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Introduction

The Internal Revenue Bulletin is the authoritative instrument
of the Commissioner of Internal Revenue for announcing offi-
cial rulings and procedures of the Internal Revenue Service
and for publishing Treasury Decisions, Executive Orders, Tax
Conventions, legislation, court decisions, and other items of
general interest. It is published weekly and may be obtained
from the Superintendent of Documents on a subscription
basis. Bulletin contents are consolidated semiannually into
Cumulative Bulletins, which are sold on a single-copy basis.

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

Revenue rulings represent the conclusions of the 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 Unpublished rulings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 pub-
lished rulings and procedures, the effect of subsequent leg-
islation, regulations, court decisions, rulings, and proce-

and by applying the tax law with integrity and fairness to
all.

dures must be considered, and Service personnel and oth-
ers concerned are cautioned against reaching the same con-
clusions in other cases unless the facts and circumstances
are substantially the same.

The Bulletin is divided into four parts as follows:

Part .—1986 Code.
This part includes rulings and decisions based on provisions
of the Internal Revenue Code of 1986.

Part Il.—Treaties and Tax Legislation.

This part is divided into two subparts as follows: Subpart A,
Tax Conventions and Other Related Items, and Subpart B,
Legislation and Related Committee Reports.

Part lll.—Administrative, Procedural, and Miscellaneous.
To the extent practicable, pertinent cross references to
these subjects are contained in the other Parts and Sub-
parts. Also included in this part are Bank Secrecy Act Admin-
istrative Rulings. Bank Secrecy Act Administrative Rulings
are issued by the Department of the Treasury’s Office of the
Assistant Secretary (Enforcement).

Part IV.—Items of General Interest.
This part includes notices of proposed rulemakings, disbar-
ment and suspension lists, and announcements.

The first Bulletin for each month includes a cumulative index
for the matters published during the preceding months.
These monthly indexes are cumulated on a semiannual basis,
and are published in the first Bulletin of the succeeding semi-
annual period, respectively.

The contents of this publication are not copyrighted and may be reprinted freely. A citation of the Internal Revenue Bulletin as the source would be appropriate.

For sale by the Superintendent of Documents, U.S. Government Printing Office, Washington, DC 20402.
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Part I. Rulings and Decisions Under the Internal Revenue Code of 1986

Section 172.—Net Operating Loss AMCA included those PLEs in deter-lationship for a conventional corporate

Deduction mining its PLL for 10-year carrybacktaxpayer. Comparable treatment of PLL
under a “single-entity” approach infor the group and the conventional tax-
Ct. D. 2072 which it compared the group’s CNOLpayer can be achieved only if PLEs are
SUPREME COURT OF THE and total PLEs to determine the group’sompgred with the loss amount at the
total PLL. In contrast, the Government'sconsolidated level after CNOL has been
UNITED STATES ) .

“separate-member” approach comparedetermined, for CNOL is the only NOL
No. 00-157 each affiliate’s STI and PLEs in order tomeasure for the group. An approach
UNITED DOMINION INDUSTRIES, determine \(/jvhetr:er EaCh aff|I|ba_te suffersbasleq or comparable (tjreatmegt |sdalso
INC. v. UNITED STATES a PLL, and only then combines anyrelatively) easy to understand and to

PLLs of the individual affiliates to deter-apply. Pp. 5-7.
CERTIORARI TO THE UNITED mine a consolidated PLL. Under this ap- (b) The case for the separate-member
STATES COURT OF APPEALS FOR proach, PLEs incurred by an affiliateapproach is not so easily made. Because

THE FOURTH CIRCUIT with positive STI cannot contribute to athere is no NOL below the consolidated
June 4. 2001 PLL. In 1986 and 1987, AMCA peti- level, there is nothing for comparison

’ tioned the Internal Revenue Service fowith PLEs to produce a PLL at any stage

Syllabus refunds based on its PLL calculationsbefore the CNOL calculation. Thus, a

Under the Internal Revenue Code ofhe IRS ruled in AMCA's favor, but was separate-member proponent must identify
1954, a “net operating loss” (NOL) re-reversed by a joint congressional comsome figure in the consolidated return
sults from deductions in excess of grossiittee that controls refunds exceeding scheme with a plausible analogy to NOL
income for a given year. 26 U.S.C. Seaertain threshold. AMCA then filed thisat the affiliated corporations level. An in-
172(c). A taxpayer may carry its NOLrefund action. The District Court ap-dividual member's STI is not analogous,
either backward or forward to other taplied AMCA's single-entity approach, for it excludes several items that an indi-
years in order to set off its lean yeargoncluding that so long as the affiliatedsidual taxpayer would normally count in
against its lush years. Sec. 172(b)(1)(Agroup’s consolidated return reflectscomputing income or loss, but which an
The carryback period for “product liabil- CNOL in excess of the group’s aggregataffiliated group may tally only at the con-
ity loss[es]” is 10 years. Sec.PLEs, the total of those expenses is golidated level. The “separate net
172(b)(1)(1). Because a product liabilityPLL that may be carried back. Inreversoperating loss,” Treas. Reg. Sec.
loss (PLL) is the total of a taxpayer’sing, the Fourth Circuit applied the sepai.1502-79(a)(3), used by the Fourth Cir-
product liability expenses (PLEs) up torate-member approach. cuit fares no better. Although that figure
the amount of its NOL, Sec. 172(j)(1), a Held: An affiliated group’s PLL must accounts for some gains or losses that ST
taxpayer with a positive annual incomebe figured on a consolidated, single-entityioes not, Sec. 1.1502-79(a)(3)’s purpose
and thus no NOL, may have PLEs bubasis, not by aggregating PLLs separatel¥ to allocate CNOL to an affiliate mem-
can have no PLL. An affiliated group ofdetermined company by company. Pper seeking to carry back a loss to a year
corporations may file a single consoli5-15. in which the member was not part of the
dated return. Sec. 1501. Treasury Regu-(a) The single-entity approach to calgonsolidated group. Such returns are not
lations provide that such a group’s “conculating an affiliated group’s PLL is at issue here. Pp. 8-11.
solidated taxable income” (CTl), or,straightforward. The first step in apply- (c) Several objections to the single-en-
alternatively, its “consolidated net opering Sec. 172(j)'s definition of PLL re- tjty approach—that it allows affiliated
ating loss” (CNOL), is determined byquires a taxpayer filing a consolidated regroups a double deduction, that the omis-
taking into account several items, theurn to calculate an NOL. The Code andjon of PLESs from the series of items that
first of which is the “separate taxable integulations governing affiliated groups offreas. Reg. Sec. 1.1502-12 requires to be
come” (STI) of each group member. Ircorporations filing consolidated returnggjlied at the consolidation level indicates
calculating STI, the member must disreprovide only one definition of NOL: that PLEs were not meant to be tallied at
gard items such as capital gains anttonsolidated” NOL. The absence of ghat level, and that the single-entity ap-
losses, which are considered, and fageparate NOL for a group member in thigroach would permit significant tax avoid-
tored into CTI or CNOL, on a consoli-context is underscored by the fact that thgnce abuses—are rejected. Pp. 11-15.
dated basis. Petitioner's predecessor iegulations provide a measure of separate 208 F.3d 452, reversed and remanded.
interest, AMCA International Corpora-NOL in a different context, for any year
tion, was the parent of an affiliated groupn which an affiliated corporation files a SOUTER, J., delivered the opinion of
filing consolidated returns for the yearsseparate return. The exclusive definitiothe Court, in which REHNQUIST, C.J.,
1983 through 1986. In each yearpf NOL as CNOL at the consolidatedand O’'CONNOR, SCALIA, KENNEDY,
AMCA reported CNOL exceeding thelevel is important. Neither the Code noTHOMAS, GINSBURG, and BREYER,
aggregate of its 26 individual membersthe regulations indicate that the essentidl., joined. THOMAS, J., filed a concur-
PLEs. Five group members with PLESelationship between NOL and PLL for aring opinion. STEVENS, J., filed a dis-
reported positive STIs. Nonethelessgonsolidated group differs from their resenting opinion.
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SUPREME COURT OF THE 232 (Comm. Print 1979). The Code debined at the level of the group filing the
UNITED STATES fines “product liability loss,” for a given single return, where deductions otherwise
No. 00—157 tax year, as the lesser of (1) the taxpayer&tributable to one member (say, for a

' “net operating loss for such year” and (2fharitable contribution) can offset income
UNITED DOMINION INDUSTRIES, its allowable deductions attributable taeceived by another (from a capital gain,
INC., PETITIONERv. UNITED product liability “expenses.” 26 U.S.C.for example). Treas. Regs. Secs.
STATES Sec. 172(j)(1). In other words, a tax-.1502-11(a)(3)—(8); 1.1502-21(f)(2) to

532 U.S (2001) payer’s product liability loss (PLL) is the(6). A consolidated group’s CTI or

T total of its product liability expensesCNOL, therefore, is the sum of each

ON WRIT OF CERTIORARI TO THE (PLESs), limited to the amount of its netmember’s STI, plus or minus a handful of

UNITED STATES COURT OF operating loss (NOL). By definition, items considered on a consolidated basis.
APPEALS FOR THE then, a taxpayer with positive annual in-
FOURTH CIRCUIT come, and thus no NOL, may have PLEs I

but can have no PLE. Petitioner United Dominion’s prede-

_ _ Instead of requiring each member COMaegsor in interest, AMCA International
JUSTICE SOUTER delivered the opin-pany of “[a]n affiliated group of corpora- Corporation, was the parent of an affili-

ion of the Court. tions” to file a separate tax return, theyqq group of corporations that properly
Under Sec. 172(b)(1)(1) of the InternalCode permits the group to file a singlgacted to file consolidated tax returns for
Revenue Code of 1954, a taxpayer magonsolidated return, 26 U.S.C. Sec. 150}, years 1983 through 1986. In each of
carry back its “product liability loss™ up to and leaves it to the Secretary of the Tregroge years, AMCA reported CNOL (the
10 years in order to offset prior years’ insury to work out the details by promulgat;, vest being $85 million and the highest,
come. The issue here is the method fang regulations governing such returnsgs 40 million) that exceeded the aggregate
calculating the product liability loss of anSec. 1502. Under Treas. Regs. Secs; its 26 individual members’ PLEs ($3.5
affiliated group of corporations electing tol.1502—11(a) and 1.1502—213f&n affili- million to $6.5 million). This case fo-
file a consolidated federal income tax reated group’s “consolidated taxable in¢ ses on the PLEs of five of AMCA's
turn. We hold that the group’s product liacome” (CTI), or, alternatively, its “con- o mber companies, which, together, gen-
bility loss must be figured on a consolisolidated net operating loss” (CNOL), iy ateq roughly $205,000 in PLEs in 1983,
dated basis in the first instance, and not ljetermined by “taking into account” SeVg1 6 million in 1984, $1.3 million in
aggregating product liability losses sepaeral items. The first is the “separate tax1985’ and $250,000 in 1986. No one dis-

rately determined company by company. able income” (STI) of each group MeMytes these amounts or their characteriza-

ber. Amember’s STI (whether positive Oty as PLEs. See 208 F.3d 452. 453

negative) is computed as thou_gh th?CA4 2000) (“The parties agree” with re-
A “net operating loss” results from de-Member were a separate corporatioa,( gpect to the amount of “the product liabil-
ductions in excess of gross income for QY Netting income and expenses), but suy, exnenses incurred by the five group
given year. 26 U.S.C. Sec. 172(c)./ect to several important “modifications.” mempers in the relevant years”). Rather,
Under Sec. 172(b)(1)(A), a taxpayer ma%’rea_s. Reg. Sec. 1.1502-12. These MOQfe gole question here is whether the
carry its net operating loss either backlications require a group member calcuayca affiliated group may include these
ward to past tax years or forward to futurd®ting its STI to disregard, among otheg o nts on its consolidated return, in de-
tax years in order to “set off its lean yeari€Ms, its capital gains and losses, charitgsymining its PLL for 10-year carryback.
against its lush years, and to strike som&l€-contribution deductions, and divi-the guestion arises because of the further
thing like an average taxable incomélends-received deductionsbid. These hgisputed fact that in each of the rele-
computed over a period longer than ongxcluded items are accounted for On gt ax years, each of the five companies
year,” Libson Shops, Inc. v. Koehjegs3 consolidated basis, that is, they are com qyestion (with minor exceptions not
U.S. 382, 386 (1957). relevant here), reported a positive STI.
Although the normal carryback period AMCA answered this question by fol-
was at the time three years, in 1978, Cor, i, for example, & company had $100 in taxablelﬂowing what commentators have called a
gress authorized a special 10-year carrjinco’me, $50 in deductible P{ES, and $75 in addi_single—entity“ approachto calculating
back for “product liability loss[es],” 26 tional deductions, its NOL would be $25(, $100- 1tS “consolidated” PLL. For each tax
U.S.C. Sec. 172(b)(1)(1), since, it unders$s0-$75= -$25); it could count only $25 of its $50 inyear, AMCA (1) calculated its CNOL pur-
stood, losses of this sort tend to be partiPLEs as PLL. If the company had $100 in incomesuant to Treas. Reg. Sec. 1.1502-11(a),
ularly “large and sporadic.” Joint Com-$0 in PLEs, and $125 in additional deductions, ity yq (2) aggregated its individual mem-
mittee on Taxation, 95th Cong., GeneremOPLLvézug t;,elf?iigdf'itn(;ﬂ;chif‘:tcr’:;mcg;sz::;ef;dqoers' PLEs. Because, as noted above, for
Explanation of the Revenue Act of 19784100 in income, $50 in PLEs, and $40 in additiona@ach tax year AMCA's CNOL was greater

deductions, it would have positive income and, thus
no NOL and no PLL.
1 Unless otherwise noted, all statutory references a3 Unless otherwise noted, Treasury Regulation refe* Axelrod & Blank, The Supreme Court,
to the Internal Revenue Code of 1954, 26 U.S.C. Seences are to the regulations in effect between 19{Consolidated Returns, and 10-Year Carrybacks, 90
letseq (1982 ed. and Supp. V), as in effect betweeand 1986, 26 CFR Sec. 1.1502-8fl seq (1982- Tax Notes, No. 10, p. 1383 (Mar. 5, 2001) (here-
1983 and 1986, the tax years here in question. 1986). inafter Axelrod & Blank).
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than the sum of its members’ PLEs, Because the Fourth Circuit's separatewith a consolidated return (and for rea-
AMCA treated the full amount of the member approach to calculating PLL consons developed belowfra, at ) we
PLEs as consolidated PLL eligible for 104licted with the Sixth Circuit’s adoption of think it is fair to say, as United Dominion
year carryback. In AMCA's view, the factthe single-entity approach imtermet says, that the concept of separate NOL
that several member companies throwinGorp. v. Commissioner209 F.3d 901 “simply does not exist.” Brief for Peti-
off large PLEs also, when considered sedCA6 2000), we granted certiorari, 531tioner 157 The exclusiveness of NOL at
arately, generated positive taxable incomé.S. 1009 (2000j. We now reverse. the consolidated level as CNOL is impor-
was of no significance. tant here for the following reasons. The
From the Government’s perspective, I Code’s authorization of consolidated
however, the fact that the several affili- The case for the single-entity approacHOUP treatment contains no indication
ated members with PLEs also generatgg calculating an affiliated group’s PLL isthat for a consolidated group the essential
positive separate taxable income is of Crirs'traightforward. Section 172(j)(1) de-relationship between NOL and PLL will
ical significance. According to the Gov-fnac g taxpayer's “product liability loss” differ from their relationship for a con-
ernment’'s methodology, which we will «nMentional corporate taxpayer. Nor does

: ) for a given tax year as the lesser of its ¢
call the “separate-member approa’th’operating loss for such year” and its proc@nY Treasury R_egulgthn purport tq
change the relationship in the consoli-

F_’LEs incurred by an _aﬁiliate with posi- liability “expenses.” In order to apply . ol
tive separate taxable income cannot coRgig definition, the taxpayer first deter-dated context. If, then, the relationship is

tribute to a PLL eligible for 10-year carry- ines whether it has taxable income oi© remain essentially the same, the key to
back. Whereas AMCA compares thENOL, and in making that calculation jtunderstanding it lies in the regulations’
group’s total income (or loss) and totak,,yiracts PLEs. If the result is NOL, th&lefinition of net operating loss exclu-
PLEs in an effort to determine the grOUP’?axpayer then makes a simple comparisoﬂvely at the consolidated level. Working
total PLL, the Government compareg,atween the NOL figure and the totaPack from that, PLEs should be consid-
each affiliate’s STI and PLEs in order tOp| s The PLE total becomes the PLL t§"€d first in calculating CNOL, and they
determine whether each affiliate suffers g,o extent it does not exceed NOL. ThaA"e: because any PLE of an affiliate af-
PLL, and only then combines any PLLSIS' until NOL has been determined, therdects the calculation of its STI, that same
of the individual affiliates to determine ajg o pL. PLE necessarily affects the CTI or CNOL
consolidated PLL amount. The first step in applying the definitionin exactly the same way, dollar for dollar.
In 1986 and 1987, AMCA petitioned 4,4 methodology of PLL to ataxpayerfiI—And because, by definition, there is no
the Internal Revenue Service for refundﬁ]g a consolidated return thus requires tHOL measure for a consolidated return
of taxes based on its PLL calculations.gcjation of NOL. As United Dominion 9roup or any affiliate except CNOL, PLEs
The IRS first ruled in AMCA's favor but correctly points out, the Code and reguIaQa”nOt be compared with any NOL to
was reversed by the Joint Committee op,ng governing affiliated groups of cor-Produce PLL until CNOL has been calcu-
Internal Revenue Taxation of the Umte&;orations filing consolidated returns pro_Iated. Then, and only then in the case of
States Congress, which controls refunds; e only one definition of NOL: the consolidated filer, can total PLEs be
exceeding a certain threshold, 26 U.S.Cq50lidated” NOL, see Treas. Reg. gecompared with a net operating loss. In
Sec. 6405(a). AMCA then filed this re-1.1502-21(f). There is no definition ofSUM comparable treatment of PLL in the
fund action in the United States DiStriCTseparate NOL for a member of an affiliinstances of the usual corporate taxpayer
Court for the Western District of North 5404 group. Indeed, the fact that Treasufi‘/‘d group filing a consolidated return can
Carolina. The District Court agreed WithReguIations do provide a measure of sep€ achieved only if the comparison of
AMCA that an affiliated group’s PLL is g.ate NOL in a different context, for anPLEs with a limiting loss amount occurs
determined on a single-entity basis, and;jiated corporation as to any year irAt the consolidated level after CNOL has
held that, so long as the group’s consolizhich it filed a separate returinfra, at been determined. This approach resting
dated return reflects CNOL in excess of underscores the absence of such®§ comparable treatment has a further

’

the group’s aggregate PLEs, the total Qfeasure for an affiliated corporation fil-

those expenses (mcluqll_ng those mcurrgﬂg as a group member. Given this appa; — et See. 1150275013
by members with positive separate taxémly exclusive definition of NOL as disr(]:uésseldliﬁ?ra,oatrﬁ, tv?/glotr?; p.rovisi(_)nsfa)Z(G)’

able income) is a PLL that may be Ca'CNOL in the instance of affiliated entitiesy s c. sec. 1503(7(2) and the current version
ried back the full ten years.” No. 3:95- . .

(though not the version applicable between 1983 and
CV-341-MU (June 19, 1998), App. to 1986) of Treas. Reg. Sec. 1502-21(b) (2000), refer to
Pet. for Cert. 39a. The United State® Intermet involved “specified liability losses” separate group members’ NOLs. The parties here
Court of Appeals for the Fourth Circuit(SLLs), not PLLs. The difference, however, doesave not emphasized those provisions, and with
reversed, and held that “determining™t TALe: he PL e a saior redecessr good reseon Nt ony e ey nappcabe o e
. R , , -question before us (either substantively, temporally,
prOdUCt Ilablllty !OSS separately for e_aChsion in Sec. 11811(b)(1) of the Omnibus Budgebr both), but, as one commentator has observed,
group member is correct and consistelreconciliation Act of 1990, 104 Stat. 1388-532their references to separate NOLS “stem(] more from
with [Treasury] regulations.” 208 F.3d,Thus, “[i]n all relevant respects, the provisions ortareless drafting than meaningful design.”
at 458. [PLLs] and SLLs are the same.” Leathermanieatherman, Are Separate Liability Losses Separate
Current Developments for Consolidated Groupsfor Consolidated Groups?, 52 Tax. Law. 663, 705
486 PLI/Tax 389, 393, n. 5 (2000) (hereinafte1999) (hereinafter Leatherman, Separate Liability
5 |bid. Leatherman, Current Developments). Losses).
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virtue entitled to some weight in case oeparately, or deflated by eliminating amut that the suspicion is justified. Section
doubt: itis (relatively) easy to understandhcome item like capital gain. 1.1502-79(a)(3) unbakes the cake for
and to apply. When pushed, the Government conenly one reason, and that reason has no
The case for the separate-member apedes that STl is “not necessarily equivaapplication here. The definition on which
proach, advanced (in one variant) by thkent to the income or [NOL] figure thatthe Court of Appeals relied applies, by its
Government and adopted (on a differerthe corporation would have computed if iterms, only “for purposes of” Sec.
rationale) by the Court of Appeals, is nohad filed a separate return.” Brief forl.1502—-79(a)(3), and context makes clear
so easily made. In the analysis of compaJnited States 21, n. 14. But, the Goverrthat the purpose is to provide a way to al-
rable treatment just set out, of coursenent claims, “[tlhere has never been #cate CNOL to an affiliate member that
there is no NOL below the consolidatedaxpayer with [PLEs] who had a positiveseeks to carry back a loss to a “separate
level and hence nothing for comparisofiSTI] but a negative separate [NOL].” Tr.return year,” that is, to a year in which the
with PLEs to produce PLL at any stageof Oral Arg. 27. In other words, the Gov-member was not part of the consolidated
before the CNOL calculation. At theernment says that the deductions excludeptoup. See Treas. Reg. Sec. 1.1502-79
least, then, a proponent of the separat&om STI have never once made a differ(titled “Separate return years”); Sec.
member approach must identify some figence and, therefore, that STl is, in fact, .1502-79(a) (titled “Carryover and car-
ure in the consolidated return scheme thdecent enough proxy for a group memeyback of [CNOL] to separate return
could have a plausible analogy to NOL aber’s “separate” NOL. But whether or nolyears”); Sec. 1.1502-79(a)(1) (“[i]f a
the level of the affiliated corporations.the excluded items have made a diffefCNOL] can be carried . . . to a separate
See A. Dubroff, J. Blanchard, J. Broadence in the past, or make a differencesturn year . . .”). No separate return years
bent, & K. Duvall, Federal Income Taxa-here, they certainly could make a differare at issue before us; all NOL carrybacks
tion of Corporations Filing Consolidatedence and, given the potential importanceelevant here apply to years in which the
Returns Sec. 41.04[06], p. 41-75 (2d ecf some of the deductions involved (&ive corporations were affiliated in the
2000) (hereinafter Dubroff) (“Even if sep-large charitable contribution, for exam-group. The Court of Appeals thus applied
arate entity treatment was appropriate, file), it is not hard to see how the differconcepts addressing separate return years
is unclear how a member with [PLEs]ence could favor the Government. to a determination for a consolidated re-
would compute its separate NOL”). The The Court of Appeals was thereforgurn year, without any statutory or regula-
Government and the Court of Appealsight to reject the Government’s relianceory basis for doing so. Cf. 49 Fed. Reg.
have suggested different substitute mean STI as a functional surrogate for an af30530 (1984) (“[A]lthough the consoli-
sures. Neither one works. filiate's “separate” NOL. 208 F.3d, atdated net operating loss is apportioned to
The Government has argued that an if#59-460. But what the Court of Appealsndividual members for purposes of carry
dividual group member’s STI, as deterused in place of STI fares no better. Theacks to separate return years [under Sec.
mined under Treas. Reg. Sec. 1.1502-1@purt relied on Treas. Reg. Sec1.1502-79(a)], the apportioned amounts
is analogous to a “separate” NOL, so that.1502-79, which contains a definition ofare not separate NOLs of each member”).
an affiliate’s STI may be compared with*separate net operating loss” that thejence, while Sec. 1.1502-79 might not
its PLEs in order to determine any sepasourt believed to be “analogous to an indistort an affiliate’s separate NOL in the
rate PLL. An individual member's PLL dividual's ‘net operating loss’ on a sepasame way that STI does, the facial inap-
would be the amount of its separate PLE®te return.” 208 F.3d at 460. Sectioplicability of that regulation only under-
up to the amount of its negative STI; d.1502—-79(a)(3) provides that, “[flor pur-scores the exclusive concern of Sec.
member having positive STI could haveposes of this subparagraph,” the “separate1502—11(a) with consolidated NOL.
no PLL. net operating loss of a member of the |n sym, neither method for computing
The Government claims that an STIgroup shall be determined under Seg| | on a separate-member basis squares
based comparison places the group mer#-1502-12. . ., adjusted for the . . . ittMg;th the notion of comparability as ap-
ber closest to the position it would havéaken into account in the computation of hjieq to consolidated return regulations.
occupied if it had filed a separate returrthe CNOL. As the Court of Appeals saidop, the contrary, by expressly and exclu-
But that is simply not so. We have seethe directive of Sec. 1.1502-79(a)(3) (Ungjyely defining NOL as CNOL, the regu-
already that the calculation of a grouﬁike the definition of STI) “takes into ac- lations support the position that group
member’s STI by definition excludes sevcount, for example, [a] member’s charitaymempers’ PLES should be aggregated and
eral items that an individual taxpayele contributions” and other consolidateqyq affiliated group’s PLL determined on

would normally account for in computingdeductions. 208 F.3d, at 460-461. a consolidated, single-entity basis.
income or loss, but which an affiliated But this sounds too good. It is true
group may tally only at the consolidatedhat, insofar as Sec. 1.1502—79(a)(3) ac- v

level, such as capital gains and lossespunts for gains and losses that STI does

charitable-contribution deductions, andot, it gets closer to a commonsense no- Several objections have been raised to
dividends-received deductions. Treadion of a group member’s “separate” NOLa single-entity approach to calculating

Reg. Secs. 1.1502-12(j) to (n). Owing téthan STI does. But the fact that Sed?LL that we have not considered yet.

these exclusions, an affiliate’s STI will1.1502—-79(a)(3) improves on STI simplyFirst, the Government insists that a sin-
tend to be inflated by eliminating deducby undoing what Sec. 1.1502-12 requiregle-entity rule allows affiliated groups a

tions it would have taken if it had filedin defining STI is suspicious, and it turns‘double deduction.” The Government ar-
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gues that because PLEs are not includegiestion is what portion, if any, ofnothing in 1966. The issue, then, is the
among the specific items (charitable-conAMCA's CNOL is PLL and, as such, eli- significance, not of omission, but of fail-
tribution deductions, etc.) for which con-gible for 10-year, as opposed to 3-yeaure to include later: has the significance
solidated, single-entity treatment is reearryback treatment. There is no more aff the earlier regulation changed solely
quired under Treas. Reg. Sec. 1.1502-1a,double deduction with a 10-year carrybecause the Treasury has never amended
PLEs are “consumed” or “used up” inback than one for three years. it, even though PLL is now a separate car-
computing members’ STIs, which, pur- A second objection was the reason thayback? We think that is unlikely. The
suant to Treas. Regs. Secs. 1.1502-11¢he Court of Appeals rejected the singleTreasury’s relaxed approach to amending
and 1.1502-21(f), are then used to calcentity approach. That court attached digts regulations to track Code changes is
late the group’s CTI or CNOL. Accord-positive significance to the fact thatwell documented. See.g, Dubroff
ing to the Government, to permit the usahile the Treasury Regulation we havet1-72, n. 193; Axelrod & Blank 1391,
of PLEs first to reduce an individualdiscussed, Sec. 1.1502-12, specificallyeatherman, Separate Liability Losses
member’s STI and then to contribute to aprovides that several items (capital gain808—709. The absence of any amendment
aggregate PLL for carryback purposeand losses, charitable-contribution deto Sec. 1.1502-12 that might have added
would be tantamount to a double deduductions, etc.) shall be accounted for oRLEs or PLLs to the list of items for
tion. a consolidated basis, it does not similarlynandatory single-member treatment
The double-deduction argument mayrovide for accounting for PLEs on atherefore is more likely a reflection of the
have superficial appeal, but any appeal donsolidated basis: “The regulationdgreasury’s inattention than any affirma-
has rests on a fundamental misconceptigrovide for blending the group memberstive intention on its part to say anything at
of the function of STI in computing an af-[NOLs], and they explicitly define all.
filiated group’s tax liability. Calculation [CNOL] without an accompanying refer- Last, the Government warns that “[t|he
of a group member’s STl is not in and oEnce to consolidated [PLEs]. This omisfule that petitioner advocates would per-
itself the basis for any tax event, and thergion . . . makes clear that blending thosmit significant tax avoidance abuses.”
is no separate tax saving when STI is caéxpenses is not permitted. . . .” 208 F.3drief for United States 40. Specifically:
culated; that occurs only when deductionat 458.
on the consolidated return equal income We think the omission of PLEs from
and (if they exceed income and produce the series of items that Sec. 1.1502-12 re-
CNOL) are carried back against prior inquires to be tallied at the consolidated
come. STI is merely an accounting conlevel has no such clear lesson, however.
struct devised as an interim step in comFhe logic that invests the omission with
puting a group’s CTl or CNOL,; it “has nosignificance is familiar: the mention of
other purpose.”Intermef 209 F.3d, at some implies the exclusion of others not
906 (“A member’s STI is simply a stepmentioned. Leatherman v. Tarrant
along the way to calculating the group’<County Narcotics Intelligence and Coor-
taxable income or CNOL"). The fact thatdination Unit 507 U.S. 163, 167 (1993)
a group member’s PLEs reduce its STK*Expressio unius est exclusio altefijus
which in turn either reduces the group’8ut here, as always, the soundness of that
CTI or contributes to its CNOL “dollar premise is a function of timing: if there
for dollar,” ibid., is of no other momeft. was a good reason to consider the treat-
If there were anything wrong in whatment of consolidated PLL at the time the The Government suggests, for exam-
AMCA proposes to do, it would be wrongregulation was drawn, then omitting PLLple, that “a manufacturing company (with
in relation to AMCA's CNOL and its use from the list of items for consolidatedprior profits and current losses) that has
for any carryback. Yet, as noted abovdreatment may well have meant someno product liability exposure could pur-
no one here disputes that the group merthing. But if there was no reason to conehase a tobacco company (with both prior
bers had PLEs in the total amount claimesider PLL then, its omission would mearand current profits) that has significant
or that the AMCA group is entitled to nothing at all. And in fact, there was ngroduct liability expenses,” and that
carry back the full amount of its CNOL toreason. When the consolidated returfjtjhe combined entity could . . . assert a
offset income in prior years. The onlyregulations were first promulgated inten-year carryback of ‘product liability
1966, there was no carryback provisiotosses’ even though the tobacco company
8 It makes no difference whatsoever whether thg_egged to PLEs or PLLs; those notionbas always made a profit and never in-
affiliate’s PLEs are (1) first netted against eaciflid NOt become separate carryback itenwirred a ‘loss’ of any type.1d., at 40-41,
member’s income and then aggregated or (2) firdintil 1978, when the 10-year rule was den. 27.
aggregated and then netted against the group’s comised. See Revenue Act of 1978, Sec. There are several answers. First, on the
bined income: under either method, AMCAs CNOL371 92 Stat. 2859; see also Leathermasgore of tax avoidance, the separate-mem-
Is the same. See Axelrod & Blank 1394 (noting thag, . ranyt Developments 393, n. 5. Omisber approach is no better (and is perhaps
this conclusion follows from “the associative princi- . . .
ple of arithmetic (which holds that the groupings o810 Of PLEs or PLLs from the series setvorse) than the single-entity treatment;
items in the case of addition and subtraction have rdut for consolidated treatment in the 19660th entail some risk of tax-motivated be-
effect on the result)”). regulation therefore meant absolutelyavior. See Leatherman, Separate Liabil-

“Under petitioner’s approach, a cor-
poration that is currently unprof-
itable but that had substantial in-
come in prior years could (i)

acquire a profitable corporation
with product liability expense de-
ductions in the year of acquisition,
(i) file a consolidated return and
(iii) thereby create an otherwise
nonexistent ‘product liability loss’

for the new affiliated group that
would allow the acquiring corpora-
tion to claim refunds of the tax it
paid in prior years.bid.
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ity Losses 681 (Under the separate-mem- JUSTICE THOMAS, concurring. tential for abuse created by the peti-
ber approach, “[d]espite sound non-tax | agree with the Court that the Internationer’s reading of the statutory scheme
business reasons, a group may be disiRevenue Code provision and the correand affirm the decision of the Court of
clined to form a new member or transfesponding Treasury Regulations that conAppeals on that basts.
assets between members, because it magl consolidated filings are best inter- As the majority accurately reports, dur-
worry that it would lose the benefit of apreted as requiring a single-entitying the time relevant to this case, Sec.
ten-year carryback,” and “may be encourapproach in calculating product liability172(b)(1)(1) of the Internal Revenue Code
aged to transfer assets between membeoss. | write separately, however, beeof 1954 allowed any “taxpayer” who
to increase its consolidated [PLL], evercause | respectfully disagree with theha[d] a product liability loss” to carry
when those transfers would otherwise bdissent’s suggestion that, when a provisack its excess product liability losses for
ill-advised”). Second, the Governmension of the Code and the corresponding0 years. The resolution of this case turns
may, as always, address tax-motivated beegulations are ambiguous, this Courén whether, when a group of affiliated
havior under Internal Revenue Code Seshould defer to the Government’s intercorporations files a consolidated tax re-
269, which gives the Secretary ample awpretation. Seepost,at 1-2. At a bare turn, the entire group should be consid-
thority to “disallow [any] deduction, minimum, in cases such as this one, igred the “taxpayer” for the purposes of
credit, or other allowance” that resultsvhich the complex statutory and regulaimplementing this provision or whether
from a transaction “the principal purposgory scheme lends itself to any numbegach individual corporation should be
[of] which . . . is evasion or avoidance ofof interpretations, we should be inclinedseen as a “taxpayer.”
Federal income tax.” 26 U.S.C. Secto rely on the traditional canon that con- There is no obvious answer to this
269(a). And finally, if the Governmentstrues revenue-raising laws against the@]’uestion. On the one hand, it is gener-
were to conclude that Sec. 269 providedrafter. Sed.eavell v. Blades237 Mo. ally accepted that the rationale behind
too little protection and that it simply 695, 700-701, 141 S.W. 893, 894 (191%he consolidated return regulations is to
could not live with the single-entity ap-(“When the tax gatherer puts his fingeg|iow affiliated corporations that are
proach, the Treasury could exercise then the citizen, he must also put his finryn as a single-entity to elect to be
authority provided by the Code, 26 U.S.Cger on the law permitting it")United treated for tax purposes as a single-en-
Sec. 1502, and amend the consolidated r8tates v. Merriam263 U.S. 179, 188 tity. See,e.g. Brief for Petitioner
turn regulations. (1923) (“If the words are doubtful, the17_19 (collecting sources in which the
oo doubt must be resolved against the Goynternal Revenue Service so stated). On
Thus, it is true, as the Government hagrnment and in favor of the taxpayer”)inhe other hand, it is quite clear that each
argued, that “[t]he Internal Revenue Cod8owers v. New York & Albany Literagecorporation in such a group remains in
vests ample authority in the Treasury t€o., 273 U.S. 346, 350 (1927) (“Thepoth a legal and a literal sense a “tax-
adopt consolidated return regulations tprovision is part of a taxing statute; anghayer,” a status that has important con-
effect a binding resolution of the questiorsuch laws are to be interpreted liberallgequences. Se&oolford Realty Co. v.
presented in this case.” Brief for Unitedn favor of the taxpayers”). AccordRose 286 U.S. 319, 328 (1932) (“The
States 19-20. To the extent that the Gowmerican Net & Twine Co. v. Worthing-fact is not to be ignored that each of two

ernment has exercised that authority, iteon, 141 U.S. 468, 474 (1891enziger or more corporations joining . . . in a

actions point to the single-entity approach. United Statesl92 U.S. 38, 55 (1904). consolidated return is none the less a

as the better answer. To the extent the taxpayer”); 26 U.S.C. Sec. 7701(a)(14)

. : . SUPREME COURT OF THE 2 ' S |

Government disagrees, it may amend its UNITED STATES (defining a “taxpayer” as “any person

regulations to provide for a different one. subject to any internal revenue tax,”
The judgment of the Court of Appeals No. 00-157 where a related provision defines “per-

is reversed, and the case is remanded for son” to include corporations). As both

proceedings consistent with this opinion. UNITED DOMINION INDUSTRIES,

INC.. PETITIONERV. UNITED the group and the individual corpora-

It is so ordered. STATES
S s sraTes, T ONWRITOF CERTIORARI TO THE e e e e e e
UNITED STATES COURT OF against their drafter. Semte at 1 (THOMAS, J.,
No. 00-157 APPEALS FOR THE concurring). However, when the ambiguous provi-
FOURTH CIRCUIT sion in question is not one that imposes tax liabili-
UNITED DOMINION INDUSTRIES, ty but rather one that crafts an exception from a
INC.. PETITIONERV. UNITED June 4, 2001 general revenue duty for the benefit of some tax-
B STATES ' JUSTICE STEVENS. di " payers, a countervailing tradition suggests that the
, dissenting. ambiguity should be resolved in the government's
This is a close and difficult case, infavor. Seege.g, INDOPCO, Inc. v. Commissioner
ON WRIT OF CERTIORARI TO THE ! B
UNITED STATES COURT OF which neither the statute nor the regulgb03 U.S. 79, 84 (1992)nterstate Transit Lines v.
tions offer a definitive answer to the cru-Commissioner319 U.S. 590, 593 (1943)eputy v.
APPEALS FOR THE ) . Du Pont 308 U.S. 488, 493 (1940)ew Colonial
FOURTH CIRCUIT cial textual question. Absent a clear t€X e o v, Helvering292 U.S. 435, 440 (1934);
tual anchor, | would credit the Secretarwoolford Realty Co. v. Ros@86 U.S. 319, 326
June 4, 2001 of the Treasury’s concerns about the p((1932).
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tions are considered “taxpayers” in difspecific NOL (albeit for a different pur- Section 3101.—Rate of Tax
ferent contexts, the statute presents @ose), see Sec. 1.1502-79(a)(3) (defin-

genuine ambiguity. ing “separate net operating Ioss”),Ct- D. 2071
When a provision of the Internal F_Qev_-demonstrqtes _thaft there are no inherent SUPREME COURT OF THE
enue Code presents a patent ambiguitgroblems implicit in undertaking such a
. UNITED STATES
Congress, the courts, and the IRS shaoalculation.
a preference for resolving the ambiguity In short, | find no answer to this case No. 99-1978

via executive action. See,g, National in the text of the statute or in any Trea-
Muffler Dealers Assn., Inc. v. Unitedsury Regulatiorf. However, the govern- UNITED STATESv. HATTER, JUDGE,
States 440 U.S. 472, 477 (1979). Thisment does forward a valid policy con- ig;i%g@;ﬁ?Rﬂfgﬁlsﬁaégugg
is best achieved by the issuing of a Treaern that militates against petitioner’s CALIEORNIA ET AL

sury Regulation resolving the ambiguityconstruction of the statute: the fear of ' '

Ibid. In this instance, however, the Sectax abuse. See Brief for United States CERTIORARI TO THE UNITED
retary of the Treasury issued no such0-42. Put simply, the Government STATES COURT OF APPEALS FOR

regulation. In the absence of such a regears that currently unprofitable but pre- THE FEDERAL CIRCUIT
ulation, the majority has scoured tanviously profitable corporations might re-

gentially related regulations, looking forceive a substantial windfall simply by May 21, 2001
clues to what the Secretary might inacquiring a corporation with significant Syllabus

tend. For want of a more precise basigroduct liability expenses but no prod-
for resolving this case, that approach igct liability losses. Seil., at 40. Ona In 1982, Congress extended Medicare
sound. subjective level, | find these concernd0 federal employees. That new law
It is at this point, however, that | parttroubling. Cf.Woolford Realty Co.286 Mmeantinter alia, that then-sitting federal
company with the majority’s analysis.U.S., at 330 (rejecting “the notion thajudges, like all other federal employees
The fact that the regulations forward aongress in permitting a consolidate@nd most other citizens, began to have
particular method for calculating a conreturn was willing to foster an opportu_Medi_care taxes withheld from _their
solidated “net operating loss” (NOL) fornity for juggling so facile and so obvi_salanes: In 1983, Congress requwed_ gll
a group of affiliated companies, seus”). More importantly, however, | "eWly hired federal employees to partici-
Treas. Reg. Sec. 1.1502-21(f), tells ugredit the Secretary of the Treasury'®at€ in Social Security and permitted,
how the Secretary wants the NOL to b@oncerns about the potential scope dFithout requiring, about 96% of the then-
calculated whenever it is necessary tghuse. Perhaps the Court is correct ftrrently employed federal employees to
determine a consolidated NOL, but iyggesting that these concerns can be @ticipate in that program. The remain-
does not tell us what provisions of thgeviated through applications of otheiNd 4%—a class consisting of the Presi-
Code require the calculation of a consolanti-abuse provisions of the Tax Codedent, other high-level Government em-
idated NOL. That is a separate and prigfeeante at 15, but | am not persuaded/oyees, and all federal judges—were
question. Even if we were to draw somgg my own ability to make that judg- required tp participate, except th_at those
mild significance from the presence ofnent. When we deal “with a subjecf"’ho contributed to a.“cove.red” retirement
such a regulation (and the absence, @at is highly specialized and so comProgram could modify thelr participation
the time these returns were filed, of Plex as to be the despair of judges,'n a manner that left their total _payroll d_e—
similar regulation for the calculation of popson v. Commissione820 U.S. 489, duction for retirement and SQCIaI Security
corporation-specific NOL's), the power49g (1943), an ounce of deference is arj,l_nchanged, in effect allowing them to

of that inference is counterbalanced b}ﬂropriate. avoid any add.iti_or.1al finar!cial obligation
the fact that the regulations listing de- respectfully dissert. as a result of joining Social Security. A
ductions that must be reported at the “covered” program was defined to in-
consolidated level makes no mention of clude any retirement system to which an
product liability expenses. See Treas. employee had to contribute, which did not
Reg. Sec. 1.1502-12; see al$oEnter- encompass the noncontributory pension
prises Int’l, Inc. v. Commissiongd 05 system for federal judges, whose financial
T.C. 71, 85 (1995) (construing Treas obligations (and payroll deductions)
Reg. Sec. 1.1502-80(a) to provide therefore had to increase. A number of

“[w]here the consolidated return regula-tzio'na’:fat'sg 'g;‘gg%ﬁ;ﬁpﬁ”éc‘)’n'g:et_zeegﬁc‘:irgi "lectederal judges appointed before 1983
tions do not require that corporations fil\ o~ seante at 11-12. 9%4iled this suit, arguing that the 1983 law
ing such returns be treated differentlys gecause I agree with the majority that the calcula/iolated the Compensation Clause, which
from the way separate entities would btion contemplated by Treas. Reg. Sec. 1.150guarantees federal judges a “Compensa-
treated, those corporations shall b79(2)(3) better approximates the NOL that eaction, which shall not be diminished during
treated as separate entities when app|company would have had‘reported if filing 'nd'v'du'their Continuance in Office,” U.S. Const.,

. . Y . ally than the alternative forwarded by the "

Ing provisions of the Code ) In addl'Government, seante at 10, | agree with the CourtArt' I, Sec_' 1. Inltlally, _the Cou_rt of
tion, the subsequent promulgation of iof Appeals’ decision to adopt that measure anfr€deral Claims ruled against the judges,

method for calculating a corporation-would affirm the decision below in its entirety. ~ but the Federal Circuit reversed. On cer-
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tiorari, because some Justices were disuprg at 283. There is no good reasoparticipation would benefit only the mi-
qualified and this Court failed to find awhy a judge should not share the tax burority of judges who had not worked the
quorum, the Federal Circuit's judgmentdens borne by all citizens. S&wans quarters necessary to be fully insured
was affirmed “with the same effect asuprg at 265, 267 (Holmes, J., dissentunder Social Security. Fourth, the Gov-
upon affirmance by an equally divideding); O’Malley, suprg at 281-283. Al- ernment’s sole justification for the statu-
court.” 519 U.S. 801. On remand, thehough Congress canndirectly reduce tory distinction between judges and other
Court of Federal Claims found that thgudicial salaries even as part of an equhigh-level federal employees-e., equal-
judges’ Medicare claims were time barredable effort to reducall Government izing the financial burdens imposed by
and that a 1984 judicial salary increasealaries, a tax law, unlike a law mandatinthe noncontributory judicial retirement
promptly cured any violation, makinga salary reduction, affects compensatiogystem and the contributory system to
damages minimal. The Federal Circuiindirectly, not directly. Se&nited States which the other employees belonged—is
reversed, holding that the Compensation Will, 449 U.S. 200, 226. And those prounsound because such equalization takes
Clause prevented the Government frormphylactic considerations that may justifyplace not by offering all current federal
collecting Medicare and Social Securityan absolute rule forbidding direct salarnemployees (including judges) the same
taxes from the judges and that the violareductions are absent here, where indireopportunities, but by employing a statu-
tion was not cured by the 1984 pay intaxation is at issue. In practice, the likelitory disadvantage which offsets an advan-
crease. hood that a nondiscriminatory tax repretage related to those protections afforded
. sents a disguised legislative effort to injudges by the Clause, and because the two
Held: A T ) : .
fluence the judicial will is virtually systems are not equalized with any preci-
1. The Compensation Clause preventsonexistent. Hence the potential threatsion. Thus, the 1983 law is very different
the Government from collecting Socialto judicial independence that underlie thérom the nondiscriminatory tax upheld in
Security taxes, but not Medicare taxesgzompensation Clause, sE@ans supra O’Malley, suprg at 282. The Govern-
from federal judges who held office be-at 251-252, cannot justify a special judiment’s additional arguments—that Article
fore Congress extended those taxes tmal exemption from a commonly sharedll protects judges only against a reduc-
federal employees. Pp. 6-19. tax, not even as a preventive measure tmn in stated salary, not against indirect
(a) The Court rejects the judges’ claintounter those threats. Because thmeasures that only reduce take-home pay;
that the “law of the case” doctrine nowMedicare tax is nondiscriminatory, thethat there is no evidence here that Con-
prevents consideration of the Compensédederal Circuit erred in finding its appli-gress singled out judges for special treat-
tion Clause because an affirmance by asation to federal judges unconstitutionalment in order to intimidate, influence, or
equally divided Court is conclusive andPp. 7-13. punish them; and that the law disfavored
binding upon the partiedUnited States v. (c) However, because the speciahot only judges but also the President and
Pink, 315 U.S. 203, 216, on which theretroactivity-related Social Security rulesother high-ranking federal employees—
judges rely, concerned an earlier case enacted in 1983 effectively singled outre unconvincing. Pp. 13-19.
which the Court heard oral argument anthen-sitting federal judges for unfavorable 2. The Compensation Clause violation
apparently considered the merits beforgeatment, the Compensation Clause fowas not cured by the 1984 pay increase
affirming by an equally divided Court. bids the application of the Social Securityor federal judges. The context in which
The law of the case doctrine presumestax to those judges. Four features of thimat increase took place reveals nothing to
hearing on the merits. Sewg., Quern v. law, taken together, lead to the conclusiosuggest that it was intended to make
Jordan 440 U.S. 332, 347, n. 18. Wherthat it discriminates in a manner thevhole the losses sustained by the pre-
this case previously was here, due to al&lause forbids. First, the statutory his1983 judges. Rather, everything in the
sence of a quorum, the Court could nadbry, context, purpose, and language indrrecord suggests that the increase was
consider either the merits or whether teate that the category of “federal employmeant to halt a slide in purchasing power
consider those merits through a grant ades” is the appropriate class against whialesulting from continued and unadjusted-
certiorari. This fact, along with the obvi-the asserted discrimination must be meder inflation. Although a circumstance-
ous difficulty of finding other equivalent sured. Second, the practical upshot adpecific approach is more complex than
substitute forums, convinces the Courdefining “covered” system in the way thethe Government's proposed automatic ap-
thatPink does not control here. Pp. 6—7. law did was to permit nearly every thenproach, whereby a later salary increase
(b) Although the Compensation Clauseurrent federal employee, but not federakould terminate a Compensation Clause
prohibits taxation that singles out judgegudges, to avoid the newly imposed obligviolation regardless of the increase’s pur-
for specially unfavorable treatment, itation to pay Social Security taxes. Thirdpose, there is no reason why such relief as
does not forbid Congress to enact a lathe new law imposed a substantial cost alamages or an exemption from Social Se-
imposing a nondiscriminatory tax (includ-federal judges with little or no expectatiorcurity would prove unworkable Will,
ing an increase in rates or a change iof substantial benefit for most of themsuprg distinguished. Pp. 19-22.
conditions) upon judges and other citiinclusion meant a deduction of about 203 F.3d 795, affirmed in part, reversed
zens. Sed®’'Malley v. Woodrough307 $2,000 per year, whereas 95% of the theim part, and remanded.
U.S. 277, 282. Insofar &vans v. Gorg active judges had already qualified for BREYER, J., delivered the opinion of
253 U.S. 245, 255, holds to the contrangocial Security (due to private sector emthe Court, in which REHNQUIST, C.J.,
that case is overruled. S€&eMalley, ployment) before becoming judges. Ancénd KENNEDY, SOUTER, and GINS-
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BURG, JJ., joined, and in whichpeals, we conclude that the Clause forbidSocial Security Reform 2-1, 2—-7 (Jan.
SCALIA, J., joined as to Parts I, Il, and V.the application of the Social Security tax1983). In particular, the Commission rec-

SCALIA, J., filed an opinion concurring to those judges. ommended that Congressquire all in-

in part and dissenting in part. THOMAS, coming federal employees (those hired
J., filed an opinion concurring in the judg- ' after January 1, 1984) to enter the Social
ment in part and dissenting in part. A Security system and to pay Social Secu-
STEVENS, J., and O'CONNOR, J., took rity taxes. Id., at 2-7. The Commission
no part in the consideration or decision of The Medicare law before us is straightemphasized that “present Federal employ-
the case. forward. In 1965, Congress created aes will not be affected by this recom-

Federal Medicare “hospital insurance’mendation.”Id., at 2-8.
SUPREME COURT OF THE program and tied its financing to Social In 1983, Congress enacted the Com-
UNITED STATES Security. See Social Security Amendmission’s recommendation into law (ef-
No. 99-1978 ments of 1965, 79 Stat. 291. Thdective January 1, 1984) with an impor-
Medicare law required most Americantant exception. See Social Security
UNITED STATES, PETITIONER. workers (whom Social Security coveredAmendments of 1983, Sec. 101(b)(1), 97
TERRY J. HATTER, JR., JUDGE, g pay an additional Medicare tax. But itStat. 69 (amending 26 U.S.C. Sections
UNITED STATES DISTRICT COURT  gid not require Federal Government em3121(b)(5), (6)). As the Commission had
FOR THE CENTRAL DISTRICT OF ployees (whom Social Security did norecommended, Congressquired all
CALIFORNIA, ET AL. cover) to pay that tax. See 26 U.S.C. Secewly hired federal employees to partici-
532 U.S. __ (2001) tions 3121(b)(5), (6) (1982 ed.). pate in the Social Security program. It
In 1982, Congress, believing thatalso permitted without requiring, almost
ON WRIT OF CERTIORARI TO THE  “[flederal workers should bear a more eqall (about 96%) then-currently employed

UNITED STATES COURT OF uitable share of the costs of financing théederal employees to participate.
APPEALS FOR THE FEDERAL benefits to which many of them eventu- Contrary to the Commission’s recom-
CIRCUIT ally became entitled,” S. Rep. No.mendation, however, the law added an ex-
May 21, 2001 97-494, pt. 1, p. 378 (1982), extendedeption. That exception seemed to restrict

both Medicare eligibility and Medicarethe freedom of choice of the remaining

JUSTICE BREYER delivered the opin-taxes to all currently employed federa#t% of all current employees. This class
ion of the Court. employees as well as to all newly hiredonsisted of the President, Vice President,

The Constitution’s Compensationfederal employees, Tax Equity and Fiscdligh-level Executive Branch employees,
Clause guarantees federal judges a “Corresponsibility Act of 1982, Sec. 278, 98Vilembers of Congress, a few other Leg-
pensation, which shall not be diminishedtat. 559-563. That new law meant thaslative Branch employees, and all federal
during their Continuance in Office.” U.S.(as of January 1, 1983) all federal judgegudges. See 42 U.S.C. Sections
Const., Art. lll, Sec. 1. The Court of Ap-like all other federal employees and most10(a)(5)(C)—(G); see also H.R. Rep. No.
peals for the Federal Circuit held that thigther citizens, would have to contribute98-25, p. 39 (1983); H.R. Conf. Rep. No.
Clause prevents the Government frorbetween 1.30% and 1.45% of their feder®8-542, p. 13 (1983) (noting that for
collecting certain Medicare and Sociakalaries to Medicare’s hospital insurancthese current federal employees “the rules
Security taxes from a small number ofystem. See 26 U.S.C. Sectionare being changed in the middle of the
federal judges who held office nearly 2B101(b)(4)—(6). game”). The new law seemed reguire
years ago—before Congress extended theThe Social Security law before us ighis class of current federal employees to
taxes to federal employees in the earlshore complex. In 1935, Congress createghter into the Social Security program,
1980’s. the Social Security program. See Sociaee 42 U.S.C. Sections 410(a)(5)(C)—(G).

In our view, the Clause does not preSecurity Act, 49 Stat. 620. For nearly 5@ut, as to almost all of these employees,
vent Congress from imposing a “non-disyears, that program covered employees the new law imposed no additional finan-
criminatory tax laid generally” uponthe private sector, but it did not coverial obligation or burden.
judges and other citizen§’Malley v. Government employees. See 26 U.S.C. That is because the new law then cre-
Woodrough 307 U.S. 277, 282 (1939),Sections 3121(b)(5), (6) (1982 ed.) (exated an exception to the exception, see
but it does prohibit taxation that singlegluding federal employees); SecFederal Employees’Retirement Contribu-
out judges for specially unfavorable treat3121(b)(7) (excluding state employees}ion Temporary Adjustment Act of 1983,
ment. Consequently, unlike the Court ofn 1981, a National Commission on SoSecs. 203(a)(2), 208, 97 Stat. 110711
Appeals, we conclude that Congress mayial Security Reform, convened by thecodified at note following 5 U.S.C. Sec.
apply the Medicare tax—a nondiscrimi-President and chaired by Alan GreenspaB331). The exception to the exception
natory tax—to then-sitting federal judgesnoting the need for “action . . . tosaid that any member of this small class
The special retroactivity-related Sociaktrengthen the financial status” of Sociabf current high-level officials (4% of all
Security rules that Congress enacted iBecurity, recommended that Congress efien-current employees) who contributed
1984, however, effectively singled outtend the program to cover Federal, but ndb a “covered” retirement program
then-sitting federal judges for unfavorablgtate or local, Government employeesionetheless could choose to modify their
treatment. Hence, like the Court of ApReport of the National Commission orparticipation in a manner that left their
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total payroll deduction—for retirementversed, ordering summary judgment fomance by an equally divided Court is
and Social Security—unchanged. Ahe judges as to liability. 64 F.3d 647‘conclusive and binding upon the parties
“covered” employee paying 7% of salary(1995). The Government petitioned thigs respects that controversyUnited
to a “covered” program could continue tdCourt for writ of certiorari. Some Mem- States v. Pink315 U.S. 203, 216 (1942).
pay that 7% and no more, in effect avoidbers of this Court were disqualified from Pink, however, concerned a case,
ing any additional financial obligation ashearing the matter, and we failed to find &nited States v. Moscow Fire Ins. Co.
a result of joining Social Security. quorum of six Justices. See 28 U.S.CG309 U.S. 624 (1940), in which this Court
The exception to the exception define®ec. 1. Consequently, the Court of Aphad heard oral argument and apparently
a “covered” program to include the Civilpeals’ judgment was affirmed “with theconsidered the merits prior to concluding
Service Retirement and Disability Syssame effect as upon affirmance by athat affirmance by an equally divided
tem—a program long available to almosequally divided court.” 519 U.S. 801Court was appropriate. The law of the
all federal employees—as well as any1996); see 28 U.S.C. Sec. 2109. case doctrine presumes a hearing on the
other retirement system to which an em- On remand from the Court of Appealsmerits. Seee.g, Quern v. Jordan440
ployee must contribute. Secsthe Court of Federal Claims found (a) tha).S. 332, 347, n. 18 (1979). This case
203(a)(2)(A), (D). The definition of the 6-year statute of limitations, see 28oes not involve a previous consideration
“covered” program, however, did not enU.S.C. Sections 2401(a), 2501, barredf the merits. Indeed, when this case pre-
compass the pension system for federabme claims, including all Medicareviously was before us, due to absence of a
judges—a system that is noncontributorglaims; and (b) that, in any event, a subseruorum, we could not consider either the
in respect to a judge (but contributory imquently enacted judicial salary increasenerits or whether to consider those merits
respect to a spouse). promptly cured any violation, makingthrough grant of a writ of certiorari. This
The upshot is that the 1983 law waslamages minimal. 38 Fed. Cl. 1686act, along with the obvious difficulty of
specifically aimed at extending Social Sef1997). The Court of Appeals (eventuallffinding other equivalent substitute fo-
curity to federal employees. It left abouen banc) reversed both determinationsums, convinces us th&ink's statement
96% of those who were currently em203 F.3d 795 (CA Fed. 2000). does not control the outcome here, that
ployed free to choose not to participate in The Government again petitioned fothe “law of the case” doctrine does not
Social Security, thereby avoiding any incertiorari. It asked this Court to consideprevent our considering both issues pre-
creased financial obligation. It requiredwo questions: sented, and that we should now proceed
the remaining 4% to participate in Social (1) Whether Congress violated thdo decide them.
Security while freeing them of any addedCompensation Clause when it extended
financial obligation (or additional payroll the Medicare and Social Security taxes to I
dedl_Jc_tion) SO long as they_previously_hathe salaries of sitting federal judg_es; a_nd The Court of Appeals upheld the
participated in other contributory retire- (2) If so, whether any such V'Olat'onjudges' claim of tax immunity upon the
ment programs. But it left those whoended when Congress subsequently i%’uthority ofEvans v. Gore253 U.S. 245
could not participate in a contributorycreased the salaries of all federal judgeﬁgzo)' That case arose in 1919, when
program without a choice. Their financiaby an amount greater than the new taxesjudge Walter Evans challenged Congress’
obl!gat|ons (and payrqll deductlons_) had leen the specific statutory Provisionsythority to include sitting federal judges
to increase. And this last mentionedt issue and the passage of time, sevgpinin the scope of a federal income tax
group consisted almost exclusively oMembers of this Court had (and nowg,, that the Sixteenth Amendment had
federal judges. have) no financial stake in the outcome of ;ihorized a few years earlier. See Rev-

B this case. Consequently a quorum Wagn e Act of 1918, Sec. 213, 40 Stat. 1065
and is, available to consider the queSt'Ortﬁefining “gross income” to include judi-
This litigation began in 1989, Whenprese:\nted._ ~And we granted the Goverg| sajaries). IrEvansitself, the Court
eight federal judges, all appointed befor81€Nts petition for writ of certiorari. held that the Compensation Clause barred
1983, sued the Government for “compen- I application of the tax to Evans, who had
sation” in the United States Claims Court. been appointed a judge before Congress
They argued that the 1983 law, in requir- At the outset, the judges claim that thenacted the tax. 253 U.S., at 264. A few
ing them to pay Social Security taxes, vi‘law of the case” doctrine prevents ug/ears later, the Court extend&vyans
olated the Compensation Clause. Inifrom now considering the first questionmaking clear that its rationale covered not
tially, the Claims Court ruled against thepresented, namely, the scope of the Coronly judges appointed before Congress
judges on jurisdictional grounds. 21 Clpensation Clause. They note that thenacted a tax but also judges whose ap-
Ct. 786 (1990). The Court of Appeals reGovernment presented that same questipointments took place after the tax had
versed. 953 F.2d 626 (CA Fed. 1992)in its petition from the Court of Appeals’become law. Sebliles v. Graham 268
On remand, eight more judges joined thearlier ruling on liability. They point out U.S. 501, 509 (1925).
lawsuit. They contested the extension tthat our earlier denial of that petition for Fourteen years after decidindiles,
judges of the Medicare tax as well. lack of a quorum had the “same effect ashis Court overrulediles. O’Malley v.
The Court of Federal Claims heldan “affirmance by an equally dividedWoodrough 307 U.S. 277 (1939). But,
against the judges on the merits. 31 Fedourt,” 28 U.S.C. Sec. 2109. And theyas the Court of Appeals noted, this Court
Cl. 436 (1994). The Federal Circuit re-add that this Court has said that an affidid not expressly overrulBvansitself.
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64 F.3d, at 650. The Court of Appeal€ngland “made Judges dependent on his Those who founded the Republic rec-
added that if “changes in judicial doc-Will alone, for the tenure of their offices,ognized the importance of these constitu-
trine” had significantly undermined and the amount and payment of theitional principles. See.g, Wilson, Lec-
Evans holding, this “Court itself would salaries.” The Declaration of Indepentures on Law (1791), in 1 Works of James
have overruled the caselbid. Noting dence, Par. 11. And Hamilton knew thaWilson 363 (J. Andrews ed. 1896); (stat-
that this case is lik&vans(involving “a power over a man’s subsistencéng that judges should be “completely in-
judges appointetefore enactment of amounts to a power over his will The dependent” in “their salaries, and in their
the tax), not likeO’Malley (involving Federalist No. 79, at 472. For this reasomffices”); McKean, Debate in Pennsylva-
judges appointedfter enactment of the he observed, “[n]ext to permanency in ofnia Ratifying Convention, Dec. 11, 1787,
tax), the Court of Appeals held thaffice, nothing can contribute more to then 2 Debates on the Federal Constitution
Evanscontrolled the outcome. 64 F.3djndependence of the judges than a fixe839 (J. Elliot ed. 1836) (the security of
at 650. Hence application of bothprovision for their support.”lbid.; see undiminished compensation disposes
Medicare and Social Security taxes t@lsoid., No. 48 at 310 (J. Madison) (“[A]s judges to be “more easy and indepen-
these pre-enactment judges violated thée legislative department alone has adent”); see also 1 Kensupra at *294
Compensation Clause. cess to the pockets of the people, and hépermanent support” and the “tenure of
The Court of Appeals was correct in. . . full discretion . . . over the pecuniarytheir office” “is well calculated . . . to give
applying Evansto the instant case, givenrewards of those who fill the other departfjudges] the requisite independence”).
that “it is this Court’s prerogative alone toments, a dependence is thus created in thbey are no less important today than in
overrule one of its precedentsState Oil latter, which gives still greater facility to earlier times. And the fact that we over-
Co. v. Khan 522 U.S. 3, 20 (1997); seeencroachments of the former”). rule Evansdoes not, in our view, diminish
also Rodriguez de Quijas v. Evansproperly added that these guartheir importance.
Shearson/American Express, Ind90 antees of compensation and life tenure We also agree witkvansinsofar as it
U.S. 477, 484 (1989). Nonetheless, thexist, “not to benefit the judges,” but “as @olds that the Compensation Clause of-
court below, in effect, has invited us to relimitation imposed in the public interest.”fers protections that extend beyond a leg-
considerEvans We now overruld&evans 253 U.S., at 253. They “promote the pubislative effort directly to diminish a
insofar as it holds that the Compensatiolic weal,” id., at 248, in part by helping tojudge’s pay, say by ordering a lower
Clause forbids Congress to apply a geneinduce “learned” men and women “to quitsalary. 253 U.S., at 254. Otherwise a leg-
ally applicable, nondiscriminatory tax tothe lucrative pursuits” of the private secislature could circumvent even the most
the salaries of federal judges, whether dor, 1 J. Kent, Commentaries on Americaibasic Compensation Clause protection by
not they were appointed before enactmehiaw *294, but more importantly by help-enacting a discriminatory tax law, for ex-
of the tax. ing to secure an independence of mindmple, that precisely but indirectly
The Court’s opinion irEvansbegan by and spirit necessary if judges are “t@chieved the forbidden effect.
explaining why the Compensation Clausenaintain that nice adjustment between in- Nonetheless, we disagree wivans’
is constitutionally important, and wedividual rights and governmental powerapplication of Compensation Clause prin-
begin by reaffirming that explanation. Aswhich constitutes political liberty,” W. ciples to the matter before it—a nondis-
Evanspoints out, 253 U.S., at 251-252Wilson, Constitutional Government in thecriminatory tax that treated judges the
the Compensation Clause, along with the&nited States 143 (1911). same way it treated other citizertsvans
Clause securing federal judges appoint- Chief Justice John Marshall pointedasic holding was that the Compensation
ments “during good Behavior,” U.S.out why this protection is important. AClause forbids such a tax because the
Const., Art. Ill, Sec. 1—the practicaljudge may have to decide “between th€lause forbids “all diminution,” including
equivalent of life tenure—helps to guarGovernment and the man whom thattaxation,” “whether for one purpose or
antee what Alexander Hamilton called th&overnment is prosecuting: between thanother.” 1d., at 255. The Federal Circuit
“complete independence of the courts ahost powerful individual in the commu-relied upon this holding. 64 F.3d, at 650.
justice.” The Federalist No. 78, p. 466nity, and the poorest and most unpopuBut, in our view, it is no longer sound law.
(C. Rossiter ed. 1961). Hamilton thoughtar.” Proceedings and Debates of the Vir- For one thing, the dissenters Evans
these guarantees necessary because tieia State Convention, of 1829-1830, pcast the majority’s reasoning into doubt.
Judiciary is “beyond comparison the616 (1830). A judge’s decision may af-Justice Holmes, joined by Justice Bran-
weakest of the three” branches of goverrfect an individual’'s “property, his reputa-deis, wrote that the Compensation Clause
ment. Id., at 465-466. It has “no influ- tion, his life, his all.” Ibid. In the “exer- offers “no reason for exonerating” a judge
ence over either the sword or the pursecise of these duties,” the judge mustfrom the ordinary duties of a citizen,
Id., at 465. It has “no direction either of‘observe the utmost fairnessibid. The which he shares with all others. To re-
the strength or of the wealth of the socijudge must be “perfectly and completelyquire a man to pay the taxes that all other
ety.” Ibid. It has “neither FORCE nor independent, with nothing to influence omen have to pay cannot possibly be made
WILL but merely judgment.”lbid. contro[l] him but God and his con-an instrument to attack his independence
Hamilton’s view, and that of many science.”lbid. The “greatest scourge . . as a judge.” Evans 253 U.S., at 265.
other Founders, was informed by firstever inflicted,” Marshall thought, “was Holmes analogized the “diminution” that
hand experience of the harmful consean ignorant, a corrupt, or a dependent Ja-tax might bring about to the burden that
guences brought about when a King ofliciary.” 1d., at 619. a state law might impose upon interstate
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commerce. If “there was no discriminatify an absolute rule forbidding directthe law itself deals primarily with that
tion against such commerce, the tax corsalary reductions are absent here, whesabject. Thus, history, context, statutory
stituted one of the ordinary burdens oindirect taxation is at issue. In practicepurpose, and statutory language, taken to-
government from which parties were nothe likelihood that a nondiscriminatorygether, indicate that the category of “fed-
exempted.”ld., at 267. tax represents a disguised legislative etral employees” is the appropriate class
For another thing, this Court’s subsefort to influence the judicial will is virtu- against which we must measure the as-
guent law repudiate&vans reasoning. ally nonexistent. Hence, the potentiaserted discrimination.
In 1939, 14 years aftavliles extended threats to judicial independence that un- Second, the law, as applied in practice,
Evanstax immunity to judges appointed derlie the Constitution’s compensatiorin effect imposed a new financial obliga-
after enactment of the tax, this Court reguarantee cannot justify a special judiciaion upon sitting judges, but it did not im-
treated from that extension. S@&al- exemption from a commonly shared taxpose a new financial burden upon any
ley, 307 U.S., at 283 (overrulinigliles). not even as a preventive measure tather group of (then) current federal em-
And in so doing the Court, in an opinioncounter those threats. ployees. We have previously explained
announced by Justice Frankfurter, For these reasons, we hold that thethy that is so. Sesuprg at 3-5. The
adopted the reasoning of theansdis- Compensation Clause does not forbithw required all newly hired federal em-
sent. The Court said that the question w&ongress to enact a law imposing @loyees to join Social Security and pay re-
whether judges are immune “from the innondiscriminatory tax (including an in-lated taxes. It gave 96% of all current
cidences of taxation to which everyonerease in rates or a change in conditionsmployees (employed as of January 1,
else within the defined classes . . . is sulwpon judges, whether those judges werE84 or earlier) total freedom to enter, or
jected.” Id., at 282. Holding that judgesappointed before or after the tax law imot to enter, the system as they chose. It
are not “immun[e] from sharing with their question was enacted or took effect. Ins@ave the remaining 4% of all current em-
fellow citizens the material burden of thear asEvansholds to the contrary, that ployees the freedom to maintain their pre-
government,’ibid., the Court pointed out case, inO’'Malley’s words, “cannot sur- 1984 payroll deductions, provided that
that the legal profession had criticizedsive.” 307 U.S., at 283. they were currently enrolled in a “cov-
Evans contrary conclusion, and that The Government points out that thesred” system. And it defined “covered”
courts outside the United States had rédedicare tax is just such a nondiscriminasystem in a way that included virtually all
solved similar matters differentlyd., at tory tax. Neither the courts below, nor thef that 4%, except for federal judges. See
281. And the Court concluded that “dederal judges here, argue to the contrarguprag at 4-5. The practical upshot is that
nondiscriminatory tax laid generally onHence, insofar as the Court of Appealshe law permitted nearly every current
net income is not, when applied to the infound that application of the Medicare taxederal employee, but not federal judges,
come of a federal judge, a diminution ofaw to federal judges is unconstitutionalto avoid the newly imposed financial
his salary within the prohibition of Article we reverse its decision. obligation.
[Il.” 1d., at 282. The Court conceded that v Third, the law, by including sitting
Miles had reached the opposite conclu- judges in the system, adversely affected
sion, but it said thaMiles “cannot sur-  The Social Security tax is a differentmost of them. Inclusion meant a require-
vive.” 307 U.S., at 283. Still later, thismatter. Respondents argue that the 1988ent to pay a tax of about $2,000 per
Court noted that “[b]ecausdiles relied law imposing that tax upon then-sittingyear, deducted from a monthly salary
on Evans v. GoreO’Malley must also be judges violates the Compensation Clauseheck. App. 49. At the same time, 95%
read to undermine the reasoning ofor it discriminates against judges in af the then-active judges had already
Evans” United States v. Wjll449 U.S. manner forbidden by the Clause, even agialified for Social Security (due to pri-
200, 227, n. 31 (1980). interpreted inO’Malley, not Evans Cf. vate sector employment) before becoming
Finally, and most importantly, we be-O’Malley, supra at 282 (stating questionjudges. Sedl., at 115. And participation
lieve that the reasoning of Justicess whether judges are immune “from thé Social Security as judges would benefit
Holmes and Brandeis, and of this Court ilncidences of taxatioto which everyone only a minority. Seed., at 116-119 (re-
O’Malley, is correct. There is no goodelse within the defined classes. is sub- viewing examples of individual judges
reason why a judge should not share thected” (emphasis added)). After examinand demonstrating that participation in
tax burdens borne bgll citizens. We ing the statute’s details, we agree with th8ocial Security primarily would benefit
concede that this Court has held that thadges that it does discriminate in a marthe minority of judges who had not
Legislature canndlirectly reduce judicial ner that the Clause forbids. Four featuregsorked the 40 quarters necessary to be
salaries even as part of an equitable effoof the law, taken together, lead us to thitully insured). The new law imposed a
to reduceall Government salaries. Seeconclusion. substantial cost on federal judges with lit-
449 U.S., at 226. But a tax law, unlike a First, federal employees had remainetle or no expectation of substantial benefit
law mandating a salary reduction, affectsutside the Social Security system fofor most of them.
compensation indirectly, not directly. Seenearly 50 years prior to the passage of the Fourth, when measured against Com-
ibid. (distinguishing between measure4983 law. Congress enacted the law pupensation Clause objectives, the Govern-
that directly and those that indirectly di-suant to the Social Security Commission’snent’s justification for the statutory dis-
minish judicial compensation). And thoseecommendation to bring those employtinction (between judges, who do, and
prophylactic considerations that may jusees within the law. Semuprg at 3. And other federal employees, who do not,
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incur additional financial obligations) iswould be obvious were Congress, say, toroduce greater equality when applied to
unsound. The sole justification, accorddeny some of the benefits of a tax reduather, less typical examples.
ing to the Government, is one oftion to those with constitutionally guaran- Taken together, these four characteris-
“equaliz[ing]” the retirement-related teed life tenure to make up for the factics reveal a law that is special—in its
obligations that pre-1983 law imposedhat other employees lack such tenureananner of singling out judges for disad-
upon judges with the retirement-related\though the relationships here—amongantageous treatment, in its justification
obligations that pre-1983 law imposedidvantages and disadvantages—are less necessary to offset advantages related
upon other current high-level federal emeistant and more complex, the principle iso constitutionally protected features of
ployees. Brief for United States 40 similar. the judicial office, and in the degree of
Thus, the Government says that the new Nor does the statute “equaliz[e]” withpermissible legislative discretion that
financial burden imposed upon judgesny precision. On the one hand, the themvould have to underlie any determination
was meant to make up for the fact that theurrent retirement system open to all fedthat the legislation has “equalized” rather
judicial retirement system is basically aeral employees except judges required than gone too far. For these reasons, the
noncontributory system, while the systentypical employee to contribute 7% to 8%daw before us is very different from the
to which other federal employees beef his or her annual salary. See generallinondiscriminatory” tax thatD’Malley
longed was a contributory systerid., at 5 U.S.C. Sec. 8334(a)(1). In return it proupheld. 307 U.S., at 282. Were the Com-
39-40; Reply Brief for United States 16. vided a Member of Congress, for inpensation Clause to permit Congress to
This rationale, however, is the Governstance, with a pension that vested aftemact a discriminatory law with these fea-
ment's and not necessarily that of Confive years and increased in value (byures, it would authorize the Legislature
gress, which was silent on the matter. CR.5% of the Member’s average salary)o diminish, or to equalize away, those
Motor Vehicle Mfrs. Assn. of Unitedwith each year of service to a maximunvery characteristics of the Judicial Branch
States, Inc. v. State Farm Mut. Automoef 80% of salary, and covered both emthat Article Ill guarantees—characteris-
bile Ins. Co, 463 U.S. 29, 50 (1983) (ex-ployee and survivors. See 5 U.S.C. Setics which, as we have said, segrg at
pressing concern at creditipgst hocex- tions 8339, 8341. On the other hand, th@-10, the public needs to secure that judi-
planation of agency action). judges’ retirement system (based on lifeial independence upon which its rights
More importantly, the judicial retire- tenure) required no contribution for adepend. We consequently conclude that
ment system is noncontributory because jidge who retired at age 65 (and who mehe 1983 Social Security tax law discrimi-
reflects the fact that the Constitution itseltertain service requirements) to receiveates against the Judicial Branch, in vio-
guarantees federal judges life tenure—full salary. But the right to receive thatlation of the Compensation Clause.
thereby constitutionally permitting fed-salary did not vest until retirement. The The Government makes additional ar-
eral judges to draw a salary for life simplysystem provided nothing for a judge wha@uments in support of reversal. But we
by continuing to serve. CBooth v. left office before age 65. Nor did the lawfind them unconvincing. It suggests that
United States291 U.S. 339, 352 (1934)provide any coverage for a judge’s surArticle Il protects judges only against a
(holding that Compensation Clause provivors. Indeed, in 1984, a judge had teeduction in stated salary, not against in-
tects salary of judge who has retired)contribute 4.5% of annual salary to obtainlirect measures that only reduce take-
That fact means that a contributory sysa survivor’s annuity, which increased irhome pay. Brief for United States 28. In
tem, in all likelihood, would not work. value by 1.25% of the judge’s salary pe©’Malley, however, this Court, when up-
And, of course, as of 1982, the nonconyear to a maximum of 40% of salary. 2&olding a “nondiscriminatory” tax,
tributory pension salary benefits werdJ.S.C. Sections 376(b)1X (1982 ed.). strongly implied that the Compensation
themselves part of the judge’s compensa- These two systems were not equal eClause would bar a discriminatory tax.
tion. The 1983 statute consequently sirther before or after Congress enacted ti87 U.S., at 282. The commentators
gles out judges for adverse treatmerit983 law. Before 1983, a typical marriedvhose workO’Malley cited said so ex-
solely because of a feature required by tfederal employee other than a judge hadlicitly. See Fellman, The Diminution of
Constitution to preserve judicial inde-to contribute 7 to 8% of annual salary tdudicial Salaries, 24 lowa L. Rev. 89, 99
pendence. At the same time, theeceive benefits that were better in somg938); see also Hall, Case Comment, 20
“equaliz[ation]” in question takes placerespects (vesting period, spousal benefit)l. L. Rev. 376, 377 (1925); Corwin,
not by offering all current federal employ-and worse in some respects (80% salafyonstitutional Law in 1919-1920, 14 Am.
ees (including judges) the same opportunaximum) than his married judicial coun-Pol. Sci. Rev. 635, 642 (1920). And in
nities but by employing a statutory disadterpart would receive in return for a 4.5%WNill, the Court yet more strongly indi-
vantage which offsets a constitutionallycontribution. The 1983 law imposed arcated that the Compensation Clause bars
guaranteed advantage. Hence, to accegdded 5.7% burden upon the judge, in réadirect efforts to reduce judges’ salaries
the “justification” offered here is to per-turn for which the typical judge receivedthrough taxes when those taxes discrimi-
mit, through similar reasoning, taxedittle, or no, financial benefit. Viewed nate. 449 U.S., at 226. Indeed, the Gov-
which have the effect of weakening ompurely in financial equalization terms, andernment itself “assume(s] that discrimina-
eliminating those constitutional guaranas applied to typical judges, the new retory taxation of judges would contravene
tees necessary to secure judicial indepeguirement seems to over-equalize, puttinfundamental principles underlying Article
dence, at least insofar as similar guaramhe typical married judge at a financialll, if not the [Compensation] Clause it-
tees are not enjoyed by others. This poimtisadvantage—though perhaps it woulgelf.” Brief for United States 37, n. 27.
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The Government also argues that there  “constitutional violation ended whenciently serious to erode the real value of
is no evidence here that Congress singled Congress increased the statutorjudicial salaries and salary increases in-
out judges for special treatment in order  salaries of federal judges by arsufficient to maintain real salaries or real
to intimidate, influence, or punish them. amount greater than the amount [oEompensation parity with many other pri-
But, this Court has never insisted upon the Social Security] taxes deductedate-sector employees. See Report of
such evidence. To require it is to invite  from respondents’ judicial salaries.”1989 Commission on Executive, Legisla-
legislative efforts that embody, but lack Pet. for Cert. (I). tive, and Judicial Salaries, Hearings be-
evidence of, some such intent, engender- _ fore the Senate Committee on Govern-
ing suspicion among the branches and The Government argues for an a1Lf'rmafnental Affairs, 101st Cong., 1st Sess.,
consequently undermining that mutua]'ve answer. |t P‘?'”ts toa stqtutory SalarXZ—l?, (1989) (testimony of Lloyd Cutler
respect that the Constitution demandg/crease that 6!" J'udges received in 198q‘egarding effect of inflation on judges’
Cf. Wilson, Lectures on Law, in 1 Works't says th'a.t this Increase, su'bsequent Qilaries since 1969). For instance, while
of James Wilson, at 364 (stating tha?ihe |m|?OS|t|op of Social Securlty taxes on.,nsumer prices rose 363% between 1969
judges “should be removed from théque,S salarl'es: CUTEd any earllgr UNCorknd 1999, salaries in the private sector
most distant apprehension of being afgtltutlonal diminution 9f sgla‘rles N 8r5se 421%, and salaries for district judges
fected, in their judicial character and Ca!_esser amount. Otherwse, if C'ongres%se 253%. See American Bar Associa-
pacity, by anything, except their own belmpmperl){, reduced JH‘dges salarles" frorli]ion, Federal Judicial Pay Erosion 11
havior and its consequences”). Nothin%ld'o’ooo, per year “to $130,000" per Feb. 2001). These figures strongly sug-
in the record discloses anything othe ear, the judges Wof”d be able to cqlle est that the judicial salary increases sim-
than benign congressional motives. ﬁhe amount of the |mpr0per.reductlonp|y reflected a congressional effort to re-
the Compensation Clause is to offet1ere $10’0,00’ forever—evgn if CO”QV?Sétore both to judges and to Members of
meaningful protection, however, we Canpureq the improper reduction by ra'S'ngbongress themselves some, but not all, of
not limit that protection to instances insalarles $,20'000' to ,$150’000’ ayear lat%e real compensation that inflation had
which the Legislature manifests, say, diRepIy 3r|ef for United States 18. TOeroded. Those salary increases amounted
rect hostility to the Judiciary. avoid this consequence, the Governmey, congressional effort to adjust judicial

Finally, the Government Correctlyargues, we shou!d simply ‘!OOk to the facgalaries to reflect “fluctuations in the
points out that the law disfavored non a Iafter salary |’ncrease Whether Or NQajye of money,” The Federalist No. 79,
ol icges ut iz e resicent o ') 19383 moses 1 nTSaS a7 . amiton) the ki o s
United States and certain Legi3|ativefutional violation.” Ibid ment that the Founders believed “may be
Branch employees. As far as we can de- ' : __requisite,” McKean, Debate in Pennsylva-
termine, however, all Legislative Branch But how could we always decidepz Ratifying Convention, Dec. 11, 1787,
employees were free to join a coverel/nether a later salary increase terminatgg  pepates on the Federal Constitution,
system, and the record provides us with constitutional wola’uon without examin-,¢ 539- see also Rosenn, The Constitu-
no example of any current Legislative "9 the purpose of that increase? Imagingya| Guaranty Against Diminution of
Branch employee who had failed to d& violation that affected only a few. Tojygjcja Compensation, 24 UCLA L. Rev.

so. See Tr. of Oral Arg. 16-17, 37_3gaccept the Government’s position, woul%o& 314-315 (1976).
[eave those few at a permanent salary dis-

The President’s pension is noncontribu- [
p advantage. If, for example, Congress re- We have found nothing to the contrary.

tory. See note following 3 U.S.C. Sec. . . nd, we therefore agree with the Court of
102. And the President himself, like thé!UCed the salaries of one group of ‘“dg;%ppeaw similar conclusion. 185 F.3d at

; ) . o ﬁay 20%, a later increase of 30% applic . T N
Jil;dg?:’“E(S:]Errzfg;esdaﬁgilrlgSdgglrbjtg) ble to all judges would leave the firs:t1363 (‘[E]verything in the record” sug-

: ests that the increase was meant to halt

Const., Art. Il, Sec. 1. These facts magrouP permanently 20.% behind. And %he slide in purchasing power resulting
help establish congressional good fait ay cu_t that left those judges at a permﬁ-om continued and unadjusted-for infla-
But, as we have said, we do not doutte"t rf}ilsad\t/ﬁnttazﬁe,cwould perFetug[Ie ttééon")
: very harm that the Compensation Claus '
e e o spesa ek 0 et The Sovement sys that a cum
ample of that single individual, the Pres- The Court of Appgals c_onsequently exstance-spe_mﬂc apprqach may prave -
ident, should make a critical diﬁ:erenceam”']ed the context in which the later payult to administer. Brief for Un|te(-j -States
here. increases took place in order to determin‘é?- And we concede that examining the
We conclude that, insofar as the 198%1EIr relat!on 0 the earlier Compe.nsan,c,lrcumstance_s n qrder 0 detgrmme
statute required then-sitting judges to joiry 2US¢ Violation.. It found "nothing to whether there s or is not a relation be-
the Social Security System and pay SocigluggeSt“ that the later salary increase B¥een an earlier violation and a later in-
Security taxes, that statute violates the >4® here ;ought ‘to make whple thgreas,e 's more complex t_han the Govern-
Compensation Clause [osses sustained by the pre-1983 judgegnent's proposed automatic approach. But
: 185 F.3d, at 1362—-1363. The GovernWe see no reason why such relief as dam-

v ment presents no evidence to the contrar§ges or an exemption from Social Secu-

The relevant economic circumstance&ty would prove unworkable.
The second question presented isurrounding the 1984, and subsequent, Finally, the Government looks to our

whether the salary increases include inflation suffi-decision inWill for support. In that case,
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federal judges challenged the constitu- SUPREME COURT OF THE Court holds “that the Compensation
tionality of certain legislative “freezes” UNITED STATES Clause does not forbid Congress to enact
that Congress had imposed upon earlier a law imposing a nondiscriminatory tax
enacted Government-wide cost-of-living No. 99-1978 . upon judges, whether those judges
salary adjustments. The Court found a UNITED STATES, PETITIONER.. were appointed before or after the tax law
Compensation Clause violation in re- TERRY J. HATTER, JR., JUDGE, in question was enacted or took effect.”
spect to the freeze for what was desig-UNITED STATES DISTRICT COURT Ante at 12. Since “the Medicare tax is
nated Year One (where Congress had reFOR THE CENTRAL DISTRICT OF just such a nondiscriminatory tax,” the

scinded an earlier-voted 4.8% salary CALIFORNIA, ETAL. Court concludes that “application of [that]
increase). Will, 449 U.S., at 225-226. tax law to federal judges is [c]onstitu-
The Government points out that téll ON WRIT OF CERTIORARI TO THE  {jgnq) Ante,at 12-13.

Court “noted that Congress, later in that UNITED STATES COURT OF But we are dealing here with a “Com-
fiscal year, enacted a statutory increase APPEALS FOR THE pensation Clause,” not a “Discrimina-
in judges’ salaries that exceeded the FEDERAL CIRCUIT tion Clause.” See U.S. Const., Art IlI,
salaries that judges would have re- May 21, 2001 Sec. 1 (“The Judges . . . shall, at stated
ceived” without the rescission. Brief for Times, receive for their Services, a
United States 41. And the Government Compensation, which shall not be di-
adds that “it was unquestioned Vkill” JUSTICE SCALIA, concurring in part minished during their Continuance in
that the judges could not receive damand dissenting in part. Office”). As we have said, “the Consti-
ages for the time subsequent to this later | agree with the Court that extendingytion makes no exceptions for ‘nondis-
enactment.ld., at 41-42. the Social Security tax to sitting Artidecriminatory’ reductions” in judicial

The Will Year One example, however,lll judges in 1984 violated Article IlI's compensation\ill, supra at 226. A re-
shows only that, in the circumstances, anldompensation Clause. | part paths witQyction in compensation is a reduction
unlike the case before us, the later Salat?e Court on the issue of eXtending thﬁ] Compensation’ even if all federal em-
increasewasrelated to the earlier salaryMedicare tax to federal judges in 1983y|5yees are subjected to the same cut.
diminishment. Regardless, the very facvhich | think was also unconstitutionl. The discrimination criterion that the
that the matter was “unquestionedVifill | Court uses would make sense if the only
shows that it was not argued. See 449 purpose of the Compensation Clause
U.S., at 206, n. 3 (noting that the judges’ As an initial matter, | think the Court iswere to prevent invidious (and possibly
complaint sought relief for Year One'Syight in concluding thaEvans v. Gorg coercive) action against judges. But as
diminution only up to the moment of theps3 .S, 245 (1920)—holding that newthe Court acknowledges, the Clause

subsequent salary increase). Hence, thgxes of general applicability cannot bé'promote[s] the public weal’ . . . by
Court did not decide the matter now bezppiied to sitting Article 11l judges—is no helping to induce ‘learned’ men and
fore us. longer good law, and should be overruledvomen to ‘quit the lucrative pursuits’ of

~ We conclude that later statutory salaryye went out of our way ifD'Malley v. the private sector,ante at 9 (quoting
increases did not cure the preceding URyoodrough 307 U.S. 277, 280-281Evans supra, at 248; 1 J. Kent, Com-
constitutional harm. (1939), to catalog criticism dfvans and mentaries on American Law *294).
VI subsequently recognized, iimited States That inducement would not exist if Con-
v. Will, 449 U.S. 200, 227, and n. 3lgress could cut judicial salaries so long
Insofar as the Court of Appeals found1980), thatO’Malley had “undermine[d] as it did not do so discriminatorily.
the application of Medicare taxes to théhe reasoning dEvans” The Court's de-  What the question comes down to,
salaries of judges taking office beforecision today simply recognizes whathen, is (1) whether exemption from a cer-
1983 unconstitutional, its judgment is reshould be obvious: thd&vanshas not tain tax can constitute part of a judge’s
versed. Insofar as that court found the a@nly been undermined, but has in fact cotcompensation,” and (2) if so, whether
plication of Social Security taxes to thdapsed. exemption from the Medicare tax was
salaries of judges taking office before part of the judges’ compensation here.
1984 unconstitutional, its judgment is af- I The answer to the more general question
firmed. We also affirm the Court of Ap- 1y disagreement with the Court arise$€€Ms to me obviously yes. Surely the
peals’ determination that the 1984 salaryom its focus upon the issue of discrimi{€m “compensation” refers to the entire
increase received by federal judges difaion, which turns out to be dispositivePackage” of benefits—not just cash, but
not cure the Compensation Clause violggitp respect to the Medicare tax. Thdetirement benefits, medical care, and
tion. The case is remanded for further emption from taxation if that is part of the
proceedings consistent with this opinion. employment packagelt is simply unrea-
Itis so ordered. 1 _ sonable to think than “$150,QOO a year
e oo ok b 2T thl s the gl stnuc) i
JUSTICE STEVENS _and JUST_ICEtiOn of the merits. 1 also join the Court in holding‘?\ot hlgher'compensanon than “$150,000
O’CONNOR took no part in the consider-gee part \ante that any constitutional violation was & Year subject to taxes.” Ask the employ-
ation or decision of this case. not remedied by subsequent salary increases.  €€s of the World Bank.
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The more difficult question—thoughnot a reduction in compensation), s@wn employees (including judges) at the
far from an insoluble one—iwhenan also it is clear that a tax-free status cortime it introduced that tax for other
exemption from tax constitutes compenditioned on federal employmerg com- working people, no benefit of federal
sation. In most cases, the presence pensation, and its elimination a reducemployment would have been reduced,
absence of taxation upon wages, like theegon. The Court apparently acknow-because, with respect to the newly intro-
presence or absence of many other fatedges that if a tax ismposedon the duced tax, none had ever existed. But
tors within the control of government—basis of federal employment (an incoman extension to federal employees of a
inflation, for example, or the ratestax, for example, payable only by fedtax from which they had previously
charged by government-owned utilitieseral judges) it would constituteraduc- been exempby reason of their employ-
or import duties that increase consumeion in compensation. It is impossible toment statusseems to me a flat-out re-
prices—affects thevalue of compensa- understand why a tax that ssispended duction of federal employment compen-
tion, but is not an element of compensasn the basis of federal employment (asation.
tion itself. The Framers had this distincexemption from federal income tax for
tion well in mind. Hamilton, for federal judges) does not constitute the
example, wrote that as a result of “theonferral of compensation—in which  Aq should be clear from the above,
fluctuations in the value of money,” “[i]t case its elimination is aduction though | agree with the Court that the
was . . . necessary to leave it to the disvhether or not federal judges end URytension of the Social Security tax to
cretion of the legislature to vary its pro-being taxed just like other citizens. Onlyjgqeral judges runs afoul of the Com-
visions” for judicial compensation. Theconverting the Compensation Clausﬁensation Clause, | disagree with the
Federalist No. 79, p. 473 (C. Rossiterinto a Discrimination Clause can explain g rt's grounding of this holding on the
ed. 1961); see alswiill, suprg at 227 a contrary conclusion. discriminatory manner in which the ex-
(the Constitution “placed faith in the in-  And this, of course, is what has beeRsnsion occurred. In this part of its
tegrity and sound judgment of theachieved by the targeted extension Oépinion, however, the Court's antidis-
elected representatives to enact inthe Medicare tax to federal employeeg imination rationale is slightly differ-
creases” in judicial salaries to accountvho were previously exempt. It MaYant from that which appeared in its dis-
for inflation). Since Hamilton thought well be that, in some abstract sense, they,ssion of the Medicare tax. There, the
that the Compensation Clause “put it ouare not being “discriminated against,’t,. ;s was on discrimination compared
of the power of [Congress] to change theince they end up being taxed like otheyii, ordinary citizens: here, the focus is
condition of the individual [judge] for citizens; but this does not alter the fact, jiscrimination vis-a-vis other federal
the worse,” The Federalist No. 79, athat, since exemption from the tax Wa3mployees. (As the Court explains, fed-
473, he obviously believed that inflationpart of their employment package— 4 judges, unlike nearly all other fed-
does not diminish compensation as thatince they had an employment expectas, employees, were not given the op-
term is used in the Constitution. tion of a preferential exemption fromportunity to opt out of paying the tax).

This distinction between Governmentaxation—theircompensatiowas being o, my analysis, it would not matter if
action affecting compensation and Govreduced. One of the benefits of being Bvery federal employee had been made
ernment action affecting thealue of federal judge (or any federal employee%ubject to the Social Security tax along
compensation was the basis for ouhad, prior to 1982, been an exemptiop,ip judges, so long as one of the previ-
statement irD’Malley, 307 U.S., at 282, from the Medicare tax. This benefit
that “[tJo subject [judges] to a generalCongress took away, much as a priva loyment had been exemption from that
tax is merely to recognize that judgegmployer might terminate a contractual,,’ Federal judges, unlike all other
are also citizens, and that their particulacommitment to pay Medicare taxes ORgqeral employees except the President,
function in government does not generbehalf of its employees. The latterggg Art. Il, Sec. 1, cl. 7, cannot, consis-
ate an immunity from sharing with theirwould clearly be a cut in compensation,ant with the Constitution. have their
fellow citizens the material burden ofand so is the forméxr. Had Congress compensation diminished., If this case
the government. . . ." | agree with thesimply imposed the Medicare tax on it§,,olved salary cuts to pay for Social

Court, therefore, thaEvans was Security, rather than taxes to pay for So-

wrongly decided—not, however, be 2 re e Court oo 1 e Medica S18] SECUTILY, the irrelevance of whether
cause irEvansthere was no discrimina- *As the Court explains, the purpose of the Medicarg o ¢o qaral employees were covered

tion, but because iEvansthe universal tax extension was to ensure that federal workers “bear . . .
L a more equitable share of the costs of financing th%y the operative legislation would be
application of the taxlemonstratedhat

. benefits to which many of them eventually becam€lear.
the Government was not reducing theensted- by reason of their own or their spouses’ pri- * ok x

compensation of its judges but was acvate-sector employmentAnte at 2 (internal quota-

ing as sovereign rather than employetion marks and citation omitted). As with the Social | join in the judgment that extension

imposing a general tax. Security tax, therefore, the Me(_jicalte ta_x asp(?ct of thisf the Social Security tax to sitting Arti-
But just as it is clear that a federal em&se d0es not present the situation in which a e )| judges was unconstitutional. |

, . exemption has been eliminated in return for some . . "

ployee’s sharing of a tax-free status thégher henefit, different in kind but equivalent in value}NOuld affirm the. Federal CIrCUIFS hold-

all citizens enjoy is not compensatiorct. Ante at 14 (‘[Plarticipation in Social Security as/Ng that extension of the Medicare tax

(and elimination of that tax-free statugudges would benefit only a minority”). was unconstitutional as well.

ous entitlements of their federal em-
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SUPREME COURT OF THE
UNITED STATES

No. 99-1978

UNITED STATES, PETITIONER.
TERRY J. HATTER, JR., JUDGE,
UNITED STATES DISTRICT COURT
FOR THE CENTRAL DISTRICT OF

CALIFORNIA, ETAL.

ON WRIT OF CERTIORARI TO THE
UNITED STATES COURT OF
APPEALS FOR THE
FEDERAL CIRCUIT

May 21, 2001

2001-44 I|.R.B.

JUSTICE THOMAS, concurring in the
judgment in part and dissenting in part.

| believe this Court was correct in
Evans v. Gorg253 U.S. 245 (1920), when
it held that any tax that reduces a judge’s
net compensation violates Article Il of
the Constitution. Accordingly, | would
affirm the judgment of the Court of Ap-
peals in its entirety.
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Part lll. Administrative, Procedural, and Miscellaneous

Proposed Audit Guidance for scribed further below, whether a particuproblem was attributable to deficient ac-
External Auditors of Qualified lar QI's audit will progress through all count opening procedures in one of the
Intermediaries three parts generally will depend upon th®I's branches. If the IRS is satisfied that

results of each part. IRS expects that, ifthhe QI had taken corrective steps to en-
Notice 2001-66 QI demonstrates a satisfactory level ofure that the branch was appropriately

. . compliance with the QI agreement in th@pening new accounts, and if the QI has
This notice requests comments on the &ftst part of the audit process, the QI willotherwise shown a high level of compli-
tached proposed audit guidelines for qualliot pe required to complete any furtheance with the QI agreement, then there
fied intermediaries (QI). QI's are a keyparts in the process during that auditvould be no need to proceed to Part 3 of
component of the withholding and reportgycle, the audit process. Under other circum-

ing regulations that became effective on . o stances, however, the IRS may determine
January 1, 2001 (T.D. 8734, 1997-2 C.BA. PART 1: Basic Fact Finding that further work must be done to resolve

109 and T.D. 8881, 2000-23 |.R.B. 1158). ) ) . i i i i
) Part 1 consists of basic fact finding{h€ issues raised in Part 1 of the audit

|. BACKGROUND The external auditor performs the taskB'0C€ss-
. _ . detailed in the at_tac_hed aqd_it_ guideliness  pART 3: Audit Meeting with QI
Generally, a QI is a non-U.S. financialFrom these fact finding activities, the au-

institution that has entered into a contradditor will develop a report of numerical If the concerns arising from the numer-
tual agreement with the Internal Revenugesults. The attached audit guidelineial results reported in Part 1 of the audit
Service (IRS). Under the agreement, theontain precise directions on what numemprocess cannot be resolved by directed
QI generally agrees to report annuallycal information must be included in thefact finding in Part 2, then the IRS will
certain aggregate information concerninguditor’s report. The auditor will send apropose to meet with the QI to attempt
the beneficial owners of U.S. source payhard copy of this initial report to the IRS.mutually to clarify and resolve those con-
ments and to make any necessary tax payhe IRS intends to develop a standarderns. This part is designed specifically
ments to the IRS. Additionally, the Qlelectronic report form. to provide a forum where a productive di-
agrees to engage an external auditor toIf the numerical results of a particularalogue between the IRS and the QI can
verify that it is in compliance with the QI QI's audit demonstrate a high level ofoccur. Treasury and the IRS continue to
agreement. In return, the QI avoids theompliance with the QI agreement, then ibelieve that the QI system, which allows
expense and burden of forwarding docus expected that the IRS generally will nothe IRS’s compliance goals to be met
mentation with respect to each beneficialfy the QI that its audit is complete andwhile minimizing the administrative bur-
owner to a U.S. withholding agent inthat no additional steps need to be takedens on financial institutions, is a critical
order to claim reductions in U.S. with-If, however, the numerical results suggestomponent of the withholding regula-
holding tax. The QI also enjoys other sigthat the QI has experienced some difficutions. Accordingly, the IRS will seek to
nificant benefits under the new rules, inties in meeting its obligations under thelevelop mutually acceptable solutions to
cluding the ability to rely on a collective agreement, then the IRS will notify the Qlthe issues that arise in the course of ad-

refund procedure for its customers. that it is proceeding to Part 2 of the auditinistering the QI agreements so that it
The IRS and Treasury have workegrocess. will not become necessary to terminate a

closely with the financial community in o QI agreement.

developing the QI system. The audiB- PART 2: Follow Up Fact Finding _

guidelines attached to this notice are lll. Key Concepts for Comment in the

In Part 2 of the audit process, the IRQtached Audit Guidelines

being issued in proposed form Spec'f'WiII contact the auditor and ask about cer-

cally to continue the dialogue with the fi-y ., "\ merical results in the auditor’s re- The IRS and Treasury invite comments
nancial community on how to implement, ., ¢ 2 qqitional information is needed,on all sections of both this Notice and the
the audit procedures of the QI agreemenig, | il direct the auditor to performattached proposed audit guidelines. This
in a way that minimizes costs to the QIS, o procedures and to report on theection is intended to draw attention to
while preserving the compliance goals of g v~ The goal of this step of the audRarticularly important aspects of the audit
the withholding regulations. The IRS and, oo il pe to identify the cause foguidelines that are designed to lessen bur-
Treasury recognize that aChIeVIng thesﬁ]e numerical results and to determindens on financial institutions Serving as

goals requires that the audit process Preg, ihor corrective actions are readily disQIs.
serves the cooperative nature and effeE—

ernible. . ;
i ) A. Submission of Audit Plans.
tiveness of the QI system. For example, an audit report may show

II. THE PROPOSED THREE PART that the auditor was unable to associate Under the proposed audit guidelines,
QI AUDIT PROCESS beneficial owner information with a specthe submission of an audit plan to the
ified percentage of the QI's accounts. BYRS prior to performing the audit is not

The guidelines attached to this noticeliscussing the facts with the auditor, th@ecessary if the external auditor plans to
reflect a three part audit process. As deRS may be able to determine that théollow the audit guidelines. If, however,
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the external auditor plans to modify orcal sampling will be permitted in thislV. Comments.

deviate from the audit guidelines, thertase. ) )

an audit plan should be submitted to the Whether the IRS will waive the exter-  Written comments must be received by
IRS for prior approval. For example,nal audit in any case is discretionary. IfP€cember 12, 2001. Send comments to
the external auditor may propose to usthe second and third cases, the IRS wift C:DOM:CORP:R (NOT_151112_01)'
multistage, cluster, stratification ornot waive the external audit for more thaft®°m 5228, Internal Revenue Service,
some other sampling methodology irone audit year during any one term of thB€n Franklin Station, Washington, DC

conducting its audit. In such cases, th@! agreement. 20224. Alternatively, comments may l.)e
external auditor should submit a written hand delivered between the hours of 8:00

audit plan and should identify, and exC- External Auditor’s Reliance on AM and 5:00 PM to: CC:DOM:CORP:R
plain the reasons for, any proposed modrjternal Auditors. (NOT-151112-01), Courier’s Desk, In-
ifications or deviations from the audit ternal Revenue Servicél1l @nstititu-

idelines The proposed_ audit guideline; aIIow[iOn Ave. NW, Washington, DC.
g : the external auditor to use a Ql's internal

B. Discretionary Waivers of External audit staff and internal audit reports taContact Information
Audit. any extent the external auditor chooses. ) ] ] )
Nevertheless, the external auditor remains FOF further information regarding this
The proposed audit guidelines allowpersonally responsible for the conduct o©tice, contact Carl Cooper or Laurie
Qls to request that the IRS waive the pethe audit. The external auditor must disHatten-Boyd of the Office of the Associ-
formance of an audit by an external audielose in the audit report specifically howAt€ Chief Counsel (International), Internal
tor in three cases. In the first case, a @ind when it has used internal audit staff€venue Servicel1ll Constitution Av-
may request a waiver of the external audénd reports. Further, the external auditdi"U€, N-W., Washington, D.C. 20224.
if it has received not more than $250,00enust certify that the use of the internaMr- Cooper and Ms. Hatten-Boyd may be
in reportable payments during the year taudit personnel and reports has not afontacted by telephone at 202-622-3840

be audited. Instead of an external audit ifected the accuracy of the external aud(0t & toll-free call).

this case, the QI must supmit copies of itr’s report. APPENDIX
Forms 1042 and 945, copies of the Forms o ) )
1042-S issued to it and filed by it, and®: Projection of Underwithholding. (PROPOSED) GUIDANCE

copies of its Forms W-8IMY provided 10 rhe 31 agreement provides that if sta- FOR EXTERNAL AUDITORS OF
its withholding agents, along with infor-yistical sampling has been used and the QUALIFIED INTERMEDIARIES
mation about the number of its accountgitor determines that underwithholding
holders of various classes. has occurred with respect to the sampled Section 4 of Rev. Proc. 2000-12
In the second case, a QI may requestg qnts, the IRS will determine the tota{2000—4 I.R.B. 387, 388) provides the
waiver of the external audit if it has madey ot of underwithheld tax by projectfinal text of the Qualified Intermediary
reportable payments to no more than 2048 the underwithholding over the entireAgreement (“QI Agreement”) between
direct and indirect account holders duringy,jjation of similar accounts. the Internal Revenue Service (“IRS”) and
the year to be audited. Instead of an ex- ynger the proposed audit guidelinesa qualified intermediary (“QI”). Section
ternal audit in this case, the QI must itself he auditor uses a sample and ha®0 of the QI Agreement provides external
perform the audit procedures and report t, ,nq that underwithholding has oc-audit procedures. In section 10, the IRS
the IRS in accordance with the audifreq with respect to an account in thagrees not to conduct an on-site audit of
guidelines. Statistical sampling will notsamje. the auditor must report the urthe QI provided the QI engages an exter-
be permitted in this case. The IRS Wwilleryithholding in the report for step 1 ofnal auditor to conduct an audit in accor-
not agree to waive the external audit fofhe gydit. In step 2 of the audit, the IR8lance with the procedures detailed
the first audit year of the first term of the,;q g direct the external auditor to pertherein. Under those procedures, the ex-
QI Agreement in this case. The IRS wilky, 1y any additional procedures necesternal auditor examines the QI to verify
not agree to waive the performance of 881y tg collect any information requiredwhether it is in compliance with the QI
external audit for a Private Arrangemenf, getermine whether it is appropriate tégreement and makes a report to the IRS.
Intermediary (PAI). project the underwithholding and anySection 10 of the QI Agreement is repro-
In the third case, a QI may request gyormation required to make a projecduced below in bolded text for reference.
waiver of the external audit if it has a Subgio, * The |RS will employ a projection Following each paragraph of section 10,
stantial and independent internal audit dgqethod that is consistent with the samprocedural guidance on audit issues is
partment and its internal audit departmentjing methodology used. In step 3 oprovided under the heading Audit Guid-
has audited the QI's compliance under thge 5y dit, the QI may address whetheance numbered to correspond to the QI
QI agreement for each of the three yealgsiaction is appropriate and may proAgreement. The audit guidance under
preceding the year to be audited. Instegghqe 5 projection using another amoursections 10.01 to 10.03 includes proce-
of an external audit in this case, the QI'y¢ ynderwithholding based on a moreures that a QI may follow to request an
internal audit department must performy.c,rate population, a more accuratlRS audit or a waiver of audit. Section
the audit and report to the IRS in accory gjection technique, or an examinatior0.03(A), (B), (C), and (D) describe Part
dance with the audit guidelines. Stalistip¢ 5| similar accounts. 1 of the audit process. This section in-
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cludes the procedures that an external athe QI must send the request to the fol-
ditor should follow in examining the QI lowing address:

and the information to be included in the
external auditor’s report to the IRS. Sec-
tion 10.04 provides guidance on the use
of statistical sampling and projection of
underwithholding. Section 10.05 pro-
vides further guidance on the form, con-
tent and submission of the external audif the IRS agrees to conduct an audit of
tor’s report. Section 10.06 provideghe QlI, the IRS will send the QI a writ-
guidance on Parts 2 and 3 of the audien response within 90 days of the date
process. The audit guidance does ndlhe IRS received the request. In some
amend, modify, or interpret the QI Agreecases, the IRS will conduct an audit by

Internal Revenue Service
LMSB:FS:QI

290 Broadway

New York, NY 10007-1867
USA

QI's application for a QI Agreement
(“responsible party”) that:
1. States

(i) The number of the QI's direct
account holders during the
audit year;

(i) The number of the QlI's indi-
rect account holders during
the audit year; and

(i) Within each category, the
number of account holders
that were U.S. exempt recipi-
ents, U.S. non-exempt recipi-

ment.

QI Agreement Sec. 10.01. In General.
Unless QI requests an IRS audit in lieu
of an external audit, the IRS agrees not
to conduct an on-site audit of Ql, or
any PAI with which QI has an agree-
ment, with respect to withholding and
reporting obligations covered by this
Agreement provided that an external
auditor designated in Appendix B of
this Agreement conducts an audit of
QIl, and any PAI, in accordance with
this section 10. QI shall permit the ex-
ternal auditor to have access to all rele-
vant records of QI for purposes of per-
forming the external audit, including
information regarding specific account
holders. QI shall permit the IRS to
communicate directly with the external
auditor and to review the audit proce-
dures followed by the external auditor.
QI represents that there are no legal
prohibitions that prevent the external
auditor from examining any informa-
tion relevant to the external audit to be
performed under this section 10 and
that there are no legal prohibitions that
prevent the IRS from communicating
directly with the auditor. QI shall per-
mit the IRS to examine the external au-
ditor's work papers and reports. How-
ever, the external auditor is not
required to divulge the identity of QI's
account holders to the IRS

Audit Guidance Sec. 10.01:

10.01.1. IRS Audit A QI that is not pro-
hibited by law from disclosing account

correspondence. For instance, in the
case of a QI that has made reportable
payments to no more than 50 accounts
covered by the QI Agreement, the IRS
may conduct an audit by correspon-
dence. For purposes of this guidance,
“accounts covered by the QI Agree-
ment” are accounts maintained by the
QI for its direct account holders (which
include intermediaries and flow-through
entities) to which the QI has made re-
portable payments during the audit year
from the QI's accounts with withholding
agents that the QI has designated as QI
accounts.

10.01.2. External Audit Waiver
($250,000 Threshold)A QI may request
that the IRS waive the performance of the
audit by an external auditor for an audiThe IRS may contact the QI to request ad-
year if the QI has received reportable payditional information. If the IRS agrees to
ments during that year that do not exceeglaive the performance of the audit for the
$250,000. To calculate the $250,00@udit year, the IRS will send the QI a writ-
threshold, the QI must aggregate all reten response within 90 days of the date
portable payments (including paymentshe IRS received the request. The IRS
beneficially owned by the QI) made to itswill not agree to waive the performance
accounts with withholding agents that thef an audit for a Private Arrangement In-
QI has designated as QI accounts. The @rmediary (“PAI").

must submit its request for a waiver to the

IRS in accordance with Audit Guidancel0.01.3. External Audit Waiver (2000
10.01.1 (AG10.01.1). Account Holder Threshold)A QI may re-

) o quest that the IRS waive the performance
The QI should include in its request:  of the audit by an external auditor for an
(a) Copies (for the audit year) of its Formg,qit year if, during the audit year, the QI
1042 and 945, the Forms 1042-$,535 made reportable payments to no more
issued to it, the Forms 1042-S anghan 2000 direct and indirect account
1099 issued by it, and the Formsyg|ders covered by the QI Agreement.
W-8IMY (including summaries of The QI must submit its request for a
withholding statements) provided by ityajver to the IRS in accordance with AG
to its withholding agents; 10.01.1. The QI must include in its re-

ents, intermediaries, flow-
through entities, and undoc-
umented account holders;

(2) States the total amount of any un-
derwithholding or collective re-
fund for the audit year;

(3) States that no event of default
under section 11 of the QI Agree-
ment has occurred during the
audit year,;

(4) States that the QI does not refer
account holders to an affiliated
entity with the effect of circum-
venting the $250,000 threshold;
and

(5) Certifies that the QI was in com-
pliance with the QI Agreement
during the audit year.

holder information may request an IRb) A reconciliation of the Forms 1042-Sqjest a statement, made under penalties

onsite audit instead of an external audit.
To request an IRS audit, the QI must sub- issued by the QI; and

states:

mit a written request to the IRS beforgc) A statement made under penalties of

March 31 of the year following the spe-

cific year to be audited (“audit year”).

October 29, 2001

perjury by a person named as a respof@) The number of account holders to
sible party for performance in the which the QI has made such payments;
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(b) The aggregate amount of reportabléh) The aggregate amount of reportablen its sole discretion, reasonably be-
payments (including payments benefi- payments (including payments benefilieves that the auditor is not indepen-
cially owned by the QI) made to its cially owned by the Ql) made to itsdent or cannot perform an effective
accounts with withholding agents that accounts with withholding agents thaaudit under this Agreement.
the QI has designated as QI accounts; the QI has designated as QI accounts; . . ]

(c) The QI does not refer account holderé&) How the internal audit staff is orga-AUOIIt Guidance Sec. 10.02:
to an affiliated entity with the effect of  nized, including position descriptions,10.02.1. Auditor Approval To obtain as-
circumventing the 2000 account hold- the number of individuals in eachsyrance that an external auditor will be
er threshold; and position, the names of the individualacceptable to the IRS, the QI or the exter-

(d) That, in lieu of the external audit, the or individuals with overall responsibil- nal auditor may submit a written request
Ql itself will apply the procedures set ity for internal audit, the routine func- explaining the qualifications of the exter-
forth in section 10 of the QI Agree- tions of the internal auditors within theng| auditor to the IRS at any time. The QI
ment. In doing so, the QI agrees to Ql, and the persons to whom the intergr the external auditor should send the re-
examine each account holder and to nal auditors report; quest to the address provided in AG
submit a report to the IRS signed byd) In brief summaries, the procedureg0.01.1. The IRS will send the QI or the

the responsible party. performed, the findings, and the conexternal auditor a written response within

The IRS tact the Ol t ) clusions or recommendations of eaco days of the date the IRS receives the
e may contact the QI to request  4nnya1 audit of the QI's compliancerequest.

additional information. The QI must i the QI Agreement conducted by
agree that its performance of the audit 4 Ql's internal auditors in each 0f10.02.2. Auditor IndependenceA QI

vyill be governed in all respect§ by sec-  ihe three years preceding the aud@nd its externgl auditor must disclose to
tion 10 of the QI Agreement as if the per- year; and the IRS any circumstances that compro-
sons copductlng the audl't were the e'xteE-e) That, in lieu of the external audit, thdMise or reasonab[y appear to compromise
nal auditor referred to in that section. {the external auditor’s independence or
The IRS Wl]l not permit the use of stat!s— forth in section 10 of the QI Agree_ablllty to perform an effective audit. To
tical sampling by the Ql. The IRS ywll ment to those accounts. make a dlsclosure,.the QI. or the external
not agree to waive the external audit for auditor must submit a written statement
more than one audit year during any on&he IRS may contact the QI to request a@gxplaining the circumstances and any
term of the QI Agreement. If the IRSditional information. The QI must agreesteps taken to address them as soon as
agrees to waive the performance of th#hat its performance of the audit will besuch circumstances are discovered. The
audit for the audit year, the IRS will sendyoverned in all respects by section 10 afisclosure must be sent to the address pro-
the QI a written response within 90 dayghe QI Agreement as if the persons consided in AG 10.01.1. If the IRS deter-
of the date the IRS receives the requesiucting the audit were the external auditamines that the external auditor is not ac-
The IRS will not agree to waive the perseferred to in that section. The IRS willceptable, it will send the QI and the
formance of an audit for a PAl. The IRS10t agree to waive the external audit foexternal auditor a written notice to that ef-
will not agree to waive the external auditnore than one audit year during any onfect within 90 days of the date the IRS re-
for the first audit year of the first term ofterm of the QI Agreement. If the IRSceives the disclosure.

the QI Agreement. agrees to waive the performance of th

. ) audit for the audit year, the IRS will sen | Agreement Sec. 10'03' Timing and
10.01.4. External Audit Waiver (Annual the QI a written response within 90 dayjcope of External Audits. QI shall

Internal Audits) A QI may request that of the date the IRS receives the requedi2Ve the extermal auditor conduct an
the IRS waive the performance of therhe |RS will not agree to waive the per2udit of the second full calendar year
audit by an external auditor for an auditgymance of an audit for a PAI. and the fifth full calendar year that this

year if the QI maintains a substantial and Agreement is in effect, subject to sec-
independent internal audit staff, and th&! Agreement Sec. 10.02. Designationtion 10.06 of this Agreement. The ex-

Ql's internal auditors have conducted aff External Auditor. QI's external au- ternal auditor shall verify whether QI
audit of the QI's compliance with the QIditor must be one of the auditors listed is in compliance with this Agreement
Agreement each year for the three yeat8 Appendix B of this Agreement, un- by conducting an audit that meets the
preceding the audit year. The QI mug€ss QI and the IRS agree, prior to the requirements of this section 10.03. The
submit its request for a waiver to the IRQudit, to substitute another auditor. QI external auditor shall verify whether
in accordance with AG 10.01.1. The Qshall not propose an external auditor QI is in compliance with its QI agree-
must include in its request a statementinless it has a reasonable belief that the ment by providing a report to the IRS.
made under penalties of perjury by th@uditor is subject to laws, regulations, The report must be received by the
responsible party, that states: or rules that impose sanctions for fail- IRS, at the address set forth in section
ure to exercise its independence and to 12.06 of this Agreement, no later than
(a) The number of direct account holdergerform the audit competently. The June 30 of the year following the year
and the number of indirect accoun{RS has the right to reject a proposed being audited. The IRS may, however,
holders to which the QI has made sucBxternal auditor, or to revoke its accep- upon request by the external auditor,
payments; tance of an external auditor, if the IRS, extend the due date of the audit report

QI itself will apply the procedures se
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upon good cause. The report must dis- ports has not affected the accuracy of th&udit Guidelines 10.03(A)(2)
close that the external auditor has, at a external auditor’s report.

minimum, performed the following
checks listed in this paragraph 10.03,
and set forth how each of those checks
was performed and the results of the

_ ~ 10.03(A)(2).1. Review of Account Open-
10.03.4. Use of Copies In conducting ing Procedures The external auditor
the audit, the external auditor may usenyst:

copies of any account records or written )
materials provided by the QI. NevertheStep 1:ldentify the QI employees re-

o heoursond 1 o e s 9551 1 must permi e extenlaud - sponsble o opring and i

the address set forth in section 12.06 of " ©© have access to the complete and un- |a":mg S OT? accour: . ?e-

this Agreement and submit an audit alf[e_red account holder re_cords n the oo opreseniative employees for
g original, if the external auditor deems it Interview.

plan (which includes, if relevant, the

extent to which the external auditor necessary 1o examine originals.

Step 2: Ask the selected employees how

proposes to rely on QI's internal audit QI Agreement 10.03(A). Documenta- accounts covered by the QI

procedures) prior to performing the tion. The external auditor must— Agreement are opened, what doc-

audit so that the audit may be con- (1) Verify that QI has training materi- umentation is requested, how the

ducted in the most efficient and least als, manuals, and directives that in- documentation is obtained, and

costly manner possible. struct the appropriate QI employees how the documentation is re-
how to request, collect, review, and viewed and maintained.

Audit Guidance Sec. 10.03: o .
maintain documentation in accordance 10.03(A)(2).2. Account Opening Proce-

10.03.1. Specifications of Audit Report With this Agreement; dures Report.The external auditor must
For guidance on the form and contents of it Guidance 10.03(A)(1): specifically report:

the external auditor’s report, submitting

the report to the IRS, the due date of th#0.03(A)(1).1.Review of Documentation Report 1: The number of employees inter-

report and extensions of the due date, s@eaining. The external auditor must: viewed.

AG 10.05. Step l:iddentify the QI's employees thatReport 2The number of employee re-

10.03.2. Submission of Audit Plan are responsible for opening and sponses that indicate that Forms
Submission of an audit plan to the IRS maintaining customer accounts. W-8 and documents listed in the
prior to performing the audit is not nec- Attachment to the QI Agree-

. Step 2: Collect any written training mate-
essary unless the external auditor plans . L
rials, manuals, and directives used

to modify or deviate from the procedures by those emplovees
described in AG 10.03 and 10.04. In y ployees.

ment are not routinely re-
quested, reviewed, cross
checked against other account

such circumstances, the external audit@tep 3: Inspect the written training mate- information, or maintained in
should submit a written plan, identifying rials, manuals, and directives to accordance with section 5.12 of
and explaining the reasons for any determine whether they contain the QI Agreement.

planned modifications or deviations instructions specific to accounts .
from those procedures, prior to perform- covered by thz QI Agreement onQI Agreement Sec. 10.03(A)(3). .Ve”fy
ing the audit. The external auditor should how to request, collect, reVieW,tha,t Ql follows procedures desngqed
submit the audit plan to the address pro- and maintain documentation. to inform account hqlders t'hat claim
vided in AG 10.01.1. The IRS will send a reduced rate of withholding under

the external auditor a written responsgC-03(A)(1).2. Documentation Training an income tax treaty about any ap-
within 90 days of the date the IRS re! eport The external auditor must specifplicable limitation on benefits proce-

ceives the audit plan. ically report: dures;

10.03.3. Use of Internal Audit The ex- RePort1Whether the QI has written aygit Guidance 10.03(A)(3):

ternal auditor is required to perform the training materials, manuals, and
audit itself. The external auditor may use directives that contain instruc-10.03(A)(3).1. Review Limitation on

the QI's internal audit personnel and in- tions specific to accounts cov-Benefits (LOB) Procedure The external

ternal audit reports to any extent the ex- ered by the QI Agreement_ Onauditor must:
how to request, collect, review,

e s . 21 maiiacustomr doc e T A e O el st
asEe, : _ mentation. interview under AG 10.03(A)(2)
sible for the conduct of the audit as if the Step 1 how account holders that
external auditor had personally performe®! Agreement Sec. 10.03(A)(2). Review are not individuals claim a re-
the audit. In its report to the IRS, the exQI's account opening procedures and in- duced rate of withholding under

ternal auditor must disclose specificallyterview Ql's employees, to determine if an income tax treaty.

when and how it has used the QI's interappropriate documentation is requested

nal audit personnel and reports in confrom account holders and, if obtained, 10.03(A)(3).2. LOB Procedure Report.
ducting the audit and must certify that thehat it is reviewed and maintained in ac- The external auditor must specifically re-
use of the internal audit personnel and resordance with this Agreement; port:
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Report 1:The number of employee re-
sponses that indicate that such
customers are not informed
about any applicable limitation
on benefits provisions.

QI Agreement 10.03(A)(4). Review
QI's accounts, using a valid sample of
accounts for which treaty benefits are
claimed, to ensure that QI is obtaining
the treaty statements required by sec-
tion 5.03(B);

Audit Guidance 10.03(A)(4):

10.03(A)(4).1. Review of Treaty State-
ments The external auditor must:

Step 7: (a) For purposes of Step 7 and the

Step lidentify all accounts covered by
the QI Agreement that are held by
direct account holders that are not
U.S. non-exempt recipients, or se-
lect a valid sample of such ac-
counts in accordance with AG
10.04.

Step 2From the accounts identified or
selected in Step 1, segregate the
accounts for which treaty benefits
are claimed.

Step 3From the accounts for which
treaty benefits are claimed, segre-
gate the accounts for which docu-
mentary evidence has been ob-
tained.

Step 4: From the accounts for which doc-
umentary evidence has been ob-

tained, segregate those accounts

held by account holders that are
not individuals or governments.

Step 5For the accounts segregated in
Step 4, inspect each account
holder’s documentation to deter-
mine whether it contains a valid
treaty statement described in sec-
tion 5.03(B) of the QI Agreement.
A valid treaty statement must be
signed by the beneficial owner. A

porting is required under sec-
tion 8.02(B) and (C) or section

8.04 of the QI Agreement. -
. Report 3: The number of indirect account
(b) The number in Step 6(a) that holders determined under Step

are intermediaries.
(c) The number in Step 6(a) that 6(2) through (€).

are flow through entities
(d) The number of indirect ac-

described in section 5.03(B) of
the QI Agreement.

Report 4: The number of indirect account

holders identified, selected (if
count holders holding through sampling is used), and segre-
intermediaries that are direct gated under Step 7 (a) through
account holders; and (c).

(e)The number of indirect ac- _ Lo
count holders holding through Report 5: The number of indirect account

holders whose documentation
does not contain a valid treaty
statement described in section
5.03(B) of the QI Agreement.

each flow through entity that is
a direct account holder.

following sections, the exter- )
nal auditor must identify the QI Agreement Sec. 10.03(A)(5Review
indirect account holders for information, using a valid sample, con-

which recipient specific re- tained in account holder files to deter-
porting is required or select amine if the documentation validity
valid sample of such accountStandards of section 5.10 of this Agree-
holders in accordance with AGMent are being met. For example, the
10.04. From the indirect ac-€xternal auditor must verify that
count holders identified or se-c¢hanges in account holder information
lected, segregate the indirecf€.9. a change of address to a U.S. ad-
account holders for which dress or change of account holder sta-
treaty benefits are claimed. ~ tUs from foreign to U.S.) are being con-

(b) From the indirect accountveyed to QI's withholding agent, or, if
holders segregated in (a), segQ! assumes primary NRA withholding
regate the indirect accountresponsibility or primary Form 1099
holders for which documen- reporting and backup withholding re-

tary evidence has been obsponsibility, that QI is applying the ap-
tained. propriate withholding rate;

(c)From the indirect account . . )
holders segregated in (b), Seg,_Audlt Guidance 10.03(A)(5):

regate indirect account holders]0.03(A)(5).1. Review of Documentation
that are not individuals or gov- validity (Foreign Persons and U.S. Ex-

ernments. empt Recipients) The external auditor
(d) For the indirect account hold-myst:

ers segregated in (c), inspect .

each indirect account holder’sStep 1ldentify all accounts covered by

documentation to determine the QI Agreement that are held by
whether it contains a valid direct account holders that are not
treaty statement described in U.S. non-exempt recipients, or

section 5.03(B) of the QI use the same sample selected in
Agreement. AG 10.03(A)(4).1 Step 1.

treaty statement may be incorpo410.03(A)(4).2. Treaty Statements Report.Step 2: Sort those accounts according to
rated into another document thatrhe external auditor must specifically re- whether they contain the follow-
is signed by the beneficial owner. port: ing types of documentation:

(a) Form W-8BEN;

(b) Form W-8EXP;

(c) Form W-8ECI;

(d) Form W-8IMY;

(e) Form W-9;

(f) Documentary Evidence; and

(g9) no documentation.

Step 6:For the accounts segregated iReport 1: The number of accounts deter-
Step 4, identify: mined under each of Steps 1, 2,

(a) All accounts covered by the QI 3,and 4.

Agreement held by intermedi- Report 2: The number of accounts segre-
aries or flow through entities gated in Step 4 that do not con-
for which recipient specific re- tain a valid treaty statement
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Step 4: FORM W-8EXP.

Step 3: FORM W-8BEN:

(a) For accounts documented with
a Form W-8BEN, inspect Part
| of the Form W-8BEN. Deter-
mine that the following lines
are completed and consistent
with each other:

(i) Line 1 (name of individual
or organization that is the
beneficial owner);

(i) Line 2 (country of incorpo-
ration or organization), for
non-individuals;

(iii) Line 3 (type of beneficial
owner);

(iv) Line 4 (permanent resi-
dence address, including
country) A permanent res-
idence address cannot be a
P.O. Box, in-care-of add-
ress or an address at a
financial institution, in-
cluding a hold mail address
(except when the benefi-
cial owner is a financial
institution); and

(v) Signature and date.

(A) Determine that Decem-
ber 31 of the audit year
was within three full
calendar years follow-
ing the year of sigha-
ture; and

(B) Determine that the certi-
fications attested under
penalties of perjury
have not been modified.

(b) For a Form W-8BEN for
which the beneficial owner has
claimed treaty benefits, inspect
Part 1l of the Form W-8BEN.
Determine that the following
lines are completed and con-
sistent with each other and
with Part | of the Form:

(i) Line 9a (residence certifica-
tion, including name of
country); and

(ii) Line 9c (section 894 and
LOB certification), but only
for non-individuals.

For accounts
documented with Form W-8EXP,

inspect Form W-8EXP. Deter-

mine that the following lines are

completed and consistent with
each other:

(a) Line 1 (name of organization);

October 29, 2001

(b) Line 2 (country of incorpora-
tion or organization);

(c) Line 3 (type of entity);

(d) Line 4 (permanent residence
address, including country), A
permanent residence address
cannot be a P.O. Box, in-care-
of address or an address at a fi-
nancial institution, including a
hold mail address (except
when the beneficial owner is a
financial institution);

(e) Either:

(i) Line 9a and 9b or 9c; or

(i) Line 10 (and organization

is designated by executive
order under 22 U.S.C. 288
through 288(f)); or

(iii) Line 11; or

(iv) Line 12a (including date) or

12b (including attached
opinion from U.S. counsel),
and, for section 501(c)(3)
organizations, Linel2c
(including affidavit) or 12d,
and Line 6; or

(v) Line 13; and

(f) Signature and date.

(i) Determine that the certifica-
tions attested under penal-
ties of perjury have not been
modified.

Step 5FORM W-8ECI. For accounts

documented with Form W-8ECI,

inspect the Form W-8ECI. Deter-

mine that the following lines are

completed and consistent with

each other:

(a) Line 1 (name of organization);

(b) Line 2 (country of incorpora-
tion or organization);

(c) Line 3 (type of entity);

(d) Line 4 (permanent residence
address, including country). A

permanent residence address

cannot be a P.O. Box, in-care-

of address, or an address at a

financial institution, including
a hold mail address (except
when the beneficial owner is a
financial institution);

(e) Line 5 (business address in the
United States);

(f) Line 6 (U.S. taxpayer identifi-
cation number);

(9) Line 9 (list of items of income
that are effectively connected
with the conduct of a trade or

402

business in the United States);
and
(h) Signature and date.

(i) Determine that December
31 of the audit year was
within three full calendar
years following the year of
signature; and

(ii) Determine that the certifi-
cations attested under pen-
alties of perjury have not
been modified.

Step 6FORM W-8IMY. For accounts

documented with Form W-8IMY,

inspect the Form W-8IMY. Deter-

mine that the following lines are
completed and consistent with
each other:
(a) Line 1 (name of individual or
organization);
(b) Line 2 (country of incorpora-
tion or organization), for non-
individuals;
(c) Line 3 (type of entity);
(d) Line 4 (permanent residence
address, including country). A
permanent residence address
cannot be a P.O. Box, in-care-
of address or an address at a fi-
nancial institution, including a
hold mail address (except
when the beneficial owner is a
financial institution).
(e) Either:
(i) Line 9a and Line 6 (QI-
EIN);

(i) Line 10a;

(iii) Line 11 and Line 6 (EIN),
and Line 12 or Line 13;

(iv) Line 14 and Line 6; or

(v) Line 15 (and, if line 3
(nonwithholding foreign
grantor trust) is checked,
Line 6 (EIN)); and

(f) Signature and date.

(i) Determine that the certifica-
tions attested under penal-
ties of perjury have not been
modified.

Step 7FORM W-9. For accounts docu-

mented with Form W-9, inspect

the Form W-9. Determine that the

following lines are completed and

consistent with each other:

(a) Name;

(b) U.S. taxpayer identification
number;
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(c)Part Il (For U.S. payees ex-
empt from backup withhold-
ing); and

(d) Signature and date.

(i) Determine that the certifica-
tions attested under penal-
ties of perjury have not been
modified.

Step 8DOCUMENTARY EVIDENCE.

For accounts documented with
documentary evidence, inspect the
documentary evidence. Deter-
mine:

(a) Whether the documentary evi-
dence is one of the types listed
in the applicable Attachment to
the QI Agreement,

(b) Whether it appears to be in
proper form when compared to
documents of the same type
listed in the Attachment,

(c) Whether it:

(i) Supports the account hold-
er’s foreign status and, for an
account holder that claims
treaty benefits, supports the
account holder’s residence in
the treaty country, or

(ii) Supports the account hold-
er’s status as a U.S. exempt

recipient.

(d) In the case of an international
organization, whether the or-
ganization is designated by ex-
ecutive order under 22 U.S.C.
288 through 288(f).

(e) In the case of a foreign govern-
ment or foreign central bank of
issue, whether the documen-
tary evidence supports the ac-
count holder’s status as such.

Step 9: For each account determined to be

documented under Steps 3

through 8, examine the account

opening statement, any other ac-
count documents or memoranda
and any correspondence associ-
ated with the account (for pur-
poses of this section, “the account
holder’s file”). Determine:

(a) Whether the identifying infor-
mation in the documentation
matches the identifying infor-
mation in the account holder’s
file (taking into account any
updated information that links
the identifying information in

2001-44 I|.R.B.

the documentation to the iden-
tifying information in the ac-
count holder’s file),

(b) Whether, in the case of an ac-
count documented with docu-
mentary evidence, the docu-
mentary evidence and the
account holder’s file contains
only: an address at a financial
institution, including a hold
mail instruction (except when
the financial institution is the
beneficial owner), an in-care-
of address, or a P.O. Box, and
if so, whether the QI has satis-
fied the additional require-
ments of section 5.10(B)(2)(i)
of the QI Agreement.

(c) Whether the documentation or
the account holder’s file shows
a U.S. mailing or residence ad-
dress for the account holder or
standing instructions to pay
from the account to a U.S. ad-
dress or to an account main-
tained in the United States, and
if so, whether:

(i) In the case of documentary
evidence, the QI has satis-
fied the additional require-
ments of section 5.10(B)(3)
of the QI Agreement; or

(i) In the case of Forms W-8,
the QI has satisfied the
additional requirements of
section 1.1441-7(b)(6) of
the regulations.

(e) Include in the category of ac-
counts with no documentation
(AG 10.03(A)(5).1 Step 2(9))
all accounts:

(i) That are not documented
with  Forms  W-8BEN,
W-8EXP, W-8IMY, W-8ECI,
W-9 or documentary evi-
dence that is listed in the
applicable Attachment to the
QI Agreement, and

(i) That are documented with
Forms W-8 or documentary
evidence that is inadequate
after applying the additional
requirements of AG
10.03(A)(5).1 Step 9(b)—(d).

(i) The account holder is a gep 10(a)Identify all indirect account

U.S. person, or

(i) In the case of documentary
evidence, the QI has satis-
fied the additional require-
ments of section 5.10
(B)(2)(i), (ii), and (iii) of
the QI Agreement or, in the
case of Forms W-8, the QI
has satisfied the additional
requirements of section
1.1441-7(b)(5) of the regu-
lations.

(d) For accounts where the benefi-
cial owner has claimed treaty
benefits, whether the documen-
tation or the account holder’s
file shows a residence address
or mailing address, or a P.O.
Box, in-care-of address or an
address at a financial institution,
including a hold mail instruc-
tion (except when the financial
institution is the beneficial
owner), that is not in the applic-
able treaty country, or standing
instructions to pay from the ac-
count to an address outside the
treaty country or to an account
maintained outside the treaty
country, and if so, whether:
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holders for which recipient

specific reporting is required

under section 8.02(B) and (C)
or section 8.04 of the QI

Agreement, or use the same
sample of indirect account

holders selected under AG
10.03(A)(4).1 Step 7.

(b) From those indirect account
holders, segregate the indirect
account holders that are not
U.S. non-exempt recipients.

(c) Inspect the documentation for
each indirect account holder
segregated in Step 10(b) to de-
termine whether the documen-
tation validity standards of
section 5.03(C) of the QI
Agreement are satisfied by
performing the procedures
under AG 10.03(A)(5) with the
following modifications:

(i) Part Il of the Form W-8BEN
is not complete unless line
9b and line 6 are completed,
except in the case of a claim
of treaty benefits for income
from a marketable security.

(i) Documentary evidence est-
ablishing entitlement to
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treaty benefits must be
documentary evidence de-
scribed in section 5.03(A)
(3) of the QI Agreement.
Also, except in the case of
income from a marketable
security, a TIN is required.
(iif) Documentary evidence for
purposes other than estab-
lishing entitlement to
treaty benefits must be
documentary  evidence
described in Treas. Reg.
1.1441-1(c)(17).

that section.

Report 9: The number of accounts:

der Step 8;

did not satisfy criteria (a) or
(b) of that section;

(c) Reviewed under Step 8 that
satisfy the criteria of either
section (c)(i) or (ii);

(d) Reviewed under Step 8 that
did not satisfy the criteria of
either (c)(i) or (ii); and

(e) Described in each of (d) and
(e) of Step 8 and the number
of accounts that did not sat-
isfy the criteria of (d) and (e)
of Step 8.

Step 11: For indirect account holders, the
external auditor must apply
Steps 1 through 9.

10.03(A)(5).2. Documentation Validity
Report (Foreign Persons and U.S. Ex-
empt Recipients).The external auditor

must specifically report:
) Report 10The number of accounts:
Report 1: The number of accounts identi- (a) That did not satisfy the cri-

fied or selected under Step 1. teria of Step 9(a);

(b) Described in Step 9(b) and
the number of accounts that
did not satisfy the addition-
al criteria of that step;

(c) Described in Step 9(c), the
number of accounts de-
scribed in (c)(i) of that step,
and the number of accounts
that did not satisfy (c)(ii) of
that step; and

(d) Described in Step 9(d) and
the number of accounts tha
did not satisfy the criteria
of (d)(i) or (ii) of that step.

Report 5: The number of Forms W-8EXFReport 11: The number of accounts de-
inspected under Step 4 and the scribed in each of (i) and (ii) of
number of Forms W-8EXP that Step 9(e).
did not satisfy the criteria under
that section.

Report 2: The number of accounts segre-
gated under Step 2.

Report 3: The number of Forms W-8BEN
inspected under Step 3(a) and
the number of Forms W-8BEN
that did not satisfy the criteria
under that section.

Report 4: The number of Forms W-8BEN
inspected under Step 3(b) and
the number of Forms W-8BEN
that did not satisfy the criteria
under that section.

Report 12: For indirect account holders,
the external auditor must sepa-
Report 6: The number of Forms W-8ECI rately complete Report 1
inspected under Step 5 and the through 11.

number of Forms W-8ECI that o Agreement Sec. 10.03(A)(6). Review
did not satisfy the criteria under ;.. nts, using a valid sample of U.S.
that section. non-exempt recipient account holders

Report 7: The number of Forms W-8IMY 10 determine if QI is obtaining Forms
inspected under Step 6 and thdV-9 from those customers whose iden-
number of Forms W-8IMY that tity is not prohibited by law from dis-
did not satisfy the criteria unde

that section. those forms to a withholding agent to

the extent QI does not assume primary
Report 8: The number of Forms W-9 infform 1099 reporting and backup with-
spected under Step 7 and th&olding responsibility with respect to
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number of Forms W-9 that did reportable amounts and, if applicable,
not satisfy the criteria underdesignated broker proceeds;

Audit Guidance 10.03(A)(6):

(a) Documented with documen-1003(A)(6)l Review of Documentation
tary evidence inspected un.Va”dity (DiSC'OSGd U.S. Non-exempt Re-
cipients) The external auditor must:

(b) Reviewed under Step 8 thaTStep lidentify all accounts covered by

the QI Agreement that are held by
direct account holders that are
U.S. non-exempt recipients, or se-
lect a valid sample of such ac-
counts in accordance with AG
10.04.

Step 2From those accounts, segregate

the accounts of those U.S. non-ex-
empt recipients whose identity is
not prohibited by law from disclo-
sure, including the accounts of
U.S. non-exempt recipients that
have waived the prohibitions
against disclosure.

Step 3:Obtain copies of the QI's Forms

W-8IMY and inspect them to de-
termine whether the QI has as-
sumed primary Form 1099 and
backup withholding responsibility.
From the accounts segregated in
Step 2, segregate the accounts of
U.S. non-exempt recipients for
which the QI has not assumed pri-
mary Form 1099 reporting and
backup withholding responsibility.

Step 4: Fronthe accounts segregated in

Step 3, segregate the accounts
documented with Form W-9 and
determine that each Form W-9
satisfies the criteria of AG
10.03(A)(5).1 Step 7.

Step 5: Fronthe accounts segregated in

Step 3, segregate the accounts that
are not documented with Form
W-9 and the accounts for which
the Forms W-9 did not satisfy the
criteria of AG 10.03(A)(5).1 Step
7.

' Step 6: Obtain the withholding statements

associated with QlI's Forms
W-8IMY.

rClosure, and that QI is transmitting Step 7: For each Form W-9 that satisfies

the criteria of AG 10.03(A)(5).1

Step 7, match the name and TIN
on the Form W-9 to the name and
TIN on the withholding statement.
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Step 8For each account segregated ifii) The procedures of section 6.04 have Step 1:Obtain copies of the QI Agree-

Step 5, match the name, and (ibeen, and are being, followed.
provided) address, and TIN of the | ) _
U.S. non-exempt recipient to the/udit Guidance 10.03(A)(7):

name, address, and TIN on the g 53(a)(7).1. Account Review of U.S.
withholding statement. Non-exempt Recipients (Disclosure Pro-

Step 9: (a) Identify all accounts coveredpibited) The external auditor must:

by the QI Agreement for giep 1;dentify all accounts covered by
which recipient specific re- the QI Agreement that are held by
porting is required under sec- direct account holders that are
tion 8.02(B) and (C) or section U.S. non-exempt recipients, or

8.04 of the QI Agreement. use the same sample selected for
(b) Identify the indirect account AG 10.03(A)(6).

holders holding through those
accounts, or use the same santep 2;From those accounts, segregate
ple selected under AG the accounts of those U.S. non-ex-
10.03(A)(4).1 Step 7. empt recipients whose identity is
(c) Segregate the indirect account prohibited by law from disclosure,
holders that are U.S. non-ex- excluding the accounts of U.S.
empt recipients. non-exempt recipients that have
(d) Apply Steps 2 through 8. waived the prohibitions against

10.03(A)(6).2. Documentation Validity disclosure.

(U.S. Non-exempt Recipients) ReportStep 3:FFrom the accounts segregated in
The external auditor must specifically re- Step 2, segregate the accounts
port: opened by U.S. non-exempt recip-

Report 1: The number of accounts segre- lents on or after January 1, 2001,

gated under each of Steps 1, 25tep 4: Obtain a letter from the responsi-
3,4, and 5. ble party explaining why the ac-

counts in section 10.07(A)(7).1

Step 2 exist and how the proce-
dures of section 6.04 of the QI

Agreement have been and are
being applied.

Report 2The number of accounts that
did not satisfy the criteria of
Steps 7 and 8.

Report 3: For indirect account holders,

the external auditor must report: ,
(@) The number of indirect 10.03(A)(7).2. Account Review of U.S.

account holders identified Non-exempt Recipients (Disclosure Pro-
and segregated under Step dribited) Report The external auditor
(b) The number of indirect Must specifically:

account holders identified Report 1: Report the number of accounts

and segregated under Steps segregated under Steps 1, 2, and
2 through 5; and 3: and
(c) The number of indirect ’

account holders that did notReport 2: Include a copy of the letter ob-

satisfy the criteria of Steps 7 tained under Step 4.

and 8.

QI Agreement Sec. 10.03(A)(8)Review

QI Agreement Sec. 10.03(A)(7). Review g|'s agreements with its PAIs to ensure
accounts, using a valid sample of U.S.
non-exempt recipient account holders pp|s are identical to the obligations im-
whose identity and account information posed on QI under this Agreement, ex-

is prohibited by law, including by con-  cept as otherwise provided in section
tract, from disclosure, to verify that— 4.02.

(i) Such accounts exist in only rare and a,qit Guidance 10.03(A)(8):
unusual circumstances (and detailing

in the audit report the nature of such 10.03(A)(8).1. Review PAI Obligations
circumstances); and The external auditor must:
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ment and all PAl agreements.

Step 2: Inspect each PAIl agreement to de-

termine whether:

(a) The PAI agreement covers all
offices of the PAI located in a
country listed in Appendix A
of the QI Agreement;

(b) The PAI agreement provides
that the QI include all re-
portable payments made by
the PAI in the QI's Forms 945
and 1099 and 1042 and 1042-
S;

(c) The PAI agreement requires
the PAI to provide the QI with
all information necessary for
the QI to meet its obligations
under the QI Agreement;

(d) There are not any provisions
limiting the PAI's liability for
underwithholding or reporting
due to the PAI’s failure to per-
form its obligations under the
PAl agreement;

(e)The PAI agreement requires
the PAI to disclose U.S. non-
exempt recipients to the same
extent as the QI Agreement;

(f) The PAI agreement permits the
PAI to assume primary with-
holding responsibility or pri-
mary Form 1099 reporting and
backup withholding responsi-
bility;

(g) The PAl is subject to audit pro-
cedures that are identical to
those applicable to the QI
under the QI Agreement and
that the PAI's designated audi-
tor is listed in Appendix B of
the QI Agreement or has been
approved by the IRS for that
PAI; and

(h) The PAI is subject to all other
obligations of the QI under the
Ql Agreement.

that the obligations imposed on the step 3: Obtain a copy of the notice identi-

fying each PAI filed by the QI
with the IRS described in section
4.01(B) of the QI Agreement and
determine that the date of filing
for each notice precedes the date
of the first payment received by
the PAI from the QI pursuant to
the PAI agreement.
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Step 40Obtain a copy of the PAl’'s

W-8IMY provided to the QI and
determine that it satisfies the crite-

(@) A copy of the letter de-
scribed in Step 1.

cipient, and if so, the number of
accounts to which such trans-
fers were made.

. QI Agreement Sec. 10.03(A)(10)State

fia of AG 10.03(A)(5).1 Step 6. in its external audit report if the audi- Report 4: Whether the external auditor is
10.03(A)(8).2. PAI Obligations Report. tor is aware that QI removes U.S. non- aware that the QI removes U.S.
The external auditor must specifically reexempt recipients from accounts cov- non-exempt recipients from ac-
port: ered by this Agreement for the purpose counts covered by the QI

Report 1: The number of PAI agreementsqf circumventing the Form 1099 re- A.greement' for the purpose of
circumventing the Form 1099

porting and backup withholding provi-
Report 2: The number of PAl agreementsions of this Agreement. reporting and backup withhold-
ing provisions of the QI Agree-

that did not satisfy the criteria i i _
of each of Step 2(a) through”udit Guidance 10.03(A)(10): ment.

(h); and 10.03(A)(10).1. Review for Removal of o Agreement Sec. 10.03(B)(1). With-
Report 3: The number of PAI agreement¥-S. Non-exempt Recipient§he exter- po|ging Rate Pools. The external audi-

that did not satisfy the criteria nal auditor must: tor must—

of Step 3.

Report 4: The number of Forms W-8IMY
obtained in Step 4 and the num-
ber of Forms W-8IMY that did
not satisfy the criteria of Step 6.

QI Agreement Sec. 10.03(A)(9). State

in its external audit report if the audi-  step 2: Inspect account closing records taudit Guidance 10.03(B)(L):

tion or is under investigation for viola- was closed during the audit year. 10-03(B)(1).1. Review of Withholding
tion of any of the know-your-customer Rate Pool Training Materials The exter-
rules, practices, or procedures applica- Step 3: Inspect account transfer records tgal auditor must:
ble to the offices audited. determine whether any assets )

o have been transferred to anothert€P 11dentify the QI's employees that
Audit Guidance 10.03(A)(9): account held by the same account are responsmle for determining
holder during the audit year. withholding rate pools.

10.03(A)(10).2. Removal of U.S. Non- SteP 2: Collect any written training mate-
rials, manuals, and directives used

by those employees.

Step lidentify all accounts covered by(1) Verify that QI has training materi-
the QI Agreement that are held byals, manuals, and directives that in-
direct account holders that arestryct the appropriate QI employees
U.S. non-exempt recipients, orhow to determine withholding rate
use the sample selected in AGools based on documentation and the
10.03(A)(6).1 Step 1. presumption rules;

10.03(A)(9).1. Knowledge of KYC Inves-
tigations The external auditor must:

Step 1: Okain a letter signed by the re-exempt Recipients Reporhe external
sponsible party and by the QI’'sauditor must specifically report:

legal counsel stating whether e"Report 1The number of accounts cov-

ther is aware that the Ql is in ma- ered by the QI Agreement held

te;;z:nw%?t\'/?;;ir; g?i?]r ”:)\:(etshtg by U.S. non-exempt recipients
g y that were closed during the

k_now—your—customer ruIe;, prac- audit year.
tices, or procedures applicable to
all branches of the QI located inReport 2: Whether the external auditor is

countries named in the Attach- aware of any accounts with the . .
ments to the QI Agreement. Ql not covered by the QI 10.03(B)(1).2.Withholding Rate Pool

Training Materials Report The external
10.03(A)(9).2. KYC Investigations Re-

Agreement held by the SAME Lditor must specifically report:
port. The external auditor must specifi-
cally report:

Step 3: Inspect the written training mate-
rials, manuals, and directives to
determine whether they contain
specific instructions on how to de-
termine withholding rate pools

based on documentation and the
presumption rules.

U.S. non-exempt recipients that
were opened during the auditReport 1Whether the QI has written
year, and if so, the number of training materials, manuals, and
such accounts. directives that contain specific
instructions on how to deter-
mine withholding rate pools
based on documentation and the
presumption rules.

Report 1: Whether, based on the informa-
tion in the letter described in
Step 1 and on its own informa-
tion, the external auditor is
aware of any such material vio-
lations or investigations and, if
so, identify them.

Report 3: Whether the external auditor is
aware of any transfers of assets
from an account covered by the
QI Agreement held by a U.S.
non-exempt recipient to anotherQl Agreement Sec. 10.03(B)(2). Inter-
account with the QI not coveredview employees responsible for deter-
by the QI Agreement held by mining withholding rate pools to ascer-
the same U.S. non-exempt retain if they are adequately trained to
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Report 2: The external auditor must at-
tach to its report:



determine those pools and that they fol- Step 1l:ldentify the QI's employees thattation provided by, or presumption
low adequate procedures for determin- are responsible for preparingrules that apply to, the account holder,
ing those pools; withholding statements and pro-the type of income earned, and the
viding them to withholding withholding rate applied;

agents, and select representative .

employees for interview. Audit Guidance:

Audit Guidance 10.03(B)(2):

10.03(B)(2).1. Review of Personnel
Training (Withholding Rate Poal)The Step 2: Ask the selected employees howQ-03(B)(4).1.Review Withholding Rate

external auditor must: withholding statements are pre_Pool Classification. The external auditor

pared and provided to withholding™Ust:

Step lidentify the QI's employees that
agents.

are responsible for determining

withholding rate pools and selecCigten, 3: Obtain copies of the withholding
representative employees for in- statements provided to withhold-
terview. ing agents and records of pay-
ments from the withholding
agents to the QI.

Step 1: Identify all accounts covered by
the QI Agreement that are held by
direct account holders that are not
U.S. non-exempt recipients, or
use the same sample selected

Step 2Ask the selected employees under AG 10.03(A)(4).1 Step 1.

whether they have received any

formal or informal training on de- Step 4inspect the withholding state-

term_ining withholding rate pools ments to determine whether they
and if so, aslf the selec;eq employ- are consistent with the payment
ees to describe the training, when records

it occurred, and how much time
was devoted to it.

Step 2:0btain copies of the QI's Forms
W-8IMY and inspect them to de-
termine whether the QI has as-
sumed primary NRA withholding
responsibility. For accounts cov-
ered by the QI Agreement for
which the QI has not assumed
such responsibility, the external
tion was updated and provided to auditor must perform the proce-
the withholding agent before the dures described below.
withholding agent made pay-Step 3: Obtain:

ments.

Step 5Inspect the withholding state-
ments to determine whether the

Step 3: Ask the selected employees how withholding statement informa-

an account is assigned to with-
holding rate pools.

10.03(B)(2).2. Personnel Training
(Withholding Rate Pool) Reporthe ex-

' (&) The account statements and
ternal auditor must report:

records that show the invest-
ment and the type of income
earned and the amounts of
withholding; and

(b) The account records that show
how the QI has classified the
type of income and withhold-

10.03(B)(3).2. Withholding Statement
Report 1: The number of employees intefReport The external auditor must report:

iewed. )
viewe Report 1: The number of employees inter-
Report 2.;The number of employee re- viewed.

sponses that indicate that theR >Th b f |
employee has not received eport 2The number of employee re-

training on how to determine
withholding rate pools.

Report 3The number of employee re-

sponses that indicate that ac-
counts are assigned to with-
holding rate pools without

sponses that indicate that with-
holding statement information
was not routinely reviewed, up-

ing rate for purposes of its
withholding rate pools.

dated and provided to the with-Step 4: (aBased on the records described

holding agent before the with-
holding agent made payments.

in Step 3(a), classify the ac-
counts according to the type of
income paid to each account.

Report 3The number of payments with
respect to which the withhold-
ing statements were inconsis-
tent.

An account to which more than
one type of income has been
paid must be placed into multi-
ple income classifications.

(b) Based on the documentation
for the account (after the de-
terminations under AG
10.03(A)(4) and (5) have
been made) and applicable
presumptions under section
5.13 of the QI Agreement, de-
termine the withholding rate
and further classify the ac-
counts within an income clas-
sification according to with-
holding rate. An account

October 29, 2001

routinely referring to documen-
tation, presumptions, the type
of income earned, and the with-
holding rate applied.

QI Agreement Sec. 10.03(B)(3). Review Report 4The number of payments with
QI's procedures for preparing the with- respect to which the withhold-
holding statements associated with QI's ing statement information was
Forms W-8IMY and verify that the not updated or provided to the
withholding statements provided to withholding agent before pay-
withholding agents convey complete and ment.

correct information on a timely basis; QI Agreement Sec. 10.03(B)(4). Per-
form test checks, using a valid sample
of account holders assigned to each
10.03(B)(3).1. Review of Withholding withholding rate pool, and cross check
StatementsThe external auditor must:  that assignment against the documen-
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Audit Guidance 10.03(B)(3):



within an income classifica- Audit Guidance 10.03(B)(5): holding statements described in

tion to which more than one _ ) ) Step 4(b).
WItth'dlng rate has been ap_1003(B)(5)1 Review of WItth'dlng o
plied must be placed into Rate Pool Classification (U.S. Non-ex-Step 7: For indirect account holders:

multiple withholding rate empt Recipients) The external auditor (a) ldentify all accounts covered

classifications. must: by the QI Agreement for which

. recipient specific reporting is

Step 5: Determine whether the classifica>t€P 11dentify all accounts covered by reqlﬁred unpder secti(l)Dn 8.0%(8)

tions under Step 4(a) and (b) the QI Agreement that are held by and (C) or section 8.04 of the
match the QI's classifications in direct account holders that are QI Agreement;

the account records described in U.S. non-exempt recipients, or (b) Identify the indirect account

Step 3(b). use the same sample selected holders holding through those

under AG 10.03(A)(6).1 Step 1.

Step 6: (a)dentify all accounts covered accounts, or use the same sam-

Step 2:From those accounts, segregate ple selected under AG
\k/)v}rlwiéuere%ilpiég'cres?::i?i:: ];gt the accounts of those U.S. non-ex- 10.03(A)(4).1 Step 7.
porting is required under sec- empt regipients whose identity is (c)From th_e m_d_lrect account
tion 8.02(B) and (C) or section not prqh|b|teq by law from disclo- _holders identified or s_ele_cted
8.04 of the QI Agreement; sure, including the apt;ounts of in (b), segregate the indirect

(b) Identify the indirect account U.S. non-'exempt remp@n?g that account holder_s _that are U.S.
holders holding through those have waived the prohibitions non-exempt recipients.
accounts, or use the same sam- against disclosure. (d) Apply Steps 2 through 6 to the
ple selected under AG step 3: Obtain copies of the QI's Forms mdtlric_t account holders segre-
10.03(A)(4).1 Step 7. W-8IMY and inspect them to de- gated in (¢).

(c) Segregate the indirect account termine whether the QI has as10.03(B)(5).2. Withholding Rate Pool
holders that are not U.S. non- sumed primary Form 1099 andClassification (U.S. Non-exempt Recipi-
exempt recipients. backup withholding responsibility. ent) ReportThe external auditor must

(d) Apply Steps 2 through 5 to From the accounts segregated ispecifically report:
those indirect account holders. Step 2, segregate the accounts ?Qf CLTh . f t

. eport 1: The number of accounts segre-
10.03(8)(4).2. Withholding Rate Pool U3 non-exempt recipients for"EHAEE o der Steps 1, 2, and 3
Classification Report The external audi- . P
tor must specifically report: mary Form 1099 reporting andgenort 2:The number of accounts for

backup withholding responsibility.

) _ which the classifications and
Report 1: The number of accounts |den_t|-Step 4 Obtain: amounts do not match the clas-

fied or selected as a sample in

(a) The account statements and sifications and amounts in the
Step 1. records that show the invest- QI's withholding statements.
Report 2: The number of accounts in Re- ment and the type of incomepe o4 3 For indirect account holders,
port 1 classified under Step 4(a) earned and the amounts (a) The number of indirect ac-
and (b). backup withheld (if any); and count holders under Step
. (b) The withholding statements 7(a) through (c):
Report 3: The number of accounts in Re- associated with the Eorms .
port 1 for which the QI's classi- W-8IMY. (b) The number of indirect ac-
fications do not match the ac- count holders under Step 2;
count records under Step 5. Step 5: Based on the records described in and
Step 4(a), classify the pools (c) The number of indirect ac-
Report 4: For indirect account holders, within each account according to count holders for which the
(@) The number of indirect the type of reportable payment classifications and amounts
account holders under Step made to each account. The exter- do not match the classifica-
6(a) through (c); and nal auditor must apply this Step 5 tions and amounts in the QI's
(b) The number of indirect and Step 6 whether or not the QI withholding statements.
account holders under Step is using the alternative procedure .
4(a) and (b) and Step 5. contained in section 6.03(B) of_QI Agree”_‘e”‘ Sec. 10'03’.(8)(6)' verity,
the QI Agreement. if QI is using the alternatlv_e _procedure
QI Agreement Sec. 10.03(B)(5). Per- for U.S. non-exempt recipients con-
form test checks, using a valid sample Step 6: Determine whether the classificaained in section 6.03(B) of this Agree-
of accounts of U.S. non-exempt recipi- tions and amounts of income andnent, that QI is providing sufficient
ents, to verify that appropriate with- amounts backup withheld (if any)and timely information to withholding
holding rate pools are established for under Step 5 match classifica-agents that allocates reportable pay-
U.S. non-exempt recipients; and tions and amounts in the with-ments to U.S. non-exempt recipients.
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Audit Guidance 10.03(B)(6):

10.03(B)(6).1. Review of Alternative
Procedure The external auditor must:

Step linspect the withholding state-
ments associated with the Forms
W-8IMY to determine whether the
allocation information for each
account was provided to the with-
holding agent no later than Janu-
ary 15 of the year following the
year of payment.

10.03(B)(6).2. Alternative Procedure
Report The external auditor must specif-
ically report:

Report 1The number of accounts for
which allocation information
was not provided to the with-
holding agent by January 15 of
the year following the year of
payment.

QI Agreement Sec. 10.03(C)(1). With-
holding Responsibilities. The external
auditor must—

(1) To the extent QI has assumed pri-
mary NRA withholding responsibility,
perform test checks, using a valid sam-
ple of foreign account holders, to verify
that QI is withholding the proper
amounts;

Step 6: (a)dentify all accounts covered

Audit Guidance 10.03(C)(1):

10.03(C)(1).1. Review of Withholding
(NRA Withholding Assumed) The exter-
nal auditor must:

Step lidentify all accounts covered by
the QI Agreement that are held
by direct account holders that
are not U.S. non-exempt recipi-
ents, or use the same sample se-
lected under AG 10.03(A)(4).1
Step 1.

Step 2:0btain copies of the QI's Forms
W-8IMY and inspect them to de-
termine whether the QI has as-
sumed primary NRA withholding
responsibility. For accounts cov-
ered by the QI Agreement for
which the QI has assumed such
responsibility, the external auditor
must perform the procedures de-
scribed below.

Step 3: Obtain the account statements and
records that show the investment

2001-44 I|.R.B.

and the type of income earned and
the amounts of withholding.

(e)Complete Steps 4(a) through
(c) and Step 5.

Step 4: (a)Based on the records described0.03(C)(1).2. Withholding (NRA With-

in Step 3, classify the accountsholding Assumed) Report.The external
according to the type of incomeauditor must report:

paid to each account. An ac- ,
count to which more than oneR€Port 1: The amount of underwithhold-

type of income has been paid ing for each account examined
must be placed into multiple within each withholding rate
income classifications. classification in Step 1.

(b) Based on the documentatiorhenort 2: The amount of underwithhold-
for the account (after the deter- ing for each indirect account
minations under AG 10.03 holder examined within each

(A)(4) and (5) have been withholding rate classification.
made), determine the with-

holding rate and further clas-QI Agreement 10.03(C)(2).To the ex-
sify the accounts within an in-tent QI has not assumed primary
come classification accordingNRA withholding responsibility, ver-
to withholding rate. An ac- ify that QI has fulfilled its responsibil-
count within an income classi-ities under section 3.02 of this Agree-
fication to which more than ment;

one withholding rate has been

applied must be placed intoAudit Guidance 10.03(C)(2):

th:ét;\p:ilgn\;vnhholdlng rate clas- 10.03(C)(2).1.Review of Responsibilities
) under Section 3.02The external auditor

Step 5For each account, determine thenust:

amount (if any) by which the
amount of withholding based on
the classifications under Step 4(a)
and Step 4(b) exceeds the amount
withheld by the QI.

Step 1For each account required to be
reported under AG 10.03(B)(4).2
Report 3 and each indirect ac-
count holder required to be re-
ported under AG 10.03(B)(4).2
Report 4(b), determine the

by the QI Agreement for
which recipient specific re-
porting is required under sec-
tion 8.02(B) and (C) or section

amount (if any) by which the
amount of withholding based on
the classifications under AG
10.03(B)(4).1 Step 4(a) and Step

8.04 of the QI Agreement; 4(b) exceeds the amount with-
(b) Identify the indirect account held.

holders holding through those

accounts, or use the same sam-0-03(C)(2).2. Responsibilities under
ple selected under AG Section 3.02 ReporThe external auditor
10.03(A)(4).1 Step 7. must report:

(c) From the indirect account
holders identified or selected
in (c), segregate the indirect
account holders that are not
U.S. non-exempt recipients.

(d) Obtain copies of the QI's QI Agreement 10.03(C)(3) To the ex-
Forms W-8IMY and inspect tent QI has assumed primary Form
them to determine whether the1099 reporting and backup withhold-
QI has assumed primary NRAing responsibility, perform test checks
withholding. For accounts using a valid sample of U.S. non-ex-
covered by the QI Agreementempt recipient account holders to ver-
for which the QI has assumedify that QI backup withheld when re-
such responsibility, the exter-quired;
nal auditor must perform the
procedures described below. Audit Guidance 10.03(C)(3):
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Report 1: The amount of underwithhold-
ing for each account and each
indirect account holder within
each withholding classification.



10.03(C)(3).1. Review of Backup With- ple selected under AG Audit Guidance 10.03(C)(5):
holding (Responsibilities Assumed)he 10.03(A)(4).1 Step 7;

external auditor must: (c)From the indirect account10-03(C)(5).1. Review of Backup With-
holders in (b), segregate the inholding on Reportable Payments (Disclo-
direct account holders that areSsUre Prohibited) The external auditor

U.S. non-exempt recipients. must:

d) Apply Steps 2 through 6 to | i
U.S. non-exempt recipients, or ( )thgrs)eyindirepct account%olders Step 1:For each account required to be
use the same sample selected : reported under AG 10.03(A)(7).2

under AG 10.03(A)(6).1 Step 1. 10.03(B)(5).2. Backup Withholding Re- Report 2, determine whether

Ste 2From th s identified orPC" (Responsibilities Assumedjhe ex- backup withholding was imposed
ep 2From the gccounts identie Ortéarnal auditor must specifically report: at the correct amount.

selected in Step 1, segregate th )
accounts of those U.S. non-exReport 1: The amount of underwithhold-10-03(C)(5).2Backup Withholding on Re-
empt recipients whose identity is ing for each account and eactportable Payments (Disclosure Prohibited)
not prohibited by law from disclo- indirect account holder thatReport The external auditor must report:

sure, including the accounts of does not contain the accounpeport 1: The amount of underwithhold-
U.S. non-exempt recipients that holder’s TIN. ing for each account for which

have waived the prohibitionsQl Agreement Sec. 10.03(C)(4)To the backup withholding is required.

against disclosure. ;
_ _ extent QI has not assumed primary | Agreement Sec. 10.03(C)(6)Review
Step 3:0Obtain copies of the QI's FormsForm 1099 reporting and backup with- 5 yalid sample of accounts of U.S. non-

W-8IMY and inspect them to de- holding responsibility, perform test exempt recipient account holders and
termine whether the QI has aschecks using a valid sample of U.S. getermine if assets that generate or
sumed primary Form 1099 andnon-exempt account holders to verify couid generate reportable payments
backup withholding responsibil- that QI has fulfilled its backup with-  gre held in an account of any U.S. non-
ity. From the accounts segregatediolding responsibilities under sections exempt recipient account holders

in Step 2, segregate the account3.04, 3.05, and 3.06 of this Agreement; \yhose identity is prohibited by law,
of U.S. non-exempt recipients for . _ . including by contract, from disclosure

; . Audit Guidance 10.03(C)(4): ’ ’
which the QI has assumed pri- s ©) and ascertain the reason why such
mary Form 1099 reporting andjp 03(C)(4).1.Backup Withholding Re- assets have not been disposed of or the
backup withholding responsibil- yiew (Responsibilities Not Assumedhe account holder disclosed

ity. external auditor must:

Step 1:iddentify all accounts covered by
the QI Agreement that are held by
direct account holders that are

] Audit Guidance 10.03(C)(6):
Step 4: Obtain the account statements a@iep 1:For each account required to be

records that show the investment reported under AG 10.03(B)(5).210.03(C)(6).1 Review of Assets Held by
and the type of income earned and Report 2 and each indirect acJ.S. Non-exempt Recipients (Disclosure
the amounts backup withheld (if count holder required to be re-Prohibited) The external auditor must:
any). ported under AG 10.'03(8)(5)'28tep 1:For each account required to be
Step 5: Based on the records described in Report 3(.0)’ de.termlne .Whether reported under AG 10.03(A)
AG 10.03(A)(6).1, determine backup withholding was imposed (7).2 Report 2, obtain a letter

at the correct amount.

whether account holder’s file con- from the responsible party
tains the account holder’'s TIN.  10.03(C)(4).2. Backup Withholding Re- explaining the reason why assets
. ibiliti that generate or could generate
Step 6: Ifthe account holder’s file doesport (Respor_1$|b|l|t|es Not AssumeTe
P external auditor must report; reportable payments have not

not contain the account holder’s been disposed of or the account

TIN, determine whether the QIReport 1: The amount of underwithhold- holder disclosed.

imposed backup withholding on ing for each account and each

reportable payments at the correct indirect account holder for 10.03(C)(6).2. Assets Held by U.S. Non-

rate. which backup withholding is exempt Recipients (Disclosure Prohib-
required. ited) Report The external auditor must:

Step 7: (a) Identify all accounts covered
by the QI Agreement for QI Agreement Sec. 10.03(C)(5)Review Report 1:include a copy of the letter ob-
which recipient specific re- the accounts of U.S. non-exempt recipi- tained in Step 1 with its report.
porting is required under sec-ent account holders whose identity is ;
tion 8.02(B) and (C) or sectionprohibited by law, including by con- Q! Agreement Sec. 10.03(C)(7)Verify
8.04 of the QI Agreement; tract, from disclosure and verify that

(b) Identify the indirect account QI or another payor is backup with-
holders holding through thoseholding on reportable payments made
accounts, or use the same same such account holders; Audit Guidance 10.03(C)(7):

that amounts withheld were timely de-
posited in accordance with section 3.08
of this Agreement.
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10.03(C)(7).1. Review of Timely De-
posits The external auditor must:

Step 1: Obtain the Ql'secords of pay-
ments covered by the QI Agree-
ment, the QI's Form 1042 and the
QlI's records of tax deposits.

Step 2: Determine that the payment dates
timely correspond with the de-
posit dates for any required de-
posits.

10.03(C)(7).2.Timely Deposits Report.
The external auditor must report:

Report 1: Any payment dates that do not
timely correspond with deposit
dates.

and the Forms 1042-S issued to
the QI and the Forms 1042-S
filed by the QI (for PAI's, ob-
tain the reporting pool informa-
tion provided to its Ql); and

of payments from withholding
agents and of payments to the
QI's reporting pools, other QI's

(g) The total amounts withheld
by the QI; and

(h) The total amounts withheld
by others.

. The copies of the QlI's reCOrdSReport 2The aggregate amount of any

adjustments under section 9 of
the QI agreement incorporated
in each amount in Report 1.

and withholding foreign part- Report 3The aggregate amount of any

nerships and trusts, other recipi-
ents for which recipient specific
reporting is required under sec-
tion 8.02 of the QI Agreement,

other adjustments that were in-
corporated in the amounts re-
ported under Report 1 in per-
forming the reconciliation

U.S. non-exempt recipients,

and U.S. exempt recipients as a
class. Report 4: Attach a copy of the QI's Form

1042.

under Step 2.

QI Agreement Sec. 10.03(D)(LReturn Step 2:Reconcile the amounts reported

Filing and Information Reporting.
The external auditor must—

(1) Obtain copies of original and
amended Forms 1042 and Forms 945,
and any schedules, statements, or at-
tachments required to be filed with
those forms, and determine whether
the amounts of income, taxes, and other
information reported on those forms
are accurate by—

(i) Reviewing work papers;

(i) Reviewing Forms W-8IMY, to-

gether with the associated withholding
statements, that QI has provided to
withholding agents;

(iii) Reviewing copies of Forms 1042-S
that withholding agents have provided
Ql;

(iv) Reviewing account statements from
withholding agents;

(v) Reviewing correspondence between
QI and withholding agents; and

(vi) Interviewing personnel responsible
for preparing the Forms 1042 and 945
and the work papers used to prepare
those forms.

Audit Guidance 10.03(D)(1):

10.03(D)(1).1. Review of Forms 1042
and 945.The external auditor must:

Step 1: Obtain copies of:
a. The QI's Forms W-8IMY and
associated withholding state-
ments, Forms 1042 and 945,

2001-44 I|.R.B.

10.03(D)(1).2. Forms 1042 and 945 Re-
port. The external auditor must report:  (iii) Reviewing a valid sample of ac-

Report 1: (afhe aggregate amount re-

S issued to the QI, the amounts recopies of original and corrected Forms
Forms 1042-S filed by the QI, thethe work papers used to prepare those
amounts shown paid by the QI tforms and determine whether the
U.S. non-exempt recipients on jts@mounts reported on those forms are
withholding statements and in theccurate by—

QI's records of payments, and the;y peyiewing the Forms 1042-S re-
amounts shown paid by the QI t::() g

o ceived from withholding agents;
U.S. exempt recipients as a class
in the QI's records of payments,(ii) Reviewing the Forms W-8IMY, and
and the amounts reported on theéne associated withholding statements,
QlI's Forms 1042 and 945. that QI has provided withholding

agents;

count statements issued by QI to ac-

t holders: and
ported paid to the QI on the 01 OCers: an

Forms 1042-S issued to the(iv) Interviewing QI's personnel re-
Ql; sponsible for preparing the Forms
(b) The aggregate amount1042-S and, if applicable, Forms 1099,
reported paid by the QI onand the work papers used to prepare
Forms 1042-S to eachthose forms.
reporting pool; ) )
(c)The aggregate amountAudit Guidance 10.03(D)(2):

reported paid by the QI on 4 o35y0y 1. Review of Forms 1042-S

Forms 1042-S to other QI's and 1099.The external auditor must:
as a class;

(d) The aggregate amountStep 1: Obtain copies of:
reported paid by the QI on (a) The QI's records of payments

Forms 1042-S to indirect
account holders;

(e)The aggregate amount
shown paid by the QI to
U.S. non-exempt recipients
as a class;

(f) The aggregate amount
shown paid by the QI to U.S.
exempt recipients as a class;

411

from withholding agents and

the QI's records of payments
to the QI's reporting pools and

to any other Qls (or PAIs) con-

tained in the sample selected
for AG 10.03(A)(4), and

(b) The Forms 1042-S filed by the

QI for each reporting pool and
any such Qls.
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Step 2.Match the Ql's records of pay- Step 2, and the amounts paid t&tep 2iInspect the Ql's records of pay-

ments to the amounts reported for each pool or QI. ments to determine whether
each reporting pool and any Ql’s ) ] overwithholding occurred and
described in Step 1(a) on the QI’§erort 2: The numbe.rlof. . . the amount of the overwithhold-
Forms 1042-S. (a) Nonqualified intermediaries ing.
and flow through entities
Step 3: Identify: that are direct account hold-Step 3: Match themount of income,
(a) All accounts covered by the QI ers under Step 3(a); withholding, and overwithholding
Agreement for which recipient (b) Indirect account holders with the QI's Form 1042.
ific reporting is requir nder ;
323; (s:eceii%% tS.gZ(SB) Z?:j Fg) under Step 3(b')’ . Step 4l1dentify thg reporting ppol or
or section 8.04 of the QI Report 3The number of mdwgct ac- poo!s to WhICh the overwithhold-
count holders for which the ing is attributable and the amount

Agreement; and

(b) The indirect account holders
holding through those ac-
counts, or use the same sample

payments made do not match of overwithholding attributable to
the payments reported on each pool.

Forms 1042-S and on Forms .
1099, and for those accountStep 5: Identify the account holders who

otsio ey N Holers e amounis repong e08hed 3 NG of e oven
on each form and the amounts 9 '
Step 4: Obtain copies of: paid to each indirect accountstep 6: Identify all Forms 1042-S filed by
(a) The Forms 1042-S and Forms holder. the QI on a recipient specific
#?j??e:tleaicz{];?ﬁo%et?r each Report 4: The number c_Jf non-exempt re- basis.
(b) The Forms W-8IMY and asso- cipients for which the paymentsstep 7: Match the account holders identi-
ciated withholding statements made do not match the pay- fied under Step 5 with the Forms
applicable to each indirect ac- ments reported on Forms 1099, 1042-S identified under Step 6.

and for those accounts the

amounts reported on each formt0-03(D)(3).2. Refund Report The ex-
and the amounts paid to eacternal auditor must report:

non-exempt recipient.

count holder;
(c) The QI's records of payments
to each indirect account

holder; and Report 1:The total amount of overwith-
(d) The documentation for eachQ| Agreement Sec. 10.03(D)(3)Thor- holding under Step 2.
indirect account holder. oughly review the statements attached renort 2:The amounts of overwithhold-

Step 5Match the QI's records of pay- to amended Fo_rms 1942 filgd to claim a
ments to the amounts reportedefun,d’ ascertain their veracity, and Qe—
for each indirect account holderterm.Ine the causes of any ove_rwnh- Report3:. The_r)umber of account holders
on the QI's Forms 1042-S and.hold|ng reported and ensure QI did not identified under Step 5.

1099. issue Forms 1042-S to persons whom it
included as part of its collective credit

Step 6: (a) Inthe case of a QI that as-or refund.

sumed primary Form 1099 and

ing by each pool under Step 4.

Report 4: The number of account holders
that do not match with Forms
1042-S under Step 7.

backup withholding responsi- Audit Guidance 10.03(D)(3): QI Agreement Sec. 10.03(D)(4)Deter-
bility, identify all accounts 10.03(D)(3).1. Review of RefundsThe mine, in the case of _coIIective cred_its or
covered by the QI Agreement, .. auditor must: refunds, that QI rep§|d the appropriate
that are held by U.S. non-ex- account holders prior to requesting a
empt recipients, or use theStep 1: Obtain: collective refund or credit.
same sample as in AG (a) The QI's amended Form 1042 )
10.03(A)(6).1 Step 1. (including the attached state-Audit Guidance 10.03(D)(4):

(b) Match the QI's records of pay- ments), the Forms 1042-S filed :
ments to the amounts reported by_ the QI, and the Forms 1042-;%8:523;2'%,'rier\;f\g;fuﬁ;?ﬁg thl;a?lr?;r
on each Form 1099 filed by S issued to the QI; auditor must:
the Ql. (b) The QI's records of payments

from withholding agents and Step 1: Obtain:

10.03(D)(2).2. Forms 1042-S and 1099

. i the QI's records of payments (a) The QI's amended Form 1042
Report The external auditor must report. to the QI's reporting pools; (including attached state-
Report 1: For each pool or QI for which and ments); and
the amounts paid and the (c) The QI's records of payments (b) The QI's records of payments
amounts reported do not match, to the account holders who re- to the account holders who re-
the amounts of income reported ceived a refund of overwith- ceived a refund of overwith-
on each Form 1042-S under holding from the QI. holding from the QI.
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Step 2iInspect the QI's Form 1042 and10.03(E).2. Change in Circumstance Re-by making a return under section 6020
records of payments to determingort. The external auditor must report af the Code.

that the dates of payments of overehange in circumstances by: ) .
Audit Guidance 10.04:

withholding made to each accoun
holder were prior to the date of fil-
ing the Form 1042.

10.03(D)(4).2. Account Holder Repay- QI Agreement Sec. 10.04Use of Statis-

ment Prior to Refund ReporfThe exter- tical Sampling. If the external auditor
nal auditor must report: is required to make a determination

based on a valid sample of accounts, it
Report 1: The amount of overwithholdingshall use a statistical sampling when-
paid to each account holder thakver an examination of all of accounts
occurred after the date of filing within a particular class of accounts
the Form 1042. would be prohibitive in terms of time

QI Agreement Sec. 10.03(E)Change in and expense. |If it is reasonable to ex-

Circumstances. The external auditor @Mine all accounts in connection with
must verify that in the course of the & particular issue, statistical sampling

audit it has not discovered any signifi- (€chniques shall not be used. If statis-
cant change in circumstances, as de-tical sampling techniques are required,

scribed in section 11.03(A), (D), or (E) the extemal auditor must determine a
of this Agreement. sample size that provides a 95 percent

confidence level. If statistical sam-
Audit Guidance 10.03(E): pling has been used and the auditor
determines that underwithholding has
occurred with respect to the sampled
accounts, the IRS will determine the
Step 1: Olain a letter signed by the re-total amount of underwithheld tax by
sponsible party and by the QI'sprojecting the underwithholding over
legal counsel stating: the entire population of similar ac-
(a) Whether there has been an acounts. For this purpose, QI agrees to
quisition of all, or substantially provide the IRS with the information
all, of the Ql's assets in any(e.g, number of accounts and
transaction in which the QI is amounts) required to project the un-
not the surviving legal entity; derwithholding. QI shall either report
(b) Any material changes in theand pay, in accordance with section
know-your-customer rules and9.06 of this Agreement, the underwith-
procedures set forth in the At-held tax determined under the IRS
tachments to the QI Agree-projection or propose another amount
ment; and of underwithholding based on a more
(c) Any significant changes in theaccurate population, a more accurate
QI's business practices that afprojection technique, or an examina-
fect the QlI's ability to meet its tion of all similar accounts. If the IRS
obligations under the QI does not agree with the amount pro-

keport 1: Ataching a copy of the letter
under Step 1.

10.03(E).1.Review of Change in Circum-
stance.The external auditor must:

10.04.1. When to Use Statistical Sam-
pling. The external auditor is permitted to

select three statistical samples for use in

performing the procedures in AG 10.03.
These are the samples permitted to be se-
lected in:

(2) AG 10.03(A)(4).1 Step 1 (a
sample of all accounts covered
by the QI Agreement that are
held by direct account holders
that are not U.S. non-exempt
recipients);

(b) AG 10.03(A)(6).1 Step 1 (a
sample of all accounts covered
by the QI Agreement that are
held by direct account holders
that are U.S. non-exempt re-
cipients); and

(c) AG 10.03(A)(4).1 Step 7 (a
sample of the indirect account
holders for which recipient
specific reporting is required).

The external auditor may always elect to
conduct a 100 percent review instead of
selecting a statistical sample. The statisti-
cal sampling methodology used in these
guidelines cannot be used for any other
tax purpose.

10.04.2.Sample Size The external audi-
tor is permitted to select a sample only if
there are more than 50 accounts from
which to select a sample in 10.04.1(a) or
(b) or more than 50 indirect account hold-
ers from which to select a sample in
10.04.1(c).

10.04.3.Sample Formula The external
auditor must determine the sample size by

Agreement. posed by QI, the IRS shall assess a taxusing the following formula:
2
t PQ
2
d
Sample Size = s
i+ ( t PO _ 1)
H 2
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where t=1.96 (confidence coefficient at
95 percent two sided)
P=5 percent (error rate)
Q=1-P
d=2 percent (precision level)
N=total population

The sample size will not exceed 456 (as
determined by the formula above) or 50
percent of the population, whichever is
smaller. In no event may the sample size
be lower than 50.

10.04.4. Number Generator The exter-
nal auditor must select the sample by
using a random number generator.

10.04.5. Records of Sampling Methodol-

ogy. The external auditor is required to

record its statistical sampling procedures
and to maintain the ability to reconstruct
the sample.

10.04.6.Alternative Sampling Methods
Multistage, cluster, stratification or other
sampling methodology may be used with
the consent of the IRS. The sample size
may be adjusted to achieve a 5 percent
error rate, a 2 percent precision level and
a 95 percent two sided confidence level.
See AG 10.03.2 (Submission of Audit
Plan).

10.04.7.Projection If the external auditor
has used a sample and has determined that
underwithholding under AG 10.03(C)(1),
(2), (3), (4), or (5) has occurred, then the
IRS will determine the total amount of un-
derwithheld tax by projecting the under-
withholding over the entire population of
similar accounts using a projection method
that is consistent with the sampling method
used. For example, if a simple unrestricted
random sample as provided in these guide-
lines has been used, then the IRS may de-
termine the total amount of underwithheld
tax by projecting the underwitholding over
the entire population of similar accounts as
follows:

(a) Dividing the amount of under-
withholding for the sample by
the number of accounts (or in-
direct account holders) in the
sample; and

(b) Multiplying the result in (a) by
the total number of accounts in
the population.

(c) If the external auditor has used
a sample and has determined

October 29, 2001

that overwithholding has oc-
curred, the QI may not project
the amount of overwithholding

in order to claim a refund. ForSec
samples of direct account
holders, the IRS will offset any
underwithholding in the sam-
ple against any overwithhold-

in AG 10.06 Step 3 for procedures
for making such proposals.

. 10.05. External Auditor's Report.
Upon completion of the audit of QI and
any PAI, the external auditor shall
issue a report, or reports, of audit find-
ings directly to the IRS by sending the
ing in the sample. orovided original report to the IRS at the ad-
9 b€, p -~ dress set forth in section 12.06 of this
that the QI enters into a closing .
Agreement by June 30 following the
agreement (Form 906) that QI . . .
X i . calendar year being audited, or if that
will not file a claim for refund
. . date falls on a Saturday or Sunday, the
for any overwithholding that )
: . next U.S. business day. The report
the external auditor has dis- ; B :
must be in writing, in English, and cur-
covered. :
rency amounts must be stated in U.S.

(d) The IRS will determine dollars. The report must fully describe

whether it is appropriate tothe scope of the audit, the methodolo-

project an amount of under-9ies (including sampling techniques)
withholding when the facts Used to determine whether QI is in
show that: compliance with the provisions of this
(i) The amount ighe conse- Agreement, and the result of each such
quence of an identified error; determination. The report must also
and specifically address each of the items in

(i) The error was not repeatedsection 10.03 of this Agreement.
throughout the population Audit Guidance 10.05:

over which it would be pro-
jected.

10.05.1. Auditor’s Report Requirements

The external auditor’s report must:

(e) The QI may propose that it is
not appropriate to project an
amount of underwithholding
when the QI shows that:

(i) The underwithholding was
the consequence of an iden-
tified error,

(i) The QI has corrected the
error in the sample in which
it was discovered,

(iii) The QI has corrected the
error throughout the popu-
lation from which the sam-
ple was drawn,

(iv) The QI has established
safeguards to prevent repe-
tition of the error in the
future, and

(v) As a consequence of the
correction, the facts as cor-
rected show that there was
actually no underwithhold-
ing during the audit year.
(Penalties and interest may
nevertheless be imposed.)

The QI may also propose an alter-
native projected underwithholding

tax adjustment based on facts and
circumstances. See Audit meeting

414

(a)List the external auditor’s
name, address, contact person
and contact person’s telephone
number.

(b) List the QI's name, address,
QI-EIN, responsible party and
responsible party’s telephone
number.

(c) List each procedure required
under these Audit Guidelines
in the order listed in the Audit
Guidelines with a notation that
the procedure was performed.

(d) Identify the audit year.

(e) List, under each procedure, the
items required to be reported
under these Audit Guidelines
in the order listed in the Audit
Guidelines.

(f) Include any items required to
be attached to the report as Ap-
pendix 1. These items should
be cross-referenced in the re-
port with footnotes.

(9) Include any information that
requires a narrative response
and any other information that
the external auditor wishes to
include as Appendix 2. These

2001-44 |.R.B.



items should be cross-refer-request, and QI agrees to permit, the tional procedures under this section until
enced in the report with foot- external auditor to perform an audit the IRS determines that the facts have
notes. for one or more calendar years not been sufficiently developed. If the IRS

(h) Contain a certification signedscheduled for audit under section 10.03 determines that the audit is complete, the
by the external auditor that theof this Agreement. IRS will notify the external auditor and
required procedures have been . the QI in writing of the completion of the
competently performed and”udit Guidance 10.06: audit and of any actions that it will take as
that the information reported is15 6.1 |IRS Review of Audit Report.2 result of the audit.

accurate and complete. Within 90 days after the IRS receives thgp 06.3. Audit Part 3: Audit Meeting At

10.05.2. Electronic Report The IRS in- €xternal auditor’s report, the IRS will re-any time after the external auditor has
tends to develop a standard electronic r&iew the report and, if the IRS determinegypmitted its report on the initial IRS di-
port form. For audit reports due after théhat no further action is necessary, thefcted procedures and before the IRS no-
publication date of that form, the externafh® IRS will send a written notice to theifies the QI and the external auditor of
auditor must also complete that form an@! and the external auditor informingthe completion of the audit, either the IRS
send it to the IRS in the manner requirele€m of this determination. or the QI may request an audit meeting
by the form. 10.06.2. Audit Part 2: IRS Directed Pro- between the IRS and the QI to accelerate

10.05.3. Report Due DatesThe external cedures The IRS may determine that adfact finding, and to clarify and resolve

auditor must send the hard copy audit rdlitional fact finding is necessary. In suciFoncerns. To request and schedule a

cases, the IRS will contact the externd"®eting; the IRS will contact the QI's re-
port to the IRS at the address set forth if .sponsible party by telephone or in writ-

; uditor and the QI by telephone or in wri

Sune 50 of the year f3||o®?;§i?eeghg?§mg within 90 days after the IRS receivedd: and the QI may contact the IRS at the
year. The external auditor and the QI ma§j'® €xtérnal auditor’s report. The IRS .t.ress llrlh RS Wil y ?epthophe orlln
jointly request an extension of the dudvill direct the external auditor to perforqur;r‘g'go de fV\:Ih mdeet V¥Ih IReSQ
date of the report by submitting a requesiPecific audit procedures and to report iithin a{f Oth e date : € t re-h
for extension in writing signed by the ex-riting the results of those procedures‘?fr']"estlor me ?ﬁ IeRéequzsth o a: sue
ternal auditor and by the QI's responsibld N€ IRS directed procedures may includ@ e’ :mﬁ aI\;S © dth anl ° ch may
party to the IRS at the address in Adnstructing the external auditor to forwaroalgree' feth ar: Gl’Q S%ree, o eem-
10.01.1 by June 30 of the year followind® the IRS certain of the external auditor’®'0y€es of the external auditor who areé

the audit year. The request should staflork papers and reports or instructing thacting in the capacity of external auditors

the date to which the extension is re€xternal auditor to perform specific pro-under the QI Agreement may attend the
' ﬁgdures (or perform an audit in accor@“d't meeting in that capamty, and othgr

guested, explain the reason for the exte ) ) aut molovees of the same firm mayv attend in

sion and include telephone numbers fgiance with these Audit Guidelines) for theMP'0Yees ot Yy _

i P ; @ther capacities. The IRS may continue
the external auditor’s contact person angudit year or for years other than the audt * :

) p ) ; ; do direct the external auditor to perform
the QI's responsible party. The IRS willyear. The IRS will stipulate a due dat ecific audit orocedures under AG
send the external auditor and the Q| 8ot more than 90 days from the date of itsh vet P
written response as soon as practicablBstructions to the external auditor for the0-06.2 without regard to whether an
after receiving the request external auditor’s report on the results ofudit meeting has been scheduled or held.

' any IRS directed procedures. The externAllter the first audit meeting, either the
Sec. 10.06. Expanding Scope and Tim-auditor may request an extension of thiRS or the QI may request further audit
ing of External Audit. Upon review of due date in accordance with AG 10.05 4P'€€tings at any time before the IRS noti-
the external auditor’s report, the IRS any time before the due date. Within 9@€S the external auditor and the QI of the
may request, and QI must permit, the days after receiving the external auditor’§°mMpletion of the audit.
external auditor to perform additional report on the results of the initial IRS di-
audit procedures, or to expand the ex- rected procedures, the IRS will contact
ternal audit to cover some or all of the the external auditor and the QI. If the IRS
calendar years for which the period of determines that additional fact finding is
limitations for assessment of taxes has necessary, then the IRS may direct the ex-
not expired. In addition, the IRS may ternal auditor to perform further addi-
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Part IV. Items of General Interest

Reporting Elective Deferral A-1: The saver’s credit is a nonrefund+iod consists of the year for which the
Catch-up Contributions on the able income tax credit for certain taxpayeredit is claimed, the period after the end
2002 Form W-2 ers with adjusted gross income that does that year and before the due date (with

not exceed $50,000. It is equal to a speaéxtensions) for filing the taxpayer’s return
Announcement 2001-93 fied percentage of certain employee corfor that year, and the two taxable years

tributions made to an employer-sponsorethat precede the year for which the credit
Purpose retirement plan or of certain individual oris claimed. In the case of a distribution

This is to advise employers how to reSpousal contributions to an individual refrom a Roth IRA, this reduction applies to
port elective deferral catch-up contribulirement arrangement (IRA) for taxableany such distribution, whether or not tax-
tions beginning after December 31, 2001Y8arS beginning after December 31, 200hpble, that is not rolled over. An amount

and before January 1, 2007. The saverdoes not count as a distribution for pur-
Statutory Change credit is contained in § 25B of the Internaposes of the reduction rule if the distribu-
. . Revenue Code, which was added by setion is a return of a contribution to an IRA

The I_E_co_nomlc Growth and Tax ReI'eftion 618 of the Economic Growth and Taxincluding a Roth IRA) made during the

Reconciliation Act of 2001 (P.L. 107_16)Relief Reconciliation Act of 2001. tax year and (1) the distribution is made

added section 414(v) to the Internal Rev- : . .
) before the due date (including extensions
enue Code of 1986. For 2002, sectio®-2: Who is eligible for the Saver's ot the individual's ta>§ return fgr that year )

414(v) enables applicable employer plansredit? (2) no deduction is taken with respect to

to allow eligible participants who are age L Lo
" : -2: Taxpavers who are age 18 or ove€ contribution, and (3) the distribution
50 or over to make additional elective def pay g includes any income attributable to the

ferrals,i.e., “catch-up” contributions. before the end of their taxable year, otheP¢'19€s
than full-time students or persons claime§ontribution.

Reporting on Form W-2 as dependents on another taxpayer’s rgor example, if an individual contributes

turn, are eligible for the credit. $3,000 to a 401(k) plan during 2002, but

For 2002, employers are required to re-
it partici m'? Bl/ tiv nqi n defer _ _ had taken a $500 IRA withdrawal during
port participants: elective pension Gelel+qr this purpose, students mclud(?hat year and a $900 IRA withdrawal

rals on Form W-2 in box 12 using Codesndividuals who, during some part of eacl] 5001 and neither of these
D through H and S. For employees’ dualof five months during the year, are (a ithdrgwals was rolled over, the amount

ified catch-up contributions after 2001.anrolled at a school that has a regular s , it
employers must report the elective defefreaching staff, course of study, an%f that individual's 2002 plan contribution

ral catch-up contributions in the totals reregularly enrolled body of students i%légg(k))le_z ;Ogrog])e i%r;‘;';ésO?ﬁﬁg%fgégogh;t
ported for Codes D throughHand S.  attendance, or (b) taking an on-farm ’ :

training course given by such a school Orwould have been eligible for the credit if
Ro withdrawals had been taken.
state, county, or local government. A
The reporting of catch-up contributionsstudent is a full-time student if he or she iQ-5: What types of contributions are
will be addressed in the 2002 Instructionsnrolled for the number of hours or coursegligible for the saver’s credit?
for Forms 1099-R and 5498. No majothe school considers to be full-time.

changes are anticipated.

Reporting on Form 5498

A-5: Salary reduction contributions to the
following arrangements are eligible for
Q-3: What is the maximum annualhe credit: a 401(k) plan (including a
contribution eligible for the saver’s credit? SIMPLE 401(k)), a section 403(b) annu-
ity, an eligible deferred compensation

Saver’s Tax Credit for A-3: $2,000 per year.

N . lan of a state or local government (a
Contributions by Individuals to P y
Employer Retiré/ment Plans and  Q-4: Is the amount of the annualgovernmental 457 plan”), a SIMPLE

IRAS contribution eligible for the saver’s credit/RA plan, or a salary reduction SEP. The
ever reduced? saver’s credit is also available for volun-

tary after-tax employee contributions to a
Announcement 2001-106 A-4: Yes. The amount of any contributax-qualified retirement plan or section
This announcement describes the nef{Pn €ligible for the saver's credit is re-403(b) annuity. For purposes of the
“saver's credit,” an income tax credit thaduced by the amount of any taxable districredit, an employee contribution will be
is available to eligible taxpayers who conPution received by the taxpayer (or by thevoluntary” as long as it is not required as
tribute to a retirement plan or IRA. Thisl@xPayer’'s spouse if the taxpayer filedy condition of employment. Finally, the
announcement includes a sample notid@ntly with that spouse both for the yearsaver’s credit is available for contribu-
that emp|oyers can give to emp|0yees e)g.urmg which a d[StrlbUtlon Wa.S made an(ﬂions to a traditional or Roth IRA.
plaining the credit. the year for which the cr(_edlt is taken) _ o
from any plan described in A-5 belowAn amount contributed to an individual’s
Q-1: What is the saver’s credit? during the testing period. The testing petRA is not a contribution eligible for the
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saver’s credit if (1) the amount is distrib-and (3) the distribution includes any inthe taxable year for which the credit is
uted to the individual before the due dateome attributable to the contribution.  claimed, as follows:

(including extensions) qf the.mdlwdual SQ—6: What is the saver's credit rate?

tax return for the year in which the con-
tribution was made, (2) no deduction iA-6: The saver’s credit rate is based on
taken with respect to the contributionthe taxpayer’s adjusted gross income for

Adjusted Gross Income

Married filing joint Head of household All other filers Credit

$0-$30,000 $0-$22,500 $0-$15,000 50% of contribution
$30,001-$32,500 $22,501-$24,375 $15,001-$16,250 20% of contribution
$32,501-$50,000 $24,376-$37,500 $16,251-$25,000 10% of contribution
Over $50,000 Over $37,500 Over $25,000 credit not available

For example, a taxpayer whose filing stareduction contributions (the ADP test)Plans, Tax Exempt and Government Enti-
tus is single with adjusted gross income dbr plans subject to that test. Also, volties Division. For further information re-
$15,000 may be entitled to a credit equalntary after-tax employee contributiongarding this announcement, please con-
to 50% of his or her contributions (up tato a qualified plan, whether or not thos¢éact the Employee Plans’ taxpayer
$2,000 of contributions) to a plancontributions give rise to the saver'sassistance telephone service at 1-877-
described in A-5 above. credit, are taken into account in the29-5500 (a toll-free number), between
) , . nondiscrimination test for employeethe hours of 8:00 a.m. and 9:30 p.m. East-
Q-7: Does the saver's credit affect an eIIélfter—tax contributions (the ACP test) forern Time, Monday through Friday. Mr.

gibc;e i_ndividual’ls gntitlﬁment Itg ar?y plans subject to that test. Kuehnle may be reached at (202) 283-
eduction or exclusion that would other- 888 (not a toll-free number).

wise apply to the contribution? Q-11: Can an individual claim the saver’s
credit for an amount contributed to a plan

A-7: No. Eligible individuals entitled to pursuant to automatic enrollment?

deduct IRA contributions or to exclude Notice to Employees Regarding

plan contributions from gross income willA-11: Yes. Any amount that is treated aSaver's Credit:

be able to deduct or exclude thosan elective contribution on behalf of anrpis notice explains how you may be able
amounts and also claim the saver’s credigligible individual to an employer pla”to pay less tax by contributing to [insert

Q-8: Can a taxpayer use the saver’s Creaﬁescribed in A-5 above can give rise 1ame of employer’s plan] (the “Plan”) or

it to offset both an alternative minimum' '€ Saver's credit. to an individual retirement arrangement

tax liability and a regular income tax lia-Q-12: Can an individual take a projected 'RA")-

bility? saver's credit into account in figuring thegeginning in 2002, if you make contri-

A-8: Yes. allowable number of9W|thhoId|ng al- putions to the Plan or to an IRA, you
_ ~ lowances on Form W-4* may be eligible for a tax credit, called

Q-9: For married taxpayers filing jointly,

HA-12: Yes. For information on convert-the “saver’s credit.” This credit could

do contributions by or for either or both! . . . . reduce the federal income tax you pay
spouses give rise to the saver’s credit? ing credits into withholding allowances

see IRS Publication 918How Do | Ad- 'dollar-for-dollar. The amount of the
’ credit you can get is based on the contri-

butions you make and your credit rate.
Is there a sample notice that enfFhe credit rate can be as low as 10% or
ployers can use to help explain the saveris high as 50%, depending on your ad-
Q-10: Are salary reduction and after-taxredit to employees? justed gross income — the lower your
employee contributions that are eligible ) income, the higher the credit rate. The
for the saver’s credit taken into account i -13: Yes. Employers are encouraged t

L1l their emplovees about the credit Em(_:redit rate also depends on your filing
the ADP and ACP nondiscrimination testd o ersl can?nfgrm om |L(]3 ces in aln' Wastatus. See the tables at the end of this
of 88 401(k) and (m) of the InternalP'%Y . mploy Y WaY tice to determine your credit rate.
Revenue Code? they choose, including use of the notice

A-9: Yes, contributions by or for either orjust My Withholding?”
both spouses, up to $2,000 per year for ea&h 13:
spouse, can give rise to the saver’s credit.~ ~>

set out below. The maximum contribution taken into ac-
A-10: Yes. Salary reduction contribu- count for the credit for an individual is
tions to a 401(k) plan, whether or nopyafting Information $2,000. If you are married filing jointly,
those contributions give rise to the the maximum contribution taken into ac-

saver’s credit, are taken into account in The principal author of this announcecount for the credit is $2,000 each for you
the nondiscrimination test for salaryment is Roger Kuehnle of the Employeend your spouse.

2001-44 |.R.B. 417 October 29, 2001



which they are entitled) without havinggible for the credit that year and he defers
» are 18 or older, made any retirement contributions, the$3,000 of his pay to his employer’s 401(k)
» are not a full-time student, their federal income tax as a result oplan during 2002. During 2001, Mark
» are not claimed as a dependent omaking the $4,000 retirement contributook a $400 hardship withdrawal from his
someone else’s return, and tions will be only $400 after applicationemployer’s plan and during 2002 he takes
» have adjusted gross income (shown aof the saver’s credit and other tax benefitan $800 IRA withdrawal. Mark's 2002
your tax return for the year of thefor the retirement contributions. Thus, bysaver’s credit will be based on contribu-
credit) that does not exceed: saving $4,000 for their retirement, Susations of $1,800 ($3,000 - $400 - $800).

) ) _and John have also reduced their taxes % , o
$50,000 if you are married filing g2 g00. e amount of your saver’s credit will not
jointly, change the amount of your refundable tax
$37,500 if you are a head of household The annual contribution eligible for thecredits. A refundable tax credit, such as
with a qualifying person, or credit may have to be reduced by any taxhe earned income credit or the refundable
$25,000 if you are single or married fil-able distributions from a retirement plaramount of your child tax credit, is an
ing separately. or IRA that you or your spouse receiveamount that you would receive as a refund

~ during the year you claim the credit, dureven if you did not otherwise owe any

Exgﬁf‘}ljlei[h S_Uiag anld_John at{e ma:rle%g the 2 preceding years, or during théaxes.

and file their federal income tax return,qoi i

oy For 202 T S0ed 51050 e e et s e g, T o Your savers et vy

income would have been $34,000 if theYjate for filing your return for that year. A@ear cannot exceed the amount of tax that
had not made any retirement contribgiiribution from a Roth IRA that is not 70" WOUId otherwise pay (not counting

i i : . - any refundable credits or the adoption

tions. During 2002, Susan elected to havgy|ieq over is taken into account for this

i ' credit) in any year. If your tax liability is
$2,000 contributed to her employersqqction, even if the distribution is not ) vy y y

i N . educed to zero because of other nonre-
401(k) plan. John made a deductible coz, apje  After these reductions, the maxi

tribution of $2,000 to an IRA for 2002. As e fundable credits, such as the Hope
mum annual contribution eligible for theSchoIarship Credit, then you will not be

The credit is available to you if you:

a result of these contributions, their ZOO%redit per person is $2,000

entitled to the saver’s credit.

adjusted gross income is $30,000. If their

Federal income tax would have beeiExample: Mark’s adjusted gross income
$3,000 (after applying any other credits téor 2002 is low enough for him to be eli-

CREDIT RATES

If your income tax filing status is

“married filing joint”

and your adjusted gross income is:
$0-$30,000
$30,001-$32,500
$32,501-$50,000
Over $50,000

If your income tax filing status is

“head of household”

and your adjusted gross income is:
$0-$22,500
$22,501-$24,375
$24,376-$37,500
Over $37,500

If your income tax filing status is “single,”
“married filing separate,” or “qualifying widow(er)”
and your adjusted gross income is:

$0-$15,000

$15,001-$16,250

$16,251-$25,000

Over $25,000

Your saver’s credit rate is:
50% of contribution
20% of contribution
10% of contribution
credit not available

Your saver’s credit rate is:
50% of contribution
20% of contribution
10% of contribution
credit not available

Your saver’s credit rate is:
50% of contribution
20% of contribution
10% of contribution
credit not available
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Information Reporting Program  or as operating foundations. Accord<Children of God Ministries-Childheart

Call Site Update ingly, grantors and contributors may not, Ministries International, Dallas, TX
after this date, rely on previous ruling<hrist Outreach Center, Marion, OH
Announcement 2001-107 or designations in the Cumulative ListC.I.E.L.O. Project/Radio Ranch,

of Organizations (Publication 78), or on Olympia, WA
IRS Martinsburg Commputing Center the presumption arising from the fiIingC@trus_ 20-20, Inc., Homosassa, FL
(MCC) Information Reporting Program of notices under section 508(b) of theCitywide Youth Basketball League of
Call Site Now Has a Toll-Free TelephoneCode. This listing doesotindicate that ~ Houston, Inc., Houston, TX
Number the organizations have lost their statu€linton School Committee for

as organizations described in section Curriculum Advancement,

The Call Site is located at IRS/MCC501(c)(3), eligible to receive deductible Clinton, MT

and operates in conjunction with the Ingontributions. Clyde Drexler Foundation, Inc.,
formation Reporting Program. The Call Former Public CharitiesThe follow-  Houston, TX
Site provides service to the payer commyng organizations (which have beerfCommon Sense Forum, Inc.,
nity (financial institutions, employers, treated as organizations that are not pri- Milwaukee, WI
and other transmitters of information reyate foundations described in sectioommunity Advocacy Foundation

turns). _ _ 509(a) of the Code) are now classified as Fresno, CA
The Information Reporting Programprivate foundations: Community Housing and Development
Call Site answers both magnetic media Fund, Torrance, CA

and tax law questions relating to the filingA-1 Universal Care, Inc., Hempstead, NYCommunity Housing and Redevelopment
of information returns (Forms 1096,Albany-El Cerrito Access, El Cerrito, CA Trust, Inc., Homestead, FL
1098, 1099, 5498, 8027, W-2G, and W-4)Alliance for Youth Services Project, Inc., Creative Arts Institute, Port Hadlock, WA

The Call Site also answers magnetic Long Beach, CA Darley Park Community Association,

media questions related to Forms 1042-&mateur Baseball Association of Texas, |nc., Baltimore, MD

and tax law and paper filing related ques- Inc., Houston, TX Desert Arts Unlimited, Lakeview, OR

tions about Forms W-2 and W-3, as welAmbassador Baptist Church of Houston, peyoted Care Home, Inc.,

as handling inquiries dealing with backup Houston, TX Missouri City, TX

withholding and reasonable cause reAmerican Friends of Children of Dunamis Connection, Inc.,

quirements due to missing and incorrect Chernobyl, Inc., New York, NY Brookshire, TX

taxpayer identification numbers. American Samoan Medical Team, Inc., Earning by Learning Stanislaus,
The Call Site accepts calls from all Las Vegas, NV Modesto, CA

areas of the countryThe new toll-free Amigas-Assisting Mexicans in Gaining Emmaus Ministries, Yakima, WA

number is 866-455-7438. Payers and  Academic Success, Houston, TX Enchanted Womanhood, Inc.,

transmitters may still use the original teleAmos York Ministries, Inc., Houston, TX  Baytown, TX

phone number, which 804-263-870(®r Asian-American Culture Center, Encore Theatre, Houston, TX

Telecommunications Device for the Deaf Houston, TX Environmental Exchange, Inc.,

(TDD) 304-267-3367. These are toll Asociacion Boliviana De Houston, Inc.,  Forest Hills, NY

calls. The Call Site can also be reached Houston, TX Falmouth Youth Basketball Association,

via email at mccirp@irs.gov.Hours of Balance Ministries, Houston, TX Falmouth, ME

operation for the Call Site are MondayBarrett Station Youth Enrichment ProjectFamilies for Effective Autism Treatment,

through Friday, 8:30 a.m. to 4:30 p.m. |nc., Croshy, TX Inc., Minnetonka, MN

Eastern time. The Call Site is in operaBay Area School Reform Collaborative, Faye and A.J. Wolf Foundation,

tion throughout the year to handle the San Francisco, CA Houston, TX

questions of payers, transmitters, and enevcomm Internet Technology, Davis, CAFederation of African American
ployers. Due to the high demand for asBjnghampton Revitalization Association, Contractors, Oakland, CA

sistance at the end of January and Febru-inc., Memphis, TN Fort Bend Cultural Arts Council,
ary, it is advisable to call as soon agrazos River Preservation Society, Missouri City, TX
possible to avoid these peak filing sea- sygar Land, TX Frank Steele Foundation, Inc., Geary, OK
sons. Cape Cod Discovery Museum, Inc., Fraternal Organization, Killeen, TX
Dennisport, MA Friends of Arch, Inc.,
) ] Capital District Field of Dreams, Inc., New Hyde Park, NY
Foundations Status of Certain Albany, NY Friends of the Paragon Carousel, Inc.,
Organizations Caregivers Empowered, Houston, TX Hull, MA
Caring Neighbor Services, Inc., GLT Foundation, Omaha, NE

Announcement 2001-108 Jersey City, NJ Golden Shadow Associates,

The following organizations haveCenter for Value Inquiry, St. Paul, MN St. Charles, MO
failed to establish or have been unable tGhild and Adult Development Center of Goose Creek Navy Community
maintain their status as public charities Houston, Inc., Houston, TX Foundation, Inc., Baytown, TX
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Greater Houston Academic Challenge,
Inc., Houston, TX

Greg Crawford Ministries, Inc.,
Huffman, TX

Heavenly Acres Foundation,
Hugo, OK

Hematology-Oncology Assistance
Resource Coalition, Kingwood, TX

Hidalgo Coordination, Inc.,
Lordsburg, NM

Highland Belle Booster Club, Inc.,
Dallas, TX

Little Brothers & Little Sisters Program,
Inc., Visalia, CA

Lucky Community Improvement Club,
McMinnville, TN

Lyric Theatre, Ltd., Weehawken, NJ

Madison Township Volunteer Fire
Department, Inc., Greencastle, IN

Main Thing Ministries, Houston, TX

Mark Williams Charities, Houston, TX

Masters Watchmen Ministry, Inc.,
Augusta, GA

Mat Rats, Inc., Hillsboro, OR

Highland Park Dance Theater Company, Metropolitan Children Services, Inc.,

Fresno, CA

Matteson, IL

Porter County Railroad Educational &
Historical Fund, Valparaiso, IN

Prehospital Advisory Board, Moline, IL

Prevention Intervention Program,
Plano, TX

Pulaski Court Residents Association of
Garfield, Inc., Garfield, NJ

Quality Connections, Inc., Seminole, OK

Rainbow Tribe Institution Foundation,
Inc., Albany, NY

Reach Me, Inc., Houston, TX

Recovery Campuses of Texas Caring for
the Indigent, Galveston, TX

Responsibility is Ours Trio, Houston, TX

Hmong Foundation, Inc., Milwaukee, WI Michigan Legal Foundation, Midland, Ml Richmond Historic Preservation

Home Growth Program & Associates,
Inc., Sacramento, CA

Hospice Lights Foundation, Inc.,
New Freedom, PA

Houston Pride Band, Inc., Houston, TX

Houston Roundup, Houston, TX

Human Focus, Daly City, CA

Hyde Park Foundation, Houston, TX

Independent Heights Baptist Pastors
and Ministers Alliance, Inc.,
Houston, TX

Intellidebt Corp., Garland, TX

International Marinelife Alliance, Inc.,
Honolulu, HI

Jackson Hole Community Radio,
Incorporated, Jackson, WY

Jackson Park Preservation Corporation,
Chicago, IL

Jafria Council USA, Inc., Corona, NY

James M. Tirella Memorial Foundation
for the Arts, New York, NY

James River Blues Society,
Lynchburg, VA

Jehovah Jirah Outreach Ministries, Inc.,
Winston-Salem, NC

John F. and Annie M. Hurley Howells
Family Foundation, Inc.,
Salt Lake City, UT

Jojo Community Vocational and
Rehabilitation Services, Denver, CO

Jude-25 Christian Stewardship Fund,
Inc., Palm Desert, CA

Kansas Alliance of Alcohol and Other
Drug Services, Inc., Abilene, KS

Kenner Housing Authority Resident
Association, Kenner, LA

Korean Civic Alliance, Incorporated,
Bronx, NY

Laguna Hills Aquatics,
Cathedral City, CA

Les Amis, St. Louis, MO

Light Club 8, Incorporated,
Coral Springs, FL
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Mind Body and Science Institute,
San Antonio, TX

Mountain View Resident Council,
Big Stone Gap, VA

Muslim American Youth, Inc.,
Lindenhurst, NY

Na Kokua Ministries Haaii, Inc., Home
Fellowship Church of Jesus,
Honolulu, HI

National Collegiate Exposure Program,
Houston, TX

Navajo Scouting Organization,
St. Michaels, AZ

Needham Ministries, Incorporated,
Houston, TX

Netday, Irvine, CA

Neurosurgical Peruvian American
Foundation, Huntington Beach, CA

New Century Development, Inc.,
McComb, MS

New Hope Outreach Ministries,
Incorporated, Lexington, NC

Newburgh Housing Authoritys Outreach
Development Corp., Newburgh, NY

NWLRC Legends Rowing Club,
Everett, WA

Ohitare Global for Family & Youth,
Tacoma, WA

Options of Ohio, Inc., Dellroy, OH

Orange Area Boxing Club, Inc.,
Orange, TX

Outrage, Inc., Houston, TX

Palm Beach County Alzheimers Care
Association, Inc., Boca Raton, FL

Parental Alcohol-Drug Services,
Alameda, CA

Path of Life, Inc., Houston, TX

Pathways to Freedom, Inc.,
Brentwood, TN

Perry N. Finley Foundation, Ltd.,
Boston, MA

Pleasant Hill Community Development
Corporation, Houston, TX
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Committee, Richmond, TX

Rolla Area Lutheran for Life
Organization, Rolla, MO

Rophe Ministries, Philadelphia, PA

Roseberg Roughnecks Football Club,
Rosenburg, TX

Roz House of New Found Hope,
Chicago, IL

Russell Community, Corporation,
Washington, DC

Salt of the Earth A New Jersey Non-
Profit Corporation, Bagota, NJ

Samskriti Society for Indian Performing
Arts, Incorporated, Houston, TX

San Francisco Italian Athletic Club
Foundation, San Francisco, CA

San Gabriel-Pomona Valleys Cocaine
Anonymous, Arcadia, CA

Save Our Shores, Dickinson, TX

Senior Assistance Fund Elite,
Houston, TX

Seymour Community School Scholarship
Trust, Seymour, WI

Sharp Ministries International, Inc.,
Oklahoma City, OK

Social Assistance and Fundamental
Education, Inc.-SAFE, Houston, TX

Societe Italiana Di Cultura, Chicago, IL

Soul Ministries, Inc., La Marque, TX

Southeast Texas Area Emissions
Reduction Credit Organization,
Port Arthur, TX

Southwestern lllinois Business Council,
Inc., East St. Louis, IL

Space America Foundation for Education,
Inc., Houston, TX

Springfield Eagles Charity, Inc.,
Springfield, OH

St. Stephen Christian Center,
Houston, TX

Story Center, A Historical Museum and
Cultural Center, Ames, IA

Success, Inc., Carpinteria, CA
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Success of Minority Students, Inc., Trinity Gardens Integral Forces, Inc., issue a ruling or determination letter

Catskill, NY Houston, TX with the revised classification as to
Sweeny Historical Society, Inc., Upstate Alive 95, Inc., Greenville, SC  foundation status. Grantors and contrib-
Sweeny, TX USA Joshinmon Shorin-Ryu Karate-Do utors may thereafter rely upon such rul-
Teen Life Community Action Group, Federation, Houston, TX ing or determination letter as provided
Pfafftown, NC Vision Entertainment, Inc., Dallas, TX in section 1.509(a)-7 of the Income Tax
Teenage Incentive Program, Inc., Volunteers for Increased Public Safety, Regulations. It is not the practice of the
Houston, TX La Quinta, CA Service to announce such revised classi-
Texas Raptor & Wildlife Rehab & Watts Home, Inc., Beaumont, TX fication of foundation status in the Inter-
Education Center, Inc., Houston, TX Wings for Wildlife, Denver, CO nal Revenue Bulletin.
Thai Association of San Diego County, Wolf Laurel Historical Society,
Excondido, CA Mars Hill, NC
Three Corners Counseling Center, Yorkshire Village Resident Council, Inc.,
Concord, CA Houston, TX
Timberlawn Psychiatric Research Ziggurratt Christian Ministries,
Foundation, Inc., Greensboro, NC Richland, WA
Tomball Njotc Booster Club,
Tomball, TX If an organization listed above sub-
Tournament Teams, Inc., Katy, TX mits information that warrants the re-
Tri-County Revitalization newal of its classification as a public
Industrialization Pac-People Again, ~ Charity or as a private operating founda-
Ellicott, MD tion, the Internal Revenue Service will
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Definition of Terms

Revenue rulings and revenue procedurgdies to both A and B, the prior ruling isnew ruling does more than restate the
(hereinafter referred to as “rulings”) modified because it corrects a publishedubstance of a prior ruling, a combination
that have an effect on previous rulinggosition. (Compare witlamplifiedand of terms is used. For examplmodified
use the following defined terms to deelarified, above). and supersedediescribes a situation
scribe the effect: Obsoleteddescribes a previously pub-where the substance of a previously pub-
Amplified describes a situation wherelished ruling that is not considered detertished ruling is being changed in part and
no change is being made in a prior pulbminative with respect to future transacis continued without change in part and it
lished position, but the prior position istions. This term is most commonly useds desired to restate the valid portion of
being extended to apply to a variation oifn a ruling that lists previously publishedthe previously published ruling in a new
the fact situation set forth therein. Thustulings that are obsoleted because atiling that is self contained. In this case
if an earlier ruling held that a principlechanges in law or regulations. A rulingthe previously published ruling is first
applied to A, and the new ruling holdsmay also be obsoleted because the sutmodified and then, as modified, is super-
that the same principle also applies to Bstance has been included in regulatiorseded.
the earlier ruling is amplified. (Comparesubsequently adopted. Supplementeds used in situations in
with modified below). Revokedlescribes situations where thavhich a list, such as a list of the names of
Clarified is used in those instancesposition in the previously published rul-countries, is published in a ruling and
where the language in a prior ruling isng is not correct and the correct positiothat list is expanded by adding further
being made clear because the languaggebeing stated in the new ruling. names in subsequent rulings. After the
has caused, or may cause, some confu-Supersededescribes a situation whereoriginal ruling has been supplemented
sion. It is not used where a position in #he new ruling does nothing more thaseveral times, a new ruling may be pub-
prior ruling is being changed. restate the substance and situation oflished that includes the list in the original
Distinguisheddescribes a situation previously published ruling (or rulings).ruling and the additions, and supersedes
where a ruling mentions a previouslyThus, the term is used to republish undel prior rulings in the series.
published ruling and points out an esserthe 1986 Code and regulations the same Suspendeés used in rare situations to
tial difference between them. position published under the 1939 Codshow that the previous published rulings
Modified is used where the substancend regulations. The term is also usedwill not be applied pending some future
of a previously published position iswhen it is desired to republish in a singleaction such as the issuance of new or
being changed. Thus, if a prior rulingruling a series of situations, names, etcamended regulations, the outcome of
held that a principle applied to A but nothat were previously published over a pecases in litigation, or the outcome of a
to B, and the new ruling holds that it aptiod of time in separate rulings. If theService study.

H H E.O—Executive Order. PHC—Personal Holding Company.
Abbreviations g ompany.

ER—Employer. PO—Possession of the U.S.

The following abbreviations in current use and for-ERISA—Employee Retirement Income SecurityPR—Partner.
merly used will appear in material published in the
y PP P Act. PRS—Partnership.

Bulletin.

. EX—Executor. PTE—Prohibited Transaction Exemption.
A—Inleldu?I. F—Fiduciary. Pub. L—Public Law.
Acq.—,.Ac.qwescence. FC—Foreign Country. REIT—Real Estate Investment Trust.
e e o o o e
BK—Bank. FPH—Foreig?n Personal Holding Compapny g Rev. Rul-Revenue Ruling.

’ S—Subsidiary.
B.T.A—Board of Tax Appeals. F.R—Federal Register.

. S.P.R—Statements of Procedural Rules.
C—Individual. FUTA—Federal Unemployment Tax Act.

C.B—Cumulative Bulletin. FX—Foreign Corporation. Stat—Statutes at Large.
CFR—Code of Federal Regulations. G.C.M—Chief Counsel's Memorandum. T—Target Corporation.
Cl—City. GE—Grantee. T.C—Tax Court N
COOR—Cooperative. GP_General Partner. T.D—Treasury Decision.
Ct.D—Court Decision. GR—Grantor. TFE—Transferee.
CY—County. IC—Insurance Company. TFR—Transferor.
D—Decedent. I.R.B—Internal Revenue Bulletin. T..LR—Technical Information Release.
DC—Dummy Corporation. LE—Lessee. TP—Taxpayer.

DE—Donee. LP—Limited Partner. TR—Trust.

Del. Order—Delegation Order. LR—Lessor. TT—Trustee.
DISG—Domestic International Sales Corporation. M—Minor. U.S.C—United States Code.
DR—Donor. Nonacg—Nonacquiescence. X—Corporation.

E—Estate. O—Organization. Y—Corporation.
EE—Employee. P—Parent Corporation. Z—Corporation.
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