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The IRS Mission

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

Introduction

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

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

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

Rulings and procedures reported in the Bulletin do not have
the force and effect of Treasury Department Regulations,
but they may be used as precedents. Unpublished rulings
will not be relied on, used, or cited as precedents by Service
personnel in the disposition of other cases. In applying pub-
lished rulings and procedures, the effect of subsequent leg-
islation, regulations, court decisions, rulings, and proce-

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

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

The Bulletin is divided into four parts as follows:

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

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

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

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

For sale by the Superintendent of Documents, U.S. Government Printing Office, Washington, DC 20402.



ADMINISTRATIVE

Rev. Proc. 2000-12, page 387.

This procedure contains the qualified intermediary (Ql)
withholding agreement as well as guidance for entering
into the agreement. The objective of the QI withholding
agreement is to simplify withholding and reporting obliga-
tions for payments of income (including interest, divi-
dends, royalties, and gross proceeds) made to an account
holder through one or more foreign intermediaries. Rev.
Proc. 98-27 superseded and Notice 99-8 obsoleted.

REG-105606-99, page 421.
Proposed regulations under section 41(f) of the Code relate
to the computation and allocation of the credit for increasing

2000-4 I|.R.B.

research activities for members of a controlled group of tax-
payers. A public hearing is scheduled for April 26, 2000.

Notice 2000-7, page 419.

Section 1504(d) elections; deferral of termination.
This notice provides guidance regarding the effect of the re-
peal of certain Canadian banking legislation on elections
under section 1504(d) of the Code.

Announcement 2000-6, page 428.

This announcement corrects final regulations T.D. 8845,
1999-51 I.R.B. 684, under section 6501 of the Code relat-
ing to the valuation of prior gifts in determining estate and
gift tax liability, and to the period of assesing and collecting
gift tax.

January 24, 2000



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

Section 162.—Trade or Business riod. All these expenditures are referred t@9, 84 (1992)Commissioner v. ldaho

Expenses herein as “ISO 9000 costs.” Power Co, 418 U.S. 1, 16 (1974). More-
Although ISO 9000 certification is vol- over, as the Supreme Court has specifically
26 CFR 1.162-1: Business expenses. untary, it increasingly is a contractual rerecognized, the “decisive distinctions [be-

(Also §§ 263, 263A; §§ 1.263(a)-1, 1.263(a)-2,

1.263A-1) quirement for doing business with manyween capital and ordinary expenditures]

organizations, both public and privateare those of degree and not of kind,” and a
Business expenses; capital expendi-worldwide. ISO 9000 certification also iscareful examination of the particular facts

tures; 1SO 9000 costsCosts incurred by an alternative to product certification inof each case is requiredDeputy v. du

a taxpayer to obtain, maintain, and renewome foreign markets, particularly thePont 308 U.S. 488, 496 (194Q¥elch v.

ISO 9000 certification are deductible aguropean Union. Helvering 290 U.S. 111, 114 (1933).
ordinary and necessary business expensesW AND ANALYS! In determining whether a current deduc-
under section 162 of the Code, except tjoA SIS tion or capitalization is the appropriate tax

the extent they result in the creation or ac- gection 162 and § 1.162-1(a) of the mt_reatme_nt for an expenditur(_a, it is importan_t
quisition of an asset having a useful lifg.gme Tax Regulations generally allow do con§|der the extent to wh|ch_ the expendi-
substantially beyond the taxable yeagequction for all the ordinary and necegture will produce future benefitsSee IN-

(e.9., a quality manual). Rev. Proc. 99-48,ry expenses paid or incurred during tHg©@PCQ 503 U.S. at 87-88.  1SO 9000
modified and amplified. taxable year in carrying on any trade ofertification potentially results in a number

business. Courts generally have construdj PEnefits for ataxpayer. For example, cer-

§ 162 as containing five conditions that afflication may improve the overall quality of
Rev. Rul. 20004 expenditure must meet to qualify for delhe taxpayer’s business operations, give the

duction. The expenditure must be (1) alf*Payer a marketing advantage by differen-
ISSUE expense, (2) ordinary, (3) necessary, (45at|ng it from non-certified competitors, en-

paid or incurred during the taxable yea@me the taxpayer to retain customers that

Are costs incurred by a taxpayer to obzq (5) made to carry on a trade or busPedin requiring their suppliers to be certi-
tain, maintain, and renew ISO 9000 certinass. See Commissioner v. Lincoln SaJied: and enable the taxpayer to expand its
fication deductible as ordinary and necessnq | pan Ass’n403 U.S. 345 (1971). existing business to new r_narkets_ and new
sary business expenses under § 162 of theggction 263(a) and § 1.263(a)-1(a) prd;us@o_mers that require their suppliers to be
Internal Revenue Code, or must they bgige that no deduction is allowed for an};;ertlﬂed. These benefits generally both re-
capitalized under 88 263 or 263A? amount paid out for permanent improve'—ate to the current taxable year and extend

ments or betterments made to increase thgYond the taxable year in which the tax-
value of any property or estate. SectioR&Yer obtains ISO 9000 certification. Sec-

ISO 9000 is a series of international.263(a)-2(a) provides that capital experfio 263(2), however, requires an examina-

standards for quality management sysditures include the cost of acquisition, contion of not only the duration of the benefits,

tems that was developed by the Internatruction, or erection of buildings, machinPUt also the extent of the benefiSee IN-

tional Organization for Standardizationery and equipment, furiture and fixturesPOPCQ 503 U.S. at 87 (the mere presence

(1S0). The ISO 9000 series of standardand similar property having a useful life®f @ incidental future benefit may not war-
is comprised of several specific requiresubstantially beyond the taxable year. ~ 'ant capitalization). See alscRev. Rul.
ments that are intended to ensure a quality Section 263A provides that the direcP6-62, 1996-2 C.B. 9 (training costs gener-
process in providing services or productand indirect costs properly allocable to re!¥ @re deductible under § 162 even though
to an organization’s customers. or tangible personal property produced b{!€y may have some future benefit); Rev.
To obtain ISO 9000 certification, an orgathe taxpayer or real or personal property d&Ul- 94-12, 1994-1 C.B. 36 (incidental re-
nization may incur internal and externabcribed in § 1221(1) that is acquired by thBall costs generally are deductible under §
costs to assess its current quality processeaxpayer for resale must be capitalizedt62 €ven though they may have some future
create a quality manual, train its employee§ection 1.263A-1(e)(4)(v)(F) cites qualityPenefi;; Rev. Rul. 92-80, 1992-2 C.B. 57
and implement the new quality system. Igontrol policy as an example of an indirectadvertising costs generally are deductible
addition, the organization incurs costs to otsost that generally is not allocated to prgdnder 8 162 even though they may have
tain formal certification from an independentiuction or resale activities. some future effect on business activities).
auditor (or “registrar”) that its quality man- Through provisions such as 8§ 162(a), SO 9000 certification does not re_sult n
agement system conforms to a specific IS@63(a), and 263A, the Code generally erfuture benefits that are more than incidental.
9000 standard. This certification generaligleavors to match expenses with the reJ-€ benéfits derived from ISO 9000 certifi-
lasts from two to four years. After the initialenues of the taxable period to which the egation are akin to the current benefits de-
certification, the organization incurs addipenses are properly attributable, theret¥ed from advertising, training, and similar
tional costs for periodic audits to maintain itsesulting in a more accurate calculation OeFxpen’dltures_ incurred in operating the tax-
certification and to renew the certificationnet income for tax purposeSeee.g, IN- PaYer's business, retaining existing cus-

upon expiration of the initial certification pe-DOPCO, Inc. v. CommissioneB03 U.S. OMErs, or simply improving the overall
quality or attractiveness of the taxpayer’s
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business operations. Although the enjpayment to obtain liquor license was a capA taxpayer wanting to change its method
hanced marketability of the taxpayer’s seiital expenditure)Harman v. Commissioner of accounting to conform with the holding
vices or products resulting from ISO 9000’2 T.C. 362 (1979) (initiation fees requiredn this revenue ruling must follow the au-
certification may vyield future benefits suchto obtain a seat on the New York Stock Extomatic change in accounting method pro-
as repeat business or increased marketange were capital expenditureShjaron visions of Rev. Proc. 99-49, 1999-52
share, these future benefits are incidental to Commissiongi66 T.C. 515 (1976xff'd, |.R.B. 725, except that the scope limita-
the primary benefit of current sales. ExperB91 F.2d 1273 (9 Cir. 1978) (costs in- tions in section 4.02 of Rev. Proc. 99-49
ditures that primarily benefit current operaeurred by an attorney for admission to varido not apply. However, if the taxpayer is
tions generally are deductibl8ee, e.g., Van ous bars were capital expenditures). under examination, before an appeals of-
Iderstine Co. v. Commissione261 F.2d  Accordingly, ISO 9000 certification doesfice, or before a federal court with respect
211 (29 Cir. 1958) (payments made to supnot itself result in the creation of an assdb any income tax issue, the taxpayer
pliers to ensure a continuing supply of ravhaving a useful life substantially beyond thenust provide a copy of the Form 3115,
materials were deductiblegnow v. Com- taxable year. To the extent the ISO 9008pplication for Change in Accounting
missioner 31 T.C. 585 (19585cq, 1959-2 certification processresults in the creation Method, to the examining agent(s), ap-
C.B. 7 (payments made to protect and supf an asset, however, § 263(a) requires capeals officer, or counsel for the govern-
plement the taxpayer’s income from its exitalizing the costs allocable to creating thament, as appropriate, at the same time that
isting law business were deductiblepee asset. For example, the costs of creatingitdfiles the copy of the Form 3115 with the
also T.J. Enterprises, Inc. v. Commissignequality manual must be capitalized, evenational office. The Form 3115 must con-
101 T.C. 581 (1993) (expenses incurred timnough costs of periodic updates to the matain the name(s) and telephone number(s)
protect, maintain, or preserve a taxpayersal may be deducted. 8§ 263A; %fthe examining agent(s), appeals officer,
business generally are deductible). 1.263A-2(a)(2)(ii) Domestic Managementor counsel for the government, as appro-
Further, even if ISO 9000 certificationBureau v. CommissioneB88 B.T.A. 640 priate.
facilitates the expansion of the taxpayer'$¢1938) (costs of preparing and printing a
existing business, the mere ability to sell itraining manual were capital expendituresy; FFECT ON OTHER DOCUMENTS
new markets and to new _cus';om_e_rs, Witl‘Re_v._ Rul. 96—_62 (costs of rou_tine updates pf Rev. Proc. 99-49 is modified and am-
out more, (_Jloes not result in S|gn|f|cant fu{_ralnl_ng materlfa_ls are deductible). I_n add'plified to include the prospective change
ture benefits. C_ompare Briarcliff Candy tion, !f _the certification process requwes_th(f.n accounting method in the APPENDIX.
Corp. v. Commissiongd75 F.2d 775 (¥ acquisition of an asset, such as machinery
Cir. 1973) (expenditures incurred by thend equipment, the costs of that asset MBBRAFTING INFORMATION
taxpayer to develop a new market fobe capitalized under § 263(a). L )
wholesale customers, which gave the tax- Further, ISO 9000 costs, other than costs 1€ Principal author of this revenue
payer little more than an expectation oincurred during the certification process thdt!ling is Kimberly L. Koch of the Office
hope of future sales, were deductible undere allocable to creating an asset such a®GAssistant Chief Counsel (Income Tax
§ 162):Sun Microsystems v. Commissigneruality manual, are not costs that are alloc&nd Accounting). For further information
T.C. Memo 1993-467 (costs incurred tdle to production or resale activities for pur'€9arding this revenue ruling, contact Ms.
promote sales of computer workstationposes of the uniform capitalization rules oOch at (202) 622-4950 (not a toll-free
were not capital expenditures because ti§263A, and thus are not subject to the rul&@!)-
anticipated long-term benefits from theset forth in that section or the regulations
customer relationship were “softer” andhereunder. See§ 1.263A-1(e)(4)(iv)(F) . )
more speculative than the immediate bengguality control expenditures generally ex-SeCt'Or‘_263-—(:6‘!3Ital
fits from the salesyith FMR Corp. v. cepted from uniform capitalization rules). EXpenditures
Commissioner110 T.C. 402 (1998) (costs
to develop and launch mutual funds, whic

resulted in new long-term managemengqgis incurred by a taxpayer to obtain, . i
contracts, were capital expenditures). maintain. and renew ISO 9000 certifica- . /"€ ¢0sts incurred by a taxpayer to obtain, main-
Because ISO 9000 certification yields; ' . ) tain, and renew ISO 9000 certification deductible as
%ion are deductible as ordinary and nec- ordinary and necessary business expenses under

only incidental future benefits, 1ISO 9000essary business expenses under § 162, §162, except to the extent they result in the creation

costs are distinguishable from costs incurreg(cept to the extent they result in the crear acquisition of an asset having a useful life sub-
to obtain licenses, stock trading privilegesdtiOn or acquisition of an asset having a stantially beyond the taxable year (e.g., a quality
state bar certifications, and similar markety gt Jife substantially beyond the tax- manual)? See Rev. Rul. 20004, page 331.

entry requirements that have been held to bg o year€.g.,a quality manual).
capital expenditures. Unlike ISO 9000 cer-

tification, these requirements are an esseAPPLICATION Section 338.—Certain Stock
tial element to the establishment of the tax- ) Purchases Treated As Asset
payer’s business and result either in a ANY change in a taxpayer's method oy ¢ jisitions

separate and distinct asset or in significa@CCOUNting to conform with this revenue

future benefits. Seee.g, Nachman v. Com- ruling is a change in method of accountzg crR 1.338-1T: General principles; status of old
missioner 191 F.2d 934 (8 Cir. 1951) ing to which the provisions of 8§ 446 andarget and new target (temporary).
481 and the regulations thereunder apply.
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T.D. 8858 temporary regulations are in 881.338—-2T(d),R.B. 346)) a notice of proposed rulemak-
1.338-2T(e)(4), 1.338-5T(d)(3),ing. The notice contained proposed regula-
1.338-10T(a)(4), 1.338(h)(10)-1T(d)(2)tions under sections 338 and 1060 of the In-

DEPARTMENT OF THE TREASURY and 1.1060-1T(e)(ii))(A) and (B). The col-ternal Revenue Code of 1986. The

Internal Revenue Service lections of information are necessary tétemporary and final regulations promul-

26 CFR Parts 1 and 602 make an election to treat a sale of stock agjated in this Treasury decision are substan-

sale of assets, to calculate and collect the dprely the same as the proposed regulations

propriate amount of tax in a deemed or agublished on August 10, 1999. The Ser-
tual asset acquisition, and to determine thece and Treasury believe that the com-
bases of assets acquired in a deemed or awents received on the proposed regulations
tual asset acquisition. warrant further consideration. For instance,

These collections of information are rethe Service and the Treasury received sev-

AGENCY: Internal Revenue Servicequired to obtain a benefit. The likely re-eral comments requesting reconsideration

(IRS), Treasury. spondents and/or recordkeepers are smafl(1) the provision in §1.338-3(b)(2)(ii) of

ACTION: Temporary regulations. businesses or pr_gan_iza_tions, businessdbe proposed regulations stating that a pur-
or other for-profit institutions, and farms. chase of target stock occurs only so long as

SUMMARY: This document contains  The regulation provides that a sectiomore than a nominal amount is paid for

temporary regulations relating to the allog3g election is made by filing Form 8023such share, and (2) the example in

cation of purchase price in deemed anflhe burden for this requirement is re§1.338-1(a)(2) of the proposed regulations
actual asset acquisitions. The temporafected in the burden of Form 8023. Thestating that if target is an insurance com-
regulations determine the amount realizegbgulation also provides that both a sellgsany for which a section 338 election is

and the amount of basis allocated to eagthd a purchaser must each file an asset asade, then the deemed asset sale will be
asset transferred in a deemed or actugljisition statement on Form 8594. Theharacterized and taxed as an assumption:
asset acquisition and affect transactiongyrden for this requirement is reflected imeinsurance transaction. The temporary
reported on either Form 8023 or Formhe burden of Form 8594. regulations reserve the purchase issue ad:

8594. The intended effect of the tempo- The burden for the collection of infor-dressed in §1.338-3(b)(2)(ii) of the pro-

rary regulations is to remove and replacgation in §1.338-2T(e)(4) is as follows: posed regulations pending further consider-

many of the current temporary and finaEstimated total annual reporting/recordation of the comments. The temporary

Purchase Price Allocations in
Deemed and Actual Asset
Acquisitions

regulations sections under sections 33&eping burden: 25 hours regulations retain the assumption-reinsur-
and 1060 and renumber others. Estimated average annual burden per rance example because the example prop-
DATES: Effective Date These regula- qundent/recordkeeper: 0.56 hours erly illustrates the principles of the pro-
tions are effective January 6, 2000. Estimated number of respondents/record)ose_d and temporary_regulanons. The
keepers: 45 Service and Treasury will give further con-
Applicability Dates For dates of ap- Estimated annual frequency of responsesideration to the interaction of section 338
plicability of these regulations, seepn occasion and the assumption-reinsurance rules and
§1.338(i)-1T and §1.1060-1T(a)(2). Comments concerning the accuracy dhe need for additional guidance on how the

FOR FURTHER INFORMATION CON- this b_urden_ estimate and suggestions f@ssumption-reinsurance rules should work
TACT: Richard Starke of the Office of"€ducing this burden shquld be sent to thia the antext of_a deemed asset sale.
Assistant Chief Counsel (Corporate)'ntemal Revenue Serw_ce Attn: IRS NotW|thstand|ng such comments, the
(202) 622-7790 (not a toll-free number). Repo_rts Clearance Officer, OP:ES:FFproposed_ regulations gener_ally were favor-

Washington, DC 20224, and to ttdfice ably received, and the Service and Treasury
SUPPLEMENTARY INFORMATION:  of Management and BudgetAttn: Desk are convinced that, in general, the proposed

Officer for the Department of the Trearegulations provide clearer guidance and
Paperwork Reduction Act sury, Office of Information and Regula-better rules than the current final and tem-

tory Affairs, Washington, DC 20503. porary regulations under sections 338 and

The collections of information con-  Books or records relating to a collec1060. Accordingly, pending further review

tained in these temporary regulationgion of information must be retained a®f the comments received on the proposed
have been reviewed and approved by theng as their contents may become materegulations, the Service and Treasury are
Office of Management and Budget in acia| in the administration of any internalreplacing existing temporary and final reg-
cordance with the Paperwork Reductiofeyenue law. Generally, tax returns andlations with the proposed rules published
Act of 1995 (44 U.S.C. 3507(d)) undefiax return information are confidential, aon August 10, 1999.

the control number 1545-1658. required by 26 U.S.C. 6103. As soon as feasible, final regulations
An agency may not conduct or sponsor, will be promulgated, replacing these new
and a person is not required to respond tBackground temporary regulations. All comments re-

a collection of information unless it dis- on AUgUSt 10. 1999. the IRS and Treageived in response to the requests for

{)r:f;ygfﬁc\éag?I\;:‘EZOL&ZTPSLEESJ%”Z? bgury published in th&ederal Register comments contained in the notice of Au-
Vlanage! ¢ BUGGEL  (REG-107069-97, 64 FR 43461 (1999-38uSt 10, 1999, will be considered in the
The collections of information in these course of preparing the final regu|at|0ns_

2000-4 |.R.B. 333 January 24, 2000



Special Analyses in a qualified stock purchase or if a trade dher information would be arbitrary. In-
] business which is also a small business &gead, these regulations authorize the
It has been determined that these tempgansferred in a taxable transaction. ForrGommissioner to exclude certain transac-
rary regulations are not a significant regulagn23 (on which an election to treat a stockions from the reporting requirements.

tory action as defined in Executive Ordegje a5 an asset sale is filed) has been sub- _
12866. Therefore, a regulatory assessment§itted to and approved by the Office oPrafting Information

not required. It has been determined that\3anagement and Budget. With respect to The brincipal author of these requla-
final regulatory flexibility analysis is re- Form 8023, the IRS estimated that 20%ons ispRicthrd Starke, Office of thG?AS-
qqlred for the coI]eonn of information in f5rms would be filed each year and thalici-« Chief Counsel ('Cor orate). How-
this Treasury decision under 5 U.S.C. 6044ch taxpayer would require 12.98 hours Qer. other personnel fronﬁ the IRS and
This analysis is set forth below under thgompiy, Form 8594 (on which a sale or Cyeasur Dep artment participated exten-
heading “Final Regulatory Flexibility Act qisition of assets constituting a trade OLivel inytheirpdevelo rr?ent P

Analysis.” Pursuant to section 7805(f) ofysiness is reported) has also been submit- y . % % Fi .

the Internal Revenue Code, these temporaiyy o and approved by the Office of Man-

regulations will be submitted to the Chiefygement and Budget. With respect to Formdoption of Amendments to the

Counsel for Advocacy of the Small Businesgsgy, the IRS estimated that 20,000 formRegulations

Administration for comment on their impact,,quid be filed each year and that each tax-

on small business. payer would require 12.25 hours to comply. Accordingly, 26 CFR parts 1 and 602

Final Regulatory Flexibility Act These estimates have been made availaiie¢ amended as follows:
Analysis for public comment a_nd no public COM-pART 1 INCOME TAXES
ments have been received. The regulations

This analysis is required under the Regdo not impose new requirements on small Paragraph 1. The authority citation for
ulatory Flexibility Act (5 U.S.C. chapter businesses and, in fact, should lessen apgrt 1 is amended by removing the entries
6). This regulatory action is intended tdlifficulties associated with the existing refor 1.338(b)-1, 1.338(b)-3T, and
simplify and clarify the current rules re-porting requirements by clarifying the rulesl.1060-1T and by adding entries in nu-
lating to both deemed and actual asset agssociated with deemed and actual asset agerical order to read in part as follows:
quisitions. The current rules were develquisitions. Authority: 26 U.S.C. 7805 * * *
oped over a long period of time and have The collections of information requireSection 1.338-6T also issued under 26
been repeatedly amended. The IRS ardxpayers to file an election in order tdJ.S.C. 337(d), 338, and 1502.
Treasury believe these temporary reguldreat a stock sale as an asset sale. In ad8iection 1.338-7T also issued under 26
tions will significantly improve the clarity tion, taxpayers must file a statement rel.S.C. 337(d), 338, and 1502.
of the rules relating to both deemed andarding the amount of consideration alloSection 1.338-8 also issued under 26
actual asset acquisitions. cated to each class of assets under theS.C. 337(d), 338, and 1502.

The major objective of these temporaryesidual method. The professional skillSection 1.338-9 also issued under 26
regulations is to modify the rules for allo-that would be necessary to make the elett.S.C. 337(d), 338, and 1502.
cating purchase price in both deemed aritbn or allocate the consideration wouldSection 1.338—10T also issued under 26
actual asset acquisitions. In additionbe the same as those required to prepar&)es.C. 337(d), 338, and 1502.* * *
these temporary regulations replace theeturn for the small business. Section 1.1060-1T also issued under 26
general rules for electing to treat a stock Consideration was given to limiting theU.S.C. 1060.* * *
sale as an asset sale. reporting requirements under section Par. 2. In the list below, for each sec-

These collections of information may af-1060 to trades or businesses meetingt®@n indicated in the left column, remove
fect small businesses if the stock of a cothreshold level of business activity. Howthe language in the middle column and
poration which is a small entity is acquirecever, any threshold derived without fur-add the language in the right column:

Section Remove Add
1.56(g)-1(k)(1) of 81.338(b)-2T(b), of 81.338-6T(b),
if otherwise if otherwise
1.56(g)-1(k)(1) of 881.338(b)-2T(c)(1) of 81.338-6T(c)(1)
and (2) also and (2) also
1.368-1(a) (k) and 1.338-2(c)(3). (k) and 1.338-3T(c)(3).
1.368-1(e)(6)Example see 81.338-2(c)(3) (which see 81.338-3T(c)(3) (which
4, paragraph (ii)
1.597-2(d)(5)(iii)(B) (see 81.338(b)-3T) (see 81.338-7T)
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1.597-5(0)3)(0)

under 881.338(b)-2T(b),
(c)(1) and (2).

under 81.338-6T(b),
(c)(1) and (2).

1.597-5(d)(2)(i)

under §81.338(b)-2T(b),
(c)(1) and (2).

under §1.338-6T(b),
(c)(1) and (2).

1.921-1T(b)(1), A-1

and §1.338-1(d).

and 81.338-2T(d).

1.1031(d)-1T

see §1.1060-1T(b), (d),
and (g)Example (3).

see §1.1060-1T(b), (c),
and (d)Example 1.

1.1031(j)~1(b)(2)(iii)

in §1.1060-1T(d).

in 81.338-6T(b), to
which reference is made
by §1.1060-1T(c)(2).

1.1502-75(K)

See §1.338(h)(10)—
1(e)(6) for

See §1.338(h)(10)-
1T(d)(7) for

1.1502-76(b)(1)(ii)(A)YD)

See §1.338-1(e)(5)
(deemed

See §1.338-10T(a)(5)
(deemed

§1.338-0 through 1.338-3 [Removed] (6) Deemed asset sale.
Par. 3. Sections 1.338-0 througl{7) Deemed sale gain.

1.338-3 are removed. (8) Deemed sale return.
Par. 4. Sections 1.338-0T through9) Domestic corporation.

(vi) Good faith effort to comply.

81.338-3T Qualification for the section
338 electior(temporary).

1.338-3T are added to read as follows: (10) Old target’s final return. (a) Scope.

§1.338-0T Outline of topiqsemporary). (11) Purchasing corporation. (b) Rules relating to qualified stock pur-
This section lists the captions containeg12) Qualified stock purchase. chases.

in the regulations under section 338 ag13) Related persons. (1) Purchasing corporation requirement.

follows: (14) Section 338 election. (2) Purchase.

81.338-1T General principles; status 0(15) Section 338(h)(10) election. (i) Definition.

old target and new targétemporary). (16) Selling group.
(a) In general. (17) Target; old target; new target. (i) Purchase of target affiliate.
(1) Deemed transaction. (18) Target affiliate. (3)Acquisitions of stock from related
(2) Application of other rules of law. (19) 12-month acquisition period. corporations.
(3) Overview. (d) Time and manner of making election. (i) In general.
(b) Treatment of target under other provi(€) Special rules for foreign corporationgii) Time for testing relationship.

sions of the Internal Revenue Code. ~ Or DISCs. (iif) Cases where section 338(h)(3)(C) ap-
(1) General rule for subtitle A. (1) Elections by certain foreign purchas- plies—acquisitions treated as pur-

(2) Exceptions for subtitle A. ing corporations. chases.

(ii) Purchase of target. [Reserved]

(3) General rule for other provisions of(i) General rule.
(i) Qualifying foreign purchasing corpo- (4) Acquisition date for tiered targets.

the Internal Revenue Code.

(c) Anti-abuse rule.
(1) In general.

ration.

(i) Qualifying foreign target.

(iv) Triggering event.

(iv) Examples.

(i) Stock sold in deemed asset sale.
(i) Examples.
(5) Effect of redemptions.

(2) Examples.
. (v) Subject to United States tax. (i) General rule.

‘831'3?8_21— Nomenclature_and def|n|-(2) Acquisition period. (i) Redemptions from persons unrelated

t!ons, mechanics of the section 338 EIe(‘(3) Statement of section 338 may be filed to the purchasing corporation.

tion (temporary). by United States shareholders in cefiii) Redemptions from the purchasing

(a) Scope. tain cases. corporation or related persons during

(b) Nomenclature. (4) Notice requirement for U.S. persons  12-month acquisition period.

(c) Definitions. holding stock in foreign market. (A) General rule.

(1) Acquisition date. (i) General rule. (B) Exception for certain redemptions

(2) Acquisition date assets. (i) Limitation. from related corporations.

(3) Affiliated group. (iif) Form of notice. (iv) Examples.

(4) Common parent. (iv) Timing of notice. (c) Effect of post-acquisition events on el-

(5) Consistency period. (v) Consequence of failure to comply. igibility for section 338 election.
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(1) Post-acquisition elimination of target.  chased stock.

ADSP and AGUB among target assets

(2) Post-acquisition elimination of the(d) Basis of nonrecently purchased stocKtemporary).

purchasing corporation. gain recognition election.
(3) Consequences of post-acquisitiorfl) No gain recognition election.
elimination of target. (2) Procedure for making gain recogn

(i) Scope. tion election.
(i) Continuity of interest. (3) Effect of gain recognition election.
(iii) Control requirement. (@) In general.

(i) Basis amount.

(iii) Losses not recognized.

iv) Stock subject to election.
) Liabilities of new target.

(2) In general.

(2) Time and amount of liabilities.

(3) Interaction with deemed sale gain.

(f) Adjustments by the Internal Revenu
Service.

(g) Examples.

(iv) Example.

§1.338-4T Aggregate deemed sale pric
various aspects of taxation of the deem
asset salétemporary).

(a) Scope.
(b) Determination of ADSP.
(1) General rule.
(2) Time and amount of ADSP.
(i) Original determination.
(i) Redetermination of ADSP.
(iif) Example. _ AGUB among target assetemporary).
(c) Grossed-up amount realized on the

sale to the purchasing corporation ofa) Scope.

the purchasing corporation’s recently1) In general.

purchased target stock. (2) Fair market value.

(1) Determination of amount. (i) In general.
(2) Example. (ii) Transaction costs.

(d) Liabilities of old target. (iii) Internal Revenue Service authority.

(2) In general.
(2) Time and amount of liabilities.
(3) Interaction with deemed sale gain. _
(e) Calculation of deemed sale gain. tion for Class | assets.
(f) Other rules apply in determining(2) Other assets.

ADSP. (i) In general.
(g) Examples. (ii) Class Il assets.

(h) Deemed sale of target affiliate stock. (il}) Class Il assets.
(1) Scope. (iv) Class IV assets.

(2) In general. (v_) Class V assets.
(3) Deemed sale of foreign target affiliatdVl) Cass VI assets.
by a domestic target. (vii) Class VIl assets.

(4) Deemed sale producing effectivel
connected income.

AGUB.

Revenue Service.

(5) Deemed sale of insurance compangp) Certain limitations and other rules fo

target affiliate electing under section _2llocation to an asset.

953(d).
(6) Deemed sale of DISC target affiliate.
(7) Anti-stuffing rule.
(8) Examples.

81.338-5T Adjusted grossed-up basis
(temporary).

value.
(2) Allocation subject to other rules.
(3) Special rule for allocating AGUB
when purchasing corporation has no
recently purchased stock.
(i) Scope.

(a) Scope.

(b) Determination of AGUB.
(1) General rule.

(2) Time and amount of AGUB.
(i) Original determination.

(i) Redetermination of AGUB.
(i) Examples.

chase price.
(i) Allocation of AGUB.

disposition.
(d) Examples.

(1) Reduction in the amount of considera

)/(3) Other items designated by the Intern

(1) Allocation not to exceed fair market

n_
(i) Determination of hypothetical pur-

(4) Liabilities taken into account in deter
mining amount realized on subseque

(a) Scope.

i_(b) Allocation of redetermined ADSP and

AGUB.

(c) Special rules for ADSP.

(1) Increases or decreases in deemed sale
gain taxable notwithstanding old tar-
get ceases to exist.

(2) Procedure for transactions in which
section 338(h)(10) is not elected.

(i) Deemed sale gain included in new tar-
get’s return.

(i) Carryovers and carrybacks.

(A) Loss carryovers to new target taxable
years.

(B) Loss carrybacks to taxable years of
old target.

e

81.338-6T Allocation of ADSP and(C) Credit carryovers and carrybacks.

(3) Procedure for transactions in which
section 338(h)(10) is elected.

(d) Special rules for AGUB.

(1) Effect of disposition or depreciation of
acquisition date assets.

(2) Section 38 property.

(e) Examples.

(b) General rule for allocating ADSP and81.338-8 Asset and stock consistency.

(a) Introduction.

(1) Overview.

(2) General application.

(3) Extension of the general rules.

(4) Application where certain dividends
are paid.

(5) Application to foreign target affiliates.

(6) Stock consistency.

(b) Consistency for direct acquisitions.

(1) General rule.

E%F) Section 338(h)(10) elections.

¢) Gain from disposition reflected in

. basis of target stock.

(1) General rule.

(2) Gain not reflected if section 338 elec-
tion made for target.

(3) Gain reflected by reason of distribu-
tions.

(4) Controlled foreign corporations.

(5) Gain recognized outside the consoli-
dated group.

(d) Basis of acquired assets.

(1) Carryover basis rule.

(2) Exceptions to carryover basis rule for
certain assets.

;1(,(3) Exception to carryover basis rule for
de minimis assets.

(4) Mitigation rule.

(i) General rule.

(c) Grossed-up basis of recently pur81.338-7T Allocation of redetermined(ii) Time for transfer.
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(e) Examples. (a) Scope. turn.

(2) In general. (b) Application of section 338 to foreign (D) Erroneous filing of return for regular
(2) Direct acquisitions. targets. tax yeatr.
() Extension of consistency to indirect(1) In general. (E) Last date for payment of tax.
acquisitions. (2) Ownership of FT stock on the acquisi{7) Examples.
(2) Introduction. tion date. (b) Waiver.
(2) General rule. (3) Carryover FT stock. (1) Certain additions to tax.
(3) Basis of acquired assets. (i) Definition. (2) Notification.
(4) Examples. (ii) Carryover of earnings and profits. (3) Elections or other actions required to
(g) Extension of consistency if dividendq(iii) Cap on carryover of earnings and be specified on a timely filed return.
qualifying for 100 percent dividends profits. (i) In general.
received deduction are paid. (iv) Post-acquisition date distribution of(ii) New target in purchasing corpora-
(1) General rule for direct acquisitions  old FT earnings and profits. tion’s consolidated return.
from target. (v) Old FT earnings and profits unaf-(4) Examples.
(2) Other direct acquisitions having same fected by post-acquisition date

§1.338(h)(10)-1T Deemed asset sale and

effect. deficits. liquidation (temporary)
(3) Indirect acquisitions. (vi) Character of FT stock as carryover '
(4) Examples. FT stock eliminated upon disposition.(a) Scope.
(h) Consistency for target affiliates that(4) Passive foreign investment companyb) Definitions.
are controlled foreign corporations. stock. (1) Consolidated target.
(2) In general. (c) Dividend treatment under section(2) Selling consolidated group.
(2) Income or gain resulting from asset 1248(e). (3) Selling affiliate; affiliated target.
dispositions. (d) Allocation of foreign taxes. (4) S corporation target
(i) General rule. (e) Operation of section 338(h)(16). [Re{5) S corporation shareholders.
(i) Basis of controlled foreign corpora- served] (6) Liquidation.
tion stock. (f) Examples. (c) Section 338(h)(10) election.

(iif) Operating rule.
(iv) Increase in asset or stock basis.

(2) In general.

§1.338-10T Filing of returngtempo- (2) Simultaneous joint election require-

rary).

(3) Stock issued by target affiliate that is a ment.

controlled foreign corporation. (a)Returns including tax liability from (3) Irrevocability.
(4) Certain distributions. deemed asset sale. (4) Effect of invalid election.
(i) General rule. (2) In general. (d) Certain consequences of section
(i) Basis of controlled foreign corpora-(2) Old target’s final taxable year other- 338(h)(10) election.

tion stock. wise included in consolidated return(1) P.
(i) Increase in asset or stock basis. of selling group. (2) New T.
(5) Examples. (i) General rule. (3) Old T—deemed sale.
(i) [Reserved] (ii) Separate taxable year. (i) In general.
(j) Anti-avoidance rules. (iif) Carryover and carryback of tax attrib-(ii) Tiered targets.
(1) Extension of consistency rules. utes. (4) Old T and selling consolidated group,
(2) Qualified stock purchase and 124iv) Old target is a component member of selling affiliate, or S corporation

month acquisition period. purchasing corporation’s controlled shareholders—deemed liquidation;
(3) Acquisitions by conduits. group. tax characterization.
(i) Asset ownership. (3) Old target is an S corporation. (i) In general.
(A) General rule. (4) Combined deemed sale return. (ii) Tiered targets.
(B) Application of carryover basis rule. (i) General rule. (5) Selling consolidated group, selling af-
(i) Stock acquisitions. (ii) Gain and loss offsets. filiate, or S corporation shareholders.
(A) Purchase by conduit. (iif) Procedure for filing a combined re-(i) In general.
(B) Purchase of conduit by corporation. turn. (i) Basis and holding period of T stock
(C) Purchase of conduit by conduit. (iv) Consequences of filing a combined not acquired.
(4) Conduit. return. (i) T stock sale.
(5) Existence of arrangement. (5) Deemed sale excluded from purchag6) Nonselling minority shareholders
(6) Predecessor and successor. ing corporation’s consolidated return.  other than nonselling S corporation
(i) Persons. (6) Due date for old target’s final return. shareholders.
(i) Assets. (i) General rule. (i) In general.
(7) Examples. (i) Application of §1.1502—-76(c). (i) T stock sale.

. . (A) In general. (iii) T stock not acquired.

§1.338-9 International aspects of sectio ) Deemed extension. (7) Consolidated return of selling consoli-

338. (C) Erroneous filing of deemed sale re- dated group.
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(8) Availability of the section 453 install- 1.338—7T, 1.338-8, 1.338-9, 1.338-10Ting §1.441-1T(b)(2), a new target may

ment method. 1.338(h)(10)-1T, and 1.338(i)-1T. Seeadopt a taxable year on or before the last
(i) In deemed asset sale. also §1.338-6T(c)(2). Other rules of landay for making the election under section
(i) In deemed liquidation. may characterize the transaction as som&38 by filing its first return for the desired
(9) Treatment consistent with an actuathing other than or in addition to a saléaxable year on or before that date.

asset sale. and purchase of assets; however, it must(2) Exceptions for subtitle ANew tar-
(e) Examples. be a taxable transaction. For example, get and old target are treated as the same
(f) Inapplicability of provisions. target is an insurance company for whiclkorporation for purposes of—
(g9) Required information. a section 338 election is made, the (i) The rules applicable to employee

: : deemed asset sale would be characterizbdnefit plans (including those plans de-
Z1.22gg)lil'lTGEfr:jr:;IVEr?:éffairg'pg{a?trgg. Oﬁind taxe_d as an assur_nption—reinsura_nseribed in sections 79, 104, 105, 106,_1_25,
old target and new targe{tempor,ary) ransaction under applicable Federal int27, _129, 13_2, 137_, and 220), qualified

(a) In generd—(1) Deemed tran.sac- come tax Ia\_/v. See §_1:8_17—4(d). ~pension, proflt-sharmg_, stock bonus and
tion. Elections are available under sec- (3) Overview Definitions and speual annuity p_lans_ _(sect|ons 401(a) _and
tion.338 when a purchasing Corporatiorr]]om_enclature and _rules for malgng th@,OS(g)), simplified empI(_))_/ee pensions
acquires the stock of another Corporatiosectlon 338 eIe<_:F|0n_ are prowded_ |r(_sect|0n 408(k)_), tax qualified stock op-
(the target) in a qualified stock purchas §1.338—2'_I'. Quahﬂcatlon fo_r the sectiontion plz_ins (sections 42_2 and 423), welfare
One type of election, under sectioe338 election is addressed in §;.338—3'benef|t funds (sections 419, 419A,
338(g), is available to th'e purchasing Corr]]'he amount for WhICh old target is treate($12(a)_(3), and_49_76), volunt_ary employee
poratio'n Another type of election undefS selling all of_ its assets (th_e aggregateenefit assomgtlons (section 501(c)(9)
section é38(h)(10) is. in more Iimit'ed Cir__deemed sale price, or ADSP) is anressamq_ the regulatlons thereunder);
cumstances avail’ablie jointly to the pur'—n §1.3_38—4T. The amount for which new (i) Sect|on_s 1311 through 1314 (r_elz_it-
chasing corr;oration and the sellers of thtearget is deeme_d to have purchased a_II |ilsg to th_e m|t|ga_t|on of the effect of I_|m|-_
stock. (Rules concerning eligibility forassets (the adjusted _grossed-up basis, tations) if a section 338(h)(10) election is
thesé elections are contained in § GUB) is addressed in §1.338—5_T. Secnot__r_nade fpr target; _
1.338-2T 1.338-3T angdion 1.338-6T addresses allocation bot_h (i) _Sect|on 108(e)(5) (relating to the
1.338(h)(1,0)—1T) .Although’ target is aof ADSP among the assets old target |Eed_uct|on qf purchase money debt); _
si.ngle corporatioﬁ under corporate law, i eemed to have sold an_d of AGUB among (iv) Section 45A_(relat|n_g to the Indlgn
a section 338 election is made. then t,wohe assets new tz_irget is deemed to hatnployment Credit), s_ectlon 5_1 (relat_mg
separate corporations, old targét and ne urchgsed. Section 1.338-7T addressé&s the Worl_< Opportunity Credit), section
target, generally are ’considered 0 eXisz%Iocanon of ADSP or AGUB when those51A _(relatlng to_ the Welfare 'FO Work
for pu’rposes of subtitle A of the Internallamour?ts change after the close of new taGredit), and section 1396 (relating to the
Revenue Code. Old target is treated gset’s_ﬂrst taxable year. Asse_zt and stocEmpowerment Zone Act); _
transferring all olf its assets to an unrelated nS|ste_ncy are addressed in §1.338-8. (v)_ Sectlons_ 401(h) a_nd 420 (relating to
person in exchange for consideration tha{lternatl(_)nal aspects of section 338__armed_|cal be_neﬂts for ret|r_ees); o
includes the assumption of, or taking Subgovered in 81.338-9. Rules for the filing (vi) Section 414 (relating to definitions
. L ' . f returns are provided in 81.338-10Tand special rules);

Ject to, I|_a_b|I|t|es, af‘d new target s treate ligibility for and treatment of section and

f;st;;qpueli?(?na”]O;)'(tsh";snsgeetsfgro?oigigg:es:38(h)(10) elections is addressed in (vii) Any other provision d_esignated in
tion that includes the assumption of o 1.338(h)(10)-1T. the Internal Revenue Bulle_tln by the In-
taking subject to liabilities. (Such trans- . (_b) Treatment of target under other pro-ternal Reven_ue S_erwce. See
action is, without regard t(; its characteriV1S1ONS of the Internal Revenue Cedfl) 8601.601(d)(2)(ii) of this chapter (relat-

! General rule for subtitle A Except as ing to the Internal Revenue Bulletin). See

f;i??eéo,{ol:aeg?;ael (Ijnecemz tg;gfrslﬁzes%?vided in this section, new target i€1.1001-3(e)(4)(F) providing that an

. Alated as a new corporation that is unrelection under section 338 does not result
the income tax consequences thereof s L .
) . Tated to old target for purposes of subtitlén the substitution of a new obligor on tar-
the deemed sale gain.) |If a sectio )
L .A of the Internal Revenue Code. Thus—get’s debt.
338(h)(10) election is made, old target is" . : . .
L : (i) New target is not considered related (3) General rule for other provisions of
also deemed to liquidate following the .
to old target for purposes of section 168he Internal Revenue CodeExcept as
deemed asset sale. : . : : :
L and may make new elections under segrovided in the regulations under section
(2) Application of other rules of law . . o . .
. tion 168 without taking into account the338 or in the Internal Revenue Bulletin by
Other rules of law apply to determine the . .
tax consequences to the parties as if th(gzlectlons made by old target; and the Internal Revenue Service (see
q '€ b . y(ii) New target may adopt, without ob-8601.601(d)(2)(ii) of this chapter), new
had actually engaged in the transactions. . . . . : .
. ining prior approval from the Commis-target is treated as a continuation of old
deemed to occur under section 338 an .
sioner, any taxable year that meets the rearget for purposes other than subtitle A of
§81.338-0T through 1.338-7T, 1.338-8, . )
quirements of section 441 and anyhe Internal Revenue Code. For exam-
1.338-9, 1.338-10T, 1.338(N)(10)-1T,1 04 of accounting that meets the reple
and 1.338(i)-1T except to the extent oth- 9 ®

erwise provided in §§1.338-0T throughquwements of section 446. Notwithstand- (i) New target is liable for old target's
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Federal income tax liabilities, includingold target. For purposes of this paraen or before the close of T's acquisition
the tax liability for the deemed sale gairgraph (c)(1), an interest in an entity iglate; new T refers to T for subsequent pe-
and those tax liabilities of the other memeonsidered held or used in connectioriods.

bers of any consolidated group that inwith an activity if property of the entity is  (2) P is the purchasing corporation.
cluded old target that are attributable tso held or used. The authority under this (3) The P group is an affiliated group of
taxable years in which those corporationparagraph (c)(1) includes the making o#vhich P is a member.

and old target joined in the same consolany necessary correlative adjustments.  (4) P1, P2, etc., are domestic corpora-
dated return (see §1.1502-6(a)); (2) Examples.The following examples tions that are members of the P group.

(i) Wages earned by the employees dflustrate this paragraph (c): (5) T1, T2, etc., are domestic corpora-
old target are considered wages earned byExample 1 Prior to a qualified stock purchasetions that are target affiliates of T. These
such employees from new target for purdnder section 338, target transfers one of its assetsdgporations (T1, T2, etc.) have only one

. a related party. The purchasing corporation then .
poses of sectlon_s 3_101 and 3111 (Fed_er&fmhaseS the target stock and also purchases lass of stock outstanding and may also
Insurance Contributions Act) and sectiofyansferred asset from the related party. After it9€ targets.
3301 (Federal Unemployment Tax Act)purchase of target, the purchasing corporation and (6) S is a domestic corporation (unre-
and target are members of the same affiliated group. fated to P and B) that owns T prior to the

(iii) Old target and new target must usgection 338 election is made. Under an a”angemﬁﬂhrchase of Tbhy P. (S is referred to in
th | identificati b with the purchaser, target continues to use _thg sepa . hich it i iate t )

e same employer identification number, .../ ancferred asset to more than an insignifica@S€S 1N Which it is appropriate to con

(c) Anti-abuse rule—(1) In generd.  extent in connection with its own activities. Apply-Sider the effects of having all of the out-
For purposes of applying the residuahg the anti-abuse rule of this paragraph (c), thetanding stock of T owned by a domestic
method of §§1.338—0T through 1.338—7TGommissioner may consider target to own the trangorporation.)

1.338-8, 1.338-9, 1.338-1QT,ferred assetfor purposes of applying section 338 and (7y o 3 U.S. citizen or resident, is an
1.338(h)(10)-1T, and 1.338())-1T, the'® B0 o> o ol the stook of 71, INiVidual (unrelated to P and B) who
Commissioner is authorized to treat any |eases intellectual property to T, which T uses i®WNs T prior to the purchase of T by P.
property (including cash) transferred bytonnection with its own activities. P, a purchasindA is referred to in cases in which it is ap-
old target in connection with the transaccorporation, wishes to buy the T-T1 chain of corpopropriate to consider the effects of having
tions resulting in the application of the/@tions. P in connection with its planned purchasg)| of the gutstanding stock of T owned by
. f the T stock, contracts to consummate a purchase . .. . . .. ;
residual method as, nonetheless, p_ro_p_ergyaII the stock of T1 on March 1 and of all the stoctdl! INdividual who is a U.S. citizen or resi-
of target at the close of the acquisitioRs T on March 2. Section 338 elections are therdd€nt. Ownership of T by A and ownership
date if the property so transferred, withirafter made for both T and T1. Immediately after th@f T by S are mutually exclusive circum-
24 months after the deemed asset sale,pigchases, P, T and T1 are members of the same gtances.)
filiated group. T continues to lease the intellectual (8) B, a U.S. citizen or resident, is an

owned by new target, or is owned, di:
individual (unrelated to T, S, and A) who

L property from T1 and to use the property to more
re(_:t_ly or indirectly, bY a member of _thethan an insignificant extent in connection with its
affiliated group of which new target is agwn activities. Thus, an asset of T, the T1 stockOWNS the stock of P.
member and continues after the electionas removed from T ‘s own assets prior to the quali- (9) F, used as a prefix with the other
to be held or used to more than an irfied stock purchase of the T stock, T1's own asseterms in this paragraph (b), connotes for-
significant extent in connection with one?'® used after the deemed asset sale in connectigiyy rather than domestic, status. For ex-

f the activities of new tar etW'th T's own activities, and the T1 stock is after the le, FT is a foreign corporation (as de-
or more o o . ) 9€l4eemed asset sale owned by P, a member of tﬂénp _' . g P )
The Commissioner is authorized to treafame affiliated group of which T is a member. Apfined in section 7701(a)(5)) and FAis an
any property (including cash) transferreglying the anti-abuse rule of this paragraph (c), thindividual other than a U.S. citizen or res-
to old target in connection with the transCommissioner may, for purposes of application ofdent.
actions resulting in the application of the?ection 338 both to T .and to T1, consider P to have (1 gy CEC, used as a prefix with the
idual method as, nonetheless, not bei pauant only the stock of T, with T at the time of the ther terms in this paragraph (b) referrin
resi ! ! IE]galified stock purchases of both T and T1 (the quap . paragrap g
property of target at the close of the agfied stock purchase of T1 being triggered by thd0 @ corporation, connotes a controlled
quisition date if the property so trans-deemed sale under section 338 of T's assets) ownifigreign corporation (as defined in section
ferred by the transferor is, within 24T1. The Commissioner would accordingly apply957, taking into account section 953(c)).
months after the deemed asset sale, nlief\gl'o” 338 first at the T level and then at the T, corporation identified with the prefix F
owned by new target but owned, directl : ._.may be a controlled foreign corporation.
ned by 9 . y§1.338—2T Nomenclature and definihoy . . 9 P
or indirectly, by a member of the affiliated, " " . . The prefix CFC is used when the corpora-
tions; mechanics of the section 338 ele

group of which new target is a member o %ion's status as a controlled foreign corpo-

fion (temporary). R,
owned by new target but held or used to () Scope This section prescribes ruIeSratlon is significant.

more than an insignificant extent in con-_* - . . (c) Definitions For purposes of the
; . L . relating to elections under section 338. . .
nection with an activity conducted, di- regulations under section 338 (except as

rectly or indirectly, by another member of (b) Nomenclature For purposes of the otherwise provided):

the affiliated group of which new target isregulatlons under section 338 (except as (1) Acquisition date.The termacquisi-
tion datehas the same meaning as in sec-

. o . otherwise provided):
a member in combination with other : . .
(1) T is a domestic target corporatloréion 338(h)(2)
that has only one class of stock outstand- (2) Acquisition date assetscquisition

property acquired, directly or indirectly,
from the transferor of the property (or a . )
ing. Old Trefers to T for periods endlngdate assetare the assets of the target held

member of the same affiliated group) to
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at the beginning of the day after the acqufiliation rule of §1.338—-10T(a)(2)(i) ap- targetrefers to target for subsequent peri-
sition date (other than assets that were nplies or if target is an S corporation, tareds.
assets of old target). get’'s deemed sale return is considered old (18) Target affiliate The termtarget

(3) Affiliated group. The termaffili- target's final return. affiliate has the same meaning as in sec-
ated grouphas the same meaning as in (11)Purchasing corporationThe term tion 338(h)(6) (applied without section
section 338(h)(5). Corporations are affilipurchasing corporatiorhas the same 338(h)(6)(B)(i)). Thus, a corporation de-
ated on any day they are members of theeaning as in section 338(d)(1). The pusscribed in section 338(h)(6)(B)(i) is con-
same affiliated group. chasing corporation may also be referresidered a target affiliate for all purposes

(4) Common parentThe ternrcommon to as purchaser. Unless otherwise pra@f section 338. If a target affiliate is ac-
parenthas the same meaning as in sectiorided, any reference to the purchasinguired in a qualified stock purchase, it is
1504. corporation is a reference to all memberalso a target.

(5) Consistency period.The consis- of the affiliated group of which the pur- (19)12-Month acquisition periodThe
tency periodis the period described inchasing corporation is a member. Se¥2-month acquisition periois$ the period
section 338(h)(4)(A) unless extended pursections 338(h)(5) and (8). Also, unlesdescribed in section 338(h)(1), unless ex-
suant to §1.338-8(j)(1). otherwise provided, any reference to theended pursuant to §1.338-8(j)(2).

(6) Deemed asset saleThedeemed purchasing corporation is, with respect to (d) Time and manner of making elec-
asset salas the transaction described ina deemed purchase of stock under sectition. The purchasing corporation makes a
§1.338-1T(a)(1) that is deemed to occu38(a)(2), a reference to new target witlsection 338 election for target by filing a
for purposes of subtitle A of the Internalrespect to its own deemed purchase atatement of section 338 election on Form
Revenue Code if a section 338 election istock in another target. 8023 in accordance with the instructions
made. (12) Qualified stock purchase The to the form. The section 338 election

(7) Deemed sale gain. Deemed salterm qualified stock purchashas the must be made not later than the 15th day
gain refers to, in the aggregate, the Fedsame meaning as in section 338(d)(3). of the 9th month beginning after the
eral income tax consequences (generally, (13) Related personsTwo persons are month in which the acquisition date oc-
the income, gain, deduction, and loss) aklated if stock in a corporation owned byurs. A section 338 election is irrevoca-
the deemed asset salbeemed sale gain one of the persons would be attributettle. See §1.338(h)(10)-1T(c)(2) for sec-
also refers to the Federal income tax comunder section 318(a) (other than sectiotion 338(h)(10) elections.
sequences of the transfer of a particul&818(a)(4)) to the other. (e) Special rules for foreign corpora-
asset in the deemed asset sale. (14) Section 338 election A section tions or DISCs—(1) Elections by certain

(8) Deemed sale return Thedeemed 338 electionis an election to apply sec-foreign purchasing corporations(i)
sale returnis the return on which target’stion 338(a) to target. A section 338 elecGeneral rule A qualifying foreign pur-
deemed sale gain is reported that does natn is made by filing a statement of secehasing corporation is not required to file
include any other items of target. Targetion 338 election pursuant to paragraph statement of section 338 election for a
files a deemed sale return when a sectidd) of this section. The form on whichqualifying foreign target before the earlier
338 election (but not a section 338(h)(10bhis statement is filed is referred to in the@f 3 years after the acquisition date and
election) is filed for target and target is aegulations under section 338 as the Forthe 180th day after the close of the pur-
member of a selling group (defined in8023 Elections Under Section 338 focchasing corporation’s taxable year within
paragraph (c)(16) of this section) that file€orporations Making Qualified Stockwhich a triggering event occurs.

a consolidated return for the period thaPurchases. (i) Qualifying foreign purchasing cor-
includes the acquisition date or is an S (15) Section 338(h)(10) electionA poration A purchasing corporation is a
corporation. See §1.338-10T. section 338(h)(10) electiois an election qualifying foreign purchasing corpora-
(9) Domestic corporation.A domestic to apply section 338(h)(10) to target. Ation only if, during the acquisition period
corporationis a corporation— section 338(h)(10) election is made byf a qualifying foreign target, all the cor-
(i) That is domestic within the meaningmaking a joint election for target underporations in the purchasing corporation’s
of section 7701(a)(4) or that is treated a§1.338(h)(10)-1T. affiliated group are foreign corporations

domestic for purposes of subtitle A of the (16) Selling group Theselling group that are not subject to United States tax.
Internal Revenue Code (e.g., to which ais the affiliated group (as defined in sec- (iii) Qualifying foreign target A target
election under section 953(d) or 1504(djion 1504) eligible to file a consolidatedis aqualifying foreign targebnly if target
applies); and return that includes target for the taxabland its target affiliates are foreign corpo-
(i) That is not a DISC, a corporationperiod in which the acquisition date oc+ations that, during target’s acquisition pe-
described in section 1248(e), or a corpceurs. However, a selling group is not amiod, are not subject to United States tax
ration to which an election under sectiomffiliated group of which target is the(and will not become subject to United
936 applies. common parent on the acquisition date. States tax during such period because of a
(10) Old targetss final return. Old tar-  (17) Target; old target; new target. section 338 election). A target affiliate is
get’s final returnis the income tax return Targetis the target corporation as definedaken into account for purposes of the pre-
of old target for the taxable year ending ah section 338(d)(2).0ld targetrefers to ceding sentence only if, during target’s
the close of the acquisition date that intarget for periods ending on or before th&2-month acquisition period, it is or be-
cludes the deemed sale gain. If the disaflose of target's acquisition dateNew comes a member of the affiliated group
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that includes the purchasing corporation.United States shareholders. SURY REGULATIONS SECTION

(iv) Triggering event A triggering (4) Notice requirement for U.S. personsl.338-2T(e)(4). FOR POSSIBLE
eventoccurs in the taxable year of theholding stock in foreign market(i) Gen- UNITED STATES FEDERAL INCOME
qualifying foreign purchasing corporationeral rule. If a target subject to a sectionTAX CONSEQUENCES UNDER SEC-
in which either that corporation or any338 election was a controlled foreign corTION 551, 951, 1248, OR 1293 OF THE
corporation in its affiliated group be-poration, a passive foreign investmenfiNTERNAL REVENUE CODE OF 1986
comes subject to United States tax. company, or a foreign personal holding HAT MAY APPLY TO YOU, SEE

(v) Subject to United States taxror company at any time during the portion of REASURY REGULATIONS SECTION
purposes of this paragraph (e)(1), a foiits taxable year that ends on its acquisitioh.338-9(b). YOU MAY BE REQUIRED
eign corporation is considered subject tdate, the purchasing corporation must dd-O ATTACH THE INFORMATION AT-
United States tax— liver written notice of the election (and aTACHED TO THIS NOTICE TO CER-

(A) For the taxable year for which thatcopy of Form 8023, its attachments an@AIN RETURNS.
corporation is required under §1.6012—2(ghstructions) to— (iv) Timing of notice. The notice re-
(other than 8§1.6012-2(g)(2)(i)(B)2to (A) Each U.S. person (other than ajuired by this paragraph (e)(4) must be
file a United States income tax return; or member of the affiliated group of whichdelivered to the U.S. person on or before

(B) For the period during which thatthe purchasing corporation is a membeahe later of the 120th day after the acquisi-
corporation is a controlled foreign corpo{the purchasing group member)) that, otion date of the particular target or the day
ration, a passive foreign investment comthe acquisition date of the foreign targeton which Form 8023 is filed. The notice
pany for which an election under sectiomolds stock in the foreign target; and is considered delivered on the date it is
1295 is in effect, a foreign investment (B) Each U.S. person (other than a pumailed to the proper address (or an ad-
company, or a foreign corporation thechasing group member) that sells stock idress similar enough to complete deliv-
stock ownership of which is described irthe foreign target to a purchasing groupry), unless the date it is mailed cannot be
section 552(a)(2). member during the foreign target’s 12+easonably determined. The date of mail-

(2) Acquisition period For purposes of month acquisition period. ing will be determined under the rules of
this paragraph (e), the teratquisition (ii) Limitation. The notice requirementsection 7502. For example, the date of
periodmeans the period beginning on thef this paragraph (e)(4) applies onlymailing is the date of U.S. postmark or the
first day of the 12-month acquisition pe-where the section 338 election for the forapplicable date recorded or marked by a
riod and ending on the acquisition date. eign target affects income, gain, loss, dedesignated delivery service.

(3) Statement of section 338 electiomuction, or credit of the U.S. person de- (v) Consequence of failure to comply.
may be filed by United States shareholdscribed in paragraph (e)(4)(i) of thisA statement of section 338 election is not
ers in certain cases.The United States section under section 551, 951, 1248, aralid if timely notice is not given to one
shareholders (as defined in sectiod293. or more U.S. persons described in this
951(b)) of a foreign purchasing corpora- (iii) Form of notice The notice to U.S. paragraph (e)(4). If the form of notice
tion that is a controlled foreign corporapersons must be identified prominently afils to comply with all requirements of
tion (as defined in section 957 (taking inta notice of section 338 election andhis paragraph (e)(4), the section 338
account section 953(c))) may file a statemust— election is valid, but the waiver rule of
ment of section 338 election on behalf of (A) Contain the name, address, and en§1.338-10T(b)(1) does not apply.
the purchasing corporation if the purchagloyer identification number (if any) of, (vi) Good faith effort to comply.The
ing corporation is not required undefand the country (and, if relevant, theurchasing corporation will be considered
§1.6012-2(Q) (other thanlesser political subdivision) under theto have complied with this paragraph
§1.6012-2(g)(2)(i)(B)(P to file a United laws of which is organized, the purchasfe)(4), even though it failed to provide no-
States income tax return for its taxabléng corporation and the relevant targetice or provide timely notice to each per-
year that includes the acquisition date(i.e., target the stock of which the particuson described in this paragraph (e)(4), if
Form 8023 must be filed as described itar U.S. person held or sold under the cithe Commissioner determines that the
the form and its instructions and also mustumstances described in paragrappurchasing corporation made a good faith
be attached to the Form 5471 (informage)(4)(i) of this section); effort to identify and provide timely no-
tion return with respect to a foreign cor- (B) ldentify those corporations as theice to those U.S. persons.
poration) filed with respect to the pur-purchasing corporation and the foreig§1.338-3T Qualification for the section
chasing corporation by each United Statdsarget, respectively; and 338 election(temporary).
shareholder for the purchasing corpora- (C) Contain the following declaration (a) Scope. This section provides rules
tion’s taxable year that includes the acquitor a substantially similar declaration):on whether certain acquisitions of stock
sition date (or, if paragraph (e)(1)(i) ofTHIS DOCUMENT SERVES AS NO- are qualified stock purchases and on other
this section applies to the election, for th&ICE OF AN ELECTION UNDER SEC- miscellaneous issues under section 338.
purchasing corporation’s taxable yeafION 338 FOR THE ABOVE CITED (b) Rules relating to qualified stock
within which it becomes a controlled for-FOREIGN TARGET THE STOCK OF purchases—(1) Purchasing corporation
eign corporation). The provisions ofWHICH YOU EITHER HELD OR requirement An individual cannot make
§1.964-1(c) (including 81.964-1(c)(7))SOLD UNDER THE CIRCUM- a qualified stock purchase of target. Sec-
do not apply to an election made by th&E TANCES DESCRIBED IN TREA- tion 338(d)(3) requires, as a condition of a

2000-4 |.R.B. 341 January 24, 2000



qualified stock purchase, that a corporahe stock is considered acquired, target Example 3 (i) On February 1 of Year 1, P acquires
tion purchase the stock of target. If an instock acquired from R is considered t@> percent in value of the R stock from B (the sole

. . . . hareholder of P). That R stock is not acquired by
d|V|dl_JaI forms a corporation (new P) tohave _been acquired by thg purchasing COlirchase. See section 338(h)(3)(A)i). On that date,
acquire target stock, new P can make poration on the day on which the purchasz guns 4 of the 100 shares of T stock. On June 1 of

qualified stock purchase of target if new g corporation is first considered to ownyear 1, P purchases an additional 25 percent in value
is considered for tax purposes to purchagkat stock under section 318(a) (other thaef the R stock, and on January 1 of Year 2, P pur-
the target stock. Facts that may indicatsection 318(a)(4)). chases another 25 percent in value of the R stock. On
that new P does not purchase the target(iv) Examples The following exam- June 1 of Year 2, R acquires an additional 16 shares of

. , . : . ) the T stock. On December 1 of Year 2, P purchases
stock include new P's merging down-ples illustrate this paragraph (b)(3): 68 shares of the T stock from an unrelated person and

stream into target, liquidating, or other- Example 1 () Sis the parent of a group of corpo-13 of the 20 shares of the T stock held by R.
wise disposing of the target stock fO||OW-[ gtIJO;nSu;h;t ffse‘zr;gfggtle";i\(’jaeféoésd?zcsé”n‘i;fue;-itspi:?'or(ii) Of the 12 shares of the T stock purchased by P
i i ’ ’ fom R on December 1 of Year 2, 2 of those shares
:Jnugrcrfgsee purported qualified StOCkVO_I"eme”t in one line of business. To accomplisye deemed to have been acquired by P on June 1 of
: . — this, S forms a new corporation, Newco, with @ noMyear 1, the date on which 2 of the 4 shares of the T
(2) Purchase—(i) Definition. The term inal amount of cash. Shortly thereafter, on January &iock held by R on that date were first considered
purchasd\as the same meaning as in Sedear_ 1, S transfers all the s_tock of the subsidiary CoRwned by P under section 318(a)(2)(C) (i.e., 4 ( .5).
tion 338(h)(3). ducting the unwanted business (Target) to Newco i purposes of this attribution, the R stock need not
(ii) Purchase of target[Reserved] exchange for 100 shares of Newco common stogks acquired by P by purchase. See section 338(h)(1).

™ and a Newco promissory note. Prior to January it
(iii) Purchase of target affiliate Stock %By contrast, the acquisition of the T stock by P from

) > - Year 1, S and Underwriter (U) had entered into & goes not qualify as a purchase unless P has ac-
in a target affiliate acquired by new targebinding agreement pursuant to which U would puryired at least 50 percent in value of the R stock by

in the deemed asset sale of target's assegse 60 shares of Newco common stock from S apghrchase. Section 338(h)(3)(C)(i).) Of the remain-

is considered purchased if, under gene@sg seg tgose shaée\s( in aln Lmtl”ziloPulblIC Offeringng 10 shares of the T stock purchased by P from R
S . . . On January 6, Year 1, the closes. i

prmuples of tax law, new target is ConSId-( ) Yy on December 1 of Year 2, 1 of those shares is deemed

- (ii) Newco’s acquisition of Target stock is one of ;
ered to own stock of the target affiliate, to have been acquired by P on January 1 of Year 2,

: | A1 series of transactions undertaken pursuant to Ofi€s date on which an additional 1 share of the 4
meeting the requirements of sectiomtegrated plan. The series of transactions ends Witfares of the T stock held by R on that date was first

1504(a)(2), notwithstanding that nothe closing of the IPO and the Fransfer of all thgnsidered owned by P under section 318(a)(2)(C)
amount may be allocated to target's stock'"es of stock in accordance with the agreementge (4 (.75) —2). The remaining 9 shares of the T
in the target affiliate. Immediately after the last transaction effected pursiock purchased by P from R on December 1 of Year

- suant to the plan, S owns 40 percent of Newc ;
(3) Acquisitions of stock from related 9, are deemed to have been acquired by P on June 1

) X which does not give rise to a relationship describegf vear 2, the date on which an additional 12 shares
corporations—(i) In general. Stock ac- in  section ~ 338(h)(3)(A)(iii). See€ of the T stock held by R on that date were first con-

quired by a purchasing corporation from &1.338-2T(b)(3)(ii)(C). Accordingly, S and Newcogjgered owned by P under section 318(a)(2)(C) (i.e.,

related corporation (R) is generally nof/€ not related for purposes of sectionag (.75)-3). Because a qualified stock purchase of

; ; 338(h)(3)(A)(iD)- T by P is made on D ber 1 of Year 2, only if all
considered acquired by purchase. Se€e . « hacic i y 1S magde on December L of Year 2, only If &
q yp (iii) Further, because Newco’s basis in the Targe_:[z shares of the T stock purchased by P from R on

SeC__Uon_338(h)(3)(A_)(”')- _ _ stock is not determined by reference to S's basis {at date are considered acquired during a 12-month
(if) Time for testing relationship.For the Target stock and because the transaction is Not giod ending on that date (so that, in conjunction
purposes of section 338(h)(3)(A)(iii), aéxchange to which section 351, 354, 355, or 356 apith the 68 shares of the T stock P purchased on that
purchasing corporation is treated as réies. Newco's acquisition of the Target stock is gjate from the unrelated person, 80 of T's 100 shares
lated to another person if the relationshif"c 25 Within the meaning of section 338(h)(3). ‘are acquired by P during a 12-month period) and be-

o ) I Example 2 (i) On January 1 of Year 1, P pur- ;
speC|f|ed in section 338(h)(3)(A)(III) ex- cause 2 of those 12 shares are considered to have

) chases 75 percent in value of the R stock. On thggen acquired by P more than 12 months before De-
ISts— date, R owns 4 of the 100 shares of T stock. On Juggmper 1 of Year 2 (i.e., on June 1 of Year 1), a qual-

(A) In the case of a single transactionl of Year 1, R acquires an additional 16 shares of fieq stock purchase is not made. (Under
immediately after the purchase of Targetiock- On December 1 of Year 1, P purchases &) 335 g(j)(2), for purposes of applying the consis-
stock: shares of T stock from an unrelated person and 12 fgncy rules, P is treated as making a qualified stock

. ._the 20 shares of T stock held by R. urchase of T if, pursuant to an arrangement, P pur-
(B) In the case of a series of acquisi- (i of the 12 shares of T stock purchased by lghases T stock satisfying the requirements of section

tions otherwise gor_lstituting a _qualifiedfrom R on December 1 of Year 1, 3 of those sharegs504(a)(2) over a period of more than 12 months.)
stock purchase within the meaning of se@re deemed to have been acquired by P on January lgyample 4 Assume the same facts asSkample

tion 338(d)(3), immediately after the lasff Yiar: ﬁatge cli?ate 0?1 thiCh 3 of th? 4 share.sd of § except that on February 1 of Year 1, P acquires 25

acquisition in such series; and stock held by R on that date were first consl ereHerc_ent in value of the R stock by purchase. The re-
. owned by P under section 318(a)(2)(C) (i.e., 4 (.755it is the same as Example 3

_ (C) In the case of a series Qf transacrhe remaining 9 shares of T stock purchased by P (4) Acquisition date for tiered targets

tions effected pursuant to an integratetiom R on December 1 of Year 1, are deemed t Stock sold in deemed asset salban

plan to dispose of Target stock, immedibave been acquired by P on June 1 of Year 1, t

ately after the last transaction in such séte on which an addiional 12 of the 20 shares of €l€Ction under section 338 is made for tar-

fies stock owned by R on that date were first consideregiet, old target is deemed to sell target's

. owned by P under section 318(a)(2)(C) (i.e., (20 §ssets and new target is deemed to acquire
(iii) Cases where sectiddB8(h)(3)(C) .75) -3). Because stock acquisitions by P sufficien o< assets Undgr section 338(h)(3)(2B)

applies—acquisitions treated as pur-or a qualified stock purchase of T occur within a s d q h ¢ K of
chases If section 338(h)(3)(C) applies 12-month period (i.e., 3 shares constructively ofeW target's eeme : purchase of stock o
and the purchasing corporation is treateffuary 1 of Year 1, 9 shares constructively on Juhother corporation is a purchase for pur-
as acquiring stock by purchase from 1 of Year 1, and 70 shares actually on December 1 pioses of section 338(d)(3) on the acquisi-

= ear 1), a qualified stock purchase is made on Dgjon date of target. If new target's deemed
solely for purposes of determining whe ' o
y for purp g ftember 1 of Year 1. purchase causes a qualified stock pur-

January 24, 2000 342 2000-4 |.R.B.



chase of the other corporation and if ¢he 12-month acquisition period satisfiegercent ownership requirements of section
section 338 election is made for the othehe percentage ownership requirements é?g(d)@)' the redemption of P's T stock on Decem-

corporation, the acquisition date for thesection 338(d)(3). tig;ﬁ?}; \;euirstlafdir:;t ggsl? into account as a reduc-

ofth_er corporation is the same as the acqui- (jii) R_edemptions from the pur(_:hasing Example 4. Redemption from related person
sition date of target. However, thecorporation or related persons during 12-taken into accountOn January 1 of Year 1, P pur-
deemed sale and purchase of the otheronth acquisition perioe-(A) General chases 60 of the 100 shares of X stock. On that date,
corporation’s assets is considered to takelle. For purposes of the percentag& oWns 40 of the 100 shares of T stock. On April 1
of Year 1, T redeems X’s T stock and P purchases the

place after the deemed sale and purchagenership requirements of sectlonrernaining 60 shares of T stock from an unrelated

of t_z_irget’s assets. _ 338_(d)(3)’ a redemption Of t_qrget StQCif)erson. For purposes of the 80-percent ownership
(i) Examples The following examples during the 12-month acquisition periotrequirements of section 338(d)(3), the redemption of
illustrate this paragraph (b)(4): from the purchasing corporation or fromthe T stock from X (a person related to P) is taken

Example 1.A owns all of the T stock. T owns 50 any person related to the purchasing cofifto account as a reduction in T's outstanding stock.
of the 100 shares of X stock. The other 50 shares Bforation is not taken into account as a rdf.P had purchased the 40 redeemed shares from X
X stock are owned by corporation Y, which is unre- .. ; . on April 1 of Year 1, all 40 of the shares would have
lated to A, T, or P. On January 1 of Year 1, P makesduction in targets outstandmg StOCk-_ been considered purchased (because of section
qualified stock purchase of T from A and makes a (B) EXception for certain redemptions33s(h)(3)(C)(i)) during the 12-month period ending
section 338 election for T. On December 1 of Year from related corporations A redemption on April 1 of Year 1 (24 of the 40 shares would have
P purchases the 50 shares of X stock held by Y. &f target stock during the 12-month acquieen considered purchased by P on January 1 of
qualified stock purchase of X is made on December &itin, period from a corporation related tOYear _1 and the remaining 16 shares \{vould have been
of Year 1, because the deemed purchase of 50 shaygs . . . . considered purchased by P on April 1 of Year 1).
of X stock by new T because of the section 338 eled!'® purchasing Corpo_ratlo_n is taken int@ee paragraph (b)(3) of this section. Accordingly, P
tion for T and the actual purchase of 50 shares of RCCOUNt as a reduction in target’s outmakes a qualified stock purchase of T on April 1 of
stock by P are treated as purchases made by one cgtanding stock to the extent that the revear 1, because the 60 shares of T stock purchasec
poration. Section 338(h)(8). For purposes of detedeemed stock would have been considy P on that date satisfy the 80-percent ownership
mining whether those purchases occur within a 125 a4 purchased by the purchasinéiqu”emems qf section 338_(d)(3) (i.e., 60/60
month acquisition period as required by section . . ares), determined by taking into account the re-
338(d)(3), T is deemed to purchase its X stock on rgorporation (pecause of SeCtIO_rhemption of 40 shares.
acquisition date, i.e., January 1 of Year 1. 338(h)(3)(C)) during the 12-month acqui- (c) Effect of post-acquisition events on

Example 2 On January 1 of Year 1, P makes &sition period if the redeemed stock ha@ligibility for section 338 election- (1)

qualified stock purchase of T and makes a sectidpeen acquired by the purchasing corporgrost-acquisition elimination of target(i)

338 election for T. On that day, T sells all of thet- ; . .
ion from the related corporation on th
stock of T1 to A. Although T held all of the T1 stock P €The purchasmg corporation may make an

on T's acquisition date, T is not considered to haday of the redemption. See paragrap8lection under section 338 for target even

purchased the T1 stock because of the section 3§8)(3) of this section. though target is liquidated on or after the
election for T. In order for T to be treated as pur- (iv) Examples. The following exam- acquisition date. If target liquidates on the
chasing the T1 stock, T must hold the T1 stock wheples illustrate this paragraph (b)(5): acquisition date, the liquidation is consid-

T's deemed asset sale occurs. The deemed asset salgxample 1 QSP on stock purchase date; re- . .

is considered the last transaction of old T at the C|0%mptionpfrom %nrelated persgn during 12_m0nthered_t0 occur on the fOIIOWI’ng day and im-

of T's acquisition date. Accordingly, the T1 stockperiod. A owns all 100 shares of T stock. On Janu/N€diately after new target's deemed pur-

actually disposed of by T on the acquisition date ifiry 1 of Year 1, P purchases 40 shares of the T sto@ilase of assets. The purchasing

not included in the deemed asset sale. Thus, T doggm A. On July 1 of Year 1, T redeems 25 sharesorporation may also make an election

not make a qualified stock purchase of T1. from A. On December 1 of Year 1, P purchases 20nder section 338 for target even though
(5) Effect of redemptions(i) General shares of the T stock from A. P makes a qualifiegarget is merged into another corporation

i i i stock purchase of T on December 1 of Year 1, be- . . .
rule. Except as provided in this para P ar otherwise disposed of by the purchasing

raph (b)(5), a qualified stock purchase i use the 60 shares of T stock purchased by P with i -
graph (b)(5). a g P the 12-month period ending on that date satisfy theorporation provided that, under the facts

made on the f'rSt,day On_ which the per5’30-percent ownership requirements of sectioand circumstances, the purchasing corpo-
centage ownership requirements of se@sg(q)(3) (i.e., 60/75 shares), determined by takingation is considered for tax purposes as the
tion 338(d)(3) are satisfied by reference tto account the redemption of 25 shares. epurchaser of the target stock

' _ Example 2. QSP on stock redemption date; re" .- ) .
target stock that is both xample 2. QSP on stock redemplion date; 1€ iy 'y o £410wing examples illustrate

A) Held on that dav by the urchasinqjemption from unrelated person during 12-month pe- .
Co(rpg)ration' and y by P iod. The facts are the same asExample 1except this paragraph (c)(1):

) that P purchases 60 shares of T stock on January 1 of Example 1.0n January 1 of Year 1, P purchases
(B) Purchased by the purchasing corpoear 1 and none on December 1 of Year 1. P makes.80 percent of the outstanding common stock of T.
ration during the 12-month period endingyualified stock purchase of T on July 1 of Year 1, beOn June 1 of Year 1, P sells the T stock to an unre-
on that day. cause that is the first day on which the T stock pufated person. Assuming that P is considered for tax
(i) Redemptions from persons unreghased by P within the preceding 12-month perioBUrPoses as the purchaser of the T stock, P_remams
lated to th hasi tiorTar- satisfies the 80-percent ownership requirements 6figible, after June 1 of Year 1, to make a section 338
ated to the purc asing corporauoniar- oo ion 338(d)(3) (i.e., 60/75 shares), determined tgjection for T that results in a deemed asset sale of
get stock redemptions from persons Unresking into account the redemption of 25 shares.  T's assets on January 1 of Year 1.
lated to the purchasing corporation that Example 3. Redemption from purchasing corpo- Example 2 On January 1 of Year 1, P makes a
occur during the 12-month acquisition petation not taken into accounton December 15 of qualified stock purchase of T. On that date, T owns
riod are taken into account as reduction@a' 1, T redeems 30 percent of its stock from he stock of T1. On March 1 of Year 1, T sells the
. , . The redeemed stock was held by P for several yeafd stock to an unrelated person. On April 1 of Year
In target S_O_UtStandmg stock for purposeg, congituted P's total interest in T. On Decembék, P makes a section 338 election for T. Notwith-
of determining whether target stock puri of vear 2, P purchases the remaining T stock froftanding that the T1 stock was sold on March 1 of
chased by the purchasing corporation iA. P does not make a qualified stock purchase of Year 1, the section 338 election for T on April 1 of
on December 1 of Year 2. For purposes of the 80/ear 1 results in a qualified stock purchase by T of
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T1 on January 1 of Year 1. See paragraph (b)(4)(@orations. T and X each operate a trade or busine&il.368-1(b) is lacking and section 354 does not
of this section. A and K, individuals unrelated to P, own 85 and 1%pply to K’'s exchange of T stock for X stock. K rec-

(2) Post-acquisition elimination of the percent, respectively, of the stock of T. P owns all obgnizes gain or loss, if any, pursuant to section
purchasing corporation.An election the stock of X. The total adjusted basis of T's prop1001(c) with respect to its T stock.

h erty exceeds the sum of T's liabilities plus the

under section 338 may be made for targef ., of jabilities to which T's property is subject.881.338—4 and 1.338-5 [Redesignated
after_the acquisition of assets of the pulp purchases all of A's T stock for cash in a qualifieys §§1.338—8 and 1.338-9]
chasing corporation by another corporastock purchase. P does not make an election under
tion in a transaction described in sectiofection 338(g) with respect to its acquisition of T Par. 5. Sections 1.338—4 and 1.338-5
381(a), provided that the purchasing corf;tfot‘;ké ssar:;’:'éIZT';“S;;‘;‘;'?::ZZ:‘ZL%Iiigf)lzssi’:éfre redesignated as §§1.338-8 and
poration is considered for tax purposes s, inio X in a transaction that, but for the questiorf.338—9, respectively.
the pUYChaSGr Of the tal’get StOCk. The agf Cont|nu|ty of interest' satisfies a” the require_ Par. 6- NeW §§1-338_4T and 1.338—5T
quiring corporation in the section 381 (a)nents of section 368(a)(1)(A). In the merger, all oire added to read as follows:
transaction may make an election unders assets are transferred to X. P and K receive §1.338-4T Aggregate deemed sale price;
section 338 for target. tse:iondt(h: S‘izccta;‘fg; ifr?(Ij'etfri]r?iltre-lryStOCk. P intends 10 ry5rioys aspects of taxation of the deemed

_(3) ansequences of post-acquisition (i) Status of transfer as a reorganizatiorBy asset saltetempo_rary). _ _
el|m|nat|o_n of target—(i) Scope The \jrue of section 338, for the purpose of determining () Scop_e This section prowdes_ rules
rules of this paragraph (c)(3) apply to thevhether the continuity of interest requirement oinder section 338(a)(1) to determine the
transfer of target assets to the purchasirig-368-1(b) is satisfied, P's T stock acquired in theggregate deemed sale price (ADSP) for
corporation (or another member of th@iﬁ"gfiSggf:oz“x:jsm‘farseg’nez‘ivr‘;z f‘gf'?};rﬁztsi"n”etf?rget. ADSP is the amount for which old
same afflhated group as the purch_asm terprise prior to the transfer that can be Cominujgrge_t is deemed to have sold all of |ts_ as-
COI‘pOI‘atIOﬂ) (the transferee) f0||OWIng an a reorganization through P’s Continuing Ownersets n the deemed aSSGt Sale. ADSP IS al'
qualified stock purchase of target stock, ihip of X. Thus, the continuity of interest requirelocated among target’s assets in accor-
the purchasing corporation does not makeent is satisfied and the merger of Tinto X is a reoidance with §1.338—6T to determine the
a section 338 election for targetdanization within the meaning of sectiongmaynt for which each asset is deemed to

Notwithstanding the rules of this para-%g(a)(l)(A)' Moreover, by virtue of section 338’(Qave been sold. When an increase or de-

. the requirement of section 368(a)(1)(D) that a targ .
graph (c)(3), section 354(a) (and so muckhareholder control the transferee immediately aft&€ase with respect to an element of ADSP
of section 356 as relates to section 354)e transfer is satisfied because P controls X immés required, under general principles of tax
cannot apply to any person other than thdately after the transfer. In addition, all of T's as{aw, after the close of new target’s first
purchasing corporation or another men:Sts are transferred to X in the merger and P and {4y ap|e year, redetermined ADSP is allo-
ber of the same affiliated group as theco Ve the X stock exchanged therefor in pursuance, oy o o0 q target's assets in accordance
) . 9 p %f the plan of reorganization. Thus, the merger of F A 9 9 . >

purchasing corporation unless the transfeyio x is also a reorganization within the meaning ofVith 81.338—7T. This section also pro-
of target assets is pursuant to a reorgarsection 368(a)(1)(D). vides rules regarding the recognition of
zation as determined without regard to (i) Treatment of Tand XUnder section 361(a), gain or loss on the deemed sale of target
this paragraph (c)(3). Iefsﬁfnggg;(sb )”3( gan or i'r?j;e'gézgtg‘ggeﬁceduiﬂdt%ﬁi|iate stock. Notwithstanding section

(||)_ Contlnw_ty of mtergs_t By virtue of merger is the same as the basis of the assets in %S(h)_(G)(B)(u)_, stock held_ by a t_arget af-
section 338, in determining whether th@ands. X succeeds to and takes into account thidiate in a foreign corporation or in a cor-
continuity of interest requirement ofitems of T as provided in section 381. poration that is a DISC or that is described
§1.368-1(b) is satisfied on the transfer of (iv) Treatment of P By virtue of section 338, the in section 1248(e) is not excluded from
assets from target to the transferee, tﬁs%‘;‘sﬁg ?r:;t- f‘esosrgt;nit;’aﬁof 2 ;i%f:n”g'i“;’:-T ;zrct*rlge operation of section 338.
pu_rcha_smg corpo_r_atlon’s target stock ACsolely for stock of X, a part’y to the reorganization. (b) Determlnatl_on of ADSP-(1) Gen-
quired in the qualified stock purchase repsecause P is the purchasing corporation, section 3§4al rule.  ADSP is the sum of—
resents an interest on the part of a persapplies to P’'s exchange of T stock for X stock in the (i) The grossed-up amount realized on
who was an owner of the target’s busineggerger of T into X. Thus, P recognizes no gain othe sale to the purchasing corporation of
enterprise prior to the transfer that can b)gss on the exchange. ‘Under section 358, P's bagi§e hyrchasing corporation’s recently pur-
continued in a reorganization. in the X stock re,ce'ved in the exchange is the SaThased target stock (as defined in section

: . as the basis of P’s T stock exchanged therefor.

(iii) Control requiremen By virtue of (v) Treatment of K Because K is not the pur- 338(0)(6)(A)); and
section 338, the acquisition of target stockhasing corporation (or an affiliate thereof), section (ii) The liabilities of old target.
in the qualified stock purchase will not354 cannot apply to K's exchange of T stock for X (2) Time and amount of ADSR(i)
prevent the purchasing corporation fron§iock in the merger of Tinto X unless the transfer ofyjging| determination. ADSP is initially

ip . T'§ asset_s is pursuant to a rgorganlzatlon as deted‘- . d t the be innin Of the da

qualifying as a shareholder of the tgrgerjr']med without regard to this paragraph (c)(3) etermine at th g g y
transferor for the purpose of determiningngder general principles of tax law applicable to re@fter the acquisition date of target. Gen-
whether, immediately after the transfer oérganizations, the continuity of interest requiremeneral principles of tax law apply in deter-
target assets, a shareholder of the trarighot satisfied because P's stock purchase and thgining the timing and amount of the ele-
feror is in control of the corporation toMer9er of T into X are pursuant to an integrategnants of ADSP,

which the assets are transferred within tr{ransaa'on in which A, the owner of 85 percent of (i) Redetermination of ADSPADSP is

He stock of T, received solely cash in exchange for

(iv) Example The following example 61 T.C. 168 (1973)Kass v. Commissione60 T.C. amount as an increase or decrease would be
illustrates this paragraph (c)(3): 218 (1973), aff'd, 491 F.2d 749 (3d Cir. 1974).required, under general principles of tax

Example (i) Facts. P, T, and X are domestic cor- Thus, the requisite continuity of interest undeniaw, for the elements of ADSP. For exam-
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ple, ADSP is redetermined because of awere the selling shareholder and the innto account the tax liability for the
increase or decrease in the amount realizethllment method were not available andeemed sale gain when a section
for recently purchased stock or because ligetermined without regard to the sellind338(h)(10) election is made for a target S
bilities not originally taken into account incosts taken into account in paragrapborporation because the S corporation
determining ADSP are subsequently take¢c)(1)(iii) of this section; shareholders bear that liability. However,
into account. An increase or decrease to (ii) Divided by the percentage of targetf a target S corporation is subject to a tax
one element of ADSP may cause an instock (by value, determined on the acquiander section 1374 or 1375, the liability
crease or decrease to the other elementgifion date) attributable to that recentlyfor tax imposed by those sections is a lia-
ADSP. For example, if an increase in thpurchased target stock; bility of target taken into account in ADSP
amount realized for recently purchased (iii) Less the selling costs incurred by(unless the S corporation shareholders ex-
stock of target is taken into account aftethe selling shareholders in connectiopressly assume that liability).

the acquisition date, any increase in the taxith the sale to the purchasing corpora- (2) Time and amount of liabilitiesThe
liability of target for the deemed sale gain ision of the purchasing corporation’s retime for taking into account liabilities of
also taken into account when ADSP is redesently purchased target stock that reducdd target in determining ADSP and the
termined. Increases or decreases with rdseir amount realized on the sale of thamount of the liabilities taken into ac-
spect to the elements of ADSP that arstock (e.g., brokerage commissions ancount is determined as if old target had

taken into account before the close of neany similar costs to sell the stock). sold its assets to an unrelated person for
target’s first taxable year are taken into ac- (2) Example The following example consideration that included the unrelated
count for purposes of determining ADSHIlustrates this paragraph (c): person’s assumption of or taking subject

and the deemed sale gain as if they had Example T has two classes of stock outstandingto the liabilities. For example, if no
been taken into account at the beginning §pting common stock and preferred stock not takeg g nt of a target liability is properly

L into account for purposes of section 1504(a)(2). O . . .
the day after the acquisition date. Increases .7 o vear 1, P purchases 40 percent of thEgaken into account in amount realized as

or decreases with respect to the elements @fistanding T stock from S1 for $500, 20 percent ®f the beginning of the day after the ac-
ADSP that are taken into account after theae outstanding T stock from S2 for $225, and 2@juisition date, the liability is not initially
close of new target's first taxable year repercent of the outstanding T stock from S3 for $27%aken into account in determining ADSP

sult in the reallocation of ADSP among tar©On that date, the fair market value of all th'3T"°“”5{(although it may be taken into account at

, common stock is $1,250 and the preferred stoc
get's assets under §1.3387T. $750. S1, S2, and S3 respectively incur $40, $350Me later date). As a further example, an

(i) Example The following example ang $25 of selling costs. S1 continues to own the acrease or decrease in a liability that does

illustrates this paragraph (b)(2): maining 20 percent of the outstanding T stock. Thaot affect the amount of old target’s basis,
Example. InYear 1, T, a manufacturer, purchasegrossed-up amount realized on the sale to P of P§eductions, or noncapital nondeductible
a customlzed delivery truck_from X with purphgse'ecently purchased T_stock |s_ calculated as foIIo_vvsi;[emS arising from the incurrence of the li-
money indebtedness having a stated principdlhe total amount realized (without regard to selling_, ... . . .
amount of $100,000. P acquires all of the stock of €osts) is $1,000 (500 + 225 + 275). The percenta _Ill_ty is not taken into account in redeter-
in Year 3 for $700,000 and makes a section 338 eleof T stock by value on the acquisition date attributMining ADSP.
tion for T. Assume T has no liabilities other than itsable to the recently purchased T stock is 50% (3) Interaction with deemed sale gain.
purchase money indebtedness to X. In Year 4, whét,000/(1,250 + 750)). The selling costs are $10Q’hough deemed sale gain increases or de-
T is neither insolvent nor in a title 11 case, T and X40 + 35 + 25). 'l'he grossed-up amount realized Ereases ADSP by creating or reducing a
agree to reduce the amount of the purchase mong§¢,900 (1,000/.5 4100). liabilitv. th t of the tax liabilit
indebtedness to $80,000. Assume further that the re- (d) Liabilities of old target—(1) In gen- tflx ;]? ; ity ¢ e atmoun foth e _ax Iaf Itlhy
duction would be a purchase price reduction undg5| * The |iabilities of old target are the jj.'1SeM 1S a tunction ot the size ot the
section 108(e)(5). T and X’s agreement to reduce, ...,. P deemed sale gain. Thus, the determina-
the amount of the purchase money indebtedne?sblhtIes of target (and the liabilities totion of ADSP may require trial and error

would not, under general principles of tax law tha¥vhich target's assets are subject) as of tl?:%mputations.

would apply if the deemed asset sale had actuallyeginning of the day after the acquisition Calculati fd d sal :
occurred, change the amount of liabilities of old tardate (other than liabilities that were neithe (e) Calcula |on_ o deemed sale _galn
Deemed sale gain on each asset is com-

get taken into account in determining its amount "Yiabilities of old target nor liabilities to
alized. Accordingly, ADSP is not redetermined at 9 uted by reference to the ADSP allocated
0 that asset.

the time of the reduction. See 81.338-5T(b)(2)(iy/NICh 0ld target's assets were subject). |

Example 1 for the effect on AGUB. order to be taken into account in ADSP, & (f) Other rules apply in determining
(c) Grossed-up amount reallz_ed on thédiability must be_ a liability of_ target that IS[ADSP. ADSP may not be applied in such

sale to the purchasing corporation of theProperly taken into account in amount realy way as to contravene other applicable

purchasing corporation’s recently .PUr'lﬁz(tj vl\:gjkejrage?eri?g%”?a?pelfshg(; ;%leiWules. For example, a capital loss cannot
chased target stosk(1) Determination assets to an lljjlralryelated ergon for considesr%e- applied to reduce ordinary income in
of amount The grossed-up amount real2 : person — calculating the tax liability on the deemed
ized on the sale to the purchasing corpor8on that included that person’s assumption

. : - sale for purposes of determining ADSP.
tion of the purchasing corporation’s reof, or taking subject to, the liability. Thus, putb )

; ; . (g9) Examples The following examples
cently purchased target stock is a@aDStErfklie;blirl]itto a;ﬁg#]m téoetzatli);gri?'irﬁllustrate this section. For purposes of the
amount equal to— P y 9 examples in this paragraph (g), unless oth-

() The amount realized on the sale téleemed asset sale and the tax liability fof . .
the purchasing corporation of the purthe deemed sale gain unless the tax liabilify oo stated, T is a calendar year taxpayer

: . . at files separate returns and that has no
chasing corporation’s recently purchaset§ borne by some person other than the tgr- " " o o o carryovers to Year

target stock determined as if old targe@et. For example, ADSP would not take
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1. Depreciation for Year 1 is not taken into (ii) ADSP is determined as follows (In the fol- sale to P of P’s recently purchased T stock (G) is
account. T has no liabilities other than th&Wwing formula, G is the grossed-up amount realize875,000 ($60,000/.8). Consequently, ADSP and
. L . on the sale to P of P’s recently purchased T stock, leemed sale gain are the same as in paragraphs (ii)
Federal income tax liability resulting from; "+ " fies other than T's tax liability for the and (ii) of thisExample 1.
the deemed asset sale, and the T shareh gémed sale gainTis the applicable tax rate, and  (v) The facts are the same as in paragraph (i) of

ers have no selling costs. Assume that TiSis the adjusted basis of the asset deemed sold): this Example 1 except that T also has goodwill (a

tax rate for any ordinary income or net ADSP=G+L+ T x (ADSP - B) Class VII asset) with an appraised value of $10,000.
capital gain resulting from the deemed sale ADSP = ($75,000/1) + $0 + .34 x (ADSP -The _results are the same as in paragraphs (i) and (iii)
of assets is 34 percent and that any capital$50'40°) of this Example 1. Because ADSP does not exceed

. . . ADSP = $75,000 + .34ADSP - $17,136 the fair market value of the Class V asset, no amount
loss is offset by capital gain. On July 1 of ggapsp = $57,864 is allocated to the Class VII asset (goodwill).
Year 1, P purchases all of the stock of T ADSP = $87,672.72 Example 2. More than one clas§) P purchases
and makes a section 338 election for T. (iii) Because ADSP for T ($87,672.72) does noftall of the T stock for $140,000, which also equals the
The examples are as follows: exceed the fair market value of T's asset ($100,000ymount realized for the stock determined as if old

Example 1. One class(i) On July 1 of Year 1, @ Class V asset, T's entire ADSP is a_llocated to thaarget were th_e s_e_l!ing sha_rehol(?er. On JuI_y 1 of
T's only asset is an item of section 1245 properfgsetg T_hus, T has deemed sal.e galq of $37,272.Y&ar 1, T has liabilities (not |'nclud|ng the tax liabil-
with an adjusted basis to T of $50,400, a recomput onsisting of $29,600 of ordinary income andty for the deemed sale gain) of $50,000, cash (a
basis of $80,000, and a fair market value oP7,672.72 of capital gain). Class | asset) of $10,000, actively traded securities
$100,000. P purchases all of the T stock for (iv) The facts are the same as in paragraph (i) ¢& Class Il asset) with a basis of $4,000 and a fair
$75,000, which also equals the amount realized tdpis Example 1 except that on July 1 of Year 1, Pmarket value of $10,000, goodwill (a Class VII
urchases only 80 of the 100 shares of T stock fasset) with a basis of $3,000, and the following

the stock determined as if old target were the sellin .
60,000. The grossed-up amount realized on tH@lass V assets:

shareholder.

Asset Basis FMV Ratio of
asset fmv
to total
Class V
fmv
Land .. $ 5,000 $ 35,000 14
BUIldiNg . ..o 10,000 50,000 .20
Equipment A (Recomputed basis $80,000) ... ...ttt 5,000 90,000 .36
Equipment B (Recomputed basis $20,000) ... ...ttt 10,000 75,000 .30
TOtalS . $ 30,000 $ 250,000 1.00
(i) ADSP exceeds $20,000. Thus, $10,000 ofl assets as Il): will results in a capital loss of $3,000. The portion of
ADSP is allocated to the cash and $10,000 to the ac- ADSR, = (G - (I + Il)) + L+ Ty ([(Il - B,) + ADSP allocable to the Class V assets is finally deter-
tively traded securities. The amount allocated to an (ADSR, - B,))] mined by taking into account this loss as follows:

asset (other than a Class VIl asset) cannot exceed itsADSR, = ($140,000 - ($10,000 + $10,000)) + ADSR,=(G& (I + 1)) + L+ Ty ([(Il & B)) +
fair market value (however, the fair market value of $50,000 + .34 ( [($10,000 - $4,000) + (AQSP (ADSR, 4B,) + (ADSR,,, 4B,,)]

any property subject to nonrecourse indebtedness is ($5,000 + $10,000 + $5,000 + $10,000))] ADSPR,, = ($140,000 & ($10,000 + $10,000)) +
treated as being not less than the amount of such in- ADSR,, = $161,840 + .34 ADSP $50,000 + .34 ( [($10,000 & $4,000) + (AQS®
debtedness; see §1.338-6T(a)(2)). See .66 ADSR, = $161,840 $30,000) + ($0 & $3,000)]
§1.338-6T(c)(1) (relating to fair market value limi- ADSR, = $245,212.12 ADSPR, = $160,820 + .34 ADSP
tation). (iv) Because, under the preliminary calculations of .66 ADSR, = $160,820

(iii) The portion of ADSP allocable to the Class VADSP, the amount to be allocated to the Class I, I, Ill, ADSR, = $243,666.67

assets is preliminarily determined as follows (in théV, V, and VI assets does not exceed their aggregate (v) The allocation of ADSp among the Class V
formula, the amount allocated to the Class | assetsfair market value, no ADSP amount is allocated t@ssets is in proportion to their fair market values, as
referred to as | and the amount allocated to the Clagsodwill. Accordingly, the deemed sale of the goodfollows:

Asset ADSP Gain
Land .. $334,113. $29,113.33
(capital gain)
BUIldING . .o 48,733.34 38,733.34
(capital gain)
EQUIDMENt A . 87,720.00 720.082,

(75,000 ordinary income
7,720 capital gain)
EqQUIPMENt B . . . . 73,100.00 100.063,
(10,000 ordinary income
53,100 capital gain)
Totals . oo $ 243,666.67 $ 213,666.67
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Example 3. More than one clas§) The facts allocated to Class VIl assets for T. Further, thisale of stock of a foreign target affiliate.
are the same as Bxample 2 except that P pur- amount ($243,666.67) is allocated among T's Class or the proper treatment of such gain or
chases the T stock for $150,000, rather thaassets in proportion to their fair market values. Sﬁ%ss see, e.g., sections 1246, 1248, 1291
$140,000. The amount realized for the stock deteparagraph (v) oExample 2 Tentatively, $48,733.34 ’ N ’ '
mined as if old target were the selling shareholder isf this amount is allocated to the T1 stock. et seq., and 338(h)(16) and §1.338-9.
also $150,000. (v) The amount tentatively allocated to the T1 (4) Deemed sale producing effectively

(i) As in Example 2 ADSP exceeds $20,000. stock, however, reflects the tax incurred on thgonnected incomeA foreign target rec-
Thus, $10,000 of ADSP is allocated to the cash andkemed sale of the T1 asset equal to $13,169.34 (-36énizes gain or loss on the deemed sale of
$10,000 to the actively traded securities. ($48,733.34 4 $10,000)). Thus, the ADSP allocable t . -
(iii) The portion of ADSP allocable to the Class Vthe Class V assets of T, and the ADSP allocable to thgetOCk ofa forelgn Farget aﬁ”lz_ite to the_ ex-
assets as preliminarily determined under the formuffil stock, as preliminarily calculated, each must be rd€Nt that such gain or loss is effectively
set forth in paragraph (iii) oExample 2is duced by $13,169.34. Consequently, these amoun@pnnected (or treated as effectively con-
$260,363.64. The amount allocated to the Class késpectively, are $230,497.33 and $35,564.00. In dﬁ-ected) with the conduct of a trade or
assets cannot exceed their aggregate fair markermining ADSP for T1, the grossed-up amount realy ;siness in the United States.
value ($250,000). Thus, preliminarily, the ADSPized on the deemed sale to new T of new T's recently .
amount allocated to Class V assets is $250,000. purchased T1 stock is $35,564.00. (5) Deer_n_ed sale Of. Insurance company

(iv) Based on the preliminary allocation, the ~(vi) The facts are the same as in paragraph (i) d&rget affiliate electing under section
ADSP is determined as follows (in the formula, thethis Example 4 except that the T1 building has a953(d) A domestic target recognizes gain
amount allocated to the Class | assets is referred $42,500 basis and a $62,500 value, all of the ou(but not IOSS) on the deemed sale of stock
as |, the amount allocated to the Class Il assets asdtanding T1 stock has a $62,500 value, and T OWRSF target affiliate that has in effect an elec-
and the amount allocated to the Class V assets as 8P percent of the T1 stock. In preliminarily calculat-. . .

ADSP=G+L+ TR ([(l-B,) +(V-B,) + ingADSR,the T1 stock can be disregarded but, bet-lc'n under section 953(d)_ n an_ amount

(ADSP - (I + 11 + V+ B ;)] cause T owns only 80 percent of the T1 stock, onl?quaI to the lesser of the gan realized or the

ADSP = $150,000 + $50,000 + .34 ( [($10,000 80 percent of T1 asset basis and value should &arnings and profits described in section

$4,000) + ($250,000 - $30,000) + (ADSP -taken into account in calculating T's ADSP. By tak953(d)(4)(B)_

($10,000 + $10,000 + $250,000 + $3,000))] ing into account 80 percent of these amounts, the re- (6) Deemed sale of DISC target affiliate.

ADSP = $200,000 + .34ADSP - $15,980 maining calculations and results are the same as j . . .
.66ADSP = $184,020 paragraphs (ii), (iii), (iv), and (v) of thExample 4 K foreign or domestic target recognizes
ADSP = $278,818.18 except that the grossed-up amount realized on tg&iN (but not loss) on the deemed sale of
(v) Because ADSP as determined exceeds the agale of the recently purchased T1 stock isStock of a target affiliate that is a DISC or a
gregate fair market value of the Class I, II, Ill, IV, V,$44,455.00 ($35,564.00/0.8). former DISC (as defined in section 992(a))

and VI assets, the $250,000 amount preliminarily al- (h) Deemed sale of target affiliate steek in an amount equal to the lesser of the gain

located to the Class V assets is appropriate. Th S ; : .
cope This paragraph (h) prescribe
e amount of ADSP allosated t Class \ asset) SCOP paragraph (h) p $ealized or the amount of accumulated

equals their aggregate fair market value ($250,0005l,'"e.S relating to the treatment of gain or losBISC income determ_ined with respect t(?
and the allocated ADSP amount for each Class Vealized on the deemed sale of stock of a tafuch stock under section 995(c). Such gain
asset is its fair market value. Further, because theget affiliate when a section 338 election (bu included in gross income as a dividend as
are no Class VI assets, the allocable ADSP amoupjot a section 338(h)(10) election) is madprovided in sections 995(c)(2) and 996(g).

0 e 1t o) 3515 e e e, ot uposes f 15 (7 g vl 11 et e 0
for the Class I, II, I, IV, V and VI assets). paragraph (h), the definition of domestic cofjusted basis of which exceeds its fair mar-

Example 4. Amount allocated to T1 stoof) POration in 81.338-2T(c)(9) is applied with-ket value is contributed or transferred to a
The facts are the same a€xample 2except that T out the exclusion therein for DISCs, corpotarget affiliate as transferred basis property
owns all of the T1 stock (instead of the building).rations described in section 1248(e), andNithin the meaning of section

and 1s only asset s Whe bulding. The TL Stockorporations to which an election under se701(a)(43)) and a purpose of such transac-
and the building each have a fair market value of

$50,000, and the building has a basis of $10,000. yon 936 applies. ~ tionis to re‘_juce the gain (or increase the
section 338 election is made for T1 (as well as T), (2) In general Except as otherwise |oss) recognized on the deemed sale of suct
and T1 has no liabilities other than the tax liabilityprovided in this paragraph (h), if a sectionarget affiliate’s stock, the gain or loss rec-

for the deemed sale gain. Tis the common parent 838 election is made for target, target re@gnized by target on the deemed sale of

a consolidated group filing a final consolidated '®ognizes no gain or loss on the deem - . .
turn described in §1.338-10T(a)(1). g g estock of the target affiliate is determined as

(i) ADSP exceeds $20,000. Thus, $10,000 osale of stock of a target affiliate havingf such asset had not been contributed or
ADSP is allocated to the cash and $10,000 to the aHl€ same ach|S|'t|on_ date anq for which gansferred.
tively traded securities. section 338 election is made if— (8) Examples The following examples
(iif) Because T does not recognize any gain on (i) Target directly owns stock in the tar-jllustrate this paragraph (h):
the deemed sale of the T1 stock under paragragbt affiliate satisfying the requirements of Example 1 (i) P makes a qualified stock purchase
(h)(2) of this section, appropriate adjustments mu gection 1504()(2); of T and makes a section 338 election for T. T's sole

be made to reflect accurately the fair market valu Il of the T1 stock. h basis of $50 and a fai
) - : iy Tar nd th r il re@sset, all of the T1 stock, has a basis 0 and a fair
of the T and T1 assets in determining the allocation (ii) Target and the target affiliate a € market value of $150. T's deemed purchase of the T1

of ADSP among T's Class V assets (including themembers of a consolidated group flllng. Qtock results in a qualified stock purchase of T1 and a
T1 stock). In preliminarily calcu_latlng ADSFn  final consolidated return described irsection 338 election is made for T1. T1's assets have a
this case, the T1 stock can be disregarded and, bgy 338.10T(a)(1); or basis of $50 and a fair market value of $150.

cause T owns all of the T1 stock, the T1 asset can (iii) Target and the target affiliate file a (i) T realizes $100 of gain on the deemed sale of

be treated as a T asset. Under this assumption, * /. the T1 stock, but the gain is not recognized because
ADSP, is $243,666.67. See paragraph (iv)eok combined return under §1'338_10T(a)(4)l‘ directly owns stockgin T1 satisfying the require-

am‘?'e 2 . . (3) Deemed Sa_lle of forelgn target aff'“'ments of section 1504(a)(2) and a section 338 elec-
(iv) Because the portion of the preliminary ADSPate by a domestic targefA domestic tar- tion is made for T1.

aIIocabIe_to C_:IassVassetS ($243,666.67) does not egét recognizes gain or loss on the deemed i) T1 recognizes gain of $100 on the deemed
ceed their fair market value ($250,000), no amount i sale of its assets.
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Example 2.The facts are the same asixample  section 338(a)(2). AGUB is allocatedtaken into account before the close of new
1, except that P does not make a section 338 electiginong target's assets in accordance witarget's first taxable year are taken into ac-

for T1. Because a section 338 election is not madée . - -
for TL, the $100 gain realized by T on the deeme 1.338-6T to determine the price atount for purposes of determining AGUB

sale of the T1 stock is recognized. which the assets are d_eemed to have beamnd the basi_s of target’s assets as if th_ey had
Example 3 (i) P makes a qualified stock pur-purchased. When an increase or decredseen taken into account at the beginning of

chase of T and makes a section 338 election for T. With respect to an element of AGUB is rethe day after the acquisition date. Increases

owns all of the stock of T1 and T2. T's deemed puryired, under general principles of taor decreases with respect to the elements of

chase of the T1 and T2 stock results in a qualifiefl, | atar the close of new target’s firStAGUB that are taken into account after the
stock purchase of T1 and T2 and section 338 elec-

tions are made for T1 and T2. T1 and T2 each owi@Xable year, redetermined AGUB is allo€lose of new target's first taxable year re-
50 percent of the vote and value of T3 stock. Théated among target’s assets in accordanselt in the reallocation of AGUB among
deemed purchases by T1 and T2 of the T3 stock rgyith §1.338—7T. target’s assets under §1.338-7T.

sultin a qualified stock purchase of T3 and a section () Determination of AGUB-(1) Gen- (i) Examples. The following exam-
338 election is made for T3. T s the common pare'g[al rule. AGUB is the sum of— ples illustrate this paragraph (b)(2):

of a consolidated group and all of the deemed assét . ..
sales are reported on the T group’s final consolidated () The grossed-up basis in the purchas- Example 1 In Year 1, T, a manufacturer, pur-

retun. See §1.338-10T(a)(1). ing corporation’s recently purchased targﬂzzgsrso‘;‘gtci’;gzg?egﬁ'('e‘;zri’];r\;‘iEZ f;c’;‘ai(e‘(’j"'g:iﬁlc‘igal
(i II_Bdectal(ste T Tfll 2 afr_ld -|r3 are Irr;eTZerst of get__StOCk; . . . amount of $100,000 . P acquires all of the stock of T
consolidated group 1ing a final consolicated retum, - (jj) The purchasing corporation’s basisy year 3 for $700,000 and makes a section 338 elec-

no gain or oss is recognized by T, TL or T2 on theif, nonrecently purchased target stock; antn for T. Assume T has no liabilities other than its

respective deemed sales of target affiliate stock. 2 )
Example 4.(i) T's sole asset, all of the FT1 stock,  (lil) The liabilities of new target. purchase money indebtedness to X. In Year 4, when
’ ' T is neither insolvent nor in a title 11 case, T and X

has a basis of $25 and a fair market value of $150. (2) Time and amount of AGUB(i)
FT1's sole asset, all of the FT2 stock, has a basis @riginal determination. AGUB is ini- agree to reduce the amount of the purchase money
! ' 9 ) indebtedness to $80,000. Assume that the reduction

$75 and a fair market value of $150. FT1 and Flfially determined at the beginning of th&yould be a purchase price reduction under section

each have $50 of accumulated earnings and profits fgy, . ,
pUrposes of section 1248(c) and (d). FT2's asse@say after the acquisition date of targetios(e)(5). T and X’s agreement to reduce the

have a basis of $125 and a fair market value of $1562€neral principles of tax law apply in de-amount of the purchase money indebtedness would,

and their sale would not generate subpart F incont€rmining the timing and amount of theHnder general principles of tax law that would apply

under section 951. The sale of the FT2 stock or assgfements of AGUB If the deemed asset sale had actually occurred,

would not eneréte income effectively connected 7+ e change the amount of liabilities of old target taken
9 y (i) Redetermination of AGUBAGUB  intg account in determining its basis. Accordingly,

with the conduct of a trade or business within th . . . ) ) ) ;
) S ?ﬁ redetermined at such time and in SucChGUB is redetermined at the time of the reduction.
United States. FT1 does not have an election in effeC

under section 953(d) and neither FT1 nor FT2 is Qmount as an increase or decrease would $&¢ para_graph (e)(?) of this section. .Thus the pur-
passive foreign investment company. required, under general principles of taﬁhase price reduction affects the basis of the truck

(i) P makes a qualified stock purchase of T andaw, with respect to an element of AGUBOnly indirectly, through the mechanism of

K tion 338 election for T. T's d d . . §81.338-6T and 1.338-7T. See
Maxes a section 3¢ election for 1. 1 deemed PUFor example, AGUB is redetermined begi .338-4T(b)(2)(iii)Examplefor the effect on
chase of the FT1 stock results in a qualified stoc '

) o ause of an increase or decrease in thesr.
purchase of FT1 and a section 338 election is made . . Example 2. T an accrual basis taxpaver. is a
for FTL. Similarly, FT1's deemed purchase of thémount paid or incurred for recently pur- pie 2. 1, payer,

FT2 stock results in a qualified stock purchase cthased stock or nonrecently purchasegemical manufacturer. In Year 1, T is obligated to
remediate environmental contamination at the site of

FT2 and a section 338 election is made for FT2.  stock or because liabilities not Originallyone of its plants. Assume that all the events have oc-

I(iii)f'l;hre?:nglnizteskmzdS of gain onhthr(]e geeT;%aken into account in determining AGUBcyred that establish the fact of the liability and the
22&;‘ ETl doseg(‘;\of?efc:ga?zriggg 0§ ggir)] gn tr']%re subsequently taken into account. An iramount of the liability can be determined with rea-
deemed sale of the FT2 stock under paragraph (h)Ef€ase or decrease to an element of ADSPnable accuracy but economic performance has not

of this section. FT2 recognizes $25 of gain on theNay cause an increase or decrease to an®iurred with respect to the liability within the

deemed sale of its assets. The $125 gain T recogment of AGUB. For example. if an in_meanlng of section 461(h). P acquires all of the

nizes on the deemed salé of the FT1 stock is i - : . ple, stock of T in Year 1 and makes a section 338 elec-

cluded in T's income as a dividend under sectiorbrease in the amount rea“_zed for r_ecentl%n for T. Assume that, if a corporation unrelated to
- - purchased stock of target is taken into a@-had actually purchased T’s assets and assumed T’s

1248, because FT1 and FT2 have sufficient earnings L2 - obligation t diate th tamination. th

and profits for full recharacterization ($50 of accucOUNt after the acquisition date, any inebligation to remediate the contamination, the cor

mulated eamings and profits in FT1, $50 of accumierease in tax liability of target for thePoration would not satisfy the economic perfor-

- L . . mance requirements until Year 5. Under section
| rin nd profits in FT2, and $25 of m ﬂf -
ated earnings and profits | and $25 of deemegeemed sale gain is also taken into accou 1(h), the assumed liability would not be treated as

sale earnings and profits in FT2). §1.338-9(b). Fqfhen AGUB is redetermined. An iNcreasehcurred and taken into account in basis until that
purposes of sections 901 through 908, the source

. U r decrease to one element of AGUB magme. The incurrence of the liability in Year 5 under
and foreign tax credit limitation basket of $25 of the . . . . .
recharacterized gain on the deemed sale of the F‘?‘iso cause an increase or decrease to #e-economic performance rules is an increase in the

stock is determined under section 338(h)(16). other element of AGUB. For example, ifAmount of liabilities properly taken into account in
38 di d d basith . . in th t id basis and results in the redetermination of AGUB.
81.338-5T Adjusted grossed-up basithere is an increase in the amount pai QRespecting ADSP, compare §1.461-4(d)(5), which

(temporary). incurred for recently purchased stock aftgfrovides that economic performance occurs for old
(a) Scope. This section provides rulesthe acquisition date, any increase in theas the amount of the liability is properly taken into
under section 338(b) to determine the adasis of nonrecently purchased stock b@ccountin amount realized on the deemed asset sale.
justed grossed-up basis (AGUB) for tareause a gain recognition election was mad’gus ADSP is not redetermined when new T satis-

. . . . . fies the economic performance requirements.)

get. AGUB is the amount for which newis also taken into account when AGUB is .

target is deemed to have purchased all efdetermined. Increases or decreases wit (c) Grossed-up basis of recently pur-
9 P ) cﬂased stock.The purchasing corpora-

its assets in the deemed purchase undespect to the elements of AGUB that arg | . grossed-up basis of recently pur-
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chased target stock (as defined in section (A) The purchasing corporation isquired its assets from an unrelated person
338(b)(6)(A)) is an amount equal to—  treated as if it sold on the acquisition datéor consideration that included the as-
(1) The purchasing corporation’s basishe nonrecently purchased target stock f@aumption of, or taking subject to, the lia-
in recently purchased target stock at thine basis amount determined under paraility. See §1.338-4T(d)(1) for examples
beginning of the day after the acquisitiorgraph (d)(3)(ii) of this section; and of when tax liabilities are considered lia-
date determined without regard to the ac- (B) The purchasing corporation’s basidilities assumed by new target.
quisition costs taken into account in parasn the acquisition date in nonrecently pur- (2) Time and amount of liabilitiesThe
graph (c)(3) of this section; chased target stock immediately followtime for taking into account liabilities of
(2) Multiplied by a fraction, the numer-ing the deemed sale in paragrapbld target in determining AGUB and the
ator of which is 100 percent minus th€d)(3)(i)(A) of this section is the basisamount of the liabilities taken into ac-
percentage of target stock (by value, deamount. count is determined as if new target had
termined on the acquisition date) attribut- (ii) Basis amount The basis amount isacquired its assets from an unrelated per-
able to the purchasing corporation’s nonequal to the amount in paragraph (c)(1) afon for consideration that included the as-
recently purchased target stock, and théis section (the purchasing corporation’sumption of, or taking subject to, the lia-
denominator of which is the percentage dbasis in recently purchased target stock hilities. For example, an increase or
target stock (by value, determined on ththe beginning of the day after the acquisidecrease in a liability that does not affect
acquisition date) attributable to the purtion date determined without regard to théhe amount of new target's basis arising
chasing corporation’s recently purchasedcquisition costs taken into account irffrom the assumption of, or taking subject
target stock; paragraph (c)(3) of this section) multi-to, the liability is not taken into account in
(3) Plus the acquisition costs the purplied by a fraction the numerator of whichredetermining AGUB.
chasing corporation incurred in connecis the percentage of target stock (by value, (3) Interaction with deemed sale gain
tion with its purchase of the recently purdetermined on the acquisition date) attribSee §1.338—-4T(d)(3).
chased stock that are capitalized in thetable to the purchasing corporation’s (f) Adjustments by the Internal Revenue
basis of such stock (e.g., brokerage conmonrecently purchased target stock an8lervice In connection with the examina-
missions and any similar costs incurrethe denominator of which is 100 percention of a return, the District Director may
by the purchasing corporation to acquireninus the numerator amount. Thus, iincrease (or decrease) AGUB under the
the stock). target has a single class of outstandinguthority of section 338(b)(2) and allocate
(d) Basis of nonrecently purchasedstock, the purchasing corporation’s basisuch amounts to target's assets under the
stock; gain recognition electier(1) No in each share of nonrecently purchaseamuthority of section 338(b)(5) so that
gain recognition election In the absence target stock after the gain recognitiolAGUB and the basis of target's assets
of a gain recognition election under secelection is equal to the average price pgroperly reflect the cost to the purchasing
tion 338(b)(3) and this section, the purshare of the purchasing corporation’s recorporation of its interest in target’s as-
chasing corporation retains its basis in theently purchased target stock. sets. Such items may include distribu-
nonrecently purchased stock. (iif) Losses not recognize®nly gains tions from target to the purchasing corpo-
(2) Procedure for making gain recogni-(unreduced by losses) on the nonrecenthation, capital contributions from the
tion election A gain recognition election purchased target stock are recognized. purchasing corporation to target during
may be made for nonrecently purchased (iv) Stock subject to electioriThe gain the 12-month acquisition period, or acqui-

stock of target (or a target affiliate) only ifrecognition election applies to— sitions of target stock by the purchasing
a section 338 election is made for target (A) All nonrecently purchased targetcorporation after the acquisition date from
(or the target affiliate). The gain recognistock; and minority shareholders.

tion election is made by attaching a gain (B) Any nonrecently purchased stock in (g) Examples The following examples
recognition statement to a timely fileda target affiliate having the same acquisillustrate this section. For purposes of the
Form 8023 for target. The gain recognition date as target if such target affiliatexamples in this paragraph (g), T has no
tion statement must contain the informastock is held by the purchasing corporaiabilities other than the tax liability for
tion specified in the form and its instruction on such date. the deemed sale gain, T shareholders
tions. The gain recognition election is (e) Liabilities of new target-(1) In incur no costs in selling the T stock, and P
irrevocable. If a section 338(h)(10) elecgeneral The liabilities of new target areincurs no costs in acquiring the T stock.
tion is made for target, seethe liabilities of target (and the liabilitiesThe examples are as follows:
§1.338(h)(10)-1T(d)(1) (providing thatto which target's assets are subject) as of Example 1. (i) Before July 1 of Year 1, P pur-
the purchasing corporation is automatithe beginning of the day after the acquisihases 10 of the 100 shares of T stock for $5,000.
. . A, On July 1 of Year 2, P purchases 80 shares of T stock
cz_il_ly deeme_d to haye made a gain recogo_n date_ (qt_h_er than liabilities tha_t W& 450,000 and makes a section 338 election for T.
nition election for its nonrecently pur-neither liabilities of old target nor liabili- as of July 1 of Year 2, T's only asset is raw land with
chased T stock). ties to which old target’s assets were sulan adjusted basis to T of $50,400 and a fair market
(3) Effect of gain recognition ject). In order to be taken into account iyalue of $100,000. T has no loss or tax credit carry-
election—(i) In general If the purchas- AGUB, a liability must be a liability of °Vers to Year 2. T's marginal tax rate for any ordi-
. . . L. . . ary income or net capital gain resulting from the
ing corporation makes a gain recognitionarget _that is properly take_n into accoungeemeol asset sale is 34 percent. The 10 shares pur
election, then for all purposes of the Interin basis under general principles of taxhased before July 1 of Year 1 constitute nonrecently

nal Revenue Code— law that would apply if new target had acpurchased T stock with respect to P’s qualified stock
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purchase of T stock on July 1 of Year 2. Par. 7. Sections 1.338-6T andtely realize ordinary income in an
(il) The ADSP formula as applied to these facts i§ 338 7T are added to read as follows: amount equal to such excess. The amount
::;;i?eeAa;slg ilr'ﬁg;g(%)%@ge %hé(;(?sr?e'ncél.SSS—GT Allocation of ADSP andof ADSP or AGUB remaining after the re-
of n('mrecenﬂy purchased T stock is irrelevant floAGUB among target assetemporary).  duction is to be allocated to the remaining
purposes of the ADSP formula, because that formula (&) Scope—(1) In general. This section acquisition date assets.
treats P’'s nonrecently purchased T stock in the sanmrescribes rules for allocating ADSP and (2) Other assets-(i) In general Sub-
manner as T stock not held by P. _ AGUB among the acquisition date assefgct to the limitations and other rules of
d (iiiy The total tax liability resulting from T's g; a target for which a section 338 elecparagraph (c) of this section, ADSP and
eemed asset sale, as calculated under the ADSP —.
formula, is $12,672.72. tion is made. AGUB (as reduced by the amount of
(iv) If P does not make a gain recognition elec- (2) Fair market value—(i) In general. Class | assets) are allocated among Class
tion, the AGUB of new T's assets is $85,172.72, deGGenerally, the fair market value of an asset I§ acquisition date assets of target in pro-
termined as follows (In the following formula jis gross fair market value (i.e., fair markeportion to the fair market values of such
gﬁ:i:;sisﬁ'ztéiek géf\lss?s-;z tt))zzliz :2 Eosn:sgggttgalue determined without regard to mortClass Il assets at such time, then among
purchased T Stock: Lis T's liabilities, and X is p'sdages, liens, pledges, or other liabilities)Class Ill assets so held in such proportion,
acquisition costs for the recently purchased T stocklHowever, for purposes of determining thehen among Class IV assets so held in
AGUB = GRP + BNP + L + X amount of old target's deemed sale gain, theich proportion, then among Class V as-
AGUB = $60,000 ( [(1 - .1)/.8] + $5,000 + f5ir market value of any property subject to aets so held in such proportion, then
igbgi'gg,f?z.?z nonrecourse indebtedness will be treated asnong Class VI assets so held in such
(v) If P makes a gain recognition election, the?€iNg not less than the amount of such iproportion, and finally to Class VIl assets.
AGUB of new T's assets is $87,672.72, determine@lebtedness. (For purposes of the preceding(ii) Class Il assetsClass |l assets are ac-
as follows: sentence, a liability that was incurred betively traded personal property within the
AGUB = $60,000 ([(1 - .1)/-8] + $60,000 ([(1 - cause of the acquisition of the property immeaning of section 1092(d)(1) and
-1)/8] ([1A - ) + $12,672.72 disregarded to the extent that such liabilitg1.1092(d)-1 (determined without regard

AGUB = $87,672.72 ) i . : I
(vi) The calculation of AGUB if P makes a gainWas not taken into account in determiningo section 1092(d)(3)). In addition, Class Il

recognition election may be simplified as follows: 0ld target’s basis in such property.) assets include certificates of deposit and
AGUB = $60,000/.8 + $12,672.72 (if) Transaction costs.Transaction foreign currency even if they are not ac-
AGUB = $87,672.72 costs are not taken into account in allocatively traded personal property. Examples

P,S(\ggsiA:is iﬁsﬁc'fn?;f;ﬁtﬁ,a;"u:fﬁ;’fgg'?”sﬂﬁﬁt};"};{n9 ADSP or AGUB to assets in theof Class Il assets include U.S. government
creased from $5,000 to $7,500 (i.e., $60,000 ( [(L deemed sale (except indirectly througlsecurities and publicly traded stock.
A)/.8] ([.1/(1 & .1)]). Thus, P recognizes a gain itheir effect on the total ADSP or AGUB to (iii) Class Ill assets Class Il assets are
Year 2 with respect to its nonrecently purchased e allocated). accounts receivable, mortgages, and credit
stock of $2,500 (i.e., $7,500 & $5,000). (iii) Internal Revenue Service authorcard receivables from customers which
onf_)tfir:;pg tzheog Jsfgglf ryolnolt/l\;tre;r] 11 ;‘:{ng:'i?ﬁfty. In connection with the examination ofarise in the ordinary course of business.
distributes a dividend to all of its shareholders. o return, the Internal Revenue Service (iv) Class IV assetsClass IV assets are
April 15 of Year 1, P purchases the remaining TMay challenge the taxpayer’s determinastock in trade of the taxpayer or other
stock and makes a section 338 election for T. In agion of the fair market value of any asseproperty of a kind which would properly
propriate circumstances, the District Director mayyy gny appropriate method and take intbe included in the inventory of taxpayer if
gz;:sg:f omﬁeAngife:; ;nz)gfokseg?ezgg?fhn; ft;‘:account all factors, including any lack ofon hand at the close of the taxable year, or
market value of T's assets deemed purchased. ~ adverse tax interests between the partigstoperty held by the taxpayer primarily
Example 3.(i) T's sole asset is a building worth FOr example, in certain cases the Intern&r sale to customers in the ordinary
$100,000. At this time, T has 100 shares of stocRevenue Service may make an indepegeurse of its trade or business.
outstanding. On August 1 of Year 1, P purchases J9ant showing of the value of goodwill and (v) Class V assets Class V assets are
g]; t\?:;o; SFT %rjfcggessto;g g;if%c;' Tosr:o‘]cukn? Céoing concern value as a means of callingll assets other than Class I, II, III, IV, VI,
$50,000. On June 15 of Year 2, P contributes a tralit0 question the validity of the taxpayer’sand VIl assets.
of land to the capital of T and receives 10 additionavaluation of other assets. (vi) Class VI assets Class VI assets
shares of T stock as a result of the contribution. (b) General rule for allocating ADSP are all section 197 intangibles, as defined
Both the basis and fair market value of the land 3{nd AGUB—(1) Reduction in the amountin section 197, except goodwill and going
::hha;stgetﬁ;e ?elr%:ﬁ]?hgozoji?gf’;o;ﬁa;tzéciF}lg?‘f consideration for Class | asset®oth concern value.
$40,000 and makes a section 338 election for . THRDSP and AGUB, in the respective allo- (vii) Class VIl assets Class VII assets
AGUB of T is $108,800. cation of each, are first reduced by thare goodwill and going concern value
(if) To prevent the shifting of basis from the con-amount of Class | acquisition date assetéwhether or not the goodwill or going
tributed property to other assets of T, the District Dig|ass | assets are cash and general depasincern value qualifies as a section 197
e e i {Pccounts (incluling Savings and checkiintangibl).
See 'paragraph (f') of this section. Otherwise, app@ccounts) other than certificates of de- (3) Other items designated by the Inter-
ing the allocation rules of §1.338-6T would, onp0sit held in banks, savings and loan aswal Revenue Servic&imilar items may be
these facts, result in an allocation to the recentigociations, and other depository instituadded to any class described in this para-
contributed land of an amount less than its value qfons, |If the amount of Class | assetgraph (b) by designation in the Internal Rev-

$10,800, with the difference being allocated 10 the,y o ey AGUB, new target will immedi-enue Bulletin by the Internal Revenue Ser-
building already held by T.
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vice (see 8601.601(d)(2) of this Chapter). of the day after the acquisition date— (4) Liabilities taken into account in de-
(c) Certain limitations and other rules (A) The purchasing corporation holdsermining amount realized on subsequent
for allocation to an asset(1) Allocation nonrecently purchased stock for which disposition In determining the amount
not to exceed fair market valueThe gain recognition election under sectiomealized on a subsequent sale or other dis-
amount of ADSP or AGUB allocated t0338(b)(3) and §1.338-5T(d) is not madeposition of property deemed purchased by
an asset (other than Class VIl assets) caand new target, the entire amount of any lia-
not exceed the fair market value of that (B) The hypothetical purchase price debility taken into account in AGUB is con-
asset at the beginning of the day after thlermined under paragraph (c)(3)(ii) of thisidered to be an amount taken into ac-
acquisition date. section exceeds the AGUB determinedount in determining new target’s basis in
(2) Allocation subject to other rule§the under §1.338-5T(b). property that secures the liability for pur-
amount of ADSP or AGUB allocated to an (ii) Determination of hypothetical pur- poses of applying §1.1001-2(a). Thus, if
asset is subject to other provisions of the Irehase price Hypothetical purchase pricea liability is taken into account in AGUB,
ternal Revenue Code or general principlds the AGUB that would result if a gain81.1001-2(a)(3) does not prevent the
of tax law in the same manner as if suchecognition election were made. amount of such liability from being
asset were transferred to or acquired from (iii) Allocation of AGUB Subject to treated as discharged within the meaning
an unrelated person in a sale or exchangée limitations in paragraphs (c)(1) andf §1.1001-2(a)(4) as a result of new tar-
For example, if the deemed asset sale is(2) of this section, the portion of AGUB(get’s sale or disposition of the property
transaction described in section 1056(gpfter reduction by the amount of Class which secures such liability.
(relating to basis limitation for player con-assets) to be allocated to each Class 1, I, (d) Examples The following examples
tracts transferred in connection with thaV, V, VI, and VIl asset of target held atillustrate §81.338—-4T, 1.338-5T, and this
sale of a franchise), the amount of AGUBhe beginning of the day after the acquisisection:
allocated to a contract for the services of aion date is determined by multiplying—  Example 1()) T owns 90 percent of the outstanding
athlete cannot exceed the limitation im- (A) The amount that would be allo-T1Stock. P purchases 100 percent of the outstanding T
. tock for $2,000. There are no acquisition costs. P
posed by that section. As another exampleateql to su<_:h asset under the general ru%&esasection 338 election for T and, as a result, T1 is
the amount of AGUB allocated to an amoref this section were AGUB equal to theéonsidered acquired in a qualified stock purchase. A
tizable section 197 intangible resultinchypothetical purchase price; by section 338 election is made for T1. The grossed-up
from an assumption-reinsurance transac- (B) A fraction, the numerator of which basis of the T stock is $2,000 (i.e., $2,000 ( 1/1).
tion is determined under section 197(f)(5).is actual AGUB (after reduction by the (i) The liabilities of T as of the beginning of the
(3) Special rule for allocating AGUB amount of Class | assets) and the denorrﬁ.a-‘.y after the acquisition date (including the tax lia-
. ) . : ) ility for the deemed sale gain) that would, under
when purchasing corporation has nonrenator of which is the hypothetical pur-general principles of tax law, be properly taken into
cently purchased stoek(i) Scope This chase price (after reduction by the amountcount before the close of new T’s first taxable

paragraph (c)(3) applies if at the beginningf Class | assets). year, are as follows:
Liabilities (nonrecourse mortgage plus unsecured liabilities) . .......... ... .. .. . . . . i ciauann. $ 700
Taxes Payable . ... ... e 300
TOtal . . $ 1,000

(iii) The AGUB of T is determined as follows:

GroSSEA-UP DaASIS . . . .ottt e ——— $2,000
Total labilities . .. ... e 1,000
AGUB . e $ 3,000

(iv) Assume that ADSP is also $3,000.
(v) Assume that, at the beginning of the day after the acquisition date, T's cash and the fair market values of T'dICIgsant V assets
are as follows:

Asset Asset Fair
Class market
value
| Cash ... $ 200*
I Portfolio of actively traded securities . .. ............. ... ... ... 300
1} Accountsreceivable . .. ... .. ... 600
vV INVENEOIY . . 300
\Y, Building . . . ..o 800
\% Land ... 200
Vv Investment in T . ... ... 450
TOAl e " $2,850

*Amount.
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(vi) Under paragraph (b)(1) of this section, thevalues of its Class IV and VI assets are as follows:  (1-.2)/.8) ..................... $ 1,600
amount of ADSP and AGUB allocable to T's Class Asset Asset Fair Basis of nonrecently purchased
I, 1N, IV, and V assets is reduced by the amount of Class Market stock . 100
cash to $2,800, i.e., $3,000 & $200. $300 of ADSP Value
and of AGUB is then allocated to actively traded se- Cash. ... $ 50* Liabilities ..................... 1,000
curities. $600 of ADSE and of AGUB is then allo- v | ; 200 AGUB . . $ 2,700
cated to accounts receivable. $300 of ADSP and of nventory .......... (iv) Since P holds nonrecently purchased stock,
AGUB is then allocated to the inventory. Slnce the VI Patent............. 350 e hypothetical purchase price of the T stock must
remaining amount of ADSP and of AGUB is $1,600 Total ............ $ 600 be computed and is determined as follows:

(i.e., $3,000 & ($200 + $300 + $600 + $300)), an
* Amount.

amount which exceeds the sum of the fair market (xiii) The amount of ADSP and of AGUB alloca-

values of T's Class V assets, the amount of A_DS_’BIe to T1's Class IV and VI assets is first reduced by
and of AGUB allocated to each Class V asset is it$e $50 of cash

fair market value:

Grossed-up basis of recently
purchased stock as
determined under
§1.338-5T(c)

o (xiv) Because the remaining amount of ADSP _

Building .................. 800 and of AGUB ($570) is an amount which exceeds ($1’_600( (- 2)/8) oo $ 1600

Land ..........oceeeeeen 200 " the fair market value of T1's only Class IV asset, the Basis of nonrecently purchased

InvestmentinTl ............ — 450 ihventory, the amount allocated to the inventory is Stock as if the gain recognition

Total ...l $1450 its fair market value ($200). After that, the remain- ©lection under §1.338-5T(d)(2)

(vii) T has no Class VI assets. ‘The amount of, o 2 mount of ADSP and of AGUB ($370) exceeds had been made ($1,600
ADSP and qf AGUB _allocated to T's Cle_lss \l 8S-the fair market value of TL's only Class VI asset, the (2(04a.2) ..o 400
sets (goodwill and going concern value) is $150, I®patent. Thus, the amount of ADSP and of AGUB al-  Liabilities . . ................... 1,000
$1'6(_)_9 - $1,450. . _located to the patent is its fair market value ($350).

(viii) The grossed-up basis of the T1 stock is Total ...l $ 3,000

(xv) The amount of ADSP and of AGUB allo-

$50_0’ e, $,45(_)_(, 1/.9. o cated to T1's Class VII assets (goodwill and goingﬂ -
(ix) The liabilities of T as of the beginning of the concern value) is $20, i.e., $570 & $550. $3,000) exceeds the AGUB ($2,700) and no gain

day after the acquisition date (including the tax lia- Example 2(i) Assume that the facts are the sam ecognition election is made under section

bility for the deemed sale gain) that would, undegs inExample lexcept that P has, for five years, 38(b)(3), AGUB is allocated under paragraph

general principles of tax law, be properly taken im%wned 20 percent of T's stock, which has a basis iﬁ;)@) of this section.

account before the close of new T's first taxable,.g o0 at the beginning of the day after the acqui- (vi) First, an AGUB amount equal to the hypo-

year, are as follows: sition date of $100, and P purchases the remainifff€tical purchase price ($3,000) is allocated among

(v) Since the hypothetical purchase price

General Liabillities ........... $ 100 80 percent of T's stock for $1,600. P does not ma e assets_un(_jer the general rules of this sectign.
Ta>_<ristall3ayab (2 o0 a gain recognition election under section 338(b)(3).The allocation is set forth in the column below enti-

(i) Under §1.338-5T(c), the grossed-up basis ged Original Allocation. Next, the allocation to

recently purchased T stock is $1,600, i.e., $1’600etach asst_et in Cla_ss Il through Class VII is multiplied
$ 500 (1-.2)/8. by a fraction having a numerator equal to the actual

120 . . AGUB reduced by the amount of Class | assets
(iii) The AGUB of T is determined as follows:

"$620 ($2,700 & $200 = $2,500) and a denominator equal
(xi) Assume that ADSP is also $620. Grossed-up basis of recently to the hypothetical purchase price reduced by the
(xii) Assume that at the beginning of the day after purchased stock as determined

amount of Class | assets ($3,000 & $200 = $2,800),
the acquisition date, T1's cash and the fair market under §1.338-5T(c) ($1,600 x or 2,500/2,800. This produces tRimal Allocation:

(x) The AGUB of T1 is determined as follows:
Grossed-up basis of T1 Stock . .
Liabilities
AGUB

Class Asset Original Final
Allocation Allocation
| Cash . . $ 200 $ 200
I Portfolio of actively traded securities . ..................... 300 268*
1} Accountsreceivable ......... ... .. . . 600 536
v INVENIOTY . . oo 300 268
\Y Buillding . .. ... 800 714
\ Land . ... 200 178
\Y, Investmentin TL .. ... . 450 402
Wi Goodwill and going concernvalue . ....................... 150 134
Total .o $ 3,000 $ 2,700

* All numbers rounded for convenience.

81.338—7T Allocation of redeterminedFor determining and allocating ADSP omunder §1.338-6T to a given asset is differ-
ADSP and AGUB among target assetdGUB when increases or decreases amnt from the original allocation to it, the
(temporary). required with respect to the elements difference is added to or subtracted from
(a) Scope.ADSP and AGUB are rede- ADSP or AGUB before the close of newthe original allocation to the asset, as ap-
termined at such time and in such amouarget’s first taxable year, see §§1.338—4propriate. Amounts allocable to an acqui-
as an increase or decrease would be re338-5T, and 1.338—6T. sition date asset (or with respect to a dis-
quired under general principles of tax law (b) Allocation of redetermined ADSPposed-of acquisition date asset) are
for the elements of ADSP or AGUB. Thisand AGUB When ADSP or AGUB is re- subject to all the asset allocation rules (for
section provides rules for allocating rededetermined, a new allocation of ADSP oexample, the fair market value limitation
termined ADSP or AGUB when increaseAGUB is made by allocating the redeterin §1.338-6T(c)(1)) as if the redeter-
or decreases with respect to the elememsned ADSP or AGUB amount under themined ADSP or AGUB were the ADSP or
of ADSP or AGUB are required after therules of 81.338—6T. If the allocation ofAGUB on the acquisition date.
close of new target’s first taxable yearthe redetermined ADSP or AGUB amount (c) Special rules for ADSP(1) In-
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creases or decreases in deemed sale gamilar limitations). In applying sectionshas been disposed of, depreciated, amor-
taxable notwithstanding old target cease472(b) and 1212(a)(1), only income, gaintized, or depleted. A similar rule applies
to exist. To the extent general principlesloss, deduction, credit, and other amountghen an amount is subtracted from the
of tax law would require a seller in an acef old target are taken into account. Thugyriginal allocation to the asset. For pur-
tual asset sale to account for events relaf-old target has an unexpired net operaposes of the preceding sentence, an asse
ing to the sale that occur after the salmg loss at the close of its taxable year iis considered to have been disposed of to
date, target must make such an accounthich the deemed asset sale occurred ththe extent that its allocable portion of the
ing. Target is not precluded from realizcould be carried forward to a subsequemtecrease in AGUB would reduce its basis
ing additional deemed sale gain becaugaxable year, such loss may be carried fobelow zero.
the target is treated as a new corporatiomard until it is absorbed by old target’'s in- (2) Section 38 property Section
after the acquisition date. come. 1.47-2(c) applies to a reduction in basis
(2) Procedure for transactions in which  (B) Loss carrybacks to taxable years obf section 38 property under this section.
section 338(h)(10) is not elected (i) old target An ordinary loss or capital (e) Examples The following examples
Deemed sale gain included in new target®ss accounted for as a separate item dlustrate this section. Any amount de-
return. If an election under sectionold target under paragraph (c)(2)(i) of thiscribed in the following examples is ex-
338(h)(10) is not made, any additionakection may be carried back to a taxabldusive of interest. For rules characteriz-
deemed sale gain of old target resultingear of old target under the principles ofng deferred contingent payments as
from an increase or decrease in the ADS$ection 172 or 1212, as applicable. Fagorincipal or interest, see 881.483-4,
is included in new target's income tax rethis purpose, taxable years of new targdt1274-2(g), and 1.1275-4(c). The ex-
turn for new target’s taxable year in whichare not taken into account in applying theamples are as follows:
the increase or decrease is taken into aémitations in section 172(b) or 1212(a) Example 1 (i)(A) T's assets other than goodwill
count. For example, if after the acquisi{or other similar limitations). and going concem value, and their fair market val-

. . . . . ues at the beginning of the day after the acquisition
tion date there is an increase in the alloca- (C) Credit carryovers and carrybacks.date, are as follows:

ble ADSP of section 1245 property forThe principles described in paragraphgsset Asset Fair
which the recomputed basis (but not thé&)(2)(ii)(A) and (B) of this section apply Class Market
adjusted basis) exceeds the portion of the carryovers and carrybacks of amounts Value
ADSP allocable to that particular asset ofor purposes of determining the amount of Building ............. $ 100
the acquisition date, the additional gain ia credit allowable under part IV, subchapy Stock of X (not a target) . 200

treated as ordinary income to the extent fer A, chapter 1 of the Internal Revenue Total $300
does not exceed §uch excess z_imount. Seede. Thus, for example, credit Carry-  (8) T has no liabilities other than a contingent li-
paragraph (c)(2)(ii) of this section for theovers of old target may offset only in-ability that would not be taken into account under
special treatment of old target’'s carrycome tax attributable to items describedeneral principles of tax law in an asset sale between
overs and carrybacks. Although includeéh paragraph (c)(2)(i) of this section. unrelated parties when the buyer assumed the liabil-
. T . . ., ity or took property subject to it.
in new target’s income tax return, the (3)Procedure for transactions in which (i))(A) On September 1, 2000, P purchases all of
deemed §ale gain is separately accounte_dction 338(h)(1_0) is electedf an elec-  the outstanding stock of T for $270 and makes a sec-
for as an item of old target and may not beon under section 338(h)(10) is madetion 338 election for T. The grossed-up basis of the
offset by income, gain, deduction, lossany additional deemed sale gain resultin§stock and T's AGUB are both $270. The AGUB is
credit, or other amount of new target. Thérom an increase or decrease in the ADSP@ably allocated among T's Class V assets in pro-
. . . . portion to their fair market values as follows:
amount of tax on income of old target reis accounted for in determining the tax; ... Basis
sulting from an increase or decrease in treble income (or other amount) of the

ADSP is determined as if such deemethember of the selling consolidated groupB,u”ding (3270 (100/300) ... $90

sale gain had been recognized in old tathe selling affiliate, or the S corporationStOCk ($270 (200/300) . ... .. 180
get’s taxable year ending at the close athareholders to which such income, loss, Total ........ EEEEEEEREERE $270
the acquisition date. or other amount is attributable for the tax- (B) No amountis allocated to the Class VIl as-

.. . . . sets. New T is a calendar year taxpayer. Assume
(i) Carryovers and carrybacks(A) able year in which such increase or d€r . x stock is a capital aiset in tﬁe{]ands of new

Loss carryovers to new target taxablerease is taken into account. T

years. A net operating loss or net capital (d) Special rules for AGUB-(1) Effect (iiiy On January 1, 2001, new T sells the X stock

loss of old target may be carried forwaraf disposition or depreciation of acquisi-and uses the proceeds to purchase inventory.

to a taxable year of new target, under thiion date assets.f an acquisition date (V) Pursuantto events on June 30, 2002, the

inciples of section 172 or 1212, as apasset has been disposed of, depreciat Cg;mngem liability of old T is at that time properly

pr.lnCIp ’ ! . pa . p ! p Q en into account under general principles of tax

plicable, but is allowed as a deductioramortized, or depleted by new target bgaw, The amount of the liability is $60.

only to the extent of any recognized infore an amount is added to the original al- (v) T's AGUB increases by $60 from $270 to

come of old target for such taxable yeatpcation to the asset, the increased amou$30. This $60 increase in AGUB is first allocated

as described in paragraph (c)(2)(i) of thistherwise allocable to such asset is take}y'ond T's acquisition date assets in accordance with
tion. For this purpose, however, taxnto account under general principles oﬁe provisions of 51.338-6T. Because the redeter-

sec : purp ! v g P p ined AGUB for T ($330) exceeds the sum of the

able years of new target_ar_e n_ot tal_<en intax law that apply_when part of the cost ofair market values at the beginning of the day after

account in applying the limitations in sec-an asset not previously taken into accoutte acquisition date of the Class V acquisition date

tion 172(b)(1) or 1212(a)(1)(B) (or otherin basis is paid or incurred after the ass@gsets ($300), AGUB allocated to those assets is lim-
ited to those fair market values under §1.338-

2000-4 |.R.B. 353 January 24, 2000



6T(c)(1). As there are no Class VI assets, the reause ADSP and AGUB do not exceed the fair mar- traded securities . . .. .. 268*
maining AGUB of $30 is allocated to goodwill andket value of the Class V assets, the ADSP ang, Accounts receivable . . 536
going concern value (Class VIl assets). The amoudtGUB amounts are allocated to the Class V assets
of increase in AGUB allocated to each acquisitiorin proportion to their fair market values at the begin- Inventory ........... 268
date asset is determined as follows: ning of the day after the acquisition date. Thus,V Building ............ 714
Asset Original ~ Redetermined Increase $135 ($150 ( ($360/($150 + $250))) is allocated toy Land .. ..o 178

AGUB AGUB the mac_hmery and $225 ($250 ( ($36Q/($150 + Investmentin T1 . . . . . 202
Building .... $90 $100 $10 $259))) is aIIocatgd tolthe land. Accordingly, thfe ) ]

basis of the machinery is reduced by $15 ($150 orig-V!! Goodwill and going
X Stock ... .. 180 200 20 jnal allocation & $135 redetermined allocation) and concernvalue ........ 134
Goodwill and the basis of the land is reduced by $25 ($250 origi- Total ............. $ 2,700
going concern nal allocation & $225 redetermined allocation). NQ Al numbers rounded for convenience.
value ....... 0 30 30 amount is allocated to the Class VIl assets. Accord- (ii) After the close of new target’s first taxable
Total . .. . $270 $330 $60 ingly, the basis of the goodwill and going concertyear, P pays an additional $200 for its recently pur-

o ) value is reduced by $100 ($100 original allocation &hased T stock. Assume that the additional consid-
(V.') S|nce_ th_e_ X stock was disposed _Of before th%o redetermined allocation). eration paid would not increase T's tax liability for

contingent liability was properly taken |r_1to accoun't (v) Assume that, as a result of deductions undehe deemed sale gain.

for tax purposes, no amount of the increase 'Baction 168, the adjusted basis of the machinery im- (iii) T’s AGUB increases by $200, from $2,700 to

AGUB attributable to such stock may be allocated tg ¢ jiqiely pefore the decrease in AGUB is zero. Thg2,900. This $200 increase in AGUB is accounted

any T a;set. Rather, such amount ($20) is aIIO\'\'q’ﬁachinery is treated as if it were disposed of beforyr in accordance with the provisions of

asa c_aplltal loss to T for t_he taxable year 2002 undﬂ{e decrease is taken into account. In 2007, T recog§1.338-6T(c)(3)(iii).

the principles ofArrowsrmth V- CommISS_IOneB44 . nizes income of $15, the character of which is deter- (iv) The hypothetical purchase price of the T

U.S. 6 (1952). In addltlor_\, _the $10 mcrease_ "Mined under the principles @frrowsmith v. Com- stock is redetermined as follows:

AGUB ,a”ocatEd to the building and t_he $30 '™ missioner 344 U.S. 6 (1952), and the tax benefit Grossed-up basis of recently

crease in AGUB allocated to the goodwill and going s No adjustment to the basis of T's assets is purchased stock as determined

concern value are treated as basis redeterminatiolq]%d : :
e for any tax paid on this amount. Assume also —
in 2002. See paragraph (d)(1) of this section. y b under §1.338-5T(c) ($1,800

: that, as a result of amortization deductions, the ad- ( (1-.2)/8) .................. $ 1,800
Example 2 (i) Qn January 1, 2002, P purchas_e?usted basis of the goodwill and going concern value Basis of nonrecently purchased
all of the Qutstandlng stock of T and makes a SeCt'qpnmediately before the decrease in AGUB is $40. A stock as if the gain recognition
338 election for T. Assume that ADSP and A(,BUBsimiIar adjustment to income is made in 2007 with election under §1.338-5T(d)(2)
of _T_a}re both $500 and are allocated among T's aﬁ:éspect to the $60 of previously amortized goodwill had been made ($1,800
quisition date assets as follows: _ and going concern value. (208 .2) oo 450
Asset  Asset Basis (vi) In summary, the basis of T’s acquisition date Liabilities .................... 1,000
Class assets, as of January 1, 2007, is as follows: Total ..o $ 3,250
\% Machinery.............. $ 150 Asset Basis (v) Since the redetermined hypothetical purchase
Vv Land ..o 250 Machinery .................... $ 0 price ($3,250) exceeds the redetermined AGUB
. . (%$2,900) and no gain recognition election was made
VIl Goodwill and going. ... . ... Land.. oo 225 nder section 338(b)(3), the rules of
concernvalue ........... 100 Goodwill and going §1.338-6T(c)(3)(iii) are reapplied using the redeter-
Total ............... $500 concermnvalue.................. 0 mined hypothetical purchase price and the redeter-

(i) On September 30, 2004, P filed a claim Example 3 (i) Assume that the facts are the samenined AGUB.
against the selling shareholders of T in a court of aftS 81.338-6T(dExample Zexcept that the recently (vi) First, an AGUB amount equal to the redeter-
propriate jurisdiction alleging fraud in the sale of thé?Urchased stock is acquired for $1,600 plus addinined hypothetical purchase price ($3,250) is allo-
T stock. tional payments that are contingent upon T's futurgated among the assets under the general rules of

(iiiy On January 1, 2007, the former shareholder§2Mings. Assume that, under general principles gf.338-6T. The allocation is set forth in the column
refund $140 of the purchase price to P in a settd@x law, such later payments are properly taken intgelow entitledHypothetical Allocation Next, the
ment of the lawsuit. Assume that, under generdccount when paid. Thus, T's AGUB, determined agjlocation to each asset in Class Il through Class VI
principles of tax law, both the seller and the buyeff the beginning of the day after the acquisition dat@ multiplied by a fraction with a numerator equal to
properly take into account such refund when paid@fter reduction by T's cash of $200), is $2,500 anthe actual redetermined AGUB reduced by the
Assume also that the refund has no effect on the t& allocated among T's acquisition date assets undgfount of Class | assets ($2,900 & $200 = $2,700)
liability for the deemed sale gain. This refund reS1.338-6T(c)(3)(iii) as follows: and a denominator equal to the redetermined hypo-

sults in a decrease of T's ADSP and AGUB of $140-1ass Asset Final  thetical purchase price reduced by the amount of
from $500 to $360. Allocation  Class | assets ($3,250 & $200 = $3,050), or
(iv) The redetermined ADSP and AGUB of $360 | Cash............... $ 200 2,700/3,050. This produces thmal Allocation

is allocated among T's acquisition date assets. Bey Portfolio of actively

Class  Asset Hypothetical Final
Allocation Allocation
| Cash . e e s $ 200 $ 200
Il Portfolio of actively traded securities . ............ . . 300 66* 2
1] Accountsreceivable . ...... ... 600 531
\% INVENTONY . . .o 300 266
\% BUIldING . . ..o e 800 708
\% Land .. e e e e 200 177
\% INVESIMENTIN Tl ... e e e e e 450 398
Wil Goodwill and going CoNCern value .. .......... .ottt _ 400 o 354
Total . . $ 3,250 $ 2900
* All numbers rounded for convenience.
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(vii) As illustrated by this example, reapplying some assets and a basis decrease for other asseéeh acquisition date asset is determined as fol-
§1.338-6T(c)(3) results in a basis increase fofhe amount of redetermined AGUB allocated tdows:

Asset Original Redetermined Increase
©)(3) ©)@3) (decrease)
allocation allocation
Portfolio of actively traded securities .. .......... ... .. ... . ... .. $ 268 $ 266 $ (2
Accountsreceivable . . ... ... 536 531 (5)
INVENIOTY . .o 268 266 2)
BUilding . . ..o 714 708 (6)
Land « .o 178 177 Q)
Investmentin TL ... ... . e 402 398 4)
Goodwill and going concernvalue ................... ... 134 354 220
Total .o $ 2,500 $2,700 $ 200
Example 4 (i) On January 1, 2001, P purchases/ Building. .. ............ 500 among T’s Class V acquisition date assets in propor-
all of the outstanding T stock and makes a section Total . . tion to their fair market values as follows:
338 election for T. P pays $700 of cash and (i) T has no liabilities. The AGUB is $700. In Asset Basis
promises also to pay a maximum $300 of Contlnger(l,talculating ADSP, assume that, under §1.1001-Equipment ..................... $200

consideration at various times in the future. Assu

that, under general principles of tax law, such Iateﬁneg ;:rlitrrggt]:ir;;l;rtlitorne?!z;;logt.tnilggllajlei ;()tr]tzfef;l\lon-actively traded securities ... ... 100
payments are properly taken into account by P Whe_éboo ($700 cash plus $200). BUIliNg .. ..ooeeeee 500
paid. Assume also, hov_vever, that the cgrrent fair (iii) (A) The AGUB of $700 is ratably allocated Total _$800
market valug of the CO”“”Qe”t payments is reﬁasor&-mong T’'s Class V acquisition date assets in propor- (B) The remaining ADSP, $100, is allocated to
ably ascertainable. The fair marl_(et value of T's a on to their fair market values as follows: goodwm and going concern \’/a|ue ((’:|ass V||)
sets (other th?n -gOOdWIH and going concern valuejsser Basis (v) P and T file a consolidated return for 2001
as of the beginning of the following day is as fol- ] .
lows: Equipment ($700 ( 200/800) ... .... $175.00and each following year with P as the common par-
Asset - Assets Fair Non-actively traded securities ent(\(/)if) tlr;eZ%fgzafic?r:g:gént amount of $120 is paid
Class r?/ZIrLI::t ($700 (100/800) . ................ 87'50by P. Assume that, under general principles of tax
) Building ($700 (500/800) ......... 437.50 law, the payment is properly taken into account by P
\Y Equipment............. Total $700.00At the time made. In 2004, there is an increase in T's
Vv Non-actively traded (B) No amount is allocated to goodwill or goingAGUB of $120. Tr_]e_ 'amount of the_lncrease.allo-
securities . .. .. 100 concern value. cated to each acquisition date asset is determined as
(iv) (A) The ADSP of $900 is ratably allocated follows:
Asset Original Redetermined Increase
AGUB AGUB
EqQUIPMENE . . .o $175.00 $200.00 $ 25.(
Land .. 87.50 100.00 12.5
Building . . ... 437.50 500.00 62.5
Goodwill and going concernvalue .............. ... 0.00 20.00 20.0C
Total ... $ 700.00 $820.00 $120.0

Par. 8. Section 1.338-10T is added teelling group—(i) General rule If the turn under this paragraph (a)(2) occurs in

read as follows: selling group files a consolidated returra separate taxable year, except that old
§1.338-10T Filing of returngtempo- for the period that includes the acquisitiotarget’s taxable year of the sale and the
rary). date, old target is disaffiliated from thatconsolidated year of the selling group that

(a) Returns including tax liability from group immediately before the deemedhcludes the acquisition date are treated as
deemed asset salg1) In general. Ex- asset sale and must file a deemed sale the same year for purposes of determining
cept as provided in paragraphs (a)(2) artdrn separate from the group that includethe number of years in a carryover or car-
(3) of this section, any deemed sale gaionly the deemed sale gain and the carryyback period.
is reported on the final return of old targebver items specified in paragraph (iii) Carryover and carryback of tax at-
filed for old target's taxable year that end$a)(2)(iii) of this section. The deemedtributes Target's attributes may be car-
at the close of the acquisition date. If oldsset sale occurs at the close of the acquied over to, and carried back from, the
target is the common parent of an affilisition date and is the last transaction adeemed sale return under the rules applic-
ated group, the final return may be a coreld target. Any transactions of old targetible to a corporation that ceases to be a
solidated return (any such consolidatedccurring on the acquisition date othemember of a consolidated group.
return must also include any deemed sathan the deemed asset sale are included in(iv) Old target is a component member
gain of any members of the consolidatethe selling group’s consolidated return. Aof purchasing corporation’s controlled
group that are acquired by the purchasindeemed sale return includes a combinegtoup. For purposes of its deemed sale
corporation on the same acquisition datdeemed sale return as defined in paraeturn, target is a component member of
as old target). graph (a)(4) of this section. the controlled group of corporations in-

(2) Old target’s final taxable year oth- (i) Separate taxable yeaiThe deemed cluding the purchasing corporation unless
erwise included in consolidated return ofasset sale included in the deemed sale itarget is treated as an excluded member
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under section 1563(b)(2). flects the deemed asset sales of all targetikl target’s taxable period that ends on the
(3) OId target is an S corporationIf required to be included in the combineccquisition date, target may, on or before
target is an S corporation for the periodeturn. If the targets included in the comthe final return due date (including exten-
that ends on the day before the acquisitidnined return constitute a single affiliatedsions), either—
date, old target must file a deemed sale rgroup within the meaning of section (1) File a deemed sale return on the as-
turn as a C corporation. For this purposd,504(a), the income tax return is signedumption that the selling group will file
the principles of paragraph (a)(2) of thidy an officer of the common parent of thathe consolidated return; or
section apply. This paragraph (a)(3) doegroup. Otherwise, the return must be (2) File a return for so much of old tar-
not apply if an election under sectiorsigned by an officer of each target inget’s taxable period as ends at the close of
338(h)(10) is made for the S corporation.cluded in the combined return. Ruleshe acquisition date on the assumption
(4) Combined deemed sale returi) similar to the rules in §1.1502—-75(j) applythat the consolidated return will not be
General rule Under section 338(h)(15),for purposes of preparing the combinediled.
a combined deemed sale return (conreturn. The combined return must include (B) Deemed extensiorfor purposes of
bined return) may be filed for all targetsan attachment prominently identified aspplying §1.1502—-76(c)(2), an extension
from a single selling consolidated grouman “ELECTION TO FILE ACOMBINED of time to file old target’s final return is
(as defined in §1.338(h)(10)-1T(b)(3))RETURN UNDER SECTION considered to be in effect until the last
that are acquired by the purchasing corp®38(h)(15).” The attachment must—  date for making the election under section
ration on the same acquisition date and (A) Contain the name, address, and en338.
that otherwise would be required to fileployer identification number of each tar- (C) Erroneous filing of deemed sale re-
separate deemed sale returns. The coget required to be included in the comturn. If, under this paragraph (a)(6)(ii),

bined return must include all such targetsined return; target files a deemed sale return but the
For example, T and T1 may be included (B) Contain the following declaration selling group does not file a consolidated
in a combined return if— (or a substantially similar declaration):return, target must file a substituted return
(A) T and T1 are directly owned sub-EACH TARGET IDENTIFIED IN THIS for old target not later than the due date
sidiaries of S; ELECTION TO FILE A COMBINED (including extensions) for the return of
(B) S is the common parent of a consoRETURN CONSENTS TO THE FILING the common parent with which old target
idated group; and OF A COMBINED RETURN; would have been included in the consoli-

(C) P makes qualified stock purchases (C) For each target, be signed by a pedated return. The substituted return is for
of T and T1 on the same acquisition dateson who states under penalties of perjurgo much of old target's taxable year as

(i) Gain and loss offsetsGains and that he or she is authorized to act on be&nds at the close of the acquisition date.
losses recognized on the deemed asdwlf of such target. Under 8§1.1502-76(c)(2), the deemed sale
sales by targets included in a combined (iv) Consequences of filing a combinedeturn is not considered a return for pur-
return are treated as the gains and lossedurn. Each target included in a com-poses of section 6011 (relating to the gen-
of a single target. In addition, loss carrybined return is severally liable for any taeral requirement of filing a return) if a
overs of a target that were not subject tassociated with the combined return. Sesubstituted return must be filed.
the separate return limitation year restric§1.338-1T(b)(3). (D) Erroneous filing of return for regu-
tions (SRLY restrictions) of the consoli- (5) Deemed sale excluded from puriar tax year |If, under this paragraph
dated return regulations while that targethasing corporation’s consolidated re-(a)(6)(ii), target files a return for so much
was a member of the selling consolidateturn. Old target may not be considered af old target’s regular taxable year as ends
group may be applied without limitationmember of any affiliated group that in-at the close of the acquisition date but the
to the gains of other targets included irludes the purchasing corporation with reselling group files a consolidated return,
the combined return. If, however, a targetpect to its deemed asset sale. target must file an amended return for old
has loss carryovers that were subject to (6) Due date for old target’s final re- target not later than the due date (includ-
the SRLY restrictions while that targetturn—(i) General rule. Old target’s final ing extensions) for the selling group’s
was a member of the selling consolidatetkturn is generally due on the 15th day afonsolidated return. (The amended return
group, the use of those losses in the corthe third calendar month following theis a deemed sale return.)
bined return continues to be subject tmonth in which the acquisition date oc- (E) Last date for payment of taxt ei-

those restrictions, applied in the sameurs. See section 6072 (time for filing int€r & substituted or amended final return

it th bined ret i i of old target is filed under this paragraph
manne_r as | e com |ne_ re urn were aome ax r.e U!'I"IS). (a)(6)(||), the last date prescribed for pay-
consolidated return. A similar rule ap- (i) Application of 81.1502-76(e}(A) ment of tax is the final return due date (as
plies, when appropriate, to other tax ath general Section 1.1502-76(c) appliesdefined in paragraph (a)(6)(i) of this sec-
tributes. to old target’s final return if old target wastion). .

(iii) Procedure for filing a combined re-a member of a selling group that did nof (7) Examples.The following examples
turn. A combined return is made by filingfile consolidated returns for the taxable'lusnate this paragraph (a):

h . . y g Example 1(i) S is the common parent of a con-
a single corporation income tax return iryear of the common parent that precedegjigated group that includes T. The S group files
lieu of separate deemed sale returns for dlie year that includes old target’s acquiskalendar year consolidated returns. At the close of
targets required to be included in the contion date. If the selling group has nofune 30 of Year 1, P makes a qualified stock pur-

bined return. The combined return refiled a consolidated return that include§hase of T from S. P makes a section 338 election
for T, and T's deemed asset sale occurs as of the
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close of T's acquisition date (June 30). target’s first taxable year (but which is no838(h)(10) election. This section also pre-
(i) T is considered disaffiliated for purposes ofgpacified in the consolidated return) iscribes the consequences of such election
reporting the deemed sale gain. Accordingly, T s\ siqered timely if specified in anThe rules of this section are in addition to
included in the S group’s consolidated return .
through T’s acquisition date except that the tax lis@mended return filed on or before suckhe rules of §81.338-0T through

bility for the deemed sale gain is reported in a sepdast day, at the place where the consolt.338-7T, 1.338-8, 1.338-9, 1.338-10T,

rate deemed sale return of T. Provided that T is ngfated return was filed. and 1.338(i)-1T and, in appropriate cases,
”eatebd as an excluded memberb“”d‘f* section (4) Examples The following examples apply instead of the rules of §§1.338-0T
3563( )(2), Tis a component member of P's o jlustrate this paragraph (b): through 1.338-7T, 1.338-8, 1.338-9,
rolled group for the taxable year of the deeme

asset sale, and the taxable income bracket amountsEXample 1 .T Is an unaffiliated corporation with 1 338-10T, and 1.338(i)-1T.
available in calculating tax on the deemed sale & ex year ending March 31. At the close of Septem- (b) Definitions—(1) Consolidated tar-
turn must be limited accordingl ef)er 20 of Year 1, P makes a qualified stock purchase t A lidated tarqeis a t t that

i If P hased th tgz. T at 10 of T. P does not join in filing a consolidated return._ge consolidated targ a arget tha
3 (”I)30 fp:;rc alse h ©s OIC © Idab r?.m. " makes a section 338 election for T on or beforkS @ member of a consolidated group
Slg;e araora eha(ra)(’z;(i)ec:ftshl“ilstssgggn © the SAMY: e 15 of Year 2, which causes T's taxable year within the meaning of §1.1502-1(h) on

Efam[ﬂe S.The facts are the same -asElmmpIe _end as of the close of September 20. of Year_ 1. Ahe acquisition date and is not the com-
1, except that the S group does not file consolidateCOMe @x return for T's taxable period ending oo parent of the group on that date.

P > group . eptember 20 of Year 1 was due on December 15 of . .
returns. Tmust file a separate return for fts taxapl\e(ear 1. Additions to tax for failure to file a return (2) Selling consolidated groupA sell-
ylee:jr en(rj]m?j on ‘]Lijne 30 of \I(ear 1, which return "Mand to pay tax shown on a return will not be imposelld consolidated groups the consoli-
cu gSt e deemed asset sale. dditi if T's return is filed and the tax paid on or beforedated group of which the consolidated tar-

(b) Walvegl(l) Certain a HIONS 10 june 15 of Year 2. (This waiver applies even if thgiet is a member on the acquisition date.
tax. An addition to tax or additional acquisition date coincides with the last day of T's (3) Selling affiliate; affiliated target A
amount (addition) under subchapter A oformer taxable year, i.e., March 31 of Year 2.) Inter-_ . S ' . .
chapter 68 of the Internal Revenue Codest on any underpayment of tax for old T's short taxselllng affiliateis a domes_tu_: _corporatlon
arising on or before the last day for malkable year ending September 20 of Year 1 runs frokhat owns on the acquisition date an
ing the electi d . b December 15 of Year 1. A statement indicating thaemount of stock in a domestic target,
Ing the election under section 338 €CaUfe waiver rule of this paragraph is being assertegshich amount of stock is described in
of circumstances that would not exist buénould be attached to T's return. section 1504(a)(2), and does not join in
for an election under section 338, is Example 2.Assume the same facts asEikample .. . ! .
waived if— 1. Assume further that new T adopts the calendfﬂlmg a consolidated return Wlt_h th?_tar'

(i) Under the particular statute the addi¥e®" by filing, on or before June 15 of Year 2, its firs@€t. In such case, the target is afili-
L bl howi f return (for the period beginning on September 21 cated target
tion Is excusable upon a showing of reage, 1 ang ending on December 31 of Year 1) indicat- (4) S corporation target An S corpo-
sonable cause; and ing that a calendar year is chosen. See 81.33854i9n targetis a target that is an S corpo-

(i) Corrective action is taken on or be-1T(b)(1). Any additions to tax or amounts described ..~ . . L
fore the last day. in this paragraph (b) that arise because of the late fgition immediately before the acquisition

P ing of a return for the period ending on December 3@al€.

(2). NOtIEC&tlléJI’E) The.][ntgrnal ﬁev.enue ﬁf Year 1 are waived, because they are based on cir- (5) S corporation shareholders. S cor-
Serwcg shou e notifie ] at the time Ofytances that would not exist but for the sectioporation shareholdersire the S corpora-
correction (e.g., by attaching a statemenis election. Notwithstanding this waiver, howeverg target's shareholders. Unless other-
to a return that constitutes corrective aahe return is still considered due March 15 of Year 2, . i )
tion) that the waiver rule of this paragrapﬁ‘”d interest on any underpayment runs from that dat A m_dlcated’ a reference to S
(b) is being asserted Example 3 Assume the same facts aEiample  COrporation shareholders refers both to S

lecti h . . d2' except that T's former taxable year ends on Oct&orporation shareholders who do and

) E eCt!an or ot (.EI’ act|c_)ns requireCper 37, Although prior to the election old T had a rethose who do not sell their target stock.
to be specified on a timely filed reta#n  tum due on January 15 of Year 2 for its year ending (6) Liquidation Any reference in this
(i) In general If paragraph (b)(1) of this October 31 of Year 1, that return need not be filed \ o to diquidation s treated as a ref-
section applies or would app|y if therebecause a timely election under section 338 Wa% ’ .
were an underpayment, any election Jpade. Instead, old T must file a final return for th€rence to the transfer described in para-

h . h y b’ y ified aﬁriod ending on September 20 of Year 1, which igraph (d)(4) of this section notwithstand-
qt elr "ﬁt'gn that TUSth € spel;:l| 1€ Qnd e on December 15 of Year 1. ing its ultimate characterization for
timely filea return for the taxable perio .

) ) Federal income tax purposes.
covered by the late filed return describe88§1.338(b)-1, 1.338(b)-2T, (c) Section 338(h)?10§ election(1) In
in paragraph (b)(1) of this section is cond.338(b)-3T, and 1.338(h)(10)-1 generd. A section 338(h)(10) election
sidered timely if specified on a late-filed[Removed] may b_e made for T if P acquires stock
return filed on or before the last day for , : ; .
making the election under section 33};3 Par. 9. Sections 1.338(b)-1meeting the requirements of section

(il) New target in purchasing corpor.a-l'338(b)_2T' and 1.338(b)-3T, andl504(a)(2) from a selling consolidated
tion’s consolidated return If new target 1.338(n)(10)-1 are removed. group, a selling affiliate, or the S corpora-
S . P . i —1T idion shareholders in a qualified stock pur-
is includible for its first taxable year in aadzzg tg)oréaizztlf%ﬂo%n}g'sg(h)(10) 1T Isf:hase q P
consohdated_ return filed by 'ghe aff|I|ated§1.338 N(10)\-1T D m. q  sale and (2) Simultaneous joint election require-
group of which the purchasing corporas (h)(10) eemed asset sale a . A
tion is a member on or before the last daq;quidation(temporary). ment A section 338(h)(10) election is

lon is a . . S Thi tion prescribes rulegnade jointly by P and the selling consoli-
for making the election under section 338 (@) Scope This section prescribes rule . .

; . r lification for tion 338(h)(10)dated group (or the selling affiliate or the
any election or other action that must b | qualilca % fo a Self_ 0 ( )(_ 2,8 corporation shareholders) on Form
specified in a timely filed return for new®'ection and for making a sectio
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8023 in accordance with the instruction§81.338—6T and 1.338-7T. Old T realganization, a distribution in complete can-
to the form. S corporation shareholderezes the deemed sale gain from theellation or redemption of all its stock,
who do not sell their stock must also condeemed asset sale before the close of thee of a series of distributions in com-
sent to the election. The sectioracquisition date while old T is a membeplete cancellation or redemption of all its
338(h)(10) election must be made noof the selling consolidated group (orstock in accordance with a plan of liqui-
later than the 15th day of the 9th montlowned by the selling affiliate or owned bydation, or part of a circular flow of cash.
beginning after the month in which thethe S corporation shareholders). If T is am most cases, the transfer will be treated
acquisition date occurs. affiliated target, or an S corporation taras a distribution in complete liquidation to

(3) Irrevocability. A section 338(h)(10) get, the principles of 881.338—-2T(c)(10which section 336 or 337 applies.
election is irrevocable. If a sectionand 1.338-10T(a)(1), (5), and (6)(i) apply (ii) Tiered targets In the case of par-
338(h)(10) election is made for T, a secto the return on which the deemed salent-subsidiary chains of corporations
tion 338 election is deemed made for T. gain is reported. When T is an S corporanaking elections wunder section

(4) Effect of invalid election If a sec- tion target, T's S election continues in ef338(h)(10), the deemed liquidation of a
tion 338(h)(10) election for T is not valid, fect through the close of the acquisitiorsubsidiary corporation is considered to
the section 338 election for T is also notlate (including the time of the deemegbrecede the deemed liquidation of its par-
valid. asset sale and the deemed liquidatiomnt.

(d) Certain consequences of sectiomotwithstanding section 1362(d)(2)(B). (5) Selling consolidated group, selling
338(h)(10) election For purposes of sub-Also, when T is an S corporation targetaffiliate, or S corporation shareholders
title A of the Internal Revenue Code (exany direct and indirect subsidiaries of Ti) In general If Tis an S corporation tar-
cept as provided in 81.338-1T(b)(2)), thevhich T has elected to treat as qualifieget, S corporation shareholders (whether
consequences to the parties of makingsubchapter S subsidiaries under sectiar not they sell their stock) take their pro
section 338(h)(10) election for T are a4361(b)(3) remain qualified subchapter $ata share of the deemed sale gain into ac-
follows: subsidiaries through the close of the acount under section 1366 and increase or

(1) P. P is automatically deemed toquisition date. No similar rule appliesdecrease their basis in T stock under sec-
have made a gain recognition election fowhen a qualified subchapter S subsidiaryion 1367. Members of the selling con-
its nonrecently purchased T stock, if anyas opposed to the S corporation that is isolidated group, the selling affiliate, or S
The effect of a gain recognition electiorowner, is the target the stock of which igorporation shareholders are treated as if,
includes a taxable deemed sale by P actually purchased. after the deemed asset sale in paragraph
the acquisition date of any nonrecently (ii) Tiered targets In the case of par- (d)(3) of this section and before the close
purchased target stock. Seent-subsidiary chains of corporation®f the acquisition date, they received the
§1.338-5T(d). making elections under sectionassets transferred by old T in the transac-

(2) New T The AGUB for new T's as- 338(h)(10), the deemed asset sale often described in paragraph (d)(4)(i) of
sets is determined under §1.338-5T and garent corporation is considered to prethis section. In most cases, the transfer
allocated among the acquisition date agede that of its subsidiary. Seaewill be treated as a distribution in com-
sets under 881.338-6T and 1.338-781.338-3T(4)(i). plete liquidation to which section 331 or
Notwithstanding paragraph (d)(4) of this (4) Old T and selling consolidated 332 applies.
section (deemed liquidation of old T),group, selling affiliate, or S corporation (ii) Basis and holding period of T stock
new T remains liable for the tax liabilitiesshareholders—deemed liquidation; taxot acquired A member of the selling
of old T (including the tax liability for the characterizatior—(i) In general Old Tis consolidated group (or the selling affiliate
deemed sale gain). For example, new ffeated as if, before the close of the acquar an S corporation shareholder) retaining
remains liable for the tax liabilities of thesition date, after the deemed asset sale Tnstock is treated as acquiring the stock so
members of any consolidated group thgiaragraph (d)(3) of this section, and whileetained on the day after the acquisition
are attributable to taxable years in whicleld T is a member of the selling consoli-date for its fair market value. The holding
those corporations and old T joined in thelated group (or owned by the selling affilperiod for the retained stock starts on the
same consolidated return. Sedate or owned by the S corporation sharalay after the acquisition date. For pur-
§1.1502-6(a). holders), it transferred all of its assets tposes of this paragraph, the fair market

(3) Old T—deemed sale—(i) In genmembers of the selling consolidatedialue of all of the T stock equals the
eral. Old T is treated as transferring all ofgroup, the selling affiliate, or S corpora-grossed-up amount realized on the sale to
its assets to an unrelated person in exon shareholders and ceased to exist. TiReof P’s recently purchased target stock.
change for consideration that includes thiansfer from old T is characterized forSee §1.338-4T(c).
assumption of or taking subject to liabili-Federal income tax purposes in the same (iii) T stock sale Members of the sell-
ties in a single transaction at the close ahanner as if the parties had actually ering consolidated group (or the selling af-
the acquisition date (but before thegaged in the transactions deemed to occfiliate or S corporation shareholders) rec-
deemed liquidation). See §1.338-1T(ahecause of this section and taking into ao@gnize no gain or loss on the sale or
regarding the tax characterization of theount other transactions that actually oexchange of T stock included in the quali-
deemed asset sale. ADSP for old T is deurred or are deemed to occur. For exanfied stock purchase (although they may
termined under §1.338-4T and allocatedle, the transfer may be treated as r@ecognize gain or loss on the T stock in
among the acquisition date assets unddistribution in pursuance of a plan of reorthe deemed liquidation).
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(6) Nonselling minority shareholdersissued in exchange for recently purchasedsection 338(h)(10) election for T and for the
other than nonselling S corporationstock of T. Old T is treated as receiving iffeemed purchase of T1. A section 338 election is
shareholders—(i) In general This para- cash all other consideration in the deemélf made for T2 .

A . (ii) S1 does not recognize gain or loss on the sale
graph (d)(6) describes the treatment odsset sale other than the assumption of, gfihe T stock and T does not recognize gain or loss
shareholders of old T other than the foltaking subject to, old T liabilities. For ex-on the sale of the T1 stock because section
lowing: members of the selling consoli-ample, old T is treated as receiving ir838(h)(10) elections are made for T and T1. Thus,
dated group, the selling affiliate, S corpoeash any amounts attributable to th&r €xample, gain or loss realized on the sale of the T
ration shareholders (whether or not thegrossing-up of amount realized undef’ '+ Stock is nottaken into account in earmings and

. L . profits. However, because a section 338 election is
sell their stock), and P. For a descriptio§1.338-4T(c). The amount realized fofot made for T2, T must recognize any gain or loss
of the treatment of S corporation sharerecently purchased stock taken into agealized on the deemed sale of the T2 stock. See
holders, see paragraph (d)(5) of this secount in determining ADSP is adjusteds1.338-4T(h).
tion. A shareholder to which this para{and, thus, ADSP is redetermined) to re- (ii) The results would be the same if S1, T, T1,
graph (d)(6) applies is called a minorityflect the amounts paid under an installgggaziearseln:r: dmfgzesr;I?r:gagﬁﬁ;';sso"dated group.
shareholder. ment obligation for the stock when the  gxampie 2.(i) S and T are solvent corporations.

(if) T stock sale A minority share- total payments under the installmeng owns all of the outstanding stock of T. S and P
holder recognizes gain or loss on thebligation are greater or less than thegree to undertake the following transaction: T will
shareholder’s sale or exchange of T stockmount realized. distribute half its assets to S, and S will assume half

included in the qualified stock purchase. (i) In deemed liquidation Old T is o TS liabiliies. Then, Pwill purchase the stock of T
from S. S and P will jointly make a section

(i) T stock not acquired A minority treated as distributing in the deemed liquiz3gn)(10) election with respect to the sale of T. The
shareholder does not recognize gain aation the new T installment obligationscorporations then complete the transaction as agreed.
loss under this section with respect tohat it is treated as receiving in the (i) Under section 338(a), the assets present in T
shares of T stock retained by the shareleemed asset sale. The members of tRghe close of the acquisition date are deemed sold
holder. The shareholder’s basis and holaselling consolidated group, the selling af?y 9d T to new T._ Under paragraph (d)(4) of this
. . . - . section, the transactions described in paragraph (d)
ing period for that T stock is not affectediliate, or the S corporation shareholderss ihis section are treated in the same manner as if
by the section 338(h)(10) election. are treated as receiving in the deemed ligrey had actually occurred. Because S and P had

(7) Consolidated return of selling con-uidation the new T installment obligationsagreed that, after T's actual distribution to S of part
solidated group.If P acquires T in a qual- that correspond to the P installment oblig2f its assets, S would sell T to P pursuant to an elec-
ified stock purchase from a selling conations they actually received individually°" under section 338(h)(10), and because para-

. . . raph (d)(4) of this section deems T subsequently to
solidated group— in exchange for their recently purChaseaave transferred all its assets to its shareholder, T is

(i) The selling consolidated group musstock. The new T installment obligationsieemed to have adopted a plan of complete liquida-
file a consolidated return for the taxablenay be recharacterized under other ruleton under section 332. T's actual transfer of assets
period that includes the acquisition date; See for example §1.453—11(a)(2) whichf© S is treated as a distribution pursuant to that plan

(ii) A consolidated return for the sellingin certain circumstances, treats the new ¢ CEOXrZIF')T:etli ';qugi(;agfnéwns all of the outstandin
consolidated group for that period maynstallment obligations deemed distrib;ygy of f,oth T and S2. All three are Corporaﬁor?s_
not be withdrawn on or after the day that ated by old T as if they were issued bys1 and P agree to undertake the following transac-
section 338(h)(10) election is made for Tnew T in exchange for the members’ ofion. T will transfer substantially all of its assets and
and the selling consolidated group, the sellingabilities to S2, with S2 issuing no stock in ex-
(iii) Permission to discontinue filing affiliate’s, or the S corporation shareholdggﬁirt‘igez th?:j:r’Pa\?vﬁlrsaa:l:nllgge'tfhztr;fg;sz?t? 2221“'
consolidated returns cannot be granteers’ stock in old T. The members of thes; 51 and P will jointly make a section 338(h)(10)
for, and cannot apply to, that period oselling consolidated group, the selling afelection with respect to the sale of T. The corpora-
any of the immediately preceding taxabldiliate, or the S corporation shareholder$ons then complete the transaction as agreed.
periods during which consolidated returnsre treated as receiving all other consider- (i) Under section 338(a), the assets present in T
continuously have been filed. ation in the deemed liquidation in cash. Z‘;tga CTIOtienfv\tlhﬁ a&%:'rt'ggrggizpaﬁ d(;?gmoefihsizld

(8) Availability of the section 453 in-  (9) Treatment consistent with an actuakection. the transactions described in this section are
stallment methad Solely for purposes of asset sale Old T may not assert any pro-treated in the same manner as if they had actually
applying sections 453, 453A, and 453Byision in section 338(h)(10) or this sec-occurred. Because old T transferred substantially all
and the regulations thereunder (the irtion to obtain a tax result that would noff its assets to S2, and is deemed to have distributed
stallment method) to determine the consde obtained if the parties had actually erﬁ:L'ttfafsT;'gfngszs;stfo asnzd e out of existence,

g . . , g into account the
quences to old T in the deemed asset sajaged in the transactions deemed to OCClyiateqd transfers, deemed and actual, qualifies as a
and to old T (and its shareholders, if relebecause of this section and taking into ageorganization under section 368(a)(1)(D). Section
vant) in the deemed liquidation, the rulesount other transactions that actually 0c361(c)(1) and not section 332 applies to T's deemed
in paragraphs (d)(1) through (7) of thicurred or are deemed to occur. liquidation. _
section are modified as follows: (e) Examples The following examples Example 4 () T owns wo assets: an actively
. . . . . raded security (Class Il) with a fair market value of

(i) In deemed asset saleOld T is illustrate this section: $100 and an adjusted basis of $100, and inventory
treated as receiving in the deemed assetExample 1 (i) S1 owns all of the T stock and T (Cjass V) with a fair market value of $100 and an
sale new T installment obligations, the?Vns all of the stock of T1 and T2. 'S1 is the comagjjysted basis of $100. T has no liabilities. S is ne-
terms of which are identical (except as ton parent of a consolidated group that includes Fotiating to sell all the stock in T to P for $100 cash

1, and T2. P makes a qualified stock purchase gf,g contingent consideration. Assume that under

the obligor) to P installment obligationsy of the T stock from S1. S1 joins with Pin makinggenerally applicable tax accounting rules, P's ad-

2000-4 |.R.B. 359 January 24, 2000



justed basis in the T stock immediately after the puisecurity. When P subsequently causes T to sell tliause the substance of the deemed sale of assets is a
chase would be $100, because the contingent canventory, T would realize no gain or loss instead o$ale of the inventory and the actively traded security
sideration is not taken into account. Thus, under thealizing gain of $100. themselves, not of the inventory and the Newco
rules of §1.338-5T, AGUB would be $100. Under (ii) Assume that, if the T stock had not itself beerstock. Otherwise, the anti-abuse rule might apply.
the allocation rules of §1.338-6T, the entire $1080ld but T had instead sold both its inventory and the Example 5 (i) T, a member of a selling consoli-
would be allocated to the Class Il asset, the activelewco stock to P, T would for tax purposes belated group, has only one class of stock, all of which
traded security, and no amount would be allocated tteemed instead to have sold both its inventory arid owned by S1. On March 1 of Year 2, S1 sellsits T
the inventory. P, however, plans immediately tactively traded security directly to P, with P deemedtock to P for $80,000, and joins with P in making a
cause T to sell the inventory, but not the activelyhen to have created Newco and contributed the asection 338(h)(10) election for T. There are no sell-
traded security, so it requests that, prior to the stodkvely traded security to the capital of Newco. Secing costs or acquisition costs. On March 1 of Year 2,
sale, S cause T to create a new subsidiary, Newdipn 338, if elected, generally recharacterizes a stock owns land with a $50,000 basis and $75,000 fair
and contribute the actively traded security to theale as a deemed sale of assets. The tax resultsrafrket value and equipment with a $30,000 adjusted
capital of Newco. Because the stock in Newcothe deemed sale of assets should, where possible,bzsis, $70,000 recomputed basis, and $60,000 fair
which would not be actively traded, is a Class Mike those of an actual asset sale. Hence, the deenradrket value. T also has a $40,000 liability. S1
asset, under the rules of §1.338-6T $100 of AGUBale of assets under section 338(h)(10) should Ipays old T's allocable share of the selling group’s
would be allocated to the inventory and no amourtteated as one of the inventory and actively tradecbnsolidated tax liability for Year 2 including the tax
of AGUB would be allocated to the Newco stock.security themselves, not of the inventory and Newchability for the deemed sale gain (a total of
Newco’s own AGUB, $0 under the rules ofstock. That is the substance of the transaction. TI$43,600).

§1.338-5T, would be allocated to the actively tradednti-abuse rule of §1.338-1T(c) does not apply, be- (ii) ADSP of $120,000 ($80,000 + $40,000 + 0)

is allocated to each asset as follows:

Assets Basis FMV Fraction Allocable
ADSP
Land . ... $ 50,000 $ 75,000 5/9 $ 66,667
Equipment ....... ... .. . ~— 30,000 ~ 60,000 4/9 53,333
Total ... or P, owns the 20 percent of the T stock that is n@omputations are as follows:

........................................ acquired by P in the qualified stock purchase. K's (A) P’s grossed-up basis for the recently pur-
$80,000. ... .0t basis in its T stock is $5,000. chased T stock is $64,000 (i.e., $64,000 (the basis of
$135000 . .. ..t (i) The consequences to P, T, and S1 are the sarthe recently purchased T stock) ( (1 & .2)/(.8) (the
Lo as inExample 6 fraction in section 338(b)(4))).
$120,000. .. .ot (iii) Under paragraph (d)(6)(iii) of this section, K (B) P’s basis amount for the nonrecently pur-

(iii) Under paragraph (d)(3) of this section, old Trecognizes no gain or loss, and K’s basis in its Thased T stock is $16,000 (i.e., $64,000 (the
has gain on the deemed sale of $40,000 (consistisgpck remains at $5,000. grossed-up basis in the recently purchased T stock) (
of $16,667 of capital gain and $23,333 of ordinary Example 8 (i) The facts are the same asEr-  (.2)/(1.0 & .2) (the fraction in section 338(b)(3)(B)))-
income). ample 5 except that the equipment is held by T1, a (C) The gain recognized on the nonrecently pur-

(iv) Under paragraph (d)(5)(iii) of this section, wholly—owned subsidiary of T, and a sectionchased stock is $10,000 (i.e., $16,000 & $6,000).
S1 recognizes no gain or loss upon its sale of the 0888(h)(10) election is also made for T1. The T1 Example 10 (i) T is an S corporation whose sole
T stock to P. S1 also recognizes no gain or loss upstock has a fair market value of $60,000. T1 has rdass of stock is owned 40 percent each by A and B
the deemed liquidation of T. See paragraph (d)(4) @fssets other than the equipment and no liabilitieand 20 percent by C. T, A, B, and C all use the cash
this section and section 332. S1 pays old T's and old T1's allocable shares of thmethod of accounting. Aand B each has an adjusted
(v) P’s basis in new T stock is P’s cost for theselling group’s consolidated tax liability for Year 2basis of $10,000 in the stock. C has an adjusted
stock, $80,000. See section 1012. including the tax liability for T and T1's deemed salebasis of $5,000 in the stock. A, B, and C hold no in-
(vi) Under 81.338-5T, the AGUB for new T is gain. stallment obligations to which section 453A applies.
$120,000, i.e., P’s cost for the old T stock ($80,000) (ii) ADSP for T is $120,000, allocated $66,667 toOn March 1 of Year 1, A sells its stock to P for
plus T’s liability ($40,000). This AGUB is allocated the land and $53,333 to the stock. Old T's deemefi40,000 in cash and B sells its stock to P for a
as basis among the new T assets under §81.338-6dle gain is $16,667 (the capital gain on its deemek25,000 note issued by P and real estate having a
and 1.338-7T. sale of the land). Under paragraph (d)(5)(iii) of thifair market value of $15,000. The $25,000 note, due
Example 6 (i) The facts are the same asEx-  section, old T does not recognize gain or loss on iia full in Year 7, is not publicly traded and bears ad-
ample 5 except that S1 sells 80 percent of the old Heemed sale of the T1 stock. See section 332.  equate stated interest. A and B have no selling ex-
stock to P for $64,000, rather than 100 percent of the (iii) ADSP for T1 is $53,333 (i.e., $53,333 + $0 +penses. T’s sole asset is real estate, which has a
old T stock for $80,000. $0). On the deemed sale of the equipment, T1 reealue of $110,000 and an adjusted basis of $35,000.
(i) The consequences to P, T, and S1 are the samgnizes ordinary income of $23,333. Also, T's real estate is encumbered by long-out-
as inExample 5except that: (iv) Under paragraph (d)(5)(iii) of this section, standing purchase-money indebtedness of $10,000.
(A) P’s basis for its 80-percent interest in the neve1l does not recognize gain or loss upon its sale ®he real estate does not have built-in gain subject to
T stock is P's $64,000 cost for the stock. See sectidhe old T stock to P. section 1374. A, B, and C join with P in making a
1012. Example 9 (i) The facts are the same asEr-  section 338(h)(10) election for T.
(B) Under 81.338-5T, the AGUB for new T is ample 8 except that P already owns 20 percent of (ii) Solely for purposes of application of sections
$120,000 (i.e., $64,000/.8 + $40,000 + $0). the T stock, which is nonrecently purchased stock53, 453A, and 453B, old T is considered in its
(C) Under paragraph (d)(4) of this section, Slvith a basis of $6,000, and that P purchases the rdeemed asset sale to receive back from new T the
recognizes no gain or loss with respect to the renaining 80 percent of the T stock from S1 for$25,000 note (considered issued by new T) and
tained stock in T. See section 332. $64,000. $75,000 of cash (total consideration of $80,000 paid
(D) Under paragraph (d)(5)(ii) of this section, the (ii) The results are the same asEixample 8ex- for all the stock sold, which is then divided by .80 in
basis of the T stock retained by S1 is $16,000 (i.ecept that under paragraph (d)(1) of this section artthe grossing-up, with the resulting figure of
$120,000 & $40,000 (the ADSP amount for the old $1.338-5T(d), P is deemed to have made a ga#iL00,000 then reduced by the amount of the install-
assets over the sum of new T’s liabilities immedirecognition election for its nonrecently purchased Thent note). Absent an election under section
ately after the acquisition date) ( .20 (the proportiostock. As a result, P recognizes gain of $10,000 art53(d), gain is reported by old T under the install-
of T stock retained by S1)). its basis in the nonrecently purchased T stock is imnent method.
Example 7 (i) The facts are the same asEir-  creased from $6,000 to $16,000. P’s basis in all the (iii) In applying the installment method to old T's
ample 6 except that K, a shareholder unrelated to T stock is $80,000 (i.e., $64,000 + $16,000). Theleemed asset sale, the contract price for old T's as-
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sets deemed sold is $100,000, the $110,000 selling (g) Required information The Com- fore January 5, 2000, see 81.1060-1T in
price reduced by the indebtedness of $10,000 iyjssioner may exercise the authoriteffect prior to January 6, 2000 (see 26

which the assets are subject. (The $110,000 selli . ) . .
price is itself the sum of the $80,000 grossed-up i'gqranted in section 338(h)(10)(C)(iii) to re-CFR part 1 revised April 1, 1999).

paragraph (ii) above to $100,000 and the $10,000 fAuire provision of any information _ (3) Outline of tqpics Ir_1 order to facili-
ability.) Gross profit is $75,000 ($110,000 sellingdeemed necessary to carry out the proviate the use of this section, this paragraph
price a old T's basis of $35,000). Old T's grosssions of section 338(h)(10) by requiringa)(3) lists the major paragraphs in this
gfﬁ,gto&t'o '? 0-t75,(Q;OSTShprogé(;O;S?fdggo( t"’;]submission of information on any tax resection as follows:

y contract price). us, , . .
$75,000 cash old T is deemed to receive in Year 1) ﬁsomng form. g; ﬁ]cggre].eral
Year 1 gain attributable to the sale, and $18,75 . h :
($75,000 & $56,250) is recovery of basis. 31'338(0_1 [Removed] (2) Effective date.

(iv) In its liquidation, old T is deemed to distrib- Par. 11. Section 1.338()-1 is removeo(.3) Outline of topics.

ute the $25,000 note to B, since B actually sold the B . . b) Applicable asset acquisition.
stock partly for that consideration. To the extent of Par. 12. Section 1.338()-1T is adde& ) App q

the remaining liquidating distribution to B, it is to read as follows: (1) In general. o )
deemed to receive, along with A and C, the balanc§1.338(i)—1T Effective dat¢eemporary). (2) Assets constituting a trade or business.
of old T's I_|qU|dat|ng assets in _the form of cash. The provisions of §§1.338—0T through(!_) In general. _

Under section 453(h), B, unless it makes an elect|0f_338_7.|_ 1.338-10T and (i) Goodwill or going concern value.

under section 453(d), is not required to treat the re- . (iii) Factors indicatin oodwill or goin
- . »1.338(h)(10)-1T apply to any qualified g9 going
ceipt of the note as a payment for the T stock; pd goncern value.

payment of the $25,000 note in Year 7 to B is a paystock purchase occurring after January A
ment for the T stock. Because section 453(h) ai2000. For rules applicable to qua“fieo( ) Examples._
plies to B, old T's deemed liquidating distribution ofstack purchases on or before January g4) Asymmetrical transfers of assets.

the note is, under section 453B(h), not treated asfy5 ‘ga@ §§1.338-0 through 1.338—55) Related transactions.

taxable di ition by old T. i i
aX(6\1/) TJnIdSErO::eIc(;ir:)nylg%, A reports 40 percent, 0|1-338(b)_1' 1-338(b)—2T: 1.338(b)—3T,(6) More than a smgle trade or business.

$22,500, of old T's $56,250 gain recognized in Yeal.338(h)(10)—1, and 1.338(i)-1 in effect) Covenant entered into by the seller.
1. Under section 1367, this increases A's $10,00@rior to January 6, 2000 (see 26 CFR pa@) Partial non-recognition exchanges.

adjusted basis in the T stock to $32,500. Next, i reyised April 1, 1999). (c) Allocation of consideration among as-
old T's deemed liquidation, A is considered to re- Par. 13. Section 1.1060-1T is reviseaets under the residual method.

ceive $40,000 for its old T shares, causing it to rec- ’ ’ ] ’ (1) Consideration.

ognize an additional $7,500 gain in Year 1. to read as follows:

(vi) Under section 1366, B reports 40 percent, 081.1060—1T Special allocation rules for(2) Allocation of consideration among as-
$22,500, of old T's $56,250 gain recognized in Yeacertain asset acquisitiorgemporary). sets. _
1. Under section 1367, this increases B's $10,000 (3)Scope—(1) In general This section (3) Certain costs.

. . . . T k 2 . N H I . . . i
adjusted basis in its T stock to $32,500. Next, 'n.og)rescrlbes rules relating to the requiret4) Effect of agreement between parties.
T's deemed liquidation, B is considered to receiv:

the $25,000 note and $15,000 of other consideratio1€Nts of section 1060, which, in the cas@) Examp_les. .

Applying section 453, including section 453(h), toof an applicable asset acquisition, re(€) Reporting requirements..

the deemed liquidation, B's selling price and conquires the transferor (the seller) and thQ—) Applicable asset acquisitions.
tract price are both $40,000. Gross profit is $7,508 gnsferee (the purchaser) each to a”oca% In general.

($40,000 selling price & B’s basis of $32,500). B’ihe consideration paid or received in théji) Time and manner of reporting.
gross profit ratio is 0.1875 (gross profit of $7,500 & . ) In aeneral.
$40,000 contract price). Thus, $2,812.50 (0.1875f@nsaction among the assets transferré@ get . .

’ : T PR : ; Additional reporting requirement.
$15.000) is Year 1 gain attributable to the deemetl the same manner as amounts are all§3) porting req .
liquidation. In Year 7, when the $25,000 note iated under section 338(b)(5) (relating t&z) TranSfe_rS of interests in pgrtnershlps.
paid, B has $4,687.50 (0.1875 ( $25,000) of addihe allgcation of adjusted grossed-up (P) Applicable asset acquisitien(1)

tI0rz\ellili)gf;lr?(-jer section 1366, C reports 20 percent, olr:)as_iS among the assc_ats of the targe,t Cor_d%r? ?Snz:s,ltézs?srpu:ﬁg:ﬁe??jslgc?g?Lljrl]zll-
$11,250, of old T's $56,250 gain recognized in veafation when a section 338 election '§ '

1. Under section 1367, this increases C's $5,000 atiade). In the case of an applicable aSSr(ﬁCt'fOf adgrouP_Of assetsd if theb assets
justed basis in its T stock to $16,250. Next, in olacquisition described in paragraph (b)(1lfansferred constitute a trade or business
T's deemed liquidation, C is considered to receivgf this section, sellers and purchaser® the hands of either the seller or the pur-
$20,000 for its old T shares, causing it to I’l—:-COgnIZﬁ,]uSt allocate the consideration under th(éhaser and, except as provided in para-

an additional $3,750 gain in Year 1. Finally, under . . ; ; _
paragraph (d)(5)(ii) ofgthis section, C is cor):sideretges'dual method as d-escrlbed Irgfrlaaggr’gbt))gii)isoi]; ttf;]les tsrgr?;‘g::”e(;h:SseL{[; ic
to acquire its stock in T on the day after the acquis€81.338—6T and 1.338—7T in order to de* - s
tion date for $20,000 (fair market value = grossedtermine, respectively, the amount realizef€termined Wh0_||y bY_ reference to the
up amount realized of $100,000 ( 20%). C's holdingrom and the basis in. each of the tran®urchaser’s consideration.

period in the stock deemed received in new Tbeging, ..o acsets. Eor rules relating to distrib- (2) Assets constituting a trade or busi-

t that time. i i
2 (f;l Ilrr1n;pp|icability of provisions. The Utions of partnership property or transfer@€ss—(i) In general For purposes of this
rovisions of section 6043, §1.331— 1(q)°f Partnership interests which are subjeection, a group of assets constitutes a
p » §1.331- 1(d), trade or business if—

to section 1060(d), see §1.755-2T.

and 81.332—6 (relating to information re-
3 ( g (2) Effective date The provisions of (A The use of such assets would con-

turns and recordkeeping requirements for . - .. _stitute an active trade or business under
corporate liquidations) do not apply to thé[“s se_cUonﬂappIy to any asset acqmsn:ogection 355 or
deemed liquidation of old T under paral¢curring after January 5, 2000. For rule

graph (d)(4) of this section applicable to asset acquisitions on or be- (B) Its character is such that goodwill

2000-4 |.R.B. 361 January 24, 2000



or going concern value could under anyf this section: acquiring, the assets acquired by the
circumstances attach to such group. Example 1 S is a high grade machine shop thapurchaser constitute a trade or business,

(i) Goodwill or going concern value. manufactures microwave connectors in limitedgpd, except as provided in paragraph

[ . quantities. It is a successful company with a reput . . )
Goodwill is the value of a trade or busix. pany PUTb)(8) of this section, the purchaser’s

tion within the industry and among its customers fo 0 .
ness attributable to the expectancy of coRanufacturing unique, high quality products. 1t?@SiS in the transferred assets is deter-
tinued customer patronage. This extangible assets consist primarily of ordinary machinmined wholly by reference to the pur-
pectancy may be due to the name @y for working metal and_plating. It has no secrechaser’s consideration, then the pur-
reputation of a trade or business or anégrmulas or patented drawings of value. Pis a congrhaser is subject to section 1060.

her f Goi | is th any that designs, manufactures, and markets elec- .
other factor. oing concern value Is t onic components. It wants to establish an immedi- (5) Related transactionsWhether the

additional value that attaches to propertye presence in the microwave industry, an area @ssets transferred constitute a trade or
because of its existence as an integral pavtich it previously has not been engaged. P is abusiness is determined by aggregating
of an ongoing business activity. Goin%“'””g assets of a number of smaller companies angl| transfers from the seller to the pur-

ncern val incl he val ri opes that these assets will collectively allow it to : : :
conce alue includes the value attribu ffer a broad product mix. P acquires the assets Of(gwaser in a series of related transactions.

able to the ability of a trade or businesg ;qer 1o augment its product mix and to promoté&XCEPt as provided in paragraph (b)(8)
(or a part of a trade or business) t0 COfs presence in the microwave industry. P will noof this section, all assets transferred
tinue functioning or generating incomeuse the assets acquired from S to manufacture nfrom the seller to the purchaser in a se-
without interruption notwithstanding acrowave conn_ectors. The asset§ tran;ferred are gfas of related transactions are included
change in ownership. It also includes thg®'s that constitute atrade or business in the handsigfpe o615 of assets among which the
. . . . the seller. Thus, P’s purchase of S’s assets is an ap- = . . . . .
value that is attributable to the immediatg;.pie asset acquisition. The fact that P will noonsideration paid or received in such
use or availability of an acquired trade Ofise the assets acquired from S to continue the busieries is allocated under the residual
business, such as, for example, the use @fss of S does not affect this conclusion. method. The principles of §1.338-1T(c)
the revenues or net earnings that other- Example 2 S, a sole proprietor who operates gre also applied in determining which
wise would not be received during anya’ wash, both leases the building housing the c&rssets are included in the group of assets

. . . . wash and sells all of the car wash equipmentto P. S’s . . . .
period if the acquired trade or business " . building and the car wash equipment cofMONg which the consideration paid or

were not available or operational. stitute a trade or business. P begins operating a d@#ceived is allocated under the residual
(iii) Factors indicating goodwill or wash in the building it leases from S. Because thmethod.
going concern value.ln making the de- assets transferred together with the asset leased are(6) More than a single trade or busi-

- : . - ssets which constitute a trade or business, P’s pur-
termination in this paragraph (b)(2), a“ihase of S’s assets is an applicable asset acquisitioﬂ.ess' If the assets transferred from a

the facts anc_j circumstances surrounding Example 3 S, a corporation, owns a retail storeS€ller to a purchgser indUde.more th_an
the transaction are taken into accounpysiness in State X and conducts activities in coone trade or business, then, in applying
Whether sufficient consideration is availnection with that business enterprise that meet thtyis section, all of the assets transferred
able to allocate to gOOdWill or going con-active trade or business requirement of section 35 hether or not transferred in one trans-

cern value after the residual method is a > is a minority shareholder of S. S distributes to . . .
Fgzll the assets of S used in S’s retail business in Staqgtlon or a series of related transactions

plied is not relevant in determining,;, complete redemption of P's stock in S held byaNd Whether or not part of a trade or

whether goodwill or going concern valuep, The distribution of S's assets in redemption of PBUSINEss) are treated as a single trade or
could attach to a group of assets. Factosgck is treated as a sale or exchange under sectidngsiness.

to be considered include— 302(a) and 302(b)(3), and P’s basis in the assets dis- .
tributed to it is determined wholly by reference to (7) Covenant entered into by the

(A) The presence of any intangible 8Sfhe consideration paid, the S stock. Thus, S's distg€ller. If, in connection with an applica-
sets (whether or not those assets are S@Ggon of assets constituting a trade or business tolie asset acquisition, the seller enters
tion 197 intangibles), provided, howeveris an applicable asset acquisition. into a covenant (e.g., a covenant not to
that the transfer of such an asset in the ab-Example 4 S is a manufacturing company wihcompete) with the purchaser, that
sence of other assets will not be a trade éf internal financial bookkeeping department. P iﬁovenant is treated as an asset trans-

business for purposes of section 1060 in th_e business of providir_lg a financial bookkeepin .
purp ' service on a contract basis. As part of an agreemgﬁrred as part of a trade or business.

(B) The _eXiSte_nce of an excess of they p o begin providing financial bookkeeping ser- (8) Partial non-recognition exchanges
total consideration over the aggregateices to S, P agrees to buy all of the assets associalgdransfer may constitute an applicable

EIOOK value of ”;]e taggibli andh intangig{gz eS ;;I’;t;r;”ear:tt:g(;knkfifgg ggg@gz;isn;r;iggésset acquisition notwithstanding the fact
e assets purchase other than good- ¢ i i i i
P ( 9 ment employees who choose to accept a positi(;nat no gain or loss is reCOgmzed with re-

W'” a”d_go'”g_ concern V"_ilue) as Shownyi b "1 addition to selling P the assets associatégPect to a portion of the group of assets
in the financial accounting books andhith its bookkeeping operation, S will enter into atransferred. All of the assets transferred,
records of the purchaser; and long term contract with P for bookkeeping servicesincluding the non-recognition assets, are

(C) Related transactions, includingBecause assets transferred from S to P, along Wiy o into account in determining whether
lease agreements. licenses. or other Sil’wg related cpntragt for bookkeeping services, are E .
. 9 ! ! trade or business in the hands of P, the sale of tha€ group of assets constitutes a trade or
ilar agreements between the purChaSSBOkkeeping assets from S to P is an applicable as¢¥dsiness. The allocation of consideration
and seller (or managers, directors, owrcquisition. under paragraph (c) of this section is done
ers, or employees of the seller) in con- (4) Asymmetrical transfers of assetswithout taking into account either the
nection with the transfer. If, under general principles of tax law, anon-recognition assets or the amount of

(3) Examples The following exam- seller is not treated as transferring thenoney or other property that is treated as

ples illustrate paragraphs (b)(1) and (23ame assets as the purchaser is treatedrassferred in exchange for the non-recog
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nition assets (together, the non-recogniFhe purchaser’s consideration is ther accounting fees). These latter amounts
tion exchange property). The basis in andmount, in the aggregate, of its cost adre taken into account only indirectly
gain or loss recognized with respect to thpurchasing the assets in the applicablarough their effect on the total considera-
non-recognition exchange property ar@asset acquisition that is properly taketion to be allocated.
determined under such rules as woulthto account in basis. (4) Effect of agreement between
otherwise apply to an exchange of such (2) Allocation of consideration among parties If, in connection with an applica-
property. The amount of the money andssets For purposes of determining theble asset acquisition, the seller and pur-
other property treated as exchanged faeller's amount realized for each of thehaser agree in writing as to the allocation
non-recognition assets is the amount bgssets sold in an applicable asset acquisif any amount of consideration to, or as to
which the fair market value of the non-tion, the seller allocates consideration tthe fair market value of, any of the assets,
recognition assets transferred by onall the assets sold by using the residualch agreement is binding on them to the
party exceeds the fair market value of thmethod under §81.338-6T and 1.338-7Extent provided in this paragraph (c)(4).
non-recognition assets transferred by theubstituting consideration for ADSP. FomlNothing in this paragraph (c)(4) restricts
other (to the extent of the money and thpurposes of determining the purchaserghe Commissioner’s authority to chal-
fair market value of property transferredasis in each of the assets purchased in lemge the allocations or values arrived at
in the exchange). The money and othepplicable asset acquisition, the purchaser an allocation agreement. This para-
property that are treated as transferred mllocates consideration to all the assetgraph (c)(4) does not apply if the parties
exchange for the non-recognition assefsurchased by using the residual methoare able to refute the allocation or valua-
(and which are not included among thender 881.338—6T and 1.338-7T, substiion under the standards set forttdom-
assets to which section 1060 applies) atating consideration for AGUB. In allo- missioner v. Danielsqr878 F.2d 771 (3d
considered to come from the followingcating consideration, the rules set forth i€Cir.), cert. denied389 U.S. 858 (1967) (a
assets in the following order: first fromparagraphs (c)(3) and (4) of this sectioparty wishing to challenge the tax conse-
Class | assets, then from Class Il assewpply in addition to the rules inquences of an agreement as construed by
then from Class Il assets, then fron§81.338-6T and 1.338-7T. the Commissioner must offer proof that,
Class IV assets, then from Class V assets, (3) Certain costs. The seller and pur- in an action between the parties to the
then from Class VI assets, and then frorohaser each adjusts the amount allocatedreement, would be admissible to alter
Class VIl assets. For this purpose, liabilito an individual asset to take into accourthat construction or show its unenforce-
ties assumed (or to which a non-recognthe specific identifiable costs incurred imability because of mistake, undue influ-
tion exchange property is subject) aréransferring that asset in connection witlence, fraud, duress, etc.).
treated as Class | assets. &ample 1 the applicable asset acquisition (e.g., real (d) Examples.The following examples
in paragraph (d) of this section for an exestate transfer costs or security interegtustrate this section:
ample of the application of section 106(erfection costs). Costs so allocated in- Example 1 (i) On January 1, 2001, A transfers
to a single transaction which is, in part, @rease, or decrease, as appropriate, tAEeS X, Y, and Z to B in exchange for assets D, E,
.\ . . . and F plus $1,000 cash.
non-recognlt_lon exchange. _ total Co_nS|derat|on that is allogated undgr (i) Assume the exchange of assets constitutes an
(c) Allocation of consideration amongthe residual method. No adjustment igxchange of like-kind property to which section
assets under the residual methed (1) made to the amount allocated to an indit031 applies. Assume also that goodwill or going
Consideration.The seller’s consideration vidual asset for general costs associatedncern value could under any circumstances attach
is the amount, in the aggregate, realizedith the applicable asset acquisition as g €ach of the DEF and XYZ groups of assets and,
from selling the assets in the applicablevhole or with groups of assets includetg]erefore’ each group constitutes a trade or business
) ) - . ) nder section 1060.
asset acquisition under section 1001(bjherein (e.g., non-specific appraisal fees i assume the fair market values of the assets
and the amount of money transferred are as follows:

By A By B
Asset Fair Market Value Asset Fair Market Value
X e $ 400 Dot 40 3
Y 400 E 30
Z 200 F o 30
Cash(amount) ................. 1,000
Total ... $ 1,000 Total. ......... ...l $ 1,100

(iv) Under paragraph (b)(8) of this section, for (vi) Since assets D, E, and F are like-kind prop1060 and paragraph (c) of this section.
purposes of allocating consideration under paraerty, they are excluded from the application of the (viii) A, as transferor of assets X, Y, and Z, re-
graph (c) of this section, the like-kind assets exsection 1060 allocation rules. In addition, $900 oteived $100 that must be allocated under section
changed and any money or other property that athe $1,000 cash B gave to A for As like-kind assetd060 and paragraph (c) of this section. Since A
treated as transferred in exchange for the like-kinid treated as transferred in exchange for the like-kinmlansferred no Class |, I, 1, IV, V, or VI assets to
property are excluded from the application of secproperty in order to equalize the fair market valuesrhich section 1060 applies, in determining its
tion 1060. of the like-kind assets. Therefore, $900 of the caslhmount realized for the part of the exchange to

(v) Since assets X, Y, and Z are like-kind propis excluded from the application of the section 106@hich section 1031 does not apply, the $100 is allo-
erty, they are excluded from the application of thallocation rules. cated to Class VIl assets (goodwill and going con-
section 1060 allocation rules. (vii) $100 of the cash is allocated under sectiorern value).
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(ix) A, as transferee of assets D, E, and F, gav$4,000 total consideration less $3,800 allocated tthe first taxable year that includes the first
consideration only for assets to which section 103assets in Classes I, IlI, V, and VI) is allocated to the|gte gssets are sold in an applicable asset
applies. Therefore, the allocation rules of sectioflass VIl assets (goodwill and going concern value)(,icquisi,[ion the seller and the purchaser
1060 and paragraph (c) of this section are not ap- (iv) In connection with the examination of P's re- . .
plied to determine the bases of the assets Areceivadrn, the District Director, in determining the faire_aCh must file a supplemental as_set acquist-

(X) B, as transferor of assets D, E, and F, receivaglarket values of the assets transferred, may distdON statement on Form 8594 with the in-
consideration only for assets to which section 103gard the parties’ agreement. Assume that the Disome tax return or return of income for the
applies. Therefore, the allocation rules of sectiorict Director correctly determines that the fair martaxable year in which the increase (or de-
1060 do not apply in determining B's gain or loss. ket value of the covenant not to compete was $508.rease) is properly taken into account

(xi) B, as transferee of assets X, Y, and Z, gave Aince the allocation of consideration among Class II, . . '
$100 that must be allocated under section 1060 aml, V, and VI assets results in allocation up to the (2) Transfers of interests in partner-
paragraph (c) of this section. Since B received fromair market value limitation, the $600 of unallocatedships. For reporting requirements relating
Ano Class I, I, Il IV, V, or VI assets to which sec- consideration resulting from the District Director'sto the transfer of a partnership interest,
tion 1060 applies, the $100 consideration is alloredetermination of the value of the covenant not Qe §1.755-2T(c).
cated by B to Class VIl assets (goodwill and goingompete is allocated to Class VII assets (goodwill

concern value). and going concern value). .
Example 2.(i) On January 1, 2001, S, a sole pro- PART 602—OMB CONTROL

prietor, sells to P, a corporation, a group of assets, (Ie) Repotrtlng re.q.l:!reme.mls(l) AppIICI NUMBERS UNDER PAPERWORK

that constitutes a trade or business under paragra p € asse vaUISI ioRs(i) In gener_a REDUCTION ACT

(b)(2) of this section. S, who plans to retire immedinless otherwise excluded from this re-

ately, also executes in P's favor a covenant not iquirement by the Commissioner, the seller Par. 14. The authority citation for part
compete. P pays S $3,000 in cash and assumgad the purchaser in an applicable asset #92 continues to read as follows:

21888 in liabilities. Thus, the total consideration iﬁuisition each must report information con- Authority: 26 U.S.C. 7805.

(ii) On the purchase date, P and S also executecgrning _the amo_unt of copsideration inthe par. 15, In 8602.101, paragraph (b) is
separate agreement that states that the fair marf&nsaction and its allocation among the agsended by removing the entries for
values of the Class II, Class Ill, Class V, and Classets transferred. They also must report i%‘§1.338—1 1.338(b)-1, 1.338(h)(10)-1

Vi assets S sold to P are as follows: formation concerning subsequent adjuslng 1.1060-1T from the tables and adding

Asset  Asset Fai - - :

ijss 55¢ Mark:;r ments to consideration. _ new entries to the table in numerical order
value (if) Time and manner of reportirg(A)  to read as follows:

I Actively traded securities . . . .. $ 500 In general The seller and the purChase§602.101 OMB Control numbers.

— _each must file asset acquisition statemenfs ,  x «

Total Classl ... on Form 8594 with their income tax returns

. * k%
. Accounts receivable . ... 200 returns of income for the taxable year ()
TOta' C'aS? M 200 that includes the first date assets are sold Robert E. Wenzel,
v Fumniture and fixtures ........ 800 pyrsuant to an applicable asset acquisition. Deputy Commissioner
Building .................. 800 This reporting requirement applies to all of Internal Revenue.
Land ...l 200 asset acquisitions described in this section.
Equipment . . ............... 400 For reporting requirements relating to asséipproved December 22, 1999.
Total ClassV ........... 2,200 acquisitions occurring before January 6, Jonathan Tall
o onathan Talisman,
VI Covenant not to compete . . . .. 900 29001 as described in paragraph (a)(2) of . .
Total Class VI 900 this section, see the temporary regulations Acting Assistant Secretary of the
(iii) P and S each allocate the consideration in thender section 1060 in effect prior to Janu- Treasury.
transaction among the assets transferred under paay 6, 2000 (81.1060—1T as contained in 26 ) )
graph (c) of this section in accordance with theCFR part 1 revised April 1, 1999). (Filed by the Office of the Federal Register on Janu-

; 5, 2000, 8:45 a.m., and published in the issue of
agreed upon fair market values of the assets, so that ;. . . ary o, ) _ )
$500 is allocated to Class Il assets, $200 is allocated (B) Additional reporting requirement the Federal Register for January 7, 2000, 65 F.R.

to the Class Ill asset, $2,200 is allocated to Class Whe‘_n an increase or decrease in considere35)
assets, $900 is allocated to Class VI assets, and $200n is taken into account after the close of

CFR part or section where Current OMB
identified and described control No.

* k k k%

13382 . 1545-1658

1. 3380 o 1545-1658
1338 a0 .o 1545-1658
1.338—(N)(L0)—dT . .ottt . 1545-1658

* k k k%
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Section 832.—Insurance comments regarding the proposed regulgortion of the gross premium allocable

Company Taxable Income tions, those regulations are adopted as r® future insurance claims but also the
vised by this Treasury decision. portion allocable to the insurance com-
26 CFR 1.832—4: Gross Income. pany’s expenses and profit on the insur-

Explanation of Revisions and
Summary of Comments

ance contract.

In 1986, Congress determined that de-
ferring unearned premium income and
T.D. 8857 Underwriting income currently deducting premium acquisition

o expenses attributable to unearned premi-

A non-life insurance company’s under-; ;s resulted in a mismatch of an insur-
writing income equals its premiums,,ce company’s net income and expense.
earned on insurance contracts during th@ongress decided to require a better
taxable year less its losses incurred on iRsaasurement of net income for Federal

surance contracts and its expenses iﬂicome tax purposesSeeH.R. Rep. No.
Determination of Underwriting curred? Seesection 832(b)(3). To com- 426, 1986-3 C.B. (Vol. 2) at 669; S. Rep.

Income pgte premiums earn.ed, the company stantg, 313, 1986-3 C.B. (Vol. 3) at 496.
with the gross premiums written on iNSUrRather than defer the deduction for pre-
AGENCY: Internal Revenue Service?ce contracts during the taxable yeap,,m acquisition expenses attributable

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Part 1

(IRS), Treasury. subtracts return premiums and premiumg, nearned premiums, Congress re-
o . paid for reinsurance, and makes an adjusiy,ced by 20 percent the adjustment for
ACTION: Final regulations. ment to reflect the change in its uneamegeamed premiums. For taxable years

SUMMARY: This document contains Prémiums over the course of the taxablgeyinning on or after January 1, 1993, a
final regulations relating to the determinaY€ar- Seesection 832(b)(4). This compu-p4n_jite insurance company’s premiums
tion of underwriting income by insurance!@tion results in premiums being recogzarned is an amount equal to: (1) its
companies other than life insurance conf1iz€d in underwriting income over theg qss premiums written, less both return
panies. In computing underwriting in-{€rm of the insurance contract, rather thaliremiums and premiums paid for rein-
come, non-life insurance companies ar the taxable year in which the premiumg;rance: plus (2) 80 percent of unearned
required to reduce by 20 percent their dé'€ billed or received from the policy-premiums at the end of the prior taxable
ductions for increases in unearned premfolder. year, less 80 percent of unearned premi-
ums. This requirement was enacted as Prior to 1987, 100 percent of the, g 4t the end of the current taxable
part of the Tax Reform Act of 1986.¢hange in unearned premiums during the.o  section 832(b)(4). The accelera-
These regulations provide guidance t&x@ble year was taken into account as gy, of income that is typically generated
non-life insurance companies for puriNCréase or decrease to written premiums, the 20 percent reduction of unearned
poses of determining the amount of un" cOmMputing premiums earned. Thig,.emiums is intended to be roughly
earned premiums that are subject to the dfpatment “generally reflect[ed]” the ac-gqjvalent to denying current deductibil-
percent reduction rule. counting conventions (often referred Qu tor the portion of the insurance com-

) . as “statutory accounting principles”) y5nv's premium acquisition expenses al-
DATES: The regulatlons are effeCtlveused to prepare a non-life insuranc%cayblepto the unea?ned premiuprrSeeZ

January 5, 2000 company’s annual statement for state inq g “conf. Rep. No. 841, 1986-3 C.B.

FOR FURTHER INFORMATION CON- Surance regulatory purposeSee2 H.R. | 4) at 354-55; S. Rep. No. 313,
TACT: Gary Geisler, (202) 622-3970C0nf. Rep. No. 841, 99th Cong., 2d Ses§ggg_3 ¢.B. (Vol. 3) at 495-98; H.R.

(not a toll-free number) 11-354 (1986), 1986-3 C.B. (Vol. 4) 354;pa No. 426, 1986-3 C.B. (Vol. 2) at
S. Rep. No. 313, 99th Cong., 2d Sesggg_70.
SUPPLEMENTARY INFORMATION: 495 (1986), 1986-3 C.B. (Vol. 3) 495,

H.R. Rep. No. 426, 99th Cong., 1st Ses®ole of the annual statement

668 (1985), 19863 C.B. (Vol. 2) 668. _ . .
On January 2, 1997, the IRS publisheBecause unearned premiums are com- 'he proposed regulations provide defi-

in the Federal Registera notice of pro- puted on the basis of the gross premiunfitions of the items used to determine pre-

posed rulemaking (REG—209839-96for an insurance contract, the amount df"'ums earned under section 832(b)(4)

19971 C.B. 780 [62 F.R. 72]) proposinginearned premiums reflects not only thand timing rules for taking these items

: into account for Federal income tax pur-
amendments to the Income Tax RegulclFor this purpose, expenses incurred generally refegoses. The treatment provided in the pro-
tions (26 CFR part 1) under sectior, pUrpose, exp 9 Y refeposes. p p

o the expenses reported on the company’s a”ntr'jbsed regulations would apply regardless

832(b) of the_mtema' Revenue C_Odestatement approved by the National Association Qf¢ 1o njassification or method of report-

The IRS received a number of writterinsurance Commissioners (NAIC) and filed for state the items used on an insurance com

comments on the proposed regulationinsurance regulatory purposes, less expenséid el u insu

On April 30, 1997, the IRS held a publicincurred which are not allowed as deductions unddd@ny’s annual statement.

hearin on’ the ,ro osed re ulationcsection 832(c). Seesection 832(b)(6). Expenses Several comments questioned whether
9 . . prop ) g “incurred generally include premium acquisitionthere is legal authority to require an in-

After consideration of all written and oralexpenses attributable to unearned premiums %rance company to use a method to cal-

insurance contracts.
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culate premiums earned for Federal inpremiums resulting from increases ircasualty insurance policy for the year in
come tax purposes that differs from theisk exposure during the effective periodvhich an advance premium is received.
method that the company is permitted tof an insurance contract; (2) amount®ther comments argued that since the
use to calculate premiums earned on isubtracted from a premium stabilizatiorpolicyholder may demand a refund of an
annual statement. As noted in the preeserve that are used to pay premiumagvance premium prior to the policy’s ef-
amble to the proposed regulations, thand (3) consideration for assuming infective date, the company should be per-

existing regulations under surance liabilities under contracts not ismitted to treat an advance premium as a
§1.832-4(a)(2) state that the annuadued by the insurance company (that isiontaxable deposit until such time as cov-
statement “. . . insofar as it is not incona payment or transfer of property in arerage begins under the contract. Alterna-

sistent with the provisions of the Code . assumption reinsurance transaction}ively, these comments urged that the
" will be recognized and used as a basiGross premiums written, however, da@ompany be permitted to report only the
for computing the net income of a nonnot include other items of gross incomeadvance premium (rather than the entire
life insurance company. Also, if statu-described in section 832(b)(1)(C). Tagross premium for the contract) in gross
tory accounting principles permit alter-the extent that amounts paid or payableremiums written for the taxable year of
native practices, one or more of whichHo an insurance company with respect teeceipt, and to report the remainder of the
do not clearly reflect income as definecn arrangement are not gross premiunggoss premium for the taxable year that
by the Code, the company is required fowritten, the insurance company may noincludes the contract’s effective date.
Federal income tax purposes to use taeat amounts payable to customers witfihese comments also indicated that com-
method that clearly reflects incomerespect to the applicable portion of sucpanies generally do not deduct the full
Section 446(b) and §1.446-1(a)(2). arrangements as losses incurred damount of premium acquisition expenses
scribed in section 832(b)(5). for the contract in the taxable year in
which they receive advance premiums.
In response to comments, the final

regulations permit an insurance company
that receives part of the gross premium

Gross premiums written

. Method of reporting gross premiums
The proposed regulations generally d&gitten

fine gross premiums written as the total
amounts payable for insurance coverage The proposed regulations provide that ; X
under insurance or reinsurance contract®n-life insurance company reports th&0" @n insurance contract prior to the ef-
issued or renewed during the taxable yedull amount of gross premiums written for/€Ctive date of the contract to report only
The proposed regulations, however, dan insurance contract for the earlier of th® advance premium (rather than the
not address situations where the amountaxable year which includes the effectivdU!l @amount of the gross premium written
charged for insurance coverage magate of the contract or the year in whicfior the contract) in gross premiums writ-
change due to increases or decreasesah or a portion of the premium for the!®n for the taxable year of receipt. The
coverage limits, additions or deletions ircontract is received. A variety of com-fémainder of the gross premium for the
property or risks covered, changes in loments were received with respect to thiisurance contract is included in gross
cation or status of insureds, or other simiapplication of this timing rule to insur- PréMiums written for the taxable year
lar factors. ance contracts with installment premiWhich includes the effective date of the
The final regulations define an insurums. In response to comments, the fingentract. This method of reporting gross
ance company’s “gross premiums writregulations provide a number of excepP’€Miums written is available only if the
ten” on insurance contracts (which intions from the general rule with respect t§°MPany’s deduction for premium ac-
cludes premiums attributable towhen an insurance company reports groS&/iSition expenses attributable to the
reinsurance contracts) as amountgremiums written. contract does not exceed a limitation
payable for insurance coverage for the _ specified in the regulations, which is in-
effective periods of the contracts. Thé\dvance premiums tended to ensure that a company does not
label placed on a payment in a contract \nger the proposed regulations, a no deduct premium acquisition expenses at-

; Ributable to an insurance contract more
does not determine thtatther ?_rr‘] amf?”'i‘itfe insurance company that receives @,idiy than the company includes pre-
1 8 gross premiums written. 1€ eHeChortion of the premium for an iNSuranC&yims for the insurance contract in its
tive period of a contract is the perlocﬁ

ontract prior to the effective date of th : ; ;
over which one or more rates for insur P gross premiums written. Companies that

. contract includes the full amount of th ; ; _
ance coverage are guaranteed in the cofremium in gross premiums written fof'adopt this method of reporting gross pre
tract. If a new rate for insurance COVelfhe taxable year during which the portiO,ZPrior to 1989, advance premiums were required to

age is guaranteed after the effective daEﬁ the premium was received be reported in written premiums and unearned pre-
of an insurance contract. the making of ) miums on a non-life insurance company’s annual
h I ! d 9 Several comments addressed the tréeatement. However, statutory accounting principles
.t € guarantee generally 1S treated as ﬂ?ﬁent of advance premiums in the prowere later modified to permit advance premiums to
Issuance of a new insurance Contra?}osed regulations. One comment erbe accumulated in a suspense account and reported
with an effective period equal to the duygrsed the proposed treatment of advan@s @ Write-in liability on the annual statement. A
ration of the new guaranteed rate for in . . o company electing to use this alternative treatment
surance coverage. premiums, notlng. that I,t IS? proper undewould not report advance premiums in either written
Under the final requlations. aross reStatUtory accounting prmmplgs to FeCOrpremiums or unearned premiums on its annual state-
9 ' 9 Prethe full amount of gross premiums writterment until the effective date of the underlying cov-

miums written include: (1) additional 3n4 expenses incurred with respect to erage.
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miums written must use this method folyear insurance contract as a series afje not yet provided (such as deferred and
all insurance contracts with advance preseparate insurance contracts. The firsincollected premium installments) in de-

miums. insurance contract in the series will béermining the amount of specified policy

, , treated as having an effective period odicquisition expenses required to be amor-
Accident and health insurance 12 months. Subsequent insurance cotized under section 848. The proposed
contracts tracts in the series will be treated as havegulations do not provide special rules

The proposed regulations have no Sp‘i;,rjg an effective period equal to thefor determining gross premiums written
cial rules for determining gross premiuméesser (_)f 12 moths or the remaln_der oﬁnth respect to contracts des<_:r|bed in sec-
written with respect to accident and healtfN€ period for which the rates for insurtion 832(b)(7). Under the final regula-
insurance contracts. Several commenf1Ce coverage are guaranteed in th®ns, a non-life insurance company that
indicated that the longstanding practice oqnultlfyear insurance contract. issues or reinsures _the rlsl_<s related to a
insurance companies that issue accident This method of reporting gross pre-contract described in section 832(b)(7)
and health insurance contracts with infhium written for a multi-year insurancemay report gross premiums written for the
stallment premiums is to include amount§°ntract with installment premiums iscontract in the manner required for life in-
in gross premiums written for the taxab|é':7_tvaiIable only_ if the co_m_p_any’s deducsurance companies under sec_tions 803
year in which the installment premium§'on for premium acquisition expensesand 811. This method of reporting gross
become due under the contracts. Thedtributable to the contract does not expremiums written for contracts described
comments also stated that companies geﬁ:]eed the mfitching Iimitatio_n specified inn section 832(b)(7) is avz_iilabl_e only if
erally do not deduct premium acquisitiorjfh_e regulations. Companies that a_\dop_he company also de_tgr_mmes its deduc-
expenses allocable to installment premf—h'_s method of rep_ortmg gross premiumsion for premium acquisition expenses for
ums not yet due or received with respeé’{’”tte” for a multi-year insurance con-the contracts in accordance with section
to accident and health insurance corfact must use it for all multi-year con-811(a), as adjusted by the amount re-

tracts. tracts with installment premiums. quired to be amortized under section 848

In response to comments, the final reggniracts that give rise to life Egitesd anhlir;etrr:eetﬁﬁ;elrlun]st_of the con-
ulations permit a non- life insurance COM; s\ rance reserves ' ’ eguiatons ensure
pany that either issues or proportionally that the rules for determining premium in-
reinsures cancellable accident and health Some insurance companies that are ta§®Me and amortizing premium acquisi-
insurance contracts with installment preable under Part Il of Subchapter L issue dfo" €xpenses for contracts described in
miums to report the installment premiumseinsure risks relating to guaranteed re>€ction 832(b)(7) operate consistently,
in gross premiums written for the earlienewable accident and health insurancinether the issuing company is a non-life
of the taxable year in which the install-contracts or other contracts that give ris'Surance company or a life insurance
ment premiums become due under th® “life insurance reserves” (as defined iff®MPany-
terms of thg contract or the thable year isect_ion 816(b)). For _these Companiesiiluctuating risk contracts
which the installment premiums are resection 832(b)(4) provides that unearned
ceived. This method of reporting grospremiums includes the amount of the The method of reporting gross premi-
premiums written for cancellable accidentompany’s life insurance reserves, as dedms written for certain insurance con-
and health insurance contracts with intermined under section 807. Howevelracts covering fluctuating risks is re-
stallment premiums is available only ifunder section 832(b)(7), the unearnederved in the proposed regulations. Some
the company’s deduction for premium acpremiums for contracts giving rise to lifecomments requested that the final regula-
quisition expenses attributable to thosasurance reserves are not reduced by &0ns not address the method of reporting
contracts does not exceed the matchiruercent. Instead, an amount of otherwisgross premiums written for insurance
limitation specified in the regulations.deductible expenses equal to a percentagentracts covering fluctuating risks, not-
Companies that adopt this method of resf the net premiums for the contracts mushg that the method of recording gross
porting gross premiums written must usbe capitalized and amortized as specifiedritten premiums for these policies for
it for all cancellable accident and healtlpolicy acquisition expenses under sectioannual statement reporting purposes was
insurance contracts with installment pre8482 For purposes of determining thebeing considered by the NAIC as part of
miums. amount of specified policy acquisition ex-ts project to codify statutory accounting

i o penses under section 848, a non-life irprinciples. Subsequently, the NAIC is-
Multi-year contracts with installment  g\;rance company computes net premiunssied guidance permitting an insurance
premiums for the contracts in accordance with seaompany for annual statement purposes to

The final regulations also provide ar}ic_m 811(a). Seesection 848(d)(2). Thus, report writ_ten pr_emiums on workers’
exception with respect to the reportinq_‘”th respect to contrac_ts (_jescrlbed in secompensation pohqes (b_ut not on o_ther
of gross premiums written for a multi-ton 832(b)(7), a non—_hfe insurance compasualty contracts mvonmg “fluctugtlng
year insurance contract for which thepany.does nqt take mtol account unpa|dsI§§,” such as commerg!al autpr.noblle.h—
gross premium is payable in installPremiums attributable to insurance coverability and product liability policies) ei-

ments over the effective period of the; _ _ ther on the effective de_lte of the insgrgnce
p Under section 848(e)(5), a contract that reinsures &, niract or based on installment b|II|ngs

contract. Under the final regulations, éontract subject to section 848 is treated in the sane h licvhold B ith
company may treat this type of multi-manner as the reinsured contract. to the policyholder. By contrast, with re-
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spect to other types of casualty insurandective period of an insurance contractthe method of netting retro debits and
policies, the NAIC reaffirmed the general2) the unearned portion of unpaid premiretro credits as an adjustment to unearned
rule that gross premiums with respect tams for an insurance contract that is campremiums was required under NAIC ac-
these policies must be recorded on the aneled or for which there is a decrease ioounting rules, prior case law, and the
nual statement on the effective date of thesk exposure during its effective periodService’s published rulings interpreting
insurance contract. and (3) amounts that are either refundabil.832—4(a)(3)(i)). These comments ar-
The final regulations do not permit aor that reflect the unearned portion of ungued that the enactment of the 20 percent
non-life insurance company to reporpaid premiums for an insurance contracteduction rule in 1986 did not authorize
gross premiums written for a fluctuatingarising from the redetermination of thethe Service to change the items included
risk contract based on installment billinggpremium due to correction of posting otin unearned premiums, including the his-
to the policyholder. Rather, the final regother similar errors. torical treatment of retro debits and retro
ulations require a company generally to In addition, the final regulation pro-credits as part of unearned premiums.
report the gross premiums written for thevides timing rules for the deduction of re-Other comments contended that retro deb-
contract for the earlier of the taxable yeaturn premiums. If a contract is canceledts (but not retro credits) should be dis-
which includes the effective date of thehe return premium arising from that caneounted using the applicable discount fac-
contract or the year in which all or a porcellation is deducted in the taxable year itors for unpaid losses under section 846.
tion of the premium for the contract is rewhich the contract is canceled. If there i¥hese comments argued that there is a di-
ceived, with special rules for advance prea reduction in risk exposure under an inrect correlation between amounts reported
miums, cancellable accident and healthurance contract that gives rise to a retutsyy an insurance company as retro debits
contracts, multi-year insurance contractpremium, such return premium is deand the company’s related liabilities for
and contracts described in sectioductible in the taxable year in which thaunpaid losses and unpaid loss adjustment
832(b)(7). The company reports any adreduction in risk exposure occurs. expenses. Therefore, the comments urged
ditional premiums resulting from an in- . ) that, to achieve proper matching of these
crease in risk exposure in gross premiunfg@trospectively rated insurance items, a non-life insurance company
written for the taxable year in which thecontracts should be permitted either to report retro
change in ris_k exposure occurs. Unless The proposed regulations provide thaqefbits as asubt_raction from unearned pre-
the increase in risk exposure is of temp(bross written premiums include an insyrmiums or to d|§count t_he retro debits
rary dura_ltlon, the company Qetermlneance company’s estimate of additiona#'Sing the _apphcable discount fa_ctors
the addl_tlon_al premium resulting from apremiums (retro debits) to be receive(ﬂmd_er section 846 for the related line of
Cha_nge in risk exposure bz_ised on the r&ith regard to the expired portion of a ret_busmess. _
mainder of the effective period of the Con'rospectively rated insurance or reinsur- Th_e treatment of retro debits Qnd retro
tract. ance contract. The proposed regulatior%ed'FS in the proposed re_gulat|0ns was
also provide that return premiums inclug@"€mised on the assumptions that retro-
an insurance company’s estimate oﬁ,pectlv_ely rated arrangements could qual-
The proposed regulations define returamounts to be refunded to policyholderdY @S insurance contracts for tax pur-
premiums as amounts (other than policyiretro credits) with regard to the expired®©S€S, and that all amounts payable under
holder dividends or claims and benefiportion of a retrospectively rated insurSUch arrangements could be considered to
payments) paid or credited to the policyance or reinsurance contract. The prdldve been paid for insurance coverage.
holder in accordance with the terms of aposed regulations, therefore, would mod! € final regulations provide that gross
insurance contract. Under the final reguify the treatment of retro credits undePr€Miums are amounts paid for insurance
lations, return premiums are amounts préi1.832—4(a)(3)(ii) of the existing regula-coverage. Similarly, unearned premiums
viously included in an insurance comdtions, which treat retro credits as un@nd return premiums only include
pany’s gross premiums written, which ar@arned premiums. At the option of thémounts included in gross written premi-
refundable to the policyholder (or the cedtaxpayer, however, the proposed reguld!Ms- The final regulations also provide
ing company with respect of a reinsurancions permit a company to continue to inthat retro credits are not included in un-
agreement) if the amounts are fixed by thelude gross retro credits (but not gros§&rmed premiums, and retro debits cannot
insurance contract and do not depend aetro debits) in the amount of unearne§f€ Subtracted from unearned premiums.
the experience of the insurance compamyremiums subject to the 20 percent redud-N€ final regulations do not permit

Return premiums

or the discretion of its management. Thition under section 832(b)(4)(B). amounts includable in gross premiums
rule incorporates a specific definition of A variety of comments were received?'itteén to be discounted, regardiess of
policyholder dividends. with respect to the treatment of retro depNen such amounts are paid to the insur-

The final regulations list a number ofits and retro credits in the proposed regic€ company. _ _
items which are included in return premilations. Most comments approved of the 'N€ final regulations do not provide
ums, to the extent they have previouslproposed rule to modify the treatment oft"Y inference as to whether some or all of
been included in gross premiums writterretro credits in §1.832—4(a)(3)(ii) and, in-2 r€trospective arrangement can qualify as
These items include: (1) amounts that amtead, to permit retro credits to be ac2n insurance contract, or as to whether or
refundable due to policy cancellations ocounted for as part of return premiumsth® extent to which amounts paid or
decreases in risk exposure during the eSome comments contended, however, thBgyable to an insurance company with re-
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spect to a retrospective arrangement adoes not vary significantly over the effecpursuant to this regulation. The timely du-
for insurance coverage. tive period of the contract, the unearneglicate filing requirement in section 6.02
premium attributable to the unexpiredf Rev. Proc. 99-49 also does not apply to
portion of the effective period of the con+this change. If the taxpayer’s method of
Several comments asked for clarificatract is determined on a pro rata basigomputing earned premiums was an issue
tion of the treatment of premium stapiHowever, if the risk of loss under an in-under consideration (within the meaning
lization reserved. As noted below, the Surance contract varies significantly oveof section 3.09 of Rev. Proc. 99-49) on
final regulations provide that retro creditdhe effective period of the conj[ract, the inJanuary 5, ZOQOjoweve_r, then the audit
are not unearned premiums for Federal ifUrance company may C(_)ns!der the p_ap-rotechon rule in section 7.01 of Rev.
come tax purposes. Thus, retro credif?m and |nC|_dence of the risk in determlnProc. 99-49 d(_)es not apply to the_ tax-
added to premium stabilization reserve'9 the portion of gross premium whichpayer’s change in method of accounting.

/re attributable to the unexpired portion .
t Special Analyses

Premium stabilization reserves

are not unearned premiums for Federal i X )
come tax purposes. The final regulation@f the effective period of the contrac
also provide that amounts withdrawrProvided that the company maintains suf- | has heen determined that this Treasury
from a premium stabilization reserve td/Ci€Nt information to demonstrate that itsyeision is not a significant regulatory ac-
pay premiums are included in gross prénethod of computing uneamed premiumgon a5 defined in Executive Order 12866.
miums written for the taxable year in2ccurately reflects the pattern and inCirperefore, a regulatory assessment is not
which these amounts are withdrawn front/€NC€ Of the risk for the insurance congeqired. It also has been determined that
the stabilization reserve for that purpose.ract section 553(b) of the Administrative Pro-
cedure Act (5 U.S.C. chapter 5) does not
i apply to these regulations, and, because
Unearned premiums Under the proposed regulations, théhese regulations do not impose on small

The proposed regulations define unPeW rules apply to thg determination o€ntities a collection of inform_at_iqn require-
earned premiums as the portion of thBremiums earned for insurance contractment, the Regulatory Flexibility Act (5
gross premiums written that is attributabléss‘{edlor renewed during taxable yeand.S.C. chapter 6) does.n.o_t apply. 'I_'hgre-
to future insurance coverage to be prot_)egmmng after January 6, 2000. Severdbre, a Regulatory Flexibility Analysis is
vided under an insurance or reinsurandg®mments requested that the regulatiomst required. Pursuant to section 7805(f)
contract. The final regulations generall;Permit an insurance company to adgpt thef the Internal Rev_enue Code_, the notice of
retain the rules relating to unearned pré?®W rules for dete_rmmlng premlumsproposed rulemaklng preceding t_hese reg-
miums. Consistent with the existing reg;aarned as a change in method of gccpumﬂanons was submitted to the Chief (_Zoun—
ulations under §1.801—4(a), the final regi"9 deemed mat_je with .the Comrmssmnsel fpr_ Adv_ocacy of the Small_Bgsmess
ulations provide that an insuranceer,s' consent, with audit protection forAdm|n|strat|qn for comment on its impact
company must exclude from unearne§'or years. These comments also urgezh small business.

remiums amounts attributable to the ndpat the insurance company be given the -
\F/)alue of risks reinsured with, or retro-OPtion of either implementing the changdrafting Information

ceded to, another insurance compani! Method of accounting on a cut-off basis the principal author of these regula-

The final regulations also provide that un®" SPreading the section 481(a) adjustjons is Gary Geisler, Office of the Assis-

earned premiums do not include a liabiliteNts resulting from the change over g chief Counsel (Financial Institutions

established by an insurance company diffmber of years consistent with the Comsg products), IRS. However, other per-

its annual statement to cover premium déiSsioner's general administrative proceggnnel from the IRS and Treasury Depart-

ficiencies. dures when a taxpayer files a request {ent participated in their development.
The proposed regulations provide thaq_hange a method of accounting under sec-

an insurance company may consider tHipn 446(e). Adoption of Amendments to the
incidence or pattern of the insured risks in In response to these comments, the finBegulations

determining the portion of the gross pref€gulations permit taxpayers to change

: ; ; Accordingly, 26 CFR part 1 is amended
mium written that is attributable to the un{heir method of accounting for determlnés follows: gy P

expired portion of the insurance coveragd?d Premiums eared to comply with th
The final regulations clarify that, if the final regulations under the automatigarT 1 INCOME TAXES

risk of loss under an insurance contrac’@nge in method of accounting provi- -
sions of Rev. Proc. 99-49, 1999-52 |.R.B. Paragraph 1. The authority citation for

In Rew. Rul. 97-5. 18671 C.B. 136, the Servic 725, subject to certain Iimitat_ions. A taxjpart 1 continues to read in part as follows:
revoked Rev. RuL 70-480. 1970-2 C.B. 142 Whicﬁ)ayer makes the gutoma_mc changg in Authority: 2§ u.s.C. 7805 *okox

had held that amounts held by a non-life insurandethod of accounting on its Federal in- Par. 2. Section 1.832—4 is amended as
company in a premium stabilization reserve funde§0me tax return for the first taxable yeafollows:

by retro credits are not unearned premiums undégeginning after December 31, 199%he 1. Paragraph (a)(3) is revised.

section 832(b)(4). Rev. Rul. 97-5 reasoned that thegope limitations in section 4.02 of Rev. 2. Paragraphs (a)(4) and (a)(5) are re-
assumption in Rev. Rul. 70-480 that stabilizations - 9949 do not apply to a taxpayerdesignated as paragraphs (a)(13) and

reserves are part of the insurance company'’s surplus . . .
Was erroneous. automatic change in method of accountinfg)(14).

2000-4 |.R.B. 369 January 24, 2000

Effective date and transition rules




3. New paragraphs (a)(4) through (5) Method of reporting gross premi- premium does not exceed the limitation of

(a)(12) are added. ums writter—(i) In general Except as paragraph (a)(5)(vii) of this section. A
The additions and revisions read as foletherwise provided under this paragraphompany that reports an advance pre-
lows: (a)(5), an insurance company reportmium in gross premiums written under
§1.832-4 Gross income. gross premiums written for the earlier othis paragraph (a)(5)(iii) takes into ac-
(@) *** the taxable year that includes the effectiveount the remainder of the gross premium

(3) Premiums earnedThe determina- date of the insurance contract or the yeavritten and premium acquisition expenses
tion of premiums earned on insurancé which the company receives all or dor the contract in the taxable year that in-
contracts during the taxable year begingortion of the gross premium for the in<ludes the effective date of the contract.
with the insurance company’s gross presurance contract. The effective date ok company that adopts this method of re-
miums written on insurance contracts durthe insurance contract is the date oporting advance premiums must use the
ing the taxable year, reduced by returwhich the insurance coverage provided bgnethod for all contracts with advance pre-
premiums and premiums paid for reinsurthe contract commences. The effectiveniums.
ance. Subject to the exceptions in se@eriod of an insurance contract is the pe- (iv) Exception for certain cancellable
tions 832(b)(7), 832(b)(8), and 833(a)(3)riod over which one or more rates for inaccident and health insurance contracts
this amount is increased by 80 percent glurance coverage are guaranteed in théth installment premiums If an insur-
the unearned premiums on insurance conentract. If a new rate for insurance covance company issues or proportionally
tracts at the end of the preceding taxablerage is guaranteed after the effective dateinsures a cancellable accident and
year, and is decreased by 80 percent of tlé an insurance contract, the making ofiealth insurance contract (other than a
unearned premiums on insurance corsuch a guarantee generally is treated aentract with an effective period that ex-
tracts at the end of the current taxablthe issuance of a new insurance contraceeds 12 months) for which the gross pre-

yeatr. with an effective period equal to the duramium is payable in installments over the
(4) Gross premiums writtea(i) In tion of the new guaranteed rate for insureffective period of the contract, the com-
general Gross premiums written areance coverage. pany may report the installment premi-

amounts payable for insurance coverage. (ii) Special rule for additional premi- ums (rather than the total gross premium
The label placed on a payment in a consms resulting from an increase in riskfor the contract) in gross premiums writ-
tract does not determine whether apxposure An insurance company reportden for the earlier of the taxable year in
amount is a gross premium writtenadditional premiums that result from arwhich the installment premiums are due
Gross premiums written do not includencrease in risk exposure during the efunder the terms of the contract or the year
other items of income described in sedective period of an insurance contract ifin which the installment premiums are re-
tion 832(b)(1)(C) (for example, chargegyross premiums written for the taxableeived. An insurance company may
for providing loss adjustment or claimsyear in which the change in risk expoadopt this method of reporting installment
processing services under administrativeure occurs. Unless the increase in rigiremiums for a cancellable accident and
services or cost-plus arrangementskexposure is of temporary duration (fothealth insurance contract only if the com-
Gross premiums written on an insurancexample, an increase in risk exposurpany’s deduction for premium acquisition
contract include all amounts payable founder a workers’ compensation policyexpenses for the first taxable year in
the effective period of the insurance condue to seasonal variations in the policywhich an installment premium is due or
tract. To the extent that amounts paid drolder’s payroll), the company reportgeceived under the contract does not ex-
payable with respect to an arrangemettdditional premiums resulting from anceed the Ilimitation of paragraph
are not gross premiums written, the inincrease in risk exposure based on the ré)(5)(vii) of this section. A company that
surance company may not treat amountsainder of the effective period of the in-adopts this method of reporting install-
payable to customers under the applicaurance contract. ment premiums for a cancellable accident
ble portion of such arrangements as (iii) Exception for certain advanceand health contract must use the method
losses incurred described in sectiopremiums If an insurance company re-for all of its cancellable accident and

832(b)(5). ceives a portion of the gross premium fohealth insurance contracts with install-
(i) Items included. Gross premiums an insurance contract prior to the first daynent premiums.
written include— of the taxable year that includes the effec- (v) Exception for certain multi-year in-

(A) Any additional premiums resultingtive date of the contract, the compangurance contracts If an insurance com-
from increases in risk exposure during thenay report the advance premium (rathgvany issues or proportionally reinsures an
effective’ period of an insurance contractthan the full amount of the gross premiuninsurance contract, other than a contract

(B) Amounts subtracted from a pre-for the contract) in gross premiums writ-described in paragraph (a)(5)(vi) of this
mium stabilization reserve to pay for inten for the taxable year in which the adsection, with an effective period that ex-
surance coverage; and vance premium is received. An insuranceeeds 12 months, for which the gross pre-

(C) Consideration in respect of assumeompany may adopt this method of remium is payable in installments over the
ing insurance liabilities under insuranceorting advance premiums only if theeffective period of the contract, the com-
contracts not issued by the taxpayer (suatompany’s deduction for premium acquipany may treat the insurance coverage
as a payment or transfer of property in asition expenses for the taxable year iprovided under the multi-year contract as
assumption reinsurance transaction).  which the company receives the advance series of separate insurance contracts.
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The first contract in the series is treated axceed able year in which the reduction in risk
having been written for an effective pe- (B) The ratio obtained by dividing theexposure occurs.
riod of twelve months. Each subsequergum of the amounts included in gross pre- (8) Unearned premiums(i) In gen-
contract in the series is treated as havimgiums written with regard to the insur-eral. The unearned premium for a con-
been written for an effective period equaince contract for the taxable year and préract, other than a contract described in
to the lesser of 12 months or the remainsious taxable years by the total grossection 816(b)(1)(B), generally is the por-
der of the period for which the rates fopremium written for the insurance condion of the gross premium written that is
insurance coverage are guaranteed in thmct. attributable to future insurance coverage
multi-year insurance contract. An insur- (viii) Change in method of reportingduring the effective period of the insur-
ance company may adopt this method @tross premiums.An insurance company ance contract. However, unearned premi-
reporting premiums on a multi-year conthat adopts a method of accounting foums held by an insurance company with
tract only if the company’s deduction forgross premiums written and premium acregard to the net value of risks reinsured
premium acquisition expenses for eachuisition expenses described in paragraphkith other solvent companies (whether or
year of the multi-year contract does nofa)(5)(iii), (iv), (v), or (vi) of this section not authorized to conduct business under
exceed the limitation of paragraphmust continue to use the method to repostate law) are subtracted from the com-
(a)(5)(vii) of this section. A company thatgross premiums written and premium acpany’s unearned premiums. Unearned
adopts this method of reporting premiumsguisition expenses unless the companyemiums also do not include any addi-
for a multi-year contract must use thebtains the consent of the Commissiondional liability established by the insur-
method for all multi-year contracts withto change to a different method under seance company on its annual statement to
installment premiums. tion 446(e) and §1.446-1(e). cover premium deficiencies. Unearned
(vi) Exception for insurance contracts (6) Return premiums-(i) In general premiums do not include an insurance
described in section 832(b)(7)f an in- An insurance company'’s liability for re-company’s estimate of its liability for
surance company issues or reinsures thien premiums includes amounts previamounts to be paid or credited to a cus-
risks related to a contract described iously included in an insurance company'tomer with regard to the expired portion
section 832(b)(7), the company may regross premiums written, which are reof a retrospectively rated contract (retro
port gross premiums written for the confundable to a policyholder or ceding comeredits). An insurance company’s esti-
tract in the manner required by sectionpany, provided that the amounts are fixethate of additional amounts payable by its
803 and 811(a) for life insurance compaby the insurance contract and do not deustomers with regard to the expired por-
nies. An insurance company may adogiend on the experience of the insurandgon of a retrospectively rated contract
this method of reporting premiums orcompany or the discretion of its managefetro debits) cannot be subtracted from

contracts described in section 832(b)(7nent. unearned premiums.
only if the company also determines the (ii) Items included Return premiums (i) Special rules for unearned premi-
deduction for premium acquisition costsnclude amounts— ums For purposes of computing “premi-

for the contract in accordance with sec- (A) Which were previously paid and ums earned on insurance contracts during
tion 811(a), as adjusted by the amount rdecome refundable due to policy cancethe taxable year” under section 832(b)(4),
quired to be taken into account under setations or decreases in risk exposure duthe amount of unearned premiums in-
tion 848 in connection with the neting the effective period of an insuranceludes—
premiums of the contract. A companycontract; (A) Life insurance reserves (as defined
that adopts this method of reporting pre- (B) Which reflect the unearned portionin section 816(b), but computed in accor-
miums for a contract described in sectioof unpaid premiums for an insurance cordance with section 807(d) and sections
832(b)(7) must use the method for all ofract that is canceled or for which there i811(c) and (d));
its contracts described in that section. a decrease in risk exposure during its ef- (B) In the case of a mutual flood or fire
(vii) Limitation on deduction of pre- fective period; or insurance company described in section
mium acquisition expense#én insurance  (C) Which are either previously paid832(b)(1)(D) (with respect to contracts
company’s deduction for premium acquiand refundable or which reflect the undescribed in that section), the amount of
sition expenses (for example, commisearned portion of unpaid premiums for amnabsorbed premium deposits that the
sions, state premium taxes, overhead r@surance contract, arising from the redezompany would be obligated to return to
imbursements to agents or brokers, angrmination of a premium due to correcits policyholders at the close of the tax-
other similar amounts) related to an insuttion of posting or other similar errors.  able year if all its insurance contracts
ance contract is within the limitation of (7) Method of reporting return premi- were terminated at that time;
this paragraph (a)(5)(vii) if— ums An insurance company reports the (C) In the case of an interinsurer or
(A) The ratio obtained by dividing theliability for a return premium resulting reciprocal underwriter that reports un-
sum of the company’s deduction for prefrom the cancellation of an insurance conearned premiums on its annual statement
mium acquisition expenses related to thiact for the taxable year in which the connet of premium acquisition expenses, the
insurance contract for the taxable yearact is canceled. An insurance companynearned premiums on the company’s an-
and previous taxable years by the totakports the liability for a return premiumnual statement increased by the portion of
premium acquisition expenses attributattributable to a reduction in risk exposur@remium acquisition expenses allocable
able to the insurance contract; does neinder an insurance contract for the taxe those unearned premiums; and
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(D) In the case of a title insurancensurance contract based on the effective period f§$125/$500 = 25%). Because IC’s deduction for
company, its discounted unearned prem‘i'—‘e contr.act. The _effective period of the i_nsurancpremium acquisitioh expenses allocable to the con-
ums (computed in accordance with SeCc_ontract is the period for which a rate for |nsurancﬁact_ excee_ds the limitation in pz_aragra_ph (a)(_5)(vn)
. Coverage is guaranteed in the contract. Although th# this section, paragraph (a)(5)(i) of this section re-
tion 832(b)(8))- insurance contract issued by IC has a stated term giiires IC to report the $500 gross premium in gross
(9) Method of determining unearneds years, a rate for insurance coverage is guarantegeemiums written for the taxable year ending De-
premiums If the risk of loss under an in-only for a period of 12 months beginning with thecember 31, 2000. IC’s unearned premium with re-
surance contract does not vary Signiﬁc_:r:)ntra;:tt‘s ef;f\ecti\;e d?te andbleach anni(\jlgrsary d?;?gg to the contract was $5é)3())26(i§)(of)(t)(§cem2er 31,
. . thereafter. Thus, for the taxable year ending Dece . Pursuant to section 4)(B), to deter-
Cantly over the effective pe_rlod of _theber 31, 2000, IC includes the $500 gross premiummine its premiums earned, IC deducts $400 ($500 x
contract, the unearned premium attributy, the 12 month period beginning with the con-.8) for the insurance contract at the end of the tax-
able to the unexpired portion of the effectract's effective date in gross premiums writtenable year.
tive period of the contract is determinedC’s unearned premium with respect to the contract Example 5 (i) IC is a non-life insurance com-
on a pro rata basis. If the risk of los¥as $25((;)ezs)(zf )Dece;jmber 31, 2000. Pursuantto scegany erlicr:j, pursuartl)t to section 843, files its returns
. s . tion 832(b)(4)(B), to determine its premiums earnedyn a calendar year basis. On August 1, 2000, IC is-
V_arles S|gn|flcantly over the effective pe'IC deducts $200 ($250 x .8) for the insurance corsues a one-year cancellable accident and health in-
riod of the contract, the insurance COMgact at the end of the taxable year. surance policy to X, a corporation with 80 covered
pany may consider the pattern and inci- Example 3 (i) The facts are the sameEsam- employees. The gross premium written for the in-
dence of the risk in determining theple 1 except that coverage under the insurance cosurance contract is $320,000. Premiums are payable
portion of the gross premium that is atlract begins on January 1, 2001 and ends on Decein-monthly installments. As of‘December 31, 2900,
tributable to the unexpired portion of ththeer f?r:;t ;28:; On _Decgmber 15, 2000, IC collectkC has collected $150,000 of installment premiums
] . . premium installment on the insurancéom X. For the taxable year ended December 31,
effective period of the contract. An inSUrontract. For the taxable year ended December 32000, IC has paid or incurred $21,000 of premium
ance company that uses a method of cormeoo, IC deducts $20 of premium acquisition exacquisition expenses related to the insurance con-
puting unearned premiums other than theenses related to the insurance contract. IC’s totahct. IC’s total premium acquisition expenses for
pro rata method must maintain sufficienPremium acquisition expenses, based on the insufie insurance contract, based on the $320,000 gross
. . .. .ance contract’s $500 gross premium, are $80. premium, are $48,000.
information to d_emonStrate that_ Its (i) Under paragraph (a)(5)(iii) of this section, IC  (ii) Under paragraph (a)(5)(iv) of this section, IC
method of computing unearned premiums yay elect to report only the $125 advance pre- may elect to report only the $150,000 of install-
accurately reflects the pattern and inCimium (rather than the contract's $500 gross prement premiums (rather than the $320,000 estimated
dence of the risk for the insurance conmium) in gross premiums written for the taxablegross premium) in gross premiums written for the
tract. year ended December 31, 2000, provided that ICtmxable year ended December 31, 2000, provided
(10) Examples The provisions of Ideductlon fo_r the premium acquisition expenses rehat its deductlor_1 for premium acquisition expenses
.lated to the insurance contract does not exceed th#ocable to the insurance contract does not exceed
paragraphs (a)(4) through (a)(9) of thigmitation in paragraph (a)(5)(vii). IC’'s deduction the limitation in paragraph (a)(5)(vii). For the tax-
section are illustrated by the following ex-for premium acquisition expenses is within this limi-able year ended December 31, 2000, IC deducts
amples: tation only if the ratio of the insurance contract’'s$21,000 of premium acquisition expenses related to
Example 1 (i) IC is a non-life insurance com- premium acquisition expenses deducted for the tahe insurance contract, or 43.75% of total premium
pany which, pursuant to section 843, files its returngble year and any previous taxable year to the insuequisition expenses for the insurance contract
on a calendar year basis. IC writes a casualty inst@nce contract's total premium acquisition expenseg$21,000/$48,000 = 43.75%). This ratio does not
ance contract that provides insurance coverage ford@es not exceed the ratio of the amounts included &xceed the ratio of installment premiums to the
one-year period beginning on July 1, 2000 and en@0ss premiums written for the taxable year and anyross premium for the contract ($150,000/$320,000
ing on June 30, 2001. IC charges a $500 premiufifevious taxable year for the contract to the tota 46.9%). Therefore, under paragraph (a)(5)(iv) of
for the insurance contract, which may be paid eithegross premium written for the contract. this section, IC may elect to report only $150,000 of
in full by the effective date of the contract or in (i) For the taxable year ended December 3linstallment premiums for the insurance contract
quarterly installments over the contract’s one yea?000, IC deducts $20 of premium acquisition ex{rather than $320,000 of gross premium) in gross
term. The policyholder selects the installment payPenses related to the insurance contract. This dedyremiums written for the taxable year ending De-
ment option. As of December 31, 2000, IC collectedion represents 25% of the total premium acquisitionember 31, 2000.
$250 of installment premiums for the contract. expenses for the insurance contract ($20/$80 = Example 6 (i) IC is a non-life insurance com-
(i) The effective period of the insurance contrac25%). This ratio does not exceed the ratio of thpany which, pursuant to section 843, files its returns
begins on July 1, 2000 and ends on June 30, 2008125 advance premium to the insurance contractis a calendar year basis. On July 1, 2000, IC issues
For the taxable year ending December 31, 2000, 1500 gross premium ($125/$500 = 25%). Therea one-year workers’ compensation policy to X, an
includes the $500 gross premium, based on the dpre, under paragraph (a)(5)(iii) of this section, ICemployer. The gross premium for the policy is de-
fective period of the contract, in gross premiumgnay elect to report only the $125 advance premiuriermined by applying a monthly rate of $25 to each
written under section 832(b)(4)(A). IC's unearnedrather than the $500 gross premium) in gross pref X's employees. This rate is guaranteed for a pe-
premium with respect to the contract was $250 as @fiums written for the taxable year ending Decemberiod of 12 months, beginning with the effective date
December 31, 2000. Pursuant to sectiodl, 2000. IC reports the balance of the gross pref the contract. On July 1, 2000, X has 1,050 em-
832(b)(4)(B), to determine its premiums earned, I@gnium for the insurance contract ($375) and deductdoyees. Based on the assumption that X's payroll
deducts $200 ($250 x .8) for the insurance contra#fié remaining premium acquisition expenses ($6G)ould remain constant during the effective period of

at the end of the taxable year. for the insurance contract in the taxable year endirthe contract, IC determines an estimated gross pre-
Example 2 (i) The facts are the samemsam- December 31, 2001. mium for the contract of $315,000 (1,050 x $25 x 12
ple 1, except that the insurance contract has a stated Example 4 (i) The facts are the sameEgam- = $315,000). The estimated gross premium is

term of 5 years. On each contract anniversary datele 3 except that for the taxable year ending Decenpayable by X in equal monthly installments. At the
IC may adjust the rate charged for the insurance coer 31, 2000, IC deducts $60 of premium acquisitioend of each calendar quarter, the premiums payable
erage for the succeeding 12 month period. Theéxpenses related to the insurance contract. under the contract are adjusted based on an audit of
amount of the adjustment in the charge for insurance (ii) For the taxable year ended December 31X’s actual payroll during the preceding three months
coverage is not substantially limited under the insur2000, IC deducted 75% of total premium acquisitiorof coverage.
ance contract. expenses for the insurance contract ($60/$80 = (ii) Due to an expansion of X’s business in 2000,
(i) Under paragraph (a)(5)(i) of this section, IC75%). This ratio exceeds the ratio of the $125 adhe actual number of employees covered under the
is required to report gross premiums written for th¢ance premium to the $500 gross premiuntontract during each month of the period between
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July 1, 2000 and December 31, 2000 is 1,050 (Julyjpium taxes, and other premium acquisition ex$1,200 gross premium in its gross premiums writ-
1,050 (August), 1,050 (September), 1,200 (Octopenses equal to 10% of the gross premiums réen and deducts the $900 reinsurance premium
ber), 1,200 (November), and 1,200 (December)keived for the contract. As of December 31, 200(aid to IC-2 under section 832(b)(4)(A). Pursuant
The increase in the number of employees during tHE has collected $1,200 of installment premiumsgo section 832(b)(4)(B), to determine its premiums
year is not attributable to a temporary or seasonébr the contract. earned, IC deducts $88 ($110 x .8) for the insur-
variation in X's business activities and is expected to (ii) A noncancellable accident and health insurance contract at the end of the taxable year.
continue for the remainder of the effective period oince contract is a contract described in section (11) Change in method of
the contract. 832(b)(7). Thus, under paragraph (a)(5)(vi) of thi%ccounting—(i) In genera] A change
(iii) Under paragraph(a)(5)(i) of this section, section, IC may report gross premiums written in . .
IC is required to report gross premiums written fothe manner required for life insurance companieLn the method of deFermlnlng prgmlums
the insurance contract based the effective period ahder sections 803 and 811. Accordingly, for th€@rned to comply with the provisions of
the contract. The effective period of X's contractaxable year ending December 31, 2000, IC maparagraphs (a)(3) through (a)(10) of this
is based on the 12 month period for which IC hageport gross premiums written of $1,200, based ogection is a change in method of ac-
guaranteed ratesﬂfor insurance coverage. Unqm'e premiums agtually recellved on the cgntracrcounting for which the consent of the
paragraph (a)(5)(ii), IC must also report the addiPursuant to section (a)(5)(vi) of this section, IC LT . . .
tional premiums resulting from the change in riskdeducts a total of $28 of premium acquisition costgommlssmner IS requwed under section
exposure under the contract for the taxable year fior the contract, based on the difference betwee4146(e) and §1-446—1(e)-
which the change in such exposure occurs. Unleske acquisition costs actually paid or incurred (i) Application For the first taxable
the change in risk exposure is of temporary durainder section 811(a) ($1,200 x .10 = $120) and thgear beginning after December 31, 1999,
tion, the adqmonal gross premiums are included |qmount r_eqwred to_taker_] into account upder segy taxpayer is granted consent of the Com-
gross premiums written for the remainder of theion 848 in connection with the net premiums for_. . .
effective period of the contract. Thus, for the taxthe contract ($1,200 x .077 = $92). m!s‘_‘s'oner tO.Change its method of deFer'
able year ending December 31, 2000, IC reports (iii) Under paragraph (a)(8)(ii)(A) of this sec- MiNiNg premiums earned to comply with
gross premiums written of $348,750 with respection, IC includes the amount of life insurance rethe provisions of paragraphs (a)(3)
to the workers’ compensation contract issued to Xserves (as defined in section 816(b), but computehrough (a)(10) of this section. A tax-
consisting of the sum of the initial gross premiunin accordance with section 807(d) and section ; ; ;
for the contract ($315,000) plus the additionaB11(c) and (d)) in unearned premiums under se?—a'yer changing I.tS m?thOd C_)f accounting
gross premium attributable to the 150 employeeson 832(b)(4)(B). Section 807(d)(3)(A)(iii) re- in accordance W!th this sec_tlon must f_OI'
added to X’s payroll who will be covered duringquires IC to use a two-year preliminary termlOW the automatic change in accounting
the last nine months of the contract’s effective pemethod to compute the amount of life insurancg@rovisions of Rev. Proc. 99-49, 1999-52
riod (150 x $25 (monthly premium) x 9 = reserves for a noncancellable accident and healfhR B. 725 (see 8601.601(d)(2) of this
$33,750). IC’s unearned premium with respect tinsurance contract (other than a qualified 'O”QChapter), except that—
the contract was $180,000 as of December 3term care contract). Under this tax reserve S . .
2000, which consists of the sum of the remainingnethod, no portion of the $1,200 gross premium (A) The scope limitations in section
portion of the original gross premium ($315,000 xeceived by IC for A's contract is allocable to fu-4.02 of Rev.
6/12 = $157,500), plus the additional premiums reture insurance coverage. Accordingly, for the tax- Proc. 99—49 shall not apply;
sulting from the change in risk exposure ($33,75@ble year ending December 31, 2000, no life insur- (B) The timely duplicate filing require-
x 6/9 = $22,500) that are allocable to the remainance reserves are included in IC’s unearnef;hent in section 6.02(2) of Rev. Proc.
ing six months of the contract’s effective periodpremiums under section 832(b)(4)(B) with respecbg_49 hall not lv: and
Pursuant to section 832(b)(4)(B), to determine itto the contract. shall not apply; an .
premiums earned, IC deducts $144,000 ($180,000 Example 9 (i) IC, a non-life insurance com-  (C) If the method of accounting for de-
x .8) for the insurance contract at the end of thpany, issues an insurance contract with a twelvdrmining premiums earned is an issue
taxable year. month effective period for $1,200 on December lynder consideration within the meaning
Example 7 (i) The facts are the sameEsam- 2000. Immediately thereafter, IC reinsures 90% 06]: section 3.09 of Rev. Proc. 99-49 as of
ple 6 except that the increase in the number of X'&s liability under the insurance contract for $900 .
employees for the period ending December 3lwith I1C-2, an unrelated and solvent insurance:|anuary 5, 2000, then section 7.01 of Rev.
2000 is attributable to a seasonal variation in X'sompany. On December 31, 2000, IC-2 has aR0C. 99—49 shall not apply.
business activity. $825 unearned premium with respect to the rein- (12) Effective date Paragraphs (a)(3)
(i) Under paragraph (a)(5)(ii) of this section, surance contract it issued to IC. In computing itshrough (a)(11) of this section are applica-
for the taxable year_endmg ‘December 31, 2000, I€arned premiums, pursuant to sectlorb|e with respect to the determination of
reports gross premiums written of $326,500, con832(b)(4)(B), IC-2 deducts $660 of unearned pre- . .
sisting of the sum of the initial gross premium formiums ($825 x .8) with respect to the reinsurancgremlums earned for taxable years begm'
the contract ($315,000) plus the additional preeontract. ning after December 31, 1999.
mium attributable to the temporary increase in risk (i) Under paragraph (a)(8)(i) of this section,* * * * *
exposure during the taxable year (150 x $25 x 3 gnearned premiums held by an insurance company
$11,250). The unearned premium that is allocablith regard to the net value of the risks reinsured Robert E. \{Venzel,
to the remaining six months of the effective periodn other solvent companies are deducted from the Deputy Commissioner
of the contract is $157,500. Pursuant to sectioceding company’s unearned premiums taken into of Internal Revenue.
832(b)(4)(B), to determine its premiums earnedaccount for purposes of section 832(b)(4)(B). If
IC deducts $126,000 ($157,500 x .8) for the insuriC had not reinsured 90% of its risks, IC's un-Approved December 23, 1999.

ance contract at the end of the taxable year. earned premium for the insurance contract would )
Example 8 (i) IC, a non-life insurance com- have been $1,100 ($1,200 x 11/12) and IC would Jonathan Talisman,
pany, issues a noncancellable accident and healiave deducted $880 ($1,100 x .8) of unearned pre- Acting Assistant Secretary

insurance contract (other than a qualified longmiums with respect to such contract. However,
term care insurance contract, as defined in sectidrecause IC reinsured 90% of its risks under the
7702B(b)) to A, an individual, on July 1, 2000.contract with IC-2, as of December 31, 2000, th?FiIed by the Office of the Federal Register on Janu-
The contract has an entry-age annual premium ofet value of the risks retained by IC for the re-ary 5, 2000, 8:45 a.m., and published in the issue of
$2,400, which is payable by A in equal monthly in-maining 11 months of the effective period of the[he Federal Register for January 6, 2000, 65 F.R.
stallments of $200 on the first day of each monticontract is $110 ($1,100 - $990). For the taxabl )

of coverage. IC incurs agents’ commissions, preyear ending December 31, 2000, IC includes the

of the Treasury.
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Section 1441.—Withholding of lection of information displays a valid amount is determined by reference to actual
Tax on Nonresident Aliens control number. retail sales by the carrier, the retail sales
The estimated average burden per réaken into account are sales of PTCs that
spondent is 0.25 hour. The estimated ayprovide the same type and amount of com-
erage annual burden per recordkeeper msunications service. The final regulations
See T.D. 8853 on page 377 1.2 hours. also modify the markup percentage used
Comments concerning the accuracy oithen the face amount is determined by ref-
this burden estimate and suggestions ference to the price at which the carrier sells
Section 4251.—Imposition of reducing this burden should be sent to thibe PTC to the transferee reseller. The pro-
Tax Internal Revenue Service Attn: IRS posed regulations apply a markup of 65
26 CFR 49.4251—4: Prepaid telephone cards. Repo_rts Clearance Officer, OP:ES:FFpercent._ Under the final regulations, the
Washington, DC 20224, and to téfice markup is reduced to 35 percent to corre-

of Management and BudgetAttn: Desk spond more closely to markups in the retail

T.D. 8855 Officer for the Department of the Trea-sector generally. Lastly, the final regula-

sury, Office of Information and Regula-tions modify the rule for determining the
DEPARTMENT OF THE TREASURY tory Affairs, Washington, DC 20503. face amount by reference to the minutes of
Internal Revenue Service Books or records relating to this collec-domestic communications service provided
26 CER Parts 49 and 602 tion of information must be retained ady the PTC. The proposed regulations pro-
long as their contents may become matevide that the face amount may be deter-

o ) ial in the administration of any internalmined by multiplying the number of min-
Communications Excise Tax; revenue law. Generally, tax returns andtes by a flat $0.30 per-minute rate. As
Prepaid Telephone Cards tax return information are confidential, asoted in the comments, however, a high-de-
AGENCY: Internal Revenue SerVicerequired by 26 U.S.C. 6103. nominatiqn PTC genera_lly provid_es lower
(IRS), Treasury. Back d cost service on a per-minute baS|s_ tha_n an

ackgroun otherwise equivalent low- denomination

ACTION: Final regulations. On December 17, 1998, a notice of proI_DTC. Accordingly, the final regulations

SUMMARY: This document contains posed rulemaking (REG-118620—97Provide that the per-minute rate used to de-
final regulations relating to the applica-1999-9 |.R.B. 46) was published in ffed- termine face amount is reduced from $0.30
tion of the communications excise tax teral Register(63 FR 69585). Three writtenP€" minute to $0.20 per minute as the
prepaid telephone cards (PTCs). The regomments were received but no hearing wShount of domestic communications ser-
ulations implement certain changes madgeld because no requests to speak were Yé&° provided by a PTC increases from 40
by the Taxpayer Relief Act of 1097. Theyceived. The proposed regulations art 240 minutes. .

affect certain telecommunications carriadopted as revised by this Treasury decision, ~Or Sales to transferee resellers, the final

ers, resellers, and purchasers of PTCs. The principal concerns of the Com_regulatlons do not permit carriers that can

menters related to the rules for determiningUPStantiate the actual retail price of a PTC
DATES: Effective Dates These regula- use that price as the face amount. The
tions are effective January 7, 2000.

the face amount of an untariffed unit car :
re efie transferred to a transferee reseller. The priXS and Treasury Department believe that
Applicability Dates For the date of ap- posed regulations provide that the tacthe modifications to the methods for deter-

plicability, see §49.4251—-4(f). amount can be determined by reference fgining face amount address concerns that

26 CFR 1.1441-10: Recharacterizing financing
arrangements involving fast-pay stock.

FOR FURTHER INFORMATION CON- actual retail sales by the carrier, by referendB€ Prescribed methods may overstate the
TACT: Bernard H. Weberman (202) 62210 the price at which the PTC is sold to thfAC€ amount. Moreover, a system based on
3130 (not a toll-free number). transferee reseller, or by reference to tH8€ actual retail sale price when the retail

minutes of domestic communications ser32/€ is made by a person other than the car-

SUPPLEMENTARY INFORMATION: vice provided by the PTC. One commentdi€" could prove very difficult for the IRS to

requested additional explanation of the basgégrr]g'r:ﬁée;rti’fg::fsvﬁgﬁep(??gﬂ% (;L\I/;rkl)-y
i for these rules. Another suggested that -
Paperwork Reduction Act many situations, particularly in the case gff9¢ numbers of small retailers that may
The collection of information con- high-denomination (for example, multi-have acquired the PTCs indirectly through
tained in these final regulations has beefiour) PTCs, none of the proposed method{1€ Or more transferee resellers.
approved by the Office of Managemenfor determining the face amount will accu- Commenters also suggested that state
and Budget in accordance with the Paperately reflect the true retail value of theAd local taxes should be excluded from the
work Reduction Act (44 U.S.C. 3507)PTC. This commenter also suggested thatlfic® a@mount even if they are not separately
under control number 1545-1628. Rea carrier can substantiate the actual retafat€d- In general, the comments propose
sponses to this collection of informatiorprice of a PTC it should have the option off €xclusion based on the average amount
are required to obtain a tax benefit. treating that price as the face amount. ~ ©f State and local taxes imposed on the car-
An agency may not conduct or sponsor, The final regulations modify the rules re1€'S PTCs. These suggestions were not
and a person is not required to respond ttating to untariffed unit cards in three re-2dopted. Section 4254(c) excludes from
a collection of information unless the colspects. First, they clarify that when the fack'® Section 4251 tax base only those state
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and local taxes that are imposed on the s#&ART 49—FACILITIES AND (2) To a transferee reseller subject to a

or furnishing of communications servicesSSERVICES EXCISE TAXES contractual or other arrangement under
and that are separately stated in the bill. A o which the price at which the PTC is sold
tax that is not separately stated (because,Paragraph 1. The authority citation fog, 5 hojder will not exceed the designated
for example, it is imposed after the taxabl@art 49 is revised to read as follows:  \,mper of units on the PTC multiplied by

sale of the PTC and its amount is not Authority: 26 U.S.C. 7805. the carrier’s tariffed price per unit.

known at the time of the sale) does not S€ction 49.4251-4 also issued under 26 5nsfereemeans the first person that

qualify for this exclusion. u.s.C. 4251(d)'_ ) is not a carrier to whom a PTC is trans-
The regulations apply to PTCs trans- Par 2. Section 49.4251-4 is added W req py a carrier.

ferred by carriers in calendar quarters bd€ad as follows: Transferee resellemeans a transferee

ginning after January 7, 2000. Carrier§49-4251-4 Prepaid telephone cards. ot purchases a PTC for resale.

and transferees may, however, rely on the (2)In general In the case of communi- it card means a PTC other than a

regulations in determining the tax treatS2liONS services acquired by means of g5 carg.

ment of PTCs transferred in quarters bé2répaid telephone card (PTC), the face ynariffed unit cardmeans a unit card

ginning on or before that date. amount of the PTC is treated as aner than a tariffed unit card.
amount paid for communications services ¢y petermination of face amotsa(1)
Special Analyses and that amount is treated as paid Whefgiar card. The face amount of a dollar

It has been determined that this Treaswg/1e PTC is transferred by any carrier @,y is the designated dollar value.

decision is not a significant regulatory ace Y P€"=ON that is not a carvier. This SEC- (5) Tayiffed unit card The face amount

tion as defined in Executive Order 12866107 Provides rules for the application ofof 5 tariffed unit card is the designated
number of units on the PTC multiplied by

. the section 4251 tax to PTCs.
Therefore, a regulatory assessment is no b) Definiti The following defini
(b) Definitions  The following defini- e tariffed price per unit.

required. It also has been determined that . o _ _ _
section 553(b) of the Administrative Proceﬁ ons apply to this section: (3) Untariffed unit card—(i) Transfer

dure Act (5 U.S.C. chapter 5) does not Carrier (;mfe.anz a Ze7letj:osmcrmir;i3cation§0 holder The face amount of an untar-
apply to these regulations. It is hereby Ceﬁa(rinc?r;asaraebllgeP'Il'ncmear.15. a. curré nl iffed un_it card transferred by a carrier tq a
tified that the collection of information in P Y holder is the amount for which the carrier

these regulations will not have a Significarfvallable dollar card or tariffed unit cardgqis the PTC to the holder.

economic impact on a substantial numb Pnt 22: ;haeréi; zg;gu:;i?;ig:dslgcﬁug; (zr (i) Transfer to transferee reselies(A)
of small entities. This certification is based" romotignal urposes) that  rovides th% general The face amount of an untar-
on the fact that the time required to prepare purp b fifed unit card transferred by a carrier to a

o retain the notification is minimal and>2'"'€ YPe and amount of communicationgansferee reseller is at the option of the
. S . services as the PTC to which it is bemg e

will not have a significant impact on thoseCorn ared arrier _ _
small entities that are required to provide D(E)Ilar card means a PTC the value of (1) The highest amount for which the
notification. Furthermore, notification is, . S0 o LT T ST Ccarier sells a PTC that provides the same
provided only once to each seller. Accord- Si9 y ) . Tfype and amount of communications ser-
; L - _lars (even if also designated in units o
ingly, a Regulatory Flexibility Analysis

, ided that the desi vices to a holder that ordinarily would not
under the Regulatory Flexibility Act (5 service), provided that the designatege eypected to buy more than one such

U.S.C. chapter 6) is not required. Pursuarv\}vililéﬁ tlr?enF?';cleizse;hggtetgToabrgc::)?; tfé’bTC at a time (if the carrier makes such
to section 7805(f) of the Internal Revenu older P &ales on a regular and arm’s-length basis)
Code, the notice of proposed rulemaking™ | ~& oo O the face amount of a comparable PTC
preceding these regulations was submitte P P e(1°’f the carrier does not make such sales on

o the Chief Counsel for Advocacy of thel e than for resale. a regular and arm’s-length basis);
Prepaid telephone card (PT@)eans a (2) 135 percent of the amount for

Small Business Administration for com-Card or similar arrangement that permits ... :

ment on its impact on small business. its holder to obtai 9 fixed P ¢ 1?VhICh the carrier sells the PTC to the
IS holder to obtain a Tixed amount Okransferee reseller (including in that

Drafting Information communications services by means of

y ans O @mount, in addition to any sum certain
code (such as a personal identificatio

. ; fixed at the time of the sale, any contin-
The principal author of these regulations, , mper (PIN)) or other access device PrGjent amount per unit multiplieg by the

is Bernard H. Weberman, Office of Assiss,; :
! vided by the carrier and to pay for thos ; : .
tant Chief Counsel (Passthroughs and Sp?érvicegin advance. pay tesignated number of units on the PTC);

cial Industries). However, other personnel T4/iff means a schedule of rates and _ _
3) If the PTC is of a type that ordinar-
from the IRS and Treasury Department pageq|ations filed by a carrier with the Fed 3) yp

ticipated in their development. N i '|I)_/ is_used entirely for dom_estic commu-
ok k% ok eral Communications Commission. nications service, the maximum number

Tariffed unit cardmeans a unit card ot minytes of domestic communications

that is transferred by a ca}rrier— service on the PTC multiplied by the ap-
(1) To a holder at a price that does n%licable rate.

exceed the designated number of units N () Applicable rate The applicable
Accordingly, 26 CFR parts 49 and 602he PTC multiplied by the carrier's tar-4a "under paragraph (c)(3)(ii) () of
are amended as follows: iffed price per unit; or
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this section with respect to a PTC is $0.30 (3) Exemptions Any exemptions avail- unit card. Because it is transferred by the carrier to
reduced (but not below $0.20) by $0.0hble under section 4253 apply to thée holder, the face amount is the sales price ($9).

for each full 20 minutes by which thetransfer of a PTC from a carrier to E%ioglliggi(z;ra?r?eer?:gé 'Zgozzf;i;hi‘;aligie;:e;

maximum nqmber of minutes of domestitiolder. Section 4253 does not a_pply t@mount paid for communications services and that

communications service on the PTC exthe transfer of a PTC from a carrier to @amount is treated as paid when the PTC is trans-

ceeds 40 minutes. transferee reseller. ferred from Ato P. Accordingly, at the time of trans-
(C) Sales not at arm’s lengthin the  (e) Examples.The following examples fer. P s liable for the 3 percent tax imposed by sec-

. . B . . . i i 0
case of a transfer of an untariffed unitllustrate the provisions of this section: :Ir?: ggi;gag'amis{; ouanfu(g t:'heet?;(t; $2}37b(3§i);
card by a carrier to a transferee reseller Example 1. Unit card; sold to individua(i) On = ¢5 7 0 ¢ sales pr'ice p|us' $0.27 tax.pA is rgspon_
h ; h h h S| flay 1, 2000, A, a carrier, sells a card it calls a pre; i :
otherwise than through an arm’s-lengt sible for collecting the tax from P.

. . . aid telephone card at A's retall store to P, an indi-
. . - ' Example 4. Dollar card; sold other than for re-
transaction, the fair market retail value O&dual, for P's use in making telephone calls. A pro- p

the PTC shall be substituted for theiges p with a PIN. The value of the card is nofq'ale (i) On May 1, 2000, B, a carrier, sells 100,000

. . . - cards it calls prepaid telephone cards to Q, an auto
amount determined in paragraphenominated in dollars, but the face of the card Sealer, for $50.000. Q will give away a card to each

(©)3)(ii)(A)(2) of this section. marked 30 minutes. The sales price is $9. Atarifl, oo ihac visits Q's dealership. B provides Q with
(4) Exclusion. The amount of any state has not been filed for the minutes on the card. TI‘% '
: toll telephone service acquired by purchasing th

a PIN for each card. The face of each card is marked
or local tax imposed on the furnishing or §3. The toll telephone service acquired by purchas-

: . . card will be obtained by entering the PIN and the : : .
sale of communications services that ifslephone number to be called. ing the card will be obtained by entering the PIN and

separately stated in the bill or on the face (i) Because P purchased from a carrier other thatrh1e telephone number to be called. i
(ii) Because Q purchased from a carrier other

of the PTC and the amount of any sectiofer resale, P is a holder. The card provides itg, %, \oqaje Q is a holder. Each card provides its
4251 tax separately stated in the bill or of0!de". P with a fixed amount of communications, ye o with a fixed amount of communications

the face of the PTC are disregarded in déerwces (30 minutes of toll telephone service) to beervices ($3 of toll telephone service) to be obtained
ini f f thi btained by means of a .PIN’ for which P pays in _acE means of a PIN, for which Q pays in advance of

termining, for purposes of this paragrapRance of obtaining service; therefore, the card is Botaining service: therefore. each card is a PTC even

(c), the amount for which a PTC is sold. PTC. Because the value of the PTC is not desigi g service, ’

L . . ) hough Q’s visitors do not pay for the cards. The

(d) Liability for tax—(1) In general. natedin dollars and a tariff has not been filed for the, " "o on prc is designated in dollars; there-

Under section 4251(d), the sectionninutes on the PTC, the PTC is an untarified unlftore, each PTC is a dollar card. Because the PTC is

.. card. Because it is transferred by the carrier to the . :
) - Il he f h I-
4251(a) tax is imposed on the transfer of ﬁolder, the face amount is the sales price ($9). a dollar card, the face amount is the designated do

PTC by a carrier to a transferee. The per- iy The card is a PTC; thus, under section™ Value (53)

son liable for the tax is the transferee. Ex251(d), the face amount is treated as an amouEé(”I) The cards are PTCs; thus, under section

. . ) N ) 4251(d), the face amount is treated as an amount paid
cept as provided in paragraph (d)(2) ofaid for communications services and that amount g " '\ | 1ications services and that amount is
this section, the person responsible fgfeated as paid when the PTC is transferred from g 0 4 o6 paid when the PTCs are transferred from B

to P. Accordingly, at the time of transfer, P is liabl

i i i . ! X . A ingl he ti f f is liabl
collecting the tax is the carrier transferfor the 3 percent tax imposed by section 4251(:$OQ ccordingly, at the time of transfer, Q is liable

ring the PTC to the transferee. If a holdefhe amount of the tax is $0.27 (3% x the $9 face. the 3 percent tax imposed by section 4251(a).

- . he amount of the tax is $9,000 (3% x the $3 face
purchases a PTC from a transferee ramount). Thus, the total paid by P is $9.27, the $E1mount X 100,000 PTCs). Thus, the total paid by Q

seller, the amount the holder pays for theales price plus $0.27 tax. Als responsible for €0ls $59,000, the $50,000 sales price plus $9,000 tax.

PTC is not treated as an amount paid fdgcting the taxfromp. o B is responsible for collecting the tax from Q.
ications services and thus tax i Example 2. Unit card; given to individuai) The Example 5. Tariffed unit card; sold to transferee
communica KRcts are the same asHmample lexcept that instead ’ '

reseller. (i) On May 1, 2000, C, a carrier, sells 1,000

not imposed on that payment. of selling a card, A gives a 30 minute card to P. i ;
cards it calls prepaid telephone cards to R, a conve-

(2) Effect of statement that purchaser is a (i) Although the card provides P with a fixed . ) X
. . . t of icati ) 30 minut ience store owner, for $7,000. C provides R with a
Camer_(l) On transferor A carrier that amount of communications services (30 minutes IN for each card. The value of the cards is not de-

transfers a PTC to a purchaser is not r&! telephone service) to be obtained by means of & inateq in dollars, but the face of each card is
sponsible for collectinag the tax if. at thePIN’ P does not pay for the service. Therefore, the arked 30 minutes and a tariff of $0.33 per minute
P 9 ' card is not a PTC, even though it is called a prepahlgas been filed for the minutes on éach card. R

time of transfer, the transferor carrier hagiephone card by A. that it will sell th e 1o individuals f
. . e . . . _agrees that It will se € cards to Inaiviauals tor
received written notification from the pur- (i) Because the card is not a PTC, sectio gr :
heir own use and at a price that does not exceed

chaser that the purChaser is a carrier, ar@b1(d) does not apply. Furthermore, no tax is 'm$8-33 per minute. R actually sells the cards for $9

the transferor has no reason to believe otg)c-’rstii ﬁg;ﬁﬂg;ﬁ:ﬂgi&j‘ézgse no amountis PG 1 (that is, at a price equivalent to $0.30 per
erwise. The notification to be provided b . i > ) minute). The toll telephone service acquired by pur-
p y Example 3. Unit card; adding value(i) After

the pu_rchaser iS_ a statement, signe_d UNd@ing the card described Example 2 P arranges ;T:}S;rr:g :E: tce?gdhvc\)’::s?}i;g:‘?ﬁgebzaﬁgéermg the
penalties of perjury by a person with auwith A by telephone to have 30 minutes of toll tele- .. P o
(ii) Because R purchased from a carrier for re-

thority to bind the purchaser, that the purPhone service added fo the card. The sales price igle, R is a transferee reseller. Because R’s cus-

chaser is a carrier (as defined in paragragfi: P is told to continue using the PIN pro"'deofomers will purchase other than for resale, they will

. . . with the card. : ;
(b) of this section). The statement is not re- (i) Because P purchased from a carrier other th be holders. Each card sold by R provides its holder,

i i . ., R's customer, with a fixed amount of communica-
quired to take any particular form. for resale, P is a holder. The arrangement provide,

S . . .
(i) On purchaser If a purchaser that is its holder, P, with a fixed amount of communicationﬁgjr:;S:g;’;?r?sd(%?/ r::g;:‘is;f;OgItNelfﬁg\?igi;ir;Ifﬁg

nOt_ a Ca_mer provides the n(_)tificati_on deSE;V'_EeZ fo;mnlrjltesfof :Dollll\lteflerphcrjlnis;rwce)_;o kzfearrier, for which R’s customer pays in advance of
scribed in paragraph (d)(2)(i) of this sec®Ptanec by means of a FIN, for which = pays In aCsy, ining service; therefore, each card is a PTC. Be-
tion to th ier that t f PTC thvance of obtaining service; therefore, the amang&,use the value of each PTC is not designated in dol-
lon to the carmer that translers a ! ﬁent is a PTC. Because the value of the PTC is n ? 9

purchaser remains liable for the tax iMgesignated in dollars and a tariff has not been filed > and € sells the PTCs to R subject to an arrange-

posed on the transfer of the PTC. for the minutes on the PTC, the PTC is an untariffe] St Under which the price at which the PTCs are
sold to holders will not exceed the designated num-
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ber of minutes on the PTC multiplied by C's tariffedthe face amount is determined under paragrapmposed by section 4251(a) applies to the amounts

price per minute, each PTC is a tariffed unit card(c)(3)(ii) of this section, which permits D to choosepaid by T to E for the communications services. Ac-

Because the PTCs are tariffed unit cards, the fadeom three alternative methods. Under paragraptordingly, at the time an amount is paid for commu-

amount of each PTC is $9.90, the designated nurte)(3)(ii)(A)(1) of this section, the face amount ofnications services, T is liable for tax. E is responsi-

ber of minutes on the PTC multiplied by the tariffedeach PTC would be $9, the highest amount foble for collecting the tax from T.

price per minute (30 x $0.33), even though the retaithich D sells to holders purchasing a single PTC. (f) Effective date This section is ap-

sale”price of each card is $9. . Al'ternati.vely, under paragraph (c)(3)(ii)(A)df licable with respect to PTCs transferred
(ii) The cards are PTCs; thus, under sectio#his section, the face amount of each PTC would t% . .

4251(d), the face amount is treated as an amou$8.10, computed as follows: 135% x the $60,00 )y & carrer on or after th(_a fIITSt day of the

paid for communications services and that amount Bales price & 10,000 PTCs. Finally, under paragrajiist calendar quarter beginning after Jan-

treated as paid when the PTC is transferred from €)(3)(ii)(A)(3) of this section (assuming the PTCsuary 7, 2000.

to R. Accordingly, at the time of transfer, R is liableare of a type that ordinarily is used entirely for do-

for the 3 percent tax imposed by section 4251(ajnestic communications services), the face amouRART 602—OMB CONTROL

The amount of the tax is $297 (3% x the $9.90 facef each PTC would be $9 ($0.30 x 30 minutes).  NUMBERS UNDER THE

amount x 1,000 PTCs). Thus, the total paid by R is (iv) The cards are PTCs; thus, under sectio

$7,297, the $7,000 sales price plus $297 tax. Cisré251(d), the face amount is treated as an amoufr-?t'A\PER\NORK REDUCTION ACT

sponsible for coIIe(-:tlng the tax from R. paid for communlcatlons services and that amount is Par. 3. The authority citation for part
Example 6. Unit card; sold to transferee resellertreated as paid when the PTCs are transferred from . .

(i) On May 1, 2000, D, a carrier, sells 10,000 cards @ to S. Accordingly, at the time of ransfer, S is 1-002 continues to read as follows:

calls prepaid telephone cards to S, a conveniené®le for the 3 percent tax imposed by section Authority: 26 U.S.C. 7805.

store owner, for $60,000. D provides S with a PIN)251(a). Assuming that D chooses to determine the par 4. |n §602.101, paragraph (b) is

for each card. The value of the cards is not denonfiace amount as provided in paragraph, o404 by adding an entry in numerical

nated in dollars, but the face of each card is markd@)(3)(i)(A)(2) of this section, the amount of the tax d he tabl d as foll .
30 minutes. A tariff has not been filed for the min4s $2,430 (3% x the $8.10 face amount x 10,009rder 10 the table to read as follows:

utes on each card. S will sell the cards to individualRTCs). Thus, the total paid by S is $62,430, th8§602.101 OMB Control numbers.
for their own use for $9 each. D also sells a card th&60,000 sales price plus $2,430 tax. D is responsi- * * *

provides 30 minutes of the same type of communple for collecting the tax from S. (b) * * *
cations service at its retail store for $9. The toll tele- Example 7. Transfer of card that is not a PTC
phone service acquired by purchasing the card wi{l) On May 1, 2000, E, a carrier, provides a tele- John M. Dalrymp|e7
be obtained by entering the PIN and the telephonghone card to T, an individual, for T’s use in making Acti o

) . cting Deputy Commissioner
number to be called. telephone calls. E provides T with a PIN. The card 9 puty

(ii) Because S purchased from a carrier for resal@/ovides access to an unlimited amount of commu- of Internal Revenue.

S is a transferee reseller. Because S's customers wiifations services. E charges T $0.25 per minute of
purchase other than for resale, they will be holderservice, and bills T monthly for services used. Thé\P
Each card sold by S provides its holder, S's cuommunications services acquired by using the card

proved December 13, 1999.

tomer, with a fixed amount of communications serwill be obtained by entering the PIN and the tele- Jonathan Talisman,
vices (30 minutes of toll telephone service) to be ob?hone number to be called. Acting Assistant Secretary
tained by means of a PIN provided by the carrier, for (ii) Although the communications services will of the Treasury.

which S’s customer pays in advance of obtainingpe obtained by means of a PIN, T does not receive a
service; therefore, each card is a PTC. Because tfiged amount of communications services. Also, T _. ) .
: . ) . . , Filed by the Office of the Federal Register on Janu-
value of each PTC is not designated in dollars andannot pay in advance since the amount of T's pay- i ] . )
tariff has not been filed for the minutes on the PTGment obligation depends upon the number of mir@"y 6 2000, 8:45 a.m., and published in the issue of
each PTC is an untariffed unit card. utes used. Therefore, the card is not a PTC. the Federal Register for January 7, 2000, 65 F.R.
(iii) The PTCs are untariffed unit cards trans- (iii) Because the card is not a PTC, sectiorl056)
ferred by the carrier to a transferee reseller. Thud251(d) does not apply. However, the 3 percent tax

CFR patrt or section where Current OMB
identified and described control No.
* *k k k%
A9.4251—A(d)(2) . . it 1545-1628
* k k k%
Section 7701.—Definitions Recharacterizing Financing volving fast-pay stock. The regulations
Arrangements |nv0|ving Fast- are necessary to prevent taxpayers from
26 CFR 1.770;(I)—3:_Recharacterizing financing pay Stock using fast-pay stock to achieve inappro-
arrangements involving fast-pay stock. _ priate tax avoidance. The regulations af-
AGENCY: Internal Revenue Servicefect corporations that issue fast-pay stock,
T.D. 8853 (IRS), Treasury. holders of fast-pay stock, and other share-
ACTION: Final regulations. holders that may claim tax benefits pur-

ported to result from arrangements in-
DEPARTMENT OF THE TREASURY  SUMMARY: This document contains yolving fast-pay stock.

Internal venu rvi final regulations that recharacterize fODA ES: Effective Date Februar
ernal Revenue Service , TES: y 27,
26 CFR Parts 1 and 602 tax purposes, financing arrangements ir!t997.
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Applicability Dates: For dates of ap- 1999-11 I.R.B. 12 [64 F.R. 805]) provid-mentator questioned whether the grant of
plicability, see sections 1.1441-10(e) anthg rules for the recharacterization of cerregulatory authority under section 7701(l)
1.7701(1)-3(g) of these regulations. tain fast-pay arrangements under sectiguermits recharacterizing transactions sub-
FOR EURTHER INEORMATION CON- 7701(l) of the Internal Revenue Codeject to other, comprehensive stgtutory
TACT: Jonathan Zelnik, (202) 622_3920Bec§luse no one reques_ted to speak at thdes sgch as the rules governing the
(not a.toll-free number) ' public hearing, the hearing was canceledransactions of RICs and REITs.

' Four written comments responding to the The IRS and Treasury Department have
SUPPLEMENTARY INFORMATION: notice of proposed rulemaking were reeoncluded that section 7701(l) authorizes
ceived. The comments addressed neithexcharacterization of any multiple-party
(1) the accuracy of the estimate of the cofinancing transaction, including a fast-pay

The collection of information con- ection of information burden nor (2) thearrangement. The IRS and Treasury De-
tained in these final regulations has beeRCcuracy of the IRS’s understanding thgtartment have also concluded (as did the
reviewed and approved by the Office ofhe total_ number of entities engaging irpther two commentators) that recharacter-
Management and Budget in accordandkansactions affected by these regulationging a fast-pay arrangement as an
with the Paperwork Reduction Act ofiS not substantial and most are not smadirrangement directly between the fast-pay
1995 (44 U.S.C. 3507(d)) under controfntities within the meaning of the Regulashareholders and the benefited sharehold-
number 1545-1642. Responses to thiory Flexibility Act (5 U.S.C. chapter 6). ers is consistent with the legislative man-
collection of information are mandatory. After considering the comments, the prodate of section 7701(l). Thus, the final

An agency may not conduct or sponsoP,OS_ed regglations are adopted as final regegulations retqin the approach pf the pro-
and a person is not required to respond tH!atlons with some changes. posed regulations while making some
a collection of information unless the col- 1h€ preamble to the proposed reguleehanges to address other comments.

lection of information displays a valid 1onS (64 FR 805) provides a detailed dis-

Paperwork Reduction Act

control number. cussion of fast-pay arrangements and ttfefinition of Fast-pay Stock
The estimated average annual burddif©Posed regulations. Under the proposed regulations, stock is
hours per respondent/recordkeeper: 4 ;MMARY OF COMMENTS AND fast—pay stock .if it is. structgred o) that.div—
hour. CHANGES idends (as defined in section 316) paid by
Comments concerning the accuracy of the corporation with respect to the stock
this burden estimate and suggestions for are economically (in whole or in part) a re-
reducing this burden should be sent to tH8 General turn of the holder’s investment (as opposed

Internal Revenue ServiceAttn: IRS Re- 11,6 commentators were generally tal0 only a return on the holder’s invest-
ports Clearance Officer, OP:FS:FP, Wash;q aple to the proposed regulations. ori@ent). To determine if it is fast-pay stock,
ington, DC 20224, and to theffice of .4 sidered them a reasonable attempt gtock is examined when issued, and, for
Management and BudgetAttn: Desk ,44ress abusive transactions. The oth&fock that is not fast-pay stock when is-
Officer for the Department of the Trea- je\wed them as consistent with sectio§U€d, when there is a significant modifica-
sury, Office of Information and Regula—7701(|), but preferred, as a matter of tajion in the terms of the stock or the related
tory Affairs, Washington, DC 20503. policy, a legislative solution. One of thes@dreements or a significant change in the
Books or records relating to a colleCommentators also recommended narroW€levant facts and circumstances.
tion of information must be retained aSng the scope of the proposed regulations Two commentators expressed concern
long as their contents may become mateé‘sserting they might penalize shareholde out the interaction of section 302 with
ial in the administration of any internalyh do not benefit from the fast-paythe definition of fast-pay stock and the
revenue law. Generally, tax returns angrrangement. Significantly, neither of thesduty to retest stock. In particular, the
tax information are confidential, as re+ymmentators recommended that the fingemmentators asked whether stock that is
quired by 26 U.S.C. 6103. regulations adopt a different approach, sudipt fast-pay stock when issued can be-
Background as the.one taken in Notice. 9?—21. ggme -fast—;.;:ay stock s.oIer because a rg—
A third commentator criticized the pro-demption of the stock is treated as a divi
On February 27, 1997, the IRS issuegosed regulations as inconsistent witf€nd under section 302. This conversion
Notice 97—21, 1997—1 C.B. 407, whictsection 7701(l). This commentatorS POSSible because section 302 treats cer-
relates to financing arrangements involwiewed them as addressing not a condUffin redemptions as distributions of prop-
ing fast-pay stock. Among other thingsfinancing issue, but a tax accountin%:ty to which section 301 applies rather
the notice informed the public that thessue, namely, that the amount of dividenf'@n @s distributions in exchange for
IRS and Treasury Department expected iacome under tax principles can exceedtock- )
issue regulations recharacterizing thesae economic income from the stock. Ad- 1h€ commentators gave different rea-
arrangements to prevent tax avoidanceitionally, this commentator believed thaS®nS Why stock should not become fast-
No comments were received in responsegulations under section 7701(l) canndt@ Stock solely because a redemption is
to Notice 97-21. operate if there is no back-to-back strudreated as a dividend. One reason was
On January 6, 1999, the IRS publishetlire or if the corporation subject tothat section 302 and the provisions refer-
in the Federal Registera notice of pro- recharacterization holds bona fide assefid to it (for example, section 1059(e))
posed rulemaking (REG—104072-97such as third-party debt. Finally, the com@/réady recharacterize certain redemp-
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tions of stock, which indicates Congressax principles and depends on all the facthareholder’s first taxable year that in-
has determined the appropriate tax trea&nd circumstances. cludes the date the regulations are final-
ment of these transactions. Another rea- All three commentators were con-zed. Thus, the sole benefit of limiting
son was that applying the fast-pay regulacerned by the failure of the proposed regaxable income under the proposed regu-
tions to arrangements involvingulations to classify the financing instru-lations is a timing benefit. The preamble
redemptions may have a chilling effect oments as debt. If the financingto the proposed regulations found this
common, non-abusive transactions. Finstruments are classified as stock, thappropriate on the assumption that over
nally, it was suggested that any changdsenefited shareholders are subject to suthe life of a fast-pay arrangement a
affecting the application of section 302stantially greater tax liabilities: they mustshareholder has the same amount of tax-
should be accomplished by issuing newnclude in income all dividends paid byable income whether the fast-pay
regulations under that statute. the corporation that issues the fast-pagrrangement is recharacterized under
The IRS and Treasury Departmenstock, but cannot deduct amounts deemedbtice 97—21 or under the regulations.
agree it is inappropriate to treat as a faspaid with respect to the financing instru- One commentator criticized this as-
pay arrangement every arrangement iments. According to the commentatorssumption, and, therefore, the limit and
which a redemption of stock produceshis result distorts the benefited shardater adjustment. In particular, the com-
dividend income under section 302. Théolders’ economic income. Thereforementator pointed out that if the financing
IRS and Treasury Department, howevethe regulations should classify the financinstruments are treated as equity under
conclude that eliminating all suching instruments as debt in all cases. the regulations, a benefited shareholder
arrangements from the scope of the regu- After careful consideration of the com-would have had less taxable income over
lations would render the regulationanents, the IRS and Treasury Departmenhe life of the fast-pay arrangement
meaningless. Little difference exists behave decided against characterizing the fisnder the recharacterization of Notice
tween a fast-pay arrangement resultingancing instruments in the final requla97-21 (that is, a shareholder would have
from redemptions structured to be divitions. Although debt characterizatiora permanent reduction to taxable in-
dends and a fast-pay arrangement resuittay be appropriate in some cases, icome). Thus, the limit is without any
ing from dividends structured to be a reether cases it will be more appropriate tsubstantive effect because any non-tim-
turn of the holder’s investment. characterize the financing instruments asg reduction in taxable income due to
To balance the concerns of the comequity or something else. Thus, the ruléhe limit is included in the year the regu-
mentators and the concerns of the IRS and the proposed regulations is retainedations are finalized. To rectify this
Treasury Department, the final regula{As explained below, however, the finalproblem, the commentator asked that, if
tions add a new rule clarifying the effecregulations permit taxpayers, for a limitedhe final regulations do not classify the
of section 302 on the determination operiod, to determine their taxable incoméinancing instruments as debt in all
whether stock is fast-pay stock. Undeattributable to a recharacterized fast-pagases, they should at least classify the fi-
this rule, stock is not fast-pay stock solelarrangement by treating the financing innancing instruments as debt for the pe-

because a redemption is treated as a digtruments as debt.) riod starting after the effective date of
dend by section 302 unless there is a prin- o the final regulations and ending before
cipal purpose of achieving the same ecd=/€ction to Limit Taxable Income the final regulations are published.

nomic and tax effect as a fast_payAttributabIe to a Recharacterized Fast-

arrangement. In this way, only thos@@y Arrangement for Periods Before  oq,jations adopt a different rule from the
arrangements in which redemptions ar@pril 1, 2000 one in the proposed regulations. As with
designed to return a shareholder’s eco- gacause the regulations are effectivi’® proposed regulations, a shareholder
nomic investment as dividends are reCha?ebruary 27, 1997 (the date Noticd"®Y limit its taxable income to either the
acterized. Because the problem of stock;_51 was issued to the public), the prd';mount determined under Notice 97-21
redemptions may be common to many,,seaq regulations permit a shareholdé}’ the amount determined under the regu-
different fast-pay arrangements, regards¢ 5 recharacterized fast-pay arrang ations. For purposes of this limit, a
less of how they are structured, the rulgqnt to limit, for certain taxable years,shareholder may assume the financing in-
addressing such problem is placed withifts income from the arrangement.Str”ments are debt under the final regula-
the regulations under section 7701(|)Specifically, a shareholder may limit itstions. A shareholder may also make this
rather than under a different section. taxable income attributable to a recha@Ssumption to determine the amount of

acterized fast-pay arrangement to th&"V I_at_er adjustment to income because_ of
taxable income that results if the fast-paj/’€ limit. Thus, the later adjustment will
arrangement is recharacterized unddlPt include any permanent reduction to
Under the proposed regulations, thélotice 97-21. This limit is available {@x@ble income a shareholder realizes by
fast-pay shareholders are treated as holdnder the proposed regulations for taximiting its taxable income to the amount
ing financing instruments issued by theble years ending after the effective dadetermined under Notice 97-21.
benefited shareholders rather than asf the regulations and before the regula- '€ final regulations also adopt a
holding the fast-pay stock. The charactdions are finalized. Any amount ex-/onger period during which shareholders
of financing instruments (for example,cluded under this limit must be includedN@Y limit their taxable income. Under
stock or debt) is determined under generak an adjustment to taxable income in tH8€ Proposed regulation, a shareholder

To address these concerns, the final

Characterization of the Financing
Instruments
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may limit its taxable income for taxableconcluded that there is no present need Effective Date
years ending after February 26, 1997, andodify the regulations to address this )
before the date these regulations are puproblem. First, the tax treatment of deriv- | N€S€ regulations apply to taxable
lished as final regulations in the Federatives in general is outside of the scope §€2rs ending after February 26, 1997.
Register. The fin_al_ regulation_s permit ahgse regulations. T_herefore, a rule SP&pecial Analyses
shareholder to limit its taxable income forific to these regulations would only in-
all periods before April 1, 2000. Thus, forcrease the complexity regarding the tax It has been determined that this Trea-
all taxable years ending after February 2@reatment of derivatives. Second, andury decision is not a significant regula-
1997 and before April 1, 2000, and fomore importantly, the IRS and Treasuryory action as defined in Executive Order
that part of a shareholder’s taxable yedbepartment have concluded that undekr2866. Therefore, a regulatory assess-
before April 1, 2000, a shareholder magxisting law the party entitled to purchasenent is not required. It is hereby certified
limit its taxable income attributable to thethe benefited stock under a prepaid fothat these regulations will not have a sig-
fast-pay arrangement. ward contract such as the one describetdficant economic impact on a substantial
In permitting shareholders to determin@bove is the owner of the benefited stockumber of small entities. This certifica-
their taxable income under the regulationfor federal income tax purposes. $v. tion is based on the understanding of the
by assuming that the financing instruRul. 82-150, 1982-2 C.B. 110 (concludiRS and Treasury Department that the
ments are debt for periods before April 1ing that the holder of a deep-in-thetotal number of fast-pay arrangements is
2000, the IRS and Treasury Departmemhoney option is the owner of the referfewer than 100, that the number of enti-
intend no implication regarding theence property). Finally, the regulationgies engaging in transactions affected by
proper characterization of the financingtate they are to be interpreted in a mathese regulations is not substantial and, of
instruments under general tax principleqier consistent with preventing the avoidthose entities, few or none are small enti-
Rather, the rule regarding the financingnce of tax. Mechanically applying theties within the meaning of the Regulatory
instruments is intended solely for the purregulations in a manner that does not pré-lexibility Act (5 U.S.C. chapter 6).
pose of giving shareholders the benefit ofent tax avoidance is clearly inconsistentherefore, a Regulatory Flexibility
the recharacterization described in Noticaith the purpose of the regulations andnalysis is not required. Pursuant to sec-
97-21 for periods before April 1, 2000. the Congressional mandate of sectiotion 7805(f) of the Internal Revenue
7701()). Code, the notice of proposed rulemaking
preceding these regulations was submit-
ted to the Chief Counsel for Advocacy of
{_he Small Business Administration for

Use of Derivatives to Avoid the
Regulations Fast-pay Arrangement Defined

One commentator recommended The proposed regulations define a fas e '
adding an explicit rule to prevent partiepay arrangement as any arrangement fifMments on its impact on small busi-
from using derivative contracts to create shich a corporation has outstanding foP®SS€s-
fast-pay ar.rangement that escapes eithany part of its taxable year two or MOryrafting Information
the regulations or the effect of the recharlasses of stock, at least one of which is
acterization rules. To illustrate this pointfast-pay stock. Some taxpayers assert The principal authors of these regula-
the commentator posited a simplifiedhat the regulations can be avoided by crétons are Jonathan Zelnik and Marshall
transaction in which a corporation issueating a fast-pay arrangement in which &eiring of the Office of the Assistant
fast-pay stock to one tax-exempt entitgorporation issues what is nominally &Chief Counsel (Financial Institutions &
and benefited stock to another tax-exemgingle class of shares, notwithstandin@roducts). However, other personnel
entity. The tax-exempt entity holding thehat some of the shares are subject to a feem the IRS and Treasury Department
benefited stock enters into a prepaid follated agreement. These taxpayers appgrarticipated in their development.
ward contract with a taxable personently rely on the formal meaning of *okok ok %

Under the prepaid forward contract, théclass” under state corporate law and ig- i

taxable person must buy the benefitedore the direction in the proposed regulg®doption of Amendments to the

stock in the future for an amount substartions to determine whether stock is fastkegulations

Fially below its expected value. Accord-p.ay stock based on all the facts and Accordingly, 26 CFR parts 1 and 602

ing to th_e commentator, upless the taxgbtarcumstances. are amended as follows:

person is treated as owning the benefited To remove any doubt that the regula-

stock, the parties have created a fast-papns cover fast-pay arrangements no maBART 1—INCOME TAXES

arrangement in which the recharacterizaer how contrived, the IRS and Treasury o

tion of the regulations fails to prevent taxDepartment have simplified the definition Paragraph 1. The authority citation for

avoidance. Without making a recommenef “fast-pay arrangement” in the final regPart 1 is amended by adding an entry in

dation, the commentator offered a numbaerlations. Under this definition, a fast-pay?Umerical order to read in part as follows:

of rules to correct this situation. (Thearrangement is any arrangement in which Authority: 26 U.S.C. 7805 ***

commentator did not discuss whether tha corporation has fast-pay stock outstand- S€ction 1.7701(1)-3 also issued under

benefited holder would be subject to théng for any part of its taxable year. Thet6 U.S.C. 7701_(I)' b )

“debt-financing” rules in section 514).  regulations illustrate this point with an ex- Par- 2. Section 1.1441-10, is added to
The IRS and Treasury Department havample. read as follows:
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§1.1441-10 Withholding agents with re- Example 1 REIT W issues shares of fast-paystock.
spect to fast-pay arrangements. (sltOCIljrfi?efc(j)r;ig?eisngic;/lifr‘g:ld?\}i g‘ezedsside;‘iz‘)tg?z:;(‘j?rfl A) Sale of benefited stock.

(a) In_general A c_orporatlon that is- of C are subject to a 30 percent Withpholding tax. _%) Tra_nsactlons other_than sales.
sues fast-pay stock in a fast-pay arranggzyes all shares of benefited stock to foreign indidV) Adjustment to basis for amounts ac-
ment described in 81.7701(I)-3(b)(1) is &iduals who are residents of Country D. D's incom&rued or paid in taxable years ending be-
withholding agent with respect to pay-tax convention with the United States reduces thfore February 27, 1997.
ments made on the fast-pay stock an‘d”riéi‘rj]tStSt:;e‘r"’gfl‘h7°7'gi1”(g tg(xc)ort‘h‘ii‘gi‘\’/ied”ednsd;o ;i d) Prohibition against affirmative use of
paym_ent_s deemed made under the rech%ﬁ-w to A are deemed 1o be pai’d by W to the bEne_echaracterlzat|on by taxpayers.
acterization rules of §1.7701(1)-3. EXcepfieq shareholders. W has reason to know that A ed€) Examples.
as provided in this paragraph (&) or ifered into the fast-pay arrangement with a principdif) Reporting requirement.
paragraph (b) of this section, the withpurpose of using the recharacterization rules of1) Filing requirements.
holding tax rules under section 1441 an-7701()-3(c) to reduce United States withholdingjy |n general.

ax. W must withhold at the 30 percent rate becau

section 1442 apply with respect to a fas{he amount of withholding that applies to the pays_(?i) Controlled foreign corporation.

pay a”angeme_m_ described Mhments determined under the form of the arrangemeq@i) Foreign pers_ona_l holding company.
§1.7701(I)-3(c)(1)(i) in accordance withis higher than the amount of withholding that applie§iv) Passive foreign investment company.

the recharacterization rules provided iro the payments determined under §1.7701(1)-3(c).(2) Statement.
§1.7701(1)-3(c). In all cases, notwith- Example 2 The facts are the same a&kample () Effective date.

. . . -1 of this paragraph (d) except that W does not knowy,
standing paragraph (b) of this section, |ir have reason to know, that A entered into tr%1) In general.

at any time the withholding agent knOV\_/So\rrangement with a principal purpose of using th&2) Election to limit taxable ?ncome attrib-

or has reason to know that the Commisecharacterization rules of §1.7701())-3(c) to reducdtable to a recharacterized fast-pay
sioner has exercised the discretion undéinited States withholding tax. Further, the Comarrangement for periods before April 1,
either §1.7701(|)—3(C)(1)(ii) to app|y themissioner has not exercised the discretion und‘?OOO.

: ; §1.7701(1)-3(d) to depart from the recharacterizaz.y , : .
recharacterization rules Of o rules of 81.7701()-3(c). Accordingly, W must() LIt

§1.7701(1)-3(c), or §1.7701()-3(d) to deyithnold tax at a 15 percent rate on the dividendéi) Adjustment and statement.

part from the recharacterization rules ofieemed paid to the benefited shareholders. (iii) Examples.

§1.7701(1)-3(c) for a taxpayer, the with- (e) Effective date This section applies (3) Rule to comply with this section.
holding agent must withhold on paymentso payments made (or deemed made) d#) Reporting requirements.

made (or deemed made) to that taxpayer after January 6, 1999. Par. 4. Section 1.7701()-3 is added to
in accordance with the characterization of Par. 3. Section 1.7701()-0 is added teead as follows:

the fast-pay arrangement imposed by thead as follows: §1.7701()-3 Recharacterizing financing
Commissioner under 81.7701(1)-3. §1.7701(1)-0 Table of contents. arrangements involving fast-pay stock.

(b) Exception. If at any time the with- ~ This section lists captions that appear (a) Purpose and scopeThis section is
holding agent knows or has reason tin 881.7701(1)-1 and 1.7701(1)-3: intended to prevent the avoidance of tax
know that any taxpayer entered into &1.7701()-1 Conduit financing arrange-by persons participating in fast-pay
fast-pay arrangement with a principal purments. arrangements (as defined in paragraph

pose of applying the recharacterizatiol1.7701(1)-3 Recharacterizing financing(b)(1) of this section) and should be inter-
rules of §1.7701(l)-3(c) to avoid taxarrangements involving fast-pay stock. preted in a manner consistent with this

under section 871(a) or section 881, thefa) Purpose and scope. purpose. This section applies to all fast-
for each payment made or deemed madp) Definitions. pay arrangements. Paragraph (c) of this
to such taxpayer under the arrangemer(tl) Fast-pay arrangement. section recharacterizes certain fast-pay
the withholding agent must withhold,(2) Fast-pay stock. arrangements to ensure the participants
under section 1441 or section 1442, th@) Defined. are taxed in a manner reflecting the eco-
higher of— (i) Determination. nomic substance of the arrangements.

(1) The amount of withholding that(3) Benefited stock. Paragraph (f) of this section imposes re-
would apply to such payment determinedc) Recharacterization of certain fast-payorting requirements on certain partici-
under the form of the arrangement; or  arrangements. pants.

(2) The amount of withholding that(1) Scope. (b) Definitions—(1) Fast-pay arrange-
would apply to deemed payments detef2) Recharacterization. ment A fast-pay arrangement is any
mined under the recharacterization rule§) Relationship between benefited sharearrangement in which a corporation has
of 81.7701()-3(c). holders and fast-pay shareholders. fast-pay stock outstanding for any part of

(c) Liability. Any person required to (ii) Relationship between benefited shareits taxable year.
deduct and withhold tax under this sectioholders and corporation. (2) Fast-pay stock-(i) Defined Stock
is made liable for that tax by section(iii) Relationship between fast-pay shareis fast-pay stock if it is structured so that
1461, and is also liable for applicablenolders and corporation. dividends (as defined in section 316) paid
penalties and interest for failing to com{3) Other rules. by the corporation with respect to the
ply with section 1461. (i) Character of the financing instrumentsstock are economically (in whole or in

(d) Examples The following examples (ii) Multiple types of benefited stock. part) a return of the holder’s investment
illustrate the rules of this section: (iii) Transactions affecting benefited(as opposed to only a return on the
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holder’s investment). Unless clearlydiscretion, and a determination under thistance of the fast-pay arrangement.
demonstrated otherwise, stock is preparagraph (c)(1)(ii) applies to all parties (iii) Transactions affecting benefited
sumed to be fast-pay stock if— to the fast-pay arrangement, includingtock—(A) Sale of benefited stockf one
(A) It is structured to have a dividendtransferees. person sells benefited stock to another—
rate that is reasonably expected to decline (2) Recharacterization A fast-pay (1) In addition to any consideration ac-
(as opposed to a dividend rate that is rearrangement described in paragraph (c)(idally paid and received for the benefited
sonably expected to fluctuate or remainf this section is recharacterized as astock, the buyer is deemed to pay and the
constant); or arrangement directly between the beneseller is deemed to receive the amount
(B) It is issued for an amount that exfited shareholders and the fast-pay shareecessary to terminate the seller’s posi-
ceeds (by more than a de minimidolders. The inception and resulting relaton in the financing instruments at fair
amount, as determined under the princtionships of the recharacterizednarket value; and
ples of §1.1273-1(d)) the amount aarrangement are deemed to be as follows: (2) The buyer is deemed to issue fi-
which the holder can be compelled to dis- (i) Relationship between benefitechancing instruments to the fast-pay share-
pose of the stock. shareholders and fast-pay shareholderdholders in exchange for the amount neces-
(i) Determination The determination The benefited shareholders issue financigbry to terminate the seller’s position in
of whether stock is fast-pay stock is baseidistruments (the financing instruments}he financing instruments.
on all the facts and circumstances, includiirectly to the fast-pay shareholders in ex- (B) Transactions other than saleg&x-
ing any related agreements such as ophange for cash equal to the fair marketept for transactions subject to paragraph
tions or forward contracts. A relatedvalue of the fast-pay stock at the time ofc)(3)(iii)(A) of this section, in the case of
agreement includes any direct or indiredssuance (taking into account any relatedny transaction affecting benefited stock,
agreement or understanding, oral or writagreements). The financing instrumentthe parties to the transaction must make
ten, between the holder of the stock anldave the same terms (other than issuer) appropriate adjustments to properly take
the issuing corporation, or between théhe fast-pay stock. Thus, for example, thito account the fast-pay arrangement as
holder of the stock and one or more othdiming and amount of the payments madeharacterized under paragraph (c)(2) of
shareholders in the corporation. To detewith respect to the financing instrumentshis section.
mine if it is fast-pay stock, stock is examalways match the timing and amount of (iv) Adjustment to basis for amounts
ined when issued, and, for stock that ithe distributions made with respect to thaccrued or paid in taxable years ending
not fast-pay stock when issued, whefast-pay stock. before February 27, 1997In the case of
there is a significant modification in the (ii) Relationship between benefited fast-pay arrangement involving amounts
terms of the stock or the related agreeshareholders and corporationThe bene- accrued or paid in taxable years ending
ments or a significant change in the reldited shareholders contribute to the corpdiefore February 27, 1997, and recharac-
vant facts and circumstances. Stock is noation the cash they receive for issuing thierized under this paragraph (c), a bene-
fast-pay stock solely because a redempinancing instruments. Distributionsfited shareholder must decrease its basis
tion is treated as a dividend as a result ohade with respect to the fast-pay stockn any benefited stock (as determined
section 302(d) unless there is a principare distributions made by the corporatiomnder paragraph (c)(2)(ii) of this section)
purpose of achieving the same economigith respect to the benefited shareholdsy the amount (if any) that—
and tax effect as a fast-pay arrangementers’ benefited stock. (A) Its income attributable to the bene-
(3) Benefited stock With respect to  (iii) Relationship between fast-payfited stock (reduced by deductions attrib-
any fast-pay stock, all other stock in theshareholders and corporationFor pur- utable to the financing instruments) for
corporation (including other fast-payposes of determining the relationship betaxable years ending before February 27,
stock having any significantly differenttween the fast-pay shareholders and tHe997, computed by recharacterizing the
characteristics) is benefited stock. corporation, the fast-pay stock is ignoredast-pay arrangement under this para-
(c) Recharacterization of certain fast-The corporation is the paying agent of thgraph (c) and by treating the financing in-
pay arrangements- (1) Scope This benefited shareholders with respect to th&ruments as debt; exceeds
paragraph (c) applies to any fast-pafinancing instruments. (B) Its income attributable to such
arrangement— (3) Other rules—(i) Character of the fi- stock for taxable years ending before Feb-
(i) In which the corporation that hasnancing instruments The character of a ruary 27, 1997, computed without apply-
outstanding fast-pay stock is a regulatefinancing instrument (for example, stocking the rules of this paragraph (c).
investment company (RIC) (as defined iror debt) is determined under general tax (d) Prohibition against affirmative use
section 851) or a real estate investmemtrinciples and depends on all the facts amaf recharacterization by taxpayers tax-
trust (REIT) (as defined in section 856)circumstances. payer may not use the rules of paragraph
or (ii) Multiple types of benefited stock (c) of this section if a principal purpose
(i) If the Commissioner determinesany benefited stock has any significantlyor using such rules is the avoidance of
that a principal purpose for the structuréifferent characteristics from any otherany tax imposed by the Internal Revenue
of the fast-pay arrangement is the avoidbenefited stock, the recharacterizatio@ode. Thus, with respect to such tax-
ance of any tax imposed by the Internalules of this paragraph (c) apply amongayer, the Commissioner may depart from
Revenue Code. Application of this parathe different types of benefited stock aghe rules of this section and recharacterize
graph (c)(1)(ii) is at the Commissioner'sappropriate to match the economic sulffor all purposes of the Internal Revenue
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Code) the fast-pay arrangement in accowith a principal purpose of achieving the same ecaamount actually received, plus $747, the amount
dance with its form or its economic suphomic and tax effect as a fast-pay arrangementecessary to terminate the seller’s position in the fi-
. . hus, N'’s stock is fast-pay stock, M’s stock is benenancing instruments at fair market value). The
stange. For example, if .a forelgn perso ited stock, and the parties have entered into a fagteller’s gain on the sale of the common stock is $47
acquires fast-pay stock in a REIT and gay arrangement. Because L is neither a RIC nor(82,047, the amount realized, minus $2,000, the
principal purpose for acquiring such StoclREIT, whether this fast-pay arrangement is rechaseller's basis in the common stock). The seller has
is to reduce United States Withholdingalcterized under paragraph (c) of this section depends income or deduction with respect to terminating
taxes by applying the rules of paragrapH” whether the E:ommigsione_r determines‘, u_ndéus p9sition in the financing instruments.
(c) of this section, the Commissioner ma};)aragraph (c)(1)(ii) of this section, that a principal (iii) Buyer’s treatment on purchas&Jnder para-

! . . _“purpose for the structure of the fast-pay arrangemegtaph (c)(3)(iii)(A) of this section, the buyer’s basis
for purposes of determining the foreigrs the avoidance of any tax imposed by the Internah the share of D Stock is $2,047 ($1,300, the
person’s United States tax consequence&gvenue Code. amount actually paid, plus $747, the amount needed
(including Withholding tax), depart from Example 4. Recharacterization illustratedi) to terminate the seller’s position in the financing in-
the rules of paragraph (C) of this sectioﬁaC‘Sk Ondfolrgnoatic;]n, REI'I'fYDis;ueskl]E)O sgfr(()egoof ?t;?g)ﬁ(gr;t(sé)at ffair:_ markgt vallie).| Under pqrﬁgrﬁph

. . _Stock an shares o tock for $1, peic iii of this section, simultaneous with the
and treat the _forelgn person as h0|d|n§nare. By its terms, a share of D Stock is reasonaldgle, the buyer is treated as issuing financing instru-
fast-pay stock in the REIT. expected to pay a $110 dividend in years 1 througments to the fast-pay shareholders in exchange for

(e) Examples The following examples 10 and a $30 dividend each year thereafter. In yea$347, the amount necessary to terminate the seller’s
illustrate the rules of paragraph (c) of thig through 10, persons holding a majority of the Dposition in the financing instruments at fair market
section: Stock must consent before Y may take any actiomalue.

Example 1. Decline in dividend ratei) Facts that would result in Y liquidating or dissolving, Example 6. Fast-pay arrangement involving
Corporation X issues 100 shares of A Stock and 1d@erging or consolidating, losing its REIT status, ommounts accrued or paid in a taxable year ending
shares of B Stock for $1,000 per share. By its term§?"ing substantially‘all of its assets. Thereafter, Yefore February 27, 1997 (i) Facts Yis a_calen—

a share of B Stock is reasonably expected to pay™8Y take these actions WIthOL,it conseni so long aw&r year taxpaygr. In June 1996, Y acquires shares
$110 dividend in years 1 through 10 and a $30 divit-he D Stock shareholders receive $400 in exchan@é REIT T benefited stock for $15,000. In Decem-
dend each year thereafter. If X liquidates, the holgdpr their D Stock. ber 1996, Y receives dividends of $100. Under the
of a share of B Stock is entitled to a preference equal (i) Analysis When issued, the D Stock has arecharacterization rules of paragraph (c)(2) of this
to the share’s issue price. Otherwise, the B Stoéwvidend rate that is reasonably expected to declireection, Y’s 1996 income attributable to the bene-
drom an annual rate of 11 percent of its issue price fited stock is $1,200, Y’s 1996 deduction attribut-
holder’s option. an annual rate of 3 percent of its issue price. In addible to the financing instruments is $500, and Y’s

(i) Analysis When issued, the B Stock has ation, the $1,000 issue price of a share of D Stock edasis in the benefited stock is $25,000.
dividend rate that is reasonably expected to declirfeeeds the price at which the shareholder can be com-(ii) Analysis Under paragraph (c)(3)(iv) of this
from an annual rate of 11 percent of its issue price felled to dispose of the stock ($400). Thus, the Bection, Y's basis in the benefited stock is reduced
c%tock is fast-pay stock, and the C Stock is benefitday $600. This is the amount by which Y’s 1996 in-
stock. Because Y is a REIT, the fast-pay arrangeome from the fast-pay arrangement as recharacter-
ment is recharacterized under paragraph (c) of thiged under this section ($1,200 of income attribut-

cannot be redeemed at either X’s or the shar

an annual rate of 3 percent of its issue price. Sin
the B Stock is structured to have a declining divi
dend rate, the B Stock is fast-pay stock, and the

Stock is benefited stock. section. able to the benefited stock less $500 of deductions
Example 2. Issued at a premiun(i) Facts The (iii) Recharacterization The fast-pay arrange- attributable to the financing instruments), exceeds
facts are the same asHxample Iof this paragraph ment is recharacterized as follows: Y’s 1996 income from the fast-pay arrangement as

(e) except that a share of B Stock is reasonably ex- (A) Under paragraph (c)(2)(i) of this section, thenot recharacterized under this section ($100 of in-
pected to pay an annual $110 dividend as long asG Stock shareholders are treated as issuing financiogme attributable to the benefited stock). Thus, in
is outstanding, and Corporation X has the right to rdnstruments to the D Stock shareholders in exchang®97 when the fast-pay arrangement is recharacter-

deem the B Stock for $400 a share at the end of yefglr $100,000 ($1,000, the fair market value of eaclzed, Y’s basis in the benefited stock is $24,400.
10. share of D Stock, multiplied by 100, the number of (f) Reporting requiremen{—(l) Filing
(i) Analysis The B Stock is structured so thatSh"’E;Sl)J- . b ()i of this section, h requirements—(i) In general A corpora-
the issue price of the B Stock ($1,000) exceeds (b nder paragraph (c)(2)UIf) or this section, the,, . i
more thanpa de minimis amourft) the p)rice at Whi(c Stock shareholders are treated as contributintg!iOn that has fast-pay stock outstanding at

the holder can be compelled to dispose of the stod¢00:000 to Y (the $100,000 received for the financaNy time during the taxable year must at-

($400). Thus, the B Stock is fast-pay stock, and tH89 instruments, plus the $100,000 actually paid fotach the statement described in paragraph
A Stock is benefited stock. the C Stock) in exchange for the C Stock. (f)(2) of this section to its federal income

Example 3. Planned section 302(d) (C) Under paragraph (c)(2)(i) of this section,tay yetyrn for such taxable year. This

redemptions—(i) Facts Corporation L, a subchap- each distribution with respect to the D Stock is .
ter C Eorpora(lt)ion issues pzzo shares of Compmotﬁeated as a distribution with respect to the C Stockparagraph (f)(l)(l) does not apply to a

stock for $1,000 per share. No other stock is autho- (P) Under paragraph (c)(2)(iii) of this Se?tion’corpc?.rat.i.c.m de.scribeq in pgragraphs
rized, but L can issue warrants entitling the holder 1€ C Stock shareholders are treated as making pd)(1)(ii), (iii), or (iv) of this section.

acquire L common stock for $3,000 per share unt[l€Nts with respect to the financing instruments, and (ji) Controlled foreign corporation In
such time as L adopts a plan of liquidation. L can’ 1S treated as the paying agent of the financing inhe case of a controlled foreign corpora-
adopt a plan of liquidation if approved by 90 percengtruments for the C Stock shareholders. tion (CFC), as defined in section 957, that

; , ; Example 5. Transfer of benefited stock illus-
of its shareholders. Half of L's stock is purchased b - ) has f K . -
. o . d i - nain ny im
Corporation M, and half by Organization N, Wh|ch¥rate () Facts The facts are the same a as fast-pay stock outstanding at any time

is tax exempt. At the time of purchase, M and NiTPle 4of this paragraph (e). Near the end of yeadluring its taxable year (during which time
agree that for a period of ten years L will annually>> & Person holding one share of C Stock sells it fat was a CFC), each controlling United
redeem (and N will tender) ten shares of stock in ext1-300- The buyer is unrelated to REIT Y or to an\giates shareholder (within the meaning of

change for $12,100 and ten warrants. It is antic the D Stock shareholders. At the time of the sa§1.964_1(c)(5)) must attach the statement

ated that, under sections 302 and 301, the annJif @mount needed to terminate the seller’s positi ; ; :
P in the financing instruments at fair market value i§lescribed in paragraph (f)(2) of this sec-

ayment to N will be a distribution of property that'" .
!Zaydividend_ propery $747 tion to the shareholder’'s Form 5471 for

(i) Analysis Considering all the facts and cir- (i) Benefited shareholder’s treatment on salethe CFC’s taxable year. The provisions of

cumstances, including the agreement between Mnder' paragraph (c)(3)(iii)(A) of this section, thegaction 6038 and the regulations under
and N, L's redemption of N's stock is undertakers€!I€r's amount realized is $2,047 ($1,300, the
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section 6038 apply to any statement rehis section (relating to reporting require-amortize bond premium.
quired by this paragraph (f)(1)(ii). ments), this section applies to taxable (B) Foryears 1through 5, the fast-pay stock has
(ili) Foreign personal holding com-years ending after February 26, 1997, annual dividend rate of $17 per share ($17,000
. . . for all fast-pay stock); in later years, the fast-pay
pany In the case of a foreign personalhus, all amounts accrued or paid duringck has an annual dividend rate of $1 per share
holding company (FPHC), as defined irthe first taxable year ending after Februga1,000 for all fast-pay stock). At the end of year 5,
section 552, that has fast-pay stock ougry 26, 1997, are subject to this section. and thereafter, a share of fast-pay stock can be ac-
standing at any time during its taxable (2) Election to limit taxable income at-uired by Y in exchange for $50 ($50,000 for all
year (during which time it was a FPHC){ributable to a recharacterized fast-pay/ @St P Stock). . . . .

. .. . . . (C) On the day Y is formed, it acquires a five-
each United States citizen or resident wharrangement for periods before April 1, car mortgage note (the note) issued by an unrelated
is an officer, director, or 10-percent share2000—(i) Limit. For periods before April third party for $200,000. The note provides for an-
holder (within the meaning of sectionl, 2000, provided the shareholder rechanual interest payments on December 31 of $18,000
6035(e)(1)) of such FPHC must attach thacterizes the fast-pay arrangement consig-coupon interest rate of 9.00 percent, compounded
statement described in paragraph (f)(2) géntly for all such periods, a shareholdef""ua!). and one payment of principal at the end of

. . . L. . . years. The note can be prepaid, in whole or in
this section to his or her Form 5471 fomay limit its taxable income attributablept, at any time.
the FPHC'’s taxable year. The provision$o a fast-pay arrangement recharacterized (i) Recharacterization under Notice 97—2{A)
of sections 6035 and 6679 and the regulander paragraph (c) of this section to th general One way to recharacterize the fast-pay
tions under sections 6035 and 6679 apptaxable income that results if the fast-pagfrangement under Notice 97-21 is to treat the fast-
to any statement required by this paraarrangement is recharacterized under gl sharenolders and the benefited shareholders as if
y jointly purchased the note from the issuer with
graph (f)(2)(iii). ther— the understanding that over the five-year term of the
(iv) Passive foreign investment com- (A) Notice 97-21, 1997-1 C.B. 407,note the benefited shareholders would use their
pany. In the case of a passive foreign insee §601.601(d)(2) of this chapter; or  share of the interest to buy (on a dollar-for-dollar
vestment company (PFIC), as defined in (B) Paragraph (c) of this section, comPasis) the fast-pay shareholders’ portion of the note.
section 1297, that has fast-pay stock ouputed by assuming the financing instrugglz ;i?gg;?ystgi;iﬁflﬁ‘ifming ntg:rfﬁlzttﬁ:ygfjrle'
standing at any time during its taxablenents are debt. can then be calculated after determining their initial
year (during which time it was a PFIC), (i) Adjustment and statemer  portions of the note and whether those initial por-
each shareholder that has elected (undehmareholder that limits its taxable incomdons are purchased at a discount or premium.
section 1295) to treat the PFIC as a qualie the amount determined under para- (B) Determining initial portions of the debt in-
fied electing fund and knows or has reagraph (g)(2)(i)(A) of this section must in-fsiiggnsir:r eThr;Td];arzt'-i?\?i/alsEﬁ:ﬁgr?lsdsﬁhin:oizec:r? Tg
son to know that the PFIC has outstandingude as an adjustment to taxable iNCOM&termined by comparing the present values of their
fast-pay stock must attach the statemeiite excess, if any, of the amount detekxpected cash flows. As a group, the fast-pay share-
described in paragraph (f)(2) of this secmined under paragraph (g)(2)(i)(B) of thigholders expect to receive cash flows of $135,000
tion to the shareholder’'s Form 8621 fosection, over the amount determineéfi"etar}”;sac')F(’)"é)(’)megts of $17,0(:g, F:)'“S "’]‘(_tﬁr:ja' pay.
the PFIC’s_ taxable year. Each shara:_lnder pa_lragrz_iph (@))()(A) of th?s sec-hmcﬁgefs exp’ect t)6 reigvggoclgh f?owinsflglsss,g(r)%
holder owning 10 percent or more of theion. This adjustment to taxable inCOM&fye annual payments of $1,000, plus a final pay-
shares of the PFIC (by vote or value) isnust be made in the shareholder’s firshent of $150,000). Using a discount rate equal to
presumed to know that the PFIC has igaxable year that includes April 1, 2000the yield to maturity (as determined under
sued fast-pay stock. The provisions oA shareholder to which this paragrapt$!-1272-1(b)(1)(1) of the mortgage note (9.00 per-
sections 1295(a)(2) and 1298(f) and théy)(2)(ii) applies must include a statement%een;é;?gzosuhrgzgo?;:é?gﬁhtfrl‘:wzrie:;g; \éazgjear?;
regulations under those sections (includn its books and records identifying eachhe present value of the benefited shareholders’ cash
ing 81.1295-1T(f)(2)) apply to any statefast-pay arrangement for which an adjustows is $101,380. Thus, the fast-pay shareholders
ment required by this paragraph (f)(1)(iv)ment must be made and providing théitially acquire 49 percent of the note at a $1,380
(2) Statement The statement requiredamount of the adjustment for each sucpfemium (that s, they paid $100,000 for $98,620 of
under this paragraph (f) must say, “Thidast-pay arrangement. 5,1?;&61;;2:::: thﬁﬁrclﬁe o?etﬂzﬁ;i(tjesgf ;e;ilggos
fast-pay stock disclosure statement is re- (i) Examples The following exam- giscount (that is, they paid $100,000 for $101,380 of
quired by 81.7701(1)-3(f) of the incomeples illustrate the rules of this paragraphbrincipal in the note). Under section 171, the fast-
tax regulations.” The statement must als(g)(2). For purposes of these examplesgay shareholders’ premium is amortizable based on
identify the corporation that has outstandassume that a shareholder may limit it§eir yield in their initial portion of the note (8.574
ing fast-pay stock and must contain theaxable income under this paragrapfe/cent compounded annually). The benefited
! . . shareholders’ discount accrues based on the yield in
dated 0'[?] WthICh thef IE‘St;pa%’ StOth WES 'Sgrt'%)o(g) for periods before January 1ejr initial portion of the note (9.353 percent, com-
sueaq, the terms of the Tast-pay stock, a . ounded annually).
(to the extent the filing persor): knows or Example 1. Fast-pay arrangement feChafaCtef-p (C) Taxable izz:ome under Notice 97-2{1)
has reason to know such information) thied under Notice 97-21; REIT holds third-partyFast-pay shareholders Under Notice 97-21, the
debt—(i) Facts (A) REIT Y is formed on January fast-pay shareholders compute their taxable income

names and taxpayer identification NUM7 1997, at which time it issues 1,000 shares of fassttributable to the fast-pay arrangement for periods

_bers of the shareholders O_f any stock Fh%ﬁy stock and 1,000 shares of benefited stock fayefore January 1, 2000, by subtracting the amortiz-
is not traded on an established securitigg00 per share. Y and all of its shareholders atble premium from the accrued interest on the fast-
market (as described in §1.7704—1(b)). U.S. persons and have calendar taxable years. Adhy shareholders’ portion of the note. For purposes

(g) Effective date-(1) In general Ex- shareholders of Y have elected to accrue market disf paragraph (g)(2)(i)(A) of this section, the fast-pay

. . ount based on a constant interest rate, to include tbeareholders’ taxable income as a group is as fol-
cept as provided in paragraph (g)(4) C'&narket discount in income as it accrues, and tlows:
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Interest Amortizable Taxable

Taxable Period Income Premium Income
1/1/97 - 12/31/97 $ 8,876 ($302) $8,574
1/1/98 - 12/31/98 $ 8,145 ($293) $ 7,852
1/1/99 - 12/31/99 _$7.348 281 $ 7,067
$24,369 ($876) $23,493

(2) Benefited shareholdersUnder Notice arrangement for periods before January 1, 2000pte. For purposes of paragraph (9)(2)(i)(A) of
97-21, the benefited shareholders compute thelity adding the accrued discount to the accrued ithis section, the benefited shareholders’ taxable in-
taxable income attributable to the fast-payerest on the benefited shareholders’ portion of theome as a group is as follows:

Interest Accrued Taxable
Taxable Period Income Discount Income
1/1/97 - 12/31/97 $9,124 $229 $9,353
1/1/98 - 12/31/98 $ 9,855 $251 $10,106
1/1/99 - 12/31/99 $10.652 $274 $10,926
$29,631 $754 $30,385
(iii) Taxable income under the recharacteriza- Taxable (B) Benefited shareholdersUnder paragraphs (c)

and (g)(2)(i)(B) of this section, the benefited share-

tion of this section-(A) Fast-pay shareholders Taxable Period
Under paragraphs (c) and (g)(2)(i)(B) of this sec-

tion, the fast-pay shareholders’ taxable incomd/1/97 - 12/31/97
attributable to the fast-pay arrangement for perii/1/98 - 12/31/98
ods before January 1, 2000, is the interest

deemed paid on the financing instruments. Fo?’/ll99 - 12/31/99
purposes of paragraph (g)(2)(i)(B) of this section,

the fast-pay shareholders’ taxable income as a

group is as follows:

Income . . :
holders compute their taxable income attributable to

$8,574 the fast-pay arrangement for periods before January
$7,852 1, 2000, by subtracting the interest deemed paid on
the financing instruments from the dividends actu-
—$7.067 ally and deemed paid on the benefited stock. For
$23,493 purposes of paragraph (g)(2)(i)(B) of this section,
the benefited shareholders’ taxable income as a
group is as follows:

Dividends Interest Paid
Paid On On Financing Taxable
Taxable Period Benefited Stock Instruments Income
1/1/97 - 12/31/97 $18,000 ($8,574) $9,426
1/1/98 - 12/31/98 $18,000 ($7,852) $10,148
1/1/99 - 12/31/99 $18.000 ($7,067) $10,933
$54,000 ($23,493) $30,507

(iv) Limit on taxable income under paragraphgraph (g)(2)(ii) of this sectian Under paragraph (A) Fast-pay shareholdersConsistent with this
(9)(2)(i) of this sectior-(A) Fast-pay sharehold- (g)(2)(ii) of this section, any benefited shareholderecharacterization, Z is treated as issuing a debt in-
ers For periods before January 1, 2000, the fasthat limited its taxable income to the amount deterstrument to the fast-pay shareholders for $100,000.
pay shareholders have the same taxable incomn&ned under paragraph (g)(2)(i)(A) of this sectioriThe debt instrument provides for five annual pay-
under the recharacterization of Notice 97—21 andhust include as an adjustment to taxable incomments of $17,000 and an additional payment of
paragraph (g)(2)(i)(A) of this section ($23,493) aghe excess, if any, of the amount determined und&50,000 in year five. Thus, the debt instrument’s
they have under the recharacterization of pargaragraph (g)(2)(i)(B) of this section, over theyield to maturity is 8.574 percent per annum, com-
graphs (c) and (g)(2)(i)(B) of this sectionamount determined under paragraph (g)(2)(i)(A) opounded annually.

($23,493). Thus, under paragraph (g)(2)(i) of thishis section. If all benefited shareholders limited (B) Benefited shareholders. Z

section, the fast-pay shareholders may limit theitheir taxable income to the amount determineds also treated as issuing a debt instrument to the
taxable income attributable to the fast-pay arrangemder paragraph (g)(2)(i)(A) of this section, then asther benefited shareholders for $20,000 (200
ment for periods before January 1, 2000, t@a group their adjustment to income is $12Xhares multiplied by $100, or 20 percent of the
$23,493 (as a group). ($30,507, minus $30,385). Each shareholder mu$t00,000 paid to Y by the benefited shareholders

(B) Benefited shareholdersFor periods before include its adjustment in income for the taxables a group). This debt instrument provides for five
January 1, 2000, the benefited shareholders hayear that includes January 1, 2000. annual payments of $200 and an additional pay-
taxable income attributable to the fast-pay arrange- Example 2. REIT holds debt issued by a benenent of $30,000 in year five. The debt instru-
ment of $30,385 under the recharacterization dited shareholder-(i) Facts The facts are the ment’s yield to maturity is 9.304 percent per
Notice 97-21 and paragraph (g)(2)(i)(A) of thissame as ifeExample 1of this paragraph (g)(2) ex- annum, compounded annually.
section, and taxable income of $30,507 under theept that corporation Z holds 800 shares (80 per- (C) Issuer’s interest expense under Notice
recharacterization of paragraphs (c) anaent) of the benefited stock, and Z, instead of 87-21 Under Notice 97-21, Z’s interest expense
(9)(2)(1)(B) of this section. Thus, under paragraphhird party, issues the mortgage note acquired by “éttributable to the fast-pay arrangement for periods
(9)(2)(i) of this section, the benefited shareholders (ii) Recharacterization under Notice 97=21 before January 1, 2000, equals the interest accrued
may limit their taxable income attributable to theBecause Y holds a debt instrument issued by Z, tten the debt instrument held by the fast-pay share-
fast-pay arrangement for periods before January figst-pay arrangement is recharacterized under Nbolders, plus the interest accrued on the debt in-
2000, to either $30,385 (as a group) or $30,507 (ake 97-21 as an arrangement in which Z issuestrument held by the benefited shareholders other

a group). one or more instruments directly to the fast-payhan Z. For purposes of paragraph (g)(2)(i)(A) of
(v) Adjustment to taxable income under parashareholders and the other benefited shareholdershis section, Z's interest expense is as follows:
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Accrued Accrued

Interest Interest Total
Fast-pay Other Benefited Interest
Taxable Period Shareholders Shareholders Expense
1/1/97 - 12/31/97 ($8,574) ($1,861) ($10,435)
1/1/98 - 12/31/98 ($7,852) ($2,015) ($9,867)
1/1/99 - 12/31/99 ($7.067) ($2,184) ($9.251)
($23,493) ($6,060) ($29,553)

(iii) Recharacterization under this section equals Z's share of the dividends actually anéhterest accrued on the financing instruments
Under paragraphs (c) and (g)(2)(i)(B) of this sectiondeemed paid on the benefited stock (80 percent deemed to have been issued by Z. For purposes of
Z's taxable income attributable to the fast-paythe outstanding benefited stock), reduced by the suparagraph (g)(2)(i)(B) of this section, Z's taxable in-
arrangement for periods before January 1, 2000f the interest accrued on the note held by Y and treome is as follows:

Accrued Accrued

Dividends Interest Interest

Benefited On Debt Financing Taxable
Taxable Period Stock Held By Y Instruments Expense
1/1/97 - 12/31/97 $14,400 ($18,000) ($ 6,859) ($10,459)
1/1/98 - 12/31/98 $14,400 ($18,000) ($6,281) ($9,881)
1/1/99 - 12/31/99 $14,400 ($18.000) ($5.654) ($9,254)

$43,200 ($54,000) ($18,794) ($29,594)

(iv) Limit on taxable income under this paragraphsuch taxable years is considered to ha@02.101 OMB Control numbers
(9)(2). For periods before January 1, 2000, Z has @omplied with this section and limited itS« * % * x
taxable loss attributable to the fast-pay arrangementphxable income under paragraph
$29,553 under the recharacterization of Notice 97-20g)(2)(i)(A) of this section.

and paragraph (9)(2)()(A) of this section, and a tax-~ (4) Reporting requirements The re-  (0) ***

able loss of $29,594 under the recharacterization gorting requirements of paragraph (f) of

paragraphs (c) and (g)(2)(i)(B) of this section. Thusghis section apply to taxable years (of the Robert E. Wer]zel,

under paragraph (g)(2)(i) of this section, Z may repoperson required to file the statement) end- Deputy Commissioner

a taxable loss attributable to the fast-pay arrangemq‘rmg after January 10, 2000. of Internal Revenue.

for periods before January 1, 2000, of either $29,553

or $29,594. Under paragraph (9)(2)(ii), Z has no apART 602—OMB CONTROL Approved January 7, 2000.

justment to its taxable income for its taxable year th?{IUMBERS UNDER THE

includes January 1, 2000. PAPERWORK REDUCTION ACT Jonathan Talisman,
(3) Rule to comply with this sectioffo o Acting Assistant Secretary

comply with this section for each taxable Par. 5. The authority citation for part of the Treasury.

year in which it failed to do so, a taxpaye602 continues to read as follows:

should file an amended return. For tax- Authority: 26 U.S.C. 7805. (Filed by the Office of the Federal Register on Janu-

able years ending before January 10, . . ary 7, 2000, 8:45 a.m., and published in the issue of
2000, a taxpayer that has complied with Par 6. Section 602.101(b) is amendegl; regeral Register for January 10, 2000, 65 F.R.
Notice 97-21, 1997-1 C.B. 407 (sedy adding an entry in numerical order tasio)
§601.601(d)(2) of this chapter), for allthe table to read as follows:

CFR patrt or section where Current OMB
identified and described control No.
49.4251-A(d)(2) . . e ————— 1545-1628
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Part Ill. Administrative, Procedural, and Miscellaneous

Application Procedures for ment provided in this revenue procedurevithholding agreement with a foreign

Qualified Intermediary Status to a foreign partnership acting on behalperson, that foreign person becomes a QI.
Under Section 1441: Final of its partners in appropriate circum-A QI is a withholding agent under chapter
Qualified Intermediary stances. A person that is not within th& of the Code and a payor under chapter

scope of this revenue procedure may se@d and section 3406 of the Code for
QI status by contacting the Office of theamounts that it pays to its account hold-
Assistant Commissioner (International) aers. Except as otherwise provided in the
the address or telephone number in Sedgreement, a QI's obligations with re-

Withholding Agreement

Rev. Proc. 2000-12 tion 3.01 of this revenue procedure. spect to amounts it pays to account hold-
ers are governed by chapter 3, chapter 61,
SECTION 2. BACKGROUND and section 3406 of the Code and the reg-

SECTION 1. PURPOSE AND SCOPE ulations thereunder. A QI shall act in its

_ .01 Withholding and reporting on pay- . )
.01 Purpose This revenue procedurements to foreign persondJnder sections fnaepna'lncgzl a?O? t(r?(l)speur;cuc?)r:}nft(s) ':EE g?f:s
provides guidance for entering into a441 and 1442 of the Internal Revenue . Y ;
lified i di ithholdi With a withholding agent that the QI has
quaine mterr_ne lary (QI) withholding Code (Code), a person that makes a paéf'esignated as accounts for which it acts as
agre.ement with the Internal Revenugnent of U.S. source interest, dividendsa Ql. AQl is not required to act as a QI
Service (IRS) under §1.1441-1(e)(5) ofoyalties, and certain other types of in;_ < 9

; ; : ; for all accounts that it has with a with-
the income tax regulatiorts.Section 3 come to a foreign person must generall

of this revenue procedure provides thgeduct and withhold 30 percent from thepz{mdmg agent. However, if QI designates

L . i . an account as one for which it will act as a
application procedures for becoming gayment. A lower rate of withholding

Ql and Section 4 provides the final qualmay app|y under the Code (e_g_7 SeCtiOQI' It must act as a QI for all payments

ified intermediary withholding agree-1443), the regulations, or an income raf1ade o that account.

ment (“QI withholding agreement”). treaty. Generally, a payor of these typeSECTION 3. APPLICATION FOR QI
The objective of the QI withholding of income must also report the payments TATUS
agreement is to simplify withholding on Forms 1042-S. See §1.1461-1(c).
and reporting obligations for payments ynder sections 6041, 6042, 6045, 6049, -01 Where to Apply To apply for QI
of income (including interest, dividends,gnd 6050N of the Code (the Form 1099 reitatus, an eligible person must submit the
royalties, and gross proceeds) made igting provisions), payors of interest, divinformation required by this Section 3 to:
an account holder through one or MOrRyends, royalties, gross proceeds from the Assistant Commissioner (International)
foreign intermediaries. sales of securities, and other fixed or deter- Foreign Payments Division

.02 Scope This revenue procedure apminable income must report payments on OP:IN:I:FP
plies to persons described in §1.1441g0rm 1099 unless an exception applies. If 950 LEnfant Plaza South, SW
1(e)(5)(i)(A) and (B)-foreign financial 3 payment is reportable on Form 1099, a Washington, DC 20024
institutions, foreign clearing organiza-payor must generally obtain a Form W-9 Telephone: (202) 874-1800
tions, and foreign branches of U.S. finanfom the payee. If the payor does not re- Fax: (202) 874-1797
cial institutions and U.S. clearing organicejyve the Form W-9, it must generally .02 Contents of the ApplicationA
zations. The principles of this agreemeniackup withhold at a 31 percent rate undgrospective QI must submit an applica-
may, however, be used to conclude Qdection 3406 of the Code and report théon to become a QI. The application
withholding agreements with foreign corpayment on Form 1099. An exception tanust establish to the satisfaction of the
porations described IN the Form 1099 reporting provisions applie$RS that the applicant has adequate re-
§1.1441-1(e)(5)(ii)(C) seeking to becomss the payee is a foreign person. A payosources and procedures to comply with
a Ql to present claims of benefits under agan treat a person as foreign if the paydghe terms of the QI withholding agree-
income tax treaty on behalf of shareholdsan reliably associate the payment witment. An application must include the in-
ers and to other persons that the IRS majycumentation that establishes that the pdiormation specified in this section 3.02,
accept to be qualified intermediaries agon s the beneficial owner of the incomand any additional information and docu-
authorized under §1.1441-1(e)(S)(ii)(D)or a foreign payee. See §§1.6041-4(ajpentation requested by the IRS:
This revenue procedure does not apply ¥,6042-3(b)(1)(iii); 1.6045-1(g)(1)(i); (1) A statement that the applicant is an
a foreign partnership seeking to qualify ag 6049-5(b)(12); and 1.6050N—1(c)(1)(i)eligible person and that it requests to enter
a withholding foreign partnership. Se&ioreover, a payor does not have to backtipto a QI withholding agreement with the
§1.1441-5(c)(2)(i)). The IRS and Treayithhold on payments to foreign beneficialRS.
sury will, however, consider applying thegwners or foreign payees because backup(2) The applicant’s name, address, and
principles of the QI withholding agree-yjthholding applies only to amounts thakemployer identification number (EIN), if
1 All citations to income tax regulations in this rev-the payor must report on Form 1099. any.
enue procedure are to the regulations as amended by.02 Responsibilities of intermediaries (3) The country in which the applicant
l'n%3234853%?(54?3877%2135' 8804 (63 FR 72183)hat enter into the QI withholding agree-was created or organized and a descrip-

o ' ment. When the IRS enters into a Qltion of the applicant’s business.
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(4) A list of the position titles of those
persons who will be the responsible par-
ties for performance under the Agreement
and the names, addresses, and telephone
numbers of those persons as of the date
the application is submitted.

(5) An explanation and sample of the
account opening agreements and other
documents used to open and maintain ttg&
accounts at each location covered by the
Agreement.

(6) Alist describing the type of account
holders (e.g., U.S., foreign, treaty benefit
claimant, or intermediary), the approxi-
mate number of account holders within
each type, and the estimated value of U.S.
investments that the QI agreement will
cover.

(7) A general description of U.S. assetd.
by type (e.g., U.S. securities, U.S. real es-
tate), including assets held by U.S. custo-
dians, and their approximate aggregate
value by type. The applicant should pro-
vide separate information for assets bene-
ficially owned by the applicant and for as-
sets it holds for others.

(8) A completed Form SS-4 (Applica-
tion for Employer Identification Number)
to apply for a QI Employer Identification
Number (QI-EIN) to be used solely for QI
reporting and filing purposes. An appli-
cant must apply for a QI-EIN even if it al-
ready has another EIN. Each legal entit.
governed by the QI withholding agree-
ment must complete a Form SS-4.

(9) Completed appendices and attach-
ments that appear at the end of the QI
agreement set forth in section 4.

The IRS will not enter into a QI with- 6.
holding agreement that provides for the
use of documentary evidence obtained
under a country’s know-your-customer
rules if it has not received the “know-
your-customer” practices and procedures
for opening accounts and responses to tie
18 specific items presented below. If the
information has already been provided to
the IRS, it is not necessary for a particular
prospective QI to submit the information.
The IRS may publish lists of countries for
which it has received know-your-cus-
tomer information and for which the8.
know-your-customer rules are acceptable.
A prospective QI applicant may also con-
tact the IRS at the address or telephone
number provided in section 3.01 to obtairg.
information. The 18 items are as follows:
1. An English translation of the laws

January 24, 2000

and regulations (“know-your-cus-

tomer” rules) governing the require-10.

ments of a QI to obtain documenta-
tion confirming the identity of Ql's

account holders.
must include the name of the law, and
the appropriate citations to the law
and regulations.
The name of
(whether a governmental entity or
private association) responsible for

enforcing the know-your-customer13.

rules. Specify how those rules are
enforced (e.g., through audit) and the
frequency of compliance checks.

The penalties that apply for failure to
obtain, or evaluate, documentation

under the know-your-customer rules.14.

The definition of customer or account
holder that is used under the know-
your- customer rules.
whether the definition encompasses
direct and indirect beneficiaries of an
account if the activity in the account
involves the receipt or disbursal of

funds. Specify whether the definition16.

of customer or account holder
includes a trust beneficiary, a compa-
ny whose assets are managed by an
asset manager, a controlling share-
holder of a closely held corporation

The translationi1.

the organizationl2.

Specify15.

Internet).

Whether an account holder’s identity
may be established, in whole or in
part, by introductions or referrals.

The circumstances under which new
documentation must be obtained, or
existing documentation verified,
under the know-your-customer rules.
A list of all the exceptions, if any, to
the documentation requirements
under the know-your-customer rules.

A statement regarding whether the
know-your-customer rules do not
require documentation from an
account holder if a payment to or
from that account holder is cleared by
another financial institutioA.

A statement regarding how long the
documentation remains valid under
the know- your-customer rules.

A statement regarding how long the
documentation obtained under the
know-your- customer rules must be
retained and the manner for maintain-
ing that documentation.

Specify whether the rules require the
maintenance of wire transfer records,
the form of the wire transfer records
and how long those records must be
maintained. State whether the wire
transfer records require information as

or the grantor of a trust. to both the original source of the funds
A statement regarding whether the and the final destination of the funds.
documentation required under thel7. A list of any payments or types of
know-your- customer rules requires a  accounts that are not subject to the
financial institution to determine if its know-your- customer rules.

account holder is acting as an interd8. Specify whether there are special
mediary for another person. rules that apply for purposes of pri-
A statement regarding whether the Vvate banking activities.
documentation required under the

know-your- customer rules requires %SNE'I'CI:EE?\)/IESI A?QL\J(Avbl|I':rIE|5 OLDING
financial institution to identify the

account holder as a beneficial ownef* @REEMENT

of income credited to an account. The text of the QI agreement is set
A list of the specific documentationforth below. Upon receipt and review of
required to be used under the knowan application to become a qualified inter-
your- customer rules, or if those rulesnediary, the IRS will complete the QI
do not require use of specific docuagreement (e.g., insertion of the QI's
mentation, the documentation that imame, etc.). A prospective QI should en-
generally accepted by the authoritiegure that it has provided to the IRS all of
responsible for enforcing those rulesthe information that is required to com-
A statement regarding whether thelete the agreement. It may be necessary
know-your-customer rules requirefor the IRS to contact the potential quali-
that an account holder provide a perfied intermediary, or its authorized repre-
manent residence address. .2 Generally, the IRS will not permit a QI to

A summary of the rules that apply Ifestablish the’identity of an account holder with-

an account is not opened in persoout obtaining documentation directly from the
(e.g., correspondence, telephoneaccount holder.
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sentative, to obtain additional informa-
tion.

Withholding
Once the IRS has obtained all the Sec. 2.04. Assumption of

information required to complete the Withholding Responsibility

agreement, the IRS will send two un-
signed copies of the QI withholding
agreement to the prospective QI for signa-
ture. Both copies of the agreement should
be signed by a person with the authority
to sign the agreement and returned to the
IRS at the address specified in section
3.01. The IRS will sign the QI agreement
and return one of the originals to the qual-
ified intermediary.

The IRS will consider changes to the text
of the QI agreement as set forth below
only in rare and unusual circumstances.
The IRS will not accept, however, any
changes that it determines would provide
a potential QI with a competitive advan-
tage over other similarly situated Qls.

COUNTRY-BY-COUNTRY
REPORTING

The IRS and Treasury have decided that
a QI that has executed a QI withholding
agreement prior to January 1, 2001, will
not be required to provide a country-by-
country break down of reporting pools on
Form 1042-S. See section 8.03 of the QI
withholding agreement for a definition of
reporting pool. It was decided that requir-
ing such information at this time would
impede implementation of the QI system
since it is recognized that financial institu-
tions will be required to commit substan-
tial information technology resources to

address technology issues that have been

delayed by the year 2000 problem. The
IRS and Treasury, however, are continuing
to study whether to require country code
information for reporting pools in the fu-

ture. Therefore, the IRS and Treasury may
require a potential QI that enters into an
agreement after December 31, 2000, or a
QI that enters into an agreement after the
expiration of an agreement’s initial term, to

provide a country-by-country break down

of reporting pools.
SECTION 1. PURPOSE AND SCOPE

Sec. 1.01.
Sec. 1.02.

General Obligations
Parties to the Agreement

SECTION 2. DEFINITIONS

Sec. 2.01.
Sec. 2.02.
Sec. 2.03.

Account Holder
Agreement
Amounts Subject to NRA

20004 |.R.B.

Sec. 2.05.
Sec. 2.06.
Sec. 2.07.
Sec. 2.08.
Sec. 2.09.
Sec. 2.10.
Sec. 2.11.

Proceeds

Sec. 2.12.
Sec. 2.13.
Sec. 2.14.

Holder

Sec. 2.15.
Sec. 2.16.
Sec. 2.17.
Sec. 2.18.
Sec. 2.19.
Sec. 2.20.
Sec. 2.21.
Sec. 2.22.
Sec. 2.23.
Sec. 2.24.
Sec. 2.25.
Sec. 2.26.
Sec. 2.27.
Sec. 2.28.

Rules

Sec. 2.29.
Sec. 2.30.
Sec. 2.31.
Sec. 2.32.
Sec. 2.33.
Sec. 2.34.

States

Sec. 2.35.
Sec. 2.36.
Sec. 2.37.
Sec. 2.38.

Backup Withholding
Beneficial Owner
Broker Proceeds
Chapter 3 of the Code
Chapter 61 of the Code
Deposit Interest
Designated Broker

Documentary Evidence
Documentation
Documented Account

Exempt Recipient
External Auditor
Flow -Through Entity
Foreign Person
Form W-8

Form W-9

Form 945

Form 1042

Form 1042-S

Form 1096

Form 1099

Form 1099 Reporting
Intermediary
Know-Your-Customer

Marketable Securities
Non-Exempt Recipient

Payor

Sec. 2.51.
Sec. 2.52.
Sec. 2.53.
Sec. 2.54.
Sec. 2.55.

U.S. Person
Withholding Agent
Withholding Rate Pool
Withholding Statement
Other Terms

SECTION 3. WITHHOLDING
RESPONSIBILITY

Sec. 3.01. NRA Withholding
Responsibility

Sec. 3.02. Primary NRA Withholding
Responsibility Not Assumed

Sec. 3.03. Assumption of Primary
NRA Withholding Responsibility
Sec. 3.04. Backup Withholding
Responsibility

Sec. 3.05. Primary Form 1099
Reporting and Backup Withholding
Responsibility For Reportable
Payments Other Than Reportable
Amounts

Sec. 3.06. Primary Form 1099
Reporting and Backup Withholding
Responsibility For Reportable
Amounts Not Assumed

Sec. 3.07. Assumption of Primary
Form 1099 Reporting and Backup
Withholding Responsibility

Sec. 3.08. Deposit Requirements

SECTION 4. PRIVATE

Nonqualified Intermediary ARRANGEMENT

NRA Withholding
Overwithholding
Paid Outside the United

Payment

Payor
Presume/Presumption
Private Arrangement

Intermediary

Sec. 2.39.
Sec. 2.40. Qualified Intermediary (or

Ql) EIN

Sec. 2.41.

Qualified Intermediary

Reduced Rate of

Withholding

Sec. 2.42.

Reliably Associating a

Payment With Documentation

Sec. 2.43.
Sec. 2.44.
Sec. 2.45.
Sec. 2.46.
Sec. 2.47.
Sec. 2.48.
Sec. 2.49.

Holder

Sec. 2.50.

Reportable Amount
Reportable Payment
Reporting Pool
Short-Term Obligation
TIN

Underwithholding
Undocumented Account

U.S. Payor/Non-U.S.

389

INTERMEDIARIES

Sec. 4.01. In General

Sec. 4.02. Modification of
Obligations for PAI Agreements
Sec. 4.03. Termination of
Arrangement

SECTION 5. DOCUMENTATION
REQUIREMENTS

Sec. 5.01. Documentation
Requirements

Sec. 5.02. Documentation For
Foreign Account Holders

Sec. 5.03. In General.

Sec. 5.04. Documentation for
International Organizations

Sec. 5.05. Documentation for Foreign
Governments and Foreign Central
Banks of Issue

Sec. 5.06. Documentation for Foreign
Tax-Exempt Organizations

Sec. 5.07. Documentation From
Intermediaries or Flow-Through
Entities
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Sec. 5.08. Documentation For U.S.

Exempt Recipients

Sec. 5.09. Documentation for U.S.
Non-Exempt Recipients

Sec. 5.10. Documentation Validity
Sec. 5.11. Documentation Validity

Underwithholding

Sec. 9.06. NRA Underwithholding
After Form 1042 Filed

Sec. 9.07. Special Rule Regarding
Failure to Deposit Penalties

of the Code with respect to certain types
of payments;

NOW, THEREFORE, in considera-
tion of the following terms, representa-
tions, and conditions, the parties agree as
follows:

Period

Sec. 5.12. Maintenance and Retentio

of Documentation
Sec. 5.13. Application of
Presumption Rules

SECTION 6. QUALIFIED
INTERMEDIARY WITHHOLDING
CERTIFICATE AND DISCLOSURE
OF ACCOUNT HOLDERS TO
WITHHOLDING AGENT

Sec. 6.01. Qualified Intermediary

Withholding Certificate

Sec. 6.02. Withholding Statement
Sec. 6.03. Withholding Rate Pools
Sec. 6.04. Legal Prohibitions Against

Disclosure of U.S. Non-Exempt
Recipients

SECTION 7. TAXRETURN
OBLIGATIONS

Sec. 7.01. Form 1042 Filing
Requirement

Sec. 7.02. Form 945 Filing
Requirement

Sec. 7.03. Retention of Returns

SECTION 8. INFORMATION
REPORTING OBLIGATIONS

Sec. 8.01. Form 1042-S Reporting

Sec. 8.02. Recipient Specific
Reporting

Sec. 8.03. Reporting Pools for Form

1042-S Reporting
Sec. 8.04. Form 1099 Reporting
Responsibility

SECTION 9. ADJUSTMENTS FOR
OVER- AND UNDER-
WITHHOLDING; REFUNDS

Sec. 9.01. Adjustments for NRA
Overwithholding by Withholding
Agent

Sec. 9.02. Adjustments for NRA
Overwithholding by QI

Sec. 9.03. Repayment of Backup

Withholding

Sec. 9.04. Collective Credit or
Refund Procedures for NRA
Overwithholding

Sec. 9.05. Adjustments for NRA
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SECTION 10. EXTERNALAUDIT

RROCEDURES SECTION 1. PURPOSE AND SCOPE

Sec. 10.01. In General Sec. 1.01. General ObligationsQl is a
Sec. 10.02. Designation of External withholding agent under chapter 3 of the
Auditor Code and a payor under chapter 61 and sec-
Sec. 10.03. Timing and Scope of tion 3406 of the Code for amounts that it
External Audits pays to its account holders. Except as oth-
Sec. 10.04. Use of Statistical erwise provided in this Agreement, Ql's
Sampling obligations with respect to amounts it pays
Sec. 10.05. External Auditor’s Reportto account holders are governed by chapter
Sec. 10.06. Expanding Scope and 3, chapter 61, and section 3406 of the Code
Timing of External Audit and the regulations thereunder. QI shall act
in its capacity as a qualified intermediary
pursuant to this Agreement only for those
accounts QI has with a withholding agent
that QI has designated as accounts for
which it acts as a qualified intermediary.
Ql is not required to act as a qualified inter-
mediary for all accounts that it has with a
withholding agent. However, if QI desig-
nates an account as one for which it will act
as a qualified intermediary, it must act as a
qualified intermediary for all payments
made to that account.

Sec. 1.02. Parties to the Agreement.
This Agreement applies to:

) ) _ (A) All offices of QI located in the coun-
THIS AGREEMENT is made in dupli- rjes described in Appendix A of this
cate under and in pursuance of SeCt'ORgreement' and

1441 of the Internal Revenue Code o B) The Internal Revenue Service.

1986, as amended, (the "Code”) and Treqyqyithstanding section 1.02(A) of this

sury Regulation 81.1441-1(€)(5) by and\greement, an office of QI shall be sub-
between , any affiliategh ¢ o the provisions of this Agreement
entities of designated igy to the extent it receives a payment

Appendix A of this Agreement that areqom 4 withholding agent with respect to

signatories to this Agreement (individu-;, 5ccount that Q! has designated as an
ally and collectively referred to as “Ql”

) account for which it is acting as a quali-
and the INTERNAL REVENUE SER- fieq intermediary. See section 6.02 of this
VICE (the “IRS"): _ Agreement for the procedure to designate
WHEREAS, QI has submitted an ap-an account. QI may add any countries not
plication in accordance with Revenugytia|ly included in Appendix A without
Proc_edure 2000-12 to be a qualified 'nte'brior IRS approval if the country is one
mediary for purposes of Treas. Regyr \yhich the IRS will enter a model qual-
81.1441-1(e)(5); _ ified intermediary agreement and QI pro-
WHEREAS, QI and the IRS desire 10,jes the IRS an amended Appendix A at
enter into an agreement to establish QI aggress described in section 12.06 of
rights and obligations regarding docugjg agreement. Offices in the additional
mentation, withholding, information re- ., ntries may begin to operate under this
porting, tax return filing, deposits, and rexgreement immediately after QI satisfies
fund procedures under sections 1440 nqification requirement of this sec-

1442, 1443, 1461, 3406, 6041, 60425, 1 oo, Appendix A, as amended, shall
6045, 6049, 6050N, 6302, 6402, and 6414, .ome part of this Agreement.

SECTION 11. EXPIRATION,
TERMINATION AND DEFAULT

Sec. 11.01. Term of Agreement
Sec. 11.02. Termination of
Agreement

Sec. 11.03. Significant Change in
Circumstances

Sec. 11.04. Events of Default
Sec. 11.05. Notice and Cure
Sec. 11.06. Renewal

SECTION 12. MISCELLANEOUS
PROVISIONS
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SECTION 2. DEFINITIONS sumption of primary NRA withholding “Designated broker proceeds” means—

) responsibility or the assumption of pri-(A) Any broker proceeds from the sale of
For purposes of this Agreement, the €M,y hackup withholding responsibility assets that produce, or could produce, re-
listed below are defined as follows: relieves the person who makes a paymeportable amounts if the sale is effected at
Sec. 2.01. Account HolderAn "account , the qualified intermediary from the re-an office inside the United States, as de-
holder” means any person that is a diregy,nsibility to withhold. Under sectionfined in Treas. Reg. §1.6045-1(g)(3), (un-
account holder or an indirect accoung og of this Agreement, QI generally hasess an exception to reporting applies
holder and for which QI acts as a qualipimary Form 1099 reporting and backuminder chapter 61 of the Code); and
fied intermediary. A direct account holdenihnolding responsibility with respect to(B) Any broker proceeds from the sale of
is any person who has an account directigain payments even though it does nain asset that produces, or could produce,
with QI (including an intermediary or 55q me such responsibility for paymenteeportable amounts that are beneficially
flow-through entity). An indirect account o gescribed in that section. owned by a U.S. non-exempt recipient
holder is any person who receivegec 2 05, Backup Withholding. whose identity and account information is
amounts from a QI but who does not haveg 4y withholding” means the with- prohibited from disclosure as described in
a direct account relationship with Q. FOho|4ing required under section 3406 oection 6.04 of this Agreement. For this
example, a person that has an accoufife code. purpose, it is irrelevant whether the sale is
with a foreign intermediary or an interesisec 2 06, Beneficial OwnerA “benefi-  effected by QI or another person upon in-
in a flow-through entity which, in turn, is 5| owner” has the meaning given to thastructions from QI. It is also irrelevant
a direct account holder of Ql is an indirecfeym i Treas. Reg. §1.1441-1(c)(6).  whether the sale is effected at an office in-
account holder. In addition, the perso’sec 5 07, Broker ProceedsBroker pro- side or outside the United States. Thus,
that is the sole owner of an entity that i3eeqs” means the gross proceeds fromtlae exception in Treas. Reg. §1.6045-1(a)
disregarded under Treas. Reggyje of an asset to the extent that the grosshich excepts sales effected at an office
§301.7701-2(c)(2) as an entity separaigoceeds would be subject to Form 1096utside the United States by a non-U.S.
from its owner is an indirect accountenarting if paid to a U.S. non-exempt repayor) and the exception in Treas. Reg.
holder. A person is an indirect accountinient. ~For purposes of this AgreemenB1.3406(g)—1(e) (which excepts certain
holder even if there are multiple tiers ok, rouer proceeds also include any proceegmyments made outside the United States
intermediaries or flow-through entitiesyiq by ) from the sale of assets pursuafiom backup withholding) do not apply in
between the person and the Q. to the provisions of section 6.04 of thighe case of an account holder whose iden-
Sec. 2.02. Agreement."Agreement”  agreement that are owned by a U.S. noriity is prohibited by law from disclosure.
means this Agreement, all appendices ar?—ﬂ?empt recipient and that produce, or coulBec. 2.12. Documentary Evidence.
attachments to this Agreement, and QI'roqyce, reportable payments regardless ocumentary evidence” means any doc-
application to become a qualified interyypether the sale is effected at an office inamentation obtained under the appropri-
mediary. All such appendices, attachgije or outside the United States and rate know-your-customer rules (as de-
ments, and QI's application are iNCOrPOy,rdless of whether or not the sale is escribed in the Attachments to this
rated into this Agreement by reference. tocted by QI or another person omgreement), any documentary evidence
Sec. 2.03. Amounts Subject to NRA jqrctions from QI. Thus, the exceptiordescribed in Treas. Reg. §1.1441-6 suffi-
Withholding. An "amount subject 10 j, Treas. Reg. §1.6045-1(a), which exeient to establish entitlement to a reduced
NRA withholding™ is an amount de- ¢,des from Form 1099 reporting certaimate of withholding under an income tax
scribed in Treas. Reg. 81.1441-2(a). AQy|es effected at an office outside theeaty, or any documentary evidence de-
amount subject to NRA withholding shall jniteq States, shall not apply in the case stribed in Treas. Reg. §1.6049-5(c) suffi-
not include interest paid as part of the pufy g non-exempt recipients whose identitgient to establish an account holder’s sta-
chase price of an obligation sold betweep yqhibited by law from disclosure. In adtus as a foreign person for purposes of
interest payment dates or original issUgjtion, the exception from backup with-chapter 61 of the Code. Documentary ev-
discount paid as part of the purchase prigg,|ging on certain payments contained ifdence does not include a Form W-8 or
of an obligation sold in a transaction othef o5 " Reg. §31.3406(g)—1(e) shall ndEorm W-9 (or an acceptable substitute
than the redemption of such obligationgynyy 1o such broker proceeds. Form W-8 or Form W-9).
unless the sale is part of a plan the princ§ec "5 0g. Chapter 3 of the CodeAny ~ Sec. 2.13. Documentation“Documen-
pal purpose of which is to avoid tax andeference to “chapter 3 of the Code'tation” means any valid Form W-8, Form
QI has actual knowledge or reason tyeang sections 1441, 1442, 1443, 146W-9 (or acceptable substitute Form W-8
know of such plan. , 1463, and 1464 of the Code. or Form W-9) or documentary evidence
Sec. 2.04. Assumption of Withholding gec 2 09. Chapter 61 of the Codéiny  as defined in section 2.12 of this Agree-
Respon3|blllty. A QI that assumes pri- yeference to “chapter 61 of the Codeent, including all statements or other in-
mary NRA withholding responsibility, or heans sections 6041, 6042, 6045, 604frmation required to be associated with
assumes primary Form 1099 reporting,4 g050N of the Code. the form or documentary evidence.
and backup withholding responsibility,sec 2 10. Deposit Interest:Depositin- Sec. 2.14. Documented Account
assumes the primary responsibility for degsest” means interest described in sectidrolder. A “documented account holder”
ducting, withholding, and depositing theég71 (j)(2)(A) of the Code. is an account holder for whom QI holds

appropriate amount from a paymentgec % 11. Designated Broker Proceeds.valid documentation.
Generally, a qualified intermediary’s as-
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Sec. 2.15. Exempt RecipientFor pur- Claim for Exemption From Withholding Sec. 2.29. Marketable Securities. For
poses of Form 1099 reporting and backupn Income Effectively Connected Withpurposes of this Agreement, the term
withholding, an “exempt recipient” the Conduct of a Trade or Business in thémarketable securities” means those secu-
means a person described in Treas. Rddnited States; IRS Form W-8EXP, Cervities described in Treas. Reg. 81.1441-6
§1.6049- 4(c)(1)(ii) (for interest, divi- tificate of Foreign Governments andfor which a TIN is not required to obtain
dends, and royalties), a person describé&dther Foreign Organizations for Unitedireaty benefits.

in Treas. Reg. 85f.6045-1(c)(3)(i)(B) andStates Tax Withholding; and IRS FormSec. 2.30. Non-Exempt RecipientA
§1.6045-2(b)(2)(i) (for broker proceeds)W-8IMY, Certificate of Foreign Interme- “non-exempt recipient” means a person
and a person described in Treas. Rediary, Foreign Partnership, and Certaithat is not an exempt recipient under the
§1.6041-3(q) (for rents, amounts paid ot).S. Branches for United States Taxefinition in section 2.15 of this Agree-
notional principal contracts, and otheiithholding, as appropriate. It also in-ment.

fixed or determinable income). Exemptludes any acceptable substitute form. Sec. 2.31. Nonqualified Intermediary.
recipients are not exempt from NRAwith-Sec. 2.20. Form W-9.“Form W-9” A “nonqualified intermediary” is any in-

holding. means IRS Form W-9, Request for Taxtermediary that is not a qualified interme-
Sec. 2.16. External Auditor. An “exter- payer ldentification Number and Certifi-diary. A nonqualified intermediary in-
nal auditor” is any approved auditor listeccation, or any acceptable substitute. cludes any custodian, nominee, or other

in Appendix B of this Agreement that QISec. 2.21. Form 945"Form 945" means agent as well as any financial institution
(or any private arrangement intermediaryRS Form 945, Annual Return of With-intermediary unless such person enters an
of QI) engages to perform the audits reheld Federal Income Tax. agreement to be a qualified intermediary
quired by section 10 of this Agreement. Sec. 2.22. Form 1042.“Form 1042” and acts in such capacity.

Sec. 2.17. Flow -Through Entity. A° means an IRS Form 1042, Annual WithSec. 2.32. NRA Withholding.“Nonresi-
flow-through entity is a foreign partner-holding Tax Return for U.S. Source In-dent alien (NRA) withholding” is any
ship described in Treas. Regcome of Foreign Persons. withholding required under chapter 3 of
§301.7701-2 or 3 (other than a withholdSec. 2.23. Form 1042-S'Form 1042-S” the Code, whether the payment subject to
ing foreign partnership), a foreign trustimeans an IRS Form 1042-S, Foreign Pewithholding is made to an individual or to
that is described in section 651(a) of theon’s U.S. Source Income Subject t@n entity.

Code, or a foreign trust all or a portion ofVithholding. Sec. 2.33. Overwithholding.The term
which is treated as owned by the grantd8ec. 2.24. Form 1096.“Form 1096” *“overwithholding” means the excess of
or other person under sections 67eans IRS Form 1096, Annual Summarthe amount actually withheld under chap-
through 679 of the Code. For an item ofnd Transmittal of U.S. Information Re-ter 3 or section 3406 of the Code over the
income for which a treaty benefit isturns. amount required to be withheld.

claimed, an entity is also a flow-throughSec. 2.25. Form 1099.“Form 1099” Sec. 2.34. Paid Outside the United
entity to the extent it is treated as fiscallyneans IRS Form 1099-B, Proceeds Frot@tates. An amount is “paid outside the
transparent under section 894 and the reBroker and Barter Exchange TransacUnited States” if it is paid outside the
ulations thereunder. tions; IRS Form 1099-DlV, Dividends United States within the meaning of
Sec. 2.18. Foreign PersonA “foreign and Distributions; IRS Form 1099-INT, Treas. Reg. §1.6049-5(e).

person” is any person that is not a “Unitedinterest Income; IRS Form 1099-MISCSec. 2.35. Payment.A “payment” is
States person” and includes a “nonresMiscellaneous Income; IRS Form 1099¢onsidered made to a person if that person
dent alien individual,” a “foreign corpora-OID, Original Issue Discount, and anyrealizes income whether or not such in-
tion,” a “foreign partnership,” a “foreign other form in the IRS Form 1099 seriegome results from an actual transfer of
trust,” and a “foreign estate,” as thos@appropriate to the type of payment reeash or other property. See Treas. Reg.
terms are defined in section 7701 of thquired to be reported. §1.1441-2(e). For example, a payment
Code. For purposes of chapter 3 of th8ec. 2.26. Form 1099 Reporting. includes crediting an amount to an ac-
Code, the term foreign person also meand;orm 1099 reporting” means the reportcount.

with respect to a payment by a withholding required on Form 1099. Sec. 2.36. PayorA “payor” is defined in

ing agent (including a qualified interme-Sec. 2.27. Intermediary.An “intermedi- Treas. Reg. 831.3406(a)-2 and
diary), a foreign branch of a U.S. persomary” means any person that acts on behdfL.6049—-4(a)(2) and generally means any
that provides a valid Form W-8IMY on of another person such as a custodiaperson required to make an information re-
which it represents that it is a qualified inbroker, nominee, or other agent. turn under chapter 61 of the Code. The
termediary. A foreign branch of a U.S.Sec. 2.28. Know-Your-Customer Rules. term includes any person that makes a pay-
person that is a qualified intermediary isThe phrase “know-your customer rules’ment, directly or indirectly, to QI and to
however, a U.S. payor for purposes ofefers to the applicable laws, regulationsyhom QI provides information, pursuant
chapter 61 and section 3406 of the Codetules, and administrative practices antb this Agreement, so that such person can
Sec. 2.19. Form W-8."Form W-8" procedures, identified in the Attachmentseport a payment on Form 1099 and, if ap-
means IRS Form W-8BEN, Certificate ofto this Agreement, governing the requirepropriate, backup withhold. See sections
Foreign Status of Beneficial Owner forments of QI to obtain documentation con3.05 and 6 of this Agreement. Also see
United States Tax Withholding; IRS Formfirming the identity of QI's account hold- section 2.50 of this Agreement for the defi-
W-8ECI, Certificate of Foreign Person’sers. nition of U.S. payor and non-U.S. payor.
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Sec. 2.37. Presume/Presumption.The purchase transaction completed within .04 of this Agreement. For this purpose,
terms “presume” or “presumption” referperiod of two weeks or less, or amountg is irrelevant whether the sale is effected
to the presumption rules set forth in seadescribed in Treas. Reg. §1.6049-5(b)(7hy QI or another person upon instructions

tion 5.13(C) of this Agreement. (10), or (11) (relating to certain foreignfrom QI. It is also irrelevant whether the
Sec. 2.38. Private Arrangement Inter- targeted registered obligations and certagale is effected at an office inside or out-
mediary. A “private arrangement inter- obligations issued in bearer form). side the United States. Thus, the excep-

mediary” or “PAl” is an intermediary de- Sec. 2.44. Reportable PaymentFor tion in Treas. Reg. §1.6045-1(a) (which
scribed in section 4 of this Agreement. purposes of this Agreement, a reportablexcepts sales effected at an office outside
Sec. 2.39. Qualified Intermediary. A payment means amounts described in seitve United States by a non-U.S. payor)
“qualified intermediary” is a person, de-tion 2.44(A) of this Agreement, in theand the exception in Treas. Reg.
scribed in Treas. Reg.case of a U.S. payor, and amounts d&1.3406(g)—1(e) (which excepts certain
§1.1441-1(e)(5)(ii), that enters into ascribed in section 2.44(B) of this Agreepayments made outside the United States
withholding agreement with the IRS to bement, in the case of a non-U.S. payor. from backup withholding) do not apply in
treated as a qualified intermediary an@A) U.S. Payor. If Ql is a U.S. payor, a the case of an account holder whose iden-
acts in its capacity as a qualified intermereportable payment means any reportabtiy is prohibited by law from disclosure;
diary. payment as defined in section 3406(b) adnd

Sec. 2.40. Qualified Intermediary (or the Code, including any broker proceedét) Any foreign source interest, dividends,
QI) EIN. A*“qualified intermediary EIN” from the sale of assets beneficially ownedents, royalties, or other fixed and deter-
or “QI-EIN” means the employer identifi- by a U.S. non-exempt recipient accounminable income if such income is paid in
cation number assigned by the IRS to holder that produce, or could produce, rehe United States or to an account main-
qualified intermediary. QI's QI-EIN is portable payments if the identity and actained in the United States or any other
only to be used when QI is acting as aount information of that account holdemmount presumed paid to a U.S. non-ex-
qualified intermediary. For example, Qlis prohibited by law, including by con-empt recipient under section 5.13(C)(4)
must give a withholding agent its non-Qlract, from disclosure as described in se®f this Agreement (unless an exception to
EIN, if any, rather than its QI-EIN if it is tion 6.04 of this Agreement. For this purfeporting applies under chapter 61 of the
receiving income as a beneficial ownepose, it is irrelevant whether the sale i€ode).

and a taxpayer identification number igffected by QI or Ql instructs another perSec. 2.45. Reporting PoolA reporting
required. QI must also use its non-Qson to effect the sale. It is also irrelevarpool is defined in section 8.03 of this
EIN, if any, when acting as a nonqualifiedvhether the sale is effected at an office inAgreement.

intermediary. Each signatory to thisside or outside the United States. ThuS§ec. 2.46. Short-Term Obligation. A
agreement must have its own QI-EIN. the exception in Treas. Reg. 81.6045-1(dshort-term obligation” is any obligation
Sec. 2.41. Reduced Rate of Withhold- (which excepts sales effected at an officdescribed in section 871(g)(1)(B)(i) of the
ing. A “reduced rate of withholding” outside the United States by a non-U.SCode.

means a rate of withholding under chaptgrayor) and the exception in Treas. Redec. 2.47. TIN.A “TIN” is a U.S. tax-

3 of the Code that is less than 30 percer1.3406(g)—1(e) (which excepts certaipayer identification number.

including an exemption from withhold- payments made outside the United Stat&ec. 2.48. Underwithholding. “Under-
ing, or not withholding 31 percent undeffrom backup withholding) do not apply inwithholding” means the excess of the
section 3406 of the Code. the case of an account holder whose ideamount required to be withheld under
Sec. 2.42. Reliably Associating a Pay-tity is prohibited by law from disclosure. chapter 3 or section 3406 of the Code
ment With Documentation. See section (B) Non-U.S. Payor. If QI is a non-U.S. over the amount actually withheld.
5.13(B) of this Agreement to determinepayor a reportable payment means— Sec. 2.49. Undocumented Account
whether QI can reliably associate a pay) Any reportable amount (unless an exHolder. An “undocumented account
ment with documentation. ception to reporting applies under chaptdrolder” is an account holder for whom QI
Sec. 2.43. Reportable AmountA “re- 61 of the Code); does not hold valid documentation.
portable amount” means an amount sul§?2) Any broker proceeds from the sale oBec. 2.50. U.S. Payor/Non-U.S. Payor.
ject to NRA withholding (as defined in assets that produce, or could produce, r&he terms “U.S. payor” and “non-U.S.
section 2.03 of this Agreement); U.Sportable amounts if the sale is effected gtayor” have the same meaning as in
source deposit interest (as defined in seaen office inside the United States, as déreas. Reg. §1.6049-5(c).

tion 2.10 of this Agreement); and U.Sfined in Treas. Reg. §1.6045-1(g)(3), (unSec. 2.51. U.S. Persom “United States
source interest or original issue discourless an exception to reporting appliegor U.S.) person” is a person described in
paid on the redemption of short-termunder chapter 61 of the Code); section 7701(a)(30) of the Code, the U.S.
obligations (as defined in section 2.46 of3) Any broker proceeds from the sale ofjovernment (including an agency or in-
this Agreement). The term does not inan asset that produces, or could producgtrumentality thereof), a State of the
clude payments on deposits with bankeeportable amounts that are beneficiallynited States (including an agency or in-
and other financial institutions that re-owned by a U.S. non-exempt recipienstrumentality thereof), or the District of
main on deposit for two weeks or less. Kvhose identity and account information i€Columbia (including an agency or instru-
also does not include amounts of origingbrohibited by law, including by contract, mentality thereof).

issue discount arising from a sale and rdrom disclosure as described in sectioSec. 2.52. Withholding Agent.A “with-
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holding agent” has the same meaning 4#8) Actually knows that the appropriatewithholding on Form 1042-S.
set forth in Treas. Reg. §1.1441-7(a) andmount has not been withheld by anothesec. 3.04. Backup Withholding Re-
includes a payor (as defined in sectiowithholding agent; or sponsibility. QI is a payor under section
2.36 of this Agreement). As used in thigB) Made an error which results in the3406 of the Code with respect to re-
Agreement, the term generally refers tavithholding agent’s failure to withhold portable payments. Under section 3406, a
the person making a payment to a qualthe correct amount due (e.g., QI fails tgayor is required to deduct and withhold
fied intermediary. provide an accurate withholding state31 percent from the payment of a re-
Sec. 2.53. Withholding Rate PoolThe ment with respect to the payment) and Qdortable payment to a U.S. non-exempt
term “withholding rate pool” is defined in has not corrected the underwithholdingecipient if the U.S. non-exempt recipient
section 6.03 of this Agreement. under the reimbursement and setoff prdias not provided its TIN in the manner re-
Sec. 2.54. Withholding StatementThe cedures of section 9.05 of this Agreementjuired under that section; the IRS notifies
term “withholding statement” is defined QI is not required to withhold under chapthe payor that the TIN furnished by the
in section 6.02 of this Agreement. ter 3 of the Code on an amount subject fpayee is incorrect; there has been a noti-
Sec. 2.55. Other Terms.Any term not NRA withholding that it pays to anotherfied payee under-reporting described in
defined in this section has the same meaqualified intermediary that has assumedection 3406(c); or there has been a payee
ing that it has under the Code, the incomgrimary NRA withholding responsibility certification failure described in section
tax regulations under the Code, or any apvith respect to the payment or to a with3406(d). QI represents that there are no
plicable income tax treaty. holding foreign partnership. See sectiotegal restrictions that prohibit it from

8 of this Agreement regarding QI's re-complying with the Form 1099 reporting
SECTION 3. WITHHOLDING sponsibility to report amounts subject taequirements of this Agreement or impos-
RESPONSIBILITY withholding on Form 1042-S. ing backup withholding and depositing
Sec. 3.01. NRA Withholding Responsi- Sec. 3.03. Assumption of Primary NRA the amounts withheld in accordance with
bility. QI is subject to the withholding Wit_h_hoI(_jing Resppnsibili_ty. QI, upon section 3.08 of this Agreement.
and reporting provisions applicable tcpotlflcanon_ to a Wlthho!dmg a_gent, may_Sec. 3.05. Prlmary Form 1099 Report-
withholding agents under chapter 3 of th@SSume primary NRA withholding responing and Backup Withholding Responsi-
Code. Under chapter 3, a withholdingSib”ity for an amount subject to NRA bility For Reportable Payments Other
agent must withhold 30 percent of amyvithholding by providing a valid withhold- Than Reportable Amounts. Under sec-
payment of an amount subject to NRANY certificate described in section 6 of thision 6.01 of this Agreement, QI is only re-
withholding made to an account holdefA9reement to a withholding agent thajuired to provide a withholding agent
that is a foreign person unless the withnakes a payment of an amount subject with information regarding reportable
holding agent can reliably associate thA'RA withholding and by designating onamounts. Therefore, QI is primarily re-
payment with documentation upon whicHhe withholding statement associated witsponsible for reporting on Form 1099
it can rely to treat the payment as made gyich certificate the account for which QBnd, if required, backup withholding on
a payee that is a U.S. person or as made@5SUmes primary NRA withholding re-the payments described in section 3.05(A)
a beneficial owner that is a foreign persoﬁponsibility. QI may assume primaryand (B) of this Agreement whether or not
entitled to a reduced rate of Withholding.NRA withholding responsibility without QI assumes primary Form 1099 reporting
See section 5 of this Agreement regardiniﬁ'forming the IRS. QI is not required toand backup withholding responsibility
documentation requirements. assume primary NRA withholding respon-with respect to reportable amounts under
Sec. 3.02. Primary NRA Withholding sibility for all accounts it has with the with- section 3.07 of this Agreement. No provi-
Responsibility Not Assumed. Notwith- holding agent. However, if QI assumesion of this Agreement which requires QI
standing sections 1.01 and 3.01 of thiRrimary NRA withholding responsibility to provide another withholding agent with
Agreement, QI shall not be required tdor any account, it must assume that renformation regarding reportable amounts
withhold under chapter 3 of the Code if isponsibility for all payments of amountsshall be construed as relieving QI of its
does not accept primary NRA withhold-subject to NRA withholding made by theForm 1099 reporting and backup with-
ing responsibility under section 3.03 ofvithholding agent to that account. To thdiolding obligations with respect to re-
this Agreement and it has provided a Vangxtent that QI assumes primary NRA withportable payments that are not reportable
withholding certificate and correct with-holding resp0n5|b_|llty, Ql shall_wﬂhhqld amounts. _ _
holding statements to a withholding agerﬁrom amounts su_bject to NRA_W|thhoId|ng(A) US Payor. Exqept as prowd_ed in
from which it receives an amount subjecrthe amount required to be withheld undesection 3.05(C) of this Agreement, if QI is
to NRA withholding in accordance with chapter 3 of the Code. QI is not requiredq U.S. payor, QI has primary Form 1099
section 6 of this Agreement. Notwith-however, to withhold on amounts it pays teeporting and backup withholding respon-
standing its election not to assume priz_inother qualified intermediary that has cesibility for reportable payments as defined
mary NRA withholding responsibility, QI tified to QI on Form W-8IMY that it has in section 3406(b) of the Code other than
shall, however, withhold the difference@ssumed primary withholding responsibilreportable amounts. For example, if Ql is
between the amount of NRA Withholdingity with respect to the payment or to a&a U.S. payor, it has primary Form 1099
required under chapter 3 of the Code anjithholding foreign partnership. See secreporting and backup withholding respon-
the amount actually withheld by anothetion 8 of this Agreement regarding QI's ressibility for payments of foreign source in-

withholding agent if QI sponsibility to report amounts subject tawome as well as all broker proceeds paid
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to account holders that are, or are prgortable amount if QI does not assumpayor's assumption of primary Form 1099
sumed to be, U.S. non-exempt recipientgrimary Form 1099 reporting and backupeporting and backup withholding respon-
unless an exception to reporting owithholding responsibility and it providessibility by the signature of the Commis-
backup withholding applies. QI also hag payor from which it receives a re-sioner, or his delegate, in the margin of
primary Form 1099 reporting and backugportable amount the Forms W-9 of itssection 3.07 of this Agreement. ]
withholding responsibility for broker pro- U.S. non- exempt recipient account holdSec. 3.07. Assumption of Primary
ceeds from the sale of assets beneficialgrs (or, if a U.S. non-exempt recipienForm 1099 Reporting and Backup
owned by a U.S. non-exempt recipient adails to provide a Form W-9, information Withholding Responsibility. QI may as-
count holder that produce or could proregarding the account holder’s name, adsume primary Form 1099 reporting re-
duce, reportable payments if the identitylress, and TIN, if a TIN is available) to-sponsibility under chapter 61 of the Code
and account information of that accoungether with the withholding rate pools (asand primary backup withholding respon-
holder is prohibited by law from disclo- defined in section 6.03 of this Agreement}ibility under section 3406 of the Code
sure as described in section 6.04 of thigttributable to U.S. non-exempt recipienwith respect to reportable amounts. See
Agreement. See section 2.44(A) of thimccount holders. Notwithstanding itssections 3.05 and 8.04 of this Agreement
Agreement for the instances in which cerelection not to assume primary Fornfor QI's obligations regarding reportable
tain reporting and withholding exceptionsl099 reporting and backup withholdingpayments other than reportable amounts.
do not apply. responsibility, QI shall backup withhold A qualified intermediary that assumes
(B) Non-U.S. Payor. Except as provided and report a reportable amount if— such responsibility is subject to all of the
in section 3.05(C) of this Agreement, if(A) QI actually knows a reportableobligations imposed by chapter 61 and
Ql is a non-U.S. payor, QI has primaryamount is subject to backup withholdingsection 3406 of the Code and shall be sub-
Form 1099 reporting and backup with-and another payor failed to apply backuject to any applicable penalties for failure
holding responsibility for broker proceedsor NRA withholding; to meet those obligations. The exception
described in section 2.44(B)(2) and (3) ofB) Another payor has not applied backufrom backup withholding under Treas.
this Agreement and foreign source inoer NRA withholding to a reportable Reg. §31.3406(g)—-1(e) shall not apply,
come paid in the United States or to an aemount because of an error made by Qlowever, to payments of deposit interest,
count maintained in the United States a@.g., QI failed to provide the other payoor interest or original issue discount on re-
described in section 2.44(B)(4) of thiswith information regarding the name, addemptions of short-term obligations, to
Agreement, if such payments are made, dress, TIN, if available, and withholdingthe extent QI must presume that an ac-
presumed made under section 5.13(C)(4xte pool for a U.S. non-exempt recipientount holder is a U.S. non-exempt recipi-
of this Agreement, to U.S. non-exempt reaccount holder subject to backup withent under section 5.13(C)(2) of this
cipients. holding); Agreement. QI shall inform a withhold-
(C) Designated Broker Proceeds Proce- (C) QI pays a reportable amount to a U.9ng agent from which it receives a re-
dure. Whether QI is a U.S. payor or non-non-exempt recipient whose identity angbortable amount that it has assumed pri-
U.S. payor, QI may request another payarther account information are prohibitednary Form 1099 reporting and backup
to report on Form 1099 and, if requiredby law from disclosure (see section 6.04vithholding responsibility by providing
backup withhold on designated brokeof this Agreement) and another payor ofhe withholding agent with a valid with-
proceeds (as defined in section 2.11 dghe reportable amount has not backupolding certificate described in section 6
this Agreement), provided the other payowithheld. of this Agreement and by designating on
actually receives the broker proceeds. @I is not required to backup withhold,the withholding statement associated with
will not be primarily responsible for Formhowever, on a reportable amount it makesuch certificate the account for which QI
1099 reporting and for backup withholdto a withholding foreign partnership or toassumes primary Form 1099 reporting
ing if the other payor agrees to do the reanother qualified intermediary if the otherand backup withholding responsibility.
porting and backup withholding and Qlqualified intermediary has assumed priQl may assume primary Form 1099 re-
provides all of the information necessarynary Form 1099 reporting and backuporting and backup withholding responsi-
for the other payor to properly report, andvithholding responsibility with respect tobility without informing the IRS, unless
backup withhold on the designated brokethe payment. See section 3.05 of thi®l is a non-U.S. payor. QI is not required
proceeds. QIl, however, remains primarilAgreement for backup withholding re-to assume primary Form 1099 reporting
responsible for Form 1099 reporting andponsibility for reportable payments otheand backup withholding responsibility for
backup withholding if the other payorthan reportable amounts. See section 8.@4l accounts it has with a withholding
does not agree to report and backup witlof this Agreement regarding QI's responagent. However, if QI assumes primary
hold, or QI knows that the other payosibility to report reportable payments orForm 1099 reporting and backup with-
failed to do so. Form 1099. holding responsibility for any account, it
Sec. 3.06. Primary Form 1099 Report- [NOTE: A qualified intermediary that is must assume that responsibility for all re-
ing and Backup Withholding Responsi- not a U.S. payor must obtain IRS approvgbortable amounts made by a payor to that
bility For Reportable Amounts Not As- to assume primary Form 1099 reportingaccount. QI shall not be required to
sumed. Notwithstanding sections 1.01and backup withholding responsibility withbackup withhold on a reportable amount
and 3.04 of this Agreement, QI shall notespect to reportable amounts. The IR# makes to another qualified intermediary
be required to backup withhold on a rewill evidence its approval of a non-U.Sthat has assumed primary Form 1099 re-
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porting and backup withholding responsithe PAl is itself a withholding agent undet6.03 of this Agreement. In addition, the
bility with respect to the reportablechapter 3 of the Code and a payor und®Al is required to disclose to QI the ac-
amount. See section 8 of this Agreemermhapter 61 and section 3406 and is itsetfount holders of a nonqualified intermedi-
regarding QI's responsibility to report re-separately liable for its failure to meet itsary, or interest holders in a flow-through
portable payments on Form 1099. obligations under the Internal Revenuentity, which has an account with the PAI
Sec. 3.08. Deposit Requirementdf QI Code. Notwithstanding the foregoing, Qland all of the information relating to those
is a U.S. payor or a non-U.S. payor thathall not be liable for tax, interest, oraccount holders that is required for the
assumes primary NRA withholding re-penalties for failure to withhold and re-QI, or another withholding agent, to re-
sponsibility or primary Form 1099 andport under chapters 3, 61, and sectioport the payments made to those account
backup withholding responsibility, it must3406 of the Code unless the underwithholders as required by sections 8.02(B)
deposit amounts withheld under chapter Bolding or the failure to report amountsand 8.04 of this Agreement. The PAI is
or section 3406 of the Code with a Fedeorrectly on Forms 945, 1042, 1042-S onot required to disclose to Ql, or another
eral Reserve bank or authorized financidl099 are due to QI's or its PAI’s failure towithholding agent, its direct account
institution at the time and in the manneproperly perform its obligations underholders that are foreign persons.
provided under section 6302 of the Codthis Agreement. The PAI is not requiredSec. 4.02. Modification of Obligations
(see Treas. Reg. 81.6302-2(a) oto enter into an agreement with the IRSor PAlI Agreements. The agreement be-
§31.6302-1(h)). If Qlis a hon-U.S. payoiThe IRS may, however, in its sole discretween QI and a PAI must provide that QI
that does not assume primary NRA withtion, refuse to permit an intermediary teshall include all reportable payments
holding responsibility or primary Form operate as a PAI by providing notice to Qiade by the PAI in QI's Forms 945 and
1099 and backup withholding responsibilat the address provided in section 12.06 40099 and all payments of amounts subject
ity, QI must deposit amounts withheld bythis Agreement. QI may, however, appedab NRA withholding made by the PAI in
the 15th day following the month inthe IRS’s determination by following theQIl's Forms 1042 and 1042-S as if QI had
which the NRA or backup withholding notice and cure provisions in sectiommade the payments directly to the PAl's
occurred. 11.05 of this Agreement. For purposes adccount holders. Therefore, QI shall re-
this Agreement, an intermediary shall b@ort payments made to a PAI's direct for-
considered a PAI only if the following eign account holders (other than interme-
conditions are met: diaries, custodians, nominees, agents or
(A) The PAI is, pursuant to a writtenflow-through entities) using the reporting
Sec. 4.01. In GeneralQl may enter into agreement between QI and the PAI, sulpools as described in section 8.03 of this
a private arrangement with another inted€Ct to all the obligations of QI under thisAgreement and shall report payments
mediary under which the other imermediAgreement, except te the extent modifiednade to indirect foreign account holders
ary agrees to perform all of the obliga-by sectlen 4.02 of_thls Agreement; _ of the PAI by_ _report_ln_g the payments as
tions of QI under this Agreement, excep@_?’) QI f|Ies_a notice with the Commis- made te specific reC|p|_ents under the rules
as provided in section 4.02 of this AgreeSIONer, or h|_S delegate, at _the address st section 8_.02 of this Agreement_. Ql
ment. Such agreement shall be betwedfrth in secyon 12.06 of this A_greeme_ntshell also file Fo_rms 1099 and, if re-
the QI and all the offices of the other inbefore fche first payment fo_r WhICh the in-quired, backup withhold on reportable
termediary located in a specified Coumr)}.ermedlary acts as a PAI giving the namepaym_ents ma_de_to U.S. non-exempt recip-
The specified country must be one fopddress, taxpayer identification numbeient direct or indirect account holders of a
which this Agreement is available. suclPf the intermediary, if any, and the naméAl in accordance with the terms of this
an intermediary is referred to in thi<of the country or countries in which theAgreement. QI shall require a PAI to pro-
Agreement as a private arrangement intepffices of the intermediary that are subjectide QI with all t_he infermetion necessary
mediary (“PAI"). By entering into a PAI to the PAI agreement are Ioceted;_ for QI to meet its obl_lg_atlons under this
agreement, QI is not assigning its IiabiIit)xC) The PAI is subject to the identical ex-Agreement. No provisions shall be con-
ternal audit procedures that apply to Qfained in the agreement between QI and a

for the performance of any of its obliga- - A
under this Agreement and the PAI uses dPAl that preclude, and no provisions of

tions under this Agreement. Therefore; _ i _ i )
QI shall remain liable for any tax, pena|_exter_nal auditor designated in Appendlx Bhis Agreement eh_all be construed_ to_ pre-
ties, interest, and any other sanction thg{ this Agreement, or another auditor apelude, the PAI's joint and several liability
may result from the failure of the PAI toProved by the IRS for that PAI; and for tax, penalties, and interest under chap-
meet any of the obligations imposed by itéD) The PAI fgrnish_es Ql vv_ith a Form W ters 3, 61, and section 3_406 of_the Code to
agreement with QI. QI agrees not to a8IMY described in eectlon 6 of th_|st_he extenf[ that underwithholding, penal-
sert any defenses against the IRS for tHegreement as modified by this sectiorties, and interest have not been collected
failures of the PAI or any defenses thaf-01(D). The PAl is required to providefrom QI and the underwithholding or fail-
the PAI may assert against Ql. For pUIQI with the Forms W-9 (or, in absence o_tjre to report amounts correctly on Forms
poses of this Agreement, the PAI's actua{he form, the name, address and TIN, 845, 1042, 1042-S or 1099 are due to a
knowledge or reason to know of facts rej@vailable) of the PAI's U.S. non-exemptPAl’s failure to properly perform its
evant to withholding or reporting shall berecipient account _holders _and the withebligations under _its agreement with QI.
imputed to QI. QI's liability for the fail- holding rate pool mforma_tlon for thos_eQI’s agreement W|th a PAl _must require
ures of the PAI shall apply even thougﬁccoum holders as required by sectiotihe PAI to disclose information regarding

SECTION 4. PRIVATE
ARRANGEMENT
INTERMEDIARIES
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U.S. non-exempt recipients to the samender this section 5 as the basis for the iimform account holders of the terms of lim-
extent that QI is required to disclose sucformation it provides another withholdingitation on benefits provisions of a treaty
information to the IRS or another payolagent under section 6 of this Agreemenfwhether or not those provisions are con-
under this Agreement. Nothing in theas well as to determine its own withholdtained in a separate article entitled Limita-
agreement between QI and a PAIl shalhg and reporting obligations. tion on Benefits) under which the account
permit the PAI to assume primary NRASec. 5.02. Documentation For Foreign holder is claiming benefits.
withholding responsibility or primary Account Holders. Except as otherwise (A) Treaty Documentation. The docu-
Form 1099 reporting and backup withprovided in section 5 of this Agreement, Qmentation required by this section
holding responsibility. may treat an account holder (including aB.03(A) is as follows:
Sec. 4.03. Termination of Arrange- account holder that is a collective invest{1l) The account holder has provided a
ment. QI shall cease to treat an intermement vehicle) as a foreign beneficial owneproperly completed Form W-8BEN with
diary as a PAI within 90 days from theof an amount if the account holder providepart 1l of the form completed, including
day QI knows that the PAI is in default ofa valid Form W-8 (other than Form W-the appropriate limitation on benefits and
its agreement with QI unless the PAI ha8IMY) or valid documentary evidence, assection 894 certifications. A TIN shall
cured the event of default prior to the exdescribed in section 2.12 of this Agreementiot be required, however, if the beneficial
piration of such 90 day period. QI musthat supports the account holder’s status a®@aner is a direct account holder. An indi-
provide the IRS with notice of any PAlforeign person. QI may treat a documentaect account holder is required to have a
agreement that has been terminatefdreign beneficial owner account holder a3IN to claim treaty benefits unless it is
within 30 days of the termination. entitled to a reduced rate of NRA withhold-claiming treaty benefits on income from a
ing if all the requirements to a reduced ratmarketable security;
SECTION 5. DOCUMENTATION are met and the documentation provided b{2) The account holder has provided doc-
REQUIREMENTS the account holder supports entitlement to@mentary evidence that has been obtained
Sec. 5.01. Documentation Require- reduced rate. QI may not, _however, redugeursuant to the know-your-customer rules
ments. QI shall apply the presumptionth_e rate_ of NRA withholding or backu_pthat apply to the account holder and the
rules to any account holder that receivesithholding requwed under tr_\e presumpno_raccount h(_)lder has mgde the treaty stgte-
reportable amount or reportable paymerﬂ‘”es of section 5.13(C) of this Agre_ement ifnent requwe_d by _sectlon 5.03(B) of this
unless QI can reliably associate the pa)QI know§ thgt the account h(_)lder _(mcludmgj\greement, if applicable; or
ment with valid documentation from the@ collective investment vehicle) is not thg3) The account holder provides the type of
account holder. QI agrees to use its pelgneficial owner of a reportable amount odocumentary evidence required under
efforts to obtain documentation from acleportable payment. In addition, QI mayfreas. Reg. §1.1441-6 to establish entitle-
count holders. If QI is obtaining docy-not treat an ac_cm_mt _holder tha_t providement to a reduced rate of withholding under
mentary evidence, QI also agrees to a&i_ocume_ntatlon |_nd|cat|ng that it is a banka treaty and the account h_older has m_ade
here to the know-your-customer rules thagroker, |ntermed|ary,_or agent (such as an ahe treaty s_tatement reqqlred by section
apply to QI with respect to the accoun{or_ney) as a beneflc_|al owner unles_s QI re5.03(B) of this Agreement, if applicable.
holder from whom the documentary eviC€Ves & statement, in writing and signed b{B) Treaty Statement. The treaty state-
dence is obtained. As set forth in sectioft PErson with authority to sign such a statenent required by this section 5.03(B) is as
11.04(F) of this Agreement, failure to 0b_ment,_s_tating that such _account holder is ttellows:
tain documentation from a significantbenef'c'al owner of the income. Further, QI [Name of account holder] meets all
number of direct account holders constif@y not reduce the rate of withholding that provisions of the treaty that are neces-
tutes an event of default. QI agrees to r@pplies under the presumption rules of sec- sary to claim a reduced rate of with-
view and maintain documentation in aclion 5.13(C) of this Agreement on the basis holding, including any limitation on
cordance with this section 5 and, in th&f a collective or global certification that is benefits provisions, and derives the in-
case of documentary evidence obtained@ade by any person (such as an intermedi-come within the meaning of section
from direct account holders, in accordanc@"Y OF flow-through entity) on behalf of oth- 894 of the Code, and the regulations
with the know-your-customer rules sefrs unless the certification is a valid Form thereunder, as the beneficial owner.
forth in the Attachments to this Agree-W'BIMY' and then, only to the extent thatQl shall not be required to obtain a treaty
ment. QI also agrees to make document&! can reliably a_ssociate the pf'iyment witBtatemer_n r_equired by t_his sect_ion 5.03(B)
tion (together with any associated with-Va“d documentatlc_)n that establishes the atrom_ an individual who is a resident of an
holding statements and other documenfé)ur_‘t holdgr’s entltlemen_t to a reduced rz_itnppllcable tr\_’-)aty cp_untry or from the gov-
or information) available upon request foPf withholding. See sectlor_1 5.13_(B) of thisernment, or its political subdivisions, of a
inspection by QlI's external auditor. Q|Agr_eeme_nt for rules reg_ardlng reliable assdreaty cou_n_try. 3
represents that none of the laws to which giation with documentation. (C)_ Transition Rule for Treaty Cert|f|-_
is subject prohibits disclosure of the idenSec. 5.03. In_ GeneraIQI may not reduce Cathn. QI may reduce the rate of Wlth-_
tity of any account holder (including ac_the rate of Wlth_holdmg based ona benefhpldlng on a payment made to a bengﬂ-
count holders subject to the provisions ol owqer’s claim of treaty _benefltS _unlesslal owner gccount holder that is
section 6.04 of this Agreement) or accourle! o_btams the docu_mentat|on required k?yyt_herms_e entitled to a reduced rate of
information to QI's external auditor. Q|s_ect|0n 5.03(A) of this Agr_eement. In addlw_lthholdlng _ur_1der an income tax treaty
may rely on the documentation it obtaindion, QI agrees to establish procedures twithout obtaining the treaty statement re-
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quired in sections 5.03(B) of this Agreeteduced rate of withholding under an inset forth below.

ment provided that the account to whicltome tax treaty if it has valid documenta¢A) Nonqualified Intermediaries and
the payment is made was established bgen that, under section 5.03 of this AgreeFlow-Through Entities. QI shall not
fore January 1, 2001, and the payment tment, is sufficient to obtain a reduced ratapply the presumption rules on a payment
which a reduced rate of withholdingof withholding under a treaty. made to a nonqualified intermediary or
under the income tax treaty is applied i§C) Other Code Exception. If a foreign flow-through entity to the extent—
received on or before December 31, 2008 overnment or foreign central bank of1) QI receives a valid Form W-8IMY
Sec. 5.04. Documentation for Interna- issue is not claiming benefits under segrovided by the nonqualified intermedi-
tional Organizations. QI may not treat tion 892 of the Code but under anotheary or the flow- through entity; and

an account holder as an international oCode exception (e.g., the portfolio inter{2) QI can reliably associate the payment,
ganization entitled to an exemption fromest exception under sections 871(h) owithin the meaning of section 5.13(B) of
withholding under section 892 of the881(c) of the Code), the provisions of secthis Agreement, with valid documentation
Code unless the name provided on thions 5.02 of this Agreement apply rathedescribed in this section 5 provided by ac-
documentation (including a Form W-than the provisions of this section 5.05. count holders that are not themselves non-
8EXP) is the name of an entity designate8ec. 5.06. Documentation for Foreign qualified intermediaries or flow through
as an international organization by execufax-Exempt Organizations. entities.

tive order pursuant to 22 United State§A) Reduced Rate of Withholding (B) Qualified Intermediaries and With-
Code 288 through 288(f) and the docutnder Section 501. QI may not treat an holding Foreign Partnerships. QI shall
mentation is valid under section 5.10 o&ccount holder as a foreign organizationot apply the presumption rules to a pay-
this Agreement. If an international orgadescribed under section 501(c) of thenent made to a qualified intermediary or
nization is not claiming benefits underCode, and therefore exempt from withwithholding foreign partnership to the ex-
section 892 of the Code but under anothérolding (or, if the account holder is a fortent QI can reliably associate the payment
Code exception, the provisions of seceign private foundation, subject to with-with a valid Form W-8IMY provided by
tions 5.02 of this Agreement apply ratheholding at a 4-percent rate under sectiothe qualified intermediary or withholding
than the provisions of this section 5.04. 1443(b) of the Code) unless QI obtains foreign partnership and, for those pay-
Sec. 5.05. Documentation for Foreign valid Form W-8EXP on which Part 11l of ments for which a qualified intermediary
Governments and Foreign Central the form is completed. has not assumed primary NRA withhold-
Banks of Issue. (B) Reduced Rate of Withholding ing responsibility or primary Form 1099
(A) Documentation From a Foreign Under Treaty. QI may not treat an ac- reporting and backup withholding respon-
Government or Foreign Central Bank count holder as a foreign organization thatibility, QI can reliably associate the pay-
of Issue Claiming an Exemption From is tax-exempt on an item of income purment with a withholding rate pool, as de-
Withholding Under Section 892 or Sec- suant to a treaty unless QI obtains validcribed in section 6.03 of this Agreement.
tion 895. QI may not treat an accountdocumentation as described under secti@) Private Arrangement Intermedi-
holder as a foreign government or foreig.03 of this Agreement that is sufficientaries. QI shall not apply the presumption
central bank of issue exempt from withfor obtaining a reduced rate of withhold+ules of section 5.13 of this Agreement if
holding under section 892 or 895 of théng under a treaty and the documentatio®l has an agreement with a PAI, QI ob-
Code unless— establishes that the account holder is d@ains from the PAI a Form W-8IMY com-
(1) QI receives from the account holder arganization exempt from tax under theleted as if the PAIl were a qualified inter-
Form W-8EXP or documentary evidencdreaty on that item of income. mediary (with the exception that the PAI
establishing that the account holder is éC) Other Exceptions. If a tax-exempt must not provide a QI-EIN on the Form
foreign government or foreign centralentity is not claiming a reduced rate ofN-8IMY) and QI can reliably associate
bank of issue; withholding because it is an organizatiothe payment with reporting pools as de-
(2) The income paid to the account holdedescribed under section 501(c) of thscribed under section 8 of this Agreement,
is the type of income that qualifies for arCode or under a treaty article that appliesr with withholding rate pool information
exemption from withholding under sec-to exempt certain organizations from taxielating to U.S. non-exempt recipients
tion 892 or 895; and but is claiming a reduced rate of with-and indirect foreign account holders.

(3) QI does not know, or have reason tholding under another Code or treaty exSec. 5.08. Documentation For U.S. Ex-
know, that the account holder is a coneeption, the provisions of section 5.02 oémpt Recipients. QI shall not treat an
trolled commercial entity, that the incomethis Agreement shall apply rather than thaccount holder as a U.S. exempt recipient
owned by the foreign government or forprovisions of this section 5.06. unless QI obtains from the account
eign central bank of issue is being reSec. 5.07. Documentation From Inter- holder—

ceived from a controlled commercial enmediaries or Flow-Through Entities. (A) A valid Form W-9 on which the ac-
tity, or that the income is from theQI shall apply the presumption rules otount holder writes “Exempt” in Part 1l of
disposition of an interest in a controlledsection 5.13 of this Agreement to a rethe Form;

commercial entity. portable amount or reportable paymenB) Documentary evidence that is sufficient
(B) Treaty Exemption. QI may treat an made to a nonqualified intermediary oto establish both the account holder’'s U.S.
account holder as a foreign government dlow-through entity except to the extentand exempt recipient status; or

foreign central bank of issue entitled to &I follows the documentation procedure¢C) Documentary evidence that is suffi-

January 24, 2000 398 2000-4 |.R.B.



cient to establish the account holder’s stable or incorrect only if one or more ofForeign Status.

tus as a U.S. person and QI can treat tilee circumstances described in this se¢p) QI shall not treat documentary evi-
person as an exempt recipient under thieon 5.10(B) apply. If an account holderdence provided by an account holder after
rules of Treas. Reg. 881.6041-3(q)has provided documentation that is not rddecember 31, 2000, as valid for purposes
5f.6045-1(c)(3)(i)(B), 1.6045-2(b)(2)(i), liable under the rules of this sectiorof establishing the account holder’s for-
or 1.6049-4(c)(1)(ii), as appropriate5.10(B), QI may require new documentaeign status if the only mailing or resi-
without obtaining documentation. tion. Alternatively, QI may rely on the dence address that is available to QI is an
Sec. 5.09. Documentation for U.S. Non- documentation originally provided if theaddress at a financial institution (unless
Exempt Recipients QI shall not treat an rules of this section 5.10(B) permit suchthe financial institution is a beneficial
account holder as a U.S. non-exempt reeliance based on additional statementswvner), an in-care-of address, or a P.O.
cipient unless QI obtains a valid Form W-and documentation. Box. In this case, QI must obtain addi-
9 from the account holder, QI knows ar{l) General Rules. tional documentation that is sufficient to
account holder is a U.S. non-exempt regd) To the extent QI has primary Formestablish the account holder’s identity as a
cipient, or QI must presume a person is 099 and backup withholding responsibilforeign person. QI shall not treat docu-
U.S. non-exempt recipient under sectioniy, QI shall not rely on a Form W-9 if it is mentary evidence provided by an account
5.13(C)(2) or (4) of this Agreement. Seenot permitted to do so under the rules dfiolder before January 1, 2001, as valid for
section 6.04 of this Agreement for ruleslreas. Reg. §31.3406(h)-3(e). purposes of establishing an account
that apply if the identity of a U.S. non-ex~(ii) QI shall not treat documentary evi-holder’s status as a foreign person if it has
empt recipient is prohibited by law fromdence provided by an account holder aactual knowledge that a person is a U.S.
being disclosed. valid if the documentary evidence doeperson or if it has a mailing or residence
Sec. 5.10. Documentation Validity. not reasonably establish the identity of thaddress for the account holder in the
(A) In General. QI may not rely on doc- person presenting the documentary evlnited States. If QI has an address for the
umentation if QI has actual knowledge, odence. For example, documentary evaccount holder in the United States, QI
reason to know as described in sectiodence is not valid if it is provided in per-may treat the account holder as a foreign
5.10(B) and (C) of this Agreement, thason by an account holder that is a naturglerson if it can so treat the account holder
the information or statements contained iperson and the photograph on the documnder the rules of section 5.10(B)(2)(ii) of
the documentation are unreliable or incomentary evidence, if any, does not matcthis Agreement.

rect. Once QI knows, or has reason tthe appearance of the person presentiifd) QI shall not treat documentation as
know, that documentation provided by arthe document. valid for purposes of establishing an ac-
account holder is unreliable or incorrect(ii) QI may not rely on documentation tocount holder’s status as a foreign person if
it can no longer reliably associate a payeduce the withholding rate that wouldQIl has a mailing or residence address
ment with valid documentation and,otherwise apply under the presumptiofwhether or not on the documentation) for
therefore, shall treat the account holder asiles if the account holder’s documentathe account holder in the United States or
an undocumented account holder antion is incomplete, contains informationif the account holder notifies QI of a new
shall apply the presumption rules of secthat is inconsistent with the accountddress in the United States.

tion 5.13 of this Agreement until it ob-holder’s claim, QI has other account inif the account holder is a natural person,
tains valid documentation. In addition, ifformation that is inconsistent with the acQl may nevertheless treat the account
QI discovers that information containedccount holder’s claim, or the documentaholder as a foreign person if Ql—

in documentation is unreliable or incortion lacks information necessary to(a) Has in its possession or obtains addi-
rect, QI agrees that it will promptly pro-establish entittement to a reduced rate difonal documentary evidence (which does
vide a withholding agent with correctedwithholding. For example, if an accountnot contain a U.S. address) supporting the
information (e.g., corrected withholdingholder provides documentary evidence tolaim of foreign status and a reasonable
rate pools, corrected Forms W-9, or corelaim treaty benefits and the documentargxplanation in writing supporting the ac-
rect TINS), if necessary for the withhold-evidence establishes the account holdertount holder’s foreign status;

ing agent to perform its obligations,status as a foreign person and a resident(tf) Has in its possession or obtains a valid
within 30 days after QI discovers that the treaty country, but fails to provide the=orm W-8, if the initial documentation
documentation upon which it has relied isreaty statement in section 5.03 of thiprovided was not a Form W-8, and the
unreliable or incorrect. If QI receives no-Agreement, if required, the documentaryorm W-8 contains a permanent residence
tification from the IRS that documenta-evidence does not establish the accouatldress outside the United States and &
tion provided by an account holder is unholder’s entitlement to a reduced rate afailing address outside the United States
reliable or incorrect (e.g., that the TINwithholding. However, for purposes of(or if a mailing address is inside the
provided by an account holder is incorestablishing an account holder’s status dgnited States the account holder provides
rect) QI shall follow the procedures set foreign person or residency under an ira reasonable explanation in writing sup-
forth in Treas. Reg. §31.3406(d)-5. come tax treaty, documentation shall bporting the account holder’s foreign sta-
(B) Reason to Know-Direct Account considered inconsistent only if it is not retus); or

Holders. QI shall be considered to havdiable under the rules of section(c) Is required to report annually a pay-
reason to know that documentation pro5.10(B)(2) and (3) of this Agreement. =~ ment to the account holder on a tax infor-
vided by a direct account holder is unreli{2) Rules Regarding Establishment of mation statement in the country in which
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QI, or a branch of QlI, is located; QI is reevidence that establishes residency in (@nd the documentary evidence does not
quired to file a copy of that statement withreaty country. contain an address outside the applicable
the tax authority of that country; and that (ii) QI shall not treat an account holdetreaty country, a P.O. Box, an in-care-of
country has an income tax treaty in effecas a resident under an income tax treatyafddress, or the address of a financial insti-
with the United States. the permanent residence address ontation);

If the documentation is provided by anForm W-8 is in the applicable treaty coun- (b) QI has in its possession, or obtains,
entity (other than a flow-through entity),try but QI has a mailing or residence addocumentary evidence that establishes
QI may nevertheless treat the accourtdress for the account holder (whether dhat the account holder is an entity orga-
holder as a foreign person if Ql— not contained on the Form W-8) outsidaized in a treaty country (or an entity
(d) Has in its possession, or obtains, dodhe applicable treaty country. A mailingmanaged and controlled in a treaty coun-
umentation that substantiates that the eaddress that is a P.O. Box, in-care-of adry, if the applicable treaty so requires); or
tity is actually organized or created undedress, or address at a financial institution (c) QI obtains a valid Form W-8 that
the laws of a foreign country; (if the financial institution is not a benefi-contains a permanent residence address
(e) Obtains a valid Form W-8, if the initial cial owner) shall not preclude QI fromand a mailing address in the applicable
documentation provided was not a Fornreating the account holder as a resident tleaty country.

W-8, and the Form W-8 contains a permaan applicable treaty country if such ad- (iv) QI shall not treat documentation as
nent residence outside the United Stateless is in the applicable treaty countryalid for purposes of establishing an ac-
and a mailing address outside the Uniteld QI has a mailing or residence addressount holder’s residence in an applicable
States (or if a mailing address is inside thior the account holder outside the applicareaty country if the account holder has
United States the account holder providdsle treaty country, QI may neverthelesstanding instructions for QI to pay
additional documentary evidence suffirely on the form if— amounts from its account to an address or
cient to establish the account holder’s for- (a) QI has in its possession, or obtainsgn account outside the treaty country un-
eign status); or additional documentation supporting théess the account holder provides a reason-
(f) Is required to report annually a pay-account holder’s claim of residence in thable explanation, in writing, establishing
ment to the account holder on a tax inforapplicable treaty country (and the addithe account holder’s residence in the ap-
mation statement in the country in whichional documentation does not contain aplicable treaty country.

Ql, or a branch of QlI, is located; QI is re-address outside the treaty country); (C) Reason to know—Indirect Ac-
quired to file a copy of that statement with (b) QI has in its possession, or obtaing;ount Holders. QI shall be considered to
the tax authority of that country; and thatocumentation that establishes that thieave reason to know that relevant infor-
country has an income tax treaty in effeciccount holder is an entity organized in anation or statements contained in docu-
with the United States. treaty country (or an entity managed anchentation provided by an indirect account
(iii) QI shall not treat documentation agontrolled in a treaty country, if the ap-holder are unreliable or incorrect if a rea-
valid for purposes of establishing an acplicable treaty so requires); sonably prudent person in the position of
count holder’s status as a foreign person if (c) QI knows that the address outside tha qualified intermediary would question
the account holder has standing instru@pplicable treaty country (other than a P.Qhe claims made. QI shall have reason to
tions directing QI to pay amounts from itsBox, or in-care-of address) is a branch of know that indirect account holder docu-
account to an address or an account maibank or insurance company; or mentary evidence provided by a nonquali-
tained in the United States. QI may treat (d) QI obtains a written statement fromfied intermediary or a flow-through entity
documentation as valid for establishinghe account holder that reasonably estais unreliable or incorrect if a nonqualified
foreign status even though the accoutishes entitlement to treaty benefits. intermediary or flow-through entity does
holder has such standing instructions if (iii) QI shall not treat documentary evi-not provide QI with the names of the indi-
the account holder provides a reasonabtience as valid for purposes of establishiect account holders, their addresses, allo-
explanation in writing that supports itsing residency in a treaty country if QI hasation information allocating payments to

foreign status. a mailing or residence address for the aeach indirect account holder, and suffi-
(3) Rules for Establishing Residency count holder (whether or not on the docweient information for QI to report pay-
Under An Income Tax Treaty. mentary evidence) that is outside the apnents on Forms 1042-S and Forms 1099.

(i) QI shall not treat an account holdeplicable treaty country, or the onlyln addition, QI shall have reason to be-
as a resident under an income tax treatyaddress that QI has (whether in or outsideeve that an indirect account holder is not
the permanent residence address oncéthe applicable treaty country) is a P.Oentitled to a reduced rate of withholding
Form W-8 is not in the applicable treatyBox, an in-care-of address, or the addressmder an income tax treaty if the nonqual-
country. QI may, however, rely on theof a financial institution (if the financial ified intermediary or flow-through entity
Form W-8 if the account holder providednstitution is not the beneficial owner).has not provided sufficient information so
a reasonable explanation for the perm&l may nevertheless rely on the docuthat QI can verify that the indirect account
nent residence address outside the treatyentary evidence if— holder has provided a TIN, if required,
(e.g., the address is the address of a(a) QI has in its possession, or obtainsgand made the necessary statements re-
branch located outside the treaty countrgdditional documentary evidence supporgarding limitations on benefits provisions
in which the entity is a resident) or QI hasng the account holder’s claim of resi-and deriving the income under section
in its possession, or obtains, documentaence in the applicable treaty country94 of the Code and the regulations there-
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under. account holder’s documentation obtained is considered reliably associated with
Sec. 5.11. Documentation Validity Pe- under this section 5 for as long as docidocumentation under the rules of Treas.
riod. mentation is required to be retained unddReg. 81.1441-1(b)(2)(vii). Generally, QI
(A) Documentation Other than Form know-your-customer rules identified incan reliably associate a payment with
W-9. QI may rely on valid documentarythe relevant Attachment(s) to this Agreedocumentation if, for that payment, it
evidence obtained from account holderment, whether or not the documentatioholds valid documentation, as described
in accordance with applicable know-yourwas obtained pursuant to those rules.  in section 5 of the Agreement, from an ac-
customer rules as long as the documesec. 5.13. Application of Presumption count holder other than a nonqualified in-
tary evidence remains valid under thosRules. termediary or flow-through entity; it can
rules or until QI knows, or has reason t¢A) In General. QI shall apply the pre- reliably determine how much of the pay-
know, that the information contained insumption rules of section 5.13(C) of thigment relates to the valid documentation
the documentary evidence is incorrectAgreement if QI cannot reliably associatgrovided by such an account holder; and
QI may rely on the representations dea payment with valid documentation fromt has no actual knowledge or reason to
scribed in section 5.03 of this Agreemenan account holder other than a nonqualknow that any of the information or state-
obtained in connection with such docufied intermediary or a flow-through en-ments in the documentation are incorrect.
mentation for the same period of time atity. The presumption rules cannot be&ections 5.13(B)(1)—(5) of this Agree-
the documentation. QI may rely on aised to grant a reduced rate of withholdment describe whether a payment is reli-
Form W-8 until its validity expires undering. For example, the portfolio interestably associated with documentation if the
Treas. Reg. §81.1441-1(e)(4)(ii) and magxception of sections 871(h) and 881(cpayment is made to an intermediary or
rely on documentary evidence (other thaof the Code shall not apply to a persofiow-through entity.

documentary evidence obtained pursuathat is presumed to be foreign. Furthefl) Reliably Associating a Payment
to applicable know-your-customer rulesQI must apply the presumption ruledVith Documentation Provided by a
until its validity expires under Treas. Regwhen required and may not rely on its acNonqualified Intermediary or a Flow-
§1.6049-5(c)(2). tual knowledge regarding an accounThrough Entity. Generally, QI can reli-
(B) Form W-9. QI may rely on a valid holder’s status as a U.S. or foreign pembly associate a payment with documen-
Form W-9 as long as it has not been irson. For example, if the account holder iation provided by a nonqualified
formed by the IRS or another withholdingpresumed to be a U.S. non-exempt recipintermediary or a flow-through entity
agent that the form is unreliable. If Qlent, QI must treat the account holder asnly to the extent it can reliably associate
has primary Form 1099 reporting andubject to 31% backup withholding on ahe payment with a valid Form W-8IMY,;
backup withholding responsibility, it mayreportable payment even though QI actut can determine the portion of the pay-
rely on a Form W-9 unless one of the corally knows that the account holder is anent that relates to valid documentation,
ditions of Treas. Reg. foreign person. Notwithstanding the preassociated with the Form W-8IMY, from
§31.3406(h)-3(e)(2)(i) through (v) apply. ceding sentence, QI must rely on its ac@an account holder other than a nonquali-
Sec. 5.12. Maintenance and Retentiontual knowledge regarding an accountied intermediary or flow-through entity;
of Documentation. holder rather than what is presumed undemd the nonqualified intermediary or
(A) Maintaining Documentation. QI section 5.13(C) of this Agreement if,flow-through entity provides sufficient in-
shall maintain documentation by retainindpased on such knowledge, it should withformation for QI to report the payments
the original documentation, a certifiedhold an amount greater than the withholden Form 1042-S or Form 1099, if report-
copy, a photocopy, a microfiche, or bying rate under the presumption rules or ing is required. Notwithstanding the pre-
electronic storage or similar means o$should report on Form 1042-S or Fornteding sentence, to the extent a payment
record retention. For accounts openetl099 an amount that would otherwise nds not subject to reporting on Form 1042-
prior to January 1, 2001, if QI was not rebe reported. Thus, if an account holder iS or Form 1099, QI can reliably associate
quired under its know-your-customeipresumed to be a foreign person with rehe payment with valid documentation
rules to maintain originals or copies ofpect to an amount subject to withholdprovided it can determine the portion of
documentation, QI may rely on its acing, QI must treat the account holder athe payment allocable to a group of docu-
count information if it has complied with subject to 30 percent withholding and remented account holders (other than non-
all other aspects of its know-your-cusport the payment on Form 1042-S unlesgualified intermediaries or flow-through
tomer rules regarding establishment of a@l has actual knowledge that the accoumntities) for whom withholding and re-
account holder’s identity, it has a recordholder is a U.S. non-exempt recipient, irporting is not required. For example, a QI
that the documentation required under thethich case it must withhold 31 percentan treat a payment of deposit interest al-
know-your-customer rules was actuallyfrom the gross amount of the payment anldcable to a group of documented foreign
examined by an employee of QI in accorreport the payment on Form 1099. Failaccount holders and documented U.S. ex-
dance with the know-your-customer rulesyre to follow the presumption rules mayempt recipients as reliably associated with
and it has no information in its possessioresult in liability for underwithholding, valid documentation. If the documenta-
that would require QI to treat the docupenalties, and interest. tion attached to a nonqualified intermedi-
mentation as invalid under the rules ofB) Reliably Associating a Payment ary or flow-through entity’s Form W-
section 5.10(B) of this Agreement. With Documentation. A payment can be 8IMY is documentation from another
(B) Retention Period QI shall retain an reliably associated with documentation ihonqualified intermediary or flow-
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through entity, then the qualified interme-Qualified Intermediary that Assumes tion of a short-term obligation that is paid
diary must apply the rules of this paraPrimary Form 1099 Reporting and outside the United States to an offshore
graph to that other nonqualified intermeBackup Withholding Responsibility. account is presumed made to an undocu-
diary or flow-through entity. Generally, QI can reliably associate anented U.S. non-exempt recipient ac-
(2) Reliably Associating a Payment payment with valid documentation pro-count holder. QI must backup withhold at
With a Withholding Certificate Pro- vided by another qualified intermediary31 percent and report such amounts on
vided By a Qualified Intermediary. that assumes primary Form 1099 reporf-orm 1099 unless it has provided suffi-
Generally, QI can reliably associate @ag and backup withholding responsibil-cient information for another payor from
payment with documentation provided byty, but not primary NRA withholding re- which it receives such amounts to backup
another qualified intermediary that doesponsibility, to the extent it can associatevithhold and report the payments and QI
not assume either primary NRA withhold-the payment with a valid Form W-8IMY does not know that the other payor has
ing responsibility or primary Form 1099and a withholding statement that allocatefiled to backup withhold or report.
reporting and backup withholding responthe payment among withholding ratg3) Foreign Source Income, Broker
sibility to the extent the other qualified in-pools for foreign account holders. Proceeds, and Certain Other Amounts.
termediary provides a valid Form W-(5) Reliably Associating a Payment QI shall presume that the following pay-
8IMY and a withholding statement thatWith Documentation Provided by a ments are made to an exempt recipient
allocates the payment among withholdin@Qualified Intermediary that Assumes provided that such amounts are paid out-
rate pools for foreign account holders anBoth Primary NRA Withholding Re-  side the United States to an account main-
withholding rate pools attributable to eactsponsibility and Primary Form 1099 tained outside the United States:

U.S. non-exempt recipient account holdeReporting and Backup Withholding (i) Foreign source income;

for which the other qualified intermediaryResponsibility. Generally, QI can reli- (ii) Broker proceeds;

has provided a valid Form W-9. The preably associate a payment with valid docudii) Original issue discount paid in a sale
sumption rules shall not apply, howevemmentation provided by another qualifiedbther than a redemption;

even if a payment cannot be allocated tmtermediary that assumes both primar{iv) Interest paid as part of the purchase
each U.S. non-exempt recipient accoutRA withholding responsibility and pri- price of an obligation when the instru-
holder to the extent the alternative procanary Form 1099 reporting and backupnent is sold between interest payment
dures of section 6.03(B) of this Agree-withholding responsibility if QI can asso-dates;

ment apply. ciate the payment with a valid Form W+v) Amounts held on deposit with banks
(3) Reliably Associating a Payment 8IMY and a withholding statement thator other financial institutions for two
with Documentation Provided by a designates the accounts for which theveeks or less;

Qualified Intermediary That Assumes other qualified intermediary is acting as gvi) Amounts of original issue discount
Primary NRA Withholding Responsi- qualified intermediary and is assumingarising from a sale and repurchase trans-
bility . Generally, QI can reliably associprimary NRA withholding and primary action that is completed within two weeks
ate a payment with valid documentatiod-orm 1099 reporting and backup with-or less; or

provided by another qualified intermedi-holding responsibility. (vii) Amounts described in Treas. Reg.
ary that assumes primary NRA withhold{C) Presumption Rules. The presump- 881.6049-5(b)(7), (10), and (11).
ing responsibility, but not primary Formtion rules are as follows: Such amounts are not subject to withhold-

1099 reporting and backup withholding(1) Payments Made Outside the United ing or reporting.

responsibility, to the extent it can associStates to an Offshore Account of (4) Other Payments. Any payment not
ate the payment with a valid Form W-Amounts Subject to NRA Withholding. covered in sections 5.13(C)(1), (2) or (3)
8IMY and the withholding statement as-An amount that is subject to NRA with-of this Agreement shall be presumed
sociated with the Form W-8IMY allocatesholding that is paid outside the Unitednade to a U.S. non-exempt recipient and
the payment between a single withholdingtates to an account that is maintainettherefore shall be subject to Form 1099
rate pool attributable to all foreign per-outside the United States is presumekporting and to backup withholding.
sons for which the qualified intermediarymade to an undocumented foreign ad3ackup withholding shall not be required,
assumes primary NRA withholding re-count holder. Therefore, QI must treat theowever, if the exception provided in
sponsibility and to withholding rate poolsamount as subject to withholding at a ratéreas. Reg. §31.3406(g)—1(e) applies.
attributable to each U.S. non-exempt resf 30 percent on the gross amount paiBor example, any reportable payment
cipient account holder for which the otheand report the payment to an unknown agaid inside the United States or paid to a
qualified intermediary has provided acount holder on Form 1042-S. U.S. account is presumed made to a U.S.
valid Form W-9. The presumption ruleg2) Payments of Deposit Interest and non-exempt recipient and shall be subject
shall not apply, however, even if a payOID on Short-Term Obligations. An to backup withholding and reporting on
ment cannot be allocated to each U.&mount of U.S. source deposit interedtorm 1099 as paid to an unknown owner.
non-exempt recipient account holder tdgother than an amount that is part of the

the extent the alternative procedures qfurchase price of a certificate of deposi%ECTlON 6. QUALIFIED

section 6.03(B) of this Agreement apply. sold in a transaction other than a redemle'-\”_ERMEDIARY WITHHOLDING

(4) Reliably Associating a Payment tion) or an amount of U.S. source interest ERTIFICATE AND DISCLOSURE

With Documentation Provided by a or original issue discount on the redemeFACCOUNT HOLDERS TO

WITHHOLDING AGENT
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Sec. 6.01. Qualified Intermediary QI and must also document all occasionsithholding rate pool for each U.S. non-
Withholding Certificate. QI agrees to of user access that result in the submigxempt recipient account holder that QI
furnish a qualified intermediary withhold- sion or modification of withholding state-has disclosed to the withholding agent un-
ing certificate to each withholding ageniment information. In addition, the QI andess QI uses the alternative procedures in
from which it receives a reportablethe withholding agent must be capable afection 6.03(B) of this Agreement. QI
amount as a qualified intermediary. Theroviding a hard copy of all withholding shall determine withholding rate pools
qualified intermediary withholding cer- statements provided by the Ql. The withbased on valid documentation obtained
tificate is a Form W-8IMY (or acceptableholding statement shall be updated asnder section 5 of this Agreement, or if a
substitute form) that certifies that QI isoften as necessary for the withholdingpayment cannot be reliably associated
acting as a qualified intermediary, conagent to meet its reporting and withholdwith valid documentation, on the pre-
tains QI's QI-EIN, and provides all othering obligations under this Agreement.  sumption rules of section 5.13(C) of this
information required by the form. QI also(B) Content of Withholding Statement. Agreement. If QI has an account holder
agrees to furnish each withholding agenthe withholding statement must contairihat is another intermediary (whether a
to whom it provides a Form W-8IMY the sufficient information for a withholding qualified intermediary, a non-qualified in-
withholding statement described in secagent to apply the correct rate of withtermediary, or a private arrangement in-
tion 6.02 of this Agreement. QI is not reholding on payments from the accountsermediary) or a flow-through entity, QI
quired to disclose, as part of its Form Widentified on the statement and to propmay combine the account holder informa-
8IMY or its withholding statement, anyerly report such payments on Formsion provided by the intermediary or flow-
information regarding the identity of an1042-S and Forms 1099, as applicabléhrough entity with Ql's direct account

account holder that is a foreign person orhe withholding statement must— holder information to determine QI's
a U.S. exempt recipient.  However, tq1) Designate those accounts for which Qlvithholding rate pools.
the extent it does not assume primargcts as a qualified intermediary; (B) Alternative Procedure for U.S.

Form 1099 reporting and backup with{2) Designate those accounts for which QNon-Exempt Recipients. QI may, by
holding responsibility, QI must provide toassumes primary NRA withholding re-mutual agreement with the withholding
a withholding agent the Forms W-9 ob-sponsibility and/or primary Form 1099 re-agent, establish a single withholding rate
tained from each U.S. non-exempt recipiporting and backup withholding responsipool (not subject to backup withholding)
ent account holder on whose behalf QI rehility; and for all U.S. non-exempt recipient account
ceives a reportable amount. If a U.S(3) Provide information regarding with- holders for whom QI has provided Forms
non-exempt recipient that must be disholding rate pools, as described in sectiow-9 prior to the withholding agent paying
closed has not provided a Form W-9, Q6.03 of this Agreement, if necessary. any reportable amounts or, if applicable,
must, to the extent it has not assumed prgec. 6.03. Withholding Rate Pools. designated broker proceeds. Alterna-
mary Form 1099 reporting and backugA) In General. QI shall provide as part tively, QI may include such U.S. non-ex-
withholding, disclose the name, addres®f its withholding statement withholding empt recipients in a zero rate withholding
and TIN (if available) to the withholding rate pool information in a manner suffi-pool that includes U.S. exempt recipients
agent. QI is not required, however, to diseient for the withholding agent to meet itand foreign persons exempt from NRA
close the identity of a U.S. non-exempNRA and backup withholding responsi-withholding provided that all the condi-
recipient if QI is prohibited by law from bilities and its Form 1042-S and Forntions of this paragraph 6.03(B) are met.
making the disclosure and QI follows thel099 reporting responsibilities. With-Ql may establish a separate withholding
procedures of section 6.04 of this Agreeholding rate pool information is not re-rate pool (subject to 31% withholding) for
ment. quired to the extent QI has assumed botill U.S. non-exempt recipient account
Sec. 6.02. Withholding Statement. primary NRA withholding responsibility holders for whom QI has not provided
(A) In General. QI agrees to provide to and primary Form 1099 reporting and~orms W-9 prior to the withholding agent
each withholding agent from which QI re-backup withholding responsibility and allpaying any reportable amounts or, if ap-
ceives reportable amounts as a qualifietthe information required for the withhold-plicable, designated broker proceeds. If
intermediary a written statement (theng agent to report payments on FornQl chooses the alternative procedure of
“withholding statement”) described in1042-S (e.g., the type of income) arehis section 6.03(B), QI must provide suf-
this section 6.02. The statement forms anithin the knowledge of the withholdingficient information to the withholding
integral part of the Form W-8IMY. The agent. A withholding rate pool is a pay-agent no later than January 15 of the year
withholding statement may be provided ilment of a single type of income (e.qg., infollowing the year in which the reportable
any manner, and in any form, to which Qterest, dividends) determined in accoramounts and designated broker proceeds
and the withholding agent mutually agreedance with the categories of incoméf applicable, are paid that allocates such
For example, QI and the withholdingreported on Form 1042-S or Form 109%ayments to each U.S. non-exempt recipi-
agent may agree to establish a proceduas applicable, that is subject to a singlent account holder. Failure to provide
to furnish withholding statement informa-rate of withholding (e.g., 0%, 10%, 15%such information will result in the appli-
tion electronically. The procedure musbr 30%). To the extent QI does not ascation of penalties to the QI under sec-
contain sufficient safeguards to ensursume primary Form 1099 and backupions 6721 and 6722 of the Code and shall
that the information received by the with-withholding responsibility, QI's withhold- constitute an event of default under sec-
holding agent is the information sent byng statement must establish a separatien 11.04 of this Agreement.
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Sec. 6.04. Legal Prohibitions Against and Form 1099 reporting in accordancary 1, 2001. QI agrees to the following
Disclosure of U.S. Non-Exempt Recipi- with sections 3 and 8 of this Agreement. procedures for accounts opened by U.S.
ents. (4) If QI has not assumed primary Fornmon-exempt recipients on or after January
(A) Accounts Established Prior to Jan- 1099 reporting and backup withholdingl, 2001 (post-2000 accounts):

uary 1, 2001. If QI knows an account responsibility but is authorized, or is man{1) If QI is prohibited by law, including
holder is a U.S. non-exempt recipient andated, to disclose the account holder’By contract, from disclosing to a with-
the account holder’s account was estalmame, address, TIN and reportabléolding agent or to the IRS on Form 1099
lished with QI prior to January 1, 2001 (eamounts (and, designated broker proceetise account holder’s name, address, and
pre-2001 account), QI agrees to the folf section 3.05(C) of this Agreement ap-TIN, for reportable payments paid to the
lowing procedures: plies) to a withholding agent, QI mustaccount holder, then QI must—

(1) If QI is prohibited by law, including provide the account holder’s Form W-9(i) Request from the account holder the
by contract, from disclosing to a with-(or, if a Form W-9 was not obtained, theauthority to make such a disclosure;
holding agent or to the IRS on Form 109@ccount holder’s name, address, and TINij) Request from the account holder, prior
the account holder’s name, address, arnidavailable) to the withholding agent to-to opening the account, the authority to
TIN, for reportable payments paid to thegether with appropriate withholding rateexclude from the account holder’s ac-

account holder, then QI must— pool information within 30 days of thecount any assets that generate, or could
(i) Request from the account holder thelate QI receives such authorization. generate, reportable payments; or
authority to make such a disclosure; (5) If QI is authorized to dispose of the(iii) Request that the account holder dis-

(i) Request from the account holder thaccount holder’s assets that generate, olose himself by mandating QI to transfer
authority to sell any assets that generatepuld generate, reportable payments, @ Form W-9 completed by the account
or could generate, reportable paymentsnpust sell or exchange all such assetmlder.

or within 60 days of receiving authorization.(2) If QI is authorized to disclose the ac-
(i) Request that the account holder didn addition, if QI later discovers that ancount holder’s name, address, TIN (if
close himself by mandating QI to provideaccount contains such assets, QI must seNailable) and reportable amounts (and
a Form W-9 completed by the accounsuch assets within 60 days of the discowdesignated broker proceeds, if section
holder. ery. See sections 3 and 8 of this Agree3.05(C) of this Agreement applies), QI
(2) QI must make the requests describeshent for backup withholding and Formmust obtain a valid Form W-9 from the
in section 6.04(A)(1) at least two timesl099 reporting responsibilities. account holder and, to the extent QI does
during each calendar year and in a mannés) If QI is not authorized to disclose thenot have primary Form 1099 and backup
consistent with QI's normal communica-account holder’s identity or to sell or ex-withholding responsibility, provide the
tions with the account holder (e.g., bychange all of the account holder’s assefsorm W-9 to the appropriate withholding
mail, telephone, etc.). If QI is not authothat generate or could generate reportabégent promptly after obtaining the Form
rized to initiate communications with thepayments, but QI is not prohibited by lawW-9. If a Form W-9 is not obtained, then
account holder (e.g., QI can only commuincluding by contract, from disposing ofQl must provide the account holder’s
nicate with the account holder in person}he account holder’s assets even thoughriame, address, and TIN, if any, to the
QI must make the request at the time arftas not obtained specific authorizationwithholding agents from whom QI re-
in the manner that QI is authorized tdQl must sell or exchange all such asset®ives reportable amounts (and, if applic-
communicate with the account holder. on or before December 31, 2002, andble, designated broker proceeds) on be-
(3) Until QI receives a waiver of all prohi- apply backup withholding and Form 109%alf of the account holder together with
bitions against disclosure or authorizatiomeporting in accordance with sections appropriate withholding rate pool infor-
to sell all assets that generate, or coulahd 8 of this Agreement. mation relating to the account holder. To
generate, reportable payments, or a ma(B) Account Holder Discovered to be the extent QI has assumed primary Form
date from the account holder to provide &.S. Non-Exempt Recipient. If QI's 1099 reporting and backup withholding, it
Form W-9, QI shall backup withhold onrecords indicate that the account holder afiust backup withhold on all reportable
all reportable payments paid to the aca pre-2001 account is a foreign persopayments until it receives a valid Form
count holder and report those paymentsnd the QI discovers that the accound/-9.

on Form 1099 or, in the case of reportableolder is a U.S. non-exempt recipient, Q(3) If QI is not authorized to disclose an
amounts and designated proceeds, prehall follow the procedures of sectioraccount holder’s name and other required
vide another withholding agent with all6.04(A) of this Agreement, except that ifinformation but is authorized to exclude
the information required for that with-Ql may legally sell or exchange the acfrom the account holder’s account any as-
holding agent to backup withhold and reeount holder’s assets that generate, sets that generate, or could generate, re-
port the payments on Form 1099. If theould generate, reportable payments withportable payments, QI must follow proce-
account holder disposes of any assets thalit authorization, QI must sell or ex-dures designed to ensure that it will not
generate, or could generate, reportablghange all such assets on or before theld any assets that generate, or could
payments prior to providing QI with adate that is 365 days after QI learns thaenerate, reportable payments in the ac-
waiver of all prohibitions against disclo-the account holder is a U.S. non-exempmount holder’s account.

sure or authorization to sell all such asrecipient, or, if later, December 31, 2002.(4) If QI is authorized to exclude from the
sets, QI shall apply backup withholding(C) Accounts Opened on or After Janu- account holder’s account any assets that
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generate, or could generate, reportabl@) A statement setting forth the amount$ec. 8.01. Form 1042-S Reporting=x-
payments and QI discovers that the a®f any overwithholding or underwithhold- cept as otherwise provided in section 8.02
count contains such assets, QI must setlg adjustments made under Treas. Regf this Agreement, QI is not required to
such assets within 60 days of discoverin§1.1461-2 and sections 9.02 and 9.05 dile Forms 1042-S for amounts paid to
such assets and apply backup withholdintpis Agreement, and an explanation of theach separate account holder for whom
and Form 1099 reporting in accordanceircumstances that resulted in the over- @uch reporting would otherwise be re-
with sections 3 and 8 of this Agreement. under- withholding. quired. Instead, QI shall file a Form
(5) QI agrees that if any account holder irf2) A statement that sets forth the aggret042-S reporting the pools of income
a post-2000 account is discovered, aftgyate amounts of reportable payments paitireporting pools”) as determined in sec-
the opening of the account, to be a U.8o U.S. non-exempt recipient accountion 8.03 of this Agreement. QI must file
non-exempt recipient then QI will— holders, and the number of such accouits Forms 1042-S in the manner required
(i) Immediately correct the withholding holders, whose identity is prohibited byby the regulations under chapter 3 of the
statement information provided to theforeign law, including by contract, from Code and the instructions to the form, in-
withholding agent, if necessary, and disclosure. QI must separately reportluding any requirement to file the forms
(i) Either obtain a Form W-9 within 60 each type of reportable payment (detemagnetically or electronically. Separate
days of discovering that the account holdenined by reference to the types of incomBorms 1042-S must be filed by each legal
is a U.S. non-exempt recipient, and, if Qteported on Forms 1099) and the numbeamtity that is a qualified intermediary cov-
has not assumed primary Form 1099 resf undisclosed account holders receivingred by this Agreement. Each qualified
porting and backup withholding responsisuch payments. See section 6.04 of thistermediary covered by this Agreement
bility, provide the Form W-9 to the appro-Agreement. may, however, allow its individual
priate withholding agents together with(B) Extensions For Filing Returns. QI branches to file Forms 1042-S provided
appropriate withholding pool informationmay request an extension of the time fahat all Forms 1042-S contain the QI-EIN
promptly after obtaining the Form W-9 or/filing Form 1042, or any of the informa-of the legal entity of which the branch
if QI is not authorized to disclose accountion required to be attached to the formforms a part. Any Form 1042-S required
holder information, sell all of the accountby submitting Form 2758, Application forby this section 8 shall be filed on or be-
holder’s assets that generate or could geBxtension of Time to File Certain Excisefore March 15 following the calendar year
erate reportable payments within 60 calennhcome, Information, and Other Returnsn which the payment reported on the
dar days from the day that QI discovers then or before the due date of the returform was made. QI may request an ex-
account holder is a U.S. non-exempt recipFhe application must be in writing, prop-tension of time to file Forms 1042-S by
ient. QI must backup withhold, or instructerly signed by a duly authorized agent o§ubmitting Form 8809, Request for Ex-
a withholding agent to backup withhold orQl, and shall clearly set forth the follow-tension of Time to File Information Re-

any reportable payments made after theg: turns, by the due date of Forms 1042-S in
time QI discovers the account holder’q1l) The calendar year for which the extenthe manner required by Form 8809.
U.S. non-exempt recipient status and besion is requested; and Sec. 8.02. Recipient Specific Reporting.
fore obtaining a valid Form W-9 from the(2) A full explanation of the reasons forQIl (whether or not it assumes primary
account holder. requesting the extension to assist the IRSRA withholding responsibility) is re-

in determining the period of extension, ifquired to file separate Forms 1042-S for
SECTION 7. TAX RETURN any, that will be granted. amounts paid to each separate account
OBLIGATIONS Sec. 7.02. Form 945 Filing Require- holder as described in this section 8.02.

Sec. 7.01. Form 1042 Filing Require- ment. QI shall file a return on Form 945 QI must file separate Forms 1042-S by in-
ment. on or before January 31 following the caleome code, exemption code, recipient
(A) In general. QI shall file a return on endar year in which QI backup withheldcode, and withholding rate.

Form 1042, whether or not QI withheld®"Y amount under section 3406 of théA) QI must file separate Forms 1042-S
any amounts under chapter 3 of the Codg,Ode' Separate Forms 945 must be filddr each qualified intermediary or with-
on or before March 15 of the year followPY €ach legal entity that is a qualified inholding foreign partnership account
ing any calendar year in which QI acts gtermediary covered _by this Agreementholder _that re_ceives an amount subject to
a qualified intermediary. A separate Form he _f(_)rm_ must_ be flle_d at the addres8lRA withholding from QI (or from a PAI
1042 must be filed by each legal entit);pec'f'ed in the instructions for_ Form 9450_f Qn), vv_het_her such account holder is a
that is a qualified intermediary covered by" at any other address at which the IR8irect or indirect account holder.

this Agreement. Form 1042 shall be filediotifies QI under the provisions of sectior(B) QI must file separate Forms 1042-S
at the address indicated on the form or a4#-06 of this Agreement. for each foreign account holder of a non-
any other address at which the IRS noto€C- 7.03. Retention of Returns.Ql  qualified intermediary or foreign interest
fies QI under the provisions of sectiorshall retain Forms 945 and 1042 for théolder of a flow-through entity receiving
12.06 of this Agreement. In addition tog?Pplicable statute of limitations on assess&n amount subject to NRA withholding
fnents and collection under section 650fwhether the nonqualified intermediary or

the information specifically requested o THH ] IS
Form 1042 and the accompanying inof the Code. flow-through entity is a direct or indirect
account holder) to the extent QI can reli-

structions, QI shall attach to the form th%ECTION 8. INFORMATION ' - ;
following information: REPORTING OBLIGATIONS ably associate such amounts with valid
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documentation from an account holdepurpose, a foreign tax-exempt recipienaccount information are prohibited by
that is not itself a nonqualified intermedi-includes any organization that is not sublaw, including by contract, from disclo-
ary or flow-through entity. In addition, ject to NRA withholding and is not liable sure. Notwithstanding the previous sen-
QI must file separate Forms 1042-S foto tax in its country of residence becausence, QI is not required to report on
each foreign account holder of a nonqualt is a charitable organization, a pensiofform 1099 and backup withhold on des-
ified intermediary or foreign interestfund, or a foreign government. ignated broker proceeds to the extent the
holder of a flow-through entity that is anSec. 8.04. Form 1099 Reporting Re- designated broker proceeds provisions of
account holder of a PAI of QI (whethersponsibility. QI shall file Forms 1099 section 3.05 of this Agreement apply and
the nonqualified intermediary or flow-and, unless filing magnetically, FormQI does not know that the other payor has
through entity is a direct or indirect ac-1096, for reportable payments made téailed to report or backup withhold.

count holder of the PAI) to the extent Qlthe persons specified in this section 8.04C) QI must file a Form 1099 for a re-
can reliably associate the amounts subjeEbrms 1099 shall be filed on or before thportable amount paid to each U.S. non-
to NRA withholding with valid documen- date prescribed for the particular Formexempt recipient account holder (whether
tation from an account holder that is no1099 under chapter 61 of the Code and i direct or indirect account holder) whose
itself a nonqualified intermediary or flow-the manner required by regulations undedentity and account information are not
through entity. chapter 61 of the Code and the instrugrohibited by foreign law, including by
(C) QI must file separate Forms 1042-Sions to the forms, including any requirecontract, from disclosure and for whom
made out to an unknown recipient foment to file the forms magnetically orQIl has not provided a Form W-9 to a
amounts subject to withholding paid to alectronically. Extensions of the time towithholding agent or has not provided the
nonqualified intermediary or flow-throughfile Forms 1099 may be requested by sulzccount holder’s name, address, TIN (if
entity (whether the nonqualified interme-mitting Form 8809, Request for Exten-available) and withholding rate pool in-
diary or flow-through entity is a direct orsion of Time to File Information Returns,formation to a withholding agent.

indirect account holder), to the extent than the manner required by the form. If QD) QI must file a Form 1099 for a re-
QI cannot reliably associate such amounts required to file Forms 1099, it must fileportable payment (other than a reportable
with valid documentation from the ac-the appropriate form for the type of in-amount) paid to each U.S. non-exempt re-
count holders of the nonqualified intermeeome paid (e.g., Form 1099-DIV for divi- cipient (whether a direct or indirect ac-
diary or the interest holders of the flow-dends, Form 1099-INT for interest, Formcount holder), or to any account holder
through entity. In addition, QI must file 1099-B for broker proceeds). QI musthat is presumed to be a U.S. non-exempt
separate Forms 1042-S made out to an ufile Forms 1099 in the situations listed irrecipient, whose identity and account in-
known recipient for amounts subject tsections 8.04(A) through (E) of thisformation are not prohibited by foreign
withholding paid to a nonqualified inter- Agreement regardless of whether it adaw, including by contract, from disclo-
mediary or flow-through entity that is a di-sumes primary Form 1099 reporting angure. Notwithstanding the previous sen-
rect or indirect account holder of a PAI obackup withholding responsibility unlesstence, QI is not required to report on
QI to the extent that QI cannot reliably asetherwise provided in those sections.  Form 1099 or backup withhold on desig-
sociate such amounts with valid documer(A) QI must file a Form 1099 made out tmated broker proceeds paid to a U.S. non-
tation from the account holders of suclan unknown owner for the aggregatexempt recipient if the procedures of sec-
nonqualified intermediary or the interesamount of a particular type of reportabldgion 3.05 of this Agreement apply and QI
holders of the flow-through entity. amount paid to account holders that ardoes not know that the other payor has
Sec. 8.03. Reporting Pools for Form U.S. non-exempt recipients (whether difailed to report or backup withhold.
1042-S Reporting. Except for amounts rect or indirect account holders) whos€E) QI must file a Form 1099 for account
required to be reported under section 8.0@entity and account information are proholders (whether direct or indirect) that
of this Agreement, QI shall report allhibited by law, including by contract, are, or are presumed to be, U.S. non-ex-
amounts subject to NRA withholding byfrom being disclosed. However, QI is noempt recipients that receive reportable
reporting pools on a Form 1042-S if thoseequired to file a Form 1099 for, oramounts for which QI has assumed pri-
amounts are paid to direct account holdetsackup withhold on, a reportable amountary Form 1099 reporting and backup
of QI or to direct account holders of a PAto the extent QI has provided sufficienwithholding responsibility.

of QI that are (or are presumed to be) foinformation to another payor for that(F) QI must file a Form 1099 for an ac-
eign persons. A separate Form 1042-fayor to report the reportable amount asount holder (whether direct or indirect)
shall be filed for each type of reportingpaid to an unknown owner and to backughat is a U.S. person (whether exempt or
pool. Areporting pool consists of incomewithhold on the reportable amount and Qhon-exempt) if QI has made a reportable
that falls within a particular withholding does not know that the other payor hagayment to which it applied backup with-
rate and within a particular income codefailed to report or backup withhold. holding and QI has not reported the
exemption code, and recipient code as déB) QI must file a Form 1099 made out teamount under section 8.04(A)-(E) of this
termined on Form 1042-S. QI may use an unknown owner on the aggregatégreement.

single recipient code for all reportingamount of a reportable payment that is not

pools except for amounts paid to foreigm reportable amount paid to a U.S. norrECTION 9. ADJUSTMENTS FOR
tax-exempt recipients, for which a sepaexempt recipient (whether a direct or indiOVER- AND UNDER-
rate recipient code must be used. For thiect account holder) whose identity andVITHHOLDING; REFUNDS
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Sec. 9.01. Adjustments for NRA Over- the QI's subsequent deposit periods in theg the procedures of this section 9.04.
withholding by Withholding Agent. QI same calendar year to the extent that tligl shall not include in its collective re-
may request a withholding agent to makeithholding taxes required to be defund claim payments made to an indirect
an adjustment for amounts paid to QI oposited for a subsequent deposit periodccount holder or to a direct account
which the withholding agent has over-exceed the amount actually deposited. Amolder that is a nonqualified intermediary
withheld under chapter 3 of the Code byamount overwithheld in a calendar yeaor flow-through entity. QI shall follow
applying either the reimbursement procemay be applied to deposit periods in théhe procedures set forth under sections
dure described in section 9.01(A) of thizalendar year following the calendar yea8402 and 6414 of the Code, and the regu-
Agreement or the set-off procedure deef overwithholding only if: lations thereunder, to claim the credit or
scribed in section 9.01(B) of this Agree{1) QI states on a Form 1042-S (issued, ifefund. No credit or refund will be al-
ment within the time period prescribed folapplicable, to the account holders of théowed after the expiration of the statutory
those procedures. Nothing in this sectiomcome or otherwise to a reporting pool)period of limitation for refunds under sec-
shall be interpreted to require a withholdfiled by March 15 of the calendar yeation 6511 of the Code. QI may use the
ing agent to apply the reimbursement diollowing the calendar year of overwith-collective refund procedures under this
set off procedures under sections 9.01(A)olding, the amount of tax withheld andsection 9.04 only if the following condi-
or (B) of this Agreement. the amount of any actual repayments; antibns are met:

(A) Reimbursement Procedure.Ql may (2) QI states on a Form 1042, filed by(A) QI must not have issued Forms 1042-
request a withholding agent to repay QMarch 15 of the calendar year followingS to the account holders that received the
for any amount overwithheld under chapthe calendar year of overwithholding, thapayment that was subject to overwith-
ter 3 of the Code and for the withholdinghe filing of the Form 1042 constitutes &holding;

agent to reimburse itself under the reimelaim for credit in accordance with Treas(B) QI must submit together with its
bursement procedures of Treas. Redreg. §1.6414-1. amended return on which it claims a
§1.1461-2(a)(2)(i) by making the reques(B) Set-Off Procedure. QI may repay its credit or refund a statement of the reason
to the withholding agent prior to the dueaccount holders by applying the amourfor the overwithholding;

date for filing the Form 1042 and Formoverwithheld against any amount whici{C) QI must submit together with its
1042-S (without regard to extensions) footherwise would be required under chapamended return on which it claims a
the calendar year of overwithholding.  ter 3 of the Code to be withheld from acredit or refund a statement that it has re-
(B) Set-off Procedure. QI may request a payment made by QI to the account holdraid the amount of overwithholding to the
withholding agent to repay QI by apply-ers before the earlier of March 15 of th@ppropriate account holders prior to filing
ing the amount overwithheld against angalendar year following the calendar yeathe claim for credit or refund; and

amount which otherwise would be re-of overwithholding or the date that the(D) QI must retain a record showing that
quired to be withheld under chapter 3 oForm 1042-S is actually filed with theit repaid the account holders the amount
the Code from income paid by the withdRS. For purposes of making a return oof the overwithholding.

holding agent to QI. QI must make thé=orm 1042 or 1042-S for the calendaBec. 9.05. Adjustments for NRA Under-
request before the earlier of the due dateear of overwithholding, and for purposesvithholding. If QI knows that an amount
(without regard to extensions) for theof making a deposit of the amount withshould have been withheld under chapter
withholding agent to file Form 1042-S forheld, the reduced amount shall be consi®- of the Code from a previous payment to
the calendar year of overwithholding orred the amount required to be withheldn account holder but was not withheld,
the date that the Form 1042-S is actuallfrom such income under chapter 3 of th@I| may either withhold from future pay-
filed with the IRS. Code. ments made to the same account holder or
Sec. 9.02. Adjustments for NRA Over- Sec. 9.03. Repayment of Backup With- satisfy the tax from property that it holds
withholding by Ql. QI may make an ad- holding. If QI erroneously withholds, as in custody for the account holder or prop-
justment for amounts paid to its accoundefined under Treas. Reg. 831.6413(a)-8rty over which it has control. The addi-
holders that it has overwithheld undean amount under section 3406 of the Cod®nal withholding or satisfaction of the
chapter 3 of the Code by applying eithefrom an account holder, QI may refundax owed may only be made before the
the reimbursement or set-off procedurethe amount erroneously withheld as produe date of the Form 1042 (not including
described in this section within the timevided in Treas. Reg. 831.6413(a)-3. extensions) for the calendar year in which
period prescribed for those procedures. Sec. 9.04. Collective Credit or Refund the underwithholding occurred. QI's re-
(A) Reimbursement Procedure.Ql may Procedures for NRA Overwithholding. sponsibilities will be met if it informs a
repay its account holders for an amourlf there has been overwithholding undewithholding agent from which it received
overwithheld and reimburse itself by rechapter 3 of the Code on amounts subjetiie payment of the underwithholding and
ducing, by the amount of tax actually reto NRA withholding paid to QI's account the withholding agent satisfies the under-
paid to the account holders, the amount dfolders during a calendar year and theithholding.

any subsequent deposit of tax required amount has not been recovered under tigec. 9.06. NRA Underwithholding

be made by QI under section 3.08 of thisesimbursement or set-off procedureg\fter Form 1042 Filed. If, after a Form
Agreement. For purposes of this sectionnder sections 9.01 or 9.02 of this Agreet042 has been filed for a calendar year,
9.02(A), an amount that is overwithheldment, QI may request a credit or refund dI, Ql's external auditor, or the IRS de-
shall be applied in order of time to each athe total amount overwithheld by follow-termines that, due to QlI’s failure to carry
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out its obligations under this Agreementthis Agreement conducts an audit of Qlthe external auditor, extend the due date
QI has underwithheld tax for such yearand any PAI, in accordance with this seosf the audit report upon good cause. The
QI shall file an amended Form 1042 to retion 10. QI shall permit the external auditeport must disclose that the external au-
port and pay the underwithheld tax. Qtor to have access to all relevant records ditor has, at a minimum, performed the
shall pay the underwithheld tax, the interQl for purposes of performing the externafollowing checks listed in this paragraph
est due on the underwithheld tax, and argudit, including information regarding10.03, and set forth how each of those
applicable penalties, at the time of filingspecific account holders. QI shall permithecks was performed and the results of
the amended Form 1042. If QI fails tathe IRS to communicate directly with thethe checks. QlI's (or a PAI's) external au-
file an amended return, the IRS shaléxternal auditor and to review the auditlitor is encouraged to contact the IRS at
make such return under section 6020 gfrocedures followed by the external audithe address set forth in section 12.06 of
the Code. See section 10.04 of thigr. QI represents that there are no legéiis Agreement and submit an audit plan
Agreement for procedures that apply iprohibitions that prevent the external audifwhich includes, if relevant, the extent to
underwithholding is discovered as part ofor from examining any information rele-which the external auditor proposes to
a statistical sampling of accounts. vant to the external audit to be performedely on QI’s internal audit procedures)
Sec. 9.07. Special Rule Regarding Fail- under this section 10 and that there are mrior to performing the audit so that the
ure to Deposit Penalties.Solely for pur- legal prohibitions that prevent the IRSaudit may be conducted in the most effi-
poses of applying section 6656 of thérom communicating directly with the au-cient and least costly manner possible.
Code (failure to make deposit of taxes)litor. QI shall permit the IRS to examing/A) Documentation The external audi-
neither QI nor its withholding agent will the external auditor’s work papers and reor must—
be considered to have made an underpayerts. However, the external auditor is nafl) Verify that QI has training materials,
ment of a deposit of NRA withholding required to divulge the identity of QI's ac-manuals, and directives that instruct the
taxes if the conditions of this paragrapleount holders to the IRS. appropriate QI employees how to request,
are met. The conditions of this paragrapBec. 10.02. Designation of External Au- collect, review, and maintain documenta-
are that— ditor. QI's external auditor must be oneion in accordance with this Agreement;
(A) The withholding agent or QI makesof the auditors listed in Appendix B of(2) Review QI's account opening proce-
its deposits within the time (deposit pethis Agreement, unless QI and the IRSures and interview QlI's employees, to
riod) required by section 6302 of theagree, prior to the audit, to substitute ardetermine if appropriate documentation is
Code, or if applicable, section 3.08 of thi®ther auditor. QI shall not propose an exequested from account holders and, if
Agreement; ternal auditor unless it has a reasonabtebtained, that it is reviewed and main-
(B) The deposit is not less than 90 percetuelief that the auditor is subject to lawstained in accordance with this Agreement;
of the aggregate amount of the tax reregulations, or rules that impose sanction8) Verify that QI follows procedures de-
quired to be withheld under chapter 3 ofor failure to exercise its independencesigned to inform account holders that
the Code during the deposit period applicand to perform the audit competentlyclaim a reduced rate of withholding under
able to the withholding agent or QI; and The IRS has the right to reject a proposeahn income tax treaty about any applicable
(C) QI and the withholding agent deter-external auditor, or to revoke its acceplimitation on benefits procedures;
mine the difference between the totalance of an external auditor, if the IRS, if{4) Review QI's accounts, using a valid
amount required to be deposited and thies sole discretion, reasonably believesample of accounts for which treaty bene-
amount actually deposited as of the end #ifiat the auditor is not independent or cariits are claimed, to ensure that QI is ob-
the 3rd, 6th, 9th, and 12th months of thaot perform an effective audit under thigaining the treaty statements required by
calendar year and the difference is deAgreement. section 5.03(B);
posited no later than the 15th day of th&ec. 10.03. Timing and Scope of Exter- (5) Review information, using a valid
second following month (i.e., May 15,nal Audits. QI shall have the external au-sample, contained in account holder files
August 15, November 15 and Februargitor conduct an audit of the second fulto determine if the documentation validity
15, respectively). In determining whethercalendar year and the fifth full calendastandards of section 5.10 of this Agree-
there has been an underpayment, reingear that this Agreement is in effect, subment are being met. For example, the ex-
bursements and set-offs shall be takegect to section 10.06 of this Agreementternal auditor must verify that changes in
into account. The external auditor shall verify whethemccount holder information (e.g., a
Ql is in compliance with this Agreementchange of address to a U.S. address or
SECTION 10. EXTERNAL AUDIT by conducting an audit that meets the reshange of account holder status from for-
PROCEDURES quirements of this section 10.03. The exeign to U.S.) are being conveyed to Ql’'s
Sec. 10.01. In General.Unless QI re- ternal auditor shall verify whether QI is inwithholding agent, or, if QI assumes pri-
quests an IRS audit in lieu of an extemeﬁpmpllance with its QI agreement by promary NRA withholding re_sponS|b|I|ty or
audit, the IRS agrees not to conduct an oNiding a repo_rt to the IRS. The reporpr_lmary Form 1099 rep_ortlng and t_)ackup
site audit of QI, or any PAI with which QI must be recelve_d by th_e IRS, at the a_dmthholdlng respor_13|blllt_y, that_QI is ap-
has an agreement, with respect to witrfress set forth in section 12.06 of thiplying t_he appropriate vv_|thhold|n_g rate;
holding and reporting obligations Cc)verecﬁgreement,_ no later than JL_me 30 qf thés) Review accounts, using a valid sample
by this Agreement provided that an exterY€a" following the year being audited.of U.S. non-ex_empt reC|_p|ent a_cgount hold-
nal auditor designated in Appendix B offhe IRS may, however, upon request bgrs, to determine if QI is obtaining Forms
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W-9 from those customers whose identitgample of account holders assigned toontract, from disclosure, and ascertain
is not prohibited by law from disclosure,each withholding rate pool, and crosshe reason why such assets have not beel
and that QI is transmitting those forms to aheck that assignment against the docdisposed of or the account holder dis-
withholding agent to the extent QI does namnentation provided by, or presumptiorclosed; and

assume primary Form 1099 reporting andules that apply to, the account holder, th€7) Verify that amounts withheld were
backup withholding responsibility with re-type of income earned, and the withholdtimely deposited in accordance with sec-
spect to reportable amounts and, if applicang rate applied; tion 3.08 of this Agreement.

ble, designated broker proceeds; (5) Perform test checks, using a validD) Return Filing and Information Re-

(7) Review accounts, using a valid samplsample of accounts of U.S. non-exempgtorting. The external auditor must—

of U.S. non-exempt recipient accountecipients, to verify that appropriate with-(1) Obtain copies of original and amended
holders whose identity and account inforholding rate pools are established for U.Szorms 1042 and Forms 945, and any
mation is prohibited by law, including by non-exempt recipients; and schedules, statements, or attachments re
contract, from disclosure, to verify that— (6) Verify, if QI is using the alternative quired to be filed with those forms, and
(i) Such accounts exist in only rare angrocedure for U.S. non-exempt recipientdetermine whether the amounts of in-
unusual circumstances (and detailing icontained in section 6.03(B) of thiscome, taxes, and other information re-
the audit report the nature of such circumAgreement, that QI is providing sufficientported on those forms are accurate by—
stances); and and timely information to withholding (i) Reviewing work papers;

(i) The procedures of section 6.04 havagents that allocates reportable paymenfs) Reviewing Forms W-8IMY, together
been, and are being, followed. to U.S. non-exempt recipients. with the associated withholding state-
(8) Review QI's agreements with its PAIS(C) Withholding Responsibilities. The ments, that QI has provided to withhold-
to ensure that the obligations imposed oexternal auditor must— ing agents;

the PAls are identical to the obligationg1) To the extent QI has assumed primartiii) Reviewing copies of Forms 1042-S
imposed on QI under this Agreement, exNRA withholding responsibility, perform that withholding agents have provided QI;
cept as otherwise provided in sectionest checks, using a valid sample of forfiv) Reviewing account statements from
4.02. eign account holders, to verify that QI iswithholding agents;

(9) State in its external audit report if thewithholding the proper amounts; (v) Reviewing correspondence between
auditor is aware that QI is in material vio{2) To the extent QI has not assumed priQl and withholding agents; and

lation or is under investigation for viola-mary NRA withholding responsibility, (vi) Interviewing personnel responsible
tion of any of the know-your-customerverify that QI has fulfilled its responsibili- for preparing the Forms 1042 and 945 and
rules, practices, or procedures applicabkies under section 3.02 of this Agreementthe work papers used to prepare those
to the offices audited. (3) To the extent QI has assumed primarforms.

(10) State in its external audit report if theForm 1099 reporting and backup with{2) Obtain copies of original and cor-
auditor is aware that QI removes U.Sholding responsibility, perform testrected Forms 1042-S and Forms 1099 to-
non- exempt recipients from accountghecks using a valid sample of U.S. norgether with the work papers used to pre-
covered by this Agreement for the purexempt recipient account holders to verifypare those forms and determine whether
pose of circumventing the Form 1099 rethat QI backup withheld when required; the amounts reported on those forms are
porting and backup withholding provi- (4) To the extent QI has not assumed priaccurate by—

sions of this Agreement. mary Form 1099 reporting and backugi) Reviewing the Forms 1042-S received
(B) Withholding Rate Pools.The exter- withholding responsibility, perform testfrom withholding agents;
nal auditor must— checks using a valid sample of U.S. non{i) Reviewing the Forms W-8IMY, and

(1) Verify that QI has training materials,exempt account holders to verify that Qthe associated withholding statements,
manuals, and directives that instruct thaas fulfilled its backup withholding re- that QI has provided withholding agents;
appropriate QI employees how to detersponsibilities under sections 3.04, 3.0%ii) Reviewing a valid sample of account
mine withholding rate pools based orand 3.06 of this Agreement; statements issued by QI to account hold-
documentation and the presumption rule¢5) Review the accounts of U.S. non-exers; and

(2) Interview employees responsible foempt recipient account holders whosév) Interviewing Ql's personnel responsi-
determining withholding rate pools to asidentity is prohibited by law, including by ble for preparing the Forms 1042-S and, if
certain if they are adequately trained toontract, from disclosure and verify thagpplicable, Forms 1099, and the work pa-
determine those pools and that they folQl or another payor is backup withholdpers used to prepare those forms.

low adequate procedures for determinintng on reportable payments made to sudi3) Thoroughly review the statements at-
those pools; account holders; tached to amended Forms 1042 filed to
(3) Review QI's procedures for preparing(6) Review a valid sample of accounts otlaim a refund, ascertain their veracity,
the withholding statements associated.S. non-exempt recipient account holdand determine the causes of any overwith-
with QI's Forms W-8IMY and verify that ers and determine if assets that generatelding reported and ensure QI did not
the withholding statements provided tar could generate reportable payments aigsue Forms 1042-S to persons whom it
withholding agents convey complete andheld in an account of any U.S. non-exincluded as part of its collective credit or
correct information on a timely basis;  empt recipient account holders whoseefund.

(4) Perform test checks, using a validdentity is prohibited by law, including by (4) Determine, in the case of collective
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credits or refunds, that QI repaid the apdollars. The report must fully describesvent of default has occurred and that the
propriate account holders prior to requesthe scope of the audit, the methodologieRS intends to terminate the Agreement
ing a collective refund or credit. (including sampling techniques) used tanless QI cures the default. A notice of
(E) Change in Circumstances.The ex- determine whether QI is in compliancdermination sent by either party shall take
ternal auditor must verify that in thewith the provisions of this Agreement,effect on the date specified in the notice.
course of the audit it has not discoverednd the result of each such determinatio®ec. 11.03. Significant Change in Cir-
any significant change in circumstanceslThe report must also specifically addressumstances. For purposes of this Agree-
as described in section 11.03(A), (D), oeach of the items in section 10.03 of thisnent, a significant change in circum-
(E) of this Agreement. Agreement. stances includes, but is not limited to—
Sec. 10.04. Use of Statistical Sampling.Sec. 10.06. Expanding Scope and Tim-(A) An acquisition of all, or substantially
If the external auditor is required to makeng of External Audit. Upon review of all, of QI's assets in any transaction in
a determination based on a valid sampkle external auditor’s report, the IRS mayvhich QI is not the surviving legal entity;
of accounts, it shall use a statistical samrequest, and QI must permit, the externgB) A change in U.S. federal law or pol-
pling whenever an examination of all ofauditor to perform additional audit proceicy, or applicable foreign law or policy,
accounts within a particular class of acdures, or to expand the external audit tthat affects the validity of any provision
counts would be prohibitive in terms ofcover some or all of the calendar years fasf this Agreement, materially affects the
time and expense. If it is reasonable tavhich the period of limitations for assessprocedures contained in this Agreement,
examine all accounts in connection with anent of taxes has not expired. In addier affects Ql's ability to perform its oblig-
particular issue, statistical sampling techtion, the IRS may request, and QI agreestions under this Agreement;

niques shall not be used. If statisticalo permit, the external auditor to perform(C) A ruling of any court that affects the
sampling techniques are required, the exan audit for one or more calendar yeargalidity of any provision of this Agree-
ternal auditor must determine a sampleot scheduled for audit under sectioment;

size that provides a 95 percent confidencE).03 of this Agreement. (D) A material change in the know-your-
level. If statistical sampling has been customer rules and procedures set forth in
used and the auditor determines that upEC TION 11. EXPIRATION, any Attachment to this Agreement; or

derwithholding has occurred with respecTERMl'\IA-I_IO'\I AND DEFAULT (E) A significant change in QI's business
to the sampled accounts, the IRS will dege: 11 01. Term of Agreement This practices that affects Ql's ability to meet
termine the total amount of underWithhelqureement shall be in effect onits obligations under this Agreement.

tax by projecting the underwithholding and shall expire on December€C- 11.04. Events of DefaultFor pur-
over the entire population of similar ac31 of the fifth full calendar year after theP0S€s of this Agreement, an event of de-
counts. For this purpose, QI agrees t§7ear in which this Agreement first takedault occurs if QI fails to perform any ma-
provide the IRS with the information ggect  This Agreement may be renewelfrial duty or obligation required under
(e.g., number of accounts and amount this Agreement, and includes, but is not

! - - - provided in section 11.06 of this Agree= ">
required to project the underwithholdingent. limited to, the occurrence of any of the

QI shall either report and pay, in accorge. 11.02. Termination of Agreement. following:

dance with section 9.06 of this Agreey;g Agreement may be terminated by eilA) QI fails to implement adequate proce-
ment, the underwithheld tax determineghqor the IRS or QI prior to the end of itgdures, accounting systems, and internal
under the IRS projection or propose ang by delivery of a notice of termina-controls to ensure compliance with this
other amount of underwithholding basegi,, i the other party in accordance wit\greement;

on a more accurate population, a more agaction 12.06 of this Agreement. ThdB) QI underwithholds an amount that QI

curate projection technique, or an examil-RS, however, shall not terminate thdS required to withhold under chapter 3 of
nation of all similar accounts. If the IRSpqreement unless there has been a signﬂ“—e Code and fails to correct the under-
does not agree with the amount proposqggm change in circumstances, as definddithholding or to file an amended Form

by QI, the IRS shall assess a tax by mal; section 11.03 of this Agreement, or art042 reporting, and paying, the appropri-
ing a return under section 6020 of theyent of default has occurred, as define@€ %

Code. in section 11.04 of this Agreement, andC) Q! underwithholds an amount that QI
Sec. 10.05. External Auditor's Report. o |RS determines. in its sole discretiorS fequired to backup withhold under sec-

Upon completion of the audit of QI andi, 4t the significant change in circum-tion 3406 of the Code;

any PAI, the external auditor shall issue @iances or the event of default warrantd?) Q! makes a misrepresentation on
report, or reports, of audit findings di-;omination of this Agreement. In addi-Forms W-8IMY or the associated with-
rectly to the IRS by sending the originahon, the IRS shall not terminate thigholding statement that results in under-
report to the IRS at the address set forth iﬂgreement in the event of default if Qlwithholding by a withholding agent;
section 12.06 of this Agreement by Jung, establish to the satisfaction of the IR&E) QI makes excessive refund claims;
30 following the calendar year being aU,at all events of default for which it hastF) Pocumentation described in section 5
dited, or if that date falls on a Saturday Ofsceived notice have been cured withiQf this Agreement is lacking, incorrect, or
Sunday, the next U.S. business day. Thfe time period agreed upon. The IrRgnreliable for a significant number of di-
report must be in writing, in English, andg, notify QI, in accordance with sectect account holders;

currency amounts must be stated in U.$iqn 11.05 of this Agreement, that arlG) QI fails to timely file Forms 945,
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1042, 1042-S, or 1099 or files forms thabr account information to QI's externaldefault. Within 30 days of receiving the
are materially incorrect or fraudulent orauditor; IRS’s counter-proposal, QI shall notify
fails to provide information necessary foS) QI, to the extent it has primary Formthe IRS (30-day response) whether it
a withholding agent or payor to file Formsl099 reporting and backup withholdingcontinues to maintain that no default has
1099 with respect to disclosed U.S. peresponsibility, fails to comply with the re-occurred or whether it rejects the IRS’s
sons; quirements of chapter 61 and sectionounter-proposal to cure an event of de-
(H) QI fails to have an external audit per3406 of the Code; fault. If QI's 30-day response states that
formed when required, QI's external audi{T) QI, to the extent that it elects the alterno default has occurred or it rejects the
tor fails to provide its report directly tonative withholding rate pool proceduredRS’s counter-proposal to cure, the par-
the IRS on a timely basis, QI fails to co-of section 6.03(B) of this Agreement (reties shall seek to resolve their disagree-
operate with the external auditor, or QI ogarding U.S. non-exempt recipient acment within 30 days of the IRS’s receipt
its external auditor fails to cooperate wittcount holders) fails to provide allocationof QI's 30-day response. If a satisfac-
the IRS; information by January 15th as requirediory resolution has not been achieved at
() QI fails to disclose to a withholding by that section; the end of this latter 30-day period, or if
agent, or to the IRS, U.S. nonexempt rgU) QI fails to make deposits in the timeQI fails to provide a 30-day response,
cipient account holders to the extent thand manner required by section 3.08 dhe IRS may terminate this Agreement
disclosure is not prohibited by foreignthis Agreement or fails to make adequatby providing a notice of termination in
law, including by contract; deposits, taking into account the proceaccordance with section 11.02 of this
(J) QI fails to inform the IRS of any dures of 9.07 of this Agreement; Agreement. If QI receives a notice of
change in the know-your-customer rule§V) QI fails to permit the external audi-termination from the IRS, it may appeal
described in any Attachment to thigor to perform additional audit proce-the determination within 30 days of the
Agreement within 90 days of the changelures, or to expand the external audit tdate of the notice of termination by
becoming effective; cover some or all of the calendar yearsending a written notice to the address
(K) QI fails to inform the IRS within 90 for which the period of limitations for specified in section 12.06 of this Agree-
days of any significant change in its busiassessment of taxes has not expiradent. If QI appeals the notice of termi-
ness practices to the extent that change afnder the provisions of section 10.06 ohation, this Agreement shall not termi-
fects QI's obligations under this Agree-this Agreement; or nate until the appeal has been decided.
ment; (W) QI removes U.S. non-exempt recipdf an event of default is discovered in
(L) QI fails to inform the IRS of any pri- ients from accounts covered by thighe course of an external audit, the QI
vate arrangement, as described in sectidxgreement for the purpose of circum-may cure the default, without following

4 of this Agreement; venting the Form 1099 reporting andhe procedures of this section 11.05, if
(M) QI fails to cure a default identified bybackup withholding provisions of thisthe external auditor’s report describes
the IRS or by an external auditor; Agreement. the default and the actions that QI took

(N) QI makes any fraudulent statement or &ec. 11.05. Notice and CureUpon the to cure the default and the IRS deter-
misrepresentation of material fact with reeccurrence of an event of default, thenines that the cure procedures followed
gard to this Agreement to the IRS, a witht{RS may deliver to QI a notice of defaultby QI were sufficient. If the IRS deter-

holding agent, or QI's external auditor;  specifying the event of default that hasnines that QI's actions to cure the de-
(O) The IRS determines that QI's externabccurred. QI shall respond to the noticéault were not sufficient, the IRS shall

auditor is not sufficiently independent toof default within 60 days (60-day re-issue a notice of default and the proce-
adequately perform its audit function osponse) from the date of the notice oflures described in this section 11.05
the external auditor fails to provide ardefault. The 60-day response shall corshall be followed.

audit report that complies with section 1Qain an offer to cure the event of defaulSec. 11.06. Renewallf QI intends to

of this Agreement; and the time period in which the curaenew this Agreement, it shall submit an
(P) An intermediary with which QI has awill be accomplished or shall state theapplication for renewal to the IRS no ear-
PAI agreement is in default with thatreasons why QI does not agree that dier than one year and no later than six
agreement and QI fails to meet its obligaevent of default has occurred. If QImonths prior to the expiration of this

tion to terminate that agreement withirdoes not provide a 60-day response, thigreement. Any such application for re-

the time period specified in section 4.03RS may deliver a notice of terminationnewal must contain an update of the infor-
of this Agreement; as provided in section 11.02 of thignation provided by QI to the IRS in con-

(Q) QI has not complied with the proce-Agreement. If QI provides a 60-day renection with the application to enter into

dures of section 6.04 of this Agreement agsponse, the IRS shall either accept or réhis Agreement, and any other informa-
has any undisclosed U.S. non-exempt ré¢ect QI's statement that no default hason the IRS may request in connection
cipients (except in rare and unusual cireccurred or accept or reject QI's prowith the renewal process. This Agree-
cumstances) whose accounts contain ggesal to cure an event of default. If thenent shall be renewed only upon the sig-
sets that generate, or could generaté&RS rejects QI's contention that no denatures of both QI and the IRS. Either the
reportable payments; fault has occurred or rejects QI's prodRS or QI may seek to negotiate a new
(R) QI is prohibited by any law from dis- posal to cure a default, the IRS will offerqualified intermediary agreement rather
closing the identity of an account holdea counter-proposal to cure the event dhan renew this Agreement.
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SECTION 12. MISCELLANEOUS Sec. 12.04.This Agreement shall be gov-
PROVISIONS erned by the laws of the United States. Any

' o legal action brought under this Agreement
Sec. 12.01.QI's application to become agpa| he brought only in a United States

qualified intermediary and all the Appen-q,rt with jurisdiction to hear and resolve

dices and Attachments to this Agreement,auars under the internal revenue laws of

are hereby incorporated into and made 3 nited States. For this purpose, QI

integral part of this Agreement. Thisygrees 1o submit to the jurisdiction of such

Agreement, QI's application, and the Apnited States court. Sec. 12.07.Q, acting in its capacity as a
pendices and Attachments to this Agreesec 12 05 QI's rights and responsibili- qualified intermediary or in any other ca-
ment constitute the complete agreemes ynder this Agreement cannot be agacity, does not act as an agent of the IRS,
between the parties. signed to another person. nor does it have the authority to hold itself

Sec. 12.02.This Agreement may be gec 12 06. Notices provided under this Out as an agent of the IRS.

amended by the IRS if the IRS determineﬁgreement shall be mailed registered,

that such amendment is needed for the'«t |ass airmail. Notice shall be di- 'NWITNESS WHEREOF, the above
sound administration of the internal reviacied as follows: parties have subscribed their names to
enue laws or internal revenue regulations. these presents, in duplicate.

The agreement may also be modified byo the IRS . _

either QI or the IRS upon mutual agree- Assistant Commissioner (International) Signed this  day of

ment. Such amendments or modifications Foreign Payments Division

shall be in writing. OP:IN:I:FP
Sec. 12.03.Any waiver of a provision of 950 L'Enfant Plaza South, SW ' -
this Agreement is a waiver solely of that Washington, DC 20024 (name and title of person signing for QI)

provision. The waiver does not obligatey) notices sent to the IRS must include
the IRS to waive other provisions of thisyo Ql's QI-EIN.

Agreement or the same provision at a i _
later date. To Ql: (name and title of person signing for IRS)

Appendix A
[Name of QlI]
[Name of country] (see Attachment 1, for description of know-your customer rules).
[Name of country] (see Attachment 2, for description of know-your customer rules).

[Name of entity affiliated with QI]

[Name of country] (see Attachment , for description of know-your customer rules).
[Name of country] (see Attachment , for description of know-your customer rules).
Appendix B

QI and the IRS agree that any of the following auditors may be used by QI, or any PAl with which QI has an agreement, to per
form the external audits required by section 10 of this Agreement.

[Names, addresses, telephone, and fax numbers of external auditors]
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ATTACHMENT I

1. Ql is subject to the following laws and This notice provides additional guidance

PURPOSE ments; and

Makes clear how the 401(k) safe har-
bor rules apply in the case of a profit

regulations of [name of country] govern+egarding 401(k) plans that are intended to sharing plan to which a 401(k) feature
ing the requirements of QI to obtain docusatisfy the 401(k) safe harbors. This guid- 5 5qdded for the first time during a

mentation confirming the identity of QI's ance responds to comments and sugges-

plan year.

account holders. tions regarding ways to make it easier for |, 4qdition to modifying the guidance
2. QI represents that [name and citationsmployers both to adopt and to admi”iSteﬁrovided in Notice 98-52. 1998-46 |.R.B.
to laws and regulations identified in item401(k) safe harbor plans. The notice: 16, relating to 401(k) sa’fe harbor plans

1, above] are enforced by [name of er
forcement body] and QI shall provide the
IRS with an English translation of any re-
ports or other documentation issued by
[name of enforcement body] that relates
to QlI's failure to comply with [laws and
regulations identified in 1, above].
3. QI represents that the following penal-
ties apply for failure to obtain, maintain,e
and evaluate documentation obtained
under [name and citations to laws and
regulations identified in item 1].
4. QI shall use the following specific doc-
umentary evidence to comply with sec-
tion 5 of this Agreement:

a. For natural persons:

b. For legal persons:
5. QI shall follow the procedures set forth
below to confirm the identity of accounte
holders that do not open accounts in person.

SECTION 5. EFFECTIVE DATE

This revenue procedure is effective on
January 24, 2000. The IRS may conclude
agreements under this revenue procedure
at any time after that date, but such agree-
ments will not have effect before the date
specified in the agreement. *

SECTION 6. EFFECT ON OTHER
REVENUE PROCEDURES

This revenue procedure supersedes
Rev. Proc. 98-27, 1998-15 I.R.B. 30. In
addition, Notice 99-8, 1999-5 |.R.B. 26
is obsoleted.

SECTION 7. FURTHER
INFORMATION

For further information regarding this
revenue procedure, telephone the Office of
Assistant Commissioner (International) at
(202) 874-1800 (not a toll-free number).

Cash or Deferred Arrangements;  °
Nondiscrimination

Notice 2000-3

20004 |.R.B.

Encourages adoption of 401(k) safgnis notice requests comments regarding
harbor plans by giving sponsors of exyq significant areas that relate to 401(k)
isting 401(k) plans the flexibility t0 yjansin general. The two areas are (1)
wait as late as December 1 of a calegtential approaches for simplifying the
dar year to decide to adopt the 401(lgjiple use test applicable to § 401(k)
safe harbor 3-percent employer Nongians; and (2) potential approaches for ap-
elective contribution method for thatplying the highly compensated employee
calendar year; definition under § 414(q), the nondiscrim-
Permits 401(k) safe harbor plans Qn5tion requirements under § 401(k) and
match elective or employee cor?trlbu—401(m)’ and possibly other applicable
tions on the basis of compensation fogajification requirements, when a plan
a payroll period, month, or quarter;  gnansor is involved in a merger, acquisi-

Provides an extended period of timg,, gisposition, or similar transaction.
— until May 1, 2000 — for 401(k)

plan sponsors adopting the 401(k)l. BACKGROUND

safe harbor methods for the first time

in 2000 to provide the required safe A SBJPA Amendments to 8§ 401(k),

harbor notice to employees; 401(m), and 414(q)
Provides explicitly that 401(k) safe Under 8 401(k)(3) and § 401(m)(2) of

harbor plans are permitted to requiréhe Code, the actual deferral percentage

salary reduction elections to be madé”APP") and the actual contribution per-
using whole percentages of pay ofentage (“ACP") of highly compensated
whole dollar amounts: employees (“HCESs”") are compared with

Permits plan sponsors to provide th&10S€ of nonhighly compensated employ-

401(k) safe harbor notice electroni£€s (‘NHCES”). Section 414(q) defines a

cally and otherwise simplifies the no-Nighly compensated employee for pur-
tice requirement; poses of §§8 401(k) and 401(m), and for

Permits 401(k) safe harbor plans t@ther purposes under the Code.
provide matching contributions on an_ S€ction 1433(a) and (b) of the Small

employee’s aggregate employee angusiness Job Protection Act of 1996
elective contributions: (“SBJPA”") added new 88 401(k)(12) and

Makes clear that 401(k) safe harbof01(m)(11) to the Code, effective for plan
plans are permitted to apply to emY&ars beginning after December 31, 1998,

ployee after-tax contributions a suspent-o provide design-based safe harbor meth-

sion similar to the 12-month Suspen_ods for satisfying the ADP test contained

sion that may be applied to employed? 8 401(K)(3)(A)(ii) and the ACP test
elective contributions after an in-ser£ontained in § 401(m)(2). Section

vice withdrawal of those contributions; 401(K)(12) provides that a cash or de-
Permits plan sponsors using thderred arrangement (“CODA”) is treated

401(k) safe harbor matching contribu@S Satisfying the ADP test if the CODA

tion method to exit the safe harbofMEEts certain contribution and notice re-
prospectively during a plan year (andquirements. Section 401(m)(11) provides
switch to ADP and ACP nondiscrimi- that a defined contribution plan is treated

as satisfying the ACP test with respect to
fied beforehand: matching contributions if the plan meets
Clarifies the interaction between thdn€ contribution and notice requirements
401(k) safe harbors and the election tgontained in § 401(k)(12) and in addition
separately test otherwise excludabl8'€€ts certain limitations on the amount
employees for purposes of thednd rate of matching contributions avail-

§ 410(b) minimum coverage require-20le under the plan.
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Section 1433(c) of SBJPA amendedutions of excess contributions and ex401(k) safe harbor matching contribution
§ 401(k)(3)(A) and § 401(m)(2)(A), ef- cess aggregate contributions. method.
fective for plan years beginning after De- Notice 97-45, 1997-2 C.B. 296, pro- D. Effect on Regulations
cember 31, 1996, to provide for the use ofides guidance relating to the definition Because of the amendments made to
prior year data in determining the ADPof highly compensated employee unde§§ 401(k), 401(m), and 414(q) by SBJPA,
and ACP of NHCEs, while current year§ 414(q), as amended by 8§ 1431 o&s well as by other recent legislation, cer-
data is used for HCEs. Alternatively, arSBJPA. tain portions of 8§ 1.401(k)-1,
employer may elect to use current year Notice 98-1, 1998-3 I.R.B. 42, pro-1.401(m)-1, 1.401(m)-2, and
data for determining the ADP and ACPvides guidance relating to the current anil.414(q)-1T of the Income Tax Regula-
for both HCEs and NHCEs, but this elecprior year ADP and ACP testing methodstions no longer reflect current law. How-
tion may be changed only as provided by Notice 98-52 provides guidance on thever, these regulations continue to apply
the Secretary. Prior to the effective dateafe harbor methods under § 401(k)(12p the extent they are not inconsistent with
of these amendments, plans were requirddr satisfying the ADP test contained inthe Code, Notices 97-2, 97-45, 98-1, and
to use current year data in determining th& 401(k)(3)(A)(ii) and safe harbor meth-98-52, this notice, and any subsequent
ADP and ACP for both HCEs andods under § 401(m)(11) for satisfying theguidance.
NHCEs. Section 1433(d) of SBJPAACP test contained in § 401(m)(2). Ill. Questions and Answers Relating to
amended § 401(k)(3) and § 401(m)(3) to C. Definitions the 401(k) and (m) Safe Harbor Methods
provide a special rule for determining the Any term used in this notice that is de-. == )
ADP and ACP for NHCESs for the first fined in Notice 97-45, 981, or 98-52, of /ibility in Adoption of 401(k) Safe
plan year of a plan (other than a successirthe regulations under § 401(k), 401(m)fiarbor Nonelective Contribution Method
plan) where the prior year testing methodr 414(q) has the same meaning as in Q-1. By what date must the sponsor of
is used. those notices and regulations. For eXamy 401 (k) plan adopt the 401(k) safe harbor

Section 1433(e) of SBJPA amendegle, the term “employee contribution”,,helective contribution method for a
§ 401(k)(8)(C) and § 401(m)(6)(C), effec-means any mandatory or voluntary contriman year?
tive for plan years beginning after De-bution to the plan that is treated at the 5_q Generally, a plan that is intended
cember 31, 1996, to provide that the digime of contribution as an after-tax emy, satisfy the 401(k) safe harbor require-
tribution of excess contributions andployee contribution (e.g., by reporting the,ants for a plan year must, prior to the
excess aggregate contributions will beontribution as taxable income subject t%eginning of the plan year, contain lan-
made on the basis of the amount of contrapplicable withholding requirements) an uage to that effect and must specify the
butions by, or on behalf of, each HCEis allocated to a separate account to whi 1(k) safe harbor method that will be
Prior to the effective date of these amendhe attributable earnings and losses are @lzoq. (However, see section XI.B. of No-
ments, plans were required to distributéocated. tice 98-52 and Rev. Proc. 99-23,
excess contributions and excess aggregateln addition, for purposes of this notice,; 9g99_16 | R.B. 5, for the remedial
contributions using a method based on th@) a “401(k) safe harbor plan” means & ,endment period applicable to plan
actual deferral ratio or actual contributionrCODA that is intended to satisfy the ADPchanges incorporating the 401(k) safe
ratio of each HCE. test safe harbor under section V of Notic@ oy provisions.)

Section 1431 of SBJPA amende®8-52, and, if applicable, a defined con- Notwithstanding section XI.A. of No-
§ 414(q)(1) to provide that the termtribution plan (including a § 403(b) plan)ice 98-52, a plan that provides that it will
“highly compensated employee” meanshat is intended to satisfy the ACP teséatisfy the current year ADP (and, if ap-
any employee who (1) was a 5-percergafe harbor under section VI of NOticepIicable, ACP) testing method for a plan
owner at any time during the year or th®8-52, (2) the “401(k) safe harbor NONYear may be amended not later than 30
preceding year, or (2) for the precedinglective contribution method” means th('aays before the last day of the plan year to
year had compensation from the employealternative for satisfying the safe harbo&pecify that the 401(k) safe harbor non-
in excess of $80,000 (as adjusted) and, ¢ontribution requirement of the ADP testyoctive contribution method will be used
the employer so elects, was in the topsafe harbor under section V.B. of Noticg,, ihe plan year (including that the safe
paid group for the preceding year. Th&8-52 that includes satisfying the Nnong 4 hor nonelective contribution will be
amendments made by 8§ 1431 generallglective contribution requirement undermade), provided that the plan otherwise

apply to years beginning after Decembesection V.B.2. of Notice 98-52, (3) thegtisfies the ADP (and, if applicable

31, 1996. “401(k) safe harbor matching Contribu-ACP) test safe harbor for the plan year
B.Previous Guidance on the SBJPAion method” means the alternative for(including the notice requirement under

Amendments to 8§ 401(k), 401(m), andatisfying the safe harbor contribution regqqtion \v.C. of Notice 98-52, as modified
414(q) quirement of the ADP test safe harboby this notice). For purposes of the pre-
Notice 972, 1997-1 C.B. 348, providesinder section V.B. of Notice 98-52 thaEeding sentence, in applying the content
guidance on determining the individualsncludes satisfying the matching Contrib”'requirement of section V.C.1 of Notice
who are taken into account in computingion requirement under section V.B.1. ohg_g5.
the ADP or ACP for NHCEs for the prior Notice 98-52, and (4) a “401(k) safe har- (1) Instead of stating the amount of the
year under the prior year testing methodor method” means the 401(k) safe harbor qato harbor nonelective contribution to
The notice also prescribes rules for distrinonelective contribution method or the o made under the plan, the notice
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given to eligible employees before thdn order to further facilitate the adoptionV.B.1.c.ii. of Notice 98-52, a plan will
beginning of the plan year must pro-of the 401(k) safe harbor nonelective comot fail to satisfy the requirements of sec-
vide that (a) the plan may be amendettibution method under this Q&A-1, thetions V.B.1. and VI.B. of Notice 98-52
during the plan year to provide that the&service intends to provide a simplifiedthat relate to matching contributions
employer will make a safe harbor nonpre-approved means of adopting thenerely because the plan requires employ-
elective contribution of at least 3 per401(k) safe harbor nonelective contribuees to make cash or deferred or employee
cent to the plan for the plan year, antion method under the Service’'s mastecontribution elections in whole percent-

(b) if the plan is so amended, a suppleand prototype plan program. ages of compensation or whole dollar
mental notice will be given to eligible ) o amounts.

employees 30 days prior to the last d?gafe Harbor Matching Contribution Q-4. Can a 401(k) safe harbor plan
of the plan year informing them of suchRequirements suspend additional employee contribu-
an amendment, and _ Q-2. Can a 401(k) safe harbor maﬁipns fo_r up to 12 months after the in_-ser-
(2) A supplemental notice must be proy,aich elective and employee contribuY/ce withdrawal of employee contribu-

vided to all eligible employees no latetigns on a payroll-by-payroll basis (in_tions?

than 30 days prior to the last day of theiaad of on an annual basis) without mak- A-4. Notwithstanding section V.B.1.c.

plan year stating that a 3 percent saflﬁg additional contributions at the end ofNd section VI.B.3. of Notice 98-52, a

harbor nonelective contribution will be, o year to take into account the totgplan will not fail to satisfy the ACP test

made for the plan year. For administrasmount of an employee’s compensatioﬁafe harbor of section VI of Notice 98-52

tive convenience, the supplemental nog,; the plan year? merely because, after a withdrawal of em-

tice may be provided separately or as p_o Notwithstanding section VII.A. ployee contributions from the plan, the
part of the safe harbor notice for thqOr any other provision) of Notice 98_52’plan suspends additional employee contri-
following plan year. the requirements of sections V.B.1. angutions for a period that does not exceed

Similar rules apply if, pursuant to secy/| B of Notice 98—52 that relate to 12 months. See section V.B.1.c.iv. of No-
tion IX.A.1. of Notice 98-52, the Safematching contributions may be met for dice 98-52 for a similar exception that ap-
harbor nonelective contribution is mad%lan year by meeting such requirement@"es for purposes of hardship distribu-
to another plan of the employer. either (1) with respect to the plan year aspns of elective contributions.

Thus, for example, a plan sponsor th%hole, or (2) if the plan so provides, sepa- Q-5. How do the rules of sections
maintains a calendar-year 401(k) plarﬂately with respect to each payroll perioa/'B'l' and VI.B.3. of Notice 98-52 apply
using the current year ADP testing(Or with respect to all payroll periods englo @ plan that provides matching contribu-
method and that wishes to have the flexh,]g with or within each month or p|am_tions on both elective contributions and
bility to decide toward the end of a plan,q,, quarter) taken into account under tHemployee contributions?
year whether or not to adopt the 401( rrangement for the plan year (the “payroll A-5. A plan will not fail to satisfy the
safe harbor nonelective contributiorberiod method”). If the payroll period requirements of section V.B.1.a., V.B.1.b.,
method with respect to its 401(k) planethod is used, however, matching contr" VI.B.3.(iii) of Notice 98-52 merely be-
could achieve that flexibility by providing ptions with respect to elective or emSause the plan provides matching contri-
the initial notice described in section V'Cployee contributions made during a ma'l?utions on both elective contributions and
of Notice 98-52 (as modified by thisyear quarter beginning after May 1, 200§Mployee contributions if, under the
Q&A-1, and Q&A-7 and Q&A-8 of this st be contributed to the plan by the ladprms of the plan, either (1) the matching
notice) before the beginning of the plaraay of the following plan year quarter_Contributions provided on an employee’s
year, as provided under section V.C.2. OAccordineg, in the case of a calendar yeaqlective contributions are not affected by
Notice 98-52 (as modified by Q&A-9 of plan that uses the payroll period method,he amount of the employee’s employee
this notice). If the plan sponsor then der'natching contributions with respect tgeontributions or (2) matching contribu-
cides to adopt the 401(k) safe harbor nongactive or employee contributions maddions are made with respect to the sum of
elective contribution method for the pla”during the calendar quarter beginning Jul§" employee’s elective and employee
year, the plan sponsor must, by Decembgf 2000, must be contributed to the plan b(;,ontributions under the same terms as
1 of the plan year, (1) amend the 401(khocember 31, 2000. The payroll perioénat‘:hing contributions are made with re-
plan accordingly and (2) provide a sUpiethod applies only for purposes of satiSPect to elective contributions.
plemental notice to all eligible employeesrying the ADP safe harbor matching con- For example, a plan will not fail to sat-
stating that a 3-percent safe harbor noRiy tion requirements of § 401(k)(12)isfy the matching contribution require-
elective contribution will be made for the(section V.B.1. of Notice 98-52) and thdnent of section V.B.1. or the ACP test
plan year. ACP safe harbor matching contribution resafe harbor of section VI of Notice 98-52

A plan sponsor that takes advantage Q{uirements of § 401(m)(11) (section v|.gMmerely because the plan provides a re-
the flexibility provided under this Q&A-1 ¢ Notice 98-52). quired matching contribution equal to 100
is not required to continue using the Q-3. Can a 401(k) safe harbor plan rdeercent of the sum of each eligible em-
401(k) safe harbor nonelective contribuquire that employees make elective corRloyee’s elective and employee contribu-
tion method for the following plan yeariputions in whole percentages of pay ofions up to 4 percent of compensation.
and is not limited in the number of years,ole dollar amounts? This is the case even if, during a plan

that it takes advantage of this flexibility 5 _5 Notwithstanding section Y&ar, an eligible employee first makes
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employee contributions of 4 percent ofently reviewing the legal and policy is-the safe harbor matching or nonelective
compensation that are matched by the eraues relating to the satisfaction of the safeontribution formula used under the plan
ployer and subsequently makes electiviearbor notice requirement through the us@ncluding a description of the levels of
contributions that go unmatched, proef electronic media. Prior to the issuancenatching contributions, if any, available
vided that the same match would havef additional guidance on this matterunder the plan) and state that these contri-
been available if the employee had inhowever, a plan will not fail to satisfy thebutions (as well as elective contributions)
stead made only elective contributions. notice requirement of section V.C. of No-are fully vested when made and (2) how
Q-6. May a plan that uses the 401(klice 98-52 (as modified by this noticefo make cash or deferred elections (in-
safe harbor matching contribution methodvith respect to an employee merely becluding any administrative requirements
suspend matching contributions on futureause, instead of receiving the notice onthat apply to such elections) and the peri-
elective and employee contributions durwritten paper document, the employee resds available under the plan for making
ing a plan year and instead use the currecgives the notice through an electronisuch elections. In addition, the notice
year ADP (and, if applicable, ACP) test-medium reasonably accessible to the emaust also provide information that makes
ing method for the plan year? ployee, provided that (1) the system undet easy for eligible employees to obtain
A-6. A plan that uses the 401(k) safavhich the electronic notice is provided isadditional information about the plan (in-
harbor matching contribution method willreasonably designed to provide the noticeluding an additional copy of the sum-
not fail to satisfy § 401(k) (or 8 401(m))in a manner no less understandable to timeary plan description) such as telephone
for a plan year merely because the plan amployee than a written paper documemumbers, addresses and, if applicable,
amended during the plan year to reduce and (2) under such system, at the time tredectronic addresses, of the individuals or
eliminate matching contributions, pro-notice is provided, the employee is adeffices from whom employees can obtain
vided: vised that the employee may request arglich plan information.
(1) A supplemental notice is given to allreceive the notice on a written paper doc- Q-9. By what date must the safe harbor
eligible employees explaining the conument at no charge, and, upon requesiptice be provided to employees in the
sequences of the amendment and inkhat document is provided to the emease of a plan that adopts a 401(k) safe
forming them of the effective date ofployee at no charge. This Q&A-7 also apharbor method for the first time in the
the reduction or elimination of match-plies for purposes of providing the supyear 2000?
ing contributions and that they have @lemental notices under Q&A-1 and A-9. Generally, the notice required
reasonable opportunity (including aQ&A-6 of this notice. under section V.C. of Notice 98-52 must
reasonable period) to change their cash Q-8. Can a safe harbor notice cros®e provided in accordance with the timing
or deferred elections and, if applicablereference the plan’s summary plan derequirements of section V.C.2. (i.e., the
their employee contribution elections; scription for a portion of the information notice must be provided within a reason-
(2) The reduction or elimination of required in the notice? able period before the beginning of the
matching contributions is effective no A-8. Section V.C. of Notice 98-52 pro-plan year (or, in the year an employee be-
earlier than the later of (i) 30 days aftevides that the notice requirement of thatomes eligible, within a reasonable period
eligible employees are given the supsection is satisfied if each eligible embefore the employee becomes eligible)).
plemental notice and (ii) the date theloyee for the plan year is given writterHowever, in an effort to allow plan spon-
amendment is adopted,; notice of the employee’s rights and obligsors that are considering the adoption of a
(3) Eligible employees are given a reaations under the plan and the notice satid01(k) safe harbor method to fully utilize
sonable opportunity (including a reafies the content requirement of paragrapthe guidance provided in this notice for
sonable period) prior to the reductiorl of that section and the timing requireplan years beginning in the year 2000, the
or elimination of matching contribu- ment of paragraph 2 of that section. Service and Treasury have determined
tions to change their cash or deferred Notwithstanding paragraph 1.a. of secthat transition relief is appropriate. Ac-
elections and, if applicable, their emtion V.C. of Notice 98-52, a plan will not cordingly, in the case of a plan sponsor
ployee contribution elections; fail to satisfy the content requirementhat adopts a 401(k) safe harbor method
(4) The plan is amended to provide thamerely because, in the case of the infofer the first time with respect to a plan for
the ADP test and, if applicable, themation described in items (ii) (relating toa plan year that begins on or after January
ACP test will be performed and satis-any other contributions under the plan)l, 2000 and on or before June 1, 2000, the
fied for the entire plan year using theiii) (relating to the plan to which safenotice described in section V.C. of Notice
current year testing method; and harbor contributions will be made), (iv)98-52 satisfies the timing requirement for
(5) All other safe harbor requirementgrelating to the type and amount of comthat plan year if the notice is given on or
are satisfied through the effective dat@ensation that may be deferred), and (vi)efore May 1, 2000. This transition relief
of the amendment. (relating to withdrawal and vesting provi-applies whether the 401(k) safe harbor
sions) of paragraph 1.a., the notice insteadethod is adopted under a newly estab-
cross-references the relevant portions dithed 401(k) plan or under a preexisting
Q-7. Can a plan use electronic medid" up-to-date summary plan descriptio_|401(k) plan. _
to satisfy the 401(k) safe harbor notice rdhat has been provided (or concurrently is In ordgr to satisfy the 401(k) safe har-
quirement? proylded) to th_e employee. Howeyer, thdor requirements for the plan year, how-
A-7. The Service and Treasury are cufotice must still accurately describe (1pver, a plan that uses the transition relief

Notice Requirement
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provided under this Q&A-9 still must sat-Plans vide for matching contributions. The Ser-
isfy the otherwise applicable require- . vice and Treasury are considering ap-
ments of Notice 98-52 (as modified by Q-11. Cana CODAthatis added t0 aR q4ches that would substantially sim-
this notice) with respect to the entire pla$XiSting profit-sharing plan for the 1E'rStprify the limitation on multiple use
year. Thus, for example, in the case of e during a plan year use a 401(k) safgyministratively, while retaining most of
401(k) plan that uses the 401(k) safe hap@rbor method for that plan year? the value of this limitation in ensuring a
bor matching contribution method, A-11. Generally, the safe harbor reyyirer gistribution of benefits under
matching contributions still must be madduirements must be satisfied for the entirg 401 k) plans and, in many cases, en-
with respect to elective contributionsP/an year (see sections V.A. and VI.A. 0fqraging employers to make fully-vested
made prior to the date the safe harbor ndlotice 98-52).  In addition, except in the,qnejective contributions on behalf of
tice is provided to employees in the samg@S€ of a newly established plan, the plgf,highly compensated employees.
amount as if the 401(k) safe harboy®al Must be 12 months long (see section Generally, the average rate of elective
matching contribution method had beert Of Notice 98-52). Notwithstanding c,nributions under a § 401(k) plan on be-
in place since the beginning of the plaf€se requirements, however, in the casgyf of highly compensated employees

year. of a CODA that is added to an existingy 5y not exceed 125 percent of the aver-
_ profit-sharing, stock bonus, or pre-ERISA ¢ rate of elective contributions on be-

Interaction Between Safe Harbor money purchase pension plan for the firg{;is o nonhighly compensated employ-

Methods and § 410(b)(4) Election time during a plan year, the requirements.s  However. the Code provides an

of section V of Notice 98-52 will be « . S ey, .
; : alternative limitation” that permits the
Q-10. Is a plan required to provide safgeated as being satisfied for the entir P

harbor matc_hi_ng or nonelective Comribu'plan year and the CODA will not be‘5verage rate of elective contrlbupons
tions to participants who have not yet a i : . -under a § 401(k) plan on behalf of highly
parucip Yet alfaated as failing to satisfy the requiresomnensated employees to exceed 125

tained age 21 and completed a year of Sqfiens of section X of Notice 98-52, pro; ercent of the average rate on behalf of
vice if the plan uses one of the 401(k) safGqeq (1) the plan is not a successor plat%onhi o comn ensa?ed ol s i,
harbor methods? - (within the meaning of Notice 98-1), (Z)Videdgth;/t averpa e rate forphi yhI (’:opm-
A-10. As provided in section IX.B.1. o cODA is made effective no later thanensated emplo gees is not regateyr than 2
of Notice 98-52, if. pursuant 103 months prior to the end of the plan yea ercentage pl(a)in}t/s more tha?] the average

§ 410(b)(4)(B), an employer appliesynqg (3) the requirements of Notice 98-5 te for nonhighly compensated employ-

§ 410(b) separately to the portion of & gtherwise satisfied for the entire pes

plan (within the meaning of § 414(1) thatiiog from the effective date of the CODA and Is hot greater than 200 percent of

: : that of nonhighly compensated employ-
benefits only employees who satisfy agg, e end of the plan year. Thus, an eXiskes. The altegrnz)i/tive Iir?ﬂtation is palgica/-

Farly relevant where the average rate of

§ 410(a), the plan is treated as two sepgopAa that uses a 401(k) safe harbog;
rate plans for purposes of § 401(k), anghathod for that plan year.
the ADP test safe harbor need not be satis- o gimilar rule applies for purposes of

fied with respect to both plans in order fogaction VI of Notice 98-52 in the case o

one of the plans to take advantage of the aqgition of matching contributions forejective contributions on behalf of highly
ADP test safe harbor. Accordingly, a plafpe first time to an existing defined contricompensated employees may not exceed
that uses one of the 401(k) safe harbqjtion plan at the same time as the ado

methods is not required to provide saf@ - of the CODA. % percent of pay. Absent the alternative
harbor matching or nonelective contribu- limitation, the average rate of elective
tions to participants who have not yet atV SIMPLIFYING THE LIMITATION ~ contributions on behalf of highly compen-
tained age 21 and completed a year of sePN MULTIPLE USE sated employees could not exceed 5 per-

vice. Those employees do not have to be cent in such a case. Similar rules apply
treated as eligible employees for purposes The limitation on multiple use appliesseparately to the average rate of matching

of the 401(k) safe harbors, so long as tH@ the current and prior year ADP andand employee after-tax contributions of

employer has elected to treat them sepé—cp testing methods (i.e., the nondishighly compensated employees under a
rately for coverage purposes pursuant fyimination testi_ng methods that § 40;(k§ 401(m) plan. _

§ 410(b)(4). However, in such a case, th@lans must satisfy if they do not satisfy Section 401(m)(9) requires the Secre-
plan must specifically provide that electhe 401(k) _safe harbors or t_he_ S_IMPLEary of_the Treasury to “prescribe such

tive contributions (and, if applicable,401(k) requirements). The limitation onregulations as may be necessary to carry
matching contributions) on behalf ofMmultiple use is a nondiscrimination provi-out the purposes of this subsection and

those employees will satisfy the ADP tespion intended to limit the extent to whichsubsection (k) including . . . such regula-

rate of elective contributions on behalf of
nonhighly compensated employees is 4
[)ercent of pay, then the average rate of

(and, if applicable, the ACP test). highly compensated employees receivions as may be necessary to prevent the
' ' greater benefits (as a percentage of pagultiple use of the alternative limitation
Addition of 401(k) Safe Harbor than nonhighly compensated employeesyith respect to any highly compensated

Provisions to Existing Profit-Sharing primarily under 8§ 401(k) plans that pro-employee.” Accordingly, while the alter-
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native limitation may be used to satisfy Alternatively, or in addition, the scopeers of data collection and compliance in
either the nondiscrimination test for elecof the limitation’s application might be the context of business transactions and
tive contributions or the nondiscrimina-narrowed slightly in order to give relief inreorganizations. Simplified alternatives
tion test for matching and employee aftereases where the value of the limitatiomay be provided to address those types of
tax contributions, the alternativewould be inconsequential in comparisortransactions in which the information flow
limitation is not available to satisfy bothto the administrative expense of complibetween the selling and purchasing enti-
tests. Absent the statutorily contemplatednce. For example, where the combineties or other entities involved in the trans-
limitation on multiple use, the combinedADP and ACP on behalf of nonhighlyactions traditionally has been minimal.
rates of elective and matching contribueompensated employees exceeds a certairAs part of this process, the Service and
tions on behalf of highly compensatedevel (e.g., 9 percent or 10 percent), th&reasury are seeking comments from plan
employees under a 8 401(k) plan that prdimitation on multiple use might be participants, plan sponsors, and other in-
vides for matching contributions could,deemed satisfied. terested parties regarding the following:
for example, be as much as 8 percent (i.e., The Service and Treasury welcome (1) The types of business transactions
an ADP of 4 percent and an ACP of 4 pereomments on these and other potential ap-and reorganizations (e.g., stock acquisi-
cent) while the combined rates for nonproaches for simplifying the limitation on tions, acquisitions of substantially all
highly compensated employees could beaultiple use. Comments on the effect of the assets of a trade or business, or

as little as 4 percent (i.e., an ADP of 2 petthe SBJPA changes to the methods for
cent and an ACP of 2 percent). In thigorrecting excess contributions and ex-

case, the limitation on multiple use wouldccess aggregate contributions and the rela-

reduce this 4-percentage-point disparityion of those changes to corrections of

to 2_ percentage points. multiple use limitation failures are also
While many employers choose to comwelcome. In addition, comments are wel-

ply with the limitation on multiple use by come regarding whether it is more appro-

reducing or limiting the elective and/orpriate (as a matter of authority or other-

matching contributions on behalf ofwise) for simplification of the limitation

highly compensated employees, othesn multiple use to be effected administra-

employers instead increase the employdively or legislatively.

contributions made on behalf of non-

highly compensated employees. Accord! POTENTIALAPPROACHES FOR

ingly, because of the limitation on multi-APPLYING VARIOUS
ple use, some moderate-incom@UALIFICATION REQUIREMENTS

employees covered under 401(k) plang\l MERGERS, ACQUISITIONS,

that provide matching contributions re DISPOSITIONS, AND SIMILAR

ceive employer-provided benefits that RANSACTIONS

amount to hundreds of dollars a year. The Service and Treasury are in the
However, the approach taken under ef5qcess of developing guidance regarding

isting regulations in implementing they,g gnplication of the nondiscrimination
limitation on multiple use may be unnec-

- X requirements under 8§ 401(k) and
essarily complicated. As a result, the Se 401(m), and the highly compensated
vice and Treasury are reviewing potenti '

_ mployee definition under § 414(q), in
changes to these regulations that wouldyations where the entities sponsoring
substantially simplify the application of g pjans are involved in mergers, acquisi-
the limitation on multiple use. tions, dispositions, or similar transactions.
Under one possible approach, thgncertainty among plan sponsors regard-
multi-step mathematical test used in d&ng the appropriate application of various
termining the aggregate limit on the rategajification requirements in the context

other economically similar transac-
tions) that reasonably would warrant
continuity of treatment for purposes of
the nondiscrimination requirements
under § 401(k) and § 401(m) and the
highly compensated employee defini-
tion under 8§ 414(q), as well as the de-
gree of specificity that is desirable or
appropriate in describing these transac-
tions.

(2) The application of the nondiscrimi-
nation requirements under § 401(k) and
§ 401(m) and the highly compensated
employee definition under § 414(q) in
cases where plans are combined or di-
vided during (instead of at the begin-
ning of) a plan year as a result of a
business transaction or reorganization
that occurs during a plan year.

(3) Whether more than one testing al-
ternative may be appropriate when ap-
plying the nondiscrimination require-
ments under § 401(k) and § 401(m) in
the case of mid-year transactions. For
example, under certain circumstances,
one approach to mid-year business
transactions that also involve combin-
ing plans might be to give plan spon-
sors the option of applying the § 401(k)
and 8§ 401(m) nondiscrimination re-

of contributions for highly compensated,s ,,,siness transactions and reorganiza-qu"eme”ts on a pre-transaction and
employees would be replaced by a simplg, o may be leading to reduced employee post-transaction basis as if there were
“look-up” table that is based on ranges Of)rotections, increased transaction costs S€Parate short plan years for the un-
aggregate contribution rates for nonhighly,, employers, and the inconsistent appli- combined and combined plans, or ap-
compensated employees. For examplggiion of these requirements among dif- plying these requirements once on the

such a table could provide that if the come, ot employers.

bined ADP and ACP on behalf of non- rpe gidance developed by the Service
highly compensated employees is beésng Treasury will be designed to balance
tween 5 percent and 6 percent, then thae need to protect employees’ pension
combined ADP and ACP on behalf ofijgnts and benefits and provide for the fair
highly compensated employees could bgistrinution of tax-favored pension bene-

as much as 3 percentage points higher. s yith the potential burdens on employ-
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basis of the entire plan year for the
combined plan. A similar approach

might apply in cases where plans are
divided as a result of mid-year business
transactions.

(4) The application of other plan quali-

fication provisions (in addition to the
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nondiscrimination requirements fortained in this notice has been reviewe®@URPOSE
§ 401(k) and § 401(m) plans and thend approved by the Office of Manage- ) o .
highly compensated employee definiment and Budget (OMB) in accordance | h€ Purpose of this Notice is to provide
tion under § 414(q)) in the context ofwith the Paperwork Reduction Act (449uidance regarding the effect of the repeal
business transactions and reorganiz&+.S.C. 3507) under control number 154591 cértain Canadian banking legislation
tions, whether or not such transaction$669. on elections under section 1504(d) of the
occur in the middle of a plan year. For An agency may not conduct or sponsofntérnal Revenue Code.
example, § 414(a)(2) grants the _Secre}nd a person i_s not required to respond A ck GROUND
tary of the Treasury the authority toa collection of information unless the col-
prescribe regulations regarding théection of information displays a valid Section 1504(d) of the Code allows, in
treatment of service with a predecessd®MB control number. certain circumstances, a domestic corpo-
employer as service with a successor The collections of information in this ration owning or controlling, directly or
employer. Comments are invited omotice are in section Ill, Q&As 1 and 2.indirectly, 100 percent of the capital stock
whether regulations should be proThe collections of information are re-of a Mexican or Canadian corporation, to
posed to address situations in whiclguired to enable personnel in the Tax Exelect to treat such corporation as a domes-
participants experience an interruptioempt and Government Entities Divisiontic corporation for all purposes of subtitle
of their vesting service under § 411(apf the Internal Revenue Service to detelA of the Code. Among other require-
and eligibility service under § 410(a)mine if an employer’s retirement plan satments, such an election may be made only
by reason of certain business transacsfies the requirements to obtain favorablé the sole purpose for maintaining such
tions or reorganizations. tax treatment and to inform plan partici-corporation is to comply with Canadian or
pants of their rights and obligations undelexican law regulating the title and oper-
the plan. The likely respondents are busation of property.

In addition to inviting comments on the"€SSes or etrrer _for-_profit institutions, an(_j If an eleetion under section 1504(d) is
potential approaches for simplifying thenot-for-pro_flt institutions. o in ef_fect with respect to a Canadian or

The estimated total annual reportindMexican corporation, and the relevant
burden is 8,000 hours. provision in Canadian or Mexican law
cases where plan sponsors are involved in The est_imated annual burelen per reregu_lating the title _and operation of prop-
mergers, acquisitions, and similar tr(,:“,]s(,i(’spendent is 1 hour and 20 mlnutes. Therty is repealed, it is the view of Treasu_ry
tions, the Service and Treasury invit&stimated number of respondents is 6,00and the IRS that the election under section
Jrhe estimated annual frequency of ret504(d) generally is terminated as of the
ance provided in this notice. It is antici-SPONSes is on occasion. effective date of the repeal. However, a
pated that further guidance in these area_sBOOk_s or recerds relating to a coIIec-f(_)reign corporatien may continue to be
would take the form of proposed reguIaI'On of information must be retained aviewed as maintained solely for the pur-
tions. long as their contents may become matepose of complying with Canadian or

Comments should be submitted b>’ral in the administration of any internalMexican law for a short period of time
March 24, 2000, in writing, and should"&@Venue law. Generally, tax returns antbllowing the repeal of that foreign law if
reference Notice 2000—3. Comments cali@X return information are confidential, aghe taxpayer takes reasonable and expedi-
be addressed to CC:DOM:CORP:R (Norequired by 26 U.S.C. 6103. tious measures to respond to the change in

tice 2000—3), room 5228, Internal Rev foreign law and for good reason is unable
enue Servic)e, POB 7604, Ben FranklirE)RAFTING INFORMATION to complete such measures by the effec-
Station, Washington, DC 20044. In the The principal author of this notice istive date of the repeal, as would be the
alternative, comments may be hand deliRoger Kuehnle of the Tax Exempt an§@Se If the taxpayer is required to obtain
ered between the hours of 8 a.m. and Government Entities Division. For fur-'égulatory approval in order to convert

p.m. to CC:DOM:CORP:R (Notice ther information regarding this notice N€ foreign corporation to a branch of the
2000-3), Courier’s Desk, Internal Revplease contact the Employee Plans’ ta)?-S Parent and cannot obtain such ap-
enue Service, 1111 Constitution Avenu@ayer assistance telephone service Bfoval by the effective date of the repeal.
NW., Washington, DC. Alternatively, tax- (202) 622-6074/6075 (not toll-free num-N Such a case, the foreign corporation
payers may transmit comments electronbers) between the hours of 1:30 and 3:3¢ill continue to be viewed as maintained

cally via the following Internet site: Cyn-p.m. Eastern Time, Monday throughsCl€ly for the purpose of complying with

thia.Grigsby@md1.irscounsel.treas.gov. Thursday. Canadian or Mexican law only for so long
as is reasonably necessary to convert to

VI REQUEST FOR COMMENTS

limitation on multiple use and for apply-
ing various qualification requirements in

comments on the 401(k) safe harbor gui

VII. EFFECT ON OTHER branch form and only for so long as the
Secton 1504(c) Elections — (et persis n s oot coryer
Notice 98-52 is modified. Deferral of Termination IRS may issue guidance identifying
PAPERWORK REDUCTION ACT whether and the extent to which this short

Notice 2000-7 period of time exists in appropriate cir-
The collection of information con- cumstances not specifically addressed by

2000-4 |.R.B. 419 January 24, 2000



this Notice. Following the end of anythe Superintendent of Financial Instituapplicable Canadian law regulating the
such period (or immediately upon the eftions (“Foreign Branch Guide”). In addi-title and operation of property.

fective date of the repeal of the foreigriion, the Canadian banking subsidiary The principal author of this notice is
law if there is no such period), if the for-must complete its conversion to branctKenneth D. Allison of the Office of Associ-
eign corporation remains in existence, iftorm on or before the earlier of (i) the dayate Chief Counsel (International). How-
is no longer maintained solely for the purthat is six months after the day that thever, other personnel from the IRS and the
pose of complying with the repealed forSuperintendent of Financial InstitutionsTreasury Department participated in its de-

eign law. makes an order in respect of the foreigmelopment. For further information regard-
. . bank under subsection 534(1) of théng this notice contact Mr. Allison at 202-
Eepe;’:tlfof Canadian Banking Amended Act, or (i) December 31, 2002622-3860 (not a toll-free call).
egislation

The terms of the proposed Relief Legisla-
Until recently, Canada prohibited for_tion indicate_ that Can_ada has det_ermined

eign banks from operating in branch forniha@t the period described above is a regeighted Average Interest Rate

within Canada, under the Bank Actsonable period for taxpayers to take thgpdate

(Canada), S.C. 1991, c. 46 (“OriginaISteps necessary to convert to branch form.

Act’). Canadian banking operations of gfect of Repeal of Canadian Banking Notice 2000-8
foreign bank were required to be CON[ ggislation

ducted within a Canadian corporation. Notice 88—73 provides guidelines for
Thus, Canadian banking subsidiaries of Except as provided in the followingdetermining the weighted average interest
U.S. banks may have qualified for thesentence, a Canadian banking subsidiargte and the resulting permissible range of
election under section 1504(d). that was, immediately prior to June 28interest rates used to calculate current lia-
Effective June 28, 1999, the Original ActL999, maintained solely for the purposility for the purpose of the full funding
was amended to permit foreign banks tof complying with the Original Act shall limitation of § 412(c)(7) of the Internal
perform certain specified banking functionde considered to be maintained solely fdRevenue Code as amended by the Om-
in Canada directly through foreign branchethe purpose of complying with the Origi-nibus Budget Reconciliation Act of 1987
rather than through Canadian subsidiariagal Act until the earlier of the date that isand as further amended by the Uruguay
(“Amended Act”). Under the Amendedsix months after the day that the SuperirRound Agreements Act, Pub. L. 103-465
Act, all Canadian subsidiaries of foreigrtendent of Financial Institutions makes afGATT).
banks seeking to convert to a branch operarder in respect of the foreign bank under The average yield on the 30-year Trea-
tion must obtain the approval of the Minissubsection 534(1) of the Amended Act, osury Constant Maturities for December
ter of Finance and the Office of the Superirbecember 31, 2002. If, however, thel999 is 6.35 percent.
tendent of Financial Institutions. bank does not comply with paragraphs The following rates were determined
In addition, on May 11, 1999, thel.0(1.1)(b) and (c) of the Foreign BrancHor the plan years beginning in the month
Canadian government announced its infsuide on or before December 31, 200Ghown below.
tention to enact legislation that wouldthe Canadian banking subsidiary shall be )
allow an indefinite deferral of the Cana-considered to be maintained solely for thErafting Information
dian tax imposed upon the liquidation of @urpose of complying with the Original 110 principal author of this notice is
Canadlqn banking subsidiary as part of itdct only until Dgcember 3_1, 2000. . _Todd Newman of Employee Plans, Tax Ex-
conversion to branch form (“Relief Legis- After the applicable period described INempt and Government Entities Division.
lation”). Department of Finance ReIea_s&he precedm_g .paragrap_h., any anadqubr further information regarding this no-
99-044 (May 11, 1999). Under the Reliebanking subsidiary remaining in emstencgce, call the Employee Plans Actuarial hot-
Legislation, relief will be available only if shall be maintained solely for the PUIPOSEne (202) 622-6076 between 2:30 and
the bank complies, on or before Decemsf complying with foreign law as to title 5.5 p.m. Eastern time (not a toll-free num-
ber 31, 2000, with paragraphs 1.0(1.1)(bdnd operation of property only if it is ber). Mr. Newman's number is (202) 622-
and (c) of the draft “Guide to Foreignmaintained solely for the purpose of comg,gg (also not a toll-free number).
Bank Branching” issued by the Office ofplying with the Amended Act or any other

90% to 105% 90% to 110%
Weighted Permissible Permissible
Month Year Average Range Range
January 2000 6.01 5.41 10 6.31 5.41 10 6.61
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Part IV. Items of General Interest

Notice of Proposed Rulemaking room 2615, Internal Revenue Building, The collection of information in this

and Notice of Public Hearing 1111 Constitution Avenue, NW., Wash-proposed regulation is contained in the
_ _ ington, DC. preamble under the headingroposed
Credit for Increasing Research Effective Date* The information is re-

FOR FURTHER INFORMATION CON- quired by the IRS to ensure that members

TACT: Concerning the proposed regula—f a controlled group filing claims for re-

tions, Lisa J. Shuman at (202)622-312 und based on a change in method of allo-

REG-105606-99 (not a toll-free number); concerning SUbE:ating the research credit to members of

AGENCY: Internal Revenue Service{‘nlzsmr: of ((:jomrr:ﬁnt.;, tlr:je hearing, alr.]dt/(t)tke group do not together claim in excess
0 be praced on e bUIing aceess ISt e 1 0o of the credit with respect to prior

(IRS), Treasury. attend the hearing, La Nita Van Dyke af_ "’ years
ACTION: Notice of proposed rulemak-(202)622-7190 (not a toll-free number). ™ .= "0 o0 o) reporting bur-

ing and notice of public hearing. SUPPLEMENTARY INFORMATION:  den: 200 hours.

SUMMARY: This document contains ) Estimated average annual burden hours
proposed regulations relating to the Coml?aperwork Reduction Act per respondent: 20 hours.

putation of the credit for increasing re- The collection of information con- EStimated number of respondents: 10.
search activities (the research credit) foLined in this notice of proposed rulemak- Estimated frequency of responses: On
members of a controlled group and the alhg has been submitted to the Office ofccasion.

location of the credit under section 41(fManagement and Budget for review in ac- An agency may not conduct or sponsor,
of the Internal Revenue Code. These pree qance with the Paperwork Reductio@nd a person is not required to respond to,
posed regulations are intended to provid/gCt of 1995 (44 U.S.C. 3507(d)). Com-2 collection of information unless it dis-
guidance on the proper method for coMy o pis o the collection of informationPlays @ valid control number assigned by
puting the research credit for members cghould be sent to th@ffice of Manage- the Office of Management and Budget.

a controlled group and the proper method . - 4 Budget Attn: Desk Officer for  BOOKS or records relating to a collec-
for allocating the group credit to members, Department of the Treasury, Office ofion Of information must be retained as
of the group. These proposed regulationg ¢ ' -+ 204 Regulatory 'Affairs. 1ong as their contents may become mater-
reflect changes to section 41 made by tl\?lashington DC 20503, with copies tgal in the administration of any internal
Revenue Reconciliation Act of 1989 (the, | "o By enue Ser\’/iceAttn' IRS revenue law. Generally, tax returns and
1989 Act). This document also prowde%eports Clearance Officer. OP:FS:FHax return information are confidential, as
notice of a public hearing on these regu'%ashington, DC 20224 C(’)mm.ents. oﬁ’equired by 26 U.S.C. 6103.

tions. the collection of information should be r€Background

DATES: Written or electronic commentsceived by March 6, 2000.

must be received no later than April 5Comments are specifically requested con- The research credit provisions originally
2000. Outlines of topics to be discussederning: appeared in section 44F of the Internal
at the public hearing scheduled for April Whether the proposed collection of inRevenue Code of 1954 (the 1954 Code), as
26, 2000 at 10 a.m. must be received bigrmation is necessary for the proper peradded to the 1954 Code by section 221 of

Activities

April 5, 2000. formance of the functions of the IRS, inthe Economic Recovery Tax Act of 1981.
ADDRESSES: Send submissions to¢luding whether the information will have Section 471(c) of the Tax Reform Act of
CC:DOM:CORP:R (REG—105606—99) practical Ut”ity; 1984 redesignated section 44F as section

room 5226, Internal Revenue Service, 1he accuracy of the estimated burdeB0. Section 231 of the Tax Reform Act of
POB 7604, Ben Franklin Station, Wash&ssociated with the proposed collection af986 (the 1986 Act) redesignated section
ington, DC 20044. Submissions may béformation (see below); 30 as section 41 and substantially modified
hand delivered Monday through Friday How the quality, utility, and clarity of the research credit provisions. The 1989
between the hours of 8 a.m. and 5 p.m. té€ information to be collected may be enAct substantially revised the computation
CC:DOM:CORP:R (REG-105606-99),hanced; of the research credit.

Courier’s Desk, Internal RevenueService, How the burden of complying with the On May 17, 1989, the IRS published in
1111 Constitution Avenue NW., Washing-Proposed collection of information maythe Federal Register(54 FR 21203) final
ton, DC. Alternatively, taxpayers maybe minimized, including through the ap+egulations under section 41. The 1989
submit comments electronically via theplication of automated collection tech-final regulations generally do not reflect
Internet by selecting the “Tax Regs” ophiques or other forms of information techthe amendments to section 41 made by
tion of the IRS Home Page, or by submitnology; and the 1986 Act, the 1989 Act, and other sub-
ting comments directly to the IRS Internet Estimates of capital or start-up costsequent legislative revisions to the re-
site at: and costs of operation, maintenance, arskarch credit.
http://www.irs.gov/prod/taxregs/regslist.hpurchase of services to provide informa- The amendments proposed by this doc-
tml. The public hearing will be held intion. ument contain proposed rules relating to
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the computation of the research credit fosearch expenses. The member allocatittased on each member’s “proportionate
members of a controlled group and the als based on the ratio that each memberghare of the qualified research expenses
location of the credit under section 41(f)increase in its qualified research expensasd basic research payments giving rise to
These proposed regulations reflecover its base period research expensés credit.”

changes to the research credit rules matiears to the sum of the group’s increases In explaining the 1989 Act revisions to
by the 1989 Act and Small Business Jolm qualified research expenses the research credit, the House Report sim-
Protection Act of 1996, which introduced ply states that the rules relating to the ag-

the alternative incremental researcﬁost-lQBhQCRuIC?tsfforl\%omgutingfthe gregation of related persons and changes
esearch Credit for Members of a

credit. > in ownership are the same as under pre-

, Controlled Group and Allocating the sent law with the modification that when
Pre-1990 Rules for Computing the Regular Research Credit among a business changes hands, qualified re-
Research Credit for Members of a Members of the Group '

search expenses and gross receipts for pe-

In the 1989 Act, Congress revised th&iods prior to the change qf ownership are
computation of the research credit. Corfféatéd as transferred with the trade or
Prior to the enactment of the 1989 Actgress retained the incremental structure QUSIN€Ss which gave rise to those expen-
the research credit was computed by muthe credit but altered the computation tditures and receipts f(?r purposes of re-
tiplying the credit rate by the excess of théocus on whether and the extent to whicROMPUting a taxpayer’s fixed-base per-
taxpayer’s current year qualified research taxpayer increases the proportion of i§€ntage. H. Rep. No. 101-247 at 1202.
expenses over the average of the taxualified research expenses relative to itsN€ €gislative history to the 1989 Act
payer’s qualified research expenses fagross receipts. does not refer”to the elimination of the
the preceding three years. Under section 41, as amended in 19g4/ord “increase” from the allocation rule.
Before amendment by the 1989 Actthe research credit is computed by multi- N the light of the statutory changes en-
section 41(f)(1) provided rules for com-plying the credit rate by the excess of thaCted in 1989, taxpayers have questioned
puting the research credit for members dhxpayer’s current year qualified researci!® Proper method for computing the re-
a controlled group (generally a group o&xpenses over a “base amount.” The baSgarch credit for members of a controlled
corporations or unincorporated business@snount is defined in section 41(c) as th8"oup and the proper method for allocat-
linked by common ownership of moregreater of: (1) fifty percent of the tax-"d the group credit to members of the
than 50 percent). Section 41(f)(1) treatefayer’s credit year qualified research exd"oup under the new rules. _
all members of a controlled group as @enses (the minimum base amount): or, 1N€ Proposed regulations provide that,
single taxpayer for purposes of computing?) the taxpayer’s “fixed-base percent{O" Purposes of computing the group
the credit and allocated the credit to thage” times the taxpayer’s average annu&l€dit; all of the computational rules of
members of the group based on the mergross receipts for the four taxable years€ction 41 are applied on an aggregate
ber's proportionate share of the increasgreceding the taxable year for which th@asis: This is consistent with the statutory
in qualified research expenses giving riseredit is being determined. prescription that the controlled group be
to the credit. In general, a taxpayer’s fixed-base pefréated as a single taxpayer and is neces-
The legislative history to the 1981 Actcentage is defined in section 41(c)(3)(AF&7Y 0 preclude taxpayers from creating
indicates that the research credit aggregas the ratio that the taxpayer's aggregafétificial increases in the credit by shifting
tion rules were enacted to ensure that thialified research expenses for its taxabf@2lified research expenses and gross re-
research credit would be allowed only foyears beginning after December 31, 198§€1Pts among commonly controlled or
actual increases in research expenditurend before January 1, 1989 bear to its agtnerwise related persons. _
The aggregation rules were intended tgregate gross receipts for the same period.!n Proposing rules for the allocation of
prevent artificial increases in research exsection 41(c)(3)(B) provides rules forthe credit, Treasury and the IRS consid-
penditures by shifting expenditurescomputing the fixed-base percentage fdfr€d: Put were not persuaded by, certain
among commonly controlled or otherwisestart-up companies. Section 41(c)(3)(CPxPayers z?‘rgument”that the elimination
related persons. H. Rep. No. 97—20Iprovides that the maximum fixed-bas& the word “increase” from the allocation
1981-3 C.B. (Vol. 2) 364 and Sen. Reppercentage is 16%. rule in the statute requires that the credit
97-144, 1981-3 C.B. (Vol. 2) 442. Section 41(f)(1), as amended by th&€ allocated on the basis of the gross
An example that appears in bothl989 Act, continues to provide rules fo@Mmount of qualified research expenses in-
§1.41-8(a)(4) of the 1989 regulations andomputing the research credit for memcUred by the various members of the con-
the legislative history to the 1981 Act il-bers of a controlled group. As under priof©/l€d group. Treasury and the IRS be-
lustrates the computation and allocatiotaw, all members of a controlled group aréu_eve th‘"jft elimination of the word
of the research credit under sectiotreated as a single taxpayer for purposed'Créase” was necessitated by the 1989
41(f)(1) before the 1989 Act amendmentsf computing the credit. However, the alStatutory amendments to the computation
to the research credit computation. In thiacation rule was amended to eliminat@f the research credit, which afford a
example, the allowable group researchny reference to an “increase” in qualified"dit in certain circumstances even where
credit is allocated among the members exesearch expenses. Under the amendil t@xpayer (or each member of a con-
periencing an increase in qualified reallocation rule, the group credit is allo-Ir0!led group) is decreasing its gross
search expenses over their base period Eated among the members of the groupMount of qualified research expenses

Controlled Group and Allocating the
Credit among Members of the Group
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(e.g., because the taxpayer’s gross receiptgulations provide that all computation®f the Administrative Procedure Act (5

also are decreasing). However, there is maith respect to the group credit for basitJ.S.C. chapter 5) does not apply to
indication that the elimination of the wordresearch payments and the alternative ithese regulations. It is hereby certified
“increase” was intended to suggest that treremental research group credit are urihat the collection of information con-

credit be allocated without regard to its indertaken on an aggregate basis. Similarligained in these regulations will not have
cremental nature. To the contrary, théhese group credits are allocated to the significant economic impact on a sub-
statutory prescription that the credit be alvarious group members on an incrementatantial number of small entities. This

located according to each member’s prdasis. certification is based on the expectation
portionate share of the qualified research . that few, if any, small entities will file
expenses “giving rise to” the credit supProposed Effective Date claims for refund attributable to a

ports a rule that allocates the credit to The regulations generally are propose<ahange in method of allocating the re-
those members whose share of currefd o applicable for taxable years endin earch credit among members of its con-
year qualified research expenses exceegﬁ or after the date proposed regulatior%oued group. Accordingly, a Regula-
their share of the base amount. Thus, tr&qe filed with the Federal Register, but arkory Flexibility Analysis under the
proposed regulation provides that th%lso proposed to be retroactive in Certaiﬁegulatory Flexibility Act (5 U.S.C.
group research credit is allocated to eag ited circumstances to prevent abusé:_hapter 6) is not required. Pursuant to
member based on the ratio that the meng, prevent taxpayers that are members 3]ection 7805(f) of the Internal Revenue
ber’s increase in its qualified research eX3 controlled group from together cIaimingCOde’ this notice of proposed rulemak-
penses over its base amount bears to tmsexcess of 100% of the credit with relNY will be submitted to the Chief Coun-
sum of each member’s increase in qualis-pect to prior taxable years, the rules fcﬁel for Advocacy of the Small Business
fied research expenses over its basaﬁlocating the group credit would apply toAdministration for comment on its im-
amount. The member’s base amount 'gny taxable year beginning after DecerrPact on small business.

computed by multiplying the group fixed-po 31 1989 in which, as a result of in-
) J J ' Comments and Public Hearin
base percentage by the member's averagg,sistent methods of allocation, the .

annual gross receipts for the four preceqﬁembers of a controlled

. roup as a whole i
ing tax years. group Before these proposed regulations are

N claimed more than 100% of the allowablg,dopted as final regulations, considera-
In order to prevent manipulation of thegroyp credit. In the case of a group whosgon will be given to any written com-
amount of credit allocated to a consolimempers have different taxable years anflents (preferably a signed original and
dated group of corporations that is ghose members used inconsistent metlight (8) copies) or electronic comments
member of a controlled group with othekys of allocation, the members of theyre submitted timely to the IRS. Treasury
taxpayers, Treasury and the IRS consiggroyp as a whole shall be deemed to haid the IRS request comments on the
ered a Spe(?lal rule for allocatlng the '€¢laimed more than 100% of the a”OW&b'Q;|arity of the proposed regu|ati0n5 and
search cred.|t that would treat all.memberéroup credit. how they may be made easier to under-
of a consolidated group as a single tax- Ng claim for refund (1) attributable to astand. All comments will be available for

payer for purposes of allocating the reghange in method of allocation; (2) perpublic inspection and copying.

search credit among members of the CORaining to a taxable year ending before A public hearing has been scheduled
trolled group. Treasury f’:md the IRSecember 30, 1999; and (3) filed aftefor April 26, 2000 at 10 a.m. in room
request comments on speglal rules for ahecember 30, 1999, will be allowed un2615 Interr,IaI Revenue Bl.JiId.ing 1111
locating the research credit among MeNfess the taxpayer submits a Stateme'@ons’titution Avenue. NW Washi;ngton
bers of a controlled group that contains Rientifying all members of the controlledpc. pue to building ,secufi,ty procedureé,

consolidated group of corporations. group for the taxable year at issue. Thgisitors must enter at the ¥CStreet en-

Allocation of the Credit for Basic statement must contain a declaratiogance, located between Constitution and
Research Payments and the Alternative 5|gr_1ed by the taxpay?r under penalties @ennsylvania Avenues, NW. In addition,
Incremental Research Credit perjury that states: “To the best of my| yisitors must present photo identifica-

knowledge and belief, taking into accounfion to enter the building. Because of ac-

The proposed regulations also addreg¥ior claims, this amended claim and anyess restrictions, visitors will not be ad-
the computation and allocation of thd€lated adjustments, no more than thgjiited beyond the immediate entrance
group credit for basic research payment§tal amount of the group credit will be al-3rea more than 15 minutes before the
(certain amounts paid to qualified organilocated to the members of the controlleflearing starts. For information about
zations for basic research) and for the a8roup. having your name placed on the building
ternative incremental research credit (ag access list to attend the hearing, see the
elective alternative method of computing “FOR FURTHER INFORMATION
the research credit, under which taxpayers |t has been determined that this notic€ONTACT” section of this preamble.
are assigned a lower three-tiered fixedf proposed rulemaking is not a signifi- The rules of 26 CFR 601.601(a)(3)
base percentage, and the credit rate is f€ant regulatory action as defined in Exapply to the hearing. Persons who wish to
duced). ecutive Order 12866. Therefore, a regupresent oral comments at the hearing must

As in the case of the regular credit fotatory assessment is not required. It alssubmit written or electronic comments
qualified research expenses, the proposéds been determined that section 553(land an outline of the topics to be dis-
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cussed and the time to be devoted to eaphyments. preceding tax years.
topic (preferably a signed original and5) Allocation of alternative incremental* * * * =
eight (8) copies by April 5, 2000). A pe-research credit. (4) Allocation of credit for basic re-
riod of 10 m_mutes will be allotted to each(g) Examples. search payments The credit (if any) at-
person making comments. (b) For taxable years beginning beforgributable to basic research payments al-
An agenda showing the scheduling 0january 1, 1990. lowed to a member is determined on the
the speakers will be prepared after the « » » x basis of the ratio that its excess (if any) of
deadline for receiving outlines has par 3 |n §1.41-8, paragraphs (a)(1pasic research payments over its qualified
passed. Copies of the agenda will bgy) 4y (b), and (c)(1) are revised anadrganization base period amount bears to
available free of charge at the hearing. p5ragraphs (a)(5) and (a)(6) are added the aggregate excess of basic research
read as follows: payments over the qualified organization
§1.41-8 Aggregation of expenditures. base period amount of all members in the
The principal author of these proposed (a) Controlled group of corporations; group. For purposes of the preceding sen-
regulations is Lisa J. Shuman of the Oftrades or businesses under common cofgnce, a member computes its qualified
fice of the Assistant Chief Counseltrol—(1) In general In determining the organization base period amount using
(Passthroughs and Special Industrieshmount of the credit for increasing resimilar principles to those used in para-
However, personnel from other offices okearch activities allowed with respect to 8raph (a)(1) to determine the member’s
the IRS and the Treasury Department patrade or business that at the end of its taase amount.
ticipated in their development. able year is a member of a controlled (5) Allocation of alternative incremen-
ok R xx group of corporations or a member of &al research creditlf the credit is com-
group of trades or businesses under corputed under the alternative incremental
mon control, all members of the group areesearch credit rules, the credit (if any) al-
treated as a single taxpayer. Thus, fdowed to the member is determined on the
26 CFR part 1 is pro_purpose_s of determining the gmount_olf)asi_s_of the ratio that its excess (if any) (_)f
the credit, all of the rules in section 41, inqualified research expenses over 1% of its
cluding, for example, the rules in sectioraverage annual gross receipts for the four
PART 1—INCOME TAXES 41(c)(2) (pertaining to the minimum baseaxable years preceding the taxable year
o amount), section 41(c)(3)(B) (pertainingfor which the credit is being determined
Paragraph 1. The authority citation fog, the fixed-base percentage for start-upears to the aggregate excess of qualified
part 1 continues to read in part as followssompanies), and section 41(c)(3)(C) (peresearch expenses over 1% of the average
Authority: 26 U.S.C. 7805 * * * taining to maximum base amount) are amnnual gross receipts of all members of
Par. 2. In §1.41-0, the table of contentglied only to the aggregate computatiothe group for the four taxable years pre-
is amended by revising the entries fopf the base amount. The credit (if any) aleeding the taxable year for which the
§1.41-8(a), (a)(1), (a)(4), and (b) angowed to any member is determined owredit is being determined.
addlng entries for §141_8(a)(5) anC{he basis of the ratio that its increase (lf (6) Examp|esThe fo”owing examp|es
(a)(6) to read as follows: any) in its qualified research expensegjuystrate the provisions of this paragraph
§1.41-0 Table of contents. over its base amount bears to the aggre):
e gate increases in qualified research ex- gxample 1(j) Facts A controlled group of three

§1.41-8 Aggregation of expenditures. penses over the base amount of all merserporations (all of which are calendar-year taxpay-
(a) Controlled group of corporations; tradepers of the group. For purposes of thers) had qualified research expenses for the credit

Drafting Information

Proposed Amendments to the
Regulations

Accordingly,
posed to be amended as follows:

or businesses under common control.  preceding sentence, a member computé"sa198r419h99' q‘:]a'ifg%‘yeseamh eXp_ensefS forhthe pe_”‘(’jd
. . . t roug , gross reCelptS or the perio
(2) In general. its base amount by multiplying the 9rOUR 954 through 1988, and average annual gross re-

* % % * *

fixed-base percentage by_the member &ipts for the four years preceding the credit year as
(4) Allocation of credit for basic researchaverage annual gross receipts for the fotsilows:

|| A B C Total

Credit Year Qualified $200x $20x $110x $330x
Research Expenses

1984-1988 Qualified $40x $10x $100x $150x

Research Expenses

||1984-1988 Gross Receipts $1,000x $350x $150x $1500jk
verage Annual Gross $1,200x $200x $300x $1700

Receipts for 4 years

preceding Credit Year
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(ii) Computation of the group credit(A) The base percentage is the ratio that the group’s aggr#32x.
group research credit is computed as if the three cayate qualified research expenses for the taxable (iii) Allocation of the group creditThe group re-
porations are one taxpayer. The research credit years beginning after December 31, 1983, and bsearch credit of $32x is allocated to the members of
equal to 20 percent of the excess of the group’s afpre January 1, 1989 bear to its aggregate gross e group based on the ratio that the member’s in-
gregate credit year qualified research expenses oweipts for the same period. Therefore, the groupsrease in its qualified research expenses over the
the group’s base amount. fixed-base percentage is 150x/1500x or 10% and theember’s base amount bears to the sum of the mem-

(B) The group’s base amount equals the greatgroup’s base amount is $170x, the greater of 50% bkr increases in qualified research expenses over
of fifty percent of the group’s credit year qualified$330 or 10% of $1,700x. their base amounts. The member’s base amount is
research expenses (the minimum base amount); or, (C) The group’s research credit is equal to 20 pecomputed by multiplying the group fixed-base per-
the group’s fixed-base percentage times the group&ent of the excess of the group’s aggregate credientage of 10% by the member’s average annual
average annual gross receipts for the four taxableear qualified research expenses over the groupdgoss receipts for the four preceding tax years. The
years preceding the credit year. The group’s fixedbase amount. That is 20% of ($330x - $170x) 0$32x credit is allocated as follows:

Member Credit Year Member Increase Ratio Credit
Quialified Base
Research Amount
Expenses
A $200x $120x $80x 80/160 $16x
B $20x $20x 0
C $110x $30x $80x 80/160 $16x

Example 2 (i) Facts The facts are the same adowing table shows the group’s qualified researcleceipts for the period 1984 through 1988, and aver-
in Example lexcept that A had no qualified re- expenses for the credit year, qualified research erge annual gross receipts for the four years preced-
search expenses during the credit year. The fopenses for the period 1984 through 1988, gross reig the credit year:

|| A B C Total

Credit Year Qualified 0 $20x $110x $130x

Research Expenses

1984-1988 Qualified $40x $10x $100x $150x

Research Expenses

||1984-1988 Gross Receipts $1,000x $350x $150x $1501]x
verage Annual Gross $1,200x $200x $300x $1700

Receipts for 4 years

preceding Credit Year

(i) Computation of the group creditUnder mental credit under section 41(c)(4), the group ithe members of the group based on the ratio that
these facts, the controlled group’s credit year quakllowed a credit equal to .0165($25.5x - $17x) #he member’s qualified research expenses over one
ified research expenses are less than the group®22($34x - $25.5x) + .0275($130x - $34x) orpercent of the member’s average annual gross re-
base amount of $170x, and no credit is allowed t§2.96725x. ceipts for the four preceding years bears to the
the group unless the group elects to use the alter- (iii) Allocation of the group credit Assuming sum of the member increases in qualified research
native incremental research credit under sectiothat the group elects to use the alternative incr@xpenses over one percent of their average annual
41(c)(4). mental research credit under section 41(c)(4), thgross receipts for the four preceding years. The

If the group elects to use the alternative incregroup research credit of $2.96725x is allocated t$2.96725x credit is allocated as follows:

Member Credit 1 % of Member Increase Ratio Credi
Year Average
Qualified Annual Gross
Research Receipts for
Expenses 4 Preceding
Tax Years
A $0 $12x 0 0
B $20x $2x $18x 18/125 $.427284X
C $110x $3x $107x 107/125 $2.539966K
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Example 3(i) Facts A controlled group of three year 1999, qualified research expenses for the periegipts for the four years preceding the credit year as
corporations (all of which are calendar-year taxpayt984 through 1988, gross receipts for the periofbllows:
ers) had qualified research expenses for the credi®84 through 1988, and average annual gross re-

|| A B ct Total
Credit Year Qualified $200x $20x $50x $270x
Research Expenses

1984-1988 Qualified $55x $15x 0 $70x
Research Expenses

|1984—1988 Gross Receipts $1000x $400x 0 $1400
verage Annual Gross $1200x $200x 0 $1400x
Receipts for 4 years

preceding Credit Year

1C began business in 1999. years preceding the credit year. The group’s fixed- (iii) Allocation of the group creditThe group re-
base percentage is the ratio that the group’s aggreearch credit of $27x is allocated to the members of
(if) Computation of the group credit(A) The  gate qualified research expenses for the taxabtbe group based on the ratio that the member’s in-
group research credit is computed as if the three cQfaars beginning after December 31, 1983, and berease in its qualified research expenses over the
porations are one taxpayer. The research credit f§re january 1, 1989 bear to its aggregate gross member’s base amount bears to the sum of the mem-
equal to 20 percent of the excess of the group’s aggipts for the same period. Therefore, the groupler increases in qualified research expenses over
gregate credit year qualified research expenses oM@fed-base percentage is 70x/1400x or 5% and thbeir base amounts. The member’s base amount is
the group’s base amount. group’s base amount is $135x, the greater of 50% ebmputed by multiplying the group fixed-base per-
(B) The group’s base amount equals the great@70x or 5% of $1,400x. centage of 5% by the member’s average annual
of: fifty percent of the group’s credit year qualified () The group’s research credit is equal to 20 pegross receipts for the four preceding tax years. The
research expenses (the minimum base amount), @gn¢ of the excess of the group’s aggregate credit yeb27x credit is allocated as follows:
the group’s fixed-base percentage times the groupfyajified research expenses over the group’s base
average annual gross receipts for the four taxablgnount. That is 20% of ($270x - $135x) or $27x.

Member CreditYear Member Increase Ratio Credit
Quialified Base
Research Amount
Expenses
$200x $60x $140x 14/20 $18.9x
B $20x $10x $10x 1/20 $1.35x
C $50x 0 $50x 5/20 $6.75x

Example 4(i) Facts. The facts are the same as incredit year 1999, qualified research expenses for thieceipts for the four years preceding the credit year
Example 3xcept that C began business in 1989. Aperiod 1984 through 1988, gross receipts for the pas follows:

B, and C had qualified research expenses for theod 1984 through 1988, and average annual gross

A B C Total

Credit Year Qualified $200x $20x $50x $270x
Research Expenses

1984-1988 Qualified $55x $15x 0 $70x
Research Expenses

1984-1988 Gross Receipts $1,000x $400x 0 $1,400
Average Annual Gross $1,200x $200x $1,000x $2,400

Receipts for 4 years

preceding Credit Year
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(ii) Computation of the group credit(A) The base percentage is the ratio that the group’s aggre- (iii) Allocation of the group creditThe group re-
group research credit is computed as if the three cagate qualified research expenses for the taxabsearch credit of $27x is allocated to the members of
porations are one taxpayer. The research credit ygars beginning after December 31, 1983, and béie group based on the ratio that the member’s in-
equal to 20 percent of the excess of the group’s afpre January 1, 1989 bear to its aggregate gross mrease in its qualified research expenses over the
gregate credit year qualified research expenses oweipts for the same period. Therefore, the group®ember’s base amount bears to the sum of the mem-
the group’s base amount. fixed-base percentage is 70x/1400x or 5% and tHeer increases in qualified research expenses over

(B) The group’s base amount equals the greatgroup’s base amount is $135x, the greater of 50% tfieir base amounts. The member’'s base amount is
of: fifty percent of the group’s credit year qualified$270x or 5% of $2,400x. computed by multiplying the group fixed-base per-
research expenses (the minimum base amount), or, (C) The group’s research credit is equal to 20 pecentage of 5% by the member’s average annual
the group’s fixed-base percentage times the grouptent of the excess of the group’s aggregate credit yegoss receipts for the four preceding tax years. The
average annual gross receipts for the four taxabtpualified research expenses over the group’s ba$27x credit is allocated as follows:
years preceding the credit year. The group’s fixecamount. That is 20% of ($270x- $135x) or $27x.

Member CreditYear Member Change Ratio Credit
Qualified Base
Research Amount
Expenses
$200x $60x $140x 14/15 $25.2x
B $20x $10x $10x 1/15 $1.8x
$50x 50x 0 0 0
(b) For taxable years beginning beforeDeposits of Excise Tax FOR FURTHER INFORMATION CON-
January 1, 1990For taxable years begin- TACT: Concerning submissions, the
ning before January 1, 1990, see § 1.41-8 Regulations Unit, (202) 622-7180; con-
in effect prior to December 30, 1999 af&nnouncement 2000-5 cerning the proposals, Susan Athy, (202)
contained in 26 CFR part 1 revised April, sENCY:  Internal Revenue Service®22-3130 (not toll-free numbers).

1, 1999.

(c) Tax accounting periods use€1)
In general The credit allowable to a ACTION: Advance notice of proposed The Excise Tax Procedural Regulations
member of a controlled group of corporarulemaking. (26 CFR part 40) set forth the require-
tions or of a group of trades or businesses ;nmiMARY: This document invites Ments related to filing the Quarterly Fed-
under common control is that member's,,\mants from the public on issues thatral Excise Tax Return, Form 720, and
share of the aggregate credit computed §s, |rg may address in proposed regul&aking deposits of excise taxes. Certain
of the end of such member'’s taxable yeaf relating to the requirements for exProvisions of the current regulations are
In computing the aggregate credit in thei o 1oy returns and deposits. All matericomplicated. The IRS is interested in
case of a group whose members have difjg ¢ itted will be available for publicsimplifying the filing and deposit rules

(IRS), Treasury SUPPLEMENTARY INFORMATION:

ferent taxable years, a member shall gefysh0 tion and copying. both as to the timing and the calculation
erally treat the taxable year of another _ _ of the correct amount to deposit. Simpli-
member that ends with or within theDATES: Written and electronic commentSication would reduce recordkeeping bur-
credit year of the computing member agwst be submitted by April 6, 2000. dens and costs for taxpayers, improve

the credit year of that other member. | DDRESSES: Send submissions to@omp“ance, and facilitate proper admin-
computing the aggregate base amount, t%C:DOM:CORP:R (REG-103827-99) istration of the excise taxes and trust
gross receipts taken into account with r&-, )\ 5226 Internal Revenue Servicéfunds- The IRS requests comments on
spect to another member shall include thgdq5 7604 ,Ben Franklin Station WasthOW the regulations can be simplified;
other member’s gross receipts for the fo%gton DC 20044. Submissions’may peomments are requested in particular on
taxable years of that other member prgy .+ qelivered Monday through Fridayhe following issues.

ceding the credit year of that other me .
ber. Mpetween the hours of 8 a.m. and 5 p.m. tcf‘ime for Filing Returns
oer - CC:DOM:CORP:R (REG-103827-99),
Courier’'s Desk, Internal Revenue Ser- The regulations currently provide that
John M. Dalrymple, vice, 1111 Constitution Avenue NW.,the Form 720 generally must be filed by the
Acting Deputy CommissionerWashington, DC. Alternatively, taxpayerdast day of the first calendar month follow-
of Internal Revenue. may send submissions electronically vigng the quarter for which it is made. How-
| he Office of th | Reai the Internet by selecting the “Tax Regsever, in the case of returns related to taxes
(Fled b e e o he Pl g o - apion on the IRS Home Page or dircttmposed by chapter 33 (communications
issue of the Federal Registér for January 4, 2000, 49 the _IRS Internet  site atand air transportation) and section 4681
FR. 258) http://www.irs.ustreas.gov/tax_regs/regsliozone-depleting chemicals), the due date
st.html. is the last day of the second calendar month
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following the quarter for which it is made. of tax. Each semimonthly deposit musACTION: Correction to final regulations.
The IRS requests comments ofbe timely made at an authorized Govem‘SUMMARY: This document contains
whether there should be one filing datenent depository. Also, the amount of any,
for all Form 720 filers, such as 30 daysinderpayment must be paid by the du
after the end of the quarter. This wouldlate of the return, without extension.
be a simple rule that would apply equallyfailure to meet all the deposit require-d
to all taxpayers. ments of a safe harbor rule for any sem

monthly period eliminates the ava"abi"tytermining estate and gift tax liability, and

of that safe harbor for the entire quarter. the period of limitations for assessing

Background. The regulations currently AS th_e above description Qf current regl_]éndcollecting gift tax.
dafions illustrates, the deposit rules are quite

rovide that excise taxes must be deposit . . .
gn a semimonthly basis. Generallyptaxe%‘)mplicated' and taxpayers have experPATES: This correction is effective De-

must be deposited by thé@lay of the €nced difficulty in complying with them. cember 3, 1999.

semimonthly period following the semi-In addltlon,_ under _eX|st|ng safe_ harboiEoR FURTHER INFORMATION CON-
monthly period for which the deposit is_rules, penalties for fa!lure to depos_lt may bgacT: William L. Blodgett, (202) 622-
made (the 9-day rule). There are, howevéF,np‘;tse‘_jf fort all Sem'][n_‘lm'f[h% peno_f[j? In |3809O, (not a toll-free number).
exceptions to this rule. Taxes on ozone-g@4arer It a taxpayer fais to aeposit imely :
pleting chemicals must be deposited by tH&d In the correct amount during any sem ZUPPLEMENTARY INFORMATION:
end of the second semimonthly period folMoNthly period in that quarter. Background

lowing the semimonthly period for which ~Réquest for Comment®Vith respect to _ _ _
the deposit is made (the 30-day rule). ithe deposit rules, the IRS specifically re- The final regulations that are subject to

addition, for taxes imposed by section apgguests comments on the following issuesthese corrections are under section 6501
(gasoline, diesel fuel, and kerosene), com- 1._ \éVhet?er tf|1|ere s_hould be a sinhgle dﬁf the Internal Revenue Code.

iaati ; ;-posit date for all excise taxes, such as ,
g}t{;g;fi\lg;;yé&:)s(e;és Zioigérzn§§S;;?ttlng@ys after the end of the semimonthly pdyeed for Correction
other than the 9-day rule. For section 4081°d- (The IRS Dbelieves it would be ap-  ag puplished, final regulations (TD
taxes, section 518 of the Highway Revenu&rOPriate to retain the alternative metho@gsy contain errors that may prove to be
Act of 1982 provides that a qualified per-2/l0Wing communications and air tranSy,isjeadingand are in need of clarification.
son may deposit by the fi4day of the portation tax_ collectors to file return_s and _ o
semimonthly period following the semi-Make deposits based on amounts billed @orrection of Publication

monthly period for which it is made if the fickets sold.) - oot
deposi?ié)made by electronic funds transfer 2 Whether a taxpayer should have to Accordingly, the publication of the

TS final regulations (TD 8845), which were
(the 14-day rule). For communications an

geposit at least 95 percent of tax liability in- biect of FR Doc. 9930944, |
air transportation taxes, if a person conurred for the corresponding semimonthif€ subject o 0C. 99— » 1S cor-
putes the amount of tax to be reported al

AReriod (in lieu of the current requirement ofected as follows:
deposited on the basis of amounts consid?0 Percent with safe harbor rules). §301.6501(c)—1 [Corrected]
ered as collected, the person may deposijtS: Whether the amount required to be
the taxes considered as collected during(%?pos'ted for a quarter should be com- 1. On page 67772, column 3,

semimonthly period by the third bankinngted without reduction for the amount$£301.6501(c)-1(f)(5), line 9 from the top of
day after the seventh day of the sem@f any claims made on Schedule C othe column, thelanguage “transfer will not

orrections to final regulations (T.D.
8845, 1999-51 I.R.B. 684) which were
ublished in thé-ederal Registeron Fri-

ay, December 3, 1999, 64 FR 67767, re-
|éting to the valuation of priorgifts in de-

Use of Government Depositaries

monthly period (the alternative method). Form 720 for that quarter. be subject to inclusion” is corrected to read
The regulations also provide that the Judith C. Dunn, ‘transfer will be subject to inclusion”.
amount of the deposit for a semimonthly Associate Chief _2- On page 67772, column 3,
period must equal the amount of net tax Counsel (Domestic). 3301.6501(c)-1(7)(5), line 11 from“ the
liability incurred during that period unless top of the column, the language “pur-

either the look-back quarter safe harbdFiled by the Office of the Federal Register on Janyposes. On the other hand, if the” is cor-

rule or the current liability safe harborﬁz %;06223 BF;‘;ZSQ,' fo?n?aatzsxh?dzlgct)ge gsu:{éded to read “purpo_s es only to the ex_tent
rule applies. In general, the look-backgze) ’ ' hat a completed gift would be so in-
cluded. On the other hand, if the”.

quarter safe harbor rule is met if the de-

posits for each semimonthly period in the Cynthia E. Grigshy,
quarter are at least 1/6 of the net liabilitydequate Disclosure of Gifts; Chief, Regulations Unit
reported for that tax in the second calen-qrrection Assistant Chief Counsel (Corporate).
dar quarter preceding the current quarter, _ i .
and the current liability safe harbor rule is (Filed by the Office of the Federal Regis-

ter on January 6, 2000, 8:45 a.m., and
published in the issue of the Federal Reg-
ister for January 7, 2000, 65 F.R. 1059)

met if the deposit for each semimonthlyAnnouncement 2000-6
period is at least 95 percent of the net ta ) .
liability for the semimonthly period. Safe'KGSENTCY' Internal Revenue Service
harbor rules apply separately to each claég? ). Treasury.
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Definition of Terms

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

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

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

The following abbreviations in current use and for-gr|SA—Employee Retirement Income Security Act. PR—Partner.
merly used will appear in material published in the

Bulletin EX—Executor. PRS—Partnership.
F—Fiduciary. PTE—Prohibited Transaction Exemption.
A—Individual. . .

) FC—Foreign Country. Pub. L—Public Law.
gﬂliﬁcgwelscence. FICA—Federal Insurance Contribution Act. REIT—Real Estate Investment Trust.
BE nB i ?.a.' FISG—Foreign International Sales Company. Rev. Proc—Revenue Procedure.
BK_Beni cary. FPH—Foreign Personal Holding Company. Rev. Ruk—Revenue Ruling.

—Bank. . -

F.R—Federal Register. S—Subsidiary.

B.T.A—Board of Tax Appeals.
C —individual FUTA—Federal Unemployment Tax Act. S.P.R—Statements of Procedral Rules.
C.B—Cumulative Bulletin. Zxc—;ore(lzih (f:(c;rporatllc’)n.M ; itatT.—Sta:tt::tes at I_:lrge.
CFR—Code of Federal Regulations. .C.M—Chief Counsel's Memorandum. —Target Corporation.
Cl—City GE—Grantee. T.C—Tax Court.
COOR—Cooperative. GP—General Partner. T.D—Treasury Decision.
Ct.D—Court Decision. GR—Grantor. TFE—Transferee.
CY—County IC—Insurance Company. TFR—Transferor.
D—Decedent I.R.B—Internal Revenue Bulletin. T..R—Technical Information Release.
DC—Dummy Corporation. LE—Lessee. TP—Taxpayer.
DE—Donee. LP—Limited Partner. TR—Trust.
Del. Order—Delegation Order. LR—Lessor. TT—Trustee.
DISG—Domestic International Sales Corporation. M—Minor. U.S.C—United States Code.
DR—Donor. Nonacg—Nonacquiescence. X—Corporation.
E—Estate. O—Organization. Y—Corporation.
EE—Employee. P—Parent Corporation. Z—Corporation.
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