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Taxpayers may receive a tax credit for certain expenses in-
curred in conducting qualified research. Proposed regulations
under section 41 of the Code provide guidance on the proper
method for computing and allocating the research credit for
members of a controlled group of corporations or a group of
trades or businesses under common control. A public hearing
is scheduled for November 13, 2003. REG-105606-99 with-
drawn.
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Proposed regulations under section 446 of the Code set out
rules relating to the proper timing and source of income of fees
received to induce the acquisition of noneconomic residual in-
terests in REMICs. A public hearing is scheduled for November
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Temporary and proposed regulations under section 409(p) of
the Code provide guidance concerning the requirements for
employee stock ownership plans (ESOPs) holding stock of Sub-
chapter S corporations. A public hearing on the proposed reg-
ulations is scheduled for November 20, 2003.

REG-108639-99, page 431.

Proposed regulations under sections 401(k) and 401(m) of the
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ment plans containing cash or deferred arrangements and pro-
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providing for elective deferrals under section 401(k), match-
ing contributions or employee after-tax contributions under sec-
tion 401(m), and participants eligible under these plans or con-
tracts. A public hearing is scheduled for November 12, 2003.

REG-112039-03, page 504.

Proposed regulations under section 411 of the Code amend
section 1.411(d)-4, of the regulations to reflect the addition
of section 411(d)(6)E) by the Economic Growth and Tax Re-
lief Reconciliation Act of 2001. The proposed regulations re-
tain rules under which a defined contribution plan could be
amended, but remove the 90-day notice condition.

Notice 2003-58, page 429.

Weighted average interest rate update. The weighted average
interest rate for August 2003 and the resulting permissible
range of interest rates used to calculate current liability for
purposes of the full funding limitation of section 412(c)(7) of
the Code are set forth.

ADMINISTRATIVE

Notice 2003-59, page 429.

Uniform capitalization; methods of accounting. This notice
modifies Notice 2003-36 to permit certain taxpayers to use
the automatic approval procedures of Rev. Proc. 2002-9 to
change their method of accounting to the simplified service
cost or simplified production method for self-constructed as-
sets for their most recent taxable year ending on or before
May 8, 2003. This notice also informs taxpayers that, in the
future, the Service and Treasury Department may provide guid-
ance under which the automatic approval procedures will no
longer apply to a method of accounting, effective for applica-
tions filed after such change is announced. Notice 2003-36
modified.



The IRS Mission

Provide America’'s taxpayers top quality service by helping
them understand and meet their tax responsibilities and by
applying the tax law with integrity and fairness to all.

Introduction

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

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

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

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

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

The Bulletin is divided into four parts as follows:

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

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

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

Section 263A.—Capital-
ization and Inclusion in
Inventory of Certain Expenses

Taxpayers are informed that, in the future, the Ser-
vice and Treasury Department may provide guidance
under which the automatic approval procedures will
no longer apply to a particular method of accounting,
effective for applications filed after such change is an-
nounced. See Notice 2003-59, page 429.

Section 409(p).—Qualifica-
tions for Tax Credit Employee
Stock Ownership Plans —
Prohibited Allocations of
Securities in an S-Corporation

T.D. 9081

DEPARTMENT OF

THE TREASURY
Internal Revenue Service
26 CFR Part 1

Prohibited Allocations of
Securities in an S Corporation

AGENCY: Internal
(IRS), Treasury.

Revenue Service

ACTION: Temporary regulations.

SUMMARY: This document contains
temporary regulations concerning re-
quirements for employee stock ownership
plans (ESOPs) holding stock of Sub-
chapter S corporations. The temporary
regulations provide guidance on identify-
ing disqualified persons and determining
whether a plan year is a nonallocation
year under section 409(p) and on the def-
inition of synthetic equity under section
409(p)(5). These temporary regulations
would generally affect plan sponsors of,
and participants in, ESOPs holding stock
of Subchapter S corporations. The text
of the temporary regulations also serves
as the text of the proposed regulations
(REG-129709-03) set forth in the notice
of proposed rulemaking on this subject on
page 506 of this issue of the Bulletin.

DATES: Effective Date: These regulations
are effective July 21, 2003.

Applicability Date: These temporary
regulations are applicable with respect to
plan years ending after October 20, 2003.

2003-35 I.R.B.

FOR FURTHER INFORMATION
CONTACT: John T. Ricotta at (202)
622-6060 (not a toll-free number).

SUPPLEMENTARY INFORMATION:
Background

Section 4975(e)(7) provides that an
ESOP is a defined contribution plan that is
designed to invest primarily in qualifying
employer securities and that is either a
stock bonus plan which is qualified, or
a stock bonus plan and money purchase
pension plan both of which are qualified,
under section 401(a). Section 4975(e)(7)
authorizes the Secretary to issue regula-
tions imposing additional requirements
for ESOPs (see §54.4975-11 of the Ex-
cise Tax Regulations). A plan is not
treated as an ESOP under the Code un-
less it meets the following requirements,
to the extent applicable: section 409(h)
(relating to participants' right to receive
employer securities; put options); section
409(o) (relating to participants' distribu-
tion rights and payment requirements);
section 409(n) (relating to securities re-
ceived in transactions to which section
1042 applies); section 409(p) (relating to
prohibited allocations of securities in an
S corporation); section 664(g) (relating to
qualified gratuitous transfers of qualified
employer securities); and section 409(e)
(relating to participants' voting rights if
the employer has a registration-type class
of securities). As authorized by section
4975(e)(7), additional requirements are
imposed under §54.4975-11.

Section 1361(b)(1)(D) provides that a
Subchapter S corporation (S corporation)
may not have more than one class of stock.
Section 1361(b)(1)(B) provides that an S
corporation may not have as a shareholder
a person that is not an estate, a trust de-
scribed in section 1361(c)(2), an organi-
zation described in section 1361(c)(6), or
an individual. In 1996, section 1361(c)(6)
was amended to permit a qualified plan un-
der section 401(a) to be a shareholder in
an S corporation. Section 1316(a) of the
Small Business Job Protection Act of 1996
(SBJPA) (110 Stat. 1755) (1996).

Section 511(a)(1) imposes a tax on
the unrelated business taxable income
(as defined in section 512(a)) of organi-
zations described in section 511(a)(2),
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which include plans that qualify under
section 401(a). Section 512(e)(1) pro-
vides that if an organization described in
section 1361(c)(6) holds stock in an S
corporation, the interest is treated as an
interest in an unrelated trade or business
and, notwithstanding the organization's
general tax-exempt status, all items of
income, loss, or deduction taken into ac-
count under section 1366(a) and any gain
or loss on the disposition of the stock in
the S corporation are taken into account in
computing the unrelated business taxable
income of the organization. In 1997, sec-
tion 512(e) was amended to provide that
section 512(e) does not apply to employer
securities (within the meaning of section
409(1)) held by an ESOP described in
section 4975(e)(7). Section 1523 of the
Taxpayer Relief Act of 1997 (TRA ’97)
(111 Stat. 788) (1997). Accordingly,
S corporation income allocable to stock
held by an ESOP is not subject to regular
income or unrelated business income tax,
but S corporation income allocable to
stock held by any other qualified plan or
tax-exempt entity under section 501(c)(3)
is subject to the unrelated business income
tax under section 511.

Congress became aware that the tax
exemption for earnings on S corporation
stock held by an ESOP may lead to inap-
propriate tax deferral or avoidance in some
cases. In order to address these concerns,
Congress enacted section 409(p) as part
of the Economic Growth and Tax Relief
Reconciliation Act of 2001 (EGTRRA)
(115 Stat. 38) (2001). Section 409(p) is
intended to limit the tax benefits of ESOPs
maintained by S corporations unless the
ESOP provides meaningful benefits to
rank-and-file employees. As explained in
the legislative history:

The Committee continues to believe
that S corporations should be able to en-
courage employee ownership through
an ESOP. The Committee does not be-
lieve, however, that ESOPs should be
used by S corporation owners to obtain
inappropriate tax deferral or avoidance.

Specifically, the Committee believes
that the tax deferral opportunities pro-
vided by an S corporation ESOP should
be limited to those situations in which
there is broad-based employee coverage
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under the ESOP and the ESOP bene-

fits rank-and-file employees as well as

highly compensated employees and his-

torical owners.
H. R. Rep. No.
(2001).

Section 409(p)(1) requires an ESOP
holding employer securities consisting
of stock in an S corporation to provide
that no portion of the assets of the plan
attributable to (or allocable in lieu of)
such employer securities may, during a
nonallocation year, accrue (or be allocated
directly or indirectly under any plan of
the employer meeting the requirements
of section 401(a)) for the benefit of any
disqualified person, as defined in section
409(p).!

Section 409(p)(3)(A) provides that a
“nonallocation year” includes any plan
year during which the ownership of the S
corporation is so concentrated among dis-
qualified persons that they own at least 50
percent of its shares. Section 409(p)(3)(B)
provides that, in determining the shares
owned by an individual for purposes of
section 409(p)(3)(A), the attribution rules
of section 318(a) apply, with certain ex-
ceptions, and the individual is treated as
owning his or her deemed-owned ESOP
shares.

Under section 409(p)(4)(C)(i), the term
deemed-owned shares includes, with re-
spect to any person, the stock in the S
corporation constituting employer securi-
ties of an ESOP which is allocated to that
person under the ESOP, and that person's
share of the stock in the S corporation
which is held by the ESOP but which is not
allocated to participants under the ESOP.
Suspense account stock is deemed to be al-
located to participants in the same propor-
tion as the most recent plan allocation.

Section 409(p)(4) provides, in general,
that whether someone is a “disqualified
person” depends on a person's ownership
of deemed-owned shares of S corporation
stock held by an ESOP (deemed-owned
ESOP shares). Section 409(p)(4) provides,
in general, that a “disqualified person”
means any person whose deemed-owned
ESOP shares are at least 10 percent of
the number of deemed-owned ESOP
or for whom the aggregate number of
deemed-owned ESOP shares of such per-
son and the members of such person's

107-51, part 1, at 100

family is at least 20 percent of the number
of deemed-owned ESOP shares.

The determination of whether someone
is a disqualified person and whether a plan
year is a nonallocation year is made with-
out regard to “synthetic equity” attribut-
able to that person and is also made sep-
arately taking into account synthetic eq-
uity. Synthetic equity is a general clas-
sification unique to section 409(p). The
provisions relating to synthetic equity do
not modify the rules relating to S corpora-
tions, e.g., the circumstances in which op-
tions or similar interests are treated as cre-
ating a second class of stock. H.R. Conf.
Rep. No. 107-84, at 102 n.52. Under sec-
tion 409(p)(6)(C), synthetic equity is de-
fined as:

any stock option, warrant, restricted

stock, deferred issuance stock right, or

similar interest or right that gives the
holder the right to acquire or receive
stock of the S corporation in the future.

Except to the extent provided in regu-

lations, synthetic equity also includes a

stock appreciation right, phantom stock

unit, or similar right to a future cash

payment based on the value of such

stock or appreciation in such value.
Under the rules for the treatment of syn-
thetic equity at section 409(p)(5), if a per-
son owns synthetic equity in an S corpo-
ration, then the shares of stock in such
corporation on which such synthetic eq-
uity is based are generally treated as out-
standing stock in such corporation, and as
deemed-owned shares of such person, if
such treatment of synthetic equity results
either in the treatment of any person as
a disqualified person or the treatment of
any year as a nonallocation year. Accord-
ingly, if a person is treated as a disquali-
fied person or a year is treated as a non-
allocation year without regard to synthetic
equity, then the inclusion of synthetic eq-
uity as outstanding stock does not cause
the person to fail to be treated as a disqual-
ified person or the year to fail to be treated
as a nonallocation year.

Section 409(p)(7)(A) authorizes the
Secretary to prescribe such regulations as
may be necessary to carry out the purposes
of section 409(p). As indicated by the leg-
islative history above, section 409(p) is
intended to limit the tax benefits of ESOPs
maintained by S corporations unless the

1 This definition is different from the definition of disqualified person for purposes of section 4975.
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ESOP provides meaningful benefits to
rank-and-file employees. See H.R. Rep.
No. 107-51, part 1, at 100 (2001). Section
409(p)(7)(B) provides that the Secretary
may, by regulation or other guidance of
general applicability, provide that a nonal-
location year occurs in any case in which
the principal purpose of the ownership
structure of an S corporation constitutes
an avoidance or evasion of section 409(p).
“For example, this might apply if more
than 10 independent businesses are com-
bined in an S corporation owned by an
ESOP in order to take advantage of the
income tax treatment of S corporations
owned by an ESOP.” H.R. Conf. Rep. No.
107-84, at 277 (2001).

Under section 656 of EGTRRA, sec-
tion 409(p) is effective for plan years end-
ing after March 14, 2001, except for those
ESOPs eligible for a delayed effective date
applicable to certain ESOPs that were es-
tablished on or before March 14, 2001. See
Rev. Rul. 2003-6, 2003-3 1.R.B. 286.

Section 4979A imposes a 50 percent ex-
cise tax in certain cases, including an allo-
cation of employer securities that is pro-
hibited by section 409(p), the ownership
of any synthetic equity by a disqualified
person during a nonallocation year, and
the occurrence of the first nonallocation
year of an ESOP, as described in section
4979A(e)(2)(C).

Explanation of Provisions
Overview

Section 409(p) was enacted to address
concerns about ownership structures in-
volving S corporations and ESOPs that
concentrate the benefits of the ESOP in a
small number of persons. Under the statute
as amended, an ESOP is still permitted to
hold S corporation stock, provided that the
ESOP benefits a sufficiently broad-based
group of employees.

These temporary regulations reflect the
statutory language under section 409(p)(1)
prohibiting an accrual or allocation in a
nonallocation year, but do not provide ad-
ditional guidance on what constitutes a
prohibited accrual or allocation. It is ex-
pected that this issue will be addressed in
additional regulations.

An ESOP has a nonallocation year
for any plan year during which, at any
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time, disqualified persons hold at least 50
percent of the outstanding shares of stock
in the S corporation or 50 percent of the
outstanding shares of stock and synthetic
equity in the S corporation. These tem-
porary regulations provide guidance on
the rules applicable for this purpose. In
addition, pursuant to section 409(p)(7)(B),
these temporary regulations authorize the
Commissioner to provide that a nonallo-
cation year exists in any year in which
the principal purpose of the ownership
structure is avoidance or evasion of sec-
tion 409(p). These temporary regulations
also provide guidance on identification of
disqualified persons.

Synthetic Equity

As discussed above, disqualified per-
sons and nonallocation years are identi-
fied both with and without synthetic eq-
uity. Section 409(p) defines synthetic eq-
uity very broadly. Synthetic equity in-
cludes restricted stock, rights to acquire
stock in the corporation, such as stock op-
tions or warrants, and other similar inter-
ests. It also includes payments denomi-
nated in share value, including a phantom
stock unit, stock appreciation right, or sim-
ilar interest.

In addition, under these temporary
regulations, synthetic equity includes two
other categories of interests or payments:
nonqualified deferred compensation (even
though it is neither payable in, nor cal-
culated by reference to, stock in the S
corporation) and rights to acquire interests
in certain related entities. In each case,
treatment of these interests as synthetic
equity is necessary to carry out the Con-
gressional purpose of section 409(p) of
limiting the tax deferral opportunities pro-
vided by an S corporation ESOP to those
situations in which the benefits of the
ESOP ownership are available, at a min-
imum, to a broad group of rank-and-file
employees who have the opportunity to
be the primary beneficiaries of the growth
of the business through the ESOP. Unless
these interests are treated as synthetic
equity, the benefits associated with owner-
ship of an interest in an S Corporation by
means of the ESOP could be concentrated
in a small group, and diverted away from
the rank-and-file employees, through use
of these interests. In this respect, these
interests have the same effect as stock
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appreciation rights payable in cash, which
are explicitly included in synthetic equity
by statute.

Nonqualified Deferred Compensation as
Synthetic Equity

Since the addition of section 409(p),
arrangements have been promoted to tax-
payers in which an S corporation that is
either entirely or substantially owned by
an ESOP is used to shelter the income
of an active business while the profits of
the business are primarily provided for
certain management employees of the
business through various obligations to
make future payments to the employees.
Typically in these arrangements, the obli-
gation to make future payments to the
management employees suppresses the
value of the company's stock that is allo-
cated to rank-and-file employees through
the ESOP, depriving them of the opportu-
nity to be the primary beneficiaries of the
growth of the business through the ESOP.

For example, under some of these ar-
rangements, the owners of the operating
company establish a management com-
pany and the operating company agrees
to pay management fees equal to sub-
stantially all (or most) of the profits of
the operating company. The management
company agrees to provide future com-
pensation to certain executives or other
employees of the operating company or
the management company in an amount
equal to substantially all of the profits of
the management company. Finally, the
management company elects to be treated
as an S corporation and transfers all, or a
substantial portion, of its stock to an ESOP
established to cover rank-and-file employ-
ees. Under this arrangement, the operating
company claims a deduction for the fees
paid to the management corporation. The
management corporation in turn retains
these fees to satisfy its obligations to pay
future compensation. Although the stock
of the management corporation is owned
by the ESOP, the ownership interest held
for rank-and-file employees through the
ESOP has a substantially reduced value.
Rather than being a mechanism for the
transfer of not only ownership, but also
the rights associated with ownership, to
the employees of the S corporation, the
ESOP is used as part of a structure de-
signed to shelter profits that will be paid
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as future compensation for a small group
of executives or management employees.

These temporary regulations treat non-
qualified deferred compensation provided
by the S corporation or certain related enti-
ties as synthetic equity, including deferred
compensation that is neither payable in
stock of the S corporation nor calculated
by reference to stock of the S corpora-
tion. S Corporations that do not maintain
ESOPs typically do not provide nonquali-
fied deferred compensation to owners. By
treating nonqualified deferred compen-
sation provided by the S corporation (or
certain related entities) as synthetic equity,
these temporary regulations address own-
ership structures that are designed to avoid
or evade section 409(p) and provide guid-
ance allowing individuals to determine
when these interests result in a failure to
comply with section 409(p). Nonqualified
deferred compensation is appropriately
characterized as synthetic equity because
it functions similarly to other forms of syn-
thetic equity by diverting value away from
shareholders, thereby reducing the value
of the S corporation and diminishing the
ESOP's interest in the value that, absent
the nonqualified deferred compensation,
would be reflected in the shares of the S
corporation held by the ESOP. This effect
occurs even if the nonqualified deferred
compensation is a fixed dollar amount,
and even if such deferred compensation is
not payable in stock of the S corporation
or measured by reference to that stock (di-
rectly, such as a stock appreciation right
payable in cash, or less directly, such as
percentage of the future profits of the S
corporation).

Right to Acquire Assets as Synthetic
Equity

Under these temporary regulations,
rights to acquire stock or other similar
interests in a related entity are treated as
synthetic equity if the ownership of such
interests in the related entity is the only
significant asset of the S corporation and
the S corporation is the only significant
holder of stock (or other similar interests)
of the related entity. For this purpose,
related entities are entities in which the
S corporation holds an interest and with
respect to which income is passed through
to the S corporation. These rights are
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properly treated as synthetic equity be-
cause they provide the holders of these
rights with an opportunity to benefit from
the S corporation ESOP structure that is
comparable to the opportunity provided
through synthetic equity issued directly by
the S corporation. Taking rights to acquire
stock or other similar interests in a related
entity into account as synthetic equity pro-
vides a method for identifying situations
in which the interests in the S corporation
(and its assets) have, directly or indirectly,
become concentrated in a manner that
should result in a nonallocation year under
section 409(p).

These temporary regulations provide
that synthetic equity does not include
rights to acquire goods or services at fair
market value in the ordinary course of
business. The temporary regulations do
not address, at this time, rights to ac-
quire other assets of the S Corporation
or assets of the related entity or other
related entities. This absence should not
be interpreted as a conclusion that a right
to acquire these other assets cannot be
synthetic equity. It may be appropriate
to treat the right to acquire assets of the
S Corporation, other than its interest in a
related entity (such as its ownership of a
manufacturing plant), as synthetic equity.
It may also be appropriate to treat rights to
acquire assets held by the related entity as
synthetic equity.

The temporary regulations also do not
address rights to acquire interests in related
entities if the ownership of such interests in
the related entity is not the only significant
asset of the S corporation or the S corpo-
ration is not the only significant holder of
stock (or other similar interests) of the re-
lated entity. Rights to acquire interests in
other related entities is reserved because,
for example, it may be appropriate in cases
in which a related entity is not the only sig-
nificant asset of the S Corporation to treat
as synthetic equity only a portion of the
value of the rights to acquire stock or other
similar interests in the related entity.

The IRS and Treasury intend to issue
additional regulations providing guidance
on the definition of synthetic equity on a
number of issues, including issues identi-
fied as reserved in these temporary regula-
tions. For example, the IRS and Treasury
intend to issue additional guidance relating
to rights to acquire interests in other related
entities and rights to acquire assets of an
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S corporation or related entity. The addi-
tional regulations are expected to address
the treatment of these interests, including
how any such interests treated as synthetic
equity should be converted into shares of
synthetic equity in the S corporation and
whether such conversion should take into
account the extent to which income of the
related entity is allocated to a shareholder
that is subject to regular income tax or un-
related trade or business income tax. These
items are reserved in order to allow for ad-
ditional consideration of these issues, in-
cluding consideration of comments on the
proposed regulations accompanying these
regulations. The additional regulations are
expected to be issued in conjunction with
guidance on prohibited accruals or alloca-
tions to disqualified persons in a nonallo-
cation year, which is also identified as re-
served in these temporary regulations.

In the meantime, these temporary reg-
ulations provide an anti-abuse provision
treating acquisition rights as synthetic eq-
uity in certain situations. Specifically, this
treatment applies to an option or right to
acquire assets of the S corporation, or a re-
lated person, that is part of a structure that
provides rights to the holder comparable to
the rights provided by arrangements iden-
tified as synthetic equity under these tem-
porary regulations and in which the prin-
cipal purpose of the structure is the avoid-
ance or evasion of section 409(p). In ad-
dition, the temporary regulations delegate
authority to the Commissioner to provide,
through revenue rulings, notices and other
guidance published in the Internal Rev-
enue Bulletin (see §601.601(d)(2)(ii)(b) of
this chapter), that synthetic equity includes
a right to acquire stock or other similar in-
terests in a related entity in cases in which
the S corporation's interest in the related
entity is not the only significant asset of
the S corporation or the S corporation is
not the only significant owner of the re-
lated entity.

Rights to Acquire Shares of Stock That are
Issued and Outstanding

The definition of synthetic equity pro-
vides that rights to acquire shares in an S
corporation with respect to shares that are,
at all times during the period when such
rights are effective, both issued and out-
standing and held by persons other than the
ESOP, S corporation, or a related entity are
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not synthetic equity. These arrangements
include, for example, rights of first refusal
held by one shareholder in the S corpora-
tion with respect to the shares of another
taxable shareholder (i.e., shares held out-
side the tax-exempt structure created by
the ESOP). However, in certain limited
cases, a disqualified person who has the
right to acquire such issued and outstand-
ing stock is treated as owning the stock if
such treatment results in a nonallocation
year.

Conversion of Synthetic Equity

Synthetic equity that is determined by
reference to shares of S corporation stock
is treated as the corresponding number of
shares of stock. Synthetic equity that is de-
termined by reference to shares of stock
(or similar interests) in a related entity is
converted into an equivalent number of
shares of stock of the S corporation with
the same aggregate value as the number
of shares of stock (or similar interests) of
the related entity (with such value deter-
mined without regard to any lapse restric-
tion as defined at §1.83-3(i)). The value
of any other synthetic equity interest, such
as fixed dollar nonqualified deferred com-
pensation, is converted into an equivalent
number of shares of stock in the S corpo-
ration based on the present value of the
interest or right to nonqualified deferred
compensation (with such value determined
without regard to any lapse restriction as
defined at §1.83-3(i)) and the fair market
value of the S corporation shares on the de-
termination date (with both values deter-
mined as of any reasonable date during the
plan year).

Identification of Disqualified Persons

Under these temporary regulations,
a person is a disqualified person based
either on deemed-owned ESOP shares or
deemed-owned ESOP shares combined
with synthetic equity. Whether there is
a nonallocation year is then determined
by taking into account the holdings of all
disqualified persons, first based only on
outstanding shares of stock of the cor-
poration and then based on outstanding
shares of stock and synthetic equity of the
corporation. In accordance with the last
sentence of section 409(p)(5), synthetic
equity cannot result in a person who is
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treated as a disqualified person for a year,
or a year that is treated as a nonallocation
year, not being so treated. In addition,
these temporary regulations provide that,
in any year in which the Commissioner
provides that a nonallocation year occurs
because the principal purpose of the own-
ership structure of the S corporation is an
avoidance or evasion of section 409(p),
the Commissioner may also treat any indi-
vidual as a disqualified person.

As a result of the provisions of these
temporary regulations relating to synthetic
equity, employees who benefit from non-
qualified deferred compensation arrange-
ments or who hold rights to acquire in-
terests in certain related entities will be
treated as owning synthetic equity and may
be treated as disqualified persons. As are-
sult, certain plan years of the ESOP may be
treated as nonallocation years. This result
will not occur unless the aggregate inter-
est held by disqualified persons — through
synthetic equity, direct share ownership,
and deemed-owned ESOP shares — con-
stitutes at least half of the value of the out-
standing stock and synthetic equity of the
S corporation.

Effective Date

In the case of an ESOP holding stock
in an S corporation that is eligible for
the delayed effective date under sec-
tion 656(d)(2) of EGTRRA applicable
to certain ESOPs established on or be-
fore March 14, 2001, these temporary
regulations do not apply until plan years
beginning on or after January 1, 2005. For
an ESOP to which the delayed effective
date is not applicable, these temporary
regulations are applicable with respect
to plan years ending after October 20,
2003. The temporary regulations permit S
corporations to avoid having nonqualified
deferred compensation treated as synthetic
equity under paragraph (f)(2)(iv) of these
temporary regulations by distributing the
deferred compensation by July 21, 2004.

Request for Comments in Proposed
Regulations and Future Guidance

See the preamble of the cross-reference
notice of proposed rulemaking published
elsewhere in this issue of the Bulletin
which asks for comments with respect to
issues raised by S corporation ESOPs.
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Special Analysis

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. For
the applicability of the Regulatory Flexi-
bility Act (5 U.S.C. chapter 6) refer to the
Special Analyses section of the preamble
to the cross-referencing notice of proposed
rulemaking published in this issue of the
Bulletin. Pursuant to section 7805(f) of
the Internal Revenue Code, these tempo-
rary regulations will be submitted to the
Chief Counsel for Advocacy of the Small
Business Administration for comment on
their impact.

Drafting Information

The principal author of these regula-
tions is John T. Ricotta of theOffice of the
Division Counsel/Associate Chief Coun-
sel (Tax Exempt and Government Enti-
ties). However, other personnel from the
IRS and Treasury participated in their de-
velopment.

k ok ok ok ook

Amendments to the Regulations

Accordingly, 26 CFR part 1 is amended
as follows:

PART 1—INCOME TAXES

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

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

Section 1.409(p)—1T is also issued un-
der 26 U.S.C. 409(p)(7). * * *

Par. 2. Section 1.409(p)—1T is added to
read as follows:

§1.409(p)-1T Prohibited allocation of
securities in an S corporation (temporary).

(a) Organization of this section. Sec-
tions 409(p) and 4979A apply if a non-
allocation year occurs in an employee
stock ownership plan (ESOP), as defined
in section 4975(e)(7), that holds shares
of stock of a Subchapter S corporation (S
corporation) that are employer securities
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as defined in section 409(1). Paragraph (b)
of this section sets forth the general rule
under section 409(p)(1) and (2) prohibit-
ing an allocation to a disqualified person
in a nonallocation year. Paragraph (c) of
this section sets forth rules under section
409(p)(3), (5), and (7) for determining
whether a year is a nonallocation year,
generally based on whether disqualified
persons own at least 50 percent of the
shares of the S corporation, either tak-
ing into account only the outstanding
shares of the S corporation (including
shares held by the ESOP) or taking into
account both the outstanding shares and
synthetic equity of the S corporation.
Paragraphs (d), (e), and (f) of this sec-
tion contain definitions of a disqualified
person under section 409(p)(4) and (5),
deemed-owned ESOP shares under sec-
tion 409(p)(4)(C), and synthetic equity
under section 409(p)(6)(C).

(b) Prohibited accruals in a nonalloca-
tion year—(1) General rule. An ESOP
holding employer securities consisting of
stock in an S corporation must provide that
no portion of the assets of the plan attrib-
utable to (or allocable in lieu of ) such em-
ployer securities may, during a nonalloca-
tion year, accrue (or be allocated directly
or indirectly under any plan of the em-
ployer meeting the requirements of section
401(a)) for the benefit of any disqualified
person.

(2) Additional rules. [Reserved]

(¢) Nonallocation year — (1) Definition
generally. A nonallocation year means a
plan year of an ESOP during which, at any
time, the ESOP holds any employer securi-
ties that are shares of an S corporation and
either —

(1) Disqualified persons own at least
50 percent of the number of outstanding
shares of stock in the S corporation (in-
cluding deemed-owned ESOP shares), or

(i) Disqualified persons own at least
50 percent of the aggregate number of
outstanding shares of stock (including
deemed-owned ESOP shares) and syn-
thetic equity in the S corporation.

(2) Antribution rules. For purposes of
this paragraph (c), the rules of section
318(a) apply to determine ownership of
shares in the S corporation (including
deemed-owned ESOP shares) and syn-
thetic equity. However, for this purpose,
section 318(a)(4) (relating to options to
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acquire stock) is disregarded and, in apply-
ing section 318(a)(1), the members of an
individual's family include members of the
individual's family under paragraph (d)(2)
of this section. In addition, an individual
is treated as owning deemed-owned ESOP
shares of that individual notwithstanding
the employee trust exception in section
318(a)(2)(B)(i). If the attribution rules
in paragraph (f)(1) of this section apply,
then the rules of paragraph (f)(1) of this
section are applied before the rules of this
paragraph (c)(2).

(3) Special rule for avoidance or
evasion.  Under section 409(p)(7)(B),
the Commissioner, in revenue rulings,
notices, and other guidance published
in the Internal Revenue Bulletin (see
§601.601(d)(2)(ii)(B) of this chapter),
may provide that a nonallocation year
occurs in any case in which the principal
purpose of the ownership structure of an
S corporation constitutes an avoidance or
evasion of section 409(p). For any year
that is a nonallocation year under this
paragraph (c)(3), the Commissioner may
treat any person as a disqualified person.

(4) Special rule for certain stock rights.
(i) For purposes of paragraph (c)(1) of this
section, a person is treated as owning stock
that the person has a right to acquire if,
at all times during the period when such
rights are effective, the stock that the per-
son has the right to acquire is both issued
and outstanding and is held by persons
other than the ESOP, the S corporation, or
a related entity (as defined in paragraph
(H)(2)(iii)(A)(4) of this section).

(i1) This paragraph (c)(4) applies only
if treating persons as owning the shares
described in paragraph (c)(4)(i) results
in a nonallocation year. This paragraph
(c)(4) does not apply to a right that, un-
der §1.1361-1(1)(2)(iii) or (1)(4)(iii)(C),
would not be taken into account in deter-
mining if an S corporation has a second
class of stock, and does not apply for
purposes of determining ownership of
deemed-owned ESOP shares or whether
an interest constitutes synthetic equity (see
the last sentence of paragraph (f)(2)(i)).

(d) Disqualified persons — (1) General
rule. A disqualified person is any person
for whom —

(i) The number of such person's
deemed-owned ESOP shares is at least 10
percent of the number of deemed-owned
ESOP shares of the S corporation;
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(i) The aggregate number of such
person's deemed-owned ESOP shares
and synthetic equity shares is at least
10 percent of the aggregate number of
deemed-owned ESOP and synthetic eq-
uity shares of the S corporation;

(iii) The aggregate number of deemed-
owned ESOP shares of such person and of
the members of such person's family is at
least 20 percent of the number of deemed-
owned ESOP shares of the S corporation;
or

(iv) The aggregate number of deemed-
owned ESOP shares and synthetic equity
shares of such person and of the members
of such person's family is at least 20 per-
cent of the aggregate number of deemed-
owned ESOP and synthetic equity shares
of the S corporation.

(2) Treatment of family members; def-
inition. (i) Each member of the family of
any person who is a disqualified person un-
der paragraph (d)(1)(iii) or (iv) of this sec-
tion is a disqualified person. Member of
the family means, with respect to an indi-
vidual —

(A) the spouse of the individual;

(B) an ancestor or lineal descendant of
the individual or the individual's spouse;

(C) a brother or sister of the individual
or of the individual's spouse and any lineal
descendant of the brother or sister; and

(D) the spouse of any individual de-
scribed in paragraph (d)(2)(ii) or (iii) of
this section.

(i) A spouse of an individual who is
legally separated from such individual
under a decree of divorce or separate
maintenance is not treated as such individ-
ual's spouse for purposes of this paragraph
(D).

(3) Special rule for certain nonalloca-
tion years. See paragraph (c)(3) of this
section (relating to avoidance or evasion of
section 409(p)) for a special rule permit-
ting any person to be treated as a disquali-
fied person in certain nonallocation years.

(e) Deemed-owned ESOP shares.
A person is treated as owning his
or her deemed-owned ESOP shares.
Deemed-owned ESOP shares mean, with
respect to any person —

(1) Any shares of stock in the S corpo-
ration constituting employer securities that
are allocated to such person's account un-
der the ESOP; and

(2) Such person's share of the stock in
the S corporation that is held by the ESOP
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but is not allocated to the account of any
participant or beneficiary (with such per-
son's share to be determined in the same
proportion as the most recent stock alloca-
tion under the ESOP).

(f) Synthetic equity — (1) Ownership
of synthetic equity. For purposes of sec-
tion 409(p) and this section, synthetic eq-
uity is treated as owned by a person in the
same manner as stock is treated as owned
by a person, directly or under the rules of
section 318(a)(2) and (3). Synthetic equity
means the rights described in paragraph
(£)(2) of this section.

(2) Synthetic equity— (i) Rights to ac-
quire stock of the S corporation. Synthetic
equity includes any stock option, warrant,
restricted stock, deferred issuance stock
right, stock appreciation right payable in
stock, or similar interest or right that gives
the holder the right to acquire or receive
stock of the S corporation in the future.
Rights to acquire stock in an S corporation
with respect to stock that is, at all times
during the period when such rights are ef-
fective, both issued and outstanding and
held by persons other than the ESOP, the
S corporation, or a related entity, are not
synthetic equity (but see paragraph (c)(4)
of this section).

(i) Special rule for certain stock rights.
Synthetic equity also includes a right to
a future payment (payable in cash or any
other form other than stock of the S corpo-
ration) from an S corporation that is based
on the value of the stock of the S corpora-
tion or appreciation in such value, such as
a stock appreciation right with respect to
stock of an S corporation that is payable in
cash or a phantom stock unit with respect
to stock of an S corporation that is payable
in cash.

(iii) Rights to acquire assets of an S
corporation or related entity—(A) Rights
to acquire interests in a related entity —
(1) Treatment as synthetic equity. Syn-
thetic equity includes a right to acquire
stock or other similar interests in a related
entity that is described in this paragraph
(H@)(i)(A).

(2) Significant interests. Synthetic eq-
uity includes a right to acquire stock or
other similar interests in a related entity if
such interests in the related entity are the
only significant asset of the S corporation
and the S corporation is the only signifi-
cant owner of the related entity. Whether
an asset is the only significant asset of the
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S corporation or the S corporation is the
only significant owner of the related entity
depends on the relevant facts and circum-
stances.

(3) Rights to acquire interests in other
related entities. [Reserved]

(4) Related entity. For purposes of this
section, related entity means any entity in
which the S corporation holds an interest
and which is a partnership, a trust, an el-
igible entity that is disregarded as an en-
tity that is separate from its owner under
§301.7701-3 of this chapter or a Quali-
fied Subchapter S Subsidiary under section
1361(b)(3).

(B) Rights to acquire assets of an S cor-
poration or related entity other than rights
to acquire stock or similar interests in a re-
lated entity—(1) General rule. [Reserved]

(2) Exception for rights to acquire
goods or services in ordinary course of
business. Synthetic equity does not include
rights to acquire goods or services at fair
market value in the ordinary course of
business.

(C) Authority to provide guidance.
The Commissioner, in revenue rulings,
notices, and other guidance published
in the Internal Revenue Bulletin (see
§601.601(d)(2)(i1)(B) of this chapter),
may provide that synthetic equity includes
a right to acquire stock or other similar
interests in a related entity in cases in
which such interests in the related entity
are not the only significant asset of the S
corporation or the S corporation is not the
only significant owner of the related entity
if necessary to carry out the purposes of
section 409(p).

(D) Synthetic equity includes compara-
ble rights. An option or right to acquire
assets of the S corporation or another per-
son is treated as synthetic equity if such
option or right is part of a structure that
provides rights to the holder comparable to
the rights provided by arrangements iden-
tified as synthetic equity under this para-
graph (f)(2)(iii) and the principal purpose
of the structure is the avoidance or evasion
of section 409(p).

(iv) Special rule for nonqualified de-
ferred compensation.  Synthetic equity
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also includes any remuneration for ser-
vices rendered to the S corporation, or a
related entity, to which section 404(a)(5)
applies (including remuneration for which
a deduction would be permitted under sec-
tion 404(a)(5) if separate accounts were
maintained), any right to receive property
(to which section 83 applies) in a future
year for the performance of services to
an S corporation, or related entity, and
any transfer of property (to which sec-
tion 83 applies) in connection with the
performance of services to an S corpora-
tion, or a related entity, to the extent that
the property is not substantially vested
within the meaning of §1.83-3(i) by the
end of the plan year in which transferred.
Synthetic equity also includes any other
remuneration for services rendered to the
S corporation, or a related entity, under a
plan, or method or arrangement, deferring
the receipt of compensation to a date that
is after the 15th day of the 3" calendar
month after the end of the entity's taxable
year in which the related services are ren-
dered, other than a plan that is an eligible
retirement plan within the meaning of
section 402(c)(7)(B).

(3) No overlap among shares of
deemed-owned ESOP shares or syn-
thetic equity. Synthetic equity under this
paragraph (f) does not include shares that
are deemed-owned ESOP shares. In ad-
dition, synthetic equity under a specific
subparagraph of this paragraph (f) does
not include anything that is synthetic eq-
uity under a preceding subparagraph of
this paragraph (f).

(4) Number of synthetic shares— (i)
Synthetic equity determined by reference to
S corporation shares. In the case of syn-
thetic equity that is determined by refer-
ence to shares of stock of the S corporation,
the person who is entitled to the synthetic
equity is treated as owning the correspond-
ing number of shares of stock. For exam-
ple, if a corporation grants an employee of
an S corporation an option to purchase 100
shares of the corporation's stock, the em-
ployee is the deemed owner of 100 syn-
thetic equity shares of the stock of the cor-
poration.
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(ii) Synthetic equity determined by ref-
erence to shares in a related entity. In the
case of synthetic equity that is determined
by reference to shares of stock (or similar
interests) in a related entity, the person who
is entitled to the synthetic equity is treated
as owning shares of stock of the S corpo-
ration with the same aggregate value as the
number of shares of stock (or similar inter-
ests) of the related entity (with such value
determined without regard to any lapse re-
striction as defined at §1.83-3(1)).

(iii) Other synthetic equity. In the case
of any other synthetic equity, the person
who is entitled to the synthetic equity
is treated as owning a number of shares
of stock in the S corporation equal to
the present value of the synthetic equity
(with such value determined without re-
gard to any lapse restriction as defined
at §1.83-3(i)) divided by the fair market
value of a share of the S corporation's
stock as of the same date. For purposes
of this paragraph (f)(4)(iii), the number
of shares of S corporation is permitted to
be determined as of the first day of the
ESOP's plan year, or any other reasonable
determination date or dates during a plan
year that is consistently used by the cor-
poration for this purpose for all persons.
The number of shares of synthetic equity
treated as owned for any period from a
determination date through the date im-
mediately preceding the next following
determination date is the number of shares
treated as owned on the first day of that
period.

(g) Examples. The rules of this section

are illustrated by the following examples:

Example 1. (i) Facts. Corporation X is a calen-
dar year S corporation that maintains an ESOP. X has
a single class of common stock, of which there are a
total of 1,200 shares outstanding. X has no synthetic
equity. In 2006, individual A, who is not an employee
of X (and is not related to any employee of X), owns
100 shares directly, individual B owns 100 shares di-
rectly, and the remaining 1,000 shares are owned by
an ESOP maintained by X for its employees. The
ESOP's 1,000 shares are allocated to the accounts of
individuals who are employees of X (none of whom
are related), as set forth in columns 1 and 2 in the fol-
lowing table:
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Shareliolders Deemed-Ownezd ESOP Shares | Percentage Dzemed-Owned Disqualiﬁ46d Person
(total of 1,000) ESOP Shares
B 330 33% Yes
C 145 14.5% Yes
D 75 7.5% No
E 30 3% No
F 20 2% No
Other participants 400 (none exceed 10 shares) 1% or less No

(ii) Conclusion with respect to disqualified per-
As shown in column 4 in the table above,
individuals B and C are disqualified persons for
2006 under paragraph (d)(1) of this section because
each owns at least 10% of X's deemed-owned ESOP
shares.

sons.

(iii) Conclusion with respect to nonallocation
year. However, 2006 is not a nonallocation year
under section 409(p) because disqualified per-
sons do not own at least 50% of X's outstanding
shares (the 100 shares owned directly by B, B's
330 deemed-owned ESOP shares, plus C's 145

deemed-owned ESOP shares equal only 47.9% of
the 1,200 outstanding shares of X).

Example 2. (i) Facts. The facts are the same as in
Example 1, except that, as shown in column 4 of the
table below, individual E has an option to acquire 500
shares of the common stock of X from X:

1 2 3 4 5 6
Shareholders Deemed-Owned Percentage Synthetic Equity Percentage Disqualified Person
ESOP Shares Deemed-Owned (500) Deemed-Owned
(total of 1,000) ESOP Shares ESOP plus
Synthetic Equity
Shares (total of
1,500)
B 330 33% 22% Yes (cols. 3 and 5)
C 145 14.5% 9.7% Yes (col. 3)
D 75 7.5% 5% No
E 30 3% 500 35.3% Yes (col. 5)
F 20 2% 1.3% No
Other participants 400 (none exceed 1% or less under 1% No
10 shares)

(ii) Conclusion with respect to disqualified per-
sons. E's option constitutes 500 shares of synthetic
equity. Accordingly, as shown in column 6 in the
table above, individuals B, C, and E are disqualified
persons for 2006 because each owns at least 10% of
X's deemed-owned ESOP shares or X's total deemed-
owned ESOP and synthetic equity shares.

(iii) Conclusion with respect to nonallocation
year. The 100 shares owned directly by B, B's 330
deemed-owned ESOP shares, C's 145 deemed-owned
ESOP shares, E's 30 deemed-owned ESOP shares,
plus E's 500 synthetic equity shares equals 65% of
the 1,700 outstanding and synthetic equity shares of
X. Thus, 2006 is a nonallocation year for X's ESOP
under section 409(p) because disqualified persons
own at least 50% of X's total shares of outstanding
stock and synthetic equity. In addition, independent
of the preceding conclusion, 2006 would be a non-
allocation year because disqualified persons own at
least 50% of X's outstanding shares because the 100
shares owned directly by B, B's 330 deemed-owned
ESOP shares, C's 145 deemed-owned ESOP shares,
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plus E's 30 deemed-owned ESOP shares equals
50.4% of the 1,200 outstanding shares of X.

(h) Effective date —(1) General effec-
tive dates. Except as provided in para-
graph (h)(2) of this section, section 409(p)
applies for plan years ending after March
14, 2001, and this section applies for plan
years ending after October 20, 2003, ex-
cept that paragraph (f)(2)(iv) of this section
is disregarded with respect to nonqualified
deferred compensation that is distributed
on or before July 21, 2004.

(2) Certain ESOPs established on or
before March 14, 2001. If an ESOP hold-
ing stock in an S corporation was estab-
lished on or before March 14, 2001, and
the election under section 1362(a) with re-
spect to that S Corporation was in effect
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on March 14, 2001, section 409(p) and this
section apply for plan years beginning on
or after January 1, 2005.

Robert E. Wenzel,
Deputy Commissioner for Ser-
vices and Enforcement.

Approved July 9, 2003.

Pamela F. Olson,
Assistant Secretary of Treasury
(Tax Policy).

(Filed by the Office of the Federal Register on July 18, 2003,
8:45 a.m., and published in the issue of the Federal Register
for July 21, 2003, 68 F.R. 42970)
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Section 446.—General Rule
for Methods of Accounting

26 CFR 1.446-1: General rule for methods of ac-
counting.

Taxpayers are informed that, in the future, the Ser-
vice and Treasury Department may provide guidance
under which the automatic approval procedures will
no longer apply to a particular method of accounting,
effective for applications filed after such change is an-
nounced. See Notice 2003-59, page 429.
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Section 860.—Taxation of
Residual Interests

For rules on the proper accounting for income
from inducement fees, see section 1.446-6. See
REG-162625-02, page 500.

Section 863.—Special Rules
for Determining Source

Sourcing rule for inducement fees defined in sec-
tion 1.446-6. See REG-162625-02, page 500.
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Part 1l11. Administrative, Procedural, and Miscellaneous

Weighted Average Interest Rate
Update

Notice 2003-58

Sections 412(b)(5)(B) and 412(1)(7)
(O)(d) of the Internal Revenue Code
provide that the interest rates used to
calculate current liability for purposes of
determining the full funding limitation
under § 412(c)(7) and the required con-
tribution under § 412(1) must be within
a permissible range around the weighted
average of the rates of interest on 30-year
Treasury securities during the four-year
period ending on the last day before the
beginning of the plan year.

Notice 88-73, 1988-2 C.B. 383, pro-
vides guidelines for determining the

weighted average interest rate and the re-
sulting permissible range of interest rates
used to calculate current liability for the
purpose of the full funding limitation of
§ 412(c)(7) of the Code.

Section 417(e)(3)(A)(i)I) of the Code
defines the applicable interest rate, which
must be used for purposes of determining
the minimum present value of a partici-
pant’s benefit under § 417(e)(1) and (2),
as the annual rate of interest on 30-year
Treasury securities for the month before
the date of distribution or such other time
as the Secretary may by regulations pre-
scribe. Section 1.417(e)-1(d)(3) of the In-
come Tax Regulations provides that the ap-
plicable interest rate for a month is the an-
nual interest rate on 30-year Treasury se-
curities as specified by the Commissioner

for that month in revenue rulings, notices
or other guidance published in the Internal
Revenue Bulletin.

The rate of interest on 30-year Treasury
Securities for July 2003 is 4.93 percent.
Pursuant to Notice 2002-26, 2002-1 C.B.
743, the Service has determined this rate
as the monthly average of the daily deter-
mination of yield on the 30-year Treasury
bond maturing in February 2031.

Section 405 of the Job Creation and
Worker Assistance Act of 2002 amended
§ 412(1)(7)(C) of the Code to provide that
for plan years beginning in 2002 and 2003
the permissible range is extended to 120
percent.

The following rates were determined
for the plan years beginning in the month
shown below.

Month Year

August 2003

90% to 110%

Weighted Permissible
Average Range
5.31 4.78 to 5.85

90% to 120%
Permissible
Range

4.78 to 6.38

Drafting Information

The principal authors of this notice
are Paul Stern and Tony Montanaro of
the Employee Plans, Tax Exempt and
Government Entities Division. For fur-
ther information regarding this notice,
please contact the Employee Plans’ tax-
payer assistance telephone service at
1-877-829-5500 (a toll-free number),
between the hours of 8:00 am. and
6:30 p.m. Eastern time, Monday through
Friday. Mr. Stern may be reached at
1-202-283-9703. Mr. Montanaro may
be reached at 1-202-283-9714. The tele-
phone numbers in two preceding sentences
are not toll-free.

Simplified Service Cost Method;
Simplified Production Method

Notice 2003-59

Notice 2003-36, 2003-23 I.R.B. 992,
provides that after May 8, 2003, the In-
ternal Revenue Service will not accept
Forms 3115, Application for Change in
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Accounting Method, filed under the auto-
matic consent procedures of Rev. Proc.
2002-9, 2002-1 C.B. 327, that request
consent to change to either the simpli-
fied service cost method or the simplified
production method for self-constructed
assets under §§ 1.263A-1(h)(2)(1)(D)
and 1.263A-2(b)(2)(1)(D) of the Income
Tax Regulations. This notice informs
taxpayers that the Service and Treasury
Department have decided that a taxpayer
will be permitted, after May 8, 2003, to
timely file Forms 3115 to make these
changes under Rev. Proc. 2002-9 for
its most recent taxable year ending on
or before May 8, 2003. To qualify un-
der this notice, a taxpayer that wishes
to file a Form 3115 on or after August
13, 2003, must do so under Rev. Proc.
2002-9 requesting to make a change for
its most recent taxable year ending on or
before May 8, 2003, and in addition to
complying with the requirements of Rev.
Proc. 2002-9, must include the following
statement on top of the form: “Automatic
Change Filed Under Notice 2003-59.”

A taxpayer that has timely filed its orig-
inal federal income tax return after May 8,
2003, but on or before September 12, 2003,
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for a taxable year ending on or before May
8, 2003, also may request automatic con-
sent to make such a change by comply-
ing with Rev. Proc. 2002-9 and this no-
tice. However, such a taxpayer is not sub-
ject to the filing requirements in section
6.02(3)(a) of Rev. Proc. 2002-9, provided
that the taxpayer complies with the follow-
ing filing requirements. The taxpayer must
complete and file a Form 3115 in dupli-
cate. The original must be attached to the
taxpayer's amended federal income tax re-
turn for its most recent taxable year ending
on or before May 8, 2003. This amended
return must be filed no later than February
13, 2004. A copy of the Form 3115 must
be filed with the national office (see section
6.02(6)(a) of Rev. Proc. 2002-9 for the
address) no later than when the taxpayer's
amended return is filed.

For taxable years ending after May 8,
2003, Forms 3115 to make these changes
must be filed with the national office under
Rev. Proc. 97-27, 97-1 C.B. 680.

In the future, if the Service and Trea-
sury Department provide that the auto-
matic consent procedures no longer apply
for one or more methods of accounting
for which taxpayers had been permitted
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to use the automatic consent procedures,
such change may be effective for Forms
3115 filed after such change is announced.
In such case, a taxpayer that has not filed
a copy of Form 3115 with the national
office by the time the change is announced
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would not be permitted to use the auto-
matic consent procedures.

EFFECT ON OTHER DOCUMENTS

Notice 2003-36 is modified.
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DRAFTING INFORMATION

The principal author of this notice is
Scott H. Rabinowitz of the Office of As-
sociate Chief Counsel (Income Tax & Ac-
counting). For further information regard-
ing this notice, contact Mr. Rabinowitz at
(202) 622-4970 (not a toll-free call).
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Part IV. Iltems of General Interest

Notice of Proposed Rulemaking
and Notice of Public Hearing

Retirement Plans; Cash or
Deferred Arrangements Under
Section 401(k) and Matching
Contributions or Employee
Contributions Under Section
401(m) Regulations

REG-108639-99

AGENCY: Internal
(IRS), Treasury.

Revenue Service

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

SUMMARY: This document contains pro-
posed regulations that would provide guid-
ance for certain retirement plans contain-
ing cash or deferred arrangements under
section 401(k) and providing for match-
ing contributions or employee contribu-
tions under section 401(m). These regu-
lations affect sponsors of plans that con-
tain cash or deferred arrangements or pro-
vide for employee or matching contribu-
tions, and participants in these plans. This
document also contains a notice of public
hearing on these proposed regulations.

DATES: Written and electronic comments
and requests to speak (with outlines of oral
comments) at a public hearing scheduled
for November 12, 2003, must be received
by October 22, 2003.

ADDRESSES: Send submissions to:
CC:PA:RU (REG-108639-99), room
5226, Internal Revenue Service, POB
7604, Ben Franklin Station, Washington,
DC 20044. Submissions may be hand
delivered Monday through Friday be-
tween the hours of 8§ a.m. and 4 p.m. to:
CC:PA:RU (REG-108639-99), Courier's
Desk, Internal Revenue Service, 1111
Constitution Avenue, NW, Washington,
DC. Alternatively, taxpayers may submit
comments electronically via the Inter-
net directly to the IRS Internet site at:
www.irs.gov/regs. The public hearing will
be held in the IRS Auditorium (7th Floor),
Internal Revenue Building, 1111 Consti-
tution Avenue, NW, Washington, DC.
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FOR  FURTHER  INFORMATION
CONTACT: Concerning the regulations,
R. Lisa Mojiri-Azad or John T. Ricotta at
(202) 622-6060 (not a toll-free number);
concerning submissions and the hear-
ing, and/or to be placed on the building
access list to attend the hearing, LaNita
Van Dyke, (202) 622-7180 (not a toll-free
number).

SUPPLEMENTARY INFORMATION:
Paperwork Reduction Act

The collections of information con-
tained in this notice of proposed rulemak-
ing have been submitted to the Office of
Management and Budget for review in
accordance with the Paperwork Reduc-
tion Act of 1995 (44 U.S.C. 3507(d)).
Comments on the collections of infor-
mation should be sent to the Office of
Management and Budget, Attn: Desk Of-
ficer for the Department of the Treasury,
Office of Information and Regulatory
Affairs, Washington, DC 20503, with
copies to the Internal Revenue Service,
Attn: IRS Reports Clearance Officer,
W:CAR:MP:T:T:SP, Washington, DC
20224. Comments on the collections of
information should be received by Septem-
ber 15, 2003. Comments are specifically
requested concerning:

Whether the proposed collections of in-
formation are necessary for the proper per-
formance of the functions of the IRS, in-
cluding whether the information will have
practical utility;

The accuracy of the estimated burden
associated with the proposed collection of
information (see below);

How the quality, utility, and clarity of
the information to be collected may be en-
hanced;

How the burden of complying with the
proposed collection of information may be
minimized, including through the appli-
cation of automated collection techniques
or other forms of information technology;
and

Estimates of capital or start-up costs
and costs of operation, maintenance, and
purchase of services to provide informa-
tion.
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The collections of information in
these proposed regulations are con-
tained in  §§1.401(k)-1(d)(3)(iii)(C),
1.401(k)-2(b)(3), 1.401(k)-3(d), 1.401
(k)-3(f), 1.401(k)-3(g), 1.401(k)-4(d)(3),
1.401(m)-3(e), 1.401(m)-3(g) and 1.401
(m)-3(h). The information required
by §§1.401(k)-3(d), 1.401(k)-3(f), 1.401
(k)-3(g), 1.401(m)-3(e), 1.401(m)-3(g)
and 1.401(m)-3(h) is required by the IRS
to comply with the requirements of sec-
tions 401(k)(12)(D) and 401(m)(11)(A)(ii)
regarding notices that must be provided
to eligible participants to apprize them of
their rights and obligations under certain
plans. This information will be used by
participants to determine whether to par-
ticipate in the plan, and by the IRS to con-
firm that the plan complies with applicable
qualification requirements to avoid ad-
verse tax consequences. The information
required by §1.401(k)—4(d)(3) is required
by the IRS to comply with the require-
ments of section 401(k)(11)(B)(1ii)(II)
regarding notices that must be provided
to eligible participants to apprize them
of their rights and obligations under cer-
tain plans. This information will be used
by participants to determine whether to
participate in the plan, and by the IRS to
confirm that the plan complies with appli-
cable qualification requirements to avoid
adverse tax consequences. The informa-
tion required by §1.401(k)-2(b)(3) will
be used by employees to file their income
tax returns and by the IRS to assess the
correct amount of tax. The information
provided under §1.40(k)-1(d)(3)(iii)(C)
will be used by employers in determining
whether to make hardship distributions to
participants. The collections of informa-
tion are mandatory. The respondents are
businesses or other for-profit institutions,
and nonprofit institutions.

Estimated total annual reporting bur-
den: 26,500 hours.

The estimated annual burden per re-
spondent is 1 hour, 10 minutes.

Estimated number of respondents:
22,500.

The estimated annual frequency of re-
sponses: On occasion.

An agency may not conduct or sponsor,
and a person is not required to respond to, a
collection of information unless it displays
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a valid control number assigned by the Of-
fice of Management and Budget.

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

Background

This document contains proposed new
comprehensive regulations setting forth
the requirements (including the nondis-
crimination requirements) for cash or de-
ferred arrangements under section 401(k)
and for matching contributions and em-
ployee contributions under section 401(m)
of the Internal Revenue Code (Code).

Comprehensive final regulations un-
der sections 401(k) and 401(m) of the
Code were last published in the Federal
Register in T.D. 8357, 1991-2 C.B. 181,
(published August 9, 1991) and T.D. 8376,
1991-2 C.B. 245, (published December 2,
1991) and amended by T.D. 8581, 1995-1
C.B. 54, published on December 22, 1994.
Since 1994, many significant changes have
been made to sections 401(k) and 401(m)
by the Small Business Job Protection
Act of 1996, Public Law 104-188 (110
Stat. 1755) (SBJPA), the Taxpayer Relief
Act of 1997, Public Law 105-34 (111
Stat. 788) (TRA ’97), and the Economic
Growth and Tax Relief Reconciliation Act
of 2001, Public Law 107-16 (115 Stat.
38) (EGTRRA).

The most substantial changes to the sec-
tion 401(k) and section 401(m) provisions
were made to the methodology for test-
ing the amount of elective contributions,
matching contributions, and employee
contributions for nondiscrimination. Sec-
tion 401(a)(4) prohibits discrimination in
contribution or benefits in favor of highly
compensated employees (within the mean-
ing of section 414(q)) (HCEs). Section
401(k) provides a special nondiscrimina-
tion test for elective contributions under a
cash or deferred arrangement that is part
of a profit-sharing plan, stock bonus plan,
pre-ERISA money purchase plan, or rural
cooperative plan, called the actual deferral
percentage (ADP) test. Section 401(m)
provides a parallel test for matching con-
tributions and employee contributions
under a defined contribution plan, called
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the actual contribution percentage (ACP)
test.  These special nondiscrimination
standards are provided in recognition of
the fact that the amount of elective contri-
butions and employee contributions (and
corresponding matching contributions) is
determined by the employee's utilization
of the contribution opportunity offered
under the plan. This is in contrast to the
situation in other defined contribution
plans where the amount of contributions
is determined by the amount the employer
decides to contribute.

Sections 401(k) and 401(m) provide
alternative methods for satisfying the
applicable nondiscrimination rules: a
mathematical comparison and a number
of design-based methods. The inherent
variation in the amount of contributions
among employees noted above, and the
fact that the economic situation of HCEs
may make them more likely to make elec-
tive or employee contributions, means that
the usual nondiscrimination test under
section 401(a)(4) — under which for each
HCE with a contribution level there must
be a specified number of nonhighly com-
pensated employees (NHCEs) with equal
or greater contributions — is not appropri-
ate. Instead, average rates of contribution
are used in the ADP and ACP tests (with
a built-in differential permitted for HCEs)
and minimum standards for nonelective or
matching contributions are provided in the
design-based alternatives.

Prior to the enactment of SBJPA, sec-
tions 401(k) and 401(m) provided only for
mathematical comparison. Specifically,
the ADP and ACP tests compare the av-
erage of the rates of contributions of the
HCE:s to the average of the rates of contri-
butions of the NHCEs. For this purpose,
the rate of contributions for an employee
is the amount of contributions for an
employee divided by the employee’s com-
pensation for the plan year. These tests
are satisfied if the average rate of HCE
contributions does not exceed 1.25 times
the average rate of contributions of the
NHCEs. Alternatively, these tests are
satisfied if the average rate of HCE contri-
butions does not exceed the average rate of
contributions of the NHCEs by more than
2 percentage points and is no more than 2
times the average rate of contributions of
the NHCEs. To the extent that these tests
are not satisfied, the statute provides for
correction through distribution to HCEs
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(or forfeiture of nonvested matching con-
tributions) or, to the extent provided in
regulations, recharacterization of elective
contributions as after-tax contributions. In
addition, to the extent provided in regu-
lations, nonelective contributions can be
made to NHCEs and elective contributions
and certain matching contributions can be
moved between the ADP and ACP tests, in
order the reduce the discrepancy between
the average rates of contribution for the
HCEs and the NHCE: .

SBJPA added design-based alternative
methods of satisfying the ADP and ACP
tests. Under these methods, if a plan meets
certain contribution and notice require-
ments, the plan is deemed to satisfy the
nondiscrimination rules without regard
to actual utilization of the contribution
opportunity offered under the plan. These
regulations reflect this change and the
other changes that were made to sections
401(k) and 401(m) under SBJPA, TRA
97 and EGTRRA since the issuance of
final regulations under those sections.

SBJPA made the following significant
changes affecting section 401(k) and sec-
tion 401(m) plans:

® The ADP test and ACP test were
amended to allow the use of prior year
data for NHCE:s.

® The method of distributing to correct
failures of the ADP test or ACP test
was changed to require distribution to
the HCEs with the highest contribu-
tions.

® Tax-exempt organizations and Indian
tribal governments are permitted to
maintain section 401(k) plans.

® A safe harbor alternative to the ADP
test and ACP test was introduced in or-
der to provide a design-based method
to satisfy the nondiscrimination tests.

® The SIMPLE 401(k) plan (an alter-
native design-based method to satisfy
the nondiscrimination tests for small
employers that corresponds to the pro-
visions of section 408(p) for SIMPLE
IRA plans by providing for smaller
contributions) was added.

® A special testing option was provided
for plans that permit participation be-
fore employees meet the minimum age
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and service requirements, in order to

encourage employers to permit em-

ployees to start participating sooner.

TRA '97 made the following significant
changes affecting section 401(k) and sec-
tion 401(m) plans:

® State and local governmental plans are
treated as automatically satisfying the
ADP and ACP tests.

® Matching contributions for self-em-
ployed individuals are no longer
treated as elective contributions.
EGTRRA made the following signifi-
cant changes affecting section 401(k) and
section 401(m) plans:

® Catch-up contributions were added to
provide for additional elective contri-
butions for participants age 50 or older.

® The Secretary was directed to change
the section 401(k) regulations to
shorten the period of time that an
employee is stopped from making
elective contributions under the safe
harbor rules for hardship distributions.

® Beginning in 2006, section 401(k)
plans will be permitted to allow em-
ployees to designate their elective
contributions as “Roth contributions”
that will be subject to taxation under
the rules applicable to Roth IRAs un-
der section 408A.

® Section 401(k) plans using the design-
based safe harbor and providing no ad-
ditional contributions in a year are ex-
empted from the top-heavy rules of
section 416.

® Distributions from section 401(k)
plans are permitted upon “severance
from employment” rather than “sepa-
ration from service.”

® The multiple use test specified in sec-
tion 401(m)(9) is repealed.

® Faster vesting is required for matching
contributions

® Matching contributions are taken into
account in satisfying the top-heavy re-
quirements of section 416.
In addition, since publication of the fi-
nal regulations, a number of items of guid-
ance affecting section 401(k) and section
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401(m) plans addressing these statutory
changes and other items have been issued
by the IRS, including:

® Notice 97-2, 1997-1 C.B. 348, pro-
vided initial guidance on prior year
ADP and ACP testing and guidance on
correction of excess contributions and
excess aggregate contributions, includ-
ing distribution to the HCEs with the
highest contributions.

® Rev. Proc. 97-9, 1997-1 C.B. 624,
provided model amendments for SIM-
PLE 401(k) plans.

® Notice 98-1, 1998-1 C.B. 327, pro-
vided additional guidance on prior year
testing issues.

® Notice 98-52, 1998-2 C.B. 632, and
Notice 2000-3, 2000-1 C.B. 413, pro-
vided guidance on safe harbor section
401(k) plans.

® Rev. Rul. 2000-8, 2000-1 C.B. 617,
addressed the use of automatic enroll-
ment features in section 401(k) plans.

® Notice 2001-56, 2001-2 C.B. 277,
and Notice 20024, 2002-2 IL.R.B.
298, provided initial guidance related
to the changes made by EGTRRA.

These items of guidance are incorporated

into these proposed regulations with some

modifications and the proposed regula-
tions have been reorganized as indicated
in the tables of contents at proposed

§§1.401(k)-0 and 1.401(m)-0. Treasury

and the IRS believe that a single restate-

ment of the section 401(k) and section

401(m) rules serves the interests of plan

sponsors, third-party administrators, plan

participants, and plan beneficiaries.

The process of reviewing and integrat-
ing all existing administrative guidance
under sections 401(k) and 401(m) has led
Treasury and the IRS to reconsider certain
rules and to propose certain changes in
