3) 
(b )(3)(i) 
(b )(3)(ii) 
(c) 
(d) 
(e) 
(f) 

Corresponding 
new number in 

§ 25.2512-5A(d) 

paragraph (d) 
heading 

(d)(1) 
(d)(1)(i) 
(d)(I)(i)(A) 
(d)(1 )(i)(B) 
(d)(1)(i)(B)(1) 
(d)(1 )(i)(B)(2) 
(d)(l)(i)(C) 
(d)(1)(i)(C)(1) 
(d)(1)(i)(C)(2) 
(d)(l)(ii) 
(d)(l )(iii) 
(d)(2) 
(d)(2)(i) 
(d)(2)(ii) 
( d)(2)(iii) 
( d)(2)(iii)(A) 
( d)(2)(iii)(B) 
(d)(3) 
(d)(4) 
(d)(5) 
(d)(6) 

2. The paragraph heading for 
paragraph (d) is revised. 

3. Newly designated paragraph 
(d)(1)(i)(A) is amended by revising the 
first sentence and removing the eighth 
and last sentences. 

4. In newly designated paragraph 
(d)(l)(i)(B), the concluding text is 
amended by revising the first full 
sentence. 

5. In newly designated paragraph 
(d)(l)(i)(C), the concluding text is 
amended by revising the first and 
second full sentences. 

6. Newly designated paragraph 
(d)(l)(iii) is revised. 

7. Newly designated paragraph 
(d)(5) is amended by revising the 
second and third sentences. 

8. Newly designated paragraph 
(d)(6) is revised. 

9. The revisions read as follows: 

§ 25.2512-5A Valuation of annuities, 
unitrust interests, interests for life or 
term of years, and remainder or 
reversionary interests transferred 
before May I, 1989. 

* * * * * 
(d) Valuation of annuities, interests 

for life or term of years, and remain
der or reversionary interests trans
ferred after November 30, 1983, and 
before May 1, 1989-(1) In general. 
(i) (A) Except as otherwise provided in 
§ 25.2512-5(b) and in this paragraph 
(d)(1)(i)(A), the fair market value of 
annuities, life estates, terms of years, 
remainders, and reversions trans
ferred after November 30, 1983, and 
before May 1, 1989, is the present 
value of such interests determined 
under this section. *** 

(B) *** 
*** The donor may elect to value 
both interests transferred in 1983 un
der § 25.2512-5A(c) as if such section 
applied to all transfers made before 
January 1, 1984, or the donor may 
elect to have both interests trans
ferred valued under this section. *** 

(C) *** 
*** The donor may elect to value the 
interest transferred in 1984 under 
§ 25.2512-5A(c) as if such section 
applied to all transfers made before 
January 1, 1985, or the donor may 
elect to have the transfer valued un
der this section. If the donor elects to 
value the interest transferred in 1984 
under § 25.2512-5A(c), the donor 
shall indicate that the election is being 
made by attaching a statement to the 
donor's gift tax return for 1984 . ••• 



* * * * * 
(iii) In all examples set forth in this 

section, the interest is assumed to 
have been transferred after November 
30, 1983, and before May 1, 1989. 

* * * * * 
(5) *** The factor is to be comput

ed on the basis of interest at the rate 
of 10 percent a year, compounded 
annually, and life contingencies are 
determined for each person involved 
from the values of Ix that are set 
forth in column 2 of Table LN in 
§ 20.2031-7A(d)(6) of this chapter. 
Table LN contains values of Ix taken 
from the life table for the total popu
lation appearing as Table 1 in United 
States Life Tables: 1969-71, pub
lished by the Department of Health 
and Human Services, Public Health 
Service. 

* * * * * 
(6) Tables. (i) For actuarial factors 

showing the present worth at 10 per
cent of a single life annuity, a life 
interest, and a remainder interest 
postponed for a single life, see 
§ 20.2031-7 A(d)(6) of this chapter, 
Table A, of the Estate Tax Regula
tions. 

(ii) For actuarial factors showing 
the present worth at 10 percent of an 
annuity for a term certain, an income 
interest for a term certain, and a 
remainder interest postponed for a 
term certain, see § 20.2031-7A(d)(6) 
of this chapter, Table B, of the Estate 
Tax Regulations. 

Par. 30. New § 25.2512-5 is added 
to read as follows: 

§ 25.2512-5 Valuation of annuities, 
unitrust interests, interests for life or 
term of years, and remainder or 
reversionary interests transferred after 
April 30, 1989. 

(a) In general. Except as otherwise 
provided in paragraph (b) of this 
section and § 25.7520-3(b), the fair 
market value of annuities, unit rust 
interests, life estates, terms of years, 
remainders, and reversions trans
ferred by gift is the present value of 
the interests determined under para
graph (d) of this section. Section 
20.2031-7 of this chapter (Estate Tax 
Regulations) and related sections pro
vide tables with standard actuarial 
factors and examples that illustrate 
how to use the tables to compute the 
present value of ordinary annuity, 
life, and remainder interests in prop
erty. These sections also refer to stan-

dard and special actuarial factors that 
may be necessary to compute the 
present value of similar interests in 
more unusual fact situations. These 
factors and examples are also gen
erally applicable for gift tax purposes 
in computing the values of taxable 
gifts. 

(b) Commercial annuities and in
surance contracts. The value of life 
insurance contracts and contracts for 
the payment of annuities issued by 
companies regularly engaged in their 
sale is determined under § 25.2512-6. 

(c) Actuarial valuations before 
May 1, 1989. The present value of 
annuities, unitrust interests, life es
tates, terms of years, remainders, and 
reversions transferred by gift before 
May 1, 1989, is determined under the 
following sections: 

Transfers 
After Before 

01-01-52 
12-31-51 01-01-71 
12-31-70 12-01-83 
11-30-83 05-01-89 

Applicable 
Regulations 

25.2512-5A(a) 
25.2512-5A(b) 
25.2512-5A(c) 
25.2512-5A(d) 

(d) Actuarial valuations after April 
30, 1989-(1) In general. Except as 
otherwise provided in paragraph (b) 
of this section and § 25.7520-3(b) 
(relating to exceptions to the use of 
prescribed tables under certain cir
cumstances), if the valuation date for 
the gift is after April 30, 1989, the 
fair market value of annuities, life 
estates, terms of years, remainders, 
and reversions transferred after April 
30, 1989, is the present value of such 
interests determined by use of stan
dard or special section 7520 actuarial 
factors. These factors are derived by 
using the appropriate section 7520 
interest rate and, if applicable, the 
mortality component for the valua
tion date of the interest that is being 
valued. See §§ 25.7520-1 through 
25.7520-4. The fair market value of a 
qualified annuity interest described in 
section 2702(b)(l) and a qualified uni
trust interest described in section 
2702(b)(2) is the present value of such 
interests determined under § 25.7520-
l(c). 

(2) Specific interests. When the do
nor transfers property in trust or 
otherwise and retains an interest 
therein, generally, the value of the 
gift is the value of the property trans
ferred less the value of the donor's 
retained interest. However, if the do
nor transfers property after October 
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8, 1990, to or for the benefit of a 
member of the donor's family, the 
value of the gift is the value of the 
property transferred less the value of 
the donor's retained interest as deter
mined under section 2702. If the do
nor assigns or relinquishes an annu
ity, life estate, remainder, or 
reversion that the donor holds by 
virtue of a transfer previously made 
by the donor or another, the value of 
the gift is the value of the interest 
transferred. However, see section 
2519 for a special rule in the case of 
the assignment of an income interest 
by a person who received the interest 
from a spouse. 

(i) Charitable remainder trusts. The 
fair market value of a remainder 
interest in a pooled income fund, as 
defined in § 1.642(c)-5 of this chap
ter (Income Tax Regulations), is its 
value determined under § 1.642(c)-
6(e) of this chapter. The fair market 
value of a remainder interest in a 
charitable remainder annuity trust, as 
described in § 1.664-2(a) of this 
chapter, is its present value deter
mined under § 1.664-2(c) of this 
chapter. The fair market value of a 
remainder interest in a charitable re
mainder unitrust, as defined in 
§ 1.664-3 of this chapter, is its 
present value determined under 
§ 1.664-4(e) of this chapter. The fair 
market value of a life interest or term 
for years in a charitable remainder 
unit rust is the fair market value of 
the property as of the date of transfer 
less the fair market value of the 
remainder interest, determined under 
§ 1.664-4(e) of this chapter. 

(ii) Ordinary remainder and rever
sionary interests. If the interest to be 
valued is to take effect after a defi
nite number of years or after the 
death of one individual, the present 
value of the interest is computed by 
mUltiplying the value of the property 
by the appropriate remainder interest 
actuarial factor (that corresponds to 
the applicable section 7520 interest 
rate and remainder interest period) in 
Table B (for a term certain) or Table 
S (for one measuring life), as the case 
may be. Tables Band S are included 
in § 20.2031-7(d)(6) of this chapter 
(Estate Tax Regulations) and in Inter
nal Revenue Service Publication 1457. 
For information about obtaining ac
tuarial factors for other types of re
mainder interests, see paragraph 
(d)(4) of this section. 
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(iii) Ordinary term-oj-years and life 

interests. If the interest to be valued 
is the right of a person to receive the 
income of certain property, or to use 
certain non income-producing proper
ty, for a term of years or for the life 
of one individual, the present value 
of the interest is computed by multi
plying the value of the property by 
the appropriate term-of-years or life 
interest actuarial factor (that corre
sponds to the applicable section 7520 
interest rate and term-of-years or life 
interest period). Internal Revenue Ser
vice Publication 1457 includes actuar
ial factors for an interest for a term 
of years in Table B and for the life of 
one individual in Table S. However, 
term-of-years and life interest actuari
al factors are not included in Table B 
or Table S in § 20.2031-7(d)(6) of 
this chapter. If Internal Revenue Ser
vice Publication 1457 (or any other 
reliable source of term-of-years and 
life interest actuarial factors) is not 
conveniently available, an actuarial 
factor for the interest may be derived 
mathematically. This actuarial factor 
may be derived by subtracting the 
correlative remainder factor (that cor
responds to the applicable section 
7520 interest rate and the term of 
years or the life) in Table B (for a 
term of years) or in Table S (for the 
life of one individual) in § 20.2031-
7(d)(6), as the case may be, from 
1.000000. For information about ob
taining actuarial factors for other 
types of term-of-years and life inter
ests, see paragraph (d)(4) of this sec
tion. 

(iv) Annuities. (A) If the interest to 
be valued is the right of a person to 
receive an annuity that is payable at 
the end of each year for a term of 
years or for the life of one individual, 
the present value of the interest is 
computed by multiplying the aggre
gate amount payable annually by the 
appropriate annuity actuarial factor 
(that corresponds to the applicable 
section 7520 interest rate and annuity 
period). Internal Revenue Service 
Publication 1457 includes actuarial 
factors in Table B (for an annuity 
payable for a term of years) and in 
Table S (for an annuity payable for 
the life of one individual). However, 
annuity actuarial factors are not in-
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cluded in Table B or Table S in 
§ 20.2031-7(d)(6) of this chapter. If 
Internal Revenue Service Publication 
1457 (or any other reliable source of 
annuity actuarial factors) is not con
veniently available, an annuity factor 
for a term of years or for one life 
may be derived mathematically. This 
annuity factor may be derived by 
subtracting the applicable remainder 
factor (that corresponds to the appli
cable section 7520 interest rate and 
annuity period) in Table B (in the 
case of a term-of-years annuity) or in 
Table S (in the case of a one-life 
annuity) in § 20.2031-7(d)(6), as the 
case may be, from 1.000000 and then 
dividing the result by the applicable 
section 7520 interest rate expressed as 
a decimal number. See § 20.2031-
7(d)(2)(iv) of this chapter for an ex
ample that illustrates the computation 
of the present value of an annuity. 

(B) If the annuity is payable at the 
end of semiannual, quarterly, month
ly, or weekly periods, the product 
obtained by multiplying the annuity 
factor by the aggregate amount pay
able annually is then multiplied by 
the applicable adjustment factor set 
forth in Table K in § 20.2031-7(d)(6) 
of this chapter at the appropriate 
interest rate component for payments 
made at the end of the specified 
periods. The provisions of this para
graph (d)(2)(iv)(B) are illustrated by 
the following example: 

Example. On July I, 1989, the donor agrees 
to pay the annuitant the sum of $10,000 per 
year, payable in equal semiannual installments 
at the end of each period. The semiannual 
installments are to be made on each December 
31st and June 30th. The annuity is payable 
until the annuitant's death. On July 1, 1989, 
the annuitant is 68 years and 5 months old. 
The donee annuitant's age is taken as 68 for 
purposes of computing the present value of the 
retained annuity. The section 7520 rate for July 
1989 is 10.6 percent. Under Table S, the factor 
at 10.6 percent for determining the present 
value of a remainder interest payable at the 
death of an individual aged 68 is .31371. 
Converting the remainder factor to an annuity 
factor, as described above, the annuity factor 
for determining the present value of an annuity 
transferred to an individual age 68 is 6.4744 
(1.00000 minus .31371. divided by 10.6). The 
adjustment factor from Table K in the column 
for payments made at the end of each semian
nual period at the rate of 10.6 percent is 
1.0258. The aggregate annual amount of the 
annuity, $10,000, is multiplied by the factor 
6.4744 and the product multiplied by 1.0258. 
The present value of the annuity beneficiary'S 

interest is, therefore, $66,414 ($10,000 x 6.4744 
x 1.0258). 

(C) If an annuity is payab~e at the 
beginning of annual, semIannual, 
quarterly, monthly, or weekly periods 
for a term of years, the value of the 
annuity is computed by multiplying 
the aggregate amount payable annual
ly by the annuity factor described in 
paragraph (d)(2)(iv)(A) of this sec
tion; and the product so obtained is 
then multiplied by the adjustment 
factor in Table J in § 20.2031-7(d)(6) 
of this chapter at the appropriate 
interest rate component for payments 
made at the beginning of specified 
periods. If an annuity is payable at 
the beginning of annual, semiannual, 
quarterly, monthly, or weekly periods 
for one or more lives, the value of 
the annuity is the sum of the first 
payment plus the present value of a 
similar annuity, the first payment of 
which is not to be made until the end 
of the payment period, determined as 
provided in paragraph (d)(2)(iv)(B) of 
this section. 

(v) Annuity and unitrust interests 
Jor a term oj years or until the prior 
death oj an individual-CAl Annuity 
interests. The present value of an 
annuity interest that is payable until 
the earlier to occur of the lapse of a 
specific number of years or the death 
of an individual may be computed 
with values from the tables in 
20.2031-7(d)(6) as described in the 
following example: 

Example. On January 1, 1991, the donor 
transfers $100,000 into a trust and retains the 
right to receive an annuity from the trust in the 
amount of $6,000 per year, payable in equal 
semiannual installments at the end of each 
period. The semiannual installments are to be 
made on each June 30th and December 31st. 
The annuity is payable for 10 years or until the 
donor's prior death. On January 1, 1991, the 
donor is 59 years and 6 months old. The 
donor's age is taken as 60 for purposes of 
computing the present value of the retained 
annuity. The section 7520 rate for January 
1991 is 9.8 percent. The present value of the 
annuity beneficiary's interest is $35,424.00, de· 
termined as follows: 
TABLE S value at 9.8 percent, 

age 60 ............................. 23158 
TABLE S value at 9.8 percent, 

age 70 ............................. 36468 
TABLE 80CNSMT value at age 70 ...... 68248 
TABLE 80CNSMT value at age 60 ...... 83726 
TABLE B value at 9.8 percent, 

10 years .......................... 392624 
TABLE K value at 9.8 percent ........ 1.0239 
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Factor for annuity beneficiary's interest at 9.8 percent: 

(1.00000 - .23158) - (.392624 x (68248/83726) x (1.00000 - .36468» 

.098 
5.7662 

Present value of annuity beneficiary's interest: 
($6,000 x 5.7662 x 1.0239) $35,424.07 

(B) Unit rust interests. The present 
value of a unit rust interest that is 
payable until the earlier to occur of 
the lapse of a specific number of 
years or the death of an individual 
may be computed with values from 
the tables in § 1.664-4(e)(6) as de
scribed in the following example: 

Example. The donor who, as of the nearest 
birthday, is 60 years old transfers $100,000 to a 
unitrust on 1 anuary 1, 1991. The trust instru
ment requires that each year the trust pay to 
the donor, in equal semiannual installments on 
June 30th and December 31st, 6 percent of the 
fair market value of the trust assets, valued as 
of January 1st each year, for 10 years or until 
the prior death of the donor. The section 7520 
rate for 1anuary 1991 is 9.8 percent. Under 
Table F(9.8), the appropriate adjustment factor 
is .932539 for semiannual payments payable at 

Factor for unitrust beneficiary's interest at 5.6 percent: 

the end of the semiannual period. The adjusted 
payout rate is 5.595 percent (6<170 x .932539). 
The present value of the unitrust beneficiary's 
interest is $40,495.00 determined as follows: 
TABLE U(l) value at 5.6 percent, 

age 60 ............................. 37017 
TABLE U(l) value at 5.6 percent, 

age 70 .. , ............... ' .......... 50971 
TABLE 80CNSMT value at age 70 ...... 68248 
TABLE 80CNSMT value at age 60 ...... 83726 
TABLE D value at 5.6 percent, 

10 years .......................... 561979 

(1.000000 - .37017) - (.561979 x (68248/83726) x (1.000000 - .50971» = .40523 

TABLE UO) value at 5.4 percent, TABLE 80CNSMT value at age 70 ...... 68248 TABLE D value at 5.4 percent, 
age 60 ............................. 38183 TABLE 80CNSMT value at age 60 ...... 83726 10 years ....................... , .573999 

TABLE UO) value at 5.4 percent, 
age 70 ............................. 52086 

Factor for the unitrust beneficiary's interest at 5.4 percent: 

(1.000000 - .38183) - (.573999 x (68248/83726) x (1.000000 - .52086)) .39399 

Difference ........................... 01124 

Interpolation adjustment: 

5.595<170 - 5.4<170 x 

0.2% .01124 

x = .01096 

Factor at 5.4 percent, age 60 ........... 39399 
Plus: Interpolation adjustment ......... 01096 

Interpolated Factor .................. .40495 
Present value of unitrust beneficiary's interest: 

($100,000 x .40495) .......... $40,495.00 

(3) Transitional rule. (i) If the val
uation date of a transfer of an inter
est in property by gift is after April 
30, 1989, and before June 10, 1994, a 
donor can rely on Notice 89-24, 
1989-1 C.B. 660, or Notice 89-60, 
1989-1 C.B. 700, in valuing the trans
ferred interest. (See § 601.601(d)(2)(ii)
(b) of this chapter.) 

(ii) If a donor transferred an inter
est in property by gift after December 
31, 1988, and before May 1, 1989, 
retaining an interest in the same prop
erty, and after April 30, 1989, and 
before January 1, 1990, transferred 
the retained interest in property, the 
donor may, at the option of the 
donor, value the transfer of the re
tained interest under this section or 
under § 25.2512-5A(d). 

(4) Publications and actuarial com
putations by the Internal Revenue 
Service. Many standard actuarial 
factors not included in § 20.2031-
7(d)(6) of this chapter are included in 
Internal Revenue Service Publication 
1457, "Actuarial Values, Alpha 
Volume," (8-89). Internal Revenue 
Service Publication 1457 also includes 
examples that illustrate how to com
pute many special factors for more 
unusual situations. A copy of this 
publication may be purchased from 
the Superintendent of Documents, 
United States Government Printing 
Office, Washington, DC 20402. If a 
special factor is required in the case 
of a completed gift, the Service may 
furnish the factor to the donor upon 
a request for a ruling. The request 
for a ruling must be accompanied 
by a recitation of the facts includ
ing a statement of the date of birth 
for each measuring life, the date of 
the gift, any other applicable dates, 
and a copy of the will, trust, or other 
relevant documents. A request for a 
ruling must comply with the in
structions for requesting a ruling pub
lished periodically in the Internal 
Revenue Bulletin (see §§ 601.201 and 
601.601(d)(2)(ii)(b) of this chapter) 

and include payment of the required 
user fee. 

(e) Effective date. This section is 
effective as of May I, 1989. 

§ 25.2512-9 [Removed) 

Par. 31. Section 25.2512-9 is re
moved. 

Par. 32. Section 25.2515-2, para
graph (c) is amended by revising the 
first and last sentences to read as 
follows: 

§ 25.2515-2 Tenancies by the 
entirety; transfers treated as gifts; 
manner of election and valuation. 

* * * * * 
(c) Factors representing the respec

tive interests of the spouses, under a 
tenancy by the entirety, at their at
tained ages at the time of the transac
tion may be readily computed based 
on the method described in 
§ 25.2512-5. *** See § 25.2512-
5(d)(4) for the procedure for obtain
ing special factors from the Internal 
Revenue Service in appropriate cases. 

* * * * * 
Par. 33. Section 25.2522(a)-2(a) is 

amended by revising the fifth sen
tence to read as set forth below, and 
by removing the fourth sentence. 
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§ 25.2522(a)-2 Transfers not 
exclusively for charitable, etc., 
purposes in the case of gifts made 
before August 1, 1969. 

(a) *** If the interest involved is 
such that its value is to be determined 
by a special computation, see 
§ 25.2512-5(d)(4). 

* * * * * 
Par. 34. Section 25.2522(c)-3, para

graph (d)(3) is revised to read as 
follows: 

§ 25.2522(c)-3 Transfers not 
exclusively for charitable, etc., 
purposes in the case of gifts made 
after July 31, 1969. 

* * * * * 
(d) *** 
(3) Other transfers. The present 

value of an interest not described in 
paragraph (d)(2) of this section is to 
be determined under § 25.2512-5. 

* * * * * 
Par. 35. Immediately following 

§ 25.7101-1, an undesignated center 
heading and §§ 25.7520-1 through 
25.7520-4 are added to read as fol
lows: 

General Actuarial Valuations 

§ 25.7520-1 Valuation of annuities, 
unitrust interests, interests for life or 
term of years, and remainder or 
reversionary interests. 

(a) General actuarial valuations. (1) 
Except as otherwise provided in this 
section and in § 25.7520-3(b) (relat
ing to exceptions to the use of pre
scribed tables under certain circum
stances), in the case of gifts made 
after April 30, 1989, the fair market 
value of annuities, interests for life or 
for a term of years (including unitrust 
interests), remainders, and reversions 
is their present value determined un
der this section. See § 20.2031-7(d) 
(and, for certain prior periods, 
§ 20.2031-7 A) of this chapter, Estate 
Tax Regulations, for the computation 
of the value of annuities, unitrust 
interests, life estates, terms of years, 
remainders, and reversions, other 
than interests described in paragraphs 
(a)(2) and (a)(3) of this section. 

(2) In the case of a gift to a 
beneficiary of a pooled income fund 
after April 30, 1989, see § 1.642(c)-
6(e) (or, for certain prior periods, 
§ 1.642(c)-6A) of this chapter (In-
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come Tax Regulations) with respect 
to the valuation of the remainder 
interest. 

(3) In the case of a gift to a 
beneficiary of a charitable remainder 
annuity trust after April 30, 1989, see 
§ 1.664-2 of this chapter with respect 
to the valuation of the remainder 
interest. See § 1.664-4 (or, for cer
tain prior periods, § 1. 664-4A) of 
this chapter (Income Tax Regulations) 
with respect to the valuation of the 
remainder interest in property trans
ferred to a charitable remainder uni
trust. 

(b) Components of valuation-(l) 
Interest rate component-(i) Section 
7520 Interest rate. The section 7520 
interest rate is the rate of return, 
rounded to the nearest two-tenths of 
one percent, that is equal to 120 
percent of the applicable Federal mid
term rate, compounded annually, for 
purposes of section 1274(d)(1), for 
the month in which the valuation date 
falls. In rounding the rate to the 
nearest two-tenths of a percent, any 
rate that is midway between one two
tenths of a percent and another is 
rounded up to the higher of those 
two rates. For example, if 120 percent 
of the applicable Federal mid-term 
rate is 10.30, the section 7520 interest 
rate component is 10.4. The section 
7520 interest rate is published month
ly by the Internal Revenue Service in 
the Internal Revenue Bulletin (See 
§ 601.601(d)(2)(ii)(b) of this chapter). 

(ii) Valuation date. Generally, the 
valuation date is the date on which 
the gift is made. For gift tax pur
poses, the valuation date is the date 
on which the gift is complete under 
§ 25.2511-2. For special rules in the 
case of charitable transfers, see 
§ 25.7520-2. 

(2) Mortality component. The mor
tality component reflects the mortali
ty data most recently available from 
the United States census. As new 
mortality data becomes available after 
each decennial census, the mortality 
component described in this section 
will be revised periodically and the 
revised mortality component tables 
will be published in the regulations at 
that time. For gifts with valuation 
dates after April 30, 1989, the mortal
ity component table (Table 
80CNSMT) is contained in § 20.2031-
7(d) of this chapter (Estate Tax Regu
lations). See § 20.2031-7 A of this 
chapter for mortality component ta-

bles applicable to gifts before May I, 
1989. 

(c) Tables. The present value on 
the valuation date of an annuity, life 
estate, term of years, remainder, or 
reversion is computed by using the 
section 7520 interest rate component 
that is described in paragraph (b)(l) 
of this section and the mortality com
ponent that is described in paragraph 
(b )(2) of this section. Actuarial fac
tors for determining these present val
ues are included in tables in these 
regulations and in publications by the 
Internal Revenue Service. If a special 
factor is required in order to value an 
interest, the Internal Revenue Service 
will furnish the factor upon a request 
for a ruling. The request for a ruling 
must be accompanied by a recitation 
of the facts, including the date of 
birth for each measuring life and 
copies of relevant instruments. A re
quest for a ruling must comply with 
the instructions for requesting a rul· 
ing published periodically in the In· 
ternal Revenue Bulletin (see Rev. 
Proc. 94-1, 1994-1 C.B. 378, and 
subsequent updates, and §§ 601.201 
and 601.601(d)(2)(ii)(b) of this chap
ter) and include payment of the re
quired user fee. 

(1) Regulation sections containing 
tables with interest rates between 4.2 
and 14 percent. Section 1.642(c)-
6(e)(4) of this chapter contains Table 
S used for determining the present 
value of a single life remainder inter
est in a pooled income fund as de
fined in § 1.642(c)-5 of this chapter 
(Income Tax Regulations). Section 
1.664-4(e)(6) of this chapter contains 
Table D (actuarial factors used in 
determining the present value of a 
remainder interest postponed for a 
term of years), Table U(1) (actuarial 
factors for one life), and Table F 
(payout factors) used in determining 
the present value of a remainder in
terest in a charitable remainder uni
trust as defined in § 1.664-3 of this 
chapter. Section 20.2031-7(d)(6) of 
this chapter (Estate Tax Regulations) 
contains Table S (actuarial factors for 
one life), Table B (actuarial factors 
used in determining the present value 
of an interest for a term of years), 
Table K (annuity end-of-interval ad
justment factors), Table J (term cer
tain annuity beginning-of-interval ad
justment factors), and Table 
80CNSMT (mortality components) 
used in determining the present value 



of annuities, life estates, remainders, 
and reversions. The regulations will 
be revised periodically to include new 
mortality component tables and new 
tables of factors. 

(2) Internal Revenue Service publi
cations containing tables with interest 
rates between 2.2 and 26 percent. The 
following documents (except for Pub
lication 1459) have been published for 
sale by the Superintendent of Docu
ments, United States Government 
Printing Office, Washington, DC 
20402: 

(i) Internal Revenue Service Publi
cation 1457, "Actuarial Values, Al
pha Volume," (8/89). This publica
tion includes tables of valuation 
factors, as well as examples that 
show how to compute other valuation 
factors, for determining the present 
value of annuities, life estates, terms 
of years, remainders, and reversions, 
measured by one or two lives. These 
factors may also be used in the val
uation of interests in a charitable 
remainder annuity trust as defined 
in § 1.664-2 of this chapter (In
come Tax Regulations) and a pooled 
income fund as defined in 
§ 1.642(c)-5. 

(ii) Internal Revenue Service Publi
cation 1458, "Actuarial Values, Beta 
Volume," (8/89). This publication in
cludes term certain tables and tables 
of one and two life valuation factors 
for determining the present value of 
remainder interests in a charitable 
remainder unitrust as defined in 
§ 1.664-3 of this chapter. 

(iii) Internal Revenue Service Pub
lication 1459, "Actuarial Values, 
Gamma Volume," (8-89) is no longer 
available for purchase from the Su
perintendent of Documents. Howev
er, it may be obtained by requesting a 
copy from: CC:DOM:CORP:T:R 
(IRS Publication 1459), Room 5228, 
Internal Revenue Service, POB 7604, 
Ben Franklin Station, Washington, 
DC 20044. This publication includes 
tables for computing depreciation ad
justment factors. See § 1.170A-12 of 
this chapter (Income Tax Regula
tions). 

(d) Effective date. This section is 
effective as of May 1, 1989. 

§ 25.7520-2 Valuation of charitable 
interests-(a) In general-(l) Valua
tion. Except as otherwise provided in 
this section and in § 25.7520-3 (relat
ing to exceptions to the use of pre
scribed tables under certain circum-

stances), the fair market value of 
annuities, interests for life or for a 
term for years, remainders, and rever
sions for which a gift tax charitable 
deduction is allowable is the present 
value of such interests determined 
under § 25.7520-1. 

(2) Prior-month election rule. If 
any part of the property interest 
transferred qualifies for a gift tax 
charitable deduction under section 
2522, the donor may elect to compute 
the present value of the interest trans
ferred by use of the section 7520 
interest rate for the month during 
which the gift is made or the section 
7520 interest rate for either of the 2 
months preceding the month during 
which the gift is made. Paragraph (b) 
of this section explains how a prior
month election is made. The interest 
rate for the month so elected is the 
applicable section 7520 interest rate. 
If the actuarial factor for either or 
both of the 2 months preceding the 
month during which the gift is made 
is based on a mortality experience 
that is different from the mortality 
experience at the date of the gift and 
if the donor elects to use the section 
7520 rate for a prior month with the 
different mortality experience, the do
nor must use the actuarial factor de
rived from the mortality experience in 
effect during the month of the section 
7520 rate elected. All actuarial com
putations relating to the gift must be 
made by applying the interest rate 
component and the mortality compo
nent of the month elected by the 
donor. 

(3) Gifts of more than one interest 
in the same property. If a donor 
makes a gift of more than one inter
est in the same property at the same 
time, the donor must, for purposes of 
valuing the gifts, use the same interest 
rate and mortality components for 
the gift of each interest in the proper
ty. If the donor has made gifts of 
more than one interest in the same 
property at different times, the donor 
must determine the value of the gift 
by the use of the interest rate compo
nent and mortality component in ef
fect during the month of that gift or, 
if applicable under paragraph (a)(2) 
of this section, either of the two 
months preceding the month of the 
gift. 

(4) Information required with tax 
return. The following information 
must be attached to the gift tax 
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return (or to the amended return) if 
the donor claims a charitable deduc
tion for the present value of a tempo
rary or remainder interest in proper
ty-

(i) A complete description of the 
interest that is transferred, including 
a copy of the instrument of transfer; 

(ii) The valuation date of the trans
fer; 

(iii) The names and identification 
numbers of the beneficiaries of the 
transferred interest; 

(iv) The names and birth dates of 
any measuring lives, a description of 
any relevant terminal illness condi
tion of any measuring life, and (if 
applicable) an explanation of how 
any terminal illness condition was 
taken into account in valuing the 
interest; and 

(v) A computation of the deduc
tion showing the applicable section 
7520 interest rate that is used to value 
the transferred interest. 

(5) Place for filing returns. See sec
tion 6091 of the Internal Revenue 
Code and the regulations thereunder 
for the place for filing the return or 
other document required by this sec
tion. 

(b) Election of interest rate compo
nent-(l) Time for making election. 
A taxpayer makes a prior-month 
election under paragraph (a)(2) of 
this section by attaching the informa
tion described in paragraph (b )(2) of 
this section to the donor's gift tax 
return or to an amended return for 
that year that is filed within 24 
months after the later of the date 
the original return for the year was 
filed or the due date for filing the 
return. 

(2) Manner of making election. A 
statement that the prior-month elec
tion under section 7520(a) of the 
Internal Revenue Code is being made 
and that identifies the elected month 
must be attached to the gift tax 
return (or to the amended return). 

(3) Revocability. The prior-month 
election may be revoked by filing an 
amended return within 24 months 
after the later of the date the original 
return of tax for that year was filed 
or the due date for filing the return. 
The revocation must be filed in the 
place referred to in paragraph (a)(5) 
of this section. 

(c) Effective dates. Paragraph (a) 
of this section is effective as of May 
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1, 1989. Paragraph (b) of this section 
is effective for elections made after 
June 10, 1994. 

§ 25.7520-3 Limitation on the 
application of section 7520. 

(a) Internal Revenue Code sections 
to which section 7520 does not apply. 
Section 7520 of the Internal Revenue 
Code does not apply for purposes 
of-

(1) Part I, subchapter D of subtitle 
A (section 401 et. seq.), relating to 
the income tax treatment of certain 
qualified plans. (However, section 
7520 does apply to the estate and gift 
tax treatment of certain qualified 
plans and for purposes of determin
ing excess accumulations under sec
tion 4980A); 

(2) Sections 72 and 101(b), relating 
to the income taxation of life insur
ance, endowment, and annuity con
tracts, unless otherwise provided for 
in the regulations under sections 72, 
101, and 1011 (see, particularly, 
§§ 1.101-2(e)(l)(iii)(b)(2), and 
1.IOIl-2(c), Example 8); 

(3) Sections 83 and 451, unless oth
erwise provided for in the regulations 
under those sections; 

(4) Section 457, relating to the val
uation of deferred compensation, un
less otherwise provided for in the 
regulations under section 457; 

(5) Sections 3121(v) and 3306(r), 
relating to the valuation of deferred 
amounts, unless otherwise provided 
for in the regulations under those 
sections; 

(6) Section 6058, relating to valua
tion statements evidencing compliance 
with qualified plan requirements, un
less otherwise provided for in the 
regulations under section 6058; 

(7) Section 7872, relating to income 
and gift taxation of interest-free loans 
and loans with below-market interest 
rates, unless otherwise provided for in 
the regulations under section 7872; or 

(8) Section 2702(a)(2)(A), relating 
to the value of a nonqualified re
tained interest upon a transfer of an 
interest in trust to or for the benefit 
of a member of the transferor's fami
ly; and 

(9) Any other section of the Inter
nal Revenue Code to the extent pro
vided by the Internal Revenue Service 
in revenue rulings or revenue proce
dures. (See §§ 601.201 and 601.601 
of this chapter). 
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(b) Other limitations on the appli
cation of section 7520. [RESERVED}. 

(c) Effective date. Section 
25.7520-3(a) is effective as of May 1, 
1989. 

§ 25.7520-4 Transitional rules. 

(a) Reliance. If the valuation date 
is after April 30, 1989, and before 
June 10, 1994, a donor can rely on 
Notice 89-24, 1989-1 C.B. 660, or 
Notice 89-60, 1989-1 C.B. 700 (See 
§ 601.601(d)(2)(ii)(b) of this chapter), 
in valuing the transferred interest. 

(b) Transfers in 1989. If a donor 
transferred an interest in property by 
gift after December 31, 1988, and 
before May 1, 1989, retaining an 
interest in the same property and, 
after April 30, 1989, and before Jan
uary 1, 1990, transferred the retained 
interest in the property, the donor 
may, at the donor's option, value the 
transfer of the retained interest under 
either § 25.2512-5(d) or § 25.2512-
5A(d). 

(c) Effective date. This section is 
effective as of May 1, 1989. 

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

Par. 36. The authority citation for 
part 602 continues to read as follows: 

Authority: 26 U.S.c. 7805. 
Par. 37. Section 602.101 (c) is 

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

§ 602.101 OMB Control numbers. 

* * * * * 
(c) *** 

CFR part or section 
where identified 
and described 

Current OMB 
Control No. 

* * * * * * 
1.7520-1. . . . . . . . . . . . . .. 1545-1343 
1. 7520-2 . . . . . . . . . . . . . .. 1545-1343 
1.7520-3 .............. , 1545-1343 
1.7520-4. . . . .. . .. . . . . .. 1545-1343 

* * * * * * 
20.7520-1 ............. . 
20.7520-2 ............. . 
20.7520-3 ............. , 
20.7520-4 ............. . 

1545-1343 
1545-1343 
1545-1343 
1545-1343 

* * * * * * 
25.7520-1 . . . . . . . . . . . . .. 1545-1343 
25.7520-2.............. 1545-1343 

CFR part or section 
where identified Current OMB 

Control No. and described 

25.7520-3 ............. , 1545-1343 
25.7520-4 ............. , 1545-1343 

* * * * * * 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

Approved March 23, 1994. 

Leslie Samuels, 
Assistant Secretary of 

the Treasury. 

(Filed by the Office of the Federal Register on 
June 9, 1994, 8:45 a.m., and published in the 
issue of the Federal Register for June 10, 
1994, 59 F.R. 30100) 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of July 1994. See Rev. Rul. 94-44, 
page 190. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of August 1994. See Rev. Rul. 
94-50, page 192. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of September 1994. see Rev. Rul. 
94-55, page 193. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of October 1994. See Rev. Rul. 
94-61, page 194. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of November 1994. See Rev. Rul. 
94-67, page 196. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of December 1994. See Rev. Rul. 
94-73, page 197. 

Chapter 78.-Discovery of Liability and 
Enforcement of Title 
Subchapter A.-Examination and Inspection 

Section 7605.-Time and Place of 
Examination 
26 CFR 301.7605-1: Time and place of exami
nation. 

Rules governing the reopening of cases 
closed after examination in the office of a 
District Director. See Rev. Proc. 94-68, page 
803. 



Chapter 79.-Oefinitions 

Section 7701. -Definitions 

26 CFR 301.7701-2: Associations. 

Classification of New Jersey Limit
ed Liability Company. Because of the 
flexibility accorded by the New Jersey 
Limited Liability Company Act, a 
New Jersey limited liability company 
may be classified as a partnership or 
as an association taxable as a corpo
ration depending upon the provisions 
adopted in the limited liability com
pany's articles of organization or op
erating agreement. 

Rev. Rul. 94-51 

ISSUE 

Is M, a New Jersey limited liability 
company, classified for federal tax 
purposes as an association or as a 
partnership under § 7701 of the In
ternal Revenue Code? 

FACTS 

M is organized as a limited liability 
company (LLC) pursuant to the pro
visions of the New Jersey Limited 
Liability Company Act (Act), 
N.J.S.A. 42:2B-1 to -70 (1994). Mis 
authorized under its operating agree
ment to engage in any and all busi
ness activity permitted by the laws of 
New Jersey. M has 25 members. 
Three of the members, A, E, and C, 
are the elected managers under M's 
operating agreement. 

Section 27 of the Act provides that, 
unless otherwise provided in an oper
ating agreement, the management of 
an LLC is vested in its members in 
proportion to the then current per
centage or other interest of members 
in the profits of the LLC owned by 
all of the members; the decision of 
the members owning more than 50 
percent is controlling. However, if an 
operating agreement provides for the 
management, in whole or in part, of 
an LLC by a manager, the manage
ment of the LLC, to the extent so 
provided, is vested in the manager. 
The manager will be chosen by the 
members in the manner provided in 
the operating agreement. M's operat
ing agreement grants exclusive man
agement authority to its designated 
managers. 

Section 23 of the Act provides that 
except as otherwise provided by the 
Act, no member, manager, employee 

or agent of an LLC shall be obligated 
personally for any debt, obligation or 
liability of the LLC, or for any debt, 
obligation or liability of any other 
member, manager, employee or agent 
of the LLC, by reason of being a 
member, or acting as a manager, 
employee or agent of the LLC. 

Section 43 of the Act provides that 
an LLC interest is personal property. 
Section 44a of the Act provides that 
an LLC interest is assignable in whole 
or in part except as provided in an 
operating agreement. Section 44a fur
ther provides that the assignee of a 
member's LLC interest has no right 
to participate in the management of
the business and affairs of an LLC 
except as provided in an operating 
agreement and upon: (1) the approval 
of all of the members of the LLC 
other than the member assigning the 
LLC interest; or (2) compliance with 
any procedure provided for in the 
operating agreement. Section 46a of 
the Act provides that an assignee of 
an LLC interest may become a mem
ber as provided in an operating agree
ment and upon: (1) the approval of 
all of the members of the LLC other 
than the member assigning the LLC 
interest; or (2) compliance with any 
procedure provided for in the operat
ing agreement. 

Under M's operating agreement, 
upon the assignment of a membership 
interest in M, the assignee of the 
interest has no right to participate in 
the management of M or become a 
member of M without the written 
consent of all of M's members other 
than the assignor member. 

Section 48 of the Act provides that 
an LLC is dissolved and its affairs 
will be wound up upon the first to 
occur of the following: (a) at the time 
specified in an operating agreement, 
or 30 years from the date of the 
formation of the LLC if no time is 
set forth in the operating agreement; 
(b) the happening of events specified 
in an operating agreement; (c) the 
written consent of all members; (d) 
the death, retirement, resignation, ex
pulsion, bankruptcy, or dissolution of 
a member or the occurrence of any 
other event which terminates the con
tinued membership of a member in 
the LLC unless the business of the 
LLC is continued either by the con
sent of all the remaining members 
within 90 days following the occur
rence of any event or pursuant to a 
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right to continue stated in the operat
ing agreement; or (e) the entry of a 
decree of judicial dissolution under 
section 49 of the Act. M's operating 
agreement provides that M will dis
solve upon the occurrence of any 
event that terminates the continued 
membership of a member in M, un
less within 90 days following the oc
currence of the event all of the re
maining members of M agree to 
continue the business. 

LAW AND ANALYSIS 

Sect jon 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 ven
ture 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 vari
ous organizations fall for purposes of 
taxation. These categories, or classes, 
include associations (which are tax
able as corporations), partnerships, 
and trusts. The tests, or standards, 
that are to be applied in determining 
the classification in which an organi
zation 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 
objective to carryon business and 
divide the gains therefrom, (3) conti
nuity of life, (4) centralization of 
management, (5) liability for corpo
rate debts limited to corporate prop
erty, and (6) free transferability of 
interests. Whether a particular organi
zation is to be classified as an associ
ation must be determined by taking 
into account the presence or absence 
of each of these corporate character
istics. 

Section 301. 7701-2(a)(2) provides 
that an organization that has associ
ates and an objective to carryon 
business and divide the gains there
from 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 distin
guish between an association and a 
partnership. Since associates and an 
objective to carryon business and 
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divide the gains therefrom are gener
ally common to corporations and 
partnerships, the determination of 
whether an organization that has 
these characteristics is to be treated 
for tax purposes as a partne! ship or 
as an association depends on whether 
there exist centralization of manage
ment, continuity of life, free transfer
ability of interests, and limited liabili
ty. 

Section 301.7701-2(a)(3) provides 
that if an unincorporated organiza
tion possesses more corporate charac
teristics than noncorporate character
istics, it constitutes an association 
taxable as a corporation. 

In interpreting § 301. 770 1-2, the 
Tax Court, in Larson v. Commission
er, 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 transferabil
ity of interests. 

In the present situation, M has 
associates and an objective to carry 
on business and divide the gains 
therefrom. Therefore, M must be 
classified as either an association or a 
partnership. M is classified as a part
nership for federal tax purposes un
less M 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)(l) provides 
that if the death, insanity, bankrupt
cy, retirement, resignation, expulsion, 
or other event of withdrawal of a 
general partner of a limited partner
ship causes a dissolution of the part
nership, continuity of life does not 
exist; furthermore, continuity of life 
does not exist notwithstanding the 
fact that a dissolution of the limited 
partnership may be avoided, upon 
such an event of withdrawal of a 
general partner, by the remaining 
general partners agreeing to continue 
the partnership or by at least a ma
jority in interest of the remaining 
partners agreeing to continue the 
partnership. 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 gen-
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eral partners would have to agree to 
continue the partnership, and there 
was no assurance that they would do 
so. The court noted that the contin
gent continuity of a partnership was 
not analogous to the chartered life of 
a corporation, which continues re
gardless of the death or resignation of 
its directors or stockholders. Section 
301.7701-2(b)(l) provides that a limit
ed partnership lacks continuity of life 
even though a dissolution may be 
avoided by at least a majority in 
interest of the remaining partners 
agreeing to continue the partnership. 
Although the regulation and Glensder 
Textile specifically address the disso
lution of a limited partnership, the 
contingent continuity of life concept 
reflected in the regulation and 
Glensder Textile applies in classifying 
LLCs. 

Under the Act, M is dissolved upon 
the death, retirement, resignation, ex
pulsion, bankruptcy, or dissolution of 
a member or the occurrence of any 
other event that terminates the con
tinued membership of a member in M 
unless the business of M is continued 
either by the consent of all the re
maining members within 90 days fol
lowing the occurrence of any such 
event or pursuant to a right to contin
ue stated in the operating agreement. 
M's operating agreement provides 
that M will dissolve upon the occur
rence of any event that terminates the 
continued membership of a member 
in M, unless within 90 days all of 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 of the 
remaining members must agree to 
continue the business. Consequently, 
M lacks the corporate characteristic 
of continuity of life. 

Section 301.7701-2(c)(1) provides 
that an organization has the corpo
rate characteristic of centralized man
agement if any person (or group of 
persons that does not include all the 
members) has continuing exclusive 
authority to make management deci
sions 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 

members from time to time, or may 
be self-perpetuating in office. Cen
tralized management can be accom
plished by election to office, by proxy 
appointment, or by any other means 
that has the effect of concentrating in 
a management group continuing ex
clusive authority to make manage
ment decisions. 

Section 301. 7701-2(c)(4) provides 
that there is no centralization of con
tinuing exclusive authority to make 
management decisions, unless the 
managers have sole authority to make 
the decisions. For example, in the 
case of a corporation or a trust, the 
concentration of management powers 
in a board of directors or trustees 
effectively prevents a stockholder or a 
trust beneficiary, simply because that 
person is a stockholder or beneficia
ry, from binding the corporation or 
the trust. 

Under the Act, an LLC may be 
managed either by an elected manager 
or managers or by its members. Un· 
der its operating agreement, M is 
managed exclusively 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 corpo
rate characteristic of limited liability 
if under local law there is no member 
who is personally liable for the debts 
of, or claims against, the organiza
tion. 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 
insufficient to satisfy the creditor's 
claim. 

Under the Act, the members of M 
are not liable for M's debts, obliga
tions, or liabilities. Consequently, M 
possesses the corporate characteristic 
of limited liability. 

Section 301.7701-2(e)(l) provides 
that an organization has the corpo
rate characteristic of free transferabil
ity of interests if each of the members 
or those members owning substantial
ly all of the interests in the organiza
tion have the power, without the 
consent of other members, to substi
tute for themselves in the same organ
ization 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 memo 



bers, to confer upon the member's 
substitute all of the attributes of the 
member's interest in the organization. 
The characteristic of free transferabil
ity does not exist if each member can, 
without the consent of other mem
bers, assign only the right to share in 
the profits but cannot assign the right 
to participate in the management of 
the organization. 

Under the Act, a member of M can 
assign or transfer that member's in
terest to another who is not a mem
ber of the organization. However, 
under M's operating agreement, the 
assignee or transferee does not be
come a member or have a right to 
participate in the management of M, 
and, therefore does not acquire all 
the attributes of the member's interest 
in M unless all the remaining mem
bers consent. Therefore, M lacks the 
corporate characteristic of free trans
ferability of interests. 

M has associates and an objective 
to carryon business and divide the 
gains therefrom. In addition, M pos
sesses the corporate characteristics of 
centralized management and limited 
liability. M does not however, possess 
the corporate characteristics of conti
nuity of life and free transferability 
of interests. 

HOLDING 

Because of the flexibility accorded 
by the New Jersey Limited Liability 
Company Act, a New Jersey LLC 
may be classified as a partnership or 
as an association taxable as a corpo
ration depending upon the provisions 
adopted in the LLC's articles or oper
ating agreement. See, e.g., Rev. Rul. 
93-38, 1993-1 C.B. 233 (concerning 
Delaware LLCs). M, the New Jersey 
LLC considered in this ruling, is clas
sified as a partnership for federal tax 
purposes because it has associates and 
an objective to carryon business and 
divide the gains therefrom but lacks a 
preponderance of the four remaining 
corporate characteristics. 

26 CFR 301.7701-2: Associations. 

Classification of Connecticut limit
ed liability company. Because of the 
flexibility accorded by the Connecti
cut law, a limited liability company 
may be classified as a partnership or 
an association taxable as a corpora
tion depending upon the provisions 

adopted in the limited liability com
pany's articles of organization or op
erating agreement. 

Rev. Rul. 94-79 

ISSUE 

Is M, a Connecticut limited liability 
company, classified for federal tax 
purposes as an association or as a 
partnership under § 7701 of the In
ternal Revenue Code? 

FACTS 

M is organized as a limited liability 
company (LLC) pursuant to the pro
visions of the Connecticut Limited 
Liability Company Act (Act), 1993 
Conn. Acts 93-267 (Reg. Sess.), as 
amended by 1994 Conn. Acts 94-217 
(Reg. Sess.). M is authorized under 
its articles of organization to engage 
in any and all business activity per
mitted by the laws of Connecticut. M 
has 25 members. Three of the mem
bers, A, B, and C, are the elected 
managers under M's articles of organ
ization. 

Section 21 of the Act provides that 
unless the articles of organization 
provide for management of an LLC 
by a manager or managers, manage
ment of an LLC is vested in its 
members. An LLC may, however, 
provide for the management of the 
LLC by one or more managers who 
are designated or elected by the mem
bers. Managers may be designated or 
elected, removed, and replaced in the 
manner provided in the operating 
agreement. 

Section 19(a) of the Act provides 
that except as provided in section 
19(b), members and managers are not 
liable, solely by reason of being a 
member or manager, or both, 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. 

Section 19(b) of the Act provides 
that nothing in the Act shall be inter
preted to limit the law presently in 
effect applicable to the professional 
relationship and liabilities between the 
person furnishing the professional 
services and the person receiving the 
services, provided that any member, 
manager, agent, or employee of an 
LLC rendering professional services 
shall be personally liable only for 
negligent or wrongful acts or miscon-
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duct committed by that person, or by 
any person under that person's direct 
supervision and control, while render
ing professional services on behalf of 
the LLC. 

Section 35 of the Act provides that 
a membership interest in an LLC is 
personal property. Section 36 of the 
Act provides that, except as provided 
in the operating agreement, an LLC 
membership interest may be assigned 
in whole or in part. An assignment of 
an interest does not entitle the assign
ee to participate in the management 
of the business and affairs of the 
LLC or to become or to exercise the 
rights of a member. An assignee that 
has not become a member shall only 
be entitled to receive, to the extent 
assigned, the share of distributions to 
which the assignor would otherwise 
be entitled with respect to the as
signed interest. 

Section 38 of the Act provides that, 
unless otherwise provided in the oper
ating agreement, an assignee of an 
LLC interest may become a member 
only upon the consent of at least a 
majority in interest of the members 
other than the assignor. 

Under M's operating agreement, a 
membership interest is assignable in 
whole or in part. Upon the assign
ment of a membership interest in M, 
the assignee of the interest will not 
become a member of M without the 
consent of a majority in interest of 
M's remaining members. 

Section 42 of the Act provides that 
an LLC is dissolved upon the occur
rence of any of the following events: 
(1) events specified in writing in the 
articles of organization or operating 
agreement; (2) the written consent of 
at least a majority in interest of the 
members; (3) an event of dissociation 
of a member, unless there are at least 
two remaining members and the busi
ness of the LLC is continued by the 
consent of at least a majority in 
interest of the remaining members or 
as otherwise provided in writing in 
the operating agreement; or (4) entry 
of a decree of judicial dissolution 
under section 43 of the Act. 

Section 41 of the Act defines events 
of dissociation to include the death, 
incompetency, withdrawal, removal, 
bankruptcy, or dissolution of a mem
ber. 

M's operating agreement provides 
that M will dissolve upon the occur
rence of any event that terminates the 
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continued membership of a member 
in M, unless there are at least two 

remaining members and the remain
ing members owning a majority of 
the profits interests and a majority of 
the capital interests owned by all of 

M's remaining members agree to con
tinue the business of M. 

LA W 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 ven
ture 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 vari
ous organizations fall for purposes of 

taxation. These categories, or classes, 
include associations (which are tax
able as corporations), partnerships, 
and trusts. The tests, or standards, 

that are to be applied in determining 
the classification in which an organi
zation 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 

objective to carryon business and 
divide the gains therefrom, (3) conti
nuity of life, (4) centralization of 

management, (5) liability for corpo
rate debts limited to corporate prop
erty, and (6) free transferability of 
interests. Whether a particular organi

zation is to be classified as an associ
ation must be determined by taking 
into account the presence or absence 

of each of these corporate character
istics. 

Section 301.7701-2(a)(2) provides 
that an organization that has associ

ates and an objective to carryon 
business and divide the gains there
from 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 distin
guish between an association and a 
partnership. Since associates and an 
objective to carryon business and 

divide the gains therefrom are gener
ally common to corporations and 
partnerships, the determination of 
whether an organization that has 
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these characteristics is to be treated 
for tax purposes as a partnership or 

as an association depends on whether 
there exist centralization of manage
ment, continuity of life, free transfer
ability of interests, and limited liabili

ty. 
Section 301. 7701-2(a)(3) provides 

that if an unincorporated organiza
tion possesses more corporate charac

teristics than noncorporate character
istics, it constitutes an association 
taxable as a corporation. 

In interpreting § 301.7701-2, the 
Tax Court, in Larson v. Commission
er, 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 transferabil
ity of interests. 

In the present situation, M has 
associates and an objective to carry 

on business and divide the gains 
therefrom. Therefore, M must be 
classified as either an association or a 

partnership. M is classified as a part
nership for federal tax purposes un
less the organization has a preponder
ance 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, bankrupt

cy, retirement, resignation, expulsion, 
or other event of withdrawal of a 
general partner of a limited partner
ship causes a dissolution of the part

nership, continuity of life does not 
exist; furthermore, continuity of life 
does not exist notwithstanding the 

fact that a dissolution of the limited 
partnership may be avoided, upon 
such an event of withdrawal of a 
general partner, by the remaining 

general partners agreeing to continue 
the partnership or by at least a ma
jority in interest of the remaining 
partners agreeing to continue the 

partnership. 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 the limited partnership 
lacked continuity of life because upon 
the death, retirement, or incapacity of 

a general partner, the remaining gen
eral partners would have to agree to 
continue the partnership, and there 

was no assurance that they would do 

so. The court noted that the contin
gent continuity of a partnership was 

not analogous to the chartered life of 
a corporation, which continues re
gardless of the death or resignation of 
its directors or stockholders. Section 

301.7701-2(b)(1) provides that a limit
ed partnership lacks continuity of life 
even though a dissolution may be 
avoided by at least a majority in 

interest of the remaining partners 
agreeing to continue the partnership. 
Although the regulation and Glensder 
Textile specifically address t'te disso
lution of a limited partnership, the 
contingent continuity of life concept 
reflected in the regulation and 

Glensder Textile applies in classifying 
LLCs. 

Under the Act and M's operating 
agreement, unless there are at least 
two remaining members and the busi
ness of M is continued by the consent 
of the remaining members owning a 
majority of the profits interests and a 
majority of the capital interests 
owned by all of M's remaining mem

bers, M is dissolved upon the death, 
incompetency, withdrawal, removal, 
bankruptcy, or dissolution of a mem
ber or the occurrence of any other 

event that terminates the continued 
membership of a member in the com
pany. If a member of M ceases to be 
a member of M for any reason, the 
continuity of M is not assured be
cause there must be at least two 
remaining members and a majority in 

interest of the remaining members 
must agree to continue the business. 
See Rev. Proc. 94-46, page 688, this 

Bulletin. Consequently, M lacks the 
cor-porate characteristic of continuity 
of life. 

Section 301.7701-2(c)(l) provides 

that an organization has the corpO
rate characteristic of centralized man
agement if any person (or group of 

persons that does not include all the 
members) has continuing exclusive 
authority to make management deci
sions 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 

members from time to time, or may 
be self-perpetuating in office. Cen
tralized management can be accom
plished by election to office, by proxy 



appointment, or by any other means 
that has the effect of concentrating in 
a management group continuing ex
clusive authority to make manage
ment decisions. 

Section 301.7701-2(c)(4) provides 
that there is no centralization of con
tinuing exclusive authority to make 
management decisions, unless the 
managers have sole authority to make 
the decisions. For example, in the 
case of a corporation or a trust, the 
concentration of management powers 
in a board of directors or trustees 
effectively prevents a stockholder or a 
trust beneficiary, simply because that 
person is a stockholder or beneficia
ry, from binding the corporation or 
the trust. 

Under the Act, an LLC may be 
managed either by an elected manager 
or managers or by its members. Un
der the articles of organization, M is 
managed by its elected managers A, 
B, and C. Therefore, M possesses the 
corporate characteristic of centralized 
management. 

Section 301.7701-2(d)(l) provides 
that an organization has the corpo
rate characteristic of limited liability 
if under local law there is no member 
who is personally liable for the debts 
of, or claims against, the organiza
tion. 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 
insufficient to satisfy the creditor's 
claim. 

Under the Act, the members and 
managers of an LLC 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. 
Consequently, M possesses the corpo
rate 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 19(b) of the Act, each mem
ber would only have personal liability 
in connection with the performance 
of professional services on behalf of 
M by that member or by any person 
under that member's direct supervi
sion and control. Therefore, in that 
situation, M would also possess the 
corporate characteristic of limited lia
bility. 

Section 301.7701-2(e)(I) provides 
that an organization has the corpo
rate characteristic of free transferabil
ity of interests if each of its members 
or those members owning substantial
ly all of the interests in the organiza
tion have the power, without the 
consent of other members, to substi
tute for themselves in the same organ
ization 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 mem
bers, to confer upon the member's 
substitute all the attributes of the 
member's interest in the organization. 
The characteristic of free transferabil
ity 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 manage
ment of the organization. 

Under the Act and Ms operating 
agreement, a member of M can assign 
that member's interest to another per
son who is not a member of the 
organization. However, the assignee 
does not become a member and does 
not acquire all the attributes of the 
member's interest in M unless a ma
jority in interest of the remaining 
members approve the assignment. 
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 pos
sesses the corporate characteristics of 
centralized management and limited 
liability. M does not, however, pos
sess the corporate characteristics of 
continuity of life and free transfer
ability of interests. 

HOLDING 

Because of the flexibility accorded 
by the Connecticut Limited Liability 
Company Act, a Connecticut LLC 
may be classified as a partnership or 
as an association taxable as a corpo
ration depending upon the provisions 
adopted in the LLC's articles of or
ganization or operating agreement. 
See, e.g., Rev. Rul. 93-38, 1993-1 
C.B. 233 (concerning Delaware 
LLCs). M, the Connecticut LLC con
sidered in this ruling, is classified as a 
partnership for federal tax purposes 
because it has associates and an ob
jective to carryon business and divide 

Section 7805 

the gains therefrom but lacks a pre
ponderance of the four remaining 
corporate characteristics. 

26 CFR 301.7701-2: Associations. 

A procedure provides a safe harbor that may 
be used to determine a "majority in interest" 
for purposes of § 301.7701-2(b)(1) of the regu
lations. See Rev. Proc. 94-46, page 688. 

26 CFR 301.7701-4: Trusts. 

Procedures are provided for furnishing ruling 
letters classifying entities created pursuant to 
bankruptcy plans under Chapter II of the 
Bankruptcy Code as liquidating trusts under 
section 301.7701-4 of the regulations. See Rev. 
Proc. 94-45, page 684. 

Chapter BO.-General Rules 
Subchapter A.-Application of Internal Revenue Laws 

Section 780S.-Rules and 
Regulations 

26 CFR 301.7805-1: Rules and regulations. 

Guidance is provided concerning the federal 
income taxation of corporations organized by 
Indian tribes under section 3 of the Oklahoma 
Welfare Act. A tribe seeking to dissolve a 
corporation organized under state law and 
organize into a corporation under section 17 of 
the Indian Reorganization Act or under section 
3 of the Oklahoma Welfare Act will be granted 
relief under section 7805(b) provided it demon
strates to the Service that it has acted reason
ably and in good faith to achieve dissolution 
and reorganization. In other circumstances, the 
Service will consider the application of section 
7805(b) on a case-by-case basis. Such relief will 
be limited to income earned after September 
30, 1994, by a corporation organized by an 
Indian tribe under state law from activities 
conducted within the boundaries of the reserva
tion (including gain or loss properly allocable 
to such activities from the sale or exchange of 
assets). See Rev. Rul. 94-65, page 14. 

26 CFR 301.7805-1: Rules and regulations. 

In computing the investment company tax
able income of open-end regulated investment 
companies, Rule 12b-1 fees paid or accrued by 
those companies are deductible currently pursu
ant to § 162(a) of the Code. See Rev. Rul. 
94-70, page 17. 

26 CFR 301.7805-1: Rules and regulations. 

Whether a revenue ruling pertaining to the 
conversion of a defined benefit pension plan 
within the meaning of § 403(a) of the Code to 
a plan within the meaning of § 412(i) will be 
applied retroactively. See Rev. Rul. 94-75, 
page 59. 

26 CFR 301.7805-1: Rules and regulations. 

Whether a revenue ruling pertaining to the 
transfer or rollover from a qualified money 
purchase pension plan to an otherwise qualified 
profit-sharing plan within the meaning of 
§ 401 of the Code will be applied retroactively. 
See Rev. Rul. 94-76, page 46. 
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Subchapter C.-Provisions Affecting More Than One 
Subtitle 

Section 7871.-lndian Tribal 
Governments Treated as States for 
Certain Purposes 

26 CFR 305.7871-1: Indian tribal governments 
treated as states jor certain purposes. 
{Also §§ 4081, 4161, 4401, 441I; 48.4081-1, 
48.416I(a}-I, 48.416I(b}-I, 44.4401-1, 
44.441I-1.} 

Application of excise taxes to Indi
an tribal governments. Indian tribal 
governments have no inherent exemp
tion from federal excise taxation, but 
section 7871 of the Code provides 
them with a limited exemption from 
certain excise taxes. 

Rev. Rul. 94-81 

This revenue ruling discusses the 
extent to which various federal excise 
taxes apply to Indian tribal govern
ments. The revenue ruling provides 
several examples that illustrate the 
application of the taxes to various 
situations, and the appendix to the 
ruling provides a summary of the 
federal excise tax treatment of Indian 
tribal governments. 

Indian tribal governments have no 
inherent exemption from federal ex
cise taxes. Federated Tribes oj the 
Warm Springs Reservation oj Oregon 
v. Kurtz, 691 F.2d 878 (9th Cir. 1982) 
(holding that Indian tribes are not 
exempt from federal excise tax), cert. 
denied, 460 V.S. 1040 (1983). Thus, 
absent a specific statutory exemption, 
Indian tribal governments must pur
chase taxable articles or services on a 
tax-paid basis and must pay tax on 
their sale or use of taxable articles or 
services. 

Section 7871(a)(2) of the Internal 
Revenue Code provides that an Indi
an tribal government shall be treated 
as a state, subject to § 7871(b), for 
purposes of any exemption from, 
credit or refund of, or payment with 
respect to, an excise tax imposed by: 

(A) chapter 31 (relating to tax on 
special fuels), 

(B) chapter 32 (relating to manu
facturers excise taxes), 

(C) subchapter B of chapter 33 
(relating to communications excise 
tax), or 

(D) subchapter D of chapter 36 
(relating to tax on use of certain 
highway vehicles). 

Section 7871 (b) provides that 
§ 7871(a)(2) shall apply with respect 
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to any transaction only if, in addition 
to any other requirement of title 26 
applicable to similar transactions in
volving a state or political subdivision 
thereof, the transaction involves the 
exercise of an essential governmental 
function of the Indian tribal govern
ment. 

Section 7871(e) provides that for 
purposes of § 7871, the term "essen
tial governmental function" does not 
include any function that is not cus
tomarily performed by state and local 
governments with general taxing pow
ers. 

The following examples illustrate 
the application of federal excise taxes 
to Indian tribal governments. 

Example 1-(i) Facts. S is a feder
ally recognized Indian tribe. The trib
al government of S purchases gasoline 
and diesel fuel for use in school 
buses, police cars, and fire trucks. 

(ii) Analysis. Section 4081 (a part 
of chapter 32) imposes a tax on 
gasoline and diesel fuel. Sections 6416 
and 6427 provide methods under 
which gasoline and diesel fuel that 
were subject to tax may be sold to 
state or local governments free of tax. 
The gasoline wholesale distributor or 
the diesel fuel ultimate vendor may 
sell the fuel tax free and claim a 
credit or payment equal to the tax 
previously imposed. 

Providing school, police, or fire
fighting services is an essential gov
ernmental function within the mean
ing of § 7871(b) that is customarily 
performed by state and local govern
ments with general taxing powers, 
and the purchases of gasoline and 
diesel fuel for use by the tribal gov
ernment of S in providing those ser
vices is in furtherance of those gov
ernmental functions. With respect to 
those activities, the tribal government 
of S is treated as a state under 
§ 7871(a)(2) for purposes of the taxes 
imposed under chapter 32. Therefore, 
gasoline wholesale distributors and 
diesel fuel ultimate vendors may sell 
the fuel tax free to the tribal govern
ment of S for those purposes and 
claim a credit or payment under 
§§ 6416(a)(4) and 6427(1) equal to the 
tax previously paid. 

Example 2-(i) Facts. T is a feder
ally recognized Indian tribe. The trib
al government of T purchases gaso
line and diesel fuel for resale at a 
retail service station located on Indian 
lands. 

(ii) Analysis. There is no exemption 
that would allow a state (or an Indian 
tribal government) to purchase fuel 
tax free for resale to consumers. 
Therefore, gasoline wholesale distrib
utors and diesel fuel ultimate vendors 
may not sell the fuel tax free to the 
tribal government of S for resale to 
consumers or claim a credit or pay
ment equal to the tax previously paid. 

Example 3-0) Facts. U is a feder
ally recognized Indian tribe. The trib
al government of U manufactures and 
sells archery and sport fishing equip
ment to a sporting goods company. 
The equipment is manufactured to 
the sporting goods company's specifi
cations and includes articles subject 
to federal excise tax, such as com
pound and recurve target and hunting 
bows, arrows with graphite or fiber
glass shafts, fishing rods, and artifi
cial lures. 

(ii) Analysis. Section 4161 (a part 
of chapter 32) imposes taxes on the 
sale by the manufacturer, producer, 
or importer of certain sporting goods, 
including bows, arrows, fishing rods, 
and artificial lures. Section 4221(a)(4) 
provides that no manufacturers excise 
tax shall be imposed under § 4161 on 
the sale to a state or local government 
for the exclusive use of a state or 
local government. 

Under § 7871(a)(2), Indian tribal 
governments are to be treated as 
states for purposes of exemption 
from, credit or refund of, or payment 
with respect to, the tax imposed on 
archery and fishing equipment under 
§ 4161. The exemption for states 
from taxes imposed under chapter 32 
applies only to sales to states for their 
exclusive use. However, a state would 
not be exempt from tax on its sales of 
taxable archery and fishing equipment 
of its manufacture. See State of New 
York v. United States, 326 V.S. 572 
(1946) (federal excise tax on the sale 
of mineral water was constitutionally 
valid as applied to sales of water 
from Saratoga Springs by the State of 
New York). Therefore, the tribal gov
ernment of U is subject to manufac
turers excise tax on its sales of tax
able sporting goods. 

Example 4-(i) Facts. V is a feder
ally recognized Indian tribe. The trib
al government of V owns and oper
ates (either directly or through a 
management company) a casino that 
is open to the general public. As part 
of the casino's gaming activities, it 



conducts a lottery and pull-tab opera
tion. 

(ii) Analysis. Section 4401 (a)(1) 
(a part of chapter 35) imposes an 
excise tax equal to 0.25 percent of 
the amount of the wager on any 
wager authorized under the law of 
the state in which accepted. Section 
4411(a) (also a part of chapter 35) 
imposes a special tax to be paid 
by each person who is liable for the 
tax imposed under § 4401(a)(l) or 
who is engaged in receiving wagers 
for or on behalf of any person so 
liable. Section 4402(3) provides that 
no tax shall be imposed by this sub
chapter on any wager placed in a 
sweepstakes, wagering pool, or lottery 
that is conducted by an agency of a 
state acting under authority of state 
law, but only if the wager is placed 
with the state agency conducting the 
sweepstakes, wagering pool, or lot-
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tery, or with its authorized employees 
or agents. 

Section 4421 provides that the term 
"wager" means any wager with re
spect to a sports event or a contest 
placed with a person engaged in the 
business of accepting the wagers, any 
wager placed in a wagering pool with 
respect to a sports event or a contest, 
if the pool is conducted for profit, 
and any wager placed in a lottery 
conducted for profit. The term "lot
tery" includes the numbers game, 
policy, and similar types of wagering. 
The term does not include any game 
of a type in which usually the wagers 
are placed, the winners are deter
mined, and the distribution of prizes 
or other property is made, in the 
presence of all persons placing wagers 
in the game. See Rev. Rul. 57-258, 
1957-1 C.B. 418, which holds that a 
pull-tab game is a form of lottery. 

Section 7871 

The taxes imposed under chapter 
35 are not included under 
§ 7871(a)(2) and, therefore, Indian 
tribal governments are not treated as 
states under § 7871 with respect to 
wagering taxes. Thus, even though a 
wager placed with a lottery conducted 
by a state agency operating under 
state law would not be subject to tax, 
a wager placed with a lottery con
ducted by the tribal government of V 
is subject to tax. The holding of this 
example is not affected by § 20(d) of 
the Indian Gaming Regulatory Act, 
25 U.S.C. § 2719(d), which provides 
that Indian tribes shall be treated as 
states for purposes of reporting and 
withholding taxes on winnings from 
gaming activities. 

ADDITIONAL TAXES 

For the income tax treatment of 
Indian tribal entities, see Rev. Rul. 
94-16, 1994-1 C.B. 19. 

Summary of the federal excise tax treatment of Indian tribes under IRC section 7871(a)(2) and other provisions I 

Code Section(s) 

4001 
Tax on Luxury Vehicles 

4041, 4081, 4091 
Taxes on Special Fuel, Gasoline, Die
sel Fuel, Aviation Fuel, and Com
pressed Natural Gas 

4042 
Tax on Fuel Used in Commercial 
Transportation on Inland Waterways 
4051 
Retail Tax on Heavy Vehicles 

4064 
Tax on Gas Guzzler Automobiles 

Application to States 

No categorical exemption. Exemp
tion for exclusive use in police, fire
fighting, search and rescue, or other 
law enforcement or public safety 
activities, or public works activities. 
§ 4001 (d). 

No tax on sales for the exclusive use 
of a state (accomplished by tax-free 
sale or by refund). §§ 4041 (g)(2), 
6416(a)(4) and (b)(2), 6427(1). Sales 
or resales by state for non-exempt 
uses are subject to tax. 
Exempt. § 4042(c)(3). 

No tax on sales for the exclusive use 
of a state (accomplished by tax-free 
sale or by refund). §§ 4221 (a)(2), 
6416(b)(2). Sales to a state under a 
resale agreement may be subject to 
tax. 
No categorical exemption, but cer
tain vehicles sold for use and used 
by states for law enforcement or 
emergency purposes are exempt. 
§ 4064(b)( 1)( C). 

Application to Indian Tribes 

Same as states, but limited to essen
tial governmental functions. 

Same as states, but limited to essen
tial governmental functions. 

Same as states, but limited to essen
tial governmental functions. 

Same as states, but limited to essen
tial governmental functions. 

Same as states, but limited to essen
tial governmental functions. 

1994-2 C.B. 413 



Section 7871 

Code Section(sj 

4071 
Tax on Heavy Tires 

4121 
Tax on Coal 

4131 
Tax on Vaccines 

4161 
Tax on Sport Fishing Equipment and 
Bows and Arrows 

4181 
Manufacturers Tax on Firearms. 2 

4251 
Tax on Communications 

4261, 4271 
Tax on Air Transportation of Persons 
or Property 

4371 
Tax on Foreign Insurance 

4401, 4411 
Wagering and Occupational Taxes 

4461 
Harbor Maintenance Tax3 

4471 
Tax on Transportation by Water 

4481 
Heavy Vehicle Use Tax 
4611 
Tax on Petroleum 

4661 
Tax on Certain Chemicals 
4671 
Tax on Certain Imported Substances 
4681 
Tax on Ozone-depleting Chemicals 

5001, 5041, 5051 
Taxes on Distilled Spirits, Wine and 
Beer2 

5081, 5091, 5111, 5121 
Occupational Taxes on Manufacture 
and Sale of Liquors2 
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Application to States 

No tax on sales for the eXclusive use 
of a state (accomplished by tax-free 
sale or by refund). §§ 4221 (a)(2), 
6416(b)(2). 

No exemption. § 4221(a). 

No exemption. § 4221(a). 

No tax on sales for the exclusive use 
of a state (accomplished by tax-free 
sale or by refund). §§ 4221(a)(2), 
6416(b)(2). 

No tax on sales for the exclusive use 
of a state (accomplished by tax-free 
sale or by refund). §§ 4221 (a)(2) , 
6416(b )(2). 

No tax is imposed on any amount 
paid for communications facilities or 
services furnished to a state. 
§ 4253(i). 

No exemption. 

Policies issued to states are taxable, 
but if issued in the exercise of an 
essential governmental function the 
state is not liable. Rev. Rul. 56-259, 
1956-1 C.B. 530. 

No categorical exemption. Specific 
exemption for state conducted lot
teries. § 4402(3). 

No categorical exemption, but an 
exemption is provided for ferries. 
§ 4462(a)(4). 

No tax on any voyage on any vessel 
owned or operated by a state. 
§ 4472(1). 

Exempt. § 4483(a). 

No exemption. 

No exemption. 

No exemption. 

No exemption. 

No exemption 

No exemption, but limitation on 
number of special taxes required to 
be paid. 

Application to Indian Tribes 

Same as states, but limited to essen
tial governmental functions. 

No exemption. 

No exemption. 

Same as states, but limited to essen
tial governmental functions. 

Same as states, but limited to essen
tial governmental functions. 

Same as states, but limited to essen
tial governmental functions. 

No exemption. 

No comparable exemption. 

No exemption for tribal governments 
as such, but specific classes of wagers 
(for example, para-mutual wagers) 
may be exempt. § 4402(1). 

Same as states. 

No comparable exemption. 

Same as states, but limited to essen
tial governmental function. 

No exemption. 

No exemption. 

No exemption. 

No exemption. 

No exemption. 

No exemption. 



Code Section(s) 

5701 
Taxes on Tobacco Products2 

5731 
Occupational Taxes on Manufacturers 
of Tobacco Products, Cigarette Pa
pers and Tubes, and on Export Ware
house Proprietors2 

5801,5811, 5821 
Taxes on Machine Guns, Destructive 
Devices, and Certain Other Firearms2 

Application to States 

No exemption. 

No exemption. 

No tax on the transfer of a firearm 
to, or making of a firearm by or 
for, a state. § 5823. 

Section 7872 

Application to Indian Tribes 

No exemption. 

No exemption. 

No comparable exemption. 

1. This summary does not address any of the excise taxes under chapters 39, 41, 42, 43, 44, 46, or 47. 
2. Administered by the Bureau of Alcohol, Tobacco, and Firearms. 
3. Administered by the U.S. Customs Service. 

Section 7872.-Treatment of Loans 
with Below-Market Interest Rates 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of July 1994. See Rev. Rul. 94-44, 
page 190. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of August 1994. See Rev. Rul. 
94-50, page 192. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of September 1994. See Rev. Rul. 
94-55, page 193. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of October 1994. See Rev. Rul. 
94-61, page 194. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of November 1994. See Rev. Rul. 
94-67, page 196. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of December 1994. See Rev. Rul. 
94-73, page 197. 

31 CFR 10.0: Scope of part. 

T.D.8545 

DEPARTMENT OF THE TREASURY 
31 CFR Part 10 

Regulations Governing the Practice 
of Attorneys, Certified Public 
Accountants, Enrolled Agents, and 
Enrolled Actuaries Before the 
Internal Revenue Service 

AGENCY: Office of the Secretary, 
Department of the Treasury. 

ACTION: Final regulations. 

SUMMAR Y: This document contains 
final regulations under 31 CFR part 
10 governing the practice of individu
als before the IRS. These regulations 
affect individuals who are eligible to 
practice before the IRS. These regula
tions establish tax return preparation 
standards and prescribe the circum
stances under which a practitioner 
may be disciplined for violating those 
standards, limit the use of contingent 
fees for preparing tax returns, clarify 
that certain of the existing restrictions 
governing limited practice before the 
IRS apply to all individuals who are 
eligible to engage in limited practice 
before the IRS, establish expedited 
proceedings to suspend individuals 
from practice before the IRS in cases 
in which certain determinations have 
been made by independent bodies, 
and permit attorneys and certified 
public accountants in good standing 
to obtain or retain enrolled agent 
status. 

EFFECTIVE DATE: These regula
tions are effective Juen 20, 1994. 

SUPPLEMENTARY 
INFORMATION: 

Background 

On October 8, 1992, the Depart
ment of the Treasury published in the 
Federal Register proposed amend
ments to the regulations governing 
practice before the IRS (57 FR 46356 
[IA-20-92, 1992-2 C.B. 741]). The 
regulations are in subtitle A, part 10, 
of title 31 of the Code of Federal 
Regulations and have been reprinted 
as Treasury Department Circular No. 
230 (Circular 230). A public hearing 
was held on December 16, 1992. A 
number of comments were received in 

response to the proposed amend
ments. After careful consideration of 
the comments received, the regula
tions are adopted as revised by this 
Treasury decision. 

Explanation of Changes 

I. Return Preparation Standards and 
Related Disciplinary Standard 

A. Standards of Conduct 
The proposed regulations included 

new return preparation standards for 
attorneys, certified public accoun
tants, enrolled agents and enrolled 
actuaries (practitioners). These stan
dards would modify Circular 230 to 
reflect more closely the standards for 
return preparers under section 6694 
of the Internal Revenue Code of 1986 
(Code) and professional guidelines. 

Under the proposed regulations, a 
practitioner may not sign a return as 
a preparer if the practitioner deter
mines that the return contains a posi
tion that does not have a realistic 
possibility of being sustained on its 
merits (the realistic possibility stan
dard), unless the position is not frivo
lous and is adequately disclosed to 
the IRS. In addition, a practitioner 
may not advise a client to take a 
position on a return, or prepare the 
portion of a return on which a posi
tion is taken, unless the practitioner 
determines that the position satisfies 
the realistic possibility standard or the 
position is not frivolous and the prac
titioner advises the client to adequate
ly disclose the position. 

One commentator suggested delet
ing the language in the first sentence 
of § 1O.34(a)(1) of the proposed regu
lations, which prohibited a practition
er from signing a return without dis
closure if the practitioner determined 
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that the return contained a positlOn 
that did not satisfy the realistic possi
bility standard. The commentator as
serted that the practitioner should not 
be subject to discipline under Circular 
230 if the return position resulted 
from reasonable reliance on another 
preparer. 

Treasury does not believe it is ap
propriate to alter the standard of 
conduct in § 1O.34(a), which general
ly conforms to the rules of section 
6694. In addition, the commentator's 
concern is addressed by the standard 
of discipline of § 10.34(b). Under this 
standard, only violations of § 10.34 
that are willful, reckless, or grossly 
incompetent will be subject to disci
pline. See Standard of Discipline, be
low. 

Another commentator stated that a 
signing preparer should only be re
quired to advise disclosure of (rather 
than actually disclose) a return posi
tion that did not satisfy the realistic 
possibility standard. This commenta
tor added that Circular 230 should 
not distinguish between the not frivo
lous and realistic possibility standards 
because, in the commentator's view, 
they are identical. 

To promote consistency in disclo
sure standards, the Circular 230 dis
closure rules are patterned after the 
section 6694 rules and, therefore, a 
signing preparer must actually dis
close (rather than merely advise dis
closure of) non frivolous return posi
tions that do not satisfy the realistic 
possibility standard. Because Treasury 
believes the realistic possibility stan
dard is distinct from the not frivolous 
standard, these amendments to Circu
lar 230 also distinguish between these 
two standards. 

The Omnibus Budget Reconcilia
tion Act of 1993 (the OBRA '93) 
made certain changes to the accuracy
related penalty in section 6662 of the 
Code. The OBRA '93 raised the dis
closure standard for purposes of the 
penalties for disregarding rules or reg
ulations or a substantial understate
ment of income tax from "not frivo
lous" to "reasonable basis". Also, 
the OBRA '93 eliminated the disclo
sure exception for the negligence pen
alty. The IRS published temporary 
regulations § 1.6662-7T in the Feder
al Register to implement these chang
es. See 59 FR 12547 (March 17, 1994) 
and 59 FR 14749 (March 30, 1994) 
[T.D. 8533, 1994-1 C.B. 307]. These 
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changes narrow the opportunities to 
avoid an accuracy-related penalty by 
disclosing a return position. In view 
of these changes, these final regula
tions require non-signing practitioners 
to advise their clients of any opportu
nity to avoid such a penalty by dis
closing a position (rather than to 
disclose the position). 

Under § 1O.34(a)(2) of the pro
posed regulations, a practitioner who 
advises a client on a position to be 
taken on a return, or who signs or 
prepares a return, must inform the 
client of the penalties reasonably like
ly to apply to the client with respect 
to the position. One commentator 
contended that the requirement that a 
practitioner apprise its client of penal
ties reasonably likely to apply in
trudes on the practitioner-client rela
tionship and should be deleted. An
other commentator stated that the 
requirement was too lenient and 
should be strengthened by requiring 
practitioners to give their clients writ
ten notice of penalties reasonably 
likely to apply. 

Treasury believes that informing 
clients of penalties reasonably likely 
to apply with respect to return posi
tions is an important component of a 
practitioner's duty to his or her cli
ent. Accordingly, these final regula
tions retain this requirement. The fi
nal regulations, however, do not 
require practitioners to give the penal
ty advice in writing. Treasury believes 
that preserving flexibility as to the 
form in which practitioners advise 
their clients promotes client under
standing of the advice and discourag
es the use of possibly confusing boi
lerplate language. 

Under the proposed regulations, a 
position satisfies the realistic possibili
ty standard if a reasonable and well
informed analysis by a person knowl
edgeable in the tax law would lead 
such a person to conclude that the 
position has approximately a one in 
three, or greater, likelihood of being 
sustained on its merits. Several com
mentators stated that the one-in-three 
formulation of the realistic possibility 
standard should not be used for pur
poses of Circular 230. A common 
criticism was that the test is inherent
ly difficult to administer. 

The one-in-three test has been 
adopted for preparers under section 
6694. Adopting a different formula
tion of the realistic possibility stan-

dard in Circular 230 would lead to 
unnecessary confusion. In addition, 
quantification of the realistic possibil
ity standard helps to prevent its ero
sion. For these reasons, the sugges
tion of some commentators to 
eliminate the one-in-three test was not 
adopted. 

For purposes of determining wheth
er the realistic possibility standard is 
satisfied, the proposed regulations 
provide that the authorities that may 
be taken into account under 26 CFR 
1.6662-4(d)(3)(iii) for purposes of the 
substantial understatement penalty 
also may be taken into account for 
purposes of Circular 230. Some com
mentators suggested expanding the 
permissible authorities to include 
well-reasoned treatises, articles in rec
ognized professional tax publications, 
and other reference tools commonly 
used by practitioners. 

Treasury believes that the determi
nation of whether the realistic possi. 
bility standard is satisfied for pur
poses of Circular 230 (as well as 
section 6694) should be grounded in 
laws enacted by politically authorized 
decisionmakers, not in interpretations 
of those laws in secondary source 
materials. Thus, the suggestion was 
not adopted. Even though secondary 
sources are not authorities for Circu
lar 230 purposes, practitioners may 
rely in preparing returns on applica
ble authorities underlying the conclu
sions in those sources. 

B. Standard of Discipline 
Under the proposed standard of 

discipline, only violations of § 10.34 
that are willful, reckless, or a result 
of gross incompetence will subject a 
practitioner to suspension or disbar
ment from practice before the IRS. 
The proposed regulations further pro
vide that a pattern of conduct is a 
factor that will be taken into account 
in determining whether a practitioner 
acted recklessly or with gross incom
petence. 

A commentator suggested that the 
standard of discipline for § 10.34 be 
amended to provide that only a pat
tern of conduct will subject a practi
tioner to discipline. This suggestion 
would permit practitioners to violate 
the new return preparation standard 
of Circular 230 at least once without 
being subject to discipline by the 
Director of Practice. Treasury does 
not believe it is appropriate for Circu
lar 230 to countenance improper con-



duct, or to establish a more lenient 
standard of discipline in the return 
preparation context than in other Cir
cular 230 contexts not requiring a 
pattern of conduct to impose disci
pline. Accordingly, this suggestion 
was not adopted. 

One commentator recommended 
that a general reasonable cause and 
good faith exception be expressly in
corporated into the standard of disci
pline for § 10.34 of Circular 230. 
Some commentators also asked for a 
more limited reasonable cause and 
good faith exception for reasonable 
reliance on the advice of another 
practitioner. The existing standard of 
discipline eliminates the need for an 
express reasonable cause and good 
faith exception in that willful, reck
less, or grossly incompetent violations 
of Circular 230 are inconsistent with 
reasonable cause and good faith. 
Therefore, these suggestions were not 
adopted. 

II. Contingent Fees 

The proposed regulations ban con
tingent fees for preparing a return 
except in the case of certain claims 
for refund. Under the proposed regu
lations, a practitioner may charge a 
contingent fee for preparing a claim 
for refund if the practitioner reason
ably anticipates, at the time the claim 
is filed, that the claim will be denied 
by the IRS and subsequently litigated 
by the client. 

A number of comments were re
ceived concerning the proposed rule 
on contingent fees. Some commenta
tors expressed concerns about the ad
ministrability of the portion of the 
rule involving claims for refund. 
These commentators noted that it 
may be difficult to anticipate whether 
the IRS will deny a claim and wheth
er a client will choose to litigate the 
claim if it is denied. They also assert
ed that a claim's prospects for being 
denied should be evaluated at the 
time of the fee arrangement, rather 
than at the time the claim is filed. 

Other commentators questioned the 
need for additional rules in Circular 
230 regulating fees at all. These com
mentators suggested that the preparer 
and accuracy-related penalties provide 
adequate safeguards against overly
aggressive positions, that the pro
posed rule is broader than necessary 
to counter any use of contingent fee 
arrangements to exploit the "audit 

lottery," and that the proposed rule 
could interfere with reasonable com
mercial relationships. 

Treasury continues to believe that a 
rule restricting contingent fees for 
preparing tax returns supports volun
tary compliance with the tax laws by 
discouraging return positions that ex
ploit the audit selection process. In 
response to comments received, the 
proposed contingent fee rule has been 
modified in the final regulations to 
permit contingent fees for claims for 
refund (other than claims for refund 
made on original returns) or for 
amended returns if the practitioner 
reasonably anticipates, at the time the 
fee arrangement is entered into, that 
the return will receive substantive re
view by the IRS. This determination 
will be made on a case-by-case basis. 
Like the proposed rule, the final rule 
bans contingent fees for preparing 
original returns. 

III. Restrictions on Individuals En
gaging in Limited Practice 

The proposed regulations generally 
required that all non-practitioners 
who engage in limited practice before 
the IRS under § 10.7 uphold the 
same standards as practitioners and 
simplified the structure of that sec
tion. In response to a comment, the 
final regulations clarify ambiguous 
wording in § 1O.7(c)(I)(vii) of the 
proposed regulations, which relates to 
representation outside of the United 
States. The change makes clear that a 
non practitioner may represent a tax
payer before personnel of the IRS 
who are located outside of the United 
States, regardless of where the tax
payer is located. 

Another commentator asked that 
§ 1O.7(c)(1)(viii), which relates to rep
resentation before the Examination 
Division by a preparer, be clarified by 
substituting "as the preparer" for 
"on behalf of the taxpayer". This 
change, which is not substantive in 
nature, is adopted by the final regula
tions. 

IV. Expedited Suspensions From 
Practice Before the Service in Cer
tain Cases 

The proposed regulations added a 
new section permitting the Director of 
Practice to commence an expedited 
proceeding leading to a practitioner's 
suspension from practice before the 
Service in those instances in which an 
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independent authority already has de
termined that the practitioner has en
gaged in serious misconduct. Some 
commentators recommended against 
adopting the expedited suspension 
provision. These commentators ar
gued that an expedited suspension 
violates an individual's due process 
rights and constitutes an abuse of the 
Director of Practice's authority. Al
ternatively, it was suggested that: 1) 
an expedited suspension be deferred if 
the individual requests a hearing be
fore an Administrative Law Judge; 2) 
the Director be required to take addi
tional steps to ensure that the com
plaint in an expedited suspension pro
ceeding is properly served; and 3) the 
respondent in such a proceeding be 
given additional time to respond to 
the Director's complaint and not be 
deemed to have waived his or her 
right to a conference if the respon
dent's answer is not timely filed. 

The acts giving rise to an expedited 
suspension, such as loss of profes
sional license for misconduct or con
viction of certain felonies, constitute 
disreputable conduct under Circular 
230. Title 31, section 330(b) of the 
United States Code requires only that 
a representative who engages in dis
reputable conduct be given notice and 
an opportunity for a proceeding prior 
to being suspended from practice be
fore the IRS. The expedited suspen
sion procedures comply with these 
and general due process requirements 
by providing a practitioner with rea
sonable notice of the grounds for any 
proposed suspension and an opportu
nity to be heard by the Director of 
Practice before the suspension takes 
effect. 

The expedited suspension provision 
has been carefully drafted to apply 
only in limited circumstances, mini
mize any opportunities for abuse, and 
provide individuals with adequate 
procedural safeguards. For these rea
sons and considering Treasury's inter
est in expeditiously handling these 
cases, the commentators' recommen
dations on this section of Circular 
230 generally were not adopted. How
ever, in response to the comments, 
the time for responding to a com
plaint has been increased to 30 days. 
In addition, the scheduling require
ments for a conference with the Di
rector of Practice are relaxed and 
clarified. Under the final regulations, 
the conference with the Director of 
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Practice may be held no sooner than 
14 calendar days after the answer is 
required to be filed, rather than 30 
calendar days after the complaint is 
served, unless the respondent agrees 
to an earlier date. The final regula
tions also provide that a practitioner's 
loss of his or her professional license 
solely due to a failure to pay a 
professional licensing fee will not 
constitute grounds for an expedited 
suspension. The section has been re
numbered and conforming changes 
made to comply with the require
ments of the Federal Register. 

V. Other Matters 

A. "Return" 
One commentator asked that the 

definition of "return" of tax in 
§ 10.2(g) be revised to explicitly state 
that a return includes an amended 
return. To eliminate any confusion on 
this point, the final regulations incor
porate this recommendation. 

B. "Reckless Conduct" 
One commentator requested assur

ances that changes to the definition 
of "reckless conduct" in § 10.510) 
were not intended to substantively 
change that provision. Other com
mentators asked that the words 
"highly unreasonable omission" be 
eliminated or replaced with other 
words. 

The proposed changes to the defini
tion of "reckless conduct" were in
tended to streamline that definition 
without changing its substance. Ac
cordingly, there is no substantive sig
nificance to eliminating the words 
"merely simple or inexcusable negli
gence" or to substituting "should 
observe under the circumstances" for 
"is either known or is so obvious that 
the competent practitioner must or 
should have been aware of it." Be
cause no substantive change is intend
ed, substantive wording changes sug
gested by commentators to the 
proposed definition were not adopt
ed. 

C. Comments Outside the Scope of 
the Project 

Additional comments were not 
adopted because they were beyond 
the scope of the regulations project. 
These included: 1) altering the defini
tion of "practice bdore the Internal 
Revenue Service" in § 1O.2(e); 2) ex
tending the practice standards to 
commercial return preparers; 3) re
quiring a return preparer who is rep-
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resenting a taxpayer on audit to with
draw from the representation if a 
conflict of interest arises; 4) prescrib
ing burdens of proof in disciplinary 
proceedings (which generally are gov
erned by the Administrative Proce
dure Act, 5 U.S.c. section 551 et. 
seq.); and 5) permitting a temporary 
or part-time employee who is not a 
practitioner to represent an employer, 
partnership, corporation, or trust un
der the limited practice rules. 

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 
Flexibility Act (5 U.S.C. chapter 6) 
do not apply to these regulations and, 
therefore, a final Regulatory Flexibili
ty Analysis is not required. Pursuant 
to section 7805(f) of the Internal 
Revenue Code, the notice of pro
posed rulemaking for the regulations 
was submitted to the Chief Counsel 
for Advocacy of the Small Business 
Administration for comment on its 
impact on small business. 

* * * * * 
Amendments to the Regulations 

Accordingly, 31 CFR part 10 is 
amended as follows: 

Part 10-PRACTICE BEFORE THE 
INTERNAL REVENUE SERVICE 

Paragraph 1. The authority citation 
for subtitle A, part 10 continues to 
read as follows: 

Authority: Sec. 3, 23 Stat. 258, 
secs. 2-12, 60 Stat. 237 et. seq.; 5 
U.S.C. 301, 500, 551-559, 31 U.S.C. 
1026; Reorg. Plan No. 26 of 1950, 15 
FR 4935, 64 Stat. 1280, 3 CFR, 
1949-1953 Comp., p. 1017. 
§§ 10.7 and 1O.33(d) also issued un
der 31 U.S.c. 321 and 330. 

Par. 2. Section 10.0 is revised to 
read as follows: 

§ 10.0 Scope of part. 

This part contains rules governing 
the recognition of attorneys, certified 
public accountants, enrolled agents, 
and other persons representing clients 
before the Internal Revenue Service. 
SUbpart A of this part sets forth rules 

relating to authority to practice be
fore the Internal Revenue Service; 
subpart B of this part prescribes the 
duties and restrictions relating to such 
practice; subpart C of this part con
tains rules relating to disciplinary 
proceedings; subpart D of this part 
contains rules applicable to disqualifi
cation of appraisers; and Subpart E 
of this part contains general provi
sions, including provisions relating to 
the availability of official records. 

Par. 3. Section 10.2 is revised to 
read as follows: 

§ 10.2 Definitions. 

As used in this part, except where 
the context clearly indicates other
wise: 

(a) Attorney means any person 
who is a member in good standing of 
the bar of the highest court of any 
State, possession, territory, Common
wealth, or the District of Columbia. 

(b) Certified Public Accountant 
means any person who is duly quali· 
fied to practice as a certified public 
accountant in any State, possession, 
territory, Commonwealth, or the Dis
trict of Columbia. 

(c) Commissioner refers to the 
Commissioner of Internal Revenue. 

(d) Director refers to the Director 
of Practice. 

(e) Practice before the Internal 
Revenue Service comprehends all 
matters connected with a presentation 
to the Internal Revenue Service or 
any of its officers or employees relat
ing to a client's rights, privileges, or 
liabilities under laws or regulations 
administered by the Internal Revenue 
Service. Such presentations include 
preparing and filing necessary docu
ments, corresponding and communi
cating with the Internal Revenue Ser
vice, and representing a client at 
conferences, hearings, and meetings. 

(f) Practitioner means any individ
ual described in § 10.3(a), (b), (c), or 
(d) of this part. 

(g) A return includes an amended 
return and a claim for refund. 

(h) Service means the Internal Rev
enue Service. 

Par. 4. Section 10.3 is amended by 
revising paragraphs (a), (b), (e), and 
(f) to read as follows: 

§ 10.3 Who may practice. 

(a) Attorneys. Any attorney who is 
not currently under suspension or dis
barment from practice before the In-



ternal Revenue Service may practice 
before the Service upon filing with 
the Service a written declaration that 
he or she is currently qualified as an 
attorney and is authorized to repre
sent the particular party on whose 
behalf he or she acts. 

(b) Certified public accountants. 
Any certified public accountant who 
is not currently under suspension or 
disbarment from practice before the 
Internal Revenue Service may practice 
before the Service upon filing with 
the Service a written declaration that 
he or she is currently qualified as a 
certified public accountant and is au
thorized to represent the particular 
party on whose behalf he or she acts. 
* * * * * 

(e) Others. Any individual qualify
ing under § 1O.5(c) or § 10.7 is eligi
ble to practice before the Internal 
Revenue Service to the extent provid
ed in those sections. 

(0 Government officers and em
ployees, and others. An individual, 
including an officer or employee of 
the executive, legislative, or judicial 
branch of the United States Govern
ment; officer or employee of the 
District of Columbia; Member of 
Congress; or Resident Commissioner, 
may not practice before the Service if 
such practice would violate 18 U .S.C. 
203 or 205. 
* * * * * 

§ 10.4 [Amended] 

Par. 5. Section 10.4 is amended by 
removing paragraph (d). 

Par. 6. Section 10.7 is amended by: 
1. Revising the heading and text as 

set forth below. 
2. Removing the authority that ap

pears at the end of the section. 

§ 10.7 Representing oneself; 
participating in rulemaking; limited 
practice; special appearances; and 
return preparation. 

(a) Representing oneself. Individu
als may appear on their own behalf 
before the Internal Revenue Service 
provided they present satisfactory 
identification. 

(b) Participating in rulemaking. In
dividuals may participate in rule
making as provided by the Adminis
trative Procedure Act. See 5 U.S.C. 
553. 

(c) Limited practice-(l) In gener
al. Subject to the limitations in para
graph (c)(2) of this section, an indi-

vidual who is not a practitioner may 
represent a taxpayer before the Inter
nal Revenue Service in the circum
stances described in this paragraph 
(c)(l), even if the taxpayer is not 
present, provided the individual 
presents satisfactory identification 
and proof of his or her authority to 
represent the taxpayer. The circum-. 
stances described in this paragraph 
(c)(l) are as follows: 

(i) An individual may represent a 
member of his or her immediate fam
ily. 

(ii) A regular full-time employee of 
an individual employer may represent 
the employer. 

(iii) A general partner or a regular 
full-time employee of a partnership 
may represent the partnership. 

(iv) A bona fide officer or a regu
lar full-time employee of a corpora
tion (including a parent, subsidiary, 
or other affiliated corporation), asso
ciation, or organized group may rep
resent the corporation, association, or 
organized group. 

(v) A trustee, receiver, guardian, 
personal representative, administra
tor, executor, or regular full-time em
ployee of a trust, receivership, guard
ianship, or estate may represent the 
trust, receivership, guardianship, or 
estate. 

(vi) An officer or a regular em
ployee of a governmental unit, agen
cy, or authority may represent the 
governmental unit, agency, or author
ity in the course of his or her official 
duties. 

(vii) An individual may represent 
any individual or entity before per
sonnel of the Internal Revenue Ser
vice who are outside of the United 
States. 

(viii) An individual who prepares 
and signs a taxpayer's return as the 
preparer, or who prepares a return 
but is not required (by the instruc
tions to the return or regulations) to 
sign the return, may represent the 
taxpayer before officers and employ
ees of the Examination Division of 
the Internal Revenue Service with re
spect to the tax liability of the tax
payer for the taxable year or period 
covered by that return. 

(2) Limitations. 
(i) An individual who is under sus

pension or disbarment from practice 
before the Internal Revenue Service 
may not engage in limited practice 
before the Service under § 1O.7(c)(l). 
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(ii) The Director, after notice and 
opportunity for a conference, may 
deny eligibility to engage in limited 
practice before the Internal Revenue 
Service under § 1O.7(c)(l) to any indi
vidual who has engaged in conduct 
that would justify suspending or dis
barring a practitioner from practice 
before the Service. 

(iii) An individual who represents a 
taxpayer under the authority of 
§ 10. 7(c)(l )(viii) is subject to such 
rules of general applicability regard
ing standards of conduct, the extent 
of his or her authority, and other 
matters as the Director prescribes. 

(d) Special appearances. The Direc
tor, subject to such conditions as he 
or she deems appropriate, may au
thorize an individual who is not oth
erwise eligible to practice before the 
Service to represent another person in 
a particular matter. 

(e) Preparing tax returns and fur
nishing information. An individual 
may prepare a tax return, appear as a 
witness for the taxpayer before the 
Internal Revenue Service, or furnish 
information at the request of the 
Service or any of its officers or em
ployees. 

Par. 7. Section 10.26, paragraph 
(a)(4) is revised to read as follows: 

§ 10.26 Practice by former 
Government employees, their partners 
and their associates. 

(a) * * * 
(4) Practitioner includes any indi

vidual described in § 1O.3(e). 
* * * * * 

Par. 8. Section 10.28 is revised to 
read as follows: 

§ 10.28 Fees. 

(a) Generally. A practitioner may 
not charge an unconscionable fee for 
representing a client in a matter be
fore the Internal Revenue Service. 

(b) Contingent fees for return 
preparation. A practitioner may not 
charge a contingent fee for preparing 
an original return. A practitioner may 
charge a contingent fee for preparing 
an amended return or a claim for 
refund (other than a claim for refund 
made on an original return) if the 
practitioner reasonably anticipates at 
the time the fee arrangement is en
tered into that the amended return or 
claim will receive substantive review 
by the Service. A contingent fee in
cludes a fee that is based on a per-
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centage of the refund shown on a 
return or a percentage of the taxes 
saved, or that otherwise depends on 
the specific result attained. 

Par. 9. Section 10.33, paragraph 
(c)(l) is revised to read as follows: 

§ 10.33 Tax shelter opinions. 

* * * * * 
(c) * * * 
(1) Practitioner includes any indi-

vidual described in § 10.3(e). 
* * * * * 

Par. 10. Section 10.34 is added to 
read as follows: 

§ 10.34 Standards for advising with 
respect to tax return positions and for 
preparing or signing returns. 

(a) Standards of conduct-(1) Re
alistic possibility standard. A practi
tioner may not sign a return as a 
preparer if the practitioner determines 
that the return contains a position 
that does not have a realistic possibil
ity of being sustained on its merits 
(the realistic possibility standard) un
less the position is not frivolous and 
is adequately disclosed to the Service. 
A practitioner may not advise a client 
to take a position on a return, or 
prepare the portion of a return on 
which a position is taken, unless-

(i) The practitioner determines that 
the position satisfies the realistic pos
sibility standard; or 

(ii) The position is not frivolous 
and the practitioner advises the client 
of any opportunity to avoid the 
accuracy-related penalty in section 
6662 of the Internal Revenue Code of 
1986 by adequately disclosing the po
sition and of the requirements for 
adequate disclosure. 

(2) Advising clients on potential 
penalties. A practitioner advising a 
client to take a position on a return, 
or preparing or signing a return as a 
pre parer , must inform the client of 
the penalties reasonably likely to ap
ply to the client with respect to the 
position advised, prepared, or report
ed. The practitioner also must inform 
the client of any opportunity to avoid 
any such penalty by disclosure, if 
relevant, and of the requirements for 
adequate disclosure. This paragraph 
(a)(2) applies even if the practitioner 
is not subject to a penalty with re
spect to the position. 

(3) Relying on information fur
nished by clients. A practitioner ad
vising a client to take a position on a 
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return, or preparing or signing a re
turn as a preparer, generally may rely 
in good faith without verification 
upon information furnished by the 
client. However, the practitioner may 
not ignore the implications of infor
mation furnished to, or actually 
known by, the practitioner, and must 
make reasonable inquiries if the in
formation as furnished appears to be 
incorrect, inconsistent, or incomplete. 

(4) Definitions. For purposes of 
this section: 

(i) Realistic possibility. A position 
is considered to have a realistic possi
bility of being sustained on its merits 
if a reasonable and well-informed 
analysis by a person knowledgeable in 
the tax law would lead such a person 
to conclude that the position has 
approximately a one in three, or 
greater, likelihood of being sustained 
on its merits. The authorities de
scribed in 26 CFR 1.6662-4(d)(3)(iii), 
or any successor provision, of the 
substantial understatement penalty 
regulations may be taken into account 
for purposes of this analysis. The 
possibility that a position will not be 
challenged by the Service (e.g., be
cause the taxpayer's return may not 
be audited or because the issue may 
not be raised on audit) may not be 
taken into account. 

(ii) Frivolous. A position is frivo
lous if it is patently improper. 

(b) Standard of discipline. As pro
vided in § 10.52, only violations of 
this section that are willful, reckless, 
or a result of gross incompetence will 
subject a practitioner to suspension or 
disbarment from practice before the 
Service. 

Par. II. Section 10.50 is revised to 
read as follows: 

§ 10.50 Authority to disbar or 
suspend. 

Pursuant to 31 U.S.c. 330(b), the 
Secretary of the Treasury after notice 
and an opportunity for a proceeding, 
may suspend or disbar any practition
er from practice before the Internal 
Revenue Service. The Secretary may 
take such action against any practi
tioner who is shown to be incompe
tent or disreputable, who refuses to 
comply with any regulation in this 
part, or who, with intent to defraud, 
willfully and knowingly misleads or 
threatens a client or prospective cli
ent. 

Par. 12. Section 10.51, paragraph 
(j) is amended by removing the third 
sentence and adding two sentences in 
its place to read as follows: 

§ 10.51 Disreputable conduct. 

* * * * * 
(j) * * * For purposes of this 

paragraph, reckless conduct is a high
ly unreasonable omission or misrepre
sentation involving an extreme depar
ture from the standards of ordinary 
care that a practitioner should ob
serve under the circumstances. A pat
tern of conduct is a factor that will 
be taken into account in determining 
whether a practitioner acted knowing
ly, recklessly, or through gross in
competence. * * * 

Par. 13. Section 10.52 is revised to 
read as follows: 

§ 10.52 Violation of regulations. 

A practitioner may be disbarred or 
suspended from practice before the 
Internal Revenue Service for any of 
the following: 

(a) Willfully violating any of the 
regulations contained in this part. 

(b) Recklessly or through gross in
competence (within the meaning of 
§ 10.510» violating § 10.33 or 
§ 10.34 of this part. 

Par. 14. In § 10.65, pargraph (a) is 
revised to read as follows: 

§ 10.65 Hearings. 

(a) In general. An Administrative 
Law Judge will preside at the hearing 
on a complaint furnished under 
§ 10.54 for the disbarment or suspen
sion of a practitioner. Hearings will 
be stenographically recorded and 
transcribed and the testimony of wit
nesses will be taken under oath or 
affirmation. Hearings will be con
ducted pursuant to 5 U .S.C. 556. A 
hearing in a proceeding requested un
der § 10.7 6(g) will be conducted de 
novo. 
* * * * * 

Par. 15. Section 10.76 is redesigna-
ted as paragraph (d) of § 10.33 and 
amended by: 

1. Removing the authority that ap
pears at the end of the redesignated 
text. 

2. Removing the language "of this 
part" in both sentences where it ap
pears. 

Par. 16. A new section 10.76 is 
added to read as follows: 



§ 10.76 Expedited suspension upon 
criminal conviction or loss of license 
for cause. 

(a) When applicable. Whenever the 
Director has reason to believe that a 
practitioner is described in paragraph 
(b) of this section, the Director may 
institute a proceeding under this sec
tion to suspend the practitioner from 
practice before the Service. 

(b) To whom applicable. This sec
tion applies to any practitioner who, 
within 5 years of the date a complaint 
instituting a proceeding under this 
section is served-

(1) Has had his or her license to 
practice as an attorney, certified pub
lic accountant, or actuary suspended 
or revoked for cause (not including a 
failure to pay a professional licensing 
fee) by any authority or court, agen
cy, body, or board described in 
§ lO.51(g); or 

(2) Has been convicted of any 
crime under title 26 of the United 
States Code, or a felony under ti
tle 18 of the United States Code 
involving dishonesty or breach of 
trust. 

(c) Instituting a proceeding. A pro
ceeding under this section will be 
instituted by a complaint that names 
the respondent, is signed by the Di
rector, is filed in the Director's of
fice, and is served according to the 
rules set forth in § lO.57(a). The 
complaint must give a plain and con
cise description of the allegations that 
constitute the basis for the proceed
ing. The complaint, or a separate 
paper attached to the complaint, must 
notify the respondent-

(1) Of the place and due date for 
filing an answer; 

(2) That a decision by default may 
be rendered if the respondent fails to 
file an answer as required; 

(3) That the respondent may re
quest a conference with the Director 
to address the merits of the complaint 
and that any such request must be 
made in the answer; and 

(4) That the respondent may be 
suspended either immediately follow
ing the expiration of the period by 
which an answer must be filed or, if a 
conference is requested, immediately 
following the conference. 

(d) Answer. The answer to a com
plaint described in this section must 
be filed no later than 30 calendar 
days following the date the complaint 
is served, unless the Director extends 
the time for filing. The answer must 
be filed in accordance with the rules 
set forth in § lO.58, except as other
wise provided in this section. A re
spondent is entitled to a conference 
with the Director only if the confer
ence is requested in a timely filed 
answer. If a request for a conference 
is not made in the answer or the 
answer is not timely filed, the re
spondent will be deemed to have 
waived his or her right to a confer
ence and the Director may suspend 
such respondent at any time following 
the date on which the answer was 
due. 

(e) Conference. The Director or his 
or her designee will preside at a 
conference described in this section. 
The conference will be held at a place 
and time selected by the Director, 
but no sooner than 14 calendar days 
after the date by which the answer 
must be filed with the Director, un
less the respondent agrees to an ear
lier date. An authorized representa
tive may represent the respondent at 
the conference. Following the confer
ence, upon a finding that the respon
dent is described in paragraph (b) of 
this section, or upon the respondent's 
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failure to appear at the conference 
either personally or through an au
thorized representative, the Director 
may immediately suspend the respon
dent from practice before the Service. 

(f) Dumtion of suspension. A sus
pension under this section will com
mence on the date that written notice 
of the suspension is issued. A practi
tioner's suspension will remain effec
tive until the earlier of the follow
ing-

(1) The Director lifts the suspen
sion after determining that the practi
tioner is no longer described in para
graph (b) of this section or for any 
other reason; or 

(2) The suspension is lifted by an 
Administrative Law Judge or the Sec
retary of the Treasury in a proceeding 
referred to in paragraph (g) of this 
section and instituted under § lO.54. 

(g) Proceeding instituted under 
§ 10.54. If the Director suspends a 
practitioner under this § 10.76, the 
practitioner may ask the Director to 
issue a complaint under § lO.54. The 
request must be made in writing with
in 2 years from the date on which the 
practitioner's suspension commences. 
The Director must issue a complaint 
requested under this paragraph within 
30 calendar days of receiving the 
request. 

§ 10.99 [Removed}. 

Par. 17. Subpart E of part lO is 
amended by removing § lO.99. 

Jean E. Hanson, 
General Counsel. 

(Filed by the Office of the Federal Register on 
June 15, 1994, 12:53 p.m., and published in 
the issue of the Federal Register for June 20, 
1994, 59 F.R. 31523) 
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Part II. Treaties and Tax Legislation 

Subpart A.-Tax Conventions 

United States-Mexico Income Tax 
Convention 

Convention, with protocol, signed 
at Washington on September 18, 
1992; 

Transmitted by the President of the 
United States of America to the Sen
ate on May 20, 1993 (Treaty Doc. 
No. 103-7, 103d Cong., 1st Sess.); 

Reported favorably by the Senate 
Committee on Foreign Relations No
vember 18, 1993 (S. Ex. Rept. No. 
103-20, 103d Cong., 1st Sess.); 

Advice and consent to ratification 
by the Senate November 20, 1993, 
given subject to the following under
standings: 

(a) That the phrase "both Con
tracting States shall apply that lower 
rate" in paragraph 8(b) of the Proto
col is understood to mean that both 
Contracting States agree to promptly 
amend the Convention to incorporate 
that lower rate; and 

(b) That, while Mexico imposes no 
excise tax on insurance premiums 
paid to foreign insurers and has no 
immediate plans to do so, should 
Mexico enact such a tax in the future, 
Mexico will waive such tax on insur
ance premiums paid to insurers resi
dent in the United States. 

Ratifications exchanged December 
28, 1993, confirming the two under
standings referred to above; 

Entered into force December 28, 
1993; effective January 1, 1994, for 
most provisions. 

CONVENTION BETWEEN THE 
GOVERNMENT OF THE UNITED 
STATES OF AMERICA AND THE 
GOVERNMENT OF THE UNITED 

MEXICAN STATES FOR THE 
A VOIDANCE Of' DOUBLE 

TAXATION AND THE 
PREVENTION OF FISCAL 

EV ASION WITH RESPECT TO 
TAXES ON INCOME 

The Government of the United 
States of America and the Govern-

'The text of the convention is contained in the 
pamphlet of the Treaties and Other Internation
al Act Series (TlAS). Senate Report No. 
103-20. page 438, and Treasury Department 
Technical Explanation, page 489, are published. 
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ment of the United Mexican States, 
desiring to conclude a convention for 
the avoidance of double taxation and 
the prevention of fiscal evasion with 
respect to taxes on income, which 
shall hereafter be referred to as the 
"Convention," have agreed as fol
lows: 

ARTICLE 1 
General Scope 

1. This Convention shall apply to 
persons who are residents of one or 
both of the Contracting States, except 
as otherwise provided in the Conven
tion. 

2. The Convention shall not re
strict in any manner any exclusion, 
exemption, deduction, credit, or oth
er allowance now or hereafter ac
corded: 

a) by the laws of either Con
tracting State; or 

b) by any other agreement be
tween the Contracting States. 

3. Notwithstanding any provision 
of the Convention except paragraph 
4, a Contracting State may tax its 
residents (as determined under Article 
4 (Residence», and by reason of citi
zenship may tax its citizens, as if the 
Convention had not come into effect. 
For this purpose, the term "citizen" 
shall include a former citizen whose 
loss of citizenship had as one of its 
principal purposes the avoidance of 
tax, but only for a period of 10 years 
following such loss. 

4. The provisions of paragraph 3 
shall not affect 

a) the benefits conferred by a 
Contracting State under paragraph 2 
of Article 9 (Associated Enterprises), 
under paragraphs l(b) and 3 of Arti
cle 19 (Pensions, Annuities, Alimony, 
and Child Support), and under Arti
cles 22 (Exempt Organizations), 24 
(Relief From Double Taxation), 25 
(Non-Discrimination), and 26 (Mutual 
Agreement Procedure); and 

b) the benefits conferred by a 
Contracting State under Articles 20 
(Government Service), 21 (Students), 
and 28 (Diplomatic Agents and 
Consular Officers), upon individuals 
who are neither citizens of, nor 
lawful permanent residents in, that 
State. 

ARTICLE 2 
Taxes Covered by the Convention 

1. This Convention applies to in
come taxes imposed by each of the 
Contracting States. 

2. There shall be regarded as taxes 
on income all taxes imposed on total 
income or any part of income, includ
ing tax on gains derived from the 
alienation of movable or immovable 
property. 

3. The existing taxes to which this 
Convention shall apply are: 

a) in the United States: the Fed
eral income taxes imposed by the 
Internal Revenue Code (but excluding 
the accumulated earnings tax, the per
sonal holding company tax, and so
cial security taxes), and the excise 
taxes imposed on insurance premiums 
paid to foreign insurers and the excise 
taxes with respect to private founda· 
tions to the extent necessary to imple
ment the provisions of paragraph 4 of 
Article 22 (Exempt Organizations). 
The Convention shall, however, apply 
to the excise taxes imposed on insur
ance premiums paid to foreign insur
ers only to the extent that the risks 
covered by such premiums are not 
reinsured with a person not entitled 
to exemption from such taxes under 
this or any other convention which 
applies to these taxes. 

b) in Mexico: the income tax im
posed by the Income Tax Law. 

4. The Convention shall apply also 
to any identical or substantially simi
lar taxes which are imposed after the 
date of signature of the Convention 
in addition to, or in place of, the 
existing taxes. The competent authori
ties of the Contracting States shall 
notify each other of any significant 
changes which have been made in 
their respective taxation laws and of 
any official published material con
cerning the application of the Con
vention, including explanations, regu
lations, rulings, or judicial decisions. 

ARTICLE 3 
General Definitions 

1. For the purposes of this Con
vention, unless the context otherwise 
requires, it is understood that: 

a) the term "person" includes an 
individual or legal person, including a 
company, a corporation, a trust, a 



partnership, an association, an estate, 
and any other body of persons; 

b) the term "company" means 
any body corporate or any entity 
which is treated as a body corporate 
for tax purposes; 

c) the terms "enterprise of a 
Contracting State" and "enterprise of 
the other Contracting State" mean, 
respectively, an enterprise carried on 
by a resident of a Contracting State 
and an enterprise carried on by a 
resident of the other Contracting 
State; 

d) the term "international traf
fic" means any transport by a ship or 
aircraft, except when such transport 
is solely between places in the other 
Contracting State; 

e) the term "competent authori
ty" means: 

(i) in the United States, the 
Secretary of the Treasury or his au
thorized representative; and 

(ii) in Mexico, the Ministry of 
Finance and Public Credit; 

f) the term "United States" 
means the United States as defined in 
the Internal Revenue Code; 

g) the term "Mexico" means 
Mexico as defined in the Federal 
Fiscal Code; 

h) the term "national" means 
(i) any individual possessing 

the nationality of a Contracting State; 
and 

(ii) any legal person, associa
tion, or other entity deriving its status 
as such from the law in force in a 
Contracting State. 

2. As regards the application of the 
Convention by a Contracting State, 
any term not defined therein shall, 
unless the context otherwise requires, 
have the meaning which it has under 
the laws of that State concerning the 
taxes to which the Convention applies. 

ARTICLE 4 
Residence 

1. For the purposes of this Con
vention, the term "resident of a Con
tracting State" means any person 
who, under the laws of that State, is 
liable to tax therein by reason of his 
domicile, residence, place of manage
ment, place of incorporation, or any 
other criterion of a simlar nature. 
However, this term does not include 
any person who is liable to tax in that 
State in respect only of income from 
sources in that State. 

2. Where by reason of the provi
sions of paragraph 1, an individual is 
a resident of both Contracting States, 
then his residence shall be determined 
as follows: 

a) he shall be deemed to be a 
resident of the State in which he has 
a permanent home available to him; 
if he has a permanent home available 
to him in both Contracting States, he 
shall be deemed to be a resident of 
the State with which his personal and 
economic relations are closer (center 
of vital interests); 

b) if the State in which he has 
his center of vital interests cannot be 
determined, or if he does not have a 
permanent home available to him in 
either State, he shall be deemed to be 
a resident of the State in which he 
has an habitual abode; 

c) if he has an habitual abode in 
both States or in neither of them, he 
shall be deemed to be a resident of 
the State of which he is a national; 

d) in any other case, the compe
tent authorities of the Contracting 
States shall settle the question by 
mutual agreement. 

3. Where by reason of the provi
sions of paragraph 1 a person other 
than an individual is a resident of 
both Contracting States, such person 
shall not be treated as a resident of 
either Contracting State for purposes 
of this Convention. 

ARTICLE 5 
Permanent Establishment 

1. For the purposes of this Con
vention, the term "permanent estab
lishment" means a fixed place of 
business through which the business 
of an enterprise is wholly or partly 
carried on. 

2. The term "permanent establish-
ment" includes especially: 

a) a place of management; 
b) a branch; 
c) an office; 
d) a factory; 
e) a workshop; and 
f) a mine, an oil or gas well, a 

quarry, or any other place of extrac
tion of natural resources. 

3. The term "permanent establish
ment" shall also include a building 
site or construction or installation 
project, or an installation or drilling 
rig or ship used for the exploration or 
exploitation of natural resources, or 
supervisory activity in connection 

therewith, but only if such building 
site, construction or activity lasts 
more than six months. 

4. Notwithstanding the preceding 
provisions of this Article, the term 
"permanent establishment" shall be 
deemed not to include: 

a) the use of facilities solely for 
the purpose of storage, display, or 
delivery of goods or merchandise be
longing to the enterprise; 

b) the maintenance of a stock of 
goods or merchandise belonging to 
the enterprise solely for the purpose 
of storage, display, or delivery; 

c) the maintenance of a stock of 
goods or merchandise belonging to 
the enterprise solely for the purpose 
of processing by another enterprise; 

d) the maintenance of a fixed 
place of business solely for the pur
pose of purchasing goods or mer
chandise, or of collecting informa
tion, for the enterprise; 

e) the maintenance of a fixed 
place of business solely for the pur
pose of advertising, supplying infor
mation, scientific research, or for the 
preparations relating to the placement 
of loans, or for similar activities 
which have a preparatory or auxiliary 
character, for the enterprise; 

f) the maintenance of a fixed 
place of business solely for any com
bination of the activities mentioned in 
subparagraphs a) to e), provided that 
the total activity of the combination 
is of a preparatory or auxiliary char
acter. 

5. Notwithstanding the provisions 
of paragraphs 1 and 2, where a per
son-other than an agent of an inde
pendent status to whom paragraph 7 
applies-is acting in a Contracting 
State on behalf of an enterprise of 
the other Contracting State, that en
terprise shall be deemed to have a 
permanent establishment in the first
mentioned State in respect of any 
activities which that person under
takes for the enterprise, if such per
son: 

a) has and habitually exercises in 
that State an authority to conclude 
contracts in the name of the enter
prise, unless the activities of such 
person are limited to those mentioned 
in paragraph 4 which, if exercised 
through a fixed place of business, 
would not make this fixed place of 
business a permanent establishment 
under the provisions of that para
graph; or 
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b) has no such authority but ha

bitually processes in the first

mentioned State on behalf of the 

enterprise goods or merchandise 

maintained in that State by that en

terprise, provided that such process
ing is carried on using assets fur

nished, directly or indirectly, by that 

enterprise or any associated enter

prise. 
6. Notwithstanding the foregoing 

provisions of this Article, an insur

ance enterprise of a Contracting State 

shall, except in regard to reinsurance, 

be deemed to have a permanent es
tablishment in the other Contracting 

State if it collects premiums in the 

territory of that other State or insures 

risks situated therein through a repre
sentative other than an agent of an 

independent status to whom para
graph 7 applies. 

7. An enterprise shall not be 

deemed to have a permanent estab
lishment in a Contracting State mere
ly because it carries on business in 
that State through a broker, general 

commission agent, or any other agent 
of an independent status, provided 
that such persons are acting in the 

ordinary course of their business and 
that in their commercial or financial 
relations with the enterprise condi
tions are not made or imposed that 

differ from those generally agreed to 
by independent agents. 

8. The fact that a company which 

is a resident of a Contracting State 
controls or is controlled by a compa
ny which is a resident of the other 
Contracting State, or which carries on 

business in that other State (whether 
through a permanent establishment or 
otherwise), shall not of itself consti

tute either company a permanent es
tablishment of the other. 

ARTICLE 6 
Income From Immovable Property 

(Real Property) 

1. Income derived by a resident of 
a Contracting State from immovable 
property (real property), including in
come from agriculture or forestry, 

situated in the other Contracting 
State may be taxed in that other 
State. 

2. The term "immovable proper

ty" shall have the meaning which it 
has under the law of the Contracting 
State in which the property in ques
tion is situated. The term shall in any 

case include property accessory to 
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immovable property, livestock and 

equipment used in agriculture and 

forestry, rights to which the provi

sions of general law respecting landed 

property apply, usufruct of immov

able property and rights to variable 

or fixed payments as consideration 

for the working of, or the right to 

work, mineral deposits, sources and 

other natural resources. Ships, boats, 

aircraft, and containers shall not be 

regarded as immovable property. 

3. The provisions of paragraph 1 

shall apply to income derived from 

the direct use, letting, or use in any 

other form of immovable property. 

4. The provisions of paragraphs 1 

and 3 shall also apply to the income 

from immovable property of an en

terprise and to income from immov

able property used for the perfor

mance of independent personal 

services. 
5. A resident of a Contracting 

State who is liable to tax in the other 
Contracting State on income from 

real property situated in the other 

Contracting State may elect for any 
taxable year to compute the tax on 
such income on a net basis as if such 

income were attributable to a perma
nent establishment in such other 
State. Any such election shall be 
binding for the taxable year of the 

election and all subsequent taxable 
years unless the competent authority 
of the Contracting State in which the 

immovable property is situated agrees 
to terminate the election. 

ARTICLE 7 
Business Profits 

1. The business profits of an enter
prise of a Contracting State shall be 

taxable only in that State unless the 
enterprise carries on or has carried on 
business in the other Contracting 

State through a permanent establish
ment situated therein. If the enter
prise carries on or has carried on 
business as aforesaid, the business 

profits of the enterprise may be taxed 
in the other State but only so much 
of them as is attributable to 

a) that permanent establishment; 

b) sales in that other State of 
goods or merchandise of the same or 
similar kind as the goods or merchan

dise sold through that permanent es
tablishment. 

However, the profits derived 
from the sales described in subpara

graph (b) shall not be taxable in the 

other State if the enterprise demon

strates that such sales have been 

carried out for reasons other than 

obtaining a benefit under this Con

vention. 
2. Subject to the provisions of 

paragraph 3, where an enterprise of a 

Contracting State carries on or has 

carried on business in the other Con
tracting State through a permanent 

establishment situated therein, there 

shall in each Contracting State be 

attributed to that permanent estab
lishment the business profits which it 

might be expected to make if it were 

a distinct and independent enterprise 

engaged in the same or similar activi
ties under the same or similar condi

tions. 
3. In determining the business 

profits of a permanent establishment, 

there shall be allowed as deductions 
expenses which are incurred for the 

purposes of the permanent establish
ment, including executive and general 

administrative expenses so incurred, 

whether in the State in which the 
permanent establishment is situated 
or elsewhere. However, no such de
duction shall be allowed in respect of 

such amounts, if any, paid (otherwise 

than towards reimbursement of actual 
expenses) by the permanent establish

ment to the head office of the enter
prise or any of its other offices by 
way of royalties, fees or other similar 

payments in return for the use of 

patents or other rights, by way of 
commission, for specific services per
formed or for management, or except 

in the case of a banking enterprise, 
by way of interest on moneys lent to 

the permanent establishment. 

4. No business profits shall be at

tributed to a permanent establishment 
by reason of the mere purchase by 
that permanent establishment of 

goods or merchandise for the enter
prise. 

5. For the purposes of this Con
vention, the business profits to be 

attributed to the permanent establish
ment shall include only the profits or 
losses derived from the assets or ac
tivities of the permanent establish
ment and shall be determined by the 
same method year by year unless 
there is good and sufficient reason to 

the contrary. 
6. Where business profits include 

items of income which are dealt with 
separately in other Articles of the 

Convention, then the provisions of 



those Articles shall not be affected by 
the provisions of this Article. 

ARTICLE 8 
Shipping and Air Transport 

1. Profits of an enterprise of a 
Contracting State from the operation 
of ships or aircraft in international 
traffic shall be taxable only in that 
State. 

2. For the purposes of this Article 
profits from the operation of ships o~ 
aircraft in international traffic include 
profits derived from the rental of 
ships or aircraft on a full (time or 
~oyage) basis. They also include prof
Its from the rental of ships or aircraft 
o~ a bareboat basis if such ships or 
aIrcraft are operated in international 
traffic by the lessee and such rental 
profits are accessory to other profits 
described in paragraph 1. The opera
tion of ships or aircraft in internation
al traffic by an enterprise does not 
include transportation by any other 
means of transport provided directly 
by such enterprise or the provision of 
overnight accommodation. 

3. Profits of an enterprise of a 
Contracting State from the use, de
murrage or rental of containers (in
cluding trailers, barges, and related 
equipment for the transport of con
tainers) used in international traffic 
shall be taxable only in that State. 

4. The provisions of paragraphs 1 
and 3 shall also apply to profits from 
participation in a pool, a joint busi
ness, or an international operating 
agency. 

ARTICLE 9 
Associated Enterprises 

1. Where: 
a) an enterprise of a Contracting 

~tate participates directly or indirectly 
In the management, control, or capi
tal of an enterprise of the other 
Contracting State; or 

b) the same persons participate 
directly or indirectly in the manage
ment, control, or capital of an enter
prise of a Contracting State and an 
enterprise of the other Contracting 
State, 
and in either case conditions are 
made or imposed between the two 
enterprises in their commercial or fi
nancial relations which differ from 
those which would be made between 
independent enterprises, then any 
profits which, but for those condi-

tions, would have accrued to one of 
the enterprises, but by reason of 
those conditions have not so accrued 
may be included in the profits of tha~ 
enterprise and taxed accordingly. 

2. Where a Contracting State in
cludes in the profits of an enterprise 
of t~at State, and taxes accordingly, 
profIts on which an enterprise of the 
other Contracting State has been 
charged to tax in that other State 
and the profits so included are profit~ 
which would have accrued to the 
enterprise of the first-mentioned State 
if the conditions made between the 
two enterprises had been those which 
would have been made between inde
pendent enterprises, then that other 
State, shall in accordance with para
graph 2 of Article 26 (Mutual Agree
ment Procedure), make a correspond
ing adjustment to the amount of the 
tax charged therein on those profits if 
it agrees with the adjustment made by 
the first-mentioned Contracting State. 
In determining such adjustment, due 
regard shall be paid to the other 
provisions of this Convention and the 
competent authorities of the Con
tracting States shall if necessary con
sult each other. 

3. The provisions of paragraph 1 
shall not limit any provisions of the 
law of either Contracting State which 
permit the distribution, apportion
ment, or allocation of income, deduc
tions, credits, or allowances between 
persons, whether or not residents of a 
Contracting State, owned or con
trolled directly or indirectly by the 
same interests when necessary in or
der to prevent evasion of taxes or 
clearly to reflect the income of any 
such persons. 

ARTICLE 10 
Dividends 

1. Dividends paid by a company 
which is a resident of a Contracting 
State to a resident of the other Con
tracting State may be taxed in that 
other State. 

2. Such dividends may also be 
taxed in the Contracting State of 
which the company paying the divi
dends is a resident, and according to 
the laws of that State. However, if 
the beneficial owner of the dividends 
is a resident of the other Contracting 
State, except as provided in para
graph 3, the tax so charged shall not 
exceed: 

a) 5 percent of the gross amount 
of the dividend if the beneficial own
er is a company which owns at least 
10 percent of the voting stock of the 
company paying the dividends; 

b) 10 percent of the gross 
amount of the dividends in other 
cases. 
This paragraph shall not affect the 
taxation of the company in respect of 
the profits out of which the dividends 
are paid. 

3. For a period of five years from 
the date on which the provisions of 
this Article take effect, the rate of 15 
percent will apply in place of the rate 
provided in subparagraph b) of para
graph 2. 

4. The term "dividends" as used in 
this Article means income from 
shares or other rights, not being debt
claims, participating in profits, as 
well as income from other corporate 
rights which is subjected to the same 
taxation treatment as income from 
shares by the laws of the State of 
which the company making the distri
bution is a resident. 

5. The provisions of paragraphs I, 
2, and 3 shall not apply if the benefi
cial owner of the dividends, being a 
resident of a Contracting State, car
ries on or has carried on business in 
the other Contracting State, of which 
the company paying the dividends is a 
resident, through a permanent estab
lishment situated therein, or performs 
or has performed in that other State 
independent personal services from a 
fixed base situated therein, and the 
dividends are attributable to such per
manent establishment or fixed base. 
In such case the provisions of Article 
7 (Business Profits) or Article 14 
(Independent Personal Services), as 
the case may be, shall apply. 

6. A Contracting State may not 
impose any tax on dividends paid by 
a company which is not a resident of 
that State, except insofar as the divi
dends are paid to a resident of that 
State or the dividends are attributable 
to a permanent establishment or a 
fixed base situated in that State. 

ARTICLE 11 
Interest 

I. Interest arISIng in a Contracting 
State and paid to a resident of the 
other Contracting State may be taxed 
in that other State. 

2. Such interest may also be taxed 
in the Contracting State in which it 
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arises and according to the laws of 

that State. However, if the beneficial 
owner of the interest is a resident of 
the other Contracting State, except as 

provided in paragraph 3, the tax so 
charged shall not exceed: 

a) 4.9 percent of the gross 

amount of interest derived from: 

(i) loans granted by banks, in
cluding investment banks and savings 
banks, and insurance companies; 

(ii) bonds or securities that are 
regularly and substantially traded on 
a recognized securities market; 

b) 10 percent of the gross 

amount of interest if the beneficial 
owner is not a person described in 
subparagraph a) and the interest is: 

(i) paid by banks, including in
vestment banks and savings banks; 

(ii) paid by the purchaser of 

machinery and equipment to a benefi

cial owner that is the seller of the 
machinery and equipment in connec
tion with a sale on credit; and 

c) 15 percent of the gross 
amount of the interest in all other 
cases. 

For purposes of this paragraph, inter
est paid on back-to-back loans will be 
taxed in accordance with the domestic 
law of the State in which the interest 
arises. 

3. For a period of five years from 
the date on which the provisions of 

this Article take effect: 

a) the rate of 10 percent shall 
apply in place of the rate provided in 
subparagraph a) of paragraph 2; and 

b) the rate of 15 percent shall 
apply in place of the rate provided in 
subparagraph b) of paragraph 2. 

4. Notwithstanding the provisions 
of paragraphs 2 and 3, interest re
ferred to in paragraph 1 may only be 
taxed in the Contracting State in 

which the beneficial owner is a resi
dent if: 

a) the beneficial owner is a Con

tracting State, a political subdivision 
or local authority; 

b) the interest is paid by any of 
the persons mentioned in subpara
graph a); 

c) the beneficial owner is a trust, 
company, or other organization con

stituted and operated exclusively to 
administer or provide benefits under 

one or more plans established to pro
vide pension, retirement or other em

ployee benefits and its income is gen-
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erally exempt from tax in that Con

tracting State; 
d) the interest arises in the Unit

ed States and is paid in respect of a 

loan for a period of not less than 

three years made, guaranteed, or in
sured, or a credit for such period 

extended, guaranteed, or insured, by 

the Banco Nacional de Comercio Ex
terior, S.N.C. or Nacional Finan

ciera, S.N.C.; or 
e) the interest arises in Mexico 

and is paid in respect of the loan for 
a period of not less than three years 

made, guaranteed, or insured, or a 

credit for such period extended, guar

anteed, or insured, by the Export
Import Bank or the Overseas Private 
Investment Corporation. 

5. The term "interest" as used in 
this Convention means income from 
debt-claims of every kind, whether or 

not secured by a mortgage and 

whether or not carrying a right to 
participate in the debtor's profits, 
and in particular, income from gov

ernment securities, and income from 
bonds or debentures, including premi
ums or prizes attaching to such secu
rities, bonds, or debentures, as well 

as all other income that is treated as 
income from money lent by the taxa
tion law of the Contracting State in 

which the income arises. 

6. The provisions of paragraphs 1, 
2 and 3 shall not apply if the benefi
cial owner of the interest, being a 

resident of a Contracting State, car

ries on or has carried on business in 
the other Contracting State, in which 

the interest arises, through a perma

nent establishment situated therein, or 
performs or has performed in that 

other State independent personal ser

vices from a fixed base situated there
in, and the interest is attributable to 

such permanent establishment or 
fixed base. In such case the provi

sions of Article 7 (Business Profits) 
or Article 14 (Independent Personal 
Services), as the case may be, shall 
apply. 

7. Interest shall be deemed to arise 
in a Contracting State when the payer 

is that State itself or a political subdi

vision, local authority, or resident of 

that State. Where, however, the per
son paying the interest, whether he is 

a resident of a Contracting State or 

not, has in a Contracting State a 

permanent establishment or a fixed 

base and such interest is borne by 

such permanent establishment or 

fixed base, then such interest shall be 
deemed to arise in the State in which 
the permanent establishment or fixed 
base is situated. 

8. Where there is a special relation
ship between the payer and the bene
ficial owner or between both of them 
and some other person and the 

amount of the interest, for whatever 
reason, exceeds the amount which 
would have been agreed upon by the 
payer and the beneficial owner in the 

absence of such relationship, the pro
visions of this Article shall apply only 

to the last-mentioned amount. In 

such case the excess part of the pay
ments shall remain taxable according 
to the laws of each Contracting State, 

due regard being had to the other 

provisions of this Convention. 

ARTICLE llA 
Branch Tax 

1. A company which is a resident 
of a Contracting State may be subject 
in the other Contracting State to a 
tax in addition to the tax allowable 
under the other provisions of this 

Convention. 
2. Such additional tax, however, 

may not exceed: 
a) 5 percent of the "dividend 

equivalent amount" of the business 

profits of the company which are 
effectively connected (or treated as 
effectively connected) with the con
duct of a trade or business in the 

other Contracting State and which are 

either attributable to a permanent 
establishment in that other State or 

subject to a tax in that other State 

under Article 6 (Income from Immov
able Property (Real Property» or Ar
ticle 13 (Capital Gains); and 

b) 10 percent of the excess, if 
any, of: 

(i) interest deductible in one or 

more taxable years in computing the 

corporation's profits that are either 

attributable to a permanent establish
ment in the other Contracting State 

or subject to tax in that other State 
under Article 6 (Income from Immov
able Property (Real Property» or Ar
ticle 13 (Capital Gains), over 

(ii) the interest paid by or 

from such permanent establishment 
or trade or business. In the case of 

the persons referred to in subpara
graph (a)(i) of paragraph 2 of Article 

11 (Interest), the tax imposed under 

this subparagraph shall not be levied 

at a rate in excess of 4.9 percent, 



after a period of five years from the 
date on which Article 11 takes effect. 

ARTICLE 12 
Royalties 

1. Royalties arising in a Contract
ing State and paid to a resident of the 
other Contracting State may be taxed 
in that other State. 

2. However, such royalties may 
also be taxed in the Contracting State 
in which they arise and according to 
the laws of that State, but if the 
beneficial owner is a resident of the 
other Contracting State, the tax so 
charged shall not exceed 10 percent of 
the gross amount of the royalty. 

3. The term "royalties" as used in 
this Convention means payments of 
any kind received as a consideration 
for the use of, or the right to use, 
any copyright of literary, artistic, or 
scientific work, including motion pic
ture films and works on film or tapes 
or other means of reproduction for 
use in connection with television, any 
patent, trademark, design or model, 
plan, secret formula or process, or 
other like right or property, or for 
information concerning industrial, 
commercial, or scientific experience 
as well as for the use of or the right 
to use industrial, commercial, or sci
entific equipment not constituting im
movable property referred to in Arti
cle 6. The term "royalties" also 
includes gains derived from the alien
ation of any such right or property 
which are contingent on the produc
tivity, use, or disposition thereof. 

4. The provisions of paragraphs 1 
and 2 shall not apply if the beneficial 
owner of the royalties, being a resi
dent of a Contracting State, carries 
on or has carried on business in the 
other Contracting State, in which the 
royalties arise, through a permanent 
establishment situated therein, or per
forms or has performed in that other 
State independent personal services 
from a fixed base situated therein, 
and the royalties are attributable to 
such permanent establishment or 
fixed base. In such case the provi
sions of Article 7 (Business Profits) 
or Article 14 (Independent Personal 
Services), as the case may be, shall 
apply. 

5. Where there is a special relation
ship between the payer and the bene
ficial owner or between both of them 
and some other person and the 
amount of the royalties, for whatever 

reason, exceeds the amount which 
would have been agreed upon by the 
payer and the beneficial owner in the 
absence of such relationship, the pro
visions of this Article shall apply only 
to the last-mentioned amount. In 
such case the excess part of the pay
ments shall remain taxable according 
to the laws of each Contracting State, 
due regard being had to the other 
provisions of the Convention. 

6. Royalties shall be deemed to 
arise in a Contracting State when the 
payer is that State itself, a political 
subdivision, a local authority or a 
resident of that State. However, 

a) Where the person paying the 
royalties, whether he is a resident of a 
Contracting State or not, has in a 
Contracting State a permanent estab
lishment or a fixed base in connection 
with which the liability to pay the 
royalties was incurred, and such roy
alties are borne by such permanent 
establishment or fixed base, then such 
royalties shall be deemed to arise in 
that State in which the permanent 
establishment or fixed base is situat
ed; or 

b) where subparagraph a) does 
not operate to deem royalties as aris
ing in either Contracting State and 
the royalties relate to the use of, or 
the right to use, in one of the Con
tracting States, any property or right 
described in paragraph 3, they shall 
be deemed to arise in that State. 

ARTICLE 13 
Capital Gains 

1. Gains derived by a resident of a 
Contracting State from the alienation 
of immovable property, as defined in 
Article 6, and situated in the other 
Contracting State may be taxed in 
that other State. 

2. For the purposes of this Article, 
the term "immovable property situat
ed in the other Contracting State" 
includes: 

a) immovable property referred 
to in Article 6 (Income from Immov
able Property (Real Property» which 
is situated in that other Contracting 
State, 

b) an interest in a partnership, 
trust, or estate to the extent that its 
assets consist of immovable property 
situated in that other State, 

c) shares or comparable interests 
in a company or other legal person 
that is, or is treated as, a resident of 

that other Contracting State, the as
sets of which company consist or 
consisted at least 50 percent, by val
ue, of immovable property situated in 
that other Contracting State, and 

d) any other right that allows the 
use or enjoyment of immovable prop
erty situatto in that other Contracting 
State. 

3. Gains from the alienation of 
personal property which are attribut
able to a permanent establishment 
which an enterprise of a Contracting 
State has or had in the other Con
tracting State, or which are attribut
able to a fixed base which is or was 
available to a resident of a Contract
ing State in the other Contracting 
State for the purpose of performing 
independent personal services, and 
gains from the alienation of such a 
permanent establishment (alone or 
with the whole enterprise) or such a 
fixed base, may be taxed in that other 
State. 

4. In addition to gains taxable in 
accordance with the provisions of the 
preceding paragraphs of this Article, 
gains derived by a resident of a Con
tracting State from the alienation of 
stock, participation, or other rights in 
the capital of a company or other 
legal person which is a resident of the 
other Contracting State may be taxed 
in that other Contracting State if the 
recipient of the gain, during the 12-
month period preceding such alien
ation, had a participation, directly 
or indirectly, of at least 25 percent in 
the capital of that company or other 
legal person. Such gains shall be 
deemed to arise in that other State to 
the extent necessary to avoid double 
taxation. 

5. Gains derived by an enterprise 
of a Contracting State from the alien
ation of ships, aircraft, and contain
ers (including trailers, barges, and 
related equipment for the transport of 
containers) used principally in inter
national traffic shall be taxable only 
in that State. 

6. Gains described in Article 12 
(Royalties) shall be taxable only in 
accordance with the provisions of Ar
ticle 12. 

7. Gains from the alienation of 
any property other than property 
referred to in paragraphs 1 through 6 
shall be taxable only in the Contract
ing State of which the alienator is a 
resident. 
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ARTICLE 14 
Independent Personal Services 

1. Income derived by an individual 
who is a resident of a Contracting 
State from the performance of per
sonal services or other activities of a 
similar nature in an independent ca
pacity shall be taxable only in that 
State, unless: 

a) such resident has a fixed base 
in the other Contracting State which 
he regularly makes use of in the 
course of performing his activities; in 
such case, the other State may tax the 
income from services performed in 
that other State which is attributable 
to that fixed base; or 

b) the resident is present in the 
other Contracting State for a period 
or periods exceeding in the aggregate 
183 days within a 12-month period; in 
such case, the other State may tax the 
income attributable to activities per
formed in that other State. 

2. The term "personal services" in
cludes especially independent scien
tific, literary or artistic activities, edu
cational or teaching activities, as well 
as independent activities of physi
cians, lawyers, engineers, architects, 
dentists and accountants. 

ARTICLE 15 
Dependent Personal Services 

l. Subject to the provisions of Ar
ticles 16 (Directors' Fees), 19 (Pen
sions, Annuities, Alimony, and Child 
Support) and 20 (Government Ser
vice), salaries, wages, and other simi
lar remuneration derived by a resident 
of a Contracting State in respect of 
an employment shall be taxable only 
in that State unless the employment is 
exercised in the other Contracting 
State. If the employment is so exer
cised, such remuneration as is derived 
therefrom may be taxed in that other 
State. 

2. Notwithstanding the provisions 
of paragraph 1, remuneration derived 
by a resident of a Contracting State 
in respect of an employment exercised 
in the other Contracting State shall be 
taxable only in the first-mentioned 
State if: 

a) the recipient is present in the 
other State for a period or periods 
not exceeding in the aggregate 183 
days in a 12 month period; 

b) the remuneration is paid by, 
or on behalf of, an employer who is 
not a resident of the other State; and 
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c) the remuneration is not borne 
by a permanent establishment or a 
fixed base which the employer has in 
the other State. 

ARTICLE 16 
Directors' Fees 

Directors' fees and similar pay
ments derived by a resident of a 
Contracting State for services per
formed outside such Contracting 
State in his capacity as a director or 
overseer of a company which is a 
resident of the other Contracting 
State may be taxed in that other 
State. 

ARTICLE 17 
Limitation on Benefits 

1. A person that is a resident of a 
Contracting State and derives income 
from the other Contracting State shall 
be entitled under this Convention to 
relief from taxation in that other Con
tracting State only if such person is: 

a) an individual; 
b) a Contracting State, or a po

litical subdivision or local authority 
thereof; 

c) engaged in the active conduct 
of a trade or business in the first
mentioned State (other than the busi
ness of making or managing invest
ments, unless these activities are 
banking or insurance activities carried 
on by a bank or insurance company) 
and the income derived from the 
other Contracting State is derived in 
connection with, or is incidental to, 
that trade or business; 

d) either 
(i) a company in whose princi

pal class of shares there is substantial 
and regular trading on a recognized 
securities exchange located in either 
of the States; 

(ii) a company which is wholly 
owned, directly or indirectly, by a 
resident of that Contracting State in 
whose principal class of shares there 
is such substantial and regular trading 
on a recognized securities exchange 
located in either of the States; or 

(iii) a company which is 
A) wholly owned, directly 

or indirectly, by residents of any state 
that is a party to the North American 
Free Trade Agreement ("NAFT A") 
in whose principal class of shares 
there is such substantial and regular 
trading on a recognized securities ex
change; and 

B) more than 50 percent 
owned, directly or indire~tly, by re~i
dents of either Contractmg State 10 

whose principal class of shares there 
is such substantial and regular trading 
on a recognized securities exchange 
located in such a State; 

e) an entity that is a not-for
profit organization (including a pen
sion fund or private foundation) and 
that, by virtue of that status, is gener
ally exempt from income taxation in 
its Contracting State of residence, 
provided that more than half of the 
beneficiaries, members or partici
pants, if any, in such organization are 
entitled, under this Article, to the 
benefits of this Convention; 

t) a person that satisfies both of 
the following conditions: 

(i) more than 50 percent of the 
beneficial interest in such person (or 
in the case of a company, more than 
50 percent of the number of shares of 
each class of the company's shares) is 
owned, directly or indirectly, by per
sons entitled to the benefits of this 
Convention under subparagraphs a), 
b), d) or e); and 

(ii) less than 50 percent of the 
gross income of such person is used, 
directly or indirectly, to meet liabili
ties (including liabilities for interest or 
royalties) to persons not entitled to 
the benefits of this Convention under 
subparagraphs a), b), d) or e); or 

g) a person claiming benefits un
der Articles 10 (Dividends), 11 (Inter
est), llA (Branch Tax), or 12 (Royal
ties) that satisfies the following 
conditions: 

(i) more than 30 percent of the 
beneficial interest in such person (or, 
in the case of a company, more than 
30 percent of the number of shares of 
each class of the company's shares) is 
owned, directly or indirectly, by per
sons resident in a Contracting State 
and entitled to the benefits of this 
Convention under subparagraphs a), 
b), d), or e); 

(ii) more than 60 percent of 
the beneficial interest in such person 
(or, in the case of a company, more 
than 60 percent of the number of 
shares of each class of the company's 
shares) is owned, directly or indirect
ly, by persons resident in a state that 
is a party to NAFT A; and 

(iii) 
A) less than 70 percent of 

the gross income of such person is 
used directly or indirectly to meet 



liabilities (including liabilities for in
terest or royalties) to persons that are 
not entitled to the benefits of this 
Convention under subparagraphs a), 
b), d), or e); and 

B) less than 40 percent of 
the gross income of such person is 
used directly or indirectly to meet 
liabilities (including liabilities for in
terest or royalties) to persons that are 
neither entitled to the benefits of this 
Convention under subparagraphs a), 
b), d), or e) nor residents of a state 
that is a party to NAFT A. 
A resident of a state that is a party to 
NAFT A shall only be considered as 
owning a beneficial interest (or share) 
under subparagraph (g)(ii) if that 
state has a comprehensive income tax 
Convention with the Contracting 
State from which the income is de
rived and if the particular dividend, 
profit or income subject to the 
branch tax, interest, or royalty pay
ment, in respect of which benefits 
under this Convention are claimed, 
would be subject to a rate of tax 
under that Convention that is no less 
favorable than the rate of tax applica
ble to such resident under Articles 10 
(Dividends), 11 (Interest), llA 
(Branch Tax), or 12 (Royalties) of 
this Convention. 

2. A person which is not entitled to 
the benefits of the Convention pursu
ant to the provisions of paragraph 1 
may, nevertheless, demonstrate to the 
competent authority of the State in 
which the income arises that such 
person should be granted the benefits 
of the Convention. For this purpose, 
one of the factors the competent 
authorities shall take into account is 
whether the establishment, acquisi
tion, and maintenance of such person 
and the conduct of its operations did 
not have as one of its principal pur
poses the obtaining of benefits under 
the Convention. 

ARTICLE 18 
Artistes and Athletes 

1. Notwithstanding the provisions 
of Articles 14 (Independent Personal 
Services) and 15 (Dependent Personal 
Services), income derived by a resi
dent of a Contracting State as an 
entertainer, such as a theatre, motion 
picture, radio, or television artiste, or 
a musician, or as an athlete, from his 
personal activities as such exercised in 
the other Contracting State, may be 
taxed in that other State, except 

where the amount of the remunera
tion derived by such entertainer or 
athlete, including expenses reimbursed 
to him or borne on his behalf, from 
such activities does not exceed $3,000 
United States dollars or its equivalent 
in Mexican pesos for the taxable year 
concerned. The other Contracting 
State may impose tax by withholding 
on the entire amount of all gross 
receipts derived by such entertainer or 
athlete during the taxable year con
cerned, provided that such entertainer 
or athlete is entitled to receive a 
refund of such taxes when there is no 
tax liability for such taxable year in 
accordance with the provisions of this 
Convention. 

2. Where income in respect of ac
tivities exercised by an entertainer or 
an athlete in his capacity as such 
accrues not to the entertainer or ath
lete but to another person, that in
come of that other person may, not
withstanding the provisions of 
Articles 7 (Business Profits), 14 (Inde
pendent Personal Services), and 15 
(Dependent Personal Services) be 
taxed in the Contracting State in 
which the activities of the entertainer 
or athlete are exercised, unless it is 
established that neither the entertainer 
or athlete nor persons related thereto 
participate directly or indirectly in the 
profits of that other person in any 
manner, including the receipt of de
ferred remuneration, bonuses, fees, 
dividends, partnership distributions, 
or other distributions. 

3. Notwithstanding the provisions 
of paragraphs 1 and 2, income de
rived by a resident of a Contracting 
State as an entertainer or athlete shall 
be exempt from tax by the other 
Contracting State if the visit to that 
other State is substantially supported 
by public funds of the first-mentioned 
State or a political subdivision or 
local authority thereof. 

ARTICLE 19 
Pensions, Annuities, Alimony, and 

Child Support 

1. Subject to the provisions of Ar
ticle 20 (Government Service): 

a) pensions and other similar re
muneration derived and beneficially 
owned by a resident of a Contracting 
State in consideration of past employ
ment by that individual or another 
individual resident of the same Con
tracting State shall be taxable only in 
that State; and 

b) social security benefits and 
other public pensions paid by a Con
tracting State to a resident of the 
other Contracting State or a citizen of 
the United States shall be taxable 
only in the first-mentioned State. 

2. Annuities derived and beneficial
ly owned by an individual resident of 
a Contracting State shall be taxable 
only in that State. The term "annu
ities" as used in this paragraph means 
a stated sum paid periodically at stat
ed times during a specified number of 
years, under an obligation to make 
the payments in return for adequate 
and full consideration (other than 
services rendered). 

3. Alimony and child support pay
ments made by a resident of a Con
tracting State to a resident of the 
other Contracting State shall be tax
able only in the first-mentioned State. 
The term "alimony" as used in this 
paragraph means periodic payments 
made pursuant to a written separation 
agreement or a decree of divorce, 
separate maintenance, or compulsory 
support. The term "child support" as 
used in this paragraph means periodic 
payments for the support of a minor 
child made pursuant to a written 
separation agreement or a decree of 
divorce, separate maintenance, or 
compulsory support. 

ARTICLE 20 
Government Service 

1. (a) Remuneration, other than a 
pension, paid by a Contracting State 
or a political subdivision or local 
authority thereof to an individual in 
respect of services rendered to that 
State or subdivision or authority shall 
be taxable only in that State. 

(b) However, such remuneration 
shall be taxable only in the other 
Contracting State if the services are 
rendered in that State and the individ
ual is a resident of that State who: 

(i) is a national of that State; 
or 

(ii) did not become a resident 
of that State solely for the purpose of 
rendering the services. 

2. (a) Any pension paid directly 
by, or out of funds created by, a 
Contracting State or a political subdi
vision or a local authority thereof to 
an individual in respect of services 
previously rendered to that State or 
subdivision or authority shall be tax
able only in that State. 
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(b) However, such pension shall 
be taxable only in the other Contract
ing State if the individual is a resident 
of, and a national of, that State. 

3. The provisions of Articles 14 
(I ndependent Personal Services), 15 
(Dependent Personal Services), 16 
(Directors' Fees), 18 (Artistes and 
Athletes), and 19 (Pensions, Annu
ities, Alimony, and Child Support) 
shall apply to remuneration and pen
sions in respect of commercial or 
industrial activities carried on by a 
Contracting State or a political subdi
vision or a local authority thereof. 

ARTICLE 21 
Students 

Payments which a student or busi
ness apprentice who is or was imme
diately before visiting a Contracting 
State a resident of the other Contract
ing State and who is present in the 
first-mentioned State solely for the 
purpose of his education or training 
receives for the purpose of his main
tenance, education or training shall 
not be taxed in that State, provid
ed that such payments arise from 
sources, or are remitted from, outside 
that State. 

ARTICLE 22 
Exempt Organizations 

1. An organization resident in a 
Contracting State which is operated 
exclusively for religious, scientific, lit
erary, educational or other charitable 
purposes shall be exempt from tax in 
the other Contracting State in respect 
of items of income, if and to the 
extent that: 

a) such organization is exempt 
from tax in the first-mentioned Con
tracting State, and 

b) the items of income of such 
organization would be exempt from 
tax in the other Contracting State if 
received by an organization recog
nized in such other Contracting State 
as exempt from tax as an organization 
with religious, scientific, literary, edu
cational, or other charitable purposes. 

2. If the Contracting States agree 
that a provision of Mexican law pro
vides standards for organizations au
thorized to receive deductible contri
butions that are essentially equivalent 
to the standards of United States law 
for public charities: 

a) an organization determined by 
Mexican authorities to meet such 
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standards shall be treated, for pur
poses of grants by United States pri
vate foundations and public charities, 
as a public charity under United 
States law, and 

b) contributions by a citizen or 
resident of the United States to such 
an organization shall be treated as 
charitable contributions to a public 
charity under United States law. 

However, contributions described in 
subparagraph b) shall not be deduct
ible in any taxable year to the extent 
that they exceed an amount deter
mined by applying the limitations of 
the laws of the United States in 
respect to the deductibility of charita
ble contributions to public charities 
(as they may be amended from time 
to time without changing the general 
principle hereof) to the income of 
such citizen or resident arising in 
Mexico. The preceding sentence shall 
not be interpreted to allow in any 
taxable year deductions for charitable 
contributions in excess of the amount 
allowed under the limitations of the 
laws of the United States in respect to 
the deductibility of charitable contri
butions. 

3. If the Contracting States agree 
that United States law provides stan
dards for public charities that are 
essentially equivalent to the standards 
of Mexican law for organizations au
thorized to receive deductible contri
butions, contributions by a resident 
of Mexico to an organization deter
mined by the United States authori
ties to meet the standards for public 
charities shall be treated as deductible 
contributions under Mexican law. 
However, such contributions shall not 
be deductible in any taxable year to 
the extent that they exceed an amount 
determined by applying the limita
tions of the laws of Mexico in respect 
to the deductibility of contributions 
to organizations authorized to receive 
deductible contributions (as they may 
be amended from time to time with
out changing the general principle 
hereof) to the income of such resident 
arising in the United States. The pre
ceding sentence shall not be interpret
ed to allow in any taxable year deduc
tions for contributions in excess of 
the amount allowed under the limita
tions of the laws of Mexico in respect 
to the deductibility of contributions. 

4. A religious, scientific, literary, 
educational or other charitable organ
ization which is resident in Mexico 

and which has received substantially 
all of its support from persons other 
than citizens or residents of the 
United States shall be exempt in the 
United States from the United States 
excise taxes imposed with respect to 
private foundations. 

ARTICLE 23 
Other Income 

Items of income of a resident of a 
Contracting State not dealt with in 
the foregoing Articles of this Conven
tion and arising in the other Con
tracting State may be taxed in that 
other State. 

ARTICLE 24 
Relief From Double Taxation 

1. In accordance with the provi
sions and subject to the limitations of 
the law of the Contracting States (as 
it may be amended from time to time 
without changing the general principle 
hereof), a Contracting State shall al
low to a resident of that State and, in 
the case of the United States to a 
citizen of the United States, as a 
credit against the income tax of that 
State: 

a) the income tax paid to the 
other Contracting State by or on 
behalf of such resident or citizen; and 

b) in the case of a company 
owning at least 10 percent of the 
voting stock of a company which is a 
resident of the other Contracting 
State and from which the first
mentioned company receives divi
dends, the income tax paid to the 
other State by or on behalf of the 
distributing company with respect to 
the profits out of which the dividends 
are paid. 
For purposes of this paragraph, the 
taxes referred to in paragraphs 3 and 
4 of Article 2 (Taxes Covered) shall 
be treated as income taxes, including 
any profits tax imposed on distribu
tions but only to the extent such tax 
is imposed on earnings and profits as 
calculated under the tax accounting 
rules of the Contracting State of the 
beneficial owner of such distribution. 

2. Where in accordance with the 
provisions of the Convention income 
derived by a resident of Mexico is 
exempt from tax in that State, Mexi
co may nevertheless, in calculating 
the amount of tax on the remaining 
income of such resident, take into 
account the exempted income. 



3. For the purposes of allowing 
relief from double taxation pursuant 
to this Article, income derived by a 
resident of a Contracting State which 
may be taxed in the other Contracting 
State in accordance with this Conven
tion (other than solely by reason of 
citizenship in accordance with para
graph 2 of Article 1 (General Scope» 
shall be deemed to arise in that other 
State. Except as provided in Article 
13 (Capital Gains), the preceding sen
tence is subject to such source rules in 
the domestic laws of the Contracting 
States as apply for purposes of limit
ing the foreign tax credit. 

4. Where a United States citizen is 
a resident of Mexico: 

a) With respect to items of in
come obtained by said citizen that are 
exempt from United States tax or that 
are subject to a reduced rate of 
United States tax, Mexico shall allow 
as a credit against Mexican tax, sub
ject to the provisions of Mexican tax 
law regarding credit for foreign tax, 
only the tax paid, if any, that the 
United States may impose under the 
provisions of this Convention, other 
than taxes that may be imposed solely 
by reason of citizenship of the tax
payer; 

b) For purposes of computing 
United States tax, the United States 
shall allow as a credit against United 
States tax the income tax paid to 
Mexico after the credit referred to in 
subparagraph a); but the credit so 
allowed shall not reduce that portion 
of the United States tax that is credit
able against the Mexican tax in ac
cordance with subparagraph a); 

c) For the exclusive purpose of 
relieving double taxation in the 
United States under subparagraph b) 
items of income referred to in subpa
ragraph a) shall be deemed to arise in 
Mexico to the extent necessary to 
avoid double taxation of such income 
under subparagraph b). 

ARTICLE 25 
Non-Discrimination 

1. Nationals of a Contracting State 
shall not be subjected in the other 
Contracting State to any taxation or 
any requirement connected therewith 
which is other or more burdensome 
than the taxation and connected re
quirements to which nationals of that 
other State in the same circumstances 
are or may be subjected. However, a 
national of a Contracting State who 

is subject to tax in that State on 
worldwide income and a national of 
the other Contracting State who is 
not taxed in the first-mentioned State 
on worldwide income are not in the 
same circumstances. 

2. The taxation on a permanent 
establishment which an enterprise of 
a Contracting State has in the other 
Contracting State shall not be less 
favorably levied in that other State 
than the taxation levied on enterprises 
of that other State carrying on the 
same activities. This provision shall 
not be construed as obliging a Con
tracting State to grant to residents of 
the other Contracting State any per
sonal allowances, reliefs, and reduc
tions for taxation purposes on ac
count of civil status or family 
responsibilities which it grants to its 
own residents. 

3. Nothing in this Article shall be 
construed as preventing either of the 
Contracting States from imposing the 
tax described in Article IIA (Branch 
Tax) or, in the case of Mexico, from 
denying a deduction for presumed 
expenses (without regard to where 
such expenses are incurred) to an 
individual resident of the United 
States who elects to be subject to tax 
in Mexico on a net basis with respect 
to income from real property. 

4. Except where the provisions of 
paragraph 1 of Article 9 (Associated 
Enterprises), paragraph 8 of Article 
11 (Interest), or paragraph 5 of Arti
cle 12 (Royalties) apply, interest, roy
alties, and other disbursements paid 
by a resident of a Contracting State 
to a resident of the other Contracting 
State shall, for the purposes of deter
mining the taxable profits of the first
mentioned resident, be deductible un
der the same conditions as if they had 
been paid to a resident of the first
mentioned State. 

5. Enterprises of a Contracting 
State, the capital of which is wholly 
or partly owned or controlled, direct
ly or indirectly, by one or more 
residents of the other Contracting 
State, shall not be subjected in the 
first-mentioned State to any taxation 
or any requirement connected there
with which is other or more burden
some than the taxation and connected 
requirements to which other similar 
enterprises of the first-mentioned 
State are or may be subjected. 

6. The provisions of this Article 
shall, notwithstanding the provisions 

of Article 2 (Taxes Covered), apply to 
all taxes imposed by a Contracting 
State or a political subdivision or 
local authority thereof. 

ARTICLE 26 
Mutual Agreement Procedure 

1. Where a person considers that 
the actions of one or both of the 
Contracting States result or will result 
for him in taxation not in accordance 
with the provisions of this Conven
tion, he may, irrespective of the rem
edies provided by the domestic law of 
those States, present his case to the 
competent authority of the Contract
ing State of which he is a resident or 
national. 

2. The competent authority shall 
endeavor, if the objection appears to 
it to be justified and if it is not itself 
able to arrive at a satisfactory solu
tion, to resolve the case by mutual 
agreement with the competent author
ity of the other Contracting State, 
with a view to the avoidance of 
taxation which is not in accordance 
with the Convention, provided that 
the competent authority of the other 
Contracting State is notified of the 
case within four and a half years 
from the due date or the date of 
filing of the return in that other 
State, whichever is later. In such case, 
any agreement reached shall be imple
mented within ten years from the due 
date or the date of filing of the return 
in that other State, whichever is later, 
or a longer period if permitted by the 
domestic law of that other State. 

3. The competent authorities of the 
Contracting States shall endeavor to 
resolve by mutual agreement any dif
ficulties or doubts arising as to the 
interpretation or application of the 
Convention. They may also consult 
together regarding cases not provided 
for in the Convention. 

4. The competent authorities of the 
Contracting States may communicate 
with each other directly for the pur
pose of reaching an agreement in the 
sense of the preceding paragraphs. 

5. If any difficulty or doubt arising 
as to the interpretation or application 
of this Convention cannot be resolved 
by the competent authorities pursuant 
to the previous paragraphs of this 
Article, the case may, if both compe
tent authorities and the taxpayer(s) 
agree, be submitted for arbitration, 
provided that the taxpayer agrees in 
writing to be bound by the decision 
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of the arbitration board. The decision 
of the arbitration board in a particu
lar case shall be binding on both 
States with respect to that case. The 
procedures shall be established be
tween the States by notes to be ex
changed through diplomatic channels. 
The provisions of this paragraph shall 
have effect after the States have so 
agreed through the exchange of diplo
matic notes. 

ARTICLE 27 
Exchange of Information 

1. The competent authorities shall 
exchange information as provided in 
the Agreement Between the United 
States of America and the United 
Mexican States for the Exchange of 
Information with Respect to Taxes 
signed on November 9, 1989. 

2. In the event such Agreement is 
terminated, the competent authorities 
of the Contracting States shall ex
change such information as is neces
sary for carrying out the provisions 
of this Convention or to administer 
and enforce the domestic laws of the 
Contracting States concerning taxes 
covered by the Convention insofar as 
the taxation thereunder is not con
trary to the Convention. The ex
change of information is not restrict
ed by Article 1 (General Scope). Any 
information received by a Contract
ing State shall be treated as secret in 
the same manner as information ob
tained under the domestic laws of 
that State and shall be disclosed only 
to individuals or authorities (includ
ing judicial and administrative bod
ies) involved in the determination, 
assessment, collection, and adminis
tration of, the recovery and collec
tion of claims derived from, the 
enforcement or prosecution in re
spect of, or the determination of 
appeals in relation to, the taxes 
which are the subject of the Conven
tion. Such individuals or authorities 
shall use the information only for 
such purposes. These individuals or 
authorities may disclose the informa
tion in public court proceedings or in 
judicial decisions. 

3. For the purposes of this Article, 
the Convention shall apply, not
withstanding the provisions of Article 
2 (Taxes Covered), to all federal 
taxes. 
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ARTICLE 28 
Diplomatic Agents and Consular 

Officers 

Nothing in this Convention ~hall 
affect the fiscal privileges of dIplo
matic agents or consular officers un
der the general rules of internatio~al 
law or under the provisions of speCial 
agreements. 

ARTICLE 29 
Entry Into ~orce 

1. The Contracting States shall no
tify each other when their respec~ive 
constitutional and statutory reqUIre
ments for the entry into force of this 
Convention have been satisfied. The 
Convention will enter into force on 
the date of receipt of the later of such 
notifications. 

2. The provisions of the Conven
tion shall have effect: 

a) in respect of taxes imposed. i~ 
accordance with Articles 10 (DiVi
dends), 11 (Interest), and 12 ~Royal
ties), for amounts paid or credited on 
or after the first day of the second 
month next following the date on 
which the Convention enters into 
force if the Convention enters into 
force prior to July 1 of that year; 
otherwise on the first day of January 
of the ;ear following the year in 
which the Convention enters into 
force; 

b) in respect of other taxes, for 
taxable periods beginning on or after 
the first day of January of the year 
following the year in which the Con
vention enters into force. 

3. The existing agreement between 
the United Mexican States and the 
United States of America for the 
avoidance of double taxation of in
come derived from the operation of 
ships or aircraft in international traf
fic concluded by exchange of notes of 
August 7, 1989, shall terminate upon 
the entry into force of the Conven
tion. However, the provisions of the 
said agreement shall continue in ef
fect until the provisions of the Con
vention, in accordance with the provi
sions of paragraph 2(b), shall have 
effect. 

ARTICLE 30 
Termination 

1. This Convention shall remain in 
force until terminated by a Contract
ing State. Either Contracting State 
may terminate the Convention at any 

time after five years from the date on 
which the Convention enters into 
force provided that at least six 
months prior notice of termination 
has been given through diplomatic 
channels. In such event, the Conven
tion shall cease to have effect: 

a) in respect of taxes imposed in 
accordance with Articles 10 (Divi
dends), 11 (Interest), and 12 ~Royal
ties), for amounts paid or credited on 
or after the first day of the second 
month next following the expiration 
of the six months period; 

b) in respect of other taxes, for 
taxable periods beginning on or after 
the first day of January next follow
ing the expiration of the six months 
period. 

IN WITNESS WHEREOF, the un
dersigned, being duly authorized by 
their respective Governments, have 
signed this Convention. 

DONE at Washington, D.C., in 
duplicate, in the English and Spanish 
languages, both texts being equally 
authentic, this eighteenth day of Sep
tember, 1992. 

FOR THE GOVERNMENT OF THE 
UNITED STATES OF AMERICA: 
Nicholas F. Brady 

FOR THE GOVERNMENT OF THE 
UNITED MEXICAN STATES: 
Pedro Aspe 

PROTOCOL 

At the moment of signing the Con
vention between the Government of 
the United States of America and the 
Government of the United Mexican 
States for the Avoidance of Double 
Taxation and the Prevention of Fiscal 
Evasion with respect to Taxes on 
Income the undersigned have agreed 
upon the following provisions which 
shall be an integral part of the Con
vention. 

1. With reference to paragraphs 
1(f) and (g) of Article 3 (Definitions), 

When referred to in a geographical 
sense, Mexico and the United States 
include the areas of the seabed and 
subsoil adjacent to their respective 
territorial seas in which they may 
exercise rights in accordance wit~ do
mestic legislation and internatlOnal 
law. 

2. With reference to paragraph 1 
of Article 4 (Residence), For pur~os~s 
of paragraph 1 of Article 4 it is 
understood that: 



a) Mexico shall consider a Unit
ed States citizen or an alien admitted 
to the United States for permanent 
residence (a "green card" holder) to 
be a resident of the United States 
only if the individual has a substan
tial presence in the United States or 
would be a resident of the United 
States and not of another country 
under the principles of subparagraph 
a) and b) of paragraph 2 of that 
Article; 

b) a partnership, estate, or trust 
is a resident of a Contracting State 
only to the extent that the income it 
derives is subject to tax in that State 
as the income of a resident, either in 
the hands of the partnership, estate 
or trust, or in the hands of its part
ners or beneficiaries; 

c) the term "resident" also in
cludes a Contracting State or a politi
cal subdivision or local authority 
thereof. 

3. With reference to Articles 5 
(Permanent Establishment), 6 (In
come from Immovable Property (Real 
Property)), 7 (Business Profits) and 
12 (Royalties), 

It is understood that the asset tax 
imposed by Mexico shall not be ap
plied to residents of the United States 
that are not subject to tax under the 
terms of Articles 5 and 7 of this 
Convention, except for the assets re
ferred to in paragraph 2 of Article 6 
and in paragraph 3 of Article 12 that 
are furnished by those residents to a 
resident of Mexico. In the former 
case, Mexico shall grant a credit 
against the tax on such assets in an 
amount equal to the income tax that 
would be imposed under the Mexican 
Income Tax Law on the gross income 
(if any) referred to in paragraph 1 of 
Article 6, whether or not the resident 
of the United States makes the elec
tion under paragraph 5 of Article 6 to 
be taxed on a net basis, provided less 
than 50 percent of the United States 
resident's gross income from such 
assets is used directly or indirectly to 
meet liabilities (including liabilities 
for interest) to persons who are not 
United States residents. In the latter 
case, Mexico shall grant a credit 
against the tax on such assets in an 
amount equal to the income tax that 
would have been imposed on the 
royalties paid (if any) applying the 
rate of tax provided in the Mexican 
Income Tax Law instead of the rate 
provided in Article 12. 

4. With reference to Article 7 
(Business Profits), 

Nothing in this Article shall affect 
the application of any law of a Con
tracting State relating to the determi
nation of the tax liability of a person 
in any case where the information 
available to the competent authority 
of that State is inadequate to deter
mine the profits to be attributed to a 
permanent establishment or in the 
cases covered by Article 23 of the 
Income Tax Law of Mexico, provided 
that, on the basis of the available 
information, the determination of the 
profits of the permanent establish
ment is consistent with the principles 
stated in this Article. 

s. With reference to paragraph 3 
of Article 7 (Business Profits), 

Expenses allowed as a deduction 
include a reasonable allocation of re
search and development expense, in
terest, and other expenses incurred in 
the taxable year for the purposes of 
the enterprise as a whole (or the part 
thereof which includes the permanent 
establishment), regardless of where 
incurred, but only to the extent that 
such expenses have not been deducted 
by such enterprise and are not reflect
ed in other deductions allowed to the 
permanent establishment, such as the 
deduction for the cost of goods sold 
or of the value of the purchases. 

6. With reference to Article 8 
(Shipping and Air Transport), 

Residents of the United States, 
whose profits derived from Mexico 
may not be taxed by Mexico in ac
cordance with the provisions of Arti
cle 8 of the Convention, may not be 
subject to the Mexican assets tax on 
the assets used to produce such prof
its. 

7. With reference to Article 9 (As
sociated Enterprises), 

The provisions of paragraph 2 shall 
not apply in the case of fraud, gross 
negligence, or willful default. 

8. With reference to paragraphs 2 
and 3 of Article 10 (Dividends), 

a) In the case of the United 
States, subparagraph a) of paragraph 
2 shall not apply to dividends paid by 
a United States Regulated Investment 
Company or a Real Estate Investment 
Trust. Subparagraph b) of paragraph 
2 and paragraph 3 shall apply in the 
case of dividends paid by a Regulated 
Investment Company. In the case of 
dividends paid by a Real Estate In
vestment Trust, subparagraph b) of 

paragraph 2 and paragraph 3 shall 
apply if the beneficial owner of the 
dividends is an individual holding a 
less than 10 percent interest in the 
real estate investment trust; otherwise 
the rate of withholding applicable 
under domestic law shall apply. 

b) If the United States agrees in 
a treaty with another country to im
pose a lower rate on dividends than 
the rate specified in subparagraph a) 
of paragraph 2, both Contracting 
States shall apply that lower rate 
instead of the rate specified in sub
paragraph a) of that paragraph. 

9. With reference to paragraph 3 
of Article 7 (Business Profits), para
graph 4 of Article 10 (Dividends), 
and paragraph 5 of Article 11 (Inter
est), 

If the law of a Contracting State 
calls for a payment to be character
ized in whole or in part as a dividend 
or limits the deductibility of such 
payment because of thin capitaliza
tion rules or because the relevant debt 
instrument includes an equity interest, 
the Contracting State may treat such 
payment in accordance with such law. 

10. With reference to paragraphs 
2, 3, and 4 of Article 11 (Interest), 

a) The provisions of paragraphs 
2, 3, and 4 shall not apply to a 
Mexican resident that is a holder of a 
residual interest in a U.S. real estate 
mortgage investment conduit (RE
MIC) with respect to any excess inclu
sion. Upon notification of the United 
States competent authority by the 
Mexican competent authority that, af
ter this treaty takes effect, Mexico 
has authorized the marketing of secu
ritized mortgages in a manner identi
cal to a REMIC, the provisions of 
paragraphs 2, 3, and 4 also shall not 
apply to a U.S. resident that is a 
holder of an interest in any such 
entity with respect to income that is 
comparable to an excess inclusion. 
Moreover, if either of the Contracting 
States develops an entity that, al
though not identical to a REMIC, is 
substantially similar to a REMIC or 
an instrument that is substantially 
similar to a residual interest in a 
REMIC, the competent authorities of 
the Contracting States shall consult to 
determine whether the treatment pro
vided in this paragraph for REMICs 
shall apply to such instrument or 
entity. 

b) With reference to subpara
graph b(ii) of paragraph 2 of Article 
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11, the rate speci fied shall apply only 
if the beneficial owner of the interest 
is the original seller of the machinery 
and equipment. If the original seller 
transfers the beneficial ownership of 
the interest, the identity of the trans
feree will determine the rate of tax 
that may be charged upon the interest 
by the Contracting State in which the 
interest arises. 

11. With reference to paragraph 3 
of Article 12 (Royalties), 

It is understood that the term "in
formation concerning industrial, com
mercial or scientific experience" will 
be defined in accordance with para
graph 12 of the Commentary on Arti
cle 12 (Royalties) of the 1977 Model 
Convention for the Avoidance of 
Double Taxation with Respect to 
Taxes on Income and on Capital of 
the Organization for Economic Coop
eration and Development. 

12. With reference to paragraph 2 
of Article 13 (Capital Gains), 

The term "immovable property sit
uated in the other Contracting 
State," as described in this para
graph, when the United States is 
that other Contracting State in
cludes a United States real property 
interest. 

l3. With reference to paragraph 4 
of Article 13 (Capital Gains), 

For purposes of this paragraph, no 
tax shall apply in the case of a 
transfer of property between members 
of a group of companies that file a 
consolidated tax return, to the extent 
that the consideration received by the 
transferor consists of participation or 
other rights in the capital of the 
transferee or of another company res
ident in the same Contracting State 
that owns directly or indirectly 80 
percent or more of the voting rights 
and value of the transferee, if: 

a) the transferor and transferee 
are companies resident in the same 
Contracting State; 

b) before and immediately after 
the transfer, the transferor or the 
transferee owns, directly or indirectly, 
80 percent or more of the voting 
rights and value of the other, or a 
company resident in the same Con
tracting State owns directly or indi
rectly (through companies resident in 
the same Contracting State) 80 per-
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cent or more of the voting rights and 
value of each of them; and 

c) for the purpose of determin
ing gain on any subsequent disposi
tion, 

(i) the initial cost of the asset 
for the transferee is determined based 
on the cost it had for the transferor, 
increased by any cash or other prop
erty paid, or 

(ii) the gain is measured by 
another method that gives substantial
ly the same result. 

Notwithstanding the foregoing, if 
cash or property other than such 
participation or other rights is re
ceived, the amount of the gain (lim
ited to the amount of cash or other 
property received), may be taxed by 
the other Contracting State. 

14. With reference to paragraph 1 
of Article 14 (Independent Personal 
Services), 

Article 14 shall also apply to in
come derived by a company which is 
a resident of the United States from 
the furnishing of personal services 
through a fixed base in Mexico in 
accordance with subparagraph a) of 
paragraph 1. In that case, the compa
ny may compute the tax on the in
come from such services on a net 
basis as if that income were attribut
able to a permanent establishment in 
Mexico. 

15. With reference to paragraph 2 
of Article J 1 (Interest), paragraph 2 
of Article 11A (Branch Tax), and 
paragraph 1 of Article 17 (Limitation 
on Benefits), 

a) For purposes of subparagraph 
c of paragraph 1 of Article 17 and 
paragraph 2 of Article 11 A, the term 
"trade or business" means, in the 
case of Mexico, activities carried on 
through a permanent establishment as 
defined in the Income Tax Law of 
Mexico. 

b) For purposes of subparagraph 
a(ii) of paragraph 2 of Article 11 and 
subparagraph d) of paragraph 1 of 
Article 17, the term "recognized secu
rities exchange" means: 

(i) the NASDAQ System 
owned by the National Association of 
Securities Dealers, Inc. and any stock 
exchange registered with the Securities 
and Exchange Commission as a na
tional securities exchange for pur
poses of the Securities Exchange Act 
of 1934; 

(ii) stock exchanges duly au
thorized under the terms of the Stock 

Market ("Mercado de Valores") Law 
of January 2, 1975; and 

(iii) any other stock exchange 
agreed upon by the competent au
thorities of the Contracting States. 

c) For purposes of subparagraph 
f(ii) of paragraph 1 of Article 17, the 
term "gross income" means gross 
receipts, or where an enterprise is 
engaged in a business which includes 
the manufacture or production of 
goods, gross receipts reduced by the 
direct costs of labor and materials 
attributable to such manufacture or 
production and paid or payable out 
of such receipts. 

d) the provisions of subpara
graphs d(iii) and g of paragraph 1 of 
Article 17 shall only take effect when 
NAFT A enters into force. 

16. With reference to Article 18 
(Artistes and Athletes), 

Remuneration derived by an enter
tainer or athlete who is a resident of 
a Contracting State shall include re
muneration for any personal activities 
performed in the other Contracting 
State relating to that individual's rep
utation as an entertainer or athlete. 
The provisions of this Article shall 
not apply to auxiliary or supporting 
personnel, such as technicians, or to 
managers or coaches, who shall re
main subject to the provisions of 
Articles 14 and 15. 

17. With reference to paragraphs 
1, 2 and 3 of Article 22 (Exempt 
Organizations), 

a) The certification made by a 
Contracting State of the status of a 
resident of that State as an organiza
tion which is operated exclusively for 
religious, scientific, literary, educa
tional or other charitable purposes 
and exempt from tax in that State 
shall be accepted by the other Con
tracting State for the purpose of al
lowing such organization to be ex
empt from tax in that other 
Contracting State in accordance with 
the provisions of paragraph 1. How
ever, if the competent authority of 
the other Contracting State deter
mines that granting an exemption is 
inappropriate in a specific case or 
circumstance, the exemption may be 
denied after consultation with the 
competent authority of the first Con
tracting State. 

b) The Contracting States agree 
that: 

(i) Article 70-B of the Mexican 
Income Tax Law and section 



509(a)(l) and (2), except for organiza
tions described in section 170(b)
(l)(A)(i), of the United States Inter
nal Revenue Code, as interpreted by 
the governing regulations and admin
istrative rulings of Mexico and the 
United States, respectively, in effect 
on the date of the signing of this 
Convention, provide essentially equiv
alent standards for organizations 
within their coverage, within the 
meaning of paragraphs 2 and 3; and 

(ii) Therefore, a finding by the 
tax authorities of Mexico that an 
organization qualifies under Article 
70-B, or by the United States tax 
authorities that an organization quali
fies under section 509(a)(l) or (2), 
except for an organization described 
in section 170(b)(1 )(A)(i), shall be 
accepted by the other Contracting 
State for the purpose of extending to 
such organization the benefits provid
ed for in paragraphs 2 and 3. How
ever, if the competent authority of 
the other Contracting State deter
mines that granting such benefits is 
inappropriate with respect to a partic
ular organization or type of organiza
tion, such benefits may be denied 
after consultation with the competent 
authority of the first Contracting 
State. 

18. With reference to paragraph 5 
of Article 26 (Mutual Agreement Pro
cedure), 

a) After a period of three years 
after the entry into force of this 
Convention, the competent authori
ties shall consult in order to deter
mine whether it is appropriate to 
make the exchange of diplomatic 
notes referred to in paragraph 5 of 
Article 26 (Mutual Agreement Proce
dure). 

b) If the competent authorities 
of both States agree to submit a 
disagreement regarding the interpreta
tion or application of this Convention 
in a specific case to arbitration ac
cording to paragraph 5 of Article 
26, the following procedures will ap
ply: 

(i) If, in applying paragraphs 1 
to 4 of Article 26, the competent 
authorities fail to reach an agreement 
within two years of the date on which 
the case was submitted to one of the 
competent authorities, they may agree 
to invoke arbitration in a specific 
case, but only after fully exhausting 
the procedures available for para
graphs 1 to 4 of Article 26. The 

competent authorities will not accede 
to arbitration with respect to matters 
concerning the tax policy or domestic 
law of either State. 

(ii) The competent authorities 
shall establish an arbitration board 
for each specific case in the following 
manner: 

A. An arbitration board 
shall consist of not fewer than three 
members. Each competent authority 
shall appoint the same number of 
members, and these members shall 
agree on the appointment of the other 
member(s). The competent authori
ties may issue further instructions re
garding the criteria for selecting the 
other member(s) of the arbitration 
board. 

B. Arbitration board mem
ber(s) (and their staffs) upon their 
appointment must agree in writing to 
abide by and be subject to the appli
cable confidentiality and disclosure 
provisions of both States and the 
Convention. In case those provisions 
conflict, the most restrictive condition 
will apply. 

(iii) The competent authorities 
may agree on and instruct the arbitra
tion board regarding specific rules of 
procedure, such as appointment of a 
chairman, procedures for reaching a 
decision, establishment of time limits, 
etc. Otherwise, the arbitration board 
shall establish its own rules of proce
dure consistent with generally accept
ed principles of equity. 

(iv) Taxpayers and/or their 
representatives shall be afforded the 
opportunity to present their views to 
the arbitration board. 

(v) The arbitration board shall 
decide each specific case on the basis 
of the Convention, giving due consid
eration to the domestic laws of the 
States and the principles of interna
tional law. The arbitration board will 
provide to the competent authorities 
an explanation of its decision. The 
decision of the arbitration board shall 
be binding on both States and the 
taxpayer(s) with respect to that case. 
While the decision of the arbitration 
board shall not have precedential ef
fect, it is expected that such decisions 
ordinarily will be taken into account 
in subsequent competent authority 
cases involving the same taxpayer(s), 
the same issue(s), and substantially 
similar facts, and may also be taken 
into account in other cases where 
appropriate. 

(vi) Costs for the arbitration 
procedure will be borne in the follow
ing manner: 

A. Each State shall bear the 
cost of remuneration for the mem
ber(s) appointed by it, as well as for 
its representation in the proceedings 
before the arbitration board; 

B. The cost of remuneration 
for the other member(s) and all other 
costs of the arbitration board shall be 
shared equally between the States; 
and 

C. The arbitration board 
may decide on a different allocation 
of costs. 
However, if its deems appropriate in 
a specific case, in view of the nature 
of the case and the roles of the 
parties, the competent authority of 
one of the States may require the 
taxpayer(s) to agree to bear that 
State's share of the costs as a prereq
uisite for arbitration. 

(vii) The competent authorities 
may agree to modify or supplement 
these procedures; however, they shall 
continue to be bound by the general 
principles established herein. 

19. With reference to paragraph 1 
of Article 27 (Exchange of Informa
tion), 

If the Agreement between the Unit
ed States of America and the United 
Mexican States for the Exchange of 
Tax Information should be terminat
ed, the Contracting States shall 
promptly endeavor to conclude a pro
tocol to this Convention to accom
plish the purposes of this Article. 

20. With reference to Article 30 
(Termination), 

When the competent authority of 
one of the Contracting States consid
ers that the law of the other Con
tracting State is or may be applied in 
a manner that eliminates or signifi
cantly limits a benefit provided by the 
Convention, that State shall inform 
the other Contracting State in a time
ly manner and may request consulta
tions with a view to restoring the 
balance of benefits of the Conven
tion. If so requested, the other State 
shall begin such consultations within 
three months of the date of such 
request. 
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Senate Executive Report No. 
103-20 

INCOME TAX CONVENTION WITH 
MEXICO, WITH PROTOCOL 

November 18 (legislative day, Novem
ber 2), 1993.-0rdered to be printed 

Mr. PELL, from the Committee on 
Foreign Relations, submitted the fol
lowing 

Report to accompany Treaty Doc. 
103-7. 

The Committee on Foreign Rela
tions, to which was referred the Con
vention between the Government of 
the United States of America and the 
Government of the United Mexican 
States for the Avoidance of Double 
Taxation and the Prevention of Fiscal 
Evasion With Respect to Taxes on 
Income, together with a related Pro
tocol, signed at Washington on Sep
tember 18, 1992, having considered 
the same, reports favorably thereon 
and recommends that the Senate give 
its advice and consent to ratification 
thereof subject to the reservation and 
understanding set forth in this report. 

* * * * * 
I. PURPOSE 

The principal purposes of the pro
posed income tax treaty between the 
United States of America ("United 
States") and the United Mexican 
States ("Mexico") are to reduce or 
eliminate double taxation of income 
earned by residents of either country 
from sources within the other coun
try, and to prevent avoidance or eva
sion of the income taxes of the two 
countries. The proposed treaty is in
tended to promote close economic 
cooperation between the two coun
tries and to eliminate possible barriers 
to trade caused by overlapping taxing 
jurisdictions of the two countries. It 
is intended to enable the countries to 
cooperate in preventing avoidance 
and evasion of taxes. 

II. BACKGROUND 

The proposed treaty with Mexico 
and the proposed protocol were both 
signed on September 18, 1992. There 
is presently no income tax treaty in 
force between the United States and 
Mexico. 

The proposed treaty was transmit
ted to the Senate for advice and 
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consent to its ratification on May 20, 
1993. The proposed treaty was the 
subject of a hearing before the Com
mittee on Foreign Relations on Octo
ber 27, 1993. 

III. SUMMARY 

The proposed treaty is similar to 
other recent U.S. income tax treaties, 
the 1981 proposed U.S. model income 
tax treaty ("U .S. model"), and the 
model income tax treaty of the Or
ganization for Economic Cooperation 
and Development ("OECD Model"). 
However, there are certain deviations 
from those documents. 

As in other U.S. tax treaties, the 
objectives of the treaty are principally 
achieved by each country agreeing to 
limit, in certain specified situations, 
its right to tax income derived from 
its territory by residents of the other 
country. For example, the proposed 
treaty contains the standard treaty 
provisions that neither country would 
tax business income derived from 
sources within the country by resi
dents of the other country unless the 
business activities in the first country 
are substantial enough to constitute a 
permanent establishment or fixed 
base (Articles 7 and 14). Similarly, 
the proposed treaty contains the stan
dard "commercial visitor" exemp
tions under which residents of one 
country performing personal services 
in the other country would not be 
required to pay tax in the other 
country unless their contract with the 
other country exceeds specified mini
mums (Articles 14, 15, and 18). The 
proposed treaty provides that divi
dends, interest, royalties, and certain 
capital gains derived by a resident of 
either country from sources within 
the other country generally could be 
taxed by both countries (Articles 10, 
11, 12 and 13); generally, however, 
the rate of tax that the source country 
could impose on a resident of the 
other country on dividends, interest, 
and royalties would be limited by the 
proposed treaty (Articles 10, 11 and 
12). 

In situations where the country of 
source would retain the right under 
the proposed treaty to tax income 
derived by residents of the other 
country, the treaty generally would 
provide for the relief of the potential 
double taxation by the country of 
residence allowing a tax credit for 

certain foreign taxes paid to the other 
country (Article 24). 

The proposed treaty contains the 
standard prOVlSlon (the "saving 
clause") contained in other U.S. tax 
treaties that each country would re
tain the right to tax its citizens and 
residents as if the treaty had not 
come into effect (Article I (3». In 
addition, the proposed treaty contains 
the standard provision that it would 
not apply to deny a taxpayer any 
benefits it is entitled to under the 
domestic law of the country or under 
any other agreement between the two 
countries (Article 1(2»; that is, the 
treaty would only be applied to the 
benefit of taxpayers. 

The proposed treaty differs in cer
tain respects from other U.S. income 
tax treaties, and from the U.S. model 
and OECD model treaties. Some of 
these differences are as follows: 

(1) The saving clause of the U.S. 
model provides that a country may 
tax its citizens as if the treaty were 
not in effect. For this purpose, it 
includes as a citizen a person who is a 
former citizen whose loss of citizen
ship had as one of its principal pur
poses the avoidance of income tax, 
but only for a period of ten years 
following such loss. The proposed 
treaty contains a similar ten-year rule 
for ex-citizens, except that it would 
apply to any such person whose loss 
of citizenship had as one of its princi
pal purposes the avoidance of tax. 
Thus, for example, the proposed 
treaty's saving clause would apply to 
a former citizen whose principal pur
poses for renouncing his or her citi
zenship included the avoidance of 
U.S. estate or gift tax. 

(2) The U.S. model specifically 
permits the competent authorities to 
agree to a common meaning of any 
term that is not defined in the treaty. 
The proposed treaty does not contain 
such specific authority. 1 Under the 
proposed treaty, any undefined term 
would have the meaning which it has 
under the laws of the taxing country 
unless the context requires otherwise. 

(3) For purposes of determining an 
individual's country of residence (and 
thus, his or her entitlement to treaty 
benefits), the U.S. model generally 

IThe proposed treaty does provide that the 
competent authorities may consult together re
garding cases not provided for in the treaty. It 
is not clear whether this language is intended to 
permit them to agree to a common meaning of 
an otherwise undefined term. 



treats a citizen of one of the treaty 
countries as a resident of that coun
try. The proposed treaty and proto
col, by contrast, provides that Mexico 
would consider a U.S. citizen to be a 
U.S. resident for treaty purposes only 
if he or she has a substantial presence 
in the United States or would be a 
U.S. resident (and not a resident of 
any other country) under the pro
posed treaty's tie-breaker rules for 
determining residency. The proposed 
protocol contains a similar limitation, 
also not present in the U.S. model, 
for aliens admitted to the United 
States for permanent residence (i.e., 
"green card" holders). 

(4) The proposed treaty explicitly 
provides that the governments of 
Mexico and the United States (includ
ing political subdivisions and local 
authorities) would be treated as resi
dents of Mexico and the United 
States, respectively. Neither the U.S. 
model nor the OECD model contain 
specific residency rules for the gov
ernments of the countries that are 
parties to the treaty. 

(5) The proposed treaty, unlike the 
U.S. model, does not treat a dual 
resident company (i.e., a company 
that is a resident of both treaty coun
tries) as a resident of the country 
under whose laws it was created. 
Under the proposed treaty, a dual 
resident company would be treated as 
a resident of neither the United States 
nor Mexico for treaty purposes, and, 
hence, would be entitled to no treaty 
benefits. Nor would the recipient of a 
dividend such a company pays be 
entitled to treaty reduction of source 
country taxation of the dividend. 

Similarly, whereas the U.S. model 
provides for competent authority de
termination (on the basis of mutual 
agreement) on the mode of applica
tion of the treaty to a person other 
than an individual or a company that 
is a dual resident, no such rule is 
found in the proposed treaty. As 
would be the case for a dual resident 
company, such a person would be 
treated as a resident of neither the 
United States nor Mexico under the 
proposed treaty. 

(6) The proposed treaty's definition 
of a permanent establishment diverges 
in some respects from the definition 
contained in the U.S. model. For 
instance, under the proposed treaty, a 
building site or construction or instal
lation project, or an installation or 

drilling rig or ship used for the explo
ration or exploitation of natural re
sources (or related supervisory activi
ty) that an enterprise of one country 
has in the other country would consti
tute a permanent establishment in 
that other country if it lasts more 
than six months. This six-month peri
od is significantly shorter than the 
12-month period provided for in the 
U.S. model. 

In addition, some differences exist 
between the provisions of the U.S. 
model and those of the proposed 
treaty with respect to the determina
tion of whether the activities in one 
of the countries (the "first country") 
of an agent (other than an indepen
dent agent as defined in the treaties) 
that is acting on behalf of an enter
prise of the other country constitutes 
a permanent establishment. Both trea
ties provide that such an enterprise 
would be deemed to have a perma
nent establishment in the first country 
if the agent has and habitually exer
cises in that country an authority to 
conclude contracts in the name of the 
enterprise, unless the activities of the 
agent are limited to those activities 
specifically mentioned in the treaty as 
activities that would not give rise to a 
permanent establishment. The pro
posed treaty further provides that a 
permanent establishment would be 
deemed to exist in a case where the 
agent has no authority to conclude 
contracts in the name of the enter
prise, but habitually processes in the 
first country on behalf of the enter
prise goods or merchandise main
tained there by that enterprise, pro
vided that the processing is carried on 
using assets furnished (directly or in
directly) by that enterprise or a relat
ed person. In addition, the proposed 
treaty provides that an enterprise of 
one of the countries that is engaged 
in the insurance business would, ex
cept with respect to reinsurance activ
ities, be deemed to have a permanent 
establishment in the other country if 
it collects premiums in the territory of 
that other country or insures risks 
situated therein through a representa
tive other than an independent agent. 
The U.S. model treaty does not con
tain either of these latter two provi
sions. 

With respect to the activities of 
independent agents, both the pro
posed treaty and the U.S. model pro
vide that an enterprise of one country 

would not be deemed to have a per
manent establishment in the other 
country merely because it carries on 
business in that other country 
through a broker, general commission 
agent, or any other agent of an inde
pendent status, provided that such 
persons are acting in the ordinary 
course of their business. The pro
posed treaty, however, places an ad
ditional limitation on the operation of 
this rule that is not found in the U. S. 
model. Under the proposed treaty, 
this rule would not apply if in the 
persons' commercial or financial rela
tions with the enterprise, conditions 
are made or imposed that differ from 
those generally agreed to by indepen
dent agents. 

(7) The proposed protocol contains 
a special provision concerning the 
imposition of the assets tax by Mexi
co. A similar provision is not con
tained in the U.S. model because the 
United States does not impose a tax 
based on assets. Under the proposed 
protocol, the Mexican assets tax gen
erally would not apply to a U.S. 
resident that, pursuant to Article 7 
(Business Profits) of the proposed 
treaty, would not be taxable in Mexi
co on its business profits because it 
has no permanent establishment in 
Mexico. Notwithstanding this excep
tion, the assets tax could be imposed 
on immovable property situated in 
Mexico and on certain tangible and 
intangible property specified in Arti
cle 12 (Royalties) that are furnished 
to Mexican residents. 

Under Mexican law, the assets tax 
generally applies only to the extent 
that it exceeds any income tax paid to 
Mexico by the taxpayer. The pro
posed protocol contains a provision 
that would prevent the operation of 
the assets tax from negating certain 
income tax benefits granted under the 
proposed treaty. 

(8) Unlike the U.S. model, the pro
posed treaty provides that a country 
could tax the business profits of an 
enterprise of the other country where 
those profits are attributable to a 
permanent establishment that the en
terprise formerly had in the first 
country. This provision reflects the 
policy underlying Code section 
864(c)(6) which was added by Con
gress in the Tax Reform Act of 1986 
and permits the United States to tax 
certain deferred payments received by 
a foreign person without regard to 

1994-? r. R .1.~Q 



whether the person is engaged in a 
U.S. trade or business in the taxable 
year of receipt of the payments. 

Similarly, Article 13 (Capital 
Gains) of the proposed treaty clarifies 
that a country could tax the capital 
gains of a resident of the other coun
try that are attributable either to a 
permanent establishment which that 
person has or had in the first coun
try, or to a fixed base which is or was 
available to that person in the first 
country for the purpose of perform
ing independent personal services. 
Addition of the words "or had" 
clarifies that, for purposes of the 
treaty rules stated above, any gain 
attributable to a permanent establish
ment (or fixed base) during its exist
ence would be taxable in the country 
where the permanent establishment 
(or fixed base) is situated even if the 
gain is deferred until after the perma
nent establishment has ceased to ex
ist. The Treasury Department has in
dicated that this language would 
accommodate the application of Code 
section 864(c)(7) to a resident of Mex
ico. 

(9) The business profits article of 
the U.S. model treaty omits the force 
of attraction rules contained in the 
Code, providing instead that the busi
ness profits to be attributed to the 
permanent establishment shall include 
only the profits derived from the 
assets or activities of the permanent 
establishment. The proposed treaty, 
on the other hand, contains a limited 
force of attraction rule under which a 
country (the "first country") could 
tax sales in that country by a resident 
of the other country of goods or 
merchandise of the same or similar 
kind as the goods or merchandise that 
are sold by that person through its 
permanent establishment in the first 
country. Such profits would not be 
taxable by the first country, however, 
if the enterprise demonstrates that the 
sales have been carried out for rea
sons other than obtaining a treaty 
benefit. This rule is narrower in scope 
than the Code's force of attraction 
rules. 

(10) Both the U.S. model and the 
proposed treaty provide that in deter
mining the business profits of a per
manent establishment, there would be 
allowed as deductions expenses which 
are incurred for the purposes of the 
permanent establishment, including a 
reasonable allocation of executive and 
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general administrative expenses, re
search and development expenses, in
terest, and other expenses wherever 
incurred, for the purposes of the 
enterprise as a whole (or part thereof 
which includes the permanent estab
lishment). The proposed treaty (as 
amended by the proposed protocol), 
but not the U.S. model, specifies 
that this rule would apply only to the 
extent that the expenses have not 
been deducted by the enterprise and 
are not reflected in other deductions 
allowed to the permanent establish
ment, such as the deduction for the 
cost of goods sold or the value of 
purchases. In a further divergence 
from the U.S. model, the proposed 
treaty provides that no such deduc
tion would be allowed in respect of 
such amounts, if any, paid (other
wise than toward reimbursement of 
actual expenses) by the permanent 
establishment to the head office of 
the enterprise or any of its other 
offices by way of royalties, fees or 
other similar payments in return for 
the use of patents or other rights, by 
way of commission, for specific ser
vices performed or for management, 
or except in the case of a banking 
enterprise, by way of interest on 
moneys lent to the permanent estab
lishment. 

(11) As is true of some other exist
ing U.S. income tax treaties, the pro
posed treaty would not provide pro
tection from source country taxation 
of income from bareboat (i.e., with
out crew) leases of ships and aircraft 
in international traffic to the same 
extent as the U.S. model treaty, 
which exempts such income from 
source country tax as income from 
the operation of ships or aircraft in 
international traffic. For example, the 
model provides for exemption from 
tax in the source country for a bare
boat lessor (such as a financial insti
tution or a leasing company) that 
does not operate ships or aircraft in 
international traffic, but that leases 
ships or aircraft to others for use in 
international traffic. Under the pro
posed treaty, the exemption for ship
ping profits would not apply to prof
its from the rental on a bareboat 
basis of ships or aircraft unless those 
profits are accessory to international 
shipping income of the lessor. 

(12) The proposed protocol speci
fies that if the law of one of the 
treaty countries calls for a payment to 

be characterized in whole or in part 
as a dividend or limits the deductibili
ty of such payment because of thin 
capitalization rules or because the 
relevant debt instrument includes an 
equity interest, that country could 
treat such payment in accordance 
with such law. Thus, for example, the 
proposed treaty would foreclose any 
suggestion that the proposed treaty 
might preclude the United States 
from applying (or limit the applica
tion of) its so-called "earnings strip
ping" rules (sec. 1630» relating to 
the deductibility of interest expense. 
No similar provision is contained in 
the U.S. model treaty. 

(13) The proposed treaty and the 
U.S. model treaty differ in their 
respective treatment of rental in
come. Under the U.S. model, the 
term "business profits" includes in
come of a trade or business which is 
derived from the rental of tangible 
personal property and the rental or 
licensing of cinematographic films or 
films or tapes used for radio or 
television broadcasting. Thus, such 
income could only be taxed by the 
source country if it were attributable 
to a permanent establishment situat
ed therein. Under the proposed trea
ty, on the other hand, such income 
generally is treated as "royalties" 
and, accordingly, is subject to the 
rules of Article 12. Under Article 12, 
the source country would be permit
ted to tax royalties derived by a 
resident of the other country at a 
rate not in excess of 10 percent. 
Alternatively, royalties that are at
tributable to a permanent establish
ment located in the source country 
would be taxable on a net basis as 
business profits. 

(14) The proposed protocol speci
fies that nothing in the business prof
its article of the proposed treaty 
would affect the application of any 
law of either the United States or 
Mexico relating to the determination 
of the tax liability of a person in any 
case where the information available 
to the competent authority of that 
country is inadequate to determine 
the profits to be attributed to a per
manent establishment or in the cases 
covered by Article 23 of the Income 
Tax Law of Mexico, provided that, 
on the basis of the available informa
tion, the determination of the profits 
of the permanent establishment is 
consistent with the principles of the 



business profits article. A provlSlon 
of this nature is not found in the 
U.S. model treaty. 

(I5) The associated enterprises arti
cle of the proposed treaty differs in 
two principal respects from that arti
cle of the U.S. model treaty. First, 
under the proposed treaty, either trea
ty country would be required to cor
relatively adjust any tax liability it 
previously imposed on an enterprise 
for profits reallocated to an associat
ed enterprise by the other treaty 
country, if the first country agrees 
with the substance of the second 
country's adjustment. The corre
sponding U.S. model language is 
slightly different in that it does not 
condition the making of the correla
tive adjustment on the first country's 
agreement to the original adjustment 
made by the other country. Second, 
the proposed protocol provides that 
the rule requiring the country of resi
dence to make a correlative adjust
ment would not apply in the case of 
fraud, gross negligence, or willful de
fault. 

(16) Under the proposed treaty, di
rect investment dividends (i.e., divi
dends paid to companies resident in 
the other country that own directly at 
least 10 percent of the voting shares 
of the payor) would generally be 
taxable by the source country at a 
rate no greater than 5 percent. Port
folio investment dividends (i.e., those 
paid to companies owning less than a 
10 percent voting share interest in the 
payor, or to noncorporate residents 
of the other country) would generally 
be taxable by the source country, 
after the treaty is fully phased in, at a 
rate no greater than 10 percent. 2 (Dif
ferent rules, discussed below, are pro
vided for dividends from a regulated 
investment company or real estate 
investment trust.) The U.S. model 
prescribes maximum source country 
tax rates of 5 percent on direct invest
ment dividends and 15 percent on 
other dividends. 

The proposed protocol contains a 
unique "most-favored nation" clause 
relating to the taxation of dividends. 
Under that clause, if the United 
States agrees in a treaty with another 
country to impose a rate of tax on 
direct investment dividends that is 

2For a period of five years from the date on 
which the provisions of the dividends article 
takes effect, such dividends would be taxable 
by the source country at a rate of 15 percent. 

lower than the 5-percent rate con
tained in the proposed treaty, then 
the United States and Mexico would 
apply that lower rate as if it were the 
rate specified by the proposed treaty. 

(17) The proposed protocol would 
apply a withholding rate of 10 per
cent (15 percent during the transition 
period) on dividends if those divi
dends are paid by a U.S. regulated 
investment company (RIC) regardless 
of whether the RIC dividends are 
paid to a direct or portfolio investor. 
The proposed treaty would not pro
vide for a reduction of U.S. with
holding tax on dividends if those 
dividends are paid by a U.S. real 
estate investment trust (REIT), unless 
the dividend is beneficially owned by 
an individual Mexican resident hold
ing a less than 10 percent interest in 
the REIT. 

(18) The U.S. model treaty pro
vides an exemption from source coun
try taxation on interest. To the con
trary, the proposed treaty provides 
that certain categories of interest de
rived by a resident of one country 
which arises from sources in the other 
country could be taxed by the other 
country, subject to maximum rates 
established in the treaty (ranging 
from 4.9 percent to 15 percent de
pending on the category in which the 
interest falls and when it is received.) 

(19) Under the proposed protocol, 
no reduction of U.S. withholding tax 
would be granted under the proposed 
treaty to a Mexican resident that is a 
holder of a residual interest in a U.S. 
real estate mortgage investment con
duit (REMIC) with the respect to any 
excess inclusion. 3 Moreover, if either 
country develops an entity that, al
though not identical to a REMIC, is 
substantially similar to a REMIC or 
an instrument that is substantially 
similar to a residual interest in a 
REMIC, the competent authorities of 
the two countries would be required 
to consult with each other to deter
mine whether the above-described 
treatment applicable to REMICs 
would apply to such instrument or 
entity. The interest article of the U.S. 

3Similarly, upon notification of the u.s. com
petent authority by the Mexican competent 
authority that Mexico has authorized the mar
keting of securitized mortgages in a manner 
identical to a REMIC, no treaty reduction in 
Mexican withholding tax would apply to a U.S. 
resident that is a holder of an interest in such 
an entity with respect to income that is compa
rable to an excess inclusion. 

model treaty does not contain a pro
vision dealing with residual interests 
in REMICs or similar entities. 

(20) Unlike the U.S. model treaty 
(which was drafted before enactment 
of the branch taxes in the United 
States), the proposed treaty expressly 
would permit the United States to 
impose the branch profits tax. The 
proposed treaty also would expressly 
prevent imposition of any other form 
of second-level withholding tax. The 
U.S. branch profits tax could be im
posed at a rate not exceeding 5 per
cent under the proposed treaty. In 
addition, the proposed treaty would 
expressly permit the United States to 
impose the branch-level interest tax at 
a rate not exceeding 10 percent (or in 
some cases, at a rate not exceeding 
4.9 percent). The non-discrimination 
article of the proposed treaty makes 
clear that nothing in that article is to 
be construed as preventing either 
country from imposing its branch 
taxes. 

(21) The U.S. model treaty pro
vides that royalties derived and bene
ficially owned by a resident of one 
treaty country generally are taxable 
only in that country, even if they 
arise from sources in the other coun
try (unless they are attributable to a 
permanent establishment located in 
that other country). The proposed 
treaty, on the other hand, would 
permit the source country to tax such 
royalties. In such a case, the tax so 
charged could not exceed 10 percent 
of the gross amount of the royalties. 

(22) The proposed treaty provides 
a rule for determining where royalties 
are deemed to arise which is not 
found in the U.S. model treaty. This 
source rule would not apply for pur
poses of the rules of the proposed 
treaty dealing with relief from double 
taxation. Under this rule, a royalty 
would be deemed to arise in a treaty 
country when the payor is that coun
try (or its political subdivision or 
local authority) or a resident (as de
fined in the treaty) of that country. 
If, however, the royalty expense is 
borne by (i.e., for purposes of com
puting taxable income, deductible by) 
a permanent establishment (or fixed 
base) that the payor has in Mexico or 
the United States, the royalty would 
have as its source the country in 
which the permanent establishment 
(or fixed base) is located, regardless 
of the residence of the payor. In 
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addition, the proposed treaty provides 
that where the preceding rules would 
not operate to deem royalties as aris
ing in either the United States or 
Mexico, and the royalties relate to the 
use of, or the right to use, in one of 
those countries, any property or right 
encompassed within the proposed 
treaty's definition of royalties, then 
the royalties would be deemed to 
arise in that country. 

(23) Both the U.S. model treaty 
and the proposed treaty provide for 
source country taxation of capital 
gains from the disposition of real 
property regardless of whether the 
taxpayer is engaged in a trade or 
business in the source country. The 
proposed treaty (as amended by the 
proposed protocol) would expand the 
U.S. model treaty definition of real 
property for these purposes to encom
pass "U .S. real property interests." 
This safeguards U.S. tax under the 
Foreign Investment in Real Property 
Tax Act of 1980 which applies to 
dispositions of U.S. real property in
terests by nonresident aliens and for
eign corporations. 

(24) The proposed treaty would 
permit a treaty country (the "first 
country") to impose its statutory tax 
on gains from the disposition, by a 
resident of the other country, of 
stock, participation, or other rights in 
the capital of a company or other 
legal person which is a resident of the 
first country if the recipient of the 
gain, during the 12-month period pre
ceding the disposition, had a direct or 
indirect participation of at last 25 
percent in the capital of that compa
ny or other legal person. Such gains 
would be treated as arising in the first 
country to the extent necessary to 
avoid double taxation. The proposed 
protocol further provides that certain 
tax-free reorganization rules would 
apply (similar to the reorganization 
rules under U.S. law) to transactions 
involving the stock of certain closely
held U.S. and Mexican companies, 
and, thus, no source country tax 
would be imposed with respect to 
such stock dispositions. 

(25) In a manner similar to the 
U.S. model treaty, the proposed trea
ty provides that income derived by an 
individual who is a resident of one of 
the treaty countries from the perfor
mance of personal services in an inde
pendent capacity generally would not 
be taxable in the other treaty country 
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unless the person has a fixed base in 
the other country which he or she 
regularly makes use of in performing 
his or her activities; in such a case, 
the other country would be permitted 
to tax the income from services per
formed within its territory which is 
attributable to the fixed base. Con
trary to the U.S. model, however, the 
proposed treaty also would allow a 
treaty country to tax income attribut
able to independent personal services 
performed within its territory by a 
resident of the other country if he or 
she is present in the source country 
for a period or periods exceeding a 
total of 183 days within a 12-month 
period. 

(26) The independent personal ser
vices article of the proposed treaty (as 
supplemented by the proposed proto
col) also deviates from the U.S. mod
el and from other U.S. tax treaties by 
extending the application of that arti
cle to income derived by a U.S. 
company from the furnishing of per
sonal services through a fixed base in 
Mexico. In such a case, the company 
would be permitted to compute the 
tax on the income from such services 
on a net basis as if that income were 
attributable to a permanent establish
ment in Mexico. This rule is necessary 
because, under Mexican law, a per
sonal service company is not consid
ered to earn business profits, so such 
a company would be taxed by Mexico 
under Article 14 rather than under 
Article 7. Such treatment, however, 
would not result in a substantially 
different level of taxation since both 
articles would allow for taxation on a 
net-income basis. 

(27) The dependent personal serv
ices article of the proposed treaty 
varies slightly from that article of the 
U.S. model. Under the U.S. model, 
salaries, wages, and other similar re
muneration derived by a resident of 
one treaty country in respect of em
ployment exercised in the other coun
try may be taxable by the other 
country if the recipient is present in 
the other country for a period or 
periods exceeding in the aggregate 183 
days in the taxable year concerned 
and certain other conditions are satis
fied. The proposed treaty contains a 
similar rule, but provides that the 
measurement period for the 183-day 
test would not be limited to the 
taxable year; rather, the source coun
try could tax the income if the indi-

vidual is present there for a period or 
periods exceeding in the aggregate 183 
days in a 12-month period. 

(28) The U.S. model treaty prohib
its source country tax on remunera
tion of a treaty country resident em
ployed as a member of the regular 
complement of a ship or aircraft 
operating in international traffic. The 
proposed treaty contains no special 
rule for such employment income. 

(29) The proposed treaty would al
low directors' fees and similar pay
ments derived by a treaty country 
resident for services performed out
side of the residence country in his or 
her capacity as a director or overseer 
of a company resident in the other 
country to be taxed in the other 
country. The U.S. model treaty, on 
the other hand, treats directors' fees 
as personal service income. Under the 
U.S. model treaty (and the proposed 
treaty), the country where the recipi
ent resides generally has primary tax
ing jurisdiction over personal service 
income and the source country tax on 
directors' fees is limited. By contrast, 
under the OECD model treaty the 
country where the company is resi
dent has full taxing jurisdiction over 
directors' fees and other similar pay
ments the company makes to resi
dents of the other treaty country, 
regardless of where the services are 
performed. Thus, the proposed treaty 
represents a compromise between the 
U.S. model and the OECD model 
positions. 

(30) The proposed treaty contains a 
limitation on benefits, or "anti-treaty 
shopping," article similar in many 
respects to the limitation on benefits 
articles contained in recent U.S. 
treaties4 and in the branch tax provi
sions of the Code. The article of the 
proposed treaty, however, contains 
rules dealing with residents of certain 
third countries that are found in nei
ther the U.S. model treaty nor in 
most other existing U.S. income tax 
treaties. 5 Under these rules, the pro
posed treaty would treat as non
disqualifying ownership certain pro
prietary interests held by residents of 
countries that are parties to the pro
posed North American Free Trade 

·See e.g., the recently ratified income tax treaty 
between the United States and Germany. 
5The proposed income tax treaty between the 
United States and the Netherlands does, how
ever, contain similar rules, as does the current 
income tax treaty between the United States 
and Jamaica. 



Agreement (NAFT A); those countries 
presently are the United States, Mexi
co, and Canada. The proposed proto
col specifies that these rules would 
only take effect upon entry into force 
of NAFTA. 

(31) Under the U.S. model treaty, 
a source country may tax income 
derived by an entertainer or athlete 
who earns more than $20,000 there 
during a taxable year, without regard 
to the existence of a fixed base or 
other contacts with the source coun
try. The proposed treaty, on the other 
hand, provides for a much lower 
$3,000 annual income threshold. The 
proposed treaty, unlike the U.S. mod
el, provides that the income of an 
entertainer or athlete that would be 
subject to this article of the treaty 
includes remuneration for any person
al activities he or she performs in the 
other treaty country relating to that 
individual's reputation as an enter
tainer or athlete (e.g., remuneration 
derived from product endorsements). 
Also unlike the U.S. model, the en
tertainers and athletes article in the 
proposed treaty prohibits source 
country taxation of income derived 
on visits substantially supported by a 
government in the residence country. 

(32) The U.S. model treaty pro
vides that pensions (other than those 
relating to government service) and 
other similar remuneration derived 
and beneficially owned by a resident 
of a treaty country in consideration 
of past employment are taxable only 
in the residence country. The pro
posed treaty contains a similar provi
sion, but would explicitly extend cov
erage to pensions and other similar 
remuneration in consideration of past 
employment by another individual 
resident of the same country as the 
person deriving and beneficially own
ing the income. Thus, for example, 
the treaty makes it clear that it would 
cover pension payments received by a 
person related to past employment of 
that person's spouse. 

(33) The proposed treaty differs 
from the U.S. model treaty with re
spect to the tax treatment of alimony 
payments. Under the U.S. model, on 
the one hand, alimony is taxable only 
in the country where the recipient 
resides. Under the proposed treaty, 
on the other hand, alimony would be 
taxable only in the source country 
(Le., the country of residence of the 
payor). 

(34) The U.S. model, and many 
existing U.S. treaties, 6 permit only 
the source country to tax remunera
tion, including pension payments 
paid to its citizens from the public 
funds of that country (or a political 
subdivision or local authority there
of) in respect of services rendered in 
the discharge of functions of a gov
ernmental nature. The proposed trea
ty, by contrast, provides that remu
neration other than a pension, paid 
by the government of a treaty coun
try to an individual in respect of 
services rendered to it generally 
would be taxable only by that coun
try. Such remuneration, however, 
would be taxable only by the other 
treaty country if the services are 
rendered in that country by a resi
dent individual who either is a na
tional of that country or did not 
become a resident solely for the pur
pose of rendering the services. 

With respect to government pen
sion payments, the proposed treaty 
provides that such payments made to 
an individual in respect of services 
previously rendered to the payor trea
ty country generally would be taxable 
only by that country. This rule would 
not apply, however, if the individual 
recipient of the payments is a resident 
and national of the other country. In 
this case, the payments would be 
taxable only by the country of resi
dence of the recipient. 

(35) The proposed treaty contains 
an article dealing with tax-exempt 
organizations which is neither found 
in the U.S. model treaty nor in most 
other U.S. income tax treaties. In 
general, this article of the proposed 
treaty provides for reciprocal recogni
tion of the status as tax-exempt of 
certain organizations that reside in 
either the United States or Mexico. In 
addition, this article would permit 
deductions for contributions made by 
a resident of one of the countries to a 
qualified charitable organization lo
cated in the other country. The provi
sions of this article would not be 
subject to the proposed treaty's sav
ing clause; the United States would be 
required, therefore, to permit a de
duction for contributions by its citi
zens or residents to Mexican charita-

6See u.s. income tax treaties with Australia, 
Barbados, Belgium, China, Cyprus, Finland, 
France, Hungary, Iceland, Indonesia, India, 
Jamaica, Korea, New Zealand, the Philippines, 
and Sri Lanka, and pending treaties such as 
Denmark. 

ble organization even though doing so 
would be contrary to domestic U.S. 
law. 

Also under the proposed treaty, a 
religious, scientific, literary, educa
tional or other charitable organization 
which is resident in Mexico and which 
has received substantially all of its 
support from persons other than U.S. 
citizens or residents would be exempt 
from the U.S. excise taxes imposed 
with respect to private foundations. 
In addition, qualified Mexican chari
ties would be treated as public chari
ties under U.S. law for purposes of 
grants by U.S. private foundations 
and public charities. Thus, such 
grants would not be considered "tax
able expenditures" for purposes of 
the excise tax on taxable expenditures 
(Code sec. 4945). 

(36) The proposed treaty contains 
an "other income" article which dif
fers fundamentally from the "other 
income" article of the U.S. model 
treaty. Under the U.S. model, income 
not dealt with in another treaty article 
generally may be taxed only by the 
residence country. By contrast, the 
proposed treaty specifies that items of 
income of a resident of a treaty 
country which are not dealt with 
elsewhere in the treaty and which 
arise in the other treaty country 
would be taxable in the other coun
try. 

(37) The relief from double taxa
tion article of the proposed treaty 
expressly provides that the taxes cov
ered by that article include the Mexi
can profits tax which is imposed on 
certain distributions, but only to the 
extent that such tax is imposed on 
earnings and profits as calculated un
der the tax accounting rules of the 
treaty country in which the beneficial 
owner of the distribution resides. 

(38) The relief from double taxa
tion article of the proposed treaty 
contains a special rule for U.S. citi
zens who reside in Mexico. Under 
that rule, with respect to items of 
income derived by such a person 
which, pursuant to the proposed trea
ty, would be either exempt from U.S. 
tax or subject to a reduced rate of 
U.S. tax, Mexico would allow as a 
credit against its income tax, subject 
to Mexico's domestic foreign tax 
credit rules, only the tax paid (if any) 
that the United States would be per
mitted to impose under the proposed 
treaty (other than taxes that it could 
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impose solely on the basis of the 
person's U.S. citizenship). For pur
poses of computing U. S. tax, the 
United States would allow as a credit 
against its income tax the income tax 
paid to Mexico after application of 
the credit described in the preceding 
sentence. The credit so allowed by the 
United States, however, could not 
reduce that portion of the U.S. tax 
that is creditable against Mexican tax 
under this special rule. For the exclu
sive purpose of relieving double taxa
tion in the United States under these 
rules, the items of exempt or reduced 
rate income described above would be 
sourced in Mexico to the extent neces
sary to avoid double taxation of such 
income. 

(39) The proposed treaty would re
quire a case to be presented for 
competent authority review in suffi
cient time so that the competent au
thority of the other country is noti
fied within four and a half years 
from the due date or the date of 
filing of the return at issue in that 
country, whichever is later. This con
trasts with the absence of such a time 
limit under the U.S. model and with 
a three-year limit under the OECD 
model. The proposed treaty further 
provides that any agreement reached 
with respect to a competent authority 
case would have to be implemented 
within 10 years from the due date or 
the date of filing of the return at 
issue in the other country, whichever 
is later, or a longer period if permit
ted by the domestic law of that other 
country. No such time limit applies 
under either the U.S. or OECD mod
el treaties. 

(40) The U.S. model treaty makes 
express provision for competent au
thorities to mutually agree on topics 
that may arise, such as (l) the attri
bution of income, deductions, credits, 
or allowances of an enterprise of a 
treaty country to its permanent estab
lishment in the other treaty country, 
(2) the allocation of income, deduc
tions, credits, or allowances between 
persons, (3) the characterization of 
particular items of income, (4) the 
application of source rules with re
spect to particular items of income, 
(5) the common meaning of a term, 
(6) increases in any specific amounts 
referred to in the treaty to reflect 
economic or monetary developments, 
(7) the application of procedural as
pects of internal law, and (8) the 
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elimination of double taxation in 
cases not provided for in the treaty. 
The proposed treaty merely provides 
that the competent authorities of 
Mexico and the United States could 
consult together regarding cases not 
provided for in the treaty. It does not 
contain the above-cited list of exam
ples from the U.S. model. 

(41) The proposed treaty (as sup
plemented by the proposed protocol) 
provides for a binding arbitration 
procedure which could be used to 
settle disagreements between the two 
countries regarding the interpretation 
or application of the treaty. The arbi
tration procedure is similar to the 
procedure agreed to in the recently 
ratified treaty between the United 
States and Germany. The procedure 
could only be invoked by the agree
ment of the taxpayers involved and 
the competent authorities of both 
countries. This provision of the pro
posed treaty would only become ef
fective after a further exchange of 
diplomatic notes by the United States 
and Mexico. 

(42) The exchange of information 
article of the proposed treaty is very 
similar to, but somewhat more de
tailed than, the corresponding article 
of the U. S. model treaty. The pro
posed treaty would incorporate the 
provisions of the existing bilateral 
Tax Information Exchange Agree
ment (TIEA) which was entered into 
by the United States and Mexico in 
1989. 

IV. DATE OF ENTRY INTO 
FORCE AND TERMINATION 

Entry Into Force 

Under the proposed treaty, each 
country would be required to notify 
the other when their respective consti
tutional and statutory requirements 
for the entry into force of the pro
posed treaty have been satisfied. The 
proposed treaty would enter into 
force on the date of receipt of the 
later of such notifications. 

With respect to taxes withheld at 
source (i.e., taxes imposed in accord
ance with Articles 10 (Dividends), 11 
(Interest), and 12 (Royalties), the pro
posed treaty would be effective for 
amounts paid or credited on or after 
the first day of the second month 
next following the date on which the 
proposed treaty enters into force if it 
enters into force prior to July 1 of 

that year. Otherwise, it would be 
effective with respect to these taxes 
on the first day of January of the 
year following the year in which the 
proposed treaty enters into force. 

With respect to other income taxes, 
the proposed treaty would be effec
tive for taxable periods beginning on 
or after the first day of January of 
the year following the year in which 
the proposed treaty enters into force. 

Termination 

The proposed treaty would contin
ue in force indefinitely, but either 
country could terminate it by giving 
written notice through diplomatic 
channels at any time after the expira
tion of the 5-year period from the 
date of its entry into force. Termina
tion of the proposed treaty could not 
occur earlier than six months follow
ing the date such written notice is 
given. A termination would be effec
tive with respect to taxes imposed in 
accordance with the articles on divi
dends (Article 10), interest (Article 
11), and royalties (Article 12) for 
amounts paid or credited on or after 
the first day of the second month 
next following the expiration of the 
notification period. In the case of 
other taxes, a termination would be 
effective for taxable periods begin
ning on or after the first day of 
January next following the expiration 
of the notification period. 

Under the proposed protocol, the 
competent authority of either the 
United States or Mexico could make 
a determination that the law of the 
other country is or may be applied in 
a manner that eliminates or signifi
cantly limits a benefit provided by the 
proposed treaty. If such a determina
tion is made, the competent authority 
would inform the other competent 
authority in a timely manner and 
could request consultations with a 
view to restoring the balance of bene
fits of the proposed treaty. If so 
requested, the other country would be 
required to begin such consultations 
within three months of the date of 
such request. If the two countries are 
not able to agree on a modification to 
the treaty that would restore the bal
ance of benefits, the affected country 
could terminate the treaty in the man
ner described above, notwithstanding 
the general limitation that no termi
nation could occur during the first 
five years following entry into force. 



Alternatively, that country could take 
such other action regarding the pro
posed treaty as may be permitted 
under the general principles of inter
national law. 

V. COMMITTEE ACTION 

The Committee on Foreign Rela
tions held a public hearing on the 
proposed Mexican income tax treaty 
and protocol, and on other proposed 
treaties, on October 27, 1993. The 
hearing was chaired by Senator Sar
banes. The Committee considered the 
proposed treaty on November 18, 
1993, and ordered it favorably report
ed by a voice vote with the recom
mendation that the Senate give its 
advice and consent to ratification of 
the proposed treaty and protocol sub
ject to the reservation and under
standing described below. 

VI. COMMITTEE COMMENTS 

The Committee on Foreign Rela
tions approved the proposed treaty 
and protocol subject to an under
standing regarding excise taxes on 
insurance and a reservation concern
ing a "most-favored nation" provi
sion contained in the proposed proto
col. In addition, the Committee has 
taken note of certain other issues 
raised by the proposed treaty, and 
believes that the foIlowing comments 
may be useful to U.S. Treasury offi
cials in providing guidance on these 
matters should they arise in the 
course of future treaty negotiations. 

(1) Most-favored nation provision 

As a result of Mexico's system of 
corporate tax integration (under 
which recipients of dividends paid by 
Mexican companies are exempt from 
Mexican tax, even if the recipients are 
not residents of Mexico), the Com
mittee understands that in the negoti
ations of the proposed treaty, a com
plete exemption of source country tax 
on dividends was considered. Neither 
in this case nor in any previous case, 
however, has the United States agreed 
to cede to the other treaty country all 
taxing rights with respect to dividends 
paid by V.S. companies. 

The proposed treaty specifies that 
dividends paid by a corporation resi
dent in one of the treaty countries 
(the "source country") to a resident 
of the other country could be taxed 
by both countries. The amount of tax 

levied by the source country, howev
er, generaIly could not exceed 5 per
cent in the case of dividends paid to a 
direct investor (Le., a company which 
owns at least 10 percent of the voting 
stock of the company paying the 
dividend). This rule is consistent with 
general V.S. treaty policy and foIlows 
the U.S. model treaty. 

The proposed protocol contains a 
provision which states that if the 
United States agrees in a treaty with 
another country to impose a maxi
mum rate of tax on direct invest
ment dividends of less than 5 per
cent, then the proposed treaty would 
automaticaIly incorporate that lower 
rate in lieu of the 5-percent rate. 
Although provisions have previously 
been approved, such as in the Indian 
and Tunisian treaties, pledging to 
renegotiate or amend a treaty if 
more favorable terms are offered to 
subsequent treaty partners, no other 
treaty contains this automatic mech
anism. 

The Committee is extremely con
cerned with the self-executing nature 
of the provision in the Mexican pro
tocol. The Committee believes that a 
subsequent amendment to any previ
ously ratified treaty should be subject 
to the advice and consent of the 
Senate. The Committee is not per
suaded by those who contend that the 
Senate would de facto approve the 
amendment in giving its advice and 
consent to a subsequent treaty which 
set the most-favored nation clause 
into effect. To approve a provision 
such as the one in the Mexican proto
col would set a broad and dangerous 
precedent, affecting not only tax trea
ties but all other international agree
ments and disrupting the delicate bal
ance of power between the legislative 
and executive branches of govern
ment. 

Therefore, the Committee recom
mends that the Senate give its advice 
and consent to the Mexican treaty 
subject to the reservation that para
graph 8(b) of the proposed protocol 
be amended by inserting after "Con
tracting States shall" the following: 
"reopen discussions with a view to 
concluding an additional protocol or 
amendment that would". The effect 
of this reservation is to ensure that 
any subsequent amendment to the 
proposed treaty would be subject to 
the advice and consent of the Sen
ate. 

(2) Treaty-shopping-in general 

The proposed treaty, like a number 
of V.S. income tax treaties, generaIly 
limits treaty benefits for treaty coun
try residents so that only those resi
dents with a sufficient nexus to a 
treaty country would receive treaty 
benefits. Although the proposed trea
ty generally is intended to benefit 
residents of Mexico and the United 
States only, residents of third coun
tries sometimes attempt to use a trea
ty to obtain treaty benefits. This is 
known as treaty shopping. Investors 
from countries that do not have tax 
treaties with the United States, or 
from countries that have not agreed 
in their tax treaties with the United 
States to limit source country taxation 
to the same extent that it is limited in 
another treaty may, for example, at
tempt to secure a lower rate of tax by 
lending money to a U.S. person indi
rectly through a country whose treaty 
with the United States provides for a 
lower rate. The third-country investor 
may attempt to do this by establish
ing in that treaty country a subsid
iary, trust, or other investing entity 
which then makes the loan to the 
U.S. person and claims the treaty 
reduction for the interest it receives. 

The anti-treaty shopping provision 
of the proposed treaty is similar to an 
anti-treaty shopping provision in the 
Internal Revenue Code (as interpreted 
by Treasury regulations) and in sever
al newer treaties. Some aspects of the 
provision, however, differ either from 
an anti-treaty shopping provision pro
posed at the same time the U.S. 
model treaty was proposed, or from 
the anti-treaty shopping provisions 
sought by the United States in some 
treaty negotiations since the model 
was published in 1981. The issue is 
whether the anti-treaty shopping pro
vision of the treaty would effectively 
forestall potential treaty shopping 
abuses. 

One provision of the anti-treaty 
shopping article of the proposed trea
ty is more lenient than the compara
ble rule in one version proposed with 
the V.S. model treaty. That V.S. 
model proposal allows benefits to be 
denied if 75 percent or less of a 
resident company's stock is held by 
individual residents of the company's 
country of residence, while the pro
posed treaty (like several newer trea
ties and an anti-treaty shopping pro
vision in the Internal Revenue Code) 
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lowers the qualifying percentage to 

50, and broadens the class of qualify

ing shareholders to include residents 

of either treaty country, as well as the 

governments of the two countries (in

cluding local authorities and political 

subdivisions thereof), and certain 

public companies and tax-exempt en

tities that are qualifying residents of 

either the United States or Mexico. 

Thus, this safe harbor would be con
siderably easier to enter under the 

proposed treaty. On the other hand, 

counting for this purpose sharehold
ers who are residents of either treaty 

country would not appear to invite 

the type of abuse at which the provi
sion is aimed, since the targeted abuse 

is ownership by third-country resi
dents attempting to obtain treaty ben

efits. 

Another provision of the anti-treaty 
shopping article differs from the com

parable rule of some earlier U.S. 
treaties and proposed model provi
sions, but the effect of the change is 
less clear. The general test applied by 

those treaties to allow benefits, short 
of meeting the bright-line ownership 
and base erosion test, is a broadly 

subjective one, looking to whether the 
acquisition, maintenance, or opera
tion of an entity did not have "as a 
principal purpose obtaining benefits 

under" the treaty. By contrast, the 
proposed treaty contains a more pre
cise test that would allow denial of 

benefits only with respect to income 
not derived in connection with the 
active conduct of a trade or business. 
(However, this active trade or busi

ness test would not apply with respect 
to a business of making or managing 
investments, so benefits could be de

nied with respect to such a business 
regardless of how actively it is con
ducted.) In addition, the proposed 
treaty would give the competent au

thority of the country in which the 
income arises the ability to override 
this standard. The proposed treaty 

provides that in making such a deter
mination, one factor the competent 
authority should take into account is 
whether the establishment, acquisi

tion, and maintenance of the person 
and the conduct of its business did 
not have as one of its principal pur

poses the obtaining of treaty benefits. 

The practical difference between 
the proposed treaty tests and the 
earlier tests would depend upon how 
they are interpreted and applied. The 
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principal purpose test might be ap

plied leniently (so that any colorable 

business purpose suffices to preserve 

treaty benefits), or it might be applied 

strictly (so that any significant intent 

to obtain treaty benefits suffices to 

deny them). Similarly, the standards 

in the proposed treaty could be inter

preted to require, for example, a 

more active or a less active trade or 

business (though the range of inter
pretation is far narrower). Thus, a 

narrow reading of the principal pur

pose test could theoretically be strict

er than a broad reading of the pro
posed treaty tests (i.e., the principal 

purpose test would operate to deny 
benefits in potentially abusive situa

tions more often). 
The Committee believes that the 

United States should maintain its pol
icy of limiting treaty shopping oppor
tunities whenever possible, and in ex
ercising any latitude Treasury has to 

adjust the operation of the proposed 
treaty, the Committee is particularly 

concerned that the rules as applied 

would adequately deter treaty shop
ping abuses. The proposed anti-treaty 

shopping provision may be effective 
in preventing third-country investors 

from obtaining treaty benefits by es
tablishing investing entities in Mexico 
since third-country investors may be 

unwilling to share ownership of such 
investing entities on a 50-50 basis 
with U.S. or Mexican residents or 
other qualified owners to meet the 

ownership test of the anti-treaty shop
ping provision. In addition, the base 
erosion test would provide protection 

from certain potential abuses of a 
Mexican conduit. Finally, Mexico im
poses significant taxes of its own; 
these taxes may deter third-country 

investors from seeking to use Mexican 
entities to make U.S. investments. On 
the other hand, implementation of 

the tests for treaty shopping set forth 
in the treaty may raise factual, ad
ministrative, or other issues that can
not currently be foreseen. The Com

mittee emphasizes that the proposed 
anti-treaty shopping provision must 
be implemented so as to serve as an 

adequate tool for preventing possible 
treaty-shopping abuses in the future. 

U.S. income tax treaties. Similar pro

visions are included, however, in the 

U.S. income tax treaty with Jamaica 

and in the proposed treaty between 

the United States and the Nether

lands. These provisions of the pro
posed treaty would extend benefits 

under the treaty to certain entities 

which satisfy either alternative owner

ship and base erosion tests or an 

alternative public company test. 

These alternative tests would consider 

as qualifying ownership of such an 

entity certain interests beneficially 

held by persons resident in a country 

that is a party to the proposed North 

American Free Trade Agreement 
("NAFT A"). Thus, interests in a 

U.S. or Mexican resident entity that 
are held by residents of Canada may 

not, in and of themselves, disqualify 

the entity from treaty benefits. 7 These 

provisions would only take effect 
upon the entry into force of NAFT A. 

The Treasury Department's techni
cal explanation of the proposed treaty 
(hereinafter referred to as the "Tech

nical Explanation") states that inclu
sion of the alternative tests is justified 
on the grounds that one of the ex
pected results of NAFT A is to en

courage joint ventures among resi
dents of the United States, Mexico, 
and Canada. In addition, under one 

of the alternative tests, benefits under 
the proposed treaty would be granted 
only if those benefits are no more 
generous than the related benefits 

granted under the relevant Canadian 
income tax treaty. Thus, for example, 
a Canadian resident would not be 

able to invest in the United States 
through a Mexican corporation for 
the purpose of obtaining rates of 
withholding tax more favorable than 

could be obtained by investing 
through a Canadian corporation. 

The Committee generally supports 

the efforts of the Treasury Depart
ment in negotiating bilateral treaties 
that grant special recognition (and 

extension of treaty benefits) to inves
tors from specified third countries 
who are entitled to benefits of a 
separate treaty. The Committee be

lieves, however, that administration 

(3) Treaty-shopping-treatment of 

residents of NAFT A countries 

The anti-treaty shopping article of 

the proposed treaty contains two pro
visions not found in most existing 

7 An entity that satisfies the alternative publiC 

company test would qualify for all benefits 

under the proposed treaty. An entity that 

satisfies the alternative control and base ero

sion tests would only qualify for benefits (i.e., 

reduced source country taxes) under the divi

dends, interest, branch tax, and royalties arti

cles. 



of such derivative benefits prOVlSlons 
in treaties may prove to be complex. 
The Committee believes that the deci
sion whether to include similar provi
sions in future treaties should depend 
on, and draw from, the experience 
that the United States has in imple
menting the provision of this treaty 
(and of the similar provisions of the 
proposed treaty with the Nether
lands). 

(4) Insurance excise tax 

The proposed treaty covers the 
U.S. excise tax on insurance premi
ums paid to foreign insurers. Thus, 
for example, a Mexican insurer or 
reinsurer with no permanent estab
lishment in the Vnited States could 
collect premiums on policies covering 
a V.S. risk or a V.S. person free of 
this tax. The tax would be imposed, 
however, to the extent that the risk is 
reinsured by the Mexican insurer or 
reinsurer with a person not entitled to 
the benefits of the proposed treaty or 
another treaty providing exemption 
from the tax. This latter rule is 
known as the "anti-conduit" clause. 

Although waiver of the excise tax 
appears in the 1981 V.S. model trea
ty, waivers of the excise tax have 
raised serious Congressional concerns. 
For example, concern has been ex
pressed over the possibility that they 
may place V.S. insurers at a competi
tive disadvantage to foreign competi
tors in V.S. markets, if a substantial 
tax is not otherwise imposed (e.g., by 
the other treaty country) on the insur
ance income of the foreign insurer (or 
if the insured risk is reinsured with a 
company that is not subject to a 
substantial tax). Moreover, in such a 
case, waiver of the tax does not serve 
the purpose of treaties to avoid dou
ble taxation, but instead has the un
desirable effect of eliminating all tax
ation. 

The V.S.-Barbados and V.S.
Bermuda income tax treaties each 
contained such a waiver as originally 
signed. In its report on the Bermuda 
treaty, the Committee expressed the 
view that those waivers should not 
have been included. The Committee 
stated that waivers should not be 
given by Treasury in its future treaty 
negotiations without prior consulta
tions with the appropriate committees 
of Congress. Congress subsequently 
enacted legislation to ensure the sun
set of the waivers in the two treaties. 

The waiver of the tax in the treaty 
with the Vnited Kingdom (where the 
tax was waived without the so-called 
"anti-conduit rule") has been fol
lowed by a number of legislative ef
forts to redress perceived competitive 
imbalance created by the waiver. 8 

The proposed treaty waives imposi
tion of the excise tax on premiums 
paid to residents of Mexico. The 
Committee understands that, unlike 
Bermuda and Barbados, Mexico im
poses tax on the income, including 
insurance income, of its residents. 
According to the Treasury Depart
ment, its review of Mexico's taxation 
of the income of Mexican insurance 
companies indicated that it results in 
a burden that is substantial in relation 
to the V.S. tax on V.S. insurance 
companies. Vnlike the V.K. waiver, 
moreover, the Mexican treaty waiver 
contains the standard anti-conduit 
language. Given the specific circum
stances of current Mexican law, the 
Committee is prepared to accept the 
waiver in this case. 

(5) Arbitration oj competent authori
ty issues 

In a step that has been taken only 
once previously in a V.S. income tax 
treaty (i.e., in the income tax treaty 
between the Vnited States and Ger
many), the proposed treaty and pro
posed protocol would make provision 
for a binding arbitration procedure, if 
both competent authorities and the 
taxpayers involved agree, for the res
olution of those disputes in the inter
pretation or application of the treaty 
that it is within the jurisdiction of the 
competent authorities to resolve. This 
provision would have effect only after 
diplomatic notes are exchanged be
tween Mexico and the United States. 
Consultation between the two coun
tries regarding whether such an ex
change of notes should occur would 

8See e.g., P.L. 99-514, sec. 1244 (1986), which 
directed the Secretary of the Treasury (or his 
delegate) "to determine whether United States 
reinsurance corporations are placed at a signifi
cant competitive disadvantage with foreign 
reinsurance corporations by existing treaties 
between the United States and foreign coun
tries." (The Treasury's report was submitted to 
Congress in March 1990.) Also see sec. 20132 
of the Senate amendment to Title XIX of H.R. 
776 (the Comprehensive National Energy Poli
cy Act of 1992) and sec. 303 of H.R. 5270 (the 
Foreign Income Tax Rationalization and Sim
plification Act of 1992), which were not enact
ed into law. 

take place after a period of three 
years after the proposed treaty has 
entered into force. 

Generally, the jurisdiction of the 
competent authorities under the pro
posed treaty would be as broad as it 
is under any U.S. income tax treaties. 
Specifically, the competent authorities 
would be required to resolve by mu
tual agreement any difficulties or 
doubts arising as to the interpretation 
or application of the treaty. They 
could also consult together regarding 
cases not provided for in the treaty. 

As an initial matter, it is necessary 
to recognize that there are appropri
ate limits to the competent authori
ties' own scope of review. 9 The com
petent authorities would not properly 
agree to be bound by an arbitration 
decision that purported to decide is
sues that the competent authorities 
would not agree to decide themselves. 
Even within the bounds of the com
petent authorities' decision-making 
power, there likely would be issues 
that one or the other competent au
thority would not agree to put in the 
hands of arbitrators. Consistent with 
these principles, the proposed proto
col provides that the competent au
thorities would not accede to arbitra
tion with respect to matters 
concerning the tax policy or domestic 
tax law of either treaty country. 

Consistent with its views as ex
plained in its report on the U .S.
Germany treaty, the Committee be
lieves that the tax system potentially 
may have much to gain from the use 
of a procedure, such as arbitration, in 
which independent experts can resolve 
disputes which otherwise may impede 
efficient administration of the tax 
laws. If an understanding of, and 
experience with, the potential benefits 
or difficulties of such procedures is to 
be more fully developed, an experi-

9In discussing a clause permitting the compe
tent authorities to eliminate double taxation in 
cases not provided for in the treaty, Represen
tative Dan Rostenkowski, Chairman of the 
House Ways and Means Committee, submitted 
the following testimony in 1981 hearings before 
the Senate Foreign Relations Committee: 

"Under a literal reading, this delegation 
could be interpreted to include double taxa
tion arising from any source, even state 
unitary tax systems. Accordingly, the scope 
of this delegation of authority must be clari
fied and limited to include only noncontro
versial technical matters, not items of sub
stance," Tax Treaties: Hearings on Various 
Tax Treaties Before the Senate Commillee 
on Foreign Relations, 97th Cong., 1st Sess. 
58 (1981). 
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ment involving cooperation with a tax 
administration such as Mexico's 
should be an appropriate way to con
tribute in developing that understand
ing and experience. Moreover, appli
cation of the proposed treaty's 
arbitration procedures would be de
layed for at least three years, and 
would be contingent on an exchange 
of diplomatic notes, so that the expe
rience with the German arbitration 
clause can be evaluated. 1O The Com
mittee believes that this approach is 
prudent, and reemphasizes its belief 
that the appropriateness of such a 
clause in a future treaty will depend 
strongly on the other party to the 
treaty, and the experience that the 
competent authorities have under the 
provisions in the German and Mexi
can treaties. 

(6) Developing country concessions 

The proposed treaty contains a 
number of developing country conces
sions, some of which are found in 
other V.S. income tax treaties with 
developing countries. The most signif
icant of these concessions are listed 
below. 

Definition of permanent establish
ment 

The proposed treaty departs from 
the V.S. and OECD model treaties by 
providing for broader source-basis 
taxation. The proposed treaty's per
manent establishment article, for ex
ample, would permit the country in 
which business activities are carried 
on to tax the activities sooner, in 
certain cases, than it would be able to 
under either of the model treaties. 
V nder the proposed treaty, a building 
site or construction or installation 
project (or supervisory activities relat
ed to such projects) would create a 
permanent establishment if it exists in 
a country for more than six months; 
under the V.S. model, a building site, 
etc., must last for at least one year. 
Thus, for example, under the pro
posed treaty, a V.S. enterprise's busi
ness profits that are attributable to a 
construction project in Mexico would 
be taxable by Mexico if the project 
lasts for more than six months. Simi
larly, under the proposed treaty, the 
use of a drilling rig Or ship for the 

'OTo date there have been no arbitrations of 
competent authority cases under the German 
treaty, and few tax arbitrations outside the 
context of that treaty. 
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exploration or exploitation of natural 
resources (or related supervisory ac
tivities) in a country for more than 
six months would create a permanent 
establishment there; under the V.S. 
model, drilling rigs or ships must be 
present in a country for at least one 
year. It should be noted that many 
tax treaties between the Vnited States 
and developing countries provide a 
permanent establishment threshold of 
six months for building sites and 
drilling rigs. 

In addition, the proposed treaty 
contains two provisions, not present 
in either the V.S. or OECD model 
treaties, that specify certain activities 
of dependent agents which would give 
rise to a permanent establishment. 
The first provision would treat an 
insurance company resident in one of 
the countries as having a permanent 
establishment in the other country if 
it receives premiums or insures risks 
in that other country. I I This rule 
would apply unless the risks are in
sured through a broker or indepen
dent agent operating in the ordinary 
course of its business. Thus, for ex
ample, if a V.S. insurance company 
insures, through an employee, risks 
located in Mexico, then the income 
generated from the insurance of those 
risks could be taxed by Mexico under 
the business profits article of the 
proposed treaty. A similar provision 
is contained in the Vnited Nations 
model treaty. 

Vnder the second provision, an en
terprise of one treaty country would 
be treated as having a permanent 
establishment in the other country if 
its dependent agent habitually pro
cesses in the other country on behalf 
of the enterprise goods or merchan
dise maintained in that other country 
by the enterprise with the use of 
assets furnished by the enterprise or a 
related person. The Committee under
stands that the purpose of this provi
sion is to allow Mexico, if it so 
chooses, to impose income and assets 
tax on so-called "maquiladora" (or 
"twin-plant" or assembly) opera
tions. 

Source basis taxation 

Additional concessions to source 
basis taxation in the proposed treaty 
include maximum source country tax 
rates on interest that are higher than 

"This rule does not apply to reinsurance activ
ities, however. 

that provided in the U.S. model trea
ty; a maximum rate of source country 
tax on royalties that is higher than 
that provided in the U.S. model trea
ty; taxing jurisdiction on the part of 
the source country as well as the 
residence country with respect to in
come not otherwise specifically dealt 
with by the proposed treaty; and 
broader source country taxation of 
personal services income (especially 
directors' fees) and income of enter
tainers and athletes than that allowed 
by the U.S. model. 

Taxation of business pro/its 

Under the U.S. model and many 
other U. S. income tax treaties, a 
country may only tax the business 
profits of a resident of the other 
country to the extent those profits are 
attributable to a permanent establish
ment situated within the first country. 
The proposed treaty would expand 
the definition of business profits to 
include profits that are derived from 
sources within the country where a 
permanent establishment exists from 
sales of goods or merchandise of the 
same or similar kind as those sold 
through the permanent establishment. 
This expanded definition is similar to 
the United Nations model treaty. It 
should be noted that although this 
rule provides for broader source basis 
taxation than does the rule contained 
in the U.S. model, it is less broad in 
some respects than the general "force 
of attraction" rule of Code section 
864(c)(3). 

Also following the United Nations 
model treaty is a rule in the proposed 
treaty that would limit certain deduc
tions for expenses incurred on behalf 
of a permanent establishment by the 
enterprise's head office. 

Certain equipment leasing 

In addition to containing the tradi
tional definition of royalties which is 
found in most U.S. tax treaties (in
cluding the U.S. model), the pro
posed treaty provides that royalties 
would include payments for the use 
of, or the right to use, industrial, 
commercial, or scientific equipment. 
These payments are often considered 
rentals in other treaties, subject to 
business profits rules which generally 
permit the source country to tax such 
profits only if they are attributable to 
a permanent establishment located in 
that country, and in such case, the 



tax is computed on a net basis. By 
contrast, the proposed treaty would 
permit gross-basis source country tax
ation of these payments, at a rate not 
to exceed 10 percent, if the payments 
are not attributable to a permanent 
establishment situated in that 
country. 12 

Conclusion of the Committee 

The Committee is concerned that 
such provisions not be viewed as the 
starting point for future negotiations 
with developing countries. It must be 
clearly recognized that several of the 
rules of the proposed treaty represent 
substantial concessions by the Vnited 
States, and that such concessions 
must be met with substantial conces
sions by the treaty partner. Thus, 
future negotiations with developing 
countries should not assume, for ex
ample, that the definition of a perma
nent establishment provided in this 
treaty will necessarily be available in 
every case; rather, such a definition 
will only be adopted in the context of 
an agreement that satisfactorily ad
dresses the concerns of the Vnited 
States. 

(7) Tax-exempt entities 

Pursuant to the proposed treaty, an 
organization that is a resident of one 
of the treaty countries and is operated 
exclusively for religious, scientific, lit
erary, educational, or other charitable 
purposes would be exempt from tax 
in the other country in respect of 
items of income if and to the extent 
that it is also exempt from income tax 
in its country of residence. In such a 
case, the exemption granted by the 
other country would only be with 
respect to the items of income of such 
organization that would be exempt 
from tax under the domestic laws of 
that country if received by an organi
zation that was created for religious, 
scientific, literary, educational, or 
other charitable purposes and was 
recognized as a tax-exempt entity by 
that country. For this purpose, the 
other country generally would accept 
a certification made by the country of 
residence that the organization is op
erated exclusively for the purposes 
articulated in the treaty. If the com
petent authority of the other country, 

12lf the payments are attributable to such a 
permanent establishment, then the business 
profits article of the proposed treaty would 
apply. 

however, determines that granting an 
exemption would not be appropriate 
in a specific case or circumstance, the 
exemption could be denied after con
sultation with the competent authori
ty of the country of residence. 

Also, under the exempt organiza
tions article of the proposed treaty, if 
the Vnited States and Mexico agree 
that a provision of Mexican internal 
law provides standards for organiza
tions authorized to receive deductible 
contributions that are essentially 
equivalent to the standards of V.S. 
law for public charities, then an or
ganization which is determined by 
Mexican authorities to meet such 
standards would be treated, for pur
poses of grants by V.S. private foun
dations and public charities, as a 
public charity under V.S. law. Such 
grants, therefore, would not be con
sidered "taxable expenditures" for 
purposes of the V.S. excise tax on 
taxable expenditures of private foun
dations (Code sec. 4945). 

In addition, contributions by a 
V.S. resident or citizen to such an 
organization meeting the standards 
described in the preceding paragraph 
would be treated as charitable contri
butions to a public charity under V.S. 
law. The proposed treaty, thus, 
would require in certain cases that the 
Vnited States grant a deduction for 
contributions made by V.S. persons 
to certain Mexican charities. 13 

According to the proposed proto
col, the two countries have agreed 
that Article 70-B of the Mexican 
Income Tax Law and section 
509(a)(1) and (2) (except as that sec
tion applies to churches) of the V.S. 
Internal Revenue Code, as interpreted 
by the governing regulations and ad
ministrative rulings of Mexico and the 
Vnited States, respectively, as in ef
fect on the date of signing of the 
proposed treaty, provide essentially 
equivalent standards for organizations 
within their coverage. Pursuant to 
this agreement, the rules concerning 
grants by V.S. private foundations 
and deductions for contributions by 
V.S. persons would become opera
tional at the time the treaty enters 
into effect. The proposed protocol 
further explains that the certification 
made by a treaty country of the 

13The proposed treaty contains a reciprocal rule 
that would require Mexico to grant deductions 
for contributions made by its residents to 
qualifying U.S. organizations. 

status of its resident as an organiza
tion meeting the standards set out in 
the proposed treaty would be accept
ed by the other country for the pur
pose of allowing the organization to 
qualify for the benefits extended un
der these rules. If the competent au
thority of the other country deter
mines, however, that granting such 
benefits would be inappropriate with 
respect to a particular organization or 
type of organization, then such bene
fits could be denied after consultation 
with the other competent authority. 

These rules are contrary to the V.S. 
model treaty and standard V.S. treaty 
policy. A number of other V.S. trea
ties contain provisions that grant re
ciprocal exemptions from income tax 
to tax-exempt entities resident in the 
other treaty country. On the other 
hand, no other existing or proposed 
V.S. income tax treaty contains a 
provision similar to the proposed 
treaty's provision that deals with 
grants by V.S. private foundations 
and public charities. 

In its hearing on the proposed trea
ty and protocol, the Committee asked 
the Treasury Department to provide 
some additional details about the pro
visions of this article of the treaty, as 
well as about some other unrelated 
aspects of the treaty. Treasury's letter 
responding to these inquiries, dated 
November 5, 1993, is included in this 
report at the end of this section on 
Committee Comments. 

A provision requiring the granting 
of deductions for contributions to 
treaty country charities is found in 
only one currently effective V.S. in
come tax treaty-the treaty with Can
ada-and in one income tax treaty 
that is not yet in force-the treaty 
with Israel. The Committee enunciat
ed strong concerns with respect to 
those provisions, and made it clear 
that future treaties containing similar 
provisions would be closely scruti
nized. 

As has been previously pointed out 
with respect to the Canadian and 
Israeli treaties, the Committee is con
cerned with granting deductions to 
V.S. persons by treaty in cases where 
the Congress has chosen not to do so 
under the Internal Revenue Code. 
The Committee does not believe that 
the practice of allowing tax deduc
tions to V.S. persons for contribu
tions to charities in foreign countries 
should be expanded by the treaty 
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process. The Committee believes that 

as a general principle it is not the 

proper role of the U.S. tax treaty 

program to provide U. S. tax benefits 

to U.S. persons. That objective 

should, in the Committee's view, be 

accomplished through domestic law. 

The Committee also is concerned 

whether the treaty provisions dealing 

with exempt organizations can be ad
ministered in a manner that prevents 

unwarranted erosion of the U.S. tax 

base. The Committee notes that as a 

general rule, the determination of 

whether a Mexican organization 

would qualify for U.S. tax exemption 

or for treatment as a U.S. public 

charity for purposes of receiving 

grants from U.S. private foundations 

or deductible contributions from U.S. 

persons under the treaty would be left 

to the tax authorities of Mexico. 

Moreover, although the proposed 

protocol states that it has been agreed 
that certain relevant laws, regulations, 

and rulings of Mexico and the United 

States presently in effect provide es
sentially equivalent standards for or
ganizations within their coverage, the 

Committee understands that these 
laws, regulations, and rulings are in 
fact not identical and could give rise 

to differences in their practical appli

cations. The Committee recognizes 
that the proposed protocol would 
grant the U.S. competent authority 

power to deny treaty benefits if it 
believes that the granting of such 
benefits would be "inappropriate" in 

a specific circumstance or with re

spect to a particular organization or 
type of organization. The Committee 

expects that the U.S. competent au

thority will establish procedures that 

will allow it to closely monitor the 
benefits that are granted under this 
article and will view as "inap

propriate" the granting of benefits 

with respect to organizations that 
would not satisfy the criteria essen

tially equivalent to those necessary 
for obtaining those benefits under the 
Internal Revenue Code. In addition, 
the Committee expects that the U.S. 

competent authority will keep abreast 
of future developments in Mexico's 
internal law and administrative prac

tices regarding exempt organizations 
and will take such action as may b~ 
necessary to prevent the granting of 
treaty benefits-including but not 

limited to termination of the relevant 
protocol provision-if such develop-
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ments cause the relevant laws and 

procedures of Mexico to operate in a 

manner that is not essentially equiva

lent to the corresponding provisions 

of U.S. law. 
The Committee also has concerns 

regarding the treaty's provision that 

would allow U.S. private foundations 

to make grants to certain Mexican 

charities without being subject to the 

so-called "expenditure responsibili

ties" which are imposed under the 

Internal Revenue Code. The Commit

tee notes that this particular provision 

is unprecedented in U. S. tax treaties 

and would give rise to benefits under 

the proposed treaty which are obtain

able under neither the Canadian nor 
the Israeli treaty. Although the pro

posed treaty would place a general 

limitation based on a taxpayer's Mex

ican source income on the deductibili
ty of contributions to qualified Mexi

can charities, the Committee is 
concerned that taxpayers may be able 

to utilize this provision related to 

U.S. private foundations in order to 
claim deductions where such deduc

tions would be otherwise limited un
der the rules of the treaty if contribu

tions were made directly to the 
Mexican charities. 

The Committee recognizes that a 

special relationship exists between 
the United States and Mexico. In 
light of this relationship, and in light 
of the similar provisions of the exist

ing Canadian treaty, the Committee 
has not recommended a reservation 
on this article of the proposed trea

ty. However, the Committee remains 
convinced, and wishes to reempha
size, that absent a case that involves 
special circumstances similar to 

those raised by the proposed Mexico 
treaty and its relationship to the 
U.S.-Canada treaty, it would not 

support the provision of comparable 
benefits to other countries in future 
treaties. 

(8) Source country tax rate on inter
est received by bank and insurance 
companies 

A premise of the foreign tax credit 
granted under U.S. law is that it 
should not reduce a taxpayer's U.S. 

tax on its U.S. source income' rather 
it should only reduce U .S. ta~ on it~ 
foreign source income. Permitting the 
foreign tax credit to reduce U.S. tax 

on U.S. income would in effect cede 
to foreign countries the primary right 

to tax income earned from domestic 

sources. Under present law, the for

eign tax credit is subject to an overall 

limitation. That is, the total amount 

of the credit may not exceed the same 

proportion of the taxpayer's U.S. tax 

which its foreign source income bears 

to its worldwide income for the tax

able year. In addition, the foreign tax 

credit limitation is computed sepa

rately for various categories of in

come generally referred to as "sepa

rate limitation categories." That is, 

the total amount of the credit for 

foreign taxes on income in each cate
gory may not exceed the same pro

portion of the taxpayer's U.S. tax 

which the taxpayer's foreign source 

taxable income in that category bears 

to its worldwide taxable income for 
the taxable year. 

A separate limitation generally is 

applied to a category of income for 

one of three reasons: the income's 
source (foreign or U.S.) can be ma
nipulated; the income typically bears 

little or no foreign tax; or the income 

often bears a rate of foreign tax that 
is abnormally high or in excess of 
rates on other types of income. Ap

plying a separate foreign tax credit 
limitation to a category of income is 

intended to prevent the use of high 

foreign taxes imposed on one catego
ry of income to reduce the U.S. tax 

on low-taxed income of another cate
gory. 

The Tax Reform Act of 1986 (the 
"1986 Act") established a separate 
limitation category for "high with

holding tax interest." High withhold
ing tax interest generally is any inter
est subject to a foreign withholding 
tax (or other tax determined on a 

gross basis) of 5 percent or more. 14 

The separate limitation for high with
holding tax interest was created in 

recognition of the fact that some 
foreign countries impose gross with
holding taxes on interest earned by 
nonresident lenders that significantly 

exceed the general income taxes that 
would be imposed on the associated 
net interest income were it taxed on a 

net basis. In the case of U.S. lenders, 
these gross withholding taxes may 
often far exceed the pre-credit U.S. 
tax on the net interest income as well. 

Prior to establishment of this separate 
limitation, when a gross withholding 
tax equaled the pre-credit U.S. tax, 

the U.S. lender paid no U.S. tax on 

14Code sec. 904(d)(2)(8). 



loan proceeds associated with interest 
subject to the withholding tax due to 
the foreign tax credit. Moreover, 
when a gross withholding tax exceed
ed the pre-credit U.S. tax, the U.S. 
lender was subject to a negative rate 
of U.S. tax on the foreign loan trans
action to the extent that the lender 
used the excess foreign tax credits to 
reduce its U.S. tax liability on other 
income, derived either from the same 
foreign country or from other sources 
outside of the United States, that was 
subject to little or no foreign tax. 
Interest from domestic loans, by con
trast, generally is subject to full U.S. 
tax. As a result of the foreign tax 
credit mechanism, the U.S. Treasury, 
in effect, bore the burden of those 
high levels of foreign tax on foreign 
loans. 

Congress was concerned, moreover, 
that the available evidence suggested 
that the economic burden of high 
foreign gross withholding taxes on 
interest may have fallen largely on the 
foreign borrower rather than on the 
V.S. lender. To the extent that was 
the case, pre-1986 Act rules that al
lowed a full foreign tax credit for 
high foreign taxes on interest paid to 
U.S. lenders provided an incentive for 
some U.S. lenders to make foreign 
loans rather than domestic loans that 
would otherwise have been equally 
attractive, and to make otherwise 
uneconomical foreign loans. The 
higher the applicable foreign tax on 
interest was, the larger the U.S. 
lender's foreign tax available for 
credit was and, thus, the greater the 
incentive could be. Congress was par
ticularly concerned that foreign coun
tries seeking to attract V.S. capital 
might have been encouraged by the 
pre-1986 Act rules to increase rather 
than to decrease their gross withhold
ing taxes on the interest paid to V.S. 
persons. For example, according to a 
January 1985 report in the Wall 
Street Journal, some U.S. bank lend
ers to Mexico responded negatively 
after the Mexican Government decid
ed to exempt from a Mexican with
holding tax on interest payments 
made by a Mexican state-owned food 
distributor to foreign banks.15 The 

15S. K. Witcher, "Foreign Banks Worry Mexi
can Ruling Could Mean Loss of Tax Credits at 
Horne," Wall Street Journal, January 25, 
1985, p. 24. 

Mexican Government subsequently 
withdrew the exemption. 16 

In light of these factors, Congress 
believed that interest received by U.S. 
persons that bears significant foreign 
withholding tax on a gross basis 
should be subject to a separate for
eign tax credit limitation; and subject
ed such interest that bears a gross
basis withholding tax of 5 percent or 
more to a separate limitation. Con
gress used the mechanism of a sepa
rate limitation, rather than directly 
disallowing foreign tax credits for 
gross interest taxes in excess of net 
U.S. tax, because some argued that 
such disallowance could have violated 
U.S. income tax treaties. Congress 
chose to apply the separate limitation 
to interest subject to a 5-percent or 
greater gross-basis tax, instead of in
terest taxed on a gross basis at a net 
rate greater than the net U.S. rate, in 
the interest of administrative simplici
ty. Thus, the 1986 Act's approach 
may be theoretically inferior to the 
latter approach, but avoids the neces
sity of computing the net V.S. tax on 
particular interest payments to deter
mine allowable foreign tax credits.17 

There presently are no U.S. tax 
treaties which permit a treaty partner 
to levy a gross-basis withholding tax 
on interest paid to V.S. persons while 
limiting the rate of such tax to less 
than 5 percent. IS Following a five
year transition period, the proposed 
treaty, by contrast, would limit 
source country tax to 4.9 percent of 
the gross amount of interest derived 
from (1) loans granted by banks (in
cluding investment and savings banks) 
and insurance companies, or (2) 
bonds or securities that are regularly 
and substantially traded on a recog
nized securities market. 19 

16S. Frazier & S. K. Witcher, "Debt-Swap Plan 
is Proposed by Mexicans," Wall Street Jour
nal, March 15, 1985, p.19. 
17 Joint Committee on Taxation, General Expla
nation of the Tax Reform Act of 1986 
(JCS-IO-87), May 4, 1987, pp. 864-865. 
ISMost U.S. treaties, consistent with U.S. trea
ty policy eliminate source country withholding 
tax on interest. Those treaties which permit 
such tax generally limit the rate of tax to 10 
percent (see, e.g., the U.S. income tax treaties 
with Japan and Spain); however, in at least one 
case, a treaty has sanctioned a maximum rate 
of 5 percent (i.e., the U.S.-Switzerland income 
tax treaty). 
19U nder the proposed treaty, other categories 
of interest would be either exempt from source 
country tax, or subject to a maximum source 
country tax rate of 10 or 15 percent, depending 
on the circumstances. 

The issue is whether the above
documented concerns about cross
crediting of high foreign taxes on 
interest against U.S. tax on low-taxed 
income that led to enactment of the 
separate foreign tax credit limitation 
category for high withholding tax in
terest would be renewed as a result of 
the proposed treaty's incorporation of 
a 4.9 percent gross-basis source coun
try withholding tax rate. The Techni
cal Explanation suggests that the 4.9 
percent rate was negotiated in order 
to ensure that the interest would not 
be treated as high withholding tax 
interest. Thus, it appears that the 
effect of this provision might be to 
maximize the rate of tax Mexico 
could charge on interest payments to 
qualifying U.S. persons, and also to 
maximize the credibility of those tax
es by those persons under the V.S. 
foreign tax credit rules. 

The Committee acknowledges that 
any country may impose withholding 
taxes at rates as low as it so chooses. 
The Committee is concerned about, 
and strongly discourages, the Trea
sury Department negotiating for trea
ty provisions, in exchange for any 
concession on the part of the Vnited 
States, whose primary effect is to 
lower the tax burden on V.S. persons 
at the expense of the U.S. Treasury. 

(9) Second-level withholding tax on 
dividends 

Under current U.S. law, a foreign 
corporation engaged in the conduct 
of a trade or business in the United 
States would, in the absence of a 
treaty, be subject to a flat 30-percent 
branch profits tax on its "dividend 
equivalent amount." In a case where 
a treaty prevents imposition of the 
branch profits tax, the Internal Reve
nue Code imposes U.S. withholding 
tax on a portion of the dividends paid 
by the foreign corporation to a for
eign person, if 25 percent or more of 
the corporation's gross income over a 
three-year testing period consists of 
income that is treated as effectively 
connected with the conduct of a U.S. 
trade or business. The U.S. source 
portion of such dividend is generally 
equal to the total amount of the 
dividend, multiplied by the ratio over 
the testing period of the foreign cor
poration's U.S. effectively connected 
gross income to total gross income. 
This so-called second-level withhold
ing tax is only imposed in the absen~" 
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of a branch profits tax because both 
taxes accomplish a similar objective
namely, ensuring that, like the V.S. 
earnings of V.S. corporations, the 
V.S. earnings of foreign corporations 
are subject to both corporate and 
shareholder level V.S. tax. 

The proposed treaty would express
ly permit the Vnited States to impose 
the branch profits tax on a Mexican 
corporation, but would forbid the 
Vnited States to impose the second
level withholding tax on a dividend 
paid by a Mexican corporation to a 
Mexican resident. The proposed trea
ty also would forbid the Vnited States 
to impose the second-level withhold
ing tax on a dividend paid by a 
corporation that is resident in a third 
country to a Mexican resident. 

The Committee is concerned by the 
favorable treatment of dividends paid 
by non-Mexican corporations under 
the proposed Mexican treaty. More
over, the Committee has expressed 
concerns about similar provisions in
corporated in other recent V.S. in
come tax treaties (e.g., the treaties 
with Finland and Spain). Corpora
tions resident in many other countries 
with which the Vnited States has 
income tax treaties currently are not 
subject to the branch profits tax. This 
is not the preferred V.S. treaty posi
tion, and the Treasury Department is 
in at least some cases negotiating to 
permit the imposition of the branch 
profits tax on residents of these coun
tries. At present, however, many V.S. 
income tax treaties, as interpreted by 
the Treasury Department, do not per
mit imposition of the branch profits 
tax, except in treaty-shopping cases. 

In light of the number of countries 
which have V.S. tax treaties protect
ing residents from the V.S. branch 
profits tax, and in light of the pur
poses of the second-level withholding 
tax, it seems to the Committee that it 
would be appropriate that a dividend 
paid by a corporation which is resi
dent in neither Mexico nor the Vnited 
States, to a resident of Mexico, be 
subject to possible V.S. withholding 
tax, if the corporation is not subject 
to the V.S. branch profits tax due to 
a treaty. Yet under the proposed 
treaty, for example, a British compa
ny doing business in the V nited States 
can pay dividends to a Mexican resi
dent who has no V.S. permanent 
establishment or fixed base without 
incurring U.S. branch profits tax (as-

452 1994-2 C.B. 

suming there is no treaty shopping) or 
V.S. dividend withholding tax. 

The proposed treaty can be said to 
be flawed insofar as it treats such a 
dividend no differently than it treats 
a dividend paid by a Mexican corpo
ration, which is subject to the V.S. 
branch profits tax. The Committee 
believes that it would be preferable 
for future treaties with branch tax 
provisions like those in the proposed 
treaty to eliminate V.S. second-level 
dividend withholding taxes only in 
cases of dividends paid by a resident 
of the other country. 

(10) Portfolio dividend withholding 

The proposed treaty, like the pend
ing treaty with Russia, would limit to 
5 percent the source country tax on 
direct investment dividends, and gen
erally would limit to 10 percent the 
source country tax on other divi
dends. By contrast, V.S. treaty poli
cy, as reflected in the V.S. model 
treaty, generally has been to retain 
the right to impose full corporate tax 
on V.S. corporations, plus a tax of 
15 percent on "portfolio" dividends. 
Aside from the V.S. income tax trea
ties with China and Romania, V.S. 
treaties in force allow the source 
country to withhold at least a 15-
percent tax on a portfolio dividend 
paid to a resident of the other treaty 
country.20 V.S. treaty partners that 
have corporate tax systems at least 
partially integrated with individual
level taxes may either impose no with
holding tax on dividends (by internal 
law or treaty), impose lower rates, or 
afford foreign portfolio investors 
with integration-related benefits for 
corporate taxes paid by the distribut
ing corporation. Mexico, generally ex
empts from tax dividends received 
from a Mexican company. 

The Committee questions whether 
the proposed 1O-percent limit on 
source country taxation of portfolio 
dividends is appropriate as a general 
policy matter. It may be theoretically 
possible that foreign investors would 
seek to use a treaty like the Mexican 
treaty to obtain V.S. tax reductions 
not available under many other trea
ties. If Mexican law were to make 
such treaty shopping profitable, and 
if the proposed treaty's limitation on 

2<J.y'he U.S. income tax treaties with China and 
Romania generally allow source country taxa
tion of any dividend at a rate of no more than 
10 percent. 

benefits article proves to be suffi
ciently porous to allow treaty benefits 
in such a case, then the proposed 
treaty might have a detrimental influ
ence on the other policy goals of the 
V.S. income tax treaty program. 

The Committee believes that, on 
balance, a 1O-percent limit on the 
source country taxation of portfolio 
dividends is justifiable in the context 
of the proposed treaty. The Commit
tee's acceptance of this provision in 
this case should not be construed, 
however, as a general acceptance of 
limits on source country tax rates on 
portfolio dividends below the rate 
specified in the V.S. model. In the 
case of a treaty that presents greater 
risks of treaty shopping than does the 
proposed treaty, for example, the 
Committee may determine that V.S. 
taxation of portfolio dividends should 
be imposed at rates no lower than the 
usual 15 percent. 

(11) Interaction of the proposed trea
ty and NAFTA 

In general 

As a general principle, the provi
sions of NAFT A would not apply to 
taxation measures of the member 
countries (NAFT A Article 2103(1)). 
Numerous exceptions to this general 
principle are enumerated in Article 
2103, however. Certain of these ex
ceptions could have relevance to the 
application of the proposed income 
tax treaty between the V nited States 
and Mexico. 21 

Relationship between tax treaties and 
NA FTA 22 

Article 2103(2) of NAFT A states 
that a tax treaty generally would pre
vail to the extent of any inconsistency 
with NAFT A. The Committee under
stands that, for example, in the case 
of parallel rights and obligations un
der the proposed treaty and NAFT A, 

21 In addition, as described in detail under 
Committee Comment (3) above, the application 
of certain provisions of the Limitation on 
Benefits Article of the proposed treaty would 
be contingent upon the entry into force of 
NAFT A. Those provisions relate to the exten' 
sion of certain benefits provided under the 
proposed treaty to entities that are owned in 
sufficient part by residents of any country that 
is a party to NAFTA. 
22 Also see the recent discussion of this issue in 
the report of the House Ways and Means 
Committee on the North American Free Trade 
Agreement Implementation Act (H.R. 3450). 
(H.R. Rep. No. 103-361, Part I, 103d Cong., 
1st Sess. 94-97 (1993).) 



only the proposed treaty's procedural 
provisions with respect to such rights 
and obligations would be used and, 
thus, the proposed treaty generally 
would prevail. 

NAFT A specifies some exceptions 
to the primacy of a right under a tax 
treaty. NAFTA Article 301 (Market 
Access-National Treatment) and 
such other provisions as are necessary 
to give effect to that Article would 
apply to taxation measures to the 
same extent as does Article III of the 
General Agreement on Tariffs and 
Trade ("GATT"). Also, Article 314 
(Market Access-Export Taxes) and 
Article 604 (Energy-Export Taxes) 
of NAFT A would apply to taxation 
measures. NAFT A Article 1110 (Ex
propriation and Compensation) also 
would apply to taxation measures 
subject to certain procedural rules. 

The Committee understands that, 
with respect to rights and obligations 
not subject to a tax treaty, those 
rights and obligations may be subject 
to NAFT A to the extent provided for 
in Article 2103. For example, the 
provisions of the proposed treaty that 
would require nondiscriminatory 
treatment may not address certain 
aspects of discrimination against for
eign service providers resulting from a 
NAFT A country's grant of tax relief 
or reduction in income tax to con
sumers of that service. To the extent 
that such discrimination is not ad
dressed by the proposed treaty, it 
may be subject to the provisions of 
NAFT A which impose certain nation
al treatment and most-favored nation 
requirements on taxation measures in 
certain cases. 

The Committee understands that 
rights or obligations in respect of a 
tax must be addressed by the terms of 
the tax treaty if the tax treaty is to 
prevail over NAFT A. Examples of 
such provisions include the proposed 
treaty's business profits, dividend, in
terest, royalty, capital gains and other 
income provisions; its provisions con
cerning dependent or independent ser
vices; and its nondiscriminatory treat
ment provisions. Other examples are 
the provisions covered by the pro
posed treaty's saving clause and the 
provisions that would limit the bene
fits of the proposed treaty to quali
fied residents of the United States or 
Mexico. For example, the right of a 
treaty country to impose tax on a 
royalty arising in that country and 

paid to a resident of the other treaty 
country is addressed by the proposed 
treaty and, therefore, would not be 
subject to the provisions of NAFT A, 
even in a case in which the resident of 
the other country would not be enti
tled to the benefits of the treaty due 
to the limitation on benefits provi
sions. 

Under the terms of the proposed 
treaty, the competent authorities of 
the United States and Mexico are to 
resolve by mutual agreement any dif
ficulties or uncertainty with respect to 
the interpretation or application of 
the treaty. The Committee under
stands that the competent authorities 
designated by the terms of the pro
posed treaty would determine whether 
the treaty would prevail over NAFT A 
in cases of potential overlap of the 
two agreements. The Committee fur
ther understands that the competent 
authorities would consult and deter
mine whether the proposed treaty 
would so prevail. With regard to 
taxes on income, capital gains or 
taxable capital of corporations, taxes 
on estates, inheritances, gifts and 
generation-skipping transfers and the 
Mexican assets tax, the Committee 
understands the procedures may be 
initiated under NAFT A Article 2007 
only if the consulting competent au
thorities agree that, with respect to 
the measure in question, the proposed 
treaty would not prevail over the 
NAFT A in accordance with the provi
sions of NAFT A. With regard to 
other taxes, if, within three months 
after the issue of whether the pro
posed treaty prevails is brought to the 
attention of the competent authori
ties, the consulting competent author
ities do not agree to consider the issue 
or having agreed to consider it, fail to 
agree within six additional months 
whether the tax convention prevails 
over NAFT A, the Committee under
stands that dispute settlement proce
dures could be instituted under 
NAFT A Article 2007. The Committee 
further understands that the time pe
riods set out above could be altered 
in any particular case by mutual 
agreement of the consulting compe
tent authorities. 

Excise tax on premiums received by 
foreign insurers 

Subject to certain exceptions, Arti
cle 1202 (Cross-Border Trade In Ser
vices-National Treatment) and Arti-

cle 1405 (Financial Services-National 
Treatment) of NAFT A apply to taxa
tion measures on income, capital 
gains or the taxable capital of corpo
rations, and the Mexican assets tax, 
that relate to the purchase or con
sumption of particular services. One 
such exception provides that the rele
vant provisions of Articles 1202 and 
1405 would not apply to a non
conforming provision of any existing 
taxation measure of a NAFT A coun
try. The Committee understands that 
the U.S. excise tax imposed on premi
ums received by foreign insurers, if 
considered to be "non-conforming," 
is nevertheless an existing taxation 
measure exempt from the application 
of those provisions. Under another 
exception, those provisions of 
NAFT A would not apply to any ex
cise tax on insurance premiums 
adopted by Mexico to the extent that 
such tax would, if levied by Canada 
or the United States, be covered by 
the existing provision exception. 23 

Under the proposed treaty, the 
U.S. excise tax on foreign insurers is 
a covered tax. That is, subject to a 
limitation designed to prevent the use 
of conduits, the United States would 
not be permitted to impose this tax 
on insurers that are qualified resi
dents of Mexico. The proposed treaty 
does not provide for reciprocal cover
age of a Mexican insurance excise tax 
because no such tax currently exists. 

The proposed treaty states that the 
competent authorities of the two 
countries are to notify each other of 
any significant changes that are made 
in their respective taxation laws. In 
addition, the proposed protocol pro
vides that when the competent au
thority of one treaty country consid
ers that the law of the other country 
is or may be applied in a manner that 
eliminates or significantly limits a 
benefit provided by the proposed 
treaty, that country is to inform the 
other country in a timely manner and 

23Currently, the maximum rate of excise tax 
that is imposed by the United States on insur
ance premiums received by foreign persons is 4 
percent. The Committee understands that an 
insurance premium excise tax more limited in 
scope currently is imposed by Canada at a rate 
of 10 percent. Thus, under this exception, tax 
similar to the U.S. tax could be imposed in the 
future by Mexico up to a rate of 4 percent 
without being subject to the provisions of 
NAFT A, and a tax similar to the Canadian tax 
could be imposed in the future by Mexico up 
to a rate of 10 percent without being subject to 
the provisions of NAFT A. 
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may request consultations with a view 
to restoring the balance of benefit of 
the proposed treaty. In light of the 
special NAFT A exception discussed 
above, the Committee acknowledges 
that Mexico might choose to enact an 
excise tax on foreign insurers in the 
future. The Committee believes that 
if Mexico does enact such a tax, it 
should agree to reciprocate the waiver 
granted by the United States under 
the proposed treaty of its excise tax 
on Mexican insurers in order to re
store the balance of benefits of the 
proposed treaty. The Committee has 
recommended the adoption of an un
derstanding to the proposed treaty on 
this point. 

In its hearing on the proposed treaty 
and protocol, the Committee asked the 
Treasury Department to provide some 
additional details about the interaction 
between the treaty's waiver of the U.S. 
excise tax and the provisions of 
NAFT A discussed above, as well as 
about some other unrelated aspects of 
the treaty. Treasury's letter responding 
to these inquiries, dated November 5, 
1993, is reproduced below: 

DEPARTMENT OF THE 
TREASURY 

Washington, November 5, 1993. 

Hon. PAUL S. SARBANES, 
Hart Senate Office Building, 
Washington, DC 

DEAR SENATOR SARBANES: I 
appreciated the opportunity to testify 
on October 27th in support of the 
proposed income tax treaty between 
the United States and Mexico. The 
treaty will secure the United States a 
place in the impressive network of 
bilateral tax treaties that Mexico has 
negotiated with over a dozen coun
tries since the beginning of the Sa
linas administration. It will signifi
cantly complement the existing 
agreement between the United States 
and Mexico on the exchange of tax 
information, which is already being 
used by both countries to improve 
compliance with domestic tax laws. It 
also will enhance cooperation between 
the two countries' taxing authorities, 
which in turn will enhance our ability 
to determine and enforce appropriate 
transfer prices. 

During the hearing, you asked us 
to provide you with further informa
tion regarding the creditability of the 
Mexican withholding tax on interest 
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and the waiver of the federal excise 
tax on the payment of certain insur
ance premiums to Mexican insurers. 
You also asked us to provide a com
parison of the provisions in the U .S.
Mexico treaty regarding charitable or
ganizations and similar provisions in 
the treaty between the United States 
and Israel. The purpose of this letter 
is to respond to those requests. 

As discussed below, we believe that 
the Mexican-withholding tax on inter
est is a creditable tax for U.S. federal 
income tax purposes. We also believe 
that Mexico would reciprocate our 
waiver of the insurance premiums 
excise tax if, in the future, it enacts a 
similar tax. With respect to charities, 
in addition to comparing the U .S.
Mexico and U.S.-Israel treaties, we 
have elaborated on the very limited 
scope of the charitable provision and 
on the extraordinary circumstances 
that prompted our agreement to it. 

Creditability of withholding tax 

A foreign withholding tax on inter
est payments to U.S. residents gener
ally will be creditable against U.S. tax 
liability if it is imposed in lieu of (not 
in addition to) a creditable income 
tax and meets certain other standards. 
Your question concerning creditability 
of the withholding tax on interest 
may have been prompted by litigation 
involving Brazil's withholding tax on 
interest. In recent years, the Internal 
Revenue Service has challenged the 
creditability of the Brazilian tax on 
two grounds: first, that part of the 
amount claimed as a tax was a subsi
dy and not a tax, and, second, that 
the recipient of the interest was not 
the party legally liable for payment of 
the tax. (The tax subsidy feature of 
the Brazilian withholding tax has 
since been repealed.) 

The Internal Revenue Service has 
reviewed the Mexican withholding tax 
on interest with respect to both issues 
and has in each case found the Mexi
can tax to satisfy the standards of 
U.S. tax law for creditability. Reve
nue Ruling 84-143 (Internal Revenue 
Service Cumulative Bulletin 1984, vol
ume 2, p. 127) held that the Mexican 
withholding tax was a tax in full, i.e., 
did not include a tax subsidy. In the 
process of developing the issues in 
Continental Illinois Corporation v. 
Commissioner (Tax Court Memo 
1991-66), IRS litigators inquired into 
the issue of legal liability for the 

Mexican tax and were satisfied on 
that point as well. (We note that 
while the Mexican withholding tax in 
general met the legal liability require
ment in that case, the Tax Court 
disallowed the foreign tax credit in 
the case of interest paid by certain 
Mexican borrowers controlled by the 
Mexican government, on the grounds 
that the interest payments enjoyed a 
de facto exemption, and thus the tax 
was never actually paid. Payment of 
a withholding tax is required for cred
itability. ) 

Waiver of insurance excise tax 

You have asked us for additional 
information concerning the waiver of 
the U.S. federal insurance premiums 
excise tax ("FET") in the pending 
treaty with Mexico and the relation
ship between that waiver and certain 
provisions of the North American 
Free Trade Agreement. 

As you noted at the hearing, the 
proposed treaty waiver would limit 
only the imposition of the U.S. excise 
tax on insurance premiums paid to 
Mexican insurers, and not the future 
imposition of an insurance premiums 
excise tax by Mexico on U.S. insur
ers. The proposed FET waiver is 
drafted in this unliteral manner be
cause Mexico does not presently im
pose an insurance premiums excise 
tax. The international tax treaty prac
tice, which we have followed in this 
case and in our other treaties, is to 
have the provisions of the treaty ap
ply only to taxes existing as of the 
date the treaty is signed, to subse
quently enacted taxes that are identi
calor substantially similar, and to 
amendments to these covered taxes. 
This custom is followed out of defer
ence to the legislature's prerogative to 
enact new taxes and to avoid the 
obvious difficulties associated with 
anticipating and describing potential 
future tax measures. 

However, in recognition of the fre
quency with which many countries 
amend their tax laws, tax treaties also 
provide a framework for negotiating 
amendments to restore the overall 
balance of the treaty if that balance is 
materially affected by subsequent leg
islation. This process is contemplated 
by paragraph 4 of Article 2 of the 
pending treaty with Mexico, which 
requires notification of the other 
country when one country makes sig
nificant changes in its tax laws, and 



by paragraph 20 of the protocol to 
the treaty, which calls for consulta
tion when one country's laws have 
changed in a way that alters the over
all balance of treaty benefits. A tax 
that is not in existence when a treaty 
is negotiated can trigger this process 
because it can increase the burdens on 
one country's residents relative to the 
overall imitation on those burdens 
contemplated by the treaty. More
over, because a change in one 
country's tax laws may undermine the 
basic assumptions on which the treaty 
was negotiated, it would be the U.S. 
Government's position, even in the 
absence of explicit provisions in the 
treaty, that changes in Mexico's tax 
laws can trigger consultation and re
negotiation. As discussed below, we 
have already indicated our intentions 
in this regard to the Mexican tax 
authorities with respect to the specific 
issue of the insurance premiums ex
cise tax. Any negotiated amendments 
would be subject, of course, to the 
usual treaty ratification procedures. 

At the hearing, you referred to 
Article 2103(4)(h) of NAFTA, which 
confirms that NAFT A does not pre
clude Mexico from enacting an insur
ance premiums excise tax similar to 
that now imposed by the United 
States or Canada. This provision 
should be understood in the context 
of the overall purpose of Article 
2103. 

Article 2103 of NAFT A is generally 
intended to ensure that tax laws of 
the signatory countries are not subject 
to NAFT A, and that tax treaties rath
er than NAFT A govern the relation
ships among the NAFT A countries 
with respect to matters of taxation. 
While Paragraph 4 of Article 2103 
provides limited exceptions to these 
general principles, subparagraphs 
(c)-(h) specify a number of cases in 
which the general rule still governs. 
Among the tax measures to which 
NAFT A is expressly made inapplica
ble under Article 2103(4)(h) are the 
existing insurance premiums excise 
taxes imposed by the U.S. and Cana
da, as well as any similar tax enacted 
by Mexico in the future. 

Article 2103(4)(h), as it applies to 
the insurance premiums excise tax, 
was requested by the U.S. and Cana
dian negotiators of NAFT A. Mexi
co's request that Article 2103(4)(h) 
also expressly exclude from the scope 
of NAFT A a Mexican tax similar to 

that imposed by the U.S. or Canada, 
if one is ever enacted, was thus re
garded as fair. Moreover, the request 
was consistent with the approach of 
Article 2103 that NAFTA govern only 
a few narrow tax issues, an approach 
which we believe is supported by Con
gress as well as the Administration. 
Thus, the inclusion of Article 
2103(4)(h) and its applicability to fu
ture Mexican taxes should be viewed 
in the context of the overall thrust of 
Article 2103, and not as an endorse
ment of, or acquiescence in, Mexico's 
enactment of such a tax by the Unit
ed States. Article 2103(4)(h) would 
not in any way commit the United 
States to refrain from negotiating an 
amendment to the pending tax treaty 
with Mexico to secure a reciprocal 
insurance premiums excise tax waiver, 
should Mexico ever enact such a tax. 
Rather, the very purpose of Article 
2103 is to ensure that tax treaties, 
rather than NAFT A, govern tax is
sues. 

Similarly, Article 2103(4)(h) should 
not be viewed as evidence of any 
interest on the part of Mexico in 
adopting an insurance premium excise 
tax. To the contrary, we do not 
expect Mexico to enact an insurance 
premiums excise tax at any time in 
the near future. Mexican tax authori
ties assured us in the course of our 
negotiations that Mexico has no cur
rent plans to enact an insurance pre
miums excise tax and that they view 
the likelihood of such a tax as very 
remote. They noted that Mexico only 
recently repealed its insurance premi
ums excise tax as part of a tax reform 
package and that it is not in the 
interest of a developing country to 
adopt such a tax. 

Nevertheless, we have advised Mex
ican tax authorities that we would 
expect to amend the treaty to obtain 
a reciprocal waiver if Mexico were to 
enact an insurance premiums excise 
tax in the future. They have assured 
us that they would regard such a 
request for a reciprocal waiver as 
reasonable. Based on these assur
ances, we believe that Mexico would 
reciprocate our waiver of the insur
ance premiums excise tax were it to 
enact one. 

Reciprocal recognition of charitable 
organizations 

The reciprocal recognition of chari
table organizations in the proposed 

treaty between the United States and 
Mexico is very similar to the treat
ment of charitable organizations in 
the 1980 Protocol between the United 
States and Israel, which the Senate 
approved in 1981. In both treaties, a 
resident of one Contracting State may 
claim a deduction for a contribution 
to a charity organized and recognized 
as exempt from taxation in the other 
Contracting State, provided the tax 
administrators of both States deter
mine that their laws are essentially 
equivalent. We expect that the princi
pal beneficiaries of this provision in 
both cases will be small charities that 
are unable to attract grants from U.S. 
private foundations. 

We expect that the practical appli
cation of the charitable provision in 
both treaties will be quite limited in 
scope. Under Article 15-A of the 
treaty with Israel, as amended by the 
protocol approved in 1982, a U.S. 
taxpayer may only claim a deduction 
for contributions to Israeli charities 
up to 25 percent of his or her Israeli
source adjusted gross income. Simi
larly, Article 22, paragraph 2 of the 
proposed treaty with Mexico, in con
junction with Internal Revenue Code 
Section 170(b)(1 )(A), limits the 
amount of an individual U.S. taxpay
er's deduction for contributions to 
Mexican charities to 50 percent of his 
or her Mexican source adjusted gross 
income. Analogous limitations apply 
to contributions made by corpora
tions. These source limitations, which 
apply in addition to other U. S. tax 
rules that limit the deductibility of 
charitable contributions, effectively 
narrow the benefit of the provisions 
to those persons who derive income 
in the other country, and to only a 
portion of such income. 

During the summer of 1992, before 
the treaty was signed, Internal Reve
nue Service personnel met with their 
Mexican counterparts and made a 
comprehensive review of Mexico's in
ternal law relating to charitable or
ganizations. The U.S. representatives 
concluded that, in virtually every re
spect, Mexico's statutory rules are 
mirrors of our Code provisions, and, 
in certain respects, are even stricter 
than the U.S. rules. We understand 
that, for example, unlike under U.S. 
law, Mexican entities are not eligible 
for an advance determination of their 
tax-exempt status, but must instead 
first establish a record of public sup-
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port. In addition. they are subject to 
a restrictive cap on the amount of 
administrative expenses that they may 
pay. 

U.S. tax administrators have also 
been involved in Mexico's develop
ment of administrative procedures for 
implementing its statutory provisions. 
Moreover. Mexican tax administra
tors continue to solicit our input as 
they develop regulatory standards and 
interpretations of the Mexican stat
ute. Mexico's cooperation on this is
sue reflects an interest in this particu
lar treaty provision at the highest 
levels of the Mexican government and 
is indicative of the provision'S signifi
cance to Mexico's perception of the 
overall balance of treaty benefits. Mex
ico's cooperation to date has been 
extraordinary. and, based on our ex
perience during the past year, we 
anticipate continued close cooperation 
between U.S. and Mexican tax ad
ministrators on this issue. 

In view of this extensive review and 
consultation concerning both the text 
and the application of Mexico's stan
dards for charitable organizations, 
the IRS has determined that Mexico's 
standards are essentially equivalent to 
ours. The same determination has 
been made by Mexican authorities 
concerning the U.S. tax rules. As a 
result. the reciprocal recognition of 
charities in the treaty with Mexico 
will be effective as soon as the treaty 
enters into force. In the case of 
Israel. a similar determination has yet 
to be made. Until it has been, contri
butions by a United States resident to 
a charity organized in Israel will only 
be deductible if the United States 
competent authority determines. on a 
case-by-case basis. that the Israeli 
charity would be exempt if it were 
organized in the United States. (The 
same is true for contributions by an 
Israeli resident to a United States 
charity.) 

Despite our confidence that Mexi
can standards for treatment as a char
itable organization are essentially 
equivalent to U.S. standards. the pro
P?sed treaty with Mexico explicitly 
gIves our tax administrators the right 
to deny a deduction in a particular 
case or with respect to types of Mexi
can charities. The IRS is studying 
procedures to enable it to review 
contributions by U.S. taxpayers to 
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Mexican charities and expects to 
monitor these deductions closely to 
prevent abuse. 

similar to prOVlSlons found in most 
U.S. income tax treaties. 

The proposed treaty generally 
would apply to residents of the Unit
ed States and to residents of Mexico, 
with specific exceptions designated in 
other articles (e.g., Article 25 (Non
Discrimination) and Article 27 (Ex
change of Information» and dis
cussed below. This is consistent with 
other U.S. income tax treaties, the 
U.S. model treaty, and the OECD 
model treaty. Residence is defined in 
Article 4. 

In sum, the allowance of deduc
tions for contributions to Mexican 
charities by U.S. taxpayers is limited 
to Mexican source income, is further 
limited by the provisions of U. S. law, 
and has been and will continue to be 
subject to oversight by U.S. tax ad
ministrators. These factors, coupled 
with Mexico's extraordinary efforts to 
match our standards for tax-exempt 
organizations and its continuing co
operation in applying these standards, 
make it appropriate in our view to 
provide for reciprocal recognition of 
charities in this treaty. 

The proposed treaty provides that 
it would not restrict any benefits 
(e.g., any exclusion, exemption, de
duction, credit, or other allowance) 
accorded by internal law or by any 
other previously or subsequently con
cluded agreement between the United 
States and Mexico. Thus. the treaty 
would apply only where it benefits 
taxpayers. 

Please let me know if further infor
mation would be helpful in your con
sideration of this treaty. We will, of 
course, be available to consult with 
you or any other member of the 
Committee or any of your staffs 
should further information be 
required. 

Sincerely. 

SAMUEL Y. SESSIONS, 
Deputy Assistant Secretary 

(Tax Policy) 

VII. BUDGET IMPACT 

The Committee has been informed 
by the staff of the Joint Committee 
on Taxation that the proposed treaty 
is estimated to cause a reduction of 
less than $50 million per year in 
Federal budget receipts during the 
fiscal year 1994-1998 period, with 
greater losses, although probably still 
not exceeding $50 million per year, 
occurring when the treaty is fully 
phased in after this budget period. 

VIII. EXPLANA nON OF TREATY 
PROVISIONS 

A detailed. article-by-article expla
nation of the proposed income tax 
treaty between the United States and 
Mexico (as modified by the proposed 
protocol) appears below. This expla
nation includes a discussion of the 
provisions of the proposed protocol 
under the proposed treaty articles 
amended by it. 

Article 1. General Scope 

The general scope article describes 
the persons who may claim the bene
fits of the proposed treaty. It also 
includes a "saving clause" provision 

As set forth in the Technical Expla
natTon. the fact that the proposed 
treaty would only apply to a taxpay
er's benefit does not mean that a 
taxpayer could inconsistently select 
among treaty and internal law provi
sions in order to minimize its overall 
tax burden. The Technical Explana
tion sets forth the following example. 
Assume a resident of Mexico has 
three separate businesses in the Unit
ed States. One business is profitable, 
and constitutes a U.S. permanent es
tablishment. The other two are trades 
or businesses that would earn effec
tively connected income as deter
mined under the Internal Revenue 
Code, but do not constitute perma
nent establishments as determined un
der the proposed treaty; one trade or 
business is profitable and the other 
incurs a net loss. Under the Code, all 
three operations would be subject to 
U.S. income tax, in which case the 
losses from the unprofitable line of 
business could offset the taxable in
come from the other lines of busi
ness. On the other hand, only the 
income of the operation which gives 
rise to a permanent establishment 
would be taxable by the United States 
under the proposed treaty. The Tech
nical Explanation makes clear that 
the taxpayer could not invoke the 
proposed treaty to exclude the profits 
of the profitable trade or business 
and invoke U.S. internal law to claim 
the loss of the unprofitable trade or 



business against the taxable income of 
the permanent establishment. 24 

Like all U.S. income tax treaties, 
the proposed treaty includes a 
"saving clause." Under this clause, 
with specific exceptions described be
low, the treaty would not affect the 
taxation by a country of its residents 
or its citizens. By reason of this 
saving clause for example, unless oth
erwise specifically provided in the 
proposed treaty, the United States 
would continue to tax its citizens who 
are residents of Mexico as if the 
treaty were not in force. 25 "Resi
dents" for purposes of the treaty 
(and thus, for purposes of the saving 
clause) would include corporations 
and other entities as well as individu
als (Article 4 (Residence». 

Under Section 877 of the Internal 
Revenue Code, a former U.S. citizen 
whose loss of citizenship had as one 
of its principal purposes the avoid
ance of U.S. income, estate or gift 
taxes, will, in certain cases, be subject 
to tax for a period of 10 y'ears 
following the loss of citizenship. The 
proposed treaty contains the standard 
provision found in the U.S. model 
and most recent treaties specifically 
retaining the right to tax former citi
zens under Code section 877. Even 
absent a specific treaty provision, the 
Internal Revenue Service has taken 
the position that the United States 
retains the right to tax former citizens 
resident in the treaty partner. 26 

Exceptions to the saving clause are 
provided for certain benefits con
ferred by a treaty country, namely: 
the allowance of correlative adjust
ments to the income of enterprises of 
one country associated with other en
terprises the profits of which were 
adjusted by the other country (Article 
9, paragraph 2); the exemption from 
residence country tax of social securi
ty benefits paid by one country to a 
resident of the other country or to a 
citizen of the United States (Article 
19, paragraph l(b»; the exemption 
from residence country tax of certain 
alimony and child support payments 
(Article 19, paragraph 3); allowance 
of deductions for contributions paid 
by U.S. residents to certain charitable 
organizations located in Mexico (Arti-

24See Rev. Rul. 84-17, 1984-1 C.B. 10. 
2S Although this provision of the proposed trea
ty is drafted reciprocally, Mexico currently 
does not tax the income of its nonresident 
citizens or former citizens. 
26Rev. Rul. 79-152, 1979-1 C.B. 237. 

cle 22, paragraph 2); relief from dou
ble taxation by the provision of a 
foreign tax credit (Article 24); protec
tion from discrimination (Article 25) 
and mutual agreement procedures 
(Article 26). 

In addition, the saving clause 
would not apply to the following 
benefits conferred by one of the 
countries upon individuals who are 
neither citizens of that country nor 
acquire immigrant status in that 
country.27 These benefits include 
(1) exemption from tax on compensa
tion from government service in the 
other country (Article 20); exemption 
from tax on certain income received 
by students or business apprentices 
(Article 21); and certain fiscal privi
leges of diplomats referred to in the 
treaty (Article 28). 

Article 2. Taxes Covered 

The proposed treaty generally 
would apply to the income taxes of 
the United States and Mexico. For 
this purpose, all taxes imposed on 
total income or any part of income, 
including tax on gains derived from 
the alienation of movable or immov
able property would be regarded as 
taxes on income. The proposed treaty 
would not apply to payroll taxes and 
generally would not apply to property 
taxes; however, the proposed treaty 
and protocol would affect the imposi
tion of Mexico's assets tax in some 
cases, as discussed in detail below. In 
addition, Article 25 (Non-Discrimi
nation) would apply to all taxes im
posed at all levels of government; 
thus, it would encompass state and 
local taxes. Also, the provisions of 
Article 27 (Exchange of Information) 
would apply to all Federal level taxes, 
including, for example, estate and gift 
and excise taxes, to the extent that 
such information is relevant to en
forcement of the proposed treaty or 
of any covered tax as long as they are 
applied in a manner consistent with 
the proposed treaty. 

United States 

In general 

In the case of the United States, 
the proposed treaty would apply to 
the Federal income taxes imposed by 

27For u.s. purposes, an individual has "immi
grant status" in the United States if he or she 
has been admitted to the United States as a 
permanent resident under U.S. immigration 
laws (i.e., he or she holds a "green card"). 

the Code, but excluding the accumu
lated earnings tax, the personal hold
ing company tax, and social security 
taxes. 

Insurance excise tax 

Under the Code the United States 
imposes an excise tax on certain in
surance premiums received by a for
eign insurer from insuring aU. S. risk 
or a U.S. person (Code secs. 
4371-4374). Unless waived by treaty, 
the excise tax applies to those premi
ums which are exempt from U.S. net 
basis income tax.28 This insurance 
excise tax would be covered by the 
proposed treaty, but only to the ex
tent that the foreign insurer does not 
reinsure the risks in question with a 
person not entitled to relief from this 
tax under the proposed treaty or an
other U.S. treaty. 

More specifically, income of a 
Mexican insurer from the insurance 
of U.S. risks would not be subject to 
the insurance excise tax (except in 
situations where the risk is reinsured 
with a company not entitled to the 
exemption or to an exemption under 
another treaty). This waiver would 
apply even if that insurance income is 
not attributable to a U.S. permanent 
establishment maintained by the Mex
ican insurer and hence is not subject 
to U.S. net basis tax pursuant to the 
business profits article (Article 7) and 
other income article (Article 23). This 
treatment is similar to that provided 
in some other recent U.S. tax treaties, 
for example, the treaties with Fin
land, Germany, India, Italy, Spain, 
France, and Hungary. The excise tax 
on premiums paid to foreign insurers 
is a covered tax under the U.S. model 
treaty. 

Under the Code (in the absence of 
a contrary treaty provision), a foreign 
insurer is subject to U.S. income tax 
on income derived from the insurance 
of risks situated in the United States 
in situations where that insurance in
come is effectively connected with a 
U.S. trade or business. A foreign 
insurer insuring U. S. risks ordinarily 
will not be viewed as conducting a 
U.S. trade or business and thus will 
not be subject to U.S. income tax if it 
has no U.S. office or dependent agent 

28Income from premiums earned by foreign 
persons may be exempt from U.S. net basis 
income tax either because the income is not 
effectively connected with the conduct of a 
trade or business in the United States, or 
because of a treaty waiver of the net basis tax. 
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and operates in the United States 
solely through independent brokers. 

In these situations, a foreign insur
er is not subject to U.S. income tax, 

but the insurance excise tax is im
posed (except as otherwise provided 
in a treaty) on the premiums paid for 
that insurance.29 The excise tax may 

be viewed as serving the same func
tion as the tax imposed on dividends, 
interest, and other types of passive 
income paid to foreign investors. In 

general, the excise tax applies to in
surance covering risks wholly or part
ly within the United States where the 

insured is (1) A U.S. person or (2) a 
foreign person engaged in a trade or 
business in the United States. Under 
the Code, the excise tax generally 

applies to a premium on any such 
insurance unless the amount is effec
tively connected with the conduct of a 

trade or business in the United States 
and not exempt by treaty from the 
statutory net-basis tax. 

The treatment of insurance income 
of foreign insurers is complicated 
somewhat in situations where, as is 
often the case, some portion of the 

risk is reinsured with other insurers in 
order to spread the risk. In situations 
where the foreign insurer is engaged 
in a U.S. trade or business and thus 
subject to the U.S. income tax, rein
surance premiums, whether paid to a 
U.s.. or a foreign reinsurer, are al
lowed as deductions. Accordingly, the 
foreign insurer is taxable only on the 
income attributable to the portion of 
the risk it retains. However, while no 
excise tax generally is imposed on the 
insurance policy issued by the foreign 
insurer doing business in the United 
States, the one-percent excise tax on 
reinsurance is imposed if and when 
that insurer reinsures that U.S. risk 

with a foreign insurer not subject to 
U.S. net-basis income tax. 

In exempting from the U.S. income 
tax and the insurance excise tax all 
insurance income which is not attrib
utable to a permanent establishment 
in the United States, the proposed 
treaty would make two changes in the 
statutory rules governing the taxation 
of insurance income of Mexican in
surers. First, any insurance income 
which is effectively connected with a 

29The excise tax currently is imposed at a rate 

of 4 percent of the premiums paid on casualty 

insurance and indemnity bonds, and one per

cent of the premiums paid on life, sickness, 

and accident insurance, annuity contracts, and 

reinsurance (Code secs. 4371-4374). 
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V.S. trade or business but is not 
attributable to a V.S. permanent es
tablishment would not be subject to 

V.S. income tax. Second, Mexican 

insurers not engaged in a V.S. trade 
or business would no longer be sub
ject to the insurance excise tax. How
ever, those Mexican insurers which 

continue to maintain a V.S. perma
nent establishment after the proposed 
treaty enters into force would remain 
subject to the V.S. income tax on 

their net U.S. insurance income at
tributable to the permanent establish
ment. 

In addition, the insurance excise 
tax would continue to apply in situa
tions where a Mexican insurer with a 

U.S. trade or business reinsures a 
policy it has written on a U.S. risk 
with a foreign reinsurer, other than a 
resident of Mexico or another insurer 

entitled to exemption under a differ
ent tax treaty (such as the U .S.
France treaty). The tax liability could 

be imposed on the Mexican insurer 
which, for withholding purposes, is 
treated in the same manner as a U.S. 
resident person transferring the pre

mium to the foreign reinsurer. The 
excise tax also would apply to such 
reinsurance even where the Mexican 

insurance company has a U.S. trade 
or business, but no U.S. permanent 
establishment, and thus would not be 
subject to U _So income tax on the net 
income it derives on the portion of 
the risk it retains. 

the Danish insurer. It would be the 
responsibility of the U.S. insured to 

determine to what extent, if any, the 
risk is to be reinsured with a non

exempt person. Under an administra
tive procedure currently in effect, the 

burden of this responsibility effective
ly could be shared with the Mexican 

insurer. 3o 

Excise taxes on private foundations 

The proposed treaty also would 
apply to the excise taxes with respect 
to private foundations to the extent 
necessary to implement the provisions 

of paragraph 4 of the article on 
exempt organizations (Article 22). 
Under that paragraph, a religious, 

scientific, literary, educational, or 
other charitable organization which is 
resident in Mexico and which receives 
substantially all of its support from 

persons other than U.S. citizens or 
residents would be exempt from the 
U.S. excise taxes imposed on private 

foundations. 31 

Mexico 

In the case of Mexico, the pro
posed treaty would apply to the in
come tax imposed by the Income Tax 
Law. The assets tax imposed under 

internal Mexican law would not be a 
covered tax; however, the proposed 
protocol would limit application of 

that tax in certain cases where there 
would be no Mexican income tax 
liability (or reduced liability) because 
of the proposed treaty (for example, 
where the business profits of a U.S. 
enterprise would be exempt from in
come tax in Mexico because the enter
prise does not have a permanent es
tablishment in Mexico). In such a 
case, the proposed protocol provides 

a mechanism for reducing the assets 
tax in order to prevent that tax from 
offsetting (or "soaking up") the re
duction in income taxation provided 
for in the proposed treaty. 

30See Rev. Proc. 87-13, 1987-1 C.B. 596; and 

Rev. Proc 92-39, 1992-1, C.B. 860. 

If the excise tax applies to premi
ums paid to the Mexican insurer in 
the absence of the treaty exemption, 
the tax would continue to apply to 

that insurer to the extent of reinsur
ance with a nonexempt person. For 
example, assume a Mexican company 

not engaged in a U.S. trade or busi
ness insures a U.S. casualty risk and 
receives a premium of $200. The 
company reinsures part of the risk 

with a Danish insurance company 
(not currently entitled to exemption 
from the excise tax) and pays that 
Danish company a premium of $100. 
The four-percent excise tax on casual-
ty insurance would apply to the pre
mium paid to the Mexican insurance 
company to the extent of the $100 
reinsurance premium. Thus, the U.S. 
insured would be liable for an excise 
tax of $4, which is four percent of 
the portion of the U.S. risk covered 
by the premium paid to the Mexican 
insurer which was then reinsured with 

31Under present U.S. law, various excise taxes 

may be imposed on private foundations. These 

include taxes on net investment income, self

dealing, undistributed income, excess business 

holdings, investments which jeopardize the 

foundation's charitable purpose, certain "tax

able" expenditures, and political expenditures. 

(See Code sec. 4940 et. seq.) Under Code 

section 4948, the United States imposes a 

4-percent excise tax on the gross U.S. source 

investment income for the taxable year of every 

foreign organization which is a private founda

tion. 



Other rules 

The proposed treaty also contains a 
rule generally found in U.S. income 
tax treaties which provides that the 
proposed treaty would apply to sub
stantially similar taxes that either 
country may subsequently impose. 
The proposed treaty would obligate 
the competent authority of each 
country to notify the competent au
thority of the other country of any 
significant changes in its internal tax 
laws that are relevant to the operation 
of the proposed treaty, and of official 
published materials that concern the 
application of the proposed treaty. 

Article 3. General Definitions 

Certain of the standard definitions 
found in most U.S. income tax trea
ties are contained in the proposed 
treaty. 

The term "person" would include 
an individual or legal person, includ
ing a company, a corporation, a 
trust, a partnership, an association, 
an estate, and any other body of 
persons. Although this list is some
what more expansive than the compa
rable provision of the U.S. model 
treaty, the Technical Explanation 
states that it is intended to have the 
same meaning. A "company" under 
the proposed treaty is any body cor
porate or any entity which is treated 
as a body corporate for tax pur
poses.32 

The terms "enterprise of a Con
tracting State" and "enterprise of the 
other Contracting State" would 
mean, respectively, an enterprise car
ried on by a resident of a Contracting 
State and an enterprise carried on by 
a resident of the other Contracting 
State. The treaty does not define the 
term "enterprise." Although there is 
no explicit definition of the term 
"Contracting State" in the proposed 
treaty, it refers to the United States 
or Mexico according to the context in 
which it is used. 

The proposed treaty defines "inter
national traffic" as any transport by 
a ship or aircraft, except when the 
ship or aircraft is operated solely 
between places in the other treaty 
country. Accordingly, with respect to 
a Mexican enterprise, purely domestic 
transport in the United States is ex
cluded. 

32For U.S. tax purposes, the principles of Code 
section 7701 are applicable in determining 
whether an entity is a body corporate. 

The U.S. competent authority 
would be the Secretary of the Trea
sury or his delegate. In fact, the U.S. 
competent authority function has 
been delegated to the Commissioner 
of Internal Revenue, who has redele
gated the authority to the Assistant 
Commissioner (International). On in
terpretative issues, the latter acts with 
the concurrence of the Associate 
Chief Counsel (International) of the 
IRS. 

The competent authority in Mexico 
would be the Ministry of Finance and 
Public Credit. In general, that func
tion is delegated to the General Direc
torate of Revenue Policy and Interna
tional Fiscal Affairs. 

The term "United States" means 
the United States as defined in the 
Internal Revenue Code. The Code 
generally provides that, when used in 
a geographical sense, it means only 
the States and the District of Colum
bia. Thus, it does not include Puerto 
Rico, the U.S. Virgin Islands, Guam 
or any other U.S. possession or terri
tory. Under Code section 638, where 
the term "United States" is used in a 
geographical sense, it also includes 
the continental shelf; that is, the sea
bed and subsoil of those submarine 
areas which are adjacent to the terri
torial waters of the United States and 
over which the United States has 
exclusive rights, in accordance with 
international law, with respect to the 
exploration and exploitation of natu
ral resources. The proposed protocol 
(paragraph 1) would treat the United 
States as including these areas. Ac
cording to the Technical Explanation, 
it is understood by the parties to the 
proposed treaty that the continental 
shelf would be covered only to the 
extent that any U.S. taxation therein 
is in accordance with international 
law and U.S. tax law. 

The term "Mexico" means Mexico 
as defined in the Federal Fiscal Code. 
When used geographically, therefore, 
it is understood that "Mexico" in
cludes the states thereof and the Fed
eral District, the territorial sea and, 
as provided in the proposed protocol 
(paragraph 1) the Mexican continental 
shelf. As is the case with respect to 
the definition of the United States, 
the Technical Explanation provides 
that it is understood that coverage 
under the proposed treaty of Mexi
co's continental shelf is limited to 
those areas with respect to which any 

Mexican taxation would be in accord
ance with international law and Mexi
can tax law. 

Under the proposed treaty, a per
son would be considered a national if 
the person is an individual possessing 
the nationality of a treaty country, or 
is any legal person, association, or 
other entity deriving its status as such 
from the law in force in a treaty 
country. This term is particularly rele
vant to the provisions of Articles 20 
(Government Service) and 25 (Non
Discrimination). 

The proposed treaty also contains 
the standard provision that, unless 
the context otherwise requires, all 
terms not defined in the treaty would 
have the meaning which they have 
under the laws of the country apply
ing the treaty. 

Article 4. Residence 

The assignment of a country of 
residence is important because the 
benefits of the proposed treaty gener
ally are available only to a resident of 
one of the countries as that term is 
defined in the treaty. Furthermore, 
double taxation often is avoided by 
the treaty assigning one of the coun
tries as the country of residence 
where, under the internal laws of the 
countries, a person is a resident of 
both. 

Under U.S. law, residence of an 
individual is important because a resi
dent alien is taxed on his or her 
worldwide income, while a nonresi
dent alien is taxed only on his or her 
U.S. source income and on income 
that is effectively connected with a 
U.S. trade or business. An individual 
who spends substantial time in the 
United States in any year or over a 
three-year period generally is a U.S. 
resident (Code sec. 7701(b». A per
manent resident for immigration pur
poses (i.e., a "green card" holder) 
also is a U.S. resident. The standards 
for determining residence provided in 
the Code alone do not determine the 
residence of a U.S. citizen for the 
purpose of any U.S. tax treaty (such 
as a treaty that benefits residents, 
rather than citizens, of the United 
States.) 

A company is taxed on its world
wide income if it is a "domestic 
corporation." A domestic corpora
tion is one that is created or organ
ized in the United States or under the 
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law of the United States, a State, or 

the District of Columbia. 
The proposed treaty generally de

fines "resident of a Contracting 

State" to mean any person who, 
under the laws of that country, is 
liable to tax therein by reason of its 
domicile, residence, place of manage

ment, place of incorporation, or any 
other criterion of a similar nature. 
The term "resident of a Contracting 

State" does not include, however, 
any person that is liable to tax in that 
country in respect only of income 
from sources in that country. 33 The 

proposed protocol (paragraph 2) pro
vides that Mexico would consider a 
U.S. citizen or a green card holder to 

be a U.S. resident only if the individ
ual has a substantial presence in the 
United States (as described in Code 

section 7701(b» or would be a resi
dent of the United States and not of 
another country under the proposed 
treaty's residency tie-breaker rules de

scribed below. 
This provision of the proposed 

treaty in some respects is based on 
the article on residence of the U.S. 
and OECD model treaties and is simi
lar to the provisions found in other 

U.S. tax treaties. Under U.S. treaty 
policy, as expressed in the U.S. mod
el, however, citizenship alone would 
establish residence; but the U.S. mod

el result has been achieved in very 
few treaties. 

Paragraph 2 of the proposed proto
col further provides that it is under
stood by the United States and Mexi
co that a partnership, estate, or trust 
would be considered to be a resident 
of one of the countries only to the 
extent that the income it derives is 
subject to that country's tax as the 

income of a resident, either in its 
hands or in the hands of its partners 
or beneficiaries. 34 For example, if the 
share of U.S. beneficiaries in the 
income of a U.S. trust is only one
half, Mexico would have to reduce its 
withholding tax on only one-half of 

the Mexican source income paid to 
the trust. 

33 According to the Technical Explanation, it is 

understood that the reference in the proposed 

treaty to persons "liable to tax" refers to those 

persons subject to the taxation laws applicable 

to residents. That reference is not intended to 

exclude tax-exempt organizations. 

34Under U.S. law, a partnership is not a 

taxable entity. Rather, income earned by a 

partnership is taxable as income of its partners. 

C~nversely, under Mexican law, most partner
ships are taxable entities. 
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In addition, that paragraph of the 

proposed protocol treats as a resident 

of a treaty country the government of 
country itself, or a political subdivi

sion or local authority thereof. 

A set of "tie-breaker" rules is pro
vided to determine residence in the 

case of an individual who, under the 
basic residence rules, would be con
sidered to be a resident of both coun
tries. Such a dual resident individual 

would be deemed to be a resident of 
the country in which he has a perma
nent home available to him. If this 

permanent home test is inconclusive 
because the individual has a perma
nent home in both countries, the 
individual's residence would be 

deemed to be the country with which 
his personal and economic relations 
are closer (Le., his "center of vital 

interests"). If the country in which he 
has his center of vital interests cannot 
be determined, or if he does not have 

a permanent home available to him in 
either country, he would be deemed 
to be a resident of the country in 
which he has an habitual abode. If 

the individual has an habitual abode 
in both countries or in neither of 
them, he would be deemed to be a 

resident of the country of which he is 
a national (Le., the country of which 
he is a citizen). In any case (Le., if 

the person is either a citizen of both 
countries or neither of them), the 
competent authorities of the countries 
would settle the question of residence 
by mutual agreement. 

A person other than an individual 
that is a resident of both countries 

under the basic treaty definition 
would be considered a resident of 
neither treaty country for purposes of 

the proposed treaty. Under internal 
U.S. law, a corporation is considered 
a domestic corporation if it is created 
or organized in the United States or 

under the law of the United States or 
of any State. In addition, under cer
tain circumstances, a corporation or
ganized under the laws of Mexico 
may elect to be treated as a U.S. 
domestic corporation (Code sec. 
1504(d». Mexican law treats as a 

Mexican corporation any corporation 
that has its place of effective manage
ment in Mexico. Thus, the situation 
could arise where a company is or

ganized under U.S. law or is subject 
to an election to be treated as such, 
and is effectively managed in Mexico. 
Such a company generally would be 

treated as a resident of neither the 

United States nor Mexico under the 
proposed treaty, and thus would be 

denied treaty benefits. Moreover, 

since such a company would be con
sidered a resident of neither country 
for purposes of the proposed treaty, 
the Committee understands that pay

ments (e.g., of dividends, interest, or 
royalties) made by such a company to 

a resident of either the United States 

or Mexico would not qualify for the 

reduced source-country withholding 
tax rates specified in the proposed 
treaty. 

Article 5. Permanent Establishment 

The proposed treaty contains a def
inition of the term "permanent estab
lishment" that generally follows the 
pattern of other recent U.S. income 
tax treaties, the U.S. model, and the 
OECD model. 

The permanent establishment con

cept is one of the basic devices used 
in income tax treaties to limit the 
taxing jurisdiction of the host country 

and thus mitigate double taxation. 
Generally, an enterprise that is a 
resident of one country is not taxable 
by the other country on its business 
profits unless those profits are attrib
utable to a permanent establishment 
of the resident in the other country. 

In addition, the permanent establish
ment concept is used to determine 
whether the reduced rates of, or ex

emptions from, tax provided for divi
dends, interests, and royalties will 
apply, or whether those items of in
come will be taxed as business prof

its. Taxation of business profits is 
discussed under Article 7 (Business 
Profits). 

The concept of permanent estab
lishment is also relevant to the appli
cation of Mexico's assets tax. Under 
the proposed treaty, as modified by 
paragraph 3 of the proposed protocol 
(discussed in detail below), the assets 
tax generally would not apply to the 
Mexican assets of U.S. residents that 
do not maintain a permanent estab
lishment. 

In general, under the proposed 
treaty, a permanent establishment 
would be a fixed place of business 
through which an enterprise engages 
in business in the other country. A 

permanent establishment would in
clude a place of management, a 
branch, an office, a factory, a work
shop, a mine, an oil or gas well, a 



quarry, or any other place of extrac
tion of natural resources. It also 
would include any building site or 
construction or installation project, 
or an installation or drilling rig or 
ship used for the exploration or ex
ploitation of natural resources, or a 
related supervisory activity, if the 
site, project, or activity lasts for more 
than 6 months. The 6-month period 
for establishing a permanent estab
lishment in connection with a site, 
project, or activity is significantly 
shorter than the 12-month period pro
vided in the corresponding rule of the 
U.S. model treaty, but is similar to 
periods contained in U.S. treaties 
with some developing countries and 
in the U.N. model treaty. 

The general rule is modified to 
provide that a fixed place of business 
that is used for any of a number of 
specified activities would not consti
tute a permanent establishment. 
These activities include the use of 
facilities solely for storing, displaying, 
or delivering goods or merchandise 
belonging to the enterprise and the 
maintenance of a stock of goods or 
merchandise belonging to the enter
prise solely for storage, display, or 
delivery, or solely for processing by 
another enterprise. These activities 
also include the maintenance of a 
fixed place of business solely for the 
purchase of goods or merchandise or 
for the collection of information for 
the enterprise. These activities in
clude, as well, the maintenance of a 
fixed place of business solely for the 
purpose of advertising, the supply of 
information, scientific research activi
ties, preparations relating to the 
placement of loans, or of similar 
activities that have a preparatory or 
auxiliary character. 

The exclusion of an office used for 
the preparations relating to the place
ment of loans is not found in the 
U.S. model treaty. According to the 
Technical Explanation, the provision 
is intended to cover representative 
offices of U.S. banks located in Mex
ico. Under present Mexican law, U.S. 
banks are precluded from accepting 
deposits or otherwise conducting 
banking business in Mexico. Howev
er, they may use such offices to 
facilitate the placement of loans from 
the U.S. home office to borrowers in 
Mexico. In such cases, the proposed 
treaty would not treat the Mexican 
office as a permanent establishment; 

hence, the income would not be sub
ject to tax by Mexico under Article 7 
(Business Profits) of the proposed 
treaty. Rather the interest earned by 
the U.S. banks would be subject to 
the provisions of Article 11 (lnter
est).35 

Under the U.s. model treaty, the 
maintenance of a fixed place of busi
ness solely for any combination of 
the above-listed activities would not 
constitute a permanent establishment. 
Under the proposed treaty, a fixed 
place of business used solely for any 
combination of these activities would 
not constitute a permanent establish
ment, provided that the overall activi
ty of the fixed place of business is of 
a preparatory or auxiliary character. 

If a person has, and habitually 
exercises, the authority to conclude 
contracts in a country on behalf of an 
enterprise of the other country, then 
the enterprise would be deemed to 
have a permanent establishment in 
the first country. Consistent with the 
model treaties, this rule would not 
apply where the contracting authority 
is limited to those activities (described 
above) such as storage, display, or 
delivery of merchandise, that are ex
cluded from the definition of perma
nent establishment. 

The proposed treaty contains a sim
ilar rule that would deem an enter
prise of one country to have a perma
nent establishment in the other 
country even if the agent has no 
authority to conclude contracts on 
behalf of the enterprise, but habitual
ly processes in the other country on 
behalf of the enterprise goods or 
merchandise maintained in the other 
country by that enterprise, provided 
that the processing is carried on using 
assets furnished, directly or indirectly, 
by the enterprise or by an associated 
enterprise. This provision is not 
found in the U.S. model treaty. Ac
cording to the Technical Explanation, 
this provision is meant to clarify that 
a dependent agent (whether or not a 
subsidiary of its principal) which pro
cesses the inventory of the principal 

351t should be noted that the proposed North 
American Free Trade Agreement (NAFT A) 
would permit U.S. banks to conduct banking 
operations in Mexico. If NAFT A becomes 
effective, it is possible that U.S. banks will 
establish branch operations in Mexico. These 
operations would most likely constitute perma
nent establishments and, as such, would be 
subject to the rules of the Business Profits 
article of the proposed treaty. 

using assets belonging to the principal 
(or a related enterprise), without itself 
having ownership of either the inven
tory or the assets used in the process
ing, would represent a permanent es
tablishment of the principal. Because 
this provision is intended simply as a 
clarification, it is not intended to 
create a permanent establishment 
where one would not exist absent this 
provision. 36 

The agency rule would not apply if 
the agent is a broker, general com
mission agent, or any other agent of 
independent status acting in the ordi
nary course of its business and if in 
the agent's commercial or financial 
relations with the enterprise, condi
tions are not made or imposed that 
differ from those generally agreed to 
by independent agents. In addition, 
the proposed treaty provides a special 
rule for determining whether an in
surance enterprise of one country 
would have a permanent establish
ment in the other country. 

Under the proposed treaty, an in
surance enterprise of one country 
would, except with respect to reinsur
ance activities, be deemed to have a 
permanent establishment in the other 
country if it collects premiums in the 
territory of the other country or if it 
insures risks located within the other 
country's territory through a repre
sentative other than an independent 
agent. This provision is not contained 
in the U.S. model treaty, but has 
been incorporated in some U.S. trea
ties (e.g., Belgium and France). Pres
ently, Mexico does not impose a tax 
on foreign insurers comparable to the 
U.S. insurance excise tax (see Code 
secs. 4371-4374). According to the 
Technical Explanation, the treaty ne
gotiators anticipated that, if ratified, 
the North American Free Trade 
Agreement would allow U.S. insurers 
to insure risks in Mexico. In order to 
preserve a competitive neutrality be
tween U.S. and domestic insurers, 
Mexico sought to be permitted to tax 
the business profits of U.S. insurers 
operating within its borders. Thus, 
the proposed treaty specifies that a 
dependent agent who collects premi-

36For example, the provision would not apply 
to the use of an independent contract manu
facturer in Mexico by a U.S. enterprise to 
process inventory on its behalf. In such a case, 
the contract manufacturer would be subject to 
tax in Mexico, but its activities would not 
create a permanent establishment in Mexico of 
the United States enterprise. 
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ums or insures risks (other than 
through reinsurance) in Mexico on 

behalf of a U.S. insurer would be a 
permanent establishment of the U.S. 

insurer in Mexico. 
The determination whether a com

pany of one country has a permanent 

establishment in the other country is 

to be made without regard to the fact 
that the company may be related to a 
company that is a resident of the 
other country or to a company that 

engages in business in that other 

country. Such relationships, thus, 
would not be relevant; only the activ
ities of the company being tested 

would be relevant. 

Article 6. Income from Immovable 
Property (Real Property) 

This article covers income from 
"immovable" (or for U.S. purposes, 
real) property. The rules covering 

gains from the sale of immovable 
property are in Article 13 (Capital 
Gains). 

Under the proposed treaty, income 
derived by a resident of one country 
from immovable property situated in 
the other country could be taxed in 

the country where the property is 
located. For this purpose, income 
from immovable property would in

clude income from agriculture or for
estry situated in the other country. 

The term "immovable property" 
would have the meaning which it has 

under the law of the country in which 
the property in question is situated. 
For property situated in the United 

States, the term would mean "real 
property" as defined by U.S. law. 
The term in any case would include 
property accessory to immovable 

property; livestock and equipment 

used in agriculture and forestry; 
rights to which the provision of gen
eral law respecting landed property 

apply; usufruct of immovable proper
ty; and rights to variable or fixed 

payments as consideration for the 
working of, or the right to work, 

mineral deposits, sources, and other 

natural resources. Thus, income from 
immovable property would include 

royalties and other payments in re
spect to the exploitation of natural 
resources (e.g., oil). Ships, boats, air

craft, and containers would not be 
immovable property. 

The source country could tax in
come derived from the direct use 
letting, or use in any other form of 

immovable property. These rules 
which permit source country taxation 

also would apply to the income from 
immovable property of an enterprise 

and to income from immovable prop
erty used for the performance of 
independent personal services. 

As is the case in the U.S. model 

treaty and certain other U.S. income 
tax treaties, the proposed treaty 
would provide residents of one coun

try with an election to be taxed on a 

net basis by the other country on 
income from real property situated in 

that other country (i.e., as if the 
income were attributable to a perma

nent establishment).37 An election, 
once made, would remain in effect 

for all subsequent taxable years unless 
the competent authority of the coun

try in which the immovable property 
is situated agrees to its termination. 

The proposed protocol (paragraph 

3) provides that the 2-percent assets 
tax imposed under Mexican law gen
erally would not apply to a U.S. 

resident that, pursuant to Article 7 

(Business Profits) of the proposed 

treaty, would not be taxable in Mexi

co on its business profits because it 

has no permanent establishment in 
Mexico. 38 Notwithstanding this excep
tion, the assets tax could be imposed 
on immovable property situated in 

Mexico and on certain tangible and 

intangible property specified in Arti
cle 12 (Royalties) that is furnished to 

Mexican residents. Under Mexican 
law, the assets tax generally applies 

only to the extent that it exceeds any 
income tax paid to Mexico by the 

taxpayer. 39 With respect to the assets 

37Under Mexican law, income from the leasing 

of real property is taxed on a net basis if 

earned by a Mexican resident corporation. 

Individuals who are residents of Mexico may 

elect under Mexican law to be taxed on hypo

thetical net income which is equal to 50 percent 

of gross real property rental income. Nonresi

dents are taxed in Mexico on gross real proper

ty rental income at a flat rate of 21 percent. 

An election by a U.S. person under the treaty 

will permit that person to be taxed in Mexico 

in the same manner as a Mexican resident 

corporation (i.e., on a net-income basis based 

on actual expenses) on rental income earned 

from real property situated in Mexico. 

)8U .S. persons that have permanent establish

ments in Mexico are subject to Mexican income 

tax on the business profits from the permanent 

establishment and to the assets tax on the 

assets used in the enterprise. 
39In this sense, the asset tax operates in a 

manner similar to the U.S. alternative mini

mum tax (AMT). That is, like the AMT, the 

asset tax applies only to the extent it exceeds 

the regular income tax paid by the taxpayer. 

tax on immovable property, the pro

posed protocol specifies that Mexico 
would grant a credit against such tax 

in an amount equal to the income tax 

that would be imposed under the 

Mexican Income Tax Law on gross 
income (if any) from such property 

even in cases where the U.S. person 

has made the election under the pro
posed treaty to be taxed on a net 
basis on such income. This enhanced 

credit would not apply if the U.S. 

person uses 50 percent or more of the 
gross income directly or indirectly to 
meet liabilities (including liabilities 

for interest) to persons who are not 

U.S. residents. 4o (In such a case, the 
assets tax would apply to the extent 

that it exceeds the net-basis tax actu
ally paid by the U.S. person.) Ac

cording to the Technical Explanation, 
this "base erosion" limitation is con
sidered necessary to prevent Mexican 
residents that own immovable proper

ty located in Mexico from avoiding 

the assets tax by making a U.S. 
resident the nominal owner of the 

property, while retaining beneficial 
ownership in Mexico. 

Article 7. Business Profits 

U.S. Code rules 

U.S. law distinguishes between the 

business income and the other U.S. 
income of a nonresident alien or for
eign corporation. A nonresident alien 

or foreign corporation is subject to a 

flat 30-percent rate (or lower treaty 
rate) of tax on certain U.S. source 

income if that income is not effective

ly connected with the conduct of a 
trade or business within the United 

States. The regular individual or co[
porate rates apply to income (from 

any source) that is effectively con
nected with the conduct of a trade O[ 

business within the United States. 
The taxation of income as U.S. 

business income or not varies depend
ing upon whether the source of the 

income is U.S. or foreign. In general, 

U.S. source periodic income (such as 

interest, dividends, rents, and wages), 

and U.S. source capital gains are 
effectively connected with the conduct 

of a trade or business within the 
United States only if the asset gener
ating the income is used in or held 

4°A similar credit would be granted by Mexico 

against the assets tax on certain tangible and 

intangible property of a U.S. person. An expla

nation of that credit is provided in the discus

sion of Article 12 below. 



for use in the conduct of the trade or 
business, or if the activities of the 
trade or business were a material 
factor in the realization of the in
come. All other U.S. source income 
of a person engaged in a trade or 
business in the United States is treat
ed as effectively connected with the 
conduct of a trade or business in the 
United States (thus, it is said to be 
taxed as if it were business income 
under a limited "force of attraction" 
rule). 

In the case of foreign persons other 
than insurance companies, foreign 
source income is effectively connected 
income only if the foreign person has 
an office or other fixed place of 
business in the United States and the 
income is attributable to that place of 
business. For such persons, only three 
types of foreign source income can be 
effectively connected income: rents 
and royalties derived from the active 
conduct of a licensing business; divi
dends and interest either derived in 
the active conduct of a banking, fi
nancing or similar business in the 
United States, or received by a corpo
ration the principal business of which 
is trading in stocks or securities for 
its own account; and certain sales 
income attributable to a U.S. sales 
office. 

The foreign source income of a 
foreign corporation that is subject to 
tax under the insurance company pro
visions of the Code may be treated as 
effectively connected with a U.S. 
trade or business without regard to 
the foregoing rules, so long as such 
income is attributable to its U.S. 
business. In addition, the net invest
ment income of such a company that 
must be treated as effectively connect
ed with the conduct of an insurance 
business within the United States is 
not less than an amount based on a 
combination of asset/liability ratios 
and rates of return on investments 
experienced by the foreign person in 
its worldwide operations and by the 
U . S. insurance industry. 

Trading in stocks, securities, or 
commodities in the United States for 
one's own account generally does not 
constitute a trade or business in the 
United States, and accordingly, in
come from those activities is not 
taxed by the United States as business 
income. Thus, income from trading 
through a U.S.-based employee, a 
resident broker, commission agent, 

custodian, or other agent, or trading 
by a foreign person physically present 
in the United States generally is not 
taxed as business income. This rule, 
however, generally does not apply to 
a dealer, or, in the case of trading in 
stocks or securities, to a corporation 
the principal business of which is 
trading in stocks or securities for its 
own account, if its principal office is 
in the United States. 

The Code, as amended by the Tax 
Reform Act of 1986, provides that 
any income or gain of a foreign 
person for any taxable year which is 
attributable to a transaction in any 
other taxable year will be treated as 
effectively connected with the conduct 
of a U.S. trade or business if it would 
have been so treated had it been 
taken into account in that other tax
able year (Code sec. 864{c)(6». In 
addition, the Code provides that if 
any property ceases to be used or 
held for use in connection with the 
conduct of a trade or business within 
the United States, the determination 
of whether any income or gain attrib
utable to a sale or exchange of that 
property occurring within 10 years 
after the cessation of business is ef
fectively connected with the conduct 
of trade or business within the United 
States shall be made as if the sale or 
exchange occurred immediately before 
the cessation of business (Code sec. 
864{c){7». 

Proposed treaty rules 

Business profits subject to host 
country tax 

Under the proposed treaty, business 
profits of an enterprise of one of the 
countries would be taxable in the 
other country only to the extent that 
they are attributable to (1) a perma
nent establishment in the other coun
try through which the enterprise car
ries on (or has carried on) business or 
(2) sales in the other country of 
goods or merchandise of the same or 
similar kind as the goods or merchan
dise sold through such a permanent 
establishment. This is one of the basic 
limitations on a country's right to tax 
income of a resident of the other 
country. 

Taxation by the source country of 
the second category of profits de
scribed above represents a limited 
force of attraction rule that is found 
in the U. N. model treaty, but is not 

present in either the U.S. or OECD 
model treaties. 41 The intent of the 
provision is to permit the source 
country to tax the income derived 
from sales within its borders by the 
home office of the enterprise of 
goods which are the same as or simi
lar to goods sold there by the perma
nent establishment. Such profits 
could not be taxed by the host coun
try if the enterprise demonstrates that 
the sales by the home office have 
been carried out for reasons other 
than obtaining a benefit under the 
proposed treaty. As an example of a 
situation where the exception might 
apply, the Technical Explanation pos
its a case where it may be more 
efficient for a U.S. company based in 
San Diego and having a permanent 
establishment in Mexico City to sell 
goods in Tijuana directly from the 
San Diego home office, whereas that 
may not be the case with respect to 
like goods sold in Mexico City. 

The taxation of business profits 
under the proposed treaty differs 
from U.S. rules for taxing business 
profits primarily by requiring more 
than merely being engaged in a trade 
or business before a country can tax 
business profits, and by substituting 
an "attributable to" standard for the 
code's "effectively connected" stan
dard. Under the Code, all that is 
necessary for effectively connected 
business profits to be taxed is that a 
trade or business be carried on in the 
United States. Profits from U.S. 
source income other than U. S. source 
periodic income (such as interest, div
idends, rents, and wages), and U.S. 
source capital gains, are treated as 
effectively connected with the conduct 
of a trade or business in the United 
States, and taxed as such by the 
United States, without regard to 
whether they were derived from busi
ness activities or business assets. Un
der the proposed treaty, by contrast, 
some level of fixed place of business 
would have to be present and the 
business profits generally would have 
to be attributable to that fixed place 
of business (or subject to the limited 
force of attraction rule described 
above). 

The proposed treaty clarifies that 
for purposes of the taxation of busi
ness profits (and for purposes of 
Articles IO (Dividends), II (Interest), 

4'Similar provisions are contained in certain 
other U.S. trea,ies (e.g., Indonesia and India). 
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12 (Royalties), and 13 (Capital 
Gains», any income attributable to a 
permanent establishment during its 
existence would be taxable in the 
country where the permanent estab
lishment was situated even if the pay
ments are deferred until after the 
permanent establishment has ceased 
to exist. This rule incorporates into 
the proposed treaty the rule of Code 
section 864(c)(6) described above. 

There would be attributed to a 
permanent establishment the business 
profits which would reasonably be 
expected to have been derived by it if 
it were a distinct and independent 
entity engaged in the same or similar 
activities under the same or similar 
conditions. Amounts could be attrib
uted to the permanent establishment 
whether they are from sources within 
or without the country in which the 
permanent establishment is located. 

Treatment of expenses 

In computing taxable business prof
its, deductions would be allowed for 
expenses, wherever incurred, which 
are incurred for the purposes of the 
permanent establishment. These de
ductions would include expenses di
rectly incurred by the permanent es
tablishment as well as a reasonable 
allocation of expenses incurred by the 
home office, as long as the expenses 
were incurred on behalf of the com
pany as a whole, or a part of it which 
includes the permanent establishment. 
Such allocable expenses would include 
a reasonable amount of executive and 
general administrative expenses, and, 
as specified in the proposed protocol 
(paragraph 5), research and develop
ment expenses, interest, and other 
expenses (e.g., charges for manage
ment, consultancy, or technical assist
ance) incurred in the taxable year, but 
only to the extent that such expenses 
have not been deducted by the enter
prise and are not reflected in other 
deductions allowed to the permanent 
establishment (e.g., the deduction for 
cost of goods sold or of the value of 
purchases). Under this language, 
which differs in certain respects from 
the U.S. model, the Committee un
derstands that the United States 
would be free to use its expense 
allocation rules in determining the 
reasonable amount. Thus, for exam
ple, a Mexican company which has a 
branch office in the United States but 
which has its head office in Mexico 
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would, in computing the U.S. tax 
liability of the branch, be entitled to 
deduct a portion of the executive and 
general administrative expenses in
curred in Mexico by the head office, 
allocated and apportioned in accord
ance with Treas. Reg. sec. 1.861-8, 
for purposes of operating the U.S. 
branch. 

The proposed treaty provides (as 
does the U. N. model treaty and the 
commentary to the OECD model 
treaty) that no deductions would be 
allowable to the permanent establish
ment in respect of such amounts, if 
any, paid (otherwise than towards 
reimbursement of actual expenses) by 
the permanent establishment to the 
head office of the enterprise or any 
of its other offices as royalties, fees, 
or other similar payments in return 
for the use of patents or other rights. 
In addition, no deduction in excess of 
actual reimbursements would be al
lowable for payments by the perma
nent establishment to its home office 
(or other offices) as commissions for 
specific services performed or for 
management, or except in the case of 
a banking enterprise, for interest on 
moneys lent to the permanent estab
lishment. According to the Technical 
Explanation, this rule reflects the 
premise that since the permanent es
tablishment and the home office (and 
other offices) are parts of a single 
entity, there should be no profit ele
ment in such intracompany transac
tions. 

The tax law of Mexico generally 
precludes a Mexican branch of a 
foreign corporation from deducting 
interest expense incurred by the home 
office or another branch, or interest 
expense on amounts that the home 
office lends to the branch; it may 
only deduct interest expense that it 
incurs to third-party lenders. The 
treaty would confirm that in the event 
that Mexico permits a U.S. bank to 
establish a branch in Mexico, that 
branch would be permitted to deduct 
interest initially incurred by its home 
office or another branch. The Techni
cal Explanation states that Mexico 
could determine the appropriate level 
of a branch's interest deduction by 
taking into account actual transac
tions between the home office and the 
branch, or by using another appropri
ate method for approximating the 
branch's interest expense. The pro-

posed treaty does not specify any 
particular method to be employed. 

The Treasury Department has in
formed the Committee that, with re
gard to. the above exception for bank
ing enterprises, the proposed treaty is 
not intended to expand the allowable 
deductions for interest by a foreign 
bank operating in the United States 
beyond the deductions that are avail
able under domestic U.S. law (cur
rently provided by Treas. Reg. sec. 
1.882-5).42 As indicated above, intra
company bank interest would be an 
exception to the proposed treaty's 
general preclusion of deductions for 
intracompany interest payments. Ei
ther country, under its respective in
ternal laws, could but is not required 
to, grant a deduction for interest paid 
on actual intracompany transactions. 
Rather than allowing deductions for 
such actual payments, the tax law of 
the United States determines the 
amount of deductible interest expense 
of a U.S. branch under the above
cited regulations. 

The proposed protocol (paragraph 
9) provides that where the internal 
law of one of the countries character
izes a payment in whole or in part as 
a dividend, or limits the deductibility 
of such payment because of thin capi
talization rules or because the rele
vant debt instrument includes an eq
uity interest, that country could treat 
the payment in accordance with such 
law. Thus, for example, the proposed 
treaty would not preclude the United 
States from disallowing the deduction 
of interest by a U.S. branch of a 
foreign corporation under the so
called "earnings-stripping" rules of 
Code section 1630).43 

Other rules 

Business profits would not be at
tributed to a permanent establishment 
merely by reason of the purchase of 
merchandise by a permanent estab
lishment for the account of the enter
prise. Thus, where a permanent estab-

42Under this regulation, the deductible interest 
expense of a U.S. branch of a foreign corpora· 
tion is computed as a portion of the worldwide 
interest expense of the corporation. The por
tion attributable to the U.S. branch is based on 
the corporation's U.S.-connected liabilities 
(i.e., an imputed portion of the overall liabili
ties of the corporation that are deemed neces
sary to fund the assets used by the corporation 
which generates effectively connected income) 
and an average rate of interest. 
43See Prop. Treas. Reg. sec. 1.1630)-8. 



lishment purchases goods for its head 
office, the business profits attributed 
to the permanent establishment with 
respect to its other activities would 
not be increased by a profit element 
in its purchasing activities. 

The proposed treaty contains the 
language of the U.S. model and many 
existing treaties under which the busi
ness profits to be attributed to the 
permanent establishment would in
clude only the profits (or losses) de
rived from the assets or activities of 
the permanent establishment. More
over, the proposed treaty specifies 
that such attributable profits (or loss
es) would have to be determined by 
the same method each year unless 
there is good and sufficient reason to 
change the method. 

Where business profits include 
items of income dealt with separately 
in other articles of the proposed trea
ty, those other articles, and not the 
business profits article, would govern 
the treatment of those items of in
come. Thus, for example, dividends 
would be taxed under the provisions 
of Article to (Dividends), and not as 
business profits, except as provided in 
paragraph 5 of Article to. 

The proposed treaty, contrary to 
the U.S. model treaty, does not con
tain a definition of the term business 
profits. Under the U.S. model, the 
term "business profits" means in
come derived from any trade or busi
ness, including the rental of tangible 
personal property and the rental or 
licensing of cinematographic films or 
films or tapes used in radio or televi
sion broadcasting. Under the pro
posed treaty, the categories of rental 
income defined in the U.S. model's 
definition of business profits would 
be subject to the provisions of Article 
12 (Royalties). Thus, for example, 
income earned by a U.S. person from 
the rental of tangible equipment in 
Mexico would be taxable by Mexico 
under Article 12, unless the income is 
attributable to a permanent establish
ment of the U.S. person in Mexico. 

Paragraph 4 of the proposed proto
col provides that nothing in Article 7 
of the proposed treaty would affect 
the application of any law of either 
country that relates to the determina
tion of the tax liability of a person in 
any case where the information avail
able to the competent authority of the 
country is not sufficient to determine 
the profits to be attributed to the 

permanent establishment (or in cases 
covered by Article 23 of the Income 
Tax Law of Mexico), provided that, 
on the basis of the available informa
tion, the determination of the profits 
of the permanent establishment is 
consistent with the principles embod
ied in this article of the proposed 
treaty.44 

Article 8. Shipping and Air Trans
port 

Article 8 of the proposed treaty 
covers income from the operation or 
rental of ships and aircraft, and prof
its from the use or rental of contain
ers, trailers, barges, and related con
tainer transport equipment, in 
international traffic. The rules gov
erning income from the disposition of 
ships, aircraft, and containers are in 
Article 13 (Capital Gains). 

As a general rule, the United States 
taxes the U.S. source income of a 
foreign person from the operation of 
ships or aircraft to or from the Unit
ed States. An exemption from U.S. 
tax is provided if the income is 
earned by a corporation that is organ
ized in, or an alien individual who is 
resident in, a foreign country that 
grants an equivalent exemption to 
U.S. corporations and residents. The 
United States has entered into agree
ments with a number of countries 
providing such reciprocal exemp
tions.45 

Under the proposed treaty, profits 
derived by an enterprise of one coun
try from the operation in internation
al traffic of ships or aircraft 
("shipping profits") would be exempt 
from tax by the other country, re
gardless of the existence of a perma
nent establishment in the other coun
try. International traffic means any 
transport by ship or aircraft, except 
where the transport is solely between 
places in the other country (i.e., the 
treaty country other than the resi
dence country of the enterprise) (Arti
cle 3(I)(d) (General Definitions». 

Profits derived from the rental of 
ships or aircraft on a full (time or 

44Article 23 of Mexico's Income Tax Law 
apportions the worldwide net income of inter
national transportation companies on the basis 
of the ratio of Mexican to worldwide gross 
receipts. 
450n August 7, 1989, the United States and 
Mexico exchanged notes concerning such a 
reciprocal exemption of international shipping 
and airline income. According to the Technical 
Explanation, the proposed treaty, once effec
tive, would replace the 1989 agreement. 

voyage) basis (i.e., with crew) would 
be covered by the treaty exemption 
described in the preceding paragraph. 
Also covered would be profits from 
the rental of ships or aircraft on a 
bareboat basis (i.e., without crew) if 
they are operated in international 
traffic by the lessee and the rental 
profits are accessory to other profits 
from the operation of ships or air
craft in international traffic. 

The term "operation of ships or 
aircraft in international traffic" by an 
enterprise would not include transpor
tation by any other means of trans
port (e.g., transport by truck or rail) 
provided directly by the enterprise or 
the provision of overnight accommo
dation. Thus, profits from such oper
ations would not constitute the type 
of accessory profits which would 
qualify for the exemption provided in 
the proposed treaty. Likewise, the 
exemption would not be extended to 
cross-border transport by truck or 
rail. 46 

The exemption would apply to in
come derived from the use, demur
rage, or rental of containers, trailers 
for the inland transportation of con
tainers (including trailers, barges, and 
related equipment for the transport of 
containers) used in international traf
fic. The U.S. model provides similar 
treatment for income derived from 
the maintenance of containers, trail
ers, barges, and related equipment, 
but does not cover income from the 
demurrage of such items. The Com
mittee understands that the substitu
tion of the term "demurrage" for the 
term "maintenance" in the proposed 
treaty is not intended to provide a 
result different from the U.S. model. 
In addition, the shipping and air 
transport provisions would apply to 
profits from participation in a pool, 
joint business, or international oper
ating agency, assuming that the other 
provisions of the treaty (e.g., Article 
17 (Limitation on Benefits), or para
graph 2(b) of the proposed protocol, 
relating to treaty benefits for income 
of partnerships, trusts, and estates) 
would permit such application. 

Under the proposed protocol (para
graph 6), U.S. persons that would 
qualify for the exemption from in
come taxation by Mexico under Arti-

46Note that the U.S.-Canada income tax treaty 
provides an exemption for international trans
port by truck or rail. (See Article VIII, paras. 4 
and 6.) 
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cle 8 also would be exempt from the 
Mexican assets tax with respect to the 
assets used to produce the exempt 
income. 

Article 9. Associated Enterprises 

The proposed treaty, like most oth
er U.S. tax treaties, contains an 
arm's-length pricing provision similar 
to section 482 of the Code which 
would recognize the right of each 
country to make an allocation of 
income to that country in the case of 
transactions between related enterpris
es, if conditions are made or imposed 
between the two enterprises in their 
commercial or financial relations 
which differ from those which would 
be made between independent enter
prises. In such a case, a country 
could allocate to such an enterprise 
the profits which would have accrued, 
but for the conditions so imposed. 

For purposes of the proposed trea
ty, an enterprise of one country 
would be related to an enterprise of 
the other country if one of the enter
prises participates directly or indirect
ly in the management, control, or 
capital of the other enterprise. Enter
prises would also be related if the 
same persons participate directly or 
indirectly in their management, con
trol, or capital. 

Under the proposed treaty, either 
country could apply the rules of its 
national law that permit the distribu
tion, apportionment, or allocation of 
income, deductions, credits, or allow
ances between related persons, wheth
er or not residents of one of the 
countries in order to prevent evasion 
of taxes or clearly to reflect the 
income of any such persons. Thus, 
the proposed treaty makes clear that 
the United States would retain the 
right to apply its intercompany pric
ing rules (Code section 482, includ
ing, the Committee understands, the 
"commensurate with income" stan
dard for pricing transfers of intangi
bles) and its rules relating to the 
alIocation of deductions (Code sec
tions 861, 862, and 863, and applica
ble regulations). 

When a redetermination of tax lia
bility has been properly made by one 
country, and the other country agrees 
to its propriety, the other country 
would make an appropriate adjust
ment to the amount of tax paid in 
that country on the redetermined in
come. The language of this "correla-
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tive adjustment" clause differs from 
the corresponding V.S. model treaty 
language insofar as the correlative 
adjustment would only be required to 
the extent that the other country 
agrees with the original adjustment by 
the first country. In making that 
adjustment, due regard would be giv
en to other provisions of the treaty 
(e.g., paragraph 2 of Article 26 (Mu
tual Agreement Procedure» and the 
competent authorities of the two 
countries would consult with each 
other if necessary. To avoid double 
taxation, the proposed treaty's saving 
clause retaining full taxing jurisdic
tion in the country of residence or 
citizenship would not apply in the 
case of such adjustments. 

Paragraph 7 of the proposed proto
col specifies that no correlative ad
justment would be required to be 
made by a competent authority if the 
misstatement of profits which gave 
rise to the original adjustment was 
the result of fraud, gross negligence, 
or willful default. 

Article 10. Dividends 

Internal dividend rules 

United States 

The Vnited States generally im
poses a 30-percent tax on the gross 
amount of U.S. source dividends 
(other than dividends paid by an 
"80120 company" described in Code 
section 86I(c» paid to nonresident 
alien individuals and foreign corpora
tions. The 30-percent tax does not 
apply if the foreign recipient is en
gaged in a trade or business in the 
United States and the dividends are 
effectively connected with that trade 
or business. In such a case, the for
eign recipient is subject to U.S. tax, 
like a U.S. person, at the standard 
graduated rates, on a net basis. The 
United States imposes a branch prof
its tax on the deemed repatriation of 
U.S. earnings and profits of a U.S. 
branch of a foreign corporation (see 
detailed discussion below under Arti
cle llA (Branch Tax». 

Under U.S. law, the term dividend 
generally means any distribution of 
property made by a corporation to its 
shareholders, either from accumulat
ed earnings and profits or current 
year earnings and profits. Liquidating 
distributions, however, generally are 
treated as payments in exchange for 
stock, and thus are not subject to the 

30-percent withholding tax described 
above (see discussion of capital gains 
in connection with Article 13, below). 
Moreover, amounts paid on debt ob
ligations carrying the right to partici
pate in profits typically are treated as 
interest under V.S. law, and as a 
result, such amounts may in some 
cases be exempt under the Code from 
V.S. withholding tax (see discussion 
of interest in connection with Article 
11, below). 

V.S. source dividends generally are 
dividends paid by V.S. corporations. 
Also treated as V.S. source dividends 
for this purpose are portions of cer
tain dividends paid by a foreign cor
poration, 25 percent or more of 
whose gross income over a three-year 
testing period consists of income that 
is treated as effectively connected 
with the conduct of a V.S. trade or 
business. The V.S. source portion of 
such a dividend generally is equal to 
the total amount of the dividend, 
multiplied by the ratio over the test
ing period of the foreign corpora
tion's V.S. effectively connected gross 
income to its total gross income. No 
tax is imposed, however, on a foreign 
recipient to the extent of such U.S. 
source portion unless a treaty pre
vents application of the statutory 
branch profits tax. The tax imposed 
on dividends paid by a foreign corpo
ration is often referred to as the 
"second-level" withholding tax. 

Vnder proposed regulations, certain 
other payments that substitute for 
dividends in a securities lending trans
action are treated as dividends for tax 
purposes.47 These regulations cover 
cases where, for example, a foreign 
person owns dividend-paying stock in 
a V. S. corporation and "lends" the 
stock to a second person in exchange 
for a promise by the second person to 
make payments to the lender. The 
"borrower" is required to make pay
ments to the lender during the term 
of the "loan" that are equivalent to 
the dividends paid with respect to the 
stock. This equivalent payment is re
ferred to in the proposed regulations 
as a substitute dividend payment. 

In general, corporations do not re
ceive deductions for dividends paid 
under V .S. law. Thus, the withhold
ing and branch taxes often represent 

47NTL-106-89, 1992-1 C.B. 1196. The pro· 
posed regulations would amend sections 
1.861-2, 1.861-3, 1.871-2, 1.871-7, 1.881-2, 
1.894-1, and 1.1441-2 of the Treasury regula
tions. 



imposition of a second level of tax on 
corporate taxable income. Treaty re
ductions of these taxes reflect the 
view that where, for example, the 
United States already imposes corpo
rate level tax on the earnings of a 
United States corporation, a 30-
percent withholding rate may repre
sent an excessive level of source coun
try taxation. Moreover, the 5-percent 
rate on dividends paid to direct inves
tors which is found in many United 
States income tax treaties reflects the 
view that the source country tax on 
payments of profits to a substantial 
foreign corporate shareholder may 
properly be reduced further to avoid 
double corporate-level taxation and to 
facilitate international investment. 

A real estate investment trust 
(REIT) is a corporation, trust, or 
association that is subject to the regu
lar corporate income tax, but that 
receives a deduction for dividends 
paid to its shareholders if certain 
conditions are met (Code sec. 857(b». 
In order to qualify for the deduction 
for dividends paid, a REIT must 
distribute most of its income. Thus, a 
REIT is treated, in essence, as a 
conduit for Federal income tax pur
poses. A REIT is organized to allow 
persons to diversify ownership in pri
marily passive real estate investments. 
Often, the principal income of a 
REIT is rentals from real estate hold
ings. 

Because a REIT is taxable as a 
U.S. corporation, a distribution of 
earnings is treated as a dividend, 
rather than income of the same type 
as the underlying earnings. Distribu
tions of rental income, for example, 
are not themselves considered rental 
income. This is true even though the 
REIT generally is not taxable at the 
entity level on the earnings it distrib
utes. Because a REIT cannot be en
gaged in an active trade or business, 
its distributions are U.S. source and 
thus are subject to U.S. withholding 
tax of 30 percent when paid to for
eign owners. 

Like dividends, U.S. source rental 
income of foreign persons generally is 
subject to U.S. withholding tax at a 
statutory rate of 30 percent (unless, in 
the case of rental income, the recipi
ent elects to have it taxed in the 
United States on a net basis at the 
regular income tax rates). Unlike the 
tax on dividends, however, the with
holding tax on real property rental 

income generally is not reduced in 
U.S. income tax treaties. 

The Code also generally treats reg
ulated investment companies (RICs) 
as both corporations and conduits for 
income tax purposes. The purpose of 
a RIC is to allow investors to hold a 
diversified portfolio of securities. 
Thus, the holder of stock in a RIC 
may be characterized as a portfolio 
investor in the stock held by the RIC, 
regardless of the proportion of the 
RIC's stock owned by the dividend 
recipient. 

Mexico 

Mexican corporations generally are 
subject to corporate income tax at a 
35-percent rate.48 At present, under 
Mexico's integration system, no tax is 
imposed on dividends paid (to either 
residents or nonresidents) by Mexican 
corporations out of previously taxed 
net earnings. In cases where the cor
porate tax has been reduced by tax 
preferences, a 35-percent compensato
ry tax is imposed on the distributing 
corporation at the time of the distri
bution to recapture those preferences. 

Treaty reduction of dividend taxes 

Under the proposed treaty, each 
country could tax dividends paid by 
its resident companies, but the rate of 
tax would be limited by the treaty if 
the beneficial owner of the dividends 
is a resident of the other country. 49 

Source country taxation generally 
would be limited to 5 percent of the 
gross amount of the dividend if the 
beneficial owner of the dividend is a 
company that holds directly at least 
to percent of the voting shares of the 
payor corporation. Subject to a tran
sition rule, the tax generally would be 
limited to to percent of the gross 
amount of the dividends in other 
cases involving dividends paid to resi
dents of the other country. Under the 
transition rule, for a period of five 
years from the date on which the 
provisions of Article 10 of the pro
posed treaty take effect, the withhold
ing rate of 15 percent would be 

48The Committee understands that there is a 
current proposal in Mexico to reduce the cor
porate income tax rate to 34 percent. 
4"The proposed treaty would not limit Mexico's 
ability to levy its 3S-percent compensatory tax 
on Mexican corporations that distribute non
previously-taxed earnings. 

permitted. 50 The limitation of the tax 
at source to to percent on portfolio 
dividends would be more restrictive 
than most other existing U.S. income 
tax treaties and more restrictive than 
the U.S. model, which prescribes a 
maximum rate of 15 percent. 

Pursuant to the proposed protocol 
(paragraph 8(a», the prohibition on 
source country tax in excess of 5 
percent on direct investment divi
dends would not apply to a dividend 
from a RIC or REIT. Thus, the 
proposed protocol would allow the 
United States to impose the portfolio 
dividend rate of tax (generally to 
percent, subject to the transition rule) 
on a U.S. source dividend paid by a 
RIC to a Mexican company owning 
to percent or more of the voting 
shares of the RIC. In addition, there 
would be no limitation under the 
proposed protocol on the tax that 
could be imposed by the United 
States on a dividend paid by a REIT 
to a Mexican resident, if the recipient 
is either an individual holding a 10 
percent or greater interest in the 
REIT, or a company. Such a divi
dend would thus be taxable by the 
United States, assuming no change in 
present internal law, at the full 30-
percent rate. The portfolio dividend 
rate would apply to REIT dividends 
paid to Mexican individuals who hold 
a less than to-percent interest in the 
REIT. 

Paragraph 8(b) of the proposed 
protocol contains a special provision 
which would reduce the 5-percent rate 
of withholding tax on direct invest
ment dividends under the proposed 
treaty if the United States agrees in a 
treaty with another country to impose 
a lower rate on such dividends. If 
such an agreement were to ever come 
about, the applicable rate for pur
poses of the U.S.-Mexico treaty 
would be the rate agreed to for pur
poses of the other treaty. The Com
mittee understands that it is intended 
that such reduction would take effect 
at the same time as it takes effect in 
the U.S. treaty with the third coun
try. 

The limitations on source country 
taxation of dividends would not af
fect the corporate-level taxation of 
the profits out of which the dividends 
are paid. 

50See the discussion of Article 29 (Entry Into 
Force) below for details on when the provisions 
of Article 10 will take effect. 
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Definition of dividends 

The proposed treaty provides a def
inition of dividend that is similar to 
the definition in the U.S. model trea
ty and some U.S. treaties. The pro
posed treaty generally defines "divi
dends" as income from shares or 
other rights which participate in prof
its and which are not debt claims. 
The term also includes income from 
other corporate rights that is subject
ed to the same tax treatment by the 
country in which the distributing cor
poration is resident as income from 
shares. 

Special rules and exceptions 

The proposed protocol (paragraph 
9) provides that where the internal 
law of one of the countries character
izes a payment in whole or in part as 
a dividend, or limits the deductibility 
of such payment because of thin capi
talization rules or because the rele
vant debt instrument includes an eq
uity interest, that country could treat 
the payment in accordance with such 
law. 

The proposed treaty's reduced rates 
of tax on dividends would not apply 
if the dividend recipient carries on (or 
has carried on) business through a 
permanent establishment (or fixed 
base in the case of an individual 
performing independent personal ser
vices) in the source country and divi
dends are attributable to the perma
nent establishment (or fixed base). 
Dividends attributable to a permanent 
establishment would be taxed as busi
ness profits (Article 7); dividends at
tributable to a fixed base would be 
taxed as income from the perfor
mance of independent personal serv
ices (Article 14). 

The proposed treaty contains a gen
eral limitation on the taxation by a 
treaty country of income of a resident 
of the other treaty country from divi
dends paid by a corporation which is 
not a resident of that country (a 
so-called "second level withholding 
tax"). Under this provision, Mexico 
could not impose any taxes on divi
dends paid by a non-Mexican corpo
ration except where the dividends are 
paid to Mexican residents or are at
tributable to a permanent establish
ment or fixed base in Mexico. Simi
larly, the United States could not 
impose any tax on dividends paid by 
a non-U .S. corporation except where 
the dividends are paid to a resident of 
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the United States or where the divi
dends are attributable to a permanent 
establishment or fixed base in the 
United States. 

Article 11. Interest 

Internal interest rules 

United States 

Subject to numerous exceptions 
(such as those for portfolio interest, 
bank deposit interest, and short-term 
original issue discount), the United 
States imposes a 30-percent tax, col
lected by withholding, on U.S. source 
interest paid to foreign persons under 
the same rules that apply to divi
dends. U.S. source interest, for pur
poses of the 30-percent tax, generally 
is interest on the debt obligations of a 
U.S. person, other than a U.S. per
son that meets the foreign business 
requirements of Code section 861(c) 
(a so-called "80/20 company"). Also 
subject to the 30-percent tax is inter
est paid by the U.S. trade or business 
of a foreign corporation. A foreign 
corporation is also subject to a 
branch-level excess interest tax, which 
is the tax it would have paid had a 
wholly-owned domestic subsidiary 
paid the foreign corporation the por
tion of the interest it deducted (under 
the rules of Treas. Reg. sec. 1.882-5) 
in computing its U.S. effectively con
nected income that is in excess of the 
interest actually paid by the U.S. 
trade or business (sec. 884(f). 

Portfolio interest generally is de
fined as any U.S. source interest that 
is not effectively connected with the 
conduct of a trade or business and 
(1) is paid on an obligation that satis
fies certain registration requirements 
or specified exceptions thereto, and 
(2) is not received by a 10-percent 
owner of the issuer of the obligation, 
taking into account shares owned by 
attribution. 51 

Under a provision enacted in the 
Omnibus Budget Reconciliation Act 
of 1993, the portfolio interest exemp
tion is inapplicable to certain contin
gent interest income. For this pur-

51Certain additional exceptions to this general 
rule apply only in the case of a corporate 
recipient of interest. In such a case, the term 
portfolio interest generally excludes (I) interest 
received by a bank on a loan extended in the 
ordinary course of its business (except in the 
case of interest paid on an obligation of the 
United States), and (2) interest received by a 
controlled foreign corporation from a related 
person. 

pose, contingent interest generally 
includes interest determined by refer
ence to any of the following at
tributes of the debtor or any related 
person: receipts, sales, or other cash 
flow; income or profits; or changes in 
the value of property. In addition, 
contingent interest generally includes 
interest determined by reference to 
changes in the value of, or yields on, 
certain actively traded property. In 
the case of an instrument on which a 
foreign holder earns both contingent 
and noncontingent interest, denial of 
the portfolio interest exemption ap
plies only to the portion of the inter
est which is contingent interest. 

If an investor holds an interest in a 
fixed pool of real estate mortgages 
that is a real estate mortgage interest 
conduit (REMIC), the REMIC gener
ally is treated for U.S. tax purposes 
as a pass-through entity and the in
vestor is subject to U.S. tax on some 
portion of the REMIC's income 
(which, in turn, generally is interest 
income). If the investor holds a so
called "residual interest" in the RE
MIC, the Code provides that a por
tion of the net income of the REMIC 
that is taxed in the hands of the 
investor-referred to as the investor's 
"excess inclusion" -may not be off
set by any net operating losses of the 
investor, must be treated as unrelated 
business income if the investor is an 
organization subject to the unrelated 
business income tax under section 
511, and is not eligible for any reduc
tion in the 30-percent rate of with
holding tax (by treaty or otherwise) 
that would apply if the investor were 
otherwise eligible for such a rate re
duction. 

Mexico 

Mexico generally imposes a 35-
percent tax on interest derived in 
Mexico by nonresidents. This tax is 
collected by withholding. Exceptions 
to the general rate of tax apply as 
follows: interest paid to foreign gov
ernments or to foreign banks regis
tered with the Ministry of Finance is 
subject to IS-percent tax; interest de
rived from publicly-offered securities 
also is subject to tax at a IS-percent 
rate; interest paid to foreign persons 
for loans used to purchase machinery, 
equipment, or inventory, or used for 
working capital in a business is sub
ject to 21-percent tax if the lender is 
registered with the Ministry of Fi-



nance; and the interest portion of 
finance leases is taxable at a 21-
percent rate. In addition, exemption 
from Mexican income tax is granted 
to nonresidents with respect to 
(1) loans to the Federal government; 
(2) fixed-rate loans with a duration 
of at least 3 years if made for export 
financing by registered financial enti
ties; and (3) loans granted to certain 
government entities that are devoted 
to promoting foreign trade. 

Treaty reduction of interest taxes 

The proposed treaty provides that 
interest arising in one of the countries 
and paid to a resident of the other 
country generally could be taxed by 
both countries. This is contrary to the 
position of the U.S. model treaty 
which provides for an exemption 
from source country tax for interest 
earned by a resident of the other 
country. 

The proposed treaty establishes 
maximum rates of source country tax 
that could be imposed on interest 
income. Subject to a transition rule, 
the proposed treaty provides that 
source country tax on interest could 
not exceed 4.9 percent of the gross 
amount of interest derived from the 
following: (1) loans granted by banks 
(including investment banks and sav
ings banks) and insurance companies; 
and (2) bonds or securities that are 
regularly and substantially traded on 
a recognized securities exchange. 52 

Under the transition rule, for a peri
od of five years from the date the 
provisions of Article 11 of the pro
posed treaty take effect, source coun
try tax on interest described above 
would be subject to a rate not in 
excess of 10 percent. 53 

For purposes of computing the for
eign tax credit under U.S. law, the 

52For this purpose, the proposed protocol 
(Paragraph 15(b» defines a "recognized securi
ties exchange" as including (I) the NASDAQ 
System owned by the National Association of 
Securities Dealers, Inc. and any stock exchange 
registered with the Securities and Exchange 
Commission as a national securities exchange 
for purposes of the Securities Exchange Act of 
1934, (2) stock exchanges duly authorized un
der the terms of the Stock Market ("Mercado 
de Valores") Law of January 2, 1975, and 
(3) any other stock exchange agreed upon by 
the competent authorities of Mexico and the 
United States. (This definition is also relevant 
for purposes of Article 17 (Limitation on 
Benefits) of the proposed treaty.) 
53See the discussion of Article 29 (Entry Into 
Force) below for details on when the provisions 
of Article II would take effect. 

4.9 percent rate of tax on such inter
est would cause the interest (and the 
related tax) to be excluded from the 
separate foreign tax credit limitation 
category for high withholding tax in
terest (which is defined as any interest 
that is subject to a foreign withhold
ing tax at a rate of at least 5 percent 
(Code sec. 904(d)(2)(B)(i»). Thus, the 
income likely would be treated as 
either financial services income, gen
eral limitation income, or passive in
come, depending on the circum
stances. 

The proposed treaty further pro
vides, again subject to a 5-year transi
tion rule, that for the following inter
est, source country tax could not 
exceed 10 percent of the gross 
amount of the interest if from an 
instrument not described above: 
(1) interest paid by banks (including 
investment banks and savings banks); 
and (2) interest paid by the purchaser 
of machinery and equipment to a 
beneficial owner that is the seller of 
the machinery and equipment in con
nection with a sale on credit. In the 
case of such interest, the maximum 
rate of tax during the transition peri
od would be 15 percent. The pro
posed protocol (paragraph lO(b» clar
ifies that with respect to interest paid 
by the purchaser of machinery and 
equipment in connection with a sale 
on credit, the proposed treaty's 10-
percent rate would apply only if the 
beneficial owner of the interest is the 
original seller of the machinery and 
equipment. If the original seller were 
to transfer the beneficial ownership 
of the interest, then the identity of 
the transferee would determine the 
rate of source country tax that may 
charged on the interest. 

The proposed treaty provides for 
complete exemption from source 
country withholding tax in the case of 
certain categories of interest earned 
by residents of the other country. The 
exemption would apply if either the 
beneficial owner or the payor of the 
interest is the government of the 
United States or Mexico or a political 
subdivision or local authority thereof. 
In addition, interest would be exempt 
from source country tax if the benefi
cial owner is a trust, company, or 
other organization that is constituted 
and operated exclusively to administer 
or provide benefits under the plan (or 
plans) established to provide pension, 
retirement, or other employee benefits 

and its income generally is exempt 
from tax in its country of residence. 
The exemption also would apply for 
U.S. source interest which is paid in 
respect of a loan or credit with a 
duratIOn of at least three years, if 
made, extended, guaranteed, or in
sured by the Banco Nacional de Com
ercio Exterior, S.N.C. or the Banco 
Nacional Financiera, S.N.C. Similar
ly, Mexican source interest would be 
exempt from Mexican tax if paid in 
respect of a loan or credit with a 
duration of at least three years, if 
made, extended, guaranteed, or in
sured by the Export-Import Bank or 
the Overseas Private Investment Cor
poration. 

With respect to any interest not 
described in the preceding paragraphs 
that is earned by a resident of one of 
the countries from sources within the 
other country, the proposed treaty 
would limit the rate of source country 
tax to 15 percent. The proposed trea
ty further provides that in the case of 
any interest paid on back-to-back 
loans, the taxation of such interest 
would be in accordance with the do
mestic law of the country in which 
the interest arises. 54 Moreover, the 
proposed treaty's reductions of source 
country tax would apply only if the 
interest is beneficially owned by a 
resident of one of the countries. Ac
cordingly, they do not apply if the 
recipient of the interest is a nominee 
for a nonresident. 

According to paragraph lO(a) of 
the proposed protocol, no reduction 
of U.S. withholding tax would be 
granted under the proposed treaty to 
a Mexican resident that is a holder of 
a residual interest in a REMIC with 
respect to any excess inclusion. Simi
larly, upon notification of the U.S. 
competent authority by the Mexican 
competent authority that Mexico has 
authorized the marketing of securi
tized mortgages in a manner identical 
to a REMIC, no treaty reduction in 
Mexican withholding tax would apply 
to a U.S. resident that is a holder of 
an interest in such an entity with 
respect to income that is comparable 
to an excess inclusion. Moreover, if 
either country develops an entity that, 
although not identical to a REMIC, is 
substantially similar to a REMIC or 

54See, e.g., P.L. \03-66, sec. 13238 (1993); 
Rev. Rul. 84-152, 1982-2 C.B. 381; Rev. Rul. 
84-153 1982-2 C.B. 383; Rev. Rul. 87-89, 
1987-2 C.B. 195; and Tech. Adv. Mem. 
9133004 (May 3,1991). 
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an instrument that is substantially 

similar to a residual interest in a 
REMIC, the competent authorities of 

the two countries would be required 

to consult with each other to deter

mine whether the above-described 
treatment applicable to REMICs 

would apply to such instrument or 
entity. 

Definition of interest 

The proposed treaty defines interest 

as income from debt claims of every 
kind, whether or not secured by a 

mortgage and whether or not carrying 
a right to participate in profits. In 
particular, it includes income from 

government securities and from bonds 

or debentures, including premiums or 
prizes attaching to such securities, 

bonds, or debentures. The proposed 

treaty includes in the definition of 
interest any other income that is 
treated as income from money lent by 
the domestic law of the country in 

which the income arises. The pro
posed protocol (paragraph 9) pro
vides, however, that where the inter

nal law of one of the countries 
characterizes a payment in whole or 

in part as a dividend, or limits the 
deductibility of such payment because 

of thin capitalization rules or because 
the relevant debt instrument includes 
an equity interest, that country could 

treat the payment in accordance with 
such law. 

Under the U.S. model treaty, pen

alty charges for late payment specifi
cally are not considered interest. No 
such rule is included in the proposed 
treaty. 

Special rules and exceptions 

The treaty's reductions in source 

country tax on interest would not 

apply if the beneficial owner carries 
on (or has carried on) business in the 

source country through a permanent 

establishment located in that country 
or performs (or has performed) in 
that country independent personal 

services from a fixed base located 

there, and the interest is attributable 
to that permanent establishment or 

fixed base. In such an event, the 

interest would be taxed as business 
profits (Article 7) or income from the 

performance of independent personal 
services (Article 14). This rule would 

not, however, override the proposed 

treaty's exemptions from source 

country tax as described above. Thus, 
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for example, no Mexican tax would 

be imposed on interest paid by the 
government of Mexico to a U.S. per
son, even if the interest were attribut

able to a permanent establishment of 

the U.S. person in Mexico. 
The proposed treaty addresses the 

issue of non-arm's-length interest 

charges between related parties (or 

parties having an otherwise special 

relationship) by holding that the 

amount of interest for purposes of 
applying this article would be the 
amount of arm's-length interest. Any 

amount of interest paid in excess of 

the arm's-length interest would be 
taxable according to the laws of each 
country, taking into account the other 

provisions of the proposed treaty. For 
example, excess interest paid by a 
subsidiary corporation to its parent 

corporation may be treated as a divi

dend under local law and thus be 

entitled to the benefits of Article 10 
of the proposed treaty. 

Source rule for interest 

The proposed treaty provides a 
source rule for interest. The Commit

tee understands that this rule would 

not, however, be relevant under Arti
cle 24 (Relief From Double Taxation) 
for foreign tax credit purposes. Inter
est would be treated as arising within 

a country if the payor is the govern
ment of that country, including its 
political subdivisions and local au

thorities, or a resident of that 

country.ss If, however, the interest 
expense is borne by (i.e., for purposes 

of computing taxable income, alloc

able to) a permanent establishment 
(or fixed base) that the payor has in 

Mexico or the United States, the in

terest would have as its source the 

country in which the permanent es
tablishment (or fixed base) is located, 

regardless of the residence of the 
payor. Thus, for example, if a French 

resident has a permanent establish
ment in Mexico and that French resi

dent incurs indebtedness to aU. S. 
person, the interest on which is attrib

utable to the Mexican permanent es

tablishment, then the interest would 

be treated as having its source in 
Mexico. 

sSGenerally, this is consistent with the source 

rules of U.S. law (Code sees. 861-862), which 

provide as a general rule that interest income 

has as its source the country in which the payor 

is resident. 

Article llA. Branch Tax 

Internal branch tax rules 

United States 

A foreign corporation engaged in 
the conduct of a trade or business in 

the United States is subject to a flat 
30-percent branch profits tax on its 
"dividend equivalent amount." The 

dividend equivalent amount is the 

corporation's earnings and profits 

which are attributable to its income 

that is effectively connected (or treat
ed as effectively connected) with its 

U.S. trade or business, decreased by 

the amount of such earnings that are 
reinvested in business assets located in 

the United States (or used to reduce 

liabilities of the U.S. business), and 
increased by any such previously rein
vested earnings that are withdrawn 

from investment in the U.S. business. 
Interest paid by a U.S. trade or 

business of a foreign corporation is 

treated as if paid by a U.S. corpora
tion and, hence, is U.S. source and 

subject to U.S. withholding tax of 30 
percent (if paid to a foreign person), 

unless the income is exempt from tax 
under a specific Code provision. If a 

U.S. branch of a foreign corporation 

has allocated to it under regulation 
section 1.882-5 an interest deduction 
in excess of the interest actually paid 

by the branch, such excess is treated 

as if it were interest paid on a notion
al loan to a U.S. subsidiary from its 
foreign corporate parent. This excess 

interest is subject to 30-percent with
holding tax absent a specific statutory 
exemption. 

Mexico 

Mexico imposes neither a branch 

profits tax nor a branch-level interest 
tax. 

Proposed treaty provisions 

Branch profits tax 

The proposed treaty would express

ly permit the United States to collect 
the branch profits tax from a Mexi
can company. 56 The United States 

would be allowed to impose the 

branch profits tax on a Mexican cor
poration that either has a permanent 
establishment in the United States, or 

is subject to tax on a net basis in the 

561t would also permit Mexico to reciprocally 

impose a branch profits tax on U.S. companies 

if one were to be enacted into Mexican law. 



United States on income from im
movable property or gains from the 
disposition of real property interests. 
However, the proposed treaty would 
permit at most a 5-percent branch 
profits tax rate, and, in cases where a 
foreign corporation conducts a trade 
or business in the United States but 
not through a permanent establish
ment, the proposed treaty would 
completely eliminate the branch prof
its tax that the Code imposes on such 
corporation (unless the corporation 
earned income from real property as 
described above). 

The branch profits tax could be 
imposed only on that portion of the 
profits of the foreign corporation that 
are effectively connected (or treated 
as such) with the conduct of a trade 
or business in the taxing country and 
which are either attributable to a 
permanent establishment situated 
there or represent the corporation's 
real property income and gains. Such 
amount would represent the "divi
dend equivalent amount" of those 
profits as that term is defined under 
the Code as it may be amended from 
time to time, without changing the 
general principle thereofY 

None of the restrictions on the 
operation of the U.S. internal law 
branch profit tax provisions would 
apply, however, unless the corpora
tion seeking treaty protection meets 
the conditions of the proposed 
treaty's limitation on benefits article 
(Article 17). As described in the dis
cussion of Article 17 below, the limi
tation on benefits requirements of the 
proposed treaty are similar, but not 
identical, to the corresponding provi
sions of the branch tax provisions of 
the Code (sec. 884(e». 

Branch-level excess interest tax 

Similarly, the proposed treaty 
would permit either country to im
pose a branch-level interest tax on a 
corporate resident of the other coun
try. The proposed treaty, however, 
generally would limit the branch-level 
interest tax to 1 0 percent of the excess 
(if any) of (1) interest deductible in 
one or more taxable years in comput
ing the corporation's profits that are 

57Pursuant to the proposed protocol (para
graph 15(a», in the case of Mexico, the term 
"trade or business" for this purpose means 
activities carried on through a permanent estab
lishment as defined in the Income Tax Law of 
Mexico. 

either attributable to a permanent 
establishment in the other country or 
to income or gain attributable to real 
property that is subject to net-basis 
tax, over (2) the interest paid by or 
from such permanent establishment 
or trade or business. After a period 
of five years from the date on which 
Article 11 takes effect, the maximum 
rate of branch-level interest tax would 
be reduced to 4.9 percent with respect 
to banks (including investment banks 
and saving banks) and insurance com
panies. All other taxpayers would 
continue to be subject to a lO-percent 
rate of tax. 

Other rules 

The proposed treaty explicitly states 
that nothing in the non-discrimination 
article (Article 25) is to be construed 
as preventing either of the countries 
from imposing a branch profits tax or 
a branch-level interest tax. 

Paragraph I5(a) of the proposed 
protocol includes a clarification of 
the meaning of the term "trade or 
business" as employed for purposes 
of the branch tax article of the pro
posed treaty. According to the pro
posed protocol, that term means, in 
the case of Mexico, activities carried 
on through a permanent establish
ment as defined in the Income Tax 
Law of Mexico. 

Article 12. Royalties 

Internal royalty rules 

United States 

Under the same system that applies 
to dividends and interest, the United 
States imposes a 30-percent tax on 
U.S. source royalties paid to foreign 
persons. U.S. source royalties include 
royalties for the use of or the right to 
use intangible property in the United 
States. Such royalties include motion 
picture royalties. 

Mexico 

Mexico imposes a I5-percent with
holding tax on royalties for the use of 
models, plans, formulas, know-how, 
copyrights, artistic, literary and scien
tific works, and rights to use movie 
and television films and recordings 
derived by nonresidents. It also im
poses a I5-percent tax on technical 
assistance fees. A 35-percent with-

holding tax is imposed on royalties 
for the use of patents, trade names, 
and trademarks. 

Mexico generally imposes tax at a 
rate of 21 percent on equipment rent
als. 

Taxation of royalties under the pro
posed treaty 

The proposed treaty provides that 
royalties derived and beneficially 
owned by a resident of a country 
generally could be taxed by that 
country. In addition, the proposed 
treaty would allow the country where 
the royalties arise (the "source 
country") to levy a tax of no more 
than 10 percent on royalties. Thus, 
the proposed treaty would permit the 
United States to impose a lO-percent 
tax on gross U.S. source royalties 
paid to Mexican residents, and would 
permit Mexico to impose a lO-percent 
tax on gross Mexican source royalties 
paid to United States residents. This 
provision of the proposed treaty is 
contrary to the corresponding provi
sion of the U.S. model treaty, which 
generally provides for complete ex
emption from source country taxation 
of royalties earned by residents of the 
other country. 

Special rules and exceptions 

The reduced rate would apply only 
if the royalty is beneficially owned by 
a resident of the other country; it 
would not apply if the recipient of 
the royalty is a nominee for a nonres
ident. 

In addition, the reduced rate would 
not apply where the recipient is an 
enterprise that carries on (or has car
ried on) business through a perma
nent establishment in the source 
country, or an individual who per
forms (or has performed) personal 
services in an independent capacity 
through a fixed base in the source 
country, and the royalties are attrib
utable to the permanent establishment 
or fixed base. In that event. the 
royalties would be taxed as buslfles~ 
profits (Article 7) or income from the 
performance of independent personal 
services (Article 14). 

The proposed treaty addresses the 
issue of non-arm's-Iength royalties be
tween related parties (or parties hav
ing an otherwise special relationship) 
by holding that the amount of royal
ties for purposes of applying this 
article would be the amount of arm' s-
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length royalties. Any amount of roy

alties paid in excess of the arm's
length royalty, for whatever reason, 

would be taxable according to the 

laws of each country, taking into 

account the other provisions of the 

proposed treaty. For example, excess 

royalties paid by a subsidiary corpo

ration to its parent corporation may 

be treated as a dividend under local 
law and thus be entitled to the bene
fits of Article 10 of the proposed 

treaty. 

Definition of royalties 

The term "royalties" as used in the 

proposed treaty would mean pay
ments of any kind received as a 

consideration for the use of, or the 

right to use, any copyright of literary, 

artistic, or scientific work, including 
motion picture films and works on 

film or tapes or other means of 

reproduction for use in connection 
with television broadcasting; or for 
the use of, or the right to use, any 
patent, trademark, design or model, 

plan, secret formula or process, or 
other like right or property, or for 
information concerning industrial, 
commercial or scientific experience. 58 

This definition generally conforms to 
the definition included in the U.S. 
model treaty, except that the U.S. 
model specifically excludes from roy

alties any payments for the use of, or 
right to use, cinematographic films or 
tapes used for radio or television 
broadcasting. 

Pursuant to paragraph 11 of the 
proposed protocol, it is understood 
that the term "information concern
ing industrial, commercial or scientif

ic experience" would be defined in 
accordance with paragraph 12 of the 

Commentary on Article 12 (Royalties) 
of the 1977 Model Convention for the 
Avoidance of Double Taxation with 
Respect to Taxes on Income and on 
Capital of the Organization for Eco

nomic Cooperation and Development 
(the "OECD Commentary"). The 
OECD Commentary on Article 12 
states that in classifying as royalties 

payments received as consideration 
for information concerning industrial, 
commercial or scientific experience, 
the OECD model treaty alludes to the 

'"The Technical Explanation states that the 

term "copyright" as used in the proposed 

treaty is understood to include the use or right 

to use computer software programs and sound 
recordings. 
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concept of "know-how." One work

ing definition of "know-how" is "all 

the undivulged technical information, 

whether capable of being patented or 

not, that is necessary for the industri

al reproduction of a product or pro

cess directly and under the same con

ditions; inasmuch as it is derived 

from experience, know-how repre

sents what a manufacturer cannot 

know from mere examination of the 
product and mere knowledge of the 

progress of technique." In a contract 

for the use of know-how, one party 

agrees to impart to the other, so that 

it can use them for its own account, 

the first party's special knowledge 

and experience which remain secret 

from the public. The drafters of the 

OECD Commentary recognized that 

the grantor of the know-how is not 

required to play any part in the 

application of the know-how granted 

to the licensee, and that it does not 

guarantee the result thereof. This type 

of contract, thus, differs from con
tracts for the provision of services, in 
which one of the parties undertakes 

to use the customary skills of its 
calling to execute work itself for the 
other party. Thus, according to the 
Commentary, payments obtained as 

consideration for after-sales service, 
for services rendered by a seller to the 
purchaser under a guarantee, for pure 

technical assistance, or for an opinion 

given by an engineer, an advocate or 
an accountant, do not constitute roy
alties for the use of industrial, com
mercial, or scientific experience. In

stead, such payments generally would 
be subject to the rules of the Articles 
on business profits or independent 
personal services, as appropriate. 59 

In a significant departure from the 

U.S. model treaty, the proposed trea

ty also would include as royalties 

payments of any kind received as a 

consideration for the use of, or the 

right to use, industrial, commercial or 

scientific equipment not constituting 

immovable property (as defined in 

Article 6 of the proposed treaty). 60 

Under the U.S. model treaty, such 

payments for the use of tangible per
sonal property would not constitute 

royalties, but rather would be treated 

as rents, and if earned by an enter
prise resident in one of the countries, 

would be taxable by the other country 

only if attributable to a permanent 
establishment of the enterprise locat
ed in that other country. Under the 

proposed treaty, by contrast, the 

source country could impose a 10-
percent gross basis tax on such rental 
of tangible personal property if the 

rental income is not attributable to a 

permanent establishment located 
within its territory. 61 

Under the proposed treaty, the 
term "royalties" also would include 

gains from the alienation of any right 
or property described above which 

are contingent on the productivity, 
use, or disposition of such right or 

property. As a result, such amounts 
would be taxable at source in accord
ance with Article 12 rather than being 
exempt from source country tax un

der the capital gains provisions of the 
proposed treaty (Article 13). 

Source rule for royalties 

The proposed treaty provides a 
source rule for royalties. The Com
mittee understands that this rule, 

however, would not be relevant under 
Article 24 (Relief From Double Taxa
tion) for foreign tax credit purposes. 

Royalties would be deemed to arise 
within a country if the payor is the 
government of that country, including 

ancillary and largely unimportant character, 

then it seems possible to apply to the whole 

amount of the consideration the treatment 

applicable to the principal part. 

59The OECD Commentary goes on to say that 

in business practice, contracts are sometimes 

entered into which cover both know· how and 

the provision of technical assistance (e.g., in a 

franchising contract, the franchisor may impart 

its knowledge and experience to the franchisee 

and, in addition, provide the franchisee with 

technical assistance, which, in certain cases, is 

backed up with financial assistance and the 

supply of goods). According to the Commen

tary, the appropriate approach in dealing with 

a mixed contract is, in principle, to break 

down, on the basis of the information con

tained in the contract or by means of a 

reasonable apportionment, the whole amount 

of the stipulated consideration according to the 

various parts of what is being provided under 

the contract, and then to apply to each part of 

it so determined the taxation treatment proper 

thereto. If however, one part of what is being 

provided under the contract constitutes by far 

the principal purpose of the contract, and the 

other parts stipulated therein are only of an 

60Payments for the leasing of containers used 

in international transport and payments for the 

rental of ships or aircraft used in international 

traffic on a full (time or voyage) basis or for 

the incidental leasing of ships and aircraft used 

in international transport on a bareboat basis 

are covered by the provisions of Article 8 

(Shipping and Air Transport) of the proposed 

treaty. 
61If the rental income is attributable to such a 

permanent establishment, then the business 

profits article of the proposed treaty would 

apply. 



its political subdivisions and local au
thorities, or a resident of that coun
try. If, however, the royalty expense 
is borne by (Le., for purposes of 
computing taxable income, deductible 
by) a permanent establishment (or 
fixed base) that the payor has in 
Mexico or the Vnited States, the roy
alty would have as its source the 
country in which the permanent es
tablishment (or fixed base) is located, 
regardless of the residence of the 
payor. Thus, for example, if a French 
resident has a permanent establish
ment in Mexico and that French resi
dent pays a royalty to a V.S. person 
which is attributable to the Mexican 
permanent establishment, then the 
royalty would be treated as having its 
source in Mexico. In addition, the 
proposed treaty provides that where 
the preceding rules would not operate 
to deem royalties as arising in either 
the Vnited States or Mexico, and the 
royalties relate to the use of, or the 
right to use, in one of those coun
tries, any property or right encom
passed within the proposed treaty's 
definition of royalties, then the royal
ties would be deemed to arise in that 
country. 

Special rule for imposition of Mexi
can assets tax 

The proposed protocol (paragraph 
3) provides that the 2-percent assets 
tax imposed under Mexican law gen
erally would not apply to V.S. resi
dents that, pursuant to Article 7 
(Business Profits) of the proposed 
treaty, are not taxable in Mexico on 
their business profits because they 
have no permanent establishments in 
Mexico.62 Notwithstanding this excep
tion, the assets tax could be imposed 
on immovable property situated in 
Mexico and on the types of tangible 
and intangible property specified un
der the definition of royalties in the 
Article that are furnished to Mexican 
residents. Under Mexican law, the 
assets tax generally applies only to the 
extent that it exceeds any income tax 
paid to Mexico by the taxpayer. 63 

62U.S. persons that have permanent establish
ments in Mexico would be subject to Mexican 
income tax on the business profits from the 
permanent establishment and to the assets tax 
on the assets used in the enterprise. 
63In this sense, the assets tax operates in a 
manner similar to the U.S. alternative mini
mum tax (AMT). That is, like the AMT, the 
assets tax applies only to the extent it exceeds 
the regular income tax paid by the taxpayer. 

With respect to the assets tax on 
tangible and intangible property de
scribed in Article 12, the proposed 
protocol specifies that Mexico would 
grant a credit against such tax in an 
amount equal to the income tax that 
would have been imposed under the 
Mexican Income Tax Law on the 
royalties paid (i.e., at the rate of 
withholding tax provided under Mem
orandum law instead of the 
10 percent rate provided under the 
proposed treaty). According to the 
Technical Explanation, the credit 
granted by Mexico under this provi
sion would be expected to eliminate 
any assets tax liability of the V.S. 
person. 

Article 13. Capital Gains 

Internal capital gains rules 

United States 

Generally, gain realized by a non
resident alien or a foreign corporation 
from the sale of a capital asset is not 
subject to U.S. tax unless the gain is 
effectively connected with the conduct 
of a V.S. trade or business or, in the 
case of a nonresident alien, he or she 
is physically present in the United 
States for at least 183 days in the 
taxable year. However, under the 
Foreign Investment in Real Property 
Tax Act of 1980, as amended 
("FIRPT A"), a nonresident alien or 
foreign corporation is taxed by the 
Vnited States on gain from the sale 
of a V.S. real property interest as if 
the gain were effectively connected 
with a trade or business conducted in 
the Vnited States. "V.S. real proper
ty interests" include interests in cer
tain corporations holding U.S. real 
property. 

The Code generally provides for 
the nonrecognition of gain that is 
realized upon certain exchanges of 
property or stock in connection with 
contributions of property to corpora
tions, liquidations of corporations, 
distributions of stock, and corporate 
reorganizations. When a foreign cor
poration is involved in the transac
tion, however, these nonrecognition 
rules may in some cases be inapplica
ble. Recognition of gain may arise 
from treating a foreign corporation as 
not a corporation for purposes of the 
general nonrecognition rules (Code 
sec. 367(a) and (b», or from an 
explicit rule requiring recognition of 

gain in a particular circumstance 
(e.g., secs. 367(d) and (e) and 897(d) 
and (e».64 

Vnder regulations, taxpayers in cer
tain circumstances covered by excep
tions under sections 367 or 897 to the 
nonrecognition rules are able to enter 
into agreements with the IRS under 
which nonrecognition treatment is 
preserved, or recognition of gain is 
deferred. 

Mexico 

Except for sales of stock of public 
companies through the Mexico Stock 
Exchange, Mexico generally taxes 
gain recognized by a nonresident alien 
or foreign corporation on the sale of 
stock in a Mexican corporation or on 
the sale of Mexican real property. 
Furthermore, Mexico taxes the sale 
by a nonresident of shares of a non
Mexican corporation if the majority 
of assets of the corporation consists 
of real property located in Mexico. 
As a general rule, tax on such gains is 
equal to 20 percent of the gross sales 
price; in some cases, however, non
resident persons may elect instead to 
pay tax at a rate of 30 percent on the 
net gain from the sale if the purchas
er is given proper notification and the 
sale is made through a Mexican 
agent. Sales of capital assets not list
ed above by foreign persons generally 
are not taxed by Mexico. 

Treatment of capital gains under the 
proposed treaty 

Under the proposed treaty, gains 
derived by a resident of one treaty 
country from the disposition of im
movable or real property situated in 

64For example, the general rule under the Code 
treats a corporation that distributes property in 
complete liquidation as realizing gain or loss as 
if the property had been sold to the distributee 
(sec. 336(b». If, however, a sufficient amount 
of the stock of the corporation is owned by 
another corporation, a nonrecognition rule ap
plies: no gain or loss is recognized to the 
liquidating corporation. A provision in section 
367, in turn, makes the nonrecognition provi
sion inapplicable, except as provided in regula
tions, if the distributee is a foreign corporation 
(sec. 367(e)(2». Even where the distributee is a 
foreign corporation resident in a treaty coun
try, such treatment is not considered impermis
sibly discriminatory, because absence of tax to 
the subsidiary in this case represents a complete 
elimination of U.S. tax jurisdiction over any 
appreciation, while a similar absence in the 
case of a domestic distributee simply moves the 
untaxed appreciation into the hands of another 
U.S. taxpayer. See Notice 87-66, 1987-2 C.B. 
376. 
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the other country could be taxed in 
the other country (i.e., the country 

where the immovable property is situ

ated). Immovable property for the 

purposes of this article would include 
(1) immovable property as defined in 

article 6 (Income for Immovable 

Property (Real Property)} situated in 

the other country, (2) an interest in a 
partnership, trust, or estate, to the 
extent that its assets consist of im

movable property situated in that oth

er country, (3) shares or comparable 
interests in a company that is, or is 

treated as, a resident of that other 

country, the assets of which company 
consist or consisted at least 50 percent 
(by value) of immovable property sit

uated in that other country, and 

(4) any other right that allows the use 
or enjoyment of immovable property 

situated in the other country. Under 

paragraph 12 of the proposed proto
col, the term immovable property sit
uated in the other country would 

include, when the United States is the 

other country, a "U .S. real property 
interest" as defined under Code sec
tion 897. The proposed treaty, thus, 
would allow the United States to tax 

transactions of Mexican residents tax
able under FIRPT A. 

Gains from the alienation of mov

able property which are attributable 

to a permanent establishment which 
an enterprise of one country has (or 
had) in the other country, gains from 

the alienation of movable property 

which are attributable to a fixed base 
which is (or was) available to a resi
dent of one country in the other 

country for the purpose of perform
ing independent personal services, 

and gains from the alienation of such 

a permanent establishment (alone or 
with the whole enterprise) or of such 

country in which a fixed base is or 
was available to the other country's 

resident. As stated in the Technical 
Explanation, this language of the pro

posed treaty would permit the United 

States to impose tax under the rules 
of Code section 864(c)(7), as de

scribed above in connection with Ar

ticle 7 (Business Profits). 

The proposed treaty would express
ly permit a country to tax gains 

derived by a resident of the other 
country from the disposition of stock, 
participation, or other rights in the 
capital of a company or other legal 

person, which is a resident of the first 
country if the recipient of the gain, 
during the 12-month period preceding 

the disposition, had a participation 
(directly or indirectly) of at least 25 

percent in the capital of that compa
ny or other legal person. If this 

ownership threshold is not met, the 
source country would be precluded 
from taxing the disposition of such 
property by a resident of the other 

country (unless the property constitut
ed an interest in immovable property 

as detailed above). Thus, Mexico 
would not be prevented from impos

ing its statutory tax on gains from the 
disposition of stock in a Mexican 
resident company by a resident of 

the United States that was a substan

tial shareholder in the Mexican com
pany. 

Under a special rule contained in 

the proposed protocol (paragraph 13), 

no tax under the preceding paragraph 
would apply in the case of a transfer 
of property between members of a 

group of companies that file a consol
idated tax return, to the extent that 
the consideration received by the 

transferor corporation consists of 

participation or other rights in the 
capital of the transferee or of another 
company resident in the same country 

that owns (directly or indirectly) 80 
percent or more of the voting rights 

and value of the transferee corpora

tion as long as the following three 

conditions are satisfied. First, the 
transferor and transferee corporations 

must both reside in the United States 

a fixed base, could be taxed in the 
other country. The wording of this 

rule varies somewhat from the U.S. 

model treaty to clarify that any gain 

attributable to a permanent establish

ment (or fixed base) during its exist

ence would be taxable in the country 

where the permanent establishment 

(or fixed base) is situated even if the 

gain is deferred until after the perma

nent establishment (or fixed base) has 

ceased to exist. Thus, the proposed 
treaty would give a taxing right to a 

country in which the other country's 

resident has or had a permanent es

tablishment; the proposed treaty fur

ther would give a taxing right to a 

or must both reside in Mexico. Sec
ond, before and immediately after the 

transfer, the transferor corporation or 

the transferee corporation must own 
(directly or indirectly) no less than 80 

percent of the voting rights and value 

of the other, or a company resident 

in the same country must own (di-
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rectly or indirectly) no less than 80 
percent of the voting rights and value 
of the transferor and transferee cor

porations. Third, for purposes of de

termining gain on any subsequent dis
position, either the initial cost of the 

asset for the transferee must be deter
mined based on the cost it had for 

the transferor, increased by any cash 
or other property paid (i.e., carryover 
basis rules must apply), or the gain 
must be measured by another method 

that gives substantially the same re
sult. Notwithstanding the foregoing 
rules, the proposed protocol man

dates that if cash or property other 
than the participation or other rights 
is received, the amount of the gain 

(limited to the amount of cash or 

other property received), would be 
taxable by the source country. 

To illustrate the application of the 

rule set forth in paragraph 13 of the 
proposed protocol, assume, for exam
ple, that a U.S. corporation owns all 

of the stock of a Mexican subsidiary 

corporation. Further assume that the 
U.S. corporation establishes a new, 

wholly-owned, U.S. subsidiary corpo
ration (with which it files a u.s. 
consolidated income tax return). If, 

in capitalizing the new company, the 

U.S. parent transfers all of the stock 
of the Mexican corporation to the 

U.S. subsidiary in exchange solely for 
stock of the U.S. subsidiary, no U.S. 
tax would be imposed (as a result of 
either section 351 or 368(b) of the 

Code), and the U.S. subsidiary would 

take as its basis in the stock of the 
Mexican company the basis that the 

U.S. parent had in such stock. Under 
the proposed protocol, Mexico also 
would not impose tax on this transac
tion even though it involved the dis· 

position of stock of a Mexican com· 
pany by a substantial nonresident 

shareholder. 

Gains from the alienation of ships, 

aircraft, or containers (including trail· 

ers, barges, and related equipment for 

the transport of containers) used prin· 

cipally in international traffic, would 
be taxable only in that country. Gains 

described in Article 12 (Royalties) 

would be taxable only in accordance 
with the provisions of that Article. 

Gains from the alienation of any 

property other than that discussed 

above would be taxable under the 
proposed treaty only in the country 

where the person disposing of the 

property is a resident. 



Source rule for certain capital gains 

With respect solely to the provi
sions of the proposed treaty (and the 
proposed protocol) relating to the 
taxation of gains from the alienation 
of stock, participation, or other rights 
in the capital of a company or other 
legal person, the proposed treaty pro
vides that to the extent necessary to 
avoid double taxation, such gains 
would be deemed to arise in the 
country of residence of the company 
or other legal person whose owner
ship rights are so disposed of. Thus, 
the United States would treat gain 
taxed by Mexico under those provi
sions as foreign source income (if not 
already so treated under the Code; 
see section 865(f)) to the extent neces
sary to permit a credit for the Mexi
can tax, subject to the limitations of 
U.S. law (Le., Code sec. 904). In 
such a case, if the Mexican tax on the 
gain does not exceed the U.S. tax on 
that gain, then the U.S. generally 
would be required to grant a full 
credit for the Mexican tax. 

Article 14. Independent Personal Ser
vices 

Internal rules regarding services in
come in general 

United States 

The United States taxes the income 
of a nonresident alien at the regular 
graduated rates if the income is effec
tively connected with the conduct of a 
trade or business in the United States 
by the individual. (See discussion of 
U.S. taxation of business profits un
der Article 7 (Business Profits).) The 
performance of personal services 
within the United States can consti
tute a trade or business within the 
United States (Code sec. 864(b)). 

Under the Code, the income of a 
nonresident alien individual from the 
performance of personal services in 
the United States is excluded from 
U.S. source income, and therefore is 
not taxed by the United States in the 
absence of a U.S. trade or business, 
if certain criteria are met. The criteria 
are: (1) the individual is not in the 
United States for over 90 days during 
the taxable year, (2) the compensa
tion does not exceed $3,000, and 
(3) the services are performed as an 
employee of or under a contract with 
a foreign person not engaged in a 
trade or business in the United States, 

or they are performed for a foreign 
office or place of business of a U.S. 
person. 

Mexico 

Mexico generally imposes a 30-
percent tax on gross income of non
residents derived from the perfor
mance of personal services within 
Mexico for Mexican residents or for 
the Mexican permanent establishment 
of a nonresident. 

Treatment of independent personal 
services under the proposed treaty 

The proposed treaty would limit 
the right of a country to tax income 
from the performance of personal 
services by a resident of the other 
country. Under the proposed treaty, 
income from the performance of in
dependent personal services (i.e., ser
vices performed as an independent 
contractor, not as an employee) 
would be treated separately from in
come from the performance of depen
dent personal services. 

Income from the performance of 
independent personal services in one 
country by a resident of the other 
country would be exempt from tax in 
the country where the services are 
performed (the source country) unless 
the individual performing the services 
crosses either of two thresholds in the 
first country. The individual could be 
taxed in the first country if he or she 
has a fixed base which he or she 
regularly makes use of in that country 
in the course of performing the 
services.65 In that case, the source 
country would be permitted to tax 
only that portion of the individual's 
income which is attributable to the 
fixed base. In addition, if the individ
ual is present in the first country for 
a period or periods exceeding 183 
days within a 12-month period, the 
first country would be permitted to 
tax the income from the performance 
of independent personal services in 
that country during that period. This 
latter rule represents a departure from 
the U.S. model treaty, which would 
permit the source country to tax the 
income from independent personal 
services of a resident of the other 
country only if the income is attribut-

65 According to the Technical Explanation, it is 
understood that for purposes of the proposed 
treaty, the concept of a fixed base is to be 
interpreted consistently with the concept of a 
permanent establishment. 

able to a fixed base regularly avail
able to the i~dividual in the source 
country for the purpose of perform
ing the activities. 

The Technical Explanation specifies 
that under either the fixed base or 
183-day test, it is understood by the 
parties to the proposed treaty that the 
taxation of income from independent 
personal services would be governed 
by the principles set forth in Article 7 
(Business Profits); that is, the tax 
base would be net of expenses in
curred in generating the income. 

Paragraph 14 of the proposed pro
tocol provides that the provisions of 
Article 14 would also apply to income 
derived by a U.S. corporation from 
the furnishing of personal services 
through a fixed base located in Mexi
co. In such a case, the corporation 
could compute the Mexican tax on 
the income from such services on a 
net basis as if the income were attrib
utable to a Mexican permanent estab
lishment. This rule is necessary be
cause under Mexican law, a personal 
service company is not considered to 
earn business profits, so such a com
pany would be taxed by Mexico un
der Article 14 rather than under Arti
cle 7.66 

For purpose of this article, person
al services include independent scien
tific, literary or artistic activities, edu
cational or teaching activities, as well 
as the independent activities of physi
cians, lawyers, engineers, architects, 
dentists, and accountants. According 
to the Technical Explanation, this 
Article would apply to personal ser
vices performed by an individual for 
his or her own account, whether or 
not as a sole proprietor, where he or 
she receives the income and bears the 
risk of loss arising from the services. 

The Committee understands that 
no change to the model treaty lan
guage is necessary to conform the 
treatment of income derived from 
independent personal services with 
Code section 864(c)(6), under which, 
as described above, any income or 
gain of a foreign person for any 
taxable year which is attributable to a 
transaction in any other taxable year 
will be treated as effectively connect
ed with the conduct of a U.S. trade 
or business if it would have been so 
treated had it been taken into account 

b~he United States would apply Article 7 
(Business profits) to the service income earned 
by a Mexican company. 
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in that other taxable year. An analo

gous rule applies to income for a 

taxable year from independent per
sonal services performed in another 

year in which a fixed base was 

available. 67 

Article 15. Dependent Personal Ser

vices 

Under the proposed treaty, wages, 

salaries, and other similar renumera
tion derived from services performed 

as an employee in one country (the 

"source country") by a resident of 

the other country would be taxable by 

the source country unless three re
quirements are met: (1) the individu
al must be present in the source 

country for fewer than 184 days in a 
12-month period; (2) his or her em
ployer must not be a resident of the 
source country; and (3) the compen

sation must not be borne (i.e., de
ductible) by a permanent establish
ment or fixed base of the employer in 
the source country. This degree of 

limitation on source country taxation 
is similar to the U.S. and OECD 
model treaties. The principal differ
ence between the proposed treaty and 

the U. S. model treaty is that under 
the model, the first criteria listed 
above is based on a fixed measure
ment period-that period being the tax

able year concerned. 
The U.S. model treaty provides 

that compensation derived from em
ployment as a member of the regular 

complement of a ship or aircraft 
operated in international traffic may 
be taxed only in the employee's coun

try of residence. The proposed treaty 
contains no such limitation on the 
source country. Hence, such persons 
would be subject to the general rules 

detailed above for the taxation of 
dependent services income. 

This article is modified in some 

respects for directors' fees (Article 
16), pensions, annuities, alimony, and 
child support (Article 19), and gov

ernment service income (Article 20). 

6
7If a treaty country resident receives income 

for independent activities rendered by that 

resident, and the activities were performed in 

the other treaty country in a year during which 

the resident was present in the second country 

for more than 183 days (or the resident main

tained a fixed base in the second country), then 

that income is taxable by the second treaty 

country, regardless of whether payment for the 

activities was deferred to years in which the 

resident had no presence in the second country. 

(See Rev. Rul. 86-145, 1986-2 C.B. 297.) 
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In this respect, the article is consistent 

with the corresponding article of the 

U.S. model treaty. 

Article 16. Directors' Fees 

Under the proposed treaty, direc

tors' fees and similar payments de

rived by a resident of one country for 

services rendered outside of that 

country as a director or overseer of a 

company which is a resident of that 

other country would be taxable in 
that other country. 68 

The proposed treaty rule for direc

tors' fees differs from that of the 

U.S. model treaty. The U.S. model 

generally treats directors' fees as per

sonal service income. This treaty rule 

also differs from the OECD model 

treaty, which places no limits on the 
ability of the country of residence of 

the company to tax the fees of that 

company's directors. Under the pro

posed treaty, the country where the 

recipient resides would continue to 
have primary taxing jurisdiction over 

directors' fees except where the ser

vices are performed outside of that 
country. 

Article 17. Limitation on Benefits 

In general 

The proposed treaty contains a pro
vision intended to limit the benefits 

of the treaty to persons who are 
entitled to them generally by reason 
of their residence in the United States 
or Mexico. 

The proposed treaty is intended to 
limit double taxation caused by the 
interaction of the tax systems of the 

United States and Mexico as they 
apply to residents of the two coun
tries. At times, however, residents of 
third countries attempt to use a trea

ty. This use is known as "treaty 
shopping" and refers to the situation 
where a person who is not a resident 

of either treaty country seeks certain 
benefits under the income tax treaty 
between the two countries. Under cer
tain circumstances, and without ap

propriate safeguards, the third
country resident is able indirectly to 
secure these benefits by establishing a 

68 According to the Technical Explanation, 

Mexican corporations may have persons who 

are not directors, but who look out for the 

shareholders' interests in an overnight capacity 

without engaging in day-to-day management 

functions. Inclusion of the term "overseer" in 

this article of the proposed treaty is intended to 

cover the income earned by persons providing 

such services. 

corporation (or other entity) in one of 

the treaty countries which entity, as a 

resident of that country, is entitled to 

the benefits of the treaty. Additional

ly, it may be possible for the third

country resident to reduce the income 
base of the treaty country resident by 

having the latter payout interest, 

royalties, or other amounts under fa
vorable conditions (i.e., it may be 

possible to reduce or eliminate taxes 

of the resident company by distribut
ing its earnings through deductible 

payments or by avoiding withholding 

taxes on the distributions) either 

through relaxed tax provisions in the 

distributing country or by passing the 
funds through other treaty countries 

(essentially, continuing to treaty 

shop), until the funds can be repatri
ated under favorable terms. 

The proposed anti-treaty shopping 

article provides that a person that is a 

resident of either Mexico or the Unit
ed States and derives income from the 
other treaty country would be entitled 

to the benefits of the treaty only if 

that person is an individual, unless it 
satisfies an active business test, an 
ownership/"base erosion" test, or ei
ther of two public company tests, or 

unless it is itself one of the treaty 
countries or a political subdivision or 
local authority thereof, or else is a 
not-for-profit, tax-exempt organiza

tion that also satisfies an ownership 
test. In addition, a special rule would 
grant benefits under Articles 10 (Divi

dends), 11 (Interest), llA (Branch 
Tax), and 12 (Royalties) to persons 
who satisfy an ownership/base ero
sion test that factors in certain owner

ship by persons who are residents of 
any country that is a party to the 
proposed North American Free Trade 

Agreement ("NAFT A"). 

Active business test 

Under the active business test, trea
ty benefits would be available under 
the proposed treaty to an entity that 
is a resident of the United States or 

Mexico, the ownership/base erosion 
and public company tests notwith
standing, if it is engaged in the active 

conduct of a trade or business in its 
residence country, and the income 

derived from the other country is 
derived in connection with, or is inci
dental to, that trade or business. 
However, this exception would not 

apply (and benefits could therefore be 
denied) to the business of making or 



managing investments, unless these 
activities are banking or insurance 
activities carried on by a bank or 
insurance company. This active busi
ness test would replace a more gener
al rule in some earlier U. S. income 
tax treaties that preserves benefits if 
an entity is not used "for a principal 
purpose of obtaining benefits" under 
a treaty. 

Paragraph 15(a) of the proposed 
protocol includes a clarification of 
the meaning of the term "trade or 
business" as employed for purposes 
of the limitation on benefits article of 
the proposed treaty. According to the 
proposed protocol, that term means, 
in the case of Mexico, activities car
ried on through a permanent estab
lishment as defined in the Income 
Tax Law of Mexico. 

Ownership/base erosion test 

Under the ownership/base erosion 
payment test, more than 50 percent 
of the beneficial interest (in the case 
of a company, more than 50 percent 
of the number of shares of each class 
of shares) in that entity would have 
to be owned, directly or indirectly, by 
any combination of one or more 
individual residents of Mexico or the 
United States, certain publicly traded 
companies (as described in the discus
sion of the public company tests 
below), the countries themselves, po
litical subdivisions or local authorities 
of the countries, or certain tax
exempt organizations (as described in 
the discussion of tax-exempt entities 
below). This rule could, for example, 
deny the benefits of the reduced U.S. 
withholding tax rates on dividends 
and royalties paid to a Mexican com
pany that is controlled by individual 
residents of a third country. This rule 
would not be as strict as that con
tained in one proposed U.S. model 
version of an anti-treaty shopping 
provision, which requires 75 percent 
ownership by residents of the per
son's country of residence, to pre
serve benefits. 

In addition, the ownership/base 
erosion test would be met only if less 
than 50 percent of the gross income 
of the entity is used, directly or 
indirectly, to meet liabilities (includ
ing liabilities for interest or royalties) 
to persons or entities other than those 
named in the preceding paragraph. 
This rule is commonly referred to as 
the "base erosion" rule and is neces-

sary to prevent a corporation, for 
example, from distributing (including 
paying, in the form of deductible 
items such as interest, royalties, ser
vice fees, or other amounts) most of 
its income to persons not entitled to 
benefits under the treaty. This provi
sion is substantially similar to that in 
one proposed U.S. model version of 
an anti-treaty shopping provision. 
Paragraph 15(c) of the proposed pro
tocol clarifies that for purposes of 
this base erosion rule, the term 
"gross income" means gross receipts, 
or where an enterprise is engaged in a 
business which includes the manufac
ture or production of goods, gross 
receipts reduced by the direct costs of 
labor and materials attributable to 
such manufacture or production and 
paid or payable out of such receipts. 

Public company tests 

Under the public company test, a 
company that is a resident of Mexico 
or the United States and that has 
substantial and regular trading in its 
principal class of stock on a recog
nized securities exchange would be 
entitled to the benefits of the treaty 
regardless of where its actual owners 
reside or the amount or destination of 
payments it makes. Similarly, treaty 
benefits would be available to a com
pany that is wholly owned (directly or 
indirectly) by a Mexican or U.S. com
pany that satisfies the public compa
ny test just described. 

According to the proposed protocol 
(paragraph 15(b)), the term "recog
nized securities exchange" would in
clude the NASDAQ System owned by 
the National Association of Securities 
Dealers, Inc. in the United States; 
any stock exchange registered with 
the Securities and Exchange Commis
sion as a national securities exchange 
for the purposes of the Securities 
Exchange Act of 1934; any stock 
exchange duly authorized under the 
terms of Mexico's Stock Market 
("Mercado de Valores") Law of Jan
uary 2, 1975; and any other stock 
exchange agreed upon by the compe
tent authorities of the two countries. 

The proposed treaty also contains 
an alternative public company test 
which would treat certain ownership 
by residents of any country that is a 
party to NAFTA (currently, the Unit
ed States, Mexico, or Canada) as 
qualifying ownership. Under this al
ternative public company test, a com-

pany that is a resident of Mexico or 
the United States would be entitled to 
the benefits of the treaty if it (1) is 
owned entirely (directly or indirectly) 
by companies that are residents of 
NAFT A countries, and (2) is more 
than 50-percent owned (directly or 
indirectly) by Mexican or U.S. com
panies that satisfy the public compa
ny test described above. Pursuant to 
paragraph 15( d) of the proposed pro
tocol, this alternative public company 
test would only take effect upon entry 
into force of NAFT A. 

Tax-exempt entities 

An entity also would be entitled to 
benefits under the proposed treaty if 
it is a not-for-profit organization 
that, by virtue of that status, general
ly is exempt from income taxation in 
its treaty country of residence, pro
vided that more than half the benefi
ciaries, members, or participants, if 
any, in the organization would be 
entitled to the benefits of the treaty. 
The organizations covered by this rule 
would include, but would not be 
limited to, pension funds and private 
foundations. 

Special rule for NAFTA country 
ownership· 

Under a provision neither found in 
the U.S. model nor in most other 
current u.s. income tax treaties, a 
person would qualify for benefits un
der Article 10 (Dividends), II (Inter
est), llA (Branch Tax), or 12 (Royal
ties) if it satisfies the following four 
conditions. First, more than 30 per
cent of the beneficial interest (in the 
case of a company, more than 30 
percent of the number of shares of 
each class of shares) in that person 
must be owned (directly or indirectly) 
by any combination of one or more 
individual residents of Mexico or the 
United States, certain publicly traded 
companies (as described under either 
of the proposed treaty's public com
pany tests), the countries themselves, 
political subdivisions or local authori
ties of the countries, or tax-exempt 
organizations that qualify for treaty 
benefits. 

Second, more than 60 percent of 
the beneficial interest (in the case of a 
company, more than 60 percent of 
the number of shares of each class of 
shares) in that person must be owned 
(directly or indirectly) by persons resi
dent in a country that is a party to 
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NAFT A. For purposes of this re
quirement, a resident of a NAFT A 
country would only be treated as 
owning a beneficial interest (or share) 
if its country of residence has a 
comprehensive income tax treaty with 
the country from which the income is 
derived and if the particular profit or 
item of income in respect of which 
benefits under the proposed U .S.
Mexico treaty are claimed would be 
subject to a rate of tax under that 
other treaty that is no less favorable 
that the rate of tax applicable to that 
person under the relevant article of 
the proposed U.S.-Mexico treaty. 

The third requirement would be 
satisfied only if less than 70 percent 
of the gross income of the person is 
used (directly or indirectly) to meet 
liabilities (including liabilities for 
interest or royalties) to persons or 
entities other than those listed as 
qualifying owners under the first re
quirement above. 

The fourth requirement would be 
satisfied only if less than 40 percent 
of the gross income of the person is 
used (directly or indirectly) to meet 
liabilities (including liabilities for in
terest or royalties) to a combination 
of persons other than (1) persons or 
entities listed as qualifying owners 
under the first requirement above and 
(2) other residents of NAFT A coun
tries. 

The Committee understands that 
the definition of "gross income" con
tained in paragraph 15(c) of the pro
posed protocol is intended to apply 
for purposes of these base erosion 
tests. 

Paragraph 15(d) of the proposed 
protocol specifies that this provision 
of the proposed treaty would only 
take effect upon entry into force of 
NAFTA. 

Competent authority determination 

Finally, the proposed treaty pro
vides a "safety-valve" for a person 
that has not established that it meets 
one of the other more objective tests, 
but for which the allowance of treaty 
benefits would not give rise to abuse 
or otherwise be contrary to the pur
poses of the treaty. Under this provi
sion, such a person could be granted 
treaty benefits if the competent au
thority of the source country so deter
mines. According to the proposed 
treaty, one of the factors the compe
tent authorities should take into ac-
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count in evaluating such a case is 
whether the establishment, acquisi
tion, and maintenance of the person 
and the conduct of its operations did 
not have as one of its principal pur
poses the obtaining of treaty benefits. 

This provision is similar to a por
tion of the qualified resident defini
tion under the Code's branch tax 
rules, under which the Secretary of 
the Treasury may, in his sole discre
tion, treat a foreign corporation as 
being a qualified resident of a foreign 
country if the corporation establishes 
to the satisfaction of the Secretary 
that it meets such requirements as the 
Secretary may establish to ensure that 
individuals who are not residents of 
the foreign country do not use the 
treaty between the foreign country 
and the United States in a manner 
inconsistent with the purposes of the 
Code rule. 

Article 18. Artistes and Athletes 

Like the U.S. and OECD models, 
the proposed treaty contains a sepa
rate set of rules that would apply to 
the taxation of income earned by 
entertainers (such as theater, motion 
picture, radio, or television "artistes" 
or musicians) and athletes. These 
rules would apply notwithstanding the 
other provisions dealing with the tax
ation of income from personal servic
es (Articles 14 and 15) and are intend
ed, in part, to prevent entertainers 
and athletes from using the treaty to 
avoid paying any tax on their income 
earned in one of the treaty countries. 

Except as detailed below relating to 
certain publicly-sponsored events, this 
article of the proposed treaty would 
permit one of the countries to tax an 
entertainer who is a resident of the 
other country on the income from his 
or her personal services as an enter
tainer in the first country during any 
year in which the amount of the 
remuneration derived by him or her 
from such activities, including reim
bursed expenses, exceed $3,000 or its 
Mexican currency equivalent. Thus, if 
a Mexican entertainer maintains no 
fixed base in the United States and 
performs (as an independent contrac
tor) for one day of a taxable year in 
the United States for total compensa
tion of $2,000, the United States 
could not tax that income. If, howev
er, that entertainer's total compensa
tion were $4,000, the full amount 

(less appropriate deductions) would 
be subject to U.S. tax. 

The proposed treaty specifies that 
if an entertainer or athlete who is a 
resident of one of the countries is not 
subject to tax in the other country 
under this article (for example, the 
person is a U.S. resident who earns 
less than $3,000 from performing in 
Mexico), the other country could nev
ertheless withhold tax on the entire 
amount of gross receipts derived by 
the athlete or entertainer during the 
taxable year. The tax so withheld 
would be refunded to the entertainer 
or athlete upon application at the end 
of the calendar year concerned. A 
country would be permitted to tenta
tively withhold tax under the pro
posed treaty in recognition of the fact 
that it may not be possible to deter
mine the annual amount of remunera
tion received by an entertainer or 
athlete until the taxable year has end
ed. 

The proposed protocol (paragraph 
16) clarifies that for purposes of this 
Article, remuneration derived by an 
entertainer or athlete who is a resi
dent of one of the countries would 
include remuneration for any person
al activities performed in the other 
country relating to that person's repu
tation as an entertainer or athlete 
(such as compensation for services 
performed in personal endorsements 
of commercial products). The provi
sions of this Article would not apply, 
however, to auxiliary or supporting 
personnel (e.g., technicians), or to 
managers or coaches. Income from 
personal services performed by those 
persons would be subject to the pro
visions of Articles 14 (Independent 
Personal Services) and 15 (Dependent 
Personal Services) of the proposed 
treaty, as appropriate. 

The proposed treaty provides that 
if income in respect of activities exer
cised by an entertainer or athlete in 
his or her capacity as such accrues 
not to the entertainer or athlete, but 
to another person, that income would 
be taxable by the country in which 
the activities are exercised unless it is 
established that neither the entertainer 
or athlete nor persons related to him 
or her participate directly or indirect
ly in the profits of that other person 
in any manner, including the receipt 
of deferred remuneration, bonuses, 
fees, dividends, partnership distribu
tions, or other income distributions. 



(This prOVlSlon applies notwithstand
ing the business profits and personal 
service articles (Articles 7, 14, and 
15).) This provision prevents highly 
paid performers and athletes from 
avoiding tax in the country in which 
they perform by, for example, rout
ing the compensation for their serv
ices through a third entity such as a 
personal holding company or a trust 
located in a country that would not 
tax the income. 

The foregoing provisions are simi
lar to provisions in the U.S. and 
OECD model treaty articles dealing 
with entertainers and athletes. The 
$3,000 threshold for source country 
taxation, however, is considerably 
lower than the corresponding $20,000 
threshold in the U.S. model. In addi
tion, the proposed treaty departs 
from the models in excluding from 
the article income derived from activ
ities performed in a country by enter
tainers or athletes if the visit to that 
country is substantially supported, di
rectly or indirectly, by public funds 
of the other country or a political 
subdivision or a local authority there
of. In that case, the income is taxable 
only in the entertainer's or athlete's 
residence country. According to the 
Technical Explanation, it is under
stood that the competent authorities 
could consult as to which visits satisfy 
this standard. 

Article 19. Pensions, Annuities, Ali
mony, and Child Support 

Under the proposed treaty, pen
sions and other similar remuneration 
derived and beneficially owned by a 
resident of either country in consider
ation of past employment by that 
person (or by another individual, the 
recipient's spouse, for example, who 
is a resident of the same country) 
would be subject to tax only in the 
recipient's country of residence at the 
time the remuneration is received. 69 

In contrast, the proposed treaty pro
vides that social security and other 
public pensions paid by one of the 
countries (the source country) to a 
resident of the other country or to a 
U.S. citizen would be taxable by the 
source country, but not by the coun
try of residence. Consistent with the 
U.S. model treaty, this rule would be 
an exception to the proposed treaty's 

69This provision would apply to a pension 
whether paid periodically in installments or in a 
lump sum. 

saving clause (Article 1, paragraph 3). 
Thus, a Mexican social security bene
fit would be exempt from U.S. tax 
even if the beneficiary is a U.S. 
resident or a U.S. citizen. 

The above rules would be subject 
to the provisions of Article 20 (Gov
ernment Service). Thus, they would 
not apply, for example, in the case of 
pensions paid to a resident of one 
country attributable to services per
formed for government entities of the 
other, unless the resident of the first 
country is also a citizen of the first 
country. 

The proposed treaty also provides 
that annuities would be taxed only in 
the country of residence of the person 
who beneficially owns and derives 
them. Annuities are defined under the 
proposed treaty as a stated sum paid 
periodically at stated times during a 
specified number of years, under an 
obligation to make the payments in 
return for adequate and full consider
ation (other than services rendered). 

The proposed treaty provides for 
the treatment of alimony and child 
support payments made by a resident 
of one of the countries to a resident 
of the other country. The proposed 
treaty is similar to the U.S. model to 
the extent that it provides that child 
support would be taxable only in the 
source country (Le., the country of 
residence of the payor). However, it 
differs from the U.S. model with 
respect to the taxation of alimony 
payments. Under the proposed treaty, 
alimony payments also would be tax
able only in the source country (i.e., 
the country of residence of the 
payor). By contrast, the U.S. model 
would permit only the country of 
residence of the person receiving ali
mony payments to tax such pay
ments. 

The term "alimony" as used in the 
proposed treaty means periodic pay
ments made pursuant to a written 
separation agreement or a decree of 
divorce, separate maintenance, or 
compulsory support. Child support 
payments are defined by the proposed 
treaty as periodic payments for the 
support of a minor child, made pur
suant to a written separation agree
ment or decree of divorce, separate 
maintenance, or compulsory support. 

These treaty rules on alimony and 
child support would not be supersed-

ed by the saving clause. 7o Thus, under 
the proposed treaty, a U.S. citizen 
could not be taxed by the United 
States on alimony paid by a Mexican 
resident, despite the tax jurisdiction 
generally maintained by the United 
States over its citizens. 

Article 20. Government Service 

Under the proposed treaty, remu
neration, other than a pension, paid 
by one of the countries (or a political 
subdivision or local authority thereof) 
to an individual in respect of services 
rendered to that country (or subdivi
sion or authority) generally would be 
taxable only by that country. Such 
remuneration would be taxable only 
in the other country, however, if the 
services are rendered in that other 
country by an individual who is a 
resident of that country and who 
(l) is also a national of that country, 
or (2) did not become a resident of 
that country solely for the purpose of 
rendering the services. 

The proposed treaty further pro
vides that any pension paid directly 
by, or out of funds created by, one 
of the countries (or a pOlitical subdi
vision or local authority thereof) to 
an individual in respect of services 
previously rendered to that country 
(or subdivision or authority) would be 
taxable only by that country. Such a 
pension would be taxable only by the 
other country, however, if the indi
vidual is a national and resident of 
that other country. This rule would 
not apply to social security benefits 
and other public pensions which are 
not paid in respect of services ren
dered to the paying government. 71 

The provisions described in the 
foregoing paragraphs would be excep
tions to the proposed treaty's saving 
clause for individuals who are neither 
citizens nor permanent residents of 
the country where the services are 
performed. Thus, for example, pay
ments by the government of Mexico 
to its employees at the Mexican Em
bassy in the United States would be 
exempt from U.S. tax if the employ-

7°Under U.S. law, child support payments are 
not taxable to the recipient, and may not be 
deducted by the payor. Alimony payments, 
however, are taxable to the recipient, and are 
deductible by the payor. Under Mexican law, 
neither alimony nor child support payments are 
taxable to the recipient or deductible by the 
payor. 
"Such amounts would be subject to the provi
sions of Article 19 (Pensions, Annuities, Ali
mony, and Child Support). 
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ees are not U.S. citizens or green card 
holders and were not residents of the 
United States at the time they became 
employed by the Mexican govern-
ment. 

Similar to the U.S. and OECD 
model treaties, the proposed treaty 
provides that if a country or one of 
its political subdivisions or local au
thorities is carrying on commercial or 
industrial activities (as opposed to 
functions of a governmental nature), 
the provisions of Articles 14 (Inde
pendent Personal Services), 15 (De
pendent Personal Services), 16 (Direc
tors' Fees), 18 (Artistes and Athletes), 
and 19 (Pensions, Annuities, Alimo
ny, and Child Support) would apply 
to remuneration and pensions paid 
for services rendered in connection 
with the business. For example, under 
the proposed treaty, a Mexican gov
ernment official stationed in the Unit
ed States would not be subject to 
U.S. income tax. However, a resident 
of Mexico who works for a Mexican 
state-owned commercial bank in the 
United States would be taxable by the 
United States on his wages pursuant 
to the provisions of Article 15 of the 
proposed treaty. 

The Technical Explanation states 
that it is understood by both coun
tries that the provisions of Article 20 
would apply only to remuneration 
and pensions in respect of services 
rendered in the discharge of functions 
of a governmental nature. 

Article 21. Students 

Under the proposed treaty, a stu
dent or business apprentice who is or 
was immediately before visiting a host 
country, a resident of the other coun
try, would not be taxable in the host 
country on certain payments he or 
she receives. In order to qualify for 
the exemption from host country tax, 
the individual must be in the host 
country solely for the purpose of his 
or her education or training. 72 In 
such case, payments received for the 
purpose of his or her maintenance, 
education, or training would be ex
empt if they arise from sources, or 

72According to the Technical Explanation, use 
of the word "solely" in the proposed treaty is 
meant to describe persons participating in a 
full-time program of study or training. It is not 
intended, however, to exclude full-time stu
dents who, in accordance with their visas, are 
also employed in the host country. 
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are remitted from, outside of the 
host country.73 

This provision of the proposed 
treaty is excluded from the saving 
clause in the case of persons who are 
neither citizens nor lawful permanent 
residents of the host country. It close
ly resembles the corresponding provi
sions of the OECD and U.S. model 
treaties. 

Article 22. Exempt Organizations 

In general 

This article of the proposed treaty 
would provide for reciprocal recogni
tion of certain tax-exempt organiza
tions that reside in either country and 
qualify for benefits under the treaty's 
limitation on benefits article (Article 
17). In addition, this article would 
permit deductions for contributions 
made by a resident of one of the 
countries to a qualified charitable or
ganization located in the other coun
try. The provisions of this article 
would not be subject to the proposed 
treaty's savings clause; the United 
States would be required, therefore, 
to permit a deduction for contribu
tions by its citizens or residents to 
Mexican charitable organizations even 
though the United States has not, 
under domestic law, recognized the 
Mexican organizations as public char
ities. In addition, the United States 
could not require so-called "expen
diture responsibilities" of U.S. pri
vate foundations that make contribu
tions to qualified Mexican charities. 

Reciprocal tax exemption. 

The proposed treaty provides that 
an organization which is a resident of 
one of the treaty countries and is 
operated exclusively for religious, sci
entific, literary, educational, or other 
charitable purposes would be exempt 
from tax in the other country in 
respect of items of income if and to 
the extent that it is also exempt from 
income tax in its country of resi
dence. In such a case, the exemption 
granted by the other country would 
only be with respect to the items of 
income of such organization that 
would be exempt from tax under the 
domestic laws of that country if re-

73The exemption would not apply to amounts 
received as compensation for services rendered. 
Such amounts would be subject to the provi
sions of Article 14 (Independent Personal Serv
ices) or Article 15 (Dependent Personal Serv
ices), as the case may be. 

ceived by an organization that was 
created for religious, scientific, liter
ary, educational, or other charitable 
purposes and was recognized as a 
tax-exempt entity by that country. 
Thus, for instance, this provision of 
the proposed treaty would not pre
clude the United States from taxing 
the income of a Mexican charitable 
organization that, if earned by a U.S. 
charitable organization, would have 
constituted unrelated business taxable 
income under the Internal Revenue 
Code. 

Paragraph 17(a) of the proposed 
protocol states that for the purpose 
of allowing an organization that is a 
resident of one treaty country to be 
exempt from tax in the other country 
under this article of the proposed 
treaty, the other country would ac
cept a certification made by the coun
try of residence that the organization 
is operated exclusively for the pur
poses articulated in the treaty. If the 
competent authority of the other 
country, however, determines that 
granting an exception would not be 
appropriate in a specific case or cir
cumstance, the exemption could be 
denied after consultation with the 
competent authority of the country of 
residence. 

Grants by U.S. organizations to Mex
ican charities 

The proposed treaty also provides 
that if the United States and Mexico 
agree that a provision of Mexican 
internal law provides standards for 
organizations authorized to receive 
deductible contributions which are es
sentially equivalent to the standards 
of V.S. law for public charities, then 
an organization determined by Mexi
can authorities to meet such stan
dards would be treated as a public 
charity under V.S. law for purposes 
of grants by V.S. private foundations 
and public charities. Thus, such 
grants would not be considered "tax
able expenditures" for purposes of 
the excise tax on taxable expenditures 
(Code sec. 4945). 

Deduction for charitable contribu
tions 

In addition, contributions by a 
V.S. citizen or resident to an organi
zation determined by Mexican author
ities to meet the standards referred to 
in the preceding paragraph would be 
treated as charitable contributions to 



a public charity under U.S. law. Such 
contributions, therefore, generally 
would be deductible for U.S. income 
tax purposes. The proposed treaty 
provides, however, that such contri
butions would not be deductible in 
any taxable year to the extent that 
they exceed an amount determined by 
applying the limitations of U.S. law 
on the deductibility of charitable con
tributions to public charities (as those 
limitations may be amended from 
time to time without changing the 
general principle hereof) to the per
son's income for the taxable year 
from Mexican sources. According to 
the proposed treaty, this rule should 
not be interpreted to allow in any 
taxable year deductions for charitable 
contributions in excess of the amount 
allowed under the limitations of U.S. 
law. 

Under a reciprocal rule, the pro
posed treaty provides that if the two 
countries agree that U.S. law provides 
standards for public charities that are 
essentially equivalent to the standards 
of Mexican law for organizations au
thorized to receive deductible contri
butions, then contributions by a resi
dent of Mexico to an organization 
determined by the U.S. authorities to 
meet the standards for public chari
ties would be treated as deductible 
under Mexican law. Such contribu
tions, however, would not be deduct
ible in any taxable year to the extent 
that they exceed an amount deter
mined by applying the limitations of 
Mexican law on the deductibility of 
contributions to organizations autho
rized to receive deductible contribu
tions (as those limitations may be 
amended from time to time without 
changing the general principle hereof) 
to the person's income for the taxable 
year from U.S. sources. According to 
the proposed treaty, this rule should 
not be interpreted to allow in any 
taxable year deductions for charitable 
contributions in excess of the amount 
allowed under the limitations of Mex
ican law. 

According to the Technical Expla
nation, the U.S. law limitations that 
would remain applicable under the 
proposed treaty include, in particular, 
the percentage and other limitations 
under section 170 of the Code and 
the overall limitation on itemized de
ductions under section 68. According 
to the Technical Explanation, any 
amounts that would be treated as 

charitable contributions under the 
proposed treaty that are in excess of 
amounts deductible in a taxable year 
could be carried forward and deduct
ed in a later year, subject to the same 
U.S. law limitations, if a carryfor
ward of such amounts would be per
mitted under U.S. law. 

In the case of an individual U.S. 
resident, Code section 170(b)(1) pro
vides that the deduction for charitable 
contributions generally is allowed to 
the extent that the aggregate of such 
contributions does not exceed 50 per
cent of the individual's contribution 
base (i.e., adjusted gross income com
puted without regard to any carry
back of a net operating loss) for the 
taxable year. Under the proposed 
treaty, contributions by such an indi
vidual to qualified Mexican charities 
would be deductible to the extent that 
the aggregate of such contributions 
does not exceed 50 percent of the 
taxpayer's contribution base (taking 
into account only income derived 
from sources within Mexico) for the 
taxable year. 

The Technical Explanation makes 
clear that the overall limitation on 
itemized deductions of individuals un
der Code section 68 would be applica
ble to charitable contributions that 
would be deductible under the pro
posed treaty. Under Code section 68, 
in the case of an individual whose 
adjusted gross income exceeds the 
"applicable amount" (generally 
$100,000 (adjusted for inflation since 
1990», the amount of itemized deduc
tions (including charitable contribu
tions) otherwise allowable for the tax
able year are reduced by the lesser of 
(l) 3 percent of the excess of the 
adjusted gross income over the appli
cable amount, or (2) 80 percent of 
the amount of the itemized deduc
tions otherwise allowable for the tax
able year. 

The proposed protocol (paragraph 
17(b» reflects that the United States 
and Mexico agree that, except for 
churches or conventions or associa
tion of churches, Article 70-B of the 
Mexican Income Tax law and section 
509(a)(l) and (2) of the Internal Reve
nue Code, as interpreted by the gov
erning regulations and administrative 
rulings of Mexico and the United 
States, respectively, in effect on the 
date of signing of the proposed trea
ty, provide essentially equivalent stan
dards for organizations within their 

coverage. 74 Therefore, a finding by 
the tax authorities of Mexico that an 
organization qualifies under Article 
70-B, or by the U.S. tax authorities 
that an organization qualifies under 
section 509(a)(l) or (2) (except for a 
church or convention or association 
of churches) would be accepted by 
the other country for the purpose of 
extending to that organization the 
benefits detailed above. If the compe
tent authority of the other country, 
however, determines that granting 
such benefits would not be appropri
ate with respect to a particular organ
ization or type of organization, such 
benefits could be denied after consul
tation with the competent authority 
of the country of residence of the 
organization. 

Exemption from excise taxes 

Under the proposed treaty, a reli
gious, scientific, literary, educational 
or other charitable organization 
which is resident in Mexico and which 
has received substantially all of its 
support from persons other than U.S. 
citizens or residents would be exempt 
from the U.S. excise taxes imposed 
with respect to private foundations. 

Article 23. Other Income 

This article is a catch-all provision 
intended to cover items of income not 
specifically covered in other articles, 
and to assign the right to tax income 
from third countries to either the 
United States or Mexico. Contrary to 
the corresponding articles in the 
OECD and U.S. model treaties, this 
article of the proposed treaty would 
not forbid taxation of a treaty coun
try resident's other income by the 
other treaty country. 75 On the con
trary, it confirms that the treaty 
country of source would retain the 
right to tax the other income of a 
resident of the other treaty country. 

74Although the provisions of the proposed 
treaty that permit deductions for cross-border 
charitable contributions would not themselves 
be self-executing, this paragraph of the pro
posed protocol would bring those provisions 
into effect immediately upon entry into force 
of the proposed treaty. 
7'The other income articles of the model trea
ties provide as a general rule that items of 
income of a resident of one of the countries, 
wherever arising, that are not otherwise dealt 
with in the treaties, would be taxable only by 
the country of residence. This general rule 
would not apply where the income is attribut
able to a permanent establishment or fixed base 
in the other country. 
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As a general rule, items of income 
not otherwise dealt with in the pro
posed treaty which are derived by 
residents of one of the countries and 
arise in the other country would be 
taxable by the other country. An item 
of income is considered to be "dealt 
with" in the proposed treaty if an 
item in the same income category is 
the subject of provisions of an article 
of the treaty, whether or not a treaty 
benefit would be granted to that item. 
Examples of categories of income 
that are not dealt with in the pro
posed treaty, and thus would be sub
ject to the provisions of Article 23, 
are lottery winnings, punitive dam
ages, and cancellation of indebtedness 
income. 

Article 24. Relief From Double Taxa
tion 

In general 

One of the two principal purposes 
for entering into an income tax treaty 
is to limit double taxation of income 
earned by a resident of one of the 
countries that may be taxed by the 
other country. Unilateral efforts to 
limit double taxation are imperfect. 
Because of differences in rules as to 
when a person may be taxed on 
business income, a business may be 
taxed by two countries as if it were 
engaged in business in both countries. 
Also, a corporation or individual may 
be treated as a resident of more than 
one country and be taxed on a world
wide basis by both. 

Internal rules regarding the relief 
from double taxation 

United States 

The United States taxes the world
wide income of its citizens and resi
dents. It attempts unilaterally to miti
gate double taxation generally by 
allowing taxpayers to credit the for
eign income taxes that they pay 
against U.S. tax imposed on their 
foreign source income. A fundamen
tal premise of the foreign tax credit is 
that it may not offset the U.S. tax on 
U.S. source income. Therefore, the 
foreign tax credit provisions contain a 
limitation that ensures that the for
eign tax credit offsets U.S. tax on 
foreign source income only. This lim
itation generally is computed on a 
worldwide consolidated basis. Hence, 
all income taxes paid to all foreign 
countries are combined to offset U.S. 
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taxes on all foreign income, subject 
to the separate limitation rules dis
cussed below. 

The limitation is computed sepa
rately for certain classifications of 
income (e.g., passive income, high 
withholding tax interest, financial ser
vices income, shipping income, divi
dends from noncontrolled section 902 
corporations, DISC dividends, FSC 
dividends, and taxable income of a 
FSC attributable to foreign trade in
come) in order to prevent the credit
ing of foreign taxes on certain types 
of traditionally high-taxed foreign 
source income against the U.S. tax on 
certain items of traditionally low
taxed foreign source income. Also, a 
special limitation applies to the credit 
for foreign taxes imposed on oil and 
gas extraction income. 

Foreign tax credits generally cannot 
exceed 90 percent of the pre-foreign 
tax credit tentative minimum tax (de
termined without regard to the net 
operating loss deduction). The 90 per
cent alternative minimum tax foreign 
tax credit limitation, enacted in 1986, 
overrode contrary provisions of then
existing treaties. 

An indirect or "deemed-paid" 
credit is also provided. A U.S. corpo
ration that owns 10 percent or more 
of the voting stock of a foreign 
corporation and receives a dividend 
from the foreign corporation (or an 
inclusion of the foreign corporation's 
income) is deemed to have paid a 
portion of the foreign income taxes 
paid (or deemed paid) by the foreign 
corporation on its earnings. The taxes 
deemed paid by the U.S. corporation 
are included in its total foreign taxes 
paid for the year the dividend is 
received and go into the relevant pool 
or pools of separate limitation catego
ry taxes to be credited. 

Mexico 

Like the United States, Mexico 
taxes its residents on their world-wide 
income. Subject to certain limitations, 
Mexico grants a credit against Mexi
can income tax for foreign taxes paid 
by the taxpayer on foreign source 
income. 

An indirect or "deemed-paid" 
credit also is provided in Mexico. A 
Mexican corporation that owns at 
least 10 percent of the capital of a 
foreign corporation and receives a 
dividend from the foreign corporation 
is deemed to have paid a portion of 

the foreign income taxes paid by the 
foreign corporation on its accumulat
ed earnings. Earnings of a foreign 
subsidiary are not taxed by Mexico 
until distributed to the Mexican par
ent corporation. 

Proposed treaty rules for the relief 
from double taxation 

Credit for taxes paid to the other 
country 

Part of the double tax problem is 
dealt with in other articles of the 
proposed treaty that would limit the 
right of a source country to tax 
income. Article 24 would provide fur
ther relief where both Mexico and the 
United States would otherwise still 
tax the same item of income. This 
article would not be subject to the 
saving clause, so that the country of 
citizenship or residence would waive 
its overriding taxing jurisdiction to 
the extent that this article applies. 

The proposed treaty generally 
would provide for relief from double 
taxation of a U.S. resident or citizen 
by the United States permitting a 
credit against its income tax for the 
income taxes paid to Mexico by or on 
behalf of that resident or citizen. 
Similarly, Mexico would grant to a 
Mexican resident a credit against its 
income tax for the income tax paid to 
the United States by such person. The 
credit mandated by the proposed trea
ty would be computed in accordance 
with the provisions of and subject to 
the limitations of the law of the 
country granting the credit (as those 
provisions and limitations may 
change from time to time without 
changing the "general principles 
hereof"). Thus, for example, the 
credit granted by the United States 
under the proposed treaty would be 
subject to the overall foreign tax 
credit limitation, the alternative mini
mum tax foreign tax credit limitation, 
and the limitations imposed on each 
separate foreign tax credit category. 
This provision is similar to that found 
in many U.S. income tax treaties. 

The proposed treaty also would 
allow the U.S. deemed paid credit, 
subject to the "gross-up" rules of 
section 78 of the Code, to U.S. cor
porate shareholders of Mexican com
panies receiving dividends in any tax
able year from those companies if the 
U.S. company owns 10 percent or 
more of the voting stock of the Mexi-



can company. Similarly, the proposed 
treaty would allow the Mexican 
deemed paid credit to Mexican corpo
rate shareholders of U.S. companies 
receiving dividends in any taxable 
year from those companies if the 
Mexican company owns 10 percent or 
more of the voting stock of the U.S. 
company. 

The double taxation article pro
vides that the following taxes would 
be considered income taxes and, thus, 
would be eligible for the foreign tax 
credit: the U.S. income taxes (exclud
ing the accumulated earnings tax, the 
personal holding company tax, and 
social security taxes), the excise taxes 
imposed by the United States on in
surance premiums paid to foreign in
surers and with respect to private 
foundations, the income tax imposed 
by the Mexican Income Tax Law, and 
any identical or substantially similar 
taxes which are imposed by either 
country after the date of signature of 
the proposed treaty in addition to, or 
in place of, existing taxes. 

In addition, the proposed treaty 
specifies that creditable taxes would 
include any profits tax imposed on 
distributions, but only to the extent 
such tax is imposed on earnings and 
profits as calculated under the tax 
accounting rules of the country of 
residence of the beneficial owner of 
the distribution. This provision is in
tended to assure that the United 
States would grant a credit to a U.S. 
shareholder of a Mexican corporation 
which pays Mexico's tax on distribut
ed profits. That tax is imposed by 
Mexico to ensure that full 35-percent 
tax has been paid at the corporate 
level on corporate earnings. 76 The tax 
is imposed on the distributing corpo
ration, at the regular corporate tax 
rate of 35 percent, on the amount of 
a distribution that exceeds the corpo
ration's income that previously has 
been subject to tax. According to the 
Technical Explanation, the purpose 
of limiting the credit for this tax by 
the extent to which it is imposed on 
earnings and profits in the U.S. sense 
is to ensure that creditability would 
be consistent with the prevailing U.S. 
principle of only allowing credits for 
those foreign taxes which are imposed 
on net income. 

76Under Mexico's integrated tax system, no tax 
is imposed on shareholders with respect to the 
receipt of dividend distributions from Mexican 
corporations. 

Under the proposed treaty, where 
in accordance with a provision of the 
treaty a Mexican resident would be 
exempt from Mexican tax on certain 
income it derives, Mexico would use 
the exemption method, rather than 
the credit method, of avoiding double 
taxation. In such a case, Mexico 
would be permitted to take into ac
count the person's entire income, in
cluding the exempted income, in com
puting the tax rate to apply to the 
taxable portion of that person's in
come. 

Source rules 

In this article, for purposes of im
plementing the proposed treaty's for
eign tax credit, source rules are pro
vided for determining from which of 
the countries an item of income 
would be deemed to have arisen. 
Under these rules, income derived by 
a resident of one of the countries that 
may be taxed in the other country in 
accordance with the proposed treaty 
(other than solely by reason of citi
zenship) would be treated as arising 
in that other country. Except as pro
vided in Article 13 (Capital gains), 
however, the preceding rule would 
not override the source rules of the 
domestic laws of countries that are 
applicable for purposes of limiting 
the foreign tax credit. 77 

Special rules for u.s. citizens who 
reside in Mexico 

In the case of a U.S. citizen resid
ing in Mexico, the proposed treaty 
provides that with respect to items of 
income derived by that person which 
would be either exempt from U.S. tax 
or subject to a reduced rate of U.S. 
tax, Mexico would allow as a credit 
against its income tax, subject to 
Mexico's domestic foreign tax credit 
rules, only the tax paid (if any) that 
the United States would be permitted 
to impose under the proposed treaty 
(other than taxes that it could impose 
solely on the basis of the person's 
U.S. citizenship). For purposes of 
computing U.S. tax, the United States 
would allow as a credit against its 
income tax the income tax paid to 
Mexico after application of the credit 
described in the preceding sentence. 
The credit so allowed by the United 

77Under Article 13, capital gains would be 
treated as foreign source to the extent necessary 
to avoid double taxation. 

States, however, could not reduce 
that portion of the U.S. tax that is 
creditable against Mexican tax under 
this special rule. For the exclusive 
purpose of relieving double taxation 
in the United States under these rules, 
the items of exempt or reduced rate 
income described above would be 
treated as Mexican source income to 
the extent necessary to avoid double 
taxation of such income. 

To illustrate this provision, assume 
that a U.S. citizen who resides in 
Mexico (and is treated as a Mexican 
resident under the proposed treaty's 
tie-breaker rules for determining resi
dency) receives $1,000 of interest 
from a U.S. bank. Absent the pro
posed treaty's saving clause (which 
would allow the United States to tax 
the interest income as if the treaty 
were not in effect), the maximum 
amount of tax that could be imposed 
by the United States would be $100 
(based on the 10-percent rate applica
ble after the treaty's five-year transi
tion period). In computing the indivi
dual's Mexican income tax on the 
interest income, the proposed treaty 
would require Mexico to allow a cred
it against Mexican tax only for the 
amount of U.S. tax that the individu
al would have owed absent the saving 
clause (i.e., $100). Assuming the indi
vidual's marginal tax rate in Mexico 
is 40 percent, his pre-credit Mexican 
tax liability on the interest would be 
$400; and his after-credit liability 
would be $300. 

In computing the individual's U.S. 
tax liability on the interest income, 
the proposed treaty would require the 
United States to grant a credit for the 
$300 of Mexican tax paid, subject to 
the limitation that the credit could 
not reduce the overall tax liability on 
that income below the $100 amount 
that Mexico credited against its tax.7H 
Assuming the individual's U.S. mar
ginal tax rate is 36 percent, his pre
credit tax liability on the interest 
income would be $360. Because the 
proposed treaty would limit the cu
mulative amount of credit so as to 
not reduce tax liability below $100, 
the amount of credit allowed under 
the treaty would be $260. Thus, the 
total amount of tax paid would be 
the combination of the two liabilities, 

?SSolely for this purpose, the interest income is 
treated as foreign source income. 
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or $400-of which $300 would be 
paid to Mexico and $100 to the Unit
ed States. 

Article 25. Non-Discrimination 

The proposed treaty contains a 
comprehensive non-discrimination ar
ticle relating to all taxes of every kind 
imposed at the national, state, or 
local level. It is similar to the non
discrimination article in the U.S. 
model treaty and to provisions that 
have been embodied in other recent 
U.S. income tax treaties. The non
discrimination article of the proposed 
treaty differs from the U.S. model in 
protecting all legal persons deri~ing 
their status as such from the Umted 
States, not only U.S. citizens. In ~his 
regard, the non-discrimination artIcle 
of the proposed treaty more closely 
resembles that of the OECD model 
treaty. 

In general, under the proposed 
treaty, one country could not discrim
inate by imposing other or more bur
densome taxes (or requirements con
nected with taxes) on nationals of the 
other country than it would impose 
on its nationals in the same circum
stances. According to the Technical 
Explanation, this provision would ap
ply whether or not the nationals in 
question are residents of the United 
States or Mexico. By the express 
terms of the proposed treaty, a U.S. 
national who is subject to tax in the 
United States on worldwide income 
and a Mexican national who is not 
taxed in the United States on the 
basis of worldwide income would not 
be deemed to be in the same 
circumstances.79 

Under the proposed treaty, neither 
country could tax a permanent estab
lishment of an enterprise of the other 
country less favorably than it taxes its 
own enterprises carrying on the same 
activities. Consistent with the U.S. 
and OECD model treaties, however, a 
country would not be obligated to 
grant residents of the other country 
any personal allowances, reliefs, or 
reductions for tax purposes on ac
count of civil status or family respon
sibilities which it grants to its own 
residents. 

79This rule would apply reciprocally; i.e., a 
Mexican national who is taxable in Mexico on 
worldwide income and a U.S. national who is 
not taxable on worldwide income by Mexico 
would not be deemed to be in the same 
circumstances. 
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The proposed treaty explicitly states 
that nothing in the non-discrimination 
article is to be construed as prevent
ing either of the countries from im
posing a branch profits tax or a 
branch-level interest tax. 80 Moreover, 
nothing in this article is to be con
strued as preventing Mexico from de
nying a deduction for presumed ex
penses (without regard to w~ere. s.uch 
expenses are incurred) to an mdlvldu
al resident of the United States who 
elects to be subject to tax in Mexico 
on a net basis with respect to income 
from real property. 

Each country is required (subject to 
the arm's-length pricing rules of Arti
cle 9(1) (Associated Enterprises), 
11(8) (Interest), and 12(5) (Royalties)) 
to allow its residents to deduct inter
est, royalties, and other disburse
ments paid by them to residents of 
the other country under the same 
conditions that it allows deductions 
for such amounts paid to residents of 
the same country as the payor. The 
term "other disbursements" is under
stood to include a reasonable alloca
tion of executive and general adminis
trative expenses, research and 
development expenses, and other ex
penses incurred for the benefit of a 
group of related enterprises. The 
Committee understands that this pro
vision is not intended to limit in any 
way the ability of the United States to 
deny deductions for interest expense 
under the so-called "earnings
stripping" rules of section 163m of 
the Code. 

The rule of non-discrimination also 
would apply to enterprises of one 
country that are owned in whole or in 
part by residents of the other coun
try. Enterprises resident in one coun
try, the capital of which is wholly or 
partly owned or controlled, directl.y 
or indirectly, by one or more resI
dents of the other country, would not 
be subjected in the first country to 
any taxation or any connected re
quirement which is other or more 
burdensome than the taxation and 
connected requirements that the first 
country imposes or may impose on its 
similar enterprises. The Technical Ex
planation includes examples of Code 
provisions which are understood by 
the two countries not to violate this 
provision of the proposed treaty. 

"OSee detailed discussion of proposed treaty 
rules regarding branch taxes under Article II A 
above. 

Those examples cover rules that im
pose a tax on a liquidating distribu
tion of a U.S. subsidiary of a Mexi
can company and rules preventing 
foreign persons from owning stock in 
Subchapter S corporations. 

The saving clause (which allows the 
country of residence or citizenship to 
tax notwithstanding certain treaty 
provisions) would not apply to the 
non-discrimination article. 

Article 26. Mutual Agreement Proce
dure 

The proposed treaty contains the 
standard mutual agreement provision, 
with some differences therefrom, that 
would authorize the competent au
thorities of the United States and 
Mexico to consult together to attempt 
to alleviate individual cases of double 
taxation not in accordance with the 
proposed treaty. The saving clause of 
the proposed treaty would not apply 
to this article, so that the application 
of this article might result in waiver 
(otherwise mandated by the proposed 
treaty) of taxing jurisdiction by the 
country of citizenship or residence. 

Under this article, a resident of one 
country who considers that the action 
of one or both of the countries will 
cause him to pay a tax not in accord
ance with the proposed treaty would 
be permitted to present his case to the 
competent authority of the coun~ry of 
which he is a resident or natIonal. 
The competent authority would then 
make a determination as to whether 
the objection appears justifie~. I~ ~he 
objection appears to it to be Ju~tlfled 
and if it is not itself able to arnve at 
a satisfactory solution, then that com
petent authority would endeavor to 
resolve the case by mutual agreement 
with the competent authority of the 
other country, with a view to t~e 
avoidance of taxation which is not In 

accordance with the proposed treaty. 
The rules of the preceding para

graph would apply only if the comp~
tent authority of the other country IS 
notified of the case within four and a 
half years from the due dat: or the 
date of filing of the return m ques
tion (whichever is later) in the other 
country. If this requirement is ~et, 
the provision provides tha~, ~ot~lth
standing the statute of lImItatIons, 
any agreement reached between the 
two competent authorities could be 
implemented within ten years from 
the due date or date of filing of the 



return in question (whichever is later), 
or a longer period if permitted by the 
domestic laws of the other country. 

The four-and-a-half-year limitation 
on presentation of competent authori
ty cases is not the preferred U.S. 
treaty position. On the other hand, 
the OECD model treaty includes a 
three-year limitation. According to 
the Technical Explanation, the four
and-a-half-year time limit was includ
ed in the proposed treaty in order to 
accommodate Mexico's five-year limit 
within which it may initiate an audit 
of a tax return. 

The competent authorities of the 
countries would be mandated to re
solve by mutual agreement any diffi
culties or doubts arising as to the 
interpretation or application of the 
proposed treaty. They could also con
sult together regarding cases not pro
vided for in the treaty. 

The proposed treaty would author
ize the competent authorities to com
municate with each other directly for 
purposes of reaching an agreement in 
the sense of this mutual agreement 
article. This provision would make 
clear that it would not be necessary to 
go through diplomatic channels in 
order to discuss problems arising in 
the application of the treaty. 

The proposed treaty provides that 
if any difficulty or doubt arising as to 
the interpretation or application of 
the proposed treaty cannot be re
solved by the competent authorities, 
the case could be submitted for arbi
tration if both competent authorities 
and the taxpayer or taxpayers so 
agree, and the taxpayer agrees in 
writing to be bound by the decision 
of the arbitration board. In such a 
case, the decision of the arbitration 
board in a particular case would be 
binding on both treaty countries with 
respect to that case. 

The proposed treaty provides that 
procedures for the arbitration pro
cess would be established by notes 
exchanged between the two countries 
through diplomatic channels. The ar
bitration provisions would not go 
into effect until after the countries 
have so agreed through the exchange 
of diplomatic notes. According to 
paragraph 18(a) of the proposed pro
tocol, after a period of three years 
following the entry into force of the 
proposed treaty, the competent au
thorities of Mexico and the United 
States would consult in order to 

determine whether it would be ap
propriate to make the exchange of 
notes that would make effective the 
arbitration procedures. 

The proposed protocol (paragraph 
18(b)) further provides that if the 
competent authorities of the two 
countries agree to submit a disagree
ment regarding the interpretation or 
application of the proposed treaty to 
arbitration, the following seven pro
cedures would apply: 

First, the competent authorities 
could agree to invoke arbitration only 
after the other competent authority 
procedures spelled out in the treaty 
have been fully exhausted, and only if 
at least two years have lapsed since 
the case was originally submitted to 
one of the competent authorities. The 
competent authorities would not ac
cede to arbitration with respect to 
matters concerning either the tax poli
cy or the domestic tax law of either 
treaty country. 

Second, the competent authorities 
would establish an arbitration board 
for each specific case that is taken to 
arbitration. Each board would have 
at least three members. Each compe
tent authority would appoint the 
same number of members, and these 
members would agree on the appoint
ment of the other member or mem
bers of the board. Further criteria for 
selecting the other member, or other 
members, of the arbitration board 
could be issued by the competent 
authorities. All board members and 
their staffs would be required to 
agree in writing to abide by, and be 
subject to, the applicable confidenti
ality and disclosures rules of both 
countries and of the proposed 
treaty.81 

Third, the competent authorities 
could agree on, and instruct the arbi
tration board regarding, specific pro
cedural rules (e.g., appointment of a 
chairman, procedures for reaching a 
decision, or establishment of time 
limits). Otherwise, the board would 
establish its own procedural rules 
which would be consistent with gener
ally accepted principles of equity. 

Fourth, taxpayers and their repre
sentatives would be given the oppor
tunity to present their views on the 
case to the arbitration board. 

S'In cases where there are conflicting applicable 
confidentiality and disclosure standards, the 
proposed protocol specifies that the most reo 
strictive condition would apply. 

Fifth, the arbitration board would 
decide each specific case on the basis 
of the proposed treaty, giving due 
consideration to the domestic laws of 
the treaty countries and the principles 
of international law. The board 
would provide the competent authori
ties with an explanation of its deci
sion. The decision, although binding 
on both countries and the taxpayers 
with respect to the case at issue, 
would not have precedential effect. 
However, it is expected that the deci
sions ordinarily would be taken into 
account in subsequent competent au
thority cases involving the same tax
payer or taxpayers, the same issue or 
issues, and substantially similar facts. 
Decisions could also be taken into 
account in other cases where appro
priate. 

Sixth, each treaty country would be 
required to bear the costs of compen
sating its appointees, and half of the 
compensation of the appointees cho
sen by the arbitration board mem
bers. Each country would also be 
required to bear the cost of remuner
ation for its representation in the 
proceedings before the arbitration 
board. However, the arbitration 
board would be given authority to 
allocate costs differently, and each 
competent authority of a treaty coun
try would be given the authority to 
require the taxpayer or taxpayers to 
agree to bear that country's share of 
the costs as a prerequisite for arbitra
tion. 

Seventh, the competent authorities 
of the two countries could agree to 
modify or supplement the procedures 
detailed above; however, they would 
continue to be bound by the general 
principles established in the proposed 
treaty and protocol. 

Article 27. Exchange of Information 
and Administrative Assistance 

In general 

This article forms the basis for 
cooperation between the two coun
tries in their attempts to deal with 
avoidance or evasion of their respec
tive taxes and to obtain information 
so that they can properly administer 
the treaty. Notwithstanding the provi
sions of Article 2 (Taxes Covered), 
the proposed treaty's information ex
change provisions would apply to all 
taxes imposed in either country at the 
Federal level. 
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The proposed treaty provides that 
the competent authorities would ex
change information as provided in the 
Agreement Between the United States 
of America and the United Mexican 
States for the Exchange of Informa
tion with Respect to Taxes that was 
signed on November 9, 1989 (the 
"Tax Information Exchange Agree
ment" or "TIEA"). Pursuant to 
paragraph 19 of the proposed proto
col, if at some future point the Tax 
Information Exchange Agreement is 
terminated, the United States and 
Mexico would promptly endeavor to 
conclude a protocol to the proposed 
treaty to accomplish the purposes of 
this article. 

The proposed treaty further pro
vides that if the Tax Information 
Exchange Agreement is terminated, 
the two competent authorities would 
exchange such information as would 
be necessary to carry out the provi
sions of the proposed treaty or to 
administer and enforce the domestic 
laws of the two countries concerning 
taxes to which the proposed treaty 
would apply insofar as the taxation 
under the domestic laws would not be 
contrary to the proposed treaty. This 
exchange of information would not 
be restricted by Article 1 (General 
Scope). Therefore, third-country resi
dents would be covered. 

Any information exchanged under 
the proposed treaty would be treated 
as secret in the same manner as 
information obtained under the do
mestic laws of the country receiving 
the information. The exchanged in
formation could be disclosed only to 
persons or authorities (including 
courts and administrative bodies) in
volved in the determination, assess
ment, collection, or administration 
of, the recovery and collection of 
claims derived from, the enforcement 
or prosecution in respect of, or the 
determination of appeals in relation 
to, the taxes to which the treaty 
would apply. Such persons or author
ities could use the information for 
such purposes only. Persons involved 
in the administration of taxes in
clude legislative bodies, such as, for 
example, the tax-writing committees 
of Congress and the U.S. General 
Accounting Office. Exchanged infor
mation could be disclosed in public 
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court proceedings or in judicial deci
sions. 

Explanation of the Tax Information 
Exchange Agreement 

Article I-Object and Scope 

The objective of the TIEA is to 
facilitate the exchange of information 
between the United States and Mexico 
on the assessment and collection of 
taxes, with a view to better enable 
each country to prevent fiscal evasion 
and fraud, and to develop improved 
information sources for tax matters. 
Under the TIEA, the two countries 
are to cooperate with one another to 
carry out this objective. Such cooper
ation is to be exercised in conformity 
with, and subject to the limitations 
of, each country's respective national 
laws and regulations. Information is 
to be exchanged to fulfill the purpose 
of the TIEA without regard to wheth
er the person to whom the informa
tion relates is, or whether the infor
mation is held by, a resident or 
national of the United States or Mex
ico. 

Requests for assistance under the 
TIEA are to be executed except to the 
extent that execution of the request 
would require the requested country 
to exceed its legal authority or would 
otherwise be prohibited by the laws 
of that country, or when the informa
tion requested is not obtainable under 
such laws or in the normal course of 
the administration of either country, 
in which case the competent authori
ties of the two countries are to con
sult with each other to establish alter
native lawful means for rendering 
assistance. Nor must a request for 
assistance be executed to the extent 
that (1) execution of the request 
would in the judgment of the request
ed country be contrary to its national 
security or public policy; (2) the sup
plying of requested information 
would disclose any trade, business, 
industrial, commercial, or profession
al secret or trade process; or (3) the 
request does not comply with the 
provisions of the TIEA. 

A request for assistance also could 
be denied to the extent that the 
supplying of the requested informa
tion by the applicant country to 
administer or enforce a provision of 
its tax law (or any connected require
ment) would discriminate against a 

national of the country receiving the 
request. A provision of tax law (or 
connected requirement) is considered 
discriminatory against such a person 
if it is more burdensome with respect 
to such person than with respect to a 
national of the country requesting 
assistance in the same circumstance. 
The TIEA explicitly states that for 
purposes of this rule, a national of 
the requesting country that is subject 
to tax on worldwide income is not in 
the same circumstances as a national 
of the requested country that is not 
subject to such taxation. It further 
states that this provision is not to be 
construed to prevent the exchange of 
information with respect to the taxes 
imposed by the United States or 
Mexico on branch profits or branch
level interest or on the premium 
income of foreign insurers. 

Article 2-Taxes Covered 

In the case of the United States, 
the TIEA applies to the following 
taxes: Federal income taxes, Federal 
taxes on employment income, Federal 
taxes on transfers to avoid income 
tax, Federal estate and gift taxes, and 
Federal excise taxes. In the case of 
Mexico, it applies to: Federal income 
taxes, Federal taxes on employment 
income, Federal taxes on business 
assets, Federal value added taxes, and 
Federal excise taxes. The TIEA also 
applies to any identical or substantial
ly similar taxes which are imposed 
after the date of signature of the 
TIEA in addition to or in place of the 
existing taxes. The competent authori
ty of a country is responsible for 
notifying the other competent author
ity of changes in laws which may 
affect the obligations of that country 
pursuant to the TIEA. 

The TIEA does not apply to the 
extent that an action or proceeding 
concerning covered taxes is barred by 
the statute of limitations of the coun
try requesting assistance. Nor does 
the TIEA apply to taxes imposed by 
states, municipalities or other political 
subdivisions, or possessions of a 
country. 

Article 3-Definitions 

The TIEA provides definitions, as 
set forth below, for certain terms 
contained therein. 

The U.S. competent authority is 
the Secretary of the Treasury or his 



delegate. The competent authority in 
Mexico is the Secretary of Finance 
and Public Credit. 

Under TIEA, a person is consid
ered a U.S. national if the person is a 
citizen or any legal person, partner
ship, corporation, trust, estate, asso
ciation, or other entity deriving its 
status as such from the laws in force 
in the United States. A national of 
Mexico is a Mexican citizen or any 
legal person, partnership, corpora
tion, trust, estate, association, or oth
er entity deriving its status as such 
from the laws in force in Mexico. 

The term "person" includes an in
dividual and any legal person, includ
ing a partnership, corporation, trust, 
estate, or association. 

The term "tax" means any tax to 
which the TIEA applies. 

The term "information" means 
any fact or statement, in whatever 
form, that may be relevant or materi
al to tax administration and enforce
ment, including (but not limited to) 
testimony of an individual, and docu
ments, records or other personal 
property of a person or of one of the 
countries. 

For purposes of determining the 
geographical area within which juris
diction to compel production of in
formation may be exercised, the term 
"United States" means the United 
States of America. The term "Mexi
co" for this purpose, means the Unit
ed Mexican States. 

The TIEA also provides that, un
less the context otherwise requires or 
the competent authorities of the two 
countries establish a common mean
ing, all terms not explicitly defined 
have the meaning which they have 
under the laws of the country apply
ing the TIEA relating to the taxes 
covered by the TIEA. 

Article 4-Exchange of Information 

Under the TIEA, the competent 
authorities of the United States and 
Mexico are to exchange information 
to administer and enforce each 
country's domestic laws concerning 
covered taxes. Such information in
cludes information to effect the deter
mination, assessment, and collection 
of tax, the recovery and enforcement 
of tax claims, or the investigation or 
prosecution of tax crimes or crimes 
involving the contravention of tax 
administration. The competent au-

thorities are to automatically transmit 
information to each other for this 
purpose, and are to determine the 
items of information to be exchanged 
and the procedures to be used. 

A competent authority is to spon
taneously transmit to the other com
petent authority information which 
has come to its attention and which 
is likely to be relevant to, and bear 
significantly on, accomplishment of 
the purposes of the TIEA. The com
petent authorities are to determine 
the information to be exchanged un
der the TIEA and take such mea
sures and implement such procedures 
as are necessary to ensure that the 
information is forwarded to one an
other. 

The competent authority of the 
country whose assistance is requested 
under the TIEA is to provide infor
mation upon such request. If the 
information available in its tax files 
is insufficient to enable compliance 
with the request, it is to take all 
relevant measures to provide the re
questing country with the informa
tion requested. Under the TIEA, the 
requested country has the authority 
to: (1) examine any books, papers, 
records, or other tangible property 
which may be relevant or material to 
the inquiry; (2) question any person 
having knowledge or in possession, 
custody or control of information 
which may be relevant or material to 
the inquiry; (3) compel any person 
having knowledge or in possession, 
custody or control of information 
which may be relevant or material to 
the inquiry to appear at a stated time 
and place and testify under oath and 
produce books, papers, records, or 
other tangible property; and (4) take 
such testimony of any individual un
der oath. 

If the United States is requested to 
obtain the types of information cov
ered by section 3402 of the Right of 
Financial Privacy Act of 1978 (12 
USCA 3402), it is to obtain the re
quested information pursuant to that 
statute. If Mexico is requested to 
obtain the types of information cov
ered by Article 93 of the Regulatory 
Law of Banking and Credit Public 
Service, it is to obtain the requested 
information pursuant to that provi
sion. Laws or practices of the re
quested country do not prevent or 
otherwise affect the authority of the 

competent authority of the requested 
country to obtain and provide the 
types of information covered by the 
above-cited statutes. 

Privileges under the laws of the 
country requesting assistance under 
the TIEA do not apply in the request
ed country in the execution of a 
request. Claims of privilege under the 
laws and practices of the requesting 
country are to be determined exclu
sively by the courts of that country, 
and claims of privilege under the laws 
and practices of the requested country 
are to be determined exclusively by 
the courts of that country. 

If information is requested under 
the TIEA by one of the countries, the 
other country is to obtain the infor
mation requested in the same manner, 
and provide it in the same form, as if 
the tax of the requesting country were 
the tax of the requested country and 
were being imposed by it. However, 
if specifically requested by the compe
tent authority of the requesting coun
try, the other country is to: (1) speci
fy the time and place for the taking 
of testimony or the production of 
books, papers, records, and other 
tangible property; (2) place the indi
vidual giving testimony or producing 
books, papers, records and other tan
gible property under oath; (3) permit 
the presence of individuals (who may 
be accompanied by their attorneys) 
designated by the competent authority 
of the country requesting assistance 
as being involved in or affected by 
execution of the request; (4) provide 
individuals described in (3) with an 
opportunity to question the individual 
giving testimony or producing books, 
papers, records and other tangible 
property through the executing au
thority (or if Mexico is the requesting 
country, directly); (5) secure original 
and unedited books, papers, and 
records, and other tangible property; 
(6) secure or produce true and correct 
copies of original and unedited 
books, papers, and records; (7) deter
mine the authenticity of books, pa
pers, records, and other tangible 
property produced; (8) examine the 
individual producing books, papers, 
records, and other tangible property 
regarding the purpose for which and 
the manner in which the item pro
duced is or was maintained; (9) per
mit the competent authority of the 
requesting country to provide written 
questions through the executing au-
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thorities of the requested country to 

which the individual producing 

books, papers, records, and other 

tangible property is to respond re

garding the item produced; (10) per
form any other act not in violation of 

the laws or at variance with the 

administrative practice of the request

ed country; (11) certify either that 

procedures requested by the compe
tent authority of the requesting coun
try were followed or that the proce

dures requested could not be 
followed, with an explanation of the 

deviation and the reason therefor. 
The provisions of the preceding 

paragraph are to be construed so as 
to impose on a country the obligation 

to use all legal means and its best 

efforts to execute a request. A coun
try may, in its discretion, take mea
sures to obtain and transmit to the 
other country information which, 

pursuant to the limitations of Article 
1 of the TIEA, it has no obligation to 
transmit. 

Any information received by a 

country is to be treated as secret in 
the same manner as information ob
tained under its domestic laws and is 

to be disclosed only to the individuals 
or authorities (including judicial and 
administrative bodies) involved in the 
determination, assessment, collection, 

and administration of, the recovery 
and collection of claims derived from, 
the enforcement or prosecution in 

respect of, or the determination of 
appeals in respect of, the taxes which 
are the subject of the TIEA, or the 

oversight of the above. Such individu
als or authorities are to use the infor
mation only for such purposes. They 
may disclose the information in pub

lic court proceedings or in judicial 
decisions. 

Article 5-Mutual Agreement Proce
dure 

The competent authorities of Mexi

co and the United States are to agree 
to implement a program to carry out 
the purposes of the TIEA. This pro
gram may include, in addition to 

information exchanges specified in 
the TIEA, other measures to improve 
tax compliance, such as exchanges of 
technical know-how, development of 

new audit techniques (including si
multaneous examinations and simul
taneous criminal investigations in 
their respective jurisdictions and by 

their respective competent authori-
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ties), identification of new areas of 

non-compliance, and joint studies of 

non-compliance areas. They may 

communicate with each other directly 

for the purposes of reaching such an 

agreement. 
The competent authorities are to 

endeavor to resolve by mutual agree

ment any difficulties or doubts arising 

as to the interpretation or application 

of the TIEA. In particular, they may 

agree to a common meaning of a 

term and may determine when costs 

are extraordinary for purposes of Ar

ticle 6 of the TIEA. 

Article 6-Costs 

Unless the competent authorities of 

the two countries otherwise agree, 

ordinary costs incurred in providing 

assistance under the TIEA are to be 
borne by the country whose assistance 

is requested. Extraordinary costs in

curred in such endeavors are to be 

borne by the country requesting as
sistance. 

Article 28. Diplomatic Agents and 
Consular Officers 

The proposed treaty contains the 

rule found in other U.S. tax treaties 
that its provisions would not affect 
the privileges of diplomatic agents or 

consular officials under the general 
rules of international law or the pro
visions of special agreements. Accord
ingly, the treaty would not defeat the 

exemption from tax which a host 
country may grant to the salary of 
diplomatic officials of the other coun

try. The saving clause does not apply 
in the application of this article to 
host country residents who are neither 

citizens nor lawful permanent resi
dents of that country. Thus, for ex
ample, U.S. diplomats who are con
sidered Mexican residents may be 

protected from Mexican tax. 

Article 29. Entry Into Force 

proposed treaty would be effective 

for amounts paid or credited on or 

after the first day of the second 

month next following the date on 

which the proposed treaty enters into 

force if it enters into force prior to 

July 1 of that year. Otherwise, it 

would be effective with respect to 

these taxes on the first day of Janu
ary of the year following the year in 

which the proposed treaty enters into 
force. 

With respect to other income taxes, 

the treaty would be effective for tax
able periods beginning on or after the 

first day of January of the year 

following the year in which the pro
posed treaty enters into force. 

The proposed treaty specifies that 

the existing agreement between the 

United States and Mexico for the 

avoidance of double taxation on in
come derived from the operation of 

ships or aircraft in international traf
fic that was concluded by exchange of 

notes on August 7, 1989 would termi
nate upon the entry into force of the 

proposed treaty. The provisions of 
that agreement, however, would con
tinue in effect until the corresponding 

provisions of the proposed treaty take 

effect. 

Article 30. Termination 

The proposed treaty would contin
ue in force indefinitely, but either 

country could terminate it by giving 
written notice through diplomatic 
channels at any time after the expira
tion of the 5-year period from the 

date of its entry into force. Termina
tion of the proposed treaty could not 
occur earlier than six months follow

ing the date such written notice is 
given. A termination would be effec
tive with respect to taxes imposed in 

accordance with the articles on divi
dends (Article 10), interest (Article 
11), and royalties (Article 12), for 
amounts paid or credited on or after 

the first day of the second month 
next following the expiration of the 
notification period. In the case of 
other taxes, a termination would be 

effective for taxable periods begin
ning on or after the first day of 
January next following the expiration 
of the notification period. 

Under the proposed treaty, each 
country would be required to notify 
the other when their respective consti
tutional and statutory requirements 

for the entry into force of the pro
posed treaty have been satisfied. The 
treaty would enter into force on the 
date of receipt of the later of such 

noti fications. 
With respect to taxes withheld at 

source (i.e., taxes imposed in accord
ance with Articles 10 (Dividends), 11 

(Interest), and 12 (Royalties», the 

Under the proposed protocol (para
graph 20), the competent authority of 
either the United States or Mexico 
could make a determination that the 

law of the other Contracting State is 



or may be applied in a manner that 
eliminates or significantly limits a 
benefit provided by the proposed 
treaty. If such a determination is 
made, that competent authority 
would inform the competent authori
ty of the other country in a timely 
manner and could request consulta
tions with a view to restoring the 
balance of benefits of the proposed 
treaty. If so requested, the other 
country would be required to begin 
such consultations within three 
months of the date of such request. If 
the two countries are not able to 
agree on a modification to the treaty 
that would restore the balance of 
benefits, the affected country could 
terminate the treaty in the manner 
described above, notwithstanding the 
general limitation that no termination 
could occur during the first five years 
following entry into force. Alterna
tively, that country could take such 
other action regarding the proposed 
treaty as may be permitted under the 
general principles of international 
law. 

IX. TEXT OF THE RESOLUTION 
OF RATIFICATION 

Resolved (two-thirds of the Sena
tors present concurring therein), that 
the Senate advise and consent to the 
ratification of the Convention be
tween the Government of United 
States of America and the Govern
ment of the United Mexican States 
for the Avoidance of Double Taxa
tion and the Prevention of Fiscal 
Evasion With Respect to Taxes on 
Income, together with a related Pro
tocol, signed at Washington on Sep
tember 18, 1992 (Treaty Doc. 103-7), 
subject to the following: 

(a) Reservation: That paragraph 
8(b) of the proposed protocol be 
amended by inserting after "Con
tracting States shall" the following: 
"reopen discussions with a view to 
concluding an additional protocol or 
amendment that would"; and 

(b) Understanding: That, while 
Mexico imposes no excise tax on 
insurance premiums paid to foreign 
insurers and has no immediate plans 
to do so, should Mexico enact such a 
tax in the future, Mexico will waive 
such tax on insurance premiums paid 
to insurers resident in the United 
States. 

TREASURY DEPARTMENT 
TECHNICAL EXPLANATION OF 

THE CONVENTION AND 
PROTOCOL BETWEEN THE 

GOVERNMENT OF THE UNITED 
STATES OF AMERICA AND THE 
GOVERNMENT OF THE UNITED 

MEXICAN STATES FOR THE 
A VOIDANCE OF DOUBLE 

TAXATION AND THE 
PREVENTION OF FISCAL 

EV ASION WITH RESPECT TO 
T AXES ON INCOME, SIGNED AT 
WASHINGTON ON SEPTEMBER 

18, 1992 

INTRODUCTION 

This is a technical explanation of 
the Convention and Protocol between 
the United States and Mexico signed 
on September 18, 1992 ("the Conven
tion"). The Convention is based on 
the U.S. Treasury Department's draft 
Model Income Tax Convention, pub
lished on June 16, 1981 ("the U.S. 
Model"), the Model Double Taxation 
Convention on Income and Capital, 
published by the OECD in 1977 ("the 
OECD Model"), the Model Double 
Taxation Convention published by 
the United Nations in 1980 (the 
"U.N. Model") and recent income 
tax treaty negotiations of both coun
tries. 

The Technical Explanation is an 
official guide to the Convention. It 
reflects the policies behind particular 
Convention provisions, as well as un
derstandings reached with respect to 
the application and interpretation of 
the Convention. 

The explanations of each article 
include explanations of any Protocol 
provisions relating to that article. 

Article 1. GENERAL SCOPE 

Paragraph 1 provides that the Con
vention applies to residents of the 
United States or Mexico, and in some 
cases may apply to residents of third 
States. Article 4 defines residents of 
the United States and Mexico for the 
purposes of the Convention. Exam
ples of cases where the Convention 
may affect residents of third States 
include the articles on non-dis
crimination (Article 25) and the ex
change of information (Article 27). 

Paragraph 2 is the same as the 
corresponding provision in the U.S. 
Model. The Convention may not in
crease the tax burden of residents of 
either country compared to what it 

would be under the respective domes
tic law provisions or under any other 
agreement between the two States. 
Thus, for example, a right to tax 
given by the Convention cannot be 
exercised unless domestic law also 
provides for such a tax; and this 
Convention will not restrict the bene
fits provided by another U.S.-Mexico 
agreement, whether concluded previ
ously or subsequently. This does not 
mean, however, that a taxpayer may 
pick and choose among Internal Rev
enue Code (hereinafter "Code") and 
Convention provisions in an inconsis
tent manner in order to minimize tax. 
For example, assume a resident of 
Mexico has three separate businesses 
in the United States. One is a profit
able permanent establishment. The 
other two are trades or businesses 
that would earn income taxable in 
the United States under the Code but 
that do not meet the permanent es
tablishment threshold tests of the 
Convention; one of these is profit
able, and the other incurs a loss. 
Under the Convention the income of 
the permanent establishment is tax
able, and both the profit and loss of 
the other two businesses are ignored. 
Under the Code all three would be 
taxable. The loss would be offset 
against the profits of the two profit
able ventures. The taxpayer may not 
invoke the Convention to exclude the 
profits of the profitable trade or busi
ness and invoke the Code to claim the 
loss of the loss trade or business 
against the profit of the permanent 
establishment. (See Rev. Rul. 84-17, 
1984-1 C.B. 10.) If the taxpayer 
invokes the Code for the taxation 
of all three ventures, he would not 
be precluded from invoking the Con
vention with respect, for example, to 
any dividend income he may receive 
from the United States which is not 
effectively connected with any of his 
business activities in the United 
States. 

Paragraph 3 contains the tradition
al "saving" clause, which provides 
that each country may tax in accord
ance with its domestic law, without 
regard to the Convention, its resi
dents, citizens, and former citizens 
whose loss of citizenship had tax 
avoidance as one of its principal pur
poses. Although the paragraph is 
drafted reciprocally, Mexico does not 
now tax the income on the basis of 
citizenship. The taxation of former 
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citizens is limited to a period of ten 
years, as provided in section 877 of 

the Code. "Residence", for the pur
pose of the saving clause, is deter

mined under Article 4 (Residence). 
Thus, for example, if an individual 
who is not a U.S. citizen is a resident 
of the United States under the Code, 

e.g., a "green card" holder, and is 
also a resident of Mexico under Mexi
can law, and the tie-breaker rules of 
paragraph 2 of Article 4 determine 

that he is a resident of Mexico, he 

will be entitled to U.S. benefits under 
the Convention. 

As a consequence of the saving 

clause, each article should be read 
as not providing benefits with respect 
to the U.S. taxation of U.S. citi
zens (wherever resident) or residents 

or with respect to Mexico's taxation 

of Mexican citizens or residents. 
However, paragraph 4 provides 

certain exceptions to the saving 

clause. Under subparagraph a), for 
example, U.S. residents and citizens 
are entitled to certain U. S. benefits 
provided under the Convention. 

Those benefits are: the correlative 
adjustments authorized by paragraph 
2 of Article 9; the exemption of social 
security benefits paid by the other 

State and of child support and alimo
ny paid by residents of the other 
State, that are provided in paragraphs 
1 b) and 3 of Article 19; the de

ductibility of certain contributions 
to Mexican charities and the relief 
from expenditure responsibilities 
provided in Article 22; the guarantee 

of a foreign tax credit provided in 
Article 24; the nondiscrimination pro
tection of Article 25; and the compe
tent authority procedures of Article 

26. Mexican residents are entitled to 
the benefits provided by Mexico un
der the same articles (and Mexican 
citizens or former citizens would be 

entitled to the same benefits, if rele
vant). 

Under subparagraph b) certain ad
ditional benefits are available to US 

residents who are neither US citizens 
nor "green card" holders; these are 

the U.S. benefits extended to employ

ees of the Mexican Government under 
Article 20, to visiting students, under 

Article 21, and to members of diplo
matic and consular missions under 

Article 28. This subparagraph also 
applies reciprocally. 
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Article 2. TAXES COVERED BY 

THE CONVENTION 

This Article identifies the taxes to 

which the Convention applies. Para

graphs 1 and 2 are based on the 
OECD model and explain that the 

Convention applies to taxes on in

come; this covers taxes on total in

come or any part of income and 
includes tax on gains derived from 
the alienation of property. The Con

vention does not apply to payroll 
taxes. Nor does it apply to property 
taxes; however, the Convention does 
affect the imposition of Mexico's as

set tax in some instances, as explained 
in the Protocol. 

In the case of the United States, 
the existing taxes to which the Con

vention applies are the Federal in

come taxes imposed by the Internal 
Revenue Code, but not including the 
accumulated earnings tax or personal 

holding company tax (which are con
sidered penalty taxes) or social securi
ty contributions. It also applies to 

certain excise taxes. The excise taxes 

with respect to private foundations 
are covered to the extent necessary to 
implement paragraph 4 of Article 22 
(Exempt Organizations). The Conven

tion also applies to the Federal excise 
taxes imposed on insurance premiums 
paid to foreign insurers, in the case 
of Mexican insurers, but only to the 

extent that the Mexican insurer does 
not reinsure those risks with a person 

not exempt from such taxes. As we 
have discussed in prior consultations 

with the staff of this Committee and 

of the tax-writing Committees, our 
review of Mexico's taxation of the 
income of Mexican insurance compa

nies indicated that it results in a 

burden that is substantial in relation 
to the U.S. tax on U.S. insurance 
companies. It is, therefore, appropri

ate to waive the insurance excise tax 

in the case of Mexico, as in the recent 
Conventions ratified with Germany, 
Spain, Finland, India, and other 

countries. In addition, Article 25 
(Non-Discrimination) applies to all 

taxes imposed at all levels of govern

ment. The exchange of information 
provisions of Article 27 apply to all 

Federal level taxes, e.g. including es
tate and gift and excise taxes, to the 

extent that such information is rele
vant to enforcement of the Conven-

tion or of any covered tax as long as 
the tax in question is applied in a 
manner consistent with the Conven

tion. 
In the case of Mexico, the Conven

tion applies to the income tax im
posed by the Income Tax Law, ampli
fied in the case of Articles 25 

(Non-Discrimination) and 27 (Ex

change of Information) to include all 
taxes and all national level taxes, 
respectively. The assets tax is not a 

covered tax. However, the Protocol 
limits application of the assets tax in 
certain cases where there would be no 

Mexican income tax liability because 

of the Convention (e.g., where there 
is no permanent establishment), and 

it preserves the benefits of the Con
vention in cases where the tax does 

apply. Thus, point 3 of the Protocol 
generally limits application of the as
sets tax to cases where a U.S. resident 
either (i) has a permanent establish

ment in Mexico under Article 5, (ii) 

has real property in Mexico, or (iii) 

leases or otherwise permits a resident 
of Mexico to use property for which 

a "royalty" (as defined in Article 12) 
is paid. Point 6 of the Protocol also 
makes clear that the assets tax may 
not be applied to property used to 

produce profits that are exempt from 
Mexican income tax under Article 8 
(Shipping and Air Transport). 

Under paragraph 4, the Convention 

will apply to any taxes which are 

substantially similar to those enumer
ated in paragraph 3, and which are 
imposed in addition to, or in place 

of, the existing taxes after September 
18, 1992, the date of signature of the 
Convention. Paragraph 4 also pro
vides that the U.S. and Mexican com

petent authorities will notify each 

other of significant changes in their 
taxation laws that are relevant to the 

operation of the Convention, and of 

official published materials that con
cern the application of the Conven

tion. 

Article 3. GENERAL DEFINITIONS 

Paragraph 1 defines a number of 

basic terms used in the Convention. 

Certain others are defined in other 

articles of the Convention. For exam
ple, the term "resident of a Contract

ing State" is defined in Article 4 

(Residence). The term "permanent es

tablishment" is defined in Article 5 



(Permanent Establishment). The 
terms "dividends", "interest" and 
"royalties" are defined in Articles 10, 
11 and 12, which deal with the taxa
tion of those classes of income, re
spectively. 

Subparagraph (a) defines the term 
"person" to include an individual or 
legal person. The latter includes a 
company, a corporation, a trust, a 
partnership, an association, an estate 
and any other body of persons. Any 
"person" may be a "resident" of a 
Contracting State for purposes of Ar
ticle 4 and thus entitled to the bene
fits of the Convention. This list is 
somewhat more expansive than the 
definition in the US Model, but 
it is intended to have the same mean
ing. 

The term "company" is defined in 
subparagraph b) as any entity treated 
as a body corporate for tax purposes. 
For U.S. tax purposes, the rules of 
reg § 301.7701-2 generally will be 
applied to determine whether an enti
ty is a body corporate. 

An "enterprise of a Contracting 
State" is defined, as in the U.S. 
and OECD Models, to mean an en
terprise carried on by a resident of 
Mexico or the United States, as ap
propriate. (Although there is no ex
plicit definition of the term "Con
tracting State", it refers to Mexico or 
the United States according to the 
context.) 

Subparagraph d) defines the term 
"international traffic". The term 
means any transport by a ship or 
aircraft except when such transport is 
solely between places within a Con
tracting State. The exclusion from 
international traffic of transport sole
ly between places within a Contract
ing State means, for example, that 
the transport of goods or passengers 
solely between Miami and New York 
by a Mexican carrier (if it were per
mitted) would not be treated as inter
national traffic, and the resulting in
come would not be exempt from U.S. 
tax under Article 8. It would be 
treated as business profits under Arti
cle 7 and would, therefore, be taxable 
in the United States if attributable to 
a U.S. permanent establishment. If, 
however, goods or passengers are car
ried by a Mexican plane from Mexico 
City to Miami and then to New York 
the trip would be international trans-

port for those that continued to New 
York as well as for those that disem
barked in Miami. 

The "competent authority" is the 
Government official charged with ad
ministering the provisions of the Con
vention and with attempting to re
solve any differences or difficulties 
which may arise in interpreting its 
provisions. The U.S. competent au
thority is the Secretary of the Trea
sury or his authorized representative. 
The Secretary of the Treasury has 
delegated the competent authority 
function to the Commissioner of In
ternal Revenue, who has, in turn, 
redelegated the authority to the Assis
tant Commissioner (International). 
With respect to interpretive issues, the 
Assistant Commissioner acts with the 
concurrence of the Associate Chief 
Counsel (International). In Mexico, 
the competent authority resides in the 
Ministry of Finance and Public Cred
it. In general, that function is delegat
ed to the General Directorate of Rev
enue Policy and International Fiscal 
Affairs. 

The terms "United States" and 
"Mexico" are defined in subpara
graphs 1(f) and (g), respectively. The 
term "United States" means the 
United States as defined in the Code 
(section 7701 (a)(9». Accordingly, the 
term does not include Puerto Rico, 
the U.S. Virgin Islands, Guam or any 
other U.S. possession or territory. It 
includes the fifty states, the District 
of Columbia, and the territorial sea. 
When used geographically, the 
"United States" also includes the 
continental shelf. (See point 1 of the 
Protocol.) It is understood that the 
continental shelf is covered only to 
the extent that any U.S. taxation 
therein is in accordance with interna
tional law and U.S. tax law. Current
ly, U.S. tax law applies on the conti
nental shelf only with respect to the 
exploration for and exploitation of 
mineral resources under section 638 
of the Code. 

The term "Mexico" means Mexico 
as defined in the Federal Fiscal Code. 
When used geographically, "Mexico" 
includes the states thereof and the 
Federal District, the territorial sea 
and the continental shelf. As in the 
case of the United States, it is under
stood that any Mexican taxation on 
its continental shelf must be in ac-

cordance with international law and 
Mexican tax law. 

The term "national" is defined in 
subparagraph h) to include both indi
viduals and legal persons. This term 
is relevant, in particular, to Articles 
20 (Government Service), 25 (Non
discrimination), and 26 (Mutual 
Agreement Procedure). 

Paragraph 2 provides that, in the 
application of the Convention, any 
term used but not defined in the 
Convention will have the meaning 
which it has under the law of the 
Contracting State whose tax is being 
applied, unless the context requires a 
different interpretation. 

Article 4. RESIDENCE 

This Article sets forth rules for 
determining whether a person is a 
resident of a Contracting State for 
purposes of the Convention. Determi
nation of residence is important be
cause, as noted in the explanation to 
Article 1 (General Scope), as a gener
al matter only residents of the Con
tracting States may claim the benefits 
of the Convention. The treaty defini
tion of residence is used for all pur
poses of the Convention, including 
the saving clause of paragraph 3 of 
Article 1 (General Scope), but it is 
used only for purposes of the Con
vention. 

The determination of residence for 
purposes of the Convention looks 
first to domestic law criteria. A per
son subject to tax as a resident or 
domestic entity under the law of one 
of the Contracting States is a resident 
of that State. If that person is not a 
resident of the other Contracting 
State for tax purposes under its do
mestic law criteria, he or it need look 
no further. If such a person is a dual 
resident, paragraph 2 provides a se
ries of tests for assigning a single 
residence to an individual. Dual resi
dent companies are not considered to 
be residents of either country for 
treaty purposes (parargaph 3). 

It is understood that the reference 
in paragraph 1 to persons "liable to 
tax" refers to those subject to the 
taxation laws applicable to residents, 
and is not meant to exclude tax
exempt organizations. Article 22 (Ex
empt Organizations) provides some 
special rules with respect to tax
exempt organizations that are resi-
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lishment or fixed base that the recipi
ent has in the source State; if the 
income is or was attributable to a 
permanent establishment, Article 7 
applies, and if the income is or was 
attributable to a fixed base, the prin
ciples of Article 7 apply. The term 
"permanent establishment" is also 
relevant to the application of the 
Mexican assets tax. As provided in 
point 3 of the Protocol, the assets tax 
in general may only be applied to the 
assets of, a U.S. resident if that 
resident has a Mexican permanent 
establishment. 

This Article is similar in most re
spects to the corresponding Articles 
of the U.S. and OECD Models, but 
includes some departures from those 
Models. 

Paragraph 1 provides the basic def
inition of the term "permanent estab
lishment". As used in the Conven
tion, the term means a fixed place of 
business through which a resident of 
one Contracting State carries on busi
ness activities in the other Contract
ing State. 

Paragraph 2 contains a list of ex
amples of fixed places of business 
that constitute a permanent establish
ment: a place of management, a 
branch, an office, a factory, a work
shop, and a mine, well, quarry or 
other place of extraction of natural 
resources. The use of singular nouns 
in this illustrative list is not meant to 
imply that each such place necessarily 
represents a separate permanent es
tablishment. In the case of mines or 
wells, for example, several such plac
es of business could constitute a sin
gle permanent establishment if the 
project is a whole commercially and 
geographically. (See the following dis
cussion under construction sites and 
drilling operations.) 

Paragraph 3 adds that a building or 
construction site or installation 
project, or an installation or drilling 
rig or ship used to explore for or 
exploit natural resources also consti
tutes a permanent establishment, but 
only if it lasts more than 6 months. 
This is a shorter period than the 12 
months provided for in the U.S. and 
OECD Models. This paragraph fol
lows instead the UN Model. The 6 
month test has been accepted in some 
other U.S. tax treaties, e.g., with 
Spain and Tunisia, and has been 
reduced further in the treaties with 
Indonesia and India. 

The furnishing of supervisory activ
ities at such a site or installation may 
also constitute a permanent establish
ment and is taken into account in 
measuring the 6 month period. The 
addition of the reference to superviso
ry services is not considered a sub
stantive difference from the U.S. or 
OECD Models. The commentary to 
paragraph 3 of Article 5 of the 
OECD Model, which constitutes the 
generally accepted international inter
pretation of the language in that 
paragraph, points out that activities 
of planning and supervision are taken 
into account, as is time spent by 
subcontractors at the site or project, 
in determining whether the general 
contractor has a permanent establish
ment. Supervisory services that do 
not themselves last for more than 6 
months may nonetheless be an inter
related part of a construction, instal
lation, building, or drilling project; in 
that case, the period of time during 
which supervisory services were car
ried on will be added to the time 
during which the construction, instal
lation, building, or drilling is carried 
on for purposes of meeting the 6 
month test. 

The 6 month period applies sepa
rately to each site or project. The 
period begins when work (including 
preparatory work carried on by the 
resident) physically begins in a Con
tracting State. A site should not be 
regarded as ceasing to exist when 
work is temporarily discontinued. A 
series of contracts or projects which 
are interdependent both commercially 
and geographically are to be treated 
as a single project. For example, the 
construction of a housing develop
ment would be considered a single 
project even though each house may 
be constructed for a different pur
chaser. If the 6 month threshold is 
exceeded, the site or project consti
tutes a permanent establishment from 
the first day. Drilling rigs, both on
shore and offshore, are covered by 
the construction site rule, and must, 
therefore, be present in a Contracting 
State for 6 months to constitute a 
permanent establishment. The drilling 
of several wells within the same geo
graphic area and as part of the same 
commercial operation will be consid
ered a single permanent establish
ment. 

Paragraph 4 contains exceptions to 
the general rule of paragraph 1. The 

paragraph lists a number of activities 
which may be carried on through a 
fixed place of business, but that, 
nevertheless, will not give rise to a 
permanent establishment. Using facil
ities or maintaining a supply of goods 
or merchandise solely to store, dis
play, or deliver goods or merchandise 
belonging to an enterprise will not 
constitute a permanent establishment 
of that enterprise. Similarly, main
taining a supply of goods or mer
chandise solely for the purpose of 
processing by another enterprise will 
not give rise to a permanent establish
ment of the enterprise owning the 
goods or merchandise. (See, however, 
the discussion below about paragraph 
5 and its treatment of certain depen
dent agents that process goods on 
behalf of an enterprise using assets 
furnished by the enterprise.) The 
maintenance of a fixed place of busi
ness solely for purchasing goods or 
collecting information for the enter
prise, or for carrying out any other 
activity of a preparatory or auxiliary 
character for the enterprise, such as 
advertising, supplying information, 
conducting scientific research, or 
placing loans will not constitute a 
permanent establishment of the enter
prise. A combination of such activi
ties will not constitute a perma
nent establishment, provided that the 
aggregate activity is of a preparatory 
or auxiliary character for the enter
prise. 

The exclusion of an office used for 
preparations relating to the placement 
of loans is not in the U.S. or OECD 
Models. It refers to representative 
offices in Mexico of U.S. banks, 
which generally are not allowed under 
current Mexican banking law to ac
cept deposits or otherwise conduct a 
banking business in Mexico. In such 
cases, loans from the U.S. home 
office to Mexican borrowers will not 
be attributable to a permanent estab
lishment in Mexico, and the interest 
paid will be subject to Mexican tax in 
accordance with Article 11 (Interest). 
It is expected that U.S. banks may be 
able to establish branches in Mexico 
that will be permanent establishments 
taxable in accordance with Article 7 
(Business Profits). 

Paragraphs 5, 6 and 7 specify when 
the use of an agent will constitute a 
permanent establishment. Under sub
paragraph (a) of paragraph 5, a de
pendent agent of an enterprise will be 
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gross amount. When the Mexican 
corporate tax rate was 42 percent, 
this represented a 50 percent pre
sumed expense allowance. At a rate 
of 35 percent, it amounts to a 40 
percent deduction for expenses. And 
if the Mexican rate is reduced to 34 
percent, as has been proposed, the 21 
percent tax on gross income will re
flect presumed expenses of 38 per
cent.) This paragraph will permit 
U.S. residents to be taxed on a net 
basis, like Mexican corporations. If 
they so elect, they must be able to 
document expenses, and must forego 
the presumed expense deduction. 

Point 3 of the Protocol provides 
that, in applying its asset tax to 
immovable property, Mexico shall al
low a credit for the gross income tax 
which would have applied under its 
statutory rules (21 percent at the time 
the treaty was signed), even if the 
U.S. owner elects to pay tax on the 
net income. This credit is available 
only if less than 50 percent of the 
U.S. owner's gross income from the 
property is used, directly or indirect
ly, to meet liabilities to persons who 
are not United States residents; other
wise Mexican (or third country) own
ers of Mexican immovable property 
could avoid the asset tax by making 
the U.S. resident the nominal owner 
of the property, while retaining bene
ficial ownership in Mexico (or in the 
third country). 

Article 7. BUSINESS PROFITS 

This Article provides the rules for 
the taxation by a Contracting State of 
the business profits of a resident of 
the other Contracting State. The gen
eral rule is found in paragraph 1, that 
business profits of a resident of one 
Contracting State may not be taxed 
by the other Contracting State unless 
the resident carries on or has carried 
on business in that other Contracting 
State through a permanent establish
ment (as defined in Article 5 (Perma
nent Establishment» situated in the 
latter State. Where that condition is 
met, the State in which the permanent 
establishment is situated may tax the 
business profits attributable to the 
assets or activity of that permanent 
establishment. That State may also 
tax the business profits derived from 
the sales of goods or merchandise of 
the same or· similar kind as those sold 

through the permanent establishment. 
The latter rule, which comes from the 
U.N. Model, amounts to a partial 
"force of attraction", by attributing 
to the permanent establishment home 
office sales of the same or similar 
goods as those sold through the per
manent establishment, even if, under 
paragraph 5 of this Article, the assets 
and activities of the permanent estab
lishment were not involved in the 
sale. This limited "force of attrac
tion" rule is frequently requested by 
developing countries to prevent avoid
ance of their tax at source. It has 
been agreed to in some other U.S. in
come tax treaties, such as those with 
India and Indonesia, although it is 
not in the U.S. Model and does not 
represent the preferred U. S. policy. 
In this Convention it is subject to the 
significant qualification that the limit
ed force of attraction will not apply if 
the enterprise demonstrates that the 
sales were not made from the home 
office to avoid the tax on profits at
tributable to a permanent establish
ment. For example, it may be more 
efficient for a U.S. company based in 
San Diego and having a permanent 
establishment in Mexico City to sell 
goods to Tijuana directly from San 
Diego, whereas that may not be the 
case with respect to sales to Mexico 
City. 

Paragraph 2 provides that the Con
tracting States will attribute to a per
manent establishment the profits that 
it would be expected to make if it 
were an independent entity, engaged 
in the same or similar activities under 
the same or similar conditions. Prof
its so attributable to a permanent 
establishment are taxable in the State 
where the permanent establishment is 
situated or was situated at the time 
the profits were made. This rule in
corporates the rule of section 
864(c)(6) of the Internal Revenue 
Code with respect to deferred pay
ments. If the income was attributable 
to the assets or activities of a perma
nent establishment when earned, it is 
taxable by the State where the perma
nent establishment was located, even 
if receipt of the income is deferred 
until the permanent establishment has 
ceased to exist. 

The profits attributable to a perma
nent establishment may be from 
sources within or without a Contract-

ing State. Thus, certain items of for
eign source income described in sec
tion 864(c)(4)(B) or (C) of the Code 
may be attributed to a U.S. perma
nent establishment of a Mexican resi
dent and subject to tax in the United 
States. The concept of "attributable 
to" in the Convention is narrower 
than the concept of "effectively con
nected" in section 864(c) of the Code. 
The limited "force of attraction" rule 
in Code section 864(c)(3), therefore, 
is not applicable under the Conven
tion to the extent that it is broader 
than the rule of subparagraph (b) of 
paragraph 1 of this Article. 

Paragraph 3 provides that the tax 
base must be reduced by deductions 
for expenses incurred for the pur
poses of the permanent establishment. 
These include expenses directly in
curred by the permanent establish
ment and a reasonable allocation of 
expenses incurred by the home office, 
as long as the expenses were incurred 
on behalf of the company as a whole, 
or a part of it which includes the 
permanent establishment. Allocable 
expenses would include executive and 
general administrative expenses, re
search and development expenses, in
terest, and charges for management, 
consultancy, or technical assistance, 
wherever incurred and without regard 
to whether they are actually reim
bursed by the permanent establish
ment. However, as clarified in point 5 
of the Protocol, no double deduction 
is allowed, i.e. expenses included in 
the cost of goods sold or reflected in 
other charges deductible by the per
manent establishment may not be in
cluded in the amount of expenses to 
be allocated in part to the permanent 
establishment. 

Paragraph 3 also clarifies, as does 
the UN Model and the commentary 
to the OECD Model, that a perma
nent establishment may not take de
ductions for royalties, fees, commis
sions, or service fees paid to its home 
office other than amounts which rep
resent reimbursement of actual ex
penses incurred by the home office. 
Since the permanent establishment 
and home office are parts of a single 
entity, there should be no profit ele
ment in such intra-company transfers. 
The same rule applies to interest on 
an intra-company loan, with the ex
ception that a Contracting State may 
permit a branch bank to deduct an 
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empt the income from tax, even if 
attributable to a permanent establish
ment in that State. 

Income from the rental of ships or 
planes on a full basis for use in 
international traffic is considered op
erating income and is covered under 
paragraph 1. Income from the bare
boat leasing of ships or planes is also 
exempt from tax at source if the ships 
or aircraft are used is international 
traffic by the lessee and if the rental 
income to the lessor is accessory to 
income derived by the lessor from 
operating ships or planes in interna
tional traffic. The profits referred to 
in paragraph 1 do not, however, in
clude accessory profits derived from 
the furnishing of overnight accommo
dations by an international shipping 
or airline enterprise. Nor does para
graph 1 apply to profits derived by 
such an enterprise from furnishing 
other means of transport, such as 
inland transport by truck or rail, that 
the international operating company 
provides directly. If inland transport 
from the port of entry to the final 
destination is subcontracted by the 
international carrier to a domestic 
enterprise, no profit will be attributed 
to the international carrier for that 
portion of the transport. (The domes
tic carrier will, of course, be subject 
to tax on its profit.) Mexico was not 
prepared to permit a U.S. company 
to provide such inland transport with
out incurring tax in the same manner 
as a domestic company. Similarly, 
Mexico was not willing to extend the 
exemption provided by this Article to 
include income from international 
transport by truck or rail, as is done 
in the U.S. treaty with Canada. 

Paragraph 3 provides that income 
from the use of containers in interna
tional traffic and from the use of 
related equipment for the transport of 
such containers is exempt from tax at 
source under this Article, whether 
derived by an operating company or 
by a leasing company. The use of 
containers and related equipment in
cludes charges for the rental of the 
equipment and charges for its delayed 
return. 

Paragraph 4 clarifies that the ex
emptions provided by paragraphs 1 
and 3 apply to profits from participa
tion in a pool, joint business, or 
international transportation operating 
agency. For example, if a Mexican 
airline were to form a consortium 

with other national airlines, the share 
of the income derived from U.S. 
sources accruing to the Mexican par
ticipant would be covered by this 
Article. 

Point 6 of the Protocol provides 
that the Mexican assets tax will not 
apply to assets used by residents of 
the United States to produce profits 
that are exempt from Mexican income 
tax under this Article. 

When this Article takes effect, the 
provisions of the exchange of notes 
of August 7, 1989, concerning recip
rocal exemption of international ship
ping and airline income will cease to 
apply. It was the request of Mexico 
that the Convention replace the 1989 
note rather than having both docu
ments apply simultaneously. 

Article 9. ASSOCIATED ENTER
PRISES 

This Article provides that, when 
residents of the two Contracting 
States that are related persons engage 
in transactions that are not at arm's 
length, the Contracting States may 
make appropriate adjustments to the 
taxable income and tax liability of 
such persons to reflect the income or 
tax with respect to such transactions 
that each would have had if the 
transaction between them had been at 
arm's length. 

Paragraph 1 deals with the circum
stance where an enterprise of a Con
tracting State is associated with an 
enterprise of the other Contracting 
State and those associated enterprises 
make arrangements or impose condi
tions in their commercial or financial 
relations that differ from those that 
would be made at arm's length. Para
graph 1 provides that, under those 
circumstances, either Contracting 
State may adjust the income (or loss) 
of the enterprise that is a resident of 
that State to reflect the income that 
would have been taken into account 
in the absence of such a relationship. 
The paragraph specifies what the 
term "associated enterprises" means 
in this context. An enterprise of one 
Contracting State is associated with 
an enterprise of the other Contracting 
State if either participates directly or 
indirectly in the management, con
trol, or capital of the other. The two 
enterprises are also associated if there 
is a "brother-sister" type connection 
between them in that a third person 
or persons participate directly or indi-

rectly in the management, control, or 
capital of both. The term "control" 
includes any kind of control, whether 
or not legally enforceable and howev
er exercised or exercisable. 

Paragraph 2 provides that, where a 
Contracting State has made an ad
justment that is consistent with the 
provisions of paragraph 1, and the 
other Contracting State agrees that 
the amount of the adjustment is ap
propriate to reflect arm's-length con
ditions, that other State is obligated 
to make a corresponding adjustment 
to the tax liability of the related 
person in that other State in accord
ance with the provisions of paragraph 
2 of Article 26 (Mutual Agreement 
Procedure). That paragraph imposes 
certain time limits within which the 
competent authority must be notified 
of the case and within which agree
ment on the adjustment must be 
reached. The Contracting State mak
ing the correlative adjustment will 
take into account the other provisions 
of the Convention, where relevant. 

The saving clause of paragraph 3 
of Article 1 (General Scope) does not 
apply to this paragraph. (See Article 
1 (4)(a).) Thus, even if the statute of 
limitations has run, or there is a 
closing agreement between the Inter
nal Revenue Service and the taxpayer, 
a refund of tax may be required to 
implement a correlative adjustment. 
Statutory or procedural limitations, 
however, cannot be overridden to im
pose additional tax, because, under 
paragraph 2 of Article 1 (General 
Scope), the Convention cannot re
strict any statutory benefit. 

Point 7 of the Protocol provides 
that the benefits of the correlative 
adjustment required by paragraph 2 
shall not apply if the misstatement of 
profits which gave rise to the initial 
adjustment was the result of fraud, 
gross negligence, or willful default. 

Paragraph 3 preserves the rights of 
the Contracting States to apply inter
nal law provisions relating to adjust
ments between related parties. Such 
adjustments-the distribution, appor
tionment, or allocation of income, 
deductions, credits or allowances-are 
permitted even if they are different 
from, or go beyond, those authorized 
by paragraph 1 of the Article, so long 
as they accord with the general princi
ples of paragraph 1, i.e., that the 
adjustment reflects what would have 

1994-2 C.B. 497 



of one Contracting State to a resident 
of the other Contracting State. 

Paragraph 1 preserves the residence 
country's general right to tax its resi
dents on interest arising in the other 
State. The same result is achieved by 
the saving clause of paragraph 3 of 
Article 1 (General Scope). 

Paragraphs 2, 3, and 4 limit the 
right of the source State to tax inter
est beneficially owned by a resident 
of the other State. However, the re
duced rates do not apply to interest 
paid with respect to back-to-back 
loans. Such interest will continue to 
be taxed in accordance with the do
mestic law of the source State. 

Paragraph 3 specifies the rates that 
may be imposed at source during the 
first five years from the date on 
which this Article takes effect (see 
Article 29 (Entry Into Force». During 
that period, interest on loans from 
banks and insurance companies, and 
interest on bonds or other securities 
that are regularly and substantially 
traded on a recognized securities mar
ket may be taxed at 10 percent of the 
gross amount of interest paid. (A 
recognized securities market for this 
purpose is defined in point 15 b) of 
the Protocol.) This rate applies to a 
bank or insurance company that is 
the beneficial owner of the interest, 
whether or not the bank or insurance 
company was the original creditor on 
the loan; it does not apply to interest 
beneficially owned by another person 
even if the loan was originally grant
ed by a bank or insurance company. 

During the first five years other 
interest, except that exempt from tax 
at source under paragraph 4, is sub
ject to a maximum tax at source of 
15 percent of the gross interest. 

At the end of five years, the rates 
specified in paragraph 2 will apply. 
The 10 percent rate applicable to 
interest on loans by banks and insur
ance companies (except back-to-back 
loans) and interest on publicly traded 
securities will drop to 4.9 percent. 
The effect of the 4.9 percent is to 
ensure that the interest is not "high 
withholding tax interest" for pur
poses of the V.S. foreign tax credit 
limitation but rather financial services 
income or passive income, as applica
ble. The 15 percent rate will drop to 
10 percent for interest paid by banks 
and interest paid to a seller to finance 
the purchase of machinery and equip
ment, but will remain at 15 percent 

for all other categories of interest. In 
the case of suppliers' credits, the 10 
percent rate only applies to the origi
nal seller of the goods. If the loan is 
transferred, the rate will be either 4.9 
percent, if the loan is acquired by a 
bank or insurance company, or 15 
percent, if acquired by another per
son. (See point 10 b) of the Proto
col.) 

Paragraph 4 specifies certain cate
gories of interest that, notwithstand
ing the provisions of paragraphs 2 
and 3, are exempt from tax at source 
when the beneficial owner is a resi
dent of the other Contracting State. 
Those categories are: (i) interest paid 
to or by either Contracting State or a 
political subdivision or local authori
ty thereof, (ii) interest beneficially 
owned by a tax exempt pension plan, 
provided that such pension plan is 
generally exempt from income taxa
tion in its residence State and more 
than half of its beneficiaries are 
entitled to benefits of the Conven
tion (see paragraph 1 e) of Article 17 
(Limitation on Benefits», and (iii) 
interest on loans of three years or 
longer that are made, guaranteed, or 
insured by a specified public lending 
institution. The specified Mexican in
stitutions are the Banco Nacional de 
Comercio Exterior, S.N.C., and the 
Nacional Financiera, S.N.C. The 
specified V.S. institutions are the 
Export-Import Bank and the Over
seas Private Investment Corporation. 

In the absence of the Convention, 
Mexico's withholding ratcs on interest 
paid to nonresidents are currently 35 
percent, 21 percent, and 15 percent, 
depending upon the type of debt 
involved and on the identity of its 
holder. Mexico also exempts certain 
interest from income taxation. In gen
eral the treaty exemptions correspond 
to the statutory exemptions of Mexi
can law, and the categories of debt to 
which the reduced rates apply reflect 
the Mexican statutory categories. The 
general V.S. statutory rate is 30 per
cent, with an exemption for portfolio 
interest. 

The reduced rates of paragraphs 2, 
3 and 4 do not apply to an excess 
inclusion with respect to a residual 
interest in a V.S. Real Estate Mort
gage Investment Conduit 
("REMIC"), which will be taxed at 
the rate provided by V .S. domestic 
law. Point 10 a) of the Protocol is 

drafted to also permit Mexico to 
apply its domestic law if it in future 
develops a product identical to a 
REMIC. Further, the Protocol pro
vides for consultations by the compe
tent authorities as to the desirability 
of extending this rule to a substantial
ly similar entity or instrument devel
oped in future by either or both 
Contracting States. 

Paragraph 5 defines the term "in
terest", as used in the Convention, 
to include income from debt claims 
of every kind, as well as income 
treated as income from money lent 
by the taxation law of the source 
State. In particular, income from 
government securities, income from 
bonds or debentures, and any premi
ums or prizes attaching to such secu
rities, bonds or debentures are con
sidered interest. Interest on bank 
deposits and on loans secured by 
mortgages is also covered. Point 9 of 
the Protocol clarifies that this defini
tion does not override any domestic 
law distinction between debt and eq
uity. The definition does not refer to 
penalties and fines for late payment. 
Thus, such amounts will be imposed 
in accordance with domestic law and 
may be taxed in at source under 
Article 23 (Other Income). 

Paragraph 6 provides an exception 
from the rules of paragraphs 1, 2, 
and 3 in cases where the beneficial 
owner of the interest, who is a resi
dent of one Contracting State, carries 
on business through a permanent es
tablishment in the other Contracting 
State or performs independent per
sonal services through a fixed base 
situated in that other State and the 
interest arises in that other State and 
is attributable to that permanent es
tablishment or fixed base. In such a 
case, the income is taxable to the 
permanent establishment or fixed 
base in accordance with the provi
sions of Article 7 (Business Profits) 
or Article 14 (Independent Personal 
Services). This rule applies even if the 
permanent establishment or fixed 
base no longer exists when the inter
est is received, as long as the interest 
was attributable to the permanent 
establishment or fixed base when 
earned. 

This paragraph does not affect the 
exemptions provided in paragraph 4. 
The interest described in paragraph 4 
is exempt from tax at source even if 
attributable to a permanent establish-
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ment. However, payments for the use 
of equipment covered by Article 6 
(Immovable Property), such as equip
ment used in agriculture or forestry, 
are covered by that Article. Payments 
for the leasing of containers used in 
international transport and payments 
for certain leasing of ships and air
craft used in international transport 
are covered by Article 8 (Shipping 
and Air Transport). In financial leas
es, if the interest component is identi
fied separately in the contract, Mexi
co taxes only the interest component 
and applies the relevant rate from 
Article 11 (Interest). 

Point 11 of the Protocol clarifies 
that the reference to "information 
concerning industrial, commercial or 
scientific experience" is to be inter
preted in accordance with paragraph 
12 of the Commentary on Article 12 
of the OECD Model, which distin
guishes between information as em
bodied in know-how and the perfor
mance of technical services. 

The definition of royalties also in
cludes gains from the alienation of 
any royalty-producing right or prop
erty that are contingent on the pro
ductivity, use, or disposition of the 
property; as a consequence, such 
amounts may be taxed at source in 
accordance with this Article rather 
than being exempt from tax at source 
under Article 13 (Capital Gains). 

Paragraph 4 provides an exception 
to paragraphs 1 and 2 in cases where 
the beneficial owner of the royalties, 
who is a resident of one Contracting 
State, carries on business through a 
permanent establishment in the other 
Contracting State or performs inde
pendent personal services through a 
fixed base in that other State and the 
royalties arise in that other State and 
are attributable to that permanent 
establishment or fixed base. In such a 
case, the royalties are taxable to the 
permanent establishment or fixed 
base in accordance with the provi
sions of Article 7 (Business Profits) 
or Article 14 (Independent Personal 
Services). This rule applies even if the 
permanent establishment or fixed 
base no longer exists when the royal
ties are received, as long as the royal
ties were attributable to the perma
nent establishment or fixed base when 
earned. 

Paragraph 5 provides that, if, as a 
result of a special relationship be
tween persons, the amount paid is 

excessive, Article 12 applies only to 
the amount that would have been 
paid absent such special relationship 
(i.e., an arm's length royalty pay
ment). Any excess amount of royal
ties paid remains taxable according to 
the laws of the source State, with due 
regard to the other provisions of the 
Convention. If, for example, the ex
cess amount is treated as a distribu
tion of profits under the source 
State's law, such excess amount will 
be taxed as a dividend rather than as 
a royalty payment, but the tax im
posed on the dividend payment will 
be subject to the rate limitations of 
paragraphs 2 and 3 of Article 10 
(Dividends). 

Paragraph 6 provides a source rule. 
Royalties are, in the first instance, 
deemed to arise in a Contracting 
State if paid by a resident of that 
State, including the State itself, unless 
the royalties are borne by a perma
nent establishment or a fixed base in 
the other Contracting State, in which 
case the source is that other State. 
Royalties in general are considered 
borne by a permanent establishment 
or fixed base if deductible in comput
ing the taxable income of that perma
nent establishment or fixed base. If 
royalties are neither paid by a resi
dent of either State nor borne by a 
permanent establishment or fixed 
base in either State, but they relate to 
the use of a right or property in one 
of the Contracting States, the source 
will be in the State where the right or 
property is used. For example, if a 
Mexican resident were to license a 
patent to a resident of Panama for 
use in the Vnited States, the royalty 
paid by the Panamanian licensee to 
the Mexican owner of the patent 
would be V.S. source income under 
this Article, subject to the 10 percent 
rate provided in paragraph 2. 

Article 13. CAPITAL GAINS 

This Article provides rules govern
ing when a Contracting State may tax 
capital gains derived by a resident of 
the other Contracting State. 

Paragraph 1 provides that each 
State may tax gains on the alienation 
of immovable property situated in 
that State. The Convention does not 
interfere with the domestic law rules 
on the taxation of such gains, other 

-than to require nondiscriminatory 
treatment under Article 25 (Non
Discrimination). 

Paragraph 2 elaborates on the rule 
of paragraph 1 by explaining that 
"immovable property" includes not 
only such property held directly, but 
also an interest in a partnership, trust 
or estate to the extent that its assets 
consist of real property, shares or 
comparable interests in a legal person 
if at least 50 percent by value of the 
assets of that legal person consist (or 
consisted) or immovable property, 
and any other right that confers the 
use or enjoyment of immovable prop
erty. Thus, for example, the sale of 
time shares for the use of vacation 
property in a Contracting State could 
give rise to a gain taxable by that 
State under this Article. Point 12 of 
the Protocol confirms that, in the 
case of the Vnited States, immovable 
property includes a V.S. real property 
interest. 

Paragraph 3 provides that gain 
from the alienation of personal prop
erty comprising part of the assets of a 
permanent establishment or fixed 
base that a resident of one Contract
ing State has or had in the other 
Contracting State may be taxed by 
the State where the permanent estab
lishment or fixed base is or was 
located. This rule preserves the V.S. 
tax imposed by Code section 864(c)(7) 
with respect to gain from the subse
quent disposition of assets that were 
formerly used in a V.S. trade or 
business, except that the treaty substi
tutes a permanent establishment 
threshold. 

Paragraph 4 provides a rule that, 
together with point 13 of the Proto
col, is similar to the corresponding 
provision in the V.S.-Spain income 
tax treaty. It permits Mexico to con
tinue to impose its tax on the gain 
derived by V.S. residents on the 
alienation of shares in Mexican com
panies or other legal entities, but 
limits that tax to cases where the 
person disposing of the shares had a 
direct or indirect participation of at 
least 25 percent in the capital of the 
Mexican company or other legal enti
ty at any time during the 12 months 
preceding the disposition. Point 13 of 
the Protocol further limits imposition 
of this tax in certain corporate reor
ganizations. The tax permitted by 
paragraph 4 may not be assessed in 
cases of transfers within a consolidat
ed group when (i) both transferor and 
transferee are residents of the same 
State, (ii) there is an 80 percent or 
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ment in the other State may also be 
taxed by that other State, subject to 
the conditions specified in paragraph 
2. 

Under paragraph 2, a Contracting 
State may tax remuneration derived 
by a resident of the other State from 
services performed in the first State 
unless three conditions are satisfied: 
(1) the individual is present in that 
State for a period or periods not 
exceeding 183 days in twelve months; 
(2) the remuneration is paid by, or on 
behalf of, an employer who is not a 
resident of that Contracting State; 
and (3) the remuneration is not borne 
as a deductible expense by a perma
nent establishment or fixed base that 
the employer has in that State. The 
twelve month period must include the 
period in which the income was 
earned. All three conditions must be 
satisfied for the remuneration to be 
exempt from tax in the source State. 
If a foreign employer pays the salary 
of an employee, but a host country 
corporation or permanent establish
ment reimburses the foreign employer 
and deducts such reimbursement, nei
ther condition (2) nor (3), as the case 
may be, will be considered to have 
been fulfilled. Conditions (2) and (3) 
are intended to assure that a Con
tracting State will not be required 
both to allow a deduction to the 
payor for the amount paid and to 
exempt the employee on the amount 
received. 

Unlike the U.S. and OECD Mod
els, this Convention does not provide 
a special rule for the taxation of 
members of the crew of international 
airlines and shipping companies. They 
are taxable in accordance with the 
provisions of paragraphs 1 and 2. 

Article 16. DIRECTORS' FEES 

This Article provides that a Con
tracting State may tax the fees paid 
by a company that is a resident of 
that State to a resident of the other 
Contracting State for services as a 
director or overseer of the company, 
if the services are performed in the 
first State or in any third State. The 
reference to an "overseer" is meant 
to include persons who are not direc
tors but who oversee, i.e. look out 
for, the shareholders' interests with
out engaging in day to day manage
ment functions. Mexican corporations 
frequently hire such persons. 

This rule is a compromise between 
the positions of the OECD Model, 
which permits the taxation of such 
fees in accordance with domestic law, 
and the U.S. Model, which treats 
such fees as employment income un
der Articles 14 (Independent Personal 
Services) or 15 (Dependent Personal 
Services). In this case, Mexico is per
mitted to tax such fees paid by a 
Mexican company to its U.S. resident 
directors or overseers, provided that 
the services are performed outside the 
United States. As a consequence, the 
director or overseer will have foreign 
source income against which to credit 
the Mexican tax. Notwithstanding this 
Article, the United States will tax 
directors' fees for personal services 
rendered by Mexican resident direc
tors of U.S. corporations only to the 
extent that the services are performed 
in the United States (and the remu
neration is therefore sourced in the 
United States). Mexico generally taxes 
such fees whenever the paying compa
ny is a resident of Mexico. 

Article 17. LIMITATION ON BENE
FITS 

Article 17 assures that source basis 
tax benefits granted by a Contracting 
State pursuant to the Convention are 
limited to the intended beneficiaries
residents of the other Contracting 
State who have a substantial presence 
in, or business nexus with, that State. 
Absent this Article, if a resident of a 
third State were to organize a corpo
ration in a Contracting State for the 
purpose of deriving treaty-benefitted 
income from the other Contracting 
State, the entity would generally be 
entitled to benefits as a resident of a 
Contracting State, subject to any lim
itations imposed by the domestic law 
of the source State (e.g., business 
purpose, substance-over-form, step 
transaction or conduit principles). 

The structure of the Article is as 
follows: Paragraph 1 lists a series of 
attributes of a resident of a Contract
ing State the presence of anyone of 
which will entitle that person to bene
fits of the Convention in the other 
Contracting State. Subparagraphs d) 
iii) and g) of paragraph 1 expand the 
usual list of such attributes to extend 
benefits of the Convention to resi
dents of any country that is a party 
to the North American Free Trade 
Agreement ("NAFTA"; currently, 
the parties are the United States, 

Mexico, and Canada) once that agree
ment enters into force. Paragraph 2 
further provides that benefits may be 
granted to a person not entitled to 
benefits under the tests of paragraph 
1 if the competent authority of the 
source State determines that it is ap
propriate to provide benefits in that 
case. Point 15 of the Protocol defines 
certain terms and conditions of the 
Article. 

The first category of residents of a 
Contracting State eligible for treaty 
benefits from the other Contracting 
State consists of individuals. It is 
unlikely that individuals can be used 
to derive treaty-benefitted income on 
behalf of a third-country person, be
cause the articles of the Convention 
providing such benefits require that 
the beneficial owner of the income, 
not just the recipient, be a resident of 
a Contracting State. 

The second category of qualifying 
residents is comprised of the Con
tracting States themselves or political 
subdivisions or local authorities there
of. 

The third category consists of busi
nesses that are engaged in the active 
conduct of a trade or business in the 
residence State and derive income 
from the other Contracting State in 
connection with, or incidental to, that 
trade or business. For this purpose, 
the business of making or managing 
investments is not considered an ac
tive business unless carried on by a 
bank or insurance company as part of 
its banking or insurance activities. 
Point 15 a) of the Protocol explains 
that the term "trade or business," in 
the case of Mexico, refers to a perma
nent establishment as defined in Me
xico's Income Tax Law. As described 
in the discussion of Article llA 
(Branch Tax), Mexican domestic law 
uses the term "permanent establish
ment" in a way that is analogous to 
the use of the term "trade or busi
ness" under U.S. tax law and that 
differs from the meaning of that term 
under the Convention. 

The fourth category consists of 
companies whose shares are regularly 
traded in substantial volume on an 
officially recognized securities ex
change (hereafter referred to as "pub
licly traded"). Point 15 b) of the 
Protocol defines "recognized securi
ties exchange". It currently covers 
U.S. and Mexican exchanges, but per
mits the competent authorities to 
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the taxpayer has improperly interpret
ed a particular subparagraph and is 
not entitled to the benefits claimed. 

Paragraph 2 permits the competent 
authority of the State in which in
come arises to grant treaty benefits in 
additional cases, even if they do not 
meet the safe harbor standards of 
paragraph 1 (or the information is 
not available to make such a determi
nation). This discretionary provision 
is included in recognition that, with 
the increasing scope and diversity of 
international economic relations, 
there may be cases where significant 
participation by third country resi
dents in an enterprise of a Contract
ing State is warranted by sound busi
ness practice and does not indicate a 
motive of attempting to derive unin
tended treaty benefits. 

Article 18. ARTISTES AND ATH
LETES 

This Article deals with the taxation 
of remuneration derived by artistes 
(i.e. performing artists and entertain
ers) and athletes who are residents of 
a Contracting State from the perfor
mance of their services as such in the 
other Contracting State. As explained 
in point 16 of the Protocol, such 
remuneration includes remuneration 
for personal activities relating to the 
individual's reputation as an enter
tainer or athlete, such as compensa
tion for services performed in person
al endorsements of commercial 
products. This Article does not apply 
to the remuneration of other persons 
involved in a performance or athletic 
event, such as technicians, managers, 
or coaches. 

Paragraph 1 overrides the provi
sions of Articles 14 (Independent Per
sonal Services) and 15 (Dependent 
Personal Services) to provide that an 
individual covered by this Article who 
would be exempt from tax in the 
State where the services are per
formed under the terms of Articles 14 
or 15 may, nevertheless, be taxed in 
that State if the gross remuneration, 
including reimbursed expenses, ex
ceeds u.S. $3,000 or its equivalent in 
Mexican currency during the taxable 
year. Anyone receiving more than the 
$3,000 gross income amount is sub
ject to tax on the full amount, in 
accordance with the provisions of do
mestic law of the source country. 
Since it is often difficult to determine 
the annual amount of remuneration 

until the year has ended, the para
graph explicitly authorizes a tentative 
withholding of tax. Individuals enti
tled to exemption under this para
graph may claim a refund, and those 
subject to tax may apply the with
holding against their final tax liabili
ty. 

This represents a compromise be
tween the position of the OECD and 
UN Models, which provide for imme
diate taxation at source of entertain
ers and athletes, and the 1981 U.S. 
Model, which seeks to preserve a 
threshold of gross income below 
which modestly paid entertainers and 
athletes will be treated the same as 
persons performing other services 
covered solely under Articles 14 or 
15. In this case, the threshold is lower 
than in the 1981 U.S. Model. Howev
er, paragraph 3 of this Article pro
vides a special exemption at source of 
the remuneration of entertainers or 
athletes whose visit is substantially 
supported by public funds of their 
State of residence or a political subdi
vision or local authority thereof. It is 
understood that the competent au
thorities may consult as to which 
visits meet this standard. 

Paragraph 2 is intended to deal 
with the potential for abuse when 
income from a performance accrues 
to a person other than the performer. 
For example, an entertainer perform
ing as an "employee" of a closely 
held company not having a perma
nent establishment in the source State 
may be able to avoid tax at source by 
taking a salary below the threshold 
amount and diverting the remainder 
to a company of which he is the sole 
or principal owner. Paragraph 2 pro
vides that, when an entertainer or 
athlete retains a beneficial interest in 
income that derives from his personal 
activities but accrues to another per
son, that other person may be subject 
to taxation on such income by the 
State of source, notwithstanding the 
provisions of Articles 7 (Business 
Profits), 14 (Independent Personal 
Services), and 15 (Dependent Person
al Services). For purposes of this 
paragraph, an entertainer or athlete is 
considered to retain a beneficial inter
est in performance income accruing 
to another person unless the individu
al can establish that neither he nor 
any person related to him partici
pates, directly or indirectly, in the 

profits of such other person in any 
manner. 

As mentioned above, paragraph 3 
provides an independent exemption 
from taxation at source of the remu
neration of entertainers and athletes 
whose visits are substantially support
ed by public funds of their country of 
residence or a political subdivision or 
local authority thereof. 

Article 19. PENSIONS, ANNU
ITIES, ALIMONY, AND CHILD 
SUPPORT 

Except as provided in Article 20 
(Government Service), pensions and 
similar remuneration in consideration 
of past employment may be taxed 
only by the Contracting State of 
which the beneficial owner is, at the 
time of receipt, a resident. It is un
derstood that the services need not 
have been performed by the beneficial 
owner of the pension; for example, a 
pension paid to a surviving spouse 
who is a resident of Mexico would be 
exempt from tax by the United States 
on the same basis as if the right to 
the pension had been earned directly 
by the surviving spouse. A pension 
may be paid in installments or in a 
lump sum. 

In contrast, except as provided in 
Article 20 (Government Service), so
cial security benefits and other public 
pensions paid by a Contracting State 
may be taxed only in the paying 
State. This rule is an exception to the 
saving clause of paragraph 3 of Arti
cle 1 (General Scope). Thus, a Mexi
can social security benefit will be 
exempt from U.S. tax even if the 
beneficiary is a U.S. resident or a 
U.S. citizen (whether resident in the 
United States, Mexico, or a third 
country). 

Annuities derived and beneficially 
owned by an individual resident of a 
Contracting State may be taxed only 
by that State. This provision is in
tended to cover traditional annuity 
arrangements which provide retire
ment benefits to individuals. It is not 
intended to exempt from tax at 
source income from arrangements 
that are a variation of traditional 
annuities and that accrues to corpora
tions or other legal persons. 

Alimony and child support pay
ments made by a resident of one 
Contracting State to a resident of the 
other State may be taxed only in the 
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those charities by a U.S. private 
foundation will not constitute a "tax
able expenditure" under section 4945 
of the Code; as a result, the U.S. 
private foundation will not be re
quired to exercise so-called "expendi
ture responsibilities" with respect to 
such contributions. 

The provisions of this Article are 
exceptions to the saving clause of 
paragraph 3 of Article 1 (General 
Scope) in that they call for certain 
treatment by a Contracting State of 
its own citizens or residents. Thus, 
both States are required, even when 
domestic law would not do so, to 
permit a deduction to their citizens or 
residents for contributions to the oth
er State's exempt organizations that 
are recognized as charitable under the 
Convention. 

The provisions of Article 22 were 
considered a desirable way to encour
age contributions by U.S. residents to 
small Mexican charities that would 
have difficulty in organizing a U.S. 
entity through which contributions 
could be directed, or in satisfying the 
administrative requirements for recog
nition as a foreign corporation eligi
ble for treatment as a "public chari
ty" in the United States. Article 22 
also enables taxpayers living and op
erating at the border to support or
ganizations across the border from 
which they derive benefits. The physi
cal, proximity of Mexico and the 
United States provides a unique cir
cumstance for the reciprocal recogni
tion of tax-exempt organizations. 

Paragraph 1 provides that a tax
exempt organization resident in a 
Contracting State that is operated 
exclusively for religious, scientific, lit
erary, educational, or other charitable 
purposes will be exempt from income 
tax in the other Contracting State on 
items of income that would be ex
empt from tax in the other Contract
ing State, under its laws, if the organ
ization were recognized by that other 
State as being entitled to exemption 
from tax. Under Paragraph a) of 
Point 17 of the Protocol, the compe
tent authorities of each Contracting 
State will accept the certification of 
the other State as to the status of a 
resident of that other State as an 
organization exempt from tax. 

Paragraph 2 sets the standards for 
deductibility of contributions by a 
resident of the U.S. to a charitable 
organization resident in Mexico. It 

provides that if the Contracting States 
agree that Mexico's standards for or
ganizations authorized to receive de
ductible contributions are essentially 
equivalent to the United States' stan
dards for status as a public charity, 
then an organization that Mexico de
termines has met its standards shall 
be treated as a public charity in the 
United States for two purposes: (1) 
receiving grants from United States 
private foundations and (2) receiving 
deductible charitable contributions 
from residents or citizens of the Unit
ed States. In 1992, Mexico adopted 
standards for the tax-exemption of 
charitable organizations that are mod
eled on United States tax laws gov
erning exempt organizations. Para
graph b) of Point 17 of the Protocol 
reflects that the United States has 
examined Mexico's new standards for 
organizations authorized to receive 
deductible contributions, contained in 
Article 70-B of the Mexican Income 
Tax Law, and determined that those 
standards are essentially equivalent to 
the United States' standards for pub
lic charities. Thus, although para
graph 2 is not itself self-executing, the 
Protocol brings its provisions into 
effect immediately upon entry into 
force of the Convention. However, 
the United States competent authority 
retains the right, after consultation 
with the competent authority of Mex
ico, to deny the benefits of paragraph 
2 to an organization resident in Mexi
co even though the tax authorities of 
Mexico have found that the organiza
tion qualifies under Article 70-B, if 
the circumstances of a case or cases 
warrant. Mexican and U.S. tax ad
ministrators also expect to continue 
to cooperate to provide common 
guidance for taxpayers and common 
enforcement standards. 

The deductibility of a contribution 
by a U.S. taxpayer to a Mexican 
charitable organization is subject to 
the limitations under U.S. law appli
cable to contributions to U.S. public 
charities. These limitations include, in 
particular, the percentage and other 
limitations under Code section 170 
and the overall limitation on itemized 
deductions under Code section 68. 
The amount of the deduction for a 
U.S. taxpayer's contributions to Mex
ican charities is limited to the U.S. 
taxpayer's Mexican source income, as 
determined under the Convention, 
and the general limitations under 

U.S. law (for example, the percentage 
limitations of section 170) are applied 
to this amount. Any amounts. treated 
as charitable contributions under this 
paragraph that are in excess of the 
amounts deductible in a taxable year 
may be carried over and deducted in 
subsequent taxable years subject to 
the limitations of this paragraph. 

Paragraph b) of Point 17 of the 
Protocol also reflects that Mexico has 
reviewed the U.S. standards for pub
licly supported organizations under 
sections 509(a)(1) and (2) of the Code 
and determined that they are essen
tially equivalent to Mexico's stan
dards for organizations authorized to 
receive deductible contributions. This 
conclusion does not, however, pertain 
to religious organizations, which, al
though eligible for charitable status in 
the U.S., are not entitled to receive 
deductible contributions under Mexi
can law. 

Paragraph 3 provides rules for pur
poses of Mexican taxation with re
spect to the deductibility of gifts to a 
U.S. resident organization by a resi
dent of Mexico. The rules of para
graph 3 parallel the rules of para
graph 2. 

Paragraph 4 provides an exemption 
from U.S. excise taxes on private 
foundations in the case of religious, 
scientific, literary, educational or oth
er charitable organization that is a 
resident of Mexico and which has 
received substantially all its support 
from persons other than citizens or 
residents of the United States. These 
excise taxes are generally imposed by 
Chapter 42 of subtitle D of the Code. 
To claim benefits under this para
graph a Mexican non-profit organiza
tion must also meet the requirements 
of paragraph l(e) or 2 of Article 17 
(Limitation on Benefits). 

Article 23. OTHER INCOME 

This Article provides the rules for 
the taxation of items of income de
rived by a resident of a Contracting 
State from sources in the other Con
tracting State that are not dealt with 
in the other articles of the Conven
tion, such as lottery winnings, puni
tive damages, cancellation of indebt
edness income, [income from 
financial products such as swaps, and 
forward and futures contracts). Such 
income may be taxed in the State in 
which it arises. Income ansmg in a 
third State is not dealt with in this 
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taxation of his worldwide income in 
the first-mentioned State are not in 
the same circumstances. Thus, the 
United States is not required to pro
vide equal income tax treatment of a 
U.S. citizen resident in a third coun
try and a Mexican citizen resident in 
the same third country. 

Paragraph 2 of the Article provides 
that a permanent establishment in a 
Contracting State of a resident of the 
other Contracting State may not be 
less favorably taxed in the first
mentioned State than an enterprise of 
that first-mentioned State carrying on 
the same activities. Neither Contract
ing State is required to provide to 
residents of the other Contracting 
State the same personal exemptions 
and deductions that it provides to its 
own residents to take account of 
marital status or family responsibili
ties. 

Section 1446 of the Code imposes 
on any partnership with income 
which is effectively connected with a 
U.S. trade or business the obligation 
to withhold tax on amounts allocable 
to a foreign partner. In the context of 
the Convention, this obligation ap
plies with respect to a Mexican resi
dent partner's share of the partner
ship income attributable to a U.S. 
permanent establishment. There is no 
similar obligation with respect to the 
distributive shares of U.S. resident 
partners. It is understood, however, 
that this distinction is not a form of 
discrimination within the meaning of 
paragraphs 1 and 2 of the Article. No 
distinction is made between U.S. and 
Mexican partnerships. The require
ment to withhold on the Mexican and 
not the U.S. partner's share is not 
discriminatory taxation, but, like oth
er withholding on non-resident aliens, 
is a reasonable method for the collec
tion of tax from persons who are not 
continually present in the United 
States, and as to whom it may other
wise be difficult for the United States 
to enforce its tax jurisdiction. If tax 
has been over-withheld, the partner 
can, as in other cases of over
withholding, file for a refund. 

Paragraph 3 specifies that no provi
sion of the Article will prevent either 
Contracting State from imposing the 
branch taxes described in Article llA 
(Branch Tax). Nor does the Article 
prevent Mexico from denying a de
duction for presumed expenses related 
to income from real property to an 

individual resident of the United 
States who elects to deduct actual 
expenses in computing the Mexican 
tax on such income, as provided for 
in paragraph 5 of Article 6 (Income 
from Immovable Property (Real 
Property». 

Paragraph 4 prohibits discrimina
tion in the allowance of deductions. 
When a resident of a Contracting 
State pays interest or royalties or 
makes other disbursements to a resi
dent of the other Contracting State, 
the first-mentioned Contracting State 
must allow a deduction for those 
payments in computing the taxable 
profits of the enterprise under the 
same conditions as if the payment 
had been made to a resident of the 
first-mentioned State. An exception 
to this rule is provided in cases where 
the payment is excessive, as described 
in paragraph 1 of Article 9 (Associ
ated Enterprises), paragraph 8 of Ar
ticle 11 (Interest), or paragraph 5 of 
Article 12 (Royalties). The term 
"other disbursements" is understood 
to include a reasonable allocation of 
executive and general administrative 
expenses, research and development 
expenses and other expenses incurred 
for the benefit of a group of related 
persons which includes the person 
incurring the expense. 

Paragraph 5 requires that a Con
tracting State not impose other or 
more burdensome taxation or con
nected requirements on a company 
that is a resident of that State but 
that is wholly or partly owned or 
controlled, directly or indirectly, by 
one or more residents of the other 
Contracting State, than the taxation 
or connected requirements that it im
poses on similar resident companies 
owned by residents of the first
mentioned State or of a third State. It 
is understood that the U.S. rules that 
impose tax on a liquidating distribu
tion of a U.S. subsidiary of a Mexi
can company and the rule restricting 
the use of small business corporations 
to U.S. citizens and resident alien 
shareholders do not violate the provi
sions of this Article. 

Paragraph 6 provides that, notwith
standing the specification of taxes 
covered by the Convention in Article 
2 (Taxes Covered), the nondiscrimina
tion protection provided by this Arti
cle applies to taxes of every kind and 
description imposed at all levels of 
government. Customs duties are not 

considered taxes for this purpose. 
The saving clause of paragraph 3 

of Article 1 (General Scope) does not 
apply to this Article, by virtue of the 
exceptions in paragraph 4(a) of Arti
cle 1. Thus, for example, a U.S. 
citizen who is resident in Mexico may 
claim benefits in the United States 
under this Article. 

Article 26. MUTUAL AGREEMENT 
PROCEDURE 

This Article provides for coopera
tion between the competent authori
ties of the Contracting States to re
solve disputes that may arise under 
the Convention and to resolve cases 
of double taxation not provided for 
in the Convention. 

Paragraph 1 provides that, where a 
person considers that the actions of 
one or both Contracting States will 
result for him in taxation which is not 
in accordance with the Convention, 
he may present his case to the compe
tent authority of his State of resi
dence or citizenship. It is not neces
sary for a person first to have 
exhausted the remedies provided un
der the national laws of the Contract
ing States before presenting a case to 
the competent authorities. 

Paragraph 2 provides that, if the 
competent authority of the Contract
ing State to which the case is present
ed considers the case to have merit, 
and if it cannot reach a unilateral 
solution, it will seek agreement with 
the competent authority of the other 
Contracting State to avoid taxation 
not in accordance with the Conven
tion. However, the case must be 
brought to the attention of the com
petent authority of the other State 
within four and a half years from the 
due date or the date of filing of the 
return in that other State, whichever 
is later. This time limit was intro
duced to accommodate Mexico's five 
year limit in which to exercise its 
audit powers. In order to keep open a 
case beyond that time, Mexico must 
be notified in time to have initiated 
an audit within five years of the later 
of the due date or the filing date. The 
treaty ensures that Mexico will be 
given at least six months advance 
notice before expiration of the five 
year period. If a case is brought 
within that time period and an agree
ment is reached by the competent 
authorities, the agreement will be im-
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been completed. The Convention will 
enter into force on the date of the 
later of such notifications. 

The effective date of the provisions 
of the Convention concerning taxes 
on dividends, interest, and royalties 
imposed in accordance with Articles 
10, 11, or 12, depend on whether the 
Convention enters into force during 
the first or second half of the calen
dar year. If it enters into force during 
the first six months, the effective date 
of those provisions is with respect to 
amounts paid or credited on or after 
the first day of the second month 
after the entry into force. If the 
Convention enters into force later 
than June 30 of any calendar year, 
the effective date of those provisions 
is with respect to amounts paid or 
credited on or after the first day of 
the following January. 

With respect to all other taxes, the 
provisions of the Convention will 
take effect for taxable periods begin
ning on or after the first of January 
of the year following the year in 
which the Convention enters into 
force. 

Once the provisions of this Con
vention take effect, as provided in 
paragraph 2 b), the provisions of the 
exchange of notes of August 7, 1989 
on reciprocal exemption of income 
from the international operation of 
ships or aircraft shall cease to apply. 
It was Mexico's preference not to 
have two outstanding agreements on 
the same subject matter, and to rely 
on the treaty provisions once they are 
in effect. 

Article 30. TERMINATION 

The Convention is to remain in 
effect indefinitely, unless terminated 
by one of the Contracting States in 
accordance with the provisions of this 
Article. The Convention may be ter
minated at any time after 5 years 
from the date of its entry into force, 
provided that written notice has been 
given through diplomatic channels at 
least six months in advance. If such 
notice is given, the Convention will 
cease to apply in respect of taxes 
withheld on dividends, interest and 
royalties paid or credited on or after 
the first day of the second month 
following the six month period and 
with respect to other taxes for taxable 
periods beginning on or after the first 
of January following the six month 
period. Thus, for example, if notice 

of termination is given after June 30 
of a given year, the termination will 
not generally be effective as of the 
following January 1, since the notice 
period must last for at least six 
months. 

Point 30 of the Protocol relates to 
unilateral termination of the Conven
tion by a Contracting State before the 
expiration of the five year minimum 
period provided for in paragraph 1 of 
Article 30. This provision was includ
ed at the request of Mexico to ad
dress the possibility of future U.S. 
legislative provisions overriding one 
or more treaty provisions. If that 
occurs in either Contracting State, 
and if the effect is to significantly 
limit a benefit provided by the Con
vention, the other State may request 
consultations with a view to modify
ing the Convention to restore the 
balance of benefits. The first State 
shall accede to such request by begin
ning consultations within three 
months of the request. If the States 
are unable to agree on how to modify 
the Convention to restore the balance 
of benefits, the affected State may 
terminate the Convention in accord
ance with Article 30 even if it has not 
been in force for five years. 

Neither this provision nor Article 
30 prevents the Contracting States 
from entering into a new bilateral 
agreement that supersedes, amends, 
or terminates provisions of the Con
vention either prior to the expiration 
of the five year period or without the 
six month notification period. 

PROTOCOL 

The provisions of the Protocol are 
an integral part of the Convention. 
Each has been described in the discus
sion of the Article to which it refers. 

Application of New Treaty with the 
Netherlands 

Notice 94-85 

A new Income Tax Convention be
tween the United States and the Neth
erlands entered into force on January 
1, 1994. Article 26 (Limitation On 
Benefits) of the convention provides 
that a person resident in one of the 
States (other than an individual, 
state, political subdivision or local 
authority thereof) that derives income 
from the other State shall be entitled 
to all the benefits of the convention 
in the other State only if such person 

meets any of the tests enumerated in 
Article 26. Thus, a Dutch resident 
claiming the benefits of the conven
tion (Taxpayer) may be required to 
demonstrate its entitlement to those 
benefits under one of the tests in 
Article 26. 

To assist a Taxpayer in determining 
whether it is entitled to the benefits 
of the convention, the Competent 
Authorities of the United States and 
the Netherlands, in joint consultation, 
have developed a pilot certification 
procedure. Pursuant to this proce
dure, a Taxpayer may request, using 
Form IB 93 USA (the text of which 
appears following this notice), that 
the Dutch tax authorities review evi
dence presented and certify that one 
of the tests in Article 26 is met. 

The Dutch Competent Authority 
will send a copy of each completed 
Form IB 93 USA to the Internal Reve
nue Service along with the statements 
and documents prescribed in the in
structions to the form. The Dutch 
Competent Authority, upon request, 
will furnish to the U.S. Competent 
Authority the documentary evidence 
relied on by the Dutch Tax Inspector. 
Absent material changes in a Taxpay
er's facts and circumstances, a Form 
IB 93 USA is valid for the entire 
calendar year for which it is issued. 

Following certification by the 
Dutch Tax Inspector, a Taxpayer may 
use a Form IB 93 USA as an attach
ment to each Form 1001 (Ownership, 
Exemption, or Reduced Rate Certifi
cate) or other appropriate U.S. form 
as support for its position regarding 
entitlement to the benefits of the con
vention. Form IB 93 USA is an op
tional supplement to the U.S. forms 
and may not be used in lieu of such 
forms. Rather, Form IB 93 USA may 
only be used together with a Form 
1001 (or other appropriate U.S. 
form). 

Under current law, a withholding 
agent may rely on a properly com
pleted and filed Form 1001 (or other 
appropriate U.S. form) with respect 
to a claim for treaty benefits in the 
absence of actual knowledge or rea
son to know otherwise. Rev. Rul. 
85-4, 1985-1, C.B. 294 and Rev. Rul. 
76-224, 1976-1, C.B. 268. Under this 
"actual knowledge or reason to 
know" standard, a withholding agent 
receiving a Form 1001 (or other ap
propriate U.S. form) from a Taxpay
er may question whether a Taxpayer 
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is entitled to the benefits of the con
vention. A Form IB 93 USA attached 
to the Form 1001 (or other appropriate 
U.S. form) will provide information 
helpful in determining the validity of a 
Taxpayer's claim. A withholding agent 
may rely on a properly completed and 
filed Form 1001 (or other appropriate 
U.S. form) to which a Form IB 93 
USA signed by the taxpayer and the 
Dutch Tax Inspector is attached in the 
absence of actual knowledge or reason 
to know otherwise. 

512 1994-2 C.B. 

A Taxpayer that does not meet any 
of the tests in paragraphs one 
through six in Article 26 may request 
a written determination from the U.S. 
Competent Authority that it is never
theless entitled to the benefits of the 
convention on the basis of Article 
26(7). Prior to obtaining this determi
nation from the U.S. Competent Au
thority, such a Taxpayer may not 
submit a Form IB 93 USA to a 
withholding agent or make any other 
use of that form. 

Form IB 93 USA is not available 
through the Internal Revenue Service. 
It can be obtained by sending a 
request to: Belastingdienst/Logistiek 
Centrum, Postbus 9050, 7300 OM 
Apeldoorn, the Netherlands. 

The principal author of this notice 
is Monique van Herksen of the Office 
of the Associate Chief Counsel (Inter
national). For further information re
garding this notice contact Ms. van 
Herksen at (202) 622-3880 (not a 
toll-free call). 



1ST COPY FOR THE U.S. 
TAX AUTHORITIES 

This form (hereafter referred to as form "IB 93 USA") may be filled in by the beneficial owner of items of income 
from U.S. sources (in the following: "the applicant") to demonstrate to the withholding agent (unless that agent has 
actual knowledge or reason to know otherwise) and to the U.S. tax authorities that the conditions of article 26, and, if 
appropriate, those of article 12, paragraph 8, or article 13, paragraph 6, of the Convention of 18 December 1992 
between the Netherlands and the United States of America for the avoidance of double taxation are satisfied and that 
the applicant is entitled to the benefits of the Convention. 

Important! 

Before filling in this form, please read the instructions on the back of the fourth copy. 
Note: this form is intended only for residents of the Netherlands other than 

-individuals (article 26, paragraph 1, subparagraph a of the Convention) 
-the State or a political subdivision thereof or a local authority thereof (article 26, paragraph 1, 

subparagraph b of the Convention). 

N.B. The flow chart in annex I (IB 93-2B*IPL USA) to form "IB 93 USA", parts I-X is a simplified 
version of the text of article 26. The flow chart in annex I to form "IB 93 USA", part XI is based on 
the text of article 12, paragraph 8, and article 13, paragraph 6, of the Convention. Please consult the 
flow chart in annex I to form "IB 93 USA" and the full text of the Convention when filling in this 
form. Any further questions can be addressed to the Inspector in whose jurisdiction the applicant is a 
resident. Data of the immediately preceding taxable year may be used when filling in this form, unless 
the applicant knows or has reason to know that changes will occur or have occurred in the facts and 
circumstances during the taxable year under consideration, which changes might affect the issuing of a 
statement for the taxable year under consideration. 

Please do not forget to fill in the list of estimated annual amounts of United States source passive 
income for which treaty benefits are claimed. This list is attached to the first copy of this form. 

1. Full name, address, telephone number and "Landelijk Vast Nummer" (fiscal number) of applicant: 

(in capital letters) 

2. a. 0 The applicant does not meet one of the tests laid down in paragraphs 1 through 6 of article 26 (see 
question 4), but instead has obtained a favourable determination from the U.S. competent authority for 
the application of the safety-valve provision laid down in article 26, paragraph 7, of the Convention. (See 
point 3 of the instructions on the back of the fourth copy) 
Go to question 3. 

b. 0 A previous statement was issued for the applicant by the competent Dutch Inspector stating that the 
conditions of article 26 and, if appropriate, the conditions of article 12, paragraph 8, or article 13, 
paragraph 6, of the Convention are satisfied. 
Go to question 3. 

c. 0 The applicant has not obtained a favourable determination from the U.S. competent authority for the 
application of the safety-valve provision, nor was a previous statement issued for the applicant by the 
competent Dutch Inspector. 
Go to question 4. 

(please tick as appropriate) 
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3. Have there been any important changes in facts and circumstances since the date on which the previous statement 
was issued by the competent Dutch Inspector, or, if no such previous statement was issued, since t~e f~vourable 
determination has been obtained from the U.S. competent authority, which could affect the Issumg of a 
(subsequent) statement, or which could affect the test on which the issuing of a statement has been, or will be, 
based? (Please tick as appropriate) 
o No. In the situation where a previous statement was issued by the competent Dutch Inspector, please-tick 

questions 4 and/or, if appropriate, question 5 of this form in the same manner as was done in the form 
requesting the issuing of the previous statement. 

o Yes. Go to question 4 and, if appropriate, 5. (See however point 4 and 5 of the instructions on the back of the 
fourth copy) 

4. The applicant satisfies the conditions as laid down in article 26 of the Convention in: 
(Please tick as appropriate) 

0 paragraph 1, subparagraph c(i) (direct stock-exchange test) See part I. 

0 paragraph 1, subp. c(ii) or (iii) (indirect stock-exchange test) " II. 

0 paragraph 1, subparagraph c(iv) (indirect stock-exchange test for 
conduit companies) " III. 

0 paragraph 1, subparagraph d (shareholder test) " IV. 

0 paragraph 4 (EC shareholder test) " V. 

0 paragraph 1, subparagraph e (exempt organisations) /I VI. 

0 paragraph 2 (activity test) /I VII. 

0 paragraph 3 (head-office test) " VIII. 

0 paragraph 6 (test for shipping and air 
transport companies) /I IX. 

5. The applicant satisfies the conditions of one of the tests mentioned under question 4, or has obtained a favourable 
determination from the U.S. competent authority for application of the safety-valve provision (question 2), and 
derives interest or royalty income from the United States of America that is: 
(Please tick as appropriate) 
a. 0 not attributable to a permanent establishment of the applicant in a third state and thus not subject to tax 

in the United States of America, or 
b. 0 attributable to a permanent establishment of the applicant in a third state and not subject to tax in the 

United States of America, since the applicant, in the case of interest income, satisfies the conditions of 
article 12, paragraph 8, and, in the case of royalty income, satisfies the conditions of article 13, paragraph 
6, of the Convention, or 

c. 0 attributable to a permanent establishment of the applicant in a third state and subject to tax in the United 
States of America at a rate of no more than 15 percent, since the applicant, in the case of interest income, 
does not satisfy the conditions of article 12, paragraph 8, respectively, in the case of royalty income, does 
not satisfy the conditions of article 13, paragraph 6, of the Convention. 

Place Date .................................... . 

Signature of the applicant .................................................................... 

(do not write below this line) 

STATEMENT BY THE COMPETENT DUTCH INSPECTOR 

I state that, to the best of my knowledge, the above information, the attached list of the applicable statements and of 
the actual documentation reviewed, and the facts and circumstances which have been presented to support this 
st~tement are .correct and adequate. This statement is valid only for the whole of the calendar year 19 .... However, it 
WIll become Invalid at the moment that during this calendar year a change in facts or circumstances causes the 
applicant to be entitled to the treaty benefits no longer. 

(Stamp) 
Date: ........................................ 

Signature: ...................................... 
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List of estimated annual amounts of United States source passive income for which treaty benefits are claimed. 

Passive income information 
(Please tick as appropriate) 

Type of passive income expected to be derived from the United States during the calendar year for which this form "IB 
93 USA" has been issued. 

o Dividends 
Estimated annual amount 
o Under $100,000 
o $100,000 to $ 500,000 
o $500,000 to $1,000,000 
o over $1,000,000 

o Interest 
Estimated annual amount 
o Under $100,000 
o $100,000 to $ 500,000 
o $500,000 to $1,000,000 
o over $1,000,000 

o Royalties 
Estimated annual amount 
o Under $100,000 
o $100,000 to $ 500,000 
o $500,000 to $1,000,000 
o over $1,000,000 

Types and amounts of passive income received from the United States during the calendar years preceding the calendar 
year for which this form "IB 93 USA" has been issued and for which treaty benefits were claimed: 

Year Type Amount 
--
the third preceding year Dividends $ 

Interest $ 
Royalties $ 

the second preceding year Dividends $ 
Interest $ 
Royalties $ 

the first preceding year Dividends $ 
Interest $ 
Royalties $ 
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2ND COpy FOR THE PERSON LIABLE TO 
WITHHOLD TAX 

This form (hereafter referred to as form "IB 93 USA") may be filled in by the beneficial owner of items of income 
from U.S. sources (in the following: "the applicant") to demonstrate to the withholding agent (unless that agent has 
actual knowledge or reason to know otherwise) and to the U.S. tax authorities that the conditions of article 26, and, if 
appropriate, those of article 12, paragraph 8, or article l3, paragraph 6, of the Convention of 18 December 1992 
between the Netherlands and the United States of America for the avoidance of double taxation are satisfied and that 
the applicant is entitled to the benefits of the Convention. 

Important! 

Before filling in this form, please read the instructions on the back of the fourth copy. 
Note: this form is intended only for residents of the Netherlands other than 

-individuals (article 26, paragraph 1, subparagraph a of the Convention) 
-the State or a political subdivision thereof or a local authority thereof (article 26, paragraph 1, 

subparagraph b of the Convention). 

N.B. The flow chart in annex I (IB 93-2B*IPL USA) to form "IB 93 USA", parts I-X is a simplified 
version of the text of article 26. 
The flow chart in annex I to form "IB 93 USA", part XI is based on the text of article 12, paragraph 
8, and article l3, paragraph 6, of the Convention. Please consult the flow chart in annex I to form 
"IB 93 USA" and the full text of the Convention when filling in this form. Any further questions can 
be addressed to the Inspector in whose jurisdiction the applicant is a resident. Data of the immediately 
preceding taxable year may be used when filling in this form, unless the applicant knows or has reason 
to know that changes will occur or have occurred in the facts and circumstances during the taxable 
year under consideration, which changes might affect the issuing of a statement for the taxable year 
under consideration. 

1. Full name, address, telephone number and "Landelijk Vast Nummer" (fiscal number) of applicant: 

..................................................................................... 

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .... 
(in capital letters) 

2. a. 0 The applicant does not meet one of the tests laid down in paragraphs 1 through 6 of article 26 (see 
question 4), but instead has obtained a favourable determination from the U.S. competent authority for 
the application of the safety-valve provision laid down in article 26, paragraph 7, of the Convention. (See 
point 3 of the instructions on the back of the fourth copy) 
Go to question 3. 

b. 0 A previous statement was issued for the applicant by the competent Dutch Inspector stating that the 
conditions of article 26 and, if appropriate, the conditions of article 12, paragraph 8, or article 13, 
paragraph 6, of the Convention are satisfied. 
Go to question 3. 

c. 0 The applicant has not obtained a favourable determination from the U.S. competent authority for the 
application of the safety-valve provision, nor was a previous statement issued for the applicant by the 
competent Dutch Inspector. 
Go to question 4. 

(please tick as appropriate) 
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3. Have there been any important changes in facts and circumstances since the date on which the previous statement 
was issued by the competent Dutch Inspector, or, if no such previous statement was issued, since the favourable 
determination has been obtained from the U.S. competent authority, which could affect the issuing of a 
(subsequent) statement, or which could affect the test on which the issuing of a statement has been, or will be, 
based? (Please tick as appropriate) 
o No. In the situation where a previous statement was issued by the competent Dutch Inspector, please-tick 

questions 4 and/or, if appropriate, question 5 of this form in the same manner as was done in the form 
requesting the issuing of the previous statement. 

o Yes. Go to question 4 and, if appropriate, 5. (See however point 4 and 5 of the instructions on the back of the 
fourth copy) 

4. The applicant satisfies the conditions as laid down in article 26 of the Convention in: 
(Please tick as appropriate) 

o paragraph 1, subparagraph c(i) 
o paragraph 1, subp. c(ii) or (iii) 
o paragraph 1, subparagraph c(iv) 

o 
o 
o 
o 
o 
o 

paragraph 1, subparagraph d 
paragraph 4 
paragraph 1, subparagraph e 
paragraph 2 
paragraph 3 
paragraph 6 

(direct stock-exchange test) 
(indirect stock-exchange test) 
(indirect stock-exchange test for 
conduit companies) 
(shareholder test) 
(EC shareholder test) 
(exempt organisations) 
(activity test) 
(head-office test) 
(test for shipping and air 
transport companies) 

See part I. 
/I II. 

/I 

/I 

/I 

/I 

/I 

/I 

/I 

III. 
IV. 
V. 
VI. 
VII. 
VIII. 

IX. 

5. The applicant satisfies the conditions of one of the tests mentioned under question 4, or has obtained a favourable 
determination from the U.S. competent authority for application of the safety-valve provision (question 2), and 
derives interest or royalty income from the United States of America that is: 
(Please tick as appropriate) 

a. 0 not attributable to a permanent establishment of the applicant in a third state and thus not subject to tax 
in the United States of America, or 

b. 0 attributable to a permanent establishment of the applicant in a third state and not subject to tax in the 
United States of America, since the applicant, in the case of interest income, satisfies the conditions of 
article 12, paragraph 8, and, in the case of royalty income, satisfies the conditions of article 13, paragraph 
6, of the Convention, or 

c. 0 attributable to a permanent establishment of the applicant in a third state and subject to tax in the United 
States of America at a rate of no more than 15 percent, since the applicant, in the case of interest income, 
does not satisfy the conditions of article 12, paragraph 8, respectively, in the case of royalty income, does 
not satisfy the conditions of article 13, paragraph 6, of the Convention. 

Place Date .................................... . 

Signature of the applicant 

(do not write below this line) 

STATEMENT BY THE COMPETENT DUTCH INSPECTOR 

I state that, to the best of my knowledge, the above information, as well as the facts and circumstances which have 
been presented to support this statement are correct and adequate. This statement is valid only for the whole of the 
calendar year 19 .... However, it will become invalid at the moment that during this calendar year a change in facts or 
circumstances causes the applicant to be entitled to the treaty benefits no longer. 

(Stamp) 
Date: 

Signature: ..................................... . 
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3RD COpy FOR THE DUTCH TAX AUTHORITIES 

This form (hereafter referred to as form "IB 93 USA") may be filled in by the beneficial owner of items of income 
from U.S. sources (in the following: "the applicant") to demonstrate to the withholding agent (unless that agent has 
actual knowledge or reason to know otherwise) and to the U.S. tax authorities that the conditions of article 26, and, if 
appropriate, those of article 12, paragraph 8, or article 13, paragraph 6, of the Convention of 18 December 1992 
between the Netherlands and the United States of America for the avoidance of double taxation are satisfied and that 
the applicant is entitled to the benefits of the Convention. 

Important! 

Before filling in this form, please read the instructions on the back of the fourth copy. 
Note: this form is intended only for residents of the Netherlands other than 

-individuals (article 26, paragraph 1, subparagraph a of the Convention) 
-the State or a political subdivision thereof or a local authority thereof (article 26, paragraph 1, 

subparagraph b of the Convention). 

N.B. The flow chart in annex I (IB 93-2B*IPL USA) to form "IB 93 USA", parts I-X is a simplified 
version of the text of article 26. The flow chart in annex I to form "IB 93 USA", part XI is based on 
the text of article 12, paragraph 8, and article 13, paragraph 6, of the Convention. Please consult the 
flow chart in annex I to form "IB 93 USA" and the full text of the Convention when filling in this 
form. Any further questions can be addressed to the Inspector in whose jurisdiction the applicant is a 
resident. Data of the immediately preceding taxable year may be used when filling in this form, unless 
the applicant knows or has reason to know that changes will occur or have occurred in the facts and 
circumstances during the taxable year under consideration, which changes might affect the issuing of a 
statement for the taxable year under consideration. 

1. Full name, address, telephone number and "Landelijk Vast Nummer" (fiscal number) of applicant: 

,. ................................................................................... . 

. . . . . .. . . . . .. . . . . . . . . . . . .. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .... 
(in capital letters) 

2. a. 0 The applicant does not meet one of the tests laid down in paragraphs 1 through 6 of article 26 (see 
question 4), but instead has obtained a favourable determination from the U.S. competent authority for 
the application of the safety-valve provision laid down in article 26, paragraph 7, of the Convention. (See 
point 3 of the instructions on the back of the fourth copy) 
Go to question 3. 

b. 0 A previous statement was issued for the applicant by the competent Dutch Inspector stating that the 
conditions of article 26 and, if appropriate, the conditions of article 12, paragraph 8, or article 13, 
paragraph 6, of the Convention are satisfied. 
Go to question 3. 

c. 0 The applicant has not obtained a favourable determination from the U.S. competent authority for the 
application of the safety-valve provision, nor was a previous statement issued for the applicant by the 
competent Dutch Inspector. 
Go to question 4. 

(please tick as appropriate) 
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3. Have there been any important changes in facts and circumstances since the date on which the previous statement 
was issued by the competent Dutch Inspector, or, if no such previous statement was issued, since the favourable 
determination has been obtained from the U.S. competent authority, which could affect the issuing of a 
(subsequent) statement, or which could affect the test on which the issuing of a statement has been, or will be, 
based? (Please tick as appropriate) 

4. 

a No. In the situation where a previous statement was issued by the competent Dutch Inspector, please-tick 
questions 4 and/or, if appropriate, question 5 of this form in the same manner as was done in the form 
requesting the issuing of the previous statement. 

a Yes. Go to question 4 and, if appropriate, 5. (See however point 4 and 5 of the instructions on the back of the 
fourth copy) 

The applicant satisfies the conditions as laid down in article 26 of the Convention in: 
(Please tick as appropriate) 

a paragraph 1, subparagraph c(i) (direct stock-exchange test) See part I. 
a paragraph 1, subp. c(ii) or (iii) (indirect stock-exchange test) " II. 
0 paragraph 1, subparagraph c(iv) (indirect stock-exchange test for 

conduit companies) " III. 
a paragraph 1, subparagraph d (shareholder test) " IV. 
a paragraph 4 (EC shareholder test) " V. 
a paragraph 1, subparagraph e (exempt organisations) " VI. 
a paragraph 2 (activity test) " VII. 
a paragraph 3 (head-office test) " VIII. 
a paragraph 6 (test for shipping and air 

transport companies) " IX. 

5. The applicant satisfies the conditions of one of the tests mentioned under question 4, or has obtained a favourable 
determination from the U.S. competent authority for application of the safety-valve provision (question 2), and 
derives interest or royalty income from the United States of America that is: 
(Please tick as appropriate) 

a. 0 not attributable to a permanent establishment of the applicant in a third state and thus not subject to tax 
in the United States of America, or 

b. 0 attributable to a permanent establishment of the applicant in a third state and not subject to tax in the 
United States of America, since the applicant, in the case of interest income, satisfies the conditions of 
article 12, paragraph 8, respectively, in the case of royalty income, satisfies the conditions of article 13, 
paragraph 6, of the Convention, or 

c. 0 attributable to a permanent establishment of the applicant in a third state and subject to tax in the United 
States of America at a rate of no more than 15 percent, since the applicant, in the case of interest income, 
does not satisfy the conditions of article 12 paragraph 8, respectively, in the case of royalty income, does 
not satisfy the conditions of article 13, paragraph 6, of the Convention. 

Place Date .................................... . 

Signature of the applicant 

(do not write below this line) 

STATEMENT BY THE COMPETENT DUTCH INSPECTOR 

I state that, to the best of my knowledge, the above information, as well as the facts and circumstances which have 
been presented to support this statement are correct and adequate. This statement is valid only for the whole of the 
calendar year 19 .... However, it will become invalid at the moment that during this calendar year a change in facts or 
circumstances causes the applicant to be entitled to the treaty benefits no longer. 

(Stamp) 
Date: 

Signature: ..................................... . 
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4TH COPY FOR THE APPLICANT 

This form (hereafter referred to as form "IB 93 USA") may be filled in by the beneficial owner of items of income 
from U.S. sources (in the following: "the applicant") to demonstrate to the withholding agent (unless that agent has 
actual knowledge or reason to know otherwise) and to the U.S. tax authorities that the conditions of article 26, and, if 
appropriate, those of article 12, paragraph 8, or article 13, paragraph 6, of the Convention of 18 December 1992 
between the Netherlands and the United States of America for the avoidance of double taxation are satisfied and that 
the applicant is entitled to the benefits of the Convention. 

Important! 

Before filling in this form, please read the instructions on the back of the fourth copy. 
Note: this form is intended only for residents of the Netherlands other than 

-individm:.:s (article 26, paragraph 1, subparagraph a of the Convention) 
-the State or a political subdivision thereof or a local authority thereof (article 26, paragraph 1, 

subparagraph b of the Convention). 

N.B. The flow chart in annex I (IB 93-2B*lPL USA) to form "IB 93 USA", parts I-X is a simplified 
version of the text of article 26. The flow chart in annex I to form "IB 93 USA", part XI is based on 
the text of article 12, paragraph 8, and article 13, paragraph 6, of the Convention. Please consult the 
flow chart in annex I to form "IB 93 USA" and the full text of the Convention when filling in this 
form. Any further questions can be addressed to the Inspector in whose jurisdiction the applicant is a 
resident. Data of the immediately preceding taxable year may be used when filling in this form, unless 
the applicant knows or has reason to know that changes will occur or have occurred in the facts and 
circumstances during the taxable year under consideration, which changes might affect the issuing of a 
statement for the taxable year under consideration. 

1. Full name, address, telephone number and "Landelijk Vast Nummer" (fiscal number) of applicant: 

..................................................................................................................................................................... 
(in capital letters) 

2. a. 0 The applicant does not meet one of the tests laid down in paragraphs 1 through 6 of article 26 (see 
question 4), but instead has obtained a favourable determination from the U.S. competent authority for 
the application of the safety-valve provision laid down in article 26, paragraph 7, of the Convention. (See 
point 3 of the instructions on the back of the fourth copy) 
Go to question 3. 

b. 0 A previous statement was issued for the applicant by the competent Dutch Inspector stating that the 
conditions of article 26 and, if appropriate, the conditions of article 12, paragraph 8, or article 13, 
paragraph 6, of the Convention are satisfied. 
Go to question 3. 

c. 0 The applicant has not obtained a favourable determination from the U.S. competent authority for the 
application of the safety-valve provision, nor was a previous statement issued for the applicant by the 
competent Dutch Inspector. 
Go to question 4. 

(please tick as appropriate) 
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3. Have there been any important changes in facts and circumstances since the date on which the previous statement 
was issued by the competent Dutch Inspector, or, if no such previous statement was issued, since the favourable 
determination has been obtained from the U.S. competent authority, which could affect the issuing of a 
(subsequent) statement, or which could affect the test on which the issuing of a statement has been, or will be, 
based? (Please tick as appropriate) 
o No. In the situation where a previous statement was issued by the competent Dutch Inspector, please-tick 

questions 4 and/or, if appropriate, question 5 of this form in the same manner as was done in the form 
requesting the issuing of the previous statement. 

o Yes. Go to question 4 and, if appropriate, 5. (See however point 4 and 5 of the instructions on the back of the 
fourth copy) 

4. The applicant satisfies the conditions as laid down in article 26 of the Convention in: 
(Please tick as appropriate) 

0 paragraph 1, subparagraph c(i) (direct stock -exchange test) 
0 paragraph 1, subp. c(ii) or (iii) (indirect stock-exchange test) 
0 paragraph 1, subparagraph c(iv) (indirect stock-exchange test for 

conduit companies) 
0 paragraph 1, subparagraph d (shareholder test) 
0 paragraph 4 (EC shareholder test) 
0 paragraph 1, subparagraph e (exempt organisations) 
0 paragraph 2 (activity test) 
0 paragraph 3 (head-office test) 
0 paragraph 6 (test for shipping and air 

transport companies) 

See part I. 
/I II. 

/I III. 
/I IV. 
/I V. 
/I VI. 
/I VII. 
/I VIII. 

IX. 
/I 

5. The applicant satisfies the conditions of one of the tests mentioned under question 4, or has obtained a favourable 
determination from the U.S. competent authority for application of the safety-valve provision (question 2), and 
derives interest or royalty income from the United States of America that is: 
(Please tick as appropriate) 

a. 0 not attributable to a permanent establishment of the applicant in a third state and thus not subject to tax 
in the United States of America, or 

b. 0 attributable to a permanent establishment of the applicant in a third state and not subject to tax in the 
United States of America, since the applicant, in the case of interest income, satisfies the conditions of 
article 12, paragraph 8, respectively, in the case of royalty income, satisfies the conditions of article 13, 
paragraph 6, of the Convention, or 

c. 0 attributable to a permanent establishment of the applicant in a third state and subject to tax in the United 
States of America at a rate of no more than 15 percent, since the applicant, in the case of interest income, 
does not satisfy the conditions of article 12, paragraph 8, respectively, in the case of royalty income, does 
not satisfy the conditions of article 13, paragraph 6, of the Convention. 

Place Date .................................... . 

Signature of the applicant 

(do not write below this line) 

STATEMENT BY THE COMPETENT DUTCH INSPECTOR 

I state that, to the best of my knowledge, the above information, as well as the facts and circumstances which have 
been presented to support this statement are correct and adequate. This statement is valid only for the whole of the 
calendar year 19 .... However, it will become invalid at the moment that during this calendar year a change in facts or 
circumstances causes the applicant to be entitled to the treaty benefits no longer. 

(Stamp) 
Date: 

Signature: ..................................... . 
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Instructions for the filling in and further processing of form "ID 93 USA" 

1. A separate form "IB 93 USA" must be used for each person claiming application of the Convention and for each 
withholding agent. The first copy of the form "IB 93 USA" (the copy for the U.S. tax authorities) must always be 
accompanied by the list of the estimated annual amounts of United States source passive income for which treaty 
benefits are claimed, which list is attached to the first copy (to be filled in by the applicant) and by a list of the 
applicable statements and of the actual documentation reviewed by the Inspector (to be filled in by the competent 
Dutch Inspector). 
2. Start filling in form "IB 93 USA" at question l. 
3. If the U.S. competent authority has previously agreed to grant treaty benefits on the basis of article 26, paragraph 7 
(the safety-valve provision), written confirmation of this decision by the U.S. competent authority has to be submitted 
if this has not already been done. 
4. If the applicant does not meet one of the tests in question 4, see part X of the flow chart in annex I to form "IB 93 
USA" on how to apply for a determination by the U.S. competent authority for the application of article 26, 
paragraph 7. 
5. If the applicant does not meet one of the tests in question 4, but instead has obtained a favourable determination 
from the U.S. competent authority for the application of the safety-valve provision and if the changes in facts and 
circumstances referred to in question 3 are such that they could affect the validity of this favourable determination, 
then the previously obtained favourable determination is no longer valid. For an advance approval of the safety-valve 
provision based on the changed facts and circumstances you must submit a request for that purpose to the U.S. 
competent authority. 
6. Before filling in question 4 of this form, determine which test can be used as a basis for a request for the 
application of the Convention. The flow chart in annex I to form "IB 93 USA", parts I-IX can be used as a guide. 
These parts do not have to be filled in; simply follow the instructions after each question. Before filling in question 5 
of this form, proceed in the same manner. In the case the flow chart in annex I to form "IB 93 USA", part XI can be 
used as a guide. 
7. All four copies of the completed and signed form "IB 93 USA" (including the completed list of estimated annual 
amounts of passive United States source income for which treaty benefits are claimed, which list is attached to the first 
copy of this form) should be sent to the competent Dutch Inspector. In cases where questions 2, 4 and 5 of this form 
have been filled in for the first time, the applicant should enclose with his request for the issuing of a statement 
documentary evidence in support of his claim to treaty benefits (see parts I through XI of the flow chart in annex I to 
form "IB 93 USA"). However, if question 3 of this form has been answered in the affirmative, the applicant should 
again enclose the documentary evidence. Furthermore, documentary evidence must be enclosed once every three years, 
starting with the first year in which a request for the issuing of a statement has been submitted, or, if appropriate, 
starting with the year in which question 3 of this form has been answered in the affirmative. In cases where 
documentary evidence need not be enclosed, the applicant should however have the documentary evidence readily 
available and must submit it to the Inspector upon request. The documentary evidence may be sent by the Netherlands 
competent authority (BelastingdienstiFIOD, Inlichtingendienst/Wederzijdse Bijstand, Postbus 1603, 2003 BR Haarlem) 
to the U.S. competent authority on the latter's request. 
8. Once the information provided has been verified, the Inspector sends the first copy of the form "IB 93 USA" 
signed by him, together with the completed list of estimated annual amounts of passive United States source income for 
which treaty benifits are claimed (this list is attached to the first copy of the form and will not be verified by the 
Inspector) and with the listing of the applicable statements and of the actual documentation reviewed by the Inspector 
to the BelastingdienstiFIOD, InlichtingendienstiWederzijdse Bijstand, Postbus 546, 2003 RM Haarlem, who will pass 
this documentation on to the U.S. tax authorities. The Inspector sends the second and fourth copy of the form "IB 93 
USA" back to the applicant and he retains the third copy for his own files. The applicant passes on the second copy to 
the withholding agent. This statement can be used to demonstrate to the U.S. withholding agent (unless that agent has 
actual knowledge or reason to know otherwise) that the conditions of article 26 and, if appropriate, those of paragraph 
8 of article 12 and those of paragraph 6 of article 13 of the Convention have been satisfied. In the case of 
dividend-income, a reduction of or an exemption of American withholding tax can be obtained by claiming treaty 
benefits with the withholding agent. In the case of other income, a reduction of or an exemption of American 
withholding tax can be obtained only if the American 1001 form, or any other appropriate U.S. form, is submitted to 
the withholding agent. 
9. Blank copies of form "IB 93 USA" and of the annex thereto (the flow chart) can be obtained free of charge from 
the Belastingdienst/Logistiek Centrum, Postbus 9050, 7300 GM Apeldoorn, The Netherlands. 
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ANNEX I 

TO FORM "IB 93 USA" (FLOW CHART) 

This flow chart may be used when filling in form "IB 93 USA". The questions in parts I-X of this flow chart present 
the text of article 26 of the Convention in simplified form and those in part XI present the text of article 12, paragraph 
8, and article 13, paragraph 6, of the Convention in a simplified form. If the questions are unclear, please consult the 
text of the Convention, the Memorandum of Understanding and, if appropriate, the exchange of letters signed by the 
Government of the Contracting States on 13 October 1993 (in the following: the exchange of letters). Wherever 
possible, the flow chart includes references to the relevant provisions of article 26 and to article 12, paragraph 8, and 
article 13, paragraph 6, of the Convention, and to the relevant provisions of the Memorandum of Understanding and 
the exchange of letters. Any further questions can be addressed to the Inspector in whose jurisdiction you are resident. 

Important 
Data of the immediately preceding taxable year may be used, unless the applicant knows or has reason to know that 
changes will occur or have occurred in the facts and circumstances during the taxable year under consideration, which 
changes might affect the issuing of a statement for the taxable year under consideration. 

The following terms are relevant when going through parts I-XI of this flow chart: 

Share certificates 
Share certificates will be considered to have the same rights as the rights attached to the shares which they replace, 
including the voting rights thereof. (see article 26, paragraph 8, subparagraph b and part I of the exchange of 
letters). 

Deductible payments 
The term "deductible payments" includes all payments which may be deducted when determining the taxable 
income, with the exception of the direct costs of goods sold (which term includes direct costs of goods purchased 
and direct payroll expenses) and with the exception of other payments for the purchase, use of or the right to use 
tangible property in the ordinary course of business or remuneration for services performed in the state of 
residence of the company making the payments provided they are at arm's length (see article 26, paragraph 5, 
subparagraph c). 

Gross income 
The term "gross income" means gross receipts less direct costs of goods sold, which latter term includes direct 
costs of goods purchased and direct payroll expenses. 

Qualified persons 
The term "qualified persons" refers to individuals resident in The Netherlands or in the United States of America, 
to the United States of America or The Netherlands or a political subdivision or local authority thereof, and to 
other persons resident in The Netherlands or the United States of America which may claim benefits under the 
Convention on the basis of parts I, II, III, IV, or VI of this flow chart as well as citizens of the United States of 
America (see article 26, paragraph 8, subparagraph g). 

Member State of the European Community 
The term "member state of the European Community" refers to The Netherlands and any other EC member state 
with which The Netherlands and United States of America have concluded a comprehensive income tax 
Convention. In practice this means that the term includes all member states of the European Community except 
Portugal (see article 26, paragraph 8, subparagraph h). 

Resident of a member state of the European Community 
The term "resident of a member state of the European Community" refers in general to a person which 
-would be considered as a qualified person for the application of the Convention within the meaning of the 

Dutch-American Convention if it, had its state of residence been The Netherlands, would be considered to be a 
resident of the Netherlands under the principles of article 4, and 

-is otherwise entitled to benefits under the convention especially with respect to residency and beneficial 
ownership between the state in which it is actually resident and the United States of America. (See article 26, 
paragraph 8, subparagraph i. and part VII of the exchange of letters) 

1994-2 C.B. 523 



I. THE DIRECT STOCK-EXCHANGE TEST 
(for companies listed on the stock exchange) 

Answer the following questions to determine whether the conditions of article 26, paragraph I, subparagraph c(i) of the 
Convention are satisfied. 

1. 

2. 

Is the principal class of shares listed on a recognized stock exchange in 
The Netherlands or the United States of America? (See paragraph 8, 
subparagraphs a, b, d and e.) 
(The principal class of shares is generally the ordinary shares of the company, provided that 
this class of shares represents the majority of the voting power and value of the company.) 

I 
Yes 

! 

Is the principal class of shares traded regularly and substantially on one or 
more recognised stock exchanges? (See paragraph 8, subparagraph f.) 
(In the preceding taxable year at least 6% of the average number of outstanding shares must 
have been traded and each month there must have been trade in more than de minimis 
quantities. In addition to trade on the Dutch and American stock exchanges, trade on the 
Frankfurt, London, Paris, Brussels, Hamburg, Madrid, Milan, Sydney, Tokyo and Toronto 
stock exchanges may also be taken into account.) 

I 
Yes 
! 

----~ If not, go to part II. 

----~ If not, go to part II. 

3. The company satisfies the conditions of paragraph I, subparagraph c(i) of article 26 of the Convention. You may 
indicate this in question 4 of form "IB 93 USA" and sign the form. 

Please enclose documentary evidence in support of your entitlement to treaty benefits, such as for example: 
-with respect to the principal class of shares, including any disproportionate class of shares, documents showing: 

* a description of the class of shares and the number of outstanding shares of this class; 
* letters from the recognized stock exchanges confirming the company's temporary or definite listing; 
* proof that the aggregate yearly trading of the shares, as published in the Official List or its equivalent in the 

United States of America, or its equivalent in any other relevant country where the stock is traded, exceeded 6 
percent and that there has been a monthly trade in the principal class of shares in more than de minimis 
quantities; 

-if the company's stock is traded only on the parallel market of the Amsterdam stock exchange or NASDAQ, a 
statement that the company has no knowledge or reason to know that its stock is closely held, within the meaning 
of subparagraph e of paragraph 8 of article 26. 

-other relevant documents. 
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II. THE INDIRECT STOCK-EXCHANGE TEST 
(for subsidiaries of companies listed on the stock exchange) 

Answer the following questions to determine whether the conditions of article 26, paragraph 1, subparagraph c(ii) or 
(iii) of the Convention are satisfied. 

1. 

2. 

3. 

4. 

5. 

Is more than 50070 of the aggregate vote and value of all shares 
owned directly or indirectly by five or fewer companies, resident of 
The Netherlands or the United States of America, which meet the 
direct stock-exchange test in part I? 

I 
No 
! 

Is at least 30% of the aggregate vote and value of all shares owned 
directly or indirectly by five or fewer companies, resident of The 
Netherlands which meet the direct stock-exchange test in part I? 

I 
Yes 

! 

Is at least 70% of the aggregate vote and value of all shares owned 
directly or indirectly by five or fewer companies which are residents 
of the United States of America or of one of the EC member states, 
including The Netherlands, the principal class shares of which is 
traded regularly and substantially on one or more recognized stock 
exchanges? (See part I) 

I 
Yes 
! 

If the shares referred to in questions 1, 2 and 3 are indirectly owned 
by a company listed on the stock exchange, are then the other 
intermediary companies in the chain of ownership residents of the 
United States of America or of one of the EC member states, 
including The Netherlands? (See paragraph 8, subparagraph k.) 

I 
Yes 
! 

Are deductible payments made in an amount of less than, 90% of 
interest, royalties and similar payments received (See paragraph 8, 
subparagraph m.) 

I 
Yes 
! 

----~ If yes, go to question 4. 

----~ If not, go to part IV. 

----~ If not, go to part IV. 

----~ If not, go to part IV. 

----~ If not go to part III. 
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6. The company satisfies the conditions of paragraph 1, subparagraph c(ii) or (iii) of article 26 of the Convention. 
You may indicate this in question 4 of form "IB 93 USA" and sign the form. 

Please enclose documentary evidence in support of your entitlement to treaty benefits, such as for example: 
-with respect to each company relied on in meeting either the 500/0 threshold or the 30% and 70% thresholds, 

documents showing: 
* the company's name, country of residence, and percentage of vote and value that it owns directly and/or 

indirectly in the applicant, including the name and country of residence of any intermediary company between 
that company and the applicant; 

* a description of the principal class of shares of the company (including any disproportionate class of shares) 
and the number of outstanding shares of the class(es); 

* letters from the recognized stock exchanges confirming the company's temporary or definite listing; 
* proof that the aggregate yearly trading of the principal class of shares, as published in the Official List or its 

equivalent in the United States of America, or its equivalent in any other relevant country where the stock is 
traded, exceeded 6 percent and that there has been a monthly trade in the principal class of shares in more than 
de minimis quantities. 

-if the company's stock is traded only on the parallel market of the Amsterdam stock exchange or NASDAQ, a 
statement that the company has no knowledge or reason to know that its stock is closely held, within the 
meaning of subparagraph e of paragraph 8 of article 26. 

-a copy of the profit and loss account of the applicant showing the amount of interest and royalty payments 
made and received, including a calculation that shows that such payments are made in an amount of less than 90 
percent of similar payments received. 

-other relevant documents. 
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III. INDIRECT STOCK-EXCHANGE TEST FOR CONDUIT COMPANIES (for subsidiaries of companies listed on 
the stock exchange which make deductible payments in an amount equal to or more than 900/0 of interest, royalties and 
similar payments received) 

Answer the following questions to determine whether the conditions of article 26, paragraph 1, subparagraph c(iv) of 
the Convention are satisfied. 

1. 

2. 

3. 

4. 

Are all the associated enterprises receiving deductible payments from 
the applicant liable to a rate of tax of 50 percent or more of the 
general rate of corporation tax applicable in The Netherlands? (See 
paragraph 5, subparagraphs a (i) and d.) 

I 
No 
! 

Is less than 50% of the gross income used directly or indirectly to 
make deductible payments to associated enterprises which do not 
qualify for application of the Convention? (See paragraph 5, 
subparagraphs a (i) and d.) 
(for the purposes of this test only payments made to associated enterprises which are 
liable to a tax rate of less than 50OJo of the general rate of corporation tax applicable 
in The Netherlands are considered to be deductible payments) 

I 
No 
! 

Is less than 70% of the gross income used directly or indirectly to 
make deductible payments to associated enterprises which do not 
qualify for application of the Convention? (See paragraph 5, 
subparagraphs a (ii) and d.) 
(for the purposes of this test only payments made to associated enterprises which are 
liable to a tax rate of less than 50OJo of the general rate of corporation tax applicable 
in The Netherlands are considered to be deductible payments) 

I 
Yes 
! 

Is less than 300/0 of the gross income used directly or indirectly to 
make deductible payments to associated enterprises which are not 
qualified persons nor residents of EC member states? (See paragraph 
5, subparagraphs a (ii) and d.) 
(for the purposes of this test only payments made to associated enterprises which are 
liable to a tax rate of less than 50OJo of the general rate of corporation tax applicable 
in The Netherlands are considered to be deductible payments) 

I 
Yes 

! 

----~ If yes, go to point 5. 

----~ If yes, go to point 5. 

----~ If not, go to part IV. 

----~ If not, go to part IV. 
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5. The company satisfies the conditions of paragraph 1, subparagraph c (iv) of article 26 of the Convention. You may 
indicate this in question 4 of form "IB 93 USA" and sign the form. 

Please enclose documentary evidence in support of your entitlement to treaty benefits, such as for example: 
-documents referred to in the indirect stock-exchange test statement. 
-the tax returns showing thaL the conditions of either the 50 percent income test or the 70/30 percent gross income 

tests have been satisfied, including the name and country of residence of each associated enterprise relied upon to 
meet these tests. 

-information on the tax rate to which the recipient was liable with respect to these deductible payments. 
-other relevant documents. 
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IV. THE SHAREHOLDER TEST 
(for persons with a majority of Dutch or American shareholders) 

Answer the following questions to determine whether the conditions of article 26, paragraph 1, subparagraph d of the 
Convention are satisfied. 

1. 

2. 

3. 

4. 

Is more than 50070 of the beneficial interest directly or indirectly 
owned by qualified persons? 

I 
Yes 
~ 

Is less than 50% of the gross income used directly or indirectly to 
make deductible payments to persons which are not qualified 
persons? (See paragraph 5, subparagraph a (i).) 

I 
No 
~ 

Is less than 70% of the gross income used directly or indirectly to 
make deductible payments to persons which are not qualified 
persons? (See paragraph 5, subparagraph a (ii).) 

I 
Yes 
~ 

Is less than 30% of the gross income used directly or indirectly to 
make deductible payments to persons other than qualified persons or 
residents of EC member states? 

I 
Yes 
~ 

----~ If not, go to part V. 

----~ If yes, go to point 5. 

----~ If not, go to part V. 

----~ If not, go to part V. 
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5. The person satisfies the conditions of paragraph 1, subparagraph d of article 26 of the Convention. You may 
indicate this in question 4 of form "IB 93 USA" and sign the form. 

For investment organisations within the meaning of article 28 of the 1969 Corporation Tax Act please see the 
special provision in part XI of the Memorandum of Understanding. 

Please enclose documentary evidence in support of your entitlement to treaty benefits, such as for example: 
-for investment organisations within the meaning of article 28 of the 1969 Corporation Tax Act, the information 

described in paragraph XI of the Memorandum of Understanding. 
-for all other companies, with respect to each qualified person relied on in meeting the SO percent threshold, 

documents showing: the person's name, country of residence, and percentage of vote and value of shares 
(including any disproportionate class of stock) that it owns directly and/or indirectly in the applicant. 

-with respect to each qualified person (other than an individual, state, political subdivision, local authority, or 
United States citizen) documents similar to those required to meet the conditions under parts I, II and III of this 
flow chart to substantiate such person's status as a qualified person. 

-with respect to an applicant company whose stock is owned by a trust or with respect to an applicant that is a 
trust (other than an exempt pension trust or an exempt organization organized in the form of a trust), a copy of 
the trust agreement and proof that the trust and/or beneficiaries are subject to tax on the income for which 
treaty benefits are claimed. 

-tax returns showing the applicant's gross income for the preceding four years. 
-a copy of the profit and loss account showing the deductible payments made and received. 
-a calculation showing that the conditions of either the SO percent income test or the 70/30 percent gross income 

tests have been satisfied, including the name and country of residence of each person relied upon to meet these 
tests. 

-other relevant documents. 
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V. THE EC SHAREHOLDER TEST 
(for companies with a majority of American, Dutch or other EC shareholders) 

Answer the following questions to determine whether the conditions of article 26, paragraph 4 of the Convention are 
satisfied. 

1. 

2. 

3. 

4. 

5. 

Is more than 300/0 of the aggregate vote and value of all shares 
directly or indirectly owned by qualified persons, resident of The 
Netherlands? 

I 
Yes 

! 

Is more than 70% of the aggregate vote and value of all shares 
directly or indirectly owned by qualified persons and persons which 
are residents of an EC member state (including The Netherlands)? 
(A resident of an EC member state may be taken in to account only if the income 
paid to The Netherlands from the United States of America is not taxed at a more 
favourable rate than if this income was paid to the shareholder's member state; see 
paragraph 4, subparagraph b.) 

I 
Yes 

! 

Is less than 50% of the gross income used directly or indirectly to 
make deductible payments to persons which are not qualified 
persons? (See paragraph 5, subparagraph a (i).) 

I 
No 
! 

Is less than 70% of the gross income used directly or indirectly to 
make deductible payments to persons which are not qualified 
persons? (See paragraph 5, subparagraph a (ii).) 

I 
Yes 

! 

Is less than 30% of the gross income used directly or indirectly to 
make deductible payments to persons other than qualified persons or 
residents of EC member states? (See paragraph 5, subparagraph a 
(ii).) 

I 
Yes 

! 

----~ If not, go to part VI. 

----~ If not, go to part VI. 

----~ If yes, go to point 6. 

----~ If not, go to part VI. 

----~ If not, go to part VI. 
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6. The company satisfies the conditions of paragraph 4 of article 26 of the Convention, which entitles it to the 
benefits of article 10 (Dividends), 11 (Branch Tax), 12 (Interest) and 13 (Royalties) of the Convention. You may 
indicate this in question 4 of form "IB 93 USA" and sign the form. 

Please enclose documentary evidence in support of your entitlement to treaty benefits, such as for example: 
-documents referred to in the shareholder test statement, substituting with respect to the ownership requirements 

30 percent and 70 percent for 50 percent. Note: if there is a disproportionate class of shares of the company 
seeking treaty benefits, the same information with respect to that class of shares. 

-information on the type of income that is expected to be received from the United States. 
-other relevant documents. 
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VI. THE TEST FOR EXEMPT ORGANIZATIONS 
(for not-for-profit organizations exempt from tax in tbe Netberlands) 

Answer the following questions to determine whether the conditions of article 26, paragraph 1, subparagraph e of the 
Convention are satisfied. 

1. Is the organization in question a not-for-profit organization which is 
exempt from income tax in the Netherlands? 
(This may include pension funds, private foundations, trade unions and trade associations; 
see paragraph 8, subparagraph j.) 

I 
Yes 
~ 

----~ If not, go to VII. 

2. Are more than half of the beneficiaries, members or participants in the 
organisation qualified persons 
or 
in the case of an organization the purpose of which is to provide 
retirement, disability, or other employment benefits, are the funds 
provided by an organization which is itself eligible for application of the 
Convention? 

I 
Yes 
~ 

----~ If not, go to part X. 

3. The company satisfies the conditions of paragraph 1, subparagraph e of article 26 of the Convention. You may 
indicate this in question 4 of form "IB 93 USA" and sign the form. 

Please enclose documentary evidence in support of your entitlement to treaty benefits, such as for example: 
-documents proving that more than half of its beneficiaries, members, or participants are qualified persons. 
-documents proving that the exempt organization is a pension fund, a pension trust, or a similar entity, whose 

sponsoring organization is entitled to benefits under the Convention. 
-other relevant documents. 
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VII. THE ACTIVITY TEST 
(for persons operating a business in the Netherlands and EC member states directly or via related companies) 

Answer the following questions to determine whether the conditions of article 26, paragraph 2 of the Convention are 
satisfied. 

l. 

2. 

3. 

4. 

Is the person in question itself or together with associated companies 
described in paragraph 2, subparagraph e (iii) through (vii), engaged 
in the active conduct of a trade or business in The Netherlands? (See 
paragraph 2, subparagraphs a and e.) 

I 
Yes 

! 

Is the income derived by this person from the United States of 
America derived in connection with the business activities carried on 
in The Netherlands? 
(Income is derived in connection with, if the activity in the United States of America 
which generates the income forms a part of or is complementary to the activities in 
the Netherlands; see paragraph 2, subparagraphs a (i) and b.) 

I 
Yes 
! 

Is the income derived from the United States of America derived 
from a person in which either the applicant itself, or an associated 
person described in paragraph 2, subparagraph e (iii) through (vii), 
owns shares, other than shares that generate incidental income, or is 
the income derived through a United States permanent establishment 
of the applicant? 

I 
Yes 
! 

In the preceding taxable year was the value of the Dutch business 
assets of this person or of associated persons, described in paragraph 
2~ subparagraph e (iii) through (vii), operating in The Netherlands, 
eIther together or separately, more than 7.50/0 of the value of the 
assets with which the income is generated in the United States of 
America? (See paragraph 2, subparagraphs c (i), e, f and g, and the 
Memoranum of Understanding XV.) 
(The value of the assets of associated persons and of the assets used in the United 
States of America are taken into account pro rata to the interest held in the person in 
question. If the 7.5010 ratio was not met in the preceding tax year, the average of the 
three preceding years may be used instead. This also applies to questions 5 and 6.) 

I 
Yes 
! 
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----~ If not, go to part VIII. 

----~ If not, go to question 9. 

----~ If not, go to point to. 

----~ If not, go to question 8. 



5. 

6. 

7. 

8. 

In the preceding taxable year was the gross income of this person or 
of associated persons, as meant in paragraph 2, subparagraph e (iii) 
through (vii), operating in the Netherlands which was obtained from 
the business activities carried on in the Netherlands, either together 
or separately, more than 7.50/0 of the gross income obtained from 
the business activities carried on in the United States of America? 
(See paragraph 2, subparagraphs c (ii), e, f and g.) 
(The gross income of associated persons and the gross income in the United States of 
America is taken into account pro rata to the interest held in the person in question.) 

I 
Yes 
! 

In the preceding taxable year were the payroll expenses of the 
business activities of this person or of associated persons, described 
in paragraph 2, subparagraph e (iii) through (vii), for services 
performed in The Netherlands, either together or separately, more 
than 7.5% of the payroll expenses for services performed in the 
United States of America? (See paragraph 2, subparagraph c (iii), e, 
f and g.) 
(The payroll expenses of associated persons and the payroll expenses for services 
performed in the United States of America are taken into account pro rata to the 
interest held in the person in question.) 

I 
Yes 
! 

Is the average of the ratios calculated for questions 4, 5 and 6 more 
than 10%? (See paragraph 2, subparagraph c.) 

I 
No 
! 

Does the person or do the associated persons, as meant in paragraph 
2, subparagraph e (iii) through (vii), also carryon activities in other 
Ee member states which are a component part of or are directly 
related to the business activities carried on in The Netherlands 
and 
are the ratios referred to in questions 4, 5 and 6 more than 50% and 
is the ratio referred to in question 7 more than 60% if the assets, the 
gross income and the payroll expenses related to the activities carried 
on in other Ee member states are also taken into account? (See 
paragraph 2, subparagraph c) 
and 
are the ratios referred to in questions 4, 5 and 6 more than 15% if 
the assets, the gross income and the payroll expenses related to the 
business activities carried on in The Netherlands are compared to the 
assets, the gross income and the payroll expenses related to the 
activities carried on in the other Ee member states? (See paragraph 
2, subparagraph h). 

I 
No 
! 

----~ If not, go to question 8. 

----~ If not, go to question 8. 

----~ If yes, go to point 10. 

----~ If yes, go to point 10. 
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9. Is the income derived from the United States of America incidental 
to the business activities carried on in The Netherlands? (See 
paragraph 2, subparagraphs a (ii) and d.) 

I 
Yes 
~ 

----~ If not, go to part VIII. 

10. The person satisfies the conditions of paragraph 2 of article 26 of the Convention. You may indicate this in 
question 4 of form "IB 93 USA" and sign the form. 

Please enclose documentary evidence in support of your entitlement to treaty benefits, such as for example: 
-a description of the connection between the income derived from the United States of America and the business 

activities carried on in The Netherlands. 
-a copy of the profit and loss account containing the information necessary to demonstrate satisfaction of the 

substantiality tests and supporting calculations. 
-a chart or diagram showing the Dutch, EC and United States operations of the applicant, including interests in 

any joint venture and/or partnership and any branches; the type of income from sources within the United States 
derived by each of these operations and a description of the line of business of each of these operations. 

-if the applicant elects to attribute to it the activities of another company or group of companies resident in The 
Netherlands or an EC member state, documents providing: 
* the name and country of residence of each company; and 
* the basis under subparagraph e of paragraph 2 of article 26 on which attribution is permitted and proof that 

the various requirements for attribution under subparagraphs e and h of paragraph 2 have been met. 
-other relevant documents. 
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VIII. THE HEADQUARTER COMPANY TEST 
(for headquarter companies of multinational groups of companies) 

Answer the following questions to determine whether the conditions of article 26, paragraph 3 of the Convention are 
satisfied. 

1. 

2. 

3. 

4. 

5. 

Does the headquarter company carry out a substantial part of the 
supervision and administration of a multinational group of compa
nies and are these activities carried out in The Netherlands? (See 
paragraph 3, subparagraph a and the Memorandum of Understand
ing XVII!.) 
(A significant number of the following functions must be carried out: corporate 
financing-the activities of the headquarter company may not consist principally of 
these activities-pricing, marketing, internal auditing, internal communication and 
management.) 

I 
Yes 
~ 

Does the group consist of corporations which are residents of and 
are actively engaged in business activities carried on in at least five 
countries or five groups of countries? (See paragraph 3, subpara
graph b.) 

I 
Yes 
~ 

Is at least 100/0 of the group's gross income derived from each of the 
five countries or five groups of countries? 
(If this requirement is not met, the average gross income for the preceding four years 
may be used.) 

I 
Yes 
~ 

Is less than 50% of the group's gross income derived from each 
country (except for the Netherlands)? (See paragraph 3, subpara
graph c.) 
(If this requirement is not met, the average gross income for the preceding four years 
may be used.) 

I 
Yes 
~ 

Is 25% or less of the headquarter company's gross income derived 
from the United States of America? (See paragraph 3, subparagraph 
d.) 
(If this requirement is not met, the average gross income for the preceding four years 
may be used.) 

I 
Yes 
! 

----~ If not, go to part IX. 

----~ If not, go to part IX. 

----~ If not, go to part IX. 

----~ If not, go to part IX. 

----~ If not, go to part IX. 
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6. 

7. 

Does the headquarter company have independent discretionary 
authority to carry out the functions mentioned in question 1 and 
does the headquarter company exercise this authority? (See para
graph 3, subparagraph e.) 

I 
Yes 
~ 

Is the income derived from the United States of America derived in 
connection with the group's business activities 
or 
is it incidental to the group's business activities? (See paragraph 3, 
subparagraph g.) 

I 
Yes 
~ 

----~ If not, go to part IX. 

----~ If not, go to part IX. 

8. The person satisfies the conditions of paragraph 3 of article 26 of the Convention. You may indicate this in question 
4 of form "IB 93 USA" and sign the form. 

Please enclose documentary evidence in support of your entitlement to treaty benefits, such as for example: 
-excerpts from the articles of association and/or the annual accounts showing that the nature of the headquarter 

company's authority and activities satisfy the requirements of subparagraph a of paragraph 3 of article 26 of the 
Convention. 

-evidence that the headquarter company was engaged in a number of the following functions; pricing, marketing, 
internal auditing, internal communications, and management. 

-a description of the structure of the multinational group, with information on the residence, ownership and 
business activities of the corporations for which the headquarter company carries out activities. 

-a copy of the group's profit and loss account, with an overview of the source of the gross income, showing that 
the 10 percent, the 50 percent and the 25 percent gross income tests have been met. 

-a comparison of the rate of taxation of the applicant to the rate at which an active trade or business would be 
subject. 

-a description showing the nature of the income derived from the United States of America. 
-other relevant documents. 
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IX. THE TEST FOR SHIPPING AND AIR TRANSPORT ENTERPRISES 

Answer the following questions to determine whether the conditions of article 26, paragraph 6 of the Convention are 
satisfied. 

l. 

2. 

3. 

4. 

5. 

Does the person in question derive profits from operating ships or 
aircraft in international traffic? 
(profits as referred to in article 8 of the Convention.) 

I 
Yes 

! 

Is more than 500/0 of the interest in the person in question owned 
directly or indirectly by qualified persons? 

I 
No 
! 

Is more than 50% of the interest in the person in question owned 
directly or indirectly by qualified persons or by individuals who are 
residents of a third state? 

I 
No 
! 

Is the person in question a company whose shares are primarily and 
regularly traded on an established securities market in a third state? 

I 
Yes 
! 

Does this third state grant exemption for the profits mentioned in 
question 1 to American citizens and corporations under the same 
conditions as the exemption granted for these profits by the United 
States of America? 

I 
Yes 
! 

----~ If not, go to part X. 

----~ If yes, go to point 6. 

----~ If yes, go to question 5. 

----~ If not, go to part X. 

----~ If not, go to part X. 
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6. The person satisfies the conditions of section 6 of article 26 of the Convention. You may indicate this in question 4 
of form "IB 93 USA" and sign the form. 

Please enclose documentary evidence in support of your entitlement to treaty benefits, such as for example: 
-a description of the applicant's activities or interests in the United States and the nature of any benefits derived 

under article 8 of the Convention. 
-with respect to each qualified person relied on in meeting the 50 percent threshold, documents showing: the 

person's name, country of residence, and the percentage of the value of the applicant's stock that it owns directly 
and/or indirectly. 

-with respect to each qualified person (other than an individual, state, political subdivision, local authority, or 
United States citizen) documents similar to those required to meet the conditions under parts I, II and III of this 
flow chart to substantiate such person's status as a qualified person. 

-with respect to each third state individual resident relied on in meeting the 50 percent threshold, documents 
showing the individual's name, country of residence, and percentage of the value of the applicants stock that the 
individual owns directly and/or indirectly. 

-with respect to an applicant that is primarily and regularly traded on an established securities market in a third 
state: 
* a letter from the third country established securities market confirming the company's temporary or definite 

listing. 
* documents showing the monthly or annual trading in applicant's shares. 

-documents supporting that each applicable third state grants an equivalent exemption to United States citizens and 
legal entities for shipping and air transportation profits. 

-other relevant documents. 
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x. THE SAFETY-VALVE PROVISION 
(for persons who do not meet one of the preceding tests) 

The tax authorities of the United States of America may grant the 
benefits of the Convention to a person who does not meet one of the 
preceding tests. A guideline in the decision will be whether one of 
the principal objectives of the establishment, acquisition or mainte
nance of this person or the conduct of its operations is or was to 
obtain benefits under the Convention. A request for an advance 
approval of the safety-valve provision must be submitted to the 
competent authority of the United States of America. (See paragraph 
7 and the Memorandum of Understanding XIX and XXI.) 

J. 

A person who desires to obtain an advance approval for application of paragraph 7 of article 26 of the Convention 
must submit a request to that purpose to the competent authority of the United States of America (Assistant 
Commissioner (International), Attention: Tax Treaty Division, Internal Revenue Service, P.O. Box 23598, Washington 
D.C. 20026, United States of America) who must consult the competent authority of The Netherlands, being the 
Directorate for International Fiscal Affairs of the Ministry of Finance before rejecting such a request. You are 
requested to indicate at question 2 of form "IB 93 USA" that a favourable determination has been obtained from the 
U.S. competent authority and to enclose the written confirmation of such a favourable determination and the facts and 
circumstances on which this favourable determination is based, so that the Inspector is able to determine whether there 
has been a change in facts and circumstances since the favourable determination was obtained. 

1994-2 C.B. 541 



XI. THE TRIANGULAR CASES PROVISION 
(for persons who derive interest or royalties from the United States of America) 

1. 

2. 

3. 

4. 

Does the person in question meet one of the tests of parts I through 
IX, or has the person in question obtained a favour~ble. determina
tion from the U.S. competent authority for applIcatIon of the 
safety-valve provision (paragraph 7, of article 26 of the Convention; 
see part X), with respect to the interest-or royalty income derived 
from the United States of America? 

I 
Yes 
~ 

Is the interest-or royalty income attributable to a permanent estab
lishment of the applicant in a third state? (See paragraph 8 of article 
13 and paragraph 6 of article 13) 

I 
Yes 
~ 

Are the profits of the permanent establishment subject to a tax rate 
of at least 50OJo of the general rate of corporation tax applicable in 
The Netherlands? 

I 
No 
~ 

-In the case of interest-income, is this income derived in connection 
with or incidental to the active conduct of a trade or business 
carried on by the permanent establishment? (See paragraph 8 of 
article 12) 

-In the case of royalty-income, is this income received as a 
compensation for the use of, or the right to use, intangible 
property produced or developed by the permanent establishment? 
(See paragraph 6 of article 13) 

I 
No 
~ 

If not, the applicant is 
not entitled to treaty 

----~ benefits with respect 
to this interest-or 
royalty-income. 

If not, you may tick 
----~ question Sa of form 

"IB 93 USA". 

If yes, you may tick 
----~ question 5b of form 

"IB 93 USA". 

If yes, you may tick 
----~ question 5b of form 

"IB 93 USA". 

5. The United States of America may subject this interest- or royalty income to a rate of tax of no more than 15% of 
the gross amount of such income. You have to indicate this by ticking question 5c of form "IB 93 USA". 

If question 5b of form "IB 93 USA" has been ticked, please enclose documentary evidence in support of your 
entitlement to treaty benefits, such as for example: 
-a description of the third country permanent establishment's active trade or business. 
-documents establishing the third country's tax rate. 
-documents showing the relationship of the United States interest income to the third country permanent 

establishment's active trade or business. 
-proof that the permanent establishment itself produced or developed intangible property. 
-other relevant documents. 
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Subpart B.-Legislation and Related Committee Reports 

Public Law 103-296 
103d Congress, H.R. 42771 
August 15, 1994 

An Act to establish the Social Secu
rity Administration as an independent 
agency and to make other improve
ments in the old-age, survivors, and 
disability insurance program. 

Be is enacted by the Senate and 
House oj Representatives oj the Unit
ed States oj America in Congress 
assembled, 

SECTION 1. SHORT TITLE AND 
TABLE OF CONTENTS. 

(a) SHORT TITLE.-This Act may 
be cited as the "Social Security Inde
pendence and Program Improvements 
Act of 1994". 

* * * * * 
TITLE I-ESTABLISHMENT OF 

THE SOCIAL SECURITY 
ADMINISTRATION AS AN 
INDEPENDENT AGENCY 

SEC. 101. ESTABLISHMENT OF 
SOCIAL SECURITY 
ADMINISTRATION AS AN 
INDEPENDENT AGENCY. 

* * * * * 
(h) AMENDMENTS TO INTERNAL 

REVENUE CODE OF 1986.-
(1) Subsections (c)(1), (c)(2)(E), 

(e)(2), (g)(I), (g)(2)(A), and (g)(2)(B) 
of section 1402 of the Internal Reve
nue Code of 1986 are amended by 
striking "Secretary of Health and 
Human Services" each place it ap
pears and inserting "Commissioner of 
Social Security". 

(2) Section 3121(b)(10)(B) of 
such Code is amended by striking 
"Secretary of Health and Human 
Services" each place it appears and 
inserting "Commissioner of Social 
Security" . 

(3) Section 3127 of such Code is 
amended by striking "Secretary of 
Health and Human Services" each 
place it appears and inserting "Com
missioner of Social Security". 

(4) Section 6050F(c)(I)(A) of 
such Code is amended by striking 
"Secretary of Health of Human Ser-

I This publication of the law is restricted to 
excerpts involving tax matters; House Report 
No. 103-506, Senate Report No. 103-221, and 
Conference Report No. 103-670 are not pub
lished. 

vices" and inserting "Commissioner 
of Social Security". 

(5) Subsections (d) and (f) of 
section 6057 of such Code are amend
ed by striking "Secretary and Health 
and Human Services" each place it 
appears and inserting "Commissioner 
of Social Security". 

(6) Section 6103(1)(5) of such 
Code is amended-

(A) by striking "DEPARTMENT 
OF HEALTH AND HUMAN SERVICES" 
in the heading and inserting "SOCIAL 
SECURITY ADMINISTRATION"; and 

(B) by striking "Secretary of 
Health and Human Services" and 
inserting "Commissioner of Social 
Security" . 

(7) Subsections (d)(3)(C) and (e) 
of section 6402 of such Code are 
amended by striking "Secretary of 
Health and Human Services" each 
place it appears and inserting "Com
missioner of Social Security". 

(8) Section 6511(d)(5) of such 
Code is amended by striking "Secre
tary of Health and Human Services" 
and inserting "Commissioner of So
cial Security". 

(9)(A) Subsections (b)(2) and (h) 
of section 9704 of such Code are 
amended by striking "Secretary of 
Health and Human Services" and 
inserting "Commissioner of Social 
Security" . 

(B) Section 9706 of such Code is 
amended-

(i) by striking "Secretary of 
Health and Human Services" each 
place it appears and inserting "Com
missioner of Social Security"; 

(ii) in such section as amended 
by clause (i), by striking "Secretary" 
each place it appears and inserting 
"Commissioner"; and 

(iii) in subsection (d)(3), by 
striking "Secretary's" and inserting 
"Commissioner's" . 

* * * * * 

SEC. 108. ADDITIONAL 
CONFORMING AMENDMENTS. 

* * * * * 
(h) AMENDMENTS TO INTERNAL 

REVENUE CODE OF 1986.-
(1) Subsections (c)(l), (c)(2)(E), 

(e)(2), (g)(l), (g)(2)(A), and (g)(2)(B) 
of section 1402 of the Internal Reve
nue Code of 1986 are amended by 
striking "Secretary of Health and 

Human Services" each place it ap
pears and inserting "Commissioner of 
Social Security". 

(2) Section 3121(b)(10)(B) of 
such Code is amended by striking 
"Secretary of Health and Human 
Services" each place it appears and 
inserting "Commissioner of Social 
Security" . 

(3) Section 3127 of such Code is 
amended by striking "Secretary of 
Health and Human Services" each 
place it appears and inserting "Com
missioner of Social Security". 

(4) Section 6050F(c)(1 )(A) of 
such Code is amended by striking 
"Secretary of Health and Human 
Services" and inserting "Commis
sioner of Social Security". 

(5) Subsections (d) and (f) of 
section 6057 of such Code are amend
ed by striking "Secretary of Health 
and Human Services" each place it 
appears and inserting "Commissioner 
of Social Security". 

(6) Section 6103(1)(5) of such 
Code is amended-

(A) by striking "DEPARTMENT 
OF HEALTH AND HUMAN SERVICES" 
in the heading and inserting "SOCIAL 
SECURITY ADMINISTRATION"; and 

(B) by striking "Secretary of 
Health and Human Services" and 
inserting "Commissioner of Social 
Security" . 

(7) Subsections (d)(3)(C) and "(e) 
of section 6402 of such Code are 
amended by striking "Secretary of 
Health and Human Services" each 
place it appears and inserting "Com
missioner of Social Security". 

(8) Section 6511(d)(5) of such 
Code is amended by striking "Secre
tary of Health and Human Services" 
and inserting "Commissioner of So
cial Security". 

(9)(A) Subsections (b)(2) and (h) 
of section 9704 of such Code are 
amended by striking "Secretary of 
Health and Human Services" and 
inserting "Commissioner of Social 
Security" . 

(B) Section 9706 of such Code is 
amended-

(i) by striking "Secretary of 
Health and Human Services" each 
place it appears and inserting "Com
missioner of Social Security"; 

(ii) in such section as amended 
by clause (i), by striking "Secretary" 
each place it appears and inserting 
"Commissioner"; and 
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(iii) in subsection (d)(3), by 
striking "Secretary's" and inserting 
"Commissioner's" . 

* * * * * 
SEC. 303. EXPANSION OF STATE 
OPTION TO EXCLUDE SERVICE OF 
ELECTION OFFICIALS OR 
ELECTION WORKERS FROM 
COVERAGE. 

(a) LIMITATION ON MANDATORY 
COVERAGE OF STATE ELECTION OFFI
CIALS AND ELECTION WORKERS 
WITHOUT STATE RETIREMENT SYS
TEM.-

* * * * * 
(2) AMENDMENT TO FICA.-Sec

tion 3121(b)(7)(F)(iv) of the Internal 
Revenue Code of 1986 (as amended 
by section 11332(b) of the Omnibus 
Budget Reconciliation Act of 1990) is 
amended by striking "$100" and in
serting "$1,000 with respect to service 
performed during any calendar year 
commencing on or after January 1, 
1995, ending on or before December 
31, 1999, and the adjusted amount 
determined under section 218(c)(8)(B) 
of the Social Security Act for any 
calendar year commencing on or after 
January 1, 2000, with respect to ser
vice performed during such calendar 
year". 

(b) CONFORMING AMENDMENTS 
RELATING TO MEDICARE QUALIFIED 
GOVERNMENT EMPLOYMENT.-

(1) AMENDMENT TO SOCIAL SE
CURITY ACT.-Section 210(p)(2)(E) of 
the Social Security Act (42 U.S.C. 
41O(p)(2)(E» is amended by striking 
"$100" and inserting "$1,000 with 
respect to service performed during 
any calendar year commencing on or 
after January 1, 1995, ending on or 
before December 31, 1999, and the 
adjusted amount determined under 
section 218(c)(8)(B) for any calendar 
year commending on or after January 
1, 2000, with respect to service per
formed during such calendar year". 

(2) AMENDMENT TO FICA.-Sec
tion 3121(u)(2)(B)(ii)(V) of the Inter
nal Revenue Code of 1986 is amended 
by striking "$100" and inserting 
"$1,000 with respect to service per
formed during any calendar year 
commencing on or after January 1, 
1995, ending on or before December 
31, 1999, and the adjusted amount 
determined under section 218(c)(8)(B) 
of the Social Security Act for any 
calendar year commencing on or after 
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January 1, 2000, with respect to ser
vice performed during such calendar 
year". 

* * * * * 
SEC. 306. LIMITED EXEMPTION 
FOR CANADIAN MINISTERS FROM 
CERTAIN SELF-EMPLOYMENT TAX 
LIABILITY. 

(a) IN GENERAL.-Notwithstanding 
any other provision of law, if-

(1) an individual performed ser
vices described in section 1402(c)(4) 
of the Internal Revenue Code of 1986 
which are subject to tax under section 
1401 of such Code, 

(2) such services were performed 
in Canada at a time when no agree
ment between the United States and 
Canada pursuant to section 233 of 
the Social Security Act was in effect, 
and 

(3) such individual was required 
to pay contributions on the earnings 
from such services under the social 
insurance system of Canada, 
then such individual may file a certif
icate, under this section in such form 
and manner, and with such official, 
as may be prescribed in regulations 
issued under chapter 2 of such Code. 
Upon the filing of such certificate, 
notwithstanding any judgment which 
has been entered to the contrary, such 
individual shall be exempt from pay
ment of such tax with respect to 
services described in paragraphs (1) 
and (2) and from any penalties or 
interest for failure to pay such tax or 
to file a self-employment tax return 
as required under section 6017 of 
such Code. 

(b) PERIOD FOR FILING.-A certifi
cate referred to in subsection (a) may 
be filed only during the 180-day peri
od commencing with the date on 
which the regulations referred to in 
subsection (a) area issued. 

(c) TAXABLE YEARS AFFECTED BY 
CERTIFICATE.-A certificate referred 
to in subsection (a) shall be effective 
for taxable years ending after Decem
ber 31, 1978, and before January 1, 
1985. 

(d) RESTRICTION ON CREDITING OF 
EXEMPT SELF-EMPLOYMENT IN
COME.-In any case in which an indi
vidual is exempt uner this section 
from paying a tax imposed under 
section 1401 of the Internal Revenue 
Code of 1986, any income on which 
such tax would have been imposed 
but for such exemption shall not 

constitute self-employment income 
under section 211(b) of the Social 
Security Act (42 U.S.C. 41l(b», and, 
if such individual's primary insurance 
amount has been determined under 
section 215 of such Act (42 U.S.C. 
415), notwithstanding section 
215(f)(1) of such Act, the Secretary of 
Health and Human Services (prior to 
March 31, 1995) or the Commissioner 
of Social Security (after March 30, 
1995) shall recompute such primary 
insurance amount so as to take into 
account the provisions of this subsec
tion. The recomputation under this 
subsection shall be effective with re
spect to benefits for months following 
approval of the certificate of exemp
tion. 

* * * * 
SEC. 309. REPEAL OF THE 
FACILITY -OF-PAYMENT 
PROVISION. 

* * * * 

* 

* 
(d) CONFORMING AMENDMENT DE

LETING SPECIAL INCOME TAX TREAT
MENT OF BENEFITS No LONGER RE
QUIRED BY REASON OF REPEAL.
Section 86(d)(I) of the Internal Reve
nue Code of 1986 (relating to income 
tax on social security benefits) is 
amended by striking the last sentence. 

(e) EFFECTIVE DATES.-
(1) The amendments made by 

subsections (a), (b), and (c) shall 
apply with respect to benefits payable 
for months after December 1995. 

(2) The amendment made by 
subsection (d) shall apply with respect 
to benefits received after December 
31, 1995, in taxable years ending after 
such date. 

* * * * * 
SEC. 311. AUTHORIZATION FOR 
DISCLOSURE OF SOCIAL 
SECURITY INFORMATION FOR 
PURPOSES OF PUBLIC OR 
PRIVATE EPIDEMIOLOGICAL AND 
SIMILAR RESEARCH. 

* * * * * 
(b) AVAILABILITY OF INFORMATION 

RETURNS REGARDING WAGES PAID 
EMPLOYEEs.-Section 6103(1)(5) of 
the Internal Revenue Code of 1986 
(relating to disclosure of returns and 
return information to the Department 
of Health and Human Services for 
purposes other than tax administra
tion) is amended-



(1) by striking "for the purpose 
of" and inserting "for the purpose 
of-~~; 

(2) by striking "carrying out~ in 
accordance with an agreement" and 
inserting the following: 

"(A) carrying out, in accordance 
with an agreement"; 

(3) by striking "program." and 
inserting "program; or"; and 

(4) by adding at the end the 
following new subparagraph: 

"(B) providing information re
garding the mortality status of indi
viduals for epidemiological and simi
lar research in accordance with 
section 1106(d) of the Social Security 
Act.". 

(c) EFFECTIVE DATE.-The amend
ments made by this section shall ap
ply with respect to requests for. infor
mation made after the date of the 
enactment of this Act. 

SEC. 312. MISUSE OF SYMBOLS, 
EMBLEMS, OR NAMES IN 
REFERENCE TO SOCIAL 
SECURITY ADMINISTRATION OR 
DEPARTMENT OF HEALTH AND 
HUMAN SERVICES. 

(a) PROHIBITION OF UNAUTHO
RIZED REPRODUCTION, REPRINTING, 
OR DISTRIBUTION FOR FEE OF CER
TAIN OFFICIAL PUBLICATIONS.-Sec
tion 1140(a) of the Social Security 
Act (42 U.S.C. 1320b-IO(a» is 
amended-

(1) by redesignating paragraphs 
(1) and (2) as subparagraphs (A) and 
(B), respectively; 

(2) by inserting "(I)" after 
"(a)"; and 

(3) by adding at the end the 
following new paragraph: 

"(2) No person may, for a fee, 
reproduce, reprint, or distribute any 
item consisting of a form, applica
tion, or other publication of the So
cial Security Administration or of the 
Department of Health and Human 
Services unless such person has ob
tained specific, written authorization 
for such activity in accordance with 
regulations which the Secretary shall 
prescribe. " 

(b) ADDITION TO PROHIBITED 
WORDS, LETTERS, SYMBOLS, AND EM
BLEMSo-Paragraph (1) of section 
1140(a) of such Act (as redesignated 
by subsection (a» is further amend
ed-

(1) in subparagraph (A) (as rede
signated), by striking "Administra
tion', the letters 'SSA' or 'HCFA'," 
and inserting "Administration', 'De
partment of Health and Human Ser
vices', 'Health and Human Services', 
'Supplemental Security Income Pro
gram', or 'Medicaid', the letters 
'SSA', 'HCFA', 'DHHS', 'HHS', or 
'SSI',"; and 

(2) in subparagraph (B) (as 
amended by section 304 and as rede
signated), by striking "Social Security 
Administration" each place it appears 
and inserting "Social Security Admin
stration, Health Care Financing Ad
ministration, or Department of 
Health and Human Services", by 
striking "or of the Health Care Fi
nancing Administration", and by in
serting "or the Medicare card," after 
"205(c)(2)(F)" . 

(c) EXEMPTION FOR USE OF 
WORDS, LETTERS, SYMBOLS, AND EM
BLEMS OF STATE AND LOCAL Gov
ERNMENT AGENCIES BY SUCH AGEN
CIESo-Paragraph (1) of section 
1140(a) of such Act (as redesignated 
by subsection (a» is further amended 
by adding at the end the following 
new sentence: "The preceding provi
sions of this subsection shall not ap
ply with respect to the use by any 
agency or instrumentality of a State 
or political subdivision of a State of 
any words or letters which identify an 
agency or instrumentality of such 
State or of a political subdivision of 
such State or the use by any such 
agency or instrumentality of any sym
bol or emblem of an agency or instru
mentality of such State or a political 
subdivision of such State.". 

(d) INCLUSION OF REASONABLE
NESS STANDARD.-Section 1140(a)(I) 
of such Act (as amended by the 
preceding provisions of this section) is 
further amended, in the matter fol
lowing subparagraph (B) (as rede
signated), by striking "convey" and 
inserting "convey, or in a manner 
which reasonably could be interpreted 
or construed as conveying,". 

(e) INEFFECTIVENESS OF DISCLAIM
ERSo-Subsection (a) of section 1140 
of such Act (as amended by the 
preceding provisions of this section) is 
further amended by adding at the end 
the following new paragraph: 

"(3) Any determination of 
whether the use of one or more 
words, letters, symbols, or emblems 
(or any combination or variation 

thereof) in connection with an item 
described in paragraph (1) or the 
reproduction, reprinting, or distribu
tion of an item described in para
graph (2) is a violation of this subsec
tion shall be made without regard to 
any inclusion in such item (or any so 
reproduced, reprinted, or distributed 
copy thereof) of a disclaimer of affili
ation with the United States Govern
ment or any particular agency or 
instrumentality thereof.". 

(f) VIOLATIONS WITH RESPECT TO 
INDIVIDUAL ITEMSo-Section 
1140(b)(1) of such Act (42 U.S.C. 
1320b-1O(b)(I» is amended by adding 
at the end the following new sen
tence: "In the case of any items 
referred to in subsection (a)(1) con
sisting of pieces of mail, each such 
piece of mail which contains one or 
more words, letters, symbols, or em
blems in violation of subsection (a) 
shall represent a separate violation. In 
the case of any item referred to in 
subsection (a)(2), the reproduction, 
reprinting, or distribution of such 
item shall be treated as a separate 
violation with respect to each copy 
thereof so reproduced, reprinted, or 
distributed." . 

(g) ELIMINATION OF CAP ON AG
GREGATE LIABILITY AMOUNTo-

(1) REPEAL.-Paragraph (2) of 
section 1140(b) of such Act (42 
U.SoC. 1320b-IO(b)(2» is repealed. 

(2) CONFORMING AMEND
MENTSo-Section 1140(b) of such Act 
is further amended-

(A) by striking "(1) Subject to 
paragraph (2), the" and inserting 
"The"; 

(B) by redesignating subpara
graphs (A) and (B) as paragraphs (1) 
and (2), respectively; and 

(C) in paragraph (1) (as rede
signated), by striking "subparagraph 
(B)" and inserting "paragraph (2)". 

(h) REMOVAL OF FORMAL DECLI
NATION REQUIREMENTo-Section 
1140(c)(1) of such Act (42 U.S.C. 
1320b-l0(c)(1» is amended by insert
ing "and the first sentence of subsec
tion (c)" after "and (i)". 

(i) PENALTIES RELATING TO SO
CIAL SECURITY ADMINISTRATION DE
POSITED IN OASI TRUST FUND, AND 
PENAL TIES RELATED TO HEALTH 
CARE FINANCING ADMINISTRATION 
DEPOSITED IN THE HI AND SMI 
TRUST FuNDSo-Section 1140(c)(2) of 
such Act (42 U.S.C. 1320b-l0(c)(2» 
is amended in the second sentence by 
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striking "United States." and insert
ing "United States, except that (A) to 
the extent that such amounts are 
recovered under this section as penal
ties imposed for misuse of words, 
letters, symbols, or emblems relating 
to the Social Security Administration, 
such amounts shall be deposited into 
the Federal Old-Age and Survivors 
Insurance Trust Fund, and (B) to the 
extent that such amounts are recov
ered under this section as penalties 
imposed for misuse of words, letters, 
symbols, or emblems relating to the 
Department of Health and Human 
Services, such amounts shall be de
posited into the Federal Hospital In
surance Trust Fund or the Federal 
Supplementary Medical Insurance 
Trust Fund, as appropriate.". 

U) ENFORCEMENT.-Section 1140 
of such Act (42 U.S.C. 1320b-IO) is 
amended by adding at the end the 
following new subsection: 

"(d) The preceding provisions of 
this section may be enforced through 
the Office of the Inspector General of 
the Department of Health and Hu
man Services.". 

(k) REPORTS.-
(1) IN GENERAL.-The Secretary 

of Health and Human Services and 
the Commissioner of Social Security 
shall each submit to the Committee 
on Ways and Means of the House of 
Representatives and the Committee 
on Finance of the Senate 3 reports on 
the operation of section 1140 of the 
Social Security Act with respect to the 
Social Security Administration or the 
Department of Health and Human 
Services during the period covered by 
the report, which shall specify-

(A) the number of complaints 
of violations of such section received 
by the Social Security Administration 
or the Department of Health and 
Human Services during the period, 

(B) the number of cases in 
which the Social Security Administra
tion or the Department, during the 
period, sent a notice of violation of 
such section requesting that an indi
vidual cease activities in violation of 
such section, 

(C) the number of cases in 
which the Social Security Administra
tion or the Department formally pro
posed a civil money penalty in a 
demand letter during the period, 

(D) the total amount of civil 
money penalties assessed by the So-
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cial Security Administration or the 
Department under this section during 
the period, 

(E) the number of requests for 
hearings filed during the period by 
the Social Security Administration or 
the Department pursuant to sections 
1140(c)(1) and II28A(c)(2) of the So
cial Security Act, 

(F) the disposition during the 
period of hearings filed pursuant to 
sections 1140(C)(1) and 1 1 28A(c)(2) 
of the Social Security Act, and 

(G) the total amount of civil 
money penalties collected under this 
section and deposited into the Federal 
Old-Age and Survivors Insurance 
Trust Fund or the Health Insurance 
and Supplementary Medical Insurance 
Trust Funds, as applicable, during the 
period. 

(2) WHEN DUE.-The reports re
quired by paragraph (1) shall be sub
mitted not later than December 1, 
1995, not later than December I, 
1997, and not later than December 1, 
1999, respectively. 

(1) PROHIBITION OF MISUSE OF DE
PARTMENT OF THE TREASURY NAMES, 
SYMBOLS, ETC.-

(1) GENERAL RULE.-Subchapter 
II of chapter 3 of title 31, United 
States Code, is amended by adding at 
the end thereof the following new 
section: 

"§ 333. Prohibition of misuse of 
Department of the Treasury names, 
symbols, etc. 

"(a) GENERAL RULE.-No person 
may use, in connection with, or as a 
part of, any advertisement, solicita
tion, business activity, or product, 
whether alone or with other words, 
letters, symbols, or emblems-

"(1) the words 'Department of 
the Treasury', or the name of any 
service, bureau, office, or other sub
division of the Department of the 
Treasury, 

"(2) the titles 'Secretary of the 
Treasury' or 'Treasurer of the United 
States' or the title of any other offic
er or employee of the Department of 
the Treasury, 

"(3) the abbreviations or initials 
of any entity referred to in paragraph 
(1), 

"(4) the words 'United States 
Savings Bond' or the name of any 
other obligation issued by the Depart
ment of the Treasury, 

"(5) any symbol or emblem of 
an entity referred to in paragraph (1) 
(including the design of any envelope 
or stationary used by such an entity), 
and 

"(6) any colorable imitation of 
any such words, titles, abbreviations, 
initials, symbols, or emblems, 

in a manner which could reasonably 
be interpreted or construed as convey
ing the false impression that such 
advertisement, solicitation, business 
activity, or product is in any manner 
approved, endorsed, sponsored, or 
authorized by, or associated with, the 
Department of the Treasury or any 
entity referred to in paragrah (1) or 
any officer or employee thereof. 

"(b) TREATMENT OF DISCLAIM· 
ERs.-Any determination of whether 
a person has violated the provisions 
of subsection (a) shall be made with
out regard to any use of a disclaimer 
of affiliation with the United States 
Government or any particular agency 
or instrumentality thereof. 

"(c) CIVIL PENALTY.-
"(1) IN GENERAL.-The Secre

tary of the Treasury may impose a 
civil penalty on any person who vio
lates the provisions of subsection (a). 

"(2) AMOUNT OF PENALTY.-The 
amount of the civil penalty imposed 
by paragraph (1) shall not exceed 
$5,000 for each use of any material in 
volation of subsection (a). If such use 
is in a broadcast or telecast, the 
preceding sentence shall be applied by 
substituting '$25,000' for '$5,000'. 

"(3) TIME LIMITATIONS.-

"(A) ASSESSMENTS.-The Sec
retary of the Treasury may assess any 
civil penalty under paragraph (1) at 
any time before the end of the 3-year 
period beginning on the date of the 
violation with respect to which such 
penalty is imposed. 

"(B) CIVIL ACTION.-The Sec
retary of the Treasury may commence 
a civil action to recover any penalty 
imposed under this subsection at any 
time before the end of the 2-year 
period beginning on the date on 
which such penalty was assessed. 

"(4) COORDINATION WITH SUB
SECTION (d).-No penalty may be as
sessed under this subsection with re
spect to any violation after a criminal 
proceeding with respect to such viola
tion has been commenced under sub
section (d). 



"(d) CRIMINAL PENALTY.-
"(1) IN GENERAL.-If any per

son knowingly violates subsection (a), 
such person shall, upon conviction 
thereof, be fined not more than 
$lO,OOO for each such use or impris
oned not more than 1 year, or both. 
If such use is in a broadcast or 
telecast, the preceding sentence shall 
be applied by substituting '$50,000' 
for '$lO,OOO'. 

"(2) TIME LIMITATIONS.-No 
person may be prosecuted, tried, or 
punished under paragraph (1) for any 
violation of subsection (a) unless the 
indictment is found or the informa
tion instituted during the 3-year peri
od beginning on the date of the 
violation. 

"(3) COORDINATION WITH SUB
SECTION (c).-No criminal proceeding 
may be commenced under this subsec
tion with respect to any violation if a 
civil penalty has previously been as
sessed under subsection (c) with re
spect to such violation.". 

"(2) CLERICAL AMENDMENT.
The analysis for chapter 3 of title 31, 
United States Code, is amended by 
adding after the item relating to sec
tion 332 the following new item: 
"333. Prohibition of misuse of De
partment of the Treasury names, 
symbols, etc.". 

(3) REPORT.-Not later than May 
I, 1996, the Secretary of the Treasury 
shall submit a report to the Committee 
on Ways and Means of the House of 
Representatives and the Committee on 
Finance of the Senate on the imple
mentation of the amendments made by 
this section. Such report shall include 
the number of cases in which the 
Secretary has notified persons of viola
tions of section 333 of title 31, United 
States Code (as added by subsection 
(a», the number of prosecutions com
mended under such section, and the 
total amount of the penalties collected 
in such prosecutions. 

(m) EFFECTIVE DATE.-
(1) IN GENERAL.-Except as pro

vided in paragraph (2), the amend
ments made by this section shall ap
ply with respect to violations 
occurring after March 31, 1995. 

(2) PROHIBITION OF MISUSE OF 
DEPARTMENT OF THE TREASURY 
NAMES, SYMBOLS, ETC.-Subsection 
(1)(3) shall take effect on the date of 
the enactment of this Act, and the 
amendments made by paragraphs (1) 
and (2) of subsection (I) shall apply 

with respect to violations occurring 
after such date. 

* * * * * 
SEC. 316. CROSS-MATCHING OF 
SOCIAL SECURITY ACCOUNT 
NUMBER INFORMATION AND 
EMPLOYER IDENTIFICATION 
NUMBER INFORMATION 
MAINTAINED BY THE 
DEPARTMENT OF AGRICULTURE. 

* * * * * 
(b) EMPLOYER IDENTIFICATION 

NUMBER INFORMATION.-Subsection 
(f) of section 6lO9 of the Internal 
Revenue Code of 1986 (as added by 
section 1735(c) of the Food, Agricul
ture, Conservation, and Trade Act of 
1990 (Public Law lOl-624; 104 Stat. 
3792» (relating to access to employer 
identification numbers by Secretary 
of Agriculture for purposes of Food 
Stamp Act of 1977) is amended-

(1) by striking paragraph (2) and 
inserting the following: 

"(2) SHARING OF INFORMATION 
AND SAFEGUARDS.-

"(A) SHARING OF INFORMA
TION.-The Secretary of Agriculture 
may share any information contained 
in any list referred to in paragraph (1) 
with any other agency or instrumen
tality of the United States which oth
erwise has access to employer identifi
cation numbers in accordance with 
this section or other applicable Feder
al law, except that the Secretary of 
Agriculture may share such informa
tion only to the extent that such 
Secretary determines such sharing 
would assist in verifying and matching 
such information against information 
maintained by such other agency or 
instrumentality. Any such information 
shared pursuant to this subparagraph 
may be used by such other agency or 
instrumentality only for the purpose 
of effective administration and en
forcement of the Food Stamp Act of 
1977 or for the purpose of investiga
tion of violations of other Federal 
laws or enforcement of such laws. 

"(B) SAFEGUARDS.-The Sec
retary of Agriculture, and the head of 
any other agency or instrumentality 
referred to in subparagraph (A), shall 
restrict, to the satisfaction of the 
Secretary of the Treasury, access to 
employer identification numbers ob
tained pursuant to this subsection 
only to officers and employees of the 
United States whose duties or respon
sibilities require access for the pur-

poses described in subparagraph (A). 
The Secretary of Agriculture, and the 
head of any agency or instrumentality 
with which information is shared pur
suant to subparagraph (A), shall pro
vide such other safeguards as the 
Secretary of the Treasury determines 
to be necessary or appropriate to 
protect the confidentiality of the em
ployer identification numbers."; 

(2) in paragraph (3), by striking 
"by the Secretary of Agriculture pur
suant to this subsection" and insert
ing "pursuant to this subsection by 
the Secretary of Agriculture or the 
head of any agency or instrumentality 
with which information is shared pur
suant to paragraph (2)", and by strik
ing "social security account num
bers" and inserting "employer 
identification numbers"; and 

(3) in paragraph (4), by striking 
"by the Secretary of Agriculture pur
suant to this subsection" and insert
ing "pursuant to this subsection by 
the Secretary of Agriculture or any 
agency or instrumentality with which 
information is shared pursuant to 
paragraph (2)". 

* * * * * 
SEC. 319. COVERAGE UNDER 
FICA OF FEDERAL EMPLOYEES 
TRANSFERRED TEMPORARILY TO 
INTERNATIONAL 
ORGANIZATIONS. 

(a) TREATMENT OF SERVICE IN THE 
EMPLOY OF INTERNATIONAL ORGAN 1-

ZA TIONS BY CERTAIN TRANSFERRED 
FEDERAL EMPLOYEES.-

(1) IN GENERAL.-Section 3121 
of the Internal Revenue Code of 1986 
(relating to definitions) is amended by 
adding at the end the following new 
subsection: 

"(y) SERVICE IN THE EMPLOY OF 
INTERNATIONAL ORGANIZATIONS BY 
CERTAIN TRANSFERRED FEDERAL EM
PLOYEES.-

"(1) IN GENERAL.-For purposes 
of this chapter, service performed in 
the employ of an international organ
ization by an individual pursuant to a 
transfer of such individual to such 
international organization pursuant to 
section 3582 of title 5, United States 
Code, shall constitute 'employment' 
if-

"(A) immediately before such 
transfer, such individual performed 
service with a Federal agency which 
constituted 'employment' under sub
section (b) for purposes of the taxes 
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imposed by sections 3101(a) and 
311l(a), and 

"(B) such individual would be 
entitled, upon separation from such 
international organization and proper 
application, to reemployment with 
such Federal agency under such sec
tion 3582. 

"(2) DEFINITIONs.-For pur
poses of this subsection-

"(A) FEDERAL AGENCY.-The 
term 'Federal agency' means an agen
cy, as defined in seection 3581(1) of 
title 5, United States Code. 

"(B) INTERNATIONAL ORGANI
ZATlON.-The term 'international or
ganization' has the meaning provided 
such term by section 3581(3) of title 
5, United States Code." 

(2) CONTRIBUTIONS BY FEDERAL 
AGENCy.-Section 3122 of such Code 
(relating to Federal service) is amend
ed by inserting after the first sentence 
the following new sentence: "In the 
case of the taxes imposed by this 
chapter with respect to service per
formed in the employ of an interna
tional organization pusuant to a 
transfer to which the provisions of 
section 3121 (y) are applicable, the 
determination of the amount of re
muneration for such service, and the 
return and payment of the taxes im
posed by this chapter, shall be made 
by the head of the Federal agency 
from which the transfer was made." 

(3) COLLECTION OF EMPLOYEE 
CONTRIBUTIONS.-Section 3102 of 
such Code (relating to deduction of 
tax from wages) is amended by add
ing at the end the following new 
subsection: 

"(e) SPECIAL RULE FOR CERTAIN 
TRANSFERRED FEDERAL EMPLOY
EES.-In the case of any payments of 
wages for service performed in the 
employ of an international organiza
tion pursuant to a transfer to which 
the provisions of section 3121(y) are 
applicable-

"(1) subsection (a) shall not ap
ply, 

"(2) the head of the Federal 
agency from which the transfer was 
made shall separately include on the 
statement required under section 
6051-

"(A) the amount determined 
to be the amount of the wages for 
such service, and 

"(B) the amount of the tax 
imposed by section 3101 on such 
payments, and 

548 1994-2 C.B. 

"(3) the tax imposed by sec
tion 3101 on such payments shall be 
paid by the employee." 

(4) EXCLUSION FROM TREAT
MENT AS TRADE OR BUSINESS.-Para 
graph (2)(C) of section 1402(c) of 
such Code (defining trade or busi
ness) is amended by adding at the end 
the following: "except service which 
constitutes 'employment' under sec
tion 3121(y),". 

(5) CONFORMING AMEND
MENT.-Paragraph (15) of section 
3121(b) of such Code is amended by 
inserting ", except service which con
stitutes 'employment' under subsec
tion (y)" after "organization". 

(b) AMENDMENTS TO THE SOCIAL 
SECURITY ACT.-

(1) IN GENERAL.-Section 210 of 
the Social Security Act (42 U.S.C. 
410) is amended by adding at the end 
the following new subsection: 

"SERVICE IN THE EMPLOY OF 
INTERNATIONAL 

ORGANIZATIONS BY CERTAIN 
TRANSFERRED FEDERAL 

EMPLOYEES 

"(r)(1) For purposes of this title, 
service performed in the employ of an 
international organization by an indi
vidual pursuant to a transfer of such 
individual to such international or
ganization pursuant to section 3582 
of title 5, United States Code, shall 
constitute 'employment' if-

"(A) immediately before such 
transfer, such individual performed 
service with a Federal agency which 
constituted 'employment' as defined 
in subsection (a), and 

"(B) such individual would be 
entitled, uon separation from such 
international organization and proper 
application, to reemployment with 
such Federal agency under such sec
tion 3582. 

"(2) For purposes of this subsec
tion: 

"(A) The term 'Federal agen
cy' means an agency, as defined in 
section 3581(1) of title 5, United 
States Code. 

"(B) The term 'international 
organization' has the meaning provid
ed such term by section 3581(3) of 
title 5, United States Code." 

(2) EXCLUSION FROM TREAT
MENT AS TRADE OR BUSINEss.-Sec
tion 211(c)(2)(C) of such Act (42 
U.S.C. 411(c)(2)(C» is amended by 

inserting before the semicolon the 
following " , except service which 
constitutes 'employment' under sec
tion 210(r)". 

(3) CONFORMING AMENDMENT.
Section 210(a)(15) of such Act (42 
U.S.C. 41O(a)(15}) is amended by in
serting ", except service which consti
tutes 'employment' under subsection 
(r)" before the semicolon. 

(c) EFFECTIVE DATE. - The 
amendments made by this section 
shall apply with respect to service 
performed after the calendar quarter 
following the calendar quarter in 
which the date of the enactment of 
this Act occurs. 

SEC. 320. EXTENSION OF THE 
FICA TAX EXEMPTION AND 
CERTAIN TAX RULES TO 
INDIVIDUALS WHO ENTER THE 
UNITED STATES UNDER A VISA 
ISSUED UNDER SECTION 101 OF 
THE IMMIGRATION AND 
NATIONALITY ACT. 

(a) AMENDMENTS TO THE INTER
NAL REVENUE CODE OF 1986.-

(1) The following provisions of 
the Internal Revenue Code of 1986 
are each amended by striking "(J), or 
(M)" each place it appears and insert
ing "(J), (M), or (Q)": 

(A) Section 871(c). 
(B) Section 1441(b). 
(C) Section 3121(b)(19). 
(D) Section 3231(e)(I). 
(E) Section 3306(c)(19). 

(2) Paragraph (3) of section 
872(b) of such Code is amended by 
striking "(F) or (J)" and inserting 
"(F), (J), or (Q)". 

(3) Paragraph (5) of section 
7701(b) of such Code is amended by 
striking "subparagraph (J)" in subpa
ragraphs (C)(i) and (D)(i)(II) and in
serting "subparagraph (J) or (Q)". 

(b) AMENDMENT TO SOCIAL SECU
RITY ACT.-Paragraph (19) of section 
21O(a) of the Social Security Act is 
amended by striking "(J), or (M)" 
each place it appears and inserting 
"(J), (M), or (Q)". 

(c) EFFECTIVE DATE.-The amend
ments made by this subsection shall 
take effect with the calendar quarter 
following the date of the enactment 
of this Act. 

* * * * * 
Approved August 15, 1994. 
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Part III. Administrative, Procedural, and Miscellaneous 
Delegation Order No. 11 (Rev. 24) 

Deputy Assistant Commissioner 
(International), et al.; Delegation of 
Authority 

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 
center, and district office officials. 
Depending 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: June 21, 1994. 

Effective date: June 21, 1994. 

Authority to Accept or Reject Offers 
in Compromise. 

The authority vested in the Com
missioner of Internal Revenue by 
Treasury Order Nos. 150-04 and 
150-09, 26 CFR 30l.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, assistant chiefs, associate 
chiefs, and team chiefs or team man
agers as to their respective cases, in 
Appeals offices; are delegated author
ity under section 7122 of the Internal 
Revenue Code to accept offers in 
compromise and to reject and ac
knowledge withdrawal of offers in 
compromise for matters under their 
respective jurisdictions 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 Cen
ter are delegated authority under sec
tion 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 juris
dictions regardless of the amount of 
the liability sought to be compro
mised. Division chiefs may redelegate 
to service center and Austin Compli-

550 1994-2 C.B. 

ance Center Collection Branch chiefs 
the authority to reject and acknowl
edge withdrawal of all offers in com
promise, regardless of the amount of 
the liability sought to be compro
mised, and to accept offers in com
promise where the amount of the 
liability (including interest, penalty, 
additional amount, or addition to 
tax) is less than $100,000. 

3. Division chiefs in districts 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 un
der their respective jurisdictions re
gardless of the amount of the liability 
sought to be compromised. Chiefs, 
Collection Division, may redelegate to 
any Collection Branch chief, includ
ing Automated Collection and Collec
tion Support Branch chiefs, the au
thority to reject and acknowledge 
withdrawals of all offers in compro
mise regardless of the amount of the 
liability sought to be compromised 
and to accept offers in compromise 
regardless of the amount of the liabil
ity sought to be compromised. 
Chiefs, Collection Division, may re
delegate to Automated Collection as
sistant 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. Chiefs, Collec
tion Division, may redelegate to 
group managers in the Collection 
Field function; to Chief, Advisory or 
Insolvency unit, or equivalent, GS-12 
or above, in Special Procedures func
tion; and to Automated 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, in Collec
tion, and Chief, Special procedures or 
equivalent, in blended districts, are 
delegated the authority to accept of
fers in compromise where the amount 
of the liability (including interest, 
penalty, additional amount, or addi
tion to tax) is less than $100,000 and 
to reject and acknowledge withdrawal 
of all offers in compromise regardless 
of the amount of the liability sought 
to be compromised. 

5. Group managers in Collection 
Field function and Chief, Advisory or 
Insolvency unit or equivalent, GS-12 
or above, in Special Procedures func
tion in districts are delegated the 
authority to reject and acknowledge 
withdrawals of all offers in compro
mise for matters under their respec
tive jurisdictions regardless of the 
amount of the liability sought to be 
compromised. 

6. Chiefs, Examination' Division, 
may redelegate to any Chief, Quality 
Measurement Staff, or Chief, Plan
ning and Special Programs, the au
thority to reject and acknowledge 
withdrawals of all offers in compro
mise regardless of the amount of the 
liability sought to be compromised. 

7. The authority delegated to divi
sion chiefs, branch chiefs, assistant 
branch chiefs, group managers, and 
Chief, Advisory or Insolvency unit, 
GS-12 or above, does not include the 
authority to reject offers in compro
mise for public policy reasons. Au
thority to reject offers in compromise 
for public policy reasons is restricted 
to the Deputy Assistant Commission
er (International); associates chief 
counsel; regional counsel; regional di
rectors of Appeals; chiefs and associ
ate chiefs, Apeals offices; district di
rectors; service center directors; and 
Director, Austin Compliance Center. 
This authority may not be redelega
ted. The authority delegated to re
gional counsel may not be redelega
ted, except that the authority to reject 
offers in compromise for other than 
public policy reasons may be redele
gated, but not lower than to district 
counsel. Regional directors of Ap
peals and chiefs and associate chiefs, 
Appeals offices, may not redelegate 
this authority. 

8. District directors; service center 
directors; Director, Austin Compli
ance Center; and regional directors of 
Appeals are delegated the authority to 
accept offers in compromise in the 
event Counsel renders a negative legal 
opinion, regardless of the amount of 
the liability sought to be compro
mised. This applies only to offers in 
compromise-Doubt as to Collectibil
ity. This authority may not be redele
gated. 

9. The authority in this delegation 
order may not be redelegated except 
as indicated. 



10. To the extent that the authority 
previously exercised consistent with 
this order may require ratification, it 
is hereby approved and ratified. 

11. Delegation Order No. 11 (Rev. 
23), effective December 7, 1993, is 
superseded. 

Dated: June 21, 1994. 

Phil Brand, 
Chief Compliance Officer. 

(Filed by the Office of the Federal Register on 
July 19, 1994, 8:45 a.m., and published in 
the issue of the Federal Register for July 20, 
1994, 59 F.R. 37130) 

Delegation Order No. 42 (Rev. 27) 

Delegation of Authority 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Delegation of Authority. 

SUMMARY: The authority to exe
cute consents fixing the period of 
limitations on assessment or collec
tion under provisions of the 1939, 
1954, and 1986 Internal Revenue 
Codes (26 U.S.C. 6229; 26 CFR 
301.6501(c)-I; 26 CFR 301.6502-1; 
26 CFR 301.6901-1(d); and 26 CFR 
301. 7701-9). 

EFFECTIVE DATE: October 19, 
1994. 

Authority to Execute Consents Fix
ing the Period of Limitations on As
sessment or Collection Under Provi
sions of the 1939, 1954, and 1986 
Internal Revenue Codes 

1. Pursuant to authority vested in 
the Commissioner of Internal Reve
nue by Treasury Order 150-10; 26 
USC 6229; 26 CFR 301.6501(c)-I; 26 
CFR 301.6502-1; 26 CFR 
301.6901-1(d); and 26 CFR 
301. 7701-9; the authority to sign all 
consents fixing the period of limita
tions on assessment or collection is 
delegated to the following officials: 

a. Associate Chief Counsels and 
Deputy Associate Chief Counsels (for 
matters under their respective juris
dictions); 

b. Assistant Commissioner (Inter
national); 

c. Assistant Commissioner (Em
ployee Plans and Exempt Organiza
tions) but limited to Form 872-C, 
Consent Fixing Period of Limitation 

Upon the Assessment of Tax Under 
Section 4940 of the Internal Revenue 
Code; 

d. Regional Counsel; 
e. Regional Directors of Appeals; 
f. Service Center Directors; 
g. Director, Austin Compliance 

Center; 
h. Director, Detroit Computing 

Center; and 
i. District Directors 
2. This authority may be redelega

ted but not below the following levels 
for each activity: 

a. Service Center-Chief, Account
ing Branch; Chief, Quality Assur
ance; Chief, Adjustment/Correspond
ence; Revenue Officers and Collection 
Branch managers Grade GS-9 or 
higher; Chief, Classification function; 
and personnel assigned to the Exami
nation Support Unit, Grade GS-ll or 
higher; 

b. Austin Compliance Center-Un
derreporter Division-Branch Chiefs; 
Collection Division-all Branch 
Chiefs and Chief, Quality Analysis 
Staff; Examination Division-Chiefs, 
Examination Branches, Chief, Quality 
Assurance Staff, Chief, Classification 
Branch; and personnel assigned to the 
Windfall Profits Staff, GS-ll; 

c. Detroit Computing Center
Currency Reporting and Compliance 
Division managers, GS-9 or higher; 

d. Collection-Revenue Officers; 
Collection Support function managers 
Grade GS-9 or higher; Automated 
Collection Branch managers, Grade 
GS-9 or higher; 

e. Examination-Reviewers, Grade 
GS-ll or higher; Group managers 
(including large case managers); 
Chiefs, Planning and Special Pro
grams and personnel assigned thereto 
Grade GS-ll or higher; Returns Clas
sification Specialists and Returns 
Classification Officers, Grade GS-ll; 

f. Criminal Investigation-Chiefs, 
Criminal Investigation Divisions, ex
cept in those districts where the Crim
inal Investigation Group managers re
port directly to the District Directors, 
the authority is limited to the District 
Director. 

g. Appeals-Appeals Officers; 
h. Assistant Commissioner (lnter

national)-Representatives at foreign 
posts; Revenue Agents; Tax Auditors, 
and Special Agents on foreign assign
ments; and levels indicated in c, d, 
and e above; 

i. EP /EO-For Form 872-C, Ex
empt Organizations Technical Divi
sion Branch Chiefs, Assistants to the 
Branch Chiefs, Conferee/Reviewers, 
and Branch Reviewers; 

j. District Employee Plans and Ex
empt Organizations-Reviewers, 
Grade GS-ll or higher, and Group 
Managers. 

3. No authority is delegated under 
this Order to the District Counsel. 

4. To the extent that the authority 
previously exercised consistent with 
this order may require ratification, it 
is hereby approved and ratified. 

5. Delegation Order No. 42 (Rev. 
26), effective October 29, 1992, is 
superseded. 

Dated: October 9, 1994. 
Approved: 

Phil Brand, 
Chief Compliance Officer 

(Filed by the Office of the Federal Register on 
November 16, 1994, 8:45 a.m., and pub
lished in the issue of the Federal Register for 
November 17, 1994, 59 F.R. 59492) 

Delegation Order No. 158 

Delegation of Authority 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Delegation of authority. 

SUMMARY: Delegation Order 158 
delegates authority for seizure and 
forfeiture of property under the Mon
ey Laundering Control Act of 1986 
and the Bank Secrecy Act. The text 
of the delegation order appears be
low. 

EFFECTIVE DATE: September 23, 
1994. 

Seizure and Forfeiture of Property 
under the Money Laundering Control 
Act of 1986 and the Bank Secrecy 
Act 

Pursuant to the authority granted 
to the Commissioner of Internal Rev
enue by Treasury Directive 15-42, 

1. The Chiefs, Criminal Investiga
tion, are delegated: 

a. investigatory authority over vio
lations of 18 U.S.C. Sections 1956 
and 1957 where the underlying con
duct is subject to investigation under 
Title 26 or under the Bank Secrecy 
Act, as amended, 31 U.S.C. Sections 
5311-5326 (other than violations of 
31 U.S.C. Section 5316); 
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b. seizure authority over violations 
of 18 U.S.C. Section 981 relating to 
violations of: 

(1) 31 U.S.C. Sections 5313 and 
5324(a); and 

(2) 18 U.S.C. Sections 1956 and 
1957 which are within the investigato
ry jurisdiction of IRS pursuant to 
paragraph 1.a. above; and 

c. seizure authority relating to any 
other violation of 18 U .S.C. Section 
1956 or 1957 if the bureau with 
investigatory authority is not present 
to make the seizure. Property seized 
under 18 U.S.C. Section 981 where 
investigatory jurisdiction is solely 
with another bureau not present at 
the time of the seizure shall be turned 
over to that bureau. 

d. approval authority to complete 
the forfeiture action and recommend 
administrative forfeitures negotiated 
by the U.S. Attorney, under the 
terms and conditions elicited in Sec
tion III, Directive 91-15 issued by the 
Department of Justice, Executive Of
fice for Asset Forfeiture. This author
ity pertains only to administrative 
forfeitures, where cost and claim 
bonds have been filed, and an agree
ment is subsequently negotiated by 
the U.S. Attorney, wherein the claim
ant withdraws the claim and the case 
is referred back to the Service, which 
will administratively forfeit the prop
erty according to the terms of the 
agreement. The Chief will make a 
recommendation to the district direc
tor of the key district for Criminal 
Investigation on the resulting admin
istrative forfeiture. 

e. to sign title and transfer docu
ments to transferees or purchasers of 
forfeited property, including real 
property. 

2. The authority granted in para
graphs la through lc may be redele
gated on a case-by-case basis no low
er than special agent. 

3. Special agents are authorized: 
a. to notify any other Treasury 

bureau of an investigation if, at any 
time during an investigation under 
this order, evidence is discovered of a 
matter within the jurisdiction of that 
other bureau, and to invite the partic
ipation of that bureau in the investi
gation. 

b. to estimate the value of the 
seized property and if valued at 
$500,000 or less, to cause a list to be 
prepared and to appraise or cause 
appraisal to be obtained and to attest 
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to such list and appraisement and to 
publish notice; and 

c. to cause notice of sale of seized 
property to be placed in accordance 
with Federal regulations. 

4. The Assistant Commissioner (In
ternational), district directors of key 
districts for Criminal Investigation 
and the Director, Taxpayer Service 
and Compliance, in the International 
function are authorized: 

a. to make determinations under 
Federal regulations concerning type 
and conditions of cost bonds; 

b. to exercise authority of the 
Commissioner concerning the disposi
tion of property seized under this 
order, including authority concerning 
the disposition of perishable goods; 

c. to execute the declaration of for
feiture showing that personal proper
ty has been forfeited to the United 
States; and 

5. The authority delegated in para
graph 4 may not be redelegated. 

6. The Assistant Commissioner 
(Criminal Investigation) and Director, 
Office of National Operations (Crimi
nal Investigation) are authorized: 

a. to allow or deny petitions for 
remission or mitigation of forfeiture 
of property seized under 18 U.S.C. 
Section 981, valued at not more than 
$500,000, to accept or reject any 
offer in compromise of the liability to 
forfeit personal property, and to 
make the necessary determinations 
and notifications, and to authorize 
the Assistant Commissioner (Interna
tional) or the district directors of key 
districts for Criminal Investigation 
and the Director, Taxpayer Service 
and Compliance, in the International 
function to notify the petitioner or 
offeror of the action taken on the 
petition or offer. 

b. to retain or to equitably transfer 
property valued at less than 
$1,000,000 and forfeited pursuant to 
18 U.S.C. Section 981 on such terms 
and conditions as he/she may deter
mine: 

(1) to any other Federal agency. 
(2) to any state or local law en

forcement agency which participated 
directly in any acts which led to the 
seizure or forfeiture of the property, 
in a manner which reflects the 
agency's level of contribution. 

7. The authority delegated in para
graph 6a may not be redelegated. The 
authority delegated in paragraph 6b 
may be redelegated no lower than 

Chief, Narcotics and Money Launder
ing Branch (Criminal Investigation), 
except property valued at $100,000 or 
less, which may be redelegated to the 
Chief, Asset Forfeiture Section. 

8. To the extent that the authority 
previously exercised consistent with 
this Order may require ratification, it 
is hereby approved and ratified. 

Dated: October 13, 1994. 

Approved: 

J ames McGovern, 
(Acting) Chief Compliance Officer. 

(Filed by the Office of the Federal Register on 
October 21, 1994, 8:45 a.m., and published 
in the issue of the Federal Register for 
October 24, 1994, 59 F.R. 53511) 

Delegation Order No. 182 (Rev. 6) 

Delegation of Authority 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Delegation of Authority. 

SUMMARY: The authority to exe
cute returns required by any internal 
law or regulation made thereunder 
when the person required to file such 
return fails to do so (26 CFR 
301.6020-1(b) and 26 CFR 
301. 770 1-9) is modified to include 
Detroit Computing Center ET AP 
(Employment Tax Adjustment 
Program)/6020(b) Support Manager 
GS-8 and above. 

EFFECTIVE DATE: October 12, 
1994. 

The authority granted to the Commis
sioner of Internal Revenue, by 26 
CFR 301.6020-1(b) and 26 CFR 
301. 770 1-9 to execute returns re
quired by any internal revenue law or 
regulation made thereunder when the 
person required to file such return 
fails to do so, is delegated to: 

1. Revenue Agents; 
2. Tax Auditors; 
3. Revenue Officers, GS-9 and 

above; 
4. Collection Support function 

managers, GS-9 and above; 
5. Automated Collection Branch 

managers, GS-9 and above; 
6. Service Center and Austin Com

pliance Center Collection Branch 
managers, GS-9 and above; and 



7. Detroit Computing Center 
ET AP (Employment Tax Adjustment 
Program)/6020(b) Support Managers, 
GS-8 and above. 

The authority delegated herein may 
not be redelegated. 

To the extent that the authority 
previously exercised consistent with 
this Order may require ratification, it 
is hereby affirmed and ratified. 

Delegation Order No. 182 (Rev. S), 
effective October 4, 1990, is supersed
ed. 

Dated: October 12,1994. 

Approved: 

Phil Brand, 
Chief Compliance Officer. 

(Filed by the Office of the Federal Register on 
November 16, 1994, 8:45 a.m., and pub
lished in the issue of the Federal Register for 
November 17, 1994, 59 F.R. 59493) 

Delegation Order No. 222 (Rev. 3) 

Delegation of Authority 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Delegation of authority. 

SUMMARY: Authority to approve 
the use of pen registers and to au
thorize the application for issuance of 
a court order to monitor communica
tions. 

EFFECTIVE DATE: September 23, 
1994. 

Authority to Approve the Use of Pen 
Registers and to Monitor 
Communications 

Pursuant to the Authority vested in 
the Commissioner of Internal Reve
nue By Treasury Order lS0-lO and 18 
U.S.C. 2S16, the authority to approve 
the use of pen registers; to authorize 
the application for issuance of a court 
order to monitor communications via 
display pagers, facsimile transceivers 
and tone and voice pagers (non-aural 
portion of the communications); and 
to approve the monitoring of commu
nications via tone-only pagers is dele
gated as follows: 

1. The Assistant Commissioner 
(Criminal Investigation) and anyone 
acting for him/her is authorized to 
approve the use of pen registers in the 
investigations involving felony viola
tions within the jurisdiction of Crimi
nal Investigation, wagering violations 

and for locating fugitives from justice 
charged with a violation who were the 
subject of an investigation by Crimi
nal Investigation. Authorization by 
the Assistant Commissioner (Criminal 
Investigation) for the use of a pen 
register is contingent upon the obtain
ing of a court order prior to installa
tion of the pen register. This authori
ty may not be redelegated. 

2. The Assistant Commissioner 
(Criminal Investigation) and anyone 
acting for him/her is authorized to 
approve the application for issuance 
of a court order to monitor commu
nications via display pagers, facsimile 
transceivers and tone and voice pag
ers (non-aural portion of the commu
nications). This authority may not be 
redelegated. 

3. The Chief, Criminal Investiga
tion Division, the Director or Deputy 
Director, National Operations Divi
sion (Criminal Investigation), and 
anyone acting for these persons may 
authorize the monitoring of commu
nications via tone-only pagers. This 
authority may not be redelegated. 

4. Delegation Order No. 222, (Rev. 
2), effective March 20, 1990, is super
seded. 

Dated: October 13, 1994. 

James McGovern, 
(Acting) Chief Compliance Officer. 

(Filed by the Office of the Federal Register on 
October 20, 1994, 8:45 a.m., and published 
in the issue of the Federal Register for 
October 21, 1994, 59 F.R. 53222) 

Information Reporting for Fuel 
Registrants; Use of Dye Injection 
Systems, Colorless Markers, and 
Visual Inspection Devices by Diesel 
Fuel Taxpayers; and Status of 
Kerosene 

Notice 94-72 

The diesel fuel excise tax temporary 
regulations were published on No
vember 30, 1993. Temporary Regula
tion 48.4lO1-4T requires information 
reporting by terminal operators, 
throughput1ers, and gasohol blenders, 
effective July 1, 1994. The informa
tion must be provided to the IRS in 
the form and at the time required by 
the Commissioner. 

The preamble to the Regulations 
stated that the IRS would issue pro
posed rules regarding the treatment of 
kerosene and the use of dye injection 

systems, colorless markers, and visual 
inspection devices, effective July 1, 
1994. 

The IRS is currently reviewing is
sues relating to the above items. Until 
further guidance is issued, the IRS 
will not change the treatment of kero
sene or require the use of dye injec
tion systems, colorless markers, or 
visual inspection devices, or the mak
ing of information reports. 

Information Reporting for 
Discharges of Indebtedness: Waiver 
of Penalties in Certain 
Circumstances 

Notice 94-73 

On December 23, 1993, the Internal 
Revenue Service issued temporary and 
proposed Income Tax Regulations un
der section 60S0P of the Internal 
Revenue Code (S8 F.R. 68301 and 
68337) relating to the reporting of a 
discharge of indebtedness of $600 or 
more. Section 1.60S0P-1 T of these 
temporary regulations, which applies 
to a discharge of indebtedness after 
December 31, 1993, provides rules for 
the time, form, and manner of re
porting a discharge of indebtedness 
under section 60S0P. The regulations 
also provide guidance on when an 
indebtedness is considered discharged 
and the amount of indebtedness dis
charged for purposes of section 
60S0P. The regulations require that a 
discharge of indebtedness be reported 
on Form lO99-C, Cancellation of 
Debt. 

A public hearing on the proposed 
regulations was held on March 30, 
1994. In light of the testimony at the 
public hearing and the written com
ments received, the Service has deter
mined that interim relief from penal
ties for failure to comply with certain 
of the reporting requirements of the 
temporary regulations is warranted. 

Accordingly, with respect to a dis
charge of indebtedness occurring be
fore the later of January 1, 1995, or 
the effective date of the final regula
tions under section 60S0P, no penal
ties will be imposed for the failure to 
report a discharge of indebtedness: 

(1) Under title 11 of the United 
States Code (§ 1.60S0P-l T(a)(1)(v), 
§ 1.60S0P-1 T(b)(2)(i)(A), and 
§ 1.60S0P-IT(c)(2»; 
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(2) Resulting from the expiration of 
the statute of limitations for collec
tion of an indebtedness (§ 1.6050P
IT(b)(2)(i)(C»; 

(3) For an amount other than prin
cipal in the case of indebtedness aris
ing in connection with a lending 
transaction. For this purpose, a lend
ing transaction is any transaction in 
which a lender extends credit (includ
ing revolving credit) to a borrower 
(§ 1.6050P-IT(a)(l)(iii) and 
§ 1.6050P-IT(c)(l»; or 

(4) For a person other than the 
primary (or first-named) debtor in the 
case of indebtedness incurred before 
January 1, 1995, that involves multi
ple debtors (§ 1.6050P-IT(d)(2». 

This Notice does not affect any of 
the reporting requirements under sec
tion 6050J of the Code (relating to 
foreclosures and abandonments of se
cured property). 

Tax on Certain Imported 
Substances; Notice ot 
Determination 

Notice 94-74 

This notice announces a determina
tion, under Notice 89-61, 1989-1 
C. B. 717, that the list of taxable sub
stances in § 4672(a)(3) of the Internal 
Revenue Code will be modified to in
clude dimethyl terephthalate. This 
modification is effective April 1, 
1992. 

Background 

Under § 4672(a), an importer or 
exporter of any substance may re
quest 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 
chemicals constitute more than 50 
percent of the weight, or more than 
50 percent of the value, of the materi
als 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 determi
nation process. 

Determination 

On June 10, 1994, the Secretary 
determined that dimethyl tereph
thalate should be added to the list of 
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taxable substances in § 4672(a)(3), ef
fective April 1, 1992. 

The rate of tax prescribed for 
dimethyl terephthalate, under § 4671-
(b)(3), is $3.23 per ton. This is based 
upon a conversion factor for xylene 
of 0.547 and a conversion factor for 
methane of 0.165. 

The petitioner is Cape Industries, 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: 2917.37.00.00 
CAS number: 120-61-6 

Dimethyl terephthalate is derived 
from the taxable chemicals xylene and 
methane. Dimethyl terephthalate is a 
solid produced predominantly by oxi
dation of xylene followed by esterifi
cation with methanol. 

The stoichiometric material con
sumption formula for dimethyl te
rephthalate is: 
CgHIO (xylene) + 2 CH4 (methane) 
+ 4 O2 (oxygen) - - - - - > 
CIOH lO0 4 (dimethyl terephthalate) + 
4 H20 (water) 

Dimethyl terephthalate has been de
termined to be a taxable substance 
because a review of its stoichiometric 
material consumption formula shows 
that, based on the predominant meth
od of production, taxable chemicals 
constitute 51.8 percent by weight of 
the materials used in its production. 

Tax on Certain Imported 
Substances; Notice of 
Determination 

Notice 94-75 

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 In
ternal Revenue Code will be modified 
to include glycerine and phenol. This 
modification is effective January 1, 
1991. 

Background 

Under § 4672(a), an importer or 
exporter of any substance may re
quest 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 
chemicals constitute more than 50 

percent of the weight, or more than 
50 percent of the value, of the materi
als 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 determi
nation process. 

Determination 

On June 10, 1994, the Secretary 
determined that glycerine and phenol 
should be added to the list of taxable 
substances in § 4672(a)(3), effective 
January 1, 1991. 

The rate of tax prescribed for glyc
erine, under § 4671(b)(3), is $9.52 per 
ton. This is based upon a conversion 
factor for propylene of 0.67, a con
version factor for chlorine of 2.16, 
and a conversion factor for sodium 
hydroxide of 1.54. 

The rate of tax prescribed for phe
nol, under § 4671 (b)(3), is $6.33 per 
ton. This is based upon a conversion 
factor for benzene of 0.9 and a con
version factor for propylene of 0.4. 

The petitioner is Dow Chemical 
Company, a manufacturer and ex
porter of these substances. No materi
al comments were received on these 
petitions. The following information 
is the basis for the determinations. 

Glycerine 
HTS number: 1520.90.00.00 
CAS number: 56-81-5 

Glycerine is derived from the tax
able chemicals propylene, chlorine, 
and sodium hydroxide. Glycerine is a 
liquid produced predominantly by the 
reaction of epichlorohydrin with an 
aqueous caustic carbonate solution, 
followed by the removal of water, 
sodium chloride, and other impurities 
by mechanical means, chemical ex
traction, and distillation. 

The stoichiometric material con
sumption formula for glycerine this 
substance is: 
C3H6 (propylene) + 2 Cl2 (chlorine) 
+ 2 NaOH (sodium hydroxide) + 
H 20 (water) - - - - - > C3Hs03 
(glycerine) + 2 NaCI (sodium chlo
ride) + 2 HCI (hydrogen chloride) 

Glycerine has been determined to 
be a taxable substance because a re
view of its stoichiometric material 
consumption formula shows that, 
based on the predominant method of 
production, taxable chemicals consti
tute 93.5 percent by weight of the 
materials used in its production. 



Phenol 
HTS number: 2907.11.00.00 
CAS number: 108-95-2 

Phenol is derived from the taxable 
chemicals benzene and propylene. 
Phenol is a solid produced predomi
nantly based on cumene peroxidation. 

The stoichiometric material con
sumption formula for phenol is: 
C6H6 (benzene) + C3H6 (propylene) 
+ O2 (oxygen) - - - - -> C6H60 
(phenol) + C3H60 (acetone) 

Phenol has been determined to be a 
taxable substance because a review of 
its stoichiometric material consump
tion formula shows that, based on the 
predominant method of production, 
taxable chemicals constitute 78.9 per
cent by weight of the materials used 
in its production. 

Tax on Certain Imported 
Substances; Notice of 
Determination 

Notice 94-76 

This notice announces determina
tions, under Notice 89-61, 1989-1 
C.B. 717, that the list of taxable 
substances in § 4672(a)(3) will be 
modified to include tetrahydrofuran 
and 1,4 butanediol. This modification 
is effective October 1, 1994. 

Background 

Under § 4672(a), an importer or 
exporter of any substance may re
quest 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 
chemicals constitute more than 50 
percent of the weight, or more than 
50 percent of the value, of the materi
als 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 determi
nation process. 

Determination 

On June 10, 1994, the Secretary 
determined that tetrahydrofuran and 
1,4 butanediol should be added to the 
list of taxable substances in 
§ 4672(a)(3), effective October 1, 
1994. However, if these substances 
are produced from acetylene derived 
from coal they are not taxable sub
stances. 

The rate of tax prescribed for te
trahydrofuran, under § 4671(b)(3), is 
$5.28 per ton unless it is produced 
from acetylene derived from coal. 
This is based upon a conversion fac
tor for acetylene of 0.40 and a con
version factor for methane of 0.97. 

The rate of tax prescribed for 1,4 
butanediol, under § 4671(b)(3), is 
$4.20 per ton unless it is produced 
from acetylene derived from coal. 
This is based upon a conversion fac
tor for methane of 0.77 and a conver
sion factor for acetylene of 0.32. 

The petitioner is E. 1. DuPont de 
Nemours and Company, a manufact
urer and exporter of these substances. 
No material comments were received 
on these petitions. The following in
formation is the basis for the determi
nations. 

Tetrahyrofuran 
HTS number: 2932.11.00.00 
CAS number: 109-99-9 

Tetrahyrofuran is derived from the 
taxable chemicals methane and acety
lene. Tetrahyrofuran is a liquid pro
duced predominantly by the reaction 
of acetylene (derived from methane in 
natural gas) with formaldehyde made 
by air oxidation and dehydrogenation 
of methanol (derived from methane 
in natural gas) producing the interme
diate butynediol which is in turn re
acted with hydrogen (derived from 
methane in natural gas) to produce 
1,4 butanediol. The 1,4 butanediol is 
ring closed using an acid catalyst to 
produce tetrahydrofuran. 

The stoichiometric material con
sumption formula for tetrahyrofuran 
is: 
C2H2 (acetylene) + 3 CH4 (methane) 
+ 0.5 O2 (oxygen) + 2 H20 (water) 
- - - - - > C 4HgO (tetrahydrofuran) 
+ 5 H2 (hydrogen) + CO2 (carbon 
dioxide) 

Tetrahyrofuran 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 meth
od of production, taxable chemicals 
constitute 58.7 percent by weight of 
the materials used in its production. 

1,4 butanediol 
HTS number: 2905.39.10.00 
CAS number: 110-63-4 

1,4 butanediol is derived from the 
taxable chemicals methane and acety
lene. 1,4 butanediol is a liquid pro
duced predominantly by the reaction 

of acetylene (derived from methane in 
natural gas) with formaldehyde made 
by air oxidation and dehydrogenation 
of methanol (derived from methane 
in natural gas) producing the interme
diate butynediol which is in turn re
acted with hydrogen (derived from 
methane in natural gas) to produce 
1,4 butanediol. 

The stoichiometric material con
sumption formula for 1,4 butanediol 
is: 
3 CH4 (methane) + C2H2 (acetylene) 
+ 3 H20 (water) + 0.5 O2 (oxygen) 
- - - - -> C4H J00 2 (1,4 butanediol) 
+ 5 H2 (hydrogen) + CO2 (carbon 
dioxide) 

1,4 butanediol 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 consti
tute 5l.3 percent by weight of the 
materials used in its production. 

Weighted Average Interest Rate 
Update 

Notice 94-77 

Notice 88-73 provides guidelines 
for determining the weighted average 
interest rate and the resulting permis
sible range of interest rates used to 
calculate current liability for the pur
pose 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 deter
mined for the plan years beginning in 
the month shown below. 

Month Year 
July 1994 

Weighted Permissible 
Average Range 

7.24 6.51 to 7.96 

Accelerated Charitable Remainder 
Trust 

Notice 94-78 

The Internal Revenue Service is 
aware of proposed transactions that 
attempt to use a § 664 charitable 
remainder unitrust to convert appreci
ated assets into cash while avoiding a 
substantial portion of the tax on the 
gain. 

In these transactions, appreciated 
assets are transferred to a short-term 
charitable remainder unitrust that has 
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a high percentage unit rust amount. 
For example, assume that capital as
sets with a value of $1 million and a 
zero basis are contributed to the trust 
on January 1. Assume further that 
the assets pay no income and that the 
term of the trust is 2 years. The 
unit rust amount is set at 80070 of the 
fair market value of the trust assets 
valued annually. 

The unit rust amount required to be 
paid for the first year is $800,000, but 
during the first year no actual distri
butions are made from the trust to 
the donor as the recipient of the 
unit rust amount. At the beginning of 
the second year, all the assets are sold 
for $1 million, and the $800,000 uni
trust amount for the first year is 
distributed to the donor between Jan
uary 1 and April 15 of the second 
year. The unitrust amount for the 
second year is $160,000 (80070 times 
the $200,000 net fair market value of 
the trust assets). At the end of the 
second year, the trust terminates, and 
$40,000 is paid to a charitable organi
zation. 

Proponents of this transaction con
tend that the tax treatment of this 
example would be as follows. Because 
no assets are actually sold or distrib
uted to the donor during the first 
year, the entire $800,000 unitrust 
amount is characterized as a distribu
tion of trust corpus under § 664(b)(4) 
of the Internal Revenue Code. The 
$160,000 unitrust amount for the sec
ond year is characterized as capital 
gain, on which the donor pays tax of 
$44,800 ($160,000 times the 28070 tax 
rate for capital gains). The donor is 
left with net cash of $915,200 
($800,000 from the first year and 
$115,200 net from the second year). 
If the donor had sold the assets 
directly, the donor would have paid 
tax of $280,000 on the $1 million 
capital gain, and would have net cash 
of only $720,000. 

Depending on the particular facts 
of each case, the Service will chal
lenge transactions of this type based 
on one or more legal doctrines. A 
mechanical and literal application of 
regulations that would yield a result 
inconsistent with the purposes of the 
charitable remainder trust provisions 
may not be respected. The tax conse
quences to the donor vary with the 
legal doctrine that is applied. 

In appropriate circumstances, the 
Service will not respect the form of 
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the transaction as a sale by a tax
exempt charitable remainder trust. 
See Gregory v. Helvering, 293 U.S. 
465 (1935). In order to implement the 
proposed transaction, the trustee 
must ultimately sell the assets of the 
trust (or distribute them in kind, a 
transaction treated as a sale). In addi
tion, the donor and the trustee are 
likely to prearrange a delay by the 
trustee of the sale of the trust assets. 
This creates a transaction that is dif
ferent in substance than in form. 

In addition, gain on the sale of the 
trust assets in this particular type of 
transaction may constitute gross in
come to the donor, not to the trust, 
under the principle that the income of 
one person cannot be assigned to 
another for tax purposes. Commis
sioner v. Court Holding Co., 324 
U.S. 331 (1945). See, e.g., Malkan v. 
Commissioner, 54 T.C. 1305 (1970), 
acq., 1971-2 C.B. 3; Estate oj Ap
plestein v. Commissioner, 80 T.C. 
331 (1983). The trustee accepts the 
trust and the transfer of its corpus 
subject to a legal obligation to exe
cute the trust in accordance with its 
terms. The trustee must from the 
outset dispose of the trust assets in a 
taxable transaction to satisfy the do
nor's unitrust entitlement. In addi
tion, if the taxpayer's characterization 
of the transaction were respected, the 
incidence of tax on the proceeds of 
the sale would be shifted away from 
the person receiving the economic 
benefits of the proceeds. Consequent
ly, under these facts and circumstanc
es, gain realized upon the sale of the 
assets by the trust may be attributed 
to the donor as the donor's gross 
income under § 61(a)(3). See Rev. 
Rul. 60-370, 1960-2 C.B. 203, apply
ing a similar analysis to split-interest 
trusts prior to the enactment of § 664 
by the Tax Reform Act of 1969. 

The Service also may question the 
qualification of the trust as a charita
ble remainder trust under § 664. Sec
tion 1.664-1(a)(4) of the Income Tax 
Regulations requires that "in order 
for a trust to be a charitable remain
der trust, it must meet the definition 
of and function exclusively as a chari
table remainder trust from the cre
ation of the trust." In the present 
case, the trust has been structured 
and operates primarily to use the 
§ 664(c) exemption from income tax 
for the benefit of the donor. In this 
context, this primary use is inconsis-

tent with the requirement that the 
trust function exclusively as a charita
ble remainder trust. If the trust fails 
to qualify as a charitable remainder 
trust, then none of its income quali
fies as exempt under § 664(c). 

Upon examination of purported 
charitable remainder trusts employing 
this type of transaction, the Service 
will apply an appropriate legal doc
trine to recast the entire transaction, 
to characterize the unitrust amount as 
gross income rather than trust corpus, 
to attribute gain on the sale of trust 
property to the donor, or to challenge 
the qualification of the trust under 
§ 664. In appropriate circumstances, 
the Service may impose the tax on 
self-dealing transactions under § 4941 
because the trustee's postponement of 
the sale of trust assets beyond the 
first year may constitute a use of 
trust assets for the benefit of the 
donor, who is a disqualified person 
under § 4941 (d)(1)(E). The Service 
will also apply any applicable penal
ties to the participants in this type of 
transaction. Information sufficient to 
identify this type of transaction is 
required to be filed on Form 5227, 
Split-Interest Trust Information Re
turn. 

List of Countries Requiring 
Cooperation With an International 
Boycott 

Notice 94-79 

In order to comply with the man
date of section 999(a)(3) of the Inter
nal Revenue Code of 1986, the De
partment of the Treasury is 
publishing a current list of countries 
which may require participation in, or 
cooperation with, an international 
boycott (within the meaning of sec
tion 999(b)(3) of the Internal Revenue 
Code of 1986). 

On the basis of the best informa
tion currently available to the Depart
ment of the Treasury, the following 
countries may require participation 
in, or cooperation with, an interna
tional boycott (within the meanng of 
section 999(b)(3) of the Internal Reve
nue Code of 1986.) 

Bahrain 
Iraq 
Jordan 
Kuwait 
Lebanon 
Libya 



Oman 
Qatar 
Saudi Arabia 
Syria 
United Arab Emirates 
Yemen, Republic of 

Dated: July 7, 1994. 

Cynthia G. Beerbower, 
Deputy Assistant Secretary 

for Tax Policy. 

(Filed by the Office of the Federal Register on 
July 18, 1994, 8:45 a.m., and published in 
the issue of the Federal Register for July 19, 
1994, 50 F.R. 36832) 

Tax on Certain Imported 
Substances; Notice of 
Determination 

Notice 94-80 

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) will be 
modified to include di-2 ethyl hexyl 
phthalate. This modification is effec
tive October 1, 1993. 

Background 

Under § 4672(a), an importer or 
exporter of any substance may re
quest 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 
chemicals constitute more than 50 
percent of the weight, or more than 
50 percent of the value, of the materi
als 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 determi
nation process. 

Determination 

On June 30, 1994, the Secretary 
determined that di-2 ethyl hexyl ph
thalate should be added to the list of 
taxable substances in § 4672(a)(3), ef
fective October 1, 1993. 

The rate of tax prescribed for di-2 
ethyl hexyl phthalate, under § 4671-
(b)(3), is $3.42 per ton. This is based 
upon a conversion factor for xylene 
of 0.272 and a conversion factor for 
propylene of 0.431. 

The petitioner is Aristech Chemical 
Corporation, a manufacturer and ex
porter of this substance. No material 
comments were received on this peti
tion. The following information is the 
basis for the determination. 
HTS number: 2917.32.00.00 
CAS number: 117-81-7 

Di-2 ethyl hexyl phthalate is de
rived from the taxable chemicals xy
lene and propylene. Di-2 ethyl hexyl 
phthalate is a liquid produced pre
dominantly by acid catalyzed esterifi
cation of phthalic anhydride (derived 
from o-xylene) and 2-ethyl hexanol 
(derived from propylene). 

The stoichiometric material con
sumption formula for di-2 ethyl hexyl 
phthalate is: 
CgHIO (xylene) + 4 C3H6 (propylene) 
+ 3 O2 (oxygen) + 4 CO (carbon 
monoxide) + 8 H2 (hydrogen) ---- > 
C24H3g04 (di-2 ethyl hexyl phthalate) 
+ 6 H20 (water) 

Di-2 ethyl hexyl phthalate has been 
determined to be a taxable substance 
because a review of its stoichiometric 
material consumption formula shows 
that, based on the predominant meth
od of production, taxable chemicals 
constitute 55 percent by weight of the 
materials used in its production. 

Tax on Certain Imported 
Substances; Notice of 
Determination 

Notice 94-81 

This notice announces determina
tions, under Notice 89-61, 1989-1 
C.B. 717, that the list of taxable 
substances in § 4672(a)(3) will be 
modified to include monochloroben
zene and ethyl chloride. This modifi
cation is effective April 1, 1994. 

Background 

Under § 4672(a), an importer or 
exporter of any substance may re
quest 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 
chemicals constitute more than 50 
percent of the weight, or more than 
50 percent of the value, of the materi
als 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 determi
nation process. 

Determination 

On July 12, 1994, the Secretary 
determined that monochlorobenzene 
and ethyl chloride should be added to 
the list of taxable substances in 
§ 4672(a)(3), effective April 1, 1994. 

The rate of tax prescribed for mo
nochlorobenzene, under § 4671(b)(3), 
is $4.22 per ton. This is based upon a 
conversion factor for chlorine of 
0.315 and a conversion factor for 
benzene of 0.6939. 

The rate of tax prescribed for ethyl 
chloride, under § 4671(b)(3), is $2.29 
per ton. This is based upon a conver
sion factor for ethylene of 0.4379 and 
a conversion factor for hydrochloric 
acid of 0.5621. 

The petitioner is PPG Industries, 
Inc., a manufacturer and exporter of 
these substances. No material com
ments were received on these peti
tions. The following information is 
the basis for the determinations. 

Afonochlorobenzene 
HTS number: 2903.61.10.00 
CAS number: 108-90-7 

Monochlorobenzene is derived 
from the taxable chemicals chlorine 
and benzene. Monochlorobenzene is a 
liquid produced predominantly by the 
direct chlorination of benzene. 

The stoichiometric material con
sumption formula for monochloro
benzene is: 
Cl2 (chlorine) + C6H6 (benzene) 
---- > C6HsCI (monochlorobenzene) 
+ HCI (hydrogen chloride) 

Monochlorobenzene 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 meth
od of production, taxable chemicals 
constitute 100 percent by weight of 
the materials used in its production. 

Ethyl chloride 
HTS number: 
CAS number: 

2903.11.00.20 
75-00-3 

Ethyl chloride is derived from the 
taxable chemicals ethylene and hydro
chloric acid. Ethyl chloride is a gas 
produced predominantly by the hy
drochlorination of ethylene. 

The stoichiometric material con
sumption formula for ethyl chloride is: 
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C2H4 (ethylene) + HCI (hydrochloric 
acid) ---- > C2HsCI (ethyl chloride) 

Ethyl 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 
production, taxable chemicals consti
tute 100 percent by weight of the 
materials used in its production. 

Tax on Certain Imported 
Substances; Notice of 
Determination 

Notice 94-82 

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) will be 
modified to include polycarbonate. 
This modification is effective July 1, 
1993. 

Background 

Under § 4672(a), an importer or 
exporter of any substance may re
quest 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 
chemicals constitute more than 50 
percent of the weight, or more than 
50 percent of the value, of the materi
als 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 determi
nation process. 

Determination 

On June 30, 1994, the Secretary 
determined that polycarbonate should 
be added to the list of taxable sub
stances in § 4672(a)(3), effective July 
1, 1993. 

The rate of tax prescribed for poly
carbonate, under § 4671 (b )(3), is 
$4.91 per ton. This is based upon a 
conversion factor for methane of 
0.083, a conversion factor for chlo
rine of 0.276, a conversion factor for 
benzene of 0.614, a conversion factor 
for propylene of 0.165, and a conver
sion factor for sodium hydroxide of 
0.315. 

The petitioner is Miles Inc., a man
ufacturer and exporter of this sub
stance. No material comments were 
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received on this petition. The follow
ing information is the basis for the 
determination. 

HTS number: 3907.40.00.00 
CAS number: 127133-67-9 

Polycarbonate is derived from the 
taxable chemicals methane, chlorine, 
benzene, propylene, and sodium hy
droxide. Polycarbonate is a solid pro
duced predominantly by the interfa
cial polycondensation reaction of the 
sodium salt solution of bisphenol-A 
in an aqueous phase and phosgene in 
an organic phase. 

The stoichiometric material con
sumption formula for polycarbonate 
is: 
CH4 (methane) + Cl2 (chlorine) + 2 
C6H6 (benzene) + C3H6 (propylene) 
+ 2 NaOH (sodium hydroxide) + 3 
O2 (oxygen) ----> 0(C6H4)C(CH3h
(C6H4)OCO (polycarbonate) + 5 
H20 (water) + 2 NaCI (sodium chlo
ride) 

Polycarbonate 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 consti
tute 79.1 percent by weight of the 
materials used in its production. 

Tax on Certain Imported 
SUbstances; Notice of 
Determination 

Notice 94-83 

This notice announces determina
tions, under Notice 89-61, 1989-1 
C.B. 717, that the list of taxable 
substances in § 4672(a)(3) will be 
modified to include sodium nitriolo
triacetate monohydrate, diphenyl ox
ide, and tetrachlorophthalic anhy
dride. This modification is effective 
April 1, 1993. 

Background 

Under § 4672(a), an importer or 
exporter of any substance may re
quest 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 
chemicals constitute more than 50 
percent of the weight, or more than 
50 percent of the value, of the materi
als 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 determi
nation process. 

Determination 

On June 30, 1994, the Secretary 
determined that sodium nitriolotriace
tate monohydrate, diphenyl oxide, 
and tetrachlorophthalic anhydride 
should be added to the list of taxable 
substances in § 4672(a)(3), effective 
April 1, 1993. 

The rate of tax prescribed for sodi
um nitriolotriacetate monohydrate, 
under § 4671(b)(3), is $2.45 per ton. 
This is based upon a conversion fac
tor for methane of 0.24, a conversion 
factor for sodium hydroxide of 0.52, 
a conversion factor for propylene of 
0.25, and a conversion factor for 
ammonia of 0.10. 

The rate of tax prescribed for di
phenyl oxide, under § 4671 (b)(3), is 
$8.13 per ton. This is based upon a 
conversion factor for benzene of 1.05 
and a conversion factor for propylene 
of 0.62. 

The rate of tax prescribed for te
trachlorophthalic anhydride, under 
§ 4671(b)(3), is $5.87 per ton. This is 
based upon a conversion factor for 
chlorine of 1.22 and a conversion 
factor for xylene of 0.53. 

The petitioner is Monsanto Compa
ny, a manufacturer and exporter of 
these substances. No material com
ments were received on these peti
tions. The following information is 
the basis for the determinations. 

Sodium nitriolotriacetate 
monohydrate 
HTS number: 2922.49.60.00 
CAS number: 18662-53-8 

Sodium nitriolotr iacetate monohy
drate is derived from the taxable 
chemicals methane, sodium hydroxide, 
propylene, and ammonia. Sodium ni
triolotriacetate monohydrate is a solid 
produced predominantly by the reac
tion of formaldehyde with hydrogen 
cyanide in the presence of a catalyst, 
which is then further reacted with 
sodium hydroxide to produce sodium 
nitriolotriacetate monohydrate. 

The stoichiometric material con
sumption formula for sodium nitrio
lotriacetate monohydrate is: 
3 CH4 (methane) + 3 NaOH (sodium 
hydroxide) + C3H6 (propylene) + 
NH3 (ammonia) + 4.5 O2 (oxygen) 
---- > N(CH2COONa)3H20 (sodium 



nitriolotriacetate monohydrate) + 5 
H 20 (water) + 3 H2 (hydrogen) 

Sodium nitriolotriacetate monohy
drate has been determined to be a 
taxable substance because a review of 
its stoichiometric material consump
tion formula shows that, based on the 
predominant method of production, 
taxable chemicals constitute 61.1 per
cent by weight of the materials used 
in its production. 

Diphenyl oxide 
HTS number: 
CAS number: 

2909.30.00.00 
101-84-8 

Diphenyl oxide is derived from the 
taxable chemicals benzene and propy
lene. Diphenyl oxide is a solid pro
duced predominantly by the catalytic 
condensation of phenol. 

The stoichiometric material con
sumption formula for diphenyl oxide 
is: 
2 C6H6 (benzene) + 2 C3H6 (propy
lene) + 2 O2 (oxygen) ---- > 
C 12HJOO (diphenyl oxide) + 2 
C3H60 (acetone) + H20 (water) 

Diphenyl oxide 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 meth
od of production, taxable chemicals 
constitute 78.9 percent by weight of 
the materials used in its production. 

Tetrachlorophthalic anhydride 
HTS number: 2916.19.00.00 
CAS number: 117-08-8 

Tetrachlorophthalic anhydride is 
derived from the taxable chemicals 
chlorine and xylene. Tetrachloroph
thalic anhydride is a solid produced 
predominantly by the high tempera
ture reaction of phthalic anhydride 
with chlorine. Phthalic anhydride is 
produced by the reaction of o-xylene 
with air in the presence of a catalyst. 

The stoichiometric material con
sumption formula for tetrachloroph
thalic anhydride is: 
4 Cl2 (chlorine) + CgHIO (xylene) + 
3 O2 (oxygen) ---- > CgCl40 3 (te
trachlorophthalic anhydride) + 3 
H20 (water) + 4 HCI (hydrogen 
chloride) 

Tetrachlorophthalic anhydride has 
been determined to be a taxable sub
stance because a review of its stoi
chiometric material consumption for
mula shows that, based on the 
predominant method of production, 

taxable chemicals constitute 80.0 per
cent by weight of the materials used 
in its production. 

Interest on Short-Term Tax-Exempt 
Bonds 

Notice 94-84 

The Service has received inquiries 
concerning the proper tax treatment 
of stated interest payable at maturity 
on short-term tax-exempt bonds. 

Under § 1273(a)(l) of the Internal 
Revenue Code, original issue discount 
is the excess of a debt instrument's 
stated redemption price at maturity 
over its issue price. The stated re
demption price at maturity of a debt 
instrument is the sum of all payments 
provided by the instrument other than 
qualified stated interest payments. In 
general, qualified stated interest is 
stated interest that is unconditionally 
payable in cash at least annually at a 
single fixed rate. See § 1.1273-1(c) of 
the Income Tax Regulations. 

The regulations that were proposed 
under § 1273 provided that, in the 
case of a short-term obligation (as 
defined in § 1283(a)(l)(A», no pay
ments of interest were considered 
qualified stated interest. Section 
1283(a)(l)(A) provides that, except as 
provided in § 1283(a)(l)(B), a "short
term obligation" is an obligation that 
has a fixed maturity date not more 
than 1 year from the date of issue. 
Section 1283(a)(l)(B) provides that a 
"short-term obligation" does not in
clude any tax-exempt obligation. Be
cause of the reference in § 1283(a)(l)
(A) to the exception contained in 
§ 1283(a)(l)(B), some taxpayers be
lieved that the rule in the proposed 
regulations for short-term obligations 
did not apply to a short-term tax
exempt bond (i.e., a tax-exempt bond 
with a term that is not more than 1 
year from the date of issue). Accord
ingly, they did not include stated 
interest on a short-term tax-exempt 
bond in the bond's stated redemption 
price at maturity. 

Section 1. 1273-1(c)(5), which ap
plies to debt instruments issued after 
April 4, 1994, adopts the rule of the 
proposed regulations for short-term 
obligations, except that it eliminates 
the cross-reference to § 1283(a)(l)(A). 
Instead, § 1.1273-1(c)(5) states that 
no payments of interest are treated as 
qualified stated interest in the case of 
a debt instrument with a term that is 

not more than 1 year from the date 
of issue. The elimination of the cross
reference to § 1283(a)(l)(A) has 
raised questions as to whether the 
rule of § 1.1273-1(c)(5) applies to 
stated interest payable at maturity on 
short-term tax-exempt bonds. 

The Service is studying whether 
section 1. 1273-1(c)(5) should apply to 
stated interest payable at maturity on 
short-term tax-exempt bonds. Until 
the Service provides further guidance, 
taxpayers may treat such interest ei
ther as includible in the stated re
demption price at maturity of the 
bond or as qualified stated interest. A 
taxpayer, however, must treat stated 
interest payable at maturity on all 
short-term tax-exempt bonds in a 
consistent manner. 

EFFECTIVE DATE 

This notice applies to all tax
exempt bonds issued after April 4, 
1994. Any further guidance the Ser
vice provides on this issue will not 
apply to bonds issued before the date 
the guidance is published. 

Weighted Average Interest Rate 
Update 

Notice 94-86 

Notice 88-73 provides guidelines 
for determining the weighted average 
interest rate and the resulting permis
sible range of interest rates used to 
calculate current liability for the pur
pose 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 deter
mined for the plan years beginning in 
the month shown below. 

Month Year Weighted 
Average 

August 1994 7.23 

Permissible 
Range 
6.51 to 

7.95 

Organizations Providing Relief to 
Victims of the Southeast Floods 

Notice 94-87 

As a result of the devastation 
caused by floods in the southeastern 
United States, the President has de
clared certain affected areas to be 
eligible for Federal disaster assistance. 
Additional areas may be designated 
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later. The Internal Revenue Service 
has received questions regarding the 
tax consequences of private efforts to 
provide relief to disaster victims in 
those areas. This notice serves as an 
"administrative pronouncement" 
within the meaning of section 1.6661-
3(b)(2) of the Income Tax Regu
lations to provide guidance that 
may be relied on to the same extent 
as a revenue ruling or revenue proce
dure. 

Contributions earmarked for 
Southeast flood relief that are made 
to organizations currently recognized 
by the Service as tax exempt under 
section 501(c)(3) of the Internal Reve
nue Code are fully deductible as char
itable contributions. However, the tax 
law does not allow taxpayers to de
duct contributions earmarked for re
lief of any particular individual or 
family. 

Donors should exercise care before 
contributing to any organization. 
With increased public interest in mak
ing donations to charitable organiza
tions to assist disaster victims, there is 
the increased possibility that some 
organizations (or their fundraisers) 
may make false or inaccurate claims 
regarding how contributions will be 
used or whether these contributions 
are tax deductible. Donors have ad
vance assurance of deductibility only 
for contributions to organizations 
recognized as exempt by the Ser
vice under section 501(c)(3) of the 
Code. 

Charitable organizations formed to 
aid victims of the Southeast floods 
but not yet recognized as exempt can 
receive expedited consideration of 
their application for recognition of 
exemption by writing "SOUTHEAST 
FLOOD RELIEF" at the top of 
Form 1023, which is the form they 
use to apply for exempt status. In 
addition, organizations should care
fully follow the checklist in the Form 
1023 package to insure the applica
tion is complete. Detailed information 
on the requirements for tax exempt 
status is contained in Publication 557, 
"Tax Exempt Status for Your Organ
ization." The latest version of the 
Form 1023 package, Publication 557, 
Form SS-4, Application for Employ
er Identification Number, and Form 
8718, User Fee for Exempt Organiza
tion Determination Request, may be 
obtained by calling the Service's toll
free number 1-800-TAX-FORM 
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(1-800-829-3676), or by writing the 
nearest IRS Forms Distribution Cen
ter. 

The expedited application process
ing does not modify or relax the 
requirement that tax exempt organ
izations operate exclusively for char
itable purposes. However, to the ex
tent that an organization is provid
ing appropriate relief, in good faith, 
in the designated disaster area, the 
Service will not raise certain issues 
that might otherwise affect the or
ganization'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 pro
viding emergency assistance to its 
own employees or employees of re
lated organizations who have been 
victimized by the floods (which raise 
the issue of prohibited inurement), 
and a private foundation providing 
emergency assistance to disquali
fied persons (as defined in section 
4946 of the Code) victimized by the 
floods. 

This relief is also granted to organ
izations exempt under other para
graphs of section 501(c). For exam
ple, 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 provid
ed to members victimized by the 
floods. 

This relief is available to both new 
organizations and existing tax exempt 
organizations until December 31, 
1994, or later if an extension by the 
Service is determined to be necessary 
or appropriate. 

Applicable Rate of Interest on 
Nonqualified Withdrawals From a 
Capital Construction Fund 

Notice 94-88 

Under the authority in Section 
607(h)(4)(B) of the Merchant Marine 
Act, 1936, as amended (46 U.S.C. 
1177(h)(4)(B», we hereby determine 
and announce that the applicable rate 
of interest on the amount of addition
al tax attributable to any nonqualified 
withdrawals from a Capital Construc
tion Fund established under Section 
607 of the Act shall be 5.62 percent, 
with respect to nonqualified with
drawals made in the taxable year 
beginning in 1994. 

The determination of the applicable 
rate of interest with respect to non
qualified withdrawals was computed, 
according to the joint regulations is
sued under the Act (46 CFR 
391.7(e)(2)(ii», by multiplying eight 
percent by the ratio which (a) the 
average yield on 5-year Treasury secu
rities for the calendar year immediate
ly preceding the beginning of such 
taxable year bears to (b) the average 
yield on 5-year Treasury securities for 
the calendar year 1970. The applica
ble rate so determined was computed 
to the nearest one-hundredth of one 
percent. 

SO ORDERED BY: 
Maritime Administrator, Maritime 
Administration. 
Administrator, National Oceanic, and 
Atmospheric Administration. 
Assistant Secretary for Tax Policy, 
Department of the Treasury. 

Dated: August 11, 1994. 

A. J. Herberger, 
Maritime Administrator. 

Douglas K. Hall, 
Acting Undersecretary for 
Oceans and Atmosphere. 

Leslie Samuels, 
Assistant Secretary 

for Tax Policy. 

(Filed by the Office of the Federal Register on 
August 16, 1994, 8:45 a.m., and published in 
the issue of the Federal Register for August 
17, 1994, 59 F.R. 42325) 

Section 1244 Information Statement 

Notice 94-89 

Section 1244 of the Internal Reve
nue Code was enacted as part of the 
Small Business Tax Revision Act of 
1958, with the goal of encouraging 
the flow of new funds into small 
business. The purpose of the section 
was to reduce the risk of a loss of 
new investment by permitting a tax
payer to take an ordinary loss, rather 
than a capital loss, on qualifying 
small business stock. H.R. Rep. No. 
2198, 85th Cong., 2d Sess. at 4 
(1958); 104 Congo Rec. 17,090 (1958) 
(Senate). Accordingly, § 1244(a) per
mits an individual to treat a limited 
amount of loss on "section 1244 
stock" as ordinary loss, rather than 
as loss from the sale or exchange of a 
capital asset. 



Section 1244(c) defines as "section 
1244 stock," stock in a domestic 
corporation where both the stock and 
the corporation meet certain require
ments intended to target the benefits 
of the section to the small businesses 
that Congress had in mind. At 
present, § l.1244(e)-I(b) of the In
come Tax Regulations requires a tax
payer who claims an ordinary loss 
deduction on "section 1244 stock" to 
file an information statement with the 
taxpayer's income tax return for the 
loss year. The statement is required to 
set forth information that will assist 
the Internal Revenue Service in deter
mining whether the stock which gives 
rise to the loss qualifies as "section 
1244 stock." 

Consistent with the regulation, the 
IRS has, until this Notice, taken the 
position that taxpayers are not enti
tled to § 1244 ordinary loss treatment 
if they have failed to file the informa
tion statement described in § 1.1244( e)-
1 (b). The Tax Court has upheld this 
position. See Magee v. Commission
er, T.C. Memo. 1993-305, 66 T.C.M. 
(CCH) 105 (1993); Cournan v. Com
missioner, T.C. Memo. 1989-520, 58 
T.C.M. (CCH) 219 (1989); and Cos
grove v. Commissioner, T.C. Memo. 
1987-401, 54 T.C.M. (CCH) 136 
(1987). 

The IRS and Treasury Department 
have now determined that denying 
ordinary loss treatment for stock that 
otherwise qualifies as "section 1244 
stock" solely due to a taxpayer's 
failure to file the § l.1244(e)-I(b) 
information statement is not neces
sary to achieve the purposes of 
§ 1244. Accordingly, § l.1244(e)-I(b) 
will be revised to eliminate the re
quirement that a taxpayer file an 
information statement with the tax
payer's income tax return. However, 
because a person claiming a § 1244 
ordinary loss still must prove that the 
stock qualifies as "section 1244 
stock," § l.1244( e )-1 (b) will be re
vised to state that a person who owns 
"section 1244 stock" in a corporation 
must maintain records sufficient to 
establish that such stock qualifies as 
"section 1244 stock." The revisions 
to § l.1244(e)-I(b) will be effective 
for all open taxable years covered by 
the existing regulations under § 1244. 

Retroactive Election to Apply the 
Intangible Provisions of the 
Omnibus Budget Reconciliation Act 
of 1993 

Notice 94-90 

The Omnibus Budget Reconcilia
tion Act of 1993 (OBRA '93) added 
§ 197 to the Code to provide rules 
relating to the amortization of certain 
intangible property. OBRA '93 
§ 13261(g) provides a retroactive elec
tion to apply § 197 to intangible 
property that was acquired by a tax
payer after July 25, 1991, and on or 
before August 10, 1993 (transition 
period property). Section l.197-1T of 
the Temporary Income Tax Regula
tions, published in the Federal Regis
ter on March 15, 1994, provides guid
ance on the time and manner for 
making the retroactive election. Sec
tion 1.197-1 T(c)(I)(ii) provides the 
general rule that a retroactive election 
applies to each taxpayer that is under 
common control with the electing tax
payer. Section 1.197-1 T(b)( 6) pro
vides the definition of common con
trol for these purposes. Section 
l.197-1T(c)(6)(i) provides that a tax
payer that makes the retroactive elec
tion must provide written notification 
of the retroactive election (on or be
fore the election date) to each taxpay
er that is under common control with 
the electing taxpayer. 

Comments have been received with 
respect to the application of the elec
tion requirements in situations involv
ing foreign corporations, the applica
bility of the written statement and 
notice requirements of § l.964-1(c)(3) 
for retroactive elections under § 197, 
and the scope of the notification 
requirements of § l.197-1T(c)(6)(i). 
In response to these comments, this 
notice reflects modifications that are 
effective March 15, 1994 (the date 
Temporary Regulation § 1.197-1 T 
was published in the Federal Register) 
and will be incorporated in final regu
lations. 

Application of election require
ments in situations involving a for
eign corporation. 

(I) Effect of election by a U.S. 
taxpayer on a foreign corporation 
under common control. 

A § 197 retroactive election made 
by a United States person (as defined 
in § 7701(a)(30» binds all taxpayers, 
whether domestic or foreign, that are 
under common control (within the 

meaning of § 1.197-IT(b)(6» with 
the electing taxpayer. Thus, the § 197 
retroactive election applies to a for
eign corporation under common con
trol with an electing United States 
person, and the election does not 
subject the United States shareholders 
of the foreign corporation to the 
requirements of § 1.964-1 (c)(3). For 
taxable years ending after July 25, 
1991, the taxable income and earnings 
and profits of the foreign corporation 
and the tax liability of its sharehold
ers must be calculated by applying the 
intangibles provisions of OBRA '93 
to the transition period property of 
the foreign corporation. 

(2) Election by or on behalf of a 
foreign corporation. 
(a) Foreign corporations that file a 
U. S. return. 

If a foreign corporation, pursuant 
to § 1.6012-2(g), files a U.S. income 
tax return, it can make the retroactive 
election on its return. All taxpayers 
under common control with the for
eign corporation, whether domestic or 
foreign, are bound by the retroactive 
election. 
(b) Controlled foreign corporations. 

A retroactive election under 
§ 1.197-1T may be made on behalf 
of a controlled foreign corporation 
(CFC) pursuant to the election rules 
under §§ 1.964-1(c)(3) and 1.197-
1 T(c)(3). For a retroactive election 
made pursuant to those rules, the 
written statement required under 
§ 1.964-1(c)(3)(i) must include the in
formation required by § 1.197-1T(e). 
The written statement will be consid
ered timely for purposes of 
§ 1.964-1(c)(3)(ii) and treated as a 
timely filed election for purposes of 
§ 1.197-1T(c)(3)(i) if it is filed on or 
before December 31, 1994, and the 
notice requirements of §§ 1.964-
l(c)(3)(iii) and 1.197-1 T(c)(6) are sat
isfied. 

For the election to be valid, each 
United States shareholder joining in 
the execution of the statement re
quired under § 1.964-1(c)(3)(i) must 
attach a copy of the statement to its 
Federal income tax return (or amend
ed return) for the election year (as 
defined in § 1.197-1T(b)(5» and file 
an amended return as necessary to 
reflect the effect of the election. A 
retroactive election on behalf of a 
CFC pursuant to the election rules of 
§ 1.964-1 (c)(3) will not bind any 
shareholder for its separately owned 
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transition period property, unless the 
CFC and the United States sharehold
er are under common control. 
(c) Other foreign corporations. 

A retroactive election under 
§ 1.197-lT may be made on behalf 
of any foreign corporation, that: (1) 
is not a CFC; (2) is not engaged in a 
trade or business in the United States; 
and, (3) is not under common control 
with a person engaged in a trade or 
business in the United States or with 
a CFC. The retroactive election is 
made in the same manner and subject 
to the same rules regarding timeliness 
and other requirements as the election 
on behalf of a CFC, except that 
actions by the "majority U.S. share
holders" are treated as actions of the 
controlling United States sharehold
ers. The term "majority U.S. share
holders" for this purpose means 
those United States persons who in 
the aggregate own (within the mean
ing of § 958(a» the majority of all of 
the corporation's total combined vot
ing stock that is owned by United 
States persons. 
Scope of notification requirement. 

Commentators questioned the 
scope of the notification requirement 
under § 1.197-1 T(c)(6)(i). For exam
ple, they questioned whether the 
electing common parent of a consoli
dated group must notify each member 
of the consolidated group, and 
whether an electing brother corpora
tion (within the meaning of § 
1563(a)(2» must notify each member 
of a consolidated group of which its 
sister corporation is the common par
ent. The temporary regulations re
quire notification of each member of 
the consolidated groups in these two 
situations. Under § 1.197-1 T(c)(6)(i), 
a taxpayer that makes the retroactive 
election (or shareholders that make 
the election on behalf of a foreign 
corporation) must provide written no
tification of the retroactive election 
(on or before the election date) to 
each taxpayer that is under common 
control with the electing taxpayer. 
This notification is necessary to en
sure consistent application of the re
troactive election by taxpayers under 
common control. 

Commentators also questioned the 
scope of the notification requirement 
in certain situations in which an elect
ing United States person is under 
common control with a foreign per
son. In response to the comments, the 

562 1994-2 C.B. 

final regulations will limit the 
§ 1.197-IT(c)(6)(i) notification re
quirement as follows. An electing tax
payer is not required to notify a 
foreign person of the election where, 
for any taxable year beginning in 
1990, 1991, 1992, or 1993: (1) the 
foreign person has no shareholders 
(or beneficial owners) who are United 
States persons (as defined in 
§ 7701 (a)(30»; (2) the foreign person 
is not engaged in a U.S. trade or 
business; and, (3) the taxable income 
or earnings and profits of the foreign 
person cannot affect the U.S. tax 
liability of any United States person. 

Finally, the final regulations will 
provide that any taxpayer, whether 
foreign or domestic, that fails to 
satisfy the § 1.197-1 T(c)(6)(i) notifi
cation requirements will not be con
sidered to have made an invalid retro
active § 197 election if it is shown to 
the satisfaction of the Commissioner 
that there was reasonable cause for 
such failure. 

Weighted Average Interest Rate 
Update 

Notice 94-91 

Notice 88-73 provides guidelines 
for determining the weighted average 
interest rate and the resulting permis
sible range of interest rates used to 
calculate current liability for the pur
pose 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 deter
mined for the plan years beginning in 
the month shown below. 

Month Y ear Weighted Permissible 
Average Range 

September 1994 7.23 

Tax on Certain Imported 
Substances; Notice of 
Determination 

Notice 94-92 

6.50 to 
7.95 

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) will be 
modified to include texanol benzyl 
phthalate. This modification is effec
tive April 1, 1994. 

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 pro
duce the substance. This determination 
is to be made on the basis of the 
predominant method of production. 
Notice 89-61 sets forth the rules relat
ing to the determination process. 

Determination 

On August 19, 1994, the Secretary 
determined that texanol benzyl ph
thalate should be added to the list of 
taxable substances in § 4672(a)(3), ef
fective April 1, 1994. 

The rate of tax prescribed for texa
nol benzyl phthalate, under 
§ 4671 (b )(3), is $5.79 per ton. This is 
based upon a conversion factor for 
xylene of 0.28, a conversion factor 
for toluene of 0.24, a conversion 
factor for chlorine of 0.19, a conver
sion factor for methane of 0.17, a 
conversion factor for propylene of 
0.44, and a conversion factor for 
sodium hydroxide of 0.09. 

The petitioner is Monsanto Compa
ny, 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: 3812.20.00.00 
CAS number: 16883-83-3. 

Texanol benzyl phthalate is derived 
from the taxable chemicals xylene, 
toluene, chlorine, methane, propy
lene, and sodium hydroxide. Texanol 
benzyl phthalate is a liquid produced 
predominantly by the reaction of te
xanol (2,2,4-trimethyl-l, 3-pentanediol 
monoisobutyrate) and phthalic anhy
dride to produce a monoester, the 
sodium salt of which (produced by 
reaction with sodium hydroxide) is 
reacted with benzyl chloride. 

The stoichiometric material con
sumption formula for texanol benzyl 
phthalate is: 
CSHlO (xylene) + C7HS (toluene) + 
Cl2 (chlorine) + 4 CH4 (methane) + 
4 C3H6 (propylene) + NaOH (so
dium hydroxide) + 4 O2 (oxygen) 
----- > C27H3406 (texanol benzyl ph-



thalate) + HCl (hydrochloric acid) + 
5 H2 (hydrogen) + C4H lOO (isobutyl 
alcohol) + NaCI (sodium chloride) + 
2 H20 (water) 

Texanol benzyl phthalate has been 
determined to be a taxable substance 
because a review of its stoichiometric 
material consumption formula shows 
that, based on the predominant meth
od of production, taxable chemicals 
constitute 80.8 percent by weight of 
the materials used in its production. 

Corporate Inversion Transactions 

Notice 94-93 

The Internal Revenue Service and 
Treasury Department are concerned 
with transactions that invert the posi
tions of related corporations. Such 
inversion transactions typically in
volve a transfer of stock of a corpo
ration by one or more of its share
holders to a wholly or partially 
owned subsidiary of that corporation 
in exchange for newly issued shares 
of subsidiary stock. Depending on the 
facts and circumstances, an inversion 
transaction may improperly create 
losses or permit the avoidance of 
income or gain in circumvention of 
the repeal of the General Utilities 
doctrine or other applicable rules. 
Before its repeal, the General Utilities 
doctrine permitted a corporation to 
distribute appreciated assets to its 
shareholders without recognizing gain 
under certain circumstances. See Gen
eral Utilities and Operating Co. v. 
Helvering, 296 U.S. 200 (1935). 

The following is an example of an 
inversion transaction that is of partic
ular concern to the Internal Revenue 
Service and Treasury Department. 
Owner (who may be a single share
holder or a group of shareholders) 
holds 100 percent of the outstanding 
stock of P. P holds land worth $300 
and the 10 outstanding shares of 
stock of its wholly owned subsidiary, 
S. S holds land worth $100. P's 
adjusted basis in the S stock is $85. 
Owner transfers all of its stock of P 
to S in exchange for 90 newly issued 
shares of S stock. After this ex
change, Owner holds 90 percent of 
the S stock, P holds the remaining 10 
percent, and S holds 100 percent of 
the P stock. Assume that an unrelat
ed third party would have paid $400 
to Owner for the P stock before the 
inversion transaction and would pay 

$400 to Owner for the 90 shares of S 
stock after the inversion transaction. 

As a result of this inversion trans
action, P's percentage interest in S 
has been reduced from 100 percent to 
10 percent. An unrelated third party 
would pay only $44.44 for P's stock 
in S after the inversion transaction 
(disregarding any minority discount 
or control premium), compared to the 
$100 that a third party would have 
paid for the stock before the inver
sion transaction. This reduced 
amount reflects the fact that, after 
the inversion transaction and the sale 
by P of its S stock to the third party, 
the third party buyer would have a 10 
percent interest in the PS group and 
the PS group would hold assets with 
a value of $444.44 ($400 in land plus 
$44.44 cash from the sale of P's stock 
in 8). The inversion transaction also 
reduces the amount that a third party 
would pay for the P stock from $400 
($300 in land plus $100 in S stock) to 
$344.44 ($300 in land plus $44.44 in S 
stock). 

No such reductions in the amount a 
third party would pay for P's stock in 
S or S's stock in P would occur if S 
issued 40 shares (instead of 90 shares) 
to Owner. In that case, P's percent
age interest in S would decline from 
100 percent to 20 percent (instead of 
10 percent) and an unrelated third 
party still would be willing to pay P 
$100 for its S stock (disregarding any 
minority discount or control premi
um). This $100 purchase price reflects 
the fact that, after the inversion 
transaction and subsequent sale, the 
PS group would hold assets with a 
value of $500 ($400 in land plus $100 
cash), the third party would have a 20 
percent interest in the PS group 
worth $100 (disregarding any minori
ty discount or control premium), and 
Owner would have an 80 percent 
interest in the PS group worth $400 
(disregarding any minority discount 
or control premium). In addition, the 
amount an unrelated third party 
would pay for the P stock would 
remain unchanged at $400 after the 
inversion transaction ($300 for the 
land plus $100 for the S stock). 

Owner and the PS group might 
take the position that they do not 
recognize income or gain on an inver
sion transaction. In addition, the PS 
group might take the position that as 
a result of the issuance of 90 shares 
of S stock to Owner, P can avoid the 

$15 of gain ($100 selling price before 
the inversion transaction minus $85 
adjusted basis) inherent in its S stock 
before the inversion transaction and 
even recognize a $40.56 loss ($44.44 
selling price after the inversion trans
action minus $85 adjusted basis) on 
the sale of its S stock. The PS group 
might also take the position that the 
inversion transaction can generate a 
loss for S in the P stock transferred 
to S by Owner because of the de
crease in the amount a third party 
would pay for the P stock from $400 
to $344.44 after the inversion transac
tion. 

The Internal Revenue Service and 
Treasury Department will issue guid
ance that addresses the tax conse
quences of inversion transactions. For 
the purpose of such guidance, an 
inversion transaction means any 
transaction that inverts or otherwise 
reverses (in whole or in part) the 
positions of related corporations (in
cluding predecessor or successor cor
porations). Such guidance is expected 
to include regulations that will re
quire, as appropriate: (i) recognition 
of income or gain at the time of an 
inversion transaction, or (ii) reduc
tions to the basis (or increases in gain 
on the sale or other disposition) of 
the stock of one or more corporations 
that are involved in inversion transac
tions. Any such regulations will apply 
to an inversion transaction occurring 
on or after September 22, 1994, in 
which, as a result of an issuance or 
transfer of stock or stock rights, there 
would be a reduction in the amount a 
third party would pay for the stock 
of one or more corporations involved 
in an inversion transaction. However, 
a reduction in the amount a third 
party would pay for the stock of a 
corporation involved in an inversion 
transaction will not be taken into 
account to the extent it is solely 
attributable to any minority discount 
or control premium arising in the 
inversion transaction. 

No inference is intended as to (i) 
the qualification of an inversion 
transaction under § 351, § 368, or 
any other non-recognition provision 
of the Internal Revenue Code, or (ii) 
any other tax treatment of an inver
sion transaction under current law. 
Thus, for example, depending on the 
facts and circumstances, § 269, 
§ 301, § 311, § 1248(i), § 1.1502-20 
of the Income Tax Regulations, or 
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other principles of law such as sub
stance over form, could apply to an 
inversion transaction, or to the sale 
or other disposition of stock involved 
in an inversion transaction, regardless 
of the date on which the inversion 
transaction occurred. In addition, for 
inversion transactions involving for 
eign corporations, see Notice 94-46, 
1994-1 C.B. 356. 

The Internal Revenue Service and 
Treasury Department invite comments 
as to the appropriate tax treatment of 
inversion transactions. Comments 
should be submitted in writing and 
addressed to Internal Revenue Ser
vice, P.O. Box 7604, Ben Franklin 
Station, Attn: CC:CORP:T:R 
(CO-35-94), Washington, D.C. 
20044. 

Relief From Certain Low-Income 
Housing Credit Requirements Due 
To California Earthquake 

Notice 94-94 

The Internal Revenue Service is 
granting the relief provided in this 
notice to taxpayers who, as a result 
of the devastation caused by the 
earthquake in the California counties 
of Los Angeles, Ventura, and Or
ange, designated as disaster areas by 
the President on January 17, 1994, 
are unable to comply with certain 
requirements of the low-income hous
ing credit under § 42 of the Internal 
Revenue Code. 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 1994 al
location of credit under § 42(h)(l)(E) 
and who, as a result of the earth
quake, cannot satisfy the requirement 
that more than 10 percent of the 
reasonably expected basis in the 
project be incurred by December 31, 
1994, 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, 
1995. In addition, taxpayers who re
ceived a 1992 allocation of credit 
under § 42(h)(l)(E) or (F) and who, 
as a result of the earthquake, could 
not satisfy the requirement that the 
project be placed in service by De
cember 31, 1994, will not lose the 
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allocation otherwise allowable if the 
project is placed in service by Decem
ber 31, 1995. Taxpayers who received 
a 1993 allocation of credit under 
§ 42(h)(l)(E) or (F) and who, as a 
result of the earthquake, could not 
satisfy the requirement that the 
project be placed in service by De
cember 31, 1995, will not lose the 
allocation otherwise allowable if the 
project is placed in service by Decem
ber 31, 1996. 

RELIEF FROM RECAPTURE 

Pursuant to § 420)(4)(E), taxpayers 
owning buildings that are beyond the 
first year of the credit period and 
that, by reason of the earthquake, 
would otherwise 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 replace
ment 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 earthquake. 

RELIEF FROM COMPLIANCE 
MONITORING 

If the requirements for certifica
tions, supporting documents, or other 
information under § 42(m)(1)(B)(iii) 
could not be timely satisfied as a 
result of the earthquake, an extension 
is granted through December 31, 
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 situa
tions not covered by this notice that 
are brought to its attention. 

List of Countries Requiring 
Cooperation With an International 
Boycott 

Notice 94-95 

In order to comply with the man
date of section 999(a)(3) of the Inter
nal Revenue Code of 1986, the De
partment of the Treasury is 
publishing a current list of countries 
which may require participation in, or 
cooperation with, an international 

boycott (within the meaning of sec
tion 999(b)(3) of the Internal Revenue 
Code of 1986). 

On the basis of the best informa
tion currently available to the Depart
ment of the Treasury, the following 
countries may require participation 
in, or cooperation with, an interna
tional boycott (within the meaning of 
section 999(b)(3) of the Internal Reve
nue Code of 1986) 

Bahrain 
Iraq 
Jordan 
Kuwait 
Lebanon 
Libya 
Oman 
Qatar 
Saudia Arabia 
Syria 
United Arab Emirates 
Yemen, Republic of 

Dated: September 27, 1994. 

Norman Richter, 
Acting International Tax 
Counsel for Tax Policy. 

(Filed by the Office of the Federal Register on 
September 30, 1994, 8:45 a.m., and pub
lished in the issue of the Federal Register for 
October 3, 1994, 59 F.R. 50334) 

Nonqualified Deferred 
Compensation Plans 

Notice 94-96 

I. BACKGROUND 

Section 3121(v)(2) of the Internal 
Revenue Code determines when 
amounts deferred under nonqualified 
deferred compensation plans are tak
en into account as wages for purposes 
of the Federal Insurance Contribu
tions Act (FICA). Section 
3121 (v)(2)(A) provides that any 
amount deferred under a nonqualified 
deferred compensation plan shall be 
taken into account as of the later of 
(i) when the services are performed, 
or (ii) when there is no substantial 
risk of forfeiture of the rights to the 
amount. Section 3121 (v)(2)(B) pro
vides that an amount taken into ac
count as wages by reason of subpara
graph (A) (and the income 
attributable to that amount) will not 
thereafter be treated as wages. Sec
tion 3121(v)(2)(C) defines the term 
"nonqualified deferred compensation 
plan." Section 3306(r)(2) provides 



parallel rules for purposes of deter
mining when amounts deferred under 
nonqualified deferred compensation 
plans are wages for purposes of the 
Federal Unemployment Tax Act 
(FUTA). 

Section 13207 of the Omnibus 
Budget Reconciliation Act of 1993 
(Pub. L. 103-66) repealed the dollar 
limit on wages subject to hospital 
insurance (HI) tax under sections 
3101(b) and 3111(b) of the Code, 
effective for 1994 and later years. 
This change increases the number of 
taxpayers who incur FICA tax liabili
ty on amounts deferred under non
qualified deferred compensation 
plans. 

II. REASONABLE, GOOD FAITH 
INTERPRETATION 

The Service and Treasury intend to 
publish guidance under sections 
3121(v)(2) and 3306(r)(2) in a forth
coming notice of proposed rule
making. The effective date of the 
proposed regulations will not be earli
er than January 1, 1995. Thus, the 
Service will not challenge an employ
er's determination of FICA or FUT A 
tax liability with respect to a nonqual
ified deferred compensation plan for 
periods preceding the effective date, 
if the employer's determination is 
based on a reasonable, good faith 
interpretation of sections 3121(v)(2) 
and 3306(r)(2). See Example 1 and 
Example 3, paragraphs (a) and (b). 

Whether an employer has made a 
reasonable, good faith interpretation 
of sections 3121 (v)(2) and 3306(r)(2) 
will be determined based on all of the 
relevant facts and circumstances, in
cluding consistency of treatment by 
the employer. For example, one rele
vant circumstance could be an em
ployer's effort to achieve more favor
able FICA and FUTA tax treatment 
by using different methods to value 
the benefits of two participants who 
are subject to the same plan provi
sions. However, in no event will an 
employer's treatment of amounts de
ferred under a nonqualified deferred 
compensation plan be considered to 
be in accordance with a reasonable, 
good faith interpretation of sections 
3121(v)(2) and 3306(r)(2) if the em
ployer treats these amounts, for 
FI CA and FUT A tax purposes, as 
deferred compensation for services 
performed prior to the adoption of 
the plan (or the amendment to the 

plan) providing for the deferred com
pensation, i.e., if the employer in
cludes these amounts in FICA and 
FUT A wages for periods prior to the 
adoption or amendment. See Example 
2. 

An employer's reasonable, good 
faith treatment of an amount as de
ferred compensation taken into ac
count under sections 3121(v)(2)(A) 
and 3306(r)(2)(A) for periods preced
ing the effective date of the forth
coming regulations may not necessari
ly be determinative for purposes of 
applying sections 3121(v)(2)(B) and 
3306(r)(2)(B) under the regulations 
for periods after their effective date. 
Thus, the regulations could provide 
that sections 3121(v)(2) and 3306(r)(2) 
will be applied to determine the 
amount to be taken into account as 
FICA and FUTA wages for periods 
after the regulations' effective date 
independent of the amount (if any) 
that the employer took into account 
as FICA or FUTA wages for periods 
preceding the effective date under its 
reasonable, good faith interpretation. 
See Example 3. However, in that 
event, it is anticipated that provision 
would be made so that any such 
application of the regulations would 
not require a taxpayer to pay more 
tax than would have been payable 
had the regulations been in effect 
since the effective dates of sections 
3121(v)(2) and 3306(r)(2). 

Example 1. (a) An employer establishes a 
nonqualified deferred compensation plan in 
1985 for the benefit of an executive. Under a 
reasonable, good faith interpretation of sec
tions 3121(v)(2) and 3306(r)(2), the employer 
determines that the amount deferred under the 
plan (and hence includible in FICA and FUTA 
wages) for each year from 1985 through 1994 is 
$50,000. However, since the executive's total 
wages (without regard to the amount deferred) 
are above the FICA and FUTA wage bases in 
1985 through 1993, no FICA or FUTA taxes 
are paid on those amounts in those years. In 
1994, the amount deferred is subject to the HI 
portion of FICA tax. Regulations are issued 
with an effective date of January I, 1995. In 
accordance with the valuation rules provided 
for under the regulations, the amount deferred 
(and hence includible in FICA and FUTA 
wages) for each year beginning in 1985 would 
have been $60,000. 

(b) Because the employer applied a reason
able, good faith interpretation of sections 
3121(v)(2) and 3306(r)(2), the Service will not 
challenge the employer's determination of the 
FICA and FUTA tax liability for 1985 through 
1994. Accordingly, no FICA or FUTA taxes 
will be owed for 1985 through 1993, and no 
additional FICA or FUT A taxes will be owed 
for 1994. 

Example 2. (a) An employer establishes a 
severance pay plan on January I, 1994. The 

plan covers an executive who has ten years of 
service as of that date. The plan provides that, 
in consideration of the executive's outstanding 
services over the past ten years, the executive 
will be paid a $500,000 lump sum upon termi
nation of employment at any time. On January 
15, 1994, the executive's employment with the 
employer terminates. The employer treats the 
$500,000 as deferred compensation for services 
performed in 1993 and earlier years (i.e., treats 
the amount as having been included in FICA 
and FUT A wages for those years). 

(b) Because 1993 and earlier years are prior 
to the adoption of the plan, the employer's 
treatment is not in accordance with a reason
able, good faith interpretation of sections 
3121(v)(2) and 3306(r)(2). 

Example 3. (a) In 1985, an employer estab
lishes a nonqualified deferred compensation 
plan for participants A and B. Prior to the 
effective date of the regulations, and in accord
ance with a reasonable, good faith interpreta
tion of sections 3121(v)(2) and 3306(r)(2), the 
employer treats the plan as a nonqualified 
deferred compensation plan under sections 
3121(v)(2) and 3306(r)(2). Each year, consistent 
with this treatment, the employer determines 
the amount that it will treat as deferred in that 
year and accordingly includes that amount in 
FICA and FUTA wages for that year. The 
employer also determines that each partici
pant's total wages (without regard to the 
amount deferred), for each year from 1985 
through 1994 in which the participant had 
wages, exceed the applicable FICA and FUTA 
wage bases for each of those years (except for 
the HI portion of FICA for 1994). Consequent
ly, neither the employer nor either participant 
pays any FICA or FUTA taxes (except for the 
1994 HI portion of FICA) on the amounts that 
are determined to be deferred. Participant A 
ceases performing services for the employer in 
1988, while participant B continues performing 
services beyond the effective date of the regula
tions. Plan payments to participant A begin in 
1989 and are expected to continue after the 
effective date of the regulations. In accordance 
with its treatment of the plan as a nonqualified 
deferred compensation plan, the employer does 
not treat the payments in 1989 through 1994 as 
FICA or FUTA wages for those years. 

(b) Pre-effective date periods. Because the 
employer's determination of its FICA and 
FUTA tax liability for 1985 through 1994 was 
made in accordance with a reasonable, good 
faith interpretation, neither the employer nor 
either participant will owe additional FICA or 
FUTA tax for those years. 

(c) Post-effective date periods-Classification 
of plan. If, under the regulations, the plan did 
not constitute a nonqualified deferred compen
sation plan within the meaning of sections 
3121(v)(2) and 3306(r)(2), the regulations could 
provide that, even though the employer treated 
amounts under the plan as having been de
ferred in pre-effective date periods (and hence, 
in the case of participant A, as includible in 
FICA and FUTA wages in 1985-1988), those 
amounts would not be treated as having been 
included in wages for those periods for pur
poses of applying sections 3121(v)(2) and 
3306(r)(2) to periods after the effective date. 
Under this approach, any payments made after 
the effective date would be includible in FICA 
and FUTA wages under sections 3121(a) and 
3306(b) when they are paid. (If instead of 
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continuing after the effective date, all payments 
to participant A were completed prior to the 
effective date, the regulations would have no 
effect on FICA or FUTA tax liability with 
respect to participant A under the plan because 
the employer followed a reasonable, good faith 
interpretation.) 

(d) Post-effective date periods- Valuation of 
amounts deferred. Alternatively, if, under the 
regulations, the plan did constitute a nonquali
fled deferred compensation plan within the 
meaning of sections 3121(v)(2) and 3306(r)(2), 
but the employer's valuation of amounts de
ferred prior to the effective date (though based 
on a reasonable good faith interpretation) dif
fered from the valuation that would have result
ed if the regulations were applied, the regula
tions could provide that the amounts includible 
in FICA and FUT A wages for participant B for 
post-effective date periods would be determined 
without regard to the valuation the employer 
used for pre-effective date periods. 

III. WITHHOLDING 

An employer must withhold the 
applicable FICA and FUT A taxes 
with respect to nonqualified deferred 
compensation treated as wages under 
sections 3121(v)(2) and 3306(r)(2) on 
the date or dates it treats such 
amounts as paid. For this purpose, 
the employer may choose to treat 
amounts deferred under a nonquali
fied deferred compensation plan as 
wages paid on a pay period, quarter
ly, semi-annual, annual, or other ba
sis, provided that the amounts are 
treated as paid no less frequently than 
annually. The employer must deposit 
the withheld taxes under the regular 
rules for tax deposits. 

Weighted Average Interest Rate 
Update 

Notice 94-97 

Notice 88-73 provides guidelines 
for determining the weighted average 
interest rate and the resulting permis
sible range of interest rates used to 
calculate current liability for the pur
pose 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 deter
mined for the plan years beginning in 
the month shown below. 

Month Year Weighted Permissible 
Average Range 

October 1994 7.23 
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6.51 to 
7.95 

Tax on Certain Imported 
Substances; Notice of 
Determination 

Notice 94-98 

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) will be 
modified to include dimethyl-2,6-
naphthalene dicarboxylate. This mod
ification is effective April 1, 1995. 

Background 

Under § 4672(a), an importer or 
exporter of any substance may re
quest 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 
chemicals constitute more than 50 
percent of the weight, or more than 
50 percent of the value, of the materi
als 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 determi
nation process. 

Determination 

On October 5, 1994, the Secretary 
determined that dimethyl-2,6-
naphthalene dicarboxylate should be 
added to the list of taxable substances 
in § 4672(a)(3), effective April 1, 
1995. 

The rate of tax prescribed for 
dimethyl-2,6-naphthalene dicarboxy
late, under § 4671(b)(3), is $5.97 per 
ton. This is based upon a conversion 
factor for xylene of 0.690, a conver
sion factor for butadiene of 0.390, 
and a conversion factor for methane 
of 0.208. 

The petitioner is Amoco Corpora
tion, 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: 2917.39.50 
CAS number: 840-65-3 

Dimethyl-2,6-naphthalene dicar
boxy late is derived from the taxable 
chemicals xylene, butadiene, and 
methane. Dimethyl-2,6-naphthalene 
dicarboxylate is a solid produced pre
dominantly by esterification of naph
thalene dicarboxylic acid (2,6-NDA). 

2,6-NDA is made by air oxidation of 
dimethyl naphthalene (2,6-DMN). 
2,6-DMN is prepared via the alkeny
lation of orthoxylene acid butadiene. 

The stoichiometric material con
sumption formula for dimethyl-2,6-
naphthalene dicarboxylate is: 
CsHIO (xylene) + C4H 6 (butadiene) 
+ 2 CH4 (methane) + 4 O2 (oxygen) 
-----> C I4H I20 4 (dimethyl-2,6-
naphthalene dicarboxylate) + 2 H2 
(hydrogen) + 4 H 20 (water) 

Dimethyl-2,6-naphthalene dicar
boxylate has been determined to be a 
taxable substance because a review of 
its stoichiometric material consump
tion formula shows that, based on the 
predominant method of production, 
taxable chemicals constitute 60 per
cent by weight of the materials used 
in its production. 

Tax on Certain Imported 
Substances; Notice of 
Determinations 

Notice 94-99 

This notice announces determina
tions, under Notice 89-61, 1989-1 
C.B. 717, that the list of taxable 
substances in § 4672(a)(3) will be 
modified to include phosphorous 
trichloride and phosphorous pentasul
fide. This modification is effective 
January 1, 1995. 

Background 

Under § 4672(a), an importer or 
exporter of any substance may re
quest 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 
chemicals constitute more than 50 
percent of the weight, or more than 
50 percent of the value, of the materi
als 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 determi
nation process. 

Determination 

On September 29, 1994, the Secre
tary determined that phosphorous 
trichloride and phosphorous pentasul
fide should be added to the list of 
taxable substances in § 4672(a)(3), ef
fective January 1, 1995. 



The rate of tax prescribed for phos
phorous trichloride, under 
§ 4671(b)(3), is $3.10 per ton. This is 
based upon a conversion factor for 
phosphorous of 0.23 and a conver
sion factor for chlorine of 0.77. 

The rate of tax prescribed for phos
phorous pentasulfide, under 
§ 4671(b)(3), is $1.24 per ton. This is 
based upon a conversion factor for 
phosphorous of 0.28. 

The petitioner is Monsanto Compa
ny, a manufacturer and exporter of 
these substances. No material com
ments were received on these peti
tions. The following information is 
the basis for the determinations. 

Phosphorous trichloride 

HTS number: 
CAS number: 

2812.10.50.10 
7719-12-2 

Phosphorous trichloride is derived 
from the taxable chemicals phospho
rous and chlorine. Phosphorous trich
loride is a liquid produced predomi
nantly by the direct union of 
phosphorous and chlorine. 

The stoichiometric material con
sumption formula for phosphorous 
trichloride is: 

Pay 
Period 

1 2 

Daily 24.62 34.23 

Weekly 123.08 171.15 

Biweekly 246.15 342.31 

Semi- 266.67 370.83 
monthly 

Monthly 533.33 741.67 

P4 (phosphorous) + 6 Cl2 (chlorine) 
--> 4 PCl3 (phosphorous trichlo
ride) 

Phosphorous trichloride has been 
determined to be a taxable substance 
because a review of its stoichiometric 
material consumption formula shows 
that, based on the predominant meth
od of production, taxable chemicals 
constitute 100 percent by weight of 
the materials used in its production. 

Phosphorous pentasulfide 

HTS number: 2813.90.20.00 
CAS number: 1314-80-3 

Phosphorous pentasulfide is de
rived from the taxable chemical phos
phorous. Phosphorous pentasulfide is 
a solid produced predominantly by 
mixing molten phosphorous with mol
ten sulfur. 

The stoichiometric material con
sumption formula for phosphorous 
pentasulfide is: 

P4 (phosphorous) + 10 S (sulfur) 
--> 2 P2S5 (Phosphorous penta
sulfide) 

Phosphorous pentasulfide has been 
determined to be a taxable substance 

Filing Status: Single 

because a review of its stoichiometric 
material consumption formula shows 
that, based on the predominant meth
od of production, taxable chemicals 
constitute 94.6 percent by value of 
the materials used in its production. 
The stated cost for phosphorous is 
$0.91 per pound and the stated cost 
for sulfur is $0.02 per pound. 

Tables for Figuring Amount Exempt 
from Levy on Wages, Salary, and 
Other Income 

Notice 94-100 

1. Table for Figuring Amount Ex
empt from Levy on Wages, Salary, 
and Other Income (Forms 668-W, 
668-W(c), & 668-W(c)(DO» 1995 

Publication 1494, shown below, 
provides tables which show the 
amount of an individual's income 
that is exempt from a notice of levy 
used to collect delinquent tax in 1995. 

(Amounts are for each pay period.) 

Number of Exemptions Claimed on Statement 

3 4 5 6 More Than 6 

43.85 53.46 63.08 72.69 15.00 plus 9.62 for each exemption 

219.23 267.31 315.38 363.46 75.00 plus 48.08 for each 
exemption 

438.46 534.62 630.77 726.92 150.00 plus 96.15 for each 
exemption 

475.00 579.17 683.33 787.50 162.50 plus 104.17 for each 
exemption 

950.00 1158.33 1366.67 1575.00 325.00 plus 208.33 for 
each exemption 

Filing Status: Unmarried Head of Household 

Pay Number of Exemptions Claimed on Statement 
Period 

1 2 3 4 5 6 More Than 6 

Daily 31.73 41.35 50.96 60.58 70.19 79.81 22.12 plus 9.62 for each exemption 

Weekly 158.65 206.73 254.81 302.88 350.96 399.04 110.58 plus 48.08 for each 
exemption 

Biweekly 317.31 413.46 509.62 605.77 701.92 798.08 221.15 plus 96.15 for each 
exemption 
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Filing Status: Unmarried Head of Household-Continued 

Pay Number of Exemptions Claimed on Statement 
Period 

1 2 3 4 5 6 More Than 6 

Semi- 343.75 447.92 552.08 656.25 760.42 864.58 239.58 plus 104.17 for each 
monthly exemption 

Monthly 687.50 895.83 1104.17 1312.50 1520.83 1729.17 479.17 plus 208.33 for 
each exemption 

Filing Status: Married Filing Joint (and Qualifying Widow(er)s) 

Pay Number of Exemptions Claimed on Statement 
Period 

1 2 3 4 5 6 More Than 6 

Daily 34.81 44.42 54.04 63.65 73.27 82.88 25.19 plus 9.62 for each exemptior 

Weekly 174.04 222.12 270.19 318.27 366.35 414.42 125.96 plus 48.08 for each 
exemption 

Biweekly 348.08 444.23 540.38 636.54 732.69 828.85 251.92 plus 96.15 for each 
exemption 

Semi- 377.08 481.25 585.42 689.58 793.75 897.92 272.92 plus 104.17 for each 
monthly exemption 

Monthly 754.17 962.50 1170.83 1379.17 1587.50 1795.83 545.83 plus 208.33 for 
each exemption 

Filing Status: Married Filing Separate 

Pay Number of Exemptions Claimed on Statement 
Period 1 2 3 4 5 6 More Than 6 

Daily 22.21 31.83 41.44 51.06 60.67 70.29 12.60 plus 9.62 for each exemptio[ 

Weekly 111.06 159.13 207.21 255.29 303.37 351.44 62.98 plus 48.08 for each 
exemption 

Biweekly 222.12 318.27 414.42 510.58 606.73 702.88 125.96 plus 96.15 for each 
exemption 

Semi- 240.63 344.79 448.96 553.13 657.29 761.46 136.46 plus 104.17 for each 
monthly exemption 
Monthly 481.25 689.58 897.92 1106.25 1314.58 1522.92 272.92 plus 208.33 for 

each exemption 

2. Table for Figuring Additional Exempt Amount for Taxpayers at Least 65 Years Old and/or Blind 

Additional Exempt Amount 

Filing Status * Daily Wkly Bi-Wkly Semi-Mo Monthly 
Single or Head 1 3.65 18.27 36.54 39.58 79.17 
of Household 2 7.31 36.54 73.08 79.17 158.33 

Any Other 1 2.88 14.42 28.85 31.25 62.50 
Filing Status 2 5.77 28.85 57.69 62.50 125.00 

3 8.65 43.27 86.54 93.75 187.50 

4 11.54 57.69 115.38 125.00 250.00 

* ADDITIONAL STANDARD DEDUCTION claimed on Parts 3, 4, & 5 of levy. 
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Examples 

These tables show the amount exempt from a levy on wages, salary, and other income. For example: 
1. A single taxpayer who is paid weekly and claims three exemptions (including one for the taxpayer) has $219.23 

exempt from levy. 
2. If the taxpayer in number 1 is over 65 and writes 1 in the ADDITIONAL STANDARD DEDUCTION space on 

Parts 3, 4, & 5 of the levy, $237.50 is exempt from this levy ($219.23 plus $18.27). 
3. A taxpayer who is married, files jointly, is paid bi-weekly, and claims two exemptions (including one for the 

taxpayer) has $444.23 exempt from levy. 
4. If the taxpayer in number 3 is over 65 and has a spouse who is blind, this taxpayer should write 2 in the 

ADDITIONAL STANDARD DEDUCTION space on Parts 3, 4, & 5 of the levy. Then, $501.92 is exempt from this 
levy ($444.23 plus $57.69). 

Weighted Average Interest Rate 
Update 

Notice 94-101 

Notice 88-73 provides guidelines 
for determining the weighted average 
interest rate and the resulting permis
sible range of interest rates used to 
calculate current liability for the pur
pose 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 deter
mined for the plan years beginning in 
the month shown below. 

Weighted Permissible 
Month Y ear Average Range 

November 1994 7.24 6.52 to 
7.97 

CDC Notice 

Notice 94-102 

Section 13311 of the Revenue Rec
onciliation Act of 1993 (RRA 1993), 
Pub. L. No. 103-66, 107 Stat. 416, 
556, provides a business credit under 
§ 38 of the Internal Revenue Code 
for certain contributions made by a 
taxpayer to a community develop
ment corporation (CDC). A CDC is 
any corporation (1) described in 
§ 501(c)(3) and exempt from tax un
der § 501(a), (2) the principal pur
poses of which include promoting 
employment of, and business oppor
tunities for, low-income individuals 
who are residents of the operational 
area of the CDC, and (3) which is 
selected by the Secretary of Housing 
and Urban Development before July 
1, 1994. 

On June 30, 1994, the Secretary of 
Housing and Urban Development re
leased the names of 20 CDCs that are 

eligible to receive contributions under 
§ 13311 of RRA 1993. This notice 
publishes the names and addresses of 
the eligible CDCs. 

ELIGIBLE CDCs 

1. Grasp Enterprises, Inc. 
55 Marietta Street, NW 
Suite 2000 
Atlanta, Georgia 30303 

2. Southeast Development, Inc. 
10 South Wolfe Street 
Baltimore, Maryland 21231 

3. Urban Edge Housing 
Corporation 

2010 Columbus Avenue 
Boston, Massachusetts 02119 

4. Bethel New Life, Inc. 
367 North Karlov 
Chicago, Illinois 60624 

5. Hough Area Partners In Progress 
8610 Hough Avenue 
Cleveland, Ohio 44106 

6. The Southern Dallas 
Development Corporation 

1402 Corinth Street 
Dallas, Texas 75215 

7. Marshall Heights Community 
Development Organization, 
Inc. 

3917 Minnesota Avenue, N.E., 
Second Floor 

Washington, DC 20019 

8. New Economics For Women 
379 South Loma Drive, 

Suite One 
Los Angeles, California 90017 

9. Free The Children, Inc. 
1192 Peabody 
Memphis, Tennessee 38104 

10. Tacolcy 
Economic Development 

Corporation, Inc. 
645 N. W. 62nd Street, Suite 300 
Miami, Florida 33150 

11. Bedford Stuyvesant Restoration 
Corporation 

1368 Fulton Street 
Brooklyn, New York 11216 

12. New Community Corporation 
233 West Market Street 
Newark, New Jersey 07103 

13. El Pajaro Community 
Development Corporation 

318 Main Street, Suite 208 
Watsonville, California 95076 

14. Kentucky Highlands Community 
Development Corporation 

Post Office Box 1738 
London, Kentucky 40743 

15. Coastal Enterprises, Inc. 
Post Office Box 268 
Wiscasset, Maine 04578 

16. Delta Foundation 
819 Main Street 
Greenville, Mississippi 38701 

17. Chautauqua Opportunities Inc. 
188 South Erie Street 
Post Office Box B 
Mayville, New York 14757 

18. Northern Cambria Community 
Development Corporation 

Post Office Box 174 
Barnesboro, Pennsylvania 15714 

19. National Rural Development & 
Finance Corporation 

711 Navarro Street 
Suite 350 
San Antonio, Texas 78205 

20. Virginia Mountain Housing, Inc. 
930 Cambria Street, N.E. 
Christiansburg, Virginia 24073 

Effect of the Family and Medical 
Leave Act on COBRA Continuation 
Coverage 

Notice 94-103 

The Family and Medical Leave Act 
of 1993 ("FMLA"), P.L. 103-3, im-
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poses certain requirements on em
ployers regarding coverage, including 
family coverage, under group health 
plans for employees taking FMLA 
leave. Many employers have raised 
questions about how the requirements 
under FMLA affect their obligation 
to provide COBRA continuation cov
erage in accordance with the require
ments of section 4980B of the Inter
nal Revenue Code. This notice 
addresses a number of the principal 
questions that have been raised. 

The requirements pertaining to 
FMLA leave, including the employ
er's obligation to maintain coverage 
under a group health plan during 
FMLA leave, are established under 
FMLA, not under the Internal Reve
nue Code. The U.S. Department of 
Labor has published rules interpreting 
the requirements of FMLA in part 
825 of title 29 of the Code of Federal 
Regulations. The determination of 
when FMLA leave ends is relevant to 
the guidance provided in this notice. 
Although this notice makes several 
references to the first day or the last 
day of FMLA leave, the notice does 
not purport to provide guidance on 
when FMLA leave begins or ends or 
on any other aspect of FMLA leave; 
instead, the notice provides guidance 
on the COBRA continuation coverage 
requirements that may arise once 
FMLA leave has ended (as deter
mined under FMLA and the Labor 
Regulations thereunder). See, e.g., 29 
C.F.R. § 825.209(f) and (g). 

Q-l: In What Circumstances Does 
a COBRA Qualifying Event Occur If 
an Employee Does Not Return from 
FMLA Leave? 

A-I: The taking of leave under 
FMLA does not constitute a qualify
ing event under section 4980B of the 
Code. A qualifying event under sec
tion 4980B(f)(3)(B) occurs, however, 
if (1) an employee (or the spouse or a 
dependent child of the employee) is 
covered on the day before the first 
day of FMLA leave (or becomes cov
ered during the FMLA leave) under a 
group health plan of the employee's 
employer, (2) the employee does not 
return to employment with the em
ployer at the end of the FMLA leave 
and (3) the employee (or the spous; 
or a dependent child of the employee) 
would, in the absence of COBRA 
continuation coverage, lose coverage 
under the group health plan (i.e., 
cease to be covered under the same 
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terms and conditions as in effect for 
similarly situated active employees 
and their spouses and dependent chil
dren) before the end of what would 
be the maximum coverage period. 
However, the satisfaction of the three 
conditions in the preceding sentence 
does not constitute a qualifying event 
if the employer eliminates, on or 
before the last day of the employee's 
FMLA leave, coverage under a group 
health plan for the class of employees 
(while continuing to employ that class 
of employees) to which the employee 
would have belonged if the employee 
had not taken FMLA leave. 

Q-2: When Does the COBRA 
Qualifying Event Occur, and How is 
the Maximum Coverage Period Mea
sured? 

A qualifying event described in 
Q&A-l occurs on the last day of 
FMLA leave. The maximum coverage 
period is measured from the date of 
the qualifying event (i. e., the last day 
of FMLA leave). If, however, cover
age under the group health plan is 
lost at a later date and the plan 
provides for the extension of the 
required periods, as permitted under 
section 4980B(f)(8) of the Code, then 
the maximum coverage period is mea
sured from the date when coverage is 
lost. 

Example 1: Employee A is covered 
under the group health plan of Em
ployer X on January 31, 1995. A 
takes FMLA leave beginning Febru
ary 1, 1995. A's last day of FMLA 
leave is 12 weeks later, on April 25, 
1995, and A does not return to work 
with X at the end of the FMLA 
leave. If A does not elect COBRA 
continuation coverage, A will lose 
coverage under the group health plan 
of X on April 26, 1995. 

A experiences a qualifying event on 
April 25, 1995, and the maximum 
coverage period (generally 18 months) 
is measured from that date. (This is 
the case even if, for part or all of the 
FMLA leave, A fails to pay the 
employee portion of premiums for 
coverage under the group health plan 
of X and is not covered under X's 
plan. See Q&A-3 below.) 

Example 2: Employee Band B's 
spouse are covered under the group 
health plan of Employer Y on August 
15, 1995. B takes FMLA leave begin
ning August 16, 1995. B informs Y 
less than 7 weeks later, on September 
28, 1995, that B will not be returning 

to work. Under the FMLA regula
tions published by the Department of 
Labor in part 825 of title 29 of the 
Code of Federal Regulations, B's last 
day of FMLA leave is September 28, 
1995. B does not return to work with 
Y at the end of the FMLA leave. If B 
and B's spouse do not elect COBRA 
continuation coverage, they will lose 
coverage under the group health plan 
of Yon September 29, 1995. 

Band B's spouse experience a qual
ifying event on September 28, 1995, 
and the maximum coverage period 
(generally 18 months) is measured 
from that date. (This is the case even 
if, for part or all of the FMLA leave, 
B fails to pay the employee portion 
of premiums for coverage under the 
group health plan of Y and B or B's 
spouse is not covered under Y's plan. 
See Q&A-3 below.) 

Q-3: Can a COBRA Qualifying 
Event Occur If an Employee Failed to 
Pay the Employee Portion of Premi
ums for Coverage Under a Group 
Health Plan During FMLA Leave or 
Declined Coverage Under a Group 
Health Plan During FMLA Leave? 

A-3: Yes. Any lapse of coverage 
under a group health plan during 
FMLA leave is irrelevant in determin
ing whether a set of circumstances 
constitutes a qualifying event under 
Q&A-l of this notice or when such a 
qualifying event occurs under 
Q&A-2. 

Q-4: Are the Foregoing Rules Af
fected by a Requirement of State or 
Local Law to Provide a Longer Peri
od of Coverage Than That Required 
UnderFMLA? 

A-4: No. Any State or local law 
that requires coverage under a group 
health plan to be maintained during a 
leave of absence for a period longer 
than that required under FMLA (for 
example, for 16 weeks of leave rather 
than for the 12 weeks required under 
FMLA) is disregarded for purposes of 
determining when a qualifying event 
occurs under section 4980B of the 
Code. 

Q-5: May COBRA Continuation 
Coverage Be Conditioned Upon Re
imbursement of the Premiums Paid 
by the Employer for Coverage Under 
a Group Health Plan During FMLA 
Leave? 

A-5: No. The U.S. Department of 
Labor has published rules describing 
the circumstances in which an em-



ployer may recover premiums it pays 
to maintain coverage, including fami
ly coverage, under a group health 
plan during FMLA leave from an 
employee who fails to return from 
leave. See 29 CFR § 825.213. Even if 
recovery of premiums is permitted 
under those rules, the right to CO
BRA continuation coverage cannot be 
conditioned upon the employee's re
imbursement of the employer for pre
miums the employer paid to maintain 
coverage under a group health plan 
during FMLA leave. 

Q-6: How Is the COBRA Notice 
Period for Employers Satisfied? 

A-6: In the case of an employee 
(or the spouse or a dependent child of 
an employee) who experiences a qual
ifying event described in Q&A-I of 
this notice, the usual notice rules of 

26 CFR 601.602: Tax forms and instructions. 
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section 4980B(0(6) of the Code ap
ply. Thus, the employer must notify 
the plan administrator of the qualify
ing event within 30 days (or, in the 
case of a group health plan which is a 
multiemployer plan, such longer peri
od of time as may be provided in the 
terms of the plan) of the last day of 
FMLA leave. If, however, coverage 
under the group health plan is lost 
after the last day of FMLA leave and 
the plan provides for the extension of 
the required periods, as permitted 
under section 4980B(0(8), then the 
applicable notice period of section 
4980B(0(6)(B) commences on the date 
coverage is lost. 

Q-7: What is the Effect of This 
Notice? 

A-7: Before the effective date of 
final regulations under section 4980B 

of the Code, employers and group 
health plans must operate in good 
faith compliance with a reasonable 
interpretation of the statutory re
quirements for COBRA continuation 
coverage. Whether there has been 
good faith compliance with a reason
able interpretation will be determined 
based on all the facts and circum
stances of each case; however, the 
Service will consider compliance with 
the terms of this notice to constitute 
good faith compliance with a reason
able interpretation of the COBRA 
continuation coverage requirements 
of section 4980B of the Code as they 
apply to FMLA leave situations, but 
only to the extent that this notice 
addresses the COBRA continuation 
coverage requirements in such situa
tions. 

NOTE: Use this revenue procedure to prepare tax year 1994 information returns for submission to Internal Revenue 
Service (IRS) using any of the following: 

-Magnetic Tape 
-Tape Cartridge 
-5-1I4-inch Diskette 
-3-1I2-inch Diskette 
-8-inch Diskette 
-Electronic Filing 

-(Bisynchronous) 
-(Asynchronous) 

Please read this publication carefully. Persons or businesses required to file information returns may be subject to 
penalties for failure to file or failure to include correct information if they do not follow the instructions in this 
revenue procedure. 
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PART G. MISCELLANEOUS INFORMATION 

SECTION 1. RECORD FORMAT USED TO REQUEST AN EXTENSION OF TIME, MAGNETICALLY OR 
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PART A. GENERAL 

SECTION 1. PURPOSE 

.01 The purpose of this revenue 
procedure is to provide the specifica
tions for filing Forms 1098, 1099, 
5498, and W -2G electronically or on 
magnetic media which includes 112-
inch magnetic tape; IBM 3480/3490 
AS400, compatible tape cartridges; or 
5-114-, 3-112-, and 8-inch diskettes, 
with IRS. This revenue procedure 
must be used for the preparation of 
Tax Year 1994 information returns 
and information returns for years pri
or to 1994 that are required to be 
filed. This revenue procedure must be 
used to prepare current and prior 
information returns filed between 
January 1, 1995, and December 31, 
1995. Specifications for filing the fol
lowing forms are contained in this 
revenue procedure. 

(a) Form 1098, Mortgage Interest 
Statement. 

(b) Form 1099-A, Acquisition or 
Abandonment of Secured Property. 

(c) Form 1099-B, Proceeds From 

Broker and Barter Exchange Transac
tions. 

(d) Form 1099-C, Cancellation of 
Debt. 

(e) Form 1099-DIV, Dividends and 
Distributions. 

(f) Form 1099-G, Certain Govern
ment Payments. 

(g) Form 1099-INT, Interest In
come. 

(h) Form 1099-MISC, Miscella
neous Income. 

(i) Form 1099-0ID, Original Issue 
Discount. 

U) Fonh 1099-PATR, Taxable Dis
tributions Received From Coopera
tives. 

(k) Form 1099-R, Distributions 
From Pensions, Annuities, Retire
ment or Profit-Sharing Plans, IRAs, 
Insurance Contracts, etc. 

(1) Form 1099-S, Proceeds From 
Real Estate Transactions. 

(m) Form 5498, Individual Retire
ment Arrangement Information. 

(n) Form W-2G, Certain Gambling 
Winnings. 

.02 Revenue procedures are gener
ally revised annually to reflect legisla-

tive and form changes. Comments 
concerning this revenue procedure, or 
suggestions for making it more help
ful, can be addressed to Internal Rev
enue Service, Martinsburg Computing 
Center, P. O. Box 1359, Martinsburg, 
WV 25401 ATTN: IRB, Information 
Support Section. 

.03 It is unlawful to intentionally 
transmit a computer virus to the In
ternal Revenue Service. Violators may 
be subject to a fine and/or imprison
ment. 

.04 Specifications for filing Forms 
W -2 on magnetic media are available 
from the Social Security Administra
tion (SSA) only. Filers can call 1-800-
SSA-1213 to obtain the phone num
ber of the SSA Magnetic Media 
Coordinator for their area. 

.05 The Internal Revenue Service, 
Martinsburg Computing Center 
(IRS/MCC) has the responsibility for 
processing Forms 1098, 1099, 5498, 
and W -2G filed magnetically or elec
tronically. IRS/MCC does not pro
cess Forms W-2. Paper and/or mag
netic media for Forms W -2 must be 
sent to SSA. IRS/MCC does, howev-
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er, process waiver requests (Form 
8508) and extension of time requests 
(Form 8809) for filing Forms W-2. 

. 06 In most cases, the box numbers 
on the paper forms correspond with 
the amount codes used to file magne
tically / electronically; however, if dis
crepancies occur, the instructions in 
this revenue procedure govern. 

.07 This revenue procedure also 
provides the requirements and specifi
cations for magnetic media or elec
tronic filing under the Combined Fe
deral/State Filing Program. 

.08 The following revenue proce
dures and publications provide more 
detailed filing procedures for certain 
other information returns. 

(a) 1994 "Instructions for Forms 
1099, 1098, 5498, and W-2G" pro
vides specific instructions on complet
ing and submitting information re
turns to IRS. These instructions are 
included near the end of this publica
tion. They may also be obtained by 
contacting your local IRS office or by 
calling 1-800-TAX-FORM (1-800-
829-3676). 

(b) Rev. Proc. 84-33, 1984-1 C.B. 
502, regarding the optional method 
for agents to report and deposit back
up withholding. 

(c) Publication 1179, Specifications 
for Paper Document Reporting and 
Paper Substitutes for Forms 1096, 
1098, 1099 Series, 5498, and W-2G 
(Rev. Proc. 94-35, 1994-1 C.B. 658 ). 

(d) Publication 1239, Specifications 
for Filing Form 8027, Employer's 
Annual Information Return of Tip 
Income and Allocated Tips, on Mag
netic Tape and 5-114- or 3-1I2-inch 
Diskettes. 

(e) Publication 1187, Specifications 
for Filing Form 1042-S, Foreign Per
son's U.S. Source Income Subject to 
Withholding, Electronically or on 
Magnetic Tape, and 5-114-, or 3-112-
Inch Magnetic Diskettes. 

(f) Publication 1245, Specifications 
for Filing Form W-4, Employee's 
Withholding Allowance Certificate, 
on Magnetic Tape, and 5-1/4- or 
3-1I2-Inch Magnetic Diskette. 

.09 This revenue procedure super
sedes Rev. Proc. 93-31 published as 
Publication 1220, (Rev. 7-93), Speci
fications for Filing Forms 1098, 1099, 
5498 and W-2G Magnetically or Elec
tronically. 

574 1994-2 C.B. 

.10 Refer to Part A, Sec. 17, for 
definitions of terms used in this pub
lication. 

SEC. 2. NATURE OF CHANGES
CURRENT YEAR (TAX YEAR 
1994) 

.01 PROGRAMMING CHANGES 

a. Payer/Transmitter "A" Record: 
(1) All forms, field positions 2-3 

(pos. 3-4 for 8-inch diskette) "Pay
ment Year" must be incremented by 
one (from 93 to 94) unless reporting 
prior year data. 

(2) Form 1099-C for cancellation 
of debt, has been added to field 
position 22 (pos. 23 for 8-inch dis
kette) Type of Return field. The Type 
of Return Code will be "5". 

(3) Form 1099-C, for Payment 
Amount Codes, field positions 23-31 
(pos. 24-32 for 8-inch diskette) 
Amount Code 2 has been added for 
amount of debt canceled, Amount 
Code 3 has been added for interest 
included in Amount Code 2 and 
Amount Code 4 has been added for 
penalties, fines, or administrative 
costs included in Amount Code 2. 

(4) Form 1099-G, for Payment 
Amount Codes, field position 23-31 
(pos. 24-32 for 8-inch diskette) 
Amount Code 5, discharge of indebt
edness, has been deleted. This infor
mation will be reported under the 
new 1099-C Form. 

b. Payee "B" Record changes: 
(1) All forms, field positions 2-3 

(pos. 3-4 for 8-inch diskette) "Pay
ment Year" must be incremented by 
one (from 93 to 94) unless reporting 
prior year data. 

(2) Form 1099-C, field position 
371-376, "Date Canceled" has been 
added to be used for the date the 
debt was canceled. (See Parts E and F 
for the appropriate diskette field posi
tions.) 

(3) Form 1099-C, field position 
377 has been added for a "I" (one) 
indicator to be used for the amount 
of debt canceled if the debt was 
discharged in bankruptcy. (See Parts 
E and F for the appropriate diskette 
field positions.) 

(4) Form 1099-C, positions 
378-416, "Debt Description", was 
added for a description of the origin 
of the debt. (See Parts E and F for 
the appropriate diskette field posi
tions.) 

c. End of Payer "c" Record-No 
changes. 

d. State Totals "K" Record-No 
changes. 

e. End of Transmission "F" 
Record-No changes . 

f. Record format for extension of 
time, magnetically or electronically 
(See Part G, Sec. 1): 

(1) The record byte size has been 
changed from a 226-byte record to a 
200-byte record. 

(2) The Document Indicator Code 
has been added to the record format 
in field position 175 to replace the 
individual form types that had been 
in field positions 221 through 225. 

(3) The Transmitter Contact, 
Transmitter Phone Number and 
Transmitter Extension fields have 
been deleted from the record format. 

(4) The Foreign Entity Indicator 
has been moved from field position 
226 to field position 176, 

(5) Field positions 199 and 200 of 
each record have been reserved for 
use as carriage return/line feed (cr/IO 
characters, if applicable. 

.02 EDITORIAL CHANGES
"GENERAL" 

There have been numerous editorial 
changes. IRS recommends that trans
mitters read this publication in its 
entirety to ensure proper reporting. 

a. Information was added to Part 
A, Sec. 8.04, and Part A, Sec. 16.02 
to advise payers that a hardcopy file 
print is not acceptable as a test for 
approval for the Combined Federal! 
State Filing Program. 

b. Information was added to Part 
A, Sec. 8.06, Sec. 9.01, Part C, Sec. 
5.01 and 5.05, Part D, Sec. 5.01 and 
Sec. 5.05 to advise filers who transmit 
data electronically that a signed Form 
4804 must be sent the same day as the 
electronic transmission. 

c. Information was added to Part 
A, Sec. 9.15 to advise financial enti
ties that copies of Form 1099-C, 
Cancellation of Debt, or the ability to 
reconstruct the data required on the 
form, must be retained for at least 4 
years from the date of the return. 

d. Information was added to Part 
A, Sec. 11.04 and Part G, Sec. 1.03 
to advise filers that, for Tax Year 
1995 (returns due to be filed in 1996), 
transmitters requesting extensions of 
time to file for more than 50 payers 
will be required to file the extension 
request magnetically or electronically. 

e. Information was added to advise 
filers that a request for second exten-



sion of time to file will only be 
approved in cases of extreme hard
ship or catastrophic event. See Part 
A, Sec. 11.06. 

f. The dollar criteria for the state 
of New Jersey has been changed from 
1000 to 100 for all 1099 forms. See 
Table 2, Dollar Criteria For State 
Reporting, Part A, Sec. 16. Please 
note that filers are advised to contact 
the appropriate state tax agencies for 
complete information on state filing 
requirements. 

g. The Penalty Section has been 
deleted from Part A. This informa
tion can be found on pages 2 and 3 
of the 1994 "Instructions for Forms 
1099, 1098, 5498, and W-2G" at the 
back of this publication. 

h. A new tax form, Form 1099-C 
has been added for Tax Year 1994 for 
the reporting of Cancellation of Debt. 

i. For Form 1099-G, in the Payer/ 
Transmitter "A" Record, Payment 
Amount Code 5 for discharge of 
indebtedness has been deleted. The 
information previously reported in 
this field will be reported using the 
new Form 1099-C. 

j. In the Payer/Transmitter "A" 
Record, the Foreign Corporation In
dicator Field has been changed to 
Foreign Entity Indicator Field. The 
purpose of the field has not been 
changed. 

k. In the Payer/Transmitter "A" 
Record, Form 1099-MISC, the title 
of Payment Amount Code 3 has been 
changed from "Prizes, awards, etc." 
to "Other Income". 

1. Information has been added to 
the note in the Amount Codes for 
Form 1099-PATR to advise filers re
porting Pass-Through Alternative 
Minimum Tax Adjustments, to enter 
the total alternative minimum tax 
(AMT) patronage dividend adjust
ment for the patron and/or the total 
AMT per-unit retain allocation ad
justment in the Special Data Entries 
Field of the Payee "B" Record. 

m. In the Payer /Transmitter "A 
Record", for Form 1099-R, the title 
of Amount Code 9 has been changed 
from "State or local income tax with
held" to "State tax withheld". Corre
sponding Note 5 has been expanded 
to advise filers that local income tax 
may be reported in the Special Data 
Entries Field in the Payee "B 
Record". 

n. Instructions were added to Part 
C, Section 6.01 to advise payers that 

records may be blocked up to 4096 
bytes with INTER RECORD SEPA
RATORS. 

o. In the Payee "B Record", in
formation was added to the note 
under Taxpayer Identification Num
ber stating that the letter IRS/MCC 
has requested the payers send with 
their media will not prevent backup 
withholding notices (B Notices) or 
penalties for missing or incorrect 
TIN's. 

p. A statement was added to Part 
E, Sec. 1.04 and Part F, Sec. 1.04 
advising filers that diskettes will be 
returned if extraneous data follows 
the end of file "F" Record. 

q. The Federal Dollar Criteria Ta
ble has been deleted from Part G. 
This information can be found on 
pages 31 and 32 of the 1994 "Instruc
tions for Forms 1099, 1098, 5498, 
and W -2G" at the back of this publi
cation. 

r. Instructions were added to Part 
G, Sec. 1.02 to advise filers submit
ting an electronic request for an ex
tension of time to file to send a 
signed Form 8809 the same day as the 
transmission submission. 

s. Filers submitting a magnetically 
or electronically filed request for an 
extension of time to file are encour
aged to read Part G, Sec. 1 in its 
entirety for additions or changes in 
guidelines and format. 

t. Instructions were added to Part 
G, Sec. 1.02 to advise filers request
ing an extension of time to file, 
magnetically or electronically, not to 
submit a list of payer names and 
TINs with the Form 8809 accompany
ing the submission. 

u. Instructions were added to Part 
G. Sec. 1.08 to advise transmitters 
not to submit tax year 1994 extension 
of time to file requests magnetically 
or electronically before January 1, 
1995. 

v. Instructions were added to Part 
G, Sec. 1.09 to advise filers to attach 
an external label to each piece of 
media submitted. Form 5064 or trans
mitter generated substitute may be 
used. 

w. Information was added to Part 
G, Sec. 1.10 to advise filers that if 
the first request for an extension of 
time to file was submitted magnetical
ly or electronically and additional 
time to file is needed, a new file must 
be submitted to request the additional 
time. 

.03 EDITORIAL CHANGES
MAGNETIC MEDIA 
SPECIFICATIONS: 

a. Filers are advised that tape car
tridges created on an IBM AS400 are 
compatible with IRS/MCC comput
ers. See Part B, Sec. 3.01 and Part G, 
Sec. 1.13. 

b. Filers are advised that 
IRS/MCC can process either 18-track 
or 36-track parallel tape cartridges. 
Please indicate on the exterior label 
on the cartridge whether IS-track or 
36-track parallel. See Part B, Sec. 
3.01(b)(3) and Part G, Sec. 
1. 13(b)(3). 

c. The wording of the specifica
tions for the use of the Document 
Specific Codes, positions 4-5 (pos. 
5-6 for 8-inch diskettes) of the Payee 
"B" Record, for the Form 1099-R 
has been changed for greater clarity. 
The actual reporting instructions have 
not changed. 

d. A Valid Distribution Codes for 
Form 1099-R Table has been added 
to the Payee "B" Record to give 
filers guidelines for the general ac
ceptable combinations and field posi
tions of alpha/numeric distribution 
codes. 

e. The following specification 
changes have been made to the record 
format used to request an extension 
of time, magnetically or electronical
ly: 

(1) Data submitted on tape car
tridges, may be compressed using 
EDRC (Memorex) or IDRC (IBM) 
compression. See Part G, Sec. 
1. 13(b)(5). 

(2) The fixed block size for tape 
and tape cartridge has changed from 
4250 to 4000 bytes. See Part G, Sec. 
1.12(d) and 1. 13(c). 

(3) Information has been added to 
advise diskette filers about the use of 
the filename of IRSEOT. See Part G, 
Sec. 1. 14(e). 

(4) Diskette filers are advised that 
delimiter character commas (,) must 
not be used. See Part G, Sec. 1. 14(f). 

(5) Filers are advised that only one 
TCC may be present in a file. See 
Part G, Sec. 1.15. 

SEC. 3. WHERE TO FILE AND 
HOW TO CONTACT THE IRS, 
MARTINSBURG COMPUTING 
CENTER 

.01 All information returns filed 
magnetically or electronically are pro
cessed at IRS/MCC. Files containing 
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information returns, requests for IRS 
magnetic media and electronic filing 
information, undue hardship waivers, 
and requests for extensions of time to 
file returns or to furnish the state
ments to recipients are to be sent to 
the following addresses: 

If by Postal Service: 

IRS-Martinsburg Computing Center 
P.O. Box 1359 
Martinsburg, WV 25401-1359 

or 

If by truck or air freight: 

IRS-Martinsburg Computing Center 
Information Reporting Program 
Route 9 and Needy Road 
Martinsburg, WV 25401 

.02 Inquiries may be made between 
8:30 a.m. and 4:30 p.m. Eastern 
time. The telephone number is (304) 
263-8700. The telephone number for 
electronic filing using the Information 
Reporting Program Bulletin Board 
System (IRP-BBS) is (304) 263-2749; 
the telephone number for bisynchro
nous electronic filing is (304) 267-
0807 for 4800 bps, and (304) 267-9572 
for 9600 bps. (These are not toll-free 
telephone numbers.) 

. 03 The 1994 "Instructions for 
Forms 1099, 1098, 5498, and W-2G" 
have been included in the Publication 
1220 for transmitter convenience. The 
Form 1096 is used only to transmit 
Copy A of paper Forms 1099, 1098, 
5498, and W-2G. If filing paper re
turns, follow the mailing instructions 
on the Form 1096 and submit the 
paper returns to the appropriate IRS 
Service Center. 

.04 The telephone number for the 
Telecommunication Device for the 
Deaf (TDD) is (304) 267-3367. (Not a 
toll-free telephone number.) 

.05 The telephone number for the 
IRS/MCC fax machine is (304) 264-
5196. (Not toll-free.) 

.06 Requests for paper Forms 1099 
and W-2 and publications not related 
to magnetic medial electronic filing 
should be requested by calling the 
"Forms Only Number" listed in your 
local telephone directory or by calling 
the IRS toll-free number 1-800-TAX
FORM (1-800-829-3676). 

. 07 Questions pertaining to mag
netic media filing of Forms W-2 must 
be directed to SSA. Filers can call 
1-800-SSA-1213 to obtain the phone 
number of the SSA Magnetic Media 
Coordinator for their area. 
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.08 Payers should not contact 
IRS/MCC if they have received a 
penalty notice and need additional 
information, or are requesting an 
abatement of the penalty. Penalty 
notices contain an IRS representa
tive's name and/or phone number for 
contact purposes; or, the payer may 
be instructed to respond in writing to 
the address provided. IRS/MCC does 
not issue penalty notices and does not 
have the authority to abate penalties. 

.09 A taxpayer or authorized repre
sentative may request a copy of a tax 
return or a Form W-2 filed with a 
return by submitting Form 4506, Re
quest for Copy of Tax Form to IRS. 
This form may be obtained from a 
local IRS office or by calling 1-800-
TAX-FORM (1-800-829-3676). 

.10 The IRS Centralized Call Site 
answers both magnetic media and tax 
law questions relating to the filing of 
information returns (Forms 1096, 
1098, 1099, 5498, 8027, W-2, W-2G, 
W-3, and Questionable W-4). The 
IRS/MCC Call Site also handles in
quiries dealing with Backup With
holding due to Missing and Incorrect 
Taxpayer Identification Numbers. 
The Call Site is located at IRS/MCC 
and operates in conjunction with the 
Information Reporting Program. The 
Call Site provides service to the payer 
community (financial institutions, em
ployers, and other transmitters of in
formation returns). Recipients of in
formation returns (payees) should 
continue to contact 1-800-829-1040 
with any questions on how to report 
information returns. 

The Call Site, which was phased in 
over a two year period, is now ac
cepting calls from all areas of the 
country. The number to call is (304) 
263-8700 or Telecommunications De
vice for the Deaf (TDD) (304) 267-
3367. These are toll calls. Hours of 
operation for the Call Site are Mon
day through Friday, 8:30 a.m. to 4:30 
p.m. Eastern Time. The Call Site is 
open throughout the year to handle 
payers', transmitters' and employers' 
questions. Due to the high demand 
for assistance at the end of January 
and February, it is advisable to call as 
soon as possible to avoid these peak 
filing seasons . 

SEC. 4. FILING REQUIREMENTS 

.01 Under section 6011(e)(2)(A) of 
the Internal Revenue Code, any per
son, including corporations, partner-

ships, individuals, estates, and trusts, 
who is required to file 250 or more 
information returns must file such 
returns magnetically/electronically. 
The 250 or more requirement applies 
separately for each type of return and 
also to each type of corrected return. 
Even though payers may not be re
quired to file magnetically / electroni
cally, IRS encourages them to do so. 

.02 All filing requirements that fol
low, apply individually to each re
porting entity as defined by its sepa
rate Taxpayer Identification Number 
(TIN), Social Security Number (SSN), 
or Employer Identification Number 
(EIN). For example, if a corporation 
with several branches or locations 
uses the same EIN, the corporation 
must aggregate the total volume of 
returns to be filed for that EIN and 
apply the filing requirements to each 
type of return accordingly. 

.03 Payers who are required to 
submit their information returns on 
magnetic media may choose to submit 
their documents by electronic filing 
instead. Payers who submit their in
formation returns electronically are 
considered to have satisfied the mag
netic media filing requirements . 

.04 The following requirements ap
ply separately to both originals and 
corrections filed magnetically I electro
nically: 

1098 
1099-A 
1099-B 
1099-C 
1099-DIV 
1099-G 
1099-INT 
1099-MISC 
1099-0ID 
1099-PATR 
1099-R 
1099-S 
5498 
W-2G 

250 or more of any of 
these forms require mag
netic media or electronic 
filing with IRS. These 
are stand alone docu
ments and are not to be 
aggregated for purposes 
of determining the 250 
threshold. For example, 
if you must file 100 
Forms 1099-Band 300 
Forms 1099-INT, Forms 
1099-B need not be filed 
magnetically or electron
ically since they do not 
meet the threshold of 
250. However, Forms 
1099-INT must be filed 
magnetically or electron
ically since they meet the 
threshold of 250. 

.05 The above requirements do 
not apply if the payer establishes 
undue hardship (see Part A, Sec. 5). 



SEC. 5. FORM 8508, REQUEST 
FOR WAIVER FROM FILING 
INFORMATION RETURNS ON 
MAGNETIC MEDIA 

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

.02 If payers are required to file 
original or corrected returns on mag
netic media, but such filing would 
create an undue hardship, they may 
request a waiver from these filing 
requirements by submitting Form 
8508, Request for Waiver From Filing 
Information Returns on Magnetic 
Media, to IRS/MCC. 

.03 If a payer submits an original 
return on magnetic media, corrections 
may be submitted on paper if the 
corrected returns are less than 250. 
However, if a waiver for original 
documents is approved, any correc
tions for the same type of returns will 
be covered under this waiver. 

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

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

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

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

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

.09 Filers are encouraged to submit 
Form 8508 to IRS/MCC at least 45 
days before the due date of the re
turns. However, new brokers and new 
barter exchanges may request an un
due hardship waiver by the end of the 

second month following the month in 
which they became a broker or barter 
exchange. 

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

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

.12 If a waiver request is approved, 
the transmitter should keep the ap
proval letter on file. A copy of the 
approved waiver should not be sent 
to the service center where the paper 
returns are filed. 

.13 An approved waiver from fil
ing information returns on magnetic 
media does not provide exemption 
from all filing. The payer must timely 
file information returns on acceptable 
paper forms with the appropriate ser
vice center. 

.14 Desert Storm Contributions-If 
a payer is required to file a Form 
5498 magnetically/electronically, the 
payer may request an automatic waiv
er from filing Desert Storm Form 
5498 magnetically/electronically. 

SEC. 6. VENDOR LIST 

.01 IRS/MCC prepares a list of 
vendors who support magnetic media 
or electronic filing. This list contains 
the names of service bureaus that will 
produce files on the prescribed types 
of magnetic media or via electronic 
filing. It also contains the names of 
vendors who provide software pack
ages for payers who wish to produce 
magnetic media or electronic files on 
their own computer systems. This list 
is provided as a courtesy and in no 
way implies IRS/MCC approval or 
endorsement. 

.02 A payer may contact 
IRS/MCC via telephone or letter (See 
Part A, Sec. 3) to acquire the vendor 
list. This information is also available 
from the Information Reporting Pro
gram Bulletin Board System (refer to 
Part D). Vendor names will not be 
provided over the telephone. 

.03 A vendor, who offers a soft
ware package, has the ability to pro
duce magnetic media for customers, 

or has the capability to electronically 
file information returns, and would 
like to be included on the list, must 
submit a written request to 
IRS/MCC. The request should be 
submitted by August 15 and must 
include: 

(a) Company name 

(b) Address (include city, state, 
and ZIP code) 

(c) Telephone number (include area 
code) 

(d) Contact person 

(e) Type of service provided (e.g., 
service bureau and/or software) 

(f) Type(s) of media offered (e.g., 
magnetic tape or tape cartridge; 5-
114-, 3-112-, and/or 8-inch diskettes; 
electronic filing) 

.04 The vendor list is updated an
nually. Therefore, any changes to in
formation already on the vendor list 
must also be received by IRS/MCC 
no later than August 15 to be includ
ed on the most current vendor list. 

SEC. 7. FORM 4419, 
APPLICATION FOR FILING 
INFORMATION RETURNS 
MAGNETICALL Y / 
ELECTRONICALL Y 

.01 Transmitters are required to 
submit Form 4419, Application for 
Filing Information Returns Magneti
cally/ Electronically, to request au
thorization to file information returns 
with IRS/MCC. A single Form 4419 
should be filed no matter how many 
types of returns the transmitter will 
be submitting magnetically/electroni
cally. For example, if a transmitter 
plans to file Forms 1099-INT, one 
Form 4419 should be submitted. If, 
at a later date, another type of form 
is to be filed, do not submit a new 
Form 4419. A separate Form 4419 is 
required for filing Form 1042-S or 
Form 8027. If filers wish to report 
both electronically and magnetically, 
only one Form 4419 needs to be 
submitted. 

.02 Magnetic tape, tape cartridge, 
diskette, and electronically-filed re
turns may not be submitted to 
IRS/MCC until the application has 
been approved. Please read the in
structions on the back of Form 4419 
carefully. This form may be photo-
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copied. Additional forms may be ob
tained by calling 1-800-T AX -FO RM 
(1-8oo-829-3676). 

.03 Upon approval, a five charac
ter alpha/numeric Transmitter Con
trol Code (TCC) will be assigned and 
included in an approval letter. The 
TCC must be coded in the Payer 
"A" Record. If a transmitter uses 
more than one TCC to file, each 
TCC must be reported on separate 
media or in separate transmissions if 
filing electronically. 

A magnetic media reporting pack
age containing the current revenue 
procedure, forms, labels, and instruc
tions will be sent to the attention of 
the contact person indicated on Form 
4419. This package will be sent annu
ally. 

If any of the information on the 
Form 4419 changes, please notify 
IRS/MCC in writing so that the 
IRS/MCC database can be updated. 
The transmitter should include the 
TCC in all correspondence. 

.04 Form 4419 can be submitted at 
any time during the year; however, it 
should be submitted to IRS/MCC at 
least 30 days before the due date of 
the return(s}. For documents to be 
filed electronically using IBM 3780 
bisynchronous protocols, Form 4419 
must be submitted at least 45 days 
prior to the due date of the returns 
(see Part C, Sec. 2). This will allow 
IRS/MCC the minimum amount of 
time necessary to process and respond 
to applications. In the event that 
computer equipment or software is 
not compatible with IRS/MCC, a 
waiver may be requested to file re
turns on paper documents. 

.05 IRS/MCC encourages transmit
ters who file for multiple payers to 
submit one application and to use the 
assigned TCC for all payers. Include 
a list of all payers and TINs with the 
Form 4419. Transmitters are encour
aged to provide an updated list to 
IRS/MCC. 

.06 If a payer's files are prepared 
by a service bureau, they may not 
need to submit an application to ob
tain a TCC. Some service bureaus 
will produce files, code their own 
TCC on the media, and send it to 
IRS/MCC for the payer. Other ser
vice bureaus will prepare magnetic 
media and return the media to the 
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payer for submission to IRS/MCC. 
These service bureaus may require the 
payer to obtain a TCC to be coded in 
the "A" Record. Payers should con
tact their service bureaus for further 
information. 

.07 Once a transmitter is approved 
to file magnetically or electronically, 
it is not necessary to reapply each 
year unless: 

(a) Magnetic or electronic filing is 
discontinued for a year; the payer's 
TCC may have been reassigned by 
IRS/MCC. 

(b) The payer's magnetic media 
files were transmitted in the past by a 
service bureau using the service bu
reau's TCC, but now the payer has 
computer equipment compatible with 
that of IRS/MCC and wishes to pre
pare their own files. The payer must 
request a TCC by filing Form 4419. 

.08 Submit one Form 4419 regard
less of how many types of media or 
methods used to file the return. A 
payer may have more than one TCC, 
but must code only one TCC per 
medium. Notify IRS/MCC of any 
TCCs that will not be used so these 
numbers may be reassigned. 

.09 In accordance with Regulations 
section 1.6041-7(b), payments by sep
arate departments of a health care 
carrier to providers of medical and 
health care services may be reported 
on separate returns on magnetic me
dia. In this case, the headquarters will 
be considered the transmitter, and the 
individual departments of the compa
ny filing reports will be considered 
payers. A single Form 4419 covering 
all departments filing on magnetic 
media should be submitted. One TCC 
may be used for all departments. 

.10 Approval to file does not imply 
endorsement by IRS/MCC of the 
computer software or of the quality 
of tax preparation services provided. 

SEC. 8. TEST FILES 

.01 IRS/MCC does not require test 
files, except for filers wishing to par
ticipate in the Combined Federal/ 
State Filing Program (see Part A, 
Sec. 16 for further information con
cerning the Combined Federal/State 
Filing Program). 

.02 IRS/MCC encourages first
time magnetic media or electronic 

filers to submit a test. The test file 
should consist of a sample of each 
type of record: 

(a) Payer "A" record (must not be 
fictitious data) 

(b) Multiple Payee "B" Records 
(at least 11 "B" Records per eacb 
"A" Record) 

(c) End of Payer "C" Record 
(d) State Totals "K" Record, if 

participating in the Combined Fede
ral/State Filing Program 

(e) End of Transmission "F" 
Record 

It is not necessary to send a volu· 
minous file; filers may choose to 
submit a single file or multiple files 
for their test. 

.03 Use the Test Indicator in the 
"A" Record to show that this is a 
test file. 

.04 IRS/MCC will check the file to 
ensure it meets the specifications of 
this revenue procedure. For current 
filers, sending a test file will provide 
the opportunity to ensure that their 
software reflects any programming 
changes. 

If unable to submit a magnetic or 
electronic test file, a hardcopy print
out that shows a sample of each 
record type (A, B, C and F) may be 
submitted. The hardcopy print test is 
not acceptable for Combined Fed
eral/State Filing approval. 

.05 Tests should be sent to 
IRS/MCC during these periods: 

Magnetic Media 
Electronic 
Hardcopy 

11101-12/31 
11101-12131 
11/01-12/31 

The test file must be received at 
MCC by December 31 in order to be 
processed. 

Filers may begin submitting test 
tapes and diskettes after October 1; 
however, the data will not be pro
cessed until on or after November 1. 

.06 For tests filed electronically, 
the transmitter must send the signed 
Form 4804, Transmittal of Informa
tion Returns Reported Magnetically/ 
Electronically, the same day the 
transmission is made. For tests filed 
on magnetic tape, tape cartridge, 5-
1I4$BD, 3-1I2$BD, or 8$BD diskette, 
the transmitter must include the 
signed Form 4804 in the same pack
age with the corresponding magnetic 
media. Mark the "TEST" check box 
in block 1 on the form. Also, check 
"TEST" on the external media label, 
Form 5064. 



If submitting a hardcopy printout, 
mark the printout as "TEST" and 
include name, telephone number, and 
address of a person who can be 
contacted to discuss its acceptability. 

.07 IRS/MCC will send a letter of 
acknowledgement to indicate the test 
results. Unacceptable magnetic media 
files, along with documentation iden
tifying the errors, will be returned. 
Resubmission of test files must be 
received by IRS/MCC no later than 
December 31. 

.08 Successfully processed media 
will not be returned to filers. 

SEC. 9. FILING OF 
INFORMATION RETURNS 
MAGNETICALLY / 
ELECTRONICALLY AND 
RETENTION REQUIREMENTS 

.01 Form 4804, Transmittal of In
formation Returns Reported Magneti
cally/Electronically, Form 4802 (Con
tinuation) or computer-generated 
substitute, must accompany all mag
netic media shipments. For electronic 
transmissions, the Form 4804 and 
Form 4802, if applicable, must be 
sent the same day as the electronic 
submission. Form 4802, Transmittal 
of Information Returns Reported 
Magnetically/Electronically (Continu
ation), is a continuation of Form 
4804 and should only be used if the 
filer is reporting more than four types 
of returns and/or more than four 
payers. Form 4802 is not a stand
alone form; it can only accompany 
Form 4804. 

. 02 IRS/MCC encourages the use 
of computer-generated substitutes for 
Form 4804/4802. The substitutes 
must contain all information request
ed on the original forms including the 
affidavit and signature line. Photo
copies are acceptable but an original 
signature is required. 

.03 A transmitter may report for 
any combination of payers and/or 
documents in a submission. For ex
ample, if reporting Forms 1099-INT 
for Bank A, Forms 1099-DIV for 
Bank B, and Forms 1098 for Bank C, 
three separate tapes or diskettes need 
not be created. All three banks and 
all types of documents can be coded 
on one tape or diskette as long as 
each filing entity or type of return is 
separated by an "A" Record. Only 
one "F" record may be used at the 
end of a transmission. Multiple tapes 
or diskettes can be sent in one pack-

age. Filers should include Form 4804, 
4802, or computer-generated substi
tute with their shipment. 

.04 Multiple types of media may be 
submitted in a shipment. However, 
submit a separate Form 4804 for each 
type of media. 

.05 Current and prior year data 
may be submitted in the same ship
ment; however, each tax year must be 
on separate media, and a separate 
Form 4804 should be prepared to 
clearly indicate each tax year. 

.06 Filers who have prepared their 
information returns in advance of the 
due date are encouraged to submit 
this information to IRS/MCC no ear
lier than January 1 of the year the 
return is due. 

.07 Do not report duplicate infor
mation. If a filer submits returns 
magnetically / electronically, identical 
paper documents must not be report
ed. This may result in erroneous pen
alty notices. 

.08 Form 4804 may be signed by 
the payer or the transmitter, service 
bureau, paying agent, or disbursing 
agent (all hereafter referred to as 
agent), on behalf of the payer. An 
agent may sign the Form 4804 if the 
agent has the authority to sign the 
affidavit under an agency agreement 
(either oral, written, or implied) that 
is valid under state law and adds the 
caption "FOR: (name of payer)." 

Note: Failure to sign the affidavit 
on Form 4804 may delay processing 
or could result in the files being 
returned unprocessed . 

. 09 Although an authorized agent 
may sign the affidavit, the payer is 
responsible for the accuracy of the 
Form 4804 and the returns filed. The 
payer will be liable for penalties for 
failure to comply with filing require
ments. 

.10 An external label, Form 5064, 
must be affixed to each tape and 
diskette. If diskettes are used, and the 
operating system is not MS/DOS 
compatible, the operating system and 
hardware information must be pro
vided. Failure to provide this infor
mation may result in the diskette 
being returned to the filer. For in
structions on how to complete Form 
5064, refer to Notice 210, Preparation 
Instructions for Media Label, Form 
5064. Notice 210 may be obtained by 
calling the IRS toll-free number 1-
800-TAX-FORM (1-800-829-3676). 

.11 On the outside of the shipping 
container, include a Form 4801 or a 
substitute for the form, which reads 
"DELIVER UNOPENED TO TAPE 
LIBRARY-MAGNETIC MEDIA 
REPORTING-BOX __ of 
__ ." If there is only one contain
er, mark the outside as Box 1 of 1. 
For mUltiple containers, include the 
sequence (for example, Box 1 of 3, 2 
of 3, 3 of 3). 

.12 When submitting files include 
the following: 

(a) A signed Form 4804; 
(b) Form 4802, if applicable; 
(c) Form 5064, Media Label af

fixed to the magnetic media; 
(d) and Form 4801, outside label. 

Note: See Parts C and D for electron
ic submission requirements. 

.13 If returns from different loca
tions (using the same name and TIN) 
are submitted on the same file, IRS 
encourages the filer to consolidate 
each type of information return under 
one "A" Record. For example, all 
"B" Records for the same type of 
return should be together under one 
"A" Record and followed by the End 
of Payer "C" Record. 

.14 IRS/MCC will not pay for or 
accept "Cash-an-Delivery" or 
"Charge to IRS" shipments of tax 
information that an individual or or
ganization is legally required to sub
mit. 

.15 In general, payers should retain 
a copy of the information returns 
filed with IRS or have the ability to 
reconstruct the data for at least 3 
years from the reporting due date, 
with the exception of Form 1099-C . 
A financial entity must retain a copy 
of Form 1099-C, Cancellation of 
Debt, or have the ability to recon
struct the data required to be includ
ed on the return, for at least 4 years 
from the date of the return. Whenev
er backup withholding is imposed, a 
4-year retention is required. 

SEC. 10. DUE DATES 

.01 The dates for filing paper re
turns with IRS also apply to magnetic 
media or electronic filing. Filing of 
information returns is on a calendar 
year basis, except for Form 5498 
which is used to report amounts con
tributed during, or after (but not later 
than April 15) of the calendar year. 

.02 Information returns filed mag
netically / electronically for Forms 
1098, 1099, and W-2G must be sub-
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mitted to IRS/MCC postmarked no 
later than February 28. 

.03 The due date for furnishing 
statements to recipients is January 31. 
Form 5498 statements are due to the 
participants by January 31 for the 
fair market value of the account and 
by May 31 for contributions made to 
IRAs for the prior calendar year. 

.04 Form 5498 filed magneticallyl 
electronically must be submitted to 
IRS/MCC postmarked no later than 
May 31. Form 5498 is filed for con
tributions to be applied to 1994 that 
are made January 1, 1994, through 
April 17, 1995, and/or to report the 
fair market value of the IRA/SEP. 

.05 If any due date falls on a 
Saturday, Sunday, or legal holiday, 
the return or statement is considered 
timely if filed or furnished on the 
next day that is not a Saturday, 
Sunday, or legal holiday. 

.06 Use this revenue procedure to 
prepare information returns filed 
magnetically or electronically begin
ning January 1, 1995, and received by 
IRS/MCC no later than December 
31, 1995. 

SEC. 11. EXTENSIONS OF TIME 

.01 A transmitter may request an 
extension of time to file by submit-

~ ting Form 8809, Request for Exten
sion of Time To File Information 
Returns, to IRS/MCC. This form 
may be used to request an extension 
of time to file information returns 
submitted on paper, magnetically or 
electronically. 

.02 A transmitter may request an 
extension of time to file for multiple 
payers by submitting Form 8809 and 
attaching a list of the payer names 
and their TINs (EIN or SSN). The 
listing must be attached to ensure that 
the extension is recorded for all pay
ers. Form 8809 may be computer
generated or photocopied. Be sure 
that all the pertinent information is 
included. 

.03 Transmitters requesting an ex
tension of time to file for 10 or more 
payers are encouraged to file the 
request on tape, tape cartridge, 5-1/4-
or 3-112-inch diskette, or electronical
ly through IRP-BBS. The record for
mat is in Part G, Sec. 3, of this 
revenue procedure. Transmitters who 
submit requests for multiple payers 
will receive one approval letter with 
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an attached list of payers covered 
under that approval. 

. 04 For tax year 1995 (returns due 
to be filed in 1996), transmitters re
questing an extension of time to filed 
for more than 50 payers will be 
required to file the extension request 
magnetically or electronically. (See 
Part G for the format.) 

.05 Filers may request an extension 
of time to file for 30 days as soon as 
they are aware that an extension is 
necessary but no later than the due 
date of the return. It will take a 
minimum of 30 days for IRS/MCC 
to respond to an extension request. 
Under certain circumstances a request 
for an extension of time could be 
denied. In such cases, the transmitter 
receives a denial letter. When this 
denial letter is received, the transmit
ter has 20 days to provide the addi
tional or necessary information and 
resubmit the extension request to 
IRS/MCC. 

.06 If an additional extension of 
time is needed, a letter requesting an 
additional 30 days along with a copy 
of the first approval letter received 
from the IRS may be submitted be
fore the end of the initial extension 
with a postmark reflecting the date 
mailed. A second 30-day extension 
will be approved only in cases of 
extreme hardship or catastrophic 
event. 

.07 Form 8809 must be postmarked 
no later than the due date of the 
return for which an extension is re
quested. If requesting an extension of 
time to file several types of forms, 
use one Form 8809, but the Form 
8809 must be postmarked no later 
than the earliest due date. For exam
ple, if requesting an extension of time 
to file both Forms 1099-INT and 
5498, submit Form 8809 postmarked 
on or before February 28. Complete 
more than one Form 8809 to avoid 
this problem. 

.08 Request an extension for only 
one tax year. 

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

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

.11 Form 8809 may be obtained by 
calling 1-800-T AX -FO RM (1-800-829-
3676) . 

.12 Request an extension of time to 
furnish the statements to recipients by 
submitting a letter to IRS/MCC or to 
the payer's local District Director 
containing the following information: 

(a) Payer Name 
(b) TIN 
(c) Address 
(d) Type of Return 
(e) Reason for Delay 
(f) Signature of Payer or Person 

Duly Authorized 
Requests for an extension of time 

to furnish the statements to recipients 
are not automatically approved; how
ever, if approved, generally an exten
sion will allow a maximum of 15 days 
to furnish the statements to the recip
ients. The request must be post
marked by the date on which the 
statements are due to be furnished to 
the recipients. 

SEC. 12. PROCESSING OF 
INFORMATION RETURNS 
MAGNETICALLY I 
ELECTRONICALL Y 

.01 All data received at IRS/MCC 
for processing will be given the same 
protection as individual income tax 
returns (Form 1040). IRS/MCC will 
process the data and determine if the 
records are formatted and coded ac
cording to this revenue procedure. 

.02 If the data is formatted incor
rectly, the file will be returned for 
replacement. If media is returned, it 
is because a replacement is needed. 
Open all packages immediately. 

.03 Files must be corrected and 
returned to IRS/MCC within 45 days 
from the date of the letter included 
with the files to avoid a failure-to-file 
penalty. When possible, IRS/MCC 
may only return the portion of the 
file that needs replacement. 

.04 A sample "B" record identify
ing errors encountered will be provid
ed with the returned media. It is the 
responsibility of the transmitter to 
check the entire file for similar errors. 

.05 The following definitions have 
been provided to help distinguish be
tween a correction and a replacement: 

A correction is an information re
turn submitted by the transmitter to 
correct an information return that 
was successfully processed by 
IRS/MCC, but contained erroneoUS 
information. 



A replacement is an information 
return file that IRS/MCC has re
turned to the transmitter due to er
rors encountered during processing. 
After necessary changes have been 
made, the file must be returned for 
processing. 

.06 IRS/MCC will not return me
dia after successful processing. There
fore, if the transmitter wants proof 
that IRS/MCC received a shipment, 
the transmitter should select a service 
with tracing capabilities or one that 
will provide proof of delivery. 

.07 IRS/MCC will work with filers 
as much as possible to assist with 
processing problems. If the filer is 
contacted by IRS/MCC, please re
spond promptly. IRS/MCC may have 
information that the filer needs to 
correct their file. 

.08 IRS/MCC contacts payers who 
have submitted payee data with miss
ing TINs in an attempt to prevent 
errors that could result in penalties. 
Payers who submit data with missing 
TINs and have taken the required 
steps to obtain this information are 
encouraged to attach a letter of expla
nation to the required Form 4804. 
This will prevent unnecessary contact 
from IRS/MCC. This letter, however, 
will not prevent backup withholding 
notices (B-Notices) or penalties for 
missing or incorrect TINs. 

.09 Do not use special shipping 
containers for transmitting data to 
IRS/MCC. Shipping containers will 
not be returned. 

SEC. 13. CORRECTED RETURNS 

.01 The 250 information returns 
magnetic media filing requirement ap
plies separately to both original and 
corrected returns. 

Example: If a payer has 100 Forms 
1099-A to be corrected, they can be 
filed on paper since they fall under 
the 250 threshold. However, if the 
payer has 300 Forms 1099-B to be 
corrected, they must be filed magneti
cally/electronically since they meet 
the 250 threshold. If for some reason 
a payer cannot file the 300 correc
tions on magnetic media, to avoid 
penalties, a request for a waiver must 
be submitted before filing on paper. 
No waiver is required for corrections 
that fall under the required threshold. 

.02 Corrections should be filed as 
soon as possible, but no later than 
August 1 of the year the return is 
due, in order to avoid the maximum 
$50 penalty. However, if payers dis
cover errors after August 1, they may 
still be required to file corrections so 
that they will not be subject to a 
penalty for intentional disregard of 
the filing requirements. Failure to 
correct information returns may re
sult in penalties for failure to provide 
correct information. All fields must 
be completed with the correct infor
mation, not just the data fields need
ing correction. Submit corrections 
only for the returns filed in error, not 
the entire file. If the entire file is in 
error, contact IRS/MCC immediate
ly. Furnish corrected statements to 
recipients as soon as possible. 

. 03 There are numerous types of 
errors, and in some cases, more than 
one transaction may be required to 
correct the initial error. If the original 
return was filed as an aggregate, the 
filers must consider this in filing cor
rected returns. 
NOTE: IRS/MCC strongly encourag
es filers to read this entire section 
before attempting to make any cor
rections. 

.04 Corrected returns may be in
cluded on the same medium as origi
nal returns; however, separate "A" 
Records are required. Corrected re
turns must be identified on the Form 
4804 and the Form 5064 by marking 
the correction box provided. 

Note: If filers discover that certain 
information returns were omitted on 
their original file, they should not 
submit these documents as correc
tions. They should submit them as 
originals. 

.05 If a payer discovers errors for 
prior years that affect a large number 
of payees, in addition to sending IRS 
the corrected returns and notifying 
the payees, a letter containing the 
following information should be sent 
to IRS/MCC: 

(a) Name and address of payer 
(b) Type of error (please explain 

clearly) 
(c) Tax year 
(d) Payer TIN 
(e) TCC 
(f) Type of Return 
(g) Number of Payees 

This information will be forwarded 
to the appropriate office in an at
tempt to prevent erroneous notices 
from being sent to the payees. The 
correction must be submitted on an 
actual information return document 
or filed magnetically / electronically. 

Provide the correct tax year in Box 
2 of the Form 4804 and on Form 
5064. 

.06 Prior year data, original and 
corrected, must be filed according to 
the requirements of this revenue pro
cedure. If submitting prior year cor
rections, use the record format for 
the current year and submit on sepa
rate media. However, use the actual 
year designation of the correction in 
field positions 2-3 or positions 3-4 
for 8-inch diskette filing. If filing 
electronically, a separate transmission 
must be made for each tax year . 

.07 In general, filers should submit 
corrections for returns to be filed 
within the last three calendar years 
(four years if the payment is a report
able payment subject to backup with
holding under section 3406 of the 
Code). 

.08 All paper returns, whether 
original or corrected, must be filed 
with the appropriate service center. 

.09 Form 4804 and Form 4802, 
must be submitted with corrected files 
submitted magnetically or electroni
cally. 

.10 The "B" Record provides a 
20-position field for the Payer's Ac
count Number for the Payee. This 
number will help identify the appro
priate incorrect return if more than 
one return is filed for a particular 
payee. Do not enter a TIN in this 
field. A payer's account number for 
the payee may be a checking account 
number, savings account number, se
rial number, or any other number 
assigned to the payee by the payer 
that will distinguish the specific ac
count. This number should appear on 
the initial return and on the corrected 
return in order to identify and pro
cess the correction properly. 

.11 The record sequence for filing 
corrections is the same as for original 
returns . 

. 12 Review the chart that follows. 
Errors normally fall under one of the 
two categories listed. Next to each 
type of error made is a list of instruc
tions on how to file the corrected 
return. 
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Guidelines for Filing Corrected Returns Magnetically/Electronically 

Error Made on the Original Return How To File the Corrected Return 

TWO SEPARATE TRANSACTIONS ARE REQUIRED TRANSACTION 1: Identify incorrect returns 
TO MAKE THE FOLLOWING CORRECTIONS 
PRO PERL Y. FOLLOW DIRECTIONS FOR BOTH 
TRANSACTIONS 1 AND 2. (See Note 1) 

1. Original return was filed with one or more of the 
following errors: 
(a) No Payee TIN (SSN or EIN) 
(b) Incorrect Payee TIN 
(c) Incorrect Payee Name 
(d) Wrong type of return indicator 

A. Prepare a new Form 4804/4802 that includes infor
mation related to this file. 

B. Mark "Correction" in Block 1 of Form 4804. 
C. Prepare a new file. Make a separate "A" Record 

for each type of return being reported. The informa
tion in the "A" Record will be exactly the same as 
it was in the original submission. 

D. The Payee "B" Record must contain exactly the 
same information as submitted previously except 
insert a "G" in field position 7 (position 8 for 
8-inch diskettes) of the "B" Record, and for all 
payment amounts, enter "0" (zero). 

E. Corrected returns submitted to IRS/MCC using a 
"G" coded "B" Record may be on the same tape 
or diskette as those returns submitted without the 
"G" code; however, separate "A" Records are 
required. 

F. Prepare a "C" Record. 

TRANSACTION 2: Report the correct information 

A. Prepare a new file with the correct information in 
all records. 

B. Make a separate "A" Record for each type of 
return and each payer being reported. 

C. The "B" record must show the correct information 
as well as a "c" in field position 7 (position 8 for 
8-inch diskettes). 

D. Corrected returns submitted to IRS/MCC using a 
"C" coded "B" Record may be on the same tape 
or diskette as those returns submitted without the 
"C" code; however, separate "A" Records are 
required. 

E. Prepare a "C" Record. 
F. Check the "Correction Box" on the Form 5064. 

NOTE 1: Payers who can show that they have reasonable cause (defined in the regulations under sections 
6721-6724 of the Internal Revenue Code) are not required to make corrections for returns filed with a missing or 
incorrect name and/or TIN. These payers should change their records in order to submit correct information in the 
future. Payers who cannot show reasonable cause are encouraged to make corrections for the current processing 
year by August 1 to reduce applicable penalties. Corrections filed by August 1 will reduce the $50 per return 
penalty for filing returns with missing or incorrect information to $15 or $30 (See 1994 "Instructions for Forms 
1099, 1098, 5498, and W-2G" for information on the tiered penalty). Corrections filed after August 1 will not 
reduce the penalty but will allow IRS to update the payee's records. The regulations for IRC sections 6721-6724 are 
available in Publication 1586, Reasonable Cause Regulations and Requirements as They Apply to Missing and 
Incorrect TINs. The publication may be obtained by calling 1-800-TAX-FORM (1-800-829-3676). 

Guidelines for Filing Corrected Returns Magnetically/Electronically (Cont.) 

Error Made on the Original Return 

ONE TRANSACTION IS REQUIRED TO MAKE 
THE FOLLOWING CORRECTIONS PROPERLY. 
(See Note 2) 
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Guidelines for Filing Corrected Returns Magnetically/Electronically (Cont.) 

Error Made on the Original Return 

2. Original return was filed with one or more of the 
following errors: 
(a) Incorrect Payment Amount Codes in the "A" 

Record. 
(b) Incorrect Payment amounts in the "B" Record. 
(c) Incorrect Code in the Document Specific/Distri

bution Code Field in the "B" Record. 
(d) Incorrect Payee Address 
(e) Direct Sales Indicator 

How To File the Corrected Return 

A. Prepare a new Form 4804/4802 that includes infor
mation relating to this new file. 

B. Mark "Correction" in Block 1 of Form 4804. 
C. Prepare a new file. Make separate "A" Records for 

each type of return being reported. Information in 
the "A" Record may be the same as it was in the 
original submission. 

D. The "B" Record must show the correct information 
as well as a "G" in field position 7 (position 8 for 
8-inch diskettes). 

E. Corrected returns submitted to IRS/MCC using a 
"G" coded "B" Record may be on the same tape 
or diskette as those returns submitted without the 
"G" code; however, separate "A" Records are 
required. 

F. Prepare a "c" Record. 
G. Check the "'Correction Box" on the Form 5064. 

NOTE 2: If a filer is correcting the name and/or TIN in addition to any errors listed in item 2 of the chart, then two 
transactions will be required. 

If a filer is reporting "G" coded, "c" coded, and/or "Non-coded" (original) returns on the same media, they must 
be reported under separate "A" records. 

SEC. 14. TAXPAYER IDENTIFICATION NUMBER (TIN) 

.01 Section 6109 of the Internal Revenue Code requires a person to furnish his/her TIN to the person obligated to 
file the information return . 

. 02 The payee's TIN and name combination is used to associate information returns reported to IRS/MCC with 
corresponding information on tax returns. It is imperative that correct social security and employer identification 
numbers for payees be provided to IRS/MCC. Do not enter hyphens or alpha characters. Entering all zeros, ones, 
twos, etc. will have the effect of an incorrect TIN . 

. 03 The payer and payee names with associated TINs should be consistent with the names and TINs used on other 
tax returns. Also, the name and TIN provided must belong to the owner of the account. If the account is recorded in 
more than one name, furnish the name and TIN of one of the owners of the account. The TIN provided MUST be 
associated with the name of the payee provided in the first name line of the "B" Record. For individuals, the payee 
TIN is generally the payee's Social Security Number. For other entities, the payee TIN is the payee's Employer 
Identification Number. For sole proprietors, the payee TIN may be either an SSN or EIN but the sole proprietor's 
name (not the business name) must be used . 

. 04 Failure to provide the correct name and corresponding TIN could result in a penalty and/or backup withholding 
notice (sometimes referred to as a "B" notice) . 

. 05 The following charts will help payers determine the TIN to be furnished to IRS/MCC for those persons for 
whom they are reporting information (payees). 

CHART 1. Guidelines for Social Security Numbers 

For this type of account-

1. Individual 

2. Joint account (Two or more indi
viduals, including husband and wife) 

3. Custodian account of a minor 
(Uniform Gift, or Transfers, to Mi
nors Act) 

In the Taxpayer Identification Num
ber field of the Payee "B" Record, 
enter the SSN of-

The individual 

In the First Payee Name Line of the 
Payee "B" Record, enter the name 
of-

The individual 

The actual owner of the account or, if The individual whose SSN is entered 
combined funds the first individual on 
the account. 

The minor The minor 
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CHART 1. Guidelines for Social Security Numbers (Cont.) 

For this type of account- In the Taxpayer Identification Num
ber field of the Payee "B" Record, 
enter the SSN of-

4. The usual revocable savings trust The grantor-trustee 
account (grantor is also trustee) 

5. A so-called trust account that is The actual owner 
not a legal or valid trust under state 
law 

6. A sole proprietorship The owner (An SSN or BIN) 

In the First Payee Name Line of the 
Payee "B" Record, enter the name 
of-

The grantor-trustee 

The actual owner 

The owner, not the business name (the 
filer may enter the business name on 
the second name line). 

CHART 2. Guidelines for Employer Identification Numbers 

For this type of account-

1. A valid trust, estate, or pension 
trust 

2. Corporate 

In the Taxpayer Identification Num
ber field of the Payee "B" Record, 
enter the BIN of-

Legal entityl 

The corporation 

3. Association, club, religious, chari- The organization 
table, educational or other tax-exempt 
organization 

4. Partnership account held in the The partnership 
name of the business 

5. A broker or registered nominee/ The broker or nominee/middleman 
middleman 

6. Account with the Department of The public entity 
Agriculture in the name of a public 
entity (such as a state or local govern-
ment, school district, or prison), that 
receives agriculture program payments 

7. Sole Proprietorship The business (EIN or SSN) 

In the First Payee Name Line of the 
Payee "B" Record, enter the name 
of-

The legal trust, estate, or pension trust 

The corporation 

The organization 

The partnership 

The broker or nominee/middleman 

The public entity 

The owner, not the business name (the 
filer may enter the business name on 
the second name line). 

IDo not furnish the identification number of the personal representative or trustee unless the name of the representative 
or trustee is used in the account title. 

SEC. 15. EFFECT ON PAPER 
RETURNS 

.01 Magnetic/electronic reporting 
of information returns eliminates the 
need to submit paper documents to 
the IRS. CAUTION! Do not send 
Copy A of the paper forms to 
IRS/MCC in addition to magnetic 
media and electronic filing. This will 
result in duplicate filing; therefore, 
erroneous notices could be generated. 

.02 Payers are responsible for pro-
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viding statements to the payees as 
outlined in the 1994 "Instructions for 
Forms 1099, 1098, 5498, and 
W -2G." Refer to these instructions 
for filing information returns on pa
per with the IRS and furnishing state
ments to recipients. 

.03 Statements to recipients should 
be clear and legible. If the official 
IRS form is not used, the filer must 
adhere to the specifications and 
guidelines in Publication 1179, "Spec-

ifications for Paper· Document Re
porting and Paper Substitutes for 
Forms 1096, 1098, 1099 Series. 5498, 
and W-2G." 

SEC. 16. COMBINED 
FEDERAL/STATE FILING 
PROGRAM 

.01 The Combined Federal/State 
Filing Program was established to 
simplify information returns filing for 
the taxpayer. IRS/MCC will forward 



this information to participating 
states free of charge for approved 
filers. Separate reporting to those 
states is not necessary. Forms 1098, 
1099-A, 1099-B, 1099-C, 1099-S, 
and W-2G cannot be filed under this 
program. 

.02 To request approval to partici
pate, a magnetic media or electronic 
test file coded for this program must 
be submitted to IRS/MCC November 
1 through December 31. Hardcopy 
print tests are not acceptable for 
Combined Federal/State Filing ap
proval. 

.03 Attach a letter to the Form 
4804 submitted with the test file to 
indicate a desire to participate in this 
program. 

. 04 A test file is only required for 
the first year. Each record, both in 
the test and the actual data file, must 
conform to this revenue procedure. 

.05 If the test file is acceptable, 
IRS/MCC will send the filer an ap
proval letter, and a Form 6847, Con
sent for Internal Revenue Service to 
Release Tax Information, which the 
payer must complete, sign, and return 
to IRS/MCC before any tax informa
tion can be released to the state. 
Filers must write their TCC on Form 

6847. If the test file is not acceptable, 
IRS/MCC will return the media with 
a letter indicating the problems. The 
replacement test file must be returned 
to IRS/MCC postmarked on or be
fore December 31. 

.06 A separate Form 6847 is re
quired for each payer. A transmitter 
may not combine payers on one Form 
6847 even if acting as Attorney-in
Fact for several payers. Form 6847 
may be computer-generated as long as 
it includes all information that is on 
the original form or it may be photo
copied. If the Form 6847 is signed by 
an Attorney-in-Fact, the written con
sent from the payer must clearly indi
cate that the Attorney-in-Fact is em
powered to authorize release of the 
information . 

.07 Only code the records for par
ticipating states and for those payers 
who have submitted Form 6847. 

.08 Some participating states re
quire separate notification that the 
payer is filing in this manner. Since 
IRS/MCC acts as a forwarding agent 
only, it is the payer's responsibility to 
contact the appropriate states for fur
ther information. 

.09 All corrections properly coded 
for the Combined Federal/State Fil-

ing Program will be forwarded to the 
participating states. 

.10 Participating states and corre
sponding valid state codes are listed 
in Table 1 of this section. The appro
priate state code must be entered for 
those documents that meet the state 
filing requirements; do not use state 
abbreviations. 

.11 To simplify filing, some of the 
participating states have provided 
their information return reporting re
quirements (see Table 2). It is the 
payer's responsibility to contact the 
participating states to verify the crite
ria provided in this table. 

.12 Upon submission of the actual 
files, the transmitter must be sure of 
the following: 

(a) All records should be coded 
exactly as required by this revenue ~ 
procedure. 

(b) The "C" Record must be fol
lowed by a state total "K" Record 
for each state being reported. 

(c) Payment amount totals and the 
valid participating state code must be 
included in the State Totals "K" 
Record. 

(d) The last "K" Record is fol
lowed by an "A" Record or an End 
of Transmission "F" Record (if this 
is the last record of the entire file).· 

TABLE 1. PARTICIPATING STATES AND THEIR CODES 

State Code State Code State Code 

Alabama 01 Iowa 19 North Carolina 37 
Arizona 04 Kansas 20 North Dakota 38 
Arkansas 05 Maine 23 Oregon 41 
California 06 Massachusetts 25 South Carolina 45 
Delaware 10 Minnesota 27 Tennessee 47 
District of Columbia 11 Mississippi 28 Wisconsin 55 
Georgia 13 Missouri 29 
Hawaii 15 Montana 30 
Idaho 16 New Jersey 34 
Indiana 18 New Mexico 35 

TABLE 2. DOLLAR CRITERIA FOR STATE REPORTING 

State 1099-DIV 1099-G 1099-INT 1099-MISC 1099-01D 1099-PATR 1099-R 5498 

Alabama $1500 $ NR $1500 $1500 $1500 $1500 $1500 NR 
Arkansas 100 2500 100 2500 2500 2500 2500 a 

District of Columbiab 600 600 600 600 600 600 600 NR 
Hawaii 10 a 10 600 10 10 600 a 

Idaho 10 10 10 600 10 10 600 a 

Iowa 100 1000 1000 1000 1000 1000 1000 NR 
Minnesota 10 10 10 600 10 10 600 a 

Mississippi 600 600 600 600 600 600 600 NR 
Missouri NR NR NR l200e NR NR NR NR 
Montana 10 10 10 600 10 10 600 a 

New Jersey 100 100 100 100 100 100 100 NR 
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TABLE 2. DOLLAR CRITERIA FOR STATE REPORTING (Cont.) 

State 1099-DIV 1099-G 1099-INT 1099-MISC 1099-01D 1099-PATR 1099-R 5498 

North Carolina 100 100 100 600 100 100 100 a 

Tennessee 25 NR 25 NR NR NR NR NR 
Wisconsin NR NR NR 600 NR NR 600 NR 

Note: This list is for information purposes only. For complete information on state filing requirements, contact the 
appropriate state tax agencies. Filing requirements for any state in TABLE 1 not shown in TABLE 2 are the same as 
the federal requirement. 

NR - No filing requirement. 

Footnotes: 

a. All amounts are to be reported. 

b. Amounts are for aggregates of several types of income from the same payer. 

c. Missouri would prefer those returns filed with respect to non-Missouri residents to be sent directly to their state 
agency. 

SEC. 17. DEFINITION OF TERMS 

Element 

Asynchronous Protocols 

Bisynchronous Protocols 

Correction 

CUSIP Number 

Employer Identification 
Number (EIN) 

Electronic Filing 

File 

Filer 

Golden Parachute Payment 

Inconsequential Error 
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Description 

This type of data transmission is most often used by microcomputers, PCs and 
some minicomputers. Asynchronous transmissions transfer data at arbitrary time 
intervals using the start-stop method. Each character transmitted has its own start 
bit and stop bit. 

Denotes a blank position. Enter blank(s) when this symbol is used (do not enter the 
letter "b"). This appears in numerous areas throughout the record descriptions. 

For purposes of this publication, these are electronic transmissions made using IBM 
3780 protocols. These transmissions must be in EBCDIC character code and use the 
Bell 20SB (4S00bps) or AT&T 2296A (9600bps) modems. Standard IBM 37S0 space 
compression is acceptable. 

A correction is an information return submitted by the payer to correct an 
information return that was successfully processed by IRS/MCC, but contained 
erroneous information. 

A number developed by the Committee on Uniform Security Identification 
Procedures to serve as a common denominator in communications among users for 
security transactions and security information. 

A nine-digit number assigned by IRS for federal tax reporting purposes. 

Submission of information returns using switched telecommunications network 
circuits. These transmissions use modems, dial-up phone lines, and asynchronous or 
bisynchronous protocols. See Part C and D of this publication for specific 
information on electronic filing. 

For purposes of this revenue procedure, a file consists of all records submitted by a 
payer or transmitter, either magnetically or electronically. 

May be payer and/or transmitter. 

A payment made by a corporation to a certain officer, shareholder, or highly 
compensated individual when a change in the ownership or control of the 
corporation occurs or when a change in the ownership of a substantial part of the 
corporate assets occurs. 

An error or omission of data that does not prevent or hinder the IRS/MCC from 
processing the return, from correlating the information required to be shown on the 
information return with information shown on the payee's tax return, or from 
otherwise putting the return to its intended use. For example, if the payee address is 
4821 Grant Boulevard and the word "boulevard" is misspelled, a correction does 
not have to be made. 



Element 

Incorrect Taxpayer 
Identification Number 
(Incorrect TIN) 

Information Return 

Magnetic Media 

Missing Taxpayer 
Identification Number 
(Missing TIN) 

PS 58 Costs 

Payee 

Payer 

Replacement 

Service Bureau 

Social Security Number (SSN) 

Special Character 

SSA 

Statement to Recipient 

Description 

A TIN may be incorrect for several Number reasons: 
(a) The payee gave a wrong number (e.g., the payee is listed as the only owner of 

an account but provided someone else's TIN). 
(b) A processing error (e.g., the number was typed incorrectly). 
(c) The payee's status changed (e.g., the payee name change was not conveyed to 

the IRS or SSA so that they could enter the change in their records). 

The vehicle for submitting required information about another person to IRS. 

Information returns are filed by financial institutions and by others who make 
certain types of payments as part of their trade or business. 

The information required to be reported on an information return includes interest, 
dividends, pensions, nonemployee compensation for personal services, stock 
transactions, sales of real estate, mortgage interest, and other types of information. 

For this revenue procedure, an information return is Form 1098, 1099-A, 1099-B, 
1099-C, 1099-DIV, 1099-G, 1099-INT, 1099-MISC, 1099-0ID, 1099-PATR, 
1099-R, 1099-S, 5498 or W-2G. 

For this revenue procedure, the term "magnetic media" refers to 112-inch magnetic 
tape; IBM 3480/3490 or AS400 compatible tape cartridge; or 5-1/4-, 3-112- or 
8-inch diskette. 

The payee TIN on an information return is "missing" if: 

(a) there is no entry in the TIN field, 
(b) includes one or more alpha characters (a character or symbol other than an 

Arabic number) as one of the nine digits, OR 
(c) payee TIN has less than nine digits 

The current cost of life insurance under a qualified plan taxable under section 
72(m) and Regulations section 1.72-16(b). (See Part B, Sec. 7 Payee "B" Record, 
Document Specific/Distribution Code, Category of Distribution, Code 9.). 

Person or organization receiving payments from the payer, or for whom an 
information return must be filed. The payee includes a borrower (Form 1099-A), a 
debtor (Form 1099-C) , participant (Form 5498) and a gambling winner (Form 
W-2G). For Form 1098, the payee is the individual paying the interest. For Form 
1099-S, the payee is the seller or other transferor. 

Includes the person making payments, a recipient of mortgage interest payments, a 
broker, a person reporting a real estate transaction, a barter exchange, a creditor, a 
trustee or issuer of an IRA or SEP, or a lender who acquires an interest in secured 
property or who has reason to know that the property has been abandoned. The 
payer will be held responsible for the completeness, accuracy, and timely 
submission of magnetic media files. 

A replacement is an information return file that IRS/MCC has returned to the 
transmitter due to errors encountered during processing. 

Person or organization with whom the payer has a contract to prepare and/or 
submit information return files to IRS/MCC. A parent company submitting data 
for a subsidiary is not considered a service bureau. 

A nine-digit number assigned by SSA to an individual for wage and tax reporting 
purposes. 

Any character that is not a numeral, an alpha, or a blank. 

Social Security Administration. 

For purposes of this revenue procedure, the copy of Form 1099, 1098, 5498, or 
W-2G that is required to be sent by the payer to the recipient to provide 
information to be reported on the recipient's tax return. When reporting Form 
1098, the payer is the receiver of the mortgage interest and the recipient is the 
person making the interest payment. When reporting Form 1099-S, the payer is the 
entity reporting the transaction and the recipient is the seller or other transferor. 
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Element 

Taxpayer Identification 
Number (TIN) 

Transfer Agent 
(Paying Agent) 

Transmitter 

Description 

May be either an Employer Identification Number (EIN) or Social Security Number 
(SSN). 

The transfer agent, or paying agent, is the entity who has been contracted or 
authorized by the payer to perform the services of paying and reporting backup 
withholding (Form 945). The payer may be required to submit to IRS/MCC a 
Form 2678, Employer Appointment of Agent Under section 3504 of the Internal 
Revenue Code, which notifies IRS/MCC of the transfer agent relationship. 

Person or organization submitting file(s) magnetically/electronically. May be payer 
or agent of payer. 

Transmitter Control Code 
(TCC) 

A five character alpha/numeric number assigned by IRS/MCC to the transmitter 
prior to actual filing magnetically or electronically. This number is inserted in the 
"A" Record of the files and must be present before the file can be processed. An 
application Form 4419 must be filed with IRS/MCC to receive this number. 

SEC. 18. STATE ABBREVIATIONS 

.01 The following state abbreviations are to be used when developing the state code portion of address fields. This 
table provides state abbreviations only, and does not represent those states participating in the Combined Federal/State 
Filing Program. 

State Code State Code State Code 

Alabama AL Kentucky KY Ohio OH 
Alaska AK Louisiana LA Oklahoma OK 
American Samoa AS Maine ME Oregon OR 
Arizona AZ Marshall Islands MH Palau PW 
Arkansas AR Maryland MD Pennsylvania PA 
California CA Massachusetts MA Puerto Rico PR 
Colorado CO Michigan MI Rhode Island RI 
Connecticut CT Minnesota MN South Carolina SC 
Delaware DE Mississippi MS South Dakota SD 
District of Columbia DC Missouri MO Tennessee TN 
Federated States Montana MT Texas TX 

of Micronesia FM Nebraska NE Utah UT 
Florida FL Nevada NV Vermont VT 
Georgia GA New Hampshire NH Virginia VA 
Guam GU New Jersey NJ Virgin Islands VI 
Hawaii HI New Mexico NM Washington WA 
Idaho ID New York NY West Virginia WV 
Illinois IL North Carolina NC Wisconsin WI 
Indiana IN North Dakota ND Wyoming WY 
Iowa IA Northern 
Kansas KS Mariana Islands MP 

.02 Filers must adhere to the city, state, and ZIP code format for U.S. addresses in the "B" Record. This also 
includes American Samoa, Guam, Northern Mariana Islands, Puerto Rico, the Virgin Islands and others . 

. 03 For foreign country addresses, filers may use a 40 position free format which should include city, province or 
state, postal code, and name of country in this order. This is allowable only if a "1" (one) appears in the Foreign 
Country Indicator Field of the "B" Record . 

. 04 When reporting APO/FPO addresses use the following format: 

Payee Name 
Mailing Address 

Payee City 
*Payee State 
Payee ZIP Code 

EXAMPLE: 
PVT Willard J. Doe 
Company F, PSC Box 100 
167 Infantry REGT 
APO (or FPO) 
AE, AA or AP 
098010100 

* AE is the designation for ZIPs beginning with 090-098, AA for ZIP 340, and AP for ZIPs 962-966. 
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SEC. 19. MAJOR PROBLEMS ENCOUNTERED 

IRS/MCC encourages filers to verify the format and content of each type of record to ensure the accuracy of the 
data. This may eliminate the need for IRS/MCC to return files for replacement. This may be important for those 
payers who have either had their files prepared by a service bureau or who have purchased pre-programmed software 
packages. If a filer purchased a software package for a previous tax year, it may no longer be valid for reporting 
current tax year information returns. Following are some of the most frequently encountered problems with 
magnetic/electronic files submitted to IRS/MCC. 

1. Discrepancy between IRS/MCC totals and totals in Payer "C" Records. 

The "C" Record is a summary record for a type of return for a given payer as reported in the "B" Records. IRS 
balances the total number of payees and payment amounts and compares them with totals in the "C" Records. Filers 
should verify the accuracy of the records because imbalances may necessitate return of files for replacement. 

2. The Payment Amount Fields in the "B" Record do not correspond to the amount codes in the "A" Record. If 
codes 2, 4, and 7 appear in the Amount Code Fields of the "A" Record, then the "B" Record must show payment 
amounts in only Fields 2, 4, and 7, right-justified and unused positions must be zero (0) filled. 

EXAMPLE: HA" RECORD 247bbbbbb-(b $AZ blank) 
(Pos. 23-31) 
(Pos. 24-32 for 8-inch diskettes) 

HB" RECORD 0000867599-(Payment Amount 2) 
(Pos. 61-70) 
(Pos. 62-71 for 8-inch diskettes) 

0000709097-(Payment Amount 4) 
(Pos. 81-90) 
(Pos. 82-91 for 8-inch diskettes) 

0000044985-(Payment Amount 7) 
(Pos. 111-120) 
(Pos. 112-121 for 8-inch diskettes) 

3. Blanks or invalid characters appear in Payment Amount Fields in the "B" Record. Money amounts must be 
right-justified and zero (0) filled. Do not use blanks. 

4. Incorrect TIN in Payer "A" Record. 

The Payer's TIN reported in positions 7-15 (positions 8-16 for 8-inch diskettes) of the "A" Record must be correct in 
order for IRS/MCC to process the media. The TIN provided in the "A" Record should correspond with the name 
provided in the first payer name line. 

5. Bad Format. 

IRS/MCC receives data in prior year format as well as 5-114- and 3112-inch diskettes formatted using 8-inch diskette 
specifications and vice versa. Be sure to use the proper section of the current revenue procedure for formatting data. 

6. Incorrect tax year in the Payer "A" and Payee "B" records. 

The tax year in both the payee and payer record should reflect the year of the information that is being reported. Filers 
need to check their files to ensure that this information is correct. 

7. Form W-2 information submitted on same media as Form 1099 information. 

Form W -2 information is submitted to SSA, and not to IRS/MCC. SSA has its own magnetic media reporting 
program and specifications for wage information, and the media containing Forms W-2 is submitted to SSA. Any 
media received at IRS/MCC that contains Form W-2 information will be returned to the filer. The local SSA office 
should be contacted for information concerning filing Forms W-2 on magnetic media. 

8. Excessive withholding credits. 

Generally, for most information returns, other than Forms 1099-R and W-2G, Federal withholding amounts should 
not exceed 31 percent of the income reported. Validate the total reported in the withholding field against the total 
income reported. 
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9. Incorrect format for TINs in the Payee "B" Record. 

A check of "B" records should be made to ensure the Taxpayer Identification Numbers (TINs) are formatted correctly. 
There should be nine numerics, no alphas, hyphens, commas or blanks. Incorrect formatting of TINs may result in a 
penalty. 

IRS/MCC contacts filers who have submitted payee data with missing TINs in an attempt to prevent erroneous notices. 
Payers/transmitters who submit data with missing TINs and have taken the required steps to obtain this information, 
are encouraged to attach a letter of explanation to the required Form 4804. This will prevent unnecessary contact from 
IRS/MCC. This letter, however, will not prevent backup withholding notices (B Notices) or penalties for missing or 
incorrect TINs. 

10. Distribution Codes for Form 1099-R reported incorrectly. 

Distribution Codes for Form 1099-R are being reported incorrectly or not being reported. See valid distribution codes 
for 1099-R in the Payee B Record layout. 

11. Incorrect Record Totals Listed on Form 4804 

The Combined Total Payee Records listed on the Form 4804 (Box 9) are used in the verification process of information 
returns. The figure in this box should be the total number of Payee "B" Records contained on the media submitted 
with the Form 4804. The figures on the Form 4804 are compared against the total number of Payee "B" Records 
processed on the media. Imbalances may necessitate the return of the files for replacement. 

12. Invalid Use of IRAISEP Indicator 

The IRAISEP Indicator for Forms 1099-R should be used only for the reporting of a distribution from an IRA/SEP. 
The total amount distributed from an IRA or SEP should be reported in Payment Amount Field 2 (IRA/SEP 
Distribution). 

PART B. MAGNETIC MEDIA 
SPECIFICATIONS 

SEC. l. GENERAL 

.01 The specifications contained in 
this part of the revenue procedure 
define the required format and con
tents of the records to be included in 
the magnetic media file. 

.02 A provision is made in the 
"B" Records for Special Data En
tries. These entries are optional. If 
the field is not utilized, enter blanks 
to maintain a fixed record length of 
420 positions. The field is intended to 
serve one or both of these purposes: 

(a) Contain information required 
by state or local governments. Filers 
who wish to use this option for satis
fying state or local reporting require
ments should contact the state or 
local department of revenue for filing 
instructions. (Also refer to Part A, 
Sec. 16.) 

(b) Contain information for the fil
er's own personal use and used at the 
discretion of the filer to include infor
mation related to each individual re
turn. IRS/MCC will not use the in
formation supplied in this field. The 
length of this field will vary depend
ing on the type of return. 

.03 Transmitters should be consis
tent in the use of recording codes and 
density on files. If a filer's media 

590 1994-2 C.B. 

does not meet these specifications, 
they are encouraged to submit a test 
prior to submitting the actual file. 
Contact IRS/MCC for further infor
mation. 

.04 Use "K" Records only if the 
payer is an approved Combined Fede
rallState filer. 

SEC. 2. TAPE SPECIFICATIONS 

.01 IRS/MCC can process most 
magnetic tape files if the following 
specifications are followed: 

(a) 9 track EBCDIC (Extended Bi
nary Coded Decimal Interchange 
Code) with: 

(1) Odd parity. 
(2) A density of 1600 or 6250 CPI. 
(3) If transmitters use UNISYS Se-

ries 1100, they must submit an inter
change tape. 

(b) 9 track ASCII (American Stan
dard Coded Information Interchange) 
with: 

(1) Odd parity. 
(2) A density of 1600 or 6250 CPI. 
Transmitters should be consistent 

in the use of recording codes and 
density on files. 

. 02 All compatible tape files must 
have the following characteristics: 
Type of tape-Y2-inch (12.7 mm) 
wide, computer-grade magnetic tape 

on reels of up to 2,400 feet (731.52 
m) within the following specifica
tions: 

(a) Tape thickness: l.0 or 1.5 mils 
and 

(b) Reel diameter: IOYl-inch (26.67 
cm), 8Y2-inch (21.59 cm), 7-inch 
(17.78 cm), or 6-inch. 

.03 The tape records defined in this 
revenue procedure may be blocked 
subject to the following: 

(a) A block must not exceed 25,200 
tape positions. 

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

(c) All records, except the header 
and trailer labels, may be blocked or 
unblocked. A record may not contain 
any control fields or block descriptor 
fields which describe the length of the 
block or the logical records within the 
block. The number of logical records 
within a block (the blocking factor) 
must be constant in every block with 
the exception of the last block which 
may be shorter (see item (b) above) . 
The block length must be evenly di
visible by 420. 

(d) Records may not span blocks. 



.04 Labeled or unlabeled tapes may 
be submitted. 

. 05 For the purposes of this reve
nue procedure the following must be 
used: 

Tape Mark: 
(a) Used to signify the physical end 

of the recording on tape. 
(b) For even parity, use BCD con

figuration 0011 11 (8421). 
(c) May follow the header label 

and precede and/or follow the trailer 
label. 

.06 IRS/MCC can only read one 
data file on a tape. A data file is a 
group of records which mayor may 
not begin with a tapemark, but must 
end with a trailer label. Any data 
beyond the trailer label cannot be 
read by IRS programs. 

SEC. 3. TAPE CARTRIDGE 
SPECIFICATIONS 

. 01 In most instances, IRS/MCC 
can process tape cartridges that meet 
the following specifications: 

(a) Must be IBM 3480, 3490 or 
AS400 compatible. 

(b) Must meet American National 
Standard Institute (ANSI) standards, 
and have the following characteris
tics: 

(I) Tape cartridges will be Yz-inch 
tape contained in plastic cartridges 
which are approximately 4-inches by 
5-inches by I-inch in dimension. 

(2) Magnetic tape will be chromi
um dioxide particle based Yz-inch 
tape. 

(3) Cartridges must be 18-track or 
36-track parallel. (See Note) 

(4) Cartridges will contain 37,871 
CPI or 75,742 CPI (characters per 
inch). 

(S) Mode will be full function. 

Capacity 

1.44 mb 
1.44 mb 
1.2 mb 
720 kb 
360 kb 
320 kb 
180 kb 
160 kb 

.02 IRS/MCC encourages trans
mitters to use blank or currently for
matted diskettes when preparing files. 
If extraneous data follows the end of 
file "F" record, the file must be 
returned for replacement. 

(6) The data may be compressed 
using EDRC (Memorex) or IDRC 
(IBM) compression . 

(7) Either EBCDIC (Extended Bi
nary Coded Decimal Interchange 
Code) or ASCII (American Standard 
Coded Information Interchange) may 
be used. 

.02 The tape cartridge records de
fined in this revenue procedure may 
be blocked subject to the following: 

(a) A block must not exceed 25,200 
tape positions. 

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

(c) All records, except the header 
and trailer labels, may be blocked or 
unblocked. A record may not contain 
any control fields or block descriptor 
fields which describe the length of the 
block or the logical records within the 
block. The number of logical records 
within a block (the blocking factor) 
must be constant in every block with 
the exception of the last block which 
may be shorter (see item (b) above). 
The block length must be evenly di
visible by 420. 

(d) Records may not span blocks. 
.03 Tape cartridges may be labeled 

or unlabeled. 
.04 For the purposes of this reve

nue procedure, the following must be 
used: 

Tape Mark: 
(a) Used to signify the physical end 

of the recording on tape. 
(b) For even parity, use BCD con

figuration 0011 11 (8421). 

Tracks Sides/Density 

96tpi hd 
135tpi hd 
96tpi hd 
48tpi ds/dd 
48tpi ds/dd 
48tpi ds/dd 
48tpi ss/dd 
48tpi ss/dd 

.03 IRS/MCC prefers that 514-
and 3 Yz -inch diskettes be created us
ing MS/DOS; however, diskettes cre
ated using other operating systems 
may be acceptable. IRS/MCC has 
equipment that can convert diskettes 

(c) May follow the header label 
and precede and/or follow the trailer 
label. 

Note: Filers should indicate on the 
Form 5064 Label whether the car
tridge is 36 track or 18 track. 

SEC. 4. 5IA-INCH AND 3Y2-INCH 
DISKETTE SPECIFICATIONS 

.01 To be compatible, a diskette 
file must meet the following specifica
tions: 

(a) SIA- or 3Y2-inches in diameter. 
(b) Data must be recorded in stan

dard ASCII code. For SIA-inch dis
kettes, data may be recorded using 
EBCDIC if the diskette is created on 
an IBM System 36. 

(c) Records must be a fixed length 
of 420 bytes per record. 

(d) Delimiter character commas (,) 
must not be used . 

(e) Positions 419 and 420 of each 
record have been reserved for use as 
carriage return/line feed (cr/lf) char
acters if applicable. 

(f) Filename of IRST AX must be 
used. Do not enter any other data in 
this field. If a file will consist of 
more than one diskette, the filename 
IRST AX· will contain a three-digit 
extension. This extension will indicate 
the sequence of the diskettes within 
the file. For example, the first dis
kette will be named IRST AX.001, the 
second diskette will be IRST AX.002, 
etc. 

(g) A diskette file may consist of 
multiple diskettes as long as the file 
naming conventions are followed. 

(h) Diskettes must meet one of the 
following specifications: 

Sector Size 

512 
512 
512 
512 
S12 
512 
S12 
512 

created under virtually any operating 
system to the appropriate MS/DOS 
format. IRS/MCC strongly recom
mends that transmitters submit a test 
file for 514- and 3Yz-inch diskettes, 
especially if their data was not 
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created using MS/DOS. 
. 04 Transmitters are encouraged to 

use high density diskettes. Low densi
ty diskettes are acceptable but must 
be formatted in low density. 

SEC. 5. PAYER/TRANSMITTER 
"A" RECORD-GENERAL FIELD 
DESCRIPTIONS 

.01 The Payer/Transmitter "A" 
Record identifies the payer and trans
mitter of the magnetic media file and 
provides parameters for the succeed
ing Payee "B" Records. IRS comput
er programs rely on the absolute rela
tionship between the parameters and 
data fields in the "A" Record and 
the data fields in the "B" Records to 
which they apply. 

.02 The number of "A" Records 
depends on the number of payers and 
the different types of returns being 
reported. The payment amounts for 
one payer and for one type of return 
should be consolidated under one 

"A" Record if submitted on the same 
file . 

.03 Do not submit separate "A" 
Records for each payment amount 
being reported. For example, if a 
payer is filing Form 1099-DIV to 
report Amount Codes 1, 2, and 3, all 
three amount codes should be report
ed under one "A" Record, not three 
separate "A" Records. For "B" 
Records that do not contain payment 
amounts for all three amount codes, 
enter zeros for those which have no 
payment to be reported. 

. 04 The first record on the file 
must be an "A" Record. A transmit
ter may include "B" Records for 
more than one payer on a tape or 
diskette. However, each group of 
"B" Records must be preceded by an 
"A" Record and followed by an End 
of Payer "C" Record. A single tape 
or diskette may contain different 
types of returns but the types of 
returns must not be intermingled. A 

separate "A" Record is required for 
each payer and each type of return 
being reported. 

.05 All records must be a fixed 
length of 420 positions. 

.06 An "A" Record may be 
blocked with "B" Records, however, 
the initial record on a file must be an 
"A" Record. IRS/MCC will accept 
an "A" Record after a "c" Record. 

.07 Do not begin any record at the 
end of a block or diskette and contin
ue the same record into the next 
block . 

.08 All alpha characters entered in 
the "A" Record must be upper-case. 

.09 When filing Form 1098, Mort
gage Interest Statement, the "A" 
Record will reflect the name of the 
recipient of the interest referred to as 
the payer in these instructions. The 
"B" Record will reflect the individual 
paying the interest (borrower/payer 
of record) and the amount paid. 

RECORD NAME: PAYER/TRANSMITTER "A" RECORD 

Note: For all fields marked Required, a transmitter must provide the information described under Description and 
Remarks. For fields not marked Required, a transmitter must allow for the field, but may be instructed to enter blanks 
or zeros in the indicated media position(s) and for the indicated length. All records are now a fixed length of 420 
positions. 

Field 
Position 

2-3 
4-6 

7-15 

16-19 

Field Title 
Record Type 
Payment Year 
Reel Sequence 
Number 

Payer's TIN 

Payer Name 
Control 
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Length 

2 
3 

9 

4 

Description and Remarks 
Required. Enter "A" 
Required. Enter "94" (unless reporting prior year data). 
The reel sequence number is incremented by 1 for each tape or 
diskette on the file starting with 001. The transmitter may enter 
blanks or zeros in this field. IRS/MCC bypasses this informa
tion. Indicate the proper sequence on the external label Form 
5064. 
Required. Must be the valid nine-digit Taxpayer Identification 
Number assigned to the payer. Do not enter blanks, hyphens, 
or alpha characters. All zeros, ones, twos, etc. will have the 
effect of an incorrect TIN. For foreign entities that are not 
required to have a TIN, this field may be blank. However, the 
Foreign Entity Indicator, position 49 of the "A" Record, 
should be set to "1" (one). 
Not a required field. The Payer Name Control can be obtained 
only from the mail label on the Package 1099 that is mailed to 
most payers each December. To distinguish between Package 
1099 and the Magnetic Media Reporting (MMR) Package, the 
Package 1099 contains instructions for paper filing only, and 
the mail label on the package contains a four (4) character 
name control. The MMR Package contains instructions for 
filing magnetically or electronically. The mail label does not 
contain a name control. Names of less than four (4) characters 
should be left-justified, filling the unused positions with blanks. 
If a Package 1099 has not been received or the Payer Name 
Control is unknown, this field must be blank filled. 



20 

21 

22 

23-31 

RECORD NAME: PAYER/TRANSMITTER "A" RECORD-Continued 

Last Filing Indicator 

Combined 
Federal/State 
Filer 

Type of Return 

Amount Codes 
(See Note) 

9 

Enter a "1" (one) if this is the last year the payer will file, 
otherwise, enter blank. Use this indicator if the payer will not 
be filing information returns under this payer name and TIN in 
the future either magnetically, electronically, or on paper. 
Required for the Combined Federal/State Filing Program. 
Enter" 1" (one) if participating in the Combined Federal/State 
Filing Program, otherwise, enter blank. Refer to Part A, Sec. 
16, for further information. Forms 1098, 1099-A, 1099-B, 
1099-C, 1099-S, and W-2G cannot be filed under this pro
gram. 

Required. Enter 

Type of Return 
1098 
1099-A 
1099-B 
1099-C 
1099-DIV 
1099-G 
1099-INT 
1099-MISC 
1099-OID 
1099-PATR 
1099-R 
1099-S 
5498 
W-2G 

the appropriate code from the table below: 

Code 
3 
4 
B 
5 
1 
F 
6 

A 
D 
7 
9 
S 
L 

W 

Required. Enter the appropriate amount code for the type of 
return being reported. Generally, for each amount code entered 
in this field, a corresponding payment amount should appear in 
the Payee "B" Record. In most cases, the box numbers on 
paper information returns correspond with the amount codes 
used to file magnetically/electronically. However, if discrepan
cies occur, this revenue procedure governs. 

Example: If position 22 of the Payer/Transmitter "A" Record is "7" (for 1099-PATR) and positions 
23-31 are "247bbbbbb" (b $AZ blanks), this indicates the payer is reporting three payment amounts in all 
of the following "B" Records. 

The first payment amount field in the "B" Record will be all "0" (zeros); 
the second will represent nonpatronage distributions; 
the third will be all "0" (zeros); 
the fourth will represent federal income tax withheld; 
the fifth and sixth will be all "0" (zeros); 
the seventh will represent energy investment credit; and 
the eighth and ninth will be all "0" (zeros). 

Enter the amount codes in ascending sequence (i.e., 247bbbbbb, b $AZ blanks), left justify, filling unused 
positions with blanks. For further clarification of the amount codes, contact IRS/MCC. 

Note: A type of return and an amount code must be present in every Payer "A" Record even if no money amounts are 
being reported. For a detailed explanation of the information to be reported in each amount code, refer to the 1994 
"Instructions for Forms 1099, 1098, 5498, and W-2G". 

Amount Codes Form 
l098-Mortgage Interest 
Statement 

For Reporting Mortgage Interest Received from Payers/Borrow
ers (Payer of Record) on Form 1098: 

Amount 
Code Amount Type 

1 Mortgage interest received from payers/borrowers 
2 Points paid directly by payers/borrowers on pur

chase of principal residence 
3 Refund of overpaid interest 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD-Continued 

Field 
Position Field Title 
Amount Codes Form 
1099-A-Acquisition or 
Abandonment of Secured 
Property 

Amount Codes Form 
1099-B-Proceeds From 
Broker and Barter 
Exchange Transactions 

Length Description and Remarks 
For Reporting the Acquisition or Abandonment of Secured 
Property on Form l099-A: 

Amount 
Code Amount Type 

2 Balance of principal outstanding 
3 Gross foreclosure proceeds 
4 Appraisal value 

For Reporting Payments on Form 1099-B: 

Amount 
Code Amount Type 

2 Stocks, bonds, etc. Transactions (For forward con
tracts, see Note 1.) 

3 Bartering (Do not report negative amounts.) 
4 Federal income tax withheld (backup withholding) 

(Do not report negative amounts.) 
6 Profit or loss realized on Regulated Futures Con

tracts in 1994. (See Note 2) 
7 Unrealized profit or loss on open contracts-

12131193. (See Note 2) 
8 Unrealized profit or loss on open contracts-

12131194. (See Note 2) 
9 Aggregate profit or loss. (See Note 2) 

Note 1: The payment amount field associated with Amount Code 2 may be used to represent a loss when the reporting 
is for Forward Contracts. Refer to the "B" Record - General Field Descriptions, Payment Amount Fields, for 
instructions on reporting negative amounts. 

Note 2: Payment Amount Fields 6, 7, 8, and 9 are to be used for the reporting of Regulated Futures Contracts. 

Amount Codes Form 
1099-C-Cancellation of 
Debt 

For Reporting Cancellation of Debt on Form 1099-C: 

Amount 
Code 

2 
3 
4 

Amount Type 

Amount of debt canceled (see Note) 
Interest included in Amount Code 2 
Penalties, fines, or administrative costs included in 
Amount Code 2 

Note: A debt is any amount owed to the debtor including principal, interest, penalties, administrative costs, and fines, 
to the extent they are indebtedness under section 61(a)(12). The amount of debt discharged or canceled may be all or 
only part of the total amount owed. See the 1994 "Instructions for Forms 1099, 1098, 5498, and W-2G" for further 
information. 

Amount Codes Form 
1099-DIV-Dividends and 
Distributions 
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For Reporting Payments on Form 1099-DIV: 

Amount 
Code Amount Type 

Gross dividends and other distributions on stock (see 
Note) 

2 Ordinary dividends (see Note) 
3 Capital gain distributions (see Note) 
4 Nontaxable distributions (if determinable) (see Note) 
5 Investment expenses (see Note) 
6 Federal income tax withheld (backup withholding) 
7 Foreign tax paid 
8 Cash liquidation distributions 
9 Noncash liquidation distributions (show fair market 

value) 



RECORD NAME: PAYER/TRANSMITTER "A" RECORD-Continued 

Note: Amount Code 1 must be present (unless the payer is using Amount Codes 8 or 9 only) and must equal the sum 
of amounts reported for Amount Codes 2, 3, 4 and 5. If an amount is present for Amount Code 1, there must be an 
amount present for Amount Codes 2-5 as applicable. 

Amount Codes Form 
1099-G-Certain 
Government Payments 

For Reporting Payments on Form 1099-G: 

Amount 
Code Amount Type 

1 Unemployment compensation 
2 State or local income tax refunds, credits, or offsets 
4 Federal income tax withheld (backup withholding) 
6 Taxable grants 
7 Agriculture payments 

Note: Payments previously reported under Amount Code 5 for discharge of indebtedness are now reportable on Form 
1099-C. 

Amount Codes Form 
1099-INT - Interest Income 

Amount Codes Form 
1099-MISC
Miscellaneous Income 

For Reporting Payments on Form 1099-INT: 

Amount 
Code Amount Type 

1 Interest income not included in Amount Code 3 
2 Early withdrawal penalty 
3 Interest on U.S. Savings Bonds and Treasury 

obligations 
4 Federal income tax withheld (backup withholding) 
5 Foreign tax paid 

For Reporting Payments on Form 1099-MISC: 

Amount 
Code 

1 
2 
3 
4 
5 
6 
7 

8 
9 

Amount Type 

Rents (see Note 1) 
Royalties (see Note 2) 
Other income (see Note 3) 
Federal income tax withheld (backup withholding) 
Fishing boat proceeds 
Medical and health care payments 
Nonemployee compensation or crop insurance pro
ceeds (see Note 4) 
Substitute payments in lieu of dividends or interest 
Excess golden parachute payments 

Note 1: If reporting the Direct Sales Indicator only, use Type of Return Code A for 1099-MISC in position 22, and 
Amount Code 1 in position 23 of the Payer" A" record. All payment amount fields in the Payee "B" record will 
contain zeros. 

Note 2: Do not report timber royalties under a "pay-as-cut" contract; these should be reported on Form 1099-S. 

Note 3: Amount Code 3 previously was for "Prizes, awards, etc.". The title was changed to read "Other income". 

Note 4: Amount Code 7 is normally used to report nonemployee compensation. However, Amount code 7 may also be 
used to report crop insurance proceeds. See positions 4-5 of the "B" Record for instructions. If nonemployee 
compensation and crop insurance proceeds are being paid to the same payee, a separate "B" Record for each 
transaction is required. 

Amount Codes For Form 
1099-0ID-Original Issue 
Discount 

Reporting Payments on Form 1099-0ID: 

Amount 
Code Amount Type 

1 Original issue discount for 1994 
2 Other periodic interest 
3 Early withdrawal penalty 
4 Federal income tax withheld (backup withholding) 

1994-2 C.B. 595 



RECORD NAME: PAYER/TRANSMITTER" A" RECORD-Continued 

Field 
Position Field Title 

Amount Codes Form 
l099-PATR-Taxable 
Distributions Received From 
Cooperatives 

Length Description and Remarks 

For Reporting Payments on Form 1099-PATR: 

Amount 
Code Amount Type 

1 Patronage dividends 
2 Nonpatronage distributions 
3 Per-unit retain allocations 
4 Federal income tax withheld (backup withholding) 
5 Redemption of nonqualified notices and retain 

allocations 
6 Investment credit (see Note) 
7 Energy investment credit (see Note) 
8 Jobs credit (see Note) 

Note: The amounts shown for Amount Codes 6, 7, and 8 must be reported to the payee; they need not be reported to 
IRS/MCC. 

If reporting Pass-Through Alternative Minimum Tax Adjustments, the total alternative minimum tax (AMT) 
patronage dividend adjustment for the patron and/or the total AMT per-unit retain allocation adjustment should be 
entered in the Special Data Entries Field of the Payee "B" Record. 

Amount Codes Form For Reporting Payments on Form 1099-R: 
l099-R-Distributions From 
Pensions, Annuities, 
Retirement or Profit-Sharing 
Plans, IRAs, Insurance 
Contracts, etc. (See Note 1) 

Amount 
Code Amount Type 

1 Gross distribution (see Note 2) 
2 Taxable amount (see Note 3) or IRA/SEP 

Distribution 
3 Capital gain (included in Amount Code 2) 
4 Federal income tax withheld (see Note 4) 
5 Employee contributions or insurance premiums 
6 Net unrealized appreciation in employer's securities 
8 Other 
9 State income tax withheld (see Note 5) 

Note 1: Additional information may be required in the "B" Record. Refer to positions 44 thru 48 of the "B" Record. 

Note 2: If the payment shown for Amount Code 1 is a total distribution, enter a "1" (one) in position 47 of the "B" 
Record. An amount must be shown in Amount Field 1. 

Note 3: If a distribution is a loss, do not enter a negative amount. For example, if stock is distributed but the value is 
less than the employee's aftertax contributions, enter the value of the stock in Amount Code 1, enter "0" (zero) in 
Amount Code 2, and enter the employee's contributions in Amount Code 5. 

If the taxable amount cannot be determined, enter a "1" (one) in position 48 of the "B" Record. If reporting an 
IRA/SEP distribution, generally include the amount of the distribution in the Taxable Amount (Payment Amount 
Field 2, positions 61-70) and enter a "I" (one) in the IRA/SEP Indicator Field (position 44). A "1" (one) may be 
entered in the Taxable Amount Not Determined Indicator Field (position 48) of the Payee "B" Record, but the 
amount of the distribution must stilI be reported in Payment Amount Field 2. See the explanation for Box 2a of Form 
1099-R in the 1994 "Instructions for Forms 1099, 1098, 5498, and W-2G" for more information on reporting the 
taxable amount. 

Note 4: See the 1994 "Instructions for Forms 1099, 1098, 5498, and W-2G" for further information concerning the 
federal income tax withheld for Form 1099-R. 

Note 5: State income tax withheld was added for the convenience of the payer but need not be reported to IRS. Local 
income tax may be reported in the Special Data Entries Field in the Payee "B" Record. 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD-Continued 

Field 
Position Field Title 

Amount Codes Form 
l099-S-Proceeds From 
Real Estate Transactions 

Length Description and Remarks 

For Reporting Payments on Form 1099-S: 

Amount 
Code Amount Type 

2 Gross proceeds (see Note) 
5 Buyer's part of real estate tax 

Note: Include payments of timber royalties made under a "pay-as-cut" contract, reportable under section 6050N. If 
timber royalties are being reported, enter "TIMBER" in the description field of the "B" record. For more 
information, see Announcement 90-129, 1990-48 I.R.B. 10. 

Amount Codes Form 
5498-Individual 
Retirement Arrangement 
Information (See Note) 

For Reporting Payments on Form 5498: 

Amount 
Code Amount Type 

Regular IRA contributions made in 1994 and 1995 
for 1994 

2 Rollover IRA contributions 
3 Life insurance cost included in Amount Code 1 
4 Fair market value of the account 

Note: For information regarding Inherited IRAs, refer to Rev. Proc. 89-52, 1989-2 C.B. 632. Beneficiary information 
must be given in the Payee Name Line Field of the "B" Record. 

If reporting IRA contributions for a Desert Shield/Storm participant for other than 1994, enter "DS", the year for 
which the contribution was made, and the amount of the contribution in the Special Data Entries Field of the "B" 
Record. Do not enter the contributions in Amount Code 1. 

For further information concerning Inherited IRAs or Desert Shield/Storm participant reporting, refer to the 1994 
"Instructions for Forms 1099, 1098, 5498, and W-2G", and Notice 91-17, 1991-1 C.B. 319. 

Amount Codes Form 
W-2G-Certain Gambling 
Winnings 

For Reporting Payments on Form W-2G: 

Amount 
Code 

1 
2 
3 
7 

Amount Type 

Gross winnings 
Federal income tax withheld 
State income tax withheld (see Note) 
Winnings from identical wagers 

Note: State income tax withheld was added for the convenience of the payer but need not be reported to IRS/MCC. 

Field 
Position 
32 

33 

34-41 
42-43 

44-48 

49 

Field Title 
Test Indicator 

Service Bureau 
Indicator 

Blank 
Magnetic Tape Filer 
Indicator 

Transmitter Control 
Code (TCC) 

Foreign Entity Indicator 

Length 

8 

2 

5 

Description and Remarks 

Required. Enter "T" if this is a test file, otherwise enter a 
blank. 

Enter" 1" (one) if a service bureau was used to develop and/or 
transmit files, otherwise, enter blank. See Part A, Sec. 17 for 
the definition of service bureau. 
Enter blanks 
Required for magnetic tape/tape cartridge filers only. Enter the 
letters "LS" (in uppercase only). Use of this field by filers 
using other types of media will be acceptable but is not 
required. 
Required. Enter the five character alpha/numeric Transmitter 
Control Code assigned by IRS/MCC. A TCC must be obtained 
to file data on this program. Do not enter more than one TCC 
per file. 
Enter a "1" (one) if the payer is a foreign entity and income is 
paid by the corporation to a U.S. resident. If the payer is not a 
foreign entity, enter a blank. (See Note) 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD-Continued 

Field 
Position Field Title Length Description and Remarks 

Note: If payers erroneously report entities as foreign, they may be subject to a penalty for providing incorrect 
information to IRS. Therefore, payers must be sure to code only those records as foreign entities that should be coded. 

50-89 First Payer 
Name Line 

40 Required. Enter the name of the payer whose TIN appears in 
positions 7-15 of the "A" Record. Any extraneous information 
must be deleted. Left justify and fill with blanks. (Filers should 
not enter a transfer agent's name in this field. Any transfer 
agent's name should appear in the Second Payer Name Line 
Field.) 

Note: When reporting Form 1098, Mortgage Interest Statement, the "A" Record will reflect the name and TIN of the 
recipient of the interest/the filer of Form 1098 (the payer). The "B" Record will reflect the individual paying the 
interest (the payer of record) and the amount paid. For Form 1099-S, the "A" Record will reflect the person 
responsible for reporting the transaction (the filer of Form 1099-S) and the "B" Record will reflect the 
seller /transferor. 

90-129 

130 

131-170 

171-210 

211-290 

291-330 

331-370 

Second Payer Name 
Line 

Transfer Agent 
Indicator 

40 

Payer Shipping Address 40 

Payer City, State, 40 
and ZIP Code 

Transmitter Name 80 

Transmitter Mailing 40 
Address 

Transmitter City, 40 
State and ZIP Code 
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If the Transfer Agent Indicator (position 130) contains a "1" 
(one), this field must contain the name of the transfer agent. If 
the indicator contains a "0" (zero), this field may contain 
either a continuation of the First Payer Name Line or blanks. 
Left justify and fill unused positions with blanks. 
Required. Identifies the entity in the Second Payer Name Line 
Field. (See Part A, Sec. 17 for a definition of transfer agent.) 

Code Meaning 

The entity in the Second Payer Name Line Field is 
the transfer agent. 

o (zero) The entity shown is not the transfer agent (i.e., the 
Second Payer Name Line Field contains either a 
continuation of the First Payer Name Line Field or 
blanks). 

Required. If the Transfer Agent Indicator in position 130 is a 
"I" (one), enter the shipping address of the transfer agent. 
Otherwise, enter the actual shipping address of the payer. The 
street address should include number, street, apartment or suite 
number (or P. O. Box if mail is not delivered to street address). 
Left justify and fill with blanks. 
Required. If the Transfer Agent Indicator in position 130 is a 
"1" (one), enter the city, town, or post office, state abbrevia
tion and ZIP Code of the transfer agent. Otherwise, enter the 
city, town, or post office, state and ZIP Code of the payer. 
Left justify and fill with blanks. 
Required if the payer and transmitter are not the same. Enter 
the name of the transmitter in the manner in which it is used in 
normal business. The name of the transmitter must be reported 
in the same manner throughout the entire file. Left justify and 
fill with blanks. If the payer and transmitter are the same, this 
field may be blank. 
Required if the payer and transmitter are not the same. Enter 
the mailing address of the transmitter. Street address should 
include number, street, apartment or suite number (or P. O. 
Box if mail is not delivered to street address). Left justify and 
fill with blanks. If the payer and transmitter are the same, this 
field may be blank. 
Required if the payer and transmitter are not the same. Enter 
the city, town, or post office, state and ZIP Code of the 
transmitter. Left justify and fill with blanks. If the payer and 
transmitter are the same, this field may be blank. 



RECORD NAME: PAYER/TRANSMITTER "A" RECORD-Continued 

Field 
Position 
371-418 
419-420 

Field Title 
Blank 
Blank 

Length Description and Remarks 
48 Enter blanks. 
2 Enter blanks or carriage return/line feed (cr/lf). 

SEC. 6. PAYER/TRANSMITTER "A" RECORD - RECORD LAYOUT 

REEL PAYER LAST RECORD PAYMENT PAYER'S 
TYPE YEAR SEQUENCE TIN* NAME FILING 

NUMBER CONTROL* INDICATOR 

2-3 4-6 7-15 16-19 20 

COMBINED TYPE AMOUNT TEST 
SERVICE 

FEDERAL/STATE OF CODES INDICATOR 
BUREAU 

FILER RETURN INDICATOR 

21 22 23-31 32 33 

MAGNETIC TRANSMITTER FOREIGN 
FIRST SECOND 

TAPE PAYER PAYER BLANK 
FILER CONTROL ENTITY NAME NAME 

INDICATOR CODE INDICATOR LINE* LINE* 

34-41 42-43 44-48 49 50-89 90-129 

TRANSFER PAYER PAYER CITY TRANSMITTER TRANSMITTER 
AGENT SHIPPING STATE AND MAILING 

INDICATOR ADDRESS* ZIP CODE* NAME ADDRESS 

130 131-170 171-210 211-290 291-330 

TRANSMITTER BLANK 
CITY, STATE, BLANK or 

AND ZIP CODE CR/LF 

331-370 371-418 419-420 

*When reporting Form 1098, Mortgage Interest Statement, the "A" Record will reflect the name and TIN of the 
recipient of the interest (the payer). For Form 1099-S, the "A" Record will reflect the person responsible for reporting 
the transaction. 

SEC. 7. PAYEE "B" RECORD 
GENERAL FIELD DESCRIPTIONS 
AND RECORD LAYOUTS 

.01 The "B" Record contains 
the payment information from the 
information returns. When filing in
formation returns, the format for the 
"B" Records will remain constant 
and is a fixed length of 420 positions. 
The record layout for positions 1 
through 321 is the same for all "B" 
Records. Positions 322 through 420 
vary for Forms 1099-A, 1099-B, 
1099-C, 1099-0ID, 1099-S and 
W -2G to accommodate variations 
within these forms. 

In the "A" Record, the amount 
codes that appear in tape or disk
ette positions 23 through 31 will be 
left-justified and filled with blanks. 
In the "B" Record, the filer will 
allow for all nine Payment Amount 
Fields. For those fields not used, 
enter "O's" (zeros). For example, if a 
payer is reporting on Form 
1099-PATR, they will enter a "7" in 
tape position 22 of the "A" Record, 
Type of Return. If they are reporting 
payments for Amount Codes 2, 4, 
and 7, then media positions 23 
through 31 of the "A" Record will 
be "247bbbbbb" (b = blanks). In 
the "B" Record: 

Positions 51 through 60 for Pay
ment Amount 1 will be zeros. 

Positions 61-70 will reflect the ac
tual payment amount to be reported 
for "nonpatronage distributions". 

Positions 71-80 for Payment 
Amount 3 will be zeros. 

Positions 81-90 will reflect the ac
tual payment amount to be reported 
for "federal income tax withheld". 

Positions 91-110 for Payment 
Amounts 5 and 6 will be zeros. 

Positions 111-120 will reflect the 
actual payment amount to be report
ed for "energy investment credit". 
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Positions 121-140 for Payment 
Amounts 8 and 9 will be zeros. 

.02 The following specifications in
clude a field in the payee records 
called "Name Control" in which the 
first four characters of the payee's 
surname are to be entered by the 
filer. 

.03 If filers are unable to deter
mine the first four characters of the 
surname, the Name Control Field 
may be left blank. Compliance with 
the following will facilitate IRS com
puter programs in generating the 
name control: 

(a) The surname of the payee 
whose TIN is shown in the "B" 
Record should always appear first. If, 
however, the records have been devel
oped using the first name first, the 
filer must leave a blank space be
tween the first and last names. 

(b) In the case of multiple payees, 
only the surname of the payee whose 
TIN (SSN or EIN) is shown in the 
"B" Record must be present in the 
First Payee Name Line. Surnames of 

any other payees may be entered in 
the Second Payee Name Line. 

.04 See Part A, Sec. 14 for further 
information concerning Taxpayer 
Identification Numbers (TINs). 

. 05 A field is also provided in these 
specifications for Special Data En
tries. This field may be used to record 
information required by state or local 
governments, or for the personal use 
of the filer. IRS does not use the data 
provided in the Special Data Entries 
Field, therefore, the IRS program 
does not check the content or format 
of the data entered in this field. It is 
the filer's option to use the Special 
Data Entry Field. If this field is 
coded, it will not affect the process
ing of the "B" Records. 

.06 Those payers participating in 
the Combined Federal/State Filing 
Program must adhere to all of the 
specifications in Part A, Sec. 16 in 
order to participate in this program. 
Forms 1098, 1099-A, 1099-B, 
1099-C, 1099-S, and W-2G cannot 
be filed under the Combined Federal! 
State Filing Program. 

RECORD NAME: PAYEE "B" RECORD 

.07 All alpha characters entered in 
the "B" Record should be uppercase. 

.08 Do not use decimal points (.) 
to indicate dollars and cents. Ten 
dollars must appear as 0000001000 in 
the payment amount field . 

.09 IRS strongly encourages trans
mitters to review the data for accura
cy before submission to prevent issu
ance of erroneous notices. 
Transmitters should be especially 
careful that the names, TINs, account 
numbers, types of income, and in
come amounts are correct. 

.10 When reporting Form 1098, 
Mortgage Interest Statement, the 
"A" Record will reflect the name and 
TIN of the recipient of the interest, 
the filer of the Form 1098 (the pay
er). The "B" Record will reflect the 
individual paying the interest (borro
wer/payer of record) and the amount 
paid. For Forms 1099-S, the "A" 
Record will reflect the person respon
sible for reporting the transaction (the 
filer of the Form 1099-S) and the 
"B" record will reflect the seller/ 
transferor. 

Note: For all fields marked Required, the transmitter must provide the information described under Description and 
Remarks. For those fields not marked Required, the transmitter must allow for the field but may be instructed to enter 
blanks or zeros in the indicated position(s) and for the indicated length. All records are a fixed length of 420 positions. 

Field 
Position 

2-3 
4-5 

Field Title 
Record Type 
Payment Year 
Document 
Specific/ 
Distribution 
Code 
Tax Year of 
Refund (Form 
1099-G only) 

600 1994-2 C.B. 

Length 

2 
2 

Description and Remarks 
Required. Enter "B". 
Required. Enter "94" (unless reporting prior year data). 
Required for Forms 1099-G, 1099-MISC, 1099-R and W-2G. 
For all other forms, or if not used, enter blanks. 

For Form 1099-G, use only for reporting the tax year for 
which the refund, credit or offset (Amount Code 2) was issued. 
Enter in position 4; position 5 must· be blank. If the refund, 
credit, or offset is not attributable to income tax from a trade 
or business, enter the numeric year from the table below for 
which the refund, credit or offset was issued (e.g., for 1993, 
enter 3). If the refund, credit or offset is exclusively attribut
able to income from a trade or business, and is not of general 
application, enter the alpha equivalent of the year from the 
table below (e.g., for 1993, enter C). 



Field 
Position 

RECORD NAME: PAYEE "B" RECORD-Continued 

Field Title Length 

Crop Insurance Proceeds (Form 
1099-MISC only) 

Distribution Code (Form 
l099-R only) (For a 
detailed explanation of 
the distribution codes, 
see the 1994 
"Instructions for Forms 
1099, 1098, 5498, 
and W-2G".) 

Description and Remarks 

Year for Which Year for which 
General Trade/Business 

Refund was Issued Refund Was Issued 
(Alpha Equivalent) 

1 A 
2 B 
3 C 
4 D 
5 E 
6 F 
7 G 
8 H 
9 I 
o J 

For Form l099-MISC, Enter" 1" (one) in position 4 if the payments 
reported for Amount Code 7 are crop insurance proceeds. Position 5 
will be blank. 

For Form l099-R, enter the appropriate distribution code(s). More 
than one code may apply for Form 1099-R. If only one code expla
nation of the is required, it must be entered in position 4 and posi
tion 5 must be blank. Enter at least one (1) distribution code. A 
blank in position 4 is not acceptable. 

Enter the applicable code from the table that follows. Position 4 
must contain a numeric code in all cases except when using P, D, E, 
F, G, or H. Distribution Code A, B, or C, when applicable, must be 
entered in position 5 with the applicable numeric code in position 4. 

When using Code P for an IRA distribution under Section 408(d)(4) 
of the Internal Revenue Code, the filer may also enter Code 1 if 
applicable. 

Only two numeric combinations are acceptable, codes 8 and 1, and 
codes 8 and 2, on one return. These two combinations can be used 
only if both codes apply to the distribution being reported. If more 
than one numeric code is applicable to different parts of a distribu
tion, report two separate "B" Records. 

Distribution Codes E, F, and H cannot be used in conjunction with 
other codes. Distribution Code G may be used in conjunction with 
Distribution Code 4, if applicable. Refer to Announcement 93-20, 
1993-6 I.R.B. 65 

Category Code 
Early (premature) distribution, no known exception 1* 
Early (premature) distribution, exception applies (as defined 2* 

in section 72(q), (t), or (v) of the Internal Revenue Code) 
other than disability or death 

Disability 3 * 
Death (includes payments to a beneficiary) 4* 
Prohibited transaction 5* 
Section 1035 exchange 6* 
Normal distribution 7* 
Excess contributions plus earnings/excess deferrals (and/or 8* 

earnings) taxable in 1994 
PS 58 costs 9* 
Excess contributions plus earnings/excess deferrals taxable in 1993 p* 
Eligible for 5 or 10 year averaging A * 
Eligible for death benefit exclusion B* 
Eligible for both A and B C 

1994-2 C.B. 601 



Field 
Position 

RECORD NAME: PAYEE "B" RECORD-Continued 

Field Title 

Form l099-R (Cont.) 

Length Description and Remarks 

Excess contributions plus earnings/excess deferrals taxable 
in 1992 

Excess annual additions under section 415 
Charitable gift annuity 
Direct rollover to IRA 
Direct rollover to qualified plan or tax-sheltered annuity 

D* 

E 
F* 
G 
H 

*If reporting an IRA or SEP distribution, code a "1" (one) in position 44 of the "B" Record. 

Field 
Position 
6 

7 

Type of Wager For Form W-2G, enter the applicable code in position 4. Position 5 
(Form W-2G will be blank. 
only) 

Field Title 

2nd TIN Notice 

Corrected 
Return Indicator 

Category Code 
Horse race track (or off-track betting of a horse 1 

track nature) 
Dog race track (or off-track betting of a dog track nature) 2 
lai-alai 3 
State conducted lottery 4 
Keno 5 
Casino-Type Bingo. Do not use this code for any other type 6 

of bingo winnings (e.g., church or fire dept.) 
Slot machines 7 
Any other type of gambling winnings. (This includes 8 

Length 

church bingo, fire dept. bingo, or unlabeled winnings.) 

Description and Remarks 

For Forms 1099-B, 1099-DIV, 1099-INT, 1099-MISC, 
1099-0ID, and 1099-PATR only. 

Enter "2" to indicate notification by IRS/MCC twice within 
three calendar years that the payee provided an incorrect name 
and/or TIN combination, otherwise, enter a blank. 

Indicate a corrected return. 
Code Definition 
G If this is a one-transaction correction or the first of 

a two-transaction correction 
C If this is the second transaction of a two transaction 

correction 
Blank If this is not a return being submitted to correct 

information already processed by IRS. 

Note: C, G, and non-coded records must be reported using separate Payer "A" Records. Refer to Part A, Sec. 13 for 
specific instructions on how to file corrected returns. 

Field 
Position 

8-11 
Field Title 

Name Control 

602 1994-2 C.B. 

Length 

4 

Description and Remarks 

If determinable, enter the first four (4) characters of the 
surname of the person whose TIN is being reported in positions 
15-23 of the "B" Record, otherwise, enter blanks. This is 
usually the payee. If the name that corresponds to the TIN is 
not included in the first or second payee name line and the 
correct name control is not provided, a backup withholding 
notice may be generated for the record. Surnames of less than 
four (4) characters should be left-justified, filling the unused 
positions with blanks. Special characters and imbedded blanks 
should be removed. In the case of a business, other than sole 
proprietorship, use the first four significant characters of the 
business name. Disregard the word "the" when it is the first 
word of the name, unless there are only two words in the 
name. A dash (-) and an ampersand (&) are the only acceptable 



Field 
Position Field Title 

RECORD NAME: PAYEE "B" RECORD-Continued 

Length Description and Remarks 

special characters. Surname prefixes are considered part of the 
surname, e.g., for Van Elm, the name control would be 
VANE. 

Note: Although extraneous words, titles, and special characters are allowed (i.e., Mr., Mrs., Dr., apostrophe, or dash), 
this information may be dropped during subsequent IRS/MCC processing. 

The following examples may be helpful to filers in developing the Name Control: 

Individuals: 

Corporations: 

Sole Proprietor: 

Partnership: 

Estate: 

Trusts and Fiduciaries: 

Exempt Organization: 

NAME 

Jane Brown 
John A. Lee 
James P. En, Sr. 
John O'Neill 
Mary Van Buren 
Juan De Jesus 
Gloria A. El-Roy 
Mr. John Smith 
Joe McCarthy 
Pedro Torres-Lopes 
Maria Lopez Moreno** 
Binh To La 
Nhat Thi Pham 
Mark D'Allesandro 

The First National Bank 
The Hideaway 
A & B Cafe 
J J TH Street Inc. 

Mark Hemlock DBA 
The Sunshine Club 

Robert Aspen and Bess Willow 
Harold Fir, Bruce Elm, and 
Joyce Spruce et al Ptr 

Frank White Estate 
Sheila Blue Estate 

Daisy Corporation Employee 
Benefit Trust 
Trust FBO The Cherryblossom 
Society 

Laborer's Union, AFL-CIO 
St. Bernard's Methodist 
Church Bldg. Fund 

NAME CONTROL 

BROW 
LEE* 
EN* 
ONE I 
VANB 
DEJE 
EL-R 
SMIT 
MCCA 
TORR 
LOPE 
LA* 
PHAM 
DALL 

FIRS 
THEH 
A&BC 
11TH 

HEML 

ASPE 
FIR* 

WHIT 
BLUE 

DAIS 

CHER 

LABO 
STBE 

*Name Controls of less than four (4) significant characters must be left-justified and blank-filled. 

** For Hispanic names, when two last names are shown for an individual, derive the name control from the first last 
name. 

Field 
Position 

12 

Field Title 

Direct Sales Indicator 

Length Description and Remarks 

Form 1099 MISe only. Enter a "1" (one) to indicate sales of 
$5,000 or more of consumer products to a person on a 
buy/sell, deposit/commission, or any other commission basis 
for resale anywhere other than in a permanent retail establish
ment. Otherwise, enter a blank. 

1994-2 C.B. 603 



RECORD NAME: PAYEE "B" RECORD-Continued 

Field 
Position Field Title Length Description and Remarks 

Note: If reporting direct sales only, use Type of Return A in position 22, and Amount Code 1 in position 23 of the 
Payer "A" record. All payment amount fields in the Payee "B" record will contain zeros. 

13 Blank Enter blank 
14 Type of TIN This field is used to identify the Taxpayer Identification 

Number (TIN) in positions 15-23 as either an Employer 
Identification Number (EIN), or a Social Security Number 
(SSN). * Enter the appropriate code from the following table: 

*While not a "Required" field, this information is important for the correct processing of the payee's TIN. 

15-23 Taxpayer Identification 
Number 

9 

Type of 
TIN 

1 

2 
Blank 

TIN Type of Account 

EIN A business, organization, sole proprietor 
or other entity 

SSN An individual 
NI A If the type of TIN is not determinable, 

enter a blank. 

Required. Enter the nine digit Taxpayer Identification Number 
of the payee (SSN or BIN). If an identification number has 
been applied for but not received, enter blanks. Do not enter 
hyphens or alpha characters. All zeros, ones, twos, etc. will 
have the effect of an incorrect TIN. If the TIN is not available, 
enter blanks. (See NOTE) 

Note: IRS/MCC contacts payers who have submitted payee data with missing TINs in an attempt to prevent erroneous 
notices. Payers who submit data with missing TINs, and have taken the required steps to obtain this information, are 
encouraged to attach a letter of explanation to the required Form 4804. This will prevent unnecessary contact from 
IRS/MCC. This letter, however, will not prevent backup withholding notices (B Notices) or penalties for missing or 
incorrect TINs. 

24-43 Payer's Account 
Number For Payee 

20 Enter any number assigned by the payer to the payee (e.g., 
checking or savings account number). Filers are encouraged to 
use this field. This number helps to distinguish individual payee 
records and should be unique for each document. Do not use 
the payee's TIN since this will not make each record unique. 
This information is particularly useful when corrections are 
filed. This number will be provided with the backup withhold
ing notification and may be helpful in identifying the branch or 
subsidiary reporting the transaction. Do not define data in this 
field in packed decimal format. If fewer than twenty characters 
are used, filers may either left or right justify, filling the 
remaining positions with blanks. 

44 IRA/SEP Indicator Form l099-R only. Enter "I" (one) if reporting a distribution 
(See Note) from an IRA or SEP; otherwise, enter a blank. 

Note: Report the total amount distributed from an IRA or SEP in Payment Amount Field 2 (Taxable Amount), as well 
as Payment Amount Field 1 (Gross Distribution) of the "B" Record. Filers may indicate the taxable amount was not 
determined by using the Taxable Amount Not Determined Indicator (position 48) of the "B" Record. However, still 
report the amount distributed in Payment Amount Field 2. Refer to the 1994 "Instructions for Forms 1099, 1098, 5498 
and W-2G" for exceptions. 

45 46 Percentage of Total 
Distribution 

604 1994-2 C.B. 

2 Form l099-R only. Use this field when reporting a total 
distribution to more than one person, such as when a partici
pant dies and a payer distributes to two or more beneficiaries. 
Therefore, if the percentage is 100, leave this field blank. If the 
percentage is a fraction, round off to the nearest whole number 
(for example, 10.4 percent will be 10 percent; 10.5 percent or 
more will be 11 percent). Enter the percentage received by the 
person whose TIN is included in positions 15-23 of the "B" 
Record. This field must be right-justified, and unused positions 



Field 
Position 

47 

RECORD NAME: PAYEE "B" RECORD-Continued 

Field Title 

Total Distribution 
Indicator 

Length Description and Remarks 

must be zero-filled. If not applicable, enter blanks. Filers need 
not enter this information for IRA or SEP distributions or for 
direct rollovers. 

Form l099-R only. Enter a "1" (one) only if the payment 
shown for Amount Code 1 is a total distribution that closed 
out the account; otherwise, enter a blank. 

Note: A total distribution is one or more distributions within one tax year in which the entire balance of the account is 
distributed. Any distribution that does not meet this definition is not a total distribution. 

48 Taxable Amount Not 
Determined Indicator 

1 Form l099-R only. Enter a "1" (one) only if the taxable 
amount of the payment entered for Payment Amount Field 1 
(Gross Distribution) of the "B" Record cannot be computed, 
otherwise, enter blank. If Taxable Amount Not Determined 
Indicator is used, enter "O's" (zeros) in Payment Amount Field 
2 of the Payee "B" Record unless the IRA/SEP Indicator is 
present. (See Note) Please make every effort to compute the 
taxable amount. 

Note: If reporting an IRA/SEP Distribution for Form 1099-R, the Taxable Amount Not Determined Indicator may be 
used; but, it is not required. If the IRA/SEP Indicator is present, the amount of the distribution should be reported in 
Payment Amount Field 2. Refer to the 1994 "Instructions for Forms 1099, 1098, 5498, and W-2G" for more 
information. 

Filers are instructed to enter numeric information in all payment fields when filing magnetically or electronically. 
However, when reporting information on the statement to recipient, the payer may be instructed to leave a box blank. 
Follow the guidelines provided in the paper instructions for the statement to recipient. 

49-50 Blank 

Payment Amount Fields 
(Must be numeric) 

2 Enter blanks 

Required. Filers should allow for all payment amounts. For 
those not used, enter zeros. For example: If position 22, Type 
of Return, of the "A" Record is "7" (for 1099-PATR) and 
positions 23-31, Amount Codes, are "247bbbbbb" (b $AZ 
blank), this indicates that three actual payment amounts are 
being reported in the following "B" Records. Payment 
Amount 1 will be all O's (zeros), Payment Amount 2 will 
represent nonpatronage distributions, Payment Amount 3 will 
be all "0" (zeros), Payment Amount 4 will represent federal 
income tax withheld, Payment Amounts 5 and 6 will be all O's 
(zeros), Payment Amount 7 will represent energy investment 
credit, and Payment Amounts 8 and 9 will be all O's (zeros). 
Each payment field must contain 10 numeric characters (see 
Note). Each payment amount must be entered in u.s. dollars 
and cents. The right-most two positions represent cents in the 
payment amount fields. Do not enter dollar signs, commas, 
decimal points or negative payments, except those items that 
reflect a loss on Form 1099-B. Positive and negative amounts 
are indicated by placing a $A V (plus) or - (minus sign) in the 
left- most position of the payment amount field. A negative 
overpunch in the units position may be used, instead of a 
minus sign, to indicate a negative amount. If a plus sign, minus 
sign, or negative overpunch is not used, the number is assumed 
to be positive. 
Negative overpunch cannot be used in PC created files. 
Payment amounts must be right justified and unused positions 
must be zero-filled. Federal income tax withheld cannot be 
reported as a negative amount on any form. 

1994-2 C.B. 605 



RECORD NAME: PAYEE "B" RECORD-Continued 

Field 
Position Field Title Length Description and Remarks 

Note: If a payer is reporting a money amount in excess of 9999999999 (dollars and cents), it must be reported as 
follows: (1) The first Payee "B" Record MUST contain 9999999999. (2) The second Payee "B" Record will contain 
the remaining money amount. 

DO NOT SPLIT THIS FIGURE IN HALF. 

51-60 Payment Amount 1 * 10 The amount reported in this field represents payments for 
Amount Code 1 in the "A" Record. 

61-70 Payment Amount 2* 10 The amount reported in this field represents payments for 
Amount Code 2 in the "A" Record. 

71-80 Payment Amount 3* 10 The amount reported in this field represents payments for 
Amount Code 3 in the "A" Record. 

81-90 Payment Amount 4* 10 The amount reported in this field represents payments for 
Amount Code 4 in the "A" Record. 

91-100 Payment Amount 5* 10 The amount reported in this field represents payments for 
Amount Code 5 in the "A" Record. 

101-110 Payment Amount 6* 10 The amount reported in this field represents payments for 
Amount Code 6 in the "A" Record. 

111-120 Payment Amount 7* 10 The amount reported in this field represents payments for 
Amount Code 7 in the "A" Record. 

121-130 Payment Amount 8* 10 The amount reported in this field represents payments for 
Amount Code 8 in the "A" Record. 

131-140 Payment Amount 9* 10 The amount reported in this field represents payments for 
Amount Code 9 in the "A" Record. 

*If there are discrepancies between the payment amount fields and the boxes on the paper forms, the instructions in 
this revenue procedure govern. 

141-160 

161 

162-201 

Blank 

Foreign Country 
Indicator 

First Payee Name Line 

20 

40 

Enter blanks 

If the address of the payee is in a foreign country, enter a "1" 
(one) in this field, otherwise, enter blank. When filers use this 
indicator, they may use a free format for the payee city, state 
and ZIP Code. Address information must not appear in the 
First or Second Payee Name Line. 

Required. Enter the name of the payee (preferably surname 
first) whose Taxpayer Identification Number (TIN) was provid
ed in positions 15-23 of the "B" Record. Left justify and fill 
unused positions with blanks. If more space is required for the 
name, utilize the Second Payee Name Line Field. If there are 
multiple payees, only the name of the payee whose TIN has 
been provided should be entered in this field. The names of the 
other payees may be entered in the Second Payee Name Line 
Field. If reporting information for a sole proprietor, the 
individual's name must always be present, preferably on the 
First Payee Name Line. The use of the business name is 
optional in the Second Payee Name Line. 

Note: When reporting Form 1098, Mortgage Interest Statement, the "A" Record will reflect the name of the recipient 
of the interest (the payer). The "B" Record will reflect the individual paying the interest (the borrower/payer of 
record) and the amount paid. 

For Forms 1099-S, the "B" Record will reflect the seller/ transferor information. For Form 5498 Inherited IRAs, 
enter the beneficiary's name followed by the word "beneficiary". For example, "Brian Young as beneficiary of Joan 
Smith" or something similar that signifies that the IRA was once owned by Joan Smith. Filers may abbreviate the 
word "beneficiary" as, for example, "benef". Refer to the 1994 "Instructions for Forms 1099, 1098, 5498, and 
W-2G". The beneficiary'S TIN should be reported in positions 15-23 of the "B" Record. 

202-241 Second Payee Name 
Line 

606 1994-2 C.B. 

40 If there are multiple payees (e.g., partners, joint owners, or 
spouses), use this field for those names not associated with the 
TIN provided in position 15-23 of the "B" Record or if not 



Field 
Position 

242-281 

RECORD NAME: PAYEE "B" RECORD-Continued 

Field Title Length 

Payee Mailing Address 40 

Description and Remarks 

enough space was provided in the First Payee Name Line 
continue the name in this field. Do not enter address informa
tion. It is important that filers provide as much payee informa
tion to IRS/MCC as possible to identify the payee assigned the 
TIN. Left justify and fill unused positions with blanks. Fill 
with blanks if no entries are present for this field. 

Required. Enter mailing address of payee. Street address should 
include number, street, apartment or suite number (or P.O. 
Box if mail is not delivered to street address). Left justify and 
fill unused positions with blanks. This field must not contain 
any data other than the payee's mailing address. 

For U.S. addresses, the payee city, state, and ZIP Code must be reported as a 29, 2, and 9 position field, respectively. 
For foreign addresses, filers may use the payee city, state, and ZIP Code as a continuous 40 position field. Enter 
information in the following order: city, province or state, postal code, and the name of the country. When reporting a 
foreign address, the Foreign Country Indicator in position 161 must contain a "1" (one). 

282-310 

311-312 

313-321 

RECORD 
TYPE 

NAME 
CONTROL 

8-11 

IRA/SEP 

Payee City 29 

Payee State 2 

Payee ZIP Code 9 

Required. Enter the city, town or post office. Left justify and 
fill the unused positions with blanks. Enter APO or FPO if 
applicable. Do not enter state and ZIP Code information in 
this field. 

Required. Enter the valid u.S. Postal Service state abbrevia
tions for states or the appropriate postal identifier (AA, AE, or 
AP) described in Part A, Sec. 18. 

Required. Enter the valid nine digit ZIP Code assigned by the 
U.S. Postal Service. If only the first five digits are known, left 
justify and fill the unused positions with blanks. For foreign 
countries, alpha characters are acceptable as long as the filer 
has entered a "1" (one) in the Foreign Country Indicator Field, 
located in position 161 of the "B" Record. 

STANDARD PAYEE "B" RECORD FORMAT FOR 
. ALL TYPES OF RETURNS UP TO POSITION 321 

DOCUMENT 2ND CORRECTED PAYMENT SPECIFICI TIN RETURN YEAR DISTRIBUTION NOTICE 
INDICATOR CODE (OPTIONAL) 

2-3 4-5 6 7 

DIRECT TYPE TAXPAYER PAYER'S 
ACCOUNT 

SALES BLANK OF IDENTIFICATION NUMBER 
INDICATOR TIN NUMBER FOR PAYEE 

12 13 14 15-23 24-43 

PERCENTAGE TOTAL 
TAXABLE 
AMT NOT BLANK OF TOTAL DISTRIBUTION 

INDICATOR DISTRIBUTION INDICATOR 
DETERMINED 

INDICATOR 

44 45-46 47 48 49-50 

1994-2 C.B. 607 



STANDARD PAYEE "B" RECORD FORMAT FOR 
ALL TYPES OF RETURNS UP TO POSITION 321-Continued 

PAYMENT PAYMOUNT PAYMENT PAYMENT PAYMENT 
AMOUNT 1 AMOUNT 2 AMOUNT 3 AMOUNT 4 AMOUNT 5 

51-60 61-70 71-80 81-90 91-100 

PAYMENT PAYMENT PAYMENT PAYMENT 
AMOUNT 6 AMOUNT 7 AMOUNT 8 AMOUNT 9 

101-110 111-120 121-130 131-140 

FOREIGN FIRST PAYEE SECOND PAYEE 
BLANK COUNTRY NAME LINE PAYEE NAME MAILING 

INDICATOR LINE ADDRESS 

141-160 161 162-201 202-241 242-281 

PAYEE PAYEE PAYEE 
ZIP CITY STATE 

CODE 

282-310 311-312 3l3-321 

The following sections define the field positions for the different types of returns in the Payee "B" Record (positions 
322-420): 

(1) Forms 1098, 1099-DIV, 1099-G, 1099-INT, 1099-MISC, 1099-PATR, 1099-R, and 5498 

(2) Form 1099-A 

(3) Form 1099-B 

(4) Form 1099-C 

(5) Form 1099-010 

(6) Form 1099-S 

(7) Form W-2G 

(1) FORMS 1098, 1099-DIV, 1099-G, 1099-INT, 1099-MISC, 1099-PATR, 1099-R and 5498 

RECORD NAME: PAYEE "B" RECORD-Continued 

Field 
Position 

322-349 

350-416 

417-418 

419-420 

Field Title 

Blank 

Special Data Entries 

Combined Federal! 
State Code 

Blank 

608 1994-2 C.B. 

Length 

28 

67 

2 

2 

Description and Remarks 

Enter blanks 

This portion of the "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact the state or local 
revenue departments for filing requirements. If this field is not 
utilized, enter blanks. 

If this payee record is to be forwarded to a state agency as part 
of the Combined Federal!State Filing Program, enter the valid 
state code from Part A, Sec. 16, Table 1. For those payers or 
states not participating in this program or for forms not valid 
for state reporting, enter blanks. 

Enter blanks, or carriage return/line feed (cr/lf) characters. 



PAYEE "B" RECORD-RECORD LAYOUT POSITIONS 322-420 
FORMS 1098, 1099-DIV, 1099-0, 1099-INT, 1099-MISC, 1099-PATR, 1099-R, and 5498 

SPECIAL COMBINED 
BLANK 

BLANK DATA FEDERAL/ 
OR 

ENTRIES STATE 
CR/LF CODE 

322-349 350-416 417-418 419-420 

(2) PAYEE "8" RECORD-RECORD LAYOUT POSITIONS 322-420 FORM 1099-A 

Field 
Position 
322-349 
350-370 

371-376 

377 

378-416 

417-418 
419-420 

BLANK 

322-349 

Field Title 
Blank 
Special Data Entries 

Date of Lender's 
Acquisition or Knowl
edge of Abandonment 

Liability Indicator 

Length 
28 
21 

6 

Description of Property 39 

Blank 2 
Blank 2 

Description and Remarks 
Enter blanks 
This portion of the "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact the state or local 
revenue departments for the filing requirements. If this field is 
not utilized, enter blanks. 
Form 1099-A only. Payers should enter the acquisition date of 
the secured property or the date they first had reason to know 
the property was abandoned, in the format MMDDYY (i.e., 
102294). Do not enter hyphens or slashes. 
Form 1099-A only. Enter the appropriate indicator from the 
table below: 

Indicator 
1 

Usage 
Borrower is personally liable for repayment of the 
debt. 

Blank Borrower is not liable for repayment of the debt. 
Form 1099-A only. Enter a briefdescription of the property. 
For real property, enter the address, or if the address does not 
sufficiently identify the property, enter the section, lot and 
block. For personal property, enter the type, make and model 
(e.g., Car-1992 Buick Regal or office equipment). Enter 
"CCC" for crops forfeited on Commodity Credit Corporation 
loans. If fewer than 39 positions are required, left justify and 
fill unused positions with blanks. 
Enter blanks 
Enter blanks, or carriage return/line feed (cr/lf) characters. 

PAYEE "B" RECORD-RECORD LAYOUT POSITIONS 322-420 FORM 1099-A 

SPECIAL DATE OF BLANK LENDER'S LIABILITY DESCRIPTION 
DATA ACQUISITION INDICATOR OF PROPERTY BLANK OR 

ENTRIES OR ABANDONMENT 
CR/LF 

350-370 371-376 377 378-416 417-418 419-420 

(3) PAYEE "8" RECORD-RECORD LAYOUT POSITION 322-420 FORM 1099-8 

Field 
Position Field Title 
322-349 Blank 
350-359 Special Data Entries 

Length 
28 
29 

Description and Remarks 
Enter blanks 
This portion of the "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact the state or local 
revenue departments for the filing requirements. If this field is 
not utilized, enter blanks. 
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PAYEE "B" RECORD-RECORD LAYOUT POSITIONS 322-420 FORM 1099-B-Continued 

Field 
Position 
360 

361-366 

367-379 

380-418 

Field Title 
Gross Proceeds 
Indicator 

Date of Sale 

CUSIP Number 

Description 

Length 

6 

13 

39 

Description and Remarks 
Form 1099-B only. Enter the appropriate indicator from the 
following table, otherwise, enter blanks. 

Indicator Usage 
1 Gross proceeds 
2 Gross proceeds less commissions and option premi

ums 
Form 1099-B only. For broker transactions, enter the trade 
date of the transaction. For barter exchanges, enter the date 
when cash, property, a credit, or scrip is actually or construc
tively received in the format MMDDYY (e.g., 102194). Enter 
blanks if this is an aggregate transaction. Do not enter hyphens 
or slashes. 
Form 1099-B only. For broker transactions only, enter the 
CUSIP (Committee on Uniform Security Identification Proce
dures) number of the item reported for Amount Code 2 
(stocks, bonds, etc.). Enter blanks if this is an aggregate 
transaction. Enter "0" (zeros) if the number is not available. 
Right justify and fill unused positions with blanks. 
Form 1099-B only. Enter a brief description of the item or 
services for which the proceeds or bartering is being reported. 
If fewer than 39 characters are required, left justify and fill 
unused positions with blanks. For broker transactions, enter a 
brief description of the disposition item (e.g., 100 shares of 
XYZ Corp.). For regulated futures and forward contracts, 
enter "RFC" or other appropriate descriptions and any amount 
subject to backup withholding. For bartering transactions, 
show the services or property provided. 

Note: The amount withheld in these situations is to be included in Amount Code 4. 

419-420 Blank 2 Enter blanks, or carriage return/line feed (cr/lf) characters. 

PAYEE "B" RECORD-RECORD LAYOUT POSITIONS 322-420 FORM 1099-B 

SPECIAL GROSS 
DATE OF CUSIP BLANK 

BLANK DATA PROCEEDS DESCRIPTION OR 
ENTRIES INDICATOR SALE NUMBER CR/LF 

322-349 350-359 360 361-366 367-379 380-418 419-420 

(4) PAYEE "B" RECORD-RECORD LAYOUT POSITIONS 322-420 FORM 1099-C 

Field 
Position Field Title 
322-349 Blank 
350-370 Special Data Entries 

371 376 Date Canceled 

377 Bankruptcy Indicator 

378 416 Debt Description 

610 1994-2 C.B. 

Length 
28 
21 

6 

39 

Description and Remarks 
Enter blanks 
This portion of the "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact the state or local 
revenue departments for filing requirements. If this field is not 
utilized, enter blanks. 
Form 1099-C only. Payers should enter the date when the debt 
was canceled in the format of MMDDYY (i.e., 102294). Do not 
enter hyphens or slashes. 
Form 1099-C only. Enter "1" (one) to indicate the debt was 
discharged in bankruptcy. 

Indicator Usage 
1 Debt was discharged in bankruptcy. 
Blank Debt was not discharged in bankruptcy. 
Form 1099-C only. Enter a description of the origin of debt, 
such as student loan, mortgage, or credit card expenditure. 



PAYEE "B" RECORD-RECORD LAYOUT POSITIONS 322-420 FORM 1099-C-Continued 

Field 
Position 
417-418 
419-420 

BLANK 

322-349 

BLANK 

417-418 

Field Title Length Description and Remarks 
Blank 2 Enter blanks 

2 Enter blanks, or carriage return/line feed (cr/lf). 

PAYEE "B" RECORD-RECORD LAYOUT POSITIONS 322-420 FORM 1099-C 

SPECIAL 
DATA 

ENTRIES 

350-370 

BLANK 
OR 

CR/LF 

419-420 

DATE 
CANCELED 

371-376 

BANKRUPTCY DEBT 
INDICATOR DESCRIPTION 

377 378-416 

(5) PAYEE "B" RECORD-RECORD LAYOUT POSITION 322-420 FORM 1099-010 

Field 
Position 
322-349 
350-377 

378-416 

417-418 

419-420 

BLANK 

322-349 

Field Title Length 
Blank 28 
Special Data Entries 28 

Description 39 

Combined Federal/State 2 
Code 

Blank 2 

Description and Remarks 
Enter blanks 
This portion of the "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact the state or local 
revenue departments for filing requirements. If this field is not 
used, enter blanks. 
Required 1099-010 only. Enter the CUSIP number, if any. If 
there is no CUSIP number, enter the abbreviation for the stock 
exchange and issuer, the coupon rate and year of maturity 
(e.g., NYSE XYZ 12-1/2 95). Show the name of the issuer if 
other than the payer. If fewer than 39 characters are required, 
left justify and fill unused positions with blanks. 
If a payee record is to be forwarded to a state agency as part of 
the Combined Federal/State Filing Program, enter the valid 
state code from Part A, Sec. 16, Table l. For those payers or 
states not participating in this program and for forms not valid 
for state reporting, enter blanks. 
Enter blanks or carriage return/line feed (cr/lf) characters. 

PAYEE "B" RECORD-RECORD LAYOUT POSITIONS 322-420 FORM 1099-010 

SPECIAL COMBINED BLANK 
DATA DESCRIPTION FEDERAL! OR 

ENTRIES STATE CODE CR/LF 

350-377 378-416 417-418 419-420 

(6) PAYEE "B" RECORD-RECORD LAYOUT POSITIONS 322-420 FORM 1099-S 

Field 
Position Field Title 
322-349 Blank 
350-372 Special Data Entries 

Length 
28 
23 

Description and Remarks 
Enter blanks 
This portion of the "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact the state or local 
revenue departments for filing requirements. If this field is not 
utilized, enter blanks. 
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PAYEE "B" RECORD-RECORD LAYOUT POSITIONS 322-420 FORM 1099-S-Continued 

Field 
Position 
373-378 

379-417 

418 

419-420 

Field Title 
Date of Closing 

Address or Legal 
Description 

Property or Services To 
Be Received 

Blank 

Length 
6 

39 

2 

Description and Remarks 
Required Form 1099-S only. Enter the closing date in the 
format MMDDYY (e.g., 102294). Do not enter hyphens or 
slashes. 
Required Form 1099-S only. Enter the address of the property 
transferred (including city, state, and ZIP Code). If the address 
does not sufficiently identify the property, also enter a legal 
description, such as section, lot, and block. For timber royal
ties, enter "TIMBER". If fewer than 39 positions are required, 
left justify and fill unused positions with blanks. 
Required Form 1099-S only. Enter "1" (one) if the transferor 
received or will receive property (other than cash and consider
ation treated as cash in computing gross proceeds) or services 
as part of the consideration for the property transferred. Also 
enter a "1" (one) if the transferor receives property (other than 
cash) or services to satisfy a debt having a stated principal 
amount, otherwise, enter a blank. 
Enter blanks or carriage return/line feed (cr/lf) characters. 

PAYEE "B" RECORD-RECORD LAYOUT POSITIONS 322-420 FORM 1099-S 

SPECIAL ADDRESS PROPERTY BLANK 
BLANK DATA DATE OF OR OR OR 

ENTRIES CLOSING LEGAL SERVICES CR/LF DESCRIPTION RECEIVED 

322-349 350-372 373-378 379-417 418 419-420 

When reporting Form 1099-S, the "B" Record will reflect the seller/transferor information. 

(7) PAYEE "B" RECORD-RECORD LAYOUT POSITIONS 322-420 FORM W-2G 

Field 
Position Field Title 
322-352 Blank 
353-358 Date Won 

359-373 Transaction 

374 378 Race 

379 383 Cashier 

384 388 Window 

389 403 First ID 

404 418 Second ID 

419 420 Blank 

612 1994-2 C.B. 

Length 
31 
6 

15 

5 

5 

5 

15 

15 

2 

Description and Remarks 
Enter blanks 
Required Form W-2G only. Enter the date of the wmmng 
event in the format MMDDYY (e.g., 102294). Do not enter 
hyphens or slashes. This is not the date the money was paid, if 
paid after the date of the race (or game). 
Required Form W-2G only. For state conducted lotteries, enter 
the ticket or other identifying number. For keno, bingo, and 
slot machines, enter the ticket or card number (and color, if 
applicable), machine serial number, or any other information 
that will help identify the winning transaction. All others, enter 
blanks. 
Form W-2G only. If applicable, enter the race (or game) 
relating to the winning ticket. Otherwise, enter blanks. 
Form W-2G only. If applicable, enter the initials of the cashier 
making the winning payment; otherwise, enter blanks. 
Form W -2G only. If applicable, enter the window number or 
location of the person paying the winnings; otherwise, enter 
blanks. 
Form W-2G only. If applicable, enter the first identification 
number of the person receiving the winnings; otherwise, enter 
blanks. 
Form W-2G only. If applicable, enter the second identification 
number of the person receiving the winnings; otherwise, enter 
blanks. 
Enter blanks, or carriage return/line feed (cr /If) characters. 



BLANK 

322-352 

SECOND 
ID 

404-418 

PAYEE "B" RECORD-RECORD LAYOUT POSITIONS 322-420 FORM W-2G 

DATE WON 

353-358 

BLANK 
OR 

CR/LF 

419-420 

TRANSACTION RACE 

359-373 374-378 

CASHIER WINDOW FIRST 
ID 

379-383 384-388 389-403 

SEC. 8. END OF PAYER "C" RECORD-RECORD LAYOUT 

.01 The End of Payer "C" Record is a fixed record length of 420 positions. The control total fields are each 15 
positions in length . 

. 02 The "C" Record consists of the total number of payees and the totals of the payment amount fields filed by a 
given payer and/or a particular type of return. The "C" Record must be written after the last "B" Record for each 
type of return for a given payer. For each "A" Record and group of "B" Records on the file, there must be a 
corresponding "C" Record . 

. 03 In developing the "C" Record, for example, if a payer used Amount Codes 1, 3 and 6 in the "A" Record, the 
totals from the "B" Records will appear in Control Totals 1, 3 and 6 of the"C" Record. In this example, positions 
26-40, 56-85, and 101-145 would be zero filled. Positions 146-420 would be blank filled . 

. 04 Payers/Transmitters should verify the accuracy of the totals since data with missing or incorrect "C" Records 
will be returned for replacement. 

Field 
Position 
1 
2-7 

8-10 

RECORD NAME: END OF PAYER "C" RECORD 

Field Title Length 
Record Type 1 
Number of Payees 6 

Blank 3 

Description and Remarks 
Required. Enter "C" 
Required. Enter the total number of "B" Records covered by 
the preceding "A" Record. Right justify and zero fill. 
Enter blanks 

Required. Accumulate totals of any payment amount fields in the "B" Record into the appropriate control total 
fields of the"C" Record. Control totals must be right-justified and unused control total fields zero-filled. All control 
total fields are 15 positions in length. 
11-25 

26-40 

41-55 

56-70 

71-85 

86-100 

101-115 

116-130 

131-145 

146-420 

Control 
Total 1 
Control 
Total 2 
Control 
Total 3 
Control 
Total 4 
Control 
Total 5 
Control 
Total 6 
Control 
Total 7 
Control 
Total 8 
Control 
Total 9 

Blank 

15 

15 

15 

15 

15 

15 

15 

15 

15 

275 Enter blanks. Filers may enter carriage return/line feed (cr/lf) 
characters in positions 419-420. 

1994-2 C.B. 613 



END OF PAYER "C" RECORD-RECORD LAYOUT 

RECORD NUMBER OF BLANK 
CONTROL CONTROL CONTROL 

TYPE PAYEES TOTAL 1 TOTAL 2 TOTAL 3 

2-7 8-10 11-25 26-40 41-55 

CONTROL CONTROL CONTROL CONTROL CONTROL CONTROL * 
TOTAL 4 TOTAL 5 TOTAL 6 TOTAL 7 TOTAL 8 9 BLANK 

56-70 71-85 86-100 101-115 116-130 131-145 146-420 

*Positions 419-420 may be used for carriage return/line feed characters. 

SEC. 9. STATE TOTALS "K" RECORD-RECORD LAYOUT 

.01 The state totals "K" record is a fixed record length of 420 positions. The control total fields are each 15 
positions in length . 

. 02 The "K" Record is a summary for a given payer and a given state in the Combined Federal!State Filing 
Program, used only when state reporting approval has been granted . 

. 03 The "K" Record will contain the total number of payees and the totals of the payment amount fields filed by a 
given payer for a given state. The "K" Record(s) must be written after the "C" Record for the related "A" Record . 

. 04 In developing the "K" Record, for example, if a payer used Amount Codes 1, 3, and 6 in the "A" Record, the 
totals from the "B" Records coded for this state will appear in Control Totals 1, 3, and 6 of the "K" Record . 

. 05 There must be a separate "K" Record for each state being reported . 

. 06 Refer to Part A, Sec. 16 for the requirements and conditions that must be met to file via this program. 

RECORD NAME: STATE TOTALS "K" RECORD 

Field 
Position Field Title 
1 Record Type 
2-7 Number of Payees 

8-10 Blank 

Length 
1 
6 

3 

Description and Remarks 
Required. Enter "K" 
Required. Enter the total number of "B" Records being coded 
for this state. Right justify and zero fill. 
Enter blanks 

Required. Accumulate totals of any payment amount fields in the "B" Records for each state being reported, into 
the appropriate control total fields of the appropriate "K" Record. Control totals must be right-justified, and unused 
control total fields zero-filled. All control total fields are 15 positions in length. 

11-25 Control 15 
Total 1 

26-40 Control 15 
Total 2 

41-55 Control 15 
Total 3 

56-70 Control 15 
Total 4 

71-85 Control 15 
Total 5 

86-100 Control 15 
Total 6 

101-115 Control 15 
Total 7 

116-130 Control 15 
Total 8 

131-145 Control 15 
Total 9 

146 416 Blank 271 
417 418 Combined Federal! 2 

State Code 
419 420 Blank 2 
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Reserved for IRS use. Enter blanks. 
Required. Enter the code assigned to the state which is to 
receive the information. (Refer to Part A, Sec. 16 Table 1.) 

Enter blanks or carriage return/line feed (cr/lf) characters. 



STATE TOTALS "K" RECORD-RECORD LAYOUT 

RECORD NUMBER OF 
BLANK CONTROL CONTROL CONTROL 

TYPE PAYEES TOTAL 1 TOTAL 2 TOTAL 3 

2-7 8-10 11-25 26-40 41-55 

CONTROL CONTROL CONTROL CONTROL CONTROL CONTROL 
TOTAL 4 TOTAL 5 TOTAL 6 TOTAL 7 TOTAL 8 9 

56-70 71-85 86-100 101-115 116-130 131-145 

COMBINED BLANK 
BLANK FEDERAL! OR 

STATE CODE CR/LF 

146-416 417-418 419-420 

SEC. 10. END OF TRANSMISSION "F" RECORD-RECORD LAYOUT 

.01 The end of transmission "F" record is a fixed record length of 420 positions. The "F" Record is a summary of 
the number of payers in the entire file. . 

.02 This record should be written after the last "C" Record (or last "K" Record, when applicable) of the entire file. 

RECORD NAME: END OF TRANSMISSION "F" RECORD 
Field 
Position Field Title 
1 Record Type 
2-5 Number of "A" 

Records 

6-30 Zero 
31-420 Blank 

Length 
1 

4 

25 
390 

Description and Remarks 
Required. Enter "F" 

Enter the total number of Payer "A" Records in the entire file 
(right justify and zero fill) or enter all zeros. 
Enter zeros 
Enter blanks. Filers may enter carriage return/line feed (cr/lf) 
characters in positions 419-420. 

END OF TRANSMISSION "F" RECORD-RECORD LAYOUT 

RECORD 
NUMBER OF * 

TYPE "A" ZEROS BLANK 
RECORDS 

2-5 6-30 31-420 

*Positions 419-420 may be used for carriage return/line feed characters. 
----------------------------------------------------------

PART C. BISYNCHRONOUS 
(MAINFRAME) ELECTRONIC 
FILING SPECIFICATIONS 

SEC. 1. GENERAL 

.01 Bisynchronous electronic filing 
of Forms 1098, 1099, 5498, and 
W-2G information returns is offered 
as an alternative to magnetic media 
(tape, tape cartridge, or diskette) or 
paper filing, but is not a requirement. 
This method uses IBM 3780 commu
nications protocols and is used pri
marily by mainframe filers. Electronic 
filing will fulfill the magnetic media 
requirements for those payers who 

are required to file magnetically. It 
may also be used by payers who are 
under the filing threshold require
ment. 

.02 The electronic filing of infor
mation returns is not affiliated with 
the Form 1040 electronic filing pro
gram. These two programs are totally 
independent, and separate approval 
to participate in each of them must 
be obtained. All inquiries concerning 
the electronic filing of information 
returns should be directed to 
IRS/MCC. IRS/MCC personnel can
not answer questions or assist taxpay
ers in the filing of Form 1040 tax 
returns. Filers with questions of this 

nature will be directed to the Taxpay
er Service toll-free number (1-800-
829-1040) for assistance. 

.03 Filers participating in the elec
tronic filing program for information 
returns will submit their returns to 
IRS/MCC by way of modems, and 
not through magnetic media or paper 
filing. 

.04 If a request for extension is 
approved, transmitters who file elec
tronically will be granted an extension 
of 30 days to file. Part A, Sec. 11 
explains procedures for requesting ex
tensions of time. Filers are encour
aged to file their data as soon as 
possible. 
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.05 The formats of the "A," "B," 
"C " "K " and "F" Records are the 
sa~e for' electronically filed records 
as they are for 51/4- and 3112-inch 
diskettes, tapes and tape cartridges. 
For electronically filed documents, 
each transmission is considered a sep
arate file; therefore, each transmis
sion must have an End of Transmis
sion (EOT) "F" Record. 

SEC. 2. ELECTRONIC FILING 
APPROVAL PROCEDURE 

.01 Filers must obtain, or already 
have, a Transmitter Control Code 
(TCC) assigned to them prior to sub
mitting their files electronically. Refer 
to Part A, Sec. 7 for information on 
how to obtain a TCe. 

. 02 Filers using bisynchronous pro
tocols must obtain an IRS/MCC
assigned password prior to submitting 
test or actual data files. To obtain a 
password, the following steps must be 
taken: 

(a) Bisynchronous filers who al
ready have a TCC must submit either 
Form 4419 or a letter to indicate that 
they wish to file information returns 
electronically. Another TCC will not 
be assigned. If a letter is submitted, it 
must contain the following: 

1) Name and address of transmit
ter. 

2) Transmitter Control Code. 
3) Name and phone number of a 

contact person within the filer's or
ganization to whom a password will 
be assigned. 

(b) Within 30 days of receiving the 
application or letter, IRS/MCC will 
send Form 6086, Time Sharing Oper
ation (TSO) Password Assignment, to 
the filer which will contain the pass
word to be used for electronic sub
missions. 

(c) Upon receipt of Form 6086, the 
user (person who will actually trans
mit the data) will separate the 
acknowledgement from the password. 
Both the user and the user's manager 
must sign the acknowledgement and 
mail to: 

Chief, Security and Disclosure 
Branch 

IRS, Martinsburg Computing Cen-
ter 

P.O. Box 1208 
Martinsburg, WV 25401 
(d) The users or filers should retain 

a copy of the signed acknowledge
ment for their records. It is the filer's 
responsibility to ensure that the 
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password is not compromised. Access 
to IRS/MCC computers will not be 
allowed without a valid password. 
After a password is received and the 
acknowledgement returned, the filer 
may submit a data file. 

(e) For security reasons, all bisyn
chronous passwords will expire peri
odically, and a new password will 
automatically be assigned. If filers 
have any questions relating to the 
security procedures, and/or they need 
to report their password has been 
compromised, they must contact 
IRS/MCC as soon as possible at: 

IRS/MCC 
Information Returns Branch 
P. O. Box 1359 
Martinsburg, WV 25401 

or by calling 1-(304)-263-8700. 
.03 It is the user's responsibility to 

remember the password and not allow 
the password to be compromised. 

SEC. 3. TEST FILES 

.01 Filers are not required to 
submit a test file. The purpose of test 
files is to resolve any data or commu
nication problems prior to the filing 
season. If a filer wishes to submit an 
electronic test file for Tax Year 1994, 
it must be submitted to IRS/MCC 
November 1, 1994, through December 
31, 1994. 

.02 If a filer encounters problems 
while transmitting electronic test files, 
IRS/MCC should be contacted for 
assistance. 

.03 A password must be obtained 
before submitting an electronic test 
file. 

.04 Bisynchronous electronic test 
files will be processed and filers will 
be notified as to the acceptability of 
their data within 10 workdays of the 
date the data is received by 
IRS/MCC. 

SEC. 4. ELECTRONIC 
SUBMISSIONS 

.01 Electronically filed information 
may be submitted to IRS/MCC 24 
hours a day, 7 days a week. Technical 
assistance will be available Monday 
through Friday between 8:30 a.m. 
and 4:30 p.m. Eastern Time by call
ing (304) 263-8700. 

.02 Lengthy transmissions are not 
encouraged since the transmission 
may be interrupted by line noise 
problems. 

SEC. 5. TRANSMITTAL 
REQUIREMENTS 

.01 All data submitted electronical
ly is verified by transmittal Form 
4804. The transmitter must send the 
signed Form 4804 the same day the 
transmission is made. No return is 
considered filed until a Form 4804 is 
received by IRS/MCe. 

.02 Form 4804 can be ordered by 
calling the IRS toll free forms and 
publications order number 1-800-
TAX-FORM (1-800-829-3676) or it 
may be computer-generated. If a filer 
chooses to computer-generate Form 
4804, all of the information contained 
on the original form, including the 
affidavit, must also be contained on 
the computer-generated form . 

.03 The filer whose TCC is used in 
the "A" Record is responsible for 
submitting the transmittal Form 4804. 

.04 Forms 4804 may be mailed to 
the following addresses: 

If by Postal Service: 
IRS-Martinsburg Computing Cen

ter 
ATTN: Electronic Filing Coordina

tor 
P.O. Box 1359 
Martinsburg, WV 25401-1359 

If by truck or air freight: 
IRS-Martinsburg Computing Cen

ter 
ATTN: Electronic Filing Coordina-

tor 
Route 9 and Needy Road 
Martinsburg, WV 25401 

.05 Form 4804 submitted for elec
tronically filed information returns 
may be faxed to IRS/MCC at the 
following number: (304) 264-5196. 
Faxed transmittals will allow 
IRS/MCC to begin processing the file 
immediately; however, a filer must 
still send the actual signed Form 4804 
the same day as the electronic trans
mission. 

SEC. 6. IBM 3780 
BISYNCHRONOUS 
COMMUNICATION 
SPECIFICATIONS 

.01 Transmissions using IBM 3780 
bisynchronous protocols must be in 
EBCDIC character code. Modems 
must be compatible with either Bell 
208B for 4800 bps transmissions, or 
AT&T 2296A for 9600 bps transmis
sions. Both modems are dial-up type 
modems using the Public Switched 



Telephone Network. IBM 3780 data 
compression is acceptable for any 
bisynchronous transmission. Records 
may be blocked up to 4096 bytes with 
INTER RECORD SEPARATORS. 

.02 IRS/MCC will accept informa
tion returns filed electronically over 
switched telecommunications network 
circuits. For 4800 bps, the circuit will 
be (304) 267-0807. For 9600 bps, the 
circuit will be (304) 267-9572. Both 
circuits are equipped for bisynchro
nous transmission using the IBM 3780 
protocol. 

.03 The 4800 bps line terminates at 
a Bell 208B modem. The Bell 208B 
modem uses phase-shift keying and 
eight-phase modulation to transmit 
binary serial data signals over the 
telephone line in half-duplex mode. 
The following options have been se
lected: 

- Transmit Level set to -4 dBm 
-Compromise Equalizer in (4-dB 

Slope) 
-DSR off in Analog Loop Mode 

Field 
Position 
1-20 

21-420 

Field Title 
$$REQUEST Identifier 
Record 

Blank 

-Automatic Answer 
-Transmitter Internally Timed 
-RS-CS Interval of 50 ms 
.04 The 9600 bps line terminates at 

an AT&T Dataphone II 2296A mo
dem. The AT&T 2296A modem is a 
full-duplex, CCITT V.32 compatible 
unit which operates at 9600 bps or 
4800 bps (fallback). The following 
options have been selected: 

-Receiver Responds to Remote 
Loopback 

-Loss-of-Carrier Disconnect 
-Received-Space Disconnect 
-Send-Space Disconnect 
-Automatic Answer 
-Answer on Ring 1 
-DTR Interlock 
-Retrain Enable 
- Internal Timing 
-CTS Controlled by R TS 
-0 - 1 ms RTS to CTS Delay 
-CTS Dependent on Carrier 
-RR Indicates Carrier 
-9600 Trellis Coding 

RECORD NAME: $$REQUEST 

Length Description and Remarks 

-4800 bps Fallback 
-4 dB Compromise Equalization 

SEC. 7. BISYNCHRONOUS 
ELECTRONIC FILING RECORD 
SPECIFICATIONS 

.01 For bisynchronous filing there 
are two additional identifier records 
which must be used to transmit data. 
These records are 420 positions in 
length and are the first ($$RE
QUEST) and second ($$ADD) 
records sent in an electronic transmis
sion. The purpose of these records is 
to provide the password and identity 
of the transmitter. The $$REQUEST, 
$$ADD and the data file should be 
transmitted as one file. In some cases, 
filers have attempted to send the 
$$REQUEST and $$ADD as separate 
files. Doing this will result in a failed 
transmission. 

.02 With the exception of these 
additional records, the file format for 
electronic filing is the same as for 
magnetic media filing. The format of 
each of these records is as follows: 

20 Enter the following characters: $$REQUEST 
ID = AZMSGFILE 

400 Blank 

ELECTRONIC FILING IDENTIFIER $$REQUEST RECORD-RECORD LAYOUT 

$$REQUEST 
IDENTIFIER 

RECORD 

1-20 

BLANK 

21-420 

.03 Upon making contact with IRS/MCC and furnishing a valid password in the $$ADD identifier record, a data 
transmission session will commence. The transmission will continue until an End of Transmission (EOT) "F" record is 
received. At the end of each transmission, the following message should be received electronically by the filer: "DATA 
RECEIVED AT MCC" and the line will be disconnected. If this message is not received, there was a problem with the 
submission, and the filer should contact IRS/MCC immediately . 

. 04 Upon receiving a data file and transmittal Form 4804, IRS/MCC will release the data for further processing. If 
the media cannot be processed, the filer will be notified by either letter or telephone that the data must be 
retransmitted. This file name, if necessary, will be provided by IRS/MCC and is to be placed in positions 45-51 of the 
$$ADD record when the file is retransmitted. 

Field 
Position 
1-9 

10-17 

18 

Field Title 
$$ADD Identifier 
Record 
Password 

Blank 

RECORD NAME: $$ADD 

Length 
9 

8 

Description and Remarks 
Enter the following characters: $$ADD ID-

Enter the password assigned by IRS/MCC. For information 
concerning the password, see Part C, Sec. 2. 
Enter a blank. 
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Field 
Position Field Title 
19-26 BATCHID 
27 Quote 
28-43 Transmitter Name 

44 Type of File Indicator 

RECORD NAME: $$ADD-Continued 

Length 
8 
1 
16 

Description and Remarks 
Enter the following characters: BATCHID = 
Enter a single quote ('). 
Enter the transmitter's name. This name should remain consis
tent in all transmissions. If the transmitter's name exceeds 16 
positions, truncate the name. 
Enter the Type of File Indicator from the list below: 
o = Original filing 
T=Test File 
C = Correction file 
R = Replacement file 

45-51 Replacement File Name 7 Use this field only if this is a replacement file. Enter the 
replacement file name which IRS/MCC has assigned to this 
file. This file name will be provided to the filer in the letter 
notifying them that a replacement file is necessary. If contact is 
made by telephone, the replacement file name will be given to 
the filer by IRS/MCC at that time. For other than replacement 
files, this field will contain blanks. 

52 Quote 1 Enter a single quote ('). 
53-420 Blanks 368 Enter blanks. 

ELECTRONIC FILING IDENTIFIER $$ADD RECORD-RECORD LAYOUT 

$$ADD 
IDENTIFIER PASSWORD 

RECORD 

1-9 10-17 

TYPE OF 
REPLACEMENT FILE FILE NAME INDICATOR 

44 45-51 

PART D. ASYNCHRONOUS 
(IRP-BBS) ELECTRONIC FILING 
SPECIFICATIONS 

SEC. 1. GENERAL 

. 01 Asynchronous electronic filing 
of Forms 1098, 1099, 5498, and 
W-2G, (originals, corrections, and re
placements of information returns) is 
offered as an alternative to magnetic 
media (tape, tape cartridge, or dis
kette) or paper filing, but is not a 
requirement. Electronic filing using 
the Information Reporting Program 
Bulletin Board System (lRP-BBS) 
will fulfill the magnetic media re
quirements for those filers who are 
required to file magnetically. It may 
also be used by those payers who are 
under the filing threshold require
ment, but would prefer to file their 
information returns this way. If the 
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BLANK BATCHID 

18 19-26 

QUOTE BLANKS 

52 53-420 

original file was sent magnetically, 
but was returned for replacement, the 
replacement may be transmitted elec
tronically. Also, if the original file 
was submitted via magnetic media, 
any corrections may be transmitted 
electronically. 

.02 The electronic filing of infor
mation returns is not affiliated with 
the Form 1040 electronic filing pro
gram. These two programs are totally 
independent, and filers must obtain 
separate approval to participate in 
each of them. All inquiries concern
ing the electronic filing of informa
tion returns should be directed to 
IRS/MCC. IRS/MCC personnel can
not answer questions or assist taxpay
ers in the filing of Form 1040 tax 
returns. Filers with questions of this 
nature will be directed to the Taxpay
er Service toll-free number (I-800-
829-1040) for assistance. 

TRANSMITTER QUOTE NAME 

27 28-43 

.03 Filers participating in the elec
tronic filing program for information 
returns will submit their returns to 
IRS/MCC by way of modems and 
not through magnetic media or paper 
filing . 

.04 If a request for extension is 
approved, transmitters who file elec
tronically will be granted an extension 
of 30 days to file. Part A, Sec. 11 
explains procedures for requesting ex
tensions of time. Filers are encour
aged to file their data as soon as 
possible. 

.05 The formats of the "A," "B," 
"C," "K," and "F" Records are the 
same for electronically filed records 
as they are for 5114- and 3112-inch 
diskettes, tapes, and tape cartridges. 
For electronically filed documents, 
each transmission is considered a sep
arate file. Do not use the 8-incb 
diskette format for electronic filing. 



SEC. 2. ELECTRONIC FILING 
APPROVAL PROCEDURE 

.01 Filers must obtain, or already 
have, a Transmitter Control Code 
(TCC) assigned to them prior to sub
mitting their files electronically. (Fil
ers who currently have a TCC for 
magnetic filing do not have to request 
a second TCC for electronic filing.) 
Refer to Part A, Sec. 7 for informa
tion on how to obtain a TCC. 

.02 Once a TCC is obtained, filers 
using IRP-BBS assign their own pass
words and do not need special ap
proval. 

.03 With all passwords, it is the 
user's responsibility to remember the 
password and not allow the password 
to be compromised. However, if filers 
do forget their password, call (304) 
263-8700 for assistance. Note: Pass
words on the IRP-BBS are case sensi
tive. 

SEC. 3. TEST FILES 

.01 Filers are not required to sub
mit a test file; however, the submis
sion of a test file is encouraged for 
first time electronic filers in order to 
resolve any data or communication 
problems prior to the filing season. If 
filers wish to submit an electronic test 
file for Tax Year 1994, it must be 
submitted to IRS/MCC November 1, 
1994, through December 31, 1994. 

.02 If problems are encountered 

Transmission 
Speed in bps 

2400 

9600 

19200 

The actual transmission rates will 
vary depending on the protocol that 
is used (normally XMODEM-IK and 
ZMODEM are faster). 

.05 Files submitted to IRP-BBS 
must have a unique filename; there
fore, the IRP-BBS will build the 
filename that must be used. The 
name will consist of the filer's TCC, 
submission type (T = Test, P = Pro
duction, C = Correction, and 
R = Replacement) and a sequence 
number. Filers may call the file 
anything they choose on their end. 
The sequence number will be incre-

while transmitting the electronic test 
file, contact IRS/MCC for assistance. 

. 03 Filers can verify the status of 
their transmitted test data by dialing 
the IRP-BBS. This information will 
be available within two workdays af
ter their transmission is received by 
IRS/MCC. 

.04 A test file is required from 
filers who want approval for the 
Combined Federal/State Filing Pro
gram. See Part A, Sec. 16 for further 
details. 

SEC. 4. ELECTRONIC 
SUBMISSIONS 

.01 Electrqnically filed information 
may be submitted to IRS/MCC 24 
hours a day, 7 days a week. Technical 
assistance will be available Monday 
through Friday between 8:30 a.m. 
and 4:30 p.m. Eastern Time by call
ing (304) 263-8700. 

.02 Filers may submit as many 
documents as they choose electroni
cally. Filers are allowed 240 minutes a 
day; however, more time may be 
requested if needed. It may be advan
tageous to break down large files 
(files in excess of several hours of 
transmission time) into several smaller 
files. For example, if large files con
tain several types of returns or pay
ers, transmit each return or payer as 
a separate file. As a result, if only 

500 Records 2500 Records 

one of the files is incorrect, a replace
ment would be needed for only the 
incorrect file . 

.03 Do not transmit data using 
IRP-BBS January 1 through January 
8. This will allow time for the 
IRP-BBS to be updated to reflect 
current year changes. 

.04 Data compression is encour
aged when submitting information re
turns by way of the IRP-BBS. MCC 
has the ability to decompress files 
created using several popular software 
compression programs such as ARC, 
COMPRESS, LHARC, and PKZIP. 
Software data compression can be 
done alone or in conjunction with 
V.42bis hardware compression. 
Transmission time can be reduced by 
as much as 80 percent when data 
compression is used; therefore, it is 
highly recommended. 

The time required to transmit in
formation returns electronically will 
vary depending on the modem speed 
and the type of data compression 
used, if any. However, transmissions 
to IRP-BBS will be significantly fast
er than electronic filing to the main
frame. The time required to transmit 
a file can be reduced by more than 
800/0 by using software compression 
and hardware compression. 

The following are actual transmis
sion rates achieved in test uploads at 
MCC using compressed files (PKZIP) 
and the xmodem protocol: 

10000 Records 

2 min 55 sec 10 min 25 sec 55 min 10 sec 

1 min 5 sec 4 min 35 sec 21 min 20 sec 

2 min 41 sec 2 min 51 sec 13 min 23 sec 

mented every time they send, or at
tempt to send, a file. Record the 
upload date, time, and filename. This 
information will be needed by MCC 
in order to identify the file if assist
ance is required and to complete 
Form 4804. 

SEC. 5. TRANSMITTAL 
REQUIREMENTS 

.01 All data submitted electronical
ly is verified against information pro
vided on the Form 4804. The trans
mitter must send the signed Form 
4804 the same day the electronic 

transmission is made. No return is 
considered filed until a Form 4804 is 
received by IRS/MCC. 

.02 Form 4804 can be ordered by 
calling the IRS toll-free forms and 
publication order number 1-800-TAX
FORM, (1-800-829-3676) downloaded 
from the IRP-BBS, or it may be 
computer generated. A copy of the 
form is also available in the back of 
this publication. If a filer chooses to 
computer-generate Form 4804, all of 
the information contained on the 
original form, including the affidavit, 
must also be contained on the 
computer-generated form. 
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.03 The filer whose TCC is used in 
the "A" Record is responsible for 
submitting the transmittal Form 4804. 

.04 Forms 4804 may be mailed to 
the following addresses: 

If by Postal Service: 
IRS-Martinsburg Computing Center 
A TIN: Electronic Filing Coordinator 
P.O. Box 1359 
Martinsburg, WV 25401-1359 

If by truck or air freight: 
IRS-Martinsburg Computing Center 
ATTN: Electronic Filing Coordinator 
Route 9 and Needy Road 
Martinsburg, WV 25401 

. 05 Form 4804 submitted for 
electronically-filed information re
turns may be faxed to IRS/MCC at 
the following number: (304) 264-5196. 
Faxed transmittals will allow 
IRS/MCC to begin processing the file 
immediately; however, filers must still 
send the actual signed Form 4804 the 
same day as the electronic transmis
sion. 

Note: If a filer is required to submit a 
large volume of Forms 4804/4802, 
please mail in lieu of faxing. 

SEC. 6. INFORMATION 
REPORTING PROGRAM BULLETIN 
BOARD SYSTEM (lRP-BBS) 
SPECIFICATIONS 

.01 The IRP-BBS is an electronic 
bulletin board system available to fil
ers of information returns. In addi
tion to filing information returns elec-

tronically, the IRP-BBS provides 
other capabilities. Some of the advan
tages of IRP-BBS are as follows: 

(1) Notification within two work
days as to the acceptability of the 
data transmitted. 

(2) Immediate access to the latest 
changes and updates that affect the 
Information Reporting Program at 
IRS/MCC (program, legislative, etc.). 

(3) Access to publications such as 
the Publication 1220 as soon as they 
are available. 

(4) Capability to communicate with 
IRS/MCC personnel. 

(5) Ability to retrieve information 
and files applicable to the IRP-BBS . 

.02 The IRP-BBS is available for 
public use and accessible using vari
ous personal computer communica
tions equipment; however, electronic 
submission of information returns is 
limited to holders of valid TCCs. A 
TCC is not needed to access those 
portions of the IRP-BBS that contain 
forms and publications or to leave 
questions or messages for IRS/MCC 
personnel. 

.03 Filers using IRP-BBS can de
termine the acceptability of files sub
mitted by checking the file status area 
of the bulletin board. These reports 
are not immediately available but will 
be available within two workdays of 
successful processing of the file. 

.04 Contact the IRP-BBS by dial
ing (304) 263-2749. The communica
tion software settings for IRP-BBS 
are: 

-No parity 
-Eight data bits 
-One stop bit 
-Full duplex 

The communication software should 
be set up to use the fastest speed 
allowed by the filer's modem. 

.05 Due to the large number of 
communication products available, it 
is impossible to provide specific infor
mation on a particular software pack
age or hardware configuration. Filers 
should contact their software or hard
ware supplier for assistance. 

.06 IRP-BBS software provides a 
menu-driven environment allowing 
access to different parts of IRP-BBS. 
Whenever possible, IRS/MCC per
sonnel will provide assistance in re
solving any communication problems 
with IRP-BBS. 

.07 IRP-BBS can be accessed at 
speeds from 300 to 14,400 bps. The 
speed is automatically negotiated for 
connection at the speed of the calling 
modem. The communication stan
dards supported include Bell 212A, 
V.22bis, V.32, and V.32bis. Point-to
point error control is supported using 
the V.42 CCITT standard or MNP 
2-4. Data compression is supported 
using V.42bis CCITT standard or 
MNP5. 

SEC. 7. IRP-BBS FIRST LOGON 
PROCEDURES 

.01 The following information will 
be requested to set up the filer's user 
profile when logging onto the 
IRP-BBS for the first time. 

(A) # Chars per line on screen (1O-132)? (Most computers have 80 character screen display) 
(B) Enter the letter, that corresponds to the filer's terminal, from the following: 

(A) IBM PC 
(D) ADM-3 
(G) TRS-80 
(1) VT-lOO 

(B) IBM w/ ANSI 
(E) HI9/Z19/H89 
(H) Vidtex 
(CR) if none of the above 

(C) Atari 
(F) Televid 925 
(I) VT-52 

Most PCs, clones, etc., will select the IBM PC emulation. Machines with color, CGA, EGA, or VGA should select 
IBM w/ANSI. 

(C) Upper/lower case, line feed needed, 0 (zero) nulls after each (CR), do you wish to modify this? (Most users 
answer no) 

(D) Do you wish to have a pause after each display page (Y /N)? (Most users answer yes) 
(E) How many lines per display page (10-80)? (Most computers have a 24 line screen display) 

PROBLEM 

File does not upload/download 
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COMMON USER PROBLEMS 

PROBABLE CA USE 

Not starting communication when 
prompted by 'Awaiting Start 
Signal' 

SOLUTION 

Start upload/download on filers end 



PROBLEM 

All files not processed 

Replacement needed 

Cannot determine file status 

Transfer aborts before it starts 

Loss of carrier during session 

Unreadable screens after selecting 
"IBM w/ ANSI" 

PROBLEM 

IRS cannot complete final 
processing of data 

IRS cannot determine which file is 
being replaced 

IRS cannot determine the type of 
file being sent 

Incorrect file not replaced within 45 
days 

Duplicate data 

PART E. SINGLE DENSITY 
DISKETTE SPECIFICATIONS 

SEC.!. GENERAL 

. 01 The specifications contained in 
this part of the revenue procedure 
define the required format and con
tents of the records to be included in 
a single density diskette file and must 
be strictly adhered to unless devia
tions have been specifically granted 
by IRS. 

. 02 IRS is considering eliminating 
8-inch diskettes as an acceptable type 
of media in the future. 

.03 To be compatible, a single den
sity diskette file must meet the fol
lowing specifications in total: 

(a) 8-inches in diameter. 
(b) Recorded in EBCDIC. 
(c) Contain 77 tracks of which: 
(1) Track 0 is the index track (the 

operating system reserves track 0 for 
the directory information and writes 

PROBABLE CA USE 

Compressing several files into one 
filename 

Original data incorrect 

Not dialing back thru IRP-BBS 
to check status of the file 

Transfer protocol mismatched 

Incorrect modem settings on 
user's end 

ANSI.SYS driver not loaded in 
the user's PC 

IRS ENCOUNTERED PROBLEMS 

PROBABLE CA USE 

User did not mail the Form 4804 

User did not indicate which file is 
being replaced 

User incorrectly indicated T, P, 
C, or R for the type of file 

User did not dial back thru 
IRP-BBS to check the status of 
file 

Transmitter sends corrections for 
entire file 

the file name and location in the 
directory; data cannot be written in 
track 0). 

(2) Tracks 1 through 73 are data 
tracks. 

(3) Track 74 is unused . 
(4) Tracks 75 and 76 are alternate 

data tracks. 
(d) Each Track must contain 26 

sectors. 
(e) Each Sector must contain 128 

bytes. 
(f) Data must be recorded on only 

one side of the diskette . 
(g) IRS can process single sided, 

single density, soft sectored diskettes 
as well as double sided, double densi
ty, soft sectored diskettes. Part E 
provides specifications for double 
density diskettes which have sectors 
of 256 bytes. 

(h) An IBM 5360 compatible dis
kette would meet the above specifica
tions. 

(i) Hard sectored diskettes are not 
compatible. 

SOLUTION 

Compress only one file for every 
filename 

Replacement must be submitted 
within 45 days of original 
transmission 

Within 24 to 48 hours after sending 
a file, check under (f)ile status for 
notification of acceptability 

Ensure protocols match on both the 
sending and receiving ends 

Reference your modem manual 
about increasing the value of the 
S 1 0 register 

Consult your DOS manual about 
installing ANSI.SYS 

SOLUTION 

Mail completed Form 4804 the same 
day as the electronic transmission 

Must enter the filename that is being 
replaced under the replacement 
option 

When prompted, enter the correct 
type of file for data being sent 

Within two workdays check under 
(f)ile status for notification of 
acceptability 

Only submit corrections for 
incorrect records 

U) A diskette should be clearly 
marked as to type of data (single 
sided/single density), and the entire 
file should consist of all single sided/ 
single density diskettes. 

.04 Exchange files are created 
through the Transfer command and 
Copyfile files are created through the 
Copy command. In order to do this, 
initialize the diskettes using the FOR
MAT parameter in the INIT proce
dure. IRS/MCC encourages filers to 
use blank or currently formatted dis
kettes when preparing files. If extra
neous data follows the end of file 
"F" Record, the file must be re
turned for replacement. 

.05 Form 5064, Media Label, must 
be affixed to each diskette submitted 
for processing. 

SEC. 2. DISKETTE HEADER LABEL 

The following header label format 
applies to both single and double 
density diskettes. 
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The header label on the diskette 
must be located in track 0, sector 8 
and must be formatted as shown in 

the following layout. IRS/MCC does 
not require this information. If the 
file will consist of multiple diskettes, 

the Multi-Volume indicator (pos. 45) 
in the diskette header label must con
tain a "C." 

DAT A SET (FILE) 

HDRI BLANK 
NAME (FOR BLANK SECTOR 

BLANK 
BEGINNING 

(a) (b) TRANSMITTER'S (b) LENGTH 
(b) 

OF DATA 
USE) (d) (e) 

(c) 

1-4 5 6-13 14-22 23-27 28 29-33 

BLANK 
END OF 

BLANK BYPASS DATA SET WRITE 

(b) DATA (b) DATA SET ACCESSIBILITY PROJECT BLANK (j) 
(f) (g) (h) (i) 

34 35-39 40 41 42 43 44 

EXPIRATIOr-MULTI- SEQUENCE VERIFY 
VOLUME NUMBER BLANK DATE 

MARK BLANK 

(k) (1) 

45 46-47 

NEXT A V AILABLE 
DATA 

POSITION 
(p) 

75-79 

(b) 

48-66 

(a) Header I-Positions through 
4; enter HDRI. 

(b) Unused-Any field marked 
blank is unused and should contain 
only blanks. 

(c) Data Set (File) Name-Posi
tions 6 through 13; use this field to 
identify the data set. The Data Set 
Name must begin with an alphabetic 
character. This name should be the 
same for every diskette in a file. 

(d) Sector Length-Positions 23 
through 27; enter the sector length 
128 in positions 25-27 and fill posi
tions 23 and 24 with zeros. 

(e) Beginning of Data-Positions 
29 through 33; enter the five-digit 
address designated for the first record 
of this data set, xxOyy (xx = track 
number, yy = sector number). For ex
ample, if the first record is in track 
01, sector 02, enter 01002. 

(f) End of Data-Positions 35 
through 39; enter the five-digit ad
dress of the last position of the dis
kette reserved for this data set. For 
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YYMMDD (n) (m) 

67-72 73 

example, to reserve the entire diskette 
for a data set, enter 73026. 

(g) Bypass Data Set-Position 41; 
this field not accessed by IRS; any 
character is acceptable. 

(h) Data Set Accessibility-Posi
tion 42; this field not accessed by 
IRS; any character is acceptable. 

(i) Write Protect-Position 43; this 
field defines the protected status of 
the associated data set. P = read 
only; blank = read/write. With P in 
this position, a filer can only select 
the Update (U) mode. 

(j) Position 44 is blank for Single 
Sided/Single Density diskettes. 

(k) Multi-Volume-Position 45; 
this field indicates whether a complete 
data set is on a diskette. Blank = 
data set complete; C = data set 
continued on another diskette; L = 
last diskette of a multi-diskette data 
set. 

(1) Sequence Number-For Copy
file files only. Sequentially ascending 

(b) 

74 

numbers must be entered in every 
diskette header label. 

(m) Expiration Date-Positions 67 
through 72; may be used to contain 
the date that the data set expires, 
YYMMDD (YY=year, MM=month, 
DD = day). This field is not accessed 
by IRS; any characters are accept
able. 

(n) Verify Mark-Position 73; this 
field is used to indicate the data set 
was verified. If verified enter V, if 
not enter a blank. 

(0) Next Available Data Position
Positions 75-79. Enter the address of 
the next available position after End 
of Data (f). In positions 75 and 76 
enter the track number, in position 77 
enter a "0" (zero), and in positions 
77-78 enter the sector number. 

SEC. 3. PAYER/TRANSMITIER "A" 
RECORD-GENERAL 
INFORMATION 

.01 The Payer/Transmitter "A" 
Record identifies the payer and trans
mitter of the diskette and provides 



parameters for the succeeding Payee 
"S" Records. IRS computer pro
grams rely on the absolute relation
ship between the parameters and data 
fields in the "A" Record and the 
data fields in the "S" Records to 
which they apply. 

.02 The number of "A" Records 
depends on the number of payers and 
the different types of returns being 
reported. The payment amounts for 
one payer and for one type of return 
should be consolidated under one 
"A" Record if submitted on the same 
file. 

.03 Do not submit separate "A" 
Records for each payment amount 
being reported. For example, if a 
payer is filing Form 1099-DIV to 
report Amount Codes 1, 2, and 3, all 
three amount codes should be report-

ed under one "A" Record, not three 
separate "A" Records. For "S" 
Records that do not contain payment 
amounts for all three amount codes, 
enter zeros for those which have no 
payment to be reported. 

.04 After the header label on the 
diskette, the first record in the file 
must be an "A" Record. When a 
single density diskette is used, each 
"A" Record will consist of at least 2 
sectors of 128 positions each. If a 
payer is transmitting for someone 
other than themselves, 4 sectors are 
required in order to identify both the 
payer and transmitter. 

.05 A transmitter may include "S" 
Records for more than one payer on 
a diskette. However, each group of 
"S" Records must be preceded by an 
"A" Record and followed by an End 

of Payer "C" Record. A diskette 
may contain different types of re
turns, but the returns must not be 
intermingled. A separate "A" Record 
is required for each payer and each 
type of return being reported. 

.06 An "A" Record may be 
blocked with "S" Records; however, 
the initial record on a file must be an 
"A" Record. IRS will accept an "A" 
Record after a "C" Record. 

.07 All alpha characters entered in 
the "A" Record must be uppercase. 

.08 When filing Form 1098, Mort
gage Interest Statement, the "A" 
Record will reflect the name of the 
recipient of the interest, referred to as 
the "payer" in these instructions. The 
"B" Record will reflect the individual 
paying the interest (borrower/payer 
of record) and the amount paid. 

RECORD NAME: PAYER/TRANSMITTER "A" RECORD 

Note: For all fields marked Required, a transmitter must provide the information described under Description and 
Remarks. For fields not marked Required, a transmitter must allow for the field but may be instructed to enter blanks 
or zeros in the indicated diskette position(s) and for the indicated length. 

SECTOR 1 

Diskette 
Position Field Title 
1 Record Sequence 

2 Record Type 
3-4 Payment Year 
5-7 Diskette Sequence 

Number 

8-16 Payer's TIN 

17-20 Payer Name Control 

21 Last Filing Indicator 

Length 
1 

2 
3 

9 

4 

Description and Remarks 
Required. Enter "1" (one) to sequence the sectors making up 
an "A" Record. 
Required. Enter "A" 
Required. Enter "94" (unless reporting prior-year data). 
The diskette sequence number is incremented by 1 for each 
diskette on the file starting with 001. The transmitter may enter 
blanks or zeros in this field. IRS/MCC bypasses this informa
tion. Indicate the proper sequence on the external label Form 
5064. 
Required. Must be the valid nine-digit Taxpayer Identification 
Number assigned to the payer. Do not enter blanks, hyphens, 
or alpha characters. All zeros, ones, twos, etc., will have the 
effect of an incorrect TIN. For foreign entities not required to 
have a TIN, this field may be blank; however, the Foreign 
Entity Indicator, position 50, Sector 1, of the "A" Record 
should be set to "1" (one). 
The Payer Name Control can be obtained only from the mail 
label on the Package 1099 that is mailed to most payers each 
December. To distinguish between the Package 1099 and the 
Magnetic Media Reporting (MMR) Package, the Package 1099 
contains instructions for paper filing only and the mail label on 
the package contains a four (4) character name control. The 
MMR Package contains instructions for filing magnetically or 
electronically. The mail label does not contain a name control. 
Names of less than four (4) characters should be left-justified, 
filling the unused positions with blanks. If a Package 1099 has 
not been received or the Payer Name Control is unknown, this 
field must be blank filled. 
Enter a "1" (one) if this is the last year the payer will file, 
otherwise, enter blank. Use this indicator if, due to a merger, 
bankruptcy, etc., the payer will not be filing information 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD-Continued 

SECTOR 1 (Continued) 

Field 
Position Field Title Length Description and Remarks 

22 

23 

Combined Federal! 
State Payer 

Type of Return 

returns under this payer name and TIN in the future either 
magnetically, electronically or on paper. 
Required for the Combined Federal!State filing program. Enter 
"1" (one) if participating in the Combined Federal!State Filing 
Program; otherwise, enter blank. Refer to Part A, Sec. 16, for 
further information. Forms 1098, 1099-A, 1099-B, 1099-C, 
1099-S, and W-2G cannot be filed under this program. 

Required. Enter appropriate code from the table below: 

Type of Return Code 
1098 3 
1099-A 4 
1099-B B 
1099-C 5 
1099-DIV 1 
1099-G F 
1099-INT 6 
1099-MISC A 
1099-010 0 
1099-PATR 7 
1099-R 9 
1099-S S 
5498 L 
W~G W 

24-32 Amount Codes 
(See Note) 

9 Required. Enter the appropriate amount code for the type of 
return being reported. Generally, for each amount code entered 
in this field, a corresponding payment amount should appear in 
the Payee "B" Record. In most cases, the box numbers on 
paper information returns correspond with the amount codes 
used to file magnetically/electronically. However, if discrepan
cies occur, this revenue procedure governs. 

Example: If Sector 1, position 23 of the "A" Record is "7" (for 1099-PATR) and positions 24-32 are "247bbbbbb" 
(b = blanks), this indicates the payer is reporting three payment amounts in all of the following "B" Records. 

The first payment amount field in the "B" Record will be all "0" (zeros); 
the second will represent nonpatronage distributions; 
the third will be all "0" (zeros); 
the fourth will represent federal income tax withheld; 
the fifth and sixth will be all "0" (zeros); 
the seventh will represent energy investment credit; and, 
the eighth and ninth will be all "0" (zeros). 

Enter the Amount Codes in ascending sequence (i.e., 247bbbbbb, b = blanks) left justify, filling unused positions with 
blanks. For further clarification of the Amount Codes, contact IRS/MCC. 

Note: A type of return and an amount code must be present in every Payer "A" Record even if no money amounts are 
being reported. For a detailed explanation of the information to be reported in each amount code, refer to the 1994 
"Instructions for Forms 1099, 1098, 5498, and W-2G". 

Amount Codes Form 1098 For Reporting Mortgage Interest Received from Payers/Borrowers (Payer of 
-Mortgage Interest Record) on Form 1098: 
Statement 
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Amount 
Code 
1 
2 

3 

Amount Type 
Mortgage interest received from payers/borrowers 
Points paid directly by payers/borrowers on purchase of principal 
residences 
Refund of overpaid interest 



RECORD NAME: PAYER/TRANSMITTER "A" RECORD-Continued 

SECTOR 1 (Continued) 

Field 
Position Field Title 

Amount Codes Form 
1099-A-Acquisition or 
Abandonment of Secured 
Property 

Amount Codes Form 
1099-B-Proceeds from 
Broker and Barter 
Exchange Transactions 

Length Description and Remarks 

For Reporting the Acquisition or Abandonment of Secured Property on Form 
1099-A: 

Amount 
Code 
2 
3 
4 

Amount Type 
Balance of principal outstanding 
Gross foreclosure proceeds 
Appraisal value 

For Reporting Payments on Form 1099-B: 

Amount 
Code 
2 
3 
4 

6 

7 
8 
9 

Amount Type 
Stocks, bonds, etc. (For forward contracts, see Note 1.) 
Bartering (Do not report negative amounts.) 
Federal income tax withheld (backup withholding). (Do not report 
negative amounts.) 
Profit or loss realized in 1994 on Regulated Futures Contract. (See 
Note 2.) 
Unrealized profit or loss on open contracts-I2131/93. (See Note 2.) 
Unrealized profit or loss on open contracts-I2131194. (See Note 2.) 
Aggregate profit or loss. (See Note 2.) 

Note 1: The payment amount field associated with Amount Code 2 may be used to represent a loss when the reporting 
is for forward contracts. Refer to the "B" Record-General Field Descriptions, Payment Amount Fields, for 
instructions on reporting negative amounts. 

Note 2: Payment Amount Fields 6, 7, 8, and 9 are for the reporting of Regulated Futures Contracts. 

Amount Codes Form 
l099-C-Cancellation of 
Debt 

For Reporting Cancellation of Debt on Form 1099-C: 

Amount 
Code 
2 
3 
4 

Amount Type 
Amount of debt canceled (see Note) 
Interest included in Amount Code 2 
Penalties, fines or administrative costs included in Amount Code 2 

Note: A debt is any amount owed to the debtor including principal, interest, penalties, administrative costs, and 
fines, to the extent they are indebtedness under section 61(a)(12). The amount of debt discharged or canceled may be 
all or only part of the total amount owed. See the 1994 "Instructions for Forms 1099, 1098, 5498, and W-2G" for 
further information. 

Amount Codes Form 
1099-DIV-Dividends and 
Distributions 

For Reporting Payments on Form 1099-DIV: 

Amount 
Code 
1 
2 
3 
4 
5 
6 
7 
8 
9 

Amount Type 
Gross dividends and other distributions on stock (see Note) 
Ordinary dividends (see Note) 
Capital gain distributions (see Note) 
Nontaxable distributions (if determinable) (see Note) 
Investment expenses (see Note) 
Federal income tax withheld (backup withholding) 
Foreign tax paid 
Cash liquidation distributions 
Noncash liquidation distributions (show fair market value) 

Note: Amount Code 1 must be present (unless the payer is using Amount Codes 8 or 9 only) and must equal the 
sum of amounts reported for Amount Codes 2, 3, 4 and 5. If an amount is present for Amount Code 1, there must 
be an amount present for Amount Codes 2-5 as applicable. 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD-Continued 

SECTOR 1 (Continued) 

Field 
Position Field Title 

Amount Codes Form 
1099-G-Certain 

Length Description and Remarks 

For Reporting Payments on Form I099-G: 

Government Payments Amount 
Code Amount Type 
1 Unemployment compensation 
2 State or local income tax refunds, credits or offsets 
4 Federal income tax withheld (backup withholding) 
6 Taxable grants 
7 Agriculture payments 

NOTE: Payments previously reported under Amount Code 5 for discharge of indebtedness are now reportable on 
Form 1099-C. 

Amount Codes Form 
1099-INT - Interest 
Income 

Amount Codes Form 
1099-MISC-Miscellaneous 

For Reporting Payments on Form 1099-INT: 

Amount 
Code Amount Type 
1 Interest income not included in Amount Code 3 
2 Early withdrawal penalty 
3 Interest on U.S. Savings Bonds and Treasury obligations 
4 Federal income tax withheld (backup withholding) 
5 Foreign tax paid 

For Reporting Payments on Form 1099-MISC: 

Income Amount 
Code Amount Type 
1 Rents (see Note 1) 
2 Royalties (see Note 2) 
3 Other income (see Note 3) 
4 Federal income tax withheld (backup withholding) 
5 Fishing boat proceeds 
6 Medical and health care payments 
7 Nonemployed compensation or crop insurance proceeds (see Note 4) 
8 Substitute payments in lieu of dividends or interest 
9 Excess golden parachute payments 

Note 1: If reporting the Direct Sales Indicator only, use Type of Return Code A for 1099-MISC in position 23 and 
Amount Code 1 in position 24 of the Payer "A" Record. All Payment Amount Fields in the Payee "B" Record will 
contain zeros. 

Note 2: Do not report timber royalties under a "pay-as-cut" contract; these should be reported on Form 1099-S. 

Note 3: Amount Code 3 previously was entitled "Prizes, awards, etc.". The title was changed to read "Other 
income". 

Note 4: Amount Code 7 is normally used to report nonemployed compensation. However, Amount Code 7 may also 
be used to report crop insurance proceeds. See positions 5-6, Sector 1, of the "B" Record for instructions. If no
nemployed compensation and crop insurance proceeds are being paid to the same payee, a separate "B" Record for 
each transaction is required. 

Amount Codes Form 
1099-0ID-Original Issue 
Discount 
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For Reporting Payments on Form 1099-0ID: 

Amount 
Code 
1 
2 
3 
4 

Amount Type 
Original issue discount for 1994 
Other periodic interest 
Early withdrawal penalty 
Federal income tax withheld (backup withholding) 



RECORD NAME: PAYER/TRANSMITTER "A" RECORD-Continued 

SECTOR 1 (Continued) 

Field 
Position Field Title 

Amount Codes Form 
1099-PATR-Taxable 
Distributions Received 
From Cooperatives 

Length Description and Remarks 

For Reporting Payments on Form 1099-PATR: 

Amount 
Code 
1 
2 
3 
4 
5 
6 
7 
8 

Amount Type 
Patronage dividends 
Nonpatronage distributions 
Per-unit retain allocations 
Federal income tax withheld (backup withholding) 
Redemption of nonqualified notices and retain allocations 
Investment credit (see Note) 
Energy investment credit (see Note) 
Jobs credit (see Note) 

Note: The amounts shown for Amount Codes 6, 7, and 8 must be reported to the payee; they need not be reported to 
IRS. 

If reporting Pass-Through Alternative Minimum Tax Adjustments, the total alternative minimum tax (AMT) 
patronage dividend adjustment for the patron and/or the total AMT per-unit retain allocation adjustment should be 
entered in the Special Data Entries Field of the Payee "B" Record. 

Amount Codes Form 
1099-R-Distributions 
From Pensions, Annuities, 
Retirement or Profit
Sharing Plans, IRAs, 
Insurance Contracts, etc. 
(See Note 1) 

For Reporting Payments on Form 1099-R: 

Amount 
Code 
1 
2 
3 
4 
5 
6 
8 
9 

Amount Type 
Gross distribution (see Note 2) 
Taxable amount (see Note 3) or IRA/SEP distributions 
Capital gain (included in Amount Code 2). 
Federal income tax withheld (see Note 4) 
Employee contributions or insurance premiums 
Net unrealized appreciation in employer's securities 
Other 
State income tax withheld (see Note 5) 

Note 1: Additional information may be required in the "B" Record. Refer to positions 45 through 49, Sector 1, of the 
"B" Record. 

Note 2: If the payment shown for Amount Code 1 is a total distribution, enter a "1" (one) in position 48, Sector 1, of 
the "B" Record. An amount must be shown in Amount Field 1. 

Note 3: If a distribution is a loss, do not enter a negative amount. For example, if stock is distributed but the value is 
less than the employee's aftertax contributions, enter the value of the stock in Amount Code 1, enter "0" (zero) in 
Amount Code 2, and enter the employee's contributions in Amount Code 5. 

If the taxable amount cannot be determined, enter a "1" (one) in position 49 of the "B" Record. If reporting an 
IRA/SEP distribution, generally include the amount of the distribution in the Taxable Amount (Payment Amount 
Field 2, position 62-71) and enter a "1" (one) in the IRA/SEP Indicator Field, (position 45). A "1" (one) may be 
entered in the Taxable Amount Not Determined Indicator Field (position 49) Sector 1 of the "B" Record, but the 
amount of the distribution must still be reported in Payment Amount Field 2. See the explanation for Box 2a of Form 
1099-R in the 1994 "Instructions for Forms 1099, 1098, 5498, and W-2G" for more information on reporting the 
taxable amount. 

Note 4: See the 1994 "Instructions for Forms 1099, 1098, 5498, and W-2G" for further information concerning federal 
income tax withheld for Form 1099-R. 

Note 5: State income tax withheld has been added for the convenience of the payer but need not be reported to IRS. 
Local income tax may be reported in the Special Data Entries Field in the Payee "B" Record. 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD-Continued 

SECTOR 1 (Continued) 

Field 
Position Field Title 

Amount Codes Form 
l099-S-Proceeds from 
Real Estate Transactions 

Length Description and Remarks 

For Reporting Payments on Form 1099-S: 

Amount 
Code 
2 
5 

Amount Type 
Gross proceeds (see Note) 
Buyer's part of real estate tax 

Note: Include payments of timber royalties made under a "pay-as-cut" contract reportable under section 6050N. If 
timber royalties are being reported, enter "TIMBER" in the description field of the "B" Record. For more 
information, see Ann. 90-129, 1990-48 I.R.B. 10. 

Amount Codes Form 
5498-Individual 
Retirement Arrangement 
Information (See Note) 

For Reporting Payments on Form 5498: 

Amount 
Code 
1 

Amount Type 
Regular IRA contributions (See Note) made in 1994 and 1995 for 
1994 

2 Rollover IRA contributions 
3 Life insurance cost included in Amount Code 1 
4 Fair market value of the account 

Note: For information regarding Inherited IRAs, refer to Rev. Proc. 89-52, 1989-2 C.B. 632. Beneficiary information 
must be given in the Payee Name Line Field of the "B" Record. 

If reporting IRA contributions for a Desert Shield/Storm participant for other than 1994, enter "DS", the year for 
which the contribution was made, and the amount of the contribution in the Special Data Entries Field of the "B" 
Record. Do not enter the contributions in Amount Code 1. 

For further information concerning Inherited IRAs or Desert Shield/Storm participant reporting, refer to the 1994 
"Instructions for Forms 1099, 1098,5498, and W-2G", and Notice 91-17, 1991-1 C.B. 319. 

Amount Codes Form W-
2G-Certain Gambling 
Winnings 

For Reporting Payments on Form W-2G: 

Amount 
Code Amount Type 
1 Gross winnings 
2 Federal income tax withheld 
3 State income tax withheld (see Note) 
7 Winnings from identical wagers 

Note: State income tax withheld was added for the convenience of the payer but need not be reported to IRS/MCC. 

33 Test Indicator Required. Enter "T" if this is a test file, otherwise, enter a 
blank. 

34 

35-44 
45-49 

50 

Service Bureau 
Indicator 

Blank 10 
Transmitter Control 5 
Code (TCC) 

Foreign Entity Indicator 

Enter "1" (one) if the payer used a service bureau to develop 
and/or transmit files, otherwise, enter blank. See Part A, Sec. 
17 for the definition of a service bureau. 
Enter blanks 
Required. Enter the five character alpha/numeric Transmitter 
Control Code assigned by IRS/MCC. A TCC must be obtained 
to file data on this program. Do not enter more than one TCC 
per file. 
Enter a "1" (one) if the payer is a foreign entity and income is 
paid by the entity to a U.S. resident. If the payer is not a 
foreign entity, enter a blank. (See Note) 

!'I0te: If. a payer erroneously reports entities as foreign, they may be subject to a penalty for providing incorrect 
mformatIOn to IRS. Therefore, payers must be sure to code only those records as foreign corporations that should be 
coded. 

51-90 First Payer Name Line 
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40 Required. Enter the name of the payer whose TIN appears in 
Sector 1, position 8-16 of the "A" Record. Any extraneous 



RECORD NAME: PAYER/TRANSMITTER "A" RECORD-Continued 

SECTOR 1 (Continued) 

Field 
Position Field Title Length Description and Remarks 

information must be deleted. Left justify and fill with blanks. 
(Filers should not enter a transfer agent's name in this field. 
Any transfer agent's name should appear in the Second Payer 
Name Line Field.) 

Note: When reporting Form 1098, Mortgage Interest Statement, the "A" Record will reflect the name and TIN of the 
recipient of the interest/the filer of Form 1098 (the payer). The "B" Record will reflect the individual paying the 
interest (the payer of record) and the amount paid. For Form 1099-S, the "A" Record will reflect the person 
responsible for reporting the transaction (the filer of Form 1099-S) and the "B" Record will reflect the 
seller /transferor. 

91-128 

SECTOR 2 

Diskette 
Position 

2 
3-42 

43 

44-83 

84-123 

124-128 

Blank 38 

Field Title Length 

Record Sequence 1 

Record Type 1 
Second Payer Name 40 
Line 

Transfer Agent 
Indicator 

Payer Shipping Address 40 

Payer City, State, and 40 
ZIP Code 

Blank 5 

Enter blanks 

Description and Remarks 

Required. Enter a "2" to sequence the sectors making up a 
payer record. 
Required. Enter "A" 
If the Transfer Agent Indicator (Sector 2, position 43) contains 
a number "1" (one), this field must contain the name of the 
transfer agent. If the indicator contains a "0" (zero), this field 
may contain either a continuation of the First Payer Name Line 
or blanks. Left justify and fill unused positions with blanks. 
Required. Identifies the entity in the Second Payer Name Line 
Field. (See Part A, Sec. 17 for a definition of transfer agent.) 
Code Meaning 
1 The entity in the Second Payer Name Line Field is 

the transfer agent. 
o (zero) The entity shown is not the transfer agent (i.e., the 

Second Payer Name Line Field contains either a 
continuation of the First Payer Name Line Field or 
blanks). 

Required. If the Transfer Agent Indicator in Sector 2, position 
43 is a "1" (one), enter the shipping address of the transfer 
agent. Otherwise, enter the actual shipping address of the 
payer. Street address should include number, street, apartment 
or suite number (or P. O. Box if mail is not delivered to street 
address). Left justify and fill with blanks. 
Required. If the Transfer Agent Indicator in Sector 2, position 
43 is a "1" (one), enter the city, town, or post office, state 
abbreviation and ZIP Code of the transfer agent, otherwise, 
enter the actual city, town, or post office, state abbreviation 
and ZIP Code of the payer. Left justify and fill with blanks. 
Enter blanks 

SECTOR 3 Sectors 3 and 4 are only required if the payer and transmitter are not the same. 

Diskette 
Position 

2 
3-82 

Field Title 
Record Sequence 

Record Type 
Transmitter Name 

Length 

80 

Description and Remarks 
Required. Enter a "3" to sequence the sectors making up a 
payer record. 
Required. Enter "A" 
Required if the payer and transmitter are not the same. Enter 
the name of the transmitter in the manner in which it is used in 
normal business. The name of the transmitter must be reported 
in the same manner throughout the entire file. Left justify and 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD-Continued 

SECTOR 3 (Continued) 

Field 
Position 

83-122 

123-128 

Field Title 

Transmitter Mailing 
Address 

Blank 

Length 

40 

6 

Description and Remarks 
fill with blanks. If the payer and transmitter are the same, this 
field may be blank. 
Required if payer and transmitter are not the same. Enter the 
mailing address of transmitter. Street address should include 
number, street, apartment or suite number (or P.O. Box if mail 
is not delivered to street address). Left justify and fill with 
blanks. If the payer and transmitter are the same, this field 
may be blank. 
Enter blanks 

SECTOR 4 Sectors 3 and 4 are only required if the payer and transmitter are not the same. 

Diskette 
Position 

2 
3-42 

Field Title 
Record Sequence 

Record Type 
Transmitter City, State 
and ZIP Code 

Length 

40 

Description and Remarks 
Required. Enter a "4" to sequence the sectors making up a 
payer record. 
Required. Enter "A" 
Required if the payer and transmitter are not the same. Enter 
the city, town, or post office, state abbreviation and ZIP Code 
of the transmitter. Left justify and fill with blanks. If the payer 
and transmitter are the same, this field may be blank. 

43-128 Blank 86 Enter blanks 

SEC. 4. PAYER/TRANSMITTER "A" RECORD LAYOUT 

SECTOR 1 

RECORD RECORD PAYMENT DISKETTE 
PAYER'S PAYER 

SEQUENCE TYPE YEAR SEQUENCE 
TIN NAME 

NUMBER CONTROL* 

2 3-4 5-7 8-16 17-20 

LAST COMBINED 
TYPE OF FILING FEDERALIST A TE AMOUNT TEST 

INDICATOR PAYER RETURN CODES INDICATOR 

21 22 23 24-32 33 

SERVICE TRANSMITTER FOREIGN FIRST 
BUREAU BLANK CONTROL ENTITY PAYER 

BLANK 
INDICATOR CODE INDICATOR NAME* 

LINE 

34 35-44 45-49 50 51-90 91-128 

SECTOR 2 

SECOND TRANSFER PAYER 
PAYER 

RECORD RECORD CITY 
SEQUENCE TYPE PAYER AGENT SHIPPING STATE BLANK 

NAME*LINE INDICATOR ADDRESS AND ZIP 

2 3-42 43 44-83 84-123 124-128 
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PAYER/TRANSMITTER "A" RECORD LAYOUT-Continued 

SECTOR 3 

RECORD RECORD TRANSMITTER TRANSMITTER 

SEQUENCE TYPE NAME MAILING BLANK 
ADDRESS 

2 3-82 83-122 123-128 

SECTOR 4 

RECORD RECORD 
TRANSMITTER 

SEQUENCE TYPE 
CITY, STATE BLANK 

AND ZIP CODE 

2 3-42 43-128 

*When reporting Form 1098, Mortgage Interest Statement, the "A" Record will reflect the name and TIN of the 
recipient of the interest (the payer). For Form 1099-S, the "A" Record will reflect the person responsible for reporting 
the transaction, (the filer of the 1099-S) and the "B" Record will reflect the seller/transferor. 

SEC. 5. PAYEE "B" RECORD
GENERAL INFORMATION FOR ALL 
FORMS 

.01 The "B" Record contains the 
payment information from individual 
returns. This section contains the gen
eral information concerning the Payee 
"B" Record for all information re
turns filed on single sided/single den
sity soft-sectored diskettes. For a de
tailed description of the record refer 
to the following: 

(a) Sec. 6, PAYEE "B" 
RECORD-FIELD DESCRIPTIONS 
FOR SECTORS 1 THROUGH 4 OF 
FORMS 1098, 1099-DlV, 1099-G, 
1099-INT, 1099-MISC, 1099-PATR, 
1099-R, 5498 AND SECTORS 1 
THROUGH 3 OF FORMS 1099-A, 
1099-B, 1099-C, 1099-010, 1099-S 
AND W-2G. 

(b) Sec. 7, PAYEE "B" RECORD 
LAYOUTS FOR SECTORS 1 
THROUGH 4 OF FORMS 1098, 
1099-DIV, 1099-G, 1099-INT, 
1099-MISC, 1099-PATR, 1099-R, 
5498 AND SECTORS 1 THROUGH 
3 OF FORMS lO99-A, lO99-B, 
1099-C, 1099-0ID, lO99-S AND 
W-2G. 

(c) Sec. 8, PAYEE "B" 
RECORD-FIELD DESCRIPTIONS 
AND RECORD LAYOUT FOR 
SECTOR 4 OF FORM 1099-A. 

(d) Sec. 9, PAYEE "B" 
RECORD-FIELD DESCRIPTIONS 
AND RECORD LAYOUT FOR 
SECTOR 4 OF FORM 1099-B. 

(e) Sec. 10, PAYEE "B" 
RECORD-FIELD DESCRIPTIONS 

AND RECORD LAYOUT FOR 
SECTOR 4 OF FORM 1099-C. 

(0 Sec. 11, PAYEE "B" 
RECORD-FIELD DESCRIPTIONS 
AND RECORD LAYOUT FOR 
SECTOR 4 OF FORM 1099-010. 

(g) Sec. 12, PAYEE "B" 
RECORD-FIELD DESCRIPTIONS 
AND RECORD LAYOUT FOR 
SECTOR 4 OF FORM 1099-S. 

(h) Sec. 13, PAYEE "B" 
RECORD-FIELD DESCRIPTIONS 
AND RECORD LAYOUT FOR 
SECTOR 4 OF FORM W-2G. 

All "B" Records must consist of at 
least 3 sectors of 128 positions each. 
If a payer is not a Combined Federal! 
State payer or utilizing the Special 
Data Entries Field, Sector 4 can be 
eliminated for Forms 1098, 
1099-DIV, 1099-G, 1099-INT, 
lO99-MISC, 1099-PATR, lO99-R, 
and 5498. 

The "B" Record will always con
sist of 4 Sectors for Forms 1099-A, 
1099-B, 1099-C, 1099-010, 1099-S, 
and W-2G. 

In the "A" Record, the Amount 
Codes that appear in diskette posi
tions 24 through 32 of Sector 1 will 
be left-justified and blank filled. In 
the "B" Record, allow for all nine 
Payment Amount Fields. For those 
fields not used, enter zeros. For ex
ample, if a payer is reporting on 
Form 1099-PATR, enter a "7" in 
diskette position 23 of Sector 1 of the 
"A" Record, Type of Return Field. 
If a payer is reporting payments for 
Amount Codes 2, 4, and 7, then 

diskette positions 24 through 32 of 
Sector 1 of the "A" Record will be 
"247bbbbbb" (b = blanks). In the 
"B" Record: 

Positions 52 through 61 of Sector 1 
for Payment Amount 1 will be zeros. 

Positions 62-71 of Sector 1 will 
reflect the actual payment amount to 
be reported for "nonpatronage distri
butions" . 

Positions 72-81 of Sector 1 for 
Payment Amount 3 will be zeros. 

Positions 82-91 of Sector 1 will 
reflect the actual payment amount to 
be reported for "federal income tax 
withheld" . 

Positions 92-111 of Sector 1 for 
Payment Amounts 5 and 6 will be 
zeros. 

Positions 112-121 of Sector 1 will 
reflect the actual payment amount to 
be reported for "energy investment 
credit" . 

Positions 3-22 of Sector 2 for Pay
ment Amounts 8 and 9 will be zeros. 

.02 The record layout for Sectors 
1, 2 and 3 is the same for all "B" 
Records. Sector 4, however, will be 
different for Forms 1099-A, 1099-B, 
lO99-C, 1099-0ID, 1099-S and 
W-2G. Refer to Part E, Sec. 8, 9, 10, 
11 or 12, respectively for the layout 
of Sector 4 of these records. 

.03 The following specifications in
clude a field in the payee records 
called "Name Control" in which the 
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first four characters of the payee's 
surname are to be entered by the 
filers. 

.04 If filers are unable to deter
mine the first four characters of the 
surname, the Name Control Field 
may be left blank. Compliance with 
the following will facilitate IRS com
puter programs in generating the 
Name Control: 

(a) The surname of the payee 
whose SSN is shown in the "B" 
Record should always appear first. If, 
however, the records have been devel
oped using the first name first, the 
filer must leave a blank space be
tween the first and last names. 

(b) In the case of multiple payees, 
only the surname of the payee whose 
TIN (SSN or EIN) is shown in the 
"B" Record must be present in the 
First Payee Name Line. Surnames of 
any other payees may be entered in 
the Second Payee Name Line. 

.05 See Part A, Sec. 14 for further 
information concerning Taxpayer 
Identification Numbers (TINs). 

.06 A field is also provided in these 
specifications for Special Data En
tries. This field may be used to record 
information required by state or local 
governments, or for the personal use 
of the payer. IRS does not use the 
data provided in the Special Data 

SECTOR 1 

Diskette 
Position 

2 
3-4 
5-6 

Field Title 
Record Sequence 

Record Type 
Payment Year 
Document Specific/ 
Distribution Code 
Tax Year of Refund 
(Form 1099-G only) 
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Entries Field, therefore, the IRS pro
gram does not check the content or 
format of the data entered in this 
field. It is the filer's option to use the 
Special Data Entries Field. If this 
field is coded, it will not affect the 
processing of the "B" Records. 

.07 Those payers participating in 
the Combined Federal/State Filing 
Program must adhere to all specifica
tions in Part A, Sec. 16, in order to 
participate in this program. Forms 
1098, 1099-A, 1099-8, 1099-C, 
1099-S and W-2G cannot be filed 
under the Combined Federal/State 
Filing Program. 

.08 All alpha characters entered in 
the "B" Record should be uppercase. 

.09 Do not use decimal points (.) 
to indicate dollars and cents. Ten 
dollars must appear as 0000001000 in 
the payment amount field. 

.10 IRS strongly encourages trans
mitters to review the data for accu
racy before submission to prevent 
issuance of erroneous notices. Trans
mitters should be especially careful 
that the names, TINs, account num
bers, types of income, and income 
amounts are correct. 

.11 When reporting Form 1098, 
Mortgage Interest Statement, the 
"A" Record will reflect the name and 
TIN of the recipient of the interest! 

RECORD NAME: PAYEE "B" RECORD 

Length Description and Remarks 

the filer of the Form 1098 (the pay
er). The "B" Record will reflect the 
individual paying the interest (borro
wer /payer of record) and the amount 
paid. For Forms 1099-S, the "A" 
Record will reflect the person respon
sible for reporting the transaction (the 
filer of the Form 1099-S) and the 
"B" Record will reflect the seller
/transferor. 

SEC. 6. PAYEE "8" RECORD
FIELD DESCRIPTIONS FOR 
SECTORS 1 THROUGH 4 OF 
FORMS 1098, 1099-DIV, 1099-G, 
1099-INT, 1099-MISC, 
1099-PATR, 1099-R, 5498 AND 
SECTORS 1 THROUGH 3 OF 
FORMS 1099-A, 1099-8, 1099-C, 
1099-010, 1099-S AND W-2G 

For Forms I099-A, I099-B, 
I099-C, I099-DIV, 1099-S, and 
W-2G, see Part D, Sec. 8, 9, 10, 11 
and 12, respectively for the field de
scriptions and record layouts for Sec
tor 4 of these records. 
Note: For all fields marked Required, 
the transmitter must provide the in
formation described under Descrip
tion and Remarks. For those fields 
not marked Required, the transmitter 
must allow for the field but may be 
instructed to enter blanks or zeros in 
the indicated position(s) and for the 
indicated length. 

Required. Enter a "1" ( one) to sequence the sectors making up 
a payee Record. 

2 
2 

Required. Enter "B" 
Required. Enter "94" (unless reporting for a prior year) 
Required for Forms 1099-G, 1099-MISC, 1099-R and W-2G. 
For all other forms or if not used, enter blanks. 
For Form 1099-G, use only for reporting the tax year for 
which the refund, credit or offset (Amount Code 2) was issued. 
Enter in position 5; position 6 must be blank. 

If the refund, credit or offset is not attributable to income tax 
from a trade or business, enter the numeric year from the table 
below for which the refund, credit or offset was issued (e.g., 
for 1993, enter 3). 

If the refund, credit, or offset is exclusively attributable to 
income from a trade or business, and is not of general 
application, enter the alpha equivalent of the year from the 
table below (e.g., for 1993, enter C). 



RECORD NAME: PAYEE "B" RECORD-Continued 

SECTOR 1 (Continued) 

Diskette 
Position Field Title 

Form l099-G (Cont.) 

Crop Insurance 
Proceeds (Form 
l099-MISC only) 

Distribution Code 
(Form l099-R only) 
(For a detailed explana
tion of the distribution 
codes, see the 1994 "In
structions for Forms 
1099, 1098, 5498, and 
W-2G.") 

Length Description and Remarks 

Year for Which 
General 

Refund was Issued 
1 
2 
3 
4 
5 
6 
7 
8 
9 
o 

Year for Which 
Trade/Business 

Refund Was Issued 
(Alpha Equivalent) 

A 
B 
C 
D 
E 
F 
G 
H 
I 
J 

For Form l099-MISC, enter a "1" (one) in position 5 if the 
payment reported for Amount Code 7 is crop insurance 
proceeds. Position 6 will be blank. 

For Form l099-R, enter the appropriate distribution code(s). 
More than one code may apply for Form 1099-R. If only one 
code is required, it must be entered in position 5 and position 6 
must be blank. Enter at least one (1) distribution code. A blank 
in position 5 is not acceptable. 

Enter the applicable code from the table that follows. Position 
5 must contain a numeric code in all cases except when using P, 
D, E, F, G, or H. Distribution Code A, B, or C, when 
applicable, must be entered in position 6 with the applicable 
numeric code in position 5. 

When using Code P for an IRA distribution under Section 
408(d)(4) of the Internal Revenue Code, the filer may also enter 
Code 1 if applicable. 

Only two numeric combinations are acceptable, codes 8 and 1, 
and codes 8 and 2, on one return. These two combinations can 
be used only if both codes apply to the distribution being 
reported. If more than one numeric code is applicable to 
different parts of a distribution, report two separate "B" 
Records. 

Distribution Codes E, F, and H cannot be used in conjunction 
with other codes. Distribution Code G may be used in 
conjunction with Distribution Code 4, if applicable. Refer to 
Announcement 93-20, 1993-6 I.R.B. 65. 

Category Code 
Early (premature) distribution, no known exception J * 
Early (premature) distribution, exception applies (as 
defined in section 72(q), (t), or (v) of the Internal 
Revenue Code) other than disability or death 2* 
Disability 3* 
Death (includes payments to a beneficiary) 4* 
Prohibited transaction 5* 
Section 1035 exchange 6 
Normal distribution 7* 
Excess contributions plus earnings/excess deferrals 
(and/or earnings) taxable in 1994 8* 
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RECORD NAME: PAYEE "B" RECORD-Continued 

SECTOR 1 (Continued) 

Diskette 
Position Field Title 

Form 1099-R (Cont.) 
Length Description and Remarks 

Category 
PS 58 costs 
Excess contributions plus earnings/excess deferrals 

Code 
9 

taxable in 1993 p* 
Eligible for 5 or 10 year averaging A 
Eligible for death benefit exclusion B 
Eligible for both A and B D* 
Excess contributions plus earnings/excess deferrals 
taxable in 1992 D* 
Excess annual additions under section 415 E* 
Charitable gift annuity F* 
Direct rollover to IRA G* 
Direct rollover to qualified plan or tax-sheltered annuity H* 

*If reporting an IRA or SEP distribution, code a "1" (one) in position 44 of the "B" Record. 

7 

8 

Type of Wager (Form For Form W-2G, enter the applicable code in position 5. 
W-2G only) Position 6 will be blank. 

2nd TIN Notice 

Corrected Return 
Indicator 

Category Code 
Horse race track (or off-track betting of a horse 
track nature) 1 
Dog race track (or off-track betting of a dog track nature) 2 
lai-alai 3 
State-conducted lottery 4 
Keno 5 
Casino-type bingo. Do not use this code for any other 
type of bingo winnings (e.g., church or fire dept.). 6 
Slot machines 7 
Any other type of gambling winnings. (This includes 
church bingo, fire dept. bingo, or unlabeled winnings.) 8 
For Forms 1099-B, 1099-0IV, 1099-INT, 1099-MISC, 
1099-010, and 1099-PATR only. 

Enter "2" to indicate notification by IRS twice within 3 
calendar years that the payee provided an incorrect name 
and/or TIN combination, otherwise, enter a blank. 
Indicate a corrected return. 

Code 
G 

C 

Blank 

Definition 
If this is a one-transaction correction or the first of a 
two-transaction correction. 
If this is the second transaction of a two-transaction 
correction. 
If this is not a return being submitted to correct 
information already processed by IRS. 

Note: C, G, and non-coded records must be reported using separate Payer "A" Records. Refer to Part A, Sec. 13 for 
specific instructions on how to file corrected returns. 

9 12 Name Control 4 If determinable, enter the first four (4) characters of the 
surname of the person whose TIN is being reported in positions 
16-24 of the "B" Record, otherwise, enter blanks. This is 
usually the payee. If the name that corresponds to the TIN is 
not included in the first or second payee name line and the 
correct name control is not provided, a backup withholding 
notice may be generated for the record. Surnames of less than 
four (4) characters should be left-justified, filling the unused 
positions with blanks. Special characters and imbedded blanks 
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SECTOR 1 (Continued) 

Diskette 
Position Field Title 

RECORD NAME: PAYEE "B" RECORD-Continued 

Length Description and Remarks 
should be removed. In the case of a business, other than a sole 
proprietorship, use the first four significant characters of the 
business name. Disregard the word "the" when it is the first 
word of the name, unless there are only two words in the 
name. A dash (-) and ampersand (&) are the only acceptable 
special characters. Surname prefixes are considered part of the 
surname, e.g., for Van Elm, the name control would be 
VANE. 

Note: Although extraneous words, titles, and special characters are allowed (e.g., Mr., Mrs., Dr., apostrophe, or dash), 
this information may be dropped during subsequent IRS/MCC processing. 

The following examples may be helpful to filers in developing the name control: 

Individuals: 

Corporations: 

Sole Proprietor: 

Partnership: 

Estate: 

Trusts and Fiduciaries: 

Exempt Organization: 

Name 
Jane Brown 
John A. Lee 
James P. En, Sr. 
John O'Nem 
Mary Van Buren 
Juan De Jesus 
Gloria A. El-Roy 
Mr. John Smith 
Joe McCarthy 
Pedro Torres-Lopes 
Maria Lopez Moreno** 
Binh To La 
Nhat Thi Pham 
Mar k D' A llesandro 

The First National Bank 
The Hideaway 
A & B Cafe 
11TH Street Inc. 

Mark Hemlock DBA 
c/o The Sunshine Club 

Robert Aspen and Bess Willow 
Harold Fir, Bruce Elm, and 

Joyce Spruce et al Ptr 

Frank White Estate 
Sheila Blue Estate 

Daisy Corporation Employee 
Benefit Trust 

Trust FBO The Cherryblossom Society 

Laborer's Union, AFL-CIO 
St. Bernard's Methodist 

Church Bldg. Fund 

Name Control 
BROW 
LEE* 
EN* 
ONEI 
VANB 
DEJE 
EL-R 
SMIT 
MCCA 
TORR 
LOPE 
LA* 
PHAM 
DALL 

FIRS 
THEH 
A&BC 
11TH 

HEML 

ASPE 
FIR* 

WHIT 
BLUE 

DAIS 

CHER 

LABO 
STBE 

*Name Controls of less than four (4) significant characters must be left-justified and blank filled. 

**For Hispanic names, when two last names are shown for an individual, derive the name control from the first last 

name. 
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RECORD NAME: PAYEE "B" RECORD-Continued 

SECTOR 1 (Continued) 

Diskette 
Position 
l3 

Field Title 
Direct Sales Indicator 

Length Description and Remarks 
Form l099-MISC only. Enter a "1" (one) to indicate sales of 
$5,000 or more of consumer products to a person on a 
buy/sell, deposit/commission, or any other commission basis 
for resale anywhere other than in a permanent retail establish
ment, otherwise, enter a blank. 

Note: If reporting Direct Sales only, use Type of Return A in position 23 and, Amount Code 1 in position 24 of the 
Payer "A" Record. All payment amount fields in the Payee "B" Record will contain zeros. 

14 Blank Enter blank 
15 Type of TIN This field is used to identify the Taxpayer Identification 

Number (TIN) in positions 16-24 as either an Employer 
Identification Number (EIN) or a Social Security Number 
(SSN). * Enter the appropriate code from the following table: 
Type oj 

TIN TIN Type oj Account 

2 
blank 

EIN 

SSN 
N/A 

A business, organization, or other 
entity 
An individual 
If the type of TIN is not determinable, 
enter a blank. 

*While this is not a "Required" field, this information is important for the correct processing of the payee's TIN. 

16-24 Taxpayer Identification 
Number 

9 Required. Enter the nine-digit Taxpayer Identification Number 
of the payee (SSN or EIN). If an identification number has 
been applied for but not received, enter blanks. Do not enter 
hyphens or alpha characters. All zeros, ones, twos, etc. will 
have the effect of an incorrect TIN. If the TIN is not available, 
enter blanks. (See Note) 

Note: IRS/MCC contacts payers who have submitted payee data with missing TINs in an attempt to prevent erroneous 
notices. Payers who submit data with missing TINs and have taken the required steps to obtain this information, are 
encouraged to attach a letter of explanation to the required Form 4804. This will prevent unnecessary contact from 
IRS/MCC. This letter, however, will not prevent backup withholding notices (B Notices) or penalties for missing or 
incorrect TINs. 

25-44 

45 

Payer's Account 
Number for Payee 

20 Enter any number assigned by the payer to the payee (e.g., 
checking or savings account number). Filers are encouraged to 
use this field. This number helps to distinguish individual payee 
records and should be unique for each account. Do not use the 
payee's TIN since this will not make each record unique. This 
information is particularly useful when corrections are filed. 
This number will be provided with the backup withholding 
notification from the IRS and may be helpful in identifying the 
branch or subsidiary reporting the transaction. Do not define 
data in this field in packed decimal format. If fewer than 
twenty characters are used, filers may either left or right 
justify, filling the remaining positions with blanks. 

IRA/SEP Indicator Form l099-R only. Enter "1" (one) if reporting a distribution 
(See Note) from an IRA or SEP; otherwise, enter a blank. 

Note: Generally, report the total amount distributed from an IRA or SEP in Payment Amount Field 2 (Taxable 
Amount), as well as Payment Amount Field 1 (Gross Distribution) of the "B" Record. A payer may indicate the 
taxable amount was not determined by using the Taxable Amount Not Determined Indicator (position 49) of the "B" 
Record. However, still report the amount distributed in Payment Amount Field 2. 

46 47 Percentage of Total 2 Form l099-R only. Use this field when reporting a total 
Distribution distribution to more than one person, such as when a partici

pant dies and a payer distributes to two or more beneficiaries. 
Therefore, if the percentage is 100, leave this field blank. If the 
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RECORD NAME: PAYEE "B" RECORD-Continued 

SECTOR 1 (Continued) 

Diskette 
Position 

48 

Field Title 

Total Distribution 
Indicator 

Length Description and Remarks 
percentage is a fraction, round off to the nearest whole number 
(for example, 10.4 percent will be 10 percent; 10.5 percent or 
more will be 11 percent). Enter the percentage received by the 
person whose TIN is included in positions 16-24 of the "B" 
Record. This field must be right-justified, and unused positions 
must be zero filled. If not applicable, enter blanks. A payer 
need not enter this information for IRA or SEP distributions or 
for direct rollovers. 
Form l099-R only. Enter a "1" (one) only if the payment 
shown for Amount Code 1 is a total distribution that closed 
out the account; otherwise, enter a blank. 

Note: A total distribution is one or more distributions within one tax year in which the entire balance of the account is 
distributed. Any distribution that does not meet this definition is not a total distribution. 

49 Taxable Amount Not Form l099-R only. Enter a "1" (one) only if the taxable 
Determined Indicator amount of the payment entered for Payment Amount Field 1 

(Gross Distribution) of the "B" Record, cannot be computed, 
otherwise, enter blank. If the Taxable Amount Not Determined 
Indicator is used, enter "0" (zeros) in Payment Amount Field 2 
of the Payee "B" Record unless the IRA/SEP Indicator is 
present. (See Note) Please make every effort to compute the 
taxable amount. 

Note: If reporting an IRA/SEP Distribution for Form 1099-R, the Taxable Amount Not Determined Indicator may be 
used; but, it is not required. If the IRA/SEP Indicator is present, the amount of the distribution should be reported in 
Payment Amount Field 2. Refer to the 1994 "Instructions for Forms 1099, 1098, 5498, and W-2G" for more 
information. 

Filers are instructed to enter numeric information in all payment fields when filing magnetically or electronically. 
However, when reporting information on the statement to recipient, the payer may be instructed to leave a box blank. 
Follow the guidelines provided in the paper instructions for the statement to recipient. 

50-51 Blank 2 Enter blanks 
Payment Amount Fields 
(Must be numeric) 

Required. Filers must allow for all payment amounts. For those 
not used, filers must enter zeros. For example: If position 23, 
Type of Return, of the "A" Record is "7" (for 1099-PATR) 
and positions 24-32, Amount Codes, are "247bbbbbb", (b 
$AZ blank), this indicates three actual payment amounts are 
being reported in the following "B" Records. Payment 
Amount 1 will be all "0" (zeros), Payment Amount 2 will 
represent Nonpatronage Distributions, Payment Amount 3 will 
be all "0" (zeros), Payment Amount 4 will represent federal 
income tax withheld, Payment Amounts 5 and 6 will be all "0" 
(zeros), Payment Amount 7 will represent energy investment 
credit, and Payment Amounts 8 and 9 will be all "0" (zeros). 
Each payment field must contain 10 numeric characters (see 
Note). Each payment amount must be entered in U.S. dollars 
and cents. The right-most two positions represent cents in the 
payment amount fields. Do not enter dollar signs, commas, 
decimal points, or negative payments, except those items that 
reflect a loss on Form 1099-B. Positive and negative amounts 
are indicated by placing a "$A V" (plus sign) or "-" (minus 
sign) in the left-most position of the payment amount field. A 
negative overpunch in the units position may be used, instead 
of a minus sign, to indicate a negative amount. If a plus sign, 
minus sign, or negative overpunch is not used, the number is 
assumed to be positive. Negative overpunch cannot be used in 
PC created files. Payment amounts must be right-justified and 
unused positions must be zero filled. Federal income tax 
withheld cannot be reported as a negative amount on any form. 
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RECORD NAME: PAYEE "B" RECORD-Continued 

SECTOR 1 (Continued) 

Diskette 
Position Field Title Length Description and Remarks 

Note: If a payer is reporting a money amount in excess of 9999999999 (dollars and cents), it must be reported as 
follows: 

(1) The first "B" Record MUST contain 9999999999. 
(2) The second "B" Record will contain the remaining money amount. 
Do not split this figure in half. 

52-61 Payment Amount 1 * 

62-71 

72-81 

82-91 

92-101 

102-111 

112-121 

122-128 

SECTOR 2 

Diskette 
Position 

2 
3-12 

13-22 

Payment Amount 2* 

Payment Amount 3* 

Payment Amount 4* 

Payment Amount 5* 

Payment Amount 6* 

Payment Amount 7* 

Blank 

Field Title 
Record Sequence 

Record Type 
Payment Amount 8* 

Payment Amount 9* 

10 

10 

10 

10 

10 

10 

10 

7 

Length 

10 

10 

The amount reported in this field 
Amount Code 1 in the "A" Record. 
The amount reported in this field 
Amount Code 2 in the "A" Record. 
The amount reported in this field 
Amount Code 3 in the "A" Record. 
The amount reported in this field 
Amount Code 4 in the "A" Record. 
The amount reported in this field 
Amount Code 5 in the "A" Record. 
The amount reported in this field 
Amount Code 6 in the "A" Record. 
The amount reported in this field 
Amount Code 7 in the "A" Record. 
Enter blanks 

Description and Remarks 

represents 

represents 

represents 

represents 

represents 

represents 

represents 

payments for 

payments for 

payments for 

payments for 

payments for 

payments for 

payments for 

Required. Enter a "2" to sequence the sectors making up a 
payee record. 
Required. Enter "B" 
The amount reported in this field represents payments for 
Amount Code 8 in the "A" Record. 
The amount reported in this field represents payments for 
Amount Code 9 in the "A" Record. 

*If there are discrepancies between these payment amount fields and the boxes on the paper forms, the instructions in 
this revenue procedure govern. 

23-42 
43 

44-83 

Blank 20 
Foreign Country Indica
tor 

First Payee Name Line 40 

Enter blanks 

If the address of the payee is in a foreign country, enter a "1" 
(one) in this field, otherwise, enter blank. When using this 
indicator, payers may use a free format for the payee city, state 
and ZIP Code. Address information must not appear in the 
First or Second Payee Name Line. 
Required. Enter the name of the payee (preferably surname 
first) whose Taxpayer Identification Number (TIN) was provid
ed in Sector 1, positions 16-24 of the "B" Record. Left justify 
and fill unused positions with blanks. If more space is required 
for the name, utilize the Second Payee Name Line Field. If 
there are multiple payees, only the name of the payee whose 
TIN has been provided should be entered in this field. The 
names of the other payees may be entered in the Second Payee 
Name Line Field. If reporting information for a sole propri
etor, the individual's name must always be present, preferably 
in the First Payee Name Line. The use of the business name is 
optional in the Second Payee Name Line. 

Note: When reporting Form 1098, Mortgage Interest Statement the "A" Record will reflect the name of the recipient 
of the interest (the payer). The "B" Record will reflect the 'individual paying the interest (the borrower/payer of 
record) and the amount paid. For Forms 1099-S, the "B" Record will reflect the seller/transferor information. 
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RECORD NAME: PAYEE "B" RECORD-Continued 

SECTOR 2 (Continued) 

Diskette 
Position Field Title Length Description and Remarks 

For Form 5498, "Inherited IRAs," enter the beneficiary's name followed by the word "beneficiary." For example, 
"Brian Young as beneficiary of Joan Smith" or something similar that signifies that the IRA was once owned by Joan 
Smith. Filers may abbreviate the word "beneficiary" as, for example, "benef". Refer to the 1994 "Instructions for 
Forms 1099, 1098, 5498, and W-2G". The beneficiary's TIN should be reported in Sector 1, position 16-24 of the "B" 
Record. 

84-123 

124-128 

SECTOR 3 

Diskette 
Position 

2 
3-42 

Second Payee Name 
Line 

Blank 

Field Title 
Record Sequence 

Record Type 
Payee Mailing Address 

40 

5 

Length 

40 

If there are multiple payees, (e.g., partners, joint owners, or 
spouses) use this field for those names not associated with the 
TIN provided in Sector 1, positions 16-24 of the "B" Record 
or if not enough space was provided in the First Payee Name 
Line, continue the name in this field. Do not enter address 
information. It is important that payers provide as much payee 
information to IRS/MCC as possible to identify the payee 
assigned the TIN. Left justify and fill unused positions with 
blanks. Fill with blanks if no entries are present for this field. 
Enter blanks 

Description and Remarks 
Required. Enter a "3" to sequence the sectors making up a 
payee record. 
Required. Enter "B" 
Required. Enter mailing address of payee. Street address should 
include number, street, apartment or suite number (or P. o. 
Box if mail is not delivered to street address). Left justify and 
fill unused positions with blanks. This field must not contain 
any data other than the payee's mailing address. 

For U.S. addresses, the payee city, state, and ZIP Code must be reported as a 29, 2, and 9 position field, respectively. 
For foreign addresses, filers may use the payee city, state, and ZIP Code as a continuous 40 position field. Enter 
information in the following order: city, province or state, postal code, and the name of the country. When reporting a 
foreign address, the Foreign Country Indicator Field in Sector 2, position 43 must contain a "1" (one). 

43-71 Payee City 29 Required. Enter the city, town, or post office. Left justify and 
fill the unused positions with blanks. Enter APO or FPO if 
applicable. Do not enter state and ZIP Code information in 
this field. 

72-73 Payee State 

74-82 Payee ZIP Code 

83-128 Blank 

SECTOR 4 

2 

9 

46 

Required. Enter the valid U.S. Postal Service abbreviations for 
states or possessions with the appropriate postal identifier (AA, 
AE, or AP) described in Part A, Sec. 18. 
Required. Enter the valid nine-digit ZIP Code assigned by the 
U.S. Postal Service. If only the first five digits are known, left 
justify and fill the unused positions with blanks. For foreign 
countries, alpha characters are acceptable as long as the filer 
has entered a "1" (one) in the Foreign Country Indicator Field 
located in position 43 of Sector 2 of the "B" Record. 
Enter blanks 

The following field descriptions describe the record positions for Sector 4 of the "8" Record for Forms 1098, 
1099-DIV, 1099-G, 1099-INT, 1099-MISC, 1099-PATR, 1099-R, and 5498. If a payer is not a Combined 
Federal/State Payer, or if they are not utilizing the Special Data Entries Field, Sector 4 can be eliminated for all "8" 
Records except Forms 1099-A, 1099-8, 1099-C, 1099-010, 1099-S, and W-2G. See Part E, Sees. 8, 9, 10, 11, 12 and 
13 for the field descriptions for Section 4 of Forms 1099-A, 1099-8, 1099-C, 1099-010, 1099-S and W-2G. 

1 Record Sequence 1 Required. Enter a "4" to sequence the sectors making up a 
payee record. 

2 Record Type Required. Enter "B" 
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RECORD NAME: PAYEE "B" RECORD-Continued 

SECTOR 4 (Continued) 

Diskette 
Position 
3-69 

70-71 

72-128 

Field Title Length 
Special Data Entries 67 

Combined Federal/State 
Code 2 

Blank 57 

Description and Remarks 
This portion of the "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact the state or local 
revenue departments for filing requirements. If this field is not 
utilized, enter blanks. 

If this payee record is to be forwarded to a state agency as part 
of the Combined Federal/State Filing Program, enter the valid 
state code from Part A, Sec. 16, Table 1. For those payers or 
states not participating in this program or for forms not valid 
for state reporting, enter blanks. 
Enter blanks 

SEC. 7. PAYEE "B" RECORD-RECORD LAYOUTS FOR SECTORS 1 THROUGH 4 OF FORMS 1098, 
1099-DIV, 1099-G, 1099-INT, 1099-MISC, 1099-PATR, 1099-R, 5498 AND SECTORS 1 THROUGH 3 OF FORMS 
1099-A, 1099-B, 1099-C, 1099-0ID, 1099-S, AND W-2G. 

SECTOR 1 

DOCUMENT 2ND 
RECORD RECORD PAYMENT SPECIFICI TIN 

SEQUENCE TYPE YEAR DISTRIBUTION NOTICE 
CODE (OPTIONAL) 

2 3-4 5-6 7 

CORRECTED 
NAME DIRECT TYPE TAXPAYER 

RETURN 
CONTROL* SALES BLANK OF IDENTIFICATION 

INDICATOR INDICATOR TIN* NUMBER* 

8 9-12 13 14 15 16-24 

PAYER'S 
IRA/SEP PERCENTAGE TOTAL 

ACCOUNT NUMBER 
INDICATOR OF TOTAL DISTRIBUTION 

FOR PAYEE* DISTRIBUTION INDICATOR 

25-44 45 46-47 48 

TAXABLE 
AMT NOT 

BLANK PAYMENT PAYMENT PAYMENT PAYMENT 
DETERMINED AMOUNT 1 AMOUNT 2 AMOUNT 3 AMOUNT 4 

INDICATOR 

49 50-51 52-61 62-71 72-81 82-91 

PAYMENT PAYMENT PAYMENT 
AMOUNT 5 AMOUNT 6 AMOUNT 7 BLANK 

92-101 102-111 112-121 122-128 
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PAYEE "B" RECORD-RECORD LAYOUTS-Continued 

SECTOR 2 

RECORD RECORD PAYMENT PAYMENT FOREIGN 

SEQUENCE TYPE AMOUNT 8 AMOUNT 9 BLANK COUNTRY 
INDICATOR 

2 3-12 13-22 23-42 43 

FIRST SECOND 
PAYEE NAME PAYEE NAME BLANK 

LINE* 

44-83 

SECTOR 3 

RECORD 
SEQUENCE 

LINE* 

84-123 

RECORD 
TYPE 

2 

PAYEE 
MAILING 
ADDRESS 

3-42 

124-128 

PAYEE PAYEE PAYEE 
CITY STATE ZIP CODE BLANK 

43-71 72-73 74-82 83-128 

SECTOR 4 (See Part D, Secs. 8, 9, 10, 11, 12 and 13 for the Record Layouts for Sector 4 of Forms 1099-A, 1099-B, 
1099-C, 1099-0ID, 1099-S, and W-2G.) 

SPECIAL COMBINED 
RECORD RECORD FEDERAL! 

SEQUENCE TYPE DATA 
STATE BLANKS 

ENTRIES 
CODE 

2 3-69 70-71 72-128 

*When reporting Form 1098, Mortgage Interest Statement, the "B" Record will reflect the individual paying the 
interest (the borrower/payer of record) and the amount paid. 

SEC. 8. PAYEE "B" RECORD-FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 4 OF FORM 
l099-A 

.01 This section contains information pertaining to Sector 4 of Form 1099-A . 

. 02 See Part E, Sec. 6 for field descriptions of Sectors 1, 2 and 3 of the "B" Record for Form 1099-A . 

. 03 Form l099-A cannot be filed under the Combined Federal/State Filing Program. 

SECTOR 4 

Diskette 
Position 

2 
3-23 

24-29 

RECORD NAME: PAYEE "B" RECORD-Continued 
FORM 1099-A-SECTOR 4 ONLY 

Field Title 
Record Sequence 

Record Type 
Special Data Entries 

Date of Lender's 
Acquisition or 
Knowledge of 
Abandonment 

Length 

21 

6 

Description and Remarks 
Required. Enter a "4" to sequence the sectors making up a 
payee record. 
Required. Enter "B" 
This portion of the "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact the state or local 
revenue departments for filing requirements. If this field is not 
utilized, enter blanks. 
Forms l099-A only. Payers should enter the acquisition date of 
the secured property or the date they first had reason to know 
the property was abandoned in the format MMDDYY (e.g., 
102294). Do not enter hyphens or slashes. 
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PAYEE "B" RECORD-RECORD LAYOUT FOR SECTOR 4 OF FORM I099-A-Continued 

SECTOR 4 (Continued) 

Diskette 
Position 
30 

31-69 

70-128 

Field Title Length 
Liability Indicator 

Description of Property 39 

Blank 59 

Description and Remarks 
l099-A only. Enter the appropriate indicator from the table 
below: 

Indicator 
1 

Usage 
Borrower is personally liable for repayment of 
the debt. 

Blank Borrower is not liable for repayment of the debt. 
Form l099-A only. Enter a brief description of the property. 
For real property, enter the address, or if the address does not 
sufficiently identify the property, enter the section, lot, and 
block. For personal property, enter the type, make and model 
(e.g., Car-1994 Buick Regal or office equipment). Enter 
"CCC" for crops forfeited on Commodity Credit Corporation 
loans. If fewer than 39 positions are required, left justify and 
fill unused positions with blanks. 
Enter blanks 

PAYEE "B" RECORD-RECORD LAYOUT FOR SECTOR 4 OF FORM 1099-A 

SECTOR 4-Form 1099-A 

RECORD 
SEQUENCE 

DESCRIPTION 
OF PROPERTY 

31-69 

RECORD 
TYPE 

2 

BLANK 

70-128 

SPECIAL DATE OF LIABILITY DATA LENDER'S INDICATOR ENTRIES ACQUISITION 

3-23 24-29 30 

SEC. 9. PAYEE "8" RECORD-FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 4 OF FORM 
1099-8 

.01 This section contains the general payment information for Sector 4 of Form 1099-B . 

. 02 See Part E, Sec. 6 for field descriptions for Sectors 1, 2, and 3 of the "B" Record for Form 1099-B . 

. 03 Form l099-B cannot be filed under the Combined Federal/State Filing Program. 

SECTOR 4 

Diskette 
Position 

2 
3-12 

RECORD NAME: PAYEE "B" RECORD-Continued 
FORM 1099-B-SECTOR 4 ONLY 

Field Title Length 

Record Sequence 

Record Type 
Special Data Entries 10 

Description and Remarks 

Required. Enter a "4" to sequence the sectors making up a 
payee record. 
Required. Enter "B". 
This portion of the "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact the state or local 
revenue departments for filing requirements. If this field is not 
used, enter blanks. 
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SECTOR 4 (Continued) 

Diskette 
Position 
13 

14-19 

Field Title 
Gross Proceeds 
Indicator 

Date of Sale 

RECORD NAME: PAYEE "B" RECORD-Continued 
FORM 1099-B-SECTOR 4 ONLY 

Length 

6 

Description and Remarks 
Form 1099-B only. Enter the appropriate indicator from the 
following table, otherwise, enter blanks. 

Indicator 
1 
2 

Usage 
Gross proceeds 
Gross proceeds less commission and option premi-
urns. 

Form 1099-B only. For broker transactions, enter the trade 
date of the transaction. For barter exchanges, enter the date, 
when cash, property, a credit, or script is actually or construc
tively received in the format MMDDYY (e.g., 102294). Enter 
blanks if this is an aggregate transaction. Do not enter hyphens 
or slashes. 

20-32 CUSIP Number 13 Form 1099-B only. For broker transactions only, enter the 
CUSIP (Committee on Uniform Security Identification Proce
dures) number of the item reported for Amount Code 2 
(stocks, bonds, etc.). Enter blanks if this is an aggregate 
transaction. Enter "0" (zeros) if the number is not available. 
Left justify and blank fill unused positions. 

33-71 Description 39 Form 1099-B only. Enter a brief description of the item or 
services for which the proceeds or bartering is being reported. 
If fewer than 39 characters are required, left justify and fill 
unused positions with blanks. For broker transactions, enter a 
brief description of the disposition item, (e.g., 100 shares of 
XYZ Corp.). For regulated futures and forward contracts, 
enter "RFC" or other appropriate description and any amount 
subject to backup withholding. For bartering transactions show 
the services or property provided. 

Note: The amount withheld in these situations is to be included in Amount Code 4. 

72-128 Blank 57 Enter blanks 

PAYEE "B" RECORD-RECORD LAYOUT FOR SECTOR 4 OF FORM 1099-B 

SECTOR 4-1099-B 

RECORD RECORD 
SPECIAL GROSS DATE 

CUSIP DATA PROCEEDS OF 
SEQUENCE TYPE ENTRIES INDICATOR SALE NUMBER 

2 3-12 13 14-19 20-32 

I DESCRIPTION I BLANK 

33-71 72-128 

SEC. 10. PAYEE "B" RECORD-FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 4 OF FORM 
1099-C 

.01 This section contains information pertaining to Sector 4 of Form 1099-C. 

.02 See Part E, Sec. 6 for field descriptions of Sectors 1, 2 and 3 of the "B" Record for Form 1099-C . 

. 03 Form 1099-C cannot be filed under the Combined Federal/State Filing Program. 
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RECORD NAME: PAYEE "B" RECORD-Continued 
FORM 1099-C-SECTOR 4 ONLY 

SECTOR 4 

Diskette 
Position 

2 
3-23 

24-29 

30 

31-69 

70-128 

Field Title 
Record Sequence 

Record Type 
Special Data Entries 

Date Canceled 

Bankruptcy Indicator 

Debt Decsription 

Blank 

Length 

21 

6 

39 

59 

Description and Remarks 
Required. Enter a "4" to sequence the sectors making up a 
payee record. 
Required. Enter "B" 
This portion of the "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact the state or local 
revenue departments for filing requirements. If this field is not 
utilized, enter blanks. 
Forms l099-C only. Payers should enter the date when the debt 
was canceled in the format of MMDDYY (i.e., 102294). Do not 
enter hyphens or slashes. 
l099-C only. Enter "I" (one) to indicate the debt was 
discharged in bankruptcy. 

Indicator Usage 
1 Debt was discharged in bankruptcy. 
Blank Debt was not discharged in bankruptcy. 
Form l099-C only. Enter a description of the origin of debt, 
such as student loan, mortgage, or credit card expenditure. 
Enter blanks 

PAYEE "B" RECORD-RECORD LAYOUT FOR SECTOR 4 OF FORM 1099-C 

SECTOR 4-Form 1099-C 

RECORD 
SEQUENCE 

DEBT 
DESCRIPTION 

31-69 

RECORD 
TYPE 

2 

BLANK 

70-128 

SPECIAL 
DATE BANKRUPTCY DATA 

CANCELED INDICATOR ENTRIES 

3-23 24-29 30 

SEC. 11. PAYEE "8" RECORD-FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 4 OF FORM 
1099-01D 

.01 This section contains information pertaining to Sector 4 of Form 1099-0ID . 

. 02 See Part E, Sec. 6 for field descriptions of Sectors 1, 2 and 3 of the Payee "B" Record for Form 1099-0ID. 

SECTOR 4 

Diskette 
Position 

2 
3 30 

Field Title 
Record Sequence 

Record Type 
Special Data Entries 
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RECORD NAME: PAYEE "B" RECORD 
FORM 1099-0ID-SECTOR 4 ONLY 

Length 

28 

Description and Remarks 
Required. Enter a "4" to sequence the sectors making up a 
payee record. 
Required. Enter "B" 
This portion of the "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact the state or local 
revenue departments for filing requirements. If this field is not 
utilized, enter blanks. . 



RECORD NAME: PAYEE "B" RECORD-Continued 
FORM 1099-0ID-SECTOR 4 ONLY 

SECTOR 4 (Continued) 

Diskette 
Position 
31-69 

70-71 

72-128 

Field Title 
Description 

Combined Federal! 
State Code 

Blank 

Length 
39 

2 

57 

Description and Remarks 
Required. Form 1099-01D only. E:lter the CUSIP number, if 
any. If there is no CUSIP number, enter the abbreviation for 
the stock exchange and issuer, the coupon rate and year of 
maturity (e.g., NYSE XYZ 12 112 95). Show the name of the 
issuer if other than the payer. If fewer than 39 characters are 
required, left justify and fill unused positions with blanks. 
If a payee record is to be forwarded to a state agency as part of 
the Combined Federal!State Filing Program, enter the valid 
state code from Part A, Sec. 16, Table l. For those payers or 
states not participating in this program, or for forms not valid 
for state reporting, enter blanks. 
Enter blanks 

PAYEE "B" RECORD-RECORD LAYOUT FOR SECTOR 4 OF FORM 1099-010 

SECTOR 4-1099-010 

SPECIAL COMBINED 
RECORD RECORD DATA DESCRIPTION FEDERAL! 

BLANK SEQUENCE TYPE 
ENTRIES STATE 

CODE 

2 3-30 31-69 70-71 72-128 

SEC. 12. PAYEE "B" RECORD-FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 4 OF FORM 
1099-S 

.01 This section contains the general payment information for Sector 4 of Form 1099-S . 

. 02 See Part E, Sec. 6 for field descriptions for Sectors 1, 2 and 3 of the "B" Record for Form 1099-S . 

. 03 Form 1099-S cannot be filed under the Combined Federal/State Filing Program. 

SECTOR 4 

Diskette 
Position 

2 
3-25 

26-31 

32-70 

71 

Field Title 
Record Sequence 

Record Type 
Special Data Entries 

Date of Closing 

Address or Legal 
Description 

Property or Services 
Received or To Be 
Received 

RECORD NAME: PAYEE "B" RECORD 
FORM 1099-S-SECTOR 4 ONLY 

Length 

23 

6 

39 

Description and Remarks 
Required. Enter a "4" to sequence the sectors making up a 
payee record. 
Required. Enter "B" 
This portion of the "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact the state or local 
revenue departments for filing requirements. If this field is not 
utilized, enter blanks. 
Required. Form 1099-S only. Enter the closing date in the 
format MMDDYY (e.g., 102294). Do not enter hyphens or 
slashes. 
Required. Form 1099-S only. Enter the address of the property 
transferred (including city, state, and ZIP Code). If the address 
does not sufficiently identify the property, also enter a legal 
description, such as section, lot, and block. For timber royal
ties, enter "Timber". If fewer than 39 positions are required, 
left justify and fill unused positions with blanks. 
Required. Form 1099-S only. Enter" 1" (one) if the transferor 
received or will receive property (other than cash and consider
ation treated as cash in computing gross proceeds) or services 
as part of the consideration for the property transferred. Also 
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RECORD NAME: PAYEE "B" RECORD-Continued 
FORM 1099-S-SECTOR 4 ONLY 

SECTOR 4 

Diskette 
Position Field Title Length Description and Remarks 

enter" 1" (one), if the transferor may receive property (other 
than cash) or services to satisfy a debt having a stated principal 
amount, otherwise enter a blank. 

72-128 Blank 57 Enter blanks 

PAYEE "B" RECORD-RECORD LAYOUT FOR SECTOR 4 OF FORM 1099-S 

SECTOR 4-1099-S 

RECORD 
SEQUENCE 

PROPERTY OR 
SERVICES 
RECEIVED 

71 

RECORD 
TYPE 

2 

BLANK 

72-128 

SPECIAL DATE OF 
ADDRESS OR 

DATA LEGAL 
ENTRIES 

CLOSING DESCRIPTION 

3-25 26-31 32-70 

When reporting Form 1099-S, the "B" Record will reflect the seller/transferor information. 

SEC. 13. PAYEE "B" RECORD-FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 4 OF FORM 
W-2G . 

. 01 This section contains the general payment information for Sector 4 of Form W-2G . 

. 02 See Part E, Sec. 6 for field descriptions for Sectors 1, 2 and 3 of the "B" Record for Form W -2G . 

. 03 Form W-2G cannot be filed under the Combined Federal/State Filing Program. 

SECTOR 4 

Diskette 
Position Field Title 
1 Record Sequence 

2 Record Type 
3-8 Date Won 

9-23 Transaction 

24-28 Race 

29 33 Cashier 

34 38 Window 
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RECORD NAME: PAYEE "B" RECORD 
FORM W-2G-SECTOR 4 ONLY 

Length 
1 

1 
6 

15 

5 

5 

5 

Description and Remarks 
Required. Enter a "4" to sequence the sectors making up a 
payee record. 
Required. Enter "B" 
Form W-2G only. Enter the date of the winning event in the 
format MMDDYY (e.g., 102294). This is not the date the 
money was paid, if paid after the date of the race (or game). 
Do not enter hyphens or slashes. 
Required. Form W-2G only. For state conducted lotteries, 
enter the ticket or other identifying number. For keno, bingo, 
and slot machines, enter the ticket or card number (and color, 
if applicable), machine serial number, or any other information 
that will help identify the winning transaction. All others, enter 
blanks. 
Form W-2G only. If applicable, enter the race (or game) 
relating to the winning ticket. Otherwise, enter blanks. 
Form W-2G only. If applicable, enter the initials of the cashier 
making the winning payment; otherwise, enter blanks. 
Form W-2G only. If applicable, the window number or 
location of the person paying the winnings; otherwise, enter 
blanks. 



RECORD NAME: PAYEE "B" RECORD-Continued 
FORM W-2G-SECTOR 4 ONLY 

SECTOR 4 (Continued) 

Diskette 
Position Field Title 
39-53 First ID 

54-68 Second ID 

69-128 Blank 

Length 
15 

15 

60 

Description and Remarks 
Form W-2G only. If applicable, the first identification number 
of the person receiving the winnings; otherwise, enter blanks. 
Form W-2G only. If applicable, enter the second identification 
number of the person receiving the winnings; otherwise, enter 
blanks. 
Enter blanks 

PAYEE "B" RECORD-RECORD LAYOUT FOR SECTOR 4 OF FORM W-2G 

SECTOR 4-W-2G 

RECORD 
SEQUENCE 

WINDOW 

34-38 

RECORD 
TYPE 

2 

FIRST 
ID 

39-53 

DATE WON 

3-8 

SECOND 
ID 

54-68 

TRANSACTION 

9-23 

BLANK 

69-128 

RACE CASHIER 

24-28 29-33 

SEC. 14. END OF PAYER "C" RECORD-RECORD LAYOUT 

.01 The End of Payer "C" Record consists of 2 Sectors of 128 positions each. The Control Total Fields are each 15 
positions in length . 

. 02 The "C" Record consists of the total number of payees and the totals of the Payment Amount Fields filed by a 
given payer and/or a particular type of return. The "C" Record must be written after the last "B" Record for each 
type of return for a given payer. For each "A" Record and group of "B" Records on the file, there must be a 
corresponding "C" Record . 

. 03 In developing the "C" Record, for example, if a payer used Amount Codes 1, 3 and 6 in the" A" Record, the 
totals from the "B" Records will appear in Control Totals 1, 3 and 6 of the "C" Record. In this example, positions 
27-41, 57-86, and 102-116 of Sector 1 and positions 3-32 of Sector 2 would be zero filled . 

. 04 Payers/transmitters should verify the accuracy of the totals since data with missing or incorrect "C" Records 
will be returned for replacement. 

RECORD NAME: END OF PAYER "C" RECORD 

SECTOR 1 

Diskette 
Position Field Title 
1 Record Sequence 

2 Record Type 
3-8 Number of Payees 

9-11 Blank 

Length 
1 

1 
6 

3 

Description and Remarks 
Required. Enter a "1" (one) to sequence the sectors making up 
a payer record. 
Required. Enter "C" 
Required. Enter the total number of "B" Records covered by 
the preceding "A" Record. Right justify and zero fill. 
Enter blanks 

Required. Accumulate totals of any payment amount fields in the "B" Records into the appropriate control total 
fields of the "C" Record. Control totals must be right-justified and unused control total fields zero filled. All control 
total fields are 15 positions in length. 
12-26 Control 15 

Total 1 
27-41 Control 15 

Total 2 
42-56 Control 15 

Total 3 
57-71 Control 15 

Total 4 
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RECORD NAME: END OF PAYER "C" RECORD-Continued 

SECTOR 1 (Continued) 

Diskette 
Position Field Title Length Description and Remarks 

72-86 Control 15 
TotalS 

87-101 Control 15 
Total 6 

102-116 Control 15 
Total 7 

117-128 Blank 12 Enter blanks 

SECTOR 2 

Record Sequence Required. Enter a "2" (two) to sequence the sectors making up 
a payer record. 

2 Record Type 1 Required. Enter "C" 
3-17 Control 15 

Total 8 
18-32 Control 15 

Total 9 
33-128 Blank 96 Enter blanks 

END OF PAYER "C" RECORD-RECORD LAYOUT 

SECTOR 1 

RECORD 
SEQUENCE 

CONTROL 
TOTAL 3 

42-56 

SECTOR 2 

RECORD 
SEQUENCE 

RECORD 
TYPE 

2 

CONTROL 
TOTAL 4 

57-71 

RECORD 
TYPE 

2 

NUMBER 
OF 

PAYEES 

3-8 

CONTROL 
TOTAL 5 

72-86 

CONTROL 
TOTAL 8 

3-17 

BLANK 

9-11 

CONTROL 
TOTAL 6 

87-101 

CONTROL 
TOTAL 9 

18-32 

SEC. 15. STATE TOTALS "K" RECORD-RECORD LAYOUT 

CONTROL 
TOTAL 1 

12-26 

CONTROL 
TOTAL 7 

102-116 

BLANK 

33-128 

CONTROL 
TOTAL 2 

27-41 

BLANK 

117-128 

.01 The State Totals "K" Record consists of 2 sectors of 128 positions each. The Control Total Fields are each 15 
positions in length . 

. 02 The "K" Record is a summary for a given payer and a given state in the Combined Federal/State Filing 
Program. Use only when state reporting approval has been granted . 

. 03 The "K" Record will contain the total number of payees and the totals of the Payment Amount Fields filed for 
a given payer for a given state. The "K" Record(s) must be written after the "C" Record for the related "A" Record . 

. 04 In developing the "K" Record, for example, if a payer used Amount Codes 1, 3, and 6 in the "A" Record, the 
totals from the "B" Records coded for this state will appear in Control Totals 1, 3, and 6 of the "K" Record . 

. 05 There must be a separate "K" Record for each state being reported . 

. 06 Refer to Part A, Sec. 16 for the requirements and conditions that must be met to file via this program. 
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RECORD NAME: STATE TOTALS "K" RECORD 

SECTOR 1 

Diskette 
Position Field Title 
1 Record Sequence 

2 Record Type 
3-8 Number of Payees 

9-11 Blank 

Length 
1 

1 
6 

3 

Description and Remarks 
Required. Enter a "1" (one) to sequence the sectors making up 
a payer record. 
Required. Enter "K" 
Required. Enter the total number of "B" Records being coded 
for this state. Right justify and zero fill. 
Enter blanks 

Required. Accumulate totals of any payment amount fields in the "B" Records for each state being reported, into 
the appropriate control total fields of the appropriate "K" Record. Control totals must be right-justified and unused 
control total fields zero filled. All control total fields are 15 positions in length. 
12-26 Control 15 

Total 1 
27-41 Control 15 

Total 2 
42-56 Control 15 

Total 3 
57-71 Control 15 

Total 4 
72-86 Control 15 

Total 5 
87-101 Control 15 

Total 6 
102-116 Control 15 

Total 7 

117-128 Blank 12 

SECTOR 2 

Record Sequence 

2 Record Type 
3-17 Control 15 

Total 8 
18-32 Control 15 

Total 9 
33-126 Blank 94 
127-128 Combined Federal! 2 

State Code 

Enter blanks 

Required. Enter a "2." to sequence the sectors making up a 
payer record. 
Required. Enter "K" 

Enter blanks 
Required. Enter the code assigned to the state which is to 
receive the information. (Refer to Part A, Sec. 16, Table 1.) 

END OF PAYER "K" RECORD-RECORD LAYOUT 

SECTOR 1 

RECORD RECORD NUMBER BLANK 
CONTROL CONTROL 

SEQUENCE TYPE OF PAYEES TOTAL 1 TOTAL 2 

2 3-8 9-11 12-26 27-41 

CONTROL CONTROL CONTROL CONTROL CONTROL BLANK 
TOTAL 3 TOTAL 4 TOTAL 5 TOTAL 6 TOTAL 7 

42-56 57-71 72-86 87-101 102-116 117-128 
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END OF PAYER "K" RECORD-RECORD LAYOUT-Continued 

SECTOR 2 

COMBINED 
RECORD RECORD CONTROL CONTROL 

BLANK 
FEDERAL/ 

SEQUENCE TYPE TOTAL 8 TOTAL 9 STATE 
CODE 

1 2 3-17 18-32 33-126 127-128 

SEC. 16. END OF TRANSMISSION "F" RECORD-RECORD LAYOUT 

.01 The End of Transmission "F" Record consists of one 128-position sector. The "F" Record is a summary of the 
number of payers in the entire file . 

. 02 This record should be written after the last "C" Record (or last "K" Record, when applicable) of the entire file. 

RECORD NAME: END OF TRANSMISSION "F" RECORD 

Diskette 
Position Field Title Length Description and Remarks 

Record Type 1 Required. Enter "F" 

2-5 Number of "A" 4 Enter the total number of Payer "A" Records in the entire file 
Records (right justify and zero fill) or enter all zeros. 

6-30 Zero 25 Enter zeros 
31-128 Blank 98 Enter blanks 

END OF TRANSMISSION "F" RECORD-RECORD LAYOUT 

SECTOR 1 

RECORD NUMBER OF 
ZERO TYPE "A" RECORDS 

2-5 6-30 

PART F. DOUBLE DENSITY DISKETTE SPECIFICATIONS 

SEC. 1. GENERAL 

BLANK 

31-128 

.01 The specifications contained in this part of the revenue procedure define the required format and contents of the 
records to be included in a double density diskette file and must be strictly adhered to unless deviations have been 
specifically granted by IRS . 

. 02 IRS is considering eliminating 8-inch diskettes as an acceptable type of media in the future . 

. 03 To be compatible, a double density diskette file must meet the following specifications in total: 
(a) 8-inches in diameter. 
(b) Recorded in EBCDIC. 
(c) Contains 77 cylinders (A cylinder refers to both of the tracks available to the read/write heads at any of the 77 

locations on the double sided, double density diskette). 
(1) Cylinder 00 is the index cylinder. (The operating system reserves cylinder 00 for the directory information and 

writes the file name and location in the directory; data cannot be written in cylinder 00.) 
(2) Cylinders 1-74 are the primary data cylinders. 
(3) Cylinders 75 and 76 are reserved for alternate cylinder assignment. 
(d) Each track contains 26 sectors; therefore, each cylinder contains 52 sectors. 
(e) Each sector must contain 256 bytes. 
(f) Data must be recorded on both sides of the diskette. 
(g) IRS can process single sided, single density, soft sectored diskettes as well as double sided, double density, soft 

sectored diskettes. Part E provides specifications for single density diskettes which have sectors of 128 bytes. 
(h) An IBM 5360 compatible diskette would meet the above specifications. If using other processors, data should be 

recorded in the Basic Data Exchange (EBCDIC) format. 
(i) Hard sectored diskettes are not compatible. 
G) A diskette should be clearly marked as to which type of data (double sided/double density) is on each diskette, 

and the entire file should consist of all double sided/double density diskettes . 
. 04 Exchange files are created through the Transfer command and Copy file files are created through the Copy 

command. In order to do this, initialize the diskettes using the FORMAT parameter in the INIT procedure. IRS/MCC 
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encourages filers to use blank or currently formatted diskettes when preparing files. If extraneous data follows the end of the "F" Record, the file must be returned for replacement. 
.05 Form 5064, Media Label, must be affixed to each diskette submitted for processing. 

SEC. 2. DISKETIE HEADER LABEL 

The following header label format applies to both single and double density diskettes. The header label on the diskette must be located in Track 0, Sector 8 and must be formatted as shown in the following layout. If a filer's system automatically creates a header label, this is not necessary. If the file will consist of multiple diskettes, the Multi-Volume Indicator (position 45) in the diskette header label must contain a "C". 

HDRI BLANK 
(a) (b) 

1-4 5 

BLANK END OF 

(b) DATA 
(f) 

34 35-39 

MULTI- SEQUENCE 
VOLUME NUMBER 

(k) (1) 

45 46-47 

NEXT AVAILABLE 
DATA 

POSITION 
(0) 

75-79 

DATA SET (FILE) 
NAME (FOR 

BLANK SECTOR 
TRANSMITTER'S 

(b) LENGTH 
USE) (d) 

(c) 

6-13 14-22 23-27 

BLANK BYPASS DATA SET 
(b) DATA SET ACCESSIBILITY 

(g) (h) 

40 41 42 

EXPIRATION 
VERIFY BLANK DATA 
MARK (b) YYMMDD 

(n) (m) 

48-66 67-72 73 

(a) Header I-Positions I through 4; enter HDRI. 
(b) Unused-Any field marked blank is unused and should contain only blanks. 

BLANK BEGINNING 

(b) OF DATA 
(e) 

28 29-33 

WRITE FILE 
PROJECT TYPE 

(i) (j) 

43 44 

BLANK 
(b) 

74 

(c) Data Set (File) Name-Positions 6 through 13; use this field to identify a filer's data set. The Data Set Name must begin with an alphabetic character. This name should be the same for every diskette in a file. (d) Sector Length-Positions 23 through 27; enter the sector length 256 in positions 25-27 and fill positions 23 and 24 with zeros. 
(e) Beginning of Data-Positions 29 through 33; enter the five-digit address designated for the first record of this data set, xxOyy (xx = track number, yy = sector number). For example, if the first record is in track 01, sector 02, enter 01002. 
(f) End of Data-Positions 35 through 39; enter the five-digit address of the last position of the diskette reserved for this data set. For example, to reserve the entire diskette for a data set, enter 73026. (g) Bypass Data Set-Position 41; this field is not accessed by IRS; any character is acceptable. (h) Data Set Accessibility-Position 42; this field is not accessed by IRS; any character is acceptable. (i) Write Protect-Position 43; this field defines the protected status of the associated data set. P = read only; blank = read/write. With P in this position, a filer can only select the Update (U) mode. (j) Position 44, File Type, enter an "e" if to indicate an exchange file; otherwise, enter blank. (k) Multi-Volume-Position 45; this field indicates that a complete data set is on a diskette. Blank = data set complete; C = data set continued on another diskette; L = last diskette of a multi-diskette data set. (1) Sequence Number-Position 46 and 47-For Copyfile files only. Sequentially ascending numbers must be entered in every diskette header label. 

(m) Expiration Date-Positions 67 through 72; may be used to contain the date that the data set expires, YYMMDD (YY = year, MM = month, DD = day). This field is not accessed by IRS; any characters are acceptable. 
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(n) Verify Mark-Position 73; this field is used to indicate the data set was verified. If verified enter V, if not enter 
a blank. 

(0) Next Available Data Position-Positions 75-79. Enter the address of the next available position after End of 
Data (f). In positions 75 and 76 enter the track number, in position 77 enter a "0" (zero), and in positions 78-79 enter 
the sector number. 

SEC. 3. PAYERITRANSMITTER "A" RECORD-GENERAL INFORMATION 

.01 The Payer "A" Record identifies the payer and transmitter of the diskette and provides parameters for the 
succeeding Payee "B" Records. IRS computer programs rely on the absolute relationship between the parameters and 
data fields in the "A" Record and the data fields in the "B" Records to which they apply . 

. 02 The number of "A" Records depends on the number of payers and the different types of returns being reported. 
The payment amounts for one payer for one type of return should be consolidated under one "A" Record if submitted 
on the same file . 

. 03 Do not submit separate "A" Records for each payment amount being reported. For example, if a payer is filing 
Form 1099-D IV to report Amount Codes I, 2 and 3, all three amount codes should be reported under one "A" 
Record, not three separate "A" Records. For "B" Records that do not contain payment amounts for all three amount 
codes, enter zeros for those which have no payment to be reported . 

. 04 After the header label on the diskette, the first record appearing must be an "A" Record. Each "A" Record will 
consist of at least one 256 position sector; however, if a filer is transmitting for someone other than themselves, 2 
sectors are required . 

. 05 A transmitter may include "B" Records for more than one payer on a diskette. However, each group of "B" 
Records must be preceded by an "A" Record and followed by an End of Payer "c" Record. A single diskette may 
contain different types of returns, but the returns must not be intermingled. A separate "A" Record is required for 
each payer and each type of return being reported . 

. 06 An "A" Record may be blocked with "B" Records, however, the initial record on a file must be an "A" 
Record. IRS/MCC will accept an "A" Record after a "c" Record . 

. 07 All alpha characters entered in the "A" Record should be uppercase . 

. 08 Wben filing Form 1098, Mortgage Interest Statement, tbe "A" Record will reflect tbe name of tbe recipient of 
tbe interest referred to as tbe "payer" in tbese instructions. The "B" Record will reflect tbe individual paying tbe 
interest (borrower/payer of record) and the amount paid. 

RECORD NAME: PAYER/TRANSMITTER "A" RECORD 

Note: For all fields marked Required, a transmitter must provide the information described under Description and 
Remarks. For fields not marked Required, a transmitter must allow for the field but may be instructed to enter blanks 
or zeros in the indicated diskette position(s) and for the indicated length. 

SECTOR 1 

Diskette 
Position 

2 

3-4 
5-7 

8-16 

17-20 

Field Title 
Record Sequence 

Record Type 
Payment Year 
Diskette Sequence 
Number 

Payer's TIN 

Payer Name Control 
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Length 

2 
3 

9 

4 

Description and Remarks 
Required. Enter" I" (one) to sequence the sectors making up 
an "A" Record. 
Required. Enter "A" 
Required. Enter "94" (unless reporting prior year data). 
The diskette sequence number is incremented by 1 for each 
diskette on the file starting with 001. The transmitter may enter 
blanks or zeros in this field. IRS bypasses this information. 
Indicate the proper sequence on the external label Form 5064. 
Required. Must be the valid nine-digit Taxpayer Identification 
Number assigned to the payer. Do not enter blanks, hypbens, 
or alpha cbaracters. All zeros, ones, twos, etc. will have the 
effect of an incorrect TIN. For foreign entities not required to 
have a TIN, this field may be blank. However, the Foreign 
Entity Indicator, position 50, Sector 1, of the "A" Record 
should be set to "1" (one). 
The Payer Name Control can be obtained only from the mail 
label on the Package 1099 that is mailed to most payers on 
record each December. To distinguish between the Package 



RECORD NAME: PAYER/TRANSMITTER "A" RECORD-Continued 

SECTOR 1 (Continued) 

Diskette 
Position Field Title Length Description and Remarks 

21 Last Filing Indicator 

1099 and the Magnetic Media Reporting (MMR) Package, the 
Package 1099 contains instructions for paper filing only, and 
the mail label on the package contains a four (4) character 
name control. The MMR Package contains instructions for 
filing magnetically or electronically. This mail label does not 
contain a name control. Names of less than four (4) characters 
should be left-justified, filling the unused positions with blanks. 
If a Package 1099 has not been received or the Payer Name 
Control is unknown, this field must be blank filled. 
Enter a "1" (one) if this is the last year the payer will file, 
otherwise, enter blank. Use this indicator if the payer will not 
be filing information returns under this payer name and TIN in 
the future either magnetically, electronically, or on paper. 

22 Combined Federal/State 
Filer 

23 Type of Return 

Required for the Combined Federal/State Filing Program. 
Enter" 1" (one) if participating in the Combined Federal/State 
Filing Program, otherwise, enter blank. Refer to Part A, Sec. 
16 for further information. Forms 1098, 1099-A, 1099-B, 
1099-C, 1099-S, and W-2G cannot be filed under this pro
gram. 
Required. Enter appropriate code from table below: 

Type of Return 
1098 
1099-A 
1099-B 
1099-C 
1099-DIV 
1099-G 
1099-INT 
1099-MISC 
1099-010 
1099-PATR 
1099-R 
1099-S 
5498 
W-2G 

Code 
3 
4 
B 
5 
1 
F 
6 
A 
D 
7 
9 
S 
L 

W 

24-32 Amount Codes 
(See Note) 

9 Required. Enter the appropriate amount code for the type of 
return being reported. Generally, for each amount code entered 
in this field, a corresponding payment amount should appear in 
the Payee "B" Record. In most cases, the box numbers on 
paper information returns correspond with the amount codes 
used to file magnetically/electronically. However, if discrepan
cies occur, this revenue procedure governs. 

Example: If Sector 1, position 23 of the "A" Record is "7" (for 1099-PATR) and positions 24-32 are "247bbbbbb" 
(b = blanks), this indicates the payer is reporting three payment amounts in all of the following Payee "B" Records. 

The first payment amount field in the "B" Record will be all "0" (zeros); 
the second will represent "nonpatronage distributions"; 
the third will be all "0" (zeros); 
the fourth will represent "federal income tax withheld"; 
the fifth and sixth will be all "0" (zeros); 
the seventh will represent "energy investment credit"; and 
the eighth and ninth will be all "0" (zeros). 

Enter the amount codes in ascending sequence (i.e., 247bbbbbb; b = blanks), left justify, filling unused positions 
with blanks. For further clarification of the Amount Codes, contact IRS/MCC. 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD-Continued 

SECTOR 1 (Continued) 

Diskette 
Position Field Title Length Description and Remarks 

Note: A type of return and an amount code must be present in every Payer "A" Record even if no money amounts are 
being reported. For a detailed explanation of the information to be reported in each amount code, refer to the 1994 
"Instructions for Forms 1099, 1098, 5498, and W-2G". 

Amount Codes Form 
1098-Mortgage 
Interest Statement 

Amount Codes Form 
1099-A-Acquisition or 
Abandonment of Secured Property 

Amount Codes Form 
1099-B-Proceeds from 
Broker and Barter 
Exchange Transactions 

For Reporting Mortgage Interest Received from Payers/Borrowers (Payer of 
Record) on Form 1098: 

Amount 
Code 
1 
2 

3 

Amount Type 
Mortgage interest received from payers/borrowers 
Points paid directly by payers/borrowers on purchase of principal 
residence 
Refund of overpaid interest 

For Reporting the Acquisition or Abandonment of Secured Property on Form 
1099-A: 

Amount 
Code 
2 
3 
4 

Amount Type 
Balance of principal outstanding 
Gross foreclosure proceeds 
Appraisal value 

For Reporting Payments on Form 1099-B: 

Amount 
Code 
2 
3 
4 

6 

7 
8 
9 

Amount Type 
Stocks, bonds, etc. (For forward contracts, see Note) 
Bartering (Do not report negative amounts.) 
Federal income tax withheld (backup withholding). (Do not report 
negative amounts.) 
Profit or loss realized in 1994 on Regulated Futures Contracts. (See 
Note 2) 
Unrealized profit or loss on open contracts 12/31/93. (See Note 2) 
Unrealized profit or loss on open contracts 12/31/94. (See Note 2) 
Aggregate profit or loss. (See Note 2) 

Note 1: The payment amount field associated with Amount Code 2 may be used to represent a loss when the report
ing is for forward contracts. Refer to the "B" Record-General Field Descriptions, Payment Amount Fields, for 
instructions on reporting negative amounts. 

Note 2: Payment Amount Fields 6, 7, 8, and 9 are for the reporting of Regulated Futures Contracts. 

Amount Codes Form 1099-C 
-Cancellation of Debt 

For Reporting Cancellation of Debt on Form 1099-C: 

Amount 
Code 
2 
3 
4 

Amount Type 
Amount of debt canceled (see Note) 
Interest included in Amount Code 2 
Penalties, fines or administrative costs included in Amount Code 2 

Note: A debt is any amount owed to the debtor including principal, interest, penalties, administrative costs, and fines, 
to the extent they are indebtedness under section 61(a)(12). The amount of debt discharged or canceled may be all or 
only part of the total amount owed. See the 1994 "Instructions for Forms 1099 1098 5498 and W-2G" for further 
information. ' , , 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD-Continued 

SECTOR 1 (Continued) 

Diskette 
Position Field Title 

Amount Codes Form I099-DIV 
-Dividends and Distributions 

Length Description and Remarks 

For Reporting Payments on Form 1099-DIV: 

Amount 
Code 
1 
2 
3 
4 
5 
6 
7 
8 
9 

Amount Type 
Gross dividends and other distributions on stock (see Note) 
Ordinary dividends (see Note) 
Capital gain distributions (see Note) 
Nontaxable distributions (if determinable) (see Note) 
Investment expenses (see Note) 
Federal income tax withheld (backup withholding) 
Foreign tax paid 
Cash liquidation distributions 
Noncash liquidation distributions (show fair market value) 

Note: Amount Code 1 must be present (unless the payer is using Amount Codes 8 or 9 only) and must equal the sum of amounts reported in Amount Codes 2, 3, 4 and 5. If an amount is present for Amount Code 1, there must be an amount present for Amount Codes 2-5 as applicable. 
Amount Codes Form I099-G 
-Certain Government Payments 

For Reporting Payments on Form 1099-G: 

Amount 
Code 
1 
2 
4 
6 
7 

Amount Type 
Unemployment compensation 
State or local income tax refunds, credits or offsets 
Federal income tax withheld (backup withholding) 
Taxable grants 
Agriculture payments 

NOTE: Payments previously reported under Amount Code 5 for discharge of indebtedness are now reportable on Form 1099-C. 

Amount Codes Form 
I099-INT-Interest Income 

Amount Codes Form I099-MISC 
-MisceIlaneous Income 

For Reporting Payments on Form 1099-INT: 

Amount 
Code Amount Type 
1 Interest income not included in Amount Code 3 
2 Early withdrawal penalty 
3 Interest on U.S. Savings Bonds and Treasury obligations 
4 Federal income tax withheld (backup withholding) 
5 Foreign tax paid 
For Reporting Payments on Form 1099-MISC: 

Amount 
Code 
1 
2 
3 
4 
5 
6 
7 
8 
9 

Amount Type 
Rents (see Note 1) 
Royalties (see Note 2) 
Other income (see Note 3) 
Federal income tax withheld (backup withholding) 
Fishing boat proceeds 
Medical and health care payments 
Nonemployed compensation or crop insurance proceeds (see Note 4) 
Substitute payments in lieu of dividends or interest 
Excess golden parachute payments 

Note I: If reporting the Direct Sales Indicator only, use Type of Return Code A for 1099-MISC in position 23, and Amount Code 1 in position 24 of the Payer "A" Record. AIl payment amount fields in the Payee "B" Record wilI contain zeros. 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD-Continued 

SECTOR 1 (Continued) 

Diskette 
Position Field Title Length Description and Remarks 

Note 2: Do not report timber royalties under a "pay-as-cut" contract; these should be reported on Form 1099-S. 

Note 3: Amount Code 3 previously was entitled "Prizes, awards, etc.". The title was changed to read "Other 
Income" . 

Note 4: Amount Code 7 is normally used to report nonemployed compensation. However, Amount Code 7 may also be 
used to report crop insurance proceeds. See positions 5-6, Sector 1, of the "B" Record for instructions. If 
nonemployed compensation and crop insurance proceeds are being paid to the same payee, a separate "B" Record for 
each transaction is required. 

Amount Codes Form 1099-010 
-Original Issue Discount 

Amount Codes Form 1099-PATR 
-Taxable Distributions Received 
from Cooperatives 

For Reporting Payments on Form 1099-0ID: 

Amount 
Code 
1 
2 
3 
4 

Amount Type 
Original issue discount for 1994 
Other periodic interest 
Early withdrawal penalty 
Federal income tax withheld (backup withholding) 

For Reporting Payments on Form 1099-PATR: 

Amount 
Code 
1 
2 
3 
4 
5 
6 
7 
8 

Amount Type 
'Patronage dividends 
Nonpatronage distributions 
Per-unit retain allocations 
Federal income tax withheld (backup withholding) 
Redemption of nonqualified notices and retain allocations 
Investment credit (see Note) 
Energy investment credit (see Note) 
Jobs credit (see Note) 

Note: The amounts shown for Amount Codes 6, 7, and 8 must be reported to the payee; they need not be reported to 
IRS. 

If reporting Pass-Through Alternative Minimum Tax Adjustments, the total alternative minimum tax (AMT) 
patronage dividend adjustment for the patron and/or the total AMT per-unit retain allocation adjustment should be 
entered in the Special Data Entries Field of the Payee "B" Record. 

Amount Codes Form 1099-R-Dis- For Reporting Payments on Form 1099-R: 
tributions From Pensions, Annuities, 
Retirement or Profit-Sharing Plans, 
IRAs, Insurance Contracts, etc. (See 
Note I) 

Amount 
Code 
1 
2 
3 
4 
5 
6 
8 
9 

Amount Type 
Gross distribution (See Note 2) 
Taxable amount (see Note 3 ) or IRA/SEP distribution 
Capital gain (included in Amount Code 2). 
Federal income tax withheld (see Note 4) 
Employee contributions or insurance premiums 
Net unrealized appreciation in employer's securities 
Other 
State income tax withheld (see Note 5) 

Note I: Additional information may be required in the "B" Record. Refer to positions 45 through 49, Sector 1, of the 
"B" Record. 

Note 2: If the payment shown for Amount Code 1 is a total distribution, enter a "I" (one) in position 48, Sector 1, of 
the "B" Record. An amount must be shown in Amount Field 1. 

Note 3: If a distribution is a loss, do not enter a negative amount. For example, if stock is distributed but the value is 
less than the employee's after tax contributions, enter the value of the stock in Amount Code 1, enter "0" (zero) in 
Amount Code 2, and enter the employee's contributions in Amount Code 5. 

If the taxable amount cannot be determined enter a "1" (one) in position 49, Sector 1 of the "B" Record. If a filer 
is reporting an IRA/SEP distribution, generally include the amount of the distribution in the Taxable Amount 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD-Continued 

SECTOR 1 (Continued) 

Diskette 
Position Field Title Length Description and Remarks 

(Payment Amount 2, position 62-71) and enter a "1" (one) in the IRA/SEP Indicator Field (position 45). A "1" (one) 
may be entered in the Taxable Amount Not Determined Indicator Field (position 49), Sector 1 of the "B" Record, but 
the amount of the distribution must still be reported in Payment Amount Field 2. See the explanation for Box 2a of 
Form 1099-R in the 1994 "Instructions for Forms 1099, 1098, 5498, and W-2G" for more information on reporting 
the taxable amount. 

Note 4: See the 1994 "Instructions for Forms 1099, 1098, 5498, and W-2G" for further information concerning federal 
income tax withheld for Form 1099-R. 

Note 5: State income tax withheld has been added for the convenience of the payer but need not be reported to IRS. 
Local income tax may be reported in the Special Data Entries Field in the Payee "B" Record. 

Amount Codes Form 1099-S For Reporting Payments on Form 1099-S: 
-Proceeds From Real Estate 
Transactions Amount 

Code 
2 
5 

Amount Type 
Gross Proceeds (see Note) 
Buyer's part of real estate tax 

Note: Include payments of timber royalties made under a "pay-as-cut" contract here under section 6050N. If timber 
royalties are being reported, enter "TIMBER" in the Description Field of the "B" Record. For more information, see 
Announcement 90-129, 1990-48 I.R.B. 10. 

Amount Codes Form 5498-Individ- For Reporting Payments on Form 5498: 
ual Retirement Arrangement Infor
mation (See Note) Amount 

Code 
1 
2 
3 
4 

Amount Type 
Regular IRA contributions made in 1994 and 1995 for 1994 
Rollover IRA contributions 
Life insurance cost included in Amount Code 1 
Fair market value of the account 

Note: For information regarding Inherited IRAs, refer to Rev. Proc. 89-52, 1989-2 C.B. 632. Beneficiary information 
must be given in the Payee Name Line Field of the "B" Record. 

If reporting IRA contributions for a Desert Shield/Storm participant for other than 1994, enter "DS", the year for 
which the contribution was made, and the amount of the contribution in the Special Data Entries Field of the "B" 
Record. Do not enter the contributions in Amount Code 1. 

For further information concerning Inherited IRAs or Desert Shield/Storm participant reporting, refer to 1994 
"Instructions for Forms 1099, 1098,5498, and W-2G", and Notice 91-17, 1991-1 C.B. 319. 

Amount Codes Form W-2G 
-For Certain Gambling Winnings 

Reporting Payments on Form W-2G: 

Amount 
Code 
1 
2 
3 
7 

Amount Type 
Gross winnings 
Federal income tax withheld 
State income tax withheld (see Note) 
Winnings from identical wagers 

Note: State income tax withheld was added for the convenience of the payer but need not be reported to IRS/MCC. 

33 Test Indicator 

34 Service Bureau 
Indicator 

35-44 Blank 
45-49 Transmitter Control 

Code (TCC) 

10 
5 

Required. Enter "T" if this is a test file, otherwise, enter a 
blank. 
Enter "1" ( one) if a service bureau was used to develop and/or 
transmit files, otherwise, enter blank. See Part A, Sec. 17 for 
the definition of a service bureau. 
Enter blanks 
Required. Enter the five character alpha/numeric (TCC) Trans
mitter Control Code assigned by IRS/MCC. A TCC must be 
obtained to file data on this program. Do not enter more than 
one TCC per file. 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD-Continued 

SECTOR 1 (Continued) 

Diskette 
Position 
50 

Field Title Length 
Foreign Entity Indicator 1 

Description and Remarks 
Enter a "1" (one) if the payer is a foreign entity and income is 
paid by the entity to a U.S. resident. If the payer is not a 
foreign entity, enter a blank. (See Note) 

Note: If payers erroneously report entItles as foreign, they may be subject to a penalty for providing incorrect 
information to IRS. Therefore, payers must be sure to code only those records as foreign corporations that should be 
coded. 

51-90 First Payer Name Line 40 Required. Enter the name of the payer whose TIN appears in 
Sector 1, positions 8-16 of the "A" Record. Any extraneous 
information must be deleted. Left justify and fill with blanks. 
(Filers should not enter a transfer agent's name in this field. 
Any transfer agent's name should appear in the Second Payer 
Name Line Field.) 

Note: When reporting Form 1098, Mortgage Interest Statement, the "A" Record will reflect the name and TIN of the 
recipient of the interest/the filer of Form 1098 (the payer). The "B" Record will reflect the individual paying the 
interest (the payer of record) and the amount paid. For Form 1099-S, the "A" Record will reflect the person 
responsible for reporting the transaction/the filer of form 1099-S and the "B" Record will reflect the seller/transferor. 

91-130 

131 

132-171 

172-211 

212-256 

Second Payer Name 
Line 

Transfer Agent 
Indicator 

Payer Shipping Address 

Payer City, State, and 
ZIP Code 

Blank 

40 

40 

40 

45 

If the Transfer Agent Indicator (Sector 1, position 131) 
contains a "1" (one), this field must contain the name of the 
transfer agent. If the indicator contains a "0" (zero), this field 
may contain either a continuation of the First Payer Name Line 
or blanks. Left justify and fill unused positions with blanks. 
Required. Identifies the entity in the Second Payer Name Line 
Field. (See Part A, Sec. 17 for a definition of transfer agent.) 

Code 
1 

O(zero) , 

Meaning 
The entity in the Second Payer Name Line Field is 
the transfer agent. 
The entity shown is not the transfer agent (i.e., the 
Second Payer Name Line Field contains either a 
continuation of the First Payer Name Line Field or 
blanks). 

Required. If the Transfer Agent Indicator in Sector 1, position 
131 is a "1" (one), enter the shipping address of the transfer 
agent. Otherwise, enter the actual shipping address of the 
payer. Street address should include number, street, apartment 
or suite number (or P. O. Box if mail is not delivered to street 
address). Left justify and fill with blanks. 
Required. If the Transfer Agent Indicator in Sector 1, position 
131 is a "1," enter the city, town, or post office, state 
abbreviation and ZIP Code of the transfer agent. Otherwise, 
enter the city, town, or post office, state abbreviation and ZIP 
Code of the payer. Left justify and fill with blanks. 
Enter blanks 

SECTOR 2-Need only be used if the payer and transmitter are not the same. 

Record Sequence 

2 Record Type 
3 82 Transmitter Name 
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80 

Required. Enter a "2" to sequence the sectors making up a 
payer record. 
Required. Enter "A" 
Required if payer and transmitter are not the same. Enter the 
name of the transmitter in the manner in which it is used in 
normal business. The name of the transmitter must be reported 
in the same manner throughout the entire file. Left justify and 
fill with blanks. If the payer and transmitter are the same, this 
field may be blank. 



RECORD NAME: PAYER/TRANSMITTER "A" RECORD-Continued 

SECTOR 2 (Continued) 

Diskette 
Position 
83-122 

123-162 

163-256 

Field Title 
Transmitter Mailing 
Address 

Transmitter City, State 
and ZIP Code 

Blank 

Length 
40 

40 

94 

Description and Remarks 
Required if payer and transmitter are not the same. Enter the 
mailing address of the transmitter. Street address should 
include number, street, apartment or suite number (or P. O. 
Box if mail is not delivered to street address). Left justify and 
fill with blanks. If the payer and transmitter are the same, this 
field may be blank. 
Required if the payer and transmitter are not the same. Enter 
the city, town, or post office, state and ZIP Code of the 
transmitter. Left justify and fill with blanks. If the payer and 
transmitter are the same, this field may be blank. 
Enter blanks 

SEC. 4. PAYER/TRANSMITTER "A" RECORD-RECORD LAYOUT 

SECTOR 1 

RECORD RECORD PAYMENT DISKETTE PAYER'S 
PAYER 

SEQUENCE TYPE YEAR SEQUENCE TIN 
NAME 

NUMBER CONTROL* 

2 3-4 5-7 8-16 17-20 

LAST COMBINED TYPE OF AMOUNT TEST 
FILING FEDERALIST ATE RETURN CODES INDICATOR 

INDICATOR FILER 

21 22 23 24-32 33 

SERVICE 
BUREAU 

INDICATOR 

34 

SECOND 
PAYER 
NAME* 

LINE 

91-130 

SECTOR 2 

RECORD 
SEQUENCE 

BLANK 

35-44 

TRANSFER 
AGENT 

INDICATOR 

131 

RECORD 
TYPE 

2 

TRANSMITTER FOREIGN 
FIRST 

PAYER 
CONTROL ENTITY NAME* 

CODE INDICATOR LINE 

45-49 50 51-90 

PAYER PAYER CITY, 
SHIPPING STATE AND BLANK 
ADDRESS ZIP CODE 

132-171 172-211 212-256 

TRANSMITTER 
TRANSMITTER TRANSMITTER 

MAILING CITY, STATE BLANK 
NAME ADDRESS AND ZIP CODE 

3-82 83-122 123-162 163-256 

*When reporting Form 1098, Mortgage Interest Statement, the "A" Record will reflect the name and TIN of the 
recipient of the interest (the payer). For Form 1099-S, the" A" Record will reflect the person responsible for reporting 
the transaction. 
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SEC. 5. PAYEE "B" RECORO
GENERAL INFORMATION FOR ALL 
FORMS 

.01 The Payee "B" Record con
tains the payment information from 
individual returns. This section con
tains the general information concern
ing the Payee "B" Record for all 
information returns filed on double 
sided/double density soft-sectored 
diskettes. For a detailed description 
of the record refer to the following: 

(a) Sec. 6. PAYEE "B" 
RECORD-FIELD DESCRIPTIONS 
FOR SECTORS 1 AND 2 OF 
FORMS 1098, 1099-DIV, 1099-G, 
1099-INT, 1099-MISC, 1099-PATR, 
1099-R, 5498 AND SECTOR I OF 
FORMS 1099-A, 1099-B, 1099-C, 
1099-0ID, 1099-S AND W-2G. (See 
Part E, Sec. 8, 9, 10, II, 12 and 13 
for field descriptions for Sector 2 of 
Forms 1099-A, 1099-B, 1099-C, 
1099-0 ID , 1099-S and W-2G.) 

(b) Sec. 7. PAYEE "B" RECORD 
LA YOUTS FOR SECTORS I AND 2 
OF FORMS 1098, 1099-DIV, 
1099-G, 1099-INT, 1099-MISC, 
1099-PATR, 1099-R, 5498 AND 
SECTOR I OF FORMS 1099-A, 
1099-B, 1099-C, 1099-0ID, 1099-S 
AND W-2G. 

(c) Sec. 8. PAYEE "B" 
RECORD-FIELD DESCRIPTIONS 
AND RECORD LAYOUT FOR 
SECTOR 2 OF FORM 1099-A. 

(d) Sec. 9. PAYEE "B" 
RECORD-FIELD DESCRIPTIONS 
AND RECORD LAYOUT FOR 
SECTOR 2 OF FORM 1099-B. 

(e) Sec. 10. PAYEE "B" 
RECORD-FIELD DESCRIPTIONS 
AND RECORD LAYOUT FOR 
SECTOR 2 OF FORM 1099-C. 

(f) Sec. II. PAYEE "B" 
RECORD-FIELD DESCRIPTIONS 
AND RECORD LAYOUT FOR 
SECTOR 2 OF FORM 1099-0ID. 

(g) Sec. 12. PAYEE "B" 
RECORD-FIELD DESCRIPTIONS 
AND RECORD LAYOUT FOR 
SECTOR 2 OF FORM 1099-S. 

(h) Sec. 13. PAYEE "B" 
RECORD-FIELD DESCRIPTIONS 
AND RECORD LAYOUT FOR 
SECTOR 2 OF FORM W-2G. 

All "B" Records will consist of 
two sectors of 256 positions each. 

In the "A" Record, the amount 
codes that appear in diskette positions 
24 through 32 of Sector 1 will be 
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left-justified and blank filled. In the 
"B" Record, allow for all nine pay
ment amount fields and for those not 
used, enter zeros. For example, if a 
filer is reporting on Form 
1099-PATR, you will enter a "7" in 
diskette position 23 of Sector I of the 
"A" Record, Type of Return Field. 
If a filer is reporting payments for 
Amount Codes 2, 4 and 7, then 
diskette positions 24 through 32 of 
Sector 1 of the "A" Record will be 
"247bbbbbb" (b = blanks). In the 
"B" Record: 

Positions 52 through 61 of Sector 1 
for Payment Amount 1 will be zeros. 

Positions 62-71 of Sector 1 will 
reflect the actual payment amount to 
be reported for "nonpatronage distri
butions" . 

Positions 72-81 of Sector 1 for 
Payment Amount 3 will be zeros. 

Positions 82-91 of Sector 1 will 
reflect the actual payment amount to 
be reported for "federal income tax 
withheld" . 

Positions 92-111 of Sector 1 for 
Payment Amounts 5 and 6 will be 
zeros. 

Positions 112-121 of Sector 1 will 
reflect the actual payment amount to 
be reported for "energy investment 
credit" . 

Positions 122-141 of Sector 1 for 
Payment Amounts 8 and 9 will be 
zeros. 

. 02 The record layout for Sector 1 
will be the same for all "B" Records. 
Sector 2, however, will be different 
for Forms 1099-A, 1099-B, 1099-C, 
1099-0ID, 1099-S and W-2G. Refer 
to Part F, Sec. 8, 9, 10, 11, 12 and 13 
respectively for the record layouts for 
Sector 2 of these records. 

.03 The following specifications in
clude a field in the payee records 
called "Name Control" in which the 
first four characters of the payee's 
surname are to be entered by the 
filers. 

.04 If filers are unable to provide 
the first four characters of the sur
name, the Name Control Field may 
be left blank. Compliance with the 
following will facilitate IRS computer 
programs in generating the Name 
Control: 

(a) The surname of the payee 
whose SSN is shown in the "B" 
Record should always appear first. If, 
however, the records have been deveI-

oped using the first name first, the 
filer must leave a blank space be
tween the first and last names. 

(b) In the case of multiple payees, 
only the surname of the payee whose 
TIN (SSN or EIN) is shown in the 
"B" Record, must be present in the 
First Payee Name Line. Surnames of 
any other payees may be entered in 
the Second Payee Name Line Field. 

.05 See Part A, Sec. 14 for further 
information concerning Taxpayer 
Identification Numbers (TINs). 

.06 A field is also provided in these 
specifications for special data entries. 
This field may be used to record 
information required by state or local 
governments or for the filer's person
al use. 

IRS does not use the data provided 
in the Special Data Entries Field, 
therefore, the IRS program does not 
check the content or format of the 
data entered in this field. It is the 
filer's option to use the Special Data 
Entries Field. If this field is coded, it 
will not affect the processing of the 
"B" Record. 

.07 Those payers participating in 
the Combined Federal/State Filing 
Program must adhere to specifica
tions in Part A, Sec. 16, in order to 
participate in this program. Forms 
1098, 1099-A, 1099-B, 1099-C, 
1099-S and W-2G cannot be filed 
under the Combined Federal/State 
Filing Program . 

.08 All alpha characters entered in 
the "B" Record should be uppercase. 

.09 Do not use decimal points (.) 
to indicate dollars and cents. Ten 
dollars must appear as 0000001000. 

.10 IRS strongly encourages filers 
to review the data for accuracy before 
submission to prevent issuance of er
roneous notices. Transmitters should 
be especially careful that names, 
TINs, account numbers, types of in
come and income amounts are cor
rect. 

.11 When reporting Form 1098, 
Mortgage Interest Statement, the 
"A" Record will reflect the name and 
TIN of the recipient of the interest 
(the payer). The "B" Record will 
reflect the individual paying the inter
est (borrower/payer of record) and 
the amount paid. For Forms 1099-S, 
the "A" Record will reflect the per
son responsible for reporting the 
transaction and the "B" Record will 
reflect the seller/transferor. 



SEC. 6. PAYEE "B" RECORD-FIELD DESCRIPTIONS FOR SECTORS 1 AND 2 OF FORMS 1098, 1099-DIV, l099-G, 1099-INT, 1099-MISC, 1099-PATR, 1099-R, 5498 AND SECTOR 1 OF FORMS 1099-A, 1099-B, 1099-C, 1099-010, 1099-S AND W-2G. 
For Forms 1099-A, 1099-B, 1099-C, 1099-010, 1099-S and W-2G, see Part F, Sec. 8, 9, 10, II, 12 and 13 respectively for the field descriptions and record layouts for Sector 2 of these records. 
Note: For all fields marked Required, the transmitter must provide the information described under Description and Remarks. For those fields not marked Required, the transmitter must allow for the field but may be instructed to enter blanks or zeros in the indicated diskette position(s) and for the indicated length. 

SECTOR 1 

Diskette 
Position 

2 
3-4 
5-6 

RECORD NAME: PAYEE "B" RECORD 

Field Title 
Record Sequence 

Record Type 
Payment Year 
Document Specific/Di
stribution Code 

Tax Year of Refund 
(Form l099-G only) 

Crop Insurance 
Proceeds 
(Form l099-MISC only) 
Distribution Code 
(Form l099-R only) 
(For a detailed explana
tion of the distribution 
codes, see the 1994 "In
structions for Forms 
1099, 1098, 5498, and 
W-2G" .) 

Length Description and Remarks 

2 
2 

Required. Enter a "I" (one) to sequence the sectors making up 
a payee record. 
Required. Enter "B" 
Required. Enter "94" (unless reporting prior-year data). 
Required for Forms l099-G, l099-MISC, l099-R and W-2G. 
For all other forms or if not used, enter blanks. 
For Form l099-G, use only for reporting the tax year for 
which the refund, credit or offset (Amount Code 2) was issued. 
Enter in position 5; position 6 will be blank. 
If the refund, credit or offset is not attributable to income tax 
from a trade or business, enter the numeric year from the table 
below for which the refund, credit or offset was issued (e.g., 
for 1993, enter 3). If the refund, credit or offset is exclusively 
attributable to income from a trade or business, and is not of 
general application, enter the alpha equivalent of the year from 
the table below (e.g., for 1993, enter C). 

Year for Which 
GENERAL 

Refund was Issued 

1 
2 
3 
4 
5 
6 
7 
8 
9 
o 

Year for Which 
TRADE/BUSINESS 
Refund was Issued 
(Alpha Equivalent) 

A 
B 
C 
o 
E 
F 
G 
H 
I 
J 

For Form l099-MISC, enter a "1" (one) in position 5 if the 
payment for Amount Code 7 is crop insurance proceeds. 
Position 6 will be blank. 
For Form l099-R, enter the appropriate distribution code(s). 
More than one code may apply for Form 1099-R. If only one 
code is required, it must be entered in position 5 and position 6 
must be blank. Enter at least one (1) distribution code. A blank 
in position 5 is not acceptable. 
Enter the applicable code from the table that follows. Position 
5 must contain a numeric code in all cases except when using P, 
0, E, F, G, or H. Distribution Code A, B, or C, when 
applicable, must be entered in position 6 with the applicable 
numeric code in position 5. 
When using Code P for an IRA distribution under Section 
408(d)(4) of the Internal Revenue Code, the filer may also enter 
Code 1 if applicable. 
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RECORD NAME: PAYEE "B" RECORD-Continued 

SECTOR 1 (Continued) 

Diskette 
Position Field Title 

Form 1099-R (Cont.) 
Length Description and Remarks 

Only two numeric combinations are acceptable, codes 8 and 1, 
and codes 8 and 2, on one return. These two combinations can 
be used only if both codes apply to the distribution being 
reported. If more than one numeric code is applicable to 
different parts of a distribution, report two separate "B" 
Records. Distribution Codes E, F, and H cannot be used in 
conjunction with other codes. Distribution Code G may be used 
in conjunction with Distribution Code 4, if applicable. Refer to 
Announcement 93-20, 1993-6 I.R.B. 65. 

Category Code 
Early (premature) distribution, no known exception 1 * 
Early (premature) distribution, exception applies (as 
defined in section 72(q), (t), or (v) of the Internal 
Revenue Code) other than disability or death 2* 
Disability 3* 
Death (includes payments to a beneficiary) 4* 
Prohibited transaction 5* 
Section 1035 exchange 6 
Normal distribution 7* 
Excess contributions plus earnings/excess deferrals 

(and/or earnings) taxable in 1994 8* 
PS 58 costs 9 
Excess contributions plus earnings/excess deferrals 

taxable in 1993 p* 
Eligible for 5 or 10 year averaging A 
Eligible for death benefit exclusion B 
Eligible for both A and B C 
Excess contributions plus earnings/excess deferrals 

taxable in 1992 D* 
Excess annual additions under section 415 E 
Charitable gift annuity F 
Direct rollover to IRA G 
Direct rollover to qualified plan or tax-sheltered annuity H 

*If reporting an IRA or SEP distribution, code a "1" (one) in position 44 of the "B" Record. 

7 

Type of Wager For Form W-2G, enter the applicable code in position 5. 
(Form W-2G only) Position 6 will be blank. 

2nd TIN Notice 

Category Code 
Horse race track (or off-track betting of a horse track 

nature) 1 
Dog race track (or off-track betting of a dog track nature) 2 
lai-alai 3 
State conducted lottery 4 
Keno 5 
Casino type bingo. Do Not use this code for any other 

type of bingo winnings (e.g., church or fire dept.). 6 
Slot machines 7 
Any other type of gambling winnings (This includes 

church bingo, fire dept. bingo, or unlabeled winnings) 8 
For Forms 1099-8, 1099-0IV, 1099-INT, 1099-MISC, 
1099-010, and 1099-PATR only. 

Enter "2" to indicate notification by IRS/MCC twice within 
three calendar years that the payee provided an incorrect name 
and/or TIN; otherwise, enter a blank. 
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RECORD NAME: PAYEE "B" RECORD-Continued 

SECTOR 1 (Continued) 

Diskette 
Position 
8 

Field Title 
Corrected Return 
Indicator 

Length Description and Remarks 
Indicate a corrected return. 

Code Definition 
G If this is a one-transaction correction or the first of a 

two-transaction correction. 
Code Definition 
C If this is the second transaction of a two-

Blank 
transaction correction. 
If this is not a return being submitted to 
correct information already processed by 
IRS. 

Note: C, G, and non-coded records must be reported using separate Payer "A" Records. Refer to Part A, Sec. 13 for 
specific instructions on how to file corrected returns. 

9-12 Name Control 4 If determinable, enter the first four (4) characters of the 
surname of the person whose TIN is being reported in positions 
16-24 of the "B" Record, otherwise, enter blanks. This is 
usually the payee. If the name that corresponds to the TIN is 
not included in the first or second payee name line and the 
correct name control is not provided, a backup withholding 
notice may be generated for the record. Surnames of less than 
four (4) characters should be left-justified, filling the unused 
positions with blanks. Special characters and imbedded blanks 
should be removed. In the case of a business, other than a sole 
proprietorship, use the first four significant characters of the 
business name. Disregard the word "the" when it is the first 
word of the name, unless there are only two words in the name. 
A dash(-) and an ampersand (&) are the only acceptable special 
characters. Surname prefixes are considered part of the surname, 
e.g., for Van Elm, the name control would be VANE. 

Note: Although extraneous words, titles, and special characters are allowed (e.g., Mr., Mrs., Dr., apostrophe, or dash), 
this information may be dropped during subsequent IRS/MCC processing. 
The following examples may be helpful to filers in developing the Name Control: 

Individuals: 

Corporations: 

Sole Proprietor: 

Partnership: 

Estate: 

NAME 
Jane Brown 
John A. Lee 
James P. En, Sr. 
John O'Neil 
Mary Van Buren 
Juan De Jesus 
Gloria A. EI-Roy 
Mr. John Smith 
Joe McCarthy 
Pedro Torres-Lopes 
Maria Lopez Moreno** 
Binh To La 
Nhat Thi Pham 
Mark D'AI/esandro 
The First National Bank 
The Hideaway 
A & B Cafe 
11th Street Inc. 
Mark Hemlock DBA 

The Sunshine Club 
Robert Aspen and Bess Willow 
Harold Fir, Bruce Elm, and Joyce Spruce et al Ptr 
Frank White Estate 
Sheila Blue Estate 

NAME CONTROL 
BROW 
LEE* 
EN* 
ONE I 
VANB 
DEJE 
EL-R 
SMIT 
MCCA 
TORR 
LOPE 
LA* 
PHAM 
DALL 
FIRS 
THEH 
A&BC 
11TH 
HEML 

ASPE 
FIR* 
WHIT 
BLUE 
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RECORD NAME: PAYEE "B" RECORD-Continued 

SECTOR 1 (Continued) 

Diskette 
Position Field Title 

NAME 

Length Description and Remarks 

Trusts and Fiduciaries: Daisy Corporation Employee Benefit Trust 
Trust FBO The Cherry blossom Society 
Laborer's Union, AFL-CIO 

NAME CONTROL 
DAIS 
CHER 

Exempt Organization: LABO 
St. Bernard's Methodist Church Bldg. Fund STBE 

*Name Controls of less than four (4) significant characters must be left-justified and blank filled. 
**For Hispanic names, when two last names are shown for an individual, derive the name control from the first last 
name. 

Diskette 
Position Field Title 
13 Direct Sales Indicator 

Length Description and Remarks 
l099-MISC only. Enter a "I" (one) to indicate a sale of $5,000 
or more of consumer products to a person on a buy/sell, 
deposit/commission, or any other commission basis for resale 
anywhere other than in a permanent retail establishment; 
otherwise, enter a blank. 

Note: If reporting direct sales only, use Type of Return A in position 23 and Amount Code 1 in position 24, of the 
Payer "A" Record. All payment amount fields in the Payee "B" Records will contain zeros. 

14 Blank 
15 Type of TIN 

Enter blank 
This field is used to identify the Taxpayer Identification 
Number (TIN) in positions 16-24 as either an Employer 
Identification Number (EIN) or a Social Security Number 
(SSN). * Enter the appropriate code from the following table: 

Type of TIN 
1 

2 
blank 

TIN 
EIN 

SSN 
N/A 

Type of Account 
A business, organization, or other 
entity 
An individual 
If the type of TIN is not determinable, 
enter a blank. 

*While this is not a "Required" field, this information is important for the correct processing of the payee's TIN. 

16-24 Taxpayer Identification 9 Required. Enter the nine-digit Taxpayer Identification Number 
Number of the payee (SSN or EIN, as appropriate). If an identification 

number has been applied for but not received, enter blanks. Do 
not enter hyphens or alpha characters. All zeros, ones, twos, 
etc. will have the effect of an incorrect TIN. If the TIN is not 
available, enter blanks. 

Note: IRS/MCC contacts payers who have submitted payee data with missing TINS in an attempt to prevent erroneous 
notices. Payers who submit data with missing TINS and have taken the required steps to obtain this information are 
encouraged to attach a letter of explanation to the required Form 4804. This will prevent unnecessary contact from 
IRS/MCC. The letter, however, will not prevent backup withholding notices (B Notices) or penalties for missing or 
incorrect TINs. 

25 44 

45 

Payer's Account 
Number for Payee 

IRA/SEP Indicator 
(See Note) 
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20 Enter any number assigned by the payer to the payee (e.g., 
checking or savings account number). Filers are encouraged to 
use this field. This number will help to distinguish the indi
vidual payee records and should be unique for each document. 
Do not use the payee TIN since this will not make each record 
unique. This information is particularly useful when corrections 
are filed. This number will be provided with the backup 
withholding notification from the IRS and may be helpful in 
identifying the branch or subsidiary reporting the transaction. 
Do not define data in this field in packed decimal format. If 
fewer than twenty characters are used, filers may either left or 
right justify, filling the remaining positions with blanks. 
Form l099-R only. Enter" 1" (one) if reporting a distribution 
from an IRA or SEP; otherwise, enter a blank. 



RECORD NAME: PAYEE "B" RECORD-Continued 

SECTOR 1 (Continued) 

Diskette 
Position Field Title Length Description and Remarks 

Note: Report the total amount distributed from an IRA or SEP in Payment Amount Field 2 (taxable amount), as well 
as Payment Amount Field 1 (gross distribution) of the "B" Record. Filers may indicate the taxable amount was not 
determined by using the Taxable Amount Not Determined Indicator (position 49) of the "B" Record. However, still 
report the amount distributed in Payment Amount Field 2. Refer to the 1994 "Instructions for Forms 1099, 1098, 5498 
and W-2G" for the exceptions. 

46-47 Percentage of Total 
Distribution 

2 Form l099-R only. Use this field only when reporting a total 
distribution to more than one person, such as when a partici
pant dies and filers distribute to two or more beneficiaries. 
Therefore if the percentage is 100, leave this field blank. If the 
percentage is a fraction, round off to the nearest whole number 
(for example, 10.4 percent will be }O percent; }0.5 percent or 
more will be 11 percent). Enter the percentage received by the 
person whose TIN is included in positions 16-24 of the "B" 
Record. This field must be right-justified, and unused positions 
must be zero filled. If not applicable, enter blanks. Filers need 
not enter this information for IRA or SEP distributions or for 
direct rollovers. 

48 Total Distribution 
Indicator 

Form l099-R only. Enter a "}" (one) only if the payment 
shown for Amount Code } is a total distribution, otherwise, 
enter blank. 

Note: A total distribution is one or more distributions within one tax year in which the entire balance of the account is 
distributed. Any distribution that does not meet this definition is not a total distribution. 

49 Taxable Amount Not Form l099-R only. Enter a "}" (one) only if the taxable 
Determined Indicator amount entered in Payment Amount Field 1 (Gross Distribu

tion) of the "B" Record cannot be computed, otherwise, enter 
a blank. If the indicator is used, enter "0" (zero) in Payment 
Amount Field 2 of the Payee "B" Record. (See Note) Please 
make every effort to compute the taxable amount. 

Note: If reporting an IRA/SEP Distribution for Form 1099-R, the Taxable Amount Not Determined Indicator may be 
used; but, it is not required. If the IRA/SEP Indicator is present, the amount of the distribution should be reported in 
Payment Amount Field 2. Refer to the 1994 "Instructions for Forms 1099, 1098, 5498, and W-2G" for more 
information. 

Filers are instructed to enter numeric information in all payment fields when filing magnetically or electronically. 
However, when reporting information on the statement to recipient, the payer may be instructed to leave a box blank. 
Follow the guidelines provided in the paper instructions for the statement to recipient. 

50-51 Blank 2 Enter blanks 
Payment Amount Fields 
(Must be numeric) 

Required. Filers must allow for all payment amounts. For those 
not used, must enter zeros. For example: If position 23, Type 
of Return, of the "A" Record is "7" (for 1099-PATR) and 
positions 24-32, Amount Codes, are "247bbbbbb" (b = 
blank), this indicates three actual payment amounts are being 
reported in the following "B" Records. Payment Amount } 
will be all "0" (zeros), Payment Amount 2 will represent 
nonpatronage distributions, Payment Amount 3 will be all "0" 
(zeros), Payment Amount 4 will represent federal income tax 
withheld, Payment Amounts 5 and 6 will be all "0" (zeros), 
Payment Amount 7 will represent energy investment credit, and 
Payment Amounts 8 and 9 will be all "0" (zeros). Each 
payment field must contain 10 numeric characters (see Note). 
Each payment amount must be entered in U.S. dollars and 
cents. The rightmost two positions represent cents in the 
payment amount fields. Do not enter dollar signs, commas, 
decimal points or negative payments, except those items that 
reflect a loss on Form 1099-B. Positive and negative amounts 
are indicated by placing a "+" (plus sign) or "-" (minus sign) 
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RECORD NAME: PAYEE "B" RECORD-Continued 

SECTOR 1 (Continued) 

Diskette 
Position Field Title Length Description and Remarks 

in the left-most position of the payment amount field. A 
negative overpunch in the units position may be used, insteac 
of a minus sign, to indicate a negative amount. If a plus sign, 
minus sign, or negative overpunch is not used, the number h 
assumed to be positive. 
Negative overpunch cannot be used in PC created files. 
Payment amounts must be right-justified and unused positions 
must be zero filled. Federal income tax withheld cannot be 
reported as a negative amount on any form. 

Note: If filers are reporting a money amount in excess of 9999999999 (dollars and cents), it must be reported as 
follows: 

(1) The first "B" Record must contain 9999999999. 
(2) The second "B" Record will contain the remaining money amounts. 

DO NOT SPLIT THIS FIGURE IN HALF. 

52-61 Payment Amount 1 * 

62-71 Payment Amount 2* 

72-81 Payment Amount 3* 

82-91 Payment Amount 4* 

92-101 Payment Amount 5* 

102-111 Payment Amount 6* 

112-121 Payment Amount 7* 

122-131 Payment Amount 8* 

132-141 Payment Amount 9* 

10 

10 

10 

10 

10 

10 

10 

10 

10 

The amount reported in this field represents payments for 
Amount Code 1 in the "A" Record. 
The amount reported in this field represents payments for 
Amount Code 2 in the "A" Record. 
The amount reported in this field represents payments for 
Amount Code 3 in the "A" Record. 
The amount reported in this field represents payments for 
Amount Code 4 in the "A" Record. 
The amount reported in this field represents payments for 
Amount Code 5 in the "A" Record. 
The amount reported in this field represents payments for 
Amount Code 6 in the "A" Record. 
The amount reported in this field represents payments for 
Amount Code 7 in the "A" Record. 
The amount reported in this field represents payments for 
Amount Code 8 in the "A" Record. 
The amount reported in this field represents payments for 
Amount Code 9 in the "A" Record. 

*If there are discrepancies between these payment amount codes and the boxes on the paper forms, the instructions in 
this revenue procedure govern. 

142-161 
162 

163-202 

Blank 
Foreign Country 
Indicator 

First Payee Name Line 

20 

40 

Enter blanks 
If the address of the payee is in a foreign country, enter a "1" 
(one) in this field, otherwise, enter blank. When using this 
indicator, filers may use a free format for the payee city, state, 
and ZIP Code. Address information must not appear in the 
First or Second Payee Name Line Fields. 
Required. Enter the name of the payee (preferably surname 
first) whose Taxpayer Identification Number (TIN) appears in 
Sector 1, positions 16-24 of the "B" Record. Left justify and 
fill unused positions with blanks. If more space is required for 
the name, utilize the Second Payee Name Line Field. If there 
are multiple payees, only the name of the payee whose TIN has 
been provided should be entered in this field. The names of the 
other payees may be entered in the Second Payee Name Line 
Field. If reporting for a sole proprietor, enter the individual's 
name in the First Payee Name Line Field. The business name is 
optional in the Second Payee Name Line Field. 

Note: When reporting Form 1098, Mortgage Interest Statement the" A" Record will reflect the name of the recipient 
of the interest (the payer). The "B" Record will reflect the 'individual paying the interest (the borrower/payer of 
record) and the amount paid. For Forms 1099-S, the "B" Record will reflect the seller/transferor information. 
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RECORD NAME: PAYEE "B" RECORD-Continued 

SECTOR 1 (Continued) 

Diskette 
Position Field Title Length Description and Remarks 

For Form 5498, Inherited IRAs, enter the beneficiary's name followed by the word "beneficiary". For example, 
"Brian Young as beneficiary of Joan Smith" or something similar that signifies that the IRA was once owned by Joan 
Smith. Filers may abbreviate the word "beneficiary" as, for example, "benef". Refer to the 1994 "Instructions for 
Forms 1099, 1098, 5498, and W-2G". The beneficiary's TIN should be reported in position 16-24 of the "B" Record. 

203-242 Second Payee 40 If there are multiple payees (e.g., partners, joint owners, or 
Name Line spouses) use this field for those names not associated with the 

TIN in positions 16-24 of the "B" Record or if not enough 
space was provided in the First Payee Name Line, continue the 
name in this field. Do not enter address information in this 
field. It is important that filers provide as much payee 
information to IRS/MCC as possible to identify the owner of 
the TIN. Left justify and fiII unused positions with blanks. Fill 
with blanks if no entries are present for this field. 

243-256 Blank 14 Enter blanks 

SECTOR 2-FORMS 1098, 1099-DIV, 1099-G, 1099-INT, 1099-MISC, 1099-PATR, 1099-R AND 5498. 

See Part F, Secs. 8, 9, 10, 11, 12 and 13 for field descriptions for Sector 2 of Forms 1099-A, 1099-B, 1099-C, 
1099-0ID, 1099-S and W-2G. 

Diskette 
Position 
1 

2 
3-42 

Field Title 
Record Sequence 

Record Type 
Payee Mailing Address 

Length 

40 

Description and Remarks 
Required. Enter a "2" to sequence the sectors making up a 
payee record. 
Required. Enter "B" 
Required. Enter mailing address of payee. Street address should 
include number, street, apartment or suite number (or P.O. 
Box if mail is not delivered to street address). Left justify and 
fiII unused positions with blanks. This field must not contain 
any data other than the payee's mailing address. 

For U.S. addresses, the payee city, state, and ZIP Code must be reported as a 29, 2, and 9 position fields, respectively. 
For foreign addresses, filers may use the payee city, state and ZIP Code as a continuous 40 position field. Enter 
information in the following order: city, province or state, postal code, and the name of the country. When reporting a 
foreign address, the Foreign Country Indicator Field, Sector I, position 162, must contain a "I" (one). 

43-71 Payee City 29 Required. Enter the city, town, or post office. Left justify and 
fiII the unused positions with blanks. Enter APO or FPO if 
applicable. Do not enter state and ZIP Code information in 
this field. 

72-73 Payee State 

74-82 Payee ZIP Code 

83-112 Blank 
113-179 Special Data Entries 

2 

9 

30 
67 

Required. Enter the valid U.S. Postal Service state abbreviation 
for the state or the appropriate postal identifier (AA, AE, or 
AP) described in Part A, Sec. 18. 
Required. Enter the valid nine-digit ZIP Code assigned by the 
U.S. Postal Service. If only the first five digits are known, left 
justify and fiII the unused positions with blanks. For foreign 
countries, alpha characters are acceptable as long as the filer 
has entered a "I" (one) in the Foreign Country Indicator Field 
located in position 162 of Sector I of the "B" Record. 
Enter blanks. 
This portion of the "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact the state or local 
revenue departments for filing requirements. If this field is not 
utilized, enter blanks. 
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RECORD NAME: PAYEE "B" RECORD-Cmtinued 

SECTOR 2 (Continued) 

Diskette 
Position Field Title Length Description and Remarks 
180-181 Combined Federal! 2 If this payee record is to be forwarded to a state agency as part 

State Code of the Combined Federal/State Filing Program, enter the valid 
state code from Part A, Sec. 16, Table 1. For those payers or 
states not participating in this program, or for forms not valid 
for state reporting, enter blanks. 

182-256 Blank 75 Enter blanks. 

SEC. 7. PAYEE "8" RECORD-RECORD LAYOUTS FOR SECTORS 1 AND 2 OF FORMS 1098, 1099-DIV, 
1099-G, 1099-INT, 1099-MISC, 1099-PATR, 1099-R, 5498 AND SECTOR 1 OF FORMS 1099-A, 1099-8, 
1099-C, 1099-010, 1099-S AND W-2G. 

See Part F, Sees. 8,9, 10, 11, 12 and 13 for the field descriptions and record layouts for Sector 2 of Forms 1099-A, 
1099-B, 1099-C, 1099-0ID, 1099-S and W-2G. 

PAYEE "B" RECORD-RECORD LAYOUTS 

SECTOR 1 

DOCUMENT 2ND 
RECORD RECORD PAYMENT SPECIFICI TIN 

SEQUENCE TYPE YEAR DISTRIBUTION NOTICE 
CODE (OPTIONAL) 

2 3-4 5-6 7 

CORRECTED 
NAME DIRECT TYPE TAXPAYER 

RETURN 
CONTROL· SALES BLANK OF IDENTIFICATION 

INDICATOR INDICATOR TIN· NUMBER· 

8 9-12 13 14 15 16-24 

PAYER'S 
PERCENTAGE TOTAL 

TAXABLE 
ACCOUNT IRA/SEP AMT NOT 

NUMBER FOR INDICATOR OF TOTAL DISTRIBUTION DETERMINED 
PAYEE· DISTRIBUTION INDICATOR INDICATOR 

25-44 45 46-47 48 49 

BLANK PAYMENT PAYMENT PAYMENT PAYMENT PAYMENT 
AMOUNT 1 AMOUNT 2 AMOUNT 3 AMOUNT 4 AMOUNT 5 

50-51 52-61 62-71 72-81 82-91 92-101 

PAYMENT PAYMENT PAYMENT PAYMENT 
FOREIGN 

AMOUNT 6 AMOUNT 7 AMOUNT 8 AMOUNT 9 BLANK COUNTRY 
INDICATOR 

102-111 112-121 122-131 132-141 142-161 162 

FIRST SECOND 
PAYEE PAYEE 
NAME NAME BLANK 

LINE· LINE· 

163-202 203-242 243-256 
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PAYEE "B" RECORD-RECORD LAYOUTS-Continued 

SECTOR 2 See Part F, Secs. 8, 9, 10, 11, 12 and 13 for field descriptions for Sector 2 of Forms 1099-A, 1099-B, 
1099-C, 1099-0ID, 1099-S and W-2G. 

RECORD RECORD PAYEE 
PAYEE PAYEE MAILING PAYEE 

SEQUENCE TYPE 
ADDRESS CITY STATE ZIP CODE 

2 3-42 43-71 72-73 74-82 

SPECIAL COMBINED 
BLANK DATA FEDERAL! BLANK 

ENTRIES STATE CODE 

83-112 113-179 180-181 182-256 

*When filing Form 1098, Mortgage Interest Statement, the "B" Record will reflect the individual paying the interest 
(the borrower/payer of record) and the amount paid. 

SEC. 8. PAYEE "8" RECORD-FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 2 OF FORM 
1099-A 

.01 This section contains information pertaining to Sector 2 of Form 1099-A . 

. 02 See Part F, Sec. 6 for field descriptions for Sector 1 of the "B" Record for Form 1099-A . 

. 03 Form l099-A cannot be filed under the Combined Federal/State Filing Program. 

SECTOR 2 

Diskette 
Position 

2 
3-42 

Field Title 
Record Sequence 

Record Type 

RECORD NAME: PAYEE "B" RECORD 
FORM 1099-A-SECTOR 2 ONLY 

Length Description and Remarks 
Required. Enter a "2" to sequence the sectors making up a 
payee record. 
Required. Enter "B". 

Payee Mailing Address 40 Required. Enter mailing address of payee. Street address should 
include number, street, apartment or suite number (or P. O. 
Box if mail is not delivered to street address). Left justify and 
fill unused positions with blanks. This field must not contain 
any data other than the payee's mailing address. 

For U.S addresses, the payee city, state, and ZIP Code must be reported as a 29, 2 and 9 position field, respectively. 
For foreign addresses, filers may use the payee city, state, and ZIP Code as a continuous 40 position field. Enter 
information in the following order: city, province or state, postal code, and the name of the country. When reporting a 
foreign address, the Foreign Country Indicator Field, Sector 1, position 162, must contain a "I" (one). 

43-71 Payee City 29 Required. Enter the city, town, or post office. Left justify and 
fill the unused positions with blanks. Enter APO or FPO if 
applicable. Do not enter state and ZIP Code information in 
this field. 

72-73 Payee State 

74-82 Payee ZIP Code 

83-112 Blank 
113-133 Special Data Entries 

2 

9 

30 
21 

Required. Enter the valid U.S. Postal Service state abbreviation 
for the state or the appropriate postal identifier (AA, AE, or 
AP) described in Part A, Sec. 18. 
Required. Enter the valid nine-digit ZIP Code assigned by the 
U.S. Postal Service. If only the first five digits are known, left 
justify and fill the unused positions with blanks. For foreign 
countries, alpha characters are acceptable as long as the filer 
has entered a "1" (one) in the Foreign Country Indicator field, 
which is located in position 162 of Sector I of the "B" Record. 
Enter blanks 
This portion of the "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact the state or local 

1994-2 C.B. 669 



RECORD NAME: PAYEE "B" RECORD-Continued 
FORM 1099-A-SECTOR 2 ONLY 

SECTOR 2 (Continued) 

Diskette 
Position 

134-139 

140 

141-179 

180-256 

Sector 2 

RECORD 
SEQUENCE 

SPECIAL 
DATA 

ENTRIES 

113-133 

Field Title Length 

Date of Lender's 6 
Acquisition or 
Knowledge of 
Abandonment 

Liability Indicator 

Description of Property 39 

Blank 77 

Description and Remarks 
revenue departments for filing requirements. If this field is not 
utilized, enter blanks. 
Required for Forms l099-A only. Enter the date of the 
acquisition of the secured property or the date filers first knew 
or had reason to know that the property was abandoned in the 
format MMDDYY (e.g., 102294). Do not enter hyphens or 
slashes. 
Form l099-A only. Enter the appropriate indicator from the 
table below: 

Indicator 
1 

Usage 
Borrower is personally liable for repayment of the 
debt. 

Blank Borrower is not liable for repayment of the debt. 
Required for Form l099-A only. Enter a brief description of 
the property. For real property, enter the address, or if the 
address does not sufficiently identify the property, enter the 
section, lot and block. For personal property, enter the type, 
make, and model (e.g., Car-1994 Buick Regal or office 
equipment). Enter "CCC" for crops forfeited on Commodity 
Credit Corporation loans. If fewer than 39 positions are 
required, left justify and fill unused positions with blanks. 
Enter blanks. 

PAYEE "B" RECORD-RECORD LAYOUT FOR SECTOR 2 OF FORM 1099-A 

RECORD PAYEE 
PAYEE PAYEE PAYEE 

TYPE MAILING 
CITY STATE ZIP CODE BLANK 

ADDRESS 

2 3-42 43-71 72-73 74-82 83-112 

DATE OF 
LIABILITY DESCRIPTION LENDER'S BLANK 

ACQUISITION INDICATOR OF PROPERTY 

134-139 140 141-179 180-256 

SEC. 9. PAYEE "B" RECORD-FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 2 OF FORM 
1099-B 

.01 This section contains the general payment information for Sector 2 of Form 1099-B . 

. 02 See Part F, Sec. 6 for field descriptions for Sector 1 of the Payee "B" Record for Form 1099-B . 

. 03 Form 1099-B cannot be filed under the Combined Federal/State Filing Program. 

SECTOR 2 

Diskette 
Position 

2 

Field Title 
Record Sequence 

Record Type 

670 1994-2 C.B. 

RECORD NAME: PAYEE "B" RECORD 
FORM 1099-B-SECTOR 2 ONLY 

Length Description and Remarks 
Required. Enter a "2" to sequence the sectors making up a 
payee record. 
Required. Enter "B". 



RECORD NAME: PAYEE "B" RECORD-Continued 
FORM 1099-B-SECTOR 2 ONLY 

SECTOR 2 (Continued) 

Diskette 
Position 
3-42 

Field Title 
Payee Mailing Address 

Length 
40 

Description and Remarks 
Required. Enter mailing address of payee. Street address should 
include number, street, apartment or suite number (or P. O. 
Box if mail is not delivered to street address). Left justify and 
fill unused positions with blanks. This field must not contain 
any data other than the payee's mailing address. 

For U.S addresses, the payee city, state and ZIP Code must be reported as a 29, 2, and 9 position field, respectively. 
For foreign addresses, filers may use the payee city, state and ZIP Code as a continuous 40 position field. Enter 
information in the following order: city, province or state, postal code, and the name of the country. When reporting a 
foreign address, the Foreign Country Indicator Field, Sector 1, position 162, must contain a "I" (one). 

43-71 Payee City 29 Required. Enter the city, town or post office. Left justify and 
fill the unused positions with blanks. Enter APO or FPO if 
applicable. Do not enter state and ZIP Code information in 
this field. 

72-73 

74-82 

83-112 
113-122 

123 

124-129 

130-142 

143-181 

Payee State 

Payee ZIP Code 

Blank 
Special Data Entries 

Gross Proceeds 
Reported to IRS 
Indicator 

Date of Sale 

CUSIP Number 

Description 

2 

9 

30 
10 

6 

13 

39 

Required. Enter the valid U.S. Postal Service state abbreviation 
for the state or the appropriate postal identifier (AA, AE, or 
AP) described in Part A, Sec. 18. 
Required. Enter the valid nine-digit ZIP Code assigned by the 
U.S. Postal Service. If only the first five digits are known, left 
justify and fill the unused positions with blanks. For foreign 
countries, alpha characters are acceptable as long as the filer 
has entered a "1" (one) in the Foreign Country Indicator Field, 
located in position 162 of Sector 1 of the "B" Record. 
Enter blanks 
This position of the "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact the state or local 
revenue departments for filing requirements. If this field is not 
utilized, enter blanks. 
Form 1099-B only. Enter the appropriate indicator from the 
following table; otherwise, enter blanks. 

Indicator 
1 
2 

Usage 
Gross Proceeds 
Gross Proceeds less commission and option 
premiums 

Form 1099-B only. For broker transactions, enter the trade 
date of the transaction. For barter exchanges, enter the date 
when cash, property, a credit, or scrip is actually or construc
tively received in the format MMDDYY (e.g., 102294). Enter 
blanks if this is an aggregate transaction. Do not enter hyphens 
or slashes. 
Form 1099-B only. For broker transactions only, enter the 
CUSIP (Committee on Uniform Security Identification Proce
dures) number of the item reported for Amount Code "2" 
(stocks, bonds, etc.). Enter blanks if this is an aggregate 
transaction. Enter "0" (zeros) if the number is not available. 
Right justify and fill the remaining positions with blanks. 
Form 1099-B only. Enter a brief description of the item or 
services for which the proceeds or bartering is being reported. 
If fewer than 39 characters are required, left justify and fill 
unused positions with blanks. For broker transactions, enter a 
brief description of the disposition item (e.g., 100 shares of 
XYZ Corp.). For regulated futures and forward contracts, 
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RECORD NAME: PAYEE "B" RECORD-Continued 
FORM 1099-B-SECTOR 2 ONLY 

SECTOR 2 (Continued) 

Diskette 
Position Field Title Length Description and Remarks 

enter "RFC" or other appropriate description and any amount 
subject to backup withholding. For bartering transactions, 
show the services or property provided. 

Note: The amount withheld in these situations is to be included in Amount Code 4. 

182-256 Blank 75 Enter blanks 

PAYEE "B" RECORD-RECORD LAYOUT FOR SECTOR 2 OF FORM 1099-B 

SECTOR 2 

RECORD RECORD 
PAYEE PAYEE PAYEE PAYEE 

SEQUENCE TYPE MAILING CITY STATE ZIP CODE 
BLANK 

ADDRESS 

2 3-42 43-71 72-73 74-82 83-112 

SPECIAL GROSS DATE CUSIP DATA PROCEEDS OF SALE NUMBER DESCRIPTION BLANK 
ENTRIES INDICATOR 

113-122 123 124-129 130-142 143-181 182-256 

SEC. 10. PAYEE "8" RECORD-FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 2 OF FORM 
1099-C 

.01 This section contains information pertaining to Sector 2 of Form 1099-C . 

. 02 See Part F, Sec. 6 for field descriptions for Sector 1 of the "B" Record for Form 1099-C . 

. 03 Form l099-C cannot be filed under the Combined Federal/State Filing Program. 

SECTOR 2 

Diskette 
Position 

2 
3-42 

Field Title 
Record Sequence 

Record Type 
Payee Mailing Address 

RECORD NAME: PAYEE "B" RECORD 
FORM 1099-C-SECTOR 2 ONLY 

Length 

40 

Description and Remarks 
Required. Enter a "2" to sequence the sectors making up a 
payee record. 
Required. Enter "B". 
Required. Enter mailing address of payee. Street address should 
include number, street, apartment or suite number (or P. O. 
Box if mail is not delivered to street address). Left justify and 
fill unused positions with blanks. This field must not contain 
any data other than the payee's mailing address. 

For U.S addresses, the payee city, state and ZIP Code must be reported as a 29, 2 and 9 position field, respectively. 
For foreign addresses, filers may use the payee city, state, and ZIP Code as a continuous 40 position field. Enter 
information in the following order: city, province or state, postal code, and the name of the country. When reporting a 
foreign address, the Foreign Country Indicator Field, Sector 1, position 162, must contain a "I" (one). 

43 71 Payee City 29 Required. Enter the city, town, or post office. Left justify and 
fiII the unused positions with blanks. Enter APO or FPO if 
applicable. Do not enter state and ZIP Code information in 
this field. 

72 73 Payee State 2 Required. Enter the valid U.S. Postal Service state abbreviation 
for the state or the appropriate postal identifier (AA, AE, or 
AP) described in Part A, Sec. 18. 
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SECTOR 2 

Diskette 
Position 
74-82 

83-112 
113-133 

134-139 

140 

141-179 

180-256 

Sector 2 

RECORD 
SEQUENCE 

SPECIAL 
DATA 

ENTRIES 

RECORD NAME: PAYEE "B" RECORD-Continued 
FORM 1099-C-SECTOR 2 ONLY 

Field Title 
Payee ZIP Code 

Blank 
Special Data Entries 

Date Canceled 

Bankruptcy Indicator 
discharged 

Debt Description 

Blank 

Length 
9 

30 
21 

6 

39 

77 

Description and Remarks 
Required. Enter the valid nine-digit ZIP Code assigned by the 
U.S. Postal Service. If only the first five digits are known, left 
justify and fill the unused positions with blanks. For foreign 
countries, alpha characters are acceptable as long as the filer 
has entered a "1" (one) in the Foreign Country Indicator Field, 
which is located in position 162 of Sector 1 of the "B" Record. 
Enter blanks 
This portion of the "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact the state or local 
revenue departments for filing requirements. If this field is not 
utilized, enter blanks. 
Required for Forms l099-C only. Payer should enter the date 
when the debt was canceled in the format of MMDDYY (e.g., 
102294). Do not enter hyphens or slashes. 

Form l099-C only. Enter "1" (one) to indicate the debt was in 
bankruptcy. 

Indicator Usage 
1 Debt was discharged in bankruptcy. 

Blank Debt was not discharged in bankruptcy. 
Form l099-C only. Enter a description of the origin of debt, 
such as student loan, mortgage, or credit card expenditure. 
Enter blanks. 

PAYEE "B" RECORD-RECORD LAYOUT FOR SECTOR 2 OF FORM 1099-C 

RECORD PAYEE PAYEE PAYEE PAYEE MAILING BLANK 
TYPE ADDRESS 

CITY STATE ZIP CODE 

2 3-42 43-71 72-73 74-82 83-112 

DATE BANKRUPTCY DEBT 
CANCELED INDICATOR DESCRIPTION BLANK 

113-133 134-139 140 141-179 180-256 

SEC. 11. PAYEE "8" RECORD-FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 2 OF FORM 
1099-010 

.01 This section contains the general payment information for Sector 2 of Form 1099-0ID . 

. 02 See Part F, Sec. 6 for field descriptions for Sector 1 of the "B" Record for Form 1099-010. 

SECTOR 2 

Diskette 
Position 

2 

Field Title 
Record Sequence 

Record Type 

RECORD NAME: PAYEE "B" RECORD 
FORM 1099-OID-SECTOR 2 ONLY 

Length Description and Remarks 
Required. Enter a "2" to sequence the sectors making up a 
payee record. 
Required. Enter "B" 
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RECORD NAME: PAYEE "B" RECORD-Continued 
FORM 1099-01O-SECTOR 2 ONLY 

SECTOR 2 (Continued) 

Diskette 
Position 
3-42 

Field Title 
Payee Mailing Address 

Length 
40 

Description and Remarks 
Required. Enter mailing address of payee. Street address should 
include number, street, apartment or suite number (or P. O. 
Box if mail is not delivered to street address). Left justify and 
fiII unused positions with blanks. This field must not contain 
any data other than the payee's mailing address. 

For U.S addresses, the payee city, state, and ZIP Code must be reported as a 29, 2, and 9 position field, respectively. 
For foreign addresses, filers may use the payee city, state, and ZIP Code as a continuous 40 position field. Enter 
information in the following order: city, province or state, postal code, and the name of the country. When reporting a 
foreign address, the Foreign Country Indicator Field, Sector 1, position 162, must contain a "1" (one). 

43-71 Payee City 29 Required. Enter the city, town, or post office. Left justify and 
fiII the unused positions with blanks. Enter APO or FPO if 
applicable. Do not enter state and ZIP Code information in 
this field. 

72-73 

74-82 

83-112 
113-140 

141-179 

180-181 

182-256 

Payee State 

Payee ZIP Code 

Blank 
Special Data Entries 

Description 

Combined Federal! 
State Code 

Blank 

2 

9 

30 
28 

39 

2 

75 

Required. Enter the valid U.S. Postal Service state abbreviation 
for states or the appropriate postal identifier (AA, AE, or AP) 
as described in Part A, Sec. 18. 
Required. Enter the valid nine-digit ZIP Code assigned by the 
U.S. Postal Service. If only the first five digits are known, left 
justify and fiII the unused positions with blanks. For foreign 
countries, alpha characters are acceptable as long as filers have 
entered a "1" (one) in the Foreign Country Indicator Field, 
which is located in position 162 of Sector 1 of the "B" Record. 
Enter blanks. 
This position of the "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact the state or local 
revenue departments for filing requirements. If this field is not 
utilized, enter blanks. 
Required for Form 1099-01D only. Enter the CUSIP number, 
if any. If there is no CUSIP number, enter the abbreviation for 
the stock exchange and issuer, the coupon rate and year of 
maturity (e.g., NYSE XYZ 12 112 96). Show the name of the 
issuer if other than the payer. If fewer than 39 characters are 
required, left-justify and fiII unused positions with blanks. 
If a payee record is to be forwarded to a state agency as part of 
the Combined Federal!State Filing Program, enter the valid 
state code from Part A, Sec. 16, Table 1. For those payers or 
states not participating in this program, or for forms not valid 
for state reporting, enter blanks. 
Enter blanks. 

PAYEE "B" RECORD-RECORD LAYOUT FOR SECTOR 2 OF FORM 1099-010 

SECTOR 2 

RECORD RECORD PAYEE 
PAYEE PAYEE PAYEE 

SEQUENCE TYPE MAILING 
CITY STATE ZIP CODE BLANK 

ADDRESS 

2 3-42 43-71 72-73 74-82 83-112 
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PAYEE "B" RECORD-RECORD LAYOUT FOR SECTOR 2 OF FORM 1099-0ID-Continued 

SPECIAL COMBINED 
DATA DESCRIPTION FEDERAL! BLANK 

ENTRIES STATE CODE 

113-140 141-179 180-181 182-256 

SEC. 12. PAYEE "B" RECORD-FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 2 OF FORM 
1099-S 

.01 This section contains the general payment information for Sector 2 of Form 1099-S . 

. 02 See Part F, Sec. 6 for field descriptions for Sector 1 of the Payee "B" Record for Forms 1099-S . 

. 03 Form 1099-S cannot be filed under the Combined Federal/State Filing Program. 

SECTOR 2 

Diskette 
Position 

2 
3-42 

Field Title 

Record Sequence 

Record Type 

RECORD NAME: PAYEE "B" RECORD 
FORM 1099-S-SECTOR 2 ONLY 

Length Description and Remarks 
Required. Enter a "2" to sequence the sectors making up a 
payee record. 
Required. Enter "B" 

Payee Mailing Address 40 Required. Enter mailing address of payee. Street address should 
include number, street, apartment or suite number (or P. O. 
Box if mail is not delivered to street address). Left justify and 
fill unused positions with blanks. This field must not contain 
any data other than the payee's mailing address. 

For U.S addresses, the payee city, state, and ZIP Code must be reported as a 29, 2, and 9 position field, respectively. 
For foreign addresses, filers may use the payee city, state, and ZIP Code as a continuous 40 position field. Enter 
information in the following order: city, province or state, postal code, and the name of the country. When reporting a 
foreign address, the Foreign Country Indicator Field, Sector 1, position 162, must contain a "1" (one). 

43-71 Payee City 29 Required. Enter the city, town, or post office. Left justify and 
fill the unused positions with blanks. Enter APO or FPO if 
applicable. Do not enter state and ZIP Code information in 
this field. 

72-73 

74-82 

83-110 
111-133 

134-139 

140-178 

Payee State 

Payee ZIP Code 

Blank 
Special Data Entries 

Date of Closing 

Address or Legal 
Description 

2 

9 

28 
23 

6 

39 

Required. Enter the valid U.S. Postal Service state abbreviation 
for states or the appropriate postal identifier (AA, AE, or AP) 
described in Part A, Sec. 18. 
Required. Enter the valid nine-digit ZIP Code assigned by the 
U.S. Postal Service. If only the first five digits are known, left 
justify and fill the unused positions with blanks. For foreign 
countries, alpha characters are acceptable as long as the filer 
has entered a "1" (one) in the Foreign Country Indicator Field, 
which is located in position 162 of Sector 1 of the "B" Record. 
Enter blanks. 
This position of the "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact the state or local 
revenue departments for filing requirements. If this field is not 
utilized, enter blanks. 
Required for Form 1099-S only. Enter the closing date in the 
format MMDDYY (e.g., 102394). Do not enter hyphens or 
slashes. 
Required for Form 1099-S only. Enter the address of the 
property transferred (including city, state, and ZIP Code). If 
the address does not sufficiently identify the property, also 
enter a legal description, such as section, lot, and block. For 
timber royalties, enter "TIMBER". If fewer than 39 positions 
are required, left justify and fill unused positions with blanks. 
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RECORD NAME: PAYEE "B" RECORD-Continued 
FORM 1099-S-SECTOR 2 ONLY 

SECTOR 2 (Continued) 

Diskette 
Position 
179 

180-256 

SECTOR 2 

RECORD 
SEQUENCE 

SPECIAL 
DATA 

ENTRIES 

111-133 

Field Title 
Property or Services 
Received or To Be 
Received 

Blank 

Length 

77 

Description and Remarks 
Required for Form 1099-S only. Enter "1" (one) if the 
transferor received or will receive property (other than cash and 
consideration treated as cash in computing gross proceeds) or 
services as part of the consideration for the property trans
ferred. Also, enter a "1" (one), if the transferor may receive 
property (other than cash) or services to satisfy a debt having a 
stated principal amount, otherwise, enter a blank. 
Enter blanks. 

PAYEE "B" RECORD-RECORD LAYOUT FOR SECTOR 2 OF FORM 1099-S 

RECORD PAYEE 
PAYEE PAYEE PAYEE MAILING BLANK TYPE ADDRESS CITY STATE ZIP CODE 

2 3-42 43-71 72-73 74-82 83-110 

DATE OF ADDRESS PROPERTY 
OR LEGAL OR SERVICES BLANK CLOSING 

DESCRIPTION RECEIVED 

134-139 140-178 179 180-256 

When reporting Form 1099-S, the "B" Record will reflect the seller/transferor information. 

SEC. 13. PAYEE "B" RECORD-FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 2 OF FORM 
W-2G 

.01 This section contains the general payment information for Sector 2 of Form W-2G . 

. 02 See Part F, Sec. 6 for field descriptions for Sector 1 of the Payee "B" Record for Form W-2G . 

. 03 Form W -2G cannot be filed under the Combined Federal/State Filing Program. 

SECTOR 2 

Diskette 
Position 

2 

Field Title 

Record Sequence 

Record Type 

RECORD NAME: PAYEE "B" RECORD 
FORM W-2G-SECTOR 2 ONLY 

Length Description and Remarks 

Required. Enter a "2" to sequence the sectors making up a 
payee record. 
Required. Enter "B" 

3-42 Payee Mailing Address 40 Required. Enter mailing address of payee. Street address should 
include number, street, apartment or suite number (or P. O. 
Box if mail is not delivered to street address). Left justify and 
fill unused positions with blanks. This field must not contain 
any data other than the payee's mailing address. 

For u.s addresses, the payee city, state, and Zip Code must be reported as a 29, 2, and 9 position field, respectively. 
For foreign addresses, filers may use the payee city, state and Zip Code as a continuous 40 position field. Enter 
information in the following order: city, province or state, postal code, and the name of the country. When reporting a 
foreign address, the Foreign Country Indicator Field, Sector 1, position 162, must contain a "1" (one). 
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RECORD NAME: PAYEE "B" RECORD-Continued 
FORM W-2G-SECTOR 2 ONLY 

SECTOR 2 (Continued) 

Diskette 
Position 
43-71 

72-73 

74-82 

83-112 
113-118 

119-133 

134-138 

139-143 

144-148 

149-163 

164-178 

179-256 

SECTOR 2 

RECORD 
SEQUENCE 

DATE WON 

113-118 

Field Title Length 
Payee City 29 

Payee State 2 

Payee ZIP Code 9 

Blank 30 
Date Won 6 

Transaction 15 

Race 5 

Cashier 5 

Window 5 

First ID 15 

Second ID 15 

Blank 78 

Description and Remarks 
Required. Enter the city, town, or post office. Left justify and 
fill the unused positions with blanks. Enter APO or FPO if 
applicable. Do not enter state and ZIP Code information in 
this field. 
Required. Enter the valid U.S. Postal Service state abbreviation 
for states or the appropriate postal identifier (AA, AE, or AP) 
as described in Part A, Sec. 18. 
Required. Enter the valid nine-digit ZIP Code assigned by the 
U.S. Postal Service. If only the first five digits are known, left 
justify and fill the unused positions with blanks. For foreign 
countries, alpha characters are acceptable as long as the filer 
has entered a "1" (one) in the Foreign Country Indicator Field, 
located in position 162 of Sector 1 of the"B" Record. 
Enter blanks 
Required for Form W-2G only. Enter the date of the winning 
event in the format MMDDYY (e.g., 102294). This is not the 
date the money was paid, if paid after the date of the race (or 
game). Do not enter hyphens or slashes. 
Required for Form W-2G only. For state conducted lotteries, 
enter the ticket or other identifying number. For keno, bingo, 
and slot machines, enter the ticket or card number (and color, 
if applicable), machine serial number, or any other information 
that will help identify the winning transaction. All others, enter 
blanks. 
Form W-2G only. If applicable, enter the race (or game) 
relating to the winning ticket; otherwise, enter blanks. 
Form W -2G only. If applicable, enter initials of the cashier 
making the winning payment; otherwise, enter blanks. 
Form W-2G only. If applicable, enter the window number or 
location of the person paying the winnings; otherwise, enter 
blanks. 
Form W -2G only. If applicable, enter the first identification 
number of the person receiving the winnings; otherwise, enter 
blanks. 
Form W -2G only. If applicable, enter the second identification 
number of the person receiving the winnings; otherwise, enter 
blanks. 
Enter blanks. 

PAYEE "B" RECORD-RECORD LAYOUT FOR SECTOR 2 OF FORM W-2G 

RECORD 
PAYEE PAYEE PAYEE PAYEE 

MAILING BLANK 
TYPE ADDRESS 

CITY STATE ZIP CODE 

2 3-42 43-71 72-73 74-82 83-112 

TRANSAC- RACE CASHIER WINDOW 
FIRST 

TION ID 

119-133 134-138 139-143 144-148 149-163 
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PAYEE "B" RECORD-RECORD LAYOUT FOR SECTOR 2 OF FORM W-2G-Continued 

SECOND 
ID 

164-178 

BLANK 

179-256 

SEC. 14. END OF PAYER "C" RECORD-RECORD LAYOUT 

.01 The End of Payer "c" Record consists of one 2S6-position sector. The control total fields are each 15 positions 
in length . 

. 02 The "c" Record consist of the total number of payees and the totals of the payment amount fields filed by a 
given payer and/or a particular type of return. The "c" Record must be written after the last "B" Record for each 
type of return for a given payer. For each "A" Record and group of "B" Records on the file, there must be a 
corresponding "c" Record . 

. 03 In developing the "c" Record, for example, if filers used Amount Codes 1, 3, and 6 in the "A" Record, the 
totals from the "B" Records will appear in Control Totals 1, 3, and 6 of the "c" Record. In this example, positions 
27-41, 57-86, and 102-146 would be zero filled . 

. 04 Payers/Transmitters should verify the accuracy of the totals since data with missing or incorrect "c" Records 
will be returned for replacement. 

RECORD NAME: END OF PAYER "c" RECORD 

SECTOR 1 

Diskette 
Position Field Title 
1 Record Sequence 

2 Record Type 
3-8 Number of Payees 

9-11 Blank 

Length 
1 

1 
6 

3 

Description and Remarks 
Required. Enter a "1" (one) to sequence the sectors making up 
a payer record. 
Required. Enter "C". 
Required. Enter the total number Payees of "B" Records 
covered by the preceding "A" Record. Right justify and zero 
fill. 
Enter blanks. 

Required. Accumulate totals of any payment amount fields in the "B" Records into the appropriate control total field 
of the "c" Record. Control totals must be right-justified, and unused control total fields must be zero filled. All 
control total fields are 15 positions in length. 
12-26 Control 15 

Total 1 
27-41 Control 15 

Total 2 
42-56 Control 15 

Total 3 
57-71 Control 15 

Total 4 
72-86 Control 15 

Total 5 
87-101 Control 15 

Total 6 
102-116 Control 15 

Total 7 
117-131 Control 15 

Total 8 
132-146 Control 15 

Total 9 

147 256 Blank 110 Enter blanks. 
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SECTOR 1 

RECORD 
SEQUENCE 

CONTROL 
TOTAL 3 

42-56 

CONTROL 
TOTAL 9 

132-146 

END OF PAYER "C" RECORD-RECORD LAYOUT 

RECORD NUMBER 
BLANK CONTROL 

TYPE OF PAYEES TOTAL 1 

2 3-8 9-11 12-26 

CONTROL CONTROL CONTROL CONTROL 
TOTAL 4 TOTAL 5 TOTAL 6 TOTAL 7 

57-71 72-86 87-101 102-116 

BLANK 

147-256 

SEC. 15. STATE TOTALS "K" RECORD-RECORD LAYOUT 

CONTROL 
TOTAL 2 

27-41 

CONTROL 
TOTAL 8 

117-131 

.01 The State Totals "K" Record consists of one 256-position sector. The control total fields are each 15 positions 
in length . 

. 02 The "K" Record is a summary for a given payer and type of return to a given state in the Combined 
Federal/State Filing Program, used only when state reporting approval has been granted . 

. 03 The "K" Record will contain the total number of payees and the totals of the payment amount fields filed by a 
given payer for a given state. The "K" Record(s) must be written after the "C" Record for the related "A" Record . 

. 04 In developing the "K" Record, for example, if filers used Amount Codes 1, 3 and 6 in the" A" Record, the 
totals from the "B" Records coded for this state will appear in Control Totals 1, 3, and 6 of the "K" Record . 

. 05 There must be a separate "K" Record for each state being reported . 

. 06 Refer to Part A, Sec. 16 for the requirements and conditions that must be met to file on this program. 

RECORD NAME: END OF PAYER "K" RECORD 

SECTOR 1 

Diskette 
Position Field Title 
1 Record Sequence 

2 Record Type 
3-8 Number of Payees 

9-11 Blank 

Length 
1 

1 
6 

3 

Description and Remarks 
Required. Enter a "1" (one) to sequence the sectors making up 
a payer record. 
Required. Enter "K". 
Required. Enter the total number of "B" Records being coded 
for this state. Right justify and zero fill. 
Enter blanks. 

Required. Accumulate totals of any payment amount fields in the Payee "B" Records (for each state being reported) 
into the appropriate control total fields in the "K" Record. Control totals must be right-justified, and unused control 
total fields must be zero filled. All Control Total Fields are 15 positions in length. 
12-26 Control 15 

Total 1 
27-41 Control 15 

Total 2 
42-56 Control 15 

Total 3 
57-71 Control 15 

Total 4 
72-86 Control 15 

Total 5 
87-101 Control 15 

Total 6 
102-116 Control 15 

Total 7 
117-131 Control 15 

Total 8 
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RECORD NAME: END OF PAYER "K" RECORD-Continued 

SECTOR 1 (Continued) 

Diskette 
Position 

132-146 

147-254 

255-256 

SECTOR 1 

RECORD 
SEQUENCE 

CONTROL 
TOTAL 3 

42-56 

CONTROL 
TOTAL 9 

132-146 

Field Title 

Control 

Total 9 

Blank 

Combined Federal! 
State Code 

Length 

15 

108 

2 

Description and Remarks 

Enter blanks. 

Required. Enter the code assigned to the state which is to 
receive the information. (Refer to Part A, Sec. 16, Table 1.) 

END OF PAYER "K" RECORD-RECORD LAYOUT 

RECORD NUMBER 
BLANK 

CONTROL CONTROL 
TYPE OF PAYEES TOTAL 1 TOTAL 2 

2 3-8 9-11 12-26 27-41 

CONTROL CONTROL CONTROL CONTROL CONTROL 
TOTAL 4 TOTAL 5 TOTAL 6 TOTAL 7 TOTAL 8 

57-71 72-86 87-101 102-116 117-131 

COMBINED 
BLANK FEDERAL/ 

STATE CODE 

147-254 255-256 

SEC. 16. END OF TRANSMISSION "F" RECORD-RECORD LAYOUT 

.01 The End of Transmission "F" Record consists of one 256-position sector. The "F" Record is a summary of the 
number of payers in the entire file . 

. 02 This record should be written after the last "C" Record (or last "K" Record, when applicable) of the entire file. 

SECTOR 1 

Diskette 
Position 

2-5 

6-30 

31-256 

SECTOR 1 

RECORD 
TYPE 

RECORD NAME: END OF TRANSMISSION "F" RECORD 

Field Title Length 
Record Type 1 

Number of "A" 
Records 4 

Zero 25 
Blank 226 

Description and Remarks 

Required. Enter "F". 

Enter the total number of "A" Records in the entire file. Right 
justify and zero fill or enter all zeros. 

Enter zeros. 

Enter blanks. 

END OF TRANSMISSION "F" RECORD-RECORD LAYOUT 

NUMBER OF 
ZERO "A" RECORDS BLANK 

2-5 6-30 31-256 
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PART G. MISCELLANEOUS 
INFORMATION 

SEC. 1. RECORD FORMAT USED 
TO REQUEST AN EXTENSION OF 
TIME, MAGNETICALLY OR 
ELECTRONICALLY 

.01 The following specifications 
contain the required 200-byte record 
format for extension of time to file 
requests submitted on magnetic media 
or via IRP-BBS. Also included are 
the instructions for the information 
that is to be entered in the record. 
There have been numerous changes in 
the extension request record format 
and guidelines. Filers are advised to 
read this section in its entirety to 
ensure proper filing. 

.02 If requesting an extension of 
time to file for ten or more payers, 
IRS encourages transmitters to submit 
the request on magnetic media or via 
IRP-BBS. Acceptable types of mag
netic media are tape, tape cartridge, 
51/4- and 3112-inch diskette. For ex
tension requests filed on magnetic 
media, the transmitter must send the 
completed, signed Form 8809, Re
quest for Extension of Time to File 
Information Returns, in the same 
package with the corresponding me
dia. For extension requests filed elec
tronically, the transmitter must send 
the Form 8809 the same day the 
transmission is made. Do not submit 
a list of payer names and TINs. 

.03 For tax year 1995, transmitters 
requesting an extension of time to file 
for more than 50 payers will be 
required to file the extension request 
magnetically or electronically. 

.04 See Part A, Sec. 11, for com
plete information on requesting an 
extension of time to file information 
returns. In order to be considered, 
the request must be postmarked or 
transmitted by the due date of the 
returns, otherwise, the request will be 
denied. 

.05 The record format is also on 
IRP-BBS and can be downloaded. 
See Part D for more information on 
how to contact the IRP-BBS. 

.06 A magnetically-filed request for 
an extension of time should be sent 
using the following addresses: 

If by Postal Service: 
IRS-Martinsburg Computing Center 
Attn: Extension of Time Coordinator 

P.O. Box 879 
Kearneysville, WV 25430 

or 
If by truck or air freight: 
IRS-Martinsburg Computing Center 
Information Reporting Program 
ATTN: Extension of Time 

Coordinator 
Route 9 and Needy Road 
Martinsburg, WV 25401 

Note: Due to the large volume of 
mail received by IRS/MCC and the 
time factor involved in processing the 
Form 8809, it is imperative that the 
attention line be present on all enve
lopes or packages containing Exten
sion of Time (EOT) requests. 

.07 Transmitters who submit their 
extension of time requests magnetical
ly or electronically will receive a letter 
from IRS/MCC with an attached list 
of the payers specifying approval 
and/ or denial. 

.08 Do not submit tax year 1994 
extension of time to file requests on 
magnetic media or electronically be
fore January 1, 1995. 

. 09 Each piece of magnetic media 
must have an external label. The 
TCC, tax year, the words "Extension 
of Time," and record count must be 
provided on the external label. Form 
5064 or transmitter generated substi
tute may be used. 

. 10 If the first request for an ex
tension of time to file was submitted 
magnetically or electronically and ad
ditional time to file is needed, submit 
a new file to request the additional 
extension. A request for an extension 
of time to file is not automatically 
granted. Approval or denial is depen
dent on information provided on the 
Form 8809. A second 30 day exten
sion will be approved only in cases of 
extreme hardship or catastrophic 
event. 

.11 If additional information is 
needed on the record format, contact 
IRS/MCC. 

.12 Tape specifications are as fol
lows: 

(a) 9 track. 
(b) EBCDIC (Extended Binary 

Coded Decimal Interchange Code) or 
ASCII (American Standard Coded In
formation Interchange) recording 
mode. 

(c) 1600 or 6250 BPI. 
(d) Fixed block size of 4000 bytes. 

(e) Record length of 200 bytes. 
(f) Labeled or unlabeled tapes may 

be submitted. 
.13 Tape cartridge specifications 

are as follows: 
(a) Must be IBM 3480, 3490, or 

AS400 compatible. 
(b) Must meet American National 

Standard Institute (ANSI) standards 
and have the following characteris
tics: 

(1) Tape cartridges will be II2-inch 
tape contained in plastic cartridges 
which are approximately 4 inches by 
5 inches by 1 inch in dimension. 

(2) Magnetic tape will be chromi
um dioxide particle based II2-inch 
tape. 

(3) Cartridges will be 18-track or 
36-track parallel. In Box 7 of Form 
8809, indicate if the tape cartridge is 
18 or 36 track. 

(4) Mode will be full function. 
(5) The data may be compressed 

using EDRC (Memorex) or IORC 
(IBM) compression. 

(6) Either EBCDIC or ASCII. 
(c) Fixed block size of 4000 bytes. 
(d) Record length of 200 bytes . 
(e) Labeled or unlabeled tape car-

tridges may be submitted. 
.14 Diskette specifications are as 

follows: 
(a) 5114- or 3112-inches in diame

ter. 
(b) ASCII recording mode only . 

Additional specifications may be 
found in Part B, Sec. 3, of this 
revenue procedure. 

(c) Record length of 200 bytes. 
(d) Diskettes must be created using 

the MS/DOS operating system. 
(e) Filename of IRSEOT must be 

used. No other filenames are accept
able. If a file will consist of more 
than one diskette, the filename IR
SEOT will contain a three-digit exten
sion. This extension will indicate the 
sequence of the diskettes within the 
file. For example, the first diskette 
will be named IRSEOT.OOI, the sec
ond diskette will be name 
IRSEOT.002, etc. 

(f) Delimiter character commas (,) 
must not be used. 

(g) Positions 199 and 200 of each 
record have been reserved for use as 
carriage return/line feed (cr/lf) char
acters, if applicable. 

.15 Positions 6 through 174 of the 
following record should contain in
formation about the payer for whom 
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the extension of time to file is being 
requested. Do not enter transmitter 

Field 
Position 

1-5 

6-14 

15-54 

55-94 

95-134 

135-163 

164-165 

166-174 

175 

Field Title 

Transmitter Control 
Code (TCC) 

Payer TIN 

Payer Name 

Second Payer Name 

Payer Address 

Payer City 

Payer State 

Payer ZIP Code 

Document Indicator 

information in these fields, other than 
the Transmitter Control Code (TCC). 

Only one TCC may be present in a 
file. 

Length 

5 

9 

40 

40 

40 

29 

2 

9 

Description and Remarks 

Required. Enter the five-digit Transmitter Control Code issued 
by IRS. Only one TCC per file is acceptable. 

Required. Must be the valid nine-digit number assigned to the 
payer. Do not enter blanks, hyphens, or alpha characters. All 
zeros, ones, twos, etc. will have the effect of an incorrect TIN. 
For foreign entities that are not required to have a TIN, this 
field may be blank; however, the Foreign Entity Indicator, 
position 175, should be set to "X." 

Required. Enter the name of the payer whose TIN appears in 
positions 6-14. Left justify. 

If additional space is needed, this field may be used to continue 
name line information (e.g., 070 First National Bank), other
wise, enter blanks. 

Required. Enter payer address. Street address should include 
number, street, apartment or suite number (or P.O. Box if mail 
is not delivered to a street address). 

Required. Enter payer city, town, or post office. 

Required. Enter payer valid U.S. Postal Service state abbrevia
tion (refer to Part A, Sec. 18). 

Required. Enter payer ZIP code if using a five-digit ZIP code, 
left justify and blank fill. 

Required. Enter the document you are requesting an extension 
of time for using the following code: 

Code Document 
1 W-2 
2 1098, 1099-A, 1099-B, 1099-C, 1099-DIV, 

1099-G, 1099-INT, 1099-MISC, 1099-0ID, 
1099-PATR, 1099-R, 1099-S, or W-2G 

3 5498 
4 1042-S 
5 1042 

Do not enter any other values in this field. Submit a separate 
record for each document. For example, if you are requesting 
an extension for l099-INT and 5498 for the same payer, 
submit one record with a "2" coded in this field and another 
record with a "3" coded in this field. If you are requesting an 
extension for l099-DIV and l099-MISC for the same payer, 
submit one record with "2" coded in this field. 

176 Foreign Entity Indicator Enter character "X" if the payer is a foreign entity. 
177-198 Blank 22 
199-200 Blank 2 

TRANSMITTER 
PAYER PAYER CONTROL 

CODE EIN NAME 

1-5 6-14 15-54 
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Enter blanks. 

Enter blanks. Diskette filers may code the ASCII carriage 
return/line feed (cr/lf) characters. 

RECORD LAYOUT 

SECOND 
PAYER PAYER PAYER 

NAME ADDRESS CITY 

55-94 95-134 135-163 



PAYER 
STATE 

164-165 

BLANK OR 
CR/LF 

199-200 

PAYER 
ZIP 

CODE 

166-174 

RECORD LAYOUT-Continued 

DOCUMENT FOREIGN 

INDICATOR ENTITY BLANK 
INDICATOR 

175 176 177-198 

This is the end of Publication 1220 for Tax Year 1994. 

26 CFR 601.105: Examination of returns, and 
claims for refund, credit, or abatement; deter
mination of correct tax liability. 
(Also, Part I, §§ 2041, 2511, 2514; 20.2041-1, 
25.2511-1.) 

Rev. Proc. 94-44 

SECTION 1. PURPOSE 

This revenue procedure provides 
guidance concerning certain effects on 
trusts, for federal estate and gift tax 
purposes, of the enactment of Florida 
Statutes Annotated (F.S.A.) 
§ 737.402(4) (West 1993). 

SEC. 2. BACKGROUND 

On May 9, 1991, the State of 
Florida enacted F.S.A. § 737.402(4). 
1991 Fla. Laws ch. 91-61, § 3. The 
statute was intended to provide rules 
of general application and was not 
enacted to provide relief to any spe
cific individual or trust. Under F.S.A. 
§ 737.402(4)(a)(l), any fiduciary pow
er conferred upon a trustee to make 
discretionary distributions of either 
principal or income to or for the 
trustee's own benefit cannot be exer
cised by the trustee, except to provide 
for that trustee's health, education, 
maintenance, or support, as described 
under §§ 2041 and 2514 of the Inter
nal Revenue Code. F.S.A. 
§§ 737.402(4)(a)(2) through (4) con
tain prohibitions with respect to the 
exercise of other fiduciary powers 
exercisable for the trustee's own bene
fit, including the power to allocate 
receipts and expenditures between in
come and corpus, and the power to 
distribute property in satisfaction of 
the trustee's legal support obligation. 
The prohibitions contained in F.S.A. 
§ 737.402(4)(a) do not apply if the 
fiduciary power is held by the settlor 
of a revocable or amendable trust, or 

by a settlor's or decedent's spouse 
with respect to a trust for which a 
gift tax or estate tax marital deduc
tion has been allowed. 

The statute applies, inter alia, to 
any trust created under a document 
executed before July 1, 1991. Howev
er, with respect to revocable or 
amendable trusts executed before that 
date, the statute does not apply if the 
trust is amended by the settlor at any 
time to provide otherwise. With re
spect to trusts that are not revocable 
or amendable ("irrevocable trusts") 
executed before July 1, 1991, the 
statute does not apply if all parties in 
interest elect affirmatively not to be 
subject to the application of the stat
ute. F.S.A. § 737.402(4)(b)(3). This 
election must be made on or before 
the later of July 1, 1994, or 3 years 
after the date on which the trust 
becomes irrevocable. For purposes of 
making the election, the parties in 
interest include each trustee, each in
come beneficiary, and each remainder 
beneficiary. Further, the statute does 
not apply to any distribution made 
pursuant to the exercise of a power 
referred to in F.S.A. § 737.402(4)(a), 
if the power was exercised prior to 
July 1, 1991. 

Section 2511 provides that the gift 
tax applies whether the transfer is in 
trust or otherwise and whether the 
gift is direct or indirect. Section 
25.2511-1(c)(l) of the Gift Tax Regu
lations provides that the gift tax also 
applies to gifts indirectly made. Thus, 
any transaction in which an interest 
in property is gratuitously passed to 
or conferred upon another, regardless 
of the means or device employed, 
constitutes a gift subject to tax. 

Section 2514(b) provides that, for 
gift tax purposes, the exercise or re
lease of a general power of appoint-

ment created after October 21, 1942, 
shall be deemed a transfer of proper
ty by the individual possessing the 
power. Section 2514(e) provides that 
the lapse of a power of appointment 
created after October 21, 1942, dur
ing the life of the individual possess
ing the power shall be considered a 
release of the power, to the extent 
that the property that could have 
been appointed by exercise of the 
lapsed power during the calendar year 
exceeds the greater of $5,000 or 5 
percent of the aggregate value of the 
assets out of which the exercise of the 
lapsed powers could be satisfied. 

Section 2041(a)(2) provides that the 
value of the gross estate includes the 
value of all property over which the 
decedent possesses, at the time of 
death, a general power of appoint
ment created after October 21, 1942, 
or with respect to which the decedent 
has exercised or released a general 
power of appointment created after 
October 21, 1942, during the dece
dent's lifetime by a disposition that, 
if it were a transfer of property 
owned by the decedent, would be 
includible in the decedent's gross es
tate under §§ 2035 through 2038. 
Section 2041(b)(2) provides that the 
lapse of a power of appointment 
created after October 21, 1942, dur
ing the life of the individual possess
ing the power is considered a release 
of the power, to the extent that the 
property that could have been ap
pointed by exercise of the lapsed 
power during the calendar year ex
ceeds the greater of $5,000 or 5 
percent of the aggregate value of the 
assets out of which the exercise of the 
lapsed powers could be satisfied. 

Under §§ 2514(c) and 2041(b)(l), 
the term "general power of appoint
ment" includes a power that is exer-
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cisable in favor of the person possess
ing the power. The term does not 
include a power to invade corpus 
limited by an ascertainable standard 
relating to the health, education, sup
port, or maintenance of the person 
possessing the power. 

Under § 20.2041-I(b)(2) of the Es
tate Tax Regulations, the term 
"power of appointment" does not 
include powers reserved by the dece
dent to himself under §§ 2036 to 
2038. 

If, under the applicable Florida law 
in effect with respect to documents 
executed before July I, 1991, a 
trustee-beneficiary could have exer
cised a fiduciary power for the 
trustee-beneficiary's own benefit, or 
had a power to remove a trustee and 
could thereby have exercised the pow
ers of the trustee, the statute curtailed 
that power. The question is raised 
whether the state action is sufficient 
to cause a lapse of that power for 
purposes of §§ 2514 and 2041. 

Further, if a party in interest (in
cluding, for example, the remainder 
beneficiary) of a pre-July I, 1991 
irrevocable trust elects not to be sub
ject to the statute, the question is 
raised whether the election should be 
treated as a gift for purposes of 
§ 2511. 

SEC. 3. SCOPE 

.01 Except as noted in Sec. 3.02, 
this revenue procedure applies to: 

(1) trustee-beneficiaries of irrevoca
ble trusts executed before July 1, 
1991, that are subject to the provi
sions of F.S.A. § 737.402(4)(a); and 

(2) all parties in interest under an 
irrevocable trust executed prior to 
July 1, 1991, who elect, under F.S.A. 
§ 737.402(4)(b)(3), on or before the 
later of July 1, 1994, or 3 years after 
the date on which the trust becomes 
irrevocable, not to be subject to (and 
would otherwise be subject to) the 
application of F.S.A. § 737.402(4)(a). 

.02 This revenue procedure does 
not apply with respect to: 

(1) the estate tax consequences un
der § 2041 in the case of estates of 
trustee-beneficiaries, where the 
trustee-beneficiary power holder died 
before July 1, 1991; or 

(2) the estate and gift tax conse
quences under §§ 2514 and 2041 in 
the case of a lapse (under the terms 
of the governing instrument) or re
lease (by affirmative act of the pow-
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erholder) of a trustee-beneficiary's fi
duciary power that occurred before 
July 1, 1991, even if the powerholder 
died on or after that date; or 

(3) trusts under which the grantor 
retained a power that is referred to in 
F.S.A. §§ 737.402(4)(a)(1) through 
(4). 

SEC. 4. PROCEDURE 

.01 In the case of irrevocable trusts 
within the express scope of this reve
nue procedure, the Internal Revenue 
Service will treat F.S.A. § 737.402 
(4)(a) as effective, with respect to 
pre-July 1, 1991 irrevocable trusts, on 
and after July 1, 1991. In the case of 
the death before July 1, 1991, of a 
trustee-beneficiary of an irrevocable 
trust within the express scope of this 
revenue procedure, or a lapse, re
lease, or exercise of a power held by 
a trustee-beneficiary of such a trust 
before July 1, 1991 (regardless of 
whether the trustee-beneficiary dies 
before, on or after July 1, 1991), 
§ § 2514 and 2041 will be applied 
without reference to F.S.A. 
§ 737.402(4). In this regard, the Ser
vice will not recognize the effective
ness, for federal transfer tax pur
poses, of state legislation purporting 
to retroactively change an individual's 
property rights or powers after the 
federal tax consequences have at
tached. 

.02 F.S.A. § 737.402(4)(a) will not 
be treated as causing a lapse of a 
power of appointment of a trustee
beneficiary under an irrevocable trust 
within the express scope of this reve
nue procedure for purposes of 
§§ 204I(b)(2) and 25I4(e). 

.03 Any party in interest under an 
irrevocable trust within the express 
scope of this revenue procedure who, 
within the applicable period, elects 
under F.S.A. § 737.402(4)(b)(3) not 
to be subject to F .S.A. § 737.402 
(4)(a), will not be treated as making a 
gift for purposes of § 2511. If the 
trust is excluded from F.S.A. 
§ 737.402(4)(a) by reason of an elec
tion under F.S.A. § 737.402(4)(b)(3), 
§§ 2041 and 2514 will apply to the 
power, and to any lapse, release, or 
exercise of the power, to the extent 
the power may be exercised under 
applicable Florida law as applied to 
an irrevocable trust for which such an 
election is in effect, effective as of the 
date the written declaration required 

under F.S.A. § 737.402(4)(d) is deliv
ered to the trustee. 

26 CFR 601.201: Rulings and determination 
leiters. 
(Also Part I, Section 7701; 301.7701-4.) 

Rev. Proc. 94-45 

SECTION 1. PURPOSE 

This revenue procedure modifies 
and amplifies Rev. Proc. 82-58, 
1982-2 C.B. 847, and Rev. Proc. 
91-15, 1991-1 C.B. 484. It specifies 
revised conditions under which the 
Internal Revenue Service will consider 
issuing advance rulings classifying en
tities created pursuant to bankruptcy 
plans under Chapter II of the Bank
ruptcy Code, II U .S.C. section 1l01, 
et seq. (1988), as liquidating trusts 
under § 301. 770 1-4( d) of the Proce
dure and Administration Regulations. 
It also outlines the income reporting 
requirements for the trust. This reve
nue procedure also provides a check
list that must accompany all such 
ruling requests. 

SEC. 2. SCOPE AND 
BACKGROUND 

The operating rules published in 
this revenue procedure are intended 
solely to assist taxpayers and their 
representatives in preparing ruling re
quests. These operating rules do not 
define, as a matter of law, the cir
cumstances under which an organiza
tion will be classified as a liquidating 
trust for federal income tax purposes. 
That determination can be made only 
after examination of all the facts and 
circumstances in connection with the 
operation and activities of the trust. 
An organization will be considered a 
liquidating trust if it is organized for 
the primary purpose of liquidating 
and distributing assets transferred to 
it, and if its activities are all reason
ably necessary to, and consistent 
with, accomplishing that purpose. If 
the liquidation is unreasonably pro
longed, or if the liquidating purpose 
becomes so obscured by business ac
tivities that the declared purpose of 
liquidation is lost or abandoned, the 
status of the organization will no 
longer be that of a liquidating trust. 
Designated settlement funds under 
§ 468B(d) and qualified settlement 
funds under § 1.468B-I are not with
in the scope of this revenue proce
dure. 



A ruling requested under this reve
nue procedure will ordinarily be is
sued if the taxpayer complies with the 
rules in this revenue procedure and 
the pertinent provisions of the Inter
nal Revenue Code, Income Tax Regu
lations, revenue rulings, and other 
revenue procedures. In appropriate 
circumstances, a taxpayer may be 
asked to enter into a closing agree
ment as a condition to the issuance of 
a letter ruling. 

The Service receives many requests 
for rulings in which the information 
identified as necessary in the appro
priate revenue procedure is not pro
vided. In those cases, it is necessary 
to obtain additional information from 
the taxpayer before the ruling request 
can be considered. This is time con
suming for both Service personnel 
and the taxpayer and delays the issu
ance of the ruling letter. 

Careful completion of the checklist 
provided in this revenue procedure 
will facilitate processing a ruling re
quest under § 301.7701-4(d) of the 
regulations because all of the infor
mation required by this revenue pro
cedure will be in the request. This 
avoids delay and permits rulings to be 
issued promptly. A completed check
list must accompany all ruling re
quests submitted pursuant to this rev
enue procedure. A reproduction of 
the checklist, the same in all material 
respects as it appears in this revenue 
procedure, may be used. 

SEC. 3. GENERAL OPERATING 
RULES 

A ruling generally will be issued 
that an entity is classified as a liqui
dating trust if the following condi
tions are met: 

.01 The trust is or will be created 
pursuant to a confirmed plan under 
Chapter 11 of the Bankruptcy Code 
for the primary purpose, as stated in 
its governing instrument, of liquidat
ing the assets transferred to it with no 
objective to continue or engage in the 
conduct of a trade or business, except 
to the extent reasonably necessary to, 
and consistent with, the liquidating 
purpose of the trust. 

.02 The plan and disclosure state
ment must explain how the bankrupt
cy estate will treat the transfer of its 
assets to the trust for federal income 
tax purposes. A transfer to a liquidat
ing trust for the benefit of creditors 
must be treated for all purposes of 

the Code as a transfer to creditors 
(e.g., sections 61(a)(12), 483, 1001, 
1012, and 1274) to the extent that the 
creditors are beneficiaries of the 
trust. I The transfer will be treated as 
a deemed transfer to the beneficiary
creditors followed by a deemed trans
fer by the beneficiary-creditors to the 
trust. See Rev. Rul. 63-245, 1963-2 
C.B. 144. To the extent that the trust 
is being created for the benefit of 
equity interest holders in the debtor, 
the transfer to the trust should be 
treated as a transfer to the equity 
interest holders. Id. The ruling re
quest must explain whether the debtor 
or the bankruptcy estate will incur 
any tax liability from the transfer 
and, if so, how that liability will be 
paid. 

.03 The plan, disclosure statement, 
and any separate trust instrument 
must provide that the beneficiaries of 
the trust will be treated as the grant
ors and deemed owners of the trust. 
See Bixby v. Commissioner, 58 T.C. 
757 (1972), acq., 1975-2 C.B. I, and 
section 677 of the Code. The trust 
instrument (which may be the plan if 
there is no separate trust instrument) 
must require that the trustee file re
turns for the trust as a grantor trust 
pursuant to § 1.671-4(a) of the In
come Tax Regulations. 

.04 The plan, disclosure statement, 
and any separate trust instrument 
must provide for consistent valuations 
of the transferred property by the 
trustee and the creditors (or equity 
interest holders), and those valuations 
must be used for all federal income 
tax purposes. 

.05 Whether or not a reserve is 
established for disputed claims, all of 
the trust's income must be treated as 
subject to tax on a current basis, and 
the ruling request must explain, in 
accordance with the plan, how the 
trust's taxable income will be allocat
ed and who will be responsible for 
payment of any tax due. 

.06 The trust instrument must con
tain a fixed or determinable termina
tion date that is generally not more 
than 5 years from the date of creation 
of the trust and that is reasonable 
based on all the facts and circum
stances. If warranted by the facts and 

I The tax consequences associated with the 
creation of a bankruptcy liquidating trust were 
not addressed in Holywell Corp. v. Smith, 112 
S.Ct. 1021 (1992) (trustee of liquidating trust 
must file tax returns and pay tax due with 
respect to income and gains on trust assets). 

circumstances, provided for in the 
plan and trust instrument, and sub
ject to the approval of the bankrupt
cy court with jurisdiction over the 
case upon a finding that the extension 
is necessary to the liquidating purpose 
of the tr'lst. the term of the trust may 
be extended for a finite term based 
on its particular facts and circum
stances. The trust instrument must 
require that each extension be ap
proved by the court within 6 months 
of the beginning of the extended 
term . 

. 07 If the trust is to hold any 
operating assets of a going business, a 
partnership interest in a partnership 
that holds operating assets, or 50070 
or more of the stock of a corporation 
with operating assets, the ruling re
quest must explain why it is necessary 
to retain these assets. 

.08 If the trust is to receive trans
fers of listed stocks or securities or 
other readily marketable assets, the 
ruling request must explain the neces
sity for doing so. The trust is not 
permitted to receive or retain cash or 
cash equivalents in excess of a reason
able amount to meet claims and con
tingent liabilities (including disputed 
claims) or to maintain the value of 
the assets during liquidation. 

.09 The investment powers of the 
trustee, other than those reasonably 
necessary to maintain the value of the 
assets and to further the liquidating 
purpose of the trust, must be limited 
to powers to invest in demand and 
time deposits, such as short-term cer
tificates of deposit, in banks or other 
savings institutions, or other tempo
rary, liquid investments, such as 
Treasury bills. 

.10 The trust must be required to 
distribute at least annually to the 
beneficiaries its net income plus all 
net proceeds from the sale of assets, 
except that the trust may retain an 
amount of net proceeds or net income 
reasonably necessary to maintain the 
value of its assets or to meet claims 
and contingent liabilities (including 
disputed claims). 

.11 The ruling request must con
tain representations that the trustee 
will make continuing efforts to dis
pose of the trust assets, make timely 
distributions, and not unduly prolong 
the duration of the trust. 

.12 A trust that is a designated 
settlement fund under § 468B(d) of 
the Code or a qualified settlement 
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fund under § 1.468B-1 of the regula
tions is governed by § 468B and the 
regulations thereunder, rather than by 
this revenue procedure. 

SEC. 5. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 82-58 and Rev. Proc. 
91-15 are modified and amplified 
with respect to liquidating trusts cre
ated pursuant to Chapter 11 bank
ruptcy plans. These revenue proce
dures continue to apply without 
change to ruling requests concerning 

liquidating trusts created outside of 
Chapter 11 bankruptcy plans. 

SEC. 6. EFFECTIVE DATE 

SEC. 4. CHECKLIST 

See Appendix A (Checklist for 
Classification of an Entity as a Liqui
dating Trust). 

This revenue procedure is effective 
on July 11, 1994, the date this reve
nue procedure appears in the Internal 
Revenue Bulletin. 

APPENDIX A 
CHECKLIST FOR CLASSIFICATION OF AN ENTITY AS A LIQUIDATING TRUST 

NAMEOFTAXPAYER~ ______________________________________________________ ___ 

INSTRUCTIONS ____________________________________________________________ ___ 

The Service will be able to respond more quickly to your ruling request if it is carefully prepared and complete. 
Please use this checklist to ensure that your request is in order. 

Answer each question by circling the appropriate answer: "Yes," "No," or "N/ A" (not applicable). Where the 
answer is "yes" and space is provided, insert the name and page number of the appropriate document that contains the 
information. Throughout this document, references to the "trust instrument" refer to the plan if there is no separate 
trust instrument. The taxpayer or authorized representative should sign and date the checklist and place it on top of the 
request. 

Failure to (1) provide the information required by this revenue procedure, (2) provide any other information required 
by other revenue procedures referred to in this checklist, or (3) complete and submit the checklist with your ruling 
request will result in the request being returned to you. In extraordinary circumstances, the Service may retain the 
request and defer substantive consideration until the checklist is provided. 

CIRCLE ONE 

Yes No 

Yes No 

Yes No 
Page __ _ 

Yes No 

Yes No 

Yes No 

Yes No 

ITEM 

1. Have you read and complied with the requirements and procedures of the Associate Chief 
Counsel (Domestic), including the checklist, as set forth in the "-1" revenue procedure of 
the current calendar year, e.g., Rev. Proc. 94-1, 1994-1 C.B. 378? The "-I" revenue pro
cedure is published in the first C.B. of the year. 

2. Have you attached the plan, disclosure statement, and any separate trust instrument? 

3. Does the ruling request contain a representation, and does the trust instrument provide, 
that the trust is organized for the primary purpose of liquidating the assets transferred to 
it with no objective to continue or engage in the conduct of a trade or business except to 
the extent reasonably necessary to, and consistent with, the liquidating purpose of the 
trust? 

4. Will or has the bankruptcy estate treated the transfer of its assets to the trust as a transfer 
to the creditors for all purposes of the Code (e.g., sections 61(a)(12), 483, 1001, 1012, and 
1274) to the extent that the creditors are beneficiaries of the trust, and do the plan and 
disclosure statement contain provisions requiring this treatment? 

5. Does the ruling request explain whether any tax liability to the bankruptcy estate will re
sult from the transfer and how the liability will be paid? 

6. Do the plan, disclosure statement, and any separate trust instrument provide that the ben
eficiaries will be treated as the grantors and deemed owners of the trust? 

7. Do the plan, disclosure statement, and any separate trust instrument provide for consistent 
valuations of the transferred property by the trustee and the creditors (or equity interest 
holders) and require that those valuations be used for all applicable reporting 
requirements? 
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CIRCLE ONE 

Yes No 

Yes No 
Page 
of 

Yes No 
Page 
of 

Yes No 
Page 
of 
No. of Years 

Yes No N/A 
Page 
of 

Yes No 

Yes No N/A 
Page 

Yes No 

Yes No N/A 
Page 

Yes No 
Page 
of 

Yes No 
Page 
of 

Yes No 
Page 
of 

Yes No 
Page 
of 

ITEM 

8. Does the trust instrument require that the trustee file returns for the trust as a grantor 
trust pursuant to section I.671-4(a) of the Income Tax Regulations? 

9. Is there a reserve for disputed claims? 

10. Does the plan or trust instrument provide for current taxation of all trust earnings, in
cluding those retained in a disputed claims reserve? 

11. Does the trust instrument contain a fixed or determinable termination date that is reason
able based on all the facts and circumstances? 

12. Does the trust instrument provide for extensions of the trust term for finite periods only 
with court approval within six months of the beginning of the extended term? 

13. Will the trust receive any operating assets of a going business, a partnership interest in a 
partnership that holds operating assets, or 50070 or more of the stock of a corporation 
with operating assets of a going business? If the answer to this question is no, circle NI A 
for item 14 and go to item 15. 

14. Does the ruling request explain the necessity for receiving the operating assets or owner-
ship interest in an entity that holds operating assets? 

15. Does the trust receive transfers of any listed stocks or securities or any other readily mar-
ketable securities? If the answer to this question is no, circle NI A for item 16 and go to 
item 17. 

16. Does the ruling request explain the necessity for receiving these assets? 

17. Does the plan or the trust instrument provide that the trust may not receive or retain 
cash or cash equivalents in excess of a reasonable amount to meet claims and contingent 
liabilities or to maintain the value of the assets during liquidation? Alternatively, does the 
ruling request contain a representation to the same effect? 

18. Does the trust instrument provide that the investment powers of the trustee, other than 
those reasonably necessary to maintain the value of the assets and to the liquidating pur-
pose of the trust, are limited to powers to invest in demand and time deposits, such as 
short-term certificates of deposit, in banks or other savings institutions, or other tempo-
rary, liquid investments, such as Treasury bills? 

19. Does the trust instrument provide that the trust is required to distribute at least annually 
to the beneficiaries the net income of the trust plus all net proceeds from the sale of as-
sets in excess of amounts reasonably necessary to maintain the value of the property or 
to meet claims or contingent liabilities (including disputed claims)? 

20. Does the ruling request contain representations that the trustee will make continuing ef-
forts to dispose of the trust assets, make timely distributions, and not unduly prolong the 
duration of the trust? 
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CIRCLE ONE ITEM 

Yes No 21. Does the trust meet the definition of a designated settlement fund under section 468B(d) 
of the Internal Revenue Code, or of a qualified settlement fund under section 1.468B-I 
of the Income Tax Regulations? 

Printed Name of Taxpayer or Authorized Representative 

Signature of Taxpayer or Authorized Representative 

26 CFR 601.201: Rulings and determination 
letters. 
(Also Part I, Section 7701; 301.7701-2.) 

Rev. Proc. 94-46 

SECTION I. PURPOSE 

This revenue procedure provides a 
safe harbor that may be used to 
determine a "majority in interest" 
for purposes of § 301.7701-2(b)(l) of 
the Procedure and Administration 
Regulations. 

SEC. 2. BACKGROUND 

Section 301.7701-2(b)(l) provides 
that if the death, insanity, bankrupt
cy, retirement, resignation, expulsion, 
or other event of withdrawal of a 
general partner of a limited partner
ship causes a dissolution of the part
nership, continuity of life does not 
exist. The regulation further provides 
that continuity of life does not exist 
notwithstanding the fact that a disso
lution of the limited partnership may 
be avoided, upon such an event of 
withdrawal of a general partner, by 
the remaining general partners agree
ing to continue the partnership or by 
at least a majority in interest of the 
remaining partners agreeing to contin
ue the partnership. The regulations 
do not define the term "majority in 
interest" for purposes of § 301.7701-
2(b)(1 ). 

Section 4.05 of Rev. Proc. 89-12, 
1989-1 C.B. 798, provides that for a 
limited partnership formed in a state 
with a statute corresponding to the 
Uniform Limited Partnership Act or 
the Revised Uniform Limited Partner
ship Act, in the case of the removal 
of a general partner, the partnership 
agreement may not permit less than a 
majority in interest of limited part
ners to elect a new general partner to 
continue the partnership, or the Ser
vice will not rule that the partnership 
lacks continuity of life. 
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Section 2 of Rev. Proc. 92-35, 
1992-1 C.B. 790, provides that if 
under local law and the partnership 
agreement the bankruptcy or removal 
of a general partner of a limited 
partnership causes a dissolution of 
the partnership unless the remaining 
general partners or at least a majority 
in interest of all remaining partners 
agree to continue the partnership, the 
Service will not take the position that 
the limited partnership has the corpo
rate characteristic of continuity of 
life. 

SEC. 3. SCOPE 

This revenue procedure provides 
a safe harbor that may be used to 
determine a "majority in interest" 
for purposes of § 301.7701-2(b)(1). 

SEC. 4. APPLICATION OF THE 
SAFE HARBOR 

The requirement in § 301.7701-2 
(b)(1) for continuity of life that at 
least a majority in interest of the 
remaining partners agree to continue 
the partnership upon a dissolution 
event will be satisfied if remaining 
partners owning a majority of the 
profits interests and a majority of the 
capital interests owned by all the 
remaining partners agree to continue 
the partnership. For purposes of this 
section, profits are determined and 
allocated based on any reasonable 
estimate of profits from the date of 
the dissolution event to the projected 
termination of the partnership, taking 
into account present and future allo
cations of profits under the partner
ship agreement that is in effect as of 
the date of the dissolution event. For 
purposes of this section, capital is 
determined as of the date of the 
dissolution event. If capital accounts 
are determined and maintained 
through the date of the dissolution 
event in accordance with the capital 

Date 

accounting rules of § 1.704-1 (b)
(2)(iv) of the Income Tax Regula
tions, then capital determined as of 
the date of the dissolution event rep
resents the capital account balances 
determined on that date. 

SEC. 5. EFFECT ON OTHER 
REVENUE PROCEDURES 

Section 4.05 of Rev. Proc. 89-12 
and section 2 of Rev. Proc. 92-35 are 
amplified to provide a safe harbor for 
purposes of determining a "majority 
in interest" under § 301.7701-2(b)(1). 

26 CFR 601.201: Rulings and determination 
letters. 
(Also Part I, Section 846; 1.846-1.) 

Rev. Proc. 94-47 

SECTION 1. PURPOSE 

This revenue procedure prescribes 
the loss payment patterns and dis
count factors for the 1994 accident 
year. These factors will be used for 
computing discounted unpaid losses 
under § 846 of the Internal Revenue 
Code. See Rev. Proc. 92-47, 1992-1 
C.B. 980, for background concerning 
the loss payment patterns and appli
cation of the discount factors. 

SEC. 2. SCOPE 

This revenue procedure applies to 
any taxpayer that is required to dis
count its unpaid losses under § 846 
for a line of business using discount 
factors published by the Secretary. 

SEC. 3. TABLES OF DISCOUNT 
FACTORS 

.01 The following tables present 
separately for each line of business 
the discount factors under § 846 for 
accident year 1994. All the discount 
factors presented in this section were 
determined using the applicable inter
est rate under § 846(c) for 1994, 
which is 7.45 percent, and by assum-



ing all loss payments occur in the ment changes, taxpayers must dis- would have applied to those unpaid 
middle of the calendar year. count the unpaid losses on the result- losses based on their classification on 

.02 If the groupings of individual ing lines of business in accordance the 1990 annual statement. 
lines of business on the annual state- with the discounting patterns that .03 Tables 

Tables of Unpaid Losses Discount Factors 
Section 846 
-1994-

Interest rate: 7.45 percent 

Homeowners/Farmowners 

Discounted 
Cumulative Estimated Unpaid Unpaid 

Losses Losses Paid Losses at Losses at Discount 
Paid Each Year Year End Year End Factor 

Tax Year (070) (%) (%) (%) (%) 
AY+ 0 66.8753 66.8753 30.3659 33.1247 91.6716 
AY+ 1 90.4633 23.5880 8.1773 9.5367 85.7460 
AY+ 2 93.3914 2.9281 5.7513 6.6086 87.0281 
AY+ 3 95.7081 2.3167 3.7784 4.2919 88.0348 
AY+ 4 97.4081 1.7000 2.2977 2.5919 88.6480 
AY+ 5 98.6271 1.2190 1.2053 1.3729 87.7890 
AY+ 6 99.1528 0.5257 0.7501 0.8472 88.5406 
AY+ 7 99.5425 0.3897 0.4020 0.4575 87.8785 
AY+ 8 99.7318 0.1893 0.2358 0.2682 87.9101 
AY+ 9 99.8063 0.0745 0.1761 0.1937 90.9204 
AY+1O N/A 0.0745 0.1120 0.1192 93.9647 
AY+ll N/A 0.0745 0.0431 0.0447 96.4710 
AY+12 N/A 0.0447 0.0000 0.0000 N/A 

Private Passenger Auto Liability IMedical 

Discounted 
Cumulative Estimated Unpaid Unpaid 

Losses Losses Paid Losses at Losses at Discount 
Paid Each Year Year End Year End Factor 

Tax Year (%) (%) (%) (%) (%) 
AY+ 0 34.7617 34.7617 58.2282 65.2383 89.2546 
AY+ 1 66.2963 31.5346 29.8780 33.7037 88.6490 
AY+ 2 81.2140 14.9177 16.6405 18.7860 88.5792 
AY+ 3 89.8272 8.6132 8.9520 10.1728 87.9988 
AY+ 4 94.4549 4.6277 4.8219 5.5451 86.9573 
AY+ 5 96.8788 2.4239 2.6685 3.1212 85.4968 
AY+ 6 98.1526 1.2738 1.5469 1.8474 83.7356 
AY+ 7 98.6962 0.5436 1.0987 1.3038 84.2686 
AY+ 8 99.0485 0.3523 0.8154 0.9515 85.6925 
AY+ 9 99.2667 0.2182 0.6499 0.7333 88.6304 
AY+1O N/A 0.2182 0.4722 0.5151 91.6646 
AY+ll N/A 0.2182 0.2812 0.2969 94.6981 
AY+12 N/A 0.2182 0.0759 0.0787 96.4710 
AY+13 N/A 0.0787 0.0000 0.0000 N/A 

Commercial Auto/Truck Liability IMedical 

Discounted 
Cumulative Estimated Unpaid Unpaid 

Losses Losses Paid Losses at Losses at Discount 
Paid Each Year Year End Year End Factor 

Tax Year (%) (%) (%) (%) (%) 
AY+ 0 20.8439 20.8439 67.9438 79.1561 85.8351 
AY+ 1 47.3136 26.4697 45.5676 52.6864 86.4883 
AY+ 2 65.6475 18.3340 29.9578 34.3525 87.2070 

AY+ 3 79.0481 13.4005 18.2989 20.9519 87.3374 

1994-2 C.B. 689 



Discounted 
Cumulative Estimated Unpaid Unpaid 

Losses Losses Paid Losses at Losses at Discount 
Paid Each Year Year End Year End Factor 

Tax Year (070) (070) (070) (070) (070) 
AY+ 4 86.8945 7.8465 11.5286 13.1055 87.9682 
AY+ 5 92.4503 5.5558 6.6285 7.5497 87.7984 
AY+ 6 95.5751 3.1247 3.8833 4.4249 87.7588 
AY+ 7 97.3052 1.7302 2.3791 2.6948 88.2865 
AY+ 8 98.1469 0.8417 1.6839 1.8531 90.8695 
AY+ 9 98.8549 0.7080 1.0754 1.1451 93.9178 
AY+I0 N/A 0.7080 0.4217 0.4371 96.4710 
AY+l1 N/A 0.4371 0.0000 0.0000 N/A 

Workers' Compensation 

Discounted 
Cumulative Estimated Unpaid Unpaid 

Losses Losses Paid Losses at Losses at Discount 
Paid Each Year Year End Year End Factor 

Tax Year (070) (070) (070) (070) (070) 
AY+ 0 22.3366 22.3366 63.0279 77.6634 81.1552 
AY+ 1 50.6941 28.3575 38.3286 49.3059 77.7364 
AY+ 2 66.1886 15.4945 25.1228 33.8114 74.3028 
AY+ 3 74.4228 8.2342 18.4590 25.5772 72.1699 
AY+ 4 79.5663 5.1434 14.5026 20.4337 70.9739 
AY+ 5 83.7227 4.1564 11.2746 16.2773 69.2656 
AY+ 6 86.1316 2.4089 9.6175 13.8684 69.3485 
AY+ 7 88.4452 2.3136 7.9358 11.5548 68.6796 
AY+ 8 88.9625 0.5173 7.9908 11.0375 72.3967 
AY+ 9 89.9266 0.9641 7.5867 10.0734 75.3145 
AY+I0 N/A 0.9641 7.1526 9.1093 78.5196 
AY+l1 N/A 0.9641 6.6861 8.1453 82.0862 
AY+12 N/A 0.9641 6.1849 7.1812 86.1266 
AY+13 N/A 0.9641 5.6463 6.2171 90.8194 
AY+14 N/A 0.9641 5.0676 5.2530 96.4710 
AY+ 15 N/A 5.2530 0.0000 0.0000 N/A 

Commercial Multiple Peril 

Discounted 
Cumulative Estimated Unpaid Unpaid 

Losses Losses Paid Losses at Losses at Discount 
Paid Each Year Year End Year End Factor 

Tax Year (070) (070) (070) (070) (070) 
AY+ 0 33.4193 33.4193 55.7810 66.5807 83.7795 
AY+ 1 59.1296 25.7103 33.2859 40.8704 81.4425 
AY+ 2 67.4080 8.2784 27.1844 32.5920 83.4082 
AY+ 3 75.7571 8.3491 20.5552 24.2429 84.7883 
AY+ 4 83.8673 8.1102 13.6797 16.1327 84.7944 
AY+ 5 89.5799 5.7126 8.7772 10.4201 84.2331 
AY+ 6 93.4124 3.8325 5.4584 6.5876 82.8585 
AY+ 7 95.6455 2.2331 3.5503 4.3545 81.5306 
AY+ 8 96.9571 l.3116 2.4552 3.0429 80.6852 
AY+ 9 97.4497 0.4926 2.1275 2.5503 83.4200 
AY+ 10 N/A 0.4926 l.7754 2.0577 86.2776 
AY + 11 N/A 0.4926 l.3970 1.5651 89.2580 
AY+ 12 N/A 0.4926 0.9904 1.0725 92.3478 
AY+13 N/A 0.4926 0.5536 0.5799 95.4643 
AY+14 N/A 0.4926 0.0842 0.0873 96.4710 
AY+ 15 N/A 0.0873 0.0000 0.0000 N/A 
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Medical Malpractice 

Discounted 
Cumulative Estimated Unpaid Unpaid 

Losses Losses Paid Losses at Losses at Discount 
Paid Each Year Year End Year End Factor 

Tax Year (070) (0J0) (0J0) (0J0) (0J0) 
AY+ 0 3.7026 3.7026 67.2266 96.2974 69.8114 
AY+ 1 11.5535 7.8510 64.0968 88.4465 72.4696 
AY+ 2 21.9296 10.3761 58.1164 78.0704 74.4410 
AY+ 3 32.8555 10.9259 51.1205 67.1445 76.1350 
AY+ 4 46.6164 13.7609 40.6647 53.3836 76.1745 
AY+ 5 60.9092 14.2928 28.8786 39.0908 73.8756 
AY+ 6 69.2349 8.3257 22.3998 30.7651 72.8089 
AY+ 7 71.6574 2.4225 21.5574 28.3426 76.0601 
AY+ 8 73.7610 2.1036 20.9829 26.2390 79.9683 
AY+ 9 77.8395 4.0786 18.3184 22.1605 82.6624 
AY+1O N/A 4.0786 15.4553 18.0819 85.4740 
AY+ll N/A 4.0786 12.3790 14.0033 88.4002 
AY+12 N/A 4.0786 9.0734 9.9248 91.4223 
AY+13 N/A 4.0786 5.5216 5.8462 94.4486 
AY+14 N/A 4.0786 1.7052 1.7676 96.4710 
AY+ 15 N/A 1.7676 0.0000 0.0000 N/A 

Special Liability (Ocean Marine, Aircraft (all Perils), Boiler and Machinery) 

Discounted 
Cumulative Estimated Unpaid Unpaid 

Losses Losses Paid Losses at Losses at Discount 
Paid Each Year Year End Year End Factor 

Tax Year (0J0) (070 ) (0J0) (0J0) (0J0) 
AY+ 0 31.2231 31.2231 60.3989 68.7769 87.8185 
AY+ 1 68.2247 37.0016 26.5434 31.7753 83.5346 
AY+ 2 80.2858 12.0611 16.0185 19.7142 81.2538 
AY+ 3 85.4166 5.1308 11.8934 14.5834 81.5546 
AY+ 4 89.4028 3.9862 8.6475 10.5972 81.6016 
AY+ 5 93.2493 3.8465 5.3045 6.7507 78.5772 
AY+ 6 94.0515 0.8022 4.8681 5.9485 81.8383 
AY+ 7 95.8901 1.8386 3.3249 4.1099 80.9013 
AY+ 8 97.7995 1.9093 1.5934 2.2005 72.4125 
AY+ 9 97.9920 0.1925 1.5126 2.0080 75.3288 
AY+1O N/A 0.1925 1.4257 1.8155 78.5317 
AY+11 N/A 0.1925 1.3324 1.6230 82.0958 
AY+12 N/A 0.1925 1.2321 1.4304 86.1331 
AY+13 N/A 0.1925 1.1243 1.2379 90.8225 
AY+14 N/A 0.1925 1.0085 1.0454 96.4710 
AY+15 N/A 1.0454 0.0000 0.0000 N/A 

Other Liability 

Discounted 
Cumulative Estimated Unpaid Unpaid 

Losses Losses Paid Losses at Losses at Discount 
Paid Each Year Year End Year End Factor 

Tax Year (0J0) (0J0) (0J0) (0J0) (0J0) 
AY+ 0 9.9737 9.9737 66.3981 90.0263 73.7541 

AY+ 1 21.8819 11.9082 59.0009 78.1181 75.5278 
AY+ 2 32.5583 10.6764 52.3295 67.4417 77.5922 

AY+ 3 41.4543 8.8960 47.0067 58.5457 80.2905 
AY+ 4 56.3583 14.9040 35.0594 43.6417 80.3347 

AY+ 5 71.6763 15.3180 21.7931 28.3237 76.9427 

AY+ 6 78.0397 6.3635 16.8204 21.9603 76.5946 

AY+ 7 82.2566 4.2168 13.7024 17.7434 77 .2252 

AY+ 8 85.2754 3.0188 11.5940 14.7246 78.7388 

AY+ 9 87.4014 2.1260 10.2540 12.5986 81.3897 
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Discounted 
Cumulative Estimated Unpaid Unpaid 

Losses Losses Paid Losses at Losses at Discount 
Paid Each Year Year End Year End Factor 

Tax Year (%) (070 ) (%) (%) (%) 
AY+lO N/A 2.1260 8.8142 10.4727 84.1636 
AY+ 11 N/A 2.1260 7.2671 8.3467 87.0655 
AY+ 12 N/A 2.1260 5.6047 6.2207 90.0980 
AY+13 N/A 2.1260 3.8186 4.0948 93.2550 
AY+14 N/A 2.1260 1.8993 1.9688 96.4710 
AY+15 N/A 1.9688 0.0000 0.0000 N/A 

Special Property (Fire, Allied Lines, Inland Marine, Earthquake, Glass, Burglary, and Theft) 

Discounted 
Cumulative Estimated Unpaid Unpaid 

Losses Losses Paid Losses at Losses at Discount 
Paid Each Year Year End Year End Factor 

Tax Year (%) (%) (%) (%) (%) 
AY+ 0 57.7817 57.7817 39.5855 42.2183 93.7638 
AY+ 1 88.3390 30.5573 10.8595 11.6610 93.1266 
AY+ 2 N/A 5.8305 5.6247 5.8305 96.4710 
AY+ 3 N/A 5.8305 0.0000 0.0000 N/A 

Auto Physical Damage 

Discounted 
Cumulative Estimated Unpaid Unpaid 

Losses Losses Paid Losses at Losses at Discount 
Paid Each Year Year End Year End Factor 

Tax Year (%) (%) (%) (%) (%) 
AY+ 0 84.1827 84.1827 15.1483 15.8173 95.7706 
AY+ 1 98.8697 14.6870 1.0526 1.1303 93.1266 
AY+ 2 N/A 0.5651 0.5452 0.5651 96.4710 
AY+ 3 N/A 0.5651 0.0000 0.0000 N/A 

Fidelity, Surety, Financial Guaranty, Mortgage Guaranty 

Discounted 
Cumulative Estimated Unpaid Unpaid 

Losses Losses Paid Losses at Losses at Discount 
Paid Each Year Year End Year End Factor 

Tax Year (%) (%) (%) (%) (%) 
AY+ 0 25.1728 25.1728 68.0335 74.8272 90.9209 
AY+ 1 57.6281 32.4553 39.4595 42.3719 93.1266 
AY+ 2 N/A 21.1859 20.4383 21.1859 96.4710 
AY+ 3 N/A 21.1859 0.0000 0.0000 N/A 

Other (including Credit, Accident and Health) 

Discounted 
Cumulative Estimated Unpaid Unpaid 

Losses Losses Paid Losses at Losses at Discount 
Paid Each Year Year End Year End Factor 

Tax Year (%) (%) (%) (%) (%) 
AY+ 0 63.6725 63.6725 33.9568 36.3275 93.4742 
AY+ 1 88.8927 25.2202 10.3438 11.1073 93.1266 
AY+ 2 N/A 5.5536 5.3576 5.5536 96.4710 
AY+ 3 N/A 5.5536 0.0000 0.0000 N/A 
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International (Composite) 

Discounted 
Cumulative Estimated Unpaid Unpaid 

Losses Losses Paid Losses at Losses at Discount 
Paid Each Year Year End Year End Factor 

Tax Year (070) (%) (%) (%) (%) 
AY+ 0 30.8006 30.8006 57.5989 69.1994 83.2362 
AY+ 1 56.9235 26.1229 34.8116 43.0765 80.8133 
AY+ 2 68.6906 11.7671 25.2075 31.3094 80.5108 
AY+ 3 76.7697 8.0791 18.7108 23.2303 80.5447 
AY+ 4 83.5336 6.7639 13.0935 16.4664 79.5160 
AY+ 5 88.9725 5.4390 8.4310 11.0275 76.4543 
AY+ 6 91.6218 2.6493 6.3129 8.3782 75.3490 
AY+ 7 93.4305 1.8087 4.9083 6.5695 74.7139 
AY+ 8 94.3638 0.9333 4.3065 5.6362 76.4090 
AY+ 9 95.0595 0.6957 3.9063 4.9405 79.0661 
AY+IO N/A 0.6957 3.4762 4.2448 81.8915 
AY+ll N/A 0.6957 3.0140 3.5492 84.9219 
AY+12 N/A 0.6957 2.5174 2.8535 88.2232 
AY+13 N/A 0.6957 1.9839 2.1578 91.9386 
AY+14 N/A 0.6957 1.4106 1.4622 96.4710 
AY+15 N/A 1.4622 0.0000 0.0000 N/A 

Reinsurance A 
Discounted 

Cumulative Estimated Unpaid Unpaid 
Losses Losses Paid Losses at Losses at Discount 
Paid Each Year Year End Year End Factor 

Tax Year (%) (%) (%) (%) (%) 
AY+ 0 35.8044 35.8044 58.1714 64.1956 90.6159 
AY+ 1 72.2671 36.4628 24.7086 27.7329 89.0950 
AY+ 2 79.1294 6.8622 19.4361 20.8706 93.1266 
AY+ 3 N/A 10.4353 10.0670 10.4353 96.4710 
AY+ 4 N/A 10.4353 0.0000 0.0000 N/A 

Reinsurance B (Composite) 
Discounted 

Cumulative Estimated Unpaid Unpaid 
Losses Losses Paid Losses at Losses at Discount 
Paid Each Year Year End Year End Factor 

Tax Year (%) (%) (%) (%) (%) 
AY+ 0 30.8006 30.8006 57.5989 69.1994 83.2362 
AY+ 1 56.9235 26.1229 34.8116 43.0765 80.8133 
AY+ 2 68.6906 11.7671 25.2075 31.3094 80.5108 
AY+ 3 76.7697 8.0791 18.7108 23.2303 80.5447 
AY+ 4 83.5336 6.7639 13.0935 16.4664 79.5160 
AY+ 5 88.9725 5.4390 8.4310 11.0275 76.4543 
AY+ 6 91.6218 2.6493 6.3129 8.3782 75.3490 
AY+ 7 93.4305 1.8087 4.9083 6.5695 74.7139 
AY+ 8 94.3638 0.9333 4.3065 5.6362 76.4090 

AY+ 9 95.0595 0.6957 3.9063 4.9405 79.0661 
AY+IO N/A 0.6957 3.4762 4.2448 81.8915 
AY+ll N/A 0.6957 3.0140 3.5492 84.9219 
AY+12 N/A 0.6957 2.5174 2.8535 88.2232 

AY+13 N/A 0.6957 1.9839 2.1578 91.9386 
AY+14 N/A 0.6957 1.4106 1.4622 96.4710 
AY+15 N/A 1.4622 0.0000 0.0000 N/A 
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Reinsurance C 

Tax Year 
AY+ 0 
AY+ 1 
AY+ 2 
AY+ 3 
AY+ 4 

Cumulative 
Losses 
Paid 
(0J0) 

23.0513 
47.1565 
73.1742 

N/A 
N/A 

Miscellaneous Casualty (Composite) 

Tax Year 
AY+ 0 
AY+ 1 
AY+ 2 
AY+ 3 

Cumulative 
Losses 
Paid 
(0J0) 

73.9503 
93.7601 

N/A 
N/A 

Long Lines (Composite) 

Cumulative 
Losses 
Paid 

Tax Year 
AY+ 0 
AY+ 1 
AY+ 2 
AY+ 3 
AY+ 4 
AY+ 5 
AY+ 6 
AY+ 7 
AY+ 8 
AY+ 9 
AY+I0 
AY + 11 
AY+ 12 
AY+ 13 
AY+ 14 
AY+ 15 

(070 ) 
30.8006 
56.9235 
68.6906 
76.7697 
83.5336 
88.9725 
91.6218 
93.4305 
94.3638 
95.0595 

N/A 
N/A 
N/A 
N/A 
N/A 
N/A 

26 CFR 601.602: Tax forms and instructions. 
(Also Part I, Section 6302; 31.6302-1.) 
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Exhibit I Sample ACH TXP Ad
denda Record 
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(NOC) Codes for CCD 
Format 

Exhibit III Criteria for Rejection of 
an ACH Credit Tax 
Payment 

SECTION 1. PURPOSE 

The purpose of this revenue proce
dure is to inform taxpayers and fi
nancial institutions who participate in 



T AXLINK of their obligations to 
each other and to the Internal Reve
nue Service. T AXLINK is an elec
tronic remittance processing system 
that the Service uses to accept an 
electronically transmitted federal tax 
deposit (FTD). This revenue proce
dure updates the description of T AX
LINK in Rev. Proc. 93-26, 1993-1 
C.B.584. 

SEC. 2. BACKGROUND 

.01 Section 6302(c) of the Internal 
Revenue Code provides that the Sec
retary may authorize Federal Reserve 
banks, incorporated banks, and other 
financial institutions that are financial 
agents of the United States, to receive 
any tax imposed under the internal 
revenue laws, in such manner, at such 
times, and under such conditions as 
the Secretary may prescribe. The Sec
retary shall prescribe the manner, 
times, and conditions under which the 
receipt of such tax by such banks and 
other financial institutions is to be 
treated as payment of such tax to the 
Secretary. See section 8 for duties of 
a Financial Agent. 

.02 For fiscal year 1994 (that began 
on October 1, 1993), T AXLINK is 
limited to the receipt of FTDs in 
connection with the tax forms listed 
in section 5. The Service may later 
expand its current capacity by accept
ing additional types of payments. 
T AXLINK will accept two electronic 
funds transfer (EFT) payment op
tions: credit and debit. See sections 
11 and 12. In addition, Fedwire trans
actions may be used under certain 
limited circumstances. See section 13. 

. 03 Section 523 of the North 
American Free Trade Agreement Im
plementation Act, Pub. L. No. 
103-182, December 8, 1993 
(NAFT A), amended section 6302 of 
the Code by enacting a new subsec
tion (h) which requires that the collec
tion of federal depository taxes be 
made through an EFT system. Imple
mentation of this requirement will be 
phased in starting with the fiscal year 
that began on October 1, 1993, and 
continuing through the next five fiscal 
years. 

.04 Some taxpayers will be re
quired by regulations issued under 
§ 6302(h) of the Code (regulations) to 
make FTDs using T AXLINK or a 
successor system. Other taxpayers 
may choose to participate voluntarily 
in T AXLINK. All taxpayers that par-

tIclpate in T AXLINK must comply 
with this revenue procedure. Howev
er, sections 2.06, 4.03, 11.09, and 
11.11 prescribe some differences in 
treatment between taxpayers that vol
untarily participate in T AXLINK and 
taxpayers that are required by regula
tions to make FTDs using an EFT 
system. 

.05 Taxpayers participating in 
T AXLINK are responsible for ensur
ing that their funds are deposited on 
a timely basis. See the Employment 
Taxes and Collection of Income at 
Source Regulations (Part 31) under 
§ 6302 for the rules regarding when 
an amount is deemed deposited. If a 
taxpayer that is not required by regu
lations to make an FTD by EFT is 
unable, for any reason (including re
jection), to make an FTD by EFT or 
chooses not to use EFT to make an 
FTD, the taxpayer may make a timely 
payment through the paper coupon 
(Form 8109, Federal Tax Deposit 
Coupon) system. The payment and 
the paper coupon must be taken to an 
authorized depository bank before the 
close of business on the deposit due 
date. A taxpayer that is required by 
regulations to use EFT to make an 
FTD cannot revert to the paper cou
pon system to make an FTD, even if 
the taxpayer is unable to make the 
FTD using an Automated Clearing 
House (ACH) credit or debit payment 
option. Under these circumstances, 
the Service may permit a taxpayer to 
use Fedwire. See section 13. If a 
deposit is late, the taxpayer is subject 
to the penalty for failure to timely 
deposit unless the taxpayer establishes 
reasonable cause for that failure. See 
Rev. Rul. 94-46, page 278, this Bulle
tin. 

.06 T AXLINK does not change the 
computation of tax liability, interest, 
penalties, or deposit due dates. These 
computations remain the same as in 
the paper coupon payment system. 

SEC. 3. CHANGES FROM THE 
TAXLINK TEST SYSTEM 

.01 This revenue procedure reflects 
changes to the T AXLINK test system 
described in Rev. Proc. 93-26. TAX
LINK, as described in this revenue 
procedure, will be used to accept and 
process taxpayers' electronic tax pay
ment information until a permanent 
system is established. 

.02 The Service is no longer geo
graphically limiting the use of T AX-

LINK. All taxpayers that make FTDs 
in connection with any of the forms 
listed in section 5 may use T AX
LINK. 

.03 A taxpayer that is required by 
regulations to make an FTD using 
EFT must participate in T AXLINK, 
as described in this revenue proce
dure. If a taxpayer is not required by 
regulations to make an FTD by EFT, 
but makes a tax payment described in 
section 5, the taxpayer may choose to 
voluntarily participate in T AXLINK. 

.04 T AXLINK will no longer ac
cept FTDs in connection with Form 
941, Schedule A, Record of Federal 
Backup Withholding Tax. 

.05 TAXLINK will accept FTDs in 
connection with Form 945, Annual 
Return of Withheld Federal Income 
Tax. See section 5. 

.06 Beginning August 1, 1994, 
T AXLINK will accept FTDs in con
nection with Form CT -1, Employer's 
Annual Railroad Retirement and Un
employment Repayment Tax Return. 
See section 5. 

.07 The definition of Electronic 
Funds Transfer has been changed so 
that it is consistent with the definition 
of EFT in section 523 of NAFT A. 
See section 6.07. 

.08 Definitions of Federal Reserve 
Bank Head Office Local Zone Time 
and Prenotification have been added. 
See sections 6.10 and 6.17. 

.09 Fedwire is available to all par
ticipants as a back-up payment meth
od. Only a taxpayer required to make 
an FTD using EFT may choose to use 
Fedwire as a routine payment option. 
A taxpayer must indicate this choice 
on its application. See section 13 . 

.10 For those taxpayers who make 
Form CT -1 deposits, information 
concerning the choice of payment op
tion and financial agent is provided. 
See sections 9.03 and 9.04. 

.11 The discussion concerning 
when a Financial Agent can "return" 
a payment is clarified to refer to an 
ACH debit transaction. See section 
16.01. 

.12 The Service has terminated the 
ADEPT payment system. 

SEC. 4. PARTICIPANTS 

.01 If a taxpayer is required by 
regulations to use EFT to pay deposi
tory taxes, the taxpayer must make 
the required payments consistent with 
this revenue procedure. 
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.02 A taxpayer that is not required 
by regulations to make FTDs by EFT 
may voluntarily participate in T AX
LINK. See section 7. 

.03 A participating taxpayer that is 
not required by regulations to pay a 
depository tax by EFT may choose to 
return to the paper coupon system at 
any time without notice to the Ser
vice. However, such a taxpayer 
should notify the Financial Agent, as 
defined in section 6.12, if the taxpay
er chooses to withdraw from T AX
LINK. 

. 04 The Service may limit the num- • 
ber of taxpayers who voluntarily par
ticipate in T AXLINK based on the 
processing capacity of T AXLINK or 
for any other reason. 

SEC. 5. ELIGIBLE TAX PAYMENTS 

T AXLINK will accept payments in 
connection with the following tax 
forms: 

(1) Form 720, Quarterly Federal 
Excise Tax Return; 

(2) Form 940, Employer's Annu
al Federal Unemployment Tax 
Return; 

(3) Form 941, Employer's Quar
terly Federal Tax Return; 

(4) Form 943, Employer's Annu
al Tax Return for Agricultural 
Employees; 

(5) Form 945, Annual Return of 
Withheld Federal Income Tax; 

(6) Form 990-C, Farmer's Coop
erative Association Income 
Tax Return; 

(7) Form 990-PF, Return of Pri
vate Foundation or Section 
4947(a)(1) Charitable Trusts 
Treated as a Private Founda
tion; 

(8) Form 990-T, Exempt Organi
zation Business Income Tax 
Return; 

(9) Form 1042, Annual With
holding Tax Return for U.S. 
Source Income of Foreign Per
sons; 

(10) Form 1120, U.S. Corpora
tion Income Tax Return; and 

(11) Form CT -1, Employer's 
Annual Railroad Retirement 
and Unemployment Repay
ment Tax Return (after July 
31, 1994). 

SEC. 6. DEFINITIONS 

.01 The definitions provided in this 
section will be used for T AXLINK. 
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.02 ACKNOWLEDGEMENT 
NUMBER. An "acknowledgement 
number" is a unique number assigned 
by a Financial Agent to each T AX
LINK EFT debit transaction. An 
acknowledgement number may also 
be referred to as an EFT number, a 
reference number, or a transaction 
trace number. 

.03 AUTOMATED CLEARING 
HOUSE (ACH). "Automated Clear
ing House" is a central clearing house 
facility where EFT instructions are 
exchanged between financial institu
tions. 

.04 ACH CREDIT TRANSAC
TION. An "ACH credit transaction" 
is a transaction in which a financial 
institution, upon instructions from a 
taxpayer, initiates a transaction with 
the taxpayer's payment information 
in the Cash Concentration or 
Disbursement + Tax Payment Adden
da Record (CCD + TXP) Format. 
The financial institution must trans
mit this transaction information 
through the ACH to Treasury's gen
eral account at the Federal Reserve 
Bank. The funds for the FTD are 
withdrawn from the taxpayer's ac
count and are credited to Treasury's 
general account on the day designated 
by the taxpayer. See section 11 for a 
description of an ACH credit trans
action. 

.05 CASH CONCENTRATION 
OR DISBURSEMENT + TAX PAY
ME NT ADDENDA RECORD 
(CCD + TXP) FORMAT. The 
"CCD + TXP" format is the Nation
al Automated Clearing House Associ
ation's tax payment convention. This 
convention consists of the Cash Con
centration or Disbursement electronic 
funds transfer transaction and an ad
denda record for tax payments identi
fied by three characters, "TXP". Ex
hibit I is a sample ACH TXP 
addenda record. 

.06 DEBIT TRANSACTION. A 
"debit transaction" is a transaction 
originated by a taxpayer that autho
rizes one of the three Financial 
Agents to withdraw funds from the 
taxpayer's account and route the 
funds to Treasury's general account. 

.07 ELECTRONIC FUNDS 
TRANSFER (EFT). An "EFT" is 
any transfer of funds, other than a 
transaction originated by check, 
draft, or similar paper instrument, 
which is initiated through an electron
ic terminal, telephonic instrument, or 

computer or magnetic tape so as to 
order, instruct, or authorize a finan
cial institution or other financial in
termediary to debit or credit an ac
count. 

.08 EMPLOYER IDENTIFICA
TION NUMBER (EIN). An "EIN" 
is a unique nine digit identifier issued 
by the Service to business taxpayers 
for the purpose of reporting tax relat
ed information. For purposes of 
T AXLINK, an EIN may also be re
ferred to as a Taxpayer Identification 
Number (TIN) . 

.09 FEDERAL RESERVE BANK 
(FRB). The "FRB" is the U.S. Gov
ernment's fiscal agent, which main
tains Treasury's general account. The 
FRB also processes ACH transactions 
and posts those transactions to a 
commercial financial institution ac
count or a Treasury account. 

.10 FEDERAL RESERVE BANK 
HEAD OFFICE LOCAL ZONE 
TIME. "Federal Reserve Bank Head 
Office Local Zone Time" is the local 
zone time of the Federal Reserve 
Bank head office through which a 
depository financial institution, or its 
correspondent, originates a Fedwire 
tax deposit to the Federal Reserve 
Bank of Minneapolis. If the deposito
ry financial institution that originates 
the taxpayer's Fedwire tax deposit is 
located in Federal Reserve Districts 
one through six, the Federal Reserve 
Bank Head Office Local Zone Time 
is eastern time. If the depository fi
nancial institution that originates the 
taxpayer's Fedwire tax deposit is lo
cated in Federal Reserve Districts sev
en through eleven, the Federal Re
serve Bank Head Office Local Zone 
Time is central time. If the depository 
financial institution that originates 
the taxpayer's Fedwire tax deposit is 
located in Federal Reserve District 
twelve, the Federal Reserve Bank 
Head Office Local Zone Time is pa
cific time. (Note: There is no Local 
Federal Reserve Head Office that uses 
mountain time.) 

.11 FEDWIRE. "Fedwire" is the 
funds-transfer system owned and op
erated by the Federal Reserve Banks 
that is used primarily for the trans
mission and settlement of payment 
orders. Fedwire does not include the 
system for making ACH transfers. 

.12 FINANCIAL AGENT. For 
purposes of T AXLINK, a "Financial 
Agent" is an agent of the Department 
of the Treasury that receives tax pay-



ment information (on behalf of the 
Service) and may transfer taxpayer 
funds to Treasury's general account. 
There are three Financial Agents for 
T AXLINK: the First National Bank 
of Maryland (FNBM), the Mercantile 
Bank of St. Louis, and the Federal 
Reserve Bank of Minneapolis. See 
section 8 for a description of the 
functions of a Financial Agent. See 
section 9 for the appropriate Finan
cial Agent for a specific payment 
option or filing requirement. 

.13 OPERATOR-ASSISTED 
TELEPHONE CALL. "Operator
assisted telephone call" is a payment 
reporting system that uses a human 
telephone operator to interact with a 
taxpayer. 

.14 PAYMENT OPTION. A "pay
ment option" is the method chosen 
by the taxpayer for the electronic 
payment of tax in T AXLINK. There 
are two routine payment options in 
T AXLINK. The options are an ACH 
credit transaction or a debit transac
tion. In addition, Fedwire transac
tions may be used under certain limit
ed circumstances. See section 13. 

.15 PERSONAL COMPUTER RE
PORTING. "Personal Computer 
(PC) reporting" is a payment method 
in which a taxpayer enters tax pay
ment instructions through customized 
software on a personal computer in 
an off-line mode and then transmits 
the instructions to a Financial Agent. 

.16 POINT-OF-SALE REPORT
ING. "Point-of-sale (POS) report
ing" is a payment method in which a 
taxpayer enters tax payment instruc
tions into an electronic terminal in an 
off-line mode and then transmits the 
instructions to a Financial Agent. 

.17 PRENOTIFICATION. "Pre
notification" is a process whereby a 
taxpayer's financial institution noti
fies the Financial Agent that the fi
nancial institution intends to send the 
Financial Agent a particular taxpay
er's FTD(s) through T AXLINK using 

the ACH credit transaction payment 
option. As part of the prenotification 
process, the financial institution must 
send to the Financial Agent certain 
information in a properly formatted 
addenda record(s) that identifies the 
taxpayer and the tax(es) to be paid. 
The prenotification process is de
scribed in sections 11.06 through 
11.08. 

.18 TAXPAYER IDENTIFICA
TION NUMBER (TIN). A "TIN" is 
a unique nine digit identifier issued 
by the Service to taxpayers for the 
purpose of reporting tax related in
formation. For purposes of T AX
LINK, a TIN may also be referred to 
as an EIN. 

. 19 TOUCH-TONE REPORTING. 
"Touch-tone reporting" is a payment 
reporting system in which a touch
tone telephone is used by a taxpayer 
to input and transmit payment in
structions to a Financial Agent. 

SEC. 7. ENROLLMENT 

.01 A T AXLINK applicant (includ
ing a taxpayer that is required by 
regulations to make an FTD by EFT) 
should request an enrollment form 
and instructions from the Atlanta 
Service Center at least ten weeks in 
advance of its first payment date. See 
section 20.01. 

.02 A TAXLINK applicant must 
submit a completed enrollment form 
to the appropriate Financial Agent at 
least six weeks in advance of its first 
payment date. See section 9. 

.03 A Financial Agent will enter 
the enrollment information in its en
rollment record database. The Finan
cial Agent will then verify the accura
cy of the enrollment information. 

.04 A Financial Agent will also 
verify subsequent payment transac
tions by comparing the information 
submitted with each tax payment 
transaction against the enrollment 
record data. 

Location of Taxpayer's Principal 
Place of Business 

Financial Agent 

Miami, FL 
Federal Reserve Zone 

Jacksonville, FL 
Federal Reserve Zone 

First National Bank of Maryland 

Mercantile Bank of St. Louis 

.05 A Financial Agent will notify a 
taxpayer when the enrollment process 
is completed and enrollment is ap
proved . 

. 06 If a taxpayer attempts to make 
an FTD through T AXLINK before 
the enrollment process is completed 
and enrollment is approved, the pay
ment will be rejected. 

SEC. 8. FUNCTIONS OF A 
FINANCIAL AGENT 

.01 For the ACH credit transaction 
originated by the taxpayer's financial 
institution, the Financial Agent will 
receive information through an ACH 
and transmit the related payment data 
to the Service for posting to the 
taxpayer's account(s) . 

.02 For a debit transaction, the 
Financial Agent will initiate the trans
fer of tax payment funds between the 
taxpayer's account(s) and Treasury's 
general account and transmit the re
lated payment data, supplied by the 
taxpayer, to the Service for posting to 
the taxpayer's account(s). 

.03 Regardless of the payment op
tion, the Financial Agent will perform 
other functions that include, but are 
not limited to the following: 

(1) correcting out-of-balance sit
uations; 

(2) performing maintenance 
functions on the taxpayer data base; 

(3) maintaining a user-assistance 
service; and 

(4) performing other services de
scribed in a memorandum of under
standing or financial agent agree
ment. 

SEC. 9. ASSIGNMENT TO 
FINANCIAL AGENTS 

.01 For taxpayers that enrolled In 

T AXLINK prior to November I, 
1993, participation in T AXLINK 
was organized by processing areas 
and payment options. These T AX
LINK participants may continue 
to use the services of the appropri
ate Financial Agent designated be
low: 

Payment Option(s) Available 

Debit and Credit 

Debit 
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Location of Taxpayer's Principal 
Place of Business 

Financial Agent 

Georgia 

South Carolina 

First National Bank of Maryland 

Federal Reserve Bank of Minneapolis 

First National Bank of Maryland 

First National Bank of Maryland 

.02 Except for taxpayers that make 
deposits in connection with Form 
CT-l, taxpayers that enroll in TAX
LINK after October 31, 1993, will 
generally enroll with the FNBM. 

.03 Filers of Form CT -1 may 
choose to use either the ACH credit 
or the ACH debit options. Taxpayers 
who file Form CT -1 and choose to 
use the ACH debit payment option 
must enroll with and use the services 
of the Mercantile Bank of St. Louis. 
These taxpayers may also use the 
Mercantile Bank of St. Louis for 
their other T AXLINK deposits pro
vided they use the ACH debit option 
to make the deposits. Taxpayers who 
choose to use the ACH credit pay
ment option must make Form CT-l 
deposits through FNBM, but must 
first call the T AXLINK Helpline at 
(800) 829-5469 for instructions be
cause Form CT -1 is not listed on the 
T AXLINK enrollment form. 

. 04 Taxpayers who make deposits 
in connection with Form CT-l 
through the Federal Reserve Bank of 
New York as required by Rev. Proc. 
83-90, 1983-2 C.B. 615, may contin
ue to use that method of payment. 

SEC. 10. PROCESSING 
SCHEDULES 

.01 The taxpayer must ensure that 
the FTD is timely made. If a due date 
falls on a holiday, as set forth in 
section 10.02 or 10.03 below, pay
ment must be initiated one business 
day before the holiday, and will be 
effective on the next business day 
following the holiday. 

. 02 A holiday for T AXLINK pur
poses is the same as a holiday on the 
"ACH holiday schedule." The 
"ACH holiday schedule" is as fol
lows: 

(1) New Year's Day - January 1; 
(2) Martin Luther King, Jr. 's 

Birthday - Third Monday in 
January; 

(3) Washington's Birthday -
Third Monday in February; 
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(4) Memorial Day - Last Mon
day in May; 

(5) Independence Day - July 4; 
(6) Labor Day - First Monday in 

September; 
(7) Columbus Day - Second 

Monday in October; 
(8) Veterans Day - November 11; 
(9) Thanksgiving Day - Fourth 

Thursday in November; and 

(10) Christmas Day - December 
25. 

.03 If January 1, July 4, November 
11, or December 25 fall on a Sunday, 
the following Monday is a holiday. 

SEC. 11. ACH CREDIT 
TRANSACTION 

.01 A taxpayer that participates in 
T AXLINK may choose to make an 
FTD by using an ACH credit transac
tion . 

.02 A taxpayer that chooses the 
ACH credit payment option must 
first complete the enrollment process 
described in section 7. 

.03 After the taxpayer is notified 
by the Financial Agent that the en
rollment process is complete, the tax
payer must arrange to have its ACH 
credit payments processed by a finan
cial institution capable of originating 
ACH credit transactions. 

.04 Except when dealing with the 
Mercantile Bank of St. Louis, a fi
nancial institution must have the ca
pability to initiate an ACH credit 
transaction in the CCD + TXP for
mat. Exhibit I is a sample ACH TXP 
addenda record . 

.05 Mercantile Bank of St. Louis 
does not use the CCD + TXP format 
for ACH credit transactions. There
fore, taxpayers who choose to use an 
ACH credit transaction to make their 
Form CT-l deposits must provide an 
information report to Mercantile 
Bank of St. Louis as if they were 
providing debit transaction informa
tion. See section 12. In dealing with 
Mercantile Bank of St. Louis, taxpay-

Payment Option(s) Available 

Credit 

Debit 

Credit 

Debit and Credit 

ers' financial institutions must initiate 
the ACH credit transaction in the 
CCD format. 

.06 At least 10 days before the first 
payment date, the taxpayer's financial 
institution must send a prenotification 
to the Financial Agent through the 
ACH system. The prenotification 
must include properly formatted ad
denda records that contain a valid tax 
type code(s) and an EIN. See Exhibit 
I for a listing of tax type codes. A 
prenotification must be sent for each 
EIN. 

.07 The Financial Agent compares 
the prenotification information with 
the enrollment record data in the 
Financial Agent's database. If the 
prenotification information matches 
the enrollment record data, the Fi
nancial Agent notifies the taxpayer 
that it can begin making FTDs 
through T AXLINK using the ACH 
credit transaction payment option. 

.08 If prenotification information 
does not match the enrollment record 
data, the Financial Agent will send to 
the taxpayer's financial institution a 
notification of change (NOC). Exhibit 
II lists the NOC codes and their 
definitions. 

.09 Upon receipt of the Financial 
Agent's notification that the taxpayer 
may begin using an ACH credit trans
action to make an FTD, the taxpayer 
must familiarize itself with its finan
cial institution's ACH processing 
schedule. The taxpayer is responsible 
for notifying its financial institution 
to arrange an ACH credit transaction 
on a timely basis that will enable the 
financial institution to meet its ACH 
deadlines. In general, the taxpayer 
must contact its financial institution 
one business day prior to the FrD 
due date to arrange an ACH credit 
transaction. However, a taxpayer 
should check its financial institution'S 
internal processing schedule to ensure 
that the notification is delivered not 
only one day prior to the FTD due 
date, but before its financial institu
tion's ACH processing closes for that 



day. A taxpayer's request to a finan
cial institution to initiate an ACH 
credit transaction to make an FTD 
must be accompanied by all the tax 
payment information that is described 
in the enrollment materials that are 
furnished by the Financial Agent. 

.10 The taxpayer's financial institu
tion is responsible for withdrawing 
the funds for the FTD from the 
taxpayer's account and crediting 
Treasury's general account through 
the ACH system on the day designat
ed by the taxpayer. If the transaction 
cannot be initiated timely, the taxpay
er's financial institution must advise 
the taxpayer of the situation. If the 
taxpayer is not required by regula
tions to make an FTD by EFT, the 
taxpayer can then choose to make the 
payment using the paper coupon, 
Form 8109. Whether or not the tax
payer is required to make an FTD 
using EFT, the taxpayer may (1) in
struct the financial institution to com
plete the transaction at the next op
portunity to submit an ACH 
transaction, or (2) choose to use Fed
wire. See section l3. To avoid penal
ties, the funds must be credited to 
Treasury's general account on or be
fore the deposit due date. 

.11 The Financial Agent will re
ceive and process the ACH credit 
transaction information. The Finan
cial Agent will compare the transac
tion's remittance detail in the pay
ment and addenda records with the 
taxpayer's enrollment record data. If 
the remittance detail matches the tax
payer's enrollment record data, then 
the Financial Agent sends the FTD 
information to the Service to be ap
plied to the taxpayer's account. 

.12 If the Financial Agent cannot 
identify the taxpayer, the FTD will be 
returned to the originating financial 
institution and subsequently to the 
taxpayer. A taxpayer and the taxpay
er's financial institution must furnish 
information that is correct, complete, 
and in the proper format for each 
EFT of an FTD. Failure to provide 
correct, complete, and properly for
matted information may cause an 
EFT of an FTD to be rejected. Ex
hibit III lists errors that will cause a 
payment rejection. In the event of a 
rejection, it may be possible for a 
taxpayer that is not required by regu
lations to use EFT to make an FTD 
to make a timely FTD by reverting to 
the paper coupon system. Whether or 

not the taxpayer is required to make 
an FTD using EFT, the taxpayer may 
(1) instruct the financial institution to 
complete the transaction at the next 
opportunity to submit an ACH trans
action, or (2) choose to use Fedwire. 
See section l3. To avoid penalties, 
the funds must be credited to Trea
sury's general account on or before 
the deposit due date. 

SEC. 12. DEBIT TRANSACTIONS 

.01 A taxpayer that participates in 
T AXLINK may choose to make an 
FTD by using a debit transaction. 

.02 A taxpayer that chooses a debit 
transaction payment option must first 
complete the enrollment process de
scribed in section 7. 

.03 Upon receipt of a Financial 
Agent's notification that the taxpayer 
may begin using a debit transaction 
to make an FTD, the taxpayer must 
familiarize itself with the Financial 
Agent's instructions. Of particular 
importance is the processing schedule 
specified by the Financial Agent for 
reporting payment information. In 
general, the taxpayer must contact the 
Financial Agent one business day pri
or to the FTD due date to arrange a 
debit transaction. The taxpayer must 
also ensure that the payment informa
tion is complete by the cut-off time 
specified by the Financial Agent. 

.04 To make an FTD using a debit 
transaction, a taxpayer must give 
timely instructions to the appropriate 
Financial Agent to withdraw funds in 
the amount of the taxpayer's FTD 
from the taxpayer's account and 
route the funds to Treasury's general 
account. Except when dealing with 
Mercantile Bank of St. Louis, the 
taxpayer must also give the Financial 
Agent the payment information that 
is described in the enrollment materi
als that are furnished by the Financial 
Agent. Depending on the Financial 
Agent's system, the taxpayer may be 
able to use personal computer report
ing, point-of-sale reporting, touch
tone reporting, or an operator
assisted telephone call to relay the 
payment information to the Financial 
Agent. 

.05 If the taxpayer chooses to 
make an FTD by EFT through Mer
cantile Bank of St. Louis, the taxpay
er, unless enrolled as a Form CT-l 
filer, must deliver the payment data 
to the taxpayer's financial institution. 

The taxpayer's financial institution 
will relay the payment data to the 
Financial Agent. 

.06 After validating the payment 
information, the Financial Agent will 
issue an acknowledgement number to 
the taxpayer. The acknowledgement 
number verifies that the required pay
ment information was received. 

.07 The Financial Agent initiates 
the movement of funds from the 
taxpayer's account to Treasury's gen
eral account on the date designated 
by the taxpayer. 

.08 The Service will deem an FTD 
to have been made on the date the 
Financial Agent withdraws the funds 
for the FTD from the taxpayer's 
account. 

SEC. 13. FEDWIRE 

.01 When circumstances prevent a 
participating taxpayer from complet
ing a timely ACH credit transaction 
or a timely debit transaction, the 
participating taxpayer may make an 
FTD using Fedwire. Fedwire provides 
for same day settlement. 

.02 Fedwire is not a routine pay
ment option for taxpayers who volun
tarily participate in T AXLINK, but 
may be used as a back-up payment 
method. Taxpayers who are required 
to make FTDs by EFT, however, may 
use Fedwire as a routine payment 
option, and must use it as a back-up 
payment method. 

.03 The first time a taxpayer who 
volunteers to use T AXLINK needs to 
use Fedwire to make an FTD, the 
taxpayer must call the toll-free TAX
LINK HELPLINE at (800) 829-5469 
to enroll with Fedwire. If the enroll
ment is completed, the Service will 
provide the necessary instructions. 
These instructions describe the pay
ment information a taxpayer must 
include in the Fedwire and the man
ner in which the taxpayer's financial 
institution should initiate the Fedwire. 
If the T AXLINK HELPLINE num
ber is busy, a taxpayer may call the 
TAXLINK Operation's Unit at (404) 
455-2389 (not a toll-free number). A 
taxpayer should only use this number 
under the following circumstances: (a) 
the T AXLINK HELPLINE number is 
busy; and (b) the taxpayer needs au
thorization and instructions to make 
a Fedwire payment. 

.04 After the initial enrollment to 
use Fedwire is completed, a taxpayer 
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who volunteers to use T AXLINK 
does not need to call the T AXLINK 
HELPLINE to use Fedwire when the 
taxpayer is unable to make a tim.ely 
FTD using an ACH credit transactlOn 
or a debt transaction. 

. 05 A taxpayer who is required by 

Fedwire payment no later than that 
Monday by 2:00 pm Federal Reserve 
Bank Head Office Local Zone Time 
for the depository financial institution 
or its correspondent that originates 
the Fedwire payment of the taxpay
er's FTD . 

§ 6302(h) to make FTDs by EFT SEC. 14. PROOF OF PAYMENT 
must use Fedwire as a back-up pay-
ment method. After the T AXLINK 
enrollment process is completed, the 
Service will send a taxpayer instruc
tions regarding the use of Fedwire. A 
taxpayer who receives these instruc
tions does not need to notify the 
Service before it makes a Fedwire 
payment. 

.06 A taxpayer who is required by 
§ 6302(h) to make FTDs by EFT 
must indicate on its application if it 
chooses to use Fedwire as a routine 
payment option. After the T AXLINK 
enrollment process is completed, the 
Service will send a taxpayer instruc
tions regarding the use of Fedwire. A 
taxpayer who receives these instruc
tions does not need to notify the 
Service before it makes a Fedwire 
payment. 

.07 The Service will generally deem 
an FTD to have been made on the 
date a Fedwire payment is received by 
the Federal Reserve Bank of Minne
apolis, provided the Fedwire payment 

.01 A statement prepared by a fi
nancial institution showing a transfer 
(i.e., a decrease to the taxpayer's 
account balance) will be accepted as 
proof of payment if the statement 
shows: 

(1) the amount of the transfer; 
(2) the date the transfer was 

posted to the taxpayer's account by 
the financial institution; and 

(3) the Service or the United 
States Treasury as the payee. 
However, in certain circumstances, 
the Service may also require that the 
taxpayer provide the underlying bank 
records that verify the transfer in 
question. 

.02 For purposes of TAXLINK, 
statements prepared by a financial 
institution include statements pre
pared by a third party that is contrac
tually obligated to prepare statements 
for the customers of the financial 
institution. 

is received by that bank no later than SEC. 15. REFUNDS 
2:00 pm Federal Reserve Bank Head 
Office Local Zone Time of the finan
cial institution that originates the 
Fedwire payment of the FTD. 

.08 The following example demon
strates the use of Fedwire when an 
employer's payroll date is not a bank
ing date. Taxpayer is required to 
make FTDs by EFT beginning J anu

After a T AXLINK transaction is 
credited to Treasury's general ac
count, a request for a refund or 
adjustment of all or any part of the 
FTD must be made to the Service 
through existing refund or adjustment 
procedures. No refunds will be made 
through T AXLINK. 

ary 1, 1995. Taxpayer's payroll date SEC. 16. RETURNS AND 
falls on a Saturday, January 7, 1995. REVERSALS 
The payroll taxes for that Saturday 
are in excess of $100,000. Thus, the 
taxpayer is required to deposit its 
payroll taxes on the first banking day 
after Saturday, which is Monday, 
January 9, 1995. On Friday, January 
6, 1995, the taxpayer was unable to 
reasonably estimate its payroll tax 
liability and, therefore, was unable to 
initiate an ACH payment. In order to 
meet its obligation to deposit by EFT, 
taxpayer must use Fedwire on the 
following Monday, January 9, 1995. 
However, the Federal Reserve Bank 
of Minneapolis must receive the 
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.01 A Financial Institution can re
turn an ACH debit transaction in an 
"insufficient funds situation." An in
sufficient funds situation exists when: 

(1) there are insufficient funds in 
the taxpayer's account to fund the 
FTD; 

(2) the taxpayer's account is 
closed or frozen; or 

(3) the FTD has been stopped. 
.02 An ACH credit reversal will 

rarely be allowed. One instance where 
an ACH credit reversal may be al
lowed is where there is a duplication 

of a payment file by the originating 
financial institution. Prior to initiat
ing a credit reversal, the financial 
institution that made the error must 
call the T AXLINK Operation's Unit 
at (404) 455-2389 (not a toll-free 
number) and provide a complete ex
planation of the problem. The Unit 
will begin its research after the tele
phone call. In addition, the financial 
institution must provide a written 
statement that confirms all the infor
mation provided in the telephone call 
and any other relevant information. 
A responsible bank official must sign 
the written confirmation. The finan
cial institution must FAX the written 
confirmation to the T AXLINK Oper
ation's Unit at (404) 455-2512 (not a 
toll-free number). Until receipt of a 
satisfactory written explanation, no 
reversal will be accepted. 

.03 All ACH credit reversals will 
be monitored by the Service. If a 
reversal is considered inappropriate, 
the Service will instruct the Financial 
Agent to return the ACH credit rever
sal request to the originating financial 
institution. 

SEC. 17. EVALUATION 

T AXLINK will be continuously 
evaluated by the Service. The Service 
anticipates that this evaluation pro
cess, combined with information pro
vided by taxpayers and financial insti
tutions, will be used to assist in 
implementing the Electronic Federal 
Tax Payment System (EFTPS). Pay
ment procedures for EFTPS may be 
different from those for T AXLINK. 
The Service will provide guidance for 
EFTPS in connection with the imple
mentation of that system. 

SEC. 18. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 93-26, 1993-1 C.B. 584, 
is superseded. 

SEC. 19. EFFECTIVE DATE 

This revenue procedure is effective 
on July 6, 1994. 

SEC. 20. ENROLLMENT AND 
ADDITIONAL INFORMATION 
ABOUT TAXLINK 

.01 Taxpayers may obtain enroll
ment forms and additional informa
tion about T AXLINK from: 



Internal Revenue Service 
Cash Management Site Office 
Atlanta Service Center 

or may call the toll-free T AXLINK 
HELPLINE at (800) 829-5469. 

.02 Financial institutions that 
would like additional information 
about T AXLINK may write to: 

Electronic Tax Collection Team 
Financial Management Service 
401 14th Street, S.W., 5th Floor 
Washington, DC 20227 Post Office Box 47669, Stop 295 

Doraville, GA 30362 or may call (202) 874-6560 (not a 
toll-free number). 

TXP 
NO. 

TXPOI 

TXP02 

TXP03 

TXP04 

TXP05 

TXP06 
TXP07 
TXP08 
TXP09 
TXPIO 

ELEM 
NO. 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 

Exhibit I 

SAMPLE ACH TXP ADDENDA RECORD 

DATA ELEMENT DESCRIPTION 
**ACH TXP ADDENDA RECORD** 

NO. OF 
BYTES CONTENTS 

Record Type 1 "7" 
Addenda Type Code 2 "05" 
Segment Identifier 3 "TXP" 
Separator 1 "*,, 
Taxpayer ID Number 1/15 9 digit EIN 
Separator 1 "*,, 
Tax Type Code 1/5 Numeric 
Separator 1 "*,, 
Tax Period End Date 6/6 YYMMDD 
(For example, for the Form 941 the first quarter of 1994 would be shown as 
940331.) 
Separator 
Amount Type 
Separator 
Amount 
Separator 
Separator 
Separator 
Separator 
Separator 
Taxpayer's Zip Code (Optional) 
Segment Terminator 

1 
1 
1 

1/10 
I 
I 
1 
1 
1 

1/6 
1 

"*,, 
"T" 
"*,, 

$$$$$$$$cc 
"*,, 
"*,, 
"*,, 
"*,, 
"*,, 

Numeric 

TXP Addenda Record 

TXPOJ 

TXP02 

Form No. 

720 

940 

941 

943 

Form 945 

990C 

990PF 

990T 

TIN - For business taxpayers, this is the "Employer Identification Number", must be 9 digits and match 
the number provided on the enrollment form. 

Tax Type Code - Valid tax type codes and the associated tax forms are: 

Title 

Quarterly Federal Excise Tax Return 

Employer's Annual Federal Unemployment Tax Return 

Employer's Quarterly Federal Tax Return 

Employer's Annual Tax Return for Agricultural Employees 

Annual Return of Withheld Federal Income Tax 

Farmer's Cooperative Association Income Tax Return 

Return of Private Foundation or Section 4947(a)(1) Charitable Trusts 
Treated as a Private Foundation 

Exempt Organization Business Income Tax Return 

Tax Type Code 

52300 

52400 

52100 

52600 

52800 

53100 

53300 

53200 
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Form No. 

1042 

1120 

CT-l 

Title 

Annual Withholding Tax Return for U.S. Source Income of Foreign Per
sons 

U.S. Corporation Income Tax Return 

Employer's Annual Retirement and Unemployment Return 

Tax Type Code 

52500 

52200 

53400 

TXP03 Tax Period End Date - this is the tax period ending of the IRS Return for which the liability is being paid 
in year-month-day (YYMMDD) format. Valid tax period end dates by form are: 

Form 

941, 720 

Valid Tax Period End Dates (MM) 

03, 06, 09, 12 
CT-l, 940, 943, 945, 1042 
990C, 990PF, 990T, 1120 

12 
01 - 12 

TXP04 

TXP05 

Amount Type - this field must contain a "T" for tax amount only. 

Amount - this field must contain the amount of the tax being paid, in dollars and cents, all numeric with 
no editing characters. Must be the same amount in element six of the ACH Entry Detail Record. 

TXPlO Taxpayer's Zip Code - five digit zip code from the taxpayer's address. This field is optional and is 
replaced by a separator ("*") if it is not available. 

Example of TXP Addenda Record 

Taxpayer Name and Address: 
WEOWE, Inc. 
2465 Salem Street 
Another Place, MD 21175 

Amount Owed: $432,123.00 

Taxpayer ID: 
123456789 
Tax Type: 
Form #941 
Tax Type Code, 52100 
For the Period of: March 1994 

The above information is formatted in the TXP Addenda Record as follows: 

705TXP* 123456789*52lO0*940331 *T*43212300*****21175 "

Exhibit II 

NOTIFICATION OF CHANGE (NOC) CODES FOR CCD FORMAT 

COl Incorrect DFI Account Number 
C02 Incorrect Transit/Routing Number 
C03 Incorrect Transit-Routing Number and Incorrect DFI Account Number 
C04 Incorrect Individual Name 
C05 Incorrect Transaction Code 
C06 Incorrect DFI Account Number and Incorrect Transaction Code 
C07 Incorrect Transit/Routing Number, Incorrect DFI Account Number, and Incorrect Transaction Code 
C13 Addenda Format Error 

-TXP02-

-TXP03-

-TXP04-

-TXP05-

Tax type code is not valid 
Tax type code is missing 
Tax type code is not approved for this TIN 

Tax period end date is not valid 

Amount type code is missing 
Amount type code is not "T" for Tax 

Amount is zero 
Amount is not numeric 

Exhibit III 

CRITERIA FOR REJECTION OF AN ACH CREDIT TAX PAYMENT 

Payment transactions originated through an Originating Depository Financial Institution (ODFI) and received by the 
Central Processor may be rejected for the following reasons: 
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Return Reason 
Code 

R03 

Description 

No Account/Unable to Locate Account 
- Taxpayer Identification Number is missing 
- Taxpayer Identification Number is not found in or does not match the enrollment file 

ROS No prenotification on file 

26 CFR 601.602: Tax forms and instructions. 
(Also Part I, Section 6302.) 

Rev. Proc. 94-48A 

SECTION 1. PURPOSE 

This revenue procedure clarifies, 
modifies, and amplifies Rev. Proc. 
94-48, page 694, this Bulletin. Rev. 
Proc. 94-48 informs taxpayers and 
financial institutions who participate 
in T AXLINK of their obligations to 
each other and to the Internal Reve
nue Service. T AXLINK is an elec
tronic remittance processing system 
that the Service uses to accept an 
electronically transmitted federal tax 
deposit (FTD). 

SEC. 2. SUMMARY OF CHANGES 

.01 Section 3 is modified and am
plified to indicate the changes made 
to other sections. 

.02 Section 6 is amplified to define 
Federal Reserve Bank Head Office 
Local Z()ne Time in section 6.10, and 
Prenotification in section 6.17. 

.03 Section 9.03 is modified to 
allow a taxpayer who makes deposits 
in connection with Form CT -1 and 
chooses the ACH credit payment op
tion to use a Financial Agent other 
than Mercantile Bank of S1. Louis. 

.04 Section 13 is modified to: (1) 
eliminate, under certain circumstanc
es, the requirement to ask the Service 
for permission to use Fedwire; (2) 
extend, in some cases, the 2:00pm 
eastern time deadline for making a 
Fedwire payment; and (3) provide an 
example of when to initiate payment 
of a federal tax deposit through Fed
wire when an employer's payroll date 
is not a banking date. 

.OS Section 16.01 is clarified to 
indicate that "return" applies to an 
ACH debit transaction. 

SEC. 3. CHANGES TO REV. PROC. 
94-48 

.01 Changes to Section 3. 
(1) Section 3 is modified by de

leting sections 3.08 and 3.09, and 
amplified as follows: 

.08 Definitions of Federal Re
serve Bank Head Office Local Zone 
Time and Prenotification have been 
added. See sections 6.10 and 6.17. 

.09 Fedwire is available to all 
participants as a back-up payment 
method. Only a taxpayer required to 
make an FTD using EFT may choose 
to use Fedwire as a routine payment 
option. A taxpayer must indicate this 
choice on its application. See section 
13. 

.10 For tQose taxpayers who 
make Form CT -1 deposits, informa
tion concerning the choice of pay
ment option and financial agent is 
provided. See sections 9.03 and 9.04. 

.11 The discussion concerning 
when a Financial Agent can "return" 
a payment is clarified to refer to an 
ACH debit transaction. See section 
16.01. 

(2) Section 3.10 is renumbered 
section 3.12. 

.02 Changes to section 4. Section 
4.03 is modified to renumber the 
reference to old section 6.11 to new 
section 6.12. 

.03 Changes to Section 6. 
(1) Section 6, which defines Au

tomated Clearing House (ACH), is 
modified by deleting section 6.03, and 
amplified as follows: 

.03 AUTOMATED CLEARING 
HOUSE (ACH). "Automated Clear
ing House" is a central clearing house 
facility where EFT instructions are 
exchanged between financial institu
tions. 

.10 FEDERAL RESERVE 
BANK HEAD OFFICE LOCAL 
ZONE TIME. "Federal Reserve Bank 
Head Office Local Zone Time" is the 
local zone time of the Federal Reserve 
Bank head office through which a 
depository financial institution, or its 
correspondent, originates a Fedwire 
tax deposit to the Federal Reserve 
Bank of Minneapolis. If the deposito
ry financial institution that originates 

the taxpayer's Fedwire tax deposit is 
located in Federal Reserve Districts 
one through six, the Federal Reserve 
Bank Head Office Local Zone Time 
is eastern time. If the depository fi
nancial institution that originates the 
taxpayer's Fedwire tax deposit is lo
cated in Federal Reserve Districts sev
en through eleven, the Federal Re
serve Bank Head Office Local Zone 
Time is central time. If the depository 
financial institution that originates 
the taxpayer's Fedwire tax deposit is 
located in Federal Reserve District 
twelve, the Federal Reserve Bank 
Head Office Local Zone Time is pa
cific time. (Note: there is no Local 
Federal Reserve Head Office that uses 
mountain time.) 

.17 PRENOTIFICATION. "Pre
notification" is a process whereby a 
taxpayer's financial institution noti
fies the Financial Agent that the fi
nancial institution intends to send the 
Financial Agent a particular taxpay
er's FTD(s) through T AXLINK using 
the ACH credit transaction payment 
option. As part of the prenotification 
process, the financial institution must 
send to the Financial Agent certain 
information in a properly formatted 
addenda record(s) that identifies the 
taxpayer and the tax(es) to be paid. 
The prenotification process is de
scribed in sections 11.06 through 
11.08. 

(2) Section 6, as amplified, is 
renumbered as follows: 

(a) old sections 6.10 through 
6.1S are renumbered as new sections 
6.11 through 6.16; and 

(b) old sections 6.16 and 6.17 
are renumbered as new sections 6.18 
and 6.19. 

.04 Changes to Section 9. Section 9 
which assigns taxpayers to Financial 
Agents, is modified by deleting sec
tion 9.03, and amplified as follows: 

.03 Filers of Form CT -1 may 
choose to use either the ACH credit 
or the ACH debit options. Taxpayers 
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who file Form CT -1 and choose to 
use the ACH debit payment option 
must enroll with and use the services 
of the Mercantile Bank of St. Louis. 
These taxpayers may also use the 
Mercantile Bank of St. Louis for 
their other T AXLINK deposits pro
vided they use the ACH debit option 
to make the deposits. Taxpayers who 
choose to use the ACH credit pay
ment option must make Form CT-l 
deposits through FNBM, but must 
first call the T AXLINK Helpline at 
(800) 829-5469 for instructions be
cause Form CT -1 is not listed on the 
T AXLINK enrollment form. 

.04 Taxpayers who make deposits 
in connection with Form CT-l 
through the Federal Reserve Bank of 
New York as required by Rev. Proc. 
83-90, 1983-2 C.B. 615, may contin
ue to use that method of payment. 

.05 Changes to Section 13. Section 
13, which provides for the use of 
Fedwire, is modified by deleting sec
tions 13.02 and 13.03, and amplified 
as follows: 

.02 Fedwire is not a routine pay
ment option for taxpayers who volun
tarily participate in T AXLINK, but 
may be used as a back-up payment 
method. Taxpayers who are required 
to make FTDs by EFT, however, may 
use Fedwire as a routine payment 
option, and must use it as a back-up 
payment method. 

.03 The first time a taxpayer who 
volunteers to use T AXLINK needs to 
use Fedwire to make an FTD, the 
taxpayer must call the toll-free TAX
LINK HELPLINE at (800) 829-5469 
to enroll with Fedwire. If the enroll
ment is completed, the Service will 
provide the necessary instructions. 
These instructions describe the pay
ment information a taxpayer must 
include in the Fedwire and the man
ner in which the taxpayer's financial 
institution should initiate the Fedwire. 
If the T AXLINK HELPLINE num
ber is busy, a taxpayer may call the 
TAX LINK Operation's Unit at (404) 
455-2389 (not a toll-free number). A 
taxpayer should only use this number 
under the following circumstances: (a) 
the T AXLINK HELPLINE number is 
busy; and (b) the taxpayer needs au
thorization and instructions to make 
a Fedwire payment. 
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.04 After the initial enrollment to 
use Fedwire is completed, a taxpayer 
who volunteers to use T AXLINK 
does not need to call the T AXLINK 
HELPLINE to use Fedwire when the 
taxpayer is unable to make a timely 
FTD using an ACH credit transaction 
or a debit transaction. 

.05 A taxpayer who is required 
by § 6302(h) to make FTDs by EFT 
must use Fedwire as a back-up pay
ment method. After the T AXLINK 
enrollment process is completed, the 
Service will send a taxpayer instruc
tions regarding the use of Fedwire. A 
taxpayer who receives these instruc
tions does not need to notify the 
Service before it makes a Fedwire 
payment. 

.06 A taxpayer who is required 
by § 6302(h) to make FTDs by EFT 
must indicate on its application if it 
chooses to use Fedwire as a routine 
payment option. After the T AXLINK 
enrollment process is completed, the 
Service will send a taxpayer instruc
tions regarding the use of Fedwire. A 
taxpayer who receives these instruc
tions does not need to notify the 
Service before it makes a Fedwire 
payment. 

.07 The Service will generally 
deem an FTD to have been made on 
the date a Fedwire payment is re
ceived by the Federal Reserve Bank 
of Minneapolis, provided the Fedwire 
payment is received by that bank no 
later than 2:00pm Federal Reserve 
Bank Head Office Local Zone Time 
of the financial institution that origi
nates the Fedwire payment of the 
FTD. 

.08 The following example dem
onstrates the use of Fedwire when an 
employer's payroll date is not a bank
ing date. Taxpayer is required to 
make FTOs by EFT beginning J anu
ary 1, 1995. Taxpayer's payroll date 
falls on a Saturday, January 7, 1995. 
The payroll taxes for that Saturday 
are in excess of $100,000. Thus, the 
taxpayer is required to deposit its 
payroll taxes on the first banking day 
after Saturday, which is Monday, 
January 9, 1995. On Friday, January 
6, 1995, the taxpayer was unable to 
reasonably estimate its payroll tax 
liability and. therefore, was unable to 
initiate an ACH payment. In order to 
meet its obligation to deposit by EFT, 

taxpayer must use Fedwire on the 
following Monday, January 9, 1995. 
However, the Federal Reserve Bank 
of Minneapolis must receive the Fed
wire payment no later than that Mon
day by 2:00pm Federal Reserve Bank 
Head Office Local Zone Time for the 
depository financial institution or its 
correspondent that originates the Fed
wire payment of the taxpayer's FTO. 

.06 Changes to Section 16. Section 
16, which provides for returns and 
reversals, is clarified by revising sec
tion 16.01 as follows: 

.01 A Financial Institution can 
return an ACH debit transaction in 
an "insufficient funds situation." An 
insufficient funds situation exists 
when: 

(1) there are insufficient funds 
in the taxpayer's account to fund the 
FTD; 

(2) the taxpayer's account is 
closed or frozen; or 

(3) the FTD has been stopped. 

SEC. 4. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 94-48 is clarified, modi
fied, and amplified. The changes set 
forth in this revenue procedure are 
reflected in Rev. Proc. 94-48. 

SEC. 5. ENROLLMENT AND 
ADDITIONAL INFORMATION 
ABOUT TAXLINK 

.01 Taxpayers may obtain enroll
ment forms and additional informa
tion about T AXLINK from: 

Internal Revenue Service 
Cash Management Site Office 
Atlanta Service Center 
Post Office Box 47669, Stop 295 
Doraville, GA 30362 

or may call the toll-free TAXLINK 
HELPLINE at (800) 829-5469. 

.02 Financial institutions that 
would like additional information 
about T AXLINK may write to: 

Electronic Tax Collection Team 
Financial Management Service 
401 14th Street, S.W., 5th Floor 
Washington, DC 20227 

or may call (202) 874-6560 (not a 
toll-free number). 

SEC. 6. EFFECTIVE DATE 

This revenue procedure is effective 
December 15, 1994. 



26 CFR 601.204: Changes in accounting peri 
ods and in methods oj accounting. 
(Also Part I, §§ 263A, 446, 481; 1.263A-1, 
1.263A-2, 1.263A-3, 1.263A-7T, 1.446-1, 
1.481-1.) 
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. 01 

BACKGROUND 
SCOPE 
Changes in method of 
accounting that may be 
made under this revenue 
procedure. 
Changes in method of 
accounting that may not 
be made under this 
revenue procedure. 
Procedures available 
when a change in 
method of accounting 
may not be made under 
this revenue procedure. 
APPLICATION 
Consent. 
Section 481(a) 
adjustment. 
Section 481(a) 
adjustment period. 
De minimis rule . 
Year of change for 
changes made pursuant 
to the automatic 
procedures of this 
revenue procedure. 
Non-inventory assets . 
Applicability of 
§ 1.263A-7T(e). 
New Base Year. 
Applicability of Notice 
88-23. 
Applicability of Rev . 
Proc. 92-20. 
Section 263A issue 
pending. 
Taxpayers under 
examination with respect 
to which a § 263A issue 
is not pending. 
Protection for taxable 
years prior to the year of 
change. 
Exclusive procedure . 
FAILURE TO 
COMPLY WITH 
CONDITIONS 
MANNER OF 
EFFECTING THE 
METHOD CHANGE 
General procedure . 

.02 

.03 

SEC. 7. 
SEC. 8. 

Special procedure for 
taxpayers under 
examination. 
Additional procedural 
requirements. 
INQUIRIES 
EFFECTIVE DATE 

SECTION 1. PURPOSE 

.01 This revenue procedure pro
vides the exclusive procedure for tax
payers to obtain expeditious consent 
to change certain methods of ac
counting for costs subject to § 263A 
of the Internal Revenue Code to 
methods required or permitted by 
§§ 1.263A-l, 1.263A-2, and 1.263A-
3 of the final § 263A Income Tax 
Regulations. A taxpayer complying 
with this revenue procedure will be 
deemed to have obtained the consent 
of the Commissioner of Internal Rev
enue to change its method of ac
counting under § 446(e) for its first 
taxable year beginning on or after 
January 1, 1994. 

.02 This revenue procedure also 
modifies the terms and conditions 
applicable under Rev. Proc. 92-20, 
1992-1 C.B. 685, for applications for 
changes in methods of accounting for 
costs subject to § 263A filed during 
the taxpayer's first or second taxable 
year beginning on or after January 1, 
1994. (This includes early applications 
filed for any taxable years that begin 
in 1996.) 

SEC. 2. BACKGROUND 

.01 Section 263A generally requires 
a taxpayer to capitalize direct costs 
and certain indirect costs properly 
allocable to (1) real property and 
tangible personal property produced 
by the taxpayer, and (2) real property 
and personal property acquired by the 
taxpayer for resale. 

.02 Section 446(e) and § 1.446-
1 (e)(2)(i) state that, except as other
wise expressly provided, a taxpayer 
must obtain the consent of the Com
missioner before changing a method 
of accounting for federal income tax 
purposes. 

.03 Section 1.446-1(e)(2)(ii)(a) pro
vides that a change in method of 
accounting 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 the overall plan. 

.04 Section 1.446-1(e)(3)(i) provides 
that in order to obtain the Commis-

sioner's consent to a method change, 
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. 

.05 Section 1.446-1(e)(3)(ii) autho
rizes the Commissioner to prescribe 
administrative procedures setting 
forth the limitations, terms, and con
ditions deemed necessary to permit a 
taxpayer to obtain the Commission
er's consent to change its method of 
accounting in accordance with 
§ 446(e). 

.06 Section 481(a) provides that 
adjustments necessary to prevent 
amounts from being duplicated or 
omitted must be taken into account 
when the taxpayer's taxable income is 
computed under a method of ac
counting different from the method 
used to compute taxable income for 
the preceding taxable year. 

.07 Section 481(c) and § 1.481-5 
provide that the adjustments required 
by § 481(a) will be taken into account 
in determining taxable income in such 
a manner and subject to such condi
tions as agreed to by the Commis
sioner and the taxpayer. 

.08 Rev. Proc. 92-20 provides the 
general procedures under § 1.446-1 (e) 
for obtaining the consent of the Com
missioner to change a method of 
accounting for federal income tax 
purposes. Section 2.04 of that reve
nue procedure provides that, unless 
other published guidance provides 
terms and conditions that must be 
used in making a specific type of 
accounting method change, a change 
in method of accounting will be made 
pursuant to the terms and conditions 
provided in Rev. Proc. 92-20. 

SEC. 3. SCOPE 

.01 Changes in method of account
ing that may be made under this 
revenue procedure. Except as provid
ed in § 3.02 below, this revenue pro
cedure applies to any taxpayer chang
ing its method of accounting for costs 
subject to § 263A, for the taxpayer's 
first taxable year beginning on or 
after January I, 1994, to a method 
required or permitted by §§ 1.263A
I, 1.263A-2, and 1.263A-3 of the 
final § 263A regulations. Except as 
provided in § 3.02 below, this reve
nue procedure applies to any change 
in method of accounting for costs 
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subject to § 263A regardless of 
whether the taxpayer complied with 
the § 263A temporary regulations, 
which were published in the Federal 
Register on March 30, 1987, and 
August 7, 1987, or with any other 
administrative pronouncement regard
ing § 263A published prior to August 
9, 1993. 

.02 Changes in method of account
ing that may not be made under this 
revenue procedure. This revenue pro
cedure does not apply to a change in 
method of accounting-

(1) for purposes of determining 
"section 471 costs" under one of the 
simplified methods provided in the 
final § 263A regulations. "Section 
471 costs" are generally those costs, 
other than interest, that were capital
ized or would have been capitalized 
under a taxpayer's method of ac
counting immediately prior to the ef
fective date of § 263A. See 
§ 1.263A-l(d)(2) for'the definition of 
"section 471 costs." Examples of 
simplified methods that require a de
termination of "section 471 costs" 
include the "simplified production 
method," as described in 
§ 1.263A-2(b), and the "simplified 
resale method," as described in 
§ 1.263A-3(d); 

(2) for electing the "historic ab
sorption ratio" under the "simplified 
production method" or the "simpli
fied resale method." See 
§§ 1.263A-2(b)(4) and 1.263A-3(d)(4) 
for the procedures to make these 
elections; 

(3) if the taxpayer is required to 
change its method of accounting to 
comply with § 263A for the first time 
in its first taxable year beginning on 
or after January 1, 1994. See 
§ 1.263A-7T(e) for the procedures 
that a taxpayer must use to revalue 
items or costs included in its invento
ry for the first taxable year it is 
subject to § 263A; 

(4) if the taxpayer is changing its 
method of accounting because it qual
ifies as a "small reseller" or it is 
changing its method because it no 
longer qualifies as a "small reseller." 
A "small reseller" is a reseller of 
personal property whose average an
nual gross receipts for the three pre
ceding taxable years do not exceed 
$10,000,000. See § 263A(b)(2)(B) and 
§ 1.263A-3(b) for an explanation of 
the exception from § 263A for small 
reseUers; 
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(5) if a request for a change in 
method of accounting for costs sub
ject to § 263A was filed for a taxable 
year prior to a taxpayer's first taxable 
year beginning on or after January 1, 
1994, and the taxpayer withdrew the 
request, failed to sign and return its 
Consent Agreement to the Internal 
Revenue Service, or failed to imple
ment the change in method of ac
counting after receiving permission to 
change; 

(6) if the taxpayer has a "§ 263A 
issue pending" on June 28, 1994, (see 
§ 4.11 of this revenue procedure for 
a definition of a "§ 263A issue pend
ing") and the pending § 263A issue is 
being considered: 

(a) by the District Director 
during an examination; 

(b) by an appeals office of the 
Service with respect to an examina
tion of the taxpayer's federal income 
tax return(s) for any taxable year; or 

(c) by any federal court; or 
(7) if the taxpayer is the subject 

of a pending criminal investigation or 
proceeding concerning (a) directly or 
indirectly, any issue relating to the 
taxpayer's federal tax liability for any 
taxable year, or (b) the possibility of 
false or fraudulent statements made 
by the taxpayer with respect to any 
issue relating to its federal tax liabili
ty for any taxable year on June 28, 
1994. 

.03 Procedures available when a 
change in method of accounting may 
not be made under this revenue pro
cedure. 

(1) If this revenue procedure does 
not apply to a taxpayer's change in 
method of accounting for costs sub
ject to § 263A, the taxpayer must 
change its method of accounting for 
costs subject to § 263A in its first 
taxable year beginning on or after 
January 1, 1994, in accordance with 
the requirements of § 1.446-1(e)(3)(i) 
and Rev. Proc. 92-20, or any other 
applicable Code, regulations, or ad
ministrative provisions pertaining to 
the change. For such changes in 
methods of accounting, the require
ment provided in § 1.446-1(e)(3)(i) 
that a taxpayer must file an applica
tion on Form 3115 within 180 days 
after the beginning of the taxable 
year of change is waived for the 
taxpayer's first taxable year beginning 
on or after January 1, 1994, until the 
last day of that taxable year. 

(2) If a change in method of 
accounting for costs subject to 
§ 263A is not permitted under this 
revenue procedure solely by reason of 
§ 3.02(6) of this revenue procedure, 
the taxpayer must file a Form 3115 
for any change in method of account
ing that is consistent with § 3.01 of 
this revenue procedure in its first 
taxable year beginning on or after 
January 1, 1994, pursuant to Rev. 
Proc. 92-20, or any other applicable 
Code, regulations, or administrative 
provisions pertaining to the change, 
provided the change in method of 
accounting is not the pending § 263A 
issue. The Form 3115 may be filed 
regardless of any provision that may 
otherwise prevent a taxpayer from 
filing the Form 3115; e.g., the tax
payer is under examination and a 
"window period" is not open to the 
taxpayer at the time of filing (see, 
e.g., § 6.02 of Rev. Proc. 92-20), or 
permission is required by an appeals 
officer or counsel for the Government 
(see, §§ 4.02 and 4.03 of Rev. Proc. 
92-20). The taxpayer, however, must 
provide a copy of the Form 3115 to 
the examining agent, the appeals of
ficer, or the counsel for the Govern
ment at the same time the Form 3115 
is filed with the National Office. 

(3) Taxpayers that are filing a 
Form 3115 pursuant to the waiver of 
conditions provided under this section 
should either type or legibly print the 
following statement at the top of 
page 1 of each Form 3115: "FILED 
UNDER § 3.03 OF REV. PROC. 
94-49." No user fee will be charged 
to taxpayers not permitted to change 
under this revenue procedure solely 
by reason of §§ 3.02(5) or 3.02(6) of 
this revenue procedure. 

(a) Year of change when a 
change in method of accounting is 
not made under this revenue proce
dure. For all applications for changes 
in methods of accounting for costs 
subject to § 263A filed under Rev. 
Proc. 92-20, or any other applicable 
Code, regulations, or administrative 
provisions pertaining to the change, 
during the taxpayer's first or second 
taxable year beginning on or after 
January 1, 1994, including early ap
plications filed for any taxable year 
that begins in 1996, the Service re
serves the discretion to treat the ap
plications as applications to change 
the taxpayer's method of accounting 
for its first taxable year beginning on 



or after January 1, 1994. Consistent 
with this required 1994 year of 
change, a taxpayer may be required 
to file amended returns for its 1994 
and any subsequent taxable years as a 
condition for granting the change in 
method of accounting filed for the 
1995 or 1996 taxable year. 

(b) Section 481(a) adjust
ment period when a change in meth
od of accounting is not made under 
this revenue procedure. Under 
§ 48I(a), an adjustment attributable 
to a change in a taxpayer's method of 
accounting for an item is taken into 
account in order to prevent items 
from being duplicated or omitted by 
reason of the change in method of 
accounting. This adjustment is re
ferred to as the "§ 48I(a) adjust
ment." The § 481 (a) adjustment peri
od is the applicable period for taking 
into account the § 48I(a) adjustment 
required for the change in method of 
accounting regardless of whether the 
adjustment is positive (an increase in 
income) or negative (a decrease in 
income). For all applications for 
changes in methods of accounting for 
costs subject to § 263A filed under 
Rev. Proc. 92-20, or any other appli
cable Code, regulations, or adminis
trative provisions pertaining to the 
change, during the taxpayer's first or 
second taxable year beginning on or 
after January 1, 1994, including early 
applications filed for any taxable year 
that begins in 1996, the § 48I(a) ad
justment, whether positive or nega
tive, must be taken into account in 
accordance with the § 48I(a) adjust
ment period prescribed in § 4.03 of 
this revenue procedure (generally four 
taxable years). 

SEC. 4. APPLICATION 

. 01 Consent. In accordance with 
§ 1.446-1 (e)(3)(ii), the requirement to 
file an application on Form 3115 
within the 180-day period provided in 
§ 1.446-I(e)(3)(i) is waived for any 
application for change in method of 
accounting filed pursuant to this reve
nue procedure. In addition, under 
§ 1.446-1 (e)(2)(i), the consent of the 
Commissioner is hereby granted to 
any taxpayer within the scope of this 
revenue procedure to change its meth
od of accounting to a method re
quired or permitted by the final 
§ 263A regulations. This consent is 
granted for the taxpayer's first tax
able year (the year of change for 

changes made pursuant to the auto
matic procedures of this revenue pro
cedure, as defined in § 4.05 of this 
revenue procedure) beginning on or 
after January 1, 1994, provided the 
taxpayer files a current Form 3115 in 
the manner described in § 6 of this 
revenue procedure and otherwise 
complies with the provisions of this 
revenue procedure. 

.02 Section 481(a) adjustment. The 
§ 48I(a) adjustment generally must 
be taken into account in computing 
taxable income in the manner provid
ed in § 4.03 of this revenue proce
dure. A change in method of ac
counting under this revenue 
procedure shall be treated as a volun
tary change in method of accounting 
that is initiated by the taxpayer; and 
therefore, the § 48I(a) adjustment is 
not restricted to post-I953 items. 

.03 Section 481(a) adjustment peri
od. Beginning with the year of 
change, a taxpayer changing its meth
od of accounting for costs subject to 
§ 263A pursuant to this revenue pro
cedure generally must take its 
§ 48I(a) adjustment into account rat
ably over four taxable years in com
puting its taxable income regardless 
of whether the adjustment is positive 
or negative. See §§ 4.04 and 4.10 of 
this revenue procedure for exceptions 
to this general rule. 

.04 De minimis rule. If the § 48I(a) 
adjustment is less than $25,000, the 
taxpayer may elect to take the adjust
ment into account in the year of 
change in lieu of the adjustment peri
od otherwise prescribed by § 4.03 of 
this revenue procedure. A taxpayer 
that makes this election must attach 
to its original Form 3115 a statement 
indicating that it is electing the de 
minimis rule pursuant to § 4.04 of 
this revenue procedure . 

.05 Year of change for changes 
made pursuant to the automatic pro
cedures of this revenue procedure. 
The year of change for a change in 
method of accounting for costs sub
ject to § 263A that is made pursuant 
to the automatic procedures of this 
revenue procedure is the taxpayer's 
first taxable year beginning on or 
after January 1, 1994. 

.06 Non-inventory assets. Because 
§§ I.263A-I, I.263A-2, and 
I.263A-3 of the final § 263A regula
tions applies only to costs incurred in 
taxable years beginning after Decem
ber 31, 1993, in the case of non-

inventory property, no § 48I(a) ad
justment is necessary to comply with 
the final § 263A regulations (i.e., the 
changes are generally effected on a 
cut-off basis). To qualify for the 
protection provided in § 4.13 of this 
revenue procedure, however, any tax
payer that was not in compliance with 
§ 263A, the § 263A temporary regu
lations, or any other administrative 
pronouncement regarding § 263A ap
plicable to non-inventory property for 
taxable years beginning before Janu
ary 1, 1994, must take into account 
any § 48I(a) adjustment that results 
from a change from its prior errone
ous method of accounting. Thus, 
such a taxpayer must revalue its non
inventory property as of its first tax
able year beginning on or after Janu
ary 1, 1994, and the § 48I(a) 
adjustment will equal the difference 
between the adjusted basis of the 
property as originally valued and the 
adjusted basis of the property as 
revalued. In revaluing the non-inven
tory property, however, the only ad
ditional § 263A costs that must be 
taken into account are those addition
al § 263A costs incurred after Decem
ber 31, 1986, in taxable years ending 
after that date. See § 1.263A-I(d)(3) 
for the definition of additional 
§ 263A costs. Taxpayers filing a con
solidated federal income tax return 
that desire the protection provided in 
§ 4.13 of this revenue procedure must 
also revalue deferred gains or losses 
arising from deferred intercompany 
transactions in a manner consistent 
with the principles applicable to in
ventory property under §§ I.263A--
7T(e)(I)(ii), (iii), and (iv). 

.07 Applicability of § 1.263A-
7T(e). Section 1.263A-7T(e) provides 
procedures that a taxpayer must use 
to revalue the items or costs included 
in its inventory for the first taxable 
year it is subject to § 263A. The 
following provisions of § I.263A-
7T(e) apply to a change in method of 
accounting required or permitted by 
the final § 263A regulations that is 
made pursuant to this revenue proce
dure: 

(1) § 1.263A-7T(e)(I), which 
provides the general rule that a tax
payer must revalue the items or costs 
included in its beginning inventory 
and also requires a taxpayer filing a 
consolidated federal income tax re
turn to revalue deferred gains or loss-
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es resulting from deferred intercom
pany transactions; 

(2) § 1.263A-7T(e)(6), which 
provides procedures for a taxpayer to 
use in revaluing its inventory, includ
ing a facts and circumstances revalua
tion method, a weighted average reva
luation method for a taxpayer using 
either the first-in, first-out (FIFO) or 
the specific goods last-in, first-out 
(LIFO) inventory method, and a 3-
year average revaluation method for a 
taxpayer using the dollar-value LIFO 
method. See § 4.08 of this revenue 
procedure for rules regarding the es
tablishment of a new base year; 

(3) §§ 1.263A-7T(e)(7), (8), and 
(9), which provide the procedures that 
a taxpayer using either the weighted 
average revaluation method or the 
3-year average revaluation method 
may use to make adjustments to its 
inventory costs from prior years to 
prevent the capitalization of costs not 
incurred in earlier years; and 

(4) § 1.263A-7T(e)(1I)(iii) and 
(iv), which provide the definition of a 
change in method of accounting re
quired to be made under § 263A, and 
the ordering rules when there are 
changes in methods of accounting 
other than those required by § 263A. 

.08 New Base Year. A taxpayer 
that revalues its LIFO layers is gener
ally not permitted to establish a new 
base year if it changes its method of 
accounting pursuant to this revenue 
procedure. However, a dollar-value 
LIFO taxpayer, using the 3-year aver
age revaluation method and not using 
the simplified production method or 
the simplified resale method, must 
establish a new base year if it changes 
its method of accounting pursuant to 
this revenue procedure. 

. 09 Applicability of Notice 88-23. 
Notice 88-23, 1988-1 C.B. 490, is 
applicable to a change in method of 
accounting that is made pursuant to 
this revenue procedure. Notice 88-23 
provides that a taxpayer changing its 
method of accounting to comply with 
§ 263A for its first taxable year be
ginning after December 31, 1986, and 
also desiring to discontinue its use of 
the LIFO method of accounting for 
inventories in the same taxable year 
may choose to change from the LIFO 
method before it makes the change in 
method of accounting that is required 
by § 263A. 

.10 Applicability of Rev. Proc. 
92-20. Except as otherwise provided 
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in this revenue procedure, the follow
ing definitions and provisions provid
ed in Rev. Proc. 92-20 apply to a 
change in method of accounting that 
is made pursuant to this revenue pro
cedure: 

(1) §§ 3.01 through 3.04, which 
provide definitions for the following 
terms: "taxpayer," "under examina
tion," "year of change," and 
"filed" ; 

(2) § 8.01(2), which modifies the 
adjustment period if 90 percent or 
more of the § 481(a) adjustment is 
attributable to the taxable year imme
diately preceding the year of change; 

(3) § 8.01(4), which generally re
quires cooperatives to take the entire 
§ 481(a) adjustment into account in 
the year of change; 

(4) § 8.02, which provides that a 
short taxable year is treated as a 
separate taxable year; and 

(5) § 8.03, which provides situa
tions where the § 481(a) adjustment 
period that is computed under § 4.03 
of this revenue procedure will be 
accelerated. 

.11 Section 263A issue pending. 
For purposes of this revenue proce
dure, a § 263A issue is pending if the 
Service has sent the taxpayer written 
notification indicating an adjustment 
is being made or will be proposed 
with respect to costs subject to 
§ 263A. This will generally occur af
ter the Service has gathered informa
tion sufficient to determine that a 
proposed adjustment is appropriate 
and justified, although the exact 
amount of the adjustment may not 
yet be determined. 

.12 Taxpayers under examination 
with respect to which a § 263A issue 
is not pending . 

(1) A taxpayer that is under ex
amination, but does not have an issue 
pending on June 28, 1994, regarding 
costs subject to § 263A, must change 
its method of accounting under this 
revenue procedure and must provide 
the examining agent with a copy of 
its Form 3115 indicating the specific 
methods of accounting that it is 
changing under this revenue proce
dure. The Form 3115 generally must 
be provided to the examining agent 
on or before 180 days after June 28, 
1994 (December 27, 1994) or, for a 
taxpayer that is not under examina
tion on June 28, 1994, 180 days after 
the taxpayer first comes under exami
nation. Notwithstanding the above, 

however, the Form 3115 must be 
provided to the examining agent no 
later than the date the taxpayer must 
file its original federal income tax 
return (including extensions) for its 
first taxable year beginning on or 
after January I, 1994. Upon receipt 
of the Form 3115, the Service will not 
propose or make any adjustment with 
respect to the methods of accounting 
for costs that the taxpayer is changing 
under this revenue procedure, unless 
the taxpayer fails to effect the change 
in method of accounting in the man
ner described in this revenue proce
dure or otherwise fails to comply with 
the provisions of this revenue proce
dure. 

(2) The 180-day requirements of 
this section will be waived if the 
taxpayer obtains a written agreement 
from the examining agent that the 
examining agent will not propose or 
make any adjustments with respect to 
the taxpayer's § 263A costs from 
June 28, 1994, to the date the taxpay
er effects the change in method of 
accounting under this revenue proce
dure. If this agreement is obtained, 
the taxpayer must provide the exam
ining agent with a copy of the Form 
3115 at the same time a copy is filed 
with the National Office under § 6.01 
of this revenue procedure. It is antici
pated that the examining agent will 
enter into such an agreement when 
the examining agent does not antici
pate that § 263A costs will be exam
ined or any § 263A issues will be 
raised. 

.13 Protection for taxable years 
prior to the year of change. The 
district director may not propose that 
a taxpayer change the same method 
of accounting for a year prior to the 
year of change required by this reve
nue procedure if (1) a taxpayer's 
change in method of accounting is 
within the scope of this revenue pro
cedure, (2) the taxpayer timely files a 
completed Form 3115 to change its 
method of accounting for costs sub
ject to § 263A in the manner de
scribed in this revenue procedure, and 
(3) the taxpayer otherwise complies 
with the provisions of this revenue 
procedure. The district director, how
ever, will verify the amount of the 
§ 481(a) adjustment, the § 481(a) ad
justment period, and otherwise deter
mine whether the taxpayer has fully 
complied with the provisions of this 
revenue procedure. 



.14 Exclusive procedure. For 
changes in method of accounting per
mitted by this revenue procedure, this 
is the exclusive procedure available to 
a taxpayer for obtaining the Commis
sioner's consent to change its method 
of accounting for costs subject to 
§ 263A to a method required or per
mitted by §§ 1.263A-l, 1.263A-2, 
and 1.263A-3 of the final § 263A 
regulations. 

SEC. 5. FAILURE TO COMPLY 
WITH CONDITIONS 

If a taxpayer to which this revenue 
procedure applies changes its method 
of accounting for costs subject to 
§ 263A without complying with all 
the conditions of this revenue proce
dure, it will be deemed to have initi
ated the change in method of ac
counting without obtaining the 
consent of the Commissioner as re
quired by § 446(e). 

SEC. 6. MANNER OF EFFECTING 
THE METHOD CHANGE 

.01 General procedure. A taxpayer 
that changes its method of accounting 
under this revenue procedure must 
complete and file a current Form 
3115 in duplicate. The original Form 
3115 must be attached to the taxpay
er's timely filed (including extensions) 
original federal income tax return for 
the year of change. A copy of the 
Form 3115 must be filed with the 
National Office and addressed to the 
Commissioner of Internal Revenue, 
Attention: Office of Assistant Chief 
Counsel (Income Tax and Account
ing) CC:DOM:IT&A, P.O. Box 7604, 
Benjamin Franklin Station, Washing
ton, D.C. 20044, no later than when 
the original Form 3115 is filed with 
the federal income tax return. No 
user fee is required for a Form 3115 
filed under § 6.01 of this revenue 
procedure. A Form 3115 filed pursu
ant to this revenue procedure will not 
be acknowledged. 

.02 Special procedure for taxpayers 
under examination. A taxpayer that is 
under examination but does not have 
a § 263A issue pending as described 
in § 4.11 of this revenue procedure 
must satisfy the procedural require
ments of this revenue procedure by 
providing a copy of the Form 3115 to 
the examining agent as set forth in 
§ 4.12 of this revenue procedure, in 
addition to meeting the requirements 
of § 6.01 of this revenue procedure. 

.03 Additional procedural require
ments. 

(1) Agreement to terms. In addi
tion to providing all the information 
required on the Form 3115, a taxpay
er must also attach to the Form 3115 
a written statement providing that it 
agrees to all the terms and conditions 
of this revenue procedure. 

(2) Ineligible method changes. If 
it is determined that a change in 
method of accounting may not be 
made under this revenue procedure, 
the National Office or the district 
director will so advise the taxpayer. 
See § 3.03 of this revenue procedure. 

(3) Label. In order to assist in 
the processing of changes in method 
of accounting under this revenue pro
cedure, reference to this revenue pro
cedure must be made a part of each 
Form 3115 either by typing or legibly 
printing the following statement at 
the top of page 1 of each Form 3115: 
(a) "AUTOMATIC CHANGE WITH 
POSITIVE § 481(a) ADJUSTMENT 
UNDER REV. PROC. 94-49" if the 
taxpayer has a positive § 481(a) ad
justment; or (b) " AUTOMATIC 
CHANGE WITH NEGATIVE 
§ 481(a) ADJUSTMENT UNDER 
REV. PROC. 94-49" if the taxpayer 
has a negative § 481(a) adjustment. 

(4) Signature. The Form 3115 
and the statement described in 
§ 6.03(1) of this revenue procedure 
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, a general 
partner on behalf of a partnership, a 
trustee on behalf of a trust, or an 
individual on behalf of a sole propri
etorship. See the signature require
ments in the General Instructions for 
Form 3115. If the taxpayer is a mem
ber of a consolidated group, a Form 
3115 submitted on behalf of the tax
payer must also be signed by a duly 
authorized officer of the common 
parent. See § 1.1502-77. 

(5) Authorized representative. If 
an agent is authorized to represent a 
taxpayer before the Service, to receive 
the original or a copy of correspon
dence concerning the request, or to 
perform any other act(s) regarding 
the Form 3115 on behalf of the 
taxpayer, a power of attorney reflect
ing such authorization(s) should be 
attached to the Form 3115. A taxpay-

er's representative without a power of 
attorney to represent the taxpayer will 
not be given any information regard
ing the Form 3115. 

SEC. 7. INQUIRIES 

Inquiries regarding this revenue 
procedure may be addressed to the 
Commissioner of Internal Revenue, 
Attention: Office of Assistant Chief 
Counsel (Income Tax and Account
ing) CC:DOM:IT&A, 1111 Constitu
tion Avenue, N.W., Washington, 
D.C. 20224. 

SEC. 8. EFFECTIVE DATE 

The provisions set forth in this 
revenue procedure are generally effec
tive for a taxpayer's first taxable year 
beginning on or after January 1, 
1994. The Service will return any 
Form 3115 that is filed with the 
National Office pursuant to the 
Code, regulations, or any administra
tive guidance other than this revenue 
procedure if the change in method of 
accounting is within the scope of this 
revenue procedure. See §§ 3.01 and 
4.14 of this revenue procedure. 

26 CFR 601.201: Rulings and determination 
letters. 
(Also Part 1, Sections 832, 846; 1.832-4, 
1.846-1.) 

Rev. Proc. 94-50 

SECTION 1. PURPOSE 

This revenue procedure prescribes 
the salvage discount factors for the 
1994 accident year. These factors will 
be used for computing discounted 
estimated salvage recoverable under 
§ 832 of the Internal Revenue Code. 

SEC. 2. BACKGROUND 

Section 832(b )(5)(A) requires that 
all estimated salvage recoverable (in
cluding that which cannot be treated 
as an asset for state accounting pur
poses) be taken into account in com
puting the deduction for losses in
curred. Under § 832(b)(5)(A), paid 
losses are to be reduced by salvage 
and reinsurance recovered during the 
taxable year. This amount is adjusted 
to reflect changes in discounted un
paid losses on nonlife insurance con
tracts and in unpaid losses on life 
insurance contracts. An adjustment is 
then made to reflect any changes in 
discounted estimated salvage recover
able and in reinsurance recoverable. 
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Pursuant to § 832(b), the amount 
of estimated salvage is determined on 
a discounted basis in accordance with 
procedures established by the Secre
tary. 

SEC. 3. SCOPE 

This revenue procedure applies to 
any taxpayer that is required to dis
count estimated salvage recoverable 
under § 832. 

SEC. 4. APPLICATION 

.01 The following tables present 
separately for each line of business 
the discount factors under § 832 for 
the 1994 accident year. All the dis
count factors presented in this section 
were determined using the applicable 
interest rate under § 846(c) for 1994, 
which is 7.45 percent, and by assum
ing all estimated salvage is recovered 
in the middle of each calendar year. 
See Rev. Proc. 91-48, 1991-2 C.B. 
760, for background regarding the 
tables. 

.02 These tables must be used by 
taxpayers irrespective of whether they 
elected to discount unpaid losses us
ing their own historical experience 
under § 846. 

.03 Tables. 

Tables of Discount Factors 

Salvage Recoverable 
- 1994 -

Interest rate: 7.45 percent 

Homeowners/Farmowners 

Tax Year 

AY+ 0 
AY+ 1 
AY+ 2 
AY+ 3 
AY+ 4 
AY+ 5 
AY+ 6 
AY+ 7 
AY+ 8 
AY+ 9 
AY+lO 
AY + 11 

Discount 
Factor 

(070 ) 

91.6716 
85.7460 
87.0281 
88.0348 
88.6480 
87.7890 
88.5406 
87.8785 
87.9101 
90.9204 
93.9647 
96.4710 
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Private Passenger Auto 
Liability IMedical 

Tax Year 

AY+ 0 
AY+ 1 
AY+ 2 
AY+ 3 
AY+ 4 
AY+ 5 
AY+ 6 
AY+ 7 
AY+ 8 
AY+ 9 
AY+lO 
AY+ll 
AY+ 12 

Discount 
Factor 

(070 ) 

89.2546 
88.6490 
88.5792 
87.9988 
86.9573 
85.4968 
83.7356 
84.2686 
85.6925 
88.6304 
91.6646 
94.6981 
96.4710 

Commercial Auto/Truck 
Liability IMedical 

Tax Year 

AY+ 0 
AY+ 1 
AY+ 2 
AY+ 3 
AY+ 4 
AY+ 5 
AY+ 6 
AY+ 7 
AY+ 8 
AY+ 9 
AY+lO 

Discount 
Factor 

(070 ) 

85.8351 
86.4883 
87.2070 
87.3374 
87.9682 
87.7984 
87.7588 
88.2865 
90.8695 
93.9178 
96.4710 

Workers' Compensation 

Discount 
Tax Year 

AY+ 0 
AY+ 1 
AY+ 2 
AY+ 3 
AY+ 4 
AY+ 5 
AY+ 6 
AY+ 7 
AY+ 8 
AY+ 9 
AY+lO 
AY + 11 
AY+ 12 
AY+ 13 
AY+ 14 

Factor 
(070 ) 

81.1552 
77.7364 
74.3028 
72.1699 
70.9739 
69.2656 
69.3485 
68.6796 
72.3967 
75.3145 
78.5196 
82.0862 
86.1266 
90.8194 
96.4710 

Commercial Multiple Peril 

Discount 
Tax Year 

AY+ 0 
AY+ 1 
AY+ 2 
AY+ 3 
AY+ 4 
AY+ 5 
AY+ 6 
AY+ 7 
AY+ 8 
AY+ 9 
AY+1O 
AY+ll 
AY+12 
AY+13 
AY+ 14 

Factor 
(070 ) 

83.7795 
81.4425 
83.4082 
84.7883 
84.7944 
84.2331 
82.8585 
81.5306 
80.6852 
83.4200 
86.2776 
89.2580 
92.3478 
95.4643 
96.4710 

Medical Malpractice 

Discount 
Tax Year 

AY+ 0 
AY+ 1 
AY+ 2 
AY+ 3 
AY+ 4 
AY+ 5 
AY+ 6 
AY+ 7 
AY+ 8 
AY+ 9 
AY+lO 
AY + 11 
AY+12 
AY+13 
AY+14 

Factor 
(070 ) 

69.8114 
72.4696 
74.4410 
76.1350 
76.1745 
73.8756 
72.8089 
76.0601 
79.9683 
82.6624 
85.4740 
88.4002 
91.4223 
94.4486 
96.4710 

Special Liability (Ocean Marine, 
Aircraft (all Perils), Boiler and 

Machinery) 

Tax Year 

AY+ 0 
AY+ 1 
AY+ 2 
AY+ 3 
AY+ 4 
AY+ 5 
AY+ 6 
AY+ 7 
AY+ 8 
AY+ 9 

Discount 
Factor 

(070 ) 

87.8185 
83.5346 
81.2538 
81.5546 
81.6016 
78.5772 
81.8383 
80.9013 
72.4125 
75.3288 



Discount Discount 
Reinsurance B (Composite) 

Tax Year Factor Tax Year Factor Discount 
(0/0 ) (%) Tax Year Factor 

AY+1O 78.5317 AY+ 1 84.9945 (%) 
AY+ll 82.0958 AY+ 2 86.4785 AY+ 0 83.2362 
AY+12 86.1331 AY+ 3 88.2664 AY+ 1 80.8133 
AY+13 90.8225 AY+ 4 90.1014 AY+ 2 80.5108 
AY+14 96.4710 AY+ 5 91.9028 AY+ 3 80.5447 

AY+ 6 93.2869 AY+ 4 79.5160 
Other Liability AY+ 7 94.4353 AY+ 5 76.4543 

AY+ 8 96.4710 AY+ 6 75.3490 
Discount AY+ 7 74.7139 

Tax Year Factor 
Other (including Credit, Accident and AY+ 8 76.4090 

(%) 
Health) AY+ 9 79.0661 

AY+ 0 73.7541 AY+1O 81.8915 
AY+ 1 75.5278 Discount AY+l1 84.9219 

AY+ 2 77.5922 Tax Year Factor AY+12 88.2232 

AY+ 3 80.2905 (%) AY+13 91.9386 

AY+ 4 80.3347 AY+ 0 88.8709 AY+14 96.4710 

AY+ 5 76.9427 AY+ 1 90.8158 
AY+ 6 76.5946 AY+ 2 92.1105 Reinsurance C 
AY+ 7 77.2252 AY+ 3 93.8750 
AY+ 8 78.7388 AY+ 4 95.3562 

Discount 

AY+ 9 81.3897 AY+ 5 96.4710 
Tax Year Factor 

AY+I0 84.1636 (%) 
AY+ll 87.0655 AY+ 0 74.7838 
AY+12 90.0980 International (Composite) AY+ 1 78.3698 
AY+13 93.2550 Discount AY+ 2 80.2132 
AY+14 96.4710 Tax Year Factor AY+ 3 82.2202 

(%) AY+ 4 84.5808 
Special Property (Fire, Allied Lines, AY+ 5 87.1685 
Inland Marine, Earthquake, Glass, AY+ 0 83.2362 AY+ 6 90.0772 

Burglary, and Theft) AY+ 1 80.8133 AY+ 7 93.1820 
AY+ 2 80.5108 AY+ 8 96.4710 

Discount AY+ 3 80.5447 
Tax Year Factor AY+ 4 79.5160 

(%) AY+ 5 76.4543 Miscellaneous Casualty (Composite) 

AY+ 0 88.2543 AY+ 6 75.3490 Discount 

AY+ 1 90.1690 
AY+ 7 74.7139 Tax Year Factor 

AY+ 2 91.2650 AY+ 8 76.4090 (%) 
AY+ 9 79.0661 

AY+ 3 92.8378 AY+I0 81.8915 AY+ 0 83.4625 
AY+ 4 93.9340 AY+l1 84.9219 AY+ 1 85.5291 
AY+ 5 95.7669 AY+12 88.2232 AY+ 2 86.5101 
AY+ 6 96.4710 AY+13 91.9386 AY+ 3 87.8584 

AY+14 96.4710 AY+ 4 89.1861 
Auto Physical Damage AY+ 5 90.7494 

AY+ 6 92.1685 
Discount Reinsurance A AY+ 7 93.9339 

Tax Year Factor AY+ 8 96.4710 
(%) Discount 

Tax Year Factor Long Lines (Composite) 
AY+ 0 94.6462 (%) 
AY+ 1 95.1673 Discount 
AY+ 2 96.4710 AY+ 0 74.7838 Tax Year Factor 

AY+ 1 78.3698 (%) 
Fidelity, Surety, Financial Guaranty, AY+ 2 80.2132 

Mortgage Guaranty AY+ 3 82.2202 AY+ 0 83.2362 
AY+ 4 84.5808 AY+ 1 80.8133 

Discount AY+ 5 87.1685 AY+ 2 80.5108 
Tax Year Factor AY+ 6 90.0772 AY+ 3 80.5447 

(%) AY+ 7 93.1820 AY+ 4 79.5160 

AY+ 0 82.4002 AY+ 8 96.4710 AY+ 5 76.4543 
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Tax Year 

AY+ 6 
AY+ 7 
AY+ 8 
AY+ 9 
AY+lO 
AY+ll 
AY+12 
AY+13 
AY+14 

Discount 
Factor 

(070) 

75.3490 
74.7139 
76.4090 
79.0661 
81.8915 
84.9219 
88.2232 
91.9386 
96.4710 

26 CFR 601.602: Tax forms and instructions. 
(Also Part I, Section 6011; 1.6011-1.) 

Rev. Proc. 94-51 

SECTION 1. PURPOSE 

The purpose of this revenue proce
dure is to revise Revenue Procedure 
94-34, 1994-1 C.B. 628, Part A, 
Section 5 to allow for more flexibility 
in the approval of substitute individu
al tax returns in future tax years. This 
section is amended to read as follows: 

SEC. 5. STATEMENT OF INTEN
TION-FUTURE FORM 1040 PRO
CESSING 

. 01 Background. In order to im
prove the efficiency and accuracy of 
processing returns, the Service intends 
to require that individual tax returns 
be filed in one of the following for
mats: 

1 Electronically filed returns; 
2 Computer-Prepared Form 1040PC 

Format Returns}; 
3 IRS-published Forms 1040, 1040A, 

and 1040EZ and their respective 
forms and schedules (or machine 
readable substitutes). 

. 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 Electronic Filers of Individual 
Income Tax Returns, for additional 
information on electronic filing. Re
fer to Publication 1678, Handbook 
for 1040PC Format Preparers, and 
Publication 1630, Project 1040PC, 
Specification for Software Develop
ers, for additional 1040PC informa
tion. 

.03 Machine Readable Substitutes. 
This would include: 
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1 Exact duplicates of published 
Forms 1040, 1040A, and 1040EZ 
and their forms and schedules in
cluding paper, typeface, ink type, 
and color. In the event that drop
out ink is used, the Service will 
notify the forms and software de
velopment community of the spec
ifications, and 

2 Computer generated and computer 
printed forms that meet criteria to 
be published based on (a) the Ser
vice's systems requirements and 
(b) input from tax practitioner 
groups and the forms and soft
ware development community. 

.04 Effective Date. The changes in 
this section will become effective as 
the Service's new computer systems 
become operational. However, the 
electronic filing and Form 1040PC 
programs are currently operational 
and we encourage your participation 
in them. 

SEC. 2. EFFECT ON OTHER DOC
UMENTS 

This revenue procedure amends 
Rev. Proc. 94-34, 1994-1 C.B. 628. 

26 CFR 601.702: Publication and public inspec
tion. 

Rev. Proc. 94-52 

SECTION 1. BACKGROUND 

.01 Effective October 1, 1994, the 
photocopy fee is increased to $14.00 
for each request for a copy of a 
return or other related document 
(other than Employee Plans and Ex
empt Organization returns). 

SEC. 2. PURPOSE 

The purpose of this revenue proce
dure is to update Rev. Proc. 85-56. 

SEC. 3. PROCEDURE 

Rev. Proc. 85-56 is modified to 
reflect a $14.00 charge in section 
15.01. Taxpayers seeking transcripts 
of account information should con
tact their local Internal Revenue Ser
vice office, which will supply the 
transcripts free of charge. The Octo
ber 1, 1994, revision of Form 4506 
was modified to offer the tax return 
transcript and to reflect the photo
copy fee increase. Form 4506, Re-

quest for Copy or Transcript of Tax 
Form should be used to request: 

a. Tax return transcript (no 
charge). 

b. A copy of tax form and all 
attachments return ($14.00). 

c. Verification of nonfHing (no 
charge). 

d. Copy of Form(s) W-2 only (no 
charge). 

The revised section 15 shall read: 

SEC. 15. CHARGES FOR COPIES 
OF RETURNS AND RELATED 
DOCUMENTS 

Charges for furnishing copies of 
returns and related documents will be 
as follows: 

.01 Effective October 1, 1994, a 
charge of $14.00 will be made for 
each request for a copy of a return or 
other related document (other than 
Employee Plans and Exempt Organi
zations returns). Payments will be 
submitted in advance using Internal 
Revenue Service Form 4506, Request 
for Copy or Transcript of Tax Form. 
The completed Form 4506 should be 
sent to the IRS office where the 
return was filed . 

SEC. 4. EFFECTIVE DATE 

This revenue procedure is effective 
October 1, 1994. 

SEC. 5. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 85-56 is modified effec
tive October 1, 1994. 

26 CFR 601.105: Examination of returns and 
claims for refund, credit, or abatement; deter
mination of correct tax liability . 
(Also Part I, § 280F; 1.280F-7, 1.280F-5T.) 

Rev. Proc. 94-53 

SECTION 1. PURPOSE 

This revenue procedure provides 
owners and lessees of passenger auto
mobiles with tables detailing the limi
tations on depreciation deductions for 
automobiles first placed in service 
during calendar year 1994 and the 
amounts to be included in income for 
automobiles first leased during calen
dar year 1994. Each table reflects the 
automobile price inflation adjust
ments required by § 280F(d)(7) of the 
Internal Revenue Code. 



SEC. 2. BACKGROUND 
For owners of automobiles 

§ 280F(a) imposes dollar limitation~ 
on the depreciation deduction for 
both the year that the automobile is 
placed in service and each succeeding 
year. Section 280F(d)(7) requires the 
amounts allowable as depreciation de
ductions to be increased by a price 
inflation adjustment amount for pas
senger automobiles placed in service 
after calendar year 1988. 

For leased automobiles, § 280F(c) 
requires a reduction in the deduction 
allowed to the lessee of the automo
bile. The reduction must be substan
tially equivalent to the limitations on 
the depreciation deductions imposed 
on owners of automobiles. Under 
§ 1.280F-7(a) of the Income Tax 
Regulations, this reduction requires 
the lessees to include in gross income 
an inclusion amount determined by 
applying a formula to the amount 
obtained from a table. The table 
shows inclusion amounts for a range 
of fair market values for each tax 
year after the automobile is first 
leased. 

SEC. 3. SCOPE AND OBJECTIVE 

01. The limitations on depreciation 
deductions in section 4.02 of this 
revenue procedure apply to automo
biles (other than leased automobiles) 
that are placed in service in calendar 
year 1994 and continue to apply for 

each tax year that the automobile 
remains in service. 

02. The table in section 4.03 of this 
revenue procedure applies to leased 
automobiles for which the lease term 
begins in calendar year 1994. Lessees 
of such automobiles must use this 
table to determine the inclusion 
am~unt for each tax year during 
WhICh the automobile is leased. See 
§§ 1.280F-5T(d) and 1.280F-5T(e) of 
t?e temporary Income Tax Regula
tIOns, § 1.280F-7(a), Rev. Proc. 
89-64, 1989-2 C.B. 783, Rev. Proc. 
90-22, 1990-1 C.B. 504, Rev. Proc. 
91-30, 1991-1 C.B. 563, Rev. Proc. 
92-43, 1992-1 C.B. 873, and Rev. 
Proc 93-35, 1993-2 C.B. 472, to 
determine inclusion amounts for au
tomobiles first leased before January 
1, 1994. 

SEC. 4. APPLICATION 

01. A taxpayer placing an automo
bile in service for the first time during 
calendar year 1994 is limited to the 
depreciation deduction shown in Ta
ble 1 of section 4.02(2). A taxpayer 
first leasing an automobile in calen
dar year 1994 must use Table 2 in 
section 4.03 to determine the inclu
sion amount that is added to gross 
income. Otherwise, the procedures of 
§ 1.280F-7(a) must be followed. 

02. Limitations on Depreciation 
Deductions for Certain Automobiles. 

(1) Amount of the Inflation Ad
justment. Under § 280F(d)(7)(B)(i), 
the automobile price inflation adjust
ment for any calendar year is the 
percentage (if any) by which the CPI 
automobile component for October of 
the preceding calendar year exceeds 
the CPI automobile component for 
October 1987. The term "CPI auto
mobile component" is defined in 
§ 280F(d)(7)(B)(ii) as the "automobile 
component" of the Consumer Price 
Index for all Urban Consumers pub
lished by the Department of Labor 
(the CPI). The new car component of 
the CPI was 115.2 for October 1987 
and 131.9 for October 1993. The Oc
tober 1993 index exceeded the October 
1987 index by 16.7. The Internal Rev
enue Service has, therefo re, deter
mined that the automobile price infla
tion adjustment for 1994 is 14.50 
percent (16.7/115.2 x 1000J0). This 
adjustment is applicable to all auto
mobiles that are first placed in service 
in calendar year 1994. The dollar 
limitations in § 280F(a) must there
fore be multiplied by a factor of 
0.1450, and the resulting increases, 
after rounding to the nearest $100, are 
added to the 1988 limitations to give 
the depreciation limitations for 1994. 

(2) Amount of the Limitation. 
For automobiles placed in service in 
calendar year 1994, Table 1 contains 
the dollar amount of the depreciation 
limitations for each tax year. 

REV. PROC. 94-53 TABLE I 

DEPRECIATION LIMITATIONS FOR AUTOMOBILES 
FIRST PLACED IN SERVICE IN CALENDAR YEAR 1994 

Tax Year 

1st Tax Year 
2nd Tax Year 
3rd Tax Year 
Each Succeeding Year 

03. Inclusions in Income of Lessees of Automobiles. 

Amount 

$2,960 
$4,700 
$2,850 
$1,675 

~he i?clusion amounts for automobil~s first leased in calendar year 1994 are calculated under the procedures 
descnbed 10 § 1.280F-7(a). Table 2 of thIS revenue procedure is the applicable table to be used in applying those 
procedures. 
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REV. PROC. 94-53 TABLE 2 

DOLLAR AMOUNTS FOR AUTOMOBILES WITH A 
LEASE TERM BEGINNING IN CALENDAR YEAR 1994 

Fair Market Value of Automobile Tax Year During Lease 

Over Not Over 1st 2nd 3rd 4th 5th and Later 

$ 14,600 $ 14,900 0 1 1 2 2 
14,900 15,200 2 5 6 9 11 
15,200 15,500 4 9 14 17 20 
15,500 15,800 6 14 21 25 30 
15,800 16,100 8 19 27 34 39 
16,100 16,400 10 24 34 42 49 
16,400 16,700 12 28 41 51 58 
16,700 17,000 14 33 48 59 68 
17,000 17,500 17 39 57 70 81 
17,500 18,000 21 47 68 84 97 
18,000 18,500 24 55 80 97 113 
18,500 19,000 28 62 92 111 129 
19,000 19,500 31 70 104 124 145 
19,500 20,000 35 78 115 138 161 
20,000 20,500 39 85 127 152 176 
20,500 21,000 42 93 138 166 193 
21,000 21,500 46 101 149 180 208 
21,500 22,000 49 109 161 193 225 
22,000 23,000 54 121 178 214 248 
23,000 24,000 62 136 201 242 280 
24,000 25,000 69 151 224 270 312 
25,000 26,000 76 167 247 297 344 
26,000 27,000 83 182 270 325 376 
27,000 28,000 90 198 293 352 408 
28,000 29,000 97 213 317 379 440 
29,000 30,000 104 229 339 408 471 
30,000 31,000 111 244 363 435 503 
31,000 32,000 118 260 385 463 535 
32,000 33,000 125 276 408 490 567 
33,000 34,000 132 291 431 518 599 
34,000 35,000 139 307 454 545 631 
35,000 36,000 146 322 478 573 662 
36,000 37,000 153 338 500 601 694 
37,000 38,000 161 353 523 628 726 
38,000 39,000 168 368 547 656 757 
39,000 40,000 175 384 569 684 790 
40,000 41,000 182 399 593 711 822 
41,000 42,000 189 415 615 739 854 
42,000 43,000 196 431 638 766 886 
43,000 44,000 203 446 661 794 918 
44,000 45,000 210 462 684 821 950 
45,000 46,000 217 477 708 849 981 
46,000 47,000 224 493 730 877 1,013 
47,000 48,000 231 508 754 904 1,045 
48,000 49,000 238 524 776 932 1,077 
49,000 50,000 245 539 800 959 1,109 
50,000 51,000 252 555 822 987 1,141 
51,000 52,000 260 570 845 1,015 1,172 
52,000 53,000 267 585 869 1,042 1,204 
53,000 54,000 274 601 892 1,069 1,236 
54,000 55,000 281 617 914 1,097 1,268 
55,000 56,000 288 632 938 1,125 1,299 
56,000 57,000 295 648 960 1,153 1,331 
57,000 58,000 302 663 984 1,180 1,363 

714 1994-2 C.B. 



REV. PROC. 94-53 TABLE 2-Continued 

DOLLAR AMOUNTS FOR AUTOMOBILES WITH A 
LEASE TERM BEGINNING IN CALENDAR YEAR 1994 

Fair Market Value of Automobile Tax Year During Lease 

Over Not Over 1st 2nd 3rd 4th 5th and Later 

58,000 59,000 309 679 1,006 1,208 1,395 
59,000 60,000 316 694 1,030 1,235 1,427 
60,000 62,000 327 717 1,065 1,276 1,475 
62,000 64,000 341 748 1,111 1,332 1,538 
64,000 66,000 355 780 1,156 1,387 1,602 
66,000 68,000 369 811 1,202 1,442 1,666 
68,000 70,000 383 842 1,248 1,497 1,730 
70,000 72,000 397 873 1,294 1,553 1,793 
72,000 74,000 412 903 1,341 1,608 1,857 
74,000 76,000 426 935 1,386 1,663 1,921 
76,000 78,000 440 966 1,432 1,718 1,985 
78,000 80,000 454 997 1,478 1,774 2,048 
80,000 85,000 479 1,051 1,559 1,870 2,160 
85,000 90,000 514 1,129 1,674 2,008 2,319 
90,000 95,000 550 1,206 1,789 2,146 2,478 
95,000 100,000 585 1,284 1,904 2,284 2,637 

100,000 110,000 638 1,400 2,077 2,491 2,876 
110,000 120,000 709 1,555 2,307 2,767 3,195 
120,000 130,000 779 1,710 2,537 3,043 3,514 
130,000 140,000 850 1,865 2,767 3,319 3,833 
140,000 150,000 921 2,020 2,997 3,595 4,151 
150,000 160,000 992 2,175 3,228 3,870 4,470 
160,000 170,000 1,062 2,331 3,457 4,147 4,788 
170,000 180,000 1,133 2,486 3,687 4,423 5,107 
180,000 190,000 1,204 2,641 3,917 4,699 5,425 
190,000 200,000 1,274 2,796 4,148 4,974 5,745 
200,000 210,000 1,345 2,951 4,378 5,250 6,063 
210,000 220,000 1,416 3,106 4,608 5,527 6,381 
220,000 230,000 1,487 3,261 4,838 5,803 6,699 
230,000 240,000 1,557 3,416 5,069 6,078 7,019 
240,000 250,000 1,628 3,571 5,299 6,354 7,337 

SEC. 5. EFFECTIVE DATE 

This revenue procedure is effective for automobiles (other than leased automobiles) that are first placed in service 
during calendar year 1994 and to leased automobiles that are first leased during calendar year 1994. 

26 CFR 601.105: Examination of returns and 
claims for refund, credit, or abatement; deter
mination of correct tax liability. 
(Also Part I, § 42; I.42-IT.) 

Rev. Proc. 94-54 

SECTION 1. PURPOSE 

This revenue procedure publishes 
the amounts of unused housing credit 
carryovers allocated to qualified 
states under § 42(h)(3)(D) of the In
ternal Revenue Code for calendar 
year 1994. 

SEC. 2. BACKGROUND 

Rev. Proc. 92-31, 1992-1 C.B. 775, 
provides guidance to state housing 

credit agencies of qualified states on 
the procedure for requesting an allo
cation of unused housing credit carry
over under § 42(h)(3)(D). Section 
4.06 of Rev. Proc. 92-31 provides 
that the Internal Revenue Service will 
publish in the Internal Revenue Bulle
tin the amount of unused housing 
credit carryovers allocated to quali
fied states for a calendar year from a 
national pool of unused credit au
thority (the National Pool). This reve
nue procedure publishes these 
amounts for calendar year 1994. 

SEC. 3. PROCEDURE 

The unused housing credit carry
over amount allocated from the Na-

tional Pool by the Secretary to each 
qualified state for calendar year 1994 
is as follows! 

Qualified 
State 

Alaska 
Arizona 
California 
Colorado 
Delaware 
District of Columbia 
Florida 
Hawaii 
Idaho 
Kansas 
Maryland 

Amount 
Allocated 

$290,917 
1,899,140 

15,297,695 
1,719,733 

341,469 
291,909 

6,684,657 
574,896 
528,806 

1,250,400 
2,432,406 
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Qualified 
State 

Minnesota 
New Jersey 
New Mexico 
New York 
Ohio 
Oregon 
South Dakota 
Utah 
Virginia 
Washington 

Amount 
Allocated 

2,220,289 
3,860,231 

783,544 
8,979,782 
5,459,533 
1,475,402 

352,372 
898,523 

3,160,443 
2,545,403 

SEC. 4. EFFECTIVE DATE 

This revenue procedure is effective 
for allocations of housing credit dol
lar amounts attributable to the Na
tional Pool component of a qualified 
state's housing credit ceiling for cal
endar year 1994. 

26 CFR 601.201: Rulings and determination 
letters. 
(Also Part I, Sections 25. 103, 143; 1.25-1T, 
1.103-1,6a.103A-2.) 

Rev. Proc. 94-55 

SECTION 1. PURPOSE 

This revenue procedure provides is
suers of qualified mortgage bonds, as 
defined in section 143(a) of the Inter
nal Revenue Code, and issuers of 
mortgage credit certificates, as de
fined in section 25(c), with (1) the 
nationwide average purchase prices 
for new and existing residences locat
ed in the United States, and (2) the 
average area purchase price safe har
bor limitations for new and existing 
residences located in statistical areas 
in each state and the District of 
Columbia. 

SEC. 2. CHANGES 

.01 Office of Management and 
Budget Bulletin No. OMB-93-17, 
dated and effective June 30, 1993, 
established new definitions for the 
nation's metropolitan areas. In many 
cases, these areas are significantly 
different from the metropolitan statis
tical areas (MSAs) utilized in Rev. 
Proc. 92-34, 1992-1 C.B. 782. Some 
of the present MSAs are enlargements 
or consolidations of previous MSAs, 
some are entirely new, and some, 
called PMSAs (Primary Metropolitan 
Statistical Areas) are parts of expand
ed large areas called Consolidated 
Metropolitan Statistical Areas 
(CMSAs). 
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.02 MSAs and PMSAs frequently 
include portions of more than a single 
state. In Rev. Proc. 92-34 each statis
tical area is listed only under the state 
where its principal city is located. In 
this revenue procedure, however, 
where any part of a statistical area is 
located in a state, it is listed under 
that state, even though the principal 
city or cities in the statistical area 
may be located in and listed under 
the other state. For example, the 
Boston PM SA is partially located in 
New Hampshire. Therefore, it is list
ed under New Hampshire as well as 
under Massachusetts. 

SEC. 3. BACKGROUND 

.01 Section 103 (a) provides that, 
except as provided in section 103(b), 
gross income does not include interest 
on any state or local bond. Section 
103(b)(1) provides that section 103(a) 
shall not apply to any private activity 
bond that is not a "qualified bond" 
within the meaning of section 141. 
Section 141(e) provides that the term 
"qualified bond" means any private 
activity bond if that bond (1) is a 
qualified mortgage bond, (2) meets 
the volume cap requirements under 
section 146, and (3) meets the appli
cable requirements under section 147. 

.02 Section 143(a)(1)(A) 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 
residences; (ii) the issue meets the 
requirements of subsections (c), (d), 
(e), (f), (g), (h), (i), and (m)(7) of 
section 143; (iii) the issue does not 
meet the private business tests of 
paragraphs (1) and (2) of section 
141(b); and (iv) with respect to 
amounts received more than 10 years 
after the date of issuance, repayments 
of $250,000 or more of principal on 
financing provided by the issue are 
used not later than the close of the 
first semiannual period beginning af
ter the date the prepayment (or com
plete repayment) is received to redeem 
bonds that are part of the issue. 

.03 An issue of bonds meets the 
requirements of subsection (e) of sec-

tion 143 only if the acquisition cost 
of each residence financed by the 
issue does not exceed 90 percent of 
the average area purchase price appli
cable to such residence. In the case of 
a targeted area residence, the acquisi
tion cost may exceed 90 percent, but 
must not exceed 110 percent, of the 
average area purchase price. The term 
"average area purchase price" means, 
with respect to any residence, the 
average purchase price of single
family residences (in the statistical 
area in which the residence is located) 
that were purchased during the most 
recent 12-month period for which suf
ficient statistical information is avail
able. Separate determinations are 
made for new and existing residences, 
and for two-, three-, and four-family 
residences. 

.04 Section 143(e)(2) provides that 
the determination of the average area 
purchase price for a statistical area 
shall be made as of the date on which 
the commitment to provide the fi
nancing is made or, if earlier, the 
date of the purchase of the residence. 

.05 Section 6a.103A-2(f)(5)(i) of 
the Temporary Income Tax Regula
tions under Title II of the Omnibus 
Reconciliation Act of 1980 (issued 
under former section 103A(f), the 
predecessor of section 143(e» pro
vides that an issuer may rely upon the 
average area purchase price safe har
bor limitations published by the De
partment of the Treasury for the 
statistical area in which a residence is 
located. 

.06 Section 143(k)(2)(A) provides 
that the term "statistical area" means 
(i) a metropolitan statistical area 
(MSA), and (ii) any county (or the 
portion thereof) which is not within 
an MSA. A city that is not part of a 
county is treated as a county for 
purposes of this revenue procedure. 

.07 Office of Management and 
Budget Bulletin No. OMB-93-17, 
dated and effective June 30, 1993, 
established new definitions for the 
nation's metropolitan areas. An MSA 
is an area that contains at least 
100,000 population based upon the 
1990 Decennial Census. If an area has 
more than one million population and 
meets certain other specified require
ments, it is termed a "consolidated 
metropolitan statistical area" 
(CMSA). A CMSA consists of two or 
more major components called "pri
mary metropolitan statistical areas" 



(PMSAs). For purposes of this reve
nue procedure, PMSAs (but not 
CMSAs) are considered statistical ar
eas. MSAs and/or PMSAs may in
clude portions of more than a single 
state and generally include one or 
more entire counties. Exceptions in
clude the six New England States, 
where they are defined in terms of 
cities and towns, and Alaska and 
Louisiana, where the terms borough 
and parish, respectively, are used in
stead of county. 

.08 An issuer may use a limitation 
different from the published safe har
bor limitation if the issuer has more 
accurate and comprehensive data for 
the statistical area. See Section 
6a.103A-2(f)(5)(i) of the temporary 
regulations. In such a case, when 
computing the average area purchase 
price for a statistical area that is an 
MSA or PMSA, as defined in OMB 
Bulletin 93-17, the issuer must make 
the computation for the entire appli
cable MSA or PMSA. When comput
ing the average area purchase price 
for a statistical area that is not an 
MSA or PMSA, the issuer must make 
the computation for the entire statisti
cal area and may not combine statisti
cal areas. Thus, the issuer may not 
combine two or more counties. 

.09 A state or local government 
may elect to exchange all or part of 
its qualified mortgage bond authority 
for authority to issue mortgage credit 
certificates. In general, the recipient 
of a mortgage credit certificate may 
claim a federal income tax credit 
equal to the product of the certificate 
credit rate and the interest paid or 
accrued during the tax year on the 
remaining principal of the certified 
indebtedness amount. Section 
25(c)(2)(A)(iii)(III) provides that the 
indebtedness certified by mortgage 
credit certificates must meet the pur
chase price requirements under sec
tion 143(e). Thus, the purchase price 
of the residence financed may not 
exceed 90 percent of the average area 
purchase price (110 percent in a tar
geted area). 

.1 0 Average area purchase price 
safe harbor limitations were most re
cently published in Rev. Proc. 92-34, 
1992-1 C.B. 782. Section 6.01 of 
Rev. Proc. 92-34 provides that issuers 
may rely on those average area pur
chase price safe harbor limitations 
until they are rendered obsolete by a 

new revenue procedure, such as this 
one. 

.11 Section 143(f) imposes a re
quirement concerning the income of 
mortgagors for whom financing is 
provided under qualified mortgage 
bonds. Section 25(c)(2)(A)(iii)(IV) 
provides that the recipients of mort
gage credit certificates must meet the 
income requirements under section 
143(f). Under section 143(f)(1), this 
income requirement is generally met 
only if owner financing under a qual
ified mortgage bond and all certified 
indebtedness amounts under a mort
gage credit certificate program are 
provided to mortgagors whose family 
income is 115 percent or less of the 
applicable median family income. 
However, paragraph (5) of section 
143(f) generally provides for an up
ward adjustment of the income re
quirement in areas (high housing cost 
areas) where the ratio of the area's 
housing costs to the area's median 
income is more than 20 percent high
er than the analogous ratio computed 
on a nationwide basis. 

.12 For purposes of determining 
whether an area is a high housing 
cost area under section 143(f)(5), the 
issuer of qualified mortgage bonds or 
mortgage credit certificates must com
pute the housing cost/income ratio 
under section 143(f)(5)(D). Two of 
the elements that must be considered 
in computing the housing cost/in
come ratio are the average purchase 
prices for new and existing residences 
located in the United States. Section 
3.06 0 f Rev. Proc. 92-34, sets forth 
the most recent nationwide average 
purchase prices, which are effective 
until they are rendered obsolete by a 
new revenue procedure, such as this 
one. The other elements of the hous
ing cost/income ratio, relating to in
come, were most recently considered 
in Rev. Proc. 94-21, 1994-1 C.B. 
607. 

.13 The Department of Housing 
and Urban Development has provided 
the Internal Revenue Service with es
timates of average area purchase pric
es. These estimates are based on in
formation from the "Mortgage Inter
est Rate Survey" prepared by the Fed
eral Housing Finance Board (FHFB). 
The survey contains sales price esti
mates for both new and existing one
family nonfarm residences. The esti
mates are generally based on data for 
the 12 months ending December 31, 

1993. If sufficient sales price esti
mates were available from the 12-
month period for both new and exist
ing residences in an MSA or PMSA, 
safe harbor limitations for both new 
and existing residences were comput
ed and are included in this revenue 
procedure. If sufficient sales price 
estimates were available for only one 
category (new or existing) of resi
dence, then a safe harbor limitation 
for only that category is included in 
this revenue procedure. If sufficient 
sales price data were available for 
neither new nor existing residences in 
an area, then no separate safe harbor 
limitation for that area is contained 
in this revenue procedure. Data 
for the areas in each state with in
sufficient sales price data are com
bined to produce an estimate for "all 
other areas" in the state. (If the 
available data for "all other areas" in 
a state are insufficient, the listing uses 
a regional estimate as the average 
purchase price for "all other areas" 
in that state.) 

.14 The figures provided in section 
5 below incorporate adjustments that 
compensate for the fact that the un
derlying data from the FHFB do not 
include mortgages insured by the Fed
eral Housing Administration or loans 
guaranteed by the Veterans Adminis
tration. 

SEC. 4. APPLICATION 

.01 Estimates of the average pur
chase prices for new and existing 
residences nationwide and for statisti
cal areas in each state and the District 
of Columbia are set forth in section 5 
below. The list of MSAs and PMSAs 
in section 5.02 is consistent with 
OMB Bulletin 93-17; however, the 
areas included in a particular MSA or 
PMSA may be changed from those 
areas included in the MSA or PMSA 
of the same name provided in Rev. 
Proc. 92-34. Unless otherwise speci
fied, all areas listed in section 5, 
below, are metropolitan statistical ar
eas (MSAs). In addition, an MSA or 
PMSA that includes portions of more 
than one state is listed under each 
state where part of the MSA or 
PMSA is located. Issuers of qualified 
mortgage bonds and issuers of quali
fied mortgage certificates (" Issuers") 
may rely on these estimates as safe 
harbor limitations to satisfy the re
quirements of section 143(e). If no 
estimate is available for an area, the 
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safe harbor limitation for "all other 
areas" of the state may be used as a 
substitute for the omitted category. 

.02 Safe harbor limitations for 
two- to four-family residences are 
equal to the appropriate average area 
purchase price for single-family resi
dences multiplied by the following 
adjustment factor: l.126 for two
family residences, 1.363 for three
family residences, and 1.585 for four
family residences. These adjustment 
factors are similar to those used for 
the FHA mortgage limitations. 

.03 If a residence is in an MSA or 
PMSA, the safe harbor limitation 
applicable to it is the limitation of 
that MSA or PMSA. If a residence is 
in an MSA or PMSA that falls in 
more than one state, the MSA or 
PM SA is listed in section 5 under 
each state. The safe harbor limitation 
applicable to that residence is the 
limitation provided for the MSA or 
PMSA and not the limitation provid
ed for "all other areas" in the state 
in which the residence is located. If 
sufficient data are not available for 
the applicable category of residence 
(new or existing) in the MSA or 
PMSA, however, then the safe harbor 
limitation for "all other areas" of the 
state in which the residence is actually 
located is used for the omitted cate
gory. For example, data are unavail
able for the Steubenville-Weirton 
MSA, part of which is in Ohio and 
part in West Virginia. The safe har-

bor limitation for Steubenville and 
other Ohio portions of this MSA is 
the "all other areas" listing for Ohio, 
while the safe harbor limitation of 
Weirton and other portions of West 
Virginia in this MSA is the "all other 
areas" listing for West Virginia. If, 
pursuant to section 6a.103A-2(£)(5)(i) 
of the temporary regulations (see sec
tion 3.08, above), an issuer has accu
rate and comprehensive data for the 
Steubenville-Weirton MSA, then the 
issuer may use such data as its aver
age area purchase price limitation, 
provided that when computing the 
average area purchase price, the issu
er uses data for the entire Steuben
ville-Weirton MSA. 

.04 An issuer that receives a ruling 
permitting it to rely on an average 
area purchase price limitation that is 
higher than the applicable safe harbor 
limitation in this revenue procedure 
(see section 3.08, above) may rely on 
that higher limitation for the purpose 
of satisfying the purchase price re
quirement for bonds sold, and bond 
authority exchanged for authority to 
issue mortgage credit certificates, not 
more than 30 months following the 
termination date of the 12-month pe
riod used by the issuer to compute 
the limitation. 

.05 When computing the housing 
cost/income ratio under section 
143(£)(5), issuers must use as the na
tionwide average purchase price for 
residences located in the United States 

SEC. 5. AVERAGE PURCHASE PRICES 

the figures in section 5.01 of $147,693 
for new residences and $133,497 for 
existing residences (based on data 
from a 12-month period ending De
cember 31, 1993). 

.06 If, for purposes of computing 
the housing cost/income ratio, an 
issuer computes different average area 
purchase price limitations based on 
more accurate and comprehensive 
data, the issuer must use data from a 
12-month period that begins no earli
er than July 1, 1992, and ends no 
later than June 30, 1994. 

.07 If, pursuant to section 7.02 of 
this revenue procedure, an issuer re
lies on the average area purchase 
price safe harbor limitations con
tained in Rev. Proc. 92-34, the issuer 
must use the nationwide average 
purchase prices set forth in section 
3.06 of Rev. Proc. 92-34 in com
puting the housing cost/income 
ratio under section 143(£)(5). Like
wise, if, pursuant to section 7.05 of 
this revenue procedure, an issuer re
lies on the nationwide average pur
chase price published in Rev. Proc. 
92-34, the issuer may not rely on 
the average area purchase price safe 
harbor limitations published in this 
revenue procedure or on safe harbor 
limitations based on more accurate 
and comprehensive data unless that 
data is from a 12-month period that 
begins no earlier than March 1, 1990, 
and ends no later than February 29, 
1992. 

.01 Average nationwide purchase prices for single-family residences (for use in the housing cost/income ratio). 

All Areas: 

.02 Average area purchase prices for single-family residences. 

STATE AND AREA DESIGN A TION 
(All areas listed are MSAs unless specified otherwise) 

Alabama 
Anniston .............................................. . 
Birmingham ........................................... . 
Columbus (GA) ....................................... . 
Decatur ............................................... . 
Dothan ............................................... . 
Florence ............................................... 
Gadsden .............................................. . 

NEW 

$147,693 

EXISTING 

$133,497 

A VERAGE AREA PURCHASE PRICE 
SAFE HARBOR LIMITATIONS FOR 

SINGLE-FAMILY RESIDENCES 

NEW EXISTING 

N/A* N/A* 
N/A* $120,998 
N/A* N/A* 
N/A* N/A* 
N/A* N/A* 
N/A* N/A* 
N/A* N/A* 

*Not available. The safe harbor limitation for "all other areas" of the state in which the residence is actually locat
ed may be used. 
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STA TE AND AREA DESIGN A TION 
(All areas listed are MSAs unless specified otherwise) 

Huntsville ............................................. . 
Mobile ............................................... . 
Montgomery .......................................... . 
Tuscaloosa ............................................ . 
All Other Areas ....................................... . 

Alaska 
Anchorage ................................... l ........ . 
All Other Areas ....................................... . 

Arizona 
Las Vegas (NV) ....................................... . 
Phoenix-Mesa ........................................ . 
Tucson ............................................... . 
Yuma ................................................ . 
All Other Areas ....................................... . 

Arkansas 
Fayetteville-Springdale-Rogers ........................ . 
Fort Smith ............................................ . 
Little Rock-North Little Rock .......................... . 
Memphis (TN) ......................................... . 
Pine Bluff ............................................ . 
Texarkana (TX)-Texarkana (AR) ....................... . 
All Other Areas ....................................... . 

California 
Bakersfield ............................................ . 
Chico-Paradise ....................................... . 
Fresno ................................................ . 
Los Angeles-Long Beach PMSA ........................ . 
Merced ............................................... . 
Modesto .............................................. . 
Oakland PMSA ....................................... . 
Orange County PMSA ................................. . 
Redding MSA ......................................... . 
Riverside-San Bernardino PMSA ....................... . 
Sacramento PMSA ..................................... . 
Salinas ............................................... . 
San Diego ............................................ . 
San Francisco PM SA ................................... . 
San Jose PMSA ....................................... . 
San Luis Obispo-Atascadero-Paso Robles .............. . 
Santa Barbara-Santa Maria-Lompoc ................... . 
Santa Cruz-Watsonville PMSA ......................... . 
Santa Rosa PM SA ..................................... . 
Stockton-Lodi. ....................................... . 
Vallejo-Fairfield-Napa PMSA ......................... . 
Ventura PMSA ........................................ . 
Visalia-Tulare-Porterville ............................. . 
Yolo PMSA ................................. ·.········· 
Yuba City ............................................ . 
All Other Areas ....................................... . 

Colorado 
Boulder-Longmont PMSA ............................. . 
Colorado Springs ...................................... . 
Denver PMSA ......................................... . 
Fort Collins-Loveland ................................. . 

A VERAGE AREA PURCHASE PRICE 
SAFE HARBOR LIMITATIONS FOR 

SINGLE-FAMILY RESIDENCES 

NEW EXISTING 

N/A* 73,849 
N/A* 105,487 
N/A* N/A* 
N/A* N/A* 

125,725 70,499 

N/A* N/A* 
169,546 127,571 

125,813 138,144 
135,173 120,312 
N/A* 106,717 
N/A* N/A* 

115,215 97,757 

N/A* N/A* 
N/A* 80,672 
N/A* 112,605 

127,279 134,553 
N/A* N/A* 
N/A* N/A* 

121,977 95,405 

N/A* 109,468 
N/A* 107,011 
N/A* 127,903 

256,182 217,998 
N/A* N/A* 
N/A* 124,902 

222,144 208,858 
255,426 227,597 
N/A* 123,459 

166,221 178,054 
170,787 149,174 
N/A* 198,395 

166,592 185,813 
248,969 285,011 
264,117 253,790 
N/A* 198,734 
N/A* 203,826 
N/A* 239,198 
N/A* 209,544 
N/A* 133,902 

192,559 193,577 
N/A* 211,499 
N/A* 98,074 
N/A* N/A* 
N/A* N/A* 

187,899 159,905 

N/A* 160,891 
N/A* 111,939 

144,770 131,083 
166,510 122,486 

*Not available. The safe harbor limitation for "all other areas" of the state in which the residence is actually locat
ed may be used. 
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STATE AND AREA DESIGN A TION 
(All areas listed are MSAs unless specified otherwise) 

Greeley PMSA ........................................ . 
Pueblo ............................................... . 
All Other Areas ....................................... . 

Connecticut 
Bridgeport PMSA ................................... " ., 
Danbury PMSA ....................................... . 
Hartford .............................................. . 
New Haven-Meriden PMSA ........................... . 
New London-Norwich ................................. . 
Stamford-Norwalk PMSA ............................. . 
Waterbury PMSA ...................................... . 
Worcester (MA) PMSA ....... " .... '" .. '" ............ . 
All Other Areas ....................................... . 

Delaware 
Dover ................................................ . 
Wilmington-Newark PM SA ............................ . 
All Other Areas ....................................... . 

District of Columbia 
Washington PMSA .................................... . 

Florida 
Daytona Beach ........................................ . 
Fort Lauderdale PMSA .......... , ...... '" ............. . 
Fort Myers-Cape Coral. .... " ... , " .... " .......... " .. 
Fort Pierce-Port St. Lucie ............................. . 
Fort Walton Beach ..................................... . 
Gainesville ............................................ . 
Jacksonville ........................................... . 
Lakeland-Winter Haven ............................... . 
Melbourne-Titusville-Palm Bay ....................... . 
Miami PMSA ......................................... . 
Naples ................................................ . 
Ocala ................................................. . 
Orlando .............................................. . 
Panama City .......................................... . 
Pensacola .............................. " ., ........... . 
Punta Gorda .......................................... . 
Sarasota-Bradenton ................................... . 
Tallahassee ............................................ . 
Tampa-St. Petersburg-Clearwater ..................... . 
West Palm Beach-Boca Raton ................ '" ....... . 
All Other Areas ....................................... . 

Georgia 
Albany ............................................... . 
Athens ..................................... '" .... " .. 
Atlanta ............................................... . 
Augusta-Aiken (SC) .................................. . 
Chattanooga (TN) ..................................... . 
Columbus ............................................. . 
Macon ................................................ . 
Savannah ............................................. . 
All Other Areas ....................................... . 

Hawaii 
Honolulu ............................................. . 
All Other Areas ....................................... . 

A VERAGE AREA PURCHASE PRICE 
SAFE HARBOR LIMITATIONS FOR 

SINGLE-FAMIL Y RESIDENCES 

NEW EXISTING 

N/A* N/A* 
N/A* N/A* 

174,062 132,830 

N/A* 255,075 
N/A* N/A* 

177,606 152,821 
161,752 189,514 
N/A* 142,172 
N/A* N/A* 
N/A* N/A* 
N/A* 135,494 

161,822 167,908 

N/A* N/A* 
162,748 153,243 
151,819 154,252 

202,561 200,897 

N/A* 79,652 
137,986 120,807 
135,041 113,603 
102,938 106,314 
N/A* N/A* 
N/A* N/A* 

117,797 102,767 
96,802 63,928 

123,055 100,940 
132,710 126,021 
N/A* 131,405 
N/A* N/A* 

106,487 113,008 
N/A* N/A* 
N/A* N/A* 
N/A* 88,293 

118,568 105,550 
N/A* 100,062 
98,533 92,768 

148,934 119,944 
118,184 109,470 

N/A* N/A* 
N/A* N/A* 

130,790 134,383 
113,156 111,357 
N/A* 61,286 
N/A* N/A* 
N/A* N/A* 
N/A* 102,257 

116,247 82,659 

268,321 293,549 
266,521 262,282 

*Not available. The safe harbor limitation for "all other areas" of the state in which the residence is actually locat
ed may be used. 
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A VERAGE AREA PURCHASE PRICE 
STATE AND AREA DESIGN A TION SAFE HARBOR LIMIT A TIONS FOR 

(All areas listed are MSAs unless specified otherwise) SINGLE-FAMIL Y RESIDENCES 

NEW EXISTING 

Idaho 
Boise City ............................................ . N/A* N/A* 
All Other Areas ....................................... . 166,401 91,631 

Illinois 
Bloomington-Normal. ................................. . N/A* N/A* 
Champaign-Urbana ................................... . N/A* 77,588 
Chicago PMSA ........................................ . 174,069 157,646 
Davenport (lA)-Moline-Rock Island ................... . N/A* 89,741 
Decatur ............................................... . N/A* N/A* 
Kankakee PM SA ...................................... . N/A* 72,157 
Peoria-Pekin ......................................... . N/A* 66,245 
Rockford ............................................. . N/A* 85,095 
St. Louis (MO) ........................................ . 135,466 112,014 
Springfield ............................................ . N/A* 73,563 
All Other Areas ....................................... . 93,642 89,579 

Indiana 
Bloomington .......................................... . N/A* N/A* 
Cincinnati (OH) PMSA ................................. . 159,897 123,129 
Elkart-Goshen ........................................ . N/A* 86,688 
Evansville-Henderson (KY) ............................ . N/A* 74,089 
Fort Wayne ........................................... . N/A* 90,565 
Gary PMSA ........................................... . 160,964 119,656 
Indianapolis ........................................... . 139,678 118,740 
Kokomo .............................................. . N/A* N/A* 
Lafayette ............................................. . N/A* 96,110 
Louisville (KY) ........................................ . 112,703 104,635 
Muncie ............................................... . N/A* N/A* 
South Bend ........................................... . N/A* 104,353 
Terre Haute ........................................... . N/A* N/A* 
All Other Areas ....................................... . 132,794 74,524 

Iowa 
Cedar Rapids .......................................... . N/A* 87,824 
Davenport-Moline (lL)-Rock Island (IL) ............... . N/A* 89,741 
Des Moines ........................................... . N/A* N/A* 
Dubuque .............................................. . N/A* N/A* 
Iowa City ............................................. . N/A* N/A* 
Omaha (NE) .......................................... . N/A* 90,498 
Sioux City ............................................ . N/A* 84,297 
Waterloo-Cedar Falls ................................. . N/A* N/A* 
All Other Areas ....................................... . 130,212 71,539 

Kansas 
Kansas City (MO)-Kansas City (KS) .................... . 140,028 102,308 
Lawrence ............................................. . N/A* 87,309 
Topeka ............................................... . N/A* 94,119 
Wichita ............................................... . 112,920 95,230 
All Other Areas ....................................... . 131,130 69,908 

Kentucky 
Cincinnati (OH) PMSA ................................. . 
Clarksville (TN)-Hopkinsville .......................... . 
Evansville (IN)-Henderson ............................. . 

159,897 123,129 
N/A* N/A* 
N/A* 74,089 

Huntington (WV)-Ashland ............................. . 
Lexington ................................... ·········· . 
Louisville ............................................. . 

N/A* 45,275 
N/A* 101,813 

112,703 104,635 

Owensboro ................... ························· . N/A* N/A* 
All Other Areas ....................................... . 112,278 78,193 

*Not available. The safe harbor limitation for "all other areas" of the state in which the residence is actually locat
ed may be used. 
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STATE AND AREA DESIGNATION 
(All areas listed are MSAs unless specified otherwise) 

Louisiana 
Alexandria ............................................ . 
Baton Rouge .......................................... . 
Houma ............................................... . 
Lafayette ............................................. . 
Lake Charles .......................................... . 
Monroe ............................................... . 
New Orleans .......................................... . 
Shreveport-Bossier City ............................... . 
All Other Areas ....................................... . 

Maine 
Bangor ............................................... . 
Lewiston-Auburn ..................................... . 
Portland .............................................. . 
Portsmouth {NH)-Rochester (NH) PMSA ............... . 
All Other Areas ....................................... . 

Maryland 
Baltimore PMSA ...................................... . 
Cumberland ........................................... . 
Hagerstown PM SA .................................... . 
Washington (DC) PMSA ............................... . 
Wilmington {DE)-Newark (DE) PMSA .................. . 
All Other Areas ....................................... . 

Massachusetts 
Barnstable-Yarmouth ................................. . 
Boston PMSA ......................................... . 
Brockton PMSA ....................................... . 
Fitchburg-Leominster PMSA ........................... . 
Lawrence PMSA ....................................... . 
Lowell PMSA ......................................... . 
New Bedford PMSA ................................... . 
Pittsfield .............................................. . 
Providence {RI)-Fall River-Warwick (RI) ............... . 
Springfield ............................................ . 
Worcester PMSA ...................................... . 
All Other Areas ....................................... . 

Michigan 
Ann Arbor PMSA ..................................... . 
Benton Harbor ........................................ . 
Detroit PMSA ......................................... . 
Flint PMSA ........................................... . 
Grand Rapids-Muskegon-Holland ..................... . 
Jackson ............................................... . 
Kalamazoo-Battle Creek ............................... . 
Lansing-East Lansing .......................... , ...... . 
Saginaw-Bay City-Midland ........................... . 
All Other Areas ....................................... . 

Minnesota 
Duluth-Superior (WI) ................................. . 
Fargo {ND)-Moorhead ................................ . 
Grand Forks (ND) ..................................... . 
La Crosse (WI) ........................................ . 
Minneapolis-St. Paul .................................. . 
Rochester ............................................. . 
St. Cloud ............................................. . 
All Other Areas ....................................... . 

A VERAGE AREA PURCHASE PRICE 
SAFE HARBOR LIMIT A TIONS FOR 

SINGLE-FAMILY RESIDENCES 

NEW EXISTING 

N/A* N/A* 
N/A* 104,777 
N/A* N/A* 
N/A* 105,245 
N/A* N/A* 
N/A* N/A* 
N/A* 131,164 
N/A* N/A* 

121,977 110,301 

N/A* N/A* 
N/A* N/A* 
N/A* 152,204 
N/A* 138,091 

143,484 105,001 

175,362 156,260 
N/A* 84,330 
N/A* N/A* 

202,561 200,897 
162,748 153,243 
174,510 148,798 

N/A* N/A* 
164,603 168,148 
N/A* N/A* 
N/A* N/A* 
N/A* N/A* 
N/A* N/A* 
N/A* 130,323 
N/A* N/A* 
N/A* 133,371 
N/A* 123,402 
N/A* 135,494 

159,999 135,484 

N/A* 130,327 
N/A* 128,386 

139,599 130,169 
N/A* 76,827 
N/A* 110,546 
N/A* 89,453 
N/A* 70,137 
N/A* 104,283 
N/A* 119,641 

160,593 67,723 

N/A* 113,124 
N/A* 101,298 
N/A* N/A* 
N/A* 81,223 

149,175 125,070 
N/A* N/A* 
N/A* 87,273 

145,634 86,156 

*Not available. The safe harbor limitation for "all other areas" of the state in which the residence is actually locat
ed may be used. 
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STA TE AND AREA DESIGNATION 
(All areas listed are MSAs unless specified otherwise) 

Mississippi 
Biloxi-Gulfport-Pascagoula ........................... . 
Jackson ............................................... . 
Memphis (TN) ......................................... . 
All Other Areas ....................................... . 

Missouri 
Columbia ............................................. . 
Joplin ................................................ . 
Kansas City (MO)-Kansas City (KS) •.................... 
St. Joseph ............................................ . 
St. Louis ............................................. . 
Springfield ............................................ . 
All Other Areas ....................................... . 

Montana 
Billings ............................................... . 
Great Falls ............................................ . 
All Other Areas ....................................... . 

Nebraska 
Lincoln ............................................... . 
Omaha ............................................... . 
Sioux City (IA) ........................................ . 
All Other Areas ....................................... . 

Nevada 
Las Vegas ............................................. . 
Reno ................................................. . 
All Other Areas ....................................... . 

New Hampshire 
Boston (MA) PMSA ................................... . 
Lawrence (MA) PMSA ................................. . 
Lowell (MA) PMSA ................................... . 
Manchester PMSA ..................................... . 
Nashua PMSA ........................................ . 
Portsmouth-Rochester PMSA .......................... . 
All Other Areas ....................................... . 

New Jersey 
Atlantic-Cape May PMSA ............................. . 
Bergen-Passaic PMSA ................................. . 
Jersey City PM SA ..................................... . 
Middlesex-Somerset-Hunterdon PMSA ................. . 
Monmouth-Ocean PMSA .............................. . 
Newark PMSA ........................................ . 
Philadelphia (P A) PMSA ............................... . 
Trenton PM SA ........................................ . 
Vineland-Millville-Bridgeton PMSA ................... . 
All Other Areas ....................................... . 

New Mexico 
Albuquerque .......................................... . 
Las Cruces ............................... ·············· 
Santa Fe .......................... ····················· 
All Other Areas ....................................... . 

New York 
Albany-Schenectady-Troy ............................ . 
Binghamton ........................................... . 
Buffalo-Niagara Falls ................................. . 
Dutchess County PMSA ................................ . 

A VERAGE AREA PURCHASE PRICE 
SAFE HARBOR LIMITA TIONS FOR 

SINGLE-FAMILY RESIDENCES 

NEW EXISTING 

N/A* 86,577 
N/A* 123,637 

127,279 134,553 
120,303 68,622 

N/A* N/A* 
N/A* N/A* 

140,028 102,308 
N/A* N/A* 

135,466 112,014 
N/A* 79,338 

110,310 73,391 

N/A* N/A* 
N/A* N/A* 

174,062 117,170 

N/A* 84,068 
N/A* 90,498 
N/A* 84,297 

130,212 64,086 

125,813 138,184 
N/A* 126,551 

127,302 138,113 

164,603 168,148 
N/A* N/A* 
N/A* N/A* 
N/A* 127,509 
N/A* N/A* 
N/A* 138,091 

143,484 126,646 

N/A* 144,053 
230,703 203,519 
N/A* 142,338 

198,237 183,913 
143,390 161,928 
192,532 200,266 
155,010 157,395 
N/A* 177,414 
N/A* N/A* 

185,579 177,245 

141,071 125,355 
N/A* N/A* 
N/A* N/A* 

134,064 94,060 

N/A* 132,319 
N/A* N/A* 

127,110 110,261 
N/A* 143,275 

*Not available. The safe harbor limitation for "all other areas" of the state in which the residence is actually locat
ed may be used. 
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STATE AND AREA DESIGNATION 
(All areas listed are MSAs unless specified otherwise) 

Elmira ................................................ . 
Glens Falls ............................................ . 
Jamestown ............................................ . 
Nassau-Suffolk PMSA ................................ . 
New York City PMSA ................................. . 
Newburgh PMSA ...................................... . 
Rochester ............................................. . 
Syracuse ................................ '" ........... . 
Utica-Rome .......................................... . 
All Other Areas ....................................... . 

North Carolina 
Asheville .............................................. . 
Charlotte-Gastonia-Rock Hill (SC) .................... . 
Fayetteville ............................................ . 
Goldsboro ............................................ . 
Greensboro-Winston-Salem-High Point ................ . 
Greenville ............................................. . 
Hickory-Morganton ................................... . 
Jacksonville ........................................... . 
Norfolk (VA)-Virginia Beach (VA)-Newport News (VA) .. 
Raleigh-Durham-Chapel Hill .......................... . 
Rocky Mount ......................................... . 
Wilmington ........................................... . 
All Other Areas ....................................... . 

North Dakota 
Bismarck ............................................. . 
Fargo-Moorhead (MN) ................................ . 
Grand Forks .......................................... . 
All Other Areas ....................................... . 

Ohio 
Akron PMSA ......................................... . 
Canton-Massillon ..................................... . 
Cincinnati PMSA ...................................... . 
Cleveland-Lorain-Elyria PMSA ....................... . 
Columbus ............................................. . 
Dayton-Springfield .................................... . 
Hamilton-Middletown PMSA .......................... . 
Huntington (WV)-Ashland (KY) ........................ . 
Lima .......................... -....................... . 
Mansfield ............................................. . 
Parkersburg (WV)-Marietta ............................ . 
Steubenville-Weirton (WV) ............................ . 
Toledo ............................................... . 
Wheeling (WV) ........................................ . 
youngstown-Warren .................................. . 
All Other Areas ....................................... . 

Oklahoma 
Enid ................................................. . 
Fort Smith (AR) ....................................... . 
Lawton ............................................... . 
Oklahoma City ........................................ . 
Tulsa ................................................. . 
All Other Areas ....................................... . 

A VERAGE AREA PURCHASE PRICE 
SAFE HARBOR LIMITATIONS FOR 

SINGLE-FAMIL Y RESIDENCES 

NEW EXISTING 

N/A* N/A* 
N/A* N/A* 
N/A* N/A* 

174,085 184,024 
185,312 200,279 
N/A* 150,261 

140,394 121,261 
136,444 95,855 
N/A* N/A* 

154,439 123,906 

N/A* N/A* 
121,574 123,338 
N/A* N/A* 
N/A* N/A* 

134,967 106,918 
N/A* N/A* 
N/A* 99,654 
N/A* N/A* 

155,855 130,664 
143,425 126,657 
N/A* N/A* 
N/A* 117,011 

114,873 100,180 

N/A* N/A* 
N/A* 101,198 
N/A* N/A* 

174,062 65,607 

119,915 112,105 
N/A* 87,121 

159,897 123,129 
166,048 117,248 
124,865 120,499 
N/A* 113,816 
N/A* 112,252 
N/A* 45,275 
N/A* N/A* 
N/A* N/A* 
N/A* N/A* 
N/A* N/A* 
N/A* 104,674 
N/A* N/A* 
92,320 82,278 

139,540 62,346 

N/A* N/A* 
N/A* 80,672 
N/A* N/A* 

116,657 99,359 
N/A* 122,890 

100,674 54,056 

*Not available. The safe harbor limitation for "all other areas" of the state in which the residence is actually locat
ed may be used. 
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(All areas listed are MSAs unless specified otherwise) 

Oregon 
Eugene-Springfield .................................... . 
Medford-Ashland ..................................... . 
Portland-Vancouver (WA) PMSA ...................... . 
Salem PMSA .......................................... . 
All Other Areas ....................................... . 

Pennsylvania 
Allentown-Bethlehem-Easton ......................... . 
Altoona .............................................. . 
Erie .................................................. . 
Harrisburg-Lebanon-Carlisle .......................... . 
Johnstown ............................................ . 
Lancaster ............................................. . 
Newburgh (NY) PM SA ................................. . 
Philadelphia PMSA .................................... . 
Pittsburgh ............................................ . 
Reading .............................................. . 
Scranton-Wilkes-Barre-Hazleton ....................... . 
Sharon ............................................... . 
State College .......................................... . 
Williamsport .......................................... . 
york ................................................. . 
All Other Areas ....................................... . 

Rhode Island 
New London (CN)-Norwich (CN) ...................... . 
Providence-Fall River (MA)-Warwick .................. . 
All Other Areas ....................................... . 

South Carolina 
Augusta (GA)-Aiken .................................. . 
Charleston-North Charleston ........................... . 
Charlotte (NC)-Gastonia (NC)-Rock Hill ............... . 
Columbia ............................................. . 
Florence .............................................. . 
Greenville-Spartanburg-Anderson ...................... . 
Myrtle Beach .......................................... . 
Sumter ............................................... . 
All Other Areas ....................................... . 

South Dakota 
Rapid City ............................................ . 
Sioux Falls ............................................ . 
All Other Areas ....................................... . 

Tennessee 
Chattanooga .......................................... . 
Clarksville-Hopkinsville (KY) .......................... . 
Jackson ............................................... . 
Johnson City-Kings port-Bristol (TN-VA) .............. . 
Knoxville ................... ·························· . 
Memphis ..................................... ········· . 
Nashville .............................................. . 
All Other Areas ....................................... . 

Texas 
Abilene ................. ······························ . 
Amarillo ..................... ························· . 
Austin-San Marcos ................................... . 

A VERAGE AREA PURCHASE PRICE 
SAFE HARBOR LIMIT A TIONS FOR 

SINGLE-FAMILY RESIDENCES 

NEW EXISTING 

N/A* N/A* 
N/A* 123,735 

233,967 128,750 
N/A* 107,738 

206,558 97,551 

165,882 125,041 
N/A* 82,544 
N/A* 82,219 

126,322 116,504 
N/A* N/A* 
N/A* 117,887 
N/A* 150,261 

155,010 157,395 
127,406 109,079 
120,271 111,751 
N/A* 81,664 
N/A* N/A* 
N/A* 119,581 
N/A* N/A* 

129,775 102,714 
96,134 75,113 

N/A* 142,172 
N/A* 133,371 

161,822 133,478 

113,156 111,357 
174,771 123,066 
121,574 123,338 
92,409 99,401 
N/A* N/A* 
98,728 96,649 
N/A* 91,898 
N/A* N/A* 

115,147 111,873 

N/A* N/A* 
N/A* 105,427 

174,062 67,764 

N/A* 61,286 
N/A* N/A* 
N/A* N/A* 
N/A* 87,390 

133,887 102,627 
127,279 134,553 
152,735 142,289 
100,248 63,594 

N/A* N/A* 
N/A* N/A* 

139,603 119,183 

*Not available. The safe harbor limitation for "all other areas" of the state in which the residence is actually locat
ed may be used. 
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Beaumont-Port Arthur ................................ . 
Brazoria PMSA ....................................... . 
Brownsville-Harlingen-San Benito ..................... . 
Bryan-College Station ................................. . 
Corpus Christi. ........................................ . 
Dallas PMSA ......................................... . 
El Paso ............................................... . 
Fort Worth-Arlington PMSA .......................... . 
Galveston-Texas City PMSA ........................... . 
Houston PMSA ....................................... . 
Killeen-Temple ....................................... . 
Laredo ............................................... . 
Longview-Marshall ................................... . 
Lubbock .............................................. . 
McAllen-Edinburg-Mission ........................... . 
Odessa-Midland ...................................... . 
San Angelo ........................................... . 
San Antonio .......................................... . 
Sherman-Denison ..................................... . 
Texarkana (TX)-Texarkana (AR) ....................... . 
Tyler ................................................. . 
Victoria ............................................... . 
Waco ................................................. . 
Wichita Falls .......................................... . 
All Other Areas ....................................... . 

Utah 
Provo-Orem ......................................... . 
Salt Lake City-Ogden ................................. . 
All Other Areas ....................................... . 

Vermont 
Burlington ............................................ . 
All Other Areas ....................................... . 

Virginia 
Charlottesville ......................................... . 
Danville .............................................. . 
Johnson City (TN)-Kingsport (TN)-Bristol (TN-VA) ..... . 
Lynchburg ............................................ . 
Norfolk-Virginia Beach-Newport News ................. . 
Richmond-Petersburg ................................. . 
Roanoke .............................................. . 
Washington (DC) PMSA ............................... . 
All Other Areas ....................................... . 

Washington 
Bellingham ............................................ . 
Bremerton PMSA ...................................... . 
Olympia PM SA ....................................... . 
Portland (OR)-Vancouver PMSA ....................... . 
Richland-Kennewick-Pasco ........................... . 
Seattle-Bellevue-Everett PMSA ........................ . 
Spokane .............................................. . 
Tacoma PMSA ........................................ . 
yakima ............................................... . 
All Other Areas ....................................... . 

A VERAGE AREA PURCHASE PRICE 
SAFE HARBOR LIMITA TIONS FOR 

SINGLE-FAMILY RESIDENCES 

NEW EXISTING 

N/A* 69,838 
N/A* 72,919 
N/A* N/A* 
N/A* N/A* 
N/A* 96,910 

136,316 127,129 
N/A* 95,700 

156,152 105,816 
N/A* 75,755 

114,776 104,488 
N/A* 107,793 
N/A* N/A* 
N/A* N/A* 
N/A* N/A* 
N/A* N/A* 
N/A* N/A* 
N/A* N/A* 

118,519 98,589 
N/A* N/A* 
N/A* N/A* 
N/A* 71,666 
N/A* N/A* 
N/A* N/A* 
N/A* N/A* 

105,241 66,531 

N/A* N/A* 
N/A* 135,339 

174,062 124,172 

N/A* 128,047 
143,484 102,654 

N/A* 134,825 
N/A* N/A* 
N/A* 87,390 
N/A* 102,967 

155,855 130,664 
166,239 133,939 
N/A* 106,762 

202,561 200,897 
132,387 111,595 

N/A* N/A* 
N/A* N/A* 
N/A* 151,105 

233,967 128,750 
N/A* 133,347 

165,802 165,386 
N/A* 118,096 
N/A* 137,058 
N/A* 99,114 

149,215 114,409 

*Not available. The safe harbor limitation for "all other areas" of the state in which the residence is actually locat
ed may be used. 
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(All areas listed are MSAs unless specified otherwise) 

West Virginia 
Charleston ............................................ . 
Cumberland (MD) ..................................... . 
Huntington-Ashland (KY) ............................. . 
Parkersburg-Marietta (OH) ............................ . 
Steubenville (OH)-Weirton ............................. . 
Washington (DC) PMSA ............................... . 
Wheeling ............................................. . 
All Other Areas ....................................... . 

Wisconsin 
Appleton-Oshkosh-Neenah ........................... . 
Duluth (MN)-Superior ................................ . 
Eau Claire ............................................ . 
Green Bay ............................................ . 
lanesville-Beloit ...................................... . 
Kenosha PMSA ....................................... . 
La Crosse ............................................. . 
Madison .............................................. . 
Milwaukee-Waukesha PM SA .......................... . 
Minneapolis (MN)-St. Paul (MN) ....................... . 
Racine PM SA ......................................... . 
Sheboygan ............................................ . 
Wausau ............................................... . 
All Other Areas ....................................... . 

Wyoming 
Casper ................................................ . 
Cheyenne ............................................. . 
All Other Areas ....................................... . 

A VERAGE AREA PURCHASE PRICE 
SAFE HARBOR LIMITATIONS FOR 

SINGLE-FAMIL Y RESIDENCES 

NEW EXISTING 

N/A* N/A* 
N/A* 84,330 
N/A* 45,275 
N/A* N/A* 
N/A* N/A* 

202,561 200,897 
N/A* N/A* 

166,659 95,677 

86,685 77,833 
N/A* 113,124 
N/A* 70,848 
N/A* 90,274 
75,405 62,927 
N/A* 92,614 
N/A* 81,223 

107,006 108,985 
165,247 112,684 
149,175 125,070 
N/A* 96,195 
N/A* 81,032 
N/A* 87,209 
80,863 67,500 

N/A* N/A* 
N/A* N/A* 

174,062 99,870 

*Not available. The safe harbor limitation for "all other areas" of the state in which the residence is actually locat
ed may be used. 

SEC. 6. EFFECT ON OTHER 
REVENUE PROCEDURE 

Rev. Proc. 92-34 is obsolete except 
as provided in sections 7.02, 7.03, 
and 7.05 of this revenue procedure. 

SEC. 7. EFFECTIVE DATES 

.01 Issuers may rely on the average 
area purchase price safe harbor limi
tations contained in this revenue pro
cedure for commitments to provide 
financing that are made, or (if the 
purchase precedes the financing com
mitment) for residences that are pur
chased, in the period specified in the 
following sentence. The period begins 
on September 6, 1994, the date of 
publication of this revenue proce
dure in the Internal Revenue Bulletin, 
and ends on the date as of which 
these safe harbor limitations are ren
dered obsolete by a new revenue pro
cedure. 

.02 Notwithstanding section 6 of 
this revenue procedure, issuers may 

continue to rely on the average area 
purchase price safe harbor limitations 
contained in Rev. Proc. 92-34 for 
mortgages financed with proceeds of 
bonds sold, or for certificates issued 
with respect to bond authority ex
changed, before October 6, 1994, the 
date 30 days after publication of this 
revenue procedure in the Internal 
Revenue Bulletin, if the commitments 
to provide financing for the mortgag
es are made on or before December 
5, 1994, the date 90 days after publi
cation of this revenue procedure in 
the Internal Revenue Bulletin. 

.03 Issuers may continue to rely on 
the average area purchase price safe 
harbor limitations for the Common
wealth of the Northern Mariana Is
lands as published in Rev. Proc. 
87-19, 1987-1 C.B. 712, and for 
Guam, Puerto Rico, and the Virgin 
Islands as published in Rev. Proc. 
93-15, 1993-1 C.B. 485, until those 
safe harbor limitations are rendered 

obsolete by a new revenue procedure. 

.04 Issuers must use the nationwide 
average purchase price limitations 
contained in this revenue procedure 
for commitments to provide financing 
that are made, or (if the purchase 
precedes the financing commitment) 
for residences that are purchased, 
in the period beginning on Septem
ber 6, 1994, and ending on the date 
as of which these nationwide and 
average area purchase prices are ren
dered obsolete by a new revenue pro
cedure. 

.05 Notwithstanding section 7.04 
of this revenue procedure, issuers 
may continue to rely on the nation
wide average purchase prices as set 
forth in section 3.06 of Rev. Proc. 
92-34 with respect to bonds sold, and 
bond authority exchanged for author
ity to issue mortgage credit certifi
cates, before October 6, 1994, if the 
commitments to provide financing for 
the mortgages and the commitments 
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to issue the certificates are made on 
or before December 5, 1994. 

26 CFR 601.602: Tax forms and instructions 

Rev. Proc. 94-56 

Specifications for Filing Forms 
8596, Information Returns for 
Federal Contracts on Magnetic 
Tape, Tape Cartridge, 5V4- and 
3V2-lnch Diskettes 

NOTE: PLEASE READ THIS REV
ENUE PROCEDURE 
CAREFULLY. UPDATED 
COPIES OF THIS REVE
NUE PROCEDURE MAY 
BE PUBLISHED EACH 
YEAR. IRS STRONGLY 
ENCOURAGES FILERS TO 
REVIEW DATA FOR AC
CURACY BEFORE SUB
MISSION TO FACILITATE 
THE COLLECTION OF 
DELINQUENT FEDERAL 
TAX LIABILITIES FROM 
CONTRACTORS. THIS 
PUBLICATION IS FOR 
USE BEGINNING JULY 1, 
1994. 

TABLE OF CONTENTS 

PART A. GENERAL 

SECTION 1. PURPOSE 
SECTION 2. NATURE OF 

CHANGES 
SECTION 3. APPLICATION 

FOR MAGNETIC MEDIA RE
PORTING 

SECTION 4. TEST FILES 
SECTION 5. FILING REQUIRE

MENTS 
SECTION 6. FILING OF INFOR

MA TION RETURNS FOR FED
ERAL CONTRACTS 

SECTION 7. FILING DATES 
SECTION 8. PROCESSING OF 

MAGNETIC MEDIA RE-
TURNS 

SECTION 9. HOW TO FILE 
CORRECTED RETURNS 

SECTION 10. TAXPAYER IDEN
TIFICA TION NUMBERS 

SECTION 11. WHERE TO FILE 
AND HOW TO CONTACT 
THE IRS, MARTINSBURG 
COMPUTING CENTER 

SECTION 12. EFFECT ON PA
PER RETURNS 

SECTION 13. DEFINITION OF 
TERMS 
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SECTION 14. STATE ABBREVI
ATIONS AND ADDRESS 
FIELDS 

SECTION 15. EFFECT ON OTH
ER DOCUMENTS 

SECTION 16. EFFECTIVE DATE 

PART B. RECORD 
SPECIFICATIONS 

SECTION 1. GENERAL 
SECTION 2. TAPE SPECIFICA

TIONS 
SECTION 3. TAPE CARTRIDGE 

SPECIFICATIONS 
SECTION 4. 51f4- AND 3Y2-INCH 

DISKETTE SPECIFICA nONS 
SECTION 5. PAYER/TRANS

MITTER "A" RECORD 
SECTION 6. PA YER / TRANS

MITTER "A" RECORD -
RECORD LAYOUT 

SECTION 7. PAYEE "B" REC
ORD-GENERAL FIELD DE
SCRIPTIONS AND RECORD 
LAYOUTS 

SECTION 8. END OF PAYER 
"C" RECORD 

SECTION 9. END OF TRANS
MISSION "F" RECORD 

PART A.-GENERAL 

SECTION 1. PURPOSE 

.01 Section 6050M of the Internal 
Revenue Coce, which was added by 
section 1522 of the Tax Reform Act 
of 1986 (Public Law 99-514) and 
amended by section 1015(f) of the 
Technical and Miscellaneous Revenue 
Act of 1988 (Public Law 100-647), 
requires Federal Executive Agencies 
to file an information return with the 
Internal Revenue Service (IRS) re
porting the name, address, and Tax
payer Identification Number (TIN) of 
each person and/or corporation with 
whom the agency enters into a con
tract, together with any other infor
mation required by Treasury regula
tions. 

.02 The purpose of this revenue 
procedure is to provide the require
ments and conditions for reporting 
information required on Form 8596, 
Information Return for Federal Con
tracts, and Form 8596-A, Quarterly 
Transmittal of Information Returns 
for Federal Contracts, on magnetic 
tape, IBM 3480/3490 or AS400 com
patible tape cartridge, 51f4 - and 3 Y2-
inch diskettes. For the purpose of this 
revenue procedure, magnetic tape, 

tape cartridge, 51f4- and 3 \t2-inch dis
kettes will be referred to as "media." 

.03 THIS REVENUE PROCE
DURE APPLIES TO FEDERAL EX
ECUTIVE AGENCIES WITH RE
SPECT TO THEIR CONTRACTS 
(INCLUDING CONTRACT AC
TIONS TREATED AS NEW CON
TRACTS) ENTERED INTO (OR 
TREATED AS ENTERED INTO) 
ON OR AFTER JANUARY 1, 1989. 
WITH RESPECT TO A BASIC OR 
INITIAL CONTRACT ENTERED 
INTO BEFORE JANUARY 1, 1989, 
IT DOES NOT APPLY TO AN IN
CREASE CONTRACT ACTION 
TREATED AS A NEW CONTRACT 
IF THE INCREASE OCCURRED 
BEFORE APRIL 1, 1990, OR IF 
THE INCREASE IS NOT IN EX
CESS OF $50,000. PLEASE READ 
THIS REVENUE PROCEDURE 
CAREFULLY. 

SEC. 2. NATURE OF CHANGES 

.01 Programming Changes 
A. Payee "B" Record 

(1) Foreign Country Indicator, 
field position 161, has been 
added to indicate that the 
address of the payee is in a 
foreign country. 

(2) Notes have been added to 
field positions 162-201 and 
202-241 to instruct filers 
that, for sole proprietors, 
the individual's name should 
be entered in field positions 
162-201 and the business 
name should be entered in 
field positions 202-241. 

(3) Contract Number, posi
tions 350-364, has been add
ed for the number assigned 
to identify a particular con
tract or purchase order. 

(4) Contract Modification 
Number, field positions 
366-369, has been added for 
the number assigned to the 
contract or order to desig
nate a modification to or 
termination of the contract. 

(5) Contract Office Order 
Number, field positions 
371-385, has been added for 
the number assigned to de
livery orders, task orders 
and calls· placed against in
definite delivery contracts, 
Federal schedule contracts or 
basic ordering agreements. 



(6) Reporting Agency Code, 
field positions 387-390, has 
been added for the 4-digit 
agency and subagency identi
fication code. 

(7) Contract Office Number, 
positions 392-396, has been 
added for the number that 
identifies the purchasing or 
contracting office. 

.02 EDITORIAL CHANGES
GENERAL 

There have been numerous editorial 
changes. IRS recommends that 
the transmitter read this publica
tion in its entirety to ensure 
proper reporting. 
A. The title of Publication 1516 

has been changed from "Re
quirements and Conditions for 
Filing Forms 8596, Informa
tion Returns for Federal Con
tracts on Magnetic Tape, 5 ~
and 3 liz -Inch Magnetic Dis
kettes" to "Specifications for 
Filing Forms 8596, Informa
tion Returns for Federal Con
tracts, on Magnetic Tape, 
Tape Cartridge, 5 ~ - and 3 lIz
Inch Diskettes." 

B. Exceptions to the filing re
quirements for Form 8596 
have been moved from Pur
pose in Part A, Sec. 1 to Filing 
Requirements in Part A, Sec. 
5.10. 

C. Nature of Change Section has 
been added as Part A, Sec. 2. 

D. The testing tJeriod has been 
changed in Part A, Sec.4.03. 
Test data will be processed be
tween November 1 and Decem
ber 31; however, test tapes, 
tape cartridges, and diskettes 
may be submitted anytime af
ter October 1. 

E. Extensions of Time to File 
has been deleted from Part A, 
since Federal contracts are sub
mitted to IRS on a quarterly 
basis. 

F. The list of state abbreviations 
in Part A, Sec. 14.01 has been 
expanded to include U. S. ter
ritories. 

G. Information has been added 
to Part A, Sec. 14.02 to advise 
filers to adhere to the city, 
state, and ZIP code format for 
U.S. addresses in the Payee 
"B" Record. 

H. Information has been added 
to Part A, Sec. 14.03 to advise 

filers that a free format for 
foreign country addresses may 
be used if the Foreign Country 
Indicator is used in field posi
tion 161 in the Payee "B" 
Record. 

I. Information has been added 
to Part A, Sec. 14.04 to in
struct filers on the correct for
mat for reporting APOIFPO 
military addresses. 

.03 EDITORIAL CHANGES
MAGNETIC MEDIA SPECIFI
CATIONS 
A. Magnetic tapes created using 

800 BPI are no longer accept
able. Current tape specifica
tions are listed in Part B, Sec. 
2. 

B. Information has been added 
to Part B, Sec. 2 to advise 
filers that IRS/MCC will no 
longer accept 7 track tapes. 

C. Instructions for filing on tape 
cartridge have been added to 
Part B, Sec. 3. 

SEC. 3. APPLICATION FOR 
MAGNETIC MEDIA REPORTING 

.01 For purposes of this revenue 
procedure, the PAYER is the agency 
making payments, and the TRANS
MITTER is the organization submit
ting the magnetic media file. Payer 
and transmitter may be the same 
organization. Transmitters are re
quired to complete Form 4419, Appli
cation for Filing Information Returns 
Magnetically IElectronically. 

.02 A copy of Form 4419 is includ
ed in this publication for the trans
mitter's use. Requests for additional 
information or forms related to mag
netic media processing should be ad
dressed to IRS/MCC. The address 
and phone number are listed in Part 
A, Sec. 11. 

.03 IRS/MCC will process the ap
plication, Form 4419, and send au
thorization to file to the applicant by 
mail. A five character alpha/numeric 
Transmitter Control Code (TCC) will 
be assigned and included in the ap
proval letter. Magnetic media returns 
may not be filed with IRS until the 
application has been approved and a 
TCC assigned. This TCC must be 
entered in the Transmitter Control 
Code field (Pos. 44-48) of the "A" 
Record. Blanks are not acceptable in 
this field. 

IRS encourages filers to submit 
one application and to use one Trans-

mitter Control Code (TCC). Howev
er, an agency could have more than 
one TCC. If a filing agency is using 
more than one TCC, the agency must 
use more than one tape or diskette. 
Two TCC's cannot be used on the 
same medium. 

.04 A Federal Executive Agency 
may elect to have the Director of the 
Federal Procurement Data Center 
(FPDC) file the returns required for 
certain contracts on its behalf. See 
Part A, Sec. 5. 

.05 After approval to file on mag
netic media has been received, the 
transmitter need not reapply each 
year. IRS should be notified in writ
ing if: 

(a) Filing on magnetic media was 
discontinued for a year (the 
transmitter's TCC may have 
been reassigned). 

(b) A service agency has been 
used to prepare the magnetic 
media, but the transmitter has 
computer capability to do the 
transmission. The transmitter 
must apply for his or her own 
TCC. 

(c) If the transmitter had hard
ware or software changes that 
would affect the characteristics 
of the magnetic media submis
sion. 

.06 The TCC should be provided 
in all contacts with IRS. 

.07 A single Form 4419 should be 
submitted, even if the transmitter files 
on more than one type of magnetic 
media (e.g., magnetic tape and 5~
inch diskette). 

SEC. 4. TEST FILES 

.01 IRS/MCC will assist new filers 
with their initial magnetic media sub
mission by reviewing a test file in 
advance of the filing season. Current 
filers who have had software or hard
ware changes may also wish to submit 
a test file. 

.02 New filers must submit a Form 
4419 to receive a TCC before a test 
file is sent to IRS/MCC. 

.03 Payers may begin submitting 
test tapes, tape cartridges, and dis
kettes after October 1; however, the 
data will not be processed until on or 
after November 1. Test files must be 
received at MCC by December 31 in 
order to be processed. 

.04 The information in the "A" 
record MUST be ACTUAL informa
tion-not FICTITIOUS. If the test 
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file is acceptable, the transmitter will 
be sent an approval letter. 

.05 With all test files, the transmit
ter must submit a Form 4804, Trans
mittal of Information Returns Re
ported Magnetically IElectronically, 
and 4802, Transmittal of Information 
Returns Reported Magnetically IElec
tronically (Continuation), (for trans
missions of multiple payers), or com
puter generated substitutes. Mark Box 
1 on Form 4804 to indicate a test file. 

.06 The test files must be format
ted according to the current revenue 
procedure. 

.07 Approval of test data does not 
imply endorsement by the IRS of the 
computer software or the quality of 
tax preparation services provided. 

SEC. 5. FILING REQUIREMENTS 

.01 The requirements for Federal 
contracts are governed by section 
6011(e)(2)(A) and section 6050M of 
the Internal Revenue Code and Regu
lation section 1.6050M-1. A Federal 
Executive Agency that files 250 or 
more reportable contracts during a 
one year period, beginning October 1 
of each year, must file Forms 8596 on 
magnetic media for each quarter of 
that one year period. 

.02 The information returns re
quired by this section with respect to 
contracts of a Federal Executive 
Agency entered into on or after Janu
ary 1, 1989, must be filed on a 
quarterly basis for the calendar quar
ters ending on the last day of March, 
June, September, and December, on 
or before the last day of the month 
following that quarter for which the 
returns are being made. 

.03 The information returns re
quired by this section with respect to 
contracts of a Federal Executive 
Agency for each calendar quarter, 
beginning October 1 of each year, 
may be made in one submission or in 
multiple submissions. 

.04 If, beginning on October 1 of 
any year, a Federal Executive Agency 
has reasonable expectations to enter 
into fewer than 250 reportable con
tracts during a one year period, be
ginning October I, the agency may 
file paper Forms 8596 and 8596-A 
with the IRS Kansas City Service 
Center, Kansas City, MO 64999-
2222. 

.05 Election to have the Director 
of the Federal Procurement Data 
Center file returns on behalf of an 
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agency. A Federal Executive Agency 
may elect to have the Director of the 
Federal Procurement Data Center 
(FPDC) file the required returns with 
IRS on behalf of the agency. The 
agency must comply with the require
ments of the Federal Procurement 
Data System (FPDS) in submitting 
the information. 

.06 In order to make this election, 
the head of a Federal Executive 
Agency (or his or her delegate) shall 
attach a signed statement to its sub
mission to the FPDC for that quarter 
stating the following: 

(a) The Director of the FPDC 
(or his or her delegate) is au
thorized to make the required 
returns on behalf of the agency 
for contracts for that quarter 
in accordance with an election 
under 26 CFR, section 
1.6050M-I(d)(5). 

(b) Under the penalties of perju
ry, the official has examined 
the information submitted by 
the agency to the FPDC who 
will submit the returns to IRS. 
The official certifies that infor
mation to be, to the best of his 
or her knowledge and belief, 
an accurate compilation of 
agency records maintained in 
the normal course of business 
for the purpose of making 
true, correct, and complete re
turns as required by section 
6050M. 

.07 An agency that elects to have 
the FPDC file its returns must not 
submit those same returns to the IRS. 

.08 If a contract is increased by 
more than $25,000 under one action, 
the action should be treated as a new 
contract and reported to IRS for the 
calendar quarter in which the increase 
Occurs. This could occur through the 
exercise of an option contained in a 
basic or initial contract or under any 
other rule of contract law, expressed 
or implied when the amount of mon
ey or other property obligated under 
the contract is increased by $25,000. 

.09 Special rules to the filing re
quirements are as follows: 

(a) If a subcontract is entered 
into by the Small Business Ad
ministration (SBA) under a 
prime contract between SBA 
and a procuring agency pursu
ant to section 8(a) of the Small 
Business Act, the procuring 

agency, not the SBA will be 
required to file Forms 8596 
and 8596-A. 

(b) A Federal Supply Schedule 
Contract or an Automated 
Data Processing Schedule Con
tract entered into by the Gen
eral Services Administration 
(GSA), or a scheduled contract 
entered into by the Department 
of Veterans Affairs (VA) on 
behalf of one or more Federal 
Executive Agencies, is not to 
be reported by the GSA or the 
V A at the time of execution. 
When a Federal Executive 
Agency, including the GSA or 
the VA, places an order under 
a schedule contract, the Feder
al Executive Agency must file 
Forms 8596 and 8596-A. 

.10 EXCEPTIONS. The following 
are not required to be reported under 
section 6050M: 

(a) Any contract action of 
$25,000 or less; 

(b) Any contract which provides 
that all amounts payable under 
the contract by a Federal Exec
utive Agency will be paid on 
or before the 120th day follow
ing the date of the contract 
action and for which it is rea
sonable to expect that all 
amounts will be so paid; 

(c) A license granted by a Feder
al Executive Agency; 

(d) An obligation of a contractor 
(other than a Federal Executive 
Agency) to a subcontractor; 

(e) Debt instruments of the U.S. 
Government or a Federal agen
cy, such as Treasury Notes, 
Treasury Bonds, Treasury 
Bills, U.S. Savings Bonds, or 
similar instruments; 

(f) An obligation of a Federal 
Executive Agency to lend mon
ey, lease property to someone, 
or sell property; 

(g) A blanket purchase agree
ment. However, when an order 
is placed under a blanket pur
chase agreement, a contract 
then exists and Forms 8596 
and 8596-A must be filed; 

(h) Any contract with a contrac
tor who, in making the agree
ment, is acting in his or her 
capacity as an employee of a 
Federal Executive Agency 
(e.g., any contract of employ
ment under which the employ-



ee is paid wages subject to 
Federal income tax withhold
ing); 

(i) Any contract between a Fed
eral Executive Agency and an
other Federal Governmental 
unit or any subsidiary agency; 

U) Any contract with a foreign 
government or agency or any 
subsidiary agency; 

(k) Any contract with a state or 
local government or agency or 
any subsidiary agency; 

(I) Any contract with a person 
who is not required to have a 
taxpayer identification num
ber, such as a nonresident 
alien, foreign corporation or 
foreign partnership, any of 
which does not have income 
effectively connected with the 
conduct of a trade or business 
in the United States and does 
not have an office or place of 
business as a fiscal or paying 
agent in the United States; 

(m) Certain confidential or clas
sified contracts that meet the 
requirements of section 
6050M(e); 

(n) Any contract that provides 
that all payments made after 
the 120th day after the date of 
the contract action will be 
made by someone other than a 
Federal Executive Agency or 
an agent of such an agency; 
for example, a contract under 
which the contractor will col
lect amounts owed to a Federal 
Executive Agency for the 
agency's debtor and will remit 
to the Federal Executive Agen
cy the money collected less an 
amount for the contractor's 
consideration under the con
tract; 

(0) Contracts entered into using 
nonappropriated funds. 

SEC. 6. FILING OF INFORMATION 
RETURNS FOR FEDERAL 
CONTRACTS 

.01 Form 4804, Transmittal of In
formation Returns Reported Magneti
cally IElectronically, must accompany 
the magnetic media submissions. If a 
transmitter files for multiple agencies, 
the transmitter should also submit 
Form 4802, Transmittal of Informa
tion Returns Reported Magnetically I 
Electronically (Continuation). (IRS 
encourages the use of a computer-

generated Form 4804 that includes all 
necessary information requested on 
the current form.) The Forms 4804, 
4802 or a computer-generated substi
tute must be included with the media 
shipment. 

.02 Copies of Form 4804 and 4802 
are included in this publication for 
the transmitter's use. Requests for 
additional information or forms relat
ed to magnetic media processing 
should be addressed to IRS/MCC. 
The address and phone number are 
listed in Part A, Sec. 11. 

.03 Paper information returns must 
be transmitted to the IRS Kansas City 
Service Center using Form 8596 and 
Form 8596-A. Returns filed on paper 
forms must not be sent to the 
IRS/MCC. 

.04 The affidavit on Form 4804 or 
the appropriate substitute affidavit set 
forth in this section must be signed 
by the head of the Federal Executive 
Agency (or his or her delegate), or if 
returns are being made on behalf of 
the agency by the FPDC, by the 
Director of the FPDC (or his or her 
delegate). 

To use the substitute affidavit, 
the transmitter should attach the sub
stitute to the Form 4804 and cross 
out the affidavit on the original form. 
The substitute affidavit must include 
the signature and title of the person 
signing and the date. The substitute 
affidavits follow: 

(a) Returns made directly with 
the Internal Revenue Service 
by the Federal Executive Agen
cy. "Under the penalties of 
perjury, I declare that I have 
examined this transmittal, and 
accompanying documents, that 
they are prepared pursuant to 
the requirements of section 
6050M, and, to the best of my 
knowledge and belief, they are 
compiled from agency records 
maintained in the normal 
course of business for the pur
pose of making a true, correct, 
and complete return as re
quired by section 6050M." 

(b) Returns made by the Director 
of FPDC on an agency's be
half. "Under the penalties of 
perjury, I declare that I exam
ined this transmittal, and ac
companying documents, that 
they are prepared pursuant to 
the requirements of section 
6050M and, to the best of my 

knowledge and belief, they are 
compiled from information 
submitted by the Federal Exec
utive Agency to the FPDC 
pursuant to section 1.6050M-
1 (d)(5)(i) for the purpose of 
making a true, correct, and 
complete return as required by 
section 6050M." 

.05 If a Federal Executive Agency 
elects to have the FPDC make returns 
on its behalf, the FPDC shall attach a 
copy of that agency's signed state
ment, making the election, to the 
Form 4804 accompanying the magnet
ic media submission for that agency 
for that quarter. 

.06 The transmitter must not re
port the same information on paper 
forms that is reported on magnetic 
media. If part of the returns are 
reported on paper and part on mag
netic media, the transmitter must be 
sure that duplicate information is not 
included on both. This does not mean 
that corrected documents should not 
be filed. If a return has been pre
pared and submitted improperly, a 
corrected return must be filed as soon 
as possible. See Part A, Sec. 9 for 
requirements and instructions on fil
ing corrected returns. 

.07 When a transmitter submits 
magnetic media files, the following 
items must be included: 

(a) A signed Form 4804 or com
puter generated substitute. 

(b) A Form 4802 if the transmit
ter files for mUltiple agencies 
and has the authority to sign 
the affidavit on Form 4804 as 
outlined above. 

(c) The outside of the shipping 
container must include a Form 
4801 or a substitute for the 
form which reads "DELIVER 
UNOPENED TO TAPE LI
BRARY-MAGNETIC ME
DIA REPORTING-BOX 
__ of __ ." If there is 
only one container, the outside 
of the package should be 
marked as Box J of J. The 
sequence of multiple containers 
should be marked as Box J of 
3, 2 of 3,3 of 3. 

(d) An external label Form 5064 
must appear on each tape and 
diskette submitted for process
ing. If diskettes are used and 
the operating system is not 
MS/DOS compatible, the op
erating system and hardware 
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information MUST be provid
ed. Failure to provide this in
formation will result in the 
diskette being returned to the 
filer. The following informa
tion is needed: 
(1) Type of filing. Check origi

nal, replacement, corrections 
or test to indicate the status 
of the data. 

(2) Tax year. Indicate the cal
endar quarter of the data. 

(3) Transmitter name 
(4) IRS TCC. Enter the trans

mitter control code number 
assigned by IRS/MCC. 

(5) Operating system softwarel 
hardware. For 5114 and 3 Yz 
inch diskette filers: Indicate 
the type of personal comput
er, operating system, and 
software package used to 
create the media (e.g., IBM 
PCI A T -MS/DOS; Apple 
Macki n to s hiM ac Writ e 
V2.2). For magnetic tape fil
ers: Indicate the recording 
code (EBCDIC or ASCII) 
and density (1600 or 6250 
BPI). 

(6) Number of payees. Indi
cate the total number of 
payee "B" Records on the 
media. 

(7) Transmitter number for 
media. Enter the in-house 
number assigned by the 
transmitter to the media (if 
applicable), otherwise, leave 
blank. 

(8) Media __ of __ . En
ter the sequence number of 
the media and total number 
of media in the file (e.g., 1 
of 3, 2 of 3,3 of 3. Howev
er, if the file is complete on 
one tape or diskette, the se
quence will be I of 1). The 
information on the external 
media label, Form 5064, will 
assist IRS in processing the 
file or in locating a file, 
should the transmitter re
quest that it be returned due 
to errors. 

.08 Files returned due to errors 
must be corrected and returned to 
IRS within 45 days of date of the 
notice. 

.09 Agencies are required to retain 
a copy of the information returns 
filed with IRS for at least three years 
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or have the ability to reconstruct the 
data. 

SEC. 7. FILING DATES 

.01 The information returns re
quired by this section must be filed 
on a quarterly basis for the calendar 
quarters as follows: 

QUARTER 
January, February, 

March 
April, May, June 
July, August, 

September 
October, 

November, 

DUE 
DATE 

April 30 
July 31 

October 31 

December January 31 
.02 The Director of the FPDC (or 

his or her delegate) shall make the 
required return for a quarter to IRS 
on or before the earlier date of: 

(a) 45 days following the date 
that the contract information 
is required to be submitted to 
the FPDC, or 

(b) 90 days following the end of 
the calendar quarter for which 
the election is made, except 
that, if that calendar quarter 
ends September 30, 105 days 
following the end of that quar
ter. 

.03 If any due date falls on a 
Saturday, Sunday, or legal holiday, 
the filing deadline is extended to the 
next day that is not a Saturday, 
Sunday, or legal holiday. 

SEC. 8. PROCESSING OF 
MAGNETIC MEDIA RETURNS 

.01 All data received at the 
IRS/MCC for processing will be giv
en the same protection as individual 
returns (Form 1040). Media that is 
successfully processed will not be re
turned to the originator. All returned 
tapes and diskettes should be opened 
upon receipt. Media is only sent back 
due to errors. This media must be 
corrected and returned to IRS/MCC 
within 45 days of date of the notice 
or the payer may be subject to a 
failure to file penalty. 

.02 Transmitters should not use 
special shipping containers when sub
mitting data to IRS/MCC. IRS/MCC 
will not return them. 

.03 TRANSMITTERS MUST EN
SURE THAT THE RECORD FOR-

MAT AND CODING COMPLY 
WITH THIS REVENUE PROCE. 
DURE. 

SEC. 9. HOW TO FILE 
CORRECTED RETURNS 

.01 If corrections are necessary, the 
complete document must be filed in 
the next filing quarter. Corrected re
turns on paper forms must be submit
ted on Forms 8596 and 8596-A to the 
IRS Kansas City Service Center, Kan
sas City, MO 64999-2222. If the com
plete file that is submitted magnetical
ly is in error, the IRS/MCC should 
be contacted immediately. See Part 
A, Sec. 11 for the address. 

.02 To distinguish between a cor
rection and a replacement: A 
correction is media submitted by 
the payer to correct records that 
were successfully processed by 
IRS, but contained erroneous in
formation. A replacement is me
dia that IRS has returned to the 
payer or transmitter due to for
mat errors encountered during 
processing. After necessary 
changes have been made, the me
dia must be returned to 
IRS/MCC to be processed. 

SEC. 10. TAXPAYER 
IDENTIFICATION NUMBERS 

.01 Contractors are required to 
furnish taxpayer identification num
bers (TINs) to the agency under sec
tion 6109 of the Internal Revenue 
Code. Refer to Part A, Sec. 13 for a 
definition of taxpayer identification 
number (TIN) . 

. 02 The contractor's TIN and 
name combination is used to associate 
information returns reported to IRS 
with corresponding information on 
tax returns. It is imperative that 
CORRECT social security and em
ployer identification numbers for con
tractors be provided to IRS. DO 
NOT ENTER HYPHENS OR AL
PHA CHARACTERS. Entering all 
zeros, ones, twos, etc. will have the 
effect of an incorrect TIN. 

.03 IRS validates the SSN by using 
the Name Control of the surname of 
the individual who has been assigned 
this number. For this reason, the 
surname should be provided in the 
Payee Name Line and/or the Name 
Control in positions 8-11 of the "B" 
Record. It is imperative to provide 
correct information for IRS to vali
date the SSN. 



IRS validates an EIN by using 
the name control of the business to 
which the EIN has been assigned. If 
an EIN is reported for a contractor, 
the correct business name should be 
provided in the Payee Name Line 
and/or Name Control in positions 
8-11 of the "B" Record. 

.04 For sole proprietors, the own
er's name (not the business name) 
must appear in the Payee Name Line. 

The TIN for a sole proprietor may be 
either an EIN or SSN. 

.05 The TIN to be furnished to 
IRS depends primarily upon the man
ner in which the account is main
tained or set up on the agency's 
record. The payer and payee names 
and taxpayer identification numbers 
should be consistent with the names 
and numbers used on other tax re
turns. The TIN must be that of the 

contractor. If the contract is recorded 
in more than one name, the transmit
ter must furnish the TIN and name of 
one of the contractors. The TIN pro
vided must be associated with the 
name of the contractor provided in 
the Payee Name Line of the Payee 
"8" Record. 

.06 The charts that follow will help 
the transmitter determine the number 
to be furnished to IRS for contractors. 

CHART 1. Guidelines for Social Security Numbers 

For this type of contractor: 

1. An individual 

2. A sole proprietorship 

In the Taxpayer Identification 
Number field of the Payee "B" 
Record, enter the SSN of-

The individual 

The owner (An EIN or SSN) 

In the Payee Name Line of the Pay
ee "B" Record, enter the name of-

The individual 

The owner's name not the business 
name 

CHART 2. Guidelines for Employer Identification Numbers 

For this type of contractor: 

1. Corporate 

2. A partnership account 

3. Sole proprietorship 

In the Taxpayer Identification 
Number field of the Payee "B" 
Record, enter the EIN of-

The corporation 

The partnership 

The owner (An EIN or SSN) 

In the Payee Name Line of the Pay
ee "B" Record, enter the name of-

The corporation 

The partnership 

The owner's name not the business 
name 

SEC. 11. WHERE TO FILE AND HOW TO CONTACT THE IRS MARTINSBURG COMPUTING CENTER 

.01 Magnetic media processing for all Forms 8596 and 8596A is centralized at the Internal Revenue Service/Martins
burg Computing Center (IRS/MCC). Files containing Forms 8596 and 8596A information and requests for IRS 
magnetic media related publications, information, or forms should be sent to the following addresses: 

Postal Service Land Carrier 
Internal Revenue Service/MCC Internal Revenue Service/MCC 
Information Reporting Program or Information Reporting Program 
Post Office Box 1359 Route 9 & Needy Road 
Martinsburg, WV 25401-1359 Martinsburg, WV 25401 

.02 Hours of operation at this address will be 8:30 A.M. until 4:30 P.M. Eastern Time Zone. The telephone number 
is (304) 263-8700 (not a toll-free number) . 

. 03 The telephone number for the Telecommunications Device for the Deaf (TOO) is (304) 264-5402 (not a toll-free 
number) . 

. 04 The telephone number for the IRS/MCC fax machine is (304) 264-5196 . 

. 05 IRS/MCC will process returns filed on magnetic media only. 

SEC. 12. EFFECT ON PAPER RETURNS 

.01 All paper Forms 8596 and 8596-A for both original and corrected returns should be filed with the IRS Kansas 
City Service Center, Kansas City, MO 64999-2222. Forms 8596 and 8596-A may be obtained by calling 
1-800-829-3676. 

SEC. 13. DEFINITION OF TERMS 

Element 

Coding Range 

Description 

Denotes a blank position. Enter blank(s) when this symbol is used (do not 
enter the letter "b"). This appears in numerous areas throughout the record 
descriptions. 

Indicates the allowable codes for a particular type of statement. 
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Element 

Common Parent 

Contract 

Contract Modification Number 

Contract Number 

Contract Office Number 

Contract Office Order Number 

Contractor 

EIN 

Federal Executive Agency/Payer 

File 

Payee 
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DEFINITION OF TERMS-Continued 

Description 

A corporation that files its income tax returns on a consolidated basis for an 
affiliated group of corporations. 

A. An obligation of a Federal Executive Agency to make payment of money 
(or other property) to a person in return for the sale of property, the 
rendering of services, or other consideration. A contract includes such an 
obligation arising from a written agreement between the agency and the 
contractor, an award or notice of award, a job order or task letter issued 
under a basic ordering agreement, a letter contract, an order that is 
effective only on written acceptance or performance, or certain increases 
in the amount obligated. 

B. Any subcontract entered into by the Small Business Administration (SBA) 
under a prime contract between the SBA and a procuring Federal 
Executive Agency pursuant to section 8(a) of the Small Business Act (15 
U .S.C. 637[a)), shall not be treated as a contract of the SBA but shall be 
treated as a contract of the procuring agency for purposes of this section. 

C. An order placed by a Federal Executive Agency, including the General 
Services Administration or the Department of Veterans Affairs under a 
Schedule Contract is a contract. 

D. It does NOT include debt instruments of the United States Government or 
of a Federal agency, such as Treasury Notes, Treasury Bonds, Treasury 
Bills, Savings Bonds, or similar instruments. 

E. It does NOT include a blanket purchase agreement between one or more 
Federal executive agencies and one or more contractors. However, an 
order placed by a Federal Executive Agency under the terms of a blanket 
purchase agreement is a contract. 

F. It does NOT include a license by a Federal Executive Agency. 
G. It does NOT include an obligation of a contractor (other than a Federal 

Executive Agency) to a subcontractor. 
H. It does NOT include an obligation of a Federal Executive Agency to lend 

money, lease property to a lessee, or sell property. 

The number assigned to a contract or order by the reporting contract office to 
designate the modification or termination of a contract. 

The number (alpha/numeric) assigned by the Federal Executive Agency to 
identify a particular contract or purchase order. 

A five character code assigned by the Federal Executive Agency that identifies 
the purchasing or contract office. 

The number assigned by the contracting office to identify delivery orders, task 
orders and calls placed against indefinite delivery contracts, Federal schedule 
contracts or basic ordering agreements. 

Any partner, corporation or sole proprietor who enters into a contract with a 
Federal Executive Agency. 

Employer Identification Number that has been assigned by IRS. 

A. Any executive agency (as defined in 5 U.S.C. 105) other than the General 
Accounting Office; 

B. Any military department (as defined in 5 U.S.C. 102); and 
C. The United States Postal Service and the Postal Rate Commission. 

For purposes of this procedure, a file consists of all magnetic media records 
submitted by a Transmitter. 

The contractor. 



DEFINITION OF TERMS-Continued 

Element Description 

Payer/Federal Executive Agency The Federal Executive Agency entering into the contract. The Payer/Federal 
Executive Agency will be held responsible for the completeness, accuracy and 
timely submission of magnetic media files. 

Reporting Agency Code The four digit agency and subagency code. 

Special Character Any character that is not a numeral, an alpha or a blank. 

SSN Social Security Number. 

Taxpayer Identification Number (TIN) Either an Employee Identification Number (EIN) or Social Security Number 
(SSN). 

Transmitter Person or organization submitting magnetic media file(s). May be Payer or 
agent of Payer. 

Transmitter Control Code (TCC) A five character"alpha/numeric number assigned by IRS to the transmitter 
prior to actual filing on magnetic media. This number is inserted in the "A" 
Record of the files and must be present before the file can be processed. An 
application Form 4419 must be filed with IRS/MCC to receive this number. 
See Part A, Sec. 3. 

SEC. 14. STATE ABBREVIATIONS AND ADDRESS FIELDS 

.01 The following state abbreviations MUST be used when developing the state code portion of address fields. 

State Code State Code State Code 

Alabama AL 
Alaska AK 
American Samoa AS 
Arizona AZ 
Arkansas AR 
California CA 
Colorado CO 
Connecticut CT 
Delaware DE 
District of Columbia DC 
Federated States 
of Micronesia FM 
Florida FL 
Georgia GA 
Guam GU 
Hawaii HI 
Idaho ID 
Illinois IL 
Indiana IN 
Iowa IA 
Kansas KS 

.02 Filers must adhere to the city, 
state, and ZIP code format for the 
U.S. addresses in the "B" Record. 
This also includes American Samoa, 
Guam, Northern Mariana Islands, 
Puerto Rico, and the Virgin Islands 
and others. 

.03 For foreign addresses, filers 
may use a 40 position free format 
which should include city, province or 
state, postal code, and name of coun
try in this order. This is allowable 
only if a "1" appears in the Foreign 

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 ND 
Northern 
Mariana Islands MP 

Country Indicator Field of the "B" 
Record. 

.04 When reporting APO/FPO ad
dresses use the following format: 

Payee Name 
Mailing 

Address 

Payee City 
*Payee State 

EXAMPLE 
PVT Willard J. Doe 
Company F, PSC 
Box 100 
176 Infantry REGT 
APO (or FPO) 
AE, AA or AP 

Ohio 
Oklahoma 
Oregon 
Palau 
Pennsylvania 
Puerto Rico 
Rhode Island 
South Carolina 
South Dakota 
Tennessee 
Texas 
Utah 
Vermont 
Virginia 
Virgin Islands 
Washington 
West Virginia 
Wisconsin 
Wyoming 

Payee ZIP 
Code 

OH 
OK 
OR 
PW 
PA 
PR 
RI 
SC 
SD 
TN 
TX 
UT 
VT 
VA 
VI 

WA 
WV 
WI 

WY 

EXAMPLE 

098010100 

* AE is the designation for ZIPs be
ginning with 090-098, AA for ZIP 
340 and AP for ZIPs 962-966. 

SEC. 15. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 90-28, 1990-1, C. B. 518 
(Publication 1516) is superseded. 
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SEC. 16. EFFECTIVE DATE 

This revenue procedure is effective 
for filing Forms 8596 on magnetic 
media for the quarter beginning July 
1, 1994. 

PART B.-RECORD 
SPECIFICATIONS 

SECTION 1. GENERAL 

.01 The specifications contained in 
this part of the revenue procedure 
define the required format and con
tents of the records to be included in 
the magnetic media file. 

. 02 All records must be a fixed 
length of 420 positions. 

SEC. 2. TAPE SPECIFICATIONS 

.01 IRS can process most magnetic 
tape files if the following specifica
tions are followed: 

(a) 9 track EBCDIC (Extended 
Binary Coded Decimal Inter
change Code) with: 
(1) Odd Parity. 
(2) A density of 1600, or 6250 

BPI. 
(3) If UNISYS Series 1100 is 

used, an interchange tape 
must be submitted. 

(b) 9 track ASCII (American 
Standard Coded Information 
Interchange) with: 
(1) Odd Parity. 
(2) A density of 1600, or 6250 

BPI. 
(C) IRS will no longer accept 7 

track tapes. 
Consistency is important in the 

use of recording codes and density on 
the files. If files are generated in 
more than one recording code and/or 
density, multiple shipments would be 
required. . 

. 02 All compatible tape files must 
have the following characteristics: 

Type of tape-0.5 inch (12.7 
mm) wide, computer grade mag
netic tape on reels of up to 2400 
feet (73l.52 m) within the follow
ing specifications: 

(a) Tape thickness: 1.0 or 1.5 
mils. 

(b) Reel diameter: 10.5 inch 
(26.67 cm), 8.5 inch (21.59 
cm), or 7 inch (17.78 cm). 

. 03 The tape records defined in 
this revenue procedure may be 
blocked or unblocked, subject to the 
following: 

(a) A block must not exceed 
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25,200 tape positions. 
(b) If the use of blocked records 

would result in a short block, 
all remaining positions of the 
block must be filled with 9s; 
however, the last block of the 
file may be filled with 9s or 
truncated. A block must not 
be padded with blanks. 

(c) All records, except the header 
and trailer labels, may be 
blocked. 

(d) Records may not span 
blocks. 

.04 Labeled or unlabeled tapes may 
be submitted . 

.05 For the purposes of this reve
nue procedure, specific tape mark 
information must be used. 

Tape Mark: 
(a) Used to signify the physical 

end of the recording on tape. 
(b) For even parity, use BCD con

figuration 001111 ("8421 "). 
(c) May follow the header label 

and precede and/or follow the 
trailer label. 

SEC. 3. TAPE CARTRIDGE 
SPECIFICATIONS 

.01 In most instances the IRS can 
process tape cartridges that meet the 
following specifications: 

(a) Must be IBM 3480 or 3490 or 
AS400 compatible. 

(b) Must meet American Nation
al Standard Institute (ANSI) 
standards and have the follow
ing characteristics: 
(1) Tape cartridges will be Y2-

inch tape contained in plas
tic cartridges which are ap
proximately 4 inches by 5 
inches by 1 inch in dimen
sion. 

(2) Magnetic tape will be chro
mium dioxide particle based 
Y2-inch tape. 

(3) Cartridges may be 18-track 
or 36-track parallel. 

(4) Cartridges will contain 
1,491 cpmm (37,871 bytes/ 
in). 

(5) Mode will be full function. 
(6) Either compressed or non

compressed data is accept
able . 

(7) Either EBCDIC (Extended 
Binary Coded Decimal Inter
change Code) or ASCII 
(American Standard Coded 
Information Interchange). 

.02 The tape cartridge records de
fined in this revenue procedure may 
be blocked subject to the following: 

(a) A block must not exceed 
25,200 tape positions. 

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

(c) All records, except the header 
and trailer labels, may be 
blocked. 

(d) Records may not span 
blocks. 

.03 Tape cartridges may be labeled 
or unlabeled. 

.04 For the purpose of this revenue 
procedure, the following tape mark 
information must be used. 

Tape Mark: 
(a) Used to signify the physical 

end of the recording on tape. 
(b) For even parity, BCD config

uration 001111 ("8421") 
should be used. 

(c) May follow the header label 
and precede and/or follow the 
trailer label. 

Consistency is important in the use 
of recording codes and density on the 
files. If a tape cartridge does not 
meet these specifications, a test file 
should be submitted prior to submit
ting the actual file. 

SEC. 4. 5'14- AND 3~-INCH 
DISKETTE SPECIFICATIONS 

.01 To be compatible, a diskette 
file must meet the following specifica
tions: 

(a) 5~- or 3Y2-inches in diame
ter . 

(b) Data must be recorded in 
standard ASCII code. For 5~
inch diskettes, data may be 
recorded using EBCDIC if the 
diskette is created on an IBM 
System 36. 

(c) Records must be fixed length 
of 420 bytes per record. 

(d) Delimiter character commas 
(,) must not be used. 

(e) Positions 419 and 420 of each 
record have been reserved for 
carriage return/line feed (cr/lf) 
characters. 

(f) Filename of IRST AX must be 
used. If a file will consist of 
more than one diskette, the 



filename IRST AX will contain 
a 3-digit numeric extension. 
This extension will indicate the 
sequence of the diskettes with
in the file. For example, the 
first diskette will be named 
IRST AX.OOl, the second dis
kette will be IRST AX.OO2, etc. 

(g) A diskette file may consist of 
multiple diskettes as long as 
the filer adheres to the file
name conventions. 

(h) Diskettes must meet one of 
the following specifications: 

Sides/ Sector 
Capacity Tracks Density Size 

1.44 mb 96tpi hd 512 
1.44 mb 135tpi hd 512 
1.2 mb 96tpi hd 512 
720 kb 48tpi ds/dd 512 
360 kb 48tpi ds/dd 512 
320 kb 48tpi ds/dd 512 
180 kb 48tpi ss/dd 512 
160 kb 48tpi ss/dd 512 

.02 IRS prefers that 5 Y4- and 3 Y2-
inch diskettes be created using 
MS/DOS; however, diskettes created 
using other operating systems are ac
ceptable. A test file submission is 
highly recommended for 5 Y4-and 3 Yz
inch diskettes, especially if the file is 
not MS/DOS (see Part A, Sec. 4 for 
instructions on submitting test files). 

.03 Deviations from the prescribed 
record formats are not acceptable. 
Diskettes deviating from the media 
specifications in this revenue proce
dure may not be submitted without 
prior approval from IRS. 

SEC. 5. PAYERITRANSMITTER "A" 
RECORD 

.01 The Payer "A" Record iden-
tifies the payer and transmitter of 
the file and provides parameters for 
the succeeding Payee "B" Records. 
IRS computer programs rely on the 
absolute relationship between the pa-
rameters and data fields in the "A" 

Record and the data fields in the "B" 
Records to which they apply. 

.02 All records must be a fixed 
length of 420 positions. 

.03 The "A" Record MUST be the 
first record appearing after the header 
label. 

.04 The number of "A" Records 
appearing on the media will depend 
on the number of agencies being re
ported. A separate "A" Record is 
required for each agency followed by 
the Payee "B" Records for the agen
cy. Each set of "B" Records is fol
lowed by a summary "C" Record. If 
more than one agency is being report
ed on a tape or diskette, an "A" 
Record may follow a "C" Record 
(i.e., The "A", "B", and "C" 
Records for one agency may be fol
lowed by "A", "B", "C" Records 
for the next agency, etc.). 

.05 All alpha characters entered in 
the "A" Record should be uppercase. 

RECORD NAME: PAYER/TRANSMITTER "A" RECORD 

NOTE: For all fields marked REQUIRED, the information described under Instructions and Remarks must be 
provided. For those fields not marked REQUIRED, space must be allowed for the field but instructions may state to 
enter blanks or zeros in the indicated media position(s) and for the indicated length. All records are now a fixed length 
of 420 positions. 

Media 
Position 

2-3 
4-6 

7-15 

16-19 

20-21 
22 
23 
24-43 
44-48 

49 

Field Title 
Record Type 
Blank 
Reel Sequence Number 

Payer's Federal EIN 

Payer Name Control 

Blank 
Type of Return 
Amount Indicator 
Blank 
Transmitter Control 
Code 

Blank 

Length 

2 
3 

9 

4 

2 

1 
20 
5 

Instructions and Remarks 
REQUIRED. Enter "A." 
Enter blanks. 
The reel sequence number incremented by 1, for each medium 
in the file starting with 001. Blanks or zeros may be entered. 
IRS bypasses this information. The proper sequence must be 
indicated on the external label Form 5064. 
REQUIRED. Must be the valid nine digit number assigned by 
IRS to the Federal Executive Agency. Do not enter hyphens or 
alpha characters. All zeros, ones, twos, etc. will have the effect 
of an incorrect TIN. 
Generally, the Name Control is the first four characters of the 
payer's name. The word "the" should be disregarded when it is 
the first word of the name, unless the name contains only two 
words. This field should be left blank if the name control is not 
determinable. 
Enter blanks. 
REQUIRED. Enter "G". 
REQUIRED. Enter "8". 
Enter blanks. 
REQUIRED. Enter the five character Transmitter Control 
Code (TCC) assigned by IRS. A transmitter must have a TCC 
to file data on this program. 
Enter blank. 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD-Continued 

Media 
Position Field Title Length Instructions and Remarks 
50-89 First Payer Name Line 40 REQUIRED. Must be present or files will be returned for 

replacement. Enter the name of the Federal agency whose EIN 
appears in positions 7-15. The name of the agency must be 
entered in the manner in which it is used in normal business. 
Any extraneous information must be deleted from the name 
line. Left-justify and fill with blanks. 

90-129 Second Payer Name 40 REQUIRED. Enter the name and title of the person to whom 
Line requests for an offset against any unpaid tax liability of the 

contractor can be sent. If necessary, please abbreviate. 
130 Blank Enter blank. 
131-170 Payer Shipping Address 40 REQUIRED. Enter the address of the person to whom requests 

for an offset against any unpaid tax liability of the contractor 
can be sent. The street address should include number, street, 
apartment or suite number (or P.O. Box if mail is not delivered 
to street address). Left-justify and fill with blanks. 

171-210 Payer City, State 40 REQUIRED. Enter the city, state abbreviation and ZIP Code 
and ZIP Code of the person to whom requests for an offset against any 

unpaid tax liability of the contractor can be sent. Left-justify 
and fill with blanks. (See Part A, Sec. 14 for state abbrevia-
tions.) 

211-290 Transmitter Name 80 REQUIRED. Enter the name (in the manner in which it is used 
in normal business) of the transmitter. If someone other than 
the Federal agency is transmitting data, enter the name of the 
transmitter. The name of the transmitter must be consistent 
through the entire file. Left-justify and fill with blanks. If the 
payer and transmitter are the same, enter blanks in this field. 

291-330 Transmitter Mailing 40 REQUIRED. Enter the mailing address of the transmitter. The 
Address street address should include number, street, apartment or suite 

number (or P.O. Box if mail is not delivered to street address). 
Left-justify and fill with blanks. If the payer and transmitter 
are the same, enter blanks in this field. 

331-370 Transmitter City, State 40 REQUIRED. Enter the city, state abbreviation, and ZIP Code 
and ZIP Code of the transmitters. Left-justify and fill with blanks. If the 

payer and transmitter are the same, enter blanks in this field. 
(See Part A, Sec. 14 for state abbreviations.) 

371-418 Blank 48 Enter blanks. 
419-420 Blank 2 Enter blanks or carriage return/line feed. 

SEC. 6. PAYERITRANSMITIER "A" RECORD-RECORD LAYOUT 

REEL PAYER'S PAYER 
RECORD SEQUENCE FEDERAL NAME 

TYPE BLANK NUMBER EIN CONTROL BLANK 

2-3 4-6 7-15 16-19 20-21 

FIRST 
TYPE TRANSMITTER PAYER 

OF AMOUNT CONTROL NAME 
RETURN INDICATOR BLANK CODE BLANK LINE 

22 23 24-43 44-48 49 50-89 
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SECOND 
PAYER 
NAME 
LINE BLANK 

90-129 130 

TRANSMITTER TRANSMITTER 
MAILING CITY, STATE 
ADDRESS AND ZIP CODE 

291-330 331-370 

SEC. 7. PAYEE "B" RECORD
GENERAL FIELD DESCRIPTIONS 
AND RECORD LAYOUTS 

. 01 The Payee "B" Record con
tains payment information from the 
individual contracts. When filing in
formation documents on magnetic 
media, the format for the Payee "B" 
Records will remain constant. 

.02 All records must be a fixed 
length of 420 positions. 

.03 The specifications below in
clude a field in the payee records 
called "Name Control" in which the 
first four alphabetic characters of the 
payee's surname or last name are to 
be entered by the payer. 

RECORD LAYOUT -Continued 

PAYER PAYER 
SHIPPING CITY, STATE TRANSMITTER 
ADDRESS AND ZIP CODE 

131-170 171-210 

BLANK OR 
BLANK CR/LF 

371-418 419-420 

.04 If transmitters are unable to 
determine the first four characters of 
the surname, the Name Control Field 
may be left blank; however, compli
ance with the following will facilitate 
IRS computer programs in generating 
the Name Control. 

(a) The surname of the payee 
whose TIN (SSN or EIN) is 
shown in the Payee "B" 
Record should always appear 
first. If, however, the first 
name first is entered, a blank 
space must be left between the 
first and last names. 

(b) In the case of multiple pay
ees, only the surname of the 
payee whose TIN (SSN or 

NAME 

211-290 

EIN) is shown in the Payee 
"B" Record, must be present 
in the Payee Name Line. 

.05 All alpha characters entered in 
the "B" Record should be uppercase . 

.06 Decimal points (.) cannot be 
used to indicate dollars and cents on 
magnetic media. 

.07 IRS STRONGLY ENCOUR
AGES FILERS TO REVIEW DATA 
FOR ACCURACY BEFORE SUB
MISSION TO FACILITATE THE 
COLLECTION OF DELINQUENT 
FEDERAL TAX LIABILITIES 
FROM CONTRACTORS. FILERS 
SHOULD BE ESPECIALLY CARE
FUL THAT TAXPAYER NAMES, 
TINS AND INCOME AMOUNTS 
ARE CORRECT. 

RECORD NAME: PAYEE "B" RECORD 

NOTE: For all fields marked REQUIRED, the transmitter must provide the information described under Instructions 
and Remarks. For those fields not marked REQUIRED, space must be allowed for the field, but instructions may state 
to enter blanks or zeros in the indicated media position(s) and for the indicated length. All records are a fixed length of 
420 positions. 

Media 
Position Field Title 
1 Record Type 
2-3 Payment Year 

4 Quarter 
5-7 Blank 
8-11 Payee Name Control 

Length 
1 
2 

1 
3 
4 

Instructions and Remarks 
REQUIRED. Enter "B." 
REQUIRED. Enter last two digits of year in which contract is 
signed. 
REQUIRED. Enter quarter; i.e., 1, 2, 3, or 4. 
Enter blanks. 
In the case of an individual, enter the first 4 characters of the 
surname of the person whose TIN is being reported in position 
15-23 of the "B" Record (the payee) to determine the Name 
Control. If the name that corresponds to the TIN is not 
included in the Payee Name Line every effort should be made 
to develop the correct name control of the name that corre
sponds to the TIN. Surnames of less than four (4) characters 
should be left-justified, filling the unused positions with blanks. 

Special characters and imbedded blanks should be removed. 

In the case of a business, use the first four significant 
characters of the business name. Words such as "a", "an", 
and "of" are not considered significant. 
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RECORD NAME: PAYEE "B" RECORD-Continued 

Media 
Position 

Individuals: 

Corporations: 

Field Title 

Sole Proprietor: 

Partnership: 

Length Instructions and Remarks 
Disregard the word "the" when it is the first word of the 
name, unless there are only two words in the name. Leave this 
field blank if the name control is not determinable. The only 
valid special characters are a dash (-) and ampersand (&). The 
following examples may be helpful in developing the Name 
Control: 

Name Name Control 

Jane Brown BROW 
John A. Lee LEE* 
James P. En Sr. EN* 
John O'Neill ONEI 
Mary Van Buren VANB 
Juan De Jesus DEJE 
John A. EI-Roy EL-R 
Joe McCarthy MCCA 
Pedro Torres-Lopes TORR 
Maria Lopez Moreno** LOPE 
Binh To La LA* 
Nhat Thi Pham PHAM 
Mark D' AIlesandro DALL 

The First National Bank FIRS 
The Hideaway THEH 
A & B Cafe A&BC 
11 TH Street Inc. 11TH 

Mark Hemlock DBA HEML 
The Sunshine Club 

Robert Aspen and ASPE 
Bess Willow 

Harold Fir, Bruce FIR* 
Elm, and Joyce 
Spruce et al Ptr 

* Name Controls of less than four (4) significant characters must be left-justified and blank filled. 
** For Hispanic names, when two last names are shown for an individual, derive the name control from the first last 
name. 

12-13 
14 

15 23 

Blank 
Type of TIN 

Taxpayer Identification 
Number 
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2 

Type of 
TIN 

1 
2 

blank 

9 

Enter blanks. 
REQUIRED. This field is used to identify the Taxpayer 
Identification Number (TIN) in positions 15-23 as either an 
Employer Identification Number, a Social Security Number, or 
the reason no number is shown. Enter the appropriate code 
from the following table: 

TIN 

EIN 
SSN 
N/A 

Type of 
Contractor 

A corporation, partnership or sole proprietor 
An individual, including a sole proprietor 
If undeterminable, enter a blank. If a number 
is not obtainable due to legitimate cause; e.g., 
number applied for but not received, enter a 
blank. 

REQUIRED. Enter the valid nine digit Taxpayer Identification 
Number of the contractor (SSN or EIN, as appropriate). Where 
an identification number has been applied for but not received 
or where there is any other legitimate cause for not having an 
identification number, enter blanks. Do not enter hyphens .~r 



Media 
Position 

24-32 

33-50 
51-120 
121-130 

131-140 
141-160 
161 

162-201 

202-241 

242-281 

282-310 

311-312 

313-321 

322-349 
350-364 

RECORD NAME: PAYEE "B" RECORD-Continued 

Field Title 

Common Parent's 
Federal TIN 

Blank 
Zeros 
Total Amount 
Obligated Under 
The Contract 

Zeros 
Blank 
Foreign Country 
Indicator 

Payee Name Line 

Name of Common 
Parent 

Payee Mailing Address 

Payee City 

Payee State 

Payee ZIP Code 

Blank 
Contract Number 

Length 

9 

18 
70 
10 

10 
21 

40 

40 

40 

29 

2 

9 

28 
15 

Instructions and Remarks 
alpha characters. All zeros, ones, twos, etc will have the effect 
of an incorrect TIN. 
REQUIRED. If applicable, enter the valid nine digit number 
assigned to the contractor's common parent; otherwise, enter 
blanks. (See Part A, Sec. 13 for a definition of Common 
Parent.) Do not enter hyphens or alpha characters. All zeros, 
ones, twos, etc. will have the effect of an incorrect TIN. 
Enter blanks. 
REQUIRED. Enter zeros. 
REQUIRED. The amount reported in this field represents Total 
Amount Obligated Under the Contract. The amount must be 
entered in U.S. dollars and cents. Dollar signs, commas, 
decimal points, or negative payments are not acceptable. 
Amount obligated must be right-justified and unused positions 
must be zero filled. If reporting a money amount in excess of 
9999999999 (dollars and cents), the money must be reported as 
follows: 
(a) The first Payee B record MUST contain 9999999999. 
(b) The second payee B record will contain the remaining 

money amount. 
This figure must not be split in half. 

REQUIRED. Enter zeros. 
Enter blanks. 
REQUIRED (if applicable). If the address of the payee is in a 
foreign country, enter a "1" (one) in this field; otherwise, enter 
a blank. When filers use this indicator, they may use a free 
format for the payee city, state and ZIP Code. Address 
information must not appear in the Payee Name Line. 
REQUIRED. Enter the name of the contractor (preferably 
surname first if an individual) whose Taxpayer Identification 
Number appears in positions 15-23. If fewer than 40 characters 
are required, left-justify and fill unused positions with blanks. 

Note: For sole proprietors, enter the name of the individual in 
the Payee Name Line. Enter the business name of the sole 
proprietor in field positions 202-241. 
REQUIRED (if applicable). If the contractor is a member of an 
affiliated group of corporations that files its income tax returns 
on a consolidated basis, enter the name of the common parent 
of the affiliated group. Name entered should match EIN in 
positions 24-32. If this field is not utilized, enter blanks. 

Note: If applicable, enter the business name of the sole 
proprietor in this field. 
REQUIRED. Enter mailing address of contractor. Street ad
dress should include number, street, apartment or suite number 
(or P.O. Box if mail is not delivered to street address). 
Left-justify and fill unused positions with blanks. 
REQUIRED. Enter the city, left-justify and fill the unused 
positions with blanks. 
REQUIRED. Enter the abbreviation for the state as shown in 
Part A, Sec. 14. Valid U.S. Postal Service state abbreviations 
must be used for U.S. addresses. 
REQUIRED. Enter the valid 9 digit ZIP Code assigned by the 
U.S. Postal Service. If only the first 5 digits are known, 
left-justify and fill the unused positions with blanks. 
Enter blanks. 
REQUIRED (if available). Enter the contract number assigned 
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Media 
Position 

365 

366-369 

370 

371-385 

386 

387-390 

391 

392-396 

397-404 

405-410 

411-416 

417-418 

419-420 

RECORD NAME: PAYEE "B" RECORD-Continued 

Field Title 

Blank 

Contract Modification 
Number 

Blank 

Contract Office Order 
Number 

Blank 

Reporting Agency Code 

Blank 

Contract Office 
Number 

Blanks 

Date of Contract 
Action 

Contract Completion 
Date 

Blank 

Blank 

Length 

4 

15 

4 

5 

8 

6 

6 

2 

2 

Instructions and Remarks 

by the Federal Executive Agency. Left-justify and fill the 
unused positions with blanks. 

Enter a blank. 

REQUIRED (if available). Enter the number assigned to the 
contract or order to designate ,a modification or termination. If 
this field is not utilized, enter blanks 

Enter a blank. 

REQUIRED (if available). Enter the number assigned by the 
contracting office. Left-justify and fill the unused positions 
with blanks. 

Enter a blank. 

REQUIRED. Enter the four digit agency and subagency code. 

Enter a blank. 

REQUIRED (if available). Enter the number assigned by the 
Federal Executive Agency that identifies the purchasing or 
contracting office. 

Enter blanks. 

REQUIRED. Enter the date of the action. Use MMDDYY 
(e.g., 021894). 

REQUIRED. Enter the expected date of completion of contract 
such as the contract delivery date under the contract schedule. 
Use MMDDYY. If completion date is not available, enter 
blanks. 

Enter blanks. 

Enter blanks or carriage return line feed (CR/LF) characters. 

RECORD NAME: PAYEE "B" RECORD-Continued 
PAYEE "B" RECORD-RECORD LAYOUT 

RECORD PAYMENT PAYEE TYPE TAXPAYER 
QUARTER BLANK NAME BLANK OF IDENTIFICATION TYPE YEAR 

CONTROL TIN NUMBER 

2-3 4 5-7 8-11 12-13 14 15-23 

TOTAL 
COMMON AMOUNT FOREIGN 
PARENT'S BLANK ZEROS OBLIGATED ZEROS BLANK COUNTRY 

FEDERAL TIN UNDER THE INDICATOR 
CONTRACT 

24-32 33-50 51-120 121-130 131-140 141-160 161 

PAYEE NAME OF PAYEE PAYEE CONTRACT NAME COMMON MAILING PAYEE PAYEE ZIP BLANK 
LINE PARENT ADDRESS CITY STATE CODE NUMBER 

162-201 202-241 242-281 282-310 311-312 313-321 322-349 350-364 

742 1994-2 C.B. 



PAYEE "B" RECORD-RECORD LAYOUT-Continued 

CONTRACT CONTRACT 
REPORTING OFFICE BLANK MODIFICATION BLANK 

ORDER BLANK AGENCY BLANK 
NUMBER 

NUMBER CODE 

365 366-369 370 371-385 386 387-390 391 

CONTRACT DATE OF CONTRACT 
BLANK OR OFFICE BLANK CONTRACT COMPLETION BLANK 

NUMBER ACTION DATE CR/LF 

392-396 397-404 405-410 411-416 417-418 419-420 

SEC. 8. END OF PAYER "c" RECORD 

.01 The "C" Record is a fixed record length of 420 positions . 

. 02 The Control Total field is 15 positions in length . 

. 03 The End of Payer "C" Record is a summary record for a given payer. 

.04 The "C" Record will contain the total number of payees and the totals of the payment amounts of a given 
payer. The "C" Record must be written after the last Payee "B" Record for a given payer. For each "A" Record and 
group of "B" Records on the file, there must be a corresponding "C" Record . 

. 05 Payers/Transmitters are advised to verify the accuracy of the totals in the "C" Record. 

Media 
Position 
1 
2-7 

8-10 
11-115 
116-130 

131-145 
146-418 
419-420 

RECORD NAME: END OF PAYER "C" RECORD 

Field Title Length Instructions and Remarks 
Record Type 1 REQUIRED. Enter "e." 
Number of Payees 6 REQUIRED. Enter the total number of Payee "B" Records 

Blank 
Zeros 
Control Total 

Zeros 
Blank 
Blank 

RECORD 
TYPE 

(contractors) covered by the preceding Payer/Transmitter "A" 
Record. Right-justify and zero fill. 

3 Enter blanks. 
105 Enter zeros. 

15 REQUIRED. Enter the total amount paid to contractors for all 
contracts present in the preceding Payee "B" Records. Right-
justify and zero fill. 

15 Enter zeros. 
273 Enter blanks. 

2 Enter blanks or carriage return/line feed (CR/LF) characters. 

END OF PAYER "C" RECORD - RECORD LAYOUT 

NUMBER OF BLANK 
PAYEES 

2-7 8-10 

ZEROS BLANK 

131-145 146-418 

ZEROS 

11-115 

BLANK OR 
CR/LF 

419-420 

CONTROL 
TOTAL 

116-130 

SEC. 9. END OF TRANSMISSION "F" RECORD 

.01 The "F" Record is a fixed record length of 420 positions . 

. 02 The "F" Record is a summary of the number of payers and tapes or diskettes in the entire file . 

. 03 This record should be written after the last "C" Record of the entire file. 

Media 
Position 

RECORD NAME: END OF TRANSMISSION "F" RECORD 

Field Title Length Instructions and Remarks 

Record Type REQUIRED. Enter "F." 
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RECORD NAME: END OF TRANS 

Media 
Position Field Title Length Instructions and Remarks 
2-5 Number of "A" 4 The total number of Payer/Transmitter "A" Records in this 

Records transmission may be entered in this field. Right-justify and zero 
fill or enter all zeros. 

6-30 Zeros 25 Enter zeros. 
31-418 Blank 388 Enter blanks. 
419-420 Blank 2 Enter blank or carriage return/line feed (CR/LF) characters 

END OF TRANSMISSION "F" RECORD - RECORD LAYOUT 

NUMBER OF 
RECORD BLANK OR 

TYPE 
"A" ZEROS BLANK 

CR/LF 
RECORDS 

26 CFR 601.105: Examination of returns and 
claims for refund, credit, or abatement; deter
mination of correct tax liability. 

Rev. Proc. 94-57 

SECTION l. PURPOSE 
This revenue procedure informs 

owners of qualified low-income hous
ing projects and housing credit agen
cies (Agencies) when the gross rent 
floor in § 42(g)(2)(A) of the Internal 
Revenue Code takes effect. 

SEC. 2. BACKGROUND 

On May 5, 1993, new area median 
gross income (AMGI) figures went 
into effect for the United States De
partment of Housing and Urban De
velopment programs and other feder
al programs that use AMGI figures, 
including the § 42 low-income hous
ing tax credit program. In some ar
eas, the AMGI level fell below previ
ous levels. 

Section 42(g)(1) defines a qualified 
low-income housing project as any 
project for residential rental use that 
meets one of the following require
ments: (A) 20 percent or more of the 
residential units in the project are 
both rent-restricted and occupied by 
individuals whose income is 50 per
cent or less of AMGI, as adjusted for 
family size, or (B) 40 percent or more 
of the residential units in the project 
are both rent-restricted and occupied 
by individuals whose income is 60 
percent or less of AMGI, as adjusted 
for family size. 

Section 42(g)(2)(A) provides that, 
under § 42(g)(1), a residential unit is 
rent-restricted if the gross rent for the 
unit does not exceed 30 percent of the 
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imputed income limitation applicable 
to the unit. Under § 42(g)(2)(C), the 
imputed income limitation applicable 
to a unit is the income limitation that 
would apply under § 42(g)(l) to indi
viduals occupying the unit if the num
ber of individuals occupying the unit 
were as follows: (i) in the case of a 
unit that does not have a separate 
bedroom, one individual, or (ii) in the 
case of a unit that has one or more 
separate bedrooms, 1.5 individuals 
for each separate bedroom. 

For calculating gross rent on a 
rent-restricted unit, § 7108(e)(2) of 
the Revenue Reconciliation Act of 
1989, 1990-1 C.B. 214, 220, amended 
§ 42(g)(2)(A) to provide that the 
amount of the income limitation un
der § 42(g)(l) applicable for any peri
od is not less than the limitation 
applicable for the earliest period the 
building that contains the unit was 
included in the determination of 
whether the project is a qualified 
low-income housing project (the gross 
rent floor). Section 42(g)(3)(A) pro
vides that, except as otherwise provid
ed in § 42(g)(3), a building is treated 
as a qualified low-income building 
only if the project (of which the 
building is a part) meets the require
ments of § 42(g)(1) not later than the 
close of the first year of the credit 
period for the building. 

Section 42(h)(1)(A) provides that 
the amount of credit determined un
der § 42 for any taxable year for any 
building shall not exceed the housing 
credit dollar amount allocated to the 
building under § 42(h). Under 
§ 42(m)(2)(A), the housing credit dol
lar amount allocated to a project 
shall not exceed the amount an Agen-
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cy determines is necessary for the 
financial feasibility of the project and 
its viability as a qualified low-income 
housing project throughout the credit 
period. Section 42(m)(2)(B) provides 
that in making the determination un
der § 42(m)(2)(A), an Agency shall 
consider (i) the sources and uses of 
funds and the total financing planned 
for the project, (ii) any proceeds or 
receipts expected to be generated by 
reason of tax benefits, (iii) the per
centage of housing credit dollar 
amounts used for project costs other 
than the cost of intermediaries, and 
(iv) the reasonableness of the develop
mental and operational costs of the 
project. The gross rent under 
§ 42(g)(2)(A) that a low-income hous
ing project may generate is a source 
of funds an Agency must consider in 
making the determination under 
§ 42(m)(2)(A). 

Section 42(h)(4)(A) provides that 
§ 42(h)(1) does not apply to the por
tion of any credit allowable under 
§ 42(a) that is attributable to eligible 
basis financed by any obligation the 
interest on which is exempt from tax 
under § 103 if (i) the obligation is 
taken into account under § 146, and 
(ii) principal payments on the financ
ing are applied within a reasonable 
period to redeem obligations the pro
ceeds of which were used to provide 
the financing. Section 42(h)(4)(B) pro
vides that for purposes of § 42(h)(4)
(A), if 50 percent or more of the 
aggregate basis of any building and 
the land on which the building is 
located is financed by an obligation 
described in § 42(h)(4)(A), § 42(h)(l) 
does not apply to any portion of the 
credit allowable under § 42(a) for the 



building. Section 42(m)(2)(D) pro
vides that § 42(h)(4) does not apply 
to any project unless the governmen
tal unit that issued the bonds (or on 
behalf of which the bonds were is
sued) makes a determination under 
rules similar to the rules of 
§ 42(m)(2)(A) and (B). Upon making 
this determination, an Agency will 
issue a "determination letter" to a 
building. 

Under § 1.42-13(a) of the Income 
Tax Regulations, the Secretary may 
provide guidance through various 
publications in the Internal Revenue 
Bulletin to carry out the purposes of 
§ 42. 

SEC. 3. SCOPE 

This revenue procedure applies to 
Agencies and owners of qualified 
low-income housing projects, as de
fined by § 42(g)(1). 

SEC. 4. PROCEDURE 

Except for a low-income building 
described in § 42(h)(4)(B) (a bond
financed building), the Internal Reve
nue Service will treat the gross rent 
floor in § 42(g)(2)(A) as taking effect 
on the date an Agency initially allo
cates a housing credit dollar amount 
to the building under § 42(h)(1). 
However, the Service will treat the 
gross rent floor as taking effect on a 
building's placed in service date if the 
building owner designates that date as 
the date on which the gross rent floor 
will take effect for the building. An 
owner must make this designation to 
use the placed in service date and 
inform the Agency that made the 
allocation to the building no later 
than the date on which the building is 
placed in service. 

For a bond-financed building, the 
Service will treat the gross rent floor 
in § 42(g)(2)(A) as taking effect on 
the date an Agency initially issues a 
determination letter to the building. 
However, the Service will treat the 
gross rent floor as taking effect on a 
building's placed in service date if the 
building owner designates that date as 
the date on which the gross rent floor 
will take effect for the building. An 
owner must make this designation to 
use the placed in service date and 
inform the Agency that issued the 
determination letter to the building 
no later than the date on which the 
building is placed in service. 

An Agency should establish a pro
cedure that will allow an owner to 
inform the Agency of this designation 
no later than the date the owner's 
building is placed in service. 

For the effect of a change in 
AMGI on the initial qualification of a 
tenant as a low-income tenant and the 
available unit rule, see Rev. Rul. 
94-57. 

SEC. 5. EFFECTIVE DATE 

This revenue procedure is effective 
for low-income housing projects re
ceiving initial allocations or determi
nation letters issued after October 6, 
1994. For those projects that received 
initial allocations or determination 
letters prior to this effective date, for 
purposes of establishing the gross rent 
floor in § 42(g)(2)(A), owners and 
Agencies may use a date based on a 
reasonable interpretation of § 42. 

26 CFR 601.602: Tax forms and instructions. 

Rev. Proc. 94-58 

SECTION 1. PURPOSE 

This revenue procedure provides 
further guidance to those individual 
taxpayers who are liable for addition
al 1993 federal income taxes solely by 
reason of the income tax rate increas
es provided by §§ 13201 and 13202 of 
the Omnibus Budget Reconciliation 
Act of 1993 (Act) and who elected to 
pay this additional income tax in 
three equal installments pursuant to 
§ 13201(d) of the Act. Notice 93-51, 
1993-2 C.B. 337, explains how to (1) 
make such an election, (2) compute 
the deferred amount of additional 
1993 federal income taxes, and (3) 
pay the first installment of those 
additional taxes. This revenue proce
dure provides specific guidance re
garding how to pay the second and 
third installments of those additional 
taxes. 

SEC. 2. BACKGROUND 

.01 Section 13201(d)(2) of the Act 
sets forth the requirements for mak
ing timely installment payments of 
additional 1993 federal income taxes. 
The first installment must be paid on 
or before the due date (without re
gard to extensions) of the federal 
income tax return for the taxpayer's 
taxable year beginning in 1993. The 
second installment must be paid on or 
before the date 1 year after that due 

date, and the third installment must 
be paid on or before the date 2 years 
after that due date. 

.02 Section 13201(d)(3) of the Act 
provides that no interest under 
§ 6601 of the Internal Revenue Code 
(relating to the underpayment of tax) 
will be charged so long as the install
ments are timely paid. For § 6601 
purposes, the due date of each install
ment is the date prescribed for the 
payment of tax . 

. 03 Section 13201(d)(5) of the Act 
provides that if the taxpayer does not 
pay any installment on or before the 
date prescribed for its payment, the 
Secretary shall immediately terminate 
the installment payment election and 
any unpaid installments of the addi
tional 1993 federal income taxes shall 
be paid on notice and demand from 
the Secretary. 

.04 Section 6651(a)(2) of the Code 
provides that any tax shown on a 
return but not paid on or before the 
due date prescribed for payment (de
termined with regard to any extension 
of time for payment) is subject to a 
penalty equal to 0.5 percent of the 
unpaid tax per month or fraction 
thereof not to exceed 25 percent, 
unless the failure to pay is due to 
reasonable cause and not due to will
ful neglect. 

.05 Notice 93-51 provides that tax
payers who qualify to pay additional 
1993 federal income taxes in install
ments generally may satisfy their sec
ond and third installment payment 
obligations by: (1) sending to the 
Internal Revenue Service on or before 
the installment due date a separate 
check or money order; and/or (2) 
applying a portion of any overpay
ment for a taxable year beginning in 
1994 (for the second installment) and 
1995 (for the third installment) that is 
attributable to available credits and 
payments made on or before the due 
date of the installment. 

SEC. 3. PROCEDURES FOR 
PAYMENT OF SECOND AND 
THIRD INSTALLMENTS 

.01 Separate Check or Money Or
der Option. Taxpayers may pay each 
installment payment by separate 
check or money order on or before 
the due date of each installment in 
1995 and 1996. The check or money 
order should (1) be made payable to 
the Internal Revenue Service, (2) in
clude the taxpayer's social security 
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number, and (3) be clearly labeled as 
"1993 OBRA Installment." Taxpay
ers should mail their payment to the 
Internal Revenue Service Center 
where they file their 1994 or 1995 
Form 1040, V .S. Individual Income 
Tax Return, or Form 1040NR, V.S. 
Nonresident Alien Income Tax Re
turn. Taxpayers who are not required 
to file a federal income tax return for 
the 1994, and/or 1995 tax year may 
submit their payment to the Internal 
Revenue Service Center where they 
filed their last federal income tax 
return. 

.02 Overpayment Option. Taxpay
ers may apply a portion of any over
payment for the taxable year begin
ning in 1994 to the second 
installment, and for the taxable year 
beginning in 1995 to the third install
ment, provided that the overpayment 
existed on or before the due date of 
the installment, and the 1994 or 1995 
return is filed on or before its due 
date (with regard to extensions). 
Overpayments that may be applied to 
an installment payment include those 
overpayments resulting from excess 
withheld income taxes, estimated tax 
payments, or payments with an exten
sion request. Taxpayers may desig
nate that an overpayment be applied 
to an installment payment in accord
ance with the specific instructions on 
how to make this designation accom
panying the 1994 or 1995 tax forms 
that they file. Taxpayers choosing the 
overpayment option of paying an in
stallment are cautioned, however, 
that the Internal Revenue Service will 
apply such a designated overpayment 
first to any other outstanding federal 
tax liability (including any other exist
ing 1993 federal income tax liability), 
notwithstanding any taxpayer desig
nation. 

.03 Interest and Penalties. No in
terest and penalties are due on the 
deferred additional 1993 federal in
come taxes if they are paid on or 
before the respective installment due 
dates. Taxpayers who do not timely 
pay the entire amount of the second 
installment are subject to interest un
der § 6601 and the failure-to-pay 
penalty under § 6651. Interest and 
the failure-to-pay penalty will be 
computed from the due date of the 
second installment on any remaining 
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unpaid balance of a taxpayer's de
ferred additional 1993 federal income 
taxes as of that date (including both 
the second installment and the third 
installment). Taxpayers who timely 
pay the second installment but not 
the third installment, will be subject 
to interest and the failure-to-pay pen
alty computed from the due date of 
the third installment. 

.04 Examples. 

Example 1. X, an individual calen
dar year taxpayer, has an increased 
federal income tax liability of $2,400 
for calendar year 1993 as a result of 
amendments to the Code made by 
§§ 13201 and 13202 of the Act. X is 
eligible to pay the $2,400 in three 
$800 installments. X timely made the 
election on Form 8841, Deferral of 
Additional 1993 Taxes, and timely 
paid the first installment of tax. X 
qualifies for the deferral of the re
maining $1,600. The second install
ment of $800 is due on or before 
April 17, 1995 (April 15 falls on a 
Saturday), and the final installment 
of $800 is due on or before April 15, 
1996. X timely complies with the 
requirements for paying the second 
and third installments by separate 
checks. X's checks will be applied 
against the second and third install
ments. 

Example 2. The facts are the same 
as in Example 1, except that X has an 
outstanding 1990 tax liability of $900 
(including penalties and interest). X's 
checks clearly instruct the Service to 
apply the $800 amount of each check 
to the second and third installments 
due for 1993 additional taxes. X's 
checks will be applied according to 
X's instructions, notwithstanding the 
1990 tax liability. 

Example 3. The facts are the same 
as in Example 1, except that X does 
not pay the second installment by 
separate check. On April 10, 1995, X 
files Form 4868, Application for Au
tomatic Extension of Time to File 
V.S. Income Tax Return, showing a 
balance due of $5,000 for 1994, and 
submits a payment of $5,000 with the 
application. No additional payments 
of 1994 income taxes were made 
thereafter. X timely files Form 1040 
for 1994 on August 15, 1995, showing 
a $1,000 overpayment, and clearly 
instructing the Service to apply $800 

of the overpayment to the second 
installment of additional 1993 tax. 
Since the payment of $5,000, which 
created the $1,000 overpayment, was 
made on or before April 17, 1995, 
X's payment of the second install
ment is considered timely and will be 
applied according to X's instructions. 
The remainder ($200) will be refund
ed to X, or applied to X's 1995 
estimated tax, if so designated on X's 
return. 

Example 4. The facts are the same 
as in Example 1, except that X does 
not pay the second installment by 
separate check. X's 1994 income tax 
return, filed on February 15, 1995, 
shows an overpayment of $1,000. X, 
in accordance with the instructions 
for Form 1040, designates that $800 
of the overpayment be applied to X's 
second installment of additional 1993 
tax liability. The $800 will be applied 
to X's second installment. The re
mainder ($200) will be refunded to X, 
or applied to X's 1995 estimated tax, 
if so designated on X's return. How
ever, if X made no designation on 
Form 1040, the $1,000 would be re
funded to X, and X would need to 
send a separate check or money order 
to pay the second installment on or 
before April 17, 1995. 

Example 5. The facts are the same 
as in Example 4, except that X has an 
outstanding 1990 tax liability of $900 
(including penalties and interest). The 
Service will first apply $900 of X's 
$1,000 overpayment for tax year 1994 
against X's 1990 tax liability, not
withstanding X's designation. The re
maining $100 will be applied to the 
second installment due. Therefore, X 
still owes $700 for the second install
ment. If X does not pay the remain
ing $700 due for the second install
ment on or before April 17, 1995, X 
must pay its unpaid balance of $1,500 
($700 for the second installment and 
$800 for the third installment) upon 
notice and demand from the Secre
tary. In addition, X is subject to the 
failure to pay penalty (absent the 
establishment of reasonable cause) 
and interest on the unpaid balance of 
$1,500 from the due date of the 
second installment until the liability is 
satisfied. 

SEC. 4. EFFECTIVE DATE 

This revenue procedure is effective 
on September 19, 1994. 



26 CFR 601.602: Tax forms and instructions. 
(Also Part /, Sections 3504, 6011; 31.3504-1, 
31.6011(0)-4.) 

Rev. Proc. 94-59 

SECTION 1. PURPOSE 

.01 The purpose of this revenue 
procedure is to provide a means 
whereby Reporting Agents preparing 
Form 945, Annual Return of With
held Federal Income Tax, for groups 
of taxpayers can furnish the required 
information in the form of magnetic 
tape. 

. 02 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 in
structions. 

SEC. 2. BACKGROUND 

.01 Under section 31.6011(a)-8 of 
the Employment Tax Regulations, the 
Commissioner may authorize the use, 
at the option of the taxpayer, of a 
composite return in lieu of any form 
specified in 26 CFR Part 31 (Employ
ment Taxes and Collection of Income 
Tax at Source) for use by a taxpayer, 
subject to such conditions, limita
tions, and special rules governing the 
preparation, execution, filing, and 
correction thereof as the Commission
er may deem appropriate. The com
posite return shall consist of a form 
prescribed by the Commissioner and 
an attachment or attachments of mag
netic tape or other approved media. 
Notwithstanding any provisions in this 
part to the contrary, a single form 
and attachment may comprise the re
turns of more than one taxpayer. 

.02 The magnetic tape Form 945 is 
a composite return consisting of the 
magnetic tape data and Form 4996, 
Magnetic Tape Filing Transmittal for 
Form 941, 945 or 940 Federal Tax 
Returns. A magnetic tape return must 
contain the same information that a 
return filed completely on paper con
tains. 

SEC. 3. APPLICATION FOR TAPE 
REPORTING 

.01 Reporting Agents who desire to 
file Forms 945, 941 and 940 on mag
netic tape must first file a Letter of 
Application. Although this revenue 
procedure only covers Form 945 filed 
on magnetic tape, the Letter of Ap
plication may cover Form 940, Em
ployer's Annual Federal Unemploy-

ment (FUTA) Tax Return and Form 
941, Employer's Quarterly Federal 
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 945, 940, 941 
and 943. Separate revenue procedures 
cover the filing of Forms 940, 941 
and the submission of federal tax 
deposits on magnetic tape. Contact 
the Magnetic Tape Coordinator for 
Business Tax Returns for current cop
ies 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 cen
ter that serves the primary business 
address of the Reporting Agent. Ad
dresses of the service centers are 
shown in Section 14 of this revenue 
procedure. 

.03 The Letter of Application must 
contain the following: 

1. Name, address and EIN (Em
ployer Identification Number) of the 
person, organization, or firm making 
Letter of Application. 

2. Name, title and telephone 
number of the person to contact re
garding 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 re
turns the Reporting Agent plans to 
file by type of return (for example, 
945, 941 or 940). 

5. An agreement by the Report
ing Agent to keep copies of the Re
porting Agent Authorization (RAA) 
on file at the Reporting Agent's prin
cipal place of business for examina
tion by the Service upon request. 
Such copies must be retained until the 
period of limitation for assessment 
for the last return filed under its 
authority expires. 

6. An agreement by the taxpayer 
and Reporting Agent to fully pay the 
tax by FTDs. This revenue procedure 
does not restrict a non-financial or
ganization that performs a payroll or 
tax service from being a Reporting 
Agent. See Rev. Proc. 89-48, 1989-2 
C.B. 599, concerning the require
ments under which FTDs can be 
made by the Reporting Agent. 

7. An agreement by the taxpayer 
to fully pay contributions to state 
unemployment 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 
authorized to prepare federal tax re
turns for taxpayers. 

.04 The Letter of Application must 
include two types of attachments as 
follows: 

1. A Reporting Agent's List 
which identifies all taxpayers to be 
included in the Magnetic Tape Filing 
System . 

2. RAAs for all taxpayers includ
ed 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. 4. REPORTING AGENT 
AUTHORIZATION 

A RAA must be submitted for each 
filer on the Reporting Agent's List 
attached to the Letter of Application. 
The RAA may be submitted on Form 
8655, Reporting Agent Authorization, 
which is available on request; or any 
other instrument which meets the 
specifications identified Rev. Proc. 
89-18, 1989-1 C.B. 828. The RAA 
may cover the filing of Forms 945, 
940 and 941 and the magnetic tape 
submission of FTDs on Forms 945, 
940, 941 and 943, if desired. 

SEC. 5. 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 validat
ed Reporting Agent's List provides 
the name control for each taxpayer. 
The name control is a required field 
when the return is submitted on mag
netic tape. See Exhibit 11, 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 en
couraged to submit the initial test 
tape by September 30th of the year 
preceding the due date of the returns 
which will be filed on magnetic tape. 
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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 Appli
cation 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 approval for magnetic 
tape filing by the end of the tax year 
for which the returns will be filed, 
paper tax returns must be filed. The 
Reporting Agent may, however, re
submit a test tape for the subsequent 
tax year. 

.04 The Magnetic Tape Coordina
tor for Business Tax Returns will 
notify prospective and current Re
porting Agents in writing of approv
al, denial and revocation of magnetic 
tape filing privileges. Once authoriza
tion 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 revenue procedure are met, 
and there are no equipment changes 
by the Reporting Agent. 

SEC. 6. FILING TAPE RETURNS 

.01 The Service will allow a tape 
return to be submitted for those tax
payers who are approved for magnet
ic tape filing until the Reporting 
Agent formally notifies the Service 
that specific taxpayers are being delet
ed 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 
Revenue service center serving the 
legal residence or principal business 
address of the taxpayer. Thus, Re
porting Agents must normally file a 
taxpayer'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 
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Tape Coordinator for Business Tax 
Returns for details. 

.03 Approval by the Service of a 
Letter of Application allows Report
ing Agents to file at any service 
center that services their clients. If 
Reporting Agents wish to file at addi
tional service centers, they must noti
fy the Magnetic Tape Coordinator for 
Business Tax Returns of the service 
center where they originally applied at 
least 90 days prior to the initial trans
mittal to the new service center. 

.04 The Reporting Agent will be 
provided with a validated copy of the 
Reporting Agent's Listing for taxpay
ers authorized to file on magnetic 
tape. This authorization will contain 
each taxpayer's EIN and name con
trol. 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 (po
sitions 72-75). It is used by the Ser
vice 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 mail
ing instructions will be provided in 
the letter granting initial approval 
issued by the Service in response to 
the Letter of Application for magnet
ic tape filing. The first box of the 
tape shipment to the service center 
must contain Form 4996, Magnetic 
Tape Filing Transmittal for Form 
941, 945 or 940 Federal Tax Returns, 
in duplicate. Failure to complete and 
submit this form will cause delays in 
processing the magnetic tape. The 
transmittal form must include: 

(a) The name, address and tele
phone number (including area code) 
of Reporting Agent. 

(b) Employer Identification 
Number of Reporting Agent. 

(c) Type of tax return filed on 
the magnetic tape (945). 

(d) Tax period (use YYMM of 
tax year - for example, 9412). 

(e) Number of tax returns filed 
on accompanying tape. 

(f) Total taxes reported. 
(g) Total taxes deposited. 
(h) Number of revenue procedure 

used as basis for magnetic tape prepa-

ration (for example, 94-59). 
(i) Service center where RAAs 

are filed . 
G) Signature of Reporting Agent 

or authorized employee, title and 
date. 

.06 Form 945, 941 or 940 data 
must all be filed on separate magnetic 
tapes. 

.07 The Reporting Agent must noti
fy the Magnetic Tape Coordinator for 
Business Tax Returns if the agent 
does not receive notification of re
ceipt of the transmittal within 15 days 
from the date the transmittal was 
sent. 

.08 If this revenue procedure is 
revised in terms of its computer speci
fications, current Reporting Agents 
will be advised by the Magnetic Tape 
Coordinator for Business Tax Returns 
to submit test tapes prior to their first 
usage of the new specifications. If the 
changes are minor, the Magnetic 
Tape Coordinator may waive the re
quirement. 

.09 If a Reporting Agent changes 
computer equipment, a test tape must 
be submitted. The guidelines in Sec
tion 5 of this revenue procedure will 
be followed, in regards to submission 
and acceptance of test tapes. If, by 
the end of the tax year for which the 
returns will be filed, the Reporting 
Agent has not submitted a test tape 
that meets the requirements of this 
revenue procedure, the Magnetic 
Tape Coordinator will advise the Re
porting Agent to submit paper re
turns. The Reporting Agent may re
submit a test tape for the subsequent 
tax year. 

SEC. 7. 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. 8. 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 pre
fers 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 au
thorization to file that taxpayer's re
turns on magnetic tape. 

SEC. 9. 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 report
ing 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 con
tained in the current revenue proce
dure 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 sub
mitted for the taxpayer and the tax
payer's identifying information has 
been included on a Reporting Agent's 
List which in turn has been subse
quently validated by the Service. Un
til the Reporting Agent has received 
the validated list, a valid tax return 
cannot be submitted through the 
Magnetic Tape Filing System. 

SEC. 10. 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 153 of the Tax Data "B" 
Record (see Exhibit 11) with an entry 
of "1". The taxpayer's address of 
record will then be updated with the 
information that is given in tape posi
tions 87-152 of the Tax Data "B" 
Record. 

.03 For a list of address abbrevia
tions, refer to postal guidelines (i.e. 
National Five-Digit Zip Code & Post 
Office Directory) for acceptable stan
dard address formats and abbrevia
tions. 

SEC. 11. STATE ABBREVIATIONS 

.01 You must use the following 
state abbreviations when developing 
the state code portion of address 
fields. 

State Code 

Alabama AL 
Alaska AK 
Arizona AZ 
Arkansas AR 
American Samoa AS 
California CA 
Colorado CO 
Connecticut CT 
Delaware DE 
District of Columbia DC 
Federated States of FM 

Micronesia 
Florida FL 
Georgia GA 
Guam GU 
Hawaii HI 
Idaho ID 
Illinois IL 
Indiana IN 
Iowa IA 
Kansas KS 
Kentucky KY 
Louisiana LA 
Maine ME 
Marshall Islands MH 
Maryland MD 
Massach usetts 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 ND 
Northern Mariana Islands MP 
Ohio OH 
Oklahoma OK 
Oregon OR 
Palau PW 
Pennsylvania PA 
Puerto Rico PR 
Rhode Island RI 
South Carolina SC 
South Dakota SD 
Tennessee TN 
Texas TX 
Utah UT 
Vermont VT 
Virginia VA 

State 

Virgin Islands 
Washington 
West Virginia 
Wisconsin 
Wyoming 

Code 

VI 
WA 
WV 
WI 
WY 

.02 You must use the following 
state abbreviations when developing 
the state code portion for APO/FPO 
addresses: 

State Code 
Armed Forces the Americas AA 
Armed Forces Europe AE 
Armed Forces Pacific AP 

.03 When reporting APO/FPO ad
dresses use the following format: 
EXAMPLE: 

Payee Name 
Mailing 
Address 

Payee City 
*Payee State 
Payee ZIP 
Code 

PVT John M. Doe 
Company F, PSC 
Box 100 
167 Infantry REGT 
APO (or FPO) 
AE, AA or AP 
098010100 

* AE is the designation for ZIPs be
ginning with 090-098, AA for ZIP 
340 and AP for ZIPs 962-966. 

SEC. 12. RESPONSIBILITIES OF A 
REPORTING AGENT 

The following material must be re
tained for four years after the due 
date of the return: 

(a) a complete copy of the mag
netic tape return (may be retained on 
magnetic media), 

(b) the notification of receipt of 
the transmittal received from the Ser
vice, and 

(c) a copy of the signed Form 
4996, Magnetic Tape Filing Transmit
tal for Forms 941, 945 and 940 Feder
al Tax Returns. 

SEC. 13. 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 informa
tion 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. 
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.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 por
tion of the taxpayer's return was 
acknowledged as received by the ser
vice center. 

SEC. 14. ADDITIONAL 
INFORMATION 

Requests for additional copies of 
this revenue procedure, Letter of Ap
plications 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 informa
tion must be addressed to the Direc
tor, Internal Revenue Service Center, 
Attention: Magnetic Tape Coordina-

tor 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 

SEC. 15. CONVENTIONS AND DEFINITIONS 

.01 Conventions. 

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 

(1) Reporting Agents who submit Forms 945, 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 Information Interchange). Specifically this calls for 
recognition of the following label types: VOLl, HDR1, HDR2, EOV1, EOV2, EOF1, and EOF2 (see Exhibits 3 
through 9 for specific label specifications). 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 interchange tape (as defined above in .01 

(1». An example as to their positioning is given in Section 16.02 of this revenue procedure . 
. 02 Definitions. 

Element 
b 
Blocked Records 
Blocking Factors 
EIN 
File 
FTD 
MMDD 

POA 
RAA 
Record 
Record Mark 

Reel 
Element 
Reporting Agent 

Reporting Agent's 
List 
Special Character 
Tape Mark 
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Description 
Denotes a blank position. 
Two or more records grouped together between inter-record gaps. 
The number of records grouped together to form a block. 
Employer Identification Number. 
A file consists of all tape records submitted by a Reporting Agent. 
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. 
Description 
Person or organization preparing and filing magnetic tape equivalents of federal tax 
returns. 
A list of taxpayers to be added to or 
deleted from the Magnetic Tape Filing System. The list may be submitted on tape or paper. 
Any character that is not a numeral, letter or blank. 
Special character that is written on tape. 



Element 
Taxpayer 

Unblocked Records 
YYDDD 

YYMM 

Description 
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 inter-record gaps. 
Year, year, day, day, day - the last two digits of the year plus the Julian day. For example, 
January 1,1995 is 95001; February 2,1995 is 95033. 
Year, year, month, month of ending month of tax period in digits. For example, the format 
for an annually filed 1994 return is 9412. 

SEC. 16. 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 

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 

Recording Format 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: 

VOLl 
HDRI 
HDR2 
TAPEMARK 
DATA RECORD A 
DATA RECORDS B (Up to 100 occurrences **) 
DATA RECORD D 
DATA RECORD C 
DATA RECORDS B (Up to 100 occurrences **) 
DATA RECORD D 
DATA RECORD C 
DATA RECORDS B (Up to 100 occurrences **) 
DATA RECORD D 
DATA RECORD C 
DATA RECORD E 
TAPEMARK 
EOFI 
EOF2 
TAPE MARK 
TAPE MARK 

.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 D 
DATA RECORD C 
DATA RECORDS B 
DATA RECORD D 
DATA RECORD C 
DATA RECORDS B 
DATA RECORD D 
DATA RECORD C 

(Up to 100 occurrences **) 

(Up to 100 occurrences **) 

(Up to 100 occurrences **) 
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First and subsequent reels 
TAPEMARK 
EOVl 
EOV2 
TAPEMARK 
TAPE MARK 

Last reel 

VOLl 
HDRI 
HDR2 
TAPEMARK 
DAT A RECORDS B 
DATA RECORD D 
DATA RECORD C 
DATA RECORDS B 
DATA RECORD D 
DAT A RECORD C 
DAT A RECORDS B 
DAT A RECORD D 
DATA RECORD C 
DATA RECORD E * 
TAPEMARK 
EOFI 
EOF2 
TAPE MARK 
TAPE MARK 

(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". The Data Record "D" is used as needed 
and must immediately follow its corresponding Data Record "B". However, the number of Data Records "D" 
must not be included in the 100-count. Repeat the sequence of "B", "D" and "C" Records, as needed . 

.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 submit

ted on this reel of tape. 
3. Payment period in YYMM 

(year, year, month, month) 
format. For example, 9412. 

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 specifi
cations 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 
unused positions zero filled. All mon
ey fields must include two decimal 
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pOSitIOns on the right. All numeric 
data must be in unsigned ASCII char
acters (no binary data). Where neces
sary, 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 excep
tion 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 (/) in the street 
address and hyphen (-) and amper
sand (&) in the name control. 

.08 Agent "A" Record. The Agent 
"A" Record (see Exhibit 10) identi
fies the Reporting Agent who pre
pares and transmits the tape file. 
Only Form 945 data may be present 
on this magnetic tape. Form 940 and 
941 data must be on separate tapes. 
The Agent "A" Record must be re
ported on the first reel of the file and 
precede the first Tax Data "B" 
Record. 

. 09 Form 945 Tax Data "B" 
Record. 

(1) Tax Data "B" Records (see 
Exhibit 11) contain tax information 
for each filer reported by the Report
ing 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 con
tain dollars and cents, must be right 
justified with zero filling on left and 
must be zero filled if an amount is 
not present. Fields identified as indi
cators 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) Monthly summary of federal 
tax liability should be completed if 
deposits are made on a monthly 
schedule. 

.10 Form 945-A Tax Liability Data 
"D" Record. 

(1) Form 945-A Tax Liability 
Data D Record 'fI'Hl. be used if the 



ing the semiweekly deposit schedule. 
See Exhibit 12. If the taxpayer was a 
monthly schedule depositor and accu
mulated a tax liability of $100,000 or 
more during any month, the taxpayer 
became a semiweekly depositor for 
the remainder of the year and must 
report liabilities on the Form 945-A 
Tax Liability Data "0" Record for 
the entire year. See the instructions 
for Form 945 and Circular E for 
more information on deposit rules. 

(2) Each Tax Data "0" Record 
must follow its corresponding Tax 
Data "B" Record. 

.11 Checkpoint Totals "c" 
Record. 

(1) Write this record after each 
100 or fewer (if less than 100 remain) 
Tax Data "B" Records. If a "0" 

record is written after the 100th "B" 
record, the "c" record would be 
written after the "0" record. 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 Taxes Deposited 
Amounts for all Tax Data "B" 
Records which have not been summa
rized in preceding Checkpoint 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" 
Records must be fixed length. All 

money amount fields will contain dol
lars and cents. The Checkpoint Totals 
"c" Records cannot be followed by 
a tape mark . 

. 12 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 Ex
hibit 14). 

SEC. 17. EFFECTIVE DATE 

This revenue procedure is effective 
for filing Forms 945 on magnetic tape 
for tax year beginning January 1, 
1994. 
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Form 4996 
(Rev. July 1994) 

Department of the Treasury 
Internal Revenue Service 

EXHIBIT 1 

Magnetic Tape Filing Transmittal for Form 941, 945 
or 940 Federal Tax Returns 

Please complete 2 copies of this form for each tape file and enclose with the first box of files in the shipment. 

Reporting Agent's Name and Address (Street, City, State, and ZIP Code) 

Telephone Number: 

Employer Identification Number Tax Period Ended 

Check the box showing the type of tax return being transmitted 
(Check only one box) 

o 941 0 945 0 940 

1. Number of tax returns filed on the accompanying tape ......................................................... . 

2. Total taxes (add the amount for this item on all tax returns and enter total here) ................................... . 

3. Total taxes deposited (add the amount for this item on all tax returns and enter total here) .......................... . 

4. Enter the revenue procedure number used for preparing the magnetic tape ....................................... . 

A Reporting Agent Authorization, Form 8655, for the filing of federal tax returns on the accompanying magnetic tape has been filed with 

_________________________ Internal Revenue Service Center. 

Enter the total number of Forms 941C and other attachments to support adjustments included in this shipment .......... . 

Note: The IRS tape program involves only the tax data part of the employer's Federal tax return (Forms 941, 945, 940). You may be 

required to file Form W-2 on magnetic media. If you file 250 or more Forms W-2, you must report on magnetic media unless you have been 

granted a waiver by the IRS. You can get magnetic media reporting specifications at most Social Security Administration offices. 

Under penalties of perjury, I declare that the tax returns and accompanying schedules and statements on the enclosed magnetic tape are to the 

best of my knowledge and belief, true, correct, and complete; and that, for Form 940 tax returns on the enclosed magnetic tape; no part of any 

payment made to a state unemployment fund claimed as a credit was or is to be deducted from the payments to employees. 

Signature of agent or authorized employee responsible for preparation of tax returns. 

Title 

Department of the Treasury 
Internal Revenue ServIce 
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Form 8822 
(Rev. May 1994) 

Check ALL boxes this change affects: 

EXHIBIT 2 
Change of Address 

~ Please type or print 

~ Do not attach this form to 

1 0 Individual income tax returns (Forms 1040, 1040A, 1040EZ, 1040NR, etc.) 

return. 

~ If your last return was a joint return and you are now establishing a residence separate 
from the spouse with whom you filed that return, check here ~ 0 

2 0 Employment tax returns for household employers (Forms 942, 940, and 940-EZ) 
~ Enter your employer identification number here . ~ 

3 0 Gift, estate, or generation-skipping transfer tax returns (Forms 706, 709, etc.) 
~ For Forms 706 and 706-NA, enter the decedent's name and social security number below. 

~ Name ~ Social security number 

OMS No. 1545-1163 

Expires 5·31-95 

4a Your name (first name, initial, and last name) 4b Your social security number 

Sa Spouse's name (first name, initial, and last name) 5b Spouse's social security number 

6 Prior name(s). See instructions. 

7a Old address (no., street, city or town, state, and ZIP code). If a P.O. box or foreign address, see instructions. Apt. no. 

7b Spouse's old address, if different from line 7a (no., street, city or town, state, and ZIP code). If a P.O. box or foreign address, see instructions. Apt. no. 

8 New address (no., street, city or town, state, and ZIP code). If a P.O. box or foreign address, see instructions. 

Check ALL boxes this change affects: 
9 0 Employment, excise, and other business returns (Forms 720, 941, 990, 1041, 1065, 1120, etc.) 

10 0 Employee plan returns (Forms 5500, 5500-C/R, and 5500-EZ). See instructions. 
11 0 Business location 

Apt. no. 

12a Business name 12b Employer identification number 

13 Old address (no., street, city or town, state, and ZIP code). If a P.O. box or foreign address, see instructions. Room or suite no. 

14 New address (no., street, city or town, state, and ZIP code). If a P.O. box or foreign address, see instructions. Room or suite no. 

15 New business location (no., street, city or town, state, and ZIP code). If a foreign address, see instructions. Room or suite no. 

UlI Signature 

Daytime telephone number of person to contact (optional) • 
} 

Please 
Sign ~ ____________ ---1.--;::-::--_ 

Here , Your Signature Date ~ If Part II completed, Signature of owner, officer, Of representative Date 

~ If joint return, spouse's signature Date ~ Title 

For Privacy Act and Paperwork Reduction Act Notice, see back of form. Cat. No. 12081V Form 8822 (Rev. 5-94) 
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Form 8822 (Rev. 5-94) 

Privacy Act and Paperwork 
Reduction Act Notice 
We ask for this information to carry out 
the Internal Revenue laws of the United 
States. We may give the information to 
the Department of Justice and to other 
Federal agencies, as provided by law. 
We may also give it to cities, states, the 
District of Columbia, and U.S. 
commonwealths or possessions to carry 
out their tax laws. And we may give it to 
foreign governments because of tax 
treaties they have with the United 
States. 

If you fail to provide the Internal 
Revenue Service with your current 
mailing address, you may not receive a 
notice of deficiency or a notice and 
demand for tax. Despite the failure to 
receive such notices, penalties and 
interest will continue to accrue on the 
tax deficiencies. 

The time needed to complete and file 
this form will vary depending on 
individual circumstances. The estimated 
average time is 16 minutes. 

If you have comments concerning the 
accuracy of this time estimate or 
suggestions for making this form more 
simple, we would be happy to hear from 
you. You can write to both the Internal 
Revenue Service, Attention: Reports 
Clearance Officer, PC:FP, Washington, 
DC 20224; and the Office of 
Management and Budget, Paperwork 
Reduction Project (1545-1163), 
Washington, DC 20503. DO NOT send 
this form to either of these offices. 
Instead, see Where To File on this page. 

Purpose of Form 
You may use Form 8822 to notify the 
Internal Revenue Service if you changed 
your home or business mailing address 
or your business location. Generally, 
complete only one Form 8822 to change 
your home and business addresses. 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. If 
you are a representative signing for the 
taxpayer, attach to Form 8822 a copy of 
your power of attorney. 

Note: If you moved after you filed your 
return and you are expecting a refund, 
also notify the post office serving your 
old address. This will help forward your 
check to your new address. 

Prior Name(s) 
If you or your spouse changed your 
name due to marriage, divorce, etc., 
complet~ line 6. Also, be sure to notify 
the Social Security Administration of 
your new name so that it has the same 
name in its records that you have on 
your tax return. This prevents delays in 
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EXHIBIT 2 (continued) 

processing your return and issuing 
refunds. It also safeguards your future 
social security benefits. 

P.O. Box 
If your post office does not deliver mail 
to your street address and you have a 
P.O. box, show the box number instead 
of your street address. 

Foreign Address 
If your address is outside the United 
States or its possessions or territories, 
enter the information in the following 
order: number, street, city, province or 
state, postal code, and country. Do not 
abbreviate the country name. Be sure to 
include any apartment, room, or suite 
number in the space provided. 

Employee Plan Returns 
A change in the mailing address for 
employee plan returns must be shown 
on a separate Form 8822 unless the 
Exception below applies. 

Exception. If the employee plan returns 
were filed with the same service center 
as your other returns (individual, 
business, employment, gift, estate, etc.), 
you do not have to use a separate Form 
8822. See Where To File below. 

Where To File 
Send this form to the Internal Revenue 
Service Center shown below for your 
old address. But if you checked the box 
on line 10 (employee plan returns), send 
it to the address shown in the far right 
column. 

If your old 
address was in: 

Florida. Georgia. 
South Carolina 

New Jersey. New York (New 
York City and counties of 
Nassau. Rockland, SuffOlk, 
and Westchester) 

New York (all other 
counties), Connecticut, 
Maine. Massachusetts, 
New Hampshire. Rhode 
Island, Vermont 

Alaska, Arizona, California 
(counties of Alpine, Amador, 
Butte, Calaveras, Colusa. 
Contra Costa, Del Norte, EI 
Dorado, Glenn, Humboldt, 
Lake, Lassen. Marin. 
MendOCino. Modoc, Napa, 
Nevada, Placer, Plumas, 
Sacramento, San Joaquin, 
Shasta, Sierra, Siskiyou, 
Solano, Sonoma, Sutter, 
Tehama, Trinity, Yolo, and 
Yuba), Colorado, Idaho, 
Montana, Nebraska, Nevada. 
North Dakota, Oregon, South 
Dakota, Utah, Washington, 
Wyoming 

California (all other 
counties). Hawaii 

Use this address: 

Atlanta, GA 39901 

Holtsville, NY 00501 

Andover, MA 05501 

Ogden, UT 84201 

Fresno, CA 93888 

® Printed on recycled paper 

Page 2 

Indiana, Kentucky, Michigan, 
Ohio, West Virginia Cincinnati, OH 45999 

Kansas, New Mexico, 
Oklahoma, Texas 

Delaware, District of 

Austin, 1)( 73301 

Columbia, Maryland, Philadelphia, PA 19255 
Pennsylvania, Virginia 

Alabama, Arkansas, Louisiana, 
MiSSissippi, North Carolina, MemphiS, TN 37501 
Tennessee 

Illinois, Iowa, Minnesota, 
Missouri, Wisconsin 

American Samoa 

Guam: 
Permanent residents 

Guam: 
Nonpermanent residents 

Puerto Rico (or if excluding 
income under section 933) 

Virgin Islands: 
Nonpermanent residents 

Kansas City, MO 64999 

Philadelphia, PA 19255 

Department of Revenue 
and T~tion 

Government of Guam 
378 Chalan San Antonio 

Tamuning, GU 96911 

Philadelphia, PA 19255 

Virgin Islands: 
Permanent residents 

V. I. Bureau of 
Internal Revenue 

Lockhart Gardens No. 1-A 
Charlotte Amalie, 

SI. Thomas, VI 00802 

Foreign country: 
U.S. citizens and those 
filing Form 2555, 
Form 2555-EZ, or 
Form 4563 

All A.P.O. and F.P.O. 
addresses 

Philadelphia, PA 19255 

Philadelphia, PA 19255 

Employee Plan Returns ONLY 
(Form 5500 series) 
If the principal office of 
the plan sponsor or the 

plan administrator 
was in: 

Connecticut, Delaware, 
District of Columbia, 
Maine, Maryland, 
Massachusetts, New 
Hampshire, New Jersey, 
New York, Pennsylvania, 
Puerto Rico, Rhode Island, 
Vermont, Virginia 

Alabama, Alaska, Arkansas, 
California, Florida, Georgia, 
Hawaii, Idaho, Louisiana, 
MiSSissippi, Nevada, North 
Carolina, Oregon, South 
Carolina, Tennessee, 
Washington 

Arizona, Colorado, Illinois, 
Indiana, Iowa, Kansas, 
Kentucky, Michigan, 
Minnesota, Missouri, 
Montana, Nebraska, New 
Mexico, North Dakota, Ohio, 
Oklahoma, South Dakota, 
Texas, Utah, West Virginia, 
WisconSin, Wyoming 

Foreign country 

All Form 5500-EZ filers 

Use this address: 

Holtsville, NY 00501 

Atlanta, GA 39901 

Memphis, TN 37501 

Holtsville, NY 00501 

Andover, MA 05501 

GPO 1994 0 - 375-018 



EXHIBIT 3 

VOLl Label 
Character Position Acceptable values 
1-4 * VOLl 
5-10 "6" digit reel number 
11-79 * blanks 
80 * 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. 

HDRI 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 * 

Acceptable values 
HDRI 

EXHIBIT 4 

This is the file identifier. The Reporting Agent must supply this information. Entries must 
be left justified and blank filled. Valid entry is "MGT0301" .(Form 945) 
"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. 

HDR2 Label 
Character Position 
1-4 * 
5 
6-10 
11-15 * 
16-50 * 
51-52 * 
53-80 * 

Acceptable values 
HDR2 

EX~IBIT 5 

F (indicator for fixed length records) 
"05392" 
"05392" 
blanks 
"00" 
blanks 

* Asterisk indicates positions (fields) that are generally system generated (vendors may differ somewhat). The Reporting 
Agent must make entries in all other fields. 

EOFI Label 
Character Position 
1-4 * 
5-21 

22-27 
28-31 * 
32-35 
36-39 

40-41 
42-47 

Acceptable values 
EOFI 

EXHIBIT 6 

This is the file identifier. The Reporting Agent must supply this information. Entries must 
be left justified and blank filled. Valid entry is "MGT0301" .(Form 945) 
"6" digit reel number 
0001 
0001 
Specifies the current stage (version) in the succession of one file generation by the next. 
Generally will be OOOl. 
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). 

1994-2 C.B. 757 



EOFI Label 
Character Position 
48-53 

54 * 
55-60 * 
61-80 * 

Acceptable values 
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. 

EOF2 Label 
Character Position 
1-4 * 
5 
6-10 * 
11-15 * 
16-50 * 
51-52 * 
53-80 * 

Acceptable values 
EOF2 

EXHIBIT 7 

F (indicator for fixed length records) 
"05392" 
"05392" 
blanks 
"00" 
blanks 

* Asterisk indicates positions (fields) that are generally system generated (vendors may differ somewhat). The Reporting 
Agent must make entries in all other fields. 

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 * 

Acceptable values 
EOVI 

EXHIBIT 8 

This is the file identifier. The Reporting Agent must supply this information. Entries must 
be left justified and blank filled. Valid entry is "MGT0301" .(Form 945) 
"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. 

EOV2 Label 
Character Position 
1-4 * 
5 
6-10 
11-15 * 
16-50 * 
51-52 * 
53-80 * 

Acceptable values 
EOV2 

EXHIBIT 9 

F (indicator for fixed length records) 
"05392" 
"05392" 
blanks 
"00" 
blanks 

* Asterisk indicates positions (fields) that are generally system generated (vendors may differ somewhat). The Reporting 
Agent must make entries in all other fields. 
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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 

179-5392 

Tape Position 

2-36 

37-71 

72-75 

76-84 

85-86 

87-121 

EXHIBIT 10 
AGENT "A" RECORD 

Element Name 

Record Type 

Reserved 
Tax Year 

Reserved 
EIN - Reporting Agent 

Type of Return 
Reserved 
Reserved 
Name Line 1 - Reporting Agent 

Name Line 2 - Reporting Agent 

Street Address - Reporting Agent 

City - Reporting Agent 

State - Reporting Agent 

Zip Code - Reporting Agent 

Reserved 

Entry or Definition 

Enter "A". Must be first character of each Agent "A" 
Record. 
Enter zeros. 
Enter Year of Tax Period. For example: tax period "9412" -
"94" represents the tax year. 
Enter zeros. 
Enter the 9 numeric characters of the Reporting Agent's EIN. 
DO NOT include the hyphen. 
Enter "945b". "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 R,eporting 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 state abbreviation. See Section 11, State 
Abbreviations. 
Enter the nine (9) character 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. 

EXHIBIT 11 
TAX DATA "B" RECORD 

Element Name 

Record Type 

First Name Line - Taxpayer 

Second Name Line - Taxpayer 

Name Control 

EIN - Taxpayer 

Deposit State Code 

Street Address - Taxpayer 

Entry or Description 

Enter "B". Must be first character of each Form 945 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 state abbreviation for the 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 II, State Abbreviations (Note: 
Only abbreviations for the 50 states, DC and MU are valid 
for this element). 
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. 
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Tape Position 

122-141 

142-143 

144-152 

153 

154 
155-160 

161-174 

175-188 

189-203 

204-218 

219-233 
234 

Element Name 

City - Taxpayer 

State Code - Taxpayer 

Zip Code - Taxpayer 

Address Change Indicator 

Final Return Indicator 
Date Final Wages Paid 

Income Tax Withheld 

Backup Withholding 

Total Tax 

Total Taxes Deposited 

Overpayment Amount 
Credit Elect Indicator 

Entry or Description 

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. 
Enter the state abbreviation. Foreign address: Enter". ". See 
Section 11. 
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. 
Enter "1" if the taxpayer has requested a change of address 
and the taxpayer's new address has been given in tape 
positions 87-152 of this record. Otherwise, enter zero. 
Enter" 1" if this is final return. Otherwise zero fill. 
Enter date final wages paid if a final return, in MMDDYY 
format (Month, Day, Year). For example: 030195. Otherwise 
zero fill. 
Enter zeroes if there is no amount. Total income tax withheld 
from pensions, annuities, IRAs, gambling winnings, etc. 
Enter zeroes if there is no amount. Right justify and zero fill 
if there is an amount. 
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 Income Tax Withheld and Backup 
Withholding. 
Total deposits for year. Right justify and zero fill if there is 
an amount. 
Right justify and zero fill if there is an amount. 
Enter zero if credit is to be applied to next return or not 
applicable. Enter" 1" if amount is to be refunded. 

Note: The Monthly Summary of Federal Tax Liability, positions 235-417, is to be completed if you have a monthly 
deposit schedule. 

1). If Total Tax (189-203) is less than $500.00, zero fill positions 235-417. 

2). If you are required to use the semiweekly deposit schedule, the Form 945 Data Record "D" is used and 
positions 235-417 must be zero filled. 

3). If on any day during any monthly deposit period reported tax is $100,000 or more, the Form 945 Data 
Record "D" is used and positions 235-417 must be zero filled. 

235-248 

249-262 

263-276 
277-290 
291-304 
305-318 
319-332 
333-346 

347-360 

361-374 

375-388 

389-402 

760 

Liability - January 

Liability - February 

Liability - March 
Liability - April 
Liability - May 
Liability - June 
Liability - July 
Liability - August 

Liability - September 

Liability - October 

Liability - November 

Liability - December 
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Enter the tax liability for January, the first month of the 
year. 
Enter the tax liability for February, the second month of the 
year. 
Enter the tax liability for March, the third month of the year. 
Enter the tax liability for April, the fourth month of the year. 
Enter the tax liability for May, the fifth month of the year. 
Enter the tax liability for June, the sixth month of the year. 
Enter the tax liability for July, the seventh month of the year. 
Enter the tax liability for August, the eighth month of the 
year. 
Enter the tax liability for September, the ninth month of the 
year. 
Enter the tax liability for October, the tenth month of the 
year. 
Enter the tax liability for November, the eleventh month of 
the year. 
Enter the tax liability for December, the twelfth month of the 
year. 



Tape Position 

403-417 

418-5392 

Element Name 

Total Liability For 

Reserved 

Entry or Description 

Enter the total tax For the Year liability for the year (tape 
positions 235-402). 
Zero fill. 

EXHIBIT 12 
TAX DATA "D" RECORD 

Note: The Form 945-A, Annual Record of Federal Tax Liability, positions 2-5320 must be completed if the taxpayer 
was required to deposit using the semiweekly deposit schedule. Also complete positions 2-5320 if the taxpayer 
was a monthly schedule depositor and accumulated a tax liability of $100,000 or more during any month. 

Tape Position 

1 
2-15 

16-29 

30-43 

44-57 

58-71 

72-85 

86-99 

100-113 

114-127 

128-141 

142-155 

156-169 

170-183 

184-197 

198-211 

212-225 

226-239 

240-253 

254-267 

268-281 

282-295 

296-309 

310-323 

324-337 

Element Name 

Record Type 
Form 945-A Tax Liability 
January-Day 1 
Form 945-A Tax Liability 
January-Day 2 
Form 945-A Tax Liability 
January-Day 3 
Form 945-A Tax Liability 
January-Day 4 
Form 945-A Tax Liability 
January-Day 5 
Form 945-A Tax Liability 
January-Day 6 
Form 945-A Tax Liability 
January-Day 7 
Form 945-A Tax Liability 
January-Day 8 
Form 945-A Tax Liability 
January-Day 9 
Form 945-A Tax Liability 
January-Day 10 
Form 945-A Tax Liability 
January-Day 11 
Form 945-A Tax Liability 
January-Day 12 
Form 945-A Tax Liability 
January-Day 13 
Form 945-A Tax Liability 
January-Day 14 
Form 945-A Tax Liability 
January-Day 15 
Form 945-A Tax Liability 
January-Day 16 
Form 945-A Tax Liability 
January-Day 17 
Form 945-A Tax Liability 
January-Day 18 
Form 945-A Tax Liability 
January-Day 19 
Form 945-A Tax Liability 
January-Day 20 
Form 945-A Tax Liability 
January-Day 21 
Form 945-A Tax Liability 
January-Day 22 
Form 945-A Tax Liability 
January-Day 23 
Form 945-A Tax Liability 
January-Day 24 

Entry or Description 

Enter "D". Must be first character for this record. 
Enter the Tax Liability for the 1st day of January. If none 
zero fill. 
Enter the Tax Liability for the 2nd day of January. If none 
zero fill. 
Enter the Tax Liability for the 3rd day of January. If none 
zero fill. 
Enter the Tax Liability for the 4th day of January. If none 
zero fill. 
Enter the Tax Liability for the 5th day of January. If none 
zero fill. 
Enter the Tax Liability for the 6th day of January. If none 
zero fill. 
Enter the Tax Liability for the 7th day of January. If none 
zero fill. 
Enter the Tax Liability for the 8th day of January. If none 
zero fill. 
Enter the Tax Liability for the 9th day of January. If none 
zero fill. 
Enter the Tax Liability for the 10th day of January. If none 
zero fill. 
Enter the Tax Liability for the lIth day of January. If none 
zero fill. 
Enter the Tax Liability for the 12th day of January. If none 
zero fill. 
Enter the Tax Liability for the 13th day of January. If none 
zero fill. 
Enter the Tax Liability for the 14th day of January. If none 
zero fill. 
Enter the Tax Liability for the 15th day of January. If none 
zero fill. 
Enter the Tax Liability for the 16th day of January. If none 
zero fill. 
Enter the Tax Liability for the 17th day of January. If none 
zero fill. 
Enter the Tax Liability for the 18th day of January. If none 
zero fill. 
Enter the Tax Liability for the 19th day of January. If none 
zero fill. 
Enter the Tax Liability for the 20th day of January. If none 
zero fill. 
Enter the Tax Liability for the 21st day of January. If none 
zero fill. 
Enter the Tax Liability for the 22nd day of January. If none 
zero fill. 
Enter the Tax Liability for the 23rd day of January. If none 
zero fill. 
Enter the Tax Liability for the 24th day of January. If none 
zero fill. 
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Tape Position Element Name 

338-351 Form 945-A Tax Liability 
January-Day 25 

352-365 Form 945-A Tax Liability 
January-Day 26 

366-379 Form 945-A Tax Liability 
January-Day 27 

380-393 Form 945-A Tax Liability 
January-Day 28 

394-407 Form 945-A Tax Liability 
January-Day 29 

408-421 Form 945-A Tax Liability 
January-Day 30 

422-435 Form 945-A Tax Liability 
January-Day 31 

436-449 Form 945-A Tax Liability 
February-Day 1 

450-463 Form 945-A Tax Liability 
February-Day 2 

464-477 Form 945-A Tax Liability 
February-Day 3 

478-491 Form 945-A Tax Liability 
February-Day 4 

492-505 Form 945-A Tax Liability 
February-Day 5 

506-519 Form 945-A Tax Liability 
February-Day 6 

520-533 Form 945-A Tax Liability 
February-Day 7 

534-547 Form 945-A Tax Liability 
February-Day 8 

548-561 Form 945-A Tax Liability 
February-Day 9 

562-575 Forro 945-A Tax Liability 
February-Day 10 

576-589 Form 945-A Tax Liability 
February-Day 11 

590-603 Form 945-A Tax Liability 
February-Day 12 

604-617 Form 945-A Tax Liability 
February-Day 13 

618-631 Form 945-A Tax Liability 
February-Day 14 

632-645 Form 945-A Tax Liability 
February-Day 15 

646-659 Form 945-A Tax Liability 
February-Day 16 

660-673 Form 945-A Tax Liability 
February-Day 17 

674-687 Form 945-A Tax Liability 
February-Day 18 

688-701 Form 945-A Tax Liability 
February-Day 19 

702-715 Form 945-A Tax Liability 
February-Day 20 

716-729 Form 945-A Tax Liability 
February-Day 21 

730-743 Form 945-A Tax Liability 
February-Day 22 

744-757 Form 945-A Tax Liability 
February-Day 23 
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Entry or Description 

Enter the Tax Liability for the 25th day of January. If none 
zero fill. 
Enter the Tax Liability for the 26th day of January. If none 
zero fill. 
Enter the Tax Liability for the 27th day of January. If none 
zero fill. 
Enter the Tax Liability for the 28th day of January. If none 
zero fill. 
Enter the Tax Liability for the 29th day of January. If none 
zero fill. 
Enter the Tax Liability for the 30th day of January. If none 
zero fill. 
Enter the Tax Liability for the 31 st day of January. If none 
zero fill. 
Enter the Tax Liability for the 1st day of February. If none 
zero fill. 
Enter the Tax Liability for the 2nd day of February. If none 
zero fill. 
Enter the Tax Liability for the 3rd day of February. If none 
zero fill. 
Enter the Tax Liability for the 4th day of February. If none 
zero fill. 
Enter the Tax Liability for the 5th day of February. If none 
zero fill. 
Enter the Tax Liability for the 6th day of February. If none 
zero fill. 
Enter the Tax Liability for the 7th day of February. If none 
zero fill. 
Enter the Tax Liability for the 8th day of February. If none 
zero fill. 
Enter the Tax Liability for the 9th day of February. If none 
zero fill. 
Enter the Tax Liability for the 10th day of February. If none 
zero fill. 
Enter the Tax Liability for the lIth day of February. If none 
zero fill. 
Enter the Tax Liability for the 12th day of February. If none 
zero fill. 
Enter the Tax Liability for the 13th day of February. If none 
zero fill. 
Enter the Tax Liability for the 14th day of February. If none 
zero fill. 
Enter the Tax Liability for the 15th day of February. If none 
zero fill. 
Enter the Tax Liability for the 16th day of February. If none 
zero fill. 
Enter the Tax Liability for the 17th day of February. If none 
zero fill. 
Enter the Tax Liability for the 18th day of February. If none 
zero fill. 
Enter the Tax Liability for the 19th day of February. If none 
zero fill. 
Enter the Tax Liability for the 20th day of February. If none 
zero fill. 
Enter the Tax Liability for the 21st day of February. If none 
zero fill. 
Enter the Tax Liability for the 22nd day of February. If none 
zero fill. 
Enter the Tax Liability for the 23rd day of February. If none 
zero fill. 



Tape Position 

758-771 

772-785 

786-799 

800-813 

814-827 

828-841 

842-855 

856-869 

870-883 

884-897 

898-911 

912-925 

926-939 

940-953 

954-967 

968-981 

982-995 

996-1009 

1010-1023 

1024-1037 

1038-1051 

1052-1065 

1066-1079 

1080-1093 

1094-1107 

1108-1121 

1122-1135 

1136-1149 

1150-1163 

1164-1177 

Element Name 

Form 945-A Tax Liability 
February-Day 24 
Form 945-A Tax Liability 
February-Day 25 
Form 945-A Tax Liability 
February-Day 26 
Form 945-A Tax Liability 
February-Day 27 
Form 945-A Tax Liability 
February-Day 28 
Form 945-A Tax Liability 
February-Day 29 
Form 945-A Tax Liability 
March-Day 1 
Form 945-A Tax Liability 
March-Day 2 
Form 945-A Tax Liability 
March-Day 3 
Form 945-A Tax Liability 
March-Day 4 
Form 945-A Tax Liability 
March-Day 5 
Form 945-A Tax Liability 
March-Day 6 
Form 945-A Tax Liability 
March-Day 7 
Form 945-A Tax Liability 
March-Day 8 
Form 945-A Tax Liability 
March-Day 9 
Form 945-A Tax Liability 
March-Day 10 
Form 945-A Tax Liability 
March-Day 11 
Form 945-A Tax Liability 
March-Day 12 
Form 945-A Tax Liability 
March-Day 13 
Form 945-A Tax Liability 
March-Day 14 
Form 945-A Tax Liability 
March-Day 15 
Form 945-A Tax Liability 
March-Day 16 
Form 945-A Tax Liability 
March-Day 17 
Form 945-A Tax Liability 
March-Day 18 
Form 945-A Tax Liability 
March-Day 19 
Form 945-A Tax Liability 
March-Day 20 
Form 945-A Tax Liability 
March-Day 21 
Form 945-A Tax Liability 
March-Day 22 
Form 945-A Tax Liability 
March-Day 23 
Form 945-A Tax Liability 
March-Day 24 

Entry or Description 

Enter the Tax Liability for the 24th day of February. If none 
zero fill. 
Enter the Tax Liability for the 25th day of February. If none 
zero fill. 
Enter the Tax Liability for the 26th day of February. If none 
zero fill. 
Enter the Tax Liability for the 27th day of February. If none 
zero fill. 
Enter the Tax Liability for the 28th day of February. If none 
zero fill. 
Enter the Tax Liability for the 29th day of February. If none 
zero fill. 
Enter the Tax Liability for the 1st day of March. If none zero 
fill. 
Enter the Tax Liability for the 2nd day of March. If none 
zero fill. 
Enter the Tax Liability for the 3rd day of March. If none 
zero fill. 
Enter the Tax Liability for the 4th day of March. If none 
zero fill. 
Enter the Tax Liability for the 5th day of March. If none 
zero fill. 
Enter the Tax Liability for the 6th day of March. If none 
zero fill. 
Enter the Tax Liability for the 7th day of March. If none 
zero fill. 
Enter the Tax Liability for the 8th day of March. If none 
zero fill. 
Enter the Tax Liability for the 9th day of March. If none 
zero fill. 
Enter the Tax Liability for the 10th day of March. If none 
zero fill. 
Enter the Tax Liability for the 11th day of March. If none 
zero fill. 
Enter the Tax Liability for the 12th day of March. If none 
zero fill. 
Enter the Tax Liability for the 13th day of March. If none 
zero fill. 
Enter the Tax Liability for the 14th day of March. If none 
zero fill. 
Enter the Tax Liability for the 15th day of March. If none 
zero fill. 
Enter the Tax Liability for the 16th day of March. If none 
zero fill. 
Enter the Tax Liability for the 17th day of March. If none 
zero fill. 
Enter the Tax Liability for the 18th day of March. If none 
zero fill. 
Enter the Tax Liability for the 19th day of March. If none 
zero fill. 
Enter the Tax Liability for the 20th day of March. If none 
zero fill. 
Enter the Tax Liability for the 21st day of March. If none 
zero fill. 
Enter the Tax Liability for the 22nd day of March. If none 
zero fill. 
Enter the Tax Liability for the 23rd day of March. If none 
zero fill. 
Enter the Tax Liability for the 24th day of March. If none 
zero fill. 

1994-2 C.B. 763 



Tape Position Element Name 

1178-1191 Form 945-A Tax Liability 
March-Day 25 

1192-1205 Form 945-A Tax Liability 
March-Day 26 

1206-1219 Form 945-A Tax Liability 
March-Day 27 

1220-1233 Form 945-A Tax Liability 
March-Day 28 

1234-1247 Form 945-A Tax Liability 
March-Day 29 

1248-1261 Form 945-A Tax Liability 
March-Day 30 

1262-1275 Form 945-A Tax Liability 
March-Day 31 

1276-1289 Form 945-A Tax Liability 
April-Day 1 

1290-1303 Form 945-A Tax Liability 
April-Day 2 

1304-1317 Form 945-A Tax Liability 
April-Day 3 

1318-1331 Form 945-A Tax Liability 
April-Day 4 

1332-1345 Form 945-A Tax Liability 
April-Day 5 

1346-1359 Form 945-A Tax Liability 
April-Day 6 

1360-1373 Form 945-A Tax Liability 
April-Day 7 

1374-1387 Form 945-A Tax Liability 
April-Day 8 

1388-1401 Form 945-A Tax Liability 
April-Day 9 

1402-1415 Form 945-A Tax Liability 
April-Day 10 

1416-1429 Form 945-A Tax Liability 
April-Day 11 

1430-1443 Form 945-A Tax Liability 
April-Day 12 

1444-1457 Form 945-A Tax Liability 
April-Day 13 

1458-1471 Form 945-A Tax Liability 
April-Day 14 

1472-1485 Form 945-A Tax Liability 
April-Day 15 

1486-1499 Form 945-A Tax Liability 
April-Day 16 

1500-1513 Form 945-A Tax Liability 
April-Day 17 

1514-1527 Form 945-A Tax Liability 
April-Day 18 

1528-1541 Form 945-A Tax Liability 
April-Day 19 

1542-1555 Form 945-A Tax Liability 
April-Day 20 

1556-1569 Form 945-A Tax Liability 
April-Day 21 

1570-1583 Form 945-A Tax Liability 
April-Day 22 

1584-1597 Form 945-A Tax Liability 
April-Day 23 
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Entry or Description 

Enter the Tax Liability for the 25th day of March. If none 
zero fill. 
Enter the Tax Liability for the 26th day of March. If none 
zero fill. 
Enter the Tax Liability for the 27th day of March. If none 
zero fill. 
Enter the Tax Liability for the 28th day of March. If none 
zero fill. 
Enter the Tax Liability for the 29th day of March. If none 
zero fill. 
Enter the Tax Liability for the 30th day of March. If none 
zero fill. 
Enter the Tax Liability for the 31st day of March. If none 
zero fill. 
Enter the Tax Liability for the 1 st day of April. If none zero 
fill. 
Enter the Tax Liability for the 2nd day of April. If none zero 
fill. 
Enter the Tax Liability for the 3rd day of April. If none zero 
fill. 
Enter the Tax Liability for the 4th day of April. If none zero 
fill. 
Enter the Tax Liability for the 5th day of April. If none zero 
fill. 
Enter the Tax Liability for the 6th day of April. If none zero 
fill. 
Enter the Tax Liability for the 7th day of April. If none zero 
fill. 
Enter the Tax Liability for the 8th day of April. If none zero 
fill. 
Enter the Tax Liability for the 9th day of April. If none zero 
fill. 
Enter the Tax Liability for the 10th day of April. If none 
zero fill. 
Enter the Tax Liability for the 11 th day of April. If none 
zero fill. 
Enter the Tax Liability for the 12th day of April. If none 
zero fill. 
Enter the Tax Liability for the 13th day of April. If none 
zero fill. 
Enter the Tax Liability for the 14th day of April. If none 
zero fill. 
Enter the Tax Liability for the 15th day of April. If none 
zero fill. 
Enter the Tax Liability for the 16th day of April. If none 
zero fill. 
Enter the Tax Liability for the 17th day of April. If none 
zero fill. 
Enter the Tax Liability for the 18th day of April. If none 
zero fill. 
Enter the Tax Liability for the 19th day of April. If none 
zero fill. 
Enter the Tax Liability for the 20th day of April. If none 
zero fill. 
Enter the Tax Liability for the 21st day of April. If none zero 
fill. 
Enter the Tax Liability for the 22nd day of April. If none 
zero fill. 
Enter the Tax Liability for the 23rd day of April. If norte 
zero fill. 



Tape Position 

1598-1611 

1612-1625 

1626-1639 

1640-1653 

1654-1667 

1668-1681 

1682-1695 

1696-1709 

1710-1723 

1724-1737 

1738-1751 

1752-1765 

1766-1779 

1780-1793 

1794-1807 

1808-1821 

1822-1835 

1836-1849 

1850-1863 

1864-1877 

1878-1891 

1892-1905 

1906-1919 

1920-1933 

1934-1947 

1948-1961 

1962-1975 

1976-1989 

1990-2003 

2004-2017 

Element Name 

Form 945-A Tax Liability 
April-Day 24 
Form 945-A Tax Liability 
April-Day 25 
Form 945-A Tax Liability 
April-Day 26 
Form 945-A Tax Liability 
April-Day 27 
Form 945-A Tax Liability 
April-Day 28 
Form 945-A Tax Liability 
April-Day 29 
Form 945-A Tax Liability 
April-Day 30 
Form 945-A Tax Liability 
May-Day 1 
Form 945-A Tax Liability 
May-Day 2 
Form 945-A Tax Liability 
May-Day 3 
Form 945-A Tax Liability 
May-Day 4 
Form 945-A Tax Liability 
May-Day 5 
Form 945-A Tax Liability 
May-Day 6 
Form 945-A Tax Liability 
May-Day 7 
Form 945-A Tax Liability 
May-Day 8 
Form 945-A Tax Liability 
May-Day 9 
Form 945-A Tax Liability 
May-Day 10 
Form 945-A Tax Liability 
May-Day 11 
Form 945-A Tax Liability 
May-Day 12 
Form 945-A Tax Liability 
May-Day 13 
Form 945-A Tax Liability 
May-Day 14 
Form 945-A Tax Liability 
May-Day 15 
Form 945-A Tax Liability 
May-Day 16 
Form 945-A Tax Liability 
May-Day 17 
Form 945-A Tax Liability 
May-Day 18 
Form 945-A Tax Liability 
May-Day 19 
Form 945-A Tax Liability 
May-Day 20 
Form 945-A Tax Liability 
May-Day 21 
Form 945-A Tax Liability 
May-Day 22 
Form 945-A Tax Liability 
May-Day 23 

Entry or Description 

Enter the Tax Liability for the 24th day of April. If none 
zero fill. 
Enter the Tax Liability for the 25th day of April. If none 
zero fill. 
Enter the Tax Liability for the 26th day of April. If none 
zero fill. 
Enter the Tax Liability for the 27th day of April. If none 
zero fill. 
Enter the Tax Liability for the 28th day of April. If none 
zero fill. 
Enter the Tax Liability for the 29th day of April. If none 
zero fill. 
Enter the Tax Liability for the 30th day of April. If none 
zero fill. 
Enter the Tax Liability for the 1st day of May. If none zero 
fill. 
Enter the Tax Liability for the 2nd day of May. If none zero 
fill. 
Enter the Tax Liability for the 3rd day of May. If none zero 
fill. 
Enter the Tax Liability for the 4th day of May. If none zero 
fill. 
Enter the Tax Liability for the 5th day of May. If none zero 
fill. 
Enter the Tax Liability for the 6th day of May. If none zero 
fill. 
Enter the Tax Liability for the 7th day of May. If none zero 
fill. 
Enter the Tax Liability for the 8th day of May. If none zero 
fill. 
Enter the Tax Liability for the 9th day of May. If none zero 
fill. 
Enter the Tax Liability for the 10th day of May. If none zero 
fill. 
Enter the Tax Liability for the 11th day of May. If none zero 
fill. 
Enter the Tax Liability for the 12th day of May. If none zero 
fill. 
Enter the Tax Liability for the 13th day of May. If none zero 
fill. 
Enter the Tax Liability for the 14th day of May. If none zero 
fill. 
Enter the Tax Liability for the 15th day of May. If none zero 
fill. 
Enter the Tax Liability for the 16th day of May. If none zero 
fill. 
Enter the Tax Liability for the 17th day of May. If none zero 
fill. 
Enter the Tax Liability for the 18th day of May. If none zero 
fill. 
Enter the Tax Liability for the 19th day of May. If none zero 
fill. 
Enter the Tax Liability for the 20th day of May. If none zero 
fill. 
Enter the Tax Liability for the 21st day of May. If none zero 
fill. 
Enter the Tax Liability for the 22nd day of May. If none zero 
fill. 
Enter the Tax Liability for the 23rd day of May. If none zero 
fill. 
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Tape Position Element Name 

2018-2031 Form 945-A Tax Liability 
May-Day 24 

2032-2045 Form 945-A Tax Liability 
May-Day 25 

2046-2059 Form 945-A Tax Liability 
May-Day 26 

2060-2073 Form 945-A Tax Liability 
May-Day 27 

2074-2087 Form 945-A Tax Liability 
May-Day 28 

2088-2101 Form 945-A Tax Liability 
May-Day 29 

2102-2115 Form 945-A Tax Liability 
May-Day 30 

2116-2129 Form 945-A Tax Liability 
May-Day 31 

2130-2143 Form 945-A Tax Liability 
June-Day 1 

2144-2157 Form 945-A Tax Liability 
June-Day 2 

2158-2171 Form 945-A Tax Liability 
June-Day 3 

2172-2185 Form 945-A Tax Liability 
June-Day 4 

2186-2199 Form 945-A Tax Liability 
June-Day 5 

2200-2213 Form 945-A Tax Liability 
June-Day 6 

2214-2227 Form 945-A Tax Liability 
June-Day 7 

2228-2241 Form 945-A Tax Liability 
June-Day 8 

2242-2255 Form 945-A Tax Liability 
June-Day 9 

2256-2269 Form 945-A Tax Liability 
June-Day 10 

2270-2283 Form 945-A Tax Liability 
June-Day 11 

2284-2297 Form 945-A Tax Liability 
June-Day 12 

2298-2311 Form 945-A Tax Liability 
June-Day 13 

2312-2325 Form 945-A Tax Liability 
June-Day 14 

2326-2339 Form 945-A Tax Liability 
June-Day 15 

2340-2353 Form 945-A Tax Liability 
June-Day 16 

2354-2367 Form 945-A Tax Liability 
June-Day 17 

2368-2381 Form 945-A Tax Liability 
June-Day 18 

2382-2395 Form 945-A Tax Liability 
June-Day 19 

2396-2409 Form 945-A Tax Liability 
June-Day 20 

2410-2423 Form 945-A Tax Liability 
June-Day 21 

2424-2437 Form 945-A Tax Liability 
June-Day 22 
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Entry or Description 

Enter the Tax Liability for the 24th day of May. If none zero 
fill. 
Enter the Tax Liability for the 25th day of May. If none zero 
fill. 
Enter the Tax Liability for the 26th day of May. If none zero 
fill. 
Enter the Tax Liability for the 27th day of May. If none zero 
fill. 
Enter the Tax Liability for the 28th day of May. If none zero 
fill. 
Enter the Tax Liability for the 29th day of May. If none zero 
fill. 
Enter the Tax Liability for the 30th day of May. If none zero 
fill. 
Enter the Tax Liability for the 31st day of May. If none zero 
fill. 
Enter the Tax Liability for the 1st day of June. If none zero 
fill. 
Enter the Tax Liability for the 2nd day of June. If none zero 
fill. 
Enter the Tax Liability for the 3rd day of June. If none zero 
fill. 
Enter the Tax Liability for the 4th day of June. If none zero 
fill. 
Enter the Tax Liability for the 5th day of June. If none zero 
fill. 
Enter the Tax Liability for the 6th day of June. If none zero 
fill. 
Enter the Tax Liability for the 7th day of June. If none zero 
fill. 
Enter the Tax Liability for the 8th day of June. If none zero 
fill. 
Enter the Tax Liability for the 9th day of June. If none zero 
fill. 
Enter the Tax Liability for the 10th day of June. If none zero 
fill. 
Enter the Tax Liability for the 11th day of June. If none zero 
fill. 
Enter the Tax Liability for the 12th day of June. If none zero 
fill. 
Enter the Tax Liability for the 13th day of June. If none zero 
fill. 
Enter the Tax Liability for the 14th day of June. If none zero 
fill. 
Enter the Tax Liability for the 15th day of June. If none zero 
fill. 
Enter the Tax Liability for the 16th day of June. If none zero 
fill. 
Enter the Tax Liability for the 17th day of June. If none zero 
fill. 
Enter the Tax Liability for the 18th day of June. If none zero 
fill. 
Enter the Tax Liability for the 19th day of June. If none zero 
fill. 
Enter the Tax Liability for the 20th day of June. If none zero 
fill. 
Enter the Tax Liability for the 21st day of June. If none zero 
fill. 
Enter the Tax Liability for the 22nd day of June. If none 
zero fill. 



Tape Position 

2438-2451 

2452-2465 

2466-2479 

2480-2493 

2494-2507 

2508-2521 

2522-2535 

2536-2549 

2550-2563 

2564-2577 

2578-2591 

2592-2605 

2606-2619 

2620-2633 

2634-2647 

2648-2661 

2662-2675 

2676-2689 

2690-2703 

2704-2717 

2718-2731 

2732-2745 

2746-2759 

2760-2773 

2774-2787 

2788-2801 

2802-2815 

2816-2829 

2830-2843 

2844-2857 

Element Name 

Form 945-A Tax Liability 
June-Day 23 
Form 945-A Tax Liability 
June-Day 24 
Form 945-A Tax Liability 
June-Day 25 
Form 945-A Tax Liability 
June-Day 26 
Form 945-A Tax Liability 
June-Day 27 
Form 945-A Tax Liability 
June-Day 28 
Form 945-A Tax Liability 
June-Day 29 
Form 945-A Tax Liability 
June-Day 30 
Form 945-A Tax Liability 
July-Day 1 
Form 945-A Tax Liability 
July-Day 2 
Form 945-A Tax Liability 
July-Day 3 
Form 945-A Tax Liability 
July-Day 4 
Form 945-A Tax Liability 
July-Day 5 
Form 945-A Tax Liability 
July-Day 6 
Form 945-A Tax Liability 
July-Day 7 
Form 945-A Tax Liability 
July-Day 8 
Form 945-A Tax Liability 
July-Day 9 
Form 945-A Tax Liability 
July-Day 10 
Form 945-A Tax Liability 
July-Day 11 
Form 945-A Tax Liability 
July-Day 12 
Form 945-A Tax Liability 
July-Day 13 
Form 945-A Tax Liability 
July-Day 14 
Form 945-A Tax Liability 
July-Day 15 
Form 945-A Tax Liability 
July-Day 16 
Form 945-A Tax Liability 
July-Day 17 
Form 945-A Tax Liability 
July-Day 18 
Form 945-A Tax Liability 
July-Day 19 
Form 945-A Tax Liability 
July-Day 20 
Form 945-A Tax Liability 
July-Day 21 
Form 945-A Tax Liability 
July-Day 22 

Entry or Description 

Enter the Tax Liability for the 23rd day of June. If none zero 
fill. 
Enter the Tax Liability for the 24th day of June. If none zero 
fill. 
Enter the Tax Liability for the 25th day of June. If none zero 
fill. 
Enter the Tax Liability for the 26th day of June. If none zero 
fill. 
Enter the Tax Liability for the 27th day of June. If none zero 
fill. 
Enter the Tax Liability for the 28th day of June. If none zero 
fill. 
Enter the Tax Liability for the 29th day of June. If none zero 
fill. 
Enter the Tax Liability for the 30th day of June. If none zero 
fill. 
Enter the Tax Liability for the 1st day of July. If none zero 
fill. 
Enter the Tax Liability for the 2nd day of JUly. If none zero 
fill. 
Enter the Tax Liability for the 3rd day of July. If none zero 
fill. 
Enter the Tax Liability for the 4th day of July. If none zero 
fill. 
Enter the Tax Liability for the 5th day of July. If none zero 
fill. 
Enter the Tax Liability for the 6th day of July. If none zero 
fill. 
Enter the Tax Liability for the 7th day of July. If none zero 
fill. 
Enter the Tax Liability for the 8th day of July. If none zero 
fill. 
Enter the Tax Liability for the 9th day of JUly. If none zero 
fill. 
Enter the Tax Liability for the 10th day of July. If none zero 
fill. 
Enter the Tax Liability for the lIth day of July. If none zero 
fill. 
Enter the Tax Liability lor the 12th day of July. If none zero 
fill. 
Enter the Tax Liability for the 13th day of July. If none zero 
fill. 
Enter the Tax Liability for the 14th day of July. If none zero 
fill. 
Enter the Tax Liability for the 15th day of July. If none zero 
fill. 
Enter the Tax Liability for the 16th day of July. If none zero 
fill. 
Enter the Tax Liability for the 17th day of July. If none zero 
fill. 
Enter the Tax Liability for the 18th day of July. If none zero 
fill. 
Enter the Tax Liability for the 19th day of July. If none zero 
fill. 
Enter the Tax Liability for the 20th day of July. If none zero 
fill. 
Enter the Tax Liability for the 21st day of July. If none zero 
fill. 
Enter the Tax Liability for the 22nd day of July. If none zero 
fill. 
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Tape Position Element Name 

2018-2031 Form 945-A Tax Liability 
May-Day 24 

2032-2045 Form 945-A Tax Liability 
May-Day 25 

2046-2059 Form 945-A Tax Liability 
May-Day 26 

2060-2073 Form 945-A Tax Liability 
May-Day 27 

2074-2087 Form 945-A Tax Liability 
May-Day 28 

2088-2101 Form 945-A Tax Liability 
May-Day 29 

2102-2115 Form 945-A Tax Liability 
May-Day 30 

2116-2129 Form 945-A Tax Liability 
May-Day 31 

2130-2143 Form 945-A Tax Liability 
June-Day 1 

2144-2157 Form 945-A Tax Liability 
June-Day 2 

2158-2171 Form 945-A Tax Liability 
June-Day 3 

2172-2185 Form 945-A Tax Liability 
June-Day 4 

2186-2199 Form 945-A Tax Liability 
June-Day 5 

2200-2213 Form 945-A Tax Liability 
June-Day 6 

2214-2227 Form 945-A Tax Liability 
June-Day 7 

2228-2241 Form 945-A Tax Liability 
June-Day 8 

2242-2255 Form 945-A Tax Liability 
June-Day 9 

2256-2269 Form 945-A Tax Liability 
June-Day 10 

2270-2283 Form 945-A Tax Liability 
June-Day 11 

2284-2297 Form 945-A Tax Liability 
June-Day 12 

2298-2311 Form 945-A Tax Liability 
June-Day 13 

2312-2325 Form 945-A Tax Liability 
June-Day 14 

2326-2339 Form 945-A Tax Liability 
June-Day 15 

2340-2353 Form 945-A Tax Liability 
June-Day 16 

2354-2367 Form 945-A Tax Liability 
June-Day 17 

2368-2381 Form 945-A Tax Liability 
June-Day 18 

2382-2395 Form 945-A Tax Liability 
June-Day 19 

2396-2409 Form 945-A Tax Liability 
June-Day 20 

2410-2423 Form 945-A Tax Liability 
June-Day 21 

2424-2437 Form 945-A Tax Liability 
June-Day 22 
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Entry or Description 

Enter the Tax Liability for the 24th day of May. If none zero 
fill. 
Enter the Tax Liability for the 25th day of May. If none zero 
fill. 
Enter the Tax Liability for the 26th day of May. If none zero 
fill. 
Enter the Tax Liability for the 27th day of May. If none zero 
fill. 
Enter the Tax Liability for the 28th day of May. If none zero 
fill. 
Enter the Tax Liability for the 29th day of May. If none zero 
fill. 
Enter the Tax Liability for the 30th day of May. If none zero 
fill. 
Enter the Tax Liability for the 31st day of May. If none zero 
fill. 
Enter the Tax Liability for the 1st day of June. If none zero 
fill. 
Enter the Tax Liability for the 2nd day of June. If none zero 
fill. 
Enter the Tax Liability for the 3rd day of June. If none zero 
fill. 
Enter the Tax Liability for the 4th day of June. If none zero 
fill. 
Enter the Tax Liability for the 5th day of June. If none zero 
fill. 
Enter the Tax Liability for the 6th day of June. If none zero 
fill. 
Enter the Tax Liability for the 7th day of June. If none zero 
fill. 
Enter the Tax Liability for the 8th day of June. If none zero 
fill. 
Enter the Tax Liability for the 9th day of June. If none zero 
fill. 
Enter the Tax Liability for the 10th day of June. If none zero 
fill. 
Enter the Tax Liability for the 11th day of June. If none zero 
fill. 
Enter the Tax Liability for the 12th day of June. If none zero 
fill. 
Enter the Tax Liability for the 13th day of June. If none zero 
fill. 
Enter the Tax Liability for the 14th day of June. If none zero 
fill. 
Enter the Tax Liability for the 15th day of June. If none zero 
fill. 
Enter the Tax Liability for the 16th day of June. If none zero 
fill. 
Enter the Tax Liability for the 17th day of June. If none zero 
fill. 
Enter the Tax Liability for the 18th day of June. If none zero 
fill. 
Enter the Tax Liability for the 19th day of June. If none zero 
fill. 
Enter the Tax Liability for the 20th day of June. If none zero 
fill. 
Enter the Tax Liability for the 21st day of June. If none zero 
fill. 
Enter the Tax Liability for the 22nd day of June. If none 
zero fill. 



Tape Position 

2438-2451 

2452-2465 

2466-2479 

2480-2493 

2494-2507 

2508-2521 

2522-2535 

2536-2549 

2550-2563 

2564-2577 

2578-2591 

2592-2605 

2606-2619 

2620-2633 

2634-2647 

2648-2661 

2662-2675 

2676-2689 

2690-2703 

2704-2717 

2718-2731 

2732-2745 

2746-2759 

2760-2773 

2774-2787 

2788-2801 

2802-2815 

2816-2829 

2830-2843 

2844-2857 

Element Name 

Form 945-A Tax Liability 
June-Day 23 
Form 945-A Tax Liability 
June-Day 24 
Form 945-A Tax Liability 
June-Day 25 
Form 945-A Tax Liability 
June-Day 26 
Form 945-A Tax Liability 
June-Day 27 
Form 945-A Tax Liability 
June-Day 28 
Form 945-A Tax Liability 
June-Day 29 
Form 945-A Tax Liability 
June-Day 30 
Form 945-A Tax Liability 
July-Day 1 
Form 945-A Tax Liability 
July-Day 2 
Form 945-A Tax Liability 
July-Day 3 
Form 945-A Tax Liability 
July-Day 4 
Form 945-A Tax Liability 
July-Day 5 
Form 945-A Tax Liability 
July-Day 6 
Form 945-A Tax Liability 
July-Day 7 
Form 945-A Tax Liability 
July-Day 8 
Form 945-A Tax Liability 
July-Day 9 
Form 945-A Tax Liability 
July-Day 10 
Form 945-A Tax Liability 
July-Day 11 
Form 945-A Tax Liability 
July-Day 12 
Form 945-A Tax Liability 
July-Day 13 
Form 945-A Tax Liability 
July-Day 14 
Form 945-A Tax Liability 
July-Day 15 
Form 945-A Tax Liability 
July-Day 16 
Form 945-A Tax Liability 
July-Day 17 
Form 945-A Tax Liability 
July-Day 18 
Form 945-A Tax Liability 
July-Day 19 
Form 945-A Tax Liability 
July-Day 20 
Form 945-A Tax Liability 
July-Day 21 
Form 945-A Tax Liability 
July-Day 22 

Entry or Description 

Enter the Tax Liability for the 23rd day of June. If none zero 
fill. 
Enter the Tax Liability for the 24th day of June. If none zero 
fill. 
Enter the Tax Liability for the 25th day of June. If none zero 
fill. 
Enter the Tax Liability for the 26th day of June. If none zero 
fill. 
Enter the Tax Liability for the 27th day of June. If none zero 
fill. 
Enter the Tax Liability for the 28th day of June. If none zero 
fill. 
Enter the Tax Liability for the 29th day of June. If none zero 
fill. 
Enter the Tax Liability for the 30th day of June. If none zero 
fill. 
Enter the Tax Liability for the 1st day of July. If none zero 
fill. 
Enter the Tax Liability for the 2nd day of July. If none zero 
fill. 
Enter the Tax Liability for the 3rd day of July. If none zero 
fill. 
Enter the Tax Liability for the 4th day of July. If none zero 
fill. 
Enter the Tax Liability for the 5th day of July. If none zero 
fill. 
Enter the Tax Liability for the 6th day of July. If none zero 
fill. 
Enter the Tax Liability for the 7th day of JUly. If none zero 
fill. 
Enter the Tax Liability for the 8th day of July. If none zero 
fill. 
Enter the Tax Liability for the 9th day of July. If none zero 
fill. 
Enter the Tax Liability for the 10th day of July. If none zero 
fill. 
Enter the Tax Liability for the 11th day of July. If none zero 
fill. 
Enter the Tax Liability for the 12th day of JUly. If none zero 
fill. 
Enter the Tax Liability for the 13th day of July. If none zero 
fill. 
Enter the Tax Liability for the 14th day of July. If none zero 
fill. 
Enter the Tax Liability for the 15th day of July. If none zero 
fill. 
Enter the Tax Liability for the 16th day of July. If none zero 
fill. 
Enter the Tax Liability for the 17th day of July. If none zero 
fill. 
Enter the Tax Liability for the 18th day of July. If none zero 
fill. 
Enter the Tax Liability for the 19th day of July. If none zero 
fill. 
Enter the Tax Liability for the 20th day of July. If none zero 
fill. 
Enter the Tax Liability for the 21st day of July. If none zero 
fill. 
Enter the Tax Liability for the 22nd day of July. If none zero 
fill. 
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Tape Position Element Name 

2858-2871 Form 945-A Tax Liability 
July-Day 23 

2872-2885 Form 945-A Tax Liability 
July-Day L4 

2886-2899 Form 94)-A r ax Liability 
July-Day 25 

2900-2913 Form 945-A Tax Liability 
July-Day 26 

2914-2927 Form 945-A Tax Liability 
July-Day 27 

2928-2941 Form 945-A Tax Liability 
July-Day 28 

2942-2955 Form 945-A Tax Liability 
July-Day 29 

2956-2969 Form 945-A Tax Liability 
July-Day 30 

2970-2983 Form 945-A Tax Liability 
July-Day 31 

2984-2997 Form 945-A Tax Liability 
August-Day 1 

2998-3011 Form 945-A Tax Liability 
August-Day 2 

3012-3025 Form 945-A Tax Liability 
August-Day 3 

3026-3039 Form 945-A Tax Liability 
August-Day 4 

3040-3053 Form 945-A Tax Liability 
August-Day 5 

3054-3067 Form 945-A Tax Liability 
August-Day 6 

3068-3081 Form 945-A Tax Liability 
August-Day 7 

3082-3095 Form 945-A Tax Liability 
August-Day 8 

3096-3109 Form 945-A Tax Liability 
August-Day 9 

3110-3123 Form 945-A Tax Liability 
August-Day 10 

3124-3137 Form 945-A Tax Liability 
August-Day 11 

3138-3151 Form 945-A Tax Liability 
August-Day 12 

3152-3165 Form 945-A Tax Liability 
August-Day 13 

3166-3179 Form 945-A Tax Liability 
August-Day 14 

3180-3193 Form 945-A Tax Liability 
August-Day 15 

3194-3207 Form 945-A Tax Liability 
August-Day 16 

3208-3221 Form 945-A Tax Liability 
August-Day 17 

3222-3235 Form 945-A Tax Liability 
August-Day 18 

3236-3249 Form 945-A Tax Liability 
August-Day 19 

3250-3263 Form 945-A Tax Liability 
August-Day 20 

3264-3277 Form 945-A Tax Liability 
August-Day 21 
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Entry or Description 

Enter the Tax Liability for the 23rd day of July. If none zero 
fill. 
Enter the Tax Liability for the 24th day of July. If none zero 
fill. 
Enter the Tax Liability for the 25th day of July. If none zero 
fill. 
Enter the Tax Liability for the 26th day of July. If none zero 
fill. 
Enter the Tax Liability for the 27th day of July. If none zero 
fill. 
Enter the Tax Liability for the 28th day of July. If none zero 
fill. 
Enter the Tax Liability for the 29th day of July. If none zero 
fill. 
Enter the Tax Liability for the 30th day of July. If none zero 
fill. 
Enter the Tax Liability for the 31 st day of July. If none zero 
fill. 
Enter the Tax Liability for the 1st day of August. If none 
zero fill. 
Enter the Tax Liability for the 2nd day of August. If none 
zero fill. 
Enter the Tax Liability for the 3rd day of August. If none 
zero fill. 
Enter the Tax Liability for the 4th day of August. If none 
zero fill. 
Enter the Tax Liability for the 5th day of August. If none 
zero fill. 
Enter the Tax Liability for the 6th day of August. If none 
zero fill. 
Enter the Tax Liability for the 7th day of August. If none 
zero fill. 
Enter the Tax Liability for the 8th day of August. If none 
zero fill. 
Enter the Tax Liability for the 9th day of August. If none 
zero fill. 
Enter the Tax Liability for the 10th day of August. If none 
zero fill. 
Enter the Tax Liability for the 11th day of August. If none 
zero fill. 
Enter the Tax Liability for the 12th day of August. If none 
zero fill. 
Enter the Tax Liability for the 13th day of August. If none 
zero fill. 
Enter the Tax Liability for the 14th day of August. If none 
zero fill. 
Enter the Tax Liability for the 15th day of August. If none 
zero fill. 
Enter the Tax Liability for the 16th day of August. If none 
zero fill. 
Enter the Tax Liability for the 17th day of August. If none 
zero fill. 
Enter the Tax Liability for the 18th day of August. If none 
zero fill. 
Enter the Tax Liability for the 19th day of August. If none 
zero fill. 
Enter the Tax Liability for the 20th day of August. If none 
zero fill. 
Enter the Tax Liability for the 21st day of August. If none 
zero fill. 



Tape Position 

3278-3291 

3292-3305 

3306-3319 

3320-3333 

3334-3347 

3348-3361 

3362-3375 

3376-3389 

3390-3403 

3404-3417 

3418-3431 

3432-3445 

3446-3459 

3460-3473 

3474-3487 

3488-3501 

3502-3515 

3516-3529 

3530-3543 

3544-3557 

3558-3571 

3572-3585 

3586-3599 

3600-3613 

3614-3627 

3628-3641 

3642-3655 

3656-3669 

3670-3683 

3684-3697 

Element Name 

Form 945-A Tax Liability 
August-Day 22 
Form 945-A Tax Liability 
August-Day 23 
Form 945-A Tax Liability 
August-Day 24 
Form 945-A Tax Liability 
August-Day 25 
Form 945-A Tax Liability 
August-Day 26 
Form 945-A Tax Liability 
August-Day 27 
Form 945-A Tax Liability 
August-Day 28 
Form 945-A Tax Liability 
August-Day 29 
Form 945-A Tax Liability 
August-Day 30 
Form 945-A Tax Liability 
August-Day 31 
Form 945-A Tax Liability 
September-Day 1 
Form 945-A Tax Liability 
September-Day 2 
Form 945-A Tax Liability 
September-Day 3 
Form 945-A Tax Liability 
September-Day 4 
Form 945-A Tax Liability 
September-Day 5 
Form 945-A Tax Liability 
September-Day 6 
Form 945-A Tax Liability 
September-Day 7 
Form 945-A Tax Liability 
September-Day 8 
Form 945-A Tax Liability 
September-Day 9 
Form 945-A Tax Liability 
September-Day 10 
Form 945-A Tax Liability 
September-Day 11 
Form 945-A Tax Liability 
September-Day 12 
Form 945-A Tax Liability 
September-Day 13 
Form 945-A Tax Liability 
September-Day 14 
Form 945-A Tax Liability 
September-Day 15 
Form 945-A Tax Liability 
September-Day 16 
Form 945-A Tax Liability 
September-Day 17 
Form 945-A Tax Liability 
September-Day 18 
Form 945-A Tax Liability 
September-Day 19 
Form 945-A Tax Liability 
September-Day 20 

Entry or Description 

Enter the Tax Liability for the 22nd day of August. If none 
zero fill. 
Enter the Tax Liability for the 23rd day of August. If none 
zero fill. 
Enter the Tax Liability for the 24th day of August. If none 
zero fill. 
Enter the Tax Liability for the 25th day of August. If none 
zero fill. 
Enter the Tax Liability for the 26th day of August. If none 
zero fill. 
Enter the Tax Liability for the 27th day of August. If none 
zero fill. 
Enter the Tax Liability for the 28th day of August. If none 
zero fill. 
Enter the Tax Liability for the 29th day of August. If none 
zero fill. 
Enter the Tax Liability for the 30th day of August. If none 
zero fill. 
Enter the Tax Liability for the 31st day of August. If none 
zero fill. 
Enter the Tax Liability for the 1st day of September. If none 
zero fill. 
Enter the Tax Liability for the 2nd day of September. If none 
zero fill. 
Enter the Tax Liability for the 3rd day of September. If none 
zero fill. 
Enter the Tax Liability for the 4th day of September. If none 
zero fill. 
Enter the Tax Liability for the 5th day of September. If none 
zero fill. 
Enter the Tax Liability for the 6th day of September. If none 
zero fill. 
Enter the Tax Liability for the 7th day of September. If none 
zero fill. 
Enter the Tax Liability for the 8th day of September. If none 
zero fill. 
Enter the Tax Liability for the 9th day of September. If none 
zero fill. 
Enter the Tax Liability for the 10th day of September. If 
none zero fill. 
Enter the Tax Liability for the 11 th day of September. If 
none zero fill. 
Enter the Tax Liability for the 12th day of September. If 
none zero fill. 
Enter the Tax Liability for the 13th day of September. If 
none zero fill. 
Enter the Tax Liability for the 14th day of September. If 
none zero fill. 
Enter the Tax Liability for the 15th day of September. If 
none zero fill. 
Enter the Tax Liability for the 16th day of September. If 
none zero fill. 
Enter the Tax Liability for the 17th day of September. If 
none zero fill. 
Enter the Tax Liability for the 18th day of September. If 
none zero fill. 
Enter the Tax Liability for the 19th day of September. If 
none zero fill. 
Enter the Tax Liability for the 20th day of September. If 
none zero fill. 
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Tape Position Element Name 

3698-3711 Form 945-A Tax Liability 
September-Day 21 

3712-3725 Form 945-A Tax Liability 
September-Day 22 

3726-3739 Form 945-A Tax Liability 
September-Day 23 

3740-3753 Form 945-A Tax Liability 
September-Day 24 

3754-3767 Form 945-A Tax Liability 
September-Day 25 

3768-3781 Form 945-A Tax Liability 
September-Day 26 

3782-3795 Form 945-A Tax Liability 
September-Day 27 

3796-3809 Form 945-A Tax Liability 
September-Day 28 

3810-3823 Form 945-A Tax Liability 
September-Day 29 

3824-3837 Form 945-A Tax Liability 
September-Day 30 

3838-3851 Form 945-A Tax Liability 
October-Day 1 

3852-3865 Form 945-A Tax Liability 
October-Day 2 

3866-3879 Form 945-A Tax Liability 
October-Day 3 

3880-3893 Form 945-A Tax Liability 
October-Day 4 

3894-3907 Form 945-A Tax Liability 
October-Day 5 

3908-3921 Form 945-A Tax Liability 
October-Day 6 

3922-3935 Form 945-A Tax Liability 
October-Day 7 

3936-3949 Form 945-A Tax Liability 
October-Day 8 

3950-3963 Form 945-A Tax Liability 
October-Day 9 

3964-3977 Form 945-A Tax Liability 
October-Day 10 

3978-3991 Form 945-A Tax Liability 
October-Day 11 

3992-4005 Form 945-A Tax Liability 
October-Day 12 

4006-4019 Form 945-A Tax Liability 
October-Day 13 

4020-4033 Form 945-A Tax Liability 
October-Day 14 

4034-4047 Form 945-A Tax Liability 
October-Day 15 

4048-4061 Form 945-A Tax Liability 
October-Day 16 

4062-4075 Form 945-A Tax Liability 
October-Day 17 

4076-4089 Form 945-A Tax Liability 
October-Day 18 

4090-4103 Form 945-A Tax Liability 
October-Day 19 

4104-4117 Form 945-A Tax Liability 
October-Day 20 
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Entry or Description 

Enter the Tax Liability for the 21st day of September. If none 
zero fill. 
Enter the Tax Liability for the 22nd day of September. If 
none zero fill. 
Enter the Tax Liability for the 23rd day of September. If 
none zero fill. 
Enter the Tax Liability for the 24th day of September. If 
none zero fill. 
Enter the Tax Liability for the 25th day of September. If 
none zero fill. 
Enter the Tax Liability for the 26th day of September. If 
none zero fill. 
Enter the Tax Liability for the 27th day of September. If 
none zero fill. 
Enter the Tax Liability for the 28th day of September. If 
none zero fill. 
Enter the Tax Liability for the 29th day of September. If 
none zero fill. 
Enter the Tax Liability for the 30th day of September. If 
none zero fill. 
Enter the Tax Liability for the 1st day of October. If none 
zero fill. 
Enter the Tax Liability for the 2nd day of October. If none 
zero fill. 
Enter the Tax Liability for the 3rd day of October. If none 
zero fill. 
Enter the Tax Liability for the 4th day of October. If none 
zero fill. 
Enter the Tax Liability for the 5th day of October. If none 
zero fill. 
Enter the Tax Liability for the 6th day of October. If none 
zero fill. 
Enter the Tax Liability for the 7th day of October. If none 
zero fill. 
Enter the Tax Liability for the 8th day of October. If none 
zero fill. 
Enter the Tax Liability for the 9th day of October. If none 
zero fill. 
Enter the Tax Liability for the 10th day of October. If none 
zero fill. 
Enter the Tax Liability for the 11th day of October. If none 
zero fill. 
Enter the Tax Liability for the 12th day of October. If none 
zero fill. 
Enter the Tax Liability for the 13th day of October. If none 
zero fill. 
Enter the Tax Liability for the 14th day of October. If none 
zero fill. 
Enter the Tax Liability for the 15th day of October. If none 
zero fill. 
Enter the Tax Liability for the 16th day of October. If none 
zero fill. 
Enter the Tax Liability for the 17th day of October. If none 
zero fill. 
Enter the Tax Liability for the 18th day of October. If none 
zero fill. 
Enter the Tax Liability for the 19th day of October. If none 
zero fill. 
Enter the Tax Liability for the 20th day of October. If none 
zero fill. 



Tape Position 

4118-4131 

4132-4145 

4146-4159 

4160-4173 

4174-4187 

4188-4201 

4202-4215 

4216-4229 

4230-4243 

4244-4257 

4258-4271 

4272-4285 

4286-4299 

4300-4313 

4314-4327 

4328-4341 

4342-4355 

4356-4369 

4370-4383 

4384-4397 

4398-4411 

4412-4425 

4426-4439 

4440-4453 

4454-4467 

4468-4481 

4482-4495 

4496-4509 

4510-4523 

4524-4537 

Element Name 

Form 945-A Tax Liability 
October-Day 21 
Form 945-A Tax Liability 
October-Day 22 
Form 945-A Tax Liability 
October-Day 23 
Form 945-A Tax Liability 
October-Day 24 
Form 945-A Tax Liability 
October-Day 25 
Form 945-A Tax Liability 
October-Day 26 
Form 945-A Tax Liability 
October-Day 27 
Form 945-A Tax Liability 
October-Day 28 
Form 945-A Tax Liability 
October-Day 29 
Form 945-A Tax Liability 
October-Day 30 
Form 945-A Tax Liability 
October-Day 31 
Form 945-A Tax Liability 
November-Day 1 
Form 945-A Tax Liability 
November-Day 2 
Form 945-A Tax Liability 
November-Day 3 
Form 945-A Tax Liability 
November-Day 4 
Form 945-A Tax Liability 
November-Day 5 
Form 945-A Tax Liability 
November-Day 6 
Form 945-A Tax Liability 
November-Day 7 
Form 945-A Tax Liability 
November-Day 8 
Form 945-A Tax Liability 
November-Day 9 
Form 945-A Tax Liability 
November-Day 10 
Form 945-A Tax Liability 
November-Day 11 
Form 945-A Tax Liability 
November-Day 12 
Form 945-A Tax Liability 
November-Day 13 
Form 945-A Tax Liability 
November-Day 14 
Form 945-A Tax Liability 
November-Day 15 
Form 945-A Tax Liability 
November-Day 16 
Form 945-A Tax Liability 
November-Day 17 
Form 945-A Tax Liability 
November-Day 18 
Form 945-A Tax Liability 
November-Day 19 

Entry or Description 

Enter the Tax Liability for the 21st day of October. If none 
zero fill. 
Enter the Tax Liability for the 22nd day of October. If none 
zero fill. 
Enter the Tax Liability for the 23rd day of October. If none 
zero fill. 
Enter the Tax Liability for the 24th day of October. If none 
zero fill. 
Enter the Tax Liability for the 25th day of October. If none 
zero fill. 
Enter the Tax Liability for the 26th day of October. If none 
zero fill. 
Enter the Tax Liability for the 27th day of October. If none 
zero fill. 
Enter the Tax Liability for the 28th day of October. If none 
zero fill. 
Enter the Tax Liability for the 29th day of October. If none 
zero fill. 
Enter the Tax Liability for the 30th day of October. If none 
zero fill. 
Enter the Tax Liability for the 31st day of October. If none 
zero fill. 
Enter the Tax Liability for the 1st day of November. If none 
zero fill. 
Enter the Tax Liability for the 2nd day of November. If none 
zero fill. 
Enter the Tax Liability for the 3rd day of November. If none 
zero fill. 
Enter the Tax Liability for the 4th day of November. If none 
zero fill. 
Enter the Tax Liability for the 5th day of November. If none 
zero fill. 
Enter the Tax Liability for the 6th day of November. If none 
zero fill. 
Enter the Tax Liability for the 7th day of November. If none 
zero fill. 
Enter the Tax Liability for the 8th day of November. If none 
zero fill. 
Enter the Tax Liability for the 9th day of November. If none 
zero fill. 
Enter the Tax Liability for the 10th day of November. If 
none zero fill. 
Enter the Tax Liability for the lIth day of November. If 
none zero fill. 
Enter the Tax Liability for the 12th day of November. If 
none zero fill. 
Enter the Tax Liability for the 13th day of November. If 
none zero fill. 
Enter the Tax Liability for the 14th day of November. If 
none zero fill. 
Enter the Tax Liability for the 15th day of November. If 
none zero fill. 
Enter the Tax Liability for the 16th day of November. If 
none zero fill. 
Enter the Tax Liability for the 17th day of November. If 
none zero fill. 
Enter the Tax Liability for the 18th day of November. If 
none zero fill. 
Enter the Tax Liability for the 19th day of November. If 
none zero fill. 
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Tape Position Element Name 

3698-3711 Form 945-A Tax Liability 
September-Day 21 

3712-3725 Form 945-A Tax Liability 
September-Day 22 

3726-3739 Form 945-A Tax Liability 
September-Day 23 

3740-3753 Form 945-A Tax Liability 
September-Day 24 

3754-3767 Form 945-A Tax Liability 
September-Day 25 

3768-3781 Form 945-A Tax Liability 
September-Day 26 

3782-3795 Form 945-A Tax Liability 
September-Day 27 

3796-3809 Form 945-A Tax Liability 
September-Day 28 

3810-3823 Form 945-A Tax Liability 
September-Day 29 

3824-3837 Form 945-A Tax Liability 
September-Day 30 

3838-3851 Form 945-A Tax Liability 
October-Day 1 

3852-3865 Form 945-A Tax Liability 
October-Day 2 

3866-3879 Form 945-A Tax Liability 
October-Day 3 

3880-3893 Form 945-A Tax Liability 
October-Day 4 

3894-3907 Form 945-A Tax Liability 
October-Day 5 

3908-3921 Form 945-A Tax Liability 
October-Day 6 

3922-3935 Form 945-A Tax Liability 
October-Day 7 

3936-3949 Form 945-A Tax Liability 
October-Day 8 

3950-3963 Form 945-A Tax Liability 
October-Day 9 

3964-3977 Form 945-A Tax Liability 
October-Day 10 

3978-3991 Form 945-A Tax Liability 
October-Day 11 

3992-4005 Form 945-A Tax Liability 
October-Day 12 

4006-4019 Form 945-A Tax Liability 
October-Day 13 

4020-4033 Form 945-A Tax Liability 
October-Day 14 

4034-4047 Form 945-A Tax Liability 
October-Day 15 

4048-4061 Form 945-A Tax Liability 
October-Day 16 

4062-4075 Form 945-A Tax Liability 
October-Day 17 

4076-4089 Form 945-A Tax Liability 
October-Day 18 

4090-4103 Form 945-A Tax Liability 
October-Day 19 

4104-4117 Form 945-A Tax Liability 
October-Day 20 
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Entry or Description 

Enter the Tax Liability for the 21st day of September. If none 
zero fill. 
Enter the Tax Liability for the 22nd day of September. If 
none zero fill. 
Enter the Tax Liability for the 23rd day of September. If 
none zero fill. 
Enter the Tax Liability for the 24th day of September. If 
none zero fill. 
Enter the Tax Liability for the 25th day of September. If 
none zero fill. 
Enter the Tax Liability for the 26th day of September. If 
none zero fill. 
Enter the Tax Liability for the 27th day of September. If 
none zero fill. 
Enter the Tax Liability for the 28th day of September. If 
none zero fill. 
Enter the Tax Liability for the 29th day of September. If 
none zero fill. 
Enter the Tax Liability for the 30th day of September. If 
none zero fill. 
Enter the Tax Liability for the 1st day of October. If none 
zero fill. 
Enter the Tax Liability for the 2nd day of October. If none 
zero fill. 
Enter the Tax Liability for the 3rd day of October. If none 
zero fill. 
Enter the Tax Liability for the 4th day of October. If none 
zero fill. 
Enter the Tax Liability for the 5th day of October. If none 
zero fill. 
Enter the Tax Liability for the 6th day of October. If none 
zero fill. 
Enter the Tax Liability for the 7th day of October. If none 
zero fill. 
Enter the Tax Liability for the 8th day of October. If none 
zero fill. 
Enter the Tax Liability for the 9th day of October. If none 
zero fill. 
Enter the Tax Liability for the 10th day of October. If none 
zero fill. 
Enter the Tax Liability for the lIth day of October. If none 
zero fill. 
Enter the Tax Liability for the 12th day of October. If none 
zero fill. 
Enter the Tax Liability for the 13th day of October. If none 
zero fill. 
Enter the Tax Liability for the 14th day of October. If none 
zero fill. 
Enter the Tax Liability for the 15th day of October. If none 
zero fill. 
Enter the Tax Liability for the 16th day of October. If none 
zero fill. 
Enter the Tax Liability for the 17th day of October. If none 
zero fill. 
Enter the Tax Liability for the 18th day of October. If none 
zero fill. 
Enter the Tax Liability for the 19th day of October. If none 
zero fill. 
Enter the Tax Liability for the 20th day of October. If none 
zero fill. 



Tape Position 

4118-4131 

4132-4145 

4146-4159 

4160-4173 

4174-4187 

4188-4201 

4202-4215 

4216-4229 

4230-4243 

4244-4257 

4258-4271 

4272-4285 

4286-4299 

4300-4313 

4314-4327 

4328-4341 

4342-4355 

4356-4369 

4370-4383 

4384-4397 

4398-4411 

4412-4425 

4426-4439 

4440-4453 

4454-4467 

4468-4481 

4482-4495 

4496-4509 

4510-4523 

4524-4537 

Element Name 

Form 945-A Tax Liability 
October-Day 21 
Form 945-A Tax Liability 
October-Day 22 
Form 945-A Tax Liability 
October-Day 23 
Form 945-A Tax Liability 
October-Day 24 
Form 945-A Tax Liability 
October-Day 25 
Form 945-A Tax Liability 
October-Day 26 
Form 945-A Tax Liability 
October-Day 27 
Form 945-A Tax Liability 
October-Day 28 
Form 945-A Tax Liability 
October-Day 29 
Form 945-A Tax Liability 
October-Day 30 
Form 945-A Tax Liability 
October-Day 31 
Form 945-A Tax Liability 
November-Day 1 
Form 945-A Tax Liability 
November-Day 2 
Form 945-A Tax Liability 
November-Day 3 
Form 945-A Tax Liability 
November-Day 4 
Form 945-A Tax Liability 
November-Day 5 
Form 945-A Tax Liability 
November-Day 6 
Form 945-A Tax Liability 
November-Day 7 
Form 945-A Tax Liability 
November-Day 8 
Form 945-A Tax Liability 
November-Day 9 
Form 945-A Tax Liability 
November-Day 10 
Form 945-A Tax Liability 
November-Day 11 
Form 945-A Tax Liability 
November-Day 12 
Form 945-A Tax Liability 
November-Day 13 
Form 945-A Tax Liability 
November-Day 14 
Form 945-A Tax Liability 
November-Day 15 
Form 945-A Tax Liability 
November-Day 16 
Form 945-A Tax Liability 
November-Day 17 
Form 945-A Tax Liability 
November-Day 18 
Form 945-A Tax Liability 
November-Day 19 

Entry or Description 

Enter the Tax Liability for the 21st day of October. If none 
zero fill. 
Enter the Tax Liability for the 22nd day of October. If none 
zero fill. 
Enter the Tax Liability for the 23rd day of October. If none 
zero fill. 
Enter the Tax Liability for the 24th day of October. If none 
zero fill. 
Enter the Tax Liability for the 25th day of October. If none 
zero fill. 
Enter the Tax Liability for the 26th day of October. If none 
zero fill. 
Enter the Tax Liability for the 27th day of October. If none 
zero fill. 
Enter the Tax Liability for the 28th day of October. If none 
zero fill. 
Enter the Tax Liability for the 29th day of October. If none 
zero fill. 
Enter the Tax Liability for the 30th day of October. If none 
zero fill. 
Enter the Tax Liability for the 31 st day of October. If none 
zero fill. 
Enter the Tax Liability for the 1st day of November. If none 
zero fill. 
Enter the Tax Liability for the 2nd day of November. If none 
zero fill. 
Enter the Tax Liability for the 3rd day of November. If none 
zero fill. 
Enter the Tax Liability for the 4th day of November. If none 
zero fill. 
Enter the Tax Liability for the 5th day of November. If none 
zero fill. 
Enter the Tax Liability for the 6th day of November. If none 
zero fill. 
Enter the Tax Liability for the 7th day of November. If none 
zero fill. 
Enter the Tax Liability for the 8th day of November. If none 
zero fill. 
Enter the Tax Liability for the 9th day of November. If none 
zero fill. 
Enter the Tax Liability for the 10th day of November. If 
none zero fill. 
Enter the Tax Liability for the lith day of November. If 
none zero fill. 
Enter the Tax Liability for the 12th day of November. If 
none zero fill. 
Enter the Tax Liability for the 13th day of November. If 
none zero fill. 
Enter the Tax Liability for the 14th day of November. If 
none zero fill. 
Enter the Tax Liability for the 15th day of November. If 
none zero fill. 
Enter the Tax Liability for the 16th day of November. If 
none zero fill. 
Enter the Tax Liability for the 17th day of November. If 
none zero fill. 
Enter the Tax Liability for the 18th day of November. If 
none zero fill. 
Enter the Tax Liability for the 19th day of November. If 
none zero fill. 
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Tape Position Element Name 

4538-4551 Form 945-A Tax Liability 
November-Day 20 

4552-4565 Form 945-A Tax Liability 
November-Day 21 

4566-4579 Form 945-A Tax Liability 
November-Day 22 

4580-4593 Form 945-A Tax Liability 
November-Day 23 

4594-4607 Form 945-A Tax Liability 
November-Day 24 

4608-4621 Form 945-A Tax Liability 
November-Day 25 

4622-4635 Form 945-A Tax Liability 
November-Day 26 

4636-4649 Form 945-A Tax Liability 
November-Day 27 

4650-4663 Form 945-A Tax Liability 
November-Day 28 

4664-4677 Form 945-A Tax Liability 
November-Day 29 

4678-4691 Form 945-A Tax Liability 
November-Day 30 

4692-4705 Form 945-A Tax Liability 
December-Day 1 

4706-4719 Form 945-A Tax Liability 
December-Day 2 

4720-4733 Form 945-A Tax Liability 
December-Day 3 

4734-4747 Form 945-A Tax Liability 
December-Day 4 

4748-4761 Form 945-A Tax Liability 
December-Day 5 

4762-4775 Form 945-A Tax Liability 
December-Day 6 

4776-4789 Form 945-A Tax Liability 
December-Day 7 

4790-4803 Form 945-A Tax Liability 
December-Day 8 

4804-4817 Form 945-A Tax Liability 
December-Day 9 

4818-4831 Form 945-A Tax Liability 
December-Day 10 

4832-4845 Form 945-A Tax Liability 
December-Day 11 

4846-4859 Form 945-A Tax Liability 
December-Day 12 

4860-4873 Form 945-A Tax Liability 
December-Day 13 

4874-4887 Form 945-A Tax Liability 
December-Day 14 

4888-4901 Form 945-A Tax Liability 
December-Day 15 

4902-4915 Form 945-A Tax Liability 
December-Day 16 

4916-4929 Form 945-A Tax Liability 
December-Day 17 

4930-4943 Form 945-A Tax Liability 
December-Day 18 

4944-4957 Form 945-A Tax Liability 
December-Day 19 
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Entry or Description 

Enter the Tax Liability for the 20th day of November. If 
none zero fill. 
Enter the Tax Liability for the 21st day of November. If none 
zero fill. 
Enter the Tax Liability for the 22nd day of November. If 
none zero fill. 
Enter the Tax Liability for the 23rd day of November. If 
none zero fill. 
Enter the Tax Liability for the 24th day of November. If 
none zero fill. 
Enter the Tax Liability for the 25th day of November. If 
none zero fill. 
Enter the Tax Liability for the 26th day of November. If 
none zero fill. 
Enter the Tax Liability for the 27th day of November. If 
none zero fill. 
Enter the Tax Liability for the 28th day of November. If 
none zero fill. 
Enter the Tax Liability for the 29th day of November. If 
none zero fill. 
Enter the Tax Liability for the 30th day of November. If 
none zero fill. 
Enter the Tax Liability for the 1st day of December. If none 
zero fill. 
Enter the Tax Liability for the 2nd day of December. If none 
zero fill. 
Enter the Tax Liability for the 3rd day of December. If none 
zero fill. 
Enter the Tax Liability for the 4th day of December. If none 
zero fill. 
Enter the Tax Liability for the 5th day of December. If none 
zero fill. 
Enter the Tax Liability for the 6th day of December. If none 
zero fill. 
Enter the Tax Liability for the 7th day of December. If none 
zero fill. 
Enter the Tax Liability for the 8th day of December. If none 
zero fill. 
Enter the Tax Liability for the 9th day of December. If none 
zero fill. 
Enter the Tax Liability for the 10th day of December. If none 
zero fill. 
Enter the Tax Liability for the 11th day of December. If none 
zero fill. 
Enter the Tax Liability for the 12th day of December. If none 
zero fill. 
Enter the Tax Liability for the 13th day of December. If none 
zero fill. 
Enter the Tax Liability for the 14th day of December. If none 
zero fill. 
Enter the Tax Liability for the 15th day of December. If none 
zero fill. 
Enter the Tax Liability for the 16th day of December. If none 
zero fill. 
Enter the Tax Liability for the 17th day of December. If none 
zero fill. 
Enter the Tax Liability for the 18th day of December. If none 
zero fill. 
Enter the Tax Liability for the 19th day of December. If none 
zero fill. 



Tape Position 

4958-4971 

4972-4985 

4986-4999 

5000-5013 

5014-5027 

5028-5041 

5042-5055 

5056-5069 

5070-5083 

5084-5097 

5098-5111 

5112-5125 

5126-5140 

5141-5155 

5156-5170 

5171-5185 

5186-5200 

5201-5215 

5216-5230 

5231-5245 

5246-5260 

5261-5275 

5276-5290 

5291-5305 

5306-5320 

5321-5392 

Element Name 

Form 945-A Tax Liability 
December-Day 20 
Form 945-A Tax Liability 
December-Day 21 
Form 945-A Tax Liability 
December-Day 22 
Form 945-A Tax Liability 
December-Day 23 
Form 945-A Tax Liability 
December-Day 24 
Form 945-A Tax Liability 
December-Day 25 
Form 945-A Tax Liability 
December-Day 26 
Form 945-A Tax Liability 
December-Day 27 
Form 945-A Tax Liability 
December-Day 28 
Form 945-A Tax Liability 
December-Day 29 
Form 945-A Tax Liability 
December-Day 30 
Form 945-A Tax Liability 
December-Day 31 
Total Liability January 

Total Liability February 

Total Liability March 

Total Liability April 

Total Liability May 

Total Liability June 

Total Liability July 

Total Liability August 

Total Liability September 

Total Liability October 

Total Liability November 

Total Liability December 

Total Tax Liability 
For the Year 
Reserved 

Entry or Description 

Enter the Tax Liability for the 20th day of December. If none 
zero fill. 
Enter the Tax Liability for the 21st day of December. If none 
zero fill. 
Enter the Tax Liability for the 22nd day of December. If 
none zero fill. 
Enter the Tax Liability for the 23rd day of December. If none 
zero fill. 
Enter the Tax Liability for the 24th day of December. If none 
zero fill. 
Enter the Tax Liability for the 25th day of December. If none 
zero fill. 
Enter the Tax Liability for the 26th day of December. If none 
zero fill. 
Enter the Tax Liability for the 27th day of December. If none 
zero fill. 
Enter the Tax Liability for the 28th day of December. If none 
zero fill. 
Enter the Tax Liability for the 29th day of December. If none 
zero fill. 
Enter the Tax Liability for the 30th day of December. If none 
zero fill. 
Enter the Tax Liability for the 31st day of December. If none 
zero fill. 
Enter the Tax Liability for the month of January (tape 
positions 2-435). If none zero fill. 
Enter the Tax Liability for the month of February (tape 
positions 436-841). If none zero fill. 
Enter the Tax Liability for the month of March (tape 
positions 842-1275). If none zero fill. 
Enter the Tax Liability for the month of April (tape positions 
1276- 1695). If none zero fill. 
Enter the Tax Liability for the month of May (tape positions 
1696- 2129). If none zero fill. 
Enter the Tax Liability for the month of June (tape positions 
2130- 2549). If none zero fill. 
Enter the Tax Liability for the month of July (tape positions 
2550- 2983). If none zero fill. 
Enter the Tax Liability for the month of August (tape 
positions 2984-3417). If none zero fill. 
Enter the Tax Liability for the month of September (tape 
positions 3418-3837). If none zero fill. 
Enter the Tax Liability for the month of October (tape 
positions 3838-4271). If none zero fill. 
Enter the Tax Liability for the month of November (tape 
positions 4272-4691). If none zero fill. 
Enter the Tax Liability for the month of December (tape 
positions 4692-5125). If none zero fill. 
Enter the Total Tax Liability for the entire year (tape 
positions 5126-5305). 
Enter blanks. 
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Tape Position Element Name 

Record Type 

EXHIBIT 13 
CHECKPOINT TOTALS "C" RECORD 

Entry or Definition 

Enter "C". Must be first character of the Checkpoint Totals 
"C" Record. 

2-6 Number of Tax Data 
"B" Records 

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 five 
positions are required. 

7-22 Total Taxes Enter the sum of Total Taxes in dollars and cents from Tax 
Data "B" Records in the preceding 100 or fewer records 
(tape positions 189-203). Right justify and zero fill. 

23-38 Total Taxes Deposited Enter the sum of the Total Taxes Deposited in dollars and 
cents for Tax Data "B" Records in the preceding 100 or 
fewer records (tape positions 204-218). Right justify and zero 
fill. 

39-5392 

Tape Position 

Reserved 

Element Name 

Record Type 

Enter blanks. 

EXHIBIT 14 
END OF FILE "E" RECORD 

Entry or Definition 

Enter "E". Must be the first character of the End of File 
"E" Record. 

2-6 Number of Tax Data "B" Records 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 five positions are required. 

7-22 Total Taxes Enter the sum of Total Taxes in dollars and cents for all Tax 
Data "B" Records reported on the tape file (tape positions 
189-203). This must balance to Total Taxes accumulated in 
Checkpoint Totals "C" Records (tape positions 7-22). Right 
justify and zero fill. 

23-38 Total Amount of Total 
Taxes Deposited 

Enter the sum of the total taxes deposited in dollars and cents 
from all Tax Data "B" Records on the tape file (tape 
positions 204-218). This must balance to Total Amount of 
Deposits accumulated in Checkpoint Totals "C" Records 
(tape positions 23-38). Right justify and zero fill. 

39-5392 Reserved 

26 CFR 601.105: Examination of returns and 
claims for refund, credit, or abatement; deter
mination of correct tax liability. 
(Also Part 1, Sections 6601, 6611, 6621; 
301.6601-1, 301.6611-1, 301.6621-1.) 

Rev. Proc. 94-60 

SECTION 1. PURPOSE 
This revenue procedure describes 

how interest on an underpayment will 
be calculated by the Service when a 
taxpayer has previously received a tax 
refund with interest for the same tax 
year. For the calculation of interest 
when a taxpayer has previously re
ceived a tax refund without interest, 
see Rev. Rul. 88-98, 1988-2 C.B. 
356. 

SEC. 2. BACKGROUND 
.01 Section 6601(a) of the Internal 

Revenue Code provides that if any 
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Enter blanks. 

amount of tax is not paid on or 
before the last date prescribed for 
payment, interest at the underpay
ment rate established under section 
6621 must be paid on the amount 
from that last date to the date paid. 

.02 Section 6611(a) provides that 
interest must be allowed and paid 
upon any overpayment at the over
payment rate established under sec
tion 6621. 

.03 Section 6611(b)(2) provides that 
in the case of a refund, interest must 
be allowed from the date of the 
overpayment to a date preceding the 
date of the refund check by not more 
than 30 days. 

.04 Section 6611 (e)(1) provides that 
if an overpayment of income tax is 
refunded either (1) within 45 days 
after the last date prescribed for filing 
determined without regard to exten-

sions of time for filing, or (2) in the 
case of returns filed after the last date 
prescribed for filing, within 45 days 
after the date the return is filed, no 
interest is allowed on the overpay
ment . 

. 05 For refund claims made by tax
payers on or after January 1, 1995, 
section 6611 (e )(2) provides that if the 
overpayment is refunded within 45 
days after the claim is filed, no inter
est shall be allowed on the overpay
ment from the date the claim is filed 
until the day the refund is made. 

.06 In the case of any refund or 
credit of an overpayment, made on or 
after January 1, 1995, which is attrib
utable to an adjustment initiated by 
the Internal Revenue Service, section 
6611 (e )(3) provides that interest on 
such overpayment shall be computed 
by subtracting 45 days from the num-



ber of days for which interest would 
otherwise be allowed. 

. 07 Section 6621(a) establishes an 
interest rate for underpayments that 
is one percentage point higher than 
the interest rate allowed for overpay
ments, effective for purposes of de
termining interest for periods after 
December 31, 1986. For periods after 
December 31, 1990, section 6621(c) 
provides that, for periods after the 
30th day following the date on which 
a notice of proposed deficiency, stat
utory notice of deficiency, or other 
similar notice is sent to the taxpayer, 
the interest rate for large corporate 
underpayments is three percentage 
points higher than the interest rate on 
overpayments. 

SEC. 3. PROCEDURE 

When a taxpayer receives an exces
sive tax refund (i.e., a refund of tax 
that creates or increases an underpay
ment of that tax for the same tax 
year (the tax underpayment» and in
terest is paid on the excessive tax 
refund, interest will be calculated by 
the Service in the following manner. 
For the period for which the taxpayer 
was paid interest on the excessive tax 
refund, the Service will charge inter
est at the same rate on the portion of 
the tax underpayment that does not 
exceed the excessive tax refund. Also, 
for any period for which interest is 
not paid on the excessive tax refund, 
the Service will not charge interest on 
the portion of the tax underpayment 
that does not exceed the excessive tax 
refund. Interest at the underpayment 
rate will be charged on the portion of 
the tax underpayment that exceeds 
the excessive tax refund from the 
original due date of the tax return, 
and on the entire tax underpayment 
from the date of the refund check. In 
computing the interest charged for 
any period, previously accrued inter
est will be treated in the same manner 
as the portion of the tax underpay
ment to which such interest relates. 

SEC. 4. EXAMPLES 

.01 Example 1. A, an individual, 
files A's federal income tax return on 
a calendar year basis. In 1990, A 
made timely federal estimated tax 
payments of $100,000. On April 15, 
1991, A filed a Form 4868, Applica-

tion for Automatic Extension of Time 
to File U. S. Individual Income Tax 
Return, and received a 4-month ex
tension of time to file A's 1990 re
turn. On July 1, 1991, A filed Form 
1040, U. S. Individual Income Tax 
Return, showing a tax liability of 
$80,000 and requesting a tax refund 
of $20,000. The Service issued a tax 
refund check dated September 22, 
1991. Because the refund was made 
more than 45 days after A's return 
was filed, A received interest of $760 
on the $20,000 overpayment. During 
1993, the Service examined A's 1990 
return and determined that A's cor
rect tax liability was $90,000 resulting 
in a tax deficiency of $10,000. 

The amount of interest charged on 
the $10,000 tax deficiency for the 
period beginning on April 15, 1991, 
and ending on September 22, 1991, is 
$380, an amount equal to the interest 
paid to A by the Service on the 
$10,000 excessive tax refund. From 
Septem ber 22, 1991, until the date A 
pays the deficiency, A is charged 
interest at the underpayment rate on 
$10,380. 

.02 Example 2. The facts are the 
same as in Example 1, except that A's 
correct tax liability for 1990 is 
$110,000 resulting in a tax deficiency 
of $30,000. 

In this Example 2, only $20,000 of 
the $30,000 tax deficiency is attribut
able to the excessive tax refund. 
Therefore, interest at the underpay
ment rate on $10,000 of the deficien
cy is charged for the period beginning 
on April 15, 1991, and ending on the 
date A pays the deficiency. The 
amount of interest charged on 
$20,000 of the deficiency for the peri
od beginning on April 15, 1991, and 
ending on September 22, 1991, is 
$760, an amount equal to the interest 
paid to A by the Service on the 
$20,000 excessive tax refund. From 
September 22, 1991, until the date A 
pays the deficiency, A is charged 
interest at the underpayment rate on 
$20,760 (in addition to the interest 
charged on $10,000 of the deficiency). 

SEC. 5. EFFECTIVE DATE 

This revenue procedure is effective 
for all taxable years for which an 
excessive tax refund with interest was 

paid or credited after December 31, 
1986 . 

26 CFR 601.105: Examination of returns and 
claims for refund, credit or abatement; deter
mination of correct tax liability. 
(Also Part!, Sections 1363, 1374.) 

Rev. Proc. 94-61 

SECTION 1. PURPOSE 
This revenue procedure provides 

procedures for reponing the LIFO 
recapture amount as required by 
§ 1363(d) of the Internal Revenue 
Code. The procedure relates to the 
recapture of benefits derived from the 
use of the last-in, first-out (LIFO) 
method. Section 10227 of the Reve
nue Act of 1987, 1987-3 CB. 1, 136, 
added § 1363(d) to the Code. 

SEC. 2. BACKGROUND 
Section 1363(d) generally provides 

that if a C corporation uses the LIFO 
method for its last taxable year be
fore the first taxable year for which 
an election to be taxed as an S 
corporation becomes effective, it 
must include in gross income the 
LIFO recapture amount for such last 
taxable year and make appropriate 
adjustments to the basis of inventory 
to take into account the amount in
cluded in gross income. The LIFO 
recapture amount is the amount by 
which the C corporation's inventory 
under the first-in, first-out (FIFO) 
method (determined by using cost or 
market, whichever is lower) autho
rized by § 471 exceeds the inventory 
amount under the LIFO method. This 
provision generally applies in the case 
of S elections made after December 
17, 1987. Announcement 88-60, 
1988-15 I.R.B. 47, indicates how to 
determine the additional tax that re
sults from LIFO recapture. 

The legislative history under 
§ 1363(d) indicates that Congress was 
concerned that taxpayers using the 
LIFO method may avoid the built-in 
gain rules of § 1374 and that LIFO 
method taxpayers should not be treat
ed more favorably than their FIFO 
counterparts. To eliminate this poten
tial disparity of treatment, Congress 
believed that it was appropriate to 
require a LIFO taxpayer to recapture 
the benefits of using the LIFO meth
od in the year of conversion to S 
status. See H.R. Rep. No. 391, 100th 
Cong., 1st Sess., pt. 2, at 1098 
(1987). 
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SEC. 3. PROCEDURE 

The following questions and an
swers provide guidance with respect 
to § 1363(d) including how to report 
the LIFO recapture amount and how 
to make the appropriate adjustments 
to the basis of the inventory. 

Q-l: Does inclusion of the LIFO 
recapture amount in gross income of 
a C corporation under § 1363(d) re
sult in a termination or discontinu
ance of the LIFO method? 

A-I: Inclusion of the LIFO recap
ture amount in gross income will not 
result in a termination or discontinu
ance of a taxpayer's LIFO method. 
Section 472(e) and § 1.472-5 of the 
Income Tax Regulations provide that 
an election made to adopt and use the 
LIFO method is irrevocable. The 

method, once adopted, shall be used 
in all subsequent taxable years, unless 
the use of another method is required 
by the Commissioner or authorized 
pursuant to a written application filed 
as provided in § 1.446-1 (e). Taxpay
ers complying with Rev. Proc. 88-15, 
1988-1 C.B. 683, may expeditiously 
obtain the consent of the Commis
sioner to discontinue the use of the 
LIFO method. 

Q-2: How does a taxpayer make 
the appropriate adjustments to the 
basis of inventory required by 
§ 1363(d)(I)? 

A-2: The appropriate method to 
effect the adjustment to the basis of 
inventory under § 1363(d)(l) is to 
collapse any LIFO layers and add the 

Base-Year Cost Index 

01/01/88 base-year 
12/31/88 layer 
12/31/89 
12/31/90 layer 
12/31/91 layer 

The above assumes that the taxpay
er experienced a decrement for the 
year ending December 31, 1989, when 
the end-of-the-year inventory ex
pressed in terms of base-year cost was 
less than the beginning-of-the-year in
ventory expressed in terms of base
year cost. 

Assume further that the inventory 
is valued at $1,900 under the FIFO 

01/01/88 base-year 
12/31/88 layer 
12/31/89 
12/31/90 layer 
12/31/91 layer 
12/31/91 special collapsed layer re

sulting from § 1363(d) adjustment 

Note that the beginning inventory 
is $1,900 for the 1992 taxable year, 
which is the first year the taxpayer is 
taxed as an S corporation. Also, note 
that for a taxpaye:- using the link
chain method, the cumulative index is 
not recomputed. The cumulative in
dex at December 31, 1991, is 130 
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$1,000 100070 
200 110% 

115% 
100 120% 
200 130% 

$1,500 

method using cost or market, which
ever is lower. Therefore, if the tax
payer elected to be taxed as an S 
corporation effective January 1, 1992, 
the LIFO recapture amount is $300 
($1,900 less $1,600). 

The appropriate adjustments are 
made by collapsing the LIFO layers 
and adding the $300 LIFO recapture 
amount to the LIFO carrying value of 

Base-Year Cost 

$1,500 

percent, even though the adjusted 
index for the special collapsed layer 
resulting from the § 1363(d) adjust
ment is 126.67 percent. The cumula
tive index at December 31, 1992, will 
be the product of 130 percent and the 
annual link for the December 31, 
1992 taxable year. 

LIFO recapture amount to the LIFO 
value of the ending inventory as of 
the end of the taxpayer's last taxable 
year as a C corporation. Collapsing 
the LIFO layers is appropriate be
cause (1) the revaluation of ending 
inventory to FIFO (using the lower of 
cost or market as of the date of 
conversion to S status) is inconsistent 
with the LIFO layering approach, and 
(2) § 1363(d) was enacted to create 
parity between LIFO and FIFO tax
payers when LIFO taxpayers elect to 
be taxed as S corporations. 

The following example illustrates 
the appropriate method. Assume that 
a taxpayer elected LIFO in 1988, and 
the LIFO carrying value on December 
31, 1991, is $1,600, comprised of the 
following layers: 

LIFO Carrying Value 

$1,000 
220 

120 
260 

$1,600 

the ending inventory as of the end of 
the 1991 taxable year. The index is 
then changed to reflect the adjusted 
relationship between the new LIFO 
carrying value ($1,900) and base-year 
costs ($1,500). The base year and 
base-year costs do not change. Ac
cordingly, the adjusted index and 
LIFO carrying value are as follows: 

Index 
100% 
110% 
115% 
120% 
130% 

126.67% 

LIFO Carrying Value 

$1,900 

The above index for the special 
collapsed 1991 layer is relevant only 
for the purpose of computing the 
LIFO-carrying value of a decrement 
in the event there is a decrement to 
the LIFO inventory as of or prior to 
December 31, 1991, in a taxable year 
subsequent to the taxable year ending 



December 31, 1991. Thus. this index 
would be used only if the end-of-year 
inventory, expressed in terms of base
year cost for a taxable year subse
quent to the taxable year ending De
cember 31, 1991, is less than $1,500. 
For example, if, in 1992,lhe taxpay
er's ending inventory at base-year 
cost is $1,400 (a decrement of $100), 
the LIFO carrying value will decrease 
by $126.67 ($100 x 126.67070). 

However, if a taxpayer has experi
enced a decrement in its LIFO inven
tory for a taxable year ending before 
September 19, 1994, the Service will 
accept as appropriate any reasonable 
method used by the taxpayer for 
adjusting its LIFO inventory to re
flect the LIFO recapture amount. 

Q-3: If a taxpayer makes the ap
propriate adjustment to the tax basis 
of its inventory, as required by 
§ 1363(d), but does not make such 
adjustment for financial reporting 
purposes, is the LIFO conformity re
quirement violated? 

A-3: Section 472(c) provides that 
the LIFO method may be used only if 
the taxpayer establishes that, with 
respect to the first taxable year for 
which the method is used, no other 
method of valuing inventory has been 
used in ascertaining income, profit, 
or loss for credit purposes or for a 
report or statement to shareholders, 
partners, other proprietors, or benefi
ciaries. Section 472(e)(2) imposes sim
ilar restrictions for subsequent years. 

Section 1.472-2(e)(l)(vi) provides 
that a taxpayer may use a costing 
method or accounting method to as
certain income, profit, or loss for 
credit purposes or for purposes of 
financial reports if such costing meth
od or accounting method is neither 
inconsistent with the inventory meth
od referred to in § 1.472-1 nor at 
variance with the requirement re
ferred to in § 1.472-2(c), regardless 
of whether such costing method or 
accounting method is used by the 
taxpayer for federal income tax pur
poses. Section 1.472-1 refers to the 
LIFO inventory method. Section 
1.472-2(c) provides rules for the 
opening inventory of the taxable year 
for which the LIFO method is first 
used. 

A taxpayer that uses a method for 
costing its LIFO inventory for finan
cial reporting purposes without taking 
into account the basis adjustment un
der § 1363(d) made to its LIFO in-

ventory for tax purposes is neither 
inconsistent with the LIFO inventory 
method referred to in § 1.472-1 nor 
at variance with the requirement re
ferred to in § 1. 472-2(c). According
ly, the taxpayer does not violate the 
LIFO conformity requirement con
tained in §§ 472(c) or 472(e)(2) by 
making the appropriate adjustment to 
the basis of its inventory for tax 
purposes but not for financial report
ing purposes. 

Q-4: Is a taxpayer entitled to re
duce its gross income if the amount 
of its inventory under the LIFO 
method exceeds the amount of its 
inventory under the FIFO method? 

A-4: The taxpayer may not reduce 
gross income if the amount of its 
inventory under the LIFO method 
exceeds the amount of its inventory 
under the FIFO method. Section 
1363(d)(3) states that "the term 
'LIFO recapture amount' means the 
amount (if any)" by which the inven
tory amount of the inventory asset 
under the FIFO method exceeds the 
amount of such asset under the LIFO 
method. If the amount of inventory 
under the LIFO method exceeds the 
amount of inventory under the FIFO 
method, there is no LIFO recapture 
amount to include in gross income. 

Q-5: May a net operating loss 
(NOL) carryover be applied against 
the LIFO recapture amount included 
in the gross income of a C corpora
tion? 

A-5: Subject to applicable Code 
restrictions, an NOL carryover may 
be applied against the LIFO recapture 
amount included in the gross income 
of the C corporation. To the extent 
the NOL carryover offsets the LIFO 
recapture amount, there would be no 
increase in tax by reason of 
§ 1363(d). However, the appropriate 
adjustment to the basis of inventory 
required under § 1363(d) is the LIFO 
recapture amount unreduced by the 
NOL carryover. 

Q-6: If the LIFO method has been 
used for less than four taxable years 
prior to a taxpayer's first year as an S 
corporation, should the number of, 
or period over which, installment 
payments for the additional tax re
sulting from the LIFO recapture 
amount be reduced from the four 
equal installments required in 
§ 1363( d)(2)? 

A-6: Neither the number of install
ments nor the period for their pay-

ment should be reduced. Under 
§ 1363(d)(2), any increase in the tax 
imposed as a result of including the 
LIFO recapture amount in gross in
come shall be payable in four equal 
installments with the first installment 
being paid by the due date of the 
return for the electing corporation's 
last taxable year as a C corporation. 
The other three installments are due 
by the respective due dates of the S 
corporation's returns for the three 
succeeding taxable years without re
gard to the number of years the C 
corporation may have used the LIFO 
method. 

Q-7: Should an S corporation's 
obligation to pay an installment of 
tax resulting from the LIFO recapture 
amount be taken into account in 
determining the amount of estimated 
tax an S corporation is required to 
pay? 

A-7: An S corporation should not 
include the obligation to pay an in
stallment of tax resulting from the 
LIFO recapture amount in its deter
mination of its estimated tax payment 
under § 6655. 

Q-8: If an S corporation files a 
final return, are any unpaid annual 
installments of the increase in tax 
required under § 1363(d) (that other
wise would be payable in subsequent 
taxable years) due and payable with 
the S corporation's final return? 

A-8: Any remaining unpaid annual 
installments of the increase in tax 
resulting from the application of 
§ 1363(d), which would have been 
due by the respective due dates of the 
S corporation's returns for the suc
ceeding taxable years, are accelerated 
and are due and payable with the S 
corporation's final return. 

SEC. 4. INQUIRIES 

Inquiries regarding this revenue 
procedure may be addressed to the 
Commissioner of Internal Revenue, 
Attention: CC:IT&A, P.O. Box 7604, 
Ben Franklin Station, 1111 Constitu
tion Ave., N.W., Washington, DC 
20044. 

SEC. 5. EFFECTIVE DATE 

Except to the extent provided in 
Q&A-2, this revenue procedure ap
plies to S elections made after Decem
ber 17, 1987. 
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SEC. 3. PROCEDURE 

The following questions and an
swers provide guidance with respect 
to § 1363(d) including how to report 
the LIFO recapture amount and how 
to make the appropriate adjustments 
to the basis of the inventory. 

Q-l: Does inclusion of the LIFO 
recapture amount in gross income of 
a C corporation under § 1363(d) re
sult in a termination or discontinu
ance of the LIFO method? 

A-I: Inclusion of the LIFO recap
ture amount in gross income will not 
result in a termination or discontinu
ance of a taxpayer's LIFO method. 
Section 472(e) and § 1.472-S of the 
Income Tax Regulations provide that 
an election made to adopt and use the 
LIFO method is irrevocable. The 

method, once adopted, shall be used 
in all subsequent taxable years, unless 
the use of another method is required 
by the Commissioner or authorized 
pursuant to a written application filed 
as provided in § 1.446-1(e). Taxpay
ers complying with Rev. Proc. 88-1S, 
1988-1 C.B. 683, may expeditiously 
obtain the consent of the Commis
sioner to discontinue the use of the 
LIFO method. 

Q-2: How does a taxpayer make 
the appropriate adjustments to the 
basis of inventory required by 
§ 1363(d)(I)? 

A-2: The appropriate method to 
effect the adjustment to the basis of 
inventory under § 1363(d)(1) is to 
collapse any LIFO layers and add the 

Base-Year Cost Index 

01101188 base-year 
12131188 layer 
12/31189 
12/31/90 layer 
12131191 layer 

The above assumes that the taxpay
er experienced a decrement for the 
year ending December 31, 1989, when 
the end-of-the-year inventory ex
pressed in terms of base-year cost was 
less than the beginning-of-the-year in
ventory expressed in terms of base
year cost. 

Assume further that the inventory 
is valued at $1,900 under the FIFO 

01/01/88 base-year 
12131/88 layer 
12/31/89 
12131/90 layer 
12131/91 layer 
12/31/91 special collapsed layer re

sulting from § 1363(d) adjustment 

Note that the beginning inventory 
is $1,900 for the 1992 taxable year, 
which is the first year the taxpayer is 
taxed as an S corporation. Also, note 
that for a taxpaye:- using the link
chain method, the cumulative index is 
not recomputed. The cumulative in
dex at December 31, 1991, is 130 
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$1,000 100OJo 
200 110OJo 

11SOJo 
100 120OJo 
200 130OJo 

$1,SOO 

method using cost or market, which
ever is lower. Therefore, if the tax
payer elected to be taxed as an S 
corporation effective January 1, 1992, 
the LIFO recapture amount is $300 
($1,900 less $1,600). 

The appropriate adjustments are 
made by collapsing the LIFO layers 
and adding the $300 LIFO recapture 
amount to the LIFO carrying value of 

Base-Year Cost 

$1,SOO 

percent, even though the adjusted 
index for the special collapsed layer 
resulting from the § 1363(d) adjust
ment is 126.67 percent. The cumula
tive index at December 31, 1992, will 
be the product of 130 percent and the 
annual link for the December 31, 
1992 taxable year. 

LIFO recapture amount to the LIFO 
value of the ending inventory as of 
the end of the taxpayer's last taxable 
year as a C corporation. Collapsing 
the LIFO layers is appropriate be
cause (1) the revaluation of ending 
inventory to FIFO (using the lower of 
cost or market as of the date of 
conversion to S status) is inconsistent 
with the LIFO layering approach, and 
(2) § 1363(d) was enacted to create 
parity between LIFO and FIFO tax
payers when LIFO taxpayers elect to 
be taxed as S corporations. 

The following example illustrates 
the appropriate method. Assume that 
a taxpayer elected LIFO in 1988, and 
the LIFO carrying value on December 
31, 1991, is $1,600, comprised of the 
following layers: 

LIFO Carrying Value 

$1,000 
220 

120 
260 

$1,600 

the ending inventory as of the end of 
the 1991 taxable year. The index is 
then changed to reflect the adjusted 
relationship between the new LIFO 
carrying value ($1,900) and base-year 
costs ($I,SOO). The base year and 
base-year costs do not change. Ac
cordingly, the adjusted index and 
LIFO carrying value are as follows: 

Index 
100OJo 
110OJo 
l1SOJo 
120OJo 
130OJo 

126.67OJo 

LIFO Carrying Value 

$1,900 

The above index for the special 
collapsed 1991 layer is relevant only 
for the purpose of computing the 
LIFO-carrying value of a decrement 
in the event there is a decrement to 
the LIFO inventory as of or prior to 
December 31, 1991, in a taxable year 
subsequent to the taxable year ending 



December 31, 1991. Thus, this index 
would be used only if the end-of-year 
inventory, expressed in terms of base
year cost for a taxable year subse
quent to the taxable year ending De
cember 31, 1991, is less than $1,500. 
For example, if, in 1992, the taxpay
er's ending inventory at base-year 
cost is $1,400 (a decrement of $100), 
the LIFO carrying value will decrease 
by $126.67 ($100 x 126.67070). 

However, if a taxpayer has experi
enced a decrement in its LIFO inven
tory for a taxable year ending before 
September 19, 1994, the Service will 
accept as appropriate any reasonable 
method used by the taxpayer for 
adjusting its LIFO inventory to re
flect the LIFO recapture amount. 

Q-3: If a taxpayer makes the ap
propriate adjustment to the tax basis 
of its inventory, as required by 
§ 1363(d), but does not make such 
adjustment for financial reporting 
purposes, is the LIFO conformity re
quirement violated? 

A-3: Section 472(c) provides that 
the LIFO method may be used only if 
the taxpayer establishes that, with 
respect to the first taxable year for 
which the method is used, no other 
method of valuing inventory has been 
used in ascertaining income, profit, 
or loss for credit purposes or for a 
report or statement to shareholders, 
partners, other proprietors, or benefi
ciaries. Section 472(e)(2) imposes sim
ilar restrictions for subsequent years. 

Section 1.472-2(e)(l)(vi) provides 
that a taxpayer may use a costing 
method or accounting method to as
certain income, profit, or loss for 
credit purposes or for purposes of 
financial reports if such costing meth
od or accounting method is neither 
inconsistent with the inventory meth
od referred to in § 1.472-1 nor at 
variance with the requirement re
ferred to in § 1.472-2(c), regardless 
of whether such costing method or 
accounting method is used by the 
taxpayer for federal income tax pur
poses. Section 1.472-1 refers to the 
LIFO inventory method. Section 
1.472-2(c) provides rules for the 
opening inventory of the taxable year 
for which the LIFO method is first 
used. 

A taxpayer that uses a method for 
costing its LIFO inventory for finan
cial reporting purposes without taking 
into account the basis adjustment un
der § 1363(d) made to its LIFO in-

ventory for tax purposes is neither 
inconsistent with the LIFO inventory 
method referred to in § 1.472-1 nor 
at variance with the requirement re
ferred to in § 1.472-2(c). According
ly, the taxpayer does not violate the 
LIFO conformity requirement con
tained in §§ 472(c) or 472(e)(2) by 
making the appropriate adjustment to 
the basis of its inventory for tax 
purposes but not for financial report
ing purposes. 

Q-4: Is a taxpayer entitled to re
duce its gross income if the amount 
of its inventory under the LIFO 
method exceeds the amount of its 
inventory under the FIFO method? 

A-4: The taxpayer may not reduce 
gross income if the amount of its 
inventory under the LIFO method 
exceeds the amount of its inventory 
under the FIFO method. Section 
1363(d)(3) states that "the term 
'LIFO recapture amount' means the 
amount (if any)" by which the inven
tory amount of the inventory asset 
under the FIFO method exceeds the 
amount of such asset under the LIFO 
method. If the amount of inventory 
under the LIFO method exceeds the 
amount of inventory under the FIFO 
method, there is no LIFO recapture 
amount to include in gross income. 

Q-5: May a net operating loss 
(NOL) carryover be applied against 
the LIFO recapture amount included 
in the gross income of a C corpora
tion? 

A-5: Subject to applicable Code 
restrictions, an NOL carryover may 
be applied against the LIFO recapture 
amount included in the gross income 
of the C corporation. To the extent 
the NOL carryover offsets the LIFO 
recapture amount, there would be no 
increase in tax by reason of 
§ 1363(d). However, the appropriate 
adjustment to the basis of inventory 
required under § 1363(d) is the LIFO 
recapture amount unreduced by the 
NOL carryover. 

Q-6: If the LIFO method has been 
used for less than four taxable years 
prior to a taxpayer's first year as an S 
corporation, should the number of, 
or period over which, installment 
payments for the additional tax re
sulting from the LIFO recapture 
amount be reduced from the four 
equal installments required in 
§ 1363( d)(2)? 

A-6: Neither the number of install
ments nor the period for their pay-

ment should be reduced. Under 
§ 1363(d)(2), any increase in the tax 
imposed as a result of including the 
LIFO recapture amount in gross in
come shall be payable in four equal 
installments with the first installment 
being paid by the due date of the 
return for the electing corporation's 
last taxable year as a C corporation. 
The other three installments are due 
by the respective due dates of the S 
corporation's returns for the three 
succeeding taxable years without re
gard to the number of years the C 
corporation may have used the LIFO 
method. 

Q-7: Should an S corporation's 
obligation to pay an installment of 
tax resulting from the LIFO recapture 
amount be taken into account in 
determining the amount of estimated 
tax an S corporation is required to 
pay? 

A-7: An S corporation should not 
include the obligation to pay an in
stallment of tax resulting from the 
LIFO recapture amount in its deter
mination of its estimated tax payment 
under § 6655. 

Q-8: If an S corporation files a 
final return, are any unpaid annual 
installments of the increase in tax 
required under § 1363(d) (that other
wise would be payable in subsequent 
taxable years) due and payable with 
the S corporation's final return? 

A-8: Any remaining unpaid annual 
installments of the increase in tax 
resulting from the application of 
§ 1363(d), which would have been 
due by the respective due dates of the 
S corporation's returns for the suc
ceeding taxable years, are accelerated 
and are due and payable with the S 
corporation's final return. 

SEC. 4. INQUIRIES 

Inquiries regarding this revenue 
procedure may be addressed to the 
Commissioner of Internal Revenue, 
Attention: CC:IT&A, P.O. Box 7604, 
Ben Franklin Station, 1111 Constitu
tion Ave., N.W., Washington, DC 
20044. 

SEC. 5. EFFECTIVE DATE 

Except to the extent provided in 
Q&A-2, this revenue procedure ap
plies to S elections made after Decem
ber 17, 1987. 
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26 CFR 601.202: Closing agreements. 

Rev. Proc. 94-62 

SECTION 1. PURPOSE 

This revenue procedure supersedes 
Rev. Proc. 92-89, 1992-2 C.B. 498, 
and Rev. Proc. 93-36, 1993-2 C.B. 
474, concerning the Voluntary Com
pliance Resolution (VCR) program. 
Under this revenue procedure, the 
VCR program is extended indefinitely 
and will continue to be administered 
in the Headquarters Office. This reve
nue procedure also expands the types 
of defects that can be corrected under 
the Standardized VCR Procedure 
(SVP), modifies the VCR eligibility 
standards and makes other adminis
trative and technical changes, includ
ing a change in the address for sub
mitting all VCR requests. Finally, this 
revenue procedure modifies Rev. 
Proc. 94-6, 1994-1 C.B. 510, with 
respect to a request for a determina
tion letter after a compliance state
ment has been requested. As a result 
of this change, plan sponsors need 
not complete question 14(e) of the 
Form 5300. 

SEC. 2. BACKGROUND 

.01 Establishment of VCR Pro
gram. On November 16, 1992, the 
Service established the VCR program 
as a temporary, experimental pro
gram ending on December 31, 1993. 
The program permits an employer to 
voluntarily correct operational defects 
in a deferred compensation plan and 
obtain a compliance statement that 
provides that the corrections are ac
ceptable and that the Service will not 
pursue plan disqualification with re
spect to the operational defects identi
fied in the statement. 

. 02 Extension of VCR Program. 
On September 20, 1993, Rev. Proc. 
93-36 extended the expiration date of 
the VCR program to December 31, 
1994, and added SVP, a simplified 
correction procedure for certain listed 
defects. Under SVP, a standard cor
rection method is prescribed for spec
ified defects. 

.03 Establishment of Walk-in 
CAP. On January 31, 1994, Rev. 
Proc. 94-16, 1994-1 C.B. 576, estab
lished a voluntary program, the 
Walk-in Closing Agreement Program 
(Walk-in CAP), for plans or defects 
for which the VCR program is not 
available. 
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SEC. 3. VCR PROGRAM 

.01 VCR Program extended indefi
nitely. The VCR program is extended 
indefinitely. 

.02 VCR Program continued in 
Headquarters Office. The VCR pro
gram will continue to be administered 
in the Headquarters Office. 

.03 Brief description of VCR Pro
gram. The VCR program permits 
plan sponsors (including employers, 
plan administrators and trustees) to 
correct operational plan defects that 
they have identified. The plan spon
sor pays a fixed voluntary compliance 
fee (see section 9 of this revenue 
procedure) and receives a compliance 
statement (see section 12 of this reve
nue procedure) describing the terms 
of full correction. If the plan sponsor 
satisfies the correction terms in a 
timely manner, the Service will not, 
as an administrative matter, disquali
fy the plan on account of the identi
fied and corrected defects. Because 
the VCR program does not arise out 
of an examination, consideration un
der the VCR program does not pre
clude or impede (under § 7605(b) or 
any administrative provisions adopted 
by the Service) an examination of the 
employer or the plan by the Service 
with respect to the taxable year (or 
years) involved with respect to mat
ters that are outside the compliance 
statement. 

.04 Plan sponsor must identify de
fects. The Service will not make any 
investigation or finding under the 
VCR program concerning whether 
there are operational violations of 
§ 401(a) of the Internal Revenue 
Code. Thus, each item to be consid
ered under the VCR program must be 
identified as an operational defect by 
the applicant. However, the plan 
sponsor's statements describing oper
ational defects are for purposes of the 
VCR program only. Therefore, these 
statements will not be regarded by the 
Service as an admission of a violation 
for purposes of an Employee Plans 
Examination. 

.05 VCR program limited to de
fects raised. The VCR program is a 
compliance program, but is not based 
upon an examination of the plan by 
the Service. Therefore, the Service 
will rely upon the statements of the 
plan sponsor in identifying the plan's 
operational defects. Only the opera
tional defects raised by the plan spon
sor, related defects, and other defects 

presented by the plan sponsor are 
addressed under the program, and 
only those defects will be covered by 
the compliance statement. 

.06 Full correction required. Under 
the program, the plan sponsor must 
make full correction of all defects for 
all years for which the defects exist. 

.07 Appropriate administrative 
procedures required. The Service 
must also be assured that the plan 
sponsor has initiated or will initiate 
administrative procedures for operat
ing the plan so that the operational 
defects will not recur and the plan 
will be properly administered. The 
Service will first discuss the appropri
ateness of existing procedures with 
the plan sponsor. Where the current 
procedures are inadequate for operat
ing the plan in conformance with the 
qualification requirements of the 
Code, the compliance statement will 
be conditioned upon the implementa
tion of stated procedures within the 
stated time period. Under the VCR 
program, the Service reserves the 
right to prescribe appropriate admin
istrative procedures in the compliance 
statement. 

.08 Unrelated defects. If the Ser
vice discovers an unrelated plan de
fect while considering the voluntary 
request, the defect generally will be 
added to the defects under VCR con
sideration. However, the Service re
tains the discretion to determine that 
the defect is outside the scope of the 
voluntary request for consideration 
because it was not voluntarily 
brought forward by the employer. In 
this case, all aspects of the plan may 
be forwarded to the appropriate 
EP lEO Key District Office (KDO) 
for consideration on examination. 
Forwarding to the KDO will only 
happen in unusual circumstances . 

.09 Permitted amendments. Under 
the VCR program, a plan sponsor 
may amend the plan to the extent 
necessary to effect correction, but 
may not amend the plan to bring the 
plan language in line with the actual 
operation of the plan. For example, if 
the plan failed to satisfy the actual 
deferral percentage test required un
der § 401(k)(3) and the employer 
must make qualified nonelective con
tributions, the plan may be amended 
as part of the VCR program to pro
vide for qualified nonelective contri
butions. On the other hand, if the 
plan administrator permitted plan 



loans in a plan that did not permit 
plan loans, the defect can not be 
corrected by retroactively amending 
the plan to provide for the loans. 
Permission under this revenue proce
dure to amend the plan as needed to 
implement a permitted correction 
method is not a determination as to 
the qualification of the plan. 

.10 Failure to reach resolution. If 
resolution cannot be reached because 
information is not timely provided to 
the Service or because agreement can
not be reached on correction or ad
ministrative procedures, the case may 
be referred to the appropriate KDO 
for examination consideration. 

.11 Acknowledgement letter. With
in 25 calendar days after the compli
ance statement is issued, the plan 
sponsor must send a signed acknowl
edgement letter to the Service, agree
ing to the terms of the compliance 
statement. If the plan sponsor does 
not send a signed acknowledgement 
letter within 25 calendar days, the 
case may be referred to the appropri
ate EP lEO KDO for examination 
consideration. Once the compliance 
statement has been issued (based on 
the information provided) the plan 
sponsor cannot request a modifica
tion of the compliance terms except 
by a new request for a compliance 
statement. However, if the requested 
modification is minor and is post
marked no later than 25 days after 
the compliance statement is issued, 
the VCR compliance fee for the mod
ification will be the lesser of the 
original compliance fee or $1,250. 

.12 Verification. Once the compli
ance statement has been issued, the 
Service reserves the right to require 
verification that the corrections have 
been made and that any administra
tive procedures required by the state
ment have been implemented. This 
verification does not constitute an 
examination of the books and records 
of the employer or the plan (within 
the meaning of § 7605(b)). If the 
Service determines that the plan spon
sor did not implement the corrections 
and procedures within the stated time 
period, the KDO may consider the 
issues in an examination. 

.13 Use of information. If the Ser
vice issues a compliance statement, 
and the plan sponsor timely imple
ments the stated corrections and pro
cedures, information given by the 
plan sponsor to the Service under the 

V CR program will not be used as the 
basis of an Employee Plans examina
tion. 

. 14 Excise taxes not waived. In 
general, excise taxes and additional 
taxes, to the extent applicable, are 
not waived merely because the under
lying defect has been corrected or 
because the taxes result from the 
correction of defects under the VCR 
program. Thus, for example, 
amounts contributed in excess of the 
deductible limits set forth in § 404 
for the tax year of the contribution 
may be subject to the tax set forth in 
§ 4972. 

.15 Applicability of sections 6103 
and 6110. Because the VCR program 
is a compliance program, relating di
rectly to the enforcement of opera
tional qualification requirements, the 
information received or generated by 
the Service under the program is sub
ject to the confidentiality require
ments of § 6103 of the Code and is 
not a written determination within the 
meaning of § 6110. 

.16 Effect of compliance statement 
on other law. A compliance statement 
issued under the VCR program con
stitutes a resolution under the Code 
of the specific operational defects 
identified and corrected 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. 

.17 Handling of ineligible plans or 
defects. If a plan sponsor requests a 
compliance statement under the VCR 
program but does not have an appro
priate determination letter, opinion 
letter or notification letter, whichever 
is applicable, or the defect is not 
operational, the submission and the 
compliance fee will be returned to the 
employer without review, and the em
ployer will be informed of the option 
to voluntarily request consideration 
under Walk-in CAP. If a plan spon
sor requests a compliance statement 
under the VCR program but has de
fects determined to be egregious,· the 
plan sponsor will be notified of this 
conclusion and given 60 days to vol
untarily request consideration under 
Walk-in CAP in the appropriate 
KDO. If an application is made with
in the 60 day period, the compliance 
fee will be returned. If, at the end of 
the 60 day period, a request for 
consideration under Walk-in CAP has 

not been received in the appropriate 
KDO, the VCR request will be for
warded to that KDO for examination 
consideration . 

SEC. 4. SCOPE 

.01 General scope. The Service in
tends to give taxpayers broad access 
to the VCR program. The VCR pro
gram will be available for plans or 
defects subject to the limitations set 
forth in sections 4.02 through 4.07, 
below. 

.02 Favorable letter requirement. 
The VCR program is available only 
for an individually designed plan that 
has reliance on a favorable determi
nation letter, a plan that is an adopt
er of a master or prototype plan with 
an opinion letter or a plan that is an 
adopter of a regional prototype plan 
with a notification letter. The plan is 
not treated as having a determination, 
opinion or notification letter if the 
plan has been substantially amended 
since the letter was issued. 

(1) For VCR requests submitted 
before January 1, 1996, the plan must 
have received a favorable determina
tion letter, an opinion letter or a 
notification letter that considered the 
Tax Equity and Fiscal Responsibility 
Act of 1982 (TEFRA), the Deficit 
Reduction Act of 1984 (DEFRA), and 
the Retirement Equity Act of 1984 
(REA). This generally includes any 
determination letter issued after 1987 
(or earlier, in certain instances), in
cluding letters issued under the Tax 
Reform Act of 1986 (TRA'86). 

(2) For VCR requests submitted 
on or after January 1, 1996, the plan 
must have a favorable determination 
letter, an opinion letter or a notifica
tion letter that considered TRA'86. 

.03 Types of defects covered. The 
VCR program is available only for 
operational defects and is generally 
available for all operational defects 
except as specified in sections 4.02 
through 4.07 of this revenue proce
dure. There are three typical types of 
defects that may affect the qualifica
tion of a plan, form defects, opera
tional defects that arise from a failure 
to follow the plan terms and opera
tional defects that arise from a 
change in employer demographics. 
First, plan provisions may not, as 
written, satisfy the plan qualification 
requirements set forth in §§ 401 (a), 
403(a) or 404(a)(2) of the Code (a 
form defect). The VCR program is 
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not available to correct a form defect. 
Second, a plan containing provisions 
that satisfy the plan qualification re
quirements may not be operated in 
accordance with those provisions (an 
operational defect). Failure to follow 
the terms of the plan is a disqualify
ing defect even if the operation of the 
plan would otherwise satisfy the qual
ification requirements. The VCR pro
gram is available to correct most 
operational defects (but see sections 
4.04 and 4.05, below). Finally, a plan 
document may satisfy the plan quali
fication requirements and be operated 
in accordance with its terms but fail 
to satisfy the nondiscrimination re
quirements in operation because of a 
shift in the demographics of the em
ployer's work force (a demographic 
defect). Correction of a demographic 
defect generally requires a substantive 
corrective amendment to the plan, 
adding more employees or increasing 
benefits. The VCR program is not 
available to correct demographic de
fects. 

.04 Certain operational defects not 
covered. Certain operational defects 
cannot be corrected in the VCR pro
gram because they involve plans or 
issues that the Service deems inappro
priate for the VCR program. For 
example, the VCR program may not 
be available in certain circumstances 
where it is not possible to obtain 
sufficient information to properly de
termine the nature or extent of the 
defect or insufficient information to 
effect proper correction. Likewise, 
the VCR program is not available for 
the defects listed below. 

(1) Plans in which there are ex
clusive benefit violations relating to 
the misuse or diversion of plan assets 
(cases in which the Department of 
Labor also has jurisdiction); 

(2) Plans in which the violations 
have been egregious. For example, if 
an employer has consistently and im
properly covered only the highly com
pensated employees or if a contribu
tion to a defined contribution plan 
for a highly compensated individual is 
several times greater than the dollar 
limit set forth in § 415, the violation 
would be considered egregious; 

(3) Plans for which trusts, al
though required, were not created or 
were not maintained; and 

(4) Terminated plans that no 
longer have trusts or plan assets. 

.05 Other defects not covered. In 
addition, the VCR program is not 
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available for operational matters that 
result in excise tax or additional in
come tax rather than plan disqualifi
cation, because the statutes already 
provide specific tailored sanctions for 
those defects. For example, funding 
deficiencies (failures to make the re
quired contributions to a plan subject 
to § 412), prohibited transactions, 
and failures to file the Form 5500 
cannot be corrected in the VCR pro
gram. However, if a defect results in 
disqualification and the imposition of 
a tax (for example, if the plan's loan 
language was not followed and the 
resulting loans did not satisfy 
§ 72(p)(2», the VCR program will be 
available to correct the defect but the 
excise or additional income taxes will 
generally still apply. However, if the 
defect is a failure to satisfy the mini
mum distribution requirements of 
§ 401 (a)(9), the Service may enter 
into a closing agreement, as part of 
the VCR program, with respect to the 
excise tax under § 4974 applicable to 
the plan participants. 

.06 Correction not possible under 
regulations. The VCR program is 
only available for plans with opera
tional defects that cannot be correct
ed under the Code and related regula
tions. For example, as a general rule, 
a disqualifying provision to which the 
remedial amendment period under 
§ 401(b) for TRA'86, as extended by 
Notice 92-36, 1992-2 C.B. 364, ap
plies cannot be corrected under the 
VCR program. However, if a plan 
has been properly amended for 
TRA'86 and the other statutory 
changes eligible for the remedial 
amendment period and the operation
al defect arises after the amendment 
has become effective, an operational 
defect arising out of the failure to 
follow the amendment may be cor
rected under the VCR program. 

.07 Plans under examination. A 
plan that is under an Employee Plans 
examination (that is, an examination 
of a Form 5500 series return) is not 
eligible for the VCR program. 

(l) A plan that is under an Em
ployee Plans examination includes 
any plan for which the plan sponsor, 
or a representative, has received ver
bal or written notification from the 
EP lEO Division of an impending 
Employee Plans examination, or of 
an impending referral from another 
part of the Service for an Employee 

Plans examination, and also includes 
any plan that has been under an 
Employee Plans examination and is 
now in Appeals or in litigation for 
issues raised in an Employee Plans 
examination. 

(2) The term Employee Plans ex
amination also includes a case in 
which a plan sponsor has submitted a 
Form 5310, Application for Determi
nation of Qualification Upon Termi
nation, and the EP Agent notifies the 
plan sponsor of possible defects, 
whether or not the plan sponsor is 
officially notified of an "examina
tion." For example, if an employer 
has applied for a determination letter 
on plan termination, and an EP 
Agent notifies the employer that there 
are partial termination concerns, the 
plan is no longer eligible for the VCR 
program. 

(3) The VCR program is avail
able with respect to any other plan of 
the plan sponsor that is not aggregat
ed for purposes of satisfying the qual
ification requirements of § 401(a) 
with the plan (or plans) under exami
nation. In addition, the VCR pro
gram is available for a plan that is 
aggregated with a plan that is under 
an Employee Plans examination with 
respect to a defect that is not related 
to provisions for which the plans are 
aggregated. Thus, for example, a plan 
aggregated with a plan that is under 
examination could request consider
ation under the VCR program for a 
defect arising under the spousal con
sent rules of § 417, or the vesting 
rules of § 411, but could not ask for 
consideration of a defect under provi
sions for which the plans are aggre
gated, including the nondiscrimina
tion provisions (§ 401 (a)(4) , 41O(b), 
etc.), § 415 or § 416. For purposes 
of this revenue procedure, the term 
aggregation does not include consi~
eration of benefits provided by van
ous plans for purposes of the average 
benefits test set forth in § 41O(b)(2). 

SEC. 5. VCR PROGRAM 
CORRECTION PRINCIPLES AND 
REQUIREMENTS 

.01 Information to be provided. A 
request for a compliance statement 
(including an SVP compliance state
ment) must contain the specific infor
mation needed to support the suggest
ed correction method. This includes, 
for example, the number of employ-



ees affected (and how this number 
was determined), the expected cost of 
correction, the years involved, and 
any calculations or assumptions the 
plan sponsor used to determine the 
amounts needed for correction. The 
submission must state the interest rate 
(and the method of determining the 
interest rate) that will apply to any 
corrective contributions or distribu
tions. As a general rule, the interest 
rate (or rates) earned by the plan 
during the applicable period(s) should 
be used in determining the earnings 
for corrective contributions or distri
butions. For administrative conve
nience, if the plan permitted directed 
investments for the years at issue and 
thus had a number of funds, the plan 
is permitted (but not required) under 
the VCR program to use the highest 
rate earned in the plan for a particu
lar year as the correction rate for that 
year, provided that most of the em
ployees receiving the corrective alloca
tions or distributions are nonhighly 
compensated employees. Where appli
cable, the request for a compliance 
statement should also provide the 
proposed method of locating and no
tifying former participants who may 
be entitled to additional benefits. 

.02 Description of proposed correc
tion method. In the request for a 
compliance statement (including an 
SVP compliance statement), the plan 
sponsor must give a description of the 
method for correcting the defect that 
the plan sponsor has implemented or 
proposes to implement. The following 
general principles should be used in 
suggesting acceptable corrections: 

(1) The correction method 
should restore both current and 
former participants to the benefit lev
els they would have had if the defect 
had not occurred. Action must be 
taken to find former participants who 
are due additional benefits. Appropri
ate actions depend on the facts and 
circumstances of the case. Such ac
tions might include, for example, a 
mailing to the last known address, 
notification in the largest local news
paper, and the use of the IRS letter 
forwarding service (see Rev. Proc. 
94-22, 1994-1 C.B. 608) if the partic
ipants have not been found. 

(2) The correction method 
should restore the plan to the position 
it would have been in had the defect 
not occurred. 

(3) To the extent possible, the 
correction should conform the opera
tion of the plan to the actual plan 
language. Thus, amending the plan to 
conform the plan document to the 
way the plan was actually operated is 
not an acceptable VCR correction. 

(4) The correction method 
should not violate another § 401(a) 
qualification requirement (e.g., 
§ 411(d)(6)). 

(5) The correction method 
should, to the extent possible, resem
ble one already provided for in the 
Code, regulations or other publica
tions. For example, the defined con
tribution plan correction methods set 
forth in Treasury Regulation 
§ 1.415-6(b)(6) would be the typical 
means of correcting violations under 
§ 415. Likewise, the correction meth
od set forth in § 1.402(g)-I(e)(2) 
would be the typical means of cor
recting violations under § 402(g). 
However, correction methods making 
use of the special testing provisions 
set forth in §§ 1.401(a)(4)-8 (involv
ing the testing of benefits on a contri
butions basis or contributions on a 
benefits basis) or 1.401(a)(4)-9 (in
volving the restructuring of plans into 
component plans) are not permissible 
correction methods under the VCR 
program. 

(6) The correction method 
should keep the assets in the plan, 
except to the extent the Code, regula
tions or other publications already 
provide for a distribution. For exam
ple, if an excess allocation (not in 
excess of the § 415 limits) was made 
to a plan (other than a cash or 
deferred arrangement), the excess 
should be reallocated to other em
ployees or used to reduce the employ
er contributions for the following 
year. 

(7) Corrective allocations to a 
defined contribution plan must be 
adjusted for earnings and forfeitures 
that would have been allocated during 
the applicable period. In addition, 
corrective allocations must be based 
upon the compensation or earnings 
that would have been used in the 
period for which the allocation is 
made. 

(8) The corrective contributions 
should come only from employer con
tributions (including forfeitures, if the 
plan permits their use to reduce em
ployer contributions). 

(9) A corrective allocation to a 
participant's account because of a 

failure to make a required allocation 
in a prior limitation year will not be 
considered an annual addition with 
respect to the participant for the limi
tation year in which the correction is 
made. It will be considered an annual 
addition fnr the limitation year to 
which it relates. This rule does not 
apply to § 404, regarding deductions. 

(10) Any distributions from the 
plan should be properly reported. 

SEC. 6. STANDARDIZED VCR 
PROCEDURE 

.01 SVP. Certain operational de
fects may be corrected under the 
Standardized VCR Procedure (SVP) 
rules set forth in this section and in 
sections 7 and 8 of this revenue 
procedure. The plan sponsor must 
request an SVP compliance state
ment, pay the reduced compliance fee 
and make the permitted correction set 
forth in section 8 of this revenue 
procedure for that defect. If there are 
one or two defects that can be cor
rected under SVP and other defects 
that cannot be corrected under SVP, 
SVP is not available. 

.02 General restrictions on S VP. 
SVP is available if the only identified 
defect or defects are listed in section 
8 of this revenue procedure and are 
corrected using the permitted correc
tion method set forth in section 8 of 
this revenue procedure. The correc
tion method set forth in section 8 for 
an SVP defect is the only acceptable 
correction method available for that 
defect under SVP. If the plan sponsor 
proposes any modification to the SVP 
correction method, SVP is not avail
able. 

.03 Alternative correction methods 
available under VCR. If the plan 
sponsor wishes to propose a correc
tion method other than the one pro
vided in section 8, the plan sponsor 
may request a compliance statement 
under the regular VCR procedures. A 
plan sponsor may request consider
ation under the regular VCR proce
dures even if SVP is available. 

.04 Procedural requirements. If the 
plan sponsor intends to use SVP, the 
plan sponsor must use the procedures 
set forth in section 10 of this revenue 
procedure. 

.05 Two defect limit. SVP is not 
available if the plan sponsor has iden
tified more than two SVP defects in a 
single SVP request. The Service re
serves the right to shift a request for 
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consideration under SVP into the 
VCR program if the plan sponsor 
submits a second SVP request with 
respect to the same plan while the 
first SVP request is being considered 
or during the 12 months after the 
first SVP compliance statement is is
sued. 

.06 Expansion of SVP. The Service 
may identify additional defects and 
permitted correction methods avail
able for SVP at a later date, but only 
by publication in revenue procedures, 
notices or other guidance published in 
the Internal Revenue Bulletin. 

SEC. 7. SVP CORRECTION RULES 

General rules. The general rules 
listed below apply to all SVP permit
ted correction methods listed in sec
tion 8 of this revenue procedure. 

(1) Corrective allocations must 
include any earnings that would have 
been applicable had the allocation 
been properly made. However, in no 
event should the allocation plus gains/ 
losses be less than the allocation by 
itself. For example, if a missed allo
cation was $500, the interest in the 
first year was $10, and the loss in the 
second year was $30, the corrective 
allocation may not be less than $500. 

(2) As in the regular VCR pro
gram, a plan sponsor may amend the 
plan to the extent necessary to effect 
one of the permitted correction meth
ods. 

(3) The general correction princi
ples set forth in section 5 of this 
revenue procedure must be followed. 

SEC. 8. SVP DEFECTS AND 
CORRECTION 

.01 Failure to provide the mini
mum top-heavy benefit under § 416 
of the Code to non-key employees. In 
a defined contribution plan, the per
mitted correction method is to con
tribute and allocate the required top
heavy minimums to the plan in the 
manner provided for in the plan on 
behalf of the non-key employees (and 
any other employees required to re
ceive top-heavy allocations under the 
plan). In a defined benefit plan, the 
minimum required benefit must be 
accrued in the manner provided in the 
plan. 

. 02 Failure to satisfy the actual 
deferral percentage (ADP) test set 
forth in § 401(k)(3) of the Code, the 
actual contribution percentage (ACP) 
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test set forth in § 401(m)(2) or the 
multiple use test of § 401(m)(9). The 
permitted correction method for fail
ure to satisfy the ADP test, the ACP 
test, or the multiple use test is to 
make qualified nonelective contribu
tions (QNECs) or qualified matching 
contributions (QMACs) (as defined in 
§ 1.401(k)-I(g)(13» on behalf of the 
nonhighly compensated employees to 
the extent necessary to raise the actu
al deferral percentage or actual con
tribution percentage of the nonhighly 
compensated employees to the per
centage needed to pass the test or 
tests. The contributions must be made 
on behalf of all eligible nonhighly 
compensated employees (to the extent 
permitted under § 415) and must ei
ther be the same flat dollar amount 
or the same percentage of compensa
tion. QNECs contributed to satisfy 
the ADP test need not be matched. 
The employees who would have been 
eligible for a matching contribution if 
they had made elective deferrals must 
be counted as eligible employees for 
the ACP test, and the plan must 
satisfy the ACP test. Under this SVP 
correction method, a plan may not be 
treated as two separate plans, one 
covering otherwise excludable em
ployees and the other covering all 
other employees (as permitted in 
§ 1.41O(b)-6(a)(3» in order to reduce 
the number of employees eligible to 
receive QNECs. Likewise, under this 
SVP correction method, the plan may 
not be restructured into component 
plans (as permitted in § 1.401(k)
l(h)(3)(iii) for plan years before Janu
ary 1, 1992) in order to reduce the 
number of employees eligible to re
ceive QNECs. 

.03 Failure to distribute elective de
ferrals in excess of the § 402(g) limit 
(in contravention of § 401 (a)(30)). 
The permitted correction method is to 
distribute the excess deferral to the 
employee and to report the amount as 
taxable in the year of deferral and the 
year distributed. In accordance with 
§ 1.402(g)-I(e)(1)(ii), a distribution to 
a highly compensated employee is 
included in the ADP test; a distribu
tion to a nonhighly compensated em
ployee is not included in the ADP 
test. 

.04 Exclusion of an eligible em
ployee from plan participation. The 
permitted correction method is to 
make a contribution to the plan on 
behalf of the employees excluded 

from a defined contribution plan, or 
to provide benefit accruals for the 
employees excluded from a defined 
benefit plan. If an employee was 
denied eligibility under a cash or 
deferred arrangement, the employer 
must make a QNEC to the plan on 
behalf of the employee that is equal 
to the average deferral percentage for 
the employee's group (either highly 
compensated or nonhighly compen
sated). For purposes of this SVP 
correction, the QNEC is treated as an 
elective deferral and therefore any 
match that would have applied to the 
elective deferral must be applied to 
the QNEC. If an employee was de
nied eligibility to make employee con
tributions or receive a matching con
tribution, the employer must make a 
QNEC to the plan on behalf of the 
employee that is equal to the average 
contribution percentage for the em
ployee's group (either highly compen
sated or nonhighly compensated). For 
purposes of this SVP correction, if 
the QNEC is contributed in lieu of an 
employee contribution, any match 
that would have applied to an em
ployee contribution must be applied 
to the QNEC. Contributing the aver
age deferral or contribution percent
age for such employees is required 
because it eliminates the need to re
run the ADP or ACP test to account 
for the previously excluded employ
ees. Under this SVP correction meth
od, a plan may not be treated as two 
separate plans, one covering other
wise excludable employees and the 
other covering all other employees (as 
permitted in § 1.41O(b)-6(a)(3» in or
der to reduce the number of employ
ees eligible to receive QNECs. Like
wise, restructuring the plan into 
component plans under § 1.401(k)-
1 (h)(3)(iii) is not permitted in order to 
reduce the number of employees eligi
ble to receive QNECs. 

.05 Failure to timely pay the mini
mum distribution required under 
§ 401 (a)(9). The permitted correction 
method is to distribute the required 
minimum distribution amounts and 
any applicable gains or losses for all 
prior years. The employer will enter 
into a standardized closing agreement 
to pay 100070 of the excise tax that 
would ordinarily apply because of the 
failure to distribute . 

.06 Failure to obtain participant 
and/or spousal consent for a distribu
tion subject to the participant and 



spousal consent rules under 
§§ 401 (a)(11), 411(a)(11) and 417. 
The permitted correction method is to 
give the affected employees a choice 
between providing informed consent 
for the distribution actually made or 
receiving a qualified joint and survi
vor annuity. In order to use this SVP 
correction method, the plan sponsor 
must have contacted all affected par
ticipants and the spouses (to whom 
the participants were married at the 
time of distribution) before requesting 
consideration under SVP. In the 
event that participant consent is re
quired but cannot be obtained, the 
participant must receive a qualified 
joint and survivor annuity. This an
nuity may be offset for any amounts 
already received by the participant. In 
the event that spousal consent is re
quired but cannot be obtained, the 
employer must provide a survivor an
nuity. A spousal survivor annuity 
may not be offset by any amount 
received by the participant. 

.07 Failure to satisfy the § 415 lim
its in a defined contribution plan. 
The permitted SVP correction for 
failure to limit annual additions 
(other than elective deferrals) allocat
ed to participants in a defined contri
bution plan as required in § 415(c) 
(even if the excess did not result from 
the allocation of forfeitures or from a 
reasonable error in estimating com
pensation) is to place the excess annu
al additions into an unallocated § 415 
suspense account under § 1.415-
6(b)(6)(iii) to be used as an employer 
contribution in the succeeding year 
(or years). While such amounts re
main in the suspense account, the 
employer is not permitted to make 
additional contributions to the plan. 
The permitted SVP correction for 
failure to limit annual additions that 
are elective deferrals (even if there 
was not a reasonable error in deter
mining the amount of elective defer
rals that may be made with respect to 
an individual under the § 415 limits), 
is to distribute the elective deferrals 
under § 1.415-6(b)(6)(iv) (see, also 
Revenue Procedure 92-93, 1992-2 
C.B.470). 

SEC. 9. VOLUNTARY 
COMPLIANCE FEE 

.01 Rev. Proc. 94-8 modified. A 
voluntary compliance fee is adminis
tered under the user fee program 

described in Rev. Proc. 94-8, 1994-1 
C.B. 544, as modified by this revenue 
procedure. 

.02 Amount of compliance fee. 
The regular VCR voluntary compli
ance fee depends on the assets of the 
plan and the number of plan partici
pants. 

(1) The fee for a plan with assets 
of less than $500,000, and no more 
than 1,000 plan participants, is $500. 

(2) The fee for a plan with assets 
of at least $500,000, and no more 
than 1,000 plan participants, is 
$1,250. 

(3) The fee for a plan with more 
than 1,000 plan participants but less 
than 10,000 plan participants is 
$5,000. 

(4) The fee for a sponsor with 
10,000 or more plan participants is 
$10,000. 

.03 Establishing number of plan 
participants. The plan sponsor will 
use the numbers from the most re
cently filed Form 5500 series to estab
lish the fee. Thus, the plan sponsor 
will use the number shown on line 
7(f) of the 1993 Form 5500 (or the 
equivalent line on the Form 5500 C/R 
or EZ and on later forms) to establish 
the number of plan participants. The 
plan sponsor will use line 31 (f) of the 
1993 Form 5500 (or the equivalent 
line on the Form 5500 C/R or EZ 
and on later forms) to establish the 
amount of plan assets. 

.04 SVP compliance fee. The SVP 
compliance fee is $350. 

SEC. 10. PROCESSING REGULAR 
VCR REQUESTS 

.01 Inadequate or incomplete sub
mission. If the request for consider
ation under the VCR program fails to 
comply with the provisions of this 
revenue procedure or additional in
formation is required, the Service 
representative assigned to the case 
will generally contact the sponsor or 
the sponsor's representative and ex
plain what is needed to complete the 
submission. The sponsor will have 21 
calendar days from the date of this 
contact to provide the requested in
formation. If the information is not 
received within 21 days, the matter 
will be closed, the compliance fee will 
not be returned, and the case may be 
referred to the appropriate KDO in 
accordance with section 3.09 of this 
revenue procedure. Any request for 
an extension of the 21-day time peri-

od must be made in advance, in 
writing, and must be approved by the 
Chief of the VCR program. 

.02 Seriously deficient submission. 
If a submission is seriously deficient 
the Service reserves the right to return 
the submission and the compliance 
fee without contacting the plan spon
sor. 

.03 Processing of submission. Once 
the Service determines that the re
quest for consideration under the 
VCR program is acceptable, the Ser
vice will consult the employer or the 
employer's representative, discussing 
proposed corrections and any neces
sary changes to the administrative 
procedures. If agreement is reached, 
the Service will issue a correction 
statement with an enclosed acknowl
edgment letter. The case will not be 
closed until the signed acknowledge
ment letter is received. 

.04 Conference right. If the Service 
initially determines that it cannot is
sue a compliance statement because 
the parties cannot agree upon some 
correction or administrative proce
dures, the plan sponsor or the plan 
sponsor's representative will be con
tacted by the Service representative 
and offered a conference in the Ser
vice. The conference can be held 
either in person or by telephone. The 
conference must be held within 21 
calendar days of the date of contact. 
The sponsor or the sponsor's repre
sentative will have 21 calendar days 
after the date of the conference to 
submit additional information in sup
port of the submission. Any request 
for an extension of the 21-day time 
period must be made in advance, in 
writing, and be approved by the 
Chief of the VCR program. Addition
al conferences may be held at the 
discretion of the Service. 

SEC. 11. PROCESSING SVP 
REQUESTS 

.01 Inadequate or incomplete sub
missions. If the Servin' rjptf'rmine, 
that a request for consideration under 
SVP is deficient, the Service will gen
erally contact the plan sponsor and 
ask for more information. This infor
mation must be supplied within 10 
days after it is requested unless more 
time has specifically been approved 
by the Chief of the VCR program. If 
the requested information is not re
ceived within 10 days, the case will be 
closed, the compliance fee will not be 
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returned, and the case may be re
ferred to the appropriate KDO in 
accordance with section 3.09 of this 
revenue procedure. Any request for 
an extension of the 10-day time peri
od must be made in advance, in 
writing, and must be approved by the 
Chief of the VCR program. In appro
priate circumstances, the Service may 
notify the employer that SVP is not 
available and offer to process the case 
as a request for a compliance state
ment under the regular VCR pro
gram, with payment of the appropri
ate voluntary compliance fee (offset 
by the SVP fee already collected). 

. 02 Seriously deficient submissions. 
If a request for consideration under 
SVP is seriously deficient, the Service 
reserves the right to return the sub
mission and the compliance fee with
out contacting the plan sponsor. 

.03 SVP timing. The Service will 
review an SVP request within 120 
days of the date the submission is 
received and determined to be com
plete. If the Service determines that 
the request is acceptable, the Service 
will issue a compliance statement on 
the plan sponsor's proposed correc
tion. 

SEC. 12. COMPLIANCE 
STATEMENT 

. 01 General description of compli
ance statement. The plan sponsor will 
receive a compliance statement from 
the Service. The statement will state 
the defects identified, describe the 
terms of full correction and describe 
any revision of administrative proce
dures. The statement will also state 
the time frame in which the correc
tions and procedures must be imple
mented. The compliance statement 
provides that the corrections are ac
ceptable and that the Service will not 
pursue plan disqualification with re
spect to the operational defects identi
fied in the statement. 

.02 Compliance statement condi
tioned upon timely correction. The 
corrections determined to be neces
sary by the Service will be set forth in 
the compliance statement addressed 
to the plan sponsor. The compliance 
statement will be conditioned upon 
the implementation of the specific 

784 1994-2 C.B. 

corrections and administrative chang
es, if any, within the stated time 
period. 

SEC. 13. VCRISVP PROCEDURES 

.01 General rules. This section sets 
forth the procedures for requesting a 
compliance statement from the Ser
vice under the regular VCR program 
or SVP. In general, a request consists 
of a letter from the plan sponsor or 
the plan sponsor's representative to 
the Service that contains a description 
of the disqualifying defect(s), a de
scription of the proposed method(s) 
of correction, and other procedural 
items, and includes supporting infor
mation and documentation as de
scribed below. 

.02 Multiemployers and multiple 
employers. In a multiemployer or 
mUltiple employer plan, the plan ad
ministrator (rather than any contrib
uting or adopting employer) must re
quest consideration of the 
multiemployer or mUltiple employer 
plan under the VCR program. The 
VCR request must be with respect to 
the plan, rather than a portion of the 
plan affecting any particular employ
er. 

. 03 A vailability of Walk-in CAP. 
If the VCR program is available, a 
plan sponsor is not permitted to re
quest consideration under Walk-in 
CAP . 

.04 Submission requirements. The 
letter from the sponsor or the spon
sor's representative must contain the 
following: 

(1) A complete description of the 
operational defects and the years in 
which the defects occurred, including 
closed years (that is, years for which 
the statutory period has expired). 

(2) A description of the current 
administrative procedures for the 
plan. 

(3) An explanation of how and 
why the defects arose. 

(4) A detailed description of the 
method for correcting the defects that 
the plan sponsor has implemented or 
proposes to implement, including spe
cific calculations for each affected 
employee. 

(S) A description of the measures 
that have been or will be implemented 
to ensure that the same operational 
defect(s) will not reoccur. 

(6) A statement that, to the best 
of the plan sponsor's knowledge, the 
plan is not currently under an Em
ployee Plans examination (as defined 
in section 4.06 of this revenue proce
dure). 

(7) The location of the KDO that 
has jurisdiction over the plan. 

.OS Required documents. The sub
mission must be accompanied by the 
following information: 

(1) The plan number and the 
Employer Identification Number(s) of 
the employer maintaining the plan. 

(2) A copy of the first two pages 
of the most recently filed Form 5S00 
series return . 

(3) A copy of the determination 
letter, opinion letter or notification 
letter that considered TEFRA, DE
FRA and REA and any subsequent 
letter. After December 31, 1995, the 
letter must have considered TRA '86. 

(4) A copy of the relevant por
tions of the plan document. 

(S) A statement (if applicable) 
that the plan is currently being con
sidered in a determination letter ap
plication. If the request for a determi
nation letter is made while the request 
for VCR consideration is pending, the 
plan sponsor must update the VCR 
request to add this information . 

.06 Signed submission. The sub
mission must be signed by the spon
sor or the sponsor's representative. 

.07 Power of Attorney require
ments. To sign the submission or to 
appear before the Service in connec
tion with the submission, the repre
sentative must comply with the re
quirements of section 9.02(11 and 12) 
of Rev. Proc. 94-4, 1994-1 C.B. 458. 

.08 Penalty of perjury statement. 
The following declaration must ac
company a submission and any factu
al information or change in the sub
mission at a later time: "Under 
penalties of perjury, I declare that I 
have examined this submission, in
cluding accompanying documents, 
and to the best of my knowledge and 
belief, the facts presented in support 
of the VCR program submission are 
true, correct, and complete." The 
declaration must be signed and dated 
by the plan sponsor, not the spon
sor's representative. 

.09 Fee. The submission must in
clude the appropriate voluntary com
pliance fee described in section 9 of 
this revenue procedure. 



. 10 Marked envelope. The letter to 
the Service should be marked "VCR 
PROGRAM" or "SVP/VCR 
PROGRAM", as appropriate, in the 
upper right hand corner of the letter. 

.11 Mailing address. The submis-
sion should be mailed to: 

Internal Revenue Service 
Attention: CP:E:EP:VCR 
P.O. Box 14073 
Ben Franklin Station 
Washington, D.C. 20044 

.12 Additional information for 
sVP requests. For SVP requests, in 
addition to the information required 
above, the plan sponsor should in
clude the following information: 

(1) A statement that this is an 
SVP request. 

(2) A description of the permit
ted correction method(s) set forth in 
section 8 of this revenue procedure 
for correcting the defect(s), with a 
statement that the plan sponsor pro
poses to implement (or has imple
mented) the correction(s). 

(3) The proposed time period of 
the correction. In general, the correc
tion must be made within 90 days 
from the date of the compliance 
statement. If a longer time frame is 
needed, it should be requested in the 
letter, with the reason that the longer 
period is necessary. If the correction 
cannot be completed within 120 days 
after the compliance statement is is
sued, SVP is not available. 

SEC. 14. EFFECT ON OTHER 
DOCUMENTS 

.01 Revenue procedures supersed
ed. Rev. Procs. 92-89 and 93-36 are 
superseded by this revenue procedure. 

.02 Revenue Procedure 94-8 modi
fied. Rev. Proc. 94-8 is modified as 
provided in section 9 of this revenue 
procedure. 

.03 Revenue Procedure 94-6 modi
fied. Rev. Proc. 94-6 is modified to 
delete section 5.07. This section re
quired the plan sponsor to state that 
the plan had been considered under 
the VCR program (if applicable) in a 
determination letter application. Pur
suant to this change, question 14(e) 
of Form 5300 need not be answered. 

SEC. 15. EFFECTIVE DATE 

This revenue procedure is effective 
September 26, 1994. 

26 CFR 601.602: Tax forms and instructions . 
(Also Part I, Sections 6012, 6061; 1.6012-5, 
1.6061-1.) 
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SECTION 1. PURPOSE 

This revenue procedure informs 
those who participate in the 1995 
Electronic Filing Program for Form 

lAs corrected by Rev. Proc. 94-63-A, page 
795, this Bulletin. 

1040 and Form 1040A, U.S. Individu
al Income Tax Return, and Form 
1040EZ, Income Tax Return for Sin
gle and Joint Filers With No Depen
dents, of their obligations to the In
ternal Revenue Service, taxpayers, 
and other participants. This revenue 
procedure updates Rev. Proc. 94-11, 
1994-1 C.B. 557. 

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 spe
cial rules governing the preparation, 
execution, filing, and correction 
thereof as the Commissioner may 
deem appropriate. The composite re
turn shall consist of a form pre
scribed by the Commissioner and an 
attachment or attachments of magnet
ic tape or other approved media. 

.02 An electronically filed Form 
1040, Form 1040A, or Form 1040EZ 
is a composite return consisting of 
electronically transmitted data and 
certain paper documents. The non
electronic portion of the return con
sists of Form 8453, U.S. Individual 
Income Tax Declaration for Electron
ic Filing, and other paper documents 
that cannot be electronically transmit
ted. Form 8453 must be received by 
the Service before any electronically 
filed return is complete. An electroni
cally filed return must contain the 
same information that a return filed 
completely on paper contains. See 
section 7 for procedures for complet
ing Form 8453. 

.03 The Service will periodically 
issue a publication that lists the forms 
and schedules associated with a Form 
1040 that can be electronically trans
mitted. 

.04 A Form 1040, a Form 1040A, 
or a Form 1040EZ cannot be elec
tronically filed after August 15, 1995, 
notwithstanding the fact that the tax
payer has been granted an extension 
to file a return beyond that date. 
Form 4868, Application for Automat
ic Extension of Time To File U.S. 
Individual Income Tax Return, can
not be electronically filed. 

.05 An amended tax return cannot 
be electronically filed. A taxpayer 
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must file an amended tax return on 
paper in accordance with the instruc
tions for Form 1040X, Amended U.S. 
Individual Income Tax Return. 

.06 A tax return that has a foreign 
address for the taxpayer 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 1995 filing season. Some 
of the changes to Rev. Proc. 94-11, 
which applied to the Electronic Filing 
Program for the 1994 filing season, 
are: 

(1) the addition of a new catego
ry of Electronic Filer: a Service Bu
reau (section 3.02(2»; 

(2) each individual listed as a 
principal or a responsible official on 
line lk of Form 8633 must be a 
United States citizen or an alien ad
mitted for lawful permanent residence 
in the United States (section 4.05(1»; 

(3) each individual listed as a 
principal or a responsible official 
must have attained 21 years of age 
(section 4.05(2»; 

(4) each individual listed as a 
principal or a responsible official may 
be required to submit fingerprints as 
part of the application (section 
4.05(3) and .06); 

(5) each individual listed as a 
principal or a responsible official is 
required to submit to a credit check 
(section 4.05(4»; 

(6) each individual listed as a 
principal or a responsible official is 
required to meet state and local li
censing and/or bonding requirements 
(section 4.05(5»; 

(7) permanent and temporary 
branch offices, and Service Bureaus 
must apply to participate in the Elec
tronic Filing Program for the 1995 
filing season by submitting a Form 
8633 (sections 4.09 and 4.10); 

(8) an Electronic Filer who will 
have a drop-off collection point(s) for 
the 1995 filing season must submit a 
Form 8633 that lists its drop-off col
lection point(s) (section 4.01(3»; 

(9) before February 15, 1995, 
returns cannot be filed with any form 
of a substitute Form W-2 (section 
5.04); 

(10) additional recordkeeping re
quirements have been added (section 
5.09(4) and (5»; 

(II) a requirement that the infor-
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mation in the electronic transmission 
be identical to the information on 
Form 8453 and a prohibition against 
the use of an ERO's address on a 
return has been added (section 
7.01(2»; 

(12) signature requirements for 
revised and replacement Forms 8453 
have been added (sections 7.02(1) and 
7.03); 

(13) in the event that Form 8453 
is missing, a requirement that an 
ERO must supply the Service with 
copies of Forms W-2, W-2G, and 
1099-R (section 7.03); 

(14) references to a Direct De
posit indicator are eliminated and the 
information contained therein is elim
inated (sections 9.03 and 10); 

(15) advertising standards have 
been clarified (sections 12.07 and 
12.09); 

(16) suspensions of participation 
may be immediate and without warn
ing or notice (section 13.01); 

(17) additional reasons for sus
pension are described (sections 13.04, 
and 13.06(3), (10), (11), (12), (16), 
(17), (18), (19), (20), (21), and (22); 

(18) the time period during 
which a rejected applicant cannot 
reapply has been changed (section 
13.09); 

(19) provisions for VITA and 
TCE sponsored electronic filing have 
been added (section 16); and 

(20) provisions for employer 
sponsored electronic filing have been 
added (section 17); 

(21) the Service office contacts 
have changed (section 20). 

SEC. 3. ELECTRONIC FILING 
PARTICIPANTS-DEFINITIONS 

.01 After acceptance into the Elec
tronic Filing Program, as described in 
section 4, a participant is referred to 
as an "Electronic Filer." 

.02 An Electronic Filer is catego
rized as follows: 

(1) ELECTRONIC RETURN 
ORIGINATOR. An "Electronic Re
turn Originator" (ERO) is either: (a) 
an "Electronic Return Preparer" who 
prepares tax returns, including Forms 
8453, for taxpayers who intend to 
have their returns electronically filed; 
or (b) an "Electronic Return Collec
tor" who accepts completed tax re
turns, including Forms 8453, from 
taxpayers who intend to have their 
returns electronically filed. 

(2) SERVICE BUREAU. A 
"Service Bureau" receives tax return 
information on any media from an 
ERO, formats the return information, 
and either forwards the return infor
mation to a Transmitter or sends 
back the return information to the 
ERO. A Service Bureau mayor may 
not process Forms 8453 and send 
them to the appropriate service cen
ter. 

(3) SOFTWARE DEVELOPER. 
A "Software Developer" develops 
software for the purposes of (a) for
matting returns according to the Ser
vice's electronic return specifications; 
and/ or (b) transmitting electronic re
turns directly to the Service. A Soft
ware Developer may also sell its soft
ware. 

(4) TRANSMITTER. A "Trans
mitter" transmits electronic returns 
directly to the IRS Data Communica
tions Subsystem. An entity that pro
vides a "bump-up" service is a 
Transmitter. A "bump-up" service 
provider 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 ex
ample, a bump-up service provider 
may increase the transmission rate or 
line speed of information from 2400 
bits per second (BPS) to 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, Software 
Developer, or Service Bureau depend
ing on the function(s) performed. 

.04 An electronic filing branch of
fice: (1) is a branch office in which 
an Electronic Filer has an ownership 
interest; (2) uses hardware, software, 
and transmission services supplied by 
an Electronic Filer; (3) receives in
come tax returns for electronic filing; 
and (4) has direct contact with tax
payers. At a minimum, direct contact 
includes verifying dollar amounts, 
routing transit numbers, and deposi
tor account numbers on Forms 8453. 
A branch office mayor may not be 
open all year. 

.05 An Electronic Filer may have a 
drop-off collection point(s). The ac
tivity at a drop-off collection point is 
limited solely to receiving a return 
that a taxpayer wants to have elec
tronically filed and collecting a fee 
for electronically filing that return. 
(Although the Electronic Filer may 



not have an ownership interest in the 
drop-off collection point, the Elec
tronic Filer may have a written or 
oral agreement with an entity on that 
site that relates to electronic filing.) 

SEC. 4. ACCEPTANCE IN THE 
ELECTRONIC FILING PROGRAM 

.01 Participants in the 1994 Elec
tronic Filing Program must submit a 
revised Form 8633, Application to 
Participate in the Electronic Filing 
Program, to participate in the 1995 
Electronic Filing Program if: 

(I) the participant functioned 
solely as a Software Developer during 
the 1994 Electronic Filing Program 
and intends to function as an ERO, 
Service Bureau, or Transmitter during 
the 1995 Electronic Filing Program; 

(2) there is an additional princi
pal, such as a partner or a corporate 
officer, that must be listed on Form 
8633 under lk(l), "Principals of 
Your Firm or Organization"; 

(3) the ERO must list its drop-off 
collection points for the 1995 filing 
season (see subsection 4.11); or 

(4) there is any change to: 
(a) the Firm name or Doing 

Business As (DBA) name; 
(b) the business or mailing ad-

dress; 
(c) the contact representative 

or the alternate contact representa
tive's name or telephone number; 

(d) the Electronic Filer's form 
of organization, as described on 
Form 8633 under lk, but there are no 
names to be added under 1 k(l) of 
Form 8633; or 

(e) the electronic functions per
formed by an Electronic Filer, other 
than an Electronic Filer who func
tions solely as a Software Developer. 

.02 A Form 8633 submitted pursu
ant to paragraphs one and two of 
subsection .01 must have completed 
fingerprint cards attached for the ap
propriate individuals. 

.03 Applicants must file a new 
Form 8633 with fingerprint cards for 
the appropriate individuals if: 

(1) the applicant has never partic
ipated in the electronic filing pro
gram; 

(2) the applicant has previously 
been denied participation in the Elec
tronic Filing Program; 

(3) the applicant has been sus
pended from the Electronic Filing 
Program; or 

(4) the applicant previously quali
fied as an electronic filing branch 
office (see section 3.04). 

.04 To be accepted into the 1995 
Electronic Filing Program, an appli
cant or a 1994 Electronic Filing Pro
gram participant who meets one of 
the categories described in subsection 
.01: 

(1) must file a properly complet
ed Form 8633 with the service center 
that accepts electronically filed re
turns from the applicant's state; and 

(2) must successfully complete 
the necessary testing at the appropri
ate service center(s) if the applicant 
intends to function as a Transmitter 
or Software Developer. 

. 05 Each individual listed as a prin
cipal or a responsible official: 

(1) must be a United States citi
zen or an alien admitted for lawful 
permanent residence as described in 8 
U.S.C. § 1101(a)(20) (1988); 

(2) must have attained the age of 
21 as of the date of application; 

(3) must submit with Form 8633 
one standard fingerprint card with a 
full set of fingerprints taken by a law 
enforcement agency, except as provid
ed in subsection .06; 

(4) must pass a suitability check 
that includes a credit check and a 
fingerprint check; and 

(5) must, if applying to be an 
ERO, meet state and local licensing 
and/or bonding requirements in con
nection with the preparation of tax 
returns and any of the functions de
scribed in section 3.02(1). However, if 
the state and local licensing and/or 
bonding requirements apply to a busi
ness entity, the individual(s) must 
demonstrate that the business entity 
meets the requirements. 

.06 An individual who is: (1) an 
attorney in good standing of the bar 
of the highest court of any State, 
possession, territory, Commonwealth, 
or the District of Columbia, and is 
not currently under suspension or dis
barment from practice before the Ser
vice; (2) a certified public accountant 
who is duly qualified to practice as a 
certified public accountant in any 
State, possession, territory, Common
wealth, or the District of Columbia 
and is not currently under suspension 
or disbarment from practice before 
the Service; or (3) an enrolled agent 
pursuant to part 10 of 31 CFR Subti
tle A; may choose to submit evidence 

of his or her status as an attorney, 
certified public accountant, or en
rolled agent in lieu of one standard 
fingerprint card. 

.07 The Service will issue to eligible 
applicants for the 1995 Electronic Fil
ing Program, as well as participants 
in the 1994 Electronic Filing Program 
who do not have to reapply pursuant 
to subsection .01: (1) a letter of 
acceptance into the Electronic Filing 
Program for the 1995 filing season; 
(2) an Electronic Filing Identification 
Numher (EFIN); and (3), if appropri
ate, an Electronic Transmitter Identi
fication Number (ETIN). No one 
without these credentials may partici
pate in the Electronic Filing Program 
for the 1995 filing season . 

.08 If an Electronic Filer is a Soft
ware Developer who performs no oth
er function in the Electronic Filing 
Program but software development, 
the principals or responsible official 
do not need to pass a suitability 
check. 

.09 For past filing seasons, the 
Service did not require a branch of
fice to submit a separate Form 8633. 
To participate in the 1995 Electronic 
Filing Program, an entity that quali
fies as a branch office, as defined in 
section 3.04, must file a properly 
completed Form 8633 and meet the 
requirements for acceptance described 
in this section. This requirement that 
a branch office must independently 
apply to participate in the 1995 filing 
season by submitting a Form 8633 is 
not negated by the fact that the 
branch office will be performing the 
same functions during the 1995 filing 
season that it performed during the 
1994 filing season. 

.10 For past filing seasons, the 
Service did not require a Service Bu
reau, as defined in section 3.02(2), to 
apply to participate in the Electronic 
Filing Program. However, to partici
pate in the 1995 Electronic Filing 
Program, a Service Bureau must file 
a properly completed Form 8633 and 
meet the requirements described in 
subsections .04 and .05 of this sec
tion. This requirement that a Service 
Bureau must independently apply to 
participate in the 1995 Electronic Fil
ing Program by submitting a Form 
8633 is not negated by the fact that 
the Service Bureau will be performing 
the same functions during the 1995 
filing season that it performed during 
the 1994 filing season. 
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.11 If an Electronic Filer will have 
a drop-off collection point(s), as de
fined in section 3.05, for the 1995 
filing season, an Electronic Filer must 
submit a Form 8633 that lists each 
drop-off collection point(s). By listing 
a drop-off collection site on Form 
8633, an Electronic Filer becomes a 
"parent" in relation to a listed drop
off collection point. 

.12 The following reasons may re
sult in the rejection of an application 
to participate in the 1995 Electronic 
Filing Program (this list is not all
inclusive): 

(1) conviction of any criminal 
offense under the revenue laws of the 
United States, or of any offense in
volving dishonesty or breach of trust; 

(2) failure to file timely and ac
curate business or personal tax re
turns; 

(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 ap
plication; 

(8) suspension or rejection from 
the program in a prior year; 

(9) unethical practices in return 
preparation; 

(10) stockpiling returns prior to 
official acceptance into the Electronic 
Filing Program (see section 5.06); 

(11) knowingly and directly or 
indirectly employing or accepting as
sistance from any person who has 
been denied acceptance into the Elec
tronic Filing Program or is suspended 
from the Electronic Filing Program. 
(This includes any individual whose 
actions resulted in the rejection or 
suspension of a corporation or a 
partnership from the Electronic Filing 
Program); or 

(12) knowingly and directly or 
indirectly accepting employment as an 
associate, correspondent, or as a sub
agent from, or sharing fees with, any 
person who has been denied accep
tance into the Electronic Filing Pro
gram or is suspended from the Elec
tronic Filing Program. (This includes 
any individual whose actions resulted 
in the rejection or suspension of acor-
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poration or a partnership from the 
Electronic Filing Program.) 

SEC. 5. RESPONSIBILITIES OF AN 
ELECTRONIC FILER 

.01 To ensure that complete returns 
are accurately and efficiently filed, an 
Electronic Filer must comply with all 
the publications and notices of the 
Service. Currently, these publications 
and notices include: 

(1) Handbook for Electronic Fil
ers of Individual Income Tax Re
turns, Publication 1345; 

(2) Electronic Return File Specifi
cations and Record Layouts for Indi
vidual Income Tax Returns, Publica
tion 1346; and 

(3) Electronic Filing System Bul
letin Board (EFS Bulletin Board). 

.02 An Electronic Filer must main
tain a high degree of integrity, com
pliance, and accuracy. 

.03 An Electronic Filer may only 
accept returns for electronic filing 
directly from taxpayers, from drop
off collection sites accurately identi
fied on Form 8633, or from another 
Electronic Filer. 

.04 An ERO must not electronically 
file or otherwise transfer to a Service 
Bureau or a Transmitter, a return 
before February 15, 1995, without a 
Form W-2, Wage and Tax Statement. 
A paycheck stub, a substitute Form 
W-2, or any other form of substitute 
wage and tax documentation is unac
ceptable before February 15. 

.05 If an Electronic Filer charges a 
fee for the electronic transmission of 
a tax return, the fee may not be 
based on a percentage of the refund 
amount or on the amount of taxes 
saved. An Electronic Filer may not 
charge a separate fee for Direct De
posit. See section 9. 

.06 An ERO is responsible for 
ensuring that stockpiling does not 
occur at its drop-off collection 
point(s). Stockpiling means collecting 
returns from taxpayers or from an
other Electronic Filer prior to official 
acceptance into the Electronic Filing 
Program, or, after official acceptance 
into the Electronic Filing Program, 
waiting more than three calendar days 
to transmit a return to the Service 
after receiving the information neces
sary for an electronic transmission of 
a tax return. 

.07 An Electronic Filer who has 
been accepted into the 1995 Electron-

ic Filing Program must submit a re
vised Form 8633 to the appropriate 
service center when any of the condi
tions or changes described in section 
4.01 occur. 

.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 re
turn has been acknowledged as ac
cepted for processing and a complet
ed 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 Electron
ic Filer complies with section 7.01, 
the return will be deemed timely filed. 
If the electronic portion of a return is 
initially transmitted on or shortly be
fore the due date and is ultimately 
rejected, but the Electronic Filer com
plies with subsection .11 of this sec
tion, the return will be deemed timely 
filed. In the case of a balance due 
return, see section 11 for instructions 
on how to make a timely payment of 
tax. 

.09 An Electronic Filer who func
tions as an ERO must: 

(1) comply with the procedures 
for completing and 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 
described in section 11 for handling a 
balance due return; 

(4) while returns are being filed, 
retain and, if requested, make avail
able to the Service the following ma
terial at the business address from 
which a return was accepted for elec
tronic filing: 

(a) a copy of the signed Form 
8453 and Forms W-2, W-2G, Certain 
Gambling Winnings, and 1099-R, 
Distributions From Pensions, Annu
ities, Retirement or Profit-Sharing 
Plans, IRAs, Insurance Contracts, 
etc.; 

(b) a complete copy of the 
electronic portion of the return (may 
be retained on magnetic media) that 
can be readily and accurately convert
ed into an electronic transmission that 
the Service can process; and 



(c) the acknowledgement file 
received from the Service or from a 
third party Transmitter; 

(5) retain until the end of the 
calendar year in which a return was 
filed, and, if requested, make avail
able to the Service the materials de
scribed in subsection .09(4) at either 
the business address from which a 
return was electronically filed or from 
the contact person named on Form 
8633; 

(6) identify the paid preparer (if 
any) in the appropriate field of the 
electronic return, in addition to en
suring that the paid preparer signed 
Form 8453; and 

(7) ensure that no other entity 
uses its EFIN and, if applicable, the 
EFIN(s) of its drop-off collection 
point(s). An ERO must not transfer 
its EFIN or the EFIN(s) of its drop
off collection point(s) by sale, loan, 
gift, or otherwise to another entity. 

.10 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 
§ 1.6107-1(b) that are required to be 
kept by an income tax return pre
parer. 

.11 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 tax
payer must file a paper return by the 
later of: (1) the due date of the 
return; or (2) within five calendar 
days of the rejection or the notice 
that the return cannot be retransmit
ted with an explanation of why the 
return is being filed after the due 
date. 

.12 An Electronic Filer who func
tions as a Service Bureau must: 

(1) deliver all electronic returns 
to a Transmitter or to the ERO who 
gave the electronic returns to the 
Service Bureau within three calendar 
days of receipt; 

(2) retrieve the acknowledgement 
file from the Transmitter within one 
calendar day of receipt by the Trans
mitter; 

(3) initiate the communication of 
the acknowledgement file to the ERO 
(whether related or not) within one 

work day of retrieving the acknowl
edgement file; 

(4) if the Service Bureau process
es Forms 8453, send back to the ERO 
any return and Form 8453 that needs 
correction, unless the correction is 
described in section 6.02(3); 

(5) accept tax return information 
only from an ERO who is in good 
standing in the Electronic Filing Pro
gram; 

(6) include its EFIN and the 
ERO's EFIN in the transmission of 
all tax return information; 

(7) retain each acknowledgement 
file received from a Transmitter until 
the end of the calendar year in which 
the electronic return was filed; 

(8) if requested, serve as a con
tact point between its client EROs 
and the Service; 

(9) if requested, provide the Ser
vice with a list of each client ERO; 
and 

(10) ensure that no other entity 
uses its EFIN. A Service Bureau must 
not transfer its EFIN by sale, loan, 
gift, or otherwise to another entity. 

.13 An Electronic Filer who func
tions as a Transmitter must: 

(1) transmit all electronic returns 
within three calendar days of receipt, 
retrieve the acknowledgement file 
within two work days of transmis
sion, and initiate the communication 
of the acknowledgement file to the 
ERO or the Service Bureau (whether 
or not the ERO or the Service Bureau 
are related to the Transmitter) within 
two work days of retrieving the 
acknowledgement file; 

(2) match the acknowledgement 
file to the original transmission file 
and resubmit those returns that are 
not acknowledged as accepted for 
processing after corrections are made; 

(3) if an acknowledgement of 
acceptance for processing has not 
been received by the Transmitter 
within two work days of transmission 
or if a Transmitter receives an 
acknowledgement for a return that 
was not transmitted on the designated 
transmission, the Transmitter must 
immediately contact the Electronic 
Filing Unit at the appropriate service 
center for further instructions. 

(4) if a return has been rejected 
after three transmission attempts, the 
Transmitter must contact the appro
priate service center Electronic Filing 
Unit for assistance; 

(5) ensure the security of all 
transmitted data; 

(6) promptly correct any trans
mission error that causes an electronic 
return to be rejected; 

(7) retain an acknowledgement 
file received from the Service until the 
end of the calendar year in which the 
electronic return was filed; 

(8) ensure that no other entity 
uses the Transmitter's EFIN or 
ETIN. A Transmitter must not trans
fer its EFIN or ETIN by sale, loan, 
gift, or otherwise to another entity; 
and 

(9) not use software that has a 
Service assigned production password 
built into the software. 

.14 A Transmitter who provides 
transmission services to other unrelat
ed Electronic Filers must only accept 
electronic returns for transmission to 
the IRS Data Communications Sub
system from accepted Electronic Fil
ers. A Transmitter must include the 
ERO's EFIN on each return that the 
Transmitter accepts from an ERO. In 
addition, a Transmitter must also in
clude a Service Bureau's EFIN if a 
Service Bureau formats the return 
information. 

.15 An Electronic Filer who func
tions as a Software Developer must: 

(1) promptly correct any software 
error which causes an electronic re
turn to be rejected; 

(2) promptly distribute any soft
ware 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 tak
ing into account the sorting require
ments of the Declaration Control 
Number (DCN); 

(4) ensure that no other entity 
uses the Software Developer's EFIN 
or ETIN. A Software Developer must 
not transfer by sale, loan, gift, or 
otherwise its EFIN or ETIN to anoth
er entity; and 

(5) not incorporate into its soft
ware a Service assigned production 
password. 

.16 An Electronic Filer with a 
drop-off collection point is the ERO 
for that drop-off collection point. 
The ERO must clearly display its 
name at each drop-off collection 
point. The Service will hold the ERO 
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responsible for any violation of the 
advertising standards described in sec
tion 12 that occurs at a drop-off 
collection point listed on the ERO's 
Form 8633. The ERO must also serve 
as the contact point between the Ser
vice and the drop-off collection point 
for all correspondence including 
problem resolution and report evalua
tion . 

. 17 In addition to the specific re
sponsibilities described in this section, 
an Electronic Filer must meet all the 
requirements of this revenue proce
dure to keep the privilege of partici
pating in the Electronic Filing Pro
gram. 

SEC. 6. PENALTIES 

. 01 Penalties for Disclosure or Use 
of Information. 

(1) An Electronic Filer, except a 
Software Developer, is a tax return 
preparer (Preparer) under the defini
tion of § 301.7216-1(b) of the Regu
lations on Procedure and Administra
tion. A Preparer is subject to a 
criminal penalty for disclosure or use 
of tax return information, as de
scribed in § 301.7216-1(a). In gener
al, that regulation provides that any 
pre parer who discloses or uses any 
tax return information for a purpose 
other than preparing, assisting in pre
paring, or obtaining or providing ser
vices in connection with the prepara
tion of a tax return is guilty of a 
misdemeanor. In addition, § 6713 of 
the Internal Revenue Code provides 
for civil penalties that may be as
sessed against a preparer who makes 
an unauthorized disclosure or use of 
tax return information. 

(2) Under § 301.7216-2(h), dis
closure of tax return information 
among accepted Electronic Filers for 
the purpose of preparing a return is 
permissible. For example, it is permis
sible for an ERO to pass on tax 
return information to a Service Bu
reau and/or a Transmitter for the 
purpose of having an electronic re
turn formatted and transmitted to the 
Service. However, if the tax return 
information is disclosed or used in 
any other way, a Service Bureau and/ 
or a Transmitter may be guilty of a 
misdemeanor as described in subsec
tion .01(1). 

.02 Other Preparer Penalties. 
(l) Preparer penalties may be 

asserted against an individual or firm 
who meets the definition of an in-
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come tax return preparer under 
§ 7701(a)(36) and § 301.7701-15. Ex
amples of preparer penalties that may 
be asserted under appropriate circum
stances include, but are not limited 
to, those set forth in §§ 6694, 6695, 
and 6713. 

(2) Under § 301.7701-15(d), 
Electronic Return Collectors, Service 
Bureaus, Transmitters, and Software 
Developers are not income tax return 
preparers for the purpose of assessing 
most preparer penalties as long as 
their services are limited to "typing, 
reproduction, or other mechanical as
sistance in the preparation of a return 
or claim for refund." 

(3) If an Electronic Return Col
lector, Service Bureau, Transmitter, 
or Software Developer alters the re
turn 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 nonsubstan
tive change is a correction or change 
limited to a transposition error, mis
placed entry, spelling error, or arith
metic correction that falls within the 
following tolerances: 

(a) the Total Tax amount, 
Withholding amount, Refund 
amount, or Amount Owed shown on 
Form 8453 differs from the corre
sponding amount on the electronic 
tax return by no more than $7; 

(b) the Total Income amount 
shown on Form 8453 differs from the 
corresponding amount on the elec
tronic tax return by no more than 
$25; or 

(c) dropping cents and round
ing to whole dollars. 

(4) If an Electronic Return Col
lector, Service Bureau, or Transmitter 
alters the return information in a 
substantive way, rather than having 
the taxpayer alter the return, the 
Electronic Return Collector, Service 
Bureau, or Transmitter will be con
sidered to be an income tax return 
preparer for purposes of § 7701(a)(36) 
of the Code. 

(5) If an Electronic Return Col
lector, Service Bureau, or Transmit
ter, or the product of a Software 
Developer, goes beyond mechanical 
assistance, any of these parties may 
be held liable for income tax return 
preparer penalties. Rev. Rul. 85-189, 
1985-2 C.B. 341, describes a situation 
where a Software Developer was de-

termined to be an income tax return 
preparer and subject to certain pre
parer penalties. 

.03 In addition to the above speci
fied provisions, the Service reserves 
the right to assert all appropriate 
preparer, nonpreparer, and disclosure 
penalties agaiilst an Electronic Filer 
as warranted under the circumstances. 

SEC. 7. FORM 8453, U.S. 
INDIVIDUAL INCOME TAX 
DECLARATION FOR ELECTRONIC 
FILING 

.01 Procedures for Completing 
Form 8453. 

(1) Form 8453 must be completed 
in accordance with the instructions 
for Form 8453 . 

(2) The taxpayer(s)'s name, ad
dress, social security number(s), tax 
return information, and direct deposit 
of refund information in the electron
ic transmission must be identical to 
the information on the Form 8453 
that the taxpayer(s) signed and pro
vided for submission to the Service. 
In addition, an ERO must not put its 
address on Form 8453 or in the 
electronic portion of a return. 

(3) After the return has been 
prepared and before the return is 
electronically transmitted, the taxpay
er must verify the information on the 
electronic return and on Form 8453 
and sign Form 8453. Both spouses' 
signatures are required on a joint 
return prior to the electronic trans
mission of the tax return. An easily 
readable paper copy of the prepared 
return must be provided to the tax
payer at the time of signature. 

(4) An Electronic Filer must sub
mit the taxpayer's Form 8453 to the 
appropriate service center within one 
work day after the Electronic Filer 
receives acknowledgment that the 
electronic portion of the taxpayer's 
return has been accepted for process
ing. Failure to timely submit a tax
payer's Form 8453 may result in the 
delay of the taxpayer's refund. 

(5) If an Electronic Filer func
tions 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 Oil 
Form 8453. 



.02 Corrections to Form 8453. 
(I) A new Form 8453 is not 

required for a nonsubstantive change. 
A nonsubstantive change is limited to 
a correction that does not exceed the 
tolerances, described in paragraph 
(2), for arithmetic errors, a transposi
tion error, a misplaced entry, or a 
spelling error. The incorrect nonsub
stantive information must be neatly 
lined through on the Form 8453 and 
the correct data entered next to the 
lined-through entry. Also, the person 
making the correction must initial the 
correction. 

(2) The tolerances for paragraph 
(I) are: 

(a) the "Total Income" does 
not differ from the amount on the 
electronic tax return by more than 
$25; or 

(b) the "Total Tax", the 
"Federal income tax withheld", the 
"Refund", or the "Amount you 
owe" does not differ from the 
amount on the electronic tax return 
by more than $7. 

(3) If the ERO makes a substan
tive change to an electronic return 
after Form 8453 has been signed by 
the taxpayer, but before it is transmit
ted, the ERO must have all the neces
sary parties described above sign a new 
Form 8453 that reflects the corrections 
before the return is transmitted. 

(4) Dropping cents or 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 1040 tax package. 

.03 If the Service determines that a 
Form 8453 is missing, the ERO must 
provide the Service with a replace
ment. Whether the replacement Form 
8453 is a copy of the original Form 
8453 or a recently completed Form 
8453, the signatures on the replace
ment Form 8453 must be original 
signatures. An ERO must also pro
vide a copy of the Form(s) W-2, 
W-2G, and 1099R that was attached 
to the Form 8453. 

.04 If a substitute Form 8453 is 
used, it must be approved by the 
Service prior to use. See Rev. Proc. 
94-35, 1994-1 C.B. 658, as amended 
by Rev. Proc. 94-51, page 407, this 
Bulletin. 

SEC. 8. INFORMATION AN 
ELECTRONIC FILER MUST 
PROVIDE TO THE TAXPAYER 

.01 The ERO must furnish the 
taxpayer with a paper copy of the 
electronic material that was transmit
ted 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 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 
portions of the taxpayer's return. 

.03 The ERO must advise the tax
payer to retain a complete copy of 
the return and any supporting materi
al. 

.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 cen
ter 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 acknowl
edged as accepted for processing by 
the Service. 

.06 If a taxpayer inquires about the 
status of a refund, the ERO must 
advise the taxpayer to use the IRS 
Tele-Tax system. The ERO should 
also advise the taxpayer to wait at 
least three weeks from the acceptance 
date of the electronic return before 
contacting the local IRS district office 
for the status of a refund. 

.07 If a taxpayer chooses to use an 
address other than his or her home 
address on the return, the Electronic 
Filer must inform the taxpayer that 
the address on the return will become 
the taxpayer's "last known address" 
for all purposes of the Internal Reve
nue Code. This means that all future 
written communications from the Ser
vice to the taxpayer will be sent to the 
address on the return rather than the 
taxpayer's home address. In particu
lar, the Service is required to send the 
following notices to a taxpayer's "last 
known address": 

(1) formal document request for 
the production of foreign-based docu
mentation (§ 982(c)(1»; 

(2) notification of disclosure pro
ceedings (§ 6110(0(3)(B»; 

(3) notice of deficiency 
(§ 6212(b»; 

(4) notice and demand for tax 
(§ 6303(a»; 

(5) notice of revocation of certifi
cation of release or nonattachment of 
a lien (§ 6325(0(2)(A»; 

(6) notice of intention to levy 
(§ 633 1 (d)(2)(C»; 

(7) copy of notice of levy with 
respect to a life insurance or endow
ment contract (§ 6332(b)(1»; 

(8) notice of seizure and sale 
(§ 6335(a) and (b»; 

(9) notice of liability in transferee 
cases (§ 6901 (g»; and 

(10) notice of third-party sum
mons (§ 7609(a)(2». See Rev. Proc. 
90-18, 1990-1 C.B. 491, for addition
al 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 taxpay
er's financial institution account. Be
cause 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 Finan
cial Management Service (FMS) is 
responsible for the misapplication of 
a Direct Deposit that is caused by 
error, negligence, 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 
election to any eligible financial insti
tution 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 informa
tion requested on Part II of Form 
8453 correctly and that the informa
tion entered is the information trans
mitted with the electronic portion of 
the return; 

(6) caution the taxpayer that 
once an electronic return has been 
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accepted for processing by the Ser
vice: 

(a) the Direct Deposit election 
cannot be rescinded; 

(b) the Routing Transit Num
ber (RTN) of the financial institution 
cannot be changed; and 

(c) the taxpayer's account 
number cannot be changed; and 

(7) advise the taxpayer of the 
procedures to be followed if there is a 
need to contact the Service about a 
Direct Deposit request. 

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. 
A RAL is a contract between the 
taxpayer and the lender. 

.02 Any entity that is involved in 
the Electronic Filing Program, includ
ing a financial institution that accepts 
direct deposits of income tax refunds, 
has an obligation to every taxpayer 
who applies 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. An 
Electronic Filer must advise the tax
payer that if a Direct Deposit is not 
timely, the taxpayer may be liable to 
the lender for additional interest on 
the RAL. 

.03 An Electronic Filer may assist a 
taxpayer in applying for 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 of the Electronic 
Filer's customers 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 responsibili
ty for the payment of any fees associ
ated with the preparation of a return, 
the electronic transmission of a re
turn, or an RAL. 

.06 An Electronic Filer may dis
close tax information to the lending 
financial institution in connection 
with an application for an RAL only 
with the taxpayer's written consent as 
specified in § 301.7216-3(b). 
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.07 An Electronic Filer that is also 
the return preparer, and the financial 
institution or other lender that makes 
an RAL, may not be related taxpay
ers within the meaning of § 267 or 
§ 707. 

.08 Section 6695(0 imposes a $500 
penalty on a return preparer who 
endorses or negotiates a refund check 
issued to any taxpayer other than the 
return preparer. However, a bank, as 
defined in § 581, may accept the full 
amount of a refund check as a depos
it in the taxpayer's account for the 
benefit of the taxpayer. Section 
1.6695-1 (0 clarifies § 6695 of the 
Code by explaining that the prohibi
tion 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 ac
count, 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 autho
rization 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 endorse
ment. 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 re
turns. 

.02 An electronically filed balance 
due return is transmitted to the Ser
vice 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 fur
nish Form 1040-V, Electronic Pay
ment Voucher, to a taxpayer who 
electronically files a balance due re
turn. 

.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 1040-V, (2) the 
tear-off stub from the payment re
minder notice, CP-14E, or (3) the 
scannable payment voucher that is 
included in some tax packages. Each 
of these options has specific mailing 
instructions. 

.05 A taxpayer who electronically 
files a balance due return must make 
a full and timely payment of any tax 
that is due. Failure to make full 
payment of any tax that is due on or 
before April 17, 1995, will result in 
the imposition of interest and may 
result in the imposition of penalties. 

SEC. 12. ADVERTISING 
STANDARDS FOR ELECTRONIC 
FILERS AND FINANCIAL 
INSTITUTIONS 

.01 An Electronic Filer shall com
ply with the advertising and solicita
tion provisions of 31 C.F.R. Part 10 
(Treasury Department Circular No. 
230). This circular prohibits the use 
or participation in the use of any 
form of public communication con
taining a false, fraudulent, mislead
ing, deceptive, unduly influencing, 
coercive, or unfair statement or 
claim. In addition, advertising must 
not imply a special relationship with 
the Service, FMS, or the Treasury 
Department. Any claims concerning 
faster refunds by virtue of electronic 
filing must be consistent with the 
language in official Service publica
tions. 

.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 mis
leading advertising in relation to the 
Electronic Filing Program (including 
the time frames for refunds and 
RALs) may result in immediate sus
pension 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 
Deposit will be used whenever feasi
ble 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, IRS, or other Trea
sury 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 clearly (and, 
if applicable, in easily readable print) 
refer to or describe the funds being 
advanced as a loan, not a refund; 
that is, it must be made clear in the 
advertising that the taxpayer is bor
rowing against the anticipated refund 
and not obtaining the refund itself 
from the financial institution. 

.08 If an Electronic Filer uses radio 
or television broadcasting to adver
tise, the broadcast must be pre
recorded. The Electronic Filer must 
keep a copy of the pre-recorded ad
vertisement 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 or fax communications to adver
tise, the Electronic Filer must retain a 
copy of the actual mailing or fax, 
along with a list or other description 
of persons to whom the communica
tion was mailed, faxed, or otherwise 
distributed for a period of at least 36 
months from the date of the last 
mailing, fax, or distribution. 

.10 Acceptance to participate in the 
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. The Service 
can immediately suspend, without no
tice, an Electronic Filer from the 
Electronic Filing Program. However, 
in most circumstances, a suspension 
from participation in the Electronic 
Filing Program is effective as of the 
date of the letter informing the Elec
tronic Filer of the suspension. Before 
suspending an Electronic Filer, the 
Service may issue a warning letter 
that describes specific corrective ac
tion for deviations from this revenue 
procedure. 

.02 The Service will monitor the 
timely receipt of Forms 8453, as well 
as their overall legibility (especially 
the recording of the DeN). 

.03 The Service will monitor the 
quality of an Electronic Filer's trans
missions throughout the filing season. 
The Service will also monitor elec
tronic returns and tabulate rejections, 
errors, and other defects. If quality 
deteriorates, the Electronic Filer will 
receive a warning from the Service. 

.04 The Service will monitor drop
off collection points and advise a 
parent of any Electronic Filing Pro
gram violations the Service has en
countered with a parent's drop-off 
collection point. If a parent fails to 
correct a drop-off collection point 
problem, the parent will be required 
to eliminate that drop-off collection 
point. Failure to take corrective ac
tion or eliminate a drop-off collection 
point will cause the Service to sus
pend the parent. If the Service ini
tiates suspension action, it will apply 
to all returns filed by the parent. 

.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 
suspend the electronic filing privilege 
of any Electronic Filer who violates 
any provision of this revenue proce
dure. Generally, the Service will ad
vise a suspended Electronic Filer con
cerning the requirements for 
reacceptance into the Electronic Filing 
Program. The following reasons may 
lead to a warning letter and/or sus
pension of an Electronic Filer from 
the Electronic Filing Program (this 
list is not all-inclusive): 

(1) the reasons listed in section 
4.12; 

(2) deterioration in the format of 
individual transmissions; 

(3) unacceptable cumulative error 
or rejection rate; 

(4) untimely received, illegible, 
incomplete, missing, or unapproved 
substitute Forms 8453; 

(5) stockpiling returns at any 
time while participating in the Elec
tronic Filing Program; 

(6) failure on the part of a 
Transmitter to retrieve acknowledge
ment files within two work days of 
transmission by the Service; 

(7) failure on the part of a 
Transmitter to initiate the communi
cation of acknowledgement files to 

clients within two work days of re
ceipt 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 the Electronic Filer's 
EFIN and/or ETIN; 

(10) unless the Service has issued 
to a business entity more than one 
EFIN to accommodate high volumes 
of returns or the filing of a Federal! 
State return, having more than one 
EFIN for the same business entity at 
the same location (the business entity 
is generally the entity that reports on 
its return the income derived from 
electronic filing); 

(11) failure on the part of a 
Transmitter to include a Service Bu
reau's EFIN in the transmission of 
a return submitted by a Service Bu
reau; 

(12) failure on the part of an 
ERO to include a drop-off collection 
point's EFIN as part of a return 
collected from a drop-off collection 
point; 

(13) failure on the part of an 
Electronic Filer to cooperate with the 
Service's efforts to monitor Electronic 
Filers and investigate electronic filing 
abuse; 

(14) failure on the part of an 
Electronic Filer to properly use the 
standard/non-standard W-2 indica
tor; 

(15) failure on the part of an 
Electronic Filer to properly use the 
refund anticipation loan (RAL) indi
cator; 

(16) failure on the part of a 
Service Bureau or a Transmitter to 
include the ERO's EFIN as part of a 
return that the ERO submits to the 
Service Bureau or the Transmitter; 

(17) violation of the advertising 
standards described in section 12; 

(18) failure to maintain and 
make available records as described in 
section 5.09(4) and (5); 

(19) accepting a tax return for 
electronic filing either directly or indi
rectly from a person (other than the 
taxpayer who is submitting his or her 
return) who is not in the Electronic 
Filing Program; 

(20) submitting the electronic 
portion of a return with information 
that is not identical to the informa
tion on Form 8453; 
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(21) failure to timely pay any 
applicable fees, as implemented by 
subsequent guidance; and 

(22) filing returns before Febru
ary 15, 1995, with any form of substi
tute W-2. 

.07 The Service will list in the 
Internal Revenue Bulletin, district of
fice listings, district office newsletters, 
and on the EFS Bulletin Board the 
name and owner(s) of any entity sus
pended from the Electronic Filing 
Program and the effective date of the 
suspension. 

.08 A district director may warn 
Electronic Filers who are using the 
services of a rejected or a suspended 
Electronic Filer that section 4.12(11) 
and (12) of this revenue procedure 
prohibits a business relationship with 
a rejected or a suspended Electronic 
Filer. However, in appropriate cir
cumstances, the Service may immedi
ately suspend the Electronic Filer. 

.09 Most denials and suspensions 
of participation in the Electronic Fil
ing Program will result in: 

(1) a rejected applicant not being 
reconsidered for participation in the 
Electronic Filing Program for at least 
two filing seasons; and 

(2) a suspended Electronic Filer 
not being reconsidered for participa
tion in the Electronic Filing Program 
for at least two years. 

SEC. 14. ADMINISTRATIVE 
REVIEW PROCESS FOR DENIAL 
OF PARTICIPATION 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. During the ad
ministrative review process, the denial 
of participation remains in effect. 

.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 Pro
gram, or (2) issue a proposed letter of 
denial that explains to the applicant 
why the district office proposes to 
reject the application to participate in 
the Electronic Filing Program. 

.03 An applicant who receives a 
proposed letter of denial may re
spond, in writing, to the district of
fice that issued the proposed letter of 
denial. The applicant's response must 
address the district office's explana
tion for proposing the denial to par
ticipate. The district office must re-
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ceive the applicant's response within 
30 calendar 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 Elec
tronic Filing Program, or (2) finalize 
its proposed letter of denial and issue 
it to the applicant. 

.05 If an applicant receives a final 
letter from the district office that 
denies the applicant participation in 
the 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 deni
al letter within 30 calendar days of 
the date of the denial letter. An 
applicant's written appeal must con
tain a detailed explanation, with sup
porting documentation, of why the 
denial should be reversed. In addi
tion, the applicant must include a 
copy of the applicant's Form 8633 
and a copy of the denial letter. 

.07 The district office whose denial 
is being appealed will, upon receipt of 
a written appeal to the Director of 
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 Prac
tice these materials within 15 calendar 
days of receipt of the applicant's 
appeal to the Director of Practice. 

.08 Failure to respond within the 
30-day periods described in subsec
tions .03 and .06 irrevocably termi
nates an applicant's right to an ad
ministrative 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. 
During the administrative review pro
cess, the suspension remains in effect. 

.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 en
sure that the district office or service 
center that issued the suspension let
ter receives the Electronic Filers's 
written appeal for review by the Di
rector of Practice within 30 calendar 
days of the date of the suspension 
letter. The Electronic Filer's written 
appeal for review must contain de
tailed reasons, with supporting docu
mentation, for reversal of the suspen
sion. In addition, 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 decision to suspend 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 subsec
tion .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 re
quest for appeal. 

.05 Failure to appeal within the 
30-day period described in subsection 
.03 irrevocably terminates an Elec
tronic Filer's right to an appeal. 

SEC. 16. VITA AND TCE 
SPONSORED ELECTRONIC FILING 

.01 This revenue procedure applies 
to VITA (Volunteer Income Tax As
sistance) and TCE (Tax Counselling 
for the Elderly) sponsors subject to 
the exceptions and restrictions de
scribed in this section. 

.02 For purposes of this section, 
the District Director may be repre
sented by a person designated by the 
District Director such as a District 
Office Electronic Filing Coordinator 
(DOEFC) or a Taxpayer Education 
Coordinator. 

.03 To be accepted in, or to contin
ue participation in, the Electronic Fil
ing Program, a VITA or TCE spon
sor must: 

(1) unless waived by the District 
Director, have successfully provided, 
in the opinion of the District Direc
tor , VITA or TCE services for at 
least two years prior to applying to 
participate in the Electronic Filing 
Program; 

(2) have obtained the District 
Director's permission (and, in the 
case of a TCE sponsor, the permis-



sion of the Service office that is 
funding the TCE program) to provide 
electronic filing; and 

(3) have a manual or electronic 
quality review system for each return 
to be electronically filed. 

. 04 The District Director will advise 
the VITA and TCE sponsor how to 
submit or transmit returns. Some of 
the options available to the District 
Director are: 

(1) having the VITA or TCE 
sponsor submit returns on paper, 
magnetic disk, or in an electronic 
transmission to the DOEFC or other 
locally designated office; 

(2) having the VITA or TCE 
sponsor directly transmit returns to 
the appropriate service center; or 

(3) granting the VITA or TCE 
sponsor a waiver to use a third party 
Transmitter. 

.05 A VITA or TCE sponsor is not 
required to manually sign Form 8453 
as ERO. However, if the VITA or 
TCE sponsor chooses not to manually 
sign Form 8453, the VITA or TCE 
sponsor must otherwise furnish on 
Form 8453 its name, address, VITA 
or TCE acronym and, if operating 
from multiple sites, a site designation 
number. 

.06 A VITA or TCE sponsor can 
only accept a return for electronic 
filing that is (1) prepared at the VITA 
or TCE site by a VITA or TCE 
volunteer, or (2) a return prepared by 
a taxpayer that meets the criteria for 
VITA or TCE assistance. 

.07 Only returns and accompanying 
forms and schedules included in a 
district, VITA, or TCE training 
course may be accepted for electronic 
filing by a VITA or TCE sponsor. 

.08 A VITA or TCE sponsor and a 
District Director may enter into an 
agreement that provides for the reten
tion of copies of tax returns and 
Forms 8453 by a District Director. 
This information must be retained by 
either the VITA or TCE sponsor or a 
District Director. This information 
must not be given to a third party, 
including a third party Transmitter. 

.09 A VITA or TCE sponsor and a 
District Director may enter into an 
agreement that would shift the re
sponsibility for sending Form 8453 to 
the appropriate service center from 
the VITA or TCE sponsor to the 
taxpayer. This exception does not ap
ply to an electronic return filed at a 
district office walk-in site or any 

other district office electronic filing 
site. If such an agreement is entered 
into, the VITA or TCE sponsor will 
remain responsible for furnishing the 
DCN to the taxpayer with instruc
tions for including the DCN on Form 
8453 . 

.10 A VITA or TCE sponsor may 
collect a fee only if it is directly 
related to defraying the actual cost of 
electronically transmitting a tax re
turn. A VITA or TCE sponsor may 
also collect this fee on behalf of a 
third party Transmitter who electroni
cally transmitted a VITA or TCE 
return. 

.11 Before a VITA or TCE sponsor 
may collect a fee for electronically 
filing a tax return, the VITA or TCE 
sponsor must ensure that the taxpayer 
understands that: 

(1) the fee is not for the prepara
tion of the return; and 

(2) the VITA or TCE service is 
offered without regard to either the 
electronic filing of a return or the 
collection of a fee. 

SEC. 17. EMPLOYER SPONSORED 
ELECTRONIC FILING 

.01 This revenue procedure applies 
to an employer who chooses to offer 
electronic filing as an employee bene
fit to (1) business owners and spous
es, (2) employees and spouses, and/or 
(3) dependents of business owners 
and employees, subject to the excep
tions and restrictions described in this 
section. 

.02 For purposes of this section, 
the District Director may be repre
sented by a person designated by the 
District Director such as a DOEFC or 
a Taxpayer Education Coordinator. 

.03 An employer may choose to 
electronically transmit returns or may 
arrange to have tax returns electroni
cally transmitted through a third par
ty. If an employer chooses to trans
mit returns from more than one 
location, the employer must submit a 
properly completed Form 8633 for 
each location. 

.04 An employer may offer elec
tronic filing as an employee benefit 
whether the employer chooses to 
transmit tax returns or contracts with 
a third party to transmit the tax 
returns . 

. 05 If an employer contracts with a 
third party to transmit tax returns, 
the employer may collect from partic
ipating employees a fee that is direct-

ly related to defraying the actual cost 
of electronically transmitting a tax 
return. 

.06 An employer is not required to 
manually sign Form 8453 as ERO. 
However, if the employer chooses not 
to manually sign Form 8453, the 
employer must otherwise furnish on 
Form 8453 its name, address, and the 
designation "Employee Benefit," and 
if operating from multiple sites, a site 
designation number. 

.07 An employer and a District 
Director may enter into an agreement 
that provides for the retention of 
copies of tax returns including Forms 
8453. In the absence of such an 
agreement, this information must be 
retained by the employer. This infor
mation is not to be given to a third 
party, including a third party Trans
mitter. 

.08 An employer and a District 
Director may enter into an agreement 
that would shift the responsibility for 
collecting and sending Forms 8453 to 
the appropriate service center from 
the employer to the taxpayer. Howev
er, the employer will have to furnish 
the DCN to the taxpayer with instruc
tions for including the DCN on Form 
8453. 

SEC. 18. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 94-11,1994-1 C.B. 557, 
is superseded. 

SEC. 19. EFFECTIVE DATE 

This revenue procedure is effective 
September 20, 1994. 

SEC. 20. 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) 283-1010 (not a toll-free num
ber). Questions regarding acquiring 
an additional EFIN in order to file a 
Federal/State return should be ad
dressed to the service center where the 
entity filed its Form 8633. 

26 CFR 601.602: Tax forms and instructions. 
(Also Part 1, Sections 6012, 6061; 1.6012-5, 
1.6061-1.) 

Rev. Proc. 94-63A 

SECTION 1. .pURPOSE 

This revenue procedure modifies 
and amplifies Rev. Proc. 94-63, 
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page 785, this Bulletin. Rev. Proc. 
94-63 informs those who participate 
in the 1995 Electronic Filing Program 
for Form 1040 and Form 1040A, 
U.S. Individual Income Tax Return, 
and Form 1040EZ, Income Tax Re
turn for Single and Joint Filers With 
No Dependents, of their obligations 
to the Internal Revenue Service, tax
payers, and other participants. 

SEC. 2. SUMMARY OF CHANGES 

. 01 Section 2 is amplified to indi
cate the changes made to the other 
sections. 

.02 Sections 5 and 7 are amplified 
to add Forms W-2, W-2 G, and 
1099-R to the list of materials an 
Electronic Return Originator (ERO) 
must retain, and if requested, make 
available to the Service. 

.03 Sections 9 and 10 are modified 
to delete references to a direct deposit 
indicator. 

.04 Section 13 is amplified to in
clude a second reason for an Elec
tronic Filer having more than one 
Electronic Filing Identification Num
ber (EFIN). 

.05 Section 20 is modified to up
date the contact information. 

SEC. 3. CHANGES TO REV. PROC. 
94-63 

.01 Changes to Section 2. 
(1) Section 2 is amplified as fol

lows: 

.07 This revenue procedure re
flects changes in the Electronic Filing 
Program for the 1995 filing season. 
Some of the changes to Rev. Proc. 
94-11, which applied to the Electron
ic Filing Program for the 1994 filing 
season, are: 

(13) in the event that Form 
8453 is missing, a requirement that an 
ERO must supply the Service with 
copies of Forms W-2, W-2G, and 
1099-R (section 7.03); 

(14) references to a Direct De
posit indicator are eliminated and the 
information contained therein is elim
inated (sections 9.03 and 10); 

(17) additional reasons for sus
pension are described (sections 13.04 
and 13.06(3), (10), (11), (12), (16), 
(17), (18), (19), (20), (21), and (22); 
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(18) the time period during 
which a rejected applicant cannot 
reapply has been changed (section 
13.09); 

.... ; and 
(21) the Service office contacts 

have changed (section 20). 
(2) Section 2, as amplified, is 

renumbered as follows: 
(a) old section 2.07(13) is re

numbered as new section 2.07(15); 
(b) old section 2.07(14) is de-

leted; 
(c) old section 2.07(15) is re

numbered as new section 2.07(16); 
and 

(d) old sections 2.07(16) and 
(17) are renumbered as new sections 
2.07(19) and (20). 

.02 Changes to Section 5. Section 
5, which describes the responsibilities 
of an Electronic Filer, is modified by 
deleting section 5.09(4)(a), and ampli
fied as follows: 

.09 An Electronic Filer who 
functions as an ERO must: 

(4) while returns are being 
filed, retain and, if requested, make 
available to the Service the following 
material at the business address from 
which a return was accepted for elec
tronic filing: 

(a) a copy of the signed 
Form 8453 and Forms W-2, W-2G, 
Certain Gambling Winnings, and 
1099-R, Distributions From Pensions, 
Annuities, Retirement or Profit
Sharing Plans, IRAs, Insurance Con
tracts, etc.; .... 

.03 Changes to Section 7. Section 
7, which provides instructions regard
ing Form 8453, is modified by delet
ing section 7.03, and amplified as 
follows: 

.03 If the Service determines that 
a Form 8453 is missing, the ERO 
must provide the Service with a re
placement. Whether the replacement 
Form 8453 is a copy of the original 
Form 8453 or a recently completed 
Form 8453, the signatures on the 
replacement Form 8453 must be origi
nal signatures. An ERO must also 
provide a copy of the Form(s) W-2, 
W-2G, and 1099R that may have 
been attached to the Form 8453. 

.04 Changes to Section 9. Section 
9, which provides for the direct de
posit of refunds, is modified by delet-

ing sections 9.03(8) and (9), and in
serting "and" after the semicolon in 
section 9.03(6)(c). 

.05 Changes to Section 10. 
(1) Section 10, which addresses 

Refund Anticipation Loans, is modi
fied as follows: 

.01 A Refund Anticipation 
Loan (RAL) is money borrowed by a 
taxpayer that is based on a taxpayer's 
anticipated income tax refund. The 
Service has no involvement in RALs. 
A RAL is a contract between the 
taxpayer and the lender . 

(2) Section 10.07 is deleted. 
(3) Old sections 10.08 and 10.09 

are renumbered as new sections 10.07 
and 10.08. 

.06 Changes to Section 13. Section 
13, which provides for the monitoring 
and suspension of an Electronic Filer, 
is modified by deleting section 
13.06(10) and 13.09, and amplified as 
follows: 

.06 The Service reserves the right 
to suspend the electronic filing privi
lege of any Electronic Filer who vio
lates any provision of this revenue 
procedure. Generally, the Service will 
advise a suspended Electronic Filer 
concerning the requirements for reac
ceptance into the Electronic Filing 
Program. The following reasons may 
lead to a warning letter and/or sus
pension of an Electronic Filer from 
the Electronic Filing Program (this 
list is not all-inclusive): 

(10) unless the Service has is
sued to a business entity more than 
one EFIN to accommodate high vol
umes of returns or the filing of a 
Federal/State return, having more 
than one EFIN for the same business 
entity at the same location (the busi
ness entity is generally the entity that 
reports on its return the income de
rived from electronic filing); 

(22) filing returns before Feb
ruary 15, 1995, with any form of 
substitute W-2. 

.09 Most denials and suspensions 
of participation in the Electronic Fil
ing Program will result in: 

(l) a rejected applicant not be
ing reconsidered for participation in 
the Electronic Filing Program for at 
least two filing seasons; and 



(2) a suspended Electronic Fil
er not being reconsidered for partici
pation in the Electronic Filing Pro
gram for at least two years. 

.07 Changes to Section 20. Section 
20, which provides Service contact 
information, is modified as follows: 

All questions regarding this revenue 
procedure should be directed to the 
Internal Revenue Service. The tele
phone number for this purpose is 
(202) 283-1010 (not a toll-free num
ber). Questions regarding acquiring 
an additional EFIN in order to file a 
Federal/State return should be ad
dressed to the service center where the 
entity filed its Form 8633. 

SEC. 4. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 94-63 is modified and 
amplified. The changes set forth in 
this revenue procedure are reflected in 
Rev. Proc. 94-63. 

SEC. 5. EFFECTIVE DATE 

This revenue procedure is effective 
December 15, 1994. 

26 CFR 601.105: Examination of returns and 
claims for refund, credit, or abatement; deter
mination of correct tax liability. 
(Also Part 1, Section 42.) 

Rev. Proc. 94-64 

SECTION I. PURPOSE 

This revenue procedure informs 
owners of qualified low-income hous
ing projects how to obtain th~ .wai~er 
of the annual income recertIfIcatIOn 
(the waiver) provided in § 42(g)(8)(B) 
of the Internal Revenue Code. 

SEC. 2. BACKGROUND 

Section 42(g)(8)(B), as added by 
§ 13142(b)(3) of the Revenue Recon
ciliation Act of 1993, Pub. L. No. 
103-66, 107 Stat. 416, 438, provides 
that, on application by the taxpayer, 
the Secretary may waive any annual 
recertification of tenant income for 
purposes of § 42(g), if the. entire 
building is occupied by lOW-Income 
tenants (a 100 percent low-income 
building). The term "low-income ten
ants" refers to the individuals occ~
pying a rent-restricted unit in a q~ah
fied low-income housing project 
whose combined income satisfies the 
§ 42(g)(l) income limitation elected 
by the owner of the project. 

Except as otherwise provided in 
this revenue procedure, an owner of a 
100 percent qualified low-income 
building (an owner) who satisfies the 
requirements in section 5 of this reve
nue procedure will be granted the 
waiver. 

Section 1.42-5 of the Income Tax 
Regulations (the compliance monitor
ing regulations) requires an annual 
income certification for each low
income tenant in a qualified low
income building, even for those low
income tenants in a 100 percent 
low-income building. Section 1.42-5 
provides the minimum requirements 
that a housing credit agency's 
(Agency) compliance monitoring pro
cedure must contain to satisfy its 
compliance monitoring duties under 
§ 42(m)(l)(B)(iii). Section 1.42-5(b) 
(l)(vi) provides that an Agency must 
require an owner to keep records for 
each qualified low-income building in 
the project that show for each year in 
the compliance period the annual in
come certifications of each low
income tenant per unit. Section 
1.42-5(b)(l)(vii) provides that an 
Agency must require an owner to 
keep documents for each qualified 
low-income building in its project for 
each year in the compliance period 
that support each low-income tenant's 
income certification. Section 
1.42-5(c)(l)(iii) provides that an 
Agency must require an owner to 
certify at least annually that, for the 
preceding 12-month period, the ow~~r 
has received an annual income certIfI
cation from each low-income tenant 
and documentation supporting that 
certification. 

Section 42(g)(8)(B) in effect allows 
an owner an exemption from the 
requirements in paragraphs (b)(l)(vi), 
(b)(l)(vii), and (c)(l)(iii) of § 1.42-5. 
Under this revenue procedure, an 
Agency may exempt from those re
quirements a building to which the 
waiver applies. Section 1.42-5 pre
scribes only the minimum require
ments an Agency's monitoring proce
dure must contain. Thus, an Agency 
may choose to require an owner. to 
continue to satisfy the recordkeepmg 
and certification requirements of 
§ 1.42-5 for the annual recertifica
tion of tenants' annual income. 

When applying for the waiver un
der § 42(g)(8)(B), an owner with 
more than one 100 percent low
income building in a project may 

submit a single application for all of 
the 100 percent low-income buildings 
in the project. 

SEC. 3. SCOPE 

This revenue procedure applies to 
Agencies and owners of qualified 
low-income housing projects. 

SEC. 4. EFFECT OF OBTAINING 
A WAIVER UNDER § 42(g)(8)(B) 

.01 An owner that obtains the 
waiver for its 100 percent low-income 
building by satisfying the require
ments of this revenue procedure is 
not required to (l) keep records that 
show an annual income recertification 
of all the low-income tenants in the 
building who have previously had 
their annual income verified, docu
mented, and certified; (2) maintain 
documentation to support that recer
tification; or (3) certify to its Ag~ncy 
that it has received this informatIOn. 

.02 The waiver takes effect begin
ning with the compliance monitoring 
cycle following the date on which an 
owner sends, under section 5.02 of 
this revenue procedure, the statement 
described in section 5.01 of this reve
nue procedure to the Agency respon
sible for monitoring the owner's 
building. Once the waiver takes ef
fect, it covers all subsequent compli
ance monitoring cycles during the 
building's compliance period. 

.03 Obtaining the waiver will not 
prevent an owner from having to 
produce documentation to verify the 
owner's compliance with the rules 
and regulations of § 42 upon an ex
amination of the owner's federal in
come tax return. In addition, except 
for the record keeping and certifica
tion requirement for the annual in
come recertification, obtaining the 
waiver will not prevent an owner 
from having to satisfy the require
ments of the monitoring procedure 
adopted by the Agency responsible 
for monitoring the owner's building 
for compliance with the rules and 
regulations of § 42. Further, the In
ternal Revenue Service may revoke 
the waiver if the building ceases to be 
a 100 percent low-income building or 
if the Internal Revenue Service deter
mines that an owner has violated 
§ 42 in a manner that is sufficiently 
serious to warrant revocation. 

.04 If an Agency exempts those 100 
percent low-income buildings to 
which the waiver applies from the 
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requirements of paragraphs (b)(1)(vi), 
(b)(1)(vii), and (c)(1)(iii) of § 1.42-5, 
the Agency's monitoring procedure 
will satisfy the requirements of 
§ 1.42-5. Nonetheless, an Agency's 
monitoring procedure must continue 
to require that an owner satisfy the 
requirements in paragraphs (b)(1)(vi), 
(b)(1)(vii), and (c)(1)(iii) of § 1.42-5 
upon a tenant's initial occupancy of 
any residential rental unit in the 
building. 

.05 A 100 percent low-income 
building to which the waiver applies 
is included in the review requirements 
of § 1.42-5(c)(2). 

SEC. 5. PROCEDURE FOR 
APPLYING FOR THE WAIVER 
UNDER § 42(g)(8)(B) 

An owner applying for the waiver 
for its 100 percent low-income build
ing must-

.01 Send a written statement signed 
under penalty of perjury to the Inter
nal Revenue Service Center, P.O. Box 
245, Philadelphia, PA 19255 that in
cludes the following: 

(1) That the owner is applying for 
the annual income recertification 
waiver provided in § 42(g)(8)(B); 

(2) That the owner has obtained a 
statement from the Agency responsi
ble for monitoring the building that 
each residential rental unit in the 
building was a low-income unit under 
§ 42 at the end of the most recent 
credit period for the building; 

(3) That the owner understands 
that the Agency responsible for moni
toring the building may continue to 
require an annual income recertifica
tion under the Agency's monitoring 
procedure and that the waiver does 
not exempt the owner from the re
cord keeping and certification require
ments of § 1.42-5 for the verification 
of the annual income of a tenant 
upon the tenant's initial occupancy of 
any unit in the building; and 

(4) The building identification 
number (BIN) assigned to the build
ing, the building or project name, the 
building or project address, and the 
owner's name and taxpayer identifica
tion number. This information should 
appear on the upper right hand cor
ner of the statement. 

.02 Simultaneously send a copy of 
the statement to the Agency responsi
ble for monitoring the building. 

.03 Keep a copy of the statement 
with the building's records. This copy 
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must remain a part of the building's 
records regardless of any ownership 
transfer. 

To use a tenant's signed, sworn 
statement to document the tenant's 
income from assets, see Rev. Proc. 
94-65, this page, this Bulletin. 

SEC. 6. EFFECTIVE DATE 

This revenue procedure is effective 
on and after October 11, 1994. 

26 CFR 601.105: Examination of returns and 
claims for refund, credit, or abatement; deter
mination of correct tax liability. 
(Also Part I, Section 42.) 

Rev. Proc. 94-65 

SECTION 1. PURPOSE 

This revenue procedure informs 
housing credit agencies (Agency) and 
owners of qualified low-income hous
ing projects (owners) when a signed, 
sworn statement by a low-income ten
ant will satisfy the documentation 
requirement of § 1.42-5(b)(1)(vii) of 
the Income Tax Regulations. 

SEC. 2. BACKGROUND 

Section 1.42-5 provides the mInI
mum requirements that an Agency's 
compliance monitoring procedure 
must contain to satisfy its compliance 
monitoring duties under § 42(m)(l) 
(B)(iii). Section 1.42-5(b)(l)(vi) pro
vides that an Agency must require an 
owner to keep records for each quali
fied low-income building in the 
project that show for each year in the 
compliance period the annual income 
certifications of each low-income ten
ant per unit. Section 1.42-5(b)(1 )(vii) 
provides that an Agency must require 
an owner to keep documents for each 
qualified low-income building in its 
project for each year in the compli
ance period that support each low
income tenant's income certification. 
The term "low-income tenant" refers 
to the individuals occupying a rent
restricted unit in a qualified low
income housing project whose annual 
income satisfies the § 42(g)(1) income 
limitation elected by the owner of the 
project. Examples of the documenta
tion required under § 1.42-5(b)(1)(vii) 
include a copy of the tenant's federal 
income tax return, Forms W-2, or 
verifications of income from third 
parties such as employers or state 
agencies paying unemployment com
pensation. A verification of income 

from a third party is referred to as a 
"third party verification." 

The Internal Revenue Service has 
determined that an owner may satisfy 
the documentation requirement of 
§ 1.42-5 (b)(1 )(vii) for a low-income 
tenant's income from assets by ob
taining a signed, sworn statement 
from the tenant or prospective tenant 
if (1) the tenant's or prospective ten
ant's Net Family assets do not exceed 
$5,000, and (2) the tenant or prospec
tive tenant provides a signed, sworn 
statement to this effect to the build
ing owner. See H.R. Conf. Rep. No. 
213, 103d Cong., 1st Sess. 544 (1993). 

SEC. 3. SCOPE 

This revenue procedure applies to 
Agencies and owners of qualified 
low-income housing projects. 

SEC. 4. PROCEDURE 

.01 To determine a tenant's Net 
Family assets, owners and Agencies 
must use the definition of "Net Fam
ily assets" in 24 CFR 813.102, which 
provides definitions for the H.U.D. 
section 8 program. 

.02 Except as provided in sections 
4.03 and 4.04 of this revenue proce
dure, an Agency's monitoring proce
dure may provide that an owner may 
satisfy the documentation require
ment for income from assets in 
§ 1.42-5(b)(1)(vii) for a low-income 
tenant whose Net Family assets do 
not exceed $5,000 by annually obtain
ing a signed, sworn statement that 
includes the following: 

(1) That the tenant's Net Family 
assets do not exceed $5,000, and 

(2) The tenant's annual income 
from Net Family assets. 

.03 An Agency's monitoring proce
dure, however, may not permit an 
owner to rely on a low-income ten
ant's signed, sworn statement of an
nual income from assets if a reason
able person in the owner's position 
would conclude that the tenant's in
come is higher than the tenant's rep
resented annual income. In this case, 
the owner must obtain other docu
mentation of the low-income tenant's 
annual income from assets to satisfy 
the documentation requirement in 
§ 1.42-5(b)(1)(vii). 

.04 An Agency's monitoring proce
dure may continue to require that an 
owner obtain documentation, other 
than the statement described in sec
tion 4.02 of this revenue procedure, to 



support a low-income tenant's annual 
certification of income from assets. 
SEC. 5. EFFECTIVE DATE 

This revenue procedure is effective 
October 11, 1994. 

26 CFR 601.201: Rulings and determination 
letters. 
(Also Part I, Sections 25, 103, 143; I. 25-4T, 
1.103-1,6a.103A-2.) 

Rev. Proc. 94-66 

SECTION 1. PURPOSE 

This revenue procedure provides 
guidance concerning the United States 
and area median gross income figures 
that are to be used by issuers of 
qualified mortgage bonds, as defined 
in section 143(a) of the Internal Reve
nue Code, and issuers of mortgage 
credit certificates, as defined in sec
tion 25(c), in computing the housing 
cost/income ratio described in section 
143(f)(5). 

SEC. 2. BACKGROUND 

.01 Section 103(a) of the Code pro
vides that, except as provided in sec
tion 103(b), gross income does not 
include interest on any state or local 
bond. Section 103(b)(1) provides that 
section 103(a) shall not apply to any 
private activity bond that is not a 
"qualified bond" within the meaning 
of section 141. Section 141(e) pro
vides that the term "qualified bond" 
includes any private activity bond 
that (1) is a qualified mortgage bond, 
(2) meets the volume cap require
ments under section 146, and (3) 
meets the applicable requirements un
der section 147. 

.02 Section 143(a)(I) 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 resi
dences; (ii) the issue meets the re
quirements of subsections (c), (d), (e), 
(f), (g), (h), (i), and (m)(7) of section 
143; (iii) the issue does not meet the 
private business tests of paragraphs 
(1) and (2) of section 141(b); and (iv) 
with respect to amounts received 
more than 10 years after the date of 

issuance, repayments of $250,000 or 
more of principal on financing pro
vided by the issue are used not later 
than the close of the first semi-annual 
period beginning after the date the 
prepayment (or complete repayment) 
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 mortgag
ors for whom financing may be 
provided by qualified mortgage 
bonds. Section 25(c)(2)(A)(iii)(IV) 
provides that recipients of mortgage 
credit certificates must meet the in
come requirements of section 143(f). 
Generally, under sections 143(f)(1) 
and 25(c)(2)(A)(iii)(lV), 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 provid
ed to mortgagors whose family in
come is 115 percent or less of the 
applicable median family income. Un
der section 143(f)(6), the income limi
tation is reduced to 100 percent of the 
applicable median family income if 
there are fewer than three individuals 
in the family of the mortgagor. 

.04 Section 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 section 
143(f)(5)(C), a high housing cost area 
is a statistical area for which the 
housing cost/income ratio is greater 
than 1.2. The housing cost/income 
ratio is determined under section 
143(f)(5)(D) by dividing (a) the appli
cable housing price ratio by (b) the 
ratio that the area median gross in
come bears to the median gross in
come for the United States. The ap
plicable housing price ratio is the new 
housing price ratio (new housing av
erage purchase price for the area 
divided by the new housing average 
purchase price for the United States) 
or the existing housing price ratio 
(existing housing average area pur
chase price divided by the existing 

housing average purchase price for 
the United States), whichever results 
in the housing cost/income ratio be
ing closer to 1. This income adjust
ment applies only to bonds issued and 
nonissued bond amounts elected after 
December 31, 1988. 

.06 The Department of Housing 
and Urban Development (HUD) has 
computed 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 May 31, 
1994, 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 
Internal Revenue Service annually 
publishes only the median gross in
come for the United States. 

.07 The most recent nationwide av
erage purchase prices and average 
area purchase price safe harbor limi
tations were published on September 
6, 1994, in Rev. Proc. 94-55, page 
716, this Bulletin. 

SEC. 3. APPLICATION 

.01 When computing the housing 
cost/income ratio under section 
143(f)(5) of the Code, issuers of qual
ified mortgage bonds and mortgage 
credit certificates must use $39,900 as 
the median gross income for the Unit
ed States. See section 2.06 of this 
revenue procedure. 

.02 When computing the housing 
cost/income ratio under section 
143(f)(5) of the Code, issuers of qual
ified mortgage bonds and mortgage 
credit certificates must use the area 
median gross income figures released 
by HUD on May 31, 1994. See sec
tion 2.06 of this revenue procedure. 

SEC. 4. EFFECT ON OTHER 
REVENUE PROCEDURES 

.01 Rev. Proc. 94-21, 1994-1 C.B. 
607, is obsolete except as provided in 
section 5.02 of this revenue proce
dure. 

.02 This revenue procedure does 
not affect the effective date provi
sions of Rev. Rul. 86-124, 1986-2 
C.B. 27. Those effective date provi
sions will remain operative at least 
until the Service publishes a new reve
nue ruling that conforms the ap
proach to effective dates set forth in 
Rev. Rul. 86-124 to the general ap
proach taken in this revenue 
procedure. 
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SEC. 5. EFFECTIVE DATES 

.01 Issuers must use the United 
States and area median gross income 
figures specified in section 3 of this 
revenue procedure for commitments 
to provide financing that are made, 
or (if the purchase precedes the fi
nancing commitment) for residences 
that are purchased, in the period that 
begins on May 31, 1994, the date 
HUD released the income figures, 
and ends on the date when these 
United States and area median gross 
income figures are rendered obsolete 
by a new revenue procedure. 

.02 Notwithstanding section 5.01 
of this revenue procedure, issuers 
may continue to rely on the United 
States and area median gross income 
figures specified in Rev. Proc. 94-21 
with respect to bonds originally sold 
and nonissued bond amounts elected 
not later than November 16, 1994, if 
the commitments or purchases de
scribed in section 5.01 are made not 
later than January 15, 1995. 

26 CFR 601.105: Examination of returns and 
claims for refund. credit, or abatement; deter· 
mination of correct tax liability. 
(Also Part 1, Section 7121; 301.7121-1.) 

Rev. Proc. 94-67 
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SECTION 1. PURPOSE 

Accelerated Issue Resolution 
("AIR") is a process to advance the 
resolution of issues arising from an 
audit of a Coordinated Examination 
Program ("CEP") taxpayer from one 
or more tax periods to other tax 
periods. This revenue procedure ex
plains when and how a taxpayer sub
ject to a CEP audit requests an AIR 
agreement from the District Director . 
The AIR process is one of the proce
dures used by the Service to advance 
the resolution of issues with respect 
to tax periods ending prior to the 
date of an AIR agreement. This reve
nue procedure does not alter the Dis
trict Director's authority to audit the 
returns of a CEP taxpayer nor limit 
or expand the District Director's au
thority to resolve any issues, includ
ing the authority in Delegation Order 
No. 236, 1991-1 C.B. 313 . 

SEC. 2. DESCRIPTION OF AN AIR 
AGREEMENT 

An AIR agreement is a closing 
agreement under § 7121 of the Inter
nal Revenue Code between the Ser
vice and a CEP taxpayer relating to 
one or more specific issues arising 
from an audit of a CEP taxpayer for 
a taxable period(s) ending prior to the 
date of agreement. See Rev. Proc. 
68-16, 1968-1 C.B. 770, which de
scribes the preparation of closing 
agreements under § 7121. 

SEC. 3. SCOPE OF AN AIR 
AGREEMENT 

.01 In general. Except as provided 
in sections 3.02 and 3.03 of this 
revenue procedure, an AIR agreement 
may be entered into with respect to 
(1) any issue under the jurisdiction of 
the District Director arising from an 
audit of a CEP taxpayer for a taxable 
period(s) ending prior to the date of 
the agreement, and (2) related specific 
items affecting other taxable periods. 
See Delegation Order No. 97 (Rev. 
31), paragraph 4, 1992-2 C.B. 357. 

.02 Issues excluded from the AIR 
agreement process. An AIR agree
ment will not include issues in cases 
outside the jurisdiction of the District 
Director. In addition, an AIR agree
ment will not include: 

(1) issues that are subject to an 
Advance Pricing Agreement under 
Rev. Proc. 91-22, 1991-1 C.B. 526; 

(2) issues under the jurisdiction of 
the Assistant Commissioner (Em
ployee Plans and Exempt Organiza
tions); 

(3) any partnership items as de
fined in § 6231, or any other issues 
subject to the procedures set forth in 
§§ 6221 through 6233; 

(4) any issue if its resolution is 
contrary to a private letter ruling, 
technical advice memorandum, or 
closing agreement previously issued to 
or entered into with the CEP taxpay
er, or is contrary to any proposed 
position indicated by the Service with 
respect to a private letter ruling re
quest that was withdrawn following 
notification by the Service that it 
would take a position adverse to that 
sought by the CEP taxpayer; or 

(5) an issue of the CEP taxpayer 
designated for litigation by the Office 
of Chief Counsel. 

.03 Issues requiring approval or as
sistance. If a request for an AIR 
agreement is with respect to an issue 



or issues that require the approval of 
another agency, office, or Service 
function, the District Director must 
request consent from the agency, of
fice, or Service function to enter into 
an AIR agreement with respect to 
these issues. It is within the discretion 
of the other agency, office, or Service 
function to grant consent or other
wise provide assistance to the District 
Director. The following are examples 
of situations in which approval is 
required before the District Director 
may enter into an AIR agreement: 

(1) issues coordinated through the 
Industry Specialization Program; 

(2) Appeals Coordinated issues and 
Appeals Industry Specialization Pro
gram issues; 

(3) issues currently under Compe
tent Authority consideration for any 
year, issues in which the taxpayer 
intends to seek relief from double 
taxation under a treaty, and issues 
with respect to which the taxpayer 
has obtained Competent Authority 
assistance in prior years; 

(4) issues within the jurisdiction of 
the Department of Justice (for exam
ple, refund cases); 

(5) issues controlled by a Regional 
Commissioner; or 

(6) issues in multi-district cases. 
.04 Impact of an AIR agreement. 

The direct or indirect impact of an 
AIR agreement upon other years, is
sues, or related cases should be given 
careful consideration. Coordination 
with other Service functions on relat
ed years, issues, or cases should be 
effected at the earliest practicable 
date. 

.05 Avoiding whipsaw cases. 
Where appropriate, an AIR agree
ment may include related parties so 
the government will not be subject to 
conflicting claims of taxpayers. 

SEC. 4. PROCEDURES FOR 
REQUESTING AN AIR AGREEMENT 

.01 Initiating the request. A re
quest for an AIR agreement is sub
mitted in writing by the CEP taxpay
er to the Case Manager in the office 
of the District Director with jurisdic
tion over the return or returns of the 
CEP taxpayer currently under exami
nation. The District Director may 
suggest that a CEP taxpayer make 
such a submission. 

.02 Statement of issues, facts, 
laws, and arguments. A request for 
an AIR agreement must contain a 

written statement of all issues, facts, 
law, and analysis relating to the re
quest. This statement must: 

(1) state the issues for which an 
AIR agreement is sought and the 
taxable periods to which those issues 
relate; and 

(2) discuss the material facts and 
provide an analysis of the facts and 
the law as they apply to the issues in 
the request for an AIR agreement. 

.03 Statement regarding relief from 
double taxation. A request for an 
AIR agreement must state whether 
the CEP taxpayer ever applied for 
Competent Authority assistance with 
respect to the AIR issues for the years 
under consideration or for prior years 
and if the taxpayer intends to seek 
relief from double taxation for the 
AIR agreement issues, as described in 
section 9.02 of this revenue proce
dure. 

.04 Copies of all contracts and oth
er documents. True copies of all con
tracts, agreements, instruments, 
schedules, and other documents perti
nent to a request for an AIR agree
ment must be submitted by the CEP 
taxpayer upon request. The CEP tax
payer must submit upon request certi
fied English translations of all appli
cable foreign laws and a copy of 
those laws. For guidelines on the 
acceptability of such documents, see 
Rev. Rul. 67-308, 1967-2 C.B. 254. 
Each document submitted should be 
labelled. 

.05 Statement regarding additional 
examination and/or inspection of 
books of account and records. A 
request for an AIR agreement must 
contain a statement that the CEP 
taxpayer agrees: 

(1) that the inspection of books of 
account or records under the AIR 
procedures will not preclude or im
pede (under § 7605(b) or any admin
istrative provisions adopted by the 
Service) a later examination of a re
turn or inspection of books of ac
count or records with respect to any 
tax year needed to resolve the issue(s) 
involved in the request for an AIR 
agreement; and 

(2) that the Service need not com
ply with any applicable procedural 
restrictions (for example, providing 
notice under § 7605(b» before begin
ning such examination or inspection. 

.06 Perjury statement. A request 
for an AIR agreement, and any sup
plemental submission (including addi-

tional documents), must include a 
declaration in the following form: 

Under penalties of perjury, I de
clare that I have examined this re
quest, including accompanying docu
ments, and, to the best of my 
knowledge and belief, the facts pre
sented in support of the request for 
the AIR agreement are true, correct, 
and complete. 
The declaration must be signed by the 
person or persons currently autho
rized to sign the returns of the CEP 
taxpayer for the period or periods 
covered by the request. 

.07 Signatures. A request for an 
AIR agreement must be signed by the 
CEP taxpayer or the CEP taxpayer's 
authorized representative. See section 
8.01(10) of Rev. Proc. 94-1, 1994-1 
c.B. 378, 393. It is preferred that 
Form 2848, Power of Attorney and 
Declaration of Representative, be 
used with regard to a request for an 
AIR agreement under this revenue 
procedure. 

SEC. 5. PROCESSING A REQUEST 
FOR AN AIR AGREEMENT 

.01 CEP taxpayer notified. By 
written notification, the District Di
rector or his/her designee will: 

(1) inform the CEP taxpayer of the 
issues accepted for consideration and 
the reason for the rejection of any 
issue; and 

(2) request, in accordance with 
Rev. Proc. 94-69, that disclosure 
statements be submitted with respect 
to the issues being considered for 
inclusion in an AIR agreement. This 
request for disclosure statements will 
not remedy a previous failure to fur
nish adequate disclosure for any tax 
period in which the CEP taxpayer 
was required to furnish disclosure 
statements. 

.02 Factual development. After re
ceiving a request for an AIR agree
ment and accepting all or part of the 
issues for consideration, the District 
Director will contact the CEP taxpay
er to discuss any questions that the 
Service may have, or to ask for any 
additional information believed to be 
necessary in order to process the re
quest. 

.03 Coordination with other func
tions. In considering the request for 
an AIR agreement, the District Direc
tor must obtain approval from, or 
coordinate with, all appropriate agen
cies, offices, and Service functions as 
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provided in section 3.03 of this reve
nue procedure, and coordinate as 
provided in section 3.04. In addition, 
assistance is to be requested from the 
Assistant Commissioner (Examina
tion) with respect to a proposed AIR 
agreement which, if accepted, might 
constitute an industry-wide model for 
disposing of a significant issue on a 
basis not previously used. 

.04 Evaluation of the request. The 
District Director, in coordination with 
all affected Service functions, will 
evaluate the request for an AIR 
agreement by discussing it with the 
CEP taxpayer, verifying the data sup
plied, and requesting additional sup
porting data if necessary. The issues 
will be developed and facts confirmed 
consistent with auditing standards 
and all other applicable rules and 
regulations in effect regarding proper 
auditing techniques (including Policy 
Statement P-4-5). 

.05 Chief Counsel review. The Dis
trict Director must submit the pro
posed AIR agreement to District 
Counsel for review before it is execut
ed. The District Director may request 
the assistance of District Counselor 
other Chief Counsel functions at any 
time during the consideration of the 
request for an AIR agreement. 

.06 Granting the request. The Dis
trict Director may grant the request 
for an AIR agreement where: 

(1) (a) there appears to be an ad
vantage in having the issues perma
nently and conclusively closed for the 
years covered by the AIR agreement, 
or 

(b) the CEP taxpayer shows good 
and sufficient reasons for desiring a 
closing agreement and it is deter
mined by the Commissioner that the 
United States will sustain no disad
vantage through consummation of 
such an agreement (see § 301.7121-
l(a) of the Regulations on Procedure· 
and Administration); and 

(2) the law is properly applied to 
the facts without taking into account 
the hazards of litigation, or the provi
sions of Delegation Order No. 236 
are applicable and are satisfied. 

.07 Joint Committee review. When 
an Air agreement results in a refund 
or credit requiring a report described 
in § 6405 that must be submitted to 
the Joint Committee on Taxation, the 
report must include a copy of the 
proposed AIR agreement signed by or 
for the CEP taxpayer, but not signed 
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by or on behalf of the Commissioner. 
The Service will not sign the proposed 
AIR agreement until after the review 
by the Joint Committee. 

.08 No appeal. There is no appeal 
if the District Director rejects all or 
part of a request for an AIR agree
ment. 

SEC. 6. WITHDRAWAL FROM THE 
PROCESS 

.01 Withdrawal by the CEP tax
payer or the District Director. At any 
time prior to the execution of the 
AIR agreement by the District Direc
tor, either the CEP taxpayer or the 
District Director may withdraw all or 
part of the request for an AIR agree
ment from consideration. The with
drawal must be communicated in 
writing. 

.02 Effect of withdrawal. The 
statement of the taxpayer as set forth 
in section 4.05 of this revenue proce
dure will be effective notwithstanding 
the withdrawal by either the CEP 
taxpayer or the District Director of 
any or all of the issues in the request 
for an AIR agreement. In addition, 
withdrawal of an issue accepted for 
consideration will not affect the dis
closure period provided in Rev. Proc. 
94-69. Therefore, as to those issues 
withdrawn, any subsequent disclosure 
will not be timely under Rev. Proc. 
94-69. 

SEC. 7. FORM AND CONTENT OF 
AN AIR AGREEMENT 

.01 Form. An AIR agreement be
tween the CEP taxpayer and the Ser
vice is a closing agreement under 
§ 7121. See Rev. Proc. 68-16, 1968-1 
C.B. 770, for further information on 
the form and content of a closing 
agreement. 

.02 Content. An AIR agreement 
must comply with the requirements of 
Revenue Procedure 68-16 and must 
include: 

(1) the names, addresses, telephone 
numbers, and taxpayer identification 
numbers of all entities (including sub
sidiaries) to be included in the agree
ment; 

(2) an acknowledgment by the tax
payer that the materials and represen
tations contained in the request for 
an AIR agreement were relied upon 
by the Service, together with a de
scription, either directly or by refer
ence, of other materials and represen-

tations upon which the CEP taxpayer 
and the Service relied in reaching the 
agreement; 

(3) representations by the CEP tax
payer of consistent treatment of the 
issues subject to the AIR agreement 
in the years covered by such agree
ment; 

(4) the CEP taxpayer's acknowl
edgment that: 

(a) the inspection of books of ac
count or records under the AIR pro
cedures will not preclude or impede 
(under § 7605(b) or any administra
tive provisions adopted by the Ser
vice) a later examination of a return 
or inspection of books of account or 
records with respect to any tax year 
needed to resolve the issues involved 
in the AIR agreement; and 

(b) the Service need not comply 
with any applicable procedural re
strictions (for example, providing no
tice under § 7605(b)) before begin
ning such examination or inspection; 

(5) a statement clearly identifying 
the resolution of the specific matters 
covered by the agreement; 

(6) computations in sufficient de
tail to determine the effect of the 
adjustments at issue; and 

(7) a statement of any conditions 
for implementing the AIR agreement, 
including any requirements for waiv
ing restrictions on assessment and 
collection, filing an amended return, 
paying any tax, abating any overas
sessment, or refunding or crediting 
any tax overpayment. 

SEC. 8. DISCLOSURE 

The information received or gener
ated by the Service during the AIR 
agreement process constitutes return 
information as defined in § 6103 
(b )(2) for purposes of the rules of 
confidentiality and disclosure de
scribed in § 6103(a). An AIR agree
ment resolves specific audit issues and 
is not a written determination within 
the meaning of § 6110. 

SEC. 9. MISCELLANEOUS 

.01 Record keeping requirements. 
No aspect of the AIR agreement pro
cess will affect the record keeping 
requirements imposed by any section 
of the Internal Revenue Code. 

.02 Double taxation. An AIR 
agreement may result in double taxa
tion for which relief may be available 
under the mutual agreement provision 
of a tax treaty between a foreign 



country and the United States. See 
Rev. Proc. 91-23, 1991-1 C.B. 534. 
CEP taxpayers that intend to resolve 
issues under this revenue procedure, 
and also intend to seek relief from 
double taxation under a treaty, 
should not execute the closing agree
ment provided under this revenue 
procedure with respect to the issues 
subject to double taxation. The Dis
trict Director or his/her designee and 
the taxpayer are encouraged to con
sult with the U.S. Competent Author
ity with respect to these issues. Ap
proval from the U.S. Competent 
Authority is necessary if the parties 
want to conclude a closing agreement 
prior to applying for Competent Au
thority assistance. Executing an AIR 
agreement before the issues are con
sidered under the mutual agreement 
provision of a tax treaty could jeop
ardize double taxation relief. When 
appropriate, however, the CEP tax
payer, pursuant to Rev. Proc. 91-23, 
may be requested to enter into a 
closing agreement reflecting the terms 
of the double taxation relief provided 
with respect to these issues. 

.03 Record retention. The CEP 
taxpayer must maintain: 

(1) a copy of the AIR agreement, 
and 

(2) books of account and records 
sufficient to enable the Service to 
examine the CEP taxpayer's compli
ance with the AIR agreement. 

.04 No user fee. There is no user 
fee required with a request for an 
AIR agreement. 

SEC. 10. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 68-16 is modified to the 
extent that a closing agreement exe
cuted under this revenue procedure 
requires District Counsel approval. 

SEC. 11. EFFECTIVE DATE 

This revenue procedure is effective 
October 31, 1994. 

26 CPR 601.105: Examination of returns and 
claims for refund, credit, or abatement; deter
mination of correct tax liability. 
(Also Part I, Section 7605; 301.7605-1.) 

Rev. Proc. 94-68 

SECTION 1. PURPOSE 

The purpose of this revenue proce
dure is to amplify, update, and re
state the conditions set forth in Rev. 
Proc. 85-13, 1985-1 C.B. 514, under 

which a case closed after examination 
in the office of a District Director of 
Internal Revenue may be reopened to 
make an adjustment unfavorable to 
the taxpayer. This revenue procedure 
also contains a list (not all inclusive) 
that describes (1) certain contacts by 
the Service with a taxpayer that do 
not constitute an examination, inspec
tion, or reopening of an examination, 
and (2) certain types of cases in which 
reconsideration is not considered a 
reopening of the case. 

SEC. 2. CHANGES 

.01 Section 4.02(6)(d) is amended 
to reflect an increase under § 6405 of 
the Internal Revenue Code in the 
threshold amount of overpayment 
subject to Joint Committee review 
from $200,000 to $1,000,000. 

.02 A new section 4.02(7) is added 
to clarify that certain contacts with 
Coordinated Examination Program 
("CEP") taxpayers are not consid
ered examinations or inspections of 
books of account for purposes of 
§ 7605(b). 

.03 A new section 4.02(8) is added 
to permit a second inspection of a 
CEP taxpayer's books of account 
with respect to a particular tax year 
under certain circumstances and con
ditions. 

.04 A new section 4.02(9) is added 
to state that a contact by the Service 
with a taxpayer pursuant to an Ad
vance Pricing Agreement (" APA") 
prefiling conference, or the evaluation 
and processing of an APA request, 
annual report, or renewal request un
der Rev. Proc. 91-22, 1991-1 C.B. 
526, is not an examination, inspec
tion, or reopening. 

.05 A new section 4.02(10) is added 
to state that an adjustment to a 
taxpayer's income tax return arising 
from a discrepancy disclosed during 
Employee Plans and Exempt Organi
zations compliance activities does not 
constitute an examination, inspection, 
or reopening if the adjustment is not 
made in conjunction with an exami
nation of the taxpayer's income tax 
return. 

.06 A new section 4.02(11) is added 
to state that a contact with a taxpayer 
to evaluate the taxpayer's data pro
cessing and accounting systems in or
der to determine whether the taxpayer 
may limit its retention of machine
sensible records, for purposes of Rev. 

Proc. 91-59, 1991-2 C.B. 841, is not 
an examination, inspection, or re
opening. 

SEC. 3. SCOPE 

This procedure pertains to all cases, 
regardless of type of tax, in which the 
prior audit and conference action, if 
any, did not extend beyond the juris
diction of the office of the District 
Director. It does not apply to cases 
previously closed after consideration 
by Appeals Offices or District Coun
sels. 

SEC. 4. DEFINITIONS 

.01 Closed Case: 
(1) A case agreed at the district 

level is considered closed when the 
taxpayer is notified in writing, after 
district conference, if any, of adjust
ments to tax liability or acceptance of 
the taxpayer's return without change. 

(2) An unagreed income, estate, or 
gift tax case is considered closed 
when the period for filing a petition 
with the United States Tax Court 
specified in the statutory notice of 
deficiency issued by the District Di
rector expires and no petition was 
filed. 

(3) An unagreed excise or employ
ment tax case is considered closed 
when the period for filing a protest 
and requesting consideration by the 
Appeals Office specified in the pre
liminary letter expires and no protest 
or request for Appeals consideration 
is filed. 

.02 Examinations, Inspections, and 
Reopenings: 

(1) A contact with a taxpayer to 
correct mathematical or clerical errors 
is not an examination, inspection, or 
reopening. 

(2) A contact with a taxpayer to 
verify or adjust a discrepancy be
tween the taxpayer's tax return and 
an information return is not an exam
ination, inspection, or reopening. For 
this purpose, an information return 
includes a return and an amended 
return filed by a partnership, fiducia
ry, or small business corporation. 

(3) A contact to verify a discrepan
cy disclosed by an information return 
matching program may include in
spection of the taxpayer's books of 
account, to the extent necessary to 
resolve the discrepancy, without being 
considered an examination, inspec
tion, or reopening within the meaning 
of § 7605(b). A contact to verify an 
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item of income shown on an informa
tion return to a tax return is not a 
verification of a discrepancy where 
such item of income is not required 
to be shown as a specific line item on 
a tax return. For example, insurance 
companies making payments to a 
doctor of $600 or more during a 
calendar year must furnish a Form 
1099-MISC to the doctor. The doctor 
is only required to include that in
come with other gross receipts on 
Schedule C, Form 1040. If the doctor 
reported gross receipts of a larger 
amount than the total amount of 
income shown on Form 1099-MISC, 
there would not be a discrepancy 
between the information returns and 
the income tax return. 

(4) A contact with an investor to 
verify the accuracy of, or the need 
for, a Tax Shelter Registration num
ber is not an examination within the 
meaning of § 7605(b). To the extent 
that the contact is to determine the 
need for a Tax Shelter Registration 
number, the information sought 
would be limited to obtaining the 
name and address of the promoter. 

(5) The adjustment of an unallow
able item, or an adjustment resulting 
from other types of service center 
correction programs, is not consid
ered to be an examination. Therefore, 
a subsequent examination does not 
constitute a reopening of a case 
closed after examination. 

(6) Reconsideration of a case is not 
considered a reopening and, there
fore, requires no approval or issuance 
of a form letter (DO/IO/SC) for: 

(a) cases involving § 1311; 
(b) cases involving the year of de

duction of a net operating loss carry
back or similar type of carryback 
under other provisions of the Code; 

(c) cases in which there have been 
involuntary conversions and the tax
payer has not recomputed his/her tax 
liability when he/she did not replace 
property within the time provided by 
§ 1033; or 

(d) cases involving an overpayment 
in excess of $1,000,000, subject to 
review by the Joint Committee on 
Taxation under § 6405. 

(7) A contact with a CEP taxpayer 
requesting the written statements pro
vided for in Rev. Proc. 94-69, or 
notifying a taxpayer that it no longer 
qualifies for the Coordinated Exami
nation Program, is not considered an 
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examination. Therefore, any subse
quent examination does not constitute 
a reopening. 

(8) In the case of a CEP taxpayer, 
the Service may inspect the taxpayer's 
books of account with respect to tax 
periods not currently under examina
tion in order to verify the accuracy of 
adjustments to an item or items for 
those periods (a) in which the taxpay
er made an "accelerated issue resolu
tion" request, or (b) in accordance 
with an "accelerated issue resolution" 
agreement between the Service and 
the taxpayer. See Rev. Proc. 94-67. 
An inspection made pursuant to this 
paragraph relating to any tax period 
will not be considered an inspection 
or an examination and will not pre
clude a subsequent inspection or ex
amination of that tax period under 
§ 7605(b) provided the taxpayer so 
agrees in writing prior to the inspec
tion made pursuant to this paragraph. 

(9) A contact by the Service with a 
taxpayer pursuant to an APA prefi
ling conference, or the evaluation and 
processing of an APA request, annual 
report, or renewal request under Rev. 
Proc. 91-22, 1991-1 C.B. 526, is not 
an examination, inspection, or re
opening. 

(10) An adjustment to a taxpayer's 
income tax return arising from a 
discrepancy disclosed during Employ
ee Plans and Exempt Organizations 
compliance activities as described in 
IRM 7(10)12, "Returns Within the 
Jurisdiction of Examination Divi
sion", does not constitute an exami
nation, inspection, or reopening if the 
adjustment is not made in conjunc
tion with an examination of the tax
payer's income tax return. A contact 
to verify a discrepancy between the 
income tax return and the books and 
records of an employee plan or an 
exempt organization may include in
spection of the taxpayer's income tax 
records to the extent necessary to 
verify the accuracy of the discrepancy 
without being considered an examina
tion, inspection, or reopening within 
the meaning of § 7605. 

(11) A contact with a taxpayer to 
evaluate the taxpayer's data process
ing and accounting systems in order 
to determine whether the taxpayer 
may limit its retention of machine
sensible records, for purposes of Rev. 
Proc. 91-59, 1991-2 C.B. 841, is not 
an examination, inspection, or re
opening. 

SEC. 5. POLICY 

.01 The Internal Revenue Service 
will not reopen any case closed after 
examination by a district office or 
service center to make an adjustment 
unfavorable to the taxpayer unless: 

(1) there is evidence of fraud, mal
feasance, collusion, concealment, or 
misrepresentation of a material fact; 
. (2) the prior closing involved a 
clearly defined substantial error based 
on an established Service position ex
isting at the time of the previous 
examination; or 

(3) other circumstances exist that 
indicate failure to reopen would be a 
serious administrative omission. 

.02 All reopenings must be ap
proved by the Chief, Examination 
Division (District Director in Stream
lined Districts), or Chief, Compliance 
Division, for cases under his/her ju
risdiction. If an additional inspection 
of the taxpayer's books of account is 
necessary, the notice to the taxpayer 
required by § 7605(b) must be signed 
by the Chief, Examination Division 
(District Director in Streamlined Dis
tricts), or Chief, Compliance Divi
sion, for cases under his/her jurisdic
tion. 

SEC. 6. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 85-13, 1985-1 C.B. 514, 
is superseded. 

SEC. 7. EFFECTIVE DATE 

This revenue procedure is effective 
October 31, 1994. 

26 CFR 601.105: Examination of returns and 
claims for refund, credit, or abatement; deter
mination of correct tax liability. 
(Also Part 1, Sections 6661, 6662, 6664; 
1.6661-6, 1.6662-3, 1.6662-4, 1.6664-2.) 

Rev. Proc. 94-69 

SECTION 1. PURPOSE 

.01 The purpose of this revenue 
procedure is to modify, update, and 
restate Rev. Proc. 85-26, 1985-1 C.B. 
580, to reflect the repeal of § 6661 of 
the Internal Revenue Code and the 
amendment of § 6662 by the Omni
bus Budget Reconciliation Act of 
1989, Pub. L. 101-239, 103 Stat. 
2106 ("OBRA 1989"), effective for 
returns due after December 31, 1989 
(determined without regard to exten
sions). 

.02 This revenue procedure pro
vides special procedures for taxpayers 



that are subject to the Coordinated 
Examination Program ("CEP") to 
show additional tax due or make 
adequate disclosure with respect to an 
item or a position to avoid imposition 
of the substantial understatement 
penalty imposed under former § 6661 
and the accuracy-related penalty cur
rently described in §§ 6662(b)(1) and 
6662(b)(2). 

.03 This revenue procedure also 
provides safe harbor rules for CEP 
taxpayers to avoid the former § 6661 
substantial understatement penalty 
and the accuracy-related penalty de
scribed in §§ 6662(b)(l) and 
6662(b)(2) with respect to returns al
ready filed by CEP taxpayers that are 
notified of their removal (decontrol) 
from the CEP. 

SEC. 2. BACKGROUND 

.01 Former § 6661(a) provided for 
an addition to tax equal to 25 percent 
of the amount of any underpayment 
attributable to a substantial under
statement of income tax for a taxable 
year. Former § 6661 was repealed by 
OBRA 1989 and applies only to re
turns due on or before December 31, 
1989 (determined without regard to 
extensions). 

.02 Under § 1.6661-2(d)(2) of the 
Income Tax Regulations, a substan
tial understatement of income tax for 
purposes of the § 6661 penalty is 
computed without regard to any 
amount of additional tax shown on 
an amended return. In the case of 
additional tax shown or adequate dis
closure made on a "qualified amend
ed return," however, § 1.6661-6(c) 
provides for an automatic waiver of 
any penalty that would not have been 
imposed if the additional tax shown 
or the adequate disclosure made had 
been included on the taxpayer's origi
nal return. Section 1.6661-4 describes 
what constitutes adequate disclosure. 

.03 Current § 6662 imposes an 
accuracy-related penalty equal to 20 
percent of the portion of any under
payment that is attributable to (1) 
negligence or disregard of rules or 
regulations, or (2) any substantial un
derstatement of income tax. Section 
6662 was amended by OBRA 1989, 
and, as amended, applies to returns 
due after December 31, 1989 (deter
mined without regard to extensions). 

.04 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 prepara
tion of a tax return. "Negligence" 
also includes any failure by the tax
payer to keep adequate books and 
records or to substantiate items prop
erly. 

.05 Section 1.6662-3(b)(2) defines 
"disregard" to include any careless, 
reckless, or intentional disregard of 
rules or regulations. "Rules or regula
tions" includes the provisions of the 
Internal Revenue Code, temporary or 
final regulations issued under the 
Code, and revenue rulings or notices 
issued by the Internal Revenue Ser
vice. 

. 06 Section 1.6662-3(c) provides, 
generally, that no penalty for negli
gence or disregard of rules or regula
tions will be imposed on any under
payment attributable to an item or 
position that is adequately disclosed. 

.07 Section 6662(d)(1) generally de
fines "substantial understatement" of 
income tax to be an understatement 
for the taxable year that exceeds the 
greater of 10 percent of the tax re
quired to be shown on the return or 
$5,000 ($10,000 in the case of a 
corporation other than an S corpora
tion or a personal holding company). 

.08 Under §§ 6662(d)(2)(B)(ii) and 
1.6662-4(e), prior to the amendment 
of § 6662 in 1993, the tax treatment 
of an item (other than a tax shelter 
item) that is not frivolous and is 
adequately disclosed is not taken into 
account in computing the amount of 
an understatement of income tax for 
purposes of the substantial under
statement penalty. 

.09 Sections 1.6662-3(c) and 
1.6662-4(f) provide the methods for 
making adequate disclosure for pur
poses of the (1) penalty for negligence 
or disregard of rules or regulations, 
and (2) the substantial understatement 
penalty, respectively. These methods 
include attaching a properly complet
ed Form 8275, Disclosure Statement, 
to an original return or to a qualified 
amended return in the case of an item 
or position other than one that is 
contrary to a regulation. In the case 
of a position contrary to a regulation, 
disclosure must be made on Form 
8275-R (Regulation Disclosure State
ment). 

.10 Sections 1.6661-6(c)(2) and 
1.6664-2(c)(3) generally provide that 
for purposes of the substantial under-

statement penalty and the accuracy
related penalty, respectively, a "quali
fied amended return" is an amended 
return that is filed after the due date 
of the return for the taxable year and 
before the time the taxpayer is first 
contacted regarding an examination 
of the return. A qualified amended 
return also includes an amended re
turn that is filed within such time 
frame solely to disclose information 
but does not report any additional tax 
liability. In addition, §§ 1.6661-6 
(c)(4) and 1.6664-2(c)(4) provide that 
the Commissioner may prescribe by 
revenue procedure the manner in 
which the rules governing qualified 
amended returns apply to particular 
classes of taxpayers . 

.11 Section 13251 of the Omnibus 
Budget Reconciliation Act of 1993 
("OBRA 1993") amended § 6662(d) 
(2)(B)(ii), pertaining to the substantial 
understatement penalty, to provide 
that the taxpayer must have a reason
able basis for the tax treatment of an 
item on a tax return to meet the 
standard for adequate disclosure with 
respect to that item for tax returns 
with due dates after December 31, 
1993 (without regard to extensions). 
The Conference Report accompany
ing section 13251 of OBRA 1993 
states that the "reasonable basis" 
disclosure standard also applies to the 
penalty for disregarding rules or regu
lations and that there is no longer a 
disclosure exception for the negli
gence penalty. See H.R. Conf. Rep. 
No. 213, 103d Cong., 1st Sess. 669 
(1993). These provisions in the Con
ference Report were implemented by 
§ 1.6662-7T of the temporary In
come Tax Regulations, issued on 
March 14, 1994, for returns and qual
ified amended returns filed after that 
date. 

SEC. 3. QUALIFIED AMENDED 
RETURN 

.01 For purposes of avoiding impo
sition of the penalty under 
§ 6662(b)(1) for negligence or disre
gard of rules or regulations for tax 
returns due after December 31, 1989, 
and the substantial understatement 
penalty under former § 6661 or 
§ 6662(b)(2), a written statement fur
nished by a CEP taxpayer to the 
Service personnel requesting the state
ment is treated as a qualified amend
ed return if the written statement is: 
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(1) described in section 3.02 below, 
and 

(2) furnished after the tax return 
has been filed but no later than 15 
days (or any later date agreed to in 
writing by the appropriate District 
official upon a showing of reasonable 
cause) from the date of written notice 
from the Service to the taxpayer re
questing that such statement be fur
nished with respect to the taxable 
year(s) involved. 

. 02 A written statement is de
scribed in this section 3.02 if it in
cludes: 

(1) the caption "Furnished under 
Rev. Proc. 94-69 "; 

(2) a description of all items that 
would result in adjustments if the 
taxpayer, in lieu of furnishing a writ
ten statement, filed a properly com
pleted amended return. The descrip
tion of an item is adequate if it 
consists of information that reason
ably may be expected to apprise the 
Internal Revenue Service of the iden
tity of the item, its amount, and the 
nature of the controversy or potential 
controversy. For example, the state
ment that certain amounts deducted 
as expenses should instead have been 
capitalized is adequate only if it refers 
to specific accounts and amounts re
corded in invoices or journal entries. 
Further, if a position contrary to a 
rule or regulation has been taken with 
respect to an item, the statutory or 
regulatory provision or the ruling in 
question must be adequately identi
fied; and 

(3) The following declaration 
signed by a person authorized to sign 
the return of the taxpayer: "Under 
penalties of perjury, I declare that I 
have examined this written statement, 
and to the best of my knowledge and 
belief this written statement is true, 
correct, and complete." 

. 03 A written statement need not 
include a recomputation of tax liabili
ty. Similarly, if an item automatically 
affects another item, the written 
statement need not include a recom
putation of the affected item. For 
example, if the taxpayer's written 
statement identifies with specificity an 
increase in ending inventory and 
states the amount of the increase, an 
item resulting in adjustments has been 
described as required in section 
3.02(2) above. The written statement 
need not include a recomputation of 
tax liability resulting from the in-
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crease in ending inventory. Similarly, 
the written statement need not identi
fy the existence and amount of the 
decrease in the cost of goods sold 
that results from the increase in end
ing inventory. 

.04 Any additional tax liability re
sulting from the adjustments identi
fied in a written statement described 
in sections 3.01 through 3.03 above 
shall be treated as an additional 
amount of tax shown on a qualified 
amended return . 

.05 The Service representative will 
not specify whether the statements 
furnished satisfy adequate disclosure 
standards when the statements are 
submitted. 

SEC. 4. DISCLOSURE ON 
QUALIFIED AMENDED RETURN 

.01 Returns due on or before De
cember 31, 1989. In the case of re
turns due on or before December 31, 
1989, if, in a written statement de
scribed in sections 3.01 through 3.03 
above, the taxpayer makes adequate 
disclosure with respect to an item in 
the manner prescribed in § 1.6661-4, 
such disclosure shall be treated as 
adequate disclosure made in a state
ment attached to a qualified amended 
return. 

.02 Returns due after December 
31, 1989, and before January 1, 1994. 
In the case of returns due after De
cember 31, 1989, and before January 
1, 1994, if, in a written statement 
described in sections 3.01 through 
3.03 above, the taxpayer provides the 
information that would have been 
reported on a properly completed 
Form 8275 or Form 8275-R and oth
erwise satisfies the applicable require
ments of the regulations under 
§ 6662, such disclosure shall be treat
ed as adequate disclosure made on a 
Form 8275 or Form 8275-R attached 
to a qualified amended return. 

.03 Returns due after December 
31, 1993. In the case of returns due 
after December 31, 1993, if, in a 
written statement described in sec
tions 3.01 through 3.03 above, the 
taxpayer provides the information 
that would have been reported on a 
properly completed Form 8275 or 
Form 8275-R and otherwise satisfies 
the applicable requirements of the 
regulations under § 6662, such disclo
sure shall be treated as adequate dis
closure made on a Form 8275 or 
Form 8275-R attached to a qualified 

amended return. Accordingly, a tax
payer may disclose to avoid the sub
stantial understatement of income tax 
penalty only if the taxpayer's position 
had a reasonable basis. In addition, 
for returns filed after March 14, 
1994, the effective date of 
§ 1. 6662-7T, a taxpayer may not dis
close to avoid the negligence penalty 
and may disclose to avoid the disre
gard of rules or regulations penalty 
only if the taxpayer's position had a 
reasonable basis. 

SEC. 5. SAFE HARBOR RULE 

The provisions of this revenue pro
cedure will continue to apply for a 
period of 15 days (or until any later 
date agreed to in writing by. the 
appropriate District official upon a 
showing of reasonable cause) from 
the date of written notice to the 
taxpayer that it no longer meets the 
criteria for a CEP taxpayer. Thus, 
with respect to returns that have al
ready been filed but are not yet under 
examination, the written statements 
described in sections 3.01 through 
3.03 above will be treated as qualified 
amended returns or disclosure state
ments, as the case may be, only if 
received no later than 15 days (or any 
later date agreed to in writing by the 
appropriate District official upon a 
showing of reasonable cause) from 
the date of such written notice. Re
turns of the taxpayer filed after the 
date of such written notice are not 
subject to the provisions of this reve
nue procedure. 

SEC. 6. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 85-26, 1985-1 C.B. 580, 
is superseded. 

SEC. 7. EFFECTIVE DATE 

This revenue procedure is effective 
October 31, 1994 . 

26 CFR 601.105: Examination of returns and 
claims for refund, credit, or abatement; deter
mination of correct tax liability. 
(Also Part /, Section 936; 1.936-7.) 

Rev. Proc. 94-70 

SECTION 1. PURPOSE 

This revenue procedure sets forth 
procedures under which a taxpayer 
who has elected the cost sharing 
method permitted under section 
936(h)(5)(C)(i) of the Internal Reve
nue Code may change to the profit 



split method permitted under section 
936(h)(5)(C)(ii) of the Code, or to the 
method permitted under section 
936(h)(1) through (h)(4) for years to 
which the amendments made to sec
tion 936 by section 1231(a)(1) of the 
Tax Reform Act of 1986 (Act), 
1986-3 C.B. (Vol. 1) 478, apply. 

SEC. 2. BACKGROUND 

Section 1231 (a)(l) of the Act 
amended section 936(h)(5)(C)(i)(I) of 
the Code to increase the amount of 
the cost sharing payment to the great
er of (1) 110 percent of the cost of 
product area research multiplied by 
the ratio of possession sales of the 
product to the total sales of the 
affiliated group of all products in the 
product area; or (2) the inclusion or 
payment that would be required un
der section 367(d)(2)(A)(ii) or section 
482 if the section 936 corporation 
were a foreign corporation. 

In view of these amendments, No
tice 87-27, 1987-1 C.B. 471, Notice 
88-97, 1988-2 C.B. 421, and Notice 
89-82, 1989-2 C.B. 402, permitted 
taxpayers who had elected the cost 
sharing method for a taxable year 
beginning before January I, 1987, to 
change to either the profit split meth
od, or to the method permitted under 
section 936(h)(1) through (h)( 4) for 
years to which the amendments ap
ply. Rev. Proc. 89-61, 1989-2 C.B. 
782, amplified those notices by also 
permitting taxpayers who made a cost 
sharing election for a taxable year 
beginning after December 31, 1986, 
to change their cost sharing election. 
The date for electing the change in 
method was further extended in Rev. 
Proc. 90-50, 1990-2 C.B. 624 and 
Rev. Proc. 91-53, 1991-2 C.B. 782. 

Rev. Proc. 92-68, 1992-2 C.B. 433, 
further extended the time period for 
such taxpayers to change their cost 
sharing election. This extension al
lowed taxpayers to change to the 
profit split method by filing an 
amended return not later than one 
hundred and twenty (120) days after 
the date final regulations under sec
tion 482 for transfer pricing were 
published. All other returns that are 
required to be amended as a result of 
the taxpayer changing its method 
were required to be filed no later than 
one year from the date the amended 
return was filed. 

In addition, Rev. Proc. 92-68 only 
permitted taxpayers to change their 

cost sharing election if certain re
quirements regarding the statute of 
limitations on assessment were satis
fied. For each taxable year subject to 
the change, the taxpayer and its ap
propriate affiliates were required to 
keep their statutes open for a period 
of three years from the date on which 
the change in method was required to 
be made. This extension of the statute 
of limitations on assessments had to 
cover all issues arising under section 
936 and related or correlative items. 

The rationale for these extensions 
of the time to make a change in 
method was that a taxpayer could 
only make an informed decision as to 
whether to change its method when 
final regulations defining the com
mensurate with income standard un
der section 482 were issued. Final 
regulations under section 482 provid
ing such guidance were published on 
July 8, 1994. 

SEC. 3. COST SHARING 
COMPUTATION 

.01 GUIDANCE FOR COMMEN
SURATE WITH INCOME STAN
DARD. For taxable years beginning 
after December 31, 1986, the inclu
sion or payment that would be re
quired under section 367(d)(2)(A)(ii) 
or section 482 if the electing corpora
tion were a foreign corporation must 
be commensurate with the income 
attributable to the intangible. Pursu
ant to section 1.482-1(h)(3), in deter
mining the payment that would be 
required under section 482 for this 
purpose, the provisions of sections 
1.482-1 and 1.482-4 apply. To the 
extent relevant to the valuation of 
intangibles, sections 1.482-5 and 
1.482-6 also apply. In particular, if 
the intangible is transferred under an 
arrangement that covers more than 
one year, the consideration charged in 
each taxable year may be adjusted to 
insure that it is commensurate with 
the income attributable to the intangi
ble under the provisions of section 
1.482-4(f)(2). 

Under the statute, the commensu
rate with income standard is generally 
effective for taxable years beginning 
after December 31, 1986. Temporary 
regulations interpreting that standard 
were published on January 21, 1993, 
and are effective only for taxable 
years beginning after April 21, 1993 
(58 F.R. 5263; 1993-1 C.B. 825). 
Final regulations under section 482 

were published on July 8, 1994, and 
are effective for taxable years begin
ning after October 6, 1994 (59 F.R. 
34971; [T.D. 8552, page 93, this 
Bulletin)). Thus, taxable years begin
ning after December 31, 1986, but 
before April 22, 1993, are subject to 
the commensurate with income stan
dard as contained in the statute but 
are generally not subject to the regu
lations interpreting such standard un
less the taxpayer has elected under 
section 1.482-2(j)(2) to apply the final 
regulations for those years. 

Where the taxpayer did not make 
an election under section 
1.482-2(j)(2), the commensurate with 
income standard in that case shall be 
applied using any "reasonable meth
od" consistent with the statute. The 
Service will consider a method that 
applies the commensurate with in
come standard of the temporary or 
final regulations or that applies their 
general principles as a "reasonable 
method" for this purpose. 

.02 EXPORT SALES. With re
spect to taxpayers electing the cost 
sharing method under the separate 
export election pursuant to section 
936(h)(5)(F)(iv)(II), the cost sharing 
payment shall be the greater of (1) 
110 percent of the cost of product 
area research multiplied by the ratio 
of possession sales of the product to 
the total sales of the affiliated group 
of all products in the product area, or 
(2) the inclusion or payment that 
would be required under section 
367(d)(2)(A)(ii) or section 482 if the 
electing corporation were a foreign 
corporation. 

SEC. 4. REQUIREMENTS FOR 
CHANGING ELECTION WITHOUT 
PRIOR CONSENT OF THE 
COMMISSIONER 

.01 IN GENERAL. A taxpayer 
may change its election from the cost 
sharing method to the profit split 
method or to the method permitted 
under section 936(h)(1) through (h)(4) 
without obtaining the advance con
sent of the Commissioner only if the 
requirements of this revenue proce
dure are satisfied. 

.02 CHANGE BY AMENDED 
RETURN. In the case of elections 
made before 1987, taxpayers may 
change their election by filing an 
amended return for the possessions 
corporation's first taxable year begin
ning after December 31, 1986. In the 
case of an election made after 1986, 
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taxpayers may change their election 
by filing an amended return for the 
taxable year of the cost sharing elec
tion. In both cases, the amended 
return must be filed not later than 
December 31, 1994. 

In addition, when the taxpayer 
changes its election pursuant to this 
revenue procedure, subsequent year 
returns of the taxpayer and all rele
vant returns for the year of change 
and subsequent years of the taxpay
er's appropriate affiliates or share
holders must also be amended to 
reflect adjustments resulting from 
that change. All returns that are re
quired to be amended due to the 
taxpayer's changing its method must 
be filed no later than December 31, 
1995. 

.03 WAIVER OF STATUTE OF 
LIMITATIONS ON ASSESSMENT. 
A change in method shall only be 
permitted if, at the time each amend
ed return is filed, the statute of limi
tations on assessment for the taxpayer 
and its appropriate affiliates or share
holders with respect to the taxable 
years subject to the change, will ex
pire no earlier than three years from 
the date on which each amended 
return is filed. In the case of a 
taxable year for which the adjust
ments resulting from the change are 
reflected on the International Exam
iner's Report pursuant to Sec. 4.04, 
the statute of limitations on assess
ment for the taxable year must expire 
no earlier than three years from the 
date of the International Examiner's 
Report on which the change is reflect
ed. Extension of the statute of limita
tions must cover all issues arising 
under section 936 and related or cor
relative items. In addition, permission 
to change the election of method is 
generally available only if the taxpay
er satisfies the requirements of Sec. 4 
of Rev. Proc. 92-68. 

.04 CHANGE OF METHOD 
DURING EXAMINATION OR FOR 
POST-EXAMINATION YEARS. A 
taxpayer that is under examination 
for a taxable year beginning after 
1986, for which an amended return is 
required to be filed under Sec. 4.02, 
may change its election pursuant to 
this revenue procedure without filing 
an amended return. To change its 
election in this manner, the taxpayer 
must provide the required adjust
ments and all supporting documenta
tion for that year to the International 
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Examiner for incorporation into 
Form 3963, the International Examin
er's Report. Returns for subsequent 
years that have been filed, but that 
are not under examination, must be 
amended to reflect adjustments result
ing from the change in method. 

A taxpayer may change from the 
cost sharing method by satisfying the 
requirements of this revenue proce
dure without regard to whether a 
taxable year was previously examined 
and closed, even though adjustments 
must be made due to the change. 
Where a possessions corporation has 
been examined for taxable years after 
1986, and the case has been closed, 
that taxpayer may, nevertheless, 
change from the cost sharing method 
provided that: (1) the taxpayer satis
fies the requirements of Sec. 4 of this 
revenue procedure; (2) the taxpayer 
makes the adjustments for the year of 
change as required under Sec. 5 of 
this revenue procedure; and (3) all 
related adjustments are made for the 
taxpayer or its appropriate affiliates 
or shareholders for all taxable years 
after 1986, for which the cost sharing 
method has been in effect. 

SEC. 5. ADJUSTMENTS 
REQUIRED 

.01 IN GENERAL. In connection 
with a change of election from the 
cost sharing method to the profit split 
method or to the method described 
under section 936(h)(l) through 
(h)(4), certain adjustments may be 
necessary to ensure that an appropri
ate cost sharing payment is made. 

.02 ADJUSTMENTS WITH RE
SPECT TO UNITS OF A POSSES
SION PRODUCT. Adjustments must 
be made with respect to units of a 
possession product that (1) were sold 
by the possessions corporation to 
U.S. or foreign affiliates during a 
taxable year when a cost sharing elec
tion was in effect ("pre-change 
units"), but (2) were not sold or 
leased by such affiliates to third par
ties until the taxable year of the 
change in election or a subsequent 
taxable year ("post-cost sharing 
year"). 

The possessions corporation will be 
required in such cases to make a cost 
sharing payment in any such post-cost 
sharing year equal to the amount of 
the cost sharing payment that would 
have been required in that year if: (1) 
the possessions corporation's cost 

sharing election were still in effect for 
that year; and (2) only sales or leases 
of pre-change units of the possession 
product during that year by the affili
ates were taken into account as pos
session sales under section 
936(h)(5)(C)(i)(I)(c). The amendment 
to the cost sharing computation in 
section 936(h)(5)(C)(i)(I) made by the 
Tax Reform Act of 1986, shall not be 
taken into account for purposes of 
computing the cost sharing payment 
with respect to units of the possession 
product that were sold to U.S. or 
foreign affiliates in taxable years be
ginning before January 1, 1987, and 
with respect to which the cost sharing 
election was in effect. 

.03 ADDITIONAL ADJUST
MENTS. In addition, before the tax
payer will be permitted to change 
from the cost sharing method to the 
profit split method, the following 
three adjustments are required in 
computing combined taxable income 
from the possession product in post
cost sharing taxable years. First, no 
sales or leases of pre-change units of 
the possession product by U.S. affili
ates shall be taken into account in 
computing combined gross income 
from the possession product for the 
taxable year. In other words, such 
sales or leases of pre-change units 
shall not be treated as "covered 
sales. " 

Second, in determining combined 
taxable income, the floor for re
search, development, and experimen
tal costs shall be computed without 
including sales or leases of pre-change 
units as possessions sales. Under sec
tion 936(h)(5)(C)(ii)(II), the research, 
development, and experimental costs 
allocated and apportioned to com
bined gross income cannot be less 
than 120 percent of the cost of prod
uct area research multiplied by the 
ratio of possession sales of the prod
uct to the total sales of the affiliated 
group of all products in the product 
area ("cost sharing floor"). In com
puting the cost sharing fraction in 
order to determine the cost sharing 
floor, sales or leases of pre-change 
units are not included in the numera
tor of the fraction but are included in 
the denominator of the fraction. 

Third, no sales or leases of pre
change units shall be treated as "cov
ered sales" and such sales or leases 
shall not be included in the numera
tor or denominator of the fraction 



used to apportion the cost sharing 
floor to the particular possession 
product for which the computation of 
combined taxable income is being 
made. 

The following example illustrates 
the use of these principles. 

Example. Possessions corporation 
X, a calendar year taxpayer, manu
factures products A and B in a pos
session. X had a cost sharing election 
in effect for taxable years through 
1986. Products A and B are in the 
same product area. The affiliated 

group of which X is a member does 
not produce any other products with
in that product area. X sells all units 
of A and B to its U.S. affiliate for 
marketing to third parties. At the end 
of 1986, the U.S. affiliate had in its 
inventory 40 units of product A 
which it had purchased from X and 
no units of product B. In 1987, the 
U.S. affiliate sold to third parties for 
$10 per unit 100 units of product A, 
including the 40 units that had been 
in its inventory at the end of 1986, 
and 100 units of product B at $10 per 

unit. X changed its election from the 
cost sharing method to the profit split 
method for 1987 and subsequent 
years. The research expenses of the 
affiliated group for 1987 for the 
product area to which A and B be
long are $50. 

X is required to make a cost shar
ing payment in 1987 with respect to 
the 40 units of product A sold by X 
to its U.S. affiliate before 1987 and 
sold by the affiliates to third parties 
in 1987. The cost sharing payment is 
computed as follows: 

Product area research ($50) X Possession sales ($400) = $10 
Total sales ($2,000) 

The combined taxable income from the sale of the other 60 units of product A shall be computed as follows 
(assuming that the gross income from the sales of products A and B is $5 per unit and that there are no expenses 
allocable to the gross income from the sale of product A): 

Step 1. Combined gross income from covered sales of product A (60 x $5) ..................... $300 
Step 2. Research expenses of the affiliated group allocable and apportionable to covered sales of $60 

product A: Product Area Research ($50 x 120070) .................................... . 
Step 3. 
Step 4. 
Step 5. 

Possession Sales ($10 x (60 + 100»................................................. $1,600 
Total sales ($10 x (40 + 60 + 100» ................................................ $2,000 
Share of product area research to be apportioned between covered sales of products A and $48 
B ($1,600/$2,000 x $60) .......................................................... . 

Step 6. 
Step 7. 

Portion of Step 5 attributable to covered sales of product A [60 /(60 + 100)] x $48 ...... $18 
Research expenses of the affiliated group allocable and apportionable under section $15 
1.861-8(e)(3) to covered sales of product A [50 x (601200)] ........................... . 

Step 8. Research expenses of the affiliated group allocated to combined gross income from covered $18 
sales of product A (the greater of Step 6 or Step 7) .................................. . 

Step 9. 
Step 10. 
Step 11. 

Combined taxable income from covered sales of product A (Step 1 minus Step 8) ........ $282 
Share of CTI apportioned to corporation X (50% of Step 9) ........................... $141 
Share of CTI apportioned to U.S. affiliate «Step 1 minus Step 7) minus Step 10) ........ $144 

Section 936(a)(2)(B) provides that 
the possession tax credit will not be 
available to a taxpayer unless 75 per
cent or more of the gross income of 
the a domestic corporation electing 
the application of section 936, is de
rived from the active conduct of a 
trade or business within a possession 
of the United States. This determina
tion must be made for the three year 
period immediately preceding the 
close of the taxable year. A domestic 
corporation that has elected the appli
cation of section 936, and that also 
elects to change from the cost sharing 
method to the profit split method 
under this revenue procedure, may 
apply a special rule to make this 
determination. 

Solely for purposes of determining 
whether the taxpayer meets the re
quirements of section 936(a)(2)(B) for 
the first taxable year to which the 
profit split method applies and for 
any subsequent taxable year, the tax-

payer may treat all income that it or 
its U.S. affiliates derive during the 
taxable year from the sale or lease of 
all units of any possession product to 
non-affiliates or to foreign affiliates 
as "covered sales" (i.e., without re
gard to whether such units had been 
in the inventory of a U.S. affiliate at 
the end of the last taxable year before 
the profit split method applied). 

Taxpayers who are required to 
make the cost sharing payment or to 
adjust the computation of combined 
taxable income in any post-cost shar
ing year under these principles shall 
include information on their return or 
on their amended return for such year 
describing the application of these 
principles to their situations. 

SEC. 6. ALLOWABLE 
DISTRIBUTIONS 

If a taxpayer fails to satisfy either 
the possession source test under sec
tion 936(a)(2)(A) or the active con-

duct of a trade or business test under 
section 936(a)(2)(B) or both tests be
cause the taxpayer elected to change 
its method pursuant to this revenue 
procedure, a distribution can be made 
to prevent disqualification. The distri
bution should be made in a manner 
similar to the distribution under sec
tion 936(h)(4). The distribution may 
be made for each year (or years) 
otherwise subject to disqualification 
for which an amended return (or 
returns) is filed due to the change. 

Such distributions will not qualify 
for a dividends-received deduction. In 
addition, these distributions will be 
treated as giving rise to an underpay
ment of tax for the appropriate share
holders in the year made. Interest will 
be imposed under section 6601 on any 
underpayment that results from this 
distribution. No penalties, however, 
will be imposed. 

Such distributions made to a share
holder who is a nonresident alien 
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individual, or a foreign corporation, 
trust, or estate, shall be treated as 
income which is effectively connected 
with the conduct of a trade or busi
ness conducted through a permanent 
establishment of such shareholder 
within the United States. 

SEC. 7. EFFECT ON OTHER 
DOCUMENTS 

This revenue procedure modifies 
Rev. Proc. 92-68, 1992-2 C.B. 433, 
to the extent that it requires that the 
amended return must be filed by 
December 31, 1994, and that the 
extension of the statute of limitations 
required under Sec. 4.02 of this reve
nue procedure is three years from the 
date that each amended return is 
actually filed. This revenue procedure 
also amplifies and clarifies Notices 
87-27, 1987-1 C.B. 471; 88-97, 
1988-2 C.B. 421; 89-82, 1989-2 C.B. 
402; and Rev. Procs. 89-61, 1989-2 
C.B. 782; 90-50, 1990-2 C.B. 624; 
91-53, 1991-2 C.B. 782; and 92-68, 
1992-2 C.B. 433. 

SEC. 8. EFFECTIVE DATE 

This revenue procedure is effective 
October 14, 1994. 

26 CFR 601.601: Rules and regulations. 
(Also Part J, Sections 4981, 4982.) 

Rev. Proc. 94-71 

SECTION 1. PURPOSE 

This revenue procedure describes 
the circumstances under which the 
Internal Revenue Service will not 
challenge the method used by a real 
estate investment trust (REIT) or reg
ulated investment company (RIC) to 
account for partnership items in de
termining the REIT's or RIC's re
quired distribution under § 4981 or 
§ 4982 of the Internal Revenue Code 
even though the method so used does 
not comply with Rev. Rul. 94-40, 
1994-1 C.B. 274. 

SEC. 2. BACKGROUND 

.01 Section 4981 imposes a nonde
ductible excise tax on a REIT equal 
to 4 percent of the excess, if any, of 
the REIT's required distribution over 
the distributed amount for the calen
dar 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 
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choice of accounting period for feder
al income tax purposes. 

.02 Section 4982 imposes a nonde
ductible excise tax on a RIC equal to 
4 percent of the excess, if any, of the 
RIC's required distribution over the 
distributed amount for the calendar 
year. The required distribution is 
based in part on the RIC's calendar 
year ordinary income and, generally, 
its capital gain net income for the 
12-month period ending on October 
31 of the calendar year, regardless of 
the RIC's choice of accounting period 
for federal income tax purposes. 

.03 Section 706(a) and § 1.706-
l(a)(1) of the Income Tax Regulations 
provide that the taxable income of a 
partner is based on the partner's dis
tributive share of partnership items 
for any partnership taxable year end
ing within or with the partner's tax
able year. 

.04 Rev. Rul. 94-40 provides that a 
REIT or RIC must determine its re
quired distribution under § 4981 or 
§ 4982 by taking partnership items 
into account as they are taken into 
account by the partnership. 

SEC. 3. APPLICATION TO REITS 

.01 In general. For purposes of 
taking partnership items into account 
in determining a REIT's required dis
tribution under § 4981, the Service 
will not challenge consistent use of a 
method to account for items from a 
partnership if the method takes the 
items into account under § 706 and, 
in addition, the REIT either files 
income tax returns on a calendar year 
basis or satisfies section 3.02 of this 
revenue procedure. Because the con
sistency requirement in the preceding 
sentence applies on a partnership by 
partnership basis, use of the method 
described in § 706 does not fail to be 
consistent merely because the REIT 
uses the method described in Rev. 
Rul. 94-40 for interests in another 
partnership. To satisfy the consisten
cy requirement, the method described 
in § 706 must be used consistently 
from year to year (excluding any year 
in which the use of the method is not 
permitted under this revenue proce
dure) for the partnership at issue. 
Thus, the REIT's use of the method 
described in § 706 does not fail to be 
consistent merely because the REIT 
uses the method described in Rev. 
Rul. 94-40 for interests in the part
nership for calendar years in which 

the REIT does not satisfy the tests 
for that partnership and uses the 
method described in § 706 for all 
other calendar years during which this 
revenue procedure is effective. 

.02 Special requirement for fiscal 
year REITs. A REIT that files in
come tax returns on a fiscal year 
basis meets the requirements of this 
section 3.02 if, at all times during the 
calendar year, the REIT holds an 
aggregate interest in profits and capi
tal of the partnership of no more 
than 50 percent and, at each testing 
date that is within the calendar year, 
the REIT has less than 35 percent of 
the value of its total assets represent
ed by interests in partnerships that do 
not have the calendar year as their 
accounting period for federal income 
tax purposes. The testing dates are 
the close of each quarter of the tax
able year of the REIT. For purposes 
of the asset test, a REIT may treat an 
interest in a fiscal year partnership as 
an interest in a calendar year partner
ship if the REIT's taxable year did 
not affect that partnership's taxable 
year under § 706(b) and the REIT 
maintains adequate books and 
records to demonstrate this fact. The 
principles of § 856(c)(5) apply for 
purposes of determining whether fail
ing the asset test causes the REIT to 
lose permission to use the method 
described in § 706. 

SEC. 4. APPLICATION TO RICS 

.01 In general. For purposes of 
taking partnership items into account 
in determining a RIC's required dis
tribution under § 4982, the Service 
will not challenge consistent use of a 
method to account for items from a 
partnership if-

(1) The method takes the items 
into account under § 706; 

(2) The RIC meets the asset test of 
section 4.03 of this revenue proce
dure; and 

(3) At all times during the 12-
month period ending on the last test
ing date (as defined in section 4.03 of 
this revenue procedure) that is within 
the calendar year, the RIC holds an 
aggregate interest in profits and capi
tal of the partnership of no more 
than 50 percent. 

.02 Consistency. The consistency 
requirement in section 4.01 of this 
revenue procedure applies on a part
nership by partnership basis. Thus, 
use of the method described in § 706 



does not fail to be consistent merely 
because the RIC uses the method 
described in Rev. Rul. 94-40 for in
terests in another partnership. To sat
isfy the consistency requirement, the 
method described in § 706 must be 
used consistently from year to year 
(excluding any year in which the use 
of the method is not permitted under 
this revenue procedure) for the part
nership at issue. Thus, the RIC's use 
of the method described in § 706 
does not fail to be consistent merely 
because the RIC uses the method 
described in Rev. Rul. 94-40 for in
terests in the partnership for calendar 
years in which the RIC does not 
satisfy the tests for that partnership 
and uses the method described in 
§ 706 for all other calendar years 
during which this revenue procedure 
is effective. 

26 CFR 601.602: Tax forms and instructions. 

.03 RIC asset test. A RIC meets 
the asset test if, at each testing date 
during the calendar year, the RIC has 
less than 35 percent of the value of its 
total assets represented by interests in 
partnerships. In general, the testing 
dates are the close of each quarter of 
the taxable year of the RIC. Alterna
tively, the testing dates are the close 
of January, April, July, and October, 
if the RIC uses those dates consistent
ly from year to year under this sec
tion 4.03. The principles of § 851(d) 
apply for purposes of determining 
whether failing the asset test causes 
the RIC to lose permission to use the 
method described in § 706. 

SEC. 5. CHANGE IN 
APPLICABILITY OF REV. RUl. 
94-40 

If a REIT or RIC changes the way 
it takes any partnership item into 

account for purposes of determining 
its required distribution under § 4981 
or § 4982 (for example, because the 
REIT or RIC ceases to satisfy the 
asset test of section 3.02 or section 
4.03 of this revenue procedure or the 
REIT's or RIC's interest in a partner
ship increases to more than 50 per
cent during the year), the REIT or 
RIC must take into account as of the 
first day of the calendar year of 
change any adjustments that are nec
essary to prevent the change from 
causing an omission or duplication of 
any partnership item. 

SEC. 6. EFFECTIVE DATE 

This revenue procedure is effective 
for excise tax years ending on or after 
December 31, 1994. 

(Also Part I, Sections 1, 32, 63, 68, 132, 135, 151, 170,513,4001,4003, 6012, 6013; 1.1-1, 1.32-2, 1.63-1, 1.151-4, 1.170-1, 1.6012-1, 1.6013-1.) 
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SECTION. 1. PURPOSE 

This revenue procedure sets forth 
inflation adjusted items for 1995. 

SEC. 2. CHANGES MADE FROM 
PRECEDING YEAR 

.01 The 36070 and 39.6% rates for 
the tax rate tables are adjusted for 

inflation for the first time for 1995. 
The dollar amount limitations for the 
earned income tax credit are adjusted 
for inflation for 1995 after having 
been updated by statute for 1994. 

SEC. 3. 1995 ADJUSTED ITEMS 

.01 Tax Rate Tables. 

4001 & 4003 

The following adjusted tax rate ta
bles are prescribed in lieu of the 
tables in subsections (a), (b), (c), (d), 
and (e) of § 1 of the Internal Reve
nue Code with respect to tax years 
beginning in 1995. 
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TABLE 1 - Section l(a). - MARRIED INDIVIDUALS FILING JOINT RETURNS AND SURVIVING SPOUSES 

If Taxable Income Is: 

Not Over $39,000 

Over $39,000 
but not over $94,250 

Over $94,250 
but not over $143,600 

Over $143,600 
but not over $256,500 

Over $256,500 

TABLE 2 - Section l(b). - HEADS OF HOUSEHOLDS 

If Taxable Income Is: 

Not Over $31,250 

Over $31,250 
but not over $80,750 

Over $80,750 
but not over $130,800 

Over $130,800 
but not over $256,500 

Over $256,500 

The Tax Is: 

15070 of the taxable income 

$5,850 plus 28% of 
the excess over $39,000 

$21,320 plus 31 % of 
the excess over $94,250 

$36,618.50 plus 36% of 
the excess over $143,600 

$77,262.50 plus 39.6% of 
the excess over $256,500 

The Tax Is: 
15 % of the taxable income 

$4,687.50 plus 28% of 
the excess over $31 ,250 

$18,547.50 plus 31% of 
the excess over $80,750 

$34,063 plus 36% of 
the excess over $130,800 

$79,315 plus 39.6% of 
the excess over $256,500 

TABLE 3 - Section l(c). - UNMARRIED INDIVIDUALS (OTHER THAN SURVIVING SPOUSES AND HEADS 
OF HOUSEHOLDS) 

If Taxable Income Is: 
Not Over $23,350 
Over $23,350 

but not over $56,550 
Over $56,550 

but not over $117,950 

Over $117,950 
but not over $256,500 

Over $256,500 

The Tax Is: 
15% of the taxable income 

$3,502.50 plus 28% of 
the excess over $23,350 
$12,798.50 plus 31 % of 
the excess over $56,550 

$31,832.50 plus 36% of 
the excess over $117,950 
$81,710.50 plus 39.6% of 
the excess over $256,500 

TABLE 4 - Section l(d). - MARRIED INDIVIDUALS FILING SEPARATE RETURNS 
If Taxable Income Is: 

If Taxable Income Is: 
Not Over $19,500 
Over $19,500 

but not over $47,125 
Over $47,125 

but not over $71,800 

Over $71,800 
but not over $128,250 

Over $128,250 

TABLE 5 - Section l(e). - ESTATES AND TRUSTS 

If Taxable Income Is: 

Not Over $1,550 
Over $1,550 

but not over $3,700 

Over $3,700 
but not over $5,600 
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The Tax Is: 

The Tax Is: 
15% of the taxable income 
$2,925 plus 28% of 
the excess over $19,500 
$10,660 plus 31 % of 
the excess over $47,125 

$18,309.25 plus 36% of 
the excess over $71,800 
$38,631.25 plus 39.6% of 
the excess over $128,250 

The Tax Is: 

15% of the taxable income 
$232.50 plus 28% of 
the excess over $1,550 

$834.50 plus 31 % of 
the excess over $3,700 



TABLE 5 - Section l(e). - ESTATES AND TRUSTS-Continued 
If Taxable Income Is: 
Over $5,600 

but not over $7,650 
$1,423.50 plus 36070 of 
the excess over $5,600 

Over $7,650 $2,161.50 plus 39.6% of 
the excess over $7,650 

.02 Unearned Income of Minor 
Children Taxed as if Parent's Income 
(the "Kiddie Tax"). 

(1) Section 1 (g) provides that the 
tax on the net unearned income of a 
child under the age of 14 is computed 
at the marginal rate of the child's 
parent. Under § l(g)(4)(A)(ii), net un
earned income generally equals un
earned income less the sum of (I) the 
amount in effect for the tax year 

under § 63(c)(5)(A), plus (II) the 
greater of the amount described in (I) 
or certain itemized deductions. 

(2) The amount in effect for tax 
years beginning in 1995 under 
§ 63(c)(5)(A) is $650. See section 
3.04(2) below. Accordingly, for tax 
years beginning in 1995 net unearned 
income will generally equal unearned 
income less the greater of $1,300 or 
$650 plus certain itemized deductions. 

.03 Earned income tax credit 

(1) Section 32(a)(1) provides an 
earned income tax credit amount for 
certain taxpayers with one child, two 
or more children, or no children. For 
tax years beginning in 1995, the 
"maximum amount of the credit" is 
calculated by multiplying the "earned 
income amount" by the "credit per
centage" as follows: 

Credit Earned Income Maximum Amount 
Type of Taxpayer 

1 child 
2 or more children 
no children 

(2) Section 32(a)(2) provides for 
the phaseout of the earned income 
tax credit. The amount of the reduc
tion in the maximum amount of the 
credit caused by the phaseout is cal-

Type of Taxpayer 

1 child 
2 or more children 
no children 

(3) The Internal Revenue Service 
will prescribe tables showing the 
amount of the earned income tax 
credit for each type of taxpayer. 

Percentage Amount 

34 $6,160 
36 $8,640 
7.65 $4,100 

culated by multiplying the "phaseout 
percentage" by the amount by which 
the taxpayer's adjusted gross income 
(or, if greater, earned income) ex
ceeds the "threshold phaseout 

Threshold 
Phaseout Phaseout 

Percentage Amount 

15.98 $11,290 
20.22 $11,290 
7.65 $ 5,130 

.04 Standard Deduction. 
(1) The following adjusted stan

dard deduction amounts are pre
scribed in lieu of the amounts set 

Filing Status 

MARRIED INDIVIDUALS FILING JOINT RETURNS 
AND SURVIVING SPOUSES 
HEADS OF HOUSEHOLDS 
UNMARRIED INDIVIDUALS (OTHER THAN SURVIVING 
SPOUSES AND HEADS OF HOUSEHOLDS) 
MARRIED INDIVIDUALS FILING A SEPARATE RETURN 

(2) Under § 63(c)(5) for tax years 
beginning in 1995, the standard de
duction for an individual who may be 
claimed as a dependent by another 
taxpayer for a tax year beginning in 
the calendar year in which the indi
vidual's tax year begins, cannot ex
ceed the greater of (A) $650 or (B) 

the amount of the individual's earned 
income. 

(3) Under § 63(f) for tax years be
ginning in 1995, the additional stan
dard deduction amounts for the aged 
and for the blind are $750 for each. 
These amounts are each increased to 
$950 if the individual is also unmar-

of the Credit 

$2,094 
$3,110 
$ 314 

amount." For tax years beginning in 
1995, the "phaseout percentages," 
the "threshold phaseout amounts," 
and the "completed phaseout 
amounts" are as follows: 

Completed 
Phaseout 
Amount 

$24,396 
$26,673 
$ 9,230 

forth in § 63(c)(2) with respect to tax 
years beginning in 1995. 

Standard Deduction 

$6,550 

$5,750 
$3,900 

$3,275 

ried and not a surviving spouse. 
.05 Overall Limitation on Itemized 

Deductions. 
(1) Section 68 provides that the 

amount of itemized deductions other
wise allowable for the tax year shall 
be reduced by the lesser of (1) 3 
percent of the excess of adjusted gross 
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income over the "applicable 
amount," or (2) 80 percent of the 
amount of certain itemized deductions 
otherwise allowable for the tax year. 

(2) The "applicable amount" for 
tax years beginning in 1995 is 
$114,700 ($57,350 in the case of a 
separate return by a married individu
al within the meaning of § 7703). 

.06 Qualified Transportation 
Fringe. 

(1) Section 132(f) provides an ex
clusion from gross income for certain 
employer-provided transportation re
ferred to as a "qualified transporta
tion fringe." A "qualified transporta
tion fringe" means any of the 
following: transportation in a com
muter highway vehicle between the 
employee's residence and place of 
employment, any transit pass, and 

Type of Taxpayer 

Code § l(a) 
Others 

.08 Personal Exemption. 

(1) Section 151 (b) generally allows 
a taxpayer an exemption for himself 
or herself. Section 151(c) generally 
allows a taxpayer additional exemp
tions for dependents as defined in 
§ 152. The personal exemption for 
tax years beginning in 1995 is $2,500. 

Type of Taxpayer 

Code § l(a) 
Code § l(b) 
Code § l(c) 
Code § l(d) 

.09 Insubstantial Benefit Limita
tions for Contributions Associated 
with Charitable Fund-Raising Cam
paigns. 

(1) Section 513(h)( 1 )(A) provides 
that, in the case of certain exempt 
organizations, the term "unrelated 
business income" does not include 
activities relating to the distribution 
of "low cost articles" (as defined in 
§ 513(h)(2» if the distribution of 
such articles is incidental to the solici
tation of charitable contributions. 

(2) Section 3 of Rev. Proc. 90-12, 
1990-1 C.B. 471, as amplified by 
Rev. Proc. 92-49, 1992-1 C.B. 987, 
and as modified by Rev. Proc. 
92-102, 1992-2 C.B. 579, provides 
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qualified parking. Section 132(f)(2)(A) 
limits the exclusion for the aggregate 
of the transportation in a commuter 
highway vehicle and the transit pass 
to $60 per month (the "$60 vehicle/ 
transit" limitation). Section 
132(f)(2)(B) limits the exclusion for 
qualified parking to $155 per month 
(the "$155 parking" limitation). 

(2) For tax years beginning in 
1995, the "$60 vehicle/transit" limi
tation is $60 and the "$155 parking" 
limitation is $160. 

.07 Income from United States 
Savings Bonds for Taxpayers Who 
Pay Qualified Higher Education Ex
penses. 

(1) Section 135 provides an exclu
sion of income from the redemption 
of United States savings bonds for 
taxpayers who pay qualified higher 

Threshold 
Phaseout Amount 

$63,450 
$42,300 

(2) Section 151 (d)(3) provides for 
the phaseout of the tax benefit of the 
personal exemptions allowed by 
§ 151. The reduction in the amount 
of personal exemptions caused by the 
phaseout is calculated by reducing the 
total amount of the personal exemp
tions by 2 percent for each $2,500 

Threshold 
Phaseout Amount 

$172,050 
$143,350 
$114,700 
$ 86,025 

guidelines for determining the deduct
ible amount of contributions under 
§ 170 when the contributors receive 
something in return for their contri
butions. The guidelines provide that 
insubstantial benefits received by the 
contributor (in the context of a chari
table fund-raising campaign) are dis
regarded, which makes the contribu
tion fully deductible under § 170. 
The guidelines further provide the 
following three alternative limitations 
on what are insubstantial benefits: 

(a) The fair market value of all the 
benefits received is not more than 
2-percent of the contribution, or $50 
(the "$50 benefit" limitation), which
ever is less; 

education expenses. Section 135 (b)(2) 
provides for the phaseout of the ex
clusion. The amount of the reduction 
in the exclusion caused by the phase
out is calculated by mUltiplying the 
amount otherwise excludable by a 
fraction. The numerator of the frac
tion is the excess of the taxpayer's 
modified adjusted gross income over 
the threshold amount ($60,000 for 
joint returns or $40,000 for others) 
and the denominator is $30,000 for 
joint returns or $15,000 for others. 

(2) For tax years beginning in 
1995, the amounts of modified ad
justed gross income above which the 
phaseout of the exclusion begins 
("threshold phaseout amounts") and 
the amounts at which the benefit is 
completely phased out ("completed 
phaseout amounts") are as follows: 

Completed 
Phaseout Amount 

$93,450 
$57,300 

increment (or portion thereof) of ad
justed gross income in excess of a 
threshold phaseout amount. For tax 
years beginning in 1995, the 
"threshold phaseout amounts" and 
the "completed phaseout amounts" 
are as follows: 

Completed 
Phaseout Amount After 

$294,550 
$265,850 
$237,200 
$147,275 

(b) The contribution is $25 (the 
"$25 payment" limitation) or more, 
and the only benefits received by the 
donor in return during the calendar 
year have a cost, in the aggregate, of 
not more than a "low cost article" 
under § 513(h)(2); or 

(c) In connection with a request for 
a charitable contribution, the charity 
mails or otherwise distributes free, 
unordered items to patrons, and the 
cost of such items (in the aggregate) 
distributed to any single patron in a 
calendar year is not more than a 
"low cost article" under § 513(h)(2). 

(3) For tax years beginning in 
1995, the "$50 benefit" limitation is 
$66, the "$25 payment" limitation is 



$33, and the "low cost article" limi
tation is $6.60. 

. 10 Luxury A utomobile Excise 
Tax. 

(1) Section 4001(a) imposes an ex
cise tax on the first retail sale of any 
passenger vehicle to the extent the 
price exceeds $30,000 (the "$30,000 
amount"). Section 4003(a) imposes 
an excise tax on the installation of 
parts or accessories on a passenger 
vehicle within six months of the date 
after the vehicle was first placed in 
service, to the extent the price of all 
parts and accessories, including instal
lation, and the price of the vehicle 
exceed the "$30,000 amount." 

(2) The "$30,000 amount" for cal
endar year 1995 is $32,000. 

SEC. 4. COMPUTATION OF 
INFLATION ADJUSTMENTS 

.01 Section 1(f)(I) provides that 
not later than December 15 of each 
calendar year, the Secretary shall pre
scribe inflation-adjusted tax rate ta
bles that apply in lieu of the tax rate 
tables in § 1 with respect to tax years 
beginning in the succeeding calendar 
year. 

Under § 1 (f)(3), the inflation ad
justment for a calendar year is the 
percentage (if any) by which the Con
sumer Price Index (CPI) for the pre
ceding calendar year exceeds the CPI 
for the calendar year 1992. However, 
§ 1(f)(7)(A) provides that in prescrib
ing the inflation adjustments for the 
36 percent and 39.6 percent tax rate 
brackets, the preceding calendar 
year's CPI is compared with the CPI 
for the calendar year 1993. For pur
poses of computing the inflation ad
justment, § 1(f)(4) defines the CPI as 
the average of the 12 monthly cprs 
for the 12-month period ending on 
August 31 of such calendar year. 
Under § 1 (f)(5), the cpr is that for 
all-urban consumers published by the 
Department of Labor. 

Section 1(f)(2)(A) provides that the 
inflation adjustment is reflected in the 
tax rate tables by increasing the mini
mum and maximum dollar amounts 
for each rate bracket. Under 
§ 1(f)(6), an adjusted bracket amount 
is "rounded down" to the nearest 
multiple of $50 ($25 in the case of 
married individuals filing separately). 

.02 Section 1 (g)(4) uses the limita
tion on the standard deduction for 
certain dependents under 
§ 63(c)(5)(A) in computing the 

"kiddie tax." That limitation is ad
justed for inflation under § 63(c)(4). 
The inflation adjustment computation 
under § 63(c)(4) is described below in 
section 4.04. 

.03 Section 32(i) provides that the 
"earned income amounts" and 
"phaseout amounts," which limit the 
earned income tax credit, are adjusted 
for inflation under the method de
scribed in § 1(f)(3), except that the 
preceding calendar year's cpr is com
pared with the cpr for the calendar 
year 1993. Under § 32(i)(2), an ad
justed amount is rounded to the near
est multiple of $10 (or, if the adjusted 
amount is a multiple of $5, it is 
increased to the next highest multiple 
of $10). 

.04 Under § 63(c)(4), the standard 
deduction amounts (including the lim
itation for certain dependents and the 
additional standard deduction 
amounts for the aged and for the 
blind) are adjusted for inflation under 
the method described in § 1(f)(3), 
except that the preceding calendar 
year's CPI is compared with the cpr 
for the calendar year 1987. Under 
§ 1(0(6), an adjusted amount is 
"rounded down" to the nearest mul
tiple of $50 ($25 in the case of the 
basic standard deduction for married 
individuals filing separately). 

.05 Section 68(b)(2) provides that 
the "applicable amount" for the 
overall limitation on itemized deduc
tions is adjusted for inflation under 
the method described in § 1 (f)(3), 
except that the preceding calendar 
year's cpr is compared with the CPI 
for the calendar year 1990. Under 
§ 1 (f)(6), the adjusted "applicable 
amount" is "rounded down" to the 
nearest mUltiple of $50 ($25 in the 
case of married individuals filing sep
arately). 

.06 Section 132(f) provides that the 
limitation on the amount of the ex
clusion from gross income for a qual
ified transportation fringe is adjusted 
for inflation under the method de
scribed in § 1(f)(3). See section 4.01 
above. Under § 132(f)(6)(B), an in
creased amount that is not a multiple 
of $5 is "rounded down" to the next 
lowest multiple of $5. 

.07 Section 135(b )(2)(B) provides 
that the dollar amount at which the 
phaseout of the exclusion (of income 
from the redemption of United States 
savings bonds for taxpayers who pay 
qualified higher education expenses) 

begins is adjusted for inflation under 
the method described in § 1(f)(3) . 
The preceding calendar year's cpr is 
compared with the CPI for the calen
dar year 1992. The adjusted dollar 
amount is rounded to the nearest 
multiple of $50 (if the adjusted figure 
is a multiple of $25, it is increased to 
the next highest multiple of $50) un
der § 135(b)(2)(C). 

.08 Section 151(d)(4)(A) provides 
that the personal exemption amount 
is adjusted for inflation under the 
method described in § 1(f)(3), except 
that the preceding calendar year's 
CPI is compared with the cpr for the 
calendar year 1988. The adjusted ex
emption is "rounded down" to the 
nearest multiple of $50 under 
§ 1 (f)(6). 

Section 151(d)(4)(B) provides that 
the "threshold amounts" at which 
the phaseout of the tax benefit of the 
personal exemptions begins are ad
justed for inflation under the method 
described in § 1 (f)(3), except that the 
preceding calendar year's CPI is com
pared with the CPI for the calendar 
year 1990. Under § 1(0(6), an adjust
ed "threshold amount" is "rounded 
down" to the nearest multiple of $50 
($25 in the case of married individu
als filing separately). 

.09 Section 513(h)(2)(C) provides 
that the maximum cost of a "low 
cost article" is adjusted for inflation 
under the method described in 
§ 1 (f)(3), except that the preceding 
calendar year's cpr is compared with 
the cpr for the calendar year 1987. 

Rev. Proc. 90-12 provides for the 
adjustment of the "low cost article" 
and the "$25 payment" limitations in 
that revenue procedure as provided 
under § 513(h)(2)(C). The "$50 bene
fit" limitation in that revenue proce
dure is adjusted in the same manner. 

.10 Section 4001 (e) provides that 
the "$30,000 amount" threshold for 
the excise tax on a luxury automobile 
in §§ 4001(a) and 4003(a) is adjusted 
for inflation. The adjustment, before 
rounding, is the excess of (A) the 
"$30,000 amount" increased by the 
method described in § 1(f)(3), except 
that the preceding calendar year's 
cpr is compared with the cpr for the 
calendar year 1990, over (B) the dol
lar amount in effect under § 4001 (a) 
for the calendar year. Under 
§ 4001(e)(I)(B), the adjusted 
"$30,000 amount" is "rounded 
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down" to the nearest mUllIplt: ot 
$2,000. 

Section 4001 (e)(1) further provides 
that the adjusted and rounded 
amount shall apply to the calendar 
year subsequent to the year ,In .. ;,,_n 
the cost of living calculatlOm are 
based. This means that the inflation 
adjustment factor for the $30,000 
amount for tax years beginning in 
1995 is computed by comparing the 
CPI for calendar year 1993 with the 
CPI for the calendar year 1990. 

SEC. 5. 1995 INFLATION 
ADJUSTMENT FACTORS 

.01 1993 base year adjustments. 
The CPI for 1994 is 146.9000000000 
and the CPI for 1993 is 
143.1750000000. This results in an 
inflation adjustment factor of 
1.0260171119. This factor applies to 
the 36 percent and 39.6 percent 
brackets of the tax rate tables, and to 
the earned income tax credit for tax 
years beginning in 1995. 

. 02 1992 base year adjustments. 
The CPI for 1994 is 146.9000000000 
and the CPI for 1992 is 
138.9250000000. This results in an 
inflation adjustment factor of 
1.0574050747. This factor applies to 
the 15 percent, 28 percent, and 31 
percent brackets of the tax rate ta
bles, to the qualified higher education 
expense exclusion, and to the quali
fied transportation fringe limitations 
for tax years beginning in 1995. 

.03 1990 base year adjustments. (1) 
The CPI for 1994 is 146.9000000000 
and the CPI for 1990 is 
128.0583333333. This results in an 
inflation adjustment factor of 
1.1471334678. This factor applies to 
the phaseout of personal exemptions 
and to the limitation on itemized 
deductions for tax years beginning in 
1995. 

(2) The CPI for 1993 is 
143.1750000000 and the CPI for 1990 
is 128.0583333333. This results in an 
inflation adjustment factor of 
1.1180451617. This factor applies to 
the luxury automobile excise tax 
threshold for tax years beginning in 
1995. 

.04 1988 base year adjustments. 
The CPI for 1994 is 146.9000000000 
and the CPI for 1988 IS 

116.6166666667. This results in an 
inflation adjustment factor of 
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12596827212. This factor applies to 
the personal exemption for tax years 
beginning in 1995. 

.05 1987 base year adjustments. 
The CPI for 1994 is 146.9000000000 
dnd the CPI for 1987 is 
111.9833333333. This results in an 
inflation adjustment factor of 
1. 3118023515. This factor applies to 
the "kiddie tax," the standard deduc
tion amounts, and the insubstantial 
benefit limitations for charitable con
tributions for tax years beginning in 
1995. 

SEC. 6. EFFECTIVE DATE 

For income tax purposes, this reve
nue procedure applies to tax years 
beginning in 1995. For excise tax 
purposes, this revenue procedure ap
plies to transactions occurring in cal
endar year 1995. 

26 CFR 601.105: Examination of returns and 
claims for refund, credit, or abatement; deter
mination of correct tax liability. 
(Also Part I, Sections 62, 162, 274, 1016; 
1.62-2, 1.162-17, 1.274-5T, 1.274(d)-1, 1.1016-
3.) 

Rev. Proc. 94-73 

SECTION 1. PURPOSE 

This revenue procedure updates 
Rev. Proc. 93-51, 1993-2 C.B. 593, 
by providing optional standard mile
age rates for employees, self
employed individuals, or other tax
payers to use in computing the 
deductible costs paid or incurred on 
or after January 1, 1995, of operating 
a passenger automobile for business, 
charitable, medical, or moving ex
pense purposes. This revenue proce
dure also provides rules under which 
the amount of ordinary and necessary 
expenses of local travel or transporta
tion away from home that are paid or 
incurred by an employee will be 
deemed substantiated under § 1.274-
5T of the temporary Income Tax 
Regulations when a payor (the em
ployer, its agent, or a third party) 
provides a mileage allowance under a 
reimbursement or other expense al
lowance arrangement to pay for such 
expenses. Use of a method of sub
stantiation described in this revenue 
procedure is not mandatory and a 
taxpayer may use actual allowable 
expenses if the taxpayer maintains 
adequate records or other sufficient 
evidence for proper substantiation. 

SEC. 2. SUMMARY OF STANDARD 
MILEAGE RATES 

Business 
(Sec. 5 below) 
Rural Mail 
Carrier 
(Sec. 6 below) 
Charitable 
(Sec. 7 below) 
Medical and 
Moving 

30 cents per mile 

45 cents per mile 

12 cents per mile 

(Sec. 7 below) 9 cents per mile 

SEC. 3. BACKGROUND 

.01 Section 162(a) of the Internal 
Revenue Code allows a deduction for 
all the ordinary and necessary expens
es paid or incurred during the taxable 
year in carrying on any trade or 
business. Under that provision, an 
employee or self-employed individual 
may deduct the cost of operating a 
passenger automobile to the extent 
that it is used in a trade or business. 
However, under § 262, no portion of 
the cost of operating a passenger 
automobile that is attributable to per
sonal use is deductible . 

.02 Section 274(d) provides, in 
part, that no deduction shall be al
lowed under § 162 with respect to 
any listed property (as defined in 
§ 280F(d)(4) to include passenger au
tomobiles and any other property 
used as a means of transportation) 
unless the taxpayer complies with cer
tain substantiation requirements. The 
section further provides that regula
tions may prescribe that some or all 
of the substantiation requirements do 
not apply to an expense that does not 
exceed an amount prescribed by such 
regulations. 

.03 Section 1.274(d)-1 in part, 
grants the Commissioner the authori
ty to prescribe rules relating to mile
age allowances for ordinary and nec
essary expenses of local travel and 
transportation away from home. Pur
suant to this grant of authority, the 
Commissioner may prescribe rules un
der which such allowances, if in ac
cordance with reasonable business 
practice, will be regarded as (1) equiv
alent to substantiation, by adequate 
records or other sufficient evidence, 
of the amount of such travel and 
transportation expenses for purposes 
of § 1.274-5T(c), and (2) satisfying 
the requirements of an adequate ac
counting to the employer of the 
amount of such expenses for purposes 
of § 1.274-5T(f). 



.04 Section 62(a)(2)(A) allows an 
employee, in determining adjusted 
gross income, a deduction for the 
expenses allowed by Part VI (§ 161 
and following), subchapter B, chapter 
1 of the Code, paid or incurred by 
the employee in connection with the 
performance of services as an em
ployee under a reimbursement or oth
er expense allowance arrangement 
with a payor. 

. 05 Section 62(c) provides that an 
arrangement will not be treated as a 
reimbursement or other expense al
lowance arrangement for purposes of 
§ 62(a)(2)(A) if it-

(1) does not require the employee 
to substantiate the expenses covered 
by the arrangement to the payor, or 

(2) provides the employee with 
the right to retain any amount in 
excess of the substantiated expenses 
covered under the arrangement. 

Section 62(c) further provides that 
the substantiation requirements de
scribed therein shall not apply to any 
expense to the extent that, under the 
grant of regulatory authority pre
scribed in § 274(d), the Commission
er has provided that substantiation is 
not required for such expense. 

.06 Under § 1.62-2(c)(1) a reim
bursement or other expense allowance 
arrangement satisfies the requirements 
of § 62(c) if it meets the requirements 
of business connection, substantia
tion, and returning amounts in excess 
of expenses as specified in the regula
tions. Section 1.62-2(e)(2) specifically 
provides that substantiation of certain 
business expenses in accordance with 
rules prescribed under the authority 
of § 1.274(d)-1 will be treated as 
substantiation of the amount of such 
expenses for purposes of § 1.62-2. 
Under § 1.62-2(f)(2), the Commis
sioner may prescribe rules under 
which an arrangement providing mile
age allowances will be treated as satis
fying the requirement of returning 
amounts in excess of expenses, even 
though the arrangement does not re
quire the employee to return the por
tion of such an allowance that relates 
to miles of travel substantiated and 
that exceeds the amount of the em
ployee's expenses deemed substantiat
ed pursuant to rules prescribed under 
§ 274(d), provided the allowance is 
reasonably calculated not to exceed 
the amount of the employee's expens
es or anticipated expenses and the 
employee is required to return any 

portion of such an allowance that 
relates to miles of travel not substan
tiated. 

.07 Section 1.62-2(h)(2)(i)(B) pro
vides that if a payor pays a mileage 
allowance under an arrangement that 
meets the requirements of § 1.62-
2(c)(l), the portion, if any, of the 
allowance that relates to miles of 
travel substantiated in accordance 
with § 1.62-2(e), that exceeds the 
amount of the employee's expenses 
deemed substantiated for such travel 
pursuant to rules prescribed under 
§§ 274(d) and 1.274(d)-1, and that 
the employee is not required to re-' 
turn, is subject to withholding and 
payment of employment taxes. See 
§§ 31.3121(a)-3, 31.3231(e)-3, 
31.3306(b)-2, and 31.3401(a)-4. Be
cause the employee is not required to 
return this excess portion, the reason
able period of time provisions of 
§ 1.62-2(g) (relating to the return of 
excess amounts) do not apply to this 
excess portion. 

.08 Under § 1.62-2(h)(2)(i)(B)(4), 
the Commissioner may, in his discre
tion, prescribe special rules regarding 
the timing of withholding and pay
ment of employment taxes on mileage 
allowances. 

SEC. 4. DEFINITIONS 

.01 Standard mileage rate. The 
term "standard mileage rate" means 
the applicable amount provided by 
the Service for optional use by em
ployees or self-employed individuals 
in computing the deductible costs of 
operating passenger automobiles 
owned by them (including vans, pick
ups, or panel trucks) for business 
purposes, or by taxpayers in comput
ing the deductible costs of operating 
passenger automobiles for charitable, 
medical, or moving expense purposes. 

.02 Transportation expenses. The 
term "transportation expenses" 
means the expenses of operating a 
passenger automobile for local travel 
or transportation away from home. 

.03 Mileage allowance. The term 
"mileage allowance" means a pay
ment under a reimbursement or other 
expense allowance arrangement that 
meets the requirements specified in 
§ 1.62-2(c)(1) and that is 

(1) paid with respect to the ordi
nary and necessary business expenses 
incurred, or which the payor reason
ably anticipates will be incurred, by 
an employee for transportation ex-

penses in connection with the perfor
mance of services as an employee of 
the employer, 

(2) reasonably calculated not to 
exceed the amount of the expenses or 
the anticipated expenses, and 

(3) paid at the applicable stan
dard mileage rate, a flat rate or stated 
schedule, or in accordance with any 
other Service-specified rate or sched
ule . 

.04 Flat rate or stated schedule. A 
mileage allowance is paid· at a flat 
rate or stated schedule if it is provid
ed on a uniform and objective basis 
with respect to the expenses described 
in section 4.03. Such allowance may 
be paid periodically at a fixed rate, at 
a cents-per-mile rate, at a variable 
rate based on a stated schedule, at a 
rate that combines any of these rates, 
or on any other basis that is consis
tently applied and in accordance with 
reasonable business practice. Thus, 
for example, a periodic payment at a 
fixed rate to cover the fixed costs 
(including depreciation, insurance, 
registration and license fees, and per
sonal property taxes) of driving an 
automobile in connection with the 
performance of services as an em
ployee of the employer, coupled with 
a periodic payment at a cents-per-mile 
rate to cover the operating costs (in
cluding gasoline and all taxes thereon, 
oil, tires, and routine maintenance 
and repairs) of using an automobile 
for such purposes, is an allowance 
paid at a flat rate or stated schedule. 
Likewise, a periodic payment at a 
variable rate based on a stated sched
ule for different locales to cover the 
costs of driving an automobile in 
connection with the performance of 
services as an employee is an allow
ance paid at a flat rate or stated 
schedule. 

SEC. 5. BUSINESS STANDARD 
MILEAGE RATE 

.01 In general. The standard mile
age rate for transportation expenses 
paid or incurred on or after January 
1, 1995, is 30 cents per mile for all 
miles of use for business purposes. 
This business standard mileage rate 
will be adjusted annually (to the ex
tent warranted) by the Service, and 
any such adjustment will be applied 
prospectively. 

.02 Use of the business standard 
mileage rate. A taxpayer may, on a 
yearly basis, deduct an amount equal 
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to either the business standard mile
age rate times the number of business 
miles traveled or the actual costs 
(both operating and fixed) paid or 
incurred by the taxpayer that are 
allocable to traveling those business 
miles. 

.03 Business standard mileage rate 
in lieu of operating and fixed costs. A 
deduction computed using the stan
dard mileage rate for business miles is 
in lieu of operating and fixed costs of 
the automobile allocable to business 
purposes. Such items as depreciation, 
maintenance and repairs, tires, gaso
line (including all taxes thereon), oil, 
insurance, and registration fees are 
included in operating and fixed costs. 

.04 Parking fees, tolls, interest, and 
taxes. Parking fees and tolls attribut
able to use of the automobile for 
business purposes may be deducted as 
separate items. Likewise, inierest re
lating to the purchase of the automo
bile as well as state and local taxes 
(other than those included in the cost 
of gasoline) may be deducted as sepa
rate items, but only to the extent that 
the interest and taxes are allowable 
deductions under § 163 or 164 respec
tively. If the automobile is operated 
less than 100 percent for business 
purposes, an allocation is required to 
determine the business and nonbusi
ness portion of the taxes and interest 
deduction allowable. However, 
§ 163(h)(2)(A) expressly provides that 
interest is nondeductible personal in
terest when it is paid or accrued on 
indebtedness properly allocable to the 
trade or business of performing ser
vices as an employee. Section 164 also 
expressly provides that state and local 
taxes that are paid or accrued by a 
taxpayer in connection with an acqui
sition or disposition of property will 
be treated as part of the cost of the 
acquired property or as a reduction in 
the amount realized on the disposi
tion of such property. 

.05 Depreciation. For automobiles 
placed in service for business pur
poses after December 31, 1979, and 
for which the business standard mile
age rate has been used for any year, 
depreciation will be considered to 
have been allowed at the rate of 7 
cents a mile for 1980 and 1981; 7.5 
cents a mile for 1982; 8 cents a mile 
for 1983, 1984, and 1985; 9 cents a 
mile for 1986; 10 cents a mile for 
1987; 10.5 cents a mile for 1988; 11 
cents a mile for 1989, 1990, and 1991; 

818 1994-2 C.B. 

and 11.5 cents a mile for 1992 and 
1993; and 12 cents a mile for 1994 
and 1995 for those years in which the 
standard mileage rate was used. If 
actual costs were used for one or 
more of those years, the rates above 
will not apply to any year in which 
such costs were used. The deprecia
tion described above will reduce the 
basis of the automobile (but not be
low zero) in determining adjusted ba
sis as required by § 1016. 

. 06 Limitations. 
(1) The business standard mileage 

rate may not be used to compute the 
deductible expenses of (a) vehicles 
used for hire, such as taxicabs, (b) 
two or more automobiles used simul
taneously (such as in fleet opera
tions), or (c) any vehicle that is 
leased, rather than owned, by the 
taxpayer. 

(2) The business standard mileage 
rate may not be used if (a) the 
automobile has previously been de
preciated using a method other than 
straight-line for its estimated useful 
life, (b) additional first-year deprecia
tion has been claimed, or (c) the 
taxpayer has used the Accelerated 
Cost Recovery System (ACRS) under 
§ 168. By using the business standard 
mileage rate, the taxpayer has elected 
to exclude the automobile from 
ACRS pursuant to § 168(f)(l). If, 
after using the business standard 
mileage rate, the taxpayer uses actual 
costs, the taxpayer must use straight
line depreciation for the automobile's 
estimated useful life (subject to the 
applicable depreciation deduction lim
itations under § 280F for any passen
ger automobile). 

SEC. 6. RURAL MAIL CARRIER 
SPECIAL MILEAGE RATE 

.01 Special mileage rate. For tax
able years beginning after December 
31, 1987, § 6008 of the Technical and 
Miscellaneous Revenue Act of 1988 
1988-3 C.B. 347, allows employees of 
the United States Postal Service to 
use a special mileage rate in comput
ing the amount allowable as a deduc
tion for business use of an automo
bile in performing qualifying services. 
Qualifying services are services in
volving the collection and delivery of 
mail on a "rural route," as that term 
is defined by the Postal Service. The 
special mileage rate is equal to 150 
percent of the business standard mile
age rate, and is 45 cents per mile for 

transportation expenses paid or in
curred on or after January 1, 1995 
(150 percent of the business standard 
mileage rate of 30 cents per mile). 
The special mileage rate applies to all 
business use of an automobile while 
performing qualifying services. It will 
be adjusted annually (to the extent 
warranted) by the Service to reflect 
changes in the business standard mile
age rate, and any such adjustment 
will be applied prospectively . 

.02 Depreciation. In determining 
the adjusted basis of an automobile 
used to perform qualifying services, 
depreciation will be computed as pro
vided in section 5.05, except as pro
vided in section 6.03. 

.03 Special depreciation rules. The 
special mileage rate is not available 
for any automobile if, for any taxable 
year beginning after December 31, 
1987, the employee claims deprecia
tion for such automobile. For this 
purpose, claiming depreciation means 
the deduction of any amount under 
§§ 167, 168, or 179 (including any 
such deduction attributable to use in 
a trade or business that does not 
involve the performance of qualifying 
services). The availability of the spe
cial mileage rate is not affected by 
depreciation claimed for taxable years 
beginning before January 1, 1988. 
Thus, the special mileage rate is avail
able even if the automobile was fully 
depreciated in taxable years beginning 
before January 1, 1988, and regard
less of the year the automobile was 
placed in service. 

.04 Rural mail carrier special mile
age rate in lieu of operating and fixed 
costs. The rules provided under 
§ 5.03 also apply to use of the special 
mileage rate. 

.05 Parking fees, tolls, interest, and 
taxes. The rules provided under sec
tion 5.04 also apply to the use of the 
special mileage rate. 

SEC. 7. CHARITABLE, MEDICAL, 
AND MOVING STANDARD 
MILEAGE RATE 

.01 Charitable. Section 170(i) pro
vides a standard mileage rate of 12 
cents per mile for purposes of com
puting the charitable deduction for 
use of a passenger automobile in 
connection with rendering gratuitous 
services to a charitable organization 
under § 170. 

.02 Medical and moving. The stan
dard mileage rate is 9 cents per mile 



for use of a passenger automobile (a) 
to obtain medical care described in 
§ 213, or (b) as part of a move for 
which the expenses are deductible un
der § 217. The standard mileage rates 
for medical and moving transporta
tion expenses will be adjusted annual
ly (to the extent warranted) by the 
Service, and any such adjustment will 
be applied prospectively. 

.03 Charitable, medical, or moving 
expense standard mileage rate in lieu 
of operating expenses. A deduction 
computed using the applicable stan
dard mileage rate for charitable, med
ical, or moving expense miles is in 
lieu of operating expenses (including 
gasoline and oil) of the automobile 
allocable to such purposes. Costs for 
such items as depreciation, mainte
nance and repairs, tires, insurance, 
and registration fees are not deduct
ible, and are not included in such 
standard mileage rates. 

.04 Parking fees, tolls, interest, and 
taxes. Parking fees and tolls attribut
able to the use of the automobile for 
charitable, medical, or moving ex
pense purposes may be deducted as 
separate items. Likewise, interest re
lating to the purchase of the automo
bile as well as state and local taxes 
(other than those included in the cost 
of gasoline) may be deducted as sepa
rate items, but only to the extent that 
the interest and taxes are allowable 
deductions under § 163 or 164, re
spectively. 

SEC. 8. FIXED AND VARIABLE 
RATE ALLOWANCE 

.01 In general. 
(1) The ordinary and necessary 

expenses paid or incurred by an em
ployee in driving an automobile in 
connection with the performance of 
services as an employee of the em
ployer will be deemed substantiated 
(in an amount determined under sec
tion 9) when a payor reimburses such 
expenses with a mileage allowance 
using a flat rate or stated schedule 
that combines periodic fixed and vari
able rate payments that meet all the 
requirements of this section (a FAVR 
allowance). 

(2) The amount of a FA VR al
lowance must be based on data that 
(a) is derived from the base locality, 
(b) reflects retail prices paid by con
sumers, and (c) is reasonable and 
statistically defensible in approximat-

ing the actual expenses of employees 
receiving the allowance. 

.02 Definitions. 
(1) FA VR allowance. A FAVR 

allowance includes periodic fixed pay
ments and periodic variable pay
ments. A payor may maintain more 
than one FAVR allowance. A FAVR 
allowance that uses the same payor, 
standard automobile (or an automo
bile of the same make and model that 
is comparably equipped), retention 
period, and business use percentage is 
considered one FA VR allowance, 
even though other features of the 
allowance may vary. A FA VR allow
ance also includes any optional high 
mileage payments; however, such op
tional high mileage payments are in
cluded in the employee's gross in
come, are reported as wages or other 
compensation on the employee's 
Form W-2, and are subject to with
holding and payment of employment 
taxes when paid. See section 9.05. An 
optional high mileage payment covers 
the additional depreciation for a stan
dard automobile attributable to busi
ness miles driven and substantiated by 
the employee for a calendar year in 
excess of the annual business mileage 
for that year. If an employee is cov
ered by the FA VR allowance for less 
than the entire calendar year, the 
annual business mileage may be pro
rated on a monthly basis for purposes 
of the preceding sentence. 

(2) Periodic fixed payment. A 
periodic fixed payment covers the 
projected fixed costs (including depre
ciation, insurance, registration and li
cense fees, and personal property tax
es) of driving a standard automobile 
in connection with the performance 
of services as an employee of the 
employer in a base locality, and must 
be paid at least quarterly. A periodic 
fixed payment may be computed by 
(a) dividing the total projected fixed 
costs for the standard automobile for 
all years of the retention period, de
termined at the beginning of the re
tention period, by the number of 
periodic fixed payments in the reten
tion period, and (b) multiplying the 
resulting amount by the business use 
percentage. 

(3) Periodic variable payment. A 
periodic variable payment covers the 
projected operating costs (including 
gasoline and all taxes thereon, oil, 
tires, and routine maintenance and 
repairs) of driving a standard auto-

mobile in connection with the perfor
mance of services as an employee of 
the employer in a base locality, and 
must be paid at least quarterly. The 
rate of a periodic variable payment 
for a computation period may be 
computed by dividing the total pro
jected operating costs for the stan
dard automobile for the computation 
period, determined at the beginning 
of the computation period, by the 
computation period mileage. A com
putation period can be any period of 
a year or less. Computation period 
mileage is the total mileage (business 
and personal) a payor reasonably 
projects a standard automobile will 
be driven during a computation peri
od and equals the retention mileage 
divided by the number of computa
tion periods in the retention period. 
For each business mile substantiated 
by the employee for the computation 
period, the periodic variable payment 
must be paid at a rate that does not 
exceed the rate for that computation 
period. 

(4) Base locality. A base locality 
is the particular geographic locality or 
region of the United States in which 
the costs of driving an automobile in 
connection with the performance of 
services as an employee of the em
ployer are generally paid or incurred 
by the employee. Thus, for purposes 
of determining the amount of fixed 
costs, the base locality is generally the 
geographic locality or region in which 
the employee resides. For purposes of 
determining the amount of operating 
costs, the base locality is generally the 
geographic locality or region in which 
the employee drives the automobile in 
connection with the performance of 
services as an employee of the em
ployer. 

(5) Standard automobile. A stan
dard automobile is the automobile 
selected by the payor on which a 
specific FA VR allowance is based. 

(6) Standard automobile cost. 
The standard automobile cost for a 
calendar year may not exceed 95 per
cent of the sum of (a) the retail dealer 
invoice cost of the standard automo
bile in the base locality, and (b) state 
and local sales or use taxes applicable 
on the purchase of such an automo
bile. Further, the standard automo
bile cost may not exceed $25,200. 

(7) Annual mileage. Annual mile
age is the total mileage (business and 
personal) a payor reasonably projects 
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a standard automobile will be driven 
during a calendar year. Annual mile
age equals the annual business mile
age divided by the business use per
centage. 

(8) Annual business mileage. An
nual business mileage is the mileage a 
payor reasonably projects a standard 
automobile will be driven by an em
ployee in connection with the perfor
mance of services as an employee of 
the employer during the calendar 
year, but may not be less than 6,250 
miles for a calendar year. Annual 
business mileage equals the annual 
mileage multiplied by the business use 
percentage. 

(9) Business use percentage. A 
business use percentage is determined 
by dividing the annual business mile
age by the annual mileage. The busi
ness use percentage may not exceed 
75 percent. In lieu of demonstrating 
the reasonableness of the business use 
percentage based on records of total 
mileage and business mileage driven 
by the employees annually, a payor 
may use a business use percentage 
that is less than or equal to the 
following percentages for a FA VR 
allowance that is paid for the follow
ing annual business mileage: 

Annual business 
mileage 
6,250 or more but less 

than 10,000 

Business use 
percentage 
45 percent 

10,000 or more but less 55 percent 
than 15,000 

15,000 or more but less 65 percent 
than 20,000 

20,000 or more 75 percent 
(10) Retention period. A reten

tion period is the period in calendar 
years selected by the payor during 
which the payor expects an employee 
to drive a standard automobile in 
connection with the performance of 
services as an employee of the em
ployer before the automobile is re
placed. Such period may not be less 
than two calendar years. 

(11) Retention mileage. Retention 
mileage is the annual mileage multi
plied by the number of calendar years 
in the retention period. 

(12) Residual value. The residual 
value of a standard automobile is the 
projected amount for which it could 
be sold at the end of the retention 
period after being driven the retention 
mileage. The Service will accept the 
following safe harbor residual values 
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for a standard automobile computed 
as a percentage of the standard auto
mobile cost: 

Retention period Residual value 
2-year 70 percent 
3-year 60 percent 
4-year 50 percent 

.03 FA VR allowance in lieu of 
operating and fixed costs. 

(1) Except as provided in section 
8.03(2), a deduction computed using 
a FA VR allowance is in lieu of all the 
operating and fixed costs paid or 
incurred by an employee in driving 
the automobile in connection with the 
performance of services as an em
ployee of the employer. 

(2) Parking fees and tolls attrib
utable to an employee driving the 
standard automobile in connection 
with the performance of services as 
an employee of the employer are not 
included in fixed and operating costs 
and may be deducted as a separate 
items. Similarly, interest relating to 
the purchase of the standard automo
bile may be deducted as a separate 
item, but only to the extent that the 
interest is an allowable deduction un
der § 163. 

.04 Depreciation. 
(1) A FAVR allowance may not 

be paid with respect to an automobile 
for which the employee has claimed 
(a) depreciation using a method other 
than straight-line for its estimated 
useful life, (b) additional first-year 
depreciation, or (c) depreciation using 
ACRS under § 168. If an employee 
uses actual costs for an automobile 
that has been covered by a FA VR 
allowance, the employee must use 
straight-line depreciation for the auto
mobile's estimated useful life (subject 
to the applicable depreciation deduc
tion limitations under § 280F for any 
passenger automobile). 

(2) The total amount of the de
preciation component for the reten
tion period taken into account in 
computing the periodic fixed pay
ments for that retention period may 
not exceed the excess of the standard 
automobile cost over the residual val
ue of the standard automobile. In 
addition, the total amount of such 
depreciation component may not ex
ceed the sum of the annual § 280F 
limitations on depreciation (in effect 
at the beginning of the retention peri
od) that apply to the standard auto
mobile during the retention period. 

(3) The depreciation included in 
each periodic fixed payment portion 
of a FA VR allowance paid with re
spect to an automobile will reduce the 
basis of the automobile (but not be
low zero) in determining adjusted ba
sis as required by § 1016. See section 
8.07(2) for the requirement that the 
employer report the depreciation 
component of a periodic fixed pay
ment to the employee. 

.05 FA VR allowance limitations. 
(1) A FAVR allowance may be 

paid only to an employee who sub
stantiates to the payor for a calendar 
year at least 5,000 miles driven in 
connection with the performance of 
services as an employee of the em
ployer or, if greater, 80 percent of the 
annual business mileage of that 
FA VR allowance. If the employee is 
covered by the FA VR allowance for 
less than the entire calendar year, 
these limits may be prorated on a 
monthly basis. 

(2) A FA VR allowance may not 
be paid to a control employee (as 
defined in § 1.6I-2I(f)(5) and (6), 
excluding the $100,000 limitation in 
paragraph (f)(5)(iii». 

(3) At no time during a calendar 
year maya majority of the employees 
covered by a FA VR allowance be 
management employees. 

(4) At all times during a calendar 
year at least 10 employees of an 
employer must be covered by one or 
more FAVR allowances. 

(5) A FA VR allowance may be 
paid only with respect to an automo
bile (a) owned by the employee re
ceiving the payment, (b) the cost of 
which, when new, is at least 90 per
cent of the standard automobile cost 
taken into account for purposes of 
determining the FA VR allowance for 
the first calendar year the employee 
receives the allowance with respect to 
that automobile, and (c) the model 
year of which does not differ from 
the current calendar year by more 
than the number of years in the 
retention period. 

(6) The insurance cost compo
nent of a FA VR allowance must be 
based on the rates charged in the base 
locality for insurance coverage on the 
standard automobile during the cur
rent calendar year without taking into 
account such rate-increasing factors 
as poor driving records or young 
drivers. 



(7) A FA VR allowance may be 
paid only to an employee whose in
surance coverage limits on the auto
mobile with respect to which the 
FA VR allowance is paid are at least 
equal to the insurance coverage limits 
used to compute the periodic fixed 
payment under that FA VR allowance. 

.06 Employee reporting. Within 30 
days after an employee's automobile 
is initially covered by a FA VR allow
ance, or is again covered by a FA VR 
allowance if such coverage has 
lapsed, the employee by written decla
ration must provide the payor with 
the following information: (a) the 
make, model, and year of the auto
mobile owned by the employee, (b) 
written proof of the insurance cover
age limits on the automobile, (c) the 
odometer reading of the automobile, 
(d) the purchase price of the automo
bile, and (e) whether the employee 
has claimed depreciation with respect 
to the automobile using any of the 
depreciation methods prohibited by 
section 8.04(1). The information de
scribed in (a), (b), and (c) of the 
preceding sentence also must be sup
plied by the employee to the payor 
within 30 days after the beginning of 
each calendar year that the employ
ee's automobile is covered by a 
FAVR allowance. 

.07 Payor recordkeeping and re
porting. 

(1) The payor or its agent must 
maintain written records setting forth 
(a) the statistical data and projections 
on which the FA VR allowance pay
ments are based, and (b) the informa
tion provided by the employees pur
suant to section 8.06. 

(2) Within 30 days of the end of 
each calendar year, the employer 
must provide each employee covered 
by a FA VR allowance during that 
year with a statement listing the 
amount of depreciation included in 
each periodic fixed payment portion 
of the FA VR allowance paid during 
that calendar year and explaining that 
by receiving a FA VR allowance the 
employee has elected to exclude the 
automobile from ACRS pursuant to 
§ 168(f)(1). 

.08 Failure to meet section 8 re
quirements. If an employee receives a 
mileage allowance that fails to meet 
one or more of the requirements of 
section 8, the employee may not be 
treated as covered by any FA VR 
allowance of the payor during the 

period of such failure. Nevertheless, 
the expenses to which that mileage 
allowance relates may be deemed sub
stantiated using the method described 
in sections 5, 9.01(1), and 9.02 to the 
extent the requirements of those sec
tions are met. 

SEC. 9. APPLICATION 

.01 If a payor pays a mileage 
allowance in lieu of reimbursing actu
al transportation expenses incurred or 
to be incurred by an employee, the 
amount of the expenses that is 
deemed substantiated to the payor is 
either: 

(1) for any mileage allowance 
other than a FA VR allowance, the 
lesser of the amount paid under the 
mileage allowance or the applicable 
standard mileage rate in section 5.01 
or 6.01 multiplied by the number of 
business miles substantiated by the 
employee; or 

(2) for a FA VR allowance, the 
amount paid under the FA VR allow
ance less the sum of (a) any periodic 
variable rate payment that relates to 
miles in excess of the business miles 
substantiated by the employee and 
that the employee fails to return to 
the payor although required to do so, 
(b) any portion of a periodic fixed 
payment that relates to a period dur
ing which the employee is treated as 
not covered by the FA VR allowance 
and that the employee fails to return 
to the payor although required to do 
so, and (c) any optional high mileage 
payments. 

.02 If the amount of transportation 
expenses is deemed substantiated un
der the rules provided in section 9.01, 
and the employee actually substanti
ates to the payor the elements of 
time, place (or use), and business 
purpose of the transportation expens
es in accordance with paragraphs 
(b)(2) (travel away from home), (b)(6) 
(listed property, which includes pas
senger automobiles and any other 
property used as a means of transpor
tation), and (c) of § 1.274-5T, the 
employee is deemed to satisfy the 
adequate accounting requirements of 
§ 1.274-5T(f), as well as the require
ment to substantiate by adequate 
records or other sufficient evidence 
for purposes of § 1.274-5T(c). See § 
1.62-2(e)(1) for the rule that an ar
rangement must require business ex
penses to be substantiated to the 

payor within a reasonable period of 
time. 

.03 An arrangement providing mile
age allowances will be treated as satis
fying the requirement of § 1.62-
2(0(2) with respect to returning 
amounts in excess of expenses as 
follows: 

(1) For a mileage allowance other 
than a FA VR allowance, the require
ment to return excess amounts will be 
treated as satisfied if the employee is 
required to return within a reasonable 
period of time (as defined in § 1.62-
2(g» any portion of such an allow
ance that relates to miles of travel not 
substantiated by the employee, even 
though the arrangement does not re
quire the employee to return the por
tion of such an allowance that relates 
to the miles of travel substantiated 
and that exceeds the amount of the 
employee's expenses deemed substan
tiated. For example, assume a payor 
provides an employee an advance 
mileage allowance of $70 based on an 
anticipated 200 business miles at 35 
cents per mile (at a time when the 
applicable business standard mileage 
rate is 30 cents per mile), and the 
employee substantiates 120 business 
miles. The requirement to return ex
cess amounts will be treated as satis
fied if the employee is required to 
return the portion of the allowance 
that relates to the 80 unsubstantiated 
business miles ($28), even though the 
employee is not required to return the 
portion of the allowance ($6.00) that 
exceeds the amount of the employee's 
expenses deemed substantiated under 
section 9.01 ($36.00) for the 120 sub
stantiated business miles. However, 
the $6.00 excess portion of the allow
ance is treated as paid under a nonac
countable plan as discussed in section 
9.05. 

(2) For a FAVR allowance, the 
requirement to return excess amounts 
will be treated as satisfied if the 
employee is required to return within 
a reasonable period of time (as de
fined in § 1.62-2(g», (a) the portion 
(if any) of the periodic variable pay
ment received that relates to miles in 
excess of the business miles substanti
ated by the employee, and (b) the 
portion (if any) of a periodic fixed 
payment that relates to a period dur
ing which the employee was not cov
ered by the FA VR allowance. 

.04 An employee is not required to 
include in gross income the portion of 
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a mileage allowance received from a 
payor that is less than or equal to the 
amount deemed substantiated under 
section 9.01, provided the employee 
substantiates in accordance with sec
tion 9.02. See § 1.274-5T(f)(2)(i). In 
addition, such portion of the allow
ance is treated as paid under an 
accountable plan, is not reported as 
wages or other compensation on the 
employee's Form W-2, and is exempt 
from the withholding and payment of 
employment taxes. See §§ 1.62-2(c)(2) 
and (c)(4). 

.05 An employee is required to 
include in gross income only the por
tion of a mileage allowance received 
from a payor that exceeds the amount 
deemed substantiated under section 
9.01, provided the employee substan
tiates in accordance with section 9.02. 
See § 1.274-5T(f)(2)(ii). In addition, 
the excess portion of the allowance is 
treated as paid under a nonaccount
able plan, is reported as wages or 
other compensation on the employ
ee's Form W-2, and is subject to 
withholding and payment of employ
ment taxes. See §§ 1.62-2(c)(3)(ii), 
(c)(5), and (h)(2)(i)(B). 

.06 If the amount of the expenses 
deemed substantiated under the rules 
provided in section 9.01 is less than 
the amount of the employee's busi
ness transportation expenses, the em
ployee may claim an itemized deduc
tion for the amount by which the 
business transportation expenses ex
ceed the amount that is deemed sub
stantiated, provided the employee 
substantiates all the business trans
portation expenses, includes on Form 
2106, Employee Business Expenses, 
the deemed substantiated portion of 
the mileage allowance received from 
the payor, and includes in gross in
come the portion (if any) of the 
mileage allowance received from the 
payor that exceeds the amount 
deemed substantiated. See § 1.274-
5T(f)(2)(iii). However, for purposes 
of claiming this itemized deduction, 
substantiation of the amount of the 
expenses is not required if the em
ployee is claiming a deduction that is 
equal to or less than the applicable 
standard mileage rate multiplied by 
the number of business miles substan
tiated by the employee minus the 
amount deemed substantiated under 
section 9.01. The itemized deduction 
is subject to the 2-percent floor on 
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miscellaneous itemized deductions 
provided in § 67. 

.07 An employee may deduct an 
amount computed pursuant to section 
5.01 or 6.01 only as an itemized 
deduction. This itemized deduction is 
subject to the 2-percent floor on mis
cellaneous itemized deductions pro
vided in § 67. 

.08 A self-employed individual may 
deduct an amount computed pursuant 
to section 5.01 in determining adjust
ed gross income under § 62(a)(1). 

.09 If a payor's reimbursement or 
other expense allowance arrangement 
evidences a pattern of abuse of the 
rules of § 62(c) and the regulations 
thereunder, all payments under the 
arrangement will be treated as made 
under a nonaccountable plan. Thus, 
such payments are included in the 
employee's gross income, are reported 
as wages or other compensation on 
the employee's Form W-2, and are 
subject to withholding and payment 
of employment taxes. See §§ 1.62-
2(c)(3), (c)(5), and (h)(2). 

SEC. 10. WITHHOLDING AND 
PAYMENT OF EMPLOYMENT 
TAXES. 

. 01 The portion of a mileage allow
ance (other than a FAVR allowance), 
if any, that relates to the miles of 
business travel substantiated and that 
exceeds the amount deemed substanti
ated for those miles under section 
9.01(1) is subject to withholding and 
payment of employment taxes. See 
§ 1.62-2(h)(2)(i)(B). 

(1) In the case of a mileage 
allowance paid as a reimbursement, 
the excess described in this section 
10.01 is subject to withholding and 
payment of employment taxes in the 
payroll period in which the payor 
reimburses the expenses for the busi
ness miles substantiated. See § 1.62-
2(h)(2)(i)(B)(2). 

(2) In the case of a mileage 
allowance paid as an advance, the 
excess described in this section 10.01 
is subject to withholding and payment 
of employment taxes no later than the 
first payroll period following the pay
roll period in which the business miles 
with respect to which the advance was 
paid are substantiated. See § 1.62-
2(h)(2)(i)(B)(3). If some or all of the 
business miles with respect to which 
the advance was paid are not substan
tiated within a reasonable period of 
time and the employee does not re-

turn the portion of the allowance that 
relates to those miles within a reason
able period of time, the portion of 
the allowance that relates to those 
miles is subject to withholding and 
payment of employment taxes no lat
er than the first payroll period fol
lowing the end of the reasonable 
period. See § 1.62-2(h)(2)(i)(A). 

(3) In the case of a mileage 
allowance that is not computed on 
the basis of a fixed amount per mile 
of travel (e.g., a mileage allowance 
that combines periodic fixed and vari
able rate payments, but that does not 
satisfy the requirements of section 8), 
the payor must compute the amount, 
if any, that exceeds the amount 
deemed substantiated under section 
9.01(1) periodically (no less frequently 
than quarterly) by comparing the to
tal mileage allowance paid for the 
period to the applicable standard 
mileage rate in section 5.01 or 6.01 
multiplied by the number of business 
miles substantiated by the employee 
for the period. Any excess is subject 
to withholding and payment of em
ployment taxes no later than the first 
payroll period following the payroll 
period in which the excess is comput
ed. See § 1.62-2(h)(2)(i)(B)(4) . 

(4) For example, assume an em
ployer pays its employees a mileage 
allowance at a rate of 35 cents per 
mile (when the business standard 
mileage rate is 30 cents per mile). The 
employer does not require the return 
of the portion of the allowance (5 
cents) that exceeds the business stan
dard mileage rate for the business 
miles substantiated. In June, the em
ployer advances an employee $175 for 
500 miles to be traveled during the 
month. In July, the employee sub
stantiates to the employer 400 busi
ness miles traveled in June and re
turns $35 to the employer for the 100 
business miles not traveled. The 
amount deemed substantiated for the 
400 miles traveled is $120 and the 
employee is not required to return the 
remaining $20. No later than the first 
payroll period following the payroll 
period in which the 400 business miles 
traveled are substantiated, the em
ployer must withhold and pay em
ployment taxes on $20. 

.02 The portion of a FAVR aIlow
ance, if any, that exceeds the amount 
deemed substantiated for those miles 
under section 9.01(2) is subject to 
withholding and payment of employ-



ment taxes. See § 1.62-2(h)(2)(i)(B). 
(1) Any periodic variable rate 

payment that relates to miles in excess 
of the business miles substantiated by 
the employee and that the employee 
fails to return within a reasonable 
period, or any portion of a periodic 
fixed payment that relates to a period 
during which the employee is treated 
as not covered by the FA VR allow
ance and that the employee fails to 
return within a reasonable period, is 
subject to withholding and payment 
of employment taxes no later than the 
first payroll period following the end 
of the reasonable period. See § 1.62-
2(h)(2)(i)(A). 

(2) Any optional high mileage 
payment is subject to withholding and 
payment of employment taxes when 
paid. 

SEC. 11. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 93-51, 1993-2 C.B. 593, 
is hereby superseded for mileage al
lowances paid to an employee on or 
after January 1, 1995, with respect to 
transportation expenses paid or in
curred on or after January 1, 1995, 
and, for purposes of computing the 
amount allowable as a deduction, for 
transportation expenses paid or in
curred on or after January 1, 1995. 

26 CFR 601.105: Examination of returns and 
claims for refund, credit or abatement; deter
mination of correct tax liability. 
(Also Part I, § 6662.) 

Rev. Proc. 94-74 

SECTION 1. PURPOSE 

. 01 This revenue procedure updates 
Rev. Proc. 94-36, 1994-1 C.B. 682, 
and identifies circumstances under 
which the disclosure on a taxpayer's 
return of a position with respect to an 
item is adequate for the purpose of 
reducing the understatement of in
come tax under § 6662(d) of the In
ternal Revenue Code (relating to the 
substantial understatement aspect of 
the accuracy-related penalty), and for 
the purpose of avoiding the preparer 
penalty under § 6694(a) (relating to 
understatements due to unrealistic po
sitions). This revenue procedure does 
not apply with respect to any other 
penalty provision (including the negli
gence or disregard provisions of the 
§ 6662 accuracy-related penalty). 

.02 This revenue procedure applies 
to any return filed on 1994 tax forms 

for a taxable year beginning in 1994, 
and to any return filed on 1994 tax 
forms in 1995 for short taxable years 
beginning in 1995. 

SEC. 2. CHANGES FROM REV. 
PROC.94-36 

.01 The moving expense provision 
in section 4.01(l)(f) of Rev. Proc. 
94-36 has been moved to section 
4.05(a) because moving expenses are 
now an adjustment to income. 

.02 The restrictions listed in sec
tions 5.01(1) through 5.01(4) of Rev. 
Proc. 94-36 are incorporated into 
section 4. 

SEC. 3. BACKGROUND 

.01 If § 6662 applies to any por
tion of an underpayment of tax re
quired 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 per
cent in the case of certain gross 
valuation misstatements.) Under 
§ 6662(b)(2), § 6662 applies to the 
portion of an underpayment that is 
attributable to a substantial under
statement of income tax. 

.02 Section 6662(d)(1) provides that 
there is a substantial 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 shown on the return 
reduced by any rebate (within the 
meaning of § 6211(b)(2». 

.03 In the case of an item not 
attributable to a tax shelter, 
§ 6662(d)(2)(B)(ii) provides that the 
amount of the understatement is re
duced by the portion of the under
statement attributable to any item 
with respect to which the relevant 
facts affecting the item's tax treat
ment 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). For purposes of 
this revenue procedure, the taxpayer 
must furnish all required information 
in accordance with the applicable 
forms and instructions, and the mon
ey amounts entered on these forms 
must be verifiable. Guidance under 
§ 6662(d) for returns filed in 1992, 
1993, and 1994 is provided in Rev. 
Proc. 92-23, 1992-1 C.B. 737; Rev. 
Proc. 93-33, 1993-2 C.B. 470, and 
Rev. Proc. 94-36, 1994-1 C.B. 682, 
respectively. 

SEC. 4. PROCEDURE 

.01 Additional disclosure of facts 
relevant to, or positions taken with 
respect to, issues involving any of the 
items set forth below is unnecessary 
for purposes of reducing any under
statement of income tax under 
§ 6662(d) provided that the forms 
and attachments are completed in a 
clear manner and in accordance with 
their instructions. The money 
amounts entered on the forms must 
be verifiable, and the information on 
the return must be disclosed in the 
manner described below. For pur
poses of this revenue procedure, a 
number is verifiable if, on audit, the 
taxpayer can demonstrate the origin 
of the number (even if that number is 
not ultimately accepted by the Inter
nal Revenue Service) and the taxpayer 
can show good faith in entering that 
number on the applicable form. 

(1) Form 1040, Schedule A, 
Itemized Deductions: 

(a) Medical and Dental Ex
penses: Complete lines 1 through 4, 
supplying all required information . 

(b) Taxes: Complete lines 5 
through 9, supplying all required in
formation. Line 8 must list each type 
of tax and the amount paid. 

(c) Interest Expense: Complete 
lines 10 through 14, supplying all 
required information. This section 
4.01(I)(c) does not apply to (i) 
amounts disallowed under § 163(d) 
unless Form 4952, Investment Inter
est Expense Deduction, is completed, 
or (ii) amounts disallowed under 
§ 265. 

(d) Contributions: Complete 
lines 15 through 18, supplying all 
required information. Merely entering 
the amount of the donation on 
Schedule A, however, will not consti
tute adequate disclosure if the taxpay
er receives a substantial benefit from 
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the donation shown. If a contribution 
of property other than cash is made 
and the amount claimed as a deduc
tion exceeds $500, a properly com
pleted Form 8283, Noncash Charita
ble Contributions, must be attached 
to the return. This section 4.01(1)(d) 
will not apply to any contribution of 
$250 or more unless the contempora
neous written acknowledgement re
quirement of § 170(f)(8) is satisfied. 

(e) Casualty and Theft Losses: 
Complete Form 4684, Casualties and 
Thefts, and attach to the return. Each 
item or article for which a casualty or 
theft loss is claimed must be listed on 
Form 4684. 

(2) Certain Trade or Business 
Expenses (including, for purposes of 
this section 4.01(2), the following six 
expenses as they relate to the rental 
of property): 

(a) Casualty and Theft Losses: 
The procedure outlined in section 
4.01(l)(e) above must be followed. 

(b) Legal Expenses: The 
amount claimed must be stated. This 
section 4.01(2)(b) does not apply, 
however, to amounts properly charac
terized as capital expenditures, per
sonal expenses, or nondeductible lob
bying or political expenditures, 
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 Offic
ers' Compensation: Form 1120, 
Schedule E, Compensation of Offic
ers, must be completed when required 
by its instructions. The time devoted 
to business must be expressed as a 
percentage as opposed to "part" or 
"as needed." This section 4.01(2)(d) 
does not apply to "golden para
chute" payments, as defined under 
§ 280G. This section 4.01(2)(d) will 
not apply to the extent that remuner
ation paid or incurred exceeds the $1 
million employee remuneration limita
tion, if applicable. 

(e) Repair Expenses: The 
amount claimed must be stated. This 
section 4.01(2)(e) does not apply, 
however, to any repair expenses prop
erly characterized as capital expendi
tures or personal expenses. 

(f) Taxes (other than foreign 
taxes): The amount claimed must be 
stated. 
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(3) Form 1120, Schedule M-l, 
Reconciliation of Income (Loss) per 
Books With Income per Return, pro
vided: 

(a) The amount of the devia
tion from the financial books and 
records is not the result of a compu
tation that includes the netting of 
items; and 

(b) The information provided 
reasonably may be expected to ap
prise the Internal Revenue Service of 
the nature of the potential controver
sy concerning the tax treatment of the 
item. 

(4) Foreign Tax Items: 

(a) International Boycott 
Transactions: Transactions disclosed 
on Form 5713, International Boycott 
Report. 

(b) Intercompany Transac
tions: Transactions and amounts 
shown on Schedule M (Form 5471), 
Transactions Between Controlled For
eign Corporation and Shareholders or 
Other Related Persons, lines 9 and 
18, and Form 5472, Part IV, Mone
tary Transactions Between Reporting 
Corporations and Foreign Related 
Party, lines 7 and 18. 

(5) Other: 

(a) Moving Expenses: Com
plete Form 3903, Moving Expenses, 
or Form 3903-F, Foreign Moving Ex
penses, and attach to the return. 

(b) Sale or Exchange of Your 
Main Home: Complete Form 2119, 
Sale of Your Home, and attach to the 
return. 

(c) Employee Business Expens
es: Complete Form 2106, Employee 
Business Expenses, or Form 2106 EZ, 
Unreimbursed Employee Business Ex
penses, and attach to the return. This 
section 4.01(5)(c) does not apply to 
club dues, or to travel expenses for 
any non-employee accompanying the 
taxpayer on a trip. 

(d) Fuels Credit: Complete 
Form 4136, Credit for Federal Tax 
Paid on Fuels, and attach to the 
return. 

(e) Investment Credit: Com
plete Form 3468, Investment Credit, 
and attach to the return. 

SEC. 5. EFFECTIVE DATE 

.01 This revenue procedure applies 
to any return filed on 1994 tax forms 
for a taxable year beginning in 1994, 

and to any return filed on 1994 tax 
forms in 1995 for short taxable years 
beginning in 1995. 

26 CFR 601.105: Examination of returns and 
claims for refund, credit, or abatement; deter
mination of correct tax liability. 
(Also Part I, §§ 468A, 704; 1.468A-5, 
1.468A-8, 1.704-1, 1.704-3.) 

Rev. Proc. 94-75 

SECTION 1. PURPOSE 

This revenue procedure provides 
guidance on how certain Nuclear De
commissioning Reserve Fund pooling 
arrangements may comply with 
§§ 1.704-1 and 1.704-3 of the In
come Tax Regulations. 

SEC. 2. DEFINITIONS 

The following definitions apply for 
purposes of this revenue procedure. 

.01 A qualified fund is a Nuclear 
Decommissioning Reserve Fund as 
defined for purposes of § 468A of 
the Internal Revenue Code. 

.02 A pooling arrangement is a 
partnership in which two or more 
qualified funds invest their assets. 

SEC. 3. BACKGROUND 

.01 Section 468A(e) imposes a tax 
on the income of a qualified fund at 
the rate of: (a) 22 percent in the case 
of taxable years beginning in calendar 
year 1994 or 1995; and (b) 20 percent 
in the case of taxable years beginning 
after December 31 , 1995. The tax 
imposed by § 468A(e) is in lieu of 
any other taxation under subtitle 1 of 
the Internal Revenue Code. 

.02 Section 1.468A-5(a)(l)(ii) pro
vides that a separate qualified fund is 
required for each electing taxpayer 
and for each nuclear power plant 
with respect to which an electing 
taxpayer possesses a qualifying inter
est. However, qualified funds may 
pool their assets for the purpose of 
making investments. Some of these 
pooling arrangements may be classi
fied as partnerships for federal tax 
purposes. See T.D. 8461, 1993-1 C.B. 
65,66. 

.03 Section 704(b) provides that a 
partner's distributive share of income, 
gain, loss, deduction, or credit (or 
item thereof) shall be determined in 
accordance with the partner's interest 
in the partnership if the allocation to 



a partner under the partnership agree
ment does not have substantial eco
nomic effect. 

.04 Section 1.704-1 (b )(3)(ii) pro
vides that, in determining a partner's 
interest in the partnership, the follow
ing are among the factors considered: 
(a) the partners' relative contributions 
to the partnership, (b) the partners' 
interests in economic profits and loss
es (if different from that in taxable 
income or loss), (c) the partners' 
interests in cash flow and other non
liquidating distributions, and (d) the 
partners' rights to distributions of 
capital upon liquidation. 

.05 Section 1.704-1 (b)(2)(iv) de
scribes the manner in which partner
ships maintain capital accounts. The 
capital accounting rules allow a part
nership to increase or decrease the 
partners' capital accounts to reflect a 
revaluation of partnership property 
on the partnership's books in connec
tion with a contribution to the part
nership by a partner or a distribution 
of money by the partnership to a 
partner. Section 1.704-1 (b)(2)(iv)(f). 
An allocation of income, gain, loss, 
or deduction with respect to property 
that has been revalued pursuant to 
§ 1. 704-1 (b )(2)(iv)(f) will not be 
deemed to be in accordance with the 
partner's interest in the partnership 
unless the capital accounts of the 
partners are determined and main
tained throughout the full term of the 
partnership in accordance with the 
capital accounting rules. See 
§ 1.704-I(b)(2)(iv)(a) and (b)(4). 

.06 Section 1. 704-3(a)(6)(i) requires 
partnerships to allocate income, gain, 
loss, and deduction with respect to 
property that has been revalued pur
suant to § 1.704-I(b)(2)(iv)(f) (reverse 
704(c) allocations) so as to take into 
account the difference between the 
adjusted tax basis of the property and 
its book value. The purpose of this 
requirement is to prevent partners 
from reducing their aggregate federal 
tax liability by shifting gains and 
losses between partners. 

SEC. 4. APPLICATION 

The Commissioner will not chal
lenge a pooling arrangement's reverse 
§ 704(c) allocations if: 

. 01 all of the partners in the pool
ing arrangement are qualified funds 
that, under the provisions of the In-

ternal Revenue Code, are in the same 
tax bracket at all times and for all 
income, 

.02 all of the pooling arrange
ment's book and tax allocations are 
made in proportion to the partners' 
relative book capital accounts, 

.03 state or federal regulations re
quire that, until substantial comple
tion of nuclear decommissioning of 
the nuclear powerplant, the assets of 
the pooling arrangement may only be 
used to pay the partners' statutory 
decommissioning liabilities and asso
ciated administrative costs, and 

.04 no partner makes a contribu
tion to the pooling arrangement with 
a principal purpose of substantially 
reducing the present value of the 
partners' aggregate federal tax liabili
ty. 

SEC. 5. SCOPE 

This revenue procedure only applies 
to pooling arrangements meeting the 
requirements set forth in section 4 of 
this revenue procedure. Partnerships 
that are not described in section 4 of 
this revenue procedure must comply 
with the rules set forth in § 1.704-3 
when making reverse 704(c) alloca
tions. 

26 CFR 601.201: Rulings and determination 
letters. 

Rev. Proc. 94-76 

SECTION 1. PURPOSE 

This revenue procedure amplifies 
Rev. Proc. 94-3, 1994-1 C.B. 447, 
which sets forth areas of the Internal 
Revenue Code (Code) under the juris
diction of the Associate Chief Coun
sel (Domestic) in which the Internal 
Revenue Service (IRS) will not issue 
advance rulings or determination let
ters. 

SEC. 2. BACKGROUND 

Section 337(d) directs the Secretary 
to prescribe regulations to ensure that 
the purposes of the amendments 
made by subtitle D of title VI of the 
Tax Reform Act of 1986, relating to 
the repeal of the General Utilities 
doctrine, are not circumvented 
through the use of any provision of 
law or regulations including 
§§ 351-368, relating to corporate or
ganizations and reorganizations. See 
General Utilities & Operating Co. v . 
Helvering, 296 U.S. 200 (1935). The 
IRS is studying whether certain trans-

actions qualifying as corporate reor
ganizations under § 368 circumvent 
the purposes of General Utilities re
peal, necessitating corrective regula
tions under § 337(d). The transac
tions under study are described in 
section 3 of this revenue procedure. 
While the study is being undertaken, 
the IRS will not issue advance rulings 
on the tax consequences of the trans
actions under study. 

SEC. 3. PROCEDURE 

Rev. Proc. 94-3 is amplified by 
adding to section 5 the following: 

Section 368.-Definitions Relating 
to Corporate Reorganizations.-The 
tax consequences under § 368 or oth
er provisions of the Code with respect 
to a transaction in which one corpo
ration owns stock in a second corpo
ration, the first corporation is not an 
"80-percent distributee" of the sec
ond corporation under § 337(c), and 
the two corporations are combined. 

SEC. 4. EFFECTIVE DATE 

This revenue procedure applies to 
all ruling requests postmarked or, if 
not mailed, received on or after De
cember 13, 1994. 

26 CFR 601.105: Examination of returns and 
claims for refund, credit, or abatement; deter
mination of correct tax liability. 
(Also Part I, Sections 62, 162, 267, 274; 
1.62-2, 1.162-17, 1.267(a)-I, 1.274-5T, 
1.274(d)-I.) 

Rev. Proc. 94-77 

SECTION 1. PURPOSE 

This revenue procedure updates 
Rev. Proe- 93-50, 1993-2 C.B. 586, 
by providing rules under which the 
amount of ordinary and necessary 
business expenses of an employee for 
lodging, meal, and/or incidental ex
penses incurred while traveling away 
from home will be deemed substanti
ated under § 1.274-5T of the tempo
rary Income Tax Regulations when a 
payor (the employer, its agent, or a 
third party) provides a per diem al
lowance under a reimbursement or 
other expense allowance arrangement 
to pay for such expenses. This reve
nue procedure also provides an op
tional method for employees and self
employed individuals to use in 
computing the deductible costs of 
business meal and incidental expenses 
paid or incurred while traveling away 
from home. Use of a method de
scribed in this revenue procedure is 
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not mandatory and a taxpayer may 
use actual allowable expenses if the 
taxpayer maintains adequate records 
or other sufficient evidence for prop
er substantiation. 

SEC. 2. BACKGROUND 

.01 Section 162(a) of the Internal 
Revenue Code allows a deduction for 
all the ordinary and necessary expens
es paid or incurred during the taxable 
year in carrying on any trade or 
business. Under that provision, an 
employee or self-employed individual 
may deduct expenses paid or incurred 
while traveling away from home in 
pursuit of a trade or business. How
ever, under § 262, no portion of such 
travel expenses that is attributable to 
personal, living, or family expenses is 
deductible. 

.02 Section 274(d) provides, in 
part, that no deduction shall be al
lowed under § 162 for any traveling 
expense (induding meals and lodging 
while away from home) unless the 
taxpayer complies with certain sub
stantiation requirements. The section 
further provides that regulations may 
prescribe that some or all of the 
substantiation requirements do not 
apply to an expense that does not 
exceed an amount prescribed by such 
regulations. 

.03 Section 1.274(d)-I(a) of the 
regulations, in part, grants the Com
missioner the authority to prescribe 
rules relating to reimbursement ar
rangements or per diem allowances 
for ordinary and necessary expenses 
paid or incurred while traveling away 
from home. Pursuant to this grant of 
authority, the Commissioner may pre
scribe rules under which such ar
rangements or allowances, if in ac
cordance with reasonable business 
practice, will be regarded (1) as equiv
alent to substantiation, by adequate 
records or other sufficient evidence, 
of the amount of such travel expenses 
for purposes of § 1.274-5T(c), and 
(2) as satisfying the requirements of 
an adequate accounting to the em
ployer of the amount of such travel 
expenses for purposes of 
§ 1.274-5T(f). 

.04 Section 1.274-5TU) grants the 
Commissioner the a1lthority to estab
lish a method under which a taxpayer 
may elect to use a specified amount 
for meals paid or incurred while trav
eling away from home in lieu of 
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substantiating the actual cost of 
meals. 

.05 For purposes of determining 
adjusted gross income, § 62(a)(2)(A) 
allows an employee a deduction for 
expenses allowed by Part VI (§ 161 
and following), subchapter B, chapter 
1 of the Code, paid or incurred by 
the employee in connection with the 
performance of services as an em
ployee under a reimbursement or oth
er expense allowance arrangement 
with a payor. 

.06 Section 62(c) provides that an 
arrangement will not be treated as a 
reimbursement or other expense al
lowance arrangement for purposes of 
§ 62(a)(2)(A) if it-

(I) does not require the employ
ee to substantiate the expenses cov
ered by the arrangement to the payor, 
or 

(2) provides the employee with 
the right to retain any amount in 
excess of the substantiated expenses 
covered under the arrangement. Sec
tion 62(c) further provides that the 
substantiation requirements described 
therein shall not apply to any expense 
to the extent that, under the grant of 
regulatory authority prescribed in 
§ 274(d), the Commissioner has pro
vided that substantiation is not re
quired for such expense. 

.07 Under § 1.62-2(c)(1) a reim
bursement or other expense allowance 
arrangement satisfies the requirements 
of § 62(c) if it meets the requirements 
of business connection, substantia
tion, and returning amounts in excess 
of expenses as specified in the regula
tions. Section 1.62-2(e)(2) specifically 
provides that substantiation of certain 
business expenses in accordance with 
rules prescribed under the authority 
of § 1.274(d)-I(a) or § 1.274-5TU) 
will be treated as substantiation of 
the amount of such expenses for pur
poses of § 1.62-2. Under 
§ 1.62-2(f)(2), the Commissioner may 
prescribe rules under which an ar
rangement providing per diem allow
ances will be treated as satisfying the 
requirement of returning amounts in 
excess of expenses, even though the 
arrangement does not require the em
ployee to return the portion of such 
an allowance that relates to days of 
travel substantiated and that exceeds 
the amount of the employee's expens
es deemed substantiated pursuant to 
rules prescribed under § 274(d), pro
vided the allowance is reasonably cal-

culated not to exceed the amount of 
the employee's expenses or anticipat
ed expenses and the employee is re
quired to return any portion of such 
an allowance that relates to days of 
travel not substantiated. 

.08 Section 1.62-2(h)(2)(i)(B) pro
vides that if a payor pays a per diem 
allowance that meets the requirements 
of § 1.62-2(c)(l), the portion, if any, 
of the allowance that relates to days 
of travel substantiated in accordance 
with § 1.62-2(e), that exceeds the 
amount of the employee's expenses 
deemed substantiated for such travel 
pursuant to rules prescribed under 
§ 274(d) and § 1.274(d)-1(a) or 
§ 1.274-5T(j), and that the employee 
is not required to return, is subject to 
withholding and payment of employ
ment taxes. See §§ 31.3121(a)-3, 
3l.3231(e)-3, 3l.3306(b)-2, and 
3 1.3401 (a)-4. Because the employee is 
not required to return this excess 
portion, the reasonable period of time 
provisions of § 1.62-2(g) (relating to 
the return of excess amounts) do not 
apply to this portion. 

.09 Under § 1.62-2(h)(2)(i)(B)(4), 
the Commissioner may, in his discre
tion, prescribe special rules regarding 
the timing of withholding and pay
ment of employment taxes on per 
diem allowances. 

SEC. 3. DEFINITIONS 

.01 Per diem allowance. The term 
"per diem allowance" means a pay
ment under a reimbursement or other 
expense allowance arrangement that 
meets the requirements specified in 
§ 1.62-2(c)(1) and that is 

(1) paid with respect to ordinary 
and necessary business expenses in
curred, or which the payor reasonably 
anticipates will be incurred, by an 
employee for lodging, meal, and/or 
incidental expenses for travel away 
from home in connection with the 
performance of services as an em
ployee of the employer, 

(2) reasonably calculated not to 
exceed the amount of the expenses or 
the anticipated expenses, and 

(3) paid at the applicable Federal 
per diem rate, a flat rate or stated 
schedule, or in accordance with any 
other Service-specified rate or sched
ule. 

.02 Federal per diem rate. 
(1) General rule. The Federal per 

diem rate is equal to the sum of the 
Federal lodging expense rate and the 



Federal meal and incidental expense 
(M&IE) rate for the locality of travel. 
Each of these rates for a particular 
locality in the continental United 
States ("CONUS") is set forth in 
Appendix A of 41 C.F.R., Chapter 
301, as amended. See 41 C.F.R. Part 
301-7 (1994), as amended, for specif
ic rules regarding these Federal rates. 
Each of these rates is established by 
the Secretary of Defense for a partic
ular nonforeign locality outside the 
continental United States 
("OCONUS") (including Alaska, Ha
waii, Puerto Rico, the Northern Mar
iana Islands, and the possessions of 
the United States), and by the Secre
tary of State for a particular foreign 
OCONUS locality. Each of these 
OCONUS rates is published in the 
Per Diem Supplement to the Stan
dardized Regulations (Government 
Civilians, Foreign Areas). See, e.g., 
Maximum Travel Per Diem Allow
ances for Foreign Areas, PD Supple
ment 367, issued December I, 1994. 

(2) Locality of travel. The term 
"locality of travel" means the locality 
where an employee traveling away 
from home in connection with the 
performance of services as an em
ployee of the employer stops for sleep 
or rest. 

(3) Incidental expenses. The term 
"incidental expenses" includes, but is 
not limited to, expenses for laundry, 
cleaning and pressing of clothing, and 
fees and tips for services, such as for 
porters and baggage carriers. The 
term "incidental expenses" does not 
include taxicab fares or the costs of 
telegrams or telephone calls. 

.03 Flat rate or stated schedule. 
(1) In general. Except as provid

ed in section 3.03(2), an allowance is 
paid at a flat rate or stated schedule 
if it is provided on a uniform and 
objective basis with respect to the 
expenses described in section 3.01. 
Such allowance may be paid with 
respect to the number of days away 
from home in connection with the 
performance of services as an em
ployee or on any other basis that is 
consistently applied and in accord
ance with reasonable business prac
tice. Thus, for example, an hourly 
payment to cover meal and incidental 
expenses paid to a pilot or flight 
attendant who is traveling away from 
home in connection with the perfor
mance of services as an employee is 
an allowance paid at a flat rate or 

stated schedule. Likewise, a payment 
based on the number of miles trav
eled (e.g., cents per mile) to cover 
meal and incidental expenses paid to 
an over-the-road truck driver who is 
traveling away from home in connec
tion with the performance of services 
as an employee is an allowance paid 
at a flat rate or stated schedule. 

(2) Limitation. For purposes of 
this revenue procedure, an allowance 
that is computed on a basis similar to 
that used in computing the employ
ee's wages or other compensation 
(e.g., the number of hours worked, 
miles traveled, or pieces produced) 
does not meet the business connection 
requirement of § 1.62-2(d), is not a 
per diem allowance, and is not paid 
at a flat rate or stated schedule, 
unless, as of December 12, 1989, (a) 
the allowance was identified by the 
payor either by making a separate 
payment or by specifically identifying 
the amount of the allowance, or (b) 
an allowance computed on that basis 
was commonly used in the industry in 
which the employee is employed. See 
§ 1.62-2(d)(3)(ii). 

SEC. 4. PER DIEM 
SUBSTANTIATION METHOD 

.01 Per diem allowance. If a payor 
pays a per diem allowance in lieu of 
reimbursing actual expenses for lodg
ing, meal, and incidental expenses 
incurred or to be incurred by an 
employee for travel away from home, 
the amount of the expenses that is 
deemed substantiated for each calen
dar day (or part of the calendar day, 
see section 6.04) is equal to the lesser 
of the per diem allowance for such 
day or the amount computed at the 
Federal per diem rate for the locality 
of travel for such day (or part of 
such day, see section 6.04). 

.02 Meals only per diem allowance. 
If a payor pays a per diem allowance 
only for meal and incidental expenses 
in lieu of reimbursing actual expenses 
for meal and incidental expenses in
curred or to be incurred by an em
ployee for travel away from home, 
the amount of the expenses that is 
deemed substantiated for each calen
dar day (or part of the calendar day, 
see section 6.04) is equal to the lesser 
of the per diem allowance for such 
day or the amount computed at the 
Federal M&IE rate for the locality of 
travel for such day (or part of such 
day, see section 6.04). A per diem 

allowance is treated as paid only for 
meal and incidental expenses if (1) the 
payor pays the employee for actual 
expenses for lodging, (2) the payor 
provides the lodging in kind, (3) the 
payor pays the actual expenses for 
lodging directly to the provider of the 
lodging, (4) the payor does not have a 
reasonable belief that lodging expens
es were or will be incurred by the 
employee, or (5) the allowance is 
computed on a basis similar to that 
used in computing the employee's 
wages or other compensation (e.g., 
the number of hours worked, miles 
traveled, or pieces produced). 

.03 Optional method for meals 
only deduction. In lieu of using actu
al expenses, employees and self
employed individuals, in computing 
the amount allowable as a deduction 
for ordinary and necessary meal and 
incidental expenses paid or incurred 
for travel away from home, may use 
an amount computed at the Federal 
M&IE rate for the locality of travel 
for each calendar day (or part there
of, see section 6.04) the employee or 
self-employed individual is away from 
home. Such amount will be deemed 
substantiated for purposes of para
graphs (b)(2) (travel away from 
home) and (c) of § 1.274-5T, provid
ed the employee or self-employed in
dividual substantiates the elements of 
time, place, and business purpose of 
the travel expenses in accordance with 
those regulations. 

.04 Special rules for transportation 
industry. 

(1) In general. This section 4.04 
applies to (a) a payor that pays a per 
diem allowance only for meal and 
incidental expenses for travel away 
from home as described in section 
4.02 to an employee in the transpor
tation industry, or (b) an employee or 
self-employed individual in the trans
portation industry who computes the 
amount allowable as a deduction for 
meal and incidental expenses for trav
el away from home in accordance 
with section 4.03. 

(2) Rates. A taxpayer described 
in section 4.04(1) may treat $32 as the 
Federal M&IE rate for any locality of 
travel in CONUS, and/or $36 as the 
Federal M&IE rate for any locality of 
travel OCONUS. A payor that uses 
either (or both) of these special rates 
with respect to an employee must use 
the special rate(s) for all amounts 
subject to section 4.02 paid to that 
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employee for travel away from home 
within CONUS and/or OCONUS, as 
the case may be, during the calendar 
year. Similarly, an employee or self
employed individual that uses either 
(or both) of these special rates must 
use the special rate(s) for all amounts 
computed pursuant to section 4.03 
for travel away from home within 
CONUS and/or OCONUS, as the 
case may be, during the calendar 
year. 

(3) Periodic rule. A payor de
scribed in section 4.04(1) may com
pute the amount of the employee's 
expenses that is deemed substantiated 
under section 4.02 periodically (not 
less frequently than monthly), rather 
than daily, by comparing the total per 
diem allowance paid for the period to 
the sum of the amounts computed at 
the Federal M&IE rate(s) for the 
localities of travel for the days (or 
partial days, see section 6.04) the 
employee is away from home during 
the period. For example, assume an 
employee in the transportation indus
try travels away from home within 
CONUS on 17 days (including partial 
days under section 6.04) during a 
calendar month and receives a per 
diem allowance only for meal and 
incidental expenses from a payor that 
uses the special rule under section 
4.04(2). The amount deemed substan
tiated under section 4.02 is equal to 
the lesser of the total per diem allow-

Key city 

Alabama 
Gulf Shores 

(April I-September 30) 

Arizona 
Chinle 

(April I-October 31) 
Grand Canyon 

California 
Death Valley 
Gualala/Point Arena 
Los Angeles 

San Francisco 
Santa Cruz 

(June I-September 30) 
South Lake Tahoe 

(June I-September 30) 
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ance paid for the month or $544 (17 
days at $32 per day). 

(4) Transportation industry de
fined. For purposes of this section 
4.04, an employee or self-employed 
individual is "in the transportation 
industry" only if the employee's or 
individual's work (a) is of the type 
that directly involves moving people 
or goods by airplane, barge, bus, 
ship, train, or truck, and (b) regularly 
requires travel away from home 
which, during any single trip away 
from home, usually involves travel to 
localities with differing Federal M&IE 
rates. For purposes of the preceding 
sentence, a payor must determine that 
an employee or a group of employees 
is "in the transportation industry" by 
using a method that is consistently 
applied and in accordance with rea
sonable business practice. 

SEC. 5. HIGH-LOW 
SUBSTANTIATION METHOD 

.01 General rule. If a payor pays a 
per diem allowance in lieu of reim
bursing actual expenses for lodging, 
meal, and incidental expenses in
curred or to be incurred by an em
ployee for travel away from home 
and the payor uses the high-low sub
stantiation method described in this 
section 5 for travel within CONUS, 
the amount of the expenses that is 
deemed substantiated for each calen
dar day (or part of the calendar day, 

see section 6.04) is equal to the lesser 
of the per diem allowance for such 
day or the amount computed at the 
rate set forth in section 5.02 for the 
locality of travel for such day (or part 
of such day, see section 6.04). This 
high-low substantiation method may 
be used in lieu of the per diem 
substantiation method provided in 
section 4.01, but may not be used in 
lieu of the meals only substantiation 
method provided in section 4.02 or 
4.03. 

.02 Specific high-low rates. The per 
diem rate set forth in this section 5.02 
is $152 for travel to any "high-cost 
locality" specified in section 5.03, or 
$95 for travel to any other locality 
within CONUS. Whichever per diem 
rate applies, it is applied as if it were 
the Federal per diem rate for the 
locality of travel. For purposes of 
applying the high-low substantiation 
method, the Federal M&IE rate shall 
be treated as $36 for a high-cost 
locality and $28 for any other locality 
within CONUS. 

.03 High-cost localities. The fol
lowing localities have a Federal per 
diem rate of $123 or more for all or 
part of the calendar year, and are 
high-cost localities for all of the cal
endar year or the portion of the 
calendar year specified in parenthesis 
under the key city name: 

County and other defined location 

Baldwin 

Apache 

All points in the Grand Canyon National Park and Kai
bab National Forest within Coconino County 

Inyo 
Medocino 
Los Angeles, Kern, Orange, and Ventura Counties; Ed
wards Air Force Base; Naval Weapons Center and Ord
nance Test Station, China Lake 
San Francisco 
Santa Cruz 

El Dorado 



Key city 

Yosemite Nat'l Park 

Colorado 
Aspen 

(January I5-March 31) 
Durango 

(June I-September 30) 
Keystone/Silverthorne 
Steamboat Springs 

(February I-March 31) 
Vail 

(January I-March 31) 

District of Columbia 
Washington, D.C. 

Florida 
Fort Myers 

(January I-April 30) 
Key West 
Naples 

(December I5-April 14) 

Illinois 
Chicago 

Maine 
Bar Harbor 

(June I-September 30) 
Rockport 

(June I-September 30) 

Maryland 
Columbia 
Ocean City 

(May I-September 30) 

Massachusetts 
Boston 
Cambridge/Lowell 
Hyannis 

(June I-September 30) 
Martha's Vineyard/ 

Nantucket 

Michigan 
Mackinac Island 

(June I-September 30) 

Nevada 
Stateline 

(June I-September 30) 

New Jersey 
Atlantic City 

(April I-November 30) 
Newark 
Ocean City/Cape May 

(May I5-September 30) 

New Mexico 
Santa Fe 

(May I-October 31) 

County and other rfeJined location 

Mariposa 

Pitkin 

La Plata 

Summit 
Routt 

Eagle 

Washington, D.C.: the cities of Alexandria, Falls Church, 
and Fairfax, and the counties of Arlington, Loudoun, and 
Fairfax in Virginia; and the counties of Montgomery and 
Prince Georges in Maryland 

Lee 

Monroe 
Collier 

Du Page, Cook, and Lake 

Hancock 

Knox 

Howard 
Worcester 

Suffolk 
Middlesex 
Barnstable 

Dukes and Nantucket 

Mackinac 

Douglas 

Atlantic 

Bergen, Essex, Hudson, Passic and Union 
Cape May 

Santa Fe 



Key city 

New York 
Lake Placid 

(June I-November 14) 
New York City 

White Plains 

North Carolina 
Duck 

(May I-September 30) 

Pennsylvania 
Chest or IRadnor 
Philadelphia 

Rhode Island 
Newport 

(May I-October 14) 

South Carolina 
Myrtle Beach 

(May I-September 30) Base 

Utah 
Bullfrog 

(May IS-September 30) 

Virginia 
Virginia Beach 

County and other defined location 

Essex 

The boroughs of Bronx, Brooklyn, Manhattan, Queens, 
and Staten Island; Nassau and Suffolk Counties 
Westchester 

Dare 

Delaware 
Philadelphia; city of Bala Cynwyd in Montgomery County 

Newport 

Horry County; Myrtle Beach Air Force 

Garfield 

Virginia Beach, Norfolk, Portsmouth 
(May I-September 30) and Chesapeake 

Wintergreen Nelson 

Wisconsin 
Wisconsin Dells 

(June I-September 14) 

Wyoming 
Jackson 

(June I-October 14) 

.04 Changes in high-cost localities. 
The list of high-cost localities in sec
tion 5.03 of this Revenue Procedure 
differs from the list of high-cost lo
calities in section 5.03 of Rev. Proc. 
93-50. The following localities have 
been added to the list of high-cost 
localities: Gulf Shores, Alabama 
(April I-September 30); Chinle, Ari
zona (April I-October 31) and Grand 
Canyon, Arizona; Santa Cruz, Cali
fornia (June I-September 30) and Y 0-

semite Nat'l Park, California; Du
rango, Colorado (June I-September 
30) and Steamboat Springs, Colorado 
(February I-March 31); Bar Harbor, 
Maine (June I-September 30) and 
Rockport, Maine (June I-September 
30); Columbia, Maryland; Myrtle 
Beach, South Carolina (May 1-
September 30); Bullfrog, Utah (May 
IS-September 30); Virginia Beach, 
Virginia (May I-September 30) and 
Wintergreen, Virginia; Wisconsin 
Dells, Wisconsin (June I-September 
14); and Jackson, Wyoming (June 
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Columbia 

Teton 

I-October 14). The portion of the 
year for which Atlantic City, New 
Jersey, is a high-cost locality has been 
changed to April I-November 30. 

.05 Specific limitation. A payor 
that uses the high-low substantiation 
method with respect to an employee 
must use that method for all amounts 
paid to that employee for travel away 
from home within CONUS during the 
calendar year. However, with respect 
to that employee, the payor may still 
reimburse actual expenses or use the 
meals only per diem method de
scribed in section 4.02 for any travel 
away from home, and may use the 
per diem substantiation method de
scribed in section 4.01 for any 
OCONUS travel away from home. 

SEC. 6. LIMITATIONS AND 
SPECIAL RULES 

.01 In general. The Federal per 
diem rate, the Federal lodging ex
pense rate, and the Federal M&IE 
rate described in section 3.02 for the 

locality of travel will be applied in the 
same manner as applied under the 
Federal Travel Regulations, 41 
C.F.R. Part 301-7 (1994), except as 
provided in sections 6.02 through 
6.04. 

.02 Federal per diem rate. A re
ceipt for lodging expenses is not re
quired in order to apply the Federal 
per diem rate for the locality of 
travel. 

.03 Federal per diem or M&IE 
rate. A payor is not required to 
reduce the Federal per diem rate or 
the Federal M&IE rate for the locality 
of travel for meals provided in kind, 
provided the payor has a reasonable 
belief that meal and incidental ex
penses were or will be incurred by the 
employee. 

.04 Proration of the Federal per 
diem or M&IE rate. Pursuant to the 
Federal Travel Regulations, in deter
mining the Federal per diem rate or 
the Federal M&IE rate for the locality 
of travel, the full applicable Federal 



M&IE rate is available for a full day 
of travel from 12:01 a.m. to 12:00 
midnight. For purposes of determin
ing the amount deemed substantiated 
under section 4 or 5 with respect to 
partial days of travel away from 
home, either of the following meth
ods may be used to prorate the Feder
al per diem rate or the Federal M&IE 
rate: 

(1) Such rate may be prorated 
using the method prescribed by the 
Federal Travel Regulations under 
which one-fourth of the applicable 
Federal M&IE rate is allowed for 
each 6-hour quarter of the day (i.e., 
midnight to 6 a.m., 6 a.m. to noon, 
noon to 6 p.m., and 6 p.m. to 
midnight) during any portion of 
which the employee or self-employed 
individual is traveling away from 
home in connection with the perfor
mance of services as an employee or 
self-employed individual; or 

(2) Such rate may be prorated 
using any method that is consistently 
applied and in accordance with rea
sonable business practice. For exam
ple, if an employee travels away from 
home from 9 a.m. one day to 5 p.m. 
the next day, a method of proration 
that results in an amount equal to 2 
times the Federal M&IE rate will be 
treated as being in accordance with 
reasonable business practice (even 
though only 1 112 times the Federal 
M&IE rate would be allowed under 
the Federal Travel Regulations). Simi
larly, if a self-employed individual 
travels away from home from 7 p.m. 
one day to 9 p.m. the next day, a 
method of proration that results in an 
amount equal to 1 112 times the 
Federal M&IE rate will be treated as 
being in accordance with reasonable 
business practice (even though only 1 
114 times the Federal M&IE rate 
would be allowed under the Federal 
Travel Regulations). 

.05 Application oj the 50-percent 
limitation on meal expenses. When a 
per diem allowance is paid only for 
meal and incidental expenses or when 
an amount for meal and incidental 
expenses is computed pursuant to sec
tion 4.03, an amount equal to the 
lesser of the per diem allowance for 
each calendar day (or part of the 
calendar day, see section 6.04) or the 
Federal M&IE rate for the locality of 
travel for such day (or part of such 
day, see section 6.04) is treated as an 
expense for food and beverages. 

When a per diem allowance is paid 
for lodging, meal, and incidental ex
penses, the payor must treat an 
amount equal to the Federal M&IE 
rate for the locality of travel for each 
calendar day (or part of the calendar 
day, see section 6.04) the employee is 
away from home as an expense for 
food and beverages. For purposes of 
the preceding sentence, when a per 
diem allowance for lodging, meal, 
and incidental expenses for a full day 
of travel is paid at a rate that is less 
than the Federal per diem rate for the 
locality of travel, the payor may treat 
an amount equal to 40 percent of 
such per diem allowance for a full 
day of travel as the Federal M&IE 
rate for the locality of travel. 

.06 No double reimbursement or 
deduction. If a payor pays a per diem 
allowance in lieu of reimbursing actu
al expenses for lodging, meal, and/or 
incidental expenses in accordance 
with section 4 or 5, any additional 
payment with respect to such expens
es is treated as paid under a nonac
countable plan, is included in the 
employee's gross income, is reported 
as wages or other compensation on 
the employee's Form W-2, and is 
subject to withholding and payment 
of employment taxes. Similarly, if an 
employee or self-employed individual 
computes the amount allowable as a 
deduction for meal and incidental 
expenses for travel away from home 
in accordance with section 4.03 or 
4.04, no other deduction is allowed to 
the employee or self-employed indi
vidual with respect to such expenses. 
For example, assume an employee 
receives a per diem allowance from a 
payor for lodging, meal, and/or inci
dental expenses incurred while travel
ing away from home. During that 
trip, the employee pays for dinner for 
the employee and two business associ
ates. The payor reimburses as a busi
ness entertainment meal expense the 
meal expense for the employee and 
the two business associates. Because 
the payor also pays a per diem allow
ance to cover the cost of the employ
ee's meals, the amount paid by the 
payor for the employee's portion of 
the business entertainment meal ex
pense is treated as paid under a 
nonaccountable plan, is reported as 
wages or other compensation on the 
employee's Form W-2, and is subject 
to withholding and payment of em
ployment taxes. 

.07 Related parties. Sections 4.01, 
4.02, 4.04 (to the extent it relates to 
section 4.02), and 5 of this revenue 
procedure will not apply in any case 
in which a payor and an employee are 
related within the meaning of 
§ 267(b), but for this purpose the 
percentage of ownership interest re
ferred to in § 267(b)(2) shall be 10 
percent. 

SEC. 7. APPLICATION 

.01 If the amount of travel expens
es is deemed substantiated under the 
rules provided in section 4 or 5, and 
the employee actually substantiates to 
the payor the elements of time, place, 
and business purpose of the travel 
expenses in accordance with para
graphs (b)(2) (travel away from 
home) and (c) (other than subpara
graph (2)(iii)(A) thereof) of 
§ 1.274-5T, the employee is deemed 
to satisfy the adequate accounting 
requirements of § 1.274-5T(f) as well 
as the requirement to substantiate by 
adequate records or other sufficient 
evidence for purposes of 
§ 1.274-5T(c). See § 1.62-2(e)(l) for 
the rule that an arrangement must 
require business expenses to be sub
stantiated to the payor within a rea
sonable period of time. 

.02 An arrangement providing per 
diem allowances will be treated as 
satisfying the requirement of 
§ 1.62-2(f)(2) with respect to return
ing amounts in excess of expenses if 
the employee is required to return 
within a reasonable period of time (as 
defined in § 1.62-2(g» any portion of 
such an allowance that relates to days 
of travel not substantiated, even 
though the arrangement does not re
quire the employee to return the por
tion of such an allowance that relates 
to days of travel substantiated and 
that exceeds the amount of the em
ployee's expenses deemed substantiat
ed. For example, assume a payor 
provides an employee an advance per 
diem allowance for meal Clnd inciden
tal expenses of $200, based on an 
anticipated 5 days of business travel 
at $40 per day to a locality for which 
the Federal M&IE rate is $34, and the 
employee substantiates 3 full days of 
business travel. The requirement to 
return excess amounts will be treated 
as satisfied if the employee is required 
to return within a reasonable period 
of time (as defined in § 1.62-2(g)) the 
portion of the allowance that is at-

1994-2 C.B. 831 



tributable to the 2 unsubstantiated 
days of travel ($80), even though the 
employee is not required to return the 
portion of the allowance ($18) that 
exceeds the amount of the employee's 
expenses deemed substantiated under 
section 4.02 ($102) for the 3 substan
tiated days of travel. However, the 
$18 excess portion of the allowance is 
treated as paid under a nonaccount
able plan as discussed in section 7.04. 

. 03 An employee is not required to 
include in gross income the portion of 
a per diem allowance received from a 
payor that is less than or equal to the 
amount deemed substantiated under 
the rules provided in section 4 or S if 
the employee substantiates the busi
ness travel expenses covered by the 
per diem allowance in accordance 
with section 7.01. See 
§ 1.274-ST(f)(2)(i). In addition, such 
portion of the allowance is treated as 
paid under an accountable plan, is 
not reported as wages or other com
pensation on the employee's Form 
W-2, and is exempt from the with
holding and payment of employment 
taxes. See § 1.62-2(c)(2) and (c)(4). 

.04 An employee is required to in
clude in gross income only the por
tion of the per diem allowance re
ceived from a payor that exceeds the 
amount deemed substantiated under 
the rules provided in section 4 or S if 
the employee substantiates the busi
ness travel expenses covered by the 
per diem allowance in accordance 
with section 7.01. See 
§ 1.274-ST(f)(2)(ii). In addition, the 
excess portion of the allowance is 
treated as paid under a nonaccount
able plan, is reported as wages or 
other compensation on the employ
ee's Form W-2, and is subject to 
withholding and payment of employ
ment taxes. See § 1.62-2(c)(3)(ii), 
(c)(S), and (h)(2)(i)(B). 

.OS If the amount of the expenses 
that is deemed substantiated under 
the rules provided in section 4.01, 
4.02, or S is less than the amount of 
the employee's business expenses for 
travel away from home, the employee 
may claim an itemized deduction for 
the amount by which the business 
travel expenses exceed the amount 
that is deemed substantiated, provid
ed the employee substantiates all the 
business travel expenses, includes on 
Form 2106, Employee Business Ex
penses, the deemed substantiated por
tion of the per diem allowance re-
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ceived from the payor, and includes 
in gross income the portion (if any) 
of the per diem allowance received 
from the payor that exceeds the 
amount deemed substantiated. See 
§ 1.274-ST(f)(2)(iii). However, for 
purposes of claiming this itemized 
deduction with respect to meal and 
incidental expenses, substantiation of 
the amount of the expenses is not 
required if the employee is claiming a 
deduction that is equal to or less than 
the amount computed under section 
4.03 minus the amount deemed sub
stantiated under section 4.02 and sec
tion 7.01. The itemized deduction is 
subject to the SO-percent limitation on 
meal and entertainment expenses pro
vided in § 274(n) and the 2-percent 
floor on miscellaneous itemized de
ductions provided in § 67. 

.06 An employee who does not re
ceive a per diem allowance for meal 
and incidental expenses may deduct 
an amount computed pursuant to sec
tion 4.03 only as an itemized deduc
tion. This itemized deduction is sub
ject to the SO-percent limitation on 
meal and entertainment expenses pro
vided in § 274(n) and the 2-percent 
floor on miscellaneous itemized de
ductions provided in § 67. 

.07 A self-employed individual may 
deduct an amount computed pursuant 
to section 4.03 in determining adjust
ed gross income under § 62(a)(l). 
This deduction is subject to the SO
percent limitation on meal and enter
tainment expenses provided in 
§ 274(n). 

.08 If a payor's reimbursement or 
other expense allowance arrangement 
evidences a pattern of abuse of the 
rules of § 62(c) and the regulations 
thereunder, all payments under the 
arrangement will be treated as made 
under a nonaccountable plan. Thus, 
such payments are included in the 
employee's gross income, are reported 
as wages or other compensation on 
the employee's Form W-2, and are 
subject to withholding and payment 
of employment taxes. See 
§ 1.62-2(c)(3), (c)(S), and (h)(2). 

SEC. 8. WITHHOLDING AND 
PAYMENT OF EMPLOYMENT 
TAXES 

.01 The portion of a per diem 
allowance, if any, that relates to the 
days of business travel substantiated 
and that exceeds the amount deemed 
substantiated for those days under 

section 4.01, 4.02, or S is subject to 
withholding and payment of employ
ment taxes. See § 1.62-2(h)(2)(i)(B). 

(1) In the case of a per diem 
allowance paid as a reimbursement, 
the excess described in this section 
8.01 is subject to withholding and 
payment of employment taxes in the 
payroll period in which the payor 
reimburses the expenses for the days 
of travel substantiated. See 
§ 1.62-2(h)(2)(i)(B)(2) . 

(2) In the case of a per diem 
allowance paid as an advance, the 
excess described in this section 8.01 is 
subject to withholding and payment 
of employment taxes no later than the 
first payroll period following the pay
roll period in which the days of travel 
with respect to which the advance was 
paid are substantiated. See 
§ 1.62-2(h)(2)(i)(B)(3). If some or all 
of the days of travel with respect to 
which the advance was paid are not 
substantiated within a reasonable pe
riod of time and the employee does 
not return the portion of the allow
ance that relates to those days within 
a reasonable period of time, the por
tion of the allowance that relates to 
those days is subject to withholding 
and payment of employment taxes no 
later than the first payroll period 
following the end of the reasonable 
period. See § 1.62-2(h)(2)(i)(A). 

(3) In the case of a per diem 
allowance only for meal and inciden
tal expenses for travel away from 
home paid to an employee in the 
transportation industry by a payor 
that uses the rule in section 4.04(3), 
the excess of the per diem allowance 
paid for the period over the amount 
deemed substantiated for the period 
under section 4.02 (after applying sec
tion 4.04(3», is subject to withhold
ing and payment of employment taxes 
no later than the first payroll period 
following the payroll period in which 
the excess is computed. See 
§ 1.62-2(h)(2)(i)(B)(4). 

(4) For example, assume that a 
payor pays an employee a per diem 
allowance to cover business expenses 
for meals and lodging for travel away 
from home at a rate of 120 percent of 
the Federal per diem rate for the 
localities to which the employee trav
els. The employer does not require 
the employee to return the 20 percent 
by which the reimbursement for those 
expenses exceeds the Federal per diem 
rate. The employee substantiates 6 



days of travel away from home: 2 
days in a locality in which the Federal 
per diem rate is $100 and 4 days in a 
locality in which the Federal per diem 
rate is $125. The employer reimburses 
the employee $840 for the 6 days of 
travel away from home (2 x (120070 x 
$100) + 4 x (120% x $125», and 
does not require the employee to 
return the excess payment of $140 «2 
days x $20 ($120-$100) + 4 days x 
$25 ($150-$125». For the payroll peri
od in which the employer reimburses 
the expenses, the employer must with
hold and pay employment taxes on 
$140. 

SEC. 9. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 93-50 is hereby super
seded for per diem allowances paid to 
an employee on or after January 1, 
1995, with respect to lodging, meal, 
and/ or incidental expenses paid or 
incurred for travel while away from 
home on or after January 1, 1995, 
and, for purposes of computing the 
amount allowable as a deduction, for 
meal and incidental expenses paid or 
incurred by an employee or self
employed individual for travel while 
away from home on or after January 
1, 1995. 

26 CFR 601.602: Forms and instructions. 
(Also Part I, §§ 117, 4945; 1.117-1, 
53.4945-4.) 

Rev. Proc. 94-78 

SECTION 1. PURPOSE 

This Revenue Procedure sets forth 
a rounding convention that may be 
used in connection with the percent
age tests of section 4.08 of Rev. Proc. 
76-47, 1976-2 C.B. 670, with respect 
to employer-related scholarship pro
grams and with the percentage tests 
of section 4.10 of Rev. Proc. 80-39, 
1980-2 C.B. 772, with respect to 
employer-related loan programs. 

SEC. 2. BACKGROUND 

.01 Section 2 of Rev. Proc. 76-47 
defines an employer-related scholar
ship program as a program that (i) 
treats some or all of the employees, 
or children of some or all of the 
employees, of a particular employer 
as a group from which grantees of 
some or all of the foundation's edu
cational grants will be selected; (ii) 
limits the potential grantees for some 
or all of the foundation's grants to 

individuals who are employees, or 
children of employees, of a particular 
employer; (iii) or otherwise gives such 
individuals a preference or priority 
over others in being selected as grant
ees of such grants. 

.02 Section 4.08 of Rev. Proc. 
76-47 provides that, in the case of a 
program that awards grants to chil
dren of employees of a particular 
employer, the program meets the per
centage test if the number of grants 
awarded under that program in any 
year to such children does not exceed 
25 percent of the number of employ
ees' children who, (i) were eligible, 
(ii) were applicants for such grants, 
and (iii) were considered by the selec
tion committee in selecting the recipi
ents of grants in that year, or 10 
percent of the number of employees' 
children who can be shown to be 
eligible for grants (whether or not 
they submitted an application) in that 
year. 

.03 Section 4.08 of Rev. Proc. 
76-47 provides also that, in the case 
of a program that awards grants to 
employees of a particular employer, 
the program meets the percentage test 
if the number of grants awarded un
der that program in any year to such 
employees does not exceed 10 percent 
of the number of employees who, (i) 
were eligible, (ii) were applicants for 
such grants, and (iii) were considered 
by the selection committee in selecting 
the recipients of grants in that year. 

.04 Application of the 25 percent 
or the 10 percent test may lead to a 
mixed number (a whole number and a 
fraction) of allowable grants. For ex
ample, if, under a program that 
awards grants to children of employ
ees, 18 eligible applications were re
ceived, the maximum number of al
lowable grants would be 4.5 (25% of 
18). In order to avoid mixed number 
results, the Service will allow the use 
of the rounding convention described 
below. 

.05 Section 4.10 of Rev. Proc. 
80-39 sets forth a similar percentage 
test for employer-related loan pro
grams. 

SEC. 3. ROUNDING CONVENTION 

.01 If, in applying any of the 
percentage tests of section 4.08 of 
Rev. Proc. 76-47, an organization 
determines that the maximum number 
of allowable grants is a mixed num
ber with a fraction of 112 or greater, 

the organization may round upward 
the number of allowable grants to the 
nearest whole number, which whole 
number shall constitute the maximum 
number of grants that may be award
ed that year to employees and/or 
their children. 

.02 In applying any of the percent
age tests of section 4.08 of Rev. Proc. 
76-47, the rounding convention in 
3.01 above may be used only in any 
year during which the maximum 
number of allowable grants, as deter
mined under the percentage tests, is 
at least four without the benefit of 
the rounding convention. 

.03 In applying any of the percent
age tests of section 4.10 of Rev. Proc. 
80-39, the rounding convention in 
3.01 above may be used subject to the 
restriction established in 3.02 above. 

SEC. 4. EFFECT ON OTHER 
REVENUE PROCEDURES 

Rev. Procs. 76-47 and 80-39 are 
amplified. 

26 CFR 601.602: Tax forms and instructions. 

Rev. Proc. 94-79 

SECTION 1. PURPOSE 

The purpose of this Revenue Proce
dure is as follows: 

1) To state the requirements of the 
Internal Revenue Service (the Service) 
regarding the reproduction, private 
design and printing of substitute 
Form 1040-ES vouchers including the 
requirements for the acceptance of a 
computer-generated Form 1040-ES. 
(Note: A Form 1040-ES produced 
from an unchanged reproduction 
proof, supplied by the Service, is not 
a substitute form.) 

2) To state requirements for tax 
preparers to enter taxpayer identify
ing information on privately printed 
or computer-generated forms. To in
crease the efficiency of processing 
Forms 1040-ES the Service requests 
that tax preparers enter the scanline 
data on all substitute forms prepared 
by them. Optical Character Recogni
tion (OCR) technology using Font A 
or B must be used to be scannable by 
the Service. If laser print is not avail
able, you may choose to use any 
letter quality printer including a type
writer element having OCR Font A or 
B with a mylar ribbon. 
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SEC. 2. OFFICE OF 
MANAGEMENT AND BUDGET 
(OMB) REQUIREMENTS FOR ALL 
SUBSTITUTE FORMS 

.01 Legal Requirement of the Pa
perwork Reduction Act of 1980. Pub
lic Law 96-511 requires that: (1) 
OMB approve all Service tax forms, 
(2) EACH IRS form contains (in the 
upper right corner) the OMB ap
proved number and any expiration 
date, and (3) each IRS form (or its 
instructions) state why IRS is collect
ing the information, how it will be 
used, and whether or not the infor
mation is required to be furnished. 
This information must be provided to 
every user of any official or substitute 
tax forms. 

.02 Approval Number and Date Is 
Required. All substitute Forms 
1040-ES must contain (in the upper 
right corner) the OMB number that is 
on the official form. 

. 03 Format Required, (2 options) 
(a) OMB No. XXXX-XXXX 

(preferred) 
OR 

OMB # XXXX-XXXX 
(b) OMB No. XXXX-XXXX 

Expires (mm-dd-yy) 
(preferred) 

OR 
OMB # XXXX-XXXX 
Expires (mm-dd-yy) 

. 04 Required Explanation to Users 
of Substitute Forms. You must in
form the users of your substitute 
forms of the Service's use and collec
tion requirements stated in the in
structions for the official Service 
form. If you provide your users or 
customers with the official Internal 
Revenue Service instructions, Form 
1040-ES must retain the Paperwork 
Reduction Act Notice Statement as 
on the official form (usually in the 
lower left-hand corner). Otherwise, 
you must duplicate the material in the 
statement and add the phrase, "For 
Paperwork Reduction Act Notice, See 
Separate Instruction". 

.05 Obtaining OMB Number, Date 
and Statement. The OMB approval 
number, expiration date (when appli
cable), and use and collection require
ments may be obtained from the 
Service printed form (or its instruc
tions), the reproduction proof (or in
structions), or from the Service. 

834 1994-2 C.B. 

SEC. 3. DEFINITIONS 

.01 Definitions Relating to 
1040-ES Tax Forms. 

1 Substitute Form-A tax form 
that differs in any way from the 
official version and is intended to 
replace the entire form which is print
ed and distributed by the Service. (A 
photocopy or a printed form pro
duced from an unchanged reproduc
tion proof, supplied by the Service, is 
not a substitute form). 

2 Computer-Generated Substi
tute Form-A document that is en
tirely prepared by the use of a 
computer-printing device so that all 
the line numbers, line captions, and 
the tax amount data entries are in the 
same typeface. No graphics usually 
appear on the form. 

3 Graphics-Those parts of the 
tax form that are not the tax amount 
entries or called-for information. 
Generally, these are line numbers, 
captions, instructions, rules, borders, 
special indicators, and rules or 
strokes created by typesetting, photo
graphics, etc. 

4 Printed (or Preprinted) 
Form-A substitute form produced 
using conventional printing processes, 
photocopying, or other similar pro
cesses. 

5 Preprinted Pin-Fed Form-A 
substitute form printed by conven
tional methods on paper with margin
al perforations for use with automat
ed and/or high speed printing 
equipment. (THE MARGINAL PER
FORATED STRIPS CONTAINING 
THE PIN-FEED HOLES, MUST BE 
REMOVED FROM ALL FORMS 
PRIOR TO FILING WITH THE 
SERVICE.) 

SEC. 4. PRIVATE PRINTERS 

.01 Ordering Reproduction Proofs. 
Persons who wish to privately print 
substitute Forms 1040-ES should or
der reproduction proofs from the Ser
vice. 

1 The Service provides for the 
public camera ready reproduction 
proof of Form 1040-ES. The repro
duction proof can only be ordered by 
using Form 6747. Order for Repro
duction Proofs, Form 6747 can be 
obtained by written request to: 

Internal Revenue Service -EADC 
Attn: Reproduction Proof 

Coordinator 

4300 Caroline Ave. 
Richmond, VA 23222 

2 A charge of $2.00 per page 
will be made for each reproduction 
proof regardless of page size. Per 
Reproduction Proof Coordinator 
(804-228-3882) invoice no longer 
mailed -remittance is to be submitted 
with order. 

.02 Privately Printed Forms 
1040-ES Must Meet the Following 
Conditions. 

1 A clear band of 0.5 inch is 
required for the scanline. The center 
of the scanline will be 1 5/8 inches 
from the bottom of the form. There 
should be no marks in this area that 
can be detected by a reader/scanner. 

2 Must be on chemical wood 
writing paper equal to or better than 
the quality used for the official 
forms. The paper must be 20# white. 
The thickness of the stock should not 
be less than 0.0039 inches. Carbon 
bonded paper is prohibited from use 
on Forms 1040ES filed with the Ser
vice . 

3 The color of ink must be 
black. 

4 The overall size of the form in 
width may range from 7 114 - 8 112 
inches. The height of the form may 
range from 3 - 3 2/3 inches. 

5 Must have a high standard of 
legibility, both as to original form 
and as to fill in matter. The Service 
may reject reproductions with poor 
legibility . 

6 The basic specification such as 
margins etc., will be printed in the 
top margin of the reproduction proof 
and must be removed before printing. 
The official reproduction proof mar
gins across the top, bottom and sides 
must be maintained on all reproduc
tions. The reproduced form must be 
an exact facsimile of the official form 
and meet the requirements as set 
forth in this revenue procedure to be 
considered an unchanged reproduc
tion. (This type of reproduction needs 
no approval.) 

7 All lines and numbers which 
appear on the official form must also 
appear on the substitute form. 

8 The Service does not approve 
or disapprove the specific equipment 
or process used in reproducing substi
tute forms but requires only that the 
reproduced forms satisfy the condi
tions stated in this revenue procedure. 

9 Substitute forms which do not 



meet the requirements of this revenue 
procedure may not be filed in lieu of 
the official form. 

SEC. 5. COMPUTER-GENERATED 
FORMS l040ES 

.01 Form 1040-ES may be 
computer-generated; the entire form 
may be printed by computer on blank 
paper if all specifications in this reve
nue procedure are met. The generated 
form must have vertical spacing of six 
lines per inch and horizontal spacing 
of 10 characters per inch. It is re
quested that a scan area be included 
on the form. 

.02 Margins-A one quarter inch 
margin must be maintained across the 
top and both sides (exclusive of any 
pin-feed holes) on all computer
generated substitutes. The margin al
lows for slight printing misalignment 
when forms are prepared on high
speed equipment. 

.03 Tax preparers who are comput
er generating Form 1040-ES should 
enter the scanline data as specified in 
Section 6. 

123456789 
A 

Element 

00 
B 

SMIT 
C 

.04 Format Arrangement-The for
mat of each substitute form must 
follow the format of the official form 
as to item captions, line references, 
line numbers, form arrangement and 
format etc. Basically, try to make the 
form look like the official one with 
readability being a primary factor. 
All line numbers and items must be 
printed even though an amount is not 
entered on the line. 

SEC. 6. SPECIAL OPTICAL 
CHARACTER RECOGNITION (OCR) 
SCANLINE REQUIREMENTS 

.01 It is requested that tax prepa
rers provide the required information 
so the Service can capture posting 
data from the scanline using Optical 
Character Recognition technology. 
This can be accomplished by using 
laser print or any other technology 
that can provide the same product. 
You may choose to use a typewriter 
having OCR Font A or B with a 
mylar ribbon if laser print is not 
available. 

1 Position of scanline 
Scanline data should be posi-

30 
D 

o 
E 

A. Social Security Number 9 numeric 

tioned so that the last character in the 
scanline ends 3 1/2 inches from right 
edge of form. 

2 Type of Font 
OCR-A or OCR-B 

.02 Scanline and Character Posi
tion. 

1 Vertical Character Displace
ment-Characters should not fall 
more than 0.060 inches above or 
below the baseline of the scanline. 

2 Horizontal Character Displace
ment-The minimum acceptable clear 
space between characters is 0.014. 

3 Vertical Line Separation-The 
line to be scanned should occupy the 
center of a clear band 0.5 inches in 
height. 

4 Line Skew-Characters in the 
scanline must not run out of the 
Optical Reader's field of view. Over 
an 8.5 inch line of print, the line 
should not be skewed more than 1.4 
degrees. 

5 Rotation-The maximum al
lowable rotation of the character im
age is + 1.5 degree measured relative 
to the baseline of the line of print. 

.03 Form 1040-ES Scanline De
scription (Sample) 

9412 
F 

430 
G 

B. Check Digit 2 alpha/numeric From the pre-print IRS label or two numeric zeros. 
C. Name Control 4 alpha (first 4 character of last name) 
D. MFT 2 numeric Constant 30 
E. TIN Type 1 numeric Constant 0 
F. Tax Period 4 numeric (yymm) 
G. Transaction Code 3 numeric Constant 430 
NOTE: One blank field between each element. Name Control should be left justified when less than four characters. 

SEC. 7. APPROVAL 

.01 Any person making changes or 
desires to file substitute Form 
1040-ES, must develop such substi
tute using guidelines in this revenue 
procedure and they should be ap
proved by the Service before being 
filed. 

.02 Determination of such requests 
will be made after the Service's copy 
is finalized, usually in mid-October. 
Proposed substitutes should be sent 
to the address below as much in 
advance of the filing period for the 
form as possible. This is to permit 
adequate time for analysis and re
Sponse. Please provide your substitute 

form after you have examined the 
official form. Include how the form 
will be prepared and the weight of the 
paper used in printing the form. 

Internal Revenue Service 
Attn: Substitute Forms Program 

Coordinator 
PC:FP:FS Room 2712 
1111 Constitution Ave. NW 
Washington, DC 20224 
.03 Your request should state if 

you are requesting approval for the 
design of the form, placement/reada
bility of the scanline, or for both of 
the aforementioned. 

.04 If approval for placement/ 
readability of the scanline is request-

ed, please submit fifty (50) completed 
Forms 1040-ES which will be tested 
through a remittance processing sys
tem. (NOTE: The fifty documents 
can consist of five (5) different enti
ties.) 

.05 If we approve the placement! 
readability of your substitute form, 
an approval number will be assigned. 
This number should be printed or 
typewritten in the area of the bottom 
left margin. This approval number on 
Form 1040-ES will indicate to the 
Service that the form has been ap
proved for processing through an Op
tical Character Recognition/Remitt
ance Processing System. 
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.06 The Service sends a formal let
ter of approval/disapproval. Disap
proval letters will specify the changes 
required for approval and will require 
resubmission for approval. Telephone 
contact will be used to clarify a 
request. 

.07 Approval is good for only one 
tax year, (April through January.) 

SEC. 8. USE OF THE EDITION 
WHICH IS MAILED TO THE 
TAXPAYER 

.01 The edition of Form 1040-ES 
which is mailed to the taxpayer has 
the scanline already entered. This 
package also includes four envelopes 
each coded to identify the contents. 
The preparer is asked to use the 
edition sent to the taxpayer. The 
preparer is also asked to instruct the 
taxpayers to use the envelopes, re
ceived with their package, in sending 

their voucher and payment to the 
Service. Any privately provided enve
lopes must contain the caption 
"Form 1040-ES" on left center of 
envelope face. The envelope size must 
be 3 5/8 x 8 112 inches. 

.02 In April of 1989, lockbox start
ed processing Form 1040-ES Nation
wide at a commercial facility. See 
exhibit 4 for a listing of states and 
their respective lock box site. 

SEC. 9. AGREEMENT 

Any person who uses substitute 
forms and makes all or part of the 
changes specified in this revenue pro
cedure agrees to the following stipula
tion: The Service presumes the chang
es are made in accordance with these 
procedures and as such, will be no
ninterruptive 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 preparer agrees to 
accept the determination of the Ser
vice as to whether or not the form 
may continue to be used during the 
filing season, and also agrees to work 
with the Service in correcting noted 
deficiencies. Notification of deficien
cies may be made by letter, phone 
call or both. 

SEC. 10. EFFECT ON OTHER 
DOCUMENTS 

This revenue procedure supersedes 
Revenue Procedure 88-55, 1988-2 
C.B. 715. 

SEC. 11. EXHIBITS SECTION 

This Revenue Procedure may 
change from year to year as new 
technology is developed. 
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E 1040-ES (OCR) 
~ Department of the Treasury 

Intemal Revenue Service 1995 Payment 1 
Voucher OMS No. 1545-0087 

File only if you are making a payment of estimated tax. Return this voucher with check or money order payable to the 
"Internal Revenue Service." Please write your social security number (SSN) and "1995 Form 1040-ES" on your check 
or money order. Do not send cash. Enclose, but do not staple or attach, your payment with this voucher. 

Calendar year
Due April 17, 1995 

123456789 AA TAXP 30 0 9504 430 

99 123-45-6789 AA 987-65-4321 9504 

JAMES A & ANDREA A TAXPAYER 
16305 MAIN AVENUE N.W. 
ANYTOWN US 99999 

For Paperwork Reduction Act Notice. see Instructions . 

Amount of payment $ 2, So[) . 00 
Change name or SSN if incorrect. Cross out name and 
SSN of deceased or divorced spouse. Get Form 8822, 
Change of Address, to report a new address (see 
instructions). 
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EXIIIDIT2 

Character Positioning 

5 1 .060 max 

1 2 3 4 ---- ----6 _ f __ ~ __ -.:'verage base line 

t .060 max 

Vertical Character Displacement 

11 0 0 
I I I I .100 nominal I I I I 

---t 1- -I "-
I I I I Horizontal Character Positioning 

10 characters per inch .014 min 

0.5 clear 
band 

.25 nom 3 
-1-2 .. _.4-5-6 7-

.32 scan band 

1_2 _3 4_5-6 ll':::::~:t 
b::tom edge of doc. f 

\' ,I , 

Vertical Separation 

Line Skew 

1 23,4 5 Character Rotation 

I, 
" 1.5 degree max -'-
I , 
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EXHIBIT 3 

IMF NAME CONTROL JOB AID 

The name control consists of four alpha characters. The ampersand (&) and hyphen (-) are the only special characters 
allowed in the name control. The name control can have less but no more than four characters. Blanks may be present 
only as the last two positions of the name control. 

Name Control Underlined Name Control Narrative 

Dorothy Willow WILL INDIVIDUALS: 

John A. Fir FIR 1. The name control for 
an individual name is 

James P. Ai AI the first four 
significant characters 

Tom MacDonald MACD of the last name. 

Mary Van Elm VANE 2. When the taxpayer has 
a true name and a 

Joe McCedar MCCE trade name, the name 
control is derived 

Ann O'Spruce OSPR from the first four 
characters of the 

Mr. Peter Holly HOLL individuals' last 
name. 

Harry Maple, Owner MAPL 3. English Names: 

Pfc. M. Ralph Evergreen EVER a. When a maiden 
name is shown 

Daniel Di Almond DIAL with a married 
name, the name 

Mark D'Magnolia DMAG control is the 
first four 

Arthur P. Aspen ASPE letters of the 
Sunshine Restaurant married name. 

Janet Redbud Laurel LAUR b. When two last 
names are 

Joan Hickory -Hawthorn HICK connected by a 
hyphen for an 

Joseph Ash & Linda Birch ASH individual, the 
name control is 
the first four 
letters of the 
first last 
name. 

Juan Garza Morales GARZ HISPANIC NAMES: 

Jose Rivera-Santiago RIVE 1. When two last names 
are shown for an 

Maria Lopez Y Moreno LOPE individual, the 
name control is the 

Elena della Valle DELV first four letters 
of the last name. 

Eduardo de la Rose DELA 2. The Spanish Phrases 
"del" and "de la" 

Pablo De Martinez DEMA are considered part 
of the name control. 

Miguel de Torres DETO 3. If it can be 
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Name Control Underlined Name Control 

Juanita de Martinez MART 

B. A. DE Rodriquez DERO 

M. D. de Garcia GARC 

Binh To La LA 

Dang Van Le LE 

Nhat Thi Pham PHAM 

Kim Van Nguyen & Nhung NGUY 
Thi Tran 

Jin-Zhang Qin & Yen-Yin QIN 
Chiu 

Phock, Kim Van & Yue Le PHOC 

EXHIBIT 4 

Narrative 
determined the 
taxpayer is a man, 
make DE part of 
the surname (name 
control) whether or 
not the DE is 
capitalized. 

4. If it can be determined 
that the taxpayer is a 
woman, do not make DE a 
part of the surname 
(name control.) 

5. If unable to determine 
whether the taxpayer is 
a man or woman, make DE 
part of the surname 
(name control) if the 
DE is capitalized. If 
de is not capitalized, 
do not make it part of 
the surname (name 
control.) 

ORIENTAL NAMES: 

1. Some Oriental last 
names have only two 
letters. 

2. If the individual has 
just migrated to the 
U.S., the last name may 
appear first on the 
name line (Chinese 
custom.) On the 
line, the last name 
will usually appear 
first. 

3. Vietnamese names will 
often have a middle 
name of Van (male) 
or Thi (female.) 
The Vietnamese female 
rarely changes her last 
name when she marries. 
Nguyen is a common last 
name. 

The addresses of the Lockbox Depositories that will be processing 1040-ES vouchers are as follows: 

If you are located in: 

New Jersey, New York (New York 
City, and counties of Nassau, 
Rockland, Suffolk, and Westchester) 

840 1994-2 C.B. 

Use this address: 

Internal Revenue Service 
P.O. Box 162 
Newark, NJ 07101-0162 



If you are located in: 

New York (all other counties) 
Connecticut, Maine, Massachusetts, 
New Hampshire, Rhode Island, Vermont 

Delaware, District of Columbia, 
Maryland, Pennsylvania, Virginia 

Florida, Georgia, South Carolina 

Indiana, Kentucky, Michigan, 
Ohio, West Virginia 

Kansas, New Mexico, Oklahoma, 
Texas 

Alaska, Arizona, California 
(counties of Alpine, Amador, Butte, 
Calaveras, Colusa, Contra Costa, 
San Francisco, CA 94151-5100 
Del Norte, EI Dorado, Glenn, 
Humboldt, Lake, Lassen, Marin, 
Mendocino, Modoc, Napa, Nevada, 
Placer, Plumas, Sacramento, 
San Joaquin, Shasta, Sierra, 
Siskiyou, Solano, Sonoma, Sutter, 
Tehama, Trinity, Yolo, and Yuba), 
Colorado, Idaho, Montana, 
Nebraska, Nevada, North Dakota, 
Oregon, South Dakota, Utah, 
Washington, Wyoming 

California (all other counties), 
Hawaii 

Illinois, Iowa, Minnesota, 
Missouri, Wisconsin 

Arkansas, Alabama, North 
Carolina, Louisana, Tennessee, 
Mississippi 

American Samoa, 
Northern Mariana Islands, 
Puerto Rico (or if excluding 
income under Section 933), 
Virgin Islands: 

Nonpermanent residents, 
Foreign country: 

U.S. citizens and those 
filing Form 2555 or Form 4563, 
even if you have an A.P.O. or 
F.P.O. address 

Use this address: 

Internal Revenue Service 
P.O. Box 371999 
Pittsburgh, PA 15250-7999 

Internal Revenue Service 
P.O. Box 8318 
Philadelphia, P A 19162-8318 

Internal Revenue Service 
P.O. Box 105900 
Atlanta, GA 30348-5900 

Internal Revenue Service 
P.O. Box 7422 
Chicago, IL 60680-7422 

Internal Revenue Service 
P.O. Box 970001 
St. Louis, MO 63197-0001 

Internal Revenue Service 
P.O. Box 510000 

Internal Revenue Service 
P.O. Box 54030 
Los Angeles, CA 90054-0030 

Internal Revenue Service 
P.O. Box 970006 
St. Louis, MO 63197-0006 

Internal Revenue Service 
P.O. Box 1219 
Charlotte, NC 28201-1219 

Internal Revenue Service 
P.O. Box 8318 
Philadelphia, P A 19162-8318 
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Social Security Contribution and 
Benefit Base 

Under authority contained in the 
Social Security Act ("the Act"), the 
Secretary, Department of Health and 
Human Services, has determined and 
announced (59 F.R. 54464, dated Oc
tober 31, 1994) that the contribution 
and benefit base for remuneration 
paid in 1995, and self-employment 
income earned in taxable years begin
ning in 1995 is $61,200. 
"Old-Law" Contribution and Benefit 
Base 
General 

The 1995 "old-law" contribution 
and benefit base is $45,300. This is 

the base that would have been effec
tive under the Act without the enact
ment of the 1977 amendments. The 
base is computed under section 230(b) 
of the Act as it read prior to the 1977 
amendments. 

The "old-law" contribution and 
benefit base is used by: 

(a) the Railroad Retirement pro
gram to determine certain tax lia
bilities and tier II benefits pay
able under that program to sup
plement the tier I payments which 
correspond to basic Social Security 
benefits, 

(b) the Pension Benefit Guaranty 
Corporation to determine the maxi-

mum amount of pension guaranteed 
under the Employee Retirement In
come Security Act (as stated in sec
tion 230(d) of the Act), 

(c) Social Security to determine a 
year of coverage in computing the 
special minimum benefit, as described 
earlier, and 

(d) Social Security to determine a 
year of coverage (acquired whenever 
earnings equal or exceed 25 percent 
of the "old-law" base for this pur
pose only) in computing benefits for 
persons who are also eligible to re
ceive pensions based on employment 
not covered under section 210 of the 
Act. 
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Notice of Proposed Rulemaking 
Notice of Proposed Rulemaking and 
Notice of Public Hearing 

Distributions of Stock and Stock 
Rights 

CO-8-91 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rule
making and notice of public hearing. 

SUMMAR Y: This document proposes 
amendments to regulations relating to 
constructive distributions on preferred 
stock. The proposed regulations con
cern the treatment of stock redeem
able at a premium by the issuer. 
Under the proposed regulations, a 
call premium is generally treated as 
giving rise to a constructive distribu
tion only if redemption pursuant to 
the call provision is more likely than 
not to occur. The proposed amend
ments to the regulations also reflect 
1990 amendments to section 305( c) of 
the Internal Revenue Code. 

DATES: Written comments must be 
received by October 24, 1994. Out
lines of oral comments to be present
ed at the public hearing scheduled for 
November 14, 1994, must be received 
by October 24, 1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (CO-8-91), 
Room 5228, Internal Revenue Ser
vice, POB 7604, Ben Franklin Sta
tion, Washington, DC 20044. In the 
alternative, submissions may be hand 
delivered between the hours of 8 a.m. 
and 5 p.m. to: CC:DOM:CORP:T:R 
(CO-8-91), Courier's Desk, Internal 
Revenue Service, 1111 Constitution 
Avenue NW., Washington, DC. The 
hearing will be held in the IRS audi
torium, 1111 Constitution Avenue 
NW., Washington, DC. 

SUPPLEMENT ARY 
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 
Paperwork Reduction Act (44 U.S.c. 
3504(h)). Comments on the collection 
of information should be sent to the 
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Office of Management and Budget, 
Attn: Desk Officer for the Depart
ment of the Treasury, Office of In
formation 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 
§ 1.305-5(b)(5). This information is 
required to notify the IRS that the 
issuer and holder of stock subject to 
section 305 have made inconsistent 
determinations as to whether there is 
a constructive distribution under 
§ 1.305-5(b). The likely respondents 
are individuals or households and 
business or other for-profit institu
tions. 

The estimated total annual report
ing burden: 333 hours. The estimated 
annual burden per respondent varies 
from 5 minutes to 15 minutes, de
pending on individual circumstances, 
with an estimated average of 10 min
utes. The estimated number of re
spondents: 2000. Estimated annual 
frequency of responses: one. 

Background 

This document proposes amend
ments to the Income Tax Regulations 
(26 CFR part 1) under section 305 of 
the Internal Revenue Code of 1986. 
Section 305(a) provides that gross in
come generally does not include stock 
dividends. Section 305(b)(4) provides 
an exception for certain distributions 
with respect to preferred stock. 

Section 305(c) provides that, under 
regulations, a difference between re
demption price and issue price, or 
any transaction having a similar ef
fect, shall be treated as a distribution. 
This provision addresses methods 
"devised to give preferred stockhold
ers the equivalent of dividends on 
preferred stock which are not taxable 
as such under present law." S. Rep. 
No. 552, 91st Cong., 1st Sess. 151 
(1969). For example, "a corporation 
may issue preferred stock for $100 
per share which pays no dividends, 
but which may be redeemed in 20 
years for $200. The effect is the same 
as if the corporation distributed pre
ferred stock equal to 5 percent of the 
original stock each year during the 
20-year period in lieu of cash divi
dends." Id. 

Current § 1.305-5(b)(l) provides 
that if a corporation issues preferred 
stock which may be redeemed after a 
specified period of time at a price 
higher than the issue price, the differ
ence is considered a distribution of 
additional stock on preferred stock 
which is constructively received by the 
shareholder over the period of time 
during which the preferred stock can
not be called for redemption. 

Current § 1.305-5(b)(2) provides 
that this rule does not apply to the 
extent that the higher redemption 
price represents a reasonable redemp
tion premium. A safe harbor is pro
vided under which a redemption pre
mium is considered reasonable if it is 
not in excess of 10 percent of the 
issue price on stock not redeemable 
for five years from the date of issu
ance. A redemption premium that 
does not meet this safe harbor is 
considered reasonable if it is in the 
nature of a penalty for premature 
redemption and is not larger than the 
premiums being paid for this purpose 
by other issuers of similar stock at 
the time of issuance. 

Current § 1.305-5(b)(l) can apply 
to preferred stock that is redeemable 
solely at the option of the issuer. The 
holder generally must treat a call 
premium as a constructive distribu
tion under § 1.305-5(b) to the extent 
that the premium is unreasonable. 

Section 305(c) was amended by the 
Revenue Reconciliation Act of 1990 
(the 1990 Act), Pub. L. 101-508, 
which changed the treatment of stock 
redeemable at a premium. The 
amendments provide that (a) if the 
issuer is required to redeem stock at a 
specified time, or the holder has the 
option to require the issuer to redeem 
stock, at a premium, the redemption 
premium will result in a constructive 
distribution if it exceeds a de minimis 
amount computed under the princi
ples of section 1273(a)(3); (b) a re
demption premium will not fail to be 
treated as a distribution (or series of 
distributions) merely because the 
stock is callable; and (c) in any case 
where a redemption premium is treat
ed as a distribution (or series of 
distributions), the premium will be 
taken into account under principles 
similar to those of section 1272(a). 

The amendments to section 305(c) 
did not alter the requirement that 



constructive distributions resulting 
from a redemption premium be treat
ed as distributions to which section 
301 applies only if they have the 
effect described in section 305(b), in
cluding section 305(b)(4). Rather, the 
amendments were adopted because 
Congress believed that "the economic 
accrual rules applicable to debt in
struments issued with [original issue 
discount (010)] also should generally 
apply to certain preferred stock issued 
with a redemption premium if the 
stock will be redeemed, or if it can 
reasonably be assumed that the stock 
will be redeemed, on a fixed date." 
H.R. Rep. No. 881, 10ist Cong., 2d 
Sess. 347 (1990). The legislative histo
ry to the 1990 amendments indicates 
that Congress did not intend to limit 
the authority of the Treasury and the 
IRS to determine the proper treat
ment of redemption premiums on call
able preferred stock. Id. at 348-49. 

Explanation of Proposed Regulations 

1990 Act Amendments. Proposed 
§ 1.305-5(b)(l) and (b)(2) restate the 
basic rules concerning the treatment 
of mandatorily redeemable and putt
able stock in conformity with the 
1990 Act. The IRS and Treasury 
anticipate that other issues raised by 
the 1990 Act will be addressed in 
subsequent guidance. 

Treatment of issuer call rights. The 
primary focus of the proposed regula
tions is on the treatment under sec
tion 305(c) of stock callable at a 
premium at the option of the issuer. 

If stock is subject to an issuer call, 
the holder cannot control whether the 
stock will be redeemed at the premi
um amount. Moreover, if the pay
ment of a call premium merely re
flects increases in the value of the 
holder's stock resulting from market 
fluctuations after the date of issu
ance, the call premium is not the 
equivalent of a distribution and its 
payment is more appropriately tax
able only upon realization. 

If, on the date of issuance, howev
er, it is more likely than not that an 
issuer will exercise its call option 
based on the economic terms of the 
stock, the holder's anticipated in
crease in the earnings and assets of 
the issuer through the call premium is 
equivalent to a periodic return on the 
stock that should be taxed over time 
as a distribution. Such a call has the 
effect of a mandatory redemption 

provision, and should produce com
parable tax consequences. 

Accordingly, proposed § 1.305-
5(b )(3) requires constructive distribu
tion treatment with respect to an 
issuer call only if, based on all of the 
facts and circumstances as of the 
issue date, redemption pursuant to 
the call right is more likely than not 
to occur. Even if redemption may be 
likely, however, constructive distribu
tion treatment does not result if the 
redemption premium is solely in the 
nature of a penalty for premature 
redemption. A penalty for premature 
redemption is a premium paid as a 
result of changes in economic or mar
ket conditions over which neither the 
issuer nor the holder has control. 
Examples include changes in prevail
ing dividend rates or in the value of 
the common stock into which the 
stock is convertible. Calls in such 
cases reflect increases in the value of 
the holder's stock resulting from 
events that occur after the date of 
issuance, and the premiums paid 
thereon therefore represent a penalty 
for premature redemption rather than 
the equivalent of a periodic return on 
the stock. 

Under a safe harbor, constructive 
distribution treatment does not result 
from an issuer call if the issuer and 
the holder are unrelated, there are no 
arrangements that effectively require 
the issuer to redeem the stock, and 
exercise of the option to redeem 
would not reduce the yield of the 
stock. 

The standard in the proposed safe 
harbor is similar to the standard for 
taking into account call options in 
determining the yield of debt instru
ments potentially subject to the accru
al of OlD. See § 1.1272-1(c)(5). 
However, the determination of 
whether a redemption premium 
should be treated as a constructive 
distribution is not based solely on the 
effect of an issuer call on yield. 

Proposed § 1.305-5(b)(l) does not 
provide any exception from construc
tive distribution treatment for stock 
that is immediately callable by the 
issuer. Under proposed § 1.305-
5(b )(3), a constructive distribution by 
reason of the issuer call would only 
occur in cases where a call is more 
likely than not to occur, based on the 
facts and circumstances as of the 
issue date. The holder is treated as 
constructively receiving the premium 

as a distribution over the period from 
the issue date to the date on or by 
which redemption is most likely to 
occur. 

Under the proposed regulations, 
the tax consequences of callable pre
ferred stock are intended to reflect 
the economic expectations of the par
ties and to afford issuers flexibility to 
issue stock on terms that reflect their 
business needs. The proposed regula
tions are also intended to foreclose 
corporations from attempting to use 
issuer calls to create constructive dis
tributions solely for tax planning rea
sons. However, no inference is to be 
drawn from the proposed regulations 
as to the appropriate treatment of 
such call rights under current law. 
Such provisions are subject to scruti
ny under general tax principles (e.g., 
substance over form). 

De minimis exception. Proposed 
§ 1. 305-5(b)( 1) would replace the 
"reasonable redemption premium" ex
ception under current § l.305-5(b)(2) 
with the statutory de minimis rule 
under section 305(c)(l) for mandatori
ly redeemable and puttable stock, and 
extend the statutory rule to issuer 
calls. Extending this rule to issuer calls 
differs from the treatment discussed in 
the legislative history of the 1990 Act, 
but is appropriate because the pro
posed regulations limit constructive 
distribution treatment with respect to 
issuer calls to circumstances in which 
the stock is economically similar to 
mandatorily redeemable stock. In 
those cases, the call premium cannot 
fairly be said to be "in the nature of a 
penalty for premature redemption." 
Since those cases are outside of the 
intended scope of the exception in the 
current regulations, there is no reason 
to retain current § l.305-5(b)(2) for 
callable stock. 

Conforming changes. The proposed 
regulations would conform the exam
ples in §§ 1.305-3 and 1.305-5 to the 
proposed changes described above. In 
addition, the proposed regulations 
would conform language in § 1.305-
7(a) to the proposed changes de
scribed above. 

Effective dates. Proposed 
§ 1.305-5(b)(6) contains the effective 
date rules. In general, the regulations 
are proposed to apply to stock issued 
on or after the date final regulations 
are filed with the Federal Register. 

The committee reports to the 1990 
Act indicate that Congress did not 
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intend to limit the authority of the 
Secretary to promulgate regulations 
relating to the accrual of redemption 
premiums on callable preferred stock. 
However, the reports indicate that 
Congress anticipated any such regula
tions would be prospective. H.R. 
Conf. Rep. No. 964, 101st Cong., 2d 
Sess. 1095 (1990). 

Although the proposed regulations 
do not apply to stock issued before 
the date final regulations are filed 
with the Federal Register, the rules of 
sections 305(c)(l), (2), and (3) apply 
to stock described therein issued on 
or after October 10, 1990, except as 
provided in section 11322(b)(2) of the 
1990 Act. The committee reports to 
the 1990 Act express Congress' inten
tion that the economic accrual and 
OID de minimis rules generally apply 
as of the effective date of the 1990 
Act without regard to when regula
tions are amended to reflect such 
rules. H.R. Conf. Rep. No. 964, 
101st Cong., 2d Sess. 1095 (1990). 

The committee reports note that, in 
general, the OID de minimis rule will 
not apply to preferred stock that is 
callable solely at the option of the 
issuer (unless such stock is subject to 
a mandatory redemption or is putt
able). However, the economic accrual 
rule will apply as of the effective date 
of the 1990 Act to the entire call 
premium on stock that is callable 
solely at the option of the issuer (but 
not mandatorily redeemable or putt
able) if such premium is considered to 
be unreasonable under the current 
regulations. In such cases, except as 
provided in regulations, the entire call 
premium will be accrued over the 
period of time during which the pre
ferred stock cannot be called for 
redemption. It should be noted that 
the committee reports also authorize 
the Secretary to treat stock that, in 
form, is merely callable as being sub
ject to a mandatory redemption or a 
put if the existence of other arrange
ments effectively requires the issuer to 
redeem the stock. H.R. Conf. Rep. 
No. 964, 101st Cong., 2d Sess. 1095 
(1990). 

Comments invited. The IRS and 
Treasury invite public comment on 
the proposed regulations and on any 
issues involving the implementation 
of the 1990 Act amendments to sec
tion 305(c), including the extent to 
which OlD principles should be 
adopted in the section 305(c) context 
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and the appropriate treatment of un
paid cumulative dividends. 

Special Analyses 

It has been determined that this 
notice of proposed rulemaking is not 
a significant regulatory action as de
fined in EO 12866. Therefore, a regu
latory assessment is not required. It 
has also been determined that section 
553(b) of the Administrative Proce
dure 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 no
tice of proposed rulemaking will be 
submitted to the Chief Counsel for 
Advocacy of the Small Business Ad
ministration for comment on its im
pact on small business. 

Comments and Public Hearing 

Before these proposed regulations 
are adopted as final regulations, con
sideration 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 
available for public inspection and 
copying. 

A public hearing has been sched
uled for November 14, 1994, at 10 
a.m., in the 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 October 24, 
1994, and submit an outline of the 
topics (signed original and eight (8) 
copies) to be discussed and the time 
to be devoted to each topic by Octo
ber 24, 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 hear
ing. 

List of Subjects in 26 CFR Part 1 

Income taxes, Reporting and re
cordkeeping 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 the 
following entries in numerical order 
to read as follows: 

Authority: 26 U.S.C. 7805 * * * 
Section 1.305-3 also issued under 26 
U.S.C.305. 
Section 1.305-5 also issued under 26 
U.S.C.305. 
Section 1.305-7 also issued under 26 
U.S.C. 305. * * * 

Par. 2. Section 1.305-3 is amended 
as follows: 

1. In paragraph (e), remove the 
parentheses from the numbers in the 
headings for Examples (1) through 
(15). 

2. Paragraph (e), Example 15 is 
revised to read as follows: 

§ 1.305-3 Disproportionate 
distributions. 

* * * * 
(e) * * * 

* 
Example 15. (i) Facts. Corporation V is 

organized with two classes of stock, class A 
common and class B convertible preferred. The 
class B stock is issued for $100 per share and is 
convertible into class A at a fixed ratio that is 
not subject to full adjustment in the event 
stock dividends or rights are distributed to the 
class A shareholders. The class B stock pays no 
dividends but it is mandatorily redeemable in 
10 years for $200. Under sections 305(c) and 
305(b)(4), the entire redemption premium (i.e., 
the excess of the redemption price over the 
issue price) is deemed to be a distribution of 
preferred stock on preferred stock which is 
taxable as a distribution of property under 
section 301. This amount is considered to be 
distributed over the IO-year period under prin
ciples similar to the principles of section 
1272(a). During the year, the corporation de
clares a dividend on the class A stock payable 
in additional shares of class A stock. 

(ii) Analysis. The distribution on the class A 
stock is a distribution to which sections 
305(b)(2) and 301 apply since it increases the 
proportionate interests of the class A share
holders in the assets and earnings and profits 
of the corporation and the class B shareholders 
have received property (i.e., the constructive 
distribution described above). If, however, the 
conversion ratio of the class B stock were 
subject to full adjustment to reflect the distri
bution of stock to class A shareholders, the 
distribution of stock dividends on the class A 
stock would not increase the proportionate 
interest of the class A shareholders in the assets 
and earnings and profits of the corporation 
and such distribution would not be a distribu
tion to which section 301 applies. 

(iii) Effective date. This Example 15 applies 
to stock issued on or after the date final 



regulations are filed with the Federal Register. 
For previously issued stock, see 26 CFR part I 
edition revised April I, 1994, § 1.305-3(e) 
Example (/5). 

Par. 3. Section 1.305-5 is amended 
as follows: 

1. Paragraph (b) is revised. 
2. In paragraph (d), remove the 

parentheses from the numbers in the 
headings for Examples (1) through 
(9). 

3. Paragraph (d), Examples 4, 5, 
and 7 are revised. 

4. The revisions read as follows: 

§ 1.305-5 Distributions on preferred 
stock. 

* * * * * 
(b) Redemption premium-(1) In 

general. If a corporation issues pre
ferred stock that may be redeemed 
under the circumstances described in 
this paragraph (b) at a price higher 
than the issue price, the difference 
(the redemption premium) is treated 
under section 305(c) as a constructive 
distribution (or series of constructive 
distributions) of additional stock on 
preferred stock that is taken into 
account under principles similar to 
the principles of section l272(a). 
However, constructive distribution 
treatment does not result under this 
paragraph if the redemption premium 
does not exceed a de minimis 
amount, as determined under the 
principles of section 1273(a)(3). 

(2) Mandatory redemption or hold
er put. Paragraph (b)(1) of this sec
tion applies to stock if the issuer is 
required to redeem the stock at a 
specified time or the holder has the 
option to require the issuer to redeem 
the stock. 

(3) Issuer ca//-(i) In general. Para
graph (b)(1) of this section applies to 
stock by reason of the issuer's right 
to redeem the stock (even if the right 
is immediately exercisable), but only 
if, based on all of the facts and 
circumstances as of the issue date, 
redemption pursuant to that right is 
more likely than not to occur. How
ever, even if redemption is more like
ly than not to occur, paragraph (b)(1) 
of this section does not apply if the 
redemption premium is solely in the 
nature of a penalty for premature 
redemption. A penalty for premature 
redemption is a premium paid as a 
result of changes in economic or mar
ket conditions over which neither the 
issuer nor the holder has control. 

(ii) Safe harbor. For purposes of 
this paragraph (b)(3), redemption 
pursuant to an issuer's right is not 
treated as more likely than not to 
occur if-

(A) The issuer and the holder are 
not related within the meaning of 
section 267(b) or 707(b); 

(B) There are no arrangements that 
effectively require the issuer to re
deem the stock; and 

(C) Exercise of the right to redeem 
would not reduce the yield of the 
stock, as determined under principles 
similar to the principles of section 
1272(a). 

(iii) Effect of not satisfying safe 
harbor. The fact that a redemption 
right is not described in paragraph 
(b)(3)(ii) of this section does not af
fect the determination of whether the 
right to redeem is more likely than 
not to occur. 

(4) Coordination of multiple re
demption provisions. If the provisions 
of stock permit redemption at more 
than one time, the time and price at 
which redemption is most likely to 
occur must be determined based on 
all of the facts and circumstances as 
of the issue date. Any constructive 
distribution under paragraph (b)(1) of 
this section will be construed to result 
only with respect to the time and 
price identified in the preceding sen
tence. However, if redemption does 
not occur at that identified time, the 
amount of any additional premium 
payable on any later redemption date, 
to the extent not previously treated as 
distributed, is treated as a construc
tive distribution over the period from 
the missed call or put date to that 
later date, to the extent required un
der the principles of this paragraph 
(b). 

(5) Consistency. The issuer's deter
mination as to whether there is a 
constructive distribution under this 
paragraph (b) is binding on all hold
ers of the stock, other than a holder 
that explicitly discloses that its deter
mination as to whether there is a 
constructive distribution under this 
paragraph (b) differs from that of the 
issuer. Unless otherwise prescribed by 
the Commissioner, the disclosure 
must be made on a statement at
tached to the holder's timely filed 
Federal income tax return for the 
taxable year that includes the date the 
holder acquired the stock. 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 ad
dress or telephone number of a repre
sentative of the issuer who will make 
available to holders upon request the 
information required for holders to 
comply with this provision of this 
paragraph (b). 

(6) Effective date. This paragraph 
(b) (and Examples 4, 5, and 7 of 
paragraph (d) of this section) apply to 
stock issued on or after the date final 
regulations are filed with the Federal 
Register. For rules applicable to pre
viously issued stock, see 26 CFR part 
1 edition revised April 1, 1994, 
§ 1.305-5(b) and (d) Examples (4), 
(5), and (7). Although this paragraph 
(b) and the revised examples do not 
apply to stock issued before the date 
final regulations are filed with the 
Federal Register, the rules of sections 
305(c)(1), (2), and (3) apply to stock 
described therein issued on or after 
October 10, 1990, except as provided 
in section 11322(b )(2) of the Revenue 
Reconciliation Act of 1990 (Pub. L. 
101-508). 

* 
(d) * * * 

* * * * 
Example 4-(i) Facts. Corporation X is a 

domestic corporation with only common stock 
outstanding. In connection with its acquisition 
of Corporation T, X issues 100 shares of its 
4070 preferred stock to the shareholders of T, 
who are unrelated to X. The issue price of the 
preferred stock is $40 per share. Each share of 
preferred stock is convertible at the sharehold
er's election into three shares of X common 
stock. At the time the preferred stock is issued, 
the X common stock has a value of $10 per 
share. The preferred stock does not provide for 
its mandatory redemption or for redemption at 
the option of the holder. It is callable at the 
option of X at any time beginning three years 
from the date of issuance for $100 per share. 
There are no other arrangements that would 
affect X's decision to call the preferred stock. 

(ii) Analysis. The preferred stock is described 
in the safe harbor rule of paragraph (b)(3)(ii) 
of this section because X and the former 
shareholders of T are unrelated, there are no 
arrangements that effectively require X to re
deem the stock, and calling the stock for $100 
per share would not reduce the yield of the 
preferred stock. Therefore, the $60 per share 
call premium is not treated as a constructive 
distribution to the shareholders of the preferred 
stock under paragraph (b) of this section. 

Example 5-(i) Facts-(A) Corporation Y is 
a domestic corporation with only common 
stock outstanding. On January I, 1995, Y 
issues 100 shares of its 10070 preferred stock to 
an unrelated holder. The issue price of the 
preferred stock is $100 per share. The preferred 
stock is-

(I) Callable at the option of Y on or before 
January I, 2000, at a price of $105 per share 
plus any accrued but unpaid dividends; and 
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(2) Mandatorily redeemable on January I, 
2005, at a price of $100 per share plus any 
accrued but unpaid dividends. 

(B) The preferred stock provides that if Y 
fails to exercise its option to call the preferred 
stock on or before January I, 2000, the holder 
will be entitled to appoint a majority of Y's 
directors. It is reasonably anticipated that Y 
will have available funds sufficient to exercise 
the right to redeem. 

(ii) Analysis. Under paragraph (b)(3)(i) of 
this section, paragraph (b)(I) of this section 
applies because, by virtue of the change of 
control provision and the absence of any con
trary facts, it is more likely than not that Y 
will exercise its option to call the preferred 
stock on or before January I, 2000. The safe 
harbor rule of paragraph (b)(3)(ii) of this 
section does not apply because the provision 
that failure to call will cause the holder to gain 
control of the corporation is an arrangement 
that effectively requires Y to redeem the pre
ferred stock. Under paragraph (b)(4) of this 
section, the constructive distribution occurs 
over the period ending on January I, 2000. 
Redemption is most likely to occur on that 
date, because that is the date on which the 
corporation minimizes the rate of return to the 
holder but yet prevents the holder from gaining 
control. The de minimis exception of para
graph (b)(I) of this section does not apply 
because the $5 per share difference between the 
redemption price and the issue price exceeds 
the amount determined under the principles of 
section 1273(a)(3) (5 x .0025 x $105 = $1.31). 
Accordingly, $5 per share, the difference be
tween the redemption price and the issue price, 
is treated as a constructive distribution received 
by the holder on an economic accrual basis 
over the five year period ending on January I, 
2000, under principles similar to the principles 
of section I 272(a). 

* * * * * 
Example 7-(i) Facts-(A) Corporation Z is 

a domestic corporation with only common 
stock outstanding. On January I, 1995, Z 
issues 100 shares of its 10070 preferred stock to 

C, an unrelated individual. The issue price of 
the preferred stock is $100 per share. The 
preferred stock is-

(1) Not callable for a period of 5 years from 
the issue date; 

(2) Callable at the option of Z on January I, 
2000, at a price of $110 per share plus any 
accrued but unpaid dividends; 

(3) Callable at the option of Z on July I, 
200 I, at a price of $120 per share plus any 
accrued but unpaid dividends; and 

(4) Mandatorily redeemable on January I, 
2003, at a price of $150 per share plus any 
accrued but unpaid dividends. 

(B) There are no other arrangements between 
Z and C concerning redemption of the stock. 

(ii) Analysis. Under paragraphs (b)(3)(i) and 
(b)(4) of this section, paragraph (b)(I) of this 
section applies because, absent any other facts 
indicating a contrary result, the fact that re
demption on January I, 2000, would reduce 
the yield of the stock and produce the lowest 
yield indicates that exercise of the option to 
call on that date is more likely than not to 
occur. The safe harbor rule of paragraph 
(b)(3)(ii) of this section does not apply to the 
option to call on January I, 2000, because the 
call would reduce the yield of the stock. The de 
minimis exception of paragraph (b)(I) of this 
section does not apply because the $10 per 
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share difference between the redemption price 
payable in 2000 and the issue price exceeds the 
amount determined under the principles of 
section 1273(a)(3) (5 x .0025 x $110 = $1.38). 
Accordingly, $10 per share, the difference be
tween the redemption price and the issue price, 
is treated as a constructive distribution received 
by the holder on an economic accrual basis 
over the five year period ending January I, 
2000, under principles similar to the principles 
of section I 272(a). 

(iii) Coordination rules-(A) If Z does not 
exercise its option to call the preferred stock on 
January I, 2000, paragraph (b)(4) of this sec
tion provides that the principles of paragraph 
(b) of this section must be applied to determine 
if any remaining constructive distribution oc
curs. Under paragraphs (b)(3)(i) and (b)(4) of 
this section, paragraph (b)(I) of this section 
applies because, absent any other facts indicat
ing a contrary result, the fact that redemption 
on July I, 2001, would produce the lowest 
yield indicates that exercise of the option to 
call on that date is more likely than not to 
occur. The safe harbor rule of paragraph 
(b)(3)(ii) of this section does not apply to the 
option to call on July I, 2001, because, as of 
the first call date, a call by Z on July 1,2001, 
for $120 would reduce the yield of the stock. 
The de minimis exception of paragraph (b)(I) 
of this section does not apply because the $10 
per share difference between the redemption 
price and the issue price (revised as of the 
missed call date) exceeds the amount deter
mined under the principles of section 1273(a)(3) 
(I x .0025 x $120 = $.30). Accordingly, the 
$10 per share of additional redemption premi
um that is payable on July I, 2001, is treated 
as a constructive distribution received by the 
holder on an economic accrual basis over the 
period between January I, 2000, and July I, 
2001, under principles similar to the principles 
of section 1272(a). 

(B) If Z does not exercise its second option 
to call the preferred stock on July I, 2001, then 
the $30 additional redemption premium that is 
payable on January I, 2003, is treated as a 
constructive distribution under paragraphs 
(b)(2) and (b)(I) of this section. The de minimis 
exception of paragraph (b)( I) of this section 
does not apply because the $30 per share 
difference between the redemption price and 
the issue price (revised as of the second missed 
call date) exceeds the amount determined under 
the principles of section 1273(a)(3) (I x .0025 x 
$150 = $.38). The holder is treated as receiving 
the constructive distribution on an economic 
accrual basis over the period between July I, 
2001, and January I, 2003, under principles 
similar to the principles of section 1272(a). 

Par. 4. Section 1.305-7 is amended 
by revising the fourth sentence in the 
concluding text of paragraph (a) to 
read as follows: 

§ 1.305-7 Certain transactions treated 
as distributions. 

(a) * * * 

* * * For example, where a redemp
tion premium exists with respect to a 
class of preferred stock under the 
circumstances described in § 1.305-
5(b) and the other requirements of 

this section are also met, the distribu
tion will be deemed made with respect 
to such preferred stock, in stock of 
the same class. * * * 

* * * * * 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
June 21, 1994, 8:45 a.m., and published in 
the issue of the Federal Register for June 22, 
1994, 59 F.R. 32160) 

Notice of Proposed Rulemaking 

Losses on Small Business Stock 

CO-46-94 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rule
making. 

SUMMARY: This document propos
es amendments to regulations under 
section 1244 relating to losses on 
small business stock. In particular, 
the amendment concerns the records 
to be kept and information to be filed 
with the return. 

Section 1244(a) permits an individ
ual to treat a limited amount of loss 
on certain small business corporation 
stock as ordinary loss. The existing 
regulation requires that a taxpayer 
claiming an ordinary loss on small 
business stock shall maintain certain 
information and file an information 
statement with the taxpayer's return 
for the year in which the loss occurs. 
The proposed amendment would re
move the requirement that a taxpayer 
claiming a section 1244 ordinary loss 
file an information statement with the 
taxpayer's income tax return. 

DATES: Written comments and re
quests for a public hearing must be 
received by January 17, 1995. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (CO-46-94), 
Room 5228, Internal Revenue Ser
vice, POB 7604, Ben Franklin Sta
tion, Washington, DC 20044. In the 
alternative, submissions may be hand 
delivered between the hours of 8:00 
a.m. and 5:00 p.m. to: CC:DOM: 
CORP:T:R (CO-46-94), Courier's 
Desk, Internal Revenue Service, 1111 
Constitution Avenue NW, Washing
ton, DC. 



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 
Paperwork 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 Depart
ment of the Treasury, Office of In
formation 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 
§ 1.1244(e)-I(b). This information is 
required by the IRS to determine 
whether a taxpayer is entitled to a 
section 1244 loss. This information 
will be used by IRS examiners to 
verify that the stock qualifies as sec
tion 1244 stock. The likely record
keepers are individuals and corpora
tions. 

Estimated total annual recordkeep
ing burden: 2,000 hours. The estimat
ed annual burden per record keeper 
varies from .10 hours to .30 hours, 
depending on individual circumstanc
es, with an estimated average of .20 
hours. Estimated number of record
keepers: 10,000. 

Background: 

This document proposes amend
ments to the Income Tax Regulations 
(26 CFR part 1) under section 1244 of 
the Internal Revenue Code of 1986. 
Section 1244 was enacted as part of 
the Small Business Tax Revision Act 
of 1958, with the goal of encouraging 
the flow of new funds into small 
business. The purpose of the section 
was to reduce the risk of a loss of 
new investment by permitting a tax
payer to take an ordinary loss, rather 
than a capital loss, on qualifying 
small business stock. H.R. Rep. No. 
2198, 85th Cong., 2d Sess. 4 (1958); 
104 Congo Rec. 17,090 (1958) (Sen
ate). 

Section 1244(a) permits an individ
ual to treat a limited amount of loss 
on section 1244 stock as ordinary 
loss. Section 1244(c) defines "section 
1244 stock" as stock in a domestic 
corporation if, at the time the stock is 

issued: (1) the corporation was a 
small business corporation (as defined 
in section 1244(c)(3»; (2) the stock 
was issued by the corporation for 
money or other property (other than 
stock and securities); and (3) the cor
poration, during the period of its five 
most recent taxable years ending be
fore the date the loss on the stock 
was sustained, derived more than 50 
percent of its aggregate gross receipts 
from sources other than royalties, 
rents, dividends, interest, annuities, 
and sales or exchanges of stocks or 
securities. 

Section 1.1244(e)-I(b) of the In
come Tax Regulations provides that 
any taxpayer who claims an ordinary 
loss deduction under section 1244 
shall file with the taxpayer's income 
tax return for the loss year an infor
mation statement setting forth: (1) the 
address of the corporation that issued 
the stock; (2) the manner in which the 
stock was acquired by the taxpayer 
and the nature and amount of the 
consideration paid; and (3) if the 
stock was acquired in a nontaxable 
transaction in exchange for property 
other than money-the type of prop
erty, its fair market value on the date 
of transfer to the corporation, and its 
adjusted basis on such date. 

The IRS has taken the position that 
taxpayers are not entitled to section 
1244 ordinary loss treatment if they 
have failed to file the information 
statement described in § 1.1244(e)
l(b) with the income tax return for 
the year in which the deduction for 
the loss is claimed. The Tax Court 
has upheld this position. See Magee 
V. Commissioner, T.C. Memo. 1993-
305, 66 T.C.M. (CCH) 105 (1993); 
Couman V. Commissioner, T.C. 
Memo. 1989-520, 58 T.C.M. (CCH) 
219 (1989); and Cosgrove V. Commis
sioner, T. C. Memo. 1987-401 , 54 
T.C.M. (CCH) 136 (1987). 

Explanation of Provision 

The IRS and Treasury Department 
have determined that denying ordi
nary loss treatment under section 
1244 solely because a taxpayer fails to 
file the § 1. 1244(e)-1 (b) information 
statement with the taxpayer's income 
tax return is not necessary to achieve 
the purposes of section 1244. Notice 
94-89, page 560, this Bulletin. There
fore, taxpayers will not be required to 
file the § 1.l244(e)-I(b) information 
statement to qualify for section 1244 

treatment. Section 1. 1244(e)-I(b) is 
proposed to be revised to eliminate 
the requirement that a taxpayer file 
an information statement with the 
taxpayer's income tax return. Howev
er, because a taxpayer who claims an 
ordinary loss under section 1244 still 
bears the burden of establishing that 
the deduction is proper, § 1.1244( e)-
1 (b) is also proposed to be revised to 
state that a person who claims an 
ordinary loss with respect to stock 
under section 1244 must have records 
sufficient to establish that the taxpay
er is entitled to the loss and satisfies 
the requirements of section 1244. 

Proposed Effective Date 

These regulations are proposed to 
be effective for open taxable years 
beginning after December 31, 1953, 
the effective date of Treasury Deci
sion 6495, which prescribed regula
tions under section 1244. 

Special Analyses 

It has been determined that this 
notice of proposed rulemaking is not 
a significant regulatory action as de
fined in EO 12866. Therefore, a regu
latory assessment is not required. It 
has also been determined that section 
553(b) of the Administrative Proce
dure 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 no
tice of proposed rulemaking will be 
submitted to the Chief Counsel for 
Advocacy of the Small Business Ad
ministration for comment on its im
pact on small business. 

Comments and Requests for a Public 
Hearing 

Before these proposed regulations 
are adopted as final regulations, con
sideration 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 
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. 
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List of Subjects in 26 CFR Part 1 

Income taxes, Reporting and re
cordkeeping requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part I is pro
posed to be amended as follows: 

PART I-INCOME TAXES 

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

Authority: 26 U .S.C. 7805 * * * 
Section 1.1244(e)-1 also issued un

der 26 U.S.C. 1244(e). 

* * * * * 
Par. 2. Section 1.1244(e)-1 is 

amended as follows: 
I. The section heading is revised. 
2. In paragraph (a)(l), the refer

ence in the second sentence "para
graph (c)(2) of § 1.1244(c)-2" is re
moved and "§ 1.1244(c)-2(b)(2)" is 
added in its place. 

3. Paragraph (b) is revised. 
The revisions read as follows: 

§ 1.1244(e)-1 Records to be kept. 

* * * * * 
(b) By the taxpayer. A person who 

claims an ordinary loss with respect 
to stock under section 1244 must have 
records sufficient to establish that the 
taxpayer is entitled to the loss and 
satisfies the requirements of section 
1244. See also section 6001, requiring 
records to be maintained. 

Margaret Milner 
Richardson, 

Commissioner of the 
Internal Revenue. 

(Filed by the Office of the Federal Register on 
November 14, 1994, 8:45 a.m., and pub
lished in the issue of the Federal Register for 
November 15, 1994, 59 F.R. 58800) 

Notice of Proposed Rulemaking 

Deductions for Transfers of 
Property 

EE-81-88 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rule
making and notice of hearing. 
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SUMMAR Y: This document contains 
proposed amendments to the regula
tions to eliminate the special rule that 
requires an employer to deduct and 
withhold income tax as a prerequisite 
for claiming a deduction for property 
transferred to an employee in connec
tion with the performance of services. 
Under the existing regulation, em
ployers have been denied a deduction 
for failure to withhold even where the 
employee has reported the income 
and paid the tax. The proposed 
amendments will provide guidance on 
substantiating deductions for property 
transferred in connection with the 
performance of services. The pro
posed amendments will affect em
ployers and other service recipients 
who transfer property for services. 

DATES: Written comments and re
quests for a public hearing must be 
received by February 3, 1995. 

ADDRESSES: Send comments and 
requests for a public hearing to: In
ternal Revenue Service, POB 7604, 
Ben Franklin Station, Attn: CC: 
DOM:CORP:T:R (EE-81-88), Room 
5228, Washington, DC 20044. In the 
alternative, submissions may be hand 
delivered between the hours of 8 a.m. 
and 5 p.m. to: CC:DOM:CORP:T:R 
(EE-81-88), Courier's Desk, Internal 
Revenue Service, IIII Constitution 
Avenue NW, Washington, DC. 

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 
Paperwork 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 Depart
ment of the Treasury, Office of In
formation 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 
§§ 1.6041-1 and 1.6041-2 of the Reg
ulations. This information is required 
by the IRS to ensure the proper 
matching of income recognized by 
service providers with deductions 

claimed by service recipients. The 
likely respondents are individuals, 
farms, business or other for-profit 
institutions, nonprofit institutions, 
and small businesses or organizations. 

The burden for the reporting re
quirement contained in §§ 1.6041-1 
and 1.6041-2 is reflected in the bur
den for Forms W-2 and 1099. 

Overview 

This document contains proposed 
amendments to the Income Tax Regu
lations (26 CFR Part 1) under section 
83(h) of the Internal Revenue Code 
of 1986 (Code). The proposed regula
tions eliminate the requirement to 
deduct and withhold income tax as a 
prerequisite for claiming a deduction. 

Under section 83(h) of the Code, in 
the case of a transfer of property to 
which section 83(a) applies, the per
son for whom services were provided 
may deduct an amount equal to the 
amount included in the service pro
vider's gross income. In light of the 
difficulty that a service recipient may 
have in demonstrating that an 
amount has actually been included in 
the service provider's gross income, 
the general rule in existing 
§ 1.83-6(a)(l) permits the deduction 
for the amount "includible" in the 
service provider'S gross income. Thus, 
the deduction may be allowed to the 
service recipient even if the service 
provider does not properly report the 
includible amount. Where the service 
provider is an employee of the service 
recipient, however, the special rule in 
§ 1.83-6(a)(2) provides that a deduc
tion may be claimed only if the ser
vice recipient (employer) deducts and 
withholds income tax in accordance 
with section 3402. The special rule 
was designed to ensure that the ser
vice recipient's deduction is in fact 
offset by a corresponding inclusion in 
the service provider's gross income. 
The special rule is limited to 
employer-employee situations because 
in other situations there is no under
lying withholding requirement upon 
which the deduction could be condi
tioned. 

Taxpayers have expressed concern 
that it is often difficult to satisfy the 
prerequisite that employers must de
duct and withhold income tax from 
payments in kind as a condition for 
claiming a deduction. The proposed 
amendments to the section 83 regula
tions would address this concern by 



eliminating this prereqUisite, while 
still ensuring consistent treatment be
tween service recipients and service 
providers as required by the statute. 
In addition, because the deduction no 
longer would be conditioned on with
holding, there no longer would be a 
need to have different rules for those 
who receive services from employees 
and those who receive services from 
others. 

Under the proposed amendments, 
the existing general rule and special 
rule would be replaced by a revised 
general rule that more closely follows 
the statutory language of section 
83(h). The service recipient would be 
allowed a deduction for the amount 
"included" in the service provider's 
gross income. For this purpose, the 
amount included means the amount 
reported on an original or amended 
return or included in gross income as 
a result of an IRS audit of the service 
provider. 

Because of the potential difficulty 
of demonstrating actual inclusion by 
the service provider, a special rule 
would provide that, if the service 
recipient timely complies with appli
cable Form W -2 or 1099 reporting 
requirements under section 6041 (or 
6041A), as appropriate, with respect 
to the amount includible in income by 
the service provider, the service pro
vider will be deemed to have included 
the amount in gross income for this 
purpose. Thus, the proposed amend
ments would allow the deduction 
without requiring the service recipient 
to demonstrate actual inclusion by the 
service provider. If a transfer met the 
requirements for exemption from re
porting for payments aggregating less 
than $600 in any taxable year, or was 
eligible for any other reporting ex
emption, no reporting would be re
quired in order for the service recipi
ent to rely on the deemed inclusion 
rule. 

In order to allow service recipients 
to take advantage of the deemed 
inclusion rule with respect to property 
transfers to all service providers, the 
proposed amendments would permit 
service recipients to use the special 
rule also in the case of transfers to 
corporate service providers. To that 
end, service recipients would be per
mitted, solely for purposes of this 
rule, to treat the Form 1099 reporting 
requirements as applicable to trans
fers to corporate service providers in 

the same manner as those require
ments would apply to transfers to 
noncorporate service providers. Thus, 
if a service recipient who transferred 
property to a corporate service pro
vider timely reported that income on 
Form 1099 (to both the service pro
vider and the federal government), 
the service recipient would be entitled 
to rely on the deemed inclusion rule 
in claiming a deduction for the 
amount of that income. If the trans
fer met the requirements for exemp
tion from reporting for payments ag
gregating less than $600 in any 
taxable year, or was eligible for any 
other reporting exemption applicable 
to a service provider that is not a 
corporation, no reporting would be 
required in order for the service recip
ient to rely on the deemed inclusion 
rule. 

The deemed inclusion rule could be 
used only by a service recipient whose 
compliance with applicable Form 
W -2 or 1099 reporting requirements 
was timely. Thus, for example, under 
the current reporting requirements, if 
amounts attributable to one or more 
section 83 transfers of property are 
includible in an employee's income in 
year 1 (and are not eligible for any 
reporting exemption), the employer 
generally would be required to fur
nish the employee a Form W -2 re
flecting that amount by January 31 of 
year 2 and generally would be re
quired to file a copy of the Form 
W -2 with the federal government by 
the last day of February of year 2. If 
the employer did report to the em
ployee and the government in a time
ly manner, the employer would be 
able to rely on the deemed inclusion 
rule to claim a deduction for the 
amount in year 1. If the employee's 
Form W -2 were not furnished until 
after January 31 of year 2 or the 
government's copy of Form W-2 
were not filed until after the last day 
of February of year 2, the employer 
generally would be required to dem
onstrate that the employee actually 
included the amount in income in 
order to support its deduction of such 
amount. 

Under the proposed amendments, a 
special rule would apply with respect 
to an amount includible in an em
ployee's or former employee's income 
by reason of a disqualifying disposi
tion of stock that had been acquired 
pursuant to a statutory stock option. 

In the case of such a disposition, a 
Form W-2 or W-2c (as appropriate) 
would have to be furnished to the 
employee or former employee, and 
filed with the federal government, 
only by the date on which the em
ployer files its tax return (including 
an amended return) claiming a deduc
tion for that amount. 

With respect to disqualifying dispo
sitions, the proposed amendments 
would modify the conditions for an 
employer's deduction under section 
83(h) in a manner that is not inconsis
tent with the guidance provided by 
Notice 87-49 (Changes to Incentive 
Stock Option Requirements by Sec
tion 321 of the Tax Reform Act of 
1986), 1987-2 C.B. 355. The pro
posed amendments are not intended 
to have any effect on the application 
of Notice 87-49 or the analysis con
tained therein, and therefore should 
not be viewed as constituting a recon
sideration of Revenue Ruling 71-52, 
1971-1 C.B. 278, within the meaning 
of Notice 87-49. 

Although the withholding require
ment would be eliminated as a pre
requisite for claiming a deduction, the 
proposed amendments would not re
lieve the service recipient from any 
applicable withholding requirements 
of subtitle C or from the statutorily 
prescribed penalties or additions to 
tax for noncompliance with those re
quirements. Thus, for example, if an 
employer transferred to an employee 
property to which section 83 applies 
and failed to withhold income tax on 
the payment, the employer would be 
liable for the tax under section 3403. 
However, under section 3402(d), any 
tax liability assessed against the em
ployer would be offset by any tax 
paid by the employee. In addition, 
nothing in this proposed regulation 
would relieve the service recipient 
from penalties or additions to tax for 
noncompliance with the requirements 
of section 6041 or 6041A (relating to 
information reporting) to the extent 
they otherwise apply. 

The proposed regulation that was 
published in the Federal Register on 
November 16, 1983 (48 FR 52079), 
proposing to amend the special rule 
in § 1.83-6(a)(2), is hereby with
drawn. 

These amendments are proposed to 
be effective for deductions allowable 
for taxable years beginning on or 
after January 1, 1995. However, tax-
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payers may apply these proposed 
amendments when claiming a deduc
tion for any year not closed by the 
statute of limitations. For example, if 
substantially vested (within the mean
ing of § 1.83-3(b» stock was trans
ferred to an employee in 1992 upon 
the exercise of a nonstatutory stock 
option, and if the calendar year em
ployer furnished a Form W-2 to the 
employee by January 31, 1993, re
flecting the income generated by such 
transfer, and filed the appropriate 
Form W-2 with the federal govern
ment by February 28, 1993, then the 
employer could apply these proposed 
amendments to claim a deduction for 
1992 for the amount of the income, 
even if the employer failed to with
hold in accordance with section 3402 
and could not demonstrate actual in
clusion in income by the employee. If 
that employer did not claim a deduc
tion for the amount of the income on 
its 1992 tax return, it could file an 
amended return for 1992 claiming 
such a deduction pursuant to the 
proposed amendments, provided that 
1992 is still an open year. 

Reliance on These Proposed 
Regulations 

Taxpayers may rely on these pro
posed amendments for guidance 
pending their issuance as final regula
tions. If future amendments are more 
restrictive than these proposed 
amendments, the future amendments 
will be applied without retroactive 
effect. 

Special Analyses 

It has been determined that this 
notice of proposed rulemaking is not 
a significant regulatory action as de
fined in EO 12866. Therefore, a regu
latory assessment is not required. It 
has also been determined that section 
553(b) of the Administrative Proce
dure Act (5 U .s.c. chapter 5) and the 
Regulatory Flexibility Act (5 U.S.C. 
chapter 6) do not apply to these 
regulations and, therefore, a Regula
tory Flexibility Analysis is not re
quired. Pursuant to section 7805(f) of 
the Code, this notice of proposed 
rulemaking will be submitted to the 
Chief Counsel for Advocacy of the 
Small Business Administration for 
comment on their impact on small 
business. 
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Comments and Requests for Public 
Hearing 

Before these proposed regulations 
are adopted as final regulations, con
sideration 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 
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 1.61-1 
through 1.281-4 

Income taxes, Reporting and re
cordkeeping requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 is pro
posed to be amended as follows: 

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

Authority: 26 U .S.c. 7805 * * * 
Par. 2. In § 1.83-6, is amended as 

follows: 
1. Paragraphs (a)(1) and (2) are 

revised. 
2. Paragraph (a)(5) is added. 
3. The revisions and addition read 

as follows: 

§ 1.83-6 Deduction by employer. 

(a) Allowance of deduction-(1) 
General Rule. In the case of a trans
fer of property in connection with the 
performance of services, or a com
pensatory cancellation of a nonlapse 
restriction described in section 83( d) 
and § 1.83-5, a deduction is allow
able under section 162 or 212 to the 
person for whom the services were 
performed. The amount of the deduc
tion is equal to the amount included 
as compensation in the gross income 
of the service provider under section 
83(a), (b), or (d)(2), but only to the 
extent the amount meets the require
ments of section 162 or 212 and the 
regulations thereunder. The deduction 
is allowed only for the taxable year of 
that person in which or with which 
ends the taxable year of the service 
provider in which the amount is in
cluded as compensation. For purposes 

of this paragraph, any amount ex
cluded from gross income under sec
tion 79 or section 101(b) or sub
chapter N is considered to have been 
included in gross income. 

(2) Special Rule. For purposes of 
paragraph (a)(l) of this section, the 
service provider is deemed to have 
included the amount as compensation 
in gross income if the person for 
whom the services were performed 
satisfies in a timely manner all re
quirements of section 6041 or section 
6041A, and the regulations thereun
der, with respect to that amount of 
compensation. For purposes of the 
preceding sentence, whether a person 
for whom services were performed 
satisfies all requirements of section 
6041 or section 6041A, and the regu
lations thereunder, is determined 
without regard to § 1.6041-3(c) (ex
ception for payments to corpora
tions). In the case of a disqualifying 
disposition of stock described in sec
tion 421(b), an employer that other
wise satisfies all requirements of sec
tion 6041 and the regulations 
thereunder will be considered to have 
done so timely if Form W -2 or Form 
W-2c, as appropriate, is furnished to 
the employee or former employee, 
and is filed with the federal govern
ment, on or before the date on which 
the employer files the tax return 
claiming the deduction relating to the 
disqualifying disposition. 

* * * * * 

(5) Effective Date. Paragraphs 
(a)(1) and (a)(2) of this section apply 
to deductions for taxable years begin
ning on or after January 1, 1995. 
However, taxpayers may also apply 
paragraphs (a)(l) and (2) of this sec
tion when claiming deductions for 
taxable years beginning before that 
date if the claims are not barred by 
the statute of limitations. Paragraphs 
(a)(3) and (a)(4) of this section are 
effective as set forth in § 1.83-8(b). 

* * * * * 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

(Filed by the Office of the Federal Register on 
December 2, 1994, 8:45 a.m., and published 
in the issue of the Federal Register for 
December 5, 1994, 59 F.R. 62370) 



Amendments to Proposed 
Regulations 

Disallowance of Deductions for 
Employee Remuneration in Excess 
of $1,000,000 

EE-61-93 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Amendments to proposed 
regulations. 

SUMMARY: This document contains 
amendments to the proposed regula
tions under section 162(m) of the 
Internal Revenue Code of 1986 
(Code), relating to the disallowance 
of deductions for employee remunera
tion in excess of $1,000,000. The 
proposed regulations, as amended, 
will provide guidance to taxpayers 
who must comply with section 
162(m), which was added to the Code 
by the Omnibus Budget Reconcilia
tion Act of 1993. 

DATES: Written comments with re
gard to the amendments to the pro
posed regulations and requests for a 
public hearing must by received by 
March 2, 1995. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (EE-61-93), 
Room 5228, Internal Revenue Ser
vice, POB 7604, Ben Franklin Sta
tion, Washington, DC 20044. In the 
alternative, submissions may be deliv
ered to: CC:DOM:CORP:T:R 
(EE-61-93), Courier's Desk, Internal 
Revenue Service, 1111 Constitution 
Avenue, NW, Washington, DC 
20224. 

SUPPLEMENTARY 
INFORMATION: 

Background 

This document contains amend
ments to the proposed Income Tax 
Regulations (26 CFR Part 1) under 
section 162(m) of the Internal Reve
nue Code (Code). The proposed regu
lations were published in the Federal 
Register on December 20, 1993, at 58 
FR 66310 [EE-61-93, 1994-1 C.B. 
774], with a correction published in 
the Federal Register on February 14, 
1994, at 59 FR 5370. Additional guid
ance was provided under Notice 94-2, 
1994-1 C.B. 326, and Notice 94-68, 
1994-1 C.B. 376. In Notice 94-2, the 
IRS provided transition relief relating 

to the requirement that a perfor
mance goal based on a period of 
service be "preestablished." In Notice 
94-68, the IRS announced that the 
final regulations would provide simi
lar relief on a permanent basis. No
tice 94-68 also extended the transition 
period during which a corporation 
can treat disinterested directors as 
outside directors until the first meet
ing of shareholders at which directors 
are to be elected that occurs on or 
after January 1, 1995. Section 
1.l62-27(h)(2) of the proposed regu
lations defines a disinterested director 
as a director who is disinterested 
within the meaning of Rule 
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). Under 
§ 1.1 62-27(h)(2), the transition rule 
for disinterested directors originally 
was scheduled to expire upon the first 
meeting of shareholders at which di
rectors were to be elected that oc
curred after July 1, 1994. 

These amendments provide guid
ance on the definition of the term 
"outside director." The amendments 
also extend the transition relief pro
vided in Notice 94-68 until the first 
meeting of shareholders at which di
rectors are to be elected that occurs 
on or after January 1, 1996. Thus, 
corporations can treat disinterested 
directors as outside directors until 
that first meeting of shareholders. 
Other modifications are also included 
that reflect a number of the com
ments received on the December 1993 
proposed regulations. The IRS and 
Treasury will continue to consider 
comments previously received on the 
December 1993 proposed regulations 
on issues other than those addressed 
by these amendments. 

The December 1993 proposed regu
lations, as amended by these amend
ments, are generally intended to ad
dress broad issues that are important 
to most taxpayers in complying with 
section 162(m) and, thus, are not 
comprehensive. To the extent that an 
issue is not covered by the proposed 
regulations, as amended, taxpayers 
should follow a reasonable, good 
faith interpretation of the statutory 
provisions. 

Overview of Amendments 

Definition of publicly held corpora
tion. Section 1.162-27(c)(I)(ii) of the 

proposed regulations defines a public
ly held corporation to include an 
affiliated group of corporations, as 
defined in section 1504 of the Code 
(determined without regard to section 
1504(b». Because a subsidiary that is 
itself publicly held is subject to re
porting requirements of the Securities 
and Exchange Commission (SEC), 
§ 1.162-27(c)(l)(ii) is amended to 
make clear that any publicly held 
subsidiary is excluded from the affili
ated group of its parent. Such a 
publicly held subsidiary, and its sub
sidiaries (if any), are separately sub
ject to section 162(m) and may com
prise one or more separate affiliated 
groups of corporations. 

Thus, for example, if 85 percent of 
the stock of a subsidiary (SI) is 
owned by a parent (P) that is publicly 
held, and 15 percent is publicly trad
ed, SI is not considered a member of 
P's affiliated group for purposes of 
section 162(m). In this case, SI is 
treated as a separate publicly held 
corporation. If, in turn, SI owns, for 
example, 100 percent of the stock of 
another corporation, S2, then S2 is 
considered a member of SI 's affiliat
ed group, and not a member of P's 
affiliated group. Conversely, P (and, 
for example, a 100 percent subsidiary 
of P) are not considered members of 
SI 's affiliated group. Thus, if P and 
SI both pay compensation to the 
same covered employee, the compen
sation paid to the employee by each is 
not aggregated with the compensation 
paid to the employee by the other. 

Definition of compensation com
mittee. Section 1. 162-27(c)(4) pro
vides that a compensation committee 
must have the authority to establish 
and administer a "performance-based 
compensation arrangement described 
in paragraph (e)(2)." In order to 
clarify that, for example, the entire 
board of directors may establish a 
plan, this section is amended to state 
more narrowly that a compensation 
committee must have the authority to 
establish and administer "perfor
mance goals described in paragraph 
(e)(2). " 

Preestablished performance goal. 
Section 1. 162-27(e)(2)(i) and Example 
J under § 1. 162-27(e)(2)(vii) are 
amended to conform to the defini
tion of "preestablished" provided in 
Notice 94-68. As amended, 
§ 1.162-27(e)(2)(i) now provides that 
a performance goal is considered pre-
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established if it is established in writ
ing by the compensation committee 
not later than 90 days after the com
mencement of the period of service to 
which the performance goal relates, 
provided that the outcome is substan
tially uncertain. However, in no event 
will a performance goal be considered 
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. 

The "substantially uncertain" re
quirement. Commentators have re
quested additional guidance as to 
when a performance goal is "substan
tially uncertain." While this determi
nation remains essentially factual in 
nature, two examples have been add
ed to the proposed regulations under 
§ 1.162-27(e)(2)(vii). Under new Ex
ample 2, it is concluded that a perfor
mance goal based on a percentage of 
total sales is not substantially uncer
tain because some sales are a virtual 
certainty. New Example 3, however, 
illustrates that a performance goal 
based on corporate profitability is 
substantially uncertain, even for com
panies with a history of profitability. 

A wards based on a percentage of 
salary. Commentators have raised the 
question whether a compensation for
mula based on a percentage of salary 
or base pay involves impermissible 
discretion to increase the amount pay
able under the formula upon attain
ment of the goal because, by increas
ing salary, the amount payable may 
be increased after the goal has been 
established. Section 1.162-27(e)(2)(iii) 
has been amended to provide that, if 
the terms of an objective formula or 
standard fail to preclude discretion 
merely because the amount of com
pensation to be paid upon the attain
ment of the performance goal is 
based, in whole or in part, on a 
percentage of salary or base pay, the 
objective formula or standard will not 
be considered discretionary (and thus 
§ 1.162-27(e)(2)(iii) wi11 not be violat
ed) if the maximum dollar amount to 
be paid is fixed at the time the 
performance goal is established. 

Of course, a formula or standard 
based on salary or base pay might fail 
to meet the requirements of 
§ 1.162-27(e)(2)(iii) for reasons other 
than the fact that the formula or 
standard is based on salary or base 
pay. If that is the case, the relief 
described in the preceding paragraph 
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will not prevent the performance goal 
from failing to meet the requirements 
of § I. I 62-27(e)(2). A conforming 
amendment has been made to 
§ 1.162-27(e)(4)(i) to provide that, 
when the amount to be paid is based 
on a percentage of salary or base pay, 
the material terms of a performance 
goal that must be disclosed to share
holders include the maximum dollar 
amount that could be paid. 

Earnings on deferred performance
based compensation. In the case of a 
deferral of a payment of compensa
tion beyond the date on which it 
would otherwise be payable, 
§ 1.162-27(e)(2)(iii)(B) provides that 
an increase in the amount of the 
compensation is not treated as an 
increase in the amount payable under 
the performance goal if the increase 
in compensation is based on a reason
able rate of interest. (Of course, this 
rule assumes there is no constructive 
receipt of the compensation at the 
time it is deferred.) Commentators 
have asked whether this deferral rule 
also applies to increases in compensa
tion that are determined on reason
able bases other than by reference to 
a rate of interest. The purpose of the 
rule is generally to permit a reason
able adjustment in the amount of 
compensation to account for the de
lay in payment. Consequently, the 
rule is amended to permit the adjust
ment to be based on the actual rate 
of return on a predetermined invest
ment (including any decrease as well 
as any increase in the value of an 
investment) during the deferral period 
(whether or not assets associated with 
the amount originally owed are actu
ally invested therein). New Examples 
14, 15, and 16 have been added to 
i11ustrate the application of this rule. 

Impact of corporate transactions 
on performance goals. Section 
1.162-27(e)(2)(vi) provides that com
pensation attributable to a stock op
tion or stock appreciation right does 
not fail to be performance-based to 
the extent that a change in the grant 
or award is made to reflect changes in 
corporate capitalization. In response 
to commentators' suggestions that 
this relief for changes in corporate 
capitalization be expanded, the cur
rent provision has been expanded to 
apply to all stock-based compensa
tion, not only to stock options and 
stock appreciation rights. Thus, the 
provision has been moved to new 

§ 1.162-27(e)(2)(iii)(C). In addition, 
new Example 13 in § 1.162-27(e)
(2)(vii) indicates that the adjustment 
of a performance goal to reflect a 
change in accounting standards will 
not be considered an exercise of im
permissible discretion, provided that 
the adjustment is made pursuant to 
the terms of the plan or arrangement. 

Clarification of rule viewing all 
plans and agreements in the aggre
gate. Section 1.162-27(e)(2)(iv) pro
vides that all plans, arrangements, 
and agreements that provide for com
pensation to an employee will be 
taken into account for purposes of 
determining whether, under the facts 
and circumstances, compensation is 
only nominally or partially contingent 
on attainment of a performance goal. 
Compensation is only nominally or 
partially contingent on attainment of 
a performance goal if the employee 
will receive all or part of the compen
sation regardless of whether the per
formance goal is attained. Section 
1.162-27(e)(2)(v) provides that the de
termination of whether compensation 
satisfies the requirements of § 1.162-
27(e)(2), and thus is performance
based, is made on a grant-by-grant 
basis. 

In order to clarify how these two 
provisions apply and work together, 
the sequence of the two prOVlSlons 
has been reversed and minor revisions 
have been made. These changes are 
intended to clarify that the grant-by
grant rule is the general rule under 
which compensation arrangements are 
tested for purposes of determining 
whether they are performance-based. 
Thus, whether a compensation ar
rangement is performance-based is 
generally determined without regard 
to other compensation arrangements. 
The changes make clear that the ag
gregation rule requiring all plans, ar
rangements, and agreements provid
ing compensation to an employee to 
be taken into account is a limited 
exception to the general grant-by
grant rule, and applies only for the 
purpose of determining whether the 
employee would receive, regardless of 
whether the performance goal is at
tained, compensation that purports 
to be performance-based. Thus, for 
example, if payment under a 
nonperformance-based compensation 
arrangement is contingent upon the 
failure to attain a performance goal 
under an otherwise performance-



based arrangement, neither arrange
ment provides for compensation that 
is performance-based. 

The amendments also provide that, 
if a plan providing for performance
based restricted stock also provides 
for the payment of dividends on the 
stock prior to the attainment of the 
performance goal, the restricted stock 
and the dividends will be considered 
separate grants, and the payment of 
dividends will not "taint" the 
performance-based character of the 
restricted stock. 

Outside directors. Under § 1.162-
27(e)(3)(i)(D), an outside director is 
one who does not receive remunera
tion, either directly or indirectly, in 
any capacity other than as a director. 
Remuneration for this purpose in
cludes any payment in exchange for 
goods or services. Remuneration is 
deemed to be paid to a director if it is 
paid to the director personally, to an 
entity in which the director has a 
beneficial ownership interest of great
er than 50 percent, or (if more than 
de minimis remuneration) to an entity 
by which the director is employed or 
in which the director has a beneficial 
ownership interest of at least five 
percent but not more than 50 percent. 
See § 1. 162-27(e)(3)(ii). Remunera
tion is de minimis for this purpose if, 
during the publicly held corporation's 
preceding taxable year, payments to 
the entity did not exceed the lesser of 
$60,000 or five percent of the entity's 
gross income for the entity's taxable 
year ending with or within the public
ly held corporation's taxable year. 
See § 1.162-27(e)(3)(iii). 

Commentators have asserted that 
the $60,000 limit of the de minimis 
rule may be unrealistically low in 
cases where goods or certain types of 
services are purchased from entities 
that employ their directors. Thus, 
under the proposed amendments, the 
$60,000 de minimis limit applies only 
if the payment to the entity employ
ing the director is remuneration for 
personal services or if the director is a 
five-percent-or-more owner of the en
tity. In addition, the proposed 
amendments clarify that a director of 
an entity will not be considered em
ployed or self-employed by that entity 
solely on account of services as a 
director of the entity. 

Under new § 1.162-27(e)(3)(iv), re
muneration is not for personal servic
es unless two requirements are satis-

fied. First, the remuneration must be 
paid to an entity for personal or 
professional services, consisting of le
gal, accounting, investment banking, 
and management consulting services 
(and other similar services that may 
be specified by the Commissioner in 
revenue rulings, notices, or other 
guidance published in the Internal 
Revenue Bulletin), performed for the 
publicly held corporation. For this 
purpose, remuneration for personal 
services that are incidental to the 
purchase of goods or non personal 
services are not taken into account. 
Second, the director must perform 
significant services (whether or not as 
an employee) for the corporation, 
division, or similar organization 
(within the entity) that actually pro
vides the personal services described 
above to the publicly held corpora
tion, or more than 50 percent of the 
entity's gross revenues must be de
rived from the personal-service
providing organization. 

New Examples 5, 6, and 7 are 
added to § 1.162-27(e)(3)(ix) to clari
fy the revised rules on de minimis 
remuneration. Other clarifying 
amendments have been made to the 
outside director rules. New § 1.162-
27(e)(3)(v) clarifies the definition of 
the term "entity." Section 
1.162-27(e)(3)(ii)(A) and new Exam
ples 3 and 4 under § 1.162-27(e)(3)
(ix) make clear that directors are not 
outside directors if they receive any 
indirect personal remuneration from 
the publicly held corporation. 

Section 1.162-27(e)(3)(ii)(A) further 
provides that remuneration described 
in that section is considered paid 
when actually paid (and throughout 
the remainder of that taxable year of 
the publicly held corporation) and, if 
earlier, throughout the period when a 
contract or agreement to pay remu
neration is outstanding. New Example 
4 illustrates this rule. By contrast, 
§ 1.162-27(e)(3)(ii)(B) and (C) are 
amended to provide that remunera
tion described in those sections is 
considered paid when it is actually 
paid or, if earlier, when the publicly 
held corporation becomes liable to 
pay it. Thus, for example, if a public
ly held corporation becomes liable in 
1998 to pay more than de minimis 
remuneration to an entity, but agrees 
with the entity to defer payment of 
that remuneration until 1999, the re
muneration would be taken into ac-

count for purposes of § 1.162-27(e)
(3)(ii)(B) and (C) only in 1998 when 
the corporation became liable to pay 
it. Also, under § 1.162-27(e)(3)(iii), 
the five percent de minimis rule is 
amended to focus on the entity's 
gross revenue instead of its gross 
income. Finally, in order to clarify 
the application of the outside director 
rules to affiliated groups, new 
§ 1.162-27(e)(3)(viii) provides that 
the outside directors of the publicly 
held member of an affiliated group 
are treated as the outside directors of 
all members of the affiliated group. 

"Key employees" as a description 
oj a class oj eligible employees. Sec
tion 1.162-27(e)(4)(ii) provides a non
exclusive list of classes of employees 
that constitute sufficient disclosure of 
employees eligible to receive perfor
mance-based compensation. The pro
posed regulations are amended to add 
"key employees" to the list. 

Shareholder approval. Under 
§ 1.162-27(e)(4)(i), the material terms 
of the performance goal under which 
compensation is to be paid must be 
disclosed to and subsequently ap
proved by shareholders. The pro
posed amendments make explicit the 
requirement that disclosure and share
holder approval must occur before 
the compensation is paid. Of course, 
disclosure and shareholder approval 
need not occur during the period 
within which the compensation com
mittee is required to establish the 
performance goal. 

Under § 1. 1 62-27(e)(4)(vii), the 
material terms of a performance goal 
are considered approved by share
holders if, in a separate vote, affir
mative votes are cast by a majority of 
the voting shares. In order to reflect 
the fact that certain shares may have 
more than one vote, and to properly 
deal with abstentions, that section is 
amended to provide that the material 
terms of a performance goal are con
sidered approved by shareholders if, 
in a separate vote, a majority of the 
votes cast on the issue (including 
abstentions to the extent abstentions 
are counted as voting under applica
ble state law) are cast in favor of 
approval. 

In addition, in order to clarify the 
application of the shareholder ap
proval requirements to affiliated 
groups, new § 1.162-27(e)(4)(viii) 
provides that the shareholders of the 
publicly held member of an affiliated 

1994-2 C.B. 855 



group are treated as the shareholders 
of all members of the affiliated 
group. For example, if one of the five 
covered employees of an affiliated 
group is an employee of a wholly
owned subsidiary of a publicly held 
parent corporation, the shareholders 
of the parent would be required to 
approve the performance-based com
pensation of that covered employee 
along with that of the four covered 
employees who are employees of the 
publicly held parent. 

Private to public exception. Under 
§ 1.162-27(f), the $1 million deduc
tion limit does not apply to any 
compensation plan or agreement that 
existed during a period in which a 
corporation was not publicly held, to 
the extent that the prospectus accom
panying the initial public offering dis
closed information concerning those 
plans or agreements that satisfied all 
applicable securities laws then in ef
fect. Several commentators have 
asked whether the exemption should 
apply in perpetuity to plans or agree
ments that existed before the corpora
tion became public. Other comments 
have suggested that the exemption be 
extended to corporations that are 
spun off from publicly held corpora
tions. 

The IRS and Treasury believe that 
abuse could occur if the "private to 
public" exemption from the normally 
applicable rules were of unlimited 
duration. Accordingly, new § 1.162-
27(f)(2) provides that the exemption 
will apply for the duration of a reli
ance period that lasts until the earliest 
of the expiration or material modifi
cation of the plan or agreement; the 
issuance of all employer stock or 
other compensation that has been al
located under the plan; or the first 
meeting of shareholders at which di
rectors are elected that occurs after 
the close of the third calendar year 
following the calendar year in which 
the initial public offering occurs. A 
taxpayer may rely on this exemption 
for any compensation received pursu
ant to the exercise of a stock option 
or stock appreciation right, or the 
substantial vesting of restricted prop
erty, if the grant (as opposed to the 
exercise or the substantial vesting) 
occurs before the close of the reliance 
period. 

The IRS and Treasury have decided 
that the "private to public" exemp
tion should not apply to a subsidiary 
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of a publicly held corporation, where 
the subsidiary has been spun off or 
has otherwise become a separate pub
licly held corporation. This is because 
those subsidiary corporations are con
sidered to be publicly held before the 
spinoff under the affiliated group rule 
of § 1. 162-27(c)(ii). However, the 
IRS and Treasury recognize that it 
may be difficult to obtain shareholder 
approval of otherwise performance
based compensation in some of these 
situations. 

Accordingly, new § 1.162-27(f)(3) 
provides alternative rules for satisfy
ing the requirements for performance
based compensation in the context of 
a spinoff or similar situations. The 
first alternative prescribes the method 
for applying the existing rules to sat
isfy the performance-based compensa
tion requirements for compensation 
paid after a spinoff (or similar trans
action) pursuant to a plan or arrange
ment established before the spinoff 
(or similar transaction). The second 
alternative provides relief from the 
shareholder approval requirement 
during a transition period that ends 
with the first regularly scheduled 
meeting of the shareholders of the 
new publicly held corporation that 
occurs more than 12 months after the 
date on which the corporation be
comes a separate publicly held corpo
ration. This alternative may be neces
sary where shareholder approval of 
compensation is not obtained before 
the spinoff. 

Earnings on deferred compensation 
payable under a binding written con
tract. Section 1.162-27(h)(l)(iii)(B) is 
amended to conform to changes made 
to § 1.162-27(e)(2)(iii)(B) (with re
spect to permissible increases in the 
amount of compensation where pay
ment of compensation has been 
deferred). 

Special transition rule for outside 
directors. Section 1.162-27(h)(2) is 
amended to extend the transition re
lief for the treatment of disinterested 
directors (as defined in § 1.162-
27(h)(2» as outside directors until the 
first meeting of shareholders at which 
directors are to be elected that occurs 
on or after January 1, 1996. Thus, 
for example, if disinterested directors 
establish a bonus plan (that satisfies 
the performance-based compensation 
requirements of § 1.162-27(e)(2» for 
1996 before that first shareholders 
meeting, and the plan is approved by 

shareholders at that meeting, pay
ments under the plan will satisfy the 
performance-based-compensation re
quirements if the compensation com
mittee comprised of the new outside 
directors certifies that the perfor
mance goals have been satisfied prior 
to payment of the bonuses. 

Special transition rule for pre
viously-approved plans. The proposed 
amendments modify § 1.162-
27(h)(3)(i) to clarify that, in order for 
a plan to qualify under the special 
transition rule for previously-ap
proved plans, the disinterested direc
tors need only administer the plan 
(and need not also establish it). 

Reliance period for special transi
tion rule for previously-approved 
plans. Section 1.162-27(h)(3)(ii) pro
vides that the reliance period that 
applies to the transition rule for 
previously-approved plans under 
§ 1.162-27(h)(3)(i) ends upon the ear
liest of the expiration or material 
modification of the plan or agree
ment, the issuance of all employer 
stock or other compensation that has 
been allocated under the plan, or the 
first meeting of shareholders at which 
directors are to be elected that occurs 
after December 31, 1996. Questions 
have been raised as to whether, under 
this provision, and under the example 
provided, the deductions attributable 
to stock options, stock appreciation 
rights, and restricted property must 
be taken within the paragraph 
(h)(3)(ii) reliance period in order to 
take advantage of the transition re
lief. This was not the intention of the 
IRS or Treasury. Accordingly, this 
provision and the related example are 
amended to provide that stock op
tions, stock appreciation rights, and 
restricted property need only be 
granted before the end of the reliance 
period. 

Proposed Effective Date 

Except as otherwise provided, these 
amendments are proposed to be effec
tive for any payment that would be 
deductible for taxable years beginning 
on or after January 1, 1994. Later 
effective dates are proposed for sever
al of the amendments under 
§ 1. 162-27(i)(2). 

Special Analysis 

It has been determined that this 
notice of proposed rulemaking is not 
a significant regulatory action as de-



fined in EO 12866. It also has been 
determined that section 553(b) of the 
Administrative Procedure Act (5 
V.S.C. chapter 5) and the Regulatory 
Flexibility Act (5 V.S.C. chapter 6) 
do not apply to these regulations, 
and, therefore, a Regulatory Flexibili
ty Analysis is not required. Pursuant 
to section 7805(f) of the Code, this 
notice of proposed rulemaking will be 
submitted to the Chief Counsel for 
Advocacy of the Small Business Ad
ministration for comment on its im
pact on small business. 

Comments and Requests for Public 
Hearing 

Before adopting these amendments 
to the proposed regulations, consider
ation will be given to any written 
comments that are submitted timely 
(preferably 8 copies) to the Commis
sioner of Internal Revenue. All com
ments 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 re
cord keeping requirements. 

Amendments to the Proposed 
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 as follows: 

Authority: 26 V.S.C. 7805 * * * 
Par. 2. Section 1.162-27, as pro

posed to be added on December 20, 
1993 at 58 FR 66313, is amended as 
follows: 

1. Paragraph (c)(1)(ii) is amended 
by adding two sentences after the first 
sentence. 

2. Paragraph (c)(4) is revised. 
3. Paragraph (e)(2) is amended as 

follows: 
a. In paragraph (e)(2)(i), the second 

sentence is removed and two new 
sentences are added in its place. 

b. Paragraph (e)(2)(iii) is amended 
as follows: 

i. A new sentence is added at the 
end of paragraph (e)(2)(iii)(A). 

ii. Paragraph (e)(2)(iii)(B) is re
vised. 

iii. Paragraph (e)(2)(iii)(C) is add
ed. 

c. Paragraphs (e)(2)(iv) and (v) are 
revised. 

d. Paragraph (e)(2)(vi)(C) is re
moved. 

e. Paragraph (e)(2)(vii) is amended 
as follows: 

i. The first sentence of Example 1 
is revised. 

ii. Example 2 through Example 10 
are redesignated as Example 4 
through Example 12, respectively. 

iii. New Examples 2 and 3 are 
added. 

iv. The second sentence of newly 
designated Example 6 is revised. 

v. Examples 13, 14, 15, and 16 are 
added. 

4. Paragraph (e)(3) is amended as 
follows: 

a. Paragraphs (e)(3)(i)(D), (e)(3)(ii), 
and (e)(3)(iii) are revised. 

b. Paragraph (e)(3)(vi) is redesigna
ted as paragraph (e)(3)(ix); Example 2 
is revised; and Examples 3, 4, 5, 6, 
and 7 are added. 

c. Paragraphs (e)(3)(iv) and 
(e)(3)(v) are redesignated as para
graphs (e)(3)(vi) and (e)(3)(vii) respec
tively. 

d. New paragraphs (e)(3)(iv), 
(e)(3)(v) and (e)(3)(viii) are added. 

5. Paragraph (e)(4) is amended as 
follow: 

a. Paragraph (e)(4)(i) is revised. 
b. The last sentence of (e)(4)(ii) is 

revised. 
c. Paragraph (e)(4)(vii) is revised. 
d. Paragraph (e)(4)(viii) is rede

signated as paragraph (e)(4)(ix). 
e. New paragraph (e)(4)(viii) is add

ed. 
6. The heading for paragraph (f) is 

revised, the text of paragraph (f) 
following the heading is designated as 
paragraph (f)(1) and revised, and 
paragraphs (f)(2) through (5) are add
ed. 

7. The last sentence of paragraph 
(h)(1 )(iii)(B) is revised. 

8. The first sentence of paragraph 
(h)(2) is revised. 

9. Paragraph (h)(3) is amended as 
follows: 

a. Paragraph (h)(3)(i) is revised. 
b. Paragraph (h)(3)(ii)(B) is revised. 
c. Paragraph (h)(3)(iii) is redesigna

ted as paragraph (h)(3)(iv) and the 
Example is revised. 

d. New paragraph (h)(3)(iii) is add
ed. 

10. Paragraph (i) is amended as 
follows: 

a. The text of paragraph (i) follow
ing the heading is designated as para
graph (i)(1). 

b. A paragraph heading is added 
for newly designated paragraph (i)(1). 

c. Paragraph (i)(2) is added. 
The revisions and additions read as 

follows: 

§ 1.162-27 Certain employee 
remuneration in excess of $1,000,000 

* * * * * 
(c) * * * (1) * * * 
(ii) Affiliated groups. * * * Howev

er, an affiliated group of corpora
tions does not include any subsidiary 
that is itself a publicly held corpora
tion. Such a publicly held subsidiary, 
and its subsidiaries (if any), are sepa
rately subject to this section. * * * 

* * * * * 
(4) Compensation Committee. The 

compensation committee means the 
committee of directors (including any 
subcommittee of directors) of the 
publicly held corporation that has the 
authority to establish and administer 
performance goals described in para
graph (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 perfor
mance goals merely because the goals 
are ratified by the board of directors 
of the publicly held corporation or, if 
applicable, any other committee of 
the board of directors. See paragraph 
(e)(3) of this section for rules con
cerning the composition of the com
pensation committee. 

* * * * * 
(e) * * * 
(2) * * * (i) * * * A performance 

goal is considered preestablished if it 
is established in writing by the com
pensation committee not later than 90 
days after the commencement of the 
period of service to which the perfor
mance goal relates, provided that the 
outcome is substantially uncertain at 
the time the compensation committee 
actually establishes the goal. Howev
er, in no event will a performance 
goal be considered to be preestab
lished if it is established after 25 
percent of the period of service (as 

1994-2 C.B. 857 



scheduled in good faith at the time 
the goal is established) has elapsed. 
* * * 

* * * * * 
(iii) * * * (A) * * * If the terms of 

an objective formula or standard fail 
to preclude discretion to increase the 
amount of compensation merely be
cause the amount of compensation to 
be paid upon attainment of the per
~ormance goal is based, in whole or 
III part, on a percentage of salary or 
base pay, the objective formula or 
standard will not be considered dis
cretionary for purposes of this para
graph (e)(2)(iii) if the maximum dol
lar amount to be paid is fixed at the 
time the performance goal is estab
lished. 

(B) If compensation is payable 
upon or after the attainment of a 
performance goal, and a change is 
made to accelerate the payment of 
compensation to an earlier date after 
th.e attainment of the goal, the change 
WIll be treated as an increase in the 
amount of compensation, unless the 
amount of compensation paid is dis
counted to reasonably reflect the time 
value of money. If compensation is 
payable upon or after the attainment 
?f 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 em
ployee will not be treated as an in
~rease in the amount of compensation 
If the additional amount is based 
either on a reasonable rate of interest 
or on one or more predetermined 
actual investments (whether or not 
assets associated with the amount 
originally owed are actually invested 
therein) such that the amount payable 
by the employer at the later date will 
be based on the actual rate of return 
of a specific investment (including 
~ny decrease as well as any increase 
III the value of an investment). 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 t'hat 
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either accelerates or defers the trans
fer of stock will not be treated as an 
increase in the amount of compensa
tion payable under the performance 
goal. 

(C) Compensation attributable to a 
stock option, stock appreciation 
right, or other stock-based compensa
tion does not fail to satisfy the re
quirements of this paragraph (e)(2) to 
the extent that a change in the grant 
or award is made to reflect a change 
in corporate capitalization, such as a 
stock split or dividend, or a corporate 
transaction, such as any merger of a 
corporation into another corporation, 
any consolidation of two or more 
corporations into another corpora
tion, any separation of a corporation 
(including a spinoff or other distribu
tion of stock or property by a corpo
ration), any reorganization of a cor
poration (whether or not such 
reorganization comes within the defi
nition of such term in section 368), or 
any partial. or complete liquidation by 
a corporatIOn. 

(iv) Grant-by-grant determination. 
The determination of whether com
pensation satisfies the requirements of 
this paragraph (e)(2) generally shall 
be made on a grant-by-grant basis. 
Th~s, for ~xample, whether compen
satIon attrIbutable to a stock option 
grant satisfies the requirements of this 
paragraph (e)(2) generally is deter
mined on the basis of the particular 
grant made and without regard to the 
terms of any other option grant, or 
other grant of compensation, to the 
same or another employee. In addi
tio?, .whether a restricted stock grant 
satIsfIes the requirements of this para
graph (e)(2) is determined without 
regard to whether dividends on the 
restricted stock are payable prior to 
the attainment of the performance 
goal. 

(v~ Compensation contingent upon 
attainment. of performance goal. 
Com.pensatlOn does not satisfy the 
:eqUlrements of this paragraph (e)(2) 
If the facts and circumstances indicate 
that the employee would receive all or 
part of the compensation regardless 
of -:vhether the performance goal is 
attailled. :rhus, if the payment of 
~ompensatlOn under a grant or award 
IS only nominally or partially contin
gent on attaining a performance goal, 
none of the compensation payable 
unde.r the grant or award will be 
conSIdered performance-based. For 

example, if an employee is entitled to 
a bonus under either of two arrange
ments, where payment under a 
nonperformance-based arrangement is 
contingent upon the failure to attain 
the performance goals under an oth
erwise performance-based arrange
ment, then neither arrangement pro
vides for compensation that satisfies 
the requirements of this paragraph 
(e)(2). Compensation does not fail to 
be qualified performance-based com
pensation merely because the plan 
allows the compensation to be pay
able upon death, disability, or change 
of ownership or control, although 
compensation actually paid on ac
count of those events prior to the 
attainment of the performance goal 
would not satisfy the requirements of 
this paragraph (e)(2). As an exception 
to the general rule set forth in the 
first sentence of paragraph (e)(2)(iv) 
of this section, the facts-and
circumstances determination referred 
to in the first sentence of this para
graph (e)(2)(v) is made taking into 
account all plans, arrangements, and 
agreements that provide for compen
sation to the employee. 

* 
(vii) * * * 

* * * * 
Example 1. No later than 90 days after the 

start of a fiscal year, but while the outcome is 
substantially uncertain, Corporation S estab
lishes a bonus plan under which A, the chief 
executive officer, will receive a cash bonus of 
$500,000, if year-end corporate sales are in
creased by at least 5 percent. 
••• 

Example 2. The facts are the same as in 
Example 1, except that the bonus is based on a 
percentage of the Corporation's total sales for 
the fiscal year. Because Corporation S is virtu
ally certain to have some sales for the fiscal 
year, the outcome of the performance goal is 
not substantially uncertain, and therefore the 
bonus does not meet the requirements of this 
paragraph (e)(2). 

Example 3. The facts are the same as in 
Example I, except that the bonus is based on a 
percentage of the Corporation's total profits 
for the fiscal year. Although some sales are 
v~rtual.ly ~ertain for virtually all public compa
mes, It IS substantially uncertain whether a 
cOD?pany will have profits for a specified future 
penod even if the company has a history of 
profitability. Therefore, the bonus will meet 
the requirements of this paragraph (e)(2). 

* * * * * 
Example 6. • • • If both the earnings-per

shar.e goal and the stock-price goal are prees
t~bhshed, the compensation committee's discre
tIOn 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 
mdependently meets the requirements of this 
paragraph (e)(2). • • • 

* * * * * 



Example 13. Corporation W adopts a plan 
under which a bonus will be paid to the CEO 
only if there is a 10070 increase in earnings per 
share during the performance period. The plan 
provides that earnings per share will be calcu
lated without regard to any change in account
ing standards that may be required by the 
Financial Accounting Standards Board after 
the goal is established. After the goal is estab
lished, such a change in accounting standards 
occurs. Corporation W's reported earnings, for 
purposes of determining earnings per share 
under the plan, are adjusted pursuant to this 
plan provision to factor out this change in 
standards. This adjustment will not be consid
ered an exercise of impermissible discretion 
because it is made pursuant to the plan provi
sion. 

Example 14. Corporation X adopts a 
performance-based incentive pay plan with a 
four-year performance period. Bonuses under 
the plan are scheduled to be paid in the first 
year after the end of the performance period 
(year 5). However, in the second year of the 
performance period, the compensation commit
tee determines that any bonuses payable in year 
5 will instead, for bona fide business reasons, 
be paid in year 10. The compensation commit
tee also determines that any compensation that 
would have been payable in year 5 will be 
adjusted to reflect the delay in payment. The 
adjustment will be based on the greater of the 
future rate of return of a specified mutual fund 
that invests in blue chip stocks or of a specified 
venture capital investment over the five-year 
deferral period. Each of these investments, 
considered by itself, is a predetermined actual 
investment because it is based on the future 
rate of return of an actual investment. Howev
er, the adjustment in this case is not based on 
predetermined actual investments within the 
meaning of paragraph (e)(2)(iii)(B) of this sec
tion because the amount payable by Corpora
tion X in year 10 will be based on the greater 
of the two investment returns and, thus, will 
not be based on the actual rate of return on 
either specific investment. 

Example 15. The facts are the same as in 
Example 14, except that the increase will be 
based on the rate of return of Moody's Aver
age Corporate Bond Yield over the five-year 
deferral period. Because this index reflects a 
reasonable rate of interest, the increase in the 
compensation payable that is based on the 
index's rate of return is not considered an 
impermissible increase in the amount of com
pensation payable under the formula. 

Example 16. The facts are the same as in 
Example 14, except that the increase will be 
based on the rate of return for the Standard & 
Poor's 500 Index. This index does not measure 
interest rates and thus does not represent a 
reasonable rate of interest. In addition, this 
index does not represent an actual investment. 
Therefore, any additional compensation pay
able based on the rate of return of this index 
will result in an impermissible increase in the 
amount payable under the formula. If, in 
contrast, the increase were based on the rate of 
return of an existing mutual fund that is 
invested in a manner that seeks to approximate 
the Standard & Poor's 500 Index, the increase 
would be based on a predetermined actual 
investment within the meaning of paragraph 
(e)(2)(iii)(B) of this section and thus would not 
result in an impermissible increase in the 
amount payable under the formula. 

(3) * * * (i) * * * 
(D) Does not receive remuneration 

from the publicly held corporation, 
either directly or indirectly, in any 
capacity other than as a director. For 
this purpose, remuneration includes 
any payment in exchange for goods 
or services. 

(ii) Remuneration received. For 
purposes of this paragraph (e)(3), re
muneration is received, directly or 
indirectly, by a director in each of the 
following circumstances: 

(A) If remuneration is paid, direct
ly or indirectly, to the director per
sonally or to an entity in which the 
director has a beneficial ownership 
interest of greater than 50 percent. 
For this purpose, remuneration is 
considered paid when actually paid 
(and throughout the remainder of 
that taxable year of the corporation) 
and, if earlier, throughout the period 
when a contract or agreement to pay 
remuneration is outstanding. 

(B) If remuneration, other than de 
minimis remuneration, was paid by 
the publicly held corporation in its 
preceding taxable year to an entity in 
which the director has a beneficial 
ownership interest of at least 5 per
cent but not more than 50 percent. 
For this purpose, remuneration is 
considered paid when actually paid 
or, if earlier, when the publicly held 
corporation becomes liable to pay it. 

(C) If remuneration, other than de 
minimis remuneration, was paid by 
the publicly held corporation in its 
preceding taxable year to an entity by 
which the director is employed or 
self-employed other than as a direc
tor. For this purpose, remuneration is 
considered paid when actually paid 
or, if earlier, when the publicly held 
corporation becomes liable to pay it. 

(iii) De minimis remuneration-(A) 
In general. For purposes of para
graphs (e)(3)(ii)(B) and (C) of this 
section, remuneration that was paid 
by the publicly held corporation in its 
preceding taxable year to an entity is 
de minimis if payments to the entity 
did not exceed 5 percent of the gross 
revenue of the entity for its taxable 
year ending with or within that pre
ceding taxable year of the publicly 
held corporation. 

(B) Remuneration for personal ser
vices and substantial owners. Not
withstanding paragraph (e)(3)(iii)(A) 
of this section, remuneration in excess 
of $60,000 is not de minimis if the 

remuneration is paid to an entity 
described in paragraph (e)(3)(ii)(B) of 
this section, or is paid for personal 
services to an entity described in 
paragraph (e)(3)(ii)(C) of this section. 

(iv) Remuneration for personal ser
vices. For purposes of paragraph 
(e)(3)(iii)(B) of this section, remunera
tion from a publicly held corporation 
is for personal services if-

(A) The remuneration is paid to an 
entity for personal or professional 
services, consisting of legal, account
ing, investment banking, and manage
ment consulting services (and other 
similar services that may be specified 
by the Commissioner in revenue rul
ings, notices, or other guidance pub
lished in the Internal Revenue Bulle
tin), performed for the publicly held 
corporation, and the remuneration is 
not for services that are incidental to 
the purchase of goods or to the 
purchase of services that are not per
sonal services; and 

(B) The director performs signifi
cant services (whether or not as an 
employee) for the corporation, divi
sion, or similar organization (within 
the entity) that actually provides the 
services described in paragraph 
(e)(3)(iv)(A) of this section to the 
publicly held corporation, or more 
than 50 percent of the entity's gross 
revenues (for the entity's preceding 
taxable year) are derived from that 
corporation, subsidiary, or similar or
ganization. 

(v) Entity defined. For purposes of 
this paragraph (e)(3), the term entity 
means an organization that is a sole 
proprietorship, trust, estate, partner
ship, or corporation. The term entity 
also includes an affiliated group of 
corporations as defined in section 
1504 (determined without regard to 
section 1504(b» and a group of or
ganizations that would be an affiliat
ed group but for the fact that one or 
more of the organizations are not 
incorporated. However, the aggrega
tion rules referred to in the preceding 
sentence do not apply for purposes of 
determining whether a director has a 
beneficial ownership interest of at 
least 5 percent or greater than 50 
percent. 

* * * * * 
(viii) Members of affiliated groups. 

For purposes of this paragraph (e)(3), 
the outside directors of the publicly 
held member of an affiliated groHn 
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are treated as the outside directors of 
all members of the affiliated group. 

(ix) * * * 
Example 2. Corporation Z, a calendar-year 

taxpayer, uses the services of a law firm by 
which B is employed, but in which B has a 
less-than-5-percent ownership interest. The law 
firm reports income on a July I to June 30 
basis. Corporation Z appoints B to serve on its 
compensation committee for calendar year 1998 
after determining that, in calendar year 1997, it 
did not become liable to the law firm for 
remuneration exceeding the lesser of $60,000 or 
five percent of the law firm's gross revenue 
(calculated for the year ending June 30, 1997). 
On October I, 1998, Corporation Z becomes 
liable to pay remuneration of $50,000 to the 
law firm on June 30, 1999. For the year ending 
June 30, 1998, the law firm's gross revenue was 
less than $1 million. Thus, in calendar year 
1999, B is not an outside director. However, B 
may satisfy the requirements for an outside 
director in calendar year 2000, if, in calendar 
year 1999, Corporation Z does not become 
liable to the law firm for additional remunera
tion. This is because the remuneration actually 
paid on June 30, 1999 was considered paid on 
October I, 1998 under paragraph (e)(3)(ii)(C) 
of this section. 

Example 3. Corporation Z, a publicly held 
corporation, purchases goods from Corpora
tion A. D, an executive and less-than-5-percent 
owner of Corporation A, sits on the board of 
directors of Corporation Z and on its compen
sation committee. For 1997, Corporation Z 
obtains representations to the effect that D is 
not eligible for any commission for D's sales to 
Corporation Z and that, for purposes of deter
mining D's compensation for 1997, Corpora
tion A's sales to Corporation Z are not other
wise treated differently than sales to other 
customers of Corporation A (including its affil
iates, if any) or are irrelevant. In addition, 
Corporation Z has no reason to believe that 
these representations are inaccurate or that it is 
otherwise paying remuneration indirectly to D 
personally. Thus, in 1997, no remuneration is 
considered paid by Corporation Z indirectly to 
D personally under paragraph (e)(3)(ii)(A) of 
this section. 

Example 4. (i) Corporation W, a publicly 
held corporation, purchases goods from Corpo
ration T. C, an executive and less-than-5-
percent owner of Corporation T, sits on the 
board of directors of Corporation Wand on its 
compensation committee. Corporation T devel
ops a new product and agrees on January I, 
1998 to pay C a bonus of $500,000 if Corpora
tion W contracts to purchase the product. Even 
if Corporation W purchases the new product, 
sales to Corporation W will represent less than 
5 percent of Corporation T's gross revenues. In 
1999, Corporation W contracts to purchase the 
new product and, in 2000, C receives the 
$500,000 bonus from Corporation T. In 1998, 
1999, and 2000, Corporation W does not 
obtain any representations relating to indirect 
remuneration to C personally (such as the 
representations described in Example 3). 

(ii) Thus. in 1998, 1999, and 2000, remunera
tion is considered paid by Corporation W 
indirectly to C personally under paragraph 
(e)(3)(ii)(A) of this section. Accordingly, in 
1998, 1999, and 2000, C is not an outside 
director of Corporation W. The result would 
have been the same if Corporation W had 
obtained appropriate representations but never-
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theless had reason to believe that it was paying 
remuneration indirectly to C personally. 

Example 5. Corporation R, a publicly held 
corporation, purchases utility service from Cor
poration Q, a public utility. The chief executive 
officer, and less-than-5-percent owner, of Cor
poration Q is a director of Corporation R. 
Corporation R pays Corporation Q more than 
$60,000 per year for the utility service, but less 
than 5 percent of Corporation Q's gross reve
nues. Because utility services are not personal 
services, the fees paid are not subject to the 
$60,000 de minimis rule for remuneration for 
personal services within the hleaning of para
graph (e)(3)(iii)(B) of this section. Thus, the 
chief executive officer qualifies as an outside 
director of Corporation R, unless disqualified 
on some other basis. 

Example 6. Corporation A, a publicly held 
corporation, purchases management consulting 
services from Division S of Conglomerate P. 
The chief financial officer of Division S is a 
director of Corporation A. Corporation A pays 
more than $60,000 per year for the manage
ment consulting services, but less than 5 per
cent of Conglomerate P's gross revenues. Be
cause management consulting services are 
personal services within the meaning of para
graph (e)(3)(iv)(A) of this section, and the chief 
financial officer performs significant services 
for Division S, the fees paid are subject to the 
$60,000 de minimis rule as remuneration for 
personal services. Thus, the chief financial 
officer does not qualify as an outside director 
of Corporation A. 

Example 7. The facts are the same as in 
Example 6, except that the chief executive 
officer, and less-than-5-percent owner, of the 
parent company of Conglomerate P is a direc
tor of Corporation A and does not perform 
significant services for Division S. If the gross 
revenues of Division S do not constitute more 
than 50 percent of the gross revenues of 
Conglomerate P for P's preceding taxable year, 
the chief executive officer will qualify as an 
outside director of Corporation A, unless dis
qualified on some other basis. 

(4) Shareholder approval require
ment-(i) General rule. The material 
terms of the performance goal under 
which the compensation is to be paid 
must be disclosed to and subsequently 
approved by the shareholders of the 
publicly held corporation before the 
compensation is paid. 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 share
holders. The material terms include 
the employees eligible to receive com
pensation; a description of the busi
ness criteria on which the perfor
mance goal is based; and either the 
maximum amount of compensation 
that could be paid to any employee or 
the formula used to calculate the 
amount of compensation to be paid 
to the employee if the performance 
goal is attained (except that, in the 
case of a formula based, in whole or 
in part, on a percentage of salary or 

base pay, the maximum dollar 
amount of compensation that could 
be paid to the employee must be 
disclosed). 

(ii) * * * 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, all executive 
officers, or all key employees. 

* * * * * 
(vii) Shareholder vote. For pur

poses of this paragraph (e)(4), the 
material terms of a performance goal 
are approved by shareholders if, in a 
separate vote, a majority of the votes 
cast on the issue (including absten
tions to the extent abstentions are 
counted as voting under applicable 
state law) are cast in favor of approv
al. 

(viii) Members of affiliated group. 
For purposes of this paragraph (e)(4), 
the shareholders of the publicly held 
member of the affiliated group are 
treated as the shareholders of all 
members of the affiliated group. 

* * * * * 
(f) Companies that become publicly 

held, spinoffs, and similar transac
tions-(l) In general. In the case of a 
corporation that was not a publicly 
held corporation and then becomes a 
publicly held corporation, the deduc
tion limit of paragraph (b) of this 
section does not apply to any remu
neration paid pursuant to a compen
sation plan or agreement that existed 
during the period in which the corpo
ration was not publicly held, to the 
extent that the prospectus accompa
nying the initial public offering dis
closed information concerning those 
plans or agreements that satisfied all 
applicable securities laws then in ef
fect. In accordance with paragraph 
(c)(l)(ii) of this section, a corporation 
that is a member of an affiliated 
group that includes a publicly held 
corporation is considered publicly 
held and, therefore, cannot rely on 
this paragraph (f)(l). 

(2) Reliance period. Paragraph 
(f)(l) of this section may be relied 
upon until the earliest of-

(i) The expiration of the plan or 
agreement; 

(ii) The material modification of 
the plan or agreement, within the 
meaning of paragraph (h)(l)(iii) of 
this section; 



(iii) The issuance of all employer 
stock or other compensation that has 
been allocated under the plan; or 

(iv) The first meeting of sharehold
ers at which directors are to be elect
ed that occurs after the close of the 
third calendar year following the cal
endar year in which the initial public 
offering occurs. 

(3) Stock-based compensation. 
Paragraph (f)(1) of this section will 
apply to any compensation received 
pursuant to the exercise of a stock 
option or stock appreciation right, or 
the substantial vesting of restricted 
property, granted under a plan or 
agreement described in paragraph 
(f)(1) of this section if the grant 
occurs before the earliest of the dates 
specified in paragraph (f)(2) of this 
section. 

(4) Subsidiaries that become sepa
rate publicly held corporations-(i) In 
general. If a subsidiary that is a 
member of the affiliated group de
scribed in paragraph (c)(I)(ii) of this 
section becomes a separate publicly 
held corporation (whether by spinoff 
or otherwise), any remuneration paid 
to covered employees of the new 
publicly held corporation will satisfy 
the exception for performance-based 
compensation described in paragraph 
(e) of this section if the conditions in 
either paragraph (f)(4)(ii) or (iii) of 
this section are satisfied. 

(ii) Prior establishment and approv
al. The remuneration satisfies the re
quirements for performance-based 
compensation set forth in paragraphs 
(e)(2), (3), and (4) of this section (by 
application of paragraphs (e)(3)(viii) 
and (e)(4)(viii) of this section) before 
the corporation becomes a separate 
publicly held corporation, and the 
certification required by paragraph 
(e)(5) of this section is made by the 
compensation committee of the new 
publicly held corporation (but if the 
performance goals are attained before 
the corporation becomes a separate 
publicly held corporation, the certifi
cation may be made before it be
comes a separate publicly held corpo
ration by the compensation 
committee referred to in paragraph 
(e)(3)(viii) of this section). Thus, this 
paragraph (f)(4)(ii) requires that the 
outside directors and shareholders 
(within the meaning of paragraphs 
(e)(3)(viii) and (e)(4)(viii) of this sec
tion) of the corporation before it 
becomes a separate publicly held cor-

po ration establish and approve, re
spectively, the performance-based 
compensation for the covered em
ployees of the new publicly held cor
poration in accordance with para
graphs (e)(3) and (4) of this section. 

(iii) Transition period. The remu
neration satisfies all of the require
ments of paragraphs (e)(2), (3), and 
(5) of this section. The outside direc
tors (within the meaning of paragraph 
(e)(3)(viii) of this section) of the cor
poration before it becomes a separate 
publicly held corporation, or the out
side directors of the new publicly held 
corporation, may establish and ad
minister the performance goals for 
the covered employees of the new 
publicly held corporation for pur
poses of satisfying the requirements 
of paragraphs (e)(2) and (3) of this 
section. The certification required by 
paragraph (e)(5) of this section must 
be made by the compensation com
mittee of the new publicly held corpo
ration. However, a taxpayer may rely 
on this paragraph (f)(4)(iii) to satisfy 
the requirements of paragraph (e) of 
this section only for compensation 
paid, or stock options, stock appreci
ation rights, or restricted property 
granted, prior to the first regularly 
scheduled meeting of the shareholders 
of the new publicly held corporation 
that occurs more than 12 months 
after the date the corporation be
comes a separate publicly held corpo
ration. Compensation paid, or stock 
options, stock appreciation rights, or 
restricted property granted, on or af
ter the date of that meeting of share
holders must satisfy all requirements 
of paragraph (e) of this section, in
cluding the shareholder approval re
quirement of paragraph (e)(4) of this 
section, in order to satisfy the re
quirements for performance-based 
compensation. 

(5) Example. The following exam
ple illustrates the application of para
graph (f)(4)(ii) of this section: 

Example. Corporation P, which is publicly 
held, decides to spin off Corporation S, a 
wholly owned subsidiary of Corporation P. 
After the spinoff, Corporation S will be a 
separate publicly held corporation. Before the 
spinoff, the compensation committee of Corpo
ration P, pursuant to paragraph (e)(3)(viii) of 
this section, establishes a bonus plan for the 
executives of Corporation S that provides for 
bonuses payable after the spinoff and that 
satisfies the requirements of paragraph (e)(2) of 
this section. If, pursuant to paragraph 
(e)(4)(viii) of this section, the shareholders of 
Corporation P approve the plan prior to the 
spinoff, that approval will satisfy the require-

ments of paragraph (e)(4) of this section with 
respect to compensation paid pursuant to the 
bonus plan after the spinoff. However, the 
compensation committee of Corporation Swill 
be required to certify that the goals are satis
fied prior to the payment of the bonuses in 
order for the bonuses to be considered 
performance-based compensation. 

* * * 
(h) * * * (1) * * * 
(iii) * * * 

* * 

(B) * * * If the contract is modified 
to defer the payment of compensa
tion, any compensation paid in excess 
of the amount that was originally 
payable to the employee under the 
contract will not be treated as a mate
rial modification if the additional 
amount is based on either a reason
able rate of interest or one or more 
predetermined actual investments 
(whether or not assets associated with 
the amount originally owed are actu
ally invested therein) such that the 
amount payable by the employer at 
the later date will be based on the 
actual rate of return of a specific 
investment (including any decrease as 
well as any increase in the value of an 
investment). 

* * * * * 
(2) Special transition rule for out

side directors. A director who is a 
disinterested director is treated as sat
isfying 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 on or after 
January 1, 1996. * * * 

(3) * * * (i) In general. Any com
pensation paid under a plan or agree
ment approved by shareholders be
fore December 20, 1993, is treated as 
satisfying the requirements of para
graphs (e)(3) and (4) of this section, 
provided that the directors adminis
tering the plan or agreement are dis
interested directors and the plan was 
approved by shareholders in a man
ner consistent with Rule 16b-3(b), 17 
CFR 240. 16b-3(b), under the Ex
change Act or Rule 16b-3(a) (17 CFR 
240.16b-3(a) as contained in 17 CFR 
Part 240 to End revised April I, 
1990). In addition, for purposes of 
satisfying the requirements of para
graph (e)(2)(vi) of this section, a plan 
or agreement is treated as stating a 
maximum number of shares with re
spect 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, consistent with Rule 

1994-2 C.B. 861 



16b-3(b), 17 CFR 250. 16b-3(b), on 
the shares of employer stock with 
respect to which awards may be made 
under the plan or agreement. 

(ii) * * * 
(B) The issuance of all employer 

stock or other compensation that has 
been allocated under the plan; or 

* * * * * 
(iii) Stock-based compensation. 

This paragraph (h)(3) will apply to 
any compensation received pursuant 
to the exercise of a stock option or 
stock appreciation right, or the sub
stantial vesting of restricted property, 
granted under a plan or agreement 
described in paragraph (h)(3)(i) of 
this section if the grant occurs before 
the earliest of the dates specified in 
paragraph (h)(3)(ii) of this section. 

(iv) * * * 
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 sharehold
ers. Under the terms of the plan, shareholder 
approval is not required again until 2001. 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. 
Compensation attributable to the exercise of 
options that are granted under the plan before 
the earliest of the dates specified in paragraph 
(h)(3)(ii) of this section will be treated as 
satisfying the requirements of paragraph (e) of 
this section for qualified performance-based 
compensation, regardless of when the options 
are exercised. 

(i) Effective date-(1) In general. 
* * * 

(2) Delayed effective date for cer
tain provisions-(i) Date on which 
remuneration is considered paid. Not
withstanding paragraph (i)(1) of this 
section, the rules in the second sen
tence of each of paragraphs 
(e)(3)(ii)(A), (B), and (C) of this sec
tion for determining the date or dates 
on which remuneration is considered 
paid to a director are effective for 
taxable years beginning on or after 
January 1, 1995. Prior to those tax
able years, taxpayers must follow the 
rules in paragraphs (e)(3)(ii)(A), (B), 
and (C) of this section or another 
reasonable, good faith interpretation 
of section 162(m) with respect to the 
date or dates on which remuneration 
is considered paid to a director. 

(ii) Separate treatment of publicly 
held subsidiaries. Notwithstanding 
paragraph (i)(l) of this section, the 
rule in paragraph (c)(1 )(ii) of this 
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section that treats publicly held sub
sidiaries as separately subject to sec
tion 162(m) is effective as of the first 
regularly scheduled meeting of the 
shareholders of the publicly held sub
sidiary that occurs more than 12 
months after December 2, 1994. The 
rule for stock-based compensation set 
forth in paragraph (f)(3) of this sec
tion will apply for this purpose, ex
cept that the grant must occur before 
the shareholder meeting specified in 
this paragraph (i)(2)(ii). Taxpayers 
may choose to rely on the rule re
ferred to in the first sentence of 
this paragraph (i)(2)(ii) for the peri
od prior to the effective date of the 
rule. 

(iii) Subsidiaries that become sepa
rate publicly held corporations. Not
withstanding paragraph (i)(1) of this 
section, if a subsidiary of a publicly 
held corporation becomes a separate 
publicly held corporation as described 
in paragraph (f)(4)(i) of this section, 
then, for the duration of the reliance 
period described in paragraph (f)(2) 
of this section, the rules of paragraph 
(f)(4) of this section do not apply to 
remuneration paid to covered employ
ees of that new publicly held corpora
tion pursuant to a plan or agreement 
that existed prior to December 2, 
1994, provided that the treatment of 
that remuneration as performance
based is in accordance with a reason
able, good faith interpretation of sec
tion 162(m). However, if 
remuneration is paid to covered em
ployees of that new publicly held 
corporation pursuant to a plan or 
agreement that existed prior to De
cember 2, 1994, but that remunera
tion is not performance-based under a 
reasonable, good faith interpretation 
of section 162(m), then the rules of 
paragraph (f)(4) of this section apply 
as of the first regularly scheduled 
meeting of shareholders that occurs 
more than 12 months after December 
2, 1994. The rule for stock-based 
compensation set forth in paragraph 
(f)(3) of this section will apply for 
purposes of this paragraph (i)(2)(iii), 
except that the grant must occur be
fore the shareholder meeting specified 
in the preceding sentence if the remu
neration is not performance-based un
der a reasonable, good faith interpre
tation of section 162(m). Taxpayers 
may choose to rely on the rules of 
paragraph (f)(4) of this section for 
the period prior to the applicable 

effective date referred to in the first 
or second sentence of this paragraph 
(i)(2)(iii) . 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

(Filed by the Office of the Federal Register on 
December I, 1994, 8:45 a.m., and published 
in the issue of the Federal Register for 
December 2, 1994, 59 F.R. 61844) 

Notice of Proposed Rulemaking 

Nonbank Trustee Net Worth 
Requirements 

EE-38-94 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rule
making by cross-reference to tempo
rary regulations. 

SUMMARY: In *** [T.D. 8570, 
page 49, this Bulletin], the IRS is 
issuing temporary regulations relating 
to nonbank trustees and the adequacy 
of net worth requirements of § 1.401-
12(n)(6) and (7) of the Income Tax 
Regulations. The text of those tempo
rary regulations also serves as the text 
of these proposed regulations. 

DATE: Written comments must be 
received by January 5, 1995. 

ADDRESSES: Send submissions to: 
Internal Revenue Service, P.O. Box 
7604, Ben Franklin Station, Attn: 
CC:DOM:CORP:T:R (EE-38-94), 
Room 5228, Washington, DC 20044. 
In the alternative, submissions may 
be hand delivered between the hours 
of 8 a.m. and 5 p.m. to: CC:DOM: 
CORP:T:R (EE-38-94), Courier's 
Desk, Internal Revenue Service, 1111 
Constitution Avenue NW, Washing
ton, DC. 

SUPPLEMENTARY 
INFORMATION: 

Background 

Temporary regulations in *** [T.D. 
8570, page 49, this Bulletin] amend 
the Income Tax Regulations (26 CFR 
part 1) relating to section 401 (d)(l). 
The temporary regulations contain 
rules relating to the net worth re
quirements for nonbank trustees. 

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 de
fined in EO 12866. Therefore, a regu
latory assessment is not required. It 
also has been determined that section 
553(b) of the Administrative Proce
dure 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 no
tice of proposed rulemaking will be 
submitted to the Chief Counsel for 
Advocacy of the Small Business Ad
ministration for comment on its im
pact on small business. 

Comments and Requests for a Public 
Hearing 

Before these proposed regulations 
are adopted as final regulations, con
sideration 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 
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 re
cord 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 1.401-12 is amended 

by revising paragraphs (n)(6)(ii) and 
(n)(7)(i) to read as follows: 

§ 1.401-12 Requirements for 
qualification of trusts and plans 
benefiting owner-employees. 

[The text of proposed paragraphs 
(n)(6)(ii) and (n)(7)(i) are the same as 
the text of § 1.401-12T published 
elsewhere in *** [T.D. 8570, this 
Bulletin].] 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

(Filed by the Office of the Federal Register on 
December 5, 1994, 8:45 a.m., and published 
in the issue of the Federal Register for 
December 6, 1994, 59 F.R. 62644) 

Notice of Proposed Rulemaking and 
Notice of Public Hearing 

Hedging Transactions by Members 
of a Consolidated Group 

FI-34-94 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rule
making and notice of public hearing. 

SUMMAR Y: This document contains 
proposed regulations relating to the 
character and timing of gain or loss 
from certain hedging transactions en
tered into by members of a consoli
dated group. These proposed regula
tions apply when one member of the 
group hedges the risk of another 
member or enters into a hedge with 
another member. The regulations are 
needed because related-party hedging 
is a common business practice and 
existing regulations treat as hedging 
transactions only hedges entered into 
by a taxpayer to reduce its own risk. 
This document also provides notice of 
a public hearing on these proposed 
regulations. 

DATES: Written comments must be 
received by September 26, 1994. Re
quests to speak (with outlines of oral 
comments) at a public hearing sched
uled for October 18, 1994, must be 
received by September 26, 1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (FI-34-94) 
Room 5228, Internal Revenue Ser
vice, POB 7604, Ben Franklin Sta
tion, Washington, DC 20044. In the 
alternative, submissions may be hand 
delivered between the hours of 8 a.m. 
and 5 p.m. to: CC:DOM:CORP:T:R 

(FI-34-94), Courier's Desk, Internal 
Revenue Service, 1111 Constitution 
Avenue NW, Washington, DC. The 
public hearing has been scheduled to 
be held in Room 3718, 1111 Constitu
tion Avenue, NW, Washington, DC, 
20224. 

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 
Paperwork Reduction Act (44 U.S.C. 
3504(h». Comments on the collec
tions of information should be sent to 
the Office of Management and Budg
et, Attn: Desk Officer for the Depart
ment of the Treasury, Office of In
formation 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 §§ 1.1221-2(d)(2)(iv) and 1.1221-
2(e)(5). This information is required 
by the IRS to aid it in administering 
the law and to prevent manipulation, 
such as recharacterization of transac
tions in view of later developments. 
This information will be used to de
termine whether the taxpayer has 
elected separate-entity treatment un
der § 1.1221-2(d)(2) and to verify 
that the taxpayer is properly reporting 
its business hedging transactions. The 
likely respondents and record keepers 
are businesses or other for-profit in
stitutions. 
Estimated total annual reporting and 
recordkeeping burden: 75,000 hrs. 
The estimated annual burden per re
spondent or record keeper varies from 
1.0 to 40.0 hours, depending on indi
vidual circumstances, with an estimat
ed average of 5 hours. 
Estimated number of respondents and 
recordkeepers: 15,000. 
Estimated frequency of responses: 
once in the existence of each respon
dent. 

Background 

Final regulations under section 
1221, published elsewhere in *** 
[T.D. 8555, page 180, this Bulletin], 
generally provide for ordinary gain or 
loss from hedging transactions. To 
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qualify as a hedging transactIon, a 
transaction must be entered into in 
the normal course of bUS11le~~ LO re
duce certain specified risks of the 
taxpayer. Final regulations under sec
tion 446, published elsewhl,.'';; iG *** 
[T.O. 8554, page 76, this Bulletin], 
require taxpayers to account for 
hedging transactions in a manner that 
clearly reflects income by reasonably 
matching the timing of income, de
duction, gain, or loss from the hedge 
with the timing of the income, deduc
tion, gain, or loss from the item 
being hedged. 

Because a hedging transaction must 
reduce the taxpayer's own risk, the 
regulations do not apply where a 
taxpayer hedges the risk of another 
taxpayer, even if that other taxpayer 
is a related party. In the preamble to 
TO 8493 [1993-2 C.B. 255], which 
was published on October 20, 1993 
(58 FR 54037), the IRS requested 
comments on the treatment of trans
actions involving related partie~. 

Several commentators suggested ex
tending the definition of hedging 
transaction to the hedging of a relat
ed party's risk. Many businesses that 
are conducted through separate but 
related entities centralize their hedg
ing operations in a single entity or a 
small number of entities that hedge 
the risks of the entire business. Cen
tralizing the hedging function creates 
economies of scale and allows the 
risks of the business to be netted or 
offset against each other, with the 
hedging entity entering into hedges 
with unrelated parties only for the 
remaining net risk. Thus, various 
commentators suggested that the term 
hedging transaction should include 
hedges of the risk of other members 
of the same consolidated group, of 
affiliated corporations filing separate 
returns, of controlled but unaffiliated 
corporations, and of controlled part
nerships. 

Explanation of provisions 

As a general rule, the proposed 
regulations adopt a single-entity ap
proach to consolidated groups, apply
ing the hedging rules to a member's 
transactions that hedge the risk of 
other members of the same consoli
dated group. Proposed § 1.1221-
2(d)(l) provides that the risk of one 
member of a consolidated group is 
treated for purposes of the hedging 
rules as the risk of the other members 
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of the group as if all of the members 
of the group were divisions of a 
single corporation. Thus, if a transac
tion entered into by a centralized 
hedging member reduces the risk of 
the group as a whole and the other 
requirements of § 1.1221-2 are met, 
the transaction qualifies as a hedging 
transaction. 

Many consolidated groups that cen
tralize their hedging operations exe
cute contracts or enter into other 
transactions between the members to 
transfer risk from the operating mem
bers to the hedging member. For 
example, an operating member that 
assumes a floating rate liability may 
enter into an interest rate swap with 
the hedging member pursuant to 
which the operating member will pay 
fixed and receive floating. The hedg
ing member nets this risk with its 
other interest rate risk and, if it has a 
net risk, may enter into an interest 
rate swap with a third party to offset 
this net risk. 

Under the single-entity approach of 
the proposed regulations, transactions 
between members of a consolidated 
group are not hedging transactions 
because they do not reduce the risk of 
the group. Instead, these transactions 
are subject to the rules of section 
1502 and the regulations thereunder, 
which govern the timing and charac
ter of income on intercompany trans
actions and obligations. Thus, only a 
transaction with a third party can 
qualify as a hedging transaction. 

Several commentators on the pro
posed character and timing regula
tions requested that the IRS adopt a 
separate-entity regime for related
party hedges. They expressed concern 
that, under a single-entity regime, a 
hedging member may not have the 
information necessary to comply with 
the identification requirements im
posed on hedging transactions. That 
is, the hedging member may not have 
information with respect to the trans
action that gave rise to the risk that 
was transferred to it in the intercom
pany transaction. 

Under a separate-entity approach, 
an intercompany transaction that met 
the definition in § 1.1221-2(b) would 
be respected as a hedging transaction 
and accounted for as such, and the 
transaction would not be subject to 
the intercompany transaction regime. 
In other words, if a member of a 
consolidated group enters into a 

transaction to transfer risk to another 
member, the transaction would be 
treated as if it had been entered into 
with an unrelated party. 

The IRS and Treasury recognize 
that, where a consolidated group uses 
intercompany transactions to transfer 
risk within the group, the separate
entity approach may facilitate the 
identification of hedging transactions 
and simplify the accounting for those 
transactions. A generally applicable 
separate-entity approach, however, 
frequently would not clearly reflect 
the income of the consolidated group 
and might be subject to manipula
tion. Moreover, a general separate
entity approach for hedges would be 
contrary to the single-entity approach 
of recently proposed § 1.1502-13, 
and it would be difficult to coordi
nate the treatment of intercompany 
hedging transactions with the treat
ment of other intercompany transac
tions. 

Despite the concern with a general 
separate-entity approach, the IRS and 
Treasury believe that there is less 
opportunity for manipulation or dis
tortion if a member of a group enters 
into a hedging transaction with an
other member that is using mark-to
market accounting for tax purposes. 
Thus, when a group contains a hedg
ing member that accounts for the 
transaction on a mark-to-market 
method of accounting, a limited 
separate-entity approach may be ac
ceptable. 

Therefore, the proposed regulations 
allow a consolidated group to make a 
separate-entity election. The election 
is made by the group for all of its 
hedging activities and may not be 
revoked without the consent of the 
Commissioner. If a group makes the 
election, the risk of one member is 
not treated as risk of the other mem
bers. Thus, a member can hedge only 
its own risk, and an intercompany 
transaction must be used if one mem
ber of the group wishes to transfer 
risk to another member. 

In an electing group, certain inter
company transactions are recognized 
as hedging transactions for purposes 
of § 1.1221-2. An intercompany 
transaction is treated as a hedging 
transaction if it would be a hedging 
transaction if entered into with an 
unrelated party, and if it is entered 
into with another member that, under 
its method of accounting, marks the 



position to market. Thus, for exam
ple, an operating member could enter 
into a hedging transaction with a 
hedging member that marks the posi
tion obtained to market under section 
475. As a result of the separate-entity 
election, the hedging transaction is 
not treated as an intercompany trans
action or obligation for purposes of 
section 1502 and the regulations 
thereunder, and any gain or loss to 
the member marking to market the 
position obtained is ordinary. 

This special treatment is provided 
only for intercompany transactions 
entered into with a member that 
marks its position to market. If an 
identical transaction is entered into 
with a member of the group that does 
not mark to market the position ob
tained, the transaction is subject to 
the intercompany transaction rules 
under section 1502. Thus, the 
separate-entity election is likely to be 
made only by a group whose inter
company hedging activity is done 
with a member that uses a mark-to
market method of accounting. 

The proposed regulations provide 
identification rules that conform to 
the treatment of hedging transactions 
described above. If a consolidated 
group is under the general rule of the 
regulations (the single-entity 
approach), identification is done as if 
the members of the group were divi
sions of a single corporation. The 
member engaging in a hedging trans
action with an unrelated party identi
fies the transaction and the item, 
items, or aggregate risk being hedged, 
even if the item, items, or aggregate 
risk is that of another member. 

If a group is under the general rule 
but uses intercompany transactions to 
transfer risk within the group, it may 
satisfy the identification requirement 
by identifying the item, items, or 
aggregate risk being hedged, its inter
company transactions, and its hedg
ing transactions with unrelated par
ties. Although the intercompany 
transactions are not respected as 
hedging transactions, their identifica
tion should enable the group to asso
ciate hedging transactions with the 
item, items, or aggregate risk being 
hedged. 

If a group makes the separate
entity election, each member must 
identify its hedging transactions with 
unrelated parties, its intercompany 
transactions that are treated as hedg-

ing transactions under these regula
tions, and the item, items, or aggre
gate risk being hedged, as 
appropriate. 

The proposed regulations also pro
vide rules with respect to the effects 
of identification and nonidentifica
tion. If a group is under the general 
rule, the rules of § 1.1221-2(f) apply 
to a hedging transaction, but not to 
intercompany transactions. If a group 
makes the separate-entity election, the 
rules of § 1. 1221-2(f) are extended to 
intercompany transactions that are 
treated as hedging transactions under 
these regulations. 

Finally, the proposed regulations 
provide new rules with respect to 
timing under § 1.446-4. If a group is 
under the general rule, it accounts for 
hedging transactions as if the mem
bers of the group were divisions of a 
single corporation. The income, de
duction, gain, or loss on a hedging 
transaction is matched with the in
come, deduction, gain, or loss on the 
item, items, or aggregate risk being 
hedged and not with an intercompany 
transaction. If a group makes the 
separate-entity election, the rules of 
§ 1.446-4 apply on a member-by
member basis to hedging transactions 
with unrelated parties and to inter
company transactions that are treated 
as hedging transactions under these 
regulations. 

It is anticipated that these regula
tions will apply to transactions en
tered into on or after the date that is 
60 days after the publication of final 
regulations on this subject in the 
Federal Register. 

All of the rules described above 
apply only in the case of a consolidat
ed group. Thus, the proposed regula
tions do not treat as a hedging trans
action the hedging of the risk of a 
related party that is not a member of 
the same consolidated group. The 
IRS is concerned that the single-entity 
approach is generally not appropriate 
where the parties are not members of 
the same consolidated group. 

Outside the context of a consolidat
ed group, taxpayers with ordinary 
business risk sometimes enter into 
transactions to transfer risk to a relat
ed party. Commentators have re
quested that these transactions be 
treated as hedging transactions and 
that the entities to which risk is 
transferred be treated as realizing or
dinary gain or loss on their positions 

in these transactions. The IRS is con
cerned, however, about whether these 
transactions reduce risk, whether the 
requested ordinary treatment to the 
entities receiving risk is authorized 
under the Internal Revenue Code 
(Code), and whether the approach 
would create opportunities for manip
ulation. Therefore, the proposed reg
ulations do not include the requested 
rule. 

The IRS intends to issue guidance 
under section 475 of the Code to 
coordinate the hedging exception of 
section 475(b)(1 )(C) with these rules. 
In particular, if a consolidated group 
has not made a separate-entity elec
tion, the IRS is considering whether 
the identification of a hedging trans
action by a member subject to section 
475 should generally be sufficient to 
identify the transaction as a hedge 
under section 475(b)(I)(C), provided 
the hedged item or items are not 
securities subject to section 475(a). In 
this case, gain or loss on the hedging 
transaction would generally be subject 
to the timing rules of § 1.446-4 rath
er than to mark-to-market treatment 
under section 475. Comments are re
quested on this matter. 

Special Analyses 

I t has been determined that this 
notice of proposed rulemaking is not 
a significant regulatory action as de
fined in EO 12866. Therefore, a regu
latory assessment is not required. It 
also has been determined that section 
553(b) of the Administrative Proce
dure 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 no
tice of proposed rulemaking will be 
submitted to the Chief Counsel for 
Advocacy of the Small Business Ad
ministration for comment on its im
pact on small business. 

Comments and Public Hearing 

Before these proposed regulations 
are adopted as final regulations, con
sideration 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 
available for public inspection and 
copying. 
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A public hearing has been sched
uled for Tuesday, October 18, 1994, 
at 10:00 a.m. in Room 3718, 1111 
Constitution Avenue, NW, Washing
ton, DC, 20224. Because of access 
restrictions, visitors will not be admit
ted 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 September 26, 
1994, and submit an outline of the 
topics to be discussed and the time to 
be devoted to each topic (signed orig
inal and eight (8) copies) by Septem
ber 26, 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 hear
ing. 

List of Subjects in 26 CFR Part 1 

Income taxes, Reporting and re
cord 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 removing 
the entry for § l.l221-2 and by add
ing entries in numerical order to read 
as follows: 

Authority: 26 U.S.C. 7805 * * * 
Section 1.446-4 also issued under 

26 U.S.C. 1502. * * * 
Section 1.1221-2 also issued under 

26 U.S.c. 1502 and 6001. * * * 
Par. 2. Section 1.446-4 is amended 

by adding the text of paragraph (e)(9) 
to read as follows: 

§ 1.446-4 Hedging transactions. 

* * * * * 
(e) * * * 
(9) Hedging by members of a con

solidated group-(i) General rule. In 
general, a member of a consolidated 
group that hedges the risk of another 
member must account for its hedging 
transactions as if all of the members 
were separate divisions of a single 
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corporation. Thus, the timing of the 
income, deduction, gain, or loss on a 
hedging transaction must be matched 
with the timing of income, deduction, 
gain, or loss from the item or items 
being hedged rather than with an 
intercompany transaction. 

(ii) Separate-entity election. If a 
consolidated group makes an election 
under § 1.1 22 1-2(d)(2), each member 
of the consolidated group must ac
count for its hedging transactions (in
cluding its intercompany transactions 
that are treated as hedging transac
tions) in a manner that meets the 
requirements of paragraph (b) of this 
section. Thus, each member of the 
group must comply with this section 
for its hedging transactions without 
regard to the fact that the taxpayer is 
a member of a consolidated group. 

(iii) Definitions. For definitions of 
consolidated group, member of a 
consolidated group, and intercom
pany transaction, see section 1502 
and the regulations thereunder. 

(iv) Effective date. This paragraph 
(e)(9) applies to transactions entered 
into on or after the date 60 days after 
publication of final regulations on 
this subject in the Federal Register. 

Par. 3. Section 1221-2 is amended 
by adding the text of paragraphs (d), 
(e)(5), (f)(3), and (g)(4) to read as 
follows: 

§ 1.1221-2 Hedging transactions. 

* * * * * 
(d) Hedging by members of a con

solidated group-(l) General rule. 
For purposes of this section, the risk 
of one member of a consolidated 
group is treated as the risk of the 
other members as if all of the mem
bers of the group were divisions of a 
single corporation. For example, if 
any member of a consolidated group 
hedges the risk of another member of 
the group by entering into a transac
tion with an unrelated person, that 
transaction may potentially qualify as 
a hedging transaction. Under this 
rule, intercompany transactions are 
not hedging transactions because they 
are treated as transactions between 
divisions of a single corporation and 
thus do not reduce the risk of the 
group. 

(2) Separate-entity election. In lieu 
of the treatment specified in para
graph (d)(l) of this section, a consoli
dated group may elect separate-entity 
treatment of its hedges. If a group 

makes this separate-entity election, 
the following rules apply. 

(i) Risk of one member not risk of 
other members. Notwithstanding 
paragraph (d)(l) of this section, the 
risk of one member is not treated as 
the risk of other members. 

(ii) Intercompany transactions. An 
intercompany transaction or obliga
tion is a hedging transaction with 
respect to a member of a consolidated 
group if and only if it meets the 
following requirements-

(A) The position of the member in 
the intercompany transaction or obli
gation would qualify as a hedging 
transaction with respect to that mem
ber if that member entered into the 
transaction with an unrelated party; 
and 

(B) The position of the other mem
ber (the marking member) in the 
transaction is marked to market un
der the marking member's method of 
accounting. 

(iii) Treatment of intercompany 
hedging transactions. An intercom
pany transaction or obligation that is 
a hedging transaction (because it 
meets the requirements of paragraphs 
(d)(2)(ii)(A) and (B) of this section) is 
treated as follows-

(A) Neither the hedging transaction 
nor any intercompany obligation with 
respect to that transaction is treated 
as an intercompany transaction or 
obligation for purposes of section 
1502 and the regulations thereunder; 
and 

(B) Except as provided in para
graph (f)(3) of this section, the char
acter of the marking member's gain 
or loss from the transaction is ordi
nary. 

(iv) Making and revoking the elec
tion. The election described in this 
paragraph (d)(2) must be made in a 
separate statement that is filed with 
the group's consolidated return for 
the taxable year that includes the first 
date for which the election is to 
apply. The statement must specify 
that the election is being made and 
must indicate the date that the elec
tion is to be effective. The election 
applies to all transactions entered into 
on or after the date so indicated. In 
no event, however, does the election 
apply to transactions entered into be
fore the date 60 days after final 
regulations on this subject are pub
lished in the Federal Register. The 



election cannot be revoked without 
the consent of the Commissioner. 

(3) Definitions. For definitions of 
consolidated group, member of a 
consolidated group, intercompany 
transaction, and intercompany obliga
tion, see section 1502 and the regula
tions thereunder. 

(4) Examples. These examples illustrate this 
paragraph (d). In these examples, 0 and Hare 
members of the same consolidated group. O's 
business operations give rise to interest rate risk 
"A," which 0 wishes to hedge. 0 enters into 
an intercompany transaction with H that trans
fers the risk to H. O's position in the intercom
pany transaction is "B," and H's position in 
the contract is "C." H enters into position 
"D" with a third party to reduce the interest 
rate risk it has with respect to its position C. D 
would be a hedging transaction with respect to 
risk A if O's risk A were H's risk. 

Example i. Single-entity treatment-(i) Gen
eral rule. Under paragraph (d)(I) of this sec
tion, O's risk A is treated as H's risk, and 
therefore D is a hedging transaction with re
spect to risk A. Thus, the character of D is 
determined under the rules of this section, and 
D must be accounted for under a method of 
accounting that satisfies § 1.446-4. The inter
company transaction B-C is not a hedging 
transaction, and the B-C transaction is ac
counted for according to the regulations under 
section 1502. 

(ii) identification. D must be identified as a 
hedging transaction under paragraph (e)(1) of 
this section, and A must be identified as the 
hedged item under paragraph (e)(2) of this 
section. Under paragraph (e)(5) of this section, 
the identification of A as the hedged item can 
be accomplished by identifying the positions in 
the intercompany transaction as hedges or 
hedged items, as appropriate. Thus, substan
tially contemporaneously with entering into D, 
H may identify C as the hedged item and 0 
may identify B as a hedge and A as the hedged 
item. 

Example 2. Separate-entity election; no 
marking. In addition to the facts stated above, 
assume that the group makes a separate-entity 
election under paragraph (d)(2) of this section. 
If H does not mark C to market under its 
method of accounting, then B is not a hedging 
transaction, and the B-C intercompany trans
action is accounted for under the rules of 
section 1502. D is not a hedging transaction 
with respect to A, but D may be a hedging 
transaction with respect to C if the require
ments of paragraph (b) of this section are met. 
If D is not part of a hedging transaction, then 
D may be part of a straddle for purposes of 
section 1092. 

Example 3. Separate-entity election; mark
ing. The facts are the same as in Example 2 
above. If H marks C to market under its 
method of accounting and B would be a 
hedging transaction with respect to 0 if 0 had 
entered into that transaction with an unrelated 
party, then the B-C transaction is a hedgin.g 
transaction with respect to O. Thus, O's POSI

tion B is a hedging transaction with respect to 
its risk A, the B-C transaction is not treated as 
an intercompany transaction or obligation, and 
H's income, deduction, gain or loss on C is 
ordinary. D is a hedge of C if it meets the 
requirements of paragraph (b) of this section. 

(e) * * * 
(5) Identification of hedges involv

ing members of the same consolidated 
group-(i) General rule. If one mem
ber of a consolidated group hedges 
the risk of another member under the 
general rule of paragraph (d)(l) of 
this section, then the identification 
requirements of this paragraph (e) 
must be met as if all of the members 
of the group were divisions of a 
single corporation. Thus, the member 
entering into the hedging transaction 
with a third party must identify the 
hedging transaction under paragraph 
(e)(I) of this section. Under para
graph (e)(2) of this section, that mem
ber must also identify the item, items, 
or aggregate risk that is being hedged, 
even if the item, items, or aggregate 
risk relates primarily or entirely to 
other members of the group. If the 
members of a group use intercom
pany transactions or obligations to 
transfer risk within the group, the 
requirements of paragraph (e)(2) of 
this section may be met by identifying 
the intercompany transactions or obli
gations as hedges or hedged items, as 
appropriate. Because identification of 
the intercompany transaction as a 
hedge serves solely to identify the 
hedged item, the identification is 
timely if made within the period re
quired by paragraph (e)(2) of this 
section. For example, if a member 
transfers risk in an intercompany 
transaction, it may identify under the 
rules of this paragraph (e) both its 
position in that transaction and the 
item, items, or aggregate risk being 
hedged. The member that hedges the 
risk outside the group may identify 
under the rules of this paragraph (e) 
both its position with the third party 
and its position in the intercompany 
transaction. See paragraph (d)(4) of 
this section for an example of this 
identification. 

(ii) Rule for taxpayers making the 
separate-entity election. If a consoli
dated group makes the separate-entity 
election under paragraph (d)(2) of 
this section, each member of the 
group must satisfy the requirements 
of this paragraph (e) as though it 
were not a member of a consolidated 
group. 

* * * * * 
(f) * * * 
(3) Transactions by members of a 

consolidated group- (i) General rule. 
If a consolidated group is under the 

general rule of paragraph (d)(1) of 
this section, the rules of this para
graph (f) apply only to hedging trans
actions and not to intercompany 
transactions. 

(ii) Separate-entity election. If a 
consolidated group has made the elec
tion under paragraph (d)(2) of this 
section, then, in addition to the rules 
of paragraphs (f)(1) and (f)(2) of this 
section, the following rules apply. 

(A) If an intercompany transaction 
is identified as a hedging transaction 
but does not meet the requirements of 
paragraphs (d)(2)(ii)(A) and (B) of 
this section, then both parties to the 
transaction are subject to the rules of 
paragraph (f)(1) of this section with 
respect to the transaction as though 
both had identified their positions in 
the transaction as hedging transac
tions, notwithstanding the regulations 
under section 1502. 

(B) If a transaction that meets the 
requirements of paragraphs (d)(2)
(ii)(A) and (B) is not identified as a 
hedging transaction, then both parties 
to the transaction are subject to the 
rules of paragraph (f)(2). 

(g) * * * 
(4) Effective date for hedges by 

members of a consolidated group. 
Paragraphs (d), (e)(5), and (f)(3) of 
this section apply to transactions en
tered into on or after the date that is 
60 days after publication of final 
regulations in the Federal Register. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue 

(Filed by the Office of the Federal Register on 
July 13, 1994, 9:10 a.m., and published in 
the issue of the Federal Register for July 18, 
19894, 59 F.R. 36394) 

Notice of Proposed Rulemaking 

Presumptions Where Owner of 
Large Amount of Cash is not 
Identified 

GL-548-87 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of Proposed Rule
making. 

SUMMARY: This document contains 
proposed regulations regarding the 
presumptions that arise where the 
owner of a large amount of cash or 
its equivalent is not identified. The 
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proposed regulations reflect changes 
to the law made by the Tax Equity 
and Fiscal Responsibility Act of 1982 
and the Technical and Miscellaneous 
Revenue Act of 1988, and incorporate 
the rules of current § 301.6867-lT, 
relating to cash, cash equivalents, 
specific cash equivalents and the val
ue of cash equivalents. In addition, 
several new items have been added to 
the list of specific cash equivalents. 
The proposed regulations affect indi
viduals who are found in possession 
of a large amount of cash or its 
equivalent and the true owners of 
that cash or its equivalent. 

DATES: Written comments and re
quests for a public hearing must be 
received by November 28, 1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (CC:GL-0548-
87), Room 5228, Internal Revenue 
Service, POB 7604, Ben Franklin Sta
tion, Washington, DC 20044. In the 
alternative, submissions may be hand 
delivered between the hours of 8 a.m. 
and 5 p.m. to: CC:DOM:CORP:T:R 
(GL-0548-87), Courier's Desk, Inter
nal Revenue Service, 1111 Constitu
tion Avenue NW, Washington, DC. 

SUPPLEMENT ARY 
INFORMATION: 

Background 

This document contains proposed 
regulations amending the Procedure 
and Administration Regulations (26 
CFR part 301) under section 6867 of 
the Internal Revenue Code of 1986 
(Code). The regulations reflect the 
enactment of section 6867 by section 
330(a) of the Tax Equity and Fiscal 
Responsibility Act of 1982 (Pub. L. 
97-248), and the amendment made by 
section 1001 (a)(1) of the Technical 
and Miscellaneous Revenue Act of 
1988 (Pub. L. 100-647). 

Explanation of Provisions 

Section 330(a) of the Tax Equity 
and Fiscal Responsibility Act of 1982 
amended the Code by adding section 
6867, designed to be used in making 
jeopardy or termination assessments, 
as appropriate, when there is no 
known owner of large amounts of 
cash. Section 6867 provides that if an 
individual in physical possession of 
cash in excess of $10,000 does not 
claim the cash as belonging to that 
individual or as belonging to another 

868 1994-2 C.B. 

person whose identity is readily ascer
tainable and who acknowledges own
ership of the cash to the IRS, it is 
presumed that the cash represents 
gross income of a single individual 
for the taxable year in which the 
possession occurs and that the collec
tion of tax will be jeopardized by 
delay. Section 6867, as originally en
acted, made the entire amount of the 
cash subject to a 50 percent tax rate. 
Section 1001(a)(I) of the Technical 
and Miscellaneous Revenue Act of 
1988 amended section 6867, effective 
for taxable years beginning after De
cember 31, 1986, to provide that the 
tax rate is to be the highest rate of 
tax for an individual specified in 
section 1. 

Under section 6867, the possessor 
of cash is treated (solely with respect 
to the cash) as the taxpayer for the 
purposes of chapters 63 and 64 of the 
Code, relating to assessment and col
lection, and for the purposes of sec
tion 7429(a)(1), entitling that individ
ual to a written statement of 
information concerning the assess
ment provided for by that section. 
Because section 6867 does not treat 
the possessor as the taxpayer for the 
purposes of sections 7429(a)(2) and 
7429(b), relating to administrative 
and judicial review of termination 
and jeopardy assessments, the pro
posed regulations do not permit the 
possessor of cash to maintain an 
action under section 7429 for such 
review. 

The possessor of cash may petition 
the United States Tax Court to chal
lenge the notice of deficiency issued 
to the possessor solely in that per
son's capacity as possessor of cash. 
In lieu thereof, the possessor of cash, 
solely in that person's capacity as 
possessor of cash, may institute a suit 
for refund in district court after the 
deficiency has been collected. 

The true owner of cash may main
tain an action under section 7429 for 
administrative and judicial review of 
the deficiency notice issued to the 
possessor. However, the true owner 
may only institute the section 7429 
action concerning the notice of defi
ciency issued to the possessor by 
making a request for review within 30 
days from the date the possessor is 
given the written statement of infor
mation required under section 
7429(a)(I). After the deficiency assert
ed against the possessor of cash has 

been levied upon, the true owner of 
cash may bring an action in federal 
district court, within the time frame 
specified in section 6532(c), to recover 
the cash, as provided in section 7426, 
relating to civil actions by persons 
other than taxpayers. In addition, the 
true owner of cash, with the permis
sion of the court, may appear before 
the United States Tax Court in any 
proceeding that may be filed by the 
possessor of the cash challenging the 
notice of deficiency issued to the 
possessor as possessor of the cash. 

Section 301.6867-1(f) of the pro
posed regulations incorporates the 
definitions contained in current 
§ 301.6867-lT, relating to cash, cash 
equivalents, specific cash equivalents 
and the value of cash equivalents. In 
addition, several other items have 
been identified and added to the list 
of specific cash equivalents. Section 
301. 6867 -1 T will be removed on the 
date final regulations are filed with 
the Federal Register. 

Proposed effective date 

The regulations are proposed to be 
effective on and after the date final 
regulations are filed with the Federal 
Register. 

Special Analyses 

It has been determined that this 
notice of proposed rulemaking is not 
a significant regulatory action as de
fined in EO 12866. Therefore, a regu
latory assessment is not required. It 
also has been determined that section 
553(b) of the Administrative Proce
dure 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 no
tice of proposed rulemaking will be 
submitted to the Chief Counsel for 
Advocacy of the Small Business Ad
ministration for comment on its im
pact on small business. Comments 
and Requests for a Public Hearing 

Before these proposed regulations 
are adopted as final regulations, con
sideration 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 
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. 

Lists of Subjects in 26 CFR Part 301 

Employment taxes, Estate taxes, 
Excise taxes, Gift taxes, Income tax
es, Penalties, Reporting and record
keeping requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 301 is 
proposed to be amended as follows: 

Paragraph 1. The authority citation 
for part 301 continues to read in part 
as follows: 

Authority: 26 U.S.C. 7805 * * * 
Par. 2. Section 301.6867-1 is added 

to read as follows: 

§ 301.6867-1 Presumptions where 
owner of large amount of cash is not 
identified. 

(a) General rule. For purposes of 
section 6851 (relating to termination 
assessments) and section 6861 (relat
ing to jeopardy assessments), if cash 
in excess of $10,000 is found in the 
physical possession of an individual 
who does not claim either ownership 
of that cash or ownership by some 
other person whose identity the Com
missioner can readily ascertain and 
who acknowledges ownershio of that 
cash as of the date the cash was 
found, then, it shall be presumed 
that-

(1) The cash represents gross in
come of an unknown single individu
al; and 

(2) That the collection of tax on 
that income will be jeopardized by 
delay. 

(b) Rules for assessment. The 
Commissioner may make an assess
ment pursuant to section 6851 or 
section 6861, as appropriate, using 
the rules for assessment specified in 
this paragraph. In the case of any 
assessment resulting from the applica
tion of paragraph (a) of this section-

(1) The entire amount of cash is 
treated as taxable income for the 
taxable year in which the cash is 
found; 

(2) The income is treated as taxable 
at the highest rate of tax specified in 
section 1 of the Internal Revenue 
Code; and 

(3) Except as provided in para
graph (c), the possessor of the cash is 
treated (solely with respect to that 
cash) as the taxpayer for purposes of 
chapters 63 and 64 and section 
7429(a)(1) of the Internal Revenue 
Code. 

(d) Rights of possessor of cash
(1) Actions permitted. Section 6867 
provides that the possessor of cash is 
treated as the taxpayer for purposes 
of chapter 63 (relating to assessment) 
and chapter 64 (relating to collec
tion). Accordingly, the possessor of 

(c) Effect of later substitution of' cash may file a petition with the 
true owner-(1) In general. If an United States Tax Court, within the 
assessment resulting from the applica- applicable time limits, challenging the 
tion of paragraph (a) of this section is notice of deficiency issued to the 
later abated and replaced by an as- possessor solely in that person's ca
sessment against the true owner of pacity as possessor of cash. In lieu 
the cash, the later assessment is treat- thereof, the possessor of cash may, 
ed for purposes of all laws relating to after the deficiency has been collect
lien, levy, and collection as relating ed, file a refund claim solely in that 
back to the date of the original as- person's capacity as possessor of cash 
sessment. Notwithstanding the pre- and, if the refund claim is denied or 
ceding sentence, any notice and re- not timely acted upon by the Service 
view provided for by section 7429 and within six months, institute a suit for 
the notice of deficiency issued to the refund in the appropriate court. 
true owner relative to the later assess- (2) Actions not permitted. Section 
ment are to be made within the pre- 6867 provides that the possessor of 
scribed time limits, using the actual cash is treated as the taxpayer solely 
date of the later assessment against for purposes of section 7429(a)(1), 
the true owner. and is entitled to the written state-

(2) Example. The provisions of ment of information provided for by 
paragraph (c)(1) of this section may that section. The possessor of cash is 
be illustrated by the following exam- not treated as the taxpayer for pur
ple: poses of sections 7429(a)(2) and 

7429(b), relating to administrative 
and judicial review of termination 
and jeopardy assessments, and may 
not maintain an action under section 
7429 for such review. 

Example. On June 5, 1994, A is found in 
possession of a bag, containing $200,000, 
which A claims he was holding for a friend 
whose name A cannot remember. Because A 
does not claim ownership of the cash and does 
not provide the name of the true owner so that 
the Commissioner can identify the true owner 
and have that person acknowledge ownership 
of the cash, it is presumed that the cash 
represents gross income of an individual for 
calendar year 1994, and that the collection of 
tax on that gross income will be jeopardized by 
delay. Accordingly, on June 17, 1994, a termi
nation assessment under section 6851 is made 
against A, in his capacity as possessor of the 
cash. On June 21, 1994, the written statement 
of information provided for by section 
7429(a)(l) is given A. No request for review 
under section 7429(a)(2) is made by the true 
owner within 30 days after the day on which A 
was furnished the written statement provided 
for in section 7429(a)(l). Subsequently, individ
ual B comes to the Service and states that he is 
the owner of the cash. On September 2, 1994, 
the Service determines that B was the true 
owner of the cash on June 5, 1994. On 
September 9, 1994, the Service abates the 
termination assessment made against A solely 
as possessor of cash and, after determining that 
jeopardy exists, replaces it with a termination 
assessment under section 6851 against B. The 
lien against B that arises under section 6321 is 
treated as arising on June 17, 1994. However, 
within 5 days after September 9, 1994, the 
Service must give B the written statement of 
information required by section 7429(a)( I). In 
addition, a notice of deficiency must be sent to 
B within 60 days after the later of the due date 
or the actual filing of B's tax return for 1994, 
as required by section 6851(b). 

(e) Rights of true owner of cash
(1) Actions permitted. The true owner 
of cash may request administrative 
review under section 7429(a)(2) and 
may maintain a civil action under 
section 7429(b) for judicial review of 
an assessment under section 6851 or 
section 6861 made against the pos
sessor solely in that person's capacity 
as possessor of cash. Such an action, 
however, must be preceded by a re
quest for review under section 
7429(a)(2) made by the true owner 
within 30 days after the day on which 
the possessor is furnished the written 
statement provided for in section 
7429(a)(1). In addition, after the defi
ciency asserted against the possessor 
of cash has been levied upon, the true 
owner of cash may bring an action in 
federal district court to recover the 
cash, as provided in section 7426, 
relating to civil actions by persons 
other than taxpayers. See, however, 
section 6532(c), relating to the 9-
month statute of limitations for suits 
under section 7426. In addition, the 
true owner of cash, with the permis-
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sion of the court, may appear before 
the United States Tax Court in any 
proceeding that may be filed by the 
possessor of the cash challenging the 
notice of deficiency issued to the 
possessor solely in that person's ca
pacity as possessor of the cash. 

(2) Actions not permitted. The true 
owner of cash may not file a petition 
with the United States Tax Court 
challenging the notice of deficiency 
issued to the possessor solely in that 
person's capacity as possessor of 
cash. Notwithstanding the preceding 
sentence, the true owner of cash may 
file a petition with the United States 
Tax Court challenging any notice of 
deficiency issued to the true owner 
following the abatement of the assess
ment made against the possessor of 
cash. 

(f) Definitions. For the purposes of 
this section and section 6867-

(1) Cash. The term cash includes 
any cash equivalents. 

(2) Cash equivalent-(i) In general. 
The term cash equivalent includes 
foreign currency, any bearer obliga
tion, and any medium of exchange 
that is of a type that has been fre
quently used in illegal activities, as 
listed in paragraph (f)(2)(ii) of this 
section. 

(ii) Specific cash equivalents. For 
purposes of paragraph (f)(2)(i), the 
following are also cash equivalents

(A) Coins; 
(B) Precious metals; 
(C) Jewelry; 
(D) Precious stones; 
(E) Postage stamps; 
(F) Traveler's checks in any form; 
(G) Negotiable instruments (includ-

ing personal checks, business checks, 
official bank checks, cashier's checks, 
notes, and money orders) that are 
either in bearer form, endorsed with
out restriction, made out to a ficti
tious payee, or otherwise in such 
form that title thereto passes upon 
delivery; 

(H) Incomplete instruments (in
cluding personal checks, business 
checks, official bank checks, cashier's 
checks, notes, and money orders) 
signed but with the payee's name 
omitted; and 

(I) Securities or stock in bearer 
form or otherwise in such form that 
title thereto passes upon delivery. 

(iii) Value of cash equivalents. A 
cash equivalent is taken into account 
at its fair market value except in the 
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case of a bearer obligation, in which 
case it is taken into account at its 
face value. 

(3) Possessor of cash. An individu
al is considered to be the possessor of 
cash if the cash is found on that 
individual's person or in that individ
ual's possession or is found in any 
object, container, vehicle, or area un
der that individual's custody or con-
trol. I 

(4) True owner of the cash. The 
true owner of cash is the individual 
who beneficially owns the cash on the 
date such cash is found in the physi
cal possession of the individual de
scribed in paragraph (f)(3) of this 
section. An agent, bailee, or other 
custodian of the cash is not the true 
owner of cash. A true owner of cash 
does not include an individual who, 
subsequent to the date on which the 
cash is found in the physical posses
sion of the individual described in 
paragraph (f)(3) of this section, ob
tains ownership of the cash by pur
chase, subrogation, descent, or other 
means. 

(g) Effective date. This section is 
effective with respect to cash found in 
the physical possession of an individ
ual on the date final regulations are 
published in the Federal Register. 
§ 301.6867-1T [Removed] 

Par. 3. Section 301.6867-1T is re
moved. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
September 28, 1994, 8:45 a.m., and pub
lished in the issue of the Federal Register for 
September 29, 1994, 59 F.R. 49613) 

Notice of Proposed Rulemaking 

Payment of Internal Revenue Tax by 
Check or Money Order and Liability 
of Financial Institutions for Unpaid 
Taxes. 

GL-549-87 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rule
making. 

SUMMAR Y: This document contains 
a proposed regulatory amendment re
garding payments with respect to in
ternal revenue taxes and internal reve
nue stamps by check or money order. 

Changes to the applicable tax law 
were made by the Tax Refotm Act of 
1984 (TRA). These amendments, 
which are intended to conform the 
regulations to the change in the stat
ute, apply to persons making pay
ments with respect to internal revenue 
taxes or stamps by check or money 
order, and to financial institutions 
that issue or guarantee payment of 
checks or money orders. 

DATES: Written comments and re
quests for a public hearing must be 
received by October 18, 1994. 

ADDRESSES: Send submissions to: 
Internal Revenue Service, Attn: CC: 
DOM:CORP:T:R (GL-549-87), 
Room 5228, 1111 Constitution Ave
nue, NW, Washington, DC 20044. 

SUPPLEMENTARY 
INFORMATION: 

Background 

This notice of proposed rulemak
ing contains proposed changes to 
§ 301. 6311-1, to reflect amendments 
made to section 6311 by section 
448(a) of the Tax Reform Act of 
1984, Pub. L. 98-369 (TRA). 

Explanation of Provisions 

Section 6311 (a) of the Internal Rev
enue Code provides that the IRS may 
receive for internal revenue taxes, or 
in payment for internal revenue 
stamps, checks or money orders, to 
the extent and under the conditions 
specified in the regulations. If money 
orders or certain kinds of checks 
tendered in payment are not duly 
paid, then section 6311 (b )(2) provides 
the United States with a lien against 
all the assets of the drawee or issuer 
for the amount of the check or mon
ey order. Before its amendment, this 
rule applied, in the case of checks, 
only with respect to certified, treasur
er's, or cashier's checks drawn on a 
bank or trust company. Section 
448(a) of TRA expanded section 
6311 (b )(2) to include guaranteed 
drafts drawn on financial institutions 
other than banks and trust com
panies. The amendments to the regu
lations reflect these changes in the 
statute and permit payment by guar
anteed draft in any case in which the 
regulations under prior law permitted 
payment by certified, treasurer's, or 
cashier's check. In addition, the regu
lations provide a definition of "finan-



cial institution." Since the Bureau of 
Alcohol, Tobacco, and Firearms now 
has its own separate regulations gov
erning the receipt of payment for 
certain taxes by check or money or
der, which appear in 27 CFR, provi
sions of these regulations referring to 
the Bureau of Alcohol, Tobacco, and 
Firearms have been removed. 

Special Analyses 

It has been determined that this 
notice of proposed rulemaking is not 
a significant regulatory action as de
fined in EO 12866. Therefore, a Reg
ulatory Impact Analysis is not re
quired. It has also been determined 
that section 553(b) of the Administra
tive Procedure Act (5 U.S.C. chapter 
5) and the Regulatory Flexibility Act 
(5 U.S.C. chapter 6) do not apply to 
these regulations, and, therefore, an 
initial Regulatory Flexibility Analysis 
is not required. Pursuant to section 
7805(f) of the Internal Revenue Code, 
these regulations will be submitted to 
the Chief Counsel for Advocacy of 
the Small Business Administration for 
comment on their impact on small 
business. 

Comments on Proposed Regulations 

Before these proposed regulations 
are adopted as final regulations, con
sideration 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 
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 tax, Ex
cise taxes, Gift tax, Income taxes, 
Penalties, Reporting and record keep
ing 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 continues to read in part 
as follows: 

Authority: 26 U.S.c. 7805 * * * 
Paragraph 2. Section 301.6311-1 is 

amended by: 
I. Revising the first, second, and 

last sentences of paragraph (a)(1 )(i). 
2. Revising paragraph (a)(2). 
3. Removing paragraph (a)(3). 
4. Revising paragraph (b). 
5. Adding paragraphs (d) and (e). 
6. The additions and revisions read 

as follows: 

§ 30I.63IJ-I Payment by check or 
money order. 

(a) * * * (1) * * * (i) District di
rectors, Service Center directors, and 
Compliance Center directors (direc
tor) may accept checks or drafts 
drawn on any financial institution 
incorporated under the laws of the 
United States or under the laws of 
any State, the District of Columbia, 
or any possession of the United 
States, or money orders in payment 
for internal revenue taxes, provided 
the checks, drafts, or money orders 
are collectible in United States cur
rency at par, and subject to the 
further provisions contained in this 
section. The director may accept the 
checks, drafts, or money orders in 
payment for internal revenue stamps 
to the extent and under the condi
tions prescribed in paragraph (a)(2) 
of this section. * * * However, the 
director may refuse to accept any 
personal check whenever he or she 
has good reason to believe that such 
check will not be honored upon pre
sentment. 

* * * * * 
(2) Payment for internal revenue 

stamps. The director may accept 
checks, drafts, and money orders de
scribed in paragraph (a)(1) of this 
section in payment for internal reve
nue stamps. However, the director 
may refuse to accept any personal 
check whenever he or she has good 
reason to believe that such check will 
not be honored upon presentment. 

(b) Checks or money orders not 
paid-(l) Ultimate liability. The per
son who tenders any check (whether 
certified or uncertified, cashier's, 
treasurer's, or other form of check or 
draft) or money order in payment for 
taxes or stamps is not released from 
liability until the check, draft, or 
money order is paid; and, if the 
check, draft, or money order is not 
duly paid, the person shall also be 
liable for all legal penalties and addi-

tions, to the same extent as if the 
check, draft, or money order had not 
been tendered. 

(2) Liability of financial institu
tions and others. If any certified, 
treasurer's, or cashier's check, or oth
er guaranteed draft, or money order, 
is not duly paid, the United States 
shall have a lien for the amount of 
the check or draft upon all assets of 
the financial institution on which 
drawn, or for the amount of the 
money order upon the assets of the 
issuer thereof. The unpaid amount 
shall be paid out of such assets in 
preference to any other claims against 
such financial institution or issuer 
except the necessary costs and expens
es of administration and the reim
bursement of the United States for 
the amount expended in the redemp
tion of the circulating notes of such 
financial institution. In addition, the 
Government has the right to exact 
payment from the person required to 
make the payment. 

* * * * * 
(d) Financial institution. For pur

poses of section 6311 and this section, 
financial institution includes but is 
not limited to-

(1) A bank or trust company (as 
defined in section 581); 

(2) A domestic building and loan 
association (as defined in section 
nOI(a)(19»; 

(3) A mutual savings bank (includ
ing but not limited to a mutual sav
ings bank as defined in section 
591(b»; 

(4) A credit union (including both 
state and federal credit unions, and 
including but not limited to a credit 
union as defined in section 501(c)(14»; 
and 

(5) regulated investment company 
(as defined in section 851(a». 

(e) Effective date. The rules in this 
section are [proposed to be effective 
on August 19, 1994). 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Regi,ter on 
August 19, 1994,8:45 a.m., and published in 
the issue of the Federal Register for Augu'>t 
22, 1994, 59 F.R. 43073) 
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Notice of Proposed Rulemaking 

Liability of Third Parties Paying or 
Providing for Wages; Suit Period 
and Its Extension and Maximum 
Amount Recoverable 

GL-32-94 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rule
making. 

SUMMARY: This document contains 
proposed amendments regarding the 
liability of lenders, sureties, or other 
third persons for withholding taxes 
when those persons have supplied 
funds, either directly to employees or 
to or for the account of an employer, 
for the specific purpose of paying 
wages of the employees of that em
ployer. 

The amendments revise the regula
tions under section 3505(b) with re
gard to the maximum liability of 
third parties who supply funds for 
wages. The amendments also revise 
the regulations under section 3505 to 
increase the period of limitations for 
collection after assessment of third
party liability, consistent with the 
statutory extension of general limita
tion on collections the Internal Reve
nue Code, and to permit the third 
party to consent to extend that period 
of limitations. The proposed amend
ments affect third parties paying or 
providing for wages. 

DATES: Written comments and re
quests for a public hearing must be 
received by January 23, 1995. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (GL-32-94), 
Room 5228, Internal Revenue Ser
vice, POB 7604, Ben Franklin Sta
tion, Washington, DC 20044. In the 
alternative, submissions may be hand 
delivered to: CC:DOM:CORP:T:R 
(GL-32-94), Courier's Desk, Internal 
Revenue Service, 1111 Constitution 
Avenue NW, Washington, DC. 

SUPPLEMENT ARY 
INFORMATION: 

Background 

This notice of prc\T)osed rulemaking 
contains proposed changes to 
§ 31.3505-1. Section 3505 of the In
ternal Revenue Code (Code) was add
ed by section 105(a) of the Federal 
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Tax Lien Act of 1966, Pub. L. 89-719 
(1966 [1966-2 C.B. 623]). Treasury 
regulations were issued with an effec
tive date of August 19, 1976 (TO 7430 
[1976-2 C.B. 314]). Neither the Code 
section nor the regulations has been 
amended since enactment or issuance, 
respectively. Since the issuance of the 
regulations, courts have consistently 
determined the maximum liability of 
third parties who supply funds for 
wages in a manner that is contrary to 
the existing regulations. Administra
tive difficulties have also arisen be
cause the self-imposed period of limi
tations on collection of these liabilities 
differs from the Code's general limita
tion on collections, and there is no 
provision in the regulations to extend 
this period by agreement. 

The proposed amendments revise 
the regulations with regard to the 
maximum liability of third parties 
who supply funds for wages to con
form to judicial interpretation of the 
statute. To aid administration of this 
provision, the proposed amendments 
also (i) increase the self-imposed peri
od of limitations for collection of 
section 3505 liabilities, consistent with 
the 1990 extension of the Code's 
general limitation on collections (See 
section 6502), from 6 years to 10 
years and (ii) add a provision allow
ing this period to be extended with 
the consent of the third party. 

Explanation oj Provisions 

Under section 3505(b), if a lender, 
surety, or other person (the lender) 
supplies funds to or for the account 
of an employer for the specific pur
pose of paying wages of the employ
ees of that employer, and the lender 
has actual notice or knowledge 
(within the meaning of section 
6323(i)(1» that the employer does not 
intend or will not be able to make 
timely payment or deposit of the 
required withholding taxes, the lender 
shall be liable to the United States in 
a sum equal to the taxes (together 
with interest) that are not paid over 
to the United States by the employer 
with respect to those wages. The lend
e.r's liability for withholding taxes, in 
heu of the employer, is limited to an 
amount equal to 25 percent of the 
amount of wages so supplied to or 
for the account of the employer. 
Code section 3505(b) (final sentence). 

Existing regulations provide that 
the 25-percent limitation applies only 

to the tax, and not the interest on 
that tax, with the result that the 
lender could be held liable for more 
than 25 percent of the amount of 
funds it supplied. The courts that 
have addressed this issue, however, 
have held that the 25-percent limita
tion on the amount of wages supplied 
by a third party is an absolute cap 
with respect to the recovery of with
holding taxes and prejudgment inter
est. United States v. Metro Constr. 
Co., Inc., 602 F .2d 879 (9th Cir. 
1979); United States v. Intercontinen
tal Ind., Inc., 635 F .2d 1215 (6th Cir. 
1980); United States v. Hannan Co., 
639 F.2d 284 (5th Cir. 1981); Taub
man v. United States, 449 F. Supp. 
520 (E.D. Mich. 1978). See also 
O'Hare v. United States, 878 F.2d 
953 (6th Cir. 1989); United States v. 
Security Pacific Business Credit, Inc., 
956 F.2d 703 (7th Cir. 1992); United 
States v. Vaccarella, 735 F. Supp. 
1421 (S.D. Ind. 1990). 

The proposed amendments con
form the existing regulations to judi
cial interpretation and clarify that 
interest will continue to be computed 
in addition to any withholding tax 
liability, but only to an overall maxi
mum of 25 percent of the amount of 
the funds supplied by the lender. 

The proposed revisions to the regu
lations also change the period of 
limitations for collection of the with
holding taxes and interest from six 
years to ten years. This revision will 
conform the period of limitations for 
the purposes of section 3505 with the 
general rule on limitations on collec
tion. See Internal Revenue Code sec
tion 6502, amended by the Omnibus 
Budget Reconciliation Act of 1990, 
Pub. L. 101-508, § 11317(a)(l) 
(1990). 

Finally, § 31.3505-1(d)(3) has been 
added to the regulations to provide 
for extensions of the period of limita
tion for collection because, on occa
sion, the IRS or the lender requires 
additional time for compliance with 
the regulation. 

Special Analyses 

It has been determined that this 
notice of proposed rulemaking is not 
a significant regulatory action as de
fined in EO 12866. Therefore, a regu
latory assessment is not required. It 
has also been determined that section 
553(b) of the Administrative Proce
dure 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 no
tice of proposed rulemaking will be 
submitted to the Chief Counsel for 
Advocacy of the Small Business Ad
ministration for comment on its im
pact on small business. 

Comments and Requests for a Public 
Hearing 

Before these proposed regulations 
are adopted as final regulations, con
sideration will be given to any written 
comments (preferably a signed origi
nal and eight (8) copies) that are 
submitted timely to the IRS. All com
ments will be available for public 
inspection and copying. A public 
hearing may be scheduled if requested 
in writing by a person that timely 
submits written comments. If a public 
hearing is scheduled, notice of the 
date, time, and place for the hearing 
will be published in the Federal Regis
ter. 

List of Subjects in 26 CFR Part 31 

Employment taxes, Income taxes, 
Penalties, Pensions, Railroad retire
ment, Reporting and record keeping 
requirements, Social Security, Unem
ployment 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 SOURCE 

Paragraph 1. The authority citation 
for part 31 continues to read in part 
as follows: 

Authority: 26 U.S.C. 7805 * * * 
Paragraph 2. Section 31.3505-1 is 

amended as follows: 
1. Paragraph (b) is amended by: 
a. Removing "for such taxes" 

from the second sentence of para
graph (b)(1)(ii). 

b. Removing ", plus interest there
on" from the last sentence of para
graph (b)(2), Example (1). 

c. Removing a "for withholding 
taxes" from the fifth sentence of 
paragraph (b)(2), Example (2). 

d. Removing "plus interest there
on" from the last sentence of para
graph (b)(2), Example (2). 

2. Paragraph (d) is amended by: 
a. Revising the last sentence in 

paragraph (d)(1). 
b. Revising the last sentence of 

paragraph (d)(2)(iii). 
3. Paragraph (d)(3) and (g) are 

added. 
The additions and revisions read as 

follows: 

§ 31.3505-1 Liability of third parties 
paying or providing for wages. 

* * - * * * 
(d) * * * 
(1) * * * In the event that the 

lender, surety, or other person does 
not satisfy the liability imposed by 
section 3505, the United States may 
collect the liability by appropriate 
civil proceedings commenced within 
10 years after assessment of the tax 
against the employer. 

(2) * * * 
(iii) * * * Thus, after the second 

payment by the employer, the lend
er's liability under section 3505(b) is 
$75 ($250 less $175), plus interest due 
on the underpayment for the period 
of underpayment, to a maximum of 
$250, 25 percent of the funds sup
plied. 

(3) Extensions of the period for 
collection. Prior to the expiration of 
the lO-year period for collection after 
assessment against the employer, the 
lender, surety, or other third party 
may agree in writing with the district 
director, service center director, or 
compliance center director to extend 
the lO-year period for collection. The 
period so agreed upon may be extend
ed by subsequent agreements in writ
ing made before the expiration of the 
period previously agreed upon. If any 
timely proceeding in court for the 
collection of the tax and any applica
ble interest is commenced, the period 
during which such tax and interest 
may be collected shall be extended 
and shall not expire until the liability 
for the tax (or a judgment against the 
lender, surety, or other third party 
arising from such liability) is satisfied 
or becomes unenforceable. 

* * * * * 
(g) Effective date. This section is 

effective on the date of publication of 
the final regulations in the Federal 
Register. For regulations in effect pri
or to the date final regulations are 

published in the Federal Register, see 
§ 31.3505-1 (as contained in 26 CFR 
part 31, revised April 1, 1994). 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

(Filed by the Office of the Federal Register on 
November 21, 1994, 8:45 a.m., and pub
lished in the issue of the Federal Register for 
November 22, 1994, 59 F.R. 60099) 

Notice of Proposed Rulemaking 

Substantiation Requirement for 
Certain Contributions 

IA-74-93 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rule
making by cross-reference to tempo
rary regulations. 

SUMMARY: In *** [T.D. 8544, page 
28, this Bulletin], the Internal Reve
nue Service is issuing temporary regu
lations relating to the substantiation 
requirement for certain charitable 
contributions under section 170(f)(8) 
of the Internal Revenue Code. The 
guidance contained in those tempo
rary regulations affects donors of 
charitable contributions of $250 or 
more. The text of the temporary reg
ulations also serves as the comment 
document for this notice of proposed 
rulemaking. Comments will be con
sidered not only on the temporary 
rules promulgated, but also on other 
issues arising under section 170(f)(8). 
These issues include, but are not lim
ited to, (a) what constitutes a good 
faith estimate of the value of goods 
and services, (b) what is an intangible 
religious benefit, and (c) what is a 
contemporaneous acknowledgment. 

DATES: Comments and requests for 
a public hearing must be delivered or 
mailed by July 26, 1994. 

ADDRESS: Send comments and re
quests for a public hearing to: Inter
nal Revenue Service, P.O. Box 7604, 
Ben Franklin Station, Attn: CC: 
DOM:CORP:T:R (IA-74-93), Room 
5228, Washington, DC 20044. 

SUPPLEMENT ARY 
INFORMATION: 

Paperwork Reduction Act 

The collection of information con
tained in these regulations has been 
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submitted to the Office of Manage
ment and Budget for review in ac
cordance with the Paperwork Reduc
tion Act of 1980 (44 U.S.C. 3504(h». 
Comments on the collection of infor
mation should be sent to the Office 
of Management and Budget, Paper
work Reduction Project, Washington, 
DC 20503, with copies to the Internal 
Revenue Service, Attn: IRS Reports 
Clearance Officer PC:FP, Washing
ton, DC 20224. 

The collection of information in 
this notice of proposed rulemaking is 
in section 1.170A-13T. This informa
tion is required by the Internal Reve
nue Service to substantiate certain 
charitable contributions. The likely 
recordkeepers are individuals, busi
ness or other for-profit institutions, 
and small businesses. 

Estimated total annual record keep
ing burden: 51,500 hours. The esti
mated annual burden per record
keeper varies from 15 minutes to 30 
minutes, depending on individual cir
cumstances, with an estimated aver
age of 30 minutes. Estimated number 
of recordkeepers: 16,000. 

Background 

For the text of the temporary regu
lations adding § 1.170A-13T to 26 
CFR part 1, see TD 8544, published 
in the Rules and Regulations section 
of this issue of the Federal Register. 
The preamble to the temporary regu
lations explains the regulations. 

Special Analyses 

It has been determined that this 
notice of proposed rulemaking is not 
a significant regulatory action as de
fined in Executive Order 12866. It has 
also been determined that section 
553(b) of the Administrative Proce
dure 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 Flexibility Analysis is not 
required. Pursuant to section 7805(f) 
of the Internal Revenue Code, these 
proposed regulations will be submit
ted to the Chief Counsel for Advoca
cy of the Small Business Administra
tion for comment on their impact on 
small business. 

Comments and Request jor a Public 
Hearing 

Before these proposed regulations 
are adopted as final regulations, con-
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sideration will be given to any written 
comments that are timely submitted 
(preferably a signed original and eight 
copies) to the Internal Revenue Ser
vice. 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 timely 
submits written comments on the pro
posed rules. Notice of the date, time, 
and place for the hearing will be 
published in the Federal Register. 

List oj Subjects in 26 CFR part 1 

Income taxes, Reporting and re
cordkeeping 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 * * * 
§ 1.170A-13A also issued under 26 
U.S.c. 170(f)(8)(E). 

Par. 2. Section 1.170A-13A is add
ed to read as follows: 

§ 1.170A-13A Substantiation 
requirement jor certain contributions. 

[The text oj this proposed section is 
the same as the text oj § 1.170A-13T 
published elsewhere in *** [T.D. 
8544, this Bulletin}. 

Margaret Milner Richardson, 
Commissioner oj Internal Revenue. 

(Filed by the Office of the Federal Register on 
May 26, 1994, 8:45 a.m., and published in 
the issue of the Federal Register for May 27, 
1994, 59 F.R. 27515). 

Notice of Proposed Rulemaking and 
Notice of Public Hearing 

Federal Tax Deposits by Electronic 
Funds Transfer 

IA-03-94 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rule
making by cross reference to tempo
rary regulations and notice of public 
hearing. 

SUMMARY: In * * * [T.D. 8553, 
page 261, this Bulletin], the IRS is 
issuing temporary regulations that 
provide guidance relating to the de
posit of taxes by electronic funds 
transfer under section 6302(h) of the 
Internal Revenue Code. The text of 
the temporary regulations also serves 
as the comment document for this 
notice of proposed rulemaking. This 
document also provides notice of a 
public hearing on these proposed regu
lations. 

DATES: Written comments must be 
received by September 12, 1994. Out
lines of topics to be discussed at the 
public hearing scheduled for October 
3, 1994, beginning at 10:00 a.m. must 
be received by September 12, 1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (lA-03-94), 
Room 5228, Internal Revenue Ser
vice, POB 7604, Ben Franklin Sta
tion, Washington, DC 20044. In the 
alternative, submissions may be hand 
delivered between the hours of 8 a.m. 
and 5 p.m. to: CC:DOM:CORP:T:R 
(IA-03-94), Courier's Desk, Internal 
Revenue Service, 1111 Constitution 
Avenue, NW, Washington, DC. The 
public hearing will be held in the IRS 
Auditorium. 

SUPPLEMENTARY 
INFORMATION: 

Background 

The temporary regulations (TD 
8553) published in * * * [page 261, 
this Bulletin] contain amendments to 
the Income Tax Regulations (26 CFR 
part 1), the Regulations on Employ
ment Taxes and Collection of Income 
Tax at the Source (26 CFR part 31), 
and the Excise Tax Procedural Regu
lations (26 CFR part 40). These 
amendments relate to the deposits of 
taxes by electronic funds transfer. 
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 for the gradual phase-in 
of the requirement for taxpayers to 
deposit certain taxes by electronic 
funds transfer. 

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 Analyses 

It has been determined that this 
notice of proposed rulemaking is not 
a significant regulatory action as de
fined in EO 12866. Therefore, a regu
latory assessment is not required. It 
also has been determined that section 
553(b) of the Administrative Proce
dure Act (5 V.S.C. chapter 5) and the 
Regulatory Flexibility Act (5 V.S.C. 
chapter 6) do not apply to these rules 
and, therefore, a Regulatory Flexibili
ty Analysis is not required. Pursuant 
to section 7805(f) of the Internal 
Revenue Code, a copy of this notice 
of proposed rulemaking will be sub
mitted to the Chief Counsel for Ad
vocacy of the Small Business Admin
istration for comment on its impact 
on small business. 

Comments and Public Hearing 

Before these proposed regulations 
are adopted as final regulations, con
sideration will be given to any written 
comments (preferably a signed origi
nal and eight (8) copies) that are 
timely submitted to the IRS. All com
ments will be available for public 
inspection and copying. 

A public hearing has been sched
uled for October 3, 1994, beginning 
at 10:00 a.m. at the IRS Auditorium. 
Because of access restrictions, visitors 
will not be admitted beyond the 
building lobby more than 15 minutes 
before the hearing starts. 

The rules of 26 CFR 601.601(a)(3) 
apply to the hearing. 

Persons who wish to present oral 
comments at the hearing must submit 
written comments by September 12, 
1994, and submit an outline of the 
topics to be discussed and the time to 
be devoted to each topic by Septem
ber 12, 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 comments 
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 re

cordkeeping requirements. 26 CFR 
Part 31 

Employment taxes, Income taxes, 
Penalties, Pensions, Railroad retire-

ment, Reporting and recordkeeping 
requirements, Social security, Unem
ployment compensation. 26 CFR Part 
40 

Excise taxes, Reporting and record
keeping requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR parts 1, 31 
and 40 are proposed to be amended 
as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation 
for part 1 is amended by removing 
the entry "Section 1.6302-I(a)" and 
adding entries in numerical order to 
read as follows: 

Authority: 26 U.S.C. 7805 * * * 
Section 1.6302-1 also issued under 26 
U.S.C. 6302(c) and (h). Sections 
1.6302-2 and 1.6302-3 also issued un
der 26 U.S.C. 6302(h). * * * 

Par. 2. Section § 1.6302-1 is 
amended as follows: 

1. The heading for paragraph (b) is 
revised. 

2. The text of paragraph (b) is 
redesignated paragraph (b)(l) and a 
heading for (b)(l) is added. 

3. Paragraph (b)(2) is added. 
4. The revised and added provi

sions read as follows: 

§ 1.6302-1 Use of Government 
depositaries in connection with 
corporation income and estimated 
income taxes and certain taxes of 
tax-exempt organizations. 

* * * * * 
(b) Manner of deposit-(l) Deposit 

by Federal tax deposit coupon. * * * 
(2) Deposit by electronic funds 

transfer. For the requirement to de
posit corporation income and estimat
ed income taxes and certain taxes of 
tax-exempt organizations by electron
ic funds transfer, see § 31.6302-IT(h) 
of this chapter. A taxpayer not re
quired to deposit by electronic funds 
transfer pursuant to § 31.6302-IT(h) 
of this chapter remains subject to the 
rules of § 1.6302-(b)(l). 

* * * * * 
Par. 3. Section § 1. 6302-2 is 

amended as follows: 
1. The heading for paragraph (b) is 

revised. 
2. Paragraph (c) is redesignated 

paragraph (b)(6). 
3. A new paragraph (c) is added. 

4. The revised and added provi
sions read as follows: 

§ 1.6302-2 Use of Government 
depositaries for payment of tax 
withheld on nonresident aliens and 
foreign corporations. 

* * * * * 
(b) Deposits by Federal tax deposit 

coupon. * * * 
(c) Deposits by electronic funds 

transfer. For the requirement to de
posit taxes withheld on nonresident 
aliens and foreign corporations by 
electronic funds transfer, see § 31.6302-
1 T(h) of this chapter. A taxpayer not 
required to deposit by electronic funds 
transfer pursuant to § 31.6302-IT(h) 
of this chapter remains subject to the 
rules of § 1.6302-2(b). 

* * * * * 
Par. 4. In § 1.6302-3, paragraph 

(c) is revised to read as follows: 

§ 1.6302-3 Use of Government 
depositaries in connection with 
estimated taxes of certain trusts. 

* * * * * 
(c) Cross-references. For further 

guidance and instructions for certain 
banks and financial institutions acting 
as fiduciaries with respect to taxable 
trusts, see Revenue Procedure 89-49, 
1989-2 C.B. 615 (see § 601.601(d)(2) 
of this chapter) or any successor reve
nue procedure. For the requirement to 
deposit estimated tax payments of tax
able trusts by electronic funds transfer, 
see § 31.6302-IT(h) of this chapter. 

PART 31-EMPLOYMENT TAXES 
AND COLLECTION OF INCOME 
TAX AT SOURCE 

Par. 5. The authority citation for 
Part 31 is amended by removing the 
entry "Sections 31.6302-1 through 
31.6302-3" and adding entries in nu
merical order to read as follows: 

Authority: 26 U.S.C. 7805 * * * 
Sections 31.6302-1 through 31.6302-3 
also issued under 26 U.S.C. 6302(a), 
(c) and (h). * * * 
Section 31.6302(c)-3 also issued under 
26 U.S.C. 6302(h). 

Par. 6. In § 31.6302-1, paragraph 
(h) is redesignated paragraph (i), and 
new paragraph (h) is added to read as 
follows: 
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§ 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. 

[The text of proposed paragraph 
(h) is the same as the text of 
§ 31.6302-IT(h) published elsewhere 
in * * * [T.D. 8553, this Bulletin].] 

Par. 7. Section 31.6302(c)-3 is 
amended as follows: 

1. The heading for paragraph (b) is 
revised. 

2. Paragraph (c) is revised. 
3. Paragraph (d) is added. 
4. The revised and added provi

sions read as follows: 

§ 31.6302(c)-3 Use of Government 
depositaries in connection with tax 
under the Federal Unemployment Tax 
Act. 

* * * * * 
(b) Manner of deposit-deposits re

quired to be made by Federal tax 
deposit (FTD) coupon. * * * 

(c) Manner of deposit-deposits re
quired to be made by electronic funds 
transfer. For the requirement to de
posit tax under the Federal Unem
ployment Tax Act by electronic funds 
transfer, see § 31.6302-IT(h). A tax
payer not required to deposit by elec
tronic funds transfer pursuant to 
§ 31.6302-IT(h) remains subject to 
the rules of § 31.6302(c)-3(b). 

(d) Effective date. The provisions 
of paragraphs (a) and (b) of this 
section apply with respect to calendar 
quarters beginning after December 
31, 1969. The provisions of para
graph (c) of this section apply with 
respect to calendar quarters beginning 
on or after January 1, 1995. 

PART 40-EXCISE TAX PROCE
DURAL REGULATIONS 

Par. 8. The authority citation for 
part 40 is amended by removing the 
entry "Sections 40.6302(c)-I, 
40.6302(c)-2, 40.6302(c)-3 and 
40.6302(c)-4" and adding entries in 
numerical order to read as follows: 

Authority: 26 U.S.c. 7805 * * * 
Section 40.6302(c)-1 also issued under 
26 U .S.C. 6302(a) and (h). 
Sections 40.6302(C)-2, 40.6302(c)-3 
and 40.6302(c)-4 also issued under 26 
U.S.c. 6302(a). 

Par. 9. Section § 40.6302(c)-1 is 
amended as follows: 

876 1994-2 C.B. 

1. The text of paragraph (d) is 
redesignated paragraph (d)(l) and a 
paragraph heading is added for 
(d)(l). 

2. Paragraph (d)(2) is added. 
3. The added provisions read as 

follows: 

§ 40.6302(c)-1 Use of Government 
depositaries. 

* * * * * 
(d) Remittance of deposits-(l) De

posits by Federal tax deposit coupon. 
* * * 

(2) Deposits by electronic funds 
transfer. For the requirement to de
posit excise taxes by electronic funds 
transfer, see § 31.6302-1T(h) of this 
chapter. A taxpayer not required to 
deposit by electronic funds transfer 
pursuant to § 31.6302-1T(h) of this 
chapter remains subject to the rules 
of § 40.6302(c)-I(d)(1). 

* * * * * 

Michael P. Dolan, 
Acting Commissioner 
of Internal Revenue. 

(Filed by the Office of the Federal Register on 
July 6, 1994, 1 :01 p.m., and published in the 
issue of the Federal Register for July 11. 
1994, 59 F.R. 35418) 

Notice of Proposed Rulemaking and 
Notice of Public Hearing 

Definition of Club 

IA-30-94 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rule
making and notice of public hearing. 

SUMMARY: This document contains 
proposed regulations relating to the 
definition of a "club organized for 
business, pleasure, recreation, or oth
er social purpose" for purposes of 
the disallowance of a deduction for 
club dues under section 274(a)(3) of 
the Internal Revenue Code of 1986. 
The proposed regulations reflect 
changes to the law made by the 
Omnibus Budget Reconciliation Act 
of 1993 and affect persons who pay 
or incur club dues. 

DATES: Written comments must be 
received by October 11, 1994. Re
quests to speak (with outlines of oral 
comments) at a public hearing sched-

uled for November 29, 1994, at 10 
a.m., must be received by November 
8, 1994. 

ADDRESSES: Send all submissions 
to: CC:DOM:CORP:T:R (IA-30-94), 
Room 5228, Internal Revenue Ser
vice, POB 7604, Ben Franklin Sta
tion, Washington, DC 20044. In the 
alternative, submissions may be hand 
delivered between the hours of 8 a.m. 
and 5 p.m. to: CC:DOM:CORP:T:R 
(lA-30-94), Courier's Desk, Internal 
Revenue Service, 1111 Constitution 
Avenue NW, Washington, DC. The 
public hearing will be held in the IRS 
Auditorium, 1111 Constitution Ave
nue NW, Washington, DC. 

SUPPLEMENTARY 
INFORMATION: 

Background 

This document contains proposed 
amendments to the Income Tax Regu
lations (26 CFR part 1) under section 
274 of the Internal Revenue Code of 
1986 (Code) as amended by section 
13210 of the Omnibus Budget Recon
ciliation Act of 1993 (OBRA 1993) 
(107 Stat. 469). These rules relate to 
the definition of club for purposes of 
the disallowance of a deduction for 
club dues under section 274(a)(3) of 
the Code. 

Explanation of Provisions 

OBRA 1993 amended section 274 
of the Code by adding section 
274(a)(3), which disallows a deduction 
for amounts paid or incurred for 
membership in any club organized for 
business, pleasure, recreation, or oth
er social purpose. 

Prior to the enactment of section 
274(a)(3), membership dues or fees 
paid to three types of organizations 
were specifically excepted from the 
dues disallowance provisions of sec
tion 274 because these organizations 
were not considered to be social, 
athletic, or sporting clubs within the 
meaning of section 274(a)(2)(A). The 
excepted organizations were: (1) pro
fessional organizations such as bar 
associations and medical associations, 
(2) civic or public service organiza
tions such as Kiwanis, Lions, Rotary, 
Civitan, and similar organizations, 
and (3) business luncheon clubs de
scribed in § 1.274-2(e)(3)(ii) of the 
regulations. See Q & A 56 and Q & A 
57 of Rev. Rul. 63-144, 1963-2 C.B. 



129, 138, 139; H.R. Rep. No. 1447, 
87th Congo 2d Sess. 22 (1962), 1962-3 
C.B. 426; S. Rep. No. 1881, 87th 
Cong., 2d Sess. 33 (1962), 1962-3 
C.B. 739; and H.R. Rep. No. 1278, 
96th Cong., 2d Sess. 32 (1980). 

The legislative history of section 
274(a)(3) indicates that the enactment 
of that section eliminated the third 
exception listed above for member
ship dues or fees paid to business 
luncheon clubs. The legislative his
tory further indicates that airline and 
hotel clubs are subject to dues disal
lowance under section 274(a)(3). H.R. 
Rep. No. 103-213, 103d Cong., 1st 
Sess. 583. However, the legislative 
history does not indicate that the 
enactment of section 274(a)(3) had 
any effect on the first and second 
exceptions listed above for profes
sional organizations and civic or pub
lic service organizations. Accordingly, 
the proposed regulations provide that 
the dues disallowance provisions of 
section 274(a)(3) of the Code apply to 
business luncheon clubs and airline 
and hotel clubs, but generally not to 
professional organizations (such as 
bar associations and medical associa
tions) or civic or public service organ
izations (such as Kiwanis, Lions, 
Rotary, Civitan, and similar organiza
tions). The proposed regulations 
further provide that certain organ
izations similar to professional or
ganizations are also generally except
ed from dues disallowance, specifical
ly, business leagues, trade associa
tions, chambers of commerce, boards 
of trade, and real estate boards. 

Although the proposed regulations 
generally provide exceptions from 
dues disallowance for civic and pub
lic service organizations, profes
sional organizations, and certain or
ganizations similar to professional 
organizations, the exceptions are 
not available if a principal purpose 
of the organization is to conduct 
entertainment activities for members 
or their guests or to provide members 
or their guests with access to enter
tainment facilities. Also, as under 
prior law, the allowance of a deduc
tion for dues paid to these organiza
tions may be precluded or limited by 
provisions of the Code other than 
section 274. For example, the dues 
would not be deductible unless the 
ordinary and necessary business ex
pense requirements of section 162 are 
satisfied. 

The regulations are proposed to be 
effective with respect to amounts paid 
or incurred after December 31, 1993. 

Special Analyses 

It has been determined that this 
notice of proposed rulemaking is not 
a significant regulatory action as de
fined in EO 12866. Therefore, a regu
latory assessment is not required. It 
has also been determined that section 
553(b) of the Administrative Proce
dure Act (5 V.S.C. chapter 5) and the 
Regulatory Flexibility Act (5 V.S.C. 
chapter 6) do not apply to these 
regulations, and, therefore, a Regula
tory Flexibility Analysis is not re
quired. Pursuant to section 7805(f) of 
the Internal Revenue Code, this no
tice of proposed rulemaking will be 
submitted to the Chief Counsel for 
Advocacy of the Small Business Ad
ministration for comment on its im
pact on small business. 

Comments and Public Hearing 

Before these proposed regulations 
are adopted as final regulations, con
sideration will be given to any written 
comments (preferably a signed origi
nal and eight (8) copies) that are 
submitted timely to the IRS. All com
ments will be available for public 
inspection and copying. 

A public hearing has been sched
uled for November 29, 1994, at 10 
a.m. in the IRS Auditorium, Internal 
Revenue Service Building, 1111 Con
stitution Avenue, NW, Washington, 
DC. Because of access restrictions, 
visitors will not be admitted beyond 
the Internal Revenue Building lobby 
more than 15 minutes before the 
hearing starts. 

The rules of 26 CFR 601.601(a)(3) 
apply to the hearing. 

Persons that wish to present oral 
comments at the hearing must submit 
written comments by October 11, 
1994, and submit an outline of the 
topics to be discussed and the time to 
be devoted to each topic by Novem
ber 8, 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 re
cordkPeping requirements. 

Proposed Amendments to the Regula
tions 

Accordingly, the proposed amend
ments to 26 CFR part 1 are as 
follows: 

PART !-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 1.274-2 is amended 

as follows: 
I. Paragraph (a)(2)(ii) is revised. 
2. Paragraph (a)(2)(iii) is added. 
3. Paragraph (a)(3)(iii) is revised. 
4. Paragraph (e)(I) is revised. 
5. Paragraph (e)(3)(ii) is revised. 
6, The revised and added provi-

sions re",d as follows: 

§ 1.274-2 Disallowance of deductions 
for certain expenses for entertain
ment, amusement, or recreation. 

(a) * * * 
(2) * * * 
(ii) Expenditures paid or incurred 

before January 1, 1979, with respect 
to entertainment facilities, or paid or 
incurred before January 1, 1994, with 
respect to clubs-(a) Requirements 
for deduction. Except as provided in 
this section, no deduction otherwise 
allowable under chapter 1 of the In
ternal Revenue Code shall be allowed 
for any expenditure paid or incurred 
before January I, 1979, with respect 
to a facility used in connection with 
entertainment, or for any expenditure 
paid or incurred before January I, 
1994, with respect to a club used in 
connection with entertainment, unless 
the taxpayer establishes-

(1) That the facility or club was 
used primarily for the furtherance of 
the taxpayer's trade or business; and 

(2) That the expenditure was di
rectly related to the active conduct of 
that trade or business. 

(b) Amount of deduction. The de
duction allowable under paragraph 
(a)(2)(ii)(a) of this section shall not 
exceed the portion of the expendi
ture directly related to the active con
duct of the taxpayer's trade or 
busine55 
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(iii) Expenditures paid or incurred 
after December 31, 1993, with respect 
to a club-(a) In general. No deduc
tion otherwise allowable under chap
ter 1 of the Internal Revenue Code 
shall be allowed for amounts paid or 
incurred after December 31, 1993, for 
membership in any club organized for 
business, pleasure, recreation, or oth
er social purpose. The purposes and 
activities of a club, and not its name, 
determine whether it is organized for 
business, pleasure, recreation, or oth
er social purpose. Clubs organized for 
business, pleasure, recreation, or oth
er social purpose include any mem
bership organization if a principal 
purpose of the organization is to 
conduct entertainment activities for 
members of the organization or their 
guests or to provide members or their 
guests with access to entertainment 
facilities within the meaning of para
graph (e)(2) of this section. Clubs 
organized for business, pleasure, rec
reation, or other social purpose in
clude, but are not limited to, country 
clubs, golf and athletic clubs, airline 
clubs, hotel clubs, and clubs operated 
to provide meals under circumstances 
generally considered to be conducive 
to business discussion. 

(b) Exceptions. Absent a showing 
that a principal purpose of the organ
ization is to conduct entertainment 
activities for members or their guests 
or to provide members or their guests 
with access to entertainment facilities, 
business leagues, trade associations, 
chambers of commerce, boards of 
trade, real estate boards, professional 
organizations (such as bar associa
tions and medical associations), and 
civic or public service organizations 
will not be treated as clubs organized 
for business, pleasure, recreation, or 
other social purpose. 

(3) * * * 
(iii) "Expenditures paid or incurred 

before January 1, 1979, with respect 
to entertainment facilities or before 
January 1, 1994, with respect to 
clubs", see paragraph (e) of this sec
tion, and 

* * * * * 
(e) Expenditures paid or incurred 

before January 1, 1979, with respect 
to entertainment facilities or before 
January 1, 1994, with respect to 
clubs-(l) In general. Any expendi
ture paid or incurred before January 
1, 1979, with respect to a facility, or 
paid or incurred before January 1, 
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1994, with respect to a club, used in 
connection with entertainment shall 
not be allowed as a deduc1ion except 
to the extent it meets the require
ments of paragraph (a)(2)(ii) of this 
section. 

* * * * * 

(3) * * * 
(ii) Club dues-(a) Club dues paid 

or incurred before January 1, 1994. 
Dues or fees paid before January 1, 
1994, to any social, athletic, or sport
ing club or organization are consid
ered expenditures with respect to a 
facility used in connection with enter
tainment. The purposes and activities 
of a club or organization, and not its 
name, determine its character. Gener
ally, the phrase social, athletic, or 
sporting club or organization has the 
same meaning for purposes of this 
section as that phrase had in section 
4241 and the regulations thereunder, 
relating to the excise tax on club 
dues, prior to the repeal of section 
4241 by section 301 of Pub. L. 89-44. 
However, for purposes of this section 
only, clubs operated solely to provide 
lunches under circumstances of a type 
generally considered to be conducive 
to business discussion, within the 
meaning of paragraph (f)(2)(i) of this 
section, will not be considered social 
clubs. 

(b) Club dues paid or incurred af
ter December 31, 1993. See paragraph 
(a)(2)(iii) of this section with refer
ence to the disallowance of deduc
tions for club dues paid or incurred 
after December 31, 1993. 

* * * * * 
§ 1.274-5T [Amended] 

Par. 3. In § 1.274-5T, the first two 
sentences of paragraph (c)(6)(iii) are 
amended by removing the language 
"at any time" and adding the lan
guage "before January 1, 1994," in 
its place. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
August II, 1994, 8:45 a.m., and published in 
the issue of the Federal Register for August 
12, 1994, 50 F.R. 41414) 

Notice of Proposed Rulemaking 

Imposition of Accuracy-Related 
Penalty 

INTL-21-91 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rule
making by cross reference to tempo
rary regulations. 

SUMMARY: In *** [T.D. 8551, page 
279, this Bulletin] the IRS is issuing 
temporary regulations that provide 
guidance on the imposition of the 
accuracy-related penalty under Inter
nal Revenue Code sections 6662(e) 
and (h) for net section 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 to 
appear at the public hearing sched
uled on September 19, 1994, must be 
received by August 19, 1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (lL-21-91), 
Room 5228, Internal Revenue Ser
vice, POB 7604, Ben Franklin Sta
tion, Washington, DC 20044. In the 
alternative, submissions may be hand 
delivered to: CC:DOM:CORP:T:R 
(IL-21-91), Internal Revenue Service, 
Courier's Desk, 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 
Paperwork 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 Depart
ment of the Treasury, Office of In
formation 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 re-



quired by the IRS to implement sec
tion 6662(e)(3)(B) of the Internal Rev
enue Code. This information will be 
used to determine whether the taxpay
er reasonably concluded that the 
transfer prices charged in related par
ty transactions were consistent with 
the arm's length standard. The likely 
respondents and recordkeepers are 
business or other for-profit institu
tions and small businesses or organi
zations. Estimated total reporting 
burden: 125 hours. The estimated av
erage burden per respondent: .25 
hour. Estimated number of respon
dents: 500. Estimated annual frequen
cy of responses: 1. Estimated total 
annual record keeping burden: 20,000. 
The estimated annual burden per re
cordkeeper varies from 5 hours to 15 
hours, depending on individual cir
cumstances, with an estimated aver
age of 10 hours. Estimated number of 
recordkeepers: 2,000. 

Background 

The temporary regulations pub
lished in *** [T.D. 8551, page 279, 
this Bulletin] contain amendments to 
the Income Tax Regulations under 
sections 6662(e) and (h) relating to 
the imposition of accuracy-related 
penalties. The final regulations that 
will result from the regulations pro
posed in this notice would be based 
on the text of the temporary regula
tions and would provide rules relating 
to the imposition of accuracy-related 
penalties under those sections for net 
section 482 transfer price adjust
ments. 

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 de
fined in Executive Order 12866. It has 
also been determined that section 
553(b) of the Administrative Proce
dure 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 no
tice of proposed rulemaking will be 
submitted to the Chief Counsel for 

Advocacy of the Small Business Ad
ministration for comment on its im
pact on small business. 

Comments 

Before these proposed regulations 
are adopted as final regulations, con
sideration will be given to any written 
comments that are timely submitted 
(preferably a signed original and eight 
copies) to the Internal Revenue Ser
vice. All comments will be available 
for public inspection and copying. A 
public hearing has been scheduled on 
September 19, 1994, at 10:00 in the 
IRS auditorium. 

List of Subjects in 26 CFR Part 1 

Income taxes, Reporting and re
cordkeeping 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 cita
tion for part 1 is amended by adding 
an entry in numerical order to read as 
follows: 

Authority: 26 U .S.c. 7805 * * * 
§ 1.6662-6 also issued under 26 
U.S.C. 6662. * * * 

Par. 2. Section 1.6662-0 is amend
ed by adding entries to the table to 
read as follows: 

§ 1.6662-0 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 in *** 
[T.D. 8551, this Bulletin].] 

Par. 3. Section 1.6662-6 is added 
to read as follows: 

§ 1.6662-6 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. 
8551, this Bulletin].] 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
July 5, 1994, 12:26 p.m., and published in 
the issue of the Federal Register for July 8, 
1994, 59 F.R. 35066) 

Notice of Proposed Rulemaking 

Change From the Dollar 
Approximate Separate Transactions 
Method (DASTM) to the Profit and 
Loss Method of Accounting 

INTL-66-92 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rule
making. 

SUMMARY: This document contains 
proposed Income Tax Regulations 
that would require a qualified busi
ness unit (QBU) using the dollar ap
proximate separate transactions meth
od of accounting (DASTM) to change 
its functional currency when the local 
currency ceases to be hyperinflation
ary. These regulations provide rules 
for taxpayers to determine when a 
change from DASTM is required and 
provide guidance on required adjust
ments relating to the change in meth
od. 

DATES: Comments and requests for 
a public hearing must be received by 
September 23, 1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (lNTL-0066-
92), Room 5228, Internal Revenue 
Service, POB 7604, Ben Franklin Sta
tion, Washington, DC 20044. 

SUPPLEMENT ARY 
INFORMATION: 

Background 

This document contains proposed 
amendments to the Income Tax Regu
lations (26 CFR part 1) under section 
985 of the Internal Revenue Code of 
1986. The proposed regulations would 
require a qualified business unit that 
uses the dollar approximate separate 
transactions method to change its 
functional currency and its method of 
accounting to the profit and loss 
method when the QBU is no longer 
operating in an environment that has 
a hyperinflationary currency. 

Explanation of Provisions 

Proposed § 1.985-1(b)(2)(ii)(E) 
provides that a QBU required to use 
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the dollar as its functional currency 
pursuant to § 1.985-1(b)(2) or a QBU 
that has elected to use the dollar as 
its functional currency pursuant to 
§ 1.985-2 must redetermine its func
tional currency if for three consecu
tive taxable years the currency of the 
QBU's economic environment is not a 
hyperinflationary currency. The 
change in functional currency is treat
ed as made with the consent of the 
Commissioner, and the adjustments 
required under § 1.985-5 must be 
made in connection with the change. 

The IRS believes it appropriate to 
require a QBU that is no longer 
operating in a hyperinflationary envi
ronment to stop using the dollar to 
compute its income or loss or earn
ings and profits because of the gener
al preference expressed in section 
985(b) to use the currency of the 
QBU's economic environment for this 
purpose. A three year measurement 
period for determining non
hyperinflationary status was thought 
desirable to avoid frequent changes in 
functional currency for QBUs operat
ing in borderline hyperinflationary 
environments. Comments are request
ed as to whether the three year period 
is appropriate. 

Special Analyses 

It has been determined that this 
notice of proposed rulemaking is not 
a significant regulatory action as de
fined in EO 12866. Therefore, a regu
latory assessment is not required. It 
also has been determined that section 
553(b) of the Administrative Proce
dure 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 no
tice of proposed rulemaking will be 
submitted to the Chief Counsel for 
Advocacy of the Small Business Ad
ministration for comment on its im
pact on small business. 

Comments and Requests jar a Public 
Hearing 

Before these proposed regulations 
are adopted as final regulations, con
sideration will be given to any written 
comments (preferably a signed origi
nal and eight (8) copies) that are 
submitted timely to the IRS. All com-
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ments will be available for public 
inspection and copying. A public 
hearing may be scheduled if requested 
in writing by a person that timely 
submits written comments. If a public 
hearing is scheduled, notice of the 
date, time, and place for the hearing 
will be published in the Federal Regis
ter. 

List oj Subjects in 26 CFR Part 1 

Income taxes, reporting and record
keeping requirements. 

Proposed amendment to the 
regulations 

Accordingly, 26 CFR part I is pro
posed to be amended as follows: 

PART I-INCOME TAXES 

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

Authority: 26 U .S.C. 7805 * * * 
Par. 2. In § 1.985-1, paragraph 

(b )(2)(ii)(E) is added to read as fol
lows: 

§ 1.985-1 Functional currency. 

* * * * * 
(b) * * * 
(2) * * * 
(ii) * * * 
(E) Change in junctional currency 

when currency ceases to be hyperinjla
tionary-(l) In general. A QBU that 
has been required to use the dollar as 
its functional currency under para
graph (b)(2) of this section, or has 
elected to use the dollar as its func
tional currency under paragraph 
(b )(2)(ii)(B )(2) of this section or 
§ 1.985-2, must change its functional 
currency as of the first day of the first 
taxable year that follows three consec
utive taxable years in which the cur
rency of its economic environment, 
determined under paragraph (c)(2) of 
this section, is not a hyperinflationary 
currency. The functional currency of 
the QBU for such year shall be deter
mined in accordance with paragraph 
(c) of this section. For purposes of 
§ 1.985-4, the change is considered to 
be made with the consent of the 
Commissioner. See § 1.985-5 for ad
justments that are required upon a 
change in functional currency. 

(2) Effective date. Section 1.985-
I (b)(2)(ii)(E) is effective for taxable 
years beginning after the date which 

is 30 days after the publication of 
final regulations in the Federal Regis
ter. 

Margaret Milner Richardson, 
Commissioner oj 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
July 22, 1994, 8:45 a.m., and published in 
the issue of the Federal Register for July 25, 
1994, 59 F.R. 37733) 

Notice of Proposed Rulemaking and 
Notice of Public Hearing 

Conduit Arrangements Regulations 

INTL-64-93 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rule
making and notice of public hearing. 

SUMMAR Y: This document contains 
proposed regulations relating to con
duit financing arrangements issued 
under the authority granted by sec
tion 7701(1). The proposed regulations 
apply to persons engaging in multiple
party financing arrangements and are 
necessary in order to determine which 
of those arrangements should be re
characterized under section 7701(1). 
This document also provides notice of 
a public hearing on these proposed 
regulations. 

DA TES: Written comments must be 
received by December 13, 1994. Re
quests to speak and outlines of topics 
to be discussed at the public hearing 
scheduled for December 16, 1994, 
must be received by December 12, 
1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (lNTL-0064-
93), Room 5228, Internal Revenue 
Service, POB 7604, Ben Franklin Sta
tion, Washington, DC 20044. In the 
alternative, submissions may be hand 
delivered between the hours of 8 a.m. 
and 5 p.m. to: CC:DOM:CORP:T:R 
(lNTL-0064-93), Courier's Desk, In
ternal Revenue Service, 1111 Consti
tution Ave. NW, Washington, DC. 
The public hearing will be held in the 
IRS Auditorium, Internal Revenue 
Building, 1111 Constitution Avenue, 
NW, Washington, DC. 



SUPPLEMENTARY 
INFORMATION: 

Paperwork Reduction Act 

The collections of information con
tained in this notice of proposed rule
making have been submitted to the 
Office of Management and Budget 
for review in accordance with the 
Paperwork Reduction Act (44 U.S.C. 
3504(h». Comments on the collec
tions of information should be sent to 
the Office of Management and Budg
et, Attn: Desk Officer for the Depart
ment of Treasury, Office of Informa
tion 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 §§ 1.881-4(c), 1.6038-2, 
1.6038A-2, and 1.6038A-3. The in
formation is required by the IRS so 
that a district director can determine 
whether a financing arrangement is 
subject to recharacterization under 
§ 1.881-3. The data will be used by 
the IRS and taxpayers to verify that 
the proper amount of tax is withheld. 
The likely respondents are withhold
ing agents and foreign investors. 
Estimated total annual recordkeeping 
burden: 10,000 hours. 
Estimated average annual burden per 
taxpayer: 10 hours. 
Estimated number of recordkeepers: 
1,000. 
Estimated total annual reporting bur
den: 3,000 hours. 
Estimated average burden per respon
dent: 3 hours. 
Estimated number of respondents: 
1,000. 
Estimated frequency of responses: 
Annually. 

Background 

This document contains proposed 
amendments to the Income Tax Regu
lations (26 CFR part 1) under 
§§ 1.871-1, 1.881-0, 1.881-3, 
1.881-4, 1.1441-3, 1.1441-7, 
1.6038-2, 1.6038A-2, 1.6038A-3 and 
1.7701(1)-1 that are issued under the 
authority granted by section 7701 (I). 
Section 7701(1) was enacted as part of 
the Omnibus Budget Reconciliation 
Act of 1993 (Pub.L. 103-66). These 
proposed regulations provide guid
ance with regard to conduit financing 
arrangements. 

Explanation of Provisions 

Section 7701(1) authorizes the Sec
retary to "prescribe regulations recha
racterizing any multiple-party financ
ing transaction as a transaction 
directly among any 2 or more of such 
parties where the Secretary determines 
th~t such recharacterization is appro
pnate to prevent avoidance of any tax 
imposed by this title." Pursuant to 
this authority, these regulations pro
vide rules that permit the district 
director to disregard, for purposes of 
sections 871, 881, 1441 and 1442, the 
participation of one or more per
sons in a conduit financing arrange
ment. 

§ 1.881-3 

1. Definitions 
Section 1.881-3(a)(2) provides defi

nitions of certain terms used through
out the regulations. A "financing ar
rangement" generally means two or 
more financing transactions pursuant 
to which one person (the financing 
entity) advances money or other 
property to another person (the in
termediate entity) and the intermedi
ate entity advances money or other 
property to a third person (the fi
nanced entity). The term also includes 
two or more financing transactions 
that achieve substantially the same 
result through any other series of 
steps (e.g., a loan from a foreign 
person to a U.S. person, followed by 
an assignment of the loan by the 
foreign person to another person in 
exchange for a note issued by the 
assignee). 

A "financing transaction" generally 
means any advance of money or other 
property in exchange for debt; any 
advance of money or other property in 
exchange for certain types of stock or 
a similar interest in a partnership or 
trust; any lease or license; any other 
advance of money or other property 
pursuant to which the transferee is 
obligated to repay or return a substan
tial portion of the money or other 
property advanced (or the equivalent 
in value); and any transaction by 
which a person becomes a party to an 
existing financing transaction. An ad
vance of money or other property in 
exchange for stock will be considered 
a financing transaction only if the 
issuer or holder of the stock has 
rights, or there are arrangements in 
place, that are intended to ensure that 
payments on the instrument will be 

made as contemplated. Therefore, an 
exchange for common stock or ordi
nary perpetual preferred stock will not 
be included. However, an exchange 
for certain instruments, such as 
dividend-linked notes or other perpet
ual subordinated debt (which, though 
denominated as debt, are treated as 
equity under U.S. tax principles), will 
be included if those instruments pro
vide for normal creditors' rights, such 
as the right, arising upon a default on 
a payment, to enforce the payment 
through a legal proceeding or to cause 
the liquidation of the issuer. The IRS 
solicits comments on the definition of 
a financing transaction. 

A "conduit entity" means an inter
mediate entity whose participation in 
a financing arrangement is disregard
ed pursuant to § 1. 881-3. 

The regulations also define the 
terms "guarantee" and "related," 
which are discussed elsewhere in this 
preamble. 

The IRS and the Treasury recog
nize the potential overlap of these 
regulations with the proposed regula
tions governing securities lending is
sued under sections 861, 871, 881, 
894 and 1441, published in the issue 
of the Federal Register for January 9, 
1992, 57 FR 860. In connection with 
the finalization of the proposed regu
lations concerning securities lending 
and these regulations, guidance will 
be provided coordinating the two sets 
of regulations. 

2. Authority of district director 
Section 1.881-3(a)(3) authorizes the 

district director to treat an intermedi
ate entity as a conduit entity if the 
financing arrangement satisfies the 
standard for conduit treatment set 
forth in § 1.881-3(a)(4). The district 
director's exercise of this authority 
will be subject to judicial review un
der an "abuse of discretion" stan
dard. 

In applying the standard for con
duit treatment, the district director 
has the authority to determine which 
financing transactions comprise the 
financing arrangement and which per
sons are parties to the financing ar
rangement. For example, if an inter
mediate entity borrows $100 from a 
related person and $100 from an 
unrelated person, and in turn lends 
$100 to a U.S. person, the district 
director may determine based on the 
facts, whether the financing arrange
ment is among the U.S. borrower, the 
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intermediate entity and the related 
person or the U.S. borrower, the 
intermediate entity and the unrelated 
person. 

3. Standard for conduit treatment 
Section 1.881-3(a)(4) provides the 

standard to be applied by the district 
director in determining whether an 
intermediate entity is disregarded for 
purposes of section 881. Tht standard 
depends upon the relationship of the 
parties in the financing arrangement. 
If the intermediate entity is related to 
the financing entity or the financed 
entity, the financing arrangement will 
be subject to recharacterization if two 
conditions are satisfied: (i) the partic
ipation of the intermediate entity in 
the financing arrangement reduces the 
tax imposed by section 881; and (ii) 
the participation of the intermediate 
entity in the financing arrangement is 
pursuant to a tax avoidance plan, 
which is defined in § 1.881-3(c)(l) as 
a plan one of the principal purposes 
of which is the avoidance of tax 
imposed by section 881. The defini
tion of the term "related" contained 
in § 1.881-3(a)(2)(v), with certain ex
ceptions, is consistent with the defini
tion of related party (and the related 
attribution rules) in § 1.6038A-l(d) 
and (e). 

If the intermediate entity is unrelat
ed to both the financing entity and 
the financed entity, the financing ar
rangement will be subject to recharac
terization if the two conditions de
scribed above are satisfied and, in 
addition, the intermediate entity 
would not have participated in the 
financing arrangement on substantial
ly the same terms but for the fact 
that the financing entity engaged in 
the financing transaction with the in
termediate entity. Section 1.881-3(b) 
provides that, if the financing entity 
guarantees the liability of the fi
nanced entity to the intermediate enti
ty, it will be presumed that the inter
mediate entity would not have 
participated in the financing arrange
ment on substantially the same terms 
but for the fact that the financing 
entity engaged in the financing trans
action with the intermediate entity. A 
taxpayer may rebut this presumption 
by producing clear and convincing 
evidence to the contrary. 

Section 1.881-3(a)(2)(iv) defines a 
"guarantee" as any arrangement un
der which a person, directly or indi
rectly, assures, on a conditional or 
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unconditional basis, the payment of 
another person's obligation with re
spect to a financing transaction. The 
regulations further provide that the 
term is to be interpreted in accord
ance with the definition of guarantee 
in section 163G)(6)(D)(iii). 

Section 1.881-3(a)( 4)(ii)(A) pro
vides that the district director may 
apply principles consistent with the 
general recharacterization standard 
described above in cases involving 
mUltiple intermediate entities. Section 
1.881-3(a)(4)(ii)(B) contains a special 
rule that applies if two (or more) 
financing transactions involving two 
(or more) related persons would form 
part of a financing arrangement but 
for the absence of a financing trans
action between the related persons. In 
such a case, the district director may 
treat the related persons as a single 
intermediate entity if he or she deter
mines based upon all the facts and 
circumstances that the avoidance of 
the application of § 1.881-3 is one of 
the principal purposes for the struc
turing of the financing transactions. 
That paragraph also permits the dis
trict director to apply similar princi
ples if a financing transaction exists 
between related persons, but one of 
the principal purposes for the exist
ence of the financing transaction is to 
prevent the district director from 
treating the related persons as a single 
intermediate entity. 

4. Determination of existence of 
tax avoidance plan 

Section 1.881-3(c) contains rules 
for determining whether the participa
tion of the intermediate entity in the 
financing arrangement is pursuant to 
a plan one of the principal purposes 
of which is the avoidance of tax 
imposed by section 881 (tax avoid
ance plan). This determination is to 
be based upon all of the facts and 
circumstances. In this regard, the 
only relevant purposes are those per
taining to the participation of the 
intermediate entity in the financing 
arrangement, not those pertaining to 
the existence of the financing arrange
ment in general. Moreover, the fact 
that an intermediate entity is a resi
dent of a country that has a treaty 
with the United States that signifi
cantly reduces the tax that otherwise 
would have been imposed under sec
tion 881 is not sufficient, by itself, to 
establish the existence of a tax avoid
ance plan. The application of these 

regulations only to an intermediate 
entity whose participation is pursuant 
to a plan ensures that these regula
tions apply only to transactions that 
are related to each other through the 
taxpayer's intention to secure, in an 
artificial manner, exemptions or re
ductions of withholding tax that 
would not otherwise be available giv
en the economic substance of its 
transactions. 

Section 1.881-3(c)(2) lists several 
nonexclusive factors that are relevant 
to the determination of whether the 
intermediate entity's participation is 
pursuant to a tax avoidance plan. 
Avoidance of the tax imposed by 
section 881 may be one of the prin
cipal purposes for such a plan even 
though it is outweighed by other 
purposes (taken together or separate
ly). 

Section 1.881-3(c)(3) provides that 
it shall be presumed that the partici
pation of an intermediate entity (or 
entities) in a financing arrangement is 
not pursuant to a tax avoidance plan 
if the intermediate entity is related to 
the financing entity or the financed 
entity and the intermediate entity 
performs significant financing activi
ties, as defined, with respect to the 
financing transactions forming part 
of the financing arrangement to 
which it is a party. The district direc
tor may rebut the presumption by 
establishing that the participation of 
the intermediate entity in the financ
ing arrangement is pursuant to a tax 
avoidance plan. The IRS solicits com
ments on the significant financing 
activity presumption. 

Section 1.881-3(c)(4) provides a set 
of special rules applicable in cases 
where the financing entity is unrelated 
to the intermediate entity (or entities) 
and the financed entity. Section 
1.881-3(c)(4)(i) provides that, in such 
cases, if the intermediate entity (or, in 
the case of multiple intermediate enti
ties, the intermediate entity that has 
engaged in a financing transaction 
with the financed entity) is actively 
engaged in a substantial trade or 
business (other than the business of 
making or managing investments, ex
cept pursuant to a banking, insur
ance, financing or similar trade or 
business, the income from which is 
earned predominantly in transactions 
with unrelated persons), it will be 
presumed that the participation of the 
intermediate entity in the financing 



arrangement is not pursuant to a tax 
avoidance plan. This presumption 
may be rebutted if the district direc
tor establishes that the participation 
of the intermediate entity in the fi
nancing arrangement is pursuant to 
such a plan. 

Section 1.881-3(c)(4)(ii) provides 
that, in any case where a financing 
entity is unrelated to the financed 
entity and the intermediate entity (or 
entities), the financing entity will not 
be liable for tax under section 881 
pursuant to these regulations unless 
the financing entity knows or has 
reason to know that the financing 
arrangement is subject to recharacter
ization under § 1.881-3(a)(3). Section 
1.881-3(c)(4)(ii) does not relieve sec
tion 881 liability for purposes of de
termining whether any person is liable 
for withholding tax pursuant to 
§ 1.1441-30) or whether any party to 
a financing arrangement is entitled to 
a refund of tax actually withheld by a 
withholding agent pursuant to section 
1441. Accordingly, if the require
ments of § 1.881-3(a)(4) are satisfied, 
the financed entity is required to pay 
withholding tax without regard to the 
knowledge of the financing entity and 
no party to the financing arrangement 
is entitled to a refund (except to the 
extent the amount withheld exceeds 
the amount determined under section 
881). 

A person is not considered to have 
reason to know that the financing 
arrangement is subject to recharac
terization if the person knows of the 
financing transactions that comprise 
the financing arrangement but does 
not know or have reason to know of 
facts sufficient to establish that the 
intermediate entity's participation was 
pursuant to a tax avoidance plan. 
The IRS solicits comments on the 
treatment of unrelated financing enti
ties. 

5. Determination of amount of tax 
liability 

Section 1.881-3(d) provides rules 
for determining the portion of each 
payment made by a financed entity 
that is recharacterized under 
§ 1.881-3(a)(3). The recharacterized 
portion is proportionate to a ratio of 
the principal amounts of the financ
ing transactions that comprise the 
financing arrangement. This ratio 
measures the proportion of money or 
other property advanced by the fi
nancing entity to the intermediate en-

tity that is considered to flow through 
to the financed entity. 

If a financing arrangement involves 
multiple conduit entities, the ratio is 
based upon a comparison of the 
smallest financing transaction be
tween a conduit entity and a party 
other than the financed entity, and 
the financing transaction involving 
the financed entity. Thus. if pursuant 
to a financing arrangement, A lends 
$500 to B, Blends $300 to C, and C 
lends $350 to D, and Band Care 
conduit entities, the ratio equals 
$3001$350 (assuming at the time of 
the payment from the financed entity 
to the conduit entity the principal 
amounts have not changed). This 
rule does not apply, however, in a 
case where the district director treats 
related persons as a single inter
mediate entity under § 1.881-3(a)
(4)(ii)(B). 

Section 1.881-3(d)(1)(iii) provides 
that the principal amount of a financ
ing transaction will be determined on 
the basis of all of the facts and 
circumstances. The principal amount 
generally will equal the amount of 
money, or the fair market value of 
other property (determined as of the 
time that the financing transaction is 
entered into), advanced in the financ
ing transaction. In the case of a debt 
instrument or stock, the fair market 
value of the property advanced will 
be considered to equal the issue price 
unless the fair market value differs 
materially from the issue price. The 
principal amount of a financing 
transaction will be subject to adjust
ments, as appropriate. The IRS solic
its comments on the definition of 
principal amount. 

Section 1.881-3(d)(2) provides that 
payments made by a financed entity 
pursuant to a financing arrangement 
that is recharacterized under 
§ 1.881-3(a)(3) are subject to tax at 
the rate applicable to payments made 
directly to the financing entity. Thus, 
the rate of tax will be affected by 
whether an income tax treaty is in 
existence between the United States 
and the country in which the financ
ing entity is a resident. However, 
special withholding rules apply under 
§ 1.1441-3(j). 

6. Interaction with treaties 
These regulations are intended to 

provide anti-abuse rules that supple
ment, but do not conflict with, the 
limitation on benefits articles in U.S. 

income tax treaties. Treaty limitation 
on benefits articles commonly limit 
the tax benefits of the treaty to those 
residents of the other contracting 
state that have a substantial business 
nexus with, or otherwise have a sig
nificant business purpose for residing 
in, the other contracting state. These 
articles generally provide objective, 
bright-line rules for determining 
whether an entity has a sufficient 
nexus to the contracting state to be 
treated as a resident for treaty pur
poses. It has been recognized that 
contracting states may supplement 
these rules by transactionally-based 
domestic anti-abuse rules, including 
rules under which a particular trans
action may be recast, in accordance 
with the substance of the transaction. 
These regulations, which reflect com
mon law substance over form princi
ples as applied to conduit financing 
arrangements, complement the limita
tion on benefits provisions of income 
tax treaties and are not precluded by 
the inclusion of such provisions, just 
as those provisions have not overrid
den the applicability of existing anti
conduit rulings such as Rev. Rul. 
84-152, 1984-2 C.B. 381, Rev. Rul. 
84-153, 1984-2 c.B. 383, and Rev. 
Rul. 87-89, 1987-1 C.B. 195. 

Accordingly, § 1.881-3(d)(3) pro
vides that a financing arrangement 
may be recharacterized under 
§ 1.881-3 regardless of whether the 
conduit entity is a resident of a coun
try that has an income tax treaty with 
the United States. Thus, the treaty 
applicable to determine the amount 
of tax due under section 881, if any, 
will be based upon the substance of 
the financing arrangement. 

7. Alternative approach not adopt
ed 

In formulating these regulations, 
the IRS and the Treasury considered 
several alternative standards for re
characterizing a financing arrange
ment. For example, consideration was 
given to a test that would measure the 
similarity of the cash flows of the 
financing transactions that comprise 
the financing arrangement, with re
spect to both the advance and repay
ment of funds. This test was rejected 
principally for the following reasons. 
First, the delineation of cash flows 
considered characteristic of a conduit 
arrangement would be inherently ar
bitrary. In a substantial number of 
cases, the application of the test 

1994-2 C.B. 883 



would produce results that were either 
overinclusive or underinclusive. Sec
ond, such a test could be circum
vented, particularly with respect to 
cash flows on repayment. Related 
parties have particular flexibility to 
structure the terms of their financing 
transactions to satisfy a bright-line 
test. Unrelated parties may have less 
flexibility. However, in either case, 
parties could alter the financial conse
quences of holding an asset or liabili
ty with particular cash flows through 
the use of derivative financial instru
ments. 

Although the regulations do not 
adopt a bright-line cash flow test, 
§ 1.881-3(c)(2)(i)(C) and (ii)(B) pro
vides that the timing of the advances 
of money or other property to the 
intermediate entity and the financed 
entity pursuant to the financing ar
rangement is a factor relevant to 
whether the intermediate entity's par
ticipation is pursuant to a tax avoid
ance plan. The regulations do not set 
forth as a factor the similarity of the 
repayment terms of the financing 
transactions. This is because of con
cerns about the extent to which the 
similarity of repayment terms is a 
useful indication of a tax avoidance 
plan. The IRS solicits comments on 
this point. 

8. Equity investments 

The legislative history to section 
7701(1) authorizes the issuance of reg
ulations that apply to financing ar
rangements involving equity invest
ments. These regulations, however, 
generally do not include investments 
in common stock (or investments in 
ordinary perpetual preferred stock) in 
the definition of financing transaction 
principally for the following reasons. 
First, because a corporation has no 
legal obligation to make distributions 
with respect to its common stock, 
inclusion of ordinary common stock 
in the definition of financing transac
tion could add significant uncertainty 
and complexity to the application of 
the regulations. Second, there are 
substantial questions about the extent 
to which common stock and ordinary 
perpetual preferred stock can be used 
in a conduit financing arrangement to 
avoid U.S. withholding tax. Neverthe
less, the IRS and the Treasury remain 
concerned about the potential for 
abuse with respect to such equity 
investments and will monitor devel
opments in this area. If the IRS and 
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the Treasury determine that taxpay
ers are structuring conduit financing 
arrangements with such stock to 
avoid U.S. withholding tax, these reg
ulations may be extended to cover 
such stock. 

9. Guarantees 
The legislative history to section 

7701(1) authorizes the issuance of reg
ulations that apply to financing ar
rangements involving debt guarantees. 
These regulations, however, generally 
do not treat debt guarantees as a 
financing transaction as defined in 
§ 1.881-3(a)(2)(ii). Nevertheless, the 
IRS and the Treasury remain con
cerned about the potential for abuse 
with respect to debt guarantees and 
will monitor developments in this 
area. If the IRS and the Treasury 
determine that taxpayers are structur
ing conduit financing arrangements 
with debt guarantees to avoid U.S. 
withholding tax, these regulations 
may be extended to cover debt guar
antees. 

10. Collateral consequences of re
characterization 

These regulations do not provide 
that a financing arrangement recha
racterized for purposes of sections 
871, 881, 1441 or 1442 is also recha
racterized for purposes of other Code 
sections. The IRS and the Treasury 
are considering, however, the circum
stances under which the recharacteri
zation should be extended to other 
Code sections. The IRS solicits com
ments on this point. 

11. Use of regulations by taxpayers 
Section 1.881-3(a)(3) provides that 

a taxpayer may not apply § 1.881-3 
to reduce its tax liability. However, a 
taxpayer may comply with the provi
sions of § 1.881-3 in order to avoid 
the imposition of interest and penal
ties. 

§ 1.881-4 

Section 1.881-4 provides rules for 
the furnishing of information and the 
maintenance of records concerning fi
nancing arrangements to which 
§ 1.881-3 applies. 

Section 1.881-4(b) provides that a 
financed entity that is a reporting 
cor~oration within the meaning of 
sectIOn 6038A(a) and the regulations 
under that section, or that is required 
to report pursuant to section 6038(a) 
and the regulations under that sec
tion, must comply with certain re
porting requirements with respect to 

any financing transaction to which 
the financed entity is a party that it 
knows or has reason to know forms a 
part of a financing arrangement de
scribed in § 1.881-3(a)(4) (determined 
without regard to the tax avoidance 
purpose rule of § 1.881-3(a)(4) 
(i)(B». This rule applies only if a 
person with respect to which the fi
nanced entity is required to report 
under sections 6038 or 6038A is a 
party to that financing arrangement. 

Section 1. 881-4( c) provides that a 
financed entity or any other person 
subject to the general recordkeeping 
requirements of section 6001, or the 
recordkeeping requirements of 
§ 1.6038A-3, must keep the perma
nent books of account or records, as 
required by section 6001 or 
§ 1.6038A-3, that may be relevant to 
the determination of whether the fi
nancing arrangement is subject to re
characterization under § 1.881-3. 

§ 1.1441-3(j) 

Section 1.1441-3(j) provides that a 
financed entity or other person re
quired to withhold tax under section 
1441 with respect to a financing ar
rangement subject to recharacteriza
tion under § 1.871-1(b)(7) or 
1.881-3(a)(3), is required to withhold 
in accordance with the recharacteriza
tion on the portion of each payment 
subject to recharacterization, as deter
mined by § 1.881-3(d). 

§ 1.1441-7 

Section 1.1441-7(d) provides that a 
person is required to withhold tax 
under section 1441 in accordance with 
the recharacterization of a financing 
arrangement under § 1.881-3(a)(3) if 
the person knows or has reason to 
know that the financing arrangement 
is subject to recharacterization under 
those sections and the person other
wise is a withholding agent with re
spect to the financing arrangement. 
The "knows or has reason to know" 
standard is the standard that general
ly applies to withholding agents pre
sented with a claim for treaty bene
fits. See, e.g., Rev. Rul. 85-4, 1985-1 
C.B. 294, 295; Rev. Rul. 76-224, 
1976-1 C.B. 268, 269. A person is 
not considered to have reason to 
know that a financing arrangement is 
subject to recharacterization under 
§ 1.881-3(a)(3) if the person knows 
of the financing transactions that 
comprise the financing arrangement 



but does not know or have reason to 
know of facts sufficient to establish 
that the intermediate entity's partici
pation was pursuant to a tax avoid
ance plan. The IRS solicits comments 
on the standard applicable to with
holding agents. 

Proposed Effective Date 

Sections 1.881-3,1.881-4, 
1.1441-30) and 1.1441-7(d) are pro
posed to be effective for payments 
made after the date which is 30 days 
after publication of final regulations 
in the Federal Register. This regula
tion shall not apply with respect to 
interest payments made by United 
States corporations to Netherlands 
Antilles corporations in connection 
with debt obligations issued prior to 
October 15, 1984 (see Rev. Rul. 
85-163, 1985-2 C.B. 349) and pay
ments of interest covered by section 
127(g)(3) of the Tax Reform Act of 
1984. 

Special Analyses 

It has been determined that this 
notice of proposed rulemaking is not 
a significant regulatory action as de
fined in EO 12866. Therefore, a regu
latory assessment is not required. It 
also has been determined that section 
553(b) of the Administrative Proce
dure 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 no
tice of proposed rulemaking will be 
submitted to the Chief Counsel for 
Advocacy of the Small Business Ad
ministration for comment on its im
pact on small business. 

Comments and Public Hearing 

Before these proposed regulations 
are adopted as final regulations, con
sideration 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 
available for public inspection and 
copying. 

A public hearing has been sched
uled for Friday, December 16, 1994, 
at 10 a.m., in the Internal Revenue 
Service Auditorium, 7400 corridor. 
Because of access restrictions, visitors 

will not be admitted beyond the Inter
nal Revenue Building lobby more 
than 15 minutes before the hearing 
starts. 

The rules of 26 CFR 601.60I(a)(3) 
apply to the hearing. 

Persons that wish to present oral 
comments at the hearing must submit 
written comments and submit an out
line of the topics to be discussed and 
the time to be devoted to each topic 
(signed original and eight (8) copies) 
by December 12, 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 hear
ing. 

List of Subjects in 26 CFR Part 1 

Income taxes, Reporting and re
cordkeeping requirements. 

Proposed Amendment to the 
Regulations 

Accordingly, 26 CFR part 1 is pro
posed to be amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority cita
tion for part 1 is amended by remov
ing the entry for I.6038A-I through 
I.6038A-7 and adding entries in nu
merical order to read as follows: 

Authority: 26 U .S.C. 7805 * * * 
Section 1. 871-1 also issued under 

26 U.S.C. 7701(1). * * * 
Section 1.881-3 also issued under 

26 U .S.C. 7701 (I). * * * 
Section 1.881-4 also issued under 

26 U.S.C. 7701(1). * * * 
Section 1.1441-3 also issued under 

26 U.S.C. 7701(1). * * * 
Section 1.1441-7 also issued under 

26 U.S.C. 7701(1). * * * 
Section 1.6038-2 also issued under 

26 U.S.c. 7701(1). * * * 
Section 1.6038A-l also issued un

der 26 U.S.C. 6038A. 
Section 1.6038A-2 also issued un

der 26 U.S.C. 6038A and 7701(1). 
Section 1.6038A-3 also issued un

der 26 U.S.C. 6038A and 7701(1). 
Section I.6038A-4 also issued un

der 26 U.S.C. 6038A. 
Section I.6038A-5 also issued un

der 26 U.S.C. 6038A. 
Section 1.6038A-6 also issued un

der 26 U.S.c. 6038A. 

Section I.6038A-7 also issued un
der 26 U.S.C. 6038A. * * * 

Section 1.7701(1)-1 also issued un
der 26 U.S.C. 7701(1). * * * 

Par. 2. In § 1.871-1, paragraph 
(b)(7) is added to read as follows: 

§ 1.871-1 Uassification and manner 
of taxing alien individuals. 

* * * * * 
(b) * * * 
(7) Conduit financing arrange

ments. For rules regarding conduit 
financing arrangements, see 
§§ 1.881-3 and 1.881-4. 

* * * * * 
Par. 3. Sections 1.881-0, 1.881-3 

and 1.881-4 are added to read as 
follows: 

§ 1.881-0 Table of contents. 

This section lists the major head
ings for §§ 1.881-1 through 1.881-4. 

§ 1.881-1 Manner of taxing foreign 
corporations. 

(a) Classes of foreign corporations. 
(b) Manner of taxing. 
(1) Foreign corporations not en

gaged in U.S. business. 
(2) Foreign corporations engaged 

in U.S. business. 
(c) Meaning of terms. 
(d) Rules applicable to foreign in

surance companies. 
(1) Corporations qualifying under 

subchapter L. 
(2) Corporations not qualifying un

der subchapter L. 
(e) Other provisions applicable to 

foreign corporations. 
(1) Accumulated earnings tax. 
(2) Personal holding company tax. 
(3) Foreign personal holding com-

panies. 
(4) Controlled foreign corpora

tions. 
(i) Subpart F income and increase 

of earnings invested in U.S. property. 
(ii) Certain accumulations of earn-

ings and profits. 
(5) Changes in tax rate. 
(6) Consolidated returns. 
(7) Adjustment of tax of certain 

foreign corporations. 

§ 1.881-2 Taxation of foreign 
corporations not engaged in U.S. 
business. 

(a) Imposition of tax. 
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(b) Fixed or determinable annual 
or periodical income. 

(c) Other income and gains. 
(1) Items subject to tax. 
(2) Determination of amount of 

gain. 
(d) Credits against tax. 
(e) Effective date. 

§ 1.881-3 Conduit financing 
arrangements. 

(a) General rules and definitions. 
(1) Purpose and scope. 
(2) Definitions. 
(i) Financing arrangement. 
(ii) Financing transaction. 
(iii) Conduit entity. 
(iv) Guarantee. 
(v) Related. 
(vi) Tax avoidance plan. 
(3) Treatment of intermediate enti-

ty as conduit entity. 
(i) Authority of district director. 
(ii) Taxpayer's use of this section. 
(4) Standard for conduit treatment. 
(i) In general. 
(ii) Multiple intermediate entities. 
(A) In general. 
(B) Special rule for related persons. 
(b) Determination of whether inter-

mediate entity would not have partici
pated in financing arrangement on 
substantially same terms. 

(c) Determination of whether par
ticipation of intermediate entity is 
pursuant to a tax avoidance plan. 

(1) In general. 
(2) Factors taken into account in 

determining the presence or absence 
of a tax avoidance plan. 

(3) Presumption if significant fi
nancing activities performed by a re
lated intermediate entity. 

(i) General rule. 
(ii) Requirements. 
(4) Special rules for cases where 

financing entity is unrelated to both 
intermediate entity and financed enti
ty. 

(i) Presumption of no tax avoid
ance. 

(ii) Liability of financing entity. 
(d) Determination of amount of 

tax liability. 
(1) Amount of payment subject to 

recharacterization. 
(i) In general. 
(ii) Multiple conduit entities. 
(iii) Determination of principal 

amount. 
(2) Rate of tax. 
(3) Effect of income tax treaties. 
(4) Withholding tax due. 
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(e) Coordination with sections 871, 
884, 1441 and 1442. 

(f) Examples. 
(g) Effective date. 

§ 1.881-4 Reporting and 
recordkeeping requirements 
concerning conduit financing 
arrangements. 

(a) Scope. 
(b) Reporting requirements. 
(1) Persons required to report. 
(2) Reporting requirement. 
(3) Additional disclosure. 
(c) Recordkeeping requirements. 
(d) Application of sections 6038 

and 6038A. 
(1) In general. 
(2) Duplication of reporting re

quirements. 
(e) Effective date. 

§ 1.881-3 Conduit financing 
arrangements. 

(a) General rules and definitions
(1) Purpose and scope. Pursuant to 
the authority of section 7701 (I), this 
section provides rules that permit the 
district director to disregard, for pur
poses of section 881, the participation 
of one or more persons in a conduit 
financing arrangement. These rules 
also apply for purposes of sections 
871, 1441, and 1442. See § 1.881-4 
for reporting and recordkeeping re
quirements concerning conduit fi
nancing arrangements. See § § 1.1441-
30) and 1.1441-7(d) for withholding 
rules applicable to conduit financing 
arrangements. 

(2) Definitions. The following defi
nitions apply to this section and to 
§§ 1.881-4, 1.1441-30) and 1.1441-
7(d). 

(i) Financing arrangement means 
two or more financing transactions 
pursuant to which one person (the 
financing entity) advances money or 
other property to another person (the 
intermediate entity) and the interme
diate entity advances money or other 
property to a third person (the fi
nanced entity), and, if there is more 
than one intermediate entity, there 
is a chain of financing transactions 
linking each intermediate entity. For 
this purpose, a transfer of money or 
other property in satisfaction of a 
repayment obligation is not an ad
vance of money or other property. 
The term financing arrangement also 
includes two or more financing trans
actions that achieve substantially the 

same result through any other series 
of steps. A financing arrangement 
exists only for the period during 
which all of the financing transac
tions are coexistent. See Example 1 of 
paragraph (f) of this section for an 
illustration of the term financing ar
rangement. 

(ii) Financing transaction means
(A) Any advance of money or 

other property in exchange for debt; 
(B) Any advance of money or oth

er property in exchange for stock (or 
a similar interest in a partnership or 
trust) if-

(1) As of the issue date, the holder 
has the right (or, as of the issue date, 
it is more likely than not that the 
holder will receive the right) to cause 
the issuer to redeem the stock, or will 
receive such a right upon the occur
rence of a specified event and such 
event is more likely than not to oc
cur, or, as of the issue date, it is 
more likely than not that the stock 
will be redeemed as a result of an 
issuer's right to redeem the stock 
(assuming for all purposes of this 
paragraph (a)(2)(ii)(B)(1) that the is
suer will have the legally available 
funds to redeem the stock); 

(2) The holder possesses the right 
(or, as of the issue date, it is more 
likely than not that the holder will 
obtain the right) to cause, directly or 
indirectly, the issuer to make any 
payment (other than a payment de
scribed in paragraph (a)(2)(ii)(B)(1) of 
this section) with respect to the stock 
(assuming for this purpose that the 
issuer will have the legally available 
funds to make such a payment), in
cluding the right, arising upon a de
fault on a payment (other than rights 
arising, in the ordinary course, be
tween the date that a payment is 
declared and the date that a payment 
is made), to enforce the payment 
through a legal proceeding, cause the 
issuer to be liquidated, or elect a 
majority of the issuer's board of 
directors, but not including a right 
derived from ownership of a control
ling interest in the issuer in cases 
where the control does not arise from 
a default or similar contingency under 
the instrument; or 

(3) Under circumstances similar to 
those described in paragraph 
(a)(2)(ii)(B)(1) or (2) of this section, 
the holder has the right to require a 
person related to the issuer (or any 
other person who is acting pursuant 



to a plan or arrangement with the 
issuer) to acquire the stock or make a 
payment with respect to the stock; 

(C) Any lease or license; 
(D) Any advance of money or oth

er property not described in para
graph (a)(2)(ii)(A), (B) or (C) of this 
section (including an advance by any 
person to a trust described in sections 
671 through 679) pursuant to which 
the transferee is obligated to repay or 
return a substantial portion of the 
money or other property advanced, 
or the equivalent in value. This para
graph (a)(2)(ii)(D) shall not apply to 
the posting of collateral unless the 
intermediate entity is permitted to 
reduce such collateral to cash 
(through a transfer, grant of a secu
rity interest or similar transaction) 
prior to default on the financing 
transaction secured by the collateral; 
and 

(E) Any transaction by which a 
person becomes a party to an existing 
financing transaction. 

(iii) Conduit entity means an inter
mediate entity whose participation in 
a financing arrangement is disregard
ed in whole or in part pursuant to 
this section. 

(iv) Guarantee means any arrange
ment under which a person, directly 
or indirectly, assures, on a condition
al or unconditional basis, the pay
ment of another person's obligation 
with respect to a financing transac
tion. The term shall be interpreted in 
accordance with the definition of the 
term in section 163U)(6)(D)(iii). How
ever, a guarantee that was neither in 
existence nor contemplated at the 
time the financing transaction be
tween the intermediate entity and the 
financed entity was entered into is not 
a guarantee for these purposes. 

(v) Related means related within 
the meaning of sections 267(b) or 
707(b)(l), or controlled within the 
meaning of section 482, and the regu
lations under those sections. For pur
poses of determining whether a per
son is related to another person, the 
constructive ownership rules of sec
tion 318 shall apply, and the attri
bution rules of section 267(c) also 
shall apply to the extent they attribute 
ownership to persons to whom sec
tion 318 does not attribute ownership. 

(vi) Tax avoidance plan is defined 
in paragraph (c)(l) of this section. 

(3) Treatment of intermediate enti
ty as conduit entity- (i) Authority of 

district director. For purposes of 
section 881, the district director 
may determine that an intermediate 
entity is a conduit entity under the 
standard set forth in paragraph (a)(4) 
of this section. In applying that 
paragraph, the district director may 
determine the composition of the fi
nancing arrangement and the number 
of parties to the financing arrange
ment. 

(ii) Taxpayer's use of this section. 
A taxpayer may not apply this section 
to reduce the amount of its Federal 
income tax liability by disregarding 
the form of its financing transactions 
for Federal income tax purposes or 
by compelling the district director to 
do so. 

(4) Standard for conduit treat
ment-(i) In general. The district di
rector, in his or her discretion, may 
treat an intermediate entity in a fi
nancing arrangement as a conduit 
entity if-

(A) The participation of the inter
mediate entity in the financing ar
rangement reduces the tax imposed by 
section 881; 

(B) The participation of the inter
mediate entity in the financing ar
rangement is pursuant to a tax avoid
ance plan; and 

(C) Either-
(1) The intermediate entity is relat

ed to the financing entity or the 
financed entity; or 

(2) The intermediate entity would 
not have participated in the financing 
arrangement on substantially the 
same terms but for the fact that the 
financing entity engaged in the fi
nancing transaction with the interme
diate entity. 

(ii) Multiple intermediate entities
(A) In general. If a financing arrange
ment involves multiple intermediate 
entities, the district director may ap
ply principles consistent with those of 
paragraph (a)(4)(i) of this section to 
the entire financing arrangement so as 
to treat two or more intermediate 
entities as conduit entities. For an 
illustration of this rule see Example 2 
of paragraph (f) of this section. 

(B) Special rule for related persons. 
If two (or more) financing transac
tions involving two (or more) related 
persons would form part of a financ
ing arrangement but for the absence 
of a financing transaction between 
the related persons, the district direc
tor may treat the related persons as a 

single intermediate entity if he or she 
determines that the avoidance of the 
application of this section is one of 
the principal purposes for the struc
turing of the financing transactions. 
This determination shall be based 
upon all of the facts and circumstanc
es, including, without limitation, the 
factors set forth in paragraph (c)(2) 
of this section. The district director 
may apply similar principles if a fi
nancing transaction exists between re
lated persons, but one of the princi
pal purposes for the existence of the 
financing transaction is to prevent the 
district director from treating the re
lated persons as a single intermediate 
entity. For examples illustrating the 
special rule of this paragraph, see 
Examples 3, 4 and 5 of paragraph (f) 
of this section. 

(b) Determination of whether inter
mediate entity would not have partici
pated in financing arrangement on 
substantially same terms. The deter
mination of whether an intermediate 
entity would not have participated in 
a financing arrangement on substan
tially the same terms but for the 
financing transaction between the fi
nancing entity and the intermediate 
entity shall be based upon all of the 
facts and circumstances. It shall be 
presumed that the intermediate entity 
would not have participated in the 
financing arrangement on substantial
ly the same terms if the financing 
entity guarantees the liability of the 
financed entity to the intermediate 
entity under that financing transac
tion. A taxpayer may rebut this pre
sumption by producing clear and con
vincing evidence to the contrary. 

(c) Determination of whether par
ticipation of intermediate entity is 
pursuant to a tax avoidance plan-(l) 
In general. A tax avoidance plan is a 
plan one of the principal purposes of 
which is the avoidance of tax imposed 
by section 881. The plan may be 
formal or informal, written or oral, 
and may involve anyone or more of 
the parties to the financing arrange
ment. It may be inferred from the 
facts and circumstances, but must be 
in existence no later than the last date 
that any of the financing transactions 
comprising the financing arrangement 
are entered into. The determination 
of whether the participation of the 
intermediate entity in the financing 
arrangement is pursuant to a tax 
avoidance plan shall be based upon 
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all of the facts and circumstances 
relevant to the existence of a plan and 
to the purposes for the participation 
of the intermediate entity in the fi
nancing arrangement. 

(2) Factors taken into account in 
determining the presence or absence 
of a tax avoidance plan. Among the 
facts and circumstances taken into 
account in determining whether the 
participation of an intermediate entity 
in a financing arrangement is pursu
ant to a tax avoidance plan are-

(i) Whether the participation of the 
intermediate entity in the financing 
arrangement significantly reduces the 
tax that otherwise would have been 
imposed under section 881 (deter
mined by comparing the rate of tax 
imposed on payments made by the 
financed entity to the intermediate 
entity with the rate that would have 
been imposed had the payments been 
made by the financed entity to the 
financing entity). However, the fact 
that an intermediate entity is a resi
dent of a country that has a treaty 
with the United States that signifi
cantly reduces the tax that otherwise 
would have been imposed under sec
tion 881 is not sufficient, by itself, to 
establish the existence of a tax avoid
ance plan; 

(ii) Whether the intermediate entity 
would have been able to make the 
advance of the money or other prop
erty to the financed entity without the 
advance of money or other property 
to it by the financing entity; 

(iii) The length of the period of 
time that separates the advances of 
money or other property by the fi
nancing entity to the intermediate en
tity and by the intermediate entity to 
the financed entity. A short period of 
time is indicative of a tax avoidance 
plan while a long period of time is 
not; and 

(iv) If the intermediate entity is 
related to the financed entity, whether 
the two entities enter into a financing 
transaction to finance a trade or busi
ness actively engaged in by the fi
nanced entity that forms a part of, or 
is complementary to, a substantial 
trade or business actively engaged 
in by the intermediate entity (other 
than the business of making or man
aging investments, except pursuant to 
a banking, insurance, financing or 
similar trade or business the income 
from which is earned predominantly 
in transactions with unrelated per-
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sons). A financing transaction de
scribed in the preceding sentence is 
indicative that no tax avoidance plan 
exists. 

(3) Presumption if significant fi
nancing activities performed by a re
lated intermediate entity-(i) General 
rule. It shall be presumed that the 
participation of an intermediate entity 
(or entities) in a financing arrange
ment is not pursuant to a tax avoid
ance plan if the intermediate entity is 
related to either or both the financing 
entity or the financed entity, and the 
intermediate entity performs signifi
cant financing activities with respect 
to the financing transactions forming 
part of the financing arrangement to 
which it is a party. This presumption 
may be rebutted if the district direc
tor establishes that the participation 
of the intermediate entity in the fi
nancing arrangement is pursuant to a 
tax avoidance plan. For illustrations 
of this presumption, see Examples 12, 
13 and 14 of paragraph (f) of this 
section. 

(ii) Requirements. For purposes of 
this paragraph (c)(3), an intermediate 
entity performs significant financing 
activities with respect to such financ
ing transactions if-

(A) Rents or royalties earned with 
respect to leases or licenses constitut
ing such financing transactions are 
derived in the active conduct of a 
trade or business within the meaning 
of § 1.954-2T(c) or (d), to be applied 
by substituting the term intermediate 
entity for the term controlled foreign 
corporation; or 

(B) Officers and employees of the 
intermediate entity, without the mate
rial participation of any officer or 
employee of a related person, other 
than participation in the approval of 
any guarantee of a financing transac
tion-

(1) Participate actively and materi
ally in arranging the intermediate ent
ity's participation in such financing 
transactions. This requirement shall 
not apply to a financing transaction 
that is the advance of property in 
exchange for a trade receivable that is 
ordinary and necessary to carrying on 
a substantial trade or business of 
either the financed entity or the fi
nancing entity if officers or employ
ees of that entity participated actively 
and materially in arranging the fi
nancing transaction; and 

(2) Within the country in which the 
intermediate entity is organized (or, if 

different, within the country with re
spect to which the intermediate entity 
is claiming the benefits of a tax 
treaty)-

(t) Exercise management and over
sight of (and actually carry out) the 
intermediate entity's strategic business 
decision-making process and of its 
day-to-day operations, which must 
consist of a substantial trade or busi
ness, or supervision, administration 
and financing of a substantial group 
of related persons; and 

(it) Actively manage, on an ongo
ing basis, material business risks aris
ing from such financing transactions 
as an integral part of the management 
of the intermediate entity's financial 
and capital requirements (including 
management of risks of currency and 
interest rate fluctuations) and man
agement of the intermediate entity's 
short-term investments of working 
capital. 

(4) Special rules for cases where 
financing entity is unrelated to both 
intermediate entity and financed enti
ty-(i) Presumption of no tax avoid
ance. It shall be presumed that the 
participation of an intermediate entity 
(or entities) in a financing arrange
ment is not pursuant to a tax avoid
ance plan if the financing entity is 
unrelated to the intermediate entity 
(or entities) and the financed entity, 
and the intermediate entity (or, in the 
case of multiple intermediate entities, 
the intermediate entity that has en
gaged in a financing transaction with 
the financing entity) is actively en
gaged in a substantial trade or busi
ness (other than the business of 
making or managing investments, ex
cept pursuant to a banking, insur
ance, financing or similar trade or 
business the income from which is 
earned predominantly in transactions 
with unrelated persons). This pre
sumption may be rebutted if the dis
trict director establishes that the par
ticipation of the intermediate entity in 
the financing arrangement is pursuant 
to a tax avoidance plan. For an 
illustration of this special rule see 
Example 15 of paragraph (f) of this 
section. 

(ii) Liability of financing entity
(A) In general. Notwithstanding that 
the district director may treat an in
termediate entity in a financing ar
rangement as a conduit entity under 
paragraph (a)(4) of this section, a 
financing entity that is unrelated to 



the financed entity and the intermedi
ate entity (or entities) shall not be 
liable for tax under section 881 pursu
ant to this section unless the financ
ing entity knows or has reason to 
know that the financing arrangement 
is subject to recharacterization under 
paragraph (a)(3) of this section. This 
paragraph (c)(4)(ii) shall not apply, 
however, for purposes of determining 
whether any person is liable for with
holding tax pursuant to § 1.1441-3(j) 
or whether any party to a financing 
arrangement is entitled under sections 
1461 to 1464 to a refund of tax 
actually withheld by a withholding 
agent pursuant to section 1441. Ac
cordingly, if the conditions of para
graph (a)(4) of this section are satis
fied, the financed entity shall be 
required to pay withholding tax with
out regard to the knowledge of the 
financing entity and no party to the 
financing arrangement shall be enti
tled to a refund except to the extent 
the amount withheld exceeds the 
amount determined under section 881 
by recharacterizing the transaction 
and disregarding the conduit entity 
pursuant to paragraph (a)(4). 

(B) Know or have reason to know 
standard. The standard described in 
paragraph (c)(4)(ii)(A) shall be satis
fied if the person knows or has rea
son to know those facts relevant to 
whether the financing arrangement 
satisfies the conditions set forth in 
paragraph (a)(4) of this section, in
cluding whether the participation of 
the intermediate entity in the financ
ing arrangement is pursuant to a tax 
avoidance plan. A person shall not be 
considered to have reason to know 
that the financing arrangement is sub
ject to recharacterization under para
graph (a)(3) of this section if the 
person knows of the financing trans
actions that comprise the financing 
arrangement but does not know or 
have reason to know of facts suffi
cient to establish that the participa
tion of the intermediate entity in the 
financing arrangement was pursuant 
to such a plan. 

(d) Determination of amount of tax 
liability-(I) Amount of payment sub
ject to recharacterization-(i) In gen
eral. If the district director treats an 
intermediate entity as a conduit entity 
pursuant to paragraph (a)(3) of this 
section, a portion of each payment 
made by the financed entity with re
spect to the financing transactions 

that comprise the financing arrange
ment shall be subject to recharacteri
zation as a transaction directly be
tween the financed entity and the 
financing entity. The recharacterized 
portion shall be the portion of the 
payment that is equal to the ratio (not 
to exceed 1: 1) of the average principal 
amount of such financing transac
tion(s) between the conduit entity and 
the financing entity to the average 
principal amount of such financing 
transac tion(s) between the finance d 
entity and the conduit entity, for the 
period to which the payment made by 
the financed entity relates. The aver
age may be computed using any meth
od applied consistently that reflects 
with reasonable accuracy the amount 
outstanding for the period. For an 
illustration of the calculation of the 
amount of tax liability see Example 16 
of paragraph (f) of this section. 

(ii) Multiple conduit entities. Ex
cept in the case of a financing ar
rangement described in paragraph 
(a)(4)(ii)(B) of this section, if a fi
nancing arrangement involves multi
ple intermediate entities that are treat
ed as conduit entities, the ratio 
described in paragraph (d)(I)(i) of 
this section shall be based upon a 
comparison of the financing transac
tion between a conduit entity and a 
party other than the financed entity 
that has the lowest average principal 
amount, and the financing transac
tion involving the financed entity. 

(iii) Determination of principal 
amount. The principal amount of a 
financing transaction shall be deter
mined on the basis of all of the facts 
and circumstances. The principal 
amount generally will equal the 
amount of money, or the fair market 
value of other property (determined 
as of the time that the financing 
transaction is entered into), advanced 
in the financing transaction. In the 
case of a debt instrument or stock, 
the fair market value of the property 
advanced will be considered to equal 
the issue price unless the fair market 
value differs materially from the issue 
price. The principal amount o~ a 
financing transaction shall be subject 
to adjustments, as appropriate. For 
example, in the case of an 010 debt 
instrument that is repaid in install
ments and has an issue price equal to 
the fair market value of the property 
advanced appropriate adjustments 
will be m'ade for accruals of original 

issue discount and repayments of 
principal (including accrued original 
issue discount). 

(2) Rate of tax. If a financing ar
rangement is recharacterized under 
paragraph (a)(3) of thiS section, the 
payments by the financed entity de
scribed in section 881 shall be subject 
to tax at the rate that would have 
been applicable had payments been 
made directly to the financing entity. 
The applicable rate shall be deter
mined by reference to the character 
of the financing transaction (e.g., 
loan or lease) between the intermedi
ate entity and the financed entity. 

(3) Effect of income tax treaties. A 
financing arrangement shall be sub
ject to recharacterization under this 
section regardless of whether a con
duit entity is a resident of a country 
that has an income tax treaty with the 
United States. Accordingly, if the fi
nancing arrangement is recharacter
ized as a transaction directly between 
the financed entity and a person that 
is not entitled to claim the benefits of 
the income tax treaty, the treaty shall 
not operate to reduce the amount of 
tax due under section 881. 

(4) Withholding tax due. For with
holding rules applicable to financing 
arrangements described in paragraph 
(a)(4) of this section, see §§ 1.1441-
3(j) and 1.1441-7(d). 

(e) Coordination with sections 871, 
884, 1441 and 1442. For purposes of 
this section, any reference to tax im
posed under section 881 includes, as 
the context may require, a reference 
to tax imposed under sections 871, 
884(f)(I)(A), 1441, or 1442. 

(f) Examples. The following exam
ples illustrate this section. For pur
poses of these examples, unless other
wise indicated, it is assumed that 
FP, a corporation organized in coun
try X, owns all of the stock of FS, 
a corporation organized in country 
Y, and OS, a corporation organized 
in the United States. Country Y, but 
not country X, has an income tax 
treaty with the United States. The 
treaty exempts interest, rents and roy
alties paid by a resident of one state 
(the source state) to a resident of the 
other state from tax in the source 
state. 

Example 1. Financing arrangement. (i) On 
January I, 1995, FP lends $1,000,000 to OS in 
exchange for a note issued by OS. On January 
I, 1996, FP assigns the OS note to FS in 
exchange for a note issued by FS. After receiv-
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ing notice of the assignment, OS remits pay
ments due under its note to FS. 

(ii) FP's loan to OS and FP's assignment of 
the OS note to FS are financing transactions 
within the meaning of paragraph (a)(2)(ii) of 
this section, and the transactions together con
stitute a financing arrangement within the 
meaning of paragraph (a)(2)(i) of this section. 
Therefore, for purposes of section 881, the 
district director may treat FS as a conduit 
entity if the conditions of paragraph (a)(4)(i) of 
this section are satisfied. 

Example 2. Multiple conduits. (i) On Janu
ary I, 1995, FP deposits $1,000,000 with BK, a 
bank that is organized in country Y and is 
unrelated to FP and its subsidiaries. On Janu
ary I, 1996, at a time when the FP-BK deposit 
is still outstanding, BK lends $500,000 to BK2, 
a bank that is wholly-owned by BK and is 
organized in country Y. On the same date, BK2 
lends $500,000 to FS. On July I, 1996, FS 
lends $500,000 to OS. FP pledges its deposit to 
BK2 in support of FS' obligation to repay the 
BK2 loan. FS', BK's and BK2's participation in 
the financing arrangement is pursuant to a tax 
avoidance plan. 

(ii) Since there are multiple intermediate en
tities, under paragraph (a)(4)(ii)(A) of this sec
tion, principles consistent with those of para
graph (a)(4)(i) of this section apply to the entire 
financing arrangement for purposes of deter
mining whether the requirements of paragraph 
(a)(4) of this section are satisfied. Since BK and 
BK2 are unrelated to FP, FS and OS, the 
conditions of paragraph (a)(4)(i)(C)(2) of this 
section must be satisfied with respect to the 
financing transactions between FP, BK, BK2 
and FS. The conditions of that paragraph are 
presumed under paragraph (b) of this section 
to be satisfied because FP's pledge of an asset 
in support of FS' obligation to repay the BK2 
loan is a guarantee within the meaning of 
paragraph (a)(2)(iv) of this section. Since BK 
and BK2 are related, it is not necessary that the 
conditions of paragraph (a)(4)(i)(C)(2) of this 
section be satisfied independently with respect 
to the financing transactions between FP, BK 
and BK2. In addition, the conditions of para
graphs (a)(4)(i)(A) and (B) of this section are 
satisfied because the participation of BK, BK2 
and FS in the financing arrangement reduces 
the tax imposed by section 881, and FS', BK's 
and BK2's participation in the financing ar
rangement is pursuant to a tax avoidance plan. 
Accordingly, for purposes of section 881, the 
district director may treat FP as a financing 
entity and BK, BK2 and FS as conduit entities, 
and recharacterize the financing arrangement as 
a financing transaction directly between OS 
and FP. 

Example 3. Related persons treated as a 
single conduit entity. (i) On January I, 1995, 
FP deposits $1,000,000 with BK, a bank that is 
organized in country X and is unrelated to FP 
and its subsidiaries. M, a corporation also 
organized in country X, is wholly-owned by the 
sole shareholder of BK but is not a bank within 
the meaning of section 881(c)(3)(A). On July I, 
1995, M lends $1,000,000 to OS in exchange 
for a note maturing on July I, 2005. The note 
is in registered form within the meaning of 
section 881(c)(2)(B)(i) and OS has received 
from M the statement required by section 
88 I (c)(2)(B)(ii). The conditions of paragraph 
(a)(4)(i) of this section would be satisfied with 
respect to the financing transactions between 
FP, BK, M and OS but for the absence of a 

890 1994-2 C.B. 

financing transaction between BK and M. One 
of the principal purposes for the absence of a 
financing transaction between BK and M is the 
avoidance of the application of this section. 

(ii) Pursuant to paragraph (a)( 4)(ii)(B) of 
this section, the district director may treat 
the financing transactions between FP, BK, M 
and OS as a financing arrangement for pur
poses of this section even though BK and M 
do not engage in a financing transaction. In 
such a case, BK and M would be considered a 
single intermediate entity for purposes of this 
section. 

Example 4. Related persons treated as a 
single conduit entity. (i) On January I, 1995, 
FP lends $10,000,000 to FS in exchange for a 
IO-year note that pays interest annually at a 
rate of 8 percent per annum. On January 2, 
1995, FS contributes $10,000,000 to FS2, a 
wholly-owned subsidiary of FS organized in 
country Y, in exchange for common stock of 
FS2. On January I, 1996, FS2 lends 
$10,000,000 to OS in exchange for an 8-year 
note that pays interest annually at a rate of 10 
percent per annum. 

(ii) FS is a holding company that has no 
significant assets other than the stock of FS2. 
Throughout the period that the FP-FS loan is 
outstanding, FS causes FS2 to make distribu
tions to FS, most of which are used to make 
interest and principal payments on the FP-FS 
loan. Without the distributions from FS2, FS 
would not have had the funds with which to 
make payments on the FP-FS loan. 

(iii) The conditions of paragraph (a)(4)(i) 
of this section would be satisfied with respect 
to the financing transactions between FP, FS, 
FS2 and OS but for the absence of a financ
ing transaction between FS and FS2. One of 
the principal purposes for the absence of 
a financing transaction between FS and FS2 
is the avoidance of the application of this 
section. 

(iv) Pursuant to paragraph (a)(4)(ii)(B) of 
this section, the district director may treat the 
financing transactions between FP, FS, FS2 
and OS as a financing arrangement for pur
poses of this section even though FS and FS2 
do not engage in a financing transaction. In 
such a case, FS and FS2 would be considered a 
single intermediate entity for purposes of this 
section. 

Example 5. Related persons treated as a 
single conduit entity. Assume the same facts as 
in Example 4 except that FS contributes 
$9,900,000 and lends $100,000 to FS2. Pursu
ant to paragraph (a)(4)(ii)(B) of this section, 
the district director may treat the financing 
transactions between FP, FS, FS2 and OS as a 
financing arrangement for purposes of this 
section even though FS and FS2 engage in a 
financing transaction since from the facts and 
circumstances the district director may deter
mine that one of the principal purposes for the 
existence of the financing transaction is to 
prevent the district director from treating the 
related persons as a single intermediate entity. 
In such a case, FS and FS2 would be consid
ered a single intermediate entity for purposes 
of this section. 

Example 6 . . Reduction of tax. (i) On January 
I, 1995, FP licenses to FS the rights to use a 
patent in the U.S. to manufacture product A. 
FS agrees to pay FP a fixed amount in 
royalties each year under the license. On Janu
ary I, 1996, FS sublicenses to OS the rights to 
use the patent in the U.S. Under the sublicense, 

OS agrees to pay FS royalties based upon the 
units of product A manufactured by OS each 
year. Although the formula for computing the 
amount of royalties paid by OS to FS differs 
from the formula for computing the amount of 
royalties paid by FS to FP, each represents an 
arm's length rate. The fair market value of the 
patent rights do not increase between January 
I, 1995, and January I, 1996. 

(ii) Under the country Y-U.S. income tax 
treaty, the royalties paid by OS to FS are 
exempt from U.S. withholding tax. However, 
pursuant to §§ 1.881-2(b) and 1.1441-2(a), the 
parties withhold tax at a 30 percent rate on the 
royalties paid to FP because the royalties are 
paid in consideration for the privilege of using 
the patent in the United States, and therefore 
the royalties constitute income from U.S. 
sources under section 861(a)(4). 

(iii) Because the principal amount of the 
license between FS and OS is equal to or less 
than the principal amount of the license be
tween FP and FS, the royalties paid by OS and 
FS represent an arm's length rate, and the rate 
of tax imposed on royalties paid by FS to FP is 
the same as the rate that would have been 
imposed on royalties paid by OS to FP, the 
participation of FS in the FP-FS-OS financing 
arrangement is not considered to reduce the tax 
imposed by section 881 within the meaning of 
paragraph (a)(4)(i)(A) of this section. 

Example 7. A principal purpose of plan. (i) 
On January I, 1995, FS lends $10,000,000 to 
OS in exchange for a IO-year note that pays 
interest annually at a rate of 8 percent per 
annum. As was intended at the time of the 
loan from FS to OS, on July I, 1995, FP 
makes an interest-free demand loan of 
$10,000,000 to FS. A principal purpose for FS' 
participation in the FP-FS-OS financing ar
rangement is that FS generally coordinates the 
financing for all of FP's subsidiaries (although 
FS does not engage in significant financing 
activities with respect to such financing transac
tions). However, another principal purpose for 
FS' participation is to allow the parties to 
benefit from the lower withholding tax rate 
provided under the treaty between country Y 
and the United States. 

(ii) The financing arrangement satisfies the 
tax avoidance purpose requirement of para
graph (a)(4)(i)(B) of this section since FS par
ticipated in the financing arrangement pursuant 
to a plan one of the principal purposes of 
which is to allow the parties to benefit from 
the country Y-U.S. treaty. 

Example 8. Reduction of tax. (i) FX is a 
wholly-owned subsidiary of FP and is a resi
dent of country Y. FX owns all of the stock of 
FSI, which also is a resident of country Y. FSI 
owns all of the stock of OX, a corporation 
organized in the United States. On January I, 
1995, FP contributes $10,000,000 to the capital 
of FX. On July I, 1995, FX lends $10,000,000 
to FSI. On January I, 1996, FSI lends 
$10,000,000 to OX. Under the terms of the 
country Y-U.S. income tax treaty, a country Y 
resident is not entitled to the reduced withhold
ing rate on interest income provided by the 
treaty if the resident is entitled to, even if it 
does not claim, special tax benefits under 
country Y law. In order to qualify for the 
reduced withholding rate on the interest it 
receives from OX, FSI does not claim the 
special tax benefits under country Y law. FX, 
however, obtains the special tax benefits under 
country Y law, which substantially reduces the 



rate of tax imposed on the interest it receives 
from FSI. Accordingly, if FX had made a loan 
directly to OX, payments of interest by OX to 
FX would have been subject to tax under 
section 881 at a 30 percent rate. 

(ii) Pursuant to paragraph (a)(3)(i) of this 
section, the district director may determine that 
the FX-FSI loan and the FSI-OX loan com
prise a financing arrangement. Pursuant to 
paragraph (c)(2)(i)(A) of this section, the signif
icant reduction in tax resulting from the partic
ipation of FSI in the financing arrangement is 
evidence that the participation of FS I in the 
financing arrangement is pursuant to a tax 
avoidance plan. However, other facts relevant 
to the presence of such a plan must also be 
taken into account. 

Example 9. Time period between financing 
transactions. (i) On January I, 1995, FP lends 
$10,000,000 to FS in exchange for a IO-year 
note that pays no interest annually. When the 
note matures, FS is obligated to pay 
$24,000,000 to FP. On January I, 1996, FS 
lends $10,000,000 to OS in exchange for a 
IO-year note that pays interest annually at a 
rate of 10 percent per annum. 

(ii) Pursuant to paragraph (c)(2)(i)(C) of this 
section, the twelve-month period between the 
loan by FP to FS and the loan by FS to OS is 
evidence that the participation of FS in the 
financing arrangement is pursuant to a tax 
avoidance plan. However, other facts relevant 
to the presence of such a plan must also be 
taken into account. 

Example 10. Active conduct of a trade or 
business. (i) FP is a holding company. FS is 
actively engaged in country Y in the business of 
manufacturing and selling product A. OS man
ufactures product B, which is a principal com
ponent used by FS in the manufacture of 
product A. FS' business activity is substantial. 
On January I, 1995, FP lends $100,000,000 to 
FS to finance FS' business operations. On 
January I, 1996, FS lends $30,000,000 to OS to 
finance its manufacturing business. 

(ii) Pursuant to paragraph (c)(2)(ii)(C) of 
this section, the fact that FS makes a loan to 
OS in order to finance a business actively 
engaged in by OS that forms a part of, or is 
complementary to, a substantial business ac
tively engaged in by FS is evidence that the 
participation of FS in the financing arrange
ment is not pursuant to a tax avoidance plan. 
However, other facts relevant to the presence 
of such a plan must also be taken into account. 

Example 11. Ordinary course deposits of 
working capital. (i) Over a period of years, FP 
has maintained a deposit with BK, a bank that 
is organized in country Y and is unrelated to 
FP and its subsidiaries. FP has placed funds in 
the bank account in order to maintain suffi
cient liquidity to meet its working capital 
needs. On January I, 1995, BK lends 
$5,000,000 to OS. FP guarantees to BK that 
OS will satisfy its repayment obligation on the 
loan. Both prior to and after the loan is made, 
the balance in FP's bank account remains 
within a range appropriate to meet FP's work
ing capital needs. 

(ii) The fact that FP has historically main
tained an account with BK to meet its working 
capital needs and that, prior to and after BK's 
loan to OS, the balance within the account 
remains within a range appropriate to meet 
those business needs, is evidence that the par-

ticipation of BK in the FP-BK-OS financing 
arrangement is not pursuant to a tax avoidance 
plan. However, other facts relevant to the 
presence of such a plan must also be taken into 
account. 

(iii) Assume the same facts, except that on 
January I, 2000, FP's deposit with BK substan
tially exceeds FP's expected working capital 
needs. On January 2, 2000, BK lends addition
al funds to OS. FP would have lent the funds 
to OS directly but for the imposition of the 
withholding tax on payments made directly to 
FP by OS. 

(iv) The presence of funds substantially in 
excess of FP's working capital needs and FP's 
willingness to lend funds directly to OS is 
evidence that the participation of BK in the 
FP-BK-FS financing arrangement is pursuant 
to a tax avoidance plan. However, other facts 
relevant to the presence of such a plan must 
also be taken into account. 

(v) In either case, the taxpayer may estab
lish, pursuant to paragraph (b) of this section, 
that BK would have made the loan to OS on 
substantially the same terms in the absence of 
FP's deposit with BK. 

Example 12. Presumption with respect to 
significant financing activities. (i) FS has 100 
employees located in country Y who are re
sponsible for coordinating the financing of all 
of the subsidiaries of FP, which are engaged in 
a substantial trade or business and are located 
in both country Y and country X. FS maintains 
a centralized cash management accounting sys
tem for FP and its subsidiaries in which it 
records all intercompany payables and receiv
ables; these payables and receivables ultimately 
are reduced to a single balance either due from 
or owing to FS and each of FP's subsidiaries. 
FS is responsible for disbursing or receiving 
any cash payments required by transactions 
between its affiliates and unrelated parties. FS 
must borrow any cash necessary to meet those 
external obligations and invests any excess cash 
for the benefit of the FP group. FS enters into 
interest rate and foreign exchange contracts as 
necessary to manage the risks arising from 
mismatches in incoming and outgoing cash 
flows. At the request of OS, on January I, 
1995, FS pays a supplier $1,000,000 for materi
als delivered to OS and charges OS an open 
account receivable for this amount. On Febru
ary 3, 1995, FS reverses the account receivable 
from OS to FS when OS delivers to FP goods 
with a value in excess of $1,000,000. 

(ii) The accounts payable from OS to FS and 
from FS to other subsidiaries of FP constitute 
financing transactions within the meaning of 
paragraph (a)(2)(ii) of this section, and the 
transactions together constitute a financing ar
rangement within the meaning of paragraph 
(a)(2)(i) of this section. FS performs significant 
financing activities with respect to the financing 
transactions even though FS did not actively 
and materially participate in arranging the 
financing transactions because the financing 
transactions consisted of advances of property 
in exchange for trade receivables that were 
ordinary and necessary to carryon the trades 
or businesses of OS and the other subsidiaries 
of FP. Accordingly, pursuant to paragraph 
(c)(3)(i) of this section, FS's participation in the 
financing arrangement is presumed not to be 
pursuant to a tax avoidance plan. 

Example /3. Active management of material 
business risks. (i) The facts are the same as in 
Example 12, except that, in addition to its 
short-term funding needs, OS needs long-term 
financing to fund an acquisition of another 
U.S. company; the acquisition is scheduled to 
close on January 15, 1995. FS has a revolving 
credit agreement with a syndicate of banks 
located in Country X. On January 14, 1995, FS 
borrows ;£ 10 billion for 10 years under the 
revolving credit agreement, paying yen UBOR 
plus 50 basis points on a quarterly basis. FS 
enters into a currency swap with BK, an 
unrelated bank that is not a member of the 
syndicate, under which FS will pay BK ;£ 10 
billion and will receive $100 million on January 
15, 1994; these payments will be reversed on 
January 15, 2004. FS will pay BK U.S. dollar 
UBOR plus 50 basis points on a notional 
principal amount of $100 million semi-annually 
and will receive yen UBOR plus 50 basis 
points on a notional principal amount of ;£ 10 
billion quarterly. Upon the closing of the 
acquisition on January 15, 1995, OS borrows 
$100 million from FS for 10 years, paying U.S. 
dollar UBOR plus 50 basis points semiannual
ly. 

(ii) Although FS performs significant financ
ing activities with respect to certain financing 
transactions to which it is a party, FS does not 
perform significant financing activities with 
respect to the financing transactions between 
FS and the syndicate of banks and between FS 
and OS because FS has eliminated all material 
business risks arising from those financing 
transactions through its currency swap with 
BK. Accordingly, the financing arrangement 
does not benefit from the presumption of 
paragraph (c)(3)(i) and the district director 
must determine whether the participation of FS 
in the financing arrangement is pursuant to a 
tax avoidance plan on the basis of all the facts 
and circumstances. 

Example 14. A principal purpose of plan. (i) 
The facts are the same as in Example 12, 
except that, on January I, 1995, FP lends to 
FS 20,000,000 deutsche marks (worth 
$10,000,000) in exchange for a to year note 
that pays interest annually at a rate of 5 
percent per annum. Also, on January I, 1995, 
FS lends $10,000,000 to OS in exchange for a 
10-year note that pays interest annually at a 
rate of 8 percent per annum. FS would not 
have had sufficient funds to make the loan to 
OS without the loan from FP. FS does not 
enter into any long-term hedging transaction 
with respect to these financing transactions, but 
manages its currency risk arising from the 
transactions on a daily, weekly or quarterly 
basis by entering into forward currency con
tracts. 

(ii) Because FS performs significant financ
ing activities with respect to the financing 
transactions between FS, OS and FP, the 
participation of FS in the financing arrange
ment is presumed not to be pursuant to a tax 
avoidance plan. The district director may rebut 
this presumption by establishing that the partic
ipation of FS is pursuant to a tax avoidance 
plan, based on all the facts and circumstances. 
The mere fact that FS is a resident of country 
Y is not sufficient to establish the existence of 
a tax avoidance plan. However, the existence 
of a plan can be inferred from other factors in 
addition to the fact that FS is a resident of 
country Y. For example, the loans are made on 

1994-2 C.B. 891 



the same day and FS would not have been able 
to make the loan to OS without the loan from 
FP. 

Example 15. Presumption with respect to 
unrelated financing entity. (i) FP is a corpora
tion organized in country Y that is actively 
engaged in a substantial manufacturing busi
ness. On January I, 1995, FP obtains a 
20-year $100,000,000 loan from BK, a bank 
that is organized in country X and is unrelated 
to FP and its subsidiaries. On January I, 1996, 
FP lends $10,000,000 to DS. 

(ii) Pursuant to paragraph (c)(4)(i) of this 
section, FP's participation in the financing 
arrangement with BK and DS is presumed not 
to be pursuant to a tax avoidance plan because 
BK is unrelated to both FP and DS, and FP is 
actively engaged in a substantial manufacturing 
business. 

Example 16. Calculation of amount of tax 
liability. (i) On January I, 1996, FP makes two 
three-year installment loans of $250,000 each to 
FS that pay interest at a rate of 9 percent per 
annum. Payments on each loan are $7,950 per 
month. On the same date, FS lends $1,000,000 
to OS in exchange for a two-year note that 
pays interest semi-annually at a rate of 10 
percent per annum, beginning on June 30, 
1996. The district director determines that the 
financing transactions between FP and FS, and 
FS and OS, are made pursuant to a financing 
arrangement involving FP, FS and DS, that 
satisfies the conditions of paragraph (a)(4) of 
this section. 

(ii) Assume that for the period of January I, 
1996 through June 30, 1996, the average princi
pal amount of the financing transactions be
tween FP and FS that comprise the financing 
arrangement is $469,319. Further, assume that 
for the period of July I, 1996 through Decem
ber 31, 1996, the average principal amount of 
the financing transactions between FP and FS 
is $393,632. The average principal amount of 
the financing transaction between FS and OS 
for the same periods is $1,000,000. 

(iii) Pursuant to paragraph (d)(l)(i) of this 
section, the portion of the $50,000 interest 
payment made by DS to FS on June 30, 1996, 
that is recharacterized as a payment to FP is 
$23,450 computed as follows: ($50,000 x 
$469,319/$1,000,(00) = $23,450. The portion 
of the interest payment made on December 31, 
1996 that is recharacterized as a payment to FP 
is $19,650, computed as follows: ($50,000 x 
$393,6321$1,000,(00) = $19,650. 

(iv) Under § 1.1441-3(j), DS is liable for 
withholding tax at a 30 percent rate on the 
portion of the $50,000 payment to FS that is 
recharacterized as a payment to FP, i.e., 
$7,035 with respect to the June 30, 1996 
payment and $5,895 with respect to the Decem
ber 31, 1996 payment. 

(g) Effective date. This section is 
effective for payments made after the 
date which is 30 days after publica
tion of final regulations in the Feder
al Register. This section shall not 
apply with respect to interest pay
ments made by United States corpo
rations to Netherlands Antilles corpo
rations in connection with debt 
obligations issued prior to October 
15, 1984, and payments of interest 
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covered by section 127(g)(3) of the 
Tax Reform Act of 1984. 

§ 1.881-4 Reporting and 
recordkeeping requirements 
concerning conduit financing 
arrangements. 

(a) Scope. This section provides 
rules for the furnishing of informa
tion and the maintenance of records 
concerning certain financing arrange
ments to which the provisions of 
§ 1.881-3 apply. This section also 
provides rules for coordinating the 
application of sections 6038 and 
6038A with the application of this 
section. 

(b) Reporting requirements-(1) 
Persons required to report. A fi
nanced entity that is a reporting cor
poration within the meaning of sec
tion 6038A(a) and the regulations 
under that section, or that is required 
to report pursuant to section 6038(a) 
and the regulations under that sec
tion, shall be required to comply with 
the requirements of this paragraph (b) 
with respect to any financing transac
tion to which the financed entity is a 
party, that the financed entity knows 
or has reason to know forms a part 
of a financing arrangement described 
in § 1.881-3(a)(4) (determined with
out regard to § 1.881-3(a)(4)(i)(B». 
For purposes of this paragraph (b), a 
financed entity will be considered to 
know or have reason to know that 
the conditions of § 1.881-3(a)(4)(i) 
(C)(2) are satisfied with respect to a 
financing arrangement if the financed 
entity knows or has reason to know 
that the financing entity has guaran
teed the liability of the financed enti
ty under the financing transaction. 
This paragraph (b) applies only if a 
person with respect to which the fi
nanced entity is required to report 
under sections 6038 or 6038A is a 
party to the financing arrangement. 

(2) Reporting requirement. A fi
nanced entity described in paragraph 
(b)( 1) of this section shall be required 
to attach to the Form 5471 or 5472, 
whichever is applicable, for each year 
in which it is a party to a financing 
transaction described in paragraph 
(b)(I) of this section, a statement 
setting forth the following informa
tion (rendered in the English language 
and expressed in United States cur
rency, with disclosure of applicable 
exchange rates) concerning each fi
nancing transaction-

(i) The character (e.g., loan, stock, 
lease, license) of the financing trans
action; 

(ii) The name of the person that 
advanced money or other property to 
the financed entity in the financing 
transaction, and the name of the 
person (if different) to which the 
financed entity has made payments 
pursuant to the financing arrange
ment; 

(iii) The date and amount of each 
advance of money or other property 
to the financed entity; 

(iv) The amount of money or other 
property paid by the financed entity 
pursuant to the financing transaction, 
and the date on which each payment 
was made; 

(v) A description of any guarantee 
provided by the financing entity in 
connection with the financing ar
rangement; and 

(vi) With respect to each party to 
the financing arrangement that is re
lated to the financed entity within the 
meaning of § 1.881-3(a)(2)(v)-

(A) The name, address, taxpayer 
identification number, if any, and 
country of residence of the related 
person; and 

(B) A description of the manner in 
which the financed entity and the 
person are related. 

(3) Additional disclosure. A fi
nanced entity may be required to 
disclose on its Federal income tax 
return, or on other forms (including 
Form 5471 or Form 5472, if other
wise applicable), information con
cerning its participation in a financing 
arrangement described in paragraph 
(b)(l) of this section, regardless of 
whether the financed entity is re
quired to report pursuant to para
graph (b)(l) of this section. Informa
tion disclosed on the return or other 
forms need not also be reported pur
suant to paragraph (b )(2) of this sec
tion. 

(c) Recordkeeping requirements. A 
financed entity or any other person 
subject to the general record keeping 
requirements of section 6001 must 
keep the permanent books of account 
or records, as required by section 
6001, that may be relevant to whether 
that person is a party to a financing 
arrangement that is subject to recha
racterization under § 1.881-3. In ad
dition, a financed entity that is a 
reporting corporation within the 
meaning of section 6038A(a) and the 



regulations under that section, and 
any other person that is subject to the 
record keeping requirements of 
§ 1.6038A-3, must comply with such 
record keeping requirements with re
spect to records that may be relevant 
to whether the financed entity is a 
party to a financing arrangement that 
is subject to recharacterization under 
§ 1.881-3. 

(d) Application of sections 6038 
and 6038A-(1) In general. Any in
formation that a financed entity is 
required to report pursuant to para
graph (b) of this section, or any 
records that any person is required to 
maintain pursuant to paragraph (c) of 
this section, shall be considered infor
mation that is required to be report
ed, or records that are required to be 
maintained, pursuant to sections 6038 
or 6038A if such person is required to 
report information or maintain 
records concerning transactions be
tween the financed entity and any 
other party to the financing arrange
ment under either section 6038 or 
section 6038A. Accordingly, the pro
visions of sections 6038 and 6038A 
(including, without limitation, the 
penalty provisions thereof), and the 
regulations under those sections, shall 
apply to any information required to 
be reported or records required to be 
maintained pursuant to this section. 

(2) Duplication of reporting re
quirements. Information that is re
quired to be reported on Form 5471 
by § 1.6038-2(f) or on Form 5472 by 
§ 1.6038A-2(b) need not be duplicat
ed on the statements required by 
paragraph (b)(2) of this section. In
formation that is required to be re
ported about a particular financing 
transaction on the statement required 
by paragraph (b)(2) of this section 
shall not be considered to duplicate 
information required to be reported 
in the aggregate on Form 5471 or 
Form 5472 about more than one fi
nancing transaction. 

(e) Effective date. This section is 
effective for tax years in which pay
ments described in § 1.881-3 are 
made. This section shall not apply 
with respect to interest payments 
made by United States corporations 
to Netherlands Antilles corporations 
in connection with debt obligations 
issued prior to October 15, 1984 and 
payments of interest covered by sec
tion 127(g)(3) of the Tax Reform Act 
of 1984. 

Par. 4. In § 1.1441-3, paragraph 
(j) is added to read as follows: 

§§ 1.1441-3 Exceptions and rules of 
special application. 

* * * * * 
(j) Conduit financing arrange

ments. A financed entity or other 
person required to withhold tax under 
section 1441 with respect to a financ
ing arrangement subject to recharac
terization under § 1. 871-1 (b )(7) or 
1.881-3(a)(3), shall be required to 
withhold in accordance with the re
characterization on the portion of 
each payment subject to recharacteri
zation, as determined by 
§ 1.881-3(c). If the financing entity is 
entitled to the benefit of a treaty that 
provides a reduced rate of tax on a 
payment of the type recharacterized, 
the financed entity may withhold tax 
at that reduced rate if the financing 
entity complies with the procedures, 
if any, prescribed in the relevant trea
ty, or in regulations under section 
1441. See § 1.1441-7(d) relating to 
withholding tax liability of the with
holding agent in conduit financing 
arrangements subject to § 1.881-3. 
This paragraph (j) is effective for 
payments made after the date which 
is 30 days after publication of final 
regulations in the Federal Register. 
This section shall not apply with re
spect to interest payments made by 
United States corporations to Nether
lands Antilles corporations in connec
tion with debt obligations issued prior 
to October 15, 1984 and payments of 
interest covered by section 127(g)(3) 
of the Tax Reform Act of 1984. 

Par. 5. In § 1.1441-7, paragraph 
(d) is added to read as follows: 

§ 1.1441-7 General provisions 
relating to withholding agents. 

* * * * * 
(d) Conduit financing arrange

ments. A person shall be required to 
withhold tax under section 1441 in 
accordance with the recharacteriza
tion of a financing arrangement un
der § 1.871-1(b)(7) or 1.881-3(a)(3) if 
the person knows or has reason to 
know that the financing arrangement 
is subject to recharacterization under 
those sections and the person other
wise is a withholding agent with re
spect to the financing arrangement. 
This standard shall be satisfied if the 
person knows or has reason to know 
those facts relevant to whether the 

financing arrangement satisfies the 
conditions set forth in § 1.881-
3(a)(4), including whether the partici
pation of the intermediate entity is 
pursuant to a tax avoidance plan. A 
person shall not be considered to 
have reason to know that the financ
ing arrangement is subject to recha
racterization under § 1. 871-1 (b )(7) or 
1.881-3(a)(3) if the person knows of 
the financing transactions that com
prise the financing arrangement but 
does not know or have reason to 
know facts sufficient to establish that 
the participation of the intermediate 
entity in the financing arrangement 
was pursuant to such a plan. This 
paragraph is effective for payments 
made after the date which is 30 days 
after publication of final regulations 
in the Federal Register. This section 
shall not apply with respect to interest 
payments made by United States cor
porations to Netherlands Antilles cor
porations in connection with debt ob
ligations issued prior to October 15, 
1984 and payments of interest cov
ered by section 127(g)(3) of the Tax 
Reform Act of 1984. 

Par. 6. In § 1.6038-2, paragraph 
(f)(12) is added to read as follows: 

§ 1.6038-2 Reporting requirements 
for conduit financing arrangements. 

* * * * * 
(f) * * * 
(12) Conduit financing arrange

ments. See § 1.881-4 for additional 
information that must be reported on 
(or attached to) Form 5471 relating to 
conduit financing arrangements. 

* * * * * 
Par. 7. In § 1.6038A-2, paragraph 

(b)(9) is added to read as follows: 

§ 1.6038A-2 Requirement of return. 

* * * * * 
(b) * * * 
(9) See § 1.881-4 for additional in

formation that must be reported on 
(or attached to) Form 5472 relating to 
conduit financing arrangements. 

* * * * * 
Par. 8. In § 1.6038A-3, para

graphs (b)(5) and (c)(2)(vii) are added 
to read as follows: 

§ 1.6038A-3 Record maintenance. 

* * * * * 
(b) * * * 
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(5) Records relating to conduit fi
nancing arrangements. See § 1.881-4 
relating to conduit financing arrange
ments. 

(c) * * * 
(2) * * * 
(vii) Records relating to conduit fi

nancing arrangements. See § 1.881-4 
relating to conduit financing 
arrangements. 

* * * * * 
Par. 9. Section 1.770 I (I)-I is added 

to read as follows: 

§ 1.7701(1)-1 Conduit financing 
arrangements. 

(a) Scope. Section 7701(1) authoriz
es the issuance of regulations that 
recharacterize any multiple-party fi
nancing transaction as a transaction 
directly among any two or more of 
such parties where the Secretary de
termines that such recharacterization 
is appropriate to prevent avoidance of 
any tax imposed by title 26 of the 
United States Code. 

(b) Regulations issued under au
thority of section 7701(1). The follow
ing regulations are issued under the 
authority of section 770 1(1)-

(1) § 1.871-I(b)(7); 
(2) § 1.881-3; 
(3) § 1.881-4; 
(4) § 1.1441-3(j); 
(5) § 1. 1441-7(d); 
(6) § 1.6038A-2(f)(12); 
(7) § 1.6038A-2(b)(9); 
(8) § 1.6038A-3(b)(5); and 
(9) § 1.6038A-3(c)(2)(vii). 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
October II, 1994, 8:48 a.m., and published 
in the issue of the Federal Register on 
October 14, 1994, 59 F.R. 52110) 
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ACTION: Notice of proposed rule
making and notice of public hearing. 

SUMMAR Y: This document contains 
proposed regulations on the definition 
of a qualified electric vehicle, the 
recapture of any credit allowable for 
a qualified electric vehicle, and the 
recapture of any deduction allowable 
for qualified clean-fuel vehicle prop
erty or qualified clean-fuel vehicle 
refueling property. The proposed reg
ulations reflect changes to the law 
made by the Energy Policy Act of 
1992 and affect taxpayers who are 
owners of qualified electric vehicles, 
clean-fuel vehicles, and clean-fuel ve
hicle refueling property. This docu
ment also provides notice of a public 
hearing on these proposed regula
tions. 

DATES: Written comments and out
lines of oral comments to be present
ed at the public hearing scheduled for 
January 19, 1995, at 10 a.m., must be 
received by December 16, 1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (PS-72-92), 
Room 5228, Internal Revenue Ser
vice, POB 7604, Ben Franklin Sta
tion, Washington, DC 20044. In the 
alternative, submissions may be hand 
delivered between the hours of 8 a.m. 
and 5 p.m. to: CC:DOM:CORP:T:R 
(PS-72-92), Courier's Desk, Internal 
Revenue Service, 1111 Constitution 
Avenue NW, Washington, DC. The 
hearing will be held in the IRS Audi
torium, 1111 Constitution Avenue 
NW, Washington, DC. 

SUPPLEMENTARY 
INFORMATION: 

Background 

This document contains proposed 
regulations under sections 30 and 
179A. These provisions were added to 
the Internal Revenue Code by section 
1913 of the Energy Policy Act of 
1992 (1992 Act) and apply to proper
ty placed in service after June 30 
1993. ' 

The proposed regulations provide 
the definition of a qualified electric 
vehicle under section 30(c) and also 
provide rules for the recapture of the 
section 30 credit and section 179A 
deduction under sections 30(d)(2) and 
1?9A(e)(4), respectively. The regula
tIOns follow the legislative history to 
the 1992 Act, which provides guid-

ance on when recapture occurs, how 
to determine the recapture amount, 
and how to adjust the basis of the 
property upon recapture. 

On June 9, 1993, the IRS published 
Notice 93-34 [1993-2 C.B. 328] in the 
Federal Register inviting comments 
from the public on any issues under 
sections 30 and 179A that should be 
addressed in proposed regulations. 
The IRS is reviewing these comments 
and will issue additional proposed 
regulations addressing certain issues 
raised in the comments. 

Explanation of Provisions 

Definition of qualified electric vehicle 

A qualified electric vehicle is a 
motor vehicle that meets the require
ments of section 30(c). Section 30(c) 
provides that the original use of the 
motor vehicle qualifying for the sec
tion 30 credit must commence with 
the taxpayer. Thus, under the pro
posed regulations, a qualified electric 
vehicle does not include any motor 
vehicle that has ever been used (for 
either personal or business use) as a 
non-electric vehicle. 

Recapture of section 30 credit 

The proposed regulations incorpo
rate rules under section 30(d) and the 
legislative history to provide that re
capture occurs if, at any time within 
3 years after the date the property is 
placed in service, the motor vehicle is 
modified so that it may no longer be 
primarily powered by electricity or is 
used in a manner described under 
section 50(b) (for example, used pre
dominantly outside the United 
States). Generally, no recapture oc
curs upon a sale or other disposition 
(including a disposition by reason of 
an accident or other casualty) of a 
qualified electric vehicle. 

The proposed regulations provide 
that recapture Occurs if, within 3 
years from the date the vehicle is 
placed in service, the taxpayer sells or 
disposes of the vehicle and the tax
payer knows or has reason to know 
that the vehicle will be modified so 
that it may no longer be primarily 
powered by electricity or will be used 
in a manner described under section 
50(b). This is necessary to prevent 
avoidance of recapture by taxpayers 
who transfer property to be used in a 
manner that would have triggered 



recapture if the taxpayers had so used 
the property themselves. 

The proposed regulations provide 
that the recapture amount equals the 
benefit of the section 30 credit that 
reduced tax liability in years prior to 
the taxable year of recapture multi
plied by the recapture percentage. For 
this purpose, the benefit of the sec
tion 30 credit includes the amount of 
any other credits, such as under sec
tions 53 (minimum tax credit) and 
469 (passive activity credit), attribut
able to section 30 and allowed in 
years prior to the taxable year of 
recapture. Also, any credit carryover 
amounts attributable to section 30 
must be reduced by an amount equal 
to that credit carryover amount multi
plied by the recapture percentage for 
the taxable year of recapture. 

Consistent with the legislative histo
ry, the proposed regulations provide 
that the recapture percentage is 100 
percent if the recapture date is within 
the first full year from the date the 
qualified electric vehicle is placed in 
service, 66 2/3 percent if the recap
ture date is in the second full year, or 
33 113 percent if the recapture date is 
in the third full year. 

The recapture amount is added to 
the amount of tax due for the taxable 
year in which a recapture event oc
curs. For this purpose, the recapture 
amount is not treated as an income 
tax imposed on the taxpayer by chap
ter 1 for purposes of computing alter
native minimum tax or determining 
the amount of any other allowable 
credits for the taxable year of recap
ture. 

The basis of the qualified electric 
vehicle must be increased by the re
capture amount and any amount that 
reduced other carryover credits attrib
utable to section 30 as of the first day 
of the taxable year in which the 
recapture event occurs. For a vehicle 
that is eligible for depreciation, any 
additional basis resulting from recap
ture is recoverable over its remaining 
recovery period beginning as of the 
first day of the taxable year of recap
ture. 

Moreover, the rules of section 1245 
are to apply upon a sale or other 
disposition of a depreciable qualified 
electric vehicle. Thus, the proposed 
regulations provide that section 1245 
will apply to any gain recognized 
upon a sale or other disposition of a 
depreciable vehicle to the extent the 

basis of the vehicle was reduced, net 
of any basis increase resulting from 
any recapture previously taken into 
account. 

Recapture oj section 179A deduction 

The proposed regulations provide 
that recapture for qualified clean-fuel 
vehicle property occurs if, at any time 
within 3 years from the date the 
property is placed in service, the vehi
cle containing the qualified clean-fuel 
vehicle property (1) is modified so 
that it may no longer be propelled by 
a clean-burning fuel, (2) is used in a 
manner described in section 50(b) (for 
example, used predominantly outside 
the United States), or (3) otherwise 
ceases to qualify as property defined 
in section 179A(c). These rules are 
consistent with section 179A(e) and 
the specific recapture rules set forth 
in the legislative history to the 1992 
Act. 

Similarly, the proposed regulations 
provide that recapture for the quali
fied clean-fuel vehicle refueling prop
erty occurs if, at any time before the 
end of the recovery period, the prop
erty (1) is no longer used predomi
nantly in a trade or business, (2) 
ceases to qualify as property de
scribed in section 179A(d), or (3) is 
used in a manner described in section 
50(b) (for example, used predomi
nantly outside the United States). 

Generally, no recapture occurs 
upon a sale or other disposition (in
cluding a disposition by reason of an 
accident or other casualty) of a vehi
cle containing qualified clean-fuel ve
hicle property or of qualified clean
fuel vehicle refueling property. 

The proposed regulations provide 
that recapture occurs if the taxpayer 
sells or disposes of the clean-fuel 
vehicle within 3 years from the date 
the property is placed in service and 
the taxpayer knows or has reason to 
know that the vehicle will be convert
ed to non-clean-fuel use, will be used 
in a manner described in section 
50(b), or will otherwise cease to qual
ify as property defined in section 
179A(c). This is necessary to prevent 
avoidance of recapture by taxpayers 
who transfer property to be used in a 
manner that would have triggered 
recapture if the taxpayers had so used 
the property themselves. 

Similarly, the proposed regulations 
require recapture if the taxpayer sells 
or disposes of its qualified clean-fuel 

vehicle refueling property before the 
end of its recovery period, and the 
taxpayer knows or has reason to 
know that the property will cease to 
qualify as property described in sec
tion 179A(d), will not be used pre
dominantly in a trade or business, or 
will be used in a manner described in 
section 50(b). 

Consistent with the legislative histo
ry, the proposed regulations provide 
that the recapture amount for quali
fied clean-fuel vehicle property equals 
100 percent of the benefit of the 
section 179A deduction allowable if 
the recapture date is within the first 
full year from the date the property is 
placed in service, 66 2/3 percent if 
the recapture date is in the second 
full year, or 33 113 percent if the 
recapture date is in the third full 
year. 

However, for qualified clean-fuel 
vehicle refueling property, the legis
lative history states that the amount 
of the deduction for the property is 
to vest ratably over the recovery peri
od for the property. Thus, the pro
posed regulations provide that the 
recapture amount is equal to the por
tion of the section 179A deduction 
attributable to the remaining recovery 
period including the taxable year of 
recapture. 

The legislative history indicates that 
the section 179A deduction is allowed 
as an adjustment to gross income. 
Consequently, the proposed regula
tions provide that the recapture 
amount for qualified clean-fuel vehi
cle property and refueling property is 
includable in the gross income for the 
taxable year in which the recapture 
event occurs. 

The basis of the vehicle containing 
qualified clean-fuel vehicle property 
or the basis of qualified clean-fuel 
vehicle refueling property is increased 
by the recapture amount as of the 
first day of the taxable year in which 
the recapture event occurs. For a 
depreciable vehicle or refueling prop
erty, any additional basis resulting 
from recapture is recoverable over the 
remaining recovery period for the ve
hicle or refueling property, beginning 
as of the first day of the taxable year 
of recapture. 

Moreover, under section J79A(e)(6)
(B), the rules of section 1245 are to 
apply upon a sale or other disposition 
of depreciable section 179A property. 
Thus, the proposed regulations pro-
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vide that section 1245 will apply to 
any gain recognized upon a sale or 
other disposition to the extent the 
basis was reduced, net of any basis 
increase resulting from any recapture 
previously taken into account. 

Proposed effective dates 

The regulations are proposed to be 
effective on the date of publication in 
the Federal Register. If the recapture 
date is before the effective date of 
these regulations, a taxpayer may use 
any reasonable method to recapture 
the benefit of any section 30 credit 
allowable or section I79A deduction 
allowable consistent with sections 30 
and I79A and their legislative history. 

Special Analyses 

It has been determined that this 
notice of proposed rulemaking is not 
a significant regulatory action as de
fined in EO 12866. Therefore, a regu
latory assessment is not required. It 
also has been determined that section 
553(b) of the Administrative Proce
dure Act (5 V.S.C. chapter 5) and the 
Regulatory Flexibility Act (5 V.S.c. 
chapter 6) do not apply to these 
regulations, and, therefore, a Regula
tory Flexibility Analysis is not re
quired. Pursuant to section 7805(f) of 
the Internal Revenue Code, this no
tice of proposed rulemaking will be 
submitted to the Chief Counsel for 
Advocacy of the Small Business Ad
ministration for comment on its im
pact on small business. 

Comments and Public Hearing 

Before these proposed regulations 
are adopted as final regulations, con
sideration will be given to any written 
comments (a signed original and eight 
(8) copies) that are submitted timely 
to the IRS. All comments wiI\ be 
available for public inspection and 
copying. 

A public hearing has been sched
uled for Thursday, January 19, 1995, 
at 10 a.m. in the 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 601.60I(a)(3) 
apply to the hearing. 

Persons that wish to present oral 
comments at the hearing must submit 
written comments and outlines of the 
topics to be discussed and the time to 
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be devoted to each topic (signed orig
inal and eight (8) copies) by Decem
ber 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 hear
ing. 

List of Subjects in 26 CFR Part J 

Income taxes, Reporting and re
cordkeeping 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 
entries in numerical order to read as 
follows: 

Authority: 26 V.S.C. 7805 * * * 
Section 1.30-1 also issued under 26 
U.S.c. 30(d)(2) * * * 
Section 1.l79A-I also issued under 26 
V.S.c. 179A(e)(4) * * * 

Par. 2. Section 1.30-1 is added 
under the heading "Credits Allow
able" to read as follows: 

§ J .30-J Definition of qualified 
electric vehicle and recapture of credit 
for qualified electric vehicle. 

(a) Definition of qualified electric 
vehicle. A qualified electric vehicle is 
a motor vehicle that meets the re
quirements of section 30(c). Accord
ingly, a qualified electric vehicle does 
not include any motor vehicle that 
has ever been used (for either person
al or business use) as a non-electric 
vehicle. 

(b) Recapture of credit for quali
fied electric vehicle-(1) In general
(i) Addition to tax. If a recapture 
event occurs with respect to a taxpay
er's qualified electric vehicle, the tax
payer must add the recapture amount 
to the amount of tax due in the 
taxable year in which the recapture 
event occurs. The recapture amount is 
not treated as income tax imposed on 
the taxpayer by chapter 1 for pur
poses of computing the alternative 
minimum tax or determining the 

amount of any other allowable credits 
for the taxable year in which the 
recapture event occurs. 

(ii) Reduction oj carryover. If a 
recapture event occurs with respect to 
a taxpayer's qualified electric vehicle, 
and if a portion of the section 30 
credit for the cost of that vehicle was 
disallowed under section 30(b )(3)(B) 
and consequently added to the tax
payer's minimum tax credit pursuant 
to section 53(d)(1)(B)(iii), the taxpay
er must reduce its minimum tax credit 
carryover by an amount equal to the 
portion of any minimum tax credit 
carryover attributable to the disal
lowed section 30 credit, multiplied by 
the recapture percentage for the tax
able year of recapture. Similarly, the 
taxpayer must reduce any other credit 
carryover amounts (such as under 
section 469) by the portion of the 
carryover attributable to section 30, 
multiplied by the recapture percent
age. 

(2) Recapture event-(i) In general. 
A recapture event occurs if, within 3 
full years from the date a qualified 
electric vehicle is placed in service, 
the vehicle ceases to be a qualified 
electric vehicle. A vehicle ceases to be 
a qualified electric vehicle if-

(A) The vehicle is modified so that 
it is no longer primarily powered by 
electricity; 

(B) The vehicle is used in a manner 
described in section 50(b); or 

(C) The taxpayer receiving the cred
it under section 30 sells or disposes of 
the vehicle and knows or has reason 
to know that the vehicle will be used 
in a manner described in paragraph 
(b )(2)(i)(A) or (B) of this section. 

(ii) Exception for disposition. Ex
cept as provided in paragraph 
(b )(2)(i)(C) of this section, a sale or 
other disposition (including a disposi
tion by reason of an accident or other 
casualty) of a qualified electric vehicle 
is not a recapture event. 

(3) Recapture amount. The recap
ture amount is equal to the recapture 
percentage times the decrease in the 
credits allowed under section 30 for 
all prior taxable years that would 
have resulted solely from reducing to 
zero the cost taken into account un
der section 30 with respect to such 
vehicle, including any credits allowed 
attributable to section 30 (such as 
under sections 53 and 469). 

(4) Recapture date. The recapture 
date is the actual date of the recap-



ture event unless a recapture event 
described in paragraph (b)(2)(i)(B) of 
this section occurs, in which case the 
recapture date is the first day of the 
recapture year. 

(5) Recapture percentage. For pur
poses of this section, the recapture 
percentage is: 

(i) 100, if the recapture date is 
within the first full year after the date 
the vehicle is placed in service; 

(ii) 66 213, if the recapture date is 
within the second full year after the 
date the vehicle is placed in service; 
or 

(iii) 33 113, if the recapture date is 
within the third full year after the 
date the vehicle is placed in service. 

(6) Basis adjustment. As of the first 
day of the taxable year in which the 
recapture event occurs, the basis of 
the qualified electric vehicle is in
creased by the recapture amount and 
the carryover reductions taken into 
account under paragraphs (b)(1)(i) 
and (ii) of this section, respectively. 
For a vehicle that is of a character 
that is subject to an allowance for 
depreciation, this increase in basis is 
recoverable over the remaining recov
ery period for the vehicle beginning 
as of the first day of the taxable year 
of recapture. 

(7) Application of section 1245 for 
sales and other dispositions. For pur
poses of section 1245, the amount of 
the credit allowable under section 
30(a) with respect to any qualified 
electric vehicle that is (or has been) of 
a character subject to an allowance 
for depreciation is treated as a deduc
tion allowed for depreciation under 
section 167. Therefore, upon a sale or 
other disposition of a depreciable 
qualified electric vehicle, section 1245 
will apply to any gain recognized to 
the extent the basis of the depreciable 
vehicle was reduced under section 
30(d)(1) net of any basis increase 
described in paragraph (b)(6) of this 
section. 

(8) Examples. The following exam
ples illustrate the provisions of this 
section: 

Example 1. A, a calendar-year taxpayer, 
purchases and places in service for personal use 
on January I, 1995, a qualified electric vehicle 
costing $25,000. On A's 1995 federal income 
tax return, A claims a credit of ~2,500. On 
January 2, 1996, A sells the vehicle to an 
unrelated third party who subsequently con
verts the vehicle into a non-electric vehicle on 
October 15, 1996. There is no recapture upon 
the sale of the vehicle by A provided A did not 

know or have reason to know that the purchas
er intended to convert the vehicle to non
electric use. 

Example 2. B, a calendar-year taxpayer, 
purchases and places in service for personal use 
on October II, 1994, a qualified electric vehicle 
costing $20,000. On B's 1994 federal income 
tax return, B claims a credit of $2,000, which 
reduces B's tax by $2,000. The basis of the 
vehicle is reduced to $18,000 ($20,000 -
$2,000). On March 8, 1996, B sells the vehicle 
to a tax-exempt entity. Because B knowingly 
sold the vehicle to a tax-exempt entity de
scribed in section 50(b) in the second full year 
from the date the vehicle was placed in service, 
B must recapture $1,333 ($2,000 x 66 213 
percent). This recapture amount increases B's 
tax by $1,333 on B's 1996 federal income tax 
return and is added to the basis of the vehicle 
as of January I, 1996, the beginning of the 
taxable year in which the recapture event oc
curred. 

Example 3. X, a calendar-year taxpayer, pur
chases and places in service for business use on 
January I, 1994, a qualified electric vehicle 
costing $30,000. On X's 1994 federal income tax 
return, X claims a credit of $3,000, which 
reduces X's tax by $3,000. The basis of the 
vehicle is reduced to $27,000 ($30,000 - $3,000) 
prior to any adjustments for depreciation. On 
March 8, 1995, X converts the qualified electric 
vehicle into a gasoline-propelled vehicle. Because 
X modified the vehicle so that it is no longer 
primarily powered by electricity in the second 
full year from the date the vehicle was placed in 
service, X must recapture $2,000 ($3,000 x 66 
2/3 percent). This recapture amount increases 
X's tax by $2,000 on X's 1995 federal income 
tax return. The recapture amount of $2,000 is 
added to the basis of the vehicle as of January 
I, 1995, the beginning of the taxable year of 
recapture, and to the extent the property re
mains depreciable, the adjusted basis is recover
able over the remaining recovery period. 

Example 4. The facts are the same as in 
Example 3. In 1996, X sells the vehicle for 
$31,000, recognizing a gain from this sale. 
Under paragraph (b)(7) of this section, section 
1245 of the Internal Revenue Code will apply 
to any gain recognized on the sale of a 
depreciable vehicle to the extent the basis of 
the vehicle was reduced by the section 30 credit 
net of any basis increase from recapture of the 
section 30 credit. Accordingly, the gain from 
the sale of the vehicle is subject to section 1245 
to the extent of the depreciation allowance for 
the vehicle plus the credit allowed under section 
30 ($3,000), less the previous recapture amount 
($2,000). Any remaining amount of gain may 
be subject to other applicable provisions of the 
Internal Revenue Code. 

(C) Effective date. This section is 
effective on October 14, 1994. If the 
recapture date is before the effective 
date of this section, a taxpayer may 
use any reasonable method to recap
ture the benefit of any credit allow
able under section 30(a) consistent 
with section 30 and its legislative 
history. For this purpose, the recap
ture date is defined in paragraph 
(b)(4) of this section. 

Par. 3. Section 1.179A-1 is added 
to read as follows: 

§ 1. I 79A -1 Recapture of deduction 
for qualified clean-fuel vehicle 
property and qualified clean-fuel 
vehicle refueling property. 

(a) In general. If a recapture event 
occurs with respect to a taxpayer's 
qualified clean-fuel vehicle property 
or qualified clean-fuel vehicle refue
ling property, the taxpayer must in
clude the recapture amount in taxable 
income for the taxable year in which 
the recapture event occurs. 

(b) Recapture event-(1) Qualified 
clean-fuel vehicle property-(i) In 
general. A recapture event occurs if, 
within 3 full years from the date a 
vehicle of which qualified clean-fuel 
vehicle property is a part is placed in 
service, the property ceases to be 
qualified clean-fuel vehicle property. 
Property ceases to be qualified clean
fuel vehicle property if-

(A) The vehicle is modified by the 
taxpayer so that it may no longer be 
propelled by a clean-burning fuel; 

(B) The vehicle is used by the 
taxpayer in a manner described in 
section 50(b); 

(C) The vehicle otherwise ceases to 
qualify as property defined in section 
179A(c); or 

(0) The taxpayer receiving the de
duction under section 179A sells or 
disposes of the vehicle and knows or 
has reason to know that the vehicle 
will be used in a manner described in 
paragraph (b)(l)(i)(A), (B), or (C) of 
this section. 

(ii) Exception for disposition. Ex
cept as provided in paragraph 
(b)(1 )(i)(0) of this section, a sale or 
other disposition (including a dis
position by reason of an accident or 
other casualty) of qualified clean-fuel 
vehicle property is not a recapture 
event. 

(2) Qualified clean-fuel vehicle re
fueling property- (i) In general. A 
recapture event occurs if, at any time 
before the end of its recovery period, 
the property ceases to be qualified 
clean-fuel vehicle refueling property. 
Property ceases to be qualified clean
fuel vehicle refueling property if-

(A) The property no longer quali
fies as property described in section 
179A(d); 

(B) The property is no longer used 
predominantly in a trade or business 
(property will be treated as no longer 
used predominantly in a trade or 
business if 50 percent or more of the 
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use of the property in a taxable year 
is for use other than in a trade or 
business); 

(C) The property is used by the 
taxpayer in a manner described in 
section 50(b); or 

(D) The taxpayer receiving the de
duction under section 179A sells or 
disposes of the property and knows 
or has reason to know that the prop
erty will be used in a manner de
scribed in paragraph (b)(2)(i)(A), (B), 
or (C) of this section. 

(ii) Exception for disposition. Ex
cept as provided in paragraph 
(b )(2)(i)(D) of this section, a sale or 
other disposition (including a disposi
tion by reason of an accident or other 
casualty) of qualified clean-fuel vehi
cle refueling property is not a recap
ture event. 

(c) Recapture date-(1) Qualified 
clean-fuel vehicle property. The re
capture date is the actual date of the 
recapture event unless an event de
scribed in paragraph (b)(1 )(i)(B) of 
this section occurs, in which case the 
recapture date is the first day of the 
recapture year. 

(2) Qualified clean-fuel vehicle re
fueling property. The recapture date 
is the actual date of the recapture 
event unless the recapture occurs as 
a result of an event described in 
paragraph (b)(2)(i)(B) or (C) of this 
section, in which case the recapture 
date is the first day of the recapture 
year. 

(d) Recapture amount-(l) Quali
fied clean-fuel vehicle property. The 
recapture amount is equal to the ben
efit of the section 179A deduction 
allowable multiplied by the recapture 
percentage. The recapture percentage 
is-

(i) 100, if the recapture date is 
within the first full year after the date 
the vehicle is placed in service; 

(ii) 66 2/3, if the recapture date is 
within the second full year after the 
date the vehicle is placed in service; 
or 

(iii) 33 1/3, if the recapture date is 
within the third full year after the 
date the vehicle is placed in service. 

(2) Qualified clean-fuel vehicle re
fueling property. The recapture 
amount is equal to the benefit of the 
section 179A deduction allowable 
multiplied by the following fraction. 
The numerator of the fraction equals 
the total recovery period for the 
property minus the number of recov-
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ery years prior to, but not including, 
the recapture year. The denominator 
of the fraction equals the total recov
ery period. 

(e) Basis adjustment. As of the first 
day of the taxable year in which the 
recapture event occurs, the basis of 
the vehicle of which qualified clean
fuel vehicle property is a part or the 
basis of qualified clean-fuel vehicle 
refueling property is increased by the 
recapture amount. For a vehicle or 
refueling property that is of a charac
ter that is subject to an allowance for 
depreciation, this increase in basis is 
recoverable over its remaining recov
ery period beginning as of the first 
day of the taxable year in which the 
recapture event occurs. 

(f) Application of section 1245 for 
sales and other dispositions. For pur
poses of section 1245, the amount of 
the deduction allowable under section 
179A(a) with respect to any property 
that is (or has been) of a character 
subject to an allowance for deprecia
tion is treated as a deduction allowed 
for depreciation under section 167. 
Therefore, upon a sale or other dis
position of depreciable qualified 
clean-fuel vehicle refueling property 
or a depreciable vehicle of which 
qualified clean-fuel vehicle property is 
a part, section 1245 will apply to any 
gain recognized to the extent the basis 
of the depreciable property or vehicle 
was reduced under section 179A(e)(6) 
net of any basis increase described in 
paragraph (e) of this section. 

(g) Examples. The following exam
ples illustrate the provisions of this 
section: 

Example 1. A, a calendar-year taxpayer, 
purchases and places in service for personal use 
on January I, 1995, a clean-fuel vehicle, a 
portion of which is qualified clean-fuel vehicle 
property, costing $25,000. The qualified clean
fuel vehicle property costs $11,000. On A's 
1995 federal income tax return, A claims a 
section 179A deduction of $2,000. On January 
2, 1996, A sells the vehicle to an unrelated 
third party who subsequently converts the vehi
cle into a gasoline-propelled vehicle on October 
15, 1996. There is no recapture upon the sale 
of the vehicle by A provided A did not know 
or have reason to know that the purchaser 
intended to convert the vehicle to a gasoline
propelled vehicle. 

Example 2. B, a calendar-year taxpayer, 
purchases and places in service for personal use 
on October II, 1994, a clean-fuel vehicle cost
ing $20,000, a portion of which is qualified 
clean-fuel vehicle property. The qualified clean
fuel vehicle property costs $10,000. On B's 
1994 ~ederal income tax return, B claims a 
?eductlOn of $2,000, which reduces B's gross 
mcome by $2,000. The basis of the vehicle is 
reduced to $18,000 ($20,000 - $2,000). On 

January 31, 1996, B sells the vehicle to a 
tax-exempt entity. Because B knowingly sold 
the vehicle to a tax-exempt entity described in 
section 50(b) in the second full year from the 
date the vehicle was placed in service, B must 
recapture $1,333 ($2,000 x 66 213 percent). 
This recapture amount increases B's gross in
come by $1,333 on B's 1996 federal income tax 
return and is added to the basis of the motor 
vehicle as of January I, 1996, the beginning of 
the taxable year of recapture. 

Example 3. X, a calendar-year taxpayer, 
purchases and places in service for its business 
use on January I, 1994, qualified clean-fuel 
vehicle refueling property costing $400,000. 
Assume this property has a 5 year recovery 
period. On X's 1994 federal income tax return, 
X claims a deduction of $100,000, which reduc
es X's gross income by $100,000. The basis of 
the property is reduced to $300,000 ($400,000 -
$100,000) prior to any adjustments for depreci
ation. In 1996, more than 50 percent of the use 
of the property is other than in X's trade or 
business. Because the property is no longer 
used predominantly in X's business, X must 
recapture three-fifths of the section 179A de
duction or $60,000 ($100,000 x (5-2)/5 = 
$60,000) and include that amount in gross 
income on its 1996 federal income tax return. 
The recapture amount of $60,000 is added to 
the basis of the property as of January I, 1996, 
the beginning of the taxable year of recapture, 
and to the extent the property remains depre
ciable, the adjusted basis is recoverable over 
the remaining recovery period. 

Example 4. X, a calendar-year taxpayer, 
purchases and places in service for business use 
on January I, 1994, qualified clean-fuel vehicle 
refueling property costing $350,000. Assume 
this property has a 5 year recovery period. On 
X's 1994 federal income tax return, X claims a 
deduction of $100,000, which reduces X's gross 
income by $100,000. The basis of the property 
is reduced to $250,000 ($350,000 - $100,000) 
prior to any adjustments for depreciation. In 
1995, X converts the property to store and 
dispense gasoline. Because the property is no 
longer used as qualified clean-fuel vehicle re
fueling property in 1995, X must recapture 
four-fifths of the section 179A deduction or 
$80,000 ($100,000 x (5-1)/5 = $80,000) and 
include that amount in gross income on its 
1995 federal income tax return. The recapture 
amount of $80,000 is added to the basis of the 
property as of January I, 1995, the beginning 
of the taxable year of recapture, and to the 
extent the property remains depreciable, the 
adjusted basis is recoverable over the remaining 
recovery period. 

Example 5. The facts are the same as in 
Example 4. In 1996, X sells the refueling 
property for $351,000, recognizing a gain from 
this sale. Under paragraph (f) of this section, 
section 1245 of the Code will apply to any gain 
recognized on the sale of depreciable property 
to the extent the basis of the property was 
reduced by the section 179A deduction net of 
any basis increase from recapture of the section 
179A deduction. Accordingly, the gain from 
the sale of the property is subject to section 
1245 to the extent of the depreciation allow
ance for the property plus the deduction al
lowed under section 179A ($100,000), less the 
previous recapture amount ($80,000). Any re
maining amount of gain may be subject to 
other applicable provisions of the Internal Rev
enue Code. 



(h) Effective date. This section is 
effective on October 14, 1994. If the 
recapture date is before the effective 
date of this section, a taxpayer may 
use any reasonable method to recap
ture the benefit of any deduction 
allowable under section 179A(a) con
sistent with section 179A and its legis
lative history. For this purpose, the 
recapture date is defined in paragraph 
(c) of this section. 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

(Filed by the Office of the Federal Register on 
October 13, 1994, 8:45 a.m., and published 
in the issue of the Federal Register for 
October 14, 1994, 59 F.R. 52105) 

Notice of Proposed Rulemaking 
Actuarial Tables Exceptions 

PS-26-93 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rule
making. 

SUMMARY: This document contains 
proposed amendments to the income, 
estate, and gift tax regulations under 
the Internal Revenue Code relating to 
exceptions to the use of standard 
valuation tables for valuing annuities, 
interests for life or a term of years, 
and remainder or reversionary inter
ests. These amendments are necessary 
in order to provide guidance consis
tent with court decisions that call for 
deviation from the use of standard 
valuation tables in valuing those in
terests. The proposed regulations 
would apply in valuing all interests 
that would, but for the exceptions, be 
valued under section 7520 of the 
Code. 

DATES: Written comments and re
quests for a public hearing must be 
received by August 9, 1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R ([PS-26-93]), 
Room 5228, Internal Revenue Ser
vice, POB 7604, Ben Franklin Sta
tion, Washington, DC 20044. In the 
alternative, submissions may be hand 
delivered to: CC:DOM:CORP:T:R 
([PS-26-93]), Room 5228, Internal 
Revenue Service, 1111 Constitution 
Avenue NW, Washington, DC. 

SUPPLEMENTARY 
INFORMATION: 

Background 

This document contains proposed 
regulations (26 CFR 1.7520-3(b), 
20.7520-3(b), and 25.7520-3(b» for 
the valuation of certain partial inter
ests in property under section 7520 of 
the Internal Revenue Code (Code), as 
added by section 5031 of the Techni
cal and Miscellaneous Revenue Act of 
1988, when the use of standard actu
arial tables would produce unreason
able results. 

The regulations are proposed to be 
effective for valuation dates occurring 
after the date the regulations are 
published as final regulations in the 
Federal Register. 

Explanation of Provisions 

Section 7520(a), which is effective 
after April 30, 1989, provides that the 
value of annuities, interests for life or 
a term of years, and remainder or 
reversionary interests is to be deter
mined under tables published by the 
IRS based on an interest rate equal to 
120 percent of the applicable Federal 
mid-term rate (rounded to the nearest 
two-tenths of one percent) in effect 
under section 1274(d)(l) for the 
month in which the valuation date 
falls. Section 7520(b) provides that 
section 7520 shall not apply for pur
poses of any provision specified in 
regulations. The Conference Report 
to the Technical and Miscellaneous 
Revenue Act of 1988, H.R. ConL 
Rep. No. 1104, 100th Cong., 2d Sess. 
113 (1988), 1988-3 C.B. 603, ex
plains that section 7520 does not 
apply to "situations specified in Trea
sury regulations." 

The IRS has never attempted to 
include in the regulations all of the 
different actuarial factors that could 
apply to the many different kinds of 
vested and contingent annuity, in
come, and remainder interests that 
can arise in tax administration. The 
actuarial tables that have been set 
forth in the regulations from time to 
time have listed only those factors 
that are most frequently needed by 
taxpayers. Generally, these actuarial 
tables have included the one-life an
nuity, income, and remainder factors 
for ages 0 through 109 and the term
certain annuity, income, and remain
der factors for periods of 1 through 
60 years. These one-life and term-

certain factors are often referred to in 
this notice of proposed rulemaking as 
"standard actuarial factors" or 
"standard section 7520 actuarial 
factors. " 

Other standard actuarial factors 
that are less frequently needed by 
taxpayers are included in tables that 
have been separately published by the 
IRS from time to time and that may 
be purchased from the Government 
Printing Office. The tables in these 
books include two-life actuarial fac
tors, as well as many one-life factors 
and term-certain factors not found in 
the regulations tables. These publica
tions also include a number of exam
ples that illustrate how to compute 
special section 7520 actuarial factors 
such as the annuity, income, or re
mainder factor for a period limited to 
the lesser of a term certain or a 
lifetime. Special actuarial factors have 
for many years been referred to as 
such in the regulations. See, for ex
ample, § 20.2055-2(f)(5). 

Other special section 7520 actuarial 
factors that may apply to more un
usual situations may be computed by 
the taxpayer or, upon request, by the 
Internal Revenue Service for the tax
payer, by using actuarial methods 
consistent with those used to compute 
the standard section 7520 actuarial 
factors that appear in the tables in 
the regulations and in the Service's 
publications. Examples of these more 
unusual situations include an annuity 
payable for more than two lives, a 
right to income for a term certain or 
until the prior death of the first to die 
of two individuals, and the right to 
receive a remainder after a term cer
tain if an individual survives the 
term. 

In calculating a standard section 
7520 actuarial factor, certain assump
tions are made. For all standard sec
tion 7520 actuarial factors in the 
single-life and term-certain tables in 
§ 20.2031-7(d), the interest rate for 
enjoyment or the postponement of 
enjoyment is the applicable section 
7520 rate. In the case of a life annu
ity, income, or remainder factor, the 
basis for mortality rates for measur
ing lives is the data in Table 80 
CNSMT. However, in unusual situa
tions, where special section 7520 actu
arial factors must be computed, one 
or more alternative assumptions may 
be appropriate. For example, if the 
actual income is known to be below 
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applicable standards, the section 7520 
interest rate may not be used to 
project the trust income yield. Simi
larly, if a measuring life is classified 
as terminally ill, the standard mortali
ty data from Table SO CNSMT may 
not be used as the mortality basis. 
But, even though one or both of 
these exceptions is applicable in a 
case, the section 7520 interest rate 
will ordinarily be used to discount the 
value of the right to any postponed 
enjoyment. 

In cases requiring the valuation of 
ordinary annuities, income interests, 
and remainder and reversionary inter
ests, the courts have consistently rec
ognized the need to use the standard 
actuarial factors prescribed by the 
regulations. See Ithaca Trust v. Unit
ed States, 279 U.S. 151 (1929). 

However, the courts have recog
nized that the use of the standard 
actuarial factors is inappropriate in 
certain cases. Robinette v. He/vering, 
31S U.S. IS4 (1943) (reversionary in
terest with several interdependent 
contingencies); Stark v. United States, 
477 F.2d l31 (Sth Cir. 1973), cert. 
denied, 414 U.S. 975 (1973) (closely 
held stock that was not publicly trad
ed and paid no dividends); O'Reilly 
v. Commissioner, 973 F.2d 1403 (Sth 
Cir. 1992), rem'd, T.e.M. 1994-61 
(disparity between .2 percent yield 
and 10 percent tables produced unre
alistic and unreasonable result); and 
Commissioner v. Estate of Sternber
ger, 34S U.S. IS7 (1955) (charitable 
bequest that would occur only if de
cedent's unmarried daughter died 
without issue surviving her and her 
mother). In addition, the courts have 
held that the standard actuarial fac
tors cannot be used if the measuring 
life is terminally ill. Estate of McLen
don v. Commissioner, T.C.M. 
1993-459; Estate of Jennings v. Com
missioner, 10 T.C. 323 (194S); and 
Estate of Denbigh v. Commissioner, 
7 T.e. 3S7 (1946). See Rev. Rul. 
SO-SO, 19S0-1 C.B. 194, which pro
vides that, in cases where the individ
ual's death is imminent, the taxpayer 
may not use standard actuarial fac
tors prescribed by the regulations. See 
also, Carter v. United States, 921 
F.2d 63 (5th Cir. 1991), where the 
court refused to ascribe value to an 
income interest for purposes of the 
section 2013 credit where death of the 
measuring life was simultaneous with 
that of the decedent. 
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In Shapiro v. Commissioner, T.e. 
Memo 1993-4S3 (1993), the Tax 
Court allowed the taxpayer to im
properly value an annuity with a 
standard one-life annuity actuarial 
factor from Table A in § 20.2031-
7(0 in a situation in which the annu
ity could have exhausted the fund 
from which the annuity was to be 
paid before the death of the annu
itant. The Internal Revenue Service 
believes that the annuity factor that 
should have been used in this case is 
a special annuity factor for the right 
to receive annual payments for 4 
years or until the prior death of the 
annuitant. See Rev. Rul. 77-454, 
1977-2 C.B. 351. See also Moffett v. 
Commissioner, 269 F.2d 73S (4th Cir. 
1959), and United States v. Dean, 224 
f.2d 26 (1st Cir. 1955). Therefore, the 
Service will not follow the result in 
Shapiro. 

Sections 1.7520-3(a), 20.7520-3(a), 
and 25.7520-3(a) set forth specific 
Code sections that are exempt from 
the valuation rules of section 7520. 
The proposed regulations contained 
in this notice describe other areas in 
which the valuation methodology ap
plicable to standard and special sec
tion 7520 actuarial factors is not to 
be used. Generally, if the interest in 
property that is to be valued is not an 
ordinary annuity, income interest, or 
remainder interest, the standard an
nuity, income, and remainder factors 
in the tables of factors set forth in 
the regulations and IRS publications 
cannot be used. In some cases in 
which the standard factors from the 
regulations and publications tables 
cannot be used, a special factor may 
be computed by the taxpayer or by 
the Service upon the request of the 
taxpayer. In other cases where stan
dard or special factors may not be 
used, the property interest may be 
valued using other valuation tech
niques. Depending upon the facts and 
circumstances, a property interest that 
cannot be valued using the standard 
or special section 7520 factors may 
have no ascertainable value. 

The proposed regulations establish 
two primary tests to determine wheth
er the fair market value of the inter
est is computed by use of the stan
dard section 7520 actuarial factors 
found in the regulations and IRS 
publications. The first test is whether 
the instrument of transfer provides 
the beneficiary with the degree of 

beneficial enjoyment that is consistent 
with the type of property interest that 
the standard valuation tables are de
signed to measure. In this regard, the 
rights of an annuity beneficiary must 
be adequately defined and, if the 
annuity is payable from a group of 
assets, the value of the assets must be 
sufficient to support all of the annu
ity payments. Similarly, the rights of 
an income beneficiary must be consis
tent with the rights of an outright 
owner of the property interest for the 
same period of time, and the rights of 
a remainder or reversionary beneficia
ry must be protected against invasion 
or erosion of the corpus. 

The second test in the proposed 
regulations addresses the mortality 
component of the transferred inter
est. The Internal Revenue Service 
previously addressed this issue in 
Rev. Rul. 66-307, 1966-2 C.B. 429, 
and Rev. Rul. SO-SO. Rev. Rul. 
66-307 set forth the rule that the 
value of a life or remainder interest 
would be determined by taking into 
account the health of the life tenant 
if it was known on the valuation 
date that the life tenant was afflicted 
with a fatal and incurable disease in 
its advanced stages and that the life 
tenant could not survive for more 
than a brief period of time. Rev. 
Rul. SO-SO clarified the "brief peri
od" test in Rev. Rul. 66-307, and 
stated that the standard life actuarial 
factors are to be applied to value the 
interest unless death is clearly immi
nent. In the view of the Service, 
because the test for determining 
whether death is imminent set forth 
in Rev. Rul. 66-307 and Rev. Rul. 
SO-SO does not satisfactorily quantify 
the probability of death occurring 
within 1 year from the valuation 
date, this test may permit the use of 
standard actuarial factors in inappro
priate situations. These regulations 
propose to explicitly quantify the 
applicable standard for purposes of 
applying this test. 

Under the proposed regulations, if 
an individual who is a measuring life 
of the interest being transferred is 
known to be terminally ill, the mor
tality test of the proposed regulations 
is not satisfied and a special section 
7502 actuarial factor, rather than a 
standard actuarial factor must be 
used in valuing the interest. Terminal 
illness is defined in the proposed 
regulations as an incurable illness or 



other deteriorating physical condition 
that would substantially reduce a per
son's life expectancy to the extent 
that there is at least a 50 percent 
probability that the individual will 
not survive for more than 1 year 
from the valuation date. Exceptions 
are made in the regulations for spe
cial situations under sections 2013, 
2037, and 2042. 

In the case of the simultaneous 
death of the transferor and an indi
vidual who is the measuring life of a 
property interest, the proposed regu
lations specifically preclude use of the 
standard factors in the tables to value 
that interest. This is pertinent in de
termining the previously taxed prop
erty credit under section 2013 and 
reaffirms the position of the Fifth 
Circuit in the Carter case. 

Special Analyses 

It has been determined that this 
notice of proposed rulemaking is not 
a significant regulatory action as de
fined in EO 12866. Therefore, a regu
latory assessment is not required. It 
also has been determined that section 
553(b) of the Administrative Proce
dure 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 Flexibility Analysis is not 
required. Pursuant to section 7805(f) 
of the Internal Revenue Code, this 
notice of proposed rulemaking will be 
submitted to the Chief Counsel for 
Advocacy of the Small Business Ad
ministration for comment on its im
pact on small business. 

Comments and Requests for a Public 
Hearing 

Before these proposed regulations 
are adopted as final regulations, con
sideration will be given to any written 
comments that are submitted timely 
(preferably a signed original and eight 
copies) to the Internal Revenue Ser
vice. In particular, the Service invites 
comments on whether the proposed 
definition of terminal illness ade
quately deals with certain illnesses 
that are known to cause death in a 
short period of time but are often 
diagnosed more than 1 year before 
death. 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 Fed
eral Register. 

List of Subjects 

26 CFR Part 1 

Income taxes, Reporting and re
cord keeping requirements. 

26 CFR Part 20 

Estate taxes, Reporting and record
keeping requirements. 

26 CFR Part 25 

Gift taxes, Reporting and record
keeping requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR parts 1, 20 
and 25 are proposed to be amended 
as follows: 

Part I-INCOME TAXES 

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

Authority: 26 U.S.C. 7805 *** 
Par. 2. Section 1.7520-3 is amend

ed by adding the text of paragraph 
(b) to read as follows: 

§ J. 7520-3 Limitation on the 
application of section 7520. 

* * * * * 
(b) Other limitations on the appli

cation of section 7520-(1) In gener
al-(i) Ordinary beneficial interests. 
For purposes of this section: 

(A) An ordinary annuity interest is 
the right to receive a fixed dollar 
amount at the end of each year dur
ing one or more measuring lives or 
for some other defined period. A 
standard section 7520 annuity factor 
for an ordinary annuity interest repre
sents the present worth of the right to 
receive $1.00 per year for a defined 
period, using the interest rate pre
scribed under section 7520 for the 
appropriate month. If an annuity in
terest is payable more often than 
annually or is payable at the begin
ning of each period, a special adjust
ment must be made in any computa
tion with a standard section 7520 
annuity factor. 

(B) An ordinary income interest is 
the right to receive the income from, 
or the use of, property during one or 
more measuring lives or for some 

other defined period. A standard sec
tion 7520 income factor for an ordi
nary income interest represents the 
present worth of the right to receive 
the income from $1.00 for a defined 
period, using the interest rate pre
scribed under section 7520 for the 
appropriate month. 

(C) An ordinary remainder or re
versionary interest is the right to re
ceive an interest in property at the 
end of one or more measuring lives 
or for some other defined period. A 
standard section 7520 remainder fac
tor for an ordinary remainder or 
reversionary interest represents the 
present worth of the right to receive 
$1.00 at the end of a defined period, 
using the interest rate prescribed un
der section 7520 for the appropriate 
month. 

(ii) Certain restricted beneficial in
terests. A restricted beneficial interest 
is an annuity, income, remainder, or 
reversionary interest that is subject to 
a contingency, power, or other re
striction, whether the restriction is 
provided for by the terms of the 
trust, will, or other governing instru
ment or is caused by other circum
stances. In general, a standard section 
7520 annuity, income, or remainder 
factor may not be used to value· a 
restricted beneficial interest. Howev
er, a special section 7520 annuity, 
income, or remainder factor may be 
used to value a restricted beneficial 
interest under some circumstances. 
See Example 2 in § 1.7520-3(b)(4), 
which illustrates a situation where a 
special section 7520 actuarial factor is 
needed to take into account the short
er life expectancy of the terminally ill 
measuring life. See § 1.7520-1 (c) for 
requesting a special factor from the 
Internal Revenue Service. 

(iii) Other beneficial interests. If, 
under the provisions .of § 1.7520-
3(b), the interest rate and mortality 
components prescribed under section 
7520 are not applicable in determin
ing the value of any annuity, income, 
remainder, or reversionary interest, 
the actual fair market value of the 
interest (determined without regard to 
section 7520) is based on all of the 
facts and circumstances if and to the 
extent permitted by the Internal Reve
nue Code provision applicable to the 
property interest. 

(2) Provisions of governing instru
ment and other limitations on source 
of payment-(i) Annuities. A stan-
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dard section 7520 annuity factor is 
not to be used to determine the 
present value of an annuity for a' 
specified term of years or the life of 
one or more individuals unless the 
effect of the trust, will, or other 
governing instrument is to ensure that 
the annuity will be paid for the entire 
defined period. In the case of an 
annuity payable from a trust or other 
limited fund, the annuity is not con
sidered payable for the entire defined 
period if, considering the applicable 
section 7520 interest rate, the annuity 
is expected to exhaust the fund before 
the last possible annuity payment is 
made in full. For this purpose, it 
must be assumed that it is possible 
for each measuring life to survive 
until age 110, because every standard 
section 7520 life annuity factor is 
calculated on the basis of that as
sumption. If it is determined that the 
trust or other fund from which an 
annuity is to be paid may exhaust 
before the end of the defined period 
of the annuity, it will be necessary to 
calculate a special section 7520 annu
ity factor that takes into account the 
facts and circumstances that may ex
haust the trust or fund. 

(ii) Income and similar interests
(A) Beneficial enjoyment. A standard 
section 7520 income factor for an 
ordinary income interest is not to be 
used to determine the present value of 
an income or similar interest in trust 
for a term of years or for the life of 
one or more individuals unless the 
effect of the trust, will, or other 
governing instrument is to provide the 
income beneficiary with that degree 
of beneficial enjoyment of the prop
erty during the term of the income 
interest that the principles of the law 
of trusts accord to a person who is 
unqualifiedly designated as the in
come beneficiary of a trust for a 
similar period of time. This degree of 
beneficial enjoyment is provided only 
if it was the transferor's intent, as 
manifested by the provisions of the 
governing instrument and the sur
rounding circumstances, that the trust 
provide an income interest for the 
income beneficiary during the speci
fied period of time that is consistent 
with the value of the trust corpus and 
with its preservation. In determining 
whether a trust arrangement evidences 
that intention, the treatment required 
or permitted with respect to individu
al items must be considered in rela-
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tion to the entire system provided for 
in the administration of the subject 
trust. Similarly, in determining the 
present value of the right to use 
tangible property (whether or not in 
trust) for one or more measuring lives 
or other specified period of time, the 
interest rate component prescribed 
under section 7520 and § 1.7520-1 is 
not to be used unless, during the 
specified period, the beneficiary is 
entitled to that degree of use, posses
sion, and enjoyment of the property 
that an outright owner would be enti
tled to exercise during a similar peri
od of time. 

(B) Diversions of income and cor
pus. A standard section 7520 income 
factor for an ordinary income interest 
is not to be used to value an income 
interest or similar interest in property 
for a term of years or for one or 
more measuring lives if-

(1) The trust, will, or other govern
ing instrument requires or permits the 
beneficiary's income or other enjoy
ment to be withheld, diverted, or 
accumulated for another person's 
benefit without the consent of the 
income beneficiary; or 

(2) The governing instrument re
quires or permits trust corpus to be 
withdrawn from the trust for another 
person's benefit during the income 
beneficiary's term of enjoyment with
out the consent of and accountability 
to the income beneficiary for such 
diversion. 

(iii) Remainder and reversionary 
interests. A standard section 7520 re
mainder interest factor for an ordi
nary remainder or reversionary inter
est is not to be used to determine the 
present value of a remainder or rever
sionary interest (whether in trust or 
otherwise) unless, consistent with the 
preservation and protection that the 
law of trusts would provide for a 
person who is unqualifiedly designat
ed as the remainder beneficiary of a 
trust for a similar duration, the effect 
of the administrative and dispositive 
provisions for the interest or interests 
that precede the remainder or rever
sionary interest is to assure that the 
property will be adequately preserved 
and protected from erosion, invasion, 
depletion, or damage until the re
mainder or reversionary interest takes 
effect in possession and enjoyment. 
This degree of preservation and pro
tection is provided only if it was the 
transferor's intent, as manifested by 

the provisions of the arrangement and 
the surrounding circumstances, that 
the entire disposition provide the re
mainder or reversionary beneficiary 
with an undiminished interest in the 
property transferred. 

(iv) Pooled income fund interests. 
In general, pooled income funds are 
created and administered to achieve a 
special rate of return. A beneficial 
interest in a pooled income fund is 
not ordinarily valued using a standard 
section 7520 income or remainder in
terest factor. The present value of a 
beneficial interest in a pooled income 
fund is determined according to rules 
and special remainder factors pre
scribed in § 1.642(c)-6. 

(3) Mortality component. The mor
tality component prescribed under 
section 7520 is not to be used to 
determine the present value of an 
annuity, income interest, remainder 
interest, or reversionary interest if an 
individual who is a measuring life for 
the interest dies or is terminally iII at 
the time of the transaction. For pur
poses of this paragraph (b)(3), an 
individual who is known to have an 
incurable illness or other deteriorating 
physical condition is considered ter
minally iII if there is at least a 50 
percent probability that the individual 
will die within 1 year. 

(4) Examples. The provisions of 
this paragraph (b) are illustrated by 
the following examples: 

Example 1. Annuity funded with unproduc
tive property. The taxpayer transfers corpora
tion stock worth $1,000,000 to a trust. The 
trust provides for a 6 percent ($60,000 per 
year) annuity in cash or other property to be 
paid to a charitable organization for 25 years 
and for the remainder to be distributed to the 
donor's child. The trust specifically authorizes, 
but does not require, the trustee to retain the 
shares of stock. The section 7520 interest rate 
for the month of the transfer is 8.2 percent. 
The corporation has paid no dividends on this 
stock during the past 5 years, and there is no 
indication that this policy will change in the 
near future. Under applicable state law, the 
corporation is considered to be a sound invest
ment for a trust with diversified investments 
because the corporation's practice of retaining 
its earnings has caused the value of the corpo
ration stock to grow commensurately each 
year. Considering the 6 percent annuity payout 
rate and the 8.2 percent section 7520 interest 
rate, the trust corpus is considered sufficient to 
pay this annuity for the entire 25-year term of 
the trust, or even indefinitely. Thus, though the 
trust assets not likely to earn dividend income 
during the term of the trust, the assets would 
be assumed to appreciate at the rate of 8.2 
percent per year if there were no income. 
Therefore, the trust's sole investment in this 
corporation is not expected to adversely affect 
the interest of either the annuitant or the 



remainder beneficiary. Although it appears that 
neither beneficiary would be able to compel the 
trustee to make the trust corpus produce invest
ment income, the annuity interest in this case is 
considered to be an ordinary annuity interest, 
and the standard section 7520 annuity factor 
may be used to determine the present value of 
the annuity. In this case, the section 7520 
annuity factor would represent the right to 
receive $1.00 per year for a term of 25 years. 

Example 2. Terminal illness. The taxpayer 
transfers property worth $1,000,000, to a char
itable remainder unitrust described in section 
664(d)(2) and § 1.664-3. The trust provides for 
a fixed-percentage 7 percent unitrust benefit 
(each annual payment is equal to 7 percent of 
the trust assets as valued at the beginning of 
each year) to be paid quarterly to an individual 
beneficiary for life and for the remainder to be 
distributed to a charitable organization. At the 
time the trust is created, the individual benefi
ciary is age 60 and has been diagnosed with an 
incurable illness and there is at least a 50 
percent probability of the individual dying 
within 1 year. Because there is at least a 50 
percent probability that this beneficiary will die 
within 1 year, the standard section 7520 uni
trust remainder factor for a person age 60 from 
the valuation tables may not be used to deter
mine the present value of the charitable re
mainder interest. Instead, a special unitrust 
remainder factor must be computed that is 
based on the section 7520 interest rate and that 
takes into account the projection of the indi
vidual beneficiary's actual life expectancy. 

(5) Additional limitations. Section 
7520 does not apply to the extent 
provided by the Internal Revenue Ser
vice in revenue rulings or revenue 
procedures. 

(6) Effective date. The provisions 
of paragraph (b) of this section are 
effective with respect to transactions 
after the date these regulations are 
published as final regulations in the 
Federal Register. 

PART 20-ESTATE TAX; 
ESTATES OF DECEDENTS DYING 
AFTER AUGUST 16, 1954 

Par. 3. The authority citation for 
part 20 continues to read in part as 
follows: 

Authority: 26 U.S.C. 7805 *** 
Par. 4. Section 20.7520-3 is amend

ed by adding the text of paragraph 
(b) to read as follows: 

§ 20.7520-3 Limitation on the 
application of section 7520. 

* * * * * 
(b) Other limitations on the appli

cation of section 7520-(1) In gener
al-(i) Ordinary beneficial interests. 
For purposes of this section: 

(A) An ordinary annuity interest is 
the right to receive a fixed dollar 
amount at the end of each year dur-

ing one or more measuring lives or 
for some other defined period. A 
standard section 7520 annuity factor 
for an ordinary annuity interest repre
sents the present worth of the right to 
receive $1.00 per year for a defined 
period, using the interest rate pre
scribed under section 7520 for the 
appropriate month. If an annuity in
terest is payable more often than 
annually or is payable at the begin
ning of each period, a special adjust
ment must be made in any computa
tion with a standard section 7520 
annuity factor. 

(B) An ordinary income interest is 
the right to receive the income from 
or the use of property during one or 
more measuring lives or for some 
other defined period. A standard sec
tion 7520 income factor for an ordi
nary income interest represents the 
present worth of the right to receive 
the income from $1.00 for a defined 
period, using the interest rate pre
scribed under section 7520 for the 
appropriate month. 

(C) An ordinary remainder or re
versionary interest is the right to re
ceive an interest in property at the 
end of one or more measuring lives 
or for some other defined period. A 
standard section 7520 remainder fac
tor for an ordinary remainder or 
reversionary interest represents the 
present worth of the right to receive 
$1.00 at the end of a defined period, 
using the interest rate prescribed un
der section 7520 for the appropriate 
month. 

(ii) Certain restricted beneficial in
terests. A restricted beneficial interest 
is an annuity, income, remainder, or 
reversionary interest that is subject to 
any contingency, power, or other re
striction, whether the restriction is 
provided for by the terms of the 
trust, will, or other governing instru
ment or is caused by other circum
stances. In general, a standard section 
7520 annuity, income, or remainder 
factor may not be used to value a 
restricted beneficial interest. Howev
er, a special section 7520 annuity, 
income, or remainder factor may be 
used to value a restricted beneficial 
interest under some circumstances. 
See Example 4 in § 20.7520-
3(b)(2)(iv) and Example 2 in 
§ 20.7520-3(b)(4), which illustrate sit
uations where special section 7520 
actuarial factors are needed to take 
into account limitations on beneficial 

interests. See § 20.7520-1(c) for re
questing a special factor from the 
Internal Revenue Service. 

(iii) Other beneficial interests. If, 
under the provisions of § 20.7520-
3(b), the interest rate and mortality 
components prescribed under section 
7520 are not applicable in determin
ing the value of any annuity, income, 
remainder, or reversionary interest, 
the actual fair market value of the 
interest (determined without regard to 
section 7520) is based on all of the 
facts and circumstances if and to the 
extent permitted by the Code provi
sion applicable to the property inter
est. 

(2) Provisions of governing instru
ment and other limitations on source 
of payment-(i) Annuities. A stan
dard section 7520 annuity factor is 
not to be used to determine the 
present value of an annuity for a 
specified term of years or the life of 
one or more individuals unless the 
effect of the trust, will, or other 
governing instrument is to ensure that 
the annuity will be paid for the entire 
defined period. In the case of an 
annuity payable from a trust or other 
limited fund, the annuity is not con
sidered payable for the entire defined 
period if, considering the applicable 
section 7520 interest rate, the annuity 
is expected to exhaust the fund before 
the last possible annuity payment is 
made in full. For this purpose, it 
must be assumed that it is possible 
for each measuring life to survive 
until age 110, because every standard 
section 7520 annuity factor is calcu
lated on the basis of that assumption. 
If it is determined that the trust or 
other fund from which an annuity is 
to be paid may exhaust before the 
end of the defined period of the 
annuity, it will be necessary to calcu
late a special section 7520 annuity 
factor that takes into account the 
facts and circumstances that may ex
haust the trust or fund. 

(ii) Income and Similar Interests
(A) Beneficial enjoyment. A standard 
section 7520 income factor for an 
ordinary income interest is not to be 
used to determine the present value of 
an income or similar interest in trust 
for a term of years, or for the life of 
one or more individuals, unless the 
effect of the trust, will, or other 
governing instrument is to provide the 
income beneficiary with that degree 
of beneficial enjoyment of the prop-
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erty during the term of the income 
interest that the principles of the law 
of trusts accord to a person who is 
unqualifiedly designated as the in
come beneficiary of a trust for a 
similar period of time. This degree of 
beneficial enjoyment is provided only 
if it was the transferor's intent, as 
manifested by the provisions of the 
governing instrument and the sur
rounding circumstances, that the trust 
provide an income interest for the 
income beneficiary during the speci
fied period of time that is consistent 
with the value of the trust corpus and 
with its preservation. In determining 
whether a trust arrangement evidences 
that intention, the treatment required 
or permitted with respect to individu
al items must be considered in rela
tion to the entire system provided for 
in the administration of the subject 
trust. Similarly, in determining the 
present value of the right to use 
tangible property (whether or not in 
trust) for one or more measuring lives 
or other specified period of time, the 
interest rate component prescribed 
under section 7520 and § 20.7520-1 is 
not to be used unless, during the 
specified period, the beneficiary is 
entitled to that degree of use, posses
sion, and enjoyment of the property 
that an outright owner would be enti
tled to exercise during a similar peri
od of time. 

(B) Diversions of income and cor
pus. A standard section 7520 income 
factor for an ordinary income interest 
is not to be used to value an income 
interest or similar interest in property 
for a term of years, or for one or 
more measuring lives, if-

(1) The trust, will, or other govern
ing instrument requires or permits the 
beneficiary's income or other enjoy
ment to be withheld, diverted, or 
accumulated for another person's 
benefit without the consent of the 
income beneficiary; or 

(2) The governing instrument re
quires or permits trust corpus to be 
withdrawn from the trust for another 
person's benefit without the consent 
of the income beneficiary during the 
income beneficiary's term of enjoy
ment and without accountability to 
the income beneficiary for such diver
sion. 

(iii) Remainder and reversionary 
interests. A standard section 7520 re
mainder interest factor for an ordi
nary remainder or reversionary inter-
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est is not to be used to determine the 
present value of a remainder or rever
sionary interest (whether in trust or 
otherwise) unless, consistent with the 
preservation and protection that the 
law of trusts would provide for a 
person who is unqualifiedly designat
ed as the remainder beneficiary of a 
trust for a similar duration, the effect 
of the administrative and dispositive 
provisions for the interest or interests 
that precede the remainder or rever
sionary interest is to assure that the 
property will be adequately preserved 
and protected from erosion, invasion, 
depletion, or damage until the re
mainder or reversionary interest takes 
effect in possession and enjoyment. 
This degree of preservation and pro
tection is provided only if it was the 
transferor's intent, as manifested by 
the provisions of the arrangement and 
the surrounding circumstances, that 
the entire disposition provide the re
mainder or reversionary beneficiary 
with an undiminished interest in the 
property transferred. 

(iv) Pooled income fund interests. 
In general, pooled income funds are 
created and administered to achieve a 
special rate of return. A beneficial 
interest in a pooled income fund is 
not ordinarily valued using a standard 
section 7520 income or remainder in
terest factor. The present value of a 
beneficial interest in a pooled income 
fund is determined according to rules 
and special remainder factors pre
scribed in § 1.642(c)-6 of this chapter 
(Income Tax Regulations). 

(v) Examples. The provisions of 
this paragraph (b )(2) are illustrated by 
the following examples: 

Example 1. Unproductive property. The de· 
cedent's will provides for a bequest of corpora· 
tion stock to a trust under the terms of which 
all of the trust income is payable to the 
decedent's child for life. After the death of the 
life income beneficiary, the trust is to terminate 
and the trust property is to be distributed to 
the decedent's grandchild. The trust specifically 
authorizes, but does not require, the trustee to 
retain the shares of stock. The corporation has 
paid no dividends on this stock during the past 
5 years, and there is no indication that this 
policy will change in the near future. Under 
applicable state law, the corporation is consid
ered to be an adequately sound growth invest
ment for a trust with diversified investments 
because the corporation's practice of retaining 
its earnings has caused the value of the corpo
ration stock to increase commensurately each 
year: The facts and circumstances, including 
applicable state law, indicate that the life 
income beneficiary would not be able to com
pel the trustee to make the trust corpus produc
tive in conformity with the requirements for a 

lifetime trust income interest under applicable 
local law. Therefore, the life income interest in 
this case is considered nonproductive. Conse
quently, the income interest may not be valued 
actuarially under this section. 

Example 2. Beneficiary's right to make trust 
productive. The facts are the same as in 
Example 1, except that the trustee is not 
specifically authorized to retain the shares of 
stock. Further, the terms of the trust specifical
ly provide that the life income beneficiary may 
require the trustee to make the trust corpus 
productive consistent with income yield stan
dards for trusts under applicable state law. 
Under that law, the minimum rate of income 
that a productive trust may produce is substan
tially below the section 7520 interest rate for 
the month of the decedent's death. In this case, 
because the income beneficiary has the right to 
compel the trustee to make the trust productive 
for purposes of applicable local law during the 
beneficiary's lifetime, the income interest is 
considered an ordinary income interest for 
purposes of this paragraph, and the standard 
section 7520 life income interest factor may be 
used to determine the present value of the 
income interest. 

Example 3. Discretionary invasion of corpus. 
The decedent transfers property to a trust 
under the terms of which all of the trust 
income is to be paid to the decedent's child for 
life and the remainder of the trust is to be 
distributed to a grandchild. The trust authoriz
es the trustee without restriction to distribute 
corpus to the decedent's surviving spouse for 
the spouse's comfort and happiness. In this 
case, because the trustee's power to invade 
trust corpus is unrestricted, the exercise of the 
power could result in the termination of the 
income interest at any time. Consequently, the 
income interest is not considered an ordinary 
income interest for purposes of this paragraph, 
and may not be valued actuarially under this 
section. 

Example 4. Limited invasion of corpus. The 
decedent bequeaths property to a trust under 
the terms of which all of the trust income is to 
be paid to the decedent's child for life and the 
remainder is to be distributed to the decedent's 
grandchild. The trust authorizes the child to 
withdraw up to $5,000 per year from the trust 
corpus. In this case, the child's power to 
invade trust corpus is limited to an ascertain
able amount each year. Annual invasions of 
any amount would be expected to progressively 
diminish the property from which the child's 
income is paid. Consequently, the income inter
est is not considered an ordinary income inter
est for purposes of this paragraph, and the 
standard section 7520 income interest factor 
may not be used to determine the present value 
of the income interest. Nevertheless, the 
present value of the child's income interest is 
ascertainable by making a special actuarial 
calculation that would take into account not 
only the initial value of the trust corpus, the 
section 7520 interest rate for the month of the 
transfer, and the mortality component for the 
child's age, but also the assumption that the 
trust corpus will decline at the rate of $5,000 
each year during the child's lifetime. The 
child's right to receive an amount not in excess 
of $5,000 per year may be separately valued in 
this instance and, assuming the trust corpus 
would not exhaust before the child would 
attain age 110, would be considered an ordi
nary annuity interest. 



Example 5. Power to consume. The decedent 
devises a life estate in 3 parcels of real estate to 

the surviving spouse with the remainder to a 
child. The decedent also confers upon the 
spouse an unrestricted power to consume the 
property, which includes the right to sell part 
or all of the property and to use the proceeds 
for the spouse's support, comfort, happiness, 
and other purposes. Any portion of the proper
ty or its sale proceeds remaining at the death of 
the surviving spouse is to vest by operation of 
law in the child at that time. In this case, the 
surviving spouse's power to consume the cor
pus is unrestricted, and the exercise of the 
power could entirely exhaust the remainder 
interest during the life of the spouse. Conse
quently, the remainder interest is not consid
ered an ordinary remainder interest for pur
poses of this paragraph and may not be valued 
actuarially under this section. 

(3) Mortality component. (i) Ter
minal illness cases. Except as provid
ed in paragraph (b )(3 )(ii) of this sec
tion, the mortality component 
prescribed under section 7520 is not 
to be used to determine the present 
value of an annuity, income interest, 
remainder interest, or reversionary in
terest if an individual who is a mea
suring life dies or is terminally ill at 
the time of the decedent's death. For 
purposes of this paragraph (b)(3), an 
individual who is known to have an 
incurable illness or other deteriorating 
physical condition is considered ter
minally ill if there is at least a 50 
percent probability that the individual 
will die within 1 year. 

(ii) Exceptions. If, in the case of 
the allowance of the credit for tax on 
a prior transfer under section 2013, 
the tax in the transferor's estate was 
finally determined without regard to 
the fact that one or more measuring 
lives were terminally ill at the time of 
the transferor's death, the value of 
any transferred interest dependent on 
any of those lives shall be determined 
for purposes of section 2013 without 
regard to the fact that those measur
ing lives were terminally ill. In addi
tion, the value of a decedent's rever
sionary interest under section 2037(b) 
or 2042(2) shall be determined with
out regard to the physical condition 
of the decedent immediately before 
death. 

(4) Examples. The provisions of 
paragraph (b )(3) of this section are 
illustrated by the following examples: 

Example 1. Simultaneous deaths. !he dece
dent's will establishes a trust to pay Income to 

the decedent's surviving spouse for life. The 
will provides that, upon the spouse's death, or 
if the spouse fails to survive the decedent, t~e 
trust property is to pass to the decedent s 
children. The decedent and the decedent's 
spouse die simultaneously in an accident under 

circumstances in which it was impossible to 
determine who survived the other. Applicable 
state law presumes that the decedent died first 
with the result that the property interest is 
considered to have passed in trust for the 
benefit of the spouse for life, after which the 
remainder is to be distributed to the decedent's 
children. Therefore, the spouse's life income 
interest may not be valued under this section. 

Example 2. Terminal illness. The decedent 
bequeaths $1,000,000 to a trust under the terms 
of which the trustee is to pay $103,000 per year 
to a charitable organization during the life of 
the decedent's child. Upon the death of the 
child, the remainder in the trust is to be 
distributed to the decedent's grandchild. The 
child, who is age 60, has been diagnosed with 
an incurable illness, and there is at least a 50 
percent probability of the child dying within 1 
year. The section 7520 interest rate for the 
month of the decedent's death is 10.6 percent. 
The standard life annuity factor for a person 
age 60 (7.4230) may not be used to determine 
the present value of the charitable organiza
tion's annuity interest because there is at least a 
50 percent probability that the measuring life 
will die within 1 year. Instead, a special section 
7520 annuity factor must be computed that 
takes into account the projection of the child's 
actual life expectancy. 

(5) Additional Limitations. Section 
7520 does not apply to the extent 
provided by the Internal Revenue Ser
vice in revenue rulings or revenue 
procedures. 

(6) Effective date. The provisions 
of this paragraph (b) are effective 
with respect to estates of decedents 
dying after the date these regulations 
are published as final regulations in 
the Federal Register. 

PART 25-GIFT TAX; GIFTS 
MADE AFTER DECEMBER 31, 
1954 

Par. 5. The authority citation for 
part 25 continues to read in part as 
follows: 

Authority: 26 U.S.C. 7805 *** 
Par. 6. Section 25.7520-3 is amend

ed by adding the text of paragraph 
(b) to read as follows: 

§ 25.7520-3 Limitation on the 
application of section 7520. 

* * * * * 
(b) Other limitations on the appli

cation of section 7520-(1) In gener
al-(i) Ordinary beneficial interests. 
For purposes of this section: 

(A) An ordinary annuity interest is 
the right to receive a fixed dollar 
amount at the end of each year dur
ing one or more measuring lives or 
for some other defined period. A 
standard section 7520 annuity factor 
for an ordinary annuity interest repre-

sents the present worth of the right to 
receive $1.00 per year for a defined 
period, using the interest rate pre
scribed under section 7520 for the 
appropriate month. If an annuity in
terest is payable more often than 
annually or is payable at the begin
ning of each period, a special adjust
ment must be made in any computa
tion with a standard section 7520 
annuity factor. 

(B) An ordinary income interest is 
the right to receive the income from 
or the use of property during one or 
more measuring lives or for some 
other defined period. A standard sec
tion 7520 income factor for an ordi
nary income interest represents the 
present worth of the right to receive 
the income from $1.00 for a defined 
period, using the interest rate pre
scribed under section 7520 for the 
appropriate month. However, in the 
case of certain gifts made after Octo
ber 8, 1990, if the donor does not 
retain a qualified annuity, unitrust, or 
reversionary interest, the value of any 
interest retained by the donor is con
sidered to be zero if the remainder 
beneficiary is a member of the do
nor's family. See § 25.2702-2. 

(C) An ordinary remainder or re
versionary interest is the right to re
ceive an interest in property at the 
end of one or more measuring lives 
or for some other defined period. A 
standard section 7520 remainder fac
tor for an ordinary remainder or 
reversionary interest represents the 
present worth of the right to receive 
$1.00 at the end of a defined period, 
using the interest rate prescribed un
der section 7520 for the appropriate 
month. 

(ii) Certain restricted beneficial in
terests. A restricted beneficial interest 
is an annuity, income, remainder, or 
reversionary interest that is subject to 
any contingency, power, or other re
striction, whether the restriction is 
provided for by the terms of the 
trust, will, or other governing instru
ment or is caused by other circum
stances. In general, a standard section 
7520 annuity, income, or remainder 
factor may not be used to value a 
restricted beneficial interest. Howev
er, a special section 7520 annuity, 
income, or remainder factor may be 
used to value a restricted beneficial 
interest under some circumstances. 
See Examples 3, 4, and 5 In 
§ 25.7520-3(b)(2)(iv) and the Exam-
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pie in § 25.7520-3(b)(4), which illus
trate situations in which special sec
tion 7520 actuarial factors are needed 
to take into account limitations on 
beneficial interests. See § 25.7520-
l(c) for requesting a special factor 
from the Internal Revenue Service. 

(iii) Other beneficial interests. If, 
under the provisions of § 25.7520-
3(b), the interest rate and mortality 
components prescribed under section 
7520 are not applicable in determin
ing the value of any annuity, income, 
remainder, or reversionary interest, 
the actual fair market value of the 
interest (determined without regard to 
section 7520) is based on all of the 
facts and circumstances if and to the 
extent permitted by the Internal Reve
nue Code provision applicable to the 
property interest. 

(2) Provisions of governing instru
ment and other limitations on source 
of payment-(i) Annuities. A stan
dard section 7520 annuity factor is 
not to be used to determine the 
present value of an annuity for a 
specified term of years or the life of 
one or more individuals unless the 
effect of the trust, will, or other 
governing instrument is to ensure that 
the annuity will be paid for the entire 
defined period. In the case of an 
annuity payable from a trust or other 
limited fund, the annuity is not con
sidered payable for the entire defined 
period if, considering the applicable 
section 7520 interest rate, the annuity 
is expected to exhaust the fund before 
the last possible annuity payment is 
made in full. For this purpose, it 
must be assumed that it is possible 
for each measuring life to survive 
until age 110, because every standard 
section 7520 annuity factor is calcu
lated on the basis of that assumption. 
If it is determined that the trust or 
other fund from which an annuity is 
to be paid may exhaust before the 
end of the defined period of the 
annuity, it will be necessary to calcu
late a special section 7520 annuity 
factor that takes into account the 
facts and circumstances that may ex
haust the trust or fund. 

(ii) Income and similar interests
(A) Beneficial enjoyment. A standard 
section 7520 income factor for an 
ordinary income interest is not to be 
used to determine the present value of 
an income or similar interest in trust 
for a term of years, or for the life of 
one or more individuals, unless the 
effect of the trust, will, or other 
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governing instrument is to provide the 
income beneficiary with that degree of 
beneficial enjoyment of the property 
during the term of the income interest 
that the principles of the law of trusts 
accord to a person who is unqualified
ly designated as the income beneficiary 
of a trust for a similar period of time. 
This degree of beneficial enjoyment is 
provided only if it was the transferor's 
intent, as manifested by the provisions 
of the governing instrument and the 
surrounding circumstances, that the 
trust provide an income interest for 
the income beneficiary during the 
specified period of time that is consis
tent with the value of the trust corpus 
and with its preservation. In determin
ing whether a trust arrangement evi
dences that intention, the treatment 
required or permitted with respect to 
individual items must be considered in 
relation to the entire system provided 
for in the administration of the sub
ject trust. Similarly, in determining 
the present value of the right to use 
tangible property (whether or not in 
trust) for one or more measuring lives 
or other specified period of time, the 
interest rate component prescribed 
under section 7520 and § 25.7520-1 is 
not to be used unless, during the 
specified period, the beneficiary is 
entitled to that degree of use, posses
sion, and enjoyment of the property 
that an outright owner would be enti
tled to exercise during a similar peri
od of time. 

(B) Diversions of income and cor
pus. A standard section 7520 income 
factor for an ordinary income interest 
is not to be used to value an income 
interest or similar interest in property 
for a term of years, or for one or 
more measuring lives, if-

(1) The trust, will, or other govern
ing instrument requires or permits the 
beneficiary's income or other enjoy
ment to be withheld, diverted, or 
accumulated for another person's 
benefit without the consent of the 
income beneficiary; or 

(2) The governing instrument re
quires or permits trust corpus to be 
withdrawn from the trust for another 
person's benefit without the consent 
?f the income beneficiary during the 
Income beneficiary's term of enjoy
ment and without accountability to 
the income beneficiary for such diver
sion. 

. (iii) Remainder and reversionary 
Interests. A standard section 7520 

remainder interest factor for an ordi
nary remainder or reversionary in
terest is not to be used to determine 
the present value of a remainder or 
reversionary interest (whether in trust 
or otherwise) unless, consistent with 
the preservation and protection that 
the law of trusts would provide for 
a person who is unqualifiedly desig
nated as the remainder beneficiary of 
a trust for a similar duration, the 
effect of the administrative and dis
positive provisions for the interest or 
interests that precede the remainder 
or reversionary interest is to assure 
that the property will be adequately 
preserved and protected from erosion, 
invasion, depletion, or damage until 
the remainder or reversionary interest 
takes effect in possession and enjoy
ment. This degree of preservation and 
protection is provided only if it was 
the transferor's intent, as manifested 
by the provisions of the arrangement 
and the surrounding circumstances, 
that the entire disposition provide the 
remainder or reversionary beneficiary 
with an undiminished interest in the 
property transferred. 

(iv) Pooled income fund interests. 
In general, pooled income funds are 
created and administered to achieve a 
special rate of return. A beneficial 
interest in a pooled income fund is 
not ordinarily valued using a standard 
section 7520 income or remainder in
terest factor. The present value of a 
beneficial interest in a pooled income 
fund is determined according to rules 
and special remainder factors pre
scribed in § 1.642(c)-6 of this chapter 
(Income Tax Regulations). 

(v) Examples. The provisions of 
this paragraph (b)(2) are illustrated by 
the following examples: 

Example 1. Unproductive property. The do
nor transfers corporation stock to a trust under 
the terms of which all of the trust income is 
payable to a child for life. After the death of 
the life income beneficiary, the trust is to 
terminate and the trust property is to be 
distributed to a grandchild. The trust specifical
ly authorizes, but does not require, the trustee 
to retain the shares of stock. The corporation 
has paid no dividends on this stock during the 
past 5 years, and there is no indication that this 
policy will change in the near future. Under 
applicable state law, the corporation is consid
ered to be an adequately sound growth invest
ment for a trust with diversified investments 
because the corporation's practice of retaining 
its earnings has caused the value of the corpo
ration stock to increase commensurately each 
year: The facts and circumstances, including 
applicable state law, indicate that the income 
beneficiary would not have the legal right to 



compel the trustee to make the trust corpus 
productive in conformity with the requirements 
for a lifetime trust income interest under appli
cable local law. Therefore, the life income 
interest in this case is considered nonproduc
tive. Consequently, the income interest may not 
be valued actuarially under this section. 

Example 2. Beneficiary'S right to make trust 
productive. The facts are the same as in 
Example 1, except that the trustee is not 
specifically authorized to retain the shares of 
corporation stock. Further, the terms of the 
trust specifically provide that the life income 
beneficiary may require the trustee to make the 
trust corpus productive consistent with income 
yield standards for trusts under applicable state 
law. Under that law, the minimum rate of 
income that a productive trust may produce is 
substantially below the section 7520 interest 
rate on the valuation date. In this case, because 
the income beneficiary has the right to compel 
the trustee to make the trust productive for 
purposes of applicable local law during the 
beneficiary's lifetime, the income interest is 
considered an ordinary income interest for 
purposes of this paragraph, and the standard 
section 7520 life income factor may be used to 
determine the value of the income interest. 
However, in the case of gifts made after 
October 8, 1990, if the donor was the life 
income beneficiary, the value of the income 
interest would be considered to be zero in this 
situation. See § 25.2702-2. 

Example 3. Annuity trust funded with un
productive property. The donor, who is age 60, 
transfers corporation stock worth $1,000,000 to 
a trust. The trust will pay a 6 percent ($60,000 
per year) annuity in cash or other property to 
the donor for 10 years or until the donor's 
prior death. Upon the termination of the trust, 
the trust property is to be distributed to the 
donor's child. The section 7520 rate for the 
month of the transfer is 8.2 percent. The 
corporation has paid no dividends on the stock 
during the past 5 years, and there is no 
indication that this policy will change in the 
near future. Under applicable state law, the 
corporation is considered to be a sound invest
ment for a trust with diversified investments 
because the corporation's practice of retaining 
its earnings has caused the value of the corpo
ration stock to grow commensurately each 
year. Considering the 6 percent annuity payout 
rate and the 8.2 percent section 7520 interest 
rate, the trust corpus is considered sufficient to 
pay this annuity for the entire IO-year term of 
the trust, or even indefinitely. Thus, though the 
trust assets not likely to earn dividend income 
during the term of the trust, the assets would 
be assumed to appreciate at the rate of 8.2 
percent per year if there were no income. 
Therefore, the trust's sole investment in this 
corporation is not expected to adversely affect 
the interest of either the annuity beneficiary or 
the remainder beneficiary. The trust specifically 
authorizes, but does not require, the trustee to 
retain the shares of stock. Although it appears 
that neither beneficiary would be able to com
pel the trustee to make the trust corpus pro
duce investment income, the annuity interest in 
this case is considered to be an ordinary 
annuity interest, and a section 7520 annuity 
factor may be used to determine the present 
value of the annuity. In this case, the section 
7520 annuity factor would represent the right 
to receive $1.00 per year for a term of 10 years 
or the prior death of a person age 60. 

Example 4. Unitrust funded with unproduc
tive property. The facts are the same as in 
Example 3, except that the donor has retained 
a unitrust interest equal to 7 percent of the 
value of the trust property, valued as of the 
beginning of each year. Although the trust 
corpus is nonincome producing, the present 
value of the donor's retained unitrust interest 
may be determined by using the section 7520 
unit rust factor for a term of years or a prior 
death. 

Example 5. Eroding corpus in an annuity 
trust. The donor, who is age i.i0 and in normal 
health, transfers property worth $1,000,000 to 

a trust. The trust will pay a 10 percent 
($100,000 per year) annuity to a charitable 
organization for the life of the donor, and the 
remainder is to be distributed to the donor's 
child. The section 7520 rate for the month of 
the transfer is 6.8 percent. Because the 10 
percent annuity payout rate exceeds the 6.8 
percent income and growth rate that the trust is 
expected to experience each year, the annuity 
payout must be assumed to progressively erode 
the corpus. Using an interest rate of 6.8 
percent, an annuity payout of $100,000 per 
year will exhaust a $1,000,000 trust corpus in 
18 years. The final payment at the end of the 
18th year will consist of a partial payment of 
$32,712. Under section 7520, the standard life 
annuity factors are based on the assumption 
that any person may survive until age 110. This 
means that the standard life annuity factor for 
age 60 (9.8585) takes into account the separate 
probabilities that a person age 60 may survive 
to receive each of 50 different annuity pay
ments. However, in the present case, because 
of the eroding corpus, the person age 60 can be 
assumed to receive no more than 17 $100,000 
annuity payments, regardless how long that 
person might survive. Therefore, the standard 
life annuity factor for a person age 60 (9.8585) 
is not applicable in this case, and special 
section 7520 annuity factors that take into 
account the 18-year limitation on the annuity 
payout must be used. The special annuity 
factor for the present value of the right to 
receive $1.00 per year for 17 years or until the 
prior death of a person age 60 is $8.6121, and 
the special factor for the present value of the 
right to receive $1.00 in 18 years if a person 
age 60 survives is $.1836. The present value of 
the charitable annuity interest is $867,269 
($100,000 x 8.6121 plus $32,712 x .1836). 

(3) Mortality component. The mor
tality component prescribed under 
section 7520 is not to be used to 
determine the present value of an 
annuity, income interest, remainder 
interest, or reversionary interest if an 
individual who is a measuring life 
dies or is terminally ill at the time the 
gift is completed. For purposes of 
this paragraph (b)(3), an individual 
who is known to have an incurable 
illness or other deteriorating physical 
condition is considered terminally ill 
if there is at least a 50 percent proba
bility that the individual will die with
in 1 year. 

(4) Example. The provisions of 
paragraph (b)(3) of this section are 
illustrated by the following example: 

Example. Terminal illness. The donor trans
fers property worth $1,000,000 to a child in 
exchange for the child's promise to pay the 
donor $103,000 per year for the donor's life. 
The donor is age 60 but has been diagnosed 
with an incurable illness and has at least a 50 
percent probability of dying within I year. The 
section 7520 interest rate for the month of the 
transfer is 10.6 percent, and the standard 
annuity factor at that interest rate for a person 
age 60 in normal health is 7.4230. Thus, if the 
donor were not terminally ill, the present value 
of the annuity would be $764,569 ($103,000 x 
7.4230). Because there is at least a 50 percent 
probability that the donor will not survive for I 
more year, the standard section 7520 annuity 
factor may not be used to determine the 
present value of the donor's annuity interest. 
Instead, a special section 7520 annuity factor 
must be computed that takes into account the 
projection of the donor's actual life expectan
cy. 

(5) Additional limitations. Section 
7520 does not apply to the extent 
provided by the Internal Revenue Ser
vice in revenue rulings or revenue 
procedures. 

(6) Effective date. The provisions 
of this paragraph are effective with 
respect to gifts made after the date 
these regulations are published as fi
nal regulations in the Federal Regis
ter. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
June 9, 1994, 8:45 a.m., and published in the 
issue of the Federal Register for June 10, 
1994, 59 F.R. 30180) 

Notice of Proposed Rulemaking and 
Notice of Public Hearing 

Gasoline and Diesel Fuel Excise 
Tax; Rules Relating to Gasohol; Tax 
on Compressed Natural Gas 

PS-66-93 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rule
making and notice of public hearing. 

SUMMAR Y: This document contains 
proposed regulations relating to gaso
hol blending and the taxes on diesel 
fuel and compressed natural gas. This 
document also proposes to remove 
obsolete excise tax regulations. The 
proposed regulations reflect and im
plement certain changes made by the 
Energy Policy Act of 1992 (the Ener
gy Act) and the Omnibus Budget 
Reconciliation Act of 1993 (the 1993 
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Act). The proposed regulations relat
ing to gasoline and diesel fuel affect 
certain blenders, enterers, industrial 
users, refiners, terminal operators, 
and throughputters. The proposed 
regulations relating to compressed 
natural gas affect persons that sell or 
buy compressed natural gas for use as 
a fuel in a motor vehicle or motor
boat. 

DATES: Written comments must be 
submitted by December 19, 1994. 
Outlines of comments to be presented 
at the public hearing scheduled for 
January 11, 1995, must be received 
by December 21, 1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (PS-66-93), 
Room 5228, Internal Revenue Ser
vice, POB 7604, Ben Franklin Sta
tion, Washington, DC 20044. In the 
alternative, submissions may be hand 
delivered between the hours of 8 a.m. 
and 5 p.m. to: CC:DOM:CORP:T:R 
(PS-66-93), Courier's Desk, Internal 
Revenue Service, 1111 Constitution 
Avenue, NW, Washington, DC. The 
public hearing will be held in the IRS 
Auditorium, Seventh Floor, 7400 
Corridor, Internal Revenue Building, 
1111 Constitution Avenue, NW, 
Washington, DC. 

SUPPLEMENT ARY 
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 
Paperwork Reduction Act (44 U.S.c. 
3504(h». Comments on the collec
tions of information should be sent to 
the Office of Management and Budg
et, Attn: Desk Officer for the Depart
ment of the Treasury, Office of In
formation 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 in 
this proposed regulation are in 
§§ 48.4041-21 and 48.6427-10. This 
information is required by the IRS to 
verify compliance with sections 4041 
and 6427 and will be used to deter
mine whether an amount of tax, cred
it, or payment has been computed 
correctly. The likely respondents are 
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businesses and other for-profit organ
izations, including small businesses 
and organizations. 

Estimated total annual reporting 
burden: 10 hours. 

Estimated average annual burden 
per respondent: .1 hour. 

Estimated number of respond
ents: 100 

Estimated annual frequency of re
sponses: On occasion. 

Explanation of provisions 

Background 

Effective January 1, 1994, the 1993 
Act amends section 4081 to impose 
the diesel fuel tax in the same manner 
as the gasoline tax. Thus, tax is 
imposed on (1) the removal of gaso
line and diesel fuel (collectively tax
able fuel) from any refinery, (2) the 
removal of taxable fuel from any 
terminal, (3) the entry of taxable fuel 
into the United States for consump
tion, use, or warehousing, and (4) the 
sale of taxable fuel to an unregistered 
person unless there was a prior tax
able removal, entry, or sale of the 
taxable fuel. However, tax does not 
apply to any entry or removal of 
taxable fuel transferred in bulk to a 
refinery or terminal if the persons 
involved (including the terminal oper
ator) are registered by the IRS. 

Conforming amendments to gasoline 
regulations 

On November 30, 1993, the IRS 
published in the Federal Register (58 
FR 63069 [T.D. 8496, 1993-2 C.B. 
281]) temporary regulations under 
section 4081 relating to the imposition 
of the diesel fuel excise tax for diesel 
fuel that is removed at a terminal 
rack, removed from a refinery, en
tered into the United States, or blend
ed outside of the bulk/transfer termi
nal system. Those rules are similar to 
the rules relating to the removal, 
entry, or blending of gasoline under 
§§ 48.4081-2 and 48.4081-3. 

These proposed regulations general
ly consolidate the rules relating to 
gasoline and diesel fuel into a single 
set of rules applicable to all taxable 
fuel. 

Compressed natural gas 

Effective October 1, 1993, section 
4041(a)(3) (added to the Internal Rev
enue Code by section 13241(e) of the 

1993 Act) imposes a tax on com
pressed natural gas (CNG) that is sold 
for use or used as a fuel in a motor 
vehicle or motorboat. 

The proposed regulations provide 
rules relating to the imposition of, 
and liability for, the tax on eNG. 
These rules are similar to the regUla
tions relating to taxes on special mo
tor fuels imposed by section 4041. 

Gasohol; tolerance rule 

The gasoline tax rate is 18.4 cents 
per gallon (the regular rate). Howev
er, a reduction from the regular rate 
is allowed for gasohol (a gasoline/al
cohol mixture). Before January 1, 
1993, section 4081(c) treated a mix
ture of gasoline and alcohol as gaso
hol only if at least 10 percent of the 
mixture was alcohol. The rate reduc
tion under pre-1993 law was 5.4 cents 
per gallon for gasohol containing 
ethanol and 6 cents per gallon for 
gasohol containing alcohol other than 
ethanol. This was equivalent to a 
subsidy of 54 cents or 60 cents per 
gallon of alcohol used to produce 
gasohol. 

Section 48.4081-6(b)(2) provides a 
special rule for the application of the 
"at least 10 percent" requirement by 
allowing a tolerance for mixtures that 
contain less than 10 percent alcohol 
but at least 9.8 percent alcohol. Un
der the tolerance rule, a portion of 
the mixture equal to the number of 
gallons of alcohol in the mixture 
multiplied by 10 is considered to be 
gasohol. Any excess liquid in the 
mixture is taxed at the regular rate. 
Absent the tolerance rule, pre-1993 
law would have taxed the entire mix
ture at the regular rate. 

The tolerance rule accommodates 
operational problems associated with 
the blending of gasohol. For example, 
blenders may fail to attain the re
quired 10-percent alcohol level be
cause the device used to meter the 
amount of gasoline or alcohol added 
to a tank truck is imprecise or be
cause the high-speed gasoline or alco
hol pump used does not shut off at 
the proper moment. Blenders cannot 
compensate for these errors by aiming 
for an alcohol content in excess of 10 
percent because Environmental Pro
tection Agency (EPA) rules do not 
authorize the sale of gasohol contain
ing more than 10 percent alcohol. 

Effective January 1, 1993, section 
1920 of the Energy Act amended 



section 4081(c) to allow a reduction 
from the regular rate for mixtures 
containing at least 5.7 percent alcohol 
but less than 7.7 percent alcohol (5.7 
percent gasohol) and mixtures con
taining at least 7.7 percent alcohol 
but less than 10 percent alcohol (7.7 
percent gasohol). The 5.4- and 6-
cents-per-gallon rate reductions were 
retained for mixtures containing at 
least 10 percent alcohol (10 percent 
gasohol) and were prorated for 5.7 
percent and 7.7 percent gasohol to 
maintain the subsidy level of 54 cents 
or 60 cents per gallon, respectively, 
for ethanol or other alcohol that is 
mixed with gasoline. 

The proposed regulations continue 
the present tolerance rule for mixtures 
that contain less than 10 percent alco
hol but at least 9.8 percent alcohol. 
However, a similar rule is not extend
ed to mixtures that contain less than 
7.7 or 5.7 percent alcohol because 
blenders can compensate for any op
erational problems by aiming for an 
alcohol content above 7.7 or 5.7 per
cent without violating EPA rules. 

Gasohol; blender credit or payment 

If a gasohol blender produces gaso
hol from gasoline that was taxed at 
the regular rate, section 6427(f) al
lows the gasohol blender to obtain a 
partial credit or payment relating to 
that tax. The proposed regulations 
provide the conditions under which a 
credit or payment under section 
6427(f) will be allowed. 

Gasohol; ETBE 

The regulations under section 40 
provide that alcohol used to produce 
ethyl tertiary butyl ether (ETBE) gen
erally is treated as alcohol for pur
poses of the alcohol fuels credit when 
the ETBE is mixed with gasoline. The 
proposed regulations provide a simi
lar rule with respect to alcohol used 
to produce ETBE for purposes of the 
reduced tax rates for gasohol. 

For example, a gasoline/ETBE 
mixture would qualify as 5.7 percent 
gasohol if the mixture contains 12.7 
percent ETBE and each gallon of 
ETBE is made from .45 gallon of 
alcohol. 

Reliance on these proposed 
regulations 

These regulations are being issued 
in proposed form to provide timely 

guidance to taxpayers and to allow 
interested parties appropriate oppor
tunity to provide comments before 
issuance of final regulations. Al
though final regulations may include 
changes made, for example, in re
sponse to comments, taxpayers may 
rely on the proposed regulations until 
final regulations are issued. For ex
ample, alcohol used to produce ETBE 
is treated as alcohol for purposes of 
the gasohol tax rates. 

Special Analyses 

It has been determined that this 
notice of proposed rulemaking is not 
a significant regulatory action as de
fined in EO 12866. Therefore, a regu
latory assessment is not required. It 
also has been determined that section 
553(b) of the Administrative Proce
dure 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 no
tice of proposed rulemaking will be 
submitted to the Chief Counsel for 
Advocacy of the Small Business Ad
ministration for comment on its im
pact on small business. 

Comments and Public Hearing 

Before these proposed regulations 
are adopted as final regulations, con
sideration 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 sched
uled for Wednesday, January 11, 
1995, at 1 p.m. in the Auditorium, 
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 min
utes before the hearing starts. 

The rules of § 601.60I(a)(3) apply 
to the hearing. 

Persons that have submitted written 
comments by December 19, 1994, and 
want to present oral comments at the 
hearing must submit an outline of the 
topics to be discussed and the time to 
be devoted to each topic by December 
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 
the deadline for receiving outlines has 
passed. Copies of the agenda will be 
available free of charge at the hear
ing. 

List of Subjects in 26 CFR Parts 40 
and 48 

Excise taxes, Reporting and record
keeping requirements. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR parts 40 and 
48 are proposed to be amended as 
follows: 

PART 40-EXCISE TAX 
PROCEDURAL REGULATIONS 

Paragraph 1. The authority citation 
for part 40 continues to read in part 
as follows: 

Authority: 26 U .S.C. 7805 * * * 
Par. 2. Section 40.6302(c)-0 is 

amended by revising the entries for 
§ 40.6302(c)-I(b)(1)(ii), (b)(5)(ii), 
(b)(6)(iii), (c)(2)(iv), and (c)(3)(iii) to 
read as follows: 

§ 40.6302(c)-0 Table of contents. 

* * * * * 
§ 40.6302(c)-1 Use of Government 
depositaries. 

* 
(b) * * * 
(1) * * * 

* * * * 

(ii) Special rule for section 4081 tax 
deposits for September. 

* * * * * 
(5) * * * 
(ii) Special rule for section 4081 tax 

deposits for September. 

* * * * * 
(6) * * * 
(iii) Special rule for section 4081 

tax deposits for September. 

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

* * * * 

(iv) Modification for section 4081 
tax deposits for September. 

(3) * * * 
(iii) Modification for section 4081 

tax deposits for September. 

* * * * * 
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Par. 3. Section 40.6302(c)-1 is 
amended as follows: 

1. Paragraph (a) is amended by 
removing the parenthetical "(relating 
to taxes imposed on gasoline by sec
tion 4081)" from the last sentence 
and adding the parenthetical "(re
lating to section 4081 taxes)" in its 
place. 

2. The heading for paragraph 
(b)(1)(ii) is revised. 

3. Paragraph (b)(1)(ii) is amended 
by removing the parenthetical "(re
lating to gasoline)". 

4. The heading for paragraph 
(b )(5)(ii) is revised. 

5. Paragraph (b)(5)(ii) is amended 
by removing the parenthetical "(re
lating to gasoline)" from the first 
sentence. 

6. Paragraph (b)(6)(ii) is amended 
by removing the parenthetical "(re
lating to deposits of gasoline tax for 
September)" and adding "(relating to 
deposits of section 4081 tax for Sep
tember)" in its place. 

7. The heading for paragraph 
(b)(6)(iii) is revised. 

8. Paragraph (b)(6)(iii)(A), first 
sentence, is amended by removing the 
parenthetical "(relating to gasoline)". 

9. Paragraph (b)(6)(iii)(B), first 
sentence, is amended by removing the 
parenthetical "(relating to gasoline)". 

10. The heading for paragraph 
(c)(2)(iv) is revised. 

11. Paragraph (c)(2)(iv)(A) is 
amended by removing the parentheti
cal "(relating to gasoline)". 

12. The heading for paragraph 
(c)(3)(iii) is revised. 

13. Paragraph (c)(3)(iii)(A) is re
vised by removing the parenthetical 
"(relating to gasoline)". 

14. The revised provisions read as 
follows: 

§ 40.6302(c)-1 Use of Government 
depositaries. 

* * * * * 
(b) * * * (1) * * * 
(ii) Special rule for section 4081 tax 

deposits for September. * * * 
* * * * * 

(5) * * * 
(ii) Special rule for section 4081 tax 

deposits for September. * * * 

* * * * * 
(6) * * * 
(iii) Special rule for section 4081 

tax deposits for September. * * * 
* * * * * 
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(c) * * * 
(2) * * * 
(iv) Modification for section 4081 

tax deposits for September. * * * 
(3) * * * 
(iii) Modification for section 4081 

tax deposits for September. * * * 

* * * * * 
Par. 4. In § 40.6302(c)-4, para

graph (a) is amended by removing the 
parenthetical "(relating to gasoline)". 

Par. 5. In § 40.9999-1, Example 3 
is amended by removing the language 
"diesel fuel" each place it appears 
(including the heading) and adding 
"aviation fuel" in its place. 

PART 48-MANUFACTURERS 
AND RETAILERS EXCISE TAXES 

Par. 6. The authority citation for 
part 48 is amended by removing the 
entries for §§ 48.4041.21 and 
48.4081-2; revising the entry for 
§ 48.4081-4; and adding an entry in 
numerical order to read as follows: 

Authority: 26 U.S.C. 7805 * * * 
Section 48.4081-4 also issued under 

26 U .S.C. 4083(a)(2). * * * 
Section 48.6427-10 also issued un

der 26 U.S.C. 6427(f). 
Par. 7. Section 48.4041-21 is re

vised to read as follows: 

§ 48.4041-21 Compressed natural gas. 

(a) Delivery of compressed natural 
gas into the fuel supply tank of a 
motor vehicle or motorboat-(1) Im
position of tax. Tax is imposed on 
the delivery of compressed natural 
gas (CNG) into the fuel supply tank 
of the propulsion engine of a motor 
vehicle or motorboat unless tax was 
previously imposed on the CNG un
der paragraph (b) of this section. 

(2) Liability for tax. If the delivery 
of the CNG is in connection with a 
sale, the seller of the CNG is liable 
for the tax imposed under paragraph 
(a)(l) of this section. If the delivery 
of the CNG is not in connection with 
a sale, the operator of the motor 
vehicle or motorboat, as the case may 
be, is liable for the tax imposed under 
paragraph (a)(l) of this section. 

(b) Bulk sales of CNG-(l) In gen
eral. Tax is imposed on the sale of 
CNG that is not in connection with 
the delivery of the CNG into the fuel 
supply tank of the propUlsion engine 
of a motor vehicle or motorboat if 
by the time of the sale- ' 

(i) The buyer has given the seller a 
written statement stating that the en
tire quantity of the CNG covered by 
the statement is for use as a fuel in a 
motor vehicle or motorboat; and 

(ii) The seller has given the buyer a 
written acknowledgement of receipt 
of the statement described in para
graph (b)(I)(i) of this section. 

(2) Liability for tax. The seller of 
the CNG is liable for the tax imposed 
under paragraph (b) of this section. 

(c) Exemptions-(l) In general. 
The taxes imposed under this section 
do not apply to a delivery or sale of 
CNG for a use described in 
§ 48.4082-4T(c)(1) through (5)(A) or 
(6) through (11). However, if the 
person otherwise liable for tax under 
this section is the seller of the CNG, 
the exemption under this section ap
plies only if, by the time of sale, the 
seller has an unexpired certificate (de
scribed in this section) from the buyer 
and has no reason to believe any 
information in the certificate is false. 

(2) Certificate; in general. The cer
tificate to be provided by a buyer of 
CNG is to consist of a statement that 
is signed under penalties of perjury 
by a person with authority to bind 
the buyer, should be in substantially 
the same form as the model certifi
cate provided in paragraph (c)(4) of 
this section, and should contain all 
information necessary to complete the 
model certificate. A new certificate 
must be given if any information in 
the current certificate changes. The 
certificate may be included as part of 
any business records normally used to 
document a sale. The certificate ex
pires on the earliest of the following 
dates: 

(i) The date one year after the 
effective date of the certificate (which 
may be no earlier than the date it is 
signed). 

(ii) The date a new certificate is 
provided to the seller. 

(iii) The date the seller is notified 
by the Internal Revenue Service or 
the buyer that the buyer's right to 
provide a certificate has been with
drawn. 

(3) Withdrawal of right to provide 
certificate. The Internal Revenue Ser
vice may withdraw the right of a 
buyer of CNG to provide a certificate 
under this paragraph (c) if the buyer 
uses CNG to which a certificate ap
plies in a taxable use. The Internal 
Revenue Service may notify any seller 



to ~~om the buyer has provided a 
certIfIcate that the buyer's right to 
provide a certificate has been with
drawn. 

(4) Model certificate. 

CERTIFICATE OF PERSON BUY
ING CNG FOR A NONTAXABLE 
USE 
(To support tax-free sales of CNG 
under section 4041 of the Internal 
Revenue Code.) 

Name, address, and employer identi
fication number of seller 
_____ ("Buyer") certifies the 
Name of buyer 
following under penalties of perjury: 

The CNG to which this certificate 
relates will be used in a nontaxable 
use. 

This certificate applies to the fol
lowing (complete as applicable): 

If this is a single purchase certifi
cate, check here __ and enter: 
I. Invoice or delivery ticket number 
2. __ (number of MCFs) 

If this is a certificate covering all 
purchases under a specified account 
or order number, check here 
and enter: 
I. Effective date ____ _ 
2. Expiration date ____ _ 
(period not to exceed 1 year after the 
effective date) 
3. Buyer account or order number 

Buyer will not claim a credit or 
refund under section 6427 of the 
Internal Revenue Code for any CNG 
to which this certificate relates. 

Buyer will provide a new certificate 
to the seller if any information in this 
certificate changes. 

Buyer understands that if Buyer 
violates the terms of this certificate, 
the Internal Revenue Service may 
withdraw Buyer's right to provide a 
certificate. 

Buyer has not been notified by the 
Internal Revenue Service that its right 
to provide a certificate has been with
drawn. In addition, the Internal Rev
enue Service has not notified Buyer 
that the right to provide a certificate 
has been withdrawn from a purchaser 
to which Buyer sells CNG tax free. 

Buyer understands that the fraudu
lent use of this certificate may subject 
Buyer and all parties making any 
fraudulent use of this certificate to a 
fine or imprisonment, or both, to
gether with the costs of prosecution. 

Printed or typed name of person 
signing 

Title of person signing 

Employer identification number 

Address of Buyer 

Signature and date signed 
(d) Rate of tax. The rate of the 

taxes imposed under this section is 
the rate prescribed by section 
4041 (a)(3). 

(e) Effective date. This section is 
effective January 1, 1995. 

Par. 8. Section 48.4081-0 is amend
ed as follows: 

I. The heading is revised. 
2. The entries for §§ 48.4081-I(c) 

and (k) and 48.4081-3(f) are revised. 
3. The headings for §§ 48.4081-1, 

48.4081-2, 48.4081-3, 48.4081-5, 
48.4081-7, and 48.4081-8 are revised. 

4. The revisions read as follows: 

§ 48.4081-0 Taxable fuel; table of 
contents. 

* * * * * 
§ 48.4081-1 Taxable fuel; definitions. 

* * * * 
(c) Blended taxable fuel. 
(k) Taxable fuel registrant. 

* 

§ 48.4081-2 Taxable fuel; tax on 
removal at a terminal rack. 

§ 48.4081-3 Taxable fuel; taxable 
events other than removal at the 
terminal rack. 

(f) Tax on sales of taxable fuel 
within the bulk transfer Iterminal sys
tem. 

§ 48.4081-5 Taxable fuel; notification 
certificate of taxable fuel registrant. 

* * * * * 
§ 48.4081-7 Taxable fuel; conditions 
for, and reporting relating to, refunds 
of taxable fuel tax under section 
4081(e). 

* * * * 
§ 48.4081-8 Taxable fuel; 
measurement. 

* * * * 

* 

* 
Par. 9. Section 48.4081-1 is amend

ed as follows: 
1. The heading for § 48.4081-1 is 

revised. 

2. In paragraphs (a) and (b) the 
language "gasoline" is removed each 
place it appears and "taxable fuel" is 
added in its place. 

3. Paragraph (c) is revised. 
4. In paragraphs (d) through (h), 

the heading and text of paragraph 
(k), and paragraphs (m), (n), (p), (q), 
(r)(l), (s), (u), and (v) the language 
"gasoline" is removed each place it 
appears and "taxable fuel" is added 
in its place. 

5. Paragraph (w) is revised. 
6. The revised provisions read as 

follows: 

§ 48.4081-1 Taxable fuel tax; 
definitions. 

(c) Blended taxable fuel-(l) In 
general. Except as provided in para
graph (c)(2) of this section, blended 
taxable fuel is a mixture of-

(i) Taxable fuel with respect to 
which tax has been imposed under 
section 4041 (a)(l) or 4081(a); and 

(ii) Any substance with respect to 
which tax has not been imposed un
der section 4041(a)(l) or 4081(a), oth
er than a minor amount of a product 
such as carburetor detergent or oxida
tion inhibitor. 

(2) Exception. Gasohol (as defined 
in § 48.4081-6(b)(2», is not blended 
taxable fuel if-

(i) The gasohol is a mixture of
(A) Gasoline with respect to which 

tax was imposed under section 
4081(a) at the gasohol production tax 
rate described in § 48.4081-6(e) (relat
ing to gasohol) or with respect to 
which a valid claim is made under 
section 6427(f); and 

(B) Alcohol (or alcohol and a mi
nor amount of a product such as 
carburetor detergent or oxidation in
hibitor); and 

(ii) The mixture contains-
(A) At least 9.8 percent alcohol by 

volume, without rounding, but not 
more than 10 percent alcohol by vol
ume, without rounding; 

(B) 7.7 percent alcohol by volume, 
without rounding; or 

(C) 5.7 percent alcohol by volume, 
without rounding. 

* * * * * 
(w) Effective date. This section is 

effective January I, 1994. 
Par. 10. Section 48.4081-2 is 

amended as follows: 
1. The heading for § 48.4081-2 is 

revised. 
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2. The language "and" is added 
immediately following the semicolon 
at the end of paragraph (c)(3)(ii). 

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

4. Paragraph (c)(3)(iv) is removed. 

5. Paragraph (e) is revised. 

6. The revised and added provi
sions read as follows: 

§ 48.4081-2 Taxable fuel; tax on 
removal at a terminal rack. 

* 

(c) * * * 
(3) * * * 

* * * * 

(iii) Has no reason to believe that 
any information in the certificate is 
false. 

* * * * * 
(e) Effective date. This section is 

effective January 1, 1994. 

Par. 11. Section 48.4081-3 is 
amended as follows: 

1. The heading for § 48.4081-3 is 
revised. 

2. In paragraphs (a), (d)(I), 
(d)(2)(i), and (d)(2)(ii)(A) the lan
guage "gasoline" is removed each 
place it appears and "taxable fuel" is 
added in its place. 

3. Paragraph (d)(2)(iii) is revised. 

4. The introductory text of para
graph (e)(I) is revised. 

5. In paragraphs (e)(l)(i), (e)(l)(iii), 
and (e)(2)(i) the language "gasoline" 
is removed each place it appears and 
"taxable fuel" is added in its place. 

6. Paragraph (e)(2)(ii) is revised. 
7. In paragraph (e)(2)(iii) the lan

guage "gasoline" is removed each 
place it appears and "taxable fuel" is 
added in its place. 

8. In paragraphs (f)(I) and (f)(2)(i) 
the language "gasoline" is removed 
each place it appears and "taxable 
fuel" is added in its place. 

9. Paragraphs (f)(2)(ii) is revised. 

10. In paragraphs (f)(2)(iii) and 
(g)(l) the language "gasoline" is re
moved each place it appears and 
"taxable fuel" is added in its place. 

II. Paragraph (h) is revised. 

12. The revised provisions read as 
follows: 
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§ 48.4081-3 Taxable fuel; taxable 
events other than removal at the 
terminal rack. 

(d) * * * 
(2) * * * 
(iii) Conditions for avoidance of 

liability. A terminal operator is not 
liable for tax under this paragraph 
(d)(2) if, at the time of the bulk 
transfer, the terminal operator-

(A) Is a taxable fuel registrant; 
(B) Has an unexpired notification 

certificate (described in § 48.4081-5) 
from the position holder; and 

(C) Has no reason to believe that 
any information in the certificate is 
false. 

* * * * * 
(e) * * * (1 ) * * * Except as 

provided in § 48.4081-4 (relating to 
gasoline blendstocks), and § 48.4082-
IT (relating to diesel fuel), a tax on 
taxable fuel is imposed if-

* * * * * 
(2) * * * 
(ii) Conditions for avoidance of li

ability. An owner of taxable fuel is 
not liable for tax under paragraph 
(e)(2)(i) of this section if, at the time 
the taxable fuel is removed from the 
pipeline or vessel, the owner of the 
taxable fuel-

(A) Is a taxable fuel registrant; 
(B) Has an unexpired notification 

certificate (described in § 48.4081-5) 
from the operator of the terminal or 
refinery where the taxable fuel is 
received; and 

(C) Has no reason to believe that 
any information in the certificate is 
false. 

* 
(f) * * * 
(2) * * * 

* * * * 

(ii) Conditions for avoidance of li
ability. A seller is not liable for tax 
under paragraph (f)(2)(i) of this sec
tion if, at the time of the sale, the 
seller-

(A) Is a taxable fuel registrant; 
(B) Has an unexpired notification 

certificate (described in § 48.4081-5) 
from the buyer; and 

(C) Has no reason to believe that 
any information in the certificate is 
false. 

* * * * * 
(h) Effective date. This section is 

effective January 1, 1994. 
Par. 12. Section 48.4081-4 is 

amended as follows: 

1. In paragraphs (b)(1 )(i), (b )(2)(i), 
and (c)(l), the language "gasoline 
registrant" is removed each place it 
appears and "taxable fuel registrant" 
is added in its place. 

2. The language "and" is added 
immediately following the semicolon 
at the end of paragraph (c)(2). 

3. Paragraph (c)(3) is revised. 
4. Paragraph (c)(4) is removed. 
5. In paragraph (d), the language 

"gasoline registrant" is removed and 
"taxable fuel registrant" is added in 
its place. 

6. Paragraph (f) is revised. 
7. The revised provisions read as 

follows: 

§ 48.4081-4 Gasoline tax; special 
rules for gasoline blend stocks. 

(c) * * * 
(3) Has no reason to believe that 

any information in the certificate is 
false. 

* * * * * 
(f) Effective date. This section is 

effective January 1, 1994. 
Par. 13. Section 48.4081-5 is 

amended as follows: 
1. The heading for § 48.4081-5 is 

revised. 
2. In paragraph (a), the first sen

tence in paragraph (b)(l), and para
graph (b)(2), the language "gasoline" 
is removed each place it appears and 
"taxable fuel" is added in its place. 

3. Paragraph (c) is revised. 
4. The revised provisions read as 

follows. 

§ 48.4081-5 Taxable fuel; notification 
certificate of taxable fuel registrant. 

(c) Effective date. This section is 
effective January 1, 1994. 

Par. 14. Section 48.4081-6 is 
amended as follows: 

1. The heading for § 48.4081-6 is 
revised. 

2. In the last sentence of paragraph 
(a), the parenthetical "(which has 
been taxed at a reduced rate)" is 
removed and "that has been taxed at 
a reduced rate" is added in its place. 

3. Paragraph (b)(l)(iii) is added. 
4. Paragraph (b)(2) is revised. 
5. In paragraphs (c)(I)(i) and (ii), 

the language "gasoline registrant" is 
removed each place it appears and 
"taxable fuel registrant" is added in 
its place. 

6. The language "and" is added 
immediately following the semicolon 
at the end of paragraph (c)(I)(ii)(A). 



7. Paragraph (c)(1)(ii)(B) is revised. 
S. Paragraph (c)(I)(ii)(C) is re

moved. 

9. Paragraph (c)(2)(ii) is revised. 
10. In the first sentence of para

graph (d), the language ", provided 
that the alcohol mixture credit al
lowed by section 40 has not been 
taken with respect to the alcohol in 
the gasohol" is added before the end 
thereof. 

lOa. Paragraph (e) is revised. 
11. In paragraphs (f)(1)(i) and (iii), 

the language" 10 percent" is removed 
each place it appears and "5.7 per
cent" is added in its place. 

12. In paragraph (f)(4), Example 1, 
second sentence, the language "ga
sohol" is removed and "10 percent 
gasohol" is added in its place. 

13. In paragraph (f)(4), Example 2, 
fourth sentence, the language "10 
percent" is removed both places it 
appears and "5.7 percent" is added 
in its place. 

14. Paragraphs (g)(2)(i) and (iii) 
are revised. 

15. Paragraph (g)(2)(iv) is added. 
16. Paragraph (h) is revised. 
17. The added and revised provi

sions read as follows: 

§ 48.4081-6 Taxable fuel; gasohol. 

(b) 
(1) 

* 

* * * 
* * * 

* * * * 

(iii) Products derived from alcohol. 
Alcohol includes alcohol described in 
paragraphs (b)(1)(i) and (ii) of this 
section that is chemically transformed 
in producing another product so that 
the alcohol is no longer present as a 
separate chemical in the other prod
uct, provided that there is no signifi
cant loss in the energy content of the 
alcohol. Thus, for example, alcohol 
described in paragraphs (b)(1)(i) and 
(ii) of this section that is used to 
produce ethyl tertiary butyl ether 
(ETBE) in a chemical reaction in 
which there is no significant loss in 
the energy content of the alcohol is 
treated as alcohol when the ETBE is 
mixed with gasoline. 

(2) Gasohol-(i) In general. Gaso
hol is a mixture of gasoline and 
alcohol that is 10 percent gasohol, 7.7 
percent gasohol, or 5.7 percent gaso
hol immediately after the mixture is 

blended. The determination of wheth
er a particular mixture is 10 percent 
gasohol, 7.7 percent gasohol, or 5.7 
percent gasohol is made on a batch
by-batch basis. A batch of gasohol is 
a discrete mixture of gasoline and 
alcohol. If a batch is splash blended, 
the contents of the batch typically 
correspond to a gasoline meter deliv
ery ticket and an alcohol meter deliv
ery ticket, each of which shows the 
number of gallons of liquid delivered 
into the mixture. In such case, the 
volume of each component in a batch 
(without adjustment for temperature) 
ordinarily is determined by the num
ber of metered gallons shown on the 
delivery tickets for the gasoline and 
alcohol delivered. However, if a 
blender adds metered gallons of gaso
line and alcohol to a tank already 
containing more than a minor 
amount of liquid (other than gaso
hol), the determination of whether a 
batch is gasohol and of its type will 
be made by taking into account the 
amount of alcohol and non-alcohol 
fuel contained in the liquid already in 
the tank. Ordinarily, any amount in 
excess of 0.5 percent of the capacity 
of the tank will not be considered 
minor. 

(ii) 10 percent gasohol-(A) In gen
eral. A batch of gasoline/alcohol 
mixture is 10 percent gasohol if it 
contains at least 10 percent alcohol by 
volume, without rounding. 

(B) Batches containing less than 10 
percent but at least 9.8 percent alco
hol. If a batch of mixture contains 
less than 10 percent alcohol but at 
least 9.S percent alcohol, without 
rounding, a portion of the batch is 
considered to be 10 percent gasohol. 
That portion equals the number of 
gallons of alcohol in the batch multi
plied by 10. Any remaining liquid in 
the mixture is excess liquid. If tax 
was imposed on the excess liquid at 
the gasohol production rate (as de
fined in paragraph (e)(1) of this sec
tion), the excess liquid in the batch is 
considered to be gasoline with respect 
to which there is a failure to blend 
into gasohol for purposes of para
graph (g) of this section. Excess liq
uid is considered to be removed be
fore the removal of the gasohol 
portion. If tax was imposed on the 
excess liquid at the rate of tax de
scribed in section 40S1(a), a credit or 
refund under section 6427(f) is not 

allowed with respect to the excess 
liquid. 

(iii) 7.7 percent gasohol. A batch 
of gasoline/alcohol mixture is 7.7 
percent gasohol if and only if it 
contains at least 7.7 percent, but less 
than 9.S percent, alcohol by volume, 
without rounding. 

(iv) 5.7 percent gasohol. A batch 
of gasoline/alcohol mixture is 5.7 
percent gasohol if and only if it 
contains at least 5.7 percent, but less 
than 7.7 percent, alcohol by volume, 
without rounding. 

(v) Examples. This paragraph 
(b )(2) may be illustrated by the fol
lowing examples. In these examples, a 
gasohol blender creates a gasoline/al
cohol mixture by pumping a specified 
amount of gasoline into an empty 
tank. The blender then splash blends 
a specified amount of alcohol into 
gasoline. 

Example 1. Mixtures containing exactly 10 
percent alcohol. The applicable delivery tickets 
show that the mixture is made with 7200 
metered gallons of gasoline and 800 metered 
gallons of alcohol. Accordingly, the mixture 
contains 10 percent alcohol (as determined 
based on the delivery tickets provided to the 
blender) and qualifies as IO percent gasohol. 

Example 2. Mixtures containing less than 
10 percent alcohol but at least 9.8 percent 
alcohol. The applicable delivery tickets show 
that the mixture is made with 7205 metered 
gallons of gasoline and 795 metered gallons 
of alcohol. Because the mixture contains less 
than IO percent alcohol, but more than 9.8 
percent alcohol, (as determined based on the 
delivery tickets provided to the blender), 7950 
gallons of the mixture qualify as IO percent 
gasohol. If tax was imposed on the gasoline 
in the mixture at the gasohol production rate, 
the remaining 50 gallons of the mixture are 
treated as gasoline with respect to which there 
was a failure to blend into gasohol for 
purposes of paragraph (g) of this section. If 
tax was imposed on the gasoline in the 
mixture at the rate of tax described in section 
4081(a), a credit or refund under section 
6427(f) is allowed only with respect to 7155 
gallons of gasoline. 

Example 3. The applicable delivery tickets 
show that the mixture is made with 7550 
metered gallons of gasoline and 450 metered 
gallons of alcohol. Because the mixture con
tains only 5.625 percent alcohol (as determined 
based on the delivery tickets provided to the 
blender), the mixture does not qualify as gaso
hol. 

(c) * * * (1) * * * 
(ii) * * * 
(B) Has no reason to believe that 

any information in the certificate is 
false. 

(2) * * * 
(ii) Model certificate. 
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CERTIFICATE OF REGISTERED 
GASOHOL BLENDER 

(To support sales of gasoline at the 
gasohol production tax rate under 
section 4081(c) of the Internal Reve
nue Code) 

Name, address, and employer identi
fication number of seller 

Name of Buyer (Buyer) certifies the 
following under penalties of perjury: 

Buyer is registered as a gasohol 
blender with registration number 
______ . Buyer's registration 
has not been suspended or revoked by 
the Internal Revenue Service. 

The gasoline bought under this cer
tificate will be used by Buyer to 
produce gasohol (as defined in 
§ 48.4081-6(b) of the Manufacturers 
and Retailers Excise Tax Regulations) 
within 24 hours after buying the gaso
line. 

Type of gasohol Buyer will produce 
(check one only): 
__ 10% gasohol 
__ 7.7!tfo gasohol 
__ 5.7!tfo gasohol 
If the gasohol the Buyer will pro

duce will contain ethanol, check here: 

This certificate applies to the fol
lowing (complete as applicable): 

If this is a single purchase certifi-
cate, check here and enter: 
I. Account number __ _ 
2. Number of gallons __ _ 

If this is a certificate covering all 
purchases under a specified account 
or order number, check here __ 
and enter: 
I. Effective date __ _ 
2. Expiration date __ _ 
(period not to exceed I year after the 
effective date) 
3. Buyer account or order number 

Buyer will not claim a credit or 
refund under section 6427(f) of the 
Internal Revenue Code for any gaso
line covered by this certificate. 

Buyer agrees to provide seller with 
a new certificate if any information 
on this certificate changes. 

Buyer understands that Buyer's reg
istration may be revoked if the gaso
line covered by this certificate is re
sold or is used other than in Buyer's 
production of the type of gasohol 
identified above. 
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Buyer will not take the alcohol mix
ture credit under section 40(b) with 
respect to the alcohol in the gasohol to 
which this certificate relates. 

Buyer understands that the fraudu
lent use of this certificate may subject 
Buyer and all parties making any 
fraudulent use of this certificate to a 
fine or imprisonment, or both, to
gether with the costs of prosecution. 

Printed or typed name of person 
signing 

Title of person signing 

Employer identification number 

Address of Buyer 

Signature and date signed 

* * * * * 
(e) Tax rates-(l) Gasohol produc

tion tax rate. The gasohol production 
tax rate is the applicable rate of tax 
determined under section 408 I (c)(2)(A). 

(2) Gasohol tax rate. The gasohol 
tax rate is the applicable alcohol mix
ture rate determined under section 
408 1 (c)(4)(A). 

* * * * * 
(g) * * * 
(2) Failure to blend-(i) Imposition 

of tax. Tax is imposed on the entry, 
removal, or sale of gasoline (includ
ing excess liquid described in para
graph (b )(2)(ii)(B) of this section) 
with respect to which tax was im
posed at a gasohol production tax 
rate if-

(A) The gasoline was not blended 
into gasohol; or 

(B) The gasoline was blended into 
gasohol but the gasohol production 
tax rate applicable to the type of 
gasohol produced is greater than the 
rate of tax originally imposed on the 
gasoline. 

* * * * * 
(iii) Rate of tax. The rate of tax 

imposed on gasoline described in 
paragraph (g)(2)(i)(A) of this section 
is the difference between the rate of 
tax applicable to gasoline not de
scribed in this section and the rate of 
tax previously imposed on the gaso
line. The rate of tax imposed on 
gasoline described in paragraph 
(g)(2)(i)(B) of this section is the dif
ference between the gasohol produc-

tion tax rate applicable to the type of 
gasohol produced and the rate of tax 
previously imposed on the gasoline. 

(iv) Example. The following exam
ple illustrates the rule of this para
graph (g)(2): 

Example. (i) A registered gasohol blender 
bought gasoline in connection with a removal 
described in paragraph (c)(l)(ii) of this section. 
Based on the blender's certification (described 
in paragraph (c)(2) of this section) that the 
blender would produce 10 percent gasohol with 
the gasoline, tax at the gasohol production tax 
rate applicable to 10 percent gasohol was 
imposed on the removal. 

(ii) The blender then produced a mixture by 
splash blending in a tank holding approximate
ly 8000 gallons of mixture. The applicable 
delivery tickets show that the mixture was 
blended by first pumping 7220 metered gallons 
of gasoline into the empty tank, and then 
pumping 780 metered gallons of alcohol into 
the tank. Because the mixture contains 9.75 
percent alcohol (as determined based on the 
delivery tickets provided to the blender) the 
entire mixture qualifies as 7.7 percent gasohol, 
rather than 10 percent gasohol. 

(iii) Because the 7220 gallons of gasoline 
were taxed at the gasohol production tax rate 
applicable to 10 percent gasohol but the gaso
line was blended into 7.7 percent gasohol, a 
failure to blend has occurred with respect to 
the gasoline. As the person that bought the 
gasoline in connection with the taxable remov
al, the blender is liable for the tax imposed 
under paragraph (g)(2)(i) of this section. The 
amount of tax imposed is the difference be
tween-

(A) 7220 gallons times the gasohol produc
tion tax rate applicable to 7.7 percent gasohol; 
and 

(B) 7220 gallons times the gasohol produc
tion tax rate applicable to 10 percent gasohol. 

(iv) Because the gasohol does not contain 
exactly 7.7 percent alcohol, the benefit of the 
gasohol production tax rate with respect to the 
alcohol is less than the amount of the alcohol 
mixture credit under section 40(b) (determined 
before the application of section 40(c). Accord
ingly, the blender may be entitled to claim an 
alcohol mixture credit for the alcohol used in 
the gasohol. Under section 40(c), however, the 
amount of the alcohol mixture credit must be 
reduced to take into account the benefit pro
vided with respect to the alcohol by the gasohol 
production tax rate. 

(h) Effective date. This section is 
effective January I, 1993. 

Par. 15. Section 48.4081-7 is 
amended as follows: 

1. The heading for § 48.4081-7 is 
revised. 

2. In paragraphs (a), (b), (c), and 
(d), the language "gasoline" is re
moved each place it appears and 
"taxable fuel" is added in its place. 

3. In paragraph (f), Example 1, 
paragraph (i), first and fourth sen
tences, and paragraph (ii), first and 
third sentences, the language "1993" 
is removed each place it appears and 
"1994" is added in its place. 



4. Paragraph (g) is revised. 
5. The revised provisions read as 

follows: 

§ 48.4081-7 Taxable fuel; conditions 
for, and reporting relating to, refunds 
of taxable fuel tax under section 
4081 (e). 

* * * * * 
(g) Effective date. This section is 

effective in the case of taxable fuel 
with respect to which the first tax is 
imposed after December 31, 1993. 

Par. 16. Section 48.4081-8 is re
vised to read as follows: 

§ 48.4081-8 Taxable fuel; 
measurement. 

(a) In general. For purposes of the 
tax imposed by section 4081, gallons 
of taxable fuel may be measured on 
the basis of-

(1) Actual volumetric gallons; 
(2) Gallons adjusted to 60 degrees 

Fahrenheit; or 
(3) Any other temperature adjust

ment method approved by the Com
missioner. 

(b) Effective date. This section is 
effective January 1, 1994. 

§ 48.4221 [RemovedJ 

Par. 17. Section 48.4221 is re
moved. 

Par. 18. Section 48.4221-1 is 
amended as follows: 

1. Paragraph (a) is revised. 
2. Paragraph (b)(2)(iv) is amended 

by adding "and" at the end thereof. 
3. Paragraph (b)(2)(v) is revised. 
4. Paragraphs (b )(2)(vi) through 

(xii) are removed. 
5. Paragraph (b )(3) is removed and 

paragraphs (b)(4) and (5) are rede
signated as paragraphs (b)(3) and (4), 
respectively. 

6. The revised provisions read as 
follows: 

§ 48.4221-1 Tax free sales; general 
rule. 

(a) Application of regulations un
der section 4221-(1) In general. The 
regulations under section 4221 pro
vide rules under which the manufac
turer, producer, or importer of an 
article subject to tax un~er cha~ter 32 
(or the retailer of an artIcle subject to 
tax under subchapter A or C of 

chapter 31) may sell the article tax 
free under section 4221. 

(2) Limitations. The following re
strictions must be taken into account 
in applying the regulations under sec
tion 4221: 

(i) The exemptions under section 
4221(a)(4) and (5) do not apply to the 
tax imposed by section 4064 (gas 
guzzler tax). 

(ii) The exemptions under section 
4221 do not apply to the tax imposed 
by section 4081 (gasoline and diesel 
fuel tax). 

(iii) The exemptions under section 
4221 do not apply to the tax imposed 
by section 4091 (aviation fuel tax). 
For rules relating to tax-free sales of 
aviation fuel, see section 4092 and the 
regulations thereunder. 

(iv) The exemptions under section 
4221 do not apply to the tax imposed 
by section 4121 (coal tax). 

(v) The exemptions under sections 
4221 (a)(3), (4), and (5) do not apply 
to the tax imposed by section 4131 
(vaccine tax). In addition, the exe~p
tion under section 4221 (a)(2) apphes 
to the vaccine tax only to the extent 
provided in § 48.4221-3(e) (relating to 
tax-free sales of vaccine for export). 

(vi) The exemptions under section 
4221(a) apply only in those cases 
where the exportation or use referred 
to is to occur before any other use. 

(b) * * * 
(2) * * * 
(v) Section 4221(e)(3) relating to 

the sale of tires used on intercity, 
local, or school buses (see § 48.4221-
8). 

* * * * * 
Par. 19. Section 48.4221-2 is 

amended by: 
1. Removing from the first sen

tence of paragraph (a)(1) the language 
"(other than a tire or inner tube 
taxable under section 4071, which are 
given special treatment under sections 
4221(e)(2) and (4), and §§ 48.4221-7 
and 48.4221-8)" and adding "(other 
than a tire taxable under section 
4071, which is given special treatment 
under section 4221 (e)(2) and 
§ 48.4221-7)" in its place. 

2. Removing paragraph (a)(2) and 
redesignating paragraph (a)(3) as 
paragraph (a)(2). 

3. Revising paragraph (b). 
4. The revised provision reads as 

follows: 

§ 48.4221-2 Tax-free sale of articles 
to be used for, or resold for, further 
manufacture. 

* * * * * 
(b) Circumstances under which an 

article is considered to have been sold 
for use in further manufacture-( 1) 
An article shall be treated as sold for 
use in further manufacture if the 
article is sold for use by the buyer as 
material in the manufacture or pro
duction of, or as a component part 
of, another article taxable under 
chapter 32 of the Internal Revenue 
Code. 

(2) An article is used as material in 
the manufacture or production of, or 
as a component of, another article if 
it is incorporated in, or is a part or 
accessory of, the other article when 
the other article is sold by the manu
facturer. In addition, an article is 
considered to be used as material in 
the manufacture of another article if 
it is consumed in whole or in part in 
testing such other article. H0:-vever, 
an article that is consumed In the 
manufacturing process other than in 
testing, so that it is not a physic~l 
part of the manufactured article, IS 

not considered to have been used as 
material in the manufacture of, or as 
a component part of, another article. 

* * * * * 
Par. 20. Section 48.4221-5 is 

amended as follows: 
1. Paragraph (c)(1) is amended by: 
a. Removing the first sentence. 
b. Removing the language "If a 

State or local government is not regis
tered, the" and adding "The" in its 
place in the new first sentence. 

2. In paragraph (d), the first sen
tence, is amended by: 

a. Removing the language 
"(whether on the basis of.a regist:~
tion number or an exemptIOn certifi
cate),' . 

b. Removing the language "(such 
as gasoline that is" and adding 
"(such as tires that are" in its place. 

§§ 48.4221-8, 48.4221-9, 48.4221-10 
[RemovedJ 

Par. 21. Sections 48.4221-8, 
48.4221-9, and 48.4221-10 are re
moved. 

§ 48.4221-11 [Redesignated 
§ 48.4221-8J 

Par. 22. Section 48.4221-11 is rede
signated § 48.4221-8. 
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§ 48.4221-12 [Removed] 

Par. 23. Section 48.4221-12 is re
moved. 

Par. 24. In § 48.4222(a)-1, para
graphs (a) and (b) are revised to read 
as follows: 

§ 48.4222(a)-1 Registration. 

(a) General rule. Except as provid
ed in § 48.4222(b)-1, tax-free sales 
under section 4221 may be made only 
if the manufacturer, first purchaser, 
and second purchaser, as the case 
may be, have been registered by the 
Internal Revenue Service. 

(b) Application instructions. Appli
cation for registration under section 
4222 must be made in accordance 
with instructions for Form 637 (or 
such other form as the Commissioner 
may designate). 

Par. 25. In § 48.4222(b)-1, para
graph (a) is revised to read as fol
lows: 

§ 48.4222(b)-1 Exceptions to the 
requirement for registration. 

(a) State and local governments. 
The Internal Revenue Service will not 
register state or local governments 
under section 4222. To establish the 
right to sell articles tax free to a state 
or local government, the manufactur
er must obtain from a state or local 
government the information described 
in § 48.4221-5(c). 

* * * * * 
§ 48.6416(b)(2)-2 [Amended] 

Par. 26. In § 48.6416(b)(2)-2, 
paragraphs (g) through (k) are re
moved. 

§ 48.6416(g)-1 [Removed] 

Par. 27. Section 48.6416(g)-1 is re
moved. 

§§ 48.6424-0 through 48.6424-6 
[Removed] 

Par. 28. Section 48.6424-0 through 
48.6424-6 are removed. 

Par. 29. Section 48.6427-10 is add
ed to read as follows: 

§ 48.6427-10 Credit or payment with 
respect to gasoline used to produce 
gasohol. 

(a) Conditions to allowance of 
credit or payment. A claim for credit 
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or payment with respect to gasoline is 
allowed under section 6427(f) only 
if-

(1) The gasoline to which the claim 
relates was taxed at the aggregate rate 
of tax imposed by section 4081 with
out regard to section 4081(c); 

(2) The claimant used the gasoline 
to produce gasohol (as defined in 
§ 48.4081-6(b)(2» that was sold or 
used in the claimant's trade or busi
ness; and 

(3) The claimant has filed a timely 
claim for a credit or payment that 
contains the information required un
der paragraph (c) of this section. 

(b) Form of claim. Each claim for 
a payment under section 6427(f) must 
be made on Form 8849 (or such other 
form as the Commissioner may desig
nate) in accordance with the instruc
tions for that form. Each claim for a 
credit under section 6427(f) must be 
made on Form 4136 (or such other 
form as the Commissioner may desig
nate) in accordance with the instruc
tions for that form. 

(c) Content of claim. Each claim 
for credit or payment under section 
6427(f) must contain the following 
information with respect to each 
batch of gasohol that contains the 
gasoline covered by the claim: 

(I) The claimant's registration 
number, if the claimant is a registered 
gasohol blender (as defined in 
§ 48.4081-6(b)(4». 

(2) The name, address, and em
ployer identification number of the 
person that sold the claimant the 
gasoline. 

(3) The date and location of the 
sale of the gasoline. 

(4) The volume of the gasoline. 
(5) The name, address, and em

ployer identification number of the 
person that sold the claimant the 
alcohol. 

(6) The date and location of the 
sale of the alcohol. 

(7) The volume and type of the 
alcohol. 

(8) In the case of a claim for a 
payment, a copy of the invoice or 
other record of sale relating to each 
purchase of alcohol. 

(9) The written or typed name of 
the individual signing the claim and 
the telephone number of that individ
ual. 

(10) The amount of credit or pay
ment claimed. 

(d) Time for filing claim. For rules 
relating to the time for filing a claim 
under section 6427(f), see section 
6427(i). A claim under section 6427(f) 
is not considered to be filed unless it 
contains all the information required 
by paragraph (c) of this section and 
received at the place required by the 
form. 

(e) Effective date. This section is 
effective with respect to claims relat
ing to gasohol produced after Decem
ber 31, 1994. 

Margaret Milner Richardson, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
October 17, 1994, 8:45 a.m., and published 
in the issue of the Federal Register for 
October 19, 1994, 59 F.R. 52735) 

Notice of Proposed Rulemaking and 
Notice of Public Hearing 

Grantor Trust Reporting 
Requirements 

PS-79-93 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rule
making and notice of public hearing. 

SUMMAR Y: This document contains 
proposed regulations relating to the 
method of reporting for trusts which 
are treated as owned by grantors or 
other persons under the provisions of 
subpart E (section 671 and follow
ing), part I, subchapter J, chapter 1 
of the Internal Revenue Code. The 
proposed regulations are intended to 
reduce the current filing burden on 
trustees, to provide necessary infor
mation to grantors or other persons 
treated as the owners of trusts, to 
reduce any cases of duplicate filing, 
and to provide more meaningful in
formation to the IRS. The proposed 
regulations would affect grantors and 
trustees of trusts that are treated as 
owned by grantors or other persons, 
as well as persons who are required to 
file information returns with respect 
to payments to these trusts. 

DATES: Written comments must be 
received by August 31, 1994. Re
quests to speak (with outlines of oral 
comments) at a public hearing sched-



uled for September 21, 1994, at 1 
p.m., must be received by August 31, 
1994. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:T:R (PS-79-93), 
Room 5228, Internal Revenue Ser
vice, POB 7604, Ben Franklin Sta
tion, Washington, DC 20044. In the 
alternative, submissions may be hand 
delivered between the hours of 8 a.m. 
and 5 p.m. to: CC:DOM:CORP:T:R 
(PS-79-93), Courier's Desk, Internal 
Revenue Service, 1111 Constitution 
Avenue, NW, Washington, DC. The 
public hearing will be held in the IRS 
Auditorium, 7th floor, 7400 corridor, 
Internal Revenue Building, 1111 Con
stitution Avenue, NW, Washington, 
DC. 

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 
Paperwork 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 De
partment 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 
required by §§ 1.671-4 and 1.6012-3 
of the proposed Income Tax Regula
tions and § 301.6109-1 of the pro
posed Regulations on Procedure and 
Administration. This information is 
required by the IRS to insure the 
proper reporting of income and pro
ceeds paid to a trust any portion of 
which is treated as owned by the 
grantor or another person. The likely 
respondents are individuals,. tr.ust~, 
businesses and other for-profit mstl
tutions and small businesses. 
Esti~ated total annual reporting 

burden: 920,000 hours. 
The estimated annual burden per 

respondent: 30 minutes. 
Estimated number of respondents: 

1,840,000. 
Estimated annual frequency of re

sponses: once. 

Background 

This document proposes amend
ments to the Income Tax Regulations 
(26 CFR part 1) under sections 671 
and 6012 of the Internal Revenue 
Code (Code), and to the Regulations 
on Procedure and Administration (26 
CFR part 301) under section 6109 of 
the Code. The proposed amendments 
are to be issued under the authority 
of section 7805 of the Code. 

Explanation of Provisions 

REPORTING REQUIREMENTS 
UNDER THE CURRENT 

REGULATIONS 

In general, every fiduciary (which 
includes a trustee of a trust) must 
make a return of income on Form 
1041. Under the current regulations, 
items of income, loss, deduction, and 
credit attributable to any portion of a 
trust which is treated as owned by the 
grantor or another person generally 
must be shown by the trustee on a 
separate statement attached to a 
Form 1041, rather than on the form 
itself. There are two exceptions to 
this rule. The first exception applies 
when the same individual is both 
grantor and trustee (or co-trustee) of 
the trust, and that individual is treat
ed for the taxable year as the owner 
of the entire trust under section 676 
of the Code. The second exception 
applies when a husband and wife are 
the grantors of certain revocable 
trusts. 

Section 301.6109-1(a)(2) of the cur
rent Regulations on Procedure and 
Administration provides that a grant
or trust reporting under one of these 
two exceptions shall not obtain an 
employer identification number until 
such time as the reporting exceptions 
no longer apply to the trust. Instead, 
the grantor of such a trust must 
furnish his or her social security num
ber (or, when applicable, his or her 
employer identification number) to 
payors of income, and payors must 
report income as if paid to the grant
or, not the trust. 

REPORTING REQUIREMENTS 
UNDER THE PROPOSED 

REGULA TIONS 

The proposed regulations will r~
duce the reporting burden on certam 
trustees by expanding the current ex
ceptions to the requirement of filing a 

Form 1041 to other trusts all of 
which are treated as owned by one or 
more grantors or other person,s. 
Thus, considerably more trustees will 
not be required to file a Form 1041. 

The proposed regulations retain the 
general rule of the current regulations 
that items of income, deduction, and 
credit attributable to any portion of a 
trust which is treated as owned by the 
grantor or another person must be 
reported by the trustee on a separate 
statement attached to a Form 1041. 

The proposed regulations, however, 
provide alternative methods of report
ing for a trust all of which is treated 
as owned by one or more grantors or 
other persons, including a trust treat
ed as owned by a person other than 
an individual and a trust with a 
third-party trustee. Under these alter
native methods, the trustee does not 
file a Form 1041 with an attached 
statement. 

I f the trust is treated as owned by 
one grantor or other person, the 
trustee may choose between two alter
native methods of reporting. The 
trustee must furnish to all payors of 
income and proceeds during the tax
able year either: (i) the name and 
taxpayer identification number (TIN) 
of the grantor or other person, and 
the address of the trust; or (ii) the 
name, TIN, and address of the trust. 
If the trust is treated as owned by 
more than one grantor or other per
son, the trustee must furnish the 
name, TIN, and address of the trust 
to all payors of income and proceeds 
during the taxable year. 

If the trustee furnishes the name 
and TIN of the grantor or other 
person and the address of the trust to 
all payors, the trustee is not required 
to file any type of return with the 
IRS. 

If the trustee furnishes the name, 
TIN, and address of the trust to all 
payors, the trustee must file with .the 
IRS appropriate Forms 1099 which: 
(1) report each type of income and 
each item of gross proceeds paid to 
the trust; (2) show the trust as the 
payor; and (3) show each grantor or 
other person treated as an owner of 
the trust as the payee. 

Under all of the alternative meth
ods of reporting, unless the trustee or 
co-trustee is also the only grantor or 
other person treated as an owner of 
the trust, the trustee must furnish 
each grantor or other person with a 
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statement that: (1) shows all items of 
income, deduction, and credit of the 
trust attributable to the grantor or 
other person for the taxable year; (2) 
provides the grantor or other person 
with the information necessary to 
take the items into account in com
puting the grantor's or other person's 
taxable income; and (3) states that all 
items of income or gross proceeds 
that are required to be reported to the 
IRS have been included on the state
ment. 

The statement furnished by the 
trustee is not subject to the require
ments set forth in Internal Revenue 
Service Publication 1179 (Specifica
tions for Paper Document Reporting 
and Paper Substitutes for Forms 
1096, 1098, 1099 Series, 5498, and 
W-2G) for furnishing substitute state
ments to form recipients. When these 
proposed regulations are issued as 
final, a conforming change will be 
made to Publication 1179. 

Regardless of which TIN the trust
ee furnishes to payors, the payors will 
furnish statements to recipients to the 
trustee of the trust, and not to the 
grantors or other persons. 

Conforming changes to the current 
regulations under sections 6012 and 
6109 of the Code are also proposed. 

EFFECTIVE DATE AND 
TRANSITION RULE 

The proposed regulations are effec
tive for taxable years beginning on or 
after the first day of the first calendar 
year after the date of publication of 
the final regulations in the Federal 
Register, subject to a requirement 
that certain trustees file a final Form 
1041 before adopting one of the alter
native methods of reporting. 

In addition, the proposed regula
tions provide that, for taxable years 
beginning prior to the effective date 
of the proposed regulations, the IRS 
will not challenge the manner of re
porting of certain trustees of trusts all 
of which are treated as owned by one 
or more grantors or other persons 
who did not report in accordance 
with § 1.671-4(a) of the current regu
lations. 

Special Analysis 

It has been determined that this 
notice of proposed rulemaking is not 
a significant regulatory action as de
fined in EO 12866. Therefore, a regu
latory assessment is not required. It 
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has also been determined that section 
553(b) of the Administrative Proce
dure Act (5 V.S.C. chapter 5) and the 
Regulatory Flexibility Act (5 V.S.C. 
chapter 6) do not apply to these 
regulations, and, therefore, a Regula
tory Flexibility Analysis is not re
quired. Pursuant to section 7805(f) of 
the Internal Revenue Code, these reg
ulations will be submitted to the 
Chief Counsel for Advocacy of the 
Small Business Administration for 
comment on their impact on small 
businesses. 

Comments and Public Hearing 

Before these proposed regulations 
are adopted as final regulations, con
sideration will be given to any written 
comments (preferably a signed origi
nal and eight (8) copies) that are 
submitted timely to the IRS. All com
ments will be available for public 
inspection and copying. 

A public hearing has been sched
uled for Wednesday, September 21, 
1994, at 1 p.m., in the IRS Auditori
um, 7th floor, 1111 Constitution Ave
nue, NW, Washington, DC. Because 
of access restrictions, visitors will not 
be admitted beyond the Internal Rev
enue 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 have submitted written 
comments by August 31, 1994, and 
wish to present oral comments at the 
hearing must submit, not later than 
August 31, 1994, an outline of the 
topics to be discussed (preferably a 
signed original and eight (8) copies) 
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 hear
ing. 

List of Subjects 

26 CFR Part 1 
Income taxes, Reporting and re

cordkeeping requirements. 26 CFR 
Part 301 

Employment taxes, Estate taxes 
Excise taxes, Gift taxes, Income tax~ 
es, Penalties, Reporting and record
keeping requirements. 

Proposed Amendments to the 
Regulations 

The proposed amendments to 26 
CFR parts 1 and 301 are 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 1.671-4 is revised to 

read as follows: 

§ 1.671-4 Method of reporting. 

(a) Portion of trust treated as 
owned by the grantor or another 
person. Except as otherwise provided 
in paragraph (b) of this section, items 
of income, deduction, and credit at
tributable to any portion of a trust 
which, under the provisions of sub
part E (section 671 and following), 
part I, subchapter J, chapter 1 of the 
Internal Revenue Code, is treated as 
owned by the grantor or another 
person are not reported by the trust 
on Form 1041, but are shown on a 
separate statement to be attached to 
that form. 

(b) A trust all of which is treated as 
owned by one or more grantors or 
other persons. In the case of a trust 
all of which is treated as owned by 
one or more grantors or other per
sons, the trustee has the option of 
reporting by one of the methods de
scribed in this paragraph (b) rather 
than by the method described in para
graph (a) of this section. However, if 
the trustee reports by one of the 
methods described in this paragraph 
(b) for a taxable year of the trust, the 
trustee must continue to report by 
that method until the first taxable 
year that the trust is no longer a trust 
described in this paragraph (b). 

(1) A trust all of which is treated as 
owned by one grantor or by one 
other person-(i) In general. In the 
case of a trust all of which is treated 
as owned by one grantor or one other 
person, the trustee reporting under 
this paragraph must-

(A) Furnish the name and taxpayer 
identification number (TIN) of the 
grantor or other person treated as the 
owner of the trust, and the address of 
the trust, to all payors of income and 
proceeds during the taxable year, and 
comply with the additional require
ments described in paragraph 
(b)(1 )(ii) of this section; or 



(B) Furnish the name, TIN, and 
address of the trust to all payors of 
income and proceeds during the tax
able year, and comply with the addi
tional requirements described in para
graph (b)(1)(iii) of this section. 

(ii) Additional obligations of the 
trustee when name and TIN of the 
grantor or other person and the ad
dress of the trust are furnished to 
payors. (A) Unless the grantor or 
other person treated as the owner of 
the trust is the trustee or a co-trustee 
of the trust, the trustee must furnish 
the grantor or other person with a 
statement that-

(1) Shows all items of income, 
deduction, and credit of the trust for 
the taxable year; 

(2) Identifies the payor of each 
item of income; 

(3) Provides the grantor or other 
per:'Jn with the information necessary 
to take the items into account in 
computing the grantor's or other per
son's taxable income; and 

(4) States that all items of income 
or gross proceeds that the payors 
reported to the Internal Revenue Ser
vice on Form 1099 have been includ
ed on the statement. 

(B) The trustee, however, is not 
required to file any type of return 
with the Internal Revenue Service re
porting those payments. 

(iii) Additional obligations of the 
trustee when name, TIN, and address 
of the trust are furnished to payors
(A) Obligation to file Forms 1099. 
The trustee reporting under this para
graph must file with the Internal 
Revenue Service the appropriate 
Forms 1099, reporting the income or 
gross proceeds paid to the trust dur
ing the taxable year, and showing the 
trust as the payor and the grantor or 
other person as the payee. The trustee 
has the same obligations for filing the 
appropriate Forms 1099 as would a 
payor making reportable payments di
rectly to the grantor or other person, 
except that the trustee must report 
each type of income in the aggregate, 
and each item of gross proceeds sepa
rately. 

(B) Obligation to furnish statement. 
(1) Unless the grantor or other person 
treated as the owner of the trust is 
the trustee or a co-trustee of the 
trust, the trustee reporting under this 
paragraph must also furnish the 
grantor or other person with a state
ment that-

(t) shows all items of income, de
duction, and credit of the trust for 
the taxable year; 

(it) provides the grantor or other 
person with the information necessary 
to take the items into account in 
computing the grantor's or other per
son's taxable income; and 

(iii) states that all items of income 
or gross proceeds that the trustee is 
required to report to the Internal 
Revenue Service on Form 1099 have 
been included on the statement. 

(2) By furnishing the statement, the 
trustee is treated as having satisfied 
any obligation to furnish statements 
to recipients with respect to the 
Forms 1099 filed by the trustee. 

(iv) Examples. The following exam
ples illustrate the provisions of this 
paragraph (b)(1). 

Example 1. G creates an irrevocable trust 
which provides that the ordinary income is to 
be payable to him for life and that on his death 
the corpus shall be distributed to B, an unrelat
ed person. Except for the right to receive 
income, G retains no right or power which 
would cause him to be treated as an owner 
under sections 671 through 677. Under the 
applicable local law, capital gains must be 
added to corpus. Since G has a right to receive 
income, he is treated as an owner of a portion 
of the trust under section 677. The tax conse
quences of any items of capital gain of the 
trust are governed by the provisions of sub
parts A, B, C, and 0 (section 641 and follow
ing), part I, subchapter J, chapter I of the 
Internal Revenue Code. Because not all of the 
trust is treated as owned by the grantor, the 
trustee may not report by the methods de
scribed in paragraph (b)(I) of this section. 

Example 2. (i)(A) On January I, 1995, G, a 
United States citizen, creates a revocable trust 
all of which is treated as owned by G. The 
trustee of the trust is T. During the 1995 
taxable year the trust has the following items 
of income and gross proceeds: 

Interest. . . . . . . . . . . . . . . . . . . . . . . .. $2,500 
Dividends. . . . . . . . . . . . . . . . . . . . . .. 3,205 
Proceeds from sale of B stock. . . . . 2,000 

(B) The trust has no items of deduction or 
credit. 

(ii)(A)(l) The payors of the interest paid to 
the trust are X ($2,000), Y ($300), and Z 
($200). The payors of the dividends paid to the 
trust are A ($3,200) and B ($5). The payor of 
the gross proceeds from the sale of B stock is S 
($2,000). The B stock was purchased by T for 
$1,500 on January 2, 1995, and sold by T on 
November 30, 1995. T furnishes the name, 
TIN, and address of the trust to X, Y, Z, A, 
B, and S. T timely files a Form 1099-INT with 
the Internal Revenue Service on which T re
ports interest attributable to G, as the owner of 
the trust, of $2,500; a Form 1099-D1V on 
which T reports dividends attributable to G, as 
the owner of the trust, of $3,205; and a Form 
1099-B on which T reports proceeds from the 
sale of B stock attributable to G, as the owner 
of the trust, of $2,000. On or before the date 
specified in section 6034A(a), T furnishes a 
statement to G which lists the following items 

of income and information necessary for G to 

take the items into account in computing G's 
taxable income: 

Interest ...................... . 
Dividends .................... . 
Gain from sale of B stock ..... . 

$2,500 
3,205 

500 

Information regarding sale of B stock: 
Proceeds. . . . . . . . . . . . . . . . . . . . .. $2,000 
Basis. . . . . . . . . . . . . . . . . . . . . . . . . 1,500 
Date acquired . . . . . . . . . . . . . . . .. 1/02/95 
Date sold. . . . . . . . . . . . . . . . . . . .. 11/30/95 

(2) In addition, the statement furnished to G 
states that all items of income or gross pro
ceeds that T is required to report to the 
Internal Revenue Service are included on the 
statement. 

(B) T has complied fully with T's obligations 
under paragraph (b)(l)(iii)(B) of this section. 

(iii)(A)(l) Same facts as paragraph (ii) of this 
Example 2, except that G owned the B stock 
and contributed it to the trust on January I, 
1995. On or before the date specified in section 
6034A(a), T furnishes a statement to G which 
lists the following items of income and infor
mation necessary for G to take the items into 
account in computing G's taxable income: 

Interest. . . . . . . . . . . . . . . . . . . . . .. $2,500 
Dividends. . . . . . . . . . . . . . . . . . . . . 3,205 

Information regarding sale of B stock: 
Proceeds. . . . . . . . . . . . . . . . . . . . .. $2,000 
Date sold. ... . . . . . ... . . . . . . . .. 11/30/95 

(2) In addition, the statement furnished to G 
states that all items of income or gross pro
ceeds that T is required to report to the 
Internal Revenue Service are included on the 
statement. 

(B) T has complied fully with T's obligations 
under paragraph (b)(l)(iii)(B) of this section. 

(2) A trust all of which is treated as 
owned by two or more grantors or 
other persons-(i) In general. In the 
case of a trust all of which is treated 
as owned by two or more grantors or 
other persons, the trustee reporting 
under this paragraph must furnish the 
name, TIN, and address of the trust 
to all payors of income and proceeds 
during the taxable year, and comply 
with the additional requirements de
scribed in paragraph (b )(2)(ii) of this 
section. 

(ii) Additional obligations of trust
ee-(A) Obligation to file Forms 
1099. The trustee must file with the 
Internal Revenue Service the appro
priate Forms 1099, reporting the in
come or gross proceeds paid to the 
trust during the taxable year attribut
able to the portion of the trust treat
ed as owned by each grantor or other 
person, and showing the trust as the 
payor and each grantor or other per
son as a payee. The trustee has the 
same obligations for filing the appro
priate Forms 1099 as would a payor 
making reportable payments directly 
to the grantor or other person, except 
that the trustee must report each type 
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of income in the aggregate, and each 
item of gross proceeds separately. 

(B) Obligation to furnish statement. 
(1) The trustee must also furnish to 
each grantor or other person a state
ment that-

(I) Shows all items of income, de
duction, and credit of the trust for 
the taxable year attributable to the 
portion of the trust treated as owned 
by the grantor or other person; 

(it) Provides the grantor or other 
person with the information necessary 
to take the items into account in 
computing the grantor's or other per
son's taxable income; and 

(iiI) States that all items of income 
or gross proceeds that the trustee is 
required to report to the Internal 
Revenue Service on Form 1099 have 
been included on the statement. 

(2) By furnishing the statement, the 
trustee is treated as having satisfied 
any obligation to furnish statements 
to recipients with respect to the 
Forms 1099 filed by the trustee. 

(3) Common Trust Funds. This 
paragraph (b) does not apply to a 
common trust fund as defined III 

section 584. 
(4) Trusts with foreign situs or 

assets. This paragraph (b) does not 
apply to a trust if its situs or any of 
its assets are located outside the Unit
ed States. 

(c) Due date for Forms 1099 re
quired to be filed by trustee. The due 
date otherwise in effect for filing 
Forms 1099 applies in the case of any 
Forms 1099 required to be filed with 
the Internal Revenue Service by a 
trustee pursuant to paragraph (b) of 
this section. 

(d) Due date and other require
ments with respect to statement re
quired to be furnished by trustee. The 
due date for the statement required to 
be furnished by a trustee to the grant
or or other person pursuant to para
graph (b) of this section is the date 
specified in section 6034A(a). The 
trustee must maintain in its records a 
copy of the statement furnished to 
the grantor or other person for a 
period of three years from the due 
date for furnishing such statement 
specified in this paragraph. 

(e) Application to brokers and cus
tomers. For purposes of this section, 
a broker within the meaning of sec
tion 6045 is considered a payor, and a 
customer within the meaning of sec
tion 6045 is considered a payee. 
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(f) Effective date and transitIOn 
rule-(l) In general. The trustee of a 
trust any portion of which is treated 
as owned by the grantor or another 
person must report pursuant to this 
section for taxable years beginning on 
or after the first day of the first 
calendar year after the date of publi
cation of the final regulations in the 
Federal Register. However, if the 
trustee has filed a Form 1041 for any 
taxable year ending before that date 
(and has not filed a final Form 1041 
pursuant to § 1.671-4(b )(3) in the 26 
CFR part 1 edition revised as of April 
1, 1994), or files a Form 1041 for any 
taxable year thereafter, the trustee 
must file a final Form 1041 for the 
taxable year which ends after the date 
of publication of the final regulations 
in the Federal Register and which 
immediately precedes the first taxable 
year for which the trustee reports 
pursuant to paragraph (b)(l) or (2) of 
this section, on the front of which 
form the trustee must write: "Pur
suant to § 1.671-4(f), this is the final 
Form 1041 for this grantor trust.". 

(2) Transition rule. For taxable 
years beginning prior to the first day 
of the first calendar year following 
the date of publication of the final 
regulations in the Federal Register, 
the Internal Revenue Service will not 
challenge the manner of reporting 
of-

(i) A trustee of a trust all of which 
is treated as owned by one or more 
grantors or other persons who did not 
report in accordance with § 1.671-
4(a) (26 CFR part 1 revised as of 
April 1, 1994) as in effect for taxable 
years beginning prior to the first day 
of the first calendar year following 
the date of publication of the final 
regulations in the Federal Register, 
but did report in a manner substan
tially similar to one of the reporting 
methods described in paragraph (b) 
of this section; or 

(ii) A trustee of two or more trusts 
all of which are treated as owned by 
grantors or other persons who filed a 
single Form 1041 for all of the trusts 
rather than a separate Form 1041 fo; 
each trust, provided that the items of 
income, deduction, and credit of each 
trust were shown on a statement at
tached to the single Form 1041. 

(g) Cross-references. For special 
rules relating to backup withholding 
requirements, see section 3406 and 
the regulations thereunder. For rules 

relating to employer identification 
numbers, and to the obligation of a 
payor of income or proceeds to the 
trust to furnish to the payee a state
ment to recipients with respect to the 
information return filed by the payor, 
see § 301.6109-1(a)(2) of this chap
ter. 

Par. 3. Section 1.6012-3 is amend
ed by revising paragraph (a)(9) to 
read as follows: 

§ 1.6012-3 Returns by fiduciaries. 

(a) * * * 
(9) A trust any portion of which is 

treated as owned by the grantor or 
another person pursuant to section 
671 and following. In the case of a 
trust any part of which is treated as 
owned by the grantor or another 
person under the provisions of sub
part E (section 671 and following) 
part I, subchapter J, chapter 1 of the 
Internal Revenue Code see § 1.671-4. 

* * * * * 
PART 301-PROCEDURE AND 
ADMINISTRATION 

Par. 4. The authority citation for 
part 301 continues to read in part as 
follows: 

Authority: 26 U.S.C. 7805 * * * 
Par. 5. Section 301.6109-1 is 

amended by revising paragraph (a)(2) 
to read as follows: 

§ 301.6109-1 Identifying numbers. 

(a) * * * 
(2) A trust all of which is treated as 

owned by the grantor or another 
person pursuant to section 671 and 
fo/lowing-(i) Obtaining an employer 
identification number. If the trustee 
furnishes the name and taxpayer iden
tification number of the grantor or 
other person and the address of the 
trust to all payors pursuant to 
§ 1.671-4(b)(1)(i)(A) of this chapter, 
the trustee need not obtain an em
ployer identification number for the 
trust until the first taxable year of the 
trust in which the trust is no longer 
described in § 1.671-4(b) of this 
chapter. If the trustee furnishes the 
name, taxpayer identification num
ber, and address of the trust to all 
payors pursuant to § 1.671-4(b)(I)(i) 
(B) or (b)(2)(i) of this chapter, and 
the trustee has not already obtained a 
taxpayer identification number for 
the trust, the trustee must obtain an 
employer identification number for 



the trust as provided in paragraph 
(d)(2) of this section. 

(ii) Obligations oj persons who 
make payments oj income or pro
ceeds to certain trusts. Any payors of 
income or proceeds that are required 
to file an information return with 
respect to payments of income or 
proceeds to a trust must show the 
name and taxpayer identification 
number that the trustee has furnished 
to the payor on the return. Regardless 
of whether the trustee furnishes to the 

payor the name and taxpayer identifi
cation number of the grantor or other 
person, or the name and taxpayer 
identification number of the trust, the 
payor must furnish a statement to 
recipients to the trustee of the trust, 
rather than to the grantor or other 
person. Under these circumstances, 
the payor is considered to have satis
fied any obligation to show the name 
and taxpayer identification number of 
the payee on the information return 
and to furnish to the person whose 

taxpayer identification number is re
quired to be shown on the form a 
statement to recipients. 

* * * * * 

Margaret Milner Richardson, 
Commissioner oj 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
July 21, 1994, 8:45 a.m., and published in 
the issue of the Federal Register for July 22, 
1994, 59 F.R. 37450) 
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Announcement of the Disbarment, Suspension, and Consent to Voluntary 
Suspension of Attorneys, Certified Public Accountants, Enrolled Agents and 
Enrolled Actuaries From Practice Before the Internal Revenue Service 

Under 31 Code of Federal Regula
tions, Part 10, an attorney, certified 
public accountant, enrolled agent or 
enrolled actuary, in order to avoid 
the institution or conclusion of a 
proceeding for his disbarment or 
suspension from practice before the 
Internal Revenue Service, may offer 
his consent to suspension from such 
practice. The Director of Practice, 
in his discretion, may suspend an 
attorney, certified public account
ant, enrolled agent or enrolled actu
ary in accordance with the consent 
offered. 

Attorneys, certified public account
ants, enrolled agents and enrolled ac
tuaries are prohibited in any Internal 

Name Address 

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 
practitioners under consent suspen
sion from practice before the Inter
nal Revenue Service, the Director of 
Practice will announce in the Inter
nal Revenue Bulletin the names and 
addresses of practitioners who have 
been suspended from such practice, 
their designation as attorney, certi-

Designation 

Reddick, James Gulf Breeze, FL Attorney 

Daniel, Kenneth Chicago, IL EA 

Wavro, Richard Houston, TX CPA 

Morgan, Richard Pontiac, MI Attorney 

O'Brien, Timothy Leesburg, V A CPA 

Essay, Edward Kansas City, MO CPA 

Hendrix, Danny Salt Lake City, UT CPA 

Hanson, Hugo Rutherford, NJ CPA 

Ragano, Frank Tampa, FL Attorney 

Welch, John Colchester, VT CPA 

Sussman, l. Harvey Berkeley Heights, NJ CPA 
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fied public accountant, enrolled 
agent or enrolled actuary and date 
or period of suspension. This an
nouncement will appear in the week
ly Bulletin at the earliest practicable 
date after such action and will con
tinue to appear in the weekly Bulle
tins for five successive weeks or for 
as many weeks as is practicable for 
each attorney, certified public ac
countant, 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 Rev
enue Service: 

Date of Suspension 

Indefinite 
from 

May 4, 1994 

Indefinite 
from 

May 4, 1994 

Indefinite 
from 

May 13, 1994 

May 20, 1994 to 
March 26, 1995 

June 1, 1994 to 
December 1, 1994 

Indefinite 
from 

June 1, 1994 

June 1, 1994 to 
August 1, 1994 

June 3, 1994 to 
October 1, 1994 

June 8, 1994 to 
June 7, 1996 

June 9, 1994 to 
October 10, 1994 

Indefinite 
from 

June 10, 1994 



Name Address Designation Date of Suspension 

Smith, L. Myles Edmond, OK CPA Indefinite 
from 

June 15, 1994 

Simpson, Lynn Portland, OR CPA Indefinite 
from 

June 15, 1994 

Conaway, Charles San Antonio, TX Attorney Indefinite 
from 

June 15, 1994 

Seftenberg, Stephen West Palm Beach, FL CPA Indefinite 
from 

July 1, 1994 

Ruple, Gelia Vilonia, AR CPA Indefinite 
from 

July 7, 1994 

Emmett, Joseph New York, NY CPA July 7, 1994 
to 

January 6, 1996 

Broesamble, Jack Grosse Pointe Park, MI Enrolled Actuary Indefinite 
from 

July 15, 1994 

Savitt, David Hollywood, CA EA August 1, 1994 
to 

January 31, 1995 

Cisar, Edward St. Albans, VT CPA Indefinite 
from 

September 1, 1994 

Williams, Thomas Greenfield, IN Attorney Indefinite 
from 

July 8, 1994 

Condie, Thomas Twin Falls, ID CPA Indefinite 
from 

July 14, 1994 

Weigel, Joseph Elm Grove, WI Attorney July 22, 1994 
to 

January 21, 1995 

Thomas, David Delaware, OH CPA Indefinite 
from 

August 1, 1994 

Johnson, Frederick Dallas, TX CPA August 5, 1994 
to 

December 4, 1994 

Shaw, Elwyn Houston, TX CPA August 15, 1994 
to 

December 14, 1994 
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Name Address Designation Date of Suspension 

Tolleson, Brenda Tomball, TX CPA Sept em ber 1, 1994 
to 

December 31, 1994 

Lockey, Peter Norwood, MA CPA September 1, 1994 
to 

August 31, 1995 

Knipp, Ralph Jefferson City, MO EA Indefinite 
from 

August 16, 1994 

Erickson, Richard Leominster, MA CPA August 22, 1994 
to 

August 21, 1995 

Johnson, Russell Dallas, TX Attorney Indefinite 
from 

August 25, 1994 

Annett, George Haverstown, P A CPA Indefinite 
from 

August 30, 1994 

Young, Hallison Detroit, MI Attorney Indefinite 
from 

September 7, 1994 

Kelley, Dahl Dalton, GA CPA Indefinite 
from 

September 16, 1994 

Rodgers, Rick W. Palm Beach, FL Attorney Indefinite 
from 

September 28, 1994 

Ryan, Bernard Lexington, MA CPA Indefinite 
from 

September 28, 1994 

Coers, Stephen New Castle, IN CPA Indefinite 
from 

September 30, 1994 

Thurson, Terrance Jacksonville, FL CPA September 30, 1994 
to 

January 31, 1995 

Derting, James Overland Park, KS Attorney Indefinite 
from 

October 4, 1994 

Schubak, Steven New York, NY CPA Indefinite 
from 

January 1, 1995 
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Under Section 330, Title 31 of the 
United States Code, the Secretary of 
the Treasury, after due notice and 
opportunity for hearing, is authorized 
to suspend or disbar from practice 
before the Internal Revenue Service 
any person who has violated the rules 
and regulations governing the recog
nition of attorneys, certified public 
accountants, enrolled agents or en
rolled actuaries to practice before the 
Internal Revenue Service. 

Attorneys, certified public account
ants, enrolled agents, and enrolled 
actuaries are prohibited in any Inter
nal Revenue Service matter from di-

Name Address 

rectly or indirectly employing, accept
ing assistance from, being employed 
by or sharing fees with, any practi
tioner disbarred or under suspension 
from practice before the Internal Rev
enue Service. 

To enable attorneys, certified pub
lic accountants, enrolled agents and 
enrolled actuaries to identify such 
disbarred or suspended practitioners, 
the Director of Practice will announce 
in the Internal Revenue Bulletin the 
names and addresses of practitioners 
who have been suspended from such 
practice, their designation as attor
ney, certified public accountant, en-

Designation 

Custardo, Patrick Long Grove, IL Attorney 

Rooney, Robert Brentwood, TN CPA 

Schulman, Gerald N. Hollywood, CA CPA 

Beltran, Joseph San Francisco, CA Enrolled Agent 

Pacheco, Ronald Salinas, CA CPA 

Newman, Cynthia Indianapolis, IN CPA 

Caslan, David Manchester, KY CPA 

LeBeau, Charles San Diego, CA Attorney 

Powers, Alan Agoura, CA CPA 

Tapp, John Skyler Hot Springs, AR Attorney 

Dickinson, Joe Wasilla, AK Attorney 

King, Herbert Medford, MA Attorney 

rolled agent or enrolled actuary, and 
the date of disbarment or period of 
suspension. This announcement will 
appear in the weekly Bulletin for five 
succes~ive weeks or as long as it is 
practicable for each attorney, certi
fied public accountant, enrolled agent 
or enrolled actuary so suspended or 
disbarred and will be consolidated 
and published in the Cumulative Bul
letin. 

After due notice and opportunity 
for hearing before an administrative 
law judge, the following individuals 
have been disbarred from further 
practice before the Internal Revenue 
Service: 

Effective Date 

April 24, 1994 

May 9, 1994 

May 20, 1994 

May 22, 1994 

May 26, 1994 

May 28, 1994 

June 17, 1994 

July 3, 1994 

July 5, 1994 

August 8, 1994 

August 8, 1994 

September I, 1994 
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Index 
The abbreviation and number in 
parenthesis following the index en
try refer to the specific item; num
bers following the parenthesis refer 
to the page number on which it 
appears. 

Key to Abbreviations: 
RR Revenue Ruling 
RP Revenue Procedure 
TO Treasury Decision 
CD Court Decision 
PL Public Law 
EO Executive Order 
DO Delegation Order 
TOO Treasury Department Order 
TC Tax Convention 
SPR Statement of Procedural 

Rules 
PTE Prohibited Transaction 

Exemption 

EMPLOYMENT TAXES 
Administration: 

Delegation of authority: 
Authority to execute returns (DO 

182 (Rev. 6» 552 
Social Security Independence and 

Program Improvements Act of 
1994 (PL 103-296) 543 

Deficiencies: 
Adjusted interest rates (RR 58) 274 
Interest on underpayments resulting 

from excessive refunds (RP 60) 
774 

Overpayments: 
Adjusted interest rates (RR 58) 274 

Payment of tax: 
T AXLINK (RP 48) 694; (RP 48A) 

703 
Proposed regulations: 

26 CFR 31.3505-1, amended; liabil
ity of third parties paying or 
providing for wages, suit period 
and its extension and maximum 
amount recoverable (GL-32-94) 
872 

26 CFR 31.6302-1(h) redesignated 
(i); 31.6302-1(h), added; 
31.6302(c)-3, amended; deposit 
of taxes by electronic funds 
transfer (lA-3-94) 874 

26 CFR 301.6109-1, amended; 
grantor trust reporting require
ments (PS-79-93) 916 

26 CFR 301.6311-1, amended; pay
ment of tax by check or money 
order, liability of financial in
stitutions for unpaid taxes 
(GL-549-87) 870 
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EMPLOYMENT TAXES
Continued 
Proposed regulations-Continued 

26 CFR 301.6867-1, added; 
301.6867-1T, removed; presump
tions where owner of large 
amount of cash is not identified 
(GL-548-87) 867 

Railroad retirement, rate determina
tion, quarterly (Beginning July I, 
1994) 242; (Beginning Oct. I, 1994) 
243; (Beginning Jan. I, 1995) 243 

Rates of tax: 
Social Security contribution and 

benefit base 842 
Regulations: 

26 CFR 31.6302-1T, 31.6302(c)-
3T, added; deposit of taxes by 
electronic funds transfer (TD 
8553) 261 

26 CFR 301.6323(f)-I, amended; 
place for filing lien on personal 
property (TD 8557) 266 

26 CFR 301.6331-1, amended; 
301.6331-2, revised; levy and dis
traint (TD 8558) 267 

26 CFR 301. 63 34-1, amended; 
301.6334-2, -3, -4, revised; 
301.6334-5, -6, -7, removed; 
property exempt from levy (TD 
8568) 269 

26 CFR 301.7426-1, amended; civil 
actions by persons other than 
taxpayers (TD 8541) 285 

26 CFR 301.7430-0, 301.7430-2-
301.7430-6, added; recovery of 
reasonable administrative costs 
(TD 8542) 289 

26 CFR 301.7430-1, revised; ex
haustion of administrative reme
dies (TD 8543) 286 

Self-employment tax: 
Social Security contribution and 

benefit base 842 
Wages, nonqualified deferred com

pensation, guidelines (Notice 96) 
564 

ESTATE & GIFT TAXES 
ADMINISTRATIVE 
Administration: 

Delegation of authority: 
Authority to executive returns 

(DO 182 (Rev. 6» 552 
User fees (RP 52) 712 

Deficiencies: 
Adjusted interest rates (RR 58) 274 
Interest on underpayments resulting 

from excessive refunds (RP 60) 
774 

ESTATE & GIFT TAXES 
ADMIN ISTRATIVE
Continued 
Overpayments: 

Adjusted interest rates (RR 58) 274 
Proposed regulations: 

26 CFR 301. 61 09-1, amended; 
grantor trust reporting require
ments (PS-79-93) 916 

26 CFR 301.6311-1, amended; pay
ment of tax by check or money 
order, liability of financial in
stitutions for unpaid taxes 
(GL-549-87) 870 

26 CFR 301.6867-1, added; 
301.6867-1T, removed; presump
tions where owner of large 
amount of cash is not identified 
(GL-548-87) 867 

Regulations: 
26 CFR 301.6323(f)-I, amended; 

place for filing lien on personal 
property (TD 8557) 266 

26 CFR 301.6331-1, amended; 
301.6331-2, revised; levy and dis
traint (TD 8558) 267 

26 CFR 301.6334-1, amended; 
301.6334-2, -3, -4, revised; 
301.6334-5, -6, -7, removed; 
property exempt from levy (TD 
8568) 269 

26 CFR 301.7426-1, amended; civil 
actions by persons other than 
taxpayers (TD 8541) 285 

26 CFR 301.7430-0, 301.7430-2-
301.7430-6, added; recovery of 
reasonable administrative costs 
(TD 8542) 289 

26 CFR 301.7430-1, revised; ex
haustion of administrative reme
dies (TD 8543) 286 

ESTATE TAX 
Gross estate, insurance proceeds, 

Louisiana (RR 69) 241 
Proposed regulations: 

26 CFR 20.7520-3, amended; actu
arial tables exceptions (PS-26-
93) 899 

Regulations: 
26 CFR 20.2013-4, 20.2055-2, 

amended; 20.2031-0, -7, added; 
20.2031-7 redesignated 20.2031-
7 A; 20.2031-0, removed; valua
tion tables (TD 8540) 297 

Trusts: 
Estate tax consequences resulting 

from the enactment of Fla. Stat
utes Annotated § 737.42(4) (RP 
44) 683 



GIFT TAX 
Proposed regulations: 

26 CFR 25.7520-3, amended; actu
arial tables exceptions (PS-26-
93) 899 

Regulations: 
26 CFR 25.2512-0, -5, added; 

25.2515-2, 25.2522(a)-2(a), 
amended; 25.2512-5 redesignated 
25.2512-5A(d); 25.2512-9, re
moved; 25.2522(c)-3, revised; 
valuation tables (TO 8540) 297 

Trusts: 
Gift tax consequences resulting 

from the enactment of Fla. Stat
utes Annotated § 737.402(4) (RP 
44) 683 

EXCISE TAXES 
Administration: 

Delegation of authority: 
Authority to execute returns (DO 

182 (Rev. 6» 552 
Chemicals: 

Taxable substances: 
Di-2 ethyl hexyl phthalate (No

tice 80) 557 
Dimethyl terephthalate (Notice 

74) 554 
Dimethyl-2, 6-naphthalene dicar

boxylate (Notice 98) 566 
Glycerine and phenol (Notice 75) 

554 
Monochlorobenzene and ethyl 

chloride (Notice 81) 557 
Nitriolotriacetate monohydrate, 

diphenyl oxide, and tetrachlo
rophthalic anhydride (Notice 
83) 558 

Phosphorous trichloride and 
phosphorous pentasulfide (No
tice 99) 566 

Polycarbonate (Notice 82) 558 
Tetrahydrofuran and 1,4 butane

diol (Notice 76) 555 
Texanol benzyl phthalate (Notice 

92) 562 
Deficiencies: 

Adjusted interest rates (RR 58) 274 
Interest on underpayments resulting 

from excessive refunds (RP 60) 
774 

Liability for tax: 
Indian tribal governments (RR 81) 

412 
Overpayments: 

Adjusted interest rates (RR 58) 274 
Payment of tax: 

T AXLINK (RP 48) 694; (RP 48A) 
703 

EXCISE TAXES
Continued 
Proposed regulations: 

26 CFR 40.6302(c)-I, amended; de
posit of taxes by electronic funds 
transfer (IA-3-94) 874 

26 CFR 48.4041-21-48.6427-10 
and intermediate sections revised, 
amended, removed and added; 
gasohol blending, taxes on diesel 
fuel and compressed natural gas 
(PS-66-93) 907 

26 CFR 301.6109-1, amended; 
grantor trust reporting require
ments (PS-79-93) 916 

26 CFR 301.6311-1, amended; pay
ment of tax by check or money 
order, liability of financial insti
tutions for unpaid taxes 
(GL-549-87) 870 

26 CFR 301.6867-1, added; 
301.6867-lT, removed; presump
tions where owner of large 
amount of cash is not identified 
(GL-548-87) 867 

Rates of tax: 
Luxury automobile, adjustment, 

1995 (RP 72) 811 
Regulations: 

26 CFR 40.6302(c)-IT, added; de
posit of taxes by electronic funds 
transfer (TO 8553) 261 

26 CFR 48.4082-1 T, removed; 
48.4082-1, added; diesel fuel, 
dye color and concentration (TD 
8550) 243 

26 CFR 301.6323(f)-1, amended; 
place for filing lien on personal 
property (TO 8557) 266 

26 CFR 301.6331-1, amended; 
301.6331-2, revised; levy and dis
traint (TO 8558) 267 

26 CFR 301.6334-1, amended; 
301.6334-2, -3, -4, revised; 
301.6334-5, -6, -7, removed; 
property exempt from levy (TO 
8568) 269 

26 CFR 301.7426-1, amended; civil 
actions by persons other than 
taxpayers (TO 8541) 285 

26 CFR 301.7430-0, 301.7430-2-
301.7430-6, added; recovery of 
reasonable administrative costs 
(TO 8542) 289 

26 CFR 301.7430-1, revised; ex
haustion of administrative reme
dies (TO 8543) 286 

26 CFR Part 47, revised; 
48.4221-2, 48.6416(b)(2)-2, 
amended; tax-free exports of vac
cines, vaccine floor stocks tax of 

EXCISE TAXES
Continued 
Regulations-Continued 

1993, fuel floor stocks taxes un
der OBRA '93 (TO 8561) 246 

Special fuels: 
Diesel, information reporting (No

tice 72) 553 

INCOME TAX 
Accounting methods: 

Change: 
Costs under § 263A (RP 49) 705 

Administration: 
Delegation of authority: 

Authority to execute returns (DO 
182 (Rev. 6» 552 

Compromise of liability (DO 11 
(Rev. 24» 550 

Pen registers and to monitor 
communications (DO 222 
(Rev. 3» 553 

Seizure and forfeiture of proper
ty under the Money Launder
ing Control Act of 1986 & the 
Bank Secrecy Act (DO 158) 
551 

Sign consents fixing periods of 
limitation on assessment or 
collection (DO 42 (Rev. 27» 
551 

Merchant Marine Capital Construc
tion Funds, interest rate (Notice 
88) 560 

Reopening closed cases (RP 68) 803 
Social Security Independence and 

Program Improvements Act of 
1994 (PL 103-296) 543 

User fees (RP 52) 712 
Annuities and pensions: 

Insurance contracts, diversification 
requirements for variable prod
ucts (RR 62) 164 

Automobiles: 
Optional standard mileage rates 

(RP 73) 816 
Bonds: 

Mortgage revenue bonds, mortgage 
credit certificates, National aver
age purchase prices, average area 
purchase price, safe harbor limi
tations (RP 55) 716 

Qualified mortgage bonds, mort
gage credit certificates, national 
median gross income (RP 66) 799 

Business expenses: 
Automobile owners and lessees (RP 

53) 712 
Local transportation (RR 47) 18 
Severance pay (RR 77) 19 
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INCOME TAX-Continued 
Capital gains and losses: 

Individuals, section 1256 contracts 
marked to market (RR 63) 188 

Closing agreements: 
Procedures, Coordinated Examina

tion Program (RP 67) 800 
Corporations: 

Related, inversion transactions (No
tice 93) 563 

Credits against tax: 
Low-income housing: 

Carryovers allocated to qualified 
states (RP 54) 715 

Changes in area median gross 
income, tenant qualification, 
available unit rule (RR 57) 5 

Documentation requirement (RP 
65) 798 

Establishing gross rent floor (RP 
57) 744 

Requirement relief, California 
earthquake areas (Notice 94) 
564 

Satisfactory bond, "bond fac
tor" amounts for July, Aug., 
& Sept. 1994 (RR 52) 4; Oct., 
Nov., & Dec. 1994 (RR 71) 4 

Waiver, annual recertification 
(RP 64) 797 

Nonconventional source fuel (RR 
48) 3 

Deficiencies: 
Adjusted interest rates (RR 58) 274; 

(RR 78) 276 
Interest on underpayments resulting 

from excessive refunds (RP 60) 
774 

Domestic international sales corpora
tions (DISC): 
International boycotts, countries re

quiring cooperation (Notice 79) 
556; (Notice 95) 564 

Taxation of DISC income to share
holder (RR 68) 177 

Employee plans: 
Funding: 

Existing plan conversion to insur
ance contract plan (RR 75) 59 

Full funding limitations, weight
ed average interest rate, July 
1994 (Notice 77) 555; Aug. 
1994 (Notice 86) 559; Sept. 
1994 (Notice 91) 562; Oct. 
1994 (Notice 97) 566; Nov. 
1994 (Notice 101) 569 

General: 
Family and Medical Leave Act 

effect on COBRA (Notice 103) 
569 

Quali fication: 
Operational defects, compliance 

program (RP 62) 778 
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INCOME TAX-Continued 
Employee plans-Continued 

Qualification-Continued 
Transfers/rollovers of protected 

benefits (RR 76) 46 
Estates and trusts: 

Charitable remainder unitrusts, 
converted appreciated assets (No
tice 78) 555 

Exempt organizations: 
General: 

Listed community development 
corporation (Notice 102) 569 

Southeast floods assistance, rec
ognition of exempt status, re
lief from certain provisions 
(Notice 87) 559 

Foreign corporations: 
Section 197 election (Notice 90) 561 

Foreign tax credit: 
International boycotts, countries re

quiring cooperation (Notice 79) 
556; (Notice 95) 564 

Forms: 
Substitute Form 1040-ES require

ments (RP 79) 833 
Gross income: 

Exclusions-Inclusions: 
Fringe benefits, SIFL, aircraft 

valuation formula (RR 66) 15 
Third party agreement for de

faulted interest (RR 42) 15 
Indians: 

Taxability of income, tribal corpo
rations, Oklahoma Welfare Act 
(RR 65) 14 

Insurance companies: 
Life: 

Contract transfer to controlled 
corporation (RR 45) 39 

Differential earning rate for 1993 
and recomputed rate for 1992 
(RR 53) 161 

Reserves, computational rules 
(RR 74) 157 

Other than life or mutual: 
Loss payment and discount fac

tors, 1994 (RP 47) 688 
Salvage discount factors, 1994 

(RP 50) 709 
Interest: 

Investment: 
Federal short-term, mid-term, 

and long-term rates, July 1994 
(RR 44) 190; Aug. 1994 (RR 
50) 192; Sept. 1994 (RR 55) 
193; Oct. 1994 (RR 61) 194; 
Nov. 1994 (RR 67) 196; Dec. 
1994 (RR 73) 197 

Short-term tax-exempt bonds, 
treatment of interest (Notice 
84) 559 

INCOME TAX-Continued 
Inventories: 

LIFO: 
Price indexes, department stores, 

April 1994 (RR 49) 86; May 
1994 (RR 54) 87; June 1994 
(RR 59) 88; July 1994 (RR 60) 
89; Aug. 1994 (RR 64) 90; 
Sept. 1994 (RR 72) 91; Oct. 
1994 (RR 80) 92 

Levy, table, exempt from levy on 
wages, salary and other income 
(Notice 100) 567 

Losses: 
Ordinary loss treatment, section 

1244 stock (Notice 89) 560 
Overpayments: 

Adjusted interest rates (RR 58) 274; 
(RR 78) 276 

Partnership: 
Limited: 

Connecticut (LLC) (RR 79) 409 
New Jersey (LLC) (RR 51) 407 
Partners gain or loss, nuclear 

decommissioning reserve funds 
(RP 75) 824 

Safe harbor, majority in interest 
(RP 46) 688 

Payment of tax: 
Deferred, increased 1993 taxes (RP 

58) 745 
T AXLINK (RP 48) 694; (RP 48A) 

703 
Penalties: 

Adequate disclosure, Coordinated 
Examination Program (RP 69) 
804 

Failure to timely deposit (RR 46) 
278 

Information returns, discharge of 
indebtedness (Notice 73) 553 

Substantial understatement, ade
quate disclosure (RP 74) 823 

Possessions of the United States: 
Change of election under sec. 

936(h) (RP 70) 806 
Proposed regulations: 

26 CFR 1.30-1, 1.179A-l, added; 
definition of qualified electric ve
hicle, recapture rules for quali
fied electric vehicles, qualified 
clean-fuel vehicle property, quali
fied clean-fuel vehicle refueling 
property (PS-72-92) 894 

26 CFR 1.83-6, amended; deduc
tions for transfers of property 
(EE-81-88) 850 

26 CFR 1.162-27, amended; disal
lowance of deductions for em
ployee remuneration in excess of 
$1,000,000 (EE-61-93) 853 



INCOME TAX-Continued 
Proposed regulations-Continued 

26 CFR 1.170A-13A, added; sub
stantiation requirement for cer
tain contributions (IA-74-93) 873 

26 CFR 1.274-2, 1.274-5T, amend
ed; definition of club (lA-30-94) 
876 

26 CFR 1.305-3, 1.305-5, 1.305-7, 
amended; distributions of stock 
and stock rights (CO-8-91) 844 

26 CFR 1.401-12, amended; non
bank trustee net worth require
ments (EE-38-94) 862 

26 CFR 1.446-4, 1.1221-2, amend
ed; hedging transactions by mem
bers of a consolidated group 
(FI-34-94) 863 

26 CFR 1.671-4, revised; 1.6012-3, 
301.6109-1, amended; grantor 
trust reporting requirements 
(PS-79-93) 916 

26 CFR 1.871(b)(7), 1.881-0, -3, 
-4, 1.1441-3(j), -7(d), 1.6038-
l(f)(12), 1.6038A-2(b)(9), 
1.6038A-3(b)(5) & (c)(2)(vii), 
1.7701(1)-1, added; conduit ar
rangements regulations (lNTL-
64-93) 880 

26 CFR 1. 985-1 (b )(2)(ii)(E), added; 
change from the dollar approxi
mate separate transactions meth
od (OASTM) to the profit and 
loss method of accounting 
(lNTL-66-92) 879 

26 CFR 1. 1244(e)-1 , amended; 
losses on small business stock 
(CO-46-94) 848 

26 CFR 1.6302-1, -2, amended; 
1.6302-3, revised; deposit of tax
es by electronic funds transfer 
(lA-3-94) 874 

26 CFR 1.6662-0, amended; 
1.6662-6, added; imposition of 
accuracy-related penalty (lNTL-
21-91) 878 

26 CFR 1.7520-3, amended; actu
arial tables exceptions (PS-26-
93) 899 

26 CFR 301.6311-1, amended; pay
ment of tax by check or money 
order, liability of financial insti
tutions for unpaid taxes (GL-
549-87) 870 

26 CFR 301.6867-1, added; 
301.6867-1T, removed; presump
tions where owner of large 
amount of cash is not identified 
(GL-548-87) 867 

Rates of tax: 
Income tax cost-of-living adjust

ments, 1995 (RP 72) 811 

INCOME TAX-Continued 
Real estate investment trust: 

Oistribution computation, partner
ship items (RP 71) 810 

Regulated investment company, 
Rule 12b-l fees (RR 70) 17 

Regulations: 
26 CFR 1.42-5, amended; 1.42-14, 

added; low-income housing credit 
(TO 8563) 7 

26 CFR 1.55-1, added; alternative 
minimum tax (TO 8569) 13 

26 CFR 1.56(g)-I, amended; 
1. 168(i)-0, 1. 168(i)-I, added; 
general asset accounts under the 
accelerated cost recovery system 
(TO 8566) 20 

26 CFR 1.101-2, 1.170A-12, -13, 
-14, 1. 642(c)-6, -6A, 1.664-1, 
-2, -4, -4A; valuation tables (TO 
8540) 297 

26 CFR 1.170A-13T, added; sub
stantiation requirement for 
certain contributions (TO 8544) 
28 

26 CFR 1.174-2, amended; re
search and experimental expendi
tures (TO 8562) 30 

26 CFR 1.263A-4T, 1.263A-7T, 
added; 1.263A-lT redesignated 
1.263A-4T(c), 1.263A-lT(e) re
designated 1. 263A-7T(3); 
1.263A-7T(e), 1.263A-l, 
1.263A-3(c)(4)-(vi), amended; 
1.263A-l T, removed; capitaliza
tion and inclusion in inventory of 
certain costs (TO 8559) 32 

26 CFR 1.279-6, 1.337(d)-I, 
1.1502-1, -11, -13, -14, -20, 
-75, -76, -80, amended; 
1.1502-19, -31, -32, -33, re
vised; 1.1502-31T, -32T, -33T, 
removed; consolidated return in
vestment adjustments (TO 8560) 
200 

26 CFR 1.382-1, amended; 
1.382-6, revised; limitations on 
corporate net operating loss (TO 
8546) 43 

26 CFR 1.401 (a)(17)-I, revised; 
limitation on annual compensa
tion for qualified plans (TO 
8547) 50 

26 CFR 1.401-12T, added; non
bank trustee net worth require
ments (TO 8570) 49 

26 CFR 1.41O(b)-0, -2, -6, -7, 
1.414(q)-IT, 1.414(r)-0-
1.414(r)-8, 1.414(r)-II, amend
ed; 1.414( q)-I, added; qualified 
separate lines of business (TO 
8548) 64 
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Regulations-Continued 

26 CFR 1.446-3, amended; 
1.446-4, added; 1.461-1, revised; 
business hedging transactions 
(TO 8554) 76 

26 CFR 1.469-0, 1.469-11, amend
ed; 1.469-4, added; limitation on 
passive activity losses and credits, 
definition of activity (TO 8565) 
81 

26 CFR 1.482-0T -1.482.-6T, re
moved; 1.482-0-1.482-6, 
1.482-8, added; intercompany 
transfer pricing (TO 8552) 93 

26 CFR 1.809-IOT redesignated 
1.809-10; computation of equity 
base (TO 8564) 162 

26 CFR 1.904-4(j), 1.954-
2T(g)(2)(i), 1.985-3, revised; 
1.985-0, -1, -2, amended; com
putation and characterization of 
income or earnings and profits 
under the dollar approximate 
separate transactions method of 
accounting (OASTM) (TO 8556) 
165 

26 CFR 1.1221-2, 1.1256(e)-I, add
ed; 1.1221-2T, removed; 1.1233-
2T redesignated 1.1233-2; 
1.1234-4T redesignated 1.1234-4; 
hedging transactions (TO 8555) 
180 

26 CFR 1.1363-2, added; recapture 
of LIFO benefits (TO 8567) 199 

26 CFR 1.6050H-0, revised; 
1.6050H-l, 1.6050H-2, amend
ed; reporting requirements for re
cipients of points paid on resi
dential mortgages (TO 8571) 254 

26 CFR 1.6302-lT, -2T, -3T, add
ed; deposit of taxes by electronic 
funds transfer (TO 8553) 261 

26 CFR 1.6662-0, 1.6662-6T, 
amended; imposition of accu
racy-related penalty (TO 8551) 
279 

26 CFR 1.6695-1, amended; pre
parer penalties, manual signature 
requirements (TO 8549) 283 

26 CFR 301.6323(f)-1, amended; 
place for filing lien on personal 
property (TO 8557) 266 

26 CFR 301.6331-1, amended; 
301.6331-2, revised; levy and dis
traint (TO 8558) 267 

26 CFR 301.6334-1, amended; 
301.6334-2, -3, -4, revised; 
301.6334-5, -6, -7, removed; 
property exempt from levy (TO 
8568) 269 
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26 CFR 301.7426-1, amended; civil 
actions by persons other than 
taxpayers (TO 8541) 285 

26 CFR 301.7430-0, 301.7430-2-
301. 7430-6, added; recovery of 
reasonable administrative costs 
(TO 8542) 289 

26 CFR 301.7430-1, revised; ex
haustion of administrative reme
dies (TO 8543) 286 

31 CFR Part 10, revised & amend
ed; 10.34, 10.76, added; practice 
before the IRS (TO 8545) 415 

Returns: 
Electronic filing, Form 1040 (RP 

63) 785; (RP 63A) 795 
Information: 

Magnetic media, Federal con
tracts (RP 56) 728 
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Magnetic media reporting, Forms 

1098, 1099 series, 5498, and 
W-2G (RP 43) 571 

Magnetic tape reporting, Form 
945 (RP 59) 747 

Substitute printing, computer-gen
erated, computer prepared (RP 
51) 712 

Rulings: 
Areas in which advance rulings will 

not be issued, no rule, not "80-
percent distributee" corporation, 
reorganization (RP 76) 825 

Liquidating trust, requirement (RP 
45) 684 

Scholarships and fellowships: 
Employer-related grant and loan 

programs (RP 78) 833 

INCOME TAX-Continued 
Self-employment tax: 

Social Security contribution and 
benefit base 842 

Small business corporation: 
Elections by separate corporate 

partners (RR 43) 198 
Recapture of LIFO benefits, re

quired adjustment (RP 61) 775 

Tax conventions: 
Mexico 424 
U.S.-Netherlands, certification pro

cedure explained (Notice 85) 511 
Travel expenses: 

North American areas (RR 56) 37 
Per diem allowances (RP 77) 825 
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