Internal Revenue

oulleftin

HIGHLIGHTS
OF THIS ISSUE

These synopses are intended only as aids to the reader in
identifying the subject matter covered. They may not be
relied upon as authoritative interpretations.

INCOME TAX

Rev. Rul. 2007-54, page 604.

Life insurance reserves. This ruling provides guidance re-
garding (1) the amount of life insurance reserves taken into
account for a variable contract where some or all of the re-
serves are accounted for as part of a life insurance company’s
separate account reserves and (2) what interest rate is used
to calculate required interest under section 812(b)(2)(A) of the
Code on life insurance reserves in situations where the amount
of those reserves is the tax reserve determined under section
807(d)(2).

Rev. Rul. 2007-55, page 604.

Fringe benefits aircraft valuation formula. The Standard
Industry Fare Level (SIFL) cents-per-mile rates and terminal
charge in effect for the second half of 2007 are set forth for
purposes of determining the value of noncommercial flights
on employer-provided aircraft under section 1.61-21(g) of the
regulations.

Rev. Rul. 2007-60, page 606.

Revenue rulings obsolete. This ruling obsoletes Rev. Rul.
75-425, 1975-2 C.B. 291, which provides guidance related
to the effect of signing a waiver (USCIS Form |-508) under
section 247(b) of the Immigration and Nationality Act (8 U.S.C.
section 1257(b)) by alien individuals employed in the United
States by a foreign government or international organization.
Rev. Rul. 75-425 obsoleted.

T.D. 9347, page 624.

Final regulations under section 6655 of the Code provide guid-
ance with respect to estimated tax payments by corporations.
Rev. Ruls. 67-93, 76-450, and 78-257 obsoleted.

Finding Lists begin on page ii.

y’ Department of the Treasury
Internal Revenue Service

Bulletin No. 2007-38
September 17, 2007

T.D. 9350, page 607.

Final regulations under section 6011 of the Code modify and
clarify the rules relating to the disclosure of reportable trans-
actions under regulations section 1.6011-4. The regulations
also make conforming changes to the disclosure rules under
regulations sections 20.6011-4, 25.6011-4, 31.6011-4,
53.6011-4, 54.6011-4, and 56.6011-4. These regulations
affect taxpayers who must disclose transactions under section
6011 and material advisors under sections 6111 and 6112.

EXEMPT ORGANIZATIONS

T.D. 9350, page 607.

Final regulations under section 6011 of the Code modify and
clarify the rules relating to the disclosure of reportable trans-
actions under regulations section 1.6011-4. The regulations
also make conforming changes to the disclosure rules under
regulations sections 20.6011-4, 25.6011-4, 31.6011-4,
53.6011-4, 54.6011-4, and 56.6011-4. These regulations
affect taxpayers who must disclose transactions under section
6011 and material advisors under sections 6111 and 6112.

REG-116215-07, page 659.

Proposed regulations provide rules relating to information
made available by the IRS for public inspection under section
6104(a) of the Code and materials that are made publicly
available under section 6110.

(Continued on the next page)



ESTATE TAX

T.D. 9350, page 607.

Final regulations under section 6011 of the Code modify and
clarify the rules relating to the disclosure of reportable trans-
actions under regulations section 1.6011-4. The regulations
also make conforming changes to the disclosure rules under
regulations sections 20.6011-4, 25.6011-4, 31.6011-4,
53.6011-4, 54.6011-4, and 56.6011-4. These regulations
affect taxpayers who must disclose transactions under section
6011 and material advisors under sections 6111 and 6112.

GIFT TAX

T.D. 9350, page 607.

Final regulations under section 6011 of the Code modify and
clarify the rules relating to the disclosure of reportable trans-
actions under regulations section 1.6011-4. The regulations
also make conforming changes to the disclosure rules under
regulations sections 20.6011-4, 25.6011-4, 31.6011-4,
53.6011-4, 54.6011-4, and 56.6011-4. These regulations
affect taxpayers who must disclose transactions under section
6011 and material advisors under sections 6111 and 6112.

EMPLOYMENT TAX

T.D. 9350, page 607.

Final regulations under section 6011 of the Code modify and
clarify the rules relating to the disclosure of reportable trans-
actions under regulations section 1.6011-4. The regulations
also make conforming changes to the disclosure rules under
regulations sections 20.6011-4, 25.6011-4, 31.6011-4,
53.6011-4, 54.6011-4, and 56.6011-4. These regulations
affect taxpayers who must disclose transactions under section
6011 and material advisors under sections 6111 and 6112.

EXCISE TAX

T.D. 9350, page 607.

Final regulations under section 6011 of the Code modify and
clarify the rules relating to the disclosure of reportable trans-
actions under regulations section 1.6011-4. The regulations
also make conforming changes to the disclosure rules under
regulations sections 20.6011-4, 25.6011-4, 31.6011-4,
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T.D. 9351, page 616.

Final regulations under section 6111 of the Code provide rules
relating to the disclosure of reportable transactions by material
advisors who must disclose transactions under section 6111
and material advisors who maintain lists under section 6112.

T.D. 9352, page 621.

Final regulations under section 6112 of the Code provide rules
relating to the list maintenance obligation of material advisors
who must maintain lists under section 6112.

Announcement 2007-77, page 662.

This document contains corrections to proposed regulations
(REG-103842-07, 2007-28 |.R.B. 79) that involve the de-
duction for income attributable to domestic production activ-
ities under section 199 of the Code and that affect taxpayers
who produce qualified films under sections 199(c)(4)(A)i)Il) and
(c)(6) and taxpayers who are members of an expanded affiliated
group under section 199(d)(4).

Announcement 2007-78, page 663.

This document contains corrections to final regulations (T.D.
9321, 2007-19 I.R.B. 1123) which set forth guidance on the
application of secton 409A of the Code to nonqualified deferred
compensation plans.

Announcement 2007-80, page 667.

This document contains corrections to temporary regulations
(T.D. 9330, 2007-31 I.R.B. 239) that apply to corporations
that have undergone ownership changes within the meaning
of section 382 of the Code. The regulations also provide
guidance regarding the treatment of prepaid income under the
built-in gain provisions of section 382(h).

Announcement 2007-81, page 667.

This document provides a change of location for a public
hearing on proposed regulations (REG-119097-05, 2007-28
I.R.B. 74) providing guidance on the portion of a trust properly
includible in a grantor's gross estate under sections 2036
and 2039 of the Code if the grantor has retained the use of
property in a trust or the right to annuity, unitrust, or other
income payment from such trust for life, for any period not
ascertainable without reference to the grantor's death, or for
a period that does not in fact end before the grantor’s death.
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The IRS Mission

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

Introduction

The Internal Revenue Bulletin is the authoritative instrument of
the Commissioner of 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,

applying the tax law with integrity and fairness to all.

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 1.—1986 Code.
This part includes rulings and decisions based on provisions of
the Internal Revenue Code of 1986.

Part Il.—Treaties and Tax Legislation.

This part is divided into two subparts as follows: Subpart A,
Tax Conventions and Other Related ltems, and Subpart B, Leg-
islation and Related Committee Reports.

Part lll.—Administrative, Procedural, and Miscellaneous.
To the extent practicable, pertinent cross references to these
subjects are contained in the other Parts and 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 |. Rulings and Decisions Under the Internal Revenue Code

of 1986

Section 61.—Gross Income
Defined

26 CFR 1.61-21: Taxation of fringe benefits.

Fringe benefits aircraft valuation for-
mula. The Standard Industry Fare Level
(SIFL) cents-per-mile rates and terminal
charge in effect for the second half of 2007
are set forth for purposes of determining
the value of noncommercial flights on
employer-provided aircraft under section
1.61-21(g) of the regulations.

Rev. Rul. 2007-55

For purposes of the taxation of fringe
benefits under section 61 of the Inter-
nal Revenue Code, section 1.61-21(g) of
the Income Tax Regulations provides a
rule for valuing noncommercial flights
on employer-provided aircraft. Section
1.61-21(g)(5) provides an aircraft valua-
tion formula to determine the value of such
flights. The value of a flight is determined
under the base aircraft valuation formula
(also known as the Standard Industry Fare

Level formula or SIFL) by multiplying
the SIFL cents-per-mile rates applicable
for the period during which the flight was
taken by the appropriate aircraft multiple
provided in section 1.61-21(g)(7) and then
adding the applicable terminal charge. The
SIFL cents-per-mile rates in the formula
and the terminal charge are calculated by
the Department of Transportation and are
reviewed semi-annually.

The following chart sets forth the termi-
nal charge and SIFL mileage rates:

Period During Which
the Flight Is Taken

7/1/07 - 12/31/07

Terminal
Charge

$37.91

SIFL Mileage
Rates

Up to 500 miles
= $.2074 per mile

501-1500 miles
= $.1581 per mile

Over 1500 miles
= $.1520 per mile

DRAFTING INFORMATION

The principal author of this revenue
ruling is Kathleen Edmondson of the
Office of Division Counsel/Associate
Chief Counsel (Tax Exempt/Govern-
ment Entities). For further information
regarding this revenue ruling, contact
Ms. Edmondson at (202) 622-0047 (not a
toll-free call).

Section 807.—Rules for
Certain Reserves

(Also § 812.)

Life insurance reserves. This rul-
ing provides guidance regarding (1) the
amount of life insurance reserves taken
into account for a variable contract where
some or all of the reserves are accounted
for as part of a life insurance company’s
separate account reserves and (2) what
interest rate is used to calculate required
interest under section 812(b)(2)(A) of the
Code on life insurance reserves in situa-
tions where the amount of those reserves
is the tax reserve determined under section
807(d)(2).
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Rev. Rul. 2007-54
ISSUE(S)

1. What is the amount of the life insur-
ance reserves taken into account under sec-
tion 807 of the Internal Revenue Code for
a variable contract where some or all of the
reserves are accounted for as part of a life
insurance company’s separate account re-
serves?

2. If the amount of the life insurance re-
serves for a variable contract is the tax re-
serve determined under section 807(d)(2),
what interest rate is used to calculate re-
quired interest on those reserves?

FACTS

Situation 1. IC is a life insurance com-
pany as defined in section 816(a) and is the
issuer of Contract A. Contract A provides
for the payment of variable annuity bene-
fits computed on the basis of a recognized
mortality table and the investment experi-
ence of /C’s segregated asset account (sep-
arate account). /C bears the mortality risks
with regard to the contingencies involved
in the variable annuity benefits. Contract
A neither provides any “supplemental ben-
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efits” (as defined in section 807(e)(3)(D))
nor involves any “qualified substandard
risks” (as defined in section 807(e)(5)(B)).

Contract A is a “variable contract” as
defined in section 817(d) and an “annuity
contract” under section 817(g). IC’s re-
serves for Contract A are “life insurance
reserves” as defined in section 816(b).

For taxable years 2006 and 2007, the
amounts of end-of-year tax reserves de-
termined under section 807(d)(2) for Con-
tract A are $8,000 and $10,000, respec-
tively. The applicable Federal interest rate
for Contract A is 4.82 percent, and the ap-
plicable Federal interest rate exceeds the
prevailing State assumed rate for the Con-
tract.

The 2006 and 2007 end-of-year net
surrender values determined under section
807(e)(1) for Contract A are $7,840 and
$9.,830, respectively. The amounts taken
into account by /C with regard to Con-
tract A in determining its 2006 and 2007
end-of-year statutory reserves within the
meaning of section 807(d)(6) are $8,050
and $10,045, respectively. None of IC’s
statutory reserves is attributable to any
deferred or uncollected premium.
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Situation 2. The facts are the same as
Situation 1, except that Contract A pro-
vides a minimum guaranteed death bene-
fit in addition to variable annuity benefits.
IC bears the mortality risks and investment
risks with regard to the contingencies in-
volved in the provision of the death bene-
fit.

For taxable years 2006 and 2007, the
end-of-year tax reserves determined un-
der section 807(d)(2) for Contract A are
$8,155 and $10,165, respectively. The
2006 and 2007 end-of-year net surrender
values determined under section 807(e)(1)
for Contract A are $8,000 and $10,000, re-
spectively. The amount taken into account
by IC with regard to Contract A in de-
termining its 2006 and 2007 end-of-year
statutory reserves within the meaning of
section 807(d)(6) are $8,210 and $10,215,
respectively.

If Contract A had not provided the min-
imum guaranteed death benefit, the 2006
and 2007 end-of-year tax reserves deter-
mined under section 807(d)(2) would have
been $8,000 and $10,000, respectively.

LAW AND ANALYSIS

Issue 1. Section 803(a) provides that
life insurance company gross income is
the sum of (i) premiums, (ii) net decreases
in certain reserves under section 807(a),
and (iii) other amounts generally included
by a taxpayer in gross income. Section
805(a)(2) authorizes a deduction for the
net increase in certain reserves under sec-
tion 807(b). In calculating the change in
reserves for a variable contract, the in-
crease or decrease in the reserves due to
appreciation and depreciation of separate
account assets is removed. See section
817(a).

Section 807(c) sets forth the items taken
into account in determining the net de-
crease or net increase in reserves under
section 807(a) and (b). Among the items
taken into account are “life insurance re-
serves” (as defined in section 816(b)).

For purposes of determining a life
insurance company’s income or deduc-
tion from a change in reserves, section
807(d)(1) provides that the amount of the
life insurance reserves for any contract is
the greater of— (i) the contract’s net sur-
render value, or (ii) the contract’s tax re-
serve determined under section 807(d)(2).
However, the life insurance reserves for a
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contract cannot exceed the “statutory re-
serves” (as defined in section 807(d)(6)).

Section 807(d)(2) provides that the
amount of the tax reserve for any contract
is determined using— (i) the tax reserve
method applicable to the contract, (ii) the
greater of the applicable Federal inter-
est rate or the prevailing State assumed
interest rate, and (iii) the prevailing com-
missioners’ standard tables for mortality
and morbidity adjusted as appropriate to
reflect the risks (such as substandard risks)
incurred under the contract which are not
otherwise taken into account. The tax re-
serves determined under section 807(d)(2)
reflect all of the benefits (including the
net surrender value) payable under the
contract.

Section 807(e)(1) provides generally
that the net surrender value of “any con-
tract” is determined with regard to any
penalty or charge which would be im-
posed on surrender, but without regard to
any market value adjustment on surrender.
The net surrender value represents the
current contractual cash benefit payable
under a contract.

Except as otherwise provided in special
rules under section 807(e)(3) and (5) (re-
lating to qualified supplemental benefits
and qualified substandard risks), the com-
parison of the tax reserve and the net sur-
render value is made on an aggregate ben-
efit basis. See H. Rep. No. 432, Pt. 2, 98"
Cong., 2d Sess. 1414 (1984); S. Prt. 169,
Vol. 1, 98 Cong. 2d Sess. 540 (1984).

Section 807 makes no distinction be-
tween a fixed (non-variable) contract and a
variable contract. For both fixed and vari-
able contracts, a life insurance company
determines its income or deduction from a
change in reserves using the amounts of its
life insurance reserves determined under
section 807. See also section 817(a) (re-
ferring to “the sum of the items described
in section 807(c)”).

Section 817(c) requires a life insurance
company to account separately for the
income, exclusion, deduction, asset, re-
serve, and other liability items attributable
to variable contracts. If a variable contract
contains a guarantee (for example, a mini-
mum death benefit), section 817(d) (flush
language) requires an insurance company
to account for the excess of obligations
under the guarantee over the obligations
under the contract without regard to the
guarantee as part of the company’s general
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account, and not as part of the company’s
separate account.

In both Situation 1 and Situation 2, the
end-of-year tax reserves determined under
section 807(d)(2) for Contract A— (i) ex-
ceed the end-of-year net surrender value of
the Contract, but (ii) are less than the end-
of-year statutory reserves for the Contract.
Accordingly, under section 807(d)(1), the
amount of the end-of-year life insurance
reserves taken into account under section
807 for Contract A in both Situations is
the amount of the end-of-year tax reserves
determined under section 807(d)(2). In
Situation 1, the amounts of the 2006 and
2007 end-of-year life insurance reserves
for Contract A are $8,000 and $10,000, re-
spectively. In Situation 2, the amounts of
the 2006 and 2007 end-of-year life insur-
ance reserves for Contract A are $8,155
and $10,165, respectively.

In Situation 2, IC is required under sec-
tion 817(d) to account for the excess of
its obligations under Contract A with the
minimum death benefit over its obligations
under the Contract without the death ben-
efit as part of the company’s general ac-
count reserves. Pursuant to section 817(c),
IC accounts for its remaining obligations
under the Contract A as part of the com-
pany’s separate account reserves. Accord-
ingly, for end-of-year 2006, IC accounts
for the $155 excess of its obligations un-
der Contract A with the minimum death
benefit ($8,155) over its obligations un-
der the Contract without the death benefit
($8,000) as part of the company’s general
account reserves. IC accounts for the re-
maining $8,000 as part of its separate ac-
count reserves. For end-of-year 2007, IC
accounts for the $165 excess of its obliga-
tions under Contract A with the minimum
death benefit ($10,165) over its obligations
under Contract A without the death bene-
fit ($10,000) as part of the company’s gen-
eral account reserves. IC accounts for the
remaining $10,000 as part of its separate
account reserves.

The allocation of obligations between
general account reserves and separate ac-
count reserves has no effect on the deter-
mination of the amount of IC’s life insur-
ance reserves for Contract A under section
807(d).

Issue 2. To prevent a life insurance
company from realizing a double benefit
for tax-preferred investment income (tax-
exempt interest and dividends qualifying
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for the dividends received deduction) used
to fund the company’s obligations to poli-
cyholders, sections 807 and 805 require the
company to adjust certain income and de-
duction items for the policyholders’ share
of such tax preferred income. See section
807(a) and (b), section 805(a)(4).

Section 812 provides the mechanism
to calculate the life insurance company’s
and policyholders’ respective shares of
net investment income. Under section
812(b)(1), a life insurance company’s
share of net investment income is the ex-
cess (if any) of “net investment income”
(determined under section 812(c)) for the
taxable year over the sum of (i) “pol-
icy interest” (determined under section
812(b)(2)) for the taxable year, and (ii)
the “gross investment income’s propor-
tionate share of policyholder dividends”
(determined under section 812(b)(3)) for
the taxable year.

Policy interest includes “required inter-
est” on reserves. Section 812(b)(2)(A).
Required interest on a contract’s reserves
is calculated using the mean of the con-
tract’s beginning-of-year and end-of-year
reserves and the interest rate used in de-
termining the contract’s reserves. For ex-
ample, if the life insurance reserves for a
contract are determined using the greater
of the applicable Federal interest rate or the
prevailing State assumed interest rate for
the contract, then required interest on those
reserves is calculated by multiplying (i) the
mean of the reserves by (ii) the interest
rate used in calculating the reserves (i.e.,
the greater of the applicable Federal in-
terest rate or the prevailing State assumed
interest rate for the contract). If neither
the prevailing State assumed interest rate
nor the applicable Federal interest rate is
used in determining a contract’s life in-
surance reserves, then required interest is
calculated using another appropriate rate.
Section 812(b)(2); Rev. Rul. 2003-120,
2003-2 C.B. 1154.

In both Situation 1 and Situation 2, the
amount of the life insurance reserves taken
into account under section 807 for Con-
tract A is the amount of tax reserve de-
termined under section 807(d)(2), which
is determined using the applicable Federal
interest rate for the Contract. As the appli-
cable Federal interest rate is used to deter-
mine the amount of the life insurance re-
serves for Contract A, the required interest
on the Contract’s life insurance reserves

2007-38 I.R.B.

is calculated by multiplying the mean of
those reserves by the applicable Federal
interest rate for the Contract. Rev. Rul.
2003-120.

In Situation 1, the mean of the 2007
beginning-of-year and end-of-year life in-
surance reserves for Contract A is $9,000
([$8,000 + $10,000] + 2 = $9,000) and the
applicable Federal interest rate for Con-
tract A is 4.82 percent. For taxable year
2007, the required interest on Contract A’s
life insurance reserves is $433.80 ($9,000
x 4.82% = $433.80).

In Situation 2, the mean of the 2007
beginning-of-year and end-of-year life in-
surance reserves for Contract A is $9,160
([$8,155 + $10,165] = 2 = $9,160). The
applicable Federal interest rate for Con-
tract A is 4.82 percent. For taxable year
2007, the required interest on Contract A’s
life insurance reserves is $441.51 ($9,160
x 4.82% = $441.51). Consistent with the
allocation of Contract A’s life insurance
reserves between IC’s general account
reserves and separate account reserves,
$7.71 of the required interest ($441.51
x $160 / $9,160 = $7.71) is taken into
account under section 812 as required in-
terest on IC’s general account reserves.
The remaining $433.80 ($441.51 x $9,000
/$9,160 = $433.80) of the required interest
is taken into account under section 812 as
required interest on I/C’s separate account
reserves.

HOLDING(S)

1. Under section 807(d)(1), the
amounts of the end-of-year life insurance
reserves for Contract A in both Situa-
tion 1 and Situation 2 are the amounts
of the tax reserve determined under sec-
tion 807(d)(2). Thus, in Situation 1, the
amounts of the 2006 and 2007 end-of-year
life insurance reserves for Contract A are
$8,000 and $10,000, respectively. In Sit-
uation 2, the amounts of the 2006 and
2007 end-of-year life insurance reserves
for Contract A are $8,155 and $10,165,
respectively.

2. In both Situation 1 and Situation 2,
the required interest on Contract A’s life
insurance reserves is calculated by multi-
plying the mean of the Contract’s begin-
ning-of-year and end-of-year reserves by
the applicable Federal interest rate for the
Contract. In Situation 1, the 2007 required
interest on Contract A’s life insurance re-
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serves is $433.80. In Situation 2, the 2007
required interest on Contract A’s life insur-
ance reserves is $441.51. Of this amount,
$7.71 is required interest on /C’s general
account reserves for Contract A, and the
remaining $433.80 is required interest on
IC’s separate account reserves for Contract
A.

DRAFTING INFORMATION

The principal author of this revenue rul-
ing is Stephen D. Hooe of the Office of
Associate Chief Counsel (Financial Insti-
tutions & Products). For further informa-
tion regarding this revenue ruling, contact
Stephen D. Hooe at (202) 622-3900 (not a
toll-free call).

Section 812.—Definition
of Company’s Share and
Policyholders’ Share

A revenue ruling that provides guidance regard-
ing (1) the amount of life insurance reserves taken
into account for a variable contract where some or all
of the reserves are accounted for as part of a life in-
surance company’s separate account reserves and (2)
what interest rate is used to calculate required interest
under section 812(b)(2)(A) on life insurance reserves
in situations where the amount of those reserves is the
tax reserve determined under section 807(d)(2). See
Rev. Rul. 2007-54, page 604.

Section 893.—Compen-
sation of Employees of
Foreign Governments or
International Organizations

26 CFR 1.893—1: Compensation of employees of for-
eign governments or international organizations.

Revenue rulings obsolete. This rul-
ing obsoletes Rev. Rul. 75-425, 1975-2
C.B. 291, which provides guidance related
to the effect of signing a waiver (USCIS
Form I-508) under section 247(b) of the
Immigration and Nationality Act (8§ U.S.C.
section 1257(b)) by alien individuals em-
ployed in the United States by a foreign
government or international organization.
Rev. Rul. 75-425 obsoleted.

Rev. Rul. 2007-60

The Internal Revenue Service is con-
tinuing its program of reviewing guidance
(including revenue rulings, revenue pro-
cedures, and notices) published in the In-
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ternal Revenue Bulletin to identify those
rulings that are obsolete because (1) the
applicable statutory provisions or regula-
tions have been changed or repealed; (2)
the ruling position is specifically covered
by statute, regulations, or subsequent pub-
lished position; or (3) the facts on which
the ruling position is based no longer exist
or are not sufficiently described to permit
clear application of the current statute and
regulations.

Rev. Rul. 75-425, 1975-2 C.B. 291,
concerns the effect of an alien individual
employed by a foreign government or
international organization in the United
States signing a waiver (United States
Citizenship and Immigration Services
(USCIS) Form I-508) wunder section
247(b) of the Immigration and Nation-
ality Act (8 U.S.C. § 1257(b)). Generally,
an alien individual employed by a foreign
government or international organization
who files the waiver provided by section
247(b) of the Immigration and Nationality
Act is, from the date of filing the waiver,
no longer entitled to exemption from in-
come tax under section 893 of the Internal
Revenue Code with respect to his or her
compensation received from such foreign
government or international organiza-
tion. See Treas. Reg. § 1.893-1(a)(5)
and (b)(4). However, the filing of the
waiver will have no effect on any income
tax exemption derived by an alien indi-
vidual from the provisions of an income
tax treaty, consular agreement, or other
international agreement to the extent the
application of the exemption is not de-
pendent upon the internal revenue laws
of the United States. See Treas. Reg.
§ 1.893-1(c)(2).

Rev. Rul. 75-425 sets forth the appli-
cation of the above rules with respect to
a list of foreign countries with which the
United States had an income tax treaty or
consular agreement and a list of interna-
tional organizations with respect to which
the United States was a signatory to the in-
ternational agreement creating the interna-
tional organization(s) at the time of pub-
lication of the revenue ruling. Because
many of those income tax treaties, consular
agreements, and international agreements
have been modified, superseded, or are
no longer in force, and because the facts
on which the ruling position was based
no longer exist or are not sufficiently de-
scribed to permit clear application of the

September 17, 2007

currently applicable legal provisions and
agreements, the Internal Revenue Service
has concluded that Rev. Rul. 75425 is no
longer determinative with respect to for-
eign government and international organ-
ization employees of any foreign country.
Accordingly, Rev. Rul. 75-425 is hereby
declared obsolete.

Alien individuals employed by a for-
eign government or international organi-
zation in the United States, who file the
waiver provided by section 247(b) of the
Immigration and Nationality Act (USCIS
Form I-508), will be entitled to any tax
exemption conferred under the provisions
of an applicable income tax treaty, con-
sular agreement, or international agree-
ment, that is still in force, to the extent
the application of the exemption is not
dependent upon the internal revenue laws
of the United States. For guidance with
respect to a specific foreign country or
international organization, send an e-mail
to embassy@irs.gov.

DRAFTING INFORMATION

Various personnel from the Office of
Associate Chief Counsel (International)
participated in the drafting of this rev-
enue ruling. For further information
regarding this revenue ruling, contact
Richard A. Ward at (202) 874-1621 (not a
toll-free call) or e-mail embassy @irs.gov.

Section 6011.—General
Requirement of Return,
Statement, or List

26 CFR 1.6011-4: Requirement of statement disclos-
ing participation in certain transactions by taxpay-
ers.

T.D. 9350

DEPARTMENT OF

THE TREASURY

Internal Revenue Service
26 CFR Parts 1, 20, 25, 31,
53, 54, and 56

AJCA Modifications to the
Section 6011 Regulations

AGENCY: Internal
(IRS), Treasury.

Revenue Service

ACTION: Final regulations.
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SUMMARY: This document contains final
regulations under section 6011 of the Inter-
nal Revenue Code that modify the rules re-
lating to the disclosure of reportable trans-
actions under section 6011. These regula-
tions affect taxpayers participating in re-
portable transactions under section 6011,
material advisors responsible for disclos-
ing reportable transactions under section
6111, and material advisors responsible for
keeping lists under section 6112.

DATES: Effective Date: These regulations
are effective August 3, 2007.

FOR FURTHER INFORMATION
CONTACT: Charles D. Wien,
Michael H. Beker, or Tolsun N. Waddle,
202-622-3070 (not a toll-free number).

SUPPLEMENTARY INFORMATION:
Background

This document contains final regula-
tions that amend 26 CFR part 1 by modify-
ing and clarifying the rules relating to the
disclosure of reportable transactions under
section 6011. This document also contains
final regulations that amend 26 CFR parts
20, 25, 31, 53, 54, and 56 by modifying
the rules for purposes of estate, gift, em-
ployment, and pension and exempt organi-
zations excise taxes that require the disclo-
sure of listed transactions by certain tax-
payers on their Federal tax returns under
section 6011.

The American Jobs Creation Act of
2004, Public Law 108-357, (118 Stat.
1418), (AJCA) was enacted on October
22, 2004. The AJCA revised sections
6111 and 6112, thereby necessitating
changes to the rules under section 6011.
On November 1, 2006, the IRS and Trea-
sury Department issued a notice of pro-
posed rulemaking and temporary and final
regulations under sections 6011, 6111, and
6112 (REG-103038-05, 2006—49 1.R.B.
1049, REG-103039-05, 2006—49 1.R.B.
1057, REG-103043-05, 2006-49 1.R.B.
1063, T.D. 9295, 2006-49 1.R.B. 1030)
(the November 2006 regulations). The
November 2006 regulations were pub-
lished in the Federal Register (71 FR
64488, 71 FR 64496, 71 FR 64501, 71 FR
64458) on November 2, 2006.

The IRS and Treasury Department re-
ceived written public comments respond-
ing to the proposed regulations and held
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a public hearing regarding the proposed
rules on March 20, 2007. After consid-
eration of the comments received and the
comments made at the hearing, the pro-
posed regulations are adopted as revised
by this Treasury decision. These final reg-
ulations generally retain the provisions of
the proposed regulations but include some
modifications based on the recommenda-
tions made in the public comments.

Summary of Comments and
Explanation of Provisions

Nine written comments were received
in response to the NPRM. All comments
were considered and are available for pub-
lic inspection upon request.

Transactions of Interest

The proposed regulations identified
transactions of interest as a new reportable
transaction category. As stated in the
preamble to the proposed regulations, a
transaction of interest is a transaction that
the IRS and Treasury Department believe
has a potential for tax avoidance or eva-
sion, but for which the IRS and Treasury
Department lack enough information to
determine whether the transaction should
be identified specifically as a tax avoid-
ance transaction. These final regulations
adopt the language in the proposed regu-
lations regarding transactions of interest
without modification. This language pro-
vides that a transaction of interest is a
transaction that is the same as or sub-
stantially similar to one of the types of
transactions that the IRS has identified by
notice, regulation, or other form of pub-
lished guidance as a transaction of interest.
These final regulations also retain the lan-
guage in the proposed regulations that
provide that a taxpayer’s participation in a
transaction of interest will be determined
in the published guidance which identifies
the transaction of interest.

Several commentators requested more
specificity and guidance on the definition
of what constitutes a transaction of inter-
est. Specifically, the commentators rec-
ommended that the term “participation,”
for purposes of determining whether a tax-
payer participated in a transaction of in-
terest, be defined in the regulations rather
than in the published guidance identify-
ing the transaction of interest. The com-
mentators also requested that the published
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guidance describing a transaction of inter-
est be crafted in a clear and specific man-
ner, thereby enabling taxpayers to deter-
mine whether they participated in a trans-
action of interest. One commentator also
recommended providing a list of factors in
the regulations that the IRS would consider
when identifying a transaction of interest.
Further, several commentators requested
that the IRS and Treasury Department pro-
vide notice to taxpayers that the IRS and
Treasury Department are considering des-
ignating a particular transaction as a trans-
action of interest and requesting comments
prior to publishing guidance identifying a
transaction as a transaction of interest.

The IRS and Treasury Department be-
lieve that providing a specific definition
for the transactions of interest category
in the regulations would unduly limit the
IRS and Treasury Department’s ability to
identify transactions that have the poten-
tial for tax avoidance or evasion. In or-
der to maintain flexibility in identifying a
transaction of interest, the description of
a transaction of interest will be provided
in the published guidance that identifies
the transaction of interest. The published
guidance identifying a transaction of in-
terest will provide taxpayers with the in-
formation necessary to determine whether
a particular transaction is the same as or
substantially similar to the transaction de-
scribed in the published guidance and to
determine who participated in the transac-
tion.

The IRS and Treasury Department do
not believe that the regulations should be
amended to include language requiring the
IRS and Treasury Department to provide
advance notice for transactions of interest
as suggested by the commentators. How-
ever, the IRS and Treasury Department
may choose to publish advance notice
and request comments in certain circum-
stances. The determination of whether to
provide advance notice and a request for
comments will be made on a transaction
by transaction basis.

The proposed regulations also pro-
vide that upon publication of the final
regulations, the transactions of interest
category of reportable transaction will ap-
ply to transactions entered into on or after
November 2, 2006. These final regula-
tions adopt the effective date stated in the
proposed regulations.
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The preamble to the proposed regula-
tions provides that when the IRS and Trea-
sury Department have gathered enough in-
formation to make an informed decision as
to whether a particular transaction of inter-
est is a tax avoidance type of transaction,
the IRS and Treasury Department may take
one or more actions, including removing
the transaction from the transaction of in-
terest category in published guidance, des-
ignating the transaction as a listed trans-
action, or providing a new category of re-
portable transaction. Several commenta-
tors recommended that the period during
which a transaction may be considered a
transaction of interest be limited to twenty-
four months, unless the IRS and Treasury
Department affirmatively act to extend the
designation for an additional twenty-four
months with no limit on the number of
permissible extensions. One commentator
suggested that the length of the period be
limited to twenty-four months, with no ex-
tensions.

The IRS and Treasury Department be-
lieve that limiting the length of time a
transaction may be designated a transac-
tion of interest would be contrary to the
purpose of the transactions of interest cat-
egory of reportable transaction and would
hinder the ability of the IRS and Treasury
Department to efficiently and effectively
gather the necessary information to deter-
mine whether a particular transaction is a
tax avoidance type of transaction. Accord-
ingly, these final regulations do not adopt
these suggestions.

Disclosure of Reportable Transactions by
Owners of a Pass-through Entity

1. Timing of disclosures

The proposed regulations provide that
if a taxpayer who is a partner in a partner-
ship, a shareholder in an S corporation, or
a beneficiary of a trust receives a timely
Schedule K-1 less than 10 calendar days
before the due date of the taxpayer’s re-
turn (including extensions) and, based on
receipt of the timely Schedule K-1, the
taxpayer determines that the taxpayer par-
ticipated in a reportable transaction, the
disclosure statement will not be considered
late if the taxpayer discloses the reportable
transaction by filing a disclosure statement
with the Office of Tax Shelter Analysis
(OTSA) within 45 calendar days after the
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due date of the taxpayer’s return (includ-
ing extensions). Several commentators
requested that the proposed regulations
not limit relief to taxpayers who receive a
timely Schedule K—1 before the due date
of their return. Others believed the 45 day
disclosure period was too short. One com-
mentator recommended that the provision
apply to late disclosures that were inad-
vertent or non-abusive. One commentator
recommended that the 10 day period be
extended to 30 days and the 45 day disclo-
sure period be extended to 90 days. With
respect to the date the disclosure period
begins, two commentators commented
that the disclosure period should begin on
the date the taxpayer receives the timely
Schedule K-1.

The IRS and Treasury Department
agree that the 45 day disclosure period
should be extended. These final regula-
tions extend the disclosure period to 60
calendar days. The IRS and Treasury
Department believe that this additional
period will provide taxpayers with ample
time to review the entity’s return and com-
ply with any administrative and regulatory
requirements before filing their disclosure
statement. It should be noted that if a
taxpayer receives a timely Schedule K-1
after the due date of the taxpayer’s return
(including extensions), the taxpayer will
have received the timely Schedule K-1
less than 10 calendar days before the due
date of the return and will have 60 calendar
days after the due date of the taxpayer’s
return (including extensions) to file the
disclosure statement.

II. Pass-through owners

Several commentators have suggested
that the disclosure obligations of owners
of a pass-through entity that participates
in a reportable transaction be amended to
provide that only certain owners of the
pass-through entity are required to dis-
close their participation in the reportable
transaction. One commentator suggested
that an owner of a pass-through entity
should be removed from this disclo-
sure obligation when (1) the owner did
not know and should not have known
that the pass-through entity engaged in
the reportable transaction; and (2) the
pass-through entity failed to disclose
timely its participation in the reportable
transaction on its return to OTSA. The
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commentator also recommends that if the
owner knew or reasonably should have
known of the pass-through entity’s partic-
ipation in the reportable transaction, the
owner should be required to file a disclo-
sure statement even if the pass-through
entity did not disclose the transaction to
the owner. A different commentator sug-
gested that an owner of a pass-through en-
tity not be required to disclose the owner’s
participation in a reportable transaction,
even if the owner knew or should have
known of the pass-through entity’s partic-
ipation in the reportable transaction.

Several commentators also suggested
adopting a de minimis ownership rule ex-
empting taxpayers owning less than a cer-
tain percentage of the pass-through entity
from the disclosure requirements. One
commentator suggested exempting owners
of 5 percent or less of the outstanding in-
terests in the pass-through entity that par-
ticipates in a reportable transaction.

The IRS and Treasury Department are
aware that certain partners, shareholders,
and beneficiaries may file income tax re-
turns that reflect the tax consequences, tax
benefits, or tax strategy of a reportable
transaction even though the taxpayer is un-
aware that the pass-through entity engaged
in the reportable transaction. The IRS and
Treasury Department recognize the con-
cerns of the commentators. In light of the
potential monetary penalties for failing to
disclose participation in a reportable trans-
action and in order to maintain flexibil-
ity in determining who should be subject
to the disclosure requirements for a par-
ticular transaction, these final regulations
amend the proposed regulations to add lan-
guage providing flexibility to the IRS and
Treasury Department to issue other pro-
visions for disclosure under §1.6011-4 in
published guidance.

Time Period for Disclosing Participation
in a Listed Transaction and Transaction
of Interest

Under the proposed regulations if a
transaction becomes a listed transaction
or a transaction of interest after the filing
of a taxpayer’s tax return (including an
amended return) reflecting the taxpayer’s
participation in the listed transaction or
transaction of interest and before the end
of the period of limitations for assessment
of tax for any taxable year in which the
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taxpayer participated in the listed trans-
action or transaction of interest, then a
disclosure statement must be filed, regard-
less of whether the taxpayer participated
in the listed transaction or transaction of
interest in the year the transaction became
a listed transaction or a transaction of in-
terest, with OTSA within 60 calendar days
after the date on which the transaction
became a listed transaction or a transac-
tion of interest. The proposed regulations
also provide that the Commissioner may
determine the time for disclosure of listed
transactions and transactions of interest
in the published guidance identifying the
transaction.

Many commentators suggested that the
current rule, which requires the disclosure
of subsequently identified listed transac-
tions on the taxpayer’s next filed tax return
be retained in light of the potential mone-
tary penalties and potential administrative
burden due to the shortened disclosure pe-
riod. One commentator recommended that
the taxpayer be required to file the dis-
closure statement by the later of the tax-
payer’s next filed tax return or within 60
calendar days after the date on which the
transaction becomes a listed transaction or
transaction of interest.

A critical factor in the ability to ana-
lyze a particular transaction is the ability to
have the necessary information available
in a timely manner. Thus, requiring tax-
payers to file a disclosure statement with
OTSA in a timely manner is essential. Be-
cause the IRS and Treasury Department
recognize that compliance within 60 calen-
dar days may be burdensome in certain cir-
cumstances, the proposed regulations are
amended to provide that taxpayers have
90 calendar days to disclose their partic-
ipation in a subsequently identified listed
transaction or transaction of interest.

Brief Asset Holding Period Reportable
Transaction Category

Due to changes in section 901 and
based on comments received, the IRS and
Treasury Department have determined that
the brief asset holding period reportable
transaction category is no longer neces-
sary. These final regulations therefore
remove this category as a reportable trans-
action category.
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Form 8271

Before the enactment of the AJCA, sec-
tion 6111 provided that tax shelter organiz-
ers were required to provide investors in
tax shelters the registration number for the
tax shelter. Section 301.6111-1T, Q&A
55, requires investors to report the reg-
istration number of the tax shelter to the
IRS on Form 8271, “Investor Reporting
of Tax Shelter Registration Number”, and
attach the Form 8271 to any return on
which any deduction, loss, credit, or other
tax benefit attributable to the tax shelter
is claimed. Because only a few investors
must still file Form 8271 for pre-AJCA
section 6111 tax shelters and because the
IRS already is aware of these transactions,
the IRS and Treasury Department have de-
cided that investors are no longer required
to file Forms 8271 otherwise due on or af-
ter August 3, 2007. The Form 8271 will be
obsoleted. Taxpayers required to file Form
8886, “Reportable Transaction Disclosure
Statement”, pursuant to §1.6011-4(d), and
Form 8271 with respect to the same trans-
action only need to report the registration
number on Form 8886.

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 these regulations do not impose a
collection of information on small entities,
the provisions of the Regulatory Flexibil-
ity Act (5 U.S.C. chapter 35) do not ap-
ply. The disclosure statement referenced in
these regulations has been made available
for public comment and any update to the
disclosure statement will be made avail-
able for public comment in accordance
with the Paperwork Reduction Act of 1995
(44 U.S.C. chapter 35). Pursuant to sec-
tion 7805(f) of the Internal Revenue Code,
the notice of proposed rulemaking preced-
ing these regulations was submitted to the
Chief Counsel for Advocacy of the Small
Business Administration for comment on
its impact on small business.
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Drafting Information

The principal authors of these
regulations are Charles D. Wien,
Michael H. Beker, and Tolsun N. Waddle,
Office of the Associate Chief Counsel
(Passthroughs and Special Industries).
However, other personnel from the IRS
and Treasury Department participated in
their development.
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Adoption of Amendments to the
Regulations

Accordingly, 26 CFR parts 1, 20, 25,
31, 53, 54, and 56 are amended as follows:

PART 1—INCOME TAXES

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

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

Par. 2. Section 1.6011-4 is revised to
read as follows:

§1.6011—4 Requirement of statement
disclosing participation in certain
transactions by taxpayers.

(a) In general. Every taxpayer that
has participated, as described in paragraph
(c)(3) of this section, in a reportable trans-
action within the meaning of paragraph (b)
of this section and who is required to file
a tax return must file within the time pre-
scribed in paragraph (e) of this section a
disclosure statement in the form prescribed
by paragraph (d) of this section. The fact
that a transaction is a reportable transac-
tion shall not affect the legal determination
of whether the taxpayer’s treatment of the
transaction is proper.

(b) Reportable transactions—(1) In
general. A reportable transaction is a
transaction described in any of the para-
graphs (b)(2) through (7) of this section.
The term transaction includes all of the
factual elements relevant to the expected
tax treatment of any investment, entity,
plan, or arrangement, and includes any
series of steps carried out as part of a plan.

(2) Listed transactions. A listed trans-
action is a transaction that is the same
as or substantially similar to one of the
types of transactions that the Internal Rev-
enue Service (IRS) has determined to be
a tax avoidance transaction and identified
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by notice, regulation, or other form of pub-
lished guidance as a listed transaction.

(3) Confidential transactions—(i) In
general. A confidential transaction is a
transaction that is offered to a taxpayer
under conditions of confidentiality and for
which the taxpayer has paid an advisor a
minimum fee.

(i) Conditions of confidentiality. A
transaction is considered to be offered to
a taxpayer under conditions of confiden-
tiality if the advisor who is paid the min-
imum fee places a limitation on disclosure
by the taxpayer of the tax treatment or tax
structure of the transaction and the limi-
tation on disclosure protects the confiden-
tiality of that advisor’s tax strategies. A
transaction is treated as confidential even
if the conditions of confidentiality are not
legally binding on the taxpayer. A claim
that a transaction is proprietary or exclu-
sive is not treated as a limitation on dis-
closure if the advisor confirms to the tax-
payer that there is no limitation on disclo-
sure of the tax treatment or tax structure of
the transaction.

(iii) Minimum fee. For purposes of this
paragraph (b)(3), the minimum fee is—

(A) $250,000 for a transaction if the
taxpayer is a corporation;

(B) $50,000 for all other transactions
unless the taxpayer is a partnership or trust,
all of the owners or beneficiaries of which
are corporations (looking through any
partners or beneficiaries that are them-
selves partnerships or trusts), in which
case the minimum fee is $250,000.

(iv) Determination of minimum fee. For
purposes of this paragraph (b)(3), in de-
termining the minimum fee, all fees for
a tax strategy or for services for advice
(whether or not tax advice) or for the im-
plementation of a transaction are taken into
account. Fees include consideration in
whatever form paid, whether in cash or in
kind, for services to analyze the transaction
(whether or not related to the tax conse-
quences of the transaction), for services to
implement the transaction, for services to
document the transaction, and for services
to prepare tax returns to the extent return
preparation fees are unreasonable in light
of the facts and circumstances. For pur-
poses of this paragraph (b)(3), a taxpayer
also is treated as paying fees to an advisor
if the taxpayer knows or should know that
the amount it pays will be paid indirectly to
the advisor, such as through a referral fee
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or fee-sharing arrangement. A fee does not
include amounts paid to a person, includ-
ing an advisor, in that person’s capacity as
a party to the transaction. For example,
a fee does not include reasonable charges
for the use of capital or the sale or use of
property. The IRS will scrutinize carefully
all of the facts and circumstances in deter-
mining whether consideration received in
connection with a confidential transaction
constitutes fees.

(V) Related parties. For purposes of
this paragraph (b)(3), persons who bear a
relationship to each other as described in
section 267(b) or 707(b) will be treated as
the same person.

(4) Transactions with contractual pro-
tection—(1) In general. A transaction with
contractual protection is a transaction for
which the taxpayer or a related party (as
described in section 267(b) or 707(b)) has
the right to a full or partial refund of fees
(as described in paragraph (b)(4)(ii) of this
section) if all or part of the intended tax
consequences from the transaction are not
sustained. A transaction with contractual
protection also is a transaction for which
fees (as described in paragraph (b)(4)(ii)
of this section) are contingent on the tax-
payer’s realization of tax benefits from
the transaction. All the facts and circum-
stances relating to the transaction will be
considered when determining whether a
fee is refundable or contingent, including
the right to reimbursements of amounts
that the parties to the transaction have not
designated as fees or any agreement to pro-
vide services without reasonable compen-
sation.

(i) Fees. Paragraph (b)(4)(i) of this sec-
tion only applies with respect to fees paid
by or on behalf of the taxpayer or a related
party to any person who makes or provides
a statement, oral or written, to the taxpayer
or related party (or for whose benefit a
statement is made or provided to the tax-
payer or related party) as to the potential
tax consequences that may result from the
transaction.

(iii) Exceptions—(A) Termination of
transaction. A transaction is not consid-
ered to have contractual protection solely
because a party to the transaction has the
right to terminate the transaction upon
the happening of an event affecting the
taxation of one or more parties to the
transaction.
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(B) Previously reported transaction. If
a person makes or provides a statement to
a taxpayer as to the potential tax conse-
quences that may result from a transaction
only after the taxpayer has entered into the
transaction and reported the consequences
of the transaction on a filed tax return,
and the person has not previously received
fees from the taxpayer relating to the trans-
action, then any refundable or contingent
fees are not taken into account in determin-
ing whether the transaction has contrac-
tual protection. This paragraph (b)(4) does
not provide any substantive rules regard-
ing when a person may charge refundable
or contingent fees with respect to a trans-
action. See Circular 230, 31 CFR Part 10,
for the regulations governing practice be-
fore the IRS.

(5) Loss transactions—(i) In general.
A loss transaction is any transaction result-
ing in the taxpayer claiming a loss under
section 165 of at least—

(A) $10 million in any single taxable
year or $20 million in any combination of
taxable years for corporations;

(B) $10 million in any single taxable
year or $20 million in any combination
of taxable years for partnerships that have
only corporations as partners (looking
through any partners that are themselves
partnerships), whether or not any losses
flow through to one or more partners; or

(C) $2 million in any single taxable year
or $4 million in any combination of taxable
years for all other partnerships, whether or
not any losses flow through to one or more
partners;

(D) $2 million in any single taxable year
or $4 million in any combination of tax-
able years for individuals, S corporations,
or trusts, whether or not any losses flow
through to one or more shareholders or
beneficiaries; or

(E) $50,000 in any single taxable year
for individuals or trusts, whether or not the
loss flows through from an S corporation
or partnership, if the loss arises with re-
spect to a section 988 transaction (as de-
fined in section 988(c)(1) relating to for-
eign currency transactions).

(i1) Cumulative losses. In determin-
ing whether a transaction results in a tax-
payer claiming a loss that meets the thresh-
old amounts over a combination of taxable
years as described in paragraph (b)(5)(i) of
this section, only losses claimed in the tax-
able year that the transaction is entered into
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and the five succeeding taxable years are
combined.

(iii) Section 165 loss—(A) For purposes
of this section, in determining the thresh-
olds in paragraph (b)(5)(i) of this section,
the amount of a section 165 loss is ad-
justed for any salvage value and for any
insurance or other compensation received.
See §1.165-1(c)(4). However, a section
165 loss does not take into account offset-
ting gains, or other income or limitations.
For example, a section 165 loss does not
take into account the limitation in section
165(d) (relating to wagering losses) or the
limitations in sections 165(f), 1211, and
1212 (relating to capital losses). The full
amount of a section 165 loss is taken into
account for the year in which the loss is
sustained, regardless of whether all or part
of the loss enters into the computation of
a net operating loss under section 172 or a
net capital loss under section 1212 that is a
carryback or carryover to another year. A
section 165 loss does not include any por-
tion of a loss, attributable to a capital loss
carryback or carryover from another year,
that is treated as a deemed capital loss un-
der section 1212.

(B) For purposes of this section, a
section 165 loss includes an amount de-
ductible pursuant to a provision that treats
a transaction as a sale or other disposition,
or otherwise results in a deduction under
section 165. A section 165 loss includes,
for example, a loss resulting from a sale or
exchange of a partnership interest under
section 741 and a loss resulting from a
section 988 transaction.

(6) Transactions of interest. A transac-
tion of interest is a transaction that is the
same as or substantially similar to one of
the types of transactions that the IRS has
identified by notice, regulation, or other
form of published guidance as a transac-
tion of interest.

(7) [Reserved].

(8) Exceptions—(i) In general. A trans-
action will not be considered a reportable
transaction, or will be excluded from any
individual category of reportable transac-
tion under paragraphs (b)(3) through (7) of
this section, if the Commissioner makes a
determination by published guidance that
the transaction is not subject to the report-
ing requirements of this section. The Com-
missioner may make a determination by
individual letter ruling under paragraph (f)
of this section that an individual letter rul-
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ing request on a specific transaction satis-
fies the reporting requirements of this sec-
tion with regard to that transaction for the
taxpayer who requests the individual letter
ruling.

(i1) Special rule for RICs. For pur-
poses of this section, a regulated invest-
ment company (RIC) as defined in section
851 or an investment vehicle that is owned
95 percent or more by one or more RICs
at all times during the course of the trans-
action is not required to disclose a transac-
tion that is described in any of paragraphs
(b)(3) through (5) and (b)(7) of this section
unless the transaction is also a listed trans-
action or a transaction of interest.

(¢) Definitions. For purposes of this
section, the following definitions apply:

(1) Taxpayer. The term taxpayer
means any person described in section
7701(a)(1), including S corporations. Ex-
cept as otherwise specifically provided
in this section, the term taxpayer also in-
cludes an affiliated group of corporations
that joins in the filing of a consolidated
return under section 1501.

(2) Corporation. When used specifi-
cally in this section, the term corporation
means an entity that is required to file a re-
turn for a taxable year on any 1120 series
form, or successor form, excluding S cor-
porations.

(3) Participation—(i) In general—(A)
Listed transactions. A taxpayer has par-
ticipated in a listed transaction if the
taxpayer’s tax return reflects tax conse-
quences or a tax strategy described in the
published guidance that lists the transac-
tion under paragraph (b)(2) of this section.
A taxpayer also has participated in a listed
transaction if the taxpayer knows or has
reason to know that the taxpayer’s tax
benefits are derived directly or indirectly
from tax consequences or a tax strategy
described in published guidance that lists a
transaction under paragraph (b)(2) of this
section. Published guidance may iden-
tify other types or classes of persons that
will be treated as participants in a listed
transaction. Published guidance also may
identify types or classes of persons that
will not be treated as participants in a
listed transaction.

(B) Confidential transactions. A tax-
payer has participated in a confidential
transaction if the taxpayer’s tax return
reflects a tax benefit from the transaction
and the taxpayer’s disclosure of the tax
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treatment or tax structure of the transac-
tion is limited in the manner described
in paragraph (b)(3) of this section. If a
partnership’s, S corporation’s or trust’s
disclosure is limited, and the partner’s,
shareholder’s, or beneficiary’s disclo-
sure is not limited, then the partnership,
S corporation, or trust, and not the partner,
shareholder, or beneficiary, has partici-
pated in the confidential transaction.

(C) Transactions with contractual pro-
tection. A taxpayer has participated in a
transaction with contractual protection if
the taxpayer’s tax return reflects a tax ben-
efit from the transaction and, as described
in paragraph (b)(4) of this section, the tax-
payer has the right to the full or partial re-
fund of fees or the fees are contingent. If a
partnership, S corporation, or trust has the
right to a full or partial refund of fees or
has a contingent fee arrangement, and the
partner, shareholder, or beneficiary does
not individually have the right to the re-
fund of fees or a contingent fee arrange-
ment, then the partnership, S corporation,
or trust, and not the partner, shareholder, or
beneficiary, has participated in the transac-
tion with contractual protection.

(D) Loss transactions. A taxpayer has
participated in a loss transaction if the
taxpayer’s tax return reflects a section
165 loss and the amount of the section
165 loss equals or exceeds the thresh-
old amount applicable to the taxpayer as
described in paragraph (b)(5)(i) of this
section. If a taxpayer is a partner in a
partnership, shareholder in an S corpora-
tion, or beneficiary of a trust and a section
165 loss as described in paragraph (b)(5)
of this section flows through the entity
to the taxpayer (disregarding netting at
the entity level), the taxpayer has partici-
pated in a loss transaction if the taxpayer’s
tax return reflects a section 165 loss and
the amount of the section 165 loss that
flows through to the taxpayer equals or
exceeds the threshold amounts applicable
to the taxpayer as described in paragraph
(b)(5)(@) of this section. For this purpose,
a tax return is deemed to reflect the full
amount of a section 165 loss described
in paragraph (b)(5) of this section alloca-
ble to the taxpayer under this paragraph
(©)(3)(G)(D), regardless of whether all or
part of the loss enters into the computation
of a net operating loss under section 172
or net capital loss under section 1212 that
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the taxpayer may carry back or carry over
to another year.

(E) Transactions of interest. A taxpayer
has participated in a transaction of interest
if the taxpayer is one of the types or classes
of persons identified as participants in the
transaction in the published guidance de-
scribing the transaction of interest.

(F) [Reserved].

(G) Shareholders of foreign corpora-
tions—(1) In general. A reporting share-
holder of a foreign corporation participates
in a transaction described in paragraphs
(b)(2) through (5) and (b)(7) of this sec-
tion if the foreign corporation would be
considered to participate in the transac-
tion under the rules of this paragraph (c)(3)
if it were a domestic corporation filing
a tax return that reflects the items from
the transaction. A reporting shareholder
of a foreign corporation participates in a
transaction described in paragraph (b)(6)
of this section only if the published guid-
ance identifying the transaction includes
the reporting shareholder among the types
or classes of persons identified as partic-
ipants. A reporting shareholder (and any
successor in interest) is considered to par-
ticipate in a transaction under this para-
graph (c)(3)(i)(G) only for its first tax-
able year with or within which ends the
first taxable year of the foreign corpora-
tion in which the foreign corporation par-
ticipates in the transaction, and for the re-
porting shareholder’s five succeeding tax-
able years.

(2) Reporting shareholder. The term
reporting shareholder means a United
States shareholder (as defined in section
951(b)) in a controlled foreign corporation
(as defined in section 957) or a 10 percent
shareholder (by vote or value) of a qual-
ified electing fund (as defined in section
1295).

(ii) Examples. The following exam-
ples illustrate the provisions of paragraph
(©)(3)(i) of this section:

Example 1. Notice 2003-55, 2003-2 C.B. 395,
which modified and superseded Notice 95-53,
1995-2 C.B. 334 (see §601.601(d)(2) of this chap-
ter), describes a lease stripping transaction in which
one party (the transferor) assigns the right to receive
future payments under a lease of tangible property
and treats the amount realized from the assignment
as its current income. The transferor later transfers
the property subject to the lease in a transaction
intended to qualify as a transferred basis transaction,
for example, a transaction described in section 351.

The transferee corporation claims the deductions
associated with the high basis property subject to the
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lease. The transferor’s and transferee corporation’s
tax returns reflect tax positions described in Notice
2003-55. Therefore, the transferor and transferee
corporation have participated in the listed transac-
tion. In the section 351 transaction, the transferor
will have received stock with low value and high ba-
sis from the transferee corporation. If the transferor
subsequently transfers the high basis/low value stock
to a taxpayer in another transaction intended to qual-
ify as a transferred basis transaction and the taxpayer
uses the stock to generate a loss, and if the taxpayer
knows or has reason to know that the tax loss claimed
was derived indirectly from the lease stripping trans-
action, then the taxpayer has participated in the listed
transaction. Accordingly, the taxpayer must disclose
the transaction and the manner of the taxpayer’s
participation in the transaction under the rules of this
section. For purposes of this example, if a bank lends
money to the transferor, transferee corporation, or
taxpayer for use in their transactions, the bank has
not participated in the listed transaction because the
bank’s tax return does not reflect tax consequences
or a tax strategy described in the listing notice (nor
does the bank’s tax return reflect a tax benefit derived
from tax consequences or a tax strategy described
in the listing notice) nor is the bank described as a
participant in the listing notice.

Example 2. XYZ is a limited liability company
treated as a partnership for tax purposes. X, Y, and
Z are members of XYZ. X is an individual, Y is an
S corporation, and Z is a partnership. XYZ enters
into a confidential transaction under paragraph (b)(3)
of this section. XYZ and X are bound by the confi-
dentiality agreement, but Y and Z are not bound by
the agreement. As a result of the transaction, XYZ,
X, Y, and Z all reflect a tax benefit on their tax re-
turns. Because XYZ’s and X’s disclosure of the tax
treatment and tax structure are limited in the manner
described in paragraph (b)(3) of this section and their
tax returns reflect a tax benefit from the transaction,
both XYZ and X have participated in the confidential
transaction. Neither Y nor Z has participated in the
confidential transaction because they are not subject
to the confidentiality agreement.

Example 3. P, a corporation, has an 80% partner-
ship interest in PS, and S, an individual, has a 20%
partnership interest in PS. P, S, and PS are calendar
year taxpayers. In 2006, PS enters into a transac-
tion and incurs a section 165 loss (that does not meet
any of the exceptions to a section 165 loss identi-
fied in published guidance) of $12 million and off-
setting gain of $3 million. On PS’ 2006 tax return,
PS includes the section 165 loss and the correspond-
ing gain. PS must disclose the transaction under this
section because PS’ section 165 loss of $12 million
is equal to or greater than $2 million. P is allocated
$9.6 million of the section 165 loss and $2.4 million
of the offsetting gain. P does not have to disclose the
transaction under this section because P’s section 165
loss of $9.6 million is not equal to or greater than $10
million. S is allocated $2.4 million of the section 165
loss and $600,000 of the offsetting gain. S must dis-
close the transaction under this section because S’s
section 165 loss of $2.4 million is equal to or greater
than $2 million.

(4) Substantially similar. The term
substantially similar includes any transac-
tion that is expected to obtain the same or
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similar types of tax consequences and that
is either factually similar or based on the
same or similar tax strategy. Receipt of an
opinion regarding the tax consequences of
the transaction is not relevant to the deter-
mination of whether the transaction is the
same as or substantially similar to another
transaction. Further, the term substan-
tially similar must be broadly construed
in favor of disclosure. For example, a
transaction may be substantially similar to
a listed transaction even though it involves
different entities or uses different Internal
Revenue Code provisions. (See for exam-
ple, Notice 2003-54, 2003-2 C.B. 363,
describing a transaction substantially sim-
ilar to the transactions in Notice 2002-50,
2002-2 C.B. 98, and Notice 2002-65,
2002-2 C.B. 690.) The following exam-
ples illustrate situations where a transac-
tion is the same as or substantially similar
to a listed transaction under paragraph
(b)(2) of this section. (Such transactions
may also be reportable transactions un-
der paragraphs (b)(3) through (7) of this
section.) See §601.601(d)(2)(ii)(b) of this
chapter. The following examples illustrate
the provisions of this paragraph (c)(4):

Example 1. Notice 200044, 2000-2 C.B. 255
(see §601.601(d)(2)(ii)(b) of this chapter), sets forth
a listed transaction involving offsetting options trans-
ferred to a partnership where the taxpayer claims ba-
sis in the partnership for the cost of the purchased op-
tions but does not adjust basis under section 752 as
a result of the partnership’s assumption of the tax-
payer’s obligation with respect to the options. Trans-
actions using short sales, futures, derivatives or any
other type of offsetting obligations to inflate basis in a
partnership interest would be the same as or substan-
tially similar to the transaction described in Notice
2000-44. Moreover, use of the inflated basis in the
partnership interest to diminish gain that would oth-
erwise be recognized on the transfer of a partnership
asset would also be the same as or substantially sim-
ilar to the transaction described in Notice 2000—44.
See §601.601(d)(2)(ii)(b).

Example 2. Notice 2001-16, 2001-1 C.B. 730
(see §601.601(d)(2)(ii)(b) of this chapter), sets forth
a listed transaction involving a seller (X) who desires
to sell stock of a corporation (T), an intermediary cor-
poration (M), and a buyer (Y) who desires to purchase
the assets (and not the stock) of T. M agrees to facil-
itate the sale to prevent the recognition of the gain
that T would otherwise report. Notice 2001-16 de-
scribes M as a member of a consolidated group that
has a loss within the group or as a party not subject to
tax. Transactions utilizing different intermediaries to
prevent the recognition of gain would be the same as
or substantially similar to the transaction described
in Notice 2001-16. An example is a transaction in
which M is a corporation that does not file a consol-
idated return but which buys T stock, liquidates T,
sells assets of T to Y, and offsets the gain on the sale
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of those assets with currently generated losses. See
§601.601(d)(2)(ii)(b).

(5) Tax. The term tax means Federal
income tax.

(6) Tax benefit. A tax benefit includes
deductions, exclusions from gross income,
nonrecognition of gain, tax credits, adjust-
ments (or the absence of adjustments) to
the basis of property, status as an entity ex-
empt from Federal income taxation, and
any other tax consequences that may re-
duce a taxpayer’s Federal income tax li-
ability by affecting the amount, timing,
character, or source of any item of income,
gain, expense, loss, or credit.

(7) Tax return. The term tax return
means a Federal income tax return and a
Federal information return.

(8) Tax treatment. The tax treatment of
a transaction is the purported or claimed
Federal income tax treatment of the trans-
action.

(9) Tax structure. The tax structure of a
transaction is any fact that may be relevant
to understanding the purported or claimed
Federal income tax treatment of the trans-
action.

(d) Form and content of disclosure
statement. A taxpayer required to file
a disclosure statement under this sec-
tion must file a completed Form 8886,
“Reportable Transaction Disclosure State-
ment” (or a successor form), in accordance
with this paragraph (d) and the instructions
to the form. The Form 8886 (or a successor
form) is the disclosure statement required
under this section. The form must be
attached to the appropriate tax return(s)
as provided in paragraph (e) of this sec-
tion. If a copy of a disclosure statement
is required to be sent to the Office of Tax
Shelter Analysis (OTSA) under paragraph
(e) of this section, it must be sent in accor-
dance with the instructions to the form. To
be considered complete, the information
provided on the form must describe the
expected tax treatment and all potential tax
benefits expected to result from the trans-
action, describe any tax result protection
(as defined in §301.6111-3(c)(12) of this
chapter) with respect to the transaction,
and identify and describe the transaction
in sufficient detail for the IRS to be able
to understand the tax structure of the re-
portable transaction and the identity of all
parties involved in the transaction. An in-
complete Form 8886 (or a successor form)
containing a statement that information
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will be provided upon request is not con-
sidered a complete disclosure statement.
If the form is not completed in accordance
with the provisions in this paragraph
(d) and the instructions to the form, the
taxpayer will not be considered to have
complied with the disclosure requirements
of this section. If a taxpayer receives one
or more reportable transaction numbers
for a reportable transaction, the taxpayer
must include the reportable transaction
number(s) on the Form 8886 (or a succes-
sor form). See §301.6111-3(d)(2) of this
chapter.

(e) Time of providing disclosure—(1)
In general. The disclosure statement for
a reportable transaction must be attached
to the taxpayer’s tax return for each tax-
able year for which a taxpayer participates
in a reportable transaction. In addition, a
disclosure statement for a reportable trans-
action must be attached to each amended
return that reflects a taxpayer’s participa-
tion in a reportable transaction. A copy
of the disclosure statement must be sent
to OTSA at the same time that any dis-
closure statement is first filed by the tax-
payer pertaining to a particular reportable
transaction. If a reportable transaction re-
sults in a loss which is carried back to a
prior year, the disclosure statement for the
reportable transaction must be attached to
the taxpayer’s application for tentative re-
fund or amended tax return for that prior
year. In the case of a taxpayer that is a
partner in a partnership, a shareholder in an
S corporation, or a beneficiary of a trust,
the disclosure statement for a reportable
transaction must be attached to the part-
nership, S corporation, or trust’s tax return
for each taxable year in which the part-
nership, S corporation, or trust participates
in the transaction under the rules of para-
graph (c)(3)(i) of this section. If a tax-
payer who is a partner in a partnership, a
shareholder in an S corporation, or a bene-
ficiary of a trust receives a timely Schedule
K-1 less than 10 calendar days before the
due date of the taxpayer’s return (includ-
ing extensions) and, based on receipt of
the timely Schedule K-1, the taxpayer de-
termines that the taxpayer participated in
a reportable transaction within the mean-
ing of paragraph (c)(3) of this section, the
disclosure statement will not be considered
late if the taxpayer discloses the reportable
transaction by filing a disclosure statement
with OTSA within 60 calendar days after
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the due date of the taxpayer’s return (in-
cluding extensions). The Commissioner in
his discretion may issue in published guid-
ance other provisions for disclosure under
§1.6011-4.

(2) Special rules—(i) Listed transac-
tions and transactions of interest. In gen-
eral, if a transaction becomes a listed trans-
action or a transaction of interest after the
filing of a taxpayer’s tax return (includ-
ing an amended return) reflecting the tax-
payer’s participation in the listed trans-
action or transaction of interest and be-
fore the end of the period of limitations
for assessment of tax for any taxable year
in which the taxpayer participated in the
listed transaction or transaction of interest,
then a disclosure statement must be filed,
regardless of whether the taxpayer partic-
ipated in the transaction in the year the
transaction became a listed transaction or a
transaction of interest, with OTSA within
90 calendar days after the date on which
the transaction became a listed transaction
or a transaction of interest. The Commis-
sioner also may determine the time for dis-
closure of listed transactions and transac-
tions of interest in the published guidance
identifying the transaction.

(i) Loss transactions. If a transac-
tion becomes a loss transaction because
the losses equal or exceed the thresh-
old amounts as described in paragraph
(b)(5)(i) of this section, a disclosure state-
ment must be filed as an attachment to the
taxpayer’s tax return for the first taxable
year in which the threshold amount is
reached and to any subsequent tax return
that reflects any amount of section 165
loss from the transaction.

(3) Multiple disclosures. The taxpayer
must disclose the transaction in the time
and manner provided for under the provi-
sions of this section regardless of whether
the taxpayer also plans to disclose the
transaction under other published guid-
ance, for example, §1.6662-3(c)(2).

(4) Example. The following example
illustrates the application of this paragraph
(e):

Example. In January of 2008, F, a calendar year
taxpayer, enters into a transaction that at the time is
not a listed transaction and is not a transaction de-
scribed in any of the paragraphs (b)(3) through (7)
of this section. All the tax benefits from the transac-
tion are reported on F’s 2008 tax return filed timely in
April 2009. On May 2, 2011, the IRS publishes a no-

tice identifying the transaction as a listed transaction
described in paragraph (b)(2) of this section. Upon
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issuance of the May 2, 2011 notice, the transaction
becomes a reportable transaction described in para-
graph (b) of this section. The period of limitations on
assessment for F’s 2008 taxable year is still open. F
is required to file Form 8886 for the transaction with
OTSA within 90 calendar days after May 2, 2011.

(f) Rulings and protective disclo-
sures—(1) Rulings. If a taxpayer requests
a ruling on the merits of a specific trans-
action on or before the date that disclosure
would otherwise be required under this
section, and receives a favorable ruling
as to the transaction, the disclosure rules
under this section will be deemed to have
been satisfied by that taxpayer with regard
to that transaction, so long as the request
fully discloses all relevant facts relating to
the transaction which would otherwise be
required to be disclosed under this section.
If a taxpayer requests a ruling as to whether
a specific transaction is a reportable trans-
action on or before the date that disclosure
would otherwise be required under this
section, the Commissioner in his discre-
tion may determine that the submission
satisfies the disclosure rules under this
section for the taxpayer requesting the
ruling for that transaction if the request
fully discloses all relevant facts relating to
the transaction which would otherwise be
required to be disclosed under this section.
The potential obligation of the taxpayer to
disclose the transaction under this section
will not be suspended during the period
that the ruling request is pending.

(2) Protective disclosures. 1f a taxpayer
is uncertain whether a transaction must be
disclosed under this section, the taxpayer
may disclose the transaction in accordance
with the requirements of this section and
comply with all the provisions of this sec-
tion, and indicate on the disclosure state-
ment that the disclosure statement is be-
ing filed on a protective basis. The IRS
will not treat disclosure statements filed
on a protective basis any differently than
other disclosure statements filed under this
section. For a protective disclosure to be
effective, the taxpayer must comply with
these disclosure regulations by providing
to the IRS all information requested by the
IRS under this section.

(g) Retention of documents. (1) In ac-
cordance with the instructions to Form
8886 (or a successor form), the taxpayer
must retain a copy of all documents and
other records related to a transaction sub-
ject to disclosure under this section that
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are material to an understanding of the
tax treatment or tax structure of the trans-
action. The documents must be retained
until the expiration of the statute of limi-
tations applicable to the final taxable year
for which disclosure of the transaction was
required under this section. (This docu-
ment retention requirement is in addition
to any document retention requirements
that section 6001 generally imposes on the
taxpayer.) The documents may include
the following:

(i) Marketing materials related to the
transaction;

(i1) Written analyses used in decision-
making related to the transaction;

(iii) Correspondence and agreements
between the taxpayer and any advisor,
lender, or other party to the reportable
transaction that relate to the transaction;

(iv) Documents discussing, referring to,
or demonstrating the purported or claimed
tax benefits arising from the reportable
transaction; and documents, if any, refer-
ring to the business purposes for the re-
portable transaction.

(2) A taxpayer is not required to retain
earlier drafts of a document if the taxpayer
retains a copy of the final document (or, if
there is no final document, the most recent
draft of the document) and the final docu-
ment (or most recent draft) contains all the
information in the earlier drafts of the doc-
ument that is material to an understanding
of the purported tax treatment or tax struc-
ture of the transaction.

(h) Effective/applicability date—(1) In
general. This section applies to transac-
tions entered into on or after August 3,
2007. However, this section applies to
transactions of interest entered into on or
after November 2, 2006. Paragraph (f)(1)
of this section applies to ruling requests re-
ceived on or after November 1, 2006. Oth-
erwise, the rules that apply with respect to
transactions entered into before August 3,
2007, are contained in §1.6011—4 in effect
prior to August 3, 2007. (See 26 CFR part
1 revised as of April 1, 2007).

(2) [Reserved].

§1.6011-4T [Removed]

Par. 3. Section 1.6011-4T is removed.
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PART 20—ESTATE TAX; ESTATES
OF DECEDENTS DYING AFTER
AUGUST 16, 1954

Par. 4. The authority citation for part
20 continues to read, in part, as follows:

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

Par. 5. Section 20.6011-4 is revised to
read as follows:

§20.6011-4 Requirement of statement
disclosing participation in certain
transactions by taxpayers.

(a) In general. If a transaction is iden-
tified as a listed transaction or a transac-
tion of interest as defined in §1.6011-4 of
this chapter by the Commissioner in pub-
lished guidance (see §601.601(d)(2)(ii)(b)
of this chapter), and the listed transaction
or transaction of interest involves an estate
tax under chapter 11 of subtitle B of the In-
ternal Revenue Code, the transaction must
be disclosed in the manner stated in such
published guidance.

(b) Effective/applicability date. This
section applies to listed transactions en-
tered into on or after January 1, 2003. This
section applies to transactions of interest
entered into on or after November 2, 2006.

PART 25—GIFT TAX; GIFTS MADE
AFTER DECEMBER 31, 1954

Par. 6. The authority citation for part
25 continues to read, in part, as follows:

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

Par. 7. Section 25.6011-4 is revised to
read as follows:

§25.6011-4 Requirement of statement
disclosing participation in certain
transactions by taxpayers.

(a) In general. If a transaction is iden-
tified as a listed transaction or a transac-
tion of interest as defined in §1.6011-4 of
this chapter by the Commissioner in pub-
lished guidance (see §601.601(d)(2)(ii)(b)
of this chapter), and the listed transaction
or transaction of interest involves a gift tax
under chapter 12 of subtitle B of the Inter-
nal Revenue Code, the transaction must be
disclosed in the manner stated in such pub-
lished guidance.

(b) Effective/applicability date. This
section applies to listed transactions en-
tered into on or after January 1, 2003. This
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section applies to transactions of interest
entered into on or after November 2, 2006.

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

Par. 8. The authority citation for part
31 continues to read, in part, as follows:

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

Par. 9. Section 31.6011-4 is revised to
read as follows:

§31.6011-4 Requirement of statement
disclosing participation in certain
transactions by taxpayers.

(a) In general. If a transaction is identi-
fied as a listed transaction or a transaction
of interest as defined in §1.6011—4 of this
chapter by the Commissioner in published
guidance (see §601.601(d)(2)(ii)(b) of this
chapter), and the listed transaction or trans-
action of interest involves an employment
tax under chapters 21 through 25 of sub-
title C of the Internal Revenue Code, the
transaction must be disclosed in the man-
ner stated in such published guidance.

(b) Effective/applicability date. This
section applies to listed transactions en-
tered into on or after January 1, 2003. This
section applies to transactions of interest
entered into on or after November 2, 2006.

PART 53—FOUNDATION AND
SIMILAR EXCISE TAXES

Par. 10. The authority citation for part
53 continues to read, in part, as follows:

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

Par. 11. Section 53.6011-4 is revised
to read as follows:

§53.6011-4 Requirement of statement
disclosing participation in certain
transactions by taxpayers.

(a) In general. If a transaction is iden-
tified as a listed transaction or a transac-
tion of interest as defined in §1.6011-4 of
this chapter by the Commissioner in pub-
lished guidance (see §601.601(d)(2)(ii)(b)
of this chapter), and the listed transaction
or transaction of interest involves an ex-
cise tax under chapter 42 of subtitle D of
the Internal Revenue Code (relating to pri-
vate foundations and certain other tax-ex-
empt organizations), the transaction must
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be disclosed in the manner stated in such
published guidance.

(b) Effective/applicability date. This
section applies to listed transactions en-
tered into on or after January 1, 2003. This
section applies to transactions of interest
entered into on or after November 2, 2006.

PART 54—PENSION EXCISE TAXES

Par. 12. The authority citation for part
54 continues to read, in part, as follows:

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

Par. 13. Section 54.6011-4 is revised
to read as follows:

§54.6011-4 Requirement of statement
disclosing participation in certain
transactions by taxpayers.

(a) In general. If a transaction is iden-
tified as a listed transaction or a transac-
tion of interest as defined in §1.6011-4 of
this chapter by the Commissioner in pub-
lished guidance (see §601.601(d)(2)(ii)(b)
of this chapter), and the listed transaction
or transaction of interest involves an excise
tax under chapter 43 of subtitle D of the In-
ternal Revenue Code (relating to qualified
pension, etc., plans) the transaction must
be disclosed in the manner stated in such
published guidance.

(b) Effective/applicability date. This
section applies to listed transactions en-
tered into on or after January 1, 2003. This
section applies to transactions of interest
entered into on or after November 2, 2006.

PART 56—PUBLIC CHARITY EXCISE
TAXES

Par. 14. The authority citation for part
56 continues to read, in part, as follows:

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

Par. 15. Section 56.6011-4 is revised
to read as follows:

§56.6011-4 Requirement of statement
disclosing participation in certain
transactions by taxpayers.

(a) In general. If a transaction is identi-
fied as a listed transaction or a transaction
of interest as defined in §1.6011—4 of this
chapter by the Commissioner in published
guidance (see §601.601(d)(2) of this chap-
ter), and the listed transaction or transac-
tion of interest involves an excise tax un-
der chapter 41 of subtitle D of the Inter-
nal Revenue Code (relating to public char-
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ities), the transaction must be disclosed in
the manner stated in such published guid-
ance.

(b) Effective/applicability date. This
section applies to listed transactions en-
tered into on or after January 1, 2003. This
section applies to transactions of interest
entered into on or after November 2, 2006.

Kevin M. Brown,
Deputy Commissioner for
Services and Enforcement.

Approved July 25, 2007.

Eric Solomon,
Assistant Secretary of

the Treasury (Tax Policy).

(Filed by the Office of the Federal Register on July 31, 2007,

11:22 a.m., and published in the issue of the Federal Register
for August 3, 2007, 72 ER. 43146)

Section 6104.—Publicity
of Information Required
From Certain Exempt
Organizations and Certain
Trusts

Proposed regulations provide rules relating to in-
formation made available by the IRS for public in-
spection under section 6104(a). See REG-116215-
07, page 659.

Section 6110.—Public
Inspection of Written
Determinations

Proposed regulations provide rules relating to ma-
terials that are made publicly available under section
6110. See REG-116215-07, page 659.
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Section 6111.—Disclosure
of Reportable Transactions

26 CFR 301.6111-3: Disclosure of reportable trans-
actions.

T.D. 9351

DEPARTMENT OF

THE TREASURY

Internal Revenue Service
26 CFR Part 301

AJCA Modifications to the
Section 6111 Regulations

AGENCY: Internal
(IRS), Treasury.

Revenue Service

ACTION: Final regulations.

SUMMARY: This document contains final
regulations under section 6111 of the Inter-
nal Revenue Code that provide the rules re-
lating to the disclosure of reportable trans-
actions by material advisors. These reg-
ulations affect material advisors responsi-
ble for disclosing reportable transactions
under section 6111 and material advisors
responsible for keeping lists under section
6112.

DATES: Effective Date: These regulations
are effective August 3, 2007.

FOR FURTHER INFORMATION
CONTACT: Charles D. Wien,
Michael H. Beker, or Tolsun N. Waddle,
202-622-3070 (not a toll-free number).

SUPPLEMENTARY INFORMATION:
Background

This document contains final regula-
tions that amend 26 CFR part 301 by pro-
viding rules relating to the disclosure of re-
portable transactions by material advisors
under section 6111.

The American Jobs Creation Act of
2004, Public Law 108-357 (118 Stat.
1418), (AJCA) was enacted on Octo-
ber 22, 2004. Section 815 of the AJCA
amended section 6111 to require each
material advisor with respect to any re-
portable transaction to make a return (in
such form as the Secretary may prescribe)
setting forth: (1) information identifying
and describing the transaction; (2) infor-
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mation describing any potential tax bene-
fits expected to result from the transaction;
and (3) such other information as the Sec-
retary may prescribe. Section 6111(a),
as amended, also provides that the return
must be filed not later than the date speci-
fied by the Secretary. Section 6111(b)(1),
as amended, provides a definition for the
term material advisor and includes as part
of that definition a requirement that the
material advisor derive certain threshold
amounts of gross income that the Secretary
may prescribe. The AJCA amendments to
section 6111 also authorize the Secretary
to prescribe regulations that provide: (1)
that only one person shall be required to
meet the requirements of section 6111(a)
in cases in which two or more persons
would otherwise be required to meet such
requirements; (2) exemptions from the
requirements of section 6111; and (3)
rules as may be necessary or appropriate
to carry out the purposes of section 6111.
Section 815 of the AJCA is effective for
transactions with respect to which material
aid, assistance, or advice is provided after
October 22, 2004.

In response to the AJCA, the IRS
and Treasury Department issued in-
terim guidance on section 6111 in No-
tice 2004-80, 2004-2 C.B. 963; No-
tice 2005-17, 2005-1 C.B. 606; No-
tice 2005-22, 2005-1 C.B. 756; and
Notice 2006-6, 2006-1 C.B. 385 (see
§601.601(d)(2)). On November 1, 2006,
the IRS and Treasury Department issued a
notice of proposed rulemaking and tempo-
rary and final regulations under sections
6011, 6111, and 6112 (REG-103038-05,
2006-49 1.R.B. 1049, REG-103039-05,
2006-49 I.R.B. 1057, REG-103043-05,
200649 I.R.B. 1063, T.D. 9295, 2006-49
L.R.B. 1030) (the November 2006 regula-
tions). The November 2006 regulations
were published in the Federal Register
(71 FR 64488, 71 FR 64496, 71 FR 64501,
71 FR 64458) on November 2, 2006.

The IRS and Treasury Department re-
ceived written public comments respond-
ing to the proposed regulations and held
a public hearing regarding the proposed
rules on March 20, 2007. After consider-
ation of the comments received and com-
ments made at the hearing, the proposed
regulations are adopted as revised by this
Treasury decision. These final regulations
generally retain the provisions of the pro-
posed regulations but include some modi-
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fications based on recommendations in the
public comments.

Summary of Comments and
Explanation of Provisions

Nine written comments were received
in response to the NPRM. All comments
were considered and are available for pub-
lic inspection upon request.

Reportable Transaction Number

The proposed regulations provide that a
material advisor must provide a reportable
transaction number to all taxpayers and
material advisors to whom the material
advisor makes or provides tax statements.
Many commentators commented that the
requirement to provide the reportable
transaction number to all taxpayers and
material advisors to whom the material ad-
visor makes or provides tax statements is
overly broad and suggested, instead, that
the reportable transaction number only be
required to be furnished to those for whom
the taxpayer acted as a material advisor.
One commentator recommended that the
regulation be amended to remove the obli-
gation to provide a reportable transaction
number. Another commentator recom-
mended that a material advisor should be
required to provide the reportable trans-
action number to taxpayers only in the
case of marketed transactions. The com-
mentator also commented that in a purely
one-on-one, non-abusive transaction, the
use of the reportable transaction number
may infringe upon the attorney-client re-
lationship.

The IRS and Treasury Department at-
tempted to balance the need for disclosure
of reportable transactions with the result-
ing burden imposed upon taxpayers. The
IRS and Treasury Department do not be-
lieve that requiring a material advisor to
provide a reportable transaction number
to certain taxpayers and material advisors
imposes an undue burden upon taxpayers
in light of the benefit to tax administra-
tion. However, the IRS and Treasury De-
partment recognize that requiring the re-
portable transaction number to be provided
to all persons for whom the material advi-
sor made a tax statement may be unnec-
essary. Therefore, these final regulations
state that a material advisor is required to
provide a reportable transaction number
to all taxpayers and material advisors for
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whom the material advisor acts as a mate-
rial advisor.

Material Advisor Fee Threshold Language

The proposed regulations provide, in
general, that a lower threshold amount of
gross income applies in the case of a re-
portable transaction when substantially all
of the tax benefits are provided to natural
persons (looking through any partnerships,
S corporations, or trusts). The IRS and
Treasury Department received comments
asking for clarification of the term “sub-
stantially all of the tax benefits.”

The final regulations provide that the
determination of whether the lower thresh-
old amount applies is based on the facts
and circumstances. Generally, unless the
facts and circumstances prove otherwise,
if 70 percent or more of the tax benefits
from a reportable transaction are provided
to natural persons (looking through any
partnerships, S corporations, or trusts) then
substantially all of the tax benefits will be
considered to be provided to natural per-
sons.

Material Advisor Disclosure of the
Identity of Other Material Advisors

The proposed regulations provide that
a material advisor who is required to file a
disclosure statement must also disclose the
identity of other material advisors. Two
commentators recommended that these fi-
nal regulations be amended to provide that
a material advisor must provide the iden-
tity of other material advisors only if the
material advisor has actual knowledge of
such other material advisors.

After carefully considering the recom-
mendation by the commentators, these fi-
nal regulations provide that a material ad-
visor must provide the identities of any
material advisor(s) who the material advi-
sor knows or has reason to know acted as a
material advisor with respect to the trans-
action.

Designation Agreements

The proposed regulations provide that
if more than one material advisor is re-
quired to disclose a reportable transaction
under section 6111, the material advisors
may designate by written agreement a sin-
gle material advisor to disclose the transac-
tion. The designation of one material ad-
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visor to disclose the transaction does not
relieve the other material advisors of their
obligation to disclose the transaction to
the IRS in accordance with section 6111,
if the designated material advisor fails to
disclose the transaction to the IRS in a
timely manner. One commentator recom-
mended that a good faith participation in a
designation agreement be treated as if the
non-designated material advisor has satis-
fied the advisor’s obligations under section
6111 and/or section 6112. The commenta-
tor also suggested that if the previous rec-
ommendation is not adopted, that these fi-
nal regulations prohibit designation agree-
ments entirely.

These final regulations do not adopt the
recommendation of the commentator. The
purpose of the designation agreement lan-
guage is to reduce the burden on material
advisors in complying with the disclosure
and list maintenance regulations while bal-
ancing the need of the IRS and Treasury
Department to receive the necessary in-
formation described in sections 6111 and
6112. The designation agreement allows
material advisors, if they choose, to have
one material advisor comply with the dis-
closure and list maintenance obligations
rather than multiple advisors maintaining
duplicative lists. Inherent in the language
is the assumption that the designated ma-
terial advisor will comply with the require-
ments. Absolving the non-designated ma-
terial advisors from the obligations listed
in sections 6111 and 6112 for good faith
designation agreements would require the
IRS to determine whether the designation
agreement was entered into in good faith
and would increase the burdens on tax ad-
ministration.

Form 8271

Before the enactment of the AJCA, sec-
tion 6111 provided that tax shelter organiz-
ers were required to provide investors in
tax shelters the registration number for the
tax shelter. Section 301.6111-1T, Q&A
55, requires investors to report the reg-
istration number of the tax shelter to the
IRS on Form 8271, “Investor Reporting
of Tax Shelter Registration Number”, and
attach the Form 8271 to any return on
which any deduction, loss, credit, or other
tax benefit attributable to the tax shelter
is claimed. Because only a few investors
must still file Form 8271 for pre-AJCA
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section 6111 tax shelters and because the
IRS already is aware of these transactions,
the IRS and Treasury Department have de-
cided that investors are no longer required
to file Forms 8271 otherwise due on or af-
ter August 3, 2007. The Form 8271 will
be obsoleted. However, these final regula-
tions continue to require that material ad-
visors must provide the reportable trans-
action number to all taxpayers and mate-
rial advisors for whom the material advisor
acts as a material advisor.

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 these regulations do not impose a
collection of information on small entities,
the provisions of the Regulatory Flexibil-
ity Act (5 U.S.C. chapter 35) do not ap-
ply. The return referenced in these reg-
ulations will be made available for pub-
lic comment in accordance with the Paper-
work Reduction Act of 1995 (44 U.S.C.
chapter 35). Pursuant to section 7805(f) of
the Internal Revenue Code, the notice of
proposed rulemaking preceding these reg-
ulations was submitted to the Chief Coun-
sel for Advocacy of the Small Business
Administration for comment on its impact
on small business.

Drafting Information

The principal authors of these
regulations are Charles D. Wien,
Michael H. Beker, and Tolsun N. Waddle,
Office of the Associate Chief Counsel
(Passthroughs and Special Industries).
However, other personnel from the IRS
and Treasury Department participated in
their development.

k ockok ockock

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR part 301 is
amended as follows:
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PART 301—PROCEDURE AND
ADMINISTRATION

Paragraph 1. The authority citation for
part 301 is amended by adding entries in
numerical order to read, in part, as follows:

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

Section 301.6111-3 also issued under
26 U.S.C. 6111.

Par. 2. Section 301.6111-3 is added to
read as follows:

§301.6111-3 Disclosure of reportable
transactions.

(a) In general. Each material advisor,
as defined in paragraph (b) of this section,
with respect to any reportable transaction,
as defined in §1.6011-4(b) of this chapter,
must file a return as described in paragraph
(d) of this section by the date described in
paragraph (e) of this section.

(b) Material advisor—(1) In general. A
person is a material advisor with respect
to a transaction if the person provides any
material aid, assistance, or advice with re-
spect to organizing, managing, promoting,
selling, implementing, insuring, or carry-
ing out any reportable transaction, and di-
rectly or indirectly derives gross income
in excess of the threshold amount as de-
fined in paragraph (b)(3) of this section for
the material aid, assistance, or advice. The
term transaction includes all of the factual
elements relevant to the expected tax treat-
ment of any investment, entity, plan or ar-
rangement, and includes any series of steps
carried out as part of a plan.

(2) Material aid, assistance, or ad-
vice—(i) In general. Except as provided
in paragraph (b)(5) of this section, a per-
son provides material aid, assistance, or
advice with respect to organizing, man-
aging, promoting, selling, implementing,
insuring, or carrying out any transaction if
the person makes or provides a tax state-
ment to or for the benefit of—

(A) A taxpayer who either is re-
quired to disclose the transaction un-
der §§1.6011-4, 20.6011-4, 25.6011-4,
31.6011-4, 53.6011-4, 54.6011-4, or
56.6011-4 of this chapter because the
transaction is a listed transaction or a
transaction of interest, or would have been
required to disclose the transaction un-
der §§1.6011-4, 20.6011-4, 25.6011-4,
31.6011-4, 53.6011-4, 54.6011-4, or
56.6011—4 of this chapter if the transac-
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tion had become a listed transaction or a
transaction of interest within the period of
limitations in §1.6011-4(e) of this chapter;

(B) A taxpayer who the potential ma-
terial advisor knows is or reasonably ex-
pects to be required to disclose the trans-
action under §1.6011-4 of this chapter be-
cause the transaction is or is reasonably ex-
pected to become a transaction described
in §1.6011-4(b)(3) through (5) or (7) of
this chapter;

(C) A material advisor who is required
to disclose the transaction under this sec-
tion because it is a listed transaction or a
transaction of interest; or

(D) A material advisor who the poten-
tial material advisor knows is or reason-
ably expects to be required to disclose
the transaction under this section because
the transaction is or is reasonably ex-
pected to become a transaction described
in §1.6011-4(b)(3) through (5) or (7) of
this chapter.

(i1) Tax statement—(A) In general. A
tax statement is any statement (includ-
ing another person’s statement), oral or
written, that relates to a tax aspect of a
transaction that causes the transaction to
be a reportable transaction as defined in
§1.6011-4(b)(2) through (7) of this chap-
ter. A tax statement under this section
includes tax result protection that insures
some or all of the tax benefits of a re-
portable transaction.

(B) Confidential transactions. A state-
ment relates to a tax aspect of a transaction
that causes it to be a confidential transac-
tion if the statement concerns a tax benefit
related to the transaction and either the tax-
payer’s disclosure of the tax treatment or
tax structure of the transaction is limited in
the manner described in §1.6011-4(b)(3)
of this chapter by or for the benefit of the
person making the statement, or the per-
son making the statement knows the tax-
payer’s disclosure of the tax structure or
tax aspects of the transaction is limited in
the manner described in §1.6011-4(b)(3)
of this chapter.

(C) Transactions with contractual pro-
tection. A statement relates to a tax as-
pect of a transaction that causes it to be
a transaction with contractual protection if
the statement concerns a tax benefit related
to the transaction and either—

(I) The taxpayer has the right to a
full or partial refund of fees paid to the
person making the statement or the fees
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are contingent in the manner described in
§1.6011-4(b)(4) of this chapter; or

(2) The person making the statement
knows or has reason to know that the tax-
payer has the right to a full or partial refund
of fees (described in §1.6011-4(b)(4)(ii) of
this chapter) paid to another if all or part
of the intended tax consequences from the
transaction are not sustained or that fees
(as described in §1.6011-4(b)(4)(ii) of this
chapter) paid by the taxpayer to another
are contingent on the taxpayer’s realiza-
tion of tax benefits from the transaction in
the manner described in §1.6011-4(b)(4)
of this chapter.

(D) Loss transactions. A statement re-
lates to a tax aspect of a transaction that
causes it to be a loss transaction if the state-
ment concerns an item that gives rise to a
loss described in §1.6011-4(b)(5) of this
chapter.

(E) [Reserved].

(iii) Special rules—(A) Capacity as an
employee. A material advisor generally
does not include a person who makes a tax
statement solely in the person’s capacity as
an employee, shareholder, partner or agent
of another person. Any tax statement made
by that person will be attributed to that per-
son’s employer, corporation, partnership
or principal. However, a person shall be
treated as a material advisor if that person
forms or avails of an entity with the pur-
pose of avoiding the rules of section 6111
or 6112 or the penalties under section 6707
or 6708.

(B) Post-filing advice. A person will
not be considered to be a material advi-
sor with respect to a transaction if that per-
son does not make or provide a tax state-
ment regarding the transaction until after
the first tax return reflecting tax benefit(s)
of the transaction is filed with the IRS.
However, this exception does not apply to
a person who makes a tax statement with
respect to the transaction if it is expected
that the taxpayer will file a supplemental
or amended return reflecting additional tax
benefits from the transaction.

(C) Publicly filed statements. A tax
statement with respect to a transaction that
includes only information about the trans-
action contained in publicly available doc-
uments filed with the Securities and Ex-
change Commission no later than the close
of the transaction will not be considered a
tax statement to or for the benefit of a per-
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son described in paragraph (b)(2) of this
section.

(3) Gross income derived for material
aid, assistance, or advice—(i) Threshold
amount—(A) In general. The threshold
amount of gross income is $50,000 in the
case of a reportable transaction substan-
tially all of the tax benefits from which
are provided to natural persons (looking
through any partnerships, S corporations,
or trusts). For all other transactions, the
threshold amount is $250,000.

(B) Listed transactions and transac-
tions of interest. For listed transactions
described in §§1.6011-4, 20.6011-4,
25.6011-4, 31.6011-4,  53.6011-4,
54.6011-4, or 56.6011-4 of this chap-
ter, the threshold amounts in paragraph
(b)(3)(1))(A) of this section are reduced
from $50,000 to $10,000 and from
$250,000 to $25,000. For transactions
of interest described in §§1.6011-4,
20.6011-4,  25.6011-4, 31.6011-4,
53.6011-4, 54.6011-4, or 56.6011-4 of
this chapter, the threshold amounts in
paragraph (b)(3)(1)(A) of this section may
be reduced as identified in the published
guidance describing the transaction.

(C) [Reserved].

(D) Substantially all of the tax benefits.
For purposes of this section, the determina-
tion of whether substantially all of the tax
benefits from a reportable transaction are
provided to natural persons is made based
on all the facts and circumstances. Gen-
erally, unless the facts and circumstances
prove otherwise, if 70 percent or more of
the tax benefits from a reportable transac-
tion are provided to natural persons (look-
ing through any partnerships, S corpora-
tions, or trusts) then substantially all of the
tax benefits will be considered to be pro-
vided to natural persons.

(i) Gross income derived directly or
indirectly for the material aid, assistance,
or advice. In determining the amount of
gross income a person derives directly or
indirectly for material aid, assistance, or
advice, all fees for a tax strategy or for ser-
vices for advice (whether or not tax advice)
or for the implementation of a reportable
transaction are taken into account. Fees
include consideration in whatever form
paid, whether in cash or in kind, for ser-
vices to analyze the transaction (whether
or not related to the tax consequences of
the transaction), for services to implement
the transaction, for services to document
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the transaction, and for services to prepare
tax returns to the extent return preparation
fees are unreasonable in light of all of the
facts and circumstances. A fee does not
include amounts paid to a person, includ-
ing an advisor, in that person’s capacity as
a party to the transaction. For example,
a fee does not include reasonable charges
for the use of capital or the sale or use of
property. The IRS will scrutinize carefully
all of the facts and circumstances in deter-
mining whether consideration received in
connection with a reportable transaction
constitutes gross income derived directly
or indirectly for aid, assistance, or advice.
For purposes of this section, the thresh-
old amount must be met independently
for each transaction that is a reportable
transaction and aggregation of fees among
transactions is not required.

(4) Date a person becomes a material
advisor—(i) In general. A person will
be treated as becoming a material advisor
when all of the following events have oc-
curred (in no particular order)—

(A) The person provides material aid,
assistance or advice as described in para-
graph (b)(2) of this section;

(B) The person directly or indirectly
derives gross income in excess of the
threshold amount as described in para-
graph (b)(3) of this section; and

(C) The transaction is entered into by
the taxpayer to whom or for whose benefit
the person provided the tax statement, or
in the case of a tax statement provided to
another material advisor, when the transac-
tion is entered into by a taxpayer to whom
or for whose benefit that material advisor
provided a tax statement.

(i1) Determining if the taxpayer entered
into the transaction. Material advisors,
including those who cease providing ser-
vices before the time the transaction is en-
tered into, must make reasonable and good
faith efforts to determine whether the event
described in paragraph (b)(4)(i)(C) of this
section has occurred.

(iii) Listed transactions and transac-
tions of interest. If a transaction that was
not a reportable transaction is identified as
alisted transaction or a transaction of inter-
est in published guidance after the occur-
rence of the events described in paragraph
(b)(4)(i) of this section, the person will be
treated as becoming a material advisor on
the date the transaction is identified as a
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listed transaction or a transaction of inter-
est.

(5) Other persons designated as ma-
terial advisors. Published guidance may
identify other types or classes of persons
as material advisors.

(c) Definitions. For purposes of this
section, the following definitions apply:

(1) Reportable transaction. The
term reportable transaction is defined
in §1.6011-4(b)(1) of this chapter.

(2) Listed transaction. The term listed
transaction is defined in §1.6011-4(b)(2)
of this chapter. See also §§20.6011-4(a),
25.6011-4(a), 31.6011-4(a), 53.6011-
4(a), 54.6011-4(a), or 56.6011-4(a) of
this chapter.

(3) Derive. The term derive means re-
ceive or expect to receive.

(4) Person. The term person means any
person described in section 7701(a)(1), in-
cluding an affiliated group of corporations
that join in the filing of a consolidated re-
turn under section 1501.

(5) Substantially similar. The term
substantially ~ similar is defined in
§1.6011-4(c)(4) of this chapter.

(6) Tax. The term tax means Federal
tax.

(7) Tax benefit. A tax benefit includes
deductions, exclusions from gross income,
nonrecognition of gain, tax credits, adjust-
ments (or the absence of adjustments) to
the basis of property, status as an entity ex-
empt from Federal income taxation, and
any other tax consequences that may re-
duce a taxpayer’s Federal tax liability by
affecting the amount, timing, character, or
source of any item of income, gain, ex-
pense, loss, or credit.

(8) Tax return. The term tax return
means a Federal tax return and a Federal
information return.

(9) Tax structure. The tax structure of a
transaction is any fact that may be relevant
to understanding the purported or claimed
Federal tax treatment of the transaction.

(10) Tax treatment. The tax treatment
of a transaction is the purported or claimed
Federal tax treatment of the transaction.

(11) Taxpayer. The term taxpayer is
defined in §1.6011-4(c)(1) of this chapter.

(12) Tax result protection. The term tax
result protection includes insurance com-
pany and other third party products com-
monly described as tax result insurance.

(13) Transaction of interest.  The
term transaction of interest is defined
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in §1.6011-4(b)(6) of this chapter. See
also  §§20.6011-4(a),  25.6011-4(a),
31.6011-4(a), 53.6011-4(a), 54.6011-
4(a), or 56.6011-4(a) of this chapter.

(d) Form and content of material advi-
sor’s disclosure statement—(1) In general.
A material advisor required to file a dis-
closure statement under this section must
file acompleted Form 8918, “Material Ad-
visor Disclosure Statement” (or successor
form) in accordance with this paragraph
(d) and the instructions to the form. To be
considered complete, the information pro-
vided on the form must describe the ex-
pected tax treatment and all potential tax
benefits expected to result from the trans-
action, describe any tax result protection
with respect to the transaction, and iden-
tify and describe the transaction in suffi-
cient detail for the IRS to be able to un-
derstand the tax structure of the reportable
transaction and the identity of any ma-
terial advisor(s) whom the material advi-
sor knows or has reason to know acted
as a material advisor as defined in para-
graph (b) of this section with respect to
the transaction. An incomplete form con-
taining a statement that information will be
provided upon request is not considered a
complete disclosure statement. A material
advisor may file a single form for substan-
tially similar transactions. An amended
form must be filed if information previ-
ously provided is no longer accurate, if ad-
ditional information that was not disclosed
becomes available, or if there are material
changes to the transaction. A material ad-
visor is not required to file an additional
form for each additional taxpayer that en-
ters into the same or substantially similar
transaction. If the form is not completed
in accordance with the provisions in this
paragraph (d) and the instructions to the
form, the material advisor will not be con-
sidered to have complied with the disclo-
sure requirements of this section.

(2) Reportable transaction number.
The IRS will issue to a material advi-
sor a reportable transaction number with
respect to the disclosed reportable trans-
action. Receipt of a reportable transaction
number does not indicate that the dis-
closure statement is complete, nor does
it indicate that the transaction has been
reviewed, examined, or approved by the
IRS. Material advisors must provide the
reportable transaction number to all tax-
payers and material advisors for whom the
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material advisor acts as a material advisor
as defined in paragraph (b) of this section.
The reportable transaction number must
be provided at the time the transaction
is entered into, or, if the transaction is
entered into prior to the material advi-
sor receiving the reportable transaction
number, within 60 calendar days from the
date the reportable transaction number is
mailed to the material advisor.

(e) Time of providing disclosure. The
material advisor’s disclosure statement for
a reportable transaction must be filed with
the Office of Tax Shelter Analysis (OTSA)
by the last day of the month that follows
the end of the calendar quarter in which
the advisor became a material advisor with
respect to the reportable transaction or in
which the circumstances necessitating an
amended disclosure statement occur. The
disclosure statement must be sent to OTSA
at the address provided in the instructions
for Form 8918 (or a successor form).

(f) Designation agreements. If more
than one material advisor is required to dis-
close a reportable transaction under this
section, the material advisors may desig-
nate by written agreement a single mate-
rial advisor to disclose the transaction. The
transaction must be disclosed by the last
day of the month following the end of the
calendar quarter that includes the earliest
date on which a material advisor who is a
party to the agreement became a material
advisor with respect to the transaction as
described in paragraph (b)(4) of this sec-
tion. The designation of one material ad-
visor to disclose the transaction does not
relieve the other material advisors of their
obligation to disclose the transaction to the
IRS in accordance with this section, if the
designated material advisor fails to dis-
close the transaction to the IRS in a timely
manner.

(g) Protective disclosures. If a poten-
tial material advisor is uncertain whether
a transaction must be disclosed under this
section, the advisor may disclose the trans-
action in accordance with the requirements
of this section and comply with all the
provisions of this section, and indicate on
the disclosure statement that the disclosure
statement is being filed on a protective ba-
sis. The IRS will not treat disclosure state-
ments filed on a protective basis any differ-
ently than other disclosure statements filed
under this section. For a protective disclo-
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sure to be effective, the advisor must com-
ply with the regulations under this section
and §301.6112-1 by providing to the IRS
all information requested by the IRS under
these sections.

(h) Rulings. If a potential material ad-
visor requests a ruling as to whether a spe-
cific transaction is a reportable transaction
on or before the date that disclosure would
otherwise be required under this section,
the Commissioner in his discretion may
determine that the submission satisfies the
disclosure rules under this section for that
transaction if the request fully discloses
all relevant facts relating to the transaction
which would otherwise be required to be
disclosed under this section. The poten-
tial obligation of the person to disclose the
transaction under this section (or to main-
tain or furnish the list under §301.6112-1)
will not be suspended during the period
that the ruling request is pending.

(1) Effective/applicability date—(1) In
general. This section applies to trans-
actions with respect to which a material
advisor makes a tax statement on or after
August 3, 2007. However, this section ap-
plies to transactions of interest entered into
on or after November 2, 2006 with respect
to which a material advisor makes a tax
statement under §301.6111-3 on or after
November 2, 2006. Paragraph (h) of this
section applies to ruling requests received
on or after November 1, 2006. Otherwise,
the rules that apply with respect to trans-
actions entered into before August 3, 2007
are contained in Notice 2004-80, 2004-2
C.B. 963; Notice 2005-17, 2005-1 C.B.
606; and Notice 2005-22, 2005-1 C.B.
756 (see §601.601(d)(2)(ii)(b) in effect
prior to August 3, 2007.

(2) [Reserved).

§301.6111-3T [Removed]

Par. 3.
moved.

Section 301.6111-3T is re-

Kevin M. Brown,
Deputy Commissioner for
Services and Enforcement.

Approved July 25, 2007.
Eric Solomon,

Assistant Secretary of
the Treasury (Tax Policy).
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(Filed by the Office of the Federal Register on July 31, 2007,
11:22 a.m., and published in the issue of the Federal Register
for August 3, 2007, FR. 43157)

Section 6112.—Material
Advisors of Reportable
Transactions Must Keep
Lists of Advisees, etc.

26 CFR 301.6112—1: Material advisors of reportable
transactions must keep lists of advisees, etc.

T.D. 9352

DEPARTMENT OF

THE TREASURY

Internal Revenue Service
26 CFR Part 301

AJCA Modifications to the
Section 6112 Regulations

AGENCY: Internal
(IRS), Treasury.

Revenue Service

ACTION: Final regulations.

SUMMARY: This document contains final
regulations under section 6112 of the Inter-
nal Revenue Code that provide the rules re-
lating to the obligation of material advisors
to prepare and maintain lists with respect
to reportable transactions. These regula-
tions affect material advisors responsible
for keeping lists under section 6112.

DATES: Effective Date: These regulations
are effective August 3, 2007.

FOR FURTHER INFORMATION
CONTACT: Charles D. Wien,
Michael H. Beker, or Tolsun N. Waddle,
202-622-3070; (not a toll-free number).

SUPPLEMENTARY INFORMATION:
Paperwork Reduction Act

The collections of information con-
tained in this final regulation have been
reviewed and approved by the Office
of Management and Budget in accor-
dance with the Paperwork Reduction Act
(44 U.S.C. 3507) under control number
1545-1686. Responses to these collec-
tions of information are mandatory. An
agency may not conduct or sponsor, and
a person is not required to respond to, a
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collection of information unless the collec-
tion of information displays a valid OMB
control number assigned by the Office of
Management and Budget.

The estimated annual burden per
recordkeeper for the collection of infor-
mation in §301.6112-1 is 100 hours and
the estimated number of recordkeepers is
500.

Comments concerning the accuracy
of these burden estimates and sugges-
tions for reducing these burdens should
be sent to Internal Revenue Service,
Attn: IRS Reports Clearance Officer,
SE:W:CAR:MP:T:T:SP, Washington, DC
20224, and to the Office of Manage-
ment and Budget, Attn: Desk Officer
for the Department of Treasury, Office
of Information and Regulatory Affairs,
Washington, DC 20503.

Books and records relating to these col-
lections of information must be retained as
long as their contents may become mate-
rial in the administration of any internal
revenue law. Generally, tax returns and tax
information are confidential, as required
by 26 U.S.C. 6103.

Background

This document contains final regu-
lations that amend 26 CFR part 301 by
amending the rules relating to the list
maintenance requirements of material
advisors with respect to reportable trans-
actions under section 6112.

The American Jobs Creation Act of
2004, Public Law 108-357 (118 Stat.
1418), (AJCA) was enacted on October 22,
2004. Section 815 of the AJCA amended
section 6112 to provide that each mate-
rial advisor (as defined in section 6111, as
amended by the AJCA) with respect to any
reportable transaction is required to main-
tain a list (in such manner as the Secretary
may by regulations prescribe) identifying
each person with respect to whom the
advisor acted as a material advisor with
respect to the transaction, and containing
other information as the Secretary may
by regulations require. Section 815 of the
AJCA is effective for transactions with
respect to which material aid, assistance,
or advice is provided after October 22,
2004. Prior to the amendments to section
6111 made by the AJCA, the definition of
material advisor was in §301.6112-1 of
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the Procedure and Administration Regula-
tions.

On November 1, 2006, the IRS and
Treasury Department issued a notice
of proposed rulemaking and tempo-
rary and final regulations under sections
6011, 6111, and 6112 (REG-103038-05,
2006-49 1.R.B. 1049, REG-103039-05,
2006-49 1.R.B. 1057, REG-103043-05,
2006-49 1.R.B 1063, T.D. 9295, 2006-49
L.R.B. 1030) (the November 2006 regula-
tions). The November 2006 regulations
were published in the Federal Register
(71 FR 64488, 71 FR 64496, 71 FR 64501,
71 FR 64458) on November 2, 2006.

The IRS and Treasury Department re-
ceived written public comments respond-
ing to the proposed regulations and held
a public hearing regarding the proposed
rules on March 20, 2007. After consider-
ation of the comments received and com-
ments made at the hearing, the proposed
regulations are adopted as revised by this
Treasury decision. These final regulations
generally retain the provisions of the pro-
posed regulations but include some modi-
fications based on recommendations in the
public comments.

Summary of Comments and
Explanation of Provisions

Furnishing of Lists

The proposed regulations provided that
each material advisor must prepare and
maintain a list for each reportable trans-
action. The proposed regulations also
provided that each list must include three
components: an itemized statement, a
description of the transaction, and docu-
ments. Further, the proposed regulations
provided that each material advisor re-
sponsible for maintaining a list must, upon
written request by the IRS, make each
component of the list available to the IRS
by furnishing each component of the list
to the IRS within 20 business days from
the day on which the request is provided.
The proposed regulations stated that each
component of the list must be furnished
to the IRS in a form that enables the IRS
to determine without undue delay or diffi-
culty the information required to be on the
list. If any component of the list is not in
such form, the material advisor will not be
considered to have complied with the list
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maintenance provisions of section 6112
and the regulations thereunder.

Several commentators recommended
that the proposed regulations should pro-
vide the IRS with flexibility to determine,
based on the amount of information re-
quired, a production schedule that will
be sufficient to avoid the imposition of
penalties. Two commentators suggested
providing a phased disclosure procedure.
One commentator recommended that the
20 business days begin after the advisor
had an adequate opportunity to gather the
required information. Another commenta-
tor recommended amending the proposed
regulations to provide a substantial com-
pliance standard.

The IRS and Treasury Department be-
lieve that providing the IRS the ability to
determine an alternative production sched-
ule will benefit both taxpayers and the IRS.
These final regulations remove the lan-
guage regarding the period for furnishing
a list or the components of the list to the
IRS because that period will be addressed
in forthcoming published guidance under
section 6708. In addition, an alternative
schedule for furnishing the list or the com-
ponents of the list will be addressed in pub-
lished guidance under section 6708.

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. It is
hereby certified that the collection of infor-
mation in these regulations will not have a
significant economic impact on a substan-
tial number of small entities. This certi-
fication is based upon the fact that most
of the information is already required to
be reported under the current regulations;
the clarifications and new information re-
quired by the final regulations add little
or no new burden to the existing require-
ments. Therefore, a Regulatory Flexibil-
ity Analysis under the Regulatory Flexi-
bility Act (5 U.S.C. chapter 6) is not re-
quired. Pursuant to section 7805(f) of the
Internal Revenue Code, the notice of pro-
posed rulemaking preceding these regula-
tions was submitted to the Chief Counsel
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for Advocacy of the Small Business Ad-
ministration for comment on its impact on
small business.

Drafting Information

The principal authors of these
regulations are Charles D. Wien,
Michael H. Beker, and Tolsun N. Waddle,
Office of the Associate Chief Counsel
(Passthroughs and Special Industries).
However, other personnel from the IRS
and Treasury Department participated in
their development.

kok ok oskok

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR part 301 is
amended as follows:

PART 301—PROCEDURE AND
ADMINISTRATION

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

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

Par. 2. Section 301.6112-1 is revised
to read as follows:

§301.6112—1 Material advisors of
reportable transactions must keep lists of
advisees, etc.

(a) In general. Each material advisor,
as defined in §301.6111-3(b), with respect
to any reportable transaction, as defined
in §1.6011-4(b) of this chapter, shall pre-
pare and maintain a list in accordance with
paragraph (b) of this section and shall fur-
nish such list to the Internal Revenue Ser-
vice (IRS) in accordance with paragraph
(e) of this section.

(b) Preparation and maintenance of
lists—(1) In general. A separate list must
be prepared and maintained for each re-
portable transaction. However, one list
must be maintained for substantially simi-
lar transactions. A list must be maintained
in a form that enables the IRS to determine
without undue delay or difficulty the in-
formation required in paragraph (b)(3) of
this section. The Commissioner in his dis-
cretion may provide in published guidance
a form or method for maintaining and/or
furnishing the list.
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(2) Persons required to be included on
lists. A material advisor is required to
maintain a list identifying each person with
respect to whom the advisor acted as a ma-
terial advisor with respect to the reportable
transaction. However, a material advisor is
not required to identify a person on the list
if the person entered into a listed transac-
tion or a transaction of interest more than 6
years before the transaction was identified
in published guidance as a listed transac-
tion or a transaction of interest.

(3) Contents. Each list must include the
three components described in paragraph
(b)(3)(1), (i1), and (iii) of this section.

(i) Statement. An itemized statement
containing the following information—

(A) The name of each reportable trans-
action, the citation to the published guid-
ance number identifying the transaction if
the transaction is a listed transaction or a
transaction of interest, and the reportable
transaction number obtained under section
6111,

(B) The name, address, and TIN of each
person required to be included on the list;

(C) The date on which each person re-
quired to be included on the list entered
into each reportable transaction, if known
by the material advisor;

(D) The amount invested in each re-
portable transaction by each person re-
quired to be included on the list, if known
by the material advisor;

(E) A summary or schedule of the tax
treatment that each person is intended or
expected to derive from participation in
each reportable transaction; and

(F) The name of each other material
advisor to the transaction, if known by the
material advisor.

(ii) Description of the transaction. A
detailed description of each reportable
transaction that describes both the tax
structure of the transaction and the pur-
ported tax treatment of the transaction.

(iii)) Documents. The following docu-
ments—

(A) A copy of any designation agree-
ment (as described in paragraph (f) of this
section) to which the material advisor is a
party; and

(B) Copies of any additional written
materials, including tax analyses or opin-
ions, relating to each reportable transaction
that are material to an understanding of the
purported tax treatment or tax structure of
the transaction that have been shown or
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provided to any person who acquired or
may acquire an interest in the transactions,
or to their representatives, tax advisors, or
agents, by the material advisor or any re-
lated party or agent of the material advisor.
However, a material advisor is not required
to retain earlier drafts of a document pro-
vided the material advisor retains a copy
of the final document (or, if there is no fi-
nal document, the most recent draft of the
document) and the final document (or most
recent draft) contains all the information
in the earlier drafts of such document that
is material to an understanding of the pur-
ported tax treatment or the tax structure of
the transaction.

(c) Definitions. For purposes of this
section, the following terms are defined as:

(1) Material advisor. The term material
advisor is defined in §301.6111-3(b).

(2) Reportable transaction. The
term reportable transaction is defined
in §1.6011-4(b)(1) of this chapter.

(3) Listed transaction. The term listed
transaction is defined in §1.6011-4(b)(2)
of this chapter. See also §§20.6011-4(a),
25.6011-4(a), 31.6011-4(a), 53.6011-
4(a), 54.6011-4(a), or 56.6011-4(a) of
this chapter.

(4) Substantially similar. The term
substantially  similar is defined in
§1.6011-4(c)(4) of this chapter.

(5) Person. The term person is defined
in §301.6111-3(c)(4).

(6) Related party. A person is a re-
lated party with respect to another person
if such person bears a relationship to such
other person described in section 267(b) or
707(b).

(7) Tax. The term tax is defined in
§301.6111-3(c)(6).

(8) Tax benefit. The term tax benefit is
defined in §301.6111-3(c)(7).

(9) Tax return. The term tax return is
defined in §301.6111-3(c)(8).

(10) Tax structure. The term tax struc-
ture is defined in §301.6111-3(c)(9).

(11) Tax treatment. The term tax treat-
ment is defined in §301.6111-3(c)(10).

(12) Transaction of interest. The
term transaction of interest is defined
in §1.6011-4(b)(6) of this chapter. See
also  §8§20.6011-4(a), 25.6011-4(a),
31.6011-4(a), 53.6011-4(a), 54.6011-—
4(a), or 56.6011-4(a) of this chapter.

(d) Retention of lists. Each material
advisor must maintain each component of
the list described in paragraph (b)(3) of
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this section in a readily accessible form
for seven years following the earlier of
the date on which the material advisor last
made a tax statement relating to the trans-
action, or the date the transaction was last
entered into, if known. If the material ad-
visor required to prepare, maintain, and
furnish the list is a corporation, partner-
ship, or other entity (entity) that has dis-
solved or liquidated before completion of
the seven-year period, the person respon-
sible under state law for winding up the
affairs of the entity must prepare, main-
tain and furnish each component of the list
on behalf of the entity, unless the entity
submits the list to the Office of Tax Shel-
ter Analysis (OTSA) within 60 days after
the dissolution or liquidation. If state law
does not specify any person as responsi-
ble for winding up the affairs, then each of
the directors of the corporation, the general
partners of the partnership, or the trustees,
owners, or members of the entity are re-
sponsible for preparing, maintaining and
furnishing each component of the list on
behalf of the entity, unless the entity sub-
mits the list to the OTSA within 60 days
after the dissolution or liquidation. The re-
sponsible person must also provide notice
to OTSA of such dissolution or liquidation
within 60 days after the dissolution or lig-
uidation. The list and the notice provided
to OTSA must be sent to: Internal Rev-
enue Service, OTSA Mail Stop 4915, 1973
North Rulon White Blvd., Ogden, Utah
84404, or to such other address as provided
by the Commissioner.

(e) Furnishing of lists—(1) In gen-
eral. Each material advisor responsible
for maintaining a list must, upon written
request by the IRS, make each compo-
nent of the list described in paragraph
(b)(3) of this section available to the IRS.
Each component of the list must be fur-
nished to the IRS in a form that enables
the IRS to determine without undue delay
or difficulty the information required in
paragraph (b)(3) of this section. If any
component of the list is not in a form
that enables the IRS to determine without
undue delay or difficulty the informa-
tion required in paragraph (b)(3) of this
section, the material advisor will not be
considered to have complied with the list
maintenance provisions in section 6112
and this section. A material advisor must
make the list or each component of the
list available to the IRS within the period
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prescribed in section 6708 or published
guidance relating to section 6708.

(2) Claims of privilege. Each mate-
rial advisor who is required to maintain a
list with respect to a reportable transaction,
must still maintain the list pursuant to the
requirements of this section even if a per-
son asserts a claim of privilege with re-
spect to the information specified in para-
graph (b)(3)(iii)(B) of this section.

(f) Designation agreements. If more
than one material advisor is required to
maintain a list of persons for a reportable
transaction, in accordance with paragraph
(b) of this section, the material advisors
may designate by written agreement a sin-
gle material advisor to maintain the listor a
portion of the list. The designation of one
material advisor to maintain the list does
not relieve the other material advisors from
their obligation to furnish the list to the IRS
in accordance with paragraph (e)(1) of this
section, if the designated material advisor
fails to furnish the list to the IRS in a timely
manner. A material advisor is not relieved
from the requirement of this section be-
cause a material advisor is unable to obtain
the list from any designated material ad-
visor, any designated material advisor did
not maintain a list, or the list maintained
by any designated material advisor is not
complete.

(g) Effective/applicability date. In gen-
eral, this section applies to transactions
with respect to which a material advisor
makes a tax statement under §301.6111-3
on or after August 3, 2007. However, this
section applies to transactions of interest
entered into on or after November 2, 2006,
with respect to which a material advisor
makes a tax statement under §301.6111-3
on or after November 2, 2006. Otherwise,
the rules that apply before August 3, 2007
are contained in §301.6112-1 in effect
prior to August 3, 2007 (see 26 CFR part
301 revised as of April 1, 2007, and see
also Notice 2004-80, 2004-2 C.B. 963;
Notice 2005-17, 2005-1 C.B. 606; and
Notice 2005-22, 2005-1 C.B. 756 (see
§601.601(d)(2)(ii)(b) of this chapter).

Kevin M. Brown,
Deputy Commissioner for
Services and Enforcement.

Approved July 25, 2007.
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Eric Solomon,
Assistant Secretary of

the Treasury (Tax Policy).

(Filed by the Office of the Federal Register on July 31, 2007,

11:22 a.m., and published in the issue of the Federal Register
for August 3, 2007, 72 ER. 43154)

Section 6655.—Failure
by Corporation to Pay
Estimated Income Tax

26 CFR 1.6655-1: Addition to the tax in the case of
a corporation.

T.D. 9347

DEPARTMENT OF

THE TREASURY

Internal Revenue Service

26 CFR Parts 1, 301, and 602

Corporate Estimated Tax

AGENCY: Internal
(IRS), Treasury.

Revenue Service

ACTION: Final regulations.

SUMMARY: This document contains final
regulations that provide guidance to cor-
porations with respect to estimated tax re-
quirements. These final regulations gen-
erally affect corporate taxpayers who are
required to make estimated tax payments.
These final regulations reflect changes to
the law since 1984. This document also
removes the section 6154 regulations.

DATES: Effective date: These regulations
are effective on August 7, 2007.

Applicability date: These regulations
apply to tax years beginning after Septem-
ber 6, 2007.

FOR FURTHER INFORMATION
CONTACT: Timothy Sheppard, at (202)
622—-4910 (not a toll-free number).

SUPPLEMENTARY INFORMATION:
Background

This document contains amendments
to the Income Tax Regulations (26 CFR
Part 1), the Procedure and Administration
Regulations (26 CFR Part 301), and the
OMB Control Numbers under the Paper-
work Reduction Act Regulations (26 CFR
Part 602) relating to corporate estimated
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taxes under section 6425 and section 6655
of the Internal Revenue Code (Code).
This document also removes §§1.6154-1,
1.6154-2, 1.6154-3, 1.6154-4, 1.6154-5,
and 301.6154-1. The IRS is removing
the section 6154 regulations because Con-
gress repealed section 6154 in 1987.

These regulations reflect changes to
the law made by the Deficit Reduction
Act of 1984, Public Law 98-369 (98
Stat. 494); the Superfund Amendments
and Reauthorization Act of 1986, Public
Law 99-499 (100 Stat. 1613); the Tax
Reform Act of 1986, Public Law 99-514
(100 Stat. 2085); the Omnibus Budget
Reconciliation Act of 1987, Public Law
100-203 (101 Stat. 1330); the Revenue
Act of 1987, Public Law 100-203 (101
Stat. 1330-382); the Omnibus Trade and
Competitiveness Act of 1988, Public Law
100-418 (102 Stat. 1107); the Technical
and Miscellaneous Revenue Act of 1988,
Public Law 100-647 (102 Stat. 3342);
the Omnibus Budget Reconciliation Act
of 1989, Public Law 101-239 (103 Stat.
2106); the Omnibus Budget Reconcilia-
tion Act of 1990, Public Law 101-508
(104 Stat. 1388); the Tax Extension Act
of 1991, Public Law 102-227 (105 Stat.
1686); the Act of Feb. 7, 1992, Public
Law 102-244 (106 Stat. 3); the Unem-
ployment Compensation Amendments
of 1992, Public Law 102-318 (106 Stat.
290); the Omnibus Budget Reconciliation
Act of 1993, Public Law 103-66 (107 Stat.
312); the Uruguay Round Agreements Act
of 1994, Public Law 103-465 (108 Stat.
4809); the Small Business Job Protection
Act of 1996, Public Law 104-188 (110
Stat. 1755); the Taxpayer Relief Act of
1997, Public Law 105-34 (111 Stat. 788);
the Ticket to Work and Work Incentives
Improvement Act of 1999, Public Law
106-170 (113 Stat. 1860); the Commu-
nity Renewal Tax Relief Act of 2000,
Public Law 106554 (114 Stat. 2763); the
Economic Growth and Tax Relief Recon-
ciliation Act of 2001, Public Law 107-16
(115 Stat. 38); the Jobs and Growth Tax
Relief Reconciliation Act of 2003, Pub-
lic Law 108-27 (117 Stat. 752); and the
American Jobs Creation Act of 2004, Pub-
lic Law 108-357 (118 Stat. 1418).

These regulations do not reflect
changes made by the Tax Increase Pre-
vention and Reconciliation Act of 2005,
Public Law 109-222 (120 Stat. 345)
(TIPRA), as amended by the U.S. Troop
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Readiness, Veterans’ Care, Katrina Re-
covery, and Iraq Accountability Act of
2007, Public Law 110-28 (121 Stat. 112),
because TIPRA made temporary, tar-
geted changes to the time and amount
of any required installment otherwise
due in September 2010 and September
2011. TIPRA also changed the amount
of required installments in 2006, 2012,
and 2013 for corporations with assets of
not less than $1 billion. Although these
changes are not reflected in these regula-
tions, these and any further changes made
in the Code supersede the rules in these
regulations.

A notice of proposed rulemaking under
section 6655 (REG-107722-00, 2006-1
C.B. 354) was published in the Federal
Register (70 FR 73393) on December 12,
2005. The proposed regulations provide
guidance on how to determine the amount
of a corporation’s estimated tax due with
each quarterly installment. No requests for
a public hearing were received, so the pub-
lic hearing on the proposed regulations,
scheduled for March 15, 2006, was can-
celled. The IRS received written and elec-
tronic comments responding to the notice
of proposed rulemaking. After considera-
tion of all comments, the proposed regula-
tions are adopted as revised by this Trea-
sury decision.

Explanation of Provisions and
Summary of Comments

Section 6655 generally requires corpo-
rations to make quarterly estimated tax
payments or be assessed an addition to
tax for any underpayment. As a general
rule, payments are due on the fifteenth
day of the fourth, sixth, ninth, and twelfth
months. Each quarterly payment must be
at least twenty-five percent of the required
annual payment in order to avoid an under-
payment penalty. Generally, the required
annual payment equals one hundred per-
cent of the tax shown on the return for the
current year tax, or for certain small tax-
payers, the lesser of one hundred percent of
the tax shown on the return for the current
year tax or one hundred percent of the tax
shown on the return for the preceding tax-
able year. Alternatively, corporations may
elect to use an annualized income install-
ment or an adjusted seasonal installment if
less than the amount computed under the
general rules.
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1. Comments Concerning §1.6655—1
(Addition to Tax in the Case of a
Corporation) of the Proposed Regulations

A. Recapture of a tax credit not included
in the definition of “tax”

One commentator requested that the fi-
nal regulations clarify that the recapture of
a tax credit under Chapter 1 is not a sec-
tion 11 tax and not included within the def-
inition of tax for purposes of section 6655
unless there is authority that provides that
the recaptured credit is treated as a tax im-
posed by section 11.

Revenue Ruling 78-257, 1978-1 C.B.
440, provides that the term fax, as defined
in section 6655, includes the amount of
tax resulting from the recomputation of a
prior year’s investment credit at the appli-
cable rate for the current year. However,
Berkshire Hathaway, Inc. v. United States,
802 F.2d 429 (Fed. Cir. 1986), held that,
for purposes of the definition of tax un-
der section 6655, the recapture tax under
former section 47 was not a tax imposed
by section 11. The Court concluded that
because the taxpayer paid no tax imposed
by section 11 in the preceding taxable
year, that taxpayer was not subject to an
addition to tax for failing to pay estimated
tax in the current year under the former
provision in section 6655(d)(2) that al-
lowed a taxpayer to pay estimated tax in
the current year based on the law applica-
ble to (other than the rates), and the known
facts of, the prior year’s return. Based
on the holding in Berkshire Hathaway,
§1.6655-1(g)(1)(ii) of the final regula-
tions provides that, unless otherwise pro-
vided in the Internal Revenue Code, for
purposes of the definition of tax as used in
section 6655, a recapture of tax, such as a
recapture provided by section 50(a)(1)(A)
and any other similar provision, is not con-
sidered to be a tax imposed by section 11.
Therefore, Rev. Rul. 78-257 is removed.
See §601.601(d)(2)(ii)(b).

B. Tax rate changes for preceding year
safe harbor

Section 6655(d)(1)(B)(ii) allows tax-
payers to determine their required annual
payment based on 100 percent of the tax
shown on the preceding year’s return.
Commentators suggested that the rule pro-
vided in §1.6655-1(g)(3) of the proposed
regulations, which requires taxpayers to
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recompute the tax determined for the pre-
ceding taxable year based on the current
year tax rates if the tax rates for the cur-
rent year and the preceding year differ,
is not authorized by section 6655. The
commentators suggested that, prior to the
effective date of its amendment in 1987,
section 6655 allowed estimated tax pay-
ments to be based on the facts shown on
the return for the preceding taxable year
and the law applicable to that year but
using the tax rates for the current taxable
year. The commentators requested that the
final regulations not adopt the rule pro-
vided in §1.6655-1(g)(3) of the proposed
regulations.

Section 6655 no longer provides spe-
cific statutory authority to recompute tax
determined for the preceding taxable year
using the rates applicable to the current
taxable year. Therefore, the final regu-
lations do not adopt the rule provided in
§1.6655-1(g)(3) of the proposed regula-
tions.

C. Return for the preceding taxable year

One commentator requested that the fi-
nal regulations clarify that the regulations
adopt the holding in Mendes v. Commis-
sioner, 121 T.C. 308 (2003). In Mendes,
the Tax Court held that a tax return that
is filed after the IRS issues a notice of
deficiency is not a return for purposes of
section 6654(d)(1)(B)(i). Id. at 324-325.
Mendes cited Evans Cooperage Co., Inc.
v. United States, 712 E2d 199 (5" Cir.
1983), for the proposition that the purpose
of the preceding year safe harbor is “to pro-
vide a predictable escape from any pos-
sible penalty liability [and this purpose]
would be defeated if penalties for under-
payment of estimated taxes during the year
were based, not on the easily determinable
amount reflected on the preceding year’s
return, but instead upon the ultimate tax
liability, possibly determined by adverse
tax audit, a year or so after the tax year
for...which the estimated tax installments
were paid.” Mendes, 121 T.C. at 326 (quot-
ing Evans Cooperage, 712 F.2d at 204).
Evans Cooperage held that the statutory
reference to “tax shown on the return of the
corporation for the preceding taxable year”
refers to the timely filed return for the pre-
ceding year, not to any later-filed amended
return. Evans Cooperage, 712 F.2d at 204.
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Section 1.6655—1(g)(2) of the proposed
regulations provides that the reference in
section 6655(d)(1)(B)(ii) to “return of the
corporation of the preceding taxable year”
includes the Federal income tax return as
amended, only if an amended Federal in-
come tax return has been filed before the
due date for an installment. As long as
a taxpayer has remaining estimated tax
installment payments to make during the
tax year and is basing the payments on
the preceding year return, the remaining
payments should be made based on the
most recent information the IRS has on
the preceding year return. This includes
the information on an amended return for
the preceding year filed before an install-
ment due date. Section 1.6655-1(g)(2)
of the final regulations retains this rule
but clarifies that the term “return for the
preceding taxable year” includes the Fed-
eral income tax return as amended only
if filed before the applicable installment
due date if an amended Federal income
tax return is filed for the preceding tax-
able year. If an amended Federal income
tax return is filed on or after an installment
due date, then the term “return for the pre-
ceding taxable year” does not include that
amended Federal income tax return with
respect to the installments due prior to the
time the amended Federal income tax re-
turn is filed. This rule applies regardless
of whether the IRS issues a notice of de-
ficiency prior to the filing of the amended
Federal income tax return.

2. Comments Concerning §1.6655-2
(Annualized Income Installment Method)
of the Proposed Regulations

As a general comment to the proposed
regulations, one commentator noted that
the estimated tax payment rules should
strive to provide the most accurate pic-
ture of annualized taxable income based on
facts known as of the end of an annualiza-
tion period. The IRS and Treasury Depart-
ment agree with this comment and recog-
nize that treating an annualization period
as a short taxable year does not necessar-
ily result in an accurate estimate of annual-
ized taxable income. The final regulations
make it clear that taxpayers may not deter-
mine taxable income for an annualization
period or an adjusted seasonal installment
period as though the period is a short tax-
able year.
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Consistent with the general rejection
of a short taxable year approach, the fi-
nal regulations recognize that certain types
of items that are generally incurred once
(or otherwise infrequently) during the tax-
able year or that are subject to special
exceptions, should not be annualized be-
cause doing so would create a distortion
in the estimate of annualized taxable in-
come. This approach also recognizes that
although distortions may occur in the an-
nualization process due to general fluctua-
tions in the timing of items of income and
deductions incurred throughout the year,
taxpayers should generally be permitted to
rely on such annualized estimates to the
extent the estimate is based upon informa-
tion available to the taxpayer as of the end
of the annualization period.

A commentator expressed concern that
the rules provided in the proposed regu-
lations were too mechanical and created
traps for the unwary. In response to this
comment, the final regulations provide
rules which are intended to produce a rea-
sonably accurate estimate of annualized
taxable income for estimated tax purposes
without imposing an undue compliance
burden on taxpayers. Specifically, the
final regulations address this general con-
cern by allowing taxpayers to make a
reasonably accurate allocation of certain
items of income or expense. However, a
taxpayer’s annualized taxable income for
estimated tax purposes is primarily based
on items of income and expense recog-
nized during the annualization period.
Therefore, the annualization method is as
inherently complex as computing taxable
income.

A. Reasonably accurate allocation

Commentators noted that many of the
rules provided in the proposed regulations
with respect to economic performance and
recurring expenses would create signifi-
cant administrative burdens, result in sim-
ilarly situated taxpayers being treated dif-
ferently, and did not further the underlying
goal of providing an accurate picture of an-
nualized taxable income.

The final regulations do not retain the
recurring expense rules provided in the
proposed regulations. The final regula-
tions provide special rules for specific
items of deduction that are routinely in-
curred on an annual basis or for which
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a special exception to the general ac-
counting rules exists. Given the nature
of these items, applying the general an-
nualization rules to these items could
result in a significant distortion in the
estimate of annualized taxable income.
These items include real property tax
deductions; employee and independent
contractor bonus compensation deduc-
tions (including the employer’s share of
employment taxes related to such com-
pensation); deductions under sections 404
(deferred compensation) and 419 (wel-
fare benefit funds); items allowed as a
deduction for the taxable year by reason of
section 170(a)(2) and §1.170A—-11(b) (cer-
tain charitable contributions by accrual
method corporations), §1.461-5 (recur-
ring item exception) or §1.263(a)-4(f)
(12-month rule); and items of deduction
designated by the Secretary by publication
in the Internal Revenue Bulletin (IRB)
(see §601.601(d)(2)(ii)(D)).

The final regulations require that these
specified items of deduction be allocated
in a reasonably accurate manner. The item
of deduction that must be allocated in a
reasonably accurate manner includes the
total amount of the item of deduction rec-
ognized by the taxpayer during the tax-
able year regardless of whether the item
is deemed to be paid or incurred during
the taxable year as a result of events that
occurred during the taxable year, after the
taxable year, or both. While a reason-
ably accurate allocation may permit cer-
tain items to be recognized in an annualiza-
tion period prior to being paid or incurred,
an amount may only be taken into account
to the extent the item of deduction is prop-
erly recognized by the taxpayer during the
taxable year. Therefore, taxpayers will be
subject to a section 6655 addition to tax for
an underpayment of estimated tax if an un-
derpayment results from a deduction the
taxpayer expected to be incurred but was
not ultimately recognized as a deduction
by the taxpayer in the computation of tax-
able income for that year.

The final regulations provide that an al-
location will be considered to be made in
areasonably accurate manner if the item is
allocated ratably throughout the tax year.
In addition, an allocation will be consid-
ered to be made in a reasonably accurate
manner to the extent it provides a reason-
able estimate of taxable income for the tax-
able year based upon the facts known as of
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the end of the annualization period. The
final regulations provide a list of some rel-
evant factors to be taken into consideration
in determining whether an allocation pro-
vides a reasonable estimate of taxable in-
come based upon facts known as of the end
of the annualization period. The IRS and
Treasury Department recognize that vari-
ous allocations may be considered to be
done in a reasonably accurate manner and
intend for taxpayers to have flexibility in
determining which allocation to use, par-
ticularly when use of a specific allocation
reduces administrative burdens on the tax-
payer. In general, allocations that are made
with the intent to distort will not be con-
sidered to have been made in a reasonably
accurate manner.

Many of the items of deduction which
are required to be allocated in a reason-
ably accurate manner include items that
may not have otherwise been allowed to
be taken into account by taxpayers (for
example, year-end bonus liabilities, items
paid after year end) under the general an-
nualization rules to the extent they were
deemed to be incurred in the last quarter
of the year. In this regard, the final regu-
lations provide a measure of relief to tax-
payers with respect to such items. The
final regulations provide that the Secre-
tary may designate in future IRB guidance
additional items of deduction that are re-
quired to be allocated in a reasonably ac-
curate manner. Taxpayers are encouraged
to bring items to the attention of the IRS
and Treasury Department that they believe
should be allocated in a reasonably accu-
rate manner rather than applying the gen-
eral annualization rules.

Commentators requested that tax-
payers be permitted to take the excep-
tions provided in section 170(a)(2) and
§1.170A-11(b) (certain charitable contri-
butions by accrual method corporations),
§1.461-5 (recurring item exception) or
§1.263(a)—4(f) (12-month rule) into ac-
count for purposes of determining items of
expense incurred during an annualization
period. As noted above, these exceptions
frequently apply either to expenses paid
annually or to expenses paid after the end
of the taxable year. The specific rules and
underlying intent of these exceptions do
not easily translate to the concept of an
annualization period. The final regula-
tions provide that items of expense that
utilize these exceptions will be considered
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to be properly taken into account if they
are allocated among annualization periods
in a reasonably accurate manner. There-
fore, the final regulations permit taxpayers
for estimated tax payment purposes to
allocate throughout the tax year items of
deduction recognized in the taxable year
as a result of these exceptions to the ex-
tent the allocation is made in a reasonably
accurate manner. The final regulations
adopt this approach in order to reduce the
complexity and burden associated with the
computation of estimate taxes by allowing
taxpayers to allocate these specific items
of expense in a reasonably accurate man-
ner while also preventing unintended dis-
tortions under the annualization method.

B. Net operating loss deductions

Several commentators addressed provi-
sions in the proposed regulations requiring
a net operating loss (NOL) deduction to be
taken into account in computing an annual-
ized installment after annualizing the tax-
able income for the annualization period.
One commentator argued that economic
performance with respect to an NOL car-
ryover has already occurred and therefore,
the NOL deduction should be taken into
account in computing an annualized in-
stallment before annualizing the taxable
income for the annualization period. An-
other commentator suggested that special
rules be provided for extraordinary items
such as NOL deductions noting the unique
nature of such items. Comments were also
received suggesting that NOL deductions
should be treated the same as any other de-
duction.

NOL deductions are different from
other items of deduction occurring
throughout the year in that there is no
anticipation that similar deductions will
recur throughout the year or in future
years. In this regard, NOL deductions
are more like extraordinary items. Treat-
ing NOL deductions in the same manner
as other recurring deductions would be
inconsistent with attempting to provide
a reasonably accurate picture of annual-
ized taxable income and could result in a
distorted estimate of annualized taxable
income similar to the distortions created by
the various techniques the regulations are
intended to prevent. The final regulations
treat a NOL deduction as an extraordinary
item that is treated as occurring on the
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first day of the taxable year and is taken
into account after annualization. As a
result of the final regulations, Rev. Rul.
67-93, 1967-1 C.B. 366, is removed. See
§601.601(d)(2)(ii)(b).

C. Credit carryovers

One commentator suggested that a
credit carryover should be taken into
account in computing an annualized in-
stallment before annualizing the taxable
income for the annualization period be-
cause economic performance has occurred
for the credit carryover. In general, tax-
payers annualize components of a credit
for the current taxable year to determine
the amount of a credit because the credit is
based on components for the current year.
However, credit carryovers are generally
based on the components for the entire
year in which the credit arose. Therefore,
the credit carryover already is computed
based on annualized components for the
year in which the credit arose. Because
a credit carryover is based on annualized
components, the final regulations provide
that a credit carryover must be taken into
account after determining the annualized
tax and before taking into account the ap-
plicable percentage for the annualization
period.

D. Credits incurred in an annualization
period and recaptured credits

One commentator suggested that the
final regulations provide that credits in-
curred in an annualization period are not
annualized. The commentator suggested
that annualization should be based on the
underlying basis for the credit. The com-
mentator also suggested that if a credit
is based on an item that is annualized in
computing the required installment for the
annualization period, the amounts should
be annualized in determining the amount
of the credit. Finally, the commentator
suggested that similar rules should apply
to the recapture of credits that are included
within the definition of tax.

Section 1.6655-2(f)(3)(iii) of the fi-
nal regulations provides that the items
upon which the credit is computed are
annualized pursuant to the provisions
of §1.6655-2(f)(1) and the amount of the
credit is computed based on the annualized
items. The amount of the credit is then de-
ducted from the annualized tax. For exam-
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ple, for an annualization period consisting
of three months in a full 12-month taxable
year, the items upon which the credit is
based that are taken into account for the
three-month period are multiplied by four,
the credit is determined, and the credit
reduces the annualized tax. Reducing the
annualized tax by a credit before taking
into account the applicable percentage is
consistent with the statutory definition of
tax provided in section 6655(g)(1) and
the annualized income installment method
provided in section 6655(e). In order to
clarify this rule, §1.6655-2(b)(1) of the
final regulations provides that tax means
tax after taking into account credits and
before applying the applicable percent-
age. These rules generally do not apply
to a credit recapture because, as discussed
in heading 1A of the preamble, a credit
recapture, such as a recapture provided
by section 50(a)(1)(A), is not taken into
account when determining the tax for an
annualized income installment for pur-
poses of section 6655.

E. Depreciation and amortization expense

One commentator requested clari-
fication on the alternative method in
§1.6655-2(f)(2)(v)(A) of the proposed
regulations. The proposed regulations
provide that a taxpayer may claim for an
annualization period at least a proportion-
ate amount of 50 percent of the taxpayer’s
estimated depreciation and amortization
(depreciation) expense for the current
taxable year attributable to assets that a
taxpayer had in service on the last day of
the preceding taxable year, that remain
in service on the first day of the current
taxable year, and that are subject to the
half-year convention. Several commen-
tators suggested that the regulations were
not clear on how a taxpayer determines
how much more than 50 percent may be
used and requested that the final regu-
lations provide criteria for making this
determination.

Another commentator suggested that
the general rule in §1.6655-2(f)(2)(v)(A)
of the proposed regulations for taking into
account depreciation was impractical for
many taxpayers because of the administra-
tive burdens associated with the compu-
tation of actual and expected depreciation
expense. The commentator also suggested
that the rule does not provide an alternative
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calculation methodology for assets subject
to a convention other than the half-year
convention or for intangible assets. The
commentator requested that the final reg-
ulations provide alternative computation
methodologies for all depreciable and
amortizable assets and allow taxpayers to
take into account section 179 deductions.
The commentator also requested that the
final regulations eliminate the alternative
rule in §1.6655-2(f)(2)(v)(A) of the pro-
posed regulations that allows taxpayers to
take into account a proportionate amount
of 50 percent of taxpayers’ current year
estimated depreciation expense. The com-
mentator requested that instead the final
regulations provide a safe harbor that al-
lows taxpayers to claim a proportionate
amount of 90 percent of the prior year
depreciation expense for all assets placed
in service in an earlier year.

By including the alternative rule in
§1.6655-2(f)(2)(v)(A) of the proposed
regulations, the IRS and Treasury Depart-
ment intended to illustrate the minimum
amount of depreciation a taxpayer is enti-
tled to take for a taxable year. In response
to the comments referenced above, the
final regulations do not include the alter-
native method in §1.6655-2(f)(2)(v)(A) of
the proposed regulations. The final regu-
lations provide a general rule that permits
taxpayers to estimate their annual depreci-
ation expense and include a proportionate
amount of such expense for annualiza-
tion purposes. The final regulations also
provide that, in determining the estimated
annual depreciation expense, a taxpayer
may take into account purchases, sales or
other dispositions, changes in use, addi-
tional first-year depreciation deductions,
and other similar events and provisions
that, based on all the relevant information
available as of the last day of the annu-
alization period (such as capital spending
budgets, financial statement data and pro-
jections, or similar reports that provide
evidence of the taxpayer’s capital spend-
ing plans for the current taxable year),
are reasonably expected to occur or apply
during the taxable year. The IRS and Trea-
sury Department believe that prescribing
special rules for depreciation is appropri-
ate because unlike many other deductions,
depreciation generally accrues ratably
throughout the taxable year. Therefore, in
contrast to the general annualization rules,
the final regulations require depreciation
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expense to be taken into account ratably
throughout the taxable year.

As an alternative to the general rule for
depreciation expense, the final regulations
provide two safe harbors. The first safe
harbor requires taxpayers to take into ac-
count for an annualization period a propor-
tionate amount of depreciation expense al-
lowed for the taxable year from: (1) as-
sets that were in service on the last day of
the prior taxable year, are in service on the
first day of the current taxable year, and
have not been disposed of during the annu-
alization period; (2) assets that were placed
in service during the annualization period
and have not been disposed of during that
period; and (3) assets that were in service
on the last day of the prior taxable year
and that are disposed of during the annual-
ization period. For purposes of additional
first-year depreciation deductions, the fi-
nal regulations provide that only a propor-
tionate amount of the current year’s addi-
tional first-year depreciation deduction to
be taken into account in determining a tax-
payer’s taxable income for the taxable year
is taken into account in computing taxable
income for an annualization period. In ad-
dition, the final regulations provide that
amounts that the taxpayer deducts under
section 179 or any similar provision, are
treated the same as additional first-year de-
preciation.

The second safe harbor included in the
final regulations provides that a taxpayer
may take into account a proportionate
amount of 90 percent of its preceding
year’s depreciation that is taken on its
Federal income tax return for the pre-
ceding taxable year. However, if the
taxpayer’s preceding taxable year is less
than 12 months (a short taxable year), the
amount of depreciation expense taken into
account for the preceding taxable year
must be put on an annualized basis. In
addition, a taxpayer must use whatever
depreciation safe harbor method it selects
under §1.6655-2(f)(3)(iv)(B) of the final
regulations for all depreciation deductions
within the annualization period for the an-
nualized income installment but may use
a different depreciation method provided
in §1.6655-2(f)(3)(iv) for each annual-
ized income installment during the taxable
year.
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F. Events arising after the installment due
date

One commentator requested that the fi-
nal regulations include examples of events
that would arise after the installment due
date that would be considered reasonably
unforeseeable to illustrate the rule pro-
vided in §1.6655-2(h) of the proposed
regulations. In considering the request
for more specific guidance as to what
constitutes an unforeseeable event, the
IRS and Treasury Department determined
that providing relief for certain unfore-
seeable events would more appropriately
be addressed through contemporaneous
guidance. Furthermore, the unforeseeable
event exception provided in the proposed
regulations was inherently subjective and
retaining such a rule would be difficult to
administer. In addition, certain provisions
in the final regulations allow events that
occur after the end of an annualization
period to be taken into account but only to
the extent the anticipated events actually
occur. Therefore, the final regulations do
not retain the unforeseeable event excep-
tion as provided in §1.6655-2(h) of the
proposed regulations.

The final regulations do permit taxpay-
ers in specific circumstances to take into
account transactions that are properly re-
flected in the taxpayer’s return for a par-
ticular year to be taken into account for
annualization purposes regardless of when
the underlying event giving rise to the item
occurs. For example, the final regulations
permit taxpayers to defer income related
to a transaction to which sections 1031 or
1033 may apply even if the replacement of
property required under sections 1031 or
1033 has not occurred as of the end of an
annualization period to the extent the tax-
payer has a reasonable belief that qualify-
ing replacement property will be acquired.

G. Items that substantially affect taxable
income but cannot be determined
accurately by the installment due date

Section 1.6655-2(g) of the proposed
regulations provides that in determining
the applicability of the annualized income
installment method or the adjusted sea-
sonal installment method, reasonable es-
timates may be made from existing data
for items that substantially affect income
if the amount of such items cannot be de-
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termined with reasonable accuracy by the
installment due date. Examples of these
items are the inflation index for taxpay-
ers using the dollar-value LIFO (last-in,
first-out) inventory method, intercompany
adjustments for taxpayers that file consoli-
dated returns, and the liquidation of a LIFO
layer at the installment date that the tax-
payer reasonably believes will be replaced
at the end of the year.

The IRS and Treasury Department be-
lieve that the language in §1.6655-2(g) of
the proposed regulations could be misin-
terpreted and broadly applied to items to
which the rule was not intended. The final
regulations provide that §1.6655-2(g) ap-
plies only to the items specifically listed.
These items include the inflation index
for taxpayers using the dollar-value LIFO
inventory method, adjustments required
under section 263A, intercompany adjust-
ments for taxpayers that file consolidated
returns, the liquidation of a LIFO layer
at the installment date that the taxpayer
reasonably believes will be replaced at the
end of the year, section 199 computations,
deferred gain under sections 1031 and
1033 that the taxpayer reasonably believes
will be replaced with qualifying property,
and to any other item specifically desig-
nated in guidance published in the Internal
Revenue Bulletin.

H. Taking into account a section 199
deduction

Commentators requested clarification
on how taxpayers using the annualized in-
come installment method (or the adjusted
seasonal installment method) should take
into account a section 199 deduction. One
commentator suggested that because the
section 199 deduction is calculated based
on income and expense items incurred
during the taxable year and has some char-
acteristics of a credit, the final regulations
should treat a section 199 deduction as a
credit. Commentators also suggested that
the final regulations require taxpayers to
annualize income and compute the section
199 deduction based on the annualized
amount. Another commentator requested
that the final regulations treat a section
199 deduction as an item that substantially
affects taxable income but cannot be accu-
rately determined by the installment due
date. The commentator requested that the
final regulations allow taxpayers to make
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a reasonable estimate of the section 199
deduction for purposes of determining the
proportionate amount that should be taken
into account in determining annualized
taxable income.

Although the section 199 deduction is
calculated based on income and expense
items incurred during the taxable year, the
section 199 deduction is a deduction and
not a credit. Therefore, a section 199 de-
duction must be taken into account to re-
duce taxable income, not to reduce tax.
Under the final regulations, a section 199
deduction is computed prior to annualiz-
ing the taxable income for the annualiza-
tion period. However, in recognition that
qualification for the section 199 deduction
is restricted by various annual limitations
that may not be known as of the end any
specific annualization period, the final reg-
ulations provide that a section 199 deduc-
tion should be treated as an item that sub-
stantially affects taxable income but can-
not be accurately determined by the install-
ment due date. Therefore, the final regula-
tions permit taxpayers to make a reason-
able estimate of the section 199 deduction
for purposes of determining the amount to
be taken into account in determining annu-
alized taxable income.

L. Section 263A expenses

One commentator suggested that the
proposed regulations do not provide rules
on how taxpayers should account for sec-
tion 263A adjustments to compute annu-
alized taxable income. The commentator
requested that the final regulations not re-
quire taxpayers to compute an actual sec-
tion 263A adjustment for an installment
period because this computation would
create a significant administrative burden
for taxpayers. The commentator also re-
quested that the final regulations provide
simplifying rules that allow taxpayers to
compute the section 263A adjustment for
an installment period by multiplying the
prior year’s absorption ratio by the inven-
tory on hand at the end of the annualization
period or by estimating the annual adjust-
ment and prorating it to each annualization
period.

Section 263A expenses are added to
the items covered by the rules provided in
§1.6655-2(g) of the final regulations for
items that substantially affect taxable in-
come but cannot be accurately determined
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by the installment due date. Therefore,
taxpayers may use reasonable estimates
from existing data with respect to the
amount of adjustments required under
section 263A if that amount cannot be
determined with reasonable accuracy by
the installment due date.

J. LIFO

One commentator noted that although
the proposed regulations provide simplify-
ing rules to determine the internal inflation
index for taxpayers using internal dollar-
value LIFO inventory methods, the pro-
posed regulations do not provide rules for
taxpayers to determine an external infla-
tion index under the inventory price index
computation (IPIC) LIFO method. The
commentator requested that the final reg-
ulations include a rule that allows taxpay-
ers to determine an estimated external in-
flation index by multiplying the prior year
inventory mix by the applicable inflation
index for the annualization period. The
commentator also requested that the final
regulations include a rule that allows a tax-
payer that elected to use final indices to
use preliminary indices if the final indices
for the appropriate month have not been
published. The dollar-value LIFO inven-
tory method includes the use of external
indexes, such as the IPIC LIFO method,
as well as internal indexes. Therefore, the
IRS and Treasury Department do not be-
lieve that a separate rule is necessary for
the use of external inflation indexes.

K. Advance payment

One commentator noted that the pro-
posed regulations do not address how a
taxpayer who defers revenue either un-
der §1.451-5(c) or Rev. Proc. 2004-34,
2004-1 C.B. 991, should account for an
advance payment to determine annualized
taxable income. Section 1.451-5(c) and
Rev. Proc. 2004-34 generally allow a
taxpayer to defer recognition of a quali-
fying advance payment for a limited time
but only to the extent that financial state-
ments also defer recognition of the income.
The commentator requested that the fi-
nal regulations include a rule that allows
a taxpayer using the deferral method un-
der §1.451-5(c) or Rev. Proc. 2004-34
to not recognize an advance payment as
income in the annualization period until
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the advance payment is recognized in the
taxpayer’s applicable financial statements
for the annualization period. The com-
mentator also requested that the final reg-
ulations allow a taxpayer using a defer-
ral method to recognize any portion of an
advance payment on the last day of the
taxable year in which the advance pay-
ment is required to be recognized under
§1.451-5(c) or Rev. Proc. 2004-34, if that
portion of the advance payment is not rec-
ognized in the taxpayer’s financial state-
ments for any of the annualization periods
arising within the limited time provided in
§1.451-5(c) or Rev. Proc. 2004-34. See
§601.601(d)(2)(i1)(b).

The IRS and Treasury Department
agree with the commentator that the fi-
nal regulations should specifically ad-
dress advance payments and that the
rule should be consistent with §1.451-5
and Rev. Proc. 2004-34. Pursuant to
§1.6655-2(f)(3)(1)(A) of the final regula-
tions, if the taxpayer uses the method of
accounting provided in §1.451-5(b)(1)(ii)
for an advance payment, the advance pay-
ment is includible in computing taxable
income under that method of accounting
except that, if §1.451-5(c) applies, any
amount not included in computing taxable
income by the end of the second taxable
year following the year in which a substan-
tial advance payment is received, and not
previously included in accordance with the
taxpayer’s accrual method of accounting,
is includible in computing taxable income
on the last day of such second taxable year.
In addition, §1.6655-2(f)(3)(i)(B) of the
final regulations provides that if the tax-
payer uses the deferral method provided in
section 5.02 of Rev. Proc. 2004-34 for an
advance payment, the advance payment
is includible in computing taxable income
under that method of accounting for an-
nualization purposes. But any amount not
included in computing taxable income by
the end of the taxable year succeeding
the taxable year of receipt is includible in
computing taxable income on the last day
of such succeeding taxable year. The final
regulations provide an example involving
an advance payment.

L. Extraordinary items

One commentator suggested that the
final regulations provide special treat-
ment for extraordinary items for purposes
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of computing annualized taxable income
and suggested that the regulations con-
sider the extraordinary items listed in
§1.1502-76(b)(2)(i1)(C). The commenta-
tor requested that the final regulations not
require taxpayers to take into account ex-
traordinary items under the general rules of
§1.6655-2(f) of the proposed regulations
because doing so would result in a distor-
tion of annualized taxable income. The
commentator requested that extraordinary
items be taken into account after annual-
izing taxable income. The commentator
requested that the final regulations pro-
vide that taxpayers begin to account for
extraordinary items in the annualization
period in which the extraordinary event
occurs or, alternatively, in the annualiza-
tion period in which it becomes reasonably
foreseeable that the extraordinary event
will occur. The commentator also re-
quested that the final regulations provide
an exclusive list of extraordinary items by
referring to the list of extraordinary items
in §1.1502-76(b)(2)(ii)(C) with certain
modifications.

The IRS and Treasury Department
agree with the commentator that the an-
nualization of extraordinary items could
result in a distortion of annualized taxable
income. The final regulations include a list
of extraordinary items similar to the items
in §1.1502-76(b)(2)(ii)(C). Included in
the list of extraordinary items in the final
regulations are NOL deductions and sec-
tion 481(a) adjustments. In addition, the
final regulations also provide a de minimis
rule wherein only extraordinary items in
excess of $1,000,0000 will be required to
be accounted for after annualizing taxable
income. However, this de minimis rule
does not apply to NOL deductions and
section 481(a) adjustments.

M. Section 481(a) adjustments

The rule in §1.6655-2(f)(2)(iv) of
the proposed regulations provides that
a taxpayer takes into account a section
481(a) adjustment related to an automatic
accounting method change during an an-
nualization period only if a copy of the
Form 3115, “Application for Change in
Accounting Method”, has been mailed
to the IRS National Office on or before
the last day of the annualization period.
One commentator suggested that the rule
provided by §1.6655-2(f)(2)(iv) of the
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proposed regulations creates administra-
tive burdens for taxpayers, is inconsistent
with the depreciation and amortization
rules provided in §1.6655-2(f)(2)(v) of
the proposed regulations, and could re-
sult in the filing of incomplete Forms
3115. The commentator suggested that
the rule in §1.6655-2(f)(2)(iv)(B)({) of
the proposed regulations causes an admin-
istrative burden by requiring taxpayers to
recompute taxable income using a differ-
ent method of accounting than would be
used to calculate taxpayers’ tax provision
for financial accounting purposes, which
generally allows taxpayers to take into
account section 481(a) adjustments for
an automatic accounting method change
if they anticipate that the change will be
timely filed. The commentator also sug-
gested that if the final regulations adopt
the rule in §1.6655-2(f)(2)(v) of the pro-
posed regulations that allows taxpayers to
anticipate capital expenditures to estimate
depreciation expense for an annualization
period, the final regulations should pro-
vide a similar rule for automatic account-
ing method changes by allowing taxpayers
to take into account section 481(a) adjust-
ments resulting from anticipated filings
for automatic accounting method changes.

The final regulations provide that, in
general, any section 481(a) adjustment
that results from a change in accounting
method that is approved by the Com-
missioner and properly reflected in the
taxpayer’s return for the tax year is taken
into account as an extraordinary item
deemed to occur on the first day of the
tax year for annualization purposes. The
final regulations provide that a section
481(a) adjustment may be taken into ac-
count in this manner notwithstanding (i)
the annualization period in which the
Form 3115 is filed (including requests
filed after year-end), (ii) whether the re-
quested change in accounting method is
considered an automatic or non-automatic
accounting method change request, (iii)
whether the section 481(a) adjustment is
positive or negative, and (iv) the date on
which the taxpayer receives the approval
of the Commissioner. In allowing for a
section 481(a) adjustment to be taken into
account in this manner, taxpayers should
be aware that they will be subject to a
section 6655 addition to tax for an under-
payment of estimated tax in an installment
period caused from taking into account
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a section 481(a) adjustment the taxpayer
expected to be incurred but for which the
taxpayer does not receive the consent of
the Commissioner to change its method
of accounting for that particular tax year.
The final regulations also provide an ex-
ception to the general rule. Under the
exception a taxpayer may choose to treat
the filing of a Form 3115 as the date on
which the extraordinary item is deemed to
occur rather than the first day of the tax
year but only with respect to the section
481(a) adjustment (or a portion thereof)
that is recognized in the year of change.
Use of this exception will impact the pe-
riod in which the taxpayer will be required
to take into account the new method of
accounting as provided in §1.6655-6.

N. Simplify the 52/53 week taxable year
rules

One commentator suggested that the
52/53 week taxable year rules provided
by §1.6655-2(e) of the proposed regu-
lations are too complex and administra-
tively burdensome. The commentator
suggested that the final regulations not in-
clude the 52/53 week taxable year rules in
§1.6655-2(e) of the proposed regulations
and rely on the general concept of an-
nualization. The commentator suggested
that taxpayers with 52/53 week taxable
years under section 441(f) know how
to annualize their applicable annualiza-
tion period without the rules provided by
§1.6655-2(e) of the proposed regulations.

The purpose of the annualized income
installment method is to give taxpayers
a method of determining annualized in-
come based on the actual facts that oc-
cur in the annualization period. Therefore,
with limited exceptions, the IRS and Trea-
sury Department drafted the proposed reg-
ulations and these final regulations to pro-
vide rules that only allow taxpayers to take
into account items of income and expense
that arise in the applicable annualization
period. The IRS and Treasury Depart-
ment recognize that the 52/53 week tax-
able year rules provided by §1.6655-2(¢)
of the proposed regulations are complex.
Although the final regulations retain the
52/53 week taxable year rules provided by
§1.6655-2(e) of the proposed regulations,
the final regulations also provide a safe
harbor that allows a taxpayer with a 52/53
week taxable year to determine its annu-
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alization period on the month that ends
closest to the end of its applicable thir-
teen-week period or four-week period that
ends within the applicable annualization
period. However, an eligible taxpayer may
only use this safe harbor if it is used for de-
termining annualization periods for all re-
quired installments for the taxable year.

O. Controlled foreign corporations,
partnerships, and other pass-through
entities

One commentator suggested that the fi-
nal regulations provide rules on how tax-
payers should take into account distribu-
tions from a section 936 corporation or
a controlled foreign corporation to deter-
mine annualized taxable income for an in-
stallment period. The commentator also
suggested that the final regulations pro-
vide rules on how taxpayers should take
into account a distributive share of income
from passthrough entities other than part-
nerships, such as trusts, S corporations,
and real estate investment trusts (REITS),
to determine annualized taxable income
for an installment period. The commen-
tator requested that the final regulations
expand the scope of §1.6655-2(f)(2)(vi)
of the proposed regulations to incorporate
the statutory provisions for section 936(h),
section 951(a), and closely held REITs,
and also provide rules to take into account
the distributive share of income received
from other types of passthrough entities.

Section 1.6655-2(f)(3)(v) of the fi-
nal regulations expands the rule in
§1.6655-2(f)(2)(vi) of the proposed
regulations to provide for the statutory
rules in section 6655(e)(4) and section
6655(e)(5) for taking into account sub-
part F income, income under section
936(h), and dividends received by closely
held REITs when computing any annu-
alized income installment. In addition,
§1.6655-2(H)(3)(v)(D) adds a rule that
requires items from passthrough entities
other than partnerships and closely held
REITs to be taken into account in comput-
ing any annualized income installment in a
manner similar to the manner under which
partnership items are taken into account
under §1.6655-2(f)(3)(v)(A) of the final
regulations.
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3. Comments Concerning §1.6655-3
(Adjusted Seasonal Installment Method)
of the Proposed Regulations

A. Adjusted seasonal installment method
and alternative minimum tax

One commentator suggested that the
determination of whether a corporation
qualifies for the adjusted seasonal install-
ment method under section 6655(e)(3),
and the amount of the required installment
under this method, is based only on the
corporation’s taxable income and tax on
that taxable income. The commentator
requested that the final regulations clarify
that a corporation using the adjusted sea-
sonal installment method is only required
to make estimated tax payments with re-
spect to taxable income and tax on that
taxable income, and not on the alternative
minimum tax (AMT) or any other tax.
Any required installment must include
AMT because AMT is included in the
definition of tax in section 6655(g)(1) and
§1.6655-1(g)(1) of the final regulations.
Including AMT in the determination of
tax is consistent with the general annu-
alization method and adjusted seasonal
installment method and recognizes the
overall separate and parallel nature of the
AMT. Therefore, §1.6655-3(d)(4) of the
final regulations provides that the amount
of an installment determined using the ad-
justed seasonal installment method must
properly take into account the amount of
any AMT under section 55 that would ap-
ply for the period of the computation. For
this purpose, the amount of any AMT that
would apply is determined by applying
to alternative minimum taxable income,
tentative minimum tax, and AMT, the
rules provided in §1.6655-3(c) of the final
regulations for determining the amount of
an installment using the adjusted seasonal
installment method.

B. Adjusted seasonal installment method
base period percentage

Section 6655(e)(3)(D)(i) provides that
the base period percentage for any pe-
riod of months is the average percent that
the taxable income for the corresponding
months in each of the 3 preceding taxable
years bears to the taxable income for the
3 preceding taxable years. One commen-
tator requested that the final regulations
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clarify whether the base period percentage
provided in §1.6655-3(d)(1) of the pro-
posed regulations can be negative.

The rule provided in section
6655(e)(3)(D)(i) requires that the base
period percentage be computed based on
taxable income. The rule does not pro-
vide that taxpayers take into account a
loss. Therefore, a taxpayer can never have
a negative base period percentage. The
lowest number the base period percentage
can equal is zero. Section 1.6655-3(d)(1)
of the final regulations provides that the
base period percentage is computed based
on taxable income, which the IRS and
Treasury Department believe provides a
clear rule that an overall loss for the appli-
cable period of months used to calculate
the base period percentage cannot be used
to compute the base period percentage.
If a taxpayer has an overall loss for an
applicable period of months used in the
computation of the base period percent-
age, the taxpayer must use zero in place of
the loss.

4. Comments Concerning §1.6655—4
(Large Corporations) of the Proposed
Regulations

A. Section 381 transactions to determine
large corporation status

One commentator requested that the
final regulations modify the rules in
§1.6655—4(c)(2) of the proposed regu-
lations to clarify that, when computing
taxable income for a year in which there
is a section 381 transaction to determine
if a corporation is a large corporation, the
adjustment for the section 381 transaction
relates only to the portion of taxable in-
come applicable to the transferred assets.

Generally, for a transaction to qualify
under section 381, an acquiring corpo-
ration must acquire a majority of the
assets of the acquired corporation. Section
1.6655-4(c)(2) of the proposed regula-
tions provides that when determining if
a corporation is a large corporation for a
taxable year in which a section 381 trans-
action occurs, an acquiring corporation
must include in its income the distributor
or transferor corporation’s income for the
taxable year up to and including the date
of distribution or transfer. This rule re-
quires the acquiring corporation to include
100 percent of the distributor or transferor
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corporation’s taxable income (or loss) in
the acquiring corporation’s income even
if the acquiring corporation acquires less
than 100 percent of the assets of the dis-
tributor or transferor corporation as long
as section 381 applies to the transaction.
The final regulations do not include a
rule providing that the adjustment for a
section 381 transaction relates only to the
portion of taxable income applicable to
the transferred assets when computing
taxable income for a year in which there
is a section 381 transaction to determine
if a corporation is a large corporation.
The IRS and Treasury Department believe
that such a rule would be unnecessarily
complex considering that the rule in the
proposed regulations is both taxpayer fa-
vorable (if there are losses of the distribu-
tor or transferor corporation) and taxpayer
unfavorable (if there is taxable income of
the distributor or transferor corporation)
and considering that in these transactions,
the acquiring corporation generally ac-
quires a majority of the distributor or
transferor corporation’s assets. However,
§1.6655-4(c)(2)(i)(B) of the final regu-
lations amends §1.6655-4(c)(2)(i)(B) of
the proposed regulations to clarify that an
acquiring corporation takes into account
the distributor or transferor corporation’s
taxable income or loss for purposes of de-
termining whether a corporation is a large
corporation for a taxable year in which a
section 381 transaction occurs.

B. Aggregation

One commentator suggested that the
rule provided by §1.6655-4(d)(2) of the
proposed regulations, which does not
allow taxpayers to take into account a
taxable loss of a member of a controlled
group of corporations for a taxable year
during the testing period, results in a dis-
torted view of the taxable income of the
controlled group of corporations. The
commentator requested that the final regu-
lations modify the rule in §1.6655-4(d)(2)
of the proposed regulations to allow tax-
payers to take into account losses of a
member of a controlled group of cor-
porations when determining whether a
corporation is considered a large taxpayer
because this is consistent with the princi-
ples for the computation of consolidated
taxable income.
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Section 6655(g)(2)(B)(ii) requires that
the $1,000,000 exemption be divided
among members of a controlled group
under rules similar to the rules of section
1561. The purpose of the statute is to
limit members of a controlled group, as
an aggregate, to $1,000,000 of exemption
from large corporation treatment. The
aggregation rule in §1.6655-4(d)(2) is
intended to allow a controlled group to
quickly determine whether the controlled
group must allocate the $1,000,000 limi-
tation among the members of the group.
It is not intended to treat the controlled
group as a single taxpayer, in which all
members of the group will be treated as
a large corporation, if the taxable income
of the controlled group, as an aggregate,
is over $1,000,000. Thus, for example, if
member A of a controlled group had tax-
able income of $900,000 and member B of
the group had taxable income greater than
$1,000,000, the controlled group could
choose to allocate $900,000 to member A
so that member A will not be treated as
a large corporation, but member B would
be treated as a large corporation no matter
how much of the $1,000,000 limitation is
allocated to member B. This is consistent
with the rules under section 1561.

5. Comments Concerning §1.6655-5
(Short Taxable Years) of the Proposed
Regulations

A. Taxpayer’s initial taxable year

One commentator noted that a taxpayer
is not required to choose its taxable year
until it files a tax return on its chosen ba-
sis in accordance with §1.441-1(c)(1).
The commentator requested that the
final regulations modify the rule in
§1.6655-5(c)(1)(ii) of the proposed regu-
lations to provide that a taxpayer will not
be penalized if, in its initial taxable year, it
makes estimated tax payments based on a
presumption that the taxpayer will have a
taxable year that is a calendar year even if
the taxpayer subsequently chooses a fiscal
year.

Because a taxpayer has until the date it
files its initial tax return to choose its tax-
able year, the final regulations modify the
rule in §1.6655-5(c)(1)(ii) of the proposed
regulations to allow a taxpayer with an ini-
tial short taxable year to make estimated
tax payments as though it chose to be a cal-
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endar year taxpayer until the taxpayer files
its return for its initial short taxable year.
Pursuant to this modified rule, a taxpayer
with an initial short taxable year may make
estimated tax payments as though it were a
calendar year taxpayer until it files its tax
return for its initial taxable year.

B. Taxpayer’s final taxable year

One commentator suggested that
§§1.6655-5(d)(1), 1.6655-5(d)(2), and
1.6655-5(d)(3) of the proposed regula-
tions provide rules that may require tax-
payers with short taxable years to make in-
stallment payments based on an applicable
percentage that is more than the standard
25 percent per installment period. The
commentator suggested that these rules
may result in a section 6655 addition to tax
being imposed on a taxpayer who makes
annualization payments based on 25 per-
cent of its annualized tax and later in the
year discovers that, due to an unforeseen
termination of its tax year, it should have
made its annualization payments based on
a higher applicable percentage because it
will have fewer than four installment pay-
ments. The commentator also suggested
that the rule in §1.6655-2(h) of the pro-
posed regulations, which addresses events
arising after an installment due date that
were not reasonably foreseeable, does not
appear to protect a taxpayer that makes an
installment payment based on 25 percent
of its annualized tax and later discovers
that it should have based its installment
payment on a higher applicable percentage
because it had an unforeseen termination
of its tax year resulting in a short taxable
year. The commentator requested that
the final regulations revise the rules in
§§1.6655-5(d)(1), 1.6655-5(d)(2), and
1.6655-5(d)(3) of the proposed regula-
tions so that payments made for an install-
ment period in a short taxable year do not
exceed 25 percent. As an alternative, the
commentator requested that the final reg-
ulations revise the rules in §1.6655-2(h)
of the proposed regulations to allow a
taxpayer with an unexpected termination
of its tax year to make a payment with
its final required installment equal to the
remaining portion of 100 percent of its re-
quired annual payment to avoid a penalty
on its earlier required installments.

A taxpayer should not be penalized
for making payments based on the appli-
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cable percentage of 25 percent for each
installment period when it does not know
that it will have an early termination year
that will result in it making less than
four installment payments. Therefore,
§1.6655-5(d)(4) of the final regulations
provides a rule addressing the applica-
ble percentage for an installment period
in which the taxpayer does not reason-
ably expect that the taxable year will be
an early termination year. In the case of
any required installment determined un-
der section 6655(e) in which the taxpayer
does not know that the taxable year will be
an early termination year, the applicable
percentage under section 6655(e)(2)(B)(ii)
and §1.6655-5(d)(3)(i) of the final regula-
tions is the applicable percentage for each
installment period with the remaining bal-
ance of the estimated tax payment for the
year due with the final installment.

C. Internal Revenue Manual provisions
and annualizing taxable income in an
initial or final taxable year

One commentator noted that Internal
Revenue Manual Part 20.1.3.6.3(2) pro-
vides that a corporation filing a short pe-
riod return that is either an initial or final
return is not required to annualize its tax-
able income to compute the penalty. The
commentator requested that the final regu-
lations clarify this rule.

The rule in IRM 20.1.3.6.3(2) provides
that if a taxpayer has a short taxable year
that is either an initial or final year, the
taxpayer should not annualize its taxable
income based on a full 12 month period.
Instead, the taxpayer should annualize
its taxable income based on the num-
ber of months in the short taxable year.
This rule was intended to be provided in
§1.6655-5(g)(2) of the proposed regula-
tions. However, the computational rule
in §1.6655-5(g)(2) of the proposed reg-
ulations is incorrect and does not result
in the computation of the correct amount
for every installment payment during a
short taxable year. The final regulations
revise the rule in §1.6655-5(g)(2) of the
proposed regulations to provide that a
taxpayer computes its annualized income
installment by determining the tax on the
basis of the annualized income for the an-
nualization period, dividing the resulting
tax by 12, multiplying that result by the
number of months in the short taxable year,
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and finally multiplying that result by the
applicable percentage for the annualized
income installment. The final regulations
also revise an example to reflect the new
computational rule.

D. Preceding taxable year rule for large
corporations when the preceding taxable
year is a short year

One commentator suggested that the
rule provided in §1.6655-5(h) of the
proposed regulations, which requires tax-
payers to compute the preceding year tax
on an annual basis if the preceding taxable
year was a short taxable year when using
section 6655(d)(2) to determine their first
installment, is not authorized by section
6655. Consistent with §1.6655-1(g)(3),
the final regulations do not adopt the rule
provided in §1.6655-5(h) of the proposed
regulations.

6. Change in method of accounting

The rule in §1.6655-6(b) of the pro-
posed regulations provides that if a tax-
payer is making a change in method of
accounting for the current taxable year
that is permitted to be made with the au-
tomatic consent of the Commissioner,
the new method is used in determining
any required installment if, and only if, a
copy of the Form 3115 has been mailed
to the IRS National Office on or before
the last day of the annualization period.
One commentator suggested that the rule
provided by §1.6655-6(b) of the proposed
regulations creates administrative burdens
for taxpayers, is inconsistent with the de-
preciation and amortization rules provided
in §1.6655-2(f)(2)(v) of the proposed reg-
ulations, and could result in the filing of
incomplete Forms 3115. The commenta-
tor suggested that the rule in §1.6655-6(b)
of the proposed regulations causes an ad-
ministrative burden by requiring taxpayers
to recompute taxable income using a dif-
ferent method of accounting than would be
used to calculate taxpayers’ tax provision
for financial accounting purposes, which
generally allows taxpayers to take into
account an automatic accounting method
change if they anticipate that the change
will be timely filed.

Consistent with the rules for section
481(a) adjustments as discussed in heading
(2)(M) above, the final regulations require
a taxpayer to take into account any change
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in method of accounting for which the tax-
payer has received the consent of the Com-
missioner in the same manner the taxpayer
chooses to treat the section 481(a) adjust-
ment resulting from such a change (for ex-
ample, as of the first day of the taxable
year or as of the date the Form 3115 was
filed). For a change in accounting method
that does not result in a section 481(a) ad-
justment, the final regulations provide that
in the year of change the taxpayer will have
the choice for annualization purposes to ei-
ther use the new method as of the first day
of the taxable year or as of the date the
Form 3115 was filed.

Effect on Other Documents

The following publications are obsolete
for tax years beginning after September 6,
2007:

Revenue Ruling 67-93, 1967-1 C.B.
366.

Revenue Ruling 76450, 1976-2 C.B.
444,

Revenue Ruling 78-257, 1978-1 C.B.
440.

Revenue Ruling 67-93, 1967-1 C.B.
366, provides that the entire amount of a
net operating loss carryover should be de-
ducted from income prior to annualization
under the annualized income installment
method. The rationale underlying the con-
clusion in Rev. Rul. 67-93 was based on
the position that each annualization period
should be treated as a short taxable year.
The final regulations specifically provide
that an annualization period is not treated
as a short taxable year. Therefore, Rev.
Rul. 67-93 will be removed when the final
regulations are effective.

Revenue Ruling 76450, 1976-2 C.B.
444, provides that state property tax and
franchise tax are deductible from the in-
come for an annualization period on the
date the taxpayer accrues the taxes under
the taxpayer’s method of accounting. Rev-
enue Ruling 76-450 was issued prior to
the enactment of section 461(h) and does
not take into account the application of
the economic performance requirements
of section 461(h) for purposes of comput-
ing an estimated tax payment using the an-
nualized income installment method. The
final regulations provide specific rules re-
lated to address the application of section
461(h) and real property taxes for pur-
poses of the annualized income installment
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method. As aresult of the rules provided in
the final regulations, Rev. Rul. 76—450 is
no longer applicable and will be removed
when the final regulations are effective.
See §601.601(d)(2)(ii)(b).

Revenue Ruling 78-257, 1978-1 C.B.
440, provides that the term tax, as defined
in section 6655, includes the amount of
tax resulting from the recomputation of a
prior year’s investment credit at the appli-
cable rate for the current year. In Rev. Rul.
78-257, a corporation incurred a net oper-
ating loss in 1975 but showed an amount
of tax from the recomputation of the prior
year’s investment credit. For 1976 the cor-
poration had a liability for income tax but
made no deposits of estimated tax, rely-
ing on the former provision in section 6655
that allowed a taxpayer to base its esti-
mated tax payments on an amount equal
to the tax computed at the rates applica-
ble to the taxable year but otherwise on
the basis of the facts shown on the return
of the corporation for, and the law appli-
cable to, the preceding taxable year. The
revenue ruling concludes that the corpora-
tion was subject to an addition to tax for the
underpayment of estimated tax because it
failed to pay on or before the prescribed in-
stallment due dates an amount equal to the
tax resulting from the recomputation of the
prior year’s investment credit. However,
as discussed in heading (1)(A) of the pre-
amble, based on the holding in Berkshire
Hathaway, Inc. v. United States, 802 F.2d
429 (Fed. Cir. 1986), §1.6655-1(g)(1)(iii)
of the final regulations provides that, un-
less otherwise provided, for purposes of
the definition of fax as used in section
6655, a recapture of tax, such as a recap-
ture provided by section 50(a)(1)(A) and
any other similar provision, is not con-
sidered to be a tax imposed by section
11. Therefore, Rev. Rul. 78-257 is
no longer applicable and will be removed
when the final regulations are effective.
See §601.601(d)(2)(ii)(b).

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. Except with respect to
§1.6655-5, which deals with the rules ap-
plicable to a short taxable year, it has been
determined that section 553(b) of the Ad-
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ministrative Procedure Act (5 U.S.C. chap-
ter 5) does not apply to these regulations
and, because these provisions do not im-
pose a collection of information on small
businesses, the Regulatory Flexibility Act
(5 U.S.C. chapter 6) does not apply. With
respect to §1.6655-3, it is hereby certified
that this provision of the regulations will
not have a significant economic impact
on a substantial number of small entities.
This certification is based on the fact that
not many small businesses are going to be
subject to the short taxable year rules be-
cause: (1) existing small businesses gen-
erally are not targets of mergers and ac-
quisitions, which result in a short taxable
year; (2) start-up small businesses with a
short taxable year of less than four months
do not have to pay estimated taxes; and (3)
start-up small businesses with a short tax-
able year of four months or more are not
likely to have taxable income that would
be subject to the corporate estimated tax
rules. Therefore, a Regulatory Flexibility
Analysis under the Regulatory Flexibility
Act (5 U.S.C. chapter 6) is not required.
Pursuant to section 7805(f) of the Inter-
nal Revenue Code, the notice of proposed
rulemaking preceding this regulation was
submitted to the Chief Counsel for Advo-
cacy of the Small Business Administration
for comment on its impact on small busi-
nesses.

Drafting Information

The principal authors of these regu-
lations are Joseph P. Dewald, formerly
of the Office of Associate Chief Coun-
sel (Procedure and Administration), and
Timothy S. Sheppard, Office of Associate
Chief Counsel (Procedure and Adminis-
tration).
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Adoption of Amendments to the
Regulations

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

PART 1—INCOME TAXES

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

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

Section 1.6655-5 also issued under 26
U.S.C. 6655(31)(2). * * *
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Par. 2. In §1.56-0 the heading for para-
graph (e)(5) is added to read as follows:

§1.56-0 Table of contents to §1.56—1,
adjustment for book income of
corporations.

% %k ok %k %

(e) k ok sk

(5) Effective/applicability date.

Par. 3. Section 1.56-1(e)(4) is revised
and paragraph (e)(5) is added to read as
follows:

§1.56—1 Adjustment for the book income
of corporations.

kok ok ok ook

(e) * * *

(4) Estimating the book income adjust-
ment for purposes of the estimated tax lia-
bility. See §1.6655-7, as contained in 26
CFR part 1 revised as of April 1, 2007,
for special rules for estimating the corpo-
rate alternative minimum tax book income
adjustment under the annualization excep-
tion.

(5) Effective/applicability date. Para-
graph (e)(4) of this section is applicable for
taxable years beginning after September 6,
2007.

§§1.6154-1, 1.6154-2, 1.6154-3,
1.6154-4, and 1.6154-5 [Removed]

Par. 4. Sections 1.6154-1, 1.6154-2,
1.6154-3, 1.6154—4, and 1.6154-5 are re-
moved.

Par. 5. Section 1.6425-2(a) is revised
and paragraph (c) is added to read as fol-
lows:

§1.6425-2 Computation of adjustment of
overpayment of estimated tax.

(a) Income tax liability defined. For
purposes of §1.6425-1, this section,
§§1.6425-3 and 1.6655-7, relating to
excessive adjustment, the term income tax
liability means the excess of—

(1) The sum of—

(i) The tax imposed by section 11 or
1201(a), or subchapter L of chapter 1 of
the Internal Revenue Code, whichever is
applicable; plus

(i1) The tax imposed by section 55; over

(2) The credits against tax provided by
part IV of subchapter A of chapter 1 of the
Internal Revenue Code.
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(¢) Effective/applicability date. Para-
graph (a) of this section is applicable
to applications for adjustments of over-
payments of estimated income tax that
are filed in taxable years beginning after
September 6, 2007.

Par. 6. Section 1.6425-3 is amended by
revising paragraph (f) to read as follows:

§1.6425-3 Allowance of adjustments.

* ok ok ok ook

(f) Effect of adjustment. (1) For pur-
poses of all sections of the Internal Rev-
enue Code except section 6655, relating
to additions to tax for failure to pay esti-
mated income tax, any adjustment under
section 6425 is to be treated as a reduc-
tion of prior estimated tax payments as of
the date the credit is allowed or the re-
fund is paid. For the purpose of sections
6655(a) through (g), (i), and (j), credit or
refund of an adjustment is to be treated as if
not made in determining whether there has
been any underpayment of estimated in-
come tax and, if there is an underpayment,
the period during which the underpayment
existed. However, an excessive adjust-
ment under section 6425 is taken into ac-
count in applying the addition to tax under
section 6655(h).

(2) For the effect of an excessive adjust-
ment under section 6425, see §1.6655-7.

(3) Effective/applicability date: This
paragraph (f) is applicable to applications
for adjustments of overpayments of esti-
mated income tax that are filed in taxable
years beginning after September 6, 2007.

Par. 7. Section 1.6655-0 is added to
read as follows:

§1.6655-0 Table of contents.

This section lists the table of contents
for §§1.6655-1 through 1.6655-7.

§1.6655—1 Addition to the tax in the case
of a corporation.

(a) In general.

(b) Amount of underpayment.

(c) Period of the underpayment.

(d) Amount of required installment.

(1) In general.

(2) Exception.

(e) Large corporation required to pay
100 percent of current year tax.

(1) In general.
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(2) May use last year’s tax for first in-
stallment.

(f) Required installment due dates.

(1) Number of required installments.

(2) Time for payment of installments.

(i) Calendar year.

(i) Fiscal year.

(iii) Short taxable year.

(iv) Partial month.

(g) Definitions.

(h) Special rules for consolidated re-
turns.

(i) Overpayments applied to subsequent
taxable year’s estimated tax.

(1) In general.

(2) Subsequent examinations.

(j) Examples.

(k) Effective/applicability date.

§1.6655-2 Annualized income installment
method.

(a) In general.

(b) Determination of annualized in-
come installment—in general.

(c) Special rules.

(1) Applicable percentage.

(2) Partial month.

(3) Annualization period not a short tax-
able year.

(d) Election of different annualization
periods.

(e) 52-53 week taxable year.

(f) Determination of taxable income for
an annualization period.

(1) In general.

(i) Items of income.

(i1) Items of deduction.

(iii) Losses.

(2) Certain deductions required to be
allocated in a reasonably accurate manner.

(i) In general.

(ii) Application of the reasonably accu-
rate manner requirement to certain char-
itable contributions, recurring items, and
12-month rule items.

(iii)) Reasonably accurate manner de-
fined.

(iv) Special rule for certain real prop-
erty tax liabilities.

(v) Examples.

(3) Special rules.

(i) Advance payments.

(A) Advance payments
§1.451-5(b)(1)(ii).

(B) Advance payments under Rev.
Proc. 2004-34.

(ii) Extraordinary items.

under
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(A) In general.

(B) De minimis extraordinary items.

(C) Special rules for net operating
loss deductions and section 481(a) adjust-
ments.

(iii) Credits.

(A) Current year credits.

(B) Credit carryovers.

(iv) Depreciation and amortization.

(A) Estimated annual depreciation and
amortization.

(B) Safe harbors.

(1) Proportionate
lowance.

(2) 90 percent of preceding year’s de-
preciation.

(3) Safe harbor operational rules.

(C) Short taxable years.

(v) Distributive share of items.

(A) Member of partnership.

(B) Treatment of subpart F income and
income under section 936(h).

(1) General rule.

(2) Prior year safe harbor.

(i) General rule.

(if) Special rule for noncontrolling
shareholder.

(C) Dividends from closely held real
estate investment trust.

(1) General rule.

(2) Closely held real estate investment
trust.

(D) Other passthrough entities.

(vi) Alternative minimum taxable in-
come exemption amount.

(vii) Examples.

(g) Items that substantially affect tax-
able income but cannot be determined ac-
curately by the installment due date.

(1) In general.

(2) Example.

(h) Effective/applicability date.

depreciation al-

§1.6655-3 Adjusted seasonal installment
method.

(a) In general.

(b) Limitation on application of section.

(c) Determination of amount.

(d) Special rules.

(1) Base period percentage.

(2) Filing month.

(3) Application of the rules related
to the annualized income installment
method to the adjusted seasonal install-
ment method.

(4) Alternative minimum tax.

(e) Example.
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(f) Effective/applicability date.
§1.6655—4 Large corporations.

(a) Large corporation defined.

(b) Testing period.

(c) Computation of taxable income dur-
ing testing period.

(1) Short taxable year.

(2) Computation of taxable income in
taxable year when there occurs a transac-
tion to which section 381 applies.

(d) Members of controlled group.

(1) In general.

(2) Aggregation.

(3) Allocation rule.

(4) Controlled group members.

(e) Effect on a corporation’s taxable in-
come of items that may be carried back or
carried over from any other taxable year.

(f) Consolidated returns. [Reserved]

(g) Example.

(h) Effective/applicability date.

§1.6655-5 Short taxable year.

(a) In general.

(b) Exception to payment of estimated
tax.

(c) Installment due dates.

(1) In general.

(i) Taxable year of at least four months
but less than twelve months.

(i1) Exceptions.

(2) Early termination of taxable year.

(i) In general.

(i1) Exception.

(d) Amount due for required install-
ment.

(1) In general.

(2) Tax shown on the return for the pre-
ceding taxable year.

(3) Applicable percentage.

(4) Applicable percentage for install-
ment period in which taxpayer does not
reasonably expect that the taxable year will
be an early termination year.

(e) Examples.

(f) 52 or 53 week taxable year.

(g) Use of annualized income or sea-
sonal installment method.

(1) In general.

(2) Computation of annualized income
installment.

(3) Annualization period for final re-
quired installment.

(4) Examples.

(h) Effective/applicability date.
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§1.6655—-6 Methods of accounting.

(a) In general.

(b) Accounting method changes.
(c) Examples.

(d) Effective/applicability date.

§1.6655-7 Addition to tax on account of
excessive adjustment under section 6425.

Par. 8. Sections 1.6655-1 and
1.6655-2 are revised to read as follows:

§1.6655—1 Addition to the tax in the case
of a corporation.

(a) In general. Section 6655 imposes an
addition to the tax under chapter 1 of the
Internal Revenue Code in the case of any
underpayment of estimated tax by a corpo-
ration. An addition to tax due to the under-
payment of estimated taxes is determined
by applying the underpayment rate estab-
lished under section 6621 to the amount
of the underpayment, for the period of the
underpayment. This addition to the tax
is in addition to any applicable criminal
penalties and is imposed whether or not
there was reasonable cause for the under-
payment.

(b) Amount of underpayment. The
amount of the underpayment for any re-
quired installment is the excess of—

(1) The required installment; over

(2) The amount, if any, of the install-
ment paid on or before the last date pre-
scribed for such payment.

(¢) Period of the underpayment. The
period of the underpayment of any re-
quired installment runs from the date the
installment was required to be paid to the
15th day of the 3rd month following the
close of the taxable year, or to the date
such underpayment is paid, whichever is
earlier. For purposes of determining the
period of the underpayment a payment
of estimated tax will be credited against
unpaid required installments in the order
in which such installments are required to
be paid.

(d) Amount of required install-
ment—(1) In general. Except as otherwise
provided in this section and §§1.6655-2
through 1.6655-7, the amount of any re-
quired installment is 25 percent of the
lesser of—

(1) 100 percent of the tax shown on the
return for the taxable year (or, if no return
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is filed, 100 percent of the tax for such
year); or

(i1) 100 percent of the tax shown on the
return for the preceding taxable year.

(2) Exception. This paragraph (d)(1)(ii)
does not apply if the preceding taxable
year was not a taxable year of 12 months or
the corporation did not file a return for the
preceding taxable year showing a liability
for tax.

(e) Large corporation required to pay
100 percent of current year tax—(1) In
general. Except as provided in para-
graph (e)(2) of this section, paragraph
(d)(1)(i) of this section does not apply in
the case of a large corporation (as defined
in §1.6655-4).

(2) May use last year’s tax for first in-
stallment. Paragraph (e)(1) of this section
does not apply for purposes of determining
the amount of the 1% required installment
for any taxable year. Any reduction in such
1% installment by reason of the preceding
sentence is recaptured by increasing the
amount of the next required installment
determined under paragraph (d)(1)(i) of
this section by the amount of such reduc-
tion and, if the next required installment is
reduced by use of the annualized income
installment method under §1.6655-2 or
the adjusted seasonal installment method
under §1.6655-3, by increasing subse-
quent required installments determined
under paragraph (d)(1)(i) of this section
to the extent that the reduction has not
previously been recaptured.

(f) Required installment due dates—(1)
Number of required installments. Unless
otherwise provided, corporations must
make 4 required installments for each tax-
able year.

(2) Time for payment of install-
ments—i (1) Calendar year. Unless oth-
erwise provided, in the case of a calendar
year taxpayer, the due dates of the required
installments are as follows:

Ist  April 15

2nd June 15
3rd September 15
4th December 15

(i) Fiscal year. In the case of a taxpayer
other than a calendar year taxpayer, the due
dates of the required installments are as
follows:
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2I1d

3rd

4th

15th day of 4™ month of the taxable year

15th day of 6 month of the taxable year

15th day of 9" month of the taxable year

15th day of 12" month of the taxable year

(iii) Short taxable year. See §1.6655-5
for rules regarding required installments
for corporations with a short taxable year.

(iv) Partial month. Except as otherwise
provided, for purposes of determining the
due date of any required installment, a par-
tial month is treated as a full month.

(g) Definitions. (1) The term fax as used
in this section and §§1.6655-2 through
1.6655—7 means the excess of—

(i) The sum of—

(A) The tax imposed by section 11, sec-
tion 1201(a), or subchapter L of chapter 1
of the Internal Revenue Code, whichever
is applicable;

(B) The tax imposed by section 55; plus

(C) The tax imposed by section 887;
over

(i1) The credits against tax provided by
part IV of subchapter A of chapter 1 of the
Internal Revenue Code.

(2)(@) In the case of a foreign corpora-
tion subject to taxation under section 11,
section 1201(a), or subchapter L of chap-
ter 1 of the Internal Revenue Code, the tax
imposed by section 881 is treated as a tax
imposed by section 11.

(i1) In the case of a partnership that is
treated, pursuant to regulations issued un-
der section 1446(f)(2), as a corporation for
purposes of this section, the tax imposed
by section 1446 is treated as a tax imposed
by section 11.

(iii) Unless otherwise provided in the
Internal Revenue Code or Treasury regu-
lations, for purposes of the definition of
“tax” as used in this section, a recapture of
tax, such as arecapture provided by section
50(a)(1)(A), and any other similar provi-
sion, is not considered to be a tax imposed
by section 11.

(iv) For the purposes of paragraph (d)
of this section, the return for the preceding

taxable year is the Federal income tax re-
turn for such taxable year that is required
by section 6012(a)(2). However, if an
amended Federal income tax return has
been filed before the due date of an in-
stallment, then the return for the preceding
taxable year is the Federal income tax re-
turn as amended. If an amended Federal
income tax return has been filed on or af-
ter the due date for an installment, then the
return for the preceding taxable year does
not include for such installment period the
Federal income tax return as amended sub-
sequent to the due date for such install-
ment. Paragraph (d) of this section will
apply without regard to whether the tax-
payer’s Federal income tax return for the
preceding taxable year is filed in a timely
manner.

(h) Special rules for consolidated re-
turns. For special rules relating to the de-
termination of the amount of the underpay-
ment in the case of a corporation whose in-
come is included in a consolidated return,
see §1.1502-5(b).

(i) Overpayments applied to subsequent
taxable year’s estimated tax—(1) In gen-
eral. If a taxpayer elects under the provi-
sions of sections 6402(b) and 6513(d) and
the regulations to apply an overpayment in
year one against the estimated tax liability
for year two, the overpayment will be ap-
plied to the required installment payments
for year two in the order due and to the ex-
tent necessary to satisfy such installments,
similar to the manner in which an actual
overpayment of one installment is carried
forward to the next installment. No inter-
est is accrued or paid on an overpayment
if the election to apply the overpayment
against estimated tax is made.

(2) Subsequent examinations. If a defi-
ciency is determined in an examination of

a return for a taxable year that originally
reflected an overpayment that was applied
against estimated tax for the succeeding
taxable year, interest on the deficiency
will not begin to accrue on an amount
applied until that amount is used to satisfy
a required estimated tax payment in such
taxable year. Regardless of whether the
taxpayer anticipated the application of
such overpayment from the prior taxable
year in calculating and paying its required
estimated tax installment liabilities for
the current taxable year, the subsequently
determined underpayment and interest
computation thereon will not change the
taxpayer’s original election to apply the
overpayment against the estimated tax
liability of the succeeding taxable year.
Any changes to the usage of the origi-
nal overpayment from the prior taxable
year are hypothetical only and solely for
the purpose of computing deficiency in-
terest.  Overpayment interest will not
be impacted. For further guidance, see
Rev. Rul. 99-40, 1999-2 C.B. 441, (see
§601.601(d)(2)(ii)(b) of this chapter).

(j) Examples. The method prescribed in
paragraphs (d) through (g) of this section is

illustrated by the following examples:

Example 1. (i) X, a calendar year corporation,
estimates its tax liability for its taxable year ending
December 31, 2009, will be $85,000. X is not a large
corporation as defined in section 6655(g)(2) and
§1.6655-4. X reported a liability of $74,900 on its
return for the taxable year ended December 31, 2008,
with no credits against tax. X paid four installments
of estimated tax, each in the amount of $18,725 (25
percent of $74,900), on April 15, 2009, June 15,
2009, September 15, 2009, and December 15, 2009,
respectively. X reported a tax liability of $88,900
on its return due March 15, 2010. X had a $5,000
credit against tax for tax year 2009 as provided by
part IV of subchapter A of chapter 1 of the Internal
Revenue Code. X did not underpay its estimated tax
for tax year 2009 for any of the four installments,
determined as follows:

(A) Tax as defined in paragraph (g) of this section for 2009 ($88,900-$5,000) =

(B) Tax as defined in paragraph (g) of this section for 2008 =

(C) 100% of the lesser of this paragraph (j), Example 1 (i)(A) or (i)(B) =

$83,900
$74,900
$74,900
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(D) Amount of estimated tax required to be paid on or before
each installment date (25% of $74,900) =

(E) Deduct amount paid on or before each installment date =

(F) Amount of underpayment for each installment date =

$18,725
$18,725
$0

(ii) [Reserved].

Example 2. (i) Facts. Y, a calendar year corpora-
tion, estimates its tax liability for its taxable year end-
ing December 31, 2009, will be $70,000. Y is not a
large corporation as defined in section 6655(g)(2) and
§1.6655—4. Y reported a Federal income tax liability
of $90,000 for its taxable year ending December 31,

2008. Y paid no installment of estimated tax on or
before April 15, 2009, June 15, 2009, or September
15, 2009, but made a payment of $63,000 on Decem-
ber 15, 2009. On March 15, 2010, Y filed its income
tax return showing a tax of $70,000. Y had no credits
against tax for tax year 2009. Of the $63,000 paid by
Y on December 15, 2009, $17,500 is applied to each

of the first three installments due on April 15, June 15,
and September 15, 2009, and the remaining $10,500
is applied to the fourth installment. Y has an under-
payment of estimated tax for each of the first three
installments of $17,500 and for the fourth installment
of $7,000. The addition to tax under section 6655(a)
is computed as follows:

(A) Tax as defined in paragraph (g) of this section for 2009 =

(B) Tax as defined in paragraph (g) of this section for 2008 =

(C) 100% of the lesser of this paragraph (j), Example 2 (i)(A) or (i)(B) =

(D) Amount of estimated tax required to be paid on or before
each installment date (25% of $70,000) =

(E) Amount paid on or before the first, second, and third installment dates =

(F) Amount paid on or before the fourth installment date =

(G) Amount of underpayment for each of the first, second, and third installment dates =

(H) Amount of underpayment for the fourth installment date =

$70,000
$90,000
$70,000

$17,500
$0

$63,000
$17,500
$ 7,000

(ii) Addition to tax. Assuming that neither the an-
nualized income installment method nor the adjusted
seasonal installment method described in §§1.6655-2

and 1.6655-3 would result in a lower payment for any
installment period, and the addition to tax is com-
puted under section 6621(a)(2) at the rate of 8 per-

cent per annum for the applicable periods of under-
payment, the addition to tax is determined as follows:

(A) First installment (underpayment period 4-16-09 through 12-15-09), computed as

244/365 X $17,500 X 8% =

(B) Second installment (underpayment period 6-16—09 through 12-15-09), computed as

183/365 X $17,500 X 8% =

(C) Third installment (underpayment period 9—-16—09 through 12-15-09), computed as

91/365 X $17,500 X 8% =

(D) Fourth installment (underpayment period 12—-16-09 through 3-15-10), computed as

90/365 X $7,000 X 8% =

(E) Total of this paragraph (j), Example 2 (ii)(A) through (D) =

$ 936

$ 702

$ 349

$ 138
$2,125

(k) Effective/applicability date. This
section applies to taxable years beginning
after September 6, 2007.

§1.6655-2 Annualized income installment
method.

(a) In general. In the case of any re-
quired installment, if the corporation es-
tablishes that the annualized income in-
stallment determined under this section,
or the adjusted seasonal installment deter-
mined under §1.6655-3, is less than the
amount determined under §1.6655-1—

(1) The amount of such required install-
ment is the annualized income installment
(or, if less, the adjusted seasonal install-
ment); and
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(2) Any reduction in a required install-
ment resulting from the application of this
section will be recaptured by increasing
the amount of the next required install-
ment determined under §1.6655-1 by the
amount of such reduction (and, if the next
required installment is similarly reduced,
by increasing subsequent required install-
ments to the extent that the reduction has
not previously been recaptured).

(b) Determination of annualized in-
come installment—in general. In the case
of any required installment, the annualized
income installment is the excess (if any)
of—

(1) The product of the applicable per-
centage and the tax (after reducing the an-
nualized tax by the amount of any allow-
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able credits) for the taxable year computed
by annualizing the taxable income and al-
ternative minimum taxable income—

(i) For the first 3 months of the taxable
year, in the case of the first required install-
ment;

(ii) For the first 3 months of the taxable
year, in the case of the second required
installment;

(iii) For the first 6 months of the tax-
able year, in the case of the third required
installment; and

(iv) For the first 9 months of the taxable
year, in the case of the fourth required in-
stallment; over

(2) The aggregate amount of any prior
required installments for the taxable year.
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(¢) Special rules—(1) Applicable per-
centage. Except as otherwise provided in

§1.6655-5(d) with respect to short taxable
years—

In the case of the following

required installments:

The applicable
percentage is:

25%
50%
75%
100%

(2) Partial month. Except as otherwise
provided, for purposes of paragraph (b) of
this section a partial month is treated as a
month.

(3) Annualization period not a short
taxable year. An annualization period is
not treated as a short taxable year for pur-
poses of determining the taxable income of
an annualization period.

(d) Election of different annualization
periods. (1) If the taxpayer timely files
Form 8842, “Election To Use Different
Annualization Periods for Corporate Es-
timated Tax,” in accordance with section
6655(e)(2)(C)(iii), and elects Option 1—

(i) Paragraph (b)(1)(i) of this section
will be applied by using the language “2
months” instead of “3 months”;

(i1) Paragraph (b)(1)(ii) of this section
will be applied by using the language “4
months” instead of “3 months”;

(iii) Paragraph (b)(1)(iii) of this section
will be applied by using the language “7
months” instead of “6 months”’; and

(iv) Paragraph (b)(1)(iv) of this section
will be applied by using the language “10
months” instead of “9 months”.

(2) If the taxpayer timely files
Form 8842, in accordance with section
6655(e)(2)(C)(iii), and elects Option 2—

(i) Paragraph (b)(1)(ii) of this section
will be applied by using the language “5
months” instead of “3 months™;

(i1) Paragraph (b)(1)(iii) of this section
will be applied by using the language “8
months” instead of “6 months”’; and

(iii) Paragraph (b)(1)(iv) of this section
will be applied by using the language “11
months” instead of “9 months”.

(3) The application of the annualized
income installment method is illustrated

by the following example:

Example. (i) ABC, a calendar year corporation,
had a taxable year of less than twelve months for tax
year 2008 and no credits against tax for tax year 2009.
ABC made an estimated tax payment of $15,000 on
the installment dates of April 15,2009, June 15, 2009,
September 15, 2009, and December 15, 2009, respec-
tively. Assume that, under paragraph (d)(1) of this

section, ABC elected Option 1 by timely filing Form
8842, in accordance with section 6655(e)(2)(C)(iii),
and determined that its taxable income for the first 2,
4,7 and 10 months was $25,000, $64,000, $125,000,
and $175,000 respectively. The income for each pe-
riod is annualized as follows:

$25,000 X 12/2 = $150,000
$64,000 X 12/4 = $192,000
$125,000 X 12/7 = $214,286
$175,000 X 12/10 = $210,000

(i1)(A) To determine whether the installment pay-
ment made on April 15, 2009, equals or exceeds the
amount that would have been required to have been
paid if the estimated tax were equal to 100 percent
of the tax computed on the annualized income for the
2-month period, the following computation is neces-
sary:

(1) Annualized income for the 2 month period =

(2) Tax on this paragraph (d)(3), Example (ii)(A)(1) =

(3) 100% of this paragraph (d)(3), Example (i1)(A)(2) =

(4) 25% of this paragraph (d)(3), Example (ii)(A)(3) =

$150,000
$ 41,750
$ 41,750
$ 10,438

(B) Because the total amount of estimated tax that
was timely paid on or before the first installment date
($15,000) exceeds the amount required to be paid on
or before this date if the estimated tax were 100 per-
cent of the tax determined by placing on an annual-
ized basis the taxable income for the first 2-month pe-
riod ($10,438), the exception described in paragraphs

(a) and (b) of this section applies, and no addition to
tax will be imposed for the installment due on April
15, 2009.

(iii)(A) To determine whether the installment pay-
ments made on or before June 15, 2009, equal or ex-
ceed the amount that would have been required to
have been paid if the estimated tax were equal to 100

percent of the tax computed on the annualized income
for the 4-month period, the following computation is
necessary:

(1) Annualized income for the 4 month period =

(2) Tax on this paragraph (d)(3), Example (iii)(A)(1) =

(3) 100% of this paragraph (d)(3), Example (iii)(A)(2) =

(4) 50% of this paragraph (d)(3), Example (iii)(A)(3) less
$10,438 (amount due with the first installment) =

$192,000
$ 58,130
$ 58,130

$ 18,627
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(B) Because the total amount of estimated tax ac-
tually paid on or before the second installment date
($19,562 ($15,000 second required installment pay-
ment plus $4,562 overpayment of first required in-
stallment)) exceeds the amount required to be paid on
or before this date if the estimated tax were 100 per-
cent of the tax determined by placing on an annual-

ized basis the taxable income for the first 4-month pe-
riod ($18,627), the exception described in paragraphs
(a) and (b) of this section applies, and no addition to
tax will be imposed for the installment due on June
15, 2009.

(iv)(A) To determine whether the installment pay-
ments made on or before September 15, 2009, equal

or exceed the amount that would have been required
to have been paid if the estimated tax were equal to
100 percent of the tax computed on the annualized
income for the 7-month period, the following com-
putation is necessary:

(1) Annualized income for the 7 month period =

(2) Tax on this paragraph (d)(3), Example (iv)(A)(1) =

(3) 100% of this paragraph (d)(3), Example (iv)(A)(2) =

(4) 75% of this paragraph (d)(3), Example (iv)(A)(3) less
$29,065 (amount due with the first and second installment) =

$214,286
$ 66,821
$ 66,821

$ 21,051

(B) Because the total amount of estimated tax
actually paid on or before the third installment date
($15,935 ($15,000 third required installment pay-
ment plus $935 overpayment of second required
installment)) does not equal or exceed the amount
required to be paid on or before this date if the esti-
mated tax were 100 percent of the tax determined by

placing on an annualized basis the taxable income for
the first 7-month period ($21,051), the exception de-
scribed in paragraphs (a) and (b) of this section does
not apply, and an addition to tax will be imposed with
respect to the underpayment of the September 15,
2009, installment unless another exception applies to
this installment payment.

(v)(A) To determine whether the installment pay-
ments made on or before December 15, 2009, equal
or exceed the amount that would have been required
to have been paid if the estimated tax were equal to
100 percent of the tax computed on the annualized
income for the 10-month period, the following com-
putation is necessary:

(1) Annualized income for the 10 month period =

(2) Tax on this paragraph (d)(3), Example (v)(A)(1) =

(3) 100% of this paragraph (d)(3), Example (V)(A)(2) =

(4) 100% of this paragraph (d)(3), Example (v)(A)(3) less
$50,116 (amount due with the first, second and third installment) =

$210,000
$ 65,150
$ 65,150

$ 15,034

(B) Because the total amount of estimated tax
payments made on or before the fourth installment
date that is available to be applied to the estimated
tax due for the fourth installment ($9,884 ($15,000
fourth required installment payment less $5,116 un-
derpayment for the third installment of estimated tax
($21,051 third installment of estimated tax due less
$15,935 payments available to be applied to the third

installment of estimated tax))) does not equal or ex-
ceed the amount required to be paid on or before this
date if the estimated tax were 100 percent of the tax
determined by placing on an annualized basis the tax-
able income for the first 10-month period ($15,034),
the exception described in paragraphs (a) and (b) of
this section does not apply, and an addition to tax will
be imposed with respect to the underpayment of the

December 15, 2009, installment unless another ex-
ception applies to this installment payment.

(vi) Assuming that no other exceptions apply
and the addition to tax is computed under section
6621(a)(2) at the rate of 8 percent per annum for the
applicable periods of underpayment, the amount of
the addition to tax is as follows:

(A) First installment (no underpayment) =

(B) Second installment (no underpayment) =

(C) Third installment (underpayment period 9—16—-09
through 12-15-09), computed as 91/365 X $5,116 X 8% =

(D) Fourth installment (underpayment period 12-16-09
through 3—-15-10), computed as 90/365 X $5,150 X 8% =

(E) Total of this paragraph (d)(3), Example (vi)(A) through (D) =

$0
$0

$102

$102
$204

(e) 52-53 week taxable year. (1) Gen-
erally, except as provided in the alternative
rule in paragraph (e)(4) of this section, in
the case of a taxpayer whose taxable year
constitutes 52 or 53 weeks in accordance
with section 441(f), the rules prescribed by
§1.441-2 are applicable in determining—

(i) Whether a taxable year is a taxable
year of 12 months; and

(i) When the 2-, 3- 4-, 5-, 6-, 7-, 8-,
9-, 10-, or 11-month period (whichever
is applicable) commences and ends for
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purposes of paragraphs (b)(1), (d)(1) and
(d)(2) of this section.

(2) If a taxpayer employs four 13-week
periods or thirteen 4-week accounting pe-
riods and the end of any accounting period
employed by the taxpayer does not corre-
spond to the end of the 2-, 3- 4-, 5-, 6-, 7-,
8-, 9-, 10-, or 11-month period (whichever
is applicable), then, provided the taxpayer
has at least one full 4-week or 13-week ac-
counting period, as appropriate, within the
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applicable period, annualized taxable in-
come for the applicable period is—

1) [(x/(y*13))*z], in the case of a tax-
payer using four 13-week periods, if—

(A) x = Taxable income for the number
of full 13-week periods in the applicable
period;

(B) y = The number of full 13-week
periods in the applicable period; and

(C) z = The number of weeks in the
taxable year; or
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(i) [(x/(y*4))*z], in the case of a tax-
payer using thirteen 4-week periods, if—

(A) x = Taxable income for the number
of full 4-week periods in the applicable
period,;

(B) y = The number of full 4-week pe-
riods in the applicable period; and

(C) z = The number of weeks in the
taxable year.

(3) If a taxpayer employs four 13-week
periods and the taxpayer does not have at
least one 13-week period within the appli-
cable 2-, 3- 4-, 5-, 6-, 7-, 8-, 9-, 10-, or
11-month period, the taxpayer is permitted
to determine annualized taxable income
for the applicable period based upon—

(i) The taxable income for the number
of weeks in the applicable period; or

(i) The taxable income for the full
13-week periods that end before the due
date of the required installment.

(4) As an alternative to using the 52/53
week taxable year rules provided in para-
graphs (e)(1), (e)(2), and (e)(3) of this sec-
tion, a taxpayer whose taxable year con-
stitutes 52 or 53 weeks in accordance with
section 441(f) may base its annualization
period on the month that ends closest to
the end of its applicable 4-week period or
13-week period that ends within the appli-
cable annualization period. This alterna-
tive may only be used if it is used for de-
termining annualization periods for all re-
quired installments for the taxable year.

(5) The following examples illustrate

the rules of this paragraph (e):

Example 1. Corporation ABC, an accrual method
taxpayer, uses a 52/53 week year-end ending on the
last Friday in December and uses four thirteen-week
periods. For its year beginning December 28, 2007,
ABC uses the annualized income installment method
under section 6655(e)(2)(A)(i) to calculate all of
its required installments. For purposes of comput-
ing its first and second required installments, the
first 3 months of A’s taxable year under paragraph
(b)(1)(i) of this section will end on March 28lh,
the thirteenth Friday of ABC’s taxable year. For
purposes of its third required installment, the first 6
months of ABC’s taxable year will end on June 27[h,
the twenty-sixth Friday of ABC’s taxable year. For
purposes of its fourth required installment, the first 9
months of ABC’s taxable year will end on September
26th, the thirty-ninth Friday of ABC’s taxable year.

Example 2. Same facts as Example I except that
ABC uses thirteen four-week periods and there are
52 weeks during ABC’s taxable year beginning De-
cember 28, 2007, and ending December 26, 2008.
For purposes of computing ABC’s first and second
required installments, ABC’s annualized taxable in-
come for the first three months will be the taxable in-
come for the first three four-week periods of ABC’s
taxable year (December 28, 2007, through March 21,
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2008) divided by 12 (number of full four-week peri-
ods in the first three months (3) multiplied by 4) and
multiplied by 52 (the number of weeks in the taxable
year). For purposes of computing ABC’s third re-
quired installment, ABC’s annualized taxable income
for the first six months will be the taxable income for
the first six four-week periods of ABC’s taxable year
(December 28, 2007, through June 13, 2008) divided
by 24 and multiplied by 52. For purposes of comput-
ing ABC’s fourth required installment, ABC’s annu-
alized taxable income for the first nine months will
be the taxable income for the first nine four-week
periods of ABC’s taxable year (December 28, 2007,
through September 5, 2008) divided by 36 and mul-
tiplied by 52.

Example 3. Same facts as Example I except that
ABC uses the alternative method under paragraph
(e)(4) of this section for computing its required
installments for 2008. For purposes of computing
its first and second required installments, the first
three months of ABC’s taxable year under paragraph
(b)(1)(i) of this section will end on March 31, 2008,
the month that ends closest to the end of ABC’s ap-
plicable thirteen-week period for the first and second
required installments. For purposes of ABC’s third
required installment, the first six months of ABC’s
taxable year will end on June 30, 2008, the month
that ends closest to the end of ABC’s applicable thir-
teen-week period for the third required installment.
For purposes of ABC’s fourth required installment,
the first nine months of ABC’s taxable year will end
on September 30, 2008, the month that ends closest
to the end of ABC’s applicable thirteen-week period
for the fourth required installment.

(f) Determination of taxable income for
an annualization period—(1) In general.
This paragraph (f) applies for purposes of
determining the applicability of the excep-
tion described in paragraphs (a) and (b) of
this section (relating to the annualization
of income) and the exception described in
§1.6655-3 (relating to annualization of in-
come for corporations with seasonal in-
come). Anitem of income, deduction, gain
or loss is to be taken into account in de-
termining the taxable income and alterna-
tive minimum taxable income (and appli-
cable tax and alternative minimum tax) for
an annualization period in the manner pro-
vided in this paragraph (f). An item may
not be taken into account in determining
taxable income for any annualization pe-
riod unless the item is properly taken into
account by the last day of that annualiza-
tion period and the item is properly taken
into account in determining the taxpayer’s
taxable income and alternative minimum
taxable income (and applicable tax and
alternative minimum tax) for the taxable
year that includes the annualization period.

(i) Items of income. An item of income
is taken into account in the annualization
period in which the item is properly in-
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cludible under the method of accounting
employed by the taxpayer with respect to
the item and in accordance with the appro-
priate provision of the Internal Revenue
Code (for example, section 451 for accrual
method taxpayers, section 453 for install-
ment sales or section 460 for long-term
contracts).

(ii) Items of deduction. An item of
deduction is taken into account in the
annualization period in which the item
is properly deductible under the method
of accounting employed by the taxpayer
with respect to the item and in accor-
dance with the appropriate provision of
the Internal Revenue Code (for example,
under the cash receipts and disburse-
ments method of accounting, the deduc-
tion must be paid under §1.461-1(a)(1)
and be otherwise deductible in comput-
ing taxable income; under an accrual
method of accounting, the deduction
must be incurred under §1.461-1(a)(2)
and be otherwise deductible in comput-
ing taxable income). Section 170(a)(2)
and §1.170A-11(b) (charitable contribu-
tions by accrual method corporations)
and §1.461-5 (recurring item exception)
may not be taken into consideration by an
accrual method taxpayer in any annual-
ization period in determining whether an
item of deduction has been incurred under
§1.461-1(a)(2) during that annualization
period.

(iii) Losses. An item of loss is to be
taken into account during the annualiza-
tion period in which events have occurred
that permit the loss to be taken into account
under the appropriate provision of the In-
ternal Revenue Code.

(2) Certain deductions required to be
allocated in a reasonably accurate man-
ner—(@i) In general. The following de-
ductions allowed for a taxable year must
be allocated throughout the taxable year
in a reasonably accurate manner (as de-
fined in paragraph (f)(2)(iii) of this sec-
tion), regardless of the annualization pe-
riod in which the item is paid or incurred:

(A) Real property tax deductions.

(B) Employee and independent con-
tractor bonus compensation deductions
(including the employer’s share of em-
ployment taxes related to such compensa-
tion).

(C) Deductions under sections 404 (de-
ferred compensation) and 419 (welfare
benefit funds).
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(D) Items allowed as a deduction for
the taxable year by reason of section
170(a)(2) and §1.170A-11(b) (certain
charitable contributions by accrual method
corporations), §1.461-5 (recurring item
exception) or §1.263(a)-4(f) (12-month
rule).

(E) Items of deduction designated
by the Secretary by publication in
the Internal Revenue Bulletin (see
§601.601(d)(2)(ii)(b) of this chapter).

(i1) Application of the reasonably ac-
curate manner requirement to certain
charitable contributions, recurring items,
and 12-month rule items. For purposes of
paragraph (f)(2)(1)(D) of this section, the
total amount of the item deducted in the
computation of taxable income for the tax-
able year must be allocated in a reasonably
accurate manner, notwithstanding the fact
that section 170(a)(2) and §1.170A-11(b),
§1.461-5, or §1.263(a)-4(f) applies to
only a portion of the total amount of the
item deducted for the taxable year. For
example, if a portion of a taxpayer’s rebate
liabilities are deducted in the computation
of taxable income under the recurring item
exception, all rebate liabilities deducted
in the computation of taxable income for
the taxable year must be allocated in a
reasonably accurate manner.

(iii) Reasonably accurate manner de-
fined. (A) An item is allocated through-
out the taxable year in a reasonably accu-
rate manner if the item is allocated ratably
throughout the taxable year or if the allo-
cation provides a reasonably accurate esti-
mate of taxable income for the taxable year
based upon the facts known as of the end
of the annualization period. In determin-
ing that an allocation of an item provides
a reasonably accurate estimate of taxable
income for the taxable year, relevant con-
siderations include—

(1) The extent to which the allocation
is consistent with the taxpayer’s account-
ing for the item on its non-tax books and
records;

(2) The extent to which the allocable
portion of the item becomes fixed and de-
terminable (under §1.461-1(a)(2)) during
the applicable annualization period; and

(3) The extent to which the allocation,
if compared to the ratable allocation of the
item, results in a better matching of the
item of deduction to revenue, earnings, the
use of property or the provision of services
occurring during the annualization period.
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(B) None of the relevant considerations
above override the general requirement
that the allocation must be done in a rea-
sonably accurate manner based upon the
facts known as of the end of the annu-
alization period. For example, the fact
that a liability for an annual expense be-
comes fixed and determinable during an
annualization period will not establish
that allocating all of the expense to that
annualization period has been done in a
reasonably accurate manner if the facts
known as of the end of the annualization
period indicate otherwise.

(iv) Special rule for certain real prop-
erty tax liabilities. Notwithstanding para-
graph (f)(2)(iii) of this section, real prop-
erty tax liabilities for which an election un-
der section 461(c) is in effect must be allo-
cated ratably throughout the taxable year
for purposes of this section.

(v) Examples. Unless otherwise stated,
the following examples assume that the
taxpayer uses the 3-3-6-9 annualization
period:

Example 1. (i) Corporation ABC, a calendar year
taxpayer, uses an accrual method of accounting and
the annualized income installment method under sec-
tion 6655(e)(2)(A)(i) to calculate all of its required
installment payments for its 2008 taxable year. ABC
has adopted a plan under which ABC pays an an-
nual bonus to its employees. As of March 31, 2008,
ABC estimates that it will pay a year-end bonus of
$500,000 to its employees if earnings remain constant
throughout the tax year. ABC does not pay any of the
estimated bonus liability as of March 31, 2008. On
October 31, 2008, ABC declares a $600,000 bonus
to its employees which is paid out on November 15,
2008, and properly deducted in ABC’s December 31,
2008, tax year. No other bonus liabilities are incurred
by ABC during the tax year.

(i) Under the general rule provided in paragraph
(£)(2)(i) of this section, ABC is required to allocate
its employee bonus liability in a reasonably accurate
manner for annualization purposes. Under paragraph
(f)(2)(iii) of this section, ABC’s employee bonus li-
ability will be deemed to be allocated in a reason-
ably accurate manner if the item is allocated ratably
throughout the taxable year. Therefore, ABC is per-
mitted to recognize a $150,000 bonus deduction (one
quarter of the $600,000 bonus liability properly rec-
ognized by ABC in the tax year ending December 31,
2008) in the first annualization period ending March
31, 2008.

Example 2. (i) Corporation ABC, a calendar year
taxpayer, uses an accrual method of accounting and
the annualized income installment method under sec-
tion 6655(e)(2)(A)(i) to calculate all of its required
installment payments for its 2008 taxable year. ABC
has adopted a plan under which ABC pays an annual
bonus to its employees. ABC’s employee bonus
plan generally calls for an annual bonus equal to
2% of earnings. A bonus reserve for this amount
is reported each quarter in ABC’s non-tax books
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and records. ABC’s quarterly revenues throughout
the year are $10,000,000; $6,000,000; $7,000,000;
and $7,000,000 respectively. As of March 31, 2008,
ABC estimates that it will pay a year-end bonus of
$800,000 ($10,000,000 x 4 x 2%) to its employees if
earnings remain constant throughout the year. ABC
does not pay any of the estimated bonus payment as
of March 31, 2008. On December 31, 2008, ABC
declares a $600,000 bonus to its employees which is
paid out on January 15, 2009, and properly deducted
in ABC’s December 31, 2008, tax year.

(ii) Under the general rule provided in para-
graph (f)(2)(i) of this section, ABC must allocate its
employee bonus liability in a reasonably accurate
manner for annualization purposes. Under paragraph
(f)(2)(ii) of this section, ABC’s employee bonus
liability will be deemed to be allocated in a reason-
ably accurate manner if the allocation provides a
reasonable estimate of taxable income based upon
the facts known as of the end of the annualization
period. Based upon its earnings activities and other
information available as of March 31, 2008, ABC es-
timated that its total deduction for employee bonuses
for the taxable year ending December 31, 2008,
would be $800,000 ($10,000,000 first quarter earn-
ings x 4 x 2%). Allocating $200,000 ($10,000,000
X 2%) of ABC’s annual bonus liability of $600,000
to ABC’s first quarter based upon earnings during
the quarter represents a better matching of ABC’s
bonus expense to earnings in the quarter as compared
to allocating $150,000 to ABC’s first quarter under
a ratable accrual method and is consistent with the
allocation provided in ABC’s non-tax books and
records. Accordingly, allocating ABC’s employee
bonus deductions based upon ABC’s earnings will
be considered allocated in a reasonably accurate
manner.

Example 3. (i) Corporation ABC, a calendar
year taxpayer, uses an accrual method of account-
ing and the annualized income installment method
under section 6655(e)(2)(A)(i) to calculate all of its
required installment payments for its 2008 taxable
year. ABC has adopted a plan under which ABC
pays a bonus to its employees each quarter based
upon earnings for that quarter. On March 31, 2008,
ABC pays out $2,000,000 to its employees as a
quarterly bonus based upon the earnings of ABC for
the period January 1, 2008, through March 31, 2008.
The $2,000,000 bonus is recognized as an expense
on ABC’s audited financial statements in the quarter
ending March 31, 2008. As of March 31, 2008, ABC
anticipates that its earnings will continue throughout
the year resulting in future quarterly bonus payments
in 2008 similar to the $2,000,000 first quarter pay-
ment.

(ii) Under the general rule provided in paragraph
(£)(2)(i) of this section, ABC is required to allocate
its employee bonus liability in a reasonably accurate
manner for annualization purposes. Under paragraph
(f)(2)(iii) of this section , ABC’s employee bonus li-
ability will be deemed to be allocated in a reason-
ably accurate manner if the item is allocated ratably
throughout the taxable year. Therefore, ABC may
recognize a $500,000 bonus deduction (one quarter
of the $2,000,000 bonus liability properly recognized
by ABC in the tax year ending December 31, 2008) in
the first annualization period ending March 31, 2008
(as well as one quarter of any additional bonus liabil-
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ity properly recognized by ABC in the tax year ending
December 31, 2008).

(iii) In addition, paragraph (f)(2)(iii) of this sec-
tion provides that an allocation will be considered
reasonable if the allocation provides an accurate
estimate of taxable income for the taxable year based
upon the facts known as of the end of the annual-
ization period. Based upon its earnings activities
and other information available as of March 31,
2008, ABC estimates that its total deduction for
employee bonuses for the taxable year ending De-
cember 31, 2008, would be $8,000,000. In addition,
the $2,000,000 bonus liability became fixed and
determinable during the first quarter. Allocating
$2,000,000 to ABC’s first quarter earnings is also
consistent with ABC’s non-tax books and records
and represents a better matching of ABC’s bonus
expense to earnings in the quarter as compared to
a ratable accrual. Accordingly, allocating ABC’s
bonus liability based upon earnings will be consid-
ered a reasonably accurate manner for estimated tax
purposes.

Example 4. (i) Corporation ABC, a calendar
year taxpayer, uses an accrual method of accounting
with the recurring item exception and the annu-
alized income installment method under section
6655(e)(2)(A)(i) to calculate all of its required in-
stallment payments for its 2009 taxable year. ABC
regularly incurs rebate obligations related to the sale
of its products. Rebate coupons that are received and
validated by ABC are generally paid in the following
month. During the tax year ending December 31,
2009, ABC received, validated and paid $400,000
in rebates. In addition, as of the end of December
31, 2009, ABC had received and validated $100,000
in rebate claims that were paid in January of 2010
and deducted in ABC’s December 31, 2009, tax
year under the recurring item exception. Therefore,
ABC properly recognized a $500,000 rebate liability
deduction on ABC’s December 31, 2009, tax return.

(ii) Under the rule provided in paragraph (f)(2)(ii)
of this section, an item must be allocated in a rea-
sonably accurate manner if any portion of the item
is deducted under the recurring item exception.
Therefore, ABC will be required to allocate its entire
$500,000 rebate liability deduction in a reasonably
accurate manner as defined in paragraph (f)(2)(iii) of
this section.

(3) Special rules—(i) Advance pay-
ments—(A) Advance payments under
§1.451-5(b)(1)(ii). An advance payment
for which the taxpayer uses the method of
accounting provided in §1.451-5(b)(1)(ii)
is includible in computing taxable income
for an annualization period in accordance
with that method of accounting except
that, if §1.451-5(c) applies, any amount
not included in computing taxable income
by the end of the second taxable year
following the year in which substantial
advance payments are received, and not
previously included in accordance with the
taxpayer’s accrual method of accounting,
is includible in computing taxable income

on the last day of such second taxable year.
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(B) Advance payments under Rev.
Proc. 2004-34. An advance payment
for which the taxpayer uses the Deferral
Method provided in section 5.02 of Rev.
Proc. 2004-34, 2004-1 C.B. 991, (see
§601.601(d)(2)(ii)(b) of this chapter) is in-
cludible in computing taxable income for
an annualization period in accordance with
that method of accounting, except that any
amount not included in computing taxable
income by the end of the taxable year
succeeding the taxable year of receipt is
includible in computing taxable income
on the last day of such succeeding taxable
year.

(ii) Extraordinary items—(A) In gen-
eral. In general, extraordinary items must
be taken into account after annualizing
the taxable income for the annualization
period. For purposes of the preceding
sentence an extraordinary item is any item
identified in §1.1502-76(b)(2)(ii)(C)(1),
2), 3), 4), (7), and (8), a net operating
loss carryover, a section 481(a) adjust-
ment, net gain or loss from the disposition
of 25 percent or more of the fair mar-
ket value of a taxpayer’s business assets
during a taxable year, and any other item
designated by the Secretary by publica-
tion in the Internal Revenue Bulletin (see
§601.601(d)(2)(ii)(b) of this chapter).

(B) De minimis extraordinary items. A
taxpayer may treat any de minimis extraor-
dinary item, other than a net operating loss
carryover or section 481(a) adjustment, as
an item under the general rule of paragraph
(f)(1) of this section rather than an extra-
ordinary item as provided for in paragraph
(H)(3)(i1) of this section. A de minimis ex-
traordinary item is any item identified in
paragraph (f)(3)(ii)(A) of this section re-
sulting from a transaction in which the to-
tal extraordinary items resulting from such
transaction is less than $1,000,000.

(C) Special rule for net operating
loss deductions and section 481(a) ad-
justments.  For purposes of paragraph
(H)(3)(i) of this section, a taxpayer must
treat a net operating loss deduction and
section 481(a) adjustment as extraordi-
nary items arising on the first day of the
tax year in which the item is taken into
account in determining taxable income.
Notwithstanding the preceding sentence,
a taxpayer may choose to treat the portion
of a section 481(a) adjustment recognized
during the tax year of the accounting
method change as an extraordinary item
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arising on the date the Form 3115, “Appli-
cation for Change in Accounting Method,”
requesting the change was filed with the
national office of the Internal Revenue
Service.

(iii) Credits—(A) Current year credits.
With respect to a current year credit, the
items upon which the credit is computed
are annualized, the amount of the credit is
computed based on the annualized items,
and the amount of the credit is deducted
from the annualized tax. For example, for
an annualization period consisting of three
months in a full 12-month taxable year,
the items upon which the credit is based
that are taken into account for the three
month period are multiplied by four, the
credit is determined based on the annual-
ized amount of the items, and the credit re-
duces the annualized tax.

(B) Credit carryovers. Any credit car-
ryover to the current taxable year is taken
into account in computing an annualized
income installment only after annualizing
the taxable income for the annualization
period and computing the applicable tax,
and before applying the applicable per-
centage.

(iv)  Depreciation amortiza-
tion—(A) Estimated annual depreciation
and amortization. In general, in determin-
ing taxable income for any annualization
period, a proportionate amount of the tax-
payer’s estimated annual depreciation and
amortization (depreciation) expense may
be taken into account. For purposes of
the preceding sentence, estimated annual
depreciation expense is the estimated de-
preciation expense to be properly taken
into account in determining the taxpayer’s
taxable income for the taxable year. In
determining the estimated annual depre-
ciation expense, a taxpayer may take into
account purchases, sales or other disposi-
tions, changes in use, additional first-year
depreciation and expense deductions and
section 179 or any similar provision, and
other events that, based on all the relevant
information available as of the last day of
the annualization period (such as capital
spending budgets, financial statement data
and projections, or similar reports that
provide evidence of the taxpayer’s capi-
tal spending plans for the current taxable
year), are reasonably expected to occur or
apply during the taxable year.

(B) Safe harbors—(1) Proportionate
depreciation allowance. In determin-

and
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ing taxable income for any annualization
period, in lieu of the rule provided in
paragraph (f)(3)(iv)(A) of this section a
taxpayer may take into account a propor-
tionate amount of the depreciation and
amortization (depreciation) expense, in-
cluding special depreciation and expense
deductions such as those provided for in
section 168(k) and section 179 or any sim-
ilar provision, allowed for the taxable year
from—

(i) Assets that were in service on the last
day of the prior taxable year, are in service
on the first day of the current taxable year,
and that have not been disposed of during
the annualization period;

(if) Assets placed in service during the
annualization period and have not been
disposed of during that period; and

(iii) Assets that were in service on the
last day of the prior taxable year and that
are disposed of during the annualization
period.

(2) 90 percent of preceding year’s de-
preciation. In determining taxable income
for any annualization period, in lieu of
the general rule provided in paragraph
(H(3)(Av)(A) of this section, a proportion-
ate amount of 90 percent of the amount
of depreciation and amortization (depre-
ciation) expense taken on the taxpayer’s
Federal income tax return for the preced-
ing taxable year may be taken into account.
If the taxpayer’s preceding taxable year is
less than 12 months (a short taxable year),
the amount of depreciation expense taken
into account is annualized by multiplying
the depreciation and amortization for the
short taxable year by 12, and dividing the
result by the number of months in the short
taxable year.

(3) Safe harbor operational rules. 1f a
taxpayer selects one of the two safe har-
bors provided in paragraph (f)(3)(iv)(B)({)
or paragraph (f)(3)(iv)(B)(2) of this sec-
tion, the taxpayer must use that safe har-
bor for all depreciation expenses within the
annualization period for the annualized in-
come installment. However, a taxpayer
may use either the method provided for in
paragraph (f)(3)(iv)(A) of this section or
a method provided for in this paragraph
() (3)(iv)(B) of this section for each annu-
alized income installment during the tax-
able year. For example, a taxpayer may
use the safe harbor provided in paragraph
®(B)(Iv)(B)(1) of this section for its first
annualized income installment and may
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use the general rule provided in paragraph
®B)(v)(A) of this section for its second
annualized income installment.

(C) Short taxable years. If the taxable
year is, or will be, a short taxable year
(based on all relevant information avail-
able as of the last day of the annualization
period), annual depreciation expense is
computed using the rules applicable for
computing depreciation during a short
taxable year for purposes of determining
the annual depreciation expense to be al-
located to an annualization period. For
this purpose, the rules applicable for com-
puting depreciation during a short taxable
year are applied on the basis of the date
the taxable year is expected to end based
on all relevant information available as of
the last day of the annualization period.
See Rev. Proc. 89-15, 1989-1 C.B. 816,
for computing depreciation expense under
section 168 (see §601.601(d)(2)(i1)(b) of
this chapter). An annualization period
is not treated as a short taxable year for
purposes of determining the depreciation
expense for an annualization period. See
paragraph (c)(3) of this section.

(v) Distributive share of items—i(A)
Member of partnership. In determining a
partner’s distributive share of partnership
items that must be taken into account dur-
ing an annualization period, the rules set
forth in §1.6654-2(d)(2) are applicable.

(B) Treatment of subpart F income and
income under section 936(h)—(1) General
rule. Any amounts required to be included
in gross income under section 936(h) or
section 951(a), and credits properly allo-
cable thereto, are taken into account in
computing any annualized income install-
ment in a manner similar to the manner un-
der which partnership inclusions, and cred-
its properly allocable thereto, are taken
into account in accordance with paragraph
®(3)(v)(A) of this section.

(2) Prior year safe harbor—(i) General
rule. If a taxpayer elects to have the safe
harbor in this paragraph (f)(3)(v)(B)(2) ap-
ply for any taxable year, then paragraph
®B)(v)(B)(I) of this section does not ap-
ply; and, for purposes of computing any
annualized income installment for the tax-
able year, the taxpayer is treated as having
received ratably during the taxable year
items of income and credit described in
paragraph (£)(3)(v)(B)(1) of this section
in an amount equal to 115 percent of the
amount of such items shown on the return
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of the taxpayer for the preceding taxable
year (the second preceding taxable year in
the case of the first and second required in-
stallments for such taxable year).

(ii) Special rule for noncontrolling
shareholder. If a taxpayer making the
election under paragraph (f)(3)(v)(B)(2)(i)
of this section is a noncontrolling share-
holder of a corporation, paragraph
®B)WV)B)(2)(@) of this section is ap-
plied with respect to items of such corpo-
ration by substituting “100 percent” for
“115 percent”. For purposes of paragraph
HB3)(v)(B)(2)(ii) of this section, the term
noncontrolling shareholder means, with
respect to any corporation, a shareholder
that, as of the beginning of the taxable
year for which the installment is being
made, does not own within the meaning of
section 958(a), and is not treated as own-
ing within the meaning of section 958(b),
more than 50 percent by vote or value of
the stock in the corporation.

(C) Dividends from closely held real
estate investment trust—(1) General rule.
Any dividend received from a closely held
real estate investment trust by any person
that owns, after the application of section
856(d)(5), 10 percent or more by vote or
value of the stock or beneficial interests in
the trust is taken into account in computing
annualized income installments in a man-
ner similar to the manner under which part-
nership income inclusions are taken into
account.

(2) Closely held real estate invest-
ment trust. For purposes of paragraph
HB)V)(C)(I) of this section, the term
closely held real estate investment trust
means a real estate investment trust with
respect to which 5 or fewer persons own,
after the application of section 856(d)(5),
50 percent or more by vote or value of the
stock or beneficial interests in the trust.

(D) Other passthrough entities. A tax-
payer’s distributive share of items from
a passthrough entity, other than those de-
scribed in paragraphs (f)(3)(v)(A) and
H@B)(v)(C) of this section, is taken into
account in computing any annualized in-
come installment in a manner similar to
the manner under which partnership items
are taken into account under paragraph
HB)(v)(A) of this section.

(vi) Alternative minimum taxable in-
come exemption amount. The alterna-
tive minimum taxable income exemption
amount provided by section 55(d)(2) is
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applied after the alternative minimum tax-
able income for the annualization period
is annualized.

(vii) Examples. The provisions of this
paragraph (f) are illustrated by the follow-
ing examples. Unless otherwise stated, the
following examples assume that the tax-
payer uses the 3—3-6-9 annualization pe-

riod.

Example 1. Expense paid or incurred in the
installment period. Corporation ABC, a calendar
year taxpayer, uses an accrual method of account-
ing and the annualized income installment method
under section 6655(e)(2)(A)(i) to calculate all of its
required installment payments for its 2008 taxable
year. ABC has licensed technology from Corpora-
tion XYZ. Pursuant to the license agreement, ABC
pays a license fee to XYZ equal to $.01 for every
dollar of gross receipts earned by ABC. For 2008,
ABC projects gross receipts of $200,000,000, of
which $100,000,000 is earned by March 31, 2008.
Pursuant to paragraph (f)(1) of this section, a license
fee expense of $1,000,000 ($100,000,000 X $.01)
is incurred by March 31, 2008, and may be taken
into account for purposes of determining the taxable
income to be annualized in computing ABC’s first
annualized income installment.

Example 2. Expense not paid or incurred in the
installment period. Same facts as Example 1 except
that ABC does not earn any gross receipts by March
31, 2008. In accordance with paragraph (f)(1) of this
section, because the license fee expense was not in-
curred under §1.461-1(a)(2) by the last day of the
annualization period, no license fee expense is taken
into account for purposes of determining the taxable
income to be annualized in computing ABC’s first an-
nualized income installment, which is based on the
income and deductions from the first three months of
the taxable year.

Example 3. Bad debt expense. Corporation ABC,
a calendar year taxpayer, uses an accrual method of
accounting and the annualized income installment
method under section 6655(e)(2)(A)(i) to calculate
all of its required installment payments for its 2008
taxable year. As of December 31, 2007, ABC had
a $100,000 account receivable due from XYZ re-
lated to the sale of goods from ABC to XYZ during
2007. On March 30, 2008, ABC determined that its
receivable from XYZ was worthless under section
166 and the regulations. No other receivables were
determined to be worthless between January 1, 2008,
and March 31, 2008. In accordance with paragraph
(f)(1) of this section, a $100,000 bad debt write-off
is taken into account for purposes of determining
the taxable income to be annualized in computing
ABC’s first annualized income installment.

Example 4. Bad debt expense. Same facts as Ex-
ample 3 except that ABC determines that the receiv-
able from XYZ was worthless under section 166 and
the regulations on April 10, 2008. As of March 31,
2008, ABC had not determined that any receivables
were worthless under section 166 and the regulations.
In accordance with paragraph (f)(1) of this section,
the $100,000 bad debt expense attributable to the re-
ceivable from XYZ is not taken into account for pur-
poses of determining the taxable income to be annu-
alized in computing ABC’s first annualized income
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installment, which is based on the income and deduc-
tions from the first three months of the taxable year,
because the receivable from XYZ became worthless
after the last day of the annualization period.

Example 5. Employer deductions under section
404 and 419. (i) Corporation ABC, a calendar year
taxpayer, uses an accrual method of accounting and
uses the annualized income installment method under
section 6655(e)(2)(A)(i) to calculate all of its required
installment payments for its 2008 taxable year. On
March 1, 2008, the board of directors of ABC makes
a binding, irrevocable commitment to fund a mini-
mum contribution of $10,000,000 to ABC’s qualified
retirement plan by March 14, 2009. ABC remits a
$1,000,000 payment to the retirement plan on March
1,2008, and a $9,000,000 payment on March 3, 2009.
ABC does not incur any other related retirement plan
deductions during its 2008 taxable year.

(i1) Under the rule provided in paragraph (f)(2)(i)
of this section, ABC’s employer deduction for pay-
ment made to the qualified plan must be allocated
throughout the tax year for estimated tax purposes in
a reasonably accurate manner. Therefore, ABC will
not be permitted to allocate the $10,000,000 deduc-
tion to its first installment period. Under paragraph
(f)(2)(iii) of this section, ABC’s qualified plan de-
duction will be deemed to be allocated in a reason-
ably accurate manner if the item is allocated ratably
throughout the taxable year. Therefore, ABC will be
permitted to allocate $2,500,000 of its qualified plan
deduction in its first installment period.

Example 6. Prepaid expense. (i) Corporation
ABC, a calendar year taxpayer, uses an accrual
method of accounting and does not capitalize qual-
ifying costs under the exception provided for in
§1.263(a)-4(f). ABC uses the annualized income
installment method under section 6655(e)(2)(A)(i)
to calculate all of its required installment payments
for its 2008 taxable year. On July 1, 2008, ABC
purchases an annual business license from State X
which permits ABC to operate its business in State X
from July 1, 2008, through June 30, 2009. An annual
payment of $12,000 is due on July 1, 2008, and ABC
pays the fee on this date. ABC has not elected out
of the 12-month rule provided by §1.263(a)-4(f)
and therefore ABC is not required to capitalize any
amount paid for the license and will recognize a
$12,000 deduction for the tax year ending December
31, 2008, with respect to this license.

(ii) Under the rule provided in paragraph (f)(2)(ii)
of this section, ABC’s $12,000 business license ex-
pense must be allocated in a reasonably accurate man-
ner because ABC utilizes the 12-month rule excep-
tion provided for in the §1.263(a)—4(f). Under para-
graph (f)(2)(iii) of this section, ABC’s deduction will
be deemed to be allocated in a reasonably accurate
manner if the item is allocated ratably throughout the
taxable year. Therefore, ABC will be permitted to al-
locate $3,000 of its business license deduction in its
first installment period.

Example 7. Real property tax liability. (i) Corpo-
ration ABC, a calendar year taxpayer, uses an accrual
method of accounting and the annualized income in-
stallment method under section 6655(e)(2)(A)@) to
calculate all of its required installment payments for
its 2008 taxable year. ABC owns real property in
State Y and uses the real property in its trade or busi-
ness. ABC incurs a $400,000 deduction for State Y
real estate taxes during ABC’s December 31, 2008,
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taxable year. ABC has elected to recognize its real
property taxes ratably under section 461(c).

(ii) Under the rule provided in paragraph (f)(2)(i)
of this section, ABC’s $400,000 real property tax li-
abilities must be allocated in a reasonably accurate
manner. However, paragraph (f)(2)(iv) of this sec-
tion provides that with respect to real property taxes
for which an election has been made under section
461(c), ratable accrual is the only method which will
be considered a reasonably accurate method. There-
fore, ABC will be required to allocate its $400,000
real property taxes ratably for estimated tax purposes
and thus $100,000 will be allocated to the ABC’s first
annualized income installment.

Example 8. NOL (Net Operating Loss) deduc-
tion. Corporation ABC, a calendar year taxpayer,
uses an accrual method of accounting and the an-
nualized income installment method under section
6655(e)(2)(A)() to calculate all of its required install-
ment payments for its 2008 taxable year. ABC has a
net operating loss carryover to 2008 of $2,000,000.
ABC'’s taxable income from January 1, 2008, through
March 31, 2008, without regard to any net operat-
ing loss deduction, is $1,500,000 (pre-NOL taxable
income). Under the special rule for net operating
loss deductions provided in paragraph (f)(3)(ii) of this
section, the NOL deduction is treated as an extraor-
dinary item incurred on the first day of ABC’s De-
cember 31, 2008, tax year. Therefore, the NOL de-
duction is taken into account after annualization for
purposes of determining ABC’s first annualized in-
come installment.

Example 9. Advance payment. (i) Corporation
ABC, a calendar year taxpayer, uses an accrual
method of accounting and the annualized income
installment method under section 6655(e)(2)(A)(i) to
calculate all of its required installment payments for
its 2008 and 2009 taxable years. ABC is in the busi-
ness of giving dancing lessons and receives advance
payments. For Federal income tax purposes, ABC
uses the Deferral Method provided in section 5.02
of Rev. Proc. 200434 for the advance payments it
receives for dance lessons. On November 1, 2008,
ABC receives an advance payment of $2,400 for a
2-year contract commencing on November 1, 2008,
and providing for up to 24 individual, 1-hour lessons.
ABC provides 2 lessons in 2008, 12 lessons in 2009,
and 10 lessons in 2010. ABC recognizes $200 in
revenues in its financial statements for the last quar-
ter of 2008. ABC recognizes $300 in revenues in its
financial statements for each quarter of 2009 for a to-
tal of $1,200 in 2009. ABC recognizes the remaining
$1,000 in revenues in its financial statements during
2010. For tax purposes, ABC recognizes $200 into
revenue in 2008 and $2,200 into revenue in 2009 un-
der Rev. Proc. 2004-34. See §601.601(d)(2)(ii)(b).

(ii) Pursuant to paragraph (f)(3)(i)(B) of this sec-
tion, ABC is not required to take into account any of
the advance payment for purposes of computing any
required installment payment for ABC’s 2008 taxable
year because no part of the $2,400 advance payment
was recognized as income in ABC’s financial state-
ments during the first nine months of ABC’s 2008
taxable year. In 2009, ABC must take into account
$300 of revenue for purposes of computing its first
and second required installment payments, $600 of
revenue for purposes of computing its third required
installment payment and $900 for purposes of com-
puting its fourth required installment payment. Pur-
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suant to paragraph (f)(3)(i)(B) of this section, the re-
maining deferred revenue is recognized on December
31, 2009, for purposes of computing ABC’s annual-
ized income installments for 2009.

Example 10. Section 481(a) adjustment. Corpo-
ration ABC, a calendar year taxpayer, uses an accrual
method of accounting and the annualized income in-
stallment method under section 6655(e)(2)(A)(i) to
calculate all of its required installment payments for
its 2008 taxable year. On December 20, 2008, ABC
files a Form 3115 requesting permission to change its
method of accounting. The requested change results
in a negative section 481(a) adjustment of $80,000.
ABC subsequently receives the consent of the Com-
missioner to make the change and therefore, the neg-
ative $80,000 section 481(a) adjustment is properly
recognized in ABC’s tax return for the year ending
December 31, 2008. Under paragraph (f)(3)(ii) of
this section ABC is permitted to recognize the neg-
ative $80,000 section 481(a) adjustment as an extra-
ordinary item occurring on January 1, 2008 (the first
day of ABC’s December 31, 2008, tax year), or De-
cember 20, 2008 (the date ABC filed the Form 3115).
ABC chooses to recognize the negative $80,000 sec-
tion 481(a) adjustment as an extraordinary item oc-
curring in January 1, 2008. Accordingly, $80,000 of
the negative section 481(a) adjustment is taken into
account after annualization for purposes of determin-
ing ABC’s first annualized income installment. In ad-
dition, under §1.6655-6(b), ABC is required to use
its new method of accounting as of January 1, 2008
for estimated tax purposes, consistent with the recog-
nition of the section 481(a) adjustment for estimated
tax purposes. Therefore, ABC will be required to use
the new method of accounting in determining taxable
income to be annualized in computing ABC’s first an-
nualized income installment.

Example 11. Section 481(a) adjustment. Cor-
poration ABC, a calendar year taxpayer, uses an
accrual method of accounting and uses the annu-
alized income installment method under section
6655(e)(2)(A)(i) to calculate all of its required in-
stallment payments for its 2008 taxable year. On
June 15, 2008, ABC files a Form 3115 requesting
permission to change its method of accounting. The
requested change results in a positive section 481(a)
adjustment of $240,000. ABC subsequently receives
the consent of the Commissioner to make the change
and therefore, $60,000 of the section 481(a) adjust-
ment (one quarter of the positive $240,000 section
481(a) adjustment) is properly recognized in ABC’s
tax return for the year ending December 31, 2008.
Under paragraph (f)(3)(ii) of this section, ABC is
permitted to recognize the positive $60,000 section
481(a) adjustment as an extraordinary item occurring
on January 1, 2008 (the first day of ABC’s December
31, 2008, tax year), or June 15, 2008 (the date ABC
filed the Form 3115). ABC chooses to recognize
the positive $60,000 section 481(a) adjustment as
an extraordinary item occurring on June 15, 2008.
Accordingly, the $60,000 positive section 481(a)
adjustment is not taken into account for purposes of
determining ABC’s first annualized income install-
ment. However, in all futures years any portion of
the section 481(a) adjustment related to this change
in method of accounting will be treated as an extraor-
dinary item occurring on the first day of the tax year
under paragraph (f)(3)(ii) of this section. In addition,
under §1.6655-6(b), ABC is required to use its new
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method of accounting as of June 15, 2008 for esti-
mated tax purposes, consistent with the recognition
of the section 481(a) adjustment for estimated tax
purposes. Therefore, ABC will be required to use
the new method of accounting (as of the beginning
of the tax year) for purposes of determining taxable
income to be annualized in computing ABC’s third
and fourth annualized income installments (which
are based upon annualization periods that include
June 15, 2008.)

Example 12. Extraordinary item. Corporation
ABC, a calendar year taxpayer, uses an accrual
method of accounting and the annualized income
installment method under section 6655(e)(2)(A)@)
to calculate all of its required installment payments
for its 2008 taxable year. On May 10, 2008, ABC
reaches a settlement agreement with XYZ over a tort
action filed by ABC. As a result, ABC receives a
payment of $10,000,000 on June 15, 2006, that is
recognized as income by ABC. The settlement of a
tort action is an extraordinary item defined in para-
graph (f)(3)(ii)(A) of this section. Accordingly, the
$10,000,000 of income will be taken into account by
ABC on May 10, 2008, for purposes of computing
ABC’s annualized income installments for 2008.
Therefore, the $10,000,000 settlement will only be
taken into account in computing ABC’s third and
fourth annualized income installments (which are
based upon annualization periods that include May
10, 2008.) In addition, the $10,000,000 settlement
income will be taken into account as an extraordi-
nary item of income after annualization for purposes
of determining ABC’s third and fourth annualized
installment payments.

Example 13. Credit carryover. Corporation
ABC, a calendar year taxpayer, uses an accrual
method of accounting and the annualized income
installment method under section 6655(e)(2)(A)(i) to
calculate all of its required installment payments for
its 2008 taxable year. ABC projects its annualized
tax for its 2008 taxable year, based on annualizing
ABC'’s taxable income for its first annualization pe-
riod from January 1, 2008, through March 31, 2008,
to be $1,500,000 before reduction for any credits.
ABC has an unused section 38 credit from 2007 for
increasing research activities from 2007 of $500,000
that is carried over to 2008. For purposes of deter-
mining ABC’s first annualized income installment,
ABC’s annualized tax for 2008 is $1,000,000, de-
termined as the tax for the taxable year computed
by placing on an annualized basis ABC’s taxable
income from its first annualization period from Jan-
uary 1, 2008, through March 31, 2008 ($1,500,000)
reduced by the $500,000 credit carryover from 2007.
Therefore, ABC’s first required installment payment
for 2008 is $250,000 ($1,000,000 x 25%).

Example 14. Current year credit. Corporation
ABC, a calendar year taxpayer, uses an accrual
method of accounting and the annualized income
installment method under section 6655(e)(2)(A)(i) to
calculate all of its required installment payments for
its 2008 taxable year. ABC projects its annualized
tax for its 2008 taxable year, based on annualizing
ABC'’s taxable income for its first annualization pe-
riod from January 1, 2008, through March 31, 2008,
to be $2,000,000 before reduction for any credits.
ABC has historically earned a section 41 credit for
increasing research activities and, for 2008, ABC
estimates that it will earn a credit for increasing
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research activities under section 41 of $1,200,000.
However, pursuant to paragraph (f)(3)(iii) of this
section, if ABC were to annualize all components
involved in computing the current year credit based
on ABC’s activity from January 1, 2008, through
March 31, 2008, ABC would generate a credit of
$1,600,000 for 2008. For purposes of determining
ABC'’s first annualized income installment, ABC’s
annualized tax for 2008 is $400,000, determined
as the tax for the 2008 taxable year ($2,000,000)
computed by placing on an annualized basis ABC’s
taxable income from its first annualization period
January 1, 2008, through March 31, 2008, reduced
by a $1,600,000 current year section 41 credit from
increasing research activities. Therefore, ABC’s first
required installment payment for 2008 is $100,000
($400,000 x 25%).

Example 15. Current year credit. Same facts
as Example 14 except that ABC does not begin any
research activities until April 3, 2008, and will not
incur any research expenses described in paragraph
(f)(1)(ii) of this section. As a result, if ABC were to
annualize all components involved in computing the
current year credit based on ABC’s activity from Jan-
uary 1, 2008, through March 31, 2008, ABC would
generate no section 41 research credit for purposes of
determining its first annualized income installment.
Pursuant to paragraph (f)(3)(iii) of this section, ABC
cannot take into account any credit for its first annu-
alization period because ABC did not incur any qual-
ified research expenses by the last day of the first
annualization period. Accordingly, for purposes of
determining ABC’s first annualized income install-
ment, ABC’s annualized tax for its first annualization
period January 1, 2008, through March 31, 2008, is
$2,000,000. Therefore, ABC’s first required install-
ment payment for 2008 is $500,000 ($2,000,000 x
25%).

Example 16. Depreciation and amortization ex-
pense. Corporation ABC, a calendar year taxpayer
that began business on January 2, 2007, adopted an
accrual method of accounting and will use the an-
nualized income installment method under section
6655(e)(2)(A)(i) to calculate all of its required in-
stallment payments for its 2008 taxable year. On
January 2, 2007, ABC purchased and placed in ser-
vice a tangible depreciable asset that costs $50,000
and is 5-year property under section 168(e). ABC
depreciates its 5-year property placed in service in
2007 under the general depreciation system using the
200-percent declining balance method, a 5-year re-
covery period, and the half year convention. On Jan-
uary 2, 2008, ABC purchased and placed in service
qualified Gulf Opportunity Zone property (GO Zone
property) that costs $30,000 and is 5-year property
under section 168(e). ABC will depreciate its 5-year
property placed in service in 2008 under the general
depreciation system using the 200-percent declining
balance method, a 5-year recovery period, and the
half-year convention. ABC will deduct the 50% ad-
ditional first year depreciation deduction under sec-
tion 1400N(d) with respect to the GO Zone property.
For tax year 2007, ABC takes a depreciation deduc-
tion under section 168 of $10,000 ($50,000 X 20% =
$10,000). ABC does not anticipate being subject to
the mid-quarter convention for the 2008 taxable year,
does not anticipate making any depreciation elections
for any class of property, does not anticipate making
a section 179 election, does not anticipate any sales
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or other dispositions of depreciable property, and no
events have occurred, nor does ABC know, based on
all relevant information available as of the due date
of ABC'’s first required installment for 2008, of any
event that will occur to cause ABC’s 2008 taxable
year to be a short taxable year. The optional amounts
of depreciation expense ABC may take into account
for its first annualized income installment for its 2008
taxable year are determined as follows:

(i) General rule — Estimated annual deprecia-
tion. In accordance with the general rule provided in
paragraph (£)(3)(iv)(A) of this section, ABC may take
a depreciation expense of $8,500 ($34,000 X 3/12 =
$8,500) into account in computing ABC’s January
1, 2008, through March 31, 2008, taxable income.
ABC’s estimated annual depreciation expense for
2008 of $34,000 is computed as follows: $15,000 for
the 50% additional first year depreciation deduction
under section 1400N(d) ($30,000 X 50% = $15,000)
plus annual depreciation of $16,000 ($40,000 X 40%
= $16,000) and $3,000 ($15,000 X 20% = $3,000).
Under paragraphs (c)(3) and (f)(3)(iv)(C) of this
section, ABC may not consider its first annualiza-
tion period to be a short taxable year for purposes
of determining the depreciation allowance for such
annualization period.

(ii) Safe Harbor — Proportionate depreciation
allowance. In accordance with the safe harbor pro-
vided in paragraph (f)(3)(iv)(B)(/) of this section,
ABC may take a depreciation expense of $8,500
($34,000 X 3/12 = $8,500) into account in com-
puting ABC’s January 1, 2008, through March 31,
2008, taxable income based on annual depreciation
expense for 2008 of $34,000, computed as follows:
$15,000 for the 50% additional first year deprecia-
tion deduction under section 1400N(d) ($30,000 X
50% = $15,000) plus annual depreciation of $16,000
($40,000 X 40% = $16,000) and $3,000 ($15,000
X 20% = $3,000). Under paragraphs (c)(3) and
()(3)(iv)(C) of this section, ABC may not consider
its first annualization period to be a short taxable
year for purposes of determining the depreciation
allowance for such annualization period.

(iii) Safe Harbor — 90 percent of preceding
year’s depreciation. In accordance with the safe
harbor in paragraph (f)(3)(iv)(B)(2) of this section,
ABC may take a depreciation expense of $2,250
($10,000 prior year’s depreciation X 90% = $9,000
X 3/12 = $2,250) into account in computing ABC’s
January 1, 2008, through March 31, 2008, taxable
income. Under paragraphs (c)(3) and (f)(3)(iv)(C) of
this section, ABC may not consider its first annual-
ization period to be a short taxable year for purposes
of determining the depreciation allowance for such
annualization period.

(g) Items that substantially affect tax-
able income but cannot be determined ac-
curately by the installment due date—(1)
In general. In determining the applica-
bility of the annualization exceptions de-
scribed in paragraphs (a) and (b) of this
section and §1.6655-3, reasonable esti-
mates may be made from existing data for
items that substantially affect income if
the amount of such items cannot be de-
termined accurately by the installment due
date. This paragraph (g) applies only to
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the inflation index for taxpayers using the
dollar-value LIFO (last-in, first-out) in-
ventory method, adjustments required un-
der section 263A, the computation of a
taxpayer’s section 199 deduction, inter-
company adjustments for taxpayers that
file consolidated returns, the liquidation
of a LIFO layer at the installment date
that the taxpayer reasonably believes will
be replaced at the end of the year, de-
ferred gain on a qualifying conversion or
exchange of property under sections 1031
and 1033 that the taxpayer reasonably be-
lieves will be replaced with qualifying re-
placement property, and any other item
designated by the Secretary by publica-
tion in the Internal Revenue Bulletin (see
§601.601(d)(2)(ii)(b) of this chapter).

(2) Example. The following example
illustrates the rules of this paragraph (g):

Example. Section 199 deduction. Corporation
ABC, a calendar year taxpayer, uses an accrual
method of accounting and the annualized income
installment method under section 6655(e)(2)(A)(i)
to calculate all of its required installment payments
for its 2008 taxable year. ABC engages in produc-
tion activities that generate qualified production
activities income (QPAI), as defined in §1.199-1(c),
and projects taxable income of $50,000 for its first
annualization period from January 1, 2008, through
March 31, 2008, without taking into account the
section 199 deduction. During its first annualiza-
tion period from January 1, 2008, through March
31, 2008, ABC incurs W-2 wages allocable to do-
mestic production gross receipts pursuant to section
199(b)(2) of $10,000. Pursuant to paragraph (g)(1) of
this section, ABC is permitted to take into account its
estimated section 199 deduction before annualizing
taxable income based on the lesser of its estimated
QPALI or taxable income and W-2 wages for its first
installment period for 2008. For the first installment
period in 2008, ABC is permitted to recognize a de-
duction under section 199 of $3,000 ($50,000 x .06 =
$3,000) subject to the wage limitation of $5,000 (50
percent of $10,000 of W-2 wages incurred during
the first installment period). Accordingly, ABC’s
annualized income for the first installment for 2008
is $188,000 (($50,000 - $3,000) x 12/3 = $188,000).
The tax on $188,000 is $56,570 and ABC’s first
required installment for 2008 is $14,143 ($56,570 x
.25 = $14,143).

(h) Effective/applicability date. This
section applies to taxable years beginning
after September 6, 2007.

Par. 8a. Section 1.6655-3 is revised to
read as follows:

§1.6655-3 Adjusted seasonal installment
method.

(a) In general. In the case of any re-
quired installment, the amount of the ad-
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justed seasonal installment is the excess (if
any) of—

(1) 100 percent of the amount deter-
mined under paragraph (c) of this section;
over

(2) The aggregate amount of all prior
required installments for the taxable year.

(b) Limitation on application of sec-
tion. This section applies only if the base
period percentage (as defined in section
6655(e)(3)(D)(i) and paragraph (d)(1)
of this section) for any six consecutive
months of the taxable year equals or ex-
ceeds seventy percent.

(c) Determination of amount. The
amount determined under this paragraph
(c) for any installment will be determined
in the following manner—

(1) Take the taxable income for all
months during the taxable year preceding
the filing month;

(2) Divide such amount by the base pe-
riod percentage for all months during the
taxable year preceding the filing month;

(3) Determine the tax on the amount
determined under paragraph (c)(2) of this
section; and

(4) Multiply the tax computed under
paragraph (c)(3) of this section by the base
period percentage for the filing month and
all months during the taxable year preced-
ing the filing month.

(d) Special rules—(1) Base period per-
centage. The base period percentage for
any period of months is the average per-
cent that the taxable income for the cor-
responding months in each of the three
preceding taxable years bears to the tax-
able income for the three preceding taxable
years. If there is no taxable income for the
corresponding months, taxable income for
this purpose is zero.

(2) Filing month. The term filing month
means the month in which the installment
is required to be paid.

(3) Application of the rules related
to the annualized income installment
method to the adjusted seasonal install-
ment method. The rules governing the
computation of taxable income (and re-
sulting tax) for purposes of determining
any required installment payment of es-
timated tax under the annualized income
installment method under §1.6655-2 ap-
ply to the computation of taxable income
(and resulting tax) for purposes of deter-
mining any required installment payment
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of estimated tax under the adjusted sea-
sonal installment method.

(4) Alternative minimum tax. The
amount determined under paragraph (c)
of this section must properly take into
account the amount of any alternative
minimum tax under section 55 that would
apply for the period of the computation.
The amount of any alternative minimum
tax that would apply is determined by
applying to alternative minimum taxable

income, tentative minimum tax, and alter-
native minimum tax, the rules described
in paragraph (c) of this section for taxable
income and tax.

(e) Example. The provisions of this sec-
tion may be illustrated by the following ex-
ample:

Example. (i) X, a corporation that reports on a
calendar year basis, expects to have an estimated tax
liability of $1,200,000 for its taxable year ending De-
cember 31, 2009. On its 2008 tax return, X reports a
tax liability of $652,800. X pays four installments

of estimated tax, each in the amount of $250,000,
$250,000, $250,000, and $450,000 on April 15, 2009,
June 15, 2009, September 15, 2009, and December
15, 2009, respectively. X reports a tax liability of
$1,152,600 on its return due March 15, 2010, with
no credits against tax. Under the general provision
of section 6655(b) and section 6655(d), there was
an underpayment in the amount of $76,300 for the
second installment through September 15, 2009, and
$114,450 for the third installment through December
15, 2009, determined as follows:

(A) Tax as defined in section 6655(g) = $1,152,600
(B) 100% of this paragraph (e), Example (i)(A) = $1,152,600
(C) Amount of estimated tax required to be paid on or before the first

installment (25% of $652,800) = $ 163,200
(D) Deduction of amount timely paid on or before the first installment due

date under the general rule of section 6655(b) = $ 250,000
(E) Amount of overpaid estimated tax for the first installment date = $ 86,800
(F) Amount of estimated tax required to be paid on or before the second

installment (25% of $1,152,600 plus the recapture amount under section

6655(d)(2)(B) of $124,950 (25% of $1,152,600 less $163,200)) = $ 413,100
(G) Deduction of amount paid on or before the due date of the second installment

less amount applied towards the first installment under the general rule of

section 6655(b) ($250,000 paid in each of the first and second installments

less this paragraph (e), Example (i)(C)) = $ 336,800
(H) Amount of underpayment for the second installment date = $ 76,300
(I) Amount of estimated tax required to be paid on or before the third

installment (25% of $1,152,600) = $ 288,150
(J) Deduction of amount paid on or before the due date of the third installment less

amount applied towards the first and second installments under the general rule of

section 6655(b) ($250,000 paid in each of the first, second, and third installments

less this paragraph (e), Example (i)(C) less this paragraph (e), Example (i)(F)) = $ 173,700
(K) Amount of underpayment for the third installment date = $ 114,450
(L) Amount of estimated tax required to be paid on or before the fourth installment

(25% of $1,152,600) = $ 288,150
(M) Deduction of amount paid on or before the due date of the fourth installment

less amount applied towards the first, second, and third installments under the general

rule of section 6655(b) ($250,000 paid in each of the first, second, and third

installments plus $450,000 paid in the fourth installment less this paragraph (e),

Example (1)(C) less this paragraph (e), Example (i)(F) less this paragraph (e), Example (i)(1)) = $ 335,550
(N) Amount of overpaid estimated tax for the fourth installment date = $ 47,400

(i) X wants to determine if it qualifies for the
adjusted seasonal installment method. X determines

that its monthly taxable income for the preceding three taxable years and for the current taxable year

2009 is as follows:

January February March April May June

2006

$100,000 $ 90,000 $ 80,000 $ 70,000 $ 60,000 $ 20,000

2007

$200,000 $170,000 $170,000 $130,000 $125,000 $ 45,000

2008

$410,000 $350,000 $330,000 $270,000 $240,000 $ 80,000

2009

$600,000 $680,000 $650,000 $560,000 $460,000 $170,000
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July
2006
$10,000

2007
$21,000

2008
$40,000

2009
$70,000

August September October
$10,000 $10,000 $10,000
$19,000 $20,000 $20,000
$40,000 $40,000 $40,000
$60,000 $50,000 $40,000

November

$10,000

$20,000

$40,000

$30,000

December

$10,000

$20,000

$40,000

$20,000

(iii) X must initially determine if its base period
percentage for the same 6 consecutive months of the 3
preceding taxable years equals or exceeds 70 percent

(see section 6655(e)(3) and paragraphs (b) and (c) of
this section). By using its taxable income for the first
6 months of 2006, 2007, and 2008, X qualifies for the

adjusted seasonal installment method because its base
period percentage is 87.5 percent (which exceeds 70
percent) computed as follows:

(A) Taxable income for first 6 months of 2006 = $ 420,000
(B) Total taxable income for 2006 = $ 480,000
(C) Divide this paragraph (e), Example (iii)(A) by this paragraph (e),
Example (iii)(B) = 875
(D) Taxable income for first 6 months of 2007 = $ 840,000
(E) Total taxable income for 2007 = $ 960,000
(F) Divide this paragraph (e), Example (iii)(D) by this paragraph (e),
Example (iii)(E) = 875
(G) Taxable income for first 6 months of 2008 = $1,680,000
(H) Total taxable income for 2008 = $1,920,000
(I) Divide this paragraph (e), Example (iii)(G) by
this paragraph (e), Example (iii)(H) = .875
(J) Add this paragraph (e), Example (iii)(C), (F), and (I) = 2.625
(K) Divide this paragraph (e), Example (iii)(J) by 3 = 875
(iv) To determine the amount of the first install-  graph (a) of this section, the following computation

ment under the rules of section 6655(¢)(3) and para-  is necessary:
(A) Taxable income for first 3 months of 2009 = $1,930,000
(B) Taxable income for first 3 months of 2006 ($270,000) divided by total
taxable income for 2006 ($480,000) = 5625
(C) Taxable income for first 3 months of 2007 ($540,000) divided by total taxable
income for 2007 ($960,000) = 5625
(D) Taxable income for first 3 months of 2008 ($1,090,000) divided by total taxable
income for 2008 ($1,920,000) = 5677
(E) Add this paragraph (e), Example (iv)(B), (C), and (D) and divide by 3 = 5642
(F) Divide this paragraph (e), Example (iv)(A) by this paragraph (e), Example (iv)(E) = $3,420,773
(G) Determine the tax on this paragraph (e), Example (iv)(F) = $1,163,049
(H) Taxable income for first 4 months of 2006 ($340,000) divided by total taxable
income for 2006 ($480,000) = 7083
(I) Taxable income for first 4 months of 2007 ($670,000) divided by total taxable
income for 2007 ($960,000) = .6979
(J) Taxable income for first 4 months of 2008 ($1,360,000) divided by total taxable
income for 2008 (1,920,000) = 7083
(K) Add this paragraph (e), Example (iv)(H), (I), and (J) and divide by 3 = 7048
(L) Multiply this paragraph (e), Example (iv)(G) by this paragraph (e),
Example (iv)(K) = $ 819,717
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(M) 100% of this paragraph (e), Example (iv)(L) = $ 819,717
(N) Amount of all prior required installments for 2009 = $0

(O) Amount of adjusted seasonal installment for the first installment payment
(this paragraph (e), Example (iv)(M) less this paragraph (e), Example (iv)(N)) = $ 819,717

(v) To determine the amount of the second install-  graph (a) of this section, the following computation
ment under the rules of section 6655(¢)(3) and para-  is necessary:

(A) Taxable income for first 5 months of 2009 = $2.,950,000
(B) Taxable income for first 5 months of 2006 ($400,000) divided by total taxable

income for 2006 ($480,000) = .8333

(C) Taxable income for first 5 months of 2007 ($795,000) divided by total taxable

income for 2007 ($960,000) = 8281

(D) Taxable income for first 5 months of 2008 ($1,600,000) divided by total taxable

income for 2008 ($1,920,000) = 8333

(E) Add this paragraph (e), Example (v)(B), (C), and (D) and divide by 3 = 8316

(F) Divide this paragraph (e), Example (v)(A) by this paragraph (e),

Example (V)(E) = $3,547,379
(G) Determine the tax on this paragraph (e), Example (v)(F) = $1,206,109
(H) Taxable income for first 6 months of 2006 ($420,000) divided by total taxable

income for 2006 ($480,000) = 875

(I) Taxable income for first 6 months of 2007 ($840,000) divided by total taxable

income for 2007 ($960,000) = 875

(J) Taxable income for first 6 months of 2008 ($1,680,000) divided by total taxable

income for 2008 ($1,920,000) = 875

(K) Add this paragraph (e), Example (v)(H), (I), and (J) and divide by 3 = 875

(L) Multiply this paragraph (e), Example (v)(G) by this paragraph (e),

Example (V)(K) = $1,055,345
(M) 100% of this paragraph (e), Example (v)(L) = $1,055,345
(N) Amount of all prior required installments for 2009 = $ 163,200

(O) Amount of adjusted seasonal installment for the second installment payment
(this paragraph (e), Example (v)(M) less this paragraph (e), Example (v)(N)) = $ 892,145

(vi) To determine the amount of the third install-  graph (a) of this section, the following computation
ment under the rules of section 6655(¢)(3) and para-  is necessary:

(A) Taxable income for first 8 months of 2009 = $3,250,000
(B) Taxable income for first 8 months of 2006 ($440,000) divided by total taxable

income for 2006 ($480,000) = 9167

(C) Taxable income for first 8 months of 2007 ($880,000) divided by total taxable

income for 2007 ($960,000) = 9167

(D) Taxable income for first 8 months of 2008 ($1,760,000) divided by total taxable

income for 2008 ($1,920,000) = 9167

(E) Add this paragraph (e), Example (vi)(B), (C), and (D) and divide by 3 = 9167

(F) Divide this paragraph (e), Example (vi)(A) by this paragraph (e), $3,545,326

Example (Vi)(E) =
(G) Determine the tax on this paragraph (e), Example (vi)(F) = $1,205,411

(H) Taxable income for first 9 months of 2006 ($450,000) divided by total taxable
income for 2006 ($480,000) = 9375

(I) Taxable income for first 9 months of 2007 ($900,000) divided by total taxable
income for 2007 ($960,000) = 9375
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(J) Taxable income for first 9 months of 2008 ($1,800,000) divided by total taxable

income for 2008 ($1,920,000) = 9375
(K) Add this paragraph (e), Example (vi)(H), (I), and (J) and divide by 3 = 9375
(L) Multiply this paragraph (e), Example (vi)(G) by this paragraph (e),
Example (vi)(K) = $1,130,073
(M) 100% of this paragraph (e), Example (vi)(L) = $1,130,073
(N) Amount of all prior required installments for 2009 = $ 576,300
(O) Amount of adjusted seasonal installment for the third installment payment
(this paragraph (e), Example (vi)(M) less this paragraph (e), Example (vi)(N)) = $ 553,773
(vii) To determine the amount of the fourth install-  graph (a) of this section, the following computation
ment under the rules of section 6655(¢)(3) and para-  is necessary:
(A) Taxable income for first 11 months of 2009 = $3,370,000
(B) Taxable income for first 11 months of 2006 ($470,000) divided by total taxable
income for 2006 ($480,000) = 9792
(C) Taxable income for first 11 months of 2007 ($940,000) divided by total taxable
income for 2007 ($960,000) = 9792
(D) Taxable income for first 11 months of 2008 ($1,880,000) divided by total taxable
income for 2008 ($1,920,000) = 9792
(E) Add this paragraph (e), Example (vii)(B), (C), and (D) and divide by 3 = 9792
(F) Divide this paragraph (e), Example (vii)(A) by this paragraph (e),
Example (vii)(E) = $3,441,585
(G) Determine the tax on this paragraph (e), Example (vii)(F) = $1,170,139
(H) Taxable income for first 12 months of 2006 ($480,000) divided by total taxable
income for 2006 ($480,000) = 1.0000
(I) Taxable income for first 12 months of 2007 ($960,000) divided by total taxable
income for 2007 ($960,000) = 1.0000
(J) Taxable income for first 12 months of 2008 ($1,920,000) divided by total taxable
income for 2008 ($1,920,000) = 1.0000
(K) Add this paragraph (e), Example (vii)(H), (I), and (J) and divide by 3 = 1.0000
(L) Multiply this paragraph (e), Example (vii)(G) by this paragraph (e), Example (vi)(K) = $1,170,139
(M) 100% of this paragraph (e), Example (vii)(L) = $1,170,139
(N) Amount of all prior required installments for 2009 = $ 864,450
(O) Amount of adjusted seasonal installment for the fourth installment payment
(this paragraph (e), Example (vii)(M) less this paragraph (e), Example (vii)(N)) = $ 305,689

(viii) Because the total amount of each required
estimated tax payment determined under section
6655(e)(3) and paragraph (a) of this section exceeds
the amount of each required estimated tax payment
determined under section 6655(d) and §1.6655-1(d)
and (e), the exception described in section 6655(e)
and this section does not apply and the addition to
the tax with respect to the underpayment for the June
15, 2009, and September 15, 2009, installments will
be imposed unless another exception (for example,
see section 6655(¢e)(2)) applies with respect to these
installments.

(f) Effective/applicability date. This
section applies to taxable years beginning
after September 6, 2007.

Par. 9. Section 1.6655—4 is added to

read as follows:
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§1.6655—4 Large corporations.

(a) Large corporation defined. The
term large corporation means any corpo-
ration (or a predecessor corporation) that
had taxable income of at least $1,000,000
for any taxable year during the testing
period. For purposes of this section, a pre-
decessor corporation is the distributor or
transferor corporation in a transaction to
which section 381 (relating to carryovers
in certain corporate acquisitions) applies.

(b) Testing period. For purposes of
paragraph (a) of this section, the term fest-
ing period means the 3 taxable years im-
mediately preceding the taxable year for
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which estimated tax is being determined
(the current taxable year) or, if less, the
number of taxable years the taxpayer has
been in existence.

(c) Computation of taxable income dur-
ing testing period—(1) Short taxable year.
In the case of a corporation (or predecessor
corporation) that had a short taxable year
during the testing period, for purposes
of determining whether the $1,000,000
amount referred to in paragraph (a) of this
section is equaled or exceeded, the taxable
income for the short taxable year is com-
puted by—

(i) Multiplying the taxable income for
the short taxable year by 12; and
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(i1) Dividing the resulting amount by
the number of months in the short taxable
year.

(2) Computation of taxable income in
taxable year when there occurs a trans-
action to which section 381 applies. (i)
For purposes of determining whether an
acquiring corporation had taxable income
of $1,000,000 or more for a taxable year
in which a section 381 transaction occurs,
the acquiring corporation’s taxable income
will be the sum of—

(A) The taxable income of the acquiring
corporation for its taxable year; plus

(B) The taxable income (or loss) of
the distributor or transferor corporation
for that portion of its taxable year corre-
sponding to the acquiring corporation’s
taxable year up to and including the date
of distribution or transfer (as defined in
§1.381(b)-1(b)).

(ii) For purposes of determining
whether a transferor or distributor corpo-
ration had taxable income of $1,000,000
or more for a taxable year in which a sec-
tion 381 transaction occurs, the distributor
or transferor corporation’s taxable income
(or loss) is reduced by the amount of tax-
able income (or loss) that is included in
the acquiring corporation’s taxable in-
come for the taxable year in which the
distribution or transfer (as defined in
§1.381(b)-1(b)) occurs, as described in
paragraph (c)(2)(i)(B) of this section.

(d) Members of controlled group—(1)
In general. For purposes of applying
paragraph (a) of this section, the taxable
income of members of a controlled group
of corporations (as defined in section
1563(a)) must be aggregated for each year
of the testing period. The provisions of
this section do not apply to a controlled
group for any taxable year in which the
aggregate taxable income of the mem-
bers of the controlled group is less than
$1,000,000.

(2) Aggregation. For purposes of para-
graph (d)(1) of this section, a taxable loss
of any member of the controlled group for
a taxable year during the testing period is
not taken into account.

(3) Allocation rule. If the aggregate tax-
able income of members of a controlled
group computed pursuant to paragraph
(d)(1) of this section exceeds $1,000,000
during the testing period, the $1,000,000
amount that is relevant for purposes of de-
termining, under paragraph (a)(1) of this
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section, whether a corporation is a large
corporation is divided equally among the
component members of such group (in-
cluding component members excluded
pursuant to paragraph (d)(2) of this sec-
tion) unless all of such component mem-
bers consent to an apportionment plan
providing for an alternative allocation of
such amount. The procedure for making
and filing this plan will be the same as the
procedure used for making and filing an
apportionment plan under section 1561.
See section 1561 and the regulations.

(4) Controlled group members. (i) In
the case of any corporation that was a
member of a controlled group of corpora-
tions at any time during the testing period
but is not a member of such group during
the taxable year involved, the taxable in-
come of the former member for the test-
ing period is determined as if such corpo-
ration were not a member of a group at any
time during that period. With respect to
the controlled group, the taxable income of
its former member will not be taken into
account in determining such group’s tax-
able income for any taxable year during
the testing period for purposes of applying
paragraph (a)(1) of this section.

(ii) For purposes of paragraph (d)(4)(i)
of this section, the determination of
whether a corporation is a member of
a controlled group during the testing pe-
riod is based on whether the corporation
was a member of the controlled group on
the last day of the month preceding the
due date of the required installment.

(e) Effect on a corporation’s taxable in-
come of items that may be carried back or
carried over from any other taxable year.
In determining whether a corporation (or
predecessor corporation) is a large corpo-
ration for its current taxable year, items
that could offset taxable income during a
taxable year included in the testing period
(for example, those described in sections
172 and 1212) are not to be taken into ac-
count and the taxable income of a corpo-
ration for any taxable year during the test-
ing period is determined without regard to
items carried back or carried over from any
other taxable year.

(f) Consolidated returns. [Reserved].

(g) Example. The provisions of this
section may be illustrated by the following

example:
Example. Y Corporation and Z Corporation are
calendar year taxpayers. In 2008, Z acquires all of
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the assets of Y in a transaction to which section 381
applies. Z’s taxable income for both 2006 and 2007
was less than $1,000,000. Y’s taxable income for
2008 is determined under paragraph (c)(2) of this sec-
tion to be $300,000 for that portion of Y’s taxable
year corresponding to Z’s taxable year up to and in-
cluding the date of transfer. Z’s taxable income for
2008 is $800,000. Under the provisions of paragraph
(c)(2) of this section, Z’s 2008 taxable income for
purposes of determining whether it is a large corpo-
ration for taxable year 2009 is $1,100,000 ($800,000
+ $300,000). Thus, Z is a large corporation for the
2009 taxable year. In addition, if Z’s 2008 taxable
income, as determined under paragraph (c)(2) of this
section, had been less than $1,000,000 but Y’s tax-
able income in 2006 or 2007 had been $1,000,000 or
more, Z would be a large corporation for taxable year
2009 because Y is a predecessor corporation.

(h) Effective/applicability date. This
section applies to taxable years beginning
after September 6, 2007.

§1.6655-7 [Removed]
Par. 10. Section 1.6655-7 is removed.
§1.6655-5 [Redesignated as §1.6655-7]

Par. 11. Section 1.6655-5 is redesig-
nated as §1.6655-7.

Par. 12. Sections 1.6655-5 and
1.6655-6 are added to read as follows:

§1.6655-5 Short taxable year.

(a) In general. Except as otherwise pro-
vided in this section, the provisions of sec-
tion 6655 and these regulations are appli-
cable in the case of a short taxable year (in-
cluding an initial taxable year) for which a
payment of estimated tax is required to be
made.

(b) Exception to payment of estimated
tax. In the case of a short taxable year, no
payment of estimated tax is required if—

(1) The short taxable year is a period of
less than 4 full calendar months; or

(2) The tax shown on the return for such
taxable year (or, if no return is filed, the
tax) is less than $500.

(c) Installment due dates—(1) In gen-
eral—(@) Taxable year of at least four
months but less than twelve months. Ex-
cept as otherwise provided, in the case
of a short taxable year, if such year re-
sults in a taxable year of four or more full
calendar months but less than twelve full
calendar months, the due dates prescribed
in §1.6655-1(f)(2) apply.

(i) Exceptions. (A) If the date de-
termined under paragraph (c)(1)(i) of this
section for the first required installment
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due during the taxpayer’s short taxable
year is earlier than the 15® day of the
fourth month of the taxpayer’s short tax-
able year, the taxpayer’s first required in-
stallment is due on the first due date other-
wise determined under paragraph (c)(1)(i)
of this section that is on or after the 15"
day of the fourth month of the short tax-
able year.

(B) A taxpayer with an initial short tax-
able year may make estimated tax pay-
ments as though it were a calendar year
taxpayer until it files its tax return for its
initial taxable year and will not be subject
to an addition to tax under section 6655 for
making estimated tax payments as though
it were a calendar year taxpayer for the pe-
riod beginning with its initial short taxable
year to the time it files its tax return for its
initial short taxable year if, when filing its
tax return for its initial short taxable year,
the taxpayer chooses to be a fiscal year tax-
payer.

(2) Early termination of taxable
year—(i) In general. Except as provided
in paragraph (c)(2)(ii) of this section, if a
taxable year ends early (for example, as
a result of an acquisition or a change in
taxable year), the due date for the final
required installment is the date that would
have been the due date of the next required
installment if the event that gave rise to
the short taxable year had not occurred.

(ii) Exception. If the date determined
under paragraph (c)(2)(i) of this section is
within thirty days of the last day of the
short taxable year, the due date for the final
required installment is the fifteenth day of
the second month following the month that
includes the last day of the short taxable
year.

(d) Amount due for required install-
ment—(1) In general. The amount due for
any required installment determined under
section 6655(d)(1)(B)(i) for a short tax-
able year is 100% of the required annual
payment for the short taxable year divided
by the number of required installments
due (as determined under this section) for
the short taxable year.

(2) Tax shown on the return for the pre-
ceding taxable year. If the current taxable
year is a short taxable year, the amount due
for any required installment determined
under section 6655(d)(1)(B)(ii) is deter-
mined in the following manner—
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(i) Take 100% of the tax shown on the
return of the corporation for the preceding
taxable year;

(ii) Multiply such amount by the num-
ber of full calendar months in the current
short taxable year and divide by 12; and

(iii) Divide the amount determined un-
der paragraph (d)(2)(ii) of this section by
the number of required installments due
(as determined under this section) for the
current short taxable year.

(3) Applicable percentage. In the case
of any required installment determined
under section 6655(e), the applicable per-
centage under section 6655(e)(2)(B)(ii)
is—

(1) 25%, 50%, 75%, and 100% for the
first, second, third, and fourth (last) re-
quired installments, respectively, if the
taxpayer will have four required install-
ments due for the short taxable year;

(i1) 33.33%, 66.67%, and 100% for
the first, second, and third (last) required
installments, respectively, if the taxpayer
will have three required installments due
for the short taxable year;

(iii) 50% and 100% for the first and
second (last) required installments, respec-
tively, if the taxpayer will have two re-
quired installments due for the short tax-
able year; or

(iv) 100% for the first (and last) re-
quired installment if the taxpayer will have
one required installment for the short tax-
able year.

(4) Applicable percentage for install-
ment period in which taxpayer does not
reasonably expect that the taxable year
will be an early termination year. In the
case of any required installment deter-
mined under section 6655(e) in which the
taxpayer does not reasonably expect that
the taxable year will be an early termina-
tion year, the applicable percentage under
section 6655(e)(2)(B)(ii) is the applicable
percentage provided by paragraph (d)(3)(i)
of this section with the remaining balance
of the estimated tax payment for the year
due with the final installment.

(e) Examples. The following examples

illustrate the rules of this section:

Example 1. Short year of less than 4 months. Cor-
poration A is a calendar year taxpayer that was ac-
quired by corporation B, a member of a consolidated
group (as defined in §1.1502—1(h)) on April 16, 2009,
resulting in A having a short taxable year from Jan-
uary 1, 2009, through April 16, 2009. Because A has
a taxable year of less than four full calendar months,
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no estimated tax payments are required by A for the
short taxable year.

Example 2. Initial short year with four required
installments. Corporation B began business on Jan-
uary 9, 2009, and adopted a calendar year as its
taxable year. B computes its required installments
based on 100 percent of the tax shown on the re-
turn for the taxable year in accordance with section
6655(d)(1)(B)(i). Pursuant to §1.6655-1(f)(2)(d),
the due dates of B’s required installments for B’s
initial taxable year from January 9, 2009, through
December 31, 2009, are April 15, 2009, June 15,
2009, September 15, 2009, and December 15, 2009.
Pursuant to paragraph (d)(1) of this section, the
amount due with each required installment is 25%
of the required annual payment for B’s first required
installment, 50% of the required annual payment for
B’s second required installment, 75% of the required
annual payment for B’s third required installment,
and 100% of the required annual payment for B’s
fourth required installment.

Example 3. Initial short year with three required
installments. Corporation C began business on Feb-
ruary 12, 2009, and adopted a calendar year as its
taxable year. C computes its required installments
based on 100 percent of the tax shown on the re-
turn for the taxable year in accordance with section
6655(d)(1)(B)(i). Pursuant to §1.6655-1(f)(2)(i), the
due dates of C’s required installments for C’s initial
taxable year from February 12, 2009, through De-
cember 31, 2009, are April 15, 2009, June 15, 2009,
September 15, 2009, and December 15, 2009. How-
ever, in accordance with paragraph (c)(1)(ii)(A) of
this section, C’s first required installment is due June
15, 2009, because April 15, 2009, is earlier than the
fifteenth day of the fourth month of C’s taxable year.
As a result, C’s second required installment is due
September 15, 2009, and C’s third (and last) install-
ment is due December 15, 2009. Pursuant to para-
graph (d)(1) of this section, the amount due with each
required installment is 33.33% of the required annual
payment for C’s first required installment, 66.67% of
the required annual payment for C’s second required
installment, and 100% of the required annual pay-
ment for C’s third (and last) required installment.

Example 4. Initial short year with two required
installments. Same facts as Example 3 except C be-
gan business on April 10, 2009. In accordance with
paragraph (c)(1)(ii)(A) of this section, C’s first re-
quired installment is due September 15, 2009, be-
cause April 15, 2009, and June 15, 2009, are earlier
than the fifteenth day of the fourth month of C’s tax-
able year. As aresult, C’s second (and last) required
installment is due December 15, 2009. Pursuant to
paragraph (d)(1) of this section, the amount due with
each required installment is 50% of the required an-
nual payment for C’s first required installment, and
100% of the required annual payment for C’s second
(and last) required installment.

Example 5. Initial short year for fiscal year tax-
payer with two required installments. Corporation D
began business on February 12, 2009, and adopted a
fiscal year ending October 31 as its taxable year. D
computes its required installments based on 100 per-
cent of the tax shown on the return for the taxable year
in accordance with section 6655(d)(1)(B)(i). Pur-
suant to §1.6655—-1(f)(2)(ii), the due dates of D’s re-
quired installments for D’s initial taxable year from
February 12, 2009, through October 31, 2009, are
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February 15, 2009, April 15, 2009, July 15, 2009, and
October 15,2009. However, in accordance with para-
graph (c)(1)(ii)(A) of this section, D’s first required
installment is due July 15, 2009, because February
15, 2009, and April 15, 2009, are earlier than the fif-
teenth day of the fourth month of D’s taxable year. As
a result, D’s second (and last) installment is due Oc-
tober 15, 2009. Pursuant to paragraph (d)(1) of this
section, the amount due with each required install-
ment is 50% of the required annual payment for D’s
first required installment, and 100% of the required
annual payment for D’s second (and last) required in-
stallment.

Example 6. Initial short year for fiscal year
taxpayer with one required installment. Same facts
as Example 5 except D corporation began business
on May 11, 2009. In accordance with paragraph
(c)(D)(i1)(A) of this section, D’s first (and last) in-
stallment is due October 15, 2009, because July 15,
2009, is earlier than the fifteenth day of the fourth
month of D’s taxable year. Pursuant to paragraph
(d)(1) of this section, the amount due with D’s re-
quired installment is 100% of the required annual
payment, computed as 100% divided by the number
of required installments due for the short taxable
year.

Example 7. Short termination year with three
required installments. Corporation E is a calendar
year taxpayer that computes its required installments
based on 100 percent of the tax shown on the re-
turn for the taxable year in accordance with section
6655(d)(1)(B)(i). E computes its 2009 required in-
stallments based on a projected 2009 total tax lia-
bility of $600,000. On July 31, 2009, E is acquired
by corporation F, a member of a consolidated group
(as defined in §1.1502—-1(h)), resulting in E having
a short taxable year from January 1, 2009, through
July 31, 2009. E determines that its total tax liability
for the short period is $350,000. The due dates for
E’s first and second required installments are April
15, 2009, and June 15, 2009, respectively. Pursuant
to section 6655(d)(1)(A), E paid $150,000 with each
required installment. Pursuant to paragraph (c)(2) of
this section, E’s third (and last) required installment
of estimated tax is due on September 15, 2009, and
the percentage of the required annual payment due
with such installment is 100% pursuant to paragraph
(d)(1) of this section. Accordingly, E is required to
pay $50,000 with its final required installment on
September 15, 2009 ($350,000 total tax liability for
the short taxable year less prior installment payments
of $300,000).

Example 8. Unexpected short termination year
with three required installments using the annualiza-
tion method. Same facts as Example 7 except that E
uses the annualized income installment method un-
der section 6655(e)(2)(A)(i) to calculate all of its re-
quired installment payments for its 2009 taxable year.
In addition, E does not reasonably expect until July
28, 2009, that it will have a short termination year

caused by E being acquired by F on July 31, 2009.
Had E known about its acquisition by F in the first
quarter of 2009, E’s applicable percentages for com-
puting the amount of its three required installments
would be 33.33%, 66.67%, and 100% for the first,
second, and third (last) required installments, respec-
tively, pursuant to paragraph (d)(3)(ii) of this section.
However, because E had an unexpected short termi-
nation year that E was not aware of until after its
second required installment payment, E’s applicable
percentages for computing the amount of its three re-
quired installment are 25%, 50%, and 100% for the
first, second, and third (last) required installments,
respectively, pursuant to paragraph (d)(4) of this sec-
tion.

Example 9. Short termination year ending within
30 days of the regular final installment due date.
Same facts as Example 7 except that E is acquired
by F on August 31, 2009. Pursuant to paragraph
(c)(2)(ii) of this section, E’s third (and last) required
installment of estimated tax is due on October 15,
2009, because September 15, 2009, the date that
would have been the due date of E’s next required
installment if F’s acquisition of E had not occurred, is
within thirty days of the last day of E’s short taxable
year, and 100% of the required annual payment is
due with such installment.

Example 10. Short termination year ending
within 30 days of the regular final installment due
date. Corporation F is a calendar year taxpayer that
computes its required installments based on 100
percent of the tax shown on the return for the taxable
year in accordance with section 6655(d)(1)(B)(i).
F computes its 2009 estimated tax payments based
on a projected 2009 total tax liability of $900,000.
On December 3, 2009, F is acquired by corporation
G, a member of a consolidated group (as defined in
§1.1502-2(h)), resulting in F having a short taxable
year from January 1, 2009, through December 3,
2009. F determined its total tax liability for the short
period to be $800,000. The due dates for F’s first,
second, and third required installments are April
15, 2009, June 15, 2009, and September 15, 2009,
respectively.  Pursuant to section 6655(d)(1)(A),
F paid $225,000 with each required installment.
Pursuant to paragraph (c)(2)(ii) of this section, F’s
fourth (and last) required installment of estimated
tax is due on February 15, 2010, and the percent-
age of the required annual payment due with such
installment is 100% pursuant to paragraph (d)(1) of
this section. However, because the due date for the
fourth required installment falls on a legal holiday,
F’s required installment payment will be timely if
paid on or before the first business day following the
actual due date of the fourth required installment,
that is, February 16, 2010. Accordingly, F is required
to pay $125,000 with its final required installment
on February 16, 2010 ($800,000 total tax liability for
the short taxable year less prior installment payments
of $675,000).

Example 11. Short termination year using the tax
shown on the return for the preceding taxable year.
Corporation G, a calendar year taxpayer, reported a
tax liability of $75,000 on its return for the taxable
year ending December 31, 2008, and is not a large
corporation as defined in section 6655(g). On July 31,
2009, G makes a final distribution of its assets, in con-
nection with a plan of complete liquidation, resulting
in a short taxable year from January 1, 2009, through
July 31, 2009. To satisfy the requirements of the
exception described in section 6655(d)(1)(B)(ii) for
payments determined by reference to the tax shown
on the return of the corporation for the preceding tax-
able year, pursuant to paragraph (d)(2) of this section,
G must pay in a proportionate amount of its 2008 tax
liability based on the number of months in the cur-
rent taxable year. Accordingly, G must pay $43,750
($75,000 X 7/12) through payments of estimated tax
payments in 2009, with $14,583 due on April 15,
2009, June 15, 2009, and September 15, 2009.

Example 12. Short termination year using the tax
shown on the return for the preceding taxable year.
Same facts as Example 11 except that G makes a final
distribution of its assets, in connection with a plan of
complete liquidation, on October 1, 2009, resulting
in a short taxable year from January 1, 2009, through
October 1, 2009. To satisfy the requirements of the
exception described in section 6655(d)(1)(B)(ii), G
must pay $56,250 ($75,000 x 9/12) through payments
of estimated tax in 2009, with $14,063 due on April
15, 2009, June 15, 2009, September 15, 2009, and
December 15, 2009, respectively.

Example 13. Short initial year with three required
installments resulting in an underpayment. (i) Cor-
poration H began business on February 17, 2009, and
adopted a calendar year. H computes its required in-
stallments based on 100 percent of the tax shown on
the return for the taxable year in accordance with sec-
tion 6655(d)(1)(B)(i). H estimated at the beginning
of its short taxable year that its estimated tax liabil-
ity for short taxable year February 17, 2009, through
December 31, 2009, would be $180,000. H paid its
first required installment of estimated tax of $60,000
on June 15, 2009, its second required installment of
estimated tax of $60,000 on September 15, 2009, and
its third (and last) required installment of estimated
tax of $60,000 on December 15, 2009 ($180,000 to-
tal estimated tax liability for the short taxable year
less prior installment payments of $120,000). H re-
ported a tax liability of $240,000 on its return for
the short period February 17, 2009, through Decem-
ber 31, 2009, with no credits against tax. There was
an underpayment in the amount of $20,000 on the
first installment date through September 15, 2009,
$40,000 on the second installment date through De-
cember 15, 2009, and $60,000 on the third (and last)
installment date through March 15, 2010, determined
as follows:

(A) Tax as defined in section 6655(d)(1)(B)(i) =

(B) 100% of this paragraph (e), Example 13 (A) =

(C) Amount of estimated tax required to be paid by the first installment

date (33.33% of $240,000) =

$240,000
$240,000

$ 80,000

September 17, 2007
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(D) Amount of estimated tax required to be paid by the second installment
date (66.67% of $240,000 less $80,000 (amount due with first installment)) =

(E) Amount of estimated tax required to be paid by the third installment
date (100% of $240,000 less $160,000 (amount due with first and second installment)) =

(F) Deduction of amount paid on or before the first installment date =

(G) Amount of underpayment for the first installment date (this paragraph (e),
Example 13 (i)(C) minus this paragraph (e), Example 13 (i)(F)) =

(H) Deduction of amount available for the second installment date ($60,000
second installment payment less this paragraph (e), Example 13 (i)(G) applied towards the first installment

underpayment) =

(I) Amount of underpayment for the second installment date (this paragraph (e),
Example 13 (i)(D) minus this paragraph (e), Example 13 (i)(H)) =

(J) Deduction of amount available for the third installment date ($60,000 third
installment payment less this paragraph (e), Example 13 (i)(I) applied towards the

second installment underpayment) =

(K) Amount of underpayment for the third installment date (this paragraph (e),
Example 1 (i)(E) minus this paragraph (e), Example 13 (i)(J)) =

$ 80,000

$ 80,000
$ 60,000

$ 20,000

$ 40,000

$ 40,000

$ 20,000

$ 60,000

(ii) [Reserved].

(f) 52 or 53 week taxable year. For pur-
poses of this section, a taxable year of 52 or
53 weeks is deemed a period of 12 months
in the case of a corporation that computes
its taxable income in accordance with the
election permitted by section 441(f).

(g) Use of annualized income or sea-
sonal installment method—(1) In gen-
eral. Regardless of the annual accounting
period used by a corporation (for ex-
ample, calendar year, fiscal year) the
taxpayer may use the method described in
§1.6655-2 (annualized income installment
method) or §1.6655-3 (adjusted seasonal
installment method) to compute its re-
quired installments of estimated tax when
the current taxable year is a short taxable
year.

(2) Computation of annualized income
installment. To the extent a short tax-
able year includes an annualization period
elected by the taxpayer, the taxpayer com-
putes its annualized income installment by
determining the tax on the basis of such an-
nualized income for the annualization pe-
riod, divided by 12, multiplied by the num-
ber of months in the short taxable year, and
multiplied by the applicable percentage for
the required installment.

(3) Annualization period for final re-
quired installment. For purposes of deter-
mining the final required installment (as

described in paragraph (c)(2) of this sec-
tion) for a short taxable year, annualized
taxable income is determined by placing
on an annualized basis the taxable income
for the last complete annualization period
that occurs within the short taxable year.

(4) Examples. The provisions of para-
graph (g) of this section may be illustrated
by the following examples:

Example 1. Corporation X began business on
February 12, 2009, and adopted a calendar year as
its taxable year. X adopts an accrual method of ac-
counting and uses the annualized income installment
method under section 6655(e)(2)(A)(i) to calculate
all of its required installment payments for its 2009
taxable year. Pursuant to §1.6655-1(f)(2)(i), the due
dates of X’s required installments for X’s initial tax-
able year from February 12, 2009, through December
31,2009, are April 15, 2009, June 15, 2009, Septem-
ber 15, 2009, and December 15, 2009. However, in
accordance with paragraph (c)(1)(ii)(A) of this sec-
tion, X’s first required installment is due June 15,
2009. As a result, X’s second required installment
is due September 15, 2009, and X’s third (and last)
required installment is due December 15, 2009. The
amount of X’s first and second required installments
are each based on annualizing X’s taxable income
from February 12, 2009, through April 30, 2009, (the
first three months of X’s taxable year) and X’s third
(and last) required installment is based on annual-
izing X’s taxable income from February 12, 2009,
through July 31, 2009 (the first six months of X’s
taxable year). Because X will have three required
installments due for its short taxable year, pursuant
to paragraph (d)(3)(ii) of this section, the applicable
percentage is 33.33% for X’s first required install-
ment, 66.67% for X’s second required installment,

and 100% for X’s third (and last) required install-
ment.

Example 2. (i) Y, a calendar year corporation,
made a final distribution of its assets, in connection
with a plan of complete liquidation, on August 3,
2009. Y filed a timely election to use the alterna-
tive annualization periods described under section
6655(e)(2)(C)(i) and determined that its taxable in-
come for the first 2, 4 and 7 months of the taxable
year was $25,000, $50,000 and $140,000. The due
dates for Y’s required installments for its short tax-
able year January 1, 2009, through August 3, 2009,
are April 15, 2009, June 15, 2009, and September
15, 2009. Y made installment payments of $10,000,
$10,000, and $20,000, respectively, on April 15,
2009, June 15, 2009, and September 15, 2009. The
taxable income for each period is annualized as
follows:

$25,000 X 12/2 = $150,000
$50,000 X 12/4 = $150,000
$140,000 x 12/7 = $240,000

(i1)(A) To determine whether the first required in-
stallment equals or exceeds the amount that would
have been required to have been paid if the estimated
tax were equal to one hundred percent of the tax com-
puted on the annualized income for the 2-month pe-
riod taking into account the number of months in the
short taxable year, the following computation is nec-
essary:

(1) Annualized income for the 2 month period =

(2) Tax on this paragraph (g)(4), Example 2 (ii))(A)(1) =

(3) Tax determined under this paragraph (g)(4), Example 2 (ii)(A)(2) divided
by 12 multiplied by 7 (the number of months in the short taxable year) =

$150,000
$ 41,750

$ 24,354
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(4) 100% of this paragraph (g)(4), Example 2 (ii)(A)(3) =

(5) 33.33% of this paragraph (g)(4), Example 2 (ii)(A)(4) =

$ 24,354
$ 8,117

(B) Because the total amount of estimated tax that
is timely paid on or before the first installment date
($10,000) exceeds the amount required to be paid
on or before this date if the estimated tax were one
hundred percent of the tax determined by placing on
an annualized basis the taxable income for the first
2-month period taking into account the number of

months in the short taxable year, the exception de-
scribed in §1.6655-2(a) applies and no addition to tax
will be imposed for the installment due on April 15,
2009.

(iii)(A) To determine whether the required install-
ments made on or before June 15, 2009, equal or ex-
ceed the amount that would have been required to

have been paid if the estimated tax were equal to one
hundred percent of the tax computed on the annual-
ized income for the 4-month period taking into ac-
count the number of months in the short taxable year,
the following computation is necessary:

(1) Annualized income for the 4 month period =

(2) Tax on this paragraph (g)(4), Example 2 (iii)(A)(]) =

(3) Tax determined under this paragraph (g)(4), Example 2 (iii)(A)(2) divided by 12
multiplied by 7 (the number of months in the short taxable year) =

(4) 100% of this paragraph (g)(4), Example 2 (iii)(A)(3) =

(5) 66.67% of this paragraph (g)(4), Example 2 (iii)(A)(4) less $8,117 (amount due

with first installment) =

$150,000
$ 41,750

$ 24,354
$ 24,354

$ 8,120

(B) Because the total amount of estimated tax
available to apply towards the amount due for the sec-
ond installment ($11,883 ($10,000 paid on the second
installment date plus $1,883 overpayment of the first
installment)) exceeds the amount required to be paid
on or before this date if the estimated tax were one
hundred percent of the tax determined by placing on
an annualized basis the taxable income for the first
4-month period for the taxable year taking into ac-

count the number of months in the short taxable year,
the exception described in §1.6655-2(a) applies and
no addition to tax will be imposed for the installment
due on June 15, 2009.

(iv)(A) Pursuant to paragraph (c) and (d) of
this section, the final required installment is due by
September 15, 2009, and the applicable percentage
due for the final required installment is 100%. To
determine whether the installment payments made

on or before September 15, 2009, equal or exceed
the amount that would have been required to have
been paid if the estimated tax were equal to one hun-
dred percent of the tax computed on the annualized
income for the 7-month period taking into account
the number of months in the short taxable year, the
following computation is necessary:

(1) Annualized income for the 7 month period =

(2) Tax on this paragraph (g)(4), Example 2 (iv)(A)(1) =

$240,000
$ 76,850

(3) Tax determined under this paragraph (g)(4), Example 2 (iv)(A)(2) divided by 12 multiplied by 7 (the number

of months in the short taxable year) =

(4) 100% of this paragraph (g)(4), Example 2 (iv)(A)(3) =

$ 44,829
$ 44,829

(5) 100% of this paragraph (g)(4), Example 2 (iv)(A)(4) less $16,237 (amount due with first and second

installment) =

$ 28,592

(B) Because the total amount of estimated tax
available to apply towards the amount due for the
final installment ($23,763 ($20,000 that is timely
paid on the third installment date plus $3,763 over-
payment of the second installment)) does not exceed
the amount required to be paid on or before this
date if the estimated tax were one hundred percent
of the tax determined by placing on an annualized
basis the taxable income for the first 7-month period
for the taxable year taking into account the number
of months in the short taxable year, the exception
described in §1.6655-2(a) does not apply and an ad-
dition to tax will be imposed for the final installment
due on September 15, 2009, unless another exception
(for example, see section 6655(e)(3)) applies with
respect to these installments.

(h) Effective/applicability date. This
section applies to taxable years beginning
after September 6, 2007.

September 17, 2007

§1.6655—-6 Methods of accounting.

(a) In general. In computing any re-
quired installment, a corporation must use
the methods of accounting used in comput-
ing taxable income for the taxable year for
which estimated tax is being determined
(the current taxable year).

(b) Accounting method changes. A tax-
payer that changes its method of account-
ing with the consent of the Commissioner
for the current taxable year must use the
new method of accounting (as of the be-
ginning of the taxable year) in the determi-
nation of taxable income for annualization
periods ending on or after the date the re-
lated section 481(a) adjustment is treated
as arising. See §1.6655-2(f)(3)(ii)(C) for
the date a section 481(a) adjustment is
treated as arising. If the change in method
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of accounting does not result in a sec-
tion 481(a) adjustment, the taxpayer may
choose to use the new method of account-
ing (as of the beginning of the taxable year)
in the determination of taxable income for
all annualization periods during the year
of change or only those annualization pe-
riods ending on or after the date the Form
3115 “Application for Change in Account-
ing Method” was filed with the national of-
fice of the Internal Revenue Service. This
paragraph (b) only applies to the extent a
taxpayer changes a method of accounting
for the taxable year with the consent of the
Commissioner. Therefore, a taxpayer may
be subject to a section 6655 addition to tax
for an underpayment of estimated tax if an
underpayment results from a change in a
method of accounting the taxpayer antici-
pates making for the taxable year but for
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which the consent of the Commissioner is
not subsequently received.
(c) Examples. The following examples

illustrate the rules of this section:

Example 1. Accounting method used in comput-
ing taxable income for the taxable year. Corporation
ABC, a calendar year taxpayer, uses an accrual
method of accounting and the annualization method
under section 6655(e)(2)(A)(i) to calculate all of its
2008 required installments. ABC receives advance
payments each taxable year with respect to agree-
ments for the sale of goods properly includible in
ABC'’s inventory. The advance payments received
by ABC qualify for deferral under §1.451-5(c).
Although ABC is eligible to defer the advance
payments in accordance with §1.451-5(c), ABC’s
method of accounting with respect to the advance
payments is to include the advance payments in
income when received and ABC does not change
its accounting method for advance payments for the
2008 taxable year. ABC must use its current method
of recognizing advance payments as income in the
year received for purposes of computing its 2008
required installments.

Example 2. Change of accounting method.
Corporation ABC, a calendar year taxpayer, uses
an accrual method of accounting and the annual-
ization method under section 6655(e)(2)(A)(i) to
calculate all of its 2008 required installments. On
June 15, 2008, ABC files a Form 3115 requesting
permission to change its method of accounting for
future litigation reserves for the tax year ending
December 31, 2008. On February 15, 2009, ABC
receives consent from the Commissioner to make
the change for the tax year ending December 31,
2008. The change results in a positive section 481(a)
adjustment of $100,000. Under the provisions of
§1.6655-2(f)(3)(ii), ABC chooses to treat the section
481(a) adjustment as arising on the date the Form
3115 is filed with the national office of the Internal
Revenue Service. Therefore, ABC is required to use
the new method of accounting (as of the beginning
of the year) in the determination of taxable income
for annualization periods ending on or after June 15,
2008.

(d) Effective/applicability date. This
section applies to taxable years beginning
after September 6, 2007.

Par. 13. Newly-designated §1.6655-7

is revised to read as follows:

§1.6655-7 Addition to tax on account of
excessive adjustment under section 6425.

(a) Section 6655(h) imposes an addition
to the tax under chapter 1 of the Internal
Revenue Code in the case of any exces-
sive amount (as defined in paragraph (c)
of this section) of an adjustment under sec-
tion 6425 that is made before the 15" day
of the third month following the close of
a taxable year beginning after December
31, 1967. This addition to tax is imposed
whether or not there was reasonable cause
for an excessive adjustment.
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(b) If the amount of an adjustment un-
der section 6425 is excessive, there shall
be added to the tax under chapter 1 of the
Internal Revenue Code for the taxable year
an amount determined at the annual rate re-
ferred to in the regulations under section
6621 upon the excessive amount from the
date on which the credit is allowed or re-
fund paid to the 15 day of the third month
following the close of the taxable year. A
refund is paid on the date it is allowed un-
der section 6407.

(c) The excessive amount is equal to the
lesser of the amount of the adjustment or
the amount by which—

(1) The income tax liability (as defined
in section 6425(c)) for the taxable year, as
shown on the return for the taxable year;
exceeds

(2) The estimated income tax paid
during the taxable year, reduced by the
amount of the adjustment.

(d) The computation of the addition to
the tax imposed by section 6425 is made
independent of, and does not affect the
computation of, any addition to the tax
that a corporation may otherwise owe for
an underpayment of an installment of esti-
mated tax.

(e) The following example illustrates

the rules of this section:

Example. (i) Corporation X, a calendar year tax-
payer, had an underpayment as defined in section
6655(b), for its fourth installment of estimated tax
that was due on December 15, 2009, in the amount of
$10,000. On January 4, 2010, X filed an application
for adjustment of overpayment of estimated income
tax for 2009 in the amount of $20,000.

(ii) On February 16, 2010, the Internal Revenue
Service, in response to the application, refunded
$20,000 to X. On March 15, 2010, X filed its 2009
tax return and made a payment in settlement of its
total tax liability. Assuming that the addition to tax
is computed under section 6621(a)(2) at a rate of
8% per annum for the applicable periods of under-
payment, under section 6655(a), X is subject to an
addition to tax in the amount of $197 (90/365 X
$10,000 X 8%) on account of X’s December 15,
2009, underpayment. Under section 6655(h), X is
subject to an addition to tax in the amount of $118
(27/365 X $20,000 X 8%) on account of X’s exces-
sive adjustment under section 6425. In determining
the amount of the addition to tax under section
6655(a) for failure to pay estimated income tax, the
excessive adjustment under section 6425 is not taken
into account.

(f) An adjustment is generally to be
treated as a reduction of estimated income
tax paid as of the date of the adjustment.
However, for purposes of §§1.6655-1
through 1.6655-6, the adjustment is to

be treated as if not made in determining
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whether there has been any underpayment
of estimated income tax and, if there is an
underpayment, the period during which
the underpayment existed.

(g) Effective/applicability date: This
section applies to taxable years beginning
after September 6, 2007.

PART 301—PROCEDURE AND
ADMINISTRATION

Par. 14. The authority citation for part
301 continues to read in part as follows:
Authority: 26 U.S.C. 7805 * * *

§301.6154-1 [Removed]

Par. 15.
moved.

Par. 16. Section 301.6655-1 is revised
to read as follows:

Section 301.6154-1 is re-

§301.6655—1 Failure by corporation to
pay estimated income tax.

(a) For regulations under section 6655,
see §§1.6655—1 through 1.6655-7 of this
chapter.

(b) Effective/applicability date: This
section applies to taxable years beginning
after September 6, 2007.

PART 602—OMB CONTROL
NUMBERS UNDER THE PAPERWORK
REDUCTION ACT

Par. 17. The authority citation for part
602 continues to read as follows:
Authority: 26 U.S.C. 7805.

§602.101 [Amended]

Par. 18. Section 602.101, paragraph
(b) is amended by removing the entries

for §§1.6154-2, 1.6154-3, 1.6154-5,
1.6655-1, 1.6655-2, 1.6655-3 and
1.6655-7.

Kevin M. Brown,
Deputy Commissioner for
Services and Enforcement.

Approved July 17, 2007.

Eric Solomon,
Assistant Secretary of
the Treasury (Tax Policy).

(Filed by the Office of the Federal Register on August 6,
2007, 8:45 a.m., and published in the issue of the Federal
Register for August 7, 2007, 72 F.R. 44337)
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Part IV. Items of General Interest

Notice of Proposed
Rulemaking

Public Inspection of Material
Relating to Tax-Exempt
Organizations

REG-116215-07

AGENCY:
Treasury.

Internal Revenue Service,

ACTION: Notice of proposed rulemaking.

SUMMARY: This document contains pro-
posed regulations that amend existing reg-
ulations issued under sections 6104 and
6110 of the Internal Revenue Code. The
purpose of the proposed regulations is to
clarify rules relating to information that is
made available by the IRS for public in-
spection under section 6104(a) and mate-
rials that are made publicly available un-
der section 6110. The changes reflect IRS
practice as well as the United States Court
of Appeals for the District of Columbia
Circuit’s decision in Tax Analysts v. IRS,
350 F.3d 100 (D.C. Cir. 2003). The Tax
Analysts decision invalidated the portions
of §§301.6104(a)-1(i) and 301.6110-1(a)
that excepted rulings that denied or re-
voked an organization’s tax exempt sta-
tus from the public disclosure provisions
of both sections 6104 and 6110. The pro-
posed regulations will affect organizations
exempt from Federal income tax under
section 501(a) or 527, organizations that
were exempt but are no longer exempt
from Federal income tax, and organiza-
tions that were denied tax-exempt status.

DATES: Written or electronic comments
and requests for a public hearing must be
received by November 13, 2007.

ADDRESSES: Send submissions to:
CC:PA:LPD:PR (REG-116215-07), room
5203, Internal Revenue Service, P.O. Box
7604, Ben Franklin Station, Washing-
ton, DC 20044. Submissions may be
hand-delivered between the hours of
8 am. and 4 p.m. to CC:PA:LPD:PR
(REG-116215-07), Courier’s Desk, In-
ternal Revenue Service, 1111 Constitution
Avenue, N.W., Washington, DC, or sent
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electronically via the Federal eRulemak-
ing Portal at www.regulations.gov (IRS
REG-116215-07).

FOR  FURTHER INFORMATION
CONTACT: Concerning submission of
comments, Kelly Banks, (202) 622-7180
(not a toll-free number); concerning the
proposed regulations, Mary Ellen Keys,
(202) 622-4570 (not a toll-free number).

SUPPLEMENTARY INFORMATION:
Background

Since 1950, the Internal Revenue Code
has provided for the public inspection of
information that is submitted to the IRS
by certain exempt organizations and cer-
tain trusts. Under section 6104(a), the IRS
makes available for public inspection ap-
proved applications for exemption from
Federal income tax for organizations de-
scribed in section 501(c) or (d) and exempt
under section 501(a), notices of status filed
under section 527(i) by political organi-
zations exempt from taxation under sec-
tion 527, and certain related documents.
Section 6104(a) also permits the IRS to
disclose whether an organization is cur-
rently recognized as exempt and the sub-
section and paragraph number of section
501 under which it is recognized. Section
6104(b) imposes an additional obligation
on the IRS to make available for public in-
spection annual information returns filed
by organizations exempt from Federal in-
come tax. Section 6104(c) governs when
the IRS may disclose certain information
about charitable and certain other exempt
organizations to state officials. Section
6104(d) imposes a parallel obligation on
organizations and trusts to make available
for public inspection annual returns, appli-
cations for exemption and notices of sta-
tus. The proposed regulations do not ad-
dress the obligations imposed by subsec-
tions (b), (c) and (d).

The decision in Tax Analysts v. IRS, 350
F.3d 100 (D.C. Cir. 2003), invalidated the
portions of existing §301.6104(a)-1(1)(1),
(2), and (3) and §301.6110-1(a) that ex-
cluded rulings that denied or revoked
an organization’s tax exempt status
from the public disclosure provisions
of both sections 6104 and 6110. Sections
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301.6104(a)-1(i)(1), (2) and (3) excluded
from disclosure by the IRS unfavorable
rulings or determination letters in response
to exemption applications, rulings or de-
termination letters that make or modify a
favorable determination letter, and tech-
nical advice memoranda that relate to a
disapproved exemption application or the
revocation or modification of a favor-
able determination letter. Thus, because
§301.6110-1(a) provided that the disclo-
sure of such rulings, determination letters
and technical advice memoranda is to be
determined under section 6104, they also
were not available under section 6110.
The IRS has already modified its admin-
istrative practice to follow the court’s
holding by making these documents avail-
able to the public. See AOD 2004-2,
2004-29 LR.B., §601.601(d)(2)(ii)(a).
The Treasury Department and IRS now
propose to revise the existing regulations
at §301.6104(a)-1 and §301.6110-1(a)
to conform to the court’s holding in Tax
Analysts.

Explanation of Provisions

The proposed regulations remove ex-
isting §301.6104(a)-1(i) and portions of
§301.6110-1(a), in light of the holding
in Tax Analysts. The proposed regula-
tions clarify that the term “application” in-
cludes information submitted to the IRS
relating to group exemption applications.
The proposed regulations provide that no-
tices of status filed under section 527(i)
and the documents comprising the notices
are available for public inspection under
section 6104(a). The proposed regulations
also add to the material that is available for
public inspection the letters or documents
filed with or issued by the IRS relating to
an organization’s status as an organization
described in sections 509(a), 4942(j)(3),
or 4943(f), including a final determination
letter that the organization is or is not a pri-
vate foundation.

The proposed regulations clarify that
the IRS may disclose, in response to or
in anticipation of a request, the subsec-
tion and paragraph number of section 501
under which an organization or group has
been determined, on the basis of its appli-
cation, to qualify for exemption from Fed-
eral income tax, and whether an organiza-
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tion or group is currently recognized as ex-
empt.

Section 6104(a) applies to the publica-
tion of certain information related to orga-
nizations that are exempt from Federal in-
come taxation under section 501(a). The
information covered by section 6104(a) in-
cludes material for any taxable year during
which the organization was exempt. Under
the proposed regulations, written determi-
nations issued by the IRS, including, for
example, unfavorable rulings or determi-
nation letters issued in response to applica-
tions for tax exemption and rulings or de-
termination letters revoking or modifying
a favorable determination letter, are made
available for public inspection under sec-
tion 6110.

Other changes to the existing regulations

The proposed regulations reorganize
or revise certain provisions of the exist-
ing regulations to eliminate redundancy
and/or to provide greater clarity. First,
§301.6104(a)-1(a) is revised to clarify
that applications for exemption from Fed-
eral income tax and supporting documents
shall be open for public inspection, even if
the IRS subsequently revokes the organi-
zation’s exempt status.

Second, new §301.6104(a)-1(b) is
added to clarify that notices of status filed
by political organizations described in
section 527 are open for public inspection.

Third, §301.6104(a)-1(c) (formerly
§301.6104(a)-1(b)) is revised to clarify
that group exemption letters are included
among the information that is available for
public inspection under section 6104(a).

Fourth, §301.6104(a)-1(d) (formerly
§301.6104(a)-1(c)) is revised to clarify
that, where an organization is determined
to be exempt for any taxable year, mate-
rial shall not be withheld on the basis that
the organization is determined not to be
exempt for any other taxable year.

Fifth, §301.6104(a)-1(g) (formerly
§301.6104(a)-1(e)), which defines the
term “supporting document” with respect
to an application for exemption from Fed-
eral income tax, is revised to clarify that
there are no supporting documents with
respect to notices of status filed by politi-
cal organizations.

Sixth, new §301.6104(a)-1(h) is added
to clarify that the IRS may disclose, in
response to or in anticipation of a request,
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the subsection and paragraph number of
section 501 under which an organization or
group has been determined to be exempt
from Federal income taxation, whether
an organization or group is exempt, or
whether the IRS has revoked an organiza-
tion’s or group’s exemption under section
501(c)(3).

Finally, new §301.6104(a)-1(1) is
added to refer the reader to section 6033(j),
added to the Code by the Pension Protec-
tion Act of 2006, Pub. L. 109-280, 120
Stat. 780, which is an additional statutory
provision that requires disclosure of infor-
mation by the IRS regarding organizations
formerly exempt from Federal income tax.
Section 6033(j) governs the publication
and maintenance of a list of organizations
whose tax exempt status was revoked for
failure to file required returns or notices
for three consecutive years. Likewise,
this paragraph cross-references section
7428(c), which relates to the revocation
of a determination of exempt status, and
section 501(p), added to the Code by the
Military Family Tax Relief Act of 2003,
Pub. L. 108-121, 117 Stat. 1335, which
relates to suspension of the tax-exempt
status of terrorist organizations, including
public notice of suspensions.

Special Analyses

It has been determined that the pro-
posed regulations are not a significant reg-
ulatory action as defined in Executive Or-
der 12866. Therefore, a regulatory assess-
ment is not required. It has also been de-
termined that section 553(b) of the Ad-
ministrative Procedure Act (5 U.S.C. chap-
ter 5) and the Regulatory Flexibility Act
(5 U.S.C. chapter 6) do not apply to the
regulations, and, therefore, a regulatory
flexibility analysis is not required. Pur-
suant to section 7805(f) of the Internal
Revenue Code, this regulation has been
submitted to the Chief Counsel for Advo-
cacy of the Small Business Administration
for comments on its impact on small busi-
nesses.

Comments and Requests for a Public
Hearing

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

Drafting Information

The principal author of the regulations
is Mary Ellen Keys, Office of the Asso-
ciate Chief Counsel (Procedure & Admin-
istration).

kocko ok ockook

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 as follows:

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

Par. 2. §301.6104(a)-1 is revised to
read as follows:

§301.6104(a)—1 Public inspection
of material relating to tax-exempt
organizations.

(a) Applications for exemption from
Federal income tax, applications for a
group exemption letter and supporting
documents. If the Internal Revenue Ser-
vice determines that an organization de-
scribed in section 501(c) or (d) is exempt
from Federal income tax for any taxable
year, the application upon which the de-
termination is based, together with any
supporting documents, shall be open to
public inspection. Such applications and
supporting documents shall be open for
public inspection even after any revocation
of the Internal Revenue Service’s deter-
mination that the organization is exempt
from Federal income tax. Some applica-
tions have been destroyed and therefore
are not available for inspection. For pur-
poses of determining the availability for
public inspection, a claim for exemption
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from Federal income tax filed to reestab-
lish exempt status after denial thereof
under the provisions of section 503 or 504
(as in effect on December 31, 1969), or
under the corresponding provisions of any
prior revenue law, is considered an appli-
cation for exemption from Federal income
tax.

(b) Notices of status filed by political
organizations. If, in accordance with sec-
tion 527(i), an organization notifies the In-
ternal Revenue Service that it is a political
organization as described in section 527,
exempt from Federal income tax for any
taxable year, the notice of status filed by
the political organization shall be open to
public inspection.

(¢c) Letters or documents issued by the
Internal Revenue Service with respect to
an application for exemption from Federal
income tax. If an application for exemp-
tion from Federal income tax is filed with
the Internal Revenue Service after Octo-
ber 31, 1976, and is open to public inspec-
tion under paragraph (a) of this section,
then any letter or document issued to the
applicant by the Internal Revenue Service
that relates to the application is also open
to public inspection. For rules relating to
when a letter or document is issued, see
§301.6110-2(h). Letters or documents to
which this paragraph applies include, but
are not limited to—

(1) Favorable rulings and determination
letters, including group exemption letters,
issued in response to applications for ex-
emption from Federal income tax;

(2) Technical advice memoranda issued
with respect to the approval, or subsequent
approval, of an application for exemption
from Federal income tax;

(3) Letters issued in response to an
application for exemption from Federal
income tax (including applications for a
group exemption letter) that propose a
finding that the applicant is not entitled to
be exempt from Federal income tax, if the
applicant is subsequently determined, on
the basis of that application, to be exempt
from Federal income tax; and

(4) Any letter or document issued by
the Internal Revenue Service relating to
an organization’s status as an organization
described in sections 509(a), 4942(j)(3),
or 4943(f), including a final determination
letter that the organization is or is not a
private foundation.
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(d) Requirement of exempt status. An
application for exemption from Federal
income tax (including applications for a
group exemption letter), supporting docu-
ments, and letters or documents issued by
the Internal Revenue Service that relate to
the application shall not be open to public
inspection before the organization is de-
termined, on the basis of that application,
to be exempt from Federal income tax
for any taxable year. If an organization
is determined to be exempt from Federal
income tax for any taxable year, these ma-
terials shall not be withheld from public
inspection on the basis that the organiza-
tion is subsequently determined not to be
exempt for any other taxable year.

(e) Documents included in the term
“application for exemption from Federal
income tax.” For purposes of this sec-
tion—

(1) Prescribed application form. 1If a
form is prescribed for an organization’s ap-
plication for exemption from Federal in-
come tax, the application includes the form
and all documents and statements that the
Internal Revenue Service requires to be
filed with the form, any amendments or re-
visions to the original application, or any
resubmitted applications where the origi-
nal application was submitted in draft form
or was withdrawn. An application submit-
ted in draft form or an application submit-
ted and later withdrawn is not considered
an application.

(2) No prescribed application form.
If no form is prescribed for an organi-
zation’s application for exemption from
Federal income tax, the application in-
cludes the submission by letter requesting
recognition of tax exemption and any
statements or documents as prescribed by
Revenue Procedure 2007-52, 2007-30
L.R.B. 222, and any successor guidance.
(See §601.201(n)(7)(i) of the Statement of
Procedural Rules, 26 CFR part 601.)

(3) Application for a Group Exemp-
tion Letter. The application for a group
exemption letter includes the letter sub-
mitted by or on behalf of subordinate
organizations that seek exempt status pur-
suant to a group exemption letter and any
statements or documents as prescribed by
Revenue Procedure 80-27, 1980-1 C.B.
677, and any successor guidance. (See
§601.201(n)(8)(i) of the Statement of Pro-
cedural Rules, 26 CFR part 601.)

661

(4) Notice of status filed under section
527(i). For purposes of this section, docu-
ments included in the term “notice of status
filed under section 527(i)” include—

(i) Form 8871, Political Organization
Notice of Section 527 Status;

(ii) Form 8453-X, Political Organiza-
tion Declaration for Electronic Filing of
Notice of Section 527 Status; and

(iii) Any other additional forms or doc-
uments that the Internal Revenue Service
may prescribe.

(f) Material open to public inspection
under section 6110. Under section 6110,
certain written determinations issued by
the Internal Revenue Service are made
available for public inspection. Section
6110 does not apply, however, to material
that is open to public inspection under
section 6104. See section 6110(1)(1).

(g) Supporting documents defined. For
purposes of this section, “supporting doc-
uments,” with respect to an application
for exemption from Federal income tax,
means any statement or document not de-
scribed in paragraph (e) of this section that
is submitted by the organization or group
in support of its application prior to a de-
termination described in paragraph (c) of
this section. Items submitted in connec-
tion with an application in draft form, or
with an application submitted and later
withdrawn, are not supporting documents.
There are no supporting documents with
respect to Notices of Status filed by politi-
cal organizations.

(h) Statement of exempt status. For
efficient tax administration, the Internal
Revenue Service may publish, in paper or
electronic format, the names of organiza-
tions currently recognized as exempt from
Federal income tax, including organiza-
tions recognized as exempt from Federal
income tax under particular paragraphs of
section 501(c) or section 501(d). In addi-
tion to having the opportunity to inspect
material relating to an organization exempt
from Federal income tax, a person may re-
quest a statement, or the Internal Revenue
Service may disclose, in response to or in
anticipation of a request, the following in-
formation—

(1) The subsection and paragraph of
section 501 (or the corresponding provi-
sion of any prior revenue law) under which
the organization or group has been deter-
mined, on the basis of an application open
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to public inspection, to qualify for exemp-
tion from Federal income tax; and

(2) Whether an organization or group is
currently recognized as exempt from Fed-
eral income tax.

(1) Publication of non-exempt sta-
tus—(1) For publication of the notice of
the revocation of a determination that
an organization is described in section
501(c)(3), see section 7428(c).

(2) For publication of a list includ-
ing any organization the tax exemption
of which is revoked for failure to file
required returns or notices for three con-
secutive years, see section 6033(j).

(3) For publication of notice of suspen-
sion of tax exemption of terrorist organiza-
tions, see section 501(p).

(j) Withholding of certain information
from public inspection. For rules relating
to certain information contained in an ap-
plication for exemption from Federal in-
come tax and supporting documents that
will be withheld from public inspection,
see §301.6104(a)-5(a).

(k) Procedures for inspection. For rules
relating to procedures for public inspection
of applications for exemption from Federal
income tax and supporting documents, see
§301.6104(a)-6.

(1) Effective/applicability date. The
rules of this section apply to taxable years
ending on or after the date of publication
of the Treasury decision adopting these
rules as final regulations in the Federal
Register.

Par. 3. §301.6110-1 is amended by:

1. Revising paragraph (a).

2. Adding paragraph (d).

The addition and revision read as fol-
lows:

§301.6110-1 Public inspection of written
determinations and background file
documents.

(a) General rule. Except as provided in
§301.6110-3, relating to deletion of cer-
tain information, §301.6110-5(b), relating
to actions to restrain disclosure, paragraph
(b)(2) of this section, relating to technical
advice memoranda involving civil fraud
and criminal investigations, and jeopardy
and termination assessments, and para-
graph (b)(3) of this section, relating to
general written determinations relating to
accounting or funding periods and meth-
ods, the text of any written determination
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(as defined in §301.6110-2(a)) issued
pursuant to a request postmarked or hand
delivered after October 31, 1976, shall
be open to public inspection in the places
provided in paragraph (c)(1) of this sec-
tion. The text of any written determination
issued pursuant to a request postmarked or
hand delivered before November 1, 1976,
shall be open to public inspection pur-
suant to section 6110(h) and §301.6110-6,
when funds are appropriated by Congress
for such purpose. The procedures and
rules set forth in §§301.6110-1 through
301.6110-5 and §301.6110-7 do not apply
to written determinations issued pursuant
to requests postmarked or hand deliv-
ered before November 1, 1976, unless
§301.6110-6 states otherwise. There shall
also be open to public inspection in each
place of public inspection an index to
the written determinations subject to in-
spection at such place. Each such index
shall be arranged by section of the Inter-
nal Revenue Code, related statute or tax
treaty and by subject matter description
within such section in such manner as
the Commissioner may from time to time
provide. The Commissioner shall not be
required to make any written determina-
tion or background file document open to
public inspection pursuant to section 6110
or refrain from disclosure of any such doc-
uments or any information therein, except
as provided by section 6110 or with respect
to a discovery order made in connection
with a judicial proceeding. The provisions
of section 6110 shall not apply to material
that is open to public inspection under
section 6104. See section 6110(1)(1).

d ok ok ok ok

(d) Effective/applicability date. The
rules of paragraph (a) of this section apply
to taxable years ending on or after the date
of publication of the Treasury decision
adopting these rules as final regulations in
the Federal Register.

Kevin M. Brown,

Deputy Commissioner for

Services and Enforcement.

(Filed by the Office of the Federal Register on August 13,

2007, 8:45 a.m., and published in the issue of the Federal
Register for August 14, 2007, 72 F.R. 45394)
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Qualified Films Under Section
199; Correction

Announcement 2007-77

AGENCY: Internal
(IRS), Treasury.

Revenue Service

ACTION: Correction to notice of pro-
posed rulemaking.

SUMMARY: This document contains cor-
rections to a notice of proposed rulemak-
ing (REG-103842-07,2007-28 .LR.B. 79)
that was published in the Federal Reg-
ister on Thursday, June 7, 2007 (72 FR
31478). These regulations involve the de-
duction for income attributable to domes-
tic production activities under section 199
and affect taxpayers who produce qualified
films under section 199(c¢)(4)(A)(GA)I) and
(c)(6) and taxpayers who are members of
an expanded affiliated group under section
199(d)(4).

FOR  FURTHER INFORMATION
CONTACT: Concerning §1.199-3(k)
of the proposed regulations,

David McDonnell at (202) 622-3040;
concerning §1.199-7 of the proposed
regulations, Ken Cohen (202) 622-7790
(not toll-free numbers).

SUPPLEMENTARY INFORMATION:
Background

The notice of proposed rulemaking
(REG-103842-07) that is the subject of
the correction is under section 199 of the
Internal Revenue Code.

Need for Correction

As published, the notice of proposed
rulemaking (REG-103842-07) contains
errors that may prove to be misleading and
are in need of clarification.

Correction of Publication

Accordingly, the publication of
the notice of proposed rulemaking
(REG-103842-07), that is the subject
of FR Doc. E7-10821, is corrected as
follows:

1. On page 31480, column 2, in the pre-
amble, under the paragraph heading “Ex-
panded Affiliated Groups”, second para-
graph of the column, lines 25 through 28,
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the language “assume that X and Y each
have $60 of taxable income and QPAI in
2007, Z has $170 of taxable income and
QPALI in 2008, and that X, Y, and Z each
have” is corrected to read “assume that X
and Y each has $60 of taxable income and
QPALI in 2007, Z has $170 of taxable in-
come and QPAI in 2008, and that X, Y, and
Z each has”.

§1.199-3 [Corrected]

2. On page 31482, column 1,
§1.199-3(k)(7)(i), line 2 from the bottom
of the paragraph, the language ‘“Paragraph
(g2)(4)(i1)(A) of this section” is corrected
to read “Paragraph (g)(3)(ii)(A) of this
section”.

§1.199-7 [Corrected]

3. On page 31482, column 3,
§1.199-7(e) Example 10. paragraph (i),
line 5 of the paragraph, the language “B
each use the section 861 method for” is
corrected to read “B each uses the section
861 method for”.

4. On page 31482, column 3,
§1.199-7(e) Example 10. paragraph (iii),
line 8 of the paragraph, the language “B
becomes a non-member of the consoli-
dated” is corrected to read “B becomes a
nonmember of the consolidated”.

5. On page 31483, column 1,
§1.199-7(g)(3) Example. paragraph (i),
lines 9 through 11 of the paragraph, the
language “year, neither X, Y, nor Z join
in the filing of a consolidated Federal in-
come tax return. Assume that X, Y, and Z
each have W-2" is corrected to read “year,
neither X, Y, nor Z joins in the filing of
a consolidated Federal income tax return.
Assume that X, Y, and Z each has W-2"".

6. On page 31483, column 1,
§1.199-7(2)(3) Example. paragraph (ii),
line 5 from the bottom of the column, the
language “allocated $96 of the deduction.
For the” is corrected to read ‘“allocated
$96 of the EAG’s section 199 deduction.
For the”.

LaNita Van Dyke,

Chief, Publications and
Regulations Branch,

Legal Processing Division,
Associate Chief Counsel
(Procedure and Administration).

September 17, 2007

(Filed by the Office of the Federal Register on July 19, 2007,
8:45 a.m., and published in the issue of the Federal Register
for July 20, 2007, 72 FR. 39770)

Application of Section 409A
to Nonqualified Deferred
Compensation Plans;
Correction

Announcement 2007-78

ACTION: Correcting amendments.

AGENCY: Internal
(IRS), Treasury.

Revenue Service

SUMMARY: This document contains cor-
rections to final regulations (T.D. 9321,
2007-19 I.R.B. 1123) that were published
in the Federal Register on Tuesday, April
17,2007 (73 FR 19234), relating to section
409A.

DATES: This correction is effective April
17, 2007.

FOR  FURTHER
CONTACT: Stephen Tackney,
622-9639 (not a toll-free number).

INFORMATION
(202)

SUPPLEMENTARY INFORMATION:
Background

The final regulations that are subject to
these corrections are under section 409A
of the Internal Revenue Code.

Need for Correction

As published, final regulations (T.D.
9321) contain errors that may prove mis-
leading and are in need of clarification.

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

§1.409A-1 [Corrected]

Par. 2. Section 1.409A-1 is amended
as follows:
1. Paragraph (a)(3)(i) is revised.
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2. The first and second sentences of
paragraph (a)(5) are revised.

3. The first sentences of paragraphs
(b)(4)(1) and (b)(4)(1)(D) are revised.

4. Examples 3 and 5 in paragraph
(b)(4)(iii) are amended by revising the last
sentences of the paragraphs.

5. Paragraph (b)(5)(iv)(B)(2)(ii) is re-
vised.

6. In paragraph (b)(8)(iii) the first sen-
tence is revised.

7. The first sentence of paragraph
b)(9)(v)(A) is revised.

8. Paragraph (c)(2)(i)(H) is revised.

9. Paragraph (c)(3)(viii) is revised.

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

11. The ninth sentence of paragraph
(h)(1)(ii) is revised.

12. The first sentence of paragraph
(1)(2) is revised.

§1.409A—1 Definitions and covered plans.

(a) * * *

(3) * * *

(1) * * * With respect to an individual
for a taxable year, the term nonqualified
deferred compensation plan does not in-
clude any scheme, trust, arrangement,
or plan maintained with respect to such
individual, to the extent contributions
made by or on behalf of such individual to
such scheme, trust, arrangement, or plan,
or credited allocations, accrued benefits,
earnings, or other amounts constituting
income, of such individual under such
scheme, trust, arrangement, or plan, are
excludable by such individual for Federal
income tax purposes pursuant to any bi-
lateral income tax convention, or other
bilateral or multilateral agreement, to
which the United States is a party.

ok ok ok ook

(5) * * * The term nonqualified deferred
compensation plan does not include a plan,
or a portion of a plan, to the extent that the
plan provides bona fide vacation leave,
sick leave, compensatory time, disability
pay, or death benefits. For these purposes,
the terms “disability pay” and “death ben-
efits” have the same meanings as provided
in §31.3121(v)(2)-1(b)(4)(iv)(C) of this
chapter, provided that for purposes of this
paragraph, such disability pay and death
benefits may be provided through insur-
ance and the lifetime benefits payable
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under the plan are not treated as including
the value of any taxable term life insurance
coverage or taxable disability insurance
coverage provided under the plan. * * *

(b) * * *

4) * * * (i) In general. A deferral
of compensation does not occur under a
plan with respect to any payment (as de-
fined in §1.409A-2(b)(2)) that is not a
deferred payment, provided that the ser-
vice provider actually or constructively re-
ceives such payment on or before the last
day of the applicable 21/2 month period.

* %k ok

k ok ok sk sk

(D) A payment is a deferred payment if
it is made pursuant to a provision of a plan
that provides for the payment to be made or
completed on or after any date, or upon or
after the occurrence of any event, that will
or may occur later than the end of the appli-
cable 2!/2 month period, such as a separa-
tion from service, death, disability, change
in control event, specified time or schedule
of payment, or unforeseeable emergency,
regardless of whether an amount is actu-
ally paid as a result of the occurrence of
such a payment date or event during the ap-
plicable 21/2 month period. * * *

K sk ok ok ok

(iii) * * *

Example 3. * * * The bonus plan will not be con-
sidered to have provided for a deferral of compen-
sation if the bonus is paid or made available to Em-
ployee C on or before March 15, 2011.

K sk ok ok ok

Example 5. * * * The bonus plan provides for
a deferral of compensation, and will not qualify as a
short-term deferral regardless of whether the bonus
is paid or made available on or before March 15,
2011 (and generally any payment before June 1, 2011
would constitute an impermissible acceleration of a
payment).

K sk ok ok sk

(IV) kosk ok

(2) * * *

(if) A valuation based upon a formula
that, if used as part of a nonlapse restric-
tion (as defined in §1.83-3(h)) with respect
to the stock, would be considered to be the
fair market value of the stock pursuant to
§1.83-5, provided that such stock is val-
ued in the same manner for purposes of
any transfer of any shares of such class
of stock (or any substantially similar class
of stock) to the issuer or any person that
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owns stock possessing more than 10 per-
cent of the total combined voting power of
all classes of stock of the issuer (applying
the stock attribution rules of §1.424—1(d)),
other than an arm’s length transaction in-
volving the sale of all or substantially all
of the outstanding stock of the issuer, and
such valuation method is used consistently
for all such purposes, and provided fur-
ther that this paragraph (b)(5)(iv)(B)(2)(ii)
does not apply with respect to stock sub-
ject to a stock right payable in stock, where
the stock acquired pursuant to the exercise
of the stock right is transferable other than
through the operation of a nonlapse restric-
tion.

k ok ok ok sk

(8) * * *

(iil) * * * A tax equalization agreement
does not provide for a deferral of com-
pensation if payments made under such
tax equalization agreement are made no
later than the end of the second taxable
year of the service provider beginning af-
ter the taxable year of the service provider
in which the service provider’s U.S. Fed-
eral income tax return is required to be
filed (including any extensions) for the
year to which the compensation subject
to the tax equalization payment relates,
or, if later, the second taxable year of the
service provider beginning after the lat-
est such taxable year in which the service
provider’s foreign tax return or payment is
required to be filed or made for the year to
which the compensation subject to the tax
equalization payment relates. * * *
ok ok ok ok

(V) ko ok

(A) * * * To the extent a separation pay
plan (including a plan providing payments
upon a voluntary separation from service)
entitles a service provider to payment by
the service recipient of reimbursements
that are not otherwise excludible from
gross income for expenses that the service
provider could otherwise deduct under
section 162 or section 167 as business
expenses incurred in connection with the
performance of services (ignoring any ap-
plicable limitation based on adjusted gross
income), or of reasonable outplacement
expenses and reasonable moving expenses
actually incurred by the service provider
and directly related to the termination of
services for the service recipient, such
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plan does not provide for a deferral of
compensation to the extent such rights
apply during a limited period of time (re-
gardless of whether such rights extend
beyond the limited period of time). * * *
kok ok ok ook

(c) * * *

(2) * * *

(i) * * *

(H) All deferrals of compensation with
respect to that service provider under all
plans of the service recipient to the extent
such plans are stock rights (as defined in
paragraph (1) of this section) subject to sec-
tion 409A, are treated as deferred under a
single plan.

k ok ok ok ok

(viii) * * * The plan aggregation rules
of paragraph (c)(2)(i) of this section do
not apply to the written plan requirements
of this paragraph (c)(3). Accordingly, de-
ferrals of compensation under an agree-
ment, method, program, or other arrange-
ment that fails to meet the requirements of
section 409A solely due to a failure to meet
the written plan requirements of this para-
graph (c)(3) are not aggregated with de-
ferrals of compensation under other agree-
ments, methods, programs, or other ar-
rangements that meet such requirements.

kok ok ok ook

(f)***

(1) In general. * * * The term service
provider generally includes a person who
has separated from service (a former ser-
vice provider).
ok ok ok ook

(h) * * *

(1) * * *

(i1) Termination of employment. * * *
Notwithstanding the foregoing provisions
of this paragraph (h)(1)(ii), a plan may
treat another level of reasonably antici-
pated permanent reduction in the level of
bona fide services as a separation from ser-
vice, provided that the level of reduction
required must be designated in writing as
a specific percentage, and the reasonably
anticipated reduced level of bona fide ser-
vices must be greater than 20 percent but
less that 50 percent of the average level of
bona fide services provided in the immedi-
ately preceding 36 months. * * *

kosk ok ok ook
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(2) * * * For purposes of identifying
a specified employee by applying the re-
quirements of section 416(i)(1)(A)(1), (ii),
and (iii), the definition of compensation
under §1.415(c)-2(a) is used, applied as
if the service recipient were not using any
safe harbor provided in §1.415(c)-2(d),
were not using any of the elective special
timing rules provided in §1.415(c)-2(e),
and were not using any of the elective
special rules provided in §1.415(c)-2(g).

% koK

F k ock sk sk

§1.409A-2 [Corrected]

Par. 3. Section 1.409A-2 is amended
as follows:

1. The first sentences of paragraphs
(a)(6) and (a)(9) are revised.

2. The third sentence of paragraph
(b)(2)(i1)(A) is revised.

3. A new sentence is added after the
third sentence of paragraph (b)(2)(ii)(A).

§1.409A-2 Deferral elections.

(a) * * *

(6) * * * In the case of a service recipi-
ent with a taxable year that is not the same
as the taxable year of the service provider,
a plan may provide that fiscal year com-
pensation may be deferred at the service
provider’s election if the election to defer
such compensation is made not later than
the close of the service recipient’s taxable
year immediately preceding the first tax-
able year of the service recipient in which
any services are performed for which such
compensation is payable. * * *

K ok ok sk sk

(9) * * *If anonqualified deferred com-
pensation plan provides that the amount
deferred under the plan is determined
under the formula for determining ben-
efits under a qualified employer plan
(as defined in §1.409A-1(a)(2)) or a
broad-based foreign retirement plan (as
defined in §1.409A-1(a)(3)(v)) main-
tained by the service recipient but applied
without regard to one or more limitations
applicable to the qualified employer plan
under the Internal Revenue Code or to the
broad-based foreign retirement plan under
other applicable law, or that the amount
deferred under the nonqualified deferred
compensation plan is determined as an
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amount offset by some or all of the bene-
fits provided under the qualified employer
plan or the broad-based foreign retirement
plan, an increase in amounts deferred
under the nonqualified deferred compen-
sation plan that results directly from the
operation of the qualified employer plan
or broad-based foreign retirement plan
(other than service provider actions de-
scribed in paragraphs (a)(9)(iii) and (iv)
of this section) including changes in ben-
efit limitations applicable to the qualified
employer plan or the broad-based foreign
retirement plan under the Internal Rev-
enue Code or other applicable law does
not constitute a deferral election under
the nonqualified deferred compensation
plan, provided that such operation does
not otherwise result in a change in the
time or form of a payment under the non-
qualified deferred compensation plan, and
provided further that such change in the
amounts deferred under the nonqualified
deferred compensation plan does not ex-
ceed that change in the amounts deferred
under the qualified employer plan or the
broad-based foreign retirement plan, as
applicable. * * *

k ok ok ok ok

(b) * * *

(2) * * *

(if) * * *

(A) * * * For purposes of §1.409A-1,
this section, and §§1.409A-3 through
1.409A-6, the term life annuity means a
series of substantially equal periodic pay-
ments, payable not less frequently than
annually, for the life (or life expectancy)
of the service provider, or a series of
substantially equal periodic payments,
payable not less frequently than annu-
ally, for the life (or life expectancy) of
the service provider, followed upon the
death or end of the life expectancy of the
service provider by a series of substan-
tially equal periodic payments, payable
not less frequently than annually, for the
life (or life expectancy) of the service
provider’s designated beneficiary (if any).
Notwithstanding the foregoing, a schedule
of payments does not fail to be an annu-
ity solely because such plan provides for
an immediate payment of the actuarial
present value of all remaining annuity
payments if the actuarial present value
of the remaining annuity payments falls
below a predetermined amount, and the
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immediate payment of such amount does
not constitute an accelerated payment for
purposes of §1.409A-3(j), provided that
such feature, including the predetermined
amount, is established by no later than the
time and form of payment is otherwise
required to be established, and provided
further that any change in such feature,
including the predetermined amount, is a
change in the time and form of payment.
k osk sk

ok ok ok ook

§1.409A-3 [Corrected]

Par. 4. Section 1.409A-3 is amended
as follows:

1. The first sentence of paragraph (c) is
revised.

2. The last sentence of paragraph
@1)(D)(i)(B) is revised.

3. The fourth sentence of paragraph
(1)(3)(ii) is revised.

4. The last sentence of paragraph
(G)(4)(vi) is revised.

5. The last sentence of paragraph
(G)(@)(ix)(B) is revised.

6. The first sentence of paragraph (j)(5)
is revised.

7. Paragraph (j)(5)(iv) is revised.

§1.409A—-3 Permissible payments.

k ok ok ok ook

(c) * * * Except as otherwise provided
in this paragraph (c), for an amount of
deferred compensation under a plan, the
plan may designate only one time and form
of payment upon the occurrence of each
event described in paragraph (a)(1), (2),
(3), (5), or (6) of this section. * * *
kok ok ok ok

(B) * * * A change in the limitation or a
change in the time and form of payment of
any payment that is not otherwise made at
the scheduled payment date due to applica-
tion of the formula limitation is subject to
the requirements of §1.409A-2(b) (subse-
quent deferral elections) and paragraph (j)
of this section (accelerated payments).

T S S

(ii) * * * However, the determination
of amounts reasonably necessary to sat-
isfy the emergency need is not required to
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take into account any additional compen-
sation that is available from a qualified em-
ployer plan as defined in §1.409A-1(a)(2)
(including any amount available by obtain-
ing a loan under the plan), or that due to
the unforeseeable emergency is available
under another nonqualified deferred com-
pensation plan (including a plan that would
provide for deferred compensation except
due to the application of the effective date
provisions under §1.409A-6). * * *
K sk ok ok sk

(vi) * * * However, the total payment
under this acceleration provision must not
exceed the aggregate of the FICA or RRTA
amount, and the income tax withholding
related to such FICA or RRTA amount.
K sk ok ok ok

(IX) kosk ok

(B) * * * Solely for purposes of this
paragraph (j)(4)(ix)(B), the applicable ser-
vice recipient with the discretion to liqui-
date and terminate the agreements, meth-
ods, programs, and other arrangements is
the service recipient that is primarily liable
immediately after the transaction for the
payment of the deferred compensation.

H ok ok sk ock

(5) * * *If anonqualified deferred com-
pensation plan provides that the amount
deferred under the plan is the amount
determined under the formula determin-
ing benefits under a qualified employer
plan (as defined in §1.409A-1(a)(2)), or
a broad-based foreign retirement plan
(as defined in §1.409A—-1(a)(3)(v)) main-
tained by the service recipient but applied
without regard to one or more limitations
applicable to the qualified employer plan
under the Internal Revenue Code or to the
broad-based foreign retirement plan under
other applicable law, or that the amount
deferred under the nonqualified deferred
compensation plan is determined as an
amount offset by some or all of the bene-
fits provided under the qualified employer
plan or broad-based foreign retirement
plan, a decrease in amounts deferred
under the nonqualified deferred compen-
sation plan that results directly from the
operation of the qualified employer plan
or broad-based foreign retirement plan
(other than service provider actions de-
scribed in paragraphs (j)(5)(iii) and (iv)
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of this section) including changes in ben-
efit limitations applicable to the qualified
employer plan or the broad-based foreign
retirement plan under the Internal Rev-
enue Code or other applicable law does
not constitute an acceleration of a payment
under the nonqualified deferred compen-
sation plan, provided that such operation
does not otherwise result in a change in
the time or form of a payment under the
nonqualified deferred compensation plan,
and provided further that the change in the
amounts deferred under the nonqualified
deferred compensation plan does not ex-
ceed such change in the amounts deferred
under the qualified employer plan or the
broad-based foreign retirement plan, as
applicable. * * *

kok ok ok sk

(iv) A service provider’s action or in-
action under a qualified employer plan
with respect to elective deferrals and other
employee pre-tax contributions subject to
the contributions restrictions under section
401(a)(30) or section 402(g), and after-tax
contributions by the service provider to
a qualified employer plan that provides
for such contributions, that affects the
amounts that are credited under one or
more nonqualified deferred compensation
plans as matching amounts or other similar
amounts contingent on such elective de-
ferrals, pre-tax contributions, or after-tax
contributions, provided that the total of
such matching or contingent amounts, as
applicable, never exceeds 100 percent of
the matching or contingent amounts that
would be provided under the qualified
employer plan absent any plan-based re-
strictions that reflect limits on qualified
plan contributions under the Internal Rev-
enue Code.

k ok ok ok ook

§1.409A-6 [Corrected]

Par. 5. Section 1.409A-6 is amended
by revising paragraphs (a)(3)(i) and (ii)
and (a)(4)(iv) to read as follows:

§1.409A—6 Application of section 409A
and effective dates.

ok ok ok sk

(a) kockosk

(i) * * * The amount of compensation
deferred before January 1, 2005, under a
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nonqualified deferred compensation plan
that is a nonaccount balance plan (as de-
fined in §1.409A-1(c)(2)(1)(C)), equals
the present value of the amount to which
the service provider would have been enti-
tled under the plan if the service provider
voluntarily terminated services without
cause on December 31, 2004, and re-
ceived a payment of the benefits available
from the plan on the earliest possible date
allowed under the plan to receive a pay-
ment of benefits following the termination
of services, and received the benefits in
the form with the maximum value. * * *

(@ii) * * * The amount of compensation
deferred before January 1, 2005, under a
nonqualified deferred compensation plan
that is an account balance plan (as defined
in §1.409A-1(c)(2)(1)(A)), equals the por-
tion of the service provider’s account bal-
ance as of December 31, 2004, the right to
which was earned and vested (as defined in
paragraph (a)(2) of this section) as of De-
cember 31, 2004, plus any future contribu-
tions to the account, the right to which was
earned and vested (as defined in paragraph
(a)(2) of this section) as of December 31,
2004, to the extent such contributions are
actually made.

kosk ok sk sk

@iv) * * * With respect to an ac-
count balance plan (as defined in
§1.409A-1(c)(2)(1)(A)), it is not a ma-
terial modification to change a notional
investment measure to, or to add to an
existing investment measure, an invest-
ment measure that qualifies as a prede-
termined actual investment within the
meaning of §31.3121(v)(2)-1(d)(2) of
this chapter or, for any given taxable
year, reflects a reasonable rate of in-
terest (determined in accordance with
§31.3121(v)(2)-1(d)(2)(i)(C) of this chap-

ter). * * *

kok ok ok ok

Guy R. Traynor,

Federal Register Liaison,

Legal Processing Division,
Publication & Regulations Branch,
Associate Chief Counsel
(Procedure & Administration).

(Filed by the Office of the Federal Register on July 30, 2007,
8:45 a.m., and published in the issue of the Federal Register
for July 31, 2007, 72 ER. 41620)
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Built-in Gains and Losses
Under Section 382(h);

Correction
Announcement 2007-80
AGENCY: Internal Revenue Service

(IRS), Treasury.
ACTION: Correcting amendments.

SUMMARY: This document contains cor-
rections to temporary regulations (T.D.
9330, 2007-31 LR.B. 239) that were
published in the Federal Register on
Thursday, June 14, 2007 (72 FR 32792)
applying to corporations that have un-
dergone ownership changes within the
meaning of section 382. These regulations
provide guidance regarding the treatment
of prepaid income under the built-in gain
provisions of section 382(h).

DATES: These corrections are effective
August 1, 2007.

FOR  FURTHER INFORMATION
CONTACT: Keith Stanley at (202)
622-7750 (not a toll-free number).

SUPPLEMENTARY INFORMATION:
Background

The temporary regulations that are the
subject of this document are under section
382 of the Internal Revenue Code.

Need for Correction

As published, temporary regulations
(T.D. 9330) contain errors that may prove
to be misleading and are in need of clarifi-
cation.

I S S

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:

September 17, 2007

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

Par. 2. Section 1.382-7T is amended
by revising paragraph (b)(2) to read as fol-
lows:

§1.382-7T Built-in gains and losses
(temporary).

k ok ok ok sk

(2) The applicability of this section ex-
pires on June 14, 2010.

Par. 3. The signature block is revised
by adding the language “Approved: June
4,2007.”

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 July 31, 2007,

8:45 a.m., and published in the issue of the Federal Register
for August 1, 2007, 72 FR. 41891)

Grantor Retained Interest
Trusts — Application of
Sections 2036 and 2039;

Hearing

Announcement 2007-81

AGENCY: Internal Revenue Service

(IRS), Treasury.

ACTION: Change of location for public
hearing.

SUMMARY: This document provides a
change of location for a public hearing on
proposed regulations (REG-119097-05,
2007-28 I.R.B. 74) providing guidance on
the portion of a trust properly includible
in a grantor’s gross estate under Internal
Revenue Code sections 2036 and 2039 if
the grantor has retained the use of property
in a trust or the right to annuity, unitrust,
or other income payment from such trust
for life, for any period not ascertainable
without reference to the grantor’s death,
or for a period that does not in fact end
before the grantor’s death.
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DATES: The public hearing is being held
on Wednesday, September 26, 2007, at
10 am.

ADDRESSES: The public hearing was
originally being held in the IRS Audito-
rium, Internal Revenue Building, 1111
Constitution Avenue, NW, Washington,
DC. The hearing location has changed.
The public hearing will be held in room
2116, Internal Revenue Building, 1111
Constitution Avenue, NW, Washington,
DC.

FOR FURTHER INFORMATION
CONTACT: LaNita ~ Van  Dyke,
(202) 622-3215 or Richard Hurst at
Richard. A.Hurst@irscounsel.treas.gov.

SUPPLEMENTARY INFORMATION:

The subject of the public hearing
is a notice of proposed rulemaking
(REG-119097-05) that was published
in the Federal Register on Thursday, June
7, 2007 (72 FR 31487).

The rules of 26 CFR 601.601(a)(3) ap-
ply to the hearing. Persons, who submit
written comments and outlines by Septem-
ber 5, 2007, may present oral comments at
the hearing.

A period of 10 minutes is allotted to
each person for presenting oral comments.
The IRS will prepare an agenda contain-
ing the schedule of speakers. Copies of
the agenda will be made available, free of
charge, at the hearing.

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 August 20,

2007, 8:45 a.m., and published in the issue of the Federal
Register for August 21, 2007, 72 ER. 46586)
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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

Abbreviations

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

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

BK—Bank.

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

D—Decedent.

DC—Dummy Corporation.
DE—Donee.

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

E—Estate.

EE—Employee.
E.O.—Executive Order.
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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

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—TLessee.

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.

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 1is 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.

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.1.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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