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Mission of the Service

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

Statement of Principles
of Internal Revenue
Tax Administration

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

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

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

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

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

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



Introduction

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

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

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

Rulings and procedures reported in the Bulletin do not
have the force and effect of Treasury Department
Regulations, but they may be used as precedents.
Unpublished rulings will not be relied on, used, or cited
as precedents by Service personnel in the disposition of

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

Cumulative Bulletin 1995-2 is a consolidation of all
items of permanent nature published in the weekly
Bulletins 1995-26 through 1995-52 for the period of
July 1 through December 31, 1995.

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

Part 1.—1986 Code.

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

Part Il.—Treaties and Tax Legislation.

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

Part Ill.—Administrative, Procedural, and Miscellaneous.

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

Notice of Proposed Rulemaking.

The preambles and text of proposed regulations that
were published in the Federal Register during this six
month period are printed in this section. Included in
this section is a list of person disbarred or suspended
from practice before the Internal Revenue Service.
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Definition of Terms

Revenue rulings and revenue proce-
dures (hereinafter referred to as ‘‘rul-
ings’) that have an effect on previous
rulings use the following defined terms
to describe the effect:

Amplified describes a situation where
no change is being made in a prior
published position, but the prior 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 aso
applies to B, the earlier ruling is
amplified. (Compare with modified,
below).

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

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

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

Abbreviations

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

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

BK—Bank.

B.T.A—Board of Tax Appedls.
C.—Individual.
C.B.—Cumulative Bulletin.
CFR—Code of Federal Regulations.
Cl—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—Edtate.

EE—Employee.
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ruling is modified because it corrects a
published position. (Compare with am-
plified and clarified, above).

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

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

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

E.O.—Executive Order.

ER—Employer.

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

F—Fiduciary.

FC—Foreign Country.

FICA—Federa Insurance Contribution Act.
FISC—Foreign International Sales Company.
FPH—Foreign Persona Holding Company.
F.R—Federa Register.

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

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

GP—General Partner.

GR—Grantor

|C—nsurance Company.

I.RB.—Interna Revenue Bulletin.

LE—L essee.

LP—Limited Partner.

LR—Lessor.

M—Minor.

Nonacg.—Nonacquiescence.
O—Organization.

P—Parent Corporation.

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

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

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

PHC—Persona Holding Company.
PO—Possession of the U.S.
PR—Partner.

PRS—Partnership.

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

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

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

SP.R—Statements of Procedural Rules.
Sat.—Statutes at Large.

T—Target Corporation.

T.C.—Tax Court.

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

TFR—Transferor.

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

TR—Trust.

TT—Trustee.

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

Y—Corporation.

Z—Corporation.
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Finding List of Current
Action on Previously

Published Items

Revenue Procedures:

71-38
Obsoleted by
95-44, 412

72-15
Obsoleted by
9544, 412

82-20
Obsoleted by
9543, 412

82-59
Obsoleted by
9544, 412

83-23
Supplemented by
95-48, 418

89-9
Modified by
95-34, 385

89-13
Modified by
95-34, 385
95-42, 411

90-55
Obsoleted by
9545, 412

92-10
Clarified by
95-52, 439

92-16
Modified & Superseded by
95-52, 439

93-12
Modified by
95-34, 385

93-38
Supplemented by
95-31, 378

93-39
Modified by
95-34, 385

93-42
Modified by
95-34, 385

93-47
Modified by
95-34, 385

94-13
Modified by
95-34, 385

94-19
Superseded by
95-52, 439
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Revenue Procedures—Continued

94-35
Superseded by
95-30, 354

94-49
Modified by
95-33, 380

94-63
Superseded by
9549, 419

9466
Obsoleted in part by
95-32, 379

94-73
Superseded by
95-54, 450

95-3

Amplified by
Notice 9545, 330
95-50, 430

95-8

Modified by

95-34, 385

95-29

Modified and Amplified by
95-29A, 343

95-35
Modified in part by
95-35A, 392

Revenue Rulings:
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Obsoleted by
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Obsoleted by
95-71, 323
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Obsoleted by
95-71, 323
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Obsoleted by
95-71, 323

57-243
Obsoleted by
95-71, 323
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Obsoleted by
95-71, 323
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Obsoleted by
95-71, 323
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Obsoleted by
95-71, 323
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Obsoleted by
95-71, 323
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9571, 323
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95-71, 323
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95-71, 323
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Obsoleted by
95-71, 323

68-358
Obsoleted by
95-71, 323

68-457
Obsoleted by
95-71, 323

69-95
Obsoleted by
95-71, 323

69-172
Obsoleted by
95-71, 323

69-284
Obsoleted by
95-71, 323

70467
Obsoleted by
95-71, 323

70514
Obsoleted by
95-71, 323



Revenue Rulings—Continued
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95-80, 79

71-522
Obsoleted by
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Obsoleted by
95-71, 323

74-119
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95-71, 323
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Obsoleted by
95-71, 323
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Obsoleted by
95-71, 323

74441
Obsoleted by
95-71, 323

74-522
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95-71, 323
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95-71, 323

75-240
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95-71, 323
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95-71, 323
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75-508
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95-71, 323

76-36
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95-71, 323
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95-71, 323
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Modified by
95-58, 191

78-285
Obsoleted by
95-71, 323

78-350
Obsoleted by
95-71, 323

78-422
Obsoleted by
9571, 323
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Obsoleted by
95-71, 323

7941
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95-53, 30
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79-353
Revoked by
95-58, 191

79-376
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95-71, 323
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Revoked by
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Obsoleted by
95-71, 323
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Modified and Superseded by
95-63, 85
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T.D. 8600, 135
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Suspended by
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Modified by
95-66, 338
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Cumulative List of Actions Relating to Court Decisions Published in the Internal
Revenue Bulletin from January 1, 1995 through December 31, 1995

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

Actions on Decisions shall be
relied upon within the Service only
as conclusions applying the law to
the facts in the particular case at the
time the Action on Decision was
issued. Caution should be exercised
in extending the recommendation of
the Action on Decision to similar
cases where the facts are different.
Moreover, the recommendation in
the Action on Decision may be
superseded by new legislation, re-
gulations, rulings, cases, or Actions
on Decisions.

Prior to 1991, the Service pub-
lished acquiescence or nonacquies-
cence 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 de-
ciding the case, the recommendation
of any Action on Decision will be
published in the Internal Revenue
Bulletin.

The recommendation in every Ac-
tion on Decision will be summarized
as acquiescence, acquiescence in
result only, or nonacquiescence.
Both ‘“‘acquiescence” and ‘‘acquies-
cence 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, ‘‘acquiescence’ indicates
neither approval nor disapproval of
the reasons assigned by the court for
its conclusions; whereas, ‘‘acquies-
cence in result only” indicates dis-
agreement or concern with some or
all of those reasons. Nonacquies-
cence signifies that, although no
further review was sought, the Serv-
ice does not agree with the holding
of the court and, generally, will not
follow the decision in disposing of
cases involving other taxpayers. In
reference to an opinion of a circuit
court of appeals, a nonacquiescence
indicates that the Service will not
follow the holding on a nationwide
basis. However, the Service will
recognize the precedential impact of
the opinion on cases arising within
the venue of the deciding circuit.

The announcements published in

the weekly Internal Revenue Bul-
letins are consolidated semiannually
and annually. The semiannual con-
solidation appears in the first
Bulletin for July and in the
Cumulative Bulletin for the first half of
the year, and the annual consolidation
appears in the first Bulletin for the
following January and in the Cumula-
tive Bulletin for the last half of the
year.

The Commissioner ACQUIESCE in
the following decisions:

Baker, Willard K. & Irene L.,1 748
F.2d 1465 (11th Cir. 1984)
Kisling, Est. of,2 32 F.3d 1222 (8th
Cir. 1994)

Louisiana Land & Exploration Co.,3
102 T.C. 21 (1994)

National Semiconductor Corp. & Con-
solidated Subs. v. Commissioner,4 T.C.
Memo 1994-195

Seagate Technology, Inc. & Consoli-
dated Subs.,5> 102 T.C. 149 (1994)
Taisei Fire & Marine Inc. Co., Ltd., et
al. v. Commissioner,® 104 T.C. 535
(1995)

Trump Village v. Commissioner,” T.C.
Memo 1995-281

The Commissioner does NOT AC-
QUIESCE in the following decisions:
Louisiana Land & Exploration Co.,8 90
T.C. 630 (1988)

Louisiana Land & Exploration Co.,°
102 T.C. 21 (1994)

Milligan, Robert E., v. Commis-
sioner,10 38 F.3d 1094 (9th Cir.
1994)

1Acquiescence relating to whether Rev. Rul. 80-173, 1980-2 C.B. 60, should be applied retroactively to disallow a section 162(a) deduction for flight training

course expenses.

2Acquiescence relating to whether transfers of irrevocable fractional shares in a revocable trust to donees designated by decedent within the three-year period
preceding the death of decedent are includible in decedent’s gross estate pursuant to sections 2035(d)(2) and 2038(a)(1) of the Code.

3Acquiescence in the issue relating to whether costs related to acquiring, transporting and installing gas processing equipment and the offshore modules that house
such equipment are deductible as intangible drilling and development costs. Acquiescence in result in the issue relating to whether the Claus method used by
plaintiff to recover elemental sulphur from hydrogen sulfide produced from an oil or gas well qualified as a mining process for percentage depletion purposes.
Acquiescence “in result” means acceptance of the Court but disagreement with some or all the reasons assigned for the decision.

4Acquiescence in result relating to whether (i) prices paid by petitioner’s offshore Asian subsidiaries for silicon wafers manufactured by petitioner in the U.S., and
incorporated by the former into electronic products, and (ii) the prices that petitioner paid the subsidiaries for the completed products were arm’s length.
Acquiescence “in result’” means acceptance of the Court but disagreement with some or all the reasons assigned for the decision.

SAcquiescence in result relating to whether certain royalties attributable to intangibles that petitioner transferred to its wholly-owned subsidiary, and the prices that
petitioner paid the subsidiary for products manufactured by the latter, were arm’s length. Acquiescence ‘“‘in result” means acceptance of the Court but disagreement
with some or all the reasons assigned for the decision.

1995-2 C.B. 1



Cumulative List of Actions Relating to Court Decisions Published in the Internal
Revenue Bulletin from January 1, 1995 through December 31, 1995—Continued

Morganbesser, Marvin D., et al. v. sioner,13 97 T.C. 457 (1991) (8th sioner,15 994 F.2d 432 (8th Cir.

U.S.,11 984 F.2d 560 (2d Cir. 1993) Cir. 1994) 1993)
Placid Qil Co. v. IRS,12 988 F.2d 554 Sealy Power Ltd.,14 46 F.3d 382 (5th Vulcan Materials Co. & Subsidiaries v.
(5th Cir. 1993) Cir. 1995) Commissioner,16 959 F.2d 973 (11th

St. Jude Medical, Inc. v. Commis- Security Bank Minnesota v. Commis- Cir. 1992)

6Acquiescence relating to whether four Japanese reinsurance companies have agency permanent establishments in the U.S. because their U.S. agent was not “‘an
agent of independent status” under Article 9(5) of the U.S.-Japan Tax Treaty.

7Acquiescence relating to whether the limitations of section 277 apply to a cooperative housing corporation described in section 216, which is also subject to the
provisions of subchapter T of the Code.

8Nonacquiescence relating to whether section 613A(e)(2) of the Code eliminates percentage depletion under section 613 for nonhydrocarbon minerals produced
from an oil or gas well.

9Nonacquiescence relating to whether all income from the sales of oil, gas and sulphur are to be combined when calculating the taxable income from the property
under section 613(a) of the Code, even though the oil and gas income is subject to a separate depletion regimen.

10Nonacquiescence realting to whether payments to a former insurance agent, which are based on the amount of compensation during the last twelve months as an
agent, derive from a trade or business carried on by the individual, so as to be subject to tax under the Self-Employment Contributions Act (SECA).

11Nonacquiescence relating to whether the Second Circuit Court of Appeals, in affirming the U.S. District Court for Connecticut, erred as a matter of law in
determining that a multiemployer pension trust was a labor organization exempt under section 501(c)(5) of the Code.

12Nonacquiescence relating to whether the U.S. or the taxpayer bears the ultimate burden of proof in bankruptcy proceedings in which the taxpayer challenges a
federal income tax claim arising from the disallowance ofdeductions.

13Nonacquiescence relating to whether section 1.861-8(e)(3) of the regulations is invalid as applied to DISC combined taxable income calculations.

14Nonacquiescence relating to whether an electrical generating facility that produced only de minimis amounts of electricity on a sporadic basis in 1984 due to
functional deficiencies in its equipment “‘placed in service’’ was within the meaning of sections 46 and 167 of the Code.

15Nonacquiescence relating to whether a cash method bank that makes short-term loans with a stated interest rate to customers in the ordinary course of its
business is subject to accrual of the interest on those loans under section 1281(a)(2) of the Code.

16Nonacquiescence relating to whether the term ““accumulated profits” as used in the denominator of the section 902 deemed paid credit fraction before the Tax
Reform Act of 1986 means all of the foreign corporation’s accumulated profits for the taxable year.

2 1995-2 C.B.



Part 1. Rulings and Decisions Under the Internal Revenue Code of 1986

Subtitle A.—Income Taxes

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

Section 1.—Tax Imposed
26 CFR 1.1-1: Income tax on individuals.

The Service is providing adjusted tax tables
for individuals and trusts and estates for taxable
years beginning in 1996 to reflect changes in the
cost of living. Also provided are certain reduc-
tions allowed against the unearned income of
minor children in computing the ‘‘kiddie tax.”
See Rev. Proc. 95-53, page 445.

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

Section 25.—Interest on Certain
Home Mortgages

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

The qualified census tracts for Puerto Rico and
the Virgin Islands are set forth for use in
determining the portion of loans required to be
placed in targeted areas under section 143(h) of
the Code. See Rev. Proc. 95-31, page 378.

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

Guidance is provided for the use of the
national and area median gross income figures
by issuers of qualified mortgage bonds and
mortgage credit certificates in determining the
housing cost/income ratio described in section
143(f)(5) of the Code. See Rev. Proc. 95-32,
page 379.

Subpart B.—Foreign Tax Credit, etc.

Section 30.—Credit for Qualified
Electric Vehicles

26 CFR 1.30-1: Definition of qualified electric
vehicle and recapture of credit for qualified
electric vehicle.

(Also Section 179A; 1.179A-1.)

T.D. 8606

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Part 1

Definition of Qualified Electric
Vehicle, and Recapture Rules for
Qualified Electric Vehicles, Qualified
Clean-fuel Vehicle Property, and
Qualified Clean-fuel Vehicle Refueling
Property

AGENCY: Interna Revenue Service
(IRS), Treasury.

ACTION: Fina regulations.

SUMMARY: This document contains
final regulations on the definition of a
qualified electric vehicle, the recapture
of any credit allowable for a qualified
electric vehicle, and the recapture of
any deduction allowable for qualified
clean-fuel vehicle property or qualified
clean-fuel vehicle refueling property.
These regulations reflect changes to the
law made by the Energy Policy Act of
1992 and affect taxpayers who are
owners of qualified electric vehicles,
clean-fuel vehicles, and clean-fuel vehi-
cle refueling property.

DATES: These regulations are effective
August 3, 1995.

For dates of applicability of these
regulations, see 81.30-1(c) and
81.179A-1(h).

SUPPLEMENTARY INFORMATION:
Background
On October 14, 1994, the IRS

published in the Federal Register a
notice of proposed rulemaking provid-
ing the definition of a qualified electric
vehicle under section 30(c) and the
rules for the recapture of the section 30
credit and section 179A deduction
under sections 30(d)(2) and 179A(e)(4),
respectively (59 FR 52105 [PS-72-92,
1994-2 C.B. 894]).

Written comments responding to the
notice were received. No public hearing
was requested or held. After considera-
tion of all the comments, this Treasury
decision adopts the regulations as
proposed.

Explanation of Provisions
In General

The final regulations define a
qualified electric vehicle for purposes

of section 30 of the Internal Revenue
Code (Code). Several commentators
recommended expanding the definition
to include a vehicle converted from a
used non-electric vehicle. The fina
regulations do not adopt this recom-
mendation because section 30(c)(1)(B)
provides that the original use of the
vehicle must commence with the tax-
payer. Moreover, conversion costs are
deductible under section 179A.

Some commentators suggested in-
cluding a hybrid-electric vehicle in the
definition of a qualified electric vehi-
cle. This issue will be addressed along
with other substantive rules in addi-
tional proposed regulations under sec-
tions 30 and 179A of the Code.

Effective Date

The final regulations are effective on
October 14, 1994. If the recapture date
is before the effective date of these
regulations, a taxpayer may use any
reasonable method to recapture the
benefit of any section 30 credit allow-
able or section 179A deduction allow-
able consistent with sections 30 and
179A and their legislative history.

Soecial Analyses

It has been determined that this
Treasury decision is not a significant
regulatory action as defined in EO
12866. Therefore, a regulatory assess-
ment is not required. It also has been
determined that section 553(b) of the
Administrative Procedure Act (5 U.S.C.
chapter 5) and the Regulatory Flex-
ibility Act (5 U.S.C. chapter 6) do not
apply to these regulations, and, there-
fore, a Regulatory Flexibility Analysis
is not required. Pursuant to section
7805(f) of the Internal Revenue Code,
the notice of proposed rulemaking
preceding these regulations was submit-
ted to the Chief Counsel for Advocacy
of the Small Business Administration
for comment on its impact on small
business.

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR part 1 is
amended as follows:

1995-2 C.B. 3



PART 1—INCOME TAXES

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

Authority: 26 U.S.C. 7805 * * *
Section 1.30-1 also issued under 26
U.S.C. 30(d)(2) * * *

Section 1.179A-1 also issued under 26
U.S.C. 179A(e)(4) * * *

Par. 2. Section 1.30-1 is added
immediately following the undesignated
center heading ‘‘Credits Allowable’’ to
read as follows:

81.30-1 Definition of qualified
electric vehicle and recapture of
credit for qualified electric vehicle.

(@) Definition of qualified electric
vehicle. A qualified electric vehicle is a
motor vehicle that meets the require-
ments of section 30(c). Accordingly, a
qgualified electric vehicle does not
include any motor vehicle that has ever
been used (for either persona or
business use) as a non-electric vehicle.

(b) Recapture of credit for qualified
electric vehicle—(1) In general—(i)
Addition to tax. If a recapture event
occurs with respect to a taxpayer's
qualified electric vehicle, the taxpayer
must add the recapture amount to the
amount of tax due in the taxable year
in which the recapture event occurs.
The recapture amount is not treated as
income tax imposed on the taxpayer by
chapter 1 of the Internal Revenue Code
for purposes of computing the aterna-
tive minimum tax or determining the
amount of any other alowable credits
for the taxable year in which the
recapture event occurs.

(if) Reduction of carryover. If a
recapture event occurs with respect to a
taxpayer's qualified electric vehicle,
and if a portion of the section 30 credit
for the cost of that vehicle was
disallowed under section 30(b)(3)(B)
and consequently added to the tax-
payer’s minimum tax credit pursuant to
section 53(d)(1)(B)(iii), the taxpayer
must reduce its minimum tax credit
carryover by an amount equal to the
portion of any minimum tax credit
carryover attributable to the disallowed
section 30 credit, multiplied by the
recapture percentage for the taxable
year of recapture. Similarly, the tax-
payer must reduce any other credit
carryover amounts (such as under
section 469) by the portion of the
carryover attributable to section 30,
multiplied by the recapture percentage.
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(2) Recapture event—(i) In general.
A recapture event occurs if, within 3
full years from the date a qualified
electric vehicle is placed in service, the
vehicle ceases to be a qualified electric
vehiclee. A vehicle ceases to be a
gualified electric vehicle if—

(A) The vehicle is modified so that
it is no longer primarily powered by
electricity;

(B) The vehicle is used in a manner
described in section 50(b); or

(C) The taxpayer receiving the credit
under section 30 sells or disposes of
the vehicle and knows or has reason to
know that the vehicle will be used in a
manner described in paragraph (b)(2)-
())(A) or (B) of this section.

(ii) Exception for disposition. Except
as provided in paragraph (b)(2)(i)(C) of
this section, a sale or other disposition
(including a disposition by reason of an
accident or other casualty) of a
qualified electric vehicle is not a
recapture event.

(3) Recapture amount. The recapture
amount is equal to the recapture
percentage times the decrease in the
credits allowed under section 30 for all
prior taxable years that would have
resulted solely from reducing to zero
the cost taken into account under
section 30 with respect to such vehicle,
including any credits allowed attributa-
ble to section 30 (such as under
sections 53 and 469).

(4) Recapture date. The recapture
date is the actual date of the recapture
event unless a recapture event de-
scribed in paragraph (b)(2)(i)(B) of this
section occurs, in which case the
recapture date is the first day of the
recapture year.

(5) Recapture percentage. For pur-
poses of this section, the recapture
percentage is—

(i) 100, if the recapture date is
within the first full year after the date
the vehicle is placed in service;

(ii) 667, if the recapture date is
within the second full year after the
date the vehicle is placed in service; or

(iii) 33%, if the recapture date is
within the third full year after the date
the vehicle is placed in service.

(6) Basis adjustment. As of the first
day of the taxable year in which the
recapture event occurs, the basis of the
qualified electric vehicle is increased
by the recapture amount and the carry-
over reductions taken into account
under paragraphs (b)(1)(i) and (ii) of

this section, respectively. For a vehicle
that is of a character that is subject to
an alowance for depreciation, this
increase in basis is recoverable over the
remaining recovery period for the
vehicle beginning as of the first day of
the taxable year of recapture.

(7) Application of section 1245 for
sales and other dispositions. For pur-
poses of section 1245, the amount of
the credit allowable under section 30(a)
with respect to any qualified electric
vehicle that is (or has been) of a
character subject to an alowance for
depreciation is treated as a deduction
allowed for depreciation under section
167. Therefore, upon a sale or other
disposition of a depreciable qualified
electric vehicle, section 1245 will apply
to any gain recognized to the extent the
basis of the depreciable vehicle was
reduced under section 30(d)(1) net of
any basis increase described in para-
graph (b)(6) of this section.

(8) Examples. The following exam-
ples illustrate the provisions of this
section:

Example 1. A, a calendar-year taxpayer,
purchases and places in service for persona use
on January 1, 1995, a qualified electric vehicle
costing $25,000. On A’s 1995 federal income tax
return, A claims a credit of $2,500. On January
2, 1996, A sells the vehicle to an unrelated third
party who subsequently converts the vehicle into
a non-electric vehicle on October 15, 1996.
There is no recapture upon the sale of the
vehicle by A provided A did not know or have
reason to know that the purchaser intended to
convert the vehicle to non-electric use.

Example 2. B, a calendar-year taxpayer,
purchases and places in service for personal use
on October 11, 1994, a qualified electric vehicle
costing $20,000. On B’s 1994 federal income tax
return, B claims a credit of $2,000, which
reduces B’'s tax by $2,000. The basis of the
vehicle is reduced to $18,000 ($20,000 -
$2,000). On March 8, 1996, B sells the vehicle
to a tax-exempt entity. Because B knowingly
sold the vehicle to a tax-exempt entity described
in section 50(b) in the second full year from the
date the vehicle was placed in service, B must
recapture $1,333 ($2,000 X 667z percent). This
recapture amount increases B’s tax by $1,333 on
B’s 1996 federal income tax return and is added
to the basis of the vehicle as of January 1, 1996,
the beginning of the taxable year in which the
recapture event occurred.

Example 3. X, a calendar-year taxpayer,
purchases and places in service for business use
on January 1, 1994, a qualified electric vehicle
costing $30,000. On X's 1994 federal income tax
return, X claims a credit of $3,000, which
reduces X's tax by $3,000. The basis of the
vehicle is reduced to $27,000 ($30,000 — $3,000)
prior to any adjustments for depreciation. On
March 8, 1995, X converts the qualified electric
vehicle into a gasoline-propelled vehicle. Be-
cause X modified the vehicle so that it is no
longer primarily powered by electricity in the
second full year from the date the vehicle was



placed in service, X must recapture $2,000
($3,000 X 66 2/3 percent). This recapture
amount increases X's tax by $2,000 on X's 1995
federal income tax return. The recapture amount
of $2,000 is added to the basis of the vehicle as
of January 1, 1995, the beginning of the taxable
year of recapture, and to the extent the property
remains depreciable, the adjusted basis is re-
coverable over the remaining recovery period.

Example 4. The facts are the same as in
Example 3. In 1996, X sells the vehicle for
$31,000, recognizing a gain from this sale. Under
paragraph (b)(7) of this section, section 1245
will apply to any gain recognized on the sale of
a depreciable vehicle to the extent the basis of
the vehicle was reduced by the section 30 credit
net of any basis increase from recapture of the
section 30 credit. Accordingly, the gain from the
sale of the vehicle is subject to section 1245 to
the extent of the depreciation allowance for the
vehicle plus the credit allowed under section 30
($3,000), less the previous recapture amount
($2,000). Any remaining amount of gain may be
subject to other applicable provisions of the
Internal Revenue Code.

(c) Effective date. This section is
effective on October 14, 1994. If the
recapture date is before the effective
date of this section, a taxpayer may use
any reasonable method to recapture the
benefit of any credit allowable under
section 30(a) consistent with section 30
and its legislative history. For this
purpose, the recapture date is defined
in paragraph (b)(4) of this section.

Par. 3. Section 1.179A-1 is added to
read as follows:

81.179A-1 Recapture of deduction for
qualified clean-fuel vehicle property
and qualified clean-fuel vehicle
refueling property.

(@) In general. If a recapture event
occurs with respect to a taxpayer's
qualified clean-fuel vehicle property or
qualified clean-fuel vehicle refueling
property, the taxpayer must include the
recapture amount in taxable income for
the taxable year in which the recapture
event occurs.

(b) Recapture event—(1) Qualified
clean-fuel vehicle property—(i) In gen-
eral. A recapture event occurs if,
within 3 full years from the date a
vehicle of which qualified clean-fuel
vehicle property is a part is placed in
service, the property ceases to be
qualified clean-fuel vehicle property.
Property ceases to be qualified clean-
fuel vehicle property if—

(A) The vehicle is modified by the
taxpayer so that it may no longer be
propelled by a clean-burning fuel;

(B) The vehicle is used by the
taxpayer in a manner described in
section 50(b);

(C) The vehicle otherwise ceases to
qualify as property defined in section
179A(c); or

(D) The taxpayer receiving the de-
duction under section 179A sells or
disposes of the vehicle and knows or
has reason to know that the vehicle
will be used in a manner described in
paragraph (b)(1)(i)(A), (B), or (C) of
this section.

(ii) Exception for disposition. Except
as provided in paragraph (b)(2)(i)(D) of
this section, a sale or other disposition
(including a disposition by reason of an
accident or other casualty) of qualified
clean-fuel vehicle property is not a
recapture event.

(2) Qualified clean-fuel vehicle re-
fueling property—(i) In general. A
recapture event occurs if, at any time
before the end of its recovery period,
the property ceases to be qualified
clean-fuel vehicle refueling property.
Property ceases to be qualified clean-
fuel vehicle refueling property if—

(A) The property no longer qualifies
as property described in section
179A(d);

(B) The property is no longer used
predominantly in a trade or business
(property will be treated as no longer
used predominantly in a trade or
business if 50 percent or more of the
use of the property in a taxable year is
for use other than in a trade or
business);

(C) The property is used by the
taxpayer in a manner described in
section 50(b); or

(D) The taxpayer receiving the de-
duction under section 179A sells or
disposes of the property and knows or
has reason to know that the property
will be used in a manner described in
paragraph (b)(2)(i)(A), (B), or (C) of
this section.

(ii) Exception for disposition. Except
as provided in paragraph (b)(2)(i)(D) of
this section, a sale or other disposition
(including a disposition by reason of an
accident or other casualty) of qualified
clean-fuel vehicle refueling property is
not a recapture event.

(c) Recapture date—(1) Qualified
clean-fuel vehicle property. The recap-
ture date is the actual date of the
recapture event unless an event de-
scribed in paragraph (b)(1)(i)(B) of this
section occurs, in which case the
recapture date is the first day of the
recapture year.

(2) Qualified clean-fuel vehicle re-
fueling property. The recapture date is

the actual date of the recapture event
unless the recapture occurs as a result
of an event described in paragraph
(b)(2)(i)(B) or (C) of this section, in
which case the recapture date is the
first day of the recapture year.

(d) Recapture amount—(1) Qualified
clean-fuel vehicle property. The recap-
ture amount is equal to the benefit of
the section 179A deduction allowable
multiplied by the recapture percentage.
The recapture percentage is—

(i) 100, if the recapture date is
within the first full year after the date
the vehicle is placed in service;

(ii) 667, if the recapture date is
within the second full year after the
date the vehicle is placed in service; or

(iii) 33%s, if the recapture date is
within the third full year after the date
the vehicle is placed in service.

(2) Qualified clean-fuel vehicle re-
fueling property. The recapture amount
is equal to the benefit of the section
179A deduction alowable multiplied
by the following fraction. The numera-
tor of the fraction equals the total
recovery period for the property minus
the number of recovery years prior to,
but not including, the recapture year.
The denominator of the fraction equals
the total recovery period.

(e) Basis adjustment. As of the first
day of the taxable year in which the
recapture event occurs, the basis of the
vehicle of which qualified clean-fuel
vehicle property is a part or the basis
of qualified clean-fuel vehicle refueling
property is increased by the recapture
amount. For a vehicle or refueling
property that is of a character that is
subject to an allowance for deprecia-
tion, this increase in basis is recover-
able over its remaining recovery period
beginning as of the first day of the
taxable year in which the recapture
event occurs.

(f) Application of section 1245 for
sales and other dispositions. For pur-
poses of section 1245, the amount of
the deduction alowable under section
179A(a) with respect to any property
that is (or has been) of a character
subject to an allowance for depreciation
is treated as a deduction allowed for
depreciation under section 167. There-
fore, upon a sale or other disposition of
depreciable qualified clean-fuel vehicle
refueling property or a depreciable
vehicle of which qualified clean-fuel
vehicle property is a part, section 1245
will apply to any gain recognized to
the extent the basis of the depreciable
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property or vehicle was reduced under
section 179A(e)(6) net of any basis
increase described in paragraph (e) of
this section.

(9) Examples. The following exam-
ples illustrate the provisions of this
section:

Example 1. A, a calendar-year taxpayer,
purchases and places in service for personal use
on January 1, 1995, a clean-fuel vehicle, a
portion of which is qualified clean-fuel vehicle
property, costing $25,000. The qualified clean-
fuel vehicle property costs $11,000. On A’s 1995
federal income tax return, A claims a section
179A deduction of $2,000. On January 2, 1996,
A sells the vehicle to an unrelated third party
who subsequently converts the vehicle into a
gasoline-propelled vehicle on October 15, 1996.
There is no recapture upon the sale of the
vehicle by A provided A did not know or have
reason to know that the purchaser intended to
convert the vehicle to a gasoline-propelled
vehicle.

Example 2. B, a caendar-year taxpayer,
purchases and places in service for persona use
on October 11, 1994, a clean-fuel vehicle costing
$20,000, a portion of which is qualified clean-
fuel vehicle property. The qualified clean-fuel
vehicle property costs $10,000. On B’s 1994
federal income tax return, B claims a deductionof
$2,000, which reduces B’'s gross income by
$2,000. The basis of the vehicle is reduced to
$18,000 ($20,000 — $2,000). On January 31,
1996, B sells the vehicle to a tax-exempt entity.
Because B knowingly sold the vehicle to a tax-
exempt entity described in section 50(b) in the
second full year from the date the vehicle was
placed in service, B must recapture $1,333
($2,000 X 6675 percent). This recapture amount
increases B’s gross income by $1,333 on B's
1996 federal income tax return and is added to
the basis of the motor vehicle as of January 1,
1996, the beginning of the taxable year of
recapture.

Example 3. X, a calendar-year taxpayer,
purchases and places in service for its business
use on January 1, 1994, qualified clean-fuel
vehicle refueling property costing $400,000.
Assume this property has a 5-year recovery
period. On X's 1994 federal income tax return, X
claims a deduction of $100,000, which reduces
X’s gross income by $100,000. The basis of the
property is reduced to $300,000 ($400,000 —
$100,000) prior to any adjustments for deprecia-
tion. In 1996, more than 50 percent of the use of
the property is other than in X's trade or
business. Because the property is no longer used
predominantly in X's business, X must recapture
three-fifths of the section 179A deduction or
$60,000 ($100,000 X (5-2)/5 = $60,000) and
include that amount in gross income on its 1996
federal income tax return. The recapture amount
of $60,000 is added to the basis of the property
as of January 1, 1996, the beginning of the
taxable year of recapture, and to the extent the
property remains depreciable, the adjusted basis

is recoverable over the remaining recovery
period.
Example 4. X, a calendar-year taxpayer,

purchases and places in service for business use
on January 1, 1994, qualified clean-fuel vehicle
refueling property costing $350,000. Assume this
property has a 5-year recovery period. On X's
1994 federal income tax return, X clams a
deduction of $100,000, which reduces X's gross
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income by $100,000. The basis of the property is
reduced to $250,000 ($350,000 — $100,000) prior
to any adjustments for depreciation. In 1995, X
converts the property to store and dispense
gasoline. Because the property is no longer used
as qualified clean-fuel vehicle refueling property
in 1995, X must recapture four-fifths of the
section 179A deduction or $80,000 ($100,000 X
(5-1)/5 = $80,000) and include that amount in
gross income on its 1995 federal income tax
return. The recapture amount of $80,000 is added
to the basis of the property as of January 1,
1995, the beginning of the taxable year of
recapture, and to the extent the property remains
depreciable, the adjusted basis is recoverable
over the remaining recovery period.

Example 5. The facts are the same as in
Example 4. In 1996, X sells the refueling
property for $351,000, recognizing a gain from
this sale. Under paragraph (f) of this section,
section 1245 will apply to any gain recognized
on the sale of depreciable property to the extent
the basis of the property was reduced by the
section 179A deduction net of any basis increase
from recapture of the section 179A deduction.
Accordingly, the gain from the sae of the
property is subject to section 1245 to the extent
of the depreciation allowance for the property
plus the deduction allowed under section 179A
(%$100,000), less the previous recapture amount
($80,000). Any remaining amount of gain may
be subject to other applicable provisions of the
Internal Revenue Code.

(h) Effective date. This section is
effective on October 14, 1994. If the
recapture date is before the effective
date of this section, a taxpayer may use
any reasonable method to recapture the
benefit of any deduction allowable
under section 179A(a) consistent with
section 179A and its legislative history.
For this purpose, the recapture date is
defined in paragraph (c) of this section.

Margaret Milner Richardson,
Commissioner of
Internal Revenue.

Approved June 21, 1995.

Leslie Samuels,
Assistant Secretary of
the Treasury.

(Filed by the Office of the Federal Register on
August 2, 1995, 8:45 am., and published in
the issue of the Federal Register for August 3,
1995, 60 F.R. 39649)

Subpart C.—Refundable Credits

Section 32.—Earned Income

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

The Service is providing inflation adjustments
to the limitations on the earned income tax credit

for taxable years beginning in 1996. See Rev.
Proc. 95-53, page 445.

Subpart D.—Business Related Credits

Section 40.—Alcohol Used as Fuel

Application of section 40. Guidance
is provided under section 40 of the
Code regarding the application of the
alcohol mixture credit with respect to
eligible alcohol that has been com-
mingled with ineligible alcohol.

Rev. Rul. 95-54
ISSUE

If a taxpayer commingles alcohol
eligible for the alcohol mixture credit
under 8§ 40(b)(1)(A) of the Interna
Revenue Code with other acohol and
then uses some of the resulting com-
mingled alcohol in a manner that
qualifies for the credit, how does the
taxpayer determine the amount of the
credit?

FACTS

X buys 300 gallons of methanol that
is derived from biomass. This methanol
(the eligible alcohol) meets the defini-
tion of alcohol in § 40(d)(1). X aso
buys 700 gallons of methanol that is
derived from natural gas. This meth-
anol (the ineligible alcohol) does not
meet the definition of alcohol in
8§ 40(d)(2).

X commingles the eligible and inelig-
ible acohol in a storage tank. X
withdraws 100 gallons of the com-
mingled alcohol from the storage tank
and mixes it with gasoline for sale for
use as a fuel. X sells the remaining 900
galons of the commingled alcohol for
use in the production of paints and
plastics.

LAW AND ANALYSIS

Section 40(b)(1)(A) allows an alco-
hol mixture credit for alcohol used by
the taxpayer in the production of a
qualified mixture.

Section 40(b)(1)(B) provides that
qualified mixture means a mixture of
alcohol and gasoline or of alcohol and
a special fuel that is sold by the
taxpayer producing that mixture to any
person for use as a fuel, or is used as a
fuel by the taxpayer producing that
mixture.



Section 40(d)(1) provides that alcohol
includes methanol and ethanol but does
not include (i) any alcohol produced
from petroleum, natural gas, or cod
(including peat), or (ii) acohol with a
proof of less than 150.

Because the eligible and ineligible
alcohol are commingled in X's storage
tank, a portion of the alcohol removed
from the tank contains both eligible and
ineligible alcohol. Therefore, a portion
of the commingled alcohol may not be
designated as composed only of either
eligible or ineligible alcohol. Because X
cannot determine the actual amounts of
eligible and ineligible alcohol contained
in the portion removed, these amounts
should be determined based on the
proportionate volume of each that was
placed into the storage tank. Thus,
because the €eligible and ineligible alco-
hol were placed into the storage tank at
a thirty-seventy ratio, of the 100 gallons
of alcohol that X mixes with gasoline
for sale for use as a fuel, 30 gallons are
eligible for the alcohol mixture credit
alowed by § 40(b)(1)(A).

HOLDING

If a taxpayer commingles eligible
alcohol with ineligible alcohol and then
uses some of the resulting commingled
alcohol in a manner that qualifies for
the alcohol mixture credit under
8 40(b)(1)(A), the amount of alcohol
eligible for the credit is determined
based on the proportionate amount of
eligible alcohol that is contained in the
commingled alcohal.

Section 42.—Low-Income Housing
Credit

Low-income housing tax credit. An
extended low-income commitment sat-
isfies section 42(h)(6) of the Code even
though its provisions may be suspended
or terminated after the compliance
period when a tenant exercises a right
of first refusal to purchase a low-
income building.

Rev. Rul. 95-49
ISSUE

Does an extended low-income hous-
ing commitment satisfy § 42(h)(6) if its
provisions may be suspended or termi-
nated after the compliance period when
a tenant exercises a right of first refusal
to purchase a low-income building?

FACTS

The owner (Owner) of a qualified
low-income building (as defined in
8§ 42(c)(2) of the Internal Revenue
Code) rents the building to a single
low-income family (Tenant). In an
agreement between the Owner and the
Tenant, the Owner grants the Tenant a
right of first refusal to purchase the
building after the close of the 15-year
compliance period (as defined in § 42-
(i)(1)) at a minimum purchase price as
specified in 8§ 42(i)(7)(B). The provi-
sions of the extended low-income
housing commitment (Commitment) ex-
ecuted by the Owner with the applica-
ble state housing agency (Agency) are
terminated after the compliance period
if the right is exercised by the Tenant.
The Commitment otherwise meets the
requirements of § 42(h)(6).

LAW AND ANALYSIS

Section 42 provides a tax credit for
investment in qualified low-income
buildings placed in service after De-
cember 31, 1986.

Section 42(h)(6) provides that no tax
credit is alowed for a building unless
an extended low-income housing com-
mitment between the low-income build-
ing owner and the appropriate housing
credit agency is in effect at the end of
the taxable year. The commitment is
binding on all successors to the owner
and includes certain provisions that
continue after the close of the build-
ing's 15-year compliance period. One
of the commitment’s provisions ensures
that a certain percentage of a low-
income building’s units will continue to
be available for rental by low-income
tenants after the close of the com-
pliance period.

Section 42(i)(7) provides that no
federal income tax benefit fails to be
allowable to the owner of a qualified
low-income building merely by reason
of a right of first refusal held by the
building's tenants to purchase the
building after the close of the 15-year
compliance period. Section 42(i)(7)
also continues the availability of low-
income housing beyond the compliance
period by permitting low-income ten-
ants to be homeowners instead of
renters.

The objectives of § 42(h)(6) and
(i)(7) are similar in that both sections
attempt to promote housing for low-
income individuals beyond the com-
pliance period, by rental in the case of
§ 42(h)(6) or by outright ownership in
the case of 8§ 42(i)(7).

Accordingly, under § 42(h)(6) it is
appropriate for an owner and a state
housing agency to reference a right of
first refusal to be granted by the owner
to tenants (either initially or by later
amendment) in a commitment between
the owner and the agency. In this case,
the Owner and the Agency have agreed
that the provisions of the Commitment
will be terminated after the compliance
period on the exercise by the Tenant of
a right of first refusal. The Commit-
ment nevertheless satisfies § 42(h)(6).
The Commitment would likewise have
satisfied § 42(h)(6) if it had provided
that application of its provisions would
be suspended, subject to conditions
imposed by the Agency, on the ex-
ercise of the Tenant's right of first
refusal.

HOLDING

An extended low-income housing
commitment satisfies § 42(h)(6) even
though its provisions may be suspended
or terminated after the compliance
period when a tenant exercises a right
of first refusal to purchase a low-
income building.

Low-income housing credit; satisfac-
tory bond; “bond factor” amounts for
the period January through September
1995. This ruling announces the
monthly bond factor amounts to be
used by taxpayers who dispose of
qualified low-income buildings or inter-
ests therein during the period January
through September 1995.

Rev. Rul. 95-64

In Rev. Rul. 90-60, 1990-2 C.B. 3,
the Internal Revenue Service provided
guidance to taxpayers concerning the
general methodology used by the
Treasury Department in computing the
bond factor amounts used in calculating
the amount of bond considered satisfac-
tory by the Secretary under 8 42(j)(6)
of the Internal Revenue Code. It further
announced that the Secretary would
publish in the Internal Revenue Bul-
letin a table of **bond factor’” amounts
for dispositions occurring during each
calendar month.

This revenue ruling provides in
Table 1 the bond factor amounts for
calculating the amount of bond consid-
ered satisfactory under 8§ 42(j)(6) for
dispositions of qualified low-income
buildings or interests therein during the
period January through September
1995.
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Table 1
Rev. Rul. 95-64

Monthly Bond Factor Amounts for Dispositions Expressed

As a Percentage of Total Credits

Cdendar Year Building Placed in Service

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

Made, the Succeeding Calendar Y ear
Month of
Disposition 1987 1988 1989 1990 1991 1992 1993 1994 1995
Jan '95 85.42% | 87.94% | 90.66% 93.89% | 97.76% | 102.37% | 107.25% | 111.85% | 112.52%
Feb '95 85.15 87.66 90.38 93.59 97.44 102.00 106.81 111.28 112.52
Mar '95 84.89 87.39 90.10 93.30 97.13 101.66 106.41 110.79 112.52
Apr '95 91.28 94.91 98.83 103.36 108.66 114.82 121.31 127.40 130.24
May '95 91.00 94.62 98.53 103.04 108.33 114.45 120.88 126.91 130.24
Jun 95 90.73 94.34 98.24 102.74 108.00 114.09 120.48 126.47 130.24
Jul '95 84.10 86.58 89.27 92.44 96.22 100.65 105.26 109.51 112.52
Aug '95 83.86 86.34 89.02 92.19 95.97 100.37 104.97 109.23 112.52
Sep '95 83.62 86.10 88.79 91.95 95.72 100.11 104.69 108.97 112.52

For a list of bond factor amounts
applicable to dispositions occurring dur-
ing other calendar years, see the follow-
ing revenue rulings: Rev. Rul. 90-60,
19902 C.B. 3, for dispositions occur-
ring during calendar years 1987, 1988,
and 1989; Rev. Rul. 90-88, 1990-2
C.B. 7, for dispositions occurring during
caendar year 1990; Rev. Rul. 9167,
19912 C.B. 13, for dispositions occur-
ring during calendar year 1991; Rev.
Rul. 92-101, 1992-2 C.B. 9, for dis
positions occurring during calendar year
1992; Rev. Rul 93-83, 1993-2 C.B. 6,
for dispositions occurring during calen-
dar year 1993; and Rev. Rul. 94-71,
19942 C.B. 4, for dispositions occur-
ring during calendar year 1994.
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Low-income housing credit; satisfac-
tory bond; “bond factor” amounts for
the period January through December
1995. This ruling announces the
monthly bond factor amounts to be
used by taxpayers who dispose of
qualified low-income buildings or inter-
ests therein during the period January
through December 1995.

Rev. Rul. 95-83

In Rev. Rul. 90-60, 1990-2 C.B. 3,
the Internal Revenue Service provided
guidance to taxpayers concerning the
general methodology used by the
Treasury Department in computing

the bond factor amounts used in
calculating the amount of bond consid-
ered satisfactory by the Secretary under
§ 42(j)(6) of the Interna Revenue
Code. It further announced that the
Secretary would publish in the Internal
Revenue Bulletin a table of ‘‘bond
factor’’ amounts for dispositions occur-
ring during each calendar month.

This revenue ruling provides in
Table 1 the bond factor amounts for
calculating the amount of bond consid-
ered satisfactory under 8§ 42(j)(6) for
dispositions of qualified low-income
buildings or interests therein during the
period January through December
1995.



Table 1
Rev. Rul. 95-83
Monthly Bond Factor Amounts for Dispositions Expressed
As a Percentage of Total Credits
Cdendar Year Building Placed in Service

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

Made, the Succeeding Calendar Y ear
Month of
Disposition 1987 1988 1989 1990 1991 1992 1993 1994 1995
Jan '95 85.42% | 87.94% | 90.66% 93.89% | 97.76% | 102.37% | 107.25% | 111.85% | 112.52%
Feb '95 85.15 87.66 90.38 93.59 97.44 102.00 106.81 111.28 112.52
Mar '95 84.89 87.39 90.10 93.30 97.13 101.66 106.41 110.79 112.52
Apr 95 91.28 94.91 98.83 103.36 108.66 114.82 121.31 127.40 130.24
May '95 91.00 94.62 98.53 103.04 108.33 114.45 120.88 126.91 130.24
Jun '95 90.73 94.34 98.24 102.74 108.00 114.09 120.48 126.47 130.24
Jul "95 84.10 86.58 89.27 92.44 96.22 100.65 105.26 109.51 112.52
Aug '95 83.86 86.34 89.02 92.19 95.97 100.37 104.97 109.23 112.52
Sep '95 83.62 86.10 88.79 91.95 95.72 100.11 104.69 108.97 112.52
Oct '95 83.40 85.87 88.55 91.72 95.47 99.86 104.43 108.74 112.52
Nov '95 83.17 85.64 88.32 91.49 95.24 99.62 104.19 108.53 112.52
Dec '95 82.95 85.42 88.10 91.26 95.01 99.39 103.96 108.34 112.52

For a list of bond factor amounts
applicable to dispositions occurring
during other calendar years, see the
following revenue rulings. Rev. Rul.
90-60, 1990-2 C.B. 3, for dispositions
occurring during calendar years 1987,
1988, and 1989; Rev. Rul. 90-88,
1990-2 C.B. 7, for dispositions occur-
ring during calendar year 1990; Rev.
Rul. 91-67, 1991-2 C.B. 13, for dis-
positions occurring during caendar
year 1991; Rev. Rul. 92-101, 1992-2
C.B. 9, for dispositions occurring dur-
ing calendar year 1992; Rev. Rul 93—
83, 1993-2 C.B. 6, for dispositions
occurring during calendar year 1993;
and Rev. Rul. 94-71, 19942 C.B. 4,
for dispositions occurring during calen-
dar year 1994.

The adjusted applicable federal short-term,
mid-term, and long-term rates are set forth for
the month of July 1995. See Rev. Rul. 9548,
page 125.

The adjusted applicable federal short-term,
mid-term, and long-term rates are set forth for
the month of August 1995. See Rev. Rul. 95-51,
page 127.

The adjusted applicable federa short-term,
mid-term, and long-term rates are set forth for
the month of September 1995. See Rev. Rul. 95—
62, page 129.

The adjusted applicable federa short-term,
mid-term, and long-term rates are set forth for

the month of October 1995. See Rev. Rul. 95—
67, page 130.

The adjusted applicable federa short-term,
mid-term, and long-term rates are set forth for
the month of November 1995. See Rev. Rul. 95—
73, page 132.

The adjusted applicable federal short-term,
mid-term, and long-term rates are set forth for
the month of December 1995. See Rev. Rul. 95—
79, page 134.

26 CFR 1.42-14: Allocation rules for post-1989
State housing credit ceiling amounts.

This procedure publishes the amounts of
unused housing credit carryovers alocated to
qualified states under § 421(h)(3)(D) of the Code
for calendar year 1995. See Rev. Proc. 95-36,
page 393.

Subchapter B.—Computation of Taxable Income
Part |.—Definition of Gross Income, Adjusted Gross
Income, Taxable Income, etc.

Section 61.—Gross Income Defined

26 CFR 1.61-2: Compensation for services,
including fees, commissions, and similar items.

T.D. 8607

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Part 1

Allowances Received by Members of
the Armed Forces in Connection With
Moves to New Permanent Duty
Stations

AGENCY: Interna Revenue Service
(IRS), Treasury.

ACTION: Final regulations.

SUMMARY: This document contains
fina regulations relating to the exclu-
sion from gross income under section
61 of the Interna Revenue Code of
1986 (Code) of certain allowances
received by members of the uniformed
services in connection with a change of
permanent duty station. The final reg-
ulations are required because of amend-
ments to the law made by section
13213(a)(1) of the Omnibus Budget
Reconciliation Act of 1993 (OBRA
1993), 107 Stat. 473 (1993), which
redefined the term moving expenses
under section 217(b) of the Code.
Persons affected by the final regula-
tions are members of the uniformed
services (the Armed Forces, the com-
missioned corps of the National
Oceanic and Atmospheric Administra-
tion, and the commissioned corps of
the Public Health Service).

DATES: These regulations are effective
August 7, 1995.

For dates of applicability, see
‘*Effective date’’ portion under Supple-
mentary Information.
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SUPPLEMENTARY INFORMATION:
Background

This document contains amendments
to the Income Tax Regulations (26
CFR part 1) under sections 61 and 217
of the Internal Revenue Code (Code)
that are required because of the amend-
ment of section 217(b) by OBRA 1993.
In Notice 94-59, 19941 C.B. 371, the
IRS announced its intention to issue
guidance to clarify that certain a-
lowances received by members of the
Armed Forces continue to be exclud-
able from gross income notwithstand-
ing the amendment of section 217(b).

On December 21, 1994, temporary
regulations (TD 8575 [1995-1 C.B. 5])
relating to military expense allowances
under sections 61 and 217 (relating to
definitions of gross income and of
moving expenses) were published in
the Federal Register (55 FR 65711). A
notice of proposed rulemaking (IA-50-
94 [1995-1 C.B. 945]) relating to the
same subjects was published in the
Federal Register for the same day (55
FR 65739). No public hearing was
requested or held.

Written comments regarding the reg-
ulations were received. After considera-
tion of al the comments, the regula-
tions proposed by [A-50-94 are
adopted as revised by this Treasury
decision, and the corresponding tempo-
rary regulations are withdrawn. The
comments are discussed below.

Explanation of Provisions
I. General Background

Section 217(g) of the Code provides
that a member of the Armed Forces on
active duty who moves pursuant to a
military order and incident to a perma-
nent change of station does not include
in income reimbursements or al-
lowances for moving or storage ex-
penses, or the value of moving and
storage services furnished in kind. For
purposes of section 217(g), moving
expenses are defined in section 217(b).
OBRA 1993 amended section 217(b)
by narrowing the definition of deduct-
ible moving expenses.

As a result of this amendment,
guestions arose concerning the federal
tax treatment of certain allowances
provided by the Department of Defense
and by the Department of Transporta-
tion under title 37 of the United States

10 1995-2 C.B.

Code to members of the Armed Forces
in connection with a transfer to a new
permanent duty station. Those al-
lowances include: (1) a dislocation
allowance, intended to partialy reim-
burse expenses (e.g., lease forfeitures,
temporary living charges in hotels, and
breakage of household goods in transit)
incurred in relocating a household; (2)
a temporary lodging expense, intended
to partially offset the added living
expenses of temporary lodging (up to
10 days) within the United States
(other than Hawaii or Alaska); (3) a
temporary lodging allowance, intended
to help defray higher than norma
living costs (for up to 60 days) outside
the United States or in Hawaii or
Alaska; and (4) a move-in housing
allowance, intended to defray costs
(eg., rental agent fees, home-security
improvements, and supplemental heat-
ing equipment) associated with occupy-
ing leased quarters outside the United
States.

Section 1.61-2(b) of the Income Tax
Regulations provides, in part, that
subsistence and uniform allowances
granted to members of the Armed
Forces, Coast and Geodetic Survey
(now known as the National Oceanic
and Atmospheric Administration), and
Public Health Service, and amounts
received by them as commutation of
guarters, are to be excluded from gross
income. Similarly, the value of quarters
or subsistence furnished to such per-
sons is excluded from gross income.
These exclusions from gross income of
guarters and subsistence allowances
paid to members of the uniformed
services are ones of long standing,
dating back to 1925. See Jones v.
United States, 60 Ct. Cl. 552 (1925).

The Treasury Department and the
IRS have determined that the four
above-referenced allowances, to the
extent not excluded under other provi-
sions of the Code (such as section
217(g) or section 132(g)), are to be
treated as quarters or subsistence al-
lowances. Section 1.61-2(b) is revised
to provide that these allowances are
excluded from the gross income of
members of the uniformed services.
Section 1.61-2(b)(2) and section
1.217-2(g)(6) clarify that no deduction
is allowed for any expenses incurred in
connection with a transfer to a new
permanent duty station to the extent the
expenses are reimbursed by an ex-
cluded alowance. However, any ex-
pense that meets the definition of a
moving expense as defined in section

217(b) and is not reimbursed continues
to be deductible under current law.

Il. Public Comments

The National Oceanic and At-
mospheric Administration (NOAA) re-
quested that the regulations provide
active duty officers of the NOAA
Corps with an exclusion for the al-
lowances covered by these regulations.
The commissioned corps of NOAA, the
commissioned corps of the Public
Health Service (PHS), and the Armed
Forces collectively comprise the uni-
formed services. 10 U.S.C. 101(a)(5)
(Supp. IV 1992). The Armed Forces
consist of the Army, Navy, Air Force,
Marine Corps, and Coast Guard. 10
U.S.C. 101(a)(4) (1988).

The pay and allowance provisions of
titte 37 apply to all members of the
uniformed services. In particular, the
allowances that are the subject of these
regulations are the same for the NOAA
commissioned corps and the PHS com-
missioned corps as for the Armed
Forces. The Department of Treasury
historically has extended the holdings
of Jones v. United Sates to al
members of the uniformed services.
|.T. 2232, IV-2 C.B. 144 (1925); Mim.
3413, V-1 C.B. 29 (1926). Accord-
ingly, the final regulations under sec-
tion 1.61-2(b) provide that the four
earlier-referenced allowances are quar-
ters or subsistence allowances and are
excluded from gross income for mem-
bers of the uniformed services.

I11. Effective Date

The final regulations are effective
with respect to allowances for expenses
incurred after December 31, 1993.

Soecial Analyses

It has been determined that this
Treasury decision is not a significant
regulatory action as defined in EO
12866. Therefore, a regulatory assess-
ment is not required. It has also been
determined that section 553(b) of the
Administrative Procedure Act (5 U.S.C.
chapter 5) and the Regulatory Flex-
ibility Act (5 U.S.C. chapter 6) do not
apply to these regulations, and, there-
fore, a Regulatory Flexibility Analysis
is not required. Pursuant to section
7805(f) of the Interna Revenue Code,
the notice of proposed rulemaking was
submitted to the Chief Counsel for



Advocacy of the Small Business Ad-
ministration for comment on its impact
on small business.

* * * * * *

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR pat 1 is
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. Section 1.61-2 is amended
by:

1. Removing the language ‘‘Coast
and Geodetic Survey’’ from the second
sentence of paragraph (a)(1) and adding
in its place the language ‘‘National
Oceanic and Atmospheric Adminis-
tration’’.

2. Revising paragraph (b) to read as
follows:

§1.61-2 Compensation for services,
including fees, commissions, and
similar items.

(b) Members of the Armed Forces,
National Oceanic and Atmospheric Ad-
ministration, and Public Health Serv-
ice. (1) Subsistence and uniform al-
lowances granted commissioned
officers, chief warrant officers, warrant
officers, and enlisted personnel of the
Armed Forces, National Oceanic and
Atmospheric Administration, and Pub-
lic Health Service of the United States,
and amounts received by them as
commutation of quarters, are excluded
from gross income. Similarly, the value
of quarters or subsistence furnished to
such persons is excluded from gross
income.

(2) For purposes of this section,
guarters or subsistence includes the
following alowances for expenses in-
curred after December 31, 1993, by
members of the Armed Forces, mem-
bers of the commissioned corps of the
National Oceanic and Atmospheric Ad-
ministration, and members of the com-
missioned corps of the Public Health
Service, to the extent that the al-
lowances are not otherwise excluded
from gross income under another provi-

sion of the Internal Revenue Code: a
dislocation allowance, authorized by 37
U.S.C. 407; a temporary lodging al-
lowance, authorized by 37 U.S.C. 405;
a temporary lodging expense, author-
ized by 37 U.S.C. 404a; and a move-in
housing alowance, authorized by 37
U.S.C. 405. No deduction is allowed
under this chapter for any expenses
reimbursed by such excluded al-
lowances. For the exclusion from gross
income of—

(i) Disability pensions, see section
104(a)(4) and the regulations there-
under;

(if) Miscellaneous items, see section
122,

(3) The per diem or actual expense
allowance, the monetary allowance in
lieu of transportation, and the mileage
allowance received by members of the
Armed Forces, National Oceanic and
Atmospheric Administration, and the
Public Health Service, while in a travel
status or on temporary duty away from
their permanent stations, are included
in their gross income except to the
extent excluded under the accountable
plan provisions of §1.62-2.

* * * * * *

81.61-22T [Removed]

Par. 3. Section 1.61-22T is removed.

Par. 4. Section 1.217-2 is amended
by adding paragraph (g)(6) to read as
follows:

§1.217-2 Deduction for moving
expenses paid or incurred in taxable
years beginning after December 31,
19609.

* * * * * *

(g) * *x %

(6) Disallowance of deduction. No
deduction is allowed under this section
for any moving or storage expense
reimbursed by an allowance that is
excluded from gross income.

§1.217-2T [Removed]
Par. 5. Section 1.217-2T is removed.

Margaret Milner Richardson,
Commissioner of
Internal Revenue.

Approved July 27, 1995.

Leslie Samuels,
Assistant Secretary
of the Treasury.

(Filed by the Office of the Federal Register on
August 4, 1995, 8:45 am., and published in
the issue of the Federal Register for August 7,
1995, 60 F.R. 40075)

26 CFR 1.61-6: Gains derived from dealings in
property.

Guidance is provided concerning the use of an
optional method of accounting that treats certain
rent-to-own contracts as leases for federa in-
come tax purposes. See Rev. Proc. 95-38,
page 397.

26 CFR 1.61-6: Gains derived from dealings in
property.

Guidance is provided concerning the use of an
optional method of accounting that treats certain
rent-to-own contracts as leases for federal income
tax purposes. See Rev. Proc. 95-38, page 397.

26 CFR 1.61-21: Taxation of fringe benefits.

Fringe benefits aircraft valuation
formula. For purpose of section 1.61—
21(g) of the regulations, relating to the
rule for valuing non-commercial flights
on employer-provided aircraft, the
Standard Industry Fare Level (SIFL),
cents-per-mile rates and terminal
charges in effect for 1995 are set forth.
Rev. Rul. 95-35 modified.

Rev. Rul. 95-66

For purposes of the taxation of fringe
benefits under section 61 of the Inter-
nal Revenue Code, section 1.61-21(g)
of the Income Tax Regulations pro-
vides a rule for valuing noncommercial
flights on employer-provided aircraft.
Section 1.61-21(g)(5) of the Income
Tax Regulations provides an aircraft
valuation formula to determine the
value of such flights. The value of a
flight is determined under the base
aircraft valuation formula (also known
as the Standard Industry Fare Level
formula or SIFL) by multiplying the
SIFL cents-per-mile rates applicable for
the period during which the flight was
taken by the appropriate aircraft multi-
ple provided in section 1.61-21(g)(7)
and then adding the applicable terminal
charge. The SIFL cents-per-mile rates
in the formula and the terminal charge
are calculated by the Department of
Transportation and are revised semi-
annually.

The following chat sets forth the
termina charges and SIFL mileage rates:
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Period During Which
the Flight Was Taken

7/1/95-12/31/95

EFFECT ON OTHER REVENUE
RULING

Rev. Rul. 95-35, 1995-1 C.B. 4, is
modified.

Section 62.—Adjusted Gross Income
Defined

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

Rules under which a reimbursement or other
expense allowance arrangement for the cost of
operating an automobile for business purposes
will satisfy the requirements of section 62(c) of
the Code as to business connection, substantia-
tion, and returning amounts in excess of
expenses. See Rev. Proc. 95-54, page 450.

Section 63.—Taxable Income Defined

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

The Service is providing inflation adjustments
to the standard deduction amounts (including the
$500 limitation in the case of certain dependents,
and $600 or $750 additional standard deduction
for the aged or blind) for taxable years beginning
in 1996. See Rev. Proc. 95-53, page 445.

Section 68.—Overall Limitation on
Itemized Deductions

The Service is providing inflation adjustments
to the overall limitation on itemized deductions
for taxable years beginning in 1996. See Rev.
Proc. 95-53, page 445.

Part Il.—Items Specifically Included in Gross Income

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

26 CFR 1.83-6: Deduction by employer.

T.D. 8599

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Parts 1 and 602
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Terminal
Charge SFL Mileage Rates
$30.86 Up to 500 miles =

$.1688 per mile

501-1500 miles = $.1287

Over 1500 miles =

$.1237

Deductions for Transfers of Property

AGENCY: Interna Revenue Service
(IRS), Treasury.

ACTION: Fina regulations.

SUMMARY: This document contains
final regulations concerning deductions
for transfers of property. The regula-
tions amend the special rule that
required an employer to deduct and
withhold income tax as a prerequisite
for claiming a deduction for property
transferred to an employee in connec-
tion with the performance of services.
Under the former regulation, employers
that failed to deduct and withhold
income tax were denied a deduction
even where the employee reported the
income and paid the tax. The new rules
permit service recipients to clam a
deduction for the amount included in
the service provider's gross income.
The service provider will be deemed to
have included an amount in gross
income if the service recipient provides
a timely Form W-2 or 1099, as ap-
propriate. These regulations apply to all
service recipients who transfer property
in connection with the performance of
services.

DATES: These regulations are effective
July 19, 1995.

For dates of applicability, see §1.83—
6(2)(5).

SUPPLEMENTARY INFORMATION:

Paperwork Reduction Act

The collection of information con-
tained in these final regulations has
been reviewed and approved by the
Office of Management and Budget in
accordance with the Paperwork Reduc-
tion Act (44 U.S.C. 3504(h)) under
control number 1545-1448. The esti-
mated annua burden of reporting will
be reflected in the reporting require-
ments for Form 1099-MISC.

Comments concerning the accuracy
of this burden estimate and suggestions
for reducing this burden should be sent
to the Interna Revenue Service, Attn:
IRS Reports Clearance Officer, PC:FP,
Washington, DC 20224, and to the
Office of Management and Budget,
Attn: Desk officer for the Department
of the Treasury, Office of Information
and Regulatory Affairs, Washington,
DC 20503.

Background

On December 5, 1994, the IRS
published in the Federal Register (59
FR 62370 [EE-81-88, 1994-2 C.B.
850]) proposed amendments to the
income tax regulations (26 CFR part 1)
under section 83(h) of the Internal
Revenue Code (Code), which permits a
deduction for property transferred in
connection with the performance of
services.

Three written comments were re-
ceived from the public on the proposed
regulations. No public hearing was
held. After consideration of the written
comments received, the proposed reg-
ulations are adopted by this Treasury
decision with one technical clarifica-
tion.

Explanation of Provisions

Under section 83(h) of the Code, in
the case of a transfer of property to
which section 83(a) applies, the person
for whom services were provided may
deduct an amount equal to the amount
included in the service provider's gross
income. In light of the difficulty that a
service recipient may have in demon-
strating that an amount has actually
been included in the service provider's
gross income, the general rule in
former 8§1.83-6(a)(1) permitted the de-
duction for the amount ‘‘includible’’ in
the service provider's gross income.
Thus, the deduction was allowed to the
service recipient even if the service
provider did not properly report the
includible amount. Where the service



provider was an employee of the serv-
ice recipient, however, the specia rule
in 81.83-6(a)(2) provided that a deduc-
tion could be claimed only if the
service recipient (employer) deducted
and withheld income tax in accordance
with section 3402. The special rule was
designed to ensure that the service
recipient’s deduction was in fact offset
by a corresponding inclusion in the
service provider’'s gross income. The
special rule was limited to employer-
employee situations because in other
situations there was no underlying
withholding requirement upon which
the deduction could be conditioned.

Taxpayers expressed concern that it
was often difficult to satisfy the prereg-
uisite that employers must deduct and
withhold income tax from payments in
kind as a condition for claiming a
deduction. These regulations address
this concern by eliminating this prereg-
uisite, while still ensuring consistent
treatment between service recipients
and service providers as required by
the statute. In addition, because the
deduction no longer is conditioned on
withholding, there no longer is a need
to have different rules for those who
receive services from employees and
those who receive services from others.

Under these regulations, the former
general rule and specia rule are
replaced by a revised genera rule that
more closely follows the statutory
language of section 83(h). The service
recipient is allowed a deduction for the
amount ‘‘included’” in the service
provider's gross income. For this pur-
pose, the amount included means the
amount reported on an origina or
amended return or included in gross
income as a result of an IRS audit of
the service provider.

Because of the potential difficulty of
demonstrating actual inclusion by the
service provider, a specia rule provides
that, if the service recipient timely
complies with applicable Form W-2 or
1099 reporting requirements under sec-
tion 6041 (or 6041A), as appropriate,
with respect to the amount includible in
income by the service provider, the
service provider is deemed to have
included the amount in gross income
for this purpose. Thus, the regulations
allow the deduction without reguiring
the service recipient to demonstrate
actual inclusion by the service pro-
vider. If a transfer meets the require-
ments for exemption from reporting for
payments aggregating less than $600 in
any taxable year, or is eligible for any

other reporting exemption, no reporting
is required in order for the service
recipient to rely on the deemed inclu-
sion rule.

In order to allow service recipients
to take advantage of the deemed inclu-
sion rule with respect to property
transfers to all service providers, these
regulations also permit service recip-
ients to use the special rule in the case
of transfers to corporate service pro-
viders. To that end, service recipients
are permitted, solely for purposes of
this rule, to treat the Form 1099
reporting requirements as applicable to
transfers to corporate service providers
in the same manner as those require-
ments apply to transfers to noncorpo-
rate service providers. Thus, if a
service recipient who transferred prop-
erty to a corporate service provider
timely reports that income on Form
1099 (to both the service provider and
the federal government), the service
recipient is entitled to rely on the
deemed inclusion rule in claiming a
deduction for the amount of that
income. If the transfer meets the
requirements for exemption from re-
porting for payments aggregating less
than $600 in any taxable year, or is
eligible for any other reporting exemp-
tion applicable to a service provider
that is not a corporation, no reporting
is required in order for the service
recipient to rely on the deemed inclu-
sion rule.

The deemed inclusion rule may be
used only by a service recipient whose
compliance with applicable Form W-2
or 1099 reporting requirements is
timely. Thus, for example, under the
current reporting requirements, if
amounts attributable to one or more
section 83 transfers of property are
includible in an employee's income in
year 1 (and are not eligible for any
reporting exemption), the employer
generaly is required to furnish the
employee a Form W-2 reflecting that
amount by January 31 of year 2 and
generally is required to file a copy of
the Form W-2 with the federal govern-
ment by the last day of February of
year 2. If the employer reports to the
employee and the government in a
timely manner, the employer can rely
on the deemed inclusion rule to claim a
deduction for the amount in year 1. If
the employee’'s Form W-2 is not
furnished until after January 31 of year
2 or the government’s copy of Form
W-2 is not filed until after the last day
of February of year 2, the employer

generally is required to demonstrate
that the employee actually included the
amount in income in order to support
its deduction of the amount.

Under these regulations, a special
rule applies with respect to an amount
includible in an employee's or former
employee’s income by reason of a
disqualifying disposition of stock that
had been acquired pursuant to a statu-
tory stock option. In the case of such a
disposition, and solely for the purpose
of determining whether an employer
may use the deemed inclusion rule
under these regulations, a Form W-2 or
W-2c (as appropriate) will be consid-
ered timely if it is furnished to the
employee or former employee, and
filed with the federa government, by
the date on which the employer files its
tax return (including an amended re-
turn) claiming a deduction for that
amount.

With respect to disqualifying disposi-
tions, these regulations modify the
conditions for an employer’s deduction
under section 83(h) in a manner that is
not inconsistent with the guidance
provided by Notice 87—49 (Changes to
Incentive Stock Option Requirements
by Section 321 of the Tax Reform Act
of 1986), 1987-2 C.B. 355. These
regulations are not intended to have
any effect on the application of Notice
87—49 or the analysis contained therein,
and therefore should not be viewed as
constituting a reconsideration of Reve-
nue Ruling 71-52, 1971-1 C.B. 278,
within the meaning of Notice 87—49.

Three written comments were re-
ceived from the public on the proposed
regulations. One dealt specifically with
the withholding requirements as they
apply to disqualifying dispositions of
stock received under an employee stock
purchase plan and, therefore, is beyond
the scope of this regulation. The
remaining two comments generally ap-
plauded the proposed amendments, but
they both expressed a concern that,
even after elimination of the withhold-
ing requirement as a prerequisite for
claiming a deduction under section
83(h), there remains a statutory require-
ment, under subtitle C, to withhold
income tax from compensatory trans-
fers of property. Both commentators
suggested that regulations be published
to exclude transfers of property in
payment for services from the with-
holding requirements.

Treasury and the IRS have carefully
considered the comments. However,
section 3402 of the Code requires
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every employer making payment of
wages to deduct and withhold income
tax from the wages. Section 3401(a)
(relating to the definition of wages for
income tax withholding purposes), sec-
tion 3121(a) (relating to the definition
of wages for FICA tax purposes), and
section 3306(b) (relating to the defini-
tion of wages for FUTA tax purposes)
of subtitle C all provide that ‘‘wages’’
means all remuneration ‘‘including the
cash value of all remuneration (includ-
ing benefits) paid in any medium other
than cash,”’ except as specified other-
wise in those sections. A transfer of
property in connection with the per-
formance of services is not one of the
specified exceptions.

Therefore, although the withholding
requirement is eliminated as a prerequi-
site for claiming a deduction, these
regulations do not relieve the service
recipient from any applicable withhold-
ing requirements of subtitle C or from
the statutorily prescribed penalties or
additions to tax for noncompliance with
those requirements. Thus, for example,
if an employer transferred to an em-
ployee property to which section 83
applies and failed to withhold income
tax on the payment, the employer
would be liable for the tax under
section 3403. However, under section
3402(d), any tax liability assessed
against the employer would be offset
by any tax paid by the employee. In
addition, nothing in these regulations
relieves the service recipient from
penalties or additions to tax for non-
compliance with the requirements of
section 6041 or 6041A (relating to
information reporting) to the extent
they otherwise apply.

These regulations are effective for
deductions allowable for taxable years
beginning on or after January 1, 1995.
However, taxpayers may apply these
regulations when claiming a deduction
for any year not closed by the statute
of limitations. For example, if substan-
tially vested (within the meaning of
81.83-3(b)) stock was transferred to an
employee in 1992 upon the exercise of
a nonstatutory stock option, and if the
calendar year employer furnished a
Form W-2 to the employee by January
31, 1993, reflecting the income gener-
ated by the transfer and filed the
appropriate Form W-2 with the federal
government by February 28, 1993, then
the employer could apply these regula-
tions to claim a deduction for 1992 for
the amount of the income, even if the
employer failed to withhold in accord-
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ance with section 3402 and could not
demonstrate actual inclusion in income
by the employee. If that employer did
not claim a deduction for the amount of
the income on its 1992 tax return, it
could file an amended return for 1992
claiming such a deduction pursuant to
these regulations, provided that 1992 is
still an open year.

The proposed regulation that was
published in the Federa Register on
November 16, 1983 (48 FR 52079),
proposing to amend the specia rule in
81.83-6(a)(2), was withdrawn by the
Notice of Proposed Rulemaking pub-
lished on December 5, 1994 (59 FR
62371).

Soecial Analyses

It has been determined that this
Treasury decision is not a significant
regulatory action as defined in EO
12866. Therefore, a regulatory assess-
ment is not required. It has also been
determined that section 553(b) of the
Administrative Procedure Act (5 U.S.C.
chapter 5) and the Regulatory Flex-
ibility Act (5 U.S.C. chapter 6) do not
apply to these regulations and, there-
fore, a Regulatory Flexibility Analysis
is not required. Pursuant to section
7805(f) of the Code, the notice of
proposed rulemaking preceding these
regulations was submitted to the Chief
Counsel for Advocacy of the Small
Business Administration for comment
on its impact on small business.

* * * * * *

Adoption of Amendments to the
Regulations

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

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

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

Par. 2. Section 1.83-6 is amended as
follows:

1. Paragraphs (8)(1) and (2) are
revised.

2. Paragraph (a)(5) is added.

3. The revisions and addition read as
follows:

§1.83-6 Deduction by employer.

(a) Allowance of deduction—(1)
General Rule. In the case of a transfer
of property in connection with the
performance of services, or a compen-

satory cancellation of a nonlapse
restriction described in section 83(d)
and 81.83-5, a deduction is alowable
under section 162 or 212 to the person
for whom the services were performed.
The amount of the deduction is equal
to the amount included as compensa-
tion in the gross income of the service
provider under section 83(a), (b), or
(d)(2), but only to the extent the
amount meets the requirements of
section 162 or 212 and the regulations
thereunder. The deduction is alowed
only for the taxable year of that person
in which or with which ends the tax-
able year of the service provider in
which the amount is included as
compensation. For purposes of this
paragraph, any amount excluded from
gross income under section 79 or
section 101(b) or subchapter N is
considered to have been included in
gross income.

(2) Special Rule. For purposes of
paragraph (a)(1) of this section, the
service provider is deemed to have
included the amount as compensation
in gross income if the person for whom
the services were performed satisfies in
a timely manner all requirements of
section 6041 or section 6041A, and the
regulations thereunder, with respect to
that amount of compensation. For
purposes of the preceding sentence,
whether a person for whom services
were performed satisfies all require-
ments of section 6041 or section
6041A, and the regulations thereunder,
is determined without regard to
81.6041-3(c) (exception for payments
to corporations). In the case of a
disqualifying disposition of stock de-
scribed in section 421(b), an employer
that otherwise satisfies all requirements
of section 6041 and the regulations
thereunder will be considered to have
done so timely for purposes of this
paragraph (&)(2) if Form W-2 or Form
W-2c, as appropriate, is furnished to
the employee or former employee, and
is filed with the federal government, on
or before the date on which the
employer files the tax return claiming
the deduction relating to the disqualify-
ing disposition.

* * * * * *

(5) Effective date. Paragraphs (a)(1)
and (2) of this section apply to
deductions for taxable years beginning
on or after January 1, 1995. However,
taxpayers may also apply paragraphs
(@) and (2) of this section when



claiming deductions for taxable years
beginning before that date if the claims
are not barred by the statute of
limitations. Paragraphs (a)(3) and (4) of
this section are effective as set forth in
§1.83-8(b).

* * * * * *

PART 602—OMB CONTROL
NUMBERS UNDER THE
PAPERWORK REDUCTION ACT

Par. 3. The authority citation for part
602 continues to read as follows:
Authority: 26 U.S.C. 7805.

§602.101 [Amended]

Par. 4. In 8602.101, paragraph (c) is
amended by adding the entry ‘*1.83-
6.... 1545-1448" in numerical order to
the table.

Margaret Milner Richardson,
Commissioner of
Internal Revenue.

Approved June 19, 1995.

Leslie Samuels,
Assistant Secretary of
the Treasury.

(Filed by the Office of the Federal Register on
July 18, 1995, 8:45 am., and published in the
issue of the Federal Register for July 19, 1995,
60 F.R. 36995)

Part Ill.—Items Specifically Excluded from Gross
Income

Section 103.—Interest on State and
Local Bonds

What are the conditions under which an issuer
of State or local bonds may make payments to
the U.S. to reduce the yield on investments
purchased with the proceeds of advance refund-
ing bonds on a date when the issuer is unable to
purchase U.S. Treasury securities—State and
Local Government Series (‘'SLGS'’) because the
Department of the Treasury has suspended sales
of SLGS? See Rev. Proc. 9547, page 417.

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

The qualified census tracts for Puerto Rico and
the Virgin Islands are set forth for use in
determining the portion of loans required to be
placed in targeted areas under section 143(h) of
the Code. See Rev. Proc. 95-31, page 378.

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

Guidance is provided for the use of the
national and area median gross income figures
by issuers of qualified mortgage bonds and
mortgage credit certificates in determining the
housing cost/income ratio described in section
143(f)(5) of the Code. See Rev. Proc. 95-32,
page 379.

Section 132.—Certain Fringe Benefits

The Service is providing inflation adjustments
to the limitation on the exclusion of a qualified
transportation fringe for taxable years beginning
in 1996. See Rev. Proc. 95-53, page 445.

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

The Service is providing inflation adjustments
to the limitation on the exclusion of income from
United States savings bonds for taxpayers who
pay qualified higher education expenses for
taxable years beginning in 1996. See Rev. Proc.
95-53, page 445.

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

Subpart A.—Private Activity Bonds

Section 143.—Mortgage Revenue
Bonds: Qualified Mortgage Bond and
Qualified Veterans’ Mortgage Bond

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

The qualified census tracts for Puerto Rico and
the Virgin Islands are set forth for use in
determining the portion of loans required to be
placed in targeted areas under section 143(h) of
the Code. See Rev. Proc. 95-31, page 378.

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

Guidance is provided for the use of the
national and area median gross income figures
by issuers of qualified mortgage bonds and
mortgage credit certificates in determining the
housing cost/income ratio described in section
143(f)(5) of the Code. See Rev. Proc. 95-32,
page 379.

Subpart B.—Requirements Applicable to All State
and Local Bonds

Section 148.—Arbitrage

What are the conditions under which an issuer
of State or local bonds may make payments to

the U.S. to reduce the yield on investments
purchased with the proceeds of advance refund-
ing bonds on a date when the issuer is unable to
purchase U.S. Treasury securities—State and
Local Government Series (‘‘SLGS'’) because the
Department of the Treasury has suspended sales
of SLGS? See Rev. Proc. 9547, page 417.

Part V.—Deductions for Personal Exemptions

Section 151.—Allowance of
Deductions for Personal Exemptions

26 CFR 1.151.4: Amount of deduction for
each exemption under section 151.

The Service is providing inflation adjustments
to the personal exemption and to the threshold
amounts of adjusted gross income above which
the exemption amount phases out for taxable
years beginning in 1996. See Rev. Proc. 95-53,
page 445.

Part VI.—Itemized Deductions for Individuals and
Corporations

Section 162.—Trade or Business
Expenses

26 CFR 1.162-17: Reporting and
substantiation of certain business expenses of
employees.

The rules for substantiating the amount of a
deduction or expense for business use of an
automobile that most nearly represents current
costs are set forth. See Rev. Proc. 95-54, page
450.

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

T.D. 8602

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Part 1

Lobbying Expense Deductions—Dues,
Allocation of Costs to Lobbying
Activities, and Influencing Legislation

AGENCY: Interna Revenue Service
(IRS), Treasury.

ACTION: Fina regulations.

SUMMARY: This document contains
final regulations that define influencing
legislation for purposes of the deduc-
tion disallowance for certain amounts
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paid or incurred in connection with
influencing legislation. It also contains
final regulations concerning allocating
costs to influencing legislation or the
official actions or positions of certain
federal executive branch officials and
the deductibility of dues (and other
similar amounts) paid to certain tax-
exempt organizations. These regula-
tions are necessary because of changes
made to the Internal Revenue Code by
the Omnibus Budget Reconciliation Act
of 1993. These rules will assist busi-
nesses and certain tax-exempt organiza-
tions in complying with the Internal
Revenue Code.

DATES: These regulations are effective
July 21, 1995.

For dates of applicability, see
881.162-20, paragraphs (c)(5) and (d),
1.162-28(h), and 1.162-29(h).

SUPPLEMENTARY INFORMATION:
Background

On December 27, 1993, the IRS
published in the Federal Register tem-
porary regulations (58 FR 68294 [TD
8511, 1994-1 C.B. 37]) under section
162 of the Interna Revenue Code
(Code) relating to the dues deduction
disallowance and a notice of proposed
rulemaking (58 FR 68334 [IA-60-93,
1994-1 C.B. 802]) cross-referencing
the temporary regulations. On the same
day, the IRS published in the Federa
Register a notice of proposed rulemak-
ing (58 FR 68330 [IA-57-93, 1994-1
C.B. 797]) under section 162 of the
Code relating to the allocation of costs
to lobbying activities. On May 13,
1994, the IRS published in the Federal
Register a notice of proposed rulemak-
ing (59 FR 24992 [IA-23-94, 1994-1
C.B. 809]) under section 162 concern-
ing the definition of influencing legisla-
tion. Written comments responding to
the notices were received and public
hearings were held on allocating costs
to lobbying activities on April 6, 1994,
and on influencing legislation on Sep-
tember 12, 1994. After careful consid-
eration of al the comments, the pro-
posed regulations are adopted, as
revised and renumbered by this docu-
ment. The issues described in this
preamble are the principal issues con-
sidered in adopting the final regula-
tions. However, a number of other
technical and clarifying changes were
made.
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Lobbying Expense Deductions—
Dues—81.162-20.

The proposed regulations are adopted
without change.

Allocation of Costs to Lobbying
Activities—81.162-28.

The proposed regulations generally
describe the costs that are properly
allocable to lobbying activities and
permit taxpayers to use any reasonable
method to allocate those costs between
lobbying activities and other activities.
Under the proposed regulations, a
method is not reasonable unless it is
applied consistently, allocates a proper
amount of costs (including labor costs
and general and administrative costs) to
lobbying activities, and is consistent
with certain special rules of the regula-
tions. The proposed regulations provide
that a taxpayer may use the following
methods of allocating costs to lobbying
activities: (1) the ratio method; (2) the
gross-up method; and (3) an allocation
method that applies the principles of
section 263A and the regulations there-
under.

While the proposed regulations are
intended to allow any reasonable
method, some commentators interpreted
the proposed regulations as treating
only the three specified methods as
reasonable methods of allocating costs.
The final regulations clarify that tax-
payers may use any reasonable method
of allocating costs to lobbying ac-
tivities, including, but not limited to,
the three specified methods.

Some commentators stated that the
regulations should provide that a cost
allocation method is not unreasonable
simply because it allocates a lesser
amount of costs to lobbying activities
than any one of the three specified
methods. Whether any other allocation
method is reasonable depends on the
facts and circumstances of a particular
case. The three specified methods,
aone or in combination, do not
establish a baseline allocation against
which to compare other methods.

The proposed regulations direct tax-
payers to see section 6001 and the
regulations thereunder for recordkeep-
ing requirements. Numerous commenta-
tors requested additional guidance con-
cerning recordkeeping for lobbying
activities. Some commentators recom-
mended that the regulations should
provide that the IRS will accept good

faith or reasonable estimates of time
spent on lobbying activities. Other
commentators recommended that the
regulations, like the preamble to the
proposed regulations, should state ex-
plicitly that taxpayers are not required
to maintain any particular records of
costs of lobbying activities, such as
daily time reports, daily logs, or similar
documents.

Section 6001 aready requires a
taxpayer to keep records necessary for
the taxpayer to apply its reasonable
method of allocating costs to lobbying
activities. Thus, each taxpayer must use
methods appropriate for its trade or
business. The proposed regulations,
nevertheless, do not require a taxpayer
to maintain its records of costs of
lobbying activities in any particular
form. The IRS and Treasury believe
that the final regulations should not
provide guidance concerning record-
keeping in addition to that already pro-
vided in section 6001 and, therefore, no
changes were made in response to these
suggestions.

Under the ratio method of the
proposed regulations, a taxpayer multi-
plies its total costs of operations
(excluding third-party costs) by a frac-
tion, the numerator of which is the
taxpayer’s lobbying labor hours and the
denominator of which is the taxpayer’'s
total labor hours. The taxpayer adds the
result of this calculation to its third-
party costs to allocate its costs to
lobbying activities.

The proposed regulations define the
term total costs of operations as the
total costs of the taxpayer’'s trade or
business for a taxable year, excluding
third-party costs. Commentators ques-
tioned the scope of the definition and
suggested that certain costs should be
excluded from the definition. For ex-
ample, several commentators inquired
whether total costs of operations means
costs reflected on a company’s finan-
cial statements or its tax returns.
In addition, commentators inquired
whether the term included depreciation,
charitable contributions, or federal tax
expenses. With respect to tax-exempt
organizations, commentators inquired
whether total costs of operations in-
cluded the costs of educational con-
ferences, conventions, books and other
publications, and unrelated business
activities. Among the costs that com-
mentators recommended excluding
from the definition of total costs of
operations are purchases and other
costs of goods sold and all third-party
costs unrelated to lobbying activities.



As indicated above, the final regula-
tions clarify that taxpayers may use any
reasonable method of allocating costs
to lobbying activities. The regulations
set forth the ratio method as one
simplified method that taxpayers have
the option of using. If the regulations
were modified to provide a specific
definition of total costs of operations
encompassing a complex set of exclu-
sions designed to suit the circumstances
of al businesses, the ratio method
would no longer be a simplified
method and would require complex
analysis by taxpayers and the IRS.
Therefore, the definition of total costs
of operations is not changed in the
final regulations. Taxpayers who do not
find the simple ratio method appropri-
ate to their circumstances may use
another reasonable method.

The proposed regulations provide
that for purposes of the ratio method, a
taxpayer may treat as zero the lobbying
labor hours of personnel engaged in
secretarial, maintenance, and other sim-
ilar activities. The IRS and Treasury
invited comments on whether this rule
will distort the costs alocated to
lobbying activities. Most commentators
responded favorably to this rule. Some
indicated that the administrative bene-
fits far outweighed any minimal distor-
tion. Commentators also requested
guidance concerning the term ‘‘other
similar activities.””’

The final regulations clarify that a
taxpayer using the ratio method may
treat as zero the hours of personnel
engaged in secretarial, clerical, support,
and other administrative activities (as
opposed to activities involving signifi-
cant judgment with respect to lobbying
activities). For example, because para-
professionals and analysts when en-
gaged in a lobbying activity may
engage in activities involving signifi-
cant judgments with respect to the
lobbying activity, taxpayers may not
treat their time as zero.

Under the gross-up method of the
proposed regulations, a taxpayer allo-
cates costs to lobbying activities by
multiplying the taxpayer’'s basic labor
costs for lobbying labor hours by 175
percent. For this purpose, the tax-
payer’'s basic labor costs are limited to
wages or other similar costs of labor,
such as guaranteed payments for serv-
ices. Thus, for example, pension costs
and other employee benefits are not
included in basic labor costs. As with
the ratio method, third party costs are
then added to the result of the calcula-

tion to arrive at the total costs to
alocate to lobbying activities.

Although the proposed gross-up
method provides a simple way to
calculate costs alocated to lobbying
activities, some commentators noted
that the proposed gross-up method did
not simplify recordkeeping because
taxpayers had to keep track of the
lobbying labor hours of clerica and
support staff in order to determine
lobbying labor costs.

In response to this concern, the fina
regulations provide an alternative
gross-up method. Under this alterna-
tive, taxpayers may treat as zero the
lobbying labor hours of personnel who
engage in secretarial, clerical, support,
and other administrative activities that
do not involve significant judgment
with respect to the lobbying activity.
However, if a taxpayer uses this
alternative, it must multiply costs for
lobbying labor hours by 225 percent.

Many commentators suggested that
the proposed gross-up percentage of
175 percent was too high, based on
information from their industry. The
gross-up factors (including the 225
percent factor added to the fina
regulations) are intended to approxi-
mate the average gross-up factors for
all taxpayers. The IRS and Treasury
believe that these factors are the
appropriate factors as averages for all
taxpayers. If the regulations were fur-
ther modified to provide a set of gross-
up factors to suit the circumstances of
various businesses or industries, the
gross-up method would no longer be a
simplified method. The fina regula-
tions clarify that taxpayers may use any
reasonable method of allocating costs
to lobbying activities. Thus, taxpayers
who do not find the gross-up method
appropriate to their circumstances may
use another reasonable method.

The proposed regulations provide
that taxpayers that do not pay or incur
reasonable labor costs for persons
engaged in lobbying activities may not
use the ratio method or the gross-up
method. Several commentators re-
guested that the IRS reconsider this
restriction. In addition, some commen-
tators expressed concern that this
restriction would prevent tax-exempt
organizations from wusing the ratio
method or gross-up method if they used
volunteers in their lobbying activities.
One commentator inquired whether an
exempt organization that uses volun-
teers should account for the time of
volunteers in alocating costs to lobby-
ing activities.

The final regulations provide that all
taxpayers may use the ratio method,
but prohibit use of the gross-up method
by a taxpayer (other than one subject to
section 6033(e)) that does not pay or
incur reasonable labor costs for its
personnel engaged in lobbying. More-
over, tax-exempt organizations affected
by the lobbying disallowance rules can
use the gross-up method or the ratio
method even if some of their lobbying
activities are conducted by volunteers.
Because volunteers are not taxpayers
personnel, time spent by volunteers is
excluded from the taxpayer’s lobbying
labor hours and total labor hours
(although the hours may be included in
their employer’s lobbying labor hours
or total labor hours).

Under the proposed regulations, tax-
payers who use the ratio method or the
gross-up method must account for
certain third-party costs. The proposed
regulations define these third-party
costs as amounts paid or incurred for
lobbying activities conducted by third
parties (such as amounts paid to
lobbyists and dues that are allocable to
lobbying expenditures) and amounts
paid or incurred for travel and enter-
tainment relating to lobbying activities.

Some commentators asked that the
final regulations clarify that the
lobbying-related travel and entertain-
ment expenses of an employee of the
taxpayer are not treated as third-party
costs for either the ratio or gross-up
method. The IRS and Treasury intend
for taxpayers to account for employee
travel and entertainment expenses sepa-
rately as third-party costs under both
methods. Thus, the final regulations do
not adopt this recommendation. How-
ever, the final regulations clarify that if
a cost defined as a third-party cost is
allocable only partially to lobbying
activities, then only that portion of the
cost must be allocated to lobbying
activities under the ratio method and
gross-up method.

The proposed regulations provide a
special de minimis rule for labor hours
spent by personnel on lobbying activi-
ties. Under this de minimis rule, a tax-
payer may treat time spent by person-
nel on lobbying activities as zero if less
than five percent of the person’s time
is spent on lobbying activities.

The de minimis rule for labor hours
does not apply to direct contact lobby-
ing with legislators and covered execu-
tive branch officials. Thus, all hours
spent by a person on direct contact
lobbying as well as the hours that
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person spends in connection with direct
contact lobbying (such as background
meetings) must be allocated to |obby-
ing activities. For this purpose, an
activity is direct contact lobbying if it
is a meeting, telephone conversation,
letter, or other similar means of com-
munication with a legislator (other than
a local legislator), or covered executive
branch official (as defined in section
162(e)(6)) and otherwise qualifies as a
lobbying activity.

Commentators requested that the de
minimis percentage be increased and
that the direct contact exception be
eliminated. The final regulations do not
adopt these recommendations. The final
regulations do, however, clarify that the
direct contact exception applies only to
the individuals who make the direct
contact, not to support personnel who
engage in research, preparation, and
other background activities but who do
not make a direct contact.

Influencing Legislation—81.162—29.

The proposed regulations provide
definitions of influencing legislation
and other terms necessary to apply the
rules. In general, commentators ap-
proved of these definitions. The final
regulations modify the definitions only
to clarify their application. However,
no substantive change is intended by
these modifications.

Some commentators stated that the
final regulations should distinguish be-
tween influencing legislation and
educating legislators. The final regula-
tions do not adopt this suggestion. The
IRS and Treasury believe that the
statute does not draw this distinction
and neither should the regulations.
Activities undertaken to educate a
legislator may constitute influencing
legislation under definitions in the final
regulations. Further, the legislative his-
tory confirms that Congress did not
intend to provide an exception for
providing technical advice or assis-
tance.

The proposed regulations provide
that a lobbying communication is any
communication that (1) refers to spe-
cific legislation and reflects a view on
that legislation, or (2) clarifies, ampli-
fies, modifies, or provides support for
views reflected in a prior lobbying
communication. The proposed regula-
tions provide that the term specific
legislation includes both legislation that
has aready been introduced in a
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legislative body and a specific legisla-
tive proposal that the taxpayer either
supports or opposes.

Several commentators stated that the
phrase ‘‘reflects a view’' should be
defined to mean an explicit statement
of support or opposition to legislative
action. Some commentators also sug-
gested that the regulations should make
clear that a taxpayer is not reflecting a
view on specific legidlation if it pres-
ents a balanced analysis of the merits
and defects of the legislation.

The final regulations do not adopt
either of these recommendations. A
taxpayer can reflect a view on specific
legislation without specifically stating
that it supports or opposes that legisla-
tion. Thus, as illustrated in 8§1.162—
29(b)(2), Example 8, a taxpayer reflects
a view on specific legislation even if
the taxpayer does not explicitly state its
support for, or opposition to, action by
a legislative body. Moreover, a tax-
payer's balanced or technical analysis
of legidlation reflects a view on some
aspect of the legislation and, thus, is a
lobbying communication.

The proposed regulations do not
contain a definition of the term *‘spe-
cific legislative proposal,’” but do
contain several examples to illustrate
the scope of the term. For instance, in
Example 5 of 81.162-29(b)(2) of the
proposed regulations, a taxpayer pre-
pares a paper indicating that increased
savings and local investment will spur
the state economy. The taxpayer for-
wards a summary of the paper to
legislators with a cover letter that
states, in part:

You must take action to improve the
availability of new capital in the
state.

The example concludes that the tax-
payer has not made a lobbying com-
munication because neither the sum-
mary nor the cover letter refers to a
specific legislative proposal.

In Example 6 of that section, a
taxpayer prepares a paper concerning
the benefits of lowering the capital
gains tax rate. The taxpayer forwards a
summary of the paper to its representa-
tive in Congress with a cover letter that
states, in part:

| urge you to support a reduction in
the capital gains tax rate.

The example concludes that the tax-
payer has made a lobbying communica-
tion because the communication refers

to and reflects a view on a specific
legislative proposal.

Numerous commentators stated that
they do not perceive a distinction
between the two examples. In addition,
certain commentators requested that the
term *‘specific legislative proposal’’ be
defined.

Whether a communication refers to a
specific legislative proposal may vary
with the context. The communication in
Example 5 is not sufficiently specific to
be a specific legislative proposal, and
no other facts and circumstances indi-
cate the existence of a specific legisla-
tive proposal to which the communica-
tion refers. In Example 6, however,
support is limited to a proposal for
reduction of a particular tax rate.
Although commentators suggested a
number of definitions of the term
‘“‘gpecific legislative proposal,”” none
was entirely satisfactory in capturing
the full range of communications re-
ferred to in section 162(e)(4)(A). Thus,
the final regulations do not adopt these
suggestions.

The proposed regulations provide
that an attempt to influence legislation
means a lobbying communication and
all activities such as research, prepara-
tion, and other background activities
engaged in for a purpose of making or
supporting a lobbying communication.
The purpose or purposes for engaging
in an activity are determined based on
al the facts and circumstances.

The proposed regulations provide
two presumptions concerning the pur-
pose for engaging in an activity that is
related to a lobbying communication.
The first presumption provides that if
an activity relating to a lobbying com-
munication is engaged in for a nonlob-
bying purpose prior to the first taxable
year preceding the taxable year in
which the communication is made, the
activity is presumed to be engaged in
for all periods solely for that nonlobby-
ing purpose (favorable presumption).
Conversely, the second presumption
provides that if an activity relating to a
lobbying communication is engaged in
during the taxable year in which the
lobbying communication is made or the
immediately preceding taxable year, the
activity is presumed to be engaged in
solely for a lobbying purpose (adverse
presumption).

The adverse presumption was in-
tended to prevent taxpayers from abus-
ing an intent- or purpose-based rule by
labelling their lobbying activities as



mere monitoring. On the other hand,
the favorable presumption provides
substantial certainty to taxpayers who
engage in an activity for a nonlobbying
purpose a sufficient time before a
lobbying communication is made.

While commentators approved of the
purpose test, many criticized the pre-
sumptions. Many commentators argued
that the presumptions would create
unreasonable recordkeeping burdens re-
quiring detailed records concerning the
purpose of a taxpayer’'s every activity.
Several commentators also argued that
the presumptions operated over too
great a period of time and recom-
mended that, if retained, they should
apply to a period of 6 months or,
alternatively, a calendar year. A num-
ber of commentators expressed a belief
that the presumptions created a 2-year
lookback recharacterizing activities as
lobbying activities. Other commentators
further argued that the presumptions
used undefined terms and would be
difficult to rebut.

Although the presumptions were in-
tended as an aid in identifying ac-
tivities that were more or less likely to
be lobbying activities, the IRS and
Treasury believe that the presumptions
have been viewed by the commentators
as undermining and complicating the
purpose-based test. Therefore, the final
regulations eliminate the presumptions,
replacing them with a list of some of
the facts and circumstances to be
considered in determining whether an
activity is engaged in for a lobbying
purpose.

In addition, in response to various
comments concerning the treatment of
activities engaged in for the purpose of
deciding to lobby, the final regulations
clarify that the activity of deciding to
lobby is to be treated in the same
manner as research, preparation, and
other background activities. Thus, a
taxpayer who engages in the decision-
making process may be treated as
engaged in that activity for a lobbying
purpose. This rule applies to a taxpayer
who alone or as part of a group is
deciding whether a lobbying communi-
cation should be made.

Under the proposed regulations, if a
taxpayer engages in an activity for a
lobbying purpose and for some non-
lobbying purpose, the taxpayer must
treat the activity as engaged in partially
for a lobbying purpose and partially for
a nonlobbying purpose (multiple-pur-
pose rule). While many commentators
approved of a facts and circumstances

analysis to determine whether a tax-
payer engages in an activity for a
lobbying purpose, some of these com-
mentators thought that an activity
should be subject to section 162(e)-
(D(A) only if the principal or primary
purpose of the activity is to make or
support a lobbying communication.
According to these commentators, a
principal or primary purpose rule
would be easier to administer than the
proposed multiple purpose rule. Several
commentators noted that a principal or
primary purpose test would eliminate
the burden of dividing the costs of an
activity among purposes under the
proposed multiple-purpose rule.

The IRS and Treasury continue to
believe that a principal or primary
purpose test does not avoid the neces-
sity of determining the various pur-
poses for engaging in an activity and
the relative importance of those pur-
poses, and it has a substantial ‘‘cliff”’
effect. Therefore, the final regulations
do not adopt a principal or primary
purpose test.

The proposed regulations do not
specify methods for accomplishing a
reasonable cost allocation in the case of
multiple purpose activities. Rather, the
proposed regulations specify two
methods that may not be appropriate. A
taxpayer’'s treatment of multiple pur-
pose activities will, in general, not
result in a reasonable alocation if it
allocates to influencing legislation (1)
only the incremental amount of costs
that would not have been incurred but
for the lobbying purpose; or (2) an
amount based on the number of pur-
poses for engaging in that activity
without regard to the relative impor-
tance of those purposes.

Some commentators requested addi-
tional guidance (by way of example)
concerning how a taxpayer should
determine the ‘‘relative importance’’ of
purposes. In response to these com-
ments, the final regulations are clarified
to treat alocations based solely upon
the number of purposes for engaging in
an activity as generally not reasonable.
The IRS and Treasury intend this
change to indicate that an alocation
based on the number of purposes may
be reasonable if it reflects the relative
importance of various purposes, even if
the allocation is not precise. For
instance, if a taxpayer engages in an
activity for two purposes of substan-
tially similar importance, treating the
activity as engaged in 50 percent for
each purpose is reasonable.

The final regulations provide special
rules for activities engaged in for a
lobbying purpose (including deciding to
lobby) where the taxpayer later con-
cludes that no lobbying communication
will be made regarding that activity.
Specifically, the final regulations treat
these activities as if they had not been
engaged in for a lobbying purpose if,
as of the taxpayer’s timely filed return,
the taxpayer no longer expects, under
any reasonably foreseeable circum-
stances, that a lobbying communication
will be made that is supported by the
activity. Thus, the taxpayer need not
treat any amount allocated to that
activity for that year under 81.162-28
as an amount to which section
162(e)(1)(A) applies. On the other
hand, if the taxpayer reaches that
conclusion at any time after the filing
date, then the amount (not previously
satisfying these special rules) allocated
to that activity under 8§1.162-28 is
treated as an amount that is paid or
incurred only at that time and that is
not subject to section 162(e)(1)(A).
Thus, in effect, the taxpayer is treated
as if it incurred the costs relating to
that activity in that later year in
connection with a nonlobbying activity.
A specia rule is provided for exempt
organizations to which section 6033(€)
applies, which permits those organiza-
tions to instead treat these amounts as
reducing (but not below zero) their
expenditures to which section 162(e)(1)
applies beginning with that year and
continuing for subsequent years to the
extent not treated in prior years as
reducing those expenditures.

The proposed regulations provide a
special rule for so-called ‘‘paid volun-
teers.”” If, for the purpose of making or
supporting a lobbying communication,
one taxpayer uses the services or
facilities of a second taxpayer and does
not compensate the second taxpayer for
the full cost of the services or facilities,
the purpose and actions of the first
taxpayer are imputed to the second
taxpayer. Thus, for example, if a trade
association uses the services of a
member’s employee, at no cost to the
association, to conduct research or
similar activities to support the trade
association’s lobbying communication,
the trade association’s purpose and
actions are imputed to the member. As
a result, the member is treated as
influencing legislation with respect to
the employee’s work in support of the
trade association’s lobbying communi-
cation.
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The IRS and Treasury intended the
special imputation rule to deny a
deduction for the amounts paid or
incurred by a taxpayer participating in
a group activity involving a lobbying
purpose and a lobbying communication,
even if the lobbying communication
was made by a person other than the
taxpayer. The final regulations clarify
the rule. In addition, in response to
commentators who requested clarifica-
tion on when an employer must ac-
count for employee volunteer 1obbying
activities, the final regulations provide,
by way of example, that if a taxpayer’s
employee not acting within the scope
of employment volunteers to engage in
activities influencing legislation, then
the taxpayer is not influencing legis-
lation.

Certain commentators have indicated
that participation in the activities of
government advisory bodies, such as
federal advisory committees, should be
exempt from section 162(e). Commen-
tators argued that federal advisory
committees provide information and
advice to assist the federal government
in matters it specifies, not to influence
legislation.

The statutory term influencing legis-
lation includes lobbying communica-
tions with government employees or
officials who may participate in the
formulation of legislation. Section
162(e) does not except lobbying com-
munications made by participating in
federal advisory committees. Further,
the legislative history strongly suggests
that no exceptions were intended other
than for communications pursuant to
subpoena or similar compulsion. Thus,
participating in a federal advisory
committee is influencing legislation if
the purpose of the participant's ac-
tivities is to make or support a
lobbying communication, even if the
lobbying communication is made by
another participant or by the federal
advisory committee as a whole.

The proposed regulations defining
influencing legislation propose an
effective date of May 13, 1994. Several
commentators requested that the effec-
tive date of the final regulations be the
date they are published or later. The
final regulations on influencing legisla-
tion adopt this suggestion and are
effective as of the date of publication,
as are the final regulations on allocat-
ing costs to lobbying activities. Tax-
payers must adopt a reasonable inter-
pretation of section 162(e) for amounts
paid or incurred prior to the effective
date.
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Soecial Analyses

It has been determined that this
Treasury decision is not a significant
regulatory action as defined in EO
12866. Therefore, a regulatory assess-
ment is not required. It has also been
determined that section 553(b) of the
Administrative Procedure Act (5 U.S.C.
chapter 5) and the Regulatory Flex-
ibility Act (5 U.S.C. chapter 6) do not
apply to these regulations, and, there-
fore, a Regulatory Flexibility Analysis
is not required. Pursuant to section
7805(f) of the Interna Revenue Code,
the notice of proposed rulemaking
preceding these regulations was submit-
ted to the Small Business Administra-
tion for comment on its impact on
small business.

* * * * * *

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR part 1 is
amended as follows:

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 81.162-20, paragraphs
(©)(5) and (d) are added to read as
follows:

§1.162—20 Expenditures attributable
to lobbying, political campaigns,
attempts to influence legislation, etc.,
and certain advertising.

* * * * * *

(C * % %

(5) Expenses paid or incurred after
December 31, 1993, in connection with
influencing legislation other than cer-
tain local legislation. The provisions of
paragraphs (c)(1) through (3) of this
section are superseded for expenses
paid or incurred after December 31,
1993, in connection with influencing
legislation (other than certain local
legislation) to the extent inconsistent
with section 162(e)(1)(A) (as limited
by section 162(e)(2)) and 8§81.162—
20(d) and 1.162-29.

(d) Dues allocable to expenditures
after 1993. No deduction is allowed
under section 162(a) for the portion of
dues or other similar amounts paid by
the taxpayer to an organization exempt

from tax (other than an organization
described in section 501(c)(3)) which
the organization notifies the taxpayer
under section 6033(e)(1)(A)(ii) is alo-
cable to expenditures to which section
162(e)(1) applies. The first sentence of
this paragraph (d) applies to dues or
other similar amounts whether or not
paid on or before December 31, 1993.
Section 1.162—-20(c)(3) is superseded to
the extent inconsistent with this para-

graph (d).
81.162-20T [Removed]
Par. 3. Section 1.162-20T is
removed.

Par. 4. Section 1.162-28 is added to
read as follows:

81.162-28 Allocation of costs to
lobbying activities.

(&) Introduction—(1) In general.
Section 162(e)(1) denies a deduction
for certain amounts paid or incurred in
connection with activities described in
section 162(e)(1)(A) and (D) (lobbying
activities). To determine the nondeduct-
ible amount, a taxpayer must allocate
costs to lobbying activities. This sec-
tion describes costs that must be
alocated to lobbying activities and
prescribes rules permitting a taxpayer
to use a reasonable method to allocate
those costs. This section does not apply
to taxpayers subject to section 162(e)-
(5)(A). In addition, this section does
not apply for purposes of sections 4911
and 4945 and the regulations there-
under.

(2) Recordkeeping. For recordkeep-
ing reguirements, see section 6001 and
the regulations thereunder.

(b) Reasonable method of allocating
costs—(1) In general. A taxpayer must
use a reasonable method to allocate the
costs described in paragraph (c) of this
section to lobbying activities. A
method is not reasonable unless it is
applied consistently and is consistent
with the special rules in paragraph (g)
of this section. Except as provided in
paragraph (b)(2) of this section, reason-
able methods of allocating costs to
lobbying activities include (but are not
limited to)—

(i) The ratio method described in
paragraph (d) of this section;

(ii) The gross-up method described
in paragraph (e) of this section; and

(iii) A method that applies the prin-
ciples of section 263A and the regula-



tions thereunder (see paragraph (f) of
this section).

(2) Taxpayers not permitted to use
certain methods. A taxpayer (other than
one subject to section 6033(e)) that
does not pay or incur reasonable labor
costs for persons engaged in lobbying
activities may not use the gross-up
method. For example, a partnership or
sole proprietorship in which the lobby-
ing activities are performed by the
owners who do not receive a salary or
guaranteed payment for services does
not pay or incur reasonable labor costs
for persons engaged in those activities
and may not use the gross-up method.

(c) Costs allocable to lobbying activi-
ties—(1) In general. Costs properly
allocable to lobbying activities include
labor costs and general and administra-
tive costs.

(2) Labor costs. For each taxable
year, labor costs include costs attributa-
ble to full-time, part-time, and contract
employees. Labor costs include all
elements of compensation, such as
basic compensation, overtime pay, va-
cation pay, holiday pay, sick leave pay,
payroll taxes, pension costs, employee
benefits, and payments to a supplemen-
tal unemployment benefit plan.

(3) General and administrative

Lobbying labor hours

Total labor hours

(2) Lobbying labor hours. Lobbying
labor hours are the hours that a
taxpayer’s personnel spend on lobbying
activities during the taxable year. A
taxpayer may use any reasonable
method to determine the number of
labor hours spent on lobbying activities
and may use the de minimis rule of
paragraph (g)(1) of this section. A
taxpayer may treat as zero the lobbying
labor hours of personnel engaged in
secretarial, clerical, support, and other
administrative activities (as opposed to
activities involving significant judg-
ment with respect to lobbying ac-
tivities). Thus, for example, the hours
spent on lobbying activities by para-
professionals and analysts may not be
treated as zero.

(3) Total labor hours. Total labor
hours means the total number of hours
that a taxpayer’'s personnel spend on a
taxpayer’s trade or business during the
taxable year. A taxpayer may make
reasonable assumptions concerning to-

costs. For each taxable year, genera
and administrative costs include de-
preciation, rent, utilities, insurance,
maintenance costs, security costs, and
other administrative department costs
(for example, payroll, personnel, and
accounting).

(d) Ratio method—(1) In general.
Under the ratio method described in
this paragraph (d), a taxpayer allocates
to lobbying activities the sum of its
third-party costs (as defined in para
graph (d)(5) of this section) allocable
to lobbying activities and the costs
determined by using the following
formula

Total costs of operations.

tal hours spent by personnel on the
taxpayer’s trade or business. For exam-
ple, it may be reasonable, based on all
the facts and circumstances, to assume
that all full-time personnel spend 1,800
hours per year on a taxpayer’s trade or
business. If, under paragraph (d)(2) of
this section, a taxpayer treats as zero
the lobbying labor hours of personnel
engaged in secretarial, clerical, support,
and other administrative activities, the
taxpayer must also treat as zero the
total labor hours of al personnel
engaged in those activities.

(4) Total costs of operations. A
taxpayer's total costs of operations
means the total costs of the taxpayer's
trade or business for a taxable year,
excluding third-party costs (as defined
in paragraph (d)(5) of this section).

(5) Third-party costs. Third-party
costs are amounts paid or incurred in
whole or in part for lobbying activities
conducted by third parties (such as

Lobbying labor hours

Total labor hours

[300 + 1,700 + 1,000

Total costs Allocable
of operations third-party costs
$300,000]

6,000

(]

amounts paid to taxpayers subject to
section 162(e)(5)(A) or dues or other
similar amounts that are not deductible
in whole or in part under section
162(e)(3)) and amounts paid or in-
curred for travel (including meas and
lodging while away from home) and
entertainment relating in whole or in
part to lobbying activities.

(6) Example.The provisions of this
paragraph (d) are illustrated by the
following example.

Example. (i) In 1996, three full-time
employees, A, B, and C, of Taxpayer W engage
in both lobbying activities and nonlobbying
activities. A spends 300 hours, B spends 1,700
hours, and C spends 1,000 hours on lobbying
activities, for a total of 3,000 hours spent on
lobbying activities for W. W reasonably assumes
that each of its three employees spends 2,000
hours a year on W’s business.

(ii) W’s total costs of operations are $300,000.
W has no third-party costs.

(iii) Under the ratio method, X allocates
$150,000 to its lobbying activities for 1996, as
follows:

Costs allocable to
lobbying activities

$150,000.
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(e) Gross-up method—(1) In gen-
eral. Under the gross-up method de-
scribed in this paragraph (€)(1), the
taxpayer allocates to lobbying activities
the sum of its third-party costs (as
defined in paragraph (d)(5) of this
section) allocable to lobbying activities
and 175 percent of its basic lobbying
labor costs (as defined in paragraph
(e)(3) of this section) of al personnel.

(2) Alternative gross-up method. Un-
der the alternative gross-up method
described in this paragraph (e)(2), the
taxpayer allocates to lobbying activities
the sum of its third-party costs (as
defined in paragraph (d)(5) of this
section) allocable to lobbying activities
and 225 percent of its basic lobbying
labor costs (as defined in paragraph
(e)(3)), excluding the costs of person-

nel who engage in secretarial, clerical,
support, and other administrative ac-
tivities (as opposed to activities involv-
ing significant judgment with respect to
lobbying activities).

(3) Basic lobbying labor costs. For
purposes of this paragraph (€), basic
lobbying labor costs are the basic costs
of lobbying labor hours (as defined in
paragraph (d)(2) of this section) deter-
mined for the appropriate personnel.
For purposes of this paragraph (e),
basic costs of lobbying labor hours are
wages or other similar costs of labor,
including, for example, guaranteed pay-
ments for services. Basic costs do not
include pension, profit-sharing,
employee benefits, and supplemental
unemployment benefit plan costs, or
other similar costs.

175% X

[175%  x

(f) Section 263A cost allocation
methods—(1) In general. A taxpayer
may allocate its costs to lobbying ac-
tivities under the principles set forth in
section 263A and the regulations there-
under, except to the extent inconsistent
with paragraph (g) of this section. For
this purpose, lobbying activities are
considered a service department or
function. Therefore, a taxpayer may
allocate costs to lobbying activities by
applying the methods provided in
881.263A-1 through 1.263A-3. See
81.263A-1(e)(4), which describes serv-
ice costs generally; §1.263A—1(f), which
sets forth cost alocation methods avail-
able under section 263A; and 81.263A—
1(g)(4), which provides methods of al-
locating service costs.

(2) Example. The provisions of this
paragraph (f) are illustrated by the fol-
lowing example.
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Basic lobbying labor
costs of all personnel

$82,000] + Y

Allocable
third-party costs

(4) Example. The provisions of this
paragraph (e) are illustrated by the
following example.

Example. (i) In 1996, three employees, A, B,
and C, of Taxpayer X engage in both lobbying
activities and nonlobbying activities. A spends
300 hours, B spends 1,700 hours, and C spends
1,000 hours on lobbying activities.

(ii) X has no third-party costs.

(iii) For purposes of the gross-up method, X
determines that its basic labor costs are $20 per
hour for A, $30 per hour for B, and $25 per hour
for C. Thus, its basic lobbying labor costs are
($20 x 300) + ($30 X 1,700) + ($25 X 1,000),
or ($6,000 + $51,000 + $25,000), for total basic
lobbying labor costs for 1996 of $82,000.

(iv) Under the gross-up method, X allocates
$143,500 to its lobbying activities for 1996, as
follows:

Costs allocable to
lobbying activities

$143,500.

Example. (i) Three full-time employees, A, B,
and C, work in the Washington office of
Taxpayer Y, a manufacturing concern. They each
engage in lobbying activities and nonlobbying
activities. In 1996, A spends 75 hours, B spends
1,750 hours, and C spends 2,000 hours on
lobbying activities. A’s hours are not spent on
direct contact lobbying as defined in paragraph
(9)(2) of this section. All three work 2,000 hours
during 1996. The Washington office also
employs one secretary, D, who works exclusively
for A, B, and C.

(ii) In addition, three departments in the
corporate headquarters in Chicago benefit the
Washington office: public affairs, human re-
sources, and insurance.

(iii) Y is subject to section 263A and uses the
step-allocation method to allocate its service
costs. Prior to the amendments to section 162(e),
the Washington office was treated as an overall
management function for purposes of section
263A. As such, its costs were fully deductible
and no further allocations were made under Y's

step alocation. Following the amendments to
section 162(e), Y adopts its 263A step-allocation
methodology to allocate costs to lobbying
activities. Y adds a lobbying department to its
step-allocation program, which results in an
alocation of costs to the lobbying department
from both the Washington office and the Chicago
office.

(iv) Y develops a labor ratio to allocate its
Washington office costs between the newly
defined lobbying department and the overall
management department. To determine the hours
alocable to lobbying activities, Y uses the de
minimis rule of paragraph (g)(1) of this section.
Under this rule, A’s hours spent on lobbying
activities are treated as zero because less than 5
percent of A’s time is spent on lobbying
(75/2,000 = 3.75%). In addition, because D
works exclusively for personnel engaged in
lobbying activities, D's hours are not used to
develop the alocation ratio. Y assumes that D's
alocation of time follows the average time of all
the personnel engaged in lobbying activities.
Thus, Y's labor ratio is determined as follows:



Employee

A
B
C

Totals

Lobbying Department Ratio =

Overall Management Department Ratio =

Lobbying Hours

Departments
Overall Management Hours

0 2,000
1,750 250
2,000 0

3,750

2,250

3,750

6,000

2,250

6,000

(v) In 1996, the Washington office has the following costs:

Account

Professional Salaries and Benefits
Clerical Salaries and Benefits

Rent Expense

Depreciation on Furniture and Equip.

Utilities

Outside Payroll Service

Miscellaneous

Third-Party Lobbying (Law Firm)
Total Washington Costs

Amount

$ 660,000
50,000
100,000
40,000
15,000
5,000
10,000
90,000

$ 970,000

Total Hours

2,000
2,000
2,000

6,000

= 62.5%

= 37.5%

(vi) In addition, $233,800 of costs from the public affairs department, $30,000 of costs from the insurance department, and $5,000 of costs from the
human resources department are allocable to the Washington office from departments in Chicago. Therefore, the Washington office costs are allocated to
the Lobbying and Overall Management departments as follows:

Total Washington department costs from above
Plus Costs Allocated from Other Departments
Less third-party costs directly alocable to lobbying

Total Washington office costs

Department Allocation Ratios
X Woashington Office Costs
= Costs Allocated to Departments

$ 970,000
268,800
(90,000)

$1,148,800

Lobbying
Department

Overall Mgnt.
Department

62.5%
$1,148,800
$ 718,000

(vii) Y's step-allocation for its Lobbying Department is determined as follows:

Y's Step-Allocation

Washington Costs Allocated To Lobbying Department

Plus Third-Party Costs

Total Costs of Lobbying Activities

(9) Special rules. The following
rules apply to any reasonable method
of allocating costs to lobbying activ-
ities.

(1) De minimis rule for labor hours.
Subject to the exception provided in
paragraph (g)(2) of this section, a
taxpayer may treat time spent by an
individual on lobbying activities as
zero if less than five percent of the
person’s time is spent on lobbying
activities. Reasonable methods must be
used to determine if less than five
percent of a person’s time is spent on
lobbying activities.

(2) Direct contact lobbying labor
hours. Notwithstanding paragraph
(9)(1) of this section, a taxpayer must

Lobbying
Department

$ 718,000
90,000

$ 808,000

37.5%
$1,148,800
$ 430,800

treat all hours spent by a person on
direct contact lobbying (as well as the
hours that person spends in connection
with direct contact lobbying, including
time spent traveling that is allocable to
the direct contact lobbying) as labor
hours allocable to lobbying activities.
An activity is direct contact lobbying if
it is a meeting, telephone conversation,
letter, or other similar means of com-
munication with a legislator (other than
a local legislator) or covered executive
branch official (as defined in section
162(e)(6)) and otherwise qualifies as a
lobbying activity. A person who
engages in research, preparation, and
other background activities related to
direct contact lobbying but who does

not make direct contact with a legisla-
tor or covered executive branch official
is not engaged in direct contact
lobbying.

(3) Taxpayer defined. For purposes
of this section, a taxpayer includes a
tax-exempt organization subject to sec-
tion 6033(e).

(h) Effective date. This section is
effective for amounts paid or incurred
on or after July 21, 1995. Taxpayers
must adopt a reasonable interpretation
of sections 162(e)(1)(A) and (D) for
amounts paid or incurred before this
date.

Par. 5. Section 1.162—29 is added to
read as follows:
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81.162-29 Influencing legislation.

(@) Scope. This section provides
rules for determining whether an ac-
tivity is influencing legislation for
purposes of section 162(e)(1)(A). This
section does not apply for purposes of
sections 4911 and 4945 and the regula-
tions thereunder.

(b) Definitions. For purposes of this
section—

(1 Influencing legislation. Influenc-
ing legislation means—

(i) Any attempt to influence any
legislation through a lobbying com-
munication; and

(ii) All activities, such as research,
preparation, planning, and coordination,
including deciding whether to make a
lobbying communication, engaged in
for a purpose of making or supporting
a lobbying communication, even if not
yet made. See paragraph (c) of this
section for rules for determining the
purposes for engaging in an activity.

(2) Attempt to influence legislation.
An attempt to influence any legidlation
through a lobbying communication is
making the lobbying communication.

(3) Lobbying communication. A lob-
bying communication is any communi-
cation (other than any communication
compelled by subpoena, or otherwise
compelled by Federal or State law)
with any member or employee of a
legislative body or any other govern-
ment official or employee who may
participate in the formulation of the
legislation that—

(i) Refers to specific legidlation and
reflects a view on that legislation; or

(ii) Clarifies, amplifies, modifies, or
provides support for views reflected in
a prior lobbying communication.

(4) Legislation. Legislation includes
any action with respect to Acts, hills,
resolutions, or other similar items by a
legislative body. Legislation includes a
proposed treaty required to be submit-
ted by the President to the Senate for
its advice and consent from the time
the President’s representative begins to
negotiate its position with the prospec-
tive parties to the proposed treaty.

(5) Specific legislation. Specific leg-
islation includes a specific legislative
proposal that has not been introduced
in a legidlative body.

(6) Legidlative bodies. Legislative
bodies are Congress, state legislatures,
and other similar governing bodies,
excluding local councils (and similar
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governing bodies), and executive, judi-
cial, or administrative bodies. For this
purpose, administrative bodies include
school boards, housing authorities,
sewer and water districts, zoning
boards, and other similar Federal, State,
or local special purpose bodies,
whether elective or appointive.

(7) Examples. The provisions of this
paragraph (b) are illustrated by the
following examples.

Example 1. Taxpayer P's employee, A, is
assigned to approach members of Congress to
gain their support for a pending bill. A drafts and
P prints a position letter on the bill. P distributes
the letter to members of Congress. Additionally,
A personally contacts several members of Con-
gress or their staffs to seek support for P's
position on the bill. The letter and the personal
contacts are lobbying communications. There-
fore, P is influencing legislation.

Example 2. Taxpayer R is invited to provide
testimony at a congressional oversight hearing
concerning the implementation of The Financial
Institutions Reform, Recovery, and Enforcement
Act of 1989. Specificaly, the hearing concerns a
proposed regulation increasing the threshold
value of commercial and residential real estate
transactions for which an appraisal by a state
licensed or certified appraiser is required. In its
testimony, R states that it is in favor of the
proposed regulation. Because R does not refer to
any specific legislation or reflect a view on any
such legislation, R has not made a lobbying
communication. Therefore, R is not influencing
legislation.

Example 3. State X enacts a statute that
requires the licensing of all day-care providers.
Agency B in State X is charged with writing
rules to implement the statute. After the enact-
ment of the statute, Taxpayer S sends a letter to
Agency B providing detailed proposed rules that
S recommends Agency B adopt to implement the
statute on licensing of day-care providers.
Because the letter to Agency B neither refers to
nor reflects a view on any specific legislation, it
is not a lobbying communication. Therefore, S is
not influencing legislation.

Example 4. Taxpayer T proposes to a State
Park Authority that it purchase a particular tract
of land for a new park. Even if T's proposa
would necessarily require the State Park Au-
thority eventually to seek appropriations to
acquire the land and develop the new park, T has
not made a lobbying communication because
there has been no reference to, nor any view
reflected on, any specific legislation. Therefore,
T's proposal is not influencing legislation.

Example 5. (i) Taxpayer U prepares a paper
that asserts that lack of new capital is hurting
State X’'s economy. The paper indicates that
State X residents either should invest more in
local businesses or increase their savings so that
funds will be available to others interested in
making investments. U forwards a summary of
the unpublished paper to legislators in State X
with a cover letter that states in part:

You must take action to improve the avail-
ability of new capital in the state.

(ii) Because neither the summary nor the
cover letter refers to any specific legislative
proposal and no other facts or circumstances
indicate that they refer to an existing legislative

proposal, forwarding the summary to legislators
in State X is not a lobbying communication.
Therefore, U is not influencing legislation.

(iii) Q, a member of the legislature of State X,
cals U to reguest a copy of the unpublished
paper from which the summary was prepared. U
forwards the paper with a cover letter that simply
refers to the enclosed materials. Because U’s
letter to Q and the unpublished paper do not
refer to any specific legislation or reflect a view
on any such legislation, the letter is not a
lobbying communication. Therefore, U is not
influencing legislation.

Example 6. (i) Taxpayer V prepares a paper
that asserts that lack of new capital is hurting the
national economy. The paper indicates that
lowering the capital gains rate would increase the
availability of capital and increase tax receipts
from the capital gains tax. V forwards the paper
to its representatives in Congress with a cover
letter that says, in part:

| urge you to support a reduction in the capital
gains tax rate.

(if) V's communication is a lobbying com-
munication because it refers to and reflects a
view on a specific legislative proposal (i.e.,
lowering the capital gains rate). Therefore, V is
influencing legislation.

Example 7. Taxpayer W, based in State A,
notes in a letter to a legislator of State A that
State X has passed a bill that accomplishes a
stated purpose and then says that State A should
pass such a bill. No such bill has been
introduced into the State A legislature. The
communication is a lobbying communication
because it refers to and reflects a view on a
specific legislative proposal. Therefore, W is
influencing legislation.

Example 8. (i) Taxpayer Y represents citrus
fruit growers. Y writes a letter to a United States
senator discussing how pesticide O has benefited
citrus fruit growers and disputing problems
linked to its use. The letter discusses a hill
pending in Congress and states in part:

This bill would prohibit the use of pesticide
O. If citrus growers are unable to use this
pesticide, their crop yields will be severely
reduced, leading to higher prices for con-
sumers and lower profits, even bankruptcy, for
growers.

(ii) Y’'s views on the bill are reflected in this
statement. Thus, the communication is a lobby-
ing communication, and Y is influencing
legislation.

Example 9. (i) B, the president of Taxpayer Z,
an insurance company, meets with Q, who chairs
the X state legislature’s committee with jurisdic-
tion over laws regulating insurance companies, to
discuss the possibility of legislation to address
current problems with surplus-line companies. B
recommends that legislation be introduced that
would create minimum capital and surplus
requirements for surplus-line companies and
create clearer guidelines concerning the risks that
surplus-line companies can insure. B’'s discussion
with Q is a lobbying communication because B
refers to and reflects a view on a specific
legislative proposal. Therefore, Z is influencing
legislation.

(ii) Q is not convinced that the market for
surplus-line companies is substantial enough to
warrant such legislation and reguests that B
provide information on the amount and types of
risks covered by surplus-line companies. After
the meeting, B has employees of Z prepare



estimates of the percentage of property and
casualty insurance risks handled by surplus-line
companies. B sends the estimates with a cover
letter that simply refers to the enclosed materials.
Although B’s follow-up letter to Q does not refer
to specific legislation or reflect a view on such
legislation, B’s letter supports the views reflected
in the earlier communication. Therefore, the
letter is a lobbying communication and Z is
influencing legislation.

(c) Purpose for engaging in an
activity—(1) In general. The purposes
for engaging in an activity are deter-
mined based on al the facts and
circumstances. Facts and circumstances
include, but are not limited to—

(i) Whether the activity and the
lobbying communication are proximate
in time;

(ii) Whether the activity and the
lobbying communication relate to simi-
lar subject matter;

(iii) Whether the activity is per-
formed at the request of, under the
direction of, or on behalf of a person
making the lobbying communication;

(iv) Whether the results of the ac-
tivity are also used for a nonlobbying
purpose; and

(V) Whether, at the time the taxpayer
engages in the activity, there is specific
legislation to which the activity relates.

(2) Multiple purposes. If a taxpayer
engages in an activity both for the
purpose of making or supporting a
lobbying communication and for some
nonlobbying purpose, the taxpayer must
treat the activity as engaged in partially
for a lobbying purpose and partially for
a nonlabbying purpose. This division of
the activity must result in a reasonable
allocation of costs to influencing legis-
lation. See 8§1.162-28 (allocation rules
for certain expenditures to which sec-
tion 162(e)(1) applies). A taxpayer's
treatment of these multiple-purpose
activities will, in general, not result in
a reasonable alocation if it alocates to
influencing legislation—

(i) Only the incremental amount of
costs that would not have been incurred
but for the lobbying purpose; or

(i) An amount based solely on the
number of purposes for engaging in
that activity without regard to the
relative importance of those purposes.

(3) Activities treated as having no
purpose to influence legislation. A
taxpayer that engages in any of the
following activities is treated as having
done so without a purpose of making
or supporting a lobbying communica
tion—

(i) Before evidencing a purpose to
influence any specific legislation re-
ferred to in paragraph (c)(3)(i)(A) or
(B) of this section (or similar legis-
lation)—

(A) Determining the existence or
procedural status of specific legislation,
or the time, place, and subject of any
hearing to be held by a legislative body
with respect to specific legislation; or

(B) Preparing routine, brief sum-
maries of the provisions of specific
legidlation;

(ii) Performing an activity for pur-
poses of complying with the reguire-
ments of any law (for example, satisfy-
ing state or federal securities law filing
requirements);

(iii) Reading any publications avail-
able to the general public or viewing or
listening to other mass media com-
munications; and

(iv) Merely attending a widely at-
tended speech.

(4) Examples. The provisions of this
paragraph (c) are illustrated by the
following examples.

Example 1. (i) Facts. In 1997, Agency F issues
proposed regulations relating to the business of
Taxpayer W. There is no specific legislation
during 1997 that is similar to the regulatory
proposal. W undertakes a study of the impact of
the proposed regulations on its business. W
incorporates the results of that study in com-
ments sent to Agency F in 1997. In 1998,
legislation is introduced in Congress that is
similar to the regulatory proposal. Also in 1998,
W writes a letter to Senator P stating that it
opposes the proposed legislation. W encloses
with the letter a copy of the comments it sent to
Agency F.

(ii) Analysis. W’s letter to Senator P refers to
and reflects a view on specific legislation and
therefore is a lobbying communication. Although
W’'s study of the impact of the proposed
regulations is proximate in time and similar in
subject matter to its lobbying communication, W
performed the study and incorporated the results
in comments sent to Agency F when no
legislation with a similar subject matter was
pending (a nonlobbying use). On these facts, W
engaged in the study solely for a nonlobbying
purpose.

Example 2. (i) Facts. The governor of State Q
proposes a budget that includes a proposed sales
tax on electricity. Using its records of electricity
consumption, Taxpayer Y estimates the addi-
tional costs that the budget proposal would
impose upon its business. In the same year, Y
writes to members of the state legislature and
explains that it opposes the proposed sales tax.
In its letter, Y includes its estimate of the costs
that the sales tax would impose on its business.
Y does not demonstrate any other use of its
estimates.

(ii) Analysis. The letter is a lobbying com-
munication (because it refers to and reflects a
view on specific legislation, the governor's
proposed budget). Y’'s estimate of additional

costs under the proposal supports the lobbying
communication, is proximate in time and similar
in subject matter to a specific legislative
proposal then in existence, and is not used for a
nonlobbying purpose. Based on these facts, Y
estimated its additional costs under the budget
proposal solely to support the lobbying
communication.

Example 3. (i) Facts. A senator in the State Q
legislature announces her intention to introduce
legislation to require health insurers to cover a
particular medical procedure in al policies sold
in the state. Taxpayer Y has different policies for
two groups of employees, one of which covers
the procedure and one of which does not. After
the hill is introduced, Y's legislative affairs staff
asks Y's human resources staff to estimate the
additional cost to cover the procedure for both
groups of employees. Y's human resources staff
prepares a study estimating Y's increased costs
and forwards it to the legislative affairs staff. Y's
legislative staff then writes to members of the
state legislature and explains that it opposes the
proposed change in insurance coverage based on
the study. Y's legislative affairs staff thereafter
forwards the study, prepared for its use in
opposing the statutory proposal, to its labor
relations staff for use in negotiations with
employees scheduled to begin later in the year.

(ii) Analysis. The letter to legislators is a
lobbying communication (because it refers to and
reflects a view on specific legislation). The
activity of estimating Y's additional costs under
the proposed legislation relate to the same
subject as the lobbying communication, occurs
close in time to the lobbying communication, is
conducted at the request of a person making a
lobbying communication, and relates to specific
legislation then in existence. Although Y used
the study in its labor negotiations, mere use for
that purpose does not establish that Y estimated
its additional costs under the proposed legislation
in part for a nonlobbying purpose. Thus, based
on all the facts and circumstances, Y estimated
the additional costs it would incur under the
proposal solely to make or support the lobbying
communication.

Example 4. (i) Facts. After severa years of
developmental work under various contracts, in
1996, Taxpayer A contracts with the Department
of Defense (DOD) to produce a prototype of a
new generation military aircraft. A is aware that
DOD will be able to fund the contract only if
Congress appropriates an amount for that pur-
pose in the upcoming appropriations process. In
1997, A conducts simulation tests of the aircraft
and revises the specifications of the aircraft's
expected performance capabilities, as required
under the contract. A submits the results of the
tests and the revised specifications to DOD. In
1998, Congress considers legislation to appropri-
ate funds for the contract. In that connection, A
summarizes the results of the simulation tests
and of the aircraft's expected performance
capabilities, and submits the summary to inter-
ested members of Congress with a cover letter
that encourages them to support appropriations of
funds for the contract.

(ii) Analysis. The letter is a lobbying com-
munication (because it refers to specific legisla-
tion (i.e., appropriations) and requests passage).
The described activities in 1996, 1997, and 1998
relate to the same subject as the lobbying
communication. The summary was prepared
specifically for, and close in time to, that
communication. Based on these facts, the sum-
mary was prepared solely for a lobbying purpose.
In contrast, A conducted the tests and revised the
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specifications to comply with its production
contract with DOD. A conducted the tests and
revised the specifications solely for a nonlobby-
ing purpose.

Example 5. (i) Facts. C, president of Taxpayer
W, travels to the state capital to attend a two-day
conference on new manufacturing processes. C
plans to spend a third day in the capital meeting
with state legislators to explain why W opposes
a pending bill unrelated to the subject of the
conference. At the meetings with the legislators,
C makes lobbying communications by referring
to and reflecting a view on the pending bill.

(ii) Analysis. C's traveling expenses (transpor-
tation and meals and lodging) are partially for
the purpose of making or supporting the
lobbying communications and partially for a
nonlobbying purpose. As a result, under para-
graph (c)(2) of this section, W must reasonably
dlocate C's traveling expenses between these
two purposes. Allocating to influencing legisla-
tion only C's incremental transportation expenses
(i.e, the taxi fare to meet with the state
legislators) does not result in a reasonable
alocation of traveling expenses.

Example 6. (i) Facts. On February 1, 1997, a
bill is introduced in Congress that would affect
Company E. Employees in E’s legislative affairs
department, as is customary, prepare a brief
summary of the bill and periodically confirm the
procedural status of the bill through conversa-
tions with employees and members of Congress.
On March 31, 1997, the head of E's legislative
affairs department meets with E's President to
request that B, a chemist, temporarily help the
legislative affairs department analyze the hill.
The President agrees, and suggests that B also be
assigned to draft a position letter in opposition to
the bill. Employees of the legislative affairs
department continue to confirm periodically the
procedural status of the bill. On October 31,
1997, B’s position letter in opposition to the bill
is delivered to members of Congress.

(ii) Analysis. B’s letter is a lobbying com-
munication because it refers to and reflects a
view on specific legislation. Under paragraph
(c)(3)(i) of this section, the assignment of B to
assist the legislative affairs department in analyz-
ing the bill and in drafting a position letter in
opposition to the bill evidences a purpose to
influence legislation. Neither the activity of
periodically confirming the procedural status of
the bill nor the activity of preparing the routine,
brief summary of the bill before March 31
constitutes influencing legislation. In contrast,
periodically confirming the procedural status of
the bill on or after March 31 relates to the same
subject as, and is close in time to, the lobbying
communication and is used for no nonlobbying
purpose. Consequently, after March 31, E deter-
mined the procedural status of the bill for the
purpose of supporting the lobbying communica-
tion by B.

(d) Lobbying communication made
by another. If a taxpayer engages in
activities for a purpose of supporting a
lobbying communication to be made by
another person (or by a group of
persons), the taxpayer's activities are
treated under paragraph (b) of this
section as influencing legislation. For
example, if a taxpayer or an employee
of the taxpayer (as a volunteer or
otherwise) engages in an activity to
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assist a trade association in preparing
its lobbying communication, the tax-
payer’'s activities are influencing legis-
lation even if the lobbying communica-
tion is made by the trade association
and not the taxpayer. If, however, the
taxpayer’s employee, acting outside the
employee’s scope of employment, vol-
unteers to engage in those activities,
then the taxpayer is not influencing
legidlation.

(e) No lobbying communication.
Paragraph (e) of this section applies if
a taxpayer engages in an activity for a
purpose of making or supporting a
lobbying communication, but no |obby-
ing communication that the activity
supports has yet been made.

(1) Before the filing date. Under this
paragraph (e)(1), if on the filing date of
the return for any taxable year the
taxpayer no longer expects, under any
reasonably foreseeable circumstances,
that a lobbying communication will be
made that is supported by the activity,
then the taxpayer will be treated as if it
did not engage in the activity for a
purpose of making or supporting a
lobbying communication. Thus, the
taxpayer need not treat any amount
alocated to that activity for that year
under 81.162-28 as an amount to
which section 162(e)(1)(A) applies.
The filing date for purposes of para
graph (e) of this section is the earlier
of the time the taxpayer files its timely
return for the year or the due date of
the timely return.

(2) After the filing date—(i) In
general. If, at any time after the filing
date, the taxpayer no longer expects,
under any reasonably foreseeable cir-
cumstances, that a lobbying communi-
cation will be made that is supported
by the activity, then any amount
previously allocated under 8§1.162-28
to the activity and disallowed under
section 162(e)(1)(A) is treated as an
amount that is not subject to section
162(e)(1)(A) and that is paid or in-
curred only at the time the taxpayer no
longer expects that a lobbying com-
munication will be made.

(ii) Special rule for certain tax-
exempt organizations. For a tax-exempt
organization subject to section 6033(e),
the amounts described in paragraph
(e)(2)(i) of this section are treated as
reducing (but not below zero) its
expenditures to which section 162(e)(1)
applies beginning with that year and
continuing for subsequent years to the
extent not treated in prior years as
reducing those expenditures.

(f) Anti-avoidance rule. If a tax-
payer, alone or with others, structures
its activities with a principal purpose of
achieving results that are unreasonable
in light of the purposes of section
162(e)(1)(A) and section 6033(e), the
Commissioner can recast the taxpayer’s
activities for federal tax purposes as
appropriate to achieve tax results that
are consistent with the intent of section
162(e)(1)(A), section 6033(e) (if appli-
cable), and this section, and the perti-
nent facts and circumstances.

(g) Taxpayer defined. For purposes
of this section, a taxpayer includes a
tax-exempt organization subject to sec-
tion 6033(e).

(h) Effective date. This section is
effective for amounts paid or incurred
on or after July 21, 1995. Taxpayers
must adopt a reasonable interpretation
of section 162(e)(1)(A) for amounts
paid or incurred before this date.

Margaret Milner Richardson,
Commissioner of
Internal Revenue.

Approved June 29, 1995.

Leslie Samuels,
Assistant Secretary
of the Treasury.

(Filed by the Office of the Federal Register on
July 20, 1995, 8:45 am., and published in the
issue of the Federal Register for July 21, 1995,
60 F.R. 37568)

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

Guidance is provided to organizations exempt
from taxation under § 501(a) of the Code on the
application of amendments made to 8§88 162(e)
and 6033(e) by § 13222 of the Omnibus Budget
Reconciliation Act of 1993. The procedure
identifies certain tax-exempt organizations that
will be treated as satisfying the requirements of
§ 6033(e)(3). Those organizations will not be
subject to the reporting and notice requirements
of 8§ 6033(e)(1) or the tax imposed by § 6033-
(e)(2). Procedures for other exempt organizations
to establish that they satisfy the requirements of
§ 6033(e)(3) are also provided. See Rev. Proc.
95-35, page 391.

Section 167.—Depreciation
26 CFR 1.167(e)-1: Change in method.

If a taxpayer changes the method of computing
the depreciation allowance for consumer durable
property subject to rent-to-own contracts as



described in Rev. Proc. 95-38, this Bulletin,
isthis change a change in method of accounting?
See Rev. Rul. 95-52, on this page.

Section 168.—Accelerated Cost
Recovery System

(Also §8 167, 446; 1.167(e)-1, 1.446-1)

Depreciation; leased consumer dur-
able property. Depreciation is deter-
mined under section 168 of the Code,
and not under the income forecast
method, for consumer durable property
subject to rent-to-own contracts as
described in Rev. Proc. 95-38 in this
Bulletin.

Rev. Rul. 95-52
ISSUE

How is the depreciation alowance
determined for consumer durable prop-
erty subject to rent-to-own contracts as
described in Rev. Proc. 95-38, this
Bulletin?

FACTS

The taxpayer is a rent-to-own dealer
engaged in transactions with the gen-
era public involving consumer durable
property subject to rent-to-own con-
tracts as described in Rev. Proc. 95-38.
These rent-to-own contracts are treated
as leases (not as sadles) for federa
income tax purposes.

LAW AND ANALYSIS

Section 167(a) of the Internal Reve-
nue Code provides that there shall be
allowed as a depreciation deduction a
reasonable allowance for the exhaus-
tion, and wear and tear (including a
reasonable allowance for obsolescence)
of property used in the trade or
business, or held for the production of
income. Section 168(a) provides that,
except as otherwise provided in this
section, the depreciation deduction
provided by § 167(a) for any tangible
property shall be determined by using
the applicable depreciation method,
recovery period, and convention.

For purposes of § 168, the recovery
period of depreciable personal property
generally is based on the property’s
class life. Section 168(i)(1) defines the
term ‘‘class life'’ as meaning the class
life (if any) that would be applicable
with respect to any property as of

January 1, 1986, under § 167(m) (de-
termined without regard to § 167(m)(4)
and as if the taxpayer had made an
election under § 167(m)) as in effect
on the day before the date of enactment
of the Revenue Reconciliation Act of
1990. These class lives are currently
set forth in Rev. Proc. 87-56, 1987-2
C.B. 674, as clarified and modified by
Rev. Proc. 88-22, 1988-1 C.B. 785.

The business activity of leasing
consumer durable property is described
in asset class 57.0, Distributive Trades
and Services, of Rev. Proc. 87-56. As
a result, this property has a class life of
9 years and is treated as 5-year
property pursuant to § 168(e)(1). Thus,
for consumer durable property subject
to rent-to-own contracts as described
under Rev. Proc. 95-38, the recovery
period is 5 years for purposes of
§ 168(c)(1) and 9 years for purposes of
§ 168(q).

Under certain circumstances, prop-
erty is depreciated under methods not
described in § 168. Section 168 does
not apply to any property if: (1) a
taxpayer elects under § 168(f)(1) to
exclude the property from the applica-
tion of §168; and (2) for the first
taxable year for which a depreciation
deduction would be alowable for the
property in the hands of the taxpayer,
the property is properly depreciated
under the unit-of-production method or
any method of depreciation not ex-
pressed in a term of years (other than
the retirement-replacement-betterment
method or similar method). The income
forecast method is a method of de-
preciation not expressed in a term of
years.

Rev. Rul. 60-358, 1960-2 C.B. 68,
as amplified by Rev. Rul. 64-273,
1964-2 C.B. 62, and Rev. Rul. 79-285,
1979-2 C.B. 91, alowed the use of the
income forecast method for television
and movie films, taped shows for
reproduction, book manuscripts, pat-
ents, master recordings, and other
property of a similar character. These
assets of an artistic or creative charac-
ter generate uneven flows of income
and have unique income-producing po-
tential. As a consequence, the passage
of time generally is not an appropriate
measure of the useful life of this
property. For example, if a television
film series is a success, additional
income will be forthcoming from re-
runs over a period of years, but an
unsuccessful film series may produce
little or no income after the initial
exhibition. Rev. Rul. 60-358, 1960-2
C.B. a 68.

The useful life of consumer durable
property (whether or not subject to a
rent-to-own contract) is appropriately
measured by the passage of time and
not by the income produced. Consumer
durable property does not generate
income in a manner similar to that of
television and movie films and other
property for which the income forecast
method is allowed. See ABC Rentals of
San Antonio, Inc. v. Commissioner,
T.C.M. 1994-601, appeals docketed,
ABC Rentals of San Antonio, Inc. v.
Commissioner, No. 95-9008 (10th Cir.
May 16, 1995), and El Charro TV
Rental, Inc. v. Commissioner, No. 95—
60301 (5th Cir. May 16, 1995) (the
§ 168(f)(1) election out of § 168 is not
available to consumer durable property
leased under rent-to-own contracts be-
cause the property is not of a character
properly depreciable under the income
forecast method); see also Carland,
Inc. v. Commissioner, 90 T.C. 505
(1988), aff'd on this issue, 909 F.2d
1101 (8th Cir. 1990) (certain leased
equipment, such as railroad rolling
stock, not of a character properly
depreciable under the income forecast
method). Accordingly, consumer dur-
able property is not properly depreci-
ated under the income forecast method
or any other method not expressed in a
term of years, and a taxpayer may not
elect under § 168(f)(1) to exclude this
property from the application of § 168.

HOLDING

The depreciation allowance for con-
sumer durable property subject to rent-
to-own contracts as described under
Rev. Proc. 95-38 must be determined
under 8§ 168. This property is included
in asset class 57.0, Distributive Trades
and Services, of Rev. Proc. 87-56 and,
consequently, is treated as 5-year prop-
erty under § 168 (e)(1). The recovery
period is 5 years for purposes of
§ 168(c)(1) and 9 years for purposes of
§ 168(g). The income forecast method
of depreciation is not a permissible
method of depreciation for consumer
durable property subject to rent-to-own
contracts as described under Rev. Proc.
95-38.

CHANGE IN ACCOUNTING
METHOD

Pursuant to 8§ 1.167(e)-1(a), any
change in the method of computing the
depreciation alowance for consumer
durable property subject to rent-to-own
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contracts as described in Rev. Proc.
9538 is a change in method of
accounting, and will be permitted only
with the consent of the Commissioner.
This change in method of accounting is
a change to which 88 446(e) and 481
apply, and must be made in accordance
with Rev. Proc. 92-20, 1992-1 C.B.
685.

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

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

The Service is providing inflation adjustments
to the ‘‘insubstantial benefit’”” guidelines for
calendar year 1996. Under the guidelines, a
charitable contribution is fully deductible even
though the contributor receives benefits (‘‘insub-
stantial benefits’’) from the charity. See Rev.
Proc. 95-53, page 445.

26 CFR 1.170A-13: Recordkeeping and return
requirements for deductions for charitable
contributions.

T.D. 8623

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

Substantiation Requirement for Certain
Contributions

AGENCY: Interna Revenue Service
(IRS), Treasury.

ACTION: Final and temporary
regulations.

SUMMARY: This document contains
fina regulations that provide guidance
regarding the substantiation reguire-
ments for charitable contributions of
$250 or more contained in section
170(f)(8) of the Internal Revenue Code.
The guidance contained in these final
regulations will affect organizations
described in section 170(c) and individ-
uals and entities that make payments to
those organizations.

EFFECTIVE DATE: January 1, 1994.
SUPPLEMENTARY INFORMATION:
Paperwork Reduction Act

The collection of information con-
tained in these final regulations has

28 1995-2 C.B.

been reviewed and approved by the
Office of Management and Budget in
accordance with the Paperwork Reduc-
tion Act (44 U.S.C. 3504(h)) under
control number 1545-1431. Responses
to this collection of information are
required to substantiate deductions un-
der section 170 of the Internal Revenue
Code for certain charitable contribu-
tions. An agency may not conduct or
sponsor, and a person is not required to
respond to, a collection of information
unless the collection displays a valid
control number.

The estimated burden per record-
keeper varies from 15 minutes to 30
minutes, depending on individua cir-
cumstances, with an estimated average
of 25 minutes.

Comments concerning the accuracy
of this burden estimate and suggestions
for reducing this burden should be sent
to the Internal Revenue Service, Atten-
tion: IRS Reports Clearance Officer,
T:FP, Washington, DC 20224, and to
the Office of Management and Budget,
Attn: Desk Officer for the Department
of the Treasury, Office of Information
and Regulatory Affairs, Washington
DC 20503.

Books or records relating to this
collection of information must be re-
tained as long as their contents may
become material 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

This document contains amendments
to the Income Tax Regulations (26
CFR part 1) relating to the substantia-
tion requirements under section 170(f)-
(8) of the Internal Revenue Code of
1986. Section 170(f)(8) was added by
section 13172 of the Omnibus Budget
Reconciliation Act of 1993, Public Law
103-66 (107 Stat. 455, 1993-3 C.B.
43).

Temporary regulations (TD 8544
[1994-2 C.B. 28]) and a notice of
proposed rulemaking by cross-reference
to temporary regulations under section
170(f)(8) were published in the Federal
Register for May 27, 1994 (59 FR
27458, 27515). The regulations pri-
marily address the substantiation of
contributions made by payroll deduc-
tion and the substantiation of a pay-
ment to a donee organization in ex-
change for goods or services with
insubstantial value.

A public hearing was held on
November 10, 1994. On March 22,
1995, the IRS released Notice 95-15,
which was published in 1995-15 |.R.B.
22, dated April 10, 1995. Notice 95-15
provides transitional relief (for 1994)
from the substantiation requirement of
section 170(f)(8).

After consideration of the public
comments regarding the proposed reg-
ulations, the regulations are adopted as
revised by this Treasury decision, and
the corresponding temporary regula-
tions are removed.

Explanation of Satutory Provisions

Section 170 allows a deduction for
certain charitable contributions to or for
the use of an organization described in
section 170(c). Under section 170(f)(8),
taxpayers who claim a deduction for a
charitable contribution of $250 or more
must obtain substantiation of that con-
tribution from the donee organization
and maintain the substantiation in their
records. See H.R. Conf. Rep. 213, 103d
Cong., 1st Sess. 565 (1993). Specifi-
cally, section 170(f)(8)(A) provides that
no charitable contribution deduction
will be allowed under section 170(a)
for a contribution of $250 or more
unless the taxpayer substantiates the
contribution with a contemporaneous
written acknowledgment from the do-
nee organization.

Section 170(f)(8)(B) provides that an
acknowledgment meets the require-
ments of section 170(f)(8)(A) if it
includes the following information: (a)
the amount of cash and a description
(but not necessarily the value) of any
property other than cash contributed;
(b) whether or not the donee organiza-
tion provided any goods or services in
consideration for the cash or other
property contributed; and (c) a descrip-
tion and good faith estimate of the
value of any goods or services pro-
vided by the donee organization in
consideration for the cash or other
property contributed, or if the goods or
services consist solely of intangible
religious benefits, a statement to that
effect.

Under section 170(f)(8)(C), a written
acknowledgment is contemporaneous,
for purposes of section 170(f)(8)(A), if
it is obtained on or before the earlier
of: (a) the date the taxpayer files its
original return for the taxable year in
which the contribution was made, or
(b) the due date, including extensions,



for filing the taxpayer’s origina return
for that year.

Section 170(f)(8)(E) directs the Sec-
retary to prescribe such regulations as
are necessary or appropriate to carry
out the purposes of section 170(f)(8),
including regulations that may provide
that some or all of the requirements of
section 170(f)(8) do not apply in
appropriate cases.

Public Comments

Contributions Made by Payroll
Deduction

The proposed regulations permit a
taxpayer to substantiate contributions
made by payroll deduction by a com-
bination of two documents: (a) a pay
stub, Form W-2, or other document
furnished by the taxpayer’'s employer
that evidences the amount withheld
from the taxpayer's wages, and (b) a
pledge card or other document prepared
by the donee organization that states
that the donee organization did not
provide any goods or services as whole
or partial consideration for any contri-
butions made by payroll deduction.

Commentators reported that pledge
cards are frequently prepared by
employers at the direction of the donee
organization. They suggested that the
IRS accept pledge cards with the
required language if the pledge cards
are prepared either by the employer or
by the donee organization. In response
to this suggestion, these final regula-
tions provide that pledge cards pre-
pared by the donee organization or by
another party at the donee organiza-
tion's direction can be used as part of
the substantiation for a contribution
made by payroll deduction.

Commentators asked whether a Form
W-2 that reflects the total amount
contributed by payroll deduction, but
does not separately list each contribu-
tion of $250 or more, can be used as
evidence of the amount withheld from
the employee’s wages to be paid to the
donee organization. Section 170(f)(8)-
(B) provides that an acknowledgment
must reflect the amount of cash and a
description of property other than cash
contributed to the charitable organiza-
tion. When a taxpayer makes multiple
contributions to a charitable organiza-
tion, the statute does not require the
acknowledgment to list each contribu-
tion separately. Consequently, an ac-
knowledgment provided for purposes of

section 170(f)(8) may substantiate mul-
tiple contributions with a statement of
the total amount contributed by a
taxpayer during the year, rather than an
itemized list of separate contributions.
Therefore, a Form W-2 reflecting an
employee’s total annual contribution,
without separately listing the amount of
each contribution, can be used as
evidence of the amount withheld from
the employee’'s wages. Because the
statute does not require an itemized
acknowledgment, it was unnecessary to
clarify the proposed regulations to
address this concern.

Commentators also asked whether
the donee organization must use any
particular wording on the pledge card
or other document prepared for pur-
poses of substantiating a charitable
contribution made by payroll deduc-
tion. Because the IRS and the Treasury
Department do not believe that any
particular wording is required, these
final regulations clarify that the pledge
card or other document is only required
to include a statement to the effect that
no goods or services were provided in
consideration for the contribution made
by the payroll deduction.

Commentators asked for guidance
regarding the proper method of sub-
stantiating lump-sum contributions
made by employees through their
employers other than by payroll with-
holding. Commentators stated that
employees occasionally make contribu-
tions in the form of checks payable to
their employer, who then deposits the
checks in an employer account and
sends the donee organization a single
check drawn on the employer account.
When employees payments are trans-
ferred to a donee organization in this
manner, it is difficult for the organiza-
tion to identify the persons who made
contributions, and thus the employees
may be unable to obtain the requisite
substantiation. These difficulties can be
eliminated if the employees contribu-
tion checks are made payable to the
donee organization and the employer
simply forwards the employees’ checks
to the donee organization. The donee
organization can then provide substan-
tiation as it would for any individual
contribution made by check. Therefore,
the final regulations have not been
modified to address this point.

Goods or Services with
Insubstantial Value

The proposed regulations provide
that goods or services that have insub-

stantial value under the guidelines
provided in Rev. Proc. 90-12 (1990-1
C.B. 471), and Rev. Proc. 92-49
(1992-1 C.B. 987), and any successor
documents, are not required to be taken
into account for purposes of section
170(f)(8). The IRS re-proposed this
provision in proposed regulations under
section 170(f)(8) that were published in
the Federal Register for August 4, 1995
(60 FR 39896), and it has therefore
been deleted from these final regula-
tions. Taxpayers may rely on those
proposed regulations for payments
made on or after January 1, 1994.

Additional Comments Addressed in
Proposed Regulations Published in
the Federal Register for August 4,
1995

Commentators raised a number of
other questions about the substantiation
regulations, including the following: (a)
whether, in calculating a charitable
contribution deduction, a donor can
rely on a donee organization’'s estimate
of the fair market value of any quid pro
guo provided to the donor, (b) how cer-
tain types of benefits provided to a
donor are to be valued, (c) how the fair
market value of goods or services sold
at a charity auction can be established,
(d) how goods or services are to be
treated when provided to a donor who
has no expectation of receiving a quid
pro quo, (e) how unreimbursed out-of-
pocket expenses incurred by a taxpayer
incident to the rendition of services to
a donee organization can be substanti-
ated, and (f) how certain transfers to a
charitable remainder trust can be sub-
stantiated. The proposed regulations
published August 4, 1995, address
these questions, as explained in the
preamble to those proposed regulations.

Soecial Analyses

It has been determined that this
Treasury decision is not a significant
regulatory action as defined in EO
12866. Therefore, a regulatory assess-
ment is not required. It has also been
determined that section 553(b) of the
Administrative Procedure Act (5 U.S.C.
chapter 5) and the Regulatory Flex-
ibility Act (5 U.S.C. chapter 6) do not
apply to these regulations, and, there-
fore, a Regulatory Flexibility Analysis
is not required. Pursuant to section
7805(f) of the Interna Revenue Code,
the notice of proposed rulemaking
preceding these regulations was submit-
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ted to the Small Business Administra-
tion for comment on its impact on
small business.

* * * * * *

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 is amended by removing the
entry for 1.170A-13T and the general
authority continues to read as follows:

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

Par. 2. In 8§1.170A-13, paragraph (€)
is added and reserved and paragraph (f)
is added to read as follows:

§1.170A-13 Recordkeeping and return
requirements for deductions for
charitable contributions.

* * * * * *

(e) [Reserved]

(f) Substantiation of charitable con-
tributions of $250 or more.

(1) through (10) [Reserved]

(11) Contributions made by payroll
deduction—(i) Form of substantiation.
A contribution made by means of with-
holding from a taxpayer's wages and
payment by the taxpayer’s employer to
a donee organization may be substanti-
ated, for purposes of section 170(f)(8),
by both—

(A) A pay stub, Form W-2, or other
document furnished by the employer
that sets forth the amount withheld by
the employer for the purpose of pay-
ment to a donee organization; and

(B) A pledge card or other document
prepared by or at the direction of the
donee organization that includes a
statement to the effect that the organi-
zation does not provide goods or
services in whole or partial considera-
tion for any contributions made to the
organization by payroll deduction.

(ii) Application of $250 threshold.
For the purpose of applying the $250
threshold provided in section 170(f)-
(8)(A) to contributions made by the
means described in paragraph (f)(11)(i)
of this section, the amount withheld
from each payment of wages to a
taxpayer is treated as a separate
contribution.

(12) Distributing organizations as
donees. An organization described in
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section 170(c), or an organization
described in 5 CFR 950.105 (a Princi-
pal Combined Fund Organization for
purposes of the Combined Federal
Campaign) and acting in that capacity,
that receives a payment made as a
contribution is treated as a donee
organization solely for purposes of
section 170(f)(8), even if the organiza-
tion (pursuant to the donor’s instruc-
tions or otherwise) distributes the
amount received to one or more organi-
zations described in section 170(c).
This paragraph (f)(12) does not apply,
however, to a case in which the
distributee organization provides goods
or services as part of a transaction
structured with a view to avoid taking
the goods or services into account in
determining the amount of the deduc-
tion to which the donor is entitled
under section 170.

(13) through (15) [Reserved]

(16) Effective date. Paragraphs
(H(11) and (12) of this section apply to
contributions made on or after January
1, 1994,

§1.170A—13T [Removed]

Par. 3. Section 1.170A-13T s
removed.

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 (c) is
amended by removing the entry for
1.170A-13T from the table and revis-
ing the entry for 1.170A—13 to read as
follows:

Current OMB
control number

CFR part or section
where identified
and described

* * * * * *

1170A-13 .............. 15450074
15450754
1545-0908

1545-1431

* * * * * *

Margaret Milner Richardson,
Commissioner of
Internal Revenue.

Approved September 22, 1995.

Leslie Samuels,
Assistant Secretary of
the Treasury.

(Filed by the Office of the Federal Register on
October 11, 1995, 8:45 am., and published in
the issue of the Federal Register for October
12, 1995, 60 F.R. 53126)

Section 179A.—Deduction for Clean-
Fuel Vehicles and Certain Refueling
Property

26 CFR 1.179A-1: Recapture of deduction for
qualified clean-fuel vehicle property and
qualified clean-fuel vehicle refueling property.

Final regulations on the definition of a
qualified electric vehicle, the recapture of any
credit allowable for qualified electric vehicle,
and the recapture of any deduction allowable for
qualified clean-fuel vehicle property or qualified
clean-fuel vehicle refueling property. See T.D.
8606, page 3.

Part IX.—Items Not Deductible

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

26 CFR 1.263A-1: Uniform capitalization of
costs.

How may certain ‘‘small resellers,”” ‘‘formerly
small resellers,’’ or ‘‘reseller-producers’ change
their method of accounting for costs subject to
§ 263A of the Code? See Rev. Proc. 95-33, page
380.

Section 264.—Certain Amounts Paid
in Connection with Insurance
Contracts

26 CFR 1.264-2; Single premium life
insurance, endowment, or annuity contracts.

Annuity; mortgage; interest deduc-
tion. If a taxpayer uses a single
premium annuity contract as collateral
to obtain or continue a mortgage loan,
section 264(a) of the Code disallows
the allocable amount of interest on the
loan to the extent the loan is collat-
eralized by the annuity contract. Rev.
Rul. 7941 clarified and superseded.

Rev. Rul. 95-53
ISSUE

If a taxpayer uses a single premium
annuity contract as collateral to obtain



or continue a mortgage loan, does
section 264(a)(2) of the Internal Reve-
nue Code disallow an allocable amount
of interest on the loan to the extent the
loan is collateralized by the annuity
contract?

FACTS

A, an individual, purchases a princi-
pal residence for $100,000 and pur-
chases a single premium annuity con-
tract for $15,000. A obtains a mortgage
loan of $95,000 to finance the purchase
of the residence and uses the annuity
contract as additional collateral for the
mortgage loan. The mortgage loan
qgualifies as acquisition indebtedness
and the interest paid on the loan is
qualified residence interest within the
meaning of section 163(h).

The cash value of the annuity
contract, when issued, is $15,000.
Under the collateral agreement relating
to the annuity contract, if A defaults on
the mortgage loan, the lender may
withdraw the cash value of the annuity
contract up to $15,000 or the outstand-
ing balance on the mortgage loan,
whichever is less. Otherwise, A remains
the owner of the annuity contract and,
subject to the terms of the contract and
applicable law, A may withdraw part of
the cash value of the contract so long
as the remaining cash value does not
fall below $15,000.

LAW AND ANALYSIS

Section 163(a) allows a deduction for
interest paid or accrued within the
taxable year on indebtedness. Section
163(h) generally denies deductions for
personal interest paid by taxpayers
other than corporations but provides an
exception for qualified residence
interest.

Section 264(a)(2) provides that no
deduction shall be allowed for any
amount paid or accrued on indebted-
ness incurred or continued to purchase
or carry a single premium life insur-
ance, endowment, or annuity contract.

Section 1.264-2(a) of the Income
Tax Regulations provides, in part, that
amounts paid or accrued on indebted-
ness incurred or continued, directly or
indirectly, to purchase or to continue in
effect a single premium annuity con-
tract are not deductible under section
163 or any other provision of chapter 1
of the Code.

In Rev. Rul. 7941, 1979-1 C.B.
124, an annuity contract was used as

collateral to borrow funds to purchase
stock. Rather than liquidate the annuity
contract for its cash surrender value,
the taxpayer maintained the annuity
investment by borrowing, using the
annuity as collateral, and then purchas-
ing the stock. Rev. Rul. 7941 holds
that, pursuant to section 264(a)(2), no
deduction is allowable for interest paid
on the loan because the use of the
annuity as collateral is direct evidence
of a purpose to carry the annuity
contract.

Rev. Rul. 7941 cites and relies on
Wisconsin Cheeseman, Inc. v. United
States, 388 F.2d 420 (7th Cir. 1968). In
that case, the court held that section
265(2) denied a deduction for interest
paid on a loan where tax-exempt bonds
were used as collateral for the loan.
The court reasoned:

In this case, this nexus or ‘‘suffi-
ciently direct relationship’’ is
established by the fact that the tax-
exempt securities were used as col-
lateral for the seasonal loans. Under
Section 265(2), it is clear that a
taxpayer may not deduct interest on
indebtedness when the proceeds of
the loan are used to buy tax-exempts.
4A Mertens, Law of Federal Income
Taxation (1966 ed.) § 26.13 and
cases cited. Applying the rule that
the substance of the transaction is
controlling in determining the tax
liability, the same result should
follow when the tax-exempt se-
curities are used as collateral for a
loan. Surely one who borrows to buy
tax-exempts and one who borrows
against tax-exempts already owned
are in virtually the sameeconomic
position. Section 265(2) makes no
distinction between them.

388 F.2d at 422. See also Rev. Proc.
72-18, 1972-1 C.B. 740, section 3.03.

The annuity contract that A pur-
chased is used as collateral for the
mortgage loan. Accordingly, under
Wisconsin Cheeseman and Rev. Rul.
7941, the use of the annuity contract
as collateral is direct evidence that a
portion of the mortgage loan was
incurred to carry the annuity contract,
and section 264(a)(2) applies.

HOLDING

If a taxpayer uses a single premium
annuity contract as collateral to obtain
or continue a mortgage loan, section
264(a)(2) of the Internal Revenue Code

disallows the allocable amount of inter-
est on the loan to the extent the loan is
collateralized by the annuity contract.
The alocable amount of interest ex-
pense disallowed is the current interest
rate on the mortgage loan multiplied by
the amount of the annuity contract used
as collateral (or by the amount of the
loan, if less).

In contrast to the situations in which
an annuity is used as collateral for a
loan, or a loan is otherwise incurred or
continued to purchase or carry an
annuity contract, section 264(a)(2) gen-
eraly does not apply simply because
(i) an individual uses available cash to
purchase an annuity contract and as a
result needs to take out a larger
mortgage loan to purchase a residence,
or (ii) an individual continues to hold
an annuity contract rather than sur-
render it for its cash value when that
surrender would make it possible to
reduce the mortgage loan required to
purchase a residence. In these situa-
tions, a purpose to purchase or carry an
annuity contract cannot reasonably be
inferred where the personal purpose of
obtaining the mortgage loan is unre-
lated to the annuity contract and
dominates the transaction. See Rev.
Proc. 72-18.

EFFECT ON OTHER REVENUE
RULINGS

Rev. Rul.
superseded.

7941 is clarified and

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

26 CFR 1.274-2: Disallowance of deductions
for certain expenses for entertainment,
amusement, or recreation.

T.D. 8601

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Part 1

Definition of Club

AGENCY: Interna Revenue Service
(IRS), Treasury.

ACTION: Final and temporary
regulations.

SUMMARY: This document contains
final and temporary regulations relating
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to the definition of a club organized for
business, pleasure, recreation, or other
social purpose for purposes of the dis-
allowance of a deduction for club dues.
The regulations reflect changes to the
law made by the Omnibus Budget Rec-
onciliation Act of 1993 and affect
persons who pay or incur club dues.

DATES: These regulations are effective
July 19, 1995.

For dates of applicability,
§1.274-2(a) and (e).

see

SUPPLEMENTARY INFORMATION:
Background

This document provides final and
temporary Income Tax Regulations (26
CFR part 1) under section 274(a)(3) of
the Interna Revenue Code of 1986
(Code). This provision was added by
section 13210 of the Omnibus Budget
Reconciliation Act of 1993 (107 Stat.
469).

On August 12, 1994, the IRS pub-
lished a notice of proposed rulemaking
defining club in the Federal Register
(59 FR 41414 [IA-30-94, 1994-2 C.B.
876]). No public hearing on the pro-
posed regulations was requested or
held, but written comments were re-
ceived. After consideration of all the
comments, the proposed regulations are
adopted by this Treasury decision with
one minor editorial change in 81.274—
2(a)(2)(iii)(b).

On December 16, 1994, the IRS pub-
lished a notice of proposed rulemaking
in the Federal Register (59 FR 64909
[IA-17-94; EE-36-94, 1995-1 C.B.
942]) relating, in part, to the tax
treatment of payment by an employer
of an employee's club dues. This
Treasury decision has no effect on the
notice of proposed rulemaking pub-
lished on December 16, 1994. Fina
regulations on this subject will be
published at a later date.

Explanation of Provisions

Section 274(a)(3) of the Code dis-
allows a deduction for amounts paid or
incurred for membership in any club
organized for business, pleasure, recre-
ation, or other social purpose.

Under the fina regulations, the dues
disallowance provisions of section
274(a)(3) apply to any membership
organization a principal purpose of
which is to conduct entertainment
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activities for members or their guests
or to provide members or their guests
with access to entertainment facilities.
The membership organizations subject
to dues disalowance under the fina
regulations include, but are not limited
to, country clubs, golf and athletic
clubs, airline clubs, hotel clubs, and
clubs operated to provide meals under
circumstances generally considered to
be conducive to business discussion.
The dues disallowance provisions of
section 274(a)(3) do not, in general,
apply to (1) civic or public service
organizations such as Kiwanis, Lions,
Rotary, Civitan, and similar organiza-
tions; (2) professional organizations
such as bar associations and medical
associations, and (3) certain organiza-
tions similar to professional organiza-
tions, specifically, business leagues,
trade associations, chambers of com-
merce, boards of trade, and real estate
boards.

Under the final regulations, the three
exceptions from dues disallowance
listed above do not apply if a principal
purpose of the organization is to con-
duct entertainment activities for mem-
bers or their guests or to provide
members or their guests with access to
entertainment facilities.

A commentator on the proposed
regulations reguested clarification of
the terms entertainment and a principal
purpose. The term entertainment is
defined in existing §1.274-2(b)(1) and
that definition applies for purposes of
these final dues disallowance regula-
tions. The final regulations do not
provide any additional guidance with
respect to determining whether a prin-
cipal purpose of an organization is to

conduct entertainment activities or
provide access to entertainment
facilities.

Two commentators objected to the
proposed regulations disallowance of
all deductions for airline club dues.
The commentators indicated that these
clubs are used for business purposes,
and little or no persona benefit is
derived from airline club membership.
However, the legislative history of
section 274(a)(3) specifically provides
that deductions are not alowed for
airline club dues. Therefore, the final
regulations do not change the proposed
rule concerning airline clubs.

One commentator stated that the
proposed regulations would permit tax-
payers to deduct, as a business ex-
pense, dues paid to certain organiza-
tions described in section 501(c)(8)

because the organizations are civic or
public service organizations. The com-
mentator requested that the regulations
be amended to preclude a business
expense deduction for these dues be-
cause the organizations are not formed
for a business purpose but, rather, to
promote charitable, philanthropic, pa-
triotic, and educational activities.

The IRS and the Treasury believe
that the regulations, as proposed, ade-
guately address the commentator’s con-
cern. Section 274 and these regulations
do not expand the category of items
that are deductible as business ex-
penses. Rather, section 274 disallows
certain business expense deductions
that would otherwise be allowable
under section 162. If dues paid to
certain section 501(c)(8) organizations
are not deductible under section 162
because they are not ordinary and
necessary business expenses, section
274 and these regulations do not make
the dues deductible.

The final regulations are effective
with respect to amounts paid or in-
curred after December 31, 1993.

Special Analyses

It has been determined that this
Treasury decision is not a significant
regulatory action as defined in EO
12866. Therefore, a regulatory assess-
ment is not required. It has also been
determined that section 553(b) of the
Administrative Procedure Act (5 U.S.C.
chapter 5) and the Regulatory Flex-
ibility Act (5 U.S.C. chapter 6) do not
apply to these regulations, and, there-
fore, a Regulatory Flexibility Analysis
is not required. Pursuant to section
7805(f) of the Internal Revenue Code,
the notice of proposed rulemaking
preceding these regulations was submit-
ted to the Small Business Administra-
tion for comment on its impact on
small business.

* * * * * *

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR pat 1 is
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. Section 1.274-2 is amended
as follows:

1. Paragraph (a)(2)(ii) is revised.

2. Paragraph (a)(2)(iii) is added.

3. Paragraph (a)(3)(iii) is revised.

4. The heading of paragraph (e) and
text for paragraph (e)(1) are revised.

5. Paragraph (e)(3)(ii) is revised.

The additions and revisions read as
follows:

81.274-2 Disallowance of deductions
for certain expenses for
entertainment, amusement, or
recreation.

(a * % *

(2) * % %

(ii) Expenditures paid or incurred
before January 1, 1979, with respect to
entertainment facilities, or paid or
incurred before January 1, 1994, with
respect to clubs—(a) Requirements for
deduction. Except as provided in this
section, no deduction otherwise allow-
able under chapter 1 of the Internal
Revenue Code shall be alowed for any
expenditure paid or incurred before
January 1, 1979, with respect to a
facility used in connection with enter-
tainment, or for any expenditure paid
or incurred before January 1, 1994,
with respect to a club used in connec-
tion with entertainment, unless the
taxpayer establishes—

(1) That the facility or club was
used primarily for the furtherance of
the taxpayer’'s trade or business; and

(2) That the expenditure was directly
related to the active conduct of that
trade or business.

(b) Amount of deduction. The deduc-
tion allowable under paragraph
(@(2)(ii)(a) of this section shall not
exceed the portion of the expenditure
directly related to the active conduct of
the taxpayer’s trade or business.

(iii) Expenditures paid or incurred
after December 31, 1993, with respect
to a club—(a) In general. No deduc-
tion otherwise allowable under chapter
1 of the Internal Revenue Code shall be
allowed for amounts paid or incurred
after December 31, 1993, for member-
ship in any club organized for business,
pleasure, recreation, or other socia
purpose. The purposes and activities of
a club, and not its name, determine
whether it is organized for business,
pleasure, recreation, or other social
purpose. Clubs organized for business,
pleasure, recreation, or other socia

purpose include any membership orga-
nization if a principal purpose of the
organization is to conduct entertain-
ment activities for members of the
organization or their guests or to
provide members or their guests with
access to entertainment facilities within
the meaning of paragraph (e)(2) of this
section. Clubs organized for business,
pleasure, recreation, or other social
purpose include, but are not limited to,
country clubs, golf and athletic clubs,
airline clubs, hotel clubs, and clubs
operated to provide meals under cir-
cumstances generally considered to be
conducive to business discussion.

(b) Exceptions. Unless a principal
purpose of the organization is to
conduct entertainment activities for
members or their guests or to provide
members or their guests with access to
entertainment facilities, business
leagues, trade associations, chambers of
commerce, boards of trade, real estate
boards, professional organizations (such
as bar associations and medical asso-
ciations), and civic or public service
organizations will not be treated as
clubs organized for business, pleasure,
recreation, or other social purpose.

(3) * % %

(iii) ‘*Expenditures paid or incurred
before January 1, 1979, with respect to
entertainment facilities or before Janu-
ary 1, 1994, with respect to clubs'’, see
paragraph (e) of this section, and

* * * * * *

(e) Expenditures paid or incurred
before January 1, 1979, with respect to
entertainment facilities or before Janu-
ary 1, 1994, with respect to clubs—(1)
In general. Any expenditure paid or
incurred before January 1, 1979, with
respect to a facility, or paid or incurred
before January 1, 1994, with respect to
a club, used in connection with enter-
tainment shall not be allowed as a
deduction except to the extent it meets
the requirements of paragraph (a)(2)(ii)
of this section.

* * * * * *

(3) * % %

(ii) Club dues—(a) Club dues paid
or incurred before January 1, 1994.
Dues or fees paid before January 1,
1994, to any social, athletic, or sporting
club or organization are considered
expenditures with respect to a facility
used in connection with entertainment.
The purposes and activities of a club or
organization, and not its name, deter-

mine its character. Generally, the
phrase social, athletic, or sporting club
or organization has the same meaning
for purposes of this section as that
phrase had in section 4241 and the
regulations thereunder, relating to the
excise tax on club dues, prior to the
repeal of section 4241 by section 301
of Pub. L. 89-44. However, for pur-
poses of this section only, clubs oper-
ated solely to provide lunches under
circumstances of a type generally con-
sidered to be conducive to business
discussion, within the meaning of para-
graph (f)(2)(i) of this section, will not
be considered socia clubs.

(b) Club dues paid or incurred after
December 31, 1993. See paragraph
(a)(2)(iii) of this section with reference
to the disallowance of deductions for
club dues paid or incurred after De-
cember 31, 1993.

* * * * * *

§1.274-5T [Amended]

Par. 3. In 81.274-5T, the first two
sentences of paragraph (c)(6)(iii) are
amended by removing the language ‘‘at
any time'’ in each sentence and adding
the language ‘‘before January 1,
1994, in its place.

Margaret Milner Richardson,
Commissioner of
Internal Revenue.

Approved June 21, 1995.

Leslie Samuels,
Assistant Secretary of
the Treasury.

(Filed by the Office of the Federal Register on
July 18, 1995, 8:45 am., and published in the
issue of the Federal Register for July 19, 1995,
60 F.R. 36993)

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

Simplified optional method for substantiating
the amount of a deduction or expense for
business use of an automobile. See Rev. Proc.
95-54, page 450.

26 CFR 1.274(d)-1: Substantiation
requirements.

Simplified optional method for substantiating
the amount of a deduction or expense for
business use of an automobile. See Rev. Proc.
95-54, page 450.
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Section 280G.—Golden Parachute
Payments

Federal short-term, mid-term, and long-term
rates are set forth for the month of July 1995.
See Rev. Rul. 9548, page 125.

Federal short-term, mid-term, and long-term
rates are set forth for the month of August 1995.
See Rev. Rul. 95-51, page 127.

Federal short-term, mid-term, and long-term
rates are set forth for the month of September
1995. See Rev. Rul. 95-62, page 129.

Federal short-term, mid-term, and long-term
rates are set forth for the month of October 1995.
See Rev. Rul. 95-67, page 130.

Federal short-term, mid-term, and long-term
rates are set forth for the month of November
1995. See Rev. Rul. 95-73, page 132.

Federal short-term, mid-term, and long-term
rates are set forth for the month of December
1995. See Rev. Rul. 95-79, page 134.

Subchapter C.—Corporate Distributions and
Adjustments

Part 1l.—Corporate Liquidations
Subpart B.—Effects on Corporations

Section 338.—Certain Stock
Purchases Treated as Asset
Acquisitions

26 CFR 1.338-2: Miscellaneous issues under
section 338.

T.D. 8626

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Part 1

Continuity of Interest in Transfer of
Target Assets After Qualified Stock
Purchase of Target

AGENCY: Interna Revenue Service
(IRS), Treasury.

ACTION: Final regulations.

SUMMARY : This document prescribes
final regulations under section 338 of
the Internal Revenue Code regarding
the transfer of target assets to the
purchasing corporation or another
member of the same affiliated group as
the purchasing corporation after a

34 1995-2 C.B.

qgualified stock purchase (QSP) of
target stock, if a section 338 election is
not made. These regulations provide
guidance to parties to such transfers.

DATES: These regulations are effective
October 27, 1995.

These regulations are applicable to
transfers of target assets that occur on
or after October 26, 1995.

SUPPLEMENTARY INFORMATION:
Explanation of Provisions
1. Background

This document contains final regula-
tions under section 338 that govern the
treatment of an intragroup merger or
similar transaction following a QSP of
target stock, if a section 338 election is
not made for the target.

Section 338 provides that, if a
corporation makes a QSP of the stock
of a target, the purchasing corporation
may elect to have the target treated as
having sold all of its assets at the close
of the acquisition date in a single
transaction and as a new corporation
that purchased all such assets at the
beginning of the following day. Under
section 338(i), the IRS and Treasury
are authorized to prescribe such regula
tions as may be necessary or appropriate
to carry out the purposes of section 338.

On February 17, 1995, proposed
regulations under section 338 were
published in the Federal Register (60
FR 9309 [CO-62-94, 1995-1 C.B.
839]). The proposed rules are based on
the conclusion that the result in Yoc
Heating v. Commissioner, 61 T.C. 168
(1973), is inconsistent with the legisla-
tive intent behind section 338 when
there is a QSP of target stock.

2. Public Comments and the Final
Regulations

The IRS received comments from the
public on the proposed regulations, and
a public hearing was held on June 7,
1995. Commentators generally support
the proposed regulations. Accordingly,
the final regulations adopt the proposed
regulations with minor technical
changes. The principa comments on
the proposed regulations are discussed
below.

Treatment of minority shareholders.
The proposed regulations generaly

treat the purchasing corporation’s target
stock acquired in the QSP as an
interest on the part of a person who is
an owner of the target's business
enterprise prior to the transfer that can
be continued in a reorganization. Thus,
if the purchasing corporation purchases
the bulk of the stock of a target
corporation in a QSP and subsequently
merges the target into a subsidiary of
the purchasing corporation in exchange
for the subsidiary’s stock, the con-
tinuity of interest requirement is treated
as satisfied. However, this treatment
does not extend to minority share-
holders of the target whose stock is not
acquired by the purchasing corporation.

Several commentators argue that the
proposed regulations are inconsistent
because they provide tax-free treatment
to the purchasing corporation, but not
minority shareholders who are the true
historic owners of the target. Therefore,
they suggest that the proposed regula-
tions are contrary to traditional notions
of shareholder continuity, and that the
final regulations should extend tax-free
treatment to minority shareholders who
exchange their target stock for stock in
the acquiring entity.

The final regulations do not adopt
this suggestion. The legislative history
of section 338 indicates a congressional
intent to repeal the Kimbell-Diamond
doctrine and protect the exclusivity of
the section 338 election for obtaining a
cost rather than a carryover basis in the
target’s assets after a QSP. See H.R.
Conf. Rep. No. 760, 97th Cong., 2d
Sess. 467, 536 (1982), 1982-2 C.B.
600, 632. The regulations apply the
reorganization rules to the target corpo-
ration and purchasing group because
the IRS and Treasury believe it is the
simplest and most effective means of
achieving this intent, as they provide a
pre-existing set of rules with well-
understood consequences.

The legislative history does not
indicate any intention to provide reor-
ganization treatment for all purposes to
exchanges of stock incident to asset
transfers after QSPs. Under generd
income tax rules, an exchange of shares
is only accorded reorganization treat-
ment if the continuity of interest
requirement is satisfied with respect to
the target shareholders generally. This
requirement is not satisfied if the
acquisition of the target in a QSP and
the merger of the target into the
purchasing corporation’s subsidiary are
pursuant to an integrated transaction in
which the owner of the mgjority stake



in the target receives solely cash. See,
e.g., Yoc Heating, 61 T.C. 168; Kass v.
Commissioner, 60 T.C. 218 (1973),
aff'd, 491 F.2d 749 (3d Cir. 1974).
Thus, extension of reorganization treat-
ment to the minority shareholders in
this case would inappropriately alter
general reorganization principles, and
would not be grounded in the policies
of section 338.

Scope of minority shareholder exclu-
sion provision. One commentator sug-
gests that if the final regulations
continue to deny reorganization treat-
ment to the preexisting minority share-
holders, the exclusion should expressly
apply to both the continuity of interest
and control rules, rather than only the
continuity of interest rule (as pro-
posed). The final regulations adopt the
commentator’'s suggestion by moving
the minority shareholder exclusion to
the scope section. This change is
intended to clarify that the minority
shareholder exclusion applies to any
transaction that qualifies as a tax-free
reorganization by operation of these
regulations.

Effect of section 338(h)(8). Section
338(h)(8) provides that stock and asset
acquisitions made by members of the
same affiliated group shall be treated as
made by one corporation. One
commentator suggests that the final
regulations should specifically provide
that section 338(h)(8) does not apply in
determining whether the merger of
target qualifies as a reorganization.
Otherwise, the commentator contends,
a transaction in which target ‘‘sprin-
kles'’' its assets among several mem-
bers of the purchasing corporation’s
affiliated group would qualify as a
reorganization, because section 338(h)-
(8) treats the purchasing corporation
and its affiliates as one corporation.

The final regulations do not adopt
this suggestion because section 338(h)
(including section 338(h)(8)), by its
terms, only applies for purposes of
section 338 (e.g., determining whether
a transaction qualifies as a QSP). The
fina regulations only modify the con-
tinuity of interest and control require-
ments for reorganizations, and any
transaction in which the target *‘sprin-
kles'’ its assets among several purchas-
ing corporation affiliates would likely
fail other reorganization requirements.

Guidance regarding mergers after a
section 338 election. The Preamble to
the proposed regulations requests com-
ments on whether guidance is neces
sary on the proper treatment of post-

QSP mergers if a section 338 election
is made for target. Because this request
did not receive a strong response, the
IRS and Treasury have decided not to
provide such guidance in this
document.

Special Analyses

It has been determined that this
Treasury decision is not a significant
regulatory action as defined in EO
12866. Therefore, a regulatory assess-
ment is not required. It has also been
determined that section 553(b) of the
Administrative Procedure Act (5 U.S.C.
chapter 5) and the Regulatory Flex-
ibility Act (5 U.S.C. chapter 6) do not
apply to these regulations, and, there-
fore, a Regulatory Flexibility Analysis
is not required. Pursuant to section
7805(f), the notice of proposed
rulemaking preceding these regulations
was submitted to the Chief Counsel for
Advocacy of the Small Business Ad-
ministration for comment on its impact
on small business.

* * * * * *

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR pat 1 is
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. Section 1.338-0 is amended
by adding contents entries for §1.338—
2(c)(3) in numerical order to read as
follows:

§1.338-0 Outline of topics.

* * * * * *

81.338-2 Miscellaneous issues under
section 338.

* * * * * *

(C) * % %

(3) Conseguences of post-
acquisition elimination of target.

(i) Scope.

(ii) Continuity of interest.

(iii) Control requirement.

(iv) Example.

(v) Effective date.

* * * * * *

Par. 3. Section 1.338-2 is amended
by adding paragraph (c)(3) to read as
follows:

§1.338-2 Miscellaneous issues under
section 338.

* * * * * *

(C) * k% %

(3) Conseguences of post-acquisition
elimination of target—(i) Scope. The
rules of this paragraph (c)(3) apply to
the transfer of target assets to the
purchasing corporation (or another
member of the same affiliated group as
the purchasing corporation) (the trans-
feree) following a qualified stock pur-
chase of target stock, if the purchasing
corporation does not make a section
338 election for target. Notwithstanding
the rules of this paragraph (c)(3),
section 354(a) (and so much of section
356 as relates to section 354) cannot
apply to any person other than the
purchasing corporation or another
member of the same affiliated group as
the purchasing corporation unless the
transfer of target assets is pursuant to a
reorganization as determined without
regard to this paragraph (c)(3).

(ii) Continuity of interest. By virtue
of section 338, in determining whether
the continuity of interest requirement of
81.368-1(b) is satisfied on the transfer
of assets from target to the transferee,
the purchasing corporation’s target
stock acquired in the qualified stock
purchase represents an interest on the
part of a person who was an owner of
the target’s business enterprise prior to
the transfer that can be continued in a
reorganization.

(iii) Control requirement. By virtue
of section 338, the acquisition of target
stock in the qualified stock purchase
will not prevent the purchasing corpo-
ration from qualifying as a shareholder
of the target transferor for the purpose
of determining whether, immediately
after the transfer of target assets, a
shareholder of the transferor is in
control of the corporation to which the
assets are transferred within the mean-
ing of section 368(a)(1)(D).

(iv) Example. This paragraph (c)(3)
is illustrated by the following example:

Example. (A) Facts. P, T, and X are domestic
corporations. T and X each operate a trade or
business. A and K, individuals unrelated to P,
own 85 and 15 percent, respectively, of the stock
of T. P owns al of the stock of X. The total
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adjusted basis of T's property exceeds the sum
of T's liabilities plus the amount of liabilities to
which T's property is subject. P purchases all of
A’s T stock for cash in a quaified stock
purchase. P does not make an election under
section 338(g) with respect to its acquisition of T
stock. Shortly after the acquisition date, and as
part of the same plan, T merges under applicable
state law into X in a transaction that, but for the
question of continuity of interest, satisfies all the
requirements of section 368(a)(1)(A). In the
merger, al of T's assets are transferred to X. P
and K receive X stock in exchange for their T
stock. P intends to retain the stock of X
indefinitely.

(B) Satus of transfer as a reorganization. By
virtue of section 338, for the purpose of
determining whether the continuity of interest
requirement of 8§1.368-1(b) is satisfied, P's T
stock acquired in the qualified stock purchase
represents an interest on the part of a person who
was an owner of T's business enterprise prior to
the transfer that can be continued in a reorgani-
zation through P's continuing ownership of X.
Thus, the continuity of interest requirement is
satisfied and the merger of T into X is a
reorganization within the meaning of section
368(a)(1)(A). Moreover, by virtue of section 338,
the requirement of section 368(a)(1)(D) that a
target shareholder control the transferee imme-
diately after the transfer is satisfied because P
controls X immediately after the transfer. In
addition, all of T's assets are transferred to X in
the merger and P and K receive the X stock
exchanged therefor in pursuance of the plan of
reorganization. Thus, the merger of T into X is
also a reorganization within the meaning of
section 368(a)(1)(D).

(C) Treatment of T and X. Under section
361(a), T recognizes no gain or loss in the
merger. Under section 362(b), X's basis in the
assets received in the merger is the same as the
basis of the assets in T's hands. X succeeds to
and takes into account the items of T as provided
in section 381.

(D) Treatment of P. By virtue of section 338,
the transfer of T assets to X is a reorganization.
Pursuant to that reorganization, P exchanges its
T stock solely for stock of X, a party to the
reorganization. Because P is the purchasing
corporation, section 354 applies to P's exchange
of T stock for X stock in the merger of T into X.
Thus, P recognizes no gain or loss on the
exchange. Under section 358, P's basis in the X
stock received in the exchange is the same as the
basis of P's T stock exchanged therefor.

(E) Treatment of K. Because K is not the
purchasing corporation (or an affiliate thereof),
section 354 cannot apply to K's exchange of T
stock for X stock in the merger of T into X
unless the transfer of T's assets is pursuant to a
reorganization as determined without regard to
§1.338-2(c)(3). Under general income tax princi-
ples applicable to reorganizations, the continuity
of interest requirement is not satisfied because
P's stock purchase and the merger of T into X
are pursuant to an integrated transaction in which
A, the owner of 85 percent of the stock of T,
received solely cash in exchange for A’s T stock.
See, e.g., Yoc Heating v. Commissioner, 61 T.C.
168 (1973); Kass v. Commissioner, 60 T.C. 218
(1973), aff'd, 491 F.2d 749 (3d Cir. 1974). Thus,
the requisite continuity of interest under §1.368—
1(b) is lacking and section 354 does not apply to
K's exchange of T stock for X stock. K
recognizes gain or loss, if any, pursuant to
section 1001(c) with respect to its T stock.
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(v) Effective date. The provisions of
this paragraph (c)(3) are effective for
transfers of target assets on or after
October 26, 1995.

* * * * * *

Margaret Milner Richardson,
Commissioner of
Internal Revenue.

Approved October 3, 1995.

Leslie Samuels,
Assistant Secretary of
the Treasury.

(Filed by the Office of the Federal Register on
October 26, 1995, 8:45 am., and published in
the issue of the Federal Register for October
27, 1995, 60 F.R. 54942)

Part 1ll.—Corporate Organizations and
Reorganizations

Subpart A.—Corporate Organizations

Section 351.—Transfer to
Corporation Controlled by Transferor

26 CFR 1.351-1: Transfer to corporation
controlled by transferor.

Whether certain environmental liabilities as-
sumed by a transferee in a section 351 exchange
are not liabilities for purposes of sections
357(c)(1) and 358(d)? In addition, whether these
liabilities assumed in the section 351 exchange
are deductible by the transferee as business
expenses under section 162 or are capital
expenditures under section 263, as appropriate,
under the transferee’'s method of accounting? See
Rev. Rul. 95-74, on this page.

Subpart B.—Effects on Shareholders and Security
Holders

Section 357.—Assumption of Liability

26 CFR 1.357-2: Liabilities in excess of basis.
(Also 88 351, 358; 1.351-1, 1.358-3, 1.358-4.)

Contingent liabilities assumed in
section 351 exchanges. Certain en-
vironmental liabilities assumed by a
transferee in a section 351 exchange
are not liabilities for purposes of
sections 357(c)(1) and 358(d) of the
Code. In addition, these liabilities
assumed in the section 351 exchange
are deductible by the transferee as
business expenses under section 162 or
are capital expenditures under section
263, as appropriate, under the trans-
feree's method of accounting.

Rev. Rul. 95-74
ISSUES

(1) Are the liabilities assumed by S
in the § 351 exchange described below
liabilities for purposes of 88 357(c)(1)
and 358(d)?

(2) Once assumed by S, how will the
liabilities in the § 351 exchange de-
scribed below be treated?

FACTS

Corporation P is an accrua basis,
calendar-year corporation engaged in
various ongoing businesses, one of
which includes the operation of a
manufacturing plant (the Manufacturing
Business). The plant is located on land
purchased by P many years before. The
land was not contaminated by any
hazardous waste when P purchased it.
However, as a result of plant opera-
tions, certain environmental liabilities,
such as potential soil and groundwater
remediation, are now associated with
the land.

In Year 1, for bona fide business
purposes, P engages in an exchange to
which § 351 of the Internal Revenue
Code applies by transferring substan-
tially all of the assets associated with
the Manufacturing Business, including
the manufacturing plant and the land
on which the plant is located, to a
newly formed corporation, S in ex-
change for all of the stock of S and for
S's assumption of the liahilities associ-
ated with the Manufacturing Business,
including the environmenta liabilities
associated with the land. P has no plan
or intention to dispose of (or have S
issue) any S stock. S is an accrua
basis, calendar-year taxpayer.

P did not undertake any environmen-
tal remediation efforts in connection
with the land transferred to S before
the transfer and did not deduct or
capitalize any amount with respect to
the contingent environmental liabilities
associated with the transferred land.

In Year 3, S undertakes soil and
groundwater remediation efforts relat-
ing to the land transferred in the § 351
exchange and incurs costs (within the
meaning of the economic performance
rules of 8§ 461(h)) as a result of those
remediation efforts. Of the total amount
of costs incurred, a portion would have
constituted ordinary and necessary
business expenses that are deductible
under § 162 and the remaining portion



would have constituted capital expendi-
tures under § 263 if there had not been
a 8351 exchange and the costs for
remediation efforts had been incurred
by P. See Rev. Rul. 94-38, 1994-1
C.B. 35 (discussing the treatment of
certain environmental remediation
costs).

LAW AND ANALYSIS

Issue 1: Section 351(a) provides that
no gain or loss shal be recognized if
property is transferred to a corporation
solely in exchange for stock and
immediately after the exchange the
transferor is in control of the
corporation.

Section 357(a) provides a general
rule that a transferee corporation’s
assumption of a transferor’s liability in
a 8§ 351 exchange will not be treated as
money or other property received by
the transferor. Section 357(b) provides
an exception to the general rule of
§ 357(a) when it appears that the
principal purpose of the transferor in
having the liability assumed was avoid-
ance of Federal income tax on the
exchange or, if not such purpose, was
not a bona fide business purpose.

Section 357(c)(1) provides a second
exception to the general rule of
§ 357(a). Section 357(c)(1) provides
that if the sum of the liabilities the
transferee corporation assumes and
takes property subject to exceeds the
total of the adjusted basis of the
property the transferor transfers to the
corporation pursuant to the exchange,
then the excess shall be considered as
gain from the sale or exchange of the
property.

For purposes of applying the excep-
tion in 8 357(c)(1), & 357(c)(3)(A)
provides that a liability the payment of
which would give rise to a deduction
(or would be described in § 736(a)) is
excluded. This special rule does not
apply, however, to any liability to the
extent that the incurrence of the lia-
bility resulted in the creation of, or an
increase in, the basis of any property.
Section 357(c)(3)(B).

Section 358(a)(1) provides that in a
§ 351 exchange the basis of the prop-
erty permitted to be received under
§ 351 without the recognition of gain
or loss shall be the same as that of the
property exchanged, decreased by (i)
the fair market value of any other
property (except money) received by
the transferor, (ii) the amount of any

money received by the transferor, and
(iii) the amount of loss to the transferor
which was recognized on such ex-
change, and increased by (i) the
amount which was treated as a divi-
dend and (ii) the amount of gain to the
transferor which was recognized on
such exchange (not including any por-
tion of such gain which was treated as
a dividend).

Section 358(d)(1) provides that
where, as part of the consideration to
the transferor, another party to the
exchange assumed a liability of the
transferor, such assumption (in the
amount of the liability) shall, for
purposes of § 358, be treated as money
received by the transferor on the
exchange. Section 358(d)(2) provides
that 8§ 358(d)(1) does not apply to any
liability excluded under § 357(c)(3).

The legislative history of 8§ 351
indicates that Congress viewed an
incorporation as a mere change in the
form of the underlying business and
enacted § 351 to facilitate such busi-
ness adjustments generally by allowing
taxpayers to incorporate businesses
without recognizing gain. S. Rep. No.
398, 68th Cong., 1st Sess. 17-18
(1924); H.R. Rep. No. 350, 67th Cong.,
1st Sess. 9-10 (1921); see also Rev.
Rul. 94-45, 1994-2 C.B. 39 (providing
for nonrecognition of gain from as
sumption reinsurance transactions that
are undertaken as part of § 351 ex-
changes). Section 357(c)(1), however,
provides that the transferor recognizes
gain to the extent that the amount of
liabilities transferred exceeds the aggre-
gate basis of the assets transferred.

A number of cases concerning cash
basis taxpayers were litigated in the
1970s with respect to the definition of
‘““liabilities’” for purposes of
§ 357(c)(1), with sometimes conflicting
analyses and results. Focht v. Commis-
sioner, 68 T.C. 223 (1977); Thatcher v.
Commissioner, 61 T.C. 28 (1973),
rev’d in part and aff'd in part, 533
F.2d 1114 (9th Cir. 1976); Bongiovanni
v. Commissioner, T.C. Memo. 1971-
262, rev'd, 470 F.2d 921 (2d Cir.
1972). In response to this litigation,
Congress enacted § 357(c)(3) to ad-
dress the concern that the inclusion in
the § 357(c)(1) determination of certain
deductible liabilities resulted in ‘‘un-
foreseen and unintended tax difficulties
for certain cash basis taxpayers who
incorporate a going business.’” S. Rep.
No. 1263, 95th Cong., 2d Sess. 184-85
(1978), 1978-3 C.B. 482-83.

Congress concluded that including in
the § 357(c)(1) determination liabilities

that have not yet been taken into
account by the transferor results in an
overstatement of liabilities of, and
potential inappropriate gain recognition
to, the transferor because the transferor
has not received the corresponding
deduction or other corresponding tax
benefit. Id. To prevent this result,
Congress enacted 8 357(c)(3)(A) to
exclude certain deductible liabilities
from the scope of § 357(c), as long as
the liabilities had not resulted in the
creation of, or an increase in, the basis
of any property (as provided in
§ 357(c)(3)(B)). P.L. 95600 (Revenue
Act of 1978), sec. 365, 92 Stat. 2763,
2854 (November 6, 1978); see also S.
Rep. No. 1263, 95th Cong., 2d Sess.
185 (1978), 1978-3 C.B. 483.

While 8 357(c)(3) explicitly ad-
dresses liabilities that give rise to
deductible items, the same principle
applies to liabilities that give rise to
capital expenditures as well. Including
in the 8 357(c)(1) determination those
liabilities that have not yet given rise to
capital expenditures (and thus have not
yet created or increased basis) with
respect to the property of the transferor
prior to the transfer also would result
in an overstatement of liabilities. Thus,
such liabilities also appropriately are
excluded in determining liabilities for
purposes of § 357(c)(1). Cf. Rev. Rul.
9545, 1995-26 |.R.B. 4 (short sae
obligation that creates basis treated as a
liability for purposes of 8§ 357 and
358); Rev. Rul. 88-77, 1988-2 C.B.
129 (accrued but unpaid expenses and
accounts payable are not liabilities of a
cash basis partnership for purposes of
computing the adjusted basis of a
partner’s interest for purposes of
§ 752).

In this case, the contingent environ-
mental liabilities assumed by S had not
yet been taken into account by P prior
to the transfer (and therefore had
neither given rise to deductions for P
nor resulted in the creation of, or
increase in, basis in any property of P).
As a result, the contingent environmen-
tal liabilities are not included in deter-
mining whether the amount of the
liabilities assumed by S exceeds the
adjusted basis of the property trans-
ferred by P pursuant to § 357(c)(1).

Due to the parallel constructions and
interrelated function and mechanics of
88 357 and 358, liabilities that are not
included in the determination under
§ 357(c)(1) also are not included in the
8§ 358 determination of the transferor’'s
basis in the stock received in the § 351
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exchange. See Focht v. Commissioner,
68 T.C. 223 (1977); S. Rep. No. 1263,
95th Cong., 2d Sess. 183-85 (1978),
1978-3 C.B. 481-83. Therefore, the
contingent environmental liabilities as-
sumed by S are not treated as money
received by P under § 358 for purposes
of determining P’s basis in the stock of
S received in the exchange.

Issue 2: In Holdcroft Transp. Co. v.
Commissioner, 153 F.2d 323 (8th Cir.
1946), the Court of Appeals for the
Eighth Circuit held that, after a transfer
pursuant to the predecessor to § 351,
the payments by a transferee corpora-
tion were not deductible even though
the transferor partnership would have
been entitted to deductions for the
payments had the partnership actually
made the payments. The court stated
generally that the expense of settling
claims or liabilities of a predecessor
entity did not arise as an operating
expense or loss of the business of the
transferee but was a part of the cost of
acquiring the predecessor’'s property,
and the fact that the clams were
contingent and unliquidated at the time
of the acquisition was not of controll-
ing consequence.

In Rev. Rul. 80-198, 1980-2 C.B.
113, an individual transferred all of the
assets and liabilities of a sole pro-
prietorship, which included accounts
payable and accounts receivable, to a
new corporation in exchange for al of
its stock. The revenue ruling holds,
subject to certain limitations, that the
transfer qualifies as an exchange within
the meaning of § 351(a) and that the
transferee corporation will report in its
income the accounts receivable as
collected and will be allowed deduc-
tions under § 162 for the payments it
makes to satisfy the accounts payable.
In reaching these holdings, the revenue
ruling makes reference to the specific
congressional intent of §351(a) to
facilitate the incorporation of an ongo-
ing business by making the incorpora-
tion tax free. The ruling states that this
intent would be equally frustrated if
either the transferor were taxed on the
transfer of the accounts receivable or
the transferee were not alowed a
deduction for payment of the accounts
payable. See also Rev. Rul. 83-155,
1983-2 C.B. 38 (guaranteed payments
to a retired partner made pursuant to a
partnership agreement by a corporation
to which the partnership had transferred
all of its assets and liabilities in a
§ 351 exchange were deductible by the
corporation as ordinary and necessary
business expenses under § 162(a)).
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The present case is analogous to the
situation in Rev. Rul. 80-198. For
business reasons, P transferred in a
8§ 351 exchange substantially all of the
assets and liabilities associated with the
Manufacturing Business to S in ex-
change for all of its stock, and P
intends to remain in control of S. The
costs S incurs to remediate the land
would have been deductible in part and
capitalized in part had P continued the
Manufacturing Business and incurred
those costs to remediate the land. The
congressional intent to facilitate neces-
sary business readjustments would be
frustrated by not according to S the
ability to deduct or capitaize the
expenses of the ongoing business.

Therefore, on these facts, the Internal
Revenue Service will not follow the
decision in Holdcroft Transp. Co. v.
Commissioner, 153 F.2d 323 (8th Cir.
1946). Accordingly, the contingent en-
vironmental liabilities assumed from P
are deductible as business expenses
under § 162 or are capitalized under
§ 263, as appropriate, by S under S's
method of accounting (determined as if
S has owned the land for the period
and in the same manner as it was
owned by P).

HOLDINGS

(1) The liabilities assumed by S in
the § 351 exchange described above are
not liabilities for purposes of
§ 357(c)(1) and § 358(d) because the
liabilities had not yet been taken into
account by P prior to the transfer (and
therefore had neither given rise to
deductions for P nor resulted in the
creation of, or increase in, basis in any
property of P).

(2) The liabilities assumed by S in
the § 351 exchange described above are
deductible by S as business expenses
under § 162 or are capital expenditures
under § 263, as appropriate, under S's
method of accounting (determined as if
S has owned the land for the period
and in the same manner as it was
owned by P).

LIMITATIONS

The holdings described above are
subject to § 482 and other applicable
sections of the Code and principles of
law, including the limitations discussed
in Rev. Rul. 80-198, 19802 C.B. 113
(limiting the scope of the revenue
ruling to transactions that do not have a

tax avoidance purpose). See also Notice
95-53, page 334, this Bulletin (discuss-
ing certain tax consequences of ‘‘strip-
ping transactions,’”” including the ap-
plicability of § 482).

Section 358.—Basis to Distributees

26 CFR 1.358-3: Treatment of assumption of
liabilities.

Whether certain environmental liabilities
assumed by a transferee in a section 351
exchange are not liabilities for purposes of
sections 357(c)(1) and 358(d)? In addition,
whether these liabilities assumed in the section
351 exchange are deductible by the transferee as
business expenses under section 162 or are
capital expenditures under section 263, as appro-
priate, under the transferee’s method of account-
ing? See Rev. Rul. 95-74, page 36.

26 CFR 1.358-4: Exceptions.

Whether certain environmental liabilities as-
sumed by a transferee in a section 351 exchange
are not liabilities for purposes of sections
357(c)(1) and 358(d)? In addition, whether these
liabilities assumed in the section 351 exchange
are deductible by the transferee as business
expenses under section 162 or are capital
expenditures under section 263, as appropriate,
under the transferee’s method of accounting? See
Rev. Rul. 95-74, page 36.

Subpart D.—Special Rule; Definitions

Section 368.—Definitions Relating to
Corporate Reorganizations

26 CFR 1.368-1: Purpose and scope of
exception of reorganization exchanges.

Continuity of interest; distribution by
a partnership of stock received in a
reorganization. Satisfaction of the con-
tinuity of proprietary interest require-
ment of section 1.368-1(b) of the
regulations is not affected by a part-
nership’s distribution of stock received
in a reorganization to its partners in
accordance with their interests in the
partnership.

Rev. Rul. 95-69
ISSUE

Is satisfaction of the continuity of
proprietary interest requirement of
8§ 1.368-1(b) of the Income Tax
Regulations affected by a partnership’s
distribution of stock received in a
reorganization to its partners in accord-



ance with their interests in the partner-
ship?

FACTS

PRS, a limited partnership, holds all
of the 100 outstanding shares of stock
of X corporation. GP and LP, the
partners of PRS, are United States
individuals. PRS holds other assets in
addition to the stock of X.

All of the outstanding stock of Y
corporation is held by A, a United
States individual. For valid business
reasons, X will merge into Y and, after
the merger, Y will elect to be treated as
an S corporation. X, Y, PRS, GP, and
LP execute a binding written agreement
and plan of reorganization pursuant to
which they effect the following
transaction:

(1) On December 30 of Year 1, X
merges into Y pursuant to state law. In
the merger, PRS receives 100 shares of
Y stock in exchange for its 100 shares
of X stock. GP and LP are not in
control of Y within the meaning of
§ 304(c) of the Internal Revenue Code.

(2) Immediately thereafter, PRS
makes a non-liquidating distribution of
the Y stock received in the merger in
order that Y can qualify as a small
business corporation eligible to elect to
be an S corporation. The Y stock is
distributed to GP and LP in accordance
with their interests in PRS.

(3) Y €lects to be treated as an S
corporation, and the Y shareholders
consent to such election.

LAW AND ANALYSIS

Section 368(a)(1) defines the term
‘‘reorganization.”” Section 1.368-1(b)
provides that requisite to a reorganiza-
tion under the Code is a continuity of
interest in the business enterprise under
modified corporate form on the part of
those persons who, directly or indi-
rectly, were the owners of the en-
terprise prior to the reorganization.
This section further explains that the
purpose of this requirement is to ensure
that the exceptions to the general rule
of taxability are limited to readjust-
ments of corporate structures that are
required by business exigencies and
that effect only a readjustment of
continuing interest in property under
modified corporate forms.

Prior to the merger, GP and LP,
through their interests in PRS, owned

the X business enterprise indirectly
within the meaning of & 1.368-1(b).
After the merger and before the dis-
tribution, GP and LP remained indirect
owners of the X business enterprise
through the Y stock held by PRS.
PRS's distribution of the Y stock to GP
and LP in accordance with their inter-
est in PRS does not result in a change
in GP’'s and LP’s underlying ownership
of the X business enterprise. Accord-
ingly, the distribution does not affect
whether the continuity of proprietary
interest requirement of § 1.368-1(b) is
satisfied. Cf. Rev. Rul. 84-30, 1984-1
C.B. 114.

HOLDING

Satisfaction of the continuity of
proprietary interest requirement of
§ 1.368-1(b) is not affected by a
partnership’s distribution of stock re-
ceived in a reorganization to its part-
ners in accordance with their interests
in the partnership.

Part V.—Carryovers

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

The adjusted federal long-term rate is set forth
for the month of July 1995. See Rev. Rul. 9548,
page 125.

The adjusted federal long-term rate is set forth
for the month of August 1995. See Rev. Rul. 95—
51, page 127.

The adjusted federal long-term rate is set forth
for the month of September 1995. See Rev. Rul.
95-62, page 129.

The adjusted federal long-term rate is set forth
for the month of October 1995. See Rev. Rul.
95-67, page 130.

The adjusted federal long-term rate is set forth
for the month of November 1995. See Rev. Rul.
95-73, page 132.

The adjusted applicable federal long-term rate
is set forth for the month of December 1995. See
Rev. Rul. 95-79, page 134.

Subchapter D.— Deferred Compensation, etc.

Part I.—Pension, Profit-Sharing, Stock Bonus Plans,
etc.

Subpart A.—General Rule

Section 401.—Qualified Pension,
Profit-Sharing, and Stock Bonus
Plans

26 CFR 1.401(l)-1: Permitted disparity in
employer-provided contributions or benefits.

Covered compensation tables; 1996.
The covered compensation tables for
determining contributions to defined
benefit plans and permitted disparity
are set forth.

Rev. Rul. 95-75

This revenue ruling provides tables
of covered compensation under
8§ 401(1)(5)(E) of the Internal Revenue
Code (the ‘‘Code’’) and the Income
Tax Regulations, thereunder, for the
1996 plan year.

Section 401(1)(5)(E)(i) defines cov-
ered compensation with respect to an
employee, as the average of the contri-
bution and benefit bases in effect under
§ 230 of the Social Security Act (the
“Act’’) for each year in the 35-year
period ending with the year in which
the employee attains social security
retirement age.

Section 1.401(1)-1(c)(34) of the reg-
ulations defines the taxable wage base
as the contribution and benefit base
under 8§ 230 of the Act.

Section 1.401(1)-1(c)(7)(i) defines
covered compensation for an employee
as the average (without indexing) of
the taxable wage bases in effect for
each calendar year during the 35-year
period ending with the last day of the
calendar year in which the employee
attains (or will attain) social security
retirement age. A 35-year period is
used for al individuals regardless of
the year of birth of the individual. In
determining an employee's covered
compensation for a plan year, the
taxable wage base for al calendar
years beginning after the first day of
the plan year is assumed to be the same
as the taxable wage base in effect as of
the beginning of the plan year. An
employee’s covered compensation for a
plan year beginning after the 35-year
period applicable under 8§ 1.401(1)-
1(c)(7)(i) is the employee's covered
compensation for a plan year during
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which the 35-year period ends. An
employee’s covered compensation for a
plan year beginning before the 35-year
period applicable under § 1.401(1)—
1(c)(7)(i) is the taxable wage base in
effect as of the beginning of the plan
year.
Section 1.401(1)-1(c)(7)(ii) provides

that, for purposes of determining the
amount of an employee's covered
compensation under § 1.401(1)-1(c)-
(7)(i), a plan may use tables, provided
by the Commissioner, that are devel-
oped by rounding the actual Amounts
of covered compensation for different
years of birth.

1996 COVERED COMPENSATION TABLE

CALENDAR
YEAR OF
BIRTH

1931
1932
1933
1934
1935
1936
1937
1938
1939
1940
1941
1942
1943
1944
1945
1946
1947
1948
1949
1950
1951
1952
1953
1954
1955
1956
1957
1958
1959
1960
1961
1962
1963 or later
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CALENDAR YEAR OF
SOCIAL SECURITY
RETIREMENT AGE

1996
1997
1998
1999
2000
2001
2002
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020
2022
2023
2024
2025
2026
2027
2028
2029
2030

For purposes of determining covered
compensation for the 1996 year the
taxable wage base is $62,700.

The following tables provide covered
compensation for 1996:

1996 COVERED
COMPENSATION

27,576
29,232
30,888
32,532
34,188
35,796
37,392
40,536
42,108
43,668
45,204
46,692
48,108
49,488
50,844
52,164
53,448
54,588
55,644
56,580
57,444
58,224
58,932
59,592
60,720
61,224
61,644
61,980
62,244
62,448
62,592
62,652
62,700



1996
Rounded Covered
Compensation Table

Covered
Year of Birth Compensation
1930 — 1931 27,000
1932 — 1933 30,000
1934 — 1935 33,000
1936 — 1937 36,000
1938 — 1939 42,000
1940 — 1941 45,000
1942 — 1944 48,000
1945 — 1946 51,000
1947 — 1948 54,000
1949 — 1952 57,000
1953 — 1956 60,000
1957 or Later 62,700

26 CFR 1.401-1: Qualified pension, profit-
sharing and stock bonus plans.

A procedure is provided whereby an employer
and a trustee may request a closing agreement on
the application of § 401 of the Code to certain
payments to a defined contribution plan that has
assets invested in certain products of a life
insurance company in state insurer delinquency
proceedings. See Rev. Proc. 95-52, page 439.

Section 403.—Taxation of Employee
Annuities

26 CFR 1.403(b)-2: Eligible rollover
distributions; questions and answers.

T.D. 8619

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Parts 1, 31 and 602

Direct Rollovers and 20-Percent
Withholding upon Eligible Rollover
Distributions from Qualified Plans

AGENCY: Interna Revenue Service
(IRS), Treasury.

ACTION: Final and temporary regula-
tions.

SUMMARY: This document contains
fina regulations relating to eligible
rollover distributions from tax-qualified
retirement plans and section 403(b)
annuities. These regulations reflect the
changes made by the Unemployment
Compensation Amendments of 1992
and affect the administrators, sponsors,
payors of, and participants in tax-
gualified retirement plans and section
403(b) annuities.

EFFECTIVE DATE: These regulations
are effective on October 19, 1995.

SUPPLEMENTARY INFORMATION:
Paperwork Reduction Act

The collections of information con-
tained in these fina regulations have
been reviewed and approved by the
Office of Management and Budget in
accordance with the Paperwork Reduc-
tion Act (44 U.S.C. 3507) under con-
trol number 1545-1341. 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 collection of information
displays a valid control number.

The estimated annual burden per
plan administrator/payor/recordkeeper
varies from .05 hour to 330 hours,
depending on individual circumstances,
with an estimated average of .50 hour.

Comments concerning the accuracy
of this burden estimate and suggestions
for reducing this burden should be sent
to the Interna Revenue Service, Attn:
IRS Reports Clearance Officer, PC:FP,
Washington, DC 20224, and to the
Office of Management and Budget,
Attn: Desk Officer for the Department
of the Treasury, Office of Information
and Regulatory Affairs, Washington,
DC 20503.

Books and records relating to this
collection of information must be re-
tained as long as their contents may
become material 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

On October 22, 1992, Temporary
Income Tax Regulations (TD 8443
[1992-2 C.B. 80]) under sections
401(a)(31), 402(c), 402(f), 403(b), and
3405(c) of the Internal Revenue Code
(Code) were published in the Federa
Register (57 FR 48163). A notice of
proposed rulemaking (EE-43-92
[1992—2 C.B. 678]) cross-referencing
the temporary regulations was pub-
lished in the Federal Register (57 FR
48194) on the same day. The tempo-
rary regulations provide guidance for
complying with the Unemployment
Compensation Amendments of 1992

(UCA). In addition, Notice 92-48
(1992—2 C.B. 377), provides a safe
harbor explanation that can be used in
order to satisfy section 402(f) of the
Code. Written comments were received
on the proposed and temporary regula-
tions and a public hearing on the
proposed and temporary regulations
was held on January 15, 1993.

In response to initial comments on
the proposed and temporary regula-
tions, the IRS provided additional
guidance under UCA in Notice 93-3
(1993-1 C.B. 293), and Notice 93-26
(1993-1 C.B. 308). The notices solic-
ited public comments concerning the
additional guidance.

After consideration of all the com-
ments, the temporary regulations are
replaced and the proposed regulations
under sections 401(a)(31), 402(c),
402(f), 403(b), and 3405(c) are adopted
as revised by this Treasury decision.

Explanation of Provisions
1. Overview

UCA significantly changed the treat-
ment of distributions from qualified
plans and section 403(b) annuities.
First, under section 402(c), as amended
by UCA, dl distributions from quali-
fied plans to an employee (or to the
employee’s spouse after the employee’s
death) from the ‘‘balance to the credit’’
of the employee are ‘‘eligible rollover
distributions’ to the extent includible
in gross income, except (1) substan-
tially equal periodic payments over life
or life expectancy or for a period of ten
years or more, and (2) required min-
imum distributions under section
401(a)(9).

Second, UCA added a new qualifica-
tion provision under section 401(a)(31)
that requires qualified plans to provide
employees with a direct rollover op-
tion. Under a direct rollover option, an
employee may elect to have an eligible
rollover distribution paid directly to an
individual retirement account or indi-
vidual retirement annuity, or to another
qualified plan that accepts rollovers
(collectively referred to as eligible
retirement plans). The direct rollover
option is provided in addition to the
pre-existing rollover provisions under
section 402. Thus, an employee who
receives an eligible rollover distribution
but who does not elect a direct rollover
still has the option to subsequently roll
over the distribution to an eligible re-
tirement plan within 60 days of receipt.
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Third, UCA amended section 3405 to
impose mandatory 20-percent income
tax withholding on any eligible rollover
distribution that the employee does not
elect to have paid in a direct rollover.
This withholding applies even if the
employee receives a distribution and
then rolls it over within the 60—day
period. (However, where employer se-
curities are distributed, a specia rule
limits withholding to the value of cash
and other property received in the
distribution.) To the extent that a
distribution is both includible in gross
income and not an eligible rollover
distribution, the elective withholding
rules under section 3405 and §35.3405—
1 continue to apply.

Finally, section 402(f), as amended
by UCA, requires that, within a reason-
able period of time before making a
distribution, the plan administrator give
a written explanation (the section
402(f) notice) to the employee of: 1)
the availability of the direct rollover
option; 2) the rules that require income
tax withholding on distributions; 3) the
rules under which the employee may
roll over the distribution within 60 days
of receipt; and, 4) if applicable, the
other special tax rules (e.g., five-year
averaging) that may apply to the
distribution.

Similar rules are provided for section
403(b) annuities. However, a distribu-
tion from a section 403(b) annuity may
only be rolled over to another section
403(b) annuity or individual retirement
plan and not to a qualified plan.

UCA requirements generaly apply to
distributions from qualified plans and
section 403(b) annuities that are made
on or after January 1, 1993. (A speciad
delayed effective date applies to certain
section 403(b) annuities sponsored by
state or local governments.)

In general, comments received on the
proposed and temporary regulations
were favorable. Thus, the final regula-
tions retain the general structure and
substance of the proposed and tempo-
rary regulations.

2. Notice 93-3 and Notice 93-26

As discussed above, in response to
initial comments on the proposed and
temporary regulations, additional guid-
ance under UCA was provided by
Notice 93-3, 1993-1 C.B. 293, and
Notice 93-26, 1993-1 C.B. 308. The
major issues addressed in these notices
include the following:
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® A distribution that occurs when a
participant’s accrued benefit is offset
by the amount of a plan loan is an
eligible rollover distribution if it
otherwise qualifies as such. How-
ever, the plan need not offer a direct
rollover of the offset distribution.
For purposes of determining the
amount that must be withheld, the
offset distribution is treated in the
same manner as a distribution of
employer securities.

® |n determining whether a distribu-
tion is a required minimum distribu-
tion for purposes of section 402(c),
any distribution prior to the year an
employee attains (or would have
attained) age 70%2 is not treated as a
required minimum distribution and
any annuity distribution paid from a
defined benefit plan or an annuity
contract in that year or a subsequent
year is treated as a required mini-
mum distribution.

® A participant may affirmatively
elect to make an immediate direct
rollover or receive an immediate
payment, provided that the partici-
pant has been informed of the right
to take at least 30 days, after
receiving the appropriate notices, to
make this decision.

® Amounts paid under an annuity
contract distributed by a qualified
plan are payments of the balance to
the credit in the qualified plan for
purposes of section 402(c) and, thus,
are subject to the same UCA rules as
distributions from qualified plans
(e.g., permitting direct rollover and
requiring 20-percent withholding).

The commentary on Notices 93-3
and 93-26 was favorable. Accordingly,
the guidance contained in the notices
has been incorporated into these final
regulations. In addition, certain other
revisions have been made to the
regulations in response to comments, to
clarify certain issues, and to facilitate
administration and compliance. The
most significant of these revisions are
discussed below.

3. Section 402(f) and other
participant notices

a. Timing of notice

As discussed above, the Code re-
quires that the plan administrator
provide the section 402(f) notice within
a reasonable period of time prior to
making an eligible rollover distribution.

The temporary regulations provide that
this reasonable time period is the same
period required for obtaining consent to
a distribution under section 411(a)(11).
The regulations under section
411(a)(11) provide that a participant’s
consent to a distribution is not valid
unless the participant receives a notice
of his or her rights under the plan,
including the right to defer the distribu-
tion, no more than 90 days and no less
than 30 days prior to the annuity
starting date.

The 90/30-day time period was
adopted in the temporary regulations
under section 402(f) because the IRS
and Treasury believed that it was
appropriate for the section 402(f) notice
to be provided within the same time
period in which plan administrators are
required to provide other distribution
information. In response to initial com-
ments, the IRS and Treasury issued
Notice 93-26, which modified the 30-
day time period to alow a participant
to affirmatively elect to make an
immediate direct rollover or receive an
immediate payment, but did not change
the 90-day time period for either
section 402(f) or section 411(a)(11). As
discussed above, the final regulations
are modified in a manner consistent
with the additional guidance provided
in Notice 93-26.

Commentators requested an expan-
sion of the 90-day time period. More
broadly, commentators asked that the
requirements of sections 411(a)(11),
417, and 402(f) be addressed in the
context of new technologies that use
electronic media, such as telephone or
computer systems, to automate plan
administrative functions that tradi-
tionally have been processed manually
by use of paper-based systems (e.g.,
notices to participants and participant
distribution requests). For example,
some commentators suggested that
plans be permitted to provide an annual
written notice if a summary of the
notice is provided through these new
technologies. In addition, commentators
asked that the modification to the 30-
day rule permitting immediate payment
after an affirmative election, announced
in Notice 93-26, be applied to distribu-
tions subject to section 401(a)(11) and
417.

The IRS and Treasury continue to
believe that the section 402(f) notice
(as well as the section 411(a)(11) and
section 417 notices) should be provided
close to the time participants are
considering the distribution to which



the notice applies. Therefore, no
change to the 90-day rule is made in
these final regulations.

Although no additional guidance on
the use of electronic media is provided
in these final regulations, the IRS and
Treasury will continue to consider
modifications of the notice and consent
requirements that might be appropriate
to accommodate new technologies, if
adequate safeguards are provided. The
IRS and Treasury continue to invite
comments on this issue. These final
regulations specifically delegate au-
thority to the Commissioner to modify
or provide additional guidance in the
Internal Revenue Bulletin with respect
to the notice requirements of section
402(f). A parallel delegation of au-
thority is provided in the proposed and
temporary regulations under sections
411(a)(11) and 417 which are being
published in connection with these final
regulations.

The proposed and temporary regula-
tions under section 411(a)(11) are modi-
fied in a manner consistent with the
changes to the 30-day rule described in
Notice 93-26. The proposed and tempo-
rary regulations under section 417 mod-
ify the timing requirement with respect
to the notice required by that section.
Under this modification, if a participant
affirmatively elects a distribution
(whether a qualified joint and survivor
annuity or an optional form of benefit),
the plan may permit the distribution to
commence at any time more than seven
days after the section 417 notice is
given, provided that the distributee has
the right to revoke the election until the
later of the annuity starting date or the
expiration of the seven-day period that
begins the day after the section 417
notice is provided.

b. Posting of notice

In response to questions from com-
mentators, the final regulations clarify
that section 402(f) notices must be
provided directly to each distributee
rather than by posting at the place of
employment.

c. Additions to model notice

Notice 92-48, 1992-2 C.B. 381,
contains the model section 402(f)
notice that serves as a ‘‘Safe Harbor
Explanation’’ for purposes of comply-
ing with section 402(f). The IRS is
considering developing additional
model language to address specific

subjects not addressed in the current
model notice, including withholding on
employer securities, treatment of plan
loan offset amounts (including with-
holding and the timing and availability
of aright to roll over), and the $5,000
death benefit exclusion. Until this
additional language is published, plan
administrators may continue to satisfy
section 402(f) by providing the current
model notice, even if issues not ad-
dressed in the current notice (such as
those listed in the preceding sentence)
are relevant to the distributee. Plan
administrators are encouraged, how-
ever, to supplement the model notice
with language addressing these issues
when applicable to a distributee. The
IRS and Treasury invite comments or
suggestions concerning possible addi-
tions or modifications to the notice.

4. Definition of eligible rollover
distribution

As noted above, under section 402(c)
and section 403(b), as amended by
UCA, all distributions from qualified
plans and section 403(b) annuities to an
employee (or to the employee's spouse
after the employee’s death) of any por-
tion of the ‘‘balance to the credit’” of
the employee are ‘‘eligible rollover
distributions'’ to the extent includible in
gross income, except (1) substantialy
equal periodic payments over life or life
expectancy or for a period of ten years
or more, and (2) required minimum
distributions under section 401(a)(9).

a Benefits included in the
balance to the credit

Based on the broad statutory defini-
tion of an eligible rollover distribution
and the UCA legidlative history, the
fina regulations provide that generally
all plan benefits are included in the
‘‘balance to the credit’”’ of an
employee, including ancillary benefits
not protected by section 411(d)(6).
Therefore, the final regulations do not
adopt commentators suggestions to
exclude various items from the defini-
tion, such as qualified disability bene-
fits, hardship distributions, and dis
tributions that are includible in gross
income but that are made to a dis
tributee reasonably expected to have no
income tax liability.

b. Substantially equal periodic
payments from a defined
contribution plan

The final regulations retain the rule

that the principles of section 72(t)
apply for purposes of determining
whether distributions constitute a series
of substantially equal periodic pay-
ments. The preamble to the temporary
regulations provides that, in determin-
ing whether payments in a series are
substantially equal for purposes of
section 402(c)(4), the principles of
Notice 89-25, 1989-1 C.B. 662, are
applicable. Notice 89-25 provides
guidance for determining whether dis-
tributions from a separate account are
substantially equal for purposes of
section 72(t). Commentators requested
guidance on applying the three methods
in Notice 89-25 for determining
whether payments are substantially
equal over life or life expectancy to
payments for a period other than life or
life expectancy. In response to these
comments, the final regulations provide
that payments from a qualified defined
contribution plan that are calculated on
a declining balance of years will be
considered substantially equal. In addi-
tion, if a distribution from a defined
contribution plan consists of payments
of a fixed amount each year until the
account balance is exhausted, reason-
able actuarial assumptions must be
used to determine the period of years
over which the payments will be made.

c. Disregard of contingencies

The final regulations retain the rule
that the determination of whether pay-
ments are substantially equal for a
given period is made when payments
commence, without regard to con-
tingencies or modifications that have
not yet occurred. Recovery from a
disability is added to the final regula-
tions as an example of a contingency
that is disregarded until it occurs. In
addition, although not addressed in the
regulations, it should be noted that a
mere change in the type (as opposed to
the amount) of benefit being paid in a
series of payments is not relevant in
determining whether the payments are
substantially equal and are being paid
for a period described in section
402(c)(4)(A). Thus, if a distributee
receives a series of disability benefits
followed by a series of retirement
benefits, and the two benefits are
reasonably expected to be substantially
equal, the retirement benefits may be
combined with the disability benefits in
determining whether a series of pay-
ments are substantially equal and are
for a period described in section
402(c)(4)(A).
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In response to comments, the final
regulations also clarify that a mere
change in distributee upon the death of
an employee is not a modification that
requires a redetermination of whether
the remaining payments under the
annuity are substantially equal periodic
payments over a period described in
section 402(c)(4)(A) and, thus, ex-
cluded from the definition of eligible
rollover distribution.

d. Coordination with Social
Security Benefits

The final regulations expand the
scope of the rule in the temporary
regulations permitting social security
benefits to be taken into account in
determining whether a series of
periodic payments are substantially
equal. Under the final regulations, if
the amount paid annually from the plan
is reduced upon attainment of socia
security retirement age (or commence-
ment of social security benefits), the
payments after the reduction will be
treated as substantially equal to the
payments prior to the reduction, even if
the reduction is not equa to the
distributee’s annual social security ben-
efits, provided that the reduction does
not exceed the annua social security
benefits and the post-reduction pay-
ments are substantially equal.

e. Supplements and adjustments
to annuity payments

The final regulations retain the rule
that a payment will be treated as
independent, and thus as not part of a
series of substantially equal periodic
payments, if the payment is substan-
tially larger or smaller than the other
payments in the series. However, in
response to comments, the final regula-
tions clarify that adjustments to the
amount of annuity payments that result
solely from correction of reasonable
administrative error or delay in pay-
ment will not cause any payment in a
series of payments that are otherwise
substantially equal to fail to be treated
as a payment in the series.

Further, in response to comments
concerning the payment of ‘‘13th
checks’ and other supplemental an-
nuity payments, the regulations provide
an additional rule for defined benefit
plans. If a defined benefit plan
provides a benefit increase for annui-
tants (e.g., retirees or beneficiaries) that
supplements a series of substantially
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equal annuity payments in a consistent
manner for all similarly situated annui-
tants, the benefit increase will not
constitute an independent payment (and
will not cause the series of payments to
be treated as not substantially equal), if
the payment either is not more than 10
percent of the annual rate of payment
or is not more than $750.

f. Required minimum
distributions

As noted above, the final regulations
incorporate the guidance in Notice 93—
3 concerning the determination of the
required minimum distribution for pur-
poses of section 402(c). Also, in
response to questions concerning the
allocation of basis in the case of a
required minimum distribution, the fi-
nal regulations clarify that if part (but
not al) of a payment is required under
section 401(a)(9) and if part (but not
all) of the same payment represents re-
turn of basis, the plan must first allo-
cate the return of basis toward satisfac-
tion of the section 401(a)(9) required
minimum distribution. This rule has the
effect of maximizing the amount that is
eligible to be rolled over.

g. Corrective distributions and
deemed distributions

The final regulations retain the rule
that certain corrective distributions and
deemed distributions are excluded from
the definition of an eligible rollover
distribution. The regulations also clar-
ify that, to the extent corrective dis
tributions are properly made from a
section 403(b) annuity, they are not
eligible rollover distributions.

With respect to deemed distributions
under section 72(p), the final regula-
tions include the clarifications provided
in Notice 93-3 with respect to the
distinction between plan loan offset
amounts and deemed distributions un-
der section 72(p), except for the
portion of Example 6 from Notice 93-3
that addressed issues relating to the tax
treatment of a distribution that occurs
after a deemed distribution. This por-
tion of the example generated nu-
merous questions and comments con-
cerning the proper interpretation of
section 72(p). Those questions and
comments are best addressed in the
context of guidance under section 72(p)
rather than section 402(c). No inference
should be drawn from the deletion of a
portion of the example.

h. $5,000 death benefit
exclusions

The final regulations clarify that, to
the extent that a death benefit is a
distribution from a qualified plan, the
portion of the distribution that is ex-
cluded from gross income under sec-
tion 101(b) is not an €ligible rollover
distribution. However, recognizing that
a surviving spouse or former spouse
may be entitled to more than one death
benefit that might qualify for the death
benefit exclusion, the final regulations
permit the plan administrator of a
qualified plan to assume, for purposes
of section 401(a)(31) and section 3405,
that any death benefit being distributed
from the plan to the surviving spouse
or former spouse of an employee that
qualifies for the exclusion is the only
benefit that so qualifies.

5. Direct rollover requirement

a Procedures for accomplishing
a direct rollover

The final regulations under section
401(a)(31) retain the rules that permit
the employer to accomplish an
employee’s direct rollover by any
reasonable means of delivery to an
eligible retirement plan, including de-
livery of a check to the eligible
retirement plan by the employee
(provided that the payee line of the
check is made out in a manner that will
ensure that the check is negotiable
solely by the trustee or custodian of the
recipient plan). The preamble to the
temporary regulations requested com-
ments on whether a standard notation,
such as ‘‘Direct Rollover,”” should be
required to appear on the face of any
check provided to an employee for
delivery. The comments received were
divided, and the fina regulations do
not require any standard notation.

b. Procedures that substantially
impair the availability of
direct rollover

The temporary regulations provide
that it would not be reasonable, and
thus would not satisfy section
401(a)(31), for a plan administrator to
require information or documentation
or to establish procedures that ‘*effec-
tively eliminate’” the right to take a
direct rollover. The final regulations
broaden this language to include proce-
dures that ‘‘substantially impair’’ the



right to take a direct rollover, and
provide additional examples illustrating
violations of section 401(a)(31).

¢. Qualification protection for
recipient plans

The temporary regulations do not
address qualification protection for
qualified plans accepting rollovers.
Comments were received asking for
criteria that, if satisfied, would permit a
receiving plan to assume that the plan
from which it is accepting a rollover is
qualified. To encourage plans to accept
rollovers, these final regulations pro-
vide a safe harbor for receiving plans
that reasonably determine that the dis-
tributing plan is qualified. The regu-
lations also provide an example of a
reasonable determination in this re-
spect. The example illustrates that a
reasonable determination will have
been made if, prior to accepting a
rollover contribution, the receiving plan
obtains a plan administrator’'s letter
indicating that the distributing plan had
a favorable determination letter regard-
ing qualification. However, if the re-
ceiving plan later obtains actual knowl-
edge that the distributing plan was not
gualified at the time of the direct
rollover, corrective distributions with
respect to the rollover amount would
be required.

In addition, the final regulations
under section 3405 retain the rule that
no withholding liability will be im-
posed on a plan administrator that
reasonably relies on ‘‘adequate infor-
mation’’ provided by the distributee.
Commentators asked whether this *‘ad-
equate information’’ protection under
section 3405 could also be extended to
section 401(a)(31). Specifically, they
asked if the distributing plan is pro-
tected from being treated as violating
section 401(a)(31) where the distributee
purports to elect a direct rollover but
the distribution made in accordance
with the information provided by the
distributee does not in fact result in a
direct rollover. The IRS and Treasury
do not believe any specia relief is
needed in this case because there is no
violation of section 401(a)(31) if the
plan follows the distributee's directions
after providing a direct rollover option.

d. Direct rollovers to qualified
defined benefit plans

The definition of eligible retirement
plan under section 402(c) includes all

qgualified trusts (defined contribution
plans and defined benefit plans) as well
as qualified annuity plans under section
403(a) and individua retirement plans.
For purposes of section 401(a)(31),
section 401(a)(31)(D) provides that the
only qualified trusts that are treated as
eligible retirement plans are defined
contribution plans. Commentators
asked whether a plan may permit direct
rollovers to qualified defined benefit
plans. The final regulations clarify that
the limitation in section 401(a)(31)(D)
applies only for purposes of determin-
ing the scope of the requirement under
section 401(a)(31), while the definition
of eligible retirement plan in section
402(c)(8)(B) controls the types of plans
to which direct rollovers are permitted.
Thus, under section 401(a)(31), a plan
is required to offer a direct rollover to
any defined contribution plan, and is
permitted (but not required) to offer a
direct rollover to a qualified trust that
is a defined benefit plan. In addition,
the final regulations clarify that an
eligible rollover distribution that is paid
in a direct rollover to a defined benefit
plan is not subject to withholding.

e. Default procedures

The final regulations retain the rules
permitting a plan administrator to
establish a procedure for a participant
who fails to make any election. How-
ever, the regulations clarify that if a
default procedure is implemented, the
distributee must receive an explanation
of the procedure in conjunction with
the section 402(f) notice.

f. Valuation of distributed
property

Some commentators raised concerns
about the valuation of property in order
to determine the portion of the distribu-
tion eligible for direct rollover or
subject to withholding. The IRS and
Treasury recognize the difficulties in
satisfying the rollover, withholding, and
reporting requirements where property
is involved and invite comments re-
garding these issues, including sug-
gested approaches for addressing the
valuation and taxation of property dis-
tributed by qualified plans. While these
regulations include no changes with re-
spect to these issues, they continue to
permit use of the rules provided in
Q&A F-1 and Q&A F-3 of §35.3405-1
for purposes of withholding.

g. Plan amendments

The final regulations retain the rule
that, although plans must comply in
operation with section 401(a)(31) be-
ginning January 1, 1993, plans need
not be amended to comply with section
401(a)(31) until the end of the remedial
amendment period for amending the
plan to comply with the amendments to
section 401(a) made by the Tax Reform
Act of 1986 (TRA ’'86). Notice 92-36
(1992-2 C.B. 364), specifies the re-
medial amendment period for most
employers. Announcement 95-48
(1995-23 |.R.B. 11), dated June 5,
1995, extends this period for plans
maintained by tax exempt organizations
and governments.

Plans may continue to use the model
amendment published in Rev. Proc. 93—
12 (1993-1 C.B. 479), to comply in
form with section 401(a)(31) and these
final regulations. For plans that have
received favorable determination let-
ters, see the relevant guidance for the
timing of plan amendments, e.g., sec-
tion 21.04 of Rev. Proc. 95-6 (1995-1
C.B. 452).

6. Other rollover rules

a Rollover elections are irrevoc-
able

The final regulations incorporate the
rule in 81.402(a)(5)-1T that, in order
for a contribution of an eligible roll-
over distribution to an individual retire-
ment plan to qualify for exclusion from
gross income as a rollover contribution,
the participant must irrevocably elect to
treat the contribution as a rollover con-
tribution at the time the contribution is
made to the individual retirement plan.
A direct rollover election is deemed to
be such an irrevocable election.

b. 60-day rule

The final regulations clarify that the
60-day period for a distributee to roll
over a distribution commences on the
date of that distribution regardiess of
the number of distributions during the
taxable year. Because section 402, as
amended by UCA, no longer requires
that the distribution constitute a spec-
ified portion of the balance to the
credit of the employee in order to be
eligible for rollover, there is no longer
any need for the prior administrative
rule under which the 60-day period be-
gan as of the date of the last distribu-
tion during the taxable year.
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c. Rollover from plan not
counted in one-year-look-back
rule

The final regulations clarify that a
rollover (whether or not it is a direct
rollover) from a qualified plan is not
treated as a rollover contribution for
purposes of the one-year-look-back rule
in section 408(d)(3)(B).

7. 20-percent mandatory withholding
a. Additional withholding

In response to comments, the regula-
tions clarify that a plan administrator or
payor may (but is not required to)
permit a distributee to elect to have
more than 20 percent withheld from an
eligible rollover distribution.

b. Limitation of withholding to
cash and property distributed

Section 3405(€)(8) limits the max-
imum amount that may be withheld on
any designated distribution to the sum
of the amount of money and the fair
market value of property (other than
employer securities) that is received in
the distribution. Commentators asked
whether 20-percent withholding applies
if the portion of the distribution that is
a designated distribution is allocated
to employer stock and paid to the
employee, while the portion of the
distribution that is the return of basisis
allocated to cash. The final regulations
clarify that the section 3405(e)(8)
provision limiting withholding to the
sum of cash and property (other than
employer securities) applies to the total
distribution (including, for example,
return of basis) and not just to the
designated distribution.

Effective date

These fina regulations apply to
distributions made on or after October
19, 1995. The text of these regulations
replaces the temporary regulations pub-
lished in the Federal Register on
October 22, 1992. Although they will
be removed from the Code of Federal
Regulations (CFR), the temporary reg-
ulations, as they appear in the April 1,
1995 edition of 26 CFR part 1, retain
their effectiveness with respect to dis-
tributions made on or after January 1,
1993, but before October 19, 1995.
However, for any distribution made on
or after January 1, 1993 but before
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October 19, 1995, plans may comply
with the provisions of UCA by sub-
stituting al or part of the provisions of
these final regulations for the corre-
sponding provisions of the temporary
regulations, if any.

In addition, no penalties or sanctions
will apply for failure to satisfy section
401(a)(31) or section 402(f), or for
failure to withhold in accordance with
section 3405(c), if the requirements of
UCA are satisfied with respect to a
distribution, made on or after October
19, 1995 but before January 1, 1996,
by substituting all or part of the
provisions of the temporary regulations
for the corresponding provisions of
these final regulations. For any dis
tribution made on or after October 19,
1995 but before January 1, 1996, a
distributee may roll over the distribu-
tion if it qualifies as an €ligible
rollover distribution if al or part of the
provisions of the temporary regulations
are substituted for the corresponding
provisions of these final regulations.
Moreover, during this period, the plan
administrator and the employee (or
spousal distributee) need not apply the
provisions in the same manner with
respect to any distribution.

Soecial Analyses

It has been determined that this
Treasury decision is not a significant
regulatory action as defined in EO
12866. Therefore, a regulatory assess-
ment is not required. It aso has been
determined that section 553(b) of the
Administrative Procedure Act (5 U.S.C.
chapter 5) and the Regulatory Flex-
ibility Act (5 U.S.C. chapter 6) do not
apply to these regulations, and, there-
fore, a Regulatory Flexibility Analysis
is not required. Pursuant to section
7805(f) of the Internal Revenue Code,
the notice of proposed rulemaking
preceding these regulations was submit-
ted to the Small Business Administra-
tion for comment on its impact on
small business.

* * * * * *

Accordingly, 26 CFR parts 1, 31,
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, * * *

§81.401(a)(31)-1T, 1.402(c)-2T,
1.402(f)-2T, and 1.403(b)-2T
[Removed]

Par. 2. Sections 1.401(a)(31)-1T,
1.402(c)-2T, 1.402(f)-2T, and 1.403-
(b)—-2T are removed.

Par. 3. Sections 1.401(a)(31)-1,
1.402(c)-2, and 1.403(b)—2 are added
and 8§1.402(f)-1 is revised to read as
follows:

§1.401(a)(31)-1 Requirement to offer
direct rollover of eligible rollover
distributions; questions and answers.

The following questions and answers
relate to the qualification requirement
imposed by section 401(a)(31) of the
Internal Revenue Code of 1986, pertain-
ing to the direct rollover option for
eligible rollover distributions from pen-
sion, profit-sharing, and stock bonus
plans. Section 401(a)(31) was added by
section 522(a) of the Unemployment
Compensation Amendments of 1992,
Public Law 102-318, 106 Stat. 290
(UCA). For additiona UCA guidance
under sections 402(c), 402(f), 403(b)(8)
and (10), and 3405(c), see §81.402(c)-2,
1.402(f)-1, and 1.403(b)-2, and
§31.3405(c)-1 of this chapter, respec-
tively.

LIST OF QUESTIONS

Q-1: What are the direct rollover
requirements under section 401(a)(31)?

Q-2: Does section 401(a)(31) require
that a qualified plan permit a direct
rollover to be made to a qualified trust
that is not part of a defined contribu-
tion plan?

Q-3: What is a direct rollover that
satisfies section 401(a)(31), and how is
it accomplished?

Q-4: Is providing a distributee with a
check for delivery to an €ligible
retirement plan a reasonable means of
accomplishing a direct rollover?

Q-5: Is an €eligible rollover distribu-
tion that is paid to an eligible retire-
ment plan in a direct rollover currently
includible in gross income or subject to
20—percent withholding?

Q-6: What procedures may a plan
administrator prescribe for electing a
direct rollover, and what information
may the plan administrator require a
distributee to provide when electing a
direct rollover?

Q-7: May the plan administrator treat
a distributee as having made an elec-



tion under a default procedure where
the distributee does not affirmatively
elect to make or not make a direct roll-
over within a certain time period?

Q-8 May the plan administrator
establish a deadline after which the
distributee may not revoke an election
to make or not make a direct rollover?

Q-9: Must the plan administrator
permit a distributee to elect to have a
portion of an eligible rollover distribu-
tion paid to an eligible retirement plan
in a direct rollover and to have the
remainder of that distribution paid to
the distributee?

Q-10: Must the plan administrator
allow a distributee to divide an €eligible
rollover distribution into two or more
separate distributions to be paid in
direct rollovers to two or more eligible
retirement plans?

Q-11: Will a plan satisfy section
401(a)(31) if the plan administrator does
not permit a distributee to elect a direct
rollover if his or her eligible rollover
distributions during a year are rea
sonably expected to total less than
$2007?

Q-12: Is a plan administrator permit-
ted to treat a distributee’s election to
make or not make a direct rollover with
respect to one payment in a series of
periodic payments as applying to all
subsequent payments in the series?

Q-13: Is the €ligible retirement plan
designated by a distributee to receive a
direct rollover distribution required to
accept the distribution?

Q-14: For purposes of applying the
plan qualification requirements of sec-
tion 401(a), is an eligible rollover
distribution that is paid to an eligible
retirement plan in a direct rollover a
distribution and rollover or is it a
transfer of assets and liabilities?

Q-15: Must a direct rollover option
be provided for an eligible rollover
distribution that is in the form of a plan
loan offset amount?

Q-16: Must a direct rollover option
be provided for an eligible rollover
distribution from a qualified plan dis-
tributed annuity contract?

Q-17: What assumptions may a plan
administrator make regarding whether a
benefit is an eligible rollover
distribution?

Q-18: When must a qualified plan be
amended to comply with section
401(a)(31)?

QUESTIONS AND ANSWERS

Q-1: What are the direct rollover
requirements under section 401(a)(31)?

A-1: (a) General rule. To satisfy
section 401(a)(31), added by UCA, a
plan must provide that if the distributee
of any eligible rollover distribution
elects to have the distribution paid
directly to an eligible retirement plan,
and specifies the eligible retirement
plan to which the distribution is to be
paid, then the distribution will be paid
to that eligible retirement plan in a
direct rollover described in Q&A-3 of
this section. Thus, the plan must give
the distributee the option of having his
or her distribution paid in a direct roll-
over to an eligible retirement plan
specified by the distributee. For pur-
poses of section 401(a)(31) and this
section, eligible rollover distribution
has the meaning set forth in section
402(c)(4) and 81.402(c)-2, Q&A-3
through Q&A-10 and Q& A-14, except
as otherwise provided in Q&A-2 of this
section, eligible retirement plan has the
meaning set forth in section 402(c)-
(8)(B) and 81.402(c)—2, Q&A-2.

(b) Related Internal Revenue Code
provisions—(1) Mandatory withhold-
ing. If a distributee of an eligible roll-
over distribution does not elect to have
the eligible rollover distribution paid
directly from the plan to an €ligible
retirement plan in a direct rollover
under section 401(a)(31), the eligible
rollover distribution is subject to 20—
percent income tax withholding under
section 3405(c). See §31.3405(c)-1 of
this chapter for guidance concerning
the withholding requirements applicable
to eligible rollover distributions.

(2) Notice requirement. Section
402(f) requires the plan administrator
of a qualified plan to provide, within a
reasonable period of time before mak-
ing an eligible rollover distribution, a
written explanation to the distributee of
the distributee's right to elect a direct
rollover and the withholding con-
seguences of not making that election.
The explanation aso is required to
provide certain other relevant informa-
tion relating to the taxation of distribu-
tions. See 8§1.402(f)-1 for guidance
concerning the written explanation re-
quired under section 402(f).

(3) Section 403(b) annuities. Section
403(b)(10) provides that requirements
similar to those imposed by section
401(a)(31) apply to annuities described
in section 403(b). See §1.403(b)-2 for
guidance concerning the direct rollover
requirements for distributions from an-
nuities described in section 403(b).

(c) Effective date—(1) Statutory
effective date. Section 401(a)(31) ap-

plies to eligible rollover distributions
made on or after January 1, 1993.

(2) Regulatory effective date. This
section applies to eligible rollover
distributions made on or after October
19, 1995. For eligible rollover distribu-
tions made on or after January 1, 1993
and before October 19, 1995, §1.401-
(8)(31)—1T (as it appeared in the April
1, 1995 edition of 26 CFR part 1),
applies. However, for any distribution
made on or after January 1, 1993 but
before October 19, 1995, a plan may
satisfy section 401(a)(31) by substitut-
ing any or all provisions of this section
for the corresponding provisions of
§1.401(a)(31)-1T, if any.

Q-2: Does section 401(a)(31) require
that a qualified plan permit a direct
rollover to be made to a qualified trust
that is not part of a defined contribu-
tion plan?

A-2: No. Section 401(a)(31)(D)
limits the types of qualified trusts that
are treated as eligible retirement plans
to defined contribution plans that ac-
cept eligible rollover distributions.
Therefore, although a plan is permitted,
at a participant’s election, to make a
direct rollover to any type of eligible
retirement plan, as defined in section
402(c)(8)(B) (including a defined bene-
fit plan), a plan will not fail to satisfy
section 401(a)(31) solely because the
plan will not permit a direct rollover to
a qualified trust that is part of a
defined benefit plan. In contrast, if a
distributee elects a direct rollover of an
eligible rollover distribution to an
annuity plan described in section
403(a), that distribution must be paid to
the annuity plan, even if the recipient
annuity plan is a defined benefit plan.

Q-3: What is a direct rollover that
satisfies section 401(a)(31), and how is
it accomplished?

A-3: A direct rollover that satisfies
section 401(a)(31) is an €ligible roll-
over distribution that is paid directly to
an eligible retirement plan for the
benefit of the distributee. A direct roll-
over may be accomplished by any rea-
sonable means of direct payment to an
eligible retirement plan. Reasonable
means of direct payment include, for
example, a wire transfer or the mailing
of a check to the eligible retirement
plan. If payment is made by check, the
check must be negotiable only by the
trustee of the eligible retirement plan.
If the payment is made by wire trans-
fer, the wire transfer must be directed
only to the trustee of the eligible
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retirement plan. In the case of an eligi-
ble retirement plan that does not have a
trustee (such as a custodial individual
retirement account or an individual
retirement annuity), the custodian of
the plan or issuer of the contract under
the plan, as appropriate, should be
substituted for the trustee for purposes
of this Q&A-3, and Q&A-4 of this
section.

Q-4: Is providing a distributee with a
check for delivery to an eligible
retirement plan a reasonable means of
accomplishing a direct rollover?

A-4: Providing the distributee with a
check and instructing the distributee to
deliver the check to the eligible retire-
ment plan is a reasonable means of
direct payment, provided that the check
is made payable as follows: [Name of
the trusteg] as trustee of [name of the
eligible retirement plan]. For example,
if the name of the eligible retirement
plan is ‘‘Individual Retirement Account
of John Q. Smith,”” and the name of
the trustee is ‘*ABC Bank,”’ the payee
line of a check would read ‘‘ABC
Bank as trustee of Individual Retire-
ment Account of John Q. Smith.”
Unless the name of the distributee is
included in the name of the eligible
retirement plan, the check also must
indicate that it is for the benefit of the
distributee. If the eligible retirement
plan is not an individual retirement
account or an individua retirement
annuity, the payee line of the check
need not identify the trustee by name.
For example, the payee line of a check
for the benefit of distributee Jane Doe
might read, ‘' Trustee of XYZ Corpora-
tion Savings Plan FBO Jane Doe.”’

Q-5: Is an €ligible rollover distribu-
tion that is paid to an eligible retire-
ment plan in a direct rollover currently
includible in gross income or subject to
20-percent withholding?

A-5: No. An eligible rollover dis-
tribution that is paid to an €ligible
retirement plan in a direct rollover is
not currently includible in the dis
tributee’s gross income under section
402(c) and is exempt from the 20-
percent withholding imposed under sec-
tion 3405(c)(2). However, when any
portion of the eligible rollover distribu-
tion is subsequently distributed from
the eligible retirement plan, that portion
will be includible in gross income to
the extent required under section 402,
403, or 408.

Q-6: What procedures may a plan
administrator prescribe for electing a
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direct rollover, and what information
may the plan administrator require a
distributee to provide when electing a
direct rollover?

A-6: () Permissible procedures. Ex-
cept as otherwise provided in paragraph
(b) of this Q& A-6, the plan administra-
tor may prescribe any procedure for a
distributee to elect a direct rollover
under section 401(a)(31), provided that
the procedure is reasonable. The proce-
dure may include any reasonable re-
qguirement for information or documen-
tation from the distributee in addition
to the items of adequate information
specified in §31.3405(c)-1(b), Q&A-7
of this chapter. For example, it would
be reasonable for the plan administrator
to require that the distributee provide a
statement from the designated recipient
plan that the plan will accept the direct
rollover for the benefit of the dis
tributee and that the recipient plan is,
or is intended to be, an individual
retirement account, an individual retire-
ment annuity, a qualified annuity plan
described in section 403(a), or a
qualified trust described in section
401(a), as applicable. In the case of a
designated recipient plan that is a
qualified trust, it also would be reason-
able for the plan administrator to
require a statement that the qualified
trust is not excepted from the definition
of an eligible retirement plan by
section 401(a)(31)(D) (i.e, is not a
defined benefit plan).

(b) Impermissible procedures. A
plan will fail to satisfy section
401(a)(31) if the plan administrator
prescribes any unreasonable procedure,
or requires information or documenta-
tion, that effectively eliminates or
substantially impairs the distributee's
ability to elect a direct rollover. For
example, it would effectively eliminate
or substantially impair the distributee’s
ability to elect a direct rollover if the
recipient plan required the distributee
to obtain an opinion of counsel stating
that the eligible retirement plan receiv-
ing the rollover is a qualified plan or
individual retirement account. Sim-
ilarly, it would effectively eliminate or
substantially impair the distributee’s
ability to elect a direct rollover if the
distributing plan required a letter from
the recipient eligible retirement plan
stating that, upon request by the
distributing plan, the recipient plan will
automatically return any direct rollover
amount that the distributing plan ad-
vises the recipient plan was paid
incorrectly. It would also effectively

eliminate or substantially impair the
distributee’s ability to elect a direct
rollover if the distributing plan re-
quired, as a condition for making a
direct rollover, a letter from the recip-
ient eligible retirement plan indemnify-
ing the distributing plan for any lia-
bility arising from the distribution.

Q-7: May the plan administrator treat
a distributee as having made an elec-
tion under a default procedure where
the distributee does not affirmatively
elect to make or not make a direct roll-
over within a certain time period?

A-7: Yes, the plan administrator may
establish a default procedure whereby
any distributee who fails to make an
affirmative election is treated as having
either made or not made a direct roll-
over election. However, the plan ad-
ministrator may not make a distribution
under any default procedure unless the
distributee has received an explanation
of the default procedure and an ex-
planation of the direct rollover option
as required under section 402(f) and
81.402(f)-1, Q&A-1 and unless the
timing requirements described in
81.402(f)-1, Q&A-2 and Q&A-3 have
been satisfied with respect to the
explanations of both the default proce-
dure and the direct rollover option.

Q-8 May the plan administrator
establish a deadline after which the
distributee may not revoke an election
to make or not make a direct rollover?

A-8: Yes, but the plan administrator
is not permitted to prescribe any
deadline or time period with respect to
revocation of a direct rollover election
that is more restrictive for the dis
tributee than that which otherwise
applies under the plan to revocation of
the form of distribution elected by the
distributee.

Q-9: Must the plan administrator
permit a distributee to elect to have a
portion of an eligible rollover distribu-
tion paid to an eligible retirement plan
in a direct rollover and to have the
remainder of that distribution paid to
the distributee?

A-9: Yes, the plan administrator
must permit a distributee to elect to
have a portion of an eligible rollover
distribution paid to an eligible retire-
ment plan in a direct rollover and to
have the remainder paid to the dis-
tributee. However, the plan administra-
tor is permitted to require that, if the
distributee elects to have only a portion
of an eligible rollover distribution paid
to an eligible retirement plan in a direct



rollover, that portion be equal to at
least a specified minimum amount,
provided the specified minimum
amount is less than or equal to $500 or
any greater amount as prescribed by
the Commissioner in revenue rulings,
notices, and other guidance published
in the Internal Revenue Bulletin. See
8601.601(d)(2)(ii)(b) of this chapter. If
the entire amount of the €eligible roll-
over distribution is less than or equal to
the specified minimum amount, the
plan administrator need not allow the
distributee to divide the distribution.

Q-10: Must the plan administrator
allow a distributee to divide an €eligible
rollover distribution into two or more
separate distributions to be paid in
direct rollovers to two or more eligible
retirement plans?

A-10: No. The plan administrator is
not required (but is permitted) to allow
the distributee to divide an eligible roll-
over distribution into separate distribu-
tions to be paid to two or more €eligible
retirement plans in direct rollovers.
Thus, the plan administrator may re-
quire that the distributee select a single
eligible retirement plan to which the
eligible rollover distribution (or portion
thereof) will be distributed in a direct
rollover.

Q-11: Will a plan satisfy section
401(a)(31) if the plan administrator
does not permit a distributee to elect a
direct rollover if his or her eligible roll-
over distributions during a year are rea-
sonably expected to total less than
$200?

A-11: Yes. A plan will satisfy
section 401(a)(31) even though the plan
administrator does not permit any
distributee to elect a direct rollover
with respect to eligible rollover dis-
tributions during a year that are reason-
ably expected to total less than $200 or
any lower minimum amount specified
by the plan administrator. The rules
described in 831.3405(c)-1, Q&A-14
of this chapter (relating to whether
withholding under section 3405(c) is
required for an eligible rollover dis-
tribution that is less than $200) also
apply for purposes of determining
whether a direct rollover election under
section 401(a)(31) must be provided for
an eligible rollover distribution that is
less than $200 or the lower specified
amount.

Q-12: Is a plan administrator permit-
ted to treat a distributee’s election to
make or not make a direct rollover with
respect to one payment in a series of

periodic payments as applying to all
subsequent payments in the series?

A-12: (a) Yes. A plan administrator
is permitted to treat a distributee’s
election to make or not make a direct
rollover with respect to one payment in
a series of periodic payments as
applying to all subsequent payments in
the series, provided that:

(1) The employee is permitted at any
time to change, with respect to subse-
guent payments, a previous election to
make or not make a direct rollover; and

(2) The written explanation provided
under section 402(f) explains that the
election to make or not make a direct
rollover will apply to all future pay-
ments unless the employee subse-
guently changes the election.

(b) See 81.402(f)-1, Q&A-3 for fur-
ther guidance concerning the rules for
providing section 402(f) notices when
eligible rollover distributions are made
in a series of periodic payments.

Q-13: Is the €ligible retirement plan
designated by a distributee to receive a
direct rollover distribution required to
accept the distribution?

A-13; (a) General rule. No. Al-
though section 401(a)(31) requires
qualified plans to provide distributees
the option to make a direct rollover of
their eligible rollover distributions to
an eligible retirement plan, it imposes
no requirement that any eligible retire-
ment plan accept rollovers. Thus, a
plan can refuse to accept rollovers.
Alternatively, a plan can limit the
circumstances under which it will
accept rollovers. For example, a plan
can limit the types of plans from which
it will accept a rollover or limit the
types of assets it will accept in a roll-
over (such as accepting only cash or its
equivalent).

(b) Qualification of receiving plan.
A plan that accepts a direct rollover
from another plan will not fal to
satisfy section 401(a) merely because
the plan making the distribution is, in
fact, not qualified under section 401(a)
or section 403(a) at the time of the
distribution, if, prior to accepting the
rollover, the receiving plan reasonably
concluded that the distributing plan was
qualified under section 401(a) or sec-
tion 403(a). For example, the receiving
plan may reasonably conclude that the
distributing plan was qualified under
section 401(a) or section 403(a) if,
prior to accepting the rollover, the plan
administrator of the distributing plan
provided the receiving plan with a

statement that the distributing plan had
received a determination letter from the
Commissioner indicating that the plan
was qualified.

Q-14: For purposes of applying the
plan qualification requirements of sec-
tion 401(a), is an €ligible rollover
distribution that is paid to an eligible
retirement plan in a direct rollover a
distribution and rollover or is it a
transfer of assets and liabilities?

A-14: For purposes of applying the
plan qualification requirements of sec-
tion 401(a), a direct rollover is a distri-
bution and rollover of the eligible roll-
over distribution and not a transfer of
assets and liabilities. For example, if
the consent requirements under section
411(a)(11) or sections 401(a)(11) and
417(a)(2) apply to the distribution, they
must be satisfied before the eligible
rollover distribution may be distributed
in a direct rollover. Similarly, the direct
rollover is not a transfer of assets and
liabilities that must satisfy the require-
ments of section 414(l). Findly, a
direct rollover is not a transfer of
benefits for purposes of applying the
requirements under section 411(d)(6),
as described in 81.411(d)-4, Q&A-3.
Therefore, for example, the eligible
retirement plan is not required to
provide, with respect to amounts paid
to it in a direct rollover, the same
optional forms of benefits that were
provided under the plan that made the
direct rollover. The direct rollover
requirements of section 401(a)(31) do
not affect the ability of a qualified plan
to make an elective or nonelective
transfer of assets and liabilities to
another qualified plan in accordance
with applicable law (such as section
414(1)).

Q-15: Must a direct rollover option
be provided for an eligible rollover
distribution that is in the form of a plan
loan offset amount?

A-15: A plan will not fail to satisfy
section 401(a)(31) merely because the
plan does not permit a distributee to
elect a direct rollover of an eligible
rollover distribution in the form of a
plan loan offset amount. Section
1.402(c)-2(b), Q&A-9 defines a plan
loan offset amount, in general, as a
distribution that occurs when, under the
terms governing a plan loan, the
participant’s accrued benefit is reduced
(offset) in order to repay the loan. A
plan administrator is permitted to allow
a direct rollover of a participant note
for a plan loan to a qualified trust
described in section 401(a) or a
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qgualified annuity plan described in
section 403(a). See 8§1.402(c)-2,
Q&A-9 for examples illustrating the
rules for plan loan offset amounts that
are set forth in this Q&A-15. See
§31.3405(c)-1, Q&A-11 of this chapter
for guidance concerning special with-
holding rules that apply to a distribu-
tion in the form of a plan loan offset
amount.

Q-16: Must a direct rollover option
be provided for an eligible rollover
distribution from a qualified plan dis-
tributed annuity contract?

A-16: Yes. If any amount to be
distributed under a qualified plan dis-
tributed annuity contract is an eligible
rollover distribution (in accordance
with 81.402(c)-2), Q& A-10 the annuity
contract must satisfy section 401(a)(31)
in the same manner as a qualified plan
under section 401(a). Section 1.402(c)—
2, Q&A-10 defines a qualified plan
distributed annuity contract as an an-
nuity contract purchased for a partici-
pant, and distributed to the participant,
by a qualified plan. In the case of a
qualified plan distributed annuity con-
tract, the payor under the contract is
treated as the plan administrator. See
§31.3405(c)-1, Q&A-13 of this chapter
concerning the application of manda-
tory 20-percent withholding require-
ments to distributions from a qualified
plan distributed annuity contract.

Q-17: What assumptions may a plan
administrator make regarding whether a
benefit is an eligible rollover
distribution?

A-17:. (a) General rule. For purposes
of section 401(a)(31), a plan admin-
istrator may make the assumptions
described in paragraphs (b) and (c) of
this Q&A-17 in determining the
amount of a distribution that is an eli-
gible rollover distribution for which a
direct rollover option must be provided.
Section 31.3405(c)-1, Q&A-10 of this
chapter provides assumptions for pur-
poses of complying with section
3405(c). See §1.402(c)-2, Q&A-15
concerning the effect of these assump-
tions for purposes of section 402(c).

(b) $5,000 death benefit. A plan
administrator is permitted to assume
that a distribution from the plan that
qualifies for the $5,000 death benefit
exclusion under section 101(b) is the
only death benefit being paid with
respect to a deceased employee that
qualifies for that exclusion. Thus, to
the extent that such a distribution
would be excludible from gross income
based on this assumption, the plan
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administrator is permitted to assume
that it is not an eligible rollover
distribution.

(c) Determination of designated ben-
eficiary. For the purpose of determin-
ing the amount of the minimum dis-
tribution required to satisfy section
401(a)(9)(A) for any calendar year, the
plan administrator is permitted to as-
sume that there is no designated
beneficiary.

Q-18: When must a qualified plan be
amended to comply with section
401(a)(31)?

A-18: Even though section 401(a)(31)
applies to distributions from qualified
plans made after on or after January 1,
1993, a qualified plan is not required to
be amended before the last day by
which amendments must be made to
comply with the Tax Reform Act of
1986 and related provisions, as permit-
ted in other administrative guidance of
general applicability, provided that:

(@ In the interim period between
January 1, 1993, and the date on which
the plan is amended, the plan is
operated in accordance with the re-
quirements of section 401(a)(31); and

(b) The amendment applies retroac-
tively to January 1, 1993.

81.402(c)-2 Eligible rollover
distributions; questions and answers.

The following questions and answers
relate to the rollover rules under
section 402(c) of the Internal Revenue
Code of 1986, as added by sections
521 and 522 of the Unemployment
Compensation Amendments of 1992,
Public Law 102-318, 106 Stat. 290
(UCA). For additional UCA guidance
under sections 401(a)(31), 402(f),
403(b)(8) and (10), and 3405(c), see
881.401(a)(31)-1, 1.402(f)-1, and
1.403(b)—2, and 831.3405(c)-1 of this
chapter, respectively.

LIST OF QUESTIONS

Q-1: What is the rule regarding
distributions that may be rolled over to
an eligible retirement plan?

Q-2: What is an €ligible retirement
plan and a qualified plan?

Q-3: What is an eligible rollover
distribution?

Q-4: Are there other amounts that
are not eligible rollover distributions?

Q-5 For purposes of determining
whether a distribution is an eligible
rollover distribution, how is it deter-
mined whether a series of payments is

a series of substantially equal periodic
payments over a period specified in
section 402(c)(4)(A)?

Q-6: What types of variations in the
amount of a payment cause the pay-
ment to be independent of a series of
substantially equal periodic payments
and thus not part of the series?

Q-7: When is a distribution from a
plan a required minimum distribution
under section 401(a)(9)?

Q-8: How are amounts that are not
includible in gross income allocated for
purposes of determining the required
minimum distribution?

Q-9: What is a distribution of a plan
loan offset amount and is it an eligible
rollover distribution?

Q-10: What is a quaified plan
distributed annuity contract, and is an
amount paid under such a contract a
distribution of the balance to the credit
of the employee in a qualified plan for
purposes of section 402(c)?

Q-11: If an eligible rollover distribu-
tion is paid to an employee, and the
employee contributes all or part of the
eligible rollover distribution to an eligi-
ble retirement plan within 60 days, is
the amount contributed not currently
includible in gross income?

Q-12: How does section 402(c) apply
to a distributee who is not the
employee?

Q-13: Must an employee's (or spousal
distributee’s) election to treat a contribu-
tion of an dligible rollover distribution to
an individud retirement plan as a roll-
over contribution be irrevocable?

Q-14: How is the $5,000 death
benefit exclusion under section 101(b)
treated for purposes of determining the
amount that is an eligible rollover
distribution?

Q-15: May an employee (or spousal
distributee) roll over more than the
plan administrator determines to be an
eligible rollover distribution using an
assumption described in §1.401(a)(31)—
1, Q&A-17?

Q-16: Is a rollover from a qualified
plan to an individual retirement account
or individual retirement annuity treated
as a rollover contribution for purposes
of the oneyear look-back rollover
limitation of section 408(d)(3)(B)?

QUESTIONS AND ANSWERS

Q-1: What is the rule regarding
distributions that may be rolled over to
an eligible retirement plan?

A-1: (a) General rule. Under section
402(c), as added by UCA, any portion



of a distribution from a qualified plan
that is an eligible rollover distribution
described in section 402(c)(4) may be
rolled over to an eligible retirement
plan described in section 402(c)(8)(B).
For purposes of section 402(c) and this
section, a rollover is either a direct
rollover as described in §1.401(a)(31)—
1, Q&A-3 or a contribution of an eligi-
ble rollover distribution to an eligible
retirement plan that satisfies the time
period requirement in section 402(c)(3)
and Q&A-11 of this section and the
designation requirement described in
Q& A-13 of this section. See Q& A-2 of
this section for the definition of an €li-
gible retirement plan and a qualified
plan.

(b) Related Internal Revenue Code
provisions—(1) Direct rollover option.
Section 401(a)(31), added by UCA,
requires qualified plans to provide a
distributee of an eligible rollover dis
tribution the option to elect to have the
distribution paid directly to an eligible
retirement plan in a direct rollover. See
§1.401(a)(31)-1 for further guidance
concerning this direct rollover option.

(2) Notice requirement. Section
402(f) requires the plan administrator
of a qualified plan to provide, within a
reasonable time before making an eligi-
ble rollover distribution, a written
explanation to the distributee of the
distributee’s right to elect a direct roll-
over and the withholding consequences
of not making that election. The
explanation also is required to provide
certain other relevant information relat-
ing to the taxation of distributions. See
§1.402(f)-1 for guidance concerning
the written explanation required under
section 402(f).

(3) Mandatory income tax withhold-
ing. If a distributee of an eligible roll-
over distribution does not elect to have
the eligible rollover distribution paid
directly from the plan to an €ligible
retirement plan in a direct rollover
under section 401(a)(31), the eligible
rollover distribution is subject to 20—
percent income tax withholding under
section 3405(c). See 8§31.3405(c)-1 of
this chapter for provisions relating to
the withholding requirements applicable
to eligible rollover distributions.

(4) Section 403(b) annuities. See
§1.403(b)-2 for guidance concerning
the direct rollover requirements for
distributions from annuities described
in section 403(b).

(c) Effective date—(1) Statutory
effective date. Section 402(c), added by

UCA, applies to eligible rollover dis-
tributions made on or after January 1,
1993, even if the event giving rise to
the distribution occurred on or before
January 1, 1993 (e.g. termination of the
employee’s employment with the
employer maintaining the plan before
January 1, 1993), and even if the eligi-
ble rollover distribution is part of a
series of payments that began before
January 1, 1993.

(2) Regulatory effective date. This
section applies to any distribution made
on or after October 19, 1995. For eligi-
ble rollover distributions made on or
after January 1, 1993 and before
October 19, 1995, 8§1.402(c)-2T (as it
appeared in the April 1, 1995 edition of
26 CFR part 1), applies. However, for
any distribution made on or after
January 1, 1993 but before October 19,
1995, any or all of the provisions of
this section may be substituted for the
corresponding provisions of §1.402(c)—
2T, if any.

Q-2: What is an €ligible retirement
plan and a qualified plan?

A-2: An eligible retirement plan,
under section 402(c)(8)(B), means a
qgualified plan or an individual retire-
ment plan. For purposes of section
402(c) and this section, a qualified plan
is an employees trust described in
section 401(a) which is exempt from
tax under section 501(a) or an annuity
plan described in section 403(a). An
individual retirement plan is an individ-
ual retirement account described in
section 408(a) or an individua retire-
ment annuity (other than an endowment
contract) described in section 408(b).

Q-3: What is an eligible rollover
distribution?

A-3: (a) General rule. Unless specif-
ically excluded, an eligible rollover
distribution means any distribution to
an employee (or to a spousal dis
tributee described in Q& A-12(a) of this
section) of all or any portion of the
balance to the credit of the employee in
a quaified plan. Thus, except as
specifically provided in Q&A-4(b) of
this section, any amount distributed to
an employee (or such a spousal dis-
tributee) from a qualified plan is an eli-
gible rollover distribution, regardless of
whether it is a distribution of a benefit
that is protected under section
411(d)(6).

(b) Exceptions. An eligible rollover
distribution does not include the
following:

(1) Any distribution that is one of a
series of substantially equal periodic

payments made (not less frequently
than annually) over any one of the
following periods—

(i) The life of the employee (or the
joint lives of the employee and the
employee’s designated beneficiary);

(if) The life expectancy of the
employee (or the joint life and last
survivor expectancy of the employee
and the employee’'s designated bene-
ficiary); or

(iii) A specified period of ten years
or more;

(2) Any distribution to the extent the
distribution is a required minimum dis-
tribution under section 401(a)(9); or

(3) The portion of any distribution
that is not includible in gross income
(determined without regard to the ex-
clusion for net unrealized appreciation
described in section 402(e)(4)). Thus,
for example, an eligible rollover dis-
tribution does not include the portion
of any distribution that is excludible
from gross income under section 72 as
a return of the employee’s investment
in the contract (e.g., a return of the
employee’s after-tax contributions), but
does include net unrealized appreci-
ation.

Q-4: Are there other amounts that
are not eligible rollover distributions?

A-4: Yes. The following amounts are
not eligible rollover distributions:

(@) Elective deferrals, as defined in
section 402(g)(3), that, pursuant to
81.415-6(b)(6)(iv), are returned as a
result of the application of the section
415 limitations, together with the in-
come alocable to these corrective
distributions.

(b) Corrective distributions of excess
deferrals as described in 81.402(g)—
1(e)(3), together with the income allo-
cable to these corrective distributions.

(c) Corrective distributions of excess
contributions under a qualified cash or
deferred arrangement described in
81.401(k)—1(f)(4) and excess aggregate
contributions described in §1.401(m)—
1(e)(3), together with the income allo-
cable to these distributions.

(d) Loans that are treated as deemed
distributions pursuant to section 72(p).

(e) Dividends paid on employer se-
curities as described in section 404(k).

(f) The costs of life insurance
coverage (P.S. 58 costs).

(g) Similar items designated by the
Commissioner in revenue rulings,
notices, and other guidance published
in the Internal Revenue Bulletin. See
§601.601(d)(2)(ii)(b) of this chapter.
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Q-5: For purposes of determining
whether a distribution is an eligible
rollover distribution, how is it deter-
mined whether a series of payments is
a series of substantially equal periodic
payments over a period specified in
section 402(c)(4)(A)?

A-5. (a) General rule. Generdly,
whether a series of payments is a series
of substantially equal periodic pay-
ments over a specified period is deter-
mined at the time payments begin, and
by following the principles of section
72(t)(2)(A)(iv), without regard to con-
tingencies or modifications that have
not yet occurred. Thus, for example, a
joint and 50-percent survivor annuity
will be treated as a series of substan-
tially equal payments at the time pay-
ments commence, as will a joint and
survivor annuity that provides for in-
creased payments to the employee if
the employee’s beneficiary dies before
the employee. Similarly, for purposes
of determining if a disability benefit
payment is part of a series of substan-
tially equal payments for a period
described in section 402(c)(4)(A), any
contingency under which payments
cease upon recovery from the disability
may be disregarded.

(b) Certain supplements disregarded.
For purposes of determining whether a
distribution is one of a series of pay-
ments that are substantialy equal,
social security supplements described
in section 411(a)(9) are disregarded.
For example, if a distributee receives a
life annuity of $500 per month, plus a
social security supplement consisting of
payments of $200 per month until the
distributee reaches the age at which
social security benefits of not less than
$200 a month begin, the $200 supple-
mental payments are disregarded and,
therefore, each monthly payment of
$700 made before the social security
age and each monthly payment of $500
made after the social security age is
treated as one of a series of substan-
tially equal periodic payments for life.
A series of payments that are not
substantially equal solely because the
amount of each payment is reduced
upon attainment of social security
retirement age (or, aternatively, upon
commencement of social security early
retirement, survivor, or disability bene-
fits) will also be treated as substantially
equal as long as the reduction in the
actual payments is level and does not
exceed the applicable social security
benefit.

(c) Changes in the amount of pay-
ments or the distributee. If the amount
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(or, if applicable, the method of cal-
culating the amount) of the payments
changes so that subsequent payments
are not substantially equal to prior
payments, a new determination must be
made as to whether the remaining
payments are a series of substantially
equal periodic payments over a period
specified in Q&A-3(b)(1) of this sec-
tion. This determination is made with-
out taking into account payments made
or the years of payment that elapsed
prior to the change. However, a new
determination is not made merely be-
cause, upon the death of the employee,
the spouse or former spouse of the
employee becomes the distributee.
Thus, once distributions commence
over a period that is at least as long as
either the first annuitant’s life or 10
years (e.g., as provided by a life
annuity with a five-year or ten-year-
certain guarantee), then substantially
equal payments to the survivor are not
eligible rollover distributions even
though the payment period remaining
after the death of the employee is or
may be less than the period described
in section 402(c)(4)(A). For example,
substantially equal periodic payments
made under a life annuity with a five-
year term certain would not be an eligi-
ble rollover distribution even when
paid after the death of the employee
with three years remaining under the
term certain.

(d) Defined contribution plans. The
following rules apply in determining
whether a series of payments from a de-
fined contribution plan constitute sub-
stantially equal periodic payments for a
period described in section 402(c)(4)(A):

(1) Declining balance of years. A
series of payments from an account
balance under a defined contribution
plan will be considered substantially
equal payments over a period if, for
each year, the amount of the distribu-
tion is calculated by dividing the
account balance by the number of years
remaining in the period. For example, a
series of payments will be considered
substantially equal payments over 10
years if the series is determined as
follows. In year 1, the annual payment
is the account balance divided by 10;
in year 2, the annual payment is the
remaining account balance divided by
9; and so on until year 10 when the
entire remaining balance is distributed.

(2) Reasonable actuarial assump-
tions. If an employee’s account balance
under a defined contribution plan is to
be distributed in annual installments of

a specified amount until the account
balance is exhausted, then, for purposes
of determining if the period of distribu-
tion is a period described in section
402(c)(4)(A), the period of years over
which the installments will be dis
tributed must be determined using
reasonable actuarial assumptions. For
example, if an employee has an ac-
count balance of $100,000, elects dis-
tributions of $12,000 per year until the
account balance is exhausted, and the
future rate of return is assumed to be
8% per year, the account balance will
be exhausted in approximately 14
years. Similarly, if the same employee
elects a fixed annual distribution
amount and the fixed annual amount is
less than or equal to $10,000, it is
reasonable to assume that a future rate
of return will be greater than 0% and,
thus, the account will not be exhausted
in less than 10 years.

(e) Series of payments beginning
before January 1, 1993. Except as
provided in paragraph (c) of this Q&A,
if a series of periodic payments began
before January 1, 1993, the determina-
tion of whether the post-December 31,
1992 payments are a series of substan-
tially equal periodic payments over a
specified period is made by taking into
account all payments made, including
payments made before January 1, 1993.
For example, if a series of substantially
equal periodic payments beginning on
January 1, 1983, is scheduled to be
paid over a period of 15 years, pay-
ments in the series that are made after
December 31, 1992, will not be eligible
rollover distributions even though they
will continue for only five years after
December 31, 1992, because the pre-
January 1, 1993 payments are taken
into account in determining the spec-
ified period.

Q-6: What types of variations in the
amount of a payment cause the pay-
ment to be independent of a series of
substantially equal periodic payments
and thus not part of the series?

A-6. (a) Independent payments. Ex-
cept as provided in paragraph (b) of
this Q&A, a payment is treated as
independent of the payments in a series
of substantially equal payments, and
thus not part of the series, if the
payment is substantially larger or
smaller than the other payments in the
series. An independent payment is an
eligible rollover distribution if it is not
otherwise excepted from the definition
of eligible rollover distribution. This is
the case regardless of whether the pay-



ment is made before, with, or after
payments in the series. For example, if
an employee elects a single payment of
half of the account balance with the
remainder of the account balance paid
over the life expectancy of the dis-
tributee, the single payment is treated
as independent of the payments in the
series and is an eligible rollover
distribution unless otherwise excepted.
Similarly, if an employee's surviving
spouse receives a survivor life annuity
of $1,000 per month plus a single pay-
ment on account of death of $7,500,
the single payment is treated as inde-
pendent of the payments in the annuity
and is an eligible rollover distribution
unless otherwise excepted (e.g., $5,000
of the $7,500 might qualify to be ex-
cluded from gross income as a death
benefit under section 101(b)).

(b) Special rules—(1) Administrative
error or delay. If, due solely to reason-
able administrative error or delay in
payment, there is an adjustment after
the annuity starting date to the amount
of any payment in a series of payments
that otherwise would constitute a series
of substantially equal payments de-
scribed in section 402(c)(4)(A) and this
section, the adjusted payment or pay-
ments will be treated as part of the
series of substantially equal periodic
payments and will not be treated as in-
dependent of the payments in the
series. For example, if, due solely to
reasonable administrative delay, the
first payment of a life annuity is
delayed by two months and reflects an
additional two months worth of bene-
fits, that payment will be treated as a
substantially egual payment in the
series rather than as an independent
payment. The result will not change
merely because the amount of the ad-
justment is paid in a separate supple-
mental payment.

(2) Supplemental payments for an-
nuitants. A supplemental payment from
a defined benefit plan to annuitants
(e.g., retirees or beneficiaries) will be
treated as part of a series of substan-
tially equal payments, rather than as an
independent payment, provided that the
following conditions are met—

(i) The supplement is a benefit in-
crease for annuitants;

(if) The amount of the supplement is
determined in a consistent manner for
al similarly situated annuitants;

(iii) The supplement is paid to an-
nuitants who are otherwise receiving
payments that would constitute substan-
tially equal periodic payments; and

(iv) The aggregate supplement is
less than or equal to the greater of 10%
of the annual rate of payment for the
annuity, or $750 or any higher amount
prescribed by the Commissioner in
revenue rulings, notices, and other
guidance published in the Federa
Register. See 8601.601(d)(2)(ii)(b) of
this chapter.

(3) Final payment in a series. If a
payment in a series of payments from
an account balance under a defined
contribution plan represents the remain-
ing balance to the credit and is substan-
tially less than the other payments in
the series, the fina payment must
nevertheless be treated as a payment in
the series of substantially equal pay-
ments and may not be treated as an
independent payment if the other pay-
ments in the series are substantialy
equal and the payments are for a period
described in section 402(c)(4)(A) based
on the rules provided in paragraph
(d)(2) of Q&A-5 of this section. Thus,
such final payment will not be an eligi-
ble rollover distribution.

Q-7: When is a distribution from a
plan a required minimum distribution
under section 401(a)(9)?

A-7: (a) General rule. Except as
provided in paragraphs (b) and (c) of
this Q&A, if a minimum distribution is
required for a calendar vyear, the
amounts distributed during that calen-
dar year are treated as required mini-
mum distributions under section
401(a)(9), to the extent that the total
required minimum distribution under
section 401(a)(9) for the calendar year
has not been satisfied. Accordingly,
these amounts are not eligible rollover
distributions. For example, if an
employee is required under section
401(a)(9) to receive a required mini-
mum distribution for a calendar year of
$5,000 and the employee receives a
total of $7,200 in that year, the first
$5,000 distributed will be treated as the
required minimum distribution and will
not be an eligible rollover distribution
and the remaining $2,200 will be an
eligible rollover distribution if it other-
wise qualifies. If the total section
401(a)(9) required minimum distribu-
tion for a calendar year is not dis
tributed in that calendar year (eg.,
when the distribution for the calendar
year in which the employee reaches age
70%2 is made on the following April 1),
the amount that was required but not
distributed is added to the amount
required to be distributed for the next
calendar year in determining the por-

tion of any distribution in the next
calendar year that is a required mini-
mum distribution.

(b) Distribution before age 70%-.
Any amount that is paid before January
1 of the year in which the employee at-
tains (or would have attained) age 70%2
will not be treated as required under
section 401(a)(9) and, thus, is an €ligi-
ble rollover distribution if it otherwise
qualifies.

(c) Special rule for annuities. In the
case of annuity payments from a
defined benefit plan, or under an
annuity contract purchased from an
insurance company (including a
qualified plan distributed annuity con-
tract (as defined in Q&A-10 of this
section)), the entire amount of any such
annuity payment made on or after
January 1 of the year in which an
employee attains (or would have at-
tained) age 70%> will be treated as an
amount required wunder section
401(a)(9) and, thus, will not be an eli-
gible rollover distribution.

Q-8: How are amounts that are not
includible in gross income allocated for
purposes of determining the required
minimum distribution?

A-8: If section 401(a)(9) has not yet
been satisfied by the plan for the year
with respect to an employee, a distribu-
tion is made to the employee that
exceeds the amount required to satisfy
section 401(a)(9) for the year for the
employee, and a portion of that dis
tribution is excludible from gross in-
come, the following rule applies for
purposes of determining the amount of
the distribution that is an eligible roll-
over distribution. The portion of the
distribution that is excludible from
gross income is first alocated toward
satisfaction of section 401(a)(9) and
then the remaining portion of the
required minimum distribution, if any,
is satisfied from the portion of the
distribution that is includible in gross
income. For example, assume an
employee is required under section
401(a)(9) to receive a minimum dis-
tribution for a calendar year of $4,000
and the employee receives a $4,800
distribution, of which $1,000 is exclud-
ible from income as a return of basis.
First, the $1,000 return of basis is
allocated toward satisfying the required
minimum distribution. Then, the re-
maining $3,000 of the required mini-
mum distribution is satisfied from the
$3,800 of the distribution that is
includible in gross income, so that the
remaining balance of the distribution,
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$800, is an eligible rollover distribution
if it otherwise qualifies.

Q-9: What is a distribution of a plan
loan offset amount, and is it an eligible
rollover distribution?

A-9: (a) General rule. A distribution
of a plan loan offset amount, as defined
in paragraph (b) of this Q&A, is an €li-
gible rollover distribution if it satisfies
Q&A-3 of this section. Thus, an
amount equal to the plan loan offset
amount can be rolled over by the
employee (or spousal distributee) to an
eligible retirement plan within the 60-
day period under section 402(c)(3),
unless the plan loan offset amount fails
to be an eligible rollover distribution
for another reason. See §1.401(a)(31)-
1, Q&A-15 for guidance concerning the
offering of a direct rollover of a plan
loan offset amount. See §31.3405(c)-1,
Q&A-11 of this chapter for guidance
concerning special withholding rules
with respect to plan loan offset
amounts.

(b) Definition of plan loan offset
amount. For purposes of section 402(c),
a distribution of a plan loan offset
amount is a distribution that occurs
when, under the plan terms governing a
plan loan, the participant's accrued
benefit is reduced (offset) in order to
repay the loan (including the enforce-
ment of the plan’s security interest in a
participant’s accrued benefit). A dis
tribution of a plan loan offset amount
can occur in a variety of circumstances,
e.g., where the terms governing a plan
loan require that, in the event of the
employee’s termination of employment
or request for a distribution, the loan
be repaid immediately or treated as in
default. A distribution of a plan loan
offset amount also occurs when, under
the terms governing the plan loan, the
loan is cancelled, accelerated, or treated
as if it were in default (e.g., where the
plan treats a loan as in default upon an
employee’s termination of employment
or within a specified period thereafter).
A distribution of a plan loan offset
amount is an actual distribution, not a
deemed distribution under section

72(p).

(c) Examples. The rules with respect
to a plan loan offset amount in this
Q&A-9, §1.401(8)(31)-1, Q&A-15 and
§31.3405(c)-1, Q&A-11 of this chapter
are illustrated by the following
examples:

Example 1. (a) In 1996, Employee A has an
account balance of $10,000 in Plan Y, of which
$3,000 is invested in a plan loan to Employee A
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that is secured by Employee A’s account balance
in Plan Y. Employee A has made no after-tax
employee contributions to Plan Y. Plan Y does
not provide any direct rollover option with
respect to plan loans. Upon termination of
employment in 1996, Employee A, who is under
age 70Y%, elects a distribution of Employee A’s
entire account balance in Plan Y, and Employee
A’s outstanding loan is offset against the account
balance on distribution. Employee A elects a
direct rollover of the distribution.

(b) In order to satisfy section 401(a)(31), Plan
Y must pay $7,000 directly to the eligible
retirement plan chosen by Employee A in a
direct rollover. When Employee A’s account
balance was offset by the amount of the $3,000
unpaid loan balance, Employee A received a plan
loan offset amount (equivalent to $3,000) that is
an eligible rollover distribution. However, under
§1.401(a)(31)-1, Q&A-15 Plan Y satisfies sec-
tion 401(a)(31), even though a direct rollover
option was not provided with respect to the
$3,000 plan loan offset amount.

(c) No withholding is required under section
3405(c) on account of the distribution of the
$3,000 plan loan offset amount because no cash
or other property (other than the plan loan offset
amount) is received by Employee A from which
to satisfy the withholding. Employee A may roll
over $3,000 to an eligible retirement plan within
the 60 day period provided in section 402(c)(3).

Example 2. (d) The facts are the same as in
Example 1, except that the terms governing the
plan loan to Employee A provide that, upon
termination of employment, Employee A’s ac-
count balance is automatically offset by the
amount of any unpaid loan balance to repay the
loan. Employee A terminates employment but
does not request a distribution from Plan Y.
Nevertheless, pursuant to the terms governing the
plan loan, Employee A’s account balance is
automatically offset by the amount of the $3,000
unpaid loan balance.

(b) The $3,000 plan loan offset amount
attributable to the plan loan in this example is
treated in the same manner as the $3,000 plan
loan offset amount in Example 1.

Example 3. (a) The facts are the same as in
Example 2, except that, instead of providing for
an automatic offset upon termination of employ-
ment to repay the plan loan, the terms governing
the plan loan require full repayment of the loan
by Employee A within 30 days of termination of
employment. Employee A terminates employ-
ment, does not elect a distribution from Plan Y,
and also fails to repay the plan loan within 30
days. The plan administrator of Plan Y declares
the plan loan to Employee A in default and
executes on the loan by offsetting Employee A’s
account balance by the amount of the $3,000
unpaid loan balance.

(b) The $3,000 plan loan offset amount
attributable to the plan loan in this example is
treated in the same manner as the $3,000 plan
loan offset amount in Example 1 and in Example
2. The result in this Example 3 is the same even
though the plan administrator treats the loan as
in default before offsetting Employee A’'s ac-
crued benefit by the amount of the unpaid loan.

Example 4. (@) The facts are the same as in
Example 1, except that Employee A elects to
receive the distribution of the account balance
that remains after the $3,000 offset to repay the
plan loan, instead of electing a direct rollover of
the remaining account balance.

(b) In this case, the amount of the distribution
received by Employee A is $10,000, not $3,000.

Because the amount of the $3,000 offset
attributable to the loan is included in determining
the amount that equals 20 percent of the eligible
rollover distribution received by Employee A,
withholding in the amount of $2,000 (20 percent
of $10,000) is required under section 3405(c).
The $2,000 is required to be withheld from the
$7,000 to be distributed to Employee A in cash,
so that Employee A actually receives a check for
$5,000.

Example 5. The facts are the same as in
Example 4, except that the $7,000 distribution to
Employee A after the offset to repay the loan
consists solely of employer securities within the
meaning of section 402(e)(4)(E). In this case, no
withholding is required under section 3405(c)
because the distribution consists solely of the
$3,000 plan loan offset amount and the $7,000
distribution of employer securities. This is the
result because the total amount required to be
withheld does not exceed the sum of the cash
and the fair market value of other property
distributed, excluding plan loan offset amounts
and employer securities. Employee A may roll
over the employer securities and $3,000 to an
eligible retirement plan within the 60—day period
provided in section 402(c)(3).

Example 6. Employee B, who is age 40, has
an account balance in Plan Z, a profit sharing
plan qualified under section 401(a) that includes
a qualified cash or deferred arrangement de-
scribed in section 401(k). Plan Z provides for no
after-tax employee contributions. In 1990,
Employee B receives a loan from Plan Z, the
terms of which satisfy section 72(p)(2), and
which is secured by elective contributions subject
to the distribution restrictions in section
401(k)(2)(B). In 1996, the loan fails to satisfy
section 72(p)(2) because Employee B stops
repayment. In that year, pursuant to section
72(p), Employee B is taxed on a deemed
distribution equal to the amount of the unpaid
loan balance. Under Q& A-4 of this section, the
deemed distribution is not an eligible rollover
distribution. Because Employee B has not
separated from service or experienced any other
event that permits the distribution under section
401(k)(2)(B) of the elective contributions that
secure the loan, Plan Z is prohibited from
executing on the loan. Accordingly, Employee
B’s account balance is not offset by the amount
of the unpaid loan balance at the time Employee
B stops repayment on the loan. Thus, there is no
distribution of an offset amount that is an eligi-
ble rollover distribution in 1996.

Q-10: What is a quaified plan
distributed annuity contract, and is an
amount paid under such a contract a
distribution of the balance to the credit
of the employee in a qualified plan for
purposes of section 402(c)?

A-10: (@) Definition of a qualified
plan distributed annuity contract. A
qualified plan distributed annuity con-
tract is an annuity contract purchased
for a participant, and distributed to the
participant, by a qualified plan.

(b) Treatment of amounts paid as
eligible rollover distributions. Amounts
paid under a qualified plan distributed
annuity contract are payments of the
balance to the credit of the employee



for purposes of section 402(c) and are
eligible rollover distributions, if they
otherwise qualify. Thus, for example, if
the employee surrenders the contract
for a single sum payment of its cash
surrender value, the payment would be
an eligible rollover distribution to the
extent it is includible in gross income
and not a required minimum distribu-
tion under section 401(a)(9). This rule
applies even if the annuity contract is
distributed in connection with a plan
termination. See §1.401(a)(31)-1,
Q&A-16 and §31.3405(c)-1, Q&A-13
of this chapter concerning the direct
rollover requirements and 20—percent
withholding requirements, respectively,
that apply to eligible rollover distribu-
tions from such an annuity contract.

Q-11: If an eligible rollover distribu-
tion is paid to an employee, and the
employee contributes all or part of the
eligible rollover distribution to an eligi-
ble retirement plan within 60 days, is
the amount contributed not currently
includible in gross income?

A-11: Yes, the amount contributed is
not currently includible in gross in-
come, provided that it is contributed to
the eligible retirement plan no later
than the 60th day following the day on
which the employee received the dis-
tribution. If more than one distribution
is received by an employee from a
gualified plan during a taxable year,
the 60—day rule applies separately to
each distribution. Because the amount
withheld as income tax under section
3405(c) is considered an amount dis-
tributed under section 402(c), an
amount equal to all or any portion of
the amount withheld can be contributed
as a rollover to an eligible retirement
plan within the 60-day period, in
addition to the net amount of the eligi-
ble rollover distribution actualy re-
ceived by the employee. However, if
all or any portion of an amount equal
to the amount withheld is not contrib-
uted as a rollover, it is included in the
employee’s gross income to the extent
required under section 402(a), and also
may be subject to the 10—percent
additional income tax under section
72(t).

Q-12: How does section 402(c) apply
to a distributee who is not the
employee?

A-12: (a) Spousal distributee. If any
distribution attributable to an employee
is paid to the employee’'s surviving
spouse, section 402(c) applies to the
distribution in the same manner as if
the spouse were the employee. The

same rule applies if any distribution
attributable to an employee is paid in
accordance with a qualified domestic
relations order (as defined in section
414(p)) to the employee's spouse or
former spouse who is an alternate
payee. Therefore, a distribution to the
surviving spouse of an employee (or to
a spouse or former spouse who is an
alternate payee under a qualified do-
mestic relations order), including a
distribution of ancillary death benefits
attributable to the employee, is an eli-
gible rollover distribution if it meets
the requirements of section 402(c)(2)
and (4) and Q&A-3 through Q&A-10
and Q&A-14 of this section. However,
a qualified plan (as defined in Q&A-2
of this section) is not treated as an €li-
gible retirement plan with respect to a
surviving spouse. Only an individua
retirement plan is treated as an eligible
retirement plan with respect to an eligi-
ble rollover distribution to a surviving
spouse.

(b) Non-spousal distributee. A dis-
tributee other than the employee or the
employee’s surviving spouse (or a
spouse or former spouse who is an
alternate payee under a qualified do-
mestic relations order) is not permitted
to roll over distributions from a
qgualified plan. Therefore, those dis-
tributions do not constitute eligible
rollover distributions under section
402(c)(4) and are not subject to the 20—
percent income tax withholding under
section 3405(c).

Q-13: Must an employee's (or
spousal distributee’s) election to treat a
contribution of an eligible rollover
distribution to an individua retirement
plan as a rollover contribution be
irrevocable?

A-13: (@) In general. Yes. In order
for a contribution of an eligible roll-
over distribution to an individual retire-
ment plan to constitute a rollover and,
thus, to qualify for current exclusion
from gross income, a distributee must
elect, at the time the contribution is
made, to treat the contribution as a
rollover contribution. An election is
made by designating to the trustee,
issuer, or custodian of the eligible
retirement plan that the contribution is
a rollover contribution. This election is
irrevocable. Once any portion of an eli-
gible rollover distribution has been
contributed to an individual retirement
plan and designated as a rollover
distribution, taxation of the withdrawal
of the contribution from the individual
retirement plan is determined under

section 408(d) rather than under section
402 or 403. Therefore, the eligible roll-
over distribution is not eligible for
capital gains treatment, five-year or
ten-year averaging, or the exclusion
from gross income for net unrealized
appreciation on employer stock.

(b) Direct rollover. If an eligible
rollover distribution is pad to an
individual retirement plan in a direct
rollover at the election of the dis
tributee, the distributee is deemed to
have irrevocably designated that the

direct rollover is a rollover
contribution.
Q-14: How is the $5,000 death

benefit exclusion under section 101(b)
treated for purposes of determining the
amount that is an eligible rollover
distribution?

A-14: To the extent that a death
benefit is a distribution from a
qualified plan, the portion of the
distribution that is excluded from gross
income under section 101(b) is not an
eligible rollover distribution. See
§1.401(a)(31)-1, Q&A-17 for guidance
concerning assumptions that a plan
administrator may make with respect to
whether and to what extent a distribu-
tion of a survivor benefit is excludible
from gross income under section
101(b).

Q-15: May an employee (or spousal
distributee) roll over more than the
plan administrator determines to be an
eligible rollover distribution using an
assumption described in §1.401(a)(31)—
1, Q&A-17?

A-15. Yes. The portion of any
distribution that an employee (or
spousal distributee) may roll over as an
eligible rollover distribution under sec-
tion 402(c) is determined based on the
actual application of section 402 and
other relevant provisions of the Internal
Revenue Code. The actual application
of these provisions may produce dif-
ferent results than any assumption
described in §1.401(a)(31)-1, Q&A-17
that is used by the plan administrator.
Thus, for example, even though the
plan administrator calculates the por-
tion of a distribution that is a required
minimum distribution (and thus is not
made eligible for direct rollover under
section 401(a)(31)), by assuming that
there is no designated beneficiary, the
portion of the distribution that is
actually a required minimum distribu-
tion and thus not an eligible rollover
distribution is determined by taking
into account the designated beneficiary,
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if any. If, by taking into account the
designated beneficiary, a greater por-
tion of the distribution is an eligible
rollover distribution, the distributee
may rollover the additional amount.
Similarly, even though a plan admin-
istrator assumes that a distribution from
a qualified plan is the only death
benefit with respect to an employee
that qualifies for the $5,000 death
benefit exclusion under section 101(b),
to the extent that the death benefit
exclusion is allocated to a different
death benefit, a greater portion of the
distribution may actually be includible
in gross income and, thus, be an eligi-
ble rollover distribution, and the sur-
viving spouse may roll over the
additional amount if it otherwise
qualifies.

Q-16: Is a rollover from a qualified
plan to an individual retirement account
or individual retirement annuity treated
as a rollover contribution for purposes
of the oneyear look-back rollover
limitation of section 408(d)(3)(B)?

A-16: No. A distribution from a
qualified plan that is rolled over to an
individual retirement account or indi-
vidual retirement annuity is not treated
for purposes of section 408(d)(3)(B) as
an amount received by an individua
from an individua retirement account
or individual retirement annuity which
is not includible in gross income
because of the application of section
408(d)(3).

§1.402(f)-1 Required explanation of
eligible rollover distributions;
guestions and answers.

The following questions and answers
concern the written explanation require-
ment imposed by section 402(f) of the
Internal Revenue Code of 1986 relating
to distributions eligible for rollover
treatment. Section 402(f) was amended
by section 521(a) of the Unemployment
Compensation Amendments of 1992,
Public Law 102-318, 106 Stat. 290
(UCA). For additional UCA guidance
under sections 401(a)(31), 402(c),
403(b)(8) and (10), and 3405(c), see
§81.401(a)(31)-1, 1.402(c)-2,
1.403(b)—2, and 31.3405(c)-1 of this
chapter, respectively.

LIST OF QUESTIONS
Q-1: What are the requirements for a

written explanation under section
402(f)?
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Q-2: When must the plan administra-
tor provide the section 402(f) notice to
a distributee?

Q-3: Must the plan administrator
provide a separate section 402(f) notice
for each distribution in a series of
periodic payments that are eligible roll-
over distributions?

Q-4: May a plan administrator post
the section 402(f) notice as a means of
providing it to distributees?

QUESTIONS AND ANSWERS

Q-1: What are the requirements for a
written explanation under section
402(f)?

A-1: () General rule. Under section
402(f), as amended by UCA, the plan
administrator of a qualified plan is
required, within a reasonable period of
time before making an eligible rollover
distribution, to provide the distributee
with the written explanation described
in section 402(f) (section 402(f)
notice). The section 402(f) notice must
be designed to be easily understood
and must explain the following: the
rules under which the distributee may
elect that the distribution be paid in the
form of a direct rollover to an €eligible
retirement plan; the rules that require
the withholding of tax on the distribu-
tion if it is not paid in a direct rollover;
the rules under which the distributee
may defer tax on the distribution if it is
contributed in a rollover to an eligible
retirement plan within 60 days of the
distribution; and if applicable, certain
special rules regarding the taxation of
the distribution as described in section
402(d) (averaging with respect to lump
sum distributions) and (e) (other rules
including treatment of net unrealized
appreciation). See 8§1.401(a)(31)-1,
Q&A-7 for additional information that
must be provided if a plan provides a
default procedure regarding the election
of a direct rollover.

(b) Model section 402(f) notice. The
plan administrator will be deemed to
have complied with the requirements of
paragraph (a) of this Q& A-1 relating to
the contents of the section 402(f) notice
if the plan administrator provides the
applicable model section 402(f) notice
published by the Interna Revenue
Service for this purpose in a revenue
ruling, notice, or other guidance pub-
lished in the Internal Revenue Bulletin.
See 8§601.601(d)(2)(ii)(b) of this
chapter.

(c) Delegation to Commissioner. The
Commissioner, in revenue rulings,

notices, and other guidance, published
in the Internal Revenue Bulletin, may
modify, or provide any additional guid-
ance with respect to, the notice require-
ment of this section. See 8601.601-
(d)(2)(ii)(b) of this chapter.

(d) Effective date—(1) Statutory
effective date. Section 402(f) applies to
eligible rollover distributions made af-
ter December 31, 1992.

(2) Regulatory effective date. This
section applies to eligible rollover
distributions made on or after October
19, 1995. For eligible rollover distribu-
tions made on or after January 1, 1993
and before October 19, 1995,
81.402(c)-2T, Q&A-11 through 15 (as
it appeared in the April 1, 1995 edition
of 26 CFR part 1), apply. However, for
any distribution made on or after
January 1, 1993 but before October 19,
1995, a plan administrator or payor
may satisfy the requirements of section
402(f) by substituting any or all provi-
sions of this section for the correspond-
ing provisions of §1.402(c)-1T,
Q&A-11 through 15, if any.

Q-2: When must the plan administra-
tor provide the section 402(f) notice to
a distributee?

A-2: The plan administrator must
provide a distributee with the section
402(f) notice no less than 30 days and
no more than 90 days before the date
of distribution. However, if the dis-
tributee, after having received the
section 402(f) notice, affirmatively
elects a distribution, a plan will not fail
to satisfy section 402(f) merely because
the distribution is made less than 30
days after the section 402(f) notice was
provided to the distributee, provided
that the following requirement is met.
The plan administrator must provide
information to the distributee clearly
indicating that (in accordance with the
first sentence of this Q&A-2) the
distributee has a right to consider the
decision of whether or not to elect a
direct rollover for at least 30 days after
the notice is provided. The plan admin-
istrator may use any method to inform
the distributee of the relevant time
period, provided that the method is
reasonably designed to attract the atten-
tion of the distributee. For example,
this information could be provided
either in the section 402(f) notice or
stated in a separate document (e.g.,
attached to the election form) that is
provided at the same time as the notice.
For purposes of satisfying the require-
ment in the first sentence of this
Q&A-2, the plan administrator may



substitute the annuity starting date,
within the meaning of §1.401(a)-20,
Q&A-10, for the date of distribution.

Q-3: Must the plan administrator
provide a separate section 402(f) notice
for each distribution in a series of
periodic payments that are eligible roll-
over distributions?

A-3: No. In the case of a series of
periodic payments that are eligible roll-
over distributions, the plan administra-
tor is permitted to satisfy section 402(f)
with respect to each payment in the
series by providing the section 402(f)
notice prior to the first payment in the
series, in accordance with the rules in
Q&A-1 and Q& A-2 of this section, and
providing the notice at least once
annually for as long as the payments
continue. However, see §1.401(a)(31)—
1, Q&A-12 for additional guidance if
the plan administrator intends to treat a
distributee’s election to make or not
make a direct rollover with respect to
one payment in a series of periodic
payments as applicable to al subse-
guent payments in the series (absent a
subsequent change of election).

Q-4: May a plan administrator post
the section 402(f) notice as a means of
providing it to distributees?

A-4: No. The posting of the section
402(f) notice will not be considered
provision of the notice. The written
notice must be provided individually to
any distributee of an eligible rollover
distribution within the time period
described in Q& A-2 and Q& A-3 of this
section.

§1.403(b)-2 Eligible rollover
distributions; questions and answers.

The following questions and answers
relate to eligible rollover distributions
from annuities, custodial accounts, and
retirement income accounts described
in section 403(b) of the Internal Reve-
nue Code of 1986, as amended by
sections 521 and 522 of the Unemploy-
ment Compensation Amendments of
1992 (Public Law 102-318, 106 Stat.
290) (UCA). For additional UCA guid-
ance under sections 401(a)(31), 402(c),
402(f), and 3405(c), see
§81.401(a)(31)-1, 1.402(c)—2, 1.402(f)—
1, and 831.3405(c)-1 of this chapter,
respectively.

LIST OF QUESTIONS

Q-1: What is the rule regarding
distributions that may be rolled over to

an eligible retirement plan from an-
nuities, custodial accounts, and retire-
ment income accounts described in
section 403(b)?

Q-2: Is a section 403(b) annuity
required to provide the direct rollover
option described in section 401(a)(31)
as a distribution option?

Q-3: Is the payor of a section 403(b)
annuity required to provide a dis
tributee of an eligible rollover distribu-
tion with an explanation of the direct
rollover option?

Q-4: When do sections 403(b)(8) and
403(b)(10), as amended by UCA, and
this §1.403(b)—2 apply to distributions
from section 403(b) annuities?

QUESTIONS AND ANSWERS

Q-1: What is the rule regarding
distributions that may be rolled over to
an eligible retirement plan from an-
nuities, custodial accounts, and retire-
ment income accounts described in
section 403(b)?

A-1: Under section 403(b)(8), as
amended by UCA, any eligible rollover
distribution from a section 403(b)
annuity is permitted to be rolled over
to an eligible retirement plan. For
purposes of this section, a section
403(b) annuity includes an annuity
contract, a custodial account, and a
retirement income account described in
section 403(b). For purposes of section
403(b)(8) and this section, an eligible
retirement plan means another section
403(b) annuity or an individual retire-
ment plan (as defined in §1.402(c)-2),
Q&A-2 but does not include a qualified
plan (as defined in 8§1.402(c)-2),
Q&A-2. Except to the extent otherwise
provided in this section, an eligible
rollover distribution from a section
403(b) annuity is an eligible rollover
distribution described in section
402(c)(2) and (4) and 81.402(c)-2,
Q&A-3 through Q&A-10 and Q&A-14,
except that the distribution is from a
section 403(b) annuity rather than a
qgualified plan. Thus, for example, to
the extent that corrective distributions
described in 81.402(c)-2, Q&A-4 are
properly made from a section 403(b)
annuity, such distributions are not eligi-
ble rollover distributions. Similarly, in
the case of annuity distributions from
an annuity contract described in section
403(b), the entire amount of any such
annuity payment made on or after
January 1 of the year in which an
employee attains (or would have at-

tained) age 70%> will be treated as an
amount required wunder section
401(a)(9) and, thus, will not be an eli-
gible rollover distribution. The rules
with respect to rollovers in sections
402(c)(1), (c)(3), and (c)(9) and
§1.402(c)-2, Q&A-11 through Q&A-13
and Q& A-15 also apply to eligible roll-
over distributions from section 403(b)
annuities.

Q-2: Is a section 403(b) annuity
required to provide the direct rollover
option described in section 401(a)(31)
as a distribution option?

A-2: (a) General rule. Yes. Pursuant
to section 403(b)(10), section 403(b)
does not apply to an annuity contract,
custodial account, or retirement income
account unless the annuity contract,
custodial account, or retirement income
account provides that if the distributee
of any eligible rollover distribution
elects to have the distribution paid
directly to an eligible retirement plan
(as defined in Q&A-1 of this section)
and specifies the eligible retirement
plan to which the distribution is to be
paid, then the distribution will be paid
to that eligible retirement plan in a
direct rollover. For purposes of deter-
mining whether a section 403(b) an-
nuity has satisfied this direct rollover
requirement, the provisions of §1.401-
(8)(31)-1 apply to the section 403(b)
annuity as though it were a plan
gualified under section 401(a) unless
otherwise provided in this section. For
example, as described in 8§1.401(a)-
(31)-1, Q&A-14 a direct rollover from
a section 403(b) annuity to another
section 403(b) annuity is a distribution
and a rollover and not a transfer of
funds between section 403(b) annuities
and, thus, is not subject to the applica-
ble law governing transfers of funds
between section 403(b) annuities. In
applying the provisions of 8§1.401(a)-
(31)-1, the payor of the eligible roll-
over distribution is treated as the plan
administrator.

(b) Mandatory withholding. As in
the case of an eligible rollover distribu-
tion from a qualified plan, if a
distributee of an eligible rollover dis
tribution from a section 403(b) annuity
does not elect to have the eligible roll-
over distribution paid directly to an €li-
gible retirement plan in a direct roll-
over, the eligible rollover distribution is
subject to 20-percent income tax with-
holding imposed under section 3405(c).
See 831.3405(c)-1 of this chapter for
provisions regarding the withholding
requirements relating to eligible roll-
over distributions.
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Q-3: Is the payor of a section 403(b)
annuity required to provide the dis
tributee of an eligible rollover distribu-
tion with an explanation of the direct
rollover option?

A-3: Yes. In order to ensure that the
distributee of an eligible rollover dis-
tribution from a section 403(b) annuity
has a meaningful right to elect a direct
rollover, the distributee must be in-
formed of the option. Thus, within a
reasonable time period before making
an eligible rollover distribution, the
payor must provide an explanation to
the distributee of his or her right to
elect a direct rollover and the income
tax withholding consequences of not
electing a direct rollover. For purposes
of satisfying the reasonable time
period, the qualified plan timing rule
provided in 81.402(f)-1, Q&A-2 does
not apply to section 403(b) annuities.
However, a payor of a section 403(b)
annuity will be deemed to have pro-
vided the explanation within a reason-
able time period if the payor complies
with the time period in that rule.

Q-4: When do sections 403(b)(8) and
403(b)(10), as amended by UCA, and
this 81.403(b)—-2 apply to distributions
from section 403(b) annuities?

A-4: (a) General rule—(1) Satutory
effective date. Section 403(b)(8), as
amended by UCA, and section 403(b)-
(10), as amended by UCA, apply to
distributions made on or after January
1, 1993. In addition, the underlying
section 403(b) annuity document must
be amended at the time provided in,
and the section 403(b) annuity must
operate in accordance with the require-
ments of 8§1.401(a)(31)-1, Q&A-18.
Section 522 of UCA provides a special
effective date for governmental section
403(b) annuities. This special effective
date is specified in 8§1.403(b)-2T (as it
appeared in the April 1, 1995 edition of
26 CFR part 1).

(2) Regulatory effective date. This
section applies to distributions made on
or after October 19, 1995. For distribu-
tions made on or after January 1, 1993
and before October 19, 1995,
§1.403(b)-2T (as it appeared in the
April 1, 1995 edition of 26 CFR part
1), applies. However, for distributions
made on or after January 1, 1993 but
before October 19, 1995, a section
403(b) annuity may satisfy section
403(b)(10) by substituting any or all
provisions of this section for the
corresponding provisions of §1.403(b)—
2T, if any.
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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. * * *
§31.3405(c)-1T [Removed]

Par. 5. Section 31.3402(p)-1 is
amended by adding a sentence at the
end of paragraph (a) to read as follows:

§31.3402(p)-1 Voluntary withholding
agreements.

(& * * * See §31.3405(c)-1, Q&A-3
concerning agreements to have more
than 20-percent Federal income tax
withheld from eligible rollover distribu-
tions within the meaning of section
402.

* * * * * *

Par. 6. Section 31.3405(c)-1 is added
to read as follows:

§31.3405(c)-1 Withholding on eligible
rollover distributions; questions and
answers.

The following questions and answers
relate to withholding on eligible roll-
over distributions under section 3405(c)
of the Internal Revenue Code of 1986,
as added by section 522(b) of the
Unemployment Compensation Amend-
ments of 1992 (Public Law 102-318,
106 Stat. 290) (UCA). For additiona
UCA guidance under sections 401(a)-
(31), 402(c), 402(f), and 403(b)(8) and
(10), see 8§81.401(a)(31)-1, 1.402(c)-2,
1.402(f)-1, and 1.403(b)-2 of this
chapter, respectively.

LIST OF QUESTIONS

Q-1: What are the withholding re-
quirements under section 3405 for
distributions from qualified plans and
section 403(b) annuities?

Q-2: May a distributee elect under
section 3405(c) not to have Federal
income tax withheld from an eligible
rollover distribution?

Q-3: May a distributee be permitted
to elect to have more than 20—percent
Federal income tax withheld from an
eligible rollover distribution?

Q-4: Who has responsibility for
complying with section 3405(c) relating

to the 20—percent income tax withhold-
ing on eligible rollover distributions?

Q-5: May the plan administrator shift
the withholding responsibility to the
payor and, if so, how?

Q-6: How does the 20—percent with-
holding requirement under section
3405(c) apply if a distributee elects to
have a portion of an eligible rollover
distribution paid to an eligible retire-
ment plan in a direct rollover and to
have the remainder of that distribution
paid to the distributee?

Q-7: Will the plan administrator be
subject to liability for tax, interest, or
penalties for failure to withhold 20
percent from an eligible rollover dis-
tribution that, because of erroneous
information provided by a distributee,
is not paid to an eligible retirement
plan even though the distributee elected
a direct rollover?

Q-8: Is an eligible rollover distribu-
tion that is paid to a qualified defined
benefit plan subject to 20-percent
withholding?

Q-9: If property other than cash,
employer securities, or plan loans is
distributed, how is the 20-percent in-
come tax withholding required under
section 3405(c) accomplished?

Q-10: What assumptions may a plan
administrator make regarding whether a
benefit is an eligible rollover distribu-
tion for purposes of determining the
amount of a distribution that is subject
to 20-percent mandatory withholding?

Q-11: Are there special rules for
applying the 20-percent withholding
requirement to employer securities and
a plan loan offset amount distributed in
an eligible rollover distribution?

Q-12: How does the mandatory
withholding rule apply to net unre-
alized appreciation from employer
securities?

Q-13: Does the 20-percent withhold-
ing requirement apply to eligible roll-
over distributions from a qualified plan
distributed annuity contract?

Q-14: Must a payor or plan admin-
istrator withhold tax from an eligible
rollover distribution for which a direct
rollover election was not made if the
amount of the distribution is less than
$200?

Q-15: If eligible rollover distribu-
tions are made from a qualified plan,
who has responsibility for making the
returns and reports required under these
regulations?

Q-16: What eligible rollover distribu-
tions must be reported on Form 1099—
R?



Q-17: Must the plan administrator,
trustee or custodian of the eligible
retirement plan report amounts received
in a direct rollover?

QUESTIONS AND ANSWERS

Q-1: What are the withholding re-
qguirements under section 3405 for
distributions from qualified plans and
section 403(b) annuities?

A-1: (a) General rule. Section
3405(c), added by UCA, provides that
any designated distribution that is an
eligible rollover distribution (as defined
in section 402(f)(2)(A)) from a
qualified plan or a section 403(b)
annuity is subject to income tax with-
holding at the rate of 20 percent unless
the distributee of the eligible rollover
distribution elects to have the distribu-
tion paid directly to an eligible retire-
ment plan in a direct rollover. See
§1.402(c)-2, Q&A-2 of this chapter for
the definition of a qualified plan and
§1.403(b)-2, Q& A-1 of this chapter for
the definition of a section 403(b)
annuity. For purposes of section 3405
and this section, with respect to a
distribution from a qualified plan, an

eligible retirement plan is a trust
qualified under section 401(a), an
annuity plan described in section

403(a), or an individual retirement plan
(as described in 81.402(c)-2, Q&A-2
of this chapter). For purposes of
section 3405 and this section, with
respect to a distribution from a section
403(b) annuity, an eligible retirement
plan is an annuity contract, a custodial
account, a retirement income account
described in section 403(b), or an
individual retirement plan. If a desig-
nated distribution is not an eligible roll-
over distribution, it is subject to the
elective withholding provisions of sec-
tion 3405(a) and (b) and §35.3405-1 of
this chapter and is not subject to the
mandatory withholding provisions of
section 3405(c) and this section.

(b) Application of other statutory
provisions. See 81.401(a)(31)-1 of this
chapter concerning the requirements
and the procedures for electing a direct
rollover under section 401(a)(31). See
section 402(c)(2) and (4), and
§1.402(c)-2, Q&A-3 through Q&A-10
and Q& A-14 of this chapter for rules to
determine what constitutes an eligible
rollover distribution. See 8§1.402(f)-1,
Q&A-1 through Q&A-3 and §1.403(b)—
2, Q&A-3 of this chapter concerning
the notice that must be provided to a
distributee, within a reasonable period

of time before making an eligible roll-
over distribution. See 8§1.403(b)-2,
Q&A-1 and Q&A-2 of this chapter for
guidance concerning the rollover provi-
sions and direct rollover requirements
for distributions from annuities de-
scribed in section 403(b).

(c) Effective date—(1) Statutory
effective date—(i) General rule. Sec-
tion 3405(c), as added by UCA, applies
to eligible rollover distributions made
on or after January 1, 1993, even if the
employee’s employment with the
employer maintaining the plan termi-
nated before January 1, 1993 and even
if the eligible rollover distribution is
part of a series of payments that began
before January 1, 1993.

(ii) Special rule for governmental
section 403(b) annuities. Section 522
of UCA provides a specia effective
date for governmental section 403(b)
annuities. This special effective date
appears in 81.403(b)-2T of this chapter
(as it appeared in the April 1, 1995
edition of 26 CFR part 1).

(2) Regulatory effective date. This
section applies to eligible rollover
distributions made on or after October
19, 1995. For eligible rollover distribu-
tions made on or after January 1, 1993
and before October 19, 1995,
§31.3405(c)-1T (as it appeared in the
April 1, 1995 edition of 26 CFR part
1), applies. However, for any distribu-
tion made on or after January 1, 1993
but before October 19, 1995, a plan
administrator or payor may comply
with the withholding requirements of
section 3405(c) by substituting any or
all provisions of this section for the
corresponding provisions of
8§31.3405(c)-1T, if any.

Q-2: May a distributee elect under
section 3405(c) not to have Federal
income tax withheld from an eligible
rollover distribution?

A-2: No. The 20-percent income tax
withholding imposed under section
3405(c)(1) applies to an eligible roll-
over distribution unless the distributee
elects under section 401(a)(31) to have
the eligible rollover distribution paid
directly to an eligible retirement plan in
a direct rollover. See 81.401(a)(31)-1
and §1.403(b)-2, Q&A-2 of this chap-
ter for provisions concerning the re-
qguirement that a distributee of an eligi-
ble rollover distribution be permitted to
elect a distribution in the form of a
direct rollover.

Q-3: May a distributee be permitted
to elect to have more than 20-percent

Federal income tax withheld from an
eligible rollover distribution?

A-3: Yes. Under section 3402(p), a
distributee of an eligible rollover dis-
tribution and the plan administrator or
payor are permitted to enter into an
agreement to provide for withholding
in excess of 20 percent from an eligible
rollover distribution. Any agreement
must be made in accordance with
applicable forms and instructions.
However, no request for withholding
will be effective between the plan
administrator or payor and the dis
tributee until the plan administrator or
payor accepts the request by commenc-
ing to withhold from the amounts with
respect to which the request was made.
An agreement under section 3402(p)
shall be effective for such period as the
plan administrator or payor and the
distributee mutually agree upon. How-
ever, either party to the agreement may
terminate the agreement prior to the
end of such period by furnishing a
signed written notice to the other.

Q-4: Who has responsihility for
complying with section 3405(c) relating
to the 20-percent income tax withhold-
ing on eligible rollover distributions?

A-4: Section 3405(d) generally re-
quires the plan administrator of a
qualified plan and the payor of a
section 403(b) annuity to withhold
under section 3405(c)(1) an amount
equal to 20 percent of the portion of an
eligible rollover distribution that the
distributee does not elect to have paid
in a direct rollover. When an amount is
paid under a qualified plan distributed
annuity contract as defined in
§1.402(c)-2, Q&A-10 of this chapter,
the payor is treated as the plan
administrator. See Q&A-13 of this
section concerning €eligible rollover
distributions from a qualified plan
distributed annuity contract.

Q-5: May the plan administrator shift
the withholding responsibility to the
payor and, if so, how?

A-5: Yes. The plan administrator
may shift the withholding responsibility
to the payor by following the proce-
dures set forth in 835.3405-1, Q&A
E-2 through E-5 of this chapter (relat-
ing to elective withholding on pen-
sions, annuities and certain other de-
ferred income) with appropriate
adjustments, including the plan admin-
istrator’s identification of amounts that
constitute required minimum
distributions.

Q-6: How does the 20-percent with-
holding requirement under section
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3405(c) apply if a distributee elects to
have a portion of an eligible rollover
distribution paid to an eligible retire-
ment plan in a direct rollover and to
have the remainder of that distribution
paid to the distributee?

A-6: If a distributee elects to have a
portion of an eligible rollover distribu-
tion paid to an eligible retirement plan
in a direct rollover and to receive the
remainder of the distribution, the 20-
percent withholding requirement under
section 3405(c) applies only to the
portion of the eligible rollover distribu-
tion that the distributee receives and
not to the portion that is paid in a
direct rollover.

Q-7: Will the plan administrator be
subject to liability for tax, interest, or
penalties for failure to withhold 20
percent from an eligible rollover dis-
tribution that, because of erroneous
information provided by a distributee,
is not paid to an eligible retirement
plan even though the distributee elected
a direct rollover?

A-7: (a) General rule. If the plan
administrator reasonably relied on ade-
guate information provided by the
distributee (as described in paragraph
(b) of this Q&A), the plan administra-
tor will not be subject to liability for
taxes, interest, or penalties for failure
to withhold income tax from an eligible
rollover distribution solely because the
distribution is paid to an account or
plan that is not an eligible retirement
plan (as defined, with respect to
distributions from qualified plans, in
section 402(c)(8)(B) and 81.402(c)-2,
Q&A-2 of this chapter and, with
respect to a distributions from section
403(b) annuities, in §1.403(b)-2),
Q&A-1 of this chapter. Although the
plan administrator is not reguired to
verify independently the accuracy of
information provided by the distributee,
the plan administrator’s reliance on the
information furnished must be reason-
able. For example, it is not reasonable
for the plan administrator to rely on
information that is clearly erroneous on
its face.

(b) Adequate information. The plan
administrator has obtained from the
distributee adequate information on
which to rely in making a direct roll-
over if the distributee furnishes to the
plan administrator: the name of the €li-
gible retirement plan; a representation
that the recipient plan is an individual
retirement plan, a qualified plan, or a
section 403(b) annuity, as appropriate;
and any other information that is
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necessary in order to permit the plan
administrator to accomplish the direct
rollover by the means it has selected.
This information must include any
information needed to comply with the
specific requirements of §1.401(a)(31)—
1, Q&A-3 and Q&A-4 of this chapter.
For example, if the direct rollover is to
be made by mailing a check to the
trustee of an individual retirement
account, the plan administrator must
obtain, in addition to the name of the
individual retirement account and the
representation described above, the
name and address of the trustee of the
individual retirement account.

Q-8: Is an eligible rollover distribu-
tion that is paid to a qualified defined
benefit plan subject to 20-percent
withholding?

A-8: No. If an eligible rollover
distribution is paid in a direct rollover
to an eligible retirement plan within the
meaning of section 402(c)(8), including
a qualified defined benefit plan, it is
reasonable to believe that the distribu-
tion is not includible in gross income
pursuant to section 402(c)(1). Accord-
ingly, pursuant to section 3405(e)-
(2)(B), the distribution is not a desig-
nated distribution and is not subject to
20-percent withholding.

Q-9: If property other than cash,
employer securities, or plan loans is
distributed, how is the 20-percent in-
come tax withholding required under
section 3405(c) accomplished?

A-9: When all or a portion of an eli-
gible rollover distribution subject to 20-
percent income tax withholding under
section 3405(c) consists of property
other than cash, employer securities, or
plan loan offset amounts, the plan
administrator or payor must apply
§35.3405-1, Q&A F-2 of this chapter
and may apply 835.3405-1, Q&A F-3
of this chapter in determining how to
satisfy the withholding requirements.

Q-10: What assumptions may a plan
administrator make regarding whether a
benefit is an eligible rollover distribu-
tion for purposes of determining the
amount of a distribution that is subject
to 20-percent mandatory withholding?

A-10: (a) In general. For purposes of
determining the amount of a distribu-
tion that is subject to 20-percent
mandatory withholding, a plan admin-
istrator may make the assumptions
described in paragraphs (b), (c), and (d)
of this Q&A in determining the amount
of a distribution that is an eligible roll-
over distribution and a designated

distribution. Q& A-17 of 8§1.401(a)(31)—
1 of this chapter provides assumptions
for purposes of complying with section
401(a)(31). See 81.402(c)-2, Q&A-15
of this chapter concerning the effect of
these assumptions for purposes of
section 402(c).

(b) $5,000 death benefit. A plan
administrator may assume that a dis-
tribution that qualifies for the $5,000
death benefit exclusion under section
101(b) is the only death benefit being
paid with respect to a deceased
employee that qualifies for that exclu-
sion. Thus, in such a case, the plan
administrator may assume that the
distribution is not an eligible rollover
distribution to the extent that it would
be excludible from gross income based
on this assumption.

(c) Required minimum distributions.
The plan administrator is permitted to
determine the amount of the minimum
distribution required to satisfy section
401(a)(9)(A) for any calendar year by
assuming that there is no designated
beneficiary.

(d) Valuation of property. In the
case of a distribution that includes
property, in calculating the amount of
the distribution for purposes of apply-
ing section 3405(c), the value of the
property may be determined in accord-
ance with 835.3405-1, Q&A F-1 of
this chapter.

Q-11: Are there specid rules for
applying the 20-percent withholding
requirement to employer securities and
a plan loan offset amount distributed in
an eligible rollover distribution?

A-11: Yes. The maximum amount to
be withheld on any designated distribu-
tion (including any eligible rollover
distribution) under section 3405(c)
must not exceed the sum of the cash
and the fair market value of property
(excluding employer securities) re-
ceived in the distribution. The amount
of the sum is determined without
regard to whether any portion of the
cash or property is a designated dis-
tribution or an eligible rollover dis-
tribution. For purposes of this rule, any
plan loan offset amount, as defined in
§1.402(c)-2, Q&A-9 of this chapter, is
treated in the same manner as employer
securities. Thus, athough employer
securities and plan loan offset amounts
must be included in the amount that is
multiplied by 20-percent, the tota
amount required to be withheld for an
eligible rollover distribution is limited
to the sum of the cash and the fair



market value of property received by
the distributee, excluding any amount
of the distribution that is a plan loan
offset amount or that is distributed in
the form of employer securities. For
example, if the only portion of an eligi-
ble rollover distribution that is not paid
in a direct rollover consists of em-
ployer securities or a plan loan offset
amount, withholding is not required. In
addition, if a distribution consists
solely of employer securities and cash
(not in excess of $200) in lieu of
fractional shares, no amount is required
to be withheld as income tax from the
distribution under section 3405 (includ-
ing section 3405(c) and this section).
For purposes of section 3405 and this
section, employer securities means se-
curities of the employer corporation
within the meaning of section
402(e)(4)(E)(ii).

Q-12: How does the mandatory with-
holding rule apply to net unrealized
appreciation from employer securities?

A-12: An €ligible rollover distribu-
tion can include net unrealized appre-
ciation from employer securities, within
the meaning of section 402(e)(4), even
if the net unrealized appreciation is
excluded from gross income under
section 402(e)(4). However, to the
extent that it is excludible from gross
income pursuant to section 402(e)(4),
net unrealized appreciation is not a
designated distribution pursuant to sec-
tion 3405(e)(1)(B) because it is reason-
able to believe that it is not includible
in gross income. Thus, to the extent
that net unrealized appreciation is
excludible from gross income pursuant
to section 402(e)(4), net unrealized
appreciation is not included in the
amount of an eligible rollover distribu-
tion that is subject to 20-percent with-
holding.

Q-13: Does the 20-percent withhold-
ing requirement apply to eligible roll-
over distributions from a qualified plan
distributed annuity contract?

A-13: The 20-percent withholding
requirement applies to eligible rollover
distributions from a qualified plan
distributed annuity contract as defined
in Q&A-10 of 81.402(c)-2 of this
chapter. In the case of an eligible roll-
over distribution from such an annuity
contract, the payor is treated as the
plan administrator for purposes of
section 3405. See 8§1.401(a)(31)-1,
Q&A-16 of this chapter concerning the
direct rollover requirements that apply
to distributions from such an annuity
contract and see §1.402(c)-2, Q&A-10

of this chapter concerning the treatment
of distributions from such annuity
contracts as eligible rollover
distributions.

Q-14: Must a payor or plan admin-
istrator withhold tax from an eligible
rollover distribution for which a direct
rollover election was not made if the
amount of the distribution is less than
$200?

A-14: No. However, al eligible roll-
over distributions received within one
taxable year of the distributee under the
same plan must be aggregated for
purposes of determining whether the
$200 floor is reached. If the plan
administrator or payor does not know
at the time of the first distribution (that
is less than $200) whether there will be
additional eligible rollover distributions
during the year for which aggregation
is required, the plan administrator need
not withhold from the first distribution.
If distributions are made within one
taxable year under more than one plan
of an employer, the plan administrator
or payor may, but need not, aggregate
distributions for purposes of determin-
ing whether the $200 floor is reached.
However, once the $200 threshold has
been reached, the sum of all payments
during the year must be used to
determine the applicable amount to be
withheld from subsequent payments
during the year.

Q-15: If eligible rollover distribu-
tions are made from a qualified plan,
who has responsibility for making the
returns and reports required under these
regulations?

A-15: Generally, the plan administra-
tor, as defined in section 414(g), is
responsible for maintaining the records
and making the required reports with
respect to eligible rollover distributions
from qualified plans. However, if the
plan administrator fails to keep the
required records and make the required
reports, the employer maintaining the
plan is responsible for the reports and
returns.

Q-16: What €ligible rollover distribu-
tions must be reported on Form 1099-R?

A-16: Each €ligible rollover distribu-
tion, including each eligible rollover
distribution that is paid directly to an
eligible retirement plan in a direct roll-
over, must be reported on Form 1099-
R in accordance with the instructions
for Form 1099-R. For purposes of the
reporting required under section
6047(e), a direct rollover is treated as a
distribution that is immediately rolled
over to an eligible retirement plan.

Distributions that are not eligible roll-
over distributions are subject to the
reporting requirements set forth in
§35.3405-1 of this chapter and applica-
ble forms and instructions.

Q-17: Must the plan administrator,
trustee or custodian of the eligible
retirement plan report amounts received
in a direct rollover?

A-17: (&) Individual retirement plan.
If a distributee elects to have an €ligi-
ble rollover distribution paid to an
individual retirement plan in a direct
rollover, the eligible rollover distribu-
tion is reported on Form 5498 as a roll-
over contribution to the individual
retirement plan, in accordance with the
instructions for Form 5498.

(b) Qualified plan or section 403(b)
annuity. If a distributee elects to have
an eligible rollover distribution paid to
a qualified plan or section 403(b)
annuity, the recipient plan or annuity is
not required to report the receipt of the
rollover contribution.

Par. 7. Section 31.3405(c)-1T is
removed.

PART 602—OMB CONTROL
NUMBERS UNDER THE
PAPERWORK REDUCTION ACT

Par. 8. The authority citation for part
602 continues to read as follows:

Authority: 26 U.S.C. 7805.

Par. 9. In 8602.101, paragraph (c) is
amended as follows:

1. Removing the following entries
from the table:

8602.101 OMB Control numbers.

* * * * * *

(C) * % %
CFR part or section Current OMB
where identified control No.

and described

* * * * * *

1.401(8)(31)-1T .......... 1545-1341

* * * * * *

1.402(c)-2T.............. 15451341

* * * * * *

1.402(f)-2T.............. 1545-1341

* * * * * *

1.403(b)-2T ..o 1545-1341

* * * * * *

31.3405(c)-1T............ 1545-1341
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* * * * * *

2. Revising the entry for 1.402(f)-1
and adding entries to the table in
numerical order to read as follows

§602.101 OMB Control numbers.

* * * * * *

(C) * % *
CFR part or section Current OMB
where identified control No.

and described

* * * * * *

1.401(8)(31)-1 . ... ... 1545-1341

* * * * * *

1402(C)=2. ..o 1545-1341
1402(F)=1 . ..o, 1545-1341

* * * * * *

1.403(0)=2. . ..o 1545-1341

* * * * * *

31.3405(c)-1............. 1545-1341

* * * * * *

Margaret Milner Richardson,
Commissioner of
Internal Revenue.

Approved August 29, 1995.

Cynthia G. Beerbower,
Deputy Assistant
Secretary of the Treasury.

(Filed by the Office of the Federal Register on
September 15, 1995, 4:00 p.m., and published
in the issue of the Federa Register for
September 22, 1995, 60 F.R. 49199)

Section 404.—Deduction, For
Contributions Of An Employer To An
Employees’ Trust Or Annuity Plan
And Compensation Under A Deferred-
Payment Plan

A procedure is provided whereby an employer
and a trustee may request a closing agreement on
the application of § 404 of the Code to certain
payments to a defined contribution plan that has
assets invested in certain products of a life
insurance company in state insurer delinquency
proceedings. See Rev. Proc. 95-52, page 439.
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Section 408.—Individual Retirement
Accounts

26 CFR 1.408-5: Annual reports by trustees
or issuers.

Specifications for paper substitutes for Forms
1096, 1098, 1099, 5498, and W-2G. See Rev.
Proc. 95-30, page 354.

26 CFR 1.408-7: Reports on distributions
from individual retirement plans.

Specifications for paper substitutes for Forms
1096, 1098, 1099, 5498, and W—-2G. See Rev.
Proc. 95-30, page 354.

Section 409.—Qualifications for Tax
Credit Employee Stock Ownership
Plans

Employee stock ownership plan
(ESOP); voting rights. This ruling de-
scribes a situation where an ESOP will
not violate section 409(e) of the Code
merely because the trustee of the ESOP
votes the shares of stock allocated to
participants' accounts for which no
directions were timely received from
the participants.

Rev. Rul. 95-57
ISSUE

Does an employee stock ownership
plan (ESOP) fail to comply with the
pass-through voting requirements of
§ 409(e)(2) or (3) of the Internal
Revenue Code merely because the
trustee of the ESOP votes the shares of
stock allocated to participants' or bene-
ficiaries accounts for which no direc-
tions are timely received from the
participants or beneficiaries?

FACTS

X Corporation established ESOP Y
for the benefit of its eligible em-
ployees. X Corporation has a
registration-type class of securities
within the meaning of 8 409(e)(4) of
the Code. The provisions of ESOP Y
governing the voting of X Corporation
securities (X Corporation shares) spec-
ify that participants and beneficiaries
are entitled to direct the ESOP trustee
as to the manner in which to vote X
Corporation shares allocated to their
accounts, and require that the trustee
vote the shares in accordance with the
timely directions of these participants

and beneficiaries. ESOP Y also pro-
vides that if the trustee does not timely
receive voting directions from a partici-
pant or beneficiary with respect to any
X Corporation shares allocated to that
participant's or beneficiary’s account,
the shares shall be voted by the trustee.
This procedure, with respect to voting
of the allocated but non-directed
shares, is disclosed in information
provided to participants and benefici-
aries prior to the deadline for partici-
pants or beneficiaries to submit direc-
tions for voting shares. Pursuant to this
procedure, the trustee of ESOP Y votes
the X Corporation shares allocated to
the accounts of participants or benefici-
aries for which no voting directions are
timely received from the participants or
beneficiaries.

LAW AND ANALYSIS

Section 4975(€)(7) of the Code pro-
vides, in part, that a plan shall not
be treated as an ESOP unless it meets
the requirements of § 409(h), § 409(0),
and, if applicable, 8 409(n). Section
4975(e)(7) of the Code aso provides
that, if the employer has a registration-
type class of securities (as defined in
§ 409(e)(4)), the ESOP must meet the
requirements of § 409(e).

Section 401(a)(22) of the Code
provides, in general, that a defined
contribution plan (other than a profit-
sharing plan) must meet the require-
ments of 8§ 409(e¢) in order to be
qualified if (1) the plan is established
by an employer whose stock is not
readily tradable on an established mar-
ket, and (2) more than 10 percent of
the total assets of the plan are se-
curities of the employer.

Section 409(e)(1) of the Code pro-
vides that, in general, a plan meets the
requirements of § 409(e) if it meets the
requirements of 8 409(e)(2) or (3),
whichever is applicable. Section
409(e)(2) of the Code provides that if
the employer has a registration-type
class of securities, the plan meets the
requirements of 8§ 409(e) only if each
participant or beneficiary in the plan is
entitted to direct the plan as to the
manner in which to vote securities of
the employer that are entitled to vote
and are allocated to the account of such
participant or beneficiary.

Section 409(e)(3) of the Code pro-
vides that if the employer does not
have a registration-type class of se-
curities, the plan meets the require-
ments of § 409(e) only if each



participant or beneficiary in the plan is
entitted to direct the plan as to the
manner in which to exercise voting
rights, under securities of the employer
that are allocated to the account of
such participant or beneficiary, with
respect to any corporate matter which
involves the voting of such shares with
respect to the approva or disapproval
of any corporate merger or consolida-
tion, recapitalization, reclassification,
liquidation, dissolution, sale of substan-
tially al the assets of a trade or
business, or such similar transaction as
the Secretary may prescribe in
regulations.

While § 409(e)(2) and (3) of the
Code require that ESOP participants and
beneficiaries be entitled to direct the
plan as to the manner in which to vote
the shares of employer securities a-
located to their accounts, neither
8 409(e) nor § 4975(e)(7) prohibits the
voting of allocated shares for which no
directions have been timely received
from the participant or beneficiary. Ac-
cordingly, the voting of the alocated
but non-directed shares of employer se-
curities by the trustee is not inconsistent
with § 409(e)(2) and (3) of the Code.

HOLDING

The voting by the ESOP Y trustee of
the X Corporation shares alocated to the
accounts of participants or beneficiaries
for which no directions are timely
received from the participant or benefici-
ary will not cause ESOP Y to have failed
to comply in operation with the pass-
through voting requirements of
§ 409(e)(2). The result would be the
same if Corporation X did not have a
registration-type class of securities and
ESOP Y participants and beneficiaries
were entitled, pursuant to 8§ 409(e) of the
Code, to direct the voting of X Corpo-
ration securities allocated to their
accounts.

Subpart B.—Special Rules

Section 411.—Minimum Vesting
Standards

26 CFR 1.411(a)-11: Restriction and valuation
of distributions.

T.D. 8620

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

Notice, Consent, and Election
Requirements of Sections 411(a)(11)
and 417

AGENCY: Interna Revenue Service
(IRS), Treasury.

ACTION: Final and temporary
regulations.

SUMMARY: This document contains
regulations that provide guidance con-
cerning the notice and consent require-
ments under section 411(a)(11) and the
notice and election requirements under
section 417. The text of the temporary
regulations also serves as the text of
the proposed regulations set forth in the
notice of proposed rulemaking on this
subject in *** [EE-24-93, page 468,
this Bulletin].

EFFECTIVE DATE: These regulations
are effective September 22, 1995.

SUPPLEMENTARY INFORMATION:
Paperwork Reduction Act

These regulations are being issued
without prior notice and public proce-
dure pursuant to the Administrative
Procedure Act (5 U.S.C. 553). For this
reason, the collection of information
contained in these regulations has been
reviewed and, pending receipt and
evaluation of public comments, ap-
proved by the Office of Management
and Budget under control number
1545-1471. Responses to this collec-
tion of information are required to
assure that the rights of qualified plan
participants are protected.

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

For further information concerning
this collection of information, and
where to submit comments on the
collection of information and the ac-
curacy of the estimated burden and
suggestions for reducing this burden,
please refer to the preamble to the
cross-referencing notice of proposed
rulemaking published in *** [EE-24—
93, page 468, this Bulletin].

Books or records relating to a
collection of information must be re-
tained as long as their contents may
become material 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

This document contains amendments
to the Income Tax Regulations (26
CFR part 1) under section 411(a)(11)
and section 417(e). Section 1.411(a)—
11(c) provides that a participant’s
consent to a distribution under section
411(a)(11) is not valid unless the
participant receives a notice of his or
her rights under the plan no more than
90 and no less than 30 days prior to the
annuity starting date. Section 1.417(e)—
1 sets forth the same 90/30-day time
period for providing the notice explain-
ing the qualified joint and survivor
annuity and waiver rights required
under section 417(a)(3).

The October 1992 temporary regula-
tions that provided guidance on the
amendment to section 402(f) made by
the Unemployment Compensation
Amendments of 1992 (UCA), published
in the Federal Register at 57 FR 48163,
generally prescribed this 90/30-day
time period for purposes of the notice
requirement under that section. In the
preamble to those regulations, the IRS
and Treasury requested comments on
the appropriateness of this time period
for section 411(a)(11), as well as for
section 402(f).

In response to initial comments on
the UCA proposed and temporary
regulations, additional guidance was
provided in Notice 93-26 (1993-1 C.B.
293), which modified the 30-day time
period for purposes of sections 402(f)
and 411(a)(11). These temporary reg-
ulations modify the 30-day time period
in 81.411(a)-11 in a manner consistent
with Notice 93-26 and also provide a
more limited modification to the 30-
day time period in §1.417(e)-1. These
temporary regulations are being pub-
lished in conjunction with the fina
regulations implementing the UCA
changes, published elsewhere in ***
[T.D. 8619, page 41, this Bulletin].

Explanation of provisions
1. Overview

Section 411(a)(11) provides that, if
the value of a participant’'s accrued
benefit exceeds $3,500, a qualified plan
generally may not distribute the benefit
to the participant without the partici-
pant’s consent.
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Section 401(a)(11) requires that cer-
tain distributions be made in the form
of a qualified joint and survivor an-
nuity (QJSA) unless, in accordance
with section 417, the participant waives
the QJSA and elects a different form of
benefit. Profit-sharing plans and stock
bonus plans that meet the requirements
of sections 401(a)(11)(B)(iii)(I) through
(1) are not subject to the survivor
annuity requirements of sections
401(a)(11) and 417.

Section 417 sets forth the require-
ments applicable to a waiver of the
QJSA. Section 417(a) requires the
participant to obtain the consent of the
participant's spouse, if any, to any
waiver of the QJSA and election of a
form of benefit other than a QJSA.
Any election made by the participant
must be revocable during the 90-day
period ending on the annuity starting
date. Section 417(a)(3) requires that,
within a reasonable period of time
before the participant’s annuity starting
date, a plan provide the participant
with a notice explaining the partici-
pant's right to the QJSA and the
participant’s right to waive the QJSA.

2. Implementation of Notice 93-26
modification of 30-day period

Under Notice 93-26, if, after having
received the notice of distribution
rights described in 81.411(a)-11, a
participant affirmatively elects a dis-
tribution, a plan will not fail to satisfy
the consent requirement of section
411(a)(11) merely because the distribu-
tion is made less than 30 days after the
notice was provided to the participant.
However, the participant must be noti-
fied that he or she has the opportunity
to consider whether to elect a distribu-
tion (and, if applicable, a particular
distribution option) for at least 30 days
after the notice is provided. The plan
administrator may provide this informa-
tion to the participant using any
method that is reasonably designed to
attract the attention of the participant.

The comments on the guidance in
Notice 93-26 with respect to section
411(a)(11) were generaly favorable.
Accordingly, these temporary regula-
tions amend §1.411(a)-11 by modify-
ing the 30-day rule in a manner
consistent with Notice 93-26.

The final UCA regulations and these
temporary regulations are structured to
allow plan administrators to provide the
participant notices required under sec-
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tions 402(f), 411(a)(11) and 417 at the
same time. Under the final UCA regu-
lations, the section 402(f) notice must
be provided no more than 90 and no
less than 30 days before the date of
distribution. Similarly, these temporary
regulations provide that the 30-day and
90-day periods for purposes of the
section 411(a)(11) notice are measured
from the date that the distribution
commences.

Alternatively, the plan administrator
may substitute the annuity starting date,
as defined in 81.401(a)-20, Q&A-10,
for the date the distribution commences
for purposes of both the section 402(f)
notice and the section 411(a)(11)
notice. If a plan administrator uses this
aternative, the 90/30-day time period
will be the same for the notices
required under sections 402(f),
411(a)(11) and 417.

3. Modification of 30-day time period
for QJSA explanation

Notice 93-26 did not affect the
requirements that sections 401(a)(11)
and 417 and related regulations impose
on distributions subject to those sec-
tions. Some commentators requested
that the modification provided in
Notice 93-26 with respect to section
411(a)(11) be made to the 30-day time
period in the regulations under section
417. These temporary regulations under
section 417 provide substantial relief
from the constraints imposed by the
30-day time period but, for the reasons
noted below, do not adopt a rule that is
identical to that provided under section
411(a)(11).

After careful consideration, the IRS
and Treasury have concluded that it
would not be consistent with the
statutory purpose of section 417 to
adopt the same modification to the 30-
day time period that was adopted by
Notice 93-26 under section 411(a)(11).
Plans subject to section 417 often
provide a variety of distribution options
that may have different actuarial values
and can be difficult to evaluate. In
addition, section 417 establishes a
revocation period for a waiver of the
QJSA and provides explicit safeguards
to ensure informed consent of the
participant and the participant’s spouse.
For example, section 417 requires
witnessed or notarized spousal consent
that acknowledges the effect of the
election to waive the QJSA. This
statutory structure reflects Congres-
sional recognition that a distribution

election with respect to annuity benefits
is an important financial decision that
affects the retirement security of the
participant and the participant’s spouse.
In view of these concerns, these
temporary regulations retain a mini-
mum period for participants and
spouses to consider or reconsider the
distribution options after the section
417 notice is provided.

However, the IRS and Treasury are
also aware that, if a plan provides an
unreduced early retirement annuity, the
application of the current 30-day elec-
tion and revocation period might cause
the participant to lose a month's
benefit. Moreover, a full 30-day elec-
tion and revocation period may not be
necessary for a participant (and where
applicable, the participant’'s spouse)
who, after being provided with the
opportunity to carefully consider the
decision, affirmatively elects a form of
distribution.

In order to address these concerns,
while still providing sufficient time to
consider (or reconsider) the decision
whether to waive the QJSA, these
temporary regulations permit the plan
(or, where not inconsistent with the
terms of the plan, the plan administra-
tor) to commence distributions before
the end of the 30-day time period, if
certain requirements are met. Specifi-
cally, after an affirmative distribution
election, with any applicable spousal
consent, the plan may permit the
distribution to commence at any time
more than seven days after the explana-
tion of the QISA was provided to the
participant. The annuity starting date
must be a date after the explanation of
the QJSA is provided to the participant,
but may precede the date the partici-
pant affirmatively elects a distribution
or the date the distribution commences.
Any distribution election must remain
revocable until the later of the annuity
starting date or the expiration of the
seven-day period that begins the day
after the QJSA explanation is provided.
For example, if a married participant
receives the explanation of the QJSA
on November 28 and elects (with
spousal consent) on December 2 to
waive the QJSA and receive an imme-
diate single life annuity, the annuity
starting date is permitted to be Decem-
ber 1, provided that the first payment is
made no earlier than December 6 and
the participant does not revoke the
election before that date.



4. 90-day time period and method of
providing notice

Some commentators requested an
expansion of the 90-day time period.
More broadly, commentators asked that
the requirements of sections 411(a)(11),
417, and 402(f) be addressed in the
context of new technologies that use
electronic media, such as telephone or
computer systems, to automate plan
administrative functions that tradi-
tionally have been processed manually
by use of paper-based systems (e.g.,
notices to participants and participant
distribution requests). For example,
some commentators have suggested
that plans be permitted to provide an
annual written notice if a summary of
the notice is provided through these
new technologies.

The IRS and Treasury continue to
believe that the section 411(a)(11) and
section 417 notices, as well as the
section 402(f) notice, should be
provided close to the time participants
are considering the distribution to
which the notice applies. Therefore,
these temporary regulations do not
change the 90-day time period.

Although these temporary regulations
provide no additional guidance on the
use of electronic media, the IRS and
Treasury will continue to consider
possible modifications to the notice and
consent requirements that might be
appropriate to accommodate new tech-
nologies, if adequate safeguards are
provided, and invite comments on this
issue. These final regulations specifi-
cally delegate authority to the Commis-
sioner to modify the notice, consent,
and election requirements or provide
additional guidance, in the Internal
Revenue Bulletin, with respect to those
requirements.

5. Effective date

Because these temporary regulations
relax the requirements that plans must
satisfy, they are effective September
22, 1995.

Special Analyses

It has been determined that this
Treasury decision is not a significant
regulatory action as defined in EO
12866. Therefore, a regulatory assess-
ment is not required. It aso has been
determined that section 553(b) of the
Administrative Procedure Act (5 U.S.C.

chapter 5) and the Regulatory Flex-
ibility Act (5 U.S.C. chapter 6) do not
apply to these regulations, and, there-
fore, a Regulatory Flexibility Analysis
is not required. Pursuant to section
7805(f) of the Internal Revenue Code,
these temporary regulations will be
submitted to the Chief Counsel for
Advocacy of the Small Business Ad-
ministration for comment on their
impact on small business.

* * * * * *

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR parts 1 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. 8§1.411(a)-11 is amended as
follows:

1. Paragraph (c)(2)(ii) is revised to
read as set forth below.

2. Paragraph (c)(2)(iii) is removed.

81.411(a)-11 Restriction and
valuation of distributions.

* * * * * *

(C) * * %

(2) * *x %

(ii) For additional rules concerning
the consent requirement of section
411(a)(11), see 81.411(a)-11T(c)(2)(ii)
through (v) and (c)(8).

* * * * * *

Par. 3. §1.411(a)-11T is added to
read as follows:

§1.411(a)-11T Restriction and
valuation of distributions (temporary).

(@) and (b) [Reserved]

(c) Consent, etc. requirements—(1)
General rule. [Reserved]

(2) Consent—(i) [Reserved]

(ii) Written consent of the partici-
pant to the distribution must not be
made before the participant receives the
notice of his or her rights specified in
this paragraph (c)(2) and must not be
made more than 90 days before the
date the distribution commences.

(iii) A plan must provide partici-
pants with notice of their rights spec-

ified in this paragraph (c)(2) no less
than 30 days and no more than 90 days
before the date the distribution com-
mences. However, if the participant,
after having received this notice, af-
firmatively elects a distribution, a plan
will not fail to satisfy the consent
requirement of section 411(a)(11)
merely because the distribution com-
mences less than 30 days after the
notice was provided to the participant,
provided that the following requirement
is met. The plan administrator must
provide information to the participant
clearly indicating that (in accordance
with the first sentence of this paragraph
(©)(2)(iii)) the participant has a right to
at least 30 days to consider whether to
consent to the distribution.

(iv) For purposes of satisfying the
requirements of this paragraph (c)(2),
the plan administrator may substitute
the annuity starting date, within the
meaning of §1.401(a)—20, Q&A-10, for
the date the distribution commences.

(v) See 81.401(a)—20, Q& A-24 for a
special rule applicable to consents to
plan loans.

(3) through (7) [Reserved)].

(8) Delegation to Commissioner.
The Commissioner, in revenue rulings,
notices, and other guidance published
in the Internal Revenue Bulletin, may
modify, or provide additional guidance
with respect to, the notice and consent
requirements of this section. See
8601.601(d)(2)(ii)(b) of this chapter.

Par. 4. 81.417(e)-1 is amended by
revising paragraph (b)(3) to read as
follows:

§1.417(e)-1 Restrictions and
valuations of distributions from plans
subject to sections 401(a)(11) and
417.

* * * * * *

(b * % %

(3) Time of consent. For distributions
on or after September 22, 1995, the
additional rules concerning the notice
and consent requirements of section 417
in 81.417(e)-1T(b)(3) and (4) aso
apply. For distributions before Septem-
ber 22, 1995, the additiona rules
concerning the notice and consent re-
quirements of section 417 in 81.417(e)—
1(b)(3) (as it appeared in the April 1,
1995 edition of 26 CFR part 1) apply.

* * * * * *
Par. 5. Section 1.417(e)-1T is

amended by adding paragraph (b) to
read as follows:
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81.417(e)-1T Restrictions and
valuations of distributions from plans
subject to sections 401(a)(11) and
417 (temporary).

* * * * * *

(b) Consent, etc. reguirements—(1)
General rule. [Reserved]

(2) Consent. [Reserved]

(3 Time of consent—(i) Written
consent of the participant and the
participant’s spouse to the distribution
must be made not more than 90 days
before the annuity starting date.

(ii) A plan must provide participants
with the written explanation of the
QJSA required by section 417(a)(3) no
less than 30 days and no more than 90
days before the annuity starting date.
However, if the participant, after hav-
ing received the written explanation of
the QJSA, affirmatively elects a form
of distribution and the spouse consents
to that form of distribution (if neces-
sary), a plan will not fail to satisfy the
requirements of section 417(a) merely
because the annuity starting date is less
than 30 days after the written explana-
tion was provided to the participant,
provided that the following require-
ments are met:

(A) The plan administrator provides
information to the participant clearly
indicating that (in accordance with the
first sentence of this paragraph
(b)(3)(ii)) the participant has a right to
at least 30 days to consider whether to
waive the QJSA and consent to a form
of distribution other than a QJSA.

(B) The participant is permitted to
revoke an affirmative distribution elec-
tion at least until the annuity starting
date, or, if later, at any time prior to
the expiration of the 7-day period that
begins the day after the explanation of
the QJSA is provided to the participant.

(C) The annuity starting date is after
the date that the explanation of the
QJSA is provided to the participant.
However, the plan may permit the
annuity starting date to be before the
date that any affirmative distribution
election is made by the participant and
before the date that the distribution is
permitted to commence under para-
graph (b)(3)(ii)(D) of this section.

(D) Distribution in accordance with
the affirmative election does not com-
mence before the expiration of the
7-day period that begins the day after
the explanation of the QJSA is
provided to the participant.

(iii) The following example illus-
trates the provisions of this paragraph
(b)(3):
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Example. Employee E, a married
participant in a defined benefit plan
who has terminated employment, is
provided with the explanation of the
QJSA on November 28. Employee E
elects (with spousal consent) on De-
cember 2 to wave the QJSA and
receive an immediate distribution in the
form of a single life annuity. The plan
may permit Employee E to receive
payments with an annuity starting date
of December 1, provided that the first
payment is made no earlier than
December 6 and the participant does
not revoke the election before that date.
The plan can make the remaining
monthly payments on the first day of
each month thereafter in accordance
with its regular payment schedule.

(4) Delegation to Commissioner.
The Commissioner, in revenue rulings,
notices, and other guidance published
in the Internal Revenue Bulletin, may
modify, or provide additional guidance
with respect to, the notice and consent
requirements of this section. See
§601.601(d)(2)(ii)(b) of this chapter.

* * * * * *

PART 602—OMB CONTROL
NUMBERS UNDER THE
PAPERWORK REDUCTION ACT

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

Authority: 26 U.S.C. 7805.

Par. 7. In 8602.101, paragraph (c) is
amended by adding to the table the
following entries in numerical order to
read as follows:

8602.101 OMB Control numbers.

* * * * * *

(C) * k% *
CFR part or section Current OMB
where identified control No.

and described

* * * * * *

1411(a-11T. . ... ... 1545-1471

* * * * * *

1417(e)-1T........o.et .. 1545-1471

* * * * * *

Margaret Milner Richardson,
Commissioner of
Internal Revenue.

Approved August 29, 1995.

Cynthia G. Beerbower,
Deputy Assistant
Secretary of the Treasury.

(Filed by the Office of the Federal Register on
September 15, 1995, 4:00 p.m., and published
in the issue of the Federal Register for
September 22, 1995, 60 F.R. 49218)

Section 412.—Minimum Funding
Standards

A revenue procedure describes certain changes
to the funding method used to determine the
minimum funding standard for defined benefit
plans for plan years beginning on or after
January 1, 1995. See Rev. Proc. 95-51, page
430.

The adjusted applicable federal short-term,
mid-term, and long-term rates are set forth for
the month of July 1995. See Rev. Rul. 9548,
page 125.

The adjusted applicable federal short-term,
mid-term, and long-term rates are set forth for
the month of August 1995. See Rev. Rul. 95-51,
page 127.

The adjusted applicable federa short-term,
mid-term, and long-term rates are set forth for
the month of September 1995. See Rev. Rul. 95—
62, page 129.

The adjusted applicable federa short-term,
mid-term, and long-term rates are set forth for
the month of October 1995. See Rev. Rul. 95—
67, page 130.

The adjusted applicable federal short-term,
mid-term, and long-term rates are set forth for
the month of November 1995. See Rev. Rul. 95—
73, page 132.

The adjusted applicable federa short-term,
mid-term, and long-term rates are set forth for
the month of December 1995. See Rev. Rul. 95—
79, page 134.

Section 415.—Limitations on Benefits
and Constributions Under Qualified
Plans.

Limitations on benefits and contribu-
tions. Answer 3 of Rev. Rul. 95-29,
1995-1 C.B. 81, pertaining to the
limitations on benefits and contribu-
tions under section 415 of the Code is
corrected.

Rev. Rul. 95-29A

Rev. Rul. 95-29, 1995-1 C.B. 81,
consists of a series of questions



and answers pertaining to 88 415 and
417 of the Interna Revenue Code as
amended by the Retirement Protection
Act of 1994. Rev. Rul. 95-29 contains
an omission in the answer to Q&A-3
on page 11. The answer to A&A-3 is
corrected to red as follows:

‘“A-3. The new interest rate under
§ 415(b)(2)(E)(ii) applies to a benefit
payable in the form of a benefit subject
to 8§ 417(e)(3). Under § 417(c)(3) and
the Income Tax Regulations thereunder,
benefits subject to § 417(c)(3) include
all forms of benefit except non-
decreasing annuity benefits payable for
a period not less than the life of the
participant or, in the case of a QPSA,
the life of the surviving spouse. For
this purpose, a non-decreasing annuity
includes a QJSA, a QPSA, and an an-
nuity that decreases merely because of
the cessation or reduction of Socia
Security supplements or qualified dis-
ability payments (as defined in
§ 411(a)(9)).”

26 CFR 1.415-6. Limitation for defined
contribution plans.

A procedure is provided whereby an employer
and a trustee may request a closing agreement on
the application of § 415 of the Code to certain
payments to a defined contribution plan that has
assets invested in certain products of a life
insurance company in state insurer delinquency
proceedings. See Rev. Proc. 95-52, page 439.

Subchapter E.—Accounting Periods and Methods of
Accounting

Part Il.—Methods of Accounting
Subpart A.—Methods of Accounting in General

Section 446.—General Rule for
Methods of Accounting

26 CFR 1.446-1: General rule for methods of

accounting.
(Also Section 481.)

T.D. 8608

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Part 1

Adjustments Required by Changes in
Method of Accounting

AGENCY: Interna Revenue Service
(IRS), Treasury.

ACTION: Fina regulations.

SUMMARY: This document contains
final regulations relating to the require-

ments for changes in method of ac-
counting. These regulations clarify the
Commissioner's authority to prescribe
terms and conditions for effecting a
change in method of accounting. The
regulations affect taxpayers changing a
method of accounting for federal in-
come tax purposes.

DATES: These regulations are effective
August 4, 1995,

For dates of applicability see
881.446-1(e)(3)(iii) and 1.481-5.

SUPPLEMENTARY INFORMATION:
Background

On December 28, 1994, the IRS
published a notice of proposed
rulemaking in the Federal Register (59
FR 66825 [IA—42-93, 1995-1 C.B.
938]), relating to the requirements for
changes in method of accounting. That
document proposed clarifying amend-
ments to the regulations under sections
446 and 481. No public hearing was
requested or held.

Two comments responding to this
notice were received. After considera-
tion of the comments, the amendments
proposed by [A-42-93 are adopted
with minor editorial revisions by this
Treasury decision.

Summary of Comments

The notice of proposed rulemaking
proposes to conform the existing reg-
ulations under sections 446(e) and
481(c) to long-standing IRS administra-
tive practices regarding the use of
adjustment periods under section 481(a)
and the use of a cut-off method. Under
the general rule of the proposed regula-
tions, any section 481(a) adjustment
attributable to a voluntary or an invol-
untary change in method of accounting
is taken into account in the taxable
year of change, whether the adjustment
increases or decreases taxable income.
However, the regulations also propose
to amend §81.446-1(e)(3) and 1.481-5
to clarify the Commissioner’s authority
to prescribe the terms and conditions
for effecting a change in method of
accounting. Under the regulations, the
terms and conditions that may be
prescribed by the Commissioner in-
clude the taxable year or years in
which a section 481(a) adjustment is
taken into account and the use of a cut-
off method to effect a change in
method of accounting.

Two comments were received in
response to the notice. The comments
guestioned IRS authority to require the
use of a cut-off method, and whether to
require it is sound administrative prac-
tice. After considering the comments,
the IRS and the Treasury Department
continue to believe that the IRS has the
authority under section 446(e) to im-
pose a cut-off method, and that it is
consistent with section 481(a). Further-
more, the IRS and the Treasury Depart-
ment believe that requiring a change in
method of accounting on a cut-off basis
in appropriate circumstances is admin-
istratively sound. For example, the
application of a cut-off method to
effect a change within the last-in, first-
out (LIFO) inventory method is justi-
fied on the basis of simplicity because
it eliminates the need to revalue LIFO
increments.

The amendments proposed by [A—
4293 are adopted by this Treasury
decision.

Soecial Analyses

It has been determined that this
Treasury decision is not a significant
regulatory action as defined in EO
12866. Therefore, a regulatory assess-
ment is not required. It has also been
determined that section 553(b) of the
Administrative Procedure Act (5 U.S.C.
chapter 5) and the Regulatory Flex-
ibility Act (5 U.S.C. chapter 6) do not
apply to these regulations and, there-
fore, a Regulatory Flexibility Analysis
is not required. Pursuant to section
7805(f) of the Interna Revenue Code,
the notice of proposed rulemaking
preceding these regulations was submit-
ted to the Small Business Administra-
tion for comment on its impact on
small business.

* * * * * *

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR pat 1 is
amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation
for part 1 is amended by revising the
entry for section 1.446-1 and by
adding the following citations in nu-
merical order to read as follows:

Authority: 26 U.S.C. 7805. * * *
Section 1.446-1 also issued under 26
U.S.C. 446 and 461(h).* * *
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Section 1.481-1 also

U.S.C. 481.

Section 1.481-2 also

U.S.C. 481.

Section 1.481-3 also

U.S.C. 481.

Section 1.481-4 aso

U.S.C. 481.

Section 1.481-5 also

USC. 481. * * *
Par. 2. Section 1.446-1 is amended

by revising paragraph (€)(3) to read as

follows:

issued under 26

issued under 26

issued under 26

issued under 26

issued under 26

§1.446-1 General rule for methods of
accounting.

* * * * * *

(e) * % %

(3)(i) Except as otherwise provided
under the authority of paragraph (e)(3)-
(i) of this section, to secure the
Commissioner’s consent to a taxpayer’s
change in method of accounting the
taxpayer must file an application on
Form 3115 with the Commissioner
within 180 days after the beginning of
the taxable year in which the taxpayer
desires to make the change in method
of accounting. To the extent applicable,
the taxpayer must furnish al informa-
tion requested on the Form 3115. This
information includes al classes of
items that will be treated differently
under the new method of accounting,
any amounts that will be duplicated or
omitted as a result of the proposed
change, and the taxpayer’s computation
of any adjustments necessary to prevent
such duplications or omissions. The
Commissioner may require such other
information as may be necessary to
determine whether the proposed change
will be permitted. Permission to change
a taxpayer's method of accounting will
not be granted unless the taxpayer
agrees to the Commissioner’s pre-
scribed terms and conditions for effect-
ing the change, including the taxable
year or years in which any adjustment
necessary to prevent amounts from
being duplicated or omitted is to be
taken into account. See section 481 and
the regulations thereunder, relating to
certain adjustments resulting from ac-
counting method changes, and section
472 and the regulations thereunder,
relating to adjustments for changes to
and from the last-in, first-out inventory
method.

(if) Notwithstanding the provisions
of paragraph (e)(3)(i) of this section,
the Commissioner may prescribe ad-
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ministrative procedures under which
taxpayers will be permitted to change
their method of accounting. The admin-
istrative procedures shall prescribe
those terms and conditions necessary to
obtain the Commissioner’s consent to
effect the change and to prevent
amounts from being duplicated or
omitted. The terms and conditions that
may be prescribed by the Commis-
sioner may include terms and condi-
tions that require the change in method
of accounting to be effected on a cut-
off basis or by an adjustment under
section 481(a) to be taken into account
in the taxable year or years prescribed
by the Commissioner.

(iii) This paragraph (e)(3) is effec-
tive for Consent Agreements signed on
or after December 27, 1994. For
Consent Agreements signed before De-
cember 27, 1994, see 8§1.446-1(e)(3)
(as contained in the 26 CFR part 1
edition revised as of April 1, 1995).

Par. 3. Section 1.481-1 is amended
as follows:

1. Paragraph (a)(2) is amended by
adding the phrase *‘ (hereinafter referred
to as pre-1954 years)’’ to the end of
the paragraph.

2. The third sentence of paragraph
(c)(1) is amended by removing
“‘pre-1954 Code years’ and replacing
it with ‘‘pre-1954 years'’.

3. Paragraphs (c)(2), (3), and (4) are
revised.

4. Paragraphs (c)(6) and (7) are
removed.

5. Paragraph (d) is revised.

6. Paragraph (€) is removed.

The revised paragraphs read as
follows:

§1.481-1 Adjustments in general.

* * * * * *

(C) * k%

(2) If a change in method of ac-
counting is voluntary (i.e., initiated by
the taxpayer), the entire amount of the
adjustments required by section 481(a)
is generally taken into account in
computing taxable income in the tax-
able year of the change, regardless of
whether the adjustments increase or
decrease taxable income. See, however,
881.446-1(e)(3) and 1.4814 which
provide that the Commissioner may
prescribe the taxable year or years in
which the adjustments are taken into
account.

@3 If
accounting

the change in method of
is involuntary (i.e, not

initiated by the taxpayer), then only the
amount of the adjustments required by
section 481(a) that is attributable to
taxable years beginning after December
31, 1953, and ending after August 16,
1954, (hereinafter referred to as
post-1953 years) is taken into account.
This amount is generally taken into
account in computing taxable income
in the taxable year of the change,
regardless of whether the adjustments
increase or decrease taxable income.
See, however, 8§81.446-1(e)(3) and
1.481-4 which provide that the Com-
missioner may prescribe the taxable
year or years in which the adjustments
are taken into account. See aso
81.481-3 for rules relating to adjust-
ments attributable to pre-1954 years.

(4) For any adjustments attributable
to post-1953 years that are taken into
account entirely in the year of change
and that increase taxable income by
more than $3,000, the limitations on
tax provided in section 481(b)(1) or (2)
apply. See 81.481-2 for rules relating
to the limitations on tax provided by
sections 481(b)(1) and (2).

* * * * * *

(d) Any adjustments required under
section 481(a) that are taken into
account during a taxable year must be
properly taken into account for pur-
poses of computing gross income,
adjusted gross income, or taxable in-
come in determining the amount of any
item of gain, loss, deduction, or credit
that depends on gross income, adjusted
gross income, or taxable income.

Par. 4. Section 1.481-2 is amended
as follows:

1. The first and second sentences of
paragraph (a) are revised.

2. The first sentence of paragraph
(b) introductory text is revised.

3. The first sentence of paragraph
(©)(1) is revised.

4. The first sentence of paragraph
(©)(2) is amended by removing ‘‘sub-
paragraph (1) of this paragraph’” and
replacing it with ‘‘paragraph (c)(1) of
this section’’.

5. Paragraph (c)(3) introductory text
is amended by removing ‘‘sub-
paragraph (1) of this paragraph’” and
replacing it with ‘‘paragraph (c)(1) of
this section’’.

6. Paragraph (c)(4) is revised.

7. Paragraph (c)(6) is amended by
removing ‘‘Internal Revenue Code of
1954"" and replacing it with *‘Internal
Revenue Code of 1986'".



8. The second sentence of paragraph
(d) is amended by removing ‘‘Internal
Revenue Code of 1954’ and replacing
it with ‘‘Internal Revenue Code of
1986'".

9. Example (1) of paragraph (d)
introductory text is amended by remov-
ing ‘‘pre-1954 Code years’ from the
8th and 10th sentences and replacing it
with ‘‘pre-1954 years’ in each place
that it appears.

The revised paragraphs read as
follows:

81.481-2 Limitation on tax.

(@) Three-year allocation. Section

481(b)(1) provides a limitation on the
tax under chapter 1 of the Internal
Revenue Code for the taxable year of
change that is attributable to the
adjustments required under section
481(a) and 81.481-1 if the entire
amount of the adjustments is taken into
account in the year of change. If such
adjustments increase the taxpayer's
taxable income for the taxable year of
the change by more than $3,000, then
the tax for such taxable year that is
attributable to the adjustments shall not
exceed the lesser of the tax attributable
to taking such adjustments into account
in computing taxable income for the
taxable year of the change under
section 481(a) and 8§1.481-1, or the
aggregate of the increases in tax that
would result if the adjustments were
included ratably in the taxable year of
the change and the two preceding
taxable years. * * *

(b) Allocation under new method of
accounting. Section 481(b)(2) provides
a second alternative limitation on the
tax for the taxable year of change
under chapter 1 of the Internal Revenue
Code that is attributable to the adjust-
ments required under section 481(a)
and 81.481-1 where such adjustments
increase taxable income for the taxable
year of change by more than $3,000.

(c) Rules for computation of tax. (1)
The first step in determining whether
either of the limitations described in
section 481(b)(1) or (2) applies is to
compute the increase in tax for the
taxable year of the change that is at-
tributable to the increase in taxable
income for such year resulting solely
from the adjustments required under
section 481(a) and 8§1.481-1.

* * * * * *

(4) The tax for the taxable year of

the change shall be the tax for such
year, computed without taking any of
the adjustments referred to in paragraph
(©)(1) of this section into account,
increased by the smallest of the follow-
ing amounts—

(i) The amount of tax for the taxable
year of the change attributable solely to
taking into account the entire amount
of the adjustments required by section
481(a) and §1.481-1;

(if) The sum of the increases in tax
liability for the taxable year of the
change and the two immediately pre-
ceding taxable years that would have
resulted solely from taking into account
one-third of the amount of such adjust-
ments required for each of such years
as though such amounts had been
properly attributable to such years
(computed in accordance with para-
graph (c)(2) of this section); or

(iii) The net increase in tax attributa-
ble to allocating such adjustments
under the new method of accounting
(computed in accordance with para-
graph (c)(3) of this section).

* * * * * *

Par. 5. Section 1.481-3 is amended
as follows:

1. The language ‘‘pre-1954 Code
years’ is removed and the language
“‘pre-1954 years’ is added in its place
in the section heading and the first,
second and third sentences of the
section.

2. Remove the last sentence of the
section.

§1.481-4 [Removed].

Par. 6. Section 1.481-4 is removed.

Par. 7. Section 1.481-5 is redesig-
nated as 81.481-4 and is revised to
read as follows:

§1.481-4 Adjustments taken into
account with consent.

(@ In addition to the terms and
conditions prescribed by the Commis-
sioner under §1.446-1(e)(3) for effect-
ing a change in method of accounting,
including the taxable year or years in
which the amount of the adjustments
required by section 481(a) is to be
taken into account, or the methods of
allocation described in section 481(b),
a taxpayer may request approval of an
alternative method of allocating the
amount of the adjustments under sec-

tion 481. See section 481(c). Requests
for approval of an alternative method
of alocation shall set forth in detail the
facts and circumstances upon which the
taxpayer bases its request. Permission
will be granted only if the taxpayer and
the Commissioner agree to the terms
and conditions under which the alloca
tion is to be effected. See §1.446-1(e)
for the rules regarding how to secure
the Commissioner's consent to a
change in method of accounting.

(b) An agreement to the terms and
conditions of a change in method of
accounting under 81.446-1(e)(3), in-
cluding the taxable year or years
prescribed by the Commissioner under
that section (or an alternative method
described in paragraph (@) of this
section) for taking the amount of the
adjustments under section 481(a) into
account, shall be in writing and shall
be signed by the Commissioner and the
taxpayer. It shall set forth the items to
be adjusted, the amount of the adjust-
ments, the taxable year or years for
which the adjustments are to be taken
into account, and the amount of the
adjustments allocable to each year. The
agreement shall be binding on the
parties except upon a showing of fraud,
malfeasance, or misrepresentation of
material fact.

Par. 8. Section 1.481-5 is added to
read as follows:

81.481-5 Effective dates.

Sections 1.481-1, 1.481-2, 1.481-3,
and 1.4814 are effective for Consent
Agreements signed on or after Decem-
ber 27, 1994. For Consent Agreements
signed before December 27, 1994, see
881.481-1, 1.481-2, 1.481-3, 1.481-4,
and 1.481-5 (as contained in the 26
CFR part 1 edition revised as of Apiril
1, 1995).

§1.481-6 [Removed].
Par. 9. Section 1.481-6 is removed.

Margaret Milner Richardson,
Commissioner of
Internal Revenue.

Approved July 26, 1995.

Leslie Samuels,
Assistant Secretary of
the Treasury.
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(Filed by the Office of the Federal Register on
August 4, 1995, 8:45 am., and published in
the issue of the Federal Register for August 7,
1995, 60 F.R. 40077)

26 CFR 1.446-1.: General rule for methods of
accounting.

How many certain ‘‘small resellers,’’ ‘‘for-
merly small resellers,’”” or ‘‘reseller-producers’”’
change their method of accounting for costs
subject to 8 263A of the Code? See Rev. Proc.
95-33, page 380.

26 CFR 1.446-1: General rule for methods of
accounting.

Guidance is provided concerning the use of an
optional method of accounting that treats certain
rent-to-own contracts as leases for federal income
tax purposes. See Rev. Proc. 95-38, page 397.

26 CFR 1.446-1: General rule for methods of
accounting.

If ataxpayer changes the method of computing
the depreciation allowance for consumer durable
property subject to rent-to-own contracts as
described in Rev. Proc. 95-38, this Bulletin, is
this change a change in method of accounting?
See Rev. Rul. 95-52, page 27.

26 CFR 1.446-1: General rule for methods of
accounting.

A taxpayer may not use an inventory method
under section 417 of the Code to account for
REMIC residual interests. See Rev. Rul. 95-81,
on this page.

Subpart C.—Taxable Year for Which Deductions
Taken

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

The adjusted applicable federal short-term,
mid-term, and long-term rates are set forth for
the month of July 1995. See Rev. Rul. 9548,
page 125.

The adjusted applicable federa short-term,
mid-term, and long-term rates are set forth for
the month of August 1995. See Rev. Rul. 95-51,
page 127.

The adjusted applicable federa short-term,
mid-term, and long-term rates are set forth for
the month of September 1995. See Rev. Rul. 95—
62, page 129.

The adjusted applicable federal short-term,
mid-term, and long-term rates are set forth for
the month of October 1995. See Rev. Rul. 95—
67, page 130.
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The adjusted applicable federa short-term,
mid-term, and long-term rates are set forth for
the month of November 1995. See Rev. Rul. 95—
73, page 132.

The adjusted applicable federa short-term,
mid-term, and long-term rates are set forth for
the month of December 1995. See Rev. Rul. 95—
79, page 134.

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

The adjusted applicable federa short-term,
mid-term, and long-term rates are set forth for
the month of July 1995. See Rev. Rul. 9548,
page 125.

The adjusted applicable federa short-term,
mid-term, and long-term rates are set forth for
the month of August 1995. See Rev. Rul. 95-51,
page 127.

The adjusted applicable federal short-term,
mid-term, and long-term rates are set forth for
the month of September 1995. See Rev. Rul. 95—
62, page 129.

The adjusted applicable federal short-term,
mid-term, and long-term rates are set forth for
the month of October 1995. See Rev. Rul. 95—
67, page 130.

The adjusted applicable federa short-term,
mid-term, and long-term rates are set forth for
the month of November 1995. See Rev. Rul. 95—
73, page 132.

The adjusted applicable federal short-term,
mid-term, and long-term rates are set forth for
the month of December 1995. See Rev. Rul. 95—
79, page 134.

Subpart D.—Inventories

Section 471.—General Rule for
Inventories

26 CFR 1.471-1: Need for inventories.

(Also 88 446, 860C, 860E, 860G, 7805;
1.446-1, 1.860C-1, 1.860E-1, 1.860G-1,
301.7805-1.)

Inventories; REMIC residual inter-
ests. A taxpayer may not use an in-
ventory method under section 471 of
the Code to account for REMIC resid-
ua interests.

Rev. Rul. 95-81
ISSUE

If a taxpayer holds residua interests
in Rea Estate Mortgage Investment
Conduits (REMICs), may the taxpayer
use an inventory method under § 471
of the Interna Revenue Code to ac-
count for the interests?

FACTS

Xis afinancia institution. As part of
its business, X holds ‘‘residual inter-
ests’ (as defined in § 860G(a)(2)) in
REMICs. X acquires residual interests
either through transfers from other
parties or through the formation of
REMICs. To form a REMIC, X ex-
changes a pool of real estate mortgages
for the ‘‘regular interests’ (as defined
in 8 860G(a)(1)) and residua interests
in the REMIC. Without regard to how
it acquires the residual interests, X
holds some of the residual interests for
investment and holds the remainder for
sale to customers in the ordinary course
of business.

LAW AND ANALYSIS

Inventory accounting is governed
principally by 88 446 and 471. Section
446(a) states the genera rule that
taxable income is to be computed by a
taxpayer under the method of account-
ing it regularly uses in keeping its
books. Section 446(b), however, pro-
vides that if a taxpayer’'s accounting
method does not clearly reflect income,
the computation of taxable income is
made under such method as, in the
Secretary’s opinion, does clearly reflect
income.

Section 471 provides that, whenever
in the opinion of the Secretary the use
of inventories is necessary in order
clearly to determine the income of any
taxpayer, inventories shall be taken by
that taxpayer on such basis as the
Secretary may prescribe as conforming
as nearly as may be to the best ac-
counting practice in the trade or
business and as most clearly reflecting
income. The Commissioner has au-
thority under § 471 to disallow the use
of inventories if the use of inventories
is not in conformity with the best ac-
counting practice in the trade or busi-
ness or if the use of inventories would
not clearly reflect income.

Under 88 446 and 471, the Commis-
sioner has wide discretion in determin-



ing whether an inventory method
clearly reflects income, and that deter-
mination will not be overturned unless
it is “‘clearly unlawful.”” Thor Power
Tool Co. v. Commissioner, 439 U.S.
522, 532 (1979), 1979-1 C.B. 167, 171
(quoting Lucas v. American Code Co.,
280 U.S. 445, 449 (1930), IX-1 C.B.
314, 315 (1930)).

Sections 860A through 860G set
forth comprehensive rules for the treat-
ment of REMICs and for the treatment
of persons who hold interests in
REMICs. In general, a REMIC holds a
pool of real estate mortgages that is
used to support the issuance of regular
interests, which are treated as debt. A
REMIC may issue numerous classes of
regular interests. In addition, a REMIC
must issue one and only one class of
residual interest.

The income of a REMIC is not ordi-
narily taxable to the REMIC itself.
Instead, 8§ 860C(a) allocates to the
residua interest holders ratable, daily
portions of the taxable income or net
loss of the REMIC, determined for
each quarter. In most cases, part of this
income, referred to as ‘‘excess inclu-
sion,”” cannot be offset by losses.
Specifically, under § 860E(a), the tax-
able income of a residua interest
holder (other than a financial institution
described in § 860E(a)(2)) must be no
less than the holder’'s excess inclusion
for the taxable year. A holder's excess
inclusion for any calendar quarter is
generally the excess of the income
allocated to the residua interest under
§ 860C(a) over the income that would
have accrued on the residual interest if
it had yielded, from the time of its
issuance, 120 percent of the long-term
Federal rate.

Section 860C(d) requires that a resid-
ual interest holder adjust the basis in its
interest to account for certain events.
See also § 1.860C-1(b) of the Income
Tax Regulations. A holder increases
basis for the taxable income allocated to
the holder under 860C(a), including any
part of that income constituting excess
inclusion. In addition, basis is increased
for certain contributions made to the
REMIC. Conversely, a holder decreases
basis for its share of the REMIC's net
losses and for any distributions from the
REMIC.

Congress intended that the provisions
of 88 860A through 860G, which in-
clude the provisions for taxing REMIC
income and for adjusting the basis of
residual interests, be ‘‘the exclusive set
of rules for the treatment of al trans-

actions relating to the REMIC and of
holders of interests therein.’”” 2 H.R.
Conf. Rep. No. 841, 99th Cong., 2d
Sess. 11-230 (1986), 1986-3 (Vol. 4)
C.B. 230. In addition, 8 860E embodies
a Congressional mandate to tax cur-
rently a residual holder’s excess inclu-
sion. Using an inventory method to
account for residual interests under-
mines these Congressional directives. It
not only introduces other rules for the
treatment of holders of residual inter-
ests but also may prevent current
taxation of the holders excess
inclusions.

These directives are not undermined,
however, by treating REMIC residua
interests, where appropriate, as property
being held primarily for sale to
customers in the ordinary course of
business for purposes of § 1221(1).

HOLDING

If a taxpayer holds residual interests
in REMICs, the taxpayer may not use
an inventory method under § 471 to ac-
count for those interests. Therefore, X
cannot use an inventory method to
account for any of its residual interests.

PROSPECTIVE APPLICATION

Under § 7805(b), this revenue ruling
will not be applied to require a change
in method of accounting for taxable
years beginning before January 1, 1995.

APPLICATION

A taxpayer required to change its
method of accounting to comply with
this revenue ruling must secure the
consent of the Commissioner in accord-
ance with the requirements of § 1.446—
1(e) and Rev. Proc. 92-20, 1992-1
C.B. 685. A taxpayer filing a Form
3115 pursuant to this revenue ruling
should either type or legibly print the
following statement at the top of page
1 of the Form 3115:; ‘‘FILED UNDER
REV. RUL. 95-81." It is anticipated
that, as one condition of granting the
consent to change, the Commissioner
will require that any adjustment under
§ 481 be taken into account no later
than the taxable year in which the
taxpayer disposes of the residual inter-
est giving rise to the adjustment.

The change in method of accounting
must be made for the taxpayer's first
taxable year beginning on or after
January 1, 1995 (the ‘‘required year of

change’’). If this year is a short taxable
year ending on or before December 24,
1995, the taxpayer may instead treat its
first taxable year ending after Decem-
ber 24, 1995, as the required year of
change. For taxpayers that file the
Form 3115 under this revenue ruling on
or before March 25, 1996, the Commis-
sioner hereby waives the requirement
that the Form 3115 be filed within 180
days after the beginning of the required
year of change.

In requesting a change in method of
accounting for the required year of
change, a taxpayer under examination,
before an appeals office, or before a
federal court may file the Form 3115
for that year without regard to the
window periods described in section 6
of Rev. Proc. 92-20, without obtaining
the consent of the district director
under section 6.06 of Rev. Proc. 92-20,
and without obtaining permission from
an appeals officer or counsel for the
Government under sections 4.02 and
4.03 of Rev. Proc. 92-20. In these
cases, the taxpayer will receive the
same terms and conditions in section 5
of Rev. Proc. 92-20 for taxpayers not
under examination, provided the tax-
payer furnishes a copy of the Form
3115 to the examining agent, appeals
officer, or the counsel for the Govern-
ment no later than the date the Form
3115 is filed with the National Office.

Any method of accounting not in
compliance with this revenue ruling is
designated as a Designated B method
of accounting and will be treated as a
Category A method of accounting for
any taxable year beginning on or after
January 1, 1996. As stated above,
however, in no event will the taxable
year of change be earlier than the first
taxable year beginning on or after
January 1, 1995.

Section 472.—Last-in, First-out
Inventories

26 CFR 1.472-1: Last-in, first-out inventories.

LIFO; price indexes; department
stores. The May 1995 Bureau of
Labor Statistics price indexes are ac-
cepted for use by department stores
employing the retail inventory and last-
in, first-out inventory methods for
valuing inventories for tax years ended
on, or with reference to, May 31, 1995.

Rev. Rul. 95-50

The following Department Store In-
ventory Price Indexes for May 1995
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were issued by the Bureau of Labor
Statistics on June 13, 1995. The
indexes are accepted by the Interna
Revenue Service, under § 1.472-1(k)
of the Income Tax Regulations and
Rev. Proc. 8646, 1986—2 C.B. 739, for
appropriate application to inventories of
department stores employing the retail

inventory and last-in, first-out inven-
tory methods for tax years ended on, or
with reference to, May 31, 1995.

The Department Store Inventory
Price Indexes are prepared on a na-
tional basis and include (a) 23 major
groups of departments, (b) three special
combinations of the major groups —

soft goods, durable goods, and mis-
cellaneous goods, and (c) a store total,
which covers all departments, including
some not listed separately, except for
the following: candy, foods, 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 from
May 1994 to May

Groups May 1994 May 1995 19951

1. Piece GOOOS. ......covviiii i 456.9 507.4 111

2. Domestics and Draperies................ 643.7 643.5 0.0

3. Women's and Children's Shoes.......... 661.1 635.2 -3.9

4, Men's ShOES ......cvviiiiiiin i 924.0 920.2 0.4

5. Infants Wear.......................... 598.2 599.2 0.2

6. Women's Underwear.................... 516.4 529.4 25

7. Women's Hosiery .............ccoovnnnn. 272.2 283.1 4.0

8. Women's and Girls' Accessories. ........ 567.5 539.4 -5.0

9. Women's Outerwear and Girls' Wear. .... 4447 437.0 1.7

10. Men's Clothing........................ 607.1 610.4 05
11. Men’'s Furnishings. . .................... 556.0 575.7 35
12. Boys Clothing and Furnishings.......... 494.7 4383.8 2.2
13 Jewelry ..o 1027.5 984.9 4.1
14, NOtiONS. ... ..ot 727.0 750.3 32
15. Toilet Articles and Drugs............... 850.5 857.9 0.9
16. Furniture and Bedding.................. 645.1 655.3 16
17. Floor Coverings. ........covviieiaen..n. 535.5 569.4 6.3
18. Housewares..............cooviiieinnn.. 779.7 775.1 -0.6
19. Magjor Appliances ...................... 249.8 247.3 -1.0
20. Radio and Television................... 85.2 84.8 -0.5
21. Recreation and Education2............... 1155 114.3 -1.0
22. Home Improvements?................... 120.8 122.3 12
23. AUtO ACCESSOMNES?. ..ottt 106.3 107.2 0.8
Groups 1-15: Soft Goods. . .................. 599.5 597.1 -04
Groups 16—20: Durable Goods ............... 465.3 465.4 0.0
Groups 21-23: Misc. Goods?. . ............... 114.5 114.2 -0.3
Store Total3............ ..o, 553.0 552.4 -01

1Absence of a minus sign before percentage change in this column signifies price increase.

2Indexes on a January 1986=100 base.

3The store total index covers all departments, including some not listed separately, except for the following: candy, foods,
liquor, tobacco, and contract departments.

26 CFR 1.472-1: Last-in, first-out inventories.

LIFO; price indexes; department
stores. The June 1995 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 invento-
ries for tax years ended on, or with
reference to, June 30, 1995.
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Rev. Rul. 95-61

The following Department Store In-
ventory Price Indexes for June 1995
were issued by the Bureau of Labor
Statistics on July 14, 1995. The indexes
are accepted by the Internal Revenue
Service, under 8§ 1.472-1(k) of the
Income Tax Regulations and Rev. Proc.
86—46, 1986-2 C.B. 739, for appropri-

ate application to inventories of depart-
ment stores employing the retail
inventory and last-in, first-out inven-
tory methods for tax years ended on, or
with reference to, June 30, 1995.

The Department Store Inventory
Price Indexes are prepared on a na-
tional basis and include (a) 23 major
groups of departments, (b) three special
combinations of the major groups—



soft goods, durable goods, and mis-
cellaneous goods, and (c) a store total,

which covers all departments, including
some not listed separately, except for

the following: candy, foods, 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 from

Groups June 1994 June 1995 June 1994 to June 19951

1. Piece GOOOS. ... ..o 469.1 522.9 115

2. Domestics and Draperies. ................. 639.5 646.7 11

3. Women's and Children’s Shoes............ 653.6 624.2 4.5

4, Men's ShOES ... 916.3 919.3 0.3

5. Infants Wear.............. ... ..a.. 603.8 587.9 —2.6

6. Women's Underwear ..................... 512.0 515.1 0.6

7. Women's Hosiery ..., 272.9 283.3 38

8. Women's and Girls' Accessories........... 569.9 549.5 -3.6

9. Women's Outerwear and Girls' Wear. ...... 428.7 416.3 2.9

10. Men'sClothing..............cooviviin... 602.8 597.5 -09
11. Men's Furnishings. ..............cvun.. 547.3 562.4 2.8
12. Boys Clothing and Furnishings............ 489.3 477.8 24
13 Jewelry ..o 1022.2 1004.9 =17
14, NOtIONS. ... .oviiii i 736.1 758.7 31
15. Toilet Articles and Drugs................. 851.4 859.9 1.0
16. Furniture and Bedding.................... 647.0 663.1 25
17. Floor Coverings. . .....covvvvvinninennan.. 539.1 577.0 7.0
18. Housewares ..............coiiiinnnnn.n. 782.8 771.8 1.4
19. Major Appliances.. ..., 250.3 2472 -12
20. Radio and Television..................... 85.0 82.1 -34
21. Recreation and EducationZ ................ 115.3 114.0 -11
22. Home Improvements?..................... 120.4 122.6 18
23. AUtO ACCESSOMESZ. ...\ttt 106.3 106.8 0.5
Groups 1—15: Soft Goods. . ................... 591.7 587.8 0.7
Groups 16—20: Durable Goods ................ 466.4 462.8 -0.8
Groups 21—23: Misc. Goods?. .. ........covinnt. 114.3 113.9 -0.3
Store Total3. ... 548.9 545.8 -0.6

1Absence of a minus sign before percentage change in this column signifies price increase.

2Indexes on a January 1986=100 base.

3The store total index covers all departments, including some not listed separately, except for the following: candy, foods,
liquor, tobacco, and contract departments.

26 CFR 1.472-1: Last-in, first-out inventories.

LIFO; price indexes; department
stores. The July 1995 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 invento-
ries for tax years ended on, or with
reference to, July 31, 1995.

Rev. Rul. 95-65

The following Department Store In-

ventory Price Indexes for July 1995
were issued by the Bureau of Labor
Statistics on August 11, 1995. The
indexes are accepted by the Interna
Revenue Service, under § 1.472-1(k)
of the Income Tax Regulations and
Rev. Proc. 86-46, 1986-2 C.B. 739, for
appropriate application to inventories of
department stores employing the retail
inventory and last-in, first-out inven-
tory methods for tax years ended on, or
with reference to, July 31, 1995.

The Department Store Inventory
Price Indexes are prepared on a na-
tional basis and include (a) 23 major
groups of departments, (b) three special
combinations of the major groups —
soft goods, durable goods, and mis-
cellaneous goods, and (c) a store total,
which covers all departments, including
some not listed separately, except for
the following: candy, foods, liquor,
tobacco, and contract departments.
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BUREAU OF LABOR STATISTICS, DEPARTMENT STORE
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS
(January 1941 = 100, unless otherwise noted)

Percent Change from

Groups July 1994 July 1995 July 1994 to July 19951

1. Piece GOOOS . ... vvvie i 471.5 515.5 9.3
2. Domestics and Draperies ................ 644.3 656.6 19
3. Women's and Children's Shoes .......... 639.0 617.5 -34
4. Men's Shoes. ... 908.6 914.5 0.6
5. Infants Wear .......................... 607.6 596.5 -18
6. Women's Underwear . ................... 519.2 526.0 13
7. Women's Hosiery ..., 279.2 283.3 15
8. Women's and Girls' Accessories ......... 567.7 546.7 -3.7
9. Women's Outerwear and Girls' Wear .. ... 404.3 398.1 -15
10. Men's Clothing. . ....................... 598.2 593.3 -0.8
11. Men’s Furnishings..............oun... 545.6 550.5 0.9
12. Boys Clothing and Furnishings.......... 483.6 474.7 -1.8
13 Jewelry. ..o 1018.7 999.0 -1.9
14. NOtions .. ..o o 768.7 838.7 9.1
15. Toilet Articles and Drugs................ 851.1 861.1 12
16. Furniture and Bedding .................. 646.7 657.8 1.7
17. Floor Coverings. . ......oovuviiineenn... 555.6 563.7 15
18. Housewares. .........cvviievinennnn.. 785.9 777.6 -11
19. Major Appliances. ...t 250.9 245.2 —2.3
20. Radio and Television ................... 84.7 82.0 -3.2
21. Recreation and Educationz............... 1154 113.9 -1.3
22. Home Improvements? ................... 119.6 122.4 2.3
23. AUtO ACCESSONES? ..o vvi i eeeenn 106.0 106.7 0.7
Groups 1—15: Soft Goods.................. 583.4 580.5 -05
Groups 16—20: Durable Goods.............. 467.8 462.4 -1.2
Groups 21—23: Misc. Goods? . .............. 114.2 113.8 -04

Store Total3. ...t 544.7 541.2 -0.6

1Absence of a minus sign before percentage change in this column signifies price increase.

2Indexes on a January 1986=100 base.

3The store total index covers all departments, including some not listed separately, except for the following: candy, foods,
liquor, tobacco, and contract departments.

26 CFR 1.472-1: Last-in, first-out inventories.

LIFO; price indexes; department
stores. The August 1995 Bureau of
Labor Statistics price indexes are ac-
cepted for use by depatment stores
employing the retail inventory and last-
in, first-out inventory methods for valu-
ing inventories for tax years ended on, or
with reference to, August 31, 1995.

Rev. Rul. 95-72

The following Department Store In-
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ventory Price Indexes for August 1995
were issued by the Bureau of Labor
Statistics on September 13, 1995. The
indexes are accepted by the Interna
Revenue Service, under § 1.472-1(k)
of the Income Tax Regulations and
Rev. Proc. 86-46, 19862 C.B. 739, for
appropriate application to inventories of
department stores employing the retail
inventory and last-in, first-out inven-
tory methods for tax years ended on, or
with reference to, August 31, 1995.

The Department Store Inventory
Price Indexes are prepared on a na-
tional basis and include (a) 23 major
groups of departments, (b) three special
combinations of the major groups—soft
goods, durable goods, and miscel-
laneous goods, and (c) a store total,
which covers all departments, including
some not listed separately, except for
the following: candy, foods, 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 from
Aug. 1994 to Aug.

Groups Aug. 1994 Aug. 1995 19951

1. Piece GOOOS . . ..o vvie i 467.8 534.7 14.3
2. Domestics and Draperies ................ 649.2 663.1 21
3. Women's and Children's Shoes .......... 636.4 622.3 2.2
4, Men's ShOES. .. ..o i 907.3 923.8 18
5. Infants’ Wear .......................... 606.4 620.6 23
6. Women's Underwear . ................... 523.6 519.0 -09
7. Women's Hosiery ..o, 277.9 287.5 35
8. Women's and Girls' Accessories ......... 557.5 550.4 -1.3
9. Women's Outerwear and Girls' Wear .. ... 407.1 404.5 -0.6
10. Men’s Clothing. . ....... ... 600.1 604.6 0.7
11. Men’s Furnishings. ..................... 552.3 542.4 -1.8
12. Boys Clothing and Furnishings.......... 477.1 477.3 0.0
13 Jewelry. ..o 1027.4 1011.2 -1.6
14. Notions .. ...t 768.7 868.8 13.0
15. Toilet Articles and Drugs. ............... 852.5 861.5 11
16. Furniture and Bedding .................. 646.9 659.2 19
17. Floor Coverings. . .......ovueviineenn... 554.2 5724 33
18. HOouSewares. ........covviiieiiinennn.. 778.5 783.4 0.6
19. Major Appliances. ...t 249.5 247.7 0.7
20. Radio and Television ................... 84.6 82.1 -3.0
21. Recreation and Educationz............... 1154 114.2 -1.0
22. Home Improvements? ................... 120.1 122.2 17
23. AUtO ACCESSONES? . ..o v 106.0 107.1 10
Groups 1—15: Soft Goods. ................. 585.7 585.2 -0.1
Groups 16—20: Durable Goods.............. 465.4 465.3 0.0
Groups 21—23: Misc. Goods?............... 114.2 114.1 -0.1
Store Total3......... ... 545.3 544.9 -0.1

1Absence of a minus sign before percentage change in this column signifies price increase.

2Indexes on a January 1986=100 base.

3The store total index covers all departments, including some not listed separately, except for the following: candy, foods,
liquor, tobacco, and contract departments.

26 CFR 1.472-1: Last-in, first-out inventories.

LIFO; price indexes; department
stores. The September 1995 Bureau of
Labor Statistics price indexes are ac-
cepted for use by department stores
employing the retail inventory and last-
in, first-out inventory methods for
valuing inventories for tax years ended
on, or with reference to, September 30,
1995.

Rev. Rul. 95-76

The following Department Store In-

ventory Price Indexes for September
1995 were issued by the Bureau of
Labor Statistics on October 13, 1995.
The indexes are accepted by the
Internal Revenue Service, under
§ 1.472-1(k) of the Income Tax Reg-
ulations and Rev. Proc. 8646, 19862
C.B. 739, for appropriate application to
inventories of department stores
employing the retail inventory and last-
in, first-out inventory methods for tax
years ended on, or with reference to,
September 30, 1995.

The Department Store Inventory
Price Indexes are prepared on a na-

tional basis and include (a) 23 major
groups of departments, (b) three special
combinations of the major groups—
soft goods, durable goods, and mis-
cellaneous goods, and (c) a store total,
which covers all departments, including
some not listed separately, except for
the following: candy, foods, liquor,
tobacco, and contract departments.
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BUREAU OF LABOR STATISTICS, DEPARTMENT STORE
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS
(January 1941 = 100, unless otherwise noted)

Percent Change from

Groups Sept. 1994 Sept. 1995 Sept. 1994 to Sept. 19951

1. Piece GOOdS. . .....covviii i 469.6 538.3 14.6
2. Domestics and Draperies................ 652.3 663.4 17
3. Women's and Children's Shoes.......... 639.0 646.4 12
4. Men's Shoes ... 907.4 926.9 21
5. Infants Wear.......................... 611.5 627.1 2.6
6. Women's Underwear ................... 529.0 517.1 2.2
7. Women's Hosiery . ..., 272.1 285.7 5.0
8. Women's and Girls' Accessories. ........ 567.3 555.5 21
9. Women's Outerwear and Girls Wear. .. .. 432.2 4189 -3.1
10. Men's Clothing ........................ 612.9 619.5 11
11. Men’s Furnishings. ..................... 566.8 558.7 -14
12. Boys Clothing and Furnishings.......... 488.2 482.8 -11
13 Jewelry .o 1026.2 1031.4 05
14. NOtiONS. . ..ot 768.5 803.3 45
15. Toilet Articles and Drugs............... 851.0 863.0 14
16. Furniture and Bedding.................. 640.6 665.6 39
17. Floor Coverings. .......c.covvunniinnann. 558.3 563.1 0.9
18. HOUSBWares ........ooviiiiieeiinaan 777.4 798.9 2.8
19. Major Appliances.......... ..., 248.5 249.7 0.5
20. Radio and Television................... 84.7 81.7 -35
21. Recreation and Educationz .............. 115.0 114.3 -0.6
22. Home Improvements?................... 120.7 121.7 0.8
23. AUtO ACCESSONES?. ..ottt e i 105.8 106.9 10
Groups 1—15: Soft Goods. . ................ 597.8 596.7 -02
Groups 16—20: Durable Goods . ............ 464.3 470.1 12
Groups 21—23: Misc. Goods?. .. ............ 114.0 114.0 0.0

Store Total3. ............ ...t 551.4 553.2 0.3

1Absence of a minus sign before percentage change in this column signifies price increase.

2Indexes on a January 1986=100 base.

3The store total index covers all departments, including some not listed separately, except for the following: candy, foods,
liquor, tobacco, and contract departments.

26 CFR 1.472-1: Last-in, first-out inventories.

LIFO; price indexes; department
stores. The October 1995 Bureau of
Labor Statistics price indexes are ac-
cepted for use by department stores
employing the retail inventory and last-
in, first-out inventory methods for
valuing inventories for tax years ended
on, or with reference to, October 31,
1995.

Rev. Rul. 95-82

The following Department Store In-
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ventory Price Indexes for October 1995
were issued by the Bureau of Labor
Statistics on November 15, 1995. The
indexes are accepted by the Interna
Revenue Service, under § 1.472-1(k)
of the Income Tax Regulations and
Rev. Proc. 8646, 1986-2 C.B. 739, for
appropriate application to inventories of
department stores employing the retail
inventory and last-in, first-out inven-
tory methods for tax years ended on, or
with reference to, October 31, 1995.
The Department Store Inventory
Price Indexes are prepared on a na-
tional basis and include (a) 23 major

groups of departments, (b) three special
combinations of the major groups—
soft goods, durable goods, and mis-
cellaneous goods, and (c) a store total,
which covers all departments, including
some not listed separately, except for
the following: candy, foods, 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 from

Groups Oct. 1994 Oct. 1995 Oct. 1994 to Oct. 19951

1. Piece GOOOS . . ..o vvvie i 486.5 508.6 45
2. Domestics and Draperies ................ 647.7 664.7 2.6
3. Women's and Children's Shoes .......... 641.3 647.5 1.0
4. Men's Shoes. ... 909.3 930.1 23
5. Infants Wear .......................... 616.2 633.8 29
6. Women's Underwear. ................... 537.0 522.6 2.7
7. Women's Hosiery ..., 276.2 290.7 52
8. Women's and Girls' Accessories ......... 568.6 558.3 -1.8
9. Women's Outerwear and Girls' Wear .. ... 441.6 430.5 25
10. Men's Clothing. . ............... ... ..., 614.9 621.1 1.0
11. Men’s Furnishings................oun... 574.9 5721 -05
12. Boys Clothing and Furnishings.......... 484.6 501.9 3.6
13 Jewelry. ..o 1014.6 1014.3 0.0
14. NOtiONS ... oo v 747.2 782.3 4.7
15. Toilet Articles and Drugs................ 850.6 868.7 21
16. Furniture and Bedding .................. 641.3 666.4 39
17. Floor Coverings. . ......oovuviinennn... 559.3 567.4 14
18. Housewares. .........coviivvinennn... 778.8 801.2 29
19. Major Appliances. ...t 247.0 248.9 0.8
20. Radio and Television ................... 84.4 80.6 4.5
21. Recreation and Educationz............... 1155 114.0 -1.3
22. Home Improvements? ................... 119.2 1221 24
23. AUtO ACCESSONES? ..o v v ie i eeeenn 105.6 107.0 13
Groups 1—15: Soft Goods.................. 601.6 603.0 0.2
Groups 16—20: Durable Goods.............. 464.0 469.3 11
Groups 21—23: Misc. Goods? . .............. 114.1 113.9 -0.2

Store Total3..............coiiiiin... 553.5 556.9 0.6

1Absence of a minus sign before percentage change in this column signifies price increase.

2Indexes on a January 1986=100 base.

3The store total index covers all departments, including some not listed separately, except for the following: candy, foods,
liquor, tobacco, and contract departments.

Part Ill.—Adjustments

Section 481.—Adjustments Required
by Changes in Method of Accounting

Final regulations relating to the requirements
for changes in method of accounting. See T.D.
8608, page 67.

26 CFR 1.481-1: Adjustments in general.

How may certain ‘‘small resellers,’” ‘‘formerly
small resellers,’’ or ‘‘reseller-producers’’ change
their method of accounting for costs subject to
§ 263A of the Code? See Rev. Proc. 95-33, page
380.

26 CFR 1.481-1: Adjustments in general.

Guidance is provided concerning the use of an
optional method of accounting that treats certain

rent-to-own contracts as leases for federal income
tax purposes. See Rev. Proc. 95-38, page 397.

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 1995. See Rev. Rul. 9548,
page 125.

The adjusted applicable federa short-term,
mid-term, and long-term rates are set forth for
the month of August 1995. See Rev. Rul. 95-51,
page 127.

The adjusted applicable federal short-term,
mid-term, and long-term rates are set forth for
the month of September 1995. See Rev. Rul. 95—
62, page 129.

The adjusted applicable federa short-term,
mid-term, and long-term rates are set forth for
the month of October 1995. See Rev. Rul. 95—
67, page 130.

The adjusted applicable federa short-term,
mid-term, and long-term rates are set forth for
the month of November 1995. See Rev. Rul. 95—
73, page 132.

The adjusted applicable federa short-term,
mid-term, and long-term rates are set forth for
the month of December 1995. See Rev. Rul. 95—
79, page 134.

Subchapter F.—Exempt Organizations
Part 1.—General Rule

Section 501.—Exemption From Tax
on Corporations, Certain Trusts, etc.

Guidance is provided to organizations exempt
from taxation under 8 501(a) of the Code on the
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application of amendments made to 88 162(e)
and 6033(e) by § 13222 of the Omnibus Budget
Reconciliation Act of 1993. The procedure
identifies certain tax-exempt organizations that
will be treated as satisfying the requirements of
§ 6033(e)(3). Those organizations will not be
subject to the reporting and notice requirements
of 8§ 6033(e)(1) or the tax imposed by
§ 6033(e)(2). Procedures for other exempt
organizations to establish that they satisfy the
requirements of § 6033(e)(3) are also provided.
See Rev. Proc. 95-35, page 391.

This procedure exercises the Commissioner’s
discretionary authority under section
6033(a)(2)(B) of the Code, by specifying that
two additional classes of organizations, govern-
mental units and affiliates of governmental units,
which are exempt from federal income tax under
section 501(a), are not required to file annual
information returns on Form 990, Return of
Organization Exempt From Income Tax. See
Rev. Proc. 9548, page 418.

Part Ill.—Taxation of Business Income of Certain
Exempt Organizations

Section 513.—Unrelated Trade or
Business

The Service is providing inflation adjustments
to the maximum amount of a ‘‘low cost article’”’
for calendar year 1996. This safe harbor ensures
that funds raised through a charity’s distribution
of articles will not be treated as unrelated
business income to the charity. See Rev. Proc.
95-53, page 445.

Section 514.—Unrelated Debt-
Financed Income Plans, Etc.

26 CFR 1.514(a)-1: Unrelated debt-financed
income and deductions.

A procedure is provided whereby an employer
and a trustee may request a closing agreement
on the application of § 514 of the Code to
certain payments to a defined contribution plan
that has assets invested in certain products of a
life insurance company in state insurer delin-
quency proceedings. See Rev. Proc. 95-52,
page 439.

Subchapter J.—Estates, Trusts, Beneficiaries, and
Decedents

Part |.—Estates, Trusts, and Beneficiaries

Subpart E.—Grantors and Others Treated as
Substantial Owners

Section 672.—Trust Income,
Deductions, and Credits Attributable
to Grantors and Others as Substantial
Owners

If a grantor makes a transfer to a trust and
reserves an unqualified power to remove a
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trustee and appoint an individual or corporate
successor trustee that is not related or subordi-
nate to the grantor (within the meaning of
§ 672(c) of the Code), is the reservation of the
power tantamount to a reservation by the grantor
of the trustee’s discretionary powers of distribu-
tion? See Rev. Rul. 95-58, page 191.

Subchapter K.—Partners and Partnerships
Part |.—Determination of Tax Liability

Section 708.—Partnership
Termination

If a New York general partnership registers as
a New York registered limited liability part-
nership does it terminate under §708(b)(1)(B) of
the Code? See Rev. Rul. 95-55, page 313.

Subchapter L.—Insurance Companies
Part I.—Life Insurance Companies
Subpart C.—Life Insurance Deductions

Section 807.—Rules for Certain
Reserves

The adjusted applicable federa short-term,
mid-term, and long-term rates are set forth for
the month of July 1995. See Rev. Rul. 9548,
page 125.

The adjusted applicable federal short-term,
mid-term, and long-term rates are set forth for
the month of August 1995. See Rev. Rul. 95-51,
page 127.

The adjusted applicable federa short-term,
mid-term, and long-term rates are set forth for
the month of September 1995. See Rev. Rul. 95—
62, page 129.

The adjusted applicable federal short-term,
mid-term, and long-term rates are set forth for
the month of October 1995. See Rev. Rul. 95—
67, page 130.

The adjusted applicable federal short-term,
mid-term, and long-term rates are set forth for
the month of November 1995. See Rev. Rul. 95—
73, page 132.

The adjusted applicable federa short-term,
mid-term, and long-term rates are set forth for
the month of December 1995. See Rev. Rul. 95—
79, page 134.

If an insurance company issues accident and
health insurance contracts that otherwise qualify
as guaranteed renewable contracts and maintains,
in addition to the reserve for unearned premiums,
a reserve computed on a full preliminary term

basis (additional reserve), are the contracts
guaranteed renewable when the additional re-
serve is zero? See Rev. Rul. 95-80, page 79.

Section 809.—Reduction in Certain
Deductions of Mutual Life Insurance
Companies

26 CFR 1.809-9: Computation of the
differential earnings rate and the recomputed
differential earnings rate.

Mutual life insurance companies;
differential earnings rate. The dif-
ferential earnings rate for 1994 and
the recomputed differential earnings
rate for 1993 are set forth for use by
mutual life insurance companies to
compute their income tax liabilities for
1994,

Rev. Rul. 95-60

This revenue ruling contains the
differential earnings rate for 1994 and
the recomputed differential earnings
rate for 1993. Under § 809 of the
Internal Revenue Code, mutua life
insurance companies use these rates in
computing their Federal income tax
liability for taxable years beginning in
1994. This revenue ruling also contains
the figures on which the determinations
of these rates are based. Notice 95-10,
1995-1 C.B. 293, contained tentative
determinations of these rates.

Section 809(a) provides that, in the
case of any mutual life insurance
company, the amount of the deduction
allowable under § 808 for policyholder
dividends is reduced (but not below
zero) by the ‘‘differential earnings
amount.”” Any excess of the differen-
tial earnings amount over the amount
of the deduction allowable under § 808
is taken into account as a reduction in
the closing balance of reserves under
subsections (a) and (b) of 8§ 807. The
“‘differential earnings amount’’ for any
taxable year is the amount equal to the
product of (a) the life insurance com-
pany’'s average equity base for the
taxable year multiplied by (b) the



‘“‘differential earnings rate’’ for that
taxable year. The ‘‘differential earnings
rate’’ for the taxable year is the excess
of (a) the ‘‘imputed earnings rate’’ for
the taxable year over (b) the ‘‘average
mutual earnings rate’’ for the second
calendar year preceding the calendar
year in which the taxable year begins.
The “‘imputed earnings rate’’ for any
taxable year is the amount that bears
the same ratio to 16.5 percent as the
“‘current stock earnings rate’’ for the
taxable year bears to the ‘*base period
stock earnings rate.”’

Section 809(f) provides that, in the
case of any mutual life insurance
company, if the ‘‘recomputed differen-
tial earnings amount’’ for any taxable
year exceeds the differential earnings
amount for that taxable year, the excess
is included in life insurance gross
income for the succeeding taxable year.
If the differential earnings amount for
any taxable year exceeds the recom-
puted differential earnings amount for
that taxable year, the excess is alowed
as a life insurance deduction for the
succeeding taxable year. The ‘‘recom-

puted differential earnings amount’’ for
any taxable year is an amount calcu-
lated in the same manner as the
differential earnings amount for that
taxable year, except that the average
mutual earnings rate for the calendar
year in which the taxable year begins is
substituted for the average mutual
earnings rate for the second calendar
year preceding the calendar year in
which the taxable year begins.

The stock earnings rates and mutual
earnings rates taken into account under
§ 809 generally are determined by
dividing statement gain from operations
by the average equity base. For this
purpose, the term ‘‘ statement gain from
operations’ means ‘‘the net gain or
loss from operations required to be set
forth in the annual statement, deter-
mined without regard to Federal in-
come taxes, and ... properly adjusted
for realized capital gains and losses
... See 8§ 809(g)(1). The term
‘‘equity base'’ is defined as an amount
determined in the manner prescribed by
regulations equal to surplus and capital
increased by the amount of nonadmit-

ted financial assets, the excess of
statutory reserves over the amount of
tax reserves, the sum of certain other
reserves, and 50 percent of any policy-
holder dividends (or other similar lia-
bility) payable in the following taxable
year. See 8 809(b)(2), (3), (4), (5) and
(6). Section 1.809-10 of the Income
Tax Regulations provides that the
equity base includes both the asset
valuation reserve and the interest main-
tenance reserve for taxable years end-
ing after December 31, 1991.

Section 1.809-9(a) of the regulations
provides that neither the differential
earnings rate under 8 809(c) nor the
recomputed differential earnings rate
that is used in computing the recom-
puted differential earnings amount un-
der § 809(f)(3) may be less than zero.

For purposes of § 809, the differen-
tial earnings rate for 1994 and the rate
used to calculate the recomputed dif-
ferential earnings amount for 1993 (the
recomputed differential earnings rate
for 1993), and the figures on which
these two rates are based are set forth
in Table 1.

Determination of Rates To Be Used
Beginning in 1994

Imputed earnings rate for 1993
Imputed earnings rate for 1994

Rev. Rul. 95-60 Table 1

For Taxable Years

Differential earnings rate for 1994, . . .. .. 0
Recomputed differential earnings rate for 1993

Base period StOCK €arnings Al . .. ..ottt e
Current stock earnings rate for 1994
Stock earnings rate for 100, . . ... e e
Stock earnings rate for 1002, . . .. ... i
Stock earnings rate for 1008, . . .. ...
Average mutual earnings rate for 1992
Average mutual earnings rate for 1993

Subpart E.—Definitions and Special Rules

Section 816.—Life Insurance
Company Defined

26 CFR 1.801-3: Definitions.
(Also 88 807, 848; 1.848-1.)

Accident and health insurance con-
tracts. Under sections 807(d) and
816(e) of the Code, as added by section

211(a) of the Tax Reform Act of 1984,
effective for taxable years beginning
after December 31, 1983, the amount
of the life insurance reserve for a
guaranteed renewable accident and
health contract is determined under a
2-year full preliminary term method.
Rev. Rul. 71-367 obsoleted.

Rev. Rul. 95-80

Periodically, the Internal Revenue

Service identifies certain revenue rul-
ings that, athough not specifically
revoked or superseded, are obsolete
because (1) the applicable statutory
provisions or regulations have been
changed or repeded; (2) the ruling
position is specifically covered by
statute, regulations, or subsequent pub-
lished position; or (3) the facts set forth
no longer exist or are not sufficiently
described to permit clear application of
the current statute and regulations.
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Rev. Rul. 71-367, 1971-2 C.B. 258,
concludes that an otherwise guaranteed
renewable accident and health insur-
ance contract is to be treated as a
cancelable contract during the prelimi-
nary term because the amount of the
reserve in addition to the reserve for
unearned premiums (additional reserve)
is zero during the preliminary term.

Section 211(a) of the Tax Reform
Act of 1984, 1984-3 (Vol. 1) C.B. 1,
235, added § 807(d) to the Internal
Revenue Code, effective for taxable
years beginning after December 31,
1983. Section 807(d) provides that the
amount of the life insurance reserve for
a noncancellable accident and health
insurance contract is determined by
using a 2-year full preliminary term
method. Under this method the amount
of the additional reserve during the
preliminary term is zero. Section
807(d) aso applies to guaranteed re-
newable accident and health insurance
contracts. See § 816(€). The addition of
§ 807(d) to the Code made Rev. Rul.
71-367 obsolete for taxable years
beginning after December 31, 1983.

EFFECT ON OTHER REVENUE
RULINGS

Rev. Rul. 71-367 is obsolete.

Part Il.—Other Insurance Companies

Section 832.—Insurance Company
Taxable Income

26 CFR 1.832—4: Gross income.

The salvage discount factors are set forth for
the 1995 accident year. These factors will be
used for computing estimated salvage recover-
able for purposes of section 832 of the Code. See
Rev. Proc. 9541, page 409.

Part Ill.—Provisions of General Application

Section 846.—Discounted Unpaid
Losses Defined

The adjusted applicable federa short-term,
mid-term, and long-term rates are set forth for
the month of July 1995. See Rev. Rul. 9548,
page 125.

The adjusted applicable federa short-term,
mid-term, and long-term rates are set forth for
the month of August 1995. See Rev. Rul. 95-51,
page 127.
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The adjusted applicable federa short-term,
mid-term, and long-term rates are set forth for
the month of September 1995. See Rev. Rul. 95—
62, page 129.

The adjusted applicable federa short-term,
mid-term, and long-term rates are set forth for
the month of October 1995. See Rev. Rul. 95—
67, page 130.

The adjusted applicable federa short-term,
mid-term, and long-term rates are set forth for
the month of November 1995. See Rev. Rul. 95—
73, page 132.

The adjusted applicable federa short-term,
mid-term, and long-term rates are set forth for
the month of December 1995. See Rev. Rul. 95—
79, page 134.

26 CFR 1.846-1: Application of discount
factors.

The loss payment patterns and discount factors
are set forth for the 1995 accident year. These
factors will be used for computing discounted
unpaid losses under section 846 of the Code. See
Rev. Proc. 9540, page 402.

26 CFR 1.846-1: Application of discount
factors.

The salvage discount factors are set forth for
the 1995 accident year. These factors will be
used for computing estimated salvage recover-
able for purposes of section 832 of the Code. See
Rev. Proc. 9541, page 409.

Section 848.—Capitalization of
Certain Policy Acquisition Expenses

26 CFR 1.848-1: Definitions and special
provisions.

If an insurance company issues accident and
health insurance contracts that otherwise qualify
as guaranteed renewable contracts and maintains,
in addition to the reserve for unearned premiums,
a reserve computed on a full preliminary term
basis (additional reserve), are the contracts
guaranteed renewable when the additional re-
serve is zero? See Rev. Rul. 95-80, page 79.

Subchapter M.—Regulated Investment Companies and
Real Estate Investment Trusts

Part IV.—Real Estate Mortgage Investment Conduits

Section 860C.—Taxation of Residual
Interests

26 CFR 1.860C-1: Taxation of holders of
residual interests.

A taxpayer may not use an inventory method
under section 471 of the Code to account for
REMIC residual interests. See Rev. Rul. 95-81,
page 70.

Section 860E.—Treatment of Income
in Excess of Daily Accruals on
Residual Interests

26 CFR 1.860E—1: Treatment of taxable
income of a residual interest holder in excess
of daily accruals.

A taxpayer may not use an inventory method
under section 471 of the Code to account for
REMIC residua interests. See Rev. Rul. 95-81,

page 70.

Section 860G.—Other Definitions and
Special Rules

26 CFR 1.860A-0: Outline of REMIC
provisions.

T.D. 8614

DEPARTMENT OF THE TREASURY
Internal Revenue Service

26 CFR Part 1

Real Estate Mortgage Investment
Conduits

AGENCY: Interna Revenue Service
(IRS), Treasury.

ACTION: Final and temporary
regulations.

SUMMARY: This document contains
fina regulations relating to variable
rate interest payments and specified
portion interest payments on regular
interests in real estate mortgage invest-
ment conduits (or REMICs). This ac-
tion is necessary because of changes to
the applicable tax law made by the Tax
Reform Act of 1986 and by the Tech-
nical and Miscellaneous Revenue Act
of 1988. These regulations provide
guidance to REMIC sponsors and
investors.

DATES: These regulations are effective
August 17, 1995.

For dates of applicability of these
regulations, see §1.860A-1.

SUPPLEMENTARY INFORMATION:

Background

On April 20, 1994, temporary regula-
tions (TD 8534 [1994-1 C.B. 200])
relating to variable rate interest pay-
ments on REMIC regular interests were
published in the Federal Register (59
FR 18746). A notice of proposed rule-



making (FI-10-94 [1994-1 C.B. 790]),
published in the Federal Register for
the same day (59 FR 18772), cross-
references the temporary regulations.
That notice also proposes guidance on
whether interest payments on a regular
interest in a REMIC consist of a
specified portion of the interest pay-
ments on the qualified mortgages held
by the REMIC.

No public hearing was requested or
held, but written comments responding
to the notice were received. After
consideration of the comments, the
regulations proposed by FI-10-94 are
adopted as revised by this Treasury
decision, and the corresponding tempo-
rary regulations are removed.

Explanation of Provisions

Sections 860A through 860G of the
Internal Revenue Code set forth rules
for the treatment of REMICs and for
the treatment of persons who hold
interests in REMICs. For an entity to
qualify as a REMIC, every interest in
the entity must be either a residual
interest or a regular interest.

A. Variable Rates

Section 860G(a)(1)(B)(i) requires
that any interest payments on a regular
interest be payable based on a fixed
rate, or on a variable rate to the extent
provided in regulations. Regulations
providing guidance under section
860G(a)(1)(B)(I)) are included in a
comprehensive set of final regulations
relating to REMICs (the 1992 REMIC
regulations), which was published in
the Federal Register for December 24,
1992 (57 FR 61293).

The 1992 REMIC regulations use a
building-block approach to describe the
permitted variable rates under section
860G(a)(1)(B)(i). A taxpayer must start
with one permitted variable rate as a
base and, if desired, may subject the
rate to additions, subtractions, multi-
plications, caps, and floors. Under
§1.860G—-1(a)(3)(i) of the 1992 REMIC
regulations, a permitted variable rate
includes a rate that is a qualifying
variable rate for purposes of sections
1271 through 1275 and the related
regulations.

Notice 93-11, 1993-1 C.B. 298,
addresses the application of the term
qualifying variable rate. The notice
provides that a qualified floating rate
set at a current value (as defined in

proposed regulations under section
1275 (FI-189-84)) is a qudifying
variable rate for purposes of §1.860G—
1(a)(3)(i) of the 1992 REMIC regula-
tions. Notice 93-11 also states that the
1992 REMIC regulations will be
amended to conform to the language of
the final section 1275 regulations when
those regulations become effective. Af-
ter the section 1275 regulations were
revised and published in final form in
the Federal Register for February 2,
1994 (59 FR 4799, 4827), the tempo-
rary regulations (TD 8534) and the
proposed regulations (FI-10-94 [1994—
1 C.B. 790]) were issued to conform
§1.860G-1(a)(3)(i) of the 1992 REMIC
regulations to the final section 1275
regulations.

The final section 1275 regulations
define two types of variable rates.
Section 1.1275-5(b) defines a qualified
floating rate, and 81.1275-5(c) defines
an objective rate. Under proposed
§1.860G—1(a)(3)(i) and §1.860G-1T(a),
permitted variable rates for regular
interests in REMICs include a qualified
floating rate. Objective rates, however,
are not permitted.

One commentator proposes that the
final version of §1.860G-1(a)(3)(i) be
expanded to include as a permitted
variable rate any objective rate that
relates to one or more debt instruments
(excluding any debt instrument that
provides for payments measured in
substantial part by reference to the
value of property other than debt
instruments). This would allow, for
example, a rate equal to the total rate
of return on a bond, or group of bonds.

Many objective rates reflect the
returns on equities and commodities.
The IRS and Treasury believe that
proposed 8§1.860G-1(a)(3)(i) draws a
sensible and necessary line between
rates tied to interest rates (that is,
qualified floating rates), and rates tied
to commodities and equities. Moreover,
the building-block approach adopted by
the 1992 REMIC regulations affords
taxpayers considerable flexibility to
devise permitted variable rates, and the
building-block approach would con-
tinue to apply after adoption of the
proposed regulations. The rule in the
temporary and proposed regulations,
therefore, is retained in the final
regulations under §1.860G-1(a)(3)(i).

Retaining §1.860G-1(a)(3)(i) as pro-
posed affects a cross reference
contained in 81.860G-1(a)(3)(ii)(A).
Commentators suggest revising
§1.860G-1(a)(3)(ii)(A) to modify the

restrictions imposed by the cross refer-
ence in that section to §1.860G-1(a)(3),
which reference incorporates proposed
§1.860G-1(a)(3)(i). Section 1.860G—
1(a)(3)(ii)(A) permits a REMIC regular
interest to have an interest rate based
on a weighted average of the interest
rates on some or all of the mortgages
held by the REMIC (a passthrough
rate). A mortgage taken into account in
determining a passthrough rate (an
underlying mortgage) must itself have
a fixed rate or a permitted variable
rate. Accordingly, a mortgage based on
a qualified floating rate may be used to
determine a passthrough rate but the
underlying mortgage must conform to
proposed 8§1.860G-1(a)(3)(i). This
means the qualified floating rate must
be set at a current value. A qualified
floating rate is not set at a current
value if it is set more than 3 months
before the start of the related accrual
period on the underlying mortgage. The
commentators suggest loan servicers
may need more than 3 months to com-
pute revised interest and payment
amounts and to tell borrowers of those
revised amounts. Thus, according to the
commentators, the 3-month period
should be extended.

As noted above, the IRS and Treas-
ury believe proposed 81.860G-1(a)-
(3)(I) sensibly distinguishes interest
rate returns from other types of returns.
For regular interests having a pass-
through rate to reflect this distinction,
any underlying mortgage based on a
qualified floating rate that is used to
determine the passthrough rate must
also reflect this distinction. Thus, any
underlying mortgage bearing interest at
a qualified floating rate must have the
rate set at a current value. Otherwise,
proposed 81.860G-1(a)(3)(i) could be
circumvented merely by creating a
passthrough rate based on underlying
mortgages bearing qualified floating
rates not set at current values. More-
over, the ability of servicers to take
more time to calculate revised rates and
to notify borrowers of those rates
appears to be limited by the Truth in
Lending Act and Regulation Z (12 CFR
Ch. 11 8§226.20(c) (1995)), which re-
quire notice, within prescribed time
periods, to a consumer of changes in a
rate. Thus, this comment is not adopted
here.

B. Specified Portions
Under section 860G(a)(1)(B)(ii), in-

terest payments on a regular interest in
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a REMIC may also consist of a speci-
fied portion of the interest payments on
the qualified mortgages held by the
REMIC, provided the specified portion
does not vary while the regular interest
is outstanding. A specified portion
regular interest is sometimes called an
Interest Only regular interest or |0.
The 1992 REMIC regulations identify
the specified portions permitted under
section 860G(a)(1)(B)(ii).

Requests for further guidance
prompted the publication of the pro-
posed regulations addressing specified
portions. Taxpayers requested the IRS
clarify that a REMIC may issue an 10
that is expressed as a percentage of the
interest payable on an 10 acquired
from another REMIC (a collatera 10).
In response, the notice of proposed
rulemaking (FI-10-94) would add
§1.860G—-1(a)(2)(i)(D), under which the
cash flows from a collateral 10 issued
by one REMIC can be proportionately
divided through another REMIC. The
proposed provision would negate the
need for any other arrangement such as
a grantor trust and would apply whether
the collateral 10 is acquired on forma
tion by a related upper-tier REMIC or
after formation by an unrelated REMIC
(a re-REMIC transaction).

According to one commentator, the
addition of §1.860G-1(a)(2)(i)(D) im-
plies that more complex re-REMIC
transactions are not allowed. According
to another commentator, the language of
the proposed rule implies that all
qualified mortgages held by the REMIC
must be 10 regular interests. To remove
both of those implications, the proposed
rule is adopted in revised form, which
appears as §1.860G-1(a)(2)(V).

C. Other Comments

Commentators also addressed other
REMIC regulations not affected by this
Treasury decision. Those comments
may be considered in future guidance
projects.

Special Analyses

It has been determined that this
Treasury decision is not a significant
regulatory action as defined in EO
12866. Therefore, a regulatory assess-
ment is not required. It aso has been
determined that section 553(b) of the
Administrative Procedure Act (5 U.S.C.
chapter 5) and the Regulatory Flex-
ibility Act (5 U.S.C. chapter 6) do not
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apply to these regulations, and, there-
fore, a Regulatory Flexibility Analysis
is not required. Pursuant to section
7805(f) of the Interna Revenue Code,
the notice of proposed rulemaking
preceding these regulations was submit-
ted to the Small Business Administra-
tion for comment on its impact on
small business.

* * * * * *

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR pat 1 is
amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation
for part 1 is amended by removing the
entry for ‘* Section 1.860G-1T"" to read
in part as follows:

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

Par. 2. Section 1.860A—0 is amended
by:

1. Adding entries for
1(b)(4).

2. Revising the entry for §1.860G—
1(a(2)(v).

3. Adding an entry for 81.860G-—
1(a)(2)(vi).

4. Revising the entry for §1.860G—
1(3@(3)().

The additions and revisions read as
follows:

§1.860A—

§1.860A-0 Outline of REMIC
provisions.

* * * * * *

81.860A—1 Effective dates and
transition rules.

* * * * * *

(b) * *x *

(4) Rate based on current interest
rate.

(i) In general.

(ii) Rate based on index.

(iii) Transition obligations.

* * * * * *

§1.860G—1 Definition of regular and
residual interests.

(a) * % %

(2 * % %

(v) Specified portion includes por-
tion of interest payable on regular
interest.

(vi) Examples.

(3) * *x %

(i) Rate based on current interest
rate.

* * * * * *

Par. 3. In 81.860A—, paragraph (b)(4)
is added to read as follows:

81.860A— Effective dates and
transition rules.

* * * * * *

(b * % %

(4) Rate based on current interest
rate—(i) In general. Section 1.860G—
1(a)(3)(i) applies to abligations (other
than transition obligations described in
paragraph (b)(4)(iii) of this section)
intended to qualify as regular interests
that are issued on or after April 4,
1994.

(ii) Rate based on index. Section
1.860G-1(a)(3)(i) (as contained in 26
CFR part 1 revised as of April 1, 1994)
applies to obligations intended to
qualify as regular interests that—

(A) Are issued by a qualified entity
(as defined in §1.860D—1(c)(3)) whose
startup date (as defined in section
860G(a)(9) and 8§1.860G—-2(k)) is on or
after November 12, 1991; and

(B) Are either—

(1) Issued before April 4, 1994; or

(2) Transition obligations described
in paragraph (b)(4)(iii) of this section.

(iii) Transition obligations. Obliga-
tions are described in this paragraph
(b)(4)(iii) if—

(A) The terms of the obligations and
the prices at which the obligations are
offered are fixed before April 4, 1994;
and

(B) On or before June 1, 1994, a
substantial portion of the obligations
are transferred, with the terms and at
the prices that are fixed before April 4,
1994, to investors who are unrelated to
the REMIC’s sponsor at the time of the
transfer.

Par. 4. Section 1.860G-1 is amended
by:

1. Redesignating paragraph (a)(2)(v)
as paragraph (a)(2)(vi).

2. Adding a new paragraph (a)(2)(v).

3. Revising paragraph (a)(3)(i).

The addition and revisions read as
follows:



81.860G—1 Definition of regular and
residual interests.

(a) * * %

(2 * *x %

(v) Specified portion includes por-
tion of interest payable on regular
interest. (A) The specified portions that
meet the requirements of paragraph
(@(2)(i) of this section include a
specified portion that can be expressed
as a fixed percentage of the interest
that is payable on some or al of the
qualified mortgages where—

(1) BEach of those qualified mort-
gages is a regular interest issued by
another REMIC; and

(2) With respect to that REMIC in
which it is a regular interest, each of
those regular interests bears interest
that can be expressed as a specified
portion as described in paragraph (a)-
(2)(1)(A), (B), or (C) of this section.

(B) See 81.860A—1(a) for the effec-
tive date of this paragraph (a)(2)(v).

* * * * * *

(3) * % %

(i) Rate based on current interest
rate. A qualified floating rate as
defined in 81.1275-5(b)(1) (but without
the application of paragraph (b)(2) or
(3) of that section) set at a current
value, as defined in §1.1275-5(a)(4), is
a variable rate. In addition, a rate equal
to the highest, lowest, or average of
two or more qualified floating rates is a
variable rate. For example, a rate based
on the average cost of funds of one or
more financial institutions is a variable
rate.

* * * * * *

§1.860G—1T [Removed]

Par. 5. Section 1.860G-1T is

removed.

Margaret Milner Richardson,
Commissioner of
Internal Revenue.

Approved July 31, 1995.

Leslie Samuels,
Assistant Secretary of
the Treasury.

(Filed by the Office of the Federal Register on
August 16, 1995, 8:45 am., and published in
the issue of the Federal Register for August
17, 1995, 60 F.R. 42785)

26 CFR 1.860G-1: Definition of regular and
residual interests.

A taxpayer may not use an inventory method
under section 471 of the Code to account for
REMIC residua interests. See Rev. Rul. 95-81,

page 70.

Subchapter N.—Tax Based on Income from Sources
Within or Without the United States

Part |.—Determination of Sources of Income

Section 863.—Special Rules for
Determining Source

26 CFR 1.863-1: Allocation of gross income
under section 863(a).

T.D. 8615

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Part 1

Special Rules for Determining
Sources of Scholarships and
Fellowship Grants

AGENCY: Interna Revenue Service
(IRS), Treasury.

ACTION: Final regulation.

SUMMARY: This document contains a
final Income Tax Regulation that
provides guidance for determining the
source of scholarships, fellowship
grants, grants, prizes and awards. The
final regulation will affect both individ-
uals and withholding agents. It will
provide guidance concerning whether
scholarships, fellowships, other grants,
prizes and awards are U.S. source
income subject to tax and withholding.

DATES: This regulation is effective
August 25, 1995.

For dates of applicability of these
regulations, see Effective dates in
§1.863-1(d)(4).

SUPPLEMENTARY INFORMATION:
Background

This document contains a fina In-
come Tax Regulation (26 CFR part 1)
under section 863 of the Interna
Revenue Code. On June 15, 1993, a
notice of proposed rulemaking (INTL
0041-92) was published in the Federal

Register (58 FR 33060) (1993-2 C.B.
634). No public hearing was requested
or held.

Written comments responding to the
notice were received. After considera-
tion of al of the comments, the
regulation proposed under INTL-0041—
92 is adopted as revised by this
Treasury decision.

Explanation of Revisions and
Summary of Comments

Section 863(a) authorizes the Secre-
tary to provide regulations regarding
the source of items of gross income
other than those items specified in
sections 861(a) and 862(a). Rules for
determining the source of scholarships,
fellowship grants, grants, prizes and
awards are not provided by sections
861(a) and 862(a).

The notice of proposed rulemaking
proposed in §1.863-1(d)(1) that schol-
arships and fellowship grants be
sourced by reference to the status of
the grantor. However, it aso provided
a specia rule in 8§1.863-1(d)(2) for
nonresident aliens who receive scholar-
ships or fellowship grants, as defined
in the regulations under section 117,
from U.S. grantors with respect to
study or research activities to be
conducted outside the United States.
Under these circumstances, the scholar-
ship or fellowship grant would be
treated as income from sources outside
the United States.

The final regulation adopts the pro-
posed regulation with certain changes.
Paragraph (d)(1) clarifies that these
rules do not apply to salaries or other
compensation for services.

The final regulation provides rules
for sourcing scholarships and fellow-
ship grants in paragraphs (d)(2)(i) and
(ii) by reference to the status of the
grantor. The specia rule of paragraph
(d)(2)(iii) provides that scholarships or
fellowship grants received by a person
other than a U.S. person for activities
conducted outside the United States are
treated as income from sources without
the United States.

Commentators asked that the regula-
tion be expanded to encompass grants
that fall outside the scope of section
117. In addition, commentators also
suggested that the specia rule be
expanded to include prizes and awards
given to nonresident aliens for their
past artistic, scientific, or charitable
achievements. These suggestions are
included in this final regulation.

1995-2 C.B. 83



The source of grants, prizes and
awards is determined by reference to
the status of the grantor under the
general rules set forth in paragraph
(d)(2)(i) and (ii). The term grants is
defined in paragraph (d)(3)(iv) as
amounts described in subparagraph (3)
of section 4945(g) of the Code and the
regulations thereunder and that are not
otherwise scholarships, fellowship
grants, prizes or awards as defined in
81.863-1(d)(3). For purposes of para-
graph (d)(3)(iv), the reference to sec-
tion 4945(g)(3) is applied without
regard to the identity of the payor or
recipient and without the application of
the objective and nondiscriminatory
basis test and the requirement of a
procedure approved in advance.

The term prizes and awards is de-
fined in paragraph (d)(3)(iii) of this
final regulation as having the same
meaning as that set forth in section 74
and the regulations thereunder.

Under paragraph (d)(2)(iii), certain
targeted grants and achievement
awards received by a person other than
a U.S. person for activities conducted
outside the United States are treated as
foreign source income. The term tar-
geted grants does not appear elsewhere
in the Code or the regulations. Targeted
grants are a subset of the more inclu-
sive term grants. Targeted grants may
be received only from an organization
described in section 501(c)(3), the
United States, the States, or the District
of Columbia and must be undertaken in
the public interest without private
financial benefit. The term achievement
award does not appear elsewhere in the
Code or regulations. An achievement
award is an award issued by an organi-
zation described in section 501(c)(3),
the United States, a State, or the
District of Columbia for a past activity
undertaken in the public interest and
not primarily for the private financial
benefit of a specific person or persons
or organization.

Commentators requested that the fi-
nal regulation provide express guidance
for the issuance of scholarships or
fellowship grants by agents on behalf
of foreign grantors. No change is made
in the final regulation because an actual
payment made by a genuine agent of
the payor does not alter the source. The
final regulation looks to the status (i.e.,
whether the person is a U.S. person or
a foreign person) of the payor rather
than the agent.

The term international agency in
paragraph (d)(1) of the proposed reg-

84 1995-2 C.B.

ulation has been replaced in the final
regulation with the term international
organization as defined in section
7701(a)(18). This clarification uses the
Code definition for such organizations.

Comments were received regarding
the proposed regulation suggesting that
the scope of the regulation be expanded
to cover scholarships and fellowship
grants awarded by charitable trusts.
The final regulation changes the pro-
posed language of ‘‘U.S. citizen or
resident, a domestic corporation, ... "’
in paragraph (d)(2)(i) to include a
domestic partnership, or an estate or
trust (other than a foreign estate or
trust within the meaning of section
7701(a)(31)). The specia rule of para-
graph (d)(2)(iii) has been clarified to
apply to scholarships, fellowship
grants, targeted grants, and achieve-
ment awards received by a person other
than a U.S. person as defined in section
7701(8)(30).

Soecial Analyses

It has been determined that this
Treasury decision is not a significant
regulatory action as defined in EO
12866. Therefore, a regulatory assess-
ment is not required. It also has been
determined that section 553(b) of the
Administrative Procedure Act (5 U.S.C.
chapter 5) and the Regulatory Flex-
ibility Act (5 U.S.C. chapter 6) do not
apply to this regulation, and, therefore,
a Regulatory Flexibility Analysis is not
required. Pursuant to section 7805(f) of
the Internal Revenue Code, the notice
of proposed rulemaking preceding this
regulation was submitted to the Small
Business Administration for comment
on its impact on small business.

* * * * * *

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR pat 1 is
amended as follows:

PART 1—INCOME TAXES

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

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

Section 1.863-1 also issued under 26
U.S.C. 863(a). * * *

Par. 2. In §1.863-1, paragraph (d) is
added to read as follows:

§1.863-1 Allocation of gross income
under section 863(a).

* * * * * *

(d) Scholarships, fellowship grants,
grants, prizes and awards—(1) In
general. This paragraph (d) applies to
scholarships, fellowship grants, grants,
prizes and awards. The provisions of
this paragraph (d) do not apply to
amounts paid as salary or other com-
pensation for services.

(2) Source of income. The source of
income from scholarships, fellowship
grants, grants, prizes and awards is
determined as follows:

(i) United States source income. Ex-
cept as provided in paragraph (d)(2)(iii)
of this section, scholarships, fellowship
grants, grants, prizes and awards made
by a U.S citizen or resident, a
domestic partnership, a domestic corpo-
ration, an estate or trust (other than a
foreign estate or trust within the
meaning of section 7701(a)(31)), the
United States (or an instrumentality or
agency thereof), a State (or any politi-
cal subdivision thereof), or the District
of Columbia shall be treated as income
from sources within the United States.

(ii) Foreign source income. Scholar-
ships, fellowship grants, grants, prizes
and awards made by a foreign govern-
ment (or an instrumentality, agency, or
any political subdivision thereof), an
international organization (as defined in
section 7701(a)(18)), or a person other
than a U.S. person (as defined in sec-
tion 7701(a)(30)) shall be treated as
income from sources without the
United States.

(iii) Certain activities conducted out-
side the United Sates. Scholarships,
fellowship grants, targeted grants, and
achievement awards received by a per-
son other than a U.S. person (as
defined in section 7701(a)(30)) with
respect to activities previously con-
ducted (in the case of achievement
awards) or to be conducted (in the case
of scholarships, fellowships grants, and
targeted grants) outside the United
States shall be treated as income from
sources without the United States.

(3) Definitions. The following defi-
nitions apply for purposes of this
paragraph (d):

(i) Scholarships are defined in sec-
tion 117 and the regulations thereunder.

(ii) Fellowship grants are defined in
section 117 and the regulations there-
under.

(iii) Prizes and awards are defined
in section 74 and the regulations there-
under.



(iv) Grants are amounts described in
subparagraph (3) of section 4945(qg)
and the regulations thereunder, and are
not amounts otherwise described in
paragraphs (d)(3)(i), (ii), or (iii) of this
section. For purposes of this paragraph
(d), the reference to section 4945(g)(3)
is applied without regard to the identity
of the payor or recipient and without
the application of the objective and
nondiscriminatory basis test and the
requirement of a procedure approved in
advance.

(v) Targeted grants are grants—

(A) Issued by an organization de-
scribed in section 501(c)(3), the United
States (or an instrumentality or agency
thereof), a State (or any political sub-
division thereof), or the District of
Columbia; and

(B) For an activity undertaken in the
public interest and not primarily for the
private financial benefit of a specific
person or persons or organization.

(vi) Achievement awards are
awards—

(A) Issued by an organization de-
scribed in section 501(c)(3), the United
States (or an instrumentality or agency
thereof), a State (or political subdivi-
sion thereof), or the District of Colum-
bia; and

(B) For a past activity undertaken in
the public interest and not primarily for
the private financial benefit of a
specific person or persons or
organization.

(4) Effective dates. The following
are the effective dates concerning this
paragraph (d):

(i) Scholarships and fellowship
grants. This paragraph (d) is effective
for scholarship and fellowship grant
payments made after December 31,
1986. However, for scholarship and
fellowship grant payments made after
May 14, 1989, and before June 16,
1993, the residence of the payor rule of
paragraph (d)(2)(i) and (ii) of this
section may be applied without apply-
ing paragraph (d)(2)(iii) of this section.

(ii) Grants, prizes and awards. This
paragraph (d) is effective for payments
made for grants, prizes and awards,
targeted grants, and achievement
awards after September 25, 1995. How-
ever, the taxpayer may elect to apply
the provisions of this paragraph (d) to
payments made for grants, prizes and
awards, targeted grants, and achieve-
ment awards after December 31, 1986,
and before September 26, 1995.

Margaret Milner Richardson,
Commissioner of
Internal Revenue.

Approved August 3, 1995.

Leslie Samuels,
Assistant Secretary of
the Treasury.

(Filed by the Office of the Federal Register on
August 24, 1995, 8:45 am., and published in
the issue of the Federal Register for August
25, 1995, 60 F.R. 44274)

Part 1l.—Nonresident Aliens and Foreign Corporations
Subpart A.—Nonresident Alien Individuals

Section 871.—Tax on Nonresident
Alien Individuals

Rev. Rul. 84-152, 1984-2 C.B. 381; Rev. Rul.
84-153, 1984-2 C.B. 383; Rev. Rul. 85-163,
1985-2 C.B. 349; and Rev. Rul. 87-89, Situa-
tions (1) and (2), 1987-2 C.B. 195, are rendered
obsolete for payments made after September 10,
1995, that are subject to the final regulations
under section 7701(1). See Rev. Rul. 95-56,
page 322.

Subpart B.—Foreign Corporations

Section 881.—Tax on Income of
Foreign Corporations Not Connected
with United States Business

Rev. Rul. 84-152, 1984-2 C.B. 381; Rev. Rul.
84-153, 1984-2 C.B. 383; Rev. Rul. 85-163,
1985-2 C.B. 349; and Rev. Rul. 8789, Situa-
tions (1) and (2), 1987-2 C.B. 195, are rendered
obsolete for payments made after September 10,
1995, that are subject to the final regulations
under section 7701(1). See Rev. Rul. 95-56,
page 322.

Part Ill.—Income From Sources Without the
United States

Subpart A.—Foreign Tax Credit

Section 901—Taxes of Foreign
Countries and of Possessions of
United States

(Also Sections 902, 952, 960.)

Update of Rev. Rul. 92-63. Rev.
Rul. 92-63, 1992-2 C.B. 195 (as
corrected by Rev. Rul. 92-63A, 19922
C.B. 197), is modified and superseded
with respect to countries listed under
section 901(j)(2)(A) of the Code.

Rev. Rul. 95-63

This ruling modifies and supersedes
Rev. Rul. 92-63, 19922 C.B. 195 (as

corrected by Rev. Rul. 92-63A, 19922
C.B. 197), which lists countries subject
to certain specia tax rules under
sections 901(j) and 952(a)(5) of the
Internal Revenue Code.

LAW AND ANALYSIS

Sections 901, 902, and 960 of the
Code generally allow U.S. taxpayers to
claim a foreign tax credit for income,
war profits, and excess profits taxes
paid or accrued (or deemed paid or
accrued) to any foreign country or to
any possession of the United States.
Section 901(j)(1)(A) denies the credit
for taxes paid or accrued (or deemed
paid or accrued under sections 902 or
960) to any country described in
section 901(j)(2)(A) if the taxes are
with respect to income attributable to a
period during which section 901(j)
applies. Section 901(j)(1)(B) requires
taxpayers to apply subsections (@), (b),
and (c) of section 904 and sections 902
and 960 separately with respect to
income attributable to such a period
from sources within such country. In
addition, section 952(a)(5) provides
that subpart F income includes income
derived by a controlled foreign corpo-
ration from any foreign country during
any period during which section 901(j)
applies to that foreign country.

Based on certifications by the Secre-
tary of State, this revenue ruling states
the dates on which Angola, Afghani-
stan, Cambodia and Vietnam ceased to
be described in section 901(j)(2)(A). In
addition, this revenue ruling reflects the
addition of Sudan to the list of
countries described in section 901(j)(2)-
(A). For any country that is first
described in section 901(j)(2)(A) on a
date after January 1, 1987, section
901(j) applies to taxes paid or accrued
(or deemed paid or accrued under sec-
tions 902 and 960) to that country with
respect to income attributable to any
period beginning six months after that
date. Sudan was first described in
section 901(j)(2)(A) on August 12,
1993. Accordingly, sections 901(j) and
952(a)(2) apply to Sudan beginning on
February 12, 1994. All other countries
and periods listed below are restated
from Rev. Rul. 9263, supra.

HOLDING AND EFFECTIVE DATES

Section 901(j)(2)(A) of the Code
describes the following countries for
the following periods:
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Country

Afghanistan

Albania

Angola

Cambodia

Cuba

Iran

Irag

Libya

North Korea

South Africa

Sudan

Syria

Vietnam

People’s Democratic
Republic of Yemen

For guidance on issues arising in a
taxable year when section 901(j) ceases
to apply to a country, see Rev. Rul.
92-62, 1992-2 C.B. 193.

EFFECT ON OTHER
REVENUE RULINGS

This ruling modifies and supersedes
Rev. Rul. 92-63, 1992-2 C.B. 195,
with respect to countries listed under
section 901(j)(2)(A).

Section 902.—Deemed Paid Credit
Where Domestic Corporation Owns
10 Percent or More of Voting Stock
of Foreign Corporation

Rev. Rul. 92-63, 1992-2 C.B. 195, (as
corrected by Rev. Rul. 92-63A, 1992-2 C.B.
197) is modified and superseded with respect to
countries listed under section 901(j)(2)(A) of the
Code. See Rev. Rul. 9563, page 85.

Section 904.—Limitation on Credit

26 CFR 1.904(i)-1: Limitation on use of
deconsolidation to avoid foreign tax credit
limitations.

T.D. 8627

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Part 1

Limitation on Use of Deconsolidation
to Avoid Foreign Tax Credit
Limitations

AGENCY: Interna Revenue Service
(IRS), Treasury.

ACTION: Final regulations.
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starting date

ending date

January 1, 1987 August 4, 1994
January 1, 1987 March 15, 1991
January 1, 1987 June 18, 1993
January 1, 1987 August 4, 1994
January 1, 1987 still in effect
January 1, 1987 still in effect
February 1, 1991 still in effect
January 1, 1987 till in effect
January 1, 1987 till in effect
January 1, 1988 July 10, 1991
February 12, 1994 still in effect
January 1, 1987 still in effect
January 1, 1987 July 21, 1995
January 1, 1987 May 22, 1990

SUMMARY: This document contains
final regulations relating to certain
limitations on the amount of the
foreign tax credit under section 904(i).
The final regulations will affect the
sourcing and foreign tax credit separate
limitation character of income for
purposes of the calculation of the
foreign tax credit by certain related
domestic corporations. The final reg-
ulations are necessary to prevent avoid-
ance of the foreign tax credit
[imitations.

DATES: These regulations are effective
January 1, 1994.

For dates of applicability,
81.904(i)-1(e) of these regulations.

see

SUPPLEMENTARY INFORMATION:
Background

This document contains final Income
Tax Regulations (26 CFR part 1) under
section 904 of the Interna Revenue
Code.

On May 17, 1994, a notice of pro-
posed rulemaking (INTL—0006-90) re-
lating to the foreign tax credit limita-
tion imposed under section 904(i) was
published in the Federal Register (59
FR 25584) (1994-1 C.B. 816).

Written comments responding to this
notice were received. A public hearing
was requested and held on October 17,
1994. After consideration of all the
comments, the proposed regulations
under section 904(i) are adopted as
revised by this Treasury decision. The
final regulations are substantialy as
proposed. The preamble to the pro-
posed regulations contains a discussion
of the provisions.

Explanation of Revisions and
Summary of Comments Common
Parent of an Extended Affiliated
Group

Section 1.904(i)-1(b)(1)(i)(B)(1) of
the proposed regulations defined affili-
ates to include certain domestic corpo-
rations ultimately owned 80 percent or
more by entities that are not includible
corporations. The fina regulations are
modified to require that the domestic
corporations be ultimately owned by a
common parent that is a corporation.

Commentators suggested that Con-
gress did not intend to apply the rules
of this section to domestic subsidiaries
of a common foreign parent. However,
section 904(i)(1) states that domestic
corporations are affiliates under section
904(i) if those corporations would be
affiliates under section 1504(a) without
the exclusions contained in section
1504(b). Without the exclusion of
foreign corporations under section
1504(b)(3), multiple chains of domestic
corporations owned 80% or more by a
foreign common parent would be affili-
ates under section 1504(a). Thus, it is
clear that Congress intended broad ap-
plication of this provision to structures
such as those with foreign common
parents. The examples in the legislative
history using domestic common parents
are merely illustrative. Therefore, no
change to 81.904(i)-1(b)(1)(i)(B)(1)
was made in the final regulations in
response to this comment.

Commentators suggested that the
fina regulations should be effective
only for taxable years beginning after
May 17, 1994, the publication date of
the proposed regulations, for structures
with a foreign common parent. Com-
mentators also suggested that fina



regulations should not be applied to
foreign common parent structures in
existence prior to the enactment of
section 904(i). The statute provides
authority to address all structures,
including foreign common parent struc-
tures. Therefore, no change in the
effective date was made and no grand-
father clause added with respect to
such foreign common parent structures.

Determination of Taxable Income

Commentators requested clarification
whether provisions such as 8§81.861—
11T and 1.861-14T, as well as the
consolidated return provisions, apply to
determine the taxable income of an
affiliate in a separate category.

Section 1.904(i)-1(a)(1)(i) of the
final regulations provides that each
affiliate must determine its net taxable
income or loss in each separate cate-
gory, as defined in 81.904-5(a)(1) and
treating U.S. source income or loss as a
separate category. In general, an affili-
ate may not use the consolidated return
regulations in computing net taxable
income or loss in each separate cate-
gory. However, a consolidated group is
treated as one affiliate, and such
affiliate must use the consolidated
return regulations (without regard to
sections 904(f) and 907(c)(4)) in com-
puting the affiliate’ s net taxable income
or loss in each separate category. To
the extent applicable in the absence of
section 904(i) and these regulations,
other provisions of the Code and
regulations will be used in the deter-
mination of an affiliate's net taxable
income or loss in a separate category
under 81.904(i)-1(a)(1)(i).

Section 1.904(i)-1(a)(1)(ii) of the
final regulations states that each affili-
ate’s net income in a separate category
will be combined with net income of
all other affiliates in the same separate
category. However, net losses in a
separate category are combined with
other affiliates’ income or loss in the
same category, under §1.904(i)-1(a)(1)-
(ii), only to the extent that the affili-
ate’s net loss in the separate category
offsets taxable income, whether U.S. or
foreign source, of the affiliate with the
net loss. The consolidated return provi-
sions dealing with sections 904(f) and
907(c)(4) are then applied to the
combined amounts in each separate
category as if al affiliates were mem-
bers of a single consolidated group.

Allocation Methods

The proposed regulations required
that allocation be accomplished under
‘‘any consistently applied reasonable
method.”” Several commentators raised
guestions about the appropriateness of
certain allocation methods. The final
regulations adopt the proposed standard
but have been clarified to provide that
the determination of the reasonableness
of a method is based on al of the facts
and circumstances.

Section 1.904(i)-1(a) of the proposed
regulations required consistent applica-
tion of the allocation method chosen.
Commentators requested clarification as
to whether this consistency rule re-
quires the same allocation method to be
used by each affiliate or whether,
instead, the rule requires consistency in
the choice of an allocation method
from year to year. The final regulations
clarify that a method is consistently
applied only if used by all affiliates
from year to year. Once chosen, an al-
location method may be changed only
with the consent of the Commissioner.

Deemed Distributions

One comment noted that if a domes-
tic corporation, affiliated by virtue of
section 904(i) with another domestic
corporation, makes a payment to that
other domestic corporation in order to
compensate the other corporation for an
increase in its U.S. income tax as a
result of the application of section
904(i), the payment may be a con-
structive dividend to a foreign parent,
followed by a contribution to capital to
the other domestic corporation. It was
suggested that the rules of §1.1502-
33(d) be applied by the section 904(i)
regulations to allow affiliates that have
altered tax liabilities due to the effect
of section 904(i) to allocate that
liability among the expanded affiliated
group without triggering a constructive
dividend. The final regulations clarify
that the consolidated return regulations,
including 81.1502-33(d), generally are
not applicable to the extended affiliated
group.

Consistency in Choice of Taxable
Year

One commentator questioned
whether year-to-year consistency in the
choice of the base taxable year for the
extended affiliated group is required

under 81.904(i)-1(c) of the proposed
regulations, and whether the taxpayer
must secure the permission of the
Service to alter that choice. Failure to
require consistency would permit the
matching of affiliates’ taxable years in
the most advantageous manner each
year and allow an expanded group to
delay the affiliation of each newly
acquired corporation, under 81.904(i)—
1(b)(2)(iii), for the maximum period of
time. The final regulations clarify that
the taxable year chosen must be used
consistently from year to year, and may
be changed only with the Commis-
sioner’s consent.

Consolidated Group Considered a
Sngle Affiliate

The final regulations, in 8§1.904(i)—
1(b)(1)(ii), clarify that a consolidated
group, the members of which are af-
filiates under this section, will be
treated as a single affiliate for purposes
of this section. Thus, for example, the
computations under 8§1.904(i)—-1(a)(1)(i)
by a consolidated group of affiliates
will produce one set of calculations
with respect to each separate category
of foreign source taxable income or
loss for the consolidated group.

Exception for Newly Acquired
Affiliates

Section 1.904(i)-1(b)(1)(ii) of the
proposed regulations stated that ‘‘[a]n
includible corporation will not be con-
sidered an affiliate of another includ-
ible corporation during its taxable year
beginning before the date on which the
first includible corporation first be-
comes an affiliate with respect to that
other includible corporation.”’ [emphasis
added]. A commentator questioned the
identity of the corporation referenced
by the emphasized ‘‘its’. The fina
regulations, in renumbered 8§1.904(i)—
1(b)(1)(iii)(A), clarify that the reference
is to the new affiliate.

Because of this ambiguity in §1.904-
()—-1(b)(1)(ii) of the proposed regula-
tions, taxpayers may have lacked suf-
ficient notice of the Service's
interpretation of that provision. For this
reason, includible corporations acquired
from unrelated third parties prior to the
thirty-first day after the publication of
the regulations will be considered an
affiliate on a date that is consistent
with any reasonable interpretation of
§1.904(i)-1(b)(1)(ii) of the proposed
regulations. Therefore, 81.904(i)-1(b)-

1995-2 C.B. 87



(D) (A) will only apply to acquisi-
tions of affiliates after December 7,
1995. With respect to acquisitions on
or before December 7, 1995, §1.904(i)—
1(b)(2)(iii)(B) will apply.

It has also been clarified that the
exception only applies to acquisitions
from unrelated third parties and does
not apply where the acquisition of the
new affiliate is used to avoid the
application of section 904(i). Both of
these clarifications apply to any ac-
quisition of an includible corporation
after December 31, 1993.

Soecial Analyses

It has been determined that this
Treasury decision is not a significant
regulatory action as defined in EO
12866. Therefore, a regulatory assess-
ment is not required. It is hereby
certified that these regulations will not
have a significant economic impact on a
substantial  humber of small entities.
Accordingly, a regulatory flexibility
analysis is not required. This certifica-
tion is based on the information that
follows. These regulations affect related
domestic corporations not electing to
file a consolidated return, or ineligible
to file a consolidated return for al of
the domestic corporations because of the
existence of nonincludible entities. It is
assumed that a substantial number of
small entities do not operate in such
structures. Pursuant to section 7805(f) of
the Internal Revenue Code, the notice of
proposed rulemaking preceding these
regulations was submitted to the Small
Business Administration for comment
on its impact on small businesses.

Need for Final Regulations

This regulation, when adopted,
would apply to taxable years of affili-
ates beginning after December 31,
1993. The fina regulations will clarify
the law in this area and will provide
taxpayers with needed immediate guid-
ance. The effective date is also neces-
sary to prevent avoidance of tax. This
regulation is not being issued subject to
the effective date limitation of section
553(d) of 5 U.S.C..

* * * * * *

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR pat 1 is
amended as follows:
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PART 1—INCOME TAXES

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

Authority: 26 U.S.C. 7805 * * *
Section 1.904(i)—1 also issued under 26
U.S.C. 904(i). * * *

Par. 2. Section 1.904-0 is amended
by:

1. Revising the introductory text.

2. Adding an entry for 8§1.904(i)-1.

The revision and addition read as
follows:

81.904-0 Outline of regulation
provisions for section 904.

This section lists the regulations
under section 904 of the Interna
Revenue Code of 1986.

* * * * * *
§1.904(i)-1 Limitation on use of

deconsolidation to avoid foreign tax
credit limitations.

(& Generd rule.
(1) Determination of taxable income.

(2) Allocation.

(b) Definitions and special rules.
(1) Affiliate.

(i) Generaly.

(i) Rules for consolidated groups.

(iii) Exception for newly acquired
affiliates.

(2) Includible corporation.

(c) Taxable years.

(d) Consistent treatment of foreign
taxes paid.

(e) Effective date.

Par. 3. Section 1.904(i)—1 is added to
read as follows:

§1.904(i)-1 Limitation on use of
deconsolidation to avoid foreign tax
credit limitations.

(@) General rule. If two or more
includible corporations are affiliates,
within the meaning of paragraph (b)(1)
of this section, at any time during their
taxable years, then, solely for purposes
of applying the foreign tax credit
provisions of section 59(a), sections
901 through 908, and section 960, the
rules of this section will apply.

(1) Determination of taxable in-
come—(i) Each affiliate must compute
its net taxable income or loss in each
separate category (as defined in

§1.904-5(a)(1), and treating U.S.
source income or loss as a separate
category) without regard to sections
904(f) and 907(c)(4). Only affiliates
that are members of the same consoli-
dated group use the consolidated return
regulations (other than those under
sections 904(f) and 907(c)(4)) in com-
puting such net taxable income or loss.
To the extent otherwise applicable,
other provisions of the Internal Reve-
nue Code and regulations must be used
in the determination of an affiliate’s net
taxable income or loss in a separate
category.

(if) The net taxable income amounts
in each separate category determined
under paragraph (a)(1)(i) of this section
are combined for all affiliates to
determine one amount for the group of
affiliates in each separate category.
However, a net loss of an affiliate (first
affiliate) in a separate category deter-
mined under paragraph (a)(1)(i) of this
section will be combined under this
paragraph (&) with net income or loss
amounts of other affiliates in the same
category only if, and to the extent that,
the net loss offsets taxable income,
whether U.S. or foreign source, of the
first affiliate. The consolidated return
regulations that apply the principles of
sections 904(f) and 907(c)(4) to consol-
idated groups will then be applied to
the combined amounts in each separate
category as if al affiliates were mem-
bers of a single consolidated group.

(2) Allocation. Any net taxable in-
come in a separate category calculated
under paragraph (a)(1)(ii) of this sec-
tion for purposes of the foreign tax
credit provisions must then be allocated
among the affiliates under any consist-
ently applied reasonable method, taking
into account al of the facts and
circumstances. A method is con-
sistently applied if used by al affiliates
from year to year. Once chosen, an
allocation method may be changed only
with the consent of the Commissioner.
This alocation will only affect the
source and foreign tax credit separate
limitation character of the income for
purposes of the foreign tax credit
separate limitation of each affiliate, and
will not otherwise affect an affiliate’s
total net income or loss. This section
applies whether the federal income tax
consequences of its application favor,
or are adverse to, the taxpayer.

(b) Definitions and special rules—
For purposes of this section only, the
following terms will have the meanings
specified.



(1) Affiliate—(i) Generally. Affili-
ates are includible corporations—

(A) That are members of the same
affiliated group, as defined in section
1504(a); or

(B) That would be members of the
same affiliated group, as defined in
section 1504(a) if—

(1) Any non-includible corporation
meeting the ownership test of section
1504(a)(2) with respect to any such
includible corporation was itself an
includible corporation; or

(2) The constructive ownership rules
of section 1563(e) were applied for
purposes of section 1504(a).

(if) Rules for consolidated groups.
Affiliates that are members of the same
consolidated group are treated as a
single affiliate for purposes of this
section. The provisions of paragraph
(&) of this section shall not apply if the
only affiliates under this definition are
already members of the same consoli-
dated group without operation of this
section.

(iii) Exception for newly acquired
affiliates—(A) With respect to acquisi-
tions after December 7, 1995, an
includible corporation acquired from
unrelated third parties (First Corpora-
tion) will not be considered an affiliate
of another includible corporation (Sec-
ond Corporation) during the taxable
year of the First Corporation beginning
before the date on which the First
Corporation originaly becomes an af-
filiate with respect to the Second
Corporation.

(B) With respect to acquisitions on
or before December 7, 1995, an includ-
ible corporation acquired from unre-
lated third parties will not be consid-
ered an affiliate of another includible
corporation during its taxable year
beginning before the date on which the
first includible corporation first be-
comes an affiliate with respect to that
other includible corporation.

(C) This exception does not apply
where the acquisition of an includible
corporation is used to avoid the ap-
plication of this section.

(2) Includible corporation. The term
includible corporation has the same
meaning it has in section 1504(b).

(c) Taxable years. If al of the
affiliates use the same U.S. taxable
year, then that taxable year must be
used for purposes of applying this
section. If, however, the affiliates use
more than one U.S. taxable year, then
an appropriate taxable year must be

used for applying this section. The
determination whether a taxable year is
appropriate must take into account all
of the relevant facts and circumstances,
including the U.S. taxable years used
by the affiliates for general U.S.
income tax purposes. The taxable year
chosen by the affiliates for purposes of
applying this section must be used
consistently from year to year. The
taxable year may be changed only with
the prior consent of the Commissioner.
Those affiliates that do not use the year
determined under this paragraph (c) as
their U.S. taxable year for general U.S.
income tax purposes must, for purposes
of this section, use their U.S. taxable
year or years ending within the taxable
year determined under this paragraph
(c). If, however, the stock of an af-
filiate is disposed of so that it ceases to
be an affiliate, then the taxable year of
that affiliate will be considered to end
on the disposition date for purposes of
this section.

(d) Consistent treatment of foreign
taxes paid. All affiliates must consist-
ently either elect under section 901(a)
to clam a credit for foreign income
taxes paid or accrued, or deemed paid
or accrued, or deduct foreign taxes paid
or accrued under section 164. See aso
§1.1502-4(a); 8§1.905-1(a).

(e) Effective date. Except as
provided in paragraph (b)(1)(iii) of this
section (relating to newly acquired
affiliates), this section is effective for
taxable years of affiliates beginning
after December 31, 1993.

Margaret Milner Richardson,
Commissioner of
Internal Revenue.

Approved September 27, 1995.

Leslie Samuels,
Assistant Secretary of
the Treasury.

(Filed by the Office of the Federal Register on
November 6, 1995, 8:45 am., and published in
the issue of the Federal Register for November
7, 1995, 60 F.R. 56117)

Subpart B.—Earned Income of Citizens or Residents
of United States

Section 911.—Citizens or Residents
of the United States Living Abroad
26 CFR 1.911-1: Partial exclusion for earned
income from sources within a foreign country
and foreign housing costs.

Guidance is provided to individuals who fail to

meet the eligibility requirements of section
911(d)(1) of the Code because adverse conditions
in a foreign country preclude the individual from
meeting those requirements. A current list of
countries and the dates those countries are
subject to the section 911(d)(4) waiver is
provided. See Rev. Proc. 95-45, page 412.

Subpart D.—Possessions of the United States

Section 936.—Puerto Rico and
Possession Tax Credit

26 CFR 1.936-7: Manner of making election
under section 936(h)(5); special election for
export sales; revocation of election under
section 936(a).

What procedures apply, in post-1993 tax years,
for electing the § 936(a)(4)(B) percentage limita-
tion, electing to compute the 8 936(a)(4)(A) eco-
nomic activity limitation on a consolidated basis,
revoking a 8§ 936(a) election, or changing a
§ 936(h) intangible property income allocation
method. See Rev. Proc. 95-37, page 393.

Subpart F.—Controlled Foreign Corporations

Section 952.—Subpart F Income
Defined

Rev. Rul. 92-63, 1992-2 C.B. 195, (as
corrected by Rev. Rul. 92-63A, 1992-2 C.B.
197) is modified and superseded with respect to
countries listed under section 901(j)(2)(A) of the
Code. See Rev. Rul. 95-63, page 85.

Section 954.—Foreign Base Company
Income

26 CFR 1.954-0: Introduction.
T.D. 8618

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Parts 1, 4 and 602

Definition of a Controlled Foreign
Corporation, Foreign Base Company
Income and Foreign Personal Holding
Company Income of a Controlled
Foreign Corporation

AGENCY: Interna Revenue Service
(IRS), Treasury.

ACTION: Final regulations.
SUMMARY: This document contains

fina Income Tax Regulations govern-
ing the definition of a controlled
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foreign corporation and the definitions
of foreign base company income and
foreign personal holding company in-
come of a controlled foreign corpora-
tion. These regulations are necessary
because of changes made to the prior
law by the Tax Reform Act of 1986,
the Technical and Miscellaneous Reve-
nue Act of 1988, the Revenue Recon-
ciliation Act of 1989, and the Omnibus
Budget Reconciliation Act of 1993.
Certain conforming changes in the
regulations were necessary because of
changes made by the Deficit Reduction
Act of 1984. The regulations will
provide the public with the guidance to
comply with those acts and will affect
United States shareholders of controlled
foreign corporations.

DATES: These regulations are effective
September 7, 1995.

For dates of applicability,
§1.954-0(a).

see

SUPPLEMENTARY INFORMATION:
Paperwork Reduction Act

The collection of information con-
tained in these final regulations has
been reviewed and approved by the
Office of Management and Budget
(OMB) in accordance with the Paper-
work Reduction Act of 1980 (44
U.S.C. 3504(h)) under control number
1545-1068. The estimated average bur-
den per respondent associated with the
collection of information in this regula-
tion is one hour.

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

Background

This document contains final regula-
tions amending the Income Tax Reg-
ulations (26 CFR Part 1) under sections
954(b), 954(c) and 957(a) of the
Internal Revenue Code (Code). Sec-
tions 954 and 957 were amended by
sections 1201, 1221, 1222 and 1223 of
the Tax Reform Act of 1986 (Pub. L.
99-514), by section 1012 of the Tech-
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nical and Miscellaneous Revenue Act
of 1988 (Pub. L. 100-647), by section
7811 of the Revenue Reconciliation
Act of 1989 (Pub. L. 101-239) and by
section 13233 of the Omnibus Budget
Reconciliation Act of 1993 (Pub. L.
103-66). These regulations are also
issued under authority contained in
section 7805 of the Code.

Temporary regulations (TD 8216
[1988-2 C.B. 257]) and a cross
referenced notice of proposed rulemak-
ing (INTL-362—-88 [1988-2 C.B. 829])
under sections 954 and 957 of the Code
were published in the Federal Register
on July 21, 1988 (53 FR 27489 and 53
FR 27532, respectively). Numerous
written comments on the proposed and
temporary regulations were received
from the public. As explained below,
the comments were considered in the
drafting of the final regulations.

Discussion of Major Comments and
Changes to the Regulations

§1.954-1: Foreign base company
income.

Section 1.954-1T(a)(3) and (5) (tem-
porary regulations) apply the de min-
imis and full inclusion tests of section
954(b)(3) before the high tax exception
of section 954(b)(4). Commenters have
expressed concern that, in certain cases,
the only amounts required to be in-
cluded in the gross income of the
United States shareholders of a con-
trolled foreign corporation may be full
inclusion income. This result may
occur when subpart F income, other
than full inclusion foreign base com-
pany income, qualifies for the high tax
exception. In response to these com-
ments, §1.954-1(d)(6) provides that an
amount that otherwise would be in-
cluded as full inclusion foreign base
company income, pursuant to the oper-
ation of the full inclusion test of
section 954(b)(3)(B), will be excluded
from full inclusion foreign base com-
pany income if more than 90 percent of
the adjusted gross foreign base com-

pany and adjusted gross insurance
income qualifies for the high tax
exception described in section

954(b)(4) and the high tax election is
actually made.

Section 1.954-1T(a)(4) provides that
in computing net foreign base company
income, foreign personal holding com-
pany income is reduced by related
person interest expense before allocat-

ing and apportioning other expenses in
accordance with 81.904(d)-5(c)(2).
Commenters understood this rule to be
at variance with 81.904(d)-5(c)(2),
which requires related person interest
expense to be allocated to passive
foreign persona holding company in-
come after the alocation of directly
related expenses. In response to this
comment, the rule regarding allocation
of related person interest expense was
removed from 81.954-1T(a)(4) and (c)
was amended to clarify that foreign
base company income is reduced by
directly related expenses before passive
foreign personal holding company in-
come is reduced by related person
interest expense.

Section 1.954-1T(a)(7) treats
amounts recharacterized as foreign base
company income or insurance income
under section 952(c) as adjusted net
foreign base company income or ad-
justed net insurance income. Thus,
these amounts are not included in net
foreign base company income or net
insurance income for purposes of ap-
plying the high tax exception. Com-
menters argued that the rules of para-
graph (a)(7) should be amended to
provide that amounts that are recharac-
terized under section 952(c)(2) should
not be treated as adjusted net foreign
base company income or adjusted net
insurance income if the amounts would
have qualified for the high tax excep-
tion. This comment was rejected be-
cause section 952(c)(2) does not incor-
porate the exclusions and specia rules
of section 954(b)(4). Additional rules
regarding the coordination of sections
952(c) and 954 are being proposed
under section 952 in a separate docu-
ment published elsewhere in ***
[INTL-75-92, page 480, this Bulletin].

Several comments were made con-
cerning the anti-abuse rules of §1.954—
1T(b)(4), which require aggregation of
gross income of related controlled
foreign corporations for purposes of the
de minimis and full inclusion tests. One
comment suggested that the aggrega-
tion rules of paragraph (b)(4) should be
applied only if a purpose of first
importance (as opposed to a principal
purpose) is to avoid the application of
the de minimis or full inclusion tests
described in section 954(b)(3). This
comment was rejected because the
standard suggested is significantly more
subjective than that of the regulations
and is therefore unadministrable. How-
ever, it was determined that it was
unnecessary to make the aggregation



rules of paragraph (b)(4) applicable to
the full inclusion test, for which there
is not the same opportunity for tax
avoidance.

One commenter suggested that the
anti-abuse rules of 81.954-1T(b)(4)
should be amended to provide that the
gross income of separate controlled
foreign corporations is aggregated only
if a substantial portion of the activities
of the separate corporations would
comprise a single branch, and that the
presumptions described in paragraph
(b)(4)(ii) should be eliminated. The
commenter also suggested that the
definition of related person for pur-
poses of these rules should refer to the
provisions of section 954(d)(3), rather
than the broader provisions of section
267. These comments were rejected
because the suggested amendments
would unduly restrict the application of
the anti-abuse rules. The presumptions
described in paragraph (b)(4)(ii) may
be rebutted, for example, by establish-
ing reliance on the requirements of
foreign law. The anti-abuse rules are
necessary to prevent the misuse of the
de minimis rule of section 954(b)(3),
and do not impose a significant limita-
tion or burden on the activities of
controlled foreign corporations.

Section 1.954-1T(c) provides that in
computing net foreign base company
income, the gross amount in each
category of foreign base company
income may not be reduced below
zero. Section 1.954-2T(e) provides that
the excess of losses over gains from
the sale or exchange of certain property
may not be allocated to any other
category of foreign personal holding
company income. Section 1.954-2T(f)
and (g) contain similar provisions with
regard to excess losses from com-
modities and foreign currency transac-
tions, respectively. Because the catego-
ries of foreign base company income
described in section 954(a) and the
categories of foreign persona holding
company income described in section
954(c)(1)(B), (C) and (D) are defined
in terms of net income, the temporary
regulations interpreted the statutory
scheme as generaly precluding the
allocation of excess losses from catego-
ries of foreign personal holding com-
pany income described in paragraph
(e), (f), or (g) against other foreign
personal holding company income cate-
gories. Commenters contended that by
preventing any category of subpart F
income from being reduced below zero,
paragraph (c) caused inappropriate tax

credit results and failed to harmonize
the subpart F provisions with section
904(f)(5). Commenters stated that para-
graphs (e), (f) and (g) should be
amended to alow excess losses de
scribed in those paragraphs to be
allocated to other categories of foreign
personal holding company income.

Paragraph (c) has been amended to
clarify that, in determining net income,
if the amount in any category of
foreign base company income (includ-
ing any category of foreign persona
holding company income) is less than
zero, the loss may not reduce any other
categories of foreign base company
income (or foreign persona holding
company income) except by operation
of the earnings and profits limitation.
Proposed regulations published else-
where in *** [INTL-75-92, page 480,
this Bulletin] will provide rules con-
cerning the application of the earnings
and profits limitation.

Section 1.954-1T(d) provides that
the effective rate of foreign income tax
on an item of income is determined in
a manner consistent with the existing
foreign tax credit regime under sections
904 and 960. In some cases, the
amount of an item of income for
foreign law purposes with respect to
which foreign income tax is paid will
be different from the amount for
United States tax purposes. As a result,
the effective rate of tax with respect to
the item of income may be affected. In
addition, because pursuant to section
960 the foreign income taxes of a
controlled foreign corporation more
than three tiers below a United States
shareholder are not considered, the
high tax exception will never apply to
items of income of such corporations.

Commenters suggested that certain
foreign law accounting practices should
be considered in determining the effec-
tive rate of tax on an item of income,
for purposes of applying the high tax
exception of section 954(b)(4) and
paragraph (d) of the regulations. Com-
menters aso contended that it is
inappropriate to use section 960 to
determine the effective rate of foreign
tax and thus prevent consideration of
taxes paid by controlled foreign corpo-
rations more than three tiers below the
United States shareholder.

The comment that the high tax
exception should not be limited to
creditable taxes under section 960 was
rejected. The high tax exception is not
intended to apply to the extent that an
item of income would be subject to

residual United States tax if such item
were included in the gross income of
the United States shareholder. The
taxes paid with respect to such item of
income should be considered for pur-
poses of the high tax exception only to
the extent they are otherwise consid-
ered for United States taxing purposes.
See Joint Committee on Taxation Staff,
General Explanation of the Tax Reform
Act of 1986, 99th Cong., 2d Sess. 970—
71 (1986).

The comment that foreign law ac-
counting practices should be considered
in determining the effective rate of tax
on an item of income, for purposes of
applying the high tax exception, was
also rejected. Such a rule would impose
a significant burden on the IRS. It
would require the IRS to monitor and
apply foreign tax and accounting prin-
ciples, and to reconcile their applica-
tion with United States tax and ac-
counting principles, both in the current
tax year and in later tax years to
prevent an item of income, deduction,
credit, gain or loss from being dupli-
cated or omitted. Further, the IRS
would have to consider and identify the
particular foreign tax and accounting
principles that could be taken into
account for purposes of these rules.

Section 1.954-1T(d)(4) defines the
term item of income for purposes of the
high tax exception by reference to the
foreign tax credit and subpart F income
categories to which the income relates.
Thus, it is possible that amounts
attributable to separate transactions
may be included in the same item of
income. If the income from the sepa-
rate transactions were subject to foreign
income tax at different rates, the
effective rate of tax for the income
item would reflect an average of the
two (or more) rates of tax. One
commenter has suggested that addi-
tional categories of income be created
within the existing foreign tax credit
and subpart F income groups to limit
the effect of this tax rate blending.

The regulations rely on existing
guidance under the foreign tax credit
and subpart F provisions generally to
define item of income for purposes of
section 954(b)(4). To identify items of
income on a transaction-by-transaction
basis is inconsistent with the separate
limitation categories of income de-
scribed in section 904, and adds
complexity by requiring different com-
putations for purposes of these rules
and the rules under the foreign tax
credit provisions of the Code. More-
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over, there is no bias in the existing
rules toward a particular result.

Commenters suggested that the con-
sistency rule of 81.954-1T(d)(4)(ii)(B)
be eliminated, to alow taxpayers to
apply the high tax exception on an
item-by-item basis. The consistency
rule prohibits a taxpayer from selec-
tively applying the high tax exception
with respect to foreign personal holding
company income that is passive income
under section 904(d). Elimination of
the consistency rule would provide a
result that is incompatible with the
foreign tax credit provisions of the
Code, and thus the comment was
rejected.

The final regulations clarify how the
rules of paragraph (d) coordinate with
the earnings and profits limitation of
section 952(c)(1). Under 81.954-
1(d)(4)(ii), if the amount of income
included in subpart F income for the
taxable year is reduced by the earnings
and profits limitation, the amount of
income that is an item of income, for
purposes of paragraph (d), is deter-
mined after the application of the rules
of section 952(c)(1). An example was
added to illustrate this rule.

Section 1.954-1T(d)(5) provides that
the election to apply the high tax
exception must be made by the control-
ling United States shareholders and is
binding on al United States share-
holders of the controlled foreign corpo-
ration. Commenters argued that the
Secretary does not have the authority to
bind all United States shareholders to a
single election. This comment was
rejected because it was determined that
section 954(b)(4) provides the au-
thority. Further, allowing each United
States shareholder to separately elect
the high tax exception would add
undue complexity to the operation of
the foreign tax credit rules.

Section 1.954-1(f) provides guidance
on the definition of related person
under section 954(d)(3).

§1.954-2: Foreign Personal Holding
Company Income.

Section 1.954-2T(a)(2)(i) provides
that amounts that fall within the
definition of income equivalent to
interest, under paragraph (h), will be so
treated though such amounts may also
fall within the definition of gain from
certain property transactions under
paragraph (e), gain from a commodities
transaction under paragraph (f) or
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foreign currency gain under paragraph
(9). Paragraph (&)(2)(i) provides that
amounts will be treated as income
equivalent to interest even if these
amounts are excluded from the com-
putation of foreign persona holding
company income under paragraphs (€),
(f), or (g) because they are derived
from certain qualifying business trans-
actions. A commenter suggested that
paragraph (a)(2)(i) should not treat
income from qualifying business trans-
actions excluded under paragraphs (e),
(f), or (g) as income equivalent to
interest. This comment was rejected.
The rules regarding qualifying business
transactions in paragraphs (e), (f) and
(g) do not operate to exclude interest
income from characterization as foreign
personal holding company income. In-
come equivalent to interest within the
meaning of section 954(c)(1)(E) and
paragraph (h) generaly should be
treated like interest for purposes of
subpart F.

Several commenters suggested that
the test described in §1.954-2T(8)(3) to
determine the use for which property is
held (for purposes of determining the
character of the income, gain or loss
realized from a disposition of such
property) should not focus solely on
the use of the property immediately
prior to its disposition, but instead
should consider the predominant use
for which the property was held. This
comment was accepted. Section 1.954—
2(a)(3) provides that the use for which
property is held is the use for which it
was held for more than one-half of the
period during which the controlled
foreign corporation held the property.
If there has been a change in use,
however, and a principal purpose for
such change in use was to avoid
characterizing income or gain attributa-
ble to the property as foreign personal
holding company income, then the
change in use will be disregarded.

Section 1.954-2T(a)(3)(ii), Examples
2 and 3 illustrate the rules regarding
change in use for which property is
held. The final regulations delete these
examples because Example 1 suffi-
ciently illustrated the rules of this
paragraph. Examples 4 and 5 of para-
graph (a)(3)(ii) illustrate the change in
use rules with respect to hedging trans-
actions. The final regulations delete
these examples because the rules gov-
erning hedging transactions are now
generally contained in paragraph
(@(4)(i).

Section 1.954-2T(a)(4)(i) lists some
of the types of income that are in-

cluded in the term interest. To clarify
that this list was not meant to be
exclusive, paragraph (a)(4)(i) has been
amended to provide that the term
interest includes all amounts that are
treated as interest (including tax-
exempt interest) under the Code and
regulations or any other provision of
law. A new sentence illustrates the
types of income that would be treated
as interest.

Section 1.954-2T(a)(4)(ii) provides
that certain hedging transactions that
reduce the risk of price changes in the
cost of inventory and similar property
are included within the definition of
inventory and similar property if cer-
tain requirements are met and if they
are so identified by the fifth day after
which they are entered into. Paragraphs
()4 and (g)(4) of the temporary
regulations contain definitions of the
term qualified hedging transaction that
have similar five-day identification re-
quirements. These several definitions of
a hedging transaction have been con-
solidated in 81.954-2(a)(4)(ii) which
contains a definition of bona fide
hedging transaction and new identifica-
tion requirements for bona fide hedging
transactions that apply for purposes of
computing foreign personal holding
company income under 81.954-2.

Section 1.954-2(a)(4)(ii)(A) gener-
ally defines a bona fide hedging trans-
action as a transaction that meets the
requirements of 8§1.1221-2(a) through
(c) with two exceptions. First, the risk
being hedged may be with respect to
ordinary property, section 1231 prop-
erty or a section 988 transaction.
Second, a transaction that hedges the
liabilities, inventory or other assets of a
related person, or that is entered into to
assume or reduce risks of a related
person, will not be treated as a bona
fide hedging transaction. Several com-
menters had sought to expand the
definition of qualified hedging transac-
tions to include hedging transactions
conducted by a controlled foreign
corporation that is a currency coordina-
tion center, i.e,, a controlled foreign
corporation that aggregates the cur-
rency exposures of related controlled
foreign corporations and hedges such
exposures. The statute provides, how-
ever, that a transaction must satisfy the
business needs of the particular con-
trolled foreign corporation. See also
Joint Committee on Taxation Staff,
General Explanation of the Tax Reform
Act of 1986, 99th Cong., 2d Sess. 976
(1986).



Section 1.954-2(a)(4)(ii)(B) provides
identification requirements for a bona
fide hedging transaction. The same-day
identification and the recordkeeping
requirements of §1.1221-2 apply for
transactions entered into on or after
March 7, 1996. For bona fide hedging
transactions entered into prior to this
date and after July 22, 1988, the
transaction must be identified by the
close of the fifth day after the day on
which it is entered into. For bona fide
hedging transactions entered into prior
to July 22, 1988, the transaction must
be identified reasonably contempo-
raneously with the date it is entered
into but no later than within the normal
period prescribed under the method of
accounting of the controlled foreign
corporation used for financial reporting
purposes.

Section 1.954-2(a)(4)(ii)(C) de-
scribes the treatment of transactions
that are misidentified as hedging trans-
actions, and hedging transactions that
the taxpayer fails to identify as such.
Paragraph (a)(4)(ii)(C) aso provides
relief for taxpayers that have identified,
or failed to identify, a hedging transac-
tion due to inadvertent error. These
misidentification rules are substantially
similar to the rules in 81.1221-2(f),
modified for purposes of the subpart F
regime.

Section 1.954-2T(a)(4)(iii) defines
regular dedler, and states that, ‘‘pur-
chasing and selling property through a
regulated exchange or off-exchange
market (for example, engaging in fu-
tures transactions) is not actively
engaging as a merchant’’ for purposes
of these rules. This provision was
intended to mean that such purchasing
and selling activity aone, in the
absence of other activities, will not
qualify a controlled foreign corporation
as a regular dealer within the meaning
of paragraph (@)(4)(iii). Because com-
menters indicated that this reference to
purchasing and selling through a regu-
lar exchange or off-exchange market
was confusing, this provision was
removed. Further, the definition of
regular dealer was amended. Section
1.954-2(a)(4)(iv) provides that a con-
trolled foreign corporation will be a
regular deder if it regularly and
actively offers to, and in fact does,
engage in certain specified activities
with customers who are not related
persons (as defined in section
954(d)(3)) with respect to the CFC.
Examples were added to clarify that a
controlled foreign corporation that

qualifies as a dealer under 8§1.954—
2(a)(4)(iv) will not be disqualified from
being treated as a regular dealer
because it also engages in transactions
with related persons.

The temporary regulations define
dealer property as property held by a
controlled foreign corporation that is a
regular dealer in property of such kind
in its capacity as a deaer. The
temporary regulations also state that
property held for investment or spec-
ulation is not dealer property. A
commenter suggested that property
should be considered dealer property
within the meaning of 8§1.954-2T(a)-
(4)(iv) if the controlled foreign corpo-
ration holding the property is a regular
dealer in such property. This comment
was rejected because it proposes an
unduly expansive definition of dealer
property. Paragraph (a)(4), therefore,
generally continues to define dealer
property in the same manner as the
temporary regulations.

The final regulations do clarify,
however, that if a controlled foreign
corporation qualifies as a regular
dealer, al of the property held in a
dealer capacity by that corporation is
treated as dealer property. Thus, dealer
property includes property arising from
a transaction entered into with a related
person, as long as the controlled
foreign corporation is a regular dealer
and holds the property in its capacity
as a dedler, and not for investment or
speculation. The examples of §1.954—
2(a)(4)(vi) illustrate this rule. A rule
has been added for licensed securities
dealers under which only securities
identified as held for investment under
section 475(b) or 1236 will be treated
as held for investment or speculation.
Also, to conform to amendments to
section 954(c)(1)(B) made by the Tech-
nical and Miscellaneous Revenue Act
of 1988, §1.954-2(a)(4)(v)(C) provides
that a bona fide hedging transaction
with respect to dealer property is
treated as a transaction in dealer
property.

Section 954(c)(2)(B) and 8§1.954—
2T(b)(2) exclude from foreign personal
holding company income export financ-
ing interest that is derived in the active
conduct of a banking business. A
commenter suggested that paragraph
(b)(2) should treat a controlled foreign
corporation as engaged in the conduct
of a banking business even if it
transfers the servicing of loans to
related or unrelated parties. This com-
ment was rejected because servicing of

loans is a fundamental element of
banking activity that gives rise to
export financing interest for which an
exception from foreign personal hold-
ing company income is intended.
Section 1.954-2T(b)(2) references
the definition of export financing inter-
est contained in section 904(d)(2)(G).
Under section 904(d)(2)(G), the prop-
erty that is financed must be manufac-
tured, produced, grown or extracted in
the United States by the taxpayer or a
related person. Section 1.954-2(b)(2)
clarifies that §1.927(a)-1T(c)(1) applies
for purposes of determining whether
property is manufactured, produced,
grown or extracted in the United States.

Section 1.954-2T(b)(2) aso provides
that the term export financing interest
does not include income from related
party factoring that is treated as interest
under section 864(d)(1) or (6). The
final regulations contain examples that
clarify that if amounts are not treated
as interest under section 864(d)(1) or
(6) because the exception under section
864(d)(7) applies, these amounts may
be export financing interest under
paragraph (b)(2).

Section 954(c)(3)(A) and 8§1.954—
2T(b)(3) and (4) provide that certain
dividend, interest, rent or royalty in-
come received from related corporate
payors is not included in foreign
personal holding company income. To
reflect amendments to section 954(c)-
(3)(A) by the Revenue Reconciliation
Act of 1989, the final regulations
provide that if a partnership with one
or more corporate partners makes a
payment of interest, rent or royalties,
the interest, rent or royalty payment
will be treated as paid by a corporate
partner to the extent the payment gives
rise to a partnership item of deduction
that is allocable to the corporate partner
or to the extent that a partnership item
reasonably related to the payment
would be allocated to the corporate
partner under an existing allocation
under the partnership agreement. To the
extent the payment is treated as made
by the corporate partner, it will be
excluded from the foreign personal
holding company income of the recip-
ient if the corporate partner otherwise
satisfies the conditions of section
954(c)(3)(A).

Under 8§1.954-2T(b)(3)(ii), interest
may not be excluded from foreign
personal holding company income of
the recipient to the extent the deduction
for interest is allocated to the payor’s
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subpart F income. To clarify how this
rule is to be applied when a controlled
foreign corporation is both the recipient
and payor of interest, 81.954-2(b)(4)-
(i1)(B)(2) was added, which parallels
the rule contained in 81.904-5(k)(2).

Section 1.954-2T(b)(3) provides that,
to exclude dividends and interest re-
ceived from related corporate payors
from foreign personal holding company
income, a substantial part of the
payor’'s assets must be used in a trade
or business in the payor’'s country of
incorporation. Section 1.954-2T(b)-
(3)(iv) provides that a substantial part
of the payor’s assets will be considered
to be used in a trade or business in the
payor’s country of incorporation if, for
each quarter of the taxable year, the
average value of its assets which are so
used is over 50 percent of the average
value of all of its assets (determined as
of the beginning and end of the
quarter). To simplify the application of
this rule, 81.954-2(b)(4)(iv) provides
that the average value of assets is to be
determined on a yearly rather than a
quarterly basis by averaging the values
of assets as of the close of each
quarter.

Section 1.954-2T(b)(3)(vi)(A) pro-
vides that for purposes of the substan-
tial assets test, tangible property (other
than inventory) is generally considered
located where it is physically located.
Paragraph  (b)(3)(vi)(B) contains an
exception for property temporarily lo-
cated elsewhere for inspection or re-
pair. A commenter suggested that, in
addition to this exception, the regula-
tions should restore the exception con-
tained in prior regulations that treated
purchased property located abroad and
intended for prompt shipment to the
country of incorporation as property
located in the country of incorporation.
This comment was rejected because
this provision would have been incon-
sistent with the rule that property
purchased for use in a trade or business
is not considered used in a trade or
business until it is placed in service.

Section 1.954-2T(b)(3)(vii)(A) pro-
vides that for purposes of the substan-
tial assets test, the location of
intangible property is determined based
on the site of the activities conducted
by the payor during the taxable year in
connection with the use or exploitation
of the property. The country in which
services are performed is determined
under the principles of section 954(e)
and 81.954-4(c). This rule was
amended to provide more comprehen-
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sive guidance to determine the situs of
activities in connection with the use or
exploitation of intangible property. Sec-
tion 1.954-2(b)(4)(vii)(B) provides that
the country in which the activities
connected to the use or exploitation of
property are conducted is the country
in which the expenses associated with
these activities are incurred by the
payor or its agent or an independent
contractor.

Section 1.954-2T(b)(3)(vii)(A) pro-
vides that the intangible property is
considered located in the payor’s coun-
try of incorporation during each quarter
of the taxable year if the activities
connected with its use or exploitation
are conducted in its country of incor-
poration during the entire taxable year.
A commenter argued that this test is
inconsistent with the quarterly deter-
mination required by the substantial
assets test of 81.954-2T(b)(3)(iv).
Changes were made to the location of
property rules (81.954-2(b)(4)(vi)
through (ix)) so that relevant deter-
minations are made for each quarter
separately.

The final regulations continue to
reserve on the provision of specia
rules regarding the location of assets of
banks and insurance companies for
purposes of the same-country excep-
tion. Comments are invited regarding
the need for special guidance on this
issue.

Several comments questioned the
application of the rules of 8§1.954-
2T(b)(6), pursuant to which interest
income of a controlled foreign corpora-
tion that is described in section 103 is
included in foreign personal holding
company income but is characterized as
tax-exempt interest when included in
the gross income of the United States
shareholders. The purpose of this rule
was to prevent a person from avoiding
the consequences of the alternative
minimum tax provisions by investing in
tax-exempt obligations described in
section 103 through a controlled for-
eign corporation.

The final regulations reserve on the
treatment of tax-exempt interest. The
administrative complexity of applying
the rule described in the temporary
regulations, and the potential for dou-
ble taxation that it creates, argue
against its continued application. Pro-
posed regulations, published elsewhere
in *** [INTL-75-92, page 39, this
Bulletin], will provide rules regarding
the treatment of tax-exempt interest. In
the interim, the rules of the temporary
regulations continue to apply.

Section 1.954-2T(b)(5) provides that
the determination whether rents and
royalties are derived from the active
conduct of a trade or business is made
under the facts and circumstances of
each case, and refers to paragraphs (c)
and (d) for the application of its
provisions. Commenters have asked
whether only the facts and circum-
stances described in paragraphs (c) and
(d may be considered. The fina
regulations are clarified to reflect that
whether rents or royalties are derived
in the active conduct of a trade or
business is determined solely under the
provisions of paragraphs (c) and (d).

Section 1.954-2T(c)(2)(iii) defines
active leasing expenses for purposes of
determining whether rental income is
derived in the active conduct of a trade
or business. A commenter suggested
that paragraph (c)(2)(iii) be amended to
state that if a corporation sells property
of the same type as the property that is
leased, the corporation’s expenses that
are of the type described in that
paragraph may be pro-rated on any
reasonable basis between the leasing
and the sales function. It was deter-
mined that the change requested by this
commenter was unnecessary because
paragraph (c)(2)(iii) already defines
active leasing expenses as deductions
properly allocable to rental income.

A commenter suggested that an
example be added to §1.954-2T(c) to
illustrate that expenses such as pay-
ments to third parties for insurance,
utilities and repairs are considered
active leasing expenses and not
amounts paid to agents or independent
contractors. The regulations were
amended in response to this comment.
Section 1.954-2(c)(2)(iii)(D) provides
that the term active leasing expenses
does not include payments to agents or
independent contractors other than pay-
ments for insurance, utilities and other
expenses for like services or capitalized
property. A similar change was made
to the definition of the term adjusted
leasing profit.

Section 954(c)(1)(B) and 8§1.954—
2T(e) include in foreign personal hold-
ing company income the excess of
gains over losses from certain property
transactions. Section 1.954-2T(e)(1)(i)
provides that gain or loss that is treated
as capital gain or loss under section
988(a)(1)(B) is not foreign currency
gain or loss but rather gain or loss
from a property transaction under para-
graph (e). A commenter contended that
gain or loss from transactions described



in section 988(a)(1)(B) should be
characterized as gain or loss described
in section 954(c)(1)(C) and 8§1.954—
2T(f) rather than in section 954(c)-
(D(B) and paragraph (e). This com-
ment was rejected, because the capital
transactions described in section
988(a)(1)(B) are more appropriately
subject to the provisions of section
954(c)(1)(B) and paragraph (€). This
provision is now contained in 81.954—
2(9)(5).

A commenter asked that gain from a
disposition of stock of a subsidiary be
excluded from foreign persona holding
company income to the extent that gain
from the subsidiary’s disposition of its
assets would be so excluded. There is
no statutory authority for the position
recommended by the commenter, how-
ever. In addition, the look-through
treatment proposed by the commenter
is inconsistent with the treatment pre-
scribed for dispositions of interests in a
partnership or trust under section
954(c)(1)(B)(ii). For these reasons, the
comment was rejected.

Pursuant to §1.954-2T(e)(3)(vi), gain
from a disposition of non-depreciable
intangible property or goodwill is
characterized as foreign personal hold-
ing company income unless the intang-
ible property is disposed of in con-
nection with a disposition of the entire
trade or business of the controlled
foreign corporation. Commenters have
argued that the gain should be excluded
from foreign personal holding company
income if such property is used in the
trade or business of the controlled
foreign corporation, without regard to
whether an entire trade or business of
the controlled foreign corporation is
sold.

The regulations were modified in
response to this comment. Section
1.954-2(e)(3)(iv) excludes from foreign
personal holding company income any
gain or loss of a controlled foreign
corporation from a disposition of intan-
gible property, goodwill or going con-
cern value to the extent used or held
for use in the trade or business of the
controlled foreign corporation.

Section 1.954-2T(e)(4) provides that
gain or loss from the sale, exchange or
retirement of a debt instrument is
included in the computation of foreign
personal holding company income un-
der paragraph (e) with certain excep-
tions. However, a loss on a debt
instrument taken in consideration for
the sale or exchange of property is
excluded from foreign persona holding

company income if the gain or loss
from that underlying sale or exchange
is not includible in foreign base com-
pany income. This rule was eliminated
from the final regulations because it
was inconsistent to prevent a controlled
foreign corporation from using these
losses to offset subpart F income when
gain from such debt instruments was
not excepted from the genera inclusion
rule.

Section 1.954-2T(e)(5) provides that
rights to acquire property, other than
certain property that is dealer property
or inventory property, are characterized
as property that does not give rise to
income for purposes of section 954(c)-
(1)(B). One commenter has suggested
that such rights should not be charac-
terized as property that does not give
rise to income. This comment was
rejected because any gain that may
arise upon a disposition of an option,
warrant, or other right to acquire
property, other than gain from a
disposition of inventory or dealer prop-
erty, is income of the type intended to
be characterized as foreign personal
holding company income for purposes
of section 954(c)(1)(B). The provisions
of 81.954-2T(e)(5) are now incorpo-
rated into the definition of property that
does not give rise to income under
§1.954-2(e)(3). However, the final reg-
ulations clarify that notional principal
contracts are excluded from the defini-
tion of property that does not give rise
to income. (But see 81.954-2(f), (g)
and (h).)

Section 954(c)(1)(C) and 8§1.954—
2T(f) provide rules for including the
excess of gains over losses from
commodities transactions in foreign
personal holding company income.
Several commenters argued that
81.954-2T(f)(2)(i) defines commodity
too broadly, and that, like sections 553
and 864, the regulations should apply
only to commodities that are actively
traded on a regulated exchange. This
comment was rejected because the
statute and its legislative history make
clear that section 954(c)(1)(C) is in-
tended to apply broadly to any com-
modity of a kind that is actively traded.
Thus, there is no reason to distinguish
income from a disposition of a com-
modity actively traded on a regulated
exchange from income from a disposi-
tion of a commodity of a kind that is
otherwise actively traded.

Although §1.954-2(f)(2)(i) no longer
explicitly provides that nonfunctional
currency is a commodity, nonfunctional

currency continues to fall within the
general definition of commodity. Con-
sequently, foreign currency is still
treated as a commodity if the currency
is actively traded or if contractua
interests in the currency are actively
traded. Under the ordering rules of
paragraph (a)(2), however, paragraph
(g) (foreign currency transactions) con-
tinues to apply before paragraph (f).
Thus, unless an election is made under
section 988(c)(1)(D)(ii), a currency fu-
tures contract is treated as a com-
modities transaction, while a currency
forward contract is generally treated as
a foreign currency transaction.

Section 1.954-2T(f)(1) excludes
gains and losses from qualified active
sales and qualified hedging transactions
from the computation of foreign per-
sonal holding company income under
paragraph (f). In defining qualified
active sale, paragraph (f)(3) requires
substantially all of the controlled for-
eign corporation’s business to be as an
active producer, processor, merchant or
handler of commodities of like kind.
Commenters argued that by using the
phrase ‘‘of like kind,”’ §1.954-2T(f)(3)
defines qualified active sales too nar-
rowly. The ‘‘of like kind'’ language
was not intended to require that all of
the commodities be of one kind, but
rather that the controlled foreign corpo-
ration must be an active producer, etc.
with respect to each kind of com-
modity. To avoid confusion, the ‘‘of
like kind’ language has been elimi-
nated from the definition of the term
qualified active sale.

Section 1.954-2T(f)(3)(ii) defines the
term sale of commodities. Commenters
guestioned the requirement, incorpo-
rated in the definition of this term, that
the corporation hold the commodity in
physical form. This comment was
accepted. The final regulations no
longer require the controlled foreign
corporation to hold the commodity in
physical form. Section 1.954-2(f)(2)-
(iii)(B) reguires only that the controlled
foreign corporation hold the commodity
directly and not through an independent
contractor. The retention of this re-
guirement is consistent with the legisla-
tive history of section 954(c)(1)(C),
which makes clear that the exclusion
from foreign personal holding company
income was intended to apply only
with respect to commodities for which
controlled foreign corporations are ac-
tive producers, processors, handlers or
merch