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The IRS Mission

Provide America’s taxpayers top quality service by helping
them understand and meet their tax responsibilities and by

Introduction

The Internal Revenue Bulletin is the authoritative instrument of
the Commissioner of the Internal Revenue for announcing offi-
cial rulings and procedures of the Internal Revenue Service and
for publishing Treasury Decisions, Executive Orders, Tax Con-
ventions, legislation, court decisions, and other items of gen-
eral interest. It is published weekly and may be obtained from
the Superintendent of Documents on a subscription basis. Bul-
letin contents are compiled semiannually into Cumulative Bulle-
tins, 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 Bul-
letin. All published rulings apply retroactively unless otherwise
indicated. Procedures relating solely to matters of internal
management are not published; however, statements of inter-
nal 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 rev-
enue ruling. In those based on positions taken in rulings to tax-
payers 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 Unpublished rulings will not be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

applying the tax law with integrity and fairness to all.

the disposition of other cases. In applying published rulings and
procedures, the effect of subsequent legislation, regulations,
court decisions, rulings, and procedures must be considered,
and Service personnel and others concerned are cautioned
against reaching the same conclusions in other cases unless
the facts and circumstances are substantially the same.

The Cumulative Bulletin (C.B.) is composed of reprints of the
weekly Internal Revenue Bulletins (I.R.B.s) issued during the
year, bound together to form the C.B. Volume 1 contains I.R.B.
issues 1 through 26 and Volume 2 contains I.R.B. issues 27
through 53. Public laws relating to taxes are published in Vol-
ume 3 of the C.B. If needed, additional volumes are published
and labeled consecutively.

The C.B. also includes the following items.

» Numerical Finding List.

« Finding List of Current Actions on Previously Published Items.

» Code Sections Affected by Current Actions. This list is orga-
nized by code section and identifies the actions that impact
the code section.

« Cumulative List of Actions on Decisions (if applicable).

e Cumulative Lists of Disbarments and Suspensions (if appli-
cable).

* [ndex.

The contents of this publication are not copyrighted and may be reprinted freely. A citation of the C.B. 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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Definition of Terms

Revenue rulings and revenue procedures
(hereinafter referred to as' rulings’) that
have an effect on previous rulings use the
following defined terms to describe the
effect:

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

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

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

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

Abbreviations

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

A—Individual.
Acg.—Acquiescence.
B—Individual.
BE—Beneficiary.

BK—Bank.

B.T.A—Board of Tax Appeals.
C—Individual.
C.B.—Cumulative Bulletin.
CFR—Code of Federal Regulations.
CI—City.
COOP—Cooperative.
Ct.D.—Court Decision.
CY—County.

D—Decedent.

DC—Dummy Corporation.
DE—Donee.

Del. Order—Delegation Order.
DISC—Domestic International Sales Corporation.
DR—Donor.

E—Estate.

EE—Employee.

applies to both A and B, the prior ruling
is modified because it corrects a pub-
lished position. (Compare with amplified
and clarified, above).

Obsoleted describes a previously pub-
lished ruling that is not considered deter-
minative with respect to future transac-
tions. This term is most commonly used
in aruling that lists previously published
rulings that are obsoleted because of
changes in law or regulations. A ruling
may also be obsoleted because the sub-
stance has been included in regulations
subsequently adopted.

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

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

E.O.—Executive Order.

ER—Employer.

ERISA—Employee Retirement Income Security Act.
EX—Executor.

F—Fiduciary.

FC—Foreign Country.

FICA—Federal Insurance Contributions Act.
FISC—Foreign International Sales Company.
FPH—Foreign Personal Holding Company.
F.R—Federal Register.

FUTA—Federal Unemployment Tax Act.
FX—Foreign Corporation.

G.C.M.—Chief Counsel’s Memorandum.
GE—Grantee.

GP—General Partner.

GR—Grantor.

|C—Insurance Company.

|.RB.—Intemal Revenue Bulletin.

LE—L essee.

LP—Limited Partner.

LR—Lessor.

M—Minor.

Nonacq.—Nonacquiescence.
O—Organization.

P—Parent Corporation.

PHC—Personal Holding Company.

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

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

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

PO—Possession of the U.S.
PR—Partner.

PRS—Partnership.

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

REIT—Real Estate Investment Trust.
Rev. Proc—Revenue Procedure.

Rev. Rul.—Revenue Ruling.
S—Subsidiary.

SP.R—Satements of Procedural Rules.
Sat.—Satutes at Large.

T—Target Corporation.

T.C.—Tax Court.

T.D.—Treasury Decision.
TFE—Transferee.

TFR—Transferor.

T.I.R—Technical Information Release.
TP—Taxpayer.

TR—Trust.

TT—Trustee.

U.SC.—United Sates Code.
X—Corporation.

Y—Corporation.

Z—Corporation.
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Cumulative List of Actions on Decisions

It is the policy of the Internal Revenue
Service to announce at an early date
whether it will follow the holdingsin cer-
tain cases. An Action on Decision is the
document making such an announcement.
An Action on Decision will be issued at
the discretion of the Service only on
unappealed issues decided adverse to the
government. Generally, an Action on
Decision is issued where its guidance
would be helpful to Service personnel
working with the same or similar issues.
Unlike a Treasury Regulation or a Rev-
enue Ruling, an Action on Decision is not
an affirmative statement of Service posi-
tion. It is not intended to serve as public
guidance and may not be cited as prece-
dent.

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

Prior to 1991, the Service published
acquiescence or nonacquiescence only in
certain regular Tax Court opinions. The
Service has expanded its acquiescence
program to include other civil tax cases

where guidance is determined to be help-
ful. Accordingly, the Service now may
acquiesce or nonacquiesce in the holdings
of memorandum Tax Court opinions, as
well as those of the United States District
Courts, Claims Court, and Circuit Courts
of Appeal. Regardless of the court decid-
ing the case, the recommendation of any
Action on Decision will be published in
the Internal Revenue Bulletin.

The recommendation in every Action
on Decision will be summarized as acqui-
escence, acquiescence in result only, or
nonacquiescence. Both “acquiescence’
and “acquiescence in result only” mean
that the Service accepts the holding of the
court in a case and that the Service will
follow it in disposing of cases with the
same controlling facts. However, “ac-
quiescence” indicates neither approval
nor disapproval of the reasons assigned
by the court for its conclusions; wheresas,
“acquiescence in result only” indicates
disagreement or concern with some or all
of those reasons. “Nonacquiescence” sig-
nifies that, although no further review
was sought, the Service does not agree
with the holding of the court and, gener-
aly, will not follow the decision in dis-
posing of cases involving other taxpay-
ers. In reference to an opinion of a circuit
court of appeals, a “nonacquiescence’
indicates that the Service will not follow
the holding on a nationwide basis. How-
ever, the Service will recognize the prece-

dential impact of the opinion on cases
arising within the venue of the deciding
circuit.

The Actions on Decisions published in
the weekly Internal Revenue Bulletins are
consolidated semiannually in the Cumula-
tive Bulletins.

The Commissioner ACQUIESCES in
the following decisions:

Exxon v. Commissioner*
113 T.C. 338 (1999)
(Dkt. Nos. 23331-95, 16692-97)

Therese Hahn v. Commissionef,
110 T.C. 140 (1998)
T.C. Dkt. No. 17210-96

Robert L. Beck v. Commissioner®
T.C. Memo. 2001198 (filed July 30,
2001)

Dkt. Nos. 14577-98 and 14578-98

The Commissioner does NOT ACQUI-
ESCE in the following decisions:

Mesa Qil, Inc. v. United States”
86 A.FT.R.2d (RIA) 7312
(D. Coalo. 2000)

North Dakota State University v.
United States®

84 F. Supp. 2d 1043 (D.N.D. 1999),
aff'd. 255 F.3d 599 (8th Cir. 2001)

1 Acquiescence in result only relating to whether the U.K. Petroleum Revenue Tax (PRT) is a creditable income tax under section 901.

2Acquiescence relating to whether 1.R.C. section 2040(b)(1) applies to joint interest created before January 1, 1977, where the deceased joint tenant died after

December 31, 1981.

3Acquiescence relating to whether the Tax Court has jurisdiction to review the Service's determination that a spouse is not entitled to equitable relief under 1.R.C.

section 66(c).

“Nonacquiescence relating to whether a verbatim recording of a Collection Due Process (CDP) hearing is required under |.R.C. sections 6320 ad 6330 to create a

judicialy reviewable administrative record.

SNonacquiescence relating to whether early retirement payments that the taxpayer made to tenured faculty members are wages subject to Federal Insurance

Contributions Act (“FICA”) taxes.
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Part I. Rulings and Decisions Under the Internal Revenue Code of 1986

Section 3221.—Rate of Tax

Determination of Quarterly Rate
of Excise Tax for Railroad
Retirement Supplemental
Annuity Program

In accordance with directions in Sec-
tion 3221(c) of the Railroad Retirement
Tax Act (26 U.S.C., Section 3221(c)), the
Railroad Retirement Board has deter-
mined that the excise tax imposed by such
Section 3221(c) on every employer, with
respect to having individuals in his em-
ploy, for each work-hour for which com-

pensation is paid by such employer for
services rendered to him during the quar-
ter beginning July 1, 2001, shall be at the
rate of 26 cents.

In accordance with directions in Sec-
tion 15(a) of the Railroad Retirement Act
of 1974, the Railroad Retirement Board
has determined that for the quarter begin-
ning July 1, 2001, 38.6 percent of the
taxes collected under Sections 3211(b)
and 3221(c) of the Railroad Retirement
Tax Act shall be credited to the Railroad
Retirement Account and 61.4 percent of
the taxes collected under such Sections
3211(b) and 3221(c) plus 100 percent of

the taxes collected under Section 3221(d)
of the Railroad Retirement Tax Act shall
be credited to the Railroad Retirement
Supplemental Account.

Dated May 24, 2001.
By Authority of the Board.

Beatrice Ezerski,
Secretary to the Board.

(Filed by the Office of the Federal Register on May

31, 2001, 8:45 am., and published in the issue of the
Federal Register for June 1, 2001, 66 F.R. 29848)
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Part ll. Treaties and Tax Legislation

Subpart A.—Tax Conventions
and Other Related Items

French Social Security
Agreement

Notice 2001-41

The following is a copy of the News
Release issued by the Director, Interna-
tional (U.S. Competent Authority) on
May 31, 2001 (IR-2001-54).

U.S. AND FRANCE AGREE ON
TAXATION OF FRENCH SOCIAL
SECURITY

Washington — The Competent Authori-
ties of the United States and France reached
amutual agreement on the tax treatment of
contributions to, and distributions from, the
French social security regime (Basic Plan
and Complementary Plans). The agree-
ment clarifies the application of Article 18
of the Convention between the Govern-
ment of the United States of America and
the Government of the French Republic for
the Avoidance of Double Taxation and the
Prevention of Fiscal Evasion with respect
to Taxes on Income and Capital (the
“Treaty"), signed on August 31, 1994, and
entered into force on December 30, 1995.

BACKGROUND

Subparagraph (a) of Article 18(1) of the
Treaty provides that, except as provided in
subparagraph (b), distributions from private
pension and other retirement arrangements
derived and beneficially owned by a resi-
dent of a Contracting State in consideration
of past employment shall be taxable only in
that State. Subparagraph (b) provides that
pensions and other payments made under
the socia security legidation of a Contract-
ing State to aresident of the other Contract-
ing State shdl be taxable only in the first-
mentioned State.

Article 18(2) of the Treaty applies when
determining the taxable income of an indi-
vidual who renders personal services and
who isaresident of a Contracting State, but
not a national of that State. Contributions
paid by, or on behaf of, such individua to a
pension or other retirement arrangement
that is established, maintained, and recog-
nized for tax purposesin the other Contract-
ing State shall be treated in the same way
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for tax purposesin the first-mentioned State
as a contribution paid to a pension or other
retirement arrangement that is established,
maintained, and recognized for tax purposes
in that first-mentioned State. However, the
competent authority of the first-mentioned
State must agree that the pension or other
retirement arrangement generally corre-
sponds to a pension or other retirement
arrangement recognized for tax purposes by
that State.

Questions have arisen concerning the
treatment of contributions to, and distribu-
tions from, the French social security
regime (Basic Plan and Complementary
Plans) by, and to, individudsresiding in the
United States.

The United States and France have
agreed that until the applicable language in
the Treaty is amended or terminated, the
Treaty will be applied asfollows.

TREATMENT OF CONTRIBUTIONS

For purposes of Article 18(2), the French
social security regime does not generaly
correspond to a pension or other retirement
arrangement that is recognized for tax pur-
poses by the United States. Accordingly,
both mandatory and voluntary contribu-
tions to the French social security regime
(Basic Plan and Complementary Plans) by
individuals who are resident in the United
States are not deductible or excludible for
purposes of determining the individuas
taxable income in the United States.

TREATMENT OF DISTRIBUTIONS

Under Article 18(1)(b), distributions
from the French social security regime
(Basic Plan and Complementary Plans) to
individuals who are residents of the
United States are taxable only by France
and not by the United States, regardless of
whether contributions to the Plans were
made on avoluntary or mandatory basis.

WAIVER OF DISCLOSURE
REQUIREMENT

Section 6114(a) of the Internal Rev-
enue Code requires that taxpayers taking
the position that a U.S. treaty overrules a
general U.S. tax principle of law must dis-
close such position on areturn of tax or, if
no return of tax is required to be filed, as
the Internal Revenue Service may pre-
scribe. However, pursuant to Treas. Reg.

Sec. 301.6114-1(c)(2)(iii), the reporting
requirement is waived with regard to tax-
payers taking the position that a U.S.
treaty reduces or modifies the taxation of
income derived from public or private
pensions or social security. Accordingly,
taxpayers claiming exemption for French
social security benefits pursuant to Article
18(1)(b) of the Treaty are not required to
disclose this position on their income tax
return for the year in which the distribu-
tions are received.

EFFECTIVE DATE

The mutual agreement is applicable to
tax years beginning on or after January 1,
1996. Pursuant to Article 26(1) of the
Treaty, an individual who paid U.S. income
tax on distributions from the French socid
security regime (Basic Plan and Comple-
mentary Plans) for one or more tax years
beginning on or after January 1, 1996, may
request a refund of such tax within three
years of the date of this news release pro-
vided such individual was aresident of the
United States during each year for which a
refund is requested. Individuas who took
the position for purposes of determining
their taxable income in the United States
that mandatory or voluntary contributions
to the French social security regime (Basic
Plan and Complementary Plans) were de-
ductible or excludible, should file amended
returns for all tax years beginning on or
after January 1, 1996, for which the statute
of limitations on assessment and collection
has not expired as of the date of this news
release (generally calendar years 1998,
1999, and 2000).

CONTACT INFORMATION

For further information or assistance re-
garding the U.S. income tax treatment of
social security pensions received from
France, please contact David Kosterlitz,
IRS Large & Mid-size Business, Interna-
tional, Tax Treaty, ((202) 874-1550 (not a
toll-free number)). For information or as-
sistance regarding the French tax treatment
of socia security pensions received from
France, please contact Christiane Marechal,
Fiscal Attache, French Embassy, ((202)
944-6390 (not a toll-free number)). In
France, please contact Centre des Impots
des Non-Residents, 9, Rue d’ Uzes, 75094,
Paris Cedex 02.



Part lll. Administrative, Procedural, and Miscellanous

Weighted Average Interest Rate
Update

Notice 2001-39

Notice 88-73 provides guidelines for
determining the weighted average interest
rate and the resulting permissible range of

interest rates used to calculate current lia-
bility for the purpose of the full funding
limitation of section 412(c)(7) of the In-
ternal Revenue Code as amended by the
Omnibus Budget Reconciliation Act of
1987 and as further amended by the
Uruguay Round Agreements Act, Pub. L.
103-465 (GATT).

The average yield on the 30-year Trea-
sury Constant Maturities for May 2001 is
5.78 percent.

The following rates were determined
for the plan years beginning in the month
shown below.

Month Year

June 2001

90% to 105% 90% to 110%
Weighted Permissible Permissible
Average Range Range
5.82 524t06.11 5.24 10 6.40

Drafting Information

The principal author of this notice is
Todd Newman of the Employee Plans,
Tax Exempt and Government Entities Di-
vision. For further information regarding
this notice, please call Mr. Newman at
(202) 283-9702 (not a toll-free number).
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Part IV. ltems of General Interest

Notice of Proposed Rulemaking
and Notice of Public Hearing

Changes in Accounting Periods
REG-106917-99

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Notice of proposed rulemaking
and notice of public hearing.

SUMMARY: Thisdocument contains pro-
posed regulations under sections 441, 442,
706, 898, and 1378 of the Internal Revenue
Code of 1986 that relate to certain adop-
tions, changes, and retentions of annua ac-
counting periods. The proposed regula-
tions are necessary to update, clarify, and
reorganize the rules and procedures for
adopting, changing, and retaining a tax-
payer’s annual accounting period. The pro-
posed regulations primarily affect taxpay-
ersthat want to adopt an annua accounting
period under section 441 or that must re-
ceive approva from the Commissioner to
adopt, change, or retain their annual ac-
counting periods under section 442. This
document also contains a notice of public
hearing on these proposed regulations.

DATES: Written and electronic com-
ments and requests to speak (with outlines
of oral comments) at a public hearing
scheduled for October 2, 2001, must be
received by September 11, 2001.

ADDRESSES: Send submissions to:
CC:M&SP:RU (REG-106917-99), room
5226, Internal Revenue Service, POB
7604, Ben Franklin Station, Washington,
DC 20044. Submissions may be hand de-
livered Monday through Friday between
the hours of 8 am. and 5 p.m. to:
CC:M&SP:RU (REG-106917-99),
Courier’s Desk, Internal Revenue Ser-
vice, 1111 Constitution Avenue, NW,
Washington, DC. Alternatively, taxpayers
may submit comments electronically via
the Internet by selecting the “Tax Regs’
option on the IRS Home Page, or by sub-
mitting comments directly to the IRS In-
ternet site at http://www.irs.ustreas.gov/
tax_regs/regslist.html. The public hear-
ing will be held in the IRS Auditorium,
Internal Revenue Building, 1111 Consti-
tution Avenue, NW, Washington, DC.
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FOR FURTHER INFORMATION CON-
TACT: Concerning the proposed regula
tions, Roy A. Hirschhorn and Martin
Scully, Jr. (202) 622-4960; concerning
submissions of comments and the hear-
ing, and/or to be placed on the building
access list to attend the hearing, Treena
Garrett (202) 622-7180 (not toll-free
numbers).

SUPPLEMENTARY INFORMATION:
Paperwork Reduction Act

The collections of information con-
tained in this notice of proposed rulemak-
ing have been submitted to the Office of
Management and Budget for review in ac-
cordance with the Paperwork Reduction
Act of 1995 (44 U.S.C. 3507(d)). Com-
ments on the collections of information
should be sent to the Office of Manage-
ment and Budget Attn: Desk Officer for
the Department of the Treasury, Office of
Information and Regulatory Affairs,
Washington, DC 20503, with copies to
the Internal Revenue Service Attn:
IRS Reports Clearance Officer,
W:CAR:MP:FP:S:0, Washington, DC
20224. Comments on the collections of
information should be received by August
13, 2001. Comments are specifically re-
guested concerning:

Whether the proposed collections of in-
formation are necessary for the proper
performance of the functions of the Inter-
nal Revenue Service, including whether
the information will have practical utility;

The accuracy of the estimated burden
associated with the proposed collections
of information (see below);

How the quality, utility, and clarity of
the information to be collected may be en-
hanced;

How the burden of complying with the
proposed collections of information may
be minimized, including through the ap-
plication of automated collection tech-
niques or other forms of information tech-
nology; and

Estimates of capital or start-up costs
and costs of operation, maintenance, and
purchase of services to provide informa-
tion.

The collection of information can be
found in §81.441-2(b)(1), 1.442-1(b)(1)
and (b)(4) and (d), and 1.1378-1 of these

regulations. Section 1.441-2(b)(1) re-
quires certain taxpayers to file statements
on their federal income tax returns to no-
tify the Commissioner of the taxpayers
election to adopt a 52-53-week taxable
year. Section 1.442-1(b)(4) provides that
certain taxpayers must establish books
and records that clearly reflect income for
the short period involved when changing
their taxable year from their taxable year
to a proposed fiscal taxable year. Section
1.442-1(d) requires a newly married hus-
band or wife to file a statement with their
short period return when changing to the
other spouse’s taxable year. This collec-
tion of information is mandatory. The
likely respondents are businesses or other
profit entities and individuals.

The estimated average annual burden
per respondent and/or recordkeeper re-
quired by 881.442-1(b)(1) and 1.1378-1
are reflected in the burdens of Forms
1128 and 2553.

Further, the estimated average burden
per respondent and/or recordkeeper re-
quired by §81.441-2(b)(1), 1.442-1(b)(4)
and 1.442-1(d) isasfollows:

Estimated total reporting/recordkeep-
ing burden: 3,500 hours.

Estimated average burden per respon-
dent/recordkeeper: 21 minutes.

Estimated number of respondents/
recordkeepers: 10,000.

Estimated annual frequency of re-
sponses: On occasion.

An agency may not conduct or sponsor,
and a person is not required to respond to,
a collection of information unless the col-
lection of information displays a valid
OMB control number.

Books or records relating to a collec-
tion of information must be retained as
long as their contents may become mater-
ial in the administration of any internal
revenue law. Generadly, tax returns and
tax return information are confidential, as
required by 26 U.S.C. 6103.

Background and Explanation of
Provisions

A. Overview

This document contains proposed
amendments to regulations under section
441 (period for computing taxable in-
come), and sections 442, 706, 898, and



1378 (regarding the requirement to obtain
the approval of the Commissioner to
adopt, change, or retain an annual ac-
counting period).

B. Section 441: Period for computing
taxable income

1. Background. Section 441 provides
that taxable income must be computed on
the basis of the taxpayer’s taxable year
and generally defines the term “taxable
year.” The current temporary regulations
under section 441 are primarily the prod-
uct of two separate Treasury Decisions,
T.D. 8167, 52 FR 485241 (published with
a cross reference to a notice of proposed
rulemaking) and T.D. 8123, 52 FR 3615
(1988). Prior to theissuance of T.D. 8167
and T.D. 8123 (the temporary regulations),
the regulations under section 441 con-
tained provisionsrelating mostly to the pe-
riod for computing taxable income and the
election of a 52-53-week taxable year.
The temporary regulations retain these
provisions, but also add new provisionsto
implement section 806 of the Tax Reform
Act of 1986, Public Law 99-514 (100
Stat. 2362), 1986-3 C.B. (Vol. 1) 1, 279,
(the 1986 Act). Enacted with the principal
intent of eliminating the deferral period
between certain entities and their owners,
the 1986 Act generally required partner-
ships, S corporations, and personal service
corporations (PSCs) to conform their tax-
able years to the taxable years of their
partners, shareholders, or employee-own-
ers, respectively. H.R. Conf. Rep. No.
99-841, 99" Cong., 2d Sess., 11-318,
1986-3 (Vol. 4) C.B. 319.

In addition to general implementation
provisions, the temporary regulations in-
clude transition and anti-abuse provisions
specific to taxpayers in existence at the
time the 1986 Act became effective. For
example, 8§1.441-3T provides rules in-
tended to prevent taxpayers from circum-
venting the effective date of the provi-
sions of the 1986 Act by adopting or
changing to (or from) a 52-53-week tax-
able year during the period beginning
after September 29, 1986, and ending be-
fore January 5, 1987.

Generally, this document reproposes the
temporary regulations under section 441.
However, this document also reorganizes,
clarifies, modifies, and updates the tempo-
rary regulations. Many of the provisions
contained in the temporary regulations re-

main essentialy the same, including the
genera rules for adopting a taxable year,
the provisions relating to electing a 52-53-
week taxable year, and the rules for PSCs.
However, provisionsthat are now obsolete
have been removed, and new rules and de-
finitions have been added, as described in
more detail below. In addition, new cross-
references to section 442 and the proposed
regulations thereunder are included to
guide taxpayers, where appropriate, to the
rules and procedures for obtaining ap-
proval to adopt, change, or retain their an-
nual accounting periods.

2. General Rules and Definitions. Most
of the substantive provisions in
§1.441-1T of the temporary regulations
have been retained, including the general
rulesfor the period for computing tax, nu-
merous definitions, and the requirement
that partnerships, S corporations, electing
S corporations, and PSCs generally must
demonstrate a business purpose and ob-
tain the Commissioner’s approval to
adopt or retain a taxable year other than
their required taxable year. However,
§1.441-1T has been reorganized, obsolete
transition rules have been removed, and
some rules have been clarified. For ex-
ample, the proposed regulations now de-
fine the term required taxable year, iden-
tify entities that have such a year (with
appropriate cross-references), and clarify
the applicable exceptions.

In addition, the proposed regulations
clarify the meaning of the requirement to
keep books for taxpayers using a fiscal
year. The temporary regulations provide
that a fiscal year will be recognized only
if the books of the taxpayer are kept in ac-
cordance with that fiscal year. The pro-
posed regulations conform the book keep-
ing requirement for taxpayers using a
fiscal year to that of §1.446-1(a)(4),
which allows for a reconciliation between
the taxpayer’s books and return. How-
ever, as aterm and condition of obtaining
approval to adopt, change to, or retain an
annual accounting period under section
442, certain taxpayers nevertheless may
be required to compute income and keep
their books (including financial state-
ments and reports to creditors) on the
basis of the requested annual accounting
period. See, e.g., Rev. Proc. 2000-11
(2000-31.R.B. 309).

The proposed regulations also provide
that ataxable year is adopted by filing the

first federal income tax return using that
taxable year. Accordingly, filing an appli-
cation for an employer identification
number, filing an extension, or making
estimated tax payments, indicating a par-
ticular taxable year do not constitute an
adoption of that year. Consequently, Rev.
Rul. 57-589 (1957-2 C.B. 298), and Rev.
Rul. 69-563 (1969-2 C.B. 104), holding
that the filing of an extension and esti-
mated tax payments establishes a taxable
year, are proposed to be superseded. The
IRS will continue to follow the decision
in E.G. Wilson, 267 F.Supp. 89 (East.
Dist. MO, 1967), with respect to the clas-
sification of an amended return as a “first
return.”

3. 52-53-week Taxable Years. The pro-
posed regulations retain most of the rules
provided in §1.441-2T of the temporary
regulations for taxpayers electing to use a
52-53-week taxable year or changing to
or from a 52-53-week taxable year. How-
ever, the procedures for certain taxpayers
to obtain approval (automatic or other-
wise) to change to or from a 52-53-week
taxable year have been removed and are
now contained in administrative proce-
dures published by the Commissioner.
See Rev. Proc. 2000-11; and Notice
2001-35 (200123 1.R.B. 1314). In addi-
tion, athough these administrative proce-
dures continue to provide automatic ap-
proval for a change to a 52-53-week
taxable year ending with reference to the
same calendar month, the change will be
effected with a Form 1128 (Application to
Adopt, Change or Retain a Tax Year)
rather than with a statement, consistent
with most other changes.

The proposed regulations also expand
the applicability of the rules for determin-
ing the inclusion of income and deduc-
tions from a pass-through entity where ei-
ther the entity or its owner uses a
52-53-week taxable year. In addition to
applying to partnerships, S corporations,
and PSCs (as in the temporary regula-
tions), the proposed regulations apply
these inclusion rules to trusts, common
trust funds, controlled foreign corpora-
tions, foreign persona holding compa-
nies, and passive foreign investment com-
panies that are qualified electing funds.

4. Transtion Rules. Section 1.441-3T of
the temporary regulations provide transition
rules for the 1986 Act that generdly were
effective from September 29, 1986, through
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January 5, 1987. Moreover, the rules con-
tained in §1.441-3T regarding 52-53-week
taxable years and the definition of a PSC
were superseded by similar rules promul-
gated under §81.441-2T and 1.441-4T, re-
spectively. Because these rules are now ob-
solete, this section has been removed from
the proposed regulations.

5. Personal Service Corporations. The
rules for PSCs contained in §1.441-4T of
the temporary regulations generally have
been retained in the proposed regulations.
However, the proposed regulations reor-
ganize and clarify the required taxable
year of a PSC and the rules for adopting,
changing to, and retaining a year other
than the required taxable year. For exam-
ple, the proposed regulations make clear
that a PSC may have a year other than a
required taxable year by making an elec-
tion under section 444. In addition, the
provision allowing a PSC to obtain auto-
matic approva to change to its required
taxable year has been removed and is now
contained in Notice 2001-35 (200123
[.R.B. 1314). Similarly, the rules regard-
ing establishing a business purpose and
obtaining approval for the use of a fiscal
year have been moved to §1.442-1(b) and
Notice 2001-34 (2001-23 |.R.B. 1302).

Comments were received on the notice
of proposed rulemaking that is cross-ref-
erenced by the temporary regulations
under 81.441-4T. Most significantly,
one commentator suggested that the test-
ing period for determining whether a tax-
payer isaPSC should be the three preced-
ing taxable years, rather than the
preceding taxable year, to prevent taxpay-
ers from becoming a PSC due to tempo-
rary or aberrational conditions. The pro-
posed regulations retain the one-year
testing period provided in the temporary
regulations. However, the IRS and Trea-
sury Department will reconsider this test-
ing period, as well as other comments re-
ceived on the temporary regulations, to
the extent similar comments are received
on these proposed regulations now that
taxpayers have significantly more experi-
ence with the provisions in the temporary
regulations.

C. Section 442: Changes of annual
accounting period

1. Background. Under section 442 and
the current regulations, a taxpayer gener-
ally can change its annual accounting pe-
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riod only by obtaining the approval of the
Commissioner. The current regulations
set forth the general rules for obtaining
such approval, including: (1) the manner
and time for filing an application to
change an annual accounting period; (2)
the requirement that the taxpayer demon-
strate a substantial business purpose for
the change; and (3) the need for agree-
ment between the taxpayer and the Com-
missioner to the terms, conditions, and
adjustments that are necessary to effect
the change. Under the current regula-
tions, both tax and non-tax factors are
considered in determining whether a tax-
payer has established a substantial busi-
NESS PUrpose.

2. Manner and Time for Filing. The
proposed regulations retain the general re-
quirement to file a Form 1128 to request
approval, but extend the time for filing
the Form 1128. The current regulations
require that the Form 1128 be filed on or
before the 151 day of the second calendar
month (generally 45 days) following the
close of the short period. Under the pro-
posed regulations, the Form 1128 must be
filed by the 151 day of the third calendar
month (generally 75 days) after the close
of the taxable year in which the taxpayer
wants the adoption, change, or retention
to be effective (i.e., the first effective
year). However, taxpayers are encour-
aged to file their Forms 1128 as soon after
the close of the first effective year as pos-
sible to alow the IRS adequate time to
process the Form 1128 before the ex-
tended due date of the return for the first
effectiveyear. Because the IRS hasfound
that Forms 1128 filed before the close of
the short period often lack complete infor-
mation and result in processing delays,
the proposed regulation provides that the
Form 1128 may not be filed prior to the
close of the first effective year.

3. Business Purpose, Terms, Condi-
tions, and Adjustments. Taxpayers have
expressed concern with the substantial
business purpose requirement set forth in
the current regulations. In particular, tax-
payers have complained that the Commis-
sioner’s interpretation of a substantial
business purpose as demonstrated in the
IRS s ruling practice has been unclear, in-
consistent, and overly restrictive.

As aresult, the IRS and Treasury De-
partment published Notice 99-19
(1999-1 C.B. 919) soliciting comments

on how therules for obtaining approval of
an adoption, change, or retention in an-
nual accounting period could be clarified
and simplified. In response, commenta
tors urged the IRS and Treasury Depart-
ment to expand the categories of taxpay-
ers that would be granted automatic
approval for an annual accounting period
and to revise the substantial business pur-
pose requirement to broaden the circum-
stances in which a taxpayer will be
granted approval to change an annual ac-
counting period.

The IRS and Treasury Department be-
lieve that the proposed regulations, in
combination with automatic and prior ap-
proval revenue procedures, will clarify
the rules governing accounting periods,
expand the circumstances in which tax-
payers will be granted approval (automat-
ically and otherwise), and result in amore
clear, uniform ruling practice.

The proposed regulations continue to
provide the general standards for obtain-
ing approval for an adoption, change, or
retention in annual accounting period:
taxpayers must demonstrate the existence
of a“business purpose” and must agree to
the terms, conditions, and adjustments for
the adoption, change, or retention. In
modifying the “substantial business pur-
pose’ requirement to “business purpose,”
the IRS and Treasury Department intend
merely to conform to the language of the
business purpose requirement found in
sections 441(i), 706, and 1378 and not to
lower the current standard. In addition,
the proposed regulations contain business
purpose guidelines generally applicableto
all taxpayers. For example, the proposed
regulations provide the general rule that
deferra of income will not be treated as a
business purpose. They also explain that
ataxpayer will have demonstrated a busi-
ness purpose by applying to adopt,
changeto, or retain ayear coinciding with
its required taxable year, ownership tax-
able year, or natural business year.

The prior approval revenue procedure
isintended to provide more detailed guid-
ance about how ataxpayer’s business pur-
pose will be evaluated, and the terms,
conditions, and adjustments that will
apply to an adoption, change, or retention
of annual accounting period. Notice
2001-34, issued concurrently with these
proposed regulations, proposes a revenue
procedure that, when finalized, will pro-



vide the rules and procedures applicable
to taxpayers who must apply to the na-
tional office to obtain the Commissioner’s
prior approval for an adoption, change, or
retention. Under the proposed revenue
procedure, the IRS in its ruling practice
would no longer weigh the merit of the
taxpayer’s stated business purpose against
the amount of distortion of income or
other tax consequences resulting from an
adoption, change, or retention. Taxpayers
wanting to adopt, change to, or retain a
natural business year generally would be
granted approval (provided they agree to
general terms and conditions) under the
proposed revenue procedure as under the
current IRS ruling practice. Also consis-
tent with the current IRS ruling practice,
establishing anatural business year gener-
ally will be the only circumstance under
which a partnership, S corporation, elect-
ing S corporation, or PSC will be granted
approval. However, the IRS ruling prac-
tice for other taxpayers generally will be
liberalized. These other taxpayers that do
not establish a natural business year gen-
erally would be granted approval under
the proposed revenue procedure if they
agree to certain additional terms, condi-
tions, and adjustments designed to neu-
tralize the tax effects of substantial distor-
tion of income resulting from the change.
Under the IRS's current ruling practice,
these other taxpayers generally would
have been denied approval to change their
annual accounting period if the change
would have resulted in more than de min-
imis distortion of income.

4. Automatic Approval. Under the cur-
rent regulations, automatic approval is
granted to a C corporation that satisfies
certain conditions through the filing of a
statement with the District Director.
Among the requirements for automatic
approval are that the taxpayer not have
changed its annual accounting period at
any time within the preceding ten calen-
dar years, and that a C corporation not
elect S corporation status for the taxable
year immediately following the short pe-
riod. The rules for C corporations con-
tained in the current regulations are in-
consistent with, and generally more
restrictive than, the automatic approval
procedures in Rev. Proc. 2000-11. For
example, under Rev. Proc. 2000-11, six
years (rather than ten) is the required pe-
riod of time between automatic changes

and an S corporation election is allowed
for the tax year following the short pe-
riod. Consequently, the proposed regula-
tions remove the automatic approval pro-
vision contained in the current
regulations.

Further, the proposed regulations pro-
vide that the procedures to obtain auto-
matic approval of the Commissioner for
an adoption, change, or retention of an-
nual accounting period generally are con-
tained in administrative procedures. The
IRS and Treasury Department believe that
this structure will alow for the issuance
of more detailed and useful guidance.
See, for example, Rev. Proc. 2000-11
(2000-3 I.R.B. 309), which provides pro-
cedures for automatic approval for corpo-
rations; Notice 2001-35, proposing to up-
date and supersede Rev. Proc. 87-32
(1987-2 C.B. 396), which provides pro-
cedures for automatic approval for part-
nerships, S corporations, electing S cor-
porations, and PSCs; and Rev. Proc.
66-50 (19662 C.B. 1260), which pro-
vides automatic approval provisions for
individuals. As part of the finalization of
these proposed regulations and the pro-
posed revenue procedures contained in
Notices 2001-34 and 2001-35, the IRS
and Treasury Department intend to update
the procedures in Rev. Proc. 2000-11 to
make conforming changes. For example,
Rev. Proc. 2000-11 may be modified to
reduce the time period between automatic
changes from six to four years (as pro-
posed in Notice 2001-34) and to provide
audit protection for taxpayers making vol-
untary period changes (as proposed in
both notices).

5. Obsolete Provisions. The rules relat-
ing to partners and partnerships contained
in the current regulations are proposed to
be removed because they have been su-
perseded by the 1986 Act. Updated rules
for partners and partnerships are provided
in new proposed regulations under
§1.706-1 contained in this notice of pro-
posed rulemaking.

Similarly, the rules relating to certain
foreign corporations contained in the cur-
rent regulations are proposed to be re-
moved because they have been superseded
by section 898. Updated rules for these
foreign corporations are contained in pro-
posed regulations under section 898.

Finally, the proposed regulations would
remove the following transitional provi-

sions, which are now obsolete:
885c.442-1, 5f.442-1, 1.442-2T, and
1.442-3T.

D. Sections 706: Taxable Years of
Partners and Partner ships

1. Partnership taxable year.

The current regulations under §1.706-1
have not been updated to reflect changes
made to section 706(b) by the 1986 Act.
These proposed regulations modify the
current regulations to reflect the required
taxable year of a partnership consistent
with the 1986 Act and 81.706—1T (regard-
ing the taxable year that results in the least
aggregate deferral of income). The pro-
posed regulations also remove the proce-
dural aspects of establishing a business
purpose and requesting approval of the
Commissioner to adopt or change ataxable
year and instead refer to the procedures in
§1.442-1 (including the administrative
procedures prescribed thereunder).

These regulations also propose to re-
move §1.706-1T. Thisremova is not in-
tended to effect a substantive change be-
cause the provisions of 81.706-1T
generally are adopted by the proposed reg-
ulations. The IRS and Treasury recently
expressed a commitment to the finalization
of 8§1.706-1T, as well as other previously
proposed regulations under section 706,
LR-183-84 (1985-1 C.B. 653 [49 FR
47048]) and LR-53-88 (1988-1 C.B. 935
[53 FR 19715]). See 66 FR 3920, 3922.
However, it is believed that adopting the
substantive provisions of §1.706-1T in the
current proposed regulations will promote
clarity and efficiency.

2. Inclusion rule for distributions, sales,
and exchanges.

Section 1.706-1(a)(2) of the current
regulations provides that any gain or loss
from a partnership distribution or from a
sale or exchange of all or part of a part-
nership interest is includible in the part-
ner’s gross income for the taxable year in
which the payment is made. Gain or loss
from a distribution or a sale or exchange
of a partnership interest generally is in-
cludible in gross income in the taxable
year in which payment is made, but not
always. For example, a partner who sells
his partnership interest in exchange for an
installment note may be able to defer in-
clusion of the gain from that sale under
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the installment method of accounting.
Because the IRS and Treasury Depart-
ment believe that other provisions of the
Code and regulations provide adequate
guidance on the time for including gain or
loss from a partnership distribution or
from a sale or exchange of a partnership
interest, the inclusion rule in
81.706-1(a)(2) is proposed to be re-
moved.

3. Determination of interest in profits and
capital.

To apply any of the three required tax-
able year tests, a partnership must deter-
mine the partners’ interests in partnership
profits and capital. The proposed regula-
tions elaborate on the meaning of a part-
ner’s interest in partnership profits and
capital for purposes of these tests. With
respect to profits interests, the regulations
clarify that a partner’s profits interest is
the partner’s share of the taxable income,
rather than the book income, of the part-
nership. The regulations also clarify that
the partners' profits interests are deter-
mined on an annual basis based on the
manner in which the partnership expects
to allocate its income for the year. If the
partnership does not expect to have in-
come in the current year, then the partner-
ship determines the partner’s profitsinter-
ests based on the manner in which it
expects to alocate its income in the first
taxable year in which the partnership ex-
pects to have income.

Generally, a partner’s interest in part-
nership capital is determined through ref-
erence to the assets of the partnership that
the partner would be entitled to upon
withdrawal from the partnership or upon
the liquidation of the partnership. See,
e.g., 81.704-1(e)(v), Rev. Proc. 93-27
(1993 C.B. 343). As a practical matter,
such a determination will require avalua
tion of the partnership’s assets. Because
the determination under section 706 must
be made on an annual basis, the burden
associated with actual valuations may
make it difficult for partnerships to iden-
tify their taxable years quickly and easily.
Therefore, for partnerships that maintain
capital accounts in accordance with
81.704-1(b)(2)(iv), these proposed regu-
lations provide that in making this deter-
mination, it will be reasonable for the
partnership to assume that a partner’s in-
terest in partnership capital is the ratio of
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the partner’s capital account to all part-
ners capital accounts. The IRSand Trea
sury Department are aware that this
method will not always be as precise asan
actual valuation, but believe that any im-
precision is outweighed by the strong in-
terest that partnerships have in being able
to easily determine their taxable year.

This definition of a partner’sinterest in
partnership profits and capital was de-
signed to be compatible with the provi-
sions of, and policies underlying, section
706(b). Many other sections of the Code
also contain references to a partner’s in-
terest in partnership profits or capital. As
those sections address concerns that differ
substantially from the concerns addressed
by section 706(b), this proposed regula-
tion should not be read to create any im-
plication as to the meaning of a partner’s
interest in partnership profits and capital
for purposes of those sections.

E. Section 1378: SCorporations

The current regulations under
§18.1378-1 describe the permitted year
of an S corporation and provide proce-
durd rules for an S corporation or elect-
ing S corporation to obtain approval to
adopt, change, or retain its taxable year.
However, the automatic change provision
contained in these regulations is more re-
strictive than the automatic change pro-
posed in Notice 2001-35. For thisreason,
and to be consistent with the policy deci-
sion to provide the procedural aspects of
adopting, retaining, or changing a taxable
year under §1.442-1 (including the ad-
ministrative procedures prescribed there-
under), these regulations propose to mod-
ify 818.1378-1 to remove these
procedural rules and instead refer to
§1.442-1.

F. Proposed Effective Date

These regulations are proposed to be
applicable for taxable years ending on or
after the date these regulations are pub-
lished in the Federal Registeras final
regulations.

Effect on Other Documents

Rev. Rul. 57-589 is obsolete.

Rev. Rul. 65-316 (19652 C.B. 149) is
obsolete.

Rev. Rul. 68-125 (1968-1 C.B. 189) is
obsolete.

Rev. Rul. 69-563 is obsolete.

Rev. Rul. 74-326 (1974-2 C.B. 142) is
obsolete.

Rev. Rul. 78-179 (1978-1 C.B. 132) is
obsolete.

Special Analyses

It has been determined that this notice
of proposed rulemaking is not a signifi-
cant regulatory action as defined in Exec-
utive Order 12866. Therefore, a regula
tory assessment is not required. It also
has been determined that section 553(b)
of the Administrative Procedure Act (5
U.S.C. chapter 5) does not apply to these
regulations. It is hereby certified that the
collection of information in these regula
tions will not have a significant economic
impact on a substantial number of small
entities. This certification is based upon
the fact that few small entities are ex-
pected to adopt a 52-53-week taxable
year, triggering the collection of informa-
tion, and that for those who do, the burden
imposed under 81.441-2(b)(2)(ii) will be
minimal. Therefore, a Regulatory Flexi-
bility Analysis under the Regulatory Flex-
ibility Act (5 U.S.C. chapter 6) is not re-
quired. Pursuant to section 7805(f) of the
Internal Revenue Code, this notice of pro-
posed rulemaking will be submitted to the
Chief Counsel for Advocacy of the Small
Business Administration for comment on
itsimpact on small business.

Comments and Public Hearing

Before these proposed regulations are
adopted as final regulations, considera-
tion will be given to any written com-
ments (a signed original and eight (8)
copies) and electronic comments that are
submitted timely to the IRS. The IRS and
Treasury Department specifically request
comments on the clarity of the proposed
rules and how they can be made easier to
understand. All comments will be avail-
able for public inspection and copying.

A public hearing has been scheduled
for October 2, 2001, at 10 am., inthe IRS
Auditorium, Internal Revenue Building,
1111 Congtitution Avenue, NW, Washing-
ton, DC. Due to building security proce-
dures, visitors must enter at the 10th
Street entrance, located between Consti-
tution and Pennsylvania Avenues, NW. In
addition, all visitors must present photo
identification to enter the building. Be-
cause of access restrictions, visitors will



not be admitted beyond the immediate en-
trance area more than 15 minutes before
the hearing starts. For information about
having your name placed on the building
access list to attend the hearing, see the
“FOR FURTHER INFORMATION
CONTACT” section of this preamble.

The rules of 26 CFR 601.601(a)(3)
apply to the hearing.

Persons who wish to present oral com-
ments at the hearing must submit timely
written or electronic comments and must
submit an outline of the topics to be dis-
cussed and the time to be devoted to each
topic (preferably a signed original and
eight (8) copies) by September 11, 2001.

A period of 10 minutes will be allo-

cated to each person for making com-
ments.

An agenda showing the scheduling of
the speakers will be prepared after the
deadline for receiving outlines has
passed. Copies of the agenda will be
available free of charge at the hearing.

Drafting Information

The principal authors of these regula-
tions are Roy A. Hirschhorn and Martin
Scully, Jr. of the Office of Associate Chief
Counsel (Income Tax and Accounting).
However, other personnel from the IRS
and Treasury Department participated in
their development.

Proposed Amendments to the
Regulations

Accordingly, 26 CFR parts 1, 5c, 5f,
18, and 301 are proposed to be amended
asfollows:

PART 1—INCOME TAXES

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

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

Par. 2. Inthe list below, for each sec-
tion indicated in the left column, remove
the old language in the middle column
and add the new language in the right col-
umn.

Affected Section Remove Add
1.46-1(p)(2)(iv) paragraph (b)(1) of §1.441-2 §1.441-2
1.48-3(d)(2)(iii) paragraph (b)(1) of §1.441-2 81.441-2
1.280H-1T(a), last sentence §1.441-4T(d) §1.441-3(c)
1.443-1(b)(2)(ii) and paragraph (c)(5) of §1.441-2 and §1.441-2(b)(2)(ii)
1.444-1T(a)(1), first sentence §1.441-4T(d) §1.441-3(c)
1.444-2T(a), last sentence §1.441-4T(d) §1.441-3(c)
1.448-1(h)(2)(ii)(B)(1) §1.441-2T(b)(2) 81.441-2(c)
1.469-1(h)(4)(ii)(D) §1.441-4T(f) 81.441-3(e)
1.469-1T(g)(2)(i) §1.441-4T(d) §1.441-3(c)
1.1561-1(c)(2) See paragraph (b)(1) of §1.441-2 See §1.441-2
1.6654—2(a), concluding text paragraph (b) of §1.441-2 §1.441-2(c)
1.6655-2(a)(4), first sentence paragraph (b) of §1.441-2 §1.441-2(c)
301.7701(b)—6(a), third sentence §1.441-1(e) §1.441-1(b)

Par. 3. Sections 1.441-0, 1.441-1,
1.441-2, 1.441-3, and 1.441-4 are added
to read as follows:

§1.441-0 Table of contents.

This section lists the captions contained
in §81.441-1 through 1.441-4 asfollows:

§1.441-1 Period for computation of
taxable income.

(@ Computation of taxable income.
(1) Ingeneral.

(2) Length of taxable year.

(b) General rules and definitions.
(1) Taxableyear.

(2) Required taxable year.

(i) Ingenera.

(ii) Exceptions.

(A) 52-53-week taxable years.

(B) Partnerships, S corporations, and
PSCs.

(C) Specified foreign corporations.

(3) Annual accounting period.

(4) Cdendar year.

(5) Fisca year.

(i) Definition.

(if) Recognition.

(6) Grandfathered fiscal year.

(7) Books.

(c) Adoption of taxable year.

(1) Ingeneral.

(2) Approval required.

(i) Taxpayers with required taxable
years.

(ii) Taxpayers without books.

(d) Retention of taxable year.

(e) Change of taxable year.

(f) Obtaining approval of the Comm-
issoner or making a section 444
election.

§1.441-2 Election of taxable year
consisting of 52-53 weeks.

(& Ingeneral.

(1) Election.

(2) Eligible taxpayer

(3) Example.

(b) Procedures to elect a 52-53-week
taxable year.

(1) Adoption of a 52-53-week taxable
year.

(i) Ingenera.

(if) Filing requirement.
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(2) Change to (or from) a 52-53-week
taxable year.

(i) Ingeneral.

(i) Special rules for short period
required to effect the change.

(3) Examples.

(c) Application of effective dates.

(1) Ingeneral.

(2) Examples.

(3) Changesin tax rates.

(4) Examples.

(d) Computation of taxable income.

(e) Treatment of taxable years ending
with reference to the same calendar
month.

(1) Pass-through entities.

(2) Persona service corporations and
employee-owners.

(3) Definitions.

(i) Passthrough entity.

(i) Owner of a pass-through entity.

(4) Examples.

(5) Transition rule.

81.441-3 Taxable year of a personal
service corporation.

(8) Taxableyear.

(1) Required taxable year.

(2) Exceptions.

(b) Adoption, change, or retention of
taxable year.

(1) Adoption of taxable year.

(2) Changein taxable year.

(3) Retention of taxable year.

(4) Procedures for obtaining approval or
making a section 444 election.

(5) Examples.

(c) Persona service corporation de-
fined.

(1) Ingeneral.

(2) Testing period.

(i) Ingeneral.

(i) New corporations.

(3) Examples.

(d) Performance of personal services.

(1) Activities described in section
448(d)(2)(A).

(2) Activities not described in section
448(d)(2)(A).

(e) Principa activity.

(1) Generd rule.

(2) Compensation cost.

(i) Amountsincluded.

(i) Amounts excluded.

(3) Attribution of compensation cost to
personal service activity.

(i) Employeesinvolved only in the per-
formance of personal services.
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(i) Employees involved only in activi-

ties that are not treated as the perfor-

mance of personal services.

Other employees.

Compensation cost attributable to

personal service activity.

Compensation cost not attributable

to personal service activity.

(f) Services substantially performed by
employee-owners.

(1) Generd rule.

(2) Compensation cost attributable to
personal services.

(3) Examples.

(g) Employee-owner defined.

(1) Generd rule.

(2) Special rulefor independent contrac-
tors who are owners.

(h) Special rulesfor affiliated groupsfil-
ing consolidated returns.

(1) Ingeneral.

(2) Examples.

(iii)
(A)

(B)

81.441-4 Effective date.

§1.441-1 Period for computation of
taxable income.

(@) Computation of taxable income—
(1) In general. Taxable income must be
computed and a return must be made for a
period known as the “taxable year.” For
rules relating to methods of accounting,
the taxable year for which items of gross
income are included and deductions are
taken, inventories, and adjustments, see
parts I and 111 (section 446 and follow-
ing), subchapter E, chapter 1 of the Inter-
nal Revenue Code, and the regulations
thereunder.

(2) Length of taxable year. Except as
otherwise provided in the Internal Rev-
enue Code and the regulations thereunder
(e.g., 81.441-2 regarding 52-53-week
taxable years), a taxable year may not
cover a period of more than 12 calendar
months.

(b) General rules and definitions. The
genera rules and definitions in this para-
graph (b) apply for purposes of sections
441 and 442 and the regulations thereun-
der.

(1) Taxable year.
means—

(i) The period for which a return is
made, if a return is made for a period of
less than 12 months (short period). See
section 443 and the regulations thereun-
der;

Taxable year

(il) Except as provided in paragraph
(b)(1)(i) of this section, the taxpayer’s re-
quired taxable year (as defined in para-
graph (b)(2) of this section), if applicable;

(iii) Except as provided in paragraphs
(b)(1)(i) and (ii) of this section, the tax-
payer’s annual accounting period (as de-
fined in paragraph (b)(3) of this sec-
tion), if it is a calendar year or a fiscal
year; or

(iv) Except as provided in paragraphs
(b)(1)(i) and (ii) of this section, the calen-
dar year, if the taxpayer keeps no books,
does not have an annual accounting pe-
riod, or has an annual accounting period
that does not qualify as afiscal year.

(2) Required taxable year—(i) In gen-
eral. Certain taxpayers must use the par-
ticular taxable year that is required under
the Internal Revenue Code and the regula
tions thereunder (the required taxable
year). For example, the required taxable
year is—

(A) In the case of aforeign sales corpo-
ration or domestic international sales cor-
poration, the taxable year determined
under section 441(h) and §1.921-1T
(&)(11), (b)(4), and (b)(6);

(B) In the case of a personal service
corporation (PSC), the taxable year deter-
mined under section 441(i) and 81.441-3;

(C) In the case of a nuclear decommis-
sioning fund, the taxable year determined
under 81.468A—4(c)(1);

(D) In the case of a designated settle-
ment fund or a qualified settlement fund,
the taxable year determined under
§1.468B-2(j);

(E) In the case of acommon trust fund,
thetaxable year determined under section
584(i);

(F) In the case of certain trusts, the tax-
able year determined under section 644;

(G) Inthe case of a partnership, the tax-
able year determined under section 706
and 81.706-1;

(H) In the case of an insurance com-
pany, the taxable year determined under
section 843 and 81.1502-76(a)(2);

(1) In the case of areal estate invest-
ment trust, the taxable year determined
under section 859;

(J) Inthe case of areal estate mortgage
investment conduit, the taxable year de-
termined under section 860D(a)(5) and
§1.860D—1(b)(6);

(K) In the case of a specified foreign
corporation, the taxable year determined



under section 898(c) and §81.898-1
through 1.898-4;

(L) In the case of an S corporation, the
taxable year determined under section
1378 and §1.1378-1; or

(M) In the case of amember of an affil-
iated group that makes a consolidated re-
turn, the taxable year determined under
§1.1502-76.

(ii) Exceptions. Notwithstanding para-
graph (b)(2)(i) of this section, the follow-
ing taxpayers may have a taxable year
other than their required taxable year:

(A) 52-53-week taxable years. Certain
taxpayers may elect to use a 52-53-week
taxable year that ends with reference to
their required taxable year. See, for exam-
ple, §81.441-3 (PSCs), 1.706—1 (partner-
ships), 1.1378-1 (S corporations), and
1.1502-76(a)(1) (members of a consoli-
dated group), and 1.898-4(c)(3) (speci-
fied foreign corporations).

(B) Partnerships, S corporations, and
PSCs. A partnership, S corporation, or
PSC may use a taxable year other than its
required taxable year if the taxpayer
elects a52-53-week taxable year that ends
with reference to its required taxable year
as provided in paragraph (b)(2)(ii)(A) of
this section, elects to use a taxable year
other than its required taxable year under
section 444, or establishes a business pur-
pose to the satisfaction of the Commis-
sioner under section 442 (such as a grand-
fathered fiscal year).

(C) Soecified foreign corporations. A
specified foreign corporation (as defined
in section 898(bh)) may use a taxable year
other than its required taxable year if it
elects a52-53-week taxable year that ends
with reference to its required taxable year
as provided in paragraph (b)(2)(ii)(A) of
this section or makes a one-month defer-
ral election under section 898(c)(1)(B)
and 81.898-3(a)(2).

(3) Annual accounting period. Annual
accounting period means the annual pe-
riod (calendar year or fiscal year) on the
basis of which the taxpayer regularly
computes its income in keeping its books.

(4) Calendar year. Calendar year
means a period of 12 consecutive months
ending on December 31. A taxpayer who
has not established a fiscal year must
make its return on the basis of a calendar
year.

(5) Fiscal year—(i) Definition. Fiscal
year means—

(A) A period of 12 consecutive months
ending on the last day of any month other
than December; or

(B) A 52-53-week taxable year, if such
period has been elected by the taxpayer.
See §1.441-2.

(ii) Recognition. A fiscal year will be
recognized only if the books of the tax-
payer are kept in accordance with such
fiscal year.

(6) Grandfathered fiscal year. Grand-
fathered fiscal year means a fiscal year
(other than a year that resulted in a three
month or less deferral of income) that a
partnership or an S corporation received
permission to use on or after July 1, 1974,
by a letter ruling (i.e., not by automatic
approval).

(7) Books. Books include the tax-
payer’s regular books of account and
such other records and data as may be
necessary to support the entries on the
taxpayer’s books and on the taxpayer’s
return, as for example, a reconciliation
of any difference between such books
and the taxpayer’s return. Records that
are sufficient to reflect income ade-
quately and clearly on the basis of an an-
nual accounting period will be regarded
as the keeping of books. See section
6001 and the regulations thereunder for
rules relating to the keeping of books
and records.

(c) Adoption of taxable year—(1) In
general. Except as provided in paragraph
(c)(2) of this section, a new taxpayer may
adopt any taxable year that satisfies the
requirements of section 441 and the regu-
lations thereunder without the approval of
the Commissioner. A taxable year of a
new taxpayer is adopted by filing its first
federal income tax return using that tax-
able year. Thefiling of an application for
automatic extension of time to file a fed-
eral income tax return (e.g., Form 7004),
the filing of an application for an em-
ployer identification number (i.e., Form
SS-4), or the payment of estimated taxes,
for aparticular taxable year do not consti-
tute an adoption of that taxable year.

(2) Approval required—(i) Taxpayers
with required taxable years. A newly-
formed partnership, electing S corpora-
tion, or newly-formed PSC that wants to
adopt a taxable year other than its re-
quired taxable year, a 52-53-week taxable
year that ends with reference to its re-
quired taxable year, or a taxable year

elected under section 444, must establish
a business purpose and obtain the ap-
proval of the Commissioner under section
442,

(ii) Taxpayers without books. A tax-
payer that must use a calendar year under
section 441(g) and paragraph (f) of this
section may not adopt a fiscal year with-
out obtaining the approval of the Com-
missioner.

(d) Retention of taxable year. In cer-
tain cases, a partnership, S corporation, or
PSC will be required to change its taxable
year unless it obtains the approval of the
Commissioner under section 442, or
makes an election under section 444, to
retain its current taxable year. For exam-
ple, a corporation using a June 30 fiscal
year that either becomes a PSC or elects
to be an S corporation and, as a result, is
required to use the calendar year under
sections 441(i) or 1378, respectively,
must obtain the approval of the Commis-
sioner to retain its current fiscal year.
Similarly, a partnership using a taxable
year that corresponds to its required tax-
able year must obtain the approval of the
Commissioner to retain such taxable year
if its required taxable year changes as a
result of a change in ownership. How-
ever, a partnership that previously estab-
lished a business purpose to the satisfac-
tion of the Commissioner to use ataxable
year is not required to obtain the approval
of the Commissioner if its required tax-
able year changes as a result of a change
in ownership.

(e) Change of taxable year. Once a
taxpayer has adopted a taxable year, such
taxable year must be used in computing
taxable income and making returns for all
subsequent years unless the taxpayer ob-
tains approval from the Commissioner to
make a change or the taxpayer is other-
wise authorized to change without the ap-
proval of the Commissioner under the In-
ternal Revenue Code (e.g., section 444 or
section 859) or the regulations thereunder.

(f) Obtaining approval of the Commis-
sioner or making a section 444 election.
See 8§1.442-1(b) for procedures for ob-
taining approval of the Commissioner
(automatically or otherwise) to adopt,
change, or retain an annual accounting
period. See 8§81.444-1T and 1.444-2T
for qualifications, and 1.444-3T for pro-
cedures, for making an election under
section 444.
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81.441-2 Election of taxable year
consisting of 52-53 weeks.

(&) In general—(1) Election. An €dligi-
ble taxpayer may elect to compute its tax-
able income on the basis of a fiscal year
that—

(i) Varies from 52 to 53 weeks;

(ii) Ends aways on the same day of the
week; and

(iii) Ends aways on—

(A) Whatever date this same day of the
week last occursin acalendar month; or

(B) Whatever date this same day of the
week falls that is the nearest to the last
day of the calendar month.

(2) Eligible taxpayer. A taxpayer is€li-
gibleto elect a 52-53-week taxable year if
such fiscal year would otherwise satisfy
the requirements of section 441 and the
regulations thereunder. For example, a
taxpayer that is required to use a calendar
year under §1.441-1(b)(1)(D) isnot an -
igible taxpayer.

(3) Example. The provisions of this
paragraph (@) are illustrated by the fol-
lowing example:

Example. If the taxpayer elects a taxable year
ending always on the last Saturday in November,
then for the year 2001, the taxable year would end
on November 24, 2001. On the other hand, if the
taxpayer had elected a taxable year ending aways
on the Saturday nearest to the end of November,
then for the year 2001, the taxable year would end
on December 1, 2001. Thus, in the case of ataxable
year described in paragraph (a)(1)(iii)(A) of this sec-
tion, the year will always end within the month and
may end on the last day of the month, or as many as
six days before the end of the month. In the case of a
taxable year described in paragraph (a)(2)(iii)(B) of
this section, the year may end on the last day of the
month, or as many as three days before or three days
after the last day of the month.

(b) Procedures to elect a 52-53-week
taxable year—(1) Adoption of a 52-53-
week taxable year—(i) In general. A new
eligible taxpayer elects a 52-53-week tax-
able year by adopting such year in accor-
dance with §1.441-1(c). A newly-formed
partnership, electing S corporation, or
newly-formed personal service corpora-
tion (PSC) may adopt a 52-53-week tax-
able year without the approval of the
Commissioner if such year ends with ref-
erence to either the taxpayer’s required
taxable year (as defined in
§1.441-1(b)(2)) or the taxable year
elected under section 444. See
§81.706-1, 1.1378-1 and 1.441-3. Simi-
larly, a newly-formed specified foreign
corporation (as defined in section 898(b))
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may adopt a 52-53-week taxable year if
such year ends with reference to the tax-
payer’s required taxable year, or, if the
one-month deferral election under section
898(c)(1)(B) is made, with reference to
the month immediately preceding the re-
quired taxable year. See §1.898-4(c)(3).
See also 8§1.1502-76(a)(1) for special
rules regarding subsidiaries adopting 52-
53-week taxable years.

(if) Filing requirement. A taxpayer
adopting a 52-53-week taxable year must
file with its federal income tax return for
its first taxable year a statement contain-
ing the following information—

(A) The calendar month with reference
to which the new 52-53-week taxable
year ends;

(B) The day of the week on which the
52-53-week taxable year aways will end;
and

(C) Whether the 52-53-week taxable
year will aways end on the date on which
that day of the week last occursin the cal-
endar month, or on the date on which that
day of the week falls that is nearest to the
last day of that calendar month.

(2) Change to (or from) a 52-53-week
taxable year—(i) In general. An election
of a52-53-week taxable year by an exist-
ing eligible taxpayer with an established
taxable year is treated as a change in an-
nual accounting period that requires the
approval of the Commissioner in accor-
dance with §1.442-1. Thus, a taxpayer
must obtain approval to change from its
current taxable year to a 52-53-week tax-
able year. Similarly, a taxpayer must ob-
tain approval to change from a 52-53-
week taxable year, or to change from one
52-53-week taxable year to another 52-
53-week taxable year. However, if a
change to a 52-53-week taxable year ends
with reference to the same calendar
month as the existing taxable year, or if a
change from a 52-53-week taxable year
ends with reference to the same calendar
month as the proposed taxable year, the
taxpayer may obtain approval for the
change automatically pursuant to admin-
istrative procedures published by the
Commissioner. See §1.442-1(b) for pro-
cedures for obtaining such approval.

(ii) Special rules for the short period
required to effect the change. If a change
to or from a 52-53-week taxable year re-
sultsin a short period (within the meaning
of 81.443-1(a)) of 359 days or more, or

six days or less, the tax computation
under 81.443-1(b) does not apply. If the
short period is 359 days or more, it is
treated as a full taxable year. If the short
period is six days or less, such short pe-
riod is not a separate taxable year but in-
stead is added to and deemed a part of the
following taxable year. (In the case of a
change to or from a 52-53-week taxable
year not involving a change of the month
with reference to which the taxable year
ends, the tax computation under
81.443-1(b) does not apply because the
short period will always be 359 days or
more, or six daysor less.) Inthe caseof a
short period which is more than six days
and less than 359 days, taxable income
for the short period is placed on an annual
basis for purposes of §1.443-1(b) by mul-
tiplying such income by 365 and dividing
the result by the number of days in the
short period. In such case, the tax for the
short period is the same part of the tax
computed on such income placed on an
annual basis as the number of daysin the
short period is of 365 days (unless
§1.443-1(b)(2), relating to the alternative
tax computation, applies). For an adjust-
ment in deduction for personal exemp-
tion, see §1.443-1(b)(1)(v).

(3) Examples. The following examples
illustrate paragraph (b)(2)(ii) of this sec-
tion:

Example 1. A taxpayer having a fiscal year end-
ing April 30, obtains approval to change to a 52-53-
week taxable year ending the last Saturday in April
for taxable years beginning after April 30, 2001.
This change involves a short period of 362 days,
from May 1, 2001, to April 27, 2002, inclusive. Be-
cause the change results in a short period of 359
days or more, it is not placed on an annual basis and
istreated as afull taxable year.

Example 2. Assume the same conditions as Ex-
ample 1, except that the taxpayer changes for tax-
able years beginning after April 30, 2002, to a tax-
able year ending on the Thursday nearest to April
30. This change results in a short period of two
days, May 1 to May 2, 2002. Because the short pe-
riod is less than seven days, tax is not separately
computed. This short period is added to and deemed
part of the following 52-53-week taxable year,

which would otherwise begin on May 3, 2002, and
end on May 1, 2003.

(c) Application of effective dates—(1)
In general. Except as provided in para-
graph (c)(3) of this section, for purposes
of determining the effective date (e.g., of
legislative or regulatory changes) or the
applicability of any provision of this title
that is expressed in terms of taxable years
beginning, including, or ending with ref-
erenceto thefirst or last day of aspecified



calendar month, a 52-53-week taxable
year is deemed to begin on the first day of
the calendar month nearest to the first day
of the 52-53-week taxable year, and is
deemed to end or close on the last day of
the calendar month nearest to the last day
of the 52-53-week taxable year, as the
case may be. Examples of provisions of
this title, the applicability of which is ex-
pressed in terms referred to in the preced-
ing sentence, include the provisions relat-
ing to the time for filing returns and other
documents, paying tax, or performing
other acts, and the provisions of part I,
subchapter B, chapter 6 (section 1561 and
following) relating to surtax exemptions
of certain controlled corporations.

(2) Examples. The provisions of para
graph (c)(2) of this section may be illus-
trated by the following examples:

Example 1. Assume that an income tax provision
is applicable to taxable years beginning on or after
January 1, 2001. For that purpose, a52-53-week tax-
able year beginning on any day within the period
December 26, 2000, to January 4, 2001, inclusive, is
treated as beginning on January 1, 2001.

Example 2. Assume that an income tax provision
requires that a return must be filed on or before the
15th day of the third month following the close of
the taxable year. For that purpose, a 52-53-week tax-
able year ending on any day during the period May
25 to June 3, inclusive, is treated as ending on May
31, the last day of the month ending nearest to the
last day of the taxable year, and the return, therefore,
must be made on or before August 15.

Example 3. X, a corporation created on January
1, 2001, elects a 52-53-week taxable year ending on
the Friday nearest the end of December. Thus, X's
first taxable year begins on Monday, January 1,
2001, and ends on Friday, December 28, 2001, its
next taxable year begins on Saturday, December 29,
2001, and ends on Friday, January 3, 2003; and its
next taxable year begins on Saturday, January 4,
2003, and ends on Friday, January 2, 2004. For pur-
poses of applying the provisions of Part |1, subchap-
ter B, chapter 6 of the Internal Revenue Code, X's
first taxable year is deemed to end on December 31,
2001; its next taxable year is deemed to begin on
January 1, 2002, and end on December 31, 2002,
and its next taxable year is deemed to begin on Janu-
ary 1, 2003, and end on December 31, 2003. Ac-
cordingly, each such taxable year is treated as in-
cluding one and only one December 31

(3) Changesin tax rates. If achangein
the rate of tax is effective during a 52-53-
week taxable year (other than on the first
day of such year as determined under
paragraph (c)(1) of this section), the tax
for the 52-53-week taxable year must be
computed in accordance with section 15,
relating to effect of changes, and the regu-
lations thereunder. For the purpose of the
computation under section 15, the deter-
mination of the number of days in the pe-

riod before the change, and in the period
on and after the change, is to be made
without regard to the provisions of para-
graph (b)(1) of this paragraph.

(4) Examples. The provisions of para
graph (c)(3) of this section may be illus-
trated by the following examples:

Example 1. Assume a change in the rate of tax is
effective for taxable years beginning after June 30,
2002. For a 52-53-week taxable year beginning on
Friday, November 2, 2001, the tax must be com-
puted on the basis of the old rates for the actual
number of days from November 2, 2001, to June 30,
2002, inclusive, and on the basis of the new rates for
the actual number of days from July 1, 2002, to
Thursday, October 31, 2002, inclusive.

Example 2. Assume a change in the rate of tax is
effective for taxable years beginning after June 30,
2001. For this purpose, a 52-53-week taxable year
beginning on any of the days from June 25 to July 4,
inclusive, is treated as beginning on July 1. There-
fore, no computation under section 15 will be re-
quired for such year because of the changein rate.

(d) Computation of taxable income.
The principles of section 451, relating to
the taxable year for inclusion of items of
gross income, and section 461, relating to
the taxable year for taking deductions,
generally are applicable to 52-53-week
taxable years. Thus, except as otherwise
provided, al items of income and deduc-
tion must be determined on the basis of a
52-53-week taxable year. However, a
taxpayer may determine particular items
as though the 52-53-week taxable year
were a taxable year consisting of 12 cal-
endar months, provided that practice is
consistently followed by the taxpayer and
clearly reflects income. For example, an
allowance for depreciation or amortiza-
tion may be determined on the basis of a
52-53-week taxable year, or as though the
52-53-week taxable year is a taxable year
consisting of 12 calendar months, pro-
vided the taxpayer consistently follows
that practice with respect to al deprecia
ble or amortizable items.

(e) Treatment of taxable years ending
with reference to the same calendar
month—(1) Pass-through entities. If a
pass-through entity (as defined in para-
graph (e)(3)(i) of this section) or an owner
of a pass-through entity (as defined in
paragraph (e)(3)(ii) of this section), or
both, use a 52-53-week taxable year and
the taxable year of the pass-through entity
and the owner end with reference to the
same calendar month, then, for purposes
of determining the taxable year in which
items of income, gain, loss, deductions, or
credits from the pass-through entity are

taken into account by the owner of the
pass-through, the owner’s taxable year
will be deemed to end on the last day of
the pass-through’s taxable year. Thus, if
the taxable year of a partnership and a
partner end with reference to the same
calendar month, then for purposes of de-
termining the taxable year in which that
partner takes into account items described
in section 702 and items that are de-
ductible by the partnership (including
items described in section 707(c)) and in-
cludible in the income of that partner, that
partner’s taxable year will be deemed to
end on the last day of the partnership’s
taxableyear. Similarly, if the taxable year
of an S corporation and a shareholder end
with reference to the same calendar
month, then for purposes of determining
the taxable year in which that shareholder
takes into account items described in sec-
tion 1366(a) and items that are deductible
by the S corporation and includible in the
income of that shareholder, that share-
holder’s taxable year will be deemed to
end on the last day of the S corporation’s
taxable year.

(2) Personal service corporations and
employee-owners. If the taxable year of a
PSC (within the meaning of §1.441-3(c))
and an employee-owner (within the
meaning of §1.441-3(g)) end with refer-
ence to the same calendar month, then for
purposes of determining the taxable year
in which an employee-owner takes into
account items that are deductible by the
PSC and includible in the income of the
employee-owner, the employee-owner’s
taxable year will be deemed to end on the
last day of the PSC's taxable year.

(3) Definitions—(i) Pass-through en-
tity. For purposes of this section, a pass-
through entity means a partnership, S cor-
poration, trust, estate, common trust fund
(within the meaning of section 584(i)),
controlled foreign corporation (within the
meaning of section 957), foreign personal
holding company (within the meaning of
section 552), or passive foreign invest-
ment company that is a qualified electing
fund (within the meaning of section
1295).

(ii) Owner of a pass-through entity. For
purposes of this section, an owner of a
pass-through entity means a taxpayer that
owns an interest in, or stock of, a pass-
through entity. For example, an owner of
a pass-through entity includes a partner in
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a partnership, a shareholder of an S cor-
poration, a beneficiary of atrust or an es-
tate, a participant in a common trust fund,
a U.S. shareholder (as defined in section
951(b)) of a controlled foreign corpora-
tion, a U.S. shareholder (as defined in
section 551(a)) of aforeign personal hold-
ing company, or a U.S. person that holds
stock in a passive foreign investment
company that isaqualified electing fund.

(4) Examples. The provisions of para-
graph (e)(2) of this section may be illus-
trated by the following examples:

Example 1. ABC Partnership uses a 52-53-week
taxable year that ends on the Wednesday nearest to
December 31, and its partners, A, B, and C, are indi-
vidual calendar year taxpayers. Assume that, for
ABC's taxable year ending January 3, 2001, each
partner’s distributive share of ABC's taxable income
is $10,000. Under section 706(a) and paragraph
(e)(2) of this section, for the taxable year ending De-
cember 31, 2000, A, B, and C each must include
$10,000 in income with respect to the ABC year
ending January 3, 2001. Similarly, if ABC makes a
guaranteed payment to A on January 2, 2001, A must
include the payment in income for A’s taxable year
ending December 31, 2000.

Example 2. X, a PSC, uses a 52-53-week taxable
year that ends on the Wednesday nearest to Decem-
ber 31, and al of the employee-owners of X areindi-
vidual calendar year taxpayers. Assume that, for its
taxable year ending January 3, 2001, X pays a bonus
of $10,000 to each employee-owner on January 2,
2001. Under paragraph (e)(2) of this section, each
employee-owner must include its bonus in income
for the taxable year ending December 31, 2000.

(5) Transition rule. In the case of an
owner of a pass-through entity (other than
the owner of a partnership or S corpora
tion) that is required by this paragraph (e)
to include in income for its first taxable
year ending on or after the date these reg-
ulations are published in the Federal
Register as final regulations amounts at-
tributable to two taxable years of a pass-
through entity, the amount that otherwise
would be required to be included in in-
come for such first taxable year by reason
of this paragraph (€) should beincluded in
income ratably over the four-taxable-year
period beginning with such first taxable
year under principles similar to
§1.702-3T, unless the owner of the pass-
through elects to include all such income
in its first taxable year ending on or after
the date these regulations are published in
the Federal Registeras final regulations.

81.441-3 Taxable year of a personal
service corporation.

(a) Taxable year—(1) Required taxable
year. Except as provided in paragraph
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(8)(2) of this section, the taxable year of a
personal service corporation (PSC) (as
defined in paragraph (c) of this section)
must be the calendar year.

(2) Exceptions. A PSC may have atax-
able year other than its required taxable
year (i.e., afiscal year) if it electsto usea
52-53-week taxable year that ends with
reference to the calendar year, makes an
election under section 444, or establishes
a business purpose for such fiscal year
and obtains the approval of the Commis-
sioner under section 442.

(b) Adoption, change, or retention of
taxable year—(1) Adoption of taxable
year. A PSC may adopt, in accordance
with §1.441-1(c), the calendar year, a52-
53-week taxable year ending with refer-
ence to the calendar year, or a taxable
year elected under section 444 without the
approval of the Commissioner. See
81.441-1. A PSC that wants to adopt any
other taxable year must establish a busi-
ness purpose and obtain the approval of
the Commissioner under section 442.

(2) Change in taxable year. A PSC
that wants to change its taxable year
must obtain the approval of the Commis-
sioner under section 442 or make an
election under section 444. However, a
PSC may obtain automatic approval for
certain changes, including a change to
the calendar year or to a 52-53-week tax-
able year ending with reference to the
calendar year, pursuant to administrative
procedures published by the Commis-
sioner.

(3) Retention of taxable year. In cer-
tain cases, a PSC will be required to
change its taxable year unless it obtains
the approval of the Commissioner under
section 442, or makes an election under
section 444, to retain its current taxable
year. For example, a corporation using a
June 30 fiscal year that becomes a PSC
and, as aresult, is required to use the cal-
endar year must obtain the approval of the
Commissioner to retain its current fiscal
year.

(4) Procedures for obtaining approval
or making a section 444 election. See
§1.442-1(b) for procedures to obtain the
approval of the Commissioner (automati-
cally or otherwise) to adopt, change, or
retain ataxable year. See 881.444-1T and
1.444-2T for qualifications, and
1.444-3T for procedures, for making an
election under section 444.

(5) Examples. The provisions of para
graph (b)(4) of this section may be illus-
trated by the following examples:

Example 1. X, whose taxable year ends on January
31, 2001, becomes a PSC for its taxable year begin-
ning February 1, 2001, and does not obtain the ap-
proval of the Commissioner for using a fisca year.
Thus, for taxable years ending before February 1,
2001, this section does not apply with respect to X.
For its taxable year beginning on February 1, 2001,
however, X will be required to comply with paragraph
(8 of thissection. Thus, unless X obtains approva of
the Commissioner to use a January 31 taxable year, or
makes a section 444 election, X will be required to
change its taxable year to the calendar year under
paragraph (b) of this section by using a short taxable
year that begins on February 1, 2001, and ends on De-
cember 31, 2001. Under paragraph (b)(1) of this sec-
tion, X may obtain automatic approva to change its
taxable year to acaendar year. See §1.442-1(b).

Example 2. Assume the same facts as in Example
1, except that X desires to change to a 52-53-week
taxable year ending with reference to the month of
December. Under paragraph (b)(1) of this section X
may obtain automatic approval to make the change.
See §1.442-1(b).

(c) Personal service corporation de-
fined—(1) In general. For purposes of
this section and section 442, a taxpayer is
aPSC for ataxable year only if—

(i) The taxpayer is a C corporation (as
defined in section 1361(a)(2)) for the tax-
able year;

(ii) The principal activity of the tax-
payer during the testing period is the per-
formance of personal services,

(iii) During the testing period, those
services are substantially performed by
employee-owners (as defined in para-
graph (g) of this section); and

(iv) Employee-owners own (as deter-
mined under the attribution rules of sec-
tion 318, except that “any” appliesinstead
of “50 percent” in section 318(a)(2)(C))
more than 10 percent of the fair market
value of the outstanding stock in the tax-
payer on the last day of the testing period.

(2) Testing period—(i) In general. Ex-
cept as otherwise provided in paragraph
(©)(2)(ii) of this section, the testing period
for any taxable year is the immediately
preceding taxable year.

(ii) New corporations. The testing pe-
riod for ataxpayer’sfirst taxable year isthe
period beginning on the first day of that
taxable year and ending on the earlier of—

(A) Thelast day of that taxable year; or

(B) The last day of the calendar year in
which that taxable year begins.

(3) Examples. The provisions of para
graph (c)(2)(ii) of this section may be il-
lustrated by the following examples:



Example 1. Corporation A's first taxable year be-
ginson June 1, 2001, and A desiresto use a Septem-
ber 30 taxable year. However, if A is a personal ser-
vice corporation, it must obtain the Commissioner’s
approval to use a September 30 taxable year. Pur-
suant to paragraph (c)(2)(ii) of this section, A’s test-
ing period for itsfirst taxable year beginning June 1,
2001, isthe period June 1, 2001, through September
30, 2001. Thus, if, based upon such testing period, A
is a personal service corporation, A must obtain the
Commissioner’s permission to use a September 30
taxable year.

Example 2. The facts are the same as in Example
1, except that A desires to use a March 31 taxable
year. Pursuant to paragraph (c)(2)(ii) of this section,
A's testing period for its first taxable year beginning
June 1, 2001, isthe period June 1, 2001, through De-
cember 31, 2001. Thus, if, based upon such testing
period, A is a personal service corporation, A must
obtain the Commissioner’s permission to use a
March 31 taxable year.

(d) Performance of personal services—
(1) Activities described in section
448(d)(2)(A). For purposes of this section,
any activity of the taxpayer described in
section 448(d)(2)(A) or the regulations
thereunder will be treated as the perfor-
mance of personal services. Therefore,
any activity of the taxpayer that involves
the performance of services in the fields
of health, law, engineering, architecture,
accounting, actuarial science, performing
arts, or consulting (as such fields are de-
fined in 81.448-1T) will be treated as the
performance of personal services for pur-
poses of this section.

(2) Activities not described in section
448(d)(2)(A). For purposes of this section,
any activity of the taxpayer not described
in section 448(d)(2)(A) or the regulations
thereunder will not be treated as the per-
formance of personal services.

(e) Principal activity—(1) General
rule. For purposes of this section, the
principal activity of a corporation for any
testing period will be the performance of
personal services if the cost of the corpo-
ration’s compensation (the compensation
cost) for such testing period that is attrib-
utable to its activities that are treated as
the performance of personal services
within the meaning of paragraph (d) of
this section (i.e., the total compensation
for personal service activities) exceeds 50
percent of the corporation’s total compen-
sation cost for such testing period.

(2) Compensation cost—(i) Amounts
included. For purposes of this section, the
compensation cost of a corporation for a
taxable year is equal to the sum of the fol-
lowing amounts allowable as a deduction,
allocated to a long-term contract, or oth-

erwise chargeable to a capital account by
the corporation during such taxable
year—

(A) Wages and salaries; and

(B) Any other amounts, attributable to
services performed for or on behalf of the
corporation by a person who is an em-
ployee of the corporation (including an
owner of the corporation who istreated as
an employee under paragraph (g)(2) of
this section) during the testing period.
Such amounts include, but are not limited
to, amounts attributable to deferred com-
pensation, commissions, bonuses, com-
pensation includible in income under sec-
tion 83, compensation for services based
on a percentage of profits, and the cost of
providing fringe benefits that are includi-
ble in income.

(ii) Amounts excluded. Notwithstand-
ing paragraph (e)(2)(i) of this section,
compensation cost does not include
amounts attributable to a plan qualified
under section 401(a) or 403(a), or to a
simplified employee pension plan defined
in section 408(K).

(3) Attribution of compensation cost to
personal service activity—(i) Employees
involved only in the performance of per-
sonal services. The compensation cost for
employees involved only in the perfor-
mance of activities that are treated as per-
sonal services under paragraph (d) of this
section, or employees involved only in
supporting the work of such employees,
are considered to be attributable to the
corporation’s personal service activity.

(ii) Employees involved only in activi-
ties that are not treated as the perfor-
mance of personal services. The compen-
sation cost for employees involved only
in the performance of activities that are
not treated as personal services under
paragraph (d) of this section, or for em-
ployees involved only in supporting the
work of such employees, are not consid-
ered to be attributabl e to the corporation’s
personal service activity.

(iii) Other employees. The compensa-
tion cost for any employee who is not de-
scribed in either paragraph (e)(3)(i) or
paragraph (e)(3)(ii) of this section (a
mixed-activity employee) is allocated as
follows—

(A) Compensation cost attributable to
personal service activity. That portion of
the compensation cost for a mixed activ-
ity employee that is attributable to the

corporation’s personal service activity
equals the compensation cost for that em-
ployee multiplied by the percentage of the
total time worked for the corporation by
that employee during the year that is at-
tributable to activities of the corporation
that are treated as the performance of per-
sonal services under paragraph (d) of this
section. That percentage is to be deter-
mined by the taxpayer in any reasonable
and consistent manner. Time logs are not
required unless maintained for other pur-
poses,

(B) Compensation cost not attributable
to personal service activity. That portion
of the compensation cost for a mixed ac-
tivity employee that is not considered to
be attributable to the corporation’s per-
sonal service activity is the compensation
cost for that employee less the amount de-
termined in paragraph (e)(3)(iii)(A) of
this section.

(f) Services substantially performed by
employee-owners—(1) General rule.
Personal services are substantially per-
formed during the testing period by em-
ployee-owners of the corporation if more
than 20 percent of the corporation’s com-
pensation cost for that period attributable
to its activities that are treated as the per-
formance of personal services within the
meaning of paragraph (d) of this section
(i.e., the total compensation for personal
service activities) is attributable to per-
sonal services performed by employee-
owners.

(2) Compensation cost attributable to
personal services. For purposes of para-
graph (f)(1) of this section—

(i) The corporation’s compensation
cost attributable to its activities that are
treated as the performance of personal
services is determined under paragraph
(e)(3) of this section; and

(ii) The portion of the amount deter-
mined under paragraph (f)(2)(i) of this
section that is attributable to personal ser-
vices performed by employee-owners is
to be determined by the taxpayer in any
reasonable and consistent manner.

(3) Examples. The provisions of this
paragraph (f) may be illustrated by the
following examples:

Example 1. For its taxable year beginning Febru-
ary 1, 2001, Corp A's testing period is the taxable
year ending January 31, 2000. During that testing
period, A's only activity was the performance of per-

sonal services. The total compensation cost of A (in-
cluding compensation cost attributable to employee-
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owners) for the testing period was $1,000,000. The
total compensation cost attributable to employee-
owners of A for the testing period was $210,000.
Pursuant to paragraph (f)(1) of this section, the em-
ployee-owners of A substantially performed the per-
sonal services of A during the testing period because
the compensation cost of A's employee-owners was
more than 20 percent of the total compensation cost
for al of A's employees (including employee-own-
ers).

Example 2. Corp B has the same facts as corpora-
tion A in Example 1, except that during the taxable
year ending January 31, 2001, B also participated in
an activity that would not be characterized as the
performance of personal services under this section.
The total compensation cost of B (including com-
pensation cost attributable to employee-owners) for
the testing period was $1,500,000 ($1,000,000 at-
tributable to B’s personal service activity and
$500,000 attributable to B’s other activity). The total
compensation cost attributable to employee-owners
of B for the testing period was $250,000 ($210,000
attributable to B’s personal service activity and
$40,000 attributable to B’s other activity). Pursuant
to paragraph (f)(1) of this section, the employee-
owners of B substantially performed the personal
services of B during the testing period because more
than 20 percent of B's compensation cost during the
testing period attributable to its personal service ac-
tivities was attributable to personal services per-
formed by employee-owners ($210,000).

(g) Employee-owner defined—(1) Gen-
eral rule. For purposes of this section, a
person is an employee-owner of a corpo-
ration for atesting period if—

(i) The person is an employee of the
corporation on any day of the testing pe-
riod; and

(ii) The person owns any outstanding
stock of the corporation on any day of the
testing period.

(2) Special rule for independent con-
tractors who are owners. Any person who
is an owner of the corporation within the
meaning of paragraph (g)(1)(ii) of this sec-
tion and who performs personal services
for, or on behalf of, the corporation is
treated as an employee for purposes of this
section, even if the legal form of that per-
son’srelationship to the corporation is such
that the person would be considered an in-
dependent contractor for other purposes.

(h) Special rules for affiliated groups
filing consolidated returns—(1) In gen-
eral. For purposes of applying this section
to the members of an affiliated group of
corporations filing a consolidated return
for the taxable year—

(i) The members of the affiliated group
are treated as a single corporation;

(if) The employees of the members of
the affiliated group are treated as employ-
ees of such single corporation; and
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(iii) All of the stock of the members of
the affiliated group that is not owned by
any other member of the affiliated group
is treated as the outstanding stock of that
corporation.

(2) Examples. The provisions of this
paragraph (h) may be illustrated by the
following examples:

Example 1. The affiliated group AB, consisting
of corporation A and its wholly owned subsidiary B,
filed a consolidated federal income tax return for the
taxable year ending January 31, 2001, and AB is at-
tempting to determine whether it is affected by this
section for its taxable year beginning February 1,
2001. During the testing period (i.e., the taxable
year ending January 31, 2001), A did not perform
persona services. However, B’s only activity was
the performance of personal services. On the last
day of the testing period, employees of A did not
own any stock in A. However, some of B’s employ-
eesown stock inA. In the aggregate, B's employees
own 9 percent of A's stock on the last day of the test-
ing period. Pursuant to paragraph (h)(1) of this sec-
tion, this section is effectively applied on a consoli-
dated basis to members of an affiliated group filing a
consolidated federal income tax return. Because the
only employee-owners of AB are the employees of
B, and because B’s employees do not own more than
10 percent of AB on the last day of the testing pe-
riod, AB is not a PSC subject to the provisions of
this section. Thus, AB is not required to determine
on a consolidated basis whether, during the testing
period, its principal activity is the providing of per-
sonal services, or the personal services are substan-
tially performed by employee-owners.

Example 2. The facts are the same as in Example
1, except that on the last day of the testing period A
owns only 80 percent of B. The remaining 20 per-
cent of B is owned by employees of B. The fair
market value of A, including its 80 percent interest
in B, as of the last day of the testing period, is
$1,000,000. In addition, the fair market value of the
20 percent interest in B owned by B’s employees is
$50,000 as of the last day of the testing period. Pur-
suant to paragraphs (c)(1)(iv) and paragraph (h)(1)
of this section, AB must determine whether the em-
ployee-owners of A and B (i.e., B's employees) own
more than 10 percent of the fair market value of A
and B as of the last day of the testing period. Be-
cause the $140,000 [($1,000,000 x .09) + $50,000]
fair market value of the stock held by B’s employees
is greater than 10 percent of the aggregate fair mar-
ket value of A and B as of the last day of the testing
period, or $105,000 [$1,000,000 + $50,000 x .10],
AB may be subject to this section if, on a consoli-
dated basis during the testing period, the principal
activity of AB is the performance of personal ser-
vices and the personal services are substantially per-
formed by employee-owners.

81.441-4 Effective date.

Sections 1.441-0 through 1.441-3 are
applicable for taxable years ending on or
after the date these regulations are pub-
lished in the Federal Registeras final
regulations.

§8 1.441-1T, 1.441-2T, 1.441-3T and
1.441-4T [Removed]

Par. 4. Sections 1.441-1T, 1.441-2T,
1.441-3T, and 1.441-4T are removed.

Par. 5. Section 1.442-1 is revised to
read as follows:

§1.442-1 Change of annual accounting
period.

(a) Approval of the Commissioner. A
taxpayer that has adopted an annual ac-
counting period (as defined in
§1.441-1(b)(3)) as its taxable year gener-
ally must continue to use that annual ac-
counting period in computing its taxable
income and for making its federal income
tax returns. If the taxpayer wants to
change its annual accounting period and
use a new taxable year, it must obtain the
approval of the Commissioner, unlessitis
otherwise authorized to change without
the approval of the Commissioner under
either the Internal Revenue Code (e.g.,
section 444 and section 859) or the regu-
lations thereunder (e.g., paragraph (c) of
this section). In addition, as described in
§1.441-1(c) and (d), a partnership, S cor-
poration, electing S corporation, or per-
sonal service corporation (PSC) generally
is required to secure the approval of the
Commissioner to adopt or retain an an-
nual accounting period other than its re-
quired taxable year. The manner of ob-
taining approva from the Commissioner
to adopt, change, or retain an annual ac-
counting period is provided in paragraph
(b) of this section. However, special rules
for obtaining approval may be providedin
other sections.

(b) Obtaining approval—(1) Time and
manner for requesting approval. Except
as otherwise provided in paragraph (b)(3)
of this section, in order to secure the ap-
proval of the Commissioner to adopt,
change, or retain an annual accounting
period, a taxpayer must file an applica-
tion, generally on Form 1128 (Application
to Adopt, Change, or Retain a Tax Year),
with the Commissioner. The Form 1128
must be filed no earlier than the day fol-
lowing the close of the first taxable year
in which the taxpayer wants the adoption,
change, or retention to be effective (the
first effective year) and no later than the
15" day of the third calendar month fol-
lowing the close of the first effective year.
However, in the case of a change that re-



sults in a short period of six days or less,
the Form 1128 must be filed no later than
the 15 day of the third calendar month
following the close of the short period,
even though the short period is not treated
as a separate taxable year under
§1.441-2(b)(2).

(2) General requirements for approval.
Except as provided in paragraph (b)(3) of
this section, an adoption, change, or re-
tention in annual accounting period will
be approved where the taxpayer estab-
lishes a business purpose for the re-
guested annual accounting period and
agrees to the Commissioner’s prescribed
terms, conditions, and adjustments for ef-
fecting the adoption, change, or retention.
In determining whether a taxpayer has es-
tablished a business purpose and which
terms, conditions, and adjustments will be
required, consideration will be given to
all the facts and circumstances relating to
the adoption, change, or retention, includ-
ing the tax conseguences resulting there-
from. Generally, the requirement of a
business purpose will be satisfied, and ad-
justments to neutralize any tax conse-
guences will not be required, if the re-
guested annual accounting period
coincides with the taxpayer’s required
taxable year (as defined in §1.441-1
(b)(2)), ownership taxable year, or natural
business year. In the case of a partner-
ship, S corporation, electing S corpora-
tion, or PSC, deferral of income to part-
ners, shareholders, or employee-owners
will not be treated as a business purpose.

(3) Administrative procedures.
Notwithstanding the provisions of para-
graphs (b)(1) and (2) of this section, the
Commissioner may prescribe administra-
tive procedures under which a taxpayer
will be permitted to adopt, change, or re-
tain an annual accounting period. These
administrative procedures will describe
the business purpose requirements (in-
cluding an ownership taxable year and a
natural business year) and the terms, con-
ditions, and adjustments necessary to ob-
tain approval. Such terms, conditions,
and adjustments may include adjustments
necessary to neutralize the tax effects of a
substantial distortion of income that
would otherwise result from the re-
guested annual accounting period includ-
ing: a deferral of a substantial portion of
the taxpayer’s income, or shifting of a
substantial portion of deductions, from

one taxable year to another; a similar de-
ferral or shifting in the case of any other
person, such as a beneficiary in an estate;
the creation of a short period in which
there is a substantial net operating loss,
capital loss, or credit (including a general
business credit); or the creation of a short
period in which there is a substantial
amount of income to offset an expiring
net operating loss, capital loss, or credit.
See, for example, Notice 2001-34
(200123 1.R.B. 1302), procedures to ob-
tain the Commissioner’s prior approval
of an adoption, change, or retention in
annual accounting period through appli-
cation to the national office; Rev. Proc.
200011 (2000-3 1.R.B. 309), automatic
approval procedures for certain corpora-
tions; Notice 2001-35 (2001-23 |.R.B.
1314), automatic approval procedures for
partnerships, S corporations, electing S
corporations, and PSCs; and Rev. Proc.
66-50 (1966-2 C.B. 1260), automatic ap-
proval procedures for individuals. For
availability of Revenue Procedures and
Notices, see §601.601(d)(2) of this chap-
ter.

(4) Taxpayers to whom section 441(g)
applies. If section 441(g) and
81.441-1(b)(1)(iv) apply to a taxpayer,
the adoption of afiscal year istreated as a
change in the taxpayer’s annual account-
ing period under section 442. Therefore,
that fiscal year can become the taxpayer’s
taxable year only with the approval of the
Commissioner. In addition to any other
terms and conditions that may apply to
such a change, the taxpayer must estab-
lish and maintain books that adequately
and clearly reflect income for the short
period involved in the change and for the
fiscal year proposed.

(c) Special rule for change of annual
accounting period by subsidiary corpora-
tion. A subsidiary corporation that is re-
quired to change its annual accounting pe-
riod under 8§1.1502—76, relating to the
taxable year of members of an affiliated
group that file a consolidated return, does
not need to obtain the approval of the
Commissioner or file an application on
Form 1128 with respect to that change.

(d) Special rule for newly married cou-
ples. (1) A newly married husband or wife
may obtain automatic approval under this
paragraph (d) to change his or her annual
accounting period in order to use the an-
nual accounting period of the other

spouse so that a joint return may be filed
for the first or second taxable year of that
spouse ending after the date of marriage.
Such automatic approval will be granted
only if the newly married husband or wife
adopting the annual accounting period of
the other spouse files afederal income tax
return for the short period required by that
change on or before the 15th day of the
4th month following the close of the short
period. See section 443 and the regula-
tions thereunder. If the due date for any
such short-period return occurs before the
date of marriage, the first taxable year of
the other spouse ending after the date of
marriage cannot be adopted under this
paragraph (d). The short-period return
must contain a statement at the top of
page one of the return that it isfiled under
the authority of this paragraph (d). The
newly married husband or wife need not
file Form 1128 with respect to a change
described in this paragraph (d). For a
change of annual accounting period by a
husband or wife that does not qualify
under this paragraph (d), see paragraph
(b) of this section.

(2) The provisions of this paragraph
(d) may beillustrated by the following ex-
ample:

Example. H & W marry on September 25, 2001.
H is on afiscal year ending June 30, and W ison a
calendar year. H wishes to change to a calendar year
in order to file joint returns with W. W'sfirst taxable
year after marriage ends on December 31, 2001. H
may not change to a calendar year for 2001 since,
under this paragraph (d), he would have had to filea
return for the short period from July 1 to December
31, 2000, by April 16, 2001. Since the date of mar-
riage occurred subsequent to this due date, the return
could not be filed under this paragraph (d). There-
fore, H cannot change to a calendar year for 2001.
However, H may change to a calendar year for 2002
by filing a return under this paragraph (d) by April
15, 2002, for the short period from July 1 to Decem-
ber 31, 2001. If H files such areturn, H and W may
file ajoint return for calendar year 2002 (which is
W’s second taxable year ending after the date of
marriage).

(e) Effective date. Therulesof this sec-
tion are applicable for taxable years end-
ing on or after the date these regulations
are published in the Federal Registeras
final regulations.

88 1.442-2T and 1.442-3T [Removed]

Par. 6. Sections 1.442-2T and 1.442—
3T are removed.

Par. 7. Section 1.706-1 is amended by
revising paragraphs (a) and (b) and
adding paragraph (d) to read as follows:
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81.706-1 Taxable years of partner and
partner ship.

() Year in which partnership incomeis
includible. (1) In computing taxable in-
come for a taxable year, a partner is re-
quired to include the partner’s distributive
share of partnership items set forth in sec-
tion 702 and the regulations thereunder
for any partnership taxable year ending
within or with the partner’s taxable year.
A partner must also include in taxable in-
come for a taxable year guaranteed pay-
ments under section 707(c) that are de-
ductible by the partnership under its
method of accounting in the partnership
taxable year ending within or with the
partner’s taxable year.

(2) The rules of this paragraph (a)(1)
may beillustrated by the following exam-

le:

P Example. Partner A reports his income using a
calendar year, while the partnership of which heisa
member reportsitsincome using afiscal year ending
May 31. The partnership reports itsincome and de-
ductions under the cash method of accounting. Dur-
ing the partnership taxable year ending May 31,
2002, the partnership makes guaranteed payments of
$120,000 to A for services and for the use of capital.
Of this amount, $70,000 was paid to A between June
1 and December 31, 2001, and the remaining
$50,000 was paid to A between January 1 and May
31, 2002. The entire $120,000 paid to A is includi-
blein A's taxable income for the calendar year 2002
(together with A’s distributive share of partnership
items set forth in section 702 for the partnership tax-
able year ending May 31, 2002).

(3) If a partner receives distributions
under section 731 or sells or exchanges all
or part of a partnership interest, any gain
or loss arising therefrom does not consti-
tute partnership income.

(b) Taxable year—(1) Partnership
treated as a taxpayer. The taxable year of
a partnership must be determined as
though the partnership were a taxpayer.

(2) Partnership’s taxable year—(i) Re-
quired taxable year. Except as provided in
paragraph (b)(2)(ii) of this section, the
taxable year of a partnership must be—

(A) The mgjority interest taxable year,
as defined in section 706(b)(4);

(B) If there is no majority interest tax-
able year, the taxable year of all of the

18 2001-2 C.B.

principal partners of the partnership, as
defined in 706(b)(3) (the principal part-
ners taxable year); or;

(C) If there is no majority interest tax-
able year or principal partners’ taxable
year, the taxable year that produces the
least aggregate deferral of income as de-
termined under 81.706-1(b)(3).

(i) Exceptions. A partnership may have
a taxable year other than its required tax-
able year if it elects to use a 52-53-week
taxable year that ends with referenceto its
required taxable year, makes an election
under section 444, or establishes a busi-
ness purpose for such taxable year and
obtains approval of the Commissioner
under section 442.

(3) Least aggregate deferral—(i) Tax-
able year that results in the least aggre-
gate deferral of income. The taxable year
that results in the least aggregate deferral
of income will be the taxable year of one
or more of the partners in the partnership
which will result in the least aggregate de-
ferral of income to the partners. The ag-
gregate deferral for a particular year is
equal to the sum of the products deter-
mined by multiplying the month(s) of de-
ferral for each partner that would be gen-
erated by that year and each partner’s
interest in partnership profitsfor that year.
The partner’s taxable year that produces
the lowest sum when compared to the
other partner’staxable yearsisthe taxable
year that results in the least aggregate de-
ferral of income to the partners. If the cal-
culation results in more than one taxable
year qualifying as the taxable year with
the least aggregate deferral, the partner-
ship may select any one of those taxable
years as its taxable year. However, if one
of the qualifying taxable years is also the
partnership’s existing taxable year, the
partnership must maintain its existing tax-
able year. The determination of the tax-
able year that resultsin the least aggregate
deferral of income generally must be
made as of the beginning of the partner-
ship’s current taxable year. The district di-
rector, however, may determine that the
first day of the current taxable year is not

the appropriate testing day and require the
use of some other day or period that will
more accurately reflect the ownership of
the partnership and thereby the actual ag-
gregate deferral to the partners where the
partners engage in a transaction that has
as its principal purpose the avoidance of
the principles of this section. Thus, for ex-
ample, the preceding sentence would
apply where there isatransfer of an inter-
est in the partnership that resultsin atem-
porary transfer of that interest principally
for purposes of qualifying for a specific
taxable year under the principles of this
section. For purposes of this section, de-
ferral to each partner is measured in terms
of months from the end of the partner-
ship's taxable year forward to the end of
the partner’s taxable year.

(ii) Determination of the taxable year
of a partner or partnership that uses a 52-
53-week taxable year. For purposes of the
calculation described in paragraph
(b)(3)(i) of this section, the taxable year
of a partner or partnership that uses a 52-
53-week taxable year must be the same
year determined under the rules of section
441(f) and the regulations thereunder with
respect to the inclusion of income by the
partner or partnership.

(iii) Special de minimisrule. If the tax-
able year that resultsin the least aggregate
deferral produces an aggregate deferral
that is less than .5 when compared to the
aggregate deferral of the current taxable
year, the partnership’s current taxable
year will be treated as the taxable year
with the least aggregate deferral. Thus,
the partnership will not be permitted to
change its taxable year.

(iv) Examples. The principles of this
section may be illustrated by the follow-
ing examples:

Example 1. Partnership Pis on afiscal year end-
ing June 30. Partner A reports income on the fiscal
year ending June 30 and Partner B reports income
on the fiscal year ending July 31. A and B each have
a 50 percent interest in partnership profits. For its
taxable year beginning July 1, 1987, the partnership
will be required to retain its taxable year since the
fiscal year ending June 30 results in the least aggre-

gate deferral of income to the partners. This determi-
nation is made as follows:



Test 6/30

Partner A
Partner B

Aggregate deferral

Test 7/31

Partner A
Partner B

Aggregate deferral

Year End

6/30
7/31

Year End

6/30
7131

Interest in
Partnership
Profits

Interest in
Partnership
Profits

Months of

Deferral for

6/30 Year
End

Months of
Deferral for
7/31 Year
End

11
0

Interest
x Deferral

Interest
x Deferral

55
0

55

Example 2. The facts are the same asin Example 1 except that A reportsincome on the calendar year and B reports on the fiscal year ending November 30. For the
partnership’s taxable year beginning July 1, 1987, the partnership is required to change its taxable year to afiscal year ending November 30 because such year results
in the least aggregate deferral of income to the partners. This determination is made as follows:

Test 12/31

Partner A
Partner B

Aggregate deferral

Test 11/30

Partner A
Partner B

Aggregate deferral

Year End

12/31
11/30

Year End

12/31
11/30

Interest in
Partnership
Profits

Interest in
Partnership
Profits

Months of

Deferral for

12/31 Year
End

11

Months of

Deferral for

11/30 Year
End

Interest
x Deferral

0
55

55

Interest
x Deferral

5
0

5

Example 3. The facts are the same as in Example 2 except that B reports income on the fiscal year ending June 30. For the partnership’s taxable year beginning
July 1, 1987, each partner’s taxable year will result in identical aggregate deferral of income. If the partnership’s current taxable year was neither afiscal year ending
June 30 nor the calendar year, the partnership would select either the fiscal year ending June 30 or the calendar year as its taxable year. However, since the partner-
ship’s current taxable year ends June 30, it must retain its current taxable year. The determination is made as follows:

Test 12/31

Partner A
Partner B

Aggregate deferral

Test 6/30

Partner A
Partner B

Aggregate deferral

Year End

12/31
6/30

Year End

12/31
6/30

Interest in
Partnership
Profits

Interest in
Partnership
Profits

Months of
Deferral
for 12/31
Year End

0
6

Months of
Deferral
for 6/30
Year End

6
0

Interest
x Deferral

0
3.0

3.0

Interest
x Deferral

3.0
0

3.0

Example 4. The facts are the same as in Example 1 except that on December 31, 1987, partner A sells a 4 percent interest in the partnership to Partner C, who re-
ports income on the fiscal year ending June 30, and a 40 percent interest in the partnership to Partner D, who also reports income on the fiscal year ending June 30.
The taxable year beginning July 1, 1987, is unaffected by the sale. However, for the taxable year beginning July 31, 1988, the partnership must determine the taxable
year resulting in the least aggregate deferral as of July 1, 1988. In this case, the partnership will be required to retain its taxable year since the fiscal year ending June

30 continues to be the taxable year that resultsin the least aggregate deferral of income to the partners.
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Example 5. The facts are the same as in Example 4 except that Partner D reports income on the fiscal year ending April 30. Asin Example 4, the taxable year dur-
ing which the sale took place is unaffected by the shifts in interests. However, for its taxable year beginning July 1, 1988, the partnership will be reguired to change
its taxable year to the fiscal year ending April 30. This determination is made as follows:

Test 7/31 Year End Interest in Months of Interest
Partnership Deferral x Deferral
Profits for 7/31
Year End
Partner A 6/30 .06 1 .66
Partner B 7/31 5 0 0
Partner C 6/30 .04 11 44
Partner D 4/30 4 9 3.60
Aggregate deferral 4.70
Test 6/30 Year End Interest in Months of Interest
Partnership Deferral x Deferral
Profits for 6/30
Year End
Partner A 6/30 .06 0 0
Partner B 7/31 5 1 5
Partner C 6/30 .04 0 0
Partner D 4/30 4 10 40
Aggregate deferral 45
Test 4/30 Year End Interest in Months of Interest
Partnership Deferral x Deferral
Profits for 4/30
Year End
Partner A 6/30 .06 2 A2
Partner B 7/31 5 3 150
Partner C 6/30 .04 2 .08
Partner D 4/30 4 0 0
Aggregate deferral 1.70

§1.706-1(b)(3) Test:

Current taxable year (June 30) 45
Less: Taxable year producing the least aggregate deferral (April 30) 17
Additional aggregate deferral (greater than .5) 2.8

Example 6. (i) Partnership P has two partners, A who reportsincome on the fiscal year ending March 31, and B who reportsincome on the fiscal year ending July
31. A and B share profits equally. P has determined its taxable year under §1.706—1(b)(3) to be the fiscal year ending March 31 asfollows:

Test 3/31 Year End Interest in Deferral for Interest
Partnership 3/31 Year x Deferral
Profits End
Partner A 3/31 5 0 0
Partner B 7/31 5 4 2
Aggregate deferral 2
Test 7/31 Year End Interest in Deferral for Interest
Partnership 7131 Year x Deferral
Profits End
Partner A 3/31 5 8 4
Partner B 7/31 5 0 0
Aggregate deferral 4

(ii) In May 1988, Partner A sells a45 percent interest in the partnership to C, who reports income on the fiscal year ending April 30. For the taxable period begin-
ning April 1, 1989, the fiscal year ending April 30 is the taxable year that produces the least aggregate deferral of income to the partners. However, under paragraph
(b)(3)(iii) of this section the partnership is required to retain its fiscal year ending March 31. This determination is made as follows:
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Test 3/31 Year End Interest in Deferral for Interest
Partnership 3/31 Year x Deferral
Profits End
Partner A 3/31 .05 0 0
Partner B 7/31 5 4 2.0
Partner C 4/30 45 1 45
Aggregate deferral 245
Test 7/31 Year End Interest in Deferral for Interest
Partnership 7/31 Year x Deferral
Profits End
Partner A 3/31 .05 8 .40
Partner B 7/31 5 0 0
Partner C 4/30 45 9 4.05
Aggregate deferral 4.45
Test 4/30 Year End Interest in Deferral for Interest
Partnership 4/30 Year x Deferral
Profits End
Partner A 3/31 .05 1 .55
Partner B 7/31 5 3 150
Partner C 4/30 .45 0 0
Aggregate deferral 2.05
§1.706-1(b)(3) Test:
Current taxable year (3/31) 245
Less: Taxable year producing the least aggregate deferral (4/30) 2.05
Additional aggregate deferral (less than .5) 40
(4) Measurement of partner’s profits onthe amount or nature of partnershipin- accounts in accordance with

and capital interest— (i) In general. The
rules of this paragraph (b)(4) apply in de-
termining the majority interest taxable
year, the principal partners taxable year,
and the least aggregate deferral taxable
year.

(ii) Profits interest—(A) In general.
For purposes of section 706(b), a part-
ner'sinterest in partnership profitsis gen-
erally the partner’s percentage share of
partnership profits for the current partner-
ship taxable year. |If the partnership does
not expect to have net income for the cur-
rent partnership taxable year, then a part-
ner'sinterest in partnership profitsinstead
must be the partner’s percentage share of
partnership net income for the first tax-
able year in which the partnership expects
to have net income.

(B) Percentage share of partnership
net income. The partner’s percentage
share of partnership net income for apart-
nership taxable year is the ratio of: the
partner’s distributive share of partnership
net income for the taxable year, to the
partnership’s net income for the year. If a
partner’s percentage share of partnership
net income for the taxable year depends

come for that year (due to, for example,
preferred returns or special allocations of
specific partnership items), then the part-
nership must make a reasonable estimate
of the amount and nature of itsincome for
the taxable year. This estimate must be
based on all facts and circumstances
known to the partnership as of the first
day of the current partnership taxable
year. The partnership must then use this
estimate in determining the partners' in-
terests in partnership profits for the tax-
able year.

(C) Distributive share. For purposes of
this paragraph (b)(4)(ii), a partner’s dis-
tributive share of partnership net income
is determined by taking into account all
rules and regulations affecting that deter-
mination, including, without limitation,
section 704(b), (c), and (€), section 736,
and section 743.

(iii) Capital interest. Generally, a part-
ner's interest in partnership capital is de-
termined by reference to the assets of the
partnership that the partner would be enti-
tled to upon withdrawal from the partner-
ship or upon liquidation of the partner-
ship. If the partnership maintains capital

§1.704-1(b)(2)(iv), then for purposes of
section 706(b), the partnership may as-
sume that a partner’s interest in partner-
ship capital is the ratio of the partner’s
capital account to all partners capital ac-
counts as of the first day of the partner-
ship taxable year.

(5) Certain tax-exempt partners disre-
garded. [Reserved]

(6) Foreign partners. [Reserved]

(7) Adoption of taxable year. A newly-
formed partnership may adopt, in accor-
dance with 81.441-1(c), its required tax-
able year, a 52-53-week taxable year
ending with reference to its required tax-
able year, or a taxable year elected under
section 444 without securing the approval
of the Commissioner. If a newly-formed
partnership wants to adopt any other tax-
able year, it must establish a business pur-
pose and secure the approval of the Com-
missioner under section 442.

(8) Change in taxable year—(i) Part-
nerships—(A) Approval required. An ex-
isting partnership may change its taxable
year only by securing the approval of the
Commissioner under section 442 or mak-
ing an election under section 444. How-
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ever, a partnership may obtain automatic
approval for certain changes, including a
change to its required taxable year, pur-
suant to administrative procedures pub-
lished by the Commissioner.

(B) Short period tax return. A partner-
ship that changes its taxable year must
make its return for a short period in accor-
dance with section 443, but must not an-
nualize the partnership taxable income.

(C) Change in required taxable year. |If
a partnership is required to change to its
majority interest taxable year, then no fur-
ther change in the partnership’s required
taxable year is required for either of the
two years following the year of the change.
This limitation against a second change
within a three-year period applies only if
thefirst change was to the majority interest
taxable year and does not apply following
a change in the partnership’s taxable year
to the principal partners' taxable year or
the least aggregate deferral taxable year.

(i) Partners. Except as otherwise pro-
vided in the Internal Revenue Code or the
regulations thereunder (e.g., section 859 re-
garding real estate investment trusts or
§1.442-2(c) regarding a subsidiary chang-
ing to its consolidated parent’s taxable
year), a partner may not change its taxable
year without securing the approva of the
Commissioner under section 442. How-
ever, certain partners may be eligible to ob-
tain automatic approval to change their tax-
able years pursuant to the regulations or
administrative procedures published by the
Commissioner. A partner that changes its
taxable year must makeitsreturn for ashort
period in accordance with section 443.

(9) Retention of taxable year. In certain
cases, a partnership will be required to
change its taxable year unless it obtains
the approval of the Commissioner under
section 442, or makes an election under
section 444, to retain its current taxable
year. For example, a partnership using a
taxable year that corresponds to its re-
quired taxable year must obtain the ap-
prova of the Commissioner to retain such
taxable year if its required taxable year
changes as a result of a change in owner-
ship, unless the partnership previously
obtained approval for its current taxable
year or, if appropriate, makes an election
under section 444,

(210) Procedures for obtaining approval
or making a section 444 election. See
§1.442-1(b) for procedures to obtain the
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approval of the Commissioner (automati-
cally or otherwise) to adopt, change, or
retain a taxable year. See 881.444-1T
and 1.444-2T for qualifications, and
81.444-3T for procedures, for making an
election under section 444.

* k *k x %

(d) Effective date. The rules of this
section are applicable for taxable years
ending on or after the date these regula-
tions are published in the Federal Regis-
ter as final regulations, except for para
graph (c) which applies for taxable years
beginning after December 31, 1953.

81.706—1T [Removed]

Par. 8. Section 1.706-1T is removed.

Par. 9. Section 1.898-4, as proposed to
be added at 58 FR 297, January 5, 1993,
is amended by adding paragraph
(©)(3)(iv) to read as follows:

§1.898-4 Special rules.
*kkkk
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(iv) Recognition of income and deduc-
tions. See §1.441-2(e) for rules regarding
the recognition of income and deductions
(e.g., amounts includible in gross income
pursuant to sections 951(a) or 553) if ei-
ther the majority United States share-
holder, or the specified foreign corpora-
tion, or both, elect to use a 52-53-week
taxable year under this paragraph (c)(3).

Par. 10. Section 1.1378-1 is added
under the undesignated centerheading
“Small Business Corporations and Their
Shareholders’ to read asfollows:

§1.1378-1 Taxable year of Scorporation.

(a) Ingeneral. Thetaxableyear of an S
corporation must be a permitted year or a
taxable year elected under section 444.
No corporation may make an election to
be an S corporation for any taxable year
unless the taxable year is a permitted year
or a taxable year elected under section
444. |n addition, an S corporation may
not change its taxable year to any taxable
year other than a permitted year or a tax-
able year elected under section 444. A
permitted year isthe required taxable year
(i.e., ataxable year ending on December
31), a 52-53-week taxable year ending
with reference to the required taxable

year, or any other taxable year for which
the corporation establishes a business pur-
pose to the satisfaction of the Commis-
sioner under section 442.

(b) Adoption of taxable year. An elect-
ing S corporation may adopt, in accor-
dance with 81.441-1(c), its required tax-
able year, a 52-53-week taxable year
ending with reference to its required tax-
able year, or a taxable year elected under
section 444 without the approval of the
Commissioner. See §1.441-1. An elect-
ing S corporation that wants to adopt any
other taxable year, must establish a busi-
ness purpose and abtain the approval of
the Commissioner under section 442.

(c) Changein taxable year. An S corpo-
ration or electing S corporation that wants
to change its taxable year must obtain the
approval of the Commissioner under sec-
tion 442 or make an election under section
444. However, an S corporation or electing
S corporation may obtain automatic ap-
proval for certain changes, including a
change to its required taxable year, pur-
suant to administrative procedures pub-
lished by the Commissioner.

(d) Retention of taxable year. In certain
cases, an S corporation or electing S corpo-
ration will be required to change its taxable
year unless it obtains the approval of the
Commissioner under section 442, or makes
an election under section 444, to retain its
current taxable year. For example, acorpo-
ration using a June 30 fiscal year that elects
to bean S corporation and, asaresult, isre-
quired to use the calendar year must obtain
the approva of the Commissioner to retain
its current fiscal year.

(e) Procedures for abtaining approval
or making a section 444 election—(1) In
general. See §1.442-1(b) for procedures
to obtain the approval of the Commis-
sioner (automatically or otherwise) to
adopt, change, or retain a taxable year.
See §81.444-1T and 1.444-2T for quali-
fications, and 1.444-3T for procedures,
for making an election under section 444.

(2) Special rules for electing S corpo-
rations. An electing S corporation that
wants to adopt, change to, or retain a tax-
able year other than its required taxable
year must request approval of the Com-
missioner on Form 2553 (Election by a
Small Business Corporation) when the
election to be an S corporation is filed
pursuant to section 1362(b) and
81.1362-6. See §1.1362—6(a)(2)(i) for



the manner of making an election to be an
S corporation. If such corporation re-
celves permission to adopt, change to, or
retain a taxable year other than its re-
quired taxable year, the electiontobean S
corporation will be effective. Denial of
the request renders the election ineffec-
tive unless the corporation agrees that, in
the event the request to adopt, change to,
or retain a taxable year other than its re-
quired taxable year is denied, it will
adopt, change to, or retain its required
taxable year or, if applicable, make an
election under section 444.

(f) Effective date. The rules of this sec-
tion are applicable for taxable years end-
ing on or after the date these regulations
are published in the Federal Registeras
final regulations.

PART 5c—TEMPORARY INCOME
TAX REGULATIONS UNDER THE
ECONOMIC RECOVERY TAX ACT OF
1981

Par. 11. The authority citation for part
5¢ continues to read as follows:

Authority 26 U.S.C. 168(f)(8)(G) and
7805.

85c.442-1 [Removed]
Par. 12. Section 5c.442—1 is removed.

PART 5f—TEMPORARY INCOME
TAX REGULATIONS UNDER THE
TAX EQUITY AND FISCAL
RESPONSIBILITY ACT OF 1982

Par. 13. The authority citation for part
5f continues to read in part as follows:
Authority: 26 U.S.C. 7805 * * *

§5f.442—1 [Removed]
Par. 14. Section 5f.442—1 isremoved.

PART 18—TEMPORARY INCOME
TAX REGULATIONS UNDER THE
SUBCHAPTER SREVISION ACT OF
1982

Par. 15. The authority citation for part
18 continues to read as follows:
Authority 26 U.S.C. 7805.

§18.1378-1 [Removed]
Par. 16. Section 18.1378-1 is removed.

Robert E. Wenzel,
Deputy Commissioner
of Internal Revenue.

(Filed by the Office of the Federal Register on June
12, 2001, 8:45 am., and published in the issue of the
Federal Register for June 13, 2001, 66 F.R. 31850)

New Form 2290SP Available for
Spanish-Speaking Taxpayers

Announcement 2001-69

New Form 2290SP, Declaracion del
Impuesto sobre el Uso de Vehicul os Pesa-
dos en las Carreteras, and its separate in-
structions are available for use by Span-
ish-speaking taxpayers. This return is
used to pay the tax on highway motor ve-
hicles with a taxable gross weight of
55,000 pounds or more. Form 2290SP
and its separate instructions will be avail-
able from IRS offices in the states of
Texas, New Mexico, Arizona, and Cali-
fornia.

You can aso obtain Form 2290SP by
telephone or by using IRS electronic in-
formation services.

Request by
Telephone

Number or address

1-800-TAX-FORM
(1-800-829-3676)

Personal computer:

IRS Web Site

File transfer protocol

WWW.irs.gov
ftp.irs.gov

Foundations Status of Certain
Organizations

Announcement 2001-70

The following organizations have
failed to establish or have been unable to
maintain their status as public charities
or as operating foundations. Accord-
ingly, grantors and contributors may not,
after this date, rely on previous rulings
or designations in the Cumulative List of
Organizations (Publication 78), or on the
presumption arising from the filing of
notices under section 508(b) of the Code.
This listing does not indicate that the or-
ganizations have lost their status as orga-
nizations described in section 501(c)(3),
eligible to receive deductible contribu-
tions.

Former Public Charities. The follow-
ing organizations (which have been
treated as organizations that are not pri-
vate foundations described in section
509(a) of the Code) are now classified as
private foundations:

20th St. Hope Housg, Inc.,
Baltimore, MD

Abundant Life Foundation,
Woashington, DC

Action-Maryland Foundation, Inc.,
Potomac, MD

Adoptive Family Network, Inc.,
Columbia, MD

Advanced Technology & Training Center,
Inc., Silver Spring, MD

Advocates for Child Care Professionals,
Inc., Rockville, MD

Afcom Foundation, Inc., Fairfax, VA

African American Heritage Society of
Charles County, Inc., Waldorf, MD

African Rura Development Concepts,
Inc., Burtonsville, MD

African Women'’s Project, Greenbelt, MD

Afriserve, Inc., Washington, DC

Alexandria Environmental Policy
Foundation, Alexandria, VA

Alpha Employment, Inc.,
Wilmington, DE

American Boating Safety & Education
Association, Inc., Bowie, MD

American Center for Patient Decision-
Making, Inc., Baltimore, MD

American Committee on Jerusalem,
Washington, DC

American Education & Allied Health
Career Center, Inc., College Park, MD

American Friends of the Gdansk Theatre
Foundation, Washington, DC

Angels International, Inc., Rockville, MD

Apollo Productions, Inc., Washington, DC

ArnaValley Community Health Clinic,
Arlington, VA

Assoc. of Lutherans Specializing in
Pastoral Care Ministries, Inc.,
Annapolis, MD

Association of Formulation Chemists,
Inc., Wayne, NJ

Athenas Place, Inc., Poolesville, MD

Balkan Institute, Inc., Yorktown Hts., NY

Baltimore County Housing Education
Fund, Inc., Baltimore, MD

Believersin Christ Fellowships
Ministries, Washington, DC

Betty Newman Residential Center, Inc.,
Jackson, MS

Big Brothers, Incorporated, Joplin, MO

Black Congress on Health Law and
Economics Foundation, Inc.,
Washington, DC

Brown Memorial, Inc., Washington, DC

Calvert T-Ball, Inc., Dunkirk, MD

Cam-Tech Power, Inc.,
Gaithersburg, MD
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Candidates and | ssues Facts Foundation,
Inc., McLean, VA

Capital City Youth and Amateur
Foundation, Richmond, VA

Cardina & Gold Football Foundation,
Inc., Timonium, MD

Caren Devel opment Company,
Adelphi, MD

Carver Langston Coalition, Inc.,
Washington, DC

Center for Creative Codlitions, Inc.,
Portsmouth, VA

Central Asia Research and Development
Center, Washington, DC

Central Virginia Bluegrass Association,
Stafford, VA

Cherry Hill Hope Devel opment
Corporation, Baltimore, MD

Children’s Choice, Inc., Staunton, VA

Children’s Educational Opportunity
Foundation of Kansas City, Inc.,
Shawnee, KS

Chillum Oaks Adventist Apts., Inc.,
Upper Marlboro, MD

Christs Bride Ministries, Inc.,
Merrifield, VA

Chung San Gol Mission, Inc., Herndon, VA

Church Street Apartments, Jackson, MS

Colin L. Murray Foundation, Inc.,
Baltimore, MD

Committee for the Capital City,
Washington, DC

Community Resource Development
Center, Inc., Bethesda, MD

Computer Smarts Community to
Community, Inc., Arlington, TX

Congregations United for Compassion
and Empowerment, Inc.,
Hyattsville, MD

Cornerstone-Cascade, Inc.,
Columbia, MD

Cultural Alliance of Charles City County
VA, Inc., Charles City, VA

D.C. Corporate Volunteer Council, Inc.,
Washington, DC

D.C. Mental Health Consumers L eague,
Woashington, DC

Dinwiddie County Historical Society,
Dinwiddie, VA

E. Doris Carney Scholarship Fund, Inc.,
Warwick, RI

Earth Keep, Manassas, VA

East Coast Childrens Home, Inc.,
Chillum, MD

Eastern Deaf Timberfest, Inc.,
Lanham, MD

Educators Basketball Association, Inc.,
Boyds, MD

24 2001-2 C.B.

Enuff is Enuff, Washington, DC

Fair Trade Market, Inc., Arlington, VA

Fauquier Artists Alliance, Warrenton, VA

Fire and Rescue Foundation of Prince
Georges County, Inc.,
College Park, MD

First #1 Place, Inc., Upper Marlboro, MD

Fort Washington Community Fund,
Fort Washington, MD

Foundation for Genetic Research Brain
and Behavior, Inc., Silver Spring, MD

Foundation for Global Environmental
Education, Washington, DC

Foundation for Interactive Educational
Activities, New York, NY

Frederick Athletic Academy,
Frederick, MD

Frederick County Human Services
Foundation, Inc., Frederick, MD

Friends for Friends, Incorporated,
Forestville, MD

Friends of Surratts-Clinton Branch
Library, Inc., Clinton, MD

Friends of the Academy of Law Justice
and Security, Inc., Washington, DC

Friends of the Silver Theater, Inc.,
Silver Spring, MD

Glade Valley Nursing & Rehabilitation
Center, Inc., Walkersville, MD

Globa Harmony Through Personal
Excellence, Washington, DC

Global Sustainable Development Fund,
New York, NY

Golden Age Providers, Inc.,
Chillum, MD

Greater Cleveland Health Education and
Service Council, Inc., Cleveland, OH

Hare Krishna Food for Life Global, Inc.,
Potomac, MD

Harris Hill Family Resource Center,
Incorporated, Baltimore, MD

Health Care International, Inc.,
Baltimore, MD

Healthpeace, Washington, DC

Healthy Harford, Inc., Fallston, MD

Heart to Heart House, Lake Jackson, TX

Helen Titter Park Committee,
Chesapeake Cy, MD

Helix Foundation, Incorporated,
Chevy Chase, MD

Help our Outdoor Playgrounds, Inc.,
Laurel, MD

Human Capital Development
Corporation, Easton, MD

Ibpat Joint Apprenticeship and Training
Fund, Washington, DC

Inabangnonsin the United States and
Canada Inausca, Baltimore, MD

Initiative for the Development of an East
Shore Altn. High Schooal, Inc.,
Bozman, MD

Ingtitute for Technology Assessment,
Woashington, DC

Inter City Community Aids Network of
Greater Washington, Inc.,
Woashington, DC

International Association of Homes and
Services for the Ageing,

Woashington, DC

International Planned Giving Foundation,
Inc., Baltimore, MD

International Society for Twin Studies,
Bethesda, MD

Israel Heritage, Inc., Westport, CT

James E. Morgan Cancer Research Fund,
Annapolis, MD

Jessup-Provinces Youth Organization,
Hanover, MD

Jillian Foundation, Incorporated,
Hagerstown, MD

Jorieum Health Affiliates, Baltimore, MD

Juwan Howard Foundation, Inc.,
Washington, DC

Kent Island Youth Center, Inc.,
Stevensville, MD

Kids First Tutorial, Inc., Lithonia, GA

Kings Court Project, Inc.,

Woashington, DC

Knox Hope Development Corporation,
Baltimore, MD

Lambs Nest, Suffolk, VA

Lance Johnson Foundation, Inc.,
Bethesda, MD

Legal Reform Institute, Washington, DC

Leonard E. Hicks Multi-Purpose
Community Center, Incorporated,
Baltimore, MD

Literacy Extension Project, Incorporated,
Baltimore, MD

Madison Hope Development
Corporation, Baltimore, MD

Margate Little Theatre, Inc, Berlin, NJ

Mariadjom Cape Verdean Childrens
Foundation, Inc., Adelphi, MD

Marion Creative Play Area, Inc.,

Marion, VA

Maryland Energy Conservation, Inc.,
Fallston, MD

Maryland Neuro Rehab Foundation, Inc.,
Frederick, MD

Maryland Stallions Youth Association,
Inc., Suitland, MD

Maryland World War |1 Memorial Fund,
Inc., Baltimore, MD

McS Referral & Resources, Inc.,
Baltimore, MD



Medical Missions, Inc., Hunt Valley, MD

Mega Intitute, Washington, DC

Memories, Inc., Fort Lauderdale, FL

Metro Deaf-Blind Service Center, Inc,
Rockville, MD

Metropolis Uplift, Inc., Washington, DC

Mid-Shore Athletic Association, Inc.,
Preston, MD

Moms Ink, Inkorporated,
San Juan Capistrano, CA

Montessori Resource Center of Delaware,
Inc., Wilmington, DE

Montgomery County Alliance for
Educational Excellence, Inc.,
Silver Spring, MD

Mountain Wilderness Camp, Easley, SC

Multimedia Productions, Inc.,
College Park, MD

Multi-Ventures Community Services,
Inc., Randallstown, MD

National Amputee Empowerment
Foundation, Washington, DC

National Anti-Child Abuse Movement,
Inc., Washington, DC

National Association for Recreational
Equality, Inc., Rockville, MD

National Family for the Advancement of
Minorities with Disabilities,
Woashington, DC

National Law Enforcement Integrity
Ingtitute, Inc., Annapolis, MD

National Leshian and Gay Health
Association, Washington, DC

Nebo Christian Ministries, Inc.,
Baltimore, MD

New Jersey Center for Economic Policy
and Education, Inc., New Brunswick, NJ

New Moment, Inc., Washington, DC

Northumberland Preservation, Inc.,
Heathsville, VA

Open Arms Foundation, Inc,
Capitol Heights, MD

Operation Shield, Inc., Roselle, NJ

Opportunity, Inc., Gambrills, MD

Oppositional Poster Conservation
Initiative Opci, Washington, DC

Orwell Institute, Washington, DC

Oxford Academy of the Arts,
Woashington, DC

Paik-Inje Memoria Institute for
Biomedical Science, La Jolla, CA

Pandoras Closet, Inc., Towson, MD

Panthers Playground Foundation, Inc,
Huntington, MD

Parent Support Group for Children with
Sickle Cell Disease, Washington, DC

Partners for Americas Success,
Washington, DC

PATS Pregnant Adolescent Teen Services,
Incorporated, Daytona Beach, FL

Peace or War Calm or Storm Foundation,
Lusby, MD

Petsfor Luv Animal Rescue,
Alexandria, VA

Pillar of Truth, Baltimore, MD

Pip Ministries, Washington, DC

Pride in America Leadership Ingtitute,
Alexandria, VA

Prince Georges County Tricentennial
Celebration Foundation, Inc.,
Riverdale, MD

Prof. Assoc. of Teachers Foundation,
Virginia Beach, VA

Project Promise, Baltimore, MD

Project Soar, Washington, DC

Prophecy, Inc., Washington, DC

Rapid Action Food Team, Dublin, OH

Reigning Cats & Dogs, Inc., Stafford, VA

Remy Foundation for Batten Disease,
Woodinville, WA

Research Education and Action on
Poverty, Inc., Washington, DC

Reservoir Hill H.O.PE., Inc.,
Baltimore, MD

Riverside Walter Reed Hospital
Auxiliary, Inc., Gloucester, VA

Rockville Football League, Inc.,
Rockville, MD

Rural Health Missions, Inc.,
Gaithersburg, MD

Safe Eddy Childrens Educational
Foundation, Tustin, CA

Sandtown-Winchester Senior Center,
Inc., Baltimore, MD

Save Another Youth, Inc., Baltimore, MD

Schools Around the World, Arlington, VA

Scott Anderson Christian Baseball
Scholarship Fund, Arlington, TX

Senior Services of Charles County, Inc.,
LaPlata, MD

Serve, Washington, DC

Shane Chadwick Memoria Scholarship
Fund, Chester, MT

Society to Prevent Tradein Stolen Art,
Ltd., Washington, DC

Something Simple Foundation, Newark, NJ

Southern Virginia Rail Trail Committee,
Charlotte Court House, VA

Southwest Community Council, Inc.,
Baltimore, MD

St. Marys County Football Organization,
Inc., Cdifornia, MD

St. Marys County Youth Lacrosse Club,
Inc., Lexington Park, MD

Stop Looking the Other Way (SLOW),
Inc., Bethesda, MD

Sturdy Black Bridges, Washington, DC

Success International, Ltd.,
Alexandria, VA

Suitland Housing Corporation A
Community Housing Devel opment,
Org., McLean, VA

Sunday Suppers, Washington, DC

Sunflower House, Inc., Washington, DC

Sustainable Earth, Inc., Arlington, VA

Teen Drama Productions, Inc., Sterling, VA

Theatre Conspiracy, Washington, DC

Tranquility Breast Cancer Foundation,
Salem, VA

Trees for Frederick Project, Ltd.,
Frederick, MD

Trinity Hope Development Corporation,
Baltimore, MD

Truth Publications, Incorporated,
Camdenton, MO

Uet-Lahore Alumni Association America,
Inc., Gaithersburg, MD

UMOJA of Illinois, Homewood, IL

Unified Committee for Afro-American
Contributions, Lexington Park, MD

United for Change Community
Development Corporation,
Woashington, DC

United States Deaf Soccer Organization,
Bethesda, MD

United States Military Polo Association,
Inc., Fairfax, VA

Unlimited Sports Abroad, Quinton, VA

Upper Room Emmaus of Lynchburg
Central Virginia, Lynchburg, VA

US-Azerbaijan Humanitarian Fund, Inc.,
Rockville, MD

Vegetarian Ingtitute of Nutrition and
Culinary Arts, Inc., Ellicott City, MD

Vietnamese American Society,
Woashington, DC

Wacel Memorial Scholarship Fund, Inc.,
Bethesda, MD

Washington Campus for Academic
Programs, Inc., Washington, DC

Washington County Public Schools
Foundation, Inc., Hagerstown, MD

Washington Sports Foundation, Inc.,
Bethesda, MD

Widowed Persons Service of the Eastern
Shore Virginia, Onancock, VA

Winfield Park Teachers Association
Philanthropic Fund, Inc.,
Winfield Park, NJ

Women's Education Foundation,
Denver, CO

Women's Research and Education
Institute Fund - The Wrel Fund,
Woashington, DC
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Wood Bros. Museums & Virginia
Motorsports Hall of Fame, Stuart, VA

Worcester Chorale, Inc., Berlin, MD

World Medical Mission, Inc.,
Gaithersburg, MD

Yonatans Story, Inc., Silver Spring, MD

Youth Enrichment Services, Inc.,
Baltimore, MD

Youth Works, Inc., Gosburg, VA

If an organization listed above submits
information that warrants the renewal of
its classification as a public charity or asa
private operating foundation, the Internal
Revenue Service will issue aruling or de-
termination letter with the revised classi-
fication as to foundation status. Grantors
and contributors may thereafter rely upon
such ruling or determination letter as pro-
vided in section 1.509(a)—7 of the Income
Tax Regulations. It is not the practice of
the Service to announce such revised clas-
sification of foundation statusin the Inter-
nal Revenue Bulletin.

Electronic Payee Statements;
Hearing

Announcement 2001-71

AGENCY: Interna Revenue Service
(IRS), Treasury.

ACTION: Rescheduled public hearing
on proposed rulemaking.

SUMMARY: Thisdocument reschedules
the public hearing on proposed regula-
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tions (REG-107186-00, 2001-13 I.R.B.
973) relating to voluntary electronic fur-
nishing of payee statements on Forms
W-2.

DATES: The public hearing is being held
on Wednesday, July 25, 2001, at 10 am.
Outlines of oral comments must be re-
ceived by July 6, 2001.

ADDRESSES: The public hearing is
being held in room 4716, Internal Rev-
enue Building, 1111 Constitution Avenue,
NW, Washington, DC. Send submissions
to: Regulations Unit CC (REG-107186-
00), room 5226, Internal Revenue Ser-
vice, POB 7604, Ben Franklin Station,
Washington, DC 20044. Submissions
may be hand delivered between the hours
of 8 am. and 5 p.m. to: Regulations Unit
CC (REG-107186-00), Courier’s Desk,
Internal Revenue Service, 1111 Constitu-
tion Avenue NW, Washington, DC. Alter-
natively, taxpayers may submit outlines
of oral comments electronically directly
to the IRS Internet site at
http://mwwi.irs.govitax_regs/regdlist.html.

FOR FURTHER INFORMATION CON-
TACT: Concerning the regulations, Laura
Nash (202) 622-4910; concerning sub-
missions, Sonya M. Cruse (202) 622-
7180 (not atoll-free number).

SUPPLEMENTARY INFORMATION:
Background

A notice of proposed rulemaking and
notice of public hearing, appearing in the

Federal Registeron Wednesday, Febru-
ary 14, 2001 (66 FR 10247), announced
that a public hearing was being held on
June 4, 2001, regarding proposed regula
tions under sections 6041 and 6051. A
hearing cancellation document was inad-
vertently published in the Federal Regis-
ter on May 23, 2001 (66 FR 28408).
Thus, the IRS is rescheduling the public
hearing for Wednesday, July 25, 2001, at
10 am. in room 4716. Outlines of oral
comments must be received by July 6,
2001.

Cynthia E. Grigsby,

Chief, Regulations Unit,

Office of Special Counsel
(Modernization & Strategic Planning).

(Filed by the Office of the Federal Register on June
13, 2001, 8:45 am., and published in the issue of the
Federal Register for June 14, 2001, 66 F.R. 32279)



Part I. Rulings and Decisions Under the Internal Revenue Code of 1986

Section 42.—Low-Income
Housing Credit

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of July 2001. See Rev. Rul. 2001-34, page 31.

Section 280G.—Golden
Parachute Payments
Federal short-term, mid-term, and long-term

rates are set forth for the month of July 2001. See
Rev. Rul. 2001-34, page 31.

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

The adjusted applicable federal long-term rate is
set forth for the month of July 2001. See Rev. Rul.
2001-34, page 31.

Section 420.— Transfers of
Excess Pension Assets to
Retiree Health Accounts

26 CFR 1.420-1: Sgnificant reduction in retiree
health coverage during the cost maintenance
period.

T.D. 8948

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Part 1

Minimum Cost Requirement
Permitting the Transfer of
Excess Assets of a Defined
Benefit Pension Plan to a
Retiree Health Account

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Final regulations.

SUMMARY: This document contains final
Income Tax Regulations relating to the
minimum cost requirement under section
420, which permits the transfer of excess
assets of adefined benefit pension planto a
retiree health account. Pursuant to section
420(c)(3)(E), these regulations provide that
an employer who significantly reduces re-

tiree health coverage during the cost main-
tenance period does not satisfy the mini-
mum cost requirement of section 420(c)(3).
In addition, these regulations clarify the cir-
cumstances under which an employer is
considered to have significantly reduced re-
tiree health coverage during the cost main-
tenance period.

DATES: Effective Date: These regula-
tions are effective June 19, 2001.

Applicability Date: These regulations
are applicable to transfers of excess pen-
sion assets occurring on or after Decem-
ber 18, 1999. See the Effective Date por-
tion of this preamble.

FOR FURTHER INFORMATION CON-
TACT: Janet A. Laufer or Vernon S. Carter
(202) 622-6060 (not atoll-free number).

SUPPLEMENTARY INFORMATION:

Background

This document contains final regula-
tions (26 CFR Part 1) under section 420
of the Internal Revenue Code of 1986
(Code). These regulations provide guid-
ance concerning the minimum cost re-
quirement under section 420. The Rev-
enue Reconciliation Act of 1990 (Public
Law 101-508) (104 Stat. 1388), section
12011, added section 420 of the Code, a
temporary provision permitting certain
qualified transfers of excess pension as-
sets from a non-multiemployer defined
benefit pension plan to a health benefits
account. A health benefits account is de-
fined as an account established and main-
tained under section 401(h) of the Code
(401(h) account) that is part of the plan.t

1 Section 420(a)(1) and (2) provide that the trust that is
part of the plan is not treated as failing to satisfy the
qualification requirements of section 401(a) or (h) of
the Code, and no amount is includible in the gross
income of the employer maintaining the plan, solely by
reason of such transfer. Also, section 420(a)(3) pro-
videsthat a quaified transfer is not treated as either an
employer reversion for purposes of section 4980 or a
prohibited transaction for purposes of section 4975.

In addition, Title | of the Employee Retirement In-
come Security Act of 1974 (88 Stat. 829), as amended
(ERISA), provides that a qudified transfer pursuant to
section 420 is not a prohibited transaction under
ERISA (ERISA section 408(b)(13)) or a prohibited re-
version of assets to the employer (ERISA section
403(c)(1)). ERISA aso provides certain notification
requirements with respect to such qualified transfers.

One of the conditions of a qualified sec-
tion 420 transfer was that the employer
satisfy a maintenance of effort require-
ment in the form of a“minimum cost re-
quirement” under which the employer
was required to maintain employer-pro-
vided retiree health expenditures for cov-
ered retirees, their spouses, and depen-
dents at a minimum dollar level for a
5-year cost maintenance period, begin-
ning with the taxable year in which the
qualified transfer occurs.

The Uruguay Round Agreements Act
(Public Law 103-465) (108 Stat. 4809)
(December 8, 1994) extended the avail-
ability of section 420 through December
31, 2000. In conjunction with the exten-
sion, Congress modified the maintenance
of effort rules for plans transferring assets
for retiree health benefits so that employ-
ers could take into account cost savings
realized in their health benefit plans. Asa
result, the focus of the maintenance of ef-
fort requirement was shifted from health
costs to health benefits. Under this “ben-
efit maintenance requirement,” which ap-
plied to qualified transfers made after De-
cember 8, 1994, an employer had to
maintain substantially the same level of
employer-provided retiree health cover-
age for the taxable year of the transfer and
the following 4 years. The level of cover-
age required to be maintained was based
on the coverage provided in the taxable
year immediately preceding the taxable
year of the transfer.

The Tax Relief Extension Act of 1999
(title V of H.R. 1180, the Ticket to Work
and Work Incentives Improvement Act of
1999) (Public Law 106-170,113 Stat.
1860) (TREA-99) extended section 420
through December 31, 2005. In conjunc-
tion with this extension, the minimum
cost requirement was reinstated as the ap-
plicable “maintenance of effort” provi-
sion (in lieu of requiring the maintenance
of the level of coverage) for qualified
transfers made after December 17, 1999.
Because the minimum cost requirement
relates to per capita cost, an employer
could satisfy the minimum cost require-
ment by maintaining the average cost
even though the employer defeats the pur-
pose of the maintenance of effort require-
ment by reducing the number of people
covered by the health plan. Inresponseto
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concerns regarding this possibility,
TREA-99 also added section 420(c)
(3)(E), which requires the Secretary of the
Treasury to prescribe such regulations as
may be necessary to prevent an employer
who significantly reduces retiree health
coverage during the cost maintenance pe-
riod from being treated as satisfying the
minimum cost requirement of section
420(c)(3). If the minimum cost require-
ment of section 420(c)(3) is not satisfied,
the transfer of assets from the pension
plan to the 401(h) account is not a “quali-
fied transfer” to which the provisions of
section 420(a) apply.

On January 5, 2001, a notice of pro-
posed rulemaking (REG-116468-00,
2001-6 1.R.B. 522) was published in the
Federal Register(66 FR 1066). Written
comments were received on the proposed
regulations. A public hearing scheduled
for March 15, 2001, was canceled be-
cause no one had requested to speak (66
FR 13864). After consideration of al the
comments received on the proposed regu-
lations, the regulations are adopted as
modified by this Treasury decision.

Explanation of Provisions
General Framework

Following the approach taken in the
proposed regulations, these regulations
provide that the minimum cost require-
ment of section 420(c)(3) is not met if
an employer significantly reduces re-
tiree health coverage during the cost
maintenance period. Whether an em-
ployer has significantly reduced retiree
health coverage is determined by look-
ing at the number of individuals (re-
tirees, their spouses, and dependents)
who lose coverage during the cost main-
tenance period as a result of employer
actions, measured on both an annual
basis and a cumulative basis.

In determining whether an employer
has significantly reduced retiree health
coverage, the regulations provide that the
employer does not satisfy the minimum
cost requirement if the percentage de-
crease in the number of individuals pro-
vided with applicable health benefits that
is attributable to employer action exceeds
10 percent in any year, or if the sum of the
annual percentage decreases during the
cost maintenance period exceeds 20 per-
cent.
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Employer Action

The regulations retain the broad defini-
tion of employer action contained in the
proposed regulations. Thus, employer ac-
tion includes not only plan amendments
but also situations in which other em-
ployer actions, such as the sae of all or
part of the employer’s business, operatein
conjunction with the existing plan terms
to have the indirect effect of ending an in-
dividual’s coverage.

The proposed regulations contained no
exceptions from the rule that treats indi-
viduals as losing health coverage by rea
son of employer action if those individu-
als' coverage ends by reason of a sde of
all or part of the employer’s business,
even if the buyer provides coverage for
such individuals (on the implicit assump-
tion that a buyer of less than an entire cor-
poration rarely undertakes to provide such
coverage to retirees in these transactions).
The preamble to the proposed regulations
specifically requested comments as to (1)
the circumstances, if any, in which buyers
commonly provide the seller’s retirees,
and their spouses and dependents, with
health coverage following a corporate
transaction, and (2) in such cases, criteria
that should apply to the replacement cov-
erage in determining whether to treat those
individuals as not having lost coverage.

Commentators disagreed with the as-
sumption stated in the preamble to the
proposed regulations that a buyer acquir-
ing a portion of a seller’s business rarely
undertakes to provide retiree health cov-
erage to retirees in these transactions and
expressed concern about the approach
taken in the proposed regulations con-
cerning individuals who lose retiree
health coverage in such situations. One
commentator stated that in the case of
business combinations involving organi-
zations that contract with the United
States Government, the relevant procure-
ment regulations encourage buyers to as-
sume a seller’s obligations for retirees’
pension and retiree medical benefits.
Other commentators expressed a desire to
retain flexibility in structuring future
business dispositions so that a buyer or
transferee of a business could undertake
to provide retiree health coverage for the
seller’s employees.

Generally, commentators requested that
the regulations allow an employer who
sells or transfers a business to take into

account health coverage that a buyer or
transferee provides to retired employees
of the employer. Various approaches
were suggested, most of them centering
around allowing an employer to take
credit for retiree health benefits provided
by a buyer or transferee that are substan-
tially similar to the benefits provided by
the employer.

In cases in which a buyer acquires the
entire employer sponsoring the pension
plan that is the subject of the maintenance
of effort requirement under section
420(c)(3)(E), no specia rule is required,
because the buyer as the successor em-
ployer maintaining the plan is responsible
for continuing to satisfy the minimum
cost requirements of section 420(c)(3)
with respect to that transfer. However,
based upon comments received, these
final regulations include a special rule
that allows the employer responsible for
satisfying the maintenance of effort re-
quirement of section 420(c)(3)(E) to take
credit for a buyer’s or transferee's provi-
sion of retiree health benefits in certain
other situations.

Under the final regulations, an em-
ployer may, but is not required to, treat re-
tiree health coverage as not having ended
for individuals whose coverage is pro-
vided by a buyer. In such a case, for the
year of the sale and future taxable years of
the cost maintenance period, the em-
ployer must apply the minimum cost re-
quirement contained in section 420(c)(3)
by treating the individuals whose cover-
age is provided by the buyer as individu-
als to whom coverage for applicable
health benefitsis provided during the year
(i.e., including all such individuals in the
denominator in the determination of ap-
plicable employer cost) and treating
amounts the buyer spends on health bene-
fits for those individuals as qualified cur-
rent retiree health liabilities. After the
buyer commences providing the retiree
health benefits, action of the buyer is at-
tributed to the employer for purposes of
determining whether an individual’s cov-
erage ends by reason of employer action.
Accordingly, if a buyer initially provides
retiree health benefits to individuals af-
fected by the sale, but later amends its
plan to stop providing benefits to thosein-
dividuals, the employer must treat those
individuals as having lost coverage by
reason of employer action.



These final regulations also add a defi-
nition of “sale” to clarify that the rule for
sales applies aswell to other transfers of a
business. In the case of a transfer, the
transferee is treated as the buyer. Thus,
for example, the rule appliesin asituation
in which an employer spins off all or part
of its business, and also applies when a
contractor that operates a government-
owned facility is replaced by another con-
tractor and the replacement contractor
hires the employees of the prior contrac-
tor to operate the facility.

Effective Date

The proposed regulations provided that
the 10 percent annual limit would not
apply to a taxable year beginning before
February 5, 2001 (30 days after publica
tion of the proposed regulations in the
Federal Registe). However, under the
proposed regulations, the 20 percent cu-
mulative limit applied with respect to cost
maintenance periods pertaining to any
transfers made on or after December 18,
1999. Thus, if an employer reduced cov-
erage by more than 20 percent prior to is-
suance of the proposed regulations, the
employer would have failed the cumula
tive test.

Several commentators expressed con-
cern about the proposed effective date of
transfers occurring on or after December
18, 1999. None of the comments indi-
cated that any employers had in fact re-
duced coverage by more than 20 percent
prior to issuance of the proposed regula
tions, and one of the commentators stated
that as a practical matter, the issue of
retroactivity is moot. However, a number
of the commentators expressed concern
over retroactive effective dates in Trea-
sury regulations as a matter of principle.

These final regulations, like the pro-
posed regulations, provide that the 20 per-
cent cumulative test will apply with re-
spect to transfers of excess pension assets
occurring on or after December 18, 1999.
In order to address concerns raised by
commentators, however, the final regula-
tions take into account any reinstatement
of coverage that occurs during the portion
of a cost maintenance period that pre-
cedes thefirst day of thefirst taxable year
beginning on or after January 1, 2002 (the
initial period). Thus, for purposes of the
cumulative test, if an employer reduced
retiree health coverage by more than 20

percent, the employer can, before the end
of the initial period, resume providing
coverage for individuals who lost cover-
age and treat those individuals as not hav-
ing lost coverage. However, if an em-
ployer reduces retiree health coverage by
more than 20 percent during theinitial pe-
riod and does not “correct” by again pro-
viding coverage for individuals who lost
coverage, the employer would fail the cu-
mulative test. Also, the annual test of
significant reduction applies only to tax-
able years beginning on or after January
1, 2002, which reflects a further delay
from the date in the proposed regulation.

Additional changes

The proposed regulations contained a
special rule that addresses situations in
which an employer adopts plan terms that
establish eligihility for health coverage
for some individuals, but provide that
those same individuals lose health cover-
age upon the occurrence of a particular
event or after a stated period of time. In
those cases, an individua is not counted
as having lost health coverage by reason
of employer action merely because that
individual’s coverage ends upon the oc-
currence of the event or after a certain pe-
riod of time, such as when health benefits
are provided to employeesretiring asare-
sult of a plant closing only for the period
during which they receive severance pay
(see example 2 of the regulations). Asa
result of the changes discussed above that
address “corrections’ through restoration
of coverage during the initial period and
sale transactions, these final regulations
contain two modifications of the special
rule for contemporaneously-adopted plan
terms. Firgt, the special rule is not avail-
able with respect to an amendment that
restores coverage before the end of the
initial period. Second, in the context of
an amendment of a buyer’s health plan to
provide retiree health coverage for a
seller’s employees, the special ruleis
available only to the extent that any terms
that have the effect of ending an individ-
ual’s coverage are the same as the terms
of the plan maintained by the seller, and
only if the terms of the seller’s plan that
terminate coverage were adopted contem-
poraneously with the provision under
which the individual became dligible for
retiree health coverage under the seller’s
plan.

Special Analyses

It has been determined that this Trea-
sury decision is not a significant regula-
tory action as defined in Executive Order
12866. Therefore, a regulatory assess-
ment is not required. It has also been de-
termined that section 553(b) of the Ad-
ministrative Procedure Act (5 U.S.C.
chapter 5) does not apply to these regula-
tions, and, because the regulations do not
impose a collection of information on
small entities, the Regulatory Flexibility
Act (5 U.S.C. chapter 6) does not apply.
Pursuant to section 7805(f) of the Code,
the notice of proposed rulemaking pre-
ceding these regulations was submitted to
the Chief Counsel for Advocacy of the
Small Business Administration for com-
ment on itsimpact on small business.

Drafting Information

The principal authors of these regula-
tions are Janet A. Laufer and Vernon S.
Carter, Office of Divison Counsel/Associ-
ate Chief Counsel (Tax Exempt and Gov-
ernment Entities). However, other person-
nel from the IRS and Treasury Department
participated in their development.

* * * % %

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR part 1 is amended
asfollows:

PART 1-INCOME TAXES

Paragraph 1. The authority citation for
part 1 is amended by adding a new entry
in numerical order to read in part as fol-
lows:

Authority: 26 U.S.C. 7805, 26 U.S.C.
420(c)(3)(E)***

Par. 2. Section 1.420-1 is added under
the undesignated centerheading “Pension,
Profit-Sharing, Stock Bonus Plans, etc.”
to read asfollows:

§1.420-1 Sgnificant reduction in retiree
health coverage during the cost
maintenance period.

(@) In general. Notwithstanding sec-
tion 420(c)(3)(A), the minimum cost re-
guirements of section 420(c)(3) are not
met if the employer significantly reduces
retiree health coverage during the cost
maintenance period.
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(b) Sgnificant reduction—(1) In gen-
eral. An employer significantly reduces
retiree health coverage during the cost
maintenance period if, for any taxable
year beginning on or after January 1,
2002, that is included in the cost mainte-
nance period, either —

(i) The employer-initiated reduction
percentage for that taxable year exceeds
10 percent; or

(if) The sum of the employer-initiated
reduction percentages for that taxable year
and al prior taxable years during the cost
maintenance period exceeds 20 percent.

(2) Employer-initiated reduction per-
centage. The employer-initiated reduction
percentage for any taxable year is the
fraction B/A, expressed as a percentage,
where:

A = The total nhumber of individuals
(retired employees plus their
spouses plus their dependents)
receiving coverage for applica
ble health benefits as of the day
before the first day of the taxable

year.

The total number of individuals
included in A whose coverage
for applicable health benefits
ended during the taxable year by
reason of employer action.

(3) Secial rules for taxable years be-
ginning before January 1, 2002. The fol-
lowing rules apply for purposes of com-
puting the amount in paragraph (b)(2)(ii)
of this section if any portion of the cost
maintenance period precedes the first day
of the first taxable year beginning on or
after January 1, 2002—

(i) Aggregation of taxable years. The
portion of the cost maintenance period
that precedes the first day of the first tax-
able year beginning on or after January 1,
2002 (the initial period), is treated as a
single taxable year and the employer-ini-
tiated reduction percentage for the initial
period is computed as set forth in para-
graph (b)(2) of this section, except that
the words “initial period” apply instead of
“taxable year.”

(i) Loss of coverage. If coverage for
applicable health benefits for an individ-
ual ends by reason of employer action at
any time during the initial period, an em-
ployer may treat that coverage as not hav-
ing ended if the employer restores cover-
age for applicable health benefits to that
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individual by the end of theinitial period.
(4) Employer action—(i) General rule.
For purposes of paragraph (b)(2) of this
section, an individual’s coverage for ap-
plicable health benefits ends during a tax-
able year by reason of employer action, if
on any day within the taxable year, the in-
dividual’s eligibility for applicable health
benefits ends as a result of a plan amend-
ment or any other action of the employer
(e.g., the sale of all or part of the em-
ployer’s business) that, in conjunction
with the plan terms, has the effect of end-
ing the individual’s eligibility. An em-
ployer action is taken into account for this
purpose regardless of when the employer
action actually occurs (e.g., the date the
plan amendment is executed), except that
employer actions occurring before the
later of December 18, 1999, and the date
that is 5 years before the start of the cost
maintenance period are disregarded.

(ii) Special rule. Notwithstanding
paragraph (b)(4)(i) of this section, cover-
age for an individual will not be treated as
having ended by reason of employer ac-
tion merely because such coverage ends
under the terms of the plan if those terms
were adopted contemporaneously with
the provision under which the individual
became €ligible for retiree health cover-
age. This paragraph (b)(4)(ii) does not
apply with respect to plan terms adopted
contemporaneously with a plan amend-
ment that restores coverage for applicable
health benefits before the end of theinitial
period in accordance with paragraph
(b)(3)(ii) of this section.

(iii) Sale transactions. If a purchaser
provides coverage for retiree health bene-
fits to one or more individuas whose cov-
erage ends by reason of asale of dl or part
of the employer’s business, the employer
may treat the coverage of thoseindividuas
as not having ended by reason of employer
action. In such acase, for the remainder of
the year of the sale and future taxable years
of the cost maintenance period —

(A) For purposes of computing the ap-
plicable employer cost under section
420(c)(3), those individuals are treated as
individuals to whom coverage for applica-
ble health benefits was provided (for as
long as the purchaser provides retiree
health coverage to them), and any amounts
expended by the purchaser of the business
to provide for health benefits for those indi-
viduals are treated as paid by the employer;

(B) For purposes of determining
whether a subsequent termination of cov-
erage is by reason of employer action
under this paragraph (b)(4), the purchaser
is treated as the employer. However, the
special rule in paragraph (b)(4)(ii) of this
section applies only to the extent that any
terms of the plan maintained by the pur-
chaser that have the effect of ending re-
tiree health coverage for an individua are
the same as terms of the plan maintained
by the employer that were adopted con-
temporaneously with the provision under
which the individual became €eligible for
retiree health coverage under the plan
maintained by the employer.

(c) Definitions. The following defini-
tions apply for purposes of this section:

(2) Applicable health benefits. Applic-
able health benefits means applicable
health benefits as defined in section
420(e)(1)(C).

(2) Cost maintenance period. Cost
maintenance period means the cost main-
tenance period as defined in section
420(c)(3)(D).

(3) Sle. A saeof dl or part of an em-
ployer’s business means a sale or other
transfer in connection with which the em-
ployees of a trade or business of the em-
ployer become employees of another per-
son. In the case of such a transfer, the
term purchaser means a transferee of the
trade or business.

(d) Examples. The following examples
illustrate the application of this section:

Example 1. (i) Employer W maintains a defined
benefit pension plan that includes a 401(h) account
and permits qualified transfers that satisfy section
420. The number of individuals receiving coverage
for applicable health benefits as of the day before
the first day of Year 1is 100. In Year 1, Employer
W makes a qualified transfer under section 420.
There is no change in the number of individuals re-
ceiving health benefits during Year 1. As of the last
day of Year 2, applicable health benefits are pro-
vided to 99 individuals, because 2 individuals be-
came eligible for coverage due to retirement and 3
individualsdied in Year 2. During Year 3, Employer
W amends its health plan to eliminate coverage for 5
individuals, 1 new retiree becomes eligible for cov-
erage and an additional 3 individuals are no longer
covered due to their own decision to drop coverage.
Thus, as of the last day of Year 3, applicable health
benefits are provided to 92 individuals. During Year
4, Employer W amends its health plan to eliminate
coverage under its health plan for 8 more individu-
as, so that as of the last day of Year 4, applicable
health benefits are provided to 84 individuals. Dur-
ing Year 5, Employer W amends its health plan to
eliminate coverage for 8 more individuals.

(if) There is no significant reduction in retiree
health coverage in either Year 1 or Year 2, because



thereis no reduction in health coverage as aresult of
employer action in those years.

(iii) There is no significant reduction in Year 3.
The number of individuals whose health coverage
ended during Year 3 by reason of employer action
(amendment of the plan) is 5. Since the number of
individuals receiving coverage for applicable health
benefits as of the last day of Year 2 is 99, the em-
ployer-initiated reduction percentage for Year 3 is
5.05 percent (5/99), which isless than the 10 percent
annual limit.

(iv) There is no significant reduction in Year 4.
The number of individuals whose health coverage
ended during Year 4 by reason of employer action is
8. Since the number of individuals receiving cover-
age for applicable health benefits as of the last day
of Year 3is 92, the employer-initiated reduction per-
centage for Year 4 is 8.70 percent (8/92), which is
less than the 10 percent annual limit. The sum of the
employer-initiated reduction percentages for Year 3
and Year 4 is 13.75 percent, which isless than the 20
percent cumulative limit.

(v) In Year 5, there is a significant reduction
under paragraph (b)(2)(ii) of this section. The num-
ber of individuals whose health coverage ended dur-
ing Year 5 by reason of employer action (amend-
ment of the plan) is 8. Since the number of
individuals receiving coverage for applicable health
benefits as of the last day of Year 4 is 84, the em-
ployer-initiated reduction percentage for Year 5 is
9.52 percent (8/84), which isless than the 10 percent
annual limit. However, the sum of the employer-ini-
tiated reduction percentages for Year 3, Year 4, and
Year 5is5.05 percent + 8.70 percent + 9.52 percent
= 23.27 percent, which exceeds the 20 percent cu-
mulative limit.

Example 2. (i) Employer X, a cadendar year tax-
payer, maintains a defined benefit pension plan that
includes a 401(h) account and permits qualified
transfers that satisfy section 420. X also provides
lifetime health benefits to employees who retire from
Division A as aresult of a plant shutdown, no health
benefits to employees who retire from Division B,
and lifetime health benefits to all employees who re-
tire from Division C. In 2000, X amends its health
plan to provide coverage for employees who retire
from Division B as aresult of a plant shutdown, but
only for the 2-year period coinciding with their sev-
erance pay. Also in 2000, X amends the health plan
to provide that employees who retire from Division
A as aresult of aplant shutdown receive health cov-
erage only for the 2-year period coinciding with their
severance pay. A plant shutdown that affects Divi-
sion A and Division B employees occurs in 2000.
The number of individuals receiving coverage for ap-
plicable health benefits as of the last day of 2001 is
200. In 2002, Employer X makes aqualified transfer
under section 420. Asof thelast day of 2002, applic-
able health benefits are provided to 170 individuals,
because the 2-year period of benefits ends for 10 em-
ployees who retired from Division A and 20 employ-
ees who retired from Division B as a result of the
plant shutdown that occurred in 2000.

(ii) There is no significant reduction in retiree
health coverage in 2002. Coverage for the 10 re-
tirees from Division A who lose coverage as a result
of the end of the 2-year period is treated as having
ended by reason of employer action, because cover-
age for those Division A retirees ended by reason of
a plan amendment made after December 17, 1999.

However, the terms of the health plan that limit cov-
erage for employees who retired from Division B as
a result of the 2000 plant shutdown (to the 2-year
period) were adopted contemporaneously with the
provision under which those employees became eli-
gible for retiree coverage under the health plan. Ac-
cordingly, under the rule provided in paragraph
(b)(4)(ii) of this section, coverage for those 20 re-
tirees from Division B is not treated as having ended
by reason of employer action. Thus, the number of
individuals whose health benefits ended by reason
of employer action in 2002 is 10. Since the number
of individuals receiving coverage for applicable
health benefits as of the last day of 2001 is 200, the
employer-initiated reduction percentage for 2002 is
5 percent (10/200), which is less than the 10 percent
annual limit.

(e) Regulatory effective date. This sec-
tion is applicable to transfers of excess
pension assets occurring on or after De-

cember 18, 1999.

David A. Mader,
Acting Deputy Commissioner
of Internal Revenue.

Approved June 12, 2001.

Mark A. Weinberger,
Assistant Secretary
of the Treasury (Tax Policy).

(Filed by the Office of the Federal Register on June
14, 2001, at 2:45 p.m., and published in the issue of
the Federal Register for June 19, 2001, 66 FR
32897)

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

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of July 2001. See Rev. Rul. 2001-34, on this page.

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

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of July 2001. See Rev. Rul. 2001-34, on this page.

Section 482.—Allocation of
Income and Deductions Among
Taxpayers

Federal short-term, mid-term, and long-term

rates are set forth for the month of July 2001. See
Rev. Rul. 2001-34, on this page.

Section 483.—Interest on
Certain Deferred Payments

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of July 2001. See Rev. Rul. 2001-34, on this page.

Section 642.—Special Rules for
Credits and Deductions

Federal short-term, mid-term, and long-term
rates are set forth for the month of July 2001. See
Rev. Rul. 200134, on this page.

Section 807.—Rules for Certain
Reserves

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of July 2001. See Rev. Rul. 200134, on this page.

Section 846.—Discounted
Unpaid Losses Defined

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of July 2001. See Rev. Rul. 200134, on this page.

Section 1274.—Determination
of Issue Price in the Case of
Certain Debt Instruments Issued
for Property

(Also sections 42, 280G, 382, 412, 467, 468, 482,
483, 642, 807, 846, 1288, 7520, 7872.)

Federal rates; adjusted federal rates;
adjusted federal long-term rate, and
the long-term exempt rate.For purposes

of sections 382, 1274, 1288, and other

sections of the Code, tables set forth the

rates for July 2001.

Rev. Rul. 2001-34

This revenue ruling provides various
prescribed rates for federal income tax
purposes for July 2001 (the current
month). Table 1 contains the short-term,
mid-term, and long-term applicable fed-
era rates (AFR) for the current month for
purposes of section 1274(d) of the Inter-
nal Revenue Code. Table 2 contains the
short-term, mid-term, and long-term ad-
justed applicable federal rates (adjusted
AFR) for the current month for purposes
of section 1288(b). Table 3 setsforth the ad-
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justed federa long-term rate and the long-
term tax-exempt rate described in section
382(f). Table 4 contains the appropriate per-
centages for determining the low-income
housing credit described in section 42(b)(2)

for buildings placed in service during the
current month. Table 5 contains the federa
rate for determining the present value of an
annuity, an interest for life or for a term of
years, or aremainder or areversonary inter-

est for purposes of section 7520. Finaly,
Table 6 contains the blended annual rate for

2001 for purposes of section 7872

REV. RUL. 2001-34 TABLE 1
Applicable Federal Rates (AFR) for July 2001
Period for Compounding
Annual Semiannual Quarterly Monthly

Short-Term

AFR 4.07% 4.03% 4.01% 4.00%
110% AFR 4.48% 4.43% 4.41% 4.39%
120% AFR 4.90% 4.84% 4.81% 4.79%%
130% AFR 5.31% 5.24% 5.21% 5.18%

Mid-Term

AFR 5.12% 5.06% 5.03% 5.01%
110% AFR 5.65% 5.57% 5.53% 5.51%
120% AFR 6.16% 6.07% 6.02% 5.99%
130% AFR 6.69% 6.58% 6.53% 6.49%
150% AFR 7.73% 7.59% 7.52% 7.47%
175% AFR 9.06% 8.86% 8.76% 8.70%
Long-Term

AFR 5.82% 5.74% 5.70% 5.67%
110% AFR 6.41% 6.31% 6.26% 6.23%
120% AFR 7.01% 6.89% 6.83% 6.79%
130% AFR 7.60% 7.46% 7.39% 7.35%

REV. RUL. 2001-34 TABLE 2
Adjusted AFR for July 2001
Period for Compounding
Annual Semiannual Quarterly Monthly
Short-term
adjusted AFR 3.16% 3.14% 3.13% 3.12%
Mid-term
adjusted AFR 3.87% 3.83% 3.81% 3.80%
Long-term
adjusted AFR 5.00% 4.94% 4.91% 4.89%
REV. RUL. 2001-34 TABLE 3
Rates Under Section 382 for July 2001

Adjusted federal long-term rate for the current month 5.00%
Long-term tax-exempt rate for ownership changes during the current month (the highest of the
adjusted federal long-term rates for the current month and the prior two months.) 5.01%
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REV. RUL. 2001-34 TABLE 4

Appropriate Percentages Under Section 42(b)(2) for July 2001
Appropriate percentage for the 70% present value low-income housing credit

Appropriate percentage for the 30% present value low-income housing credit

8.28%
3.55%

REV. RUL. 2001-34 TABLE 5
Rate Under Section 7520 for July 2001

Applicable federal rate for determining the present value of an annuity, an interest for life or aterm
of years, or aremainder or reversionary interest

6.2%

REV. RUL. 2001-34 TABLE®6
Blended Annua Rate for 2001

Section 7872(e)(2) blended annual rate for 2001

4.98%

Section 1288.—Treatment of
Original Issue Discounts of Tax-
Exempt Obligations

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of July 2001. See Rev. Rul. 200134, on page 31.

Section 1502.—Regulations

26 CFR 1.1502—-34: Special aggregate stock
ownership rules.

T.D. 8949

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Part 1

Special Aggregate Stock
Ownership Rules

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Final regulations.

SUMMARY: This document contains
final regulations relating to the aggrega
tion of stock ownership in a corporation
of members of a consolidated group.
These regulations reflect a technical cor-
rection enacted in section 311(c) of the
Community Renewal Tax Relief Act of
2000 that, in substance, provides that the

special aggregate stock ownership rules
shall apply for purposes of section 732(f)
of the Code. These final regulations may
affect al consolidated groups.

DATES: Effective Date: June 19, 2001.

FOR FURTHER INFORMATION CON-
TACT: Frances L. Kelly or David H.
Kessler (202) 622-7770 (not a toll-free
number).

SUPPLEMENTARY INFORMATION:
Background

This document contains amendments to
the Income Tax Regulations (26 CFR Part
1) under section 1502 of the Internal Rev-
enue Code of 1986 (Code).Section
1.1502—-34 generdly provides that, for pur-
poses of the consolidated return regulations,
the stock ownership of all members of a
consolidated group in another corporation is
aggregated in determining the application of
certain Code provisions, including section
332(b)(1), in aconsolidated return year.

Section 538 of the Ticket to Work and
Work Incentives Improvement Act of
1999 (Public Law 106-170, 113 Stat.
1939) (the 1999 Act) enacted section
732(f) on December 17, 1999. With cer-
tain exceptions, section 732(f) generally
provides that if (1) a corporate partner of
a partnership receives a distribution from
that partnership of stock in another corpo-

ration, (2) the corporate partner has con-
trol of the distributed corporation imme-
diately after the distribution or at any time
thereafter, and (3) the partnership’s ad-
justed basisin such stock immediately be-
fore the distribution exceeded the corpo-
rate partner’s adjusted basis in such stock
immediately after the distribution, then an
amount equal to such excess shall reduce
the basis of the property held by the dis-
tributed corporation at such time.

On December 21, 2000, Congress en-
acted section 311(c) of the Community
Renewal Tax Relief Act of 2000 (Public
Law 106-554, 114 Stat. 2763) (the 2000
Act), atechnical correction to section 538
of the 1999 Act. Section 311(c) of the
2000 Act states “[t]he reference to section
332(b)(1) of the Internal Revenue Code of
1986 in Treasury Regulation section
1.1502-34 shall be deemed to include a
reference to section 732(f) of such Code.”
The Conference Report states that therule
in the consolidated return regulations
(81.1502—34) aggregating stock owner-
ship for purposes of section 332 (relating
to a complete liquidation of a subsidiary
that is a controlled corporation) also ap-
plies for purposes of section 732(f) (relat-
ing to basis adjustments to assets of acon-
trolled corporation received in a
partnership distribution). H.R. Conf.
Rep. No. 1033, 106th Cong., 2d Sess.
1022 (2000).

2001-2 C.B. 33



Section 311(d) of the 2000 Act pro-
vides that section 311(c) of the 2000 Act
takes effect as if included in the provi-
sions of the 1999 Act to which it relates.
Thus, the effective date of section 311(c)
of the 2000 Act isthe same as that for sec-
tion 538(a) of the 1999 Act, which is con-
tained in section 538(b) of the 1999 Act.

Explanation of Provisions

These final regulations conform
§ 1.1502—34 to a technical correction en-
acted in section 311(c) of the 2000 Act
and add a regulation under section 732 re-
flecting that correction. These regulations
reflect this statutory provision clarifying
that the stock aggregation rules under
§1.1502—34 apply for purposes of section
732(f).

Because section 311(d) of the 2000 Act
provides that section 311(c) of the 2000
Act shall take effect asif it had been in-
cluded in the provisions of the 1999 Act,
the effective date provisions of section
538(b) of the 1999 Act apply to these reg-
ulations. Section 538(b) generally pro-
vides that the amendments made by sec-
tion 538(a) of the 1999 Act apply to
distributions made after July 14, 1999. In
the case of a corporation that was a part-
ner in a partnership as of July 14, 1999,
the amendments made by section 538(a)
of the 1999 Act apply to distributions
made (or treated as made) to that partner
from that partnership after June 30, 2001.
In the case of any such distribution made
after December 17, 1999, and before July
1, 2001, the rule of the preceding sentence
does not apply unless that partner makes
an election to have the rule apply to the
distribution on the partner’s income tax
return for the year in which the distribu-
tion occurs.

Special Analyses

It has been determined that this Trea-
sury decision is not a significant regula-
tory action as defined in Executive Order
12866. Therefore, a regulatory assess-
ment is not required. Because no notice
of proposed rulemaking is required for
this final regulation, the provisions of the
Regulatory Flexibility Act (5 U.S.C.
chapter 6) do not apply.

This final rule merely conforms
§ 1.1502-34 to the statutory amendment
made by section 311(c) of the 2000 Act.
Pursuant to 5 U.S.C. 553, it is determined
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that prior notice and comment are unnec-
essary and contrary to the public interest.
For the same reason, good cause exists for
not delaying the effective date of thisfinal

rule.
* * * * *

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR part 1 is amended
asfollows:

PART 1 — INCOME TAXES

Paragraph 1. The authority citation for
part 1 isamended by adding entriesin nu-
merical order to read in part asfollows:

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

Section 1.732-3 also issued under 26
U.S.C. 732(f). * * *

Section 1.1502—-34 also issued under 26
U.S.C. 1502. * * *

Par. 2. Section 1.732-3 is added to read
asfollows:

§ 1.732-3 Corresponding adjustment to
basis of assets of a distributed
corporation controlled by a corporate
partner.

The determination of whether a corpo-
rate partner has control of a distributed
corporation for purposes of section 732(f)
shall be made by applying the specia ag-
gregate stock ownership rules of
§1.1502-34.

§ 1.1502-34 [Amended]

Par. 3. In 8§1.1502-34, the first sentence
is amended by adding “732(f),” immedi-
ately after “351(a),”.

Robert E. Wenzd,
Deputy Commissioner of
Internal Revenue.

Approved June 8, 2001.

Mark A. Weinberger,
Assistant Secretary
of the Treasury.

(Filed by the Office of the Federal Register on June
13, 2001, at 8:45 am., and published in the issue of
the Federal Register for June 19, 2001, 66 FR
32901)

26 CFR 1.1502—78: Tentative carryback
adjustments.

T.D. 8950

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Part 1

Guidance on Filing an
Application for a Tentative
Carryback Adjustment in a
Consolidated Return Context

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Fina regulations.

SUMMARY: This document contains
final regulations relating to the filing of
an application for a tentative carryback
adjustment. These regulations provide
guidance as to the time for filing such ap-
plication by a consolidated group and by
certain corporations for the separate re-
turn year created by their becoming a
member of a consolidated group. These
final regulations may affect all consoli-
dated groups.

DATES: Effective Date: June 22, 2001.

Applicability Date: For dates of applic-
ability, see 81.1502-78(e)(2)(v) of these
regulations.

FOR FURTHER INFORMATION CON-
TACT: Christopher M. Bass or Frances
L. Kelly (202) 622-7770 (not atoll-free
number).

SUPPLEMENTARY INFORMATION:
Background

This document contains amendmentsto
the Income Tax Regulations (26 CFR Part
1) under section 1502 of the Internal Rev-
enue Code of 1986 (Code) relating to the
filing of an application for a tentative car-
ryback adjustment. The amendments pro-
vide guidance as to the time for filing an
application for a tentative carryback ad-
justment by a consolidated group. The
amendments also extend the time for fil-
ing an application for a tentative carry-
back adjustment by certain corporations
for the separate return year created by
their becoming new members of a consol-
idated group.

On January 4, 2001, a temporary regu-
lation (T.D. 8919, 2001-6 |.R.B. 505) was
published in the Federal Register(66 FR
713). On this same day, a notice of pro-



posed rulemaking (REG-119352-00,
2001-6 I.R.B. 525) cross-referencing the
temporary regulation and a notice of pub-
lic hearing were published in the Federal
Register (66 FR 747). No comments or
requests to speak were received from the
public in response to the notice of pro-
posed rulemaking. Accordingly, the pub-
lic hearing scheduled for April 26, 2001
was canceled in the Federal Register(66
FR 19104) on April 13, 2001. The pro-
posed regulation is adopted as amended
by this Treasury Decision, and the corre-
sponding temporary regulation is re-
moved.

Explanation of Provisions

The amendments adopted by this Trea-
sury decision provide ageneral rulefor all
corporations filing consolidated returns
stating that the provisions of section
6411(a) shall apply to determine the time
for filing an application for a tentative
carryback adjustment by a consolidated
group. In addition, the amendments pro-
vide a special rule for applications filed
by certain corporations that become new
members of a consolidated group, extend-
ing the period of time for filing an appli-
cation for a tentative carryback adjust-
ment resulting from losses or credits
arising in the new member’s last separate
return year. For these purposes, the sepa-
rate return year is treated as ending on the
same date as the end of the current taxable
year of the consolidated group.

Until Form 1139 (Application for a
Tentative Carryback Adjustment) is modi-
fied to reflect the changes made by this
regulation, an application for a tentative
carryback adjustment filed under the spe-
cial rule must include additional informa-
tion in the form of a statement, “Filed
pursuant to Treas. Reg. section
1.1502-78(e)(2),” in red, at the top of the
current Form 1139. In addition, the Form
1139 must state, in red, the “year end” of
the consolidated group that the new mem-
ber joins. In response to the changes
made by this regulation, IRS Service Cen-
ters developed a procedure to assist in
processing applications filed under
81.1502-78(e)(2). This procedure re-
quires that the additional information, as
set forth above, be included on the Form
1139. This procedure supplements exist-
ing guidelines for filing and processing
Form 1139.

The proposed regulation (66 FR 747)
was issued as §1.1502—-78T(g). Thisfinal
regulation adopts the substance of the
proposed regulation and renumbers such
provision as §1.1502—78(e).

Special Analyses

It has been determined that this Trea-
sury decision is not a significant regula-
tory action as defined in Executive Order
12866. Therefore, a regulatory assess-
ment is not required. It is hereby certified
that this regulation will not impose a sig-
nificant economic impact on a substantial
number of small entities because it affects
arelatively small number of corporations
and few, if any, of those corporations are
likely to be small businesses. Therefore,
a Regulatory Flexibility Analysis under
the Regulatory Flexibility Act (5 U.S.C.
chapter 6) is not required. Pursuant to
section 7805(f) of the Code, the notice of
proposed rulemaking that preceded these
regulations was submitted to the Chief
Counsel for Advocacy of the Small Busi-
ness Administration for comment on its
impact on small business.

Drafting Information

The principal authors of these regula-
tions are Christopher M. Bass and
Frances L. Kelly, Office of the Associate
Chief Counsel (Corporate). However,
other personnel from the IRS and Trea-
sury Department participated in their de-
velopment.

* * * X% %

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR part 1 is amended
asfollows:

PART 1 — INCOME TAXES

Paragraph 1. The authority citation for
part 1 isamended by removing the entries
for sections 1.1502-78(b) and
1.1502—78T and by adding an entry in nu-
merical order to read in part asfollows:

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

Section 1.1502—78 al so issued under 26
U.S.C. 1502, 6402(k), and 6411(c). * * *

Par. 2. Section 1.1502—78 is amended by
adding paragraph (e) to read asfollows:

§1.1502—78 Tentative carryback
adjustments.

* k k k %

(e) Time for filing application—(1)
General rule. The provisions of section
6411(a) apply to the filing of an applica-
tion for a tentative carryback adjustment
by a consolidated group.

(2) Soecial rule for new members—(i)
New member. A new member is a corpo-
ration that, in the preceding taxable year,
did not qualify as a member, as defined in
81.1502-1(b), of the consolidated group
that it now joins.

(ii) End of taxable year. Solely for the
purpose of complying with the twelve-
month requirement for making an appli-
cation for a tentative carryback adjust-
ment under section 6411(a), the separate
return year of a qualified new member
shall be treated as ending on the same
date as the end of the current taxable year
of the consolidated group that the quali-
fied new member joins.

(iii) Qualified new member. A new
member of a consolidated group qualifies
for purposes of the provisions of this
paragraph (€)(2) if, immediately prior to
becoming a new member, either—

(A) It was the common parent of a con-
solidated group; or

(B) It was not required to join in the fil -
ing of aconsolidated return.

(iv) Examples. The provisions of this
paragraph (e)(2) may beillustrated by the
following examples:

Example 1. Individual A owns 100 percent of the
stock of X, a corporation that is not a member of a
consolidated group and files separate tax returns on
a calendar year basis. On January 31 of year 1, X
becomes a member of the Y consolidated group,
which also files returns on a calendar year basis. X
is a qualified new member as defined in paragraph
(e)(2)(iii)(B) of this section because, immediately
prior to becoming a new member of the Y consoli-
dated group, X was not required to join in the filing
of aconsolidated return. Asaresult of its becoming
a new member of Group Y, X's separate return for
the short taxable year (January 1 of year 1 through
January 31 of year 1) is due September 15 of year 2
(with extensions). See §1.1502-76(c). Group Y's
consolidated return is also due September 15 of year
2 (with extensions). See §1.1502-76(c). Solely for
the purpose of complying with the twelve-month re-
quirement for making an application for a tentative
carryback adjustment under section 6411(a), X's
taxable year for the separate return year is treated as
ending on December 31 of year 1. X’s application
for atentative carryback adjustment is therefore due
on or before December 31 of year 2.

Example 2. Assume the same facts asin Example
1 except that immediately prior to becoming a new
member of Group Y, X was a member of the Z con-
solidated group. Because X was required to join in
the filing of the consolidated return for Group Z, X

2001-2 C.B. 35



is not a qualified new member as defined in para-
graph (e)(2)(iii) of this section. X's items for the
one-month period will be included in the consoli-
dated return for Group Z. Group Z's application for
atentative carryback adjustment, if any, continuesto
be due within 12 months of the end of its taxable
year, which is not affected by X's change in status as
anew member of Group Y.

(v) Effective date. The provisions of
this paragraph (e)(2) apply for applica-
tions by new members of consolidated
groups for tentative carryback adjust-
ments resulting from net operating losses,
net capital losses, or unused business
credits arising in separate return years of
new members that begin on or after Janu-
ary 1, 2001.

§1.1502-78T [Removed]
Par. 3. Section 1.1502—78T is removed.

Robert E. Wenzdl,
Deputy Commissioner
of Internal Revenue.

Approved June 13, 2001.

Mark A. Weinberger,
Assistant Secretary
of the Treasury.

(Filed by the Office of the Federal Register on June
21, 2001, at 8:45 am., and published in the issue of
the Federal Register for June 22, 2001, 66 FR
33462)

Section 6302.—Mode or Time of
Collection

26 CFR 1.6302-1: Use of Government depositaries
in connection with corporation income and
estimated income taxes and certain taxes of tax-
exempt organizations.

T.D. 8947

DEPARTMENT OF THE TREASURY
Internal Revenue Service

26 CFR Parts 1, 31, 301, and
602

Penalties for Underpayments of
Deposits and Overstated
Deposit Claims

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Final regulations and removal
of final regulations.
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SUMMARY: This document makes con-
forming amendments to certain final reg-
ulations to reflect the removal of final
regulations, relating to the penalty for un-
derpayment of deposits of taxes and the
penalty for overstated deposit claims.
These regulations are obsolete due to
amendments to section 6656 of the Inter-
nal Revenue Code. The removal of these
regulations will not affect taxpayers.

DATES:. The amendments and removal of
these regulationsiis effective June 15, 2001.

FOR FURTHER INFORMATION CON-
TACT: Robin M. Tuczak (202) 622-4940
(not atoll-free number).

SUPPLEMENTARY INFORMATION:

Background and Explanation of
Provisions

This document removes two sections
from the Procedure and Administration
Regulations (26 CFR part 301) relating to
penalties for underpayment of Federal tax
deposits and overstated deposit claims
under section 6656 of the Internal Rev-
enue Code.The Omnibus Budget Recon-
ciliation Act of 1989, Public Law
101239 (103 Stat. 2106, 1989) amended
section 6656, modifying the penalty rates
relating to a failure to make a Federal tax
deposit and removing the penalty relating
to overstatement of Federal tax deposits.
These changes have rendered
§8301.6656—1 and 301.6656—2 obsolete.

Section 301.6656-1 was revised and
§301.6656—2 was added by T.D. 7925
(1984-1 C.B. 261), published in the Fed-
eral Registerfor December 13, 1983
(LR-311-81, 1982-1 C.B. 570), 48 FR
5453). Section 301.6656—2 was added to
implement changes made by the Eco-
nomic Recovery Tax Act of 1981, Public
Law 97-34 (95 Stat. 172, 1981). Section
301.6656—1 was revised to remove out-
dated provisions relating to deposits made
before January 1, 1970, based on the law
in effect for those deposits.

Section 301.6656—1 reflects that, at the
time it was revised, the penalty for under-
payment of deposits was five percent of
the amount of the underpayment without
regard to the period during which the un-
derpayment continued, absent reasonable
cause. The Omnibus Budget Reconcilia-
tion Act of 1986, Public Law 99-509 (100
Stat. 1874, 1986) amended section 6656

to impose a ten percent penalty for under-
payment. The Omnibus Budget Reconcil-
iation Act of 1989 further amended this
section to provide for a penalty that is
equal to an applicable percentage of the
amount of the underpayment based on the
duration of the underpayment. This regu-
lation does not reflect the most recent
amendments to section 6656. Further-
more, al relevant information regarding
underpayment penalties is put forth in the
code section or in other published guid-
ance. This regulation does not provide
any additional guidance regarding the
current underpayment penalties as set
forth in section 6656 and therefore may
be removed.

Section 301.6656—2 explains and ex-
pands upon former section 6656(b), Over-
stated Deposit Claims. The Omnibus
Budget Reconciliation Act of 1989 re-
moved former section 6656(b), making
this regulation obsolete.

In addition, §301.6656-3 is redesignated
as §301.6656-1. Further, §81.6302—1(d)
and 1.6302—2(d) of the Income Tax Regula-
tions and 8831.6302-1(m)(1) and
31.6302(c)—4(a) of the Employment Tax
Regulations are revised to remove refer-
encesto the removed regulations under sec-
tion 6656.

Effect on other Documents

The final regulations 88301.6656—1
and 301.6656-2 published in the Federal
Register for December 13, 1983
(LR-311-81, 48 FR 5453), are removed
as of June 15, 2001.

Special Analyses

It has been determined that the removal
of these regulations is not a significant
regulatory action as defined in Executive
Order 12866. Therefore, a regulatory as-
sessment is not required. Because thisrule
merely removes regulatory provisions
made obsolete by statute, prior notice and
comment and a delayed effective date are
unnecessary and contrary to the public in-
terest. 5 U.S.C. 553(b)(B) and (d) Because
no notice of proposed rulemaking is re-
quired, the Regulatory Flexibility Act (5
U.S.C. chapter 6) does not apply.

Drafting Information

The principal author of the removal of
the regulations is Robin M. Tuczak of the



Office of Associate Chief Counsel, Proce-
dure and Administration (Administrative

Provisions and Judicia Practice Division).
* * * * %

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR parts 1, 31, 301,
and 602 are amended as follows:

PART 1—INCOME TAXES

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

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

Par. 2. In §1.6302—1, paragraph (d) is
revised to read as follows:

§1.6302—1 Use of Government
depositaries in connection with
corporation income and estimated
income taxes and certain taxes of tax-
exempt organizations.

* k kK k%

(d) Failure to deposit. For provisions
relating to the penalty for failure to make
a deposit within the prescribed time, see
section 6656.

Par. 3. In §1.6302-2, paragraph (d) is
revised to read as follows:

81.6302—2 Use of Gover nment
depositaries for payment of tax withheld
on nonresident aliens and foreign
corporations.

* % % % %

(d) Penalties for failure to make de-
posits. For provisions relating to the
penalty for failure to make a deposit within
the prescribed time, see section 6656.

* % % % %

PART 31—EMPLOYMENT TAXES
AND COLLECTION OF INCOME TAX
AT SOURCE

Par. 4. The authority citation for part
31 continuesto read in part as follows:
Authority: 26 U.S.C. 7805 * * *

Par. 5. In 831.6302-1, paragraph
(m)(1) isrevised to read as follows:

8§31.6302—1 Federal tax deposit rules for
withheld income taxes and taxes under
the Federal Insurance Contributions Act
(FICA) attributable to payments made
after December 31, 1992.

* % % % %

(m) * * *(1) Failure to deposit penalty.
For provisions relating to the penalty for
failure to make a deposit within the pre-
scribed time, see section 6656.

Par. 6. In §31.6302(c)—4, paragraph (a)
isrevised to read as follows:

§31.6302(c)—4 Cross references.

(a) Failure to deposit. For provisions
relating to the penalty for failure to make
a deposit within the prescribed time, see
section 6656.

* % % % %

PART 301—PROCEDURE AND
ADMINISTRATION

Par. 7. The authority citation for part
301 continues to read in part as follows;
Authority: 26 U.S.C. 7805 * * *

§8301.6656-1 and 301.6656-2
[Removed]

Par. 8. Sections 301.6656—-1 and
301.6656—2 are removed.

8301.6656—3 [Redesignated as
§301.6656-1]

Par. 9. Section 301.6656-3 is redesig-
nated as new §301.6656-1.

PART 602—OMB CONTROL
NUMBERS UNDER THE
PAPERWORK REDUCTION ACT

Par. 10. The authority citation for part
602 continues to read as follows:
Authority: 26 U.S.C. 7805.

Par. 11. In 8602.101, paragraph (b) is
amended by removing the entries for
301.6656-1 and 301.6656—2 from the table.

Robert E. Wenzd,
Deputy Commissioner
of Internal Revenue.

Approved June 1, 2001.

Mark A. Weinberger,
Assistant Secretary
of the Treasury.

(Filed by the Office of the Federal Register on June
14, 2001, at 8:45 am., and published in the issue of
the Federal Register for June 15, 2001, 66 FR
32541)

Section 7520.—Valuation Tables

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of July 2001. See Rev. Rul. 200134, page 31.

Section 7872.—Treatment of
Loans With Below-Market
Interest Rates

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of July 2001. See Rev. Rul. 2001-34, page 31.
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Part lll. Administrative, Procedural, and Miscellanous

26 CFR601.601: Rulesand regulations.
(Also Part I, 88 103, 141, 145; 1.141-3, 1.145-2.)

Rev. Proc. 2001-39
SECTION 1. PURPOSE

This revenue procedure modifies the
definitions of capitation fee and per-unit
feein Rev. Proc. 97-13, 1997-1 C.B. 632,
to permit an automatic increase of those
fees according to a specified, objective,
external standard that is not linked to the
output or efficiency of a facility (for ex-
ample, the Consumer Price Index).

SECTION 2. BACKGROUND

.01 Rev. Proc. 97-13 sets forth condi-
tions under which a management contract
does not result in private business use
under § 141(b) of the Internal Revenue
Code. The revenue procedure also ap-
plies to determinations of whether a man-
agement contract causes the test in
8§ 145(a)(2)(B) to be met.

.02 Section 3 of Rev. Proc. 97-13 de-
fines various terms, including capitation
fee, periodic fixed fee, and per-unit fee.

.03 Section 3.02 of Rev. Proc. 97-13
defines a capitation fee as afixed periodic
amount for each person for whom the ser-
vice provider or the qualified user as-
sumes the responsibility to provide all
needed services for a specified period so
long as the quantity and type of services
actually provided to covered persons
varies substantially. A capitation fee may
include a variable component of up to 20
percent of the total capitation fee de-
signed to protect the service provider
against risks such as catastrophic loss.

.04 Section 3.05 of Rev. Proc. 97-13
defines a periodic fixed fee as a stated
dollar amount for services rendered for a
specified period of time. The definition
of periodic fixed fee provides that the
stated dollar amount may automatically
increase according to a specified, objec-
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tive, external standard that is not linked to
the output or efficiency of afacility.

.05 Section 3.06 of Rev. Proc. 97-13
defines a per-unit fee as a fee based on a
unit of service provided specified in the
contract or otherwise specifically deter-
mined by an independent third party, such
as the administrator of the Medicare pro-
gram, or the qualified user.

.06 Neither the capitation fee definition
nor the per-unit fee definition expressly
contemplates an automatic increase based
on a specified, objective, external stan-
dard not linked to the output or efficiency
of the facility.

.07 This revenue procedure clarifies
that a capitation fee and a per-unit fee
may be determined using an automatic in-
crease according to a specified, objective,
external standard that is not linked to the
output or efficiency of a facility (for ex-
ample, the Consumer Price Index).

SECTION 3. SCOPE

This revenue procedure applies when,
under a management contract, a service
provider provides management or other
services involving property financed
with proceeds of an issue of state or
local bonds subject to § 141 or
§ 145(a)(2)(B).

SECTION 4. MODIFICATIONS

.01 Section 3.02 of Rev. Proc. 97-13 is
modified to add the following text imme-
diately before the last sentence:

A fixed periodic amount may include
an automatic increase according to a
specified, objective, external standard
that is not linked to the output or effi-
ciency of a facility. For example, the
Consumer Price Index and similar
external indices that track increases in
prices in an area or increases in rev-
enues or costs in an industry are objec-
tive, external standards.

.02 Section 3.06 of Rev. Proc. 97-13 is
modified to add the following text at the
end:

A fee that is a stated dollar amount
specified in the contract does not fail to
be a per-unit fee as a result of a provi-
sion under which the fee may automati-
cally increase according to a specified,
objective, external standard that is not
linked to the output or efficiency of a
facility. For example, the Consumer
Price Index and similar external indices
that track increases in prices in an area
or increases in revenues or costs in an
industry are objective, external stan-
dards.

SECTION 5. INQUIRIES

For further information regarding this
revenue procedure, contact David White
at (202) 622-3980 (not atoll-free call).

SECTION 6. EFFECT ON OTHER
DOCUMENTS

This revenue procedure modifies Rev.
Proc. 97-13, 1997-1 C.B. 632.

SECTION 7. EFFECTIVE DATE

This revenue procedure is effective for
any management contract entered into,
materially modified, or extended (other
than pursuant to a renewa option) on or
after July 9, 2001. In addition, an issuer
may apply this revenue procedure to any
management contract entered into prior to
July 9, 2001.

DRAFTING INFORMATION

The principal authors of this revenue
procedure are Mary Truchly and Rebecca
Harrigal, Office of Chief Counsel.



Part IV. ltems of General Interest

Foundations Status of Certain
Organizations

Announcement 2001-72

The following organizations have
failed to establish or have been unable to
maintain their status as public charities
or as operating foundations. Accord-
ingly, grantors and contributors may not,
after this date, rely on previous rulings
or designations in the Cumulative List of
Organizations (Publication 78), or on the
presumption arising from the filing of
notices under section 508(b) of the Code.
This listing does not indicate that the or-
ganizations have lost their status as orga-
nizations described in section 501(c)(3),
eligible to receive deductible contribu-
tions.

Former Public Charities. The follow-
ing organizations (which have been
treated as organizations that are not pri-
vate foundations described in section
509(a) of the Code) are now classified as
private foundations:

1st Generation Community Development
Corporation, Jefferson City, MO
Academy, Cedar Rapids, I1A
Afro-American Military Historical A
Association, Inc., Kansas City, MO
Akwaaba, Inc., St. Louis, MO
American Research Cente,
Mt. Pleasant, 1A
Americharities, Eden Prairie, MN
Athletics for Disadvantaged and Disabled
Athletes, Inc., White Bear Lake, MN
Aware Committee, St. James, MO
Before and After School Services,
Spirit Lake, 1A
Bernard Whittington Foundation,
St. Louis, MO
Black Belt Parents Association of
Missouri, Inc., St. Louis, MO
Brainerd South Housing Group, Inc.,
Brainerd, MN
Bridges Ingtitute for Health Services
Research, St. Louis, MO
Central Lakes Snowmobile Club,
Watkins, MN
Cherryfest, Cherryville Community
Betterment Organization,
Cherryville, MO
Christian Ministry Center, Willmar, MN
Chrigtian Teachers College St. John Under
the Rock Fund, Chambersburg, PA

Christopher Foundation, Burnsville, MN

Clay Central Everly Community School
District Foundation, Everly, 1A

C.O.1.N. Betterment, Coin, IA

Committed by Choice Ministries,
Minneapolis, MN

Community Development University and
Entertainment Center, Inc., Boone, A

Community Health Resources,
Woodbury, MN

Compeass Ingtitute, Springfield, MO

Computer Information Age Expo, Inc.,
St. Louis, MO

Concerned Citizens for the Emergency
Room & Spelman Hospital,
Smithville, MO

Council Bluffs Parenting Coalition, Inc.,
Council Bluffs, 1A

Crossroads Ministries, Goldfield, |A

Do the Right Thing of Greater St. Louis,
Inc., St. Louis, MO

Doug Stanton Ministries International ,
Big Lake, MN

Duluth Woodland Community Center,
Inc., Duluth, MN

Dutchmen Dutchgirl Athletic Booster
Club, Owensville, MO

Eden Prairie ABC Foundation,
Eden Prairie, MN

Education & Housing Equity Project,
Minneapolis, MN

Egbe Omo Oduduwa, Inc.,
Minneapolis, MN

Equipment Replacement Fund,
St. Louis, MO

Evangelical Human Care,
St. Paul, MN

Exchange Club Foundation of Brainerd,
Inc., Brainerd, MN

Family Life Skills Learning Center, Inc.,
Plano, 1A

Family YMCA of Muscatine Endowment
Foundation, Muscatine, 1A

Faribault 1ce Arena Association,
Faribault, MN

Feed the Children, Inc.,
University City, MO

Foundation for Senior Housing Options,
Minneapolis, MN

Freedom Foundation, Inc.,
Lees Summit, MO

Friends of Decorah Public Library, Inc.,
Decorah, 1A

Friends of Lacey-Keosauqua State Park,
Keosauqua, |A

Friends of the Green, Inc., Litchfield, CT

Friends of the Saint Paul Riverfront
Stadium, St. Paul, MN

Fully Reciprocal Theatre Company,
Minneapolis, MN

Gateway Center for Development and
Learning, Inc., St. Louis, MO

Great Northern Ball Association,
Minneapolis, MN

Hale Mahaolu Ehiku, Inc., Kahului, HI

Hopkins Varsity Basketball College
Scholarship Fund, Minnetonka, MN

House of Pain, Inc., Waterloo, 1A

H.R. Services of St. Paul, St. Paul, MN

Hurricanes E.SA., Edina, MN

Immaculate Heart of Mary Our Lady
Queen of Heaven, Minnetonka, MN

Interfaith Council of Greater Sun Lakes,
Inc., Sun Lakes, AZ

Interns, Inc., Pleasant Hill, CA

lowa Citizens for the Arts Education,
Inc., DesMoines, 1A

Jazz Partners, Des Moines, 1A

Joplin Area Aids Resource Center, Inc.,
Joplin, MO

Juneteenth Historical Commemoration
Association, St. Louis, MO

Karaoke Kare of Missouri, Inc.,
Marthasville, MO

Keenes Creek Youth Organization,
Duluth, MN

Koshkonong Volunteer Fire Dept.,
Koshkonong, MO

Lakeville Area Historical Society,
Lakeville, MN

Lee County Rabbitary, Inc.,
Bishopville, SC

Legion of Friends, Carmel, CA

Library of Lives, Lees Summit, MO

L.O.V.E. Home, Inc., Hermantown, MN

LRC Partners Foundation, Inc.,
Troy, NY

Lubavitch of lowa, Inc., Des Moines, 1A

Luv-N-Care, Inc., Sedalia, MO

Mabel Youth, Inc., Mabel, MN

Macon County Crisis Center,
New Cambria, MO

Main Stage Productions, Inc.,
Kansas City, MO

Marathon Area Historical Society,
Marathon, A

Marquette Learning Institute,
St. Louis, MO

Matoska Neighborhood Association,
White Bear Lake, MN

Midwest Tarlton Institute of Marine
Education, Bloomington, MN
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Minnesota Aviation History and
Education Center, Inc., St. Paul, MN

Mission-A Catholic Worker Community,
St. Cloud, MN

Missouri Black Bass Unlimited, Inc.,
Clinton, MO

Mt. Pleasant Neighborhood,
St. Louis, MO

National Native American War Memoria
Complex, Incorporated,
Chapter Oak, 1A

Network for Prep., Inc., Bettendorf, A

New Harmony Care Center, Inc.,
Richfield, MN

Nguzo Saba Community Studio,
St. Paul, MN

Nisswa Enhanced Reading Foundation,
Nisswa, MN

North Lilbourn Development, Inc.,
Lilbourn, MO

Northland Opera Theater Experience,
Duluth, MN

Northside Economic Development
Council, Inc., Minneapolis, MN

One Small Step, St. Paul, MN

Parents Together Network, Inc.,
Marion, A

Patch, Ballwin, MO

Paths Unlimited, Minneapolis, MN

People Place, Minneapolis, MN

Philip & Adeline Woods Memoria Fund,
Yanceyville, NC

Pilot Grove Community Athletic
Association, Pilot Grove, MO

Playground, Inc., Buffalo, MO

Port Morris Neighborhood Devel opment
Corporation, Bronx, NY

Presbyterian Homes-Wedum Affordable
Housing, Inc., Arden Hills, MN

Quite Light Opera Company,
St. Joseph, MN

Ralls County Community 2000, Inc.,
Perry, MO

Recover America, Inc., Joplin, MO

Recovery Road, Inc., St. Paul, MN

Red Wing Public Schools Foundation,
Red Wing, MN

Responsible Adults & Youths, Ofalon, MO

R.O.F. Reins of Freedom, Avon, MN

Roots Program, St. Paul, MN

Save lowas Civil War Monument
Foundation, W. Branch, |A

Shelly Dorgan Memoria Scholarship
Fund, Minneapolis, MN

Simien Foundation for Seniors, Inc.,
Kansas City, MO

Southern CaliforniaAllstars,
Garden Grove, CA
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Southwest Missouri Youth Baseball Club,
Carl Junction, MO

Special Needs Association, Cresco, |1A

Springfield Community Theatre Group,
Springfield, MN

St. Andrews Assisted Living Services,
St. Louis, MO

St. Charles Basketball Club,
St. Charles, MO

St. James Opera House Restoration
Project, Inc., St. James, MN

St. Louis Northside Coaches Association,
St. Louis, MO

Starving Artists Entertainment Group,
Inc., Edina, MN

Stewartsville Community Betterment
Association, Stewartsville, MO

Stoddard County Inter-Agency Council,
Dexter, MO

Suburban Documentation Project,
St. Paul, MN

Summit Psych Care, Pleasant Hill, MO

Teen Pregnancy Prevention Action
Council, Alexandria, MN

Tom Peterson Memoria Foundation,
Sioux City, A

Trees for Tomorrow, Newton, 1A

Tumwater Hardball Association,
Tumwater, WA

Twin Cities Business Foundation,
St. Paul, MN

United Neighborhoods of Jennings, Inc.,
Jennings, MO

Urban Hope Ministries, Inc.,
Minneapolis, MN

Voce Magna, Blaine, MN

West End Elderly Housing Corporation,
Saint Louis, MO

Wild Rice Electric Trust, Mahnomen, MN

Willow Springs Medical Assistance
Program, Willow Springs, MO

Winterset Fire Fighters Association, Inc.,
Winterset, 1A

Youth Gospel Music Conference, Inc.,
St. Louis, MO

If an organization listed above submits
information that warrants the renewal of
its classification as a public charity or asa
private operating foundation, the Internal
Revenue Service will issue aruling or de-
termination letter with the revised classi-
fication as to foundation status. Grantors
and contributors may thereafter rely upon
such ruling or determination letter as pro-
vided in section 1.509(a)—7 of the Income
Tax Regulations. It is not the practice of
the Service to announce such revised clas-

sification of foundation statusin the Inter-
nal Revenue Bulletin.

Rev. Proc. 2000-39, Business
and Traveling Expenses;
Correction

Announcement 2001-73

This document contains a correction to
Rev. Proc. 200039 (200041 |.R.B. 340)
published on October 10, 2000, relating
to business and traveling expenses, and
per diem allowances.

Under SECTION 5. HIGH-LOW SUB-
STANTIATION METHOD, .01 General
rule., toward the end of the paragraph on
page 343 of the Internal Revenue Bulletin,
the text below in brackets is missing.

...Substantiated for each calendar day is
equal [to the lesser of the per diem al-
lowance for such day or the amount com-
puted at the rate set forth in section 5.02 of
this revenue procedure for the locality of
travel for such day (or partial day, see sec-
tion 6.04 of this revenue procedure). Ex-
cept as provided in section 5.06 of this rev-
enue procedure, this high-low substantiation
method may be used in lieu of the per diem
substantiation method provided in section
4,01 of this revenue procedure, but may not
be usedin lieu of themeals] only substantia-
tion method provided in section 4.02 or 4.03
of this revenue procedure.

New Filing Locations for Estate,
Gift, and Generation-Skipping
Transfer Tax Returns

Announcement 2001-74

Beginning with returns filed on or after
January 1, 2001, the filing locations for
some states have changed for the follow-
ing tax returns:

Form 706, United States Estate (and
Generation-Skipping Transfer) Tax Re-
turn

Form 706—CE, Certificate of Payment
of Foreign Death Tax

Form 706—-GS(D), Generation-Skip-
ping Transfer Tax Return for Distribu-
tions

Form 706—GS(D-1), Notification of
Distribution From a Generation-Skip-
ping Trust



Form 706—GS(T), Generation-Skip-
ping Transfer Tax Return for Termina-

Send these forms to the applicable IRS
address listed below. Note that all returns

tions filed in 2002 and theresfter, except those

Form 709, United States Gift (and Gen-
eration-Skipping Transfer) Tax Return
Form 709-A, United States Short Form

with aforeign, APO, or FPO address, will
befiled at the Cincinnati Service Center.

Gift Tax Return
For estates of decedents domiciled in, donees residing in, and Use the following Internal Revenue
settlors (now or at the time of death) residing in Service address —
For returns filed
During 2001 Beginning
January 1, 2002
New York (New York City and counties of Brookhaven USPS:
Nassau, Rockland, Suffolk, and Westchester) Service Center Cincinnati, OH
Holtsville, NY 00501 45999
New York (all other counties), Connecticut, Maine, Andover, MA 05501 Courier service:
Massachusetts, New Hampshire, Rhode Island, Vermont 201 W. Rivercenter
Blvd.
Florida, Georgia Atlanta, GA 39901 Covington, KY
41015
Arkansas, Delaware, District of Columbia, Hawaii, Indiana, lowa, Cincinnati, OH
Kentucky, Louisiana, Maryland, Michigan, Minnesota, Mississippi, 45999
Missouri, New Jersey, North Carolina, Ohio, Pennsylvania,
South Carolina, Texas, West Virginia, Wisconsin
Kansas, New Mexico, Oklahoma Austin, TX 73301
Alaska, Arizona, California (counties of Alpine, Amador, Butte, Ogden, UT 84201
Calaveras, Colusa, Contra Costa, Del Norte, EI Dorado, Glenn,
Humboldt, Lake, Lassen, Marin, Mendocino, Modoc, Napa, Nevada,
Placer, Plumas, Sacramento, San Joaquin, Shasta, Serra, Sskiyou,
Solona, Sonoma, Sutter, Tehama, Trinity, Yolo, and Yuba), Colorado,
Idaho, Montana, Nebraska, Nevada, North Dakota, Oregon,
South Dakota, Utah, Washington, Wyoming
Cadlifornia (all other counties) Fresno, CA 93888
[llinois Kansas City, MO
64999
Alabama, Tennessee Memphis, TN
37501
Virginia Philadelphia, PA
19255
American Samoa, Guam, the U.S. Virgin |slands, Puerto Rico, Philadelphia, PA Philadelphia, PA
aforeign address, or have an APO or FPO address 19255 19255

Impor tant

Any return filed before the date this announcement is published in the Internal Revenue Bulletin will be considered correctly filed if
it was filed in accordance with the instructions for that return at the time it wasfiled. Do not file a duplicate of a return that has al-
ready been filed solely because the filing location has changed.
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Waivers for Form 1065
Electronic Filing Due to
Unavailability of the Necessary
Software

Announcement 2001-75

Section 6011(e)(2) of the Internal Rev-
enue Code and section 301.6011-3(a) of
the Regulations on Procedure and Admin-
istration require partnerships with more
than 100 partners to file their partnership
returns (Form 1065 series) on magnetic
media. The regulations define “magnetic
media”’ to include electronic filing, if
electronic filing is required by the Internal

The Service has become aware that some
partnerships cannot file electronically be-
cause the necessary software for some re-
quired forms is unavailable. This an-
nouncement describes how partnerships
required to file electronically under sec-
tion 6011(e)(2) may request a section
6724(a) reasonable cause waiver for fail-
ing to file electronically.

This announcement is applicable only
to waiver requests made by taxpayers
who are required to file forms and
schedules that ae not suppoited by
electronic filing software and who can

The forms that may be attached to the
Form 8453-P are listed later in this an-
nouncement. This announcement is not
applicable to other types of waiver re-
quests (i.e. economic hardship). An-
nouncement 2000-101 describes how to
request waivers from filing electronically
under section 6011(¢e) for other reasons.

Waiver Request Procedures

Taxpayers are required to submit awaiver
request to the Memphis Submission Pro-
cessing Center by October 1, 2001. To
initiate a waiver request, the following in-

not file those forms and schedules asformation must be submitted for each

Revenue Service (“ Service”). paper attachments to the Form 8453-P partnership:
Partnership Federal Tax Number Of K-1's Name Of Unavailable
Name Identification Software Being Forms And
Number Used Schedules
Taxpayers may mail or fax the waiver re- “Waiver Request: |IRC Section request and assessing the penalty for fail-

guest to the following:

Mail to: Internal Revenue Service
PO. Box 420
Memphis, TN 38101-0420
Attn: Electronic Filing Unit,
Stop 2711
or
Fax to: 901-546-2544

Requests from the partnerships’ tax ad-
visor/preparer do not have to be accom-
panied by a valid power of attorney. If
avalid power of attorney is not on file,
the Service will address questions
about the waiver to the partnership.
Also, partnerships need not file Form
8800 before submitting a waiver re-
quest under this procedure. However,
approval of a waiver request will not
relieve the partnership of a failure to
file penalty for returns filed after the
original due date without a valid exten-
sion.

To complete the waiver request process,
taxpayers must attach a signed waiver
request to the Form 1065 return at the
time it is filed. The signed waiver re-
quest must include the following infor-
mation:
1. A notation in large red letters at the
top of page 1 of the Form 1065 return,
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6011(e)(2)";

2. The Waiver Request Attached must
contain:

a) A notation at the top “Waiver Re-
quest: IRC Section 6011(e)(2)" ;

b) The name, federal tax identification
number, and mailing address of the
partnership;

¢) The taxable year for which the
waiver is requested;

d) A detailed statement which lists:

(i) What steps the partnership has
taken in an attempt to meet its
requirement to file its return
eectronically,

(if) Why the steps were unsuccess-
ful,

(iii) What steps the partnership
will take to assure its ability
to electronically file its part-
nership return for the next tax
year.

€) A statement signed by the Tax Mat-
ters Partner, as defined in section
6231(8)(7) of the Code, stating:

“Under penalties of perjury, | declare
that the information contained in this
waiver request is true, correct and com-
plete to the best of my knowledge and be-
lief.”

Failure to complete the entire process will
result in the Service denying the waiver

ureto file electronically.
Service Determination

Within 30 days after receipt of the initia
waiver request, the Service will notify the
partnership if the Service is denying the
waiver request. Partnerships may not ap-
peal a denial of a waiver request at any
time. After verifying that a listed form is
unavailable and may not be filed with the
Form 8453-P, the Service will processini-
tial waiver requests to prevent the assess-
ment of the penalty for failure to file
eletronically. However, the Service must
also receive the required waiver request
attached to the filed Form 1065 to ensure
the penalty will not be subsequently as-
sessed. If the Service processes an initia
waiver request and aform listed in theini-
tial waiver request becomes available be-
fore the partnership files its Form 1065,
the Service will not deny the waiver re-
quest based on the subsequent availability
of the form.

The Service will not grant waiver requests
for the following forms that may be at-
tached to the 8453-P, alowing the rest of
the return to be filed electronically:
Schedule A (Form 5713), Schedule A
(Form 8847), Schedule B (Form 5713),
Schedule C (Form 5713), Schedule J
(Form 5471), Schedule M (Form 5471),



Schedule N (Form 5471), Schedule O
(Form 5471), Form T, Form 982, Form
4255, Form 5471, Form 6478, Form
8283, Form 8582-CR, Form 8594, Form
8820, Form 8861, Form 8866, Form
8873.

Failure to File Penalty

It is not the Service's intent to assess
penalties for failure to file electronically
because the necessary software is not
available and the partnership cannot file
the forms with the Form 8453-P. How-
ever, penalties may inadvertently be as-

sessed. If afiler receives an improper
penalty notice, the filer should request an
abatement of the penalties by sending a
letter to the IRS at the address provided in
this annoucement. Filers must includethe
information requested in the CP Notice
162 ng the penalty.

Late Filing Penalties

The electronic postmark is not available
for the current tax year for electronic
Forms 1065. However, the IRS will ac-
cept the transmitter’s date and time ac-
knowledgement for purposes of evaluat-

ing requests to abate late-filing penalties
assessed on partnership returns.

For questions concerning a request for
waiver or a late filing penalty of an elec-
tronic Form 1065, contact the Memphis
Submission Processing Center at 901-
546-2690 (not atoll-free call).
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Part |. Rulings and Decisions Under the Internal Revenue Code of 1986

Section 32.—Earned Income

26 CFR 1.32-3: Eligibility requirements after
denial of the earned income credit.

T.D. 8953

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

Eligibility Requirements After
Denial of the Earned Income
Credit

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Fina regulations and removal
of temporary regulations.

SUMMARY: This document contains
fina regulations that provide guidance to
taxpayers who have been denied the
earned income credit (EIC) as a result of
the deficiency procedures and wish to
claim the EIC in a subsequent year. The
temporary regulations apply to taxpayers
claiming the EIC for taxable years begin-
ning after December 31, 1997, where the
taxpayer’s EIC claim was denied for a
taxable year beginning after December
31, 1996.

DATES: Effective date: These regula-
tions are effective June 25, 2001.

Applicability dates: For dates of ap-
plicability, see 8§1.32-3(f) of these regula-
tions.

FOR FURTHER INFORMATION CON-
TACT: Karin Loverud at 202-622-6080
(not atoll-free number).

SUPPLEMENTARY INFORMATION:
Paperwork Reduction Act

The collection of information con-
tained in these fina regulations has been
reviewed and approved by the Office of
Management and Budget in accordance
with the Paperwork Reduction Act (44
U.S.C. 3507) under control number
1545-1575. Responses to this collection
of information are mandatory.

An agency may not conduct or sponsor,
and a person is not required to respond to,
a collection of information unless the col-
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lection of information displays a valid
control number assigned by the Office of
Management and Budget.

The burden is reflected in the burden of
Form 8862.

Comments and suggestions for reduc-
ing the burden imposed by this regulation
should be sent to the Internal Revenue
Service Attn: IRS Reports Clearance Of-
ficer, W:CAR:MP:FP, Washington, DC
20224, and to the Office of Management
and Budget Attn: Desk Officer for the
Department of the Treasury, Office of In-
formation and Regulatory Affairs, Wash-
ington, DC 20503.

Books or records relating to this collec-
tion of information must be retained as
long as their contents may become mater-
ia in the administration of any internal
revenue law. Generally, tax returns and
tax return information are confidential, as
required by 26 U.S.C. 6103.

Background

Section 32(k) was added by the Tax-
payer Relief Act of 1997. Section
32(k)(2) provides that, in the case of a
taxpayer who is denied the EIC as aresult
of the deficiency procedures, no EIC isa-
lowed for any subsequent taxable year un-
less the taxpayer provides such informa-
tion as the Secretary may require to
demonstrate eligibility for the credit. On
June 25, 1998, temporary regulations
(T.D. 8773, 1998-2 C.B. 70) relating to
earned income credit eligibility require-
ments under section 32(k)(2) were pub-
lished in the Federal Register(63 FR
34594). A notice of proposed rulemaking
(REG-116608-97, 1998-2 C.B. 78)
cross-referencing the temporary regula-
tions was published in the Federal Regis-
ter for the same day (63 FR 34615).

No written comments responding to the
notice of proposed rulemaking were re-
ceived. No public hearing was requested
or held.

As part of an audit pertaining to the
IRS's management of the EIC €ligibility
program, the Treasury Inspector General
for Tax Administration recommended that
the Treasury and the IRS reconsider (1)
the time at which the taxpayer should be
required to establish eligibility to claim
the EIC, and (2) whether the eligibility re-

quirement should pertain to the reason the
EIC was denied. For example, under the
temporary regulations, a taxpayer who is
denied the credit on the basis of a child
who is determined not to be a qualifying
child must establish eligibility the next
time the taxpayer claims the EIC, regard-
less of whether the taxpayer is claiming
the credit on the basis of one or more
qualifying children or on the basis of no
qualifying children. Treasury and the IRS
believe that the purpose of the eligibility
reguirement (to prevent erroneous claims)
is better effectuated if the taxpayer estab-
lishes eligibility the next time the tax-
payer claims the credit with one or more
qualifying children, rather than the next
time the taxpayer claims the credit.

TheIRS s currently exploring whether,
and to what extent, its system is capable
of undertaking such achange. If achange
is made, it would not affect the method of
establishing eligibility, that is, the tax-
payer would continue to be required to at-
tach a completed Form 8862 to his or her
tax return. The Treasury and the IRS do
not expect any change will affect returns
for tax year 2001.

If a change is made, the IRS expects to
inform taxpayers of the change in two spe-
cific ways. First, the IRS would revise
Letter 3094, which informs the taxpayer of
the eligibility requirements. Second, the
IRS would revise the instructions for Form
8862 to clarify the return to which it must
be attached. In addition, the IRSwould in-
clude information regarding the change in
al IRStaxpayer publicationsthat deal with
the EIC dligibility requirements.

The proposed regulations under section
32(k)(2) are adopted as revised by this
Treasury decision. The revisions are dis-
cussed below.

Explanation of Revisions

To permit the IRS to make changes to
the EIC eligibility program as indicated
above, 81.32-3(c) is revised to state that
the Form 8862 instructions will instruct
the taxpayer when to file Form 8862. A
new sentence is added to §1.32-3(c) to
the effect that, if the taxpayer attaches
Form 8862 to an incorrect return, the tax-
payer will nevertheless be required to at-
tach Form 8862 to the correct return.



The IRS and Treasury will consider
written comments pertaining to these re-
visions. Submissions should be sent to:
CC:ITA:RU (T.D. 8953), room 5226, In-
ternal Revenue Service, POB 7604, Ben
Franklin Station, Washington, DC 20044.
Submissions may be hand delivered Mon-
day through Friday between the hours of
8 am. and 5 p.m. to: CC:ITA:RU (T.D.
8953), Courier's Desk, Internal Revenue
Service, 1111 Constitution Avenue, NW.,
Washington, DC. Alternatively, taxpayers
may submit comments electronicaly via
the Internet by selecting the “Tax Regs’
option on the IRS Home Page, or by sub-
mitting comments directly to the IRS In-
ternet site at http://www.irs.gov/tax_
regs/regdlist.html.

Special Analyses

It has been determined that these final
regulations are not a significant regulatory
action as defined in Executive Order
12866. Therefore, aregulatory assessment
isnot required. It also has been determined
that section 553(b) of the Administrative
Procedure Act (5 U.S.C. chapter 5) does not
apply to these regulations.

It is hereby certified that these regulations
will not have a significant economic impact
on a substantial number of small entities.
This certification is based upon the fact that
the underlying statute applies only to indi-
viduals. Therefore, a regulatory flexibility
andysisunder the Regulatory Flexibility Act
(5 U.S.C. chapter 6) isnot required.

Pursuant to section 7805(f) of the
Code, the notice of proposed rulemaking
preceding these regulations was submit-
ted to the Chief Counsel for Advocacy of
the Small Business Administration for
comment on itsimpact on small business.

Drafting Information

The principal author of these regula-
tionsisKarin Loverud, Office of Division
Counsel/Associate Chief Counsel (Tax
Exempt and Government Entities). How-
ever, other personnel from the IRS and
the Treasury Department participated in

their development.
* * * * *

Adoption of Amendments to the
Regulations

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

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 continuesto read in part asfollows:

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

Par. 2. Section 1.32-3 is added to read
asfollows:

§1.32-3 Eligibility requirements after
denial of the earned income credit.

(@ In general. A taxpayer who has
been denied the earned income credit
(EIC), in whole or in part, as a result of
the deficiency procedures under sub-
chapter B of chapter 63 (deficiency pro-
cedures) is ineligible to file a return
claiming the EIC subsequent to the de-
nial until the taxpayer demonstrates eli-
gibility for the EIC in accordance with
paragraph (c) of this section. If a tax-
payer demonstrates eligibility for a tax-
able year in accordance with paragraph
(c) of this section, the taxpayer need not
comply with those requirements for any
subsequent taxable year unless the Ser-
vice again denies the EIC as a result of
the deficiency procedures.

(b) Denial of the EIC as a result of the
deficiency procedures. For purposes of
this section, denial of the EIC as a result
of the deficiency procedures occurs when
atax on account of the EIC is assessed as
adeficiency (other than as a mathematical
or clerical error under section
6213(b)(1)).

(c) Demonstration of eligibility. In
the case of a taxpayer to whom para-
graph (a) of this section applies, and ex-
cept as otherwise provided by the Com-
missioner in the instructions for Form
8862, “Information To Claim Earned In-
come Credit After Disallowance,” no
claim for the EIC filed subsequent to the
denial is allowed unless the taxpayer
properly completes Form 8862, demon-
strating eligibility for the EIC, and oth-
erwise is eligible for the EIC. If any
item of information on Form 8862 isin-
correct or inconsistent with any item on
the return, the taxpayer will be treated as
not demonstrating eligibility for the
EIC. The taxpayer must follow the in-
structions for Form 8862 to determine
the income tax return to which Form
8862 must be attached. If the taxpayer
attaches Form 8862 to an incorrect tax
return, the taxpayer will not be relieved
of the requirement that the taxpayer at-

tach Form 8862 to the correct tax return
and will, therefore, not be treated as
meeting the taxpayer’s obligation under
paragraph (a) of this section.

(d) Failureto demonstrate eligibility.
If ataxpayer to whom paragraph (a) of
this section applies fails to satisfy the re-
quirements of paragraph (c) of this sec-
tion with respect to a particular taxable
year, the IRS can deny the EIC as a
mathematical or clerical error under sec-
tion 6213(g)(2)(K).

(e) Special rule where one spouse de-
nied EIC. The eligibility requirements
set forth in this section apply to taxpay-
ersfiling ajoint return where one spouse
was denied the EIC for a taxable year
prior to marriage and has not established
eligibility as either an unmarried or mar-
ried taxpayer for a subsequent taxable
year.

(f) Effective date. This section ap-
plies to returns claiming the EIC for tax-
able years beginning after December 31,
1997, where the EIC was denied for a
taxable year beginning after December
31, 1996.

§1.32-3T [Removed]
Par. 3. Section 1.32-3T isremoved.

PART 602—OMB CONTROL
NUMBERS UNDER THE
PAPERWORK REDUCTION ACT

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

Authority: 26 U.S.C. 7805.

Par. 5. In 8602.101, paragraph (b) is
amended by:

1. Removing the entry for 1.32-3T
from the table.

2. Adding an entry for 1.32-3 to read
asfollows:

8602.101 OMB Control numbers.
* k% % % %

(b)***

Current OMB
control No.

CFR part or section
where identified and
described

* % % k% %

132-3..... ... 1545-1575
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Robert E. Wenzdl,
Deputy Commissioner
of Internal Revenue.

Approved June 20, 2001.

Mark Weinberger,
Assistant Secretary
of the Treasury.

(Filed by the Office of the Federal Register on June
22,2001, 8:45 am., and published in the issue of the
Federal Register for June 25, 2001, 66 F.R. 33636)

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

26 CFR 1.401(a)(4)-8: Cross-testing.

This revenue ruling describes specific con-
ditionsin order for defined benefit replace-
ment allocations under a defined contribu-
tion plan to meet section 1.401(a)(4)-8(b)
of the Income Tax Regulations.

Rev. Rul. 2001-30
I. PURPOSE

This revenue ruling provides guidance
with respect to the application of
§ 1.401(a)(4)-8(b) of the Income Tax
Regulations relating to compliance of cer-
tain new comparability and similar de-
fined contribution plans with the nondis-
crimination requirements of 8§ 401(a)(4)
of the Internal Revenue Code.

Under those regulations, aqualified de-
fined contribution plan that has broadly
available alocation rates can be tested for
nondiscrimination based on plan benefits
(rather than contributions) whether or not
it meets the minimum allocation gateway.
In determining whether aplan has broadly
available alocation rates, the regulations
permit an allocation to be disregarded to
the extent that it is a defined benefit re-
placement allocation or other transition
alocation. Allocations are defined bene-
fit replacement alocations if they satisfy
the basic conditionsin the regulations and
the specific conditions prescribed in this
revenue ruling.

1. BACKGROUND

Under final regulations (T.D. 8954,
2001-29 1.R.B. 47) amending §1.401(a)
(4)-8(b), published in the Federal Regis-
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ter on June 29, 2001, a defined contribu-
tion plan must satisfy a minimum alloca
tion gateway in order to be eligible to
meet the nondiscrimination regquirements
of § 401(a)(4) on the basis of plan bene-
fits rather than contributions, unless, for
the plan year, the plan has broadly avail-
able allocation rates (as defined in the
regulations) or certain age-based alloca-
tions.

Section 1.401(a)(4)-8(b)(1)(iii)(A)
provides that a plan has broadly available
allocation rates for a plan year if each al-
location rate under the plan is currently
available during the plan year (within the
meaning of § 1.401(a)(4)—4(b)(2)) to a
group of employees that satisfies § 410(b)
(without regard to the average benefit per-
centage test of § 1.410(b)-5). In deter-
mining whether a plan has broadly avail-
able alocation rates for the plan year, an
employee’s allocation may be disregarded
to the extent that it is a transition alloca-
tion. In order to be treated as a transition
allocation, the alocation must be either a
defined benefit replacement allocation
(DBRA) described in 8§ 1.401(a)(4)-
8(b)(2)(iii)(D), or a pre-existing replace-
ment allocation or pre-existing merger
and acquisition allocation described in
§ 1.401(8)(4)-8(b)(1)(iii)(E). Plan provi-
sions relating to transition allocations
must meet the requirements of
§ 1.401(a)(4)-8(b)(1)(iii)(C).

Under § 1.401(a)(4)-8(b)(2)(iii)(D), in
order for an allocation to be a DBRA it
must be provided in accordance with
guidance prescribed by the Commissioner
in the Internal Revenue Bulletin (see “l11.
Specific Conditions’ below) and the basic
conditions set forth in § 1.401(a)(4)-

8(b)(1)(ii)(D)(L)H4)-
1. SPECIFIC CONDITIONS

(1) This revenue ruling sets forth the
specific conditions that an allocation must
satisfy to be treated as a DBRA under
§ 1.401(a)(4)-8(b)(1)(iii)(D). These spe-
cific conditions are designed to permit
employers to provide, in a nondiscrimina-
tory manner, allocations replacing the re-
tirement benefits that would have been
provided under a defined benefit plan,
without having to satisfy the minimum al-
location gateway. At the same time, the
specific conditions are designed to pre-
vent the inappropriate avoidance of the
gateway in the case of plans that provide

special allocations for employees who
formerly benefited under a defined bene-
fit plan.

(2) Pursuant to this revenue ruling, to
be treated as a DBRA, an allocation must
meet the following conditions for a plan
year:

(a) To satisfy the basic condition in

§ 1.401(a)(4)-8(b)(1)(iii)(D)(1) that

the allocations are provided to a group

of employees who formerly benefitted
under an established nondiscriminatory
defined benefit plan of the employer or
of a prior employer that provided age-
based equivalent allocation rates, the
allocations must be based on a defined
benefit plan that satisfies the following
specific conditions:
(i) The defined benefit plan’s benefit
formula applicable to the group of
employees generated equivalent nor-
mal allocation rates (determined
without regard to changes in accrual
rates attributable to changes in an
employee’s years of service) that in-
creased from year to year as employ-
ees attained higher ages.

(ii) The defined benefit plan satisfied
88 410(b) and 401(a)(4), without re-
gard to § 410(b)(6)(C) and without
aggregating with any other plan, for
the plan year immediately preceding
the first plan year for which the allo-
cation is provided to the employees.
If the defined benefit plan was spon-
sored by a prior employer, but not by
the employer, this condition does not
apply.

(iif) The defined benefit plan was in
effect for at least the 5-year period
ending on the date benefit accruals
for the employees under the defined
benefit plan cease (with one year
substituted for 5 years in the case of
a defined benefit plan of a former
employer), and neither the plan for-
mula nor the coverage of the plan
has been substantially changed dur-
ing such period.
(b) To satisfy the basic condition in
§ 1.401(a)(4)-8(b)(1)(iii)(D)(2) that
the allocations for each employee in the
group were reasonably calculated, in a
consistent manner, to replace the retire-
ment benefits that the employee would
have been provided under a defined
benefit plan of the employer or of the



prior employer, the alocation must be
reasonably calculated to replace the
employee’s retirement benefits under
the defined benefit plan based on the
terms of the defined benefit plan (in-
cluding the § 415(b)(1)(A) limit) asin
effect immediately prior to the date
benefit accruals under the defined ben-
efit plan ceased.

(c) To satisfy the basic condition in
§ 1.401(a)(4)-8(b)(1)(iii)(D)(4) that
the composition of the group of em-
ployees who receive the alocations for
the plan year is nondiscriminatory, the
group of employees who receive the al-
locations must satisfy 8 410(b) (deter-
mined without regard to the average
benefit percentage test of § 1.410(b)-5)
for the plan year.

DRAFTING INFORMATION

The principa authors of this revenue rul-
ing are Kenneth R. Conn of the Employee
Plans, Tax Exempt and Government Enti-
ties Division and John T. Ricotta and Linda
S. F. Marshall of the Office of Division
Counsal/Associate Chief Counsel (Tax Ex-
empt and Government Entities). For fur-
ther information regarding this revenue rul-
ing, please contact the Employee Plans
taxpayer assistance telephone service be-
tween the hours of 1:30 and 3:30 p.m. East-
ern time, Monday through Thursday, by
caling (202) 283-9516. Mr. Conn's num-
ber is (202) 283-9526. Mr. Ricotta's num-
ber is (202) 622-6060. Ms. Marshall’'s
number is (202) 622-6090. (These tele-
phone numbers are not toll-free.)

26 CFR 1.401(a)(4)-8: Cross-testing.
T.D. 8954

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Part 1

Nondiscrimination Requirements
for Certain Defined Contribution
Retirement Plans

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Final regulations.

SUMMARY: This document contains
final regulations that permit certain de-

fined contribution retirement plans to
demonstrate compliance with the nondis-
crimination requirements based on plan
benefits rather than contributions. Under
the final regulations, a defined contribu-
tion plan can test on a benefits basis if it
provides broadly available allocation
rates, age-based allocations, or passes a
gateway requiring allocation rates for
nonhighly compensated employees to be
at least 5% of pay or at least 1/3 of the
highest allocation rate for highly compen-
sated employees. The regulations also
permit qualified defined contribution and
defined benefit plans that are tested to-
gether as a single, aggregated plan (and
that are not primarily defined benefit or
broadly available separate plans) to test
on a benefits basis after passing a similar
gateway, under which the allocation rate
for nonhighly compensated employees
need not exceed 7 1/2 % of pay. These
final regulations affect employers that
maintain qualified retirement plans and
qualified retirement plan participants.

DATES: Effective Date: These regula-
tions are effective June 29, 2001.

Applicability Date: These regulations
apply for plan years beginning on or after
January 1, 2002.

FOR FURTHER INFORMATION CON-
TACT: John T. Ricotta, 202-622-6060, or
Linda S. F. Marshall, 202-622-6090 (not
toll-free numbers).

SUPPLEMENTARY INFORMATION:
Background

This document contains amendmentsto
26 CFR part 1 under section 401(a)(4) of
the Internal Revenue Code of 1986
(Code).

Section 401(a)(4) provides that a plan
or trust forming part of a stock bonus,
pension, or profit-sharing plan of an em-
ployer shall not constitute a qualified plan
under section 401(a) of the Code unless
the contributions or benefits provided
under the plan do not discriminate in
favor of highly compensated employees
(HCEs) (within the meaning of section
414(q)). Whether a plan satisfies this re-
qguirement depends on the form of the
plan and its effect in operation.

Section 415(b)(6)(A) provides that the
computation of benefits under a defined
contribution plan, for purposes of section

401(a)(4), shall not be made on abasisin-
consistent with regulations prescribed by
the Secretary. The legidlative history of
this provision explains that, in the case of
target benefit and other defined contribu-
tion plans, “regulations may establish rea-
sonable earnings assumptions and other
factorsfor these plansto prevent discrimi-
nation.” Conf. Rep. No. 1280, 93d Cong.,
2d Sess. 277 (1974).

Under the section 401(a)(4) regula-
tions, a plan can demonstrate that either
the contributions or the benefits provided
under the plan are nondiscriminatory in
amount. Defined contribution plans gen-
erally satisfy the regulations by demon-
strating that contributions are nondiscrim-
inatory in amount, through certain safe
harbors provided for under the regul ations
or through general testing.

A defined contribution plan (other than
an ESOP) may, however, satisfy the regu-
lations on the basis of benefits by using
cross-testing pursuant to rules provided in
§1.401(a)(4)-8 of the regulations. Under
this cross-testing method, contributions
are converted, using actuarial assump-
tions, to equivalent benefits payable at
normal retirement age, and these equiva-
lent benefits are tested in amanner similar
to the testing of employer-provided bene-
fits under a defined benefit plan.

In Notice 2000-14 (2000-10 |.R.B.
737), released February 24, 2000, the IRS
and the Treasury Department initiated a
review of issues related to use of the
cross-testing method by so-called new
comparability plans and requested public
comments on this plan design from plan
sponsors, participants and other interested
parties. In general, new comparability
plans are defined contribution plans that
have built-in disparities between the allo-
cation rates for classifications of partici-
pants consisting entirely or predominantly
of HCEs and the allocation rates for other
employees.

In a typical new comparability plan,
HCEs receive high allocation rates, while
nonhighly compensated employees
(NHCEsS), regardless of their age or years
of service, receive comparatively low al-
location rates. For example, HCEs in
such a plan might receive allocations of
18 or 20% of compensation, while
NHCEs might receive allocations of 3%
of compensation. A similar plan design,
sometimes known as a super-integrated
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plan, provides for an additional allocation
rate that applies only to compensation in
excess of a specified threshold, but the
specified threshold (e.g., $100,000) or the
additional allocation rate (e.g., 10%) is
higher than the maximum threshold and
rate allowed under the permitted disparity
rules of section 401(1).

These new comparability and similar
plans rely on the cross-testing method to
demonstrate compliance with the nondis-
crimination rules by comparing the actu-
arially projected value of the employer
contributions for the younger NHCEs
with the actuarial projections of the larger
contributions (as a percentage of compen-
sation) for the older HCEs. As a result,
these plans are able generally to provide
higher rates of employer contributions to
HCEs, while NHCEs are not allowed to
earn the higher allocation rates as they
work additional years for the employer or
grow older. Notwithstanding the analyti-
cal underpinnings of cross-testing, the
IRS and Treasury Department became
concerned that new comparability and
similar plans were not consistent with the
basic purpose of the nondiscrimination
rules under section 401(a)(4).

After consideration of the comments
received in response to Notice 2000-14,
the IRS and Treasury issued pro-
posed regulations on this subject
(REG-114697-00, 200043 |.R.B. 421),
which were published in the Federal
Register on October 6, 2000 (65 FR
59774). The proposed regulations pre-
served the cross-testing rules of the sec-
tion 401(a)(4) regulations, but prescribed
agateway condition for new comparabil-
ity and similar plans to meet in order to
be eligible to use cross-testing to satisfy
the nondiscrimination rules on the basis
of benefits. However, defined contribu-
tion plans that provide broadly available
allocation rates, as defined in the pro-
posed regulations, did not have to satisfy
the gateway. The definition of broadly
available allocation rates under the pro-
posed regulations covered plans that pro-
vide different allocation rates to differ-
ent, nondiscriminatory groups of
employees. Under the proposed regula-
tions, the definition also covered plans
that base allocations or allocation rates
on age or years of service, that, in con-
trast to new comparability plans, provide
an opportunity for participants to “grow
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into” higher allocation rates as they age
or accumulate additional service.

The proposed regulations also ad-
dressed a new comparability-type plan
design that aggregates a defined benefit
plan that benefits primarily HCEs with a
defined contribution plan that benefits
primarily NHCEs. This design would
permit an employer to circumvent the
minimum allocation gateway by aggre-
gating (for purposes of the nondiscrimina-
tion rules) a new comparability or similar
defined contribution plan with a defined
benefit plan that provides only minimal
benefits to NHCEs or covers only arela
tively small number of NHCEs. In addi-
tion, a defined benefit plan that benefits
primarily HCEs, and that is aggregated
with a defined contribution plan for
nondiscrimination testing, could produce
results similar to a new comparability
plan but with a potential for substantially
more valuable benefits for HCEs. The
proposed regulations provided a gateway
for testing the aggregated plans on the
basis of benefits that must be satisfied un-
less the aggregated defined contribution
and defined benefit plan (the DB/DC
plan) is primarily defined benefit in char-
acter (as defined in the proposed regula-
tions), or unless each of the defined con-
tribution and defined benefit portions of
the DB/DC plan is a broadly available
separate plan (as defined in the proposed
regulations).

Written comments responding to the
notice of proposed rulemaking were re-
ceived, and a public hearing was held on
January 25, 2001, at the request of one
commentator. After consideration of the
comments, the proposed regulations are
adopted as revised by this Treasury deci-
sion.

Explanation of Provisions
A. Overview

Like the proposed regulations, these
final regulations permit defined contribu-
tion plans with either broadly available al-
location rates or certain age-based alloca-
tion rates to test on a benefits basis
(cross-test) in the same manner as under
current law, and permit other defined con-
tribution plansto cross-test once they pass
a gateway that prescribes minimum allo-
cation rates for NHCEs. Similarly, these
final regulations retain the rule in the pro-

posed regulations that permits a DB/DC
plan to test on a benefits basis in the same
manner as under current law if the
DB/DC plan either is primarily defined
benefit in character or consists of broadly
available separate plans. Other DB/DC
plans are permitted to test on a benefits
basis once they pass a corresponding
gateway prescribing minimum aggregate
normal allocation rates for NHCEs.

B. Gateway for Cross-Testing of New
Comparability and Smilar Plans

These final regulations retain the rule
in the proposed regulations that requires a
defined contribution plan that does not
provide broadly available allocation rates
or certain age-based allocation rates (as
these terms are defined in these final reg-
ulations) to satisfy a gateway in order to
be eligible to use the cross-testing rules to
meet the nondiscrimination regquirements
of section 401(a)(4). Under these final
regulations, as under the proposed regula-
tions, a plan satisfies this minimum allo-
cation gateway if each NHCE in the plan
has an allocation rate that is at least one
third of the allocation rate of the HCE
with the highest allocation rate, but a plan
is deemed to satisfy the gateway if each
NHCE receives an allocation of at least
5% of the NHCE's compensation (within
the meaning of section 415(c)(3)).

Several commentators raised questions
about the interaction of the requirements
under the proposed regulations and other
regulatory rules relating to testing for
nondiscrimination. For example, some
commentators asked what was intended
by the gateway requirement that all
NHCESs receive the minimum required al-
location. Except as specifically provided,
the regulatory definitions and rules that
apply for purposes of section 401(a)(4)
also apply for purposes of these regula-
tions. For example, the term employee,
as used in these regulations, is defined in
81.401(a)(4)-12 as an employee (within
the meaning of §1.410(b)—9) who benefits
as an employee under the plan for the plan
year, and an NHCE is defined in
81.401(a)(4)—12 as an employee who is
not an HCE. Thus, an individual who
does not otherwise benefit under the plan
for the plan year is not an employee under
these regulations, hence not an NHCE,
and need not be given the minimum re-
quired allocation under the gateway.



Similarly, the allocation rate referred to in
the gateway is determined under
81.401(a)(4)—2(c) as the alocations to an
employee’s account for a plan year, ex-
pressed either as a percentage of plan year
compensation (which must be calculated
using a definition of compensation that
satisfies the requirements of section
414(s)) or asadollar amount.

The general rules and regulatory defini-
tions applicable under section 410(b)
apply aso for purposes of these regula-
tions. For example, these regulations do
not change the general rule prohibiting
aggregation of a 401(k) plan or 401(m)
plan with a plan providing nonelective
contributions. Accordingly, matching
contributions are not taken into account
for purposes of the gateway. Similarly,
pursuant to 81.410(b)—-6(b)(3), if a plan
benefits employees who have not met the
minimum age and service regquirements of
section 410(a)(1), the plan may be treated
as two separate plans, one for those other-
wise excludable employees and one for
the other employees benefitting under the
plan. Thus, if the plan is treated as two
separate plans in this manner, cross-test-
ing the portion of the plan benefitting the
nonexcludable employees will not result
in minimum required allocations under
the gateway for the employees who have
not met the section 410(a)(1) minimum
age and service requirements.

One commentator suggested that the
regulatory provision that permits a plan to
satisfy the gateway requirement by pro-
viding an allocation of at least 5% of
compensation within the meaning of sec-
tion 415(c)(3) not require that the alloca
tion be based on a full year’s compensa
tion in the case of an employee who
participates in the plan for only a portion
of the plan year. The final regulations
modify this requirement as suggested.
The final regulations alow a plan to sat-
isfy the gateway by providing an alloca-
tion of at least 5% of compensation within
the meaning of section 415(c)(3), limited
to a period otherwise permissible under
the timing rules applicable under the defi-
nition of plan year compensation, in the
same manner as the general rules under
the section 401(a)(4) regulations. The de-
finition of plan year compensation per-
mits use of amounts paid only during the
period of participation within the plan
year.

Some commentators questioned
whether it was necessary to require the
use of compensation within the meaning
of section 415(c)(3) for purposes of the
5% of compensation component of the
minimum allocation gateway. One of
these commentators argued that using
compensation within the meaning of sec-
tion 414(s) would be more appropriate.
Two other commentators argued that, for
this purpose, plans should be ableto use a
definition of compensation that would be
a reasonable definition of compensation
for purposes of section 414(s) without re-
gard to whether the definition of compen-
sation meets the nondiscrimination stan-
dard under the section 414(s) regulations.

After consideration of these comments,
the requirement that section 415(c)(3)
compensation be used for purposes of the
5% of compensation component of the
minimum allocation gateway has been re-
tained. For purposes of the “one third”
component of the gateway, a definition of
compensation that satisfies section 414(s)
is an appropriate measure because this
component is based on the ratio of HCE
allocation rates to NHCE alocation rates.
By contrast, the 5% of compensation
component of the gateway does not re-
flect a comparison of NHCE allocations
to HCE alocations, but is based on a par-
ticular level of NHCE dllocations. With-
out the comparison between HCE and
NHCE allocations, a rule permitting the
use of a definition of compensation that
satisfies section 414(s), but is less inclu-
sive than total compensation, could lead
to NHCE allocations that are significantly
smaller than the minimum that is contem-
plated by the regulations. Therefore, it is
appropriate to require the use of total
compensation, as defined in section
415(c)(3), for the 5% alocation compo-
nent of the gateway. Furthermore, per-
mitting the use of a potentially discrimi-
natory definition of compensation would
be inconsistent with the nondiscrimina-
tion requirements in general, including
the minimum allocation gateway.

C. Planswith Broadly Available
Allocation Rates

Like the proposed regulations, these
final regulations provide that a plan that
has broadly available allocation rates
need not satisfy the minimum allocation
gateway. Inorder to be broadly available,

each alocation rate under the plan must
be currently available to a group of em-
ployees that satisfies section 410(b)
(without regard to the average benefit per-
centage test). Thus, if, within one plan,
an employer provides different allocation
rates for nondiscriminatory groups of em-
ployees at different locations or different
profit centers, the plan would not need to
satisfy the minimum allocation gateway
in order to use cross-testing.

For purposes of determining whether an
allocation rate that was available only to
employees who satisfied an age or service
condition was currently available to a sec-
tion 410(b) group, the proposed regula-
tions allowed such a condition to be disre-
garded if certain standards were met. The
final regulations retain this exception from
the application of the minimum alocation
gateway. However, this exception has
been relocated and is now part of an ex-
panded provision for plans with age-based
allocations (see Plans with Age-Based Al-
locations portion of this preamble).

In response to comments, the final regu-
lations also liberalize the determination of
whether a plan has broadly available allo-
cation rates. First, the final regulations
permit two allocation rates to be aggre-
gated in a manner similar to the rule that
permits aggregation of certain benefits,
rights or features. This rule permits ex-
cess NHCEs with a higher allocation rate
to be used to support a lower alocation
rate. For example, under thisrule, if under
aplan there are two groups of participants,
one group that receives an allocation rate
of 10% and another that receives an allo-
cation rate of 3%, and if the group of em-
ployees who receive the 10% allocation
rate satisfies section 410(b) (without re-
gard to the average benefit percentage
test), then the 10% rate and the 3% rate
can be aggregated and treated as a single
allocation rate for purposes of determining
whether the plan has broadly available al-
location rates. In addition, the final regu-
lations provide that, in determining
whether a plan provides broadly available
allocation rates, differences in allocation
rates resulting from any method of permit-
ted disparity provided for under the sec-
tion 401(1) regulations are disregarded.

D. Transition Allocations

Several commentators raised the con-
cern that a defined contribution plan may
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fail the broadly available test because of
grandfathered allocation rates provided to
employees who formerly participated in a
defined benefit plan or provided to a
group of employees in connection with a
merger, acquisition, or other similar trans-
action. In response to these comments,
the final regulations permit an employee's
allocation to be disregarded, to the extent
the employee’s allocation is a transition
allocation (as defined in the regulations)
for the plan year. Transition alocations
which can be disregarded can be defined
benefit replacement allocations, pre-exist-
ing replacement alocations, or pre-exist-
ing merger and acquisition allocations (as
defined in the regulations).

In each case, the transition allocations
must be provided to a closed group of em-
ployees and must be established under
plan provisions. Once the alocations are
established under the plan, they cannot be
modified, except to reduce allocations for
HCEs, or because of de minimis changes
(such as a change in the definition of
compensation to include section 132(f)
elective reductions). A plan also does not
violate this requirement because of an
amendment that either adds or removes a
provision applicable to all employees in
the group eligible for the allocations
under which each employee who is €eligi-
ble for atransition allocation receives the
greater of the transition allocation or an-
other allocation for which the employee
would otherwise be eligible. If the plan
provides that all employeeswho are eligi-
ble for the transition all ocation receive the
greater of the transition allocation or an
otherwise available allocation, the other-
wise available allocation is considered
currently available to all such employees,
including employees for whom the transi-
tion allocation is greater.

These final regulations set forth basic
conditions for defined benefit replace-
ment allocations. These conditions pro-
vide a framework that is designed to en-
sure that these allocations are provided in
amanner consistent with the genera prin-
ciples underlying the provisions for
broadly available allocation rates under
these regulations. The regulations then
delegate authority to the Commissioner to
prescribe rules for defined benefit re-
placement allocations in revenue rulings,
notices, and other guidance published in
the Internal Revenue Bulletin. Rev. Rul.
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2001-30 (2001-29 I.R.B. 46), dated July
16, 2001, published in conjunction with
these final regulations, prescribes specific
conditions for defined benefit replace-
ment allocations that relate to the basic
conditions set forth in the regulations.
This division of the medium of guidance
is designed to provide ongoing flexibility
to the IRS and Treasury to respond to
changing circumstances, or additional in-
formation relating to defined benefit re-
placement allocations.

The basic conditions that allocations
must satisfy in order to be defined benefit
replacement allocations are as follows:
(1) The allocations are provided to a
group of employees who formerly bene-
fitted under an established nondiscrimina-
tory defined benefit plan of the employer
or of a prior employer that provided age-
based equivalent allocation rates; (2) the
allocations for each employee were rea-
sonably calculated, in a consistent man-
ner, to replace the retirement benefits that
the employee would have been provided
under the defined benefit plan if the em-
ployee had continued to benefit under the
defined benefit plan; (3) no employee
who receives the allocation receives any
other allocations under the plan for the
plan year (except as provided in these reg-
ulations); and (4) the composition of the
group of employees who receive the allo-
cations is nondiscriminatory.

Rev. Rul. 2001-30 fleshes out these
basic conditions for determining whether
an alocation is a defined benefit replace-
ment allocation. Under the revenue rul-
ing, the defined benefit plan’s benefit for-
mula applicable to the group of
employees must be one that generated
equivalent normal allocation rates (deter-
mined without regard to changes in ac-
crual rates attributable to changes in an
employee’s years of service) that in-
creased from year to year as employees
attained higher ages. Further, if the de-
fined benefit plan was sponsored by the
employer, the defined benefit plan satis-
fied sections 410(b) and 401(a)(4), with-
out regard to section 410(b)(6)(C) and
without aggregating with any other plan,
for the plan year which immediately pre-
cedes the first plan year for which the al-
locations are provided. Finaly, the de-
fined benefit plan must be one that has
been established and maintained without
substantial change for at least the 5 years

ending on the date benefit accruals under
the defined benefit plan cease (with one
year substituted for 5 years in the case of
a defined benefit plan of a former em-
ployer).

In order to be defined benefit replace-
ment allocations for the plan year, the al-
locations for each employee in the group
must be reasonably calculated, in a con-
sistent manner, to replace the employee's
retirement benefits under the defined ben-
efit plan based on the terms of the defined
benefit plan (including the section
415(b)(2)(A) limit) as in effect immedi-
ately prior to the date accruals under the
defined benefit plan cease. In addition,
the group of employees who receive the
allocationsin aplan year must satisfy sec-
tion 410(b) (determined without regard to
the average benefit percentage test of
§1.410(b)-5).

Although the regulations and Rev. Rul.
2001-30 prescribe conditions for the de-
fined benefit replacement allocations,
they still leave employers with flexibility
in structuring these benefits. For exam-
ple, there is more than one way in which
the allocations may reasonably be calcu-
lated, such as a level percentage of pay
for each year or an amount that increases
as the employee ages.

The final regulations provide special
rules applicable to alocations that are ei-
ther pre-existing replacement alocations
or pre-existing merger and acquisition al-
locations. Allocations are pre-existing re-
placement allocations if the allocations
are provided pursuant to a plan provision
adopted before June 29, 2001, are pro-
vided to employees who formerly benefit-
ted under a defined benefit plan and are
reasonably calculated, in a consistent
manner, to replace some or all of the re-
tirement benefits that the employee would
have received under the defined benefit
plan and any other plan or arrangement of
the employer if the employee had contin-
ued to benefit under such defined benefit
plan and such other plan or arrangement.
Allocations are pre-existing merger and
acquisition allocations if the allocations
were established in connection with a
stock or asset acquisition, merger, or other
similar transaction occurring prior to Au-
gust 28, 2001, for a group of employees
who were employed by the acquired trade
or business prior to a specified date, pro-
vided that the class of employees eligible



for the allocations is closed no later than
two years after the transaction (or January
1, 2002, if earlier), the alocations are pro-
vided pursuant to a plan amendment
adopted by the date the class was closed,
and the allocations for each employee in
the group are reasonably calculated, in a
consistent manner, to replace some or all
of the retirement benefits that the em-
ployee would have received under any
plan of the employer if the new employer
had continued to provide the retirement
benefits that the prior employer was pro-
viding for employees of the trade or busi-
ness.

E. Planswith Age-Based Allocations

These final regulations provide a sepa-
rate exception from the application of the
minimum allocation gateway for certain
plans with age-based allocation rates.
This provision incorporates the exception
under the proposed regulations for plans
with gradual age or service schedules, and
expands the exception to include plans
that provide for alocation rates based on
auniform target benefit allocation.

A plan has a gradual age or service
schedule if the schedule of allocation
rates under the plan’s formulais available
to al employees in the plan and provides
for allocation rates that increase smoothly
at regular intervals. The rules applicable
to the schedule of allocation rates are de-
signed to be sufficiently flexible to ac-
commodate a wide variety of age- or ser-
vice-based plans (including age-weighted
profit-sharing plans that provide for allo-
cations resulting in the same equivalent
accrual rate for all employees). The final
regulations clarify that a plan projecting
future age or service may not use imputed
disparity in determining whether the allo-
cation rates under the schedule increase
smoothly at regular intervals. Inresponse
to comments, the final regulations also
accommodate smoothly increasing sched-
ules of alocation rates that are based on
the sum of age and years of service. In
addition, to conform with the rules for
computation of service under
81.401(a)(4)-12, references to service
have been changed to years of service.

The requirement that the allocation
rates under a schedule increase smoothly
at regular intervals provides important
protection for employees, because this re-
quirement limits the exception from the

minimum allocation gateway to plans in
which NHCEs actually receive the benefit
of higher rates as they attain higher ages
or complete additional years of service.
Some commentators expressed concern
that employers could be forced to reduce
allocations to younger or shorter-service
NHCEs in order to satisfy the conditions
for allocation rates that increase smoothly
at regular intervals. In response to these
comments, the final regulations provide
that a plan’s schedule of allocation rates
does not fail to increase smoothly at regu-
lar intervals merely because a specified
minimum uniform allocation rate is pro-
vided for all employees or because the
minimum benefit described in section
416(c)(2) is provided for al non-key em-
ployees (either because the plan is top
heavy or without regard to whether the
planistop heavy) if one of two alternative
conditionsis satisfied. These two alterna-
tive conditions are intended to limit the
potential use of a minimum alocation to
provide a schedule of rates that delivers
allocations similar to those under a new
comparability plan (i.e., a flat alocation
rate applicable for all employees below a
certain age, followed by a sharply in-
creasing schedule of rates that effectively
benefits only HCES) without satisfying
the minimum allocation gateway.

A plan satisfiesthe first alternative con-
dition if the allocation rates under the plan
that exceed the specified minimum rate
could form part of a schedule of aloca-
tion rates that increase smoothly at regu-
lar intervals (as defined in these regula-
tions) in which the lowest alocation rate
is at least 1% of plan year compensation.
The second alternative condition, avail-
able for a plan using an age-based sched-
ule, allows the use of a minimum alloca-
tion rate if, for each age band above the
minimum allocation rate, the allocation
rate applicable for that band isless than or
equal to the allocation rate that would
yield an equivalent accrual rate at the
highest age in the band that is the same as
the equivalent accrual rate determined for
the oldest hypothetical employee who
would receive just the minimum alloca-
tion rate. Thus, under this condition, the
allocation rates above the minimum allo-
cation rate do not rise more steeply than
expected under an age-weighted profit-
sharing plan generally intended to provide
the same accrual rate at all ages.

The exception to the minimum alloca-
tion gateway for plans with age-based al-
location rates also applies to certain uni-
form target benefit plans that do not
comply with the safe-harbor testing
method provided in 81.401(a)(4)-
8(b)(3).1 A plan has allocation rates
based on a uniform target benefit alloca
tion if it would comply with the require-
ments for a safe harbor target benefit plan
in 81.401(a)(4)-8(b)(3) except that the in-
terest rate for determining the actuarial
present value of the stated plan benefit
and the theoretical reserve islower than a
standard interest rate, the stated benefit is
calculated assuming compensation in-
creases, or the plan computes the current
year contribution using the actual account
balance instead of the theoretical reserve.

F. Application to Defined Contribution
Plans That Are Combined with Defined
Benefit Plans (DB/DC Plans)

These regulations prescribe rules for
testing defined contribution plans that are
aggregated with defined benefit plans for
purposes of sections 401(a)(4) and 410(b).
Theserules apply in situations in which the
employer aggregates the plans because one
of the plans does not satisfy sections
401(a)(4) and 410(b) standing alone. These
rules do not apply to safe harbor floor-off-
set arrangements described in
§1.401(a)(4)-8(d), or to the situation in
which plans are aggregated solely for pur-
poses of satisfying the average benefit per-
centage test of §1.410(b)-5.

These regulations retain the rule of the
proposed regulations that the combination
of a defined contribution plan and a de-
fined benefit plan may demonstrate
nondiscrimination on the basis of benefits
if the combined plan (the DB/DC plan) is
primarily defined benefit in character,
consists of broadly available separate
plans (as these terms are defined in the
regulations), or satisfies a minimum ag-
gregate allocation gateway requirement
that is generally similar to the minimum
allocation gateway for defined contribu-
tion plans that are not combined with a
defined benefit plan.

1 No exception to the minimum allocation gateway is
needed for target benefit plans that comply with the
safe-harbor testing provisions of §1.401(a)(4)-8(b)(3),
because they are deemed to satisfy section 401(a)(4)
with respect to an equivalent amount of benefits.
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1. Gateway for benefits testing of
combined plans

In order to apply this minimum aggre-
gate alocation gateway, the employee’s
aggregate normal alocation rate is deter-
mined by adding the employee's alloca-
tion rate under the defined contribution
plan to the employee's equivalent alloca
tion rate under the defined benefit plan.
This aggregation allows an employer that
provides NHCEs with both a defined con-
tribution and a defined benefit plan to
take both plans into account in determin-
ing whether the minimum aggregate allo-
cation gateway is met.

Under the gateway, if the aggregate
normal allocation rate of the HCE with
the highest aggregate normal allocation
rate under the plan (HCE rate) isless than
15%, the aggregate normal allocation rate
for all NHCEs must be at least 1/3 of the
HCE rate. If the HCE rate is between
15% and 25%, the aggregate normal allo-
cation rate for all NHCEs must be at least
5%. If the HCE rate exceeds 25%, then
the aggregate normal allocation rate for
each NHCE must be at least 5% plus one
percentage point for each 5-percentage-
point increment (or portion thereof) by
which the HCE rate exceeds 25% (e.g.,
the NHCE minimum is 6% for an HCE
rate that exceeds 25% but not 30%, and
7% for an HCE rate that exceeds 30% but
not 35%).

Several commentators expressed a con-
cern that the minimum aggregate alloca-
tion gateway in the proposed regulations
could require contributions for NHCEs
that would make DB/DC plans too expen-
sive for employers in certain circum-
stances. This could occur in cases where
one HCE had a very high equivalent allo-
cation rate on account of age or some
other factor, and could prompt such an
employer to redesign its plans in ways
that could disadvantage NHCEs. In re-
sponse to these comments, these final reg-
ulations provide that a plan is deemed to
satisfy this minimum aggregate all ocation
gateway if the aggregate normal alloca-
tionrate for each NHCE isat least 7 1/2%
of compensation within the meaning of
section 415(c)(3), determined over a pe-
riod otherwise permissible under the tim-
ing rules applicable under the definition
of plan year compensation.

These regulations retain the rule that, in
determining the equivalent allocation rate
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for an NHCE under a defined benefit
plan, a plan is permitted to treat each
NHCE who benefits under the defined
benefit plan as having an equivalent allo-
cation rate equal to the average of the
equivalent allocation rates under the de-
fined benefit plan for al NHCEs benefit-
ting under that plan. This averaging rule
recognizes the grow-in feature inherent in
traditional defined benefit plans (i.e., the
defined benefit plan provides higher
equivalent allocation rates at higher ages).

2. Primarily defined benefit in character

Like the proposed regulations, these
final regulations provide that a DB/DC
plan that is primarily defined benefit in
character is not subject to the gateway re-
quirement and may continue to be tested
for nondiscrimination on the basis of ben-
efits as under former law. A DB/DC plan
is primarily defined benefit in character
if, for more than 50% of the NHCEs ben-
efitting under the plan, the normal accrual
rate attributable to benefits provided
under defined benefit plans for the NHCE
exceeds the equivalent accrual rate attrib-
utable to contributions under defined con-
tribution plans for the NHCE. For exam-
ple, a DB/DC plan is primarily defined
benefit in character where the defined
contribution plan covers only salaried em-
ployees, the defined benefit plan covers
only hourly employees, and more than
half of the NHCESs participating in the
DB/DC plan are hourly employees partic-
ipating only in the defined benefit plan.

Some comments suggested a loosening
of the standard asto when aDB/DC planis
primarily defined benefit in character, but
no changes have been made. The Treasury
and IRS believe that the determination of
whether aDB/DC planis primarily defined
benefit in character should be based on the
relative size of the defined benefit accruas
and the defined contribution allocations for
individual employees, as reflected in the
actual benefits testing that is being done
under section 401(a)(4). In particular, the
actuarial assumptions used to determine
whether aDB/DC planis primarily defined
benefit in character must be the same as-
sumptions that are used to apply the cross-
testing rules.

3. Broadly available separate plans

Like the proposed regulations, these
final regulations provide that a DB/DC

plan that consists of broadly available
separate plans may continue to be tested
for nondiscrimination on the basis of ben-
efits as under current law, even if it does
not satisfy the gateway requirement. A
DB/DC plan consists of broadly available
separate plans if the defined contribution
plan and the defined benefit plan, tested
separately, would each satisfy the require-
ments of section 410(b) and the nondis-
crimination in amount requirement of
§1.401(a)(4)-1(b)(2), assuming satisfac-
tion of the average benefit percentage test
of §1.410(b)-5. Thus, the defined contri-
bution plan must separately satisfy the
nondiscrimination requirements (taking
into account these regulations as applica-
ble), but for this purpose assuming satis-
faction of the average benefit percentage
test. Similarly, the defined benefit plan
must separately satisfy the nondiscrimina-
tion requirements, assuming for this pur-
pose satisfaction of the average benefit
percentage test. In conducting the re-
quired separate testing, all plans of a sin-
gle type (defined contribution or defined
benefit) within the DB/DC plan are aggre-
gated, but those plans are tested without
regard to plans of the other type.

This aternative is useful, for example,
where an employer maintains a defined
contribution plan that provides a uniform
allocation rate for all covered employees
at one business unit and a safe harbor de-
fined benefit plan for al covered employ-
ees at another unit, and where the group
of employees covered by each of those
plans is a group that satisfies the nondis-
criminatory classification requirement of
section 410(b). Because the employer
provides broadly available separate plans,
it may continue to aggregate the plans and
test for nondiscrimination on the basis of
benefits, as an alternative to using the
qualified separate line of business rules or
demonstrating satisfaction of the average
benefit percentage test.

G. Use of Component Plans

As under the proposed regulations, the
rules st forth in these fina regulations can-
not be satisfied using component plans
under the restructuring rules. Although
some commentators requested that restruc-
turing be permitted for this purpose, the IRS
and Treasury have determined that such use
of component plans would be inconsistent
with the purpose of these regulations.



Effective Date

These regulations apply for plan years
beginning on or after January 1, 2002.

Special Analyses

It has been determined that this Trea-
sury decision is not a significant regula
tory action as defined in Executive Order
12866. Therefore, a regulatory assess-
ment is not required. It also has been de-
termined that section 553(b) of the Ad-
ministrative Procedure Act (5 U.S.C.
chapter 5) does not apply to these regula-
tions, and because the regulation does not
impose a collection of information on
small entities, the Regulatory Flexibility
Act (5 U.S.C. chapter 6) does not apply.
Pursuant to section 7805(f) of the Code,
the notice of proposed rulemaking pre-
ceding these regulations was submitted to
the Chief Counsel for Advocacy of the
Small Business Administration for com-
ment on itsimpact on small business.

Drafting Information

The principal authors of these regula-
tions are John T. Ricotta and Linda S. F.
Marshall of the Office of the Division
Counsel/Associate Chief Counsel (Tax
Exempt and Government Entities). How-
ever, other personnel from the IRS and
Treasury participated in their develop-
ment.

* * * * *

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR part 1 is amended
asfollows:

PART 1 — INCOME TAXES

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

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

Par. 2. In §1.401(a)(4)-0, the entry for
§1.401(a)(4)-8(b)(1) is revised to read as
follows:

§1.401(a)(4)-0 Table of contents.

* % % % %

§1.401(a)(4)-8 Cross-testing.
* k % % %

(b * % %
(1) General rule and gateway.

* * * k %

Par. 3. In 81.401(a)(4)-8, paragraph
(b)(1) isrevised to read as follows:

81.401(a)(4)-8 Cross-testing.

(b) Nondiscrimination in amount of
benefits provided under a defined contri-
bution plan—(1) General rule and gate-
way—(i) General rule. Equivaent bene-
fits under a defined contribution plan
(other than an ESOP) are nondiscrimina-
tory in amount for a plan year if—

(A) The plan would satisfy
§1.401(a)(4)—2(c)(1) for the plan year if
an equivalent accrual rate, as determined
under paragraph (b)(2) of this section,
were substituted for each employee’s allo-
cation rate in the determination of rate
groups; and

(B) For plan years beginning on or after
January 1, 2002, the plan satisfies one of
the following conditions—

(1) The plan has broadly available allo-
cation rates (within the meaning of para-
graph (b)(1)(iii) of this section) for the
plan year;

(2) The plan has age-based allocation
rates that are based on either agradual age
or service schedule (within the meaning
of paragraph (b)(1)(iv) of this section) or
auniform target benefit allocation (within
the meaning of paragraph (b)(1)(v) of this
section) for the plan year; or

(3) The plan satisfies the minimum al-
location gateway of paragraph (b)(1)(vi)
of this section for the plan year.

(ii) Allocations after testing age. A
plan does not fail to satisfy paragraph
(b)(2)(i)(A) of this section merely be-
cause allocations are made at the same
rate for employees who are older than
their testing age (determined without re-
gard to the current-age rule in paragraph
(4) of the definition of testing age in
§1.401(a)(4)-12) as they are made for
employees who are at that age.

(iii) Broadly available allocation
rates—(A) In general. A plan has
broadly available allocation rates for the
plan year if each alocation rate under the
plan is currently available during the plan
year (within the meaning of
§1.401(a)(4)-4(b)(2)), to a group of em-
ployees that satisfies section 410(b)
(without regard to the average benefit per-
centage test of §1.410(b)-5). For this
purpose, if two alocation rates could be
permissively  aggregated under

§1.401(a)(4)—4(d)(4), assuming the alo-
cation rates were treated as benefits,
rights or features, they may be aggregated
and treated as a single allocation rate. In
addition, the disregard of age and service
conditions described in §1.401(a)(4)-
4(b)(2)(ii)(A) does not apply for purposes
of this paragraph (b)(1)(iii)(A).

(B) Certain transition allocations. In
determining whether a plan has broadly
available allocation rates for the plan year
within the meaning of paragraph
(b)(2)(iii)(A) of this section, an em-
ployee's alocation may be disregarded to
the extent that the allocation isatransition
allocation for the plan year. In order for
an alocation to be a transition allocation,
the alocation must comply with the re-
quirements of paragraph (b)(1)(iii)(C) of
this section and must be either—

(1) A defined benefit replacement allo-
cation within the meaning of paragraph
(b)(1)(iii)(D) of this section; or

(2) A pre-existing replacement alloca
tion or pre-existing merger and acquisi-
tion allocation, within the meaning of
paragraph (b)(1)(iii)(E) of this section.

(C) Plan provisions relating to transi-
tion allocations—(1) In general. Plan
provisions providing for transition alloca-
tions for the plan year must specify both
the group of employees who are dligible
for the transition allocations and the
amount of the transition allocations.

(2) Limited plan amendments. Alloca-
tions are not transition allocations within
the meaning of paragraph (b)(1)(iii)(B) of
this section for the plan year if the plan
provisions relating to the allocations are
amended after the date those plan provi-
sions are both adopted and effective. The
preceding sentence in this paragraph
(b)()(iii)(C)(2) does not apply to a plan
amendment that reduces transition alloca-
tions to HCEs, makes de minimis changes
in the calculation of the transition alloca-
tions (such as a change in the definition of
compensation to include section 132(f)
elective reductions), or adds or removes a
provision permitted under paragraph
(b)(1)(iii)(C)(3) of this section.

(3) Certain permitted plan provisions.
An alocation does not fail to be a transi-
tion allocation within the meaning of
paragraph (b)(2)(iii)(B) of this section
merely because the plan provides that
each employee who is eligible for a tran-
sition allocation receives the greater of
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such allocation and the allocation for
which the employee would otherwise be
eligible under the plan. In aplan that con-
tains such a provision, for purposes of de-
termining whether the plan has broadly
available allocation rates within the
meaning of paragraph (b)(2)(iii)(A) of
this section, the allocation for which an
employee would otherwise be €eligible is
considered currently available to the em-
ployee, even if the employee’s transition
allocation is greater.

(D) Defined benefit replacement allo-
cation. An allocation is a defined benefit
replacement allocation for the plan year if
it is provided in accordance with guidance
prescribed by the Commissioner pub-
lished in the Internal Revenue Bulletin
(see § 601.601(d)(2)(ii)(b) of this chapter)
and satisfies the following conditions—

(1) The allocations are provided to a
group of employees who formerly bene-
fitted under an established nondiscrimina-
tory defined benefit plan of the employer
or of a prior employer that provided age-
based equivalent allocation rates;

(2) The dlocations for each employee
in the group were reasonably calculated,
in a consistent manner, to replace the re-
tirement benefits that the employee would
have been provided under the defined
benefit plan if the employee had contin-
ued to benefit under the defined benefit
plan;

(3) Except as provided in paragraph
(b)(1)(iii)(C) of this section, no employee
who receives the allocation receives any
other allocations under the plan for the
plan year; and

(4) The composition of the group of
employees who receive the allocations is
nondiscriminatory.

(E) Pre-existing transition alloca-
tions—(1) Pre-existing replacement allo-
cations. An allocation is a pre-existing
replacement allocation for the plan year if
the allocation satisfies the following con-
ditions—

(i) The allocations are provided pur-
suant to a plan provision adopted before
June 29, 2001;

(i) The allocations are provided to em-
ployees who formerly benefitted under a
defined benefit plan of the employer; and

(iii) The allocations for each employee
in the group are reasonably calculated, in
a consistent manner, to replace some or
all of the retirement benefits that the em-
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ployee would have received under the de-
fined benefit plan and any other plan or
arrangement of the employer if the em-
ployee had continued to benefit under
such defined benefit plan and such other
plan or arrangement.

(2) Pre-existing merger and acquisition
allocations. An alocation is a pre-exist-
ing merger and acquisition allocation for
the plan year if the allocation satisfies the
following conditions—

(i) The allocations are provided solely
to employees of a trade or business that
has been acquired by the employer in a
stock or asset acquisition, merger, or other
similar transaction occurring prior to Au-
gust 28, 2001, involving a change in the
employer of the employees of the trade or
business;

(i) The alocations are provided only to
employees who were employed by the ac-
quired trade or business before a specified
date that isno later than two years after the
transaction (or January 1, 2002, if earlier);

(iii) The alocations are provided pur-
suant to a plan provision adopted no later
than the specified date; and

(iv) The allocations for each employee
in the group are reasonably calculated, in
a consistent manner, to replace some or
all of the retirement benefits that the em-
ployee would have received under any
plan of the employer if the new employer
had continued to provide the retirement
benefits that the prior employer was pro-
viding for employees of the trade or busi-
ness.

(F) Successor employers. An employer
that accepts atransfer of assets (within the
meaning of section 414(1)) from the plan
of a prior employer may continue to treat
any transition allocations provided under
that plan as transition allocations under
paragraph (b)(1)(iii)(B) of this section,
provided that the successor employer con-
tinues to satisfy the applicable require-
ments set forth in paragraphs
(b)(1)(iii)(C) through (E) of this section
for the plan year.

(iv) Gradual age or service schedule—
(A) In general. A plan has a gradua age
or service schedule for the plan year if the
allocation formula for all employees
under the plan provides for a single
schedule of allocation rates under
which—

(1) The schedule defines a series of
bands based solely on age, years of ser-

vice, or the number of points representing
the sum of age and years of service (age
and service points), under which the same
allocation rate applies to all employees
whose age, years of service, or age and
service points are within each band; and

(2) The allocation rates under the
schedule increase smoothly at regular in-
tervals, within the meaning of paragraphs
(b)(1)(iv)(B) and (C) of this section.

(B) Smoothly increasing schedule of al-
location rates. A schedule of allocation
rates increases smoothly if the allocation
rate for each band within the schedule is
greater than the allocation rate for the im-
mediately preceding band (i.e., the band
with the next lower number of years of
age, years of service, or age and service
points) but by no more than 5 percentage
points. However, a schedule of alocation
rates will not be treated as increasing
smoothly if the ratio of the allocation rate
for any band to the rate for the immedi-
ately preceding band is morethan 2.0 or if
it exceeds the ratio of allocation rates be-
tween the two immediately preceding
bands.

(C) Regular intervals. A schedule of
allocation rates has regular intervals of
age, years of service or age and service
points, if each band, other than the band
associated with the highest age, years of
service, or age and service points, is the
same length. For this purpose, if the
schedule is based on age, the first band is
deemed to be of the same length as the
other bands if it ends at or before age 25.
If the first age band ends after age 25,
then, in determining whether the length of
the first band is the same as the length of
other bands, the starting age for the first
age band is permitted to be treated as age
25 or any age earlier than 25. For a
schedule of allocation rates based on age
and service points, the rules of the preced-
ing two sentences are applied by substi-
tuting 25 age and service points for age
25. For a schedule of allocation rates
based on service, the starting service for
the first service band is permitted to be
treated as one year of service or any lesser
amount of service.

(D) Minimum allocation rates permit-
ted. A schedule of allocation rates under a
plan does not fail to increase smoothly at
regular intervals, within the meaning of
paragraphs (b)(1)(iv)(B) and (C) of this
section, merely because a minimum uni-



form allocation rate is provided for all
employees or the minimum benefit de-
scribed in section 416(c)(2) is provided
for all non-key employees (either because
the plan is top heavy or without regard to
whether the plan is top heavy) if the
schedule satisfies one of the following
conditions—

(1) Thedlocation rates under the plan that
are gregter than the minimum alocation rate
can beincluded in ahypothetica schedule of
allocation rates that increases smoothly at
regular intervals, within the meaning of
paragraphs (b)(1)(iv)(B) and (C) of this sec-
tion, where the hypothetical schedule has a
lowest dlocation rate no lower than 1% of
plan year compensation; or

(2) For aplan using a schedule of alo-
cation rates based on age, for each age
band in the schedule that provides an allo-
cation rate greater than the minimum allo-
cation rate, there could be an employeein
that age band with an equivalent accrual
rate that is less than or equal to the equiv-
alent accrua rate that would apply to an
employee whose age is the highest age for
which the allocation rate equals the mini-
mum allocation rate.

(v) Uniform target benefit allocations.
A plan has allocation rates that are based

on a uniform target benefit allocation for
the plan year if the plan failsto satisfy the
requirements for the safe harbor testing
method in paragraph (b)(3) of this section
merely because the determination of the
allocations under the plan differs from the
allocations determined under that safe
harbor testing method for any of the fol-
lowing reasons—

(A) Theinterest rate used for determin-
ing the actuarial present value of the
stated plan benefit and the theoretical re-
serve is lower than a standard interest
rate;

(B) The stated benefit is calculated as-
suming compensation increases at a spec-
ified rate; or

(C) The plan computes the current year
contribution using the actual account bal-
ance instead of the theoretical reserve.

(vi) Minimum allocation gateway—(A)
General rule. A plan satisfies the mini-
mum allocation gateway of this paragraph
(b)(L)(vi) if each NHCE has an alocation
rate that is at least one third of the alloca-
tion rate of the HCE with the highest allo-
cation rate.

(B) Deemed satisfaction. A plan is
deemed to satisfy the minimum allocation
gateway of this paragraph (b)(1)(vi) if

each NHCE receives an allocation of at
least 5% of the NHCE's compensation
within the meaning of section 415(c)(3),
measured over a period of time permitted
under the definition of plan year compen-
sation.

(vii) Determination of allocation rate.
For purposes of paragraph (b)(1)(i)(B) of
this section, allocations and allocation
rates are determined under §1.401(a)
(4)—2(c)(2), but without taking into ac-
count the imputation of permitted dispar-
ity under 81.401(a)(4)—7. However, in
determining whether the plan has broadly
available allocation rates as provided in
paragraph (b)(1)(iii) of this section, dif-
ferences in allocation rates attributable
solely to the use of permitted disparity de-
scribed in 81.401(1)-2 are disregarded.

(viii) Examples. The following exam-
ples illustrate the rules in this paragraph
(b)(D):

Example 1. (i) Plan M, a defined contribution
plan without a minimum service requirement, pro-
vides an allocation formula under which allocations

are provided to all employees according to the fol-
lowing schedule:

Completed Years of Service Allocation Rate Ratio of Allocation Rate for Band
to Allocation Rate for Immediately
Preceding Band

0-5 3.0% not applicable

6-10 4.5% 1.50

11-15 6.5% 144

16-20 8.5% 131

21-25 10.0% 118

26 or more 11.5% 115

(ii) Plan M provides that alocation rates for all
employees are determined using a single schedule
based solely on service, as described in paragraph
(b)(L)(iv)(A)(1) of this section. Therefore, if the al-
location rates under the schedule increase smoothly
at regular intervals as described in paragraph
(b)(L)(iv)(A)(2) of this section, then the plan has a
gradual age or service schedule described in para-
graph (b)(1)(iv) of this section.

(iii) The schedule of allocation rates under Plan
M does not increase by more than 5 percentage
points between adjacent bands and the ratio of the
alocation rate for any band to the allocation rate
for the immediately preceding band is never more
than 2.0 and does not increase. Therefore, the al-
location rates increase smoothly as described in
paragraph (b)(1)(iv)(B) of this section. In addi-
tion, the bands (other than the highest band) are all

5 years long, so the increases occur at regular in-
tervals as described in paragraph (b)(1)(iv)(C) of
this section. Thus, the allocation rates under the
plan’s schedule increase smoothly at regular inter-
vals as described in paragraph (b)(1)(iv)(A)(2) of
this section. Accordingly, the plan has a gradual
age or service schedule described in paragraph
(b)(2)(iv) of this section.

(iv) Under paragraph (b)(1)(i) of this section,
Plan M satisfies the nondiscrimination in amount re-
quirement of §1.401(a)(4)-1(b)(2) on the basis of
benefits if it satisfies paragraph (b)(1)(i)(A) of this
section, regardless of whether it satisfies the mini-
mum allocation gateway of paragraph (b)(1)(vi) of
this section.

Example 2. (i) The facts are the same as in Ex-
ample 1, except that the 4.5% allocation rate applies
for all employeeswith 10 years of service or less.

(i) Plan M provides that alocation rates for all
employees are determined using a single schedule
based solely on service, as described in paragraph
(b)(L)(iv)(A)(1) of this section. Therefore, if the al-
location rates under the schedule increase smoothly
at regular intervals as described in paragraph
(b)(L)(iv)(A)(2) of this section, then the plan has a
gradual age or service schedule described in para-
graph (b)(1)(iv) of this section.

(iii) The bands (other than the highest band) in
the schedule are not all the same length, since the
first band is 10 years long while other bands are 5
yearslong. Thus, the schedule does not have regular
intervals as described in paragraph (b)(1)(iv)(C) of
this section. However, under paragraph
(b)(1)(iv)(D) of this section, the schedule of alloca-
tion rates does not fail to increase smoothly at regu-
lar intervals merely because the minimum allocation
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rate of 4.5% resultsin afirst band that islonger than
the other bands, if either of the conditions of para-
graph (b)(1)(iv)(D)(1) or (2) of this section is satis-
fied

(iv) In this case, the schedule of allocation rates
satisfies the condition in paragraph (b)(1)(iv)(D)(1)
of this section because the allocation rates under the
plan that are greater than the 4.5% minimum alloca-

tion rate can be included in the following hypotheti-
cal schedule of allocation rates that increases
smoothly at regular intervals and has a lowest allo-
cation rate of at least 1% of plan year compensation:

Completed Years of Service Allocation Rate Ratio of Allocation Rate for Band
to Allocation Rate for Immediately
Preceding Band

0-5 2.5% not applicable

6-10 4.5% 1.80

11-15 6.5% 1.44

16-20 8.5% 131

21-25 10.0% 1.18

26 or more 11.5% 115

(v) Accordingly, the plan has a gradual age or
service schedule described in paragraph
(b)(1)(iv) of this section. Under paragraph
(b)(1)(i) of this section, Plan M satisfies the
nondiscrimination in amount requirement of

§1.401(a)(4)—1(b)(2) on the basis of benefits if it
satisfies paragraph (b)(1)(i)(A) of this section, re-
gardless of whether it satisfies the minimum allo-
cation gateway of paragraph (b)(1)(vi) of this
section.

Example 3. (i) Plan N, a defined contribution
plan, provides an allocation formula under which al-
locations are provided to all employees according to
the following schedule:

Age Allocetion rate Ratio of Allocation Rate for Band
to Allocation Rate for Immediately
Preceding Band

under 25 3.0% not applicable

25-34 6.0% 2.00

35-44 9.0% 1.50

45-54 12.0% 1.33

55-64 16.0% 133

65 or older 21.0% 131

(ii) Plan N provides that allocation rates for all
employees are determined using a single schedule
based solely on age, as described in paragraph
(b)(L)(iv)(A)(1) of this section. Therefore, if the al-
location rates under the schedule increase smoothly
at regular intervals as described in paragraph
(b)(L)(iv)(A)(2) of this section, then the plan has a
gradual age or service schedule described in para-
graph (b)(1)(iv) of this section.

(iii) The schedule of allocation rates under Plan
N does not increase by more than 5 percentage
points between adjacent bands and the ratio of the
allocation rate for any band to the allocation rate for

the immediately preceding band is never more than
2.0 and does not increase. Therefore, the allocation
rates increase smoothly as described in paragraph
(b)(1)(iv)(B) of this section. In addition, the bands
(other than the highest band and the first band,
which is deemed to be the same length as the other
bands because it ends prior to age 25) are all 5 years
long, so the increases occur at regular intervals as
described in paragraph (b)(1)(iv)(C) of this section.
Thus, the alocation rates under the plan’s schedule
increase smoothly at regular intervals as described
in paragraph (b)(1)(iv)(A)(2) of this section. Ac-
cordingly, the plan has a gradual age or service

schedule described in paragraph (b)(1)(iv) of this
section.

(iv) Under paragraph (b)(1)(i) of this section,
Plan N satisfies the nondiscrimination in amount re-
quirement of §1.401(a)(4)-1(b)(2) on the basis of
benefits if it satisfies paragraph (b)(2)(i)(A) of this
section, regardless of whether it satisfies the mini-
mum allocation gateway of paragraph (b)(1)(vi) of
this section.

Example 4. (i) Plan O, a defined contribution
plan, provides an allocation formula under which al-
locations are provided to all employees according to
the following schedule:

Age Allocation rate Ratio of Allocation Rate for Band
to Allocation Rate for Immediately
Preceding Band

under 40 3% not applicable

40-44 6% 2.00

45-49 9% 150

50-54 12% 1.33

55-59 16% 1.33

60-64 20% 1.25

65 or older 25% 1.25
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(ii) Plan O provides that alocation rates for all
employees are determined using a single schedule
based solely on age, as described in paragraph
(b)(L)(iv)(A)(1) of this section. Therefore, if the al-
location rates under the schedule increase smoothly
at regular intervals as described in paragraph
(b)(L)(iv)(A)(2) of this section, then the plan has a
gradual age or service schedule described in para-
graph (b)(1)(iv) of this section.

(iii) The bands (other than the highest band) in
the schedule are not al the same length, since the
first band is treated as 15 years long while other
bands are 5 years long. Thus, the schedule does not
have regular intervals as described in paragraph
(b)(1)(iv)(C) of this section. However, under para-
graph (b)(1)(iv)(D) of this section, the schedule of
alocation rates does not fail to increase smoothly at
regular intervals merely because the minimum allo-
cation rate of 3% resultsin afirst band that is longer
than the other bands, if either of the conditions of
paragraph (b)(1)(iv)(D)(1) or (2) of this section is
satisfied.

(iv) In this case, in order to define a hypothetical
schedule that could include the alocation rates in
the actual schedule of alocation rates, each of the
bands below age 40 would have to be 5 years long
(or be treated as 5 years long). Accordingly, the hy-
pothetical schedule would have to provide for a
band for employees under age 30, a band for em-
ployees in the range 30-34 and a band for employees
age 35-39.

(v) Theratio of the alocation rate for the age 40-
44 band to the next lower band is 2.0. Accordingly,
in order for the applicable allocations rates under
this hypothetical schedule to increase smoothly, the
ratio of the allocation rate for each band in the hypo-
thetical schedule below age 40 to the allocation rate
for the immediately preceding band would have to
be 2.0. Thus, the alocation rate for the hypothetical
band applicable for employees under age 30 would
be .75%, the allocation rate for the hypothetical
band for employees in the range 30-34 would be
1.5% and the allocation rate for employees in the
range 35-39 would be 3%.

(vi) Because the lowest allocation rate under any
possible hypothetical schedule is less than 1% of
plan year compensation, Plan O will be treated as
satisfying the requirements of paragraphs
(b)(1)(iv)(B) and (C) of this section only if the
schedule of allocation rates satisfies the steepness
condition described in paragraph (b)(1)(iv)(D)(2) of
this section. In this case, the steepness condition is
not satisfied because the equivalent accrual rate for
an employee age 39 is 2.81%, but there is no hypo-
thetical employee in the band for ages 40-44 with an
equal or lower equivalent accrual rate (since the
lowest equivalent accrual rate for hypothetical em-
ployees within this band is 3.74% at age 44).

(vii) Since the schedule of allocation rates under
the plan does not increase smoothly at regular inter-
vals, Plan O’s schedule of allocation rates is not a
gradual age or service schedule. Further, Plan O
does not provide uniform target benefit alocations.
Therefore, under paragraph (b)(1)(i) of this section,
Plan O cannot satisfy the nondiscrimination in
amount requirement of §1.401(a)(4)-1(b)(2) for the
plan year on the basis of benefits unless either Plan
O provides for broadly available alocation rates for
the plan year as described in paragraph (b)(1)(iii) of
this section (i.e., the allocation rate at each age is

provided to a group of employees that satisfies sec-
tion 410(b) without regard to the average benefit
percentage test), or Plan O satisfies the minimum al-
location gateway of paragraph (b)(1)(vi) of this sec-
tion for the plan year.

Example 5. (i) Plan P is a profit-sharing plan
maintained by Employer A that covers all of Em-
ployer A’s employees, consisting of two HCEs, X
and Y, and 7 NHCEs. Employee X’s compensation
is $170,000 and Employee Y’s compensation is
$150,000. The allocation for Employees X and Y is
$30,000 each, resulting in an allocation rate of
17.65% for Employee X and 20% for Employee Y.
Under Plan P, each NHCE receives an alocation of
5% of compensation within the meaning of section
415(c)(3), measured over a period of time permitted
under the definition of plan year compensation.

(i) Because the alocation rate for X is not cur-
rently available to any NHCE, Plan P does not have
broadly available allocation rates within the mean-
ing of paragraph (b)(2)(iii) of this section. Further-
more, Plan P does not provide for age based-alloca-
tion rates within the meaning of paragraph (b)(1)(iv)
or (v) of this section. Thus, under paragraph
(b)(1)(i) of this section, Plan P can satisfy the
nondiscrimination in amount requirement of
§1.401(a)(4)-1(b)(2) for the plan year on the basis
of benefits only if Plan P satisfies the minimum alo-
cation gateway of paragraph (b)(1)(vi) of this sec-
tion for the plan year.

(iii) The highest allocation rate for any HCE
under Plan Pis 20%. Accordingly, Plan Pwould sat-
isfy the minimum allocation gateway of paragraph
(b)(L)(vi) of this section if all NHCEs have an alo-
cation rate of at least 6.67%, or if all NHCES receive
an allocation of at least 5% of compensation within
the meaning of section 415(c)(3) (measured over a
period of time permitted under the definition of plan
year compensation).

(iv) Under Plan P, each NHCE receives an alloca-
tion of 5% of compensation within the meaning of
section 415(c)(3) (measured over a period of time
permitted under the definition of plan year compen-
sation). Accordingly, Plan P satisfies the minimum
alocation gateway of paragraph (b)(1)(vi) of this
section.

(v) Under paragraph (b)(2)(i) of this section, Plan
P satisfies the nondiscrimination in amount require-
ment of §1.401(a)(4)—1(b)(2) on the basis of benefits
if it satisfies paragraph (b)(1)(i)(A) of this section.

* k k k %

Par. 4. Section 1.401(a)(4)-9 is
amended by adding paragraph (b)(2)(v)
and revising paragraph (c)(3)(ii) to read
asfollows:

81.401(a)(4)-9 Plan aggregation and
restructuring.

* k k k%

(b * k% %

(2) * k% %

(v) Eligibility for testing on a benefits
basis—(A) General rule. For plan years
beginning on or after January 1, 2002, un-
less, for the plan year, a DB/DC plan is
primarily defined benefit in character

(within the meaning of paragraph
(b)(2)(v)(B) of this section) or consists of
broadly available separate plans (within
the meaning of paragraph (b)(2)(v)(C) of
this section), the DB/DC plan must satisfy
the minimum aggregate allocation gate-
way of paragraph (b)(2)(v)(D) of this sec-
tion for the plan year in order to be per-
mitted to demonstrate satisfaction of the
nondiscrimination in amount requirement
of §1.401(a)(4)-1(b)(2) on the basis of
benefits.

(B) Primarily defined benefit in char-
acter. A DB/DC planis primarily defined
benefit in character if, for more than 50%
of the NHCEs benefitting under the plan,
the normal accrual rate for the NHCE at-
tributable to benefits provided under de-
fined benefit plans that are part of the
DB/DC plan exceeds the equivalent ac-
crual rate for the NHCE attributable to
contributions under defined contribution
plans that are part of the DB/DC plan.

(C) Broadly available separate plans.
A DB/DC plan consists of broadly avail-
able separate plans if the defined contri-
bution plan and the defined benefit plan
that are part of the DB/DC plan each
would satisfy the requirements of section
410(b) and the nondiscrimination in
amount requirement of §1.401(a)(4)-
1(b)(2) if each plan were tested separately
and assuming that the average benefit per-
centage test of §1.410(b)-5 were satis-
fied. For this purpose, al defined contri-
bution plans that are part of the DB/DC
plan are treated as a single defined contri-
bution plan and all defined benefit plans
that are part of the DB/DC plan are
treated as a single defined benefit plan. In
addition, if permitted disparity is used for
an employee for purposes of satisfying
the separate testing requirement of this
paragraph (b)(2)(v)(C) for plans of one
type, it may not be used in satisfying the
separate testing requirement for plans of
the other type for the employee.

(D) Minimum aggregate allocation
gateway—(1) General rule. A DB/DC
plan satisfies the minimum aggregate al-
location gateway if each NHCE has an
aggregate normal allocation rate that is at
least one third of the aggregate normal al-
location rate of the HCE with the highest
such rate (HCE rate), or, if less, 5% of the
NHCE's compensation, provided that the
HCE rate does not exceed 25% of com-
pensation. If the HCE rate exceeds 25%
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of compensation, then the aggregate nor-
mal allocation rate for each NHCE must
be at least 5% increased by one percent-
age point for each 5-percentage-point in-
crement (or portion thereof) by which the
HCE rate exceeds 25% (e.g., the NHCE
minimum is 6% for an HCE rate that ex-
ceeds 25% but not 30%, and 7% for an
HCE rate that exceeds 30% but not 35%).

(2) Deemed satisfaction. A planis
deemed to satisfy the minimum aggregate
allocation gateway of this paragraph
(b)(2)(v)(D) if the aggregate normal aloca
tion rate for esch NHCE is at least 7 /2%
of the NHCE’'s compensation within the
meaning of section 415(c)(3), measured
over a period of time permitted under the
definition of plan year compensation.

(3) Averaging of equivalent allocation
rates for NHCEs. For purposes of this
paragraph (b)(2)(v)(D), a plan is permit-
ted to treat each NHCE who benefits
under the defined benefit plan as having
an equivalent normal allocation rate equal
to the average of the equivalent normal al-

location rates under the defined benefit
plan for all NHCEs benefitting under that
plan.

(E) Determination of rates. For pur-
poses of this paragraph (b)(2)(v), the nor-
mal accrual rate and the equivaent nor-
mal allocation rate attributable to defined
benefit plans, the equivalent accrua rate
attributable to defined contribution plans,
and the aggregate normal allocation rate
are determined under paragraph (b)(2)(ii)
of this section, but without taking into ac-
count the imputation of permitted dispar-
ity under §1.401(a)(4)—7, except as other-
wise permitted under paragraph
(b)(2)(v)(C) of this section.

(F) Examples. The following examples
illustrate the application of this paragraph
(b)(2)(v):

Example 1. (i) Employer A maintains Plan M, a
defined benefit plan, and Plan N, a defined contribu-
tion plan. All HCEs of Employer A are covered by
Plan M (at a 1% accrual rate), but are not covered by
Plan N. All NHCEs of Employer A are covered by

Plan N (at a 3% allocation rate), but are not covered
by Plan M. Because Plan M does not satisfy section

410(b) standing alone, Plans M and N are aggre-
gated for purposes of satisfying sections 410(b) and
401(a)(4).

(ii) Because none of the NHCEs participate in the
defined benefit plan, the aggregated DB/DC plan is
not primarily defined benefit in character within the
meaning of paragraph (b)(2)(v)(B) of this section
nor does it consist of broadly available separate
plans within the meaning of paragraph (b)(2)(v)(C)
of this section. Accordingly, the aggregated Plan M
and Plan N must satisfy the minimum aggregate al-
location gateway of paragraph (b)(2)(v)(D) of this
section in order to be permitted to demonstrate satis-
faction of the nondiscrimination in amount require-
ment of §1.401(a)(4)-1(b)(2) on the basis of bene-
fits.

Example 2. (i) Employer B maintains Plan O, a
defined benefit plan, and Plan P, a defined contribu-
tion plan. All of the six employees of Employer B
are covered under both Plan O and Plan P. Under
Plan O, al employees have a uniform normal ac-
crual rate of 1% of compensation. Under Plan P,
Employees A and B, who are HCEsS, receive an dlo-
cation rate of 15%, and participants C, D, E and F,
who are NHCEs, receive an alocation rate of 3%.
Employer B aggregates Plans O and P for purposes
of satisfying sections 410(b) and 401(a)(4). The
equivalent normal allocation and normal accrual
rates under Plans O and P are as follows:

Employee Equivalent Normal Allocation Rates Equivalent Normal Accrual Rates for the
for the 1% Accrual under Plan O 15%/3% Allocations under Plan P
(defined benefit plan) (defined contribution plan)

HCE A (age 55) 3.93% 3.82%

HCE B (age 50) 2.61% 5.74%

C (age 60) 5.91% 51%

D (age 45) 1.74% 1.73%

E (age 35) T7% 3.90%

F (age 25) 34% 8.82%

(ii) Although all of the NHCEs benefit under Plan
O (the defined benefit plan), the aggregated DB/DC
planis not primarily defined benefit in character be-
cause the normal accrual rate attributable to defined
benefit plans (which is 1% for each of the NHCES)
is greater than the equivalent accrual rate under de-
fined contribution plans only for Employee C. In
addition, because the 15% alocation rate is avail-
able only to HCEs, the defined contribution plan
cannot satisfy the requirements of §1.401(a)(4)-2
and does not have broadly available alocation rates
within the meaning of §1.401(a)(4)-8(b)(1)(iii).
Further, the defined contribution plan does not sat-
isfy the minimum allocation gateway of
§1.401(8)(4)-8(b)(1)(vi) (3% is less than 1/3 of the
15% HCE rate). Therefore, the defined contribution
plan within the DB/DC plan cannot separately sat-
isfy 8§1.401(a)(4)-1(b)(2) and does not constitute a
broadly available separate plan within the meaning
of paragraph (b)(2)(v)(C) of this section. Accord-
ingly, the aggregated plans are permitted to demon-
strate satisfaction of the nondiscrimination in
amounts requirement of §1.401(a)(4)-1(b)(2) on the
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basis of benefits only if the aggregated plans satisfy
the minimum aggregate allocation gateway of para-
graph (b)(2)(v)(D) of this section.

(iii) Employee A has an aggregate normal alloca-
tion rate of 18.93% under the aggregated plans
(3.93% from Plan O plus 15% from Plan P), which
is the highest aggregate normal allocation rate for
any HCE under the plans. Employee F has an aggre-
gate normal alocation rate of 3.34% under the ag-
gregated plans (.34% from Plan O plus 3% from
Plan P) which is less than the 5% aggregate normal
dlocation rate that Employee F would be required to
have to satisfy the minimum aggregate allocation
gateway of paragraph (b)(2)(v)(D) of this section.

(iv) However, for purposes of satisfying the min-
imum aggregate allocation gateway of paragraph
(b)(2)(v)(D) of this section, Employer B is permitted
to treat each NHCE who benefits under Plan O (the
defined benefit plan) as having an equivaent alloca-
tion rate equal to the average of the equivalent allo-
cation rates under Plan O for all NHCEs benefitting
under that plan. The average of the equivalent alo-
cation rates for all of the NHCEs under Plan O is

2.19% (the sum of 5.91%, 1.74%, .77%, and .34%,
divided by 4). Accordingly, Employer B is permit-
ted to treat al of the NHCESs as having an equivalent
allocation rate attributable to Plan O equal to 2.19%.
Thus, al of the NHCESs can be treated as having an
aggregate normal alocation rate of 5.19% for this
purpose (3% from the defined contribution plan and
2.19% from the defined benefit plan) and the aggre-
gated DB/DC plan satisfies the minimum aggregate
allocation gateway of paragraph (b)(2)(v)(D) of this
section.

* % % * %

(C * % %

(3) * % %

(i) Restructuring not available for cer-
tain testing purposes. The safe harbor in
§1.401(a)(4)—2(b)(3) for plans with uni-
form points allocation formulas is not
available in testing (and thus cannot be
satisfied by) contributions under a com-
ponent plan. Similarly, component plans



cannot be used for purposes of determin-
ing whether a plan provides broadly avail-
able allocation rates (as defined in
81.401(a)(4)-8(b)(1)(iii)), determining
whether a plan has a gradual age or ser-
vice schedule (as defined in §1.401
(a)(4)-8(b)(1)(iv)), determining whether
a plan has alocation rates that are based
on a uniform target benefit allocation (as
defined in §1.401(a)(4)-8(b)(1)(v)), or
determining whether a plan is primarily
defined benefit in character or consists of
broadly available separate plans (as de-
fined in paragraphs (b)(2)(v)(B) and (C)
of this section). In addition, the minimum
allocation gateway of 8§1.401(a)
(4)-8(b)(1)(vi) and the minimum aggre-
gate allocation gateway of paragraph
(b)(2)(v)(D) of this section cannot be sat-
isfied on the basis of component plans.
See 8§81.401(k)-1(b)(3)(iii) and
1.401(m)-1(b)(3)(iii) for rules regarding
the inapplicability of restructuring to sec-
tion 401(k) plans and section 401(m)
plans.

* %k *k k %

Par. 5. Section 1.401(a)(4)-12 is
amended by adding a sentence to the end
of the definition of Standard mortality
table to read asfollows:

81.401(a)(4)-12 Definitions.
* k % % %

Sandard mortality table. * * * The ap-
plicable mortality table under section
417(e)(3)(A)(ii)(1) is aso a standard mor-
tality table.

* k * k %

Robert E. Wenzd,
Deputy Commissioner
of Internal Revenue.

Approved June 21, 2001.

Mark Weinberger,
Assistant Secretary
of the Treasury.

(Filed by the Office of the Federal Register on June
28, 2001, 8:45 am., and published in the issue of the
Federal Register for June 29, 2001, 66 F.R. 34545)

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

26 CFR 1.472-1: Last-in, first-out inventories.

LIFO; price indexes; department
stores. The May 2001 Bureau of Labor
Statistics price indexes are accepted for
use by department stores employing the

retail inventory and last-in, first-out
inventory methods for valuing inventories
for tax years ended on, or with reference
to, May 31, 2001.

Rev. Rul. 2001-35

The following Department Store Inven-
tory Price Indexes for May 2001 were is-
sued by the Bureau of Labor Statistics.
The indexes are accepted by the Internal
Revenue Service, under § 1.472-1(k) of
the Income Tax Regulations and Rev.
Proc. 86-46, 19862 C.B. 739, for appro-
priate application to inventories of depart-
ment stores employing the retail inven-
tory and last-in, first-out inventory
methods for tax years ended on, or with
reference to, May 31, 2001.

The Department Store Inventory Price
Indexes are prepared on a national basis
and include (a) 23 major groups of depart-
ments, (b) three special combinations of
the major groups - soft goods, durable
goods, and miscellaneous goods, and (¢) a
store total, which covers all departments,
including some not listed separately, ex-
cept for the following: candy, food,
liquor, tobacco, and contract departments.

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

(January 1941 = 100, unless otherwise noted)

Percent Change
Groups May May from May 2000
2000 2001 to May 20011
1 PieceGoOOS ....ovviii e 501.7 491.2 -2.1
2. Domesticsand Draperies..............ccoovenn... 620.4 598.8 -35
3. Women'sand Children'sShoes .. .................. 642.2 653.9 18
4, MensShOES ...t 923.1 889.7 -3.6
5. InfantSWear .......... . . 641.0 625.4 -24
6. Women'sUnderwear ................ ... 573.4 570.4 -0.5
7. Women'sHosiery ............ i 335.1 352.0 5.0
8. Women'sand Girls Accessories ................... 543.4 553.1 1.8
9. Women's Outerwear and Girls Wear ............... 401.5 394.6 -1.7
10. Men'sClothing ...t 623.7 595.5 -4.5
11. Men'sFurnishings ........... ... ... ... ........ 636.3 619.2 -2.7
12.  Boys Clothing and Furnishings ................... 502.5 497.1 -1.1
13, Jewelry .o 9434 934.7 -0.9
14, NOtONS . ...t e e e 775.9 776.3 0.1
15. ToiletArticlesandDrugs ............ ... ... 971.1 947.8 -2.4
16. FurnitureandBedding ................ ... .. ..... 672.5 641.8 -4.6
17. Floor Coverings ........ccoviiinnniiannnn. 608.6 623.7 25
18, Housewares ...........c..ciiiiiiiiii i 779.4 767.1 -1.6
19. MaorAppliances ... 233.7 224.3 -4.0
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BUREAU OF LABOR STATISTICS, DEPARTMENT STORE
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS, Continued

(January 1941 = 100, unless otherwise noted)

Percent Change
Groups May May from May 2000
2000 2001 to May 20011

20. RadioandTelevision............. ..., 60.1 54.7 -9.0
21. Recreation and Education® ....................... 93.9 90.2 -3.9
22, Homelmprovements? ..................c.cuuoo... 128.5 125.7 -2.2
23, AUIOACCESSONES? ...\ttt 106.5 108.9 23
Groups 1-15: SoftGoods . ... 604.5 594.0 -1.7
Groups 16 - 20: DurableGoods ....................... 438.3 423.0 -35
Groups 21 - 23: MisC. GOOdS? . . ..o oo 100.9 98.6 -2.3
StoreTotal® ... ... 5425 530.8 -2.2

1 Absence of aminus sign before the percentage change in this column signifies a price increase.

2 Indexes on a January 1986 =100 base.

3 The store total index covers all departments, including some not listed separately, except for the following: candy, food, liquor,

tobacco, and contract departments.
DRAFTING INFORMATION

The principal author of this revenue
ruling is Alan J. Tomsic of the Office of
Associate Chief Counsel (Income Tax and
Accounting). For further information re-
garding this revenue ruling, contact Mr.
Tomsic at (202) 622-4970 (not a toll-free
call).

Section 6302.—Mode or Time of
Collection

26 CFR 31.6302—1: Federal tax deposit rules for
withheld income taxes and taxes under the Federal
Insurance Contributions Act (FICA) attributable to
payments made after December 31, 1992.

T.D. 8952

DEPARTMENT OF THE TREASURY
Internal Revenue Service

26 CFR Parts 1, 31, 35, 36, 40,
301, and 601

Removal of Federal Reserve
Banks as Federal Depositaries

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Final regulations and removal
of temporary regulations.

SUMMARY: This document contains
final regulations which remove the Fed-
era Reserve Banks as authorized deposi-
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taries for Federa tax deposits. The regu-
lations affect taxpayers who make Federal
tax deposits using paper Federal Tax De-
posit (FTD) coupons (Form 8109) at Fed-
era Reserve Banks.

DATES: Effective Date: These regula-
tions are effective June 26, 2001.

Applicability Date: These regulations
apply to deposits made after December
31, 2000.

FOR FURTHER INFORMATION CON-
TACT: Brinton T. Warren (202) 622-
4940 (not a toll-free number).

SUPPLEMENTARY INFORMATION
Background

This document contains amendmentsto
26 CFR parts 1, 31, 35, 36, 40, 301, and
601 relating to Federal tax deposits under
section 6302(c) of the Internal Revenue
Code (Code). On December 26, 2000,
temporary regulations (T.D. 8918, 20014
I.R.B. 372) relating to the removal of
Federal Reserve Banks as federal deposi-
taries were published in the Federal Reg-
ister (65 FR 81356). A notice of pro-
posed rulemaking (REG-107176-00,
20014 |.R.B. 428) that proposed the re-
moval of Federal Reserve Banks as fed-
eral depositaries was published in the
Federal Registerfor the same day (65
FR 81453). No comments were received
from the public in response to the notice
of proposed rulemaking.

Explanation of Provisions

These final regulations, which perma-
nently remove Federal Reserve Banks as
authorized depositaries for Federal tax de-
posits, adopt the rules of the proposed
regulations and remove the corresponding
temporary regulations. The term Federal
Reserve Bank includes twelve banks and
their approximately two dozen branches
that constitute the nation’s central bank-
ing system. Theterm does not include the
thousands of federally and state chartered
banks that are recognized as members of
the Federal Reserve System. Accord-
ingly, these final regulations do not affect
Federal Tax Deposits (FTDs) made with
paper coupons at any of the more than
10,000 financia institutions nationwide
that serve as Treasury Tax and Loan
(TT&L) depositaries. Deposits made
through the Electronic Federal Tax Pay-
ment System (EFTPS) are also not af-
fected.

Special Analyses

It has been determined that this Trea-
sury decision is not a significant regula
tory action as defined in Executive Order
12866. Therefore, a regulatory assess-
ment is not required. It also has been de-
termined that section 553(b) of the Ad-
ministrative Procedure Act (5 U.S.C.
chapter 5) does not apply to these regula-
tions, and because the regulations do not
impose a collection of information on



small entities, the Regulatory Flexibility
Act (5 U.S.C. chapter 6) does not apply.
Pursuant to section 7805(f) of the Internal
Revenue Code, the notice of proposed
rulemaking preceding these regulations
was submitted to the Chief Counsel for
Advocacy of the Small Business Admin-
istration for comment on its impact on
small business.

Drafting Information

The principal author of these regula-
tionsis Brinton T. Warren of the Office of
Associate Chief Counsel, Procedure and
Administration (Administrative Provi-
sions and Judicial Practice Division).
However, other personnel from the IRS
and Treasury Department participated in
their development.

* * * * *

Adoption of Amendments to the
Regulations

Accordingly, and under the authority of
26 U.S.C. 7805 and 5 U.S.C. 301, 26 CFR
parts 1, 31, 35, 36, 40, 301 and 601 are
amended as follows:

PART 1—INCOME TAXES

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

Authority: 26 U.S.C. 7805 * * *
8§1.6302—-1 [Amended]

Par. 2. Section 1.6302—1 is amended by
removing the fifth sentence in paragraph

(b)(D).
81.6302-2 [Amended]

Par. 3. Section 1.6302—2 is amended by
removing the third sentence in paragraph

(b)(2).

PART 31—EMPLOYMENT TAXES
AND COLLECTION OF INCOME TAX
AT SOURCE

Par. 4. The authority citation for part 31
continues to read in part as follows:

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

§31.6302-1 [Amended]

Par. 5. Section 31.6302-1 is amended
by removing the fourth sentence in

paragraph (i)(3).
831.6302(c)-3 [Amended]

Par. 6. Section 31.6302(c)-3 is
amended by removing the third sentence

in paragraph (b)(2).

PART 301—PROCEDURE AND
ADMINISTRATION

Par. 7. The authority for part 301 con-
tinuesto read in part asfollows:
Authority: 26 U.S.C. 7805* * *

§301.6302—-1T [Removed]

Par. 8. Section 301.6302—1T is re-
moved.

PARTS 1, 31, 35, 36, 40, 301, 601
[AMENDED]

Par. 9. In the list below, for each sec-
tion indicated in the left column, remove
the language in the middle column and
add, if any, the language in the right col-
umn;

Section
1.1461-1(a)(1),
first sentence

1.1502-5(a)(1),
fourth sentence

1.6151-1(d)(2)
1.6302-1(b)(1)
fourth sentence

1.6302-1(b)(2),
fifth sentence
1.6302-2(a)(1)(i),
first sentence
1.6302-2(a)(1)(ii),
first sentence
1.6302—2(a)(1)(iv),
first sentence
1.6302-2(b)(2),
second sentence

1.6302-2(b)(2),
third sentence

1.6302-3(a)

31.6071(a)-1(a)(1),
last sentence

Remove

a Federal reserve bank or

commercial dispositary or Federal Reserve Bank

Federal Reserve Banks or

214 or, at the election of the corporation,
to a Federal Reserve bank

the Federal Reserve bank or

aFedera Reserve bank or

a Federa Reserve bank or

a Federa Reserve bank or

214 or, at the election of the withholding agent,
to a Federal Reserve bank

the Federal Reserve bank or

or with a Federal Reserve Bank

or by a Federal Reserve bank

Add
an

financial institution

203

203
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Section Remove Add
31.6071(a)-1(c), a Federal Reserve bank or by

last sentence

31.6151-1(h), Federal Reserve banks and

first sentence

31.6302-1(c)(1), a Federal Reserve bank or an
first sentence

31.6302-1(c)(2)(i) a Federal Reserve bank or an
introductory text

31.6302-1(c)(3) a Federal Reserve bank or an
31.6302-1(i)(3) 214 or, at the election of the employer, 203
introductory text, to aFederal Reserve bank

first sentence

31.6302-1(i)(5) the Federal Reserve bank or

31.6302(c)—2A(b)(1)(i) with a Federal Reserve bank or

31.6302(c)-2A(b)(3) with a Federal Reserve bank or

31.6302(c)-3(a)(1)(i) with a Federal Reserve bank or

31.6302(c)-3(a)(1)(ii) with a Federal Reserve bank or

31.6302(c)-3(a)(3) with a Federal Reserve bank or

31.6302(c)-3(b)(2) 214 or, at the election of the employer, 203
second sentence to a Federal Reserve bank

31.6302(c)-3(b)(2), the Federal Reserve bank or

third sentence

35.3405-1T e-10A., a Federal Reserve Bank or

first sentence

36.3121(1)(10)—4 a Federal Reserve bank or an
40.6302(c)-1(d)(1) 214) or to a Federal Reserve bank 203)

301.6302-1(a)

301.6302-1(b)(1)

301.6302-1(b)(2)

301.9100-5T(c)
concluding text

601.401(a)(5)
heading
601.401(a)(5)(iii)
first sentence
601.401(a)(5)(iii)
second sentence

601.401(2)(5)(iv),

Federal Reserve banks and authorized
commercial banks

Federal Reserve banks or authorized
commercial banks

Federal Reserve banks or authorized
commercial banks

Federal Reserve banks and

Federal Reserve banks and

a Federa Reserve bank or

a Federal Reserve bank or

aFedera Reserve bank or afinancial

authorized financial institutions

authorized financial institutions

authorized financial institutions

an

an authorized financia

first sentence institution authorized in accordance with institution
Treasury Department Circular No. 1079, revised,
to accept remittances of these taxes for transmission
to a Federal Reserve bank
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Robert E. Wenzdl,
Deputy Commissioner
of Internal Revenue.

Approved June 15, 2001.

Mark A. Weinberger,
Assistant Secretary
of the Treasury (Tax Policy).

(Filed by the Office of the Federal Register on June
25, 2001, 8:45 am., and published in the issue of the
Federal Register for June 26, 2001, 66 F.R. 33830)

Section 6323.—Validity and
Priority Against Certain Persons

26 CFR 301.6323(j)—1: Withdrawal of notice of
federal tax lien in certain circumstances.

T.D. 8951

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Part 301

Withdrawal of Notice of Federal
Tax Lien in Certain
Circumstances

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Final regulation.

SUMMARY: This document contains
final regulations relating to the with-
drawal of notices of federal tax liens in
certain circumstances. The final regula
tions reflect changes made to section
6323 of the Internal Revenue Code of
1986 by the Taxpayer Bill of Rights 2.
The fina regulations affect al taxpayers
seeking withdrawals of notices of federa
tax liens.

EFFECTIVE DATE: These regulations
apply on or after June 22, 2001.

FOR FURTHER INFORMATION CON-
TACT: Kevin B. Connelly, (202) 622-
3630 (not atoll-free number).

SUPPLEMENTARY INFORMATION:
Background

This document contains amendmentsto
the Procedure and Administration Regula-
tions (26 CFR part 301) relating to the
withdrawal of notices of federa tax liens

under section 6323 of the Internal Rev-
enue Code (Code). Section 501(a) of the
Taxpayer Bill of Rights 2 (TBOR?2), Pub-
lic Law 104-168, 110 Stat. 1452 (1996),
amended section 6323 to authorize the
Secretary to withdraw a notice of federal
tax lien in certain limited circumstances.
Section 501(a) also requires the Secretary
to notify credit reporting agencies, finan-
cial institutions, and creditors of the with-
drawal upon the written request of the
taxpayer. On June 30, 1999, a notice of
proposed rulemaking (REG-101519-97,
1999-2 C.B. 114) reflecting these
changes was published in the Federal
Register (64 FR 35102). Several parties
commented on the notice of proposed
rulemaking and a hearing was held on
November 30, 1999. The final regula-
tions are adopted with minor changes.

Explanation of Provisions

Section 501(a) of TBOR2 amended
section 6323 of the Code by authorizing
the Secretary to withdraw a notice of fed-
eral tax lien under certain conditions and
providing that upon written request of the
taxpayer the Secretary will notify any
credit reporting agency and any financial
institution or creditor identified by the
taxpayer. These regulations implement
section 501(a).

The proposed regulations provided that
the district director had the authority to
withdraw a notice of federal tax lien if the
district director determined that one of the
four conditions enumerated in paragraph
(b) of the regulations existed. Because of
the reorganization of the Internal Revenue
Service (IRS), which eliminated the dis-
trict director position, the final regula-
tions provide that the Commissioner or
his delegate (Commissioner) may with-
draw anotice of federal tax lien under the
proper conditions.

The notice of federal tax lien is with-
drawn by filing a notice of withdrawal in
the office in which the notice of federa
tax lien isfiled and providing the taxpayer
with a copy of the notice. Following the
withdrawal of a notice of federal tax lien,
chapter 64 of subtitle F, relating to collec-
tion, is applied as if the IRS had never
filed a notice of federal tax lien. The
withdrawal of a notice of federal tax lien
does not affect the underlying tax lien.
The withdrawal simply relinquishes any
lien priority the IRS had obtained under

section 6323 of the Code when the IRS
filed the notice being withdrawn.

Paragraph (b) of the regulations pro-
vides that the Commissioner has the au-
thority to withdraw a notice of federal tax
lien if one of the following conditions ex-
ists: (1) thefiling of the notice of federal
tax lien was premature or otherwise not in
accordance with the administrative proce-
dures of the Secretary; (2) the taxpayer
has entered into an agreement under sec-
tion 6159 to satisfy the liability for which
the lien was imposed by means of install-
ment payments, unless the agreement by
its terms provides that the notice will not
be withdrawn; (3) the withdrawa of no-
tice will facilitate collection of the tax lia-
bility for which the lien was imposed; or
(4) the withdrawal of notice is in the best
interests of the taxpayer and the United
States.

A new example has been added (Exam-
ple 1) that illustrates when the Commis-
sioner may withdraw a notice of federal
tax lien under paragraph (b)(1) because
the IRS failed to follow administrative
procedures when filing notice. Each ex-
ample now refers to just one of the four
withdrawal criteria under paragraph
(b)(1). In addition, the examples have
been renumbered to correspond to the
numbers of the criteria in paragraph (b)
that the examplesillustrate.

One of the commenting parties recom-
mended that the final regulations define
the terms “facilitate collection” and
“best interests of the taxpayer and the
United States,” found in paragraphs
(b)(3) and (b)(4). The fina regulations
purposely do not define these terms.
Congress intended “to give the IRS dis-
cretion to withdraw a notice of lien” in
these circumstances. H.R. Rep. No. 506,
104th Cong., 2d Sess. 32 (Mar. 28,
1996). The circumstances under which a
lien may be withdrawn are inherently
factual. Further refinement of the statu-
tory terms may unnecessarily limit the
IRS's ability to withdraw a notice where
appropriate.

A commenting party asked the IRS to
add a paragraph providing that, if the Na-
tional Taxpayer Advocate (or his dele-
gate) determines that a taxpayer is suffer-
ing or about to suffer a significant
hardship, the National Taxpayer Advocate
(or his delegate) may, in appropriate
cases, issue a taxpayer assistance order
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(TAO) requiring the Commissioner to
withdraw a notice of federal tax lien.
This issue, concerning whether the Na-
tional Taxpayer Advocate (or his dele-
gate) may issue a TAO ordering the with-
drawal of a notice, involves an
interpretation of section 7811, and the au-
thority granted to the National Taxpayer
Advocate, which are not pertinent to this
regulation.

The final regulations provide that a per-
son may request the withdrawal of a no-
tice of federal tax lien by writing to the
Commissioner. A written request for with-
drawal must include: (1) the name, current
address, and taxpayer identification num-
ber of the person requesting withdrawal of
the notice of federal tax lien; (2) a copy of
the notice of federa tax lien affecting the
property, if available; (3) the grounds
upon which the withdrawal of notice of
federal tax lien is being requested; (4) a
list of the names and addresses of any
credit reporting agency and any financial
institution or creditor that the taxpayer
wishes the Commissioner to notify of the
withdrawal of notice of federa tax lien;
and (5) a request to disclose information
relating to the withdrawal to the persons or
entities listed.

The Commissioner must consider each
taxpayer’s request for withdrawal of no-
tice of federal tax lien and determine
whether any of the conditions authorizing
withdrawal exist and whether to issue a
withdrawal. The Commissioner also may
issue a notice of withdrawal based on in-
formation received from a source other
than the taxpayer.

If the Commissioner grants a request
for the withdrawal of notice of federal tax
lien, the taxpayer may supplement the list
of credit reporting agencies and financial
institutions or creditors provided with the
request for withdrawal. 1f no list was sub-
mitted with the request for withdrawal, a
list may be submitted after the notice is
withdrawn. A request to supplement the
list must be sent in writing to the Com-
missioner. The request must contain: (1)
the name, current address, and taxpayer
identification number of the person re-
questing the notification; (2) acopy of the
notice of withdrawal; (3) the names and
addresses of the persons or entities the
taxpayer wishes the IRS to contact; and
(4) arequest to disclose the withdrawal to
the persons or entities listed.
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A commenting party suggested that the
IRS send notification to credit agencies
and financial institutions by certified
mail. Certified mail generally is required
where there is a statute of limitations de-
pendent on service. This is not the case
with respect to notification under section
6323(j)(2).

A commenting party also requested that
language be added to the regulations stat-
ing that, upon receipt of notification that
the IRS has withdrawn a notice of federa
tax lien, a credit agency will be immune
from any damage claim a taxpayer may
have against it for its handling of the no-
tice if the credit agency acts within rea-
sonable time after receiving notice. The
statute simply instructs the IRS to notify
credit agencies of a notice of withdrawal
upon request of the taxpayer. The IRS
does not have the statutory authority to
shield a credit agency from a taxpayer’s
claim for damages due to how the credit
agency handled the notice.

The regulations will be applicable on
or after June 22, 2001, with respect to
withdrawals of any notice of federa tax
lien occurring after such date regardless
of when the notice was filed.

Special Analyses

It has been determined that this final
regulation is not a significant regulatory
action as defined in Executive Order
12866. Therefore, a regulatory assess-
ment is not required. It also has been de-
termined that section 553(b) of the Ad-
ministrative Procedure Act (5 U.S.C.
chapter 5) does not apply to these regula-
tions, and because the collection of infor-
mation in the regulations is exempt pur-
suant to 5 U.S.C. 601(7)(B), the
Regulatory Flexibility Act (5 U.S.C.
chapter 6) does not apply. Pursuant to
section 7805(f) of the Internal Revenue
Code, this regulation will be submitted to
the Chief Counsel for Advocacy of the
Small Business Administration for com-
ment on itsimpact on small businesses.

Drafting Information

The principal author of these regula-
tions is Kevin B. Connelly, Office of As-
sociate Chief Counsel (Procedure and Ad-
ministration), Collection Bankruptcy &
Summons Division, CC:PA:CBS, IRS.
However, other personnel from the IRS

and Treasury Department participated in
their development.

* * * * *

Final Amendments to the Regulations

Accordingly, the IRS amends 26 CFR
part 301 asfollows:

PART 301—PROCEDURE AND
ADMINISTRATION

Paragraph 1. The authority citation for
part 301 continues to read in part as fol-
lows:

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

Par. 2. Section 301.6323(j)-1 is added
to read as follows:

§301.6323(j)—1 Withdrawal of notice of
federal tax lien in certain circumstances.

(@) In general. The Commissioner or
his delegate (Commissioner) may with-
draw a notice of federal tax lien filed
under this section, if the Commissioner
determines that any of the conditions in
paragraph (b) of this section exist. A no-
tice of federal tax lien iswithdrawn by the
filing by the Commissioner of a notice of
withdrawal in the office in which the no-
tice of federal tax lienisfiled. If anotice
of withdrawal isfiled, chapter 64 of subti-
tle F, relating to collection, will be applied
asif the withdrawn notice had never been
filed. A copy of the notice of withdrawal
will be provided to the taxpayer. Upon
written request by a taxpayer with respect
to whom a notice of federal tax lien has
been or will be withdrawn, the Commis-
sioner will promptly make reasonable ef-
forts to notify any credit reporting agency
and any financial institution or creditor
identified by the taxpayer of the with-
drawal of such notice. The withdrawal of
a notice of federal tax lien will not affect
the underlying federal tax lien.

(b) Conditions authorizing withdrawal.
The Commissioner may authorize the
withdrawal of a notice of federal tax lien
upon determining that one of the follow-
ing conditions exists:

(2) Premature or not in accordance with
administrative procedures. The filing of
the notice of federa tax lien was premature
or otherwise not in accordance with the ad-
ministrative procedures of the Secretary.

(2) Installment agreement. The tax-
payer has entered into an agreement under
section 6159 to satisfy the liability for



which the lien was imposed by means of
installment payments. Entry into an in-
stallment agreement may not, however,
be the basis for withdrawal of a notice of
lien if the installment agreement specifi-
cally provides that a notice of federal tax
lien will not be withdrawn.

(3) Facilitate collection. The with-
drawal of the notice of federal tax lien
will facilitate the collection of the tax lia-
bility for which the lien was imposed.

(4) Best interests of the United States
and the taxpayer—(i) In general. The
taxpayer or the National Taxpayer Advo-
cate (or his delegate) has consented to the
withdrawal of the notice of federal tax
lien, and withdrawal of the notice would
be in the best interest of the taxpayer, as
determined by the taxpayer or the Na-
tional Taxpayer Advocate (or his dele-
gate), and in the best interest of the
United States, as determined by the Com-
missioner.

(ii) Best interest of the taxpayer. When
ataxpayer requests the withdrawal of no-
tice of federal tax lien based on the best
interests of the United States and the tax-
payer, the National Taxpayer Advocate
(or his delegate) generally will determine
whether the withdrawal of the notice of
federal tax lienisin the best interest of the
taxpayer. If, however, ataxpayer requests
the Commissioner to withdraw a notice
and has not specifically requested the Na-
tional Taxpayer Advocate (or his dele-
gate) to determine the taxpayer’s best in-
terest, afinding by the Commissioner that
the withdrawal of notice is in the best in-
terest of the taxpayer will be sufficient to
support withdrawal. 1f the Commissioner
decides independently of a request by the
taxpayer to withdraw a notice of federal
tax lien, the taxpayer or the National Tax-
payer Advocate (or his delegate) must
consent to the withdrawal .

(5) Examples. The following examples
illustrate the provisions of this paragraph

b):

( )Example 1. A owes $1,000 in Federal income
taxes. ThelRSfilesanotice of federal tax lien to se-
cureA'stax liability. However, the IRSfailed to fol-
low procedure provided by the Internal Revenue
Manual (but not required by statute) with regard to
managerial approval prior to the filing of a notice of
federal tax lien. The Commissioner may withdraw
the notice of federal tax lien because the filing of the
notice was not in accordance with the Secretary’s
administrative procedures.

Example 2. A owes $1,000 in federal income
taxes. A enters into an agreement to pay the out-

standing federal income tax liability in installments.
The agreement provides that a notice of federal tax
lien may be filed if the taxpayer defaults. A timely
pays the installments each month and has not de-
faulted in any way. Eleven months after entering
into the installment agreement, the Internal Revenue
Service files anotice of federal tax lien. Noting that
there has been no default, the taxpayer asks the In-
ternal Revenue Service to withdraw the notice of
federal tax lien. In this situation, the Commissioner
may withdraw the notice of federal tax lien because
the taxpayer has entered into an installment agree-
ment.

Example 3. A is an employee of X Corporation.
A notice of federal tax lien has been filed to secure
an outstanding tax liability against A. A, who hasno
assets and no other secured creditors, has agreed to
pay the balance of tax due through payroll deduc-
tions at arate higher than the Internal Revenue Ser-
vice could obtain through awage levy in order to get
the notice of federal tax lien withdrawn. X Corpora-
tion has agreed to alow A to enter into a payroll de-
duction agreement. In this situation, the Commis-
sioner may withdraw the notice of federal tax lien to
facilitate collection.

Example 4. A is owner of a farm machinery
dealership against whom a notice of federal tax lien
has been filed to secure an outstanding tax liability.
A currently is paying the tax liability by an install-
ment agreement. X Corporation has agreed to pro-
vide A with 100 tractors to increase A's inventory if
the notice of federal tax lien is withdrawn. A asks
the Internal Revenue Service to withdraw the notice
of federa tax lien. The Commissioner determines
that the larger inventory would enable A to generate
additional tractor sales. Increased sales would en-
able A to increase the amount of installment pay-
ments and, consequently, reduce the amount of time
needed to satisfy the liability. A, who has no other
assets or secured creditors, has agreed to modify the
installment agreement. The Commissioner may
withdraw the notice of federal tax lien because the
withdrawal isin the best interest of the taxpayer and
the United States.

(c) Determinations by the Commis-
sioner. The Commissioner must deter-
mine whether any of the conditions autho-
rizing the withdrawal of a notice of
federal tax lien exist if ataxpayer submits
a request for withdrawal in accordance
with paragraph (d) of this section. The
Commissioner may also make this deter-
mination independent of a request from
the taxpayer based on information re-
ceived from a source other than the tax-
payer. If the Commissioner determines
that conditions authorizing the with-
drawal are not present, the Commissioner
may not authorize the withdrawal. If the
Commissioner determines conditions for
withdrawal are present, the Commis-
sioner may (but is not required to) autho-
rize the withdrawal .

(d) Procedures for request for with-
drawal—(1) Manner. A request for the

withdrawal of a notice of federal tax lien
must be made in writing in accordance
with procedures prescribed by the Com-
missioner.

(2) Form. The written request will in-
clude the following information and doc-
uments—

(i) Name, current address, and taxpayer
identification number of the person re-
guesting the withdrawal of notice of fed-
eral tax lien;

(ii) A copy of the notice of federal tax
lien affecting the taxpayer’s property, if
available;

(iii) The grounds upon which the with-
drawal of notice of federal tax lien is
being requested;

(iv) A list of the names and addresses of
any credit reporting agency and any fi-
nancial institution or creditor that the tax-
payer wishes the Commissioner to notify
of the withdrawal of notice of federal tax
lien; and

(v) A request to disclose the withdrawal
of notice of federal tax lien to the persons
listed in paragraph (d)(2)(iv) of this sec-
tion.

(e) Supplemental list of credit agen-
cies, financial institutions, and
creditors—(1) In general. If the Com-
missioner grants a withdrawal of notice
of federal tax lien, the taxpayer may
supplement the list in paragraph
(d)(2)(iv) of this section. If no list was
provided in the request to withdraw the
notice of federal tax lien, thelist in para-
graph (d)(2)(iv) of this section and the
request for notification in paragraph
(d)(2)(v) of this section may be submit-
ted after the notice is withdrawn.

(2) Manner. A request to supplement
the list of any credit agencies and any fi-
nancial institutions or creditors that the
taxpayer wishes the Commissioner to no-
tify of the withdrawal of notice of federal
tax lien must be made in writing in accor-
dance with procedures prescribed by the
Commissioner.

(3) Form. Therequest must include the
following information and documents—

(i) Name, current address, and taxpayer
identification number of the taxpayer re-
guesting the notification of any credit
agency or any financial institution or
creditor of the withdrawal of notice of
federal tax lien;

(i) A copy of the notice of withdrawal,
if available;
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(iii) A supplemental list, identified as
such, of the names and addresses of any
credit reporting agency and any financial
institution or creditor that the taxpayer
wishes the Commissioner to notify of the
withdrawal of notice of federal tax lien;
and

(iv) A request to disclose the with-
drawal of notice of federal tax lien to the
persons listed in paragraph (e)(3)(iii) of
this section.

(f) Effective date. This section applies
on or after June 22, 2001, with respect to
a withdrawal of any notice of federal tax
lien.

66 2001-2 C.B.

Robert E. Wenzdl,
Deputy Commissioner of
Internal Revenue.

Approved June 13, 2001.

Mark A. Weinberger,
Assistant Secretary
of the Treasury.

(Filed by the Office of the Federal Register on June
21, 2001, 8:45 am., and published in the issue of the
Federal Register for June 22, 2001, 66 F.R. 33464)



Part IV. ltems of General Interest

Withdrawal of Notices of
Proposed Rulemaking

Withdrawal of Proposed
Regulations Relating to
Corporations Filing Consolidated
Returns and Proposed
Regulations Relating to
Collapsible Corporations

REG-100548-01

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Withdrawal of notices of pro-
posed rulemaking.

SUMMARY: This document withdraws
two notices of proposed rulemaking, one
relating to corporations filing consoli-
dated income tax returns and the other re-
lating to collapsible corporations. The
proposed regulations were published be-
fore the enactment of the Internal Rev-
enue Code of 1986, do not reflect
changes to the tax law made after their
publication, and will not be finalized un-
less reproposed.

DATES: These proposed regulations are
withdrawn June 27, 2001.

FOR FURTHER INFORMATION CON-
TACT: Charles M. Whedbee (202) 622-
7550 (not atoll-free call).

SUPPLEMENTARY INFORMATION:
Background

On July 31, 1984, the IRS issued pro-
posed regulations (LR-97-79, 1984-2
C.B. 821) relating to corporations filing
consolidated returns (49 FR 30528). Por-
tions of these proposed consolidated re-
turn regulations were withdrawn by sub-
sequent notices of proposed rulemaking
(CO-78-90, 1991-1 C.B. 757 and
REG-103805-99, 200042 |.R.B. 376)
published in the Federal Registeron
February 4, 1991 (56 FR 4228) and Sep-
tember 26, 2000 (65 FR 57755).

On August 31, 1984, the IRS issued
proposed regulations (LR-107-84,
19842 C.B. 902) relating to collapsible
corporations (49 FR 34523).

The IRS is withdrawing these pro-
posed regulations because of intervening

amendments to the Internal Revenue
Code and because these regulations pro-
jects will not be undertaken in the fore-
seeable future (or if undertaken, the regu-
lations will be reproposed).

Drafting Information

The principa author of this withdrawal
notice is Charles M. Whedbee of the Office
of the Associate Chief Counsel (Corporate).
However, other personnel from the IRS and
Treasury participated in its development.

Withdrawal of Notices of Proposed
Rulemaking

Accordingly, under the authority of 26
U.S.C. 7805, the notices of proposed
rulemaking published in the Federal
Registeron July 31, 1984 (49 FR 30528)
and August 31, 1984 (49 FR 34523) are
withdrawn.

Robert E. Wenzel,
Deputy Commissioner
of Internal Revenue.

(Filed by the Office of the Federal Register on June
26, 2001, 8:45 a.m., and published in the issue of the
Federal Register for June 27, 2001, 66 F.R. 34136)

Foundations Status of Certain
Organizations

Announcement 2001-76

The following organizations have
failed to establish or have been unable to
maintain their status as public charities or
as operating foundations. Accordingly,
grantors and contributors may not, after
this date, rely on previous rulings or des-
ignations in the Cumulative List of Orga-
nizations (Publication 78), or on the pre-
sumption arising from the filing of notices
under section 508(b) of the Code. This
listing does not indicate that the organiza-
tions have lost their status as organiza-
tions described in section 501(c)(3), €ligi-
ble to receive deductible contributions.

Former Public Charities. The follow-
ing organizations (which have been
treated as organizations that are not pri-
vate foundations described in section
509(a) of the Code) are now classified as
private foundations:

ACFE Foundation, Inc., Springfield, MO

Akaryd Trust, Inc., Leawood, KS

American Institute of Jewish Studies,
Overland Park, KS

American Neuropsychiatric Association,
Detroit, Ml

Another Way the Fund for Progress,
Wichita, KS

Association for a Free Burma,
Fairbanks, AK

AvondaLand, Inc., St. Louis, MO

Bethany Free Methodist Church-District
40 School Historical Preservation
Saciety, Inc., Bennington, KS

Beyond Bounds, Inc., Kansas City, MO

Biblical Archeology Educational
Services, Inc., Lincoln, NE

Bismarck-Mandan Interfaith Hospitality
Network, Bismarck, ND

Boomerang Kids, Inc., Kirksville, MO

Boondlick Area Citizens Advisory Board,
Columbia, MO

Box Butte County Family Focus
Coadlition, Inc., Alliance, NE

Boys and Girls Club of Standing Rock,
Fort Yates, ND

Brown Hotel, Inc., Neodesha, KS

Brown Institute Association of Topeka,
Topeka, KS

BSDC Foundation, Inc., Beatrice, NE

Call to Commitment, Branson, MO

Capital City Men of Integrity,
Jefferson City, MO

Care of Poor People, Inc., Kansas City,
MO

City Sprouts, Inc., Omaha, NE

Civil War Round Table of Wilmington
Delaware, Inc., Wilmington, DE

Concerned Citizens for Topeka, Inc.,
Topeka, KS

Crawford County Domestic Violence
Coalition, Steelville, MO

Crete Athletic Booster Club, Inc.,
Crete, NE

Crown, Inc., Fulton, MO

Dakota Flyers, Inc., Fargo, ND

Derby Historical Society, Derby, KS

Divine Resurrection Ministries, Inc.,
Oakland, CA

Dolan Residential Care Centers, Inc.,
Chesterfield, MO

Douglas County Fire-Rescue
Departments, Inc., Boys Town, NE

Eagle Feather Indian Center, Inc.,
Minot, ND

Emerald Door, Inc., Fargo, ND
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En Gedi Ministries, Inc., Branson, MO

Eye Laser Center, Springfield, MO

Fargo-Moorehead Express, Inc.,
Saint Paul, MN

Farm & Ranch Educational Exchange,
Morrill, NE

First Place Racing Ministries Foundation,
Lawrence, KS

Flying Circus Air and Sea Museum,
Gravois Mills, MO

Fowler Hospital District, Inc.,
Fowler, KS

Freedom Prison Ministries, Inc.,
Minot, ND

Friends of Kagawad, St. Louis, MO

Gateway Moo Do Kwan Association,
Inc., St. Louis, MO

Gentle Giants Equestrian Therapy,
Incorporation, Russell, KS

Gladd, Inc., Jefferson City, MO

Greater Missouri AreaC.A.,
University City, MO

Greater St. Louis Community Prevention
Partnership, St. Louis, MO

Greater St. Louis Regional, Inc.,
St. Louis, MO

Greenway Manor Resident Management
Association, Inc., Wichita, KS

Grundy County R-VI Instructional Fund,
Inc., Trenton, MO

Harvey Sports Boosters, Harvey, ND

Heartland Dance Company, Bellevue, NE

Henderson Hesalth Care Foundation,
Henderson, NE

Home Charitable Foundation,
Kensington, KS

Idhal, Inc., Poplar Bluff, MO

Igbo Union of St. Louis, Inc.,
Florissant, MO

Improve the Educational Process, Inc.,
Topeka, KS

Innovation Institute, Inc.,
Lawrence, KS

John H. Hinrichs PDCA Scholarship
Fund, St. Louis, MO

Johnson County Volleyball Club, Inc.,
Kansas City, KS

Juda, Inc., Buffalo Gap, SD

Kanarts, Incorporated, Lawrence, KS

Kansas Business Education Coalition,
Inc., Overland Park, KS

Kansas City Irish Festival Organization,
Olathe, KS

Kansas International Museum, Inc.,
Topeka, KS

Kansas Search & Rescue Dog
Association, Topeka, KS

Kanza Development, Inc., Wilson, KS
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Kids Can Foundation, Inc., Blair, NE

Kids First, Inc., Independence, MO

Kidspace Childrens Museum, Inc.,
Springfield, MO

Kinder Town, Inc., Waverly, KS

La Roca Boxing Club of Leavenworth,
Leavenworth, KS

Lawson Cardinal Soccer Club,
Lawson, MO

Lexington Senior Center, Inc.,
Lexington, MO

Liberty Area Chamber Community
Foundation, Inc., Liberty, MO

Long Time Coming, Inc.,
Kansas City, MO

Maize Youth Baseball & Softball
Association, Maize, KS

Masonic Charity Fund of Wichita
AF&AM, Inc., Wichita, KS

May Morley Elementary School Parent
Teacher Organization, Lincoln, NE

Merry Go Round Day Care Center, Inc.,
Boonville, MO

Midwest Ecological Resources
Foundation, Inc., Lawrence, KS

Midwest Railroad Workers Scholarship
Foundation, St. Louis, MO

Mission Out-Reach to Siberia,
Frohna, MO

Missouri Kids with Neimann-Pick C,
Imperial, MO

Molly M. Rickel Research Library, Inc.,
Manhattan, KS

MyriaLee Youth House, St. Louis, MO

Native American Foundation of
Nebraska, Lincoln, NE

Nebraska Operation Lifesaver,
Lincoln, NE

New Wineskins, Inc., Omaha, NE

Noel Community Development Council,
Inc., Noel, MO

North American Fiddlers Association -
NAFA, Warrenburg, MO

North Dakota Olympic Dreamers, Inc.,
Williston, ND

North Kansas City Kiwanis Foundation,
Gladstone, MO

Old Engine Company 8, Inc., Ottawa, KS

Omicron X| Foundation,
Kansas City, MO

Optimist Club of Deep River - Northview
North Carolina, Sanford, NC

Over the Road Gang, Inc., Ottawa, KS

Pakistan American Society of Greater
Kansas City, Olathe, KS

Parshall 2000, Inc., Parshall, ND

Parsons Community Service Fund, Inc.,
Parsons, KS

Partnersin Progress, Portland, ND

Pet Adoption & Welfare Society, Inc.,
Branson, MO

Peter Erickson Ministries, Inc.,
Fargo, ND

Pi Bear Childrens Charities, Inc.,
Hays, KS

Polk County Foundation, Inc.,
Osceola, NE

Posi-Rx, Wichita, KS

Quakes Softball, Inc., Omaha, NE

Ray Menefee Amateur Boxing Club, Inc.,
Lincoln, NE

Reno County Planning Council for
Children and Families, Inc.,
Hutchinson, KS

Saddle Champ Therapeutic Riding
Center, Inc., Kansas City, MO

Safe Harbor, Inc., Scottsbluff, NE

Saline County Fair Association,
Marshall, MO

Sarcoidosis Resource Center of
Delaware, Inc., Wilmington, DE

Seeds for Leadership, Tamage, NE

Senior Center of Carroll County,
Carrollton, MO

S.E.T. Community Youth Center of the
Kansas Business Womens Assn., Inc.,
Kansas City, KS

Shawnee Mission East Friends of the
Arts, Inc., Prairie Village, KS

Shelton Township Library Foundation,
Shelton, NE

Sioux Empire Housing Partnership, Inc.,
Sioux Falls, SD

Smart Motorcyclists Attend Rider
Training, Inc., (SM.A.R.T., Inc.),
Topeka, KS

Soft Steps, Inc., Mandan, ND

Spirit Four Indian Center of Topeka, Inc.,
Topeka, KS

Splitrock Rail Station, Garretson, SD

St. LouisAdvisory Board of Caring
Communities, St. Louis, MO

St. Peters Beautification Task Force, Inc.,
St. Louis, MO

Stepping-Stone Ranch, Inc., Spearfish,
SD

Sumner Youth Services, Inc.,
Wellington, KS

Teton Lakota Museum Board,
Hill City, SD

Topeka Model Railroaders, Incorporated,
Topeka, KS

Tuttle Area Development Corporation,
Tuttle, ND

Veterans Foundation of America,
Columbia, MO



Vietnam Veterans Support Foundation,
Inc., Kansas City, MO

Voices of the Children Auxiliary Fund,
Wichita, KS

Watertown Banquet, Watertown, SD

Watertown Inline Skating Association,
Watertown, SD

Wilco Interagency Corporation,
Fredonia, KS

Wilmington Youth Organization, Inc.,
Wilmington, DE

If an organization listed above submits
information that warrants the renewal of
its classification as a public charity or asa
private operating foundation, the Internal
Revenue Service will issue aruling or de-
termination letter with the revised classi-

fication as to foundation status. Grantors
and contributors may thereafter rely upon
such ruling or determination letter as pro-
vided in section 1.509(a)—7 of the Income
Tax Regulations. It is not the practice of
the Service to announce such revised clas-
sification of foundation statusin the I nter-
nal Revenue Bulletin.
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Part lll. Administrative, Procedural, and Miscellaneous

Amendment of Qualified Plans
for the Economic Growth and
Tax Relief Reconciliation Act of
2001

Notice 2001-42
|. Purpose

This notice provides guidance concern-
ing amendments to plans qualified under
88 401(a) and 403(a) of the Interna
Revenue Code related to the Economic
Growth and Tax Relief Reconciliation Act
of 2001, Pub. L. 107-16 (“EGTRRA").
Changes made by EGTRRA to the Code
provisions related to qualified plans
include changes that require plan amend-
ment to preserve qualification and
changes that require plan amendment only
if the plan sponsor chooses to change the
plan.

The effects of this notice are to:

« avoid further delays in amending plans
for GUST?;

 prevent disruption of the GUST deter-
mination letter process that has already
been undertaken by thousands of plan
SpoNsors,

« facilitate timely adoption of EGTRRA
plan amendments;

 ensurethat plan terms reflect the actual
operation of the plan;

e dlow plan sponsors to minimize the
cost and burden of adopting EGTRRA
plan amendments;

 provide plan sponsors with the oppor-
tunity to retroactively amend their
“good faith” EGTRRA plan amend-
ments, if necessary; and

« facilitate the timely amendment of
master and prototype (“M&P’) and

[N

Theterm “GUST” refers to the following:

« the Uruguay Round Agreements Act, Pub. L.
103-465;

ethe Uniformed Services Employment and
Reemployment Rights Act of 1994, Pub. L. 103-
353;

» the Small Business Job Protection Act of 1996,
Pub. L. 104-188;

* the Taxpayer Relief Act of 1997, Pub. L. 105-34
(“TRA '97");

« the Internal Revenue Service Restructuring and
Reform Act of 1998, Pub. L. 105-206; and

« the Community Renewal Tax Relief Act of 2000,
Pub. L. 106-554 (“CRA").
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volume submitter plans (“ pre-approved
plans’) for GUST and EGTRRA.

Specifically, this notice provides the
following:

The GUST remedial amendment period
for individualy designed plans, which
ends on the last day of the 2001 plan
year, is not being extended. However,
a separate, later remedia amendment
period is being provided for EGTRRA.
The GUST remedial amendment period
provided to prior adopters of pre-
approved plans and employers that
timely certify their intent to adopt a
pre-approved plan that has been restat-
ed for GUST will be treated as not
expiring earlier than December 31,
2002. This change will simplify the
determination of the GUST amendment
deadline for these plans and facilitate
timely amendment of the plans for
GUST and EGTRRA.
A plan is required to have a “good
faith” EGTRRA plan amendment in
effect for ayear if:
(2) the plan is required to implement a
provision of EGTRRA for the year,
or the plan sponsor chooses to im-
plement an optional provision of
EGTRRA for the year, and
(2) the plan language, prior to the
amendment, is not consistent either
with the provision of EGTRRA or
with the operation of the plan in a
manner consistent with EGTRRA,
as applicable.
Before the end of August 2001, the
Service will publish sample EGTRRA
plan amendments that plan sponsors and
sponsors of pre-approved plans can
adopt or use in drafting individualized
plan amendments. A sample EGTRRA
plan amendment, or a plan amendment
that is materialy smilar to a sample
EGTRRA plan amendment, will be a
“good faith” EGTRRA plan amendment.
Plan provisions that are amended by a
timely “good faith” EGTRRA plan
amendment or that automatically
reflect a statutory EGTRRA change
(for example, as a result of permitted
incorporation by reference) have a
remedial amendment period ending no
earlier than the end of the 2005 plan
year in which any needed retroactive

remedial EGTRRA plan amendments
may be adopted.

*“Good faith” EGTRRA plan amend-
ments must be adopted no later than the
later of (1) the end of the plan year in
which the amendments are required to
be, or are optionally, put into effect or
(2) the end of the GUST remedial
amendment period. In limited situa-
tions, earlier amendment may be
required to avoid a decrease or elimina-
tion of benefits prohibited by
§ 411(d)(6).

* Individually designed plans submitted
for GUST determination letters may
reflect the changes made by EGTRRA.
Also, pre-approved plans submitted for
GUST determination letters may
include EGTRRA amendments in the
form of a separate, clearly identified
addendum to the plan (or basic plan
document) and/or adoption agreement
that is limited to the provisions of
EGTRRA. However, until further
notice, determination, opinion, and
advisory letters will not consider the
EGTRRA changes.

Il1. Background

Section 401(b). Section 401(b) and
the regulations thereunder provide a re-
medial amendment period during which
an amendment to a disgualifying provi-
sion may be made retroactively effec-
tive, under certain circumstances, to
comply with the requirements of
§ 401(a). Section 1.401(b)-1(b)(3) au-
thorizes the Commissioner to designate
as a disqualifying provision under
§ 401(b) a plan provision that either (1)
results in the failure of the plan to satisfy
the qualification requirements of the
Code by reason of a change in those re-
quirements, or (2) isintegral to a qualifi-
cation requirement that has been
changed. Section 1.401(b)-1(c)(3) au-
thorizes the Commissioner to impose
limits and provide additional rules re-
garding the amendments that may be
made within the remedial amendment
period with respect to a plan provision
designated as a disqualifying provision.
Section 1.401(b)-1(f) grants the Com-
missioner the discretion to extend the re-
medial amendment period.



The GUST Remedial Amendment Period
and Determination Letter Program. The
remedial amendment period for GUST dis-
qualifying provisions for individualy de-
signed plans generally ends on the last day
of the first plan year beginning on or after
January 1, 2001 (“the 2001 plan year”).
Many sponsors of individually designed
plans have already amended or are in the
process of amending plansfor GUST.

Sponsors of pre-approved plans were re-
quired to submit these plans to the Service
by December 31, 2000. The Serviceis cur-
rently reviewing and issuing opinion and
advisory letters for pre-approved plans that
have been amended for GUST. Section 19
of Rev. Proc. 200020, 20006 |.R.B. 553,
as modified by Rev. Proc. 2000-27,
200026 1.R.B. 1272, provides an exten-
sion of the GUST remedia amendment pe-
riod for employers that have adopted a pre-
approved plan, or certified their intent to
adopt a pre-approved plan that has been re-
stated for GUST, by the end of the 2001
plan year. If the requirementsfor the exten-
sion are satisfied, the GUST remedial
amendment period for the employer’s plan
will not end before the end of the 12th
month beginning after the date on which
the Service issues a GUST opinion or advi-
sory letter for the pre-approved plan.

EGTRRA. EGTRRA, which was en-
acted on June 7, 2001, includes numerous
changes to the qualified plan rules. Al-
most all of these changes are effective in
years beginning after December 31, 2001.
While many of the changes are not
mandatory, a plan sponsor that chooses to
implement an optional provision of
EGTRRA will have to amend its plan to
conform plan provisions to plan operation.

White Paper on Future Determination
Letter Process. The Service is consider-
ing the design of the Employee Plans de-
termination letter process and will publish
in the near future a white paper that ex-
plores some options for long-term
changes and alternatives to the current
process. Some of the options in the white
paper will deal with the timing of plan
amendments to comply with law changes
and the application of the remedial
amendment provisions of § 401(b).

I11. Remedial Amendment Period for
EGTRRA

Designation as Disqualifying Provi-
sions. A plan provision is hereby desig-

nated as a disqualifying provision under
§ 1.401(b)-1(b) if:

() the plan provision either (i) causes
the plan to fail to satisfy the qualifi-
cation requirements of the Code be-
cause of a change in those require-
ments made by EGTRRA or (ii) is
integral to a qualification require-
ment that has been changed by
EGTRRA; and

(2)if a“good faith” EGTRRA plan
amendment is required to be in ef-
fect with respect to the provision,
the plan provision was added or
changed by a “good faith”
EGTRRA plan amendment adopted
no later than the later of (i) the end
of the plan year in which the
EGTRRA change in the qualifica-
tion requirements is required to be,
or is optionally, put into effect
under the plan or (ii) the end of the
GUST remedia amendment period
for the plan.

Extension of the EGTRRA Remedial
Amendment Period. The remedial
amendment period under § 401(b) for a
disqualifying provision described in the
preceding paragraph shall not end prior to
the last day of the first plan year begin-
ning on or after January 1, 2005 (“the
2005 plan year”).

Good Faith EGTRRA Plan Amend-
ments. A planisrequired to have a“good
faith” EGTRRA plan amendment in effect
for ayear if:

() the plan is required to implement a
provision of EGTRRA for the year,
or the plan sponsor chooses to
implement an optional provision of
EGTRRA for the year, and

(2) the plan language, prior to the
amendment, is not consistent either
with the provision of EGTRRA or
with the operation of the plan in a
manner consistent with EGTRRA,
as applicable.

For purposes of this notice, a plan amend-
ment is a “good faith” EGTRRA plan
amendment if the amendment represents a
reasonable effort to take into account all
of the requirements of the applicable
EGTRRA provision and does not reflect
an unreasonable or inconsistent interpre-
tation of the provision. A plan amend-
ment that merely incorporates by refer-
ence an EGTRRA change in a
qualification requirement that would not

otherwise be permitted to be incorporated
by reference is not a “good faith”
EGTRRA plan amendment.

Section 411(d)(6). Section 411(d)(6)
generaly prohibits plan amendments that
decrease accrued benefits or have the ef-
fect of eliminating or reducing an early
retirement benefit or retirement-type sub-
sidy, or eliminating an optional form of
benefit, for benefits attributable to service
before the amendment.

EGTRRA does not provide relief from
the requirements of 8§ 411(d)(6) for plan
amendments adopted as a result of
EGTRRA changes in the plan qualifica-
tion requirements. Therefore, in order to
have a provision effective for a plan year,
aplan may have to be amended for provi-
sions of EGTRRA before the time when
“good faith” EGTRRA plan amendments
would otherwise be required under this
notice. However, a plan amendment that
eliminates or decreases benefits that have
not yet accrued does not violate
§ 411(d)(6).

For example, in a top-heavy defined
contribution plan, only those non-key em-
ployees who are participants and have not
separated from service by the end of the
plan year must receive the top-heavy min-
imum benefit. (See § 1.416-1, Q&A
M-10.) A benefit that is conditioned on
employment at the end of the plan year
does not accrue until the participant satis-
fies the end-of-the-plan-year employment
requirement. Thus, the top-heavy mini-
mum benefit in a defined contribution
plan that provides minimum contributions
only to non-key employees who have not
separated from service by the end of the
plan year does not accrue until the end of
the plan year. A “good faith” amendment
of such a plan that modifies the plan’s
top-heavy rules in accordance with § 613
of EGTRRA will not result in an imper-
missible decrease of accrued minimum
benefits provided the amendment is
adopted before the end of the 2002 plan
year.

In a top-heavy defined benefit plan,
under §1.416-1, Q& A M—4, only those
non-key employees who are participants
and have at least one thousand hours of
service for an accrual computation period
must accrue the top-heavy minimum ben-
efit for that accrual computation period.
(In a top-heavy defined benefit plan that
credits benefit accrual service using the
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elapsed time method described in
§ 1.410(a)—7, minimum benefits must be
credited for all periods of service required
to be credited for benefit accrual.) A ben-
efit that is conditioned on completion of
one thousand hours of service does not
accrue until the participant satisfies the
service requirement. Thus, the top-heavy
minimum benefit in a defined benefit plan
that provides minimum benefits only to
non-key employees who have at least one
thousand hours of service in an accrua
computation period does not accrue until
the participant has one thousand hours of
service in the period. A “good faith”
amendment of a defined benefit plan that
modifies the plan’s top-heavy rulesin ac-
cordance with § 613 of EGTRRA will not
be treated as impermissibly decreasing
accrued minimum benefits provided the
amendment is adopted on or before May
31, 2002, or, in the case of a plan that
credits service using elapsed time, March
31, 2002.

Effect of This Section. A plan amend-
ment to a disqualifying provision de-
scribed in this section Il can be made
retroactively effective within the
EGTRRA remedial amendment period to
the extent necessary either to satisfy the
qualification requirements as amended by
EGTRRA, as interpreted in published
guidance, or to make the plan provisions
consistent with plan operation. To the ex-
tent necessary, such a remedial amend-
ment may be made retroactively effective
as of the effective date of the “good faith”
EGTRRA plan amendment or, where the
plan provision automatically reflects the
EGTRRA change, as of the effective date
of the change.

No Extension of GUST Remedial
Amendment Period. The EGTRRA reme-
dial amendment period applies only to
disqualifying provisions described in this
section. It does not extend the GUST re-
medial amendment period.

IV. Sample EGTRRA Plan Amendments

Publication of Sample “ Good Faith”
EGTRRA Plan Amendments. Before the
end of August 2001, the Service will pub-
lish sample EGTRRA plan amendments
that can be adopted verbatim or used in
drafting individualized plan amendments
for individually designed and pre-ap-
proved plans. The sample EGTRRA plan
amendments will be for both the required
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and optional changes under EGTRRA.
Additional guidance on amending pre-ap-
proved plans will be included with the
sample EGTRRA amendments. A sample
EGTRRA plan amendment, or a plan
amendment that is materially similar to a
sample EGTRRA plan amendment, will
be a “good faith” EGTRRA plan amend-
ment for purposes of this notice. How-
ever, plan amendments will not fail to be
“good faith” plan amendments merely be-
cause they differ materially from the sam-
ple EGTRRA plan amendments.

Possible Subsequent Required Amend-
ments. Plans amended by adoption of the
sample EGTRRA amendments may have
to be amended again within the EGTRRA
remedial amendment period to continue
to satisfy the plan qualification require-
ments as amended by EGTRRA.

V. Effect on Determination Letter
Programs and Reliance

In General. Until further notice, deter-
mination, opinion and advisory letters
will not consider and may not berelied on
with respect to the EGTRRA changes.
However, an employer’s ability to rely on
afavorable determination, opinion, or ad-
visory letter will not be adversely affected
by the timely adoption of “good faith”
EGTRRA plan amendments.

Individually Designed Plans. Individu-
ally designed plans submitted for GUST
determination letters may incorporate the
changes made by EGTRRA; however the
GUST determination letter will not ex-
tend to amendments incorporating
EGTRRA provisions.

Pre-Approved Plans. M&P sponsors
and volume submitter practitioners may
amend pre-approved plans for EGTRRA
through the adoption of a separate, clearly
identified addendum to the plan (or basic
plan document) and/or adoption agree-
ment that is limited to the provisions of
EGTRRA. The sample EGTRRA plan
amendments will provide additional guid-
ance on the amendment of pre-approved
plans. Until further notice, EGTRRA
amendments of pre-approved plans
should not be submitted to the Service.

Determination Letter Applications for
Pre-Approved Plans. Until further notice,
determination letter applications for pre-
approved plans that include EGTRRA
amendments in a form other than a sepa-
rate, clearly identified addendum to the

plan (or basic plan document) and/or
adoption agreement that is limited to the
provisions of EGTRRA will be treated as
individually designed plans.

V1. Extension of 12-Month Period Under
Rev. Proc. 200020

The extended GUST remedial amend-
ment period available to certain adopters
of pre-approved plans is determined by
reference to the date on which the Service
issues a favorable GUST opinion or advi-
sory letter for the pre-approved plan. Pur-
suant to this notice, if the requirements of
section 19 of Rev. Proc. 2000-20, as
modified, and Announcement 2001-77,
page 83, this bulletin, are satisfied, the ex-
tension of the GUST remedia amend-
ment period thereunder will be treated as
not expiring earlier than December 31,
2002. This change will simplify the de-
termination of the GUST remedial
amendment deadline for pre-approved
plans and facilitate timely amendment of
the plans for GUST and EGTRRA.

VII. Effect on Other Documents

Rev. Proc. 2000-20 and Rev. Proc.
2001-6, 20011 |.R.B. 194, are modified.

DRAFTING INFORMATION

The principal drafter of this notice is
James Flannery of Employee Plans. For
further information regarding this notice,
please contact Employee Plans' taxpayer
assistance telephone service at (202) 283-
9516 or (202) 283-9517, between the
hours of 1:30 p.m. and 3:30 p.m. Eastern
Time, Monday through Thursday. Mr.
Flannery may be reached at (202) 283-
9613. These telephone numbers are not
toll-free.

Guidance on Implementation of
Withholding and Reporting
Regulations

Notice 2001-43

This notice provides guidance on the
implementation of the withholding and
reporting regulations (T.D. 8734, 1997-2
C.B. 109, and T.D. 8881, 200023 |I.R.B.
1158). Specifically, this notice:

(1) provides a temporary alternative pro-
cedure for withholding and reporting on



payments made to certain nonqualified in-
termediaries (NQIs) and foreign trusts,
which is available only for payments
made to NQIs or foreign trusts on or after
January 1, 2001, and before January 1,
2002;

(2) clarifies and corrects sections
1.1441-6(b)(1) and 301.6114-1 of the
regulations, which require disclosure of
certain treaty based return positions,

(3) adds a new alternative convention for
converting payments in foreign currency
into U.S. dollars to those listed in section
1.1441-3(e)(2);

(4) modifies section 1ll. A. 1. of Notice
20014, 2001-2 I.R.B. 267, to permit an
applicant for a qualified intermediary
agreement that has been issued a QI-EIN
to represent that it is a qualified interme-
diary (QI) until the IRS revokes its QI-
EIN and to permit an applicant that has
been issued a QI-EIN before January 1,
2002, to apply all of the provisions of the
QI agreement beginning January 1, 2001,

(5) clarifies section I11. C. of Notice
20014, which provides documentation
and reporting relief for simple and grantor
trusts; and

(6) modifies Announcement 2000-48,
200023 1.R.B. 1243, to permit a branch
of aQl to act as a qualified intermediary
under the QI’'s home country know-your-
customer (KYC) rulesif the branch is lo-
cated in a country for which KYC rules
have been submitted to IRS for approval.

1. Transitional relief for certain nonquali-
fied intermediaries and foreign trusts.

In October 1997, Treasury and the
IRS issued T.D. 8734, 1997-2 C.B. 109
(modified by T.D. 8881, 2000-23 |.R.B.
1158), which provided comprehensive
regulations under chapter 3 (sections
1441-1445) and subpart G of subchapter
A of chapter 61 (sections 6041-6050S)
of the Internal Revenue Code. These
regulations, which became effective on
January 1, 2001, were developed after
years of discussion with the U.S. and
foreign financial services industry re-
garding how to improve compliance
with the U.S. withholding rules without
unduly impeding foreign investments in
the United States or burdening financial
institutions.

A key component of the new rules is
the introduction of the qualified interme-
diary (QI) concept. Inbasicterms, aQl is
a foreign financia institution that enters
into an agreement with the IRS to verify
the beneficial ownership of payments of
U.S. source income for purposes of deter-
mining whether any reductions in the
statutory 30 percent U.S. withholding tax
rate under sections 871 and 881 are ap-
propriate. To make this determination, a
QI generally may rely on the documenta-
tion that it collects under the bank regula
tory rules requiring it to establish the
identity and residency of its account hold-
ers (“know your customer” (KY C) rules).
The QI is required to transmit “pooled”
information (but generally not the identity
of its non-U.S. customers) to the U.S.
withholding agent to enable the withhold-
ing agent to determine the correct amount
of tax to withhold on payments made to
the QI's customers. The QI is also re-
quired to report certain pooled informa-
tion to the IRS, as specified in the regula
tions. By allowing QIs to transmit
information on a pooled basis, the regula-
tions reduce the QI’s compliance burden
(by minimizing the amount of informa-
tion that is required to be reported to the
IRS) and protect the QI’'s customer base
(by minimizing the amount of informa-
tion that must be reported to the U.S.
withholding agent, who will often be a
competitor of the QI).

Sections 1.1441-1(e)(3)(iii) and (iv) of
the regulations require a nonqualified in-
termediary (NQI) to supply the U.S. with-
holding agent or a QI with customer-spe-
cific documentation, rather than pooled
information, to establish that its cus-
tomers qualify for areduction in the statu-
tory 30 percent withholding rate.

The NQI does this by attaching appro-
priate documentation and a withholding
statement identifying customers and allo-
cating payments among them to an inter-
mediary certificate that it forwards to the
U.S. withholding agent or Ql. To ensure
the proper withholding and reporting of a
payment, the U.S. withholding agent or
QI must receive this intermediary certifi-
cate before it makes a payment of a re-
portable amount (as defined in section
1.1441-1(e)(3)(vi)) to the NQI. Finaly,
unless its withholding agent has done so,
the NQI must report payment information
to the IRS on Forms 1042 and 1042-S

and must send the foreign income recipi-
ent a corresponding Form 1042-S. Inthe
same way, foreign simple trusts and for-
eign grantor trusts are required to forward
to the U.S. withholding agent or QI a
flow-through withholding certificate with
attached documentation and a withhold-
ing statement identifying beneficiaries
and grantors and to report payment infor-
mation to the IRS.

Treasury and the IRS understand that,
despite significant efforts by U.S. with-
holding agents and QIs to establish auto-
mated systems to process information re-
ceived from NQIs and foreign trusts for
withholding and reporting purposes, in
some cases these systems are not yet fully
operational. Treasury and the IRS have
been advised, however, that the auto-
mated systems in those cases will be fully
operational before the end of 2001. Ac-
cordingly, Treasury and the IRS believe
that limited relief is warranted to ensure a
smooth transition into the new withhold-
ing procedures. Treasury and the IRS em-
phasize, however, that the NQI and for-
eign trust documentation and reporting
rules in the regulations are central to the
appropriate administration of the U.S.
withholding regulations, and U.S. with-
holding agents and QIs are expected to
complete the development of automated
systems that will ensure compliance with
theserules.

To achieve a smoother transition period
for withholding agents that make pay-
ments to NQIs and foreign trusts, the IRS
will permit a withholding agent and NQI
or foreign trust to apply the alternative
procedures of section 1.1441-1(e)
(3)(iv)(D) of the regulations as modified
below for calendar year 2001, provided
the withholding agent and NQI or foreign
trust comply with all the conditions set
forth below. This modified alternative
procedure may not be used by flow-
through entities or U.S. branches de-
scribed in section 1.1441-1(e)(3)
(iv)(D)(8) of the regulations. (See sec-
tions I11. C. and IV. of Notice 20014,
2001-2 I.R.B. 267 for certain other relief
provisions relating to trusts and partner-
ships.) A withholding agent may use this
modified alternative procedure only for
payments made to NQIs and to foreign
simple or grantor trusts. This modified
alternative procedure may not be used by
a withholding agent if the withholding

2001-2 CB. 73



agent would be responsible for filing
fewer than 250 Forms 1042-S for calen-
dar year 2001 without using this modified
alternative procedure. This modified al-
ternative procedure may not be used for
payments to U.S. nonexempt recipients.

An NQI or foreign trust and its with-
holding agent that comply with the condi-
tions set forth below may rely on this no-
tice for payments made on or after
January 1, 2001, and before January 1,
2002: (1) to permit pooled basis reporting
on Form 1042-Sinstead of the payee spe-
cific reporting otherwise required under
the alternative procedure of section
1.1441-1(e)(3)(iv)(D); and (2) to permit
the NQI or foreign trust to provide the
withholding agent with a withholding
statement containing the beneficial owner
information required under sections
1.1441-1(e)(3)(iv)(C)(1) and (D)(2) after
a payment is made but no later than Janu-
ary 31, 2002.

In order to qudify for thistransitiona re-
lief, the following conditions must be met:

(1) The withholding agent submits a
notification no later than January 31,
2002, that it is using the temporary alter-
native procedure under this notice. Noti-
fications should be sent to:

Internal Revenue Service
Pre-Filing Services LM:PFT:PF
New Mint Building, 3" Floor
1111 Constitution Avenue, NW
Washington, DC 20224

(2) The withholding agent includes the
following in its notification under penal-
ties of perjury:

(a) a statement listing the NQIs and
foreign trusts that are participating with the
withholding agent in using the temporary
alternative procedure under this notice;

(b) a statement (i) that during 2001
the withholding agent was engaged in the
building and implementation of comput-
erized information systems for transfer
and processing of withholding statement
information between the withholding
agent and the NQI or foreign trust and for
Form 1042-S reporting to the IRS, and
(i) that they were relying on completion
of those systems for purposes of comply-
ing with section 1.1441-1(e)(3)(iii) and
(iv) of the regulations;

(c) arepresentation that the with-
holding agent has exercised its best ef-
forts to complete those systems;
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(d) astatement that those systems are
not capable of complying with the re-
quirements of section 1.1441-1(e)(3)(iii)
and (iv) regarding timely provision of
withholding statement information by the
NQI or foreign trust and Form 1042-Sre-
porting by the withholding agent for cal-
endar year 2001;

(e) a statement of the number of
Forms 1042-S that the withholding agent
would be responsible for filing for calen-
dar year 2001 if it were not using this
modified alternative procedure; and

(f) arepresentation that the systems
will be capable of complying with those
withholding statement and Form 1042-S
reporting requirements for calendar year
2002.

(3) The withholding agent and NQI or
foreign trust comply with all applicable
requirements of section 1.1441-1(e)(3)
(iv)(D) of regulations, except as modified
by conditions (4), (5) and (6).

(4) The NQI or foreign trust provides
the withholding agent with withholding
rate pool information prior to the payment
of areportable amount in accordance with
section 1.1441-1(e)(3)(iv)(D)(2) of the
regulations. The NQI or foreign trust
must also provide appropriate documenta-
tion with respect to its customers to the
withholding agent prior to the payment
being made. The NQI or foreign trust
need not, however, provide the withhold-
ing statement information identifying and
classifying foreign persons as required by
sections 1.1441-1(e)(3)(iv)(C)(1) and
(D)(2) and assigning each listed foreign
person to a withholding rate pool as re-
quired by section 1.1441-1(e)(3)
(iv)(D)(2) prior to payment. The NQI or
foreign trust is required to provide that
withholding statement information to the
withholding agent no later than January
31, 2002. The NQI or foreign trust must
provide the withholding agent with with-
holding statement information allocating
the income in each withholding rate pool
to each payee within the pool no later than
January 31, 2002, as required under sec-
tions 1.1441-1(e)(3)(iv)(C)(2) and (D)(3)
of the regulations.

(5) The withholding agent withholds
and timely files Forms 1042—S based on
the withholding rate pool information
provided by the NQI or foreign trust.

(6) The withholding agent submits a
copy of the withholding statement that it

receives from the NQI or foreign trust
(which must identify each beneficial
owner of payments to the NQI or foreign
trust and allocate payments among these
beneficial owners) for calendar year 2001
to the IRS at the address stated in condi-
tion (1) on or before the due date for filing
Forms 1042—S for calendar year 2001.

If the NQI or foreign trust fails to pro-
vide the withholding statement informa-
tion required under condition (4) by Janu-
ary 31, 2002, for any withholding rate
pool, then the withholding agent may
apply the provisions of sections
1.1441-1(e)(3)(iv)(D)(4), (5), (6), and
(7). The NQI or foreign trust will be re-
sponsible for withholding, filing Form
1042 and filing Forms1042-S for each
beneficial owner for which it has received
payments.

The IRS will accept the pooled basis
reporting and withholding statements
filed under this temporary procedure in
lieu of the payee specific reporting other-
wise required of an NQI or foreign trust
and its withholding agent only if the NQI
or foreign trust and its withholding agent
satisfy all of the conditions set forth
above. The withholding agent and NQI
or foreign trust must retain all records,
documentation and other evidence rele-
vant to the above conditions for the same
retention period as would be required for
information relevant to an audit of Form
1042-S for calendar year 2001. In deter-
mining on audit whether a withholding
agent has exercised its best efforts to
complete building and implementing their
information systems, the IRS will take
into account all the facts and circum-
stances including the efforts and perfor-
mance of similarly situated withholding
agents.

2. Disclosing treaty based return posi-
tions.

Section 1.1441-6(b)(1) of the regula-
tions provides that withholding under
sections 1441, 1442 and 1443 on a pay-
ment to aforeign person is eligible for re-
duction under the terms of an income tax
treaty only to the extent that the payment
is treated as derived by a resident of an
applicable treaty jurisdiction, such resi-
dent is a beneficial owner, and all other
requirements for benefits under the treaty
are satisfied. It providesfurther that if the
beneficial owner is a person related to the



withholding agent within the meaning of
section 482, the beneficial owner’s with-
holding certificate must contain a repre-
sentation that the beneficial owner will
file the statement required under section
301.6114-1(d) if applicable. This re-
quirement applies only to amounts of in-
come subject to withholding received dur-
ing the calendar year that exceed
$500,000 in the aggregate.

Section 301.6114-1(a) of the regula-
tions providesthat if ataxpayer takesare-
turn position that a tax treaty overrules or
modifies any provision of the Internal
Revenue Code and thereby effects a re-
duction of any tax at any time, the tax-
payer shall disclose such return position
on a statement attached to the return. If a
tax return would not otherwise be re-
quired to be filed, a return must neverthe-
less be filed to make this disclosure. For
this purpose, the taxpayer’s taxable year
is deemed to be the calendar year, unless
the taxpayer has established or timely
chooses to establish a different taxable
year. The taxpayer must make the disclo-
sure statement on a fully completed Form
8833 (Treaty-Based Return Position Dis-
closure Under Section 6114 or 7701(b))
attached to the return.

Section 301.6114-1(b) provides that
reporting is required unless it is expressly
waived, and it further provides a nonex-
clusive list of particular positions for
which reporting is required. Among the
positions listed are those described in sec-
tion 301.6114-1(b)(4)(ii)(C) or (D).

Paragraph (b)(4)(ii)(C) requires a tax-
payer to report a position taken under a
treaty that contains a limitation on bene-
fits provision if: (1) the treaty exempts
from tax or reduces the rate of tax on in-
come subject to withholding; (2) the in-
come is received by a foreign person
other than an individual or State that isthe
beneficial owner of the income and the
foreign person is related to the person ob-
ligated to pay the income within the
meaning of sections 267(b) and
707(b)(5); (3) the income exceeds
$500,000; and (4) the foreign person
meets the requirements of the limitation
on benefits provision. Paragraph
(b)(4)(ii)(D) requires reporting a position
taken under a treaty that imposes any
other conditions for the entitlement to
treaty benefits if the position is that such
conditions are met.

Section 301.6114-1(c) lists positions
for which reporting is expressly waived.
Paragraph (c)(1)(i) waives reporting for
the position that a treaty has reduced the
rate of withholding tax otherwise applica-
ble to a particular type of income subject
to withholding to the extent that the in-
comeis beneficially owned by an individ-
ual or a State. Paragraph (c)(2) waivesre-
porting by an individual who receives
payments or income items during the tax-
able year that do not exceed $10,000 in
the aggregate.

Taxpayers have requested guidance on
the scope of the reporting required under
section 301.6114-1(b) in the case of
treaty claims for exemption or reduced
rates of tax on income subject to with-
holding made by foreign persons that are
not individuals or States. Taxpayers have
expressed concerns that:

(1) Because paragraph (c)(1)(i) of that
section waives reporting only for individ-
uals and States, it is unclear whether tax-
payers that are not individuals or States
and that are not required to report under
paragraph (b)(4)(ii)(C) are required nev-
ertheless to disclose treaty based return
positions described in paragraph (b)(4)(ii)
under the general rule of paragraph (b).

(2) Because paragraph (c)(2) waives re-
porting only for individuals who receive
less than the threshold amount, taxpayers
that are not individuals must report under
paragraph (b)(4)(ii)(D) even when they
have received de minimis amounts of in-
come subject to withholding.

(3) Because the representation under sec-
tion 1.1441-6(b)(1) is required when the
beneficial owner is related to the with-
holding agent within the meaning of sec-
tion 482 and the filing under section
301.6114-1(b)(4)(ii)(C) is required when
the beneficial owner is related to the per-
son obligated to pay the income within
the meaning of sections 267(b) and
707(b), it is unclear how the representa-
tion requirement coordinates with the fil-
ing requirement.

(4) Because section 1.1441-6(b)(1) states
that the filing requirement applies only to
amounts received during the calendar
year that exceed $500,000 in the aggre-
gate and section 301.6114-1(b)(1) per-
mits a taxpayer to adopt ataxable year for
filing different from the calendar year, it

isunclear how afiscal year taxpayer isto
report those amounts.

To address these concerns, Treasury
and the IRS intend to amend sections
1.1441-6(b)(1) and 301.6114-1 of the
regulations, as described below, effective
January 1, 2001.

(1) Treasury and the IRS intend to amend
section 301.6114-1(c) to provide that re-
porting is waived for taxpayers that are
taking a treaty based return position de-
scribed in section 301.6114-1(b)(4)(ii),
unless those taxpayers are described in
paragraph (b)(4)(ii)(A) and (B), or (C) or
(D).

(2) Treasury and the IRS intend to amend
section 301.6114-1(c) to waive reporting
under section 301.6114—(b)(4)(ii)(D) for
taxpayers that are not individuals or
States and that receive amounts of income
subject to withholding that do not exceed
$10,000 in the aggregate.

(3) Treasury and the IRS intend to amend
section 1.1441-6(b)(1) to conform the
representation requirement to the filing
requirement of section 301.6114-1(b)
(4 (ii)(C). Thus, section 1.1441-6(b)(1)
will require a representation if the tax-
payer takes the position under atreaty that
contains alimitation on benefits provision
that the treaty exempts from tax or re-
duces the rate of tax on income subject to
withholding, the income is received by a
foreign person other than an individua or
State that isthe beneficial owner of thein-
come, the foreign person is related to the
person obligated to pay the income within
the meaning of sections 267(b) and
707(b), the income exceeds $500,000 in
the aggregate, and the foreign person
meets the requirements of the limitation
on benefits provision.

(4) Treasury and the IRS intend to amend
section 1.1441-6(b)(1) to conform to sec-
tion 301.6114-1(b)(1) by changing the
rule that the filing requirement applies
only to amounts received during the cal-
endar year that exceed $500,000 in the
aggregate. The conformed rule will pro-
vide that the filing requirement applies
only to income received during the tax-
payer’s taxable year that exceeds
$500,000 in the aggregate.

A taxpayer that is required to make the
disclosure statement on Form 8833 under
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sections 301.6114-1 (b)(4)(ii)(A) and (B)
or (C) or (D) taking into account the mod-
ifications described in the notice will be
considered to have timely filed Form
8833 if, in the case of a calendar year tax-
payer, the taxpayer files the Form 8833
with its return for its taxable year ending
on December 31, 2001, or in the case of a
fiscal year taxpayer, the taxpayer files
Form 8833 with its return for its first tax-
able year ending after December 31,
2001.

Taxpayers may rely on the authority of
this notice until the regulations are
amended.

3. Converting payments in foreign cur-
rency to U.S. dollars.

Section 1.1441-3(€)(2) provides that if
an amount subject to tax is paid in a cur-
rency other than the U.S. dollar, the
amount of withholding under section
1441 shall be determined by applying the
applicable rate of withholding to the for-
eign currency amount and converting the
amount withheld into U.S. dollars at the
spot rate on the date of payment. A with-
holding agent that makes regular or fre-
guent payments in foreign currency is
permitted to use a month end spot rate or
amonthly average spot rate.

Certain withholding agents that make
regular and frequent payments in foreign
currency have expressed concern that the
permitted conversion conventions can ex-
pose them to currency risks that would re-
guire management by means of hedging
transactions. Also, they have expressed
concern that permitted conventions can
require multiple accounting adjustments
when payment amounts in the base cur-
rency are adjusted or corrected in the
course of processing and settlement.
They have suggested that using the spot
rate on the day of deposit of the amount of
tax withheld would eliminate the currency
risks and the need for those accounting
adjustments.

In response to those concerns, Treasury
and the IRS intend to amend section
1.1441-3(€e)(2) to add the suggested alter-
native conversion convention to the con-
ventions already permitted. Section
1.1441-3(e)(2) will permit a withholding
agent that makes regular or frequent pay-
ments in foreign currency to convert the
amount withheld into U.S. dollars at the
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spot rate on the day the tax is deposited
provided that the deposit is made within
seven days of the date of payment. Asis
the case with the conversion conventions
currently in the regulations, taxpayers
using this alternative convention must do
so consistently for all nondollar amounts
withheld and from year to year. Such
convention cannot be changed without the
consent of the Commissioner. Taxpayers
may rely on the authority of this notice
until the regulations are amended.

4. Representing QI status and applying
QI agreement beginning January 1, 2001.

Section I11. A. 1. of Notice 20014 pro-
vides that an applicant that has submitted
a QI application before January 1, 2001,
may represent on Form W-8IMY that it is
a QI without being in possession of afully
executed QI agreement until June 30,
2001. It further provides that an applicant
that has submitted a QI application after
December 31, 2000, may represent on
Form W-8IMY that it isa QI until the end
of the sixth full month after the month in
which it submits its QI application. Ap-
plicants have been issued QI-EINs upon
application to permit them to complete
Forms W-8IMY. Finaly, it provides that
apotential QI may apply al of the provi-
sions of the QI agreement beginning Jan-
uary 1, 2001, provided that it submits its
application before July 1, 2001.

Taxpayers have requested extension of
the time during which an applicant may
represent that it is a QI without being in
possession of a fully executed QI agree-
ment and extension of the July 1, 2001,
application deadline for application of the
QI agreement beginning January 1, 2001,
in order to allow adequate time for the
process of review and execution by both
the applicants and the IRS.

In response, this notice modifies those
provisions of Notice 2001—4. An appli-
cant to which IRS has issued a QI-EIN
may represent on Form W-8IMY that itis
a QI without being in possession of afully
executed QI agreement until the IRS re-
vokesits QI-EIN. The IRSwill revoke an
applicant’s QI-EIN if the applicant does
not execute and return its QI agreement to
the IRS within a reasonable time after the
IRS has sent the QI agreement to the ap-
plicant for signature. An applicant to
which the IRS hasissued a QI-EIN before
January 1, 2002, may apply al of the pro-

visions of the QI agreement beginning
January 1, 2001.

5. Documentation and reporting relief for
simple and grantor trusts.

The QI agreement generally requires a
QI to obtain a Form W-8IMY from afor-
eign simple or grantor trust together with
appropriate documentation from benefi-
ciaries and grantors and requires the QI to
file separate Forms 1042—S for each bene-
ficiary or grantor.

Section II1l. C. of Notice 20014,
2001-2 |.R.B. 267, provides documenta
tion and reporting relief for simple and
grantor trusts. It permits a QI to treat the
beneficiaries or grantors as direct account
holders, and thus permits them to be in-
corporated into the pooled basis reporting
permitted for direct account holders rather
than requiring separate Forms 1042-S for
each of them, provided three criteria are
met. (1) The QI must be required, pur-
suant to the applicable KYC rules, to de-
termine the identity of the beneficiaries or
owners of foreign simple or grantor trusts.
(2) The QI must obtain the type of docu-
mentation set forth in the appropriate
KYC attachment to the agreement. (3)
The QI must obtain a valid Form
W-8BEN from the beneficiary or owner
of thetrust.

Some QIls have suggested that the
scope of criterion (1) may be unclear, be-
cause local KYC rulesin certain jurisdic-
tions require the QI to determine the iden-
tity of the beneficiaries or owners of
foreign simple or grantor trusts, but do
not require the QI to obtain documenta-
tion confirming their identities. These
QIs have expressed the concern that the
reporting relief for trusts may be unavail-
ablein such jurisdictions.

This notice clarifies that criterion (1) is
satisfied if thelocal KY C rulesrequire the
QI to determine the identity of trust bene-
ficiaries and grantors, even if those rules
do not require the QI to obtain documen-
tation confirming their identities. The QI
must nevertheless obtain any documenta-
tion necessary to satisfy criterion (2),
which is based on the applicable KYC
documentation.

6. Branches permitted to apply Ql's
home country KYC.

Announcement 2000-48, 2000-23
I.R.B. 1243, provides that the IRS gener-



aly will not extend the QI system to any
country that does not have KYC rules or
that has unacceptable KY C rules. TheIRS
will, however, permit a branch of a finan-
cial ingtitution (but not a separate juridical
entity affiliated with the financial institu-
tion) located in such a country to act as a
QI if the branch is part of an entity orga-
nized in a country that has acceptable KY C
rules and the entity agrees to apply its
home country KY C rules to the branch.

Taxpayers have requested that this rule
be extended to include branches of Qlsin
countries for which KY C rules have been
submitted to IRS for approval during the
time those rules are pending approval.

In response, this notice modifies An-
nouncement 200048. IRS will permit a
branch of afinancia institution (but not a
separate juridical entity affiliated with the
financial ingtitution) to act as a QI if the
branch is located in a country identified
by the IRS as a jurisdiction awaiting ap-
prova of KY C ruleson the IRS website at
www.irs.ustreas.gov, if the branch is part
of an entity organized in a country that
has acceptable KY C rules and if the entity
agrees to apply its home country KYC
rules to the branch. The branch will be
permitted to act as a QI under this rule
only for the period of time during which
the jurisdiction in which it is located is
identified as awaiting approval. If the
IRS approves the KY C rules of the juris-
diction, then the branch must apply the
KYC rules of the jurisdiction beginning
on the date that an attachment to the QI
agreement for the jurisdiction is posted on
the IRS website at www.irs.ustreas.gov.

Contact Information

For further information regarding this no-
tice, contact Carl Cooper or Laurie Hatten-
Boyd of the Office of the Associate Chief
Counsel (International), Internal Revenue
Service, 1111 Constitution Avenue, N.W.,
Washington, D.C. 20224. Mr. Cooper and
Ms. Hatten-Boyd may be contacted by tele-
phone at 202-622-3840 (not atoll-free call).

Notional Principal Contracts
Notice 2001-44
I. PURPOSE

The IRS and the Treasury Department
are soliciting comments on the appropri-

ate method for the inclusion into income
or deduction of contingent nonperiodic
payments made pursuant to a notional
principal contract and the treatment of
such inclusions or deductions.

[I. BACKGROUND

A. In General

Section 1.446-3 of the Income Tax
Regulations provides rules on the timing
of inclusion of income and deductions for
amounts paid or received pursuant to no-
tional principal contracts. T.D. 8491,
1993-2 C.B. 215. The regulations define
anotional principal contract (“aNPC") as
a “financial instrument that provides for
the payment of amounts by one party to
another at specified intervals calculated
by reference to a specified index upon a
notional principal amount, in exchange
for specified consideration or apromiseto
pay similar amounts.” Section 1.446—
3(c)(1)(i). Payments made pursuant to
NPCs are divided into three categories
(periodic, nonperiodic, and termination
payments), and the regulations provide
separate timing regimes for each. How-
ever, no guidance is provided in the regu-
lations for the timing of inclusion or de-
duction of contingent nonperiodic
payments made under NPCs. In addition,
neither § 1.446-3 nor any other section
provides specific rules governing the
character of the various types of payments
that could be made pursuant to a NPC.

The lack of comprehensive guidancein
this area of the law has created significant
uncertainty for taxpayers. For some, this
uncertainty adds a considerable burden to
the tax compliance process, and may dis-
courage certain taxpayers from entering
into NPCs. Other taxpayers welcome the
ability to pick and choose among various
tax law theories as to the character and
timing of NPC payments, but this can
lead to a whipsaw of the government.
Both result in lack of confidence in the
tax system, and inefficiencies in the capi-
tal markets.

The IRS and Treasury have reviewed
several methods for including into income
or deducting contingent nonperiodic pay-
ments made pursuant to NPCs. In evalu-
ating each method, the IRS and Treasury
have considered the extent to which it re-
flects certain fundamental tax policy prin-
ciples. These policy principles include:
whether the method provides sufficient

certainty as to the amount and timing of
inclusions or deductions (certainty/clar-
ity); whether the method is complex, and
the compliance and administrability bur-
den created by that complexity (adminis-
trability); whether the method creates or
increases inconsistencies in the tax treat-
ment of financial instruments with similar
economic characteristics (neutrality);
whether the method creates or increases
inconsistenciesin the tax treatment of dif-
ferent taxpayers entering into the samein-
struments (symmetry); whether the
method accurately reflects the accretion
or reduction in economic wealth in the pe-
riod in which the taxpayer is measuring
the tax consequence of being a party to
the NPC (economic accuracy); and
whether the method is flexible enough to
readily accommodate new financial
arrangements (flexibility). It is clear that
these principles are frequently in conflict,
and there is no method of accounting that
would satisfy all the criteria. However,
the examination of an accounting method
in the light of these principles can high-
light the strengths and weaknesses of the
method and inform the rulemaking
process.

The methods the IRS and Treasury are
considering for the inclusion into income
or deduction of contingent nonperiodic
payments made pursuant to NPCs are de-
scribed below under the following head-
ings. the Noncontingent Swap Method;
the Full Allocation Method; the Modified
Full Allocation Method; and the Mark-to-
Market Method. The IRS and Treasury
are seeking comments on the relative
merits of each of these methods, as well
as suggestions as to other methods that
may be superior to these methods with re-
spect to the fundamental tax policy princi-
ples listed above. The IRS and Treasury
are interested in what authority taxpayers
believe exists for mandating any and each
of these methods.

Although this notice is addressing the
timing issues regarding NPCs with a con-
tingent component, the IRS and Treasury
are aware that there must be some coordi-
nation between the existing NPC rules
and any new applicable rules. The IRS
and Treasury are interested in comments
on the need to revise the current rules for
NPCs and related instruments if new rules
for contingent NPCs are introduced. The
IRS and Treasury are also interested in
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whether taxpayers believe it is necessary
to develop rules on a much wider range of
instruments before any kind of rule isis-
sued with respect to contingent NPCs,
which are only one specific type of instru-
ment, i.e., whether the proliferation of in-
dividualized rules is more harmful than
helpful in this area.

The IRS and Treasury are interested in
comments from taxpayers as to the appro-
priateness of special, ssimplified rules for
short-term or standardized contracts, and
what form the simplified rules should
take. If taxpayers suggest that a simpli-
fied rule should be provided for certain
contracts, the IRS and Treasury are inter-
ested in what kind of test should be used
to determine whether the simplified rule
applies.

In addition to reviewing methods for
the timing of income and expense with re-
spect to contingent nonperiodic pay-
ments, the IRS and Treasury are consider-
ing what the character should be for al
types of payments made pursuant to
NPCs. In the current tax law, the distinc-
tion between capital gain and ordinary in-
come is significant in two ways. First,
taxpayers cannot offset capital losses
against ordinary income (with a small ex-
ception for individuals). One policy rea-
son for the rule against offsetting of capi-
tal losses against ordinary income is that
taxpayers are able to choose the timing of
their sales or exchanges of capital assets
much more easily than the timing of their
ordinary income or loss (“cherry pick-
ing”). They could, therefore, sell their
loss assets at atime when they are expect-
ing large amounts of ordinary income
while deferring recognition on their gain
assets. Second, for individuals, long-term
capital gains are taxed at lower rates than
ordinary income.

In determining whether particular pay-
ments made pursuant to a NPC should
most appropriately be characterized as
capital or as ordinary, attention should be
given to the goals of minimizing cherry
picking of character results and consistent
application of the policy rationale for the
current capital gains preference. In addi-
tion, in the financial products area, it is
particularly important to pay attention to
the neutrality principle, i.e., consistent
treatment of different instruments with
similar economic characteristics. Thereis
almost limitlessflexibility in the design of
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derivatives, and tax rules that provide for
differencesin tax treatment that do not re-
flect economic differences may produce
inappropriate tax consequences. For ex-
ample, some taxpayers are permitted to
treat certain payments received pursuant
to forward and option contracts as capital.
If these taxpayers entered into NPCs with
the same economic characteristics as the
options or forwards contracts, but did not
receive the same tax character treatment,
tax-advantaged products might develop to
arbitrage the tax differences between the
various instruments. The particular prob-
lem the IRS and Treasury face with regard
to neutrality is that the existing rules for
various financial instruments are so in-
consistent with each other, that it is diffi-
cult to decide, when developing rules for
new instruments that can mimic many
types of instruments, which set of existing
rules should be followed. The IRS and
Treasury are interested in comments on
how the neutrality principle can best be
given consistent effect for complex finan-
cial instruments.

The IRS and Treasury invite comments
on the appropriate policy considerations
for making character designations for
NPC payments, as well as the application
of those principles illustrated by the ex-
amples in the notice. The IRS and Trea-
sury also seek comments on: the author-
ity governing the character of NPC
payments and whether and what legisla-
tive change may be necessary to rational-
izetherules.

The IRS and Treasury are aware that
the definition of NPC as provided in
§ 1.446-3 covers only one class of the
possible notional principal contracts that
are transacted in the marketplace. For ex-
ample, a contract that provides for a sin-
gle payment at maturity based on some
notional amount and specified index may
not be covered by the definition because
there are no “payments’ made at “speci-
fied intervals.” Such a contract is some-
times called a “bullet swap.” There may
be little difference in economics between
a NPC as defined in § 1.446-3 and a se-
ries of bullet swaps, yet the payments
made under one are covered by the regu-
lation, whereas the payments under the
other may not. The IRS and Treasury
seek comments on how the tax accounting
methods described in this notice, or other
methods, could be made applicable to a

broader group of contracts that serve sim-
ilar purposesas NPCs. ThelRS and Trea-
sury also seek comments on the appropri-
ate character of payments made pursuant
to contracts similar to NPCs.

A. Methods for Determining the
Timing of Payments under NPCs

1. The Noncontingent Swap Method

a Timing. The noncontingent swap
(“NCS’) method provides an approach to
accruing contingent payments made pur-
suant to aNPC. The method provides tech-
niques for taxpayers to convert the contin-
gent nonperiodic payment provided for in
the NPC into a noncontingent periodic
amount. The method would provide rules
for creating a payment schedule that
spreads the recognition of income or deduc-
tion of this noncontingent amount over the
life of the NPC on a constant yield basis.

b. lllustration. This method isillus-
trated using the following example of a
simple equity swap contract, on anotional
amount of 100 shares of XYZ stock, en-
tered into on January 1, 2001, between A
and B with the following terms:

A paysB:

Every six months until expiration — any dividend
payments to the holder of one share of XYZ times
100.

At expiration, December 31, 2002 — any appreci-

ation in a share of XYZ since contract inception
times 100.
B paysA:

Every six months until expiration — 7.00% (an-
nual rate) of notional amount at inception.

At expiration, December 31, 2002 — any depreci-
ation in a share of XYZ since contract inception
times 100.

The contingent payment is equal to the
appreciation or depreciation in the value
of a share during the period between the
inception and expiration of the contract,
multiplied by 100 shares. The payments
are netted, and only the net amounts are
transferred. The net payments can flow
from either A to B or from B to A.

Under the NCS method, the cost of
hedging the exposure to the contingent
NPC payment is used as a proxy for the
contingent payment itself. The cost of
hedging the contingent payment under the
NPC is the current price of a portfolio of
financial assets that, if liquidated on De-
cember 31, 2002, will exactly cover the
cost of the contingent payment. This ap-
proach has been chosen because if a party



to a contingent NPC assumed the hedging
cost, both counterparties would be in the
same position as if the contingent future
obligation were actually paid. This hedg-
ing cost istherefore deemed to be paid, for
example, by A to B, in satisfaction of the
contingent obligation (for purposes of
making calculations under the NCS
method). The NCS method then provides
a mechanism for amortizing this deemed
payment by A to B into B’s income
throughout the life of the swap. It should
be noted that the hedge transaction need
not be entered into by either A or B. The
deemed hedge merely provides a compu-
tational mechanism for converting the
contingent payment into a fixed payment.
Further details regarding this illustration,
with computations of the hedging cost and
the amounts of deductions and income in-
clusions, are provided in the Appendix.

c. Policy Considerations. The NCS
method has the policy advantage of being
certain and clear in many cases. It de-
pends, however, on the ability to establish
the cost of hedging the contingent pay-
ment exposures using forward pricing
analysis. The methodology may be diffi-
cult to administer and apply in other cases
because of the subjectivity in pricing for-
ward contracts where there is no active
market. This problem may be partially
overcome by requiring appropriate record
keeping and information reporting. The
NCS method provides relative neutrality
of tax treatment compared to contingent
debt, but does not provide neutrality of
tax treatment as compared to forwards
and options, or as compared to ownership
of the underlying equity (in the example
of an equity NPC). Given that for many
NPCs, at least one counterparty is on a
mark-to-market method of accounting
with respect to the NPC under § 475 of
the Internal Revenue Code, in many cases
there would be asymmetry of tax treat-
ment between counterparties. The NCS
method does not accurately reflect the
change in economic position over time of
either counterparty as a result of being a
party to the NPC, because the schedule
that determines inclusions and deductions
is fixed at the outset and, in the simplest
description of the method, does not
change with market conditions. Finally, it
is unclear how flexible the method is in
accommodating variations in NPCs and
related instruments.

d. Request for Comments.

(i) The IRS and Treasury request
comments on a number of aspects of this
method. The amount of inclusions and
deductions under this method could sig-
nificantly diverge from market prices as
the swap runs its course. The ability of
this method to meet the policy principles
outlined above may be reduced unless the
counterparties to the swap are required to
revise their payment schedules with
changes in market conditions. The IRS
and Treasury invite comments on if and
when it would be appropriate to require
taxpayers to make such revisions to the
payment schedule (e.g., every three
years), or if the underlying index changes
a certain percentage from its level at the
inception of the contract, or both. Com-
ments are also solicited on the treatment
of adjustments resulting from updated
projections. For example, should adjust-
ments from updated projections be taken
into account in the year of the updated
projections or should they be spread over
the remaining term of the NPC?

The IRS and Treasury are aware that the
more frequently payment schedules are re-
quired to be updated, the more the method
begins to resemble a mark-to-market
method. We are seeking comments on the
relative effectiveness of the NCS method,
given the inaccuracies that are possible
when only one market observation is re-
quired at the inception of the contract, and
the fact that as the number of adjustments
to that initial observation is increased, the
benefits of using this technique (e.g., cer-
tainty of tax result) decline.

(i) ThelRSand Treasury also re-
guest comments on the treatment of con-
tingent payments that are made prior to
their expected payment date, and how this
should be coordinated with the treatment
of revised payment schedules.

(iii) The character of payments
generated by the NCS method is unclear
under current law. The IRS and Treasury
are seeking comments on what the char-
acter of payments under the NCS method
would be under current law, both origi-
nally projected payments and any peri-
odic revisions (see (i), above). In addi-
tion, comments are solicited on whether it
would be appropriate to change or clarify
the character rules, either statutorily or
through regulations, so that the various
policy goals can be achieved

(iv) One commentator suggested
an interpretation of § 1234A that would
conform the character treatment of NPCs
with the character of the underlying posi-
tion or positions. Comments would be
welcome on the desirability of this ap-
proach, including the authority for its
adoption under current law, and the feasi-
bility of administration.

(v) More generally, comments are
invited on the problem of mismatching of
the character of payments and receipts
and on methods of avoiding or minimiz-
ing such mismatches.

2. The Full Allocation Method

a. Timing. Under the full alocation
method, taxpayers would not include or
deduct any payment that is required to be
made under the NPC (periodic, nonperi-
odic, contingent, and noncontingent) until
the taxable year in which all contingen-
cies are resolved. When the final contin-
gency is resolved, the parties would treat
all payments as made or received in the
year of the resolution of the contingency.

b. Policy Considerations. This
method has the policy advantages of being
certain, clear, and administrable. The
method provides partial neutrality of tax
treatment compared to options and for-
wards, and compared to ownership of the
underlying equity, but does not provide
neutrality of tax treatment compared to
contingent debt. There would be asymme-
try of tax treatment between the counter-
parties if only one party to the contingent
NPC were on a mark-to-market method of
accounting with respect to the NPC. The
full alocation method does not reflect the
change in economic position over time of
either counterparty as a result of being a
party to the NPC, because all tax conse-
guences are postponed until the contract
matures, is terminated, etc. This result is
particularly open for manipulation to the
extent taxpayers have the ability to termi-
nate a contract if it has decreased in value
but can retain the contract if it has in-
creased in value. Finaly, it would appear
that the method is flexible enough to ac-
commodate many financial instruments,
although it is unclear whether the method
would be appropriate for all forms of
NPCs and related contracts.

¢. Request for Comments. The IRS
and Treasury request comments on a
number of aspects of this method:
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(i) ThelRSand Treasury are aware
that this method permits complete deferral
for taxpayers entering into NPCs with con-
tingent elements, in contrast to the accrua
method required for NPCs without such
contingent elements. However, even
though the full allocation method would
create discontinuities between different
types of NPCs, it is somewhat consistent
with the treatment of both straight equity
and certain other derivatives, such as op-
tions and forward contracts, as noted
above. TheIRS and Treasury are soliciting
comments on whether theinconsistency be-
tween contingent and noncontingent NPCs
could be mitigated through the use of an
anti-abuse rule (and on what the nature and
scope of such an anti-abuse rule might be),
or whether a more global change in the
treatment of derivatives would be neces-
sary to overcome this problem.

(if) It isunclear how current law
would characterize the various payments
made pursuant to a contingent NPC under
the full alocation method. Based on one
interpretation of § 1234A, it is possible
that taxpayers could elect the character of
their NPC payments by terminating their
NPC early or holding it until maturity.
Comments are solicited on how taxpayers
could be prevented from manipulating the
character of payments made pursuant to a
NPC under current law if the full aloca-
tion method is required. Comments are
also solicited on whether and how a mod-
ification of current law could improve the
character treatment of payments made
pursuant to a contingent NPC under the
full allocation method.

(iii) The IRS and Treasury seek
comments on how the full allocation
method should apply when contingencies
under a NPC are resolved at a time other
than at the maturity of the contract.

3. Modified Full Allocation Method

a. Timing. Under this method, each
party to a NPC would offset any noncon-
tingent payments made by that party in a
taxable year against any payments re-
ceived in that year with respect to the
NPC, but would not be able to claim a de-
duction if the amount received were less
than the amount paid out. Any net deduc-
tions with respect to the NPC would be
deferred until all contingencies are re-
solved. In effect, this method accords
with those tax principles that provide for
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income to be recognized when received
and deductions to be deferred until all
contingencies with respect to that deduc-
tion are resolved. However, this method
modifies the effects of these principles by
first determining income on an annual net
basis.

b. Policy Considerations. This
method has the advantages of being cer-
tain and clear, and being relatively easy to
administer. However, the method does
not provide for neutrality of tax treatment
with respect to any financial instrument or
combination of instruments that have eco-
nomic characteristics similar to a contin-
gent NPC. The method does not accu-
rately reflect the change in economic
position over time of a counterparty sub-
ject to the method because of the differing
treatment of net receipts and payments
under the NPC. In addition, there would
be asymmetry of tax treatment of the
counterparties to the NPC if one of the
parties were subject to the mark-to-mar-
ket method of accounting with respect to
the NPC. Finally, it is unclear how flexi-
ble the method would be in accommodat-
ing variations in NPCs and related instru-
ments.

¢. Request for Comments. The IRS
and Treasury request comments on a
number of aspects of this method:

(i) The IRS and Treasury are
aware that the modified full allocation
method may result in mismatching of in-
come and deductions. Thisis becausein-
come from the NPC would be recognized
when received while deductions would be
deferred until all contingencies are re-
solved. ThelRSand Treasury are seeking
assistance in developing rules to ensure
that the asymmetrical treatment of the in-
come and deductions under this method
does not lead to undesirable consequences
for either taxpayers or the government.

(i) Itisunclear how the payments
made pursuant to a NPC would be charac-
terized under the modified full alocation
method. It is possible that application of
current law to the modified full allocation
method could result in differencesin char-
acter for current inclusions and for gains or
losses on final settlement of the NPC. For
example, a taxpayer may be taxable cur-
rently on net receipts as ordinary income
but have an offsetting capital loss subject
to loss limitations on the final settlement of
the NPC. Mismatches of timing and char-

acter could be reduced if deductions were
permitted in years before the resolution of
all contingencies, in a manner similar to
the treatment of unreversed inclusions
under § 1296(a)(2). The IRS and Treasury
request comments on ways to avoid this
mismatching of character, and whether a
regime similar to that used under
§ 1296(a)(2) would be administratively
burdensome to implement.

(iii) The IRS and Treasury seek
comments on how the modified full alloca-
tion method should apply when contingen-
cies under a NPC are resolved at a time
other than at the maturity of the contract.

4. Mark-to-Market Method

a. Timing. Under this method, tax-
payers would mark their NPCs to market
and recognize gain or loss at year end, or
when the contract is terminated, assigned,
etc.

b. Policy Considerations. The
mark-to-market method has the advan-
tages of being certain and clear with re-
spect to timing and character. It would
likely, however, be difficult to administer
for non-exchange traded instruments to
the extent that there is no consensus on
the fair market value of the NPC. This
problem may be partially overcome by re-
quiring appropriate record keeping and
information reporting. The mark-to-mar-
ket method does not provide neutrality of
tax treatment compared to almost any fi-
nancial instrument or combination of in-
struments or compared to the underlying
property. It would, however, provide eg-
uitable tax treatment between counterpar-
ties. The mark-to-market method accu-
rately reflects the change in economic
position over time of both counterparties
as aresult of being a party to the NPC, to
the extent that the mark is accurate. Fi-
nally, the mark-to-market method is the
most flexible of the methods, asit is con-
strained only by the ability to provide a
consistent system for measuring the mar-
ket value of instruments.

¢. Request for Comments. The IRS
and Treasury request comments on a
number of aspects of this method:

(i) The IRS and Treasury are in-
terested in comments generally on the
benefits and burdens of imposing a mark-
to-market regime.

(i) The IRS and Treasury are in-
terested in what the character of again or



loss on a mark would be under current
law, and how the law may be modified to
ensure appropriate characterization of the
mark, based on policy principles.

(iii) The IRS and Treasury are in-
terested in comments on what authority
taxpayers believe exists to mandate a
mark-to-market regime for NPCs. We are
also requesting comments on whether this
regime should be made elective if another
regime is used as the primary regime.

(iv) The IRS and Treasury seek
comments on how to ensure that the values
taxpayers use as market values are truly re-
lated to the market, and are not subject to
consistently biased manipulation by tax-
payers. It appears that substantial invest-
ment has been made by the financial com-
munity into technology that enables a
regular mark-to-market of many types of
derivatives® The IRS and Treasury are re-
guesting comments on how a valuation
regime could be developed to ensure some
consistency by a single taxpayer with dif-
ferent NPCs, and between taxpayers.

C. Recordkeeping and Information
Reporting

The IRS and Treasury are seeking com-
ments on what kinds of record keeping
and information reporting would be nec-
essary for each and any of the methods of
accounting for contingent NPCs that
would enable the IRS to verify the inclu-
sions and deductions of counterparties to
contingent NPCs and minimize the com-
pliance burdens for taxpayers. In particu-
lar, the IRS and Treasury are interested in
the following:

1. Arethere any special kinds of infor-
mation necessary for the IRS to obtain

1 Much of the impetus for this has come from the
Statement of Financial Accounting Standards No.
133, Accounting for Derivative Instruments and
Hedging Activities, as amended by Statement of
Financial Accounting Standards No. 138, which
requires that an entity recognize all derivatives as
either assets or ligbilities in the statement of
financial position and measure those instruments at
fair value. However, this is not the only source of
interest in technology to enable a regular marking of
derivatives. Treasury departments of many corp-
orations require a tool to assess the impact of
financial stress on their portfolios, and this requires
a mechanism for marking their securities in various
scenarios. In addition, in a different context entirely,
mutual funds must have some mechanism for
regularly assessing the value of their portfolios
(including derivatives) as they have to report adaily
net asset value.

from taxpayersin order to verify their tax
return positions with respect to contingent
NPCs?

2. If there are specia kinds of informa
tion relating to tax return positions for
contingent NPCs, how should that infor-
mation be made availableto the IRS? Isit
sufficient for taxpayers to keep detailed
books and records which an agent can re-
quest if necessary? Or should specific in-
formation be required to be reported with
the tax return? If the information is re-
ported with atax return, what form should
the reporting take?

3. Isthere sufficient justification to re-
quire third party reporting with respect to
any of the methods of accounting for
NPCs, particularly for the NCS method
and the mark-to-market method? Should
counterparties who are dealers be re-
quired to report their marks to nondealer
counterparties under the mark-to-market
method?

4. If certain types of record keeping or
information reporting are recommended
in comments to the IRS and Treasury,
what would be the appropriate penalties
for failure to keep the required records or
provide the information?

[ll. REQUEST FOR COMMENTS

Written comments are requested to be
submitted no later than November 20,
2001, to CC:FIP (Notice 2001-44), room
4300, Internal Revenue Service, POB
7604, Ben Franklin Station, Washington,
DC 20044. Comments may be hand de-
livered between the hours of 8 am. and 5
p.m. to CC:FIP (Notice 2001-44),
Courier’s Desk, Internal Revenue Ser-
vice, 1111 Constitution Avenue NW,
Washington, DC. Alternatively, taxpayers
may submit comments electronically via
the Internet by submitting comments di-
rectly to the IRS Internet site at
http: //Aww.irs.gov/tax_regs/regdlist.html.
All comments will be available for public
inspection and copying.

DRAFTING INFORMATION

The principal authors of this notice are;
Elizabeth Handler and Dale S. Collinson,
Office of Associate Chief Counsel (Finan-
cial Institutions and Products), Internal
Revenue Service; Viva Hammer, Office
of the Tax Legidlative Counsel, Office of
Tax Policy, United States Department of
the Treasury; and Matthew J. Eichner, Of-

fice of Tax Analysis, Office of Tax Policy,
United States Department of the Treasury.
However, other personnel from the IRS
and Treasury Department participated in
its development. For further information
regarding this notice contact Viva Ham-
mer at (202) 622-0869 or Dale Collinson
at (202) 622-3900 (not toll-free calls).

APPENDIX

The method described in Section
I1.B.1.b. isillustrated using the following
example of a simple equity swap contract
on a notional amount of 100 shares of
XYZ stock, entered into on January 1,
2001, between A and B with the following
terms:

A pays B:

Every six months until expiration — any dividend
payments to the holder of one share of XYZ times
100.

At expiration, December 31, 2002 — any appreci-
ation in a share of XYZ since contract inception
times 100.

B paysA:

Every six months until expiration — 7.00% (an-
nual rate) of notional amount at inception.

At expiration, December 31, 2002 — any depreci-
ation in a share of XYZ since contract inception
times 100.

Assume that the market price of ashare
of XYZ was $975 at the inception of the
contract, and the forward price for future
delivery of a share of XYZ was $1,062.
For computational purposes only, A is
deemed under the NCS method to have
hedged itself by entering into a forward
contract at the inception of the NPC for
the purchase of 100 sharesof XYZ, in ex-
change for $106,200, on December 31,
2002. In order to make the $106,200
payment, A would need to set aside at the
inception of the contract an amount that
equals the present value of $106,200, i.e.,
$92,547 (based on a 7% annual interest
rate compounded semiannually).

With this forward contract in place, A
would be able to make the required pay-
ment to party B.2 However, the arrange-
ment described thus far would involve A
committing more funds to building the
hedge than is absolutely necessary. A is
required to pay B only the difference be-

2 The terms of the contract require B to make a
payment to A if the XYZ stock decreases in vaue.
Because forward pricing for investment property such
as corporate stock always assumes an increase in
price, the method would also assume at the outset that
the contingent payment would be made by A to B.
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tween the price of the shares on December
31, 2002, and the price of the shares on
January 1, 2001, and not the entire value
of the shares on December 31, 2002. For
example, suppose that the price of the 100
XY Z shares has risen to $110,000 by expi-
ration of the NPC. If this happens, A
would be obligated to pay B $12,500. A
would purchase the shares pursuant to the
forward contract for $106,200, sell them
for $110,000, and pay party B the $12,500
required under the terms of the swap. The
remaining $97,500 in proceeds would be-
long to A. This $97,500 (the market price
of the shares on January 1, 2001) would
aways remain in A’'s possession at matu-
rity no matter how the value of XY Z stock
changes through the life of the NPC.
Therefore, simply entering into a forward
contract for the purchase of the XY Z stock
is not an exact hedge for A’'s commitment

under the swap contract. To further refine
the hedge, A could borrow the present
value of $97,500, i.e., $84,966 on January
1, 2001. Borrowing this amount would
mean that the cost of assembling the
hedge would be ($92,547 - $84,966), or
$7,582.

The net cash flow from these two trans-
actions - purchasing the forward contract
and borrowing the present value of the
current price of the 100 shares - would al-
ways enable A to exactly make the pay-
ment due to B under the NPC on Decem-
ber 31, 2002, no less and no more. If the
share price rises to $1,000 by December
31, 2002, A would sell the stock delivered
in satisfaction of the forward contract for
$100,000, pay $2,500 to B and repay the
loan with the remaining $97,500. If, in-
stead, the price were to fall to $935 by
December 31, 2002, A would actualy re-

ceive $4,000 from B which, in combina-
tion with the proceeds from selling the
stock delivered under the forward con-
tract for $93,500, would allow A to repay
the loan balance of $97,500.

Once the present value of A's deemed
hedge for the contingent payment is deter-
mined, this amount must be amortized
into B’s income. This can be done by
deeming A to provide to B a zero coupon
bond with a present value of $7,582.
Such a bond has a face value, payable at
maturity, of $8,700 (assuming again an
annual rate of 7.00% and compounded
semiannually).

The original issue discount (OID) is
found by multiplying the present value of
the bond at the beginning of each six
month period by the periodic rate,
7.00%/2 or 3.50%:

Period Ending OID Present Value of Bond
(at end of period)

6/30/01 $265 [= $7,582 * 3.50%] $7,847 [= $7,582 + $265]
12/31/01 $275 [= $7,847 * 3.50%] $8,122 [= $7,847 + $275]
6/30/02 $284 $8,406
12/31/02 $294 $8,700

Note that the total OID sumsto $1,118, precisely the difference between the present value of the bond ($7,582) and the face value of

the bond ($8,700).

This OID isthefirst component of income for each period; amortization of the principal of $7,582 isthe other piece. The follow-
ing table summarizes the annuity calculation:

Period Ending Payment Interest Principal Balance (end of period)
6/30/01 $2,064 | $265[=$7,582 x 3.5%)] $1,799 [= $2,064 - $265 | $5,783 [= $7,582 - $1,799)
12/31/01 $2,064 $202 $1,862 $3,921
6/30/02 $2,064 $137 $1,927 $1,994
12/31/02 $2,064 $120 $1,994 $0

The principal alocated to each period is then added to the OID to reach atotal income allocation for the period. This would
become the “ payment schedule” which determines the tax inclusions required for B through the life of the contingent NPC.

Period Ending OID Principal Income
6/30/01 $26