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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 Unpublished rulings will not be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 412.—Minimum
Funding Standards

26 CFR 1.412(l)(7)–1: Mortality tables used to de-
termine current liability.

T.D. 9310

DEPARTMENT OF
THE TREASURY
Internal Revenue Service
26 CFR Part 1

Updated Mortality Tables for
Determining Current Liability

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Final regulations.

SUMMARY: This document contains final
regulations providing mortality tables to
be used in determining current liability for
purposes of applying certain pension fund-
ing requirements. These regulations affect
sponsors, administrators, participants, and
beneficiaries of certain retirement plans.

DATES: Effective Date: These regulations
are effective February 2, 2007.

Applicability Date: These regulations
apply for plan years beginning on or after
January 1, 2007.

FOR FURTHER INFORMATION
CONTACT: Bruce Perlin or
Linda Marshall at (202) 622–6090
(not a toll-free number).

SUPPLEMENTARY INFORMATION:

Background

Section 412 of the Internal Revenue
Code provides minimum funding require-
ments with respect to certain defined ben-
efit pension plans.1 Title I of the Pension
Protection Act of 2006 (PPA), Pub. L. No.
109–280, 120 Stat. 780, makes extensive

changes to the rules of section 412, gener-
ally applicable to plan years beginning on
or after January 1, 2008. Except as other-
wise stated, all references to section 412 in
this document refer to section 412 without
regard to the amendments made by Title I
of PPA.

Section 412(l) provides additional
funding requirements for certain defined
benefit pension plans, based in part on a
plan’s unfunded current liability, as de-
fined in section 412(l)(8). Pursuant to sec-
tion 412(c)(6), if the otherwise applicable
minimum funding requirement exceeds
the plan’s full funding limitation (defined
in section 412(c)(7) as the excess of a
specified measure of plan liability over the
plan assets), then the minimum funding
requirement for the year is reduced by that
excess. Under section 412(c)(7)(E), the
full funding limitation cannot be less than
the excess of 90% of the plan’s current
liability (including the expected increase
in current liability due to benefits accruing
during the plan year) over the value of the
plan’s assets. For this purpose, the term
current liability generally has the same
meaning given that term under section
412(l)(7).

Section 412(l)(7)(C)(ii) provides that,
for purposes of determining current lia-
bility in plan years beginning on or af-
ter January 1, 1995, the mortality table
used is the table prescribed by the Sec-
retary. Under section 412(l)(7)(C)(ii)(I),
the initial mortality table used in determin-
ing current liability under section 412(l)(7)
must be based on the prevailing commis-
sioners’ standard table (described in sec-
tion 807(d)(5)(A)) used to determine re-
serves for group annuity contracts issued
on January 1, 1993. For purposes of sec-
tion 807(d)(5), Rev. Rul. 92–19, 1992–1
C.B. 227, specifies the prevailing commis-
sioners’ standard table used to determine
reserves for group annuity contracts issued
on January 1, 1993, as the 1983 Group An-
nuity Mortality Table (1983 GAM). Ac-
cordingly, Rev. Rul. 95–28, 1995–1 C.B.
74, sets forth two gender-specific mortal-
ity tables, based on 1983 GAM, for pur-

poses of determining current liability for
participants and beneficiaries (other than
disabled participants).

Section 412(l)(7)(C)(iii)(I) specifies
that the Secretary is to establish different
mortality tables to be used to determine
current liability for individuals who are
entitled to benefits under the plan on ac-
count of disability. One such set of tables
is to apply to individuals whose disabili-
ties occur in plan years beginning before
January 1, 1995, and a second set of tables
for individuals whose disabilities occur
in plan years beginning on or after such
date. Under section 412(l)(7)(C)(iii)(II),
the separate tables for disabilities that
occur in plan years beginning after De-
cember 31, 1994, apply only with respect
to individuals who are disabled within the
meaning of title II of the Social Security
Act and the regulations thereunder. Rev.
Rul. 96–7, 1996–1 C.B. 59, sets forth
the mortality tables established under sec-
tion 412(l)(7)(C)(iii).

Under section 412(l)(7)(C)(ii)(III), the
Secretary is required to periodically (at
least every 5 years) review any tables in
effect under that subsection and, to the ex-
tent necessary, by regulation update the ta-
bles to reflect the actual experience of pen-
sion plans and projected trends in such ex-
perience. Section 412(l)(7)(C)(ii)(II) pro-
vides that the updated tables are to take
into account the results of available inde-
pendent studies of mortality of individu-
als covered by pension plans. Pursuant to
section 412(l)(7)(C)(ii)(II), any new mor-
tality tables prescribed by regulation can
be effective no earlier than the first plan
year beginning after December 31, 1999.
Under section 412(l)(10), increases in cur-
rent liability arising from the adoption of
such a new mortality table are required to
be amortized over a 10-year period.

Notice 2003–62, 2003–2 C.B. 576, was
issued as part of the periodic review by the
IRS and the Treasury Department of the
mortality tables used in determining cur-
rent liability under section 412(l)(7). At
the time Notice 2003–62 was issued, the
IRS and the Treasury Department were

1 Section 302 of the Employee Retirement Income Security Act of 1974, as amended (ERISA) sets forth funding rules that are parallel to those in section 412 of the Code. Under section 101 of
Reorganization Plan No. 4 of 1978 (43 FR 47713) and section 302 of ERISA, the Secretary of the Treasury has interpretive jurisdiction over the subject matter addressed in these regulations
for purposes of ERISA, as well as the Code. Thus, these final Treasury regulations issued under section 412 of the Code apply as well for purposes of section 302 of ERISA.
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aware of two reviews of mortality expe-
rience for retirement plan participants un-
dertaken by the Retirement Plans Experi-
ence Committee of the Society of Actu-
aries (the UP–94 Study and the RP–2000
Mortality Tables Report),2 and commenta-
tors were invited to submit any other in-
dependent studies of pension plan mortal-
ity experience. Notice 2003–62 also re-
quested the submission of studies regard-
ing projected trends in mortality experi-
ence. With respect to projecting mortality
improvements, the IRS and the Treasury
Department requested comments regard-
ing the advantages and disadvantages of
reflecting these trends on an ongoing basis
through the use of generational, modified
generational, or sequentially static mortal-
ity tables.

The IRS and the Treasury Department
have reviewed the mortality tables that are
used for purposes of determining current
liability for participants and beneficiaries
(other than disabled participants). The ex-
isting mortality table for determining cur-
rent liability (1983 GAM) was compared
to independent studies of mortality of indi-
viduals covered by pension plans, after re-
flecting projected trends for mortality im-
provement through 2007. The comparison
indicated that the 1983 GAM is no longer
appropriate for determining current liabil-
ity.

Based on this review of the 1983 GAM
compared to more recent mortality expe-
rience, the IRS and the Treasury Depart-
ment have determined that updated mor-
tality tables based on the RP–2000 Mortal-
ity Tables Report should be used to deter-
mine current liability for participants and
beneficiaries (other than disabled partici-
pants).3

On December 2, 2005, the IRS is-
sued proposed regulations under section
412(l)(7) (REG–124988–05, 2005–2 C.B.
1186 [70 FR 72260]) setting forth mor-
tality tables, proposed to be effective for
plan years beginning on or after January 1,
2007, to be used for nondisabled pension
plan participants. The proposed regula-
tions would have required plans of 500 or
more participants to use separate mortality

tables (derived from the RP–2000 mortal-
ity tables) for nonannuitant and annuitant
periods. These separate tables were devel-
oped by projecting mortality improvement
from a base year of 2007 over the period
of the approximate expected duration of
liabilities (7 years for the annuitant tables
and 15 years for the nonannuitant tables).
Small plans, defined as those with fewer
than 500 participants (including both ac-
tive and inactive participants), would have
been permitted to use a combined table
that applies the same mortality rates to
both annuitants and nonannuitants. The
proposed regulations provided for updated
tables to be issued annually reflecting a
new base year and using the projection
factors described in the proposed regula-
tions, to reflect expected improvements in
mortality. Two comments on the proposed
regulation were received, and no public
hearing was requested or held.

On August 17, 2006, PPA was en-
acted. PPA contains a comprehensive
revision of the minimum funding require-
ments for single employer plans, based
on the calculation of a funding target that
replaces the current liability calculation
under section 412(l). These minimum
funding provisions of PPA are gener-
ally effective for plan years beginning
after December 31, 2007. Under section
430(h)(3)(A) as enacted in PPA, the Secre-
tary is directed to prescribe by regulation
the mortality tables used in determining
present value or making any computation
under the funding rules. The specifica-
tions for developing the mortality tables
under section 430(h)(3)(A) are the same
as the specifications set forth in section
412(l)(7)(C)(ii)(III).

Explanation of Provisions

These regulations set forth the mor-
tality tables to be used under section
412(l)(7)(C)(ii) to determine current li-
ability for participants and beneficiaries
(other than disabled participants) for plan
years beginning on or after January 1,
2007. These mortality tables are the same
mortality tables that were published for
2007 in the proposed regulations, and

are based on the tables contained in the
RP–2000 Mortality Tables Report. The
IRS and the Treasury Department have
reviewed the RP–2000 mortality tables
and the accompanying report published by
the Society of Actuaries, and have deter-
mined that the RP–2000 mortality tables
form the best available basis for predicting
mortality of pension plan participants and
beneficiaries (other than disabled partici-
pants) based on pension plan experience
and expected trends. As under the mortal-
ity tables applicable for earlier plan years,
the mortality tables set forth in these reg-
ulations are gender-distinct because of
significant differences between expected
male mortality and expected female mor-
tality.

Of the two comments received on the
proposed regulations, one commentator
stated that requiring separate annuitant
and nonannuitant mortality tables adds
complexity without increasing accuracy.
According to this commentator, the com-
plexity could be avoided without loss of
accuracy by using the RP–2000 blended
table. This commentator suggested that,
if separate annuitant and nonannuitant
mortality tables are required, they should
not be required to be used before 2008.
The other commentator agreed with the
use of separate annuitant and nonannuitant
tables.

In a change from the proposed regula-
tions, the IRS and the Treasury Depart-
ment have chosen to permit all plans to use
a blended table for 2007 rather than require
the use of separate annuitant and nonannu-
itant tables. This decision was made be-
cause of the sweeping changes made to the
minimum funding requirements for single
employer plans by PPA that will gener-
ally become effective in 2008. The IRS
and the Treasury Department believe that
using separate annuitant and nonannuitant
tables results in a more accurate measure
of a plan’s current liability. However, in
view of the sweeping PPA changes and the
resulting need to overhaul actuarial valu-
ation systems, it was determined that all
plans (and not just small plans) should
be permitted to use the combined mortal-

2 The UP–94 Study, prepared by the UP–94 Task Force of the Society of Actuaries, was published in the Transactions of the Society of Actuaries, Vol. XLVII (1995), p. 819. The RP–2000
Mortality Table Report was released in July, 2000. Society of Actuaries, RP–2000 Mortality Tables Report, at http://www.soa.org/ccm/content/research-publications/experience-studies-
tools/the-rp–2000-mortality-tables/.

3 Because of the enactment of PPA, the IRS and Treasury Department are not planning to complete a review of the section 412(l)(7)(C)(iii) mortality tables for disabled participants pursuant to
section 412(l)(7)(C)(ii)(III). The IRS and Treasury Department will review recent mortality experience and expected trends for disabled participants to determine what mortality tables should
be used for disabled participants under section 430(h)(3)(D) as added by PPA.
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ity tables for the 2007 plan year.4 It is
expected that proposed regulations under
section 430(h)(3)(A) providing mortality
tables for purposes of determining present
value under section 430 will require large
plans to use separate annuitant and nonan-
nuitant tables to achieve a more accurate
measure of the present value of plan bene-
fits.

If the separate tables for annuitants and
nonannuitants are used, the nonannuitant
mortality table is applied to determine the
probability of survival for a nonannuitant
for the period before the nonannuitant is
projected to commence receiving benefits.
The annuitant mortality table is applied
to determine the present value of benefits
for each annuitant, and for each nonannu-
itant for the period after which the nonan-
nuitant is projected to commence receiv-
ing benefits. For purposes of this section,
an annuitant means a plan participant who
has commenced receiving benefits and a
nonannuitant means a plan participant who
has not yet commenced receiving benefits
(e.g., an active employee or a terminated
vested participant). Thus, for example,
with respect to a 45-year-old active par-
ticipant who is projected to commence re-
ceiving an annuity at age 55, current liabil-
ity would be determined using the nonan-
nuitant mortality table for the period be-
fore the participant attains age 55 (i.e., so
that the probability of an active male par-
ticipant living from age 45 to the age of
55 for the table that applies in plan years
beginning in 2007 is 98.59%) and the an-
nuitant mortality table for the period ages
55 and above. Similarly, if a 45-year-old
terminated vested participant is projected
to commence an annuity at age 65, cur-
rent liability would be determined using
the nonannuitant mortality table for the pe-
riod before the participant attains age 65
and the annuitant mortality table for ages
65 and above. A participant whose ben-
efit has partially commenced is treated as
an annuitant with respect to the portion of
the benefit which has commenced and a
nonannuitant with respect to the balance of
the benefit.

As under the proposed regulations, the
annuitant and nonannuitant tables were de-
veloped by applying projected mortality
improvements to the annuitant and nonan-

nuitant tables from the RP–2000 Mortal-
ity Tables Report. Mortality improvement
was projected forward from the base year
of 2007 by 7 years for annuitants and 15
years for nonannuitants, to approximate
an average expected duration of liabilities.
The projection factors used are from Mor-
tality Projection Scale AA, which was also
recommended for use in the UP–94 Study
and RP–2000 Mortality Tables Report.

The blended table provided under these
regulations was constructed in the same
manner as under the proposed regula-
tions, by applying the nonannuitant/an-
nuitant weighting factors published in
the RP–2000 Mortality Tables Report.
However, because the RP–2000 Mortality
Tables Report does not provide weighting
factors before age 50 or after age 70, the
IRS and the Treasury Department have
extended the table of weighting factors
for ages 41 through 50 (ages 45–50 for
females) and for ages 70 through 79 in
order to develop the blended table.

For most plans, these regulations will
be in effect only for the 2007 plan year be-
cause the minimum funding requirements
enacted in PPA will replace the currently
applicable minimum funding requirements
for plan years beginning on or after Jan-
uary 1, 2008. For plans that remain subject
to the pre-PPA requirements of section 412
after the 2007 plan year (see sections 104
through 106 of PPA), these regulations re-
quire that the mortality tables that will be
provided pursuant to section 430(h)(3)(A)
are to be used as the mortality tables that
apply for determining current liability un-
der section 412 for those later plan years.

Applicability Date

These regulations apply to plan years
beginning on or after January 1, 2007.

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 deter-
mined that section 553(b) of the Admin-
istrative Procedure Act (5 U.S.C. chapter
5) does not apply to these regulations, and
because the regulation does not impose a

collection of information on small entities,
the Regulatory Flexibility Act (5 U.S.C.
chapter 6) does not apply. Pursuant to sec-
tion 7805(f) of the Code, the notice of pro-
posed rulemaking preceding these regula-
tions was submitted to the Small Business
Administration for comment on its impact
on small business.

Drafting Information

The principal authors of these
regulations are Bruce Perlin and
Linda S. F. Marshall, Office of Divi-
sion Counsel/Associate Chief Counsel
(Tax Exempt and Government Entities).
However, other personnel from the IRS
and Treasury Department participated in
the development of these regulations.

* * * * *

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR part 1 is amended
as follows:

PART 1—INCOME TAXES

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

Authority: 26 U.S.C. 7805 * * *
Par. 2. Section 1.412(l)(7)–1 is added

to read as follows:

§1.412(l)(7)–1 Mortality tables used to
determine current liability.

(a) In general. The mortality tables set
forth in paragraph (d) of this section are to
be used in determining current liability un-
der section 412(l)(7) for participants and
beneficiaries (other than disabled partici-
pants) for plan years beginning in 2007.
For plan years beginning on or after Jan-
uary 1, 2008, the mortality tables described
in section 430(h)(3)(A) are to be used in
determining current liability under section
412(l)(7) for participants and beneficiaries
(other than disabled participants).

(b) Separate tables for annuitants and
nonannuitants. The separate tables for an-
nuitants and nonannuitants are used unless
the plan applies the optional combined ta-
ble pursuant to paragraph (c) of this sec-
tion. If these separate tables are used, the

4 For most single employer plans, these regulations will be in effect only for the plan year beginning in 2007 because changes to section 412 made by PPA will eliminate the need for single
employer plans to calculate current liability for plan years beginning on or after January 1, 2008. However, sections 104 through 106 of PPA provide later effective dates for the PPA changes
to section 412 with respect to certain plans, and therefore those plans will continue to be required to determine current liability for some plan years beginning on or after January 1, 2008.
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nonannuitant mortality table is applied to
determine the probability of survival for
a nonannuitant for the period before the
nonannuitant is projected to commence re-
ceiving benefits. The annuitant mortality
table is applied to determine the present
value of benefits for each annuitant, and
for each nonannuitant for the period af-
ter which the nonannuitant is projected to
commence receiving benefits. For pur-
poses of this section, an annuitant means
a plan participant who has commenced re-
ceiving benefits and a nonannuitant means
a plan participant who has not yet com-
menced receiving benefits (e.g., an active
employee or a terminated vested partici-
pant). Thus, for example, with respect to a
45-year-old active participant who is pro-

jected to commence receiving an annuity
at age 55, current liability would be de-
termined using the nonannuitant mortality
table for the period before the participant
attains age 55 (i.e., so that the probability
of an active male participant living from
age 45 to the age of 55 for the table that
applies in plan years beginning in 2007 is
98.59%) and the annuitant mortality table
for the period ages 55 and above. Sim-
ilarly, if a 45-year-old terminated vested
participant is projected to commence an
annuity at age 65, current liability would
be determined using the nonannuitant mor-
tality table for the period before the partic-
ipant attains age 65 and the annuitant mor-
tality table for ages 65 and above. For pur-
poses of this section, a participant whose

benefit has partially commenced is treated
as an annuitant with respect to the portion
of the benefit which has commenced and
a nonannuitant with respect to the balance
of the benefit.

(c) Optional combined tables. As an
alternative to the separate tables specified
for annuitants and nonannuitants as de-
scribed in paragraph (b) of this section, the
optional combined table, which applies the
same mortality rates to both annuitants and
nonannuitants, can be used.

(d) Mortality tables for 2007. As set
forth in paragraph (a) of this section, the
following tables are to be used for deter-
mining current liability for plan years be-
ginning during 2007 in accordance with
the rules of this section.

MALE MALE MALE FEMALE FEMALE FEMALE

Age
Non-

Annuitant
Table

Annuitant
Table

Optional
Combined

Table

Non-
Annuitant

Table

Annuitant
Table

Optional
Combined

Table

1 0.000408 0.000408 0.000408 0.000366 0.000366 0.000366
2 0.000276 0.000276 0.000276 0.000239 0.000239 0.000239
3 0.000229 0.000229 0.000229 0.000178 0.000178 0.000178
4 0.000178 0.000178 0.000178 0.000133 0.000133 0.000133
5 0.000163 0.000163 0.000163 0.000121 0.000121 0.000121
6 0.000156 0.000156 0.000156 0.000113 0.000113 0.000113
7 0.000150 0.000150 0.000150 0.000106 0.000106 0.000106
8 0.000138 0.000138 0.000138 0.000094 0.000094 0.000094
9 0.000134 0.000134 0.000134 0.000090 0.000090 0.000090

10 0.000136 0.000136 0.000136 0.000090 0.000090 0.000090
11 0.000140 0.000140 0.000140 0.000092 0.000092 0.000092
12 0.000146 0.000146 0.000146 0.000095 0.000095 0.000095
13 0.000154 0.000154 0.000154 0.000099 0.000099 0.000099
14 0.000167 0.000167 0.000167 0.000109 0.000109 0.000109
15 0.000176 0.000176 0.000176 0.000119 0.000119 0.000119
16 0.000186 0.000186 0.000186 0.000127 0.000127 0.000127
17 0.000197 0.000197 0.000197 0.000135 0.000135 0.000135
18 0.000207 0.000207 0.000207 0.000138 0.000138 0.000138
19 0.000217 0.000217 0.000217 0.000136 0.000136 0.000136
20 0.000226 0.000226 0.000226 0.000134 0.000134 0.000134
21 0.000239 0.000239 0.000239 0.000132 0.000132 0.000132
22 0.000251 0.000251 0.000251 0.000133 0.000133 0.000133
23 0.000267 0.000267 0.000267 0.000138 0.000138 0.000138
24 0.000282 0.000282 0.000282 0.000144 0.000144 0.000144
25 0.000301 0.000301 0.000301 0.000152 0.000152 0.000152
26 0.000331 0.000331 0.000331 0.000164 0.000164 0.000164
27 0.000342 0.000342 0.000342 0.000171 0.000171 0.000171
28 0.000352 0.000352 0.000352 0.000180 0.000180 0.000180
29 0.000369 0.000369 0.000369 0.000190 0.000190 0.000190
30 0.000398 0.000398 0.000398 0.000212 0.000212 0.000212
31 0.000447 0.000447 0.000447 0.000257 0.000257 0.000257
32 0.000503 0.000503 0.000503 0.000293 0.000293 0.000293
33 0.000565 0.000565 0.000565 0.000323 0.000323 0.000323
34 0.000629 0.000629 0.000629 0.000349 0.000349 0.000349
35 0.000692 0.000692 0.000692 0.000372 0.000372 0.000372
36 0.000753 0.000753 0.000753 0.000394 0.000394 0.000394
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37 0.000810 0.000810 0.000810 0.000415 0.000415 0.000415
38 0.000844 0.000844 0.000844 0.000439 0.000439 0.000439
39 0.000875 0.000875 0.000875 0.000465 0.000465 0.000465
40 0.000904 0.000904 0.000904 0.000506 0.000506 0.000506
41 0.000936 0.000963 0.000936 0.000555 0.000555 0.000555
42 0.000974 0.001081 0.000975 0.000611 0.000611 0.000611
43 0.001018 0.001258 0.001021 0.000672 0.000672 0.000672

44 0.001071 0.001493 0.001079 0.000738 0.000738 0.000738
45 0.001131 0.001788 0.001146 0.000788 0.000791 0.000788
46 0.001185 0.002142 0.001211 0.000839 0.000896 0.000840
47 0.001244 0.002554 0.001286 0.000889 0.001054 0.000893
48 0.001304 0.003026 0.001366 0.000962 0.001265 0.000972
49 0.001368 0.003557 0.001457 0.001039 0.001528 0.001059
50 0.001434 0.004146 0.001557 0.001149 0.001844 0.001184
51 0.001500 0.004226 0.001636 0.001272 0.001962 0.001312
52 0.001570 0.004254 0.001754 0.001442 0.002173 0.001496
53 0.001681 0.004312 0.001932 0.001637 0.002445 0.001714
54 0.001803 0.004369 0.002134 0.001861 0.002771 0.001969
55 0.001986 0.004514 0.002508 0.002117 0.003155 0.002314
56 0.002217 0.004749 0.003020 0.002414 0.003608 0.002755
57 0.002488 0.005069 0.003464 0.002696 0.004088 0.003170
58 0.002803 0.005501 0.003990 0.002947 0.004588 0.003583
59 0.003095 0.005972 0.004529 0.003223 0.005156 0.004066
60 0.003421 0.006539 0.005177 0.003521 0.005780 0.004640
61 0.003860 0.007284 0.006030 0.003838 0.006450 0.005354
62 0.004244 0.008024 0.006929 0.004170 0.007168 0.006148
63 0.004746 0.008989 0.008099 0.004513 0.007932 0.007084
64 0.005154 0.009947 0.009159 0.004862 0.008758 0.007996
65 0.005553 0.011015 0.010377 0.005213 0.009662 0.009018
66 0.006073 0.012379 0.011951 0.005559 0.010640 0.010192
67 0.006447 0.013705 0.013349 0.005896 0.011690 0.011323
68 0.006650 0.014940 0.014641 0.006220 0.012838 0.012522
69 0.006974 0.016504 0.016231 0.006528 0.014126 0.013843
70 0.007115 0.017971 0.017689 0.006818 0.015607 0.015309
71 0.008002 0.019884 0.019606 0.007450 0.017078 0.016784
72 0.009777 0.022078 0.021822 0.008714 0.018995 0.018716
73 0.012439 0.024592 0.024371 0.010610 0.020819 0.020577
74 0.015988 0.027435 0.027256 0.013139 0.023074 0.022872
75 0.020425 0.031057 0.030919 0.016299 0.025117 0.024967
76 0.025749 0.034615 0.034523 0.020092 0.027673 0.027570
77 0.031961 0.039054 0.038999 0.024516 0.030911 0.030846
78 0.039059 0.044018 0.043992 0.029573 0.034074 0.034043
79 0.047046 0.049617 0.049610 0.035261 0.037618 0.037610
80 0.055919 0.055919 0.055919 0.041582 0.041582 0.041582
81 0.063476 0.063476 0.063476 0.046024 0.046024 0.046024
82 0.071926 0.071926 0.071926 0.051021 0.051021 0.051021
83 0.080176 0.080176 0.080176 0.056651 0.056651 0.056651
84 0.090433 0.090433 0.090433 0.063006 0.063006 0.063006
85 0.100383 0.100383 0.100383 0.071188 0.071188 0.071188
86 0.111295 0.111295 0.111295 0.080522 0.080522 0.080522

87 0.125051 0.125051 0.125051 0.091080 0.091080 0.091080
88 0.140385 0.140385 0.140385 0.101448 0.101448 0.101448
89 0.155142 0.155142 0.155142 0.114246 0.114246 0.114246
90 0.173400 0.173400 0.173400 0.126258 0.126258 0.126258
91 0.188868 0.188868 0.188868 0.138648 0.138648 0.138648
92 0.207683 0.207683 0.207683 0.151126 0.151126 0.151126
93 0.224037 0.224037 0.224037 0.165722 0.165722 0.165722
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94 0.240367 0.240367 0.240367 0.177747 0.177747 0.177747
95 0.260098 0.260098 0.260098 0.189133 0.189133 0.189133
96 0.276058 0.276058 0.276058 0.199703 0.199703 0.199703
97 0.291564 0.291564 0.291564 0.212246 0.212246 0.212246
98 0.310910 0.310910 0.310910 0.220832 0.220832 0.220832
99 0.325614 0.325614 0.325614 0.228169 0.228169 0.228169

100 0.339763 0.339763 0.339763 0.234164 0.234164 0.234164
101 0.358628 0.358628 0.358628 0.244834 0.244834 0.244834
102 0.371685 0.371685 0.371685 0.254498 0.254498 0.254498
103 0.383040 0.383040 0.383040 0.266044 0.266044 0.266044
104 0.392003 0.392003 0.392003 0.279055 0.279055 0.279055
105 0.397886 0.397886 0.397886 0.293116 0.293116 0.293116
106 0.400000 0.400000 0.400000 0.307811 0.307811 0.307811
107 0.400000 0.400000 0.400000 0.322725 0.322725 0.322725
108 0.400000 0.400000 0.400000 0.337441 0.337441 0.337441
109 0.400000 0.400000 0.400000 0.351544 0.351544 0.351544
110 0.400000 0.400000 0.400000 0.364617 0.364617 0.364617
111 0.400000 0.400000 0.400000 0.376246 0.376246 0.376246
112 0.400000 0.400000 0.400000 0.386015 0.386015 0.386015
113 0.400000 0.400000 0.400000 0.393507 0.393507 0.393507
114 0.400000 0.400000 0.400000 0.398308 0.398308 0.398308
115 0.400000 0.400000 0.400000 0.400000 0.400000 0.400000
116 0.400000 0.400000 0.400000 0.400000 0.400000 0.400000
117 0.400000 0.400000 0.400000 0.400000 0.400000 0.400000
118 0.400000 0.400000 0.400000 0.400000 0.400000 0.400000
119 0.400000 0.400000 0.400000 0.400000 0.400000 0.400000
120 1.000000 1.000000 1.000000 1.000000 1.000000 1.000000

(e) Effective date. This section applies
for plan years beginning on or after Jan-
uary 1, 2007.

Linda M. Kroening,
Acting Deputy Commissioner for

Services and Enforcement.

Approved January 26, 2007.

Eric Solomon,
Assistant Secretary

of the Treasury (Tax Policy).

(Filed by the Office of the Federal Register on February 1,
2007, 8:45 a.m., and published in the issue of the Federal
Register for February 2, 2007, 72 F.R. 4955)

Section 472.—Last-in,
First-out Inventories

26 CFR 1.472–1: Last-in, first-out inventories.

LIFO; price indexes; department
stores. The December 2006 Bureau of
Labor Statistics price indexes are accepted
for use by department stores employing
the retail inventory and last-in, first-out
inventory methods for valuing inventories
for tax years ended on, or with reference
to, December 31, 2006.

Rev. Rul. 2007–11

The following Department Store In-
ventory Price Indexes for December 2006
were issued by the Bureau of Labor Sta-

tistics (BLS). The indexes are accepted
by the Internal Revenue Service, under
§ 1.472–1(k) of the Income Tax Regula-
tions and Rev. Proc. 86–46, 1986–2 C.B.
739, for appropriate application to inven-
tories of department stores employing the
retail inventory and last-in, first-out in-
ventory methods for tax years ended on,
or with reference to, December 31, 2006.

The Department Store Inventory Price
Indexes are prepared on a national basis
and include (a) 23 major groups of depart-
ments, (b) three special combinations of
the major groups — soft goods, durable
goods, and miscellaneous goods, and (c) a
store total, which covers all departments,
including some not listed separately, ex-
cept for the following: candy, food, liquor,
tobacco, and contract departments.
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BUREAU OF LABOR STATISTICS, DEPARTMENT STORE
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS

(January 1941 = 100, unless otherwise noted)

Groups Dec. 2005 Dec. 2006

Percent Change
From Dec. 2005
to Dec. 20061

1. Piece Goods . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 467.2 448.2 -4.1
2. Domestics and Draperies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 506.3 476.6 -5.9
3. Women’s and Children’s Shoes . . . . . . . . . . . . . . . . . . . . . . . . . . . . 659.5 667.5 1.2
4. Men’s Shoes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 862.7 889.6 3.1
5. Infants’ Wear . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 568.5 561.2 -1.3
6. Women’s Underwear. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 547.0 547.6 0.1
7. Women’s Hosiery . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 337.9 345.8 2.3
8. Women’s and Girls’ Accessories . . . . . . . . . . . . . . . . . . . . . . . . . . . 558.5 542.4 -2.9
9. Women’s Outerwear and Girls’ Wear . . . . . . . . . . . . . . . . . . . . . . . 350.8 356.8 1.7
10. Men’s Clothing . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 527.4 519.6 -1.5
11. Men’s Furnishings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 560.6 571.4 1.9
12. Boys’ Clothing and Furnishings . . . . . . . . . . . . . . . . . . . . . . . . . . . . 394.0 387.5 -1.6
13. Jewelry. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 842.7 872.7 3.6
14. Notions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 801.0 822.8 2.7
15. Toilet Articles and Drugs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1000.7 1014.0 1.3
16. Furniture and Bedding . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 602.9 597.4 -0.9
17. Floor Coverings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 614.5 622.1 1.2
18. Housewares. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 697.7 685.7 -1.7
19. Major Appliances. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 205.0 209.5 2.2
20. Radio and Television. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 37.7 34.0 -9.8
21. Recreation and Education2. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 77.4 76.1 -1.7
22. Home Improvements2 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 136.7 141.2 3.3
23. Automotive Accessories2 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 117.0 122.1 4.4

Groups 1–15: Soft Goods . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 548.0 551.3 0.6
Groups 16–20: Durable Goods . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 375.7 370.0 -1.5
Groups 21–23: Misc. Goods2 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 93.0 93.8 0.9

Store Total3 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 487.2 488.2 0.2

1Absence of a minus sign before the percentage change in this column signifies a price increase.
2Indexes on a January 1986 = 100 base.
3The Store Total index covers all departments, with the following exceptions: candy, food, liquor, tobacco, as well as contract
departments.

DRAFTING INFORMATION

The principal author of this revenue rul-
ing is John Roman Faron of the Office

of Associate Chief Counsel (Income Tax
and Accounting). For further informa-
tion regarding this revenue ruling, con-

tact Mr. Faron at (202) 622–8142 (not a
toll-free call).
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Part III. Administrative, Procedural, and Miscellaneous
Definition of Party and
Allocation of Net Income or
Proceeds for Purposes of
Section 4965

Notice 2007–18

I Purpose

This notice provides guidance under
section 4965 of the Internal Revenue
Code (“Code”) to tax-exempt entities de-
scribed in section 4965(c) that may be
parties to prohibited tax shelter transac-
tions. This notice also provides guidance
to tax-exempt entities described in sec-
tions 4965(c)(1), (2), and (3) (referred to
herein as Non-Plan Entities) subject to
tax under section 4965(a) regarding the
allocation to various periods of net income
or proceeds attributable to a prohibited
tax shelter transaction. In particular, this
notice responds to written comments re-
questing guidance regarding the definition
of the term “party to a prohibited tax shel-
ter transaction” for purposes of section
4965 and related disclosure provisions and
regarding the appropriate treatment of net
income or proceeds received prior to the
effective date of the section 4965(a) tax.

II Background

The Tax Increase Prevention and Rec-
onciliation Act of 2005 (“TIPRA”),
Pub. L. No. 109–222, 120 Stat. 345,
enacted on May 17, 2006, designates cer-
tain transactions as prohibited tax shelter
transactions and includes new entity-level
and manager-level excise taxes and dis-
closure rules applicable to prohibited tax
shelter transactions to which a tax-exempt
entity is a party. TIPRA creates new sec-
tion 4965 and amends sections 6033(a)(2),
6011(g), and 6652(c)(3) of the Code.

A. Imposition of Excise Tax on Certain
Tax-Exempt Entities

Section 4965(a) requires Non-Plan En-
tities to pay an excise tax “for the taxable
year in which the entity becomes [a party
to a prohibited tax shelter transaction] and
any subsequent taxable year in the amount
determined under [section 4965(b)].”
Non-Plan Entities include those entities

described in section 4965(c)(1) through
(3) — i.e., entities described in section
501(c), 501(d), section 170(c) (other than
the United States), and Indian tribal gov-
ernments (within the meaning of section
7701(a)(40)). Section 4965(e)(1) defines
the term “prohibited tax shelter transac-
tion” to mean (1) “any listed transaction,”
and (2) “any prohibited reportable transac-
tion.” A “listed transaction” is defined by
cross-reference to section 6707A(c)(2). A
“prohibited reportable transaction” means
any confidential transaction under Treas.
Reg. § 1.6011–4(b)(3) or any transac-
tion with contractual protection under
Treas. Reg. § 1.6011–4(b)(4) which is a
reportable transaction as defined by sec-
tion 6707A(c)(1). Pursuant to Revenue
Procedure 2007–20, 2007–7 I.R.B. 517
(Feb. 2, 2007), transactions in which the
refundable or contingent fee is related to
tax credits under sections 42 and 45D of
the Code will not be treated as reportable
transactions for purposes of Treas. Reg.
§ 1.6011–4(b)(4) and, thus, will not be
subject to section 4965.

B. General Computation Rule

Section 4965(b)(1) provides that, for
a transaction other than a “subsequently
listed transaction” as defined in section
4965(e)(2), the amount of the excise tax
imposed on the Non-Plan Entity is com-
puted based on the greater of (1) the en-
tity’s net income “for the taxable year” at-
tributable to the transaction or (2) 75 per-
cent of the proceeds “received by the entity
for the taxable year” which are attributable
to the transaction.

C. Computation Rule for Subsequently
Listed Transactions

Section 4965(e)(2) defines the term
“subsequently listed transaction” as any
transaction to which a tax-exempt entity
is a party and which is determined by the
Secretary to be a listed transaction at any
time after the entity has become a party
to the transaction, provided, however, that
the transaction was not a prohibited re-
portable transaction at the time the entity
became a party to the transaction.

Section 4965(b)(1) provides that, for
a subsequently listed transaction, the

amount of the excise tax is based on the
greater of (1) the entity’s net income for
the taxable year which is attributable to
the prohibited tax shelter transaction and
is “properly allocable” to the period begin-
ning on the later of the date the transaction
is identified as a listed transaction or the
first day of the taxable year, or (2) 75 per-
cent of the proceeds received by the entity
for the taxable year which are attributable
to the prohibited tax shelter transaction
and which are “properly allocable” to the
period beginning on the later of the date
the transaction is identified as a listed
transaction or the first day of the taxable
year.

D. Effective Date

Section 516(d) of TIPRA provides that
section 4965 generally applies to taxable
years ending after the date of enactment
with respect to transactions entered into
before, on, or after that date. However, “no
tax under section 4965(a) . . . shall apply
with respect to income or proceeds that are
properly allocable to any period ending on
or before the date which is 90 days after the
date of enactment.” The 90th day after the
date of enactment was August 15, 2006.

Section 4965(f) authorizes the Secre-
tary to promulgate regulations providing
guidance “regarding the determination of
the allocation of net income or proceeds of
a tax-exempt entity attributable to a trans-
action to various periods, including before
and after the listing of the transaction or the
date which is 90 days after the date of the
enactment of this section.”

On July 11, 2006, the Internal Rev-
enue Service (“Service”) released Notice
2006–65, 2006–31 I.R.B. 102, which
alerted taxpayers to the new provisions
and solicited comments regarding these
provisions. The Service received nu-
merous written comments in response to
Notice 2006–65. Many of the comments
requested guidance regarding the circum-
stances under which a tax-exempt entity
will be considered a “party” to a prohibited
tax shelter transaction, as well as how the
Service intends to exercise its allocation
authority under section 4965(f), particu-
larly with respect to transactions entered
into prior to the enactment of section 4965.
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The Service and the Treasury Depart-
ment intend to issue further guidance un-
der section 4965 and the related statutory
provisions. Pending the issuance of fur-
ther guidance, taxpayers may rely upon the
guidance in this notice.

III Definition of Party

A. In General

For purposes of sections 4965,
6033(a)(2) and 6011(g), a tax-exempt
entity is a party to a transaction if it (1)
facilitates the transaction by reason of its
tax-exempt, tax indifferent or tax-favored
status; or (2) is identified in published
guidance, by type, class or role, as a party
to a prohibited tax shelter transaction.

Published guidance may identify which
tax-exempt entities, by type, class or role,
will not be treated as a party to a prohib-
ited tax shelter transaction for purposes of
sections 4965, 6033(a)(2) and 6011(g).

B. Examples

Example 1. A tax-exempt entity enters into a
transaction (“Transaction A”) with an S corporation.
Transaction A is the same as or substantially simi-
lar to the transaction identified by the Secretary as
a listed transaction in Notice 2004–30, 2004–1 C.B.
828. The tax-exempt entity’s role in Transaction A is
similar to the role of the exempt party, as described
in Notice 2004–30. The tax-exempt entity purport-
edly receives the S corporation stock and, due to the
tax-exempt entity’s tax-exempt status, aids the S cor-
poration and its shareholders in avoiding taxable in-
come. The tax-exempt entity facilitates Transaction
A by reason of its tax-exempt, tax indifferent or tax-
favored status. Accordingly, the tax-exempt entity
is a party to Transaction A for purposes of sections
4965, 6033(a)(2) and 6011(g).

Example 2. A tax-exempt entity is a partner in a
partnership. The partnership has a number of other
taxable and tax-exempt partners. The partnership en-
ters into a number of transactions, including a trans-
action (“Transaction B”) which is the same as or sub-
stantially similar to the transaction identified by the
Secretary as a listed transaction in Notice 2002–35,
2002–1 C.B. 992 (as clarified and modified by No-
tice 2006–16, 2006–9 I.R.B. 538). The partnership
participates in Transaction B in a role similar to the
role of T, as described in Notice 2002–35, i.e., the
role of the taxpayer receiving the purported tax bene-
fits from the transaction. The tax and economic con-
sequences from Transaction B to the other partners
are not dependent on the tax-exempt entity’s tax-ex-
empt, tax indifferent or tax-favored status. Accord-
ingly, the tax-exempt entity does not facilitate Trans-
action B by reason of its tax-exempt, tax indifferent
or tax-favored status. The tax-exempt entity also has
not been identified, by type, class or role, as a party
to a prohibited tax shelter transaction in published

guidance. Therefore, the tax-exempt entity is not a
party to Transaction B for purposes of sections 4965,
6033(a)(2) and 6011(g).

The IRS and Treasury Department
recognize that “party” as used in section
4965 applies more broadly than the term
is defined for purposes of this interim no-
tice. Accordingly, the IRS and Treasury
Department will propose regulations that
will define “party” under section 4965 to
include a tax-exempt entity that enters into
a prohibited tax shelter transaction that
reduces such entity’s liability for applica-
ble Federal taxes (i.e., employment taxes,
excise taxes, and in appropriate cases un-
related business income tax).

IV Net Income and Proceeds

A. In general

For purposes of section 4965(a), the
amount and the timing of the net income
and proceeds attributable to the prohib-
ited tax shelter transaction will be com-
puted in a manner consistent with the sub-
stance of the transaction. In determin-
ing the substance of listed transactions, the
Service will look to, among other items,
the listing guidance and any subsequent
published guidance relating to the transac-
tion.

B. Allocation of net income / proceeds to
a taxable year

In general, for purposes of section
4965(a), the net income and proceeds
attributable to a prohibited tax shelter
transaction must be allocated to a partic-
ular taxable year in a manner consistent
with the Non-Plan Entity’s established
method of accounting for Federal income
tax purposes. If the Non-Plan Entity
has not established a method of account-
ing for Federal income tax purposes, the
Non-Plan Entity must use the cash receipts
and disbursements method of accounting
(“cash method”) provided for in section
446 of the Code to determine the amount
and timing of net income and proceeds
attributable to a prohibited tax shelter
transaction solely for purposes of section
4965(a). If a Non-Plan Entity has estab-
lished a method of accounting other than
the cash method, the Non-Plan Entity may
nevertheless use the cash method of ac-
counting to determine the amount of the

net income and proceeds attributable to
a prohibited tax shelter transaction en-
tered into prior to the date of enactment
of section 4965 and allocable to pre- and
post-enactment periods.

If a Non-Plan Entity has not established
a taxable year for Federal income tax pur-
poses, the entity’s taxable year for the pur-
pose of determining the amount and timing
of net income and proceeds attributable to
a prohibited tax shelter transaction will be
deemed to be the annual period the entity
has used in keeping its books and records.

Any net income or proceeds attributable
to a prohibited tax shelter transaction allo-
cated to a taxable year ending on or before
August 15, 2006 under this section IV, will
not be subject to the excise tax imposed by
section 4965(a).

C. Examples

Example 3. In 1999, X, a calendar year Non-Plan
Entity using the cash method of accounting, entered
into a lease-in/lease-out transaction (“LILO”) sub-
stantially similar to the transaction described in No-
tice 2000–15, 2000–1 C.B. 826 (describing Rev. Rul.
99–14, 1999–1 C.B. 835, superseded by Rev. Rul.
2002–69, 2002–2 C.B. 760). In 1999, X purported to
lease property to Y pursuant to a “head lease,” and
Y purported to lease the property back to X pursuant
to a “sublease” of a shorter term. In form, X re-
ceived $268M as an advance payment of head lease
rent. Of this amount, $200M had been, in form, fi-
nanced by a nonrecourse loan obtained by Y. X de-
posited the $200M with a “debt payment undertaker.”
This served to defease both a portion of X’s rent obli-
gation under its sublease and Y’s repayment obliga-
tion under the nonrecourse loan. Of the remainder of
the $268M advance head lease rent payment, X de-
posited $54M with an “equity payment undertaker.”
This served to defease the remainder of X’s rent obli-
gation under the sublease. This amount inures to the
benefit of Y and enables Y to recover its investment
in the transaction and a return on that investment. In
substance, the $54M is a loan from Y to X. X retained
the remaining $14M of the advance head lease rent
payment. In substance, this represents an accommo-
dation fee for X’s participation in the transaction.

According to the substance of the transaction, the
head lease, sublease and nonrecourse debt will be ig-
nored for Federal income tax purposes. Therefore,
any net income or proceeds resulting from these el-
ements of the transaction will not be considered net
income or proceeds attributable to the LILO transac-
tion for purposes of section 4965(a).

Under X’s established cash basis method of ac-
counting, any net income and proceeds received in
1999 and attributable to the LILO transaction are al-
located to X’s December 31, 1999, tax year for pur-
poses of section 4965. Because the 1999 tax year
is before the effective date of TIPRA, X will not be
subject to any excise tax under section 4965 for the
amounts received in 1999.
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D. Special rule relating to taxable years
that include August 16, 2006

In the case of the taxable year that in-
cludes August 16, 2006 (“the transition
year”), the Service will treat the period be-
ginning on the first day of the transition
year and ending on August 15, 2006, and
the period beginning on August 16, 2006,
and ending on the last day of the transition
year as short taxable years. This treatment
is solely for purposes of allocating net in-
come or proceeds under section 4965, and
the Non-Plan Entity does not file tax re-
turns with respect to these short taxable
years or otherwise take the short taxable
year into account for Federal tax purposes.
Accordingly, the net income or proceeds
that are properly allocated to the transition
year in accordance with this section IV will
be treated as follows:

• as allocable to the period ending on or
before August 15, 2006, (and accord-
ingly not subject to tax under section
4965(a)) to the extent such net income
or proceeds would have been properly
taken into account in accordance with
this section IV by the Non-Plan Entity
in the deemed short year ending on Au-
gust 15, 2006; and

• as allocable to the period beginning af-
ter August 15, 2006, (and accordingly
subject to tax under section 4965(a)) to
the extent such net income or proceeds
would have been properly taken into
account in accordance with this section
IV by the Non-Plan Entity in the short
year beginning August 16, 2006.

Example 4. B, a Non-Plan Entity using the cash
method of accounting, has an annual accounting pe-
riod that ends on December 31, 2006. B became a
party to a prohibited tax shelter transaction on March
15, 2006. On that date, B received a payment of
$600,000 as an accommodation fee for its involve-
ment in the transaction. B received no other proceeds
or income attributable to this transaction in 2006. Un-
der B’s method of accounting, the payment received
by B on March 15, 2006, is taken into account in
the deemed short year ending on August 15, 2006.
Accordingly, solely for purposes of section 4965, the
payment is treated as allocable solely to a period end-
ing on or before August 15, 2006, and is not subject
to the excise tax imposed by section 4965(a).

Example 5. The facts are the same as in Exam-
ple 4, above, except that B received an additional
payment of $400,000 on September 30, 2006. Un-
der B’s method of accounting, the payment received
by B on September 30, 2006, is taken into account in

the deemed short year beginning on August 16, 2006.
Accordingly, solely for purposes of section 4965, the
payment is treated as allocable to a period beginning
after August 15, 2006, and is subject to the excise tax
imposed by section 4965(a).

V Request For Comments

The Service anticipates issuing further
guidance under section 4965 and related
statutory provisions and invites comments
from the public regarding all aspects of
these provisions and, in particular, regard-
ing the definition of the term “party to
a prohibited tax shelter transaction” for
purposes of section 4965 and related dis-
closure provisions, the appropriate method
for allocating net income or proceeds (in-
cluding, specifically, with respect to gov-
ernments) to various periods, including
pre- and post-listing periods for subse-
quently listed transactions, and the defi-
nition of the term “proceeds” for section
4965 purposes. Written comments should
be submitted by March 23, 2007. Send
submissions to: CC:PA:LPD:PR (Notice
2007–18), Room 5203, Internal Revenue
Service, POB 7604, Ben Franklin Station,
Washington, DC 20044. Submissions may
be hand delivered Monday through Friday
between the hours of 8 a.m. and 4 p.m.
to: CC:PA:LPD:PR (Notice 2007–18),
Courier’s Desk, Internal Revenue Ser-
vice, 1111 Constitution Avenue, NW,
Washington, DC. Alternatively, taxpay-
ers may submit comments electronically
to notice.comments@irscounsel.treas.gov
(Notice 2007–18).

VI Drafting Information

The principal author of this notice is
Galina Kolomietz of the Office of Di-
vision Counsel/Associate Chief Counsel
(Tax-Exempt and Government Entities).
For further information regarding this
notice, contact Ms. Kolomietz at (202)
622–6070 (not a toll-free call).

Weighted Average Interest
Rates Update

Notice 2007–20

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 Protection Act of 2006, provide
that the interest rates used to calculate cur-
rent liability and to determine the required
contribution under § 412(l) for plan years
beginning in 2004 through 2007 must be
within a permissible range based on the
weighted average of the rates of interest on
amounts invested conservatively in long
term investment 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
January 2007 is 5.89 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

February 2007 5.79 5.21 to 5.79

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 January 2007 is 4.85 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
8:30 a.m. and 4:30 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.

Study on Donor Advised Funds
and Supporting Organizations

Notice 2007–21

PURPOSE

This notice invites public comments in
connection with a study being conducted
by the Department of the Treasury (the
Treasury) and the Internal Revenue Ser-
vice (the Service) on the organization and
operation of donor advised funds (as de-
fined in § 4966(d)(2) of the Internal Rev-
enue Code (Code)) and of supporting or-
ganizations described in § 509(a)(3). This
study is required by § 1226 of the Pen-
sion Protection Act of 2006, Pub. L. No.
109–280, 120 Stat. 780 (2006) (the PPA).

BACKGROUND

Charitable organizations described in
§ 501(c)(3) are classified under § 509 as ei-
ther public charities or private foundations,
depending on their exempt purposes, the
sources of their financial support, or their
manner of operation. Private foundations,
which typically derive their support from,
and are often controlled by, a small num-
ber of donors, are subject to a number of
anti-abuse rules and excise taxes not appli-
cable to public charities. In addition, con-
tributions to private foundations are sub-
ject to lower charitable deduction limits
than are contributions to public charities.

Supporting Organizations

Under § 509(a)(3), a supporting or-
ganization is a § 501(c)(3) charitable
organization that is classified as a public
charity, not as a private foundation, as a re-
sult of the supporting organization’s close
relationship to one or more organizations
described in §§ 509(a)(1) or 509(a)(2)
(referred to in regulations under section
509(a)(3) as “publicly supported orga-
nizations”). To qualify as a supporting
organization under § 509(a)(3), an organi-
zation must satisfy three requirements:

(A) the organization must be organized
and at all times thereafter operated exclu-
sively for the benefit of, to perform the
functions of, or to carry out the purposes of
one or more specified publicly supported
organizations;

(B) the organization must be operated,
supervised, or controlled by or in connec-
tion with one or more publicly supported
organizations; and

(C) the organization must not be con-
trolled directly or indirectly by one or more
disqualified persons (as defined in § 4946)
other than foundation managers and other
than one or more publicly supported orga-
nizations.

Section 1.509(a)–4 of the Income Tax
Regulations provides that the second re-
quirement is met if the supporting organ-
ization has one of three relationships with
one or more publicly supported organiza-
tions. A “Type I” supporting organization
is “operated, supervised, or controlled by”
a publicly supported organization. This re-
lationship is comparable to that of a par-
ent and subsidiary in that one or more
publicly supported organizations can di-
rect the policies, programs or activities
of the supporting organization. A “Type
II” supporting organization is “supervised
or controlled in connection with” one or
more publicly supported organizations. In
this relationship, the supporting organiza-
tion and the publicly supported organiza-
tion(s) are under common supervision or
control. A “Type III” supporting organi-
zation is “operated in connection with” a
publicly supported organization. An or-
ganization will qualify as a Type III sup-
porting organization only if it meets cer-
tain tests designed to ensure that the organ-
ization will be responsive to, and signif-
icantly involved in the operations of, the
publicly supported organization(s). Under
the PPA, this previously informal nomen-
clature used to describe the relationship
between a supporting organization and its
publicly supported organizations is incor-
porated into new §§ 4942(g)(4), 4943(f)(5)
and (6), and 4966(d)(4).
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Donor Advised Funds

Prior to the PPA, the term donor ad-
vised fund was not defined in the Code.
However, the term generally was un-
derstood to refer to separate funds or
accounts established and maintained by
public charities to receive contributions
from a single donor or a group of donors.
The charities had ultimate authority over
how the assets in each account were in-
vested and distributed, but the donors, or
individuals selected by the donors, were
permitted to provide nonbinding recom-
mendations regarding account distribu-
tions and/or investments. Donor advised
funds often were compared to component
funds of certain community trusts. See
§§ 1.170A–9(e)(10) and (11).

The PPA adds new § 4966(d)(2), which
defines a donor advised fund as a fund or
account that is owned and controlled by a
sponsoring organization, separately iden-
tified by reference to contributions of a
donor or donors, and with respect to which
the donor or a person appointed or desig-
nated by the donor (donor advisor) has or
reasonably expects to have advisory priv-
ileges with respect to the distribution or
investment of the assets in the fund. The
term donor advised fund does not include
a fund or account (1) that makes distri-
butions only to a single identified organ-
ization or governmental entity, or (2) with
respect to which a donor advises a spon-
soring organization regarding grants for
travel, study or similar purposes, provided
that certain requirements are met.

A sponsoring organization is defined
under new § 4966(d)(1) as a § 170(c) or-
ganization that is not a governmental or-
ganization (referenced in §§ 170(c)(1) and
(2)(A)) or a private foundation and main-
tains one or more donor advised funds.

Supporting Organizations and Donor
Advised Funds as Alternatives to Private
Foundations

Traditionally, supporting organizations
and donor advised funds have offered
donors certain advantages relative to pri-
vate foundations, such as the possibility
of a higher charitable contribution deduc-
tion and the avoidance of certain limita-
tions that apply to private foundations,

including the § 4941 self-dealing rules,
the § 4942 annual payout requirements,
and the § 4943 business holdings lim-
its. Although certain advantages remain,
new rules enacted as part of the PPA add
certain requirements for deductibility of
charitable contributions to donor advised
funds and impose new restrictions on the
operations of donor advised funds and
supporting organizations.

New Rules Affecting Supporting
Organizations and Donor Advised Funds
under the PPA

The PPA contains several provisions in-
tended to improve the accountability of
donor advised funds and supporting or-
ganizations (see §§ 1226, 1231–1235 and
1241–1245 of the PPA). Those PPA provi-
sions add §§ 4966 and 4967 to the Code,
and amend §§ 170, 508, 509, 2055, 2522,
4942, 4943, 4945, 4958, and 6033 of the
Code. For a description of some of the
new rules, see Notice 2006–109, 2006–51
I.R.B. 1121 (December 18, 2006).

The new rules affecting supporting or-
ganizations include: excise taxes on cer-
tain payments to a substantial contribu-
tor or a related person and on the entire
amount of any loan to a disqualified per-
son (§ 4958(c)(3)); the extension of § 4958
to transactions between a supported organ-
ization and a person who is a disquali-
fied person of a supporting organization
(§ 4958(f)); a grant of regulatory author-
ity to adopt a new payout requirement for
certain Type III supporting organizations
(PPA § 1241(d)); limits on the permitted
business holdings of certain supporting or-
ganizations (§ 4943(f)); organizational and
operational requirements (§ 509(f)); and
reporting requirements (§§ 6033(a)(3)(B)
and 6033(l)). In addition, new rules apply
to certain private foundations that make
grants to certain supporting organizations
(§§ 4942(g)(4) and 4945(d)(4)(A)).

The new rules affecting donor advised
funds include: definitions of the terms
“sponsoring organization” and “donor ad-
vised fund” (§ 4966(d)); excise taxes on
certain taxable distributions from a donor
advised fund (§ 4966(c)); excises taxes
on donors, advisors, or related persons
who receive certain benefits as a result of
a distribution from a donor advised fund

(or who advise as to such a distribution)
(§ 4967); excise taxes on payments from a
donor advised fund to any donor, advisor,
or a related person (§§ 4958(c)(2) and
4958(f)(1)(E)); the extension of § 4958 to
transactions between the sponsoring or-
ganization and certain investment advisors
or related persons (§§ 4958(f)(1)(F) and
4958(f)(8)); limits on permitted business
holdings (§ 4943(e)); substantiation re-
quirements (§§ 170(f)(18), 2055(e)(5) and
2522(c)(5)); and reporting and disclosure
requirements for sponsoring organizations
(§§ 508(f) and 6033(k)).

Deductible Charitable Contributions

Generally, an income tax deduction is
allowed under § 170 for a charitable con-
tribution made in the year the deduction
is claimed, subject to certain limitations
and substantiation requirements. See, e.g.,
U.S. v. American Bar Endowment, 477
U.S. 105 (1986); §§ 1.170A–1(a) and
1.170A–13. Charitable contributions also
may be deductible for gift or estate tax pur-
poses. §§ 2522 and 2055. Under the PPA,
a taxpayer may deduct a contribution to a
donor advised fund only if the sponsoring
organization receiving the contribution
is one of certain specified types, and the
taxpayer making the contribution obtains
an acknowledgement from the sponsor-
ing organization that the organization has
exclusive legal control over the property
contributed. §§ 170(f)(18), 2522(c)(5),
and 2055(e)(5).

ISSUES IDENTIFIED FOR FURTHER
STUDY UNDER THE PPA

In discussing § 1226 of the PPA, the
Technical Explanation prepared by the
Joint Committee on Taxation states, in
part, “Elsewhere in the bill, provision is
made for new rules with respect to donor
advised funds and supporting organiza-
tions. Many issues arise under current law
with respect to such organizations, some
of which are addressed in the bill and some
of which would benefit from additional
study.”1

Section 1226 of the PPA provides that
the Secretary shall undertake a study on
the organization and operation of donor ad-
vised funds and supporting organizations,

1 Joint Committee on Taxation, Technical Explanation of H.R. 4, The “Pension Protection Act of 2006,” as Passed by the House on July 28, 2006 and as Considered by the Senate on August
3, 2006, (JCX–38–06), August 3, 2006, at 333.
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and that the study shall specifically con-
sider:

(1) whether the deductions allowed for
income, gift, or estate taxes for charitable
contributions to sponsoring organizations
of donor advised funds or to supporting
organizations are appropriate in consider-
ation of (i) the use of contributed assets
(including the type, extent, and timing of
such use) or (ii) the use of the assets of
such organizations for the benefit of the
person making the charitable contribution
(or a person related to such person),

(2) whether donor advised funds should
be required to distribute for charitable pur-
poses a specified amount (whether based
on the income or assets of the fund) in or-
der to ensure that the sponsoring organiza-
tion with respect to the fund is operating
consistent with the purposes or functions
constituting the basis for its exemption un-
der § 501 or its status as an organization
described in § 509(a),

(3) whether the retention by donors to
donor advised funds or supporting orga-
nizations of rights or privileges with re-
spect to amounts transferred to such or-
ganizations (including advisory rights or
privileges with respect to the making of
grants or the investment of assets) is con-
sistent with the treatment of such transfers
as completed gifts that qualify for a deduc-
tion for income, gift, or estate taxes, and

(4) whether any of the issues described
above also are issues with respect to other
forms of charities or charitable donations.

REQUEST FOR PUBLIC COMMENTS

To assist in performing the required
study, the Treasury and the Service re-
quest comments on the specific issues
identified above and other issues relevant
to the study. In particular, the Treasury
and the Service request comments with
respect to the following:

1. What are the advantages and disad-
vantages of donor advised funds and sup-
porting organizations to the charitable sec-
tor, donors, sponsoring organizations, and
supported organizations, compared to pri-
vate foundations and other charitable giv-
ing arrangements?

2. How should the amount and avail-
ability of a charitable contribution deduc-
tion for a transfer of assets to a donor ad-
vised fund or a supporting organization,

and the tax-exempt status or foundation
classification of the donee, be determined
if:

a. the transferred assets are paid to, or
used for the benefit of, the donor or per-
sons related to the donor (including, for ex-
ample, salaries and other compensation ar-
rangements, loans, or any other personal
benefits or rights)?

b. the donor has investment control
over the transferred assets?

c. there is an expectation that the
donor’s “advice” will be followed, or
will be the sole or primary consideration,
in determining distributions from, or in-
vestment of the assets in, the supporting
organization or the donor advised fund?

d. the donor or the donee has option
rights (e.g., puts, calls, or rights of first
refusal) with respect to the transferred as-
sets?

e. the transferred assets are appreciated
real, personal, or intangible property that
is not readily convertible to cash?

3. What are the effects or the expected
effects of the PPA provisions (including
the § 4958 excess benefit transaction tax
amendments applicable to donor advised
funds and supporting organizations) on the
practices and behavior of donors, donor
advised funds, sponsoring organizations,
supporting organizations and supported or-
ganizations?

4. What would be appropriate payout
requirements, and why, for:

a. donor advised funds?
b. funds that are excepted from donor

advised fund treatment by statute or by the
authority of the Secretary, but for which
the donor retains meaningful rights with
respect to the investment or use of the
transferred amounts?

c. supporting organizations?
d. any other types of charities?
5. What are the advantages and disad-

vantages of perpetual existence of donor
advised funds or supporting organizations?

6. What other types of charitable giving
arrangements give rise to any of the above
issues?

Section 1226 of the PPA provides that,
not later than August 16, 2007, the Secre-
tary shall submit to the Congress a report
on the study. Comments should refer to
Notice 2007–21 and be submitted by April
9, 2007, to:

Internal Revenue Service
P. O. Box 7604
Ben Franklin Station
Washington, D.C. 20044
Attn: CC:PA:LPD:PR
Room 5203

Alternatively, comments may be sub-
mitted electronically via e-mail to
Notice.Comments@irscounsel.treas.gov.
The comments you submit will be avail-
able for public inspection and copying.

DRAFTING INFORMATION

The principal authors of this notice are
Robert Fontenrose of the Exempt Organi-
zations, Tax Exempt and Government En-
tities Division, and Susan J. Kassell of
the Office of Associate Chief Counsel (In-
come Tax & Accounting). For further in-
formation regarding exempt organization
issues, contact Mr. Fontenrose at (202)
283–9484 (not a toll-free call). For further
information regarding charitable contribu-
tion issues, contact Ms. Kassell at (202)
622–5020 (not a toll-free call).

26 CFR 601.105: Examination of returns and claims
for refund, credit, or abatement; determination of
correct tax liability.
(Also: Part 1, §§ 6011, 6111, 6662A, 6707, 6707A.)

Rev. Proc. 2007–21

SECTION 1. PURPOSE

This revenue procedure provides guid-
ance to persons against whom a penalty
under section 6707 or 6707A of the Inter-
nal Revenue Code is assessed, and who
may request rescission of all or any portion
of that penalty from the Commissioner of
the Internal Revenue Service if the penalty
is with respect to a reportable transaction
other than a listed transaction. This rev-
enue procedure describes the procedures
for requesting rescission, including the
deadline by which a person must request
rescission; the information the person
must provide in the rescission request; the
factors that weigh in favor of and against
granting rescission; where the person must
submit the rescission request; and the rules
governing requests for additional informa-
tion from the person requesting rescission.
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SECTION 2. BACKGROUND

.01 Section 6011 and the regulations
thereunder require a taxpayer that has par-
ticipated in a reportable transaction to dis-
close certain information with respect to
the reportable transaction with its tax re-
turn. Section 1.6011–4(b) of the Income
Tax Regulations enumerates and describes
the categories of reportable transactions.
One category of reportable transactions is
a transaction that is the same as, or substan-
tially similar to, one of the types of trans-
actions that the Internal Revenue Service
has determined to be a tax avoidance trans-
action and has identified by notice, reg-
ulation, or other form of published guid-
ance as a “listed transaction.” Treas. Reg.
§ 1.6011–4(b)(2).

.02 The American Jobs Creation Act
of 2004, Pub. L. No. 108–357, 118 Stat.
1418 (the Act), was enacted on October
22, 2004. Section 811 of the Act added
section 6707A to the Code to provide a
monetary penalty for the failure to include
on any return or statement any information
required to be disclosed under section 6011
with respect to a reportable transaction.
Section 6707A(b)(1) provides that the
penalty for failure to include information
with respect to a reportable transaction,
other than a listed transaction, is $10,000
in the case of a taxpayer that is a natural
person, and $50,000 in any other case.
Section 6707A(b)(2) provides that for a
listed transaction, the penalty is increased
to $100,000 in the case of a taxpayer that
is a natural person, and $200,000 in any
other case.

.03 Section 816 of the Act amended sec-
tion 6707 to provide for the imposition of
a penalty on a material advisor who is re-
quired to file a return under section 6111(a)
with respect to any reportable transaction,
and who fails to file a timely return or who
files a false or incomplete return with re-
spect to the reportable transaction. Sec-
tion 6707(b)(1) provides that the penalty
for failing to file a timely return or filing
a false or incomplete return with respect
to any reportable transaction other than
a listed transaction is $50,000. Section
6707(b)(2) provides that the penalty with
respect to any listed transaction equals the
greater of (1) $200,000, or (2) 50 percent
of the gross income derived by the material
advisor with respect to aid, assistance, or
advice that is provided with respect to the

listed transaction before the date the return
is filed under section 6111. If the penalty is
with respect to a listed transaction and the
failure or action subject to the penalty was
intentional, the penalty is the greater of (1)
$200,000, or (2) 75 percent of the gross in-
come derived by the material advisor with
respect to aid, assistance, or advice that is
provided with respect to the listed transac-
tion before the date the return is filed under
section 6111.

.04 Section 6707A(d)(1) grants the
Commissioner authority to rescind all or
a portion of any penalty imposed under
section 6707A if (1) the violation relates
to a reportable transaction that is not a
listed transaction and (2) rescission of the
penalty would promote compliance with
the requirements of the Code and effective
tax administration. Section 6707A(d)(2)
provides that the Commissioner’s deter-
mination whether to rescind the penalty
may not be reviewed in any judicial pro-
ceeding. The legislative history to section
6707A provides that “the IRS Commis-
sioner or his delegate can rescind (or
abate) the penalty.” H.R. Conf. Rep. No.
755, 108th Cong., 2d Sess. at 373 (2004).
Section 6707(c) provides that the rescis-
sion provisions of section 6707A(d) shall
also apply to any penalty imposed on a
material advisor under section 6707.

.05 Section 6707A(e) requires a person
that is required to file periodic reports
under section 13 or 15(d) of the Securi-
ties Exchange Act of 1934, or is required
to be consolidated with another person
for purposes of those reports, to disclose
in those reports for the periods speci-
fied by the Secretary, the requirement
to pay the penalties set forth in section
6707A(e)(2) (i.e., certain penalties un-
der section 6662(h) and penalties under
section 6662A(c), section 6707A(b)(2),
or section 6707A(e)). If the person fails
to disclose the requirement to pay the
penalties, then section 6707A(e) requires
that the failure be treated as a failure to
disclose a listed transaction for which an
additional section 6707A penalty applies.
Because a penalty imposed under section
6707A(e) is treated as a penalty imposed
with respect to a listed transaction, the
penalty is not subject to rescission. See
Rev. Proc. 2005–51, 2005–2 C.B. 296.

.06 Section 812 of the Act, which added
section 6662A to the Code, provides that a
20-percent accuracy-related penalty may

be imposed on any “reportable transaction
understatement,” as defined in section
6662A(b). Section 6662A(c) increases the
penalty rate to 30 percent for the portion of
any reportable transaction understatement
with respect to which the relevant facts af-
fecting the tax treatment of the reportable
transaction were not adequately disclosed
in accordance with regulations prescribed
under section 6011. If the Commissioner
(or the Commissioner’s delegate) rescinds
the penalty under section 6707A, then
the taxpayer is treated as meeting the
reportable transaction disclosure require-
ments of the regulations under section
6011, and the 30-percent penalty rate un-
der section 6662A(c) does not apply. See
I.R.C. § 6664(d)(2).

.07 Section 812 of the Act also added
section 6664(d) to the Code, which pro-
vides a reasonable cause exception to
the section 6662A reportable transaction
understatement penalty. Generally, this
exception cannot apply to any reportable
transaction understatement unless, among
other things, the relevant facts affecting the
tax treatment of the reportable transaction
are adequately disclosed in accordance
with the regulations prescribed under sec-
tion 6011. If the Commissioner (or the
Commissioner’s delegate) rescinds the
penalty under section 6707A for failure to
include reportable transaction information
with a return or statement, then the tax-
payer is treated as meeting the reportable
transaction disclosure requirements of
the regulations under section 6011, and
the taxpayer has satisfied that prerequi-
site to establishing the reasonable cause
exception to the reportable transaction un-
derstatement penalty under section 6662A.
See I.R.C. § 6664(d)(2). Satisfying that
one element of section 6664, however,
will not alone establish reasonable cause.

.08 Section 903 of the Act amended
section 6404(g)(2) to provide an exception
to the general rule that interest and certain
penalties will be suspended if the Secre-
tary fails to provide a taxpayer with timely
notice of an adjustment to the taxpayer’s
liability. Under section 6404(g)(2)(E),
interest and certain penalties will not be
suspended with respect to any listed trans-
action as defined in section 6707A(c).
Also, under section 6404(g)(2)(E), interest
and certain penalties will not be suspended
with respect to any reportable transaction
(other than a listed transaction) that the
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taxpayer did not disclose as required by
regulations under section 6011. If the
penalty imposed under section 6707A is
rescinded under the provisions of section
6707A(d), then the taxpayer is treated as
meeting the reportable transaction dis-
closure requirements of the regulations
under section 6011 for purposes of section
6404(g)(2)(E).

.09 Notice 2005–11, 2005–1 C.B. 493,
provides that, in determining whether
rescission of the penalty under 6707A
would promote compliance with the re-
quirements of the Code and effective tax
administration, the Commissioner (or the
Commissioner’s delegate) will take into
account all of the relevant facts and cir-
cumstances, including: (1) whether the
taxpayer has a history of complying with
the tax laws; (2) whether the violation
results from an unintentional mistake of
fact; and (3) whether imposing the penalty
would be against equity and good con-
science. Further, Notice 2005–11 provides
that the Commissioner’s determination
whether to rescind a penalty in whole or in
part is not reviewable by the IRS Office of
Appeals or any court. Notice 2005–11 is
effective until further guidance is issued in
the form of regulations or other guidance
that explicitly supersedes Notice 2005–11.

SECTION 3. SCOPE

This revenue procedure applies to any
person against whom a penalty under sec-
tion 6707 or 6707A is assessed and who
may also request rescission of all or a por-
tion of the penalty from the Commissioner.
A person may only request rescission of
a penalty under section 6707 or 6707A if
the violation relates to a reportable trans-
action other than a listed transaction. Fur-
ther guidance will be issued providing pre-
assessment administrative appeal rights to
persons against whom the IRS proposes
to assess a penalty under section 6707 or
6707A.

SECTION 4. APPLICATION

.01 When rescission request must
be made. In accordance with sections
6707A(d) and 6707(c), a person (i.e., a
taxpayer under section 6707A or material
advisor under section 6707) requesting
rescission of a penalty assessed under
either section 6707A or section 6707

must request rescission in writing within
30 days after the date the Service sends
notice and demand for payment of the
penalty pursuant to section 6303. If the
person pays the penalty (not including
interest) in full prior to the Service send-
ing notice and demand for payment, the
person must request rescission in writing
within 30 days from the date of payment.
The Service will apply sections 7502 and
7503 to determine whether a request for
rescission is timely. A person may request
rescission only after filing with the Service
the complete return or statement required
under section 6011 or 6111, as applicable.
Additionally, in order to request rescis-
sion, a person must have exhausted the
administrative remedies available within
the IRS Office of Appeals regarding the
proposed assessment of the penalty unless
the person has agreed in writing to the
assessment of the penalty and has agreed
not to file or prosecute a claim for refund
or credit of the penalty, administratively or
through litigation, other than by request-
ing rescission. The method of requesting
rescission that is provided in this revenue
procedure is the exclusive method of re-
questing rescission. A person may not
request rescission through a refund claim,
in a collection due process hearing, or
through any other avenue for approaching
the Service.

.02 Information required in rescission
request. The written request for rescis-
sion must include: (1) the name, address,
telephone number, and Taxpayer Identifi-
cation Number, as applicable, of the per-
son against whom the relevant penalty is
imposed; (2) the amount of the penalty
imposed; (3) a copy of the complete re-
turn or statement required under section
6011 or 6111, as applicable, that the per-
son filed with the Service; (4) a copy of
the notice and demand for payment or a
statement that the person made payment in
full prior to receiving notice and demand;
(5) a copy of the agreement to the assess-
ment of the penalty and not to file or pros-
ecute a claim for refund or credit of the
penalty, if applicable; (6) a statement of the
facts and circumstances relating to the vi-
olation, which includes the Code section
under which the penalty was determined
(i.e., section 6707(a) or section 6707A(a)),
the reason(s) the original return or state-
ment was not timely filed or was incom-
plete, a description of the safeguards the

person had in place to ensure the proper
filing of the return or statement, any reme-
dial measures the person has taken to pre-
vent future violations, and any other facts
or circumstances relevant to how rescis-
sion would promote compliance with the
requirements of the Code and effective tax
administration, including the factors listed
under section 4.04 of this revenue proce-
dure; (7) a statement of the person’s his-
tory of compliance with the tax law over
the past 10 years, including but not lim-
ited to, identification of any penalties that
the Service assessed against the person
with respect to any reportable transaction
and compliance with any requirement to
disclose a reportable transaction; (8) for
a penalty assessed under section 6707A,
copies of all offerings and promotional ma-
terials that the taxpayer received with re-
spect to the reportable transaction involved
in the rescission request; (9) a statement
providing the identity of related parties (as
defined in section 267(b)) to the transac-
tion, the identity of tax exempt entities in-
volved in the transaction, and parties to any
designation agreement, if applicable; and
(10) the following declaration signed by
the person requesting rescission: “Under
penalties of perjury, I declare that I have
examined this rescission request, and to the
best of my knowledge and belief the in-
formation in this rescission request is true,
correct, and complete.”

.03 Information that will expedite the
rescission request. Including some or all
of the following information in a rescission
request will expedite processing of the re-
quest: (1) a copy of the notice of proposed
assessment (e.g., 30-day letter and Form
4549, Income Tax Examination Changes);
(2) the name, telephone number, and ad-
dress of the IRS revenue agent that exam-
ined the person with respect to the appli-
cable penalty; and (3) the name, telephone
number, and address of the IRS appeals of-
ficer that considered the proposed penalty
assessment, if applicable.

.04 Factors that weigh in favor of grant-
ing rescission. In determining whether
rescission would promote compliance
with the requirements of the Code and
effective tax administration, the Commis-
sioner (or the Commissioner’s delegate)
will take into account the following list
of factors that weigh in favor of granting
rescission. This is not an exclusive list and
no single factor will be determinative of

2007–9 I.R.B. 615 February 26, 2007



whether to grant rescission in any particu-
lar case. Rather, the Commissioner (or the
Commissioner’s delegate) will consider
and weigh all relevant factors, regardless
of whether the factor is included in this
list.

(A) The person, upon becoming aware
of its failure to disclose or report a re-
portable transaction properly, filed a com-
plete and proper, albeit untimely, Form
8886 or 8264 (or any successor forms),
as applicable. For a penalty assessed un-
der section 6707A, this factor will weigh
strongly in favor of rescission provided
that (i) the taxpayer files the Form 8886
prior to the date the Service first contacts
the taxpayer (including contacts by the
Service with any partnership in which the
taxpayer is a partner, any S corporation
in which the taxpayer is a shareholder,
or any trust in which the taxpayer is a
beneficiary) concerning a tax examination
for the tax period in which the taxpayer
participated in the reportable transaction
and (ii) other circumstances suggest that
the taxpayer did not delay filing an un-
timely but properly completed Form 8886
until after the Service had taken steps to
identify the taxpayer’s participation in the
reportable transaction in question. For
a penalty assessed under section 6707,
this factor will weigh strongly in favor of
rescission provided that the material advi-
sor files the form required under section
6111 prior to the earlier of the date that
any taxpayer files a Form 8886 identifying
the material advisor with respect to the re-
portable transaction in question or the date
the Service contacts the material advisor
concerning the reportable transaction.

(B) The failure to properly disclose was
due to an unintentional mistake of fact that
existed despite the person’s reasonable at-
tempts to ascertain the correct facts with
respect to the transaction.

(C) The person has an established his-
tory of properly disclosing other reportable
transactions and complying with other tax
laws, including compliance with any re-
quests made under section 6112, if appli-
cable.

(D) The person demonstrates that the
failure to include on any return or state-
ment any information required to be dis-
closed under section 6011 or section 6111
arose from events beyond the person’s
control.

(E) The person cooperates with the
Service by providing timely information
with respect to the transaction at issue that
the Commissioner (or the Commissioner’s
delegate) may request in consideration
of the rescission request. In considering
whether a person cooperates with the Ser-
vice, the Commissioner (or the Commis-
sioner’s delegate) may take into account
whether the person complies with requests
for additional information described in
section 4.09 of this revenue procedure.

(F) Assessment of the penalty would
weigh against equity and good conscience,
including whether the person demonstrates
that there was reasonable cause for, and
the person acted in good faith with re-
spect to, the failure to timely file or to in-
clude on any return any information re-
quired to be disclosed under section 6011
or section 6111. For a penalty assessed
under section 6707A, an important factor
in determining reasonable cause and good
faith is the extent of the taxpayer’s ef-
forts to ensure that persons who prepared
the taxpayer’s return were informed of the
taxpayer’s participation in the reportable
transactions. For a penalty assessed un-
der section 6707, an important factor in de-
termining reasonable cause and good faith
is the extent of the material advisor’s ef-
forts to determine whether there was a re-
quirement to file the return required under
section 6111. The presence of reasonable
cause, however, will not necessarily be de-
terminative of whether to grant rescission.

.05 Absence of factors described in sec-
tion 4.04 weigh against rescission. The ab-
sence of facts establishing the factors de-
scribed in section 4.04 of this revenue pro-
cedure weigh against granting rescission.
The absence of any one of these factors,
however, will not necessarily be determi-
native of whether to grant rescission.

.06 Factors not considered. In deter-
mining whether to grant rescission, the
Commissioner (or the Commissioner’s
delegate) will not consider doubt as to
liability for, or collectibility of, the penal-
ties. For example, the Commissioner (or
the Commissioner’s delegate) will not
consider whether the taxpayer will suffer
“economic hardship,” as defined in Treas.
Reg. § 301.6343–1(b)(4), if rescission is
not granted.

.07 Effect of rescission request on col-
lection. A person need not pay the section
6707 or 6707A penalty assessed prior to

requesting rescission. The Service, how-
ever, will not suspend collection efforts
solely because a person has made a rescis-
sion request.

.08 Where rescission request must be
submitted. The written request for rescis-
sion should be sent to the following ad-
dress:

Internal Revenue Service
LM:PQA:JC:1953(RR)
Large & Mid-Size Business Division
110 West 44th St., 3rd Floor
New York, NY 10036

The person must send the written request
to the above address prior to the date spec-
ified in section 4.01 of this revenue proce-
dure.

.09 Request for additional information.
After receiving the rescission request,
the Service may make a written request
seeking additional information and doc-
uments relating to the transaction, such
as marketing materials and tax opinions,
from the person requesting rescission. Re-
quested information must be submitted
to the Service within 30 days of the date
of mailing of the request for additional
information by the Service. The Service
may grant an extension of time for good
cause to persons who request additional
time within the 30-day period. A person’s
failure to provide the requested informa-
tion within the applicable time period may
weigh against rescission. Meritless claims
of privilege may weigh against rescission.
Further, the examining revenue agent and
other Service employees involved with the
examination may be asked to review and
comment on the rescission request.

SECTION 5. PAPERWORK
REDUCTION ACT

The collection of information con-
tained in this revenue procedure has been
reviewed and approved by the Office of
Management and Budget in accordance
with the Paperwork Reduction Act (44
U.S.C. § 3507) under control number
1545–2047.

An agency may not conduct or sponsor,
and a person is not required to respond
to, a collection of information unless the
collection of information displays a valid
OMB control number.
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The collection of information in this
revenue procedure is in section 4. This
information is required to administer
the provisions of sections 6707(c) and
6707A(d) and determine whether the Ser-
vice should rescind penalties otherwise
applicable. The likely respondents are
taxpayers and material advisors who are
subject to a penalty under section 6707 or
6707A.

The estimated total annual reporting or
recordkeeping burden is 3865.5 hours.

The estimated annual burden per re-
spondent/recordkeeper varies from 3 to 6
hours, depending on individual circum-
stances, with an estimated average of 4.5
hours. The estimated number of respon-
dents or recordkeepers is 859.

The estimated annual frequency of re-
sponses (used for reporting requirements
only) is 1.

Books or records relating to a collection
of information must be retained as long
as their contents may become material in
the administration of any internal revenue
law. Generally, tax returns and tax return
information are confidential, as required
by 26 U.S.C. § 6103.

SECTION 6. EFFECTIVE DATE

This revenue procedure is effective for
any rescission request that relates to a sec-
tion 6707 or 6707A penalty for which no-
tice and demand, or payment, is made after
October 22, 2004.

SECTION 7. DRAFTING
INFORMATION

The principal author of this revenue
procedure is Matthew S. Cooper of the
Office of the Associate Chief Counsel
(Procedure and Administration), Admin-
istrative Provisions & Judicial Practice
Division. For further information re-
garding this revenue procedure, contact
Matthew S. Cooper at (202) 622–4940
(not a toll-free call).

2007–9 I.R.B. 617 February 26, 2007



Part IV. Items of General Interest
Notice of Proposed
Rulemaking

Release of Lien or Discharge
of Property

REG–159444–04

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Notice of proposed rulemaking.

SUMMARY: This document contains pro-
posed regulations related to release of lien
and discharge of property under sections
6325, 6503, and 7426 of the Internal Rev-
enue Code (Code). The proposed regula-
tions update existing regulations and con-
tain procedures for processing a request
made by a property owner for discharge
of a Federal tax lien from his property,
under section 6325(b)(4). The proposed
regulations also clarify the impact of these
procedures on sections 6503(f)(2) and
7426(a)(4) and (b)(5). The proposed reg-
ulations reflect the enactment of sections
6325(b)(4), 6503(f)(2), and 7426(a)(4) by
the IRS Restructuring and Reform Act of
1998.

DATES: Written or electronic comments
and requests for a public hearing must be
received by April 11, 2007.

ADDRESSES: Send submissions to:
CC:PA:LPD:PR (REG–159444–04), room
5203, Internal Revenue Service, POB
7604, Ben Franklin Station, Washing-
ton, DC 20044. Submissions may be
hand-delivered Monday through Friday
between the hours of 8 a.m. and 4 p.m.
to CC:PA:LPD:PR (REG–159444–04),
Courier’s Desk, Internal Revenue Ser-
vice, 1111 Constitution Avenue, NW,
Washington, DC 20224. Alternatively,
taxpayers may submit comments elec-
tronically to the IRS Internet site at
www.irs.gov/regs or via the Federal eRule-
making Portal at www.regulations.gov
(IRS-REG–159444–04).

FOR FURTHER INFORMATION
CONTACT: Concerning the regulations,
Debra A. Kohn, (202) 622–7985; con-
cerning submissions of comments and

the hearing, Richard A. Hurst, Publi-
cations and Regulations Specialist, at
Richard.A.Hurst@irscounsel.treas.gov or
(202) 622–7180 (not toll-free numbers).

SUPPLEMENTARY INFORMATION:

Background

This document contains proposed
amendments to the Procedure and Ad-
ministration Regulations (26 CFR part
301) under sections 6325, 6503, and 7426
of the Code. Section 6325(b)(4) was
enacted by section 3106(a) of the IRS Re-
structuring and Reform Act of 1998 (RRA
1998), Pub. L. No. 105–206 (112 Stat.
685). Section 6503(f)(2) was enacted by
section 3106(b)(3) of RRA 1998. Sections
7426(a)(4) and (b)(5) were enacted by
section 3106(b)(1) of RRA 1998. These
provisions of RRA 1998 provide a statu-
tory mechanism for a person other than the
person against whom the underlying tax
was assessed, upon furnishing a deposit or
bond, to obtain a discharge of the Federal
tax lien from property owned by him, and
for the IRS or the courts to determine the
disposition of the deposit or bond amount.

The provisions added by RRA 1998
were enacted in response to United States
v. Williams, 514 U.S. 527 (1995). In
Williams, the Supreme Court held that
a third party who paid another person’s
tax liability under protest had standing
to bring a civil suit for refund pursuant
to 28 U.S.C. 1346(a)(1), which waives
the Government’s sovereign immunity
with respect to refund suits for Federal
taxes alleged to have been erroneously or
illegally assessed or collected. The Gov-
ernment argued in Williams that section
1346(a)(1) was intended to afford a rem-
edy only to the person against whom a tax
is assessed, and not a third party in this
situation. In rejecting this argument, the
Supreme Court reasoned that the plaintiff
in Williams, who was not the taxpayer and
who needed a discharge of the Federal tax
lien in order to sell her property, had no
effective remedy other than to pay the tax
giving rise to the lien and to institute a re-
fund suit. Sections 6325(b)(4), 6503(f)(2),
and 7426(a)(4) and (b)(5) afford such a
remedy to an owner of the property in this
situation if the owner is not the person

whose unsatisfied liability gave rise to the
lien (a third-party owner). In light of the
addition of these provisions to the Code,
the continuing applicability of Williams is
extremely limited, as the IRS has noted in
other published guidance. See Rev. Rul.
2005–50, 2005–2 C.B. 124 (2005).

The current Code of Federal Regula-
tions contains both temporary and final
regulations under sections 6325, 6503, and
7426. Neither the temporary regulations
nor the final regulations reflect the amend-
ments to the Code made by RRA 1998.
These proposed regulations, if adopted as
final, would constitute permanent regula-
tions that would incorporate the amend-
ments made by RRA 1998 by replacing the
existing temporary regulations and updat-
ing the existing final regulations under sec-
tions 6325, 6503, and 7426. In particular,
these proposed regulations contain proce-
dures for processing a request for a certifi-
cate of discharge of a Federal tax lien un-
der section 6325(b)(4). In addition, these
proposed regulations clarify the impact of
these procedures on the collection limita-
tions period tolling provisions of section
6503(f)(2) and on the judicial remedy pro-
visions of sections 7426(a)(4) and (b)(5).

The proposed regulations also incor-
porate, with updates, the language of the
existing temporary regulations relating
to release of lien under section 6325(a),
while withdrawing the existing temporary
regulations. Changes to the language of
the existing temporary regulations have
been made to account for the IRS’s accep-
tance of additional forms of payment since
the temporary regulations became effec-
tive in 1983. Although section 7805(e)(2)
provides that temporary regulations expire
after three years, this provision applies
only to temporary regulations issued after
November 20, 1988. Since the temporary
regulations relevant here were issued prior
to that date, they are not subject to the
three-year statutory limit. The proposed
regulations provide that the existing tem-
porary regulations under section 6325(a)
are removed as of the date the proposed
regulations become effective as final reg-
ulations.

The existing permanent and temporary
regulations do not account for the current
organizational structure of the IRS. The
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existing permanent regulations under sec-
tions 6325 and 6503(f) employ the title
“district director,” in numerous instances,
in indicating the highest official of a local
office of the IRS. That title was used under
an organizational structure of the IRS that
no longer exists. In order to account for
the IRS’s current organizational structure
and to allow for future reorganizations of
the IRS, the proposed regulations remove
the title “district director” throughout
§§301.6325–1 and 301.6503(f)–1, and
replace that title with the term “appro-
priate official.” Section 301.6325–1(h)
and Section 301.6503(f)–1(c) of the
proposed regulations state that as used
throughout section 301.6325–1 and sec-
tion 301.6503(f)–1, respectively, the term
“appropriate official” means the official
or office identified in the relevant IRS
Publication, or if such official is not so
identified, the Secretary or his delegate.
In this context, the relevant publication is
either IRS Publication 1450, “Instructions
on How to Request a Certificate of Release
of Federal Tax Lien,” or IRS Publication
783, “Instructions on How to Apply for a
Certificate of Discharge of Property From
Federal Tax Lien.”

Explanation of Provisions

I. In General

Under section 6325(a), the Secretary
shall issue a certificate of release of a Fed-
eral tax lien within 30 days of finding
that the liability for the underlying tax ei-
ther has been fully satisfied or has become
legally unenforceable, or if an appropriate
bond has been furnished to and accepted
by the Secretary.

Under section 6325(b)(4)(A), the Sec-
retary shall issue a certificate of discharge
of property from a Federal tax lien if the
owner of the property requests the issuance
of a certificate of discharge and either de-
posits an amount of money “equal to the
value of the interest of the United States (as
determined by the Secretary) in the prop-
erty” or furnishes an acceptable bond in a
like amount. Section 6325(b)(4)(D) ren-
ders section 6325(b)(4)(A) inapplicable “if
the owner of the property is the person
whose unsatisfied liability gave rise to the
lien.” This means that if undivided inter-
ests in the property at issue are owned by
both the taxpayer and another person, nei-

ther the taxpayer nor the other person may
obtain a discharge of the property from the
Federal tax lien under section 6325(b)(4).

Under section 6325(b)(4)(B), the Sec-
retary shall refund the amount deposited,
with interest, or release the bond furnished,
“to the extent that the Secretary determines
that” either: (i) the unsatisfied liability giv-
ing rise to the lien “can be satisfied from a
source other than such property”; or (ii) the
value of the interest of the United States in
the property “is less than the Secretary’s
prior determination of such value.” Sec-
tion 7426(a)(4) allows a person who has
obtained a certificate of discharge under
section 6325(b)(4) to bring a civil action
in Federal district court against the United
States “for a determination of whether the
value of the interest of the United States (if
any) in such property is less than the value
determined by the Secretary.” This action
must be filed within 120 days after the date
the certificate of discharge is issued. Sec-
tion 7426(a)(4) states that “[n]o other ac-
tion may be brought by such person for
such a determination.” Section 7426(b)(5)
provides that if the Federal district court
determines that the Secretary’s determi-
nation of the value of the interest of the
United States in the property under section
6325(b)(4) exceeds the value of such in-
terest, the court shall grant a judgment or-
dering a refund of the deposit amount, or
a release of the bond, to the extent that the
amount furnished exceeds the value deter-
mined by the court.

Section 6325(b)(4)(C) states that if no
action is filed under section 7426(a)(4)
within the specified 120-day period, the
Secretary shall, within 60 days after the
expiration of that period: (i) apply the de-
posit, or collect on the bond, to the extent
necessary to satisfy the liability secured by
the lien; and (ii) refund, with interest, any
portion of the deposit not used to satisfy
such liability.

Section 6503(f)(2) suspends the run-
ning of the period provided in section
6502 for collecting an assessed tax lia-
bility from the time a person becomes
entitled to a certificate of discharge under
section 6325(b)(4) until 30 days after: (A)
the earliest date on which the Secretary no
longer holds any amount as a deposit or
bond provided under section 6325(b)(4)
because the deposit or bond either has
been used to satisfy the unpaid tax lia-
bility or has been refunded or released;

or (B) the date a judgment secured under
section 7426(b)(5) becomes final. Sus-
pension of the running of the collection
limitations period under section 6503(f)(2)
applies only with respect to the amount of
the assessment equal to the value of the
interest of the United States in the subject
property, plus interest, penalties, and cer-
tain other additions to tax.

II. Release of Lien

Section 6325(a) provides that the
Secretary shall issue a certificate of re-
lease of lien within 30 days of the sat-
isfaction of certain conditions. Section
301.6325–1(a)(1) and (2) of the existing
permanent regulations state that the Sec-
retary “may” issue a certificate of release
if such conditions are met. These pro-
posed regulations change the word “may”
to “shall” in the appropriate instances,
and incorporate the 30-day requirement
contained in the existing temporary regu-
lations, consistent with section 6325(a).

Much of the remainder of the language
of §401.6325–1(a) of the temporary reg-
ulations is essentially the same as the
language of §301.6325–1(a) of the exist-
ing permanent regulations. Therefore, the
remaining language need not be incorpo-
rated into these proposed regulations. The
language of §401.6325–1(b), dealing with
notices of Federal tax lien that also contain
certificates of release that become effec-
tive as of a prescribed date, survives as an
addition to §301.6325–1(a). The language
of §401.6325–1(c), defining the phrase
satisfaction of the tax liability for purposes
of section 6325(a)(1), also survives as an
addition to §301.6325–1(a). The language
of §401.6325–1(d), defining the phrase
proof of full payment for purposes of
§401.6325–1(a), survives as part of a new
subsection of the permanent regulations
addressing payment via credit and debit
cards and electronic funds transfers, con-
sistent with 26 CFR §§31.6302–1(h)(8)
and 301.6311–2(a). The language of
§401.6325–1(e), dealing with Federal tax
liens listing multiple tax liabilities, and the
language of §401.6325–1(f), dealing with
the requirements of a valid request for a
certificate of release, is incorporated into
the permanent regulations.
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III. Discharge of Property under Section
6325(b)(4)

A. Issuance of the certificate of discharge

Section 6325(b)(4)(A) requires the Sec-
retary to issue a certificate of discharge of
a third-party owner’s property from a Fed-
eral tax lien if the third-party owner meets
certain requirements. The proposed regu-
lations state that a certificate of discharge
must be issued under section 6325(b)(4)
if the third-party owner submits a proper
request and either deposits an appropriate
amount or furnishes an acceptable bond.

1. Request of third-party owner

Section 301.6325–1(b)(4) provides that
a person seeking a certificate of discharge
under section 6325(b) must submit an
application in writing to the local IRS of-
ficial responsible for collection of the tax
at issue, and that the application must con-
tain such information as the official may
require. Section 301.6325–1(b)(4) as cur-
rently written applies to only certificates
of discharge under section 6325(b)(1)
through (3). The proposed regulations
extend the applicability of the language
of §301.6325–1(b)(4) (redesignated as
§301.6325–1(b)(5)) to a request for a
certificate of discharge under section
6325(b)(4) and indicate that the request
should be submitted to the appropriate IRS
official or office.

New §301.6325–1(b)(5) of the pro-
posed regulations states that a request
for a certificate of discharge made by a
third-party owner will be viewed as a re-
quest under section 6325(b)(4), and not as
a request made under section 6325(b)(2),
unless the third-party owner expressly
states otherwise in writing. Similarly, any
amount the IRS receives from a third-party
owner following a discharge request will
be viewed as a deposit made under sec-
tion 6325(b)(4)(A), rather than as a pay-
ment under section 6325(b)(2), unless
the third-party owner in writing expressly
states otherwise, and expressly waives the
right to file a civil suit in Federal district
court for a refund of the amount received
in writing.

The waiver provisions included in the
proposed regulations generally protect
the third-party owner in that a certifi-
cate of discharge granted under section
6325(b)(4), unlike one granted under

section 6325(b)(2), affords a third-party
owner the right to pursue a civil action un-
der section 7426(a)(4) regarding the IRS’s
determination of the value of its lien.
Amounts paid under section 6325(b)(2)
do not constitute deposits and are imme-
diately credited to the taxpayer’s account
once paid by the taxpayer or another per-
son.

2. Value of the interest of the United
States (as determined by the Secretary) in
the property

Section 6325(b)(4)(A) and (D) requires
the Secretary to issue a certificate of dis-
charge of a third-party owner’s property
from a Federal tax lien if the third-party
owner either deposits with the Secretary an
amount “equal to the value of the interest
of the United States (as determined by the
Secretary)” or furnishes a bond acceptable
to the IRS in a like amount. The proposed
regulations provide that the deposit should
be made or the bond should be furnished
to the appropriate IRS official or office.

Section 301.6325–1(b)(2)(iii) indicates
that in determining the value of the in-
terest of the United States under section
6325(b)(2), the appropriate official “shall
give consideration to the value of the prop-
erty and the amount of all liens and encum-
brances thereon having priority over the
Federal tax lien. In determining the value
of the property, the [appropriate official]
may, in his discretion, give consideration
to the forced sale value of the property in
appropriate cases.”

The proposed regulations state that this
language applies to the determination of
the value of the United States’ interest in a
third-party owner’s property under section
6325(b)(4) and provide that the appropri-
ate official shall make the determination.

B. Processing the deposit

Section 6325(b)(4)(B) states that the
Secretary shall refund the amount de-
posited, with interest at the overpayment
rate determined under section 6621, and
shall release the bond, to the extent that the
Secretary determines that either: (i) the
unsatisfied tax liability giving rise to the
lien can be satisfied from a source other
than the third-party owner’s property; or
(ii) the value of the United States’ interest
in the property is less than the Secretary’s
prior determination of such value.

The proposed regulations specify that
any request for a refund of deposit or re-
lease of bond under section 6325(b)(4)(B)
must be made in writing and must contain
the information required by the appropri-
ate IRS Publication. The proposed regu-
lations also clarify that the phrase “unsat-
isfied liability giving rise to the lien” con-
tained in section 6325(b)(4)(B)(i) refers to
the entire tax liability listed on the notice
of Federal tax lien, not just the portion of
the liability equal to the value of the United
States’ interest in the third-party owner’s
property. The proposed regulations, in ad-
dition, indicate that the Secretary is af-
forded discretion as to whether he should
make a determination, and if he does so,
in determining whether a deposit should be
refunded or a bond released under section
6325(b)(4)(B).

As discussed in part IV of this pream-
ble, a third-party owner wishing to file
a civil suit for disposition of his deposit
or bond is required by section 7426(a)(4)
to do so within 120 days of issuance of
the certificate of discharge. Consistent
with this limitation period for filing suit,
the proposed regulations allow the same
120-day period for the IRS to make any
administrative determination regarding
refund of deposit or release of bond un-
der section 6325(b)(4)(B). During that
120-day period, the third-party owner
may request a refund of deposit or release
of bond administratively under section
6325(b)(4)(B), file a civil suit in district
court under section 7426(a)(4), or both.

IV. Civil Action by Person Other Than
Taxpayer for Substitution of Value

Section 7426(a)(4) provides that a per-
son to whom a certificate of discharge has
been issued under section 6325(b)(4) with
respect to any property may, within 120
days after the day the certificate is issued,
bring a civil action in Federal district court
for “a determination of whether the value
of the interest of the United States (if any)
in such property is less than the value de-
termined by the Secretary.”

A. Allowable basis for judicial
determination

The existing permanent regulations un-
der section 7426 do not address the cause
of action afforded by section 7426(a)(4).
The proposed regulations clarify that the
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only allowable basis for a judicial determi-
nation under section 7426(a)(4) is that the
value of the interest of the United States
in the third-party owner’s property is less
than the value as determined by the Secre-
tary under section 6325(b)(4)(A)(i). This
follows from the express language of sec-
tion 7426(a)(2) and is the case despite the
fact that an additional basis for reevalua-
tion of the Secretary’s original determina-
tion – that the tax liability underlying the
lien can be satisfied from another source –
is provided under section 6325(b)(4)(B)(i).

B. Exclusivity of remedy

The proposed regulations emphasize
that section 7426(a)(4) provides the only
judicial remedy available to a third-party
owner whose property is subject to a Fed-
eral tax lien to obtain a refund of the
deposit or bond provided in exchange for
a discharge of the lien from the property.

Section 7426(a)(4) explicitly provides
that: “No other action may be brought by
such person [to whom a certificate of dis-
charge is issued under section 6325(b)(4)]
for such a determination.” Additionally,
by the terms of section 7426(a)(4), a
third-party owner must obtain a certifi-
cate of discharge under section 6325(b)(4)
(and not under section 6325(b)(2)) to have
standing to pursue the remedy offered by
section 7426(a)(4).

C. No tolling of 120-day period

The proposed regulations state that an
administrative request for refund of de-
posit or release of bond made under sec-
tion 6325(b)(4)(B) does not affect the run-
ning of the 120-day period for bringing a
civil suit under section 7426(a)(4). The
statutory scheme makes the standing of a
third-party owner to bring suit under sec-
tion 7426(a)(4) independent of, rather than
related to, events that might occur under
section 6325(b)(4)(B). Thus, an adminis-
trative request for refund of deposit or re-
lease of bond under section 6325(b)(4)(B)
is not a prerequisite to filing an action un-
der section 7426(a)(4), and the 120-day pe-
riod of section 7426(a)(4) will not be tolled
by an administrative request for refund of
deposit or release of bond made under sec-
tion 6325(b)(4)(B).

D. Court’s authority to issue judgment

The proposed regulations under section
7426 address section 7426(b)(5), which
authorizes a Federal district court to de-
cide whether the Secretary’s determination
of the value of the United States’ interest
in a third-party owner’s property exceeds
the actual value of its interest, and, if so, to
grant a judgment ordering refund of all or
part of the third-party owner’s deposit ac-
cordingly.

V. Secretary’s Use of Deposit or Bond if
Judicial Action Not Filed

Section 6325(b)(4)(C) instructs the
Secretary how to process the third-party
owner’s deposit or bond if the third-party
owner does not institute suit under section
7426(a)(4) within the statutorily pre-
scribed 120-day period. Under section
6325(b)(4)(C), the Secretary has 60 days
after expiration of the 120-day period to:
(i) apply the amount deposited (or col-
lect on the bond furnished) “to the extent
necessary to satisfy the unsatisfied liabil-
ity secured by the lien”; and (ii) refund,
with interest at the overpayment rate, any
portion of the amount deposited “which
is not used to satisfy such liability.” Thus,
the statute affords the Secretary a total of
180 days after issuing the certificate of
discharge to complete processing of the
third-party owner’s deposit or bond.

The proposed regulations specify that
the IRS may take these actions even after
180 days have passed. Prohibiting the IRS
from either applying or refunding the de-
posit once the 180-day period has elapsed
would prevent the IRS from ever relin-
quishing a deposit thereafter, in effect re-
quiring IRS personnel to retain amounts
deposited despite, in many cases, being
aware that the amounts should be applied
to outstanding tax liabilities or returned to
third-party owners.

However, because section
6325(b)(4)(C) reflects Congress’s in-
tent that the deposit or bond be processed
within 60 days after expiration of the
120-day period for bringing suit (or 180
days after the date a certificate of discharge
is issued under section 6325(b)(4)(A)), the
proposed regulations state that the deposit
or bond will be deemed to have been
processed as of the 60th day after expira-
tion of the 120-day period for purposes

of applying payments to the taxpayer’s
account. This means that if the IRS has
not either applied or refunded any part
of the deposit within the 180-day period,
the IRS will be prohibited from charging
the taxpayer interest and penalties on an
outstanding liability to which the deposit
should have been applied under section
6325(b)(4)(C)(i). On the other hand, the
IRS will pay the third-party owner interest
at the overpayment rate on any refund
that should have been paid under section
6325(b)(4)(C)(ii) within the 60-day period
until the refund is actually paid.

VI. Suspension of Running of Period of
Limitation

Section 6503(f)(2) states that in the
case of any assessment for which a lien
was made on any property, the running
of the period for collecting the assessed
tax liability, under section 6502, shall be
suspended from the date any person be-
comes entitled to a certificate of discharge
with respect to the property under section
6325(b)(4) until the date which is 30 days
after the earlier of: (A) the earliest date
on which the Secretary no longer holds
any amount as a deposit or bond provided
under section 6325(b)(4) with respect to
the property, because the deposit or bond
either has been used to satisfy the unpaid
tax or has been refunded; or (B) the date
that a judgment secured under section
7426(b)(5) becomes final. Suspension of
the running of the collection limitations
period under section 6503(f)(2) applies
only with respect to the amount of the as-
sessment equal to the value of the interest
of the United States in the subject prop-
erty, plus interest, penalties and certain
other additions to tax.

The proposed regulations under section
6503 address the suspension of the running
of the period for collecting a tax liability
provided by section 6503(f)(2).

Section 6325(b)(4)(A) provides that
the Secretary shall issue a certificate of
discharge when the third-party owner
makes a request and deposits an appro-
priate amount or furnishes an acceptable
bond. The proposed regulations state that
the suspension of the running of the col-
lection statute of limitations begins on
the date a deposit or bond in the amount
determined by the Secretary is received
by the appropriate official under section
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6325(b)(4)(A), as that is the date the
third-party owner becomes entitled to a
certificate of discharge under that provi-
sion.

Assuming that no judgment is ob-
tained under section 7426(b)(5), section
6503(f)(2)(A) ties the end of the period for
suspension of the running of the collection
statute to the ultimate disposition of the
third-party owner’s deposit or bond, which
is addressed by section 6325(b)(4)(B) and
(C). The proposed regulations state that the
suspension ends 30 days after the date the
appropriate official no longer holds the de-
posit or bond by reason of taking actions
prescribed under section 6325(b)(4)(B)
and (C).

Because section 6325(b)(4)(C) contem-
plates that the deposit or bond will be pro-
cessed within 60 days after the expiration
of 120 days after the date the Secretary
issues the certificate of discharge, as dis-
cussed in the previous section, the regu-
lations state that the deposit or bond is
deemed processed no later than that date
for purposes of section 6503(f)(2)(A). This
means that if the deposit or bond is not pro-
cessed within the 180-day period, the run-
ning of the collection statute ceases to be
suspended as of 90 days (60 days + the 30
days afforded by section 6503(f)(2)) after
the 120-day period ends. Thus, the period
for collection resumes running under sec-
tion 6503(f)(2)(A) 31 days after the 180
days have passed.

Section 6503(f)(2)(B) ties the end
of the suspension period to the finality
of a judgment obtained under section
7426(b)(5). The proposed regulations
state that if a judgment is obtained under
section 7426(b)(5), the suspension of the
running of the collection statute ends 30
days after all appeals of that judgment, if
any, have been exhausted.

Proposed Effective Date

These regulations are proposed to ap-
ply to any release of lien or discharge of
property that is requested after the date
that these regulations are published as fi-
nal regulations in the Federal Register.

Special Analyses

It has been determined that this notice
of proposed rulemaking is not a signifi-
cant regulatory action as defined in Exec-
utive Order 12866. Therefore, a regula-

tory assessment is not required. It also has
been determined that section 553(b) of the
Administrative Procedure Act (5 U.S.C.
chapter 5) does not apply to these regu-
lations, and because these regulations do
not impose collection of information on
small entities, the Regulatory Flexibility
Act (5 U.S.C. chapter 6) does not apply.
Pursuant to section 7805(f) of the Code,
this notice of proposed rulemaking will be
submitted to the Chief Counsel for Advo-
cacy of the Small Business Administration
for comment on its impact on small busi-
ness.

Comments and Requests for Public
Hearing

Before these proposed regulations are
adopted as final regulations, consideration
will be given to any written comments (a
signed original and eight (8) copies) or
electronic comments that are timely sub-
mitted to the IRS. The IRS and Treasury
Department request comments on the clar-
ity of the proposed rules and how they may
be made easier to understand. All com-
ments will be available for public inspec-
tion and copying. A public hearing will be
scheduled if requested in writing by any
person that timely submits written com-
ments. If a public hearing is scheduled, no-
tice of the date, time, and place for the pub-
lic hearing will be published in the Federal
Register.

Drafting Information

The principal author of these regula-
tions is Debra A. Kohn of the Office of the
Associate Chief Counsel (Procedure and
Administration). However, other person-
nel from the IRS and Treasury Department
participated in their development.

* * * * *

Proposed Amendments to the
Regulations

Accordingly, 26 CFR part 301 is pro-
posed to be 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 301.6325–1 is amended

as follows:
1. Paragraphs (a) and (b)(1)(i),

(b)(2)(i), and (b)(2)(ii) are revised.
2. Paragraph (b)(2)(iii) is redesignated

as paragraph (b)(6) and revised.
3. Paragraph (b)(4) is redesignated as

paragraph (b)(5) and revised.
4. A new paragraph (b)(4) is added.
5. Paragraphs (c)(1) and (c)(2) are

amended by removing the language “dis-
trict director” and adding the language
“appropriate official” in its place, wher-
ever it appears.

6. The first sentence of paragraph (d)(1)
is amended by removing the language “A
district director” and adding the language
“The appropriate official” in its place, by
removing the word “Code” and adding the
language “Internal Revenue Code” in its
place, and by removing the language “the
district director” and adding the language
“the appropriate official” in its place. The
third sentence is amended by removing the
language “a district director” and adding
the language “the appropriate official” in
its place, and removing the language “the
district director” and adding “the appropri-
ate official” in its place.

7. Paragraph (d)(2)(i) is amended by re-
moving the language “A district director”
and adding the language “The appropriate
official” in its place, by removing the word
“Code” and adding the language “Internal
Revenue Code” in its place, and by remov-
ing the language “the district director” and
adding the language “the appropriate offi-
cial” in its place.

8. Paragraph (d)(2)(ii), Examples 1
through 4, are amended by removing the
language “district director” and adding the
language “appropriate official” in its place,
wherever it appears.

9. Paragraphs (d)(3) and (d)(4) are
amended by removing the language “dis-
trict director” and adding the language
“appropriate official” in its place, wher-
ever it appears.

10. The first sentence of paragraph (e)
is amended by removing the language “a
district director” and adding the language
“the appropriate official” in its place, and
by removing the language “the district
director” and adding the language “the
appropriate official” in its place. The third
and fourth sentences are amended by re-
moving the language “district director”
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and adding the language “appropriate of-
ficial” in its place.

11. Paragraphs (f)(1) and (f)(2)(i) are
amended by removing the language “a dis-
trict director” and adding the language “the
appropriate official” in its place, paragraph
(f)(2)(i)(b) is amended by removing the
language “the district director” and adding
the language “the appropriate official” in
its place, and paragraph (f)(3) is amended
by removing the word “Code” and adding
the language “Internal Revenue Code” in
its place.

12. Paragraphs (h), (i), and (j) are
added.

The revisions and additions read as fol-
lows:

§301.6325–1 Release of lien or discharge
of property.

(a) Release of lien—(1) Liability sat-
isfied or unenforceable. The appropriate
official shall issue a certificate of release
for a filed notice of Federal tax lien, no
later than 30 days after the date on which
he finds that the entire tax liability listed
in such notice of Federal tax lien either
has been fully satisfied (as defined in para-
graph (a)(4) of this section) or has become
legally unenforceable. In all cases, the lia-
bility for the payment of the tax continues
until satisfaction of the tax in full or un-
til the expiration of the statutory period for
collection, including such extension of the
period for collection as is agreed to.

(2) Bond accepted. The appropriate of-
ficial shall issue a certificate of release of
any tax lien if he is furnished and accepts a
bond that is conditioned upon the payment
of the amount assessed (together with all
interest in respect thereof), within the time
agreed upon in the bond, but not later than
6 months before the expiration of the statu-
tory period for collection, including any
agreed upon extensions. For provisions re-
lating to bonds, see sections 7101 and 7102
and §§301.7101–1 and 301.7102–1.

(3) Certificate of release for a lien
which has become legally unenforceable.
The appropriate official shall have the au-
thority to file a notice of Federal tax lien
which also contains a certificate of release
pertaining to those liens which become
legally unenforceable. Such release will
become effective as a release as of a date
prescribed in the document containing the

notice of Federal tax lien and certificate of
release.

(4) Satisfaction of tax liability. For
purposes of paragraph (a)(1) of this sec-
tion, satisfaction of the tax liability occurs
when—

(i) The appropriate official determines
that the entire tax liability listed in a notice
of Federal tax lien has been fully satisfied.
Such determination will be made as soon
as practicable after tender of payment; or

(ii) The taxpayer provides the appropri-
ate official with proof of full payment (as
defined in paragraph (a)(5) of this section)
with respect to the entire tax liability listed
in a notice of Federal tax lien together with
the information and documents set forth in
paragraph (a)(7) of this section. See para-
graph (a)(6) of this section if more than one
tax liability is listed in a notice of Federal
tax lien.

(5) Proof of full payment. As used
in paragraph (a)(4)(ii) of this section, the
term proof of full payment means—

(i) An internal revenue cashier’s receipt
reflecting full payment of the tax liability
in question;

(ii) A canceled check in an amount suf-
ficient to satisfy the tax liability for which
the release is being sought;

(iii) A record, made in accordance
with procedures prescribed by the Com-
missioner, of proper payment of the tax
liability by credit or debit card or by elec-
tronic funds transfer; or

(iv) Any other manner of proof accept-
able to the appropriate official.

(6) Notice of a Federal tax lien which
lists multiple liabilities. When a notice of
Federal tax lien lists multiple tax liabilities,
the appropriate official shall issue a certifi-
cate of release when all of the tax liabilities
listed in the notice of Federal tax lien have
been fully satisfied or have become legally
unenforceable. In addition, if the taxpayer
requests that a certificate of release be is-
sued with respect to one or more tax lia-
bilities listed in the notice of Federal tax
lien and such liability has been fully satis-
fied or has become legally unenforceable,
the appropriate official shall issue a certifi-
cate of release. For example, if a notice of
Federal tax lien lists two separate liabili-
ties and one of the liabilities is satisfied,
the taxpayer may request the issuance of a
certificate of release with respect to the sat-
isfied tax liability and the appropriate offi-
cial shall issue a release.

(7) Taxpayer requests. A request for a
certificate of release with respect to a no-
tice of Federal tax lien shall be submitted
in writing to the appropriate official. The
request shall contain the information re-
quired in the appropriate IRS Publication.

(b) Discharge of specific property from
the lien—(1) Property double the amount
of the liability. (i) The appropriate official
may, in his discretion, issue a certificate of
discharge of any part of the property sub-
ject to a Federal tax lien imposed under
chapter 64 of the Internal Revenue Code
if he determines that the fair market value
of that part of the property remaining sub-
ject to the Federal tax lien is at least double
the sum of the amount of the unsatisfied li-
ability secured by the Federal tax lien and
of the amount of all other liens upon the
property which have priority over the Fed-
eral tax lien. In general, fair market value
is that amount which one ready and willing
but not compelled to buy would pay to an-
other ready and willing but not compelled
to sell the property.

* * * * *
(2) Part payment; interest of United

States valueless—(i) Part payment. The
appropriate official may, in his discretion,
issue a certificate of discharge of any part
of the property subject to a Federal tax
lien imposed under chapter 64 of the In-
ternal Revenue Code if there is paid over
to him in partial satisfaction of the liability
secured by the Federal tax lien an amount
determined by him to be not less than the
value of the interest of the United States in
the property to be so discharged. In deter-
mining the amount to be paid, the appropri-
ate official will take into consideration all
the facts and circumstances of the case, in-
cluding the expenses to which the Govern-
ment has been put in the matter. In no case
shall the amount to be paid be less than the
value of the interest of the United States in
the property with respect to which the cer-
tificate of discharge is to be issued.

(ii) Interest of the United States value-
less. The appropriate official may, in his
discretion, issue a certificate of discharge
of any part of the property subject to the
Federal tax lien if he determines that the
interest of the United States in the property
to be so discharged has no value.

(3) Discharge of property by substitu-
tion of proceeds of sale. The appropri-
ate official may, in his discretion, issue
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a certificate of discharge of any part of
the property subject to a Federal tax lien
imposed under chapter 64 of the Internal
Revenue Code if such part of the property
is sold and, pursuant to a written agree-
ment with the appropriate official, the pro-
ceeds of the sale are held, as a fund sub-
ject to the Federal tax liens and claims of
the United States, in the same manner and
with the same priority as the Federal tax
liens or claims had with respect to the dis-
charged property. This paragraph does not
apply unless the sale divests the taxpayer
of all right, title, and interest in the prop-
erty sought to be discharged. Any rea-
sonable and necessary expenses incurred
in connection with the sale of the prop-
erty and the administration of the sale pro-
ceeds shall be paid by the applicant or from
the proceeds of the sale before satisfaction
of any Federal tax liens or claims of the
United States.

(4) Right of substitution of value—(i)
Issuance of certificate of discharge to
property owner who is not the taxpayer.
If an owner of property subject to a Fed-
eral tax lien imposed under chapter 64
of the Internal Revenue Code submits an
application for a certificate of discharge
pursuant to paragraph (b)(5) of this sec-
tion, the appropriate official shall issue
a certificate of discharge of such prop-
erty after the owner either deposits with
the appropriate official an amount equal
to the value of the interest of the United
States in the property, as determined by
the appropriate official pursuant to para-
graph (b)(6) of this section, or furnishes
an acceptable bond in a like amount. This
paragraph does not apply if any owner
of the property is the person whose un-
satisfied liability gave rise to the Federal
tax lien. Thus, if the property is owned
by both the taxpayer and another person,
neither the taxpayer nor the other person
may obtain a certificate of discharge of the
property under this paragraph.

(ii) Refund of deposit and release of
bond. The appropriate official may, in his
discretion, determine that either the entire
unsatisfied tax liability listed on the notice
of Federal tax lien can be satisfied from a
source other than the property sought to be
discharged, or the value of the interest in
the United States is less than the prior de-
termination of such value. The appropriate
official shall refund the amount deposited

with interest at the overpayment rate de-
termined under section 6621 or release the
bond furnished to the extent that he makes
this determination.

(iii) Refund request. If a property owner
desires an administrative refund of his de-
posit or release of the bond, the owner shall
file a request in writing with the appropri-
ate official. The request shall contain such
information as the appropriate IRS Publi-
cation may require. The request must be
filed within 120 days after the date the cer-
tificate of discharge is issued. A refund re-
quest made under this paragraph neither is
required nor is effective to extend the pe-
riod for filing an action in court under sec-
tion 7426(a)(4).

(iv) Internal Revenue Service’s use of
deposit if court action not filed. If no
action is filed under section 7426(a)(4)
for refund of the deposit or release of the
bond within the 120-day period speci-
fied therein, the appropriate official shall,
within 60 days after the expiration of the
120-day period, apply the amount de-
posited or collect on such bond to the
extent necessary to satisfy the liability
listed on the notice of Federal tax lien, and
shall refund, with interest at the overpay-
ment rate determined under section 6621,
any portion of the amount deposited that
is not used to satisfy the liability. If the
appropriate official has not completed the
application of the deposit to the unsatis-
fied liability before the end of the 60-day
period, the deposit will be deemed to have
been applied to the unsatisfied liability as
of the 60th day.

(5) Application for certificate of dis-
charge. Any person desiring a certificate
of discharge under this paragraph (b) shall
submit an application in writing to the ap-
propriate official. The application shall
contain the information required by the ap-
propriate IRS Publication. For purposes
of this paragraph (b), any application for
certificate of discharge made by a prop-
erty owner who is not the taxpayer, and
any amount submitted pursuant to the ap-
plication, will be treated as an application
for discharge and a deposit under section
6325(b)(4) unless the owner of the prop-
erty submits a statement, in writing, that
the application is being submitted under
another paragraph of section 6325 and not
under section 6325(b)(4), and the owner
in writing waives the rights afforded un-

der paragraph (b)(4), including the right to
seek judicial review.

(6) Valuation of interest of United
States. For purposes of paragraphs (b)(2)
and (b)(4) of this section, in determining
the value of the interest of the United
States in the property, or any part thereof,
with respect to which the certificate of
discharge is to be issued, the appropriate
official shall give consideration to the
value of the property and the amount of
all liens and encumbrances thereon hav-
ing priority over the Federal tax lien. In
determining the value of the property, the
appropriate official may, in his discretion,
give consideration to the forced sale value
of the property in appropriate cases.

* * * * *
(h) As used in this section, the term ap-

propriate official means either the official
or office identified in the relevant IRS Pub-
lication or, if such official or office is not
so identified, the Secretary or his delegate.

(i) Temporary regulations removed.
The provisions of §401.6325–1 of this
chapter are removed on the date these reg-
ulations are published as final regulations
in the Federal Register.

(j) Effective date. This section applies
to any release of lien or discharge of prop-
erty that is requested after these regula-
tions are published as final regulations in
the Federal Register.

Par. 3. Section 301.6503(f)–1 is
amended as follows:

1. The section heading is revised.
2. The undesignated paragraph is des-

ignated as paragraph (a) and a paragraph
heading is added.

3. In newly designated paragraph (a),
the language “a district director” is re-
moved and the language “the appropri-
ate official” is added in its place, the lan-
guage “the district director” is removed
and the language “the appropriate official”
is added in its place, and in the Example
the language “district director” is removed
and the language “appropriate official” is
added in its place, wherever it appears.

4. Paragraphs (b), (c), and (d) are
added.

The revisions and additions read as fol-
lows:

§301.6503(f)–1 Suspension of running
of period of limitation; wrongful seizure
of property of third-party owner and
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discharge of wrongful lien for substitution
of value.

(a) Wrongful seizure. * * *
(b) Discharge of wrongful lien for sub-

stitution of value. If a person other than
the taxpayer submits a request in writing
for a certificate of discharge for a filed
Federal tax lien under section 6325(b)(4),
the running of the period of limitations on
collection after assessment under section
6502 for any liability listed in such notice
of Federal tax lien shall be suspended for
a period equal to the period beginning on
the date the appropriate official receives
a deposit or bond in the amount specified
in §301.6325–1(b)(4)(i) and ending on the
date that is 30 days after the earlier of—

(1) The date the appropriate official no
longer holds, or is deemed to no longer
hold, within the meaning of paragraph
(b)(4)(iv) of this section, any amount as
a deposit or bond by reason of taking
such actions as prescribed in sections
6325(b)(4)(B) and (C); or

(2) The date the judgment secured un-
der section 7426(b)(5) becomes final.

(c) As used in this section, the term ap-
propriate official means either the official
or office identified in the relevant IRS Pub-
lication or, if such official or office is not
so identified, the Secretary or his delegate.

(d) Effective date. This section applies
to any request for a certificate of discharge
made after these regulations are published
as final regulations in the Federal Regis-
ter.

Par. 4. In §301.7426–1, paragraphs
(a)(4), (b)(5), and (d) are added.

§301.7426–1 Civil actions by persons
other than taxpayers.

(a) * * *
(4) Substitution of value. A person who

obtains a certificate of discharge under sec-
tion 6325(b)(4) with respect to any prop-
erty may, within 120 days after the day on
which the certificate is issued, bring a civil
action against the United States in a district
court of the United States for a determi-
nation of whether the value of the interest
of the United States (if any) in such prop-
erty is less than the value determined by
the appropriate official. A civil action un-
der this provision shall be the exclusive ju-
dicial remedy for a person other than the

taxpayer who obtains a certificate of dis-
charge for a filed notice of Federal tax lien.

(b) * * *
(5) Substitution of value. If the court de-

termines that the determination by the ap-
propriate official of the value of the inter-
est of the United States in the property ex-
ceeds the actual value of such interest, the
court may grant a judgment ordering a re-
fund of the amount deposited, or a release
of the bond, to the extent that the aggregate
of those amounts exceeds the value as de-
termined by the court.

* * * * *
(d) Paragraphs (a)(4) and (b)(5) of this

section apply to any request for a certifi-
cate of discharge made after these regula-
tions are published as final regulations in
the Federal Register.

Mark E. Matthews,
Deputy Commissioner

for Services and Enforcement.

(Filed by the Office of the Federal Register on January 10,
2007, 8:45 a.m., and published in the issue of the Federal
Register for January 11, 2007, 72 F.R. 1301)

Compliance Resolution
Program for Employees Other
Than Corporate Insiders for
Additional 2006 Taxes Arising
Under § 409A Due to the
Exercise of Stock Rights

Announcement 2007–18

The Internal Revenue Service an-
nounces a compliance resolution program
(the Program) that permits employers to
pay the additional taxes arising under
§ 409A of the Internal Revenue Code
due to the exercise of certain discounted
stock options and stock appreciation rights
(stock rights) in 2006. The Program pro-
vides a means to minimize the burdens
of compliance on employees who are not
corporate insiders, while ensuring that all
applicable taxes are paid. As described in
more detail below, the Program:

• Applies only to discounted stock rights
exercised during 2006.

• Applies only to employees and former
employees who are not subject to the
disclosure requirements under section

16(a) of the Securities Exchange Act
of 1934 (a non-insider), and were not
subject to such requirements at the date
of grant of the stock right.

• Requires full payment by the employer
of the applicable § 409A taxes arising
from the exercise of the stock right.

• Provides relief for the employees from
the requirement to pay the § 409A
taxes.

• Does not affect an employer’s obliga-
tion to report the compensation income
and wages arising from the exercise of
the stock right on the Form W–2, in
Box 1, 3 and 5, and to apply the ap-
propriate employment taxes, and does
not affect an employee’s obligation to
report such compensation income on
the Form 1040 and pay the applicable
income tax (other than the additional
§ 409A taxes).

• Requires treatment of the employer’s
payment of the employee’s § 409A
taxes as an additional payment of com-
pensation to the employee in the em-
ployee’s taxable year in which the pay-
ment is made.

• Requires notice to employees and to
the IRS of the employer’s participation
in the Program.

Employers that wish to participate in
this Program must notify the IRS no later
than February 28, 2007 of their intent to
participate, and must notify affected em-
ployees within 15 days of providing the
notification to the IRS.

Section 1. Background

A. Section 409A

Section 409A was added to the Code by
§ 885 of the American Jobs Creation Act
of 2004, Public Law 108–357 (118 Stat.
1418). Section 409A generally provides
that, unless certain requirements are met,
amounts deferred under a nonqualified de-
ferred compensation plan for all taxable
years are currently includible in gross in-
come to the extent not subject to a substan-
tial risk of forfeiture and not previously in-
cluded in gross income. In addition, the
amount includible in income under § 409A
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is subject to certain additional taxes dis-
cussed below (referred to as § 409A taxes).

On December 20, 2004, the IRS issued
Notice 2005–1, 2005–1 C.B. 274, setting
forth initial guidance on the application
of § 409A, and supplying transition guid-
ance in accordance with the statutory pro-
visions. A notice of proposed rulemak-
ing (REG–158080–04, 2005–2 C.B. 786
[70 FR 57930]) was published in the Fed-
eral Register on October 4, 2005. The
preamble to the proposed regulations clar-
ified and extended certain provisions of
the transition guidance provided in Notice
2005–1, generally through December 31,
2006. On October 4, 2006, the IRS is-
sued Notice 2006–79, 2006–43 I.R.B. 763,
which further clarified and extended cer-
tain provisions of the transition guidance
through December 31, 2007.

Pursuant to Notice 2006–100, 2006–51
I.R.B. 1109, issued on November 30,
2006, service recipients generally are re-
quired to report amounts includible under
§ 409A for 2006 on a timely filed Form
W–2 or 1099, as applicable. Service
providers are required to report amounts
includible under § 409A for the service
provider’s 2006 tax year and to pay any
taxes due in accordance with the require-
ments of Notice 2006–100.

B. Application of § 409A to Certain
Discounted Stock Rights

The IRS has become aware of numer-
ous instances in which stock options were
issued with an exercise price less than the
fair market value of the underlying stock
on the date of grant or in which stock ap-
preciation rights were issued under which
the compensation payable upon exercise
of such right was more than the excess
of the fair market value of the stock sub-
ject to such right on the date of exercise
over the fair market value of such stock
on the date of grant of such right (collec-
tively such options and rights are referred
to as discounted stock rights). In many
cases, the discount resulted from a discrep-
ancy between the purported grant date and
the actual grant date. In some cases, the
employee exercised the stock right during
2006.

Such discounted stock rights, to the
extent they were issued or became earned
and vested on or after January 1, 2005,
are generally treated as providing non-

qualified deferred compensation subject
to § 409A. By contrast, a stock option
granted with an exercise price that can
never be less than the fair market value of
the underlying stock on the date of grant,
and that does not include any additional
deferral feature, generally is not subject
to § 409A, and the exercise of such stock
option does not implicate § 409A. Simi-
larly, a stock appreciation right that does
not provide compensation in excess of the
difference between the fair market value
of the stock subject to such right on the
date of exercise and the fair market value
of such stock on the date of grant of such
right, and that does not include any ad-
ditional deferral feature, generally is not
subject to § 409A, and the exercise of such
stock right does not implicate § 409A.

C. Consequences Under § 409A of the
Exercise of Certain Discounted Stock
Rights in 2006

In the absence of affirmative steps taken
before the exercise of a stock right to avoid
a violation of § 409A, the exercise of a
discounted stock right during 2006, where
the term of the stock right otherwise ex-
tended beyond 2006, generally is treated
as an impermissible payment of nonquali-
fied deferred compensation under § 409A.
Such an impermissible payment generally
triggers adverse Federal income tax con-
sequences under § 409A for the service
provider, and reporting requirements for
the service recipient, with respect to the
stock rights that were exercised and with
respect to any additional amounts that are
treated as deferred under the same plan for
purposes of § 409A under the applicable
plan aggregation rules. Such tax conse-
quences include immediate income inclu-
sion; an additional 20% income tax (in ac-
cordance with § 409A(a)(1)(B)(i)(II)) on
the amounts required to be so included
(the 20% tax); and a second additional tax
(in accordance with § 409A(a)(1)(B)(ii))
equal to the interest on unpaid taxes from
the year of initial deferral (or if later, the
first year the deferred amount was not sub-
ject to a substantial risk of forfeiture), cal-
culated at the underpayment rate plus 1%
(the interest tax).

Notice 2006–100 provides that where
there is a required income inclusion un-
der § 409A in the service provider’s tax
year 2006, the plan aggregation rules ap-

ply in determining the amount required to
be included in income. For purposes of
participation in, and the relief provided by,
the Program, taxpayers may assume, in the
case of a violation involving a stock right,
that the plan aggregation rules apply only
to aggregate all amounts deferred under
stock rights subject to § 409A held by the
employee with respect to whom the vio-
lation occurred. In the case of an unex-
ercised stock right, Notice 2006–79 per-
mits the service recipient to substitute for
such a stock right a stock right that is not
subject to § 409A. In the case of certain
stock rights granted to a service provider
who was subject to the disclosure require-
ments of section 16(a) of the Securities Ex-
change Act of 1934 on the date of grant
of the stock right, the substitution was re-
quired to be completed by December 31,
2006. For other service providers, the sub-
stitution must be completed by Decem-
ber 31, 2007. If a taxpayer utilizes the
available transition rules to exclude a right
to an amount (including an unexercised
stock right) from coverage under § 409A,
then the amount is treated as always hav-
ing been excluded from coverage under
§ 409A. Accordingly, the amount is not
required to be aggregated for purposes of
determining the amount includible in in-
come under § 409A in 2006. If the right to
the amount is not excluded from coverage
under § 409A by the applicable deadline,
the right to the amount will remain sub-
ject to the plan aggregation rules regard-
less of whether the right to the amount is,
or is amended to be, compliant with the re-
quirements of § 409A. However, because a
stock right may be removed from coverage
under § 409A retroactively, any income in-
clusion under § 409A with respect to an
unexercised stock right due to the plan ag-
gregation rules will not be treated as in-
come for any of the service provider’s tax-
able years before the 2007 tax year.

Section 2. Scope of Program

This Program addresses only the ad-
ditional § 409A taxes for the employee’s
2006 tax year resulting from the exercise
of an applicable stock right (discussed
below), and the information reporting re-
quirements related to such § 409A taxes.
The Program does not address other con-
sequences that may arise from the grant or
exercise of a stock right with an exercise
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price less than the fair market value of the
underlying stock on the date of grant. Ac-
cordingly, the Program does not address
the employer’s obligation to report the
compensation income arising from the ex-
ercise of the stock right on the 2006 Form
W–2, in Box 1, 3 and 5, as appropriate,
and to apply the appropriate employment
taxes to the payment of wages. The Pro-
gram also does not address the employee’s
obligation to report such compensation
income on the Form 1040 and pay the
applicable income tax (other than any
additional § 409A taxes). The Program
also does not address the non-§ 409A tax
consequences, including employment tax
and information reporting consequences,
that may arise from a failure of a pur-
ported incentive stock option to meet the
requirements of § 422, or the application
of § 162(m) to an employer’s otherwise
available deduction for compensation ex-
pense with respect to the exercise of a
stock right.

Section 3. Eligibility Requirements

This Program is available to an em-
ployer that granted applicable stock rights
that were subject to the requirements of
§ 409A because the exercise price was be-
low the fair market value of the underly-
ing stock on the date of grant, where such
stock rights were exercised during the em-
ployee’s 2006 tax year. For this purpose,
an applicable stock right means any stock
right granted in connection with the per-
formance of services by an employee other
than a stock right granted to an employee
who is subject to the disclosure require-
ments of section 16(a) of the Securities Ex-
change Act of 1934 as of the date the em-
ployer provides a notice of intent to par-
ticipate in the program under section 4.A
or who was subject to such disclosure re-
quirements on the date of grant of such
stock right.

Section 4. Terms of Participation in the
Program

If an employer complies with all of the
requirements in this section 4 with respect
to an employee, the employer and the em-
ployee will be eligible for the relief set
forth in section 5 of this announcement.

A. Notice to the IRS of Intent to
Participate

An employer must submit to the IRS
by February 28, 2007 a notice of the em-
ployer’s intent to participate in the Pro-
gram. The notice of intent to participate
must state, under penalties of perjury, the
following:

[Insert name of the employer and tax-
payer identification number] hereby
provides notice to the IRS of its intent
to participate in the Program described
in Announcement 2007–18. [Insert
name] is the person for the IRS to con-
tact regarding the participation of [In-
sert name of the employer] in the Pro-
gram, and may be contacted at [Insert
address and phone number]. Choose
either sentence A or sentence B. Sen-
tence A. [Insert name of the employer]
hereby certifies that [Insert name of the
employer] is not under examination by
the IRS. Sentence B. [Insert name of the
employer] hereby certifies that [Insert
name of the employer] is under exam-
ination by the IRS and is providing a
copy of this notice of intent to partic-
ipate in the Program to the examining
revenue agent.

An employer must also submit a Form
2848, Power of Attorney and Declaration
of Representative, as appropriate. For in-
formation regarding the submission of this
notice, see section 6 of this announcement.

B. Notices to Affected Employees and
IRS

i. Notice to Affected Employees of
Intent to Participate

No later than 15 days after the employer
submits the notice of intent to participate
described in section 4.A of this announce-
ment, an employer must provide a notice
to all employees that the employer rea-
sonably anticipates may be affected by the
employer’s participation in the Program.
Such notice must provide the following in-
formation:

(i) the employer has notified the IRS
of the employer’s intent to participate in
the Program (the Program must be specifi-
cally referred to in the notice to employees
as the program set forth in Announcement

2007–18, Compliance Resolution Pro-
gram for Employees Other than Corporate
Insiders for Additional 2006 Taxes Aris-
ing Under § 409A due to the Exercise of
Stock Rights);

(ii) the employer intends to provide fur-
ther notice to the employee on or before
July 15, 2007 certifying that the employer
has made a further submission to the IRS
that to the best of its information, knowl-
edge, and belief, satisfies the requirements
of this announcement, or certifying that the
employer has not made such a further sub-
mission;

(iii) the employer’s participation in the
Program may affect the employee’s Fed-
eral income tax obligations solely with re-
spect to the additional taxes imposed under
§ 409A of the Internal Revenue Code due
to the exercise of discounted stock options
or stock appreciation rights, but does not
affect the employee’s obligation to report
on Form 1040 the compensation income
arising from the exercise that is shown on
the Form W–2 (or W–2c, if applicable)
provided to the employee or to pay the ap-
plicable Federal taxes (other than the addi-
tional § 409A taxes).

The notice to affected employees may
provide additional information that is not
inconsistent with the required information.
The notice must be provided directly to
the individual employee, but may be pro-
vided electronically. If an employer pro-
vides such notices to employees that the
employer reasonably anticipates may be
affected by the employer’s participation in
the Program, and subsequently determines
that an exercise of a stock right by an addi-
tional employee is eligible to be included
in this Program, the employer may include
such additional employee and exercise in
a further submission without providing the
notices required by this Section 4.B, pro-
vided all other requirements of this an-
nouncement are met with respect to such
additional employee.

ii. Second Notice to IRS

No later than 15 days after the employer
submits the notice of intent to participate
described in section 4.A of this announce-
ment, the employer must provide a notice
to the IRS stating the number of employ-
ees to whom the notices required by sec-
tion 4.B.i of this announcement were pro-
vided.

2007–9 I.R.B. 627 February 26, 2007



C. Employer’s Further Submission of
Information and Payment to the IRS

An employer must make a further sub-
mission of information and payment (a fur-
ther submission) to the IRS by June 30,
2007 meeting all of the requirements of
this section 4.C.

i. Information

An employer must include in the further
submission to the IRS the following infor-
mation, signed under penalties of perjury:

a. The employer’s name and taxpayer
identification number.

b. A list of employees for whom the
employer is remitting the § 409A taxes due
(the 20% tax and the interest tax) under
section 4.C.ii below, including each such
employee’s taxpayer identification num-
ber.

c. For each identified employee, an
identification of each stock right exercise
resulting in the § 409A taxes, including
information that specifically identifies the
specific stock right that was exercised, the
date of exercise, the exercise price, the fair
market value of the underlying shares on
the date of exercise, and the number of
shares purchased or, in the case of a stock
appreciation right, the number of shares
used to calculate the payment made.

d. For each identified stock right ex-
ercise for each identified employee, the
amount of § 409A taxes remitted, includ-
ing the manner in which such § 409A taxes
were calculated.

ii. Remittance of All § 409A Taxes Due

a. Remittance of Taxes

With respect to an exercise of a stock
right subject to § 409A by an employee
during 2006, the employer must remit to
the IRS by June 30, 2007, an amount equal
to the full amount of the additional tax
liability of the employee under § 409A
that results from such exercise. Such ad-
ditional tax consists of the 20% tax and
the interest tax described below. For pur-
poses of determining the § 409A taxes, the
amount of income includible under § 409A
must be determined in accordance with ap-
plicable guidance under § 409A. With re-
spect to such exercise of a stock right, an
employer is treated as having remitted an
amount equal to the full amount of the ad-

ditional tax liability if the employer remits
substantially all of the additional tax lia-
bility based upon a reasonable, good faith
interpretation of the applicable guidance.
Where it is determined that an employer
has failed to submit substantially all of the
additional tax liability that results from the
exercise of a stock right subject to § 409A
during 2006 based upon a reasonable, good
faith interpretation of the applicable guid-
ance, neither the employer nor the em-
ployee is entitled to any relief under this
announcement with respect to the § 409A
taxes resulting from the exercise of such
stock right.

b. Calculation of the 20% tax

For purposes of this Program, the
amount of the 20% tax equals 20% of the
excess of the fair market value of the stock
on the date of exercise over the sum of the
exercise price paid by the employee and
any other amount paid by the employee
for the stock right. See Notice 2006–100.

c. Calculation of the Interest Tax

For purposes of this Program, the
amount of the interest tax equals the
amount of interest at the underpayment
rate plus 1% on the underpayment of Fed-
eral income tax that would have occurred
had the portion of the amount deferred
under the stock right as of December 31,
2005, that was not subject to a substantial
risk of forfeiture (as defined for purposes
of § 409A) as of December 31, 2005, been
includible in gross income as of December
31, 2005. For this purpose, the amount
deferred under the stock right as of De-
cember 31, 2005 equals the excess of the
fair market value of the underlying stock
on December 31, 2005 over the sum of the
exercise price and any other amount paid
by the employee for the stock right. For
purposes of this Program, employers must
calculate the underpayment based on the
highest marginal Federal income tax rate
in effect for 2005 (35%). For purposes
of determining the applicable interest, the
underpayment is treated as due on April
17, 2006, and the interest runs from that
date through the earlier of April 17, 2007
or the date the further submission is sent
to the IRS with payment.

d. Additional Amount Due for Taxes
Remitted After April 17, 2007

For payments sent to the IRS after April
17, 2007, the amount required to be sub-
mitted is increased by an amount equal to
the underpayment interest rate applied to
the amount that would otherwise be due on
April 17, 2007 through the date the further
submission (with payment) is sent to the
IRS.

iii. Section 409A Tax Payments
Constitute Compensation to the
Employee

The payment of the § 409A taxes due as
part of this Program constitutes additional
compensation income to the employee for
the employee’s taxable year in which such
payment is made. Accordingly, the em-
ployer must represent under penalties of
perjury that the employer is treating such
payment as additional compensation to the
employee for the taxable year of such em-
ployee in which such payment is made, in
accordance with this section iii. With re-
spect to any employee for whom a pay-
ment of § 409A taxes has been made as
part of the further submission, no relief
shall be provided under this announcement
with respect to the exercise of a stock right
by such employee during 2006 if it is deter-
mined that the employer has failed to treat
such payments as additional compensation
for the taxable year of such employee in
which such payment is made, in accor-
dance with this section iii.

Payments made on behalf of an em-
ployee or former employee to cover
§ 409A taxes are wages for Federal In-
surance Contributions Act (FICA), Fed-
eral Unemployment Tax Act (FUTA), and
Federal income tax withholding purposes
for the employee’s taxable year in which
the payment is made. Such wages, as
well as any additional wages resulting
from the employer’s payment of the em-
ployee’s share of FICA tax and income
tax without withholding such amounts
from the employee, must be reported on
Form 941, Employer’s QUARTERLY Fed-
eral Tax Return, and in box 1, 3 and 5
of the employee’s Form W–2, Wage and
Tax Statement, for the year in which the
payment is made. See Rev. Rul. 58–113,
1958–1 C.B. 362, and Rev. Proc. 81–48,
1981–2 C.B. 623, for methods of comput-
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ing gross wages when paying FICA and
Federal income tax withholding on behalf
of an employee.

iv. Further Representations by the
Employer

The further submission must include
the following representations by the em-
ployer, signed under penalties of perjury:

a. In accordance with section 4.B.i of
this announcement, the employer provided
the notices of the employer’s intent to par-
ticipate in the Program to all employees the
employer reasonably anticipated would be
affected by the employer’s participation in
the program by no later than 15 days after
the employer submitted its notice of intent
to participate in the Program to the IRS.

b. With respect to any employee for
which a payment of § 409A taxes has been
made as part of the further submission, the
employer has made reasonable, good faith
efforts to identify all exercises of a stock
right by such employee during 2006 that
resulted in the inclusion of income under
§ 409A, applying a reasonable, good faith
interpretation of the applicable guidance
under § 409A, has listed all such identified
exercises of a stock right in its further sub-
mission, and has accurately calculated and
paid the § 409A taxes resulting from such
identified exercises of a stock right in ac-
cordance with this announcement.

c. The employer will, upon a written re-
quest from an affected employee, disclose
to the employee any portion of such infor-
mation that is relevant to the employee’s
2006 Federal income tax return, includ-
ing information the employee reasonably
needs to respond to an information request
from the IRS, an examination, or tax liti-
gation involving issues related to the exer-
cise of a stock right and the application of
§ 409A.

D. Notice to Affected Employees of the
Employer’s Further Submission

An employer must provide a notice to
all employees to whom a notice was pro-
vided pursuant to section 4.B.i, and any
additional employees that are listed in the
employer’s further submission to the IRS,
by no later than July 15, 2007, certifying
the following:

(i) the employer has made a further
submission under the Program, that

is specifically referenced as the pro-
gram provided under Announcement
2007–18, Compliance Resolution Pro-
gram for Employees Other than Cor-
porate Insiders for Additional 2006
Taxes Arising Under § 409A due to
the Exercise of Stock Rights, that to
the best of the employer’s informa-
tion, knowledge and belief, satisfies
the requirements of this announcement,
and that such further submission (a)
includes the employee and makes pay-
ment of such employee’s § 409A taxes
addressed by this announcement or (b)
does not include the employee because
the employer has concluded that the
employee does not owe any § 409A
taxes addressed by this announcement,
or

(ii) the employer has failed to make a
further submission under the Program,
that is specifically referenced as the
program provided under Announce-
ment 2007–18, Compliance Resolution
Program for Employees Other than
Corporate Insiders for Additional 2006
Taxes Arising Under § 409A due to
the Exercise of Stock Rights, and the
employee is therefore liable for any
applicable § 409A taxes.

The notice to affected employees may
provide additional information that is not
inconsistent with the required information.
The notice must be provided directly to the
individual employee, but may be provided
electronically.

Section 5. Scope of Relief

A. Employer’s Information Reporting
Requirements

If an employer complies fully with the
provisions of section 4 with respect to an
exercise of a stock right by an employee,
the employer will not be required to report
the § 409A inclusion amount with respect
to such stock right exercise in box 12 of
Form W–2 using code Z. If an employer
complies fully with the provisions of sec-
tion 4 with respect to an exercise of a stock
right by an employee, but has already re-
ported the § 409A inclusion amount with
respect to such exercise of a stock right by
an employee in box 12 of Form W–2 using
Code Z, the employer may provide a Form

W–2c that does not report the § 409A in-
clusion amount in box 12 of Form W–2c
using Code Z, and such employer will not
be subject to any penalties under § 6721
or § 6722 of the Code. Nothing in this
Program relieves the employer of any in-
formation reporting requirements with re-
spect to an employee or an exercise of a
stock right that was not identified in the
employer’s further submission. Nothing in
this announcement or Program affects the
employer’s obligation to report the amount
that would be required, without regard to
§ 409A, to be included in income and
wages due to the exercise of a stock right,
and to withhold and pay the applicable em-
ployment taxes, or the employee’s obliga-
tions to include such amounts in income
and pay Federal taxes on them (other than
§ 409A taxes).

B. Employee’s § 409A Taxes

If an employer complies fully with the
provisions of section 4 of this announce-
ment with respect to amounts includible
in income under § 409A due to the ex-
ercise of an applicable stock right by an
employee during 2006, the employee will
not be required to pay the § 409A taxes
on the applicable Federal income tax re-
turn for the 2006 tax year with respect to
such amounts includible in income under
§ 409A. Nothing in this Program relieves
the employee of any § 409A taxes with re-
spect to an exercise of a stock right that
was not identified in the employer’s fur-
ther submission, or relieves the employee
or employer of any other tax, including
Federal income tax and employment taxes
that would otherwise arise from the exer-
cise of the stock right. In addition, nothing
in this Program addresses or relieves the
employee of any § 409A taxes due to par-
ticipation in a nonqualified deferred com-
pensation plan, other than the exercise of
an applicable stock right in 2006.

An employee who received a notice of
application under section 4.B.i of this an-
nouncement, and who files a return before
finding out that, due to a failure by the
employer to comply with the requirements
for relief set forth in this announcement,
the employee is not relieved of the duty
to report and pay § 409A taxes, will be
treated as having had reasonable cause and
as having acted in good faith with respect
to the portion of any underpayment that
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is due to the employee’s failure to timely
pay § 409A taxes arising from the exercise
of an applicable stock right in 2006, and
will not be subject to penalties for the 2006
tax year under § 6654 for any estimated
tax underpayment attributable to such fail-
ure. An employee who received a notice
of application under section 4.B.i of this
announcement, requested an extension of
time to file a return, and files a timely in-
come tax return on extension after learning
that he or she is not relieved of the duty to
report and pay § 409A taxes due to a fail-
ure by the employer to comply with the re-
quirements for relief set forth in this an-
nouncement, will not be subject to penal-
ties under § 6651(a)(2) or § 6654 for the
failure to timely pay § 409A taxes arising
from the exercise of an applicable stock
right in 2006, provided such § 409A taxes
are paid with the filed return.

C. An Employer’s Failure to Comply
with Representations or Other Actions
Required under the Program

Information and representations re-
quired under this Program are material,
and an employer who knowingly makes a
false statement or representation will be
deemed to have failed to make a further
submission under the Program so that no
relief under this Program is available to
the employer or any employee. Except
as provided in paragraph 5.B with respect
to certain penalties, no relief is provided
under this Program with respect to an em-
ployer or to an employee if the employer
fails to comply with the requirements
of this announcement, provided that the
Commissioner may, in his sole discretion,
determine that the employer has substan-
tially complied with the requirements of
this announcement with respect to some
or all of the employees identified by the
employer and that, accordingly, such em-
ployer and some or all of such employees
are entitled to the relief provided under
this announcement.

D. An Employer’s or Employee’s State
and Local Information Reporting,
Filing and Tax Requirements

Nothing in this Program relieves the
employer or employee of any requirements
regarding information reporting, filing of
tax returns, or the payment of any taxes, to
the extent such requirements relate to any

state or local tax. This includes any state
or local tax information reporting require-
ment which relates to the Form W–2.

Section 6. Procedures for Submission
of Notices and Further Submissions to
the IRS

A. Submissions to the IRS

A notice of intent to participate in the
Program in accordance with section 4.A of
this announcement, a second notice to the
IRS in accordance with section 4.B.ii of
this announcement, or a further submission
in accordance with section 4.C of this an-
nouncement, shall be submitted to the fol-
lowing address:

Internal Revenue Service
Attn: Announcement 2007–18
2001 Butterfield Road
LMSB Team 1160
Downers Grove, IL 60515

B. Requests for Further Information
and Withdrawals of Applications and
Further Submissions

The IRS reserves the right to request
further information from an employer at
any time following the employer’s submis-
sion of a notice of intent to participate in
the Program. In addition, nothing in this
announcement or Program limits or other-
wise affects the IRS’s right to request fur-
ther information, to examine a taxpayer’s
federal tax return, and except as otherwise
explicitly provided in this announcement
and Program, to assess any unpaid taxes,
penalties or interest.

The employer retains the right to with-
draw a notice of intent to participate or a
further submission at any time on or be-
fore June 30, 2007, provided that notices
are provided under section 4.D of this an-
nouncement that reflect the withdrawal.
The employer also retains the right to mod-
ify a further submission at any time on or
before June 30, 2007, provided that a mod-
ification after April 17, 2007 involving the
payment of additional § 409A taxes is sub-
ject to the requirement of an additional
amount due for further submissions after
April 17, 2007 with respect to the addi-
tional § 409A taxes identified in the modi-
fication, and provided that notices are pro-
vided under section 4.D of this announce-
ment that reflect the modification. Where

an employer withdraws a submission on or
before June 30, 2007, the employer is en-
titled to a return of the funds submitted to
the IRS, without interest. Where an em-
ployer modifies a further submission in a
manner that reduces the § 409A taxes cov-
ered by the further submission, the em-
ployer may obtain a return of amounts pre-
viously submitted to the IRS consistent
with such modification, without interest,
provided such modification is submitted
on or before June 30, 2007. After June 30,
2007, an employer may obtain a return of
any amount paid to the IRS with respect
to an employee pursuant to the announce-
ment if the employer demonstrates that the
employee for whom the § 409A taxes were
paid has paid the § 409A taxes in full.

For information about this announce-
ment, call (630) 493–5167 (not a toll-free
number).

Flat Rate Supplemental Wage
Withholding; Correction

Announcement 2007–21

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Correcting amendment.

SUMMARY: This document contains cor-
rections to final regulations (T.D. 9276,
2006–37 I.R.B. 423) that were published
in the Federal Register on Tuesday, July
25, 2006 (71 FR 42049), amending the reg-
ulations that provide for determining the
amount of income tax withholding on sup-
plemental wages. These regulations apply
to all employers and others making supple-
mental wage payments to employees.

DATES: The correction will be effective
January 1, 2007.

FOR FURTHER INFORMATION
CONTACT: A. G. Kelley, (202) 622–6040
(not a toll-free number).

SUPPLEMENTARY INFORMATION:

Background

The final regulations that are the sub-
ject of these corrections are under sections
3401 and 3402 of the Internal Revenue
Code.
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Need for Corrections

As published, final regulations (T.D.
9276) contain errors that may prove to be
misleading and are in need of clarification.

* * * * *

Correction of Publication

Accordingly, 26 CFR part 31 is cor-
rected by making the following correcting
amendments:

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

Paragraph 1. The authority citation for
part 31 continues to read, in part, as fol-
lows:

Authority: 26 U.S.C. 7805 * * *
Par. 2. Section 31.3402(g)–1(a)(8) is

amended by revising the fifth sentence of
Example 1 paragraph (iii), the fifth sen-
tence of Example 3 paragraph (i), the last
sentence of Example 3 paragraph (iv) and
the third sentence of Example 3 paragraph
(vi). The revisions read as follows:

§ 31.3402(g)–1 Supplemental wage
payments.

(a) * * *
(8) * * *
Example 1. * * *
(iii) * * * If Y elected to withhold income tax us-

ing paragraph (a)(7) of this section, Y would withhold
on the $400,000 component at 25 percent (pursuant to
paragraph (a)(7)(iii)(F) of this section), which would
result in $100,000 tax withheld. * * *

* * * * *
Example 3. (i) * * * Unrelated company U

pays D sick pay as an agent of the employer R and
such sick pay is supplemental wages pursuant to
§ 31.3401(a)–1(b)(8)(i)(b)(2). * * *

* * * * *
(iv) * * * If R elects to use optional flat rate with-

holding provided under paragraph (a)(7)(iii)(f) of this
section, withholding would be calculated at 25 per-
cent of the $1,000,000 portion of the payment and
would be $250,000.

* * * * *
(vi) * * * If U elects to withhold income tax at

the flat rate provided under paragraph (a)(7)(iii)(F)
of this section, withholding on the $50,000 of sick
pay would be calculated at 25 percent of the $50,000
payment and would be $12,500. * * *

* * * * *

LaNita Van Dyke,
Chief, Publications and

Regulations Branch,
Legal Processing Division,

Associate Chief Counsel
(Procedure and Administration).

(Filed by the Office of the Federal Register on December 26,
2006, 8:45 a.m., and published in the issue of the Federal
Register for December 27, 2006, 71 F.R. 77612)

Income Attributable to
Domestic Production
Activities; Correction

Announcement 2007–22

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Correcting amendment.

SUMMARY: This document contains cor-
rections to final regulations (T.D. 9263,
2006–25 I.R.B. 1063) which were pub-
lished in the Federal Register on Thurs-
day, June 1, 2006, (71 FR 31268), relat-
ing to the deduction for income attribut-
able to domestic production activities un-
der section 199 of the Internal Revenue
Code (Code).

DATES: This correction is effective June
1, 2006.

FOR FURTHER INFORMATION
CONTACT: Paul Handleman or
Lauren Ross Taylor at (202) 622–3040
(not a toll-free number).

SUPPLEMENTARY INFORMATION:

Background

The final regulations (T.D. 9263) that
are subject to this correction are under sec-
tion 199 of the Internal Revenue Code.

Need for Correction

On June 1, 2006, final regulations (T.D.
9263) were published in the Federal Reg-
ister at 71 FR 31268. These regulations
contain errors that may prove to be mis-
leading and are in need of clarification.

* * * * *

Correction of Publication

Accordingly, 26 CFR Part 1 is cor-
rected by making the following correcting
amendments:

PART 1—INCOME TAXES

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

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

§ 1.199–1 [Corrected]

Par. 2. Section 1.199–1(b)(1) is
amended by revising the first sentence
of the paragraph to read as follows:

§ 1.199–1 Income attributable to domestic
production activities.

* * * * *
(b) * * *
(1) In general. For purposes of para-

graph (a) of this section, the definition of
taxable income under section 63 applies,
except that taxable income (or alternative
minimum taxable income, if applicable)
is determined without regard to section
199 and without regard to any amount ex-
cluded from gross income pursuant to sec-
tion 114 or pursuant to section 101(d) of
the American Jobs Creation Act of 2004,
Public Law 108–357 (118 Stat. 1418)
(Act). * * *

* * * * *

§ 1.199–2 [Corrected]

Par. 3. Section 1.199–2 is amended
by revising the first sentence of paragraph
(a)(3)(ii) and the last sentence of paragraph
(e)(3) to read as follows:

§ 1.199–2 Wage limitation.

(a) * * *
(3) * * *
(ii) Corrected return filed to correct a

return that was filed within 60 days of the
due date. If a corrected information return
(Return B) is filed with SSA on or before
the 60th day after the due date (including
extensions) of Return B to correct an in-
formation return (Return A) that was filed
with SSA on or before the 60th day after
the due date (including extensions) of the
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information return (Return A) and para-
graph (a)(3)(iii) of this section does not ap-
ply, then the wage information on Return
B must be included in determining W–2
wages. * * *

* * * * *
(e) * * *
(3) * * * For example, see Rev. Proc.

2006–22, 2006–23 I.R.B. 1033. (See
§ 601.601(d)(2) of this chapter).

§ 1.199–3 [Corrected]

Par. 4. Section 1.199–3(l)(4)(iv)(A) is
amended by revising the first sentence of
the paragraph to read as follows:

§ 1.199–3 Domestic production gross
receipts.

* * * * *
(l) * * *
(4) * * *
(iv) * * *
(A) * * * DPGR. Notwithstanding

paragraphs (l)(4)(i), (ii), and (iii) of this
section, if less than 5 percent of a tax-
payer’s gross receipts derived from a sale,
exchange, or other disposition of utilities
are attributable to the transmission or dis-
tribution of the utilities and the storage of
potable water after completion of treat-
ment of the potable water, then the gross
receipts derived from the lease, rental, li-
cense, sale, exchange, or other disposition
of the utilities that are attributable to the
transmission and distribution of the utili-
ties and the storage of potable water after
completion of treatment of the potable
water may be treated as being DPGR
(assuming all other requirements of this
section are met). * * *

* * * * *

§ 1.199–4 [Corrected]

Par. 5. Section 1.199–4(d)(6) is
amended by revising paragraph (i) of
Examples 1 and 2 to read as follows:

§ 1.199–4 Costs allocable to domestic
production gross receipts.

* * * * *
(d) * * *
(6) * * *
Example 1. * * *

(i) Facts. X, a United States corporation that
is not a member of an expanded affiliated group
(EAG) (as defined in § 1.199–7), engages in ac-
tivities that generate both DPGR and non-DPGR.
All of X’s production activities that generate DPGR
are within Standard Industrial Classification (SIC)
Industry Group AAA (SIC AAA). All of X’s pro-
duction activities that generate non-DPGR are within
SIC Industry Group BBB (SIC BBB). X is able to
specifically identify CGS allocable to DPGR and to
non-DPGR. X incurs $900 of research and experi-
mentation expenses (R&E) that are deductible under
section 174, $300 of which are performed with re-
spect to SIC AAA and $600 of which are performed
with respect to SIC BBB. None of the R&E is legally
mandated R&E as described in § 1.861–17(a)(4)
and none of the R&E is included in CGS. X incurs
section 162 selling expenses that are not includible
in CGS and are definitely related to all of X’s gross
income. For 2010, the adjusted basis of X’s assets
is $5,000, $4,000 of which generates gross income
attributable to DPGR and $1,000 of which generates
gross income attributable to non-DPGR. For 2010,
X’s taxable income is $1,380 based on the following
Federal income tax items: * * *

* * * * *
Example 2. * * *
(i) Facts. The facts are the same as in Example 1

except that X owns stock in Y, a United States cor-
poration, equal to 75% of the total voting power of
stock of Y and 80% of the total value of stock in Y.
X and Y are not members of an affiliated group as
defined in section 1504(a). Accordingly, the rules of
§ 1.861–14T do not apply to X’s and Y’s selling ex-
penses, R&E, and charitable contributions. X and Y
are, however, members of an affiliated group for pur-
poses of allocating and apportioning interest expense
(see § 1.861–11T(d)(6)) and are also members of an
EAG. For 2010, the adjusted basis of Y’s assets is
$45,000, $21,000 of which generates gross income
attributable to DPGR and $24,000 of which generates
gross income attributable to non-DPGR. All of Y’s
activities that generate DPGR are within SIC Indus-
try Group AAA (SIC AAA). All of Y’s activities that
generate non-DPGR are within SIC Industry Group
BBB (SIC BBB). None of X’s and Y’s sales are to
each other. Y is not able to specifically identify CGS
allocable to DPGR and non-DPGR. In this case, be-
cause CGS is definitely related under the facts and
circumstances to all of Y’s gross receipts, apportion-
ment of CGS between DPGR and non-DPGR based
on gross receipts is appropriate. For 2010, Y’s tax-
able income is $1,910 based on the following Federal
income tax items: * * *

* * * * *

§ 1.199–6 [Corrected]

Par. 6. Section 1.199–6 is amended as
follows:

1. The last sentence of paragraph (g) is
revised.

2. The last sentence of Example 2 (i) in
paragraph (m) is revised.

The revisions read as follows:

§ 1.199–6 Agricultural and horticultural
cooperatives.

* * * * *
(g) Written notice to patrons. * * *

The cooperative must report the amount
of the patron’s section 199 deduction on
Form 1099–PATR, “Taxable Distributions
Received From Cooperatives,” issued to
the patron.

* * * * *
(m) * * *
Example 2. (i) * * * Cooperative X must report

the amount of Patron A’s section 199 deduction on
Form 1099–PATR, “Taxable Distributions Received
From Cooperatives,” issued to Patron A for the cal-
endar year 2008.

* * * * *

§ 1.199–7 [Corrected]

Par. 7. Section 1.199–7 is amended as
follows:

1. By revising paragraph (a)(4), Exam-
ple 3.

2. By revising paragraph (e), Example
10 (i).

The revisions read as follows:

§ 1.199–7 Expanded affiliated groups.

(a) * * *
(4) * * *
Example 3. The facts are the same as in Example

2 except that rather than reselling the machinery, B
rents the machinery to unrelated persons and B takes
the gross receipts attributable to the rental of the ma-
chinery into account under its methods of accounting
in 2007, 2008, and 2009. In addition, as of the close
of business on December 31, 2008, A and B cease to
be members of the same EAG. With respect to the ma-
chinery acquired from C and the unrelated persons,
B’s gross receipts attributable to the rental of the ma-
chinery in 2007, 2008, and 2009 are non-DPGR be-
cause no member of the EAG MPGE the machinery
and because C does not qualify as an EAG partner-
ship. With respect to machinery acquired from A,
B’s gross receipts in 2007 and 2008 attributable to
the rental of the machinery are DPGR because at the
time B takes into account the gross receipts derived
from the rental of the machinery under its methods of
accounting, B is a member of the same EAG as A and
B is treated as conducting A’s previous MPGE activ-
ities. However, with respect to the rental receipts in
2009, because A and B are not members of the same
EAG in 2009, B’s rental receipts are non-DPGR.

* * * * *
(e) * * *
Example 10. (i) Facts. Corporation P owns all

of the stock of Corporations S and T, and P, S, and
T file a consolidated Federal income tax return on a
calendar year basis. In 2007, P MPGE QPP in the
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United States at a cost of $1,000. On November 30,
2007, P sells the QPP to S for $2,500. On February
28, 2008, P disposes of 60% of the stock of S. On
June 30, 2008, S sells the QPP to an unrelated person
for $3,000.

* * * * *

§ 1.199–8 [Corrected]

Par. 8. Section 1.199–8 is amended by
revising paragraph (h) to read as follows:

§ 1.199–8 Other rules.

* * * * *
(h) Disallowed losses or deduc-

tions. Except as provided by publica-
tion in the Internal Revenue Bulletin (see
§ 601.601(d)(2)(ii)(b) of this chapter),
losses or deductions of a taxpayer that
otherwise would be taken into account
in computing the taxpayer’s section 199
deduction are taken into account only if
and to the extent the deductions are not
disallowed by section 465 or 469, or any
other provision of the Code. If only a por-
tion of the taxpayer’s share of the losses or
deductions is allowed for a taxable year,
the proportionate share of those allowable
losses or deductions that are allocated to
the taxpayer’s qualified production activ-
ities, determined in a manner consistent
with sections 465 and 469, and any other
applicable provision of the Code, is taken
into account in computing QPAI for pur-
poses of the section 199 deduction for
that taxable year. To the extent that any
of the disallowed losses or deductions
are allowed in a later year, the taxpayer
takes into account a proportionate share
of those losses or deductions in comput-
ing its QPAI for that later taxable year.
Losses or deductions of the taxpayer that
are disallowed for taxable years begin-
ning on or before December 31, 2004,
are not taken into account in a later year
for purposes of computing the taxpayer’s
QPAI and the wage limitation of section
199(d)(1)(A)(iii) under § 1.199–9 for that
taxable year, regardless of whether the

losses or deductions are allowed for other
purposes. For taxpayers that are partners
in partnerships, see § 1.199–9(b)(2). For
taxpayers that are shareholders in S corpo-
rations, see § 1.199–9(c)(2).

* * * * *

§ 1.199–9 [Corrected]

Par. 9. Section 1.199–9(b)(6) is
amended as follows:

1. By revising Example 1 paragraphs
(i), (iii)(B)(1), and the seventh sentence of
(iii)(B)(2).

2. By revising Example 2 paragraphs
(i), and (iii)(B)(1), and the table following
(iii)(B)(3).

3. Paragraph (h) is revised.
The revisions read as follows:

§ 1.199–9 Application of section 199
to pass-thru entities for taxable years
beginning on or before May 17, 2006,
the enactment date of the Tax Increase
Prevention and Reconciliation Act of
2005.

* * * * *
(b) * * *
(6) * * *
Example 1. * * * (i) Partnership Federal income

tax items. X and Y, unrelated United States corpora-
tions, are each 50% partners in PRS, a partnership that
engages in production activities that generate both
DPGR and non-DPGR. X and Y share all items of
income, gain, loss, deduction, and credit 50% each.
Both X and Y are engaged in a trade or business.
PRS is not able to specifically identify CGS alloca-
ble to DPGR and non-DPGR. In this case, because
CGS is definitely related under the facts and circum-
stances to all of PRS’s gross income, apportionment
of CGS between DPGR and non-DPGR based on
gross receipts is appropriate. For 2006, the adjusted
basis of PRS’s business assets is $5,000, $4,000 of
which generate gross income attributable to DPGR
and $1,000 of which generate gross income attribut-
able to non-DPGR. For 2006, PRS has the following
Federal income items: * * *

* * * * *
(iii) * * *
(B) * * * (1) For 2006, in addition to the ac-

tivities of PRS, Y engages in production activities
that generate both DPGR and non-DPGR. Y is able

to specifically identify CGS allocable to DPGR and
to non-DPGR. For 2006, the adjusted basis of Y’s
non-PRS assets attributable to its production activi-
ties that generate DPGR is $8,000 and to other pro-
duction activities that generate non-DPGR is $2,000.
Y has no other assets. Y has the following Federal
income tax items relating to its non-PRS activities:
* * *

(2) * * * Y has $1,290 of gross income attrib-
utable to DPGR ($3,000 DPGR ($1,500 from PRS
and $1,500 from non-PRS activities) — $1,710 CGS
($810 from PRS and $900 from non-PRS activities)).
* * *

* * * * *
Example 2. * * * (i) Partnership items of income,

gain, loss, deduction or credit. X and Y, unrelated
United States corporations each of which is engaged
in a trade or business, are partners in PRS, a part-
nership that engages in production activities that
generate both DPGR and non-DPGR. Neither X
nor Y is a member of an affiliated group. X and Y
share all items of income, gain, loss, deduction, and
credit 50% each. All of PRS’s domestic production
activities that generate DPGR are within Standard
Industrial Classification (SIC) Industry Group AAA
(SIC AAA). All of PRS’s production activities that
generate non-DPGR are within SIC Industry Group
BBB (SIC BBB). PRS is not able to specifically iden-
tify CGS allocable to DPGR and to non-DPGR and,
therefore, apportions CGS to DPGR and non-DPGR
based on its gross receipts. PRS incurs $900 of
research and experimentation expenses (R&E) that
are deductible under section 174, $300 of which are
performed with respect to SIC AAA and $600 of
which are performed with respect to SIC BBB. None
of the R&E is legally mandated R&E as described in
§ 1.861–17(a)(4) and none is included in CGS. PRS
incurs section 162 selling expenses (that include W–2
wage expense) that are not includible in CGS and
are definitely related to all of PRS’s gross income.
For 2006, PRS has the following Federal income tax
items: * * *

* * * * *
(iii) * * *
(B) * * * (1) For 2006, in addition to the activi-

ties of PRS, Y engages in domestic production activ-
ities that generate both DPGR and non-DPGR. With
respect to those non-PRS activities, Y is not able to
specifically identify CGS allocable to DPGR and to
non-DPGR. In this case, because CGS is definitely re-
lated under the facts and circumstances to all of Y’s
non-PRS gross receipts, apportionment of CGS be-
tween DPGR and non-DPGR based on Y’s non-PRS
gross receipts is appropriate. For 2006, Y has the fol-
lowing non-PRS Federal income tax items: * * *

* * * * *
(3) * * *
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DPGR ($4,500 DPGR ($1,500 from PRS and $3,000 from non-PRS activities)) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $4,500

CGS ($600 from sales of products by PRS and $1,500 from non-PRS activities) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,100)

Section 162 selling expenses (including W–2 wages) ($420 from PRS + $540 from non-PRS activities) x ($4,500 DPGR/$9,000 total gross
receipts) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (480)

Section 174 R&E-SIC AAA ($150 from PRS and $300 from non-PRS activities) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (450)

Section 174 R&E-SIC BBB ($300 from PRS + $450 from non-PRS activities) x ($1,500 DPGR/$6,000 total gross receipts allocated to SIC BBB
($1,500 from PRS and $4,500 from non-PRS activities)) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (188)

Y’s QPAI . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,282

* * * * *
(h) * * * Except as provided in para-

graph (i) of this section regarding quali-
fying in-kind partnerships and paragraph
(j) of this section regarding EAG partner-
ships, an owner of a pass-thru entity is not
treated as conducting the qualified pro-
duction activities of the pass-thru entity,
and vice versa. This rule applies to all
partnerships, including partnerships that
have elected out of subchapter K under
section 761(a). Accordingly, if a part-
nership MPGE QPP within the United
States, or produces a qualified film or
produces utilities in the United States, and
distributes or leases, rents, licenses, sells,

exchanges, or otherwise disposes of such
property to a partner who then, without
performing its own qualifying MPGE or
other production, leases, rents, licenses,
sells, exchanges, or otherwise disposes
of such property, then the partner’s gross
receipts from this latter lease, rental, li-
cense, sale, exchange, or other disposition
are treated as non-DPGR. In addition, if
a partner MPGE QPP within the United
States, or produces a qualified film or
produces utilities in the United States, and
contributes or leases, rents, licenses, sells,
exchanges, or otherwise disposes of such
property to a partnership which then, with-
out performing its own qualifying MPGE

or other production, leases, rents, licenses,
sells, exchanges, or otherwise disposes of
such property, then the partnership’s gross
receipts from this latter disposition are
treated as non-DPGR.

* * * * *

Guy R. Traynor,
Federal Register Liaison,

Legal Processing Division,
Associate Chief Counsel

(Procedure & Administration).

(Filed by the Office of the Federal Register on December 29,
2006, 8:45 a.m., and published in the issue of the Federal
Register for January 3, 2007, 72 F.R. 5)
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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.
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