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INCOME TAX

Rev. Rul. 2006–49, page 584.
Interest rates; underpayments and overpayments. The
rate of interest determined under section 6621 of the Code
for the calendar quarter beginning October 1, 2006, will be
8 percent for overpayments (7 percent in the case of a cor-
poration), 8 percent for underpayments, and 10 percent for
large corporate underpayments. The rate of interest paid on
the portion of a corporate overpayment exceeding $10,000
will be 5.5 percent.

T.D. 9284, page 582.
Final regulations under section 6502 of the Code incorporate
changes imposed by the IRS Restructuring and Reform Act
of 1988 that limit the IRS’s ability to enter into agreements
extending the statute of limitations for collection.

REG–121509–00, page 602.
Proposed regulations under sections 959, 961, and 1502 of
the Code provide guidance relating to the exclusion from gross
income of previously taxed earnings and profits under section
959 and related basis adjustments under section 961.

REG–148576–05, page 627.
Proposed regulations under 31 USC 9701 increase the amount
of the user fees imposed under regulations sections 300.1 and
300.2 for entering into and restructuring or reinstating install-
ment agreements. The regulations bring the fees in line with
the actual costs to the IRS. Currently, the IRS charges $43 for
entering into an installment agreement and $24 for restructur-
ing or reinstating an installment agreement that is in default.
The IRS recently completed a review of the installment agree-
ment program and determined that the full cost of an install-
ment agreement is $105, and the full cost of restructuring or

reinstating an installment agreement is $45. The regulations re-
flect these costs, with one exception; the fee for entering into
an installment agreement paid by way of a direct debit from
the taxpayer’s checking account will be $52, to encourage this
type of payment arrangement. A public hearing is scheduled
for October 17, 2006.

Notice 2006–77, page 590.
This notice republishes Notice 2006–67, 2006–33 I.R.B. 248,
to reflect the citations to the final regulations for the additional
first year depreciation deduction provided by section 168(k)
of the Code. The notice provides guidance with respect to
the 50–percent additional first year depreciation deduction pro-
vided by section 1400N(d) of the Code for qualified Gulf Op-
portunity (GO) Zone property. Notice 2006–67 modified and
superseded. Rev. Proc. 2002–9 modified and amplified.

Notice 2006–81, page 595.
Section 355. This notice provides guidance for making an
election under section 355(b)(3)(C) of the Code.

Notice 2006–83, page 596.
This notice provides guidance to individual chapter 11 debtors
and their bankruptcy estates regarding the tax treatment of
post-petition income as the result of the enactment of section
1115 of the Bankruptcy Code by the Bankruptcy Abuse Pre-
vention and Consumer Protection Act of 2005. The notice also
alerts information return preparers regarding their reporting re-
sponsibilities.
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Rev. Proc. 2006–39, page 600.
This procedure provides the domestic asset/liability percent-
ages and domestic investment yields needed by foreign life in-
surance companies and foreign property and liability insurance
companies to compute their minimum effectively connected
net investment income under section 842(b) of the Code for
taxable years beginning after December 31, 2004.

Announcement 2006–71, page 630.
This document cancels a public hearing on proposed regula-
tions (REG–118775–06, 2006–28 I.R.B. 73) under sections
871 and 881 of the Code relating to the exclusion from gross
income of portfolio interest paid to a nonresident alien individ-
ual or foreign corporation.

Announcement 2006–72, page 630.
This document contains a correction to final regulations (T.D.
9277, 2006–33 I.R.B. 226) providing guidance regarding em-
ployer comparable contributions to Health Savings Accounts
(HSAs) under section 4980G of the Code.

EMPLOYEE PLANS

Notice 2006–80, page 594.
Weighted average interest rate update; corporate bond
indices; 30-year Treasury securities. The weighted aver-
age interest rate for September 2006 and the resulting permis-
sible range of interest rates used to calculate current liability
and to determine the required contribution are set forth.

Announcement 2006–70, page 629.
Minimum funding standards; alternative funding sched-
ule election. This announcement describes how to make an
election of an alternative funding schedule pursuant to section
402(a)(1) of the Pension Protection Act of 2006 (PPA) and con-
tains background for that election.

EMPLOYMENT TAX

Notice 2006–83, page 596.
This notice provides guidance to individual chapter 11 debtors
and their bankruptcy estates regarding the tax treatment of
post-petition income as the result of the enactment of section
1115 of the Bankruptcy Code by the Bankruptcy Abuse Pre-
vention and Consumer Protection Act of 2005. The notice also
alerts information return preparers regarding their reporting re-
sponsibilities.

SELF-EMPLOYMENT TAX

Notice 2006–83, page 596.
This notice provides guidance to individual chapter 11 debtors
and their bankruptcy estates regarding the tax treatment of
post-petition income as the result of the enactment of section
1115 of the Bankruptcy Code by the Bankruptcy Abuse Pre-
vention and Consumer Protection Act of 2005. The notice also
alerts information return preparers regarding their reporting re-
sponsibilities.
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The IRS Mission
Provide America’s taxpayers top quality service by helping
them understand and meet their tax responsibilities and by

applying the tax law with integrity and fairness to all.

Introduction
The Internal Revenue Bulletin is the authoritative instrument of
the Commissioner of Internal Revenue for announcing official
rulings and procedures of the Internal Revenue Service and for
publishing Treasury Decisions, Executive Orders, Tax Conven-
tions, 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 compiled 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, mod-
ify, or amend any of those previously published in the Bulletin.
All published rulings apply retroactively unless otherwise indi-
cated. Procedures relating solely to matters of internal man-
agement are not published; however, statements of internal
practices and procedures that affect the rights and duties of
taxpayers are published.

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

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

court decisions, rulings, and procedures must be considered,
and Service personnel and others concerned are cautioned
against reaching the same conclusions in other cases unless
the facts and circumstances are substantially the same.

The Bulletin is divided into four parts as follows:

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

Part II.—Treaties and Tax Legislation.
This part is divided into two subparts as follows: Subpart A,
Tax Conventions and Other Related Items, and Subpart B, Leg-
islation and Related Committee Reports.

Part III.—Administrative, Procedural, and Miscellaneous.
To the extent practicable, pertinent cross references to these
subjects are contained in the other Parts and Subparts. Also
included in this part are Bank Secrecy Act Administrative Rul-
ings. Bank Secrecy Act Administrative Rulings are issued by
the Department of the Treasury’s Office of the Assistant Sec-
retary (Enforcement).

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

The last 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 last Bulletin of each semiannual period.

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

For sale by the Superintendent of Documents, U.S. Government Printing Office, Washington, DC 20402.
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Part I. Rulings and Decisions Under the Internal Revenue Code
of 1986
Section 6502.—Collection
After Assessment

26 CFR 301.6501–1: Collection after assessment.

T.D. 9284

DEPARTMENT OF
THE TREASURY
Internal Revenue Service
26 CFR Part 301

Collection After Assessment

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Final regulations.

SUMMARY: This document contains fi-
nal regulations relating to the collection of
tax liabilities after assessment. The regu-
lations reflect changes to the law made by
the Internal Revenue Service Restructur-
ing and Reform Act of 1998. These regula-
tions affect persons determining how long
the Internal Revenue Service has to collect
taxes that have been properly assessed.

DATES: Effective Date: These regulations
are effective September 6, 2006.

FOR FURTHER INFORMATION
CONTACT: Debra A. Kohn, (202)
622–7985 (not a toll-free number).

SUPPLEMENTARY INFORMATION:

Background

This document contains amendments
to the Procedure and Administration Reg-
ulations (26 CFR part 301) under section
6502 of the Internal Revenue Code (Code).
The regulations reflect the amendment of
the Code by section 3461 of the Internal
Revenue Service Restructuring and Re-
form Act of 1998 (RRA 1998), Public
Law 105–206 (112 Stat. 685, 764).

On March 4, 2005, a notice of pro-
posed rulemaking (REG–148701–03,
2005–1 C.B. 802) relating to collection
after assessment was published in the

Federal Register (70 FR 10572). No pub-
lic hearing was requested or held. Written
and electronic comments responding to
the notice of proposed rulemaking were
received. After consideration of all the
comments, the proposed regulations are
adopted as amended by this Treasury de-
cision. The revisions are discussed in this
preamble.

Collection of Tax Liabilities after
Assessment under Section 6502

Pursuant to section 6502 of the Code,
the IRS generally has 10 years from the
date of assessment to collect a timely as-
sessed tax liability. Prior to January 1,
2000, the effective date of section 3461
of RRA 1998, section 6502 permitted the
IRS to enter into agreements with the tax-
payer to extend the period of limitations
on collection at any time prior to the ex-
piration of the period provided in section
6502. Prior to the enactment of RRA 1998,
the IRS used these collection extension
agreements, or waivers, in various circum-
stances to protect its ability to collect a tax
liability beyond the original 10-year period
of limitations on collection. For example,
the IRS historically conditioned consider-
ation of an offer in compromise upon the
execution of a collection extension agree-
ment or waiver.

In addition, the Code contains several
provisions that operate to toll the period
of limitations on collection upon the oc-
currence of certain events. For example,
section 6331(k) operates in part to suspend
the period of limitations on collection for
the period of time during which an offer in
compromise is pending, for 30 days after
rejection, and while a timely filed appeal
is pending. Similarly, section 6503(h) op-
erates to suspend the period of limitations
on collection for the period of time dur-
ing which the IRS is prohibited from col-
lecting a tax due to a bankruptcy proceed-
ing, and for 6 months thereafter. These
statutory suspension provisions toll the pe-
riod of limitations on collection even if
the period of limitations on collection pre-
viously has been extended pursuant to an
executed collection extension agreement.

See Klingshirn v. United States (In re
Klingshirn), 147 F.3d 526 (6th Cir. 1998).

Section 3461 of RRA 1998 amended
section 6502 of the Code to limit the ability
of the IRS to enter into agreements extend-
ing the period of limitations on collection.
Section 3461 of RRA 1998 also included
an off-Code provision governing the con-
tinued effect of collection extension agree-
ments executed on or before December 31,
1999.

Summary of Comments and
Explanation of Provisions

The final regulations incorporate the
amendments made by section 3461 of
RRA 1998. The regulations provide that
the IRS may enter into an agreement to ex-
tend the period of limitations on collection
if an extension agreement is executed: (1)
at the time an installment agreement is en-
tered into; or (2) prior to release of a levy
pursuant to section 6343, if the release
occurs after the expiration of the original
period of limitations on collection.

One set of comments received in re-
sponse to the notice of proposed rulemak-
ing recommended that the final regula-
tions: 1) deem void all waivers signed
prior to January 1, 2000, in conjunction
with installment agreements that did not
provide for payment in full of the under-
lying tax liability by the extended collec-
tion statute expiration date; and 2) pro-
vide that all taxpayers who have made pay-
ments since December 31, 2002, on such
installment agreements are entitled to a re-
fund of such payments. Because such pro-
visions are beyond the scope of the under-
lying statute, they are not included in the
final regulations.

Another set of comments received in re-
sponse to the notice of proposed rulemak-
ing concerned an inconsistency between
the language of section 3461(c)(2) and a
proposed alternative date of expiration for
extension agreements made on or before
December 31, 1999.

The notice of proposed rulemaking pro-
vided that extension agreements executed
on or before December 31, 1999, other
than those executed in connection with in-
stallment agreements, expire on the later
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of: (1) December 31, 2002, or if earlier, the
date on which the extension agreement ex-
pired by its terms; or (2) the end of the orig-
inal 10-year statutory period. The com-
ments reflect that the language of the pro-
posed regulations is inconsistent with the
language of the statute. Few cases exist
in which waivers executed on or before
December 31, 1999, are still open under
the statutory framework. Thus, there is no
longer a need to address this provision in
final regulations.

To the extent that the notice of proposed
rulemaking differs from the final regula-
tions, it is withdrawn as of the effective
date of the final regulations.

Special Analyses

It has been determined that this Trea-
sury decision is not a significant regula-
tory action as defined in Executive Order
12866. Therefore, a regulatory assessment
is not required. It also has been determined
that section 553(b) of the Administrative
Procedure Act (5 U.S.C. chapter 5) does
not apply to these regulations, and because
these regulations do not impose a collec-
tion of information on small entities, the
Regulatory Flexibility Act (5 U.S.C. chap-
ter 6) does not apply. Pursuant to section
7805(f) of the Code, the notice of proposed
rulemaking preceding this regulation was
submitted to the Chief Counsel for Advo-
cacy of the Small Business Administration
for comment on its impact on small busi-
ness.

Drafting Information

The principal author of these regula-
tions is Debra A. Kohn of the Office of the
Associate Chief Counsel (Procedure and
Administration), Collection, Bankruptcy
& Summonses Division.

* * * * *

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR part 301 is
amended as follows:

PART 301—PROCEDURE AND
ADMINISTRATION

Paragraph 1. The authority citation for
part 301 continues to read in part as fol-
lows:

Authority: 26 U.S.C. 7805 * * *
Par. 2. Section 301.6502–1 is revised

to read as follows:

§301.6502–1 Collection after assessment.

(a) General rule. In any case in which a
tax has been assessed within the applicable
statutory period of limitations on assess-
ment, a proceeding in court to collect the
tax may be commenced, or a levy to col-
lect the tax may be made, within 10 years
after the date of assessment.

(b) Agreement to extend the period of
limitations on collection. The Secretary
may enter into an agreement with a tax-
payer to extend the period of limitations on
collection in the following circumstances:

(1) Extension agreement entered into in
connection with an installment agreement.
If the Secretary and the taxpayer enter into
an installment agreement for the tax lia-
bility prior to the expiration of the period
of limitations on collection, the Secretary
and the taxpayer, at the time the install-
ment agreement is entered into, may enter
into a written agreement to extend the pe-
riod of limitations on collection to a date
certain. A written extension agreement en-
tered into under this paragraph shall extend
the period of limitations on collection until
the 89th day after the date agreed upon in
the written agreement.

(2) Extension agreement entered into in
connection with the release of a levy under
section 6343. If the Secretary has levied on
any part of the taxpayer’s property prior to
the expiration of the period of limitations
on collection and the levy is subsequently
released pursuant to section 6343 after the
expiration of the period of limitations on
collection, the Secretary and the taxpayer,
prior to the release of the levy, may enter
into a written agreement to extend the pe-
riod of limitations on collection to a date
certain. A written extension agreement en-
tered into under this paragraph shall extend
the period of limitations on collection un-
til the date agreed upon in the extension
agreement.

(c) Proceeding in court for the collec-
tion of the tax. If a proceeding in court
for the collection of a tax is begun within
the period provided in paragraph (a) of this
section (or within any extended period as
provided in paragraph (b) of this section),
the period during which the tax may be col-
lected by levy is extended until the liability

for the tax or a judgment against the tax-
payer arising from the liability is satisfied
or becomes unenforceable.

(d) Effect of statutory suspensions of the
period of limitations on collection if ex-
ecuted collection extension agreement is
in effect. (1) Any statutory suspension of
the period of limitations on collection tolls
the running of the period of limitations
on collection, as extended pursuant to an
executed extension agreement under para-
graph (b) of this section, for the amount of
time set forth in the relevant statute.

(2) The following example illustrates
the principle set forth in this paragraph (d):

Example. In June of 2003, the Internal Revenue
Service (IRS) enters into an installment agreement
with the taxpayer to provide for periodic payments
of the taxpayer’s timely assessed tax liabilities. At
the time the installment agreement is entered into,
the taxpayer and the IRS execute a written agree-
ment to extend the period of limitations on collec-
tion. The extension agreement executed in connec-
tion with the installment agreement operates to ex-
tend the period of limitations on collection to the date
agreed upon in the extension agreement, plus 89 days.
Subsequently, and prior to the expiration of the ex-
tended period of limitations on collection, the tax-
payer files a bankruptcy petition under chapter 7 of
the Bankruptcy Code and receives a discharge from
bankruptcy a few months later. Assuming the tax is
not discharged in the bankruptcy, section 6503(h) of
the Internal Revenue Code operates to suspend the
running of the previously extended period of limi-
tations on collection for the period of time the IRS
is prohibited from collecting due to the bankruptcy
proceeding, and for 6 months thereafter. The new
expiration date for the IRS to collect the tax is the
date agreed upon in the previously executed exten-
sion agreement, plus 89 days, plus the period during
which the IRS is prohibited from collecting due to the
bankruptcy proceeding, plus 6 months.

(e) Date when levy is considered made.
The date on which a levy on property or
rights to property is considered made is
the date on which the notice of seizure re-
quired under section 6335(a) is given.

(f) Effective date. This section is appli-
cable on September 6, 2006.

Mark E. Matthews,
Deputy Commissioner for
Services and Enforcement.

Approved August 22, 2006.

Eric Solomon,
Acting Deputy Assistant Secretary

of the Treasury (Tax Policy).

(Filed by the Office of the Federal Register on September
5, 2006, 8:45 a.m., and published in the issue of the Federal
Register for September 6, 2006, 71 F.R. 52444)
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Section 6621.—Determina-
tion of Rate of Interest
26 CFR 301.6621–1: Interest rate.

Interest rates; underpayments and
overpayments. The rate of interest deter-
mined under section 6621 of the Code for
the calendar quarter beginning October 1,
2006, will be 8 percent for overpayments
(7 percent in the case of a corporation), 8
percent for underpayments, and 10 percent
for large corporate underpayments. The
rate of interest paid on the portion of a
corporate overpayment exceeding $10,000
will be 5.5 percent.

Rev. Rul. 2006–49

Section 6621 of the Internal Revenue
Code establishes the rates for interest
on tax overpayments and tax underpay-
ments. Under section 6621(a)(1), the
overpayment rate is the sum of the federal
short-term rate plus 3 percentage points (2
percentage points in the case of a corpo-
ration), except the rate for the portion of
a corporate overpayment of tax exceeding
$10,000 for a taxable period is the sum of
the federal short-term rate plus 0.5 of a
percentage point for interest computations
made after December 31, 1994. Under
section 6621(a)(2), the underpayment rate
is the sum of the federal short-term rate
plus 3 percentage points.

Section 6621(c) provides that for pur-
poses of interest payable under section
6601 on any large corporate underpay-
ment, the underpayment rate under section

6621(a)(2) is determined by substituting
“5 percentage points” for “3 percentage
points.” See section 6621(c) and section
301.6621–3 of the Regulations on Proce-
dure and Administration for the definition
of a large corporate underpayment and
for the rules for determining the appli-
cable date. Section 6621(c) and section
301.6621–3 are generally effective for
periods after December 31, 1990.

Section 6621(b)(1) provides that the
Secretary will determine the federal
short-term rate for the first month in each
calendar quarter.

Section 6621(b)(2)(A) provides that the
federal short-term rate determined under
section 6621(b)(1) for any month applies
during the first calendar quarter beginning
after such month.

Section 6621(b)(3) provides that the
federal short-term rate for any month is
the federal short-term rate determined
during such month by the Secretary in
accordance with § 1274(d), rounded to the
nearest full percent (or, if a multiple of 1/2

of 1 percent, the rate is increased to the
next highest full percent).

Notice 88–59, 1988–1 C.B. 546, an-
nounced that, in determining the quarterly
interest rates to be used for overpayments
and underpayments of tax under section
6621, the Internal Revenue Service will
use the federal short-term rate based on
daily compounding because that rate is
most consistent with section 6621 which,
pursuant to section 6622, is subject to daily
compounding.

Rounded to the nearest full percent, the
federal short-term rate based on daily com-
pounding determined during the month of
July 2006 is 5 percent. Accordingly, an
overpayment rate of 8 percent (7 percent
in the case of a corporation) and an under-
payment rate of 8 percent are established
for the calendar quarter beginning October
1, 2006. The overpayment rate for the por-
tion of a corporate overpayment exceeding
$10,000 for the calendar quarter beginning
October 1, 2006, is 5.5 percent. The un-
derpayment rate for large corporate under-
payments for the calendar quarter begin-
ning October 1, 2006, is 10 percent. These
rates apply to amounts bearing interest dur-
ing that calendar quarter.

Interest factors for daily compound in-
terest for annual rates of 5.5 percent, 7 per-
cent, 8 percent, and 10 percent are pub-
lished in Tables 16, 19, 21, and 25 of Rev.
Proc. 95–17, 1995–1 C.B. 556, 570, 573,
575, and 579.

Annual interest rates to be compounded
daily pursuant to section 6622 that apply
for prior periods are set forth in the tables
accompanying this revenue ruling.

DRAFTING INFORMATION

The principal author of this revenue rul-
ing is Crystal Foster of the Office of Asso-
ciate Chief Counsel (Procedure & Admin-
istration). For further information regard-
ing this revenue ruling, contact Ms. Foster
at (202) 622–7198 (not a toll-free call).

TABLE OF INTEREST RATES

PERIODS BEFORE JUL. 1, 1975 — PERIODS ENDING DEC. 31, 1986

OVERPAYMENTS AND UNDERPAYMENTS

PERIOD RATE
In 1995–1 C.B.

DAILY RATE TABLE

Before Jul. 1, 1975 6% Table 2, pg. 557
Jul. 1, 1975—Jan. 31, 1976 9% Table 4, pg. 559
Feb. 1, 1976—Jan. 31, 1978 7% Table 3, pg. 558
Feb. 1, 1978—Jan. 31, 1980 6% Table 2, pg. 557
Feb. 1, 1980—Jan. 31, 1982 12% Table 5, pg. 560
Feb. 1, 1982—Dec. 31, 1982 20% Table 6, pg. 560
Jan. 1, 1983—Jun. 30, 1983 16% Table 37, pg. 591
Jul. 1, 1983—Dec. 31, 1983 11% Table 27, pg. 581
Jan. 1, 1984—Jun. 30, 1984 11% Table 75, pg. 629
Jul. 1, 1984—Dec. 31, 1984 11% Table 75, pg. 629
Jan. 1, 1985—Jun. 30, 1985 13% Table 31, pg. 585
Jul. 1, 1985—Dec. 31, 1985 11% Table 27, pg. 581
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TABLE OF INTEREST RATES

PERIODS BEFORE JUL. 1, 1975 — PERIODS ENDING DEC. 31, 1986

OVERPAYMENTS AND UNDERPAYMENTS – Continued

PERIOD RATE
In 1995–1 C.B.

DAILY RATE TABLE

Jan. 1, 1986—Jun. 30, 1986 10% Table 25, pg. 579
Jul. 1, 1986—Dec. 31, 1986 9% Table 23, pg. 577

TABLE OF INTEREST RATES

FROM JAN. 1, 1987 — Dec. 31, 1998

OVERPAYMENTS UNDERPAYMENTS

1995–1 C.B. 1995–1 C.B.
RATE TABLE PG RATE TABLE PG

Jan. 1, 1987—Mar. 31, 1987 8% 21 575 9% 23 577
Apr. 1, 1987—Jun. 30, 1987 8% 21 575 9% 23 577
Jul. 1, 1987—Sep. 30, 1987 8% 21 575 9% 23 577
Oct. 1, 1987—Dec. 31, 1987 9% 23 577 10% 25 579
Jan. 1, 1988—Mar. 31, 1988 10% 73 627 11% 75 629
Apr. 1, 1988—Jun. 30, 1988 9% 71 625 10% 73 627
Jul. 1, 1988—Sep. 30, 1988 9% 71 625 10% 73 627
Oct. 1, 1988—Dec. 31, 1988 10% 73 627 11% 75 629
Jan. 1, 1989—Mar. 31, 1989 10% 25 579 11% 27 581
Apr. 1, 1989—Jun. 30, 1989 11% 27 581 12% 29 583
Jul. 1, 1989—Sep. 30, 1989 11% 27 581 12% 29 583
Oct. 1, 1989—Dec. 31, 1989 10% 25 579 11% 27 581
Jan. 1, 1990—Mar. 31, 1990 10% 25 579 11% 27 581
Apr. 1, 1990—Jun. 30, 1990 10% 25 579 11% 27 581
Jul. 1, 1990—Sep. 30, 1990 10% 25 579 11% 27 581
Oct. 1, 1990—Dec. 31, 1990 10% 25 579 11% 27 581
Jan. 1, 1991—Mar. 31, 1991 10% 25 579 11% 27 581
Apr. 1, 1991—Jun. 30, 1991 9% 23 577 10% 25 579
Jul. 1, 1991—Sep. 30, 1991 9% 23 577 10% 25 579
Oct. 1, 1991—Dec. 31, 1991 9% 23 577 10% 25 579
Jan. 1, 1992—Mar. 31, 1992 8% 69 623 9% 71 625
Apr. 1, 1992—Jun. 30, 1992 7% 67 621 8% 69 623
Jul. 1, 1992—Sep. 30, 1992 7% 67 621 8% 69 623
Oct. 1, 1992—Dec. 31, 1992 6% 65 619 7% 67 621
Jan. 1, 1993—Mar. 31, 1993 6% 17 571 7% 19 573
Apr. 1, 1993—Jun. 30, 1993 6% 17 571 7% 19 573
Jul. 1, 1993—Sep. 30, 1993 6% 17 571 7% 19 573
Oct. 1, 1993—Dec. 31, 1993 6% 17 571 7% 19 573
Jan. 1, 1994—Mar. 31, 1994 6% 17 571 7% 19 573
Apr. 1, 1994—Jun. 30, 1994 6% 17 571 7% 19 573
Jul. 1, 1994—Sep. 30, 1994 7% 19 573 8% 21 575
Oct. 1, 1994—Dec. 31, 1994 8% 21 575 9% 23 577
Jan. 1, 1995—Mar. 31, 1995 8% 21 575 9% 23 577
Apr. 1, 1995—Jun. 30, 1995 9% 23 577 10% 25 579
Jul. 1, 1995—Sep. 30, 1995 8% 21 575 9% 23 577
Oct. 1, 1995—Dec. 31, 1995 8% 21 575 9% 23 577
Jan. 1, 1996—Mar. 31, 1996 8% 69 623 9% 71 625
Apr. 1, 1996—Jun. 30, 1996 7% 67 621 8% 69 623
Jul. 1, 1996—Sep. 30, 1996 8% 69 623 9% 71 625
Oct. 1, 1996—Dec. 31, 1996 8% 69 623 9% 71 625
Jan. 1, 1997—Mar. 31, 1997 8% 21 575 9% 23 577
Apr. 1, 1997—Jun. 30, 1997 8% 21 575 9% 23 577
Jul. 1, 1997—Sep. 30, 1997 8% 21 575 9% 23 577
Oct. 1, 1997—Dec. 31, 1997 8% 21 575 9% 23 577
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TABLE OF INTEREST RATES

FROM JAN. 1, 1987 — Dec. 31, 1998 – Continued

OVERPAYMENTS UNDERPAYMENTS

1995–1 C.B. 1995–1 C.B.
RATE TABLE PG RATE TABLE PG

Jan. 1, 1998—Mar. 31, 1998 8% 21 575 9% 23 577
Apr. 1, 1998—Jun. 30, 1998 7% 19 573 8% 21 575
Jul. 1, 1998—Sep. 30, 1998 7% 19 573 8% 21 575
Oct. 1, 1998—Dec. 31, 1998 7% 19 573 8% 21 575

TABLE OF INTEREST RATES

FROM JANUARY 1, 1999 — PRESENT

NONCORPORATE OVERPAYMENTS AND UNDERPAYMENTS

1995–1 C.B.
RATE TABLE PG

Jan. 1, 1999—Mar. 31, 1999 7% 19 573
Apr. 1, 1999—Jun. 30, 1999 8% 21 575
Jul. 1, 1999—Sep. 30, 1999 8% 21 575
Oct. 1, 1999—Dec. 31, 1999 8% 21 575
Jan. 1, 2000—Mar. 31, 2000 8% 69 623
Apr. 1, 2000—Jun. 30, 2000 9% 71 625
Jul. 1, 2000—Sep. 30, 2000 9% 71 625
Oct. 1, 2000—Dec. 31, 2000 9% 71 625
Jan. 1, 2001—Mar. 31, 2001 9% 23 577
Apr. 1, 2001—Jun. 30, 2001 8% 21 575
Jul. 1, 2001—Sep. 30, 2001 7% 19 573
Oct. 1, 2001—Dec. 31, 2001 7% 19 573
Jan. 1, 2002—Mar. 31, 2002 6% 17 571
Apr. 1, 2002—Jun. 30, 2002 6% 17 571
Jul. 1, 2002—Sep. 30, 2002 6% 17 571
Oct. 1, 2002—Dec. 31, 2002 6% 17 571
Jan. 1, 2003—Mar. 31, 2003 5% 15 569
Apr. 1, 2003—Jun. 30, 2003 5% 15 569
Jul. 1, 2003—Sep. 30, 2003 5% 15 569
Oct. 1, 2003—Dec. 31, 2003 4% 13 567
Jan. 1, 2004—Mar. 31, 2004 4% 61 615
Apr. 1, 2004—Jun. 30, 2004 5% 63 617
Jul. 1, 2004—Sep. 30, 2004 4% 61 615
Oct. 1, 2004—Dec. 31, 2004 5% 63 617
Jan. 1, 2005—Mar. 31, 2005 5% 15 569
Apr. 1, 2005—Jun. 30, 2005 6% 17 571
Jul. 1, 2005—Sep. 30, 2005 6% 17 571
Oct. 1, 2005—Dec. 31, 2005 7% 19 573
Jan. 1, 2006—Mar. 31, 2006 7% 19 573
Apr. 1, 2006—Jun. 30, 2006 7% 19 573
Jul. 1, 2006—Sep. 30, 2006 8% 21 575
Oct. 1, 2006—Dec. 31, 2006 8% 21 575
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TABLE OF INTEREST RATES

FROM JANUARY 1, 1999 — PRESENT

CORPORATE OVERPAYMENTS AND UNDERPAYMENTS

OVERPAYMENTS UNDERPAYMENTS

1995–1 C.B. 1995–1 C.B.
RATE TABLE PG RATE TABLE PG

Jan. 1, 1999—Mar. 31, 1999 6% 17 571 7% 19 573
Apr. 1, 1999—Jun. 30, 1999 7% 19 573 8% 21 575
Jul. 1, 1999—Sep. 30, 1999 7% 19 573 8% 21 575
Oct. 1, 1999—Dec. 31, 1999 7% 19 573 8% 21 575
Jan. 1, 2000—Mar. 31, 2000 7% 67 621 8% 69 623
Apr. 1, 2000—Jun. 30, 2000 8% 69 623 9% 71 625
Jul. 1, 2000—Sep. 30, 2000 8% 69 623 9% 71 625
Oct. 1, 2000—Dec. 31, 2000 8% 69 623 9% 71 625
Jan. 1, 2001—Mar. 31, 2001 8% 21 575 9% 23 577
Apr. 1, 2001—Jun. 30, 2001 7% 19 573 8% 21 575
Jul. 1, 2001—Sep. 30, 2001 6% 17 571 7% 19 573
Oct. 1, 2001—Dec. 31, 2001 6% 17 571 7% 19 573
Jan. 1, 2002—Mar. 31, 2002 5% 15 569 6% 17 571
Apr. 1, 2002—Jun. 30, 2002 5% 15 569 6% 17 571
Jul. 1, 2002—Sep. 30, 2002 5% 15 569 6% 17 571
Oct. 1, 2002—Dec. 31, 2002 5% 15 569 6% 17 571
Jan. 1, 2003—Mar. 31, 2003 4% 13 567 5% 15 569
Apr. 1, 2003—Jun. 30, 2003 4% 13 567 5% 15 569
Jul. 1, 2003—Sep. 30, 2003 4% 13 567 5% 15 569
Oct. 1, 2003—Dec. 31, 2003 3% 11 565 4% 13 567
Jan. 1, 2004—Mar. 31, 2004 3% 59 613 4% 61 615
Apr. 1, 2004—Jun. 30, 2004 4% 61 615 5% 63 617
Jul. 1, 2004—Sep. 30, 2004 3% 59 613 4% 61 615
Oct. 1, 2004—Dec. 31, 2004 4% 61 615 5% 63 617
Jan. 1, 2005—Mar. 31, 2005 4% 13 567 5% 15 569
Apr. 1, 2005—Jun. 30, 2005 5% 15 569 6% 17 571
Jul. 1, 2005—Sep. 30, 2005 5% 15 569 6% 17 571
Oct. 1, 2005—Dec. 31, 2005 6% 17 571 7% 19 573
Jan. 1, 2006—Mar. 31, 2006 6% 17 571 7% 19 573
Apr. 1, 2006—Jun. 30, 2006 6% 17 571 7% 19 573
Jul. 1, 2006—Sep. 30, 2006 7% 19 573 8% 21 575
Oct. 1, 2006—Dec. 31, 2006 7% 19 573 8% 21 575

TABLE OF INTEREST RATES FOR
LARGE CORPORATE UNDERPAYMENTS

FROM JANUARY 1, 1991 — PRESENT

1995–1 C.B.
RATE TABLE PG

Jan. 1, 1991—Mar. 31, 1991 13% 31 585
Apr. 1, 1991—Jun. 30, 1991 12% 29 583
Jul. 1, 1991—Sep. 30, 1991 12% 29 583
Oct. 1, 1991—Dec. 31, 1991 12% 29 583
Jan. 1, 1992—Mar. 31, 1992 11% 75 629
Apr. 1, 1992—Jun. 30, 1992 10% 73 627
Jul. 1, 1992—Sep. 30, 1992 10% 73 627
Oct. 1, 1992—Dec. 31, 1992 9% 71 625
Jan. 1, 1993—Mar. 31, 1993 9% 23 577
Apr. 1, 1993—Jun. 30, 1993 9% 23 577
Jul. 1, 1993—Sep. 30, 1993 9% 23 577
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TABLE OF INTEREST RATES FOR
LARGE CORPORATE UNDERPAYMENTS

FROM JANUARY 1, 1991 — PRESENT – Continued

1995–1 C.B.
RATE TABLE PG

Oct. 1, 1993—Dec. 31, 1993 9% 23 577
Jan. 1, 1994—Mar. 31, 1994 9% 23 577
Apr. 1, 1994—Jun. 30, 1994 9% 23 577
Jul. 1, 1994—Sep. 30, 1994 10% 25 579
Oct. 1, 1994—Dec. 31, 1994 11% 27 581
Jan. 1, 1995—Mar. 31, 1995 11% 27 581
Apr. 1, 1995—Jun. 30, 1995 12% 29 583
Jul. 1, 1995—Sep. 30, 1995 11% 27 581
Oct. 1, 1995—Dec. 31, 1995 11% 27 581
Jan. 1, 1996—Mar. 31, 1996 11% 75 629
Apr. 1, 1996—Jun. 30, 1996 10% 73 627
Jul. 1, 1996—Sep. 30, 1996 11% 75 629
Oct. 1, 1996—Dec. 31, 1996 11% 75 629
Jan. 1, 1997—Mar. 31, 1997 11% 27 581
Apr. 1, 1997—Jun. 30, 1997 11% 27 581
Jul. 1, 1997—Sep. 30, 1997 11% 27 581
Oct. 1, 1997—Dec. 31, 1997 11% 27 581
Jan. 1, 1998—Mar. 31, 1998 11% 27 581
Apr. 1, 1998—Jun. 30, 1998 10% 25 579
Jul. 1, 1998—Sep. 30, 1998 10% 25 579
Oct. 1, 1998—Dec. 31, 1998 10% 25 579
Jan. 1, 1999—Mar. 31, 1999 9% 23 577
Apr. 1, 1999—Jun. 30, 1999 10% 25 579
Jul. 1, 1999—Sep. 30, 1999 10% 25 579
Oct. 1, 1999—Dec. 31, 1999 10% 25 579
Jan. 1, 2000—Mar. 31, 2000 10% 73 627
Apr. 1, 2000—Jun. 30, 2000 11% 75 629
Jul. 1, 2000—Sep. 30, 2000 11% 75 629
Oct. 1, 2000—Dec. 31, 2000 11% 75 629
Jan. 1, 2001—Mar. 31, 2001 11% 27 581
Apr. 1, 2001—Jun. 30, 2001 10% 25 579
Jul. 1, 2001—Sep. 30, 2001 9% 23 577
Oct. 1, 2001—Dec. 31, 2001 9% 23 577
Jan. 1, 2002—Mar. 31, 2002 8% 21 575
Apr. 1, 2002—Jun. 30, 2002 8% 21 575
Jul. 1, 2002—Sep. 30, 2002 8% 21 575
Oct. 1, 2002—Dec. 30, 2002 8% 21 575
Jan. 1, 2003—Mar. 31, 2003 7% 19 573
Apr. 1, 2003—Jun. 30, 2003 7% 19 573
Jul. 1, 2003—Sep. 30, 2003 7% 19 573
Oct. 1, 2003—Dec. 31, 2003 6% 17 571
Jan. 1, 2004—Mar. 31, 2004 6% 65 619
Apr. 1, 2004—Jun. 30, 2004 7% 67 621
Jul. 1, 2004—Sep. 30, 2004 6% 65 619
Oct. 1, 2004—Dec. 31, 2004 7% 67 621
Jan. 1, 2005—Mar. 31, 2005 7% 19 573
Apr. 1, 2005—Jun. 30, 2005 8% 21 575
Jul. 1, 2005—Sep. 30, 2005 8% 21 575
Oct. 1, 2005—Dec. 31, 2005 9% 23 577
Jan. 1, 2006—Mar. 31, 2006 9% 23 577
Apr. 1, 2006—Jun. 30, 2006 9% 23 577
Jul. 1, 2006—Sep. 30, 2006 10% 25 579
Oct. 1, 2006—Dec. 31, 2006 10% 25 579
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TABLE OF INTEREST RATES FOR CORPORATE
OVERPAYMENTS EXCEEDING $10,000

FROM JANUARY 1, 1995 — PRESENT

1995–1 C.B.
RATE TABLE PG

Jan. 1, 1995—Mar. 31, 1995 6.5% 18 572
Apr. 1, 1995—Jun. 30, 1995 7.5% 20 574
Jul. 1, 1995—Sep. 30, 1995 6.5% 18 572
Oct. 1, 1995—Dec. 31, 1995 6.5% 18 572
Jan. 1, 1996—Mar. 31, 1996 6.5% 66 620
Apr. 1, 1996—Jun. 30, 1996 5.5% 64 618
Jul. 1, 1996—Sep. 30, 1996 6.5% 66 620
Oct. 1, 1996—Dec. 31, 1996 6.5% 66 620
Jan. 1, 1997—Mar. 31, 1997 6.5% 18 572
Apr. 1, 1997—Jun. 30, 1997 6.5% 18 572
Jul. 1, 1997—Sep. 30, 1997 6.5% 18 572
Oct. 1, 1997—Dec. 31, 1997 6.5% 18 572
Jan. 1, 1998—Mar. 31, 1998 6.5% 18 572
Apr. 1, 1998—Jun. 30, 1998 5.5% 16 570
Jul. 1, 1998—Sep. 30, 1998 5.5% 16 570
Oct. 1, 1998—Dec. 31, 1998 5.5% 16 570
Jan. 1, 1999—Mar. 31, 1999 4.5% 14 568
Apr. 1, 1999—Jun. 30, 1999 5.5% 16 570
Jul. 1, 1999—Sep. 30, 1999 5.5% 16 570
Oct. 1, 1999—Dec. 31, 1999 5.5% 16 570
Jan. 1, 2000—Mar. 31, 2000 5.5% 64 618
Apr. 1, 2000—Jun. 30, 2000 6.5% 66 620
Jul. 1, 2000—Sep. 30, 2000 6.5% 66 620
Oct. 1, 2000—Dec. 31, 2000 6.5% 66 620
Jan. 1, 2001—Mar. 31, 2001 6.5% 18 572
Apr. 1, 2001—Jun. 30, 2001 5.5% 16 570
Jul. 1, 2001—Sep. 30, 2001 4.5% 14 568
Oct. 1, 2001—Dec. 31, 2001 4.5% 14 568
Jan. 1, 2002—Mar. 31, 2002 3.5% 12 566
Apr. 1, 2002—Jun. 30, 2002 3.5% 12 566
Jul. 1, 2002—Sep. 30, 2002 3.5% 12 566
Oct. 1, 2002—Dec. 31, 2002 3.5% 12 566
Jan. 1, 2003—Mar. 31, 2003 2.5% 10 564
Apr. 1, 2003—Jun. 30, 2003 2.5% 10 564
Jul. 1, 2003—Sep. 30, 2003 2.5% 10 564
Oct. 1, 2003—Dec. 31, 2003 1.5% 8 562
Jan. 1, 2004—Mar. 31, 2004 1.5% 56 610
Apr. 1, 2004—Jun. 30, 2004 2.5% 58 612
Jul. 1, 2004—Sep. 30, 2004 1.5% 56 610
Oct. 1, 2004—Dec. 31, 2004 2.5% 58 612
Jan. 1, 2005—Mar. 31, 2005 2.5% 10 564
Apr. 1, 2005—Jun. 30, 2005 3.5% 12 566
Jul. 1, 2005—Sep. 30, 2005 3.5% 12 566
Oct. 1, 2005—Dec. 31, 2005 4.5% 14 568
Jan. 1, 2006—Mar. 31, 2006 4.5% 14 568
Apr. 1, 2006—Jun. 30, 2006 4.5% 14 568
Jul. 1, 2006—Sep. 30, 2006 5.5% 16 570
Oct. 1, 2006—Dec. 31, 2006 5.5% 16 570
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Part III. Administrative, Procedural, and Miscellaneous
GO Zone Bonus Depreciation

Notice 2006–77

SECTION 1. PURPOSE

This notice re-publishes Notice
2006–67, 2006–33 I.R.B. 248, to reflect
the citations to the final regulations for the
additional first year depreciation deduc-
tion provided by § 168(k) of the Internal
Revenue Code that are published in the
Federal Register on August 31, 2006 (71
FR 51727). Notice 2006–67 provided
guidance with respect to the 50-percent
additional first year depreciation deduc-
tion provided by § 1400N(d) (GO Zone
additional first year depreciation deduc-
tion) for qualified Gulf Opportunity Zone
property (GO Zone property). This notice
provides that same guidance.

SECTION 2. BACKGROUND AND GO
ZONE PROPERTY

.01 Section 1400N(d), added by section
101 of the Gulf Opportunity Zone Act of
2005, Pub. L. No. 109–135, 119 Stat.
2577, generally allows a 50-percent ad-
ditional first year depreciation deduction
for GO Zone property. The GO Zone ad-
ditional first year depreciation deduction
is allowable in the taxable year in which
the GO Zone property is placed in ser-
vice by the taxpayer. The computation
of the allowable GO Zone additional first
year depreciation deduction and the oth-
erwise allowable depreciation deduction
for GO Zone property is made in accor-
dance with rules similar to the rules for
50-percent bonus depreciation property in
§ 1.168(k)–1(d)(1)(i), (1)(iii), and (2) of
the Income Tax Regulations.

.02 GO Zone property is depreciable
property that meets all of the following
requirements:

(1) Property that is de-
scribed in § 168(k)(2)(A)(i) and
§ 1.168(k)–1(b)(2)(i), or property that is
nonresidential real property (as defined
in § 168(e)(2)(B)) or residential rental
property (as defined in § 168(e)(2)(A))
and depreciated under § 168;

(2) Substantially all of the use of the
property is in the Gulf Opportunity (GO)
Zone (as defined in § 1400M(1)) and in

the active conduct of a trade or business
by the taxpayer in the GO Zone (for further
guidance, see section 3 of this notice);

(3) The original use of the property
commences with the taxpayer in the
GO Zone on or after August 28, 2005.
For purposes of this section 2.02(3),
rules similar to the original use rules
in § 1.168(k)–1(b)(3) apply. In addition,
used property will satisfy the original use
requirement so long as the property has
not been previously used within the GO
Zone;

(4) The property is acquired by the tax-
payer by purchase (as defined in § 179(d)
and § 1.179–4(c)) on or after August
28, 2005, but only if no written bind-
ing contract for the acquisition of the
property was in effect before August
28, 2005. For purposes of this section
2.02(4), the rules in § 1.168(k)–1(b)(4)(ii)
(binding contract), rules similar to
the rules in § 168(k)(2)(E)(i) and
§ 1.168(k)–1(b)(4)(iii) (self-con-
structed property), and rules similar
to the rules in § 168(k)(2)(E)(iv) and
§ 1.168(k)–1(b)(4)(iv) (disqualified trans-
actions) apply; and

(5) The property is placed in service by
the taxpayer on or before December 31,
2007 (December 31, 2008, in the case of
qualified nonresidential real property and
residential rental property).

.03 Depreciable property is not eligible
for the GO Zone additional first year de-
preciation deduction if:

(1) The property is de-
scribed in § 168(k)(2)(D)(i) and
§ 1.168(k)–1(b)(2)(ii)(A)(2);

(2) The property is described in
§ 168(f);

(3) Any portion of the property is fi-
nanced with the proceeds of any obligation
the interest on which is tax-exempt under
§ 103;

(4) The property is a qualified revital-
ization building (as defined in § 1400I(b))
for which the taxpayer has made an elec-
tion under § 1400I(a)(1) or (a)(2) in ac-
cordance with section 7 of Rev. Proc.
2003–38, 2003–1 C.B. 1017;

(5) The property is included in any class
of property for which the taxpayer elects
not to deduct the GO Zone additional first

year depreciation (for further guidance, see
section 4 of this notice);

(6) The property is described in
§ 1400N(p)(3) (for further guidance, see
section 5 of this notice);

(7) The property is placed in service
and disposed of during the same taxable
year. However, rules similar to the rules
in § 1.168(k)–1(f)(1)(ii) and (iii) (tech-
nical termination of a partnership under
§ 708(b)(1)(B) or transactions described in
§ 168(i)(7)) apply; or

(8) The property is converted from busi-
ness or income-producing use to personal
use in the same taxable year in which the
property is placed in service by a taxpayer.

.04 The counties and parishes in Al-
abama, Louisiana, and Mississippi that
comprise the GO Zone are listed on page 2
of IRS Publication 4492, Information for
Taxpayers Affected by Hurricanes Katrina,
Rita, and Wilma, under Gulf Opportunity
(GO) Zone (Core Disaster Area).

.05 If depreciable property is not GO
Zone property in the taxable year in which
the property is placed in service by the tax-
payer, the GO Zone additional first year
depreciation deduction is not allowable for
the property even if a change in use of the
property subsequent to the placed-in-ser-
vice year of the property results in the
property being GO Zone property. See
§ 1.168(k)–1(f)(6)(iv)(B).

.06 Limitation provisions of the Code
(for example, §§ 465, 469, and 704(d)) ap-
ply and may limit the amount of the GO
Zone additional first year depreciation de-
duction that may be claimed by a taxpayer
subject to such a provision.

SECTION 3. SUBSTANTIALLY
ALL AND ACTIVE CONDUCT
REQUIREMENTS UNDER
§ 1400N(d)(2)(A)(ii)

.01 Substantially All Requirement.
Each depreciable property will meet the
requirements of § 1400N(d)(2)(A)(ii) if
substantially all of the use of the property
is in the GO Zone and in the active conduct
of a trade of business by the taxpayer in
the GO Zone. For this purpose, the term
“substantially all” means 80 percent or
more during each taxable year. If greater
than 20 percent of the use of the property
either is outside the counties and parishes
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designated as being part of the GO Zone
or is not in the active conduct of a trade or
business by the taxpayer in the GO Zone,
then the property is not GO Zone property
and is not eligible for the GO Zone addi-
tional first year depreciation deduction.

The following example illustrates the
provisions of this section 3.01 and section
2.05 of this notice.

Example. A, a calendar-year taxpayer, owns and
operates a furniture store in the GO Zone. In De-
cember 2006, A purchases a new delivery truck and
places it in service for use in A’s business. The de-
livery truck is used less than 80 percent in the GO
Zone in 2006 and is used 80 percent or more in the
GO Zone in 2007 and 2008. Because the delivery
truck does not meet the substantially all requirement
described in this section 3.01 in its placed-in-service
year (2006), the truck is not GO Zone property. Thus,
the truck does not qualify for the GO Zone additional
first year depreciation deduction, regardless of the
fact that substantially all of the use of the truck is in
the GO Zone in 2007 and 2008.

.02 Active Conduct of a Trade or Busi-
ness Requirement.

(1) Trade or business definition. For
purposes of § 1400N(d)(2)(A)(ii), the term
“trade or business” has the same meaning
as in § 162 and the regulations thereunder.
Thus, property held merely for the produc-
tion of income or used in an activity not en-
gaged in for profit (as described in § 183)
does not qualify for the GO Zone addi-
tional first year depreciation deduction.

(2) Active conduct. Solely for purposes
of § 1400N(d)(2)(A)(ii), the determination
of whether a trade or business is actively
conducted by the taxpayer is to be made
based on all of the facts and circumstances.
A taxpayer generally is considered to ac-
tively conduct a trade or business if the
taxpayer meaningfully participates in the
management or operations of the trade or
business. Furthermore, for purposes of
§ 1400N(d)(2)(A)(ii), a partner, member,
or shareholder of a partnership, limited li-
ability company, or S corporation, respec-
tively, is considered to actively conduct a
trade or business of the partnership, lim-
ited liability company, or S corporation if
the partnership, limited liability company,
or S corporation meaningfully participates
(through the activities performed by itself,
or by others on behalf of the partnership,
limited liability company, or S corpora-
tion, respectively) in the management or
operations of the trade or business. Sim-
ilar rules apply to other pass-thru entities
such as trusts or estates.

(3) Examples. The following examples
illustrate the provisions of section 3.02 of
this notice.

(a) Example 1. During 2006, MNO, a limited li-
ability company, constructs and places in service a
new apartment building in the GO Zone. MNO is
treated as a partnership for federal tax purposes. B,
a member in MNO, manages and operates this apart-
ment building for MNO. Because B manages and op-
erates the apartment building for MNO, MNO mean-
ingfully participates in the management and opera-
tions of the apartment building. Consequently, all of
the use of the apartment building is in the GO Zone
and in the active conduct of a trade or business by
MNO in the GO Zone. Accordingly, the unadjusted
depreciable basis (as defined in § 1.168(b)–1T(a)(3))
of the apartment building qualifies for the GO Zone
additional first year depreciation deduction (assum-
ing all other requirements are met). However, lim-
itation provisions of the Code (for example, § 469)
apply and may limit the amount of the GO Zone ad-
ditional first year depreciation deduction that may be
claimed by the members of MNO.

(b) Example 2. During 2006, C, an individual,
places in service a new restaurant in the GO Zone and
employs D to operate it. During 2006, C periodically
met with D to review operations relating to the restau-
rant. C also approved the restaurant’s budget for 2006
that was prepared by D. D performs all the necessary
operating functions, including hiring chefs, acquiring
the necessary food and restaurant supplies, and writ-
ing the checks to pay all bills and the chefs’ salaries.
Based on these facts and circumstances, C meaning-
fully participates in the management of the restau-
rant. Consequently, all of the use of the restaurant
is in the GO Zone and in the active conduct of a trade
or business by C in the GO Zone. Accordingly, the
unadjusted depreciable basis of the restaurant quali-
fies for the GO Zone additional first year depreciation
deduction (assuming all other requirements are met).
However, limitation provisions of the Code (for ex-
ample, § 469) apply and may limit the amount of the
GO Zone additional first year depreciation deduction
that may be claimed by C.

(c) Example 3. During 2006, PRS, a partnership,
constructs and places in service a new small commer-
cial building in the GO Zone and leases it to E, an
unrelated party, who uses the building as a fast food
restaurant. This building is the only property owned
by PRS. The lease agreement between PRS and E is a
triple net lease under which E is responsible for all of
the costs relating to the building (for example, paying
all taxes, insurance, and maintenance expenses) in ad-
dition to paying rent. Because of the triple net lease,
PRS does not meaningfully participate in the manage-
ment or operations of the building and the building is
not used in the active conduct of a trade or business
by PRS in the GO Zone. Accordingly, the building
does not qualify for the GO Zone additional first year
depreciation deduction.

(d) Example 4. Same facts as Example 3, ex-
cept that PRS, during 2006, constructs and places in
service two other new commercial buildings in the
GO Zone and leases these buildings to F, an unre-
lated party, who uses the two other buildings as office
space. The lease agreement between PRS and F is not
a triple net lease. G, a partner in PRS, manages and
operates the two office buildings for PRS. Because
G manages and operates the two office buildings for

PRS, PRS meaningfully participates in the manage-
ment and operations of the two office buildings. Con-
sequently, these two office buildings are used in the
active conduct of a trade or business by PRS in the GO
Zone. Accordingly, the total unadjusted depreciable
basis of the two office buildings leased to F quali-
fies for the GO Zone additional first year deprecia-
tion deduction (assuming all other requirements are
met). However, limitation provisions of the Code (for
example, § 469) apply and may limit the amount of
the GO Zone additional first year depreciation deduc-
tion that may be claimed by the partners of PRS with
respect to the two buildings leased to F. Further, be-
cause the requirements of § 1400N(d)(2)(A)(ii) apply
on a property-by-property basis, the building leased
to E does not qualify for the GO Zone additional first
year depreciation deduction, as provided in Example
3.

SECTION 4. ELECTION NOT TO
DEDUCT GO ZONE ADDITIONAL
FIRST YEAR DEPRECIATION

.01 In General. Pursuant to
§ 1400N(d)(2)(B)(iv), a taxpayer may
make an election not to deduct the GO
Zone additional first year depreciation for
any class of property that is GO Zone prop-
erty placed in service during the taxable
year. If a taxpayer makes this election,
then the election applies to all GO Zone
property that is in the same class of prop-
erty and placed in service in the same
taxable year, and no additional first year
depreciation deduction is allowable for the
class of property. In addition, the depreci-
ation adjustments under § 56 apply to that
property for purposes of computing the
taxpayer’s alternative minimum taxable
income. The election not to deduct the
GO Zone additional first year depreciation
is made by each person owning GO Zone
property (for example, for each member
of a consolidated group by the common
parent of the group, by the partnership, or
by the S corporation).

.02 Definition of Class of Property.
For purposes of the election under
§ 1400N(d)(2)(B)(iv) not to deduct the
GO Zone additional first year deprecia-
tion, the term “class of property” means:

(1) Except for the property described
in this section 4.02(2), (3), (4), (5), and
(6), each class of property described in
§ 168(e) (for example, 5-year property);

(2) Water utility property as defined in
§ 168(e)(5) and depreciated under § 168;

(3) Computer software as defined in,
and depreciated under, § 167(f)(1) and the
regulations thereunder;
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(4) Qualified leasehold improvement
property as defined in § 168(k)(3) and
§ 1.168(k)–1(c) and depreciated under
§ 168;

(5) Nonresidential real property as de-
fined in § 168(e)(2)(B) and depreciated un-
der § 168; or

(6) Residential rental property as de-
fined in § 168(e)(2)(A) and depreciated
under § 168.

.03 Time and Manner of Making the
Election.

(1) In general. An election not to
deduct the GO Zone additional first year
depreciation for any class of property that
is GO Zone property placed in service
during the taxable year must be made by
the due date (including extensions) of the
federal income tax return for the taxable
year in which the GO Zone property is
placed in service by the taxpayer. The
election must be made in the manner pre-
scribed on Form 4562, Depreciation and
Amortization, and its instructions.

If a taxpayer files its 2004 or 2005 fed-
eral income tax return on or after Septem-
ber 13, 2006, then the taxpayer must fol-
low the instructions for the 2005 Form
4562 (Rev. January 2006) for the manner
for making the election not to deduct the
GO Zone additional first year depreciation
for any class of property that is GO Zone
property placed in service by the taxpayer
on or after August 28, 2005, during the tax-
payer’s taxable year beginning in 2004 or
2005 (2004 or 2005 taxable year). If a tax-
payer files its 2004 or 2005 federal income
tax return before September 13, 2006, then
see section 4.03(2) of this notice for the
procedures for making the election not to
deduct the GO Zone additional first year
depreciation for any class of property that
is GO Zone property placed in service by
the taxpayer on or after August 28, 2005,
during the taxpayer’s 2004 or 2005 taxable
year.

(2) Special rules for 2004 or 2005 fed-
eral income tax return filed before Septem-
ber 13, 2006.

(a) In general. If a taxpayer files its
2004 or 2005 federal income tax return be-
fore September 13, 2006, then the taxpayer
has made the election not to deduct the GO
Zone additional first year depreciation for
a class of property that is GO Zone prop-
erty placed in service by the taxpayer on
or after August 28, 2005, during the tax-

payer’s 2004 or 2005 taxable year, if the
taxpayer:

(i) made the election within the time
prescribed in section 4.03(1) of this no-
tice and in the manner prescribed in the
instructions for the 2005 Form 4562 (Rev.
January 2006) (that is, attach a statement
to the taxpayer’s timely filed return (in-
cluding extensions) indicating the class of
property for which the taxpayer is making
the election and that, for such class of prop-
erty, the taxpayer is electing not to claim
the GO Zone additional first year depreci-
ation deduction); or

(ii) made the deemed election provided
for in section 4.03(2)(b) of this notice.

(b) Deemed election. If section
4.03(2)(a)(i) of this notice does not ap-
ply, a taxpayer that files its 2004 or 2005
federal income tax return before Septem-
ber 13, 2006, will be treated as having
made the election not to deduct the GO
Zone additional first year depreciation
for a class of property that is GO Zone
property placed in service by the taxpayer
on or after August 28, 2005, during the
taxpayer’s 2004 or 2005 taxable year, if
the taxpayer:

(i) on that return, did not claim the GO
Zone additional first year depreciation de-
duction for that class of property but did
claim depreciation; and

(ii) does not file an amended federal tax
return for the taxpayer’s 2004 or 2005 tax-
able year on or before February 14, 2007,
or a Form 3115, Application for Change
in Accounting Method, with the taxpayer’s
federal tax return for the taxpayer’s next
succeeding taxable year, to claim the GO
Zone additional first year depreciation de-
duction for that class of property.

If a Form 3115 is filed under section
4.03(2)(b)(ii) of this notice, the Form 3115
must be filed in accordance with the au-
tomatic change in method of accounting
provisions of Rev. Proc. 2002–9, 2002–1
C.B. 327, as modified and clarified by An-
nouncement 2002–17, 2002–1 C.B. 561,
modified and amplified by Rev. Proc.
2002–19, 2002–1 C.B. 696, and ampli-
fied, clarified, and modified by Rev. Proc.
2002–54, 2002–2 C.B. 432, or any suc-
cessor. The change in method of account-
ing from filing the Form 3115 results in
a § 481(a) adjustment. Further, the scope
limitations in section 4.02 of Rev. Proc.
2002–9 do not apply. Moreover, for pur-
poses of section 6.02(4)(a) of Rev. Proc.

2002–9, the taxpayer should include on
line 1a of the Form 3115 the designated au-
tomatic accounting method change num-
ber “104”.

Section 1.446–1(e)(3)(ii) authorizes the
Commissioner of Internal Revenue to pre-
scribe administrative procedures setting
forth the limitations, terms, and conditions
deemed necessary to permit a taxpayer to
obtain consent to change a method of ac-
counting. In addition, section 2.04 of Rev.
Proc. 2002–9 provides that unless specif-
ically authorized by the Commissioner,
a taxpayer may not request, or otherwise
make, a retroactive change in method
of accounting, regardless of whether the
change is from a permissible or an imper-
missible method. See generally Rev. Rul.
90–38, 1990–1 C.B. 57.

.04 Revocation. An election not to
deduct the GO Zone additional first year
depreciation for a class of property that
is GO Zone property is revocable only
with the prior written consent of the Com-
missioner. To seek the Commissioner’s
consent, the taxpayer must submit a re-
quest for a letter ruling in accordance with
the provisions of Rev. Proc. 2006–1,
2006–1 I.R.B. 1 (or any successor).

.05 Failure to Make Election Not to
Deduct GO Zone Additional First Year De-
preciation. If a taxpayer does not make the
election described in section 4.01 of this
notice within the time and in the manner
prescribed in section 4.03 of this notice,
the amount of depreciation allowable for
that property under § 167(f)(1) or under
§ 168, as applicable, must be determined
for the placed-in-service year and for all
subsequent taxable years by taking into ac-
count the GO Zone additional first year de-
preciation deduction. Thus, the election
not to deduct the GO Zone additional first
year depreciation cannot be made by the
taxpayer in any other manner (for example,
through a request under § 446(e) to change
the taxpayer’s method of accounting).

SECTION 5. CERTAIN PROPERTY
NOT ELIGIBLE FOR THE GO
ZONE ADDITIONAL FIRST YEAR
DEPRECIATION DEDUCTION

.01 In General. Section 1400N(p)(1)
disallows the GO Zone additional first year
depreciation deduction for any property
described in § 1400N(p)(3). Pursuant to
§ 1400N(p)(3)(A), such property includes:
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(1) any property used in connection
with any private or commercial golf
course, massage parlor, hot tub facility,
suntan facility, or any store the principal
business of which is the sale of alcoholic
beverages for consumption off premises
(“prohibited activities”); or

(2) any gambling or animal racing prop-
erty.

.02 Prohibited Activities.
(1) Real property used for both a pro-

hibited activity and a non-prohibited ac-
tivity. Solely for purposes of § 1400N(d),
the portion of any real property (deter-
mined by square footage) that is dedicated
to any prohibited activity described in sec-
tion 5.01(1) of this notice is not eligible for
the GO Zone additional first year depreci-
ation deduction. If real property is used
for both a prohibited activity and an ac-
tivity not described in section 5.01(1) of
this notice, the portion of the real property
(determined by square footage) that is not
dedicated to the prohibited activity is eli-
gible for the GO Zone additional first year
depreciation deduction (assuming all other
requirements under § 1400N(d) are met).
For example, the GO Zone additional first
year depreciation deduction for a shopping
center that has both a suntan salon and
businesses not described in section 5.01(1)
of this notice (and that otherwise qualifies
for the GO Zone additional first year de-
preciation deduction under § 1400N(d)), is
determined without regard to the portion
of the shopping center’s unadjusted depre-
ciable basis that bears the same percentage
to the total unadjusted depreciable basis as
the percentage of square footage dedicated
to the prohibited activity (that is, the sun-
tan salon) bears to the total square footage
of the shopping center.

(2) Trade or business activity that de-
rives a small percentage of gross receipts
from certain prohibited activities.

(a) De minimis rule. Solely for pur-
poses of § 1400N(p)(3)(A)(i), a taxpayer’s
trade or business activity that has less than
10 percent of its total gross receipts de-
rived from massages, tanning services, or
a hot tub facility is not treated as, respec-
tively, a massage parlor, a suntan facility,
or a hot tub facility. Such trade or business
activity may include, for example, a physi-
cal therapy office or a beauty/day spa salon
if its gross receipts derived from massages,
suntanning, and hot tub facilities are less
than 10 percent of its total gross receipts.

In determining whether this less than 10
percent test is satisfied, only gross receipts
from the taxpayer’s trade or business ac-
tivity that includes the massages, tanning
services, or hot tub facility are taken into
account. Further, if a taxpayer is a member
of a consolidated group, only the gross re-
ceipts of the taxpayer (and not the consoli-
dated group) are taken into account. Also,
if the taxpayer is a partnership, S corpo-
ration, or other pass-thru entity, only the
gross receipts of the pass-thru entity (and
not the owners of the pass-thru entity) are
taken into account.

(b) Definition of gross receipts. For
purposes of this section 5.02(2), the term
“gross receipts” means the taxpayer’s re-
ceipts for the taxable year that are rec-
ognized under the taxpayer’s methods of
accounting used for federal income tax
purposes for the taxable year. For this
purpose, gross receipts include total sales
(net of returns and allowances) and all
amounts received for services. In addition,
gross receipts include any income from in-
vestments, and from incidental or outside
sources. For example, gross receipts in-
clude interest (including original issue dis-
count and tax-exempt interest within the
meaning of § 103), dividends, rents, roy-
alties, and annuities, regardless of whether
the amounts are derived in the ordinary
course of the taxpayer’s trade or business.
Gross receipts are not reduced by cost of
goods sold or by the cost of property sold if
such property is described in § 1221(a)(1),
(3), (4), or (5). With respect to sales of
capital assets as defined in § 1221, or sales
of property described in § 1221(a)(2) (re-
lating to property used in a trade or busi-
ness), gross receipts are reduced by the
taxpayer’s adjusted basis in such property.
Gross receipts do not include the amounts
received in repayment of a loan or simi-
lar instrument (for example, a repayment
of the principal amount of a loan held by
a commercial lender). Finally, gross re-
ceipts do not include amounts received by
the taxpayer with respect to sales tax or
other similar state and local taxes if, un-
der the applicable state or local law, the tax
is legally imposed on the purchaser of the
good or service and the taxpayer merely
collects and remits the tax to the taxing au-
thority. If, in contrast, the tax is imposed
on the taxpayer under the applicable law,
then gross receipts include the amounts re-

ceived that are allocable to the payment of
such tax.

.03 Gambling or Animal Racing Prop-
erty.

(1) In general. Section 1400N(p)
(3)(B)(i) defines the term “gambling or
animal racing property” as meaning:

(a) any equipment, furniture, software,
or other property used directly in connec-
tion with gambling, the racing of animals,
or the on-site viewing of such racing; and

(b) the portion of any real property (de-
termined by square footage) that is dedi-
cated to gambling, the racing of animals, or
the on-site viewing of such racing. How-
ever, pursuant to § 1400N(p)(3)(B)(ii), if
the portion of the real property dedicated
to gambling, the racing of animals, or the
on-site viewing of such racing is less than
100 square feet, then that portion is not
gambling or animal racing property. For
example, no apportionment is required un-
der this 100-square-foot de minimis rule in
the case of a retail store that sells lottery
tickets in a less than 100 square foot area.

(2) Real property not dedicated to gam-
bling or animal racing. Real property that
is not dedicated to gambling, the racing of
animals, or the on-site viewing of such rac-
ing but is attached to such gaming facilities
is eligible for the GO Zone additional first
year depreciation deduction (assuming all
other requirements under § 1400N(d) are
met). Such property may include, for ex-
ample, hotels, restaurants, and parking lots
of gaming facilities. For example, the GO
Zone additional first year depreciation de-
duction for a building that is used as both a
casino and a hotel (and that otherwise qual-
ifies for the GO Zone additional first year
depreciation deduction under § 1400N(d)),
is determined without regard to the por-
tion of the building’s unadjusted deprecia-
ble basis that bears the same percentage
to the total unadjusted depreciable basis as
the percentage of square footage dedicated
to gambling (that is, the casino floor) bears
to the total square footage of the building.

SECTION 6. RECAPTURE RULES
UNDER § 1400N(d)(5)

.01 In General. Section 1400N(d)(5)
provides that for purposes of § 1400N(d),
rules similar to the recapture rules under
§ 179(d)(10) and § 1.179–1(e) apply with
respect to any GO Zone property that
ceases to be GO Zone property.
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.02 Application. If GO Zone property is
no longer GO Zone property in the hands
of the same taxpayer at any time before
the end of the GO Zone property’s recov-
ery period as determined under § 167(f)(1)
or § 168, as applicable, then the taxpayer
must recapture in the taxable year in which
the GO Zone property is no longer GO
Zone property (the recapture year) the ben-
efit derived from claiming the GO Zone
additional first year depreciation deduc-
tion for such property. The benefit derived
from claiming the GO Zone additional first
year depreciation deduction for the prop-
erty is equal to the excess of the total de-
preciation claimed (including the GO Zone
additional first year depreciation deduc-
tion) for the property for the taxable years
before the recapture year over the total de-
preciation that would have been allowable
for the taxable years before the recapture
year as a deduction under § 167(f)(1) or
§ 168, as applicable, had the GO Zone ad-
ditional first year depreciation deduction
not been claimed (regardless of whether
such excess reduced the taxpayer’s tax li-
ability). The amount to be recaptured is
treated as ordinary income for the recap-
ture year. For the recapture year and sub-
sequent taxable years, the taxpayer’s de-
ductions under § 167(f)(1) or § 168, as ap-
plicable, are determined as if no GO Zone
additional first year depreciation deduc-
tion was claimed with respect to the prop-
erty. If, subsequent to the recapture year,
a change in the use of the property results
in the property again being GO Zone prop-
erty, then the GO Zone additional first year
depreciation deduction is not allowable for
the property.

.03 Examples. The following examples
illustrate the provisions of this section 6.

(a) Example 1. H, a calendar-year taxpayer, owns
and operates a furniture store in the GO Zone. In De-
cember 2006, H purchases a new delivery truck for
$50,000 and places it in service for use in H’s busi-
ness. For 2006, this delivery truck is GO Zone prop-
erty and is 5-year property under § 168(e). H depre-
ciates its 5-year property placed in service in 2006
using the optional depreciation table that corresponds
with the general depreciation system, the 200-percent
declining balance method, a 5-year recovery period,
and the half-year convention. During 2007, the deliv-
ery truck is used less than 80 percent in the GO Zone.

(i) For 2006, H is allowed the GO Zone addi-
tional first year depreciation deduction of $25,000 for
the delivery truck (unadjusted depreciable basis of
$50,000 multiplied by .50). In addition, H’s depreci-
ation deduction allowable in 2006 for the remaining

adjusted depreciable basis of $25,000 for the delivery
truck (the unadjusted depreciable basis of $50,000 re-
duced by the GO Zone additional first year depreci-
ation deduction of $25,000) is $5,000 (the remaining
adjusted depreciable basis of $25,000 multiplied by
the annual depreciation rate of .20 for recovery year
1). Thus, H’s depreciation deduction allowable in
2006 for the delivery truck totals $30,000.

(ii) For 2007, because the delivery truck does not
meet the substantially all requirement described in
section 3.01 of this notice, the delivery truck is no
longer GO Zone property. Accordingly, for 2007, H
must recapture as ordinary income $20,000 ($30,000
depreciation claimed by H for the truck before 2007
less the $10,000 depreciation that would have been
allowable for the truck before 2007 had the GO Zone
additional first year depreciation deduction not been
claimed (unadjusted depreciable basis of $50,000
multiplied by the cumulative annual depreciation rate
of .20 before 2007)). In addition, H’s depreciation
deduction allowable in 2007 for the delivery truck
is $16,000 (unadjusted depreciable basis of $50,000
multiplied by the annual depreciation rate of .32 for
recovery year 2) (determined as if no GO Zone addi-
tional first year depreciation deduction was claimed
for the truck).

(b) Example 2. Same facts as in Example 1, ex-
cept that during 2008, the delivery truck is used 80
percent or more in the GO Zone. The GO Zone addi-
tional first year depreciation deduction is not allow-
able for the delivery truck even though the truck is
GO Zone property in the hands of H in 2008. Thus,
for 2008, H’s depreciation deduction allowable in
2008 for the delivery truck is $9,600 (unadjusted de-
preciable basis of $50,000 multiplied by the annual
depreciation rate of .1920 for recovery year 3) (deter-
mined as if no GO Zone additional first year depreci-
ation deduction was claimed for the truck).

SECTION 7. EFFECT ON OTHER
DOCUMENTS

.01 Notice 2006–67, 2006–33 I.R.B.
248, is modified and superseded.

.02 Rev. Proc. 2002–9 is modified and
amplified to include the automatic change
in method of accounting provided under
section 4.03(2)(b) of this notice in sec-
tion 2 of the APPENDIX of Rev. Proc.
2002–9.

SECTION 8. DRAFTING
INFORMATION

The principal author of this notice is
Douglas H. Kim of the Office of Associate
Chief Counsel (Passthroughs & Special In-
dustries). For further information regard-
ing this notice, contact Mr. Kim at (202)
622–3110 (not a toll-free call).

Weighted Average Interest
Rate Update

Notice 2006–80

This notice provides guidance as to the
corporate bond weighted average interest
rate and the permissible range of interest
rates specified under § 412(b)(5)(B)(ii)(II)
of the Internal Revenue Code. In addi-
tion, it provides guidance as to the interest
rate on 30-year Treasury securities under
§ 417(e)(3)(A)(ii)(II).

CORPORATE BOND WEIGHTED
AVERAGE INTEREST RATE

Sections 412(b)(5)(B)(ii) and 412(l)(7)
(C)(i), as amended by the Pension Funding
Equity Act of 2004 and by the Pension Pro-
tection Act of 2006, provide that the inter-
est rates used to calculate current liability
and to determine the required contribution
under § 412(l) for plan years beginning in
2004 through 2007 must be within a per-
missible range based on the weighted av-
erage of the rates of interest on amounts
invested conservatively in long term in-
vestment grade corporate bonds during the
4-year period ending on the last day before
the beginning of the plan year.

Notice 2004–34, 2004–1 C.B. 848, pro-
vides guidelines for determining the cor-
porate bond weighted average interest rate
and the resulting permissible range of in-
terest rates used to calculate current liabil-
ity. That notice establishes that the corpo-
rate bond weighted average is based on the
monthly composite corporate bond rate de-
rived from designated corporate bond in-
dices. The methodology for determining
the monthly composite corporate bond rate
as set forth in Notice 2004–34 continues to
apply in determining that rate. See Notice
2006–75, 2006–36 I.R.B. 366.

The composite corporate bond rate for
August 2006 is 6.11 percent. Pursuant
to Notice 2004–34, the Service has de-
termined this rate as the average of the
monthly yields for the included corporate
bond indices for that month.

The following corporate bond weighted
average interest rate was determined for
plan years beginning in the month shown
below.
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For Plan Years
Corporate

Bond 90% to 100%
Beginning in: Weighted Permissible

Month Year Average Range

September 2006 5.78 5.21 to 5.78

30-YEAR TREASURY SECURITIES
INTEREST RATE

Section 417(e)(3)(A)(ii)(II) defines
the applicable interest rate, which must
be used for purposes of determining the
minimum present value of a participant’s
benefit under § 417(e)(1) and (2), as the
annual rate of interest on 30-year Treasury
securities for the month before the date
of distribution or such other time as the
Secretary may by regulations prescribe.
Section 1.417(e)–1(d)(3) of the Income
Tax Regulations provides that the applica-
ble interest rate for a month is the annual
interest rate on 30-year Treasury securi-
ties as specified by the Commissioner for
that month in revenue rulings, notices or
other guidance published in the Internal
Revenue Bulletin.

The rate of interest on 30-year Treasury
securities for August 2006 is 5.00 percent.
The Service has determined this rate as the
monthly average of the daily determina-
tion of yield on the 30-year Treasury bond
maturing in February 2036.

Drafting Information

The principal authors of this notice are
Paul Stern and Tony Montanaro of the Em-
ployee Plans, Tax Exempt and Govern-
ment Entities Division. For further infor-
mation regarding this notice, please con-
tact the Employee Plans’ taxpayer assis-
tance telephone service at 877–829–5500
(a toll-free number), between the hours of
8:00 a.m. and 6:30 p.m. Eastern time,
Monday through Friday. Mr. Stern may be
reached at 202–283–9703. Mr. Montanaro
may be reached at 202–283–9714. The
telephone numbers in the preceding sen-
tences are not toll-free.

Elections Under § 355(b)(3)(C)

Notice 2006–81

This notice provides guidance for mak-
ing an election under § 355(b)(3)(C) of the
Internal Revenue Code.

BACKGROUND

Section 355(b)(3) was enacted on May
17, 2006, as part of the Tax Increase Pre-
vention and Reconciliation Act of 2005,
Pub. L. No. 109–222, 120 Stat. 348. Sec-
tion 355(b)(1) generally provides, in part,
that § 355(a) only applies to transactions
in which both the distributing corporation
and the controlled corporation are engaged
in the active conduct of a trade or business
immediately after the distribution. Section
355(b)(2) generally provides, in part, that,
for purposes of § 355(b)(1), a corporation
shall be treated as engaged in the active
conduct of a trade or business if and only
if such corporation is engaged in the active
conduct of a trade or business, or if sub-
stantially all of its assets consist of stock
and securities of a corporation controlled
by it (immediately after the distribution)
that is so engaged (the latter phrase here-
inafter referred to as the “Holding Com-
pany Test”).

New § 355(b)(3)(A) generally pro-
vides that, for distributions made after
May 17, 2006, and on or before De-
cember 31, 2010, a corporation shall be
treated as meeting the requirements of
§ 355(b)(2)(A) if and only if such corpo-
ration is engaged in the active conduct of
a trade or business. New § 355(b)(3)(B)
generally provides that, for purposes of
§ 355(b)(3)(A), all members of such cor-
poration’s separate affiliated group shall
be treated as one corporation. Section
355(b)(3)(B) also provides that a corpo-
ration’s separate affiliated group is the
affiliated group that would be determined
under § 1504(a) if such corporation were
the common parent and § 1504(b) did
not apply. Thus, in light of the restric-
tive language in § 355(b)(3), the Holding

Company Test does not apply to any dis-
tribution for which § 355(b)(3) applies.

New § 355(b)(3)(C) contains transi-
tion rules providing that § 355(b)(3)(A)
shall not apply to any distribution made
pursuant to a transaction that was: (i)
made pursuant to an agreement that was
binding on May 17, 2006, and at all
times thereafter; (ii) described in a ruling
request submitted to the Internal Rev-
enue Service on or before May 17, 2006;
or, (iii) described on or before May 17,
2006, in a public announcement or in a
filing with the Securities and Exchange
Commission. Therefore, corporations
whose distributions are described in the
preceding sentence and otherwise meet
the requirements of § 355 shall be gov-
erned under § 355(b)(2)(A) (including the
Holding Company Test), notwithstanding
the enactment of § 355(b)(3). However,
§ 355(b)(3)(C) also provides that these
corporations may elect not to have the
transition rule apply. If one of these cor-
porations elects not to have the transition
rule apply, § 355(b)(3)(A) and (B) will ap-
ply. Any such election, once made, shall
be irrevocable.

The Service has determined that corpo-
rations whose transactions are described
in the transition rule and who desire tax-
free treatment under § 355 will not be
required to make an affirmative election
under § 355(b)(3)(C), provided that their
transaction is described in § 355(b) as in
effect either before or after the enactment
of § 355(b)(3). Such corporations will
be deemed to have satisfied the require-
ments of § 355(b)(2)(A) or (b)(3), as appli-
cable. However, corporations must make
the election described in § 355(b)(3)(C) if
the purpose of the election is to disqualify
the distribution under § 355(a). Corpora-
tions whose transactions are described in
the transition rule but do not desire tax-
free treatment under § 355 and require
§ 355(b)(2)(A) to apply to ensure taxable
treatment are not required to file the elec-
tion, but must report the distribution as tax-
able.
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The Service will treat elections as ef-
fective under § 355(b)(3)(C) if they are
made in the form and manner as set forth
in this notice. The Service will also treat
elections as effective under § 355(b)(3)(C)
if they are made in a different form and
manner, provided that the form and man-
ner of the election apprise the Service that
an election has been made with respect to
a particular transaction and by particular
parties.

PROCEDURES

If a distributing corporation makes a
distribution of stock or securities of a
controlled corporation in a transaction de-
scribed in § 355(b)(3)(C)(i), (ii), or (iii),
it intends that the distribution not qualify
under § 355(a), and it is making the elec-
tion described in § 355(b)(3)(C) to ensure
that result, the distributing corporation
may make a valid election by including a
statement as described below on or with its
tax return filed by the due date (including
extensions) for filing its original return for
the taxable year in which the distribution
occurs.

The statement should be titled “ELEC-
TION PURSUANT TO NOTICE 2006–81
BY [INSERT NAME AND TAX-
PAYER IDENTIFICATION NUMBER
(IF ANY)], A DISTRIBUTING CORPO-
RATION.” The statement should provide
the names and taxpayer identification
numbers, if any, of the distributing and
controlled corporations and should in-
clude a representation that the distributing
corporation is eligible to make the elec-
tion described in this notice and that the
distributing corporation elects to have
§ 355(b)(3) apply to its distribution.

EFFECTIVE DATE

This notice is effective for all elections
under § 355(b)(3)(C).

DRAFTING INFORMATION

The principal author of this notice is
Sameera Y. Hasan of the Office of Asso-
ciate Chief Counsel (Corporate). For fur-
ther information regarding this notice, con-
tact Sameera Y. Hasan at (202) 622–7770
(not a toll-free call).

Individual Chapter 11 Debtors

Notice 2006–83

This notice provides guidance for in-
dividuals who file bankruptcy cases un-
der Chapter 11 of the Bankruptcy Code
(11 U.S.C. § 1101 et seq.) on or af-
ter October 17, 2005. This notice also
provides guidance for (1) employers of
these individuals, (2) persons filing Forms
W–2, 1099–INT, 1099–DIV, 1099–MISC,
and other information returns (includ-
ing Schedule K–1) that report payments
to these individuals, and (3) Chapter 11
trustees in bankruptcy cases filed by these
individuals. Upon consideration of the
comments received concerning this no-
tice, as requested in section 7, additional
guidance may be published.

Section 1. PURPOSE

The bankruptcy estate of a Chapter 11
debtor who is an individual is a separate
taxable entity under section 1398 of the In-
ternal Revenue Code. The estate, rather
than the debtor, must include in its gross
income all of the debtor’s income to which
the estate is entitled under the Bankruptcy
Code, except for amounts received or ac-
crued by the debtor before the commence-
ment of the case. Section 1115 of the
Bankruptcy Code was enacted by section
321(a)(1) of the Bankruptcy Abuse Pre-
vention and Consumer Protection Act of
2005 (“BAPCPA”), Pub. L. No. 109–8,
119 Stat. 23 (2005) and is effective for
cases filed on or after October 17, 2005.
As a result of the enactment of section
1115, the bankruptcy estate, rather than the
debtor, must include in its gross income
both (1) the debtor’s gross earnings from
his or her performance of services after
the commencement of the case (“post-pe-
tition services”) and (2) the gross income
from property acquired by the debtor af-
ter the commencement of the case (“post-
petition property”). I.R.C. § 1398(e)(1).
The gross earnings from post-petition ser-
vices include wages and other compensa-
tion earned by a debtor who is an employee
and self-employment income earned by a
debtor who is a self-employed individual.

Section 2. BACKGROUND AND
GENERAL LEGAL PRINCIPLES

.01 The commencement of a bank-
ruptcy case creates an estate, which gen-
erally includes all legal or equitable in-
terests of the debtor in property as of the
commencement of the case. 11 U.S.C.
§ 541(a)(1). Specific exclusions apply,
however. See 11 U.S.C. § 541(b) (ex-
cluded property). See also 11 U.S.C.
§ 522 (exempt property); 11 U.S.C. § 554
(abandoned property). Exempt property
and abandoned property are initially part
of the bankruptcy estate, but are sub-
sequently removed from the estate. By
contrast, property excluded from the es-
tate is never included in the estate.

.02 Confirmation of a Chapter 11 plan
of reorganization generally vests all the
property of the estate in the debtor, except
as otherwise provided in the plan or in the
court order confirming the plan. 11 U.S.C.
§ 1141(b). If no plan is confirmed and
a bankruptcy case is dismissed, the prop-
erty of the estate generally revests in the
debtor, unless the court orders otherwise.
11 U.S.C. § 349(b)(3).

.03 When a trustee is appointed pur-
suant to section 1104 of the Bankruptcy
Code, the debtor generally must turn over
to the trustee control over the assets of
the bankruptcy estate. In most Chapter 11
cases, a trustee is not appointed and the
debtor (referred to as the debtor in pos-
session) remains in control of the prop-
erty of the bankruptcy estate. Under sec-
tion 1107(a) of the Bankruptcy Code, the
debtor in possession must perform all the
functions and duties of a trustee, except for
the duties specified in Bankruptcy Code
section 1106(a)(2), (3) and (4).

.04 Because the bankruptcy estate is
a separate taxable entity, the trustee or
debtor in possession must obtain an em-
ployer identification number (EIN) for the
estate. I.R.C. § 6109. The trustee or debtor
in possession uses the EIN on any tax re-
turns filed for the estate.

.05 Section 1398(e)(1) of the Code pro-
vides that the gross income of the estate
includes the gross income of the debtor to
which the estate is entitled under the Bank-
ruptcy Code. Section 1398(e)(2) provides
that the gross income of the debtor does not
include any item to the extent the item is
included in the gross income of the bank-
ruptcy estate.
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.06 In general, the determination of
whether or not any amount paid or in-
curred by the estate is allowable as a
deduction or credit to the estate shall be
made as if the amount were paid or in-
curred by the debtor and as if the debtor
were still engaged in the trades and busi-
nesses, and in the activities, the debtor
was engaged in before the commencement
of the case. I.R.C. § 1398(e)(3)(A). The
estate is, however, specifically allowed
a deduction for administrative expenses
allowed under section 503 of the Bank-
ruptcy Code and for any fee or charge
assessed against the estate under chapter
123 of title 28 of the United States Code.
I.R.C. § 1398(h)(1).

.07 The individual debtor must continue
to file his or her own individual tax returns
during the bankruptcy proceedings. I.R.C.
§ 6012(a)(1).

.08 For bankruptcy cases filed before
October 17, 2005, the property of the estate
does not generally include any post-pe-
tition property acquired by an individual
Chapter 11 debtor. Nor in those cases does
the property of the estate include the indi-
vidual Chapter 11 debtor’s earnings from
post-petition services, because section
541(a)(6) of the Bankruptcy Code specifi-
cally excluded those earnings from the es-
tate. See, e.g., In re Fitzsimmons, 725 F.2d
1208 (9th Cir. 1984); In re Larson, 147
B.R. 39 (Bankr. D.N.D. 1992). Therefore,
in these cases income from post-petition
property and earnings from post-petition
services are not generally includible in
the estate’s gross income. Instead, such
income and earnings are generally includi-
ble in the debtor’s gross income.

.09 Section 321 of BAPCPA made
several changes to Chapter 11, effective
for bankruptcy cases filed by individuals
on or after October 17, 2005. Although
many of the provisions that apply to in-
dividual Chapter 11 cases now operate in
a manner similar to the provisions that
apply in Chapter 13 cases, section 1398
of the Internal Revenue Code has not
been amended and continues to apply to
individual Chapter 11 cases, but not to
Chapter 13 cases. Based on section 1115
of the Bankruptcy Code, read in conjunc-
tion with section 1398(e)(1) of the Internal
Revenue Code, the debtor’s gross earn-
ings from post-petition services and gross
income from post-petition property are,
in general, includible in the bankruptcy

estate’s gross income, rather than in the
debtor’s gross income. This rule is subject
to the exceptions noted below in sections
2.10, 2.11, 2.12, and 2.13.

.10 If a chapter 11 case is converted to
a Chapter 13 case, the Chapter 13 estate is
not a separate taxable entity and earnings
from post-conversion services and income
from property of the estate realized after
the conversion to Chapter 13 are taxed to
the debtor. I.R.C. § 1399.

.11 If the Chapter 11 case is converted
to a Chapter 7 case, section 1115 will not
apply after conversion and earnings from
post-conversion services will be taxed to
the debtor, rather than the estate. 11 U.S.C.
§ 541(a)(6). In such a case, the property of
the Chapter 11 estate will become property
of the Chapter 7 estate. Any income on this
property will be taxed to the estate even if
the income is realized after the conversion
to Chapter 7.

.12 If a Chapter 11 case is dismissed,
the debtor is treated as if the bankruptcy
case had never been filed and as if no
bankruptcy estate had been created. I.R.C.
§ 1398(b)(1).

.13 For Chapter 11 cases filed by in-
dividuals on or after October 17, 2005,
the estate’s gross income includes gross
income from property held by the debtor
when the case commenced (“pre-peti-
tion property”), as was the case under
pre-BAPCPA law. There are certain ex-
ceptions to this general rule, however. The
gross income on pre-petition property is
included in the gross income of the debtor,
rather than the estate, if the pre-petition
property is excluded from the estate and
the gross income is subject to taxation.
Also, the gross income on pre-petition
property is included in the gross income
of the debtor, rather than the estate, after
the pre-petition property is removed from
the estate by exemption or abandonment.

Section 3. FILING INCOME TAX
RETURNS OF THE DEBTOR AND
THE ESTATE; NOTIFICATION TO
PERSONS FILING INFORMATION
RETURNS (OTHER THAN FORM W–2)
OF THE STATUS OF THE CHAPTER
11 BANKRUPTCY CASE

.01 The debtor in possession or trustee,
if one is appointed, must prepare and file
the income tax returns of the bankruptcy
estate if required under section 6012(a)(9).

I.R.C. § 6012(b)(4). In preparing the in-
come tax returns of the debtor and the
bankruptcy estate, the debtor in possession
(or the trustee) must follow the rules stated
in sections 2.09, 2.10, 2.11, 2.12, and 2.13
of this notice, and must attach to the returns
the statement discussed in section 6.

.02 A debtor in possession may be com-
pensated by the estate to manage or oper-
ate a trade or business that the debtor con-
ducted before the commencement of the
bankruptcy case. Such payments should
be reportable by the debtor as miscella-
neous income on his or her individual in-
come tax return. I.R.C. § 61(a). Amounts
paid by the estate to the debtor in posses-
sion for managing or operating the trade
or business may qualify as administrative
expenses of the estate. An administrative
expense allowed by the bankruptcy court
under section 503 of the Bankruptcy Code
will generally be deductible by the estate
as an administrative expense when it is
paid or incurred. I.R.C. § 1398(h)(1).

.03 Within a reasonable time after the
commencement of a Chapter 11 bank-
ruptcy case, the trustee (if one is ap-
pointed) or the debtor in possession should
provide notification of the bankruptcy es-
tate’s EIN to persons that are required to
file information returns with respect to the
bankruptcy estate’s gross income, gross
proceeds, or other types of reportable
payments. I.R.C. § 6109(a)(2). Since
these payments are property of the estate
under section 1115, such persons should
report the gross income, gross proceeds,
or other reportable payment on an appro-
priate information return using the estate’s
name and EIN in the time and manner
required under the Internal Revenue Code
and regulations (see, e.g., sections 6041
through 6049). The trustee or debtor in
possession should not, however, provide
the EIN to the debtor’s employer or other
person filing Form W–2 with respect to
the debtor’s wages or other compensa-
tion, since section 1115 does not affect
the determination of what constitutes
wages for purposes of Federal income
tax withholding or the Federal Insurance
Contributions Act. I.R.C. §§ 3121(a) and
3401(a). As provided in section 5, an em-
ployer should continue to report all wage
income and accompanying tax withhold-
ings, whether pre-petition or post-petition,
on a Form W–2 issued to the debtor under
the debtor’s social security number. See
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sections 6721 through 6724 for applicable
penalties for failure to comply with infor-
mation reporting requirements, including
providing taxpayer identification num-
bers, and provisions for penalty waivers
for reasonable cause.

.04 When a Chapter 11 bankruptcy case
is closed, dismissed, or converted to a case
under Chapter 12 or 13 of the Bankruptcy
Code, the bankruptcy estate ends as a sep-
arate taxable entity. The debtor should,
within a reasonable time, provide notifica-
tion of the closing, dismissal, or conver-
sion to the persons that were previously
notified of the bankruptcy case under sec-
tion 3.03 to the extent notification is nec-
essary to ensure that gross income, gross
proceeds, and other types of reportable
payments realized after the closing, dis-
missal, or conversion are reported to the
proper person and with the correct tax-
payer identification number. Gross in-
come, gross proceeds, and other reportable
payments realized after the closing, dis-
missal, or conversion to Chapter 12 or
13 should, in general, be reported to the
debtor, rather than the estate.

.05 If the Chapter 11 case is converted
to a Chapter 7 case, the bankruptcy estate
will continue to exist as a separate tax-
able entity and gross income (other than
post-conversion income from the debtor’s
services), gross proceeds, or other re-
portable payments should continue to be
reported to the estate if the gross income,
gross proceeds, or other reportable pay-
ment represents property of the Chapter
7 estate. As section 2.11 notes, income
from services performed by the debtor
after conversion to Chapter 7 is not prop-
erty of the Chapter 7 bankruptcy estate.
Therefore, within a reasonable time after
the conversion to Chapter 7, the debtor
should notify payors required to report the
debtor’s nonemployee compensation on
Form 1099–MISC that such compensation
earned after the conversion to Chapter
7 should be reported using the debtor’s
name and taxpayer identification number,
rather than the estate’s name and TIN.

.06 The debtor is not required to file a
new Form W–4 with an employer adjust-
ing the debtor’s withholding allowances
solely because the debtor has filed a Chap-
ter 11 case and his or her post-petition
wages are includible in the gross income
of the estate. This is true even though
the estate may be taxed at a higher tax

rate than the debtor and is entitled to only
one personal exemption. A new Form
W–4 may be necessary, however, under the
applicable regulations when, for instance,
the debtor employee is no longer entitled
to claim the same number of allowances
claimed on the Form W–4 previously pro-
vided to the employer, such as for certain
deductions or credits that now belong to
the estate. See § 31.3402(f)(2)–1 of the
Employment Tax Regulations. Further-
more, even where not required, in some
circumstances it may be prudent for the
debtor to file a new Form W–4 to increase
the amount of income tax withheld from
the debtor’s post-petition wages that will
be allocated to the estate in accordance
with section 6. Otherwise, estimated tax
payments on behalf of the estate may be
required in order to avoid a penalty for un-
derpayment of estimated tax. See section
6654(a).

Section 4. APPLICATION OF THE
SELF-EMPLOYMENT TAX

.01 Section 1401 of the Internal Rev-
enue Code imposes a tax upon the self-em-
ployment income of every individual. The
term “self-employment income” means
the net earnings from self-employment de-
rived by an individual. I.R.C. § 1402(b).
The term “net earnings from self-employ-
ment” means, in relevant part, the gross
income derived by an individual from any
trade or business carried on by such indi-
vidual less deductions allowed attributable
to such trade or business. I.R.C. § 1402(a).

.02 Under section 1115 of the Bank-
ruptcy Code, the earnings from a Chapter
11 debtor’s post-petition services, includ-
ing the debtor’s self-employment income,
constitute property of the estate under sec-
tion 1115. As property of the estate, the
income from post-petition services is in-
cludible in the income of the bankruptcy
estate, rather than the income of the debtor.
I.R.C. § 1398(e)(1). However, neither sec-
tion 1115 of the Bankruptcy Code nor sec-
tion 1398 of the Internal Revenue Code ad-
dresses the application of the self-employ-
ment tax to the earnings from the individ-
ual debtor’s continuing services. Because
the debtor continues to derive gross in-
come from the performance of services as
a self-employed individual after the com-
mencement of the bankruptcy case, the
debtor must continue to report on Schedule

SE of the debtor’s individual income tax
return the self-employment income earned
post-petition, which includes the attribut-
able deductions, and must pay the result-
ing self-employment tax imposed by sec-
tion 1401.

Section 5. APPLICATION OF
EMPLOYMENT TAXES AND
OBLIGATION TO FILE FORM W–2

.01 As a result of the enactment of sec-
tion 1115, post-petition wages earned by
a debtor are generally treated for income
tax purposes as gross income of the es-
tate, rather than the debtor. The reporting
and withholding obligations of a debtor’s
employer, however, have not changed
as a result of the enactment of section
1115. Section 1115 has no effect on the
determination of wages under the Fed-
eral Insurance Contributions Act (FICA),
including application of the contribution
and benefit base (as determined under
section 230 of the Social Security Act).
I.R.C. § 3121(a). Similarly, the enact-
ment of section 1115 has no effect on the
determination of wages for Federal Unem-
ployment Tax Act (FUTA) tax or Federal
Income Tax Withholding purposes. See
I.R.C. §§ 3306(b) and 3401(a).

.02 Since section 1115 does not affect
the application of FICA tax, FUTA tax,
or Federal Income Tax Withholding, with
respect to the wages of a Chapter 11 debtor
in a case commenced on or after October
17, 2005, an employer should continue to
reflect such wages and accompanying tax
withholdings on a Form W–2 issued to the
debtor under the debtor’s name and social
security number.

Section 6. ALLOCATION OF
INCOME AND CREDITS ON
INFORMATION RETURNS AND
REQUIRED STATEMENT FOR
RETURNS

.01 When an employer issues a Form
W–2 to a Chapter 11 debtor reporting all
of the debtor’s wages, salary, or other
compensation to the debtor for a calendar
year, and a portion of the wages, salary,
or other compensation represents earnings
from post-petition services includible in
the estate’s gross income under section
1398(e)(1), an allocation of the amounts
reported on the Form W–2 must be made.
The debtor in possession, or the trustee,
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if one is appointed, must allocate in a
reasonable manner wages, salary, or other
compensation reported in box 1 and the
withheld income tax reported in box 2 of
Form W–2 between the debtor and the
estate. The allocations must be in accor-
dance with all the rules stated in sections
2.09, 2.10, 2.11, 2.12, and 2.13 of this no-
tice. If reasonable, the debtor and trustee
may use a simple percentage method for
allocating income and withheld income
tax between the debtor and the estate. The
same method used to allocate income must
be used to allocate withheld income tax.
For example, if one-sixth of the wages re-
ported on Form W–2 for the calendar year
ending December 31, 2005, was earned
after the commencement of the case and
must therefore be included in the estate’s
gross income, one-sixth of the withheld
income tax reported on Form W–2 must be
claimed as a credit on the estate’s income
tax return and five-sixths of the withheld
income tax must be claimed as a credit on

the debtor’s income tax return. See I.R.C.
§ 31(a).

.02 In some cases, persons filing
information returns may report to the
debtor gross income, gross proceeds, or
other reportable payments that should
have been reported to the bankruptcy es-
tate using Forms 1099–INT, 1099–DIV,
1099–MISC, Schedule K–1 or other in-
formation returns. This may occur, for
instance, if the debtor in possession fails
to notify the payor of the bankruptcy in ac-
cordance with section 3.03. In these cases,
the debtor in possession, or the trustee,
must allocate the improperly reported in-
come in a reasonable manner between
the debtor and the estate. In general, the
allocation must ensure that any income
(and any income tax withheld) attribut-
able to the post-petition period is reported
on the estate’s return, and any income
(and income tax withheld) attributable to
the pre-petition period is reported on the
debtor’s return. The allocations, however,

must be in accordance with all the rules
stated in sections 2.09, 2.10, 2.11, 2.12,
and 2.13 of this notice.

.03 The debtor must attach a statement
to his or her income tax return stating that
he or she filed a Chapter 11 bankruptcy
case. The statement must reflect the fore-
going allocations of income and withheld
income tax and must describe the method
used to allocate income and withheld tax
between the debtor and the estate. The
statement should list the filing date of the
bankruptcy case, the bankruptcy court in
which the case is pending, the bankruptcy
court case number, and the bankruptcy es-
tate’s EIN. The debtor in possession or
trustee must attach a similar statement to
the income tax return of the estate.

.04 The following model statement may
be used by debtors, debtors in possession
and trustees in complying with the require-
ments of section 6 of this notice:

Notice 2006–83 Statement

Pending Bankruptcy Case

The taxpayer, , filed a bankruptcy petition under Chapter 11 of the Bankruptcy Code on
in the Bankruptcy Court for the District of . The bankruptcy court case number is

. Gross income, and withheld federal income tax, reported on Form W–2, Forms 1099, K–1, Schedule K–1,
and other information returns received under the taxpayer’s name and social security number (or other taxpayer identification
number) are allocated between the taxpayer and the bankruptcy estate (EIN - ) as follows, using [describe allocation
method]:

Year Taxpayer Estate

1. Form W–2 from Co. $ $

Withheld income tax
shown on Form W–2 $ $

2. Form 1099–INT from
Bank $ $

Withheld income tax (if any)
shown on Form 1099–INT $ $

3. Form 1099–DIV from
Co. $ $

Withheld income tax (if any)
shown on Form 1099–DIV $ $

4. Form 1099–MISC from
Co. $ $

Withheld income tax (if any)
shown on Form 1099–MISC $ $
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Section 7. REQUEST FOR COMMENTS

.01 The IRS and the Treasury Depart-
ment are aware that further guidance may
be needed as a consequence of the enact-
ment of section 1115 and request com-
ments from the public.

.02 In particular, section 1115 does not
address whether, or to what extent, the
income earned by the debtor from ser-
vices performed after confirmation of the
Chapter 11 plan is property of the estate or
property of the debtor. Nor does section
1115 address whether, or to what extent,
property of the estate retains its character
as such after it vests in the debtor upon
plan confirmation under section 1141(b)
of the Bankruptcy Code. Courts have ad-
dressed the effects of plan confirmation
on the scope and extent of the Chapter 13
estate under the analogous provisions of
that Chapter, but the courts have reached
varying and conflicting results. See, for
example, Telfair v. First Union Mortgage
Corp., 216 F.3d 1333, 1340 (11th Cir.
2000) (describing the estate termination
approach, the preservation approach, and
the transformation approach) and Barbosa
v. Soloman, 235 F.3d 31, 36, 37 (1st Cir.
2000) (describing a fourth, hybrid, ap-
proach). Comments are requested as to
the proper treatment of post-confirmation
income, given the conflicting holdings
under analogous provisions of Chapter
13. Comments are also requested as to
whether the terms of the Chapter 11 plan
and the order confirming the plan may
affect the taxation of post-confirmation
earnings of the debtor and post-confirma-
tion income on property of the estate.

.03 Section 3.02 of this notice addresses
the tax consequences of compensation that
a debtor in possession receives from the
estate for managing or operating a trade
or business carried on by the debtor be-
fore the commencement of the bankruptcy
case. In some cases, however, the estate
might not conduct a trade or business be-
cause the debtor was the employee of a
third party before the commencement of
the case and continues as an employee
post-petition. Comments are requested
on the tax treatment to the estate and the
debtor of the portion of the post-petition
compensation from a third party employer
that the bankruptcy court allows the debtor
to retain to pay for the debtor’s personal

or living expenses. In particular, com-
ments are requested regarding whether
such post-petition compensation is subject
to double taxation as gross income to the
debtor under section 61 and earnings un-
der section 1115(a)(2) of the Bankruptcy
Code includible in the estate’s gross in-
come under section 1398(e)(1), without a
corresponding deduction for the estate.

.04 Comments should be submitted on
these and other relevant issues in writ-
ing on or before December 1, 2006, to
the Internal Revenue Service, P.O. Box
7604, Washington, D.C. 20044, Attn:
CC:PA:CBS (Notice 2006–83). Submis-
sions may also be hand-delivered Mon-
day through Friday between the hours
of 8 a.m. and 4 p.m. to the Courier’s
Desk at Room 105, First Floor, Internal
Revenue Service, 1901 S. Bell Street,
Jeff Davis Highway, Arlington, Va., Attn:
CC:PA:CBS (Notice 2006–83). Submis-
sions may also be sent electronically via
the internet to the following email address:
Notice.comments@irscounsel.treas.gov.
Include the notice number (Notice
2006–83) in the subject line. All com-
ments will be available for public inspec-
tion and copying.

Section 8. PAPERWORK REDUCTION
ACT

.01 The collection of information in the
notice has been reviewed and approved
by the Office of Management and Bud-
get (OMB) in accordance with the Paper-
work Reduction Act (44 U.S.C. 3507) un-
der control number 1545–2033.

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

.03 The collection of information in the
notice is in section 6 of this notice entitled
“Allocation of Income and Credits on In-
formation Returns and Required Statement
for Returns.” The collection of informa-
tion is required for compliance with I.R.C.
§ 1398. The collection of information is
required to comply with the Internal Rev-
enue Code. The likely respondents are in-
dividuals and their chapter 11 bankruptcy
estates.

.04 The estimated total annual reporting
burden is 1,500 hours. The estimated an-
nual burden per respondent is 1/2 hour. The

estimated number of respondents is 3,000.
The estimated frequency of responses is
annually.

.05 Books or records relating to a col-
lection of information must be retained as
long as their contents may become mate-
rial to the administration of the internal
revenue law. Generally, tax returns and tax
return information are confidential, as re-
quired by 26 U.S.C. 6103.

Section 9. DRAFTING INFORMATION

The principal author of this notice is
William F. Conroy of the Office of Asso-
ciate Chief Counsel (Procedure & Admin-
istration). For further information regard-
ing this notice, contact William F. Conroy
at (202) 622–3620 (not a toll-free call).

26 CFR 601.105: Examination of returns and claims
for refund, credit or abatement; determination of tax
liability.

Rev. Proc. 2006–39

SECTION 1. PURPOSE

This revenue procedure provides the
domestic asset/liability percentages and
domestic investment yields needed by for-
eign life insurance companies and foreign
property and liability insurance compa-
nies to compute their minimum effectively
connected net investment income under
section 842(b) of the Internal Revenue
Code for taxable years beginning after
December 31, 2004. Instructions are pro-
vided for computing foreign insurance
companies’ liabilities for the estimated tax
and installment payments of estimated tax
for taxable years beginning after Decem-
ber 31, 2004. For more specific guidance
regarding the computation of the amount
of net investment income to be included by
a foreign insurance company on its U.S. in-
come tax return, see Notice 89–96, 1989–2
C.B. 417. For the domestic asset/liability
percentage and domestic investment yield,
as well as instructions for computing for-
eign insurance companies’ liabilities for
estimated tax and installment payments of
estimated tax for taxable years beginning
after December 31, 2003, see Rev. Proc.
2005–64, 2005–36 I.R.B. 492.
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SECTION 2. CHANGES

.01 DOMESTIC ASSET/LIABILITY
PERCENTAGES FOR 2005. The Secre-
tary determines the domestic asset/liabil-
ity percentage separately for life insurance
companies and property and liability in-
surance companies. For the first taxable
year beginning after December 31, 2004,
the relevant domestic asset/liability per-
centages are:

133.5 percent for foreign life insurance
companies, and

181.6 percent for foreign property and
liability insurance companies.

.02 DOMESTIC INVESTMENT
YIELDS FOR 2005. The Secretary is
required to prescribe separate domestic in-
vestment yields for foreign life insurance
companies and for foreign property and
liability insurance companies. For the first
taxable year beginning after December 31,
2004, the relevant domestic investment
yields are:

5.8 percent for foreign life insurance
companies, and

3.8 percent for foreign property and li-
ability insurance companies.

.03 SOURCE OF DATA FOR 2005.
The section 842(b) percentages to be used
for the 2005 tax year are based on tax re-
turn data following the same methodology
used for the 2004 year.

SECTION 3. APPLICATION –
ESTIMATED TAXES

To compute estimated tax and the in-
stallment payments of estimated tax due
for taxable years beginning after Decem-
ber 31, 2004, a foreign insurance com-
pany must compute its estimated tax pay-
ments by adding to its income other than
net investment income the greater of (i) its
net investment income as determined un-
der section 842(b)(5), that is actually ef-
fectively connected with the conduct of a
trade or business within the United States
for the relevant period, or (ii) the mini-
mum effectively connected net investment
income under section 842(b) that would re-
sult from using the most recently available
domestic asset/liability percentage and do-
mestic investment yield. Thus, for install-
ment payments due after the publication of
this revenue procedure, the domestic as-
set/liability percentages and the domestic
investment yields provided in this revenue
procedure must be used to compute the
minimum effectively connected net invest-
ment income. However, if the due date of
an installment is less than 20 days after the
date this revenue procedure is published
in the Internal Revenue Bulletin, the as-
set/liability percentages and domestic in-
vestment yields provided in Rev. Proc.
2005–64 may be used to compute the mini-

mum effectively connected net investment
income for such installment. For further
guidance in computing estimated tax, see
Notice 89–96.

SECTION 4. EFFECTIVE DATE

This revenue procedure is effective for
taxable years beginning after December
31, 2004.

SECTION 5. DRAFTING
INFORMATION

The principal author of this revenue
procedure is Gregory A. Spring of the Of-
fice of Chief Counsel (International). For
further information regarding this revenue
procedure, contact Gregory A. Spring at
(202) 622–3870 (not a toll-free call), or
write to the Internal Revenue Service, Of-
fice of the Associate Chief Counsel (Inter-
national), Attention: CC:INTL:BR5, 1111
Constitution Avenue, N.W., IR–4554,
Washington, D.C. 20224.
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Part IV. Items of General Interest
Notice of Proposed
Rulemaking

Exclusion From Gross Income
of Previously Taxed Earnings
and Profits and Adjustments
to Basis of Stock in Controlled
Foreign Corporations and of
Other Property

REG–121509–00

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Notice of proposed rulemaking.

SUMMARY: This document contains pro-
posed regulations that provide guidance
relating to the exclusion from gross in-
come of previously taxed earnings and
profits under section 959 of the Internal
Revenue Code (Code) and related ba-
sis adjustments under section 961 of the
Code. These regulations reflect relevant
statutory changes made in years subse-
quent to 1983. These regulations also
address a number of issues that the current
section 959 and section 961 regulations
do not clearly answer. These regulations,
in general, will affect United States share-
holders of controlled foreign corporations
and their successors in interest.

DATES: Written or electronic comments
and requests for a public hearing must be
received by November 27, 2006.

ADDRESSES: Send submissions to:
CC:PA:LPD:PR (REG–121509–00),
Internal Revenue Service, PO Box
7604, Ben Franklin Station, Wash-
ington, DC 20044 or send electron-
ically, via the IRS Internet site at
www.irs.gov/regs or via the Federal eRule-
making Portal at www.regulations.gov
(IRS REG–121509–00).

FOR FURTHER INFORMATION
CONTACT: Concerning the proposed reg-
ulations, Ethan Atticks, (202) 622–3840;
concerning submissions of comments,
Kelly Banks, (202) 622–0392 (not toll-free
numbers).

SUPPLEMENTARY INFORMATION:

Background

This document contains proposed
amendments to 26 CFR Part 1 under
sections 959, 961, and 1502. Section
959(a)(1) generally provides an exclu-
sion from the gross income of a United
States shareholder for distributions of
earnings and profits of a foreign corpo-
ration attributable to amounts which are,
or have been, included in a United States
shareholder’s gross income under section
951(a). Section 959(a)(2) excludes from
the gross income of a United States share-
holder earnings and profits attributable to
amounts which are, or have been, included
in the gross income of a United States
shareholder under section 951(a) which
would, but for section 959(a)(2), be again
included in gross income of a United States
shareholder under section 951(a)(1)(B) as
an amount determined under section 956
(section 956 amounts). Earnings and prof-
its of a foreign corporation included in a
United States shareholder’s gross income
under section 951(a) are referred to as
previously taxed earnings and profits or
previously taxed income (PTI).

Section 959(b) generally provides that
for purposes of section 951(a), PTI shall
not, when distributed through a chain of
ownership described in section 958(a), be
included in the gross income of a con-
trolled foreign corporation (CFC) in such
chain for purposes of the application of
section 951(a) to such CFC.

Section 959(c) generally provides for
the allocation of distributions by a for-
eign corporation to three different cate-
gories of the corporation’s earnings and
profits: (1) PTI attributable to section 956
amounts that are included in the gross in-
come of a United States shareholder un-
der section 951(a)(1)(B) and section 956
amounts that would have been so included
but for section 959(a)(2), (2) PTI attrib-
utable to amounts included in gross in-
come under section 951(a)(1)(A), and (3)
other earnings and profits (non-PTI). Sec-
tion 959(f) provides for the allocation of
section 956 amounts first to PTI arising
from a United States shareholder’s income
inclusions under section 951(a)(1)(A) and

then to non-PTI. In addition, section 959(f)
provides a priority rule under which ac-
tual distributions of earnings and profits
are taken into account before section 956
amounts.

Certain amounts are treated as amounts
included in the gross income of a
United States shareholder under section
951(a)(1)(A) for purposes of section 959.
For example, section 959(e) generally
provides that any amount included in the
gross income of any person as a dividend
by reason of subsection (a) or (f) of section
1248 is treated for purposes of section 959
as an amount included in the gross income
of such person under section 951(a)(1)(A).

Section 961 authorizes the Secretary of
the Treasury to promulgate regulations ad-
justing the basis of stock in a foreign cor-
poration, as well as the basis of other prop-
erty by reason of which a United States
person is considered under section 958(a)
to own stock in a foreign corporation. Sec-
tion 961(a) generally provides for an in-
crease in a United States shareholder’s ba-
sis in its CFC stock, or in the property by
reason of which it is considered to own
such stock, by the amount required to be
included in its gross income under section
951(a) with respect to such stock.

Under section 961(b), and the regu-
lations thereunder, when a United States
person receives an amount which is ex-
cluded from gross income under section
959(a), the adjusted basis of the foreign
corporation stock or the property by reason
of which the shareholder is considered to
own such stock is reduced by the amount
of the exclusion. In addition, section
961(c) generally provides for regulations
under which adjustments similar to those
provided for under section 961(a) and
(b) are made to the basis of stock in a
CFC which is owned by another CFC
(and certain other CFCs in the chain) for
the purpose of determining the amount
included under section 951 in the gross
income of a United States shareholder.

Section 959 was enacted so that PTI is
excluded from gross income and, thus, not
taxed again when distributed by the for-
eign corporation. Moreover, section 959
effects the relevant gross income exclu-
sion at the earliest possible point. Thus,
the “allocation of distribution” rules of
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section 959(c) ensure that distributions
from the foreign corporation are to be paid
first out of earnings and profits attribut-
able to amounts that have been previously
included in income by the United States
shareholders. Accordingly, as a result of
its section 951(a)(1) inclusion, a United
States shareholder is made whole by re-
ceiving, without further U.S. tax, PTI
attributable to its stock in a foreign cor-
poration before it receives any taxable
distributions from the foreign corporation.
Section 961, which adjusts basis in the
stock in a foreign corporation for PTI at-
tributable to such stock, also ensures that
PTI is not taxed twice if the stock in the
foreign corporation is sold before the PTI
is distributed.

The existing regulations under sec-
tions 959 and 961 were published in 1965.
See T.D. 6795, 1965–1 C.B. 287. Minor
amendments were made to the regulations
in 1974, 1978, and 1983. See T.D. 7334,
1975–1 C.B. 246; T.D. 7545, 1978–1 C.B.
245; T.D. 7893, 1983–1 C.B. 132. The
regulations have not been updated since
1983 to reflect relevant statutory changes
in subsequent years. For example, section
959(e) (described above) was added by
the Deficit Reduction Act of 1984 (Pub-
lic Law 98–369). Section 304(b)(6) was
enacted by the IRS Restructuring and Re-
form Act of 1998 (Public Law 105–206)
and provides that in the case of a section
304 transaction in which the acquiring
corporation or the issuing corporation is
a foreign corporation, the Secretary of
the Treasury is to prescribe regulations
providing rules to prevent the multiple
inclusion of any item in income and to
provide appropriate basis adjustments, in-
cluding rules modifying the application of
sections 959 and 961. The determination
of the amount includible in a United States
shareholder’s gross income as a result of a
CFC’s investments in United States prop-
erty under section 956 was modified by
the Omnibus Budget Reconciliation Act
of 1993 (Public Law 103–66). Congress
enacted section 961(c) (described in this
preamble) as part of the Taxpayer Relief
Act of 1997 (Public Law 105–34) and
further modified the provision in the Gulf
Opportunity Zone Act of 2005 (Public
Law 109–135). Section 986 was added
to the Code by the Tax Reform Act of
1986 (Public Law 99–514) and provides
that earnings and profits of foreign cor-

porations are maintained in the foreign
corporation’s functional currency and
translated into United States dollars when
taken into account by a United States
person at the appropriate exchange rate
specified in section 989.

Further, in addition to raising issues
about the complexities of section 959 in
cross-chain stock sales subject to section
304(a)(1), commentators and taxpayers
have raised a number of other issues that
the current section 959 regulations do not
clearly answer. For example, issues have
been raised about distributions of PTI
through a chain of CFCs and the status of
PTI when a United States shareholder’s
stock in a foreign corporation is sold to a
foreign person. There are numerous other
examples where the existing section 959
regulations simply do not provide suffi-
cient guidance. As a result, additional
regulatory guidance is needed to address
these and other section 959 issues. In ad-
dition, the IRS and Treasury Department
are currently studying the new section
954(c)(6) rule enacted by the Tax Increase
Prevention and Reconciliation Act of 2005
(Public Law 109–222), which generally
provides for look-through treatment of
payments between related CFCs under the
foreign personal holding company rules
of section 954(c), to determine whether
that rule requires any additional regulatory
guidance under section 959. Any such
guidance will be included in a subsequent
project.

Explanation of Provisions

These proposed regulations provide
guidance with respect to a number of is-
sues that are not specifically addressed in
the current regulations and also resolve
some of the complexities raised regard-
ing the application of sections 959 and
961. The guidance needed to answer open
issues under sections 959 and 961 is in-
tended to be consistent with the legislative
intent of avoiding double taxation and
allowing United States persons to receive
the full benefit of their PTI at the earliest
possible time.

In order to carry out this legislative
intent, these regulations propose new
rules that are primarily based on main-
taining shareholder accounts for PTI. As
described in this preamble, maintaining
shareholder accounts for PTI will better

ensure that taxpayers are able to receive
distributions of PTI before receiving tax-
able distributions, provide consistency for
treatment of PTI by taxpayers, and provide
more rational and clear rules for resolving
many of the issues that have been raised
by taxpayers since the current section 959
regulations were issued. Under the pro-
posed rules, earnings and profits will still
be maintained at the foreign corporation
level in the PTI and non-PTI categories
described in section 959(c) on an aggre-
gate basis with respect to all of the foreign
corporation’s outstanding shares.

The proposed rules also would modify
the current regulations to reflect amend-
ments to the law since 1965, such as the
addition of section 959(e) and section
961(c), and the modification of sections
304 and 956. Minor changes have also
been proposed to reflect changes in IRS
titles and organizational units used in the
current regulations.

A. Shareholder-level Exclusion Under
Section 959(a)

1. In general

Section 959 provides rules for the ex-
clusion from gross income of PTI. Prop.
Reg. §1.959–1 describes the scope and
purpose of the proposed regulations under
section 959 in paragraph (a) and provides
definitions in paragraph (b). Paragraph (c)
generally provides for the exclusion from
a covered shareholder’s gross income of a
distribution or section 956 amount based
upon the amount of adjustments made to
a shareholder’s PTI accounts with respect
to the relevant stock under Prop. Reg.
§1.959–3 because of that distribution or
section 956 amount, as discussed below.
A covered shareholder is defined to mean
a person who is (1) a United States per-
son who owns stock (within the meaning
of section 958(a)) in a foreign corporation
and who has had a section 951(a) inclu-
sion with respect to its stock in such cor-
poration, (2) a “successor in interest” (de-
fined in this preamble), or (3) a corpo-
ration that is not described in (1) or (2)
and that owns stock (within the meaning
of section 958(a)) in a foreign corporation
in which another corporation is a covered
shareholder described in (1) or (2), if both
corporations are members of the same con-
solidated group.
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2. Shareholder PTI accounts

Prop. Reg. §1.959–1(d)(1) requires
each covered shareholder of a foreign cor-
poration to maintain a PTI account for each
share of stock in a foreign corporation that
the shareholder owns directly or indirectly
under section 958(a). Although the PTI
account is share specific, as a matter of
administrative convenience, Prop. Reg.
§1.959–1(d)(1) permits a shareholder to
maintain the account with respect to an en-
tire block of stock in a foreign corporation
if the PTI attributable to each share in the
block is the same. For a discussion of the
rules for maintaining a PTI account, see
Part C of this discussion.

3. Successors in interest

Section 959(a) extends the exclusion
from gross income for PTI to any United
States person who acquires from any per-
son any portion of the interest of a United
States shareholder (as the term is defined
in section 951(b) or section 953(c)(1)(A))
in a foreign corporation, but only to the
extent of that portion and subject to such
proof of the identity of such interest as
the Secretary of the Treasury may by reg-
ulations prescribe. Consequently, Prop.
Reg. §1.959–1(d)(2)(i) provides that a
transferee of stock in a foreign corporation
acquires the PTI account of the transferor
for such stock and may exclude PTI from
gross income under section 959(a) by ref-
erence to the PTI account for the stock ac-
quired if the transferee is a United States
person that can prove the right to the ex-
clusion (successor in interest).

In order to establish a United States per-
son’s right to the exclusion, the proposed
regulations provide that a person must at-
tach a statement to its return that provides
that it is excluding amounts from gross in-
come because it is a successor in interest
and that provides the name of the foreign
corporation. Further, a person must be pre-
pared to provide, within 30 days upon the
request of the Director of Field Operations,
certain additional information (e.g., evi-
dence showing that the earnings and prof-
its for which an exclusion is claimed are
PTI and that such amounts were not pre-
viously excluded from the gross income
of a United States person). The infor-
mation that may be required under these
proposed regulations remains substantially

unchanged from the information that is
currently required to be included in a state-
ment with the United States person’s re-
turn under §1.959–1(d).

Moreover, Prop. Reg. §1.959–1
(d)(2)(ii) provides that the amount of
the PTI account for stock that is trans-
ferred to someone who is not a successor
in interest (e.g., a foreign person) is pre-
served unchanged during the period of
such person’s ownership of such stock.
However, section 959(a) extends the sec-
tion 959(a) exclusion to a United States
person who acquires a United States share-
holder’s interest in a foreign corporation
from any person. Accordingly, Prop. Reg.
§1.959–1(d)(2)(i) provides that if a United
States person acquires stock in a foreign
corporation from any person, including a
person that is not a successor in interest,
such as a foreign person, and the United
States person qualifies as a successor in
interest, the United States person acquires
the PTI account attributable to the foreign
corporation stock acquired and may ex-
clude PTI from gross income under section
959(a) by reference to the PTI account for
such stock.

B. CFC-level Exclusion Under Section
959(b)

Section 959(b) provides an exclusion
pursuant to which the earnings and profits
of a CFC (lower-tier CFC) attributable to
amounts which are, or have been, included
in the gross income of a United States
shareholder under section 951(a) shall not,
when distributed through a chain of own-
ership described in section 958(a), be also
included in the gross income of the CFC
receiving the distribution (upper-tier CFC)
in such chain for purposes of the applica-
tion of section 951(a) to such upper-tier
CFC with respect to such United States
shareholder. Prop. Reg. §1.959–2 con-
tains rules relating to the section 959(b) ex-
clusion. These rules are intended to reflect
the holding of Rev. Rul. 82–16, 1982–1
C.B. 106, as well as to provide guidance re-
garding cross-chain sales of stock in a for-
eign corporation by a CFC subject to sec-
tion 304(a)(1).

In Rev. Rul. 82–16, an upper-tier
CFC, 70 percent owned by a United States
shareholder (USP) and 30 percent owned
by a foreign person, received a distribu-
tion of $200x of earnings and profits from

a lower-tier CFC wholly-owned by the
upper-tier CFC. The lower-tier CFC had
earned $100x of subpart F income for the
year of the distribution ($70x of which was
included in USP’s gross income under sec-
tion 951(a)) and a $100x of non-subpart F
income. The ruling held that $100x, rather
than $70x, was excluded from the gross
income of the upper-tier CFC under sec-
tion 959(b). If only $70x were excluded,
USP would be required to include in gross
income $21x of subpart F income with
respect to the remaining $30x included
in the upper-tier CFC’s gross income, re-
sulting in a total inclusion in USP’s gross
income of $91x ((70% x $30x) + (70% x
$100x)).

Prop. Reg. §1.959–2(a) addresses the
issue raised in Rev. Rul. 82–16, and ac-
cordingly, provides that the amount of the
exclusion provided under section 959(b) is
the entire amount distributed by the lower-
tier CFC to the upper-tier CFC that gave
rise (in whole or in part) to an adjustment
of the United States shareholder’s PTI ac-
counts with respect to the stock it owns
(within the meaning of section 958(a)) in
the lower- and upper-tier CFC under Prop.
Reg. §1.959–3(e)(3) (discussed in this pre-
amble). This amount shall not exceed the
earnings and profits of the distributor CFC
attributable to amounts described in sec-
tion 951(a). Such amount is not limited to
the amount of the adjustment to the United
States shareholder’s PTI account.

For example, under the facts of Rev.
Rul. 82–16, the amount excluded from
the upper-tier CFC’s gross income for pur-
poses of applying section 951(a) to USP
under Prop. Reg. §1.959–2(a) is $100x.
That is, the entire amount of the earnings
and profits distributed by the lower-tier
CFC that were attributable to amounts de-
scribed in section 951(a) and that caused
an adjustment to USP’s PTI accounts in
both the upper- and lower-tier CFCs under
Prop. Reg. §1.959–3(e)(3).

Prop. Reg. §1.959–2(a) produces re-
sults consistent with Rev. Rul. 82–16,
while ensuring that section 959(b) does
not inappropriately prevent taxation under
section 951(a) of a United States share-
holder that has acquired stock in a CFC
from a person that was not taxed on the
subpart F income of a lower-tier CFC in
the year such income was earned (e.g., a
foreign person). For example, assume the
same facts as those of Rev. Rul. 82–16,
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except that: (1) the subpart F income was
earned by the lower-tier CFC in year 1, (2)
another United States shareholder (DC)
acquired the 30 percent interest in the up-
per-tier CFC in year 2 from the foreign
person with a zero PTI account, and (3)
the lower-tier CFC did not distribute any
property until year 3. Under Prop. Reg.
§1.959–2(a), the section 959(b) exclu-
sion for the upper-tier CFC for purposes
of calculating USP’s section 951(a) in-
clusion is still $100x. In contrast, Prop.
Reg. §1.959–2(a) provides that the section
959(b) exclusion for the upper-tier CFC
for purposes of determining DC’s section
951(a) inclusion is zero because none of
the earnings and profits distributed were
attributable to amounts included in income
under section 951(a) with respect to DC
or the person to whom DC is a successor
in interest. Therefore, DC may have an
income inclusion under section 951(a).

In addition, Prop. Reg. §1.959–2(b)
provides guidance with respect to the ap-
plication of section 959(b) in the context
of stock sales subject to section 304(a)(1)
where the selling corporation is a CFC.
The proposed regulations clarify that in
the case of a deemed redemption result-
ing from a transaction described in sec-
tion 304(a)(1) in which earnings and prof-
its of an acquiring foreign corporation or
an acquired foreign corporation or both are
deemed distributed to a selling CFC, the
selling CFC is deemed for purposes of sec-
tion 959(b) to receive such distributions
through a chain of ownership described
under section 958(a).

C. Maintenance of PTI Accounts

The proposed regulations contain de-
tailed rules regarding the maintenance of
shareholder PTI accounts and the mainte-
nance of pools of PTI and non-PTI earn-
ings and profits with respect to a foreign
corporation, including rules for adjusting
PTI accounts as a result of certain transac-
tions. In addition, the proposed regulations
provide rules for covered shareholders that
have more than one share of stock in a for-
eign corporation and covered shareholders
that are members of a consolidated group.

1. Shareholder-level accounting of PTI

The proposed regulations provide that
a covered shareholder’s PTI account with
respect to its stock in a foreign corpora-

tion shall identify the amounts included
in gross income by a United States share-
holder under section 951(a)(1)(A) with re-
spect to the stock (PTI described in section
959(c)(2)), and amounts that are included
in the gross income of a United States
shareholder under section 951(a)(1)(B)
and section 956 amounts that would have
been so included but for section 959(a)(2)
(PTI described in section 959(c)(1)) by
such shareholder that owns the stock or
by a successor in interest. A shareholder
account must also reflect these amounts
in the functional currency of the foreign
corporation and the annual dollar basis of
each category of PTI in the account.

2. Corporate-level accounting of PTI

The proposed regulations also provide
that separate aggregate categories (with re-
spect to all of the shareholders of a for-
eign corporation) of PTI described in sec-
tion 959(c)(1) and section 959(c)(2) and
non-PTI shall be maintained with respect
to foreign corporations. These categories
of earnings and profits of a foreign corpo-
ration shall be maintained in the functional
currency of the foreign corporation.

The proposed regulations reflect the ba-
sic allocation rules under section 959(c)
and (e). Those rules provide that distri-
butions are considered to be made on a
last-in first-out basis under section 316(a),
first from any PTI described in section
959(c)(1), then from PTI described in sec-
tion 959(c)(2), and finally from non-PTI
earnings and profits. In addition, section
956 amounts are allocated first to section
959(c)(2) earnings and profits and then
to non-PTI earnings and profits. Conse-
quently, PTI resulting from section 956
amounts in a prior year cannot exclude sec-
tion 956 amounts in a later year from oth-
erwise being included in a United States
shareholder’s gross income under section
951(a)(1)(B).

The proposed regulations also provide
that these allocations to PTI are made in
conjunction with the shareholder-level
adjustments to shareholder-level PTI ac-
counts. In addition, any adjustments to
earnings and profits required under sec-
tion 312 or other sections of the Code or
Treasury regulations shall generally be
made only to non-PTI.

3. Foreign currency and foreign tax credit
rules

The proposed regulations also contain
several rules that reflect the significant
changes made to the foreign currency
translation rules since the existing sec-
tion 959 regulations were issued. The
proposed regulations also contain rules re-
garding the foreign tax credit rules relating
to PTI.

a. Dollar basis pooling election

The proposed regulations provide that
a shareholder account must reflect the
annual dollar basis of each category of
PTI in the account. However, Prop. Reg.
§1.959–3(b)(2)(ii) allows taxpayers to
elect to treat distributions as being made
from a single pool of post-1986 PTI for
purposes of computing foreign currency
gain or loss under section 986(c) and ba-
sis adjustments under section 961 with
respect to distributions of PTI. Thus, the
reduction of the basis of shares in a foreign
corporation and the foreign currency gain
(or loss) attributable to a PTI distribution
may both be determined by assigning a
pro rata portion of the shareholder’s ag-
gregate dollar basis in its PTI account to a
distribution of PTI. Notice 88–71, 1988–2
C.B. 374, provided that regulations would
adopt this method. The proposed regu-
lations would make this pooled approach
available to taxpayers for purposes of sec-
tion 986(c) at the taxpayer’s election and
provide guidance as to how this election
is made. The proposed regulations pro-
vide that the election is made by using a
dollar basis pool to compute foreign cur-
rency gain or loss under section 986(c)
with respect to distributions of PTI of a
foreign corporation, or to compute gain
or loss with respect to its stock in the for-
eign corporation, whichever occurs first.
Any subsequent change in the taxpayer’s
method of assigning dollar basis may only
be made with the consent of the Commis-
sioner.

b. Taxes and other expenses attributable
to PTI

Prop. Reg. §1.959–3(c) provides that
the corporate-level and shareholder-level
PTI accounts are reduced by the functional
currency amount of any income, war prof-
its, or excess profits taxes imposed by
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any foreign country or a possession of the
United States on or with respect to PTI as
it is distributed by a foreign corporation
to another foreign corporation through a
chain of ownership described in section
958(a). The proposed regulations further
provide that such taxes are not added to the
foreign corporation’s post-1986 foreign
income taxes pool, which is maintained
with respect to the foreign corporation’s
post-1986 undistributed earnings. Rather,
such taxes are maintained in a separate
account and allowed as a credit pursuant
to section 960(a)(3) when the associated
PTI is distributed to a United States share-
holder (or its successor in interest). This
rule ensures that amounts previously in-
cluded in income that are used to pay cred-
itable foreign taxes and so are unavailable
for distribution to covered shareholders
reduce the amount of PTI available for
distribution but may be claimed as a for-
eign tax credit at the appropriate time.
The proposed regulations also provide for
corresponding adjustments to the covered
shareholder’s dollar basis of the PTI ac-
count.

Prop. Reg. §1.959–3(d) provides that
no expenses of a foreign corporation, other
than creditable foreign income taxes de-
scribed in Prop. Reg. §1.959–3(c), shall
be allocated and apportioned to reduce
PTI. By allocating all such expenses to
non-PTI, this rule preserves the amount
of PTI that may be distributed to a United
States shareholder (or its successor in in-
terest) in a non-taxable manner.

4. Adjustment of shareholder PTI
accounts

The proposed regulations generally
provide rules for the adjustment of a cov-
ered shareholder’s PTI account upon an
inclusion of income by the shareholder
under section 951, an actual distribution
of earnings and profits to the shareholder,
or a determination of a section 956 amount
with respect to the shareholder. The pro-
posed regulations provide that the adjust-
ment of PTI accounts occur according to
the ordering rules of section 959 to deter-
mine the tax consequences of the various
events. For purposes of determining the
tax consequences to a covered shareholder
in a foreign corporation, the proposed
regulations provide that with respect to
a foreign corporation’s taxable year, and

for the taxable year of the covered share-
holder in which or with which such taxable
year of the foreign corporation ends, the
following events are taken into account
in the following order: (1) the covered
shareholder’s inclusion of subpart F in-
come or other amounts in gross income
under section 951(a)(1)(A) for a taxable
year; (2) any actual distributions of cur-
rent or accumulated earnings and profits
by a foreign corporation during the year,
including redemptions treated as distri-
butions of property to which section 301
applies pursuant to section 302(d); and
(3) any investments in United States prop-
erty by a CFC during the year resulting
in a section 956 amount for one or more
United States shareholders for the year.
For purposes of the proposed regulations,
amounts included in the gross income of
any person as a dividend under section
1248(a) or (f) are generally treated as sec-
tion 951(a)(1)(A) inclusions.

Thus, under Prop. Reg. §1.959–
3(e)(2), at the end of the foreign cor-
poration’s taxable year, a shareholder’s
PTI account is first adjusted upward by
the amount of any subpart F income in-
cluded in gross income by the shareholder
under section 951(a) with respect to the
shareholder’s stock in the foreign corpora-
tion. Second, a shareholder’s PTI account
is adjusted downward by the amount of
any distributions of PTI to the shareholder
with respect to the stock during the year.
However, a PTI account can never be re-
duced below zero. Third, to the extent
that any section 956 amount for the year is
equal to (or less than) the amount of PTI
described in section 959(c)(2), an amount
of such PTI equal to the section 956
amount is reclassified as PTI described in
section 959(c)(1), but does not decrease
the shareholder’s PTI account. Finally, the
shareholder’s PTI account is adjusted up-
ward by any section 956 amount in excess
of the PTI described in section 959(c)(2)
for the year. Corresponding adjustments
are made to the dollar basis of the PTI
account.

This sequence of adjustments may be
affected by the PTI sharing rules discussed
below. Although the sharing rules are de-
scribed in greater detail in Prop. Reg.
§§1.959–3(f) and (g), the order of the ad-
justments described in these sections are
provided for in the steps described in Prop.
Reg. §1.959–3(e)(2).

The amount of a downward adjust-
ment to the covered shareholder’s PTI
account under the second step described
above is excluded from the shareholder’s
gross income under section 959(a)(1) and
Prop. Reg. §1.959–1(c)(1). Similarly, the
amount of section 959(c)(2) PTI which is
reclassified as section 959(c)(1) PTI under
the third step described above is excluded
from the covered shareholder’s gross in-
come under section 959(a)(2) and Prop.
Reg. §1.959–1(c)(2).

5. Adjustment to PTI accounts upon
distributions to intermediary CFCs

Where stock in a lower-tier CFC is
owned indirectly by a United States share-
holder (or successor in interest) through
one or more upper-tier CFCs in a chain
of ownership under section 958(a), the
shareholder’s PTI accounts with respect
to stock in the relevant foreign corpora-
tions in the chain must be adjusted when
the lower-tier CFC makes a distribution
of PTI to an upper-tier CFC in the chain.
Prop. Reg. §1.959–3(e)(3) provides that
the shareholder’s PTI account with respect
to stock in the distributing foreign corpo-
ration is decreased by the amount of PTI
distributed with respect to such stock, and
the shareholder’s PTI account with respect
to stock in the recipient foreign corpora-
tion is increased by the same amount (in
addition to being increased by any non-PTI
portion of the distribution that results in
an inclusion in the shareholder’s gross
income under section 951(a) as subpart
F income of the receiving CFC). Prop.
Reg. §1.959–3(e)(3) provides a spot rate
translation convention for cases in which
the distributing and receiving corporations
use different functional currencies.

6. Effect of deficits in earnings and profits

Prop. Reg. §1.959–3(e)(5) provides
that a shareholder’s PTI account is not ad-
justed to take into account any deficit in
earnings and profits of the corporation for
the taxable year. Deficits will reduce only
the non-PTI of the corporation under sec-
tion 312.

7. Distribution in excess of the PTI
account

Under Prop. Reg. §1.959–3(e)(5),
when a foreign corporation distributes to
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a shareholder an amount exceeding the
PTI account with respect to the relevant
stock, the treatment of the excess amount
depends on the facts and circumstances.
Subject to the PTI sharing rules discussed
below, the excess amount of a distribution
generally is treated as a dividend under
section 316 to the extent of the distribut-
ing corporation’s non-PTI, and thereafter
as a return of capital (reducing the share-
holder’s basis in its stock in the foreign
corporation) under section 301(c)(2). Any
portion of the distribution remaining af-
ter the shareholder’s basis of the stock in
the foreign corporation is reduced to zero
is treated as capital gain under section
301(c)(3).

8. PTI sharing rules

The purpose of section 959 is to pre-
vent double taxation of amounts that have
been previously included in gross income
by a United States shareholder under sec-
tion 951(a) and, importantly, to prevent
such double taxation at the earliest possi-
ble time. Section 951 subjects a United
States shareholder to tax on undistributed
income of a CFC, so the ordering rule of
section 959(c) effectuates this statutory
purpose by treating actual distributions
to the shareholder as coming first out of
PTI. As one of the goals of section 959 is
to treat distributions as first coming from
PTI, the IRS and Treasury Department
believe that a United States shareholder
(or successor in interest) should be entitled
to exclude from gross income under sec-
tion 959(a) all of a foreign corporation’s
distributions of earnings and profits and
section 956 amounts to the extent of PTI
associated with any of the United States
person’s stock in the foreign corporation,
before that person is required to include
additional distributions of earnings and
profits or section 956 amounts of the for-
eign corporation in gross income.

The IRS and Treasury Department
believe that similar rules should apply
with respect to members of a consoli-
dated group. Although the taxation of a
consolidated group represents a hybrid
of single and separate entity treatment,
consolidated attribute utilization is gen-
erally based on single entity treatment.
For example, when determining consol-
idated taxable income for a given year,
subject to certain limitations, the group

is entitled to offset its income with any
consolidated net operating losses that are
carried forward to such year (regardless
of which member or members recognized
the income or incurred the losses). Given
the broad regulatory authority of section
1502 and the statutory mandate in section
959 to allow United States shareholders
(or successors in interest) to recover PTI
at the earliest possible time, the IRS and
Treasury Department believe that PTI is an
attribute for which single entity treatment
of United States consolidated groups is
appropriate. As a result, the IRS and Trea-
sury Department have concluded that a
shareholder of a foreign corporation that is
a member of a consolidated group should
be entitled to exclude from gross income
under section 959(a) all of a foreign cor-
poration’s distributions of earnings and
profits, and section 956 amounts, to the
extent of PTI associated with any stock
in the foreign corporation owned by any
member of the consolidated group (with
appropriate adjustments). Therefore, the
proposed regulations provide for sharing
of PTI between accounts of different mem-
bers of a consolidated group in a manner
similar to the sharing of PTI between mul-
tiple accounts of a single shareholder, as
described below.

a. Shareholder with multiple PTI accounts

Prop. Reg. §1.959–3(f) provides a spe-
cial rule that applies when a United States
shareholder has more than one PTI account
with respect to stock in a foreign corpora-
tion, and during its taxable year, the for-
eign corporation distributes earnings and
profits in an amount that exceeds one or
more of such PTI accounts. In that case,
the shareholder’s PTI accounts with re-
spect to all of its other stock in the for-
eign corporation that it owns at the end
of the foreign corporation’s taxable year
shall be reduced, in the aggregate, by the
amount of the excess, on a pro rata basis
by reference to the level of such PTI ac-
counts (after such PTI accounts have first
been adjusted to reflect any distributions of
earnings and profits with respect to those
blocks of stock).

The aggregate reduction in such PTI ac-
counts produces a corresponding increase
in the PTI account that would have been
exceeded by the amount distributed but for
the operation of this sharing rule. That

PTI account is then reduced to zero to re-
flect the amount of earnings and profits
distributed with respect to that block of
stock during the year.

Similarly, if the section 959(c)(2) por-
tion of a PTI account for a share in a for-
eign corporation is exceeded by the section
956 amount attributable to the share, the
aggregate amount of the section 959(c)(2)
portion of the PTI accounts for all other
stock of the foreign corporation owned by
the shareholder on the last day of the for-
eign corporation’s taxable year is available
for purposes of excluding the section 956
amount from gross income under section
959(a)(2).

b. Shareholder that is a member of a
consolidated group

Prop. Reg. §1.959–3(g) provides sim-
ilar sharing rules where stock in a foreign
corporation is owned by two or more mem-
bers of a consolidated group. For purposes
of administrative convenience, however,
this rule focuses on whether the sharehold-
ers are members of the same consolidated
group at the end of the foreign corpora-
tion’s taxable year and not at the time the
PTI in question was generated. Specifi-
cally, if the total amount of a United States
shareholder’s PTI account or accounts for
stock in a foreign corporation is exceeded
by the amount of earnings and profits dis-
tributed by the corporation to the share-
holder during the year, the PTI accounts
of other members of the shareholder’s con-
solidated group that own stock in the cor-
poration are decreased on a pro rata ba-
sis (after adjustment) and the shareholder’s
PTI accounts or account, as the case may
be, will be correspondingly increased and
then adjusted downward to zero.

Similarly, if the total amount of the sec-
tion 959(c)(2) portion of a shareholder’s
PTI account or accounts for stock in a
foreign corporation is exceeded by the
shareholder’s section 956 amount for the
year, the aggregate amount of the section
959(c)(2) portions of the PTI accounts
of other member’s of the shareholder’s
consolidated group at the end of the for-
eign corporation’s taxable year that own
stock in the foreign corporation will be
available to the shareholder for purposes
of excluding the section 956 amount from
gross income under section 959(a)(2).
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9. Redemptions, including section 304
transactions

The proposed regulations provide rules
for the adjustment of PTI accounts and the
effect on the corporation’s non-PTI when
a foreign corporation redeems its stock.
The effect of a distribution in redemption
of stock (redemption distribution) depends
on whether the redemption distribution is
treated as a payment in exchange for the
stock under sections 302(a) or 303, or as
a distribution of property to which section
301 applies pursuant to section 302(d).

a. Redemptions treated as sales or
exchanges

If a redemption distribution is treated as
a sale or exchange, generally the amount
chargeable to the earnings and profits of
the redeeming corporation is limited by
section 312(n)(7) to a ratable share of the
earnings and profits. Where the redeeming
corporation is a foreign corporation and
there is a PTI account with respect to the
redeemed stock, the proposed regulations
provide that section 312(n)(7) is applied
by limiting the reduction of the redeem-
ing corporation’s earnings and profits to an
amount which does not exceed the sum of
(1) the amount in the PTI account for the
redeemed stock and (2) a ratable share of
the corporation’s non-PTI attributable to
the redeemed shares, if any. This sum first
reduces the PTI account with respect to the
redeemed stock and then reduces the cor-
poration’s non-PTI.

The IRS and Treasury Department be-
lieve that, in the case where a foreign cor-
poration redeems stock in a transaction
treated as a sale or exchange for an amount
that is less than the PTI account for that
stock, it would be inappropriate to trans-
fer the remainder of the PTI account to any
other PTI accounts with respect to stock
in the foreign corporation. Under section
961(a) and the regulations thereunder, the
basis of stock in a foreign corporation is
increased by the amount included in the
shareholder’s gross income under section
951(a), which is reflected in the PTI ac-
count with respect to such stock. The
shareholder recovers this increase in ba-
sis upon a sale of the stock, preventing
the shareholder from suffering double tax-
ation on gain attributable to PTI (or in ap-
propriate cases enabling the shareholder

to recognize a loss). Consequently, under
the proposed regulations, the remainder of
the PTI account in the situation described
above is not transferred to any other PTI
account because it was already accounted
for in the treatment of the redemption as
a sale or exchange. Any corporate-level
PTI attributable to the redeemed stock that
remains after the reduction under section
312(n)(7) loses its character as PTI and is
reclassified as non-PTI of the corporation.
The IRS and Treasury Department believe
that because the redeemed shareholder is
able to use the loss resulting from the re-
demption to offset other income, its excess
PTI must become other earnings and prof-
its that remain with the foreign corporation
so that those earnings and profits can be
subject to tax.

b. Redemptions treated as section 301
distributions

If, under section 302(d), a redemption
distribution is treated as a distribution of
property to which section 301 applies,
the proposed regulations provide that the
rules of Prop. Reg. §§1.959–1 and –3
shall apply in the same manner as they do
to any other distribution to which section
301(c) applies. The PTI account with re-
spect to the redeemed stock is reduced by
the amount of the redemption distribution.
If the redemption distribution exceeds
such PTI account, the sharing rules de-
scribed above regarding nonredemptive
distributions of earnings and profits will
be applicable. If, instead, the PTI ac-
count with respect to the redeemed shares
exceeds the amount of the redemption
distribution, the excess PTI is reallocated
to the PTI accounts with respect to the
remaining stock in the foreign corporation
in a manner consistent with, and in pro-
portion to, the proper adjustments of the
basis in the remaining shares of the foreign
corporation pursuant to §1.302–2(c). Ac-
cordingly, the proposed regulations also
require proper adjustment of the basis of
the shareholder’s remaining stock in the
redeeming corporation, and of stock in
the redeeming corporation held by related
persons (not limited to members of the
shareholder’s consolidated group).

c. Deemed redemptions under section 304

With respect to amounts paid to acquire
stock in a transaction described in section

304(a)(1) and to which section 301(c) ap-
plies, the rules of Prop. Reg. §§1.959–1
and –3 shall apply in the same manner as
they do to any other distribution to which
section 301(c) applies. As discussed be-
low, the sharing rules described above are
applicable to such redemption distribu-
tions that are treated as distributions of
property to which section 301 applies. In
addition, a covered shareholder receiving
such a distribution of earnings and prof-
its shall have a PTI account with respect
to the stock of each foreign corporation
deemed to have distributed its earnings
and profits under section 304(b)(2).

The Senate Report on the IRS Restruc-
turing and Reform Act of 1998 states with
respect to the Secretary’s authority to pre-
scribe regulations resulting from the en-
actment of section 304(b)(6), “[i]t is ex-
pected that such regulations will provide
for an exclusion from income for distribu-
tions from earnings and profits of the ac-
quiring corporation and the issuing corpo-
ration that represent previously taxed in-
come under subpart F. It further is ex-
pected that such regulations will provide
for appropriate adjustments to the basis of
stock held by the corporation treated as
receiving the distribution or by the cor-
poration that had the prior inclusion with
respect to the previously taxed income.”
S. Rep. No. 105–174 at 179 (1998). The
Conference agreement on the Act follows
the Senate amendment. H.R. Conf. Rep.
No. 105–599 (1998).

In the case where members of a United
States consolidated group own stock in
the issuing corporation and the acquiring
corporation in a section 304(a)(1) trans-
action, the PTI accounting and sharing
rules are intended to prevent double tax-
ation of PTI, as intended by Congress in
enacting sections 304(b)(6) and 959. A
lower-tier, cross-chain acquisition of stock
is generally subject to section 304(a)(1)
and the transferor is treated as having
transferred the stock in the issuing cor-
poration to the acquiring corporation in
exchange for stock in the acquiring cor-
poration in a transaction to which section
351(a) applies. The acquiring corporation
is treated as having redeemed those shares
pursuant to a redemption distribution to
which section 301 applies. As a result, in
accordance with these regulations, a PTI
account with respect to the stock in the
foreign corporation that is treated as re-

2006–40 I.R.B. 608 October 2, 2006



deemed under section 304(a)(1) would be
considered to arise at the time of the trans-
action. Any PTI accounts with respect to
stock in the foreign corporation owned by
other members of the shareholder’s con-
solidated group would be reduced, and the
PTI account of the redeemed shareholder
increased (and then reduced to zero), un-
der the PTI sharing rules described above.

D. Basis Adjustments

The proposed regulations contain cor-
responding amendments to the regulations
under section 961. These proposed regu-
lations generally provide for increases and
reductions in the basis of foreign corpora-
tion stock or other property through which
foreign corporation stock is owned which
match the increases and reductions in the
PTI account with respect to such stock un-
der the section 959 proposed regulations.
The proposed regulations provide transla-
tion conventions for determining dollar ba-
sis adjustments under section 961 as a re-
sult of inclusions under section 951(a), dis-
tributions, and the foreign income taxes
imposed on PTI as it is distributed through
tiers of foreign corporations.

The proposed regulations also imple-
ment section 961(c) by providing for ad-
justments to the basis of stock in a CFC
that is held by another CFC in a chain
of ownership described in section 958(a)
for the purpose of determining the amount
properly includible in gross income under
section 951(a) by a United States share-
holder upon a sale of stock in a lower-tier
CFC.

The regulations also contain rules de-
scribing basis adjustments resulting from
cross-chain sales of foreign corporation
stock under section 304(a)(1).

E. Basis Adjustments of Consolidated
Group Members

In the case where there is sharing of
PTI among members of a U.S. consoli-
dated group, the proposed regulations also
clarify the interaction of the investment
adjustment provisions in the consolidated
return regulations with the section 961
basis adjustment provisions. Accordingly,
the proposed regulations clarify that a
consolidated group member who utilizes
PTI of another member shall treat the in-
crease in its PTI account as the receipt
of tax exempt income under Prop. Reg.

§1.1502–32(b)(3)(ii)(D), and a member
whose PTI is utilized shall treat the re-
duction in its PTI account as a noncapital
nondeductible expense under Prop. Reg.
§1.1502–32(b)(3)(iii)(B) for purposes of
making the investment adjustments re-
quired by §1.1502–32.

F. Proposed Effective Date and Transition
Rule

These regulations are proposed to ap-
ply to taxable years of foreign corporations
beginning on or after the date these reg-
ulations are published as final regulations
in the Federal Register, and taxable years
of U.S. shareholders with or within which
such taxable years of foreign corporations
end. After these regulations become effec-
tive, foreign corporations and shareholders
who are currently accounting for PTI in a
manner other than that which is provided
in these regulations may use any reason-
able method to conform their current ac-
counting of PTI to the rules provided in
these regulations.

Request for Comments

A. Coordination of Shareholder-level and
Corporate-level Accounts

Prop. Reg. §1.959–3(e)(4) requires ag-
gregate categories of PTI to be maintained
at the corporate level and to be adjusted
in accordance with adjustments made to
the individual shareholder-level PTI ac-
counts. No explicit rules are provided
for how shareholder-level and corpo-
rate-level PTI information is to be shared
among the shareholders of a foreign cor-
poration. Comments are requested on
whether such information sharing rules
are necessary and, if so, how they should
operate to ensure conformity between
shareholder-level and corporate-level PTI
accounting.

B. PTI and Consolidated Groups

The application of the PTI sharing rules
in the proposed regulations result in corre-
sponding adjustments to the basis of stock
in the sharing member corporations (and
potentially higher tier members) held by
other members of the shareholder’s con-
solidated group. As noted above, the IRS
and Treasury Department believe that the

PTI sharing rules result in the correspond-
ing basis adjustments under the current in-
vestment adjustment provisions. There is
some tension between single and separate
entity treatment of a consolidated group re-
garding the PTI sharing rules, and the IRS
and Treasury Department are continuing to
study how to balance the policy in favor
of minimizing multiple income inclusions
with the policy of preserving the location
of attributes within a consolidated group.
In particular, the IRS and Treasury Depart-
ment are concerned about the potential ba-
sis shifting that may occur as a result of
the PTI sharing rules. The IRS and Trea-
sury Department request comments on the
proposed rules and whether there are more
appropriate rules for determining the basis
of: (1) the stock in a member of the consol-
idated group that transfers PTI to another
member of the consolidated group under
the proposed regulations; (2) the stock in
the member of the consolidated group that
receives the transferred PTI under the pro-
posed regulations; and (3) the stock in the
higher-tier members of the consolidated
group that directly or indirectly own the
stock in the members of the consolidated
group whose PTI accounts are affected by
the sharing rules in the proposed regula-
tions.

The proposed regulations do not limit
the application of the PTI sharing rules be-
tween members of a consolidated group to
PTI earned by a foreign corporation while
the member with excess PTI was a mem-
ber of such group. The IRS and Treasury
Department did not adopt such a limita-
tion out of concern that it would be overly
complex and concern that such a limitation
might not be consistent with the succes-
sor in interest rule. However, the IRS and
Treasury Department recognize that some
may believe that such a limitation might be
more consistent with other attribute shar-
ing rules in the consolidated group context.
Consequently, the IRS and Treasury De-
partment request comments as to whether
a limitation on PTI sharing between mem-
bers of a consolidated group similar to
those of §1.1502–21(c) is appropriate.

The IRS and Treasury Department be-
lieve that transactions described in section
304 are generally covered by the PTI
sharing rules contained in Prop. Reg.
§§1.959–3(h)(1) through (3) that are ap-
plicable to typical redemptions. However,
a specific rule has also been provided in
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Prop. Reg. §1.959–3(h)(4) that makes the
PTI sharing rules explicitly applicable to
transactions described in section 304(a)(1)
that are treated as distributions of property
to which section 301 applies. The IRS and
Treasury Department request comments
regarding whether the PTI sharing rules
should also be made explicitly applica-
ble to transactions described in section
304(a)(1) that are treated as sales or ex-
changes or to transactions described in
section 304(a)(2). In addition, comments
are requested on whether rules should be
provided to address the proper allocation
of PTI after a transaction described in sec-
tion 355.

C. PTI and Section 367(b) Transactions.

On November 15, 2000, the IRS and
Treasury Department issued proposed
regulations in the Federal Register (65
FR 69138) (REG–116050–99, 2000–2
C.B. 520) addressing (1) the carryover
of certain tax attributes, such as earnings
and profits and foreign income tax ac-
counts, when two corporations combine
in a section 367(b) transaction described
in section 381, and (2) the allocation of
certain tax attributes when a corporation
distributes stock in another corporation
in a section 367(b) transaction (a foreign
divisive transaction). In the preamble to
those proposed regulations, the IRS and
Treasury Department indicated that fur-
ther guidance under section 959 would
be required prior to addressing PTI issues
that arise under section 367(b). At that
time the IRS and Treasury Department
requested comments with respect to pro-
posed §1.367(b) regarding whether PTI
should be transferable and retain its char-
acter as PTI for section 959 purposes, as
well as the various implications that result
from that determination. Additionally, in
the 2000 proposed regulations, the IRS
and Treasury Department requested com-
ments with respect to §1.367(b)–8 of the
proposed regulations regarding the proper
adjustment of the PTI of a CFC following
a foreign divisive transaction.

On August 8, 2006, the IRS and Trea-
sury Department issued final regulations
under §§1.367(b)–3 and –7 with respect to
the carryover of non-PTI amounts, among
other things, while reserving final regula-
tions under §1.367(b)–8 with respect to the

allocation of tax attributes in foreign divi-
sive transactions.

The IRS and Treasury Department
invite comments regarding the proper ex-
tension of the principles in these proposed
regulations (including shareholder-level
accounting of PTI and the PTI sharing
rules) to §§1.367(b)–3 and –7, as well as
Prop. Reg. §1.367(b)–8.

D. Foreign Currency Gain or Loss and
Foreign Tax Credits With Respect to PTI
Distributions

Under section 986(c) of the Code, for-
eign currency gain or loss with respect to
distributions of PTI that is attributable to
movements in exchange rates between the
date(s) of the income inclusion that created
the PTI and the distribution of such PTI
shall be recognized and treated as ordinary
income or loss from the same source as the
associated income inclusion. The IRS and
Treasury Department invite comments re-
garding additional guidance that may be
needed under section 986(c) in light of the
proposed regulations under section 959.
The IRS and Treasury Department also in-
vite comments regarding additional guid-
ance that is needed to ensure that section
960(a)(3) provides appropriate foreign tax
credit rules with respect to taxes imposed
on PTI that is distributed through tiers of
foreign corporations.

E. Section 962

The IRS and Treasury Department have
not determined how the proposed account-
ing rules and basis rules should apply to a
United States individual shareholder who
has elected to be taxed as a corporation
under section 962. Therefore, those rules
are reserved for future study. The IRS
and Treasury Department, however, invite
comments about how the PTI rules and ba-
sis rules should apply for purposes of sec-
tion 962.

F. Section 961(c) Basis Adjustments

Section 961(c) is only applicable for
purposes of determining the amount in-
cluded under section 951 in gross income
of a United States shareholder. Conse-
quently, the IRS and Treasury Department
have so limited the application of Prop.
Reg. §1.961–3. In the event of a sale of

a lower-tier CFC by an upper-tier CFC for
which the rules of section 961(c) are impli-
cated in determining the gain on the sale,
the basis created in the lower-tier CFC
stock for purposes of applying section 951
would not apply, for example, to determine
the earnings and profits of the upper-tier
CFC. However, the IRS and Treasury De-
partment are concerned about the potential
double taxation that may result in the event
of the later distribution of these earnings
and profits to a United States person.

G. Transition Rule

These regulations are proposed to ap-
ply to taxable years of foreign corpora-
tions beginning on or after the date these
regulations are published as final regula-
tions in the Federal Register, and taxable
years of U.S. shareholders with or within
which such taxable years of foreign cor-
porations end. After these regulations be-
come effective, foreign corporations and
shareholders who are currently accounting
for PTI in a manner other than that which
is provided in these regulations may use
any reasonable method to conform their
current accounting of PTI to the rules pro-
vided in these regulations. Comments are
requested on whether more detailed tran-
sition rules should be provided, and, if so,
how such transition rules should operate to
conform existing methods of PTI account-
ing with the method of PTI accounting re-
quired by these regulations.

Special Analyses

It has been determined that this notice
of proposed rulemaking is not a significant
regulatory action as defined in Executive
Order 12866. Therefore, a regulatory as-
sessment is not required. It has also been
determined that section 553(b) of the Ad-
ministrative Procedure Act (5 U.S.C. chap-
ter 5) does not apply to these regulations
and because the proposed regulation does
not impose a collection of information on
small entities, the Regulatory Flexibility
Act (5 U.S.C. Ch. 6) does not apply. Pur-
suant to section 7805(f) of the Code, this
notice of proposed rulemaking will be sub-
mitted to the Chief Counsel for Advocacy
of the Small Business Administration for
comment on its impact on small business.
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Comments and Requests for Public
Hearing

Before these proposed regulations are
adopted as final regulations, considera-
tion will be given to any written (a signed
original and eight (8) copies) or electronic
comments that are submitted timely to
the IRS. The IRS and Treasury Depart-
ment request comments on the clarity of
the proposed rules and how they can be
made easier to understand. All comments
will be available for public inspection and
copying. A public hearing will be sched-
uled if requested in writing by any person
that timely submits written comments. If a
public hearing is scheduled, notice of the
date, time, and place for the public hearing
will be published in the Federal Register.

Drafting Information

The principal author of these regula-
tions is Ethan Atticks, Office of Associate
Chief Counsel (International). However,
other personnel from the IRS and Treasury
Department participated in their develop-
ment.

* * * * *

Proposed Amendments to the
Regulations

Accordingly, 26 CFR part 1 is proposed
to be amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 is amended by removing all entries
for §1.1502–12 and §1.1502–32 and by
adding entries in numerical order to read,
in part, as follows:

Authority: 26 U.S.C. 7805 * * *
Section 1.959–1 also issued under

26 U.S.C. 304(b)(6), 959 and 1502.
Section 1.959–2 also issued under

26 U.S.C. 304(b)(6) and 959.
Section 1.959–3 also issued under

26 U.S.C. 304(b)(6), 959 and 1502.
Section 1.959–4 also issued under

26 U.S.C. 304(b)(6) and 959. * * *
Section 1.961–1 also issued under

26 U.S.C. 961.
Section 1.961–2 also issued under

26 U.S.C. 961.
Section 1.961–3 also issued under

26 U.S.C. 961.

Section 1.961–4 also issued under
26 U.S.C. 304(b)(6) and 961. * * *

Section 1.1502–12 also issued under
26 U.S.C. 959, 961 and 1502. * * *

Section 1.1502–32 also issued under
26 U.S.C. 301, 959, 961, 1502 and 1503.
* * *

Par. 2. Section 1.959–1 is revised to
read as follows:

§1.959–1 Exclusion from gross income of
United States persons of previously taxed
earnings and profits.

(a) In general. Section 959(a) provides
an exclusion whereby the earnings and
profits of a foreign corporation attribut-
able to amounts which are, or have been,
included in a United States shareholder’s
gross income under section 951(a) are not
taxed again when distributed (directly or
indirectly through a chain of ownership
described in section 958(a)) from such
foreign corporation to such shareholder
(or any other United States person who ac-
quires from any person any portion of the
interest of such United States shareholder
in such foreign corporation, but only to
the extent of such portion, and subject to
such proof of the identity of such interest
as the Secretary may by regulations pre-
scribe). Section 959(a) also excludes from
gross income of a United States share-
holder earnings and profits attributable to
amounts which are, or have been, included
in the gross income of such shareholder
under section 951(a) which would, but for
section 959(a)(2), be again included in the
gross income of such shareholder (or any
other United States person who acquires
from any person any portion of the interest
of such United States shareholder in such
foreign corporation, but only to the extent
of such portion, and subject to such proof
of the identity of such interest as the Sec-
retary may by regulations prescribe) under
section 951(a)(1)(B). Section 959(b) pro-
vides that for purposes of section 951(a),
the earnings and profits of a CFC attrib-
utable to amounts that are, or have been,
included in the gross income of a United
States shareholder under section 951(a)
shall not, when distributed through a chain
of ownership described in section 958(a),
be included in the gross income of a CFC
in such chain for purposes of the applica-
tion of section 951(a) to such CFC with
respect to such United States shareholder

(or any other United States person who ac-
quires from any person any portion of the
interest of such United States shareholder
in such foreign corporation, but only to the
extent of such portion, and subject to such
proof of the identity of such interest as the
Secretary may by regulations prescribe).
Section 959(c) provides rules for the al-
location of distributions to the various
categories of previously taxed earnings
and profits of a foreign corporation and
the foreign corporation’s non-previously
taxed earnings and profits. Section 959(d)
provides that, except as provided in sec-
tion 960(a)(3), any distribution excluded
from gross income under section 959(a)
shall be treated as a distribution which is
not a dividend; except that any such distri-
bution shall immediately reduce earnings
and profits. Section 959(e) provides that,
for purposes of sections 959 and 960(b),
any amount included in the gross income
of any person as a dividend by reason
of subsection (a) or (f) of section 1248
shall be treated as an amount included
in the gross income of such person (or,
in any case to which section 1248(e) ap-
plies, of the domestic corporation referred
to in section 1248(e)(2)) under section
951(a)(1)(A). Section 959(f)(1) provides
rules for the allocation of amounts which
would, but for section 959(a)(2), be in-
cluded in gross income under section
951(a)(1)(B) to certain previously taxed
earnings and profits of a foreign corpo-
ration and non-previously taxed earnings
and profits. Section 959(f)(2) provides an
ordering rule pursuant to which the rules
of section 959 are applied first to actual
distributions and then to amounts which
would, but for section 959, be included in
gross income under section 951(a)(1)(B).
Paragraph (b) of this section provides a list
of definitions. Paragraph (c) of this sec-
tion provides rules for the exclusion from
gross income under section 959(a)(1) of
distributions of earnings and profits by a
foreign corporation and the exclusion from
gross income under section 959(a)(2) of
amounts which would, but for section 959,
be included in gross income under section
951(a)(1)(B). Paragraph (d) of this section
provides for the establishment and ac-
quisition of previously taxed earnings and
profits accounts by shareholders of foreign
corporations. Section 1.959–2 provides
rules for the exclusion from gross income
of a CFC of distributions of previously
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taxed earnings and profits from another
CFC in a chain of ownership described in
section 958(a). Section 1.959–3 provides
rules for the allocation of distributions and
section 956 amounts to the earnings and
profits of a CFC and for the maintenance
and adjustment of previously taxed earn-
ings and profits accounts by shareholders
of foreign corporations. Section 1.959–4
provides for the treatment of actual dis-
tributions that are excluded from gross
income under section 959(a).

(b) Definitions. For purposes of this
section through §1.959–4 and §1.961–1
through §1.961–4, the terms listed in this
paragraph are defined as follows:

(1) Previously taxed earnings and prof-
its means the earnings and profits of a for-
eign corporation, computed in accordance
with sections 964 and 986(b) and the reg-
ulations thereunder, attributable to section
951(a) inclusions.

(2) Previously taxed earnings and prof-
its account means an account reflecting the
previously taxed earnings and profits of a
foreign corporation (if any).

(3) Dollar basis means the United
States dollar amounts included in a United
States shareholder’s income with respect
to the previously taxed earnings and prof-
its included in a shareholder’s previously
taxed earnings and profits account.

(4) Covered shareholder means a per-
son who is one of the following—

(i) A United States person who owns
stock (within the meaning of section
958(a)) in a foreign corporation and who
has had a section 951(a) inclusion with
respect to its stock in such corporation;

(ii) A successor in interest, as defined in
paragraph (b)(5) of this section; or

(iii) A corporation that is not described
in paragraphs (b)(4)(i) or (ii) of this sec-
tion and that owns stock (within the mean-
ing of section 958(a)) in a foreign corpora-
tion in which another corporation is a cov-
ered shareholder described in paragraph
(b)(4)(i) or (ii) of this section, if both the
first mentioned corporation and the cov-
ered shareholder are members of the same
consolidated group.

(5) Successor in interest means a United
States person who acquires, from any per-
son, ownership (within the meaning of sec-
tion 958(a)) of stock in a foreign corpora-
tion, for which there is a previously taxed
earnings and profits account and who es-
tablishes to the satisfaction of the Director

of Field Operations the right to the exclu-
sion from gross income provided by sec-
tion 959(a) and this section. To estab-
lish the right to the exclusion, the share-
holder must attach to its return for the tax-
able year a statement that provides that it is
excluding amounts from gross income be-
cause it is a successor in interest succeed-
ing to one or more previously taxed earn-
ings and profits accounts with respect to
shares it owns in a foreign corporation. In-
cluded in the statement shall be the name
of the foreign corporation. In addition, that
shareholder must be prepared to provide
the following information within 30 days
upon request by the Director of Field Op-
erations—

(i) The name, address, and taxable year
of the foreign corporation and of all the
other corporations, partnerships, trusts, or
estates in any applicable chain of owner-
ship described in section 958(a);

(ii) The name, address, and taxpayer
identification number, if any, of the per-
son from whom the stock interest was ac-
quired;

(iii) A description of the stock interest
acquired and its relation, if any, to a chain
of ownership described in section 958(a);

(iv) The amount for which an exclusion
under section 959(a) and paragraph (c) of
this section is claimed; and

(v) Evidence showing that the earn-
ings and profits for which an exclusion
is claimed are previously taxed earnings
and profits, that such amounts were not
previously excluded from the gross in-
come of a United States person, and the
identity of the United States shareholder
who originally included such amounts in
gross income under section 951(a). The
acquiring person shall also furnish to the
Director of Field Operations such other
information as may be required by the
Director of Field Operations in support of
the exclusion.

(6) Block of stock shall have the mean-
ing provided in §1.1248–2(b) with the
additional requirement that the previously
taxed earnings and profits attributable to
each share of stock in such block must be
the same.

(7) Consolidated group shall have the
meaning provided in §1.1502–1(h).

(8) Member shall have the meaning pro-
vided in §1.1502–1(b).

(9) Section 951(a) inclusion means
a section 951(a)(1)(A) inclusion or an

amount included in the gross income of
a United States shareholder under section
951(a)(1)(B).

(10) Section 951(a)(1)(A) inclusion
means—

(i) An amount included in a United
States shareholder’s gross income under
section 951(a)(1)(A);

(ii) An amount included in the gross in-
come of any person as a dividend by reason
of subsection (a) or (f) of section 1248 (or,
in any case to which section 1248(e) ap-
plies, an amount included in the gross in-
come of the domestic corporation referred
to in section 1248(e)(2)); or

(iii) An amount described in section
1293(c).

(11) Section 956 amount means an
amount determined under section 956
for a United States shareholder with re-
spect to a single share or, if a shareholder
maintains a previously taxed earnings and
profits account with respect to a block of
stock, a block of such shareholder’s stock
in the CFC.

(12) Section 959(c)(1) earnings and
profits means the previously taxed earn-
ings and profits of a foreign corpora-
tion attributable to amounts that have
been included in the gross income of a
United States shareholder under section
951(a)(1)(B) (or which would have been
included except for section 959(a)(2) and
§1.959–2) and amounts that have been
included in gross income under section
951(a)(1)(C) as it existed prior to its re-
peal (or which would have been included
except for section 959(a)(3) as it existed
prior to its repeal).

(13) Section 959(c)(2) earnings and
profits means the previously taxed earn-
ings and profits of a foreign corporation
attributable to section 951(a)(1)(A) inclu-
sions.

(14) Non-previously taxed earnings and
profits means the earnings and profits of a
foreign corporation other than the corpora-
tion’s previously taxed earnings and prof-
its.

(15) CFC means a controlled foreign
corporation within the meaning of either
section 953(c)(1)(B) or section 957.

(16) United States shareholder means
a United States person who qualifies as
a United States shareholder under either
section 951(b) or section 953(c)(1)(A).

(c) Amount excluded from gross in-
come—(1) Distributions. In the case of
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a distribution of earnings and profits to a
covered shareholder with respect to stock
in a foreign corporation, an amount shall
be excluded from such shareholder’s gross
income equal to the total amount by which
such shareholder’s previously taxed earn-
ings and profits account with respect to
such stock is decreased under §1.959–3
because of the distribution.

(2) Section 956 amounts. In a case
where a covered shareholder has a section
956 amount for a CFC’s taxable year, an
amount shall be excluded from such share-
holder’s gross income equal to the amount
of section 959(c)(2) earnings and profits in
any shareholder’s previously taxed earn-
ings and profits account that are reclassi-
fied as section 959(c)(1) earnings and prof-
its under §1.959–3 because of that section
956 amount.

(d) Shareholder accounts—(1) In
general. Any person who is subject to
§1.959–3 shall maintain a previously
taxed earnings and profits account with
respect to each share of stock it owns
(within the meaning of section 958(a)) in
a foreign corporation. Although the ac-
count is share specific, the account may be
maintained with respect to each block of
the stock in the foreign corporation. Such
account shall be maintained in accordance
with §1.959–3.

(2) Acquisition of account—(i) In gen-
eral. If any person acquires, from any
other person, ownership of shares of stock
in a foreign corporation (within the mean-
ing of section 958(a)) the prior share-
holder’s previously taxed earnings and
profits account with respect to such stock
becomes the previously taxed earnings
and profits account of the acquirer.

(ii) Acquisition of account by a per-
son other than a successor in interest. If
such acquirer is not a successor in inter-
est (a foreign person for example), the
previously taxed earnings and profits ac-
count with respect to the stock acquired
shall remain unchanged for the period that
the stock is owned by such acquirer. See
also §1.959–3(e), providing account ad-
justment rules that apply only for acquired
PTI accounts if the acquirer is a successors
in interest.

(3) Examples. The application of this
paragraph (d) is illustrated by the follow-
ing examples:

Example 1. Shareholder’s previously taxed earn-
ings and profits account. (i) Facts. DP, a United

States shareholder owns all of the 100 shares of the
only class of stock in FC, a CFC. The 100 shares are
a block of stock. DP and FC use the calendar year
as their taxable year and FC uses the U.S. dollar as
its functional currency. In year 1, FC earns $100x
of subpart F income and $100x of non-subpart F in-
come. DP includes $100x in gross income under sec-
tion 951(a).

(ii) Analysis. As a result of DP’s inclusion of
$100x of gross income under section 951(a), DP has
a previously taxed earnings and profits account with
respect to each of its 100 shares equal to $1x or should
DP choose to maintain its previously taxed earnings
and profits account on a block basis, an account of
$100x with respect to its entire interest in FC.

Example 2. Acquisition of previously taxed earn-
ings and profits account. (i) Facts. Assume the same
facts as Example 1, but that in year 2, a nonresident
alien, FP, contributes property to FC to acquire 1000
newly issued shares of FC of the same class held by
DP. In year 10, DP sells all of its FC shares to FP.
In year 15, FP sells all of its shares in FC to USP,
a United States person. Any income earned by FC
after year 1 is non-subpart F income. The only distri-
butions by FC during this period are a $100x pre-sale
distribution to FP in year 15 and another $100x dis-
tribution in year 16 to USP.

(ii) Analysis. In year 2, DP retains its previously
taxed earnings and profits account of $100x as a re-
sult of its section 951(a) inclusion in year 1 regard-
less of the fact that FC is no longer a CFC and DP
no longer holds a sufficient interest in FC to be a
United States shareholder with respect to FC. In year
10, pursuant to paragraph (d)(2)(i) of this section, FP
acquires a $100x previously taxed earnings and prof-
its account with respect to DP’s block of stock in FC
that FP acquired. In year 15, FP receives a distribu-
tion of $100x of earnings and profits from FC, but FP
may not exclude any of this distribution from gross
income because FP is a nonresident alien. Conse-
quently, pursuant to paragraph (d)(2)(ii) of this sec-
tion, even though it acquired a previously taxed earn-
ings and profits account from DP of $100x the ac-
count remains unchanged during FP’s ownership of
the FC stock. However, if USP can make the showing
required in paragraph (b)(5) of this section, USP may
exclude the $100x distribution in year 16 under sec-
tion 959(a)(1) and paragraph (c) of this section to the
extent that the distribution results in a decrease of the
$100x previously taxed earnings and profits account
that USP acquired from FP pursuant to the account
adjustment rules of §1.959–3.

Par. 3. Section 1.959–2 is revised to
read as follows:

§1.959–2 Exclusion from gross income of
CFCs of previously taxed earnings and
profits.

(a) Exclusion from gross income—(1)
In general. The earnings and profits of
a CFC (lower-tier CFC) attributable to
amounts which are, or have been, included
in the gross income of a United States
shareholder under section 951(a) shall not,
when distributed through a chain of own-
ership described in section 958(a), be also

included in the gross income of the CFC
receiving the distribution (upper-tier CFC)
in such chain for purposes of the applica-
tion of section 951(a) to such upper-tier
CFC with respect to such United States
shareholder. The amount of the exclusion
provided under this paragraph is the entire
amount distributed by the lower-tier CFC
to the upper-tier CFC that gave rise (in
whole or in part) to an adjustment of the
United States shareholder’s previously
taxed earnings and profits accounts with
respect to the stock it owns (within the
meaning of section 958(a)) in the lower-
and upper-tier CFC under §1.959–3(e)(3).
This amount shall not exceed the earn-
ings and profits of the lower-tier CFC
attributable to amounts described in sec-
tion 951(a)(1) (without regard to pro rata
share). The exclusion from the income
of such upper-tier CFC also applies with
respect to any other United States share-
holder who is a successor in interest.

(2) Examples. The application of this
paragraph (a) is illustrated by the follow-
ing examples:

Example 1. Distribution attributable to subpart
F income of lower-tier CFC. (i) Facts. FC, a CFC, is
70% owned by DP, a United States person, and 30%
owned by FP, a nonresident alien. FC owns all the
stock in FS, a CFC. DP, FP, FC and FS all use the
calendar year as their taxable year and FC and FS
use the U.S. dollar as their functional currency. In
year 1, FS earns $100x of passive income described
in section 954(c) and $50x of non-subpart F income.
On the last day of year 1, FS distributes $100x to FC
that would qualify as subpart F income of FC. On the
last day of year 1, FC distributes $70x to DP and $30x
to FP.

(ii) Analysis. DP is required to include $70x in its
gross income under section 951(a) as a result of FS’s
earning $100x of subpart F income for the year. Con-
sequently, the section 959(c)(2) earnings and profits
in DP’s previously taxed earnings and profits account
with respect to its indirect ownership of stock in FS is
increased to $70x. Under §1.959–3(e)(3), as a result
of the $100x distribution paid by FS to FC, DP’s pre-
viously taxed earnings and profits account is reduced
by its pro rata share of the distribution ($70x). In ad-
dition, FS’s non-previously taxed earnings and prof-
its are reduced by the remaining $30x. Under para-
graph (a) of this section, the amount of the exclusion
under paragraph (a) is equal to the amount distributed,
not to exceed the amount of earnings and profits that
gave rise to the previously taxed income that is being
distributed. Consequently, the entire $100x distribu-
tion (as opposed to only $70x) is excluded from FC’s
gross income for purposes of determining whether
DP has an inclusion under section 951(a) as a result
of FC’s receiving the distribution from FS. The re-
ceipt of the distribution from FS increases FC’s earn-
ings and profits by $100x ($70x of which is previ-
ously taxed earnings and profits and $30x of which is
non-previously taxed earnings and profits).
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Example 2. Transferee shareholder. (i) Facts.
The facts are the same as in Example 1 except that
neither FS nor FC makes any distributions in year 1.
In year 2, FP sells its stock in FC to DT, a United
States person. On the last day of year 2, FS distributes
$100x to FC that would qualify as subpart F income
of FC. FS has no earnings and profits for year 2, and
FC has no earnings and profits for year 2 other than
the distribution from FS.

(ii) Analysis. With respect to DP, the analysis is
the same as that in Example 1. However, for pur-
poses of DT’s determination of the amount includible
in its gross income under section 951(a) with respect
to FC for year 2, none of the $100x distribution is
excluded from FC’s gross income for purposes of ap-
plying section 951(a) with respect to DT’s interest in
FC because none of earnings and profits distributed
by FS to FC are attributable to amounts which are,
or have been, included in the gross income of DT or
the person to whom DT is a successor in interest (FP).
Consequently, DT must include $30x in gross income
under section 951(a) for year 2 as its pro rata share
of FC’s subpart F income of $100x ($100x x 30%).
Thereafter, DT has a previously taxed earnings and
profits account consisting of $30x with respect to its
stock in FC and FC has $100x of previously taxed
earnings and profits.

Example 3. Mixed distribution. (i) Facts. The
facts are the same as in Example 1, except that on the
last day of year 1, FS distributes $150x to FC that
would qualify as subpart F income of FC, which in
turn distributes $105x to DP and $45x to FP.

(ii) Analysis. Under the analysis in Example 1
and pursuant to paragraph (a) of this section, $100x
of the distribution from FS to FC is excluded from
FC’s gross income for purposes of determining DP’s
inclusion under section 951(a) with respect to FC’s
receipt of the distribution from FS. However, DP’s
pro rata share of the remaining $50x, or $35x ($50x
x 70%), is included in DP’s gross income under
section 951(a). Consequently, the previously taxed
earnings and profits in DP’s previously taxed earn-
ings and profits account with respect to its stock
in FC is increased from $70x to $105x pursuant to
§1.959–3(e)(2)(i). That account is then reduced to
$0 as a result of the distribution of $105x to DP
pursuant to §1.959–3(e)(2)(ii) and DP excludes the
distribution of $105x from FC from its gross income
for year 1 under section 959(a)(1) and §1.959–1(c).

(b) Section 304(a)(1) transactions—(1)
Deemed redemption treated as a distri-
bution. In the case of a stock acquisi-
tion under section 304(a)(1) treated as a
distribution to which section 301 applies,
the selling CFC shall be deemed for pur-
poses of section 959(b) and paragraph (a)
of this section to receive such distributions
through a chain of ownership described
under section 958(a).

(2) Example. The application of this
paragraph (c) is illustrated by the follow-
ing example:

Example. Cross-chain acquisition of CFC stock
by a CFC from another CFC. (i) Facts. DP, a domes-
tic corporation, owns all of the stock in two foreign
corporations, FX and FY. FX owns all of the stock in
foreign corporation FZ. DP, FX, FY, and FZ all use

the calendar year as their taxable year and the U.S.
dollar as their functional currency. During year 1, FY
purchases all of the stock in FZ from FX for $80x in
a transaction described in section 304(a)(1). At the
end of year 1, before taking into account the purchase
of FZ’s stock, FY has section 959(c)(2) earnings and
profits of $20x and non-previously taxed earnings
and profits of $10x, and FZ has section 959(c)(2)
earnings and profits of $50x and non-previously
taxed earnings and profits of $0.

(ii) Analysis. Under section 304(a)(1), FX is
deemed to have transferred the FZ stock to FY in ex-
change for FY stock in a transaction to which section
351 applies, and FY is treated as having redeemed,
for $80x, the FY stock deemed issued to FX. The
payment of $80x is treated as a distribution to which
section 301 applies. Under section 304(b)(2), the
determination of the amount which is a dividend (and
the source) is made as if the distribution were made,
first, by FY to the extent of its earnings and profits,
$30x, and then by FX to the extent of its earnings and
profits, $50x. Under paragraph (c)(1) of this section,
FX is deemed to receive the distributions from FY
and FZ through a chain of ownership described in
section 958(a). Under paragraph (a) of this section,
the amount of FY’s previously taxed earnings and
profits, $20x, and the amount of FZ’s previously
taxed earnings and profits, $50x, distributed to FX
are excluded from the gross income of FX. Accord-
ingly, only $10x is included in FX’s gross income.

Par. 4. Section 1.959–3 is revised to
read as follows:

§1.959–3 Maintenance and adjustment
of previously taxed earnings and profits
accounts.

(a) In general. This section provides
rules for the maintenance and adjustment
of previously taxed earnings and profits
accounts by shareholders and with respect
to foreign corporations. Paragraph (b) of
this section provides general rules gov-
erning the accounting of previously taxed
earnings and profits at the shareholder
level and corporate level. Paragraph (c) of
this section provides rules regarding the
treatment of foreign taxes when previously
taxed earnings and profits are distributed
by a foreign corporation through a chain
of ownership described in section 958(a).
Paragraph (d) of this section provides rules
regarding the allocation of other expenses
to previously taxed earnings and profits.
Paragraph (e)(1) of this section addresses
the adjustment of shareholder-level previ-
ously taxed earnings and profits accounts
as a result of certain transactions. Para-
graph (e)(2) of this section provides rules
establishing the order in which adjust-
ments are to be made to a covered share-
holder’s previously taxed earnings and
profits account. Paragraph (e)(3) of this

section provides rules regarding distri-
butions of previously taxed earnings and
profits in a chain of ownership described
in section 958(a). Paragraph (e)(4) of
this section provides for the maintenance
and adjustment of aggregate categories
of previously taxed and non-previously
taxed earnings and profits at the corporate
level with adjustments to individual share-
holder-level accounts. Paragraph (e)(5) of
this section provides rules for the effect of
a foreign corporation’s deficit in earnings
and profits on previously taxed earnings
and profits. Paragraph (f) of this section
provides rules regarding the treatment
of previously taxed earnings and profits
when a shareholder has multiple previ-
ously taxed earnings and profits accounts.
Paragraph (g) of this section provides
rules regarding the treatment of previously
taxed earnings and profits when more than
one shareholder in a foreign corporation is
a member of the same consolidated group.
Paragraph (h) of this section provides
rules governing the adjustment of previ-
ously taxed earnings and profits accounts
in the case of a redemption.

(b) Corporate-level and share-
holder-level accounting of previously
taxed earnings and profits—(1) Share-
holder-level accounting. A shareholder’s
previously taxed earnings and profits ac-
count with respect to its stock in a foreign
corporation shall identify the amount of
section 959(c)(1) earnings and profits and
the amount of section 959(c)(2) earn-
ings and profits attributable to such stock
for each taxable year of the foreign cor-
poration and shall be maintained in the
functional currency of such foreign cor-
poration. A shareholder account must
also reflect the annual dollar basis of each
category of previously taxed earnings and
profits in the account. See §1.959–3(e)
of this section for rules regarding the ad-
justment of shareholder previously taxed
earnings and profits accounts.

(2) Corporate-level accounting. Sep-
arate aggregate categories of section
959(c)(1), section 959(c)(2) and non-pre-
viously taxed earnings and profits (earn-
ings and profits described in section
959(c)(3)) shall be maintained with re-
spect to a foreign corporation. These
categories of earnings and profits of the
foreign corporation shall be maintained
in the functional currency of the foreign
corporation. For purposes of this section,
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distributions are allocated to a foreign
corporation’s earnings and profits under
section 316(a) by applying first section
316(a)(2) and then section 316(a)(1) to
each of these three categories of earnings
and profits. Section 956 amounts shall
be treated as attributable first to section
959(c)(2) earnings and profits and then to
non-previously taxed earnings and profits.
These allocations are made in conjunction
with the rules for making corporate-level
adjustments to previously taxed earnings
and profits under §1.959–3(e)(4).

(3) Classification of earnings and prof-
its—(i) In general. For purposes of this
section, earnings and profits are classi-
fied as to year and category of earnings
and profits in the taxable year of the for-
eign corporation in which such amounts
are included in the gross income of a
United States shareholder under section
951(a) and are reclassified as to category
of earnings and profits in the taxable year
of the foreign corporation in which such
amounts would be so included in the gross
income of a United States shareholder un-
der section 951(a) but for the provisions
of section 959(a)(2) and §1.959–1(c)(2).
Such classifications do not change by rea-
son of a subsequent distribution of such
amounts to an upper-tier corporation in a
chain of ownership described in section
958(a). This paragraph shall apply to dis-
tributions by one foreign corporation to
another foreign corporation and by a for-
eign corporation to a United States person.

(ii) Dollar basis pooling election. For
purposes of computing foreign currency
gain or loss under section 986(c) and ad-
justments to stock basis under section
961(b) and (c) with respect to distributions
of previously taxed earnings and profits of
any foreign corporation, in lieu of main-
taining annual dollar basis accounts with
respect to previously taxed earnings and
profits described in paragraph (b)(1) of
this section, a taxpayer may maintain an
aggregate dollar basis pool that reflects
the dollar basis of all of the corporation’s
previously taxed earnings and profits de-
scribed in sections 959(c)(1) and 959(c)(2)
and treat a pro rata portion of the dollar
basis pool as attributable to distributions
of such previously taxed earnings and
profits. A taxpayer makes this election
by using a dollar basis pool to compute
foreign currency gain or loss under sec-
tion 986(c) with respect to distributions

of previously taxed earnings and profits
of the foreign corporation, or to compute
gain or loss with respect to its stock in
the foreign corporation, whichever occurs
first. Any subsequent change in the tax-
payer’s method of assigning dollar basis
may be made only with the consent of the
Commissioner.

(4) Examples. The application of this
paragraph (b) is illustrated by the follow-
ing examples:

Example 1. Distribution. (i) Facts. DP, a United
States shareholder, owns 100% of the only class of
stock in FC, a CFC, which, in turn, owns 100% of the
only class of stock in FS, a CFC. DP, FC and FS all
use the calendar year as their taxable year. FC and
FS both use the u as their functional currency. Dur-
ing year 1, FC earns 100u of non-subpart F income
and invests 100u in United States property. DP must
include 100u in its gross income for year 1 under sec-
tion 951(a)(1)(B) with respect to FC. For year 2, FS
has no subpart F income or investment of earnings in
United States property but FS has 100u of non-previ-
ously taxed earnings and profits which it distributes
to FC. The distribution of 100u to FC is subpart F
income of FC and DP must include the 100u in its
gross income for year 2 under section 951(a)(1)(A).
Also in year 2, FC has non-subpart F income of 100u.
The exchange rates at all times in year 1 and year 2,
respectively, are 1u = $1 and 1u = $1.20.

(ii) Analysis. With respect to FC, the earnings
and profits are classified as follows: 100u of section
959(c)(1) earnings and profits from year 1, 100u of
section 959(c)(2) earnings and profits from year 2,
and 100u of non-previously taxed earnings and prof-
its from year 2. The dollar basis with respect to the
section 959(c)(1) earnings and profits is $100 and the
dollar basis with respect to the section 959(c)(2) earn-
ings and profits is $120.

Example 2. Subsequent distribution in a later
year. (i) Facts. Assume the same facts as in Example
1, except that during year 3 neither FC nor FS has any
earnings and profits or deficit in earnings and profits
or section 956 amount, but FC distributes 100u to DP
on December 31, year 3, at which time the spot ex-
change rate is 1u = $1.30.

(ii) Analysis. For purposes of section 959 and
961, the 100u distribution of FC shall be considered
attributable to FC’s section 959(c)(1) earnings and
profits for year 1. The section 959(c)(1) earnings and
profits are reduced by 100u and the dollar basis of the
account is reduced by $100. Since the spot rate at the
time of the 100u distribution to DP is 1u = $1.30, DP
recognizes foreign currency gain of $30 ((100 x 1.3)
- (100 x 1)).

Example 3. Dollar basis pooling election. (i)
Facts. Assume the same facts as in Example 2, ex-
cept that DP elected to maintain the dollar basis of
its previously taxed earnings and profits account on a
pooled basis for purposes of section 986(c) and sec-
tion 961 as provided in paragraph (b)(3)(ii) of this
section.

(ii) Analysis. The section 959(c)(1) earnings and
profits are reduced by 100u, but the dollar basis of the
account is reduced by $110 ((100u/200u) x $220). In
addition, DP recognizes foreign currency gain under
section 986(c) of $20 ($130 - ((100u/200u) x $220)).

(c) Treatment of certain foreign taxes.
(1) For purposes of this section, when
previously taxed earnings and profits are
distributed by a foreign corporation to an-
other foreign corporation through a chain
of ownership described in section 958(a)
such earnings and profits shall be reduced
by the functional currency amount of any
income, war profits, or excess profits
taxes imposed by any foreign country or
a possession of the United States on or
with respect to such earnings and profits.
Any such taxes shall not be included in
the distributee foreign corporation’s pools
of post-1986 foreign income taxes main-
tained for purposes of sections 902 and
960(a)(1). Such taxes shall be maintained
in a separate account and allowed as a
credit as provided under section 960(a)(3)
when the associated previously taxed
earnings and profits are distributed. The
taxpayer’s dollar basis in the previously
taxed earnings and profits account shall
be reduced by the dollar amount of such
taxes, translated in accordance with sec-
tion 986(a).

(2) Example. The application of this
paragraph (c) is illustrated by the follow-
ing example:

Example. Imposition of foreign taxes on a CFC.
(i) Facts. DP, a United States shareholder, owns
100% of the only class of stock in foreign corpora-
tion FC, a CFC, which, in turn, owns 100% of the
only class of stock in FS, a CFC. DP, FC, and FS all
use the calendar year as their taxable year. FC and
FS both use the u as their functional currency. Dur-
ing year 1, FS earns 90u of subpart F income, after
incurring 10u of foreign income tax allocable to such
income under §1.954–1(c), has earnings and profits
in excess of 90u, and makes no distributions. DP
must include 90u, translated at the average exchange
rate for the year of 1u = $1 as provided in section
989(b)(3), in its gross income for year 1 under sec-
tion 951(a)(1)(A)(i). As of the end of year 1, FS has
section 959(c)(2) earnings and profits of 90u. During
year 2, FS has neither earnings and profits nor a
deficit in earnings and profits but distributes 90u to
FC, and, by reason of section 959(b) and §1.959–2,
such amount is not includible in the gross income
of DP for year 2 under section 951(a) with respect
to FC. FC incurs a withholding tax of 9u on the 90u
distribution from FS (10% of 90u) and an additional
foreign income tax of 11u by reason of the inclusion
of the distribution in its taxable income for foreign
tax purposes in year 2. The average exchange rate
for year 2 is 1u = $2.

(ii) Analysis. At the end of year 2, FS has section
959(c)(2) earnings and profits of 0 (90u - 90u); and
FC has section 959(c)(2) earnings and profits of 70u
(90u - 9u - 11u). DP’s dollar basis in the 70u section
959(c)(2) earnings and profits account with respect to
FC is $50 ($90 inclusion - $18 withholding tax - $22
income tax). The $40 of foreign taxes imposed on
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FC with respect to the previously taxed earnings and
profits are not included in FC’s post-1986 foreign in-
come taxes pool. A foreign tax credit with respect to
the $40 of foreign tax attributable to the 70u of previ-
ously taxed earnings and profits will be allowed un-
der section 960(a)(3) upon distribution of such previ-
ously taxed earnings and profits.

(d) Treatment of other expenses. Except
as provided in paragraph (c) of this sec-
tion, no expense paid or accrued by a for-
eign corporation shall be allocated or ap-
portioned to the previously taxed earnings
and profits of such corporation.

(e) Adjustments to previously taxed
earnings and profits account—(1) In gen-
eral. A covered shareholder’s previously
taxed earnings and profits account (in-
cluding the dollar basis in such account) is
adjusted in the manner provided in para-
graphs (e)(2), (f) and (g) of this section,
except as otherwise provided in paragraph
(e)(3) of this section. For adjustments to
a previously taxed earnings and profits
account in the case of redemptions, see
paragraph (h) of this section.

(2) Order and amount of adjustments.
As of the close of a foreign corporation’s
taxable year, and for the taxable year of
the covered shareholder in which or with
which such taxable year of the foreign
corporation ends, the covered shareholder
shall make any of the following adjust-
ments that are applicable for that year to
the previously taxed earnings and profits
account for the stock owned for any por-
tion of such year (within the meaning of
section 958(a)) in the foreign corporation
in the following order—

(i) Step 1. Section 951(a)(1)(A) in-
clusion. Increase the amount of section
959(c)(2) earnings and profits and the as-
sociated dollar basis in the account by the
amount of the section 951(a)(1)(A) inclu-
sion with respect to such stock;

(ii) Step 2. Distributions on such stock.
(A) Decrease the amount of the section
959(c)(1) earnings and profits in the ac-
count (but not below zero), and then the
amount of section 959(c)(2) earnings and
profits in the account (but not below zero)
by the amount of earnings and profits dis-
tributed to the covered shareholder during
the year with respect to such stock, de-
crease the dollar basis in the account by
the dollar amount attributable to the dis-
tributed earnings and profits; and

(B) Increase the amount of the earn-
ings and profits and associated dollar ba-
sis, in the account first to the extent pro-

vided under paragraph (f)(1) of this section
and then to the extent provided under para-
graph (g)(1) of this section and then reduce
the account to zero;

(iii) Step 3. Reallocation from other ac-
counts with respect to redemptions. In-
crease the amount of the earnings and prof-
its and associated dollar basis in the ac-
count to the extent provided under para-
graph (h)(3)(ii) of this section.

(iv) Step 4. Section 956 amount. Re-
classify the section 959(c)(2) earnings and
profits and associated dollar basis in such
shareholder’s previously taxed earnings
and profits account with respect to such
stock as section 959(c)(1) earnings and
profits in an amount equal to the lesser
of—

(A) The covered shareholder’s section
956 amount for the taxable year with re-
spect to such stock; or

(B) The amount of the section 959(c)(2)
earnings and profits attributable to such
stock.

(v) Step 5. Reallocation to other ac-
counts with respect to distributions. De-
crease the amount of section 959(c)(1)
earnings and profits and associated dollar
basis in the account, and thereafter the
amount of section 959(c)(2) earnings and
profits and associated dollar basis in the
account to the extent provided under para-
graph (f)(1) of this section and then under
paragraph (g)(1) of this section;

(vi) Step 6. Reclassification with re-
spect to section 956 amounts. Reclassify
the section 959(c)(2) earnings and profits
and the associated dollar basis attributable
to such stock as section 959(c)(1) earnings
and profits to the extent provided under
paragraph (f)(2) of this section and then to
the extent provided in paragraph (g)(2) of
this section.

(vii) Step 7. Further adjustment for sec-
tion 956 amounts. Increase the amount
of section 959(c)(1) earnings and profits
and the associated dollar basis in the ac-
count by any amount included in the cov-
ered shareholder’s gross income for the
year under section 951(a)(1)(B) with re-
spect to such stock.

(3) Intercorporate distributions. If a
foreign corporation receives a distribu-
tion of earnings and profits from another
foreign corporation that is in a chain of
ownership described in section 958(a), a
covered shareholder’s previously taxed
earnings and profits accounts with respect

to the stock in each foreign corporation in
such chain shall be adjusted at the end of
the respective corporation’s taxable year,
and for the taxable year of the covered
shareholder in which or with which such
taxable year of the foreign corporation
ends, as follows:

(i) The covered shareholder’s previ-
ously taxed earnings and profits account
with respect to stock in the distributor
shall be decreased (but not below zero), at
the same time that the covered shareholder
would make adjustments under paragraph
(e)(2)(ii) of this section, by the amount of
the distribution and the associated dollar
basis. Such decrease to the covered share-
holder’s previously taxed earnings and
profits account shall be made first to the
section 959(c)(1) earnings and profits and
thereafter to the section 959(c)(2) earnings
and profits in such account.

(ii) Except as provided in paragraph
(c) of this section, the section 959(c)(1)
earnings and profits and section 959(c)(2)
earnings and profits in the covered share-
holder’s previously taxed earnings and
profits account with respect to the stock
in the distributee shall be increased, at the
same time that the covered shareholder
would make adjustments under paragraph
(e)(2)(i) of this section, by an amount
equal to the decrease under paragraph
(e)(3)(i) of this section and to the extent
the distribution is out of non-previously
taxed earnings and profits of the distribu-
tor, to the extent provided under paragraph
(e)(2) of this section. If the receiving
corporation uses a non-dollar functional
currency that differs from the functional
currency used by the distributing corpora-
tion, then—

(A) The amount of increase shall be the
spot value of the distribution in the re-
ceiving corporation’s functional currency
at the time of the distribution; and

(B) The dollar basis of the amount dis-
tributed shall be carried over from the dis-
tributing corporation to the receiving cor-
poration.

(4) Effect on foreign corporation’s
earnings and profits. Adjustments to a
shareholder’s previously taxed earnings
and profits account in accordance with
this section shall result in corresponding
adjustments to the appropriate aggre-
gate category or categories of earnings
and profits of the foreign corporation. If
an adjustment to a foreign corporation’s
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earnings and profits is required (other
than as a result of the previous sentence)
the adjustment shall be made only to the
non-previously taxed earnings and profits
of the corporation except to the extent pro-
vided in paragraph (h)(2)(i) of this section.
Moreover, if a distribution to a taxpayer
exceeds such taxpayer’s previously taxed
earnings and profits account with respect
to stock it owns (within the meaning of
section 958(a)) in the foreign corporation
making the distribution, the distribution
may only be treated as a dividend under
section 316 by applying section 316(a)(1)
and (2) to the non-previously taxed earn-
ings and profits of the foreign corporation.

(5) Deficits in earnings and profits. If
a foreign corporation has a deficit in earn-
ings and profits, as determined under sec-
tion 964(a) and §1.964–1, for any taxable
year, a covered shareholder’s previously
taxed earnings and profits account with re-
spect to its stock in such foreign corpora-
tion shall not be adjusted to take into ac-
count the deficit and the deficit shall be
applied only to the non-previously taxed
earnings and profits of the foreign corpo-
ration.

(6) Examples. The application of this
paragraph (e) is illustrated by the follow-
ing examples:

Example 1. Distribution to a United States share-
holder. (i) Facts. DP, a United States shareholder,
owns 100% of the only class of stock in FC, a CFC.
Both DP and FC use the calendar year as their tax-
able year. FC uses the “u” as its functional currency.
During year 1, FC derives 100u of subpart F income,
and such amount is included in DP’s gross income un-
der section 951(a)(1)(A). The average exchange rate
for year 1 is 1u = $1. At the end of year 1, FC’s
current and accumulated earnings and profits (before
taking into account distributions made during year 1)
are 500u. Also, on December 31, year 1, when the
spot exchange rate is 1u = $1.10, FC distributes 50u
of earnings and profits to DP.

(ii) Analysis. At the end of year 1, the section
959(c)(2) earnings and profits in DP’s previously
taxed earnings and profits account are first increased
from 0 to 100u, pursuant to paragraph (e)(2)(i) of
this section as a result of the subpart F inclusion of
100u and then reduced from 100u to 50u, pursuant
to paragraph (e)(2)(ii) of this section as a result of
the distribution. DP’s dollar basis in the 100u of
previously taxed earnings and profits is $100 (the
dollar amount of the income inclusion under sec-
tion 951(a)(1)(A)). See section 989(b)(3). The 50u
distribution is excluded from DP’s gross income
pursuant to §1.959–1(c)(1). Pursuant to paragraph
(e)(4) of this section, at the end of year 1, FC has
section 959(c)(2) earnings and profits of 50u and
non-previously taxed earnings and profits of 400u.
DP’s dollar basis in the previously taxed earnings
and profits account is reduced by a pro rata share of

the dollar amount included in income under section
951(a)(1)(A), or by $50 (50u distribution/100u previ-
ously taxed earnings and profits x $100 dollar basis).
DP recognizes foreign currency gain under section
986(c) of $5 ($55 spot value of 50u distribution - $50
basis).

Example 2. Net deficit in earnings and profits.
(i) Facts. Assume the same facts as in Example 1,
except that FC has a net deficit in earnings and profits
of 500u for year 2. At the end of Year 1, FC has 50u
of section 959(c)(2) earnings and profits and 400u of
non-previously taxed earnings and profits.

(ii) Analysis. At the end of year 2, DP’s section
959(c)(2) earnings and profits for year 1 remains at
50u, pursuant to paragraph (e)(5) of this paragraph,
because a shareholder’s previously taxed earnings
and profits account is not adjusted to take into
account the CFC’s deficit in earnings and profits.
Pursuant to paragraph (e)(4) of this section, at the end
of year 2, FC’s non-previously taxed earnings and
profits are reduced to (100u), and no adjustment is
made to FC’s previously taxed earnings and profits,
which remains at 50u.

Example 3. Distribution and section 956 inclu-
sion in same year. Assume the same facts as in Ex-
ample 1, except that DP also has a section 956 amount
for year 1 with respect to its stock in FC of 200u.

(ii) Analysis. At the end of year 1, adjustments
are made to DP’s previously taxed earnings and
profits account in its FC stock in the following order:
First, the section 959(c)(2) earnings and profits in
DP’s previously taxed earnings and profits account
are increased from 0 to 100u pursuant to paragraph
(e)(2)(i) of this section as a result of the subpart F
inclusion. Then, the section 959(c)(2) earnings and
profits in DP’s previously taxed earnings and profits
account are reduced from 100u to 50u pursuant to
paragraph (e)(2)(ii) of this section as a result of the
distribution and the 50u distribution is excluded from
DP’s gross income pursuant to §1.959–1(c)(1). Then,
the remaining 50u of section 959(c)(2) earnings and
profits in DP’s previously taxed earnings and profits
account are reclassified as section 959(c)(1) earnings
and profits pursuant to paragraph (e)(2)(iv) of this
section as a result of FC’s investment in United
States property and 50u of the 200u section 956
amount is excluded from DP’s gross income pur-
suant to §1.959–1(c)(2). Finally, the remaining 150u
section 956 amount equal to $165 (150u x 1.1) is
included in DP’s gross income pursuant to section
951(a)(1)(B) and the section 959(c)(1) earnings and
profits in DP’s previously taxed earnings and profits
account are increased from 50u to 200u pursuant
to paragraph (e)(2)(vii) of this section. Pursuant to
paragraph (e)(4) of this section, at the end of year
1, FC has section 959(c)(1) earnings and profits of
200u and non-previously taxed earnings and profits
of 250u. DP’s dollar basis in the previously taxed
earnings and profits account at the end of year 1 is
$215 (the $50 attributable to the reclassified 50u of
earnings and $165 attributable to the 150u of section
956 inclusion). See section 989(b)(4).

Example 4. Section 956 amount in following year.
(i) Facts. Assume the same facts as in Example 3,
except that in year 2, DP has an additional section
956 amount of 200u with respect to its stock in FC
and the spot exchange rate on December 31, year 2 is
1u = $1.20.

(ii) Analysis. As in Example 3, at the end of year
1, DP has a section 959(c)(1) earnings and profits ac-
count with respect to its stock in FC of 200u. Al-
though DP has 200u of section 959(c)(1) earnings and
profits in its previously taxed earnings and profits ac-
count with respect to its stock in FC, section 959(c)(1)
earnings and profits are generated by the inclusion
of a section 956 amount in a United States share-
holder’s gross income or the reclassification of sec-
tion 959(c)(2) earnings and profits to exclude a sec-
tion 956 amount from a United States shareholder’s
gross income and cannot be used to exclude any ad-
ditional section 956 amounts from a United States
shareholder’s gross income. Consequently, at the end
of year 2, the section 959(c)(1) earnings and profits in
DP’s previously taxed earnings and profits account
are increased from 200u to 400u pursuant to para-
graph (e)(2)(vii) of this section and the 200u section
956 amount is included in DP’s gross income pur-
suant to section 959(a)(1)(B). Pursuant to paragraph
(e)(4) of this section, at the end of year 2, FC has sec-
tion 959(c)(1) earnings and profits of 400u and non-
previously taxed earnings and profits of 50u. DP’s
dollar basis in its 200u of year 2 section 959(c)(1)
earnings and profits is $240.

Example 5. Section 951(a)(1)(A) inclusion and
distribution in following year. (i) Facts. Assume the
same facts as in Example 4, except that in year 3, FC
derives 250u of subpart F income, which is included
in DP’s income under section 951(a)(1)(A), makes
a 250u distribution to DP, and has 700u of current
and accumulated earnings and profits (before taking
into account distributions made during year 3). The
average exchange rate for year 3 is 1u = $1.10, so DP
includes $275 in income (250u x $1.10/1u).

(ii) Analysis. As in Example 4, at the end of year
2, DP has a previously taxed earnings and profits ac-
count with respect to its stock in FC of 400u of sec-
tion 959(c)(1) earnings and profits. At the end of
year 3, adjustments are made in the following or-
der. First, DP’s section 959(c)(2) earnings and profits
are increased from 0 to 250u pursuant to paragraph
(e)(2)(i) of this section as a result of the subpart F
inclusion. Then the section 959(c)(1) earnings and
profits in DP’s previously taxed earnings and prof-
its account are reduced from 400u to 150u and the
250u distribution to DP is excluded from DP’s gross
income pursuant to §1.959–1(c)(1). Pursuant to para-
graph (e)(4) of this section, at the end of year 3, FC
has 150u of section 959(c)(1) earnings and profits,
250u of section 959(c)(2) earnings and profits, and
50u of non-previously taxed earnings and profits. If
DP has not made the dollar basis pooling election de-
scribed in paragraph (b)(3)(ii) of this section, then the
250u distribution out of section 959(c)(1) earnings is
assigned a dollar basis of $293.75 ($240 basis in 200u
of year 2 earnings and $53.75 basis in 50u of year 1
earnings (50u/200u x $215)). DP’s remaining dol-
lar basis in the year 1 section 959(c)(1) earnings is
$161.25 ($215 - $53.75). If DP elected to maintain
the dollar basis of its previously taxed earnings and
profits account on a pooled basis as provided in para-
graph (b)(3)(ii) of this section, then the 250u distri-
bution out of section 959(c)(1) earnings is assigned a
dollar basis of $280.77 (250u/650u x ($215 + $240 +
$275)), and DP’s dollar basis in its remaining 400u
previously taxed earnings accounts is $449.23 ($730
- $280.77).
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Example 6. Distribution to a United States share-
holder and a foreign shareholder. (i) Facts. DP, a
United States shareholder, owns 70% and FP, a non-
resident alien, owns 30% of the only class of stock in
FC, a CFC that uses the U.S. dollar as its functional
currency. Both DP and FC use the calendar year as
their taxable year. During year 1, FC derives $100x
of subpart F income, $70x of which is included in
DP’s gross income under section 951(a)(1)(A). FC’s
current and accumulated earnings and profits (before
taking into account distributions made during year 1)
are $500x. Also, during year 1, FC distributes $50x
of earnings and profits, $35x distribution to DP and
$15x distribution to FP.

(ii) Analysis. At the end of year 1, the section
959(c)(2) earnings and profits in DP’s previously
taxed earnings and profits account are increased from
$0 to $70x, pursuant to paragraph (e)(2)(i) of this
section as a result of the subpart F inclusion. The
section 959(c)(2) earnings and profits in DP’s pre-
viously taxed earnings and profits account are then
reduced from $70x to $35x, pursuant to paragraph
(e)(2)(ii) of this section as a result of the distribution.
Pursuant to paragraph (e)(4) of this section, at the
end of year 1, FC has section 959(c)(2) earnings and
profits of $35x and non-previously taxed earnings
and profits of $415x .

Example 7. Intercorporate Distribution. (i)
Facts. DP, a United States shareholder, owns 70%
and FP, a nonresident alien, owns 30% of the only
class of stock in FC, a CFC. FC owns 100% of the
only class of stock in FS, a CFC. FC uses the “u”
as its functional currency and FS uses the “y” as
its functional currency. DP, FC, and FS all use the
calendar year as their taxable year. During year 1, FS
derives 100y of subpart F income. The average y:$
exchange rate for year 1 is 1y = $1. On December 31,
year 2, FS distributes 100y to FC. The y:u exchange
rate on December 31, year 2, is 1y = 0.5u.

(ii) Analysis. (A) Year 1. At the end of year
1, DP’s pro rata share of 70y of subpart F income
is included in DP’s gross income pursuant to sec-
tion 951(a)(1)(A)(i) and the section 959(c)(2) earn-
ings and profits in DP’s previously taxed earnings and
profits account with respect to the stock it indirectly
owns in FS are correspondingly increased from 0 to
70y pursuant to paragraph (e)(2)(i) of this section as
a result of the subpart F income. The dollar basis of
the previously taxed earnings and profits in DP’s ac-
count with respect to its stock in FS is $70. At the
end of year 2, FS has section 959(c)(2) earnings and
profits of 70y and non-previously taxed earnings and
profits of 30y.

(B) Year 2. Upon the distribution of 100y = 50u
from FS to FC on December 31, year 2, the sec-
tion 959(c)(2) earnings and profits in DP’s previously
taxed earnings and profits account with respect to the
stock it indirectly owns in FS are reduced from 70y
to 0 and the section 959(c)(2) earnings and profits in
DP’s earnings and profits account with respect to its
stock in FC are correspondingly increased from 0 to
35u pursuant to paragraph (e)(3) of this section. The
entire 100y = 50u distribution is excluded from FC’s
income for purposes of determining FC’s subpart F
income under section 951(a) for year 2 with respect
to DP pursuant to §1.959–2(a)(1). Pursuant to para-
graph (e)(4) of this section, at the end of year 2, FS has
0 earnings and profits and FC has section 959(c)(2)
earnings and profits of 35u and non-previously taxed

earnings and profits of 15u. DP’s dollar basis in its
35u of section 959(c)(2) earnings and profits in its
earnings and profits account with respect to its stock
in FC is $70, carried over from DP’s original dollar
basis in its 70y of section 959(c)(2) earnings and prof-
its in its previously taxed earnings and profits account
with respect to its stock in FS.

Example 8. Sale of CFC stock. (i) Facts. DP1,
a United States shareholder, owns 100% of the only
class of stock in FC, a CFC. At the beginning of year
1, DP1 has a zero basis in its stock in FC. Both DP1
and FC use the calendar year as their taxable year. FC
uses the U.S. dollar as its functional currency. During
year 1, FC derives $100x of subpart F income and
$100x of other income. On December 31 of year 1,
DP1 sells all of its stock in FC to DP2, a U.S. person
for $200x. Year 1 is a year beginning on or after
December 31, 1962.

(ii) Analysis. First, DP1 includes the $100x
of subpart F income in gross income under sec-
tion 951(a)(1)(A). The section 959(c)(2) earnings
and profits in DP1’s previously taxed earnings and
profits account with respect to its stock in FC are
increased from $0 to $100x pursuant to paragraph
(e)(2)(i) of this section and DP1’s basis in its FC
stock is increased from $0 to $100x pursuant to
§1.961–1(b). FC’s section 959(c)(2) earnings and
profits are increased from $0 to $100x and its
non-previously taxed earnings and profits are corre-
spondingly increased from $0 to $100x pursuant to
paragraph (e)(4) of this section. Then pursuant to
section 1248(a), because FC has $100x of non-pre-
viously taxed earnings and profits attributable to
DP1’s stock that are attributable to a taxable year
beginning on or after December 31, 1962 during
which FC was a CFC and DP1 owned its stock in FC,
the $100x of gain recognized by DP1 on the sale of
its stock ($200x proceeds - $100x basis) is included
in DP1’s gross income as a dividend. Consequently,
the section 959(c)(2) earnings and profits in DP1’s
previously taxed earnings and profits account with
respect to its stock in FC are increased from $100x to
$200x pursuant to paragraph (e)(2)(i) of this section.
Upon the sale, DP2 acquires from DP1 a previously
taxed earnings and profits account with respect to
the FC stock of $200x of section 959(c)(2) earnings
and profits and takes a cost basis of $200x in the FC
stock pursuant to section 1012.

(f) Special rule for shareholders with
more than one previously taxed earnings
and profits account.—(1) Adjustments for
distributions. If a covered shareholder
owns (within the meaning of section
958(a)) more than one share of stock in
a foreign corporation as of the last day
of the foreign corporation’s taxable year,
to the extent that the total amount of any
distributions of earnings and profits made
with respect to any particular share for the
foreign corporation’s taxable year would
exceed the previously taxed earnings and
profits account with respect to such share
(an excess distribution amount), the fol-
lowing adjustments shall be made:

(i) Adjustment of other accounts. The
covered shareholder’s previously taxed
earnings and profits accounts with respect
to the shareholder’s other shares of stock
in the foreign corporation that are owned
by the covered shareholder as of the last
day of the CFC’s taxable year shall be
decreased, in the aggregate, by an amount
equal to such excess distribution amount,
but not below zero. Such decrease shall
be made on a pro rata basis by reference
to the amount of the previously taxed
earnings and profits in those other ac-
counts and shall be allocated to the section
959(c)(1) and (c)(2) earnings and profits
in those accounts in the same manner as a
distribution is allocated to such earnings
and profits pursuant to the rules of section
959(c) and paragraph (e)(2)(ii)(A) of this
section.

(ii) Adjustment of deficient account.
The covered shareholder’s previously
taxed earnings and profits account for the
first-mentioned share of stock shall cor-
respondingly be increased by the same
amount, and then shall be adjusted to zero
as provided under paragraph (e)(2)(ii)(B)
of this section.

(2) Adjustments for section 956
amounts. If a United States shareholder,
who owns more than one share of stock
in a CFC as of the last day of the CFC’s
taxable year, has a section 956 amount
with respect to its stock in the CFC for a
taxable year, to the extent that the section
956 amount with respect to any partic-
ular share of stock exceeds the section
959(c)(2) earnings and profits in such
shareholder’s previously taxed earnings
and profits account with respect to such
share (an excess section 956 amount), the
covered shareholder’s section 959(c)(2)
earnings and profits in its previously taxed
earnings and profits accounts with respect
to its other shares of stock that are owned
by the United States shareholder on the
last day of the CFC’s taxable year shall be
reclassified as section 959(c)(1) earnings
and profits, in the aggregate, by an amount
equal to such excess section 956 amount.
Such reclassification shall be made on a
pro rata basis by reference to the amount
of the section 959(c)(2) earnings and
profits in each of the United States share-
holder’s other previously taxed earnings
and profits accounts with respect to its
stock in the CFC prior to reclassification
under this paragraph (f)(2).
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(3) Examples. The application of this
paragraph (f) is illustrated by the following
examples:

Example 1. Two blocks of stock. (i) Facts. DP,
a United States shareholder, owns two blocks, block
1 and block 2, of shares of class A stock in FC, a
CFC that uses the U.S. dollar as its functional cur-
rency. Both DP and FC use the calendar year as
their taxable year. Entering year 1, DP has a pre-
viously taxed earnings and profits account with re-
spect to its block 1 shares consisting of $25x of sec-
tion 959(c)(2) earnings and profits and a previously
taxed earnings and profits account with respect to its
block 2 shares consisting of $65x of section 959(c)(2)
earnings and profits. Entering year 1, FC has section
959(c)(2) earnings and profits of $90x and non-pre-
viously taxed earnings and profits of $200x. During
year 1, FC makes a distribution of earnings and prof-
its on its Class A stock of $50x on each of block 1
and block 2.

(ii) Analysis. First, as a result of the distribution,
the section 959(c)(2) earnings and profits in DP’s pre-
viously taxed earnings and profits account with re-
spect to block 1 are decreased from $25x to $0 and the
section 959(c)(2) earnings and profits in DP’s previ-
ously taxed earnings and profits account with respect
to block 2 are decreased from $65x to $15x pursuant
to paragraph (e)(2)(ii) of this section. Because there
are insufficient previously taxed earnings and profits
with respect to block 1, DP may access its excess pre-
viously taxed earnings and profits with respect to its
block 2 stock, after taking into account any distribu-
tions or section 956 amounts with respect to block 2.
Accordingly, the section 959(c)(2) earnings and prof-
its in DP’s previously taxed earnings and profits ac-
count with respect to block 2 are decreased from $15x
to $0 pursuant to paragraphs (e)(2)(v) and (f)(1)(i) of
this section and the section 959(c)(2) earnings and
profits in DP’s previously taxed earnings and prof-
its account with respect to block 2 are increased from
$0 to $15x and then decreased from $15x to $0 pur-
suant to paragraphs (e)(2)(ii)(B) and (f)(1)(ii) of this
section. The $40x ($25x + $15x) of the distribution
with respect to block 1 and $50x of the distribution
with respect to block 2 are excluded from DP’s gross
income pursuant to §1.959–1(c)(1). The remaining
$10x of the distribution of earnings and profits with
respect to block 1 is included in DP’s gross income as
a dividend. Pursuant to paragraph (e)(4) of this sec-
tion, at the end of year 1, FC has section 959(c)(2)
earnings and profits of $0 and non-previously taxed
earnings and profits of $190x.

Example 2. Multiple classes of stock. (i) Facts.
Assume the same facts as in Example 1, except that
DP also owns a block, block 3, of class B stock in FC.
Entering year 1, DP has a previously taxed earnings
and profits account with respect to block 3 consisting
of $60x of section 959(c)(2) earnings and profits. En-
tering year 1, FC has $150x of section 959(c)(2) earn-
ings and profits and $200x of non-previously taxed
earnings and profits.

(ii) Analysis. First, as in Example 1, the sec-
tion 959(c)(2) earnings and profits in DP’s previously
taxed earnings and profits account with respect to
block 1 are decreased from $25x to $0 and the sec-
tion 959(c)(2) earnings and profits in DP’s previously
taxed earnings and profits account with respect to
block 2 are decreased from $65x to $15x pursuant
to paragraph (e)(2)(ii) of this section. Because there

are insufficient previously taxed earnings and prof-
its with respect to block 1, DP may access its ex-
cess previously taxed earnings and profits with re-
spect to block 2 and block 3, after taking into ac-
count any distributions or section 956 amounts with
respect to those blocks. In addition, the previously
taxed earnings and profits from blocks 2 and 3 are
decreased pro rata based on the relative previously
taxed earnings and profits in the previously taxed
earnings and profits accounts with respect to both
blocks after taking into account any distributions or
section 956 amounts with respect to those blocks.
Thus, the section 959(c)(2) earnings and profits in
DP’s previously taxed earnings and profits account
with respect to block 2 are decreased from $15x to
$10x ($15x/$75x x $25x) and the section 959(c)(2)
earnings and profits in DP’s previously taxed earn-
ings and profits account with respect to block 3 are
decreased from $60x to $40x ($60x/$75x x $25x) pur-
suant to paragraphs (e)(2)(v) and (f)(1)(i) of this sec-
tion. The section 959(c)(2) earnings and profits in
DP’s previously taxed earnings and profits account
with respect to block 1 are increased from $0 to $25x
and then decreased from $25x to $0 pursuant to para-
graphs (e)(2)(ii)(B) and (f)(1)(ii) of this section. The
entire $50x distribution with respect to block 1 and
$50x distribution with respect to block 2 are excluded
from DP’s gross income pursuant to §1.959–1(c)(1).
Pursuant to paragraph (e)(4) of this section, at the end
of year 1, FC has section 959(c)(2) earnings and prof-
its of $50x and non-previously taxed earnings and
profits of $200x.

Example 3. Distribution in excess of aggregate
previously taxed earnings and profits. (i) Facts. As-
sume the same facts as in Example 2, except that
instead of a total distribution of $100x on Class A
shares in year 1, FC makes a total distribution of
$200x on its Class A shares in year 1, consisting of a
$100x distribution to block 1 and a $100 distribution
to block 2.

(ii) Analysis. First, as a result of the distribution,
the section 959(c)(2) earnings and profits in DP’s pre-
viously taxed earnings and profits account with re-
spect to block 1 are decreased from $25x to $0 and the
section 959(c)(2) earnings and profits in DP’s previ-
ously taxed earnings and profits account with respect
to block 2 are decreased from $65x to $0 pursuant to
paragraph (e)(2)(ii) of this section. Because there are
insufficient previously taxed earnings and profits in
DP’s previously taxed earning and profits accounts
with respect to blocks 1 and 2, DP may access its ex-
cess previously taxed earnings and profits in its previ-
ously taxed earnings and profits account with respect
to block 3 after taking into account any distributions
or section 956 amounts with respect to block 3. Con-
sequently, the section 959(c)(2) earnings and profits
in DP’s previously taxed earnings and profits account
with respect to block 3 are decreased from $60x to
$0 pursuant to paragraphs (e)(2)(v) and (f)(1)(i) of
this section. Of the total $200x distribution from FC
to DP, $150x is excluded from DP’s gross income
pursuant to §1.959–1(c)(1). The remaining $50x of
the distribution is included in DP’s gross income pur-
suant to section 951(a)(1)(A). Pursuant to paragraph
(e)(4) of this section, at the end of year 1, FC has sec-
tion 959(c)(2) earnings and profits of $0 and non-pre-
viously taxed earnings and profits of $150x.

Example 4. Sale. (i) Facts. Assume the same
facts as in Example 2, except that DP sells block 3
before the end of year 1.

(ii) Analysis. First, as in Example 2, the distribu-
tion results in a decrease of the section 959(c)(2) earn-
ings and profits in DP’s previously taxed earnings and
profits account with respect to block 1 from $25x to
$0 and the section 959(c)(2) earnings and profits in
DP’s previously taxed earnings and profits account
with respect to block 2 from $65x to $15x pursuant
to paragraph (e)(2)(ii) of this section. Because DP
does not own block 3 on the last day of year 1, DP
cannot use the previously taxed earnings and profits
account with respect to block 3 to exclude a distribu-
tion in that year to block 1 or 2 from gross income.
Therefore, the section 959(c)(2) earnings and profits
in DP’s previously taxed earnings and profits account
with respect to block 2 are decreased from $15x to $0
pursuant to paragraphs (e)(2)(v) and (f)(1)(i) of this
section and the section 959(c)(2) earnings and prof-
its in DP’s previously taxed earnings and profits ac-
count with respect to block 1 are increased from $0
to $15x and then decreased from $15x to $0 pursuant
to paragraphs (e)(2)(ii)(B) and (f)(1)(ii) of this sec-
tion. The $40x ($25x + $15x) of the distribution with
respect to block 1 and $50x of the distribution with re-
spect to block 2 are excluded from DP’s gross income
pursuant to §1.959–1(c)(1). The remaining $10x of
the distribution with respect to block 1 is included in
DP’s gross income as a dividend. Pursuant to para-
graph (e)(4) of this section, at the end of year 1, FC
has section 959(c)(2) earnings and profits of $60x and
non-previously taxed earnings and profits of $190x.

Example 5. Section 956 amount. (i) Facts. As-
sume the same facts as in Example 2, except that, in
addition, during year 1, FC has a section 956 amount
of $30x, $5x of which is allocable to each of blocks
1 and 2, and $20x of which is allocable to block 3.

(ii) Analysis. Pursuant to paragraph (f)(2) of
this section, account adjustments are made for the
distribution from FC before any account adjustments
are made for the section 956 amount. After account
adjustments are made for the distribution from FC
as illustrated in Example 2, DP has a previously
taxed earnings and profits account with respect to
each block as follows: block 1: $0, block 2: $10x of
section 959(c)(2) earnings and profits, block 3: $40x
of section 959(c)(2) earnings and profits. As a result
of the section 956 amount with respect to block 2,
pursuant to paragraph (e)(2)(vi) of this section, $5x
of DP’s section 959(c)(2) earnings and profits in its
previously taxed earnings and profits account with
respect to block 2 is reclassified as section 959(c)(1)
earnings and profits. Consequently, block 2 is left
with a previously taxed earnings and profits account
consisting of $5x of section 959(c)(1) earnings and
profits and $5x of section 959(c)(2) earnings and
profits. In addition, pursuant to paragraph (e)(2)(vi)
of this section, $20x of DP’s section 959(c)(2) earn-
ings and profits in its previously taxed earnings
and profits account with respect to block 3 are re-
classified as section 959(c)(1) earnings and profits.
Consequently, block 3 is left with a previously taxed
earnings and profits account consisting of $20x of
section 959(c)(1) earnings and profits and $20x of
section 959(c)(2) earnings and profits. The total
$25x section 956 amount with respect to blocks 2
and 3 is excluded from DP’s gross income pursuant
to §1.959–1(c)(2). Because there are insufficient
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previously taxed earnings and profits in the previ-
ously taxed earnings and profits account with respect
to block 1, DP may access its excess previously
taxed earnings and profits in the previously taxed
earnings and profits accounts with respect to blocks
2 and 3 after taking into account any distributions or
section 956 amounts with respect to those blocks. In
addition, the previously taxed earnings and profits
in the previously taxed earnings and profits accounts
with respect to blocks 2 and 3 are reclassified pro
rata based on the relative previously taxed earn-
ings and profits in those accounts after taking into
account any distributions or section 956 amounts
with respect to those blocks. Accordingly, pursuant
to paragraphs (e)(2)(vi) and (f)(2) of this section,
an additional $1x ($5x/$25x x $5x) of the section
959(c)(2) earnings and profits in DP’s previously
taxed earnings and profits account with respect to
block 2 are reclassified as section 959(c)(1) earnings
and profits and an additional $4x ($20x/$25x x $5x)
of the section 959(c)(2) earnings and profits in DP’s
previously taxed earnings and profits account with
respect to block 3 are reclassified as section 959(c)(1)
earnings and profits. The $5x section 956 amount
with respect to block 1 is also excluded from DP’s
gross income pursuant to §1.959–1(c)(2). At the
end of year 1, DP’s previously taxed earnings and
profits accounts with respect to its various blocks of
stock are as follows: block 1 has no previously taxed
earnings and profits, block 2 has $6x ($5x + $1x) of
section 959(c)(1) earnings and profits and $4x ($5x
- $1x) of section 959(c)(2) earnings and profits and
block 3 has $24x ($20x + $4x) of section 959(c)(1)
earnings and profits and $16x ($20x - $4x) of section
959(c)(2) earnings and profits. Pursuant to paragraph
(e)(4) of this section, at the end of year 1, FC has
$30x of section 959(c)(1) earnings and profits, $20x
of section 959(c)(2) earnings and profits, and $200x
of non-previously taxed earnings and profits.

(g) Special rule for shareholder in-
cluded in a consolidated group—(1) Ad-
justments for distributions—(i) In general.
In the case of a covered shareholder who is
a member of a consolidated group, to the
extent that the total amount of any distribu-
tions of earnings and profits with respect
to such covered shareholder’s stock in a
foreign corporation during such foreign
corporation’s taxable year would ex-
ceed the covered shareholder’s previously
taxed earnings and profits account with
respect to all of the covered shareholder’s
stock of the foreign corporation (an excess
distribution amount) the previously taxed
earnings and profits accounts of the cov-
ered shareholder and of the other members
of the covered shareholder’s consolidated
group that own stock in the same foreign
corporation and are members of the cov-
ered shareholder’s consolidated group on
the last day of the foreign corporation’s
taxable year shall be adjusted as follows.

(A) Adjustment of other members’ ac-
counts. The previously taxed earnings and

profits accounts of the other members of
the consolidated group that own (within
the meaning of section 958(a)) stock in
the same foreign corporation and are mem-
bers of the covered shareholder’s consol-
idated group on the last day of the for-
eign corporation’s taxable year shall be de-
creased, in the aggregate, by the amount
of such excess distribution amount, but not
below zero. Such decrease shall be made
on a pro rata basis by reference to the
amount of such other members’ previously
taxed earnings and profits accounts and
shall be allocated to the section 959(c)(1)
and (c)(2) earnings and profits in such ac-
counts in the same manner as a distribution
is allocated to such earnings and profits
pursuant to section 959(c) and paragraph
(e)(2)(ii)(A) of this section.

(B) Adjustment of the deficient account.
The deficient previously taxed earnings
and profits account of such covered share-
holder shall correspondingly be increased
by the same amount, and then adjusted to
zero under paragraph (e)(2)(ii)(B) of this
section.

(ii) Insufficient previously taxed earn-
ings and profits. If more than one mem-
ber of the consolidated group is a covered
shareholder that has an excess distribution
amount with respect to all of its stock in
the foreign corporation and there is insuffi-
cient previously taxed earnings and profits
available in the previously taxed earnings
and profits accounts of other consolidated
group members to exclude the combined
excess distribution amounts of the cov-
ered shareholders, the other consolidated
group members’ previously taxed earnings
and profits shall be allocated between the
covered shareholders’ deficient previously
taxed earnings and profits accounts in pro-
portion to each covered shareholder’s ex-
cess distribution amount.

(2) Adjustments for section 956
amounts—(i) In general. If a United States
shareholder, who is a member of a con-
solidated group, has a section 956 amount
with respect to its stock in a CFC for a
taxable year, to the extent that the section
956 amount exceeds the section 959(c)(2)
earnings and profits in such United States
shareholder’s previously taxed earnings
and profits accounts with respect to all of
its stock in the CFC (an excess section 956
amount), the section 959(c)(2) earnings
and profits in the previously taxed earn-
ings and profits accounts of consolidated

group members, who are members of the
United States shareholder’s consolidated
group on the last day of the CFC’s taxable
year, with respect to their stock in the CFC
shall be reclassified as section 959(c)(1)
earnings and profits, in the aggregate, by
an amount equal to such excess section
956 amount. The amount that is reclassi-
fied with respect to each such account of
such other members shall be proportionate
to the amount of section 959(c)(2) earn-
ings and profits in those accounts prior to
reclassification under this paragraph (g).

(ii) Insufficient section 959(c)(2) earn-
ings and profits. If more than one mem-
ber of the consolidated group is a United
States shareholder that has an excess sec-
tion 956 amount with respect to its stock
in the CFC for the taxable year and there
is insufficient aggregate section 959(c)(2)
earnings and profits in other consolidated
group members’ previously taxed earnings
and profits accounts to exclude the com-
bined excess section 956 amounts of the
United States shareholders, the amount of
any consolidated group members’ section
959(c)(2) earnings and profits that are re-
classified on behalf of each United States
shareholder shall be proportionate to the
excess section 956 amount for each such
United States shareholder.

(3) Stock basis adjustments of members.
See §1.1502–32 for rules addressing in-
vestment adjustments resulting from the
application of this paragraph.

(4) Examples. The application of this
paragraph (g) is illustrated by the follow-
ing examples:

Example 1. Two consolidated group members. (i)
Facts. DP1, a United States shareholder, owns one
block, block 1, of shares of Class A stock in FC, a
CFC that uses the U.S. dollar as its functional cur-
rency. DP2, a United States shareholder and a mem-
ber of DP1’s consolidated group, owns one block,
block 2, of shares of Class A stock in FC. DP1, DP2
and FC all use the calendar year as their taxable year
and FC uses the U.S. dollar as its functional currency.
Entering year 1, DP1 has a previously taxed earnings
and profits account with respect to block 1 consist-
ing of $50x of section 959(c)(2) earnings and profits
and DP2 has a previously taxed earnings and profits
account with respect to block 2 consisting of $200x
of section 959(c)(2) earnings and profits. Entering
year 1, FC has section 959(c)(2) earnings and prof-
its of $250x and non-previously taxed earnings and
profits of $100x. In year 1, FC generates no earnings
and profits and makes a distribution of earnings and
profits on its Class A stock, a $100x distribution of
earnings and profits to block 1 and a $100x distribu-
tion of earnings and profits to block 2.

(ii) Analysis. First, pursuant to paragraph
(e)(2)(ii) of this section, the section 959(c)(2) earn-
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ings and profits in DP1’s previously taxed earnings
and profits account with respect to block 1 are de-
creased from $50x to $0 and the section 959(c)(2)
earnings and profits in DP2’s previously taxed earn-
ings and profits account with respect to block 2 are
decreased from $200x to $100x. Then, pursuant to
paragraphs (e)(2)(v) and (g)(1)(i)(A) of this section,
the section 959(c)(2) earnings and profits in DP2’s
previously taxed earnings and profits account with
respect to block 2 are decreased from $100x to
$50x and, pursuant to paragraphs (e)(2)(ii)(B) and
(g)(1)(i)(B) of this section, the section 959(c)(2)
earnings and profits in DP1’s previously taxed earn-
ings and profits account with respect to block 1
are increased from $0 to $50x and then decreased
from $50x to $0. Pursuant to section 959(a) and
§1.959–1(c), the entire $100x distribution to block
1 and $100x distribution to block 2 are excluded
from DP1’s and DP2’s gross incomes respectively.
Pursuant to paragraph (e)(4) of this section, at the
end of year 1, FC has section 959(c)(2) earnings and
profits of $50x and non-previously taxed earnings
and profits of $100x.

Example 2. Two consolidated group members;
multiple classes of stock. (i) Facts. Assume the same
facts as in Example 1, except that DP1 also owns
one block, block 3, of shares of class B stock in FC.
DP1 has a previously taxed earnings and profits ac-
count with respect to block 3 consisting of $40x of
section 959(c)(2) earnings and profits. Entering year
1, FC has section 959(c)(2) earnings and profits of
$290x and non-previously taxed earnings and profits
of $100x.

(ii) Analysis. First, pursuant to paragraph
(e)(2)(ii) of this section, the section 959(c)(2) earn-
ings and profits in DP1’s previously taxed earnings
and profits account with respect to block 1 are de-
creased from $50x to $0 and the section 959(c)(2)
earnings and profits in DP2’s previously taxed earn-
ings and profits account with respect to block 2 are
decreased from $200x to $100x. Then, pursuant to
paragraphs (e)(2)(v) and (f)(1)(i) of this section, the
section 959(c)(2) earnings and profits in DP1’s previ-
ously taxed earnings and profits account with respect
to block 3 are decreased from $40x to $0 and, pur-
suant to paragraphs (e)(2)(ii)(B) and (f)(1)(ii) of this
section, the section 959(c)(2) earnings and profits in
DP1’s previously taxed earnings and profits account
with respect to block 1 are increased from $0 to $40x
and then decreased from $40x to $0. Finally, pur-
suant to paragraphs (e)(2)(v) and (g)(1)(i)(A) of this
section, the section 959(c)(2) earnings and profits in
DP2’s previously taxed earnings and profits account
with respect to block 2 are decreased from $100x
to $90x and, pursuant to paragraphs (e)(2)(ii)(B)
and (g)(1)(i)(B) of this section, the section 959(c)(2)
earnings and profits in DP1’s previously taxed earn-
ings and profits account with respect to block 1
are increased from $0 to $10x and then decreased
from $10x to $0. Pursuant to section 959(a) and
§1.959–1(c), the entire $100x distribution to block
1 and $100x distribution to block 2 are excluded
from DP1’s and DP2’s gross incomes respectively.
Pursuant to paragraph (e)(4) of this section, at the
end of year 1, FC has section 959(c)(2) earnings and
profits of $90x and non-previously taxed earnings
and profits of $100x.

Example 3. Three consolidated group members;
multiple classes of stock. (i) Facts. Assume the same

facts as in Example 2, except that DP3, a United
States shareholder and a member of DP1’s consoli-
dated group, owns one block, block 4, of shares of
class B stock in FC. DP3 has a previously taxed earn-
ings and profits account with respect to block 4 con-
sisting of $25x of section 959(c)(2) earnings and prof-
its. Entering year 1, FC has section 959(c)(2) earn-
ings and profits of $315x and non-previously taxed
earnings and profits of $100x.

(ii) Analysis. First, pursuant to paragraph
(e)(2)(ii) of this section, the section 959(c)(2) earn-
ings and profits in DP1’s previously taxed earnings
and profits account with respect to block 1 are de-
creased from $50x to $0 and the section 959(c)(2)
earnings and profits in DP2’s previously taxed earn-
ings and profits account with respect to block 2 are
decreased from $200x to $100x. Then, pursuant
to paragraphs (e)(2)(v) and (f)(1)(i) of this section,
the section 959(c)(2) earnings and profits in DP1’s
previously taxed earnings and profits account with
respect to block 3 are decreased from $40x to $0 and,
pursuant to paragraphs (e)(2)(ii)(B) and (f)(1)(ii) of
this section, the section 959(c)(2) earnings and prof-
its in DP1’s previously taxed earnings and profits
account with respect to block 1 are increased from $0
to $40x and then decreased from $40x to $0. Finally,
pursuant to paragraphs (e)(2)(v) and (g)(1)(i)(A)
of this section, the section 959(c)(2) earnings and
profits in DP2’s and DP3’s previously taxed earnings
and profits accounts with respect to blocks 2 and 4
are decreased pro rata from $100x to $92x and from
$25x to $23x respectively, and, pursuant to para-
graphs (e)(2)(ii)(B) and (g)(1)(i)(B) of this section,
the section 959(c)(2) earnings and profits in DP1’s
previously taxed earnings and profits account with
respect to block 1 are increased from $0 to $10x and
then decreased from $10x to $0. Pursuant to section
959(a) and §1.959–1(c), the entire amounts of the
$100x distribution to block 1 and the $100x distribu-
tion to block 2 are excluded from DP1’s and DP2’s
gross incomes respectively. Pursuant to paragraph
(e)(4) of this section, at the end of year 1, FC has
section 959(c)(2) earnings and profits of $115x and
non-previously taxed earnings and profits of $100x.

Example 4. Section 956 Amount. (i) Facts. As-
sume the same facts as in Example 3, except that in-
stead of a distribution of 200x on its class A stock, FC
has a section 956 amount for year 1 of $180x, 45x of
which is allocable to each of blocks 1 through 4.

(ii) Analysis. First, pursuant to paragraph
(e)(2)(iv) of this section, the section 959(c)(2)
earnings and profits in each shareholder’s previously
taxed earnings profits account are reclassified as
section 959(c)(1) earnings and profits leaving each
block of stock with the following account: block 1:
$45x of section 959(c)(1) earnings and profits, $5x of
section 959(c)(2) earnings and profits; block 2: $45x
of section 959(c)(1) earnings and profits and $155x
of section 959(c)(2) earnings and profits; block 3:
$40x of section 959(c)(1) earnings and profits and
$0 of section 959(c)(2) earnings and profits; block
4: $25x of section 959(c)(1) earnings and profits
and $0 of section 959(c)(2) earnings and profits.
After the above reclassifications, DP1 has an excess
section 956 amount of $5x with respect to block
3. Therefore, pursuant to paragraphs (e)(2)(vi) and
(f)(2) of this section, the remaining $5x of section
959(c)(2) earnings and profits in DP1’s previously
taxed earnings and profits account with respect to

block 1 are reclassified as section 959(c)(1) earn-
ings and profits, leaving DP1 with $50x of section
959(c)(1) earnings and profits and $0 of section
959(c)(2) earnings and profits in its previously taxed
earnings and profits account with respect to block
1. The entire $45x section 956 amount with respect
to blocks 1 and 3 are excluded from DP1’s gross
income pursuant to paragraph (c)(2) of this section.
After the above reclassifications, DP3 has an excess
section 956 amount of $20x with respect to block
4. Therefore, pursuant to paragraphs (e)(2)(vi) and
(g)(2)(i) of this section, $20x of the section 959(c)(2)
earnings and profits in DP2’s previously taxed earn-
ings and profits account with respect to block 2 are
reclassified as section 959(c)(1) earnings and profits,
leaving DP2 with $65x of section 959(c)(1) earnings
and profits and $135x of section 959(c)(2) earnings
and profits. The entire $45x section 956 amount with
respect to blocks 2 and 4 are excluded from DP2’s
and DP3’s gross incomes, respectively, pursuant to
§1.959–1(c)(2). Pursuant to paragraph (e)(4) of this
section, at the end of year 1, FC has section 959(c)(1)
earnings and profits of $180x, section 959(c)(2)
earnings and profits of $135x, and non-previously
taxed earnings and profits of $100x.

Example 5. Ex-member. (i) Facts. DP1, a United
States shareholder, owns one block, block 1, of shares
of Class A stock in FC, a CFC that uses the U.S. dollar
as its functional currency. DP2 and DP3, both United
States shareholders and members of DP1’s consoli-
dated group, own one block each, blocks 2 and 3 re-
spectively, of shares of Class A stock in FC. DP1,
DP2, DP3 and FC all use the calendar year as their
taxable year. Entering year 1, DP1 has a previously
taxed earnings and profits account with respect to
block 1 consisting of $50x of section 959(c)(2) earn-
ings and profits, DP2 has a previously taxed earnings
and profits account with respect to block 2 consist-
ing of $100x of section 959(c)(2) earnings and profits,
and DP3 has a previously taxed earnings and profits
account with respect to block 3 consisting of $200x
of section 959(c)(2) earnings and profits. Entering
year 1, FC has section 959(c)(2) earnings and prof-
its of $350x and non-previously taxed earnings and
profits of $100x. On March 15 of year 1, FC makes
a distribution of earnings and profits on its Class A
stock consisting of a $100x distribution of earnings
and profits to each of blocks 1, 2 and 3. On July 4
of year 1, DP3 is sold to DP4, a United States person
who is not a member of the consolidated group, and
DP3 ceases to be a member of the consolidated group.

(ii) Analysis. First, pursuant to paragraph
(e)(2)(ii) of this section, the section 959(c)(2) earn-
ings and profits in DP1’s previously taxed earnings
and profits account with respect to block 1 are
decreased from $50x to $0, the section 959(c)(2)
earnings and profits in DP2’s previously taxed earn-
ings and profits account with respect to block 2
are decreased from $100x to $0, and the section
959(c)(2) earnings and profits in DP3’s previously
taxed earnings and profits account with respect to
block 3 are decreased from $200x to $100x. Because
DP3 was not a member of DP1’s consolidated group
on the last day of year 1, the remaining $100x of
section 959(c)(2) earnings and profits in DP3’s previ-
ously taxed earnings and profits account with respect
to its stock in FC cannot be used to exclude the re-
maining $50x distribution to DP1 from DP1’s gross
income. Consequently, pursuant to §1.959–1(c)(1),
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$50x of the distribution to block 1, the entire $100x
of the distribution to block 2, and the entire $100x of
the distribution to block 3 are excluded from DP1’s,
DP2’s, and DP3’s gross incomes respectively. The
remaining $50x distribution to DP1 is included in
DP1’s gross income pursuant to section 951(a)(1)(a).
Pursuant to paragraph (e)(4) of this section, at the
end of year 1, FC has section 959(c)(2) earnings and
profits of $150x and non-previously taxed earnings
and profits of $50x.

Example 6. Insufficient excess previously taxed
earnings and profits. (i) Facts. DP1, a United States
shareholder, owns one block, block 1, of shares of
Class A stock in FC, a CFC that uses the U.S. dollar
as its functional currency. DP2 and DP3, both United
States shareholders and members of DP1’s consoli-
dated group, own one block each, blocks 2 and 3 re-
spectively, of shares of Class A stock in FC. DP1,
DP2, DP3 and FC all use the calendar year as their
taxable year. Entering year 1, DP1 has a previously
taxed earnings and profits account with respect to
block 1 consisting of $40x of section 959(c)(2) earn-
ings and profits, DP2 has a previously taxed earnings
and profits account with respect to block 2 consist-
ing of $60x of section 959(c)(2) earnings and profits,
and DP3 has a previously taxed earnings and profits
account with respect to block 3 consisting of $150x
of section 959(c)(2) earnings and profits. Entering
year 1, FC has section 959(c)(2) earnings and prof-
its of $250x and non-previously taxed earnings and
profits of $100x. On March 15 of year 1, FC makes
a distribution of earnings and profits on its Class A
stock consisting of a $100x distribution of earnings
and profits to each of blocks 1, 2 and 3.

(ii) Analysis. First, pursuant to paragraph
(e)(2)(ii) of this section, the section 959(c)(2) earn-
ings and profits in DP1’s previously taxed earnings
and profits account with respect to block 1 are
decreased from $40x to $0, the section 959(c)(2)
earnings and profits in DP2’s previously taxed
earnings and profits account with respect to block
2 are decreased from $60x to $0, and the section
959(c)(2) earnings and profits in DP3’s previously
taxed earnings and profits account with respect to
block 3 are decreased from $150x to $50x. Then,
pursuant to paragraph (g)(1)(i)(A) of this section,
the section 959(c)(2) earnings and profits in DP3’s
previously taxed earnings and profits account with
respect to its stock in FC are reduced from $50x
to $0 and, pursuant to paragraphs (g)(1)(i)(B) and
(g)(1)(ii) of this section, the section 959(c)(2) earn-
ings and profits in DP1’s and DP2’s previously taxed
earnings and profits accounts with respect to their
stock in FC are increased from $0 to $30x ($60x
/$100x x $50x) and $0 to $20x ($40x/$100x x $50x)
respectively and then immediately reduced to $0.
Pursuant to §1.959–1(c), $70x ($40x + $30x) of
the distribution to DP1, $80x ($60x + $20x) of the
distribution to DP2, and $100x of the distribution to
DP3 are excluded from gross income. The remaining
$30x distributed to DP1 and $20x distributed to DP2
are included in gross income pursuant to section
951(a)(1)(A). Pursuant to paragraph (e)(4) of this
section, at the end of year 1, FC has non-previously
taxed earnings and profits of $50x.

(h) Adjustments in the case of redemp-
tions—(1) In general. In the case of a
foreign corporation’s redemption of stock

(a redemption distribution), the effect on
the covered shareholder’s previously taxed
earnings and profits account and on the
earnings and profits of the redeeming cor-
poration depends on whether the distribu-
tion is treated as a payment in exchange
for stock or as a distribution of property
to which section 301 applies. For the
treatment of deemed redemption distribu-
tions in transactions described in section
304(a)(1), see paragraph (h)(4) of this sec-
tion.

(2) Exchange treatment—(i) Effect on
foreign corporation’s earnings and prof-
its. In the case of a redemption distribution
that is treated as a payment in exchange
for stock under section 302(a) or section
303, the amount of the distribution prop-
erly chargeable to the earnings and prof-
its of the redeeming foreign corporation
is the amount determined under section
312(a), subject to the limitation in section
312(n)(7) and this paragraph (h)(2)(i). For
purposes of section 312(n)(7), the amount
properly chargeable to the earnings and
profits of the redeeming foreign corpora-
tion shall not exceed the sum of—

(A) The amount of the previously taxed
earnings and profits account with respect
to the redeemed shares of stock (without
adjustment for any income inclusion under
section 1248 resulting from the redemp-
tion); and

(B) A ratable portion of the redeeming
corporation’s non-previously taxed earn-
ings and profits. Such chargeable amount
of earnings and profits shall be allocated
to earnings and profits in accordance with
section 959(c) and this section.

(ii) Cessation of previously taxed earn-
ings and profits account. In the case of a
redemption distribution that is treated as
a payment in exchange for stock, the re-
deemed covered shareholder’s previously
taxed earnings and profits account with
respect to the redeemed shares ceases to
exist and is not transferred to any other
previously taxed earnings and profits ac-
count. In such a case, any previously taxed
earnings and profits in the redeemed cov-
ered shareholder’s previously taxed earn-
ings and profits account, after being re-
duced under paragraph (h)(2)(i) of this sec-
tion, become non-previously taxed earn-
ings and profits of the foreign corporation.

(iii) Examples. The application of this
paragraph (h)(2) is illustrated by the fol-
lowing examples:

Example 1. Complete redemption treated as
exchange; previously taxed earnings and profits
account is depleted. (i) Facts. DP, a United States
shareholder, owns 70% and FP, a nonresident alien
who is unrelated to DP under section 318, owns 30%
of the only class of stock in FC, a CFC that uses the
U.S. dollar as its functional currency. Both DP and
FC use the calendar year as their taxable year and
both DP and FC are wholly owned by the same do-
mestic corporation, USP. DP has a previously taxed
earnings and profits account consisting of $50x of
section 959(c)(2) earnings and profits with respect
to its stock in FC and DP has a $50 basis in its FC
stock pursuant to section 961(a). FC has $50x of
section 959(c)(2) earnings and profits and $50x of
non-previously taxed earnings and profits attribut-
able to taxable years of FC beginning on or after
December 31, 1962 during which FC was a CFC and
during which DP held its shares of stock in FC. FC
redeems all of DP’s stock for $100x in a redemption
that is treated as a payment in exchange for the stock
under section 302(a).

(ii) Analysis. DP includes $35x ($50x x 70%)
in gross income as a dividend pursuant to section
1248(a) as a result of the deemed exchange. FC ad-
justs its earnings and profits as a result of the ex-
change under paragraph (h)(2)(i) of this section in the
following manner: first, FC’s section 959(c)(2) earn-
ings and profits are reduced from $50x to $0; then,
FC’s non-previously taxed earnings and profits are
decreased from $50x to $15x to reflect DP’s $35x rat-
able share of FC’s non-previously taxed earnings and
profits. DP’s previously taxed earnings and profits
account ceases to exist and is not transferred to any
other previously taxed earnings and profits account.

Example 2. Complete redemption treated as
exchange; previously taxed earnings and profits
account is not depleted. (i) Facts. Assume the same
facts as Example 1, except that the amount of the
redemption distribution by FC to DP is $25x.

(ii) Analysis. DP recognizes a $25x loss as a re-
sult of the deemed exchange. FC’s section 959(c)(2)
earnings and profits are decreased from $50x to $25x,
pursuant to paragraph (h)(2)(i) of this section. DP’s
previously taxed earnings and profits account ceases
to exist, and the remaining $25x of section 959(c)(2)
earnings and profits in such account is not transferred
to any other previously taxed earnings and profits ac-
count. However, pursuant to paragraph (h)(2)(ii) of
this section, the $25x of previously taxed earnings
and profits is converted to non-previously taxed earn-
ings and profits of DC.

(3) Distribution treatment—(i) Adjust-
ment of shareholder previously taxed earn-
ings and profits accounts and foreign cor-
poration’s earnings and profits. In the case
of a redemption distribution by a foreign
corporation that is treated as a distribution
of property to which section 301 applies,
§1.959–1 and this section shall apply in the
same manner as they would apply to any
distribution of property to which section
301 applies.

(ii) Transfer to remaining shares. To
the extent that the previously taxed earn-
ings and profits account with respect to
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stock redeemed in a transaction described
in paragraph (h)(3)(i) of this section ex-
ceeds the amount chargeable to the earn-
ings and profits of the corporation under
the rules of that paragraph, the excess pre-
viously taxed earnings and profits shall be
reallocated to the previously taxed earn-
ings and profits accounts with respect to
the remaining stock in the foreign corpo-
ration in a manner consistent with, and in
proportion to, the proper adjustments of
the basis in the remaining shares pursuant
to §1.302–2(c).

(iii) Examples. The application of this
paragraph (h)(3) is illustrated by the fol-
lowing examples:

Example 1. Redemption in exchange for cash that
is treated as a distribution. (i) Facts. DP, a United
States shareholder, owns 100% of the stock in FC, a
CFC that uses the U.S. dollar as its functional cur-
rency. Both DP and FC use the calendar year as their
taxable year. DP owns two blocks of stock in FC,
block 1 and block 2. At the beginning of year 1, DP
has a previously taxed earnings and profits account
with respect to block 1 consisting of $50x of sec-
tion 959(c)(2) earnings and profits and FC has section
959(c)(2) earnings and profits of $50x and non-previ-
ously taxed earnings and profits of $100x. In year 1,
FC redeems block 1 for $100x in a redemption that is
treated as a distribution of property to which section
301 applies under section 302(d).

(ii) Analysis. The section 959(c)(2) earnings and
profits in DP’s previously taxed earnings and profits
account with respect to block 1 are reduced from $50x
to $0 and FC’s section 959(c)(2) earnings and profits
are correspondingly reduced from $50x to $0. The re-
maining $50x is included in DP’s gross income as a
dividend under section 301(c)(1) and FC’s non-pre-
viously taxed earnings and profits are reduced from
$100x to $50x.

Example 2. Redemption in exchange for cash that
is treated as a distribution. (i) Facts. Assume the
same facts as Example 1, except that DP is redeemed
for $25x.

(ii) Analysis. The section 959(c)(2) earnings and
profits in DP’s previously taxed earnings and profits
account with respect to block 1 are reduced from $50x
to $25x and FC’s section 959(c)(2) earnings and prof-
its are correspondingly reduced from $50x to $25x.
FC’s non-previously taxed earnings and profits re-
main at $100x. Pursuant to paragraph (h)(3)(ii) of
this section the remaining $25x of section 959(c)(2)
earnings and profits in DP’s previously taxed earn-
ings and profits account with respect to block 1 are
reallocated with respect to the remaining stock in FC
in a manner consistent with, and in proportion to, the
proper adjustments of the basis of the remaining FC
shares pursuant to §1.302–2(c).

(4) Section 304 transactions—(i)
Deemed redemption treated as a distri-
bution. In the case of a stock acquisition
described in section 304(a)(1), that is
treated as a distribution of property to
which section 301 applies, a covered
shareholder receiving an amount treated

as a distribution of earnings and profits
shall have a previously taxed earnings and
profits account with respect to stock in
each foreign corporation treated as dis-
tributing its earnings and profits under
section 304(b)(2), even if such person
did not otherwise have a previously taxed
earnings and profits account with respect
to stock in such corporation or corpora-
tions. In such a case, §1.959–1 and this
section shall apply in the same manner
as these regulations would apply to any
distribution to which section 301 applies.

(ii) Example. The application of this
paragraph (h)(4) is illustrated by the fol-
lowing example:

Example. Cross-chain acquisition of first-tier
CFC. (i) Facts. DP, a domestic corporation, owns
all of the stock in DS, a domestic corporation, and
F1, a CFC. DP and DS are members of the same
consolidated group. DS owns all of the stock in
F2, a CFC. DP, DS, F1 and F2 all use the calendar
year as their taxable year and F1 and F2 each use
the U.S. dollar as its functional currency. During
year 1, F1 purchases all the stock in F2 from DS for
$80x in a transaction described in section 304(a)(1).
At the end of year 1, before taking into account the
purchase of F2’s stock, DP has a previously taxed
earnings and profits account consisting of $20x of
section 959(c)(2) earnings and profits with respect to
its stock in F1, and F1 has previously taxed earnings
and profits consisting of $20x of section 959(c)(2)
earnings and profits and non-previously taxed earn-
ings and profits of $10x. At the end of year 1, before
taking into account the purchase of F2’s stock, DS
has a previously taxed earnings and profits account
consisting of $50x of section 959(c)(2) earnings and
profits with respect to its stock in F2, and F2 has
section 959(c)(2) earnings and profits of $50x and
non-previously taxed earnings and profits of $0.

(ii) Analysis. Under section 304(a)(1), DS is
deemed to have transferred the F2 stock to F1 in
exchange for F1 stock in a transaction to which
section 351(a) applies, and F1 is treated as having
redeemed, for $80x, the F1 stock deemed issued to
DS. The payment of $80x is treated as a distribution
of property to which section 301 applies. Under
section 304(b)(2), the determination of the amount
which is a dividend is made as if the distribution
were made, first, by F1 to the extent of its earnings
and profits ($30x), and then by F2 to the extent of
its earnings and profits ($50x). Before taking into
account the deemed distributions, DS had a previ-
ously taxed earnings and profits account consisting
of $50x of section 959(c)(2) earnings and profits with
respect to its stock in F2, and DP had a previously
taxed earnings and profits account consisting of
$20x of section 959(c)(2) earnings and profits with
respect to its stock in F1. Under paragraph (h)(4)(i)
of this section, DS has a previously taxed earnings
and profits account with respect to the stock in F1.
Under paragraph (g)(1)(i) of this section, the section
959(c)(2) earnings and profits in DP’s previously
taxed earnings and profits account with respect to the
F1 stock are reduced from $20x to $0 and the section
959(c)(2) earnings and profits in DS’s previously

taxed earnings and profits account with respect to
the F1 stock are increased from $0 to $20x. The dis-
tribution by F1 causes the section 959(c)(2) earnings
and profits in DS’s previously taxed earnings and
profits account with respect to F1 stock to be reduced
from $20x to $0, and causes F1’s section 959(c)(2)
earnings and profits to be reduced from $20x to $0
and its non-previously taxed earnings and profits
to be reduced from $10x to $0. The deemed distri-
bution by F2 causes the section 959(c)(2) earnings
and profits in DS’s previously taxed earnings and
profits account with respect to F2 stock to be reduced
from $50x to $0, and causes F2’s section 959(c)(2)
earnings and profits to be reduced from $50x to $0.
Of the distribution of $80x, $70x is excluded from
DS’s gross income pursuant to §1.959–1(c)(1), and
$10x is included in DS’s gross income as a dividend.

Par. 5. Section 1.959–4 is revised to
read as follows:

§1.959–4 Distributions of amounts
excluded under section 959(a).

Except as provided in section 960(a)(3)
and §1.960–1, any distribution excluded
from gross income of a covered share-
holder under section 959(a)(1) and
§1.959–1(c)(1) shall be treated, for pur-
poses of chapter 1 (relating to normal taxes
and surtaxes) of subtitle A (relating to in-
come taxes) of the Internal Revenue Code
as a distribution which is not a dividend,
except such a distribution shall immedi-
ately reduce earnings and profits.

Par. 6. Section 1.961–1 is revised to
read as follows:

§1.961–1 Increase in basis of stock in
CFCs and of other property.

(a) Definitions. See §1.959–1(b) for
a list of defined terms applicable to
§1.961–1 through §1.961–4.

(b) Increase in basis—(1) In general.
Except as provided in paragraphs (b)(2)
and (b)(3) of this section, the adjusted ba-
sis of a United States shareholder’s stock
in a CFC or property (as defined in para-
graph (c)(1) of this section) by reason of
the ownership of which such United States
shareholder is considered under section
958(a) as owning stock in a CFC shall be
increased under section 961(a) each time,
and to the extent that, such United States
shareholder’s previously taxed earnings
and profits account with respect to the
stock in that CFC is increased pursuant to
the steps outlined in §1.959–3(e)(2).

(2) Limitation on amount of increase in
case of election under section 962. [Re-
served].
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(3) Deemed inclusions under sections
1293(c) and 959(e). Paragraph (b)(1) of
this section shall not apply in the case of a
deemed section 951(a) inclusion pursuant
to section 1293(c) or 959(e).

(c) Rules of application—(1) Property
defined. The property of a United States
shareholder referred to in paragraph (b)(1)
of this section shall consist of—

(i) Stock in a foreign corporation;
(ii) An interest in a foreign partnership;

or
(iii) A beneficial or ownership interest

in a foreign estate or trust (as defined in
section 7701(a)(31)).

(2) Increase with respect to each share
or ownership unit. Any increase under
paragraph (b) of this section in the basis
of a United States shareholder’s stock in a
foreign corporation or property (as defined
in paragraph (c)(1) of this section) by rea-
son of the ownership of which such United
States shareholder is considered under sec-
tion 958(a) as owning stock in a foreign
corporation shall be made on a pro rata ba-
sis with respect to each share of such stock
or each ownership unit of such property.

(3) Translation rules. For purposes of
determining an increase in basis under this
section, in cases in which the previously
taxed earnings and profits account is main-
tained in a non-United States dollar func-
tional currency, section 951(a) inclusions
shall be translated into United States dol-
lars at the appropriate exchange rate as de-
scribed in section 989(b). Any other in-
crease in basis pursuant to paragraph (b)
of this section (for example, a basis in-
crease resulting from the application of
§1.959–3(f) or (g)) shall be in the amount
of the transferor’s dollar basis attributable
to the previously taxed earnings and prof-
its transferred.

(c) Examples. The application of this
section is illustrated by the following ex-
amples:

Example 1. Basis adjustment for income inclu-
sion. (i) Facts. DP, a United States shareholder, owns
800 of the 1,000 shares of the one class of stock in FC
and has a basis of $50 in each of its shares. DP and
FC use the calendar year as a taxable year and FC is
a CFC. FC uses the u as its functional currency. The
average exchange rate for year 1 is 1u = $1. In year 1,
its first year of operation, FC has 100,000u of subpart
F income after the payment of 11,250u of foreign in-
come taxes. DP is required to include in gross income
80,000u (800/1,000 x 100,000u) equal to $80,000 un-
der section 951(a), and 9,000u (80,000u/100,000u x
11,250u) equal to $9,000 under section 78.

(ii) Analysis. On December 31, of year 1, DP
increases the section 959(c)(2) earnings and profits
in its previously taxed earnings and profits account
with respect to its stock in FC by 80,000u pursuant to
§1.959–3(e)(2)(i) to reflect the inclusion of 80,000u,
or $80,000, in DP’s gross income pursuant to sec-
tion 959(a), and correspondingly increases the basis
of each share of its stock in FC by $100 ($80,000/800)
from $50 to $150 pursuant to paragraphs (b)(1) and
(c)(2) of this section.

Example 2. Sale of CFC stock. (i) Facts. Assume
the same facts as in Example 1, except that in year 2,
DP sells all of its stock in FC to DP2, a United States
person that is DP’s successor in interest (as defined
in §1.959–1(b)(5)), for $200 per share. At the time of
sale, the exchange rate is 1u = $1 and DP has a basis
of $150 per share in its FC stock and a previously
taxed earnings and profits account with respect to its
FC stock consisting of 80,000u of section 959(c)(2)
earnings and profits with a dollar basis of $80,000.
Also, at the time of sale, FC has 50,000u of non-
previously taxed earnings and profits, attributable to
taxable years of FC beginning on or after December
31,1962 during which FC was a CFC and DP held its
shares of stock in FC.

(ii) Analysis. Pursuant to section 1248(a), be-
cause FC has 40,000u of non-previously taxed
earnings and profits attributable to DP’s stock
(50,000u x 800/1,000), the $40,000 of gain, equal
to 40,000u, recognized by DP on the sale of it stock
(($200 - $150) x 800) is included in DP’s gross
income as a dividend. Consequently, the section
959(c)(2) earnings and profits in DP’s previously
taxed earnings and profits account with respect to its
stock in FC are increased from 80,000u to 120,000u
pursuant to §1.959–3(e)(2)(i). DP’s basis in each
share of its stock in FC is not adjusted, pursuant to
paragraph (b)(3) of this section, because the adjust-
ment to DP’s previously taxed earnings and profits
account results from a deemed section 951(a) in-
clusion pursuant to section 959(e). Upon the sale,
DP2 acquires a previously taxed earnings and profits
account with respect to the FC stock of 120,000u
pursuant to §1.959–1(d)(2)(i) and can utilize the
account if it qualifies as a successor in interest under
§1.959–1(b)(5). DP2 takes a cost basis of $200 per
share in the FC stock pursuant to section 1012.

Par. 7. Section 1.961–2 is revised to
read as follows:

§1.961–2 Reduction in basis of stock
in foreign corporations and of other
property.

(a) Reduction in basis—(1) In gen-
eral. Except as provided in paragraph
(a)(2) of this section, the adjusted basis
of a covered shareholder’s stock in a for-
eign corporation or property (as defined
in §1.961–1(c)) by reason of the owner-
ship of which such covered shareholder is
considered under section 958(a) as own-
ing stock in a foreign corporation shall
be reduced under section 961(b) each
time, and to the extent, that such covered
shareholder’s dollar basis in a previously

taxed earnings and profits account with
respect to the stock in such foreign corpo-
ration is decreased pursuant to the steps
outlined in §1.959–3(e)(2) and shall also
be reduced by the dollar amount of any
foreign income taxes allowed as a credit
under section 960(a)(3) with respect to the
earnings and profits accounted for by that
decrease.

(2) Limitation on amount of reduction
in case of election under section 962. [Re-
served].

(b) Rules of application—(1) Reduc-
tion with respect to each ownership unit.
Any reduction under paragraph (a) of this
section in the adjusted basis of a covered
shareholder’s stock in a foreign corpora-
tion or property (as defined in paragraph
(b)(1) of this section) by reason of the own-
ership of which it is considered under sec-
tion 958(a) as owning stock in a foreign
corporation shall be made on a pro rata ba-
sis with respect to each share of such stock
or each ownership unit of such property.

(2) Translation rules. For purposes of
determining a decrease in basis under this
section, in cases in which the previously
taxed earnings and profits account is main-
tained in a non-United States dollar func-
tional currency, distributions of previously
taxed earnings and profits shall be trans-
lated using the dollar basis of the earn-
ings distributed. See §1.959–3(b)(1) and
(b)(3)(ii) for rules regarding the dollar ba-
sis of previously taxed earnings and prof-
its. If the covered shareholder elects to
maintain dollar basis accounts of previ-
ously taxed earnings and profits as de-
scribed in § 1.959–3(b)(3)(ii), the dollar
basis of the earnings distributed shall be
determined according to the following for-
mula: (functional currency distributed/to-
tal functional currency previously taxed
earnings and profits) x total dollar basis of
previously taxed earnings and profits. See
section 989(b)(1) for the appropriate ex-
change rate applicable to distributions for
purposes of section 986(c).

(c) Amount in excess of basis. To the
extent that the amount of the reduction in
the adjusted basis of property provided by
paragraph (a) of this section exceeds such
adjusted basis, the amount shall be treated
as gain from the sale or exchange of prop-
erty.

(d) Examples. The application of this
section is illustrated by the following ex-
amples:
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Example 1. Successor in interest. (i) Facts. DP,
a United States shareholder, owns all of the 1,000
shares of the one class of stock in FC, which owns
all of the 500 shares of the one class of stock in FS.
Each share of DP’s stock in FC has a basis of $200.
DP, FC, and FS use the calendar year as a taxable year
and FC and FS are CFCs throughout the period here
involved. FC and FS both use the u as their func-
tional currency. In year 1, FS has 100,000u of subpart
F income after the payment of 50,000u of foreign in-
come taxes. The average exchange rate for year 1 and
year 2 is 1u = $1. For year 1, DP includes 100,000u
in gross income under section 951(a) with respect to
FS. In accordance with the provisions of §1.961–1,
DP increases the basis of each of its 1,000 shares of
stock in FC to $300 ($200+$100,000/1,000) as of De-
cember 31, of year 1. On July 31 of year 2, DP sells
250 of its shares of stock in FC to domestic corpo-
ration DT at a price of $350 per share. DT satisfies
the requirements of paragraph (d) of §1.959–1 so as
to qualify as DP’s successor in interest. On Septem-
ber 30 of year 2, the earnings and profits attributable
to the 100,000u included in DP’s gross income under
section 951(a) for year 1 are distributed to FC which
incurs a withholding tax of 10,000u on such distribu-
tion (10% of 100,000u) and an additional foreign in-
come tax of 331/3% or 30,000u by reason of the inclu-
sion of the net distribution of 90,000u (100,000u mi-
nus 10,000u) in its taxable income for year 2. On June
30 of year 3, FC distributes the remaining 60,000u
of such earnings and profits to DP and DT: DP re-
ceives 45,000u (750/1,000 x 60,000u) and excludes
such amount from gross income under section 959(a)
and §1.959–1(c); DT receives 15,000u (250/1,000 x
60,000u) and, as DP’s successor in interest, excludes
such amount from gross income under section 959(a)
and §1.959–1(c).

(ii) Analysis. As of June 30 of year 3, DP
must reduce the adjusted basis of each of its
750 shares of stock in FC to $200 ($300 minus
($45,000/750+$10,000/1,000+ $30,000/1,000)); and
DT must reduce the basis of each of its 250 shares
of stock in FC to $250 ($350 minus ($15,000/250+
$10,000/1,000+$30,000/1,000)).

Example 2. Sale of lower-tier CFC. (i) Facts. As-
sume the same facts as in Example 1, except that in
addition, on July 31 of year 2, FC sells its 500 shares
of stock in FS to domestic corporation DT2 at a price
of $600 per share. DT2 satisfies the requirements of
§1.959–1(b)(5) so as to qualify as DP’s successor in
interest. On September 30 of year 2, FS distributes
100,000u of earnings and profits to DT2, which earn-
ings and profits are attributable to the 100,000u in-
cluded in DP’s gross income under section 951(a) for
year 1. As DP’s successor in interest, DT2 excludes
the 100,000u it receives from gross income under sec-
tion 959(a) and §1.959–1(c).

(ii) Analysis. As of September 30 of year 2, DT2
must reduce the basis of each of its 500 shares of stock
in FS to $400 ($600 minus ($100,000/500)).

Example 3. Section 956 amount. (i) Facts. DP,
a United States shareholder, owns all of the 1,000
shares of the one class of stock in FC, which owns all
of the 500 shares of the one class of stock in FS. Each
share of DP’s stock in FC has a basis of $200. DP, FC,
and FS use the calendar year as a taxable year and FC
and FS are CFCs throughout the period here involved.
FC and FS both use the u as their functional currency.
In year 1, FS has 100,000u of subpart F income after

the payment of 50,000u of foreign income taxes. The
average exchange rate for year 1 and year 2 is 1u =
$1. For year 1, DP includes 100,000u in gross in-
come under section 951(a) with respect to FS. In ac-
cordance with the provisions of §1.959–3(e)(2)(i) and
§1.961–1, DP increases the section 959(c)(2) earn-
ings and profits in its earnings and profits account
with respect to its FC stock by 100,000u and cor-
respondingly adjusts the basis of each of its 1,000
shares of stock in FC to $300 ($200+$100,000/1,000)
as of December 31 of year 1. In year 2, DP has a
section 956 amount with respect to its stock in FC of
100,000u.

(ii) Analysis. On December 31 of year 2, DP re-
classifies 100,000u of section 959(c)(2) earnings and
profits as section 959(c)(1) earnings and profits pur-
suant to §1.959–3(e)(2)(iv). DP’s basis in each of
its 1,000 shares of stock in FC remains unchanged at
$300 per share.

Par. 8. Section 1.961–3 is added to read
as follows:

§1.961–3 Basis adjustments in stock held
by foreign corporation.

(a) Where the upper-tier entity is 100%
owned by a single United States share-
holder—(1) In general. If a United States
shareholder is treated under section 958(a)
as owning stock in a CFC (lower-tier CFC)
by reason of owning, either directly or pur-
suant to the application of section 958(a),
stock in one or more other CFCs (each an
“upper-tier CFC”), any increase to such
United States shareholder’s basis in stock
or other property under §1.961–1 of this
section resulting from an adjustment to
such United States shareholder’s previ-
ously taxed earnings and profits account
with respect to its stock in the lower-tier
CFC shall also be made to each upper-tier
CFC’s basis in either the stock in the
lower-tier CFC or the property by reason
of which it is considered to own stock in
the lower-tier CFC under section 958(a),
but only for purposes of determining the
amount included under section 951 in the
gross income of such United States share-
holder or its successor in interest. In ad-
dition, any downward adjustment to such
United States shareholder’s (or its succes-
sor in interest’s) previously taxed earnings
and profits account with respect to its
stock in a distributor under §1.959–3(e)(3)
shall result in a corresponding reduction
of the basis of the distributee’s stock in
the distributor for purposes of determining
the amount included in such United States
shareholder’s gross income under section
951(a).

(2) Examples. The application of this
paragraph (a) is illustrated by the follow-
ing examples:

Example 1. Intercorporate dividend from lower-
tier CFC to upper-tier CFC. (i) Facts. DP, a United
States shareholder, owns all of the stock in FC, a CFC,
and FC owns all of the stock in FS, a CFC. DP, FC and
FS all use the calendar year as their taxable year and
FC and FS both use the U.S. dollar as their functional
currency. In year 1, FS has $100x of subpart F income
that is included in DP’s gross income under section
951(a)(1). In year 2, FS pays a dividend of $100x to
FC.

(ii) Analysis. On December 31 of year 1, the
section 959(c)(2) earnings and profits in DP’s previ-
ously taxed earnings and profits account with respect
to its stock in FS are increased by $100x pursuant to
§1.959–3(e)(2)(i) to reflect the inclusion of $100x in
DP’s gross income under section 951(a)(1)(A). DP’s
basis in its stock in FC is correspondingly increased
by $100x pursuant to §1.961–1(b). FC’s basis in its
stock in FS is also increased by $100x pursuant to
paragraph (a) of this section, but only for purposes
of determining the amount included in DP’s gross in-
come under section 951. At the end of year 2, the
section 959(c)(2) earnings and profits in DP’s previ-
ously taxed earnings and profits account with respect
to its stock in FS are decreased by $100x and its pre-
viously taxed earnings and profits account with re-
spect to its stock in FC are increased by $100x pur-
suant to §1.959–3(e)(3) to reflect the transfer of the
previously taxed earnings and profits from FS to FC.
The $100x distribution is excluded from FC’s income
for purposes of determining the amount included in
DP’s gross income pursuant to §1.959–2(a). FC’s ba-
sis in its stock in FS, for purposes of determining the
amount included in DP’s gross income under section
951, is decreased by $100x pursuant to paragraph (a)
of this section.

Example 2. Sale of upper-tier CFC stock. (i)
Facts. DP, a United States shareholder, owns all of
the stock in FC, a CFC. FC owns all of the stock in
FS1, a CFC, and FS1 owns all of the stock in FS2, a
CFC. DP, FC, FS1, and FS2 all use the calendar year
as their taxable year and FC, FS1 and FS2 all use the
U.S. dollar as their functional currency. In year 1,
FS2 has $100x of subpart F income which is included
in DP’s gross income under section 951(a)(1)(A). In
year 2, FC sells FS1 to FT, a nonresident alien, and
recognizes $100x of gain on the sale.

(ii) Analysis. On December 31 of year 1, the sec-
tion 959(c)(2) earnings and profits in DP’s previously
taxed earnings and profits account with respect to
its stock in FS2 are increased by $100x pursuant to
§1.959–3(e)(2)(i) to reflect the inclusion of $100x in
DP’s gross income under section 951(a)(1). DP’s ba-
sis in its stock in FC is correspondingly increased by
$100x under §1.961–1(b). FC’s basis in its stock in
FS1 and FS1’s basis in its stock in FS2 are also each
increased by $100x under paragraph (a) of this sec-
tion, but only for purposes of determining the amount
included in the gross income of DP under section 951.
In year 2, the $100x of gain on FC’s sale of FS1 stock
would be subpart F income that would be includible
in DP gross income under section 951(a)(1)(A). How-
ever, since FC has an additional $100x of basis in its
stock in FS1 for purposes of determining the amount
included in DP’s gross income under section 951, the
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sale of FS1 by FC does not generate any subpart F
income to DP.

(b) Exception where the upper-tier en-
tity is less than 100 percent owned by a
single United States shareholder—(1) In
general. If United States shareholders are
treated, under section 958(a), as owning
stock in a CFC (lower-tier CFC) by reason
of owning, either directly or pursuant to
the application of section 958(a), stock
in one or more other CFCs (each an “up-
per-tier CFC”), and if, in the aggregate,
the lower-tier CFC is less than wholly
indirectly owned by a single United States
shareholder, any increase to any United
States shareholder’s basis in stock or other
property under §1.961–1(b) of this sec-
tion resulting from an increase to such
United States shareholder’s previously
taxed earnings and profits account with
respect to its stock in such lower-tier CFC
shall result in an increase to each up-
per-tier CFC’s basis in either the stock
in the lower-tier CFC or the property by
reason of which such upper-tier CFC is
considered to own stock in the lower-tier
CFC under section 958(a), but only for
purposes of determining the amount in-
cluded under section 951 in the gross
income of such United States shareholder
or its successor in interest. The amount
of the increase to each upper-tier CFC’s
basis in either the stock in the lower-tier
CFC or the property by reason of which
such upper-tier CFC is considered to own
stock in the lower-tier CFC under sec-
tion 958(a) shall be equal to the amount
that would be excluded from the gross
income of such upper-tier CFC pursuant
to section 959(b) and §1.959–2(a) if the
amount that gave rise to the adjustment
to the United States shareholder’s previ-
ously taxed earnings and profits account
with respect to its stock in the lower-tier
CFC were actually distributed through
a chain of ownership to such upper-tier
CFC. In addition, any decrease to such
United States shareholder’s (or successor
in interest’s) previously taxed earnings
and profits account with respect to its
stock in a distributor under §1.959–3(e)(3)
shall result in a corresponding reduction
of the basis of the distributee’s stock in
the distributor. The reduction of the basis
of the distributee’s stock in the distributor
shall be equal to the amount that would
be excluded from the gross income of the

distributee pursuant to section 959(b) and
§1.959–2(a).

(2) Example. The application of this
paragraph (b) is illustrated by the follow-
ing example:

Example. Less than wholly owned CFC. (i) Facts.
DP, a United States shareholder, owns 70%, and FP,
a nonresident alien, owns 30% of the stock in FC, a
CFC. FC in turn owns 100% of the stock in FS, a CFC.
Each of DP, FC, FN and FS use the calendar year as
their taxable year and both FC and FS use the U.S.
dollar as their functional currency. Entering year 1,
DP has a basis of $50x in FC and FC has a basis of
$50x in FS. In year 1, FS earns $100x of subpart F
income. In year 2, FC sells FS for $150x.

(ii) Analysis. On December 31 of year 1, DP in-
cludes $70x of the $100x of subpart F income earned
by FS in gross income under section 951(a)(1)(A).
DP increases its section 959(c)(2) earnings and prof-
its in its earnings and profits account with respect to
its stock in FS by $70x pursuant to §1.959–3(e)(2)(i).
DP increases its basis in FC from $50x to $120x pur-
suant to §1.961–1(b). FC increases its basis in FS
from $50x to $150x pursuant to paragraph (b)(1) of
this section (but only for purposes of determining
FC’s subpart F income with respect to DP) because
if the $100x amount of subpart F income of FS that
caused the $70x increase to DP’s previously taxed
earnings and profits account with respect to its stock
in FS had been distributed to FC, the entire $100x
would be excluded from FC’s gross income pursuant
to section 959(b) and §1.959–2(a) for purposes of de-
termining DP’s inclusion under section 951(a)(1)(A).
In year 2, when FC sells FS, for purposes of determin-
ing DP’s subpart F inclusion, FC is treated as recog-
nizing $0 on the sale ($150x sale proceeds - $150x
basis). Therefore, DP includes $0 in income under
section 951(a)(1)(A) as a result of the sale. Although
the sale does not generate gain for purposes of deter-
mining DP’s subpart F inclusion, it does cause FC’s
non-previously taxed earnings and profits to be in-
creased by $100x ($150x sale proceeds - $50x basis).

(c) Translation rules. Rules similar
to those provided in §1.961–1(c)(3) and
§1.961–2(b)(3) shall apply for purposes
of determining the exchange rates used to
reflect any change to the basis of stock or
other property under this section.

Par. 9. Section 1.961–4 is added to read
as follows:

§1.961–4 Section 304 transactions.

(a) Deemed redemption treated as a dis-
tribution—(1) In general. In the case of
a stock acquisition described in section
304(a)(1) that is treated as a distribution
of earnings and profits of a foreign acquir-
ing corporation or a foreign issuing cor-
poration or both, basis adjustments shall
be made in accordance with the rules of
§§1.961–1, 1.961–2, and 1.961–3.

(2) Examples. The application of this
section is illustrated by the following ex-
amples:

Example 1. Cross-chain acquisition of first-tier
CFC. (i) Facts. DP, a domestic corporation, owns all
of the stock in DS, a domestic corporation, and F1,
a CFC. DS owns all of the stock in F2, a CFC. DP,
DS, F1 and F2 all use the calendar year as their tax-
able year and F1 and F2 use the U.S. dollar as their
functional currency. During year 1, F1 purchases all
of the stock in F2 from DS for $80x in a transaction
described in section 304(a)(1). At the end of year 1,
before taking into account the purchase of F2’s stock,
DP has a previously taxed earnings and profits ac-
count consisting of $20x of section 959(c)(2) earn-
ings and profits with respect to its stock in F1, and F1
has section 959(c)(2) earnings and profits of $20x and
non-previously taxed earnings and profits of $10x. At
the end of year 1, before taking into account the pur-
chase of F2’s stock, DS has a previously taxed earn-
ings and profits account consisting of $50x of section
959(c)(2) earnings and profits with respect to its stock
in F2 and F2 has section 959(c)(2) earnings and prof-
its of $50x and non-previously taxed earnings and
profits of $0. Before taking into account the purchase
of F2’s stock, DP’s basis in F1’s stock is $30x and
DS’s basis in F2’s stock is $60x.

(ii) Analysis. Under section 304(a)(1), DS is
deemed to have transferred the F2 stock to F1 in ex-
change for F1 stock in a transaction to which section
351(a) applies, and F1 is treated as having redeemed,
for $80x, the F1 stock hypothetically issued to DS.
The payment of $80x is treated as a distribution to
which section 301 applies. Under section 304(b)(2),
the determination of the amount which is a dividend
is made as if the distribution were made, first, by
F1 to the extent of its earnings and profits ($30x),
and then by F2 to the extent of its earnings and prof-
its ($50x). Before taking into account the deemed
distributions, DS had a previously taxed earnings
and profits account of $50x with respect to its stock
in F2, and DP had a previously taxed earnings and
profits account of $20x with respect to its stock
in F1. Under §1.959–3(h)(4)(i), DS is deemed to
have a previously taxed earnings and profits account
with respect to stock in F1. Under §1.959–3(g)(1),
the section 959(c)(2) earnings and profits in DP’s
previously taxed earnings and profits account with
respect to F1 stock are reduced from $20x to $0. As a
result, DP’s basis in F1’s stock is reduced from $30x
to $10x under §1.961–2(a). The deemed distribution
of earnings and profits by F2 causes the section
959(c)(2) earnings and profits in DS’s previously
taxed earnings and profits account with respect to
F2 stock to be reduced from $50x to $0. Under
§1.961–2(a) and §1.961–3(a), F1’s basis in its newly
acquired F2’s stock is reduced from $60x to $10x.
F1 has a transferred basis of $10x in F2’s stock.

Example 2. Cross-chain acquisition of lower-tier
CFC. (i) Facts. DP, a domestic corporation, owns all
of the stock in two CFCs, FX and FY. FX owns all
of the stock in FZ, a CFC. FX, FY and FZ use the
U.S. dollar as their functional currency. During year
1, FY purchases all of the stock in FZ from FX for
$80x in a transaction described in section 304(a)(1).
On December 31 of year 1, before taking into ac-
count the purchase of FZ’s stock, FY has section
959(c)(2) earnings and profits of $20x and non-pre-
viously taxed earnings and profits of $10x, and FZ
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has section 959(c)(2) earnings and profits of $50x and
non-previously taxed earnings and profits of $0. Be-
fore taking into account FX’s purchase of FZ’s stock,
DP’s basis in FX’s stock is $60x; DP’s basis in FY’s
stock is $30x; and FX’s basis in FZ’s stock, for pur-
poses of determining the amount includible in DP’s
gross income under section 951(a), is $60x.

(ii) Analysis. Under section 304(a)(1), FX is
deemed to have transferred the FZ stock to FY in ex-
change for FY stock in a transaction to which section
351(a) applies, and FY is treated as having redeemed,
for $80x, the FY stock hypothetically issued to FX.
The payment of $80x is treated as a distribution of
property to which section 301 applies. Under section
304(b)(2), the determination of the amount which is
a dividend is made as if the distribution were made,
first, by FY to the extent of its earnings and profits,
$30x, and then by FX to the extent of its earnings and
profits, $50x. Under §1.959–2(b), FX is deemed to
receive the distributions from FY and FZ through a
chain of ownership described in section 958(a), and
$70x is excluded from FX’s gross income under sec-
tion 959(b) and §1.959–2(a). Under §1.959–3(e)(3),
the section 959(c)(2) earnings and profits in DP’s
previously taxed earnings and profits account for the
stock in FY are reduced from $20x to $0; the section
959(c)(2) earnings and profits in DP’s previously
taxed earnings and profits account for the stock in
FZ are reduced from $50x to $0; and the section
959(c)(2) earnings and profits in DP’s previously
taxed earnings and profits account for the stock in
FX are increased from $0 to $70x (and such account
is further increased to $80x due to the inclusion of
$10x of subpart F income in DP’s gross income un-
der section 951(a)). Under §1.961–2(a), DP’s basis
in the stock in FY is reduced from $30x to $10x.
DP’s basis in the stock in FX is first reduced by $50x
under §1.961–2(a), and then increased by $80x under
§1.961–1(b), for a net increase of $30x, to $90x.
Under §1.961–3(a), FY’s basis in the stock in FZ,
for purposes of determining the amount includible in
DP’s gross income under section 951(a), is reduced
by $50x to $10x.

Par. 10. Section 1.1502–12 as amended
by adding paragraph (s) to read as follows:

§1.1502–12 Separate taxable income.

* * * * *
(s) The exclusion from gross income of

previously taxed earnings and profits shall
be determined by the rules of §1.959–3(g).

Par. 11. In section 1.1502–32, add a
sentence after the second sentence in para-
graph (b)(3)(ii)(D), add a sentence after the
fourth sentence in paragraph (b)(3)(iii)(B)
and add Example 11 in paragraph (b)(5)(ii)
to read as follows:

§1.1502–32 Investment adjustments.

* * * * *
(b) * * *
(3) * * *
(ii) * * *

(D) * * * Further, an increase to a mem-
ber’s previously taxed earnings and prof-
its account under §1.959–3(g)(1)(i)(B) that
pursuant to section 961(a) and §1.961–1(b)
results in an increase to a member’s basis
in the stock in a CFC shall be treated as the
receipt of tax exempt income. * * *

(iii) * * *
(B) * * * Also included as a non-

capital, nondeductible expense is a de-
crease to a member’s previously taxed
earnings and profits account under
§1.959–3(g)(1)(i)(A) that results in a
decrease to a member’s basis in the stock
in a CFC pursuant to section 961(b) and
§1.961–2(a). * * *

* * * * *
(5) * * *
(ii) * * *
Example 11. (a) Facts. P owns all of the stock of

S and S1. S, a United States shareholder, owns 50 per-
cent of the stock in FC, a CFC that uses the U.S. dollar
as its functional currency. S1, a United States share-
holder owns the remaining 50 percent of the stock in
FC. Entering year 1, S has a previously taxed earn-
ings and profits account with respect to its stock in
FC consisting of $50x of section 959(c)(2) earnings
and profits and S1 has a previously taxed earnings and
profits account with respect to its stock in FC consist-
ing of $200x of section 959(c)(2) earnings and profits.
Entering year 1, FC has section 959(c)(2) earnings
and profits of $250x and non-previously taxed earn-
ings and profits of $100x. In year 1, FC generates no
earnings and profits and makes a $100x distribution
of earnings and profits on FC stock held by S and a
$100x distribution of earnings and profits on the FC
stock held by S1.

(b) Analysis. First, pursuant to §1.959–
3(e)(2)(ii), the section 959(c)(2) earnings and profits
in S’s previously taxed earnings and profits account
with respect to its FC stock are decreased from $50x
to $0 and the section 959(c)(2) earnings and profits
in S1’s previously taxed earnings and profits account
with respect to its FC stock are decreased from $200x
to $100x. Then, pursuant to §1.959–2(e)(2)(v) and
(g)(1)(i)(A), the section 959(c)(2) earnings and prof-
its in S1’s previously taxed earnings and profits ac-
count with respect to its FC stock are decreased from
$100x to $50x and, pursuant to §1.959–3(e)(2)(ii)(B)
and (g)(1)(i)(B), the section 959(c)(2) earnings and
profits in S’s previously taxed earnings and profits
account with respect to its FC stock are increased
from $0 to $50x and then decreased from $50x to $0.
Pursuant to §1.959–1(c) of this section, the entire
$100x distribution to S and $100x distribution to
S1 are excluded from S’s and S1’s gross incomes.
Pursuant to paragraph (b)(3)(ii)(D) of this section,
the $50x increase to the section 959(c)(2) earnings
and profits in S’s previously taxed earnings and
profits account with respect to its FC stock pur-
suant to §1.959–3(g)(1)(i)(B) is treated as the receipt
of $50x of tax-exempt income by S. Pursuant to
paragraph (b)(2)(ii) of this section, P’s basis in S’s
stock is increased by $50x. Pursuant to paragraph
(b)(3)(iii)(B) of this section, the $50x decrease to the

section 959(c)(2) earnings and profits in S1’s previ-
ously taxed earnings and profits account with respect
to its FC stock pursuant to §1.959–3(g)(1)(i)(A) is
treated as a noncapital nondeductible expense to S1.
Pursuant to paragraph (b)(2)(iii) of this section, P’s
basis in S1’s stock is decreased by $50x.

* * * * *

Mark E. Matthews,
Deputy Commissioner

for Services and Enforcement.

(Filed by the Office of the Federal Register on August 28,
2006, 8:45 a.m., and published in the issue of the Federal
Register for August 29, 2006, 71 F.R. 51155)

Notice of Proposed
Rulemaking and Notice of
Public Hearing

User Fees for Processing
Installment Agreements

REG–148576–05

AGENCY: Internal Revenue Service
(IRS), Treasury.

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

SUMMARY: This document contains pro-
posed amendments to the regulations re-
lating to user fees for installment agree-
ments. The proposed amendments affect
taxpayers who wish to pay their liabilities
through installment agreements. This doc-
ument also contains a notice of public hear-
ing on these proposed regulations.

DATES: Written and electronic comments
must be received by September 29, 2006.
Outlines of topics to be discussed at the
public hearing scheduled for October 17,
2006, must be received by September 25,
2006.

ADDRESSES: Send submissions to:
CC:PA:LPD:PR (REG–148576–05), room
5203, Internal Revenue Service, POB
7604, Ben Franklin Station, Washington,
DC 20044. Alternatively, taxpayers may
send submissions electronically directly to
the IRS Internet site at www.irs.gov/regs,
or via the Federal e-Rulemaking
Portal at www.regulations.gov (IRS
REG–148576–05). The public hearing
will be held in the auditorium of the New
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Carrollton Federal Building, 5000 Ellin
Road, Lanham, MD.

FOR FURTHER INFORMATION
CONTACT: Concerning submissions
and/or to be placed on the building access
list to attend the hearing, Kelly Banks,
202–622–7180; concerning cost method-
ology, Eva Williams, 202–435–5514;
concerning the proposed regulations,
William Beard, 202–622–3620 (not
toll-free numbers).

SUPPLEMENTARY INFORMATION:

BACKGROUND

The Independent Offices Appropria-
tions Act (IOAA), which is codified at 31
U.S.C. 9701, authorizes agencies to pre-
scribe regulations that establish charges
for services provided by the agency (user
fees). The charges must be fair and must
be based on the costs to the government,
the value of the service to the recipient,
the public policy or interest served, and
other relevant facts. The IOAA provides
that regulations implementing user fees
are subject to policies prescribed by the
President. Those policies are currently set
forth in OMB Circular A–25, 58 FR 38142
(July 15, 1993) (the OMB Circular).

The OMB Circular encourages user
fees for government-provided services
that confer benefits on identifiable re-
cipients over and above those benefits
received by the general public. Under
the OMB Circular, an agency that seeks
to impose a user fee for government-pro-
vided services must calculate its full cost
of providing those services. In general,
the amount of a user fee should recover
the cost of providing the service, unless
the Office of Management and Budget
(OMB) grants an exception.

Section 6159 authorizes the IRS to en-
ter into an agreement with any taxpayer for
the payment of tax in installments. Sec-
tion 6331(k) generally prohibits the IRS
from levying to collect taxes while an in-
stallment agreement in effect. A taxpayer
that enters into an installment agreement
therefore receives a special benefit of be-
ing allowed to pay an outstanding tax obli-
gation over time. Before entering into an
installment agreement, the IRS must ex-
amine the taxpayer’s financial position to
determine whether such an agreement is

appropriate. Once the agreement is in ef-
fect, the IRS must process the payments
and monitor compliance.

Under sections 300.1 and 300.2, the
IRS currently charges $43 for entering into
an installment agreement and $24 for re-
structuring an installment agreement or re-
instating an installment agreement that is
in default. The amount of the fees has not
changed since the fees were first imple-
mented in 1995. As required by the OMB
Circular, the IRS recently completed a re-
view of the installment agreement program
and determined that the full cost of an in-
stallment agreement is $105. The IRS also
determined that the full cost of restructur-
ing or reinstating an installment agreement
is $45. The higher costs associated with in-
stallment agreements result from increases
in labor and other costs since 1995 and
refinements in the costing model to bet-
ter account for the full cost of an install-
ment agreement. In accordance with the
OMB Circular, these proposed regulations
increase the fees to bring them in line with
actual costs.

These proposed regulations propose to
charge less than full cost for entering into
an installment agreement in cases where
the taxpayer chooses to pay by way of a
direct debit from the taxpayer’s bank ac-
count. The proposed fee for such an in-
stallment agreement is $52. The reduced
fee would only apply to new installment
agreements; the charge would still be $45
for restructuring or reinstating an install-
ment agreement, regardless of the method
of payment. While the OMB Circular re-
quires agencies to charge full cost, OMB
has granted an exception to the full cost re-
quirement of the OMB Circular for direct
debit installment agreements. In addition,
the IRS believes that charging less than full
cost will encourage taxpayers to choose to
pay by direct debit. The IRS has deter-
mined that the default rate on direct debit
installment agreements is much lower than
that for other agreements. These agree-
ments are therefore beneficial both to tax-
payers and to tax collection.

Proposed Effective Date

These regulations are proposed to be ef-
fective thirty days after the date of publi-
cation in the Federal Register of the final
regulations.

Special Analyses

It has been determined that this notice
of proposed rulemaking is not a significant
regulatory action as defined in Executive
Order 12866. Therefore, a regulatory as-
sessment is not required. It is hereby cer-
tified that these regulations will not have a
significant economic impact on a substan-
tial number of small entities. Accordingly,
a regulatory flexibility analysis is not re-
quired. This certification is based on the
information that follows. The economic
impact of these regulations on any small
entity would result from the entity being
required to pay a fee prescribed by these
regulations in order to obtain a particular
service. The dollar amount of the fee is
not, however, substantial enough to have
a significant economic impact on any en-
tity subject to the fee. Pursuant to section
7805(f) of the Internal Revenue Code, this
notice of proposed rulemaking will be sub-
mitted to the Chief Counsel for Advocacy
of the Small Business Administration for
comment on its impact on small business.

Comments and Public Hearing

Before these proposed regulations are
adopted as final regulations, consideration
will be given to any written (a signed origi-
nal and eight (8) copies) or electronic com-
ments that are submitted timely to the IRS.
The IRS and Treasury Department request
comments on the clarity of the proposed
regulations and how they may be made
easier to understand. All comments will be
available for public inspection and copy-
ing.

A public hearing has been scheduled for
October 17, 2006, at 10:00 a.m. in the
auditorium of the New Carrollton Federal
Building, 5000 Ellin Rd., Lanham, MD.
Due to building security procedures, visi-
tors must enter at the main entrance. In ad-
dition, all visitors must present photo iden-
tification to enter the building. Because
of access restrictions, visitors will not be
admitted beyond the immediate entrance
area more than 30 minutes before the hear-
ing starts. For information about having
your name placed on the building access
list to attend the hearing, see the "FOR
FURTHER INFORMATION CONTACT"
section of this preamble.

The rules of 26 CFR 601.601(a)(3) ap-
ply to the hearing. Persons who wish to
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present oral comments at the hearing must
submit electronic or written comments and
an outline of the comments to be discussed
and the time to be devoted to each topic
(signed original and eight (8) copies) by
Monday, September 25, 2006. A period of
10 minutes will be allotted to each person
for making comments. An agenda show-
ing the scheduling of the speakers will be
prepared after the deadline for receiving
outlines has passed. Copies of the agenda
will be available free of charge at the hear-
ing.

Drafting Information

The principal author of these regula-
tions is William Beard, Office of Associate
Chief Counsel (Procedure and Adminis-
tration), Collection, Bankruptcy and Sum-
monses Division.

* * * * *

Proposed Amendments to the
Regulations

Accordingly, 26 CFR part 300 is pro-
posed to be amended as follows:

PART 300—USER FEES

Paragraph 1. The authority citation for
part 300 continues to read as follows:

Authority: 31 U.S.C. 9701.
Par. 2. Section 300.1(b) is amended by

adding a sentence to the end of the para-
graph to read as follows:

§300.1 Installment agreement fee.

* * * * *
(b) * * * Effective January 1, 2007, the

fee for entering into an installment agree-
ment is $105, except that the fee is $52
when the taxpayer pays by way of a direct
debit from the taxpayer’s bank account.

* * * * *
Par. 3. Section 300.2(b) is amended by

adding a sentence to the end of the para-
graph to read as follows:

§300.2 Restructuring or reinstatement of
installment agreement fee.

* * * * *
(b) * * * Effective January 1, 2007, the

fee for restructuring or reinstating an in-
stallment agreement is $45.

* * * * *

Mark E. Matthews,
Deputy Commissioner for
Services and Enforcement.

(Filed by the Office of the Federal Register on August 29,
2006, 8:45 a.m., and published in the issue of the Federal
Register for August 30, 2006, 71 F.R. 51538)

Election of Alternative Funding
Schedule

Announcement 2006–70

This announcement sets forth the pro-
cedures for electing an alternative funding
schedule for contributions as described in
section 402(a)(1) of the Pension Protection
Act of 2006 (PPA), Pub. L. No. 109–280.

I. Background

Section 402(a)(1) of the PPA permits an
eligible plan to elect an alternative fund-
ing schedule to apply in lieu of the gener-
ally applicable minimum funding require-
ments. An eligible plan is a defined benefit
plan (other than a multiemployer plan) that
is sponsored by an employer that is a com-
mercial passenger airline or whose princi-
pal business is providing catering services
to a commercial passenger airline.

If an election for an alternative fund-
ing schedule under section 402(a)(1) of the
PPA is made by an employer that sponsors
an eligible plan, the election should specify
that it will first be effective in a plan year
beginning in 2006 or a plan year beginning
in 2007. Any such election applies to the
plan year for which the election is made
and subsequent plan years unless revoked
with the consent of the Service. An elec-

tion that first applies the alternative fund-
ing schedule for a plan year beginning in
2006 must be made not later than Decem-
ber 31, 2006, and an election that first ap-
plies the alternative funding schedule for a
plan year beginning in 2007 must be made
not later than December 31, 2007. The
plan sponsor is permitted to specify a new
plan year as part of the alternative funding
schedule election, and the change of plan
year does not require the approval of the
Service.

If an election is made under section
402(a)(1) of the PPA to have an alterna-
tive funding schedule apply to an eligible
plan for a plan year beginning before Jan-
uary 1, 2008, and if certain other require-
ments of section 402 of the PPA are sat-
isfied, then, in the case of any applica-
ble plan year (i.e., a plan year for which
the alternative funding schedule election
is made or a subsequent plan year) be-
ginning before January 1, 2008, the plan
will not have an accumulated funding de-
ficiency for purposes of section 302 of
the Employee Retirement Income Secu-
rity Act of 1974 (ERISA) and §§ 412 and
4971 of the Internal Revenue Code (Code)
if the contributions for the plan year are
not less than the minimum required contri-
bution determined under section 402(e) of
the PPA. Similar relief from the minimum
funding requirements applies to plan years
beginning on or after January 1, 2008, if
an alternative funding schedule election is
made. In general, under section 402(e) of
the PPA, a plan’s minimum required con-
tribution is the amount necessary to amor-
tize the plan’s unfunded liability over 17
plan years beginning with the first applica-
ble plan year, determined using specified
methods and assumptions.

Section II of this announcement sets
forth the information that must be con-
tained in the election and the address to
which the election must be sent.

II. Election of Alternative Funding
Schedule under Section 402(a)(1) of the
Pension Protection Act of 2006
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A. As an officer of the employer maintaining the plan, I hereby elect the alternative funding schedule under section 402(a)(1) of
PPA and provide the following information:

1. The employer is:

(a) a commercial passenger airline, or

(b) an entity whose principal business is providing catering services to a commercial passenger airline.

2. The name and EIN of the employer:

3. The name and plan number of the plan:

4. Specify the first plan year for which the alternative funding schedule provisions are to apply:

5. If the plan year is being changed, specify both the old and new plan years:

Signature of employer Date

The election must be signed by an officer of the employer maintaining the plan. An authorized representative of the
employer, a plan administrator, or an enrolled actuary may not sign this election on behalf of the employer.

B. This election must be filed at the following address:

Internal Revenue Service
Commissioner, Tax Exempt and Government Entities Division
Attention: SE:T:EP:RA:T

Alternative Funding Schedule Election
P. O. Box 27063
McPherson Station
Washington, D.C. 20038

Revisions to Regulations
Relating to Repeal of Tax
on Interest of Nonresident
Alien Individuals and Foreign
Corporations Received
From Certain Portfolio
Debt Investments; Hearing
Cancellation

Announcement 2006–71

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Cancellation of notice of public
hearing on proposed rulemaking.

SUMMARY: This document cancels a
public hearing on proposed regulations
(REG–118775–06, 2006–28 I.R.B. 73)
under sections 871 and 881 of the Internal
Revenue Code relating to the exclusion
from gross income of portfolio interest
paid to a nonresident alien individual or
foreign corporation.

DATES: The public hearing, originally
scheduled for October 6, 2006, at 10 a.m.,
is cancelled.

FOR FURTHER INFORMATION
CONTACT: Richard A. Hurst of the Pub-
lications and Regulations Branch, Legal
Processing Division, Associate Chief
Counsel (Procedure and Administration),
at Richard.A.Hurst@irscounsel.treas.gov.

SUPPLEMENTARY INFORMATION:

A notice of public hearing that appeared
in the Federal Register on Wednes-
day, August 9, 2006, (71 FR 45474),
announced that a public hearing was
scheduled for October 6, 2006, at 10 a.m.,
in the IRS Auditorium (New Carrollton
Federal Building), 5000 Ellin Road, Lan-
ham, MD 20706. The subject of the public
hearing is under sections 871 and 881 of
the Internal Revenue Code.

The public comment period for these
regulations expired on August 24, 2006.
The notice of proposed rulemaking and no-
tice of public hearing instructed those in-
terested in testifying at the public hearing
to submit a request to speak and an out-
line of the topics to be addressed. As of

Thursday, August 31, 2006, no one has re-
quested to speak. Therefore, the public
hearing scheduled for October 6, 2006, is
cancelled.

Guy R. Traynor,
Chief, Publications and

Regulations Branch,
Legal Processing Division,

Associate Chief Counsel
(Procedure and Administration).

(Filed by the Office of the Federal Register on September
12, 2006, 8:45 a.m., and published in the issue of the Federal
Register for September 13, 2006, 71 F.R. 54005)

Employer Comparable
Contributions to Health
Savings Accounts Under
Section 4980G; Correction

Announcement 2006–72

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Correcting amendment.
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SUMMARY: This document contains a
correction to final regulations (T.D. 9277,
2006–33 I.R.B. 226) that were published
in the Federal Register on Monday,
July 31, 2006 (71 FR 43056) providing
guidance regarding employer comparable
contributions to Health Savings Accounts
(HSAs) under section 4980G.

DATES: These corrections are effective
July 31, 2006.

FOR FURTHER INFORMATION
CONTACT: Mireille T. Khoury, (202)
622–6080 (not a toll-free number).

SUPPLEMENTARY INFORMATION:

Background

The correction notice that is the subject
of this document is under section 4980G of
the Internal Revenue Code.

Need for Correction

As published, the final regulations
(T.D. 9277) contain errors that may prove
to be misleading and are in need of clarifi-
cation.

* * * * *

Correction of Publication

Accordingly, 26 CFR part 54 is cor-
rected by making the following correcting
amendments:

PART 54—PENSION EXCISE TAXES

Paragraph 1. The authority citation
for part 54 continues to read, in part, as
follows:

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

§54.4980G–0 [corrected]

Par. 2. Section 54.4980G–0 is
amended by:

1. Revising the entries for 54.4980G–4
Q–5 and Q–11.

2. Revising the entries for 54.4980G–5
Q–3.

§54.4980G–4 Calculating comparable
contributions.

* * * * *
Q–5: Must an employer use the same

contribution method as described in
Q & A–2 and Q & A–4 of this section
for all employees for any month during
the calendar year?

* * *
Q–11: If an employer makes additional

contributions to the HSAs of all compa-
rable participating employees who are eli-
gible to make the additional contributions
(HSA catch-up contributions ) under sec-
tion 223(b)(3), do the contributions satisfy
the comparability rules?

* * * * *

§54.4980G–5 HSA comparability rules
and cafeteria plans and waiver of excise
tax.

* * * * *
Q–3: If under the employer’s cafete-

ria plan, employees who are eligible indi-
viduals and who participate in health as-
sessments, disease management programs
or wellness programs receive an employer
contribution to an HSA and the employ-
ees have the right to elect to make pre-
tax salary reduction contributions to their
HSAs, are the contributions subject to the
comparability rules?

* * * * *
Par. 3. Section 54.4980G–4 is

amended by:
1. Revising A–2 paragraph (c) of Ex-

ample 2.
2. Revising A–2 paragraph (e) of Ex-

ample 1.

§54.4980G–4 Calculating comparable
contributions.

* * * * *

A–2: * * *
(c) * * *
Example 2. In a calendar year, Employer J of-

fers its employees an HDHP and contributes on a
monthly pay-as-you-go basis to the HSAs of employ-
ees who are eligible individuals with coverage un-
der Employer J’s HDHP. In the calendar year, Em-
ployer J contributes $50 per month to the HSA of each
employee with self-only HDHP coverage and $100
per month to the HSA of each employee with family
HDHP coverage. From January 1st through March
31st of the calendar year, Employee X is an eligible in-
dividual with self-only HDHP coverage. From April
1st through December 31st of the calendar year, X is
an eligible individual with family HDHP coverage.
For the months of January, February and March of the
calendar year, Employer J contributes $50 per month
to X’s HSA. For the remaining months of the calendar
year, Employer J contributes $100 per month to X’s
HSA. Employer J’s contributions to X’s HSA satisfy
the comparibility rules.

(d) * * *
(e) * * *
Example 1. In a calendar year, Employer K

offers its employees an HDHP and contributes on a
look-back basis to the HSAs of employees who are
eligible individuals with coverage under Employer
K’s HDHP. Employer K contributes $600 ($50 per
month) for the calendar year to the HSA of each
employee with self-only HDHP coverage and $1,200
($100 per month) for the calendar year to the HSA of
each employee with family HDHP coverage. From
January 1st through June 30th of the calendar year,
Employee Y is an eligible individual with family
HDHP coverage. From July 1st through Decem-
ber 31st, Y is an eligible individual with self-only
HDHP coverage. Employer K contributes $900 on
a look-back basis for the calendar year to Y’s HSA
($100) per month for the months of January through
June and $50 per month for the months of July
through December). Employer K’s contributions to
Y’s HSA satisfy the comparability rules.

* * * * *

Guy R. Traynor,
Chief, Publications and

Regulations Branch,
Legal Processing Division,

Associate Chief Counsel
(Procedure and Administration).

(Filed by the Office of the Federal Register on September
12, 2006, 8:45 a.m., and published in the issue of the Federal
Register for September 13, 2006, 71 F.R. 53966)
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Definition of Terms
Revenue rulings and revenue procedures
(hereinafter referred to as “rulings”) that
have an effect on previous rulings use the
following defined terms to describe the ef-
fect:

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

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

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

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

and B, the prior ruling is modified because
it corrects a published position. (Compare
with amplified and clarified, above).

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

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

Superseded describes a situation where
the new ruling does nothing more than re-
state the substance and situation of a previ-
ously published ruling (or rulings). Thus,
the term is used to republish under the
1986 Code and regulations the same po-
sition published under the 1939 Code and
regulations. The term is also used when
it is desired to republish in a single rul-
ing a series of situations, names, etc., that
were previously published over a period of
time in separate rulings. If the new rul-
ing does more than restate the substance

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

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

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

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

A—Individual.
Acq.—Acquiescence.
B—Individual.
BE—Beneficiary.
BK—Bank.
B.T.A.—Board of Tax Appeals.
C—Individual.
C.B.—Cumulative Bulletin.
CFR—Code of Federal Regulations.
CI—City.
COOP—Cooperative.
Ct.D.—Court Decision.
CY—County.
D—Decedent.
DC—Dummy Corporation.
DE—Donee.
Del. Order—Delegation Order.
DISC—Domestic International Sales Corporation.
DR—Donor.
E—Estate.
EE—Employee.
E.O.—Executive Order.

ER—Employer.
ERISA—Employee Retirement Income Security Act.
EX—Executor.
F—Fiduciary.
FC—Foreign Country.
FICA—Federal Insurance Contributions Act.
FISC—Foreign International Sales Company.
FPH—Foreign Personal Holding Company.
F.R.—Federal Register.
FUTA—Federal Unemployment Tax Act.
FX—Foreign corporation.
G.C.M.—Chief Counsel’s Memorandum.
GE—Grantee.
GP—General Partner.
GR—Grantor.
IC—Insurance Company.
I.R.B.—Internal Revenue Bulletin.
LE—Lessee.
LP—Limited Partner.
LR—Lessor.
M—Minor.
Nonacq.—Nonacquiescence.
O—Organization.
P—Parent Corporation.
PHC—Personal Holding Company.
PO—Possession of the U.S.
PR—Partner.

PRS—Partnership.
PTE—Prohibited Transaction Exemption.
Pub. L.—Public Law.
REIT—Real Estate Investment Trust.
Rev. Proc.—Revenue Procedure.
Rev. Rul.—Revenue Ruling.
S—Subsidiary.
S.P.R.—Statement of Procedural Rules.
Stat.—Statutes at Large.
T—Target Corporation.
T.C.—Tax Court.
T.D. —Treasury Decision.
TFE—Transferee.
TFR—Transferor.
T.I.R.—Technical Information Release.
TP—Taxpayer.
TR—Trust.
TT—Trustee.
U.S.C.—United States Code.
X—Corporation.
Y—Corporation.
Z —Corporation.

2006–40 I.R.B. i October 2, 2006



Numerical Finding List1

Bulletins 2006–27 through 2006–40

Announcements:

2006-42, 2006-27 I.R.B. 48

2006-43, 2006-27 I.R.B. 48

2006-44, 2006-27 I.R.B. 49

2006-45, 2006-31 I.R.B. 121

2006-46, 2006-28 I.R.B. 76

2006-47, 2006-28 I.R.B. 78

2006-48, 2006-31 I.R.B. 135

2006-49, 2006-29 I.R.B. 89

2006-50, 2006-34 I.R.B. 321

2006-51, 2006-32 I.R.B. 222

2006-52, 2006-33 I.R.B. 254

2006-53, 2006-33 I.R.B. 254

2006-54, 2006-33 I.R.B. 254

2006-55, 2006-35 I.R.B. 342

2006-56, 2006-35 I.R.B. 342

2006-57, 2006-35 I.R.B. 343

2006-58, 2006-36 I.R.B. 388

2006-59, 2006-36 I.R.B. 388

2006-60, 2006-36 I.R.B. 389

2006-61, 2006-36 I.R.B. 390

2006-62, 2006-37 I.R.B. 444

2006-63, 2006-37 I.R.B. 445

2006-64, 2006-37 I.R.B. 447

2006-65, 2006-37 I.R.B. 447

2006-66, 2006-37 I.R.B. 448

2006-67, 2006-38 I.R.B. 509

2006-68, 2006-38 I.R.B. 510

2006-69, 2006-37 I.R.B. 449

2006-70, 2006-40 I.R.B. 629

2006-71, 2006-40 I.R.B. 630

2006-72, 2006-40 I.R.B. 630

Notices:

2006-56, 2006-28 I.R.B. 58

2006-57, 2006-27 I.R.B. 13

2006-58, 2006-28 I.R.B. 59

2006-59, 2006-28 I.R.B. 60

2006-60, 2006-29 I.R.B. 82

2006-61, 2006-29 I.R.B. 85

2006-62, 2006-29 I.R.B. 86

2006-63, 2006-29 I.R.B. 87

2006-64, 2006-29 I.R.B. 88

2006-65, 2006-31 I.R.B. 102

2006-66, 2006-30 I.R.B. 99

2006-67, 2006-33 I.R.B. 248

2006-68, 2006-31 I.R.B. 105

2006-69, 2006-31 I.R.B. 107

2006-70, 2006-33 I.R.B. 252

2006-71, 2006-34 I.R.B. 316

2006-72, 2006-36 I.R.B. 363

2006-73, 2006-35 I.R.B. 339

Notices— Continued:

2006-74, 2006-35 I.R.B. 339

2006-75, 2006-36 I.R.B. 366

2006-76, 2006-38 I.R.B. 459

2006-77, 2006-40 I.R.B. 590

2006-80, 2006-40 I.R.B. 594

2006-81, 2006-40 I.R.B. 595

2006-82, 2006-39 I.R.B. 529

2006-83, 2006-40 I.R.B. 596

Proposed Regulations:

REG-121509-00, 2006-40 I.R.B. 602

REG-135866-02, 2006-27 I.R.B. 34

REG-146893-02, 2006-34 I.R.B. 317

REG-159929-02, 2006-35 I.R.B. 341

REG-148864-03, 2006-34 I.R.B. 320

REG-168745-03, 2006-39 I.R.B. 532

REG-109512-05, 2006-30 I.R.B. 100

REG-145154-05, 2006-39 I.R.B. 567

REG-148576-05, 2006-40 I.R.B. 627

REG-112994-06, 2006-27 I.R.B. 47

REG-118775-06, 2006-28 I.R.B. 73

REG-118897-06, 2006-31 I.R.B. 120

REG-120509-06, 2006-39 I.R.B. 570

REG-124152-06, 2006-36 I.R.B. 368

REG-125071-06, 2006-36 I.R.B. 375

Revenue Procedures:

2006-29, 2006-27 I.R.B. 13

2006-30, 2006-31 I.R.B. 110

2006-31, 2006-27 I.R.B. 32

2006-32, 2006-28 I.R.B. 61

2006-33, 2006-32 I.R.B. 140

2006-34, 2006-38 I.R.B. 460

2006-35, 2006-37 I.R.B. 434

2006-36, 2006-38 I.R.B. 498

2006-37, 2006-38 I.R.B. 499

2006-38, 2006-39 I.R.B. 530

2006-39, 2006-40 I.R.B. 600

Revenue Rulings:

2006-35, 2006-28 I.R.B. 50

2006-36, 2006-36 I.R.B. 353

2006-37, 2006-30 I.R.B. 91

2006-38, 2006-29 I.R.B. 80

2006-39, 2006-32 I.R.B. 137

2006-40, 2006-32 I.R.B. 136

2006-41, 2006-35 I.R.B. 331

2006-42, 2006-35 I.R.B. 337

2006-43, 2006-35 I.R.B. 329

2006-44, 2006-36 I.R.B. 361

2006-45, 2006-37 I.R.B. 423

2006-46, 2006-39 I.R.B. 511

2006-47, 2006-39 I.R.B. 511

2006-48, 2006-39 I.R.B. 516

2006-49, 2006-40 I.R.B. 584

Treasury Decisions:

9265, 2006-27 I.R.B. 1

9266, 2006-28 I.R.B. 52

9267, 2006-34 I.R.B. 313

9268, 2006-30 I.R.B. 94

9269, 2006-30 I.R.B. 92

9270, 2006-33 I.R.B. 237

9271, 2006-33 I.R.B. 224

9272, 2006-35 I.R.B. 332

9273, 2006-37 I.R.B. 394

9274, 2006-33 I.R.B. 244

9275, 2006-35 I.R.B. 327

9276, 2006-37 I.R.B. 424

9277, 2006-33 I.R.B. 226

9278, 2006-34 I.R.B. 256

9279, 2006-36 I.R.B. 355

9280, 2006-38 I.R.B. 450

9281, 2006-39 I.R.B. 517

9282, 2006-39 I.R.B. 512

9284, 2006-40 I.R.B. 582

1 A cumulative list of all revenue rulings, revenue procedures, Treasury decisions, etc., published in Internal Revenue Bulletins 2006–1 through 2006–26 is in Internal Revenue Bulletin
2006–26, dated June 26, 2006.

October 2, 2006 ii 2006–40 I.R.B.



Finding List of Current Actions on
Previously Published Items1

Bulletins 2006–27 through 2006–40

Announcements:

2005-59

Updated and superseded by

Ann. 2006-45, 2006-31 I.R.B. 121

Notices:

2002-45

Amplified by

Rev. Rul. 2006-36, 2006-36 I.R.B. 353

2006-20

Supplemented and modified by

Notice 2006-56, 2006-28 I.R.B. 58

2006-53

Modified by

Notice 2006-71, 2006-34 I.R.B. 316

2006-67

Modified and superseded by

Notice 2006-77, 2006-40 I.R.B. 590

Proposed Regulations:

REG-135866-02

Corrected by

Ann. 2006-64, 2006-37 I.R.B. 447
Ann. 2006-65, 2006-37 I.R.B. 447

REG-134317-05

Corrected by

Ann. 2006-47, 2006-28 I.R.B. 78

REG-118775-06

Corrected by

Ann. 2006-71, 2006-40 I.R.B. 630

Revenue Procedures:

2002-9

Modified and amplified by

Notice 2006-67, 2006-33 I.R.B. 248
Notice 2006-77, 2006-40 I.R.B. 590

2004-63

Superseded by

Rev. Proc. 2006-34, 2006-38 I.R.B. 460

2005-41

Superseded by

Rev. Proc. 2006-29, 2006-27 I.R.B. 13

2005-49

Superseded by

Rev. Proc. 2006-33, 2006-32 I.R.B. 140

2006-12

Modified by

Rev. Proc. 2006-37, 2006-38 I.R.B. 499

Revenue Rulings:

81-35

Amplified and modified by

Rev. Rul. 2006-43, 2006-35 I.R.B. 329

81-36

Amplified and modified by

Rev. Rul. 2006-43, 2006-35 I.R.B. 329

87-10

Amplified and modified by

Rev. Rul. 2006-43, 2006-35 I.R.B. 329

2002-41

Amplified by

Rev. Rul. 2006-36, 2006-36 I.R.B. 353

2003-43

Amplified by

Notice 2006-69, 2006-31 I.R.B. 107

2005-24

Amplified by

Rev. Rul. 2006-36, 2006-36 I.R.B. 353

Treasury Decisions:

9254

Corrected by

Ann. 2006-44, 2006-27 I.R.B. 49
Ann. 2006-66, 2006-37 I.R.B. 448

9258

Corrected by

Ann. 2006-46, 2006-28 I.R.B. 76

9260

Corrected by

Ann. 2006-67, 2006-38 I.R.B. 509

9262

Corrected by

Ann. 2006-56, 2006-35 I.R.B. 342

9264

Corrected by

Ann. 2006-46, 2006-28 I.R.B. 76

9272

Corrected by

Ann. 2006-68, 2006-38 I.R.B. 510

9277

Corrected by

Ann. 2006-72, 2006-40 I.R.B. 630

1 A cumulative list of current actions on previously published items in Internal Revenue Bulletins 2006–1 through 2006–26 is in Internal Revenue Bulletin 2006–26, dated June 26, 2006.

2006–40 I.R.B. iii October 2, 2006



October 2, 2006 2006–40 I.R.B.





INTERNAL REVENUE BULLETIN
The Introduction at the beginning of this issue describes the purpose and content of this publication. The weekly Internal Revenue

Bulletin is sold on a yearly subscription basis by the Superintendent of Documents. Current subscribers are notified by the Superin-
tendent of Documents when their subscriptions must be renewed.

CUMULATIVE BULLETINS
The contents of this weekly Bulletin are consolidated semiannually into a permanent, indexed, Cumulative Bulletin. These are

sold on a single copy basis and are not included as part of the subscription to the Internal Revenue Bulletin. Subscribers to the weekly
Bulletin are notified when copies of the Cumulative Bulletin are available. Certain issues of Cumulative Bulletins are out of print
and are not available. Persons desiring available Cumulative Bulletins, which are listed on the reverse, may purchase them from the
Superintendent of Documents.

ACCESS THE INTERNAL REVENUE BULLETIN ON THE INTERNET
You may view the Internal Revenue Bulletin on the Internet at www.irs.gov. Under information for: select Businesses. Under

related topics, select More Topics. Then select Internal Revenue Bulletins.

INTERNAL REVENUE BULLETINS ON CD-ROM
Internal Revenue Bulletins are available annually as part of Publication 1796 (Tax Products CD-ROM). The CD-ROM can be

purchased from National Technical Information Service (NTIS) on the Internet at www.irs.gov/cdorders (discount for online orders)
or by calling 1-877-233-6767. The first release is available in mid-December and the final release is available in late January.

HOW TO ORDER
Check the publications and/or subscription(s) desired on the reverse, complete the order blank, enclose the proper remittance,

detach entire page, and mail to the Superintendent of Documents, P.O. Box 371954, Pittsburgh PA, 15250–7954. Please allow two to
six weeks, plus mailing time, for delivery.

WE WELCOME COMMENTS ABOUT THE INTERNAL
REVENUE BULLETIN

If you have comments concerning the format or production of the Internal Revenue Bulletin or suggestions for improving it,
we would be pleased to hear from you. You can e-mail us your suggestions or comments through the IRS Internet Home Page
(www.irs.gov) or write to the IRS Bulletin Unit, SE:W:CAR:MP:T:T:SP, Washington, DC 20224

Internal Revenue Service
Washington, DC 20224
Official Business
Penalty for Private Use, $300


	toc
	INCOME TAX
	T.D. 9284, page 582 .
	REG–121509–00, page 602 .
	REG–148576–05, page 627 .
	Notice 2006–77, page 590 .
	Notice 2006–81, page 595 .
	Notice 2006–83, page 596 .
	Rev. Proc. 2006–39, page 600 .
	Announcement 2006–71, page 630 .
	Announcement 2006–72, page 630 .
	EMPLOYEE PLANS
	Announcement 2006–70, page 629 .
	EMPLOYMENT TAX
	SELF-EMPLOYMENT TAX
	The IRS Mission 
	Introduction

	Part I. Rulings and Decisions Under the Internal Revenue Code of
	T.D. 9284
	AGENCY: Internal Revenue Service (IRS), Treasury.
	ACTION: Final regulations.
	SUMMARY: This document contains final regulations relating to th
	DATES: Effective Date: These regulations are effective September
	FOR FURTHER INFORMATION CONTACT: Debra A. Kohn, (202) 622–7985 (
	SUPPLEMENTARY INFORMATION:
	Background
	Collection of Tax Liabilities after Assessment under Section 650
	Summary of Comments and Explanation of Provisions
	Special Analyses


	Drafting Information
	Adoption of Amendments to the Regulations
	PART 301—PROCEDURE AND ADMINISTRATION
	§301.6502–1 Collection after assessment.



	Interest rates; underpayments and overpayments. The rate of inte
	Section 6621 of the Internal Revenue Code establishes the rates 
	DRAFTING INFORMATION


	Part III. Administrative, Procedural, and Miscellaneous
	GO Zone Bonus Depreciation
	SECTION 1. PURPOSE
	SECTION 2. BACKGROUND AND GO ZONE PROPERTY 
	SECTION 3. SUBSTANTIALLY ALL AND ACTIVE CONDUCT REQUIREMENTS UN
	SECTION 4. ELECTION NOT TO DEDUCT GO ZONE ADDITIONAL FIRST YEAR 
	SECTION 5. CERTAIN PROPERTY NOT ELIGIBLE FOR THE GO ZONE ADDITIO
	SECTION 6. RECAPTURE RULES UNDER §€ 1400N(d)(5)
	SECTION 7. EFFECT ON OTHER DOCUMENTS
	SECTION 8. DRAFTING INFORMATION

	Weighted Average Interest Rate Update
	This notice provides guidance as to the corporate bond weighted 
	CORPORATE BOND WEIGHTED AVERAGE INTEREST RATE
	30-YEAR TREASURY SECURITIES INTEREST RATE
	Drafting Information

	Elections Under §€ 355(b)(3)(C)
	This notice provides guidance for making an election under §€ 35
	BACKGROUND
	PROCEDURES
	EFFECTIVE DATE
	DRAFTING INFORMATION

	Individual Chapter 11 Debtors
	This notice provides guidance for individuals who file bankruptc
	Section 1. PURPOSE
	Section 2. BACKGROUND AND GENERAL LEGAL PRINCIPLES
	Section 3.	 FILING INCOME TAX RETURNS OF THE DEBTOR AND THE ESTA
	Section 4.	APPLICATION OF THE SELF-EMPLOYMENT TAX
	Section 5.	APPLICATION OF EMPLOYMENT TAXES AND OBLIGATION TO FIL
	Section 6. ALLOCATION OF INCOME AND CREDITS ON INFORMATION RETU
	Section 7. REQUEST FOR COMMENTS
	Section 8. PAPERWORK REDUCTION ACT
	Section 9. DRAFTING INFORMATION

	Rev. Proc. 2006–39
	SECTION 1. PURPOSE
	SECTION 2. CHANGES
	SECTION 3. APPLICATION – ESTIMATED TAXES
	SECTION 4. EFFECTIVE DATE
	SECTION 5. DRAFTING INFORMATION


	Part IV. Items of General Interest
	Notice of Proposed Rulemaking
	AGENCY: Internal Revenue Service (IRS), Treasury.
	ACTION: Notice of proposed rulemaking.
	SUMMARY: This document contains proposed regulations that provid
	DATES: Written or electronic comments and requests for a public 
	ADDRESSES: Send submissions to: CC:PA:LPD:PR  (REG–121509–00), I
	FOR FURTHER INFORMATION CONTACT: Concerning the proposed regulat
	SUPPLEMENTARY INFORMATION:
	Background
	Explanation of Provisions 
	A. Shareholder-level Exclusion Under Section 959(a)
	1. In general
	2. Shareholder PTI accounts
	3. Successors in interest
	B. CFC-level Exclusion Under Section 959(b)
	C. Maintenance of PTI Accounts
	1. Shareholder-level accounting of PTI
	2. Corporate-level accounting of PTI
	3. Foreign currency and foreign tax credit rules
	a. Dollar basis pooling election
	b. Taxes and other expenses attributable to PTI
	4. Adjustment of shareholder PTI accounts
	5. Adjustment to PTI accounts upon distributions to intermediary
	6. Effect of deficits in earnings and profits
	7. Distribution in excess of the PTI account 
	8. PTI sharing rules
	a. Shareholder with multiple PTI accounts 
	b. Shareholder that is a member of a consolidated group
	9. Redemptions, including section 304 transactions
	a. Redemptions treated as sales or exchanges
	b. Redemptions treated as section 301 distributions
	c. Deemed redemptions under section 304
	D. Basis Adjustments
	E. Basis Adjustments of Consolidated Group Members
	F. Proposed Effective Date and Transition Rule

	Request for Comments
	A. Coordination of Shareholder-level and Corporate-level Account
	B. PTI and Consolidated Groups
	C. PTI and Section 367(b) Transactions.
	D. Foreign Currency Gain or Loss and Foreign Tax Credits With Re
	E. Section 962
	F. Section 961(c) Basis Adjustments
	G. Transition Rule

	Special Analyses
	Comments and Requests for Public Hearing


	Drafting Information
	Proposed Amendments to the Regulations
	PART 1—INCOME TAXES
	§1.959–1 Exclusion from gross income of United States persons of
	§1.959–2 Exclusion from gross income of CFCs of previously taxed
	§1.959–3 Maintenance and adjustment of previously taxed earnings
	§1.959–4 Distributions of amounts excluded under section 959(a).
	§1.961–1 Increase in basis of stock in CFCs and of other propert
	§1.961–2 Reduction in basis of stock in foreign corporations and
	§1.961–3 Basis adjustments in stock held by foreign corporation.
	§1.961–4 Section 304 transactions .
	§1.1502–12 Separate taxable income.
	§1.1502–32 Investment adjustments.



	Notice of Proposed Rulemaking and Notice of Public Hearing 
	AGENCY: Internal Revenue Service (IRS), Treasury.
	ACTION: Notice of proposed rulemaking and notice of public heari
	SUMMARY: This document contains proposed amendments to the regul
	DATES: Written and electronic comments must be received by Septe
	ADDRESSES: Send submissions to:  CC:PA:LPD:PR (REG–148576–05), r
	FOR FURTHER INFORMATION CONTACT: Concerning submissions and/or t
	SUPPLEMENTARY INFORMATION:
	BACKGROUND
	Proposed Effective Date
	Special Analyses
	Comments and Public Hearing


	Drafting Information
	Proposed Amendments to the Regulations
	PART 300—USER FEES
	§300.1 Installment agreement fee.
	§300.2 Restructuring or reinstatement of installment agreement f



	Election of Alternative Funding Schedule
	This announcement sets forth the procedures for electing an alte
	I. Background
	II. Election of Alternative Funding Schedule under Section 402

	Revisions to Regulations Relating to Repeal of Tax on Interest o
	AGENCY: Internal Revenue Service (IRS), Treasury.
	ACTION: Cancellation of notice of public hearing on proposed rul
	SUMMARY: This document cancels a public hearing on proposed regu
	DATES: The public hearing, originally scheduled for October 6, 2
	FOR FURTHER INFORMATION CONTACT: Richard A. Hurst of the Publica
	SUPPLEMENTARY INFORMATION:

	Employer Comparable Contributions to Health Savings Accounts Und
	AGENCY: Internal Revenue Service (IRS), Treasury.
	ACTION: Correcting amendment.
	SUMMARY: This document contains a correction to final regulation
	DATES: These corrections are effective July 31, 2006.
	FOR FURTHER INFORMATION CONTACT: Mireille T. Khoury, (202) 622–6
	SUPPLEMENTARY INFORMATION:
	Background
	Need for Correction
	Correction of Publication
	PART 54—PENSION EXCISE TAXES
	§54.4980G–0 [corrected]
	§54.4980G–4  Calculating comparable contributions.
	§54.4980G–5  HSA comparability rules and cafeteria plans and wai
	§54.4980G–4  Calculating comparable contributions.



	Definition of Terms
	Abbreviations

	Numerical Finding List 1
	Announcements:
	Notices:
	Proposed Regulations:
	Revenue Procedures:
	Revenue Rulings:
	Treasury Decisions:

	Finding List of Current Actions on Previously Published Items 1
	Announcements:
	Notices:
	Proposed Regulations:
	Revenue Procedures:
	Revenue Rulings:
	Treasury Decisions:

	INTERNAL REVENUE BULLETIN
	CUMULATIVE BULLETINS
	ACCESS THE INTERNAL REVENUE BULLETIN ON THE INTERNET
	INTERNAL REVENUE BULLETINS ON CD-ROM
	How to Order
	We Welcome Comments About the Internal Revenue Bulletin



