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Changes in Accounting Periods

AGENCY: Internal Revenue Service (IRS),
Treasury.

ACTION: Final regulations and removal of
temporary Tegulations.

SUMMARY: This document contains final
regulations relating to certain adoptions,
changes, and relentions of annual
accounting periods. The final
regulations are necessary 1o update,
clarify, and reorganize the rules and
procedures for adopting, changing, and
Tetaining a laxpayer's annual accounting
period. The final regulations primarily
affect taxpayers that want 1o adopt an
annnal accounting period under section
441 or that must receive approval from
the Commissioner to adopt, changs, or
retain their annual accounting periods
under section 442.
DATES: Effective Date: These regulations
ate effective May 17, 2002.
Applicability Date: These regulations
arte applicahle for taxable years ending
on or after May 17, 2002,
FOR FURTHER INFORMATION CONTACT:
Michael Schmit or Roy Hirschhom at
{202) 622—-4960 (not a toll-free number).
SUPPLEMENTARY INFORMATION:

Paperwork Redection Act

The collections of information
contained in these final repulations have
heen reviewed and approved by the
Office of Management and Budget in
accordance with the Paperwork
Reduction Act of 1995 (44 U.5.C.
3507([d)] nnder control number 1545—
1748. Responses to these coliections of
information are required for certain
taxpayers to adopt, change, or retain an
annual ac.counting pariod.

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

The estimated annwoal hurden per
respondent varies from 20 minutes o
ene hour, depending on individnal
circumstances, with an estimated
average of 30 minutes.

Comments concerning the accuracy af
this burden estimate and suggestions for
reducing this birden shovld be sent to
the Internal Revenne Sarvice, Attn: [RS

Reports Clearance Officer,
W:CAR:MP:FP:S, Washington, DC
20224, and to the Office of Management
and Budget, Attn: Desk Officer for the
Department of the Treasury, Office of
Information and Regulatory Affairs.
Washington, DC 20503,

Books or records relating to this
eollection of information must be
retained as long as thair contents may
become material in the administration
of any internal revenue law. Generally,
tax returns and tax return informatian
are confidential, as requived by 26
U.5.C. 6103

Background

On June 12, 2001, the IRS and
Treasury Depactment published in the
Federal Register propesed amendments
to regulations under section 441 (period
for computing taxable income), and
sections 442, 706, 838, and 1378
{(regarding the requirement to obtain the
approval of the Commissioner to adopt,
change, or retain an annual accounting
period) (REG~106917-99 (66 FR
31850)]. Written and electronic
comments were salicited, and a public
hearing was scheduled for October 2,
2001. Several comments were received,
and are discussed below. Because no
requests to speak were teceived, the
public hearing was cancelled. After
consideration of all comments, the
proposed regulations under sections
441, 442, 706, and 1378 are adopted as
revised by this Treasury decision.

Summary of Comments and
Explanation of Revisions

1. Comments and Changes Relating to
§1.441 of the Proposed Hegulations

A. Definition of 52-53-Week Taxable
Year

The proposed regulaticns both define
the term taxable year consisting of 52~
53-weeks and provide an Example
illustrating a 52—53-week iaxable year
that ends on a particular day of the
waek that Jast occurs in a calendar
month gr that is pearest to the last day
of that calendar month. A commentator
observed that many taxpayers have
difficulty correctly applying the rules
for 52-53-week taxable vears, and
suggested that certain explanatory text
contained in the Example be moved to
the regulations text itself where it would
be more apparent and helpful. This
suggestion has been adopted in the final
regulations.

B. Changes to or From a 532-53-Week
Taxable Year

The praposed regulalions generally
provide that changes to or from a 52-53-
week taxable year arc treated as thanges

in annual aceounting periods that
require the approval of the
Cemmissioner, and describe same
specific instances in which such
approval may be obtained automatically
under administrative procedures to be
published by the Commissioner.
Consistent with the general framework
of the regulations, the descriptions of
these specific chapges have been
removed from the final regulations.
Taxpayers should see Rev. Proc. 2002-
37 and Rev. Proc. 2002--38, 2002-22
LR.B., for situations in which automatic
approval for changes to or from a 52-53-
week taxable year will be granted. The
final regulations clarify that a taxpayer
will not be granted automatic approval
for a change from one 52-53-week
taxable year to another 52-53-week
taxable year, even if both years reference
the same calendar month,

C. Short Pariods of 6 Days or Less

The proposed regulations provide
speeial rules for certain short periods
required to effect a change in annual
accounting period ie (or from) a 52-53-
week taxable vear. The proposed
regulations provide that if the short
period is 6 days or less, such short
period is nat a separate taxable year buw
is instead added to and deemed a part
of the foilowing taxable year.

One commentator suggested that
taxpayers be permitted the option of
adding such & shert period to either: (1}
the following taxable year (as the
proposed regulations would require); or
(2) the priar taxable year, whichever
convention is used by the laxpayer for
financial acconnting purposes.

The IRS and Treasury Department
believe that adopting the commentator's
suggestion in this case would present
certain administrative difficulties,
complicate tax administration, and
possibly encourage the use of hindsight
in tax reporting. After carafuol
consideration, the IRS and Treasury
have concluded that it is in the best
interests of sound 1ax administration to
have a uniform and certaia rmie
applicable in all such situations. Thus,
the final regulations do net adopt this
suggestion.

D. Application of Effective Date Rules to
52-53-Week-Taxahle Years

The proposed regulations provide a
general rule concerning the application
of certain effective dates as they apply
to taxpayers employing 52-53-week
taxable years. In response to comments,
the final regulations clarify that this rule
also applies to administrative guidance
published by the Commissioner.

A comment was received suggesting
thal additional Examples be provided
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illustrating how particular terms other
than these “expressed in terms of
taxable vears beginning, including, or
ending with reference to the firsi or lasi
day of a specified calendar manth,”
apply to 52-53-week fiscal-year
taxpayers, [a response (o this comment,
clarifviag language and an additional
Example have been provided in the
final regulations.

E. Definitions of "Pass-Through Entity"
and “Owner of a Pass-Through Entity”

The proposed regulations provide
rules for certain pass-through entities
and owners of pass-through entities
relating to the treatment of certain
taxable years ending with reference to
the same calendar month. These rules
are designed to prevent substantial
deferral and distortion of income
reporting.

The IRS and Treasury have become
aware of a potentially abusive situation
involving the deferral of income
reporting in the case of closely-held
Real Estate Investment Trusts (RE[Ts)
(within the meaning of section
£655(e){5)(B)} and certain owners of
interests in cipsely-held REITs {within
the meaning of section 6655(e}(5)(A)).

For estimated tax purposes, certain
owners of interests in closelv-held
REITs are required to recognize income
from the REIT in a manner similar to
partners in a partnership. Unlike a
partnership, however, REITs are not
required to use a taxable year that
conforms to the taxable year of their
owners but rather are required to use a
taxable year ending December 31
pursuant to section 859, Thus, the
potential for defesral of estimated taxes
exists with respect to certain owners of
interests in closely-held RE[Ts,
includiag owners with 52-53-week
taxable years that reference December
31, as well as fiscal-year owners.

In an attempl to reduce the potential
for deferral of estimated taxes in the
case of certain owners of interests in
closely-held REITs, the final regulations
have been modified to add: (1) a closely-
held REIT {(within the meaning of
section 6635(e}{5}(B)) to the definition
of a pass-throuph entity; and (2} an
owner of an interest {within the
meaning of section 8655(e)(5}{A)) in a
closely-held REIT to the definition of an
owner of ¢ pass-through entity. Thus,
these owners of interests in a closely-
held REIT wilh 52—-53-week taxable
years that reference December 31 will be
required under the final regulations to
recognize income from the closely-held
REIT as if their taxable year ends on
December 31.

F. Accrual of Foreign Taxes

The [RS recognizes that changes tc the
taxable year of a taxpayer may shift the
taxable year in which foreipn taxes are
treated as accruing for U.S. purposes.
The IRS also recognizes that similar
results may occur in the case of
taxpayers thal use a 52—33-week taxable
vear, which will not always intlude the
last day of the taxpayer's taxable year in
a foreipn jurisdiction. The [RS is
working on guidance thal it expects will
be issued this year to ensure that
changes in U.S. taxable vears, or the use
of a 52~53-week taxable year, do not
result in unintended and inappropriaie
consequences for foreign tax credit
purposes. Comments are requested on
the changes necessary and appropriate
ta address the accrual of foreign taxes in
these situations.

2. Comments and Changes Relating 1o
§1.442 of the Proposed Regulations

A, Time and Manner for Filing an
Application

The propased regulations provide
specific rules for the time and manner
of filing an application to adopt, change,
or retain an annual accounting peried.
Consistent with the general framework
of the regulations, the IRS and Treasury
have cancluded that it is more
appropriate to remove the specific time
and manner requitements for filing
applications for adoptions, changes, and
retentions in annual accounting period
from the final regulations, and provids
them instead in administrative
procedures published by the
Commissioner. See Rev. Proc. 2002-17,
Rev. Proc. 2002-38, and Rev. Prac.
2002-39. The IRS and Treasury believe
that providing these rules in
administrative guidance, rather than in
regulations, allows the IRS more
flexibility to respond in the future to the
changing needs of taxpayers and the
IRS.

The propesed regulations provide that
an applicaticn for non-automatic
approval of an annual accounting period
change may be filed no earlier than the
day following the close of the first
effective vear and no later than the 15th
day of the third calendar month
following the close of the first effective
year. One cominentator suggested that
such applications be permitted to be
filed no earlier than the later of: (1) The
first day of the short period resulling
from the proposed tax year change: or
{2) 60 days priorio the end of the short
period.

The IRS currently allows taxpayers to
file applications with Lhe national office
within the referenced 60-day period and
believes thal many taxpayers take

advantage of early filing, even knowing
that their applications lack adequate
information, in an effort to obtain
priority over other applicatians
processed by the national office.
However, the lack of adequate financial
and other required information commen
to such early applications requires liat
the IRS devote additional resources to
properly develop and process the
applications. Ultimately, this causes a
delay in processing both the early
applications. and other applications as
well. For this reason, the administretive
guidance issued concurrently with these
final regulations do not adopt this
suggestion. However, the [RS and
Treasury Department inlend to study
filing patterns under the new tules, and
will consider expanding or modifying
the time frame for filing applications
with the national office if circomstances
warrant.

One commentator recommended that
instead of requiring all taxpayers to file
the application by the 15th day of the
third calendar month following the
close of the first taxable year in which
the taxpayer wants the adoption,
change, or retention to be effective [the
first effective year}, as the proposed
regulations provide, the due date for the
application should be the due date of
the taxpayer's return for the short
peried, without extensions. The [RS and
Treasury belisve that such a rule will be
simpler for taxpayers [such as
individuals and partnerships) and the
iRS. Accordingly, this chanpe is adapted
in the administrative guidance issued
concurrently with these final
regulations.

B. Changes 1o Required Taxable Years
by Pass-Through Entities

One commentator sugpested that the
proposed regulations be modified to
waive the Form 1128, "Application ta
Adapt, Change, or Retzin a Tax Year,”
filing requirement in the case of
partnerships, S corporations, and
personal service corporations (PSCs)
changing ta a “required taxable year”
for the first taxable year for which such
change is required. Alternatively, the
commentator recommended use of an
“automatic consent” procedure similar
1o the procedure oullinad in Lhe
preposed regulations for subsidiaries
changing tax years to conform to the
periods of their affiliated groups. The
commentator reasoned that changes to
statutorily required taxable years should
not require the Commissioner’s prior
approval through any kling or
application process.

Except in very limited citcumstances
[ 2.g., adoptions of required years,
certain saction 444 terminations, and
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certain section 859 changes)
applications historically have been
required for changes to a required
taxable year by a pass-through entity.
The [RS and Treasury Depariment
believe that the statutes that require
sueh entities to use or change to a
particular taxable year must be read in
conjunction with the general
requirement under section 442 to obtain
the prior approval of the Commissioner
to change an existing taxable year.
Moraaver, the applications serve to
provide the IRS with necessary
information about the entity’s annual
accounting period. Accordingly, this
comment was not adopted in the final
regulations or the administrative
guidance issned concurrently with these
regulations.

C. Book Canfarmity Requirements

The propased regulations conform the
record keeping requirernent for
taxpayers using a fiscal year 1o that of
§1.446—1(a){4), which allows fora
reconciliation between the taxpayer's
books and return. However, the
preamble to the proposed regulations
noted that, as a termm and condition of
obtaining approval to adopt, change to,
of retain an annual accounting period
under section 442, certain taxpayers
nevertheless may be required, under
administrative procedures published by
the Commissioner, to compute income
and keep their books (including
financial statements and reports to
creditors) on the basis of the requested
annual accounting petiod. In fact, strict
book conformity is a general
requirement in the administrative
procedures for approval to make many
changes. See, e.g., Rev. Proc. 2002-37.

One commentator objected to the
proposed elimination of procedures
contained in the existing regnlations
under section 442 under which certain
carporations are granted automatic
approval to change their taxable year
without a strict book conformity
requirement (f.e., by satisfying the
peneral book conformity rules of section
448). The commentator recommendead
that either the final regulations retain
these antomatic consent rules ar,
alternatively, that the administrative
procedures liminate the strict beok
conformity requirement.

The [RS and Treasury Department
believe it is appropriate to apply the
more lenient book conformity rule of
section 446 in the case of a taxpaver
adopting, changing to, or retaining a
required or ownership taxable year and
in the case of a foreign corporation that
is required by foreign law to use a
particular vear for financial accounting
purposes. See, e.g., Rev. Proc. 2002-39.

However, for all other changes under
the administrative procedures, the [RS
and Treasury Department continue to
believe that strict book conformity is an
appropriate term and condition nfa
voluntary change in annual accounting
period, as it provides assurance that the
change is motivated by business, as
opposed to tax, considerations. In
addition, the IRS and Treasury believe,
for reasons stated in the preamble to the
proposed regulations, that tax
administration and taxpayers are better
served by providing the speeific rules
for adoptions, chanpes, and retentions of
annual accounting periods in
administrative pronouncements, rather
than regulations. Accordingiy, the
comment has not been adopted.

3. Comments and Changes Relating to
Partnerships, S Carporations, and
Personal Service Corporations (PSCs}

A comment was received
recommending that the limitation an
additional required taxable year changes
in the proposed regulations for
partnerships using a majority-interast
taxable years, be extended to
partnerships using other required
taxable years (e.g., to principal partners'
taxable years and to least-aggregate-
deferral laxable years). The limitation
for changes to a majority interest taxahle
year is specifically provided in section
706(b)(2)[(B). No such statutary authority
exists for providing similar limitations
in the case of other required taxable year
changes by partnerships. Accordingly,
this comment was not adepted in the
finel regulations. However, the Treasury
Department is considering this comment
in connection with a legislalive
simplificatinn study.

The proposed regulations {consistent
with the existing tem porary regulations)
generally provide for a 1-year testing
period for delermining whether a
taxpayer is a PSC. [n the preamble to the
proposed regulations, the IRS and
Treasury Department responded to a
comment Teceived in connection with
the original notice of proposed
rulemaking cross-referenced by the
temporary reguelations. The original
commentator suggested that the testing
period be expanded to the three
preceding taxable years in order to
minimize instances in which taxpayers
become PSCs due to temporary or
aberrational conditions. In response, the
[RS and Treasury Department indicated
that they would consider alternatives to
the current 1-year period if similar
requests were received in comments to
the proposed regulations now that
taxpayvers have significantly more
experience with the 1-year rule.

Although some comments were
received recommending a general 3-year
testing peried for both PSCs and §
corporations, the suggestions were not
directed to particular taxpayer burdens
stemming from Lhe 1-year testing period
for a PSC or the original concern about
taxpavers becoming a PSC because of
lemporary or aberrational conditions.
Rather. commentators supgested that a
general 3-vear testing period rule wonld
reduce repetitive “reguired tax year"
changes, and Ifmmote lax-year certainty.

The IRS and Treasury Department
believe that these reasons do not
warrant extending the 1-year testing
period for PSCs and S corporations
because the current required taxable
vear framework fer PSCs and 8
corporations should not result in
repetitive required taxable year changes.
Once a PSC or § corporation has
changed to its required taxable year (i.2.,
a calendar year], any further changes
would be voluntary rather than
required. Accordingly, this suggestion
has not been adopted in the final
regulations.

Effect on Other Documents

Rev. Rul. 57-585 is obsolete.

Rev. Rul. 65-316 (1965-2 C.B. 149) is
absolete.

Rev. Rul. 68--125 {1968-1 C.B. 189) is
obsalete.

Rev. Rul. 69-563 is obsolete.

Rev. Rul. 74-326 (1974-2 C.B. 142} is
ohsalete.

Rev. Rul. 78—179 [1978-1 C.B. 132) is
ohsolete.

Special Analyses

It has been determined that this
Treasury decision is not a significant
regulatory action as defined in
Exerutive Order 12866. Therefore, a
regulatory assessment is not required. It
also has been determined 1hat section
553(b} of the Administrative Procedure
Act (5 U.S.C. chapter 5) does not apply
to these regulations. It is hereby
certified that the collections of
information in these regulations will not
have a significant economic impact on
a substantial number of smal} entities.
This certification is based upon the fact
that few small entities are expected Lo
adopt a 52-53-week taxable year,
triggaring the collection of information.,
and that for those who do, the burden
imposed under § 1.441—2(b)(1)(ii) will
be minimal. Therefore, a Regulatory
Flexibility Analysis under the
Repulatory Flexibility Act {5 U.5.C.
chapter 6) is net required. Pursuant to
section 7805(f) of the Internal Revenue
Code, the notice of proposed rulemaking
precading these repulations was
submitted to the Chief Counsel for
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Advocacy of the Small Business
Administration for comment on its
impact on small business.

Drafting Information

The principal authors of these
regulations are Roy A. Hirschhorn and
Michael F. Schmit of the Office of
Associate Chief Counsel {Income Tax
and Accounting). However, other
personnel from the IRS and Treasuxy
Department participated in their
development.

List of Subjects
26 CFR Parts 1, 5f, and 18

Income taxes, Reporting and
recordkeeping requirements.

26 CFR Part 5¢

Accounting, Income taxes, Reporting
and recordkeeping requirements.

26 CFR Part 602

Reporting and recordkeeping
requirements.

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR parts 1, 53¢, 5f,
18, and 602 are amended as follows:

PART 1--INCOME TAXES

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

Authority: 26 U.5.C. 7805 * * *

Par. 2. In the list below, for each
section indicated in the left column,
remove the old language in the middle
column and add the new langeage in
the right column.

Affectad section

Remove

Add

1 48-1{p}(2}iv} ..
1.48-3(d)(1)(iiiy ...
1.280H-1T{a}, last sentenoe .
1. 443-1(b)(13(0i) ..

1 444-1T(a)(1}, first sentence ... ...,
1.444-2T(a), 1ast SBNteNCE ... e e e a e
1.A448—1(R2)BITT oo e e

1.469—1(h)(4}(ii)(D}
1.46917(g)(2){D ..
1.1561-1{cH2) ..........
1.6654—2(a), CDP‘IClUdIng text ....
1.6655-2{a){4), first sentence

301 7701{b)-6(a}, third sentence ......................

paragraph (b){1) of §1.441-2 .
§1.441-4T(d) ..

§1.441-4T{d)

§1.441-4T1H) ..
§1.441-4T(d) ..

paragraph (b) of §1.441-2 .
paragraph (b) of §1.441-2 |

paragraph (b}1) of §1.441—2

and paragraph (c)(ﬁ) of§1441 2
S1441-2100)1) ..,ZIIL'II,.'IZ.’fifﬁﬁI,f.fﬁ.f,fZf.'ﬁ.f.fff.f.fZ::Zliﬁﬁﬁﬁﬁ:::liffﬁf::.

See paragraph (b)(1) uf § 1 441 2

§1BA1—1{8) wovooooeeoseresoemeoo oo o e

§1.441-2
§1.441-2
§1.441-3(c)
and §1.441-
2()(2)(n

§1.441-3(c)
§1.441-3(c)
§1.441-2(c}
§1.441-3(e)
§1.441-3(c}
See §1.441-2
§1.441-2(c)
§1.441-2(c)
§1.441-1(b}

Par. 3. Sections 1.441-0, 1.441-1,
1.441-2, 1.441-3, and 1.441—4 are
added to read as follows:

§1.441-0 Table of contents.

This section lists the captions
contained in §§ 1.441-1 through 1.441-
4 as foilows:

§1.441-1 Period for computation of
taxable income.

(a} Computation of taxable income.
{1) In general.

(2) Length of taxable year.

{b) General rules and defnitions.
{1) Taxable year.

{1) Required taxable year.

(i} In general.

(if) Exceptions.

{A) 52-53-week taxable years.

(B) Partnerships, S corporations, and PSCs.
(C) Specified foreign corporations.
(3) Annwai accounting period.

{4) Calendar year.

{5} Fiscal year.

1) Defipition.

[ii) Recognition.

{6} Grandfathered fiscal year.

{7] Books.

(8] Taxpayer.

{c} Adoption of taxable vear.

{1) In general.

{2) Approval required.

{i) Taxpayers with required taxahle years.
{if) Taxpayers without books.

{d} Retention of taxable vear.

{e) Change of taxabla year.

{f} Oblaining approval of the Cormmissioner
or making a section 444 election.

§1.491-2 Election of taxable year consisting

of 52-53 weeks

{a] In general.

(1) Election.

(2} Effect.

{3) Eligible taxpayer.

{4) Example.

{b) Procedures to elect a 52-53-week taxable
year.

{1) Adoption of a 52-53-waek taxable year.

{i) In genoral.

{ii) Filing requirement.

{2) Change to {or from) a 52-53-week taxable
year.

{i} In general

{if) Special rules for shart period required to
effect the change.

(3) Examples.

(e] Application of eflective dates.

{1) In general.

(2} Examples.

(3] Changes in tax rates.

(4) Examples.

{d) Computation of taxable income.

(e} Treatrment of taxable years ending with
reference to the same calendar month.

(1) Pass-threugh entities.

(2] Personal service corporations and
employas-owners.

{3} Definitions.

(i) Pass-through entity.

(ii} Owner of a pass through entity.

{4) Examples.

(5} Transition rule.

§1.441-3 Toxable year of a personal service
corporotion

{a) Taxable year.

(1) Required taxable year.

(2) Exceptions.

{b} Adoption, change, or retention of taxable
year.

(1) Adoption of taxable year.

(2) Change in taxable year.

(3) Retention of taxable year.

{4} Procednres for obtaining approval or
making a section 444 election.

(5) Examples.

{c) Personal service corporation defined.

(1) In general.

{(2) Testing period.

(i) In general.

(i1} New corporations.

{3) Examples.

{d} Performance of personal services.

{1] Activities described in section
44 8(d)(2)A).

{2] Activities not describad in section
448{d)(2)[A}.

{e] Principal activity.

{1) General rule.

{2) Compensation cost.

(i) Amounts included.

(ii) Amounts excluded.

{3) Attribution of compensation cost to
personal service activity.

(i) Employees involved only in the
performance of persanal services.

(iiy Employees involved only in activities that
are not treated as the performance of
personal services.

{i1i} Other employees.
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{A} Compsnsalion cost atiributable to
personal service activity.

{B) Compensation cost not attributable to
personal service activity.

() Services substantially performed by
employee-owners.

(1) General rule.

{2) Compensation cost atiributable to
personal services.

{3) Examples.

{g) Employee-owner defined.

{1] General rule.

{2) Special rule for independeat contractors
who are owners.

{h) Special rules for affiliated groups filing
consolidated returns.

(1) Io general.

{2) Examples.

§1.441-4 Effective date

§1.441-1 Period for computation of
taxable income.

la) Compuiation of taxable income—
(1) In general Taxable income must be
computed and a return must be made
for a pericd known as the taxable year.
For rules relating to methods of
accounting, the taxable vear for which
items of gross income are included and
deductions are taken, invenlories, and
adjustments, see parts II and Il |section
446 and following), subchapter E,
chapter 1 of the Internal Revenue Code.
and the regulations thereunder.

(2) Length of toxable year. Excepl as
otherwise provided in the Internal
Revenue Code and 1he regulations
thereunder (e.g., §1.441-2 regarding 52—
53-week taxable years), 2 taxable year
may not cover a period of more than 12
calendar months.

{b) General rules and definitions. The
general rules and definitions in this
parapraph [b) apply for purposes of
sections 447 and 442 and the
regulations therennder,

(1} Taxahle year. Taxable year
means—

(i} The period for which a return is
made, if a return is made for a period
of less than 12 months (shart period).
See section 443 and the regulations
thereunder;

(ii) Except as provided in paragraph
(b){1)(i) af this section, the taxpayer's
required taxable year (as defined in
paragraph (b)(2) of this section], if
applicable;

(iii) Except as provided in paragraphs
{b}{1){i} and (i) of this section, the
taxpayer’s annual accounting period (as
defined in paragraph (b)(3) of this
section}, if it is a calendar year ora
fiscal vear; or

{(iv] Except as provided in paragraphs
(b)(1){i) and (ii} of this section, the
calendar year, if the taxpayer keeps no
books, does not have an annual
accounting period, or has an annual
accounting pericd that does not qualify
as a fiscal year.

(2) Required taxable year—I(i) In
general. Certain taxpayers must use the
particular taxable year that is required
under the [nternal Revenue Code and
the regulations thereunder (the required
taxable year}. For example, the required
taxable year is—

(A) In the case of a foreign sales
carporation or domestic international
sales carporation, the taxable year
determined under section 441 (h) and
§1.921-1T(a)(11), (bH4), and (b}i6);

{B] In the case of a personal service
corporation {PSC), the taxable vear
determined under section 441(i) and
§1.441-3;

(C) In the case of a nuclear
decommissioning fund, the taxable year
determinad under § 1.468A—4(c)(1);

(D] In the case of a designated
settlement fund or a qualified settlement
fund, the taxable year determined under
§1.468B-2{j);

(E] In the case of a commoan trust
fund, the taxable year determined under
section 584(i);

{F) In the case of certain trusts, the
taxable year determined under section
64d;

[G) In the case of a partnership, the
laxable yvear determined under section
706 and §1.706—1;

(H) In the case of an insurance
company, the taxable year determined
under section B43 and §1.1502-76(al(2);

{D In the case of a real estate
investment trust, the taxable year
determined under section 859;

(1) In the case of a real estale mortgage
mmvestment conduit, the taxable year
determined under section 8600Ha)(5)
and § t 860D-1(hI(86);

(K] In the case of a specified foreign
carporation, the taxable ysar determined
under section 898(cl(1}(A);

{L) (n the case of an S corporation, the
taxable year determined under section
1478 and §1.1378—1; or

(M) [n the case of a member of an
affiliated group that makes a
consolidated return, the taxable year
determined ander § 1.1502-76.

(ii) Exceptions. Notwithstanding
paragraph (bi(2][i) of this section, the
following taxpavers may have a taxable
vear other than their required taxabls
year:

{A} 52-53-week taxable years. Cerlain
taxpayers may elect to use a 52-53-week
taxahle year that ends with reference to
their required taxable year. See, for
example, §§1.441-3 (P5Cs), 1.706-1
(partnerships), 1.1378-1 (8
corporations), and 1.1502-76{a){1)
(members of a consolidated proup).

{B) Partnerships, S corporations, and
P5Cs. A partnership, S corporation, or
PSC may use a taxable year other than
its required taxable year if the taxpayer

elects to use a taxable year other than
its required taxable year under section
444, elects a 52-53-week faxable year
that ends with reference Lo ils required
taxable year as provided in paragraph
(bH2){ii}{A) of this section or to a taxable
year elected under section 444, or
establishes a business purpose 1o the
satisfaction of the Commissioner under
section 442 [such as a grandfathered
fiscal year).

(C) Specified foreign corporations. A
specified foreign corporalion (as defined
in section 898(b)) may vse a taxable year
other than its required taxable vear if it
elects a 32-53-week taxable year that
ends wilh reference Lo its required
taxable year as provided (n paragraph
{b)(2)5i)1 A} of this section or makes a
one-month deferral election under
section BH8(c)1)(B).

(3) Annval accounting periad. Annua!
accounting period means the annual
period {calendar vear or fiscal year) on
the basis af which the taxpayer regularty
computes its income in keeping its
books.

(4) Calendar year. Calendar year
means a period of 12 consecutive
months ending on December 31, A
taxpayer who has not established a
fiscal year must make its return on the
hasis of a calendar year.

{5) Fiscal year—I(i) Definition. Fiscal
year means-—

(A} A period of 12 conserutive
months ending on the last day of any
month other than December; or

(B] A 52—53-week taxable year, if such
pericd has been elected by the taxpayer.
See §1.441-2.

(ii} Recognition. A fiscal year will be
recognized only if the books of the
taxpayer are kept in accordance with
such fiscal year.

(6) Grandfathered fiscal year.
Grandfathered fiscal year means a fiseal
year (other than a year that resulted in
a three month or less deferral of income)
that a partnership or an 5 corporation
received permission to use on or after
July 1, 1974, by a leller ruling (i.e., not
by automatic approval).

(7] Books. Books include the
taxpayer's regular books of account and
such other records and data as may be
necessary to support the entries on the
taxpayer's bocks and on the taxpayer's
return, as for example, a reconciliation
of any difference between such books
and the taxpayer's return. Records that
are sufficient to reflect income
ardequately and clearly on the basis of an
annual accounling period wili be
regarded as the keeping of books. See
seclion 6001 and the regulations
thereunder for rules relaling to the
keeping of books and records.
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(8) Taxpayer. Taxpayer has the same
meaning as the term person as defined
in section 7701(a)(1) (e.g., an individual,
trust, estate, parinership, assoiation, or
corporation) rather than the meaning of
the term taxpayer as defined in section
7701{a}(14} (any person subject to tax).

(c) Adoption of taxabie year—{1) In
general. Except as provided in
paragraph (c)[2] of this section, a new
taxpayer may adopt any taxable year
that satisfies the requirements of section
441 and the regulations thereunder
wilhoul! the appreval of the
Commissioner. A taxable year of a new
taxpayer is adopted by filing its first
Faderal income tax return using that
taxable vear. The filing of an application
for automaiic extension of time to file a
Federal income tax return [e.g., Form
7004, "“Application for Autematic
Extension of Time to File Corporation
Income Tax Return'), the filing of an
application for an employer
identification number (1.¢., Form 55-4,
*“Application for Employer
Identification Number'}, or the payment
of estimated taxes, for a particular
taxable year do not constitute an
adoption of that taxable year.

{2) Approval required—{i) Taxpayers
with required taxable years. A newly-
formed partnership, S corporation, or
PSC that wants to adopt a taxable year
other than itsrequired taxable year, a
taxahle year elected under section 424,
or a 52-53-week taxable year that ends
with reference to its required taxable
year or & taxable year elected under
section 444 must establish a business
purpose and obtain the approval of the
Commissioner under section 442,

{ii) Taxpayers without books. A
taxpayer that must use a calendar year
under section 441(g) and paragraph (f}
of this section may not adopt a fiscal
year without obtaining the approval of

the Commissioner.
(d) Retention of taxable year. In

certain cases, a partnership, 3
corporation, electing S corporation, or
PSC will be required te change its
taxable year unless it obtains the
approval of the Commissioner under
section 442, or makes an election under
section 444, o retain its current taxable
year. For example, a corporation using
a June 30 fiscal year that either becomes
a PSC or elects to be an S corporation
and, as a result, Is required to use the
calendar year under section 441(i} or
1378, respectively, must obfain the
approval of the Commissioner to retain
its current fiscal year. Similarly, a
partnership using a taxable year that
corresponds to its required taxable vear
must shtain the approval of the
Commissioner to retain such taxable
vear if its required laxable year changes

as a result of a change in ownership.
However, a partnership that previously
established a business purpose to the
satisfaction of the Commissioner to use
a taxable year is not reqnired to cblain
the approval of the Commissioner if its
required taxable year changes as a result
of a change in ownership.

{e) Change of texahle year. Once a
taxpayer has adopted a taxable year,
such taxable year must be used in
computing taxable income and making
returns for all subsequent years unless
the taxpayer obtains approval from the
Commissioner to make a change or the
taxpayer is otherwise authorized to
change without the approval of the
Commissioner under the Internal
Revenue Code [e.g., section 444 or §59)
or the regulations thereunder.

{f) Obtaining approvai of the
Commissioner or making a section 444
election. See §1.442-1(b) for procedures
for obtaining approval of the
Commissioner {automatically or
otherwise)} to adopt, change, or retain an
annual accounting period. See §§1.444—
1T and 1.444—2T for qualifications, and
1.444~3T for procedures, for making an
election undex section 444.

§1.441-2 Election of taxable year
consisting of 52-53 weeks.

(al In general—{1] Election. An
eligible taxpayer may slect to compute
its taxable income on the basis of 2
fiscal year that—

{i) Varies from 52 to 53 weeks;

{ii} Ends elways on the same day of
the week; and

(iii) Ends always on—

{A) Whatever date this same day of
the week last occurs in a calendar
month; or

(B} Whatever date this same day of the
week falls that is the nearest to the last
day of the calendar month.

{2) Effect. in the case of a taxable year
described in paragraph {a)(1){iii)(A) of
this section, the year will always end
within the month and may end on the
last day of the'month, or as many as six
days before the end of the month. In the
case of a taxable year described in
paragraph (a)(1)(iii){B} of this section,
the year may end on the last day of the
month, or as many as three days before
or three days after the last day of the
month.

(3) Eligible taxpayer. A taxpayer is
aligible to elect a 52-533-week taxable
year if such fiscal vear would otherwise
satisfy the requirements of section 441
and the regulations thereunder. For
example, a taxpayer that is required to
use a calendar year under § 1.441-
1(b}{2)(i{D) is not an eligible taxpayer.

(4) Examnple. The provisions of this
paragraph {a) are illustrated by the
following example:

Example. If the taxpayer elects a taxable
year ending always on the last Saturday in
November, then for the vear 2001, the taxable
year would end oo November 24, 2001. On
the other hand, if the taxpayer had elected a
taxable year ending always on the Saturday
nearest to the end of November. then for the
year 2001, the taxable year would end on
Decemmber 1, 2001.

(b) Procedures to elect a 52—-53-week
tavable year—{1} Adoption of a 52-53-
week taxable year—Ii) In general. A new
eligible taxpayer elects a 52-53-week
taxable vear by adopting such year in
accordance with §1.441-1{c]. A newly-
formed partnership, S corporation or
personal service corporation {PSC) may
adopt a 52-53-week taxable year
without the approval of the
Commissioner if such year ends with
reference to either the taxpayer's
required taxable year (as defined in
§1.441-1(b)(2}) or the taxable year
elected under section 444. See §§1.441—
3, 1.706-1, and 1.1378-1. Similarly, a
newly-formed specified foreign
corporation (as defined in section
898(b}} may adopt a 52-53-week taxable
year if such year ends with reference to
the taxpayer's required taxable year, or,
if the one-month deferral election under
section 898(c)(1){B) is made, with
reference to the month immediately
preceding the required taxable year. See
§1.1502-78(a)(1) for special rules
regarding subsidiaries adopling 52-53-
week taxable years.

(ii) Filing requirement. A taxpayer
adopting a 52-53-week taxable year
must file with its Federal income tax
return for its first taxable year a
statement containing the following
information—

{A) The calendar month with
reference to which the 52-53-week
taxahle year ends;

{B} The day of the week on which the
52-53-week taxable year always will
end; and

(C) Whether the 32-53-week taxable
year will always end on the date on
which that day of the week last ocenrs
in the calendar month, or on the date on
which that day of the week falls that is
nearest to the last day of that calendar
month.

(2} Change to {or from} @ 52-53-week
taxable year—(i) Int general. An election
of a 52-53-week taxable year by an
existing eligible taxpayer with an
established taxable year is treated as a
change in annual accounting period that
requires the approval of the
Commissicner in accordance with
§1.442-1. Thus, a taxpayer must obtain
approval to change from its current
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taxable year tp a 52-53-week taxable
year. even if such 52-53-week taxable
year ends with reference to the same
calendar month. Similarly, a taxpayer
must obtain approval to change from a
52-53-week taxable year, or to change
from one 52-53-week taxable year to
another 52-53-week taxable year.
However, a taxpayer may obtain
approval for 52—53-week taxable year
changes automatically to the extent
provided in administrative procedures
published by the Commissioner. See

§ 1.442-1{b) for procedures for obtaining
such approval.

(i1) Special rules for the short period
required to effect the change. If a chanpe
ta or from a 52-53-week taxable year
results in a short period (within the
meaning of § 1.443-1(a)) of 359 days or
mare, or six days or less, the tax
computation under §1.443~1(b) does
nat apply. If the short peried is 359 days
ar more, it is treated as a full taxable
year. [f the short period is six days or
less, such short period is not a separate
taxable year hut instead is added to and
deemed a pant of the following taxable
vear. {In the case of a change to or from
a 52-53-waek taxable year not involving
a change of the month with reference to
which the taxable year ends, the tax
compulation under §1.443—1(b) does
not apply becanse the short period will
always be 359 days or more, or six days
or less.) In the case of a short period
which is more than six days and less
than 359 days, taxable income for the
short period is placed oo an annual
hasis for purposes of §1.443-1[b) by
multiplying such income by 365 and
dividing the result by the number of
days in the short period. In such case.
the tax for lhe short period is the same
part of the tax computed on such
income placed on an annual basis as the
number of days in the short period is of
365 days (unless § 1.443-1(b)(2},
relating to the alternative tax
computation, applies). For an
adjustment in deduction for personal
exemption, see § 1.443-1(b)(1)(v).

(3) Examples. The following examples
illustrate paragraph (b)(2}(ii) of this
section:

Example 1. A taxpayer baving a fiscal year
ending April 30, obtains approval to changs
to a 52-53-week taxable year ending the last
Saturday in April for taxable years beginning
after April 30, 2001, This change involves a
shorl penod of 362 days, from May 1, 2001,
to April 27, 2002, inclusive. Because {he
change results in a short period of 359 days
or more, it is not placed oo an annual basis
and is treated as a full taxable year.

Exampie 2. Assumne the same conditions as
Exomple 1, except that the taxpayer changes
for taxable years boginning after April 36,
2002. ta a taxable year ending no the
Thursday nearest to April 30. This change

results in a short pericd of two days. May 1
to May 2, 2002. Because the shorl period is
less than seven days. tax is not separately
computed. This short period is added to and
deemed part of the following 52-53-week
taxable year, which would otherwise begin
on May 3, 2002, and end on May 1, 2003.

(¢) Application of effective dates—(1)
In general. Except as provided in
paragraph (c)(3] of this section, for
purposes of determining the effective
date [e.g., of legislative, regulatory, or
administrative changes) ar the
applicability of any provision of the
internal revenue laws that is expressed
in terms of taxable years beginning,
including, or ending with reference ta
the first or last day of a specified
calendar month, a 52—-53-week taxable
year is deemed to begin on the fitst day
of the calendar month nearest to the first
day of the 52~53-week taxable year, and
is deemed to end or close on the last day
of the calendar menth nearest to the last
day of the 52—533-week taxable year, as
the case may he. Examples of provisions
of this title, the applicability of which
is expressed in terms referred to in the
preceding sentence, include the
provisions relating 1o the lime for filing
returns and other documents, paying
tax, or performing other acts, and the
provisicns of part I, subchapter B,
chapter & [section 1561 and following)
relating to surtax exemptions of certain
controlled corporations.

(2] Exampf{es. The provisions of
paragraph (c}(1) of this section may be
illustrated by the following examples:

Example 1. Assurie thal an incomoe tax
provision is applicable to taxabie years
beginniog oa or after fanuary . 2041. For
\bat purpose, a 52-53-week taxable year
beginning oo any day within the porind
Decermber 26, 2000, to faouary 4, 2001,
inclusive. is trealed as beginning oo January
1. 2001,

Exaomple 2. Assume that an income tax
provision requirss that a return must be filed
on or before the 35th day of the third manth
follnwing the cloee of 1he taxabie yoar. For
thatl purpose, a 52-53-week taxable year
ending on any day during the pericd May 25
1o hine 3, inclusive, is trealed as snding on
May 31, Lhe Jast day of the month ending
peares! 1o the last day of the 1axahie year and
the retwrn, therefore, st be made on or
before August 15.

Exomple 3. Assume lhal a revenue
procedurs requires the performance of an act
by the laxpayer within “‘the first 40 days of
the taxable year,” by “tha 75th day of the
taxable year,” or, alternately, by “the last day
of the taxable year’ The taxpayer employs a
52-53-week taxable year that ends always on
the Saturday closes! lo the last day of
December. These requirements are not
expressed in terms of taxable years
beginning, including. or ending with
reference to the first or last day of a specified
calendar month, and are accordingly outside
the scope of the rule stated in § 1.441-2{c])(1).

Accordingly, the taxpayer ruust perform the
required act by the 90th, 7Sth. or last day,
respectively. of (ts taxable year.

Exemple 4. X, a corpuration created on
Jaouary 1, 2001, elects 2 52-53-week taxable
vear ending on \he Friday nearest the end of
December. Thus. X's first taxable vear begins
on Monday. Jaouary 1. 2001, and #ods on
Friday. Deceraber 26, 2001; its next taxable
year begins on Salurday, December 24, 2001.
and ends on Friday. January 3. 2003; and its
pext taxable year begins oo Saturday, fanuary
4, 2003, and ends oo Friday, January 2, 2004.
For purposes of applying the provisions of
Part Il subchapler B, chapler 6 of the Internal
Revenue Code. X's firsi laxable year is
deemed to end oo December 31, 20071, its
next laxable vear is deemed In begin on
January 1. 2002, and end oo December 31,
2002, and 15 next 1axable year is deermed 1o
begin oo January 1, 2003, and end on
December 31, 20D3. Accordingly, sach ench
taxable year is reated as including ene and
vnly pme December 315l

|3} Changes in tox rates. If a chanpe
in the rate of lax is effective during a
52-53-week taxable year (other than on
the first day of such year as determined
under paragraph {cj{1) of this section},
the tax for the 52—-53-week taxable year
must be computed in accordance with
section 15, relating to effect of chanpes,
and the regulations thereunder. For the
purpose of the computation under
section 15, the determination of the
number of days in the period before the
change, and in the period on and after
the change, is to be made without regard
to the provisicns of paragraph (b){1) of
this paragraph,

(4} Examples. The provisions of
paragraph (c)(3) of this section may be
illustrated by the following examples:

Example 1. Assume a change in the rate of
tax is effective for taxable years beginning
after June 30, 2002, For a 52-53-week taxable
vear beginning on Friday, November 2, 2001,
the tax must be computed on the basis of the
ald rates for the actual number of days from
MNavember 2, 2001, to June 30, 2002,
inclisive, and on the basis of the new rates
for the actual number of days from July 1,
2002, to Thursday, October 31, 2002,
inctusive,

Example 2. Assume a change in the rate of
tax is effective for taxable years beginning
afier June 30, 2001. For this purpose, a 52—
53-week taxahle year beginning on any of the
days from June 25 1o July 4, inclasive, s
trealed ae boginning on July 1. Therefore, no
computation under section 15 will ha
required for such year because of the chaoge
in rate.

(d) Computation of taxable income.
The principles of section 351, relating to
the taxable year for inclusion of items of
gross income, and section 461, relating
to the laxable year for taking
deductions, generally are applicable to
52-53-week taxable years. Thus. excepl
as otherwise provided, all items of
income and deduction must be
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determined on the basts of a 52-53-
week taxable year. However, a taxpayer
may determine particular items as
Lhough the 52-53-week taxable year
were a taxable year consisting of 12
calendar months, provided that practice
is consistently followed by the taxpayer
and clearly reflects income. For
example, an allowanee for depreciation
or amortization may be determined on
the basis of a 52-53-week taxable year,
or as though the 52-53-week taxable
vear is a taxable year consisting of 12
calendar months, provided the taxpayer
consistently follows that practice with
respect to all depreciabla or amortizable
items.

(e) Treatment of taxable years ending
with referenice fo the same calendar
month—(1) Pass-through entities. If a
pass-through entity (as defined in
paragraph (e)(3){i) of this section] or an
owner of a pass-through entity (as
defined in paragraph [e){(3){ii) of this
section), or both, use a 52-53-week
taxable year and the taxable year of the
pass-through entity and the owner end
with reference to the same calendar
month, then, for purposes of
determining the taxable year in which
items of income, gain, loss, deductions,
or credits from the pass-through entity
are taken into account hy the owner of
the pass-through, the owner's taxable
vear will be deemed te end on the last
day of the pass-through’s taxable year.
Thus, if the taxable year of a partnership
apd a partner end with reference to the
same calendar month, then for purposes
of determining the taxable year in which
that partner takes into account items
described in section 702 and items that
are deductible by the partnership
(including items described in section
707(c)} and includible in the income of
that partner, that partner's taxable year
will be deemed to end on the last day
of the partnership’s taxable year.
Similarly, if the taxable year of an 5
corporation and a shareholder end with
reference to the same calendar month,
then fer purposes of determining the
taxable year in which that shareholder
takes inte account items described in
section 1366(a) and items that are
deductible by the S corporation and
includible in the income of that
shareholder, that shareholder's taxable
vear will be deemed to end on the last
day of the S corporation's taxable year.

(2} Personal service corporations and
emplovee-owners. If the taxable year of
a PSC fwithin the meaning of § 1.441—
3(c)} and an employes-owner (within
the meaning of § 1.441-3(g}) end with
refercnce to the same calendar month,
then for purposes of determining the
taxable year in which an employee-
owner takes into account ftems that are

deductible by the PSC and includible in
the income of the emplovee-owner, the
employee-owner's taxable year will be
deemed to end on the last day of the
PSC's taxable year.

(3) Definitions—Ii) Pass-through
entity. For purposes of this section, a
pass-through entity means a
partnership, S corporation, trust, estate,
closely-held real estate investment trust
(within the meaning of section
66855(e)(5){B)}, common trust fund
{within the meaning of section 584{i)),
controlled foreign corporation (within
the meaning of section §57), foreign
personal holding company (within the
meaning of section 552), or passive
foreign investment company that is a
gualified electing fund {within the
meaning of section 12935).

{il) Owner of a pass-through entity.
For purposss of this section, an owner
of a pass-throuph entity generally means
a taxpayer that owns an interest in, or
stock of, a pass-through entity. For
example, an owner of a pass-through
entity includes a partnerina
partnership, a shareholder of an §
corporation, a beneficiary of a trust or
an estate, an owner of a closely-held real
estate investment trust (within the
meaning of section 6655(2){5)(A)), a
participant in a commoen trust fund, a
U.S. sharehelder (as defined in section
951(b]) of a controlled foreipn
corporation, a U.S. shareholder (as
defined in section 551(a)) of a foreign
personal holding company, ora U.S.
person that holds stock in a passive
foreign investment company that is a
qualified electing fund with respect to
that shareholder.

(4) Examples. The provisions of
paragraph {e}{2) of this section may be
illustrated by the following examples:

Example 1. ABC Partnership nses a 52-53-
week taxable year that ends oo the
Wednesday pearest to December 31, and its
partners, A, B, and G, are individual calendar
year taxpayers. Assume that, for ABC's
taxable year ending January 3, 2001, each
partner's distributive share of ABC’s taxable
income is 310,000, Under section 706{a) and
paragraph (e)(1) of this seciion, for the
taxable year ending December 31, 2000, A, B,
and C each must include $10.004 in income
with respect to the ABC year ending January
3, 200%. Similarly, if ABC makes a
guaranieed payment to A on January 2. 2001,
A must include the pavment in income for
A’s taxable year ending December 31, 2800,

Example 2. X, a PSC, uses a 52-53-week
taxable year that ends on the Wednesday
nearsst to Decernber 31, and all of the
employee-owners of X are individual
calendar year taxpayers. Assume that, for its
taxable year ending January 3, 2001, X pays
a bonus of $10,000 to each employee-owner
on January 2, 2001. Under paragraph (e}(2) of
this section, each emploves-owner must

inelude its bonus in income for the taxabie
year ending December 31. 2000

(5} Transition rule. In the case of an
owner of a pass-through entity (other
than the owner of a partnership or §
corporation) that is required by this
paragraph (e} to include in income for
its first taxable year ending on or after
May 17, 2002 amounts attributable to
two taxahle years of a pass-through
entity, the amount that otherwise would
be required to be included in income for
such first taxable year by reason of this
paragraph (e] should be included in
income ratably over the four-taxable-
year period beginning with such first
taxable year under principles similar to
§1.702-3T, unless the owner of the
pass-through entity elects to include all
such income in its first taxable vear
ending on or after May 17, 2002.

£1.441-3 Taxable year of a personal
service corporation.

{a) Taxable year—(1) Required taxable
year. Except as provided in paragraph
{a)(2) of this section, the taxable vear of
a personal service corporation (PSC) [as
defined in paragraph [} of this section]
must be the calendar ysar.

(2) Exceptions. A PSC may have a
taxable year other than its required
taxahle year [i.e., a fiscal year) if it
makes an election under section 444,
elects to use a 52-53-weck taxable year
that ends with reference to the calendar
vear or a taxable year elected under
section 444, or establishes a business
purpose for such fiscal year and obtains
the approval of the Cemmissioner under
section 442.

(b} Adoption, change, or retention of
taxable year—-(1) Adoption of tuxable
vear. A PSC may adopt, in accordance
with §1.441-1[c), the calendar year, a
taxable year elected under section 444,
or a 52—53-week taxable year ending
with reference to the calendar yearora
taxable year etected under section 444
without the approval of the
Commissioner. See §1.441-1. A PSC
that wants to adopt any other taxable
year must establish a business purpose
and ohtain the appreval of the
Commissioner under section 442,

{(2) Change i taxable year. A PSC that
wants to change its taxable year muast
oblain the approval of the
Commissioner under section 442 or
make an election under section 444.
However, a PSC may obtain automatic
approval for certain changes, including
a change to the calendar year or to a 52—
53-week taxable year ending with
reference to the calendar year, pursuant
to administrative procedures puhlished
by the Commissioner.

(3) Retention of taxable year. In
certain cases, a PSC will be required to
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change its taxable year unless it ohtains
the approval of the Commissiener under
section 442, or makes an election under
section 444, 10 relain its current taxable
year. For example, a corporation using
a June 30 fiscal year that becomes a PSC
and, as a Tesult, is required to use the
calendar year must obtain the approval
of the Commuissioner to retain its cucrent
fiscal vear.

(4] Procedures for abtaining approval
or moking a section 444 electian. See
§ 1.442-1(b]} for procedures to obtain the
approval of the Commissioner
{automatically or otherwise) to adaopt,
change, or refain a taxahle year. See
§6§1.444—1T and 1.444-2T for
qualifications, and 1.444-3T for
procedures, for making an election
under secion 444,

(5) Examples. The provisions of
paragraph {b)(4) of this section may be
illustrated by the following examples:

Example 1. X, whose taxable year ends on
January 31, 2001, becomes a PSC for iis
taxable year beginning February 1, 2001, and
does no! obtain the approval of the
Cosnmissioner for using a fiscal year. Thus,
for taxable years ending before February 1,
2001, this section does nol apply with
respect to X. For its taxable ysar beginning
on February 1, 2001, hawever, X will be
required 1o comply with paragraph (a) of this
section. Thns, uniess X obtains approval of
the Commissioner 1o use a January 31 taxable
year, OF makes a section 444 election, X will
be required to change its taxable year lo the
calendar year under paragraph (b) of this
section by using a short 1axable year that
begins on February 1, 2001, and ends on
Dacember 31, 2001. Under paragraph (b){1) of
this section, X may obtain automatic
approval to change its taxable yearto a
calendar ywar. See §1.442-1(b).

Example 2. Assume the same facts as i
Example !, except that X desires to change
to a 52-53-week taxable year ending with
reference to the month of December. Under
maragraph (b)(1) of this seclion X may obtain
auternatic approval 1o make the change. See
§1,442-1{b).

(¢) Personal service corporation
defined—(1) In general. For purposes of
this section and section 442, a taxpayer
is a P5C for a taxable year only if—

fi) The taxpayer is a C corporation {as
defined in section 1361{a){2)} for the
taxable year;

(ii) The principal activity of the
taxpayer during the lesting period is the
performance of personal services;

{iii) During the testing period, those
services are substantially performed by
employee-owners (as defined in
paragraph (g} of this section); and

livl Employee-owners own las
determined under the attrihution rules
of section 318, excepl that the languags
“any' applies instead of *'50 percent” in
section 318(a){2}C)) more than 10
percent of the fair market value of the

outstanding stock in the taxpayer on the
last day of the testing period.

[2) Testing period—I(i) In general.
Except as otherwise provided in
paragraph {c)(2){ii} of this secticn, the
testing period for any faxable vear is the
immediately preceding laxable year.

(it} New corporations. The testing
period for a taxpayer's first taxable year
is the peried beginning on the first day
of that taxable year and ending on the
eartier of—

(A] The last day of that taxable vear:
or

(B) The last day of the calandar year
in which that taxable vear begins.

(3) Examples. The provisions of
paragraph (c)(2)(ii) of this section may
be illustrated by the following
examples:

Example 1. Corporation A's first taxabie
year begins on June 1, 2001, and A desires
to use 4 Septemmber 30 taxable year. However,
if A is a personal service corporation, il must
obtain the Commissioner's approval fo use a
September 30 taxable year. Pursuant to
paragraph (c}{2){ii) of this section, A’s testing
period for its first taxable year beginning June
i, 2001, is the periad jung 1, 2001 through
Septernber 30, 2001. Thus, if, based upon
such 1esting peried. A is a pursopal service
corporation, A must obtain the
Commissioner’s permission to use a
September 30 taxable year.

Example 2. The facts are the same asin
Example 1, except thal A desires touse a
March 31 taxable year. Pursuant to paragraph
{c}{2){ii) of this sectivn, A's lesting period for
its first taxable year heginning June 1, 2001,
is the peried June 1, 2001, threugh Decermber
31. 2001. Thus, if, based upon such testing
period. A is a personal service corporation,

A must ebtain the Commissioner’s
petraission to use a March 31 taxable year.

(d} Performance of persanal
services—I(1) Activities describad in
section 448{d}2){A]. Far purposes of
this section, any activity of the laxpayer
described in section 448(d)(2)(A) or the
regulations thercunder will be treated as
the performance of personal services.
Therefora, any activity of the taxpayer
that invalves the performance of
services in the fields of health, law,
engineering, architectura, accounting,
actuarial science, performing arts, or
consulting fas such fields are defined in
§1.448-1T| will be treated as the
performance of personal services for
purposes of this section.

(2) Activities not described in section
448{d}){2}){A). For purpeses of this
section, any activity of the taxpayer not
described in section 448{d)(2){A) or the
regulations thereunder will not be
trealed as the performance of personal
SETVICAS.

(e] Principal activit—(1) General
rule. For purpeses of this section, the
principal activity of a corporation for

any testing period will be the
performance of personal services if the
cost of the corporation’s compensation
(the compensation cost) for such tesling
period that is attributable to its activities
that are treated as the performance of
personal services within the meaning of
paragraph (d} of this section (i.e., the
total compensation for personal service
activities) exceeds 50 percent of the
corporation’s total compensation cost
for such testing peried.

(2) Campensation cost—Ii) Amounts
included. For purposes of this section,
the compensation cost of a corporalion
for a taxable year is equal to the sum of
the following amounts allowable as a
deduction, allocated 1o a leng-term
contract, or ctherwisa chargeable to a
capital account by the carporation
during such taxable year—

[A} Wages and salaries; and

(B) Any olher amounts, atiribulable o
services performed for or on behalf of
the corporation by a person who isan
employee of the corporation {including
an owner of the corporation who is
treated as an employes under paragraph
(g)(2) of this section) during the testing
period. Such amounts include, but are
not limited to, amounts attributable to
deferred compensation, commissions,
bonuses, compensation includible in
income under section 83, compensatjon
for services based on a percentage of
profits, and the cost of providing fringe
benefits that are includible in income.

(ii) Amounts excluded.,
Notwithstanding paragraph (e](2){i} of
this section, compensation cost daes not
include amnunts attributable to a plan
qunlified under section 401{aj or 403{a),
or o a simplified employee pension
plan defined in section 4D8{k].

(3) Attribution of compensation cost
to personal service activity—(i)
Employees involved only in the
performarnce of personel services. The
compensation cost for employees
involved only in the performance of
aclivities that are treated as personzl
services under paragraph |d) of this
section, or employees involved only in
supporting the work of such employees,
are considered tc be attributable to the
corporation’s personal service aciivity.

{ii) Employees involved only in
activities thot are not treated as the
performance of personal services. The
compensation cost for employees
involved only in the performance of
activities that are not treated as personal
services under paragraph (d| of this
section, or for employees involved only
in suppoerting the work of such
employees, are not considered to be
attributable to the corporation's
personal service activity.
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lisi) Other empioyees. The
compensation cast for any employee
wha is not described in sither paragraph
(e}{3)(i) or (ii] of this section [a mixed-
activity employee] is allocated as
follows—

(A) Compensation cost atiributable to
personal service activity, That portion of
the compensation cost for a mixed
activity employee that is attributable to
the corporatien’s personal service
activity equals the compensation cost
for that employee multiplied by the
percentage of the total time worked for
the corporation by that employee during
the year that is attributable to activities
of the carporation that are treated asthe
performance of personal services under
paragraph (d) of this section. That
percentage is to be determined by the
taxpaver in any reasonable and
consistent manner. Time logs are nol
required unless maintained for other
purposss;

(B) Compensation cost not
atiribufable to personaf service activity.
That portion of the compensation cost
for a mixed activity employee that is not
considered 10 be attributable io the
corporalion’s personal service activity is
the compensation cost for that employee
less the amount determined in
paragraph (2)(3}(iii}(A) of this section.

(£} Services substantially performed by
employee-owners—(1) General rule.
Personal services are substantially
performed during the testing peried by
employee-owners of the corporation if
more than 20 percent of the
corporation's compensation cost for that
period atiributable to its activities that
are trealed as the performance of
personal services within the meaning of
paragraph [d) of this section (i.e., the
total eompensation for personal service
activities] is attributable to personal
services performed by employee-
OWIELs,

(2) Compensation cost attributable to
personal services. For purposes of
paragraph [f)(1} of this section—

(i) The corporation’s compensation
cost attributable to its activities that are
treated as the performance of personal
services is determined under paragraph
(e}{3) of this section; and

{ii} The portion of the amount
determined under paragraph ()(z}(i) of
this section that is attributable to
personal services performed by
employee-owners is to be determined by
the taxpayer in any reasenable and
consistent manner.

(3) Examples. The provisions of this
paragraph (£} may be illustrated by the
following examples:

Example 1. For its taxable year beginning
February 1, 2001, Corp A’s testing period is

the laxable year ending January 31, 2000,
During that lesting period, A's only activity
wus the performance of personal services.
The 1015l compensation cost of A {including
compensatiga cost attributable to employee-
owners) for the Lasting period was
$1,000,000. The total compensation cost
attributahle to employee-owners of A for the
lesting period was $210,000. Pursuant to
paragraph (f](1) of this section, the employes-
owners of A substanlially performed the
personal services of A during the testing
period because the compensalion cost of A's
employee-owners was more than 2D percent
of the total compensation cos! for all of A's
employees (including employes-owners).

Example 2. Corp B has the same facts as
corporation A in Example 1, excapt that
during the taxable year ending fanuary 31,
2001, B also perticipatad in an activity that
wpuld ool be characterized as the
perforeance of personal services under this
seclion. The total compensation cost of B
{including compensation cost attributable 10
emptoyee-owners) for the testing period was
51,500,000 ($1,000,000 atuributable to B’s
personal service activity and $500,000
attrihutable to B's other activity). The Iotal
compensation cost attribuiable to ernployee-
owners of B for the testing perind was
$250,000 (210,000 attributable ta B’s
persopnal service activily and $402.000
attributable Lo B's piher aclivity). Pursuant to
paragraph {f}{1} of this section. the employee-
owners of B substantiaily performed the
personal services af B during the testing
period because more than 20 percent of B's
compensalian cost during the testing period
attributable to its personal service activities
was attributable to personal services
performed by employee-owners ($210.000).

(g) Employee-owner defined—(1)
General rule. For purposes of this
section, a person is an employee-owner
of a corporation for a testing period if—

{i) The person is an employee of the
corporation on any day of the lesting
period; and

(ii) The person owns any outstanding
stock of the corporation on any day of
the testing period.

{2) Special rule for independent
contractors who are owners, Any person
who i an owner of the corporation
wilhin the meaning of paragraph
(g}(3}(ii) of this section and who
performs persanal services for, or on
behalf of, the carporation is treated as
an employee for purposes of this
section, even if the logal form of that
person's relationship to the corperation
is such that the person would be
considered an independent contractor
for other purposes.

(k) Special rules for affitiated groups
filing consolidated returns—i1] in
general. For purposes of applving this
section to the members of an atfiliated
group of corporations filing a
tonsalidated return for the taxable
year—

(il The members of the affiliated
group are treated as a single corporation;

(ii} The employees of the membars of
the affiliated group ate treated as
employees of such single corporation;
and

(1ii) All of the stock of the members
of the affiliated group that is not owned
by any other member of the affiliated
group is treated as the outstanding stock
of that corporation.

(2) Examples. The provisions of this
paragraph (h) may be illustrated by the
following examples:

Example 1. The aifiliated group AE,
consisting of corporation A and ils wholly
owned subsidiary B, filed a consolidated
Federal income tax return for the taxable year
ending January 31, 2001, and AB is
atiempting to determine whether it is affected
by this section for ils taxable year beginning
February 1, 2001. During the testing period
{i.e.. the taxable year ending [anuary 31,
2001}, A did not perform personal services.
However. B's only aclivity was the
performance of personal services. On the last
day of the testing period, employees of A did
not own any stock in A. However, some of
B's employees own stock in A. In the
aggregate, B’s employees awn 9 percent of
A’s stock on the last day of the testing perind.
Pursuant to paragraph (k)(1) of this section,
this secton is effectively applied on e '
consolidalsd basis to members of an affiliaterl
greup filing 2 consolidaled Federal income
tax refurn. Because the only employee
owners of Ab are the employees of B, and
because B's emploevees do not own more than
10 percent nf AB an the last day of the lesting
period, AB is not a PSC subject to the
provisions of this sectica, Thus, AB is not
required to determine on a consolidated basis
whether, during the testing period, its
principal activity is the providiag of personal
services, or the persenal services are
substantiaily performed by empinype-owners.

Example 2. The facts are the same as in
Exaraple 1, except that on 1he last day of the
testing period A owas only BD percent of B.
The remaining 20 percent of B is rwoed by
employees of B. The fair market value of &,
including its 80 perceni interest in A, as of
the last day of the testing period, is
$£1,000,000. In additicn, the fair market value
of the 20 percent interest in B owned by B's
employees is $50,000 as of the last day of the
iesting period. Pursuant to paragraphs
[} 1i(iv]) and (Bj{1) of this section, AB musi
determine whether the employee-owners of
A and B {i.e., B's employess) own more than
10 percent of the fair market value of A and
B as of the last day of the testing period.
Because the $140,000 {(%1,000,000 x .09) +
$50,000] fair market value of the stock held
by B’s employees ie greater than 10 percent
of the aggregate fair market value of A and
B as of the last day of the testing periad, or
$105,000 [$1,000,000 + 350,000 x .10, AB
may be subjeet to this section if. on 2
consolidated basis during the testing period,
the principal activity of AB is the
performance of personal services and the
personal services are substantially performed
by employes-owners,
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§1.441—-4 Effective date.

Sections 1.441-0 through 1.441-3 ar=
applicable for taxable years ending on or
atter May 17, 2002,

§§ 1.441-17, 1.441-27, 7.447-3T and 1.441-
4T [Removed]

Par. 4. Seclions 1.441-1T, 1.441-2T,
1.441-3T and 1.441—4T are removed.

Par 5. Section 1.442-1 is revised to
read as fallows:

§1.442-1
periad.

(a) Approval of the Commissioner. A
taxpayer that has adopted an annual
accounting period (as defined in
§1.441-1(b}(3]) as its taxahle year
generally must continue to use that
annual accounting pericd in computing
its taxable income and for making its
Federal income tax returns. If the
taxpayer wants to change its annual
accounting period and use a new
taxable year, it must obtain the approval
of the Commissioner, unless it is
otherwise authorized to change without
the approval of the Commissioner under
either the [nternal Revenue Code (e.g.,
section 444 and section 859} or the
regulations thereunder {e.g., paragraph
(c} of this sertion). In addition, as
described in §1.421-1(c) and {d), a
partnership, S corporation, electing S
corporation, or personal service
corporation (PSC} generally is requirad
to secure the approval of the
Commissioner to adopt or retain an
annual accounting period other than its
required taxable year. The manner of
ohtaining approval from the
Comumissioner to adopt, change, or
retain an annual accounting period is
provided in paragraph (b) of this
section. However, special rules for
obtaining approval may be provided in
other sections.

(b) Obtaining approvai—(1) Time and
manner for requesting approval. In
order to secure the approval of the
Commissioner |0 adopt, change, or
retain an annual accounting period. a
taxpayer must file an application,
genserally on Form 1128, "application
To Adopt, Change, or Relain a Tax
Year," with the Commissioner within
such time and in such manner as is
provided in administrative procedures
published by the Commmissinner.

(2) General requirements for appeoval,
An adoption, change, or retention in
annual accounting period will be
approved where the taxpayer establishes
1 business purpose for the requested
annual accounting period and agrees to
the Commissianer's prescribed terms,
conditions, and adjustments for
effecting the adoption, change, or
retentiom. In determining whether a

Change of annuai accounting

taxpayer has established a business
purpese and which terms, conditions,
and adjustments will be requirad,
consideration will be given to all the
facts and circumstances relating to the
adoption, change, or retention,
including the tax consequences
resulting therefrom. Generally, the
requirement of a business purpose will
be satisfied, and adjustmenis to
neutralize any tax consequences will
not be required, if the requested annual
accounting period coincides with the
taxpayer's required taxable year {as
defined in § 1.441-1{b)[2)), ownership
taxabla vear, or natural business vear. [n
the case of a partnership, 8 corporation,
alecting S corporation, or PSC, deferral
of income to partners, shareholders, or
employee-owners will not be treated as
a business purpose.

(3) Administrative procedures. The
Commissioner will prescribe
administrative procedures under which
a taxpayer may be permitted to adopt,
change, or retain an annual accounting

eriod. These administrative procedures
will describe the business purpose
requirements (including an ownership
taxable year and a natural business year)
and the terms, conditions, and
adjustments necessary Lo obtain
appraval. Such terms, conditions, and
adjustments may include adjustments
necessaty 1o neuntralize the tax effects of
a substantial distortion of inceme that
would otherwise result from the
requested annual accounting pericd
including: a deferral of a substantial
portion of the taxpayer’s income, or
shifting of a substantial ponien of
deducticns, from one 1axable year to
another; a similar deferral or shifling in
the case of any other person, suchas a
Leneficiary in an estate; the creation of
a short pariod in which there is a
substantial net operating loss, capital
ioss, or credit (including a general
business credit); or the creatian of a
short period in which thereisa
substantial amount of income to offset
an expiring net operating loss, capital
toss, or credit. See, for example, Rev.
Proc. 2002-39, 2002-22 I.R.B.,
procedures for obtaining the
Commissioner’s prior approval of an
adoption, change, or retenticn in annual
accounting pericd through application
to the national office; Rev. Proc. 2002—
37, 20602-22 LR.B., automatic approval
procedures for certain corporations;
Rev. Proc. 2002-38, 200222 [R.B,,
automatic approval procedures for
partnerships, 5 corporations, electing §
corporations, and PSCs; and Rev. Prac.
66-50, 1966—2 C.B. 1260. antomatic
approva] procedures for individuals. For
availability of Revenue Procedures and

Notices, see § 601.6011d)2] of this
chapter.

{4} Taxpayers to whom section 441{g}
applies. If section 441{g) and § 1.441-
1(b)(1)(iv) apply to a taxpayer, the
adoption of a fiscal year is treated as a
change in the taxpayer's annual
accounting period under section 442,
Therefore, that fiscal year can hecome
the taxpayer's taxable year only with the
approval of the Commissioner. In
addition to any other terms and
canditions that may apply to such a
change, the taxpayer must establish and
maintain books that adequately and
clearly reflect income for the short
period involved in the change and for
the fiscal year proposed.

{c] Special rule for change of ennual
accounting period by subsidiary
corporation, A subsidiary corporation
that is required to change its annual
accounting period under § 1.1502-76,
relating to the taxable vear of members
of an affiliated group that file a
consolidated return, does not need to
obtain the approval of the
Commissioner or file an application on
Form 1128 with respecl to that change.

(d) Special rule fer newly married
couples. (1} A newly married husband
or wife may obtain automatic approval
under this paragraph (d) 1o change his
or her arnual accounting period in
order to use the annual aceounting
period of the other spouse so that a joint
return may be filed for the first or
second taxable year of that spouse
ending after the date of marriage. Such
automatic approval will be granted only
if the newly married husband or wife
adopting the annnal aceounting peried
of the ather spouse files a Federal
income tax return for the short period
required by that change on or before the
15th day of the 4th month following the
close of the short period. See section
443 and the regulations thereunder, If
the due date for any such short-period
return occurs before the date of
marriage, the first taxable year of the
other spouse ending after the date of
marriage cahnot be adopted under this
paragraph (d). The shorl-period return
must contain a stalement at the top of
page one of the return that it is filed
under the authority of this paragraph
(d). The newly married husband or wife
need not file Form 1128 with respect to,
a change described in this paragraph (d).
For a change of annual accounting
period by a husband or wife thal does
not quality under this paragraph (d), see
paragraph {b) of this section.

(2) The provisions of this paragraph
{d} may be illustrated by the following
example:



35020

Federal Register/Vol. 67, No. 96/Friday. Mav 17. 2002/Rules and Regulations

Example H & W marry on Septernber 25,
2001. His on a fiscal year ending June 30,
and W is on a calendar year. H wishes to
change to a calendar year in order to file joint
returns with W. W's first taxable year after
marriage ends on December 31, 2061. H may
nunt change to a calendar yeai for 2001 since.
under this paragraph {d), he would have had
to file a return for the short period from Jaly
1 to December 31, 2000, by April 16, 2001.
Since the date of marriape occurred
subsequent to this due date, the return could
not be filed under this paragraph (d).
Therefore, H cannot change to a calendar
year for 2001. However. H may change toa
calendar year for 2002 by filing a return
under this paragraph (d) by April 15, 2002,
for the short peried from July 1 to Decernber
31, 2001. i H files such areturn, H and W
may file a joint return for calendar year 2002
{which is W’s second 1axable year ending
after the date of marriaga).

(e) Effective date. The rules of this
section are applicable for taxable years
ending on or after May 17, 2002.

§§ 1.442-2T and 1.442-3T [Removed]

Par, 6. Sections 1.442-2T and 1.442—
3T are removed.

Par. 7, Section 1.706-1 is amended by
revising paragraphs (a) and {b) and
adding paragraph (d) to read as follows:

§1.706-1 Taxahie years of partner and
partnership.

[a) Year in which partnership incomne
is includible. (1) In computing texable
income for a taxable year, a partner is
required to include the partner’s
distributive share of partnership items
set forth in section 702 and the
regulations thereunder for any
partnership taxable vear ending within
or with the partner’s taxable year. A
partner must also include in taxable
income for a taxable year guaranteed
payments under section 707(c] that are
deductible by the partnership under its
method of accounting in the partnership
taxable year ending within or with the
partner's taxahle year.

(2) The rules of lh)q paragraph (a)(1)
may he illustrated by the following
example:

Exgmple. Partner A reporis income using
a calendar year, while the partnership of
which A Is u member reports its income using
a fiscal year ending May 31. The parinership
reports its income ond deductions under the
cash method of accounting. During the
partnership faxahle year ending May 31,
2002, the partnership makes guaronteed
payments of §120,000 to A for services and
for the use of capital. Of this amount,
570,000 was paid to A between June 1 end
December 31, 2001, and the remaining
850,600 was paid to A between January 1 and
May 31, 2002, The entire $120,000 paid to A
is includible in A's taxable income for the
calendar vear 2002 (logether with A's

distributive share of partnership items set
forth in section 702 for the partnership
taxuble year ending May 31, 2002).

(3} H a partner receives distributions
under section 731 or sells or exchanges
all or part of a partnership interest, any
gain or loss arising therefrom does not
constitute partnershi mcome

[b} T axa]b)Ie year—I|1) Partnership
ireated as a taxpayer. The taxable year
of a partnership must be determined as
though the partnership were a taxpayer.

(2] Partnership’s taxable year—{{}
Required taxable year. Except as
provided in paragraph {b)(2}{ii) of this
section, the taxable yvear of a partnership
must be—

{A) The majority interest taxable year,
as defined in section 706({b}(4);

(B) If there is no majority interest
taxable year, the taxable year of all of
the principal partners of the
partnership, as defined in 706(b)(3) (the
nncq;al pariners’ taxable year); or
(C) Tf there is no majority interest
taxahle year or principal pariners’
taxable year, the taxable year that
produces the least aggregate deferral of
income as determined under paragraph
[B)(3) of this section.

(if) Exceptions. A partnership may
have a taxable year nther than its
required taxable year if it makes an
election under section 444, elects to use
a 52-53-week taxahle year that ends
with reference to its required taxable
year or a taxable year elected under
section 444, or establishes a business
purpase for such taxable year and
obtains approval of the Commissioner
under section 442.

(3) Least aggregate deferral—{i)
Taxable year that results in the Ipast
aggregate deferral of income. The
taxable year that results in the least
aggregate deferzal of income will be the
taxable year of one or more of the
partners in the partnership which wall
result in the least aggregate deferral of
income to the partners. The aggregate
deferral for a particular year is equal to
the sum of the products determined hy
multiplying the month(s) of deferrat for
each partner that would be generated by
that year and each partner's interest in
partnership profits for that year. The
pattnet's taxable year that produces the
lowest sum when compared to the other
partner’s taxable vears is the taxable
vear that results in the least aggregate
deferral of income to the partners. If the
calculation results in more than one
taxable year gualifying as the taxable
vear with the least aggregate deferral,
the partnership may select any one of
those taxable years as its taxable year.
Howevear, if one of the qualifying taxable

years is alse the partnership’s existing
taxable year, the partnership must
maintain its existing taxable year. The
determination of the taxable vear that
resulis in the least aggregate deferral of
income generally must be made as of the
beginning of the partnership's current
taxahle year. The director, however,

may determine that the first day of the
current faxable year is not the
appropriate testing day and require the
use of some other day or period that will
more accurately reflect the ownership of
the partnership and thereby the actual
aggrepate daferral to the partners where
the partners engage in a iransaction that
has as its principal purpose the
avoidance of the principles of this
section. Thus, for example the
preceding sentence would apply where
there is a transfer of an interest in the
partnership that results in a temporary
transfer of that interest principally for
purposes of qualifying for a specific
taxable year under the principles of this
section. For purposes of this section,
deferral to each partner is measurad in
terms of months from the end of the
partnership’s taxable year forward to the
end of the partner’s taxable year.

{ii) Determinution of the taxable year
of a partner or partnership that uszs a
52-53-week taxable year. For purposes
of the calculation described in
paragraph [b){3){1) of this section, the
taxable year of a partner or partnership
that uses a 52-53-week taxable year
must be the same vear determined
under the rules of section 441(f} and the
regulations thereunder with respect to
the inclusion of income by the partner
or partnership.

(iii) Special de minimis rule. If the
taxable vear that results in-the least
appregate deferral produces an aggregate
deferra) that is less than .5 when
compared to the aggregate deferral of the
current taxable year, the partnership’s
current taxahle year will be treated as
the taxable year with the least aggregate
deferral. Thus, the partnership will not
be permitted to change its taxable year.

{iv) Examples. The principles of this
section may be illustrated by the
following examples:

Example 1. Partnership F is on a fiscal year
ending June 30. Partner A reports income on
the fiscal year ending Jnne 30 and Partner B
reports income on the fiscal year ending July
31. A and B each have a 50 perceni interest
in partnership profits. For its faxable year
beginning huly 1, 1387, the partnership will
be required to retain its taxable year since the
fiscal year ending June 30 results in the least
apgregate deferral of income to the pariners
This determination is made as follows:
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o Interest in Months of de-
Test 6/30 Year end partnership ferral for 6/30 Ir‘;tefrest Ix
profits year end elena
PaTINBT A o i e s e e s &6/30 5 a] u]
Partner B oo e 73N 5 1 5
Aggregate defarral .. . e e 5
Interest in Monlhs of de-
Test 7731 Year end partnership ferral for 7131 lrét:fr:ﬁ;lx
profits year end
PAMNEM A Lo e s e+ en = e e ee ceanie 6/30 5 1" 8.5
Partier B oo s e e e 7/31 5 G 0
Aggragate deferral ... e e e 5.5

Exomple 2. The facts are the same as in
Example 1 except that A reports income on
the calendar year and B reports on the fiscal
year onding November 30. For the

partnership’s taxable year bepginning July 1,
1987, the partoership is required to change
its taxable vear to a fiscal year ending

least aguregate deferral of income to the
partners. This determination is made as

follows:

November 30 bacause such year results in the

Interest in Manths of de-
Test 12/31 Year end pannership ferral for 12/31 lgt:{:st lx
profits year end ra
FArtNBE A e e e e et et e e 12/31 5 0 0
Parner B ..o+ o i i et e 11/30 5 11 55
Aggregate deferral ... e e 55
T
Interest in Meonths of de- )
Test 11/30 Year end partnership | ferral for 11/30 ztfffrf;r
profits year end -
PAMIBE A ottt et et e e e e 12431 5 1 5
Pamtner B . i e e e e e e e e e 11430 A 0 0
Aggregate deferral ... o e 5

Example 3. The facts are the same as in
Example 2 excapt that B reports inceme on
the fiscal year ending June 30. For the
partnership’s taxable year beginning July 1,
1987, each partner’s taxable year will result

in identical aggregate deferral of income. K
the partnership’s current taxable year was
neither a fiscal year ending june 30 nor the
calendar year, the partoership would select
either the fiscal year ending Jupe 30 or the

calendar year as its taxable year, However,
since the partnership’s current taxable year
ends June 30, it must retain ils current

taxable year. The determination (s made as

follows:

Interest in Months of de- Int tx
Test 12/31 Year end partnarship farral for 12/31 réefres [
profits year end Slera
PARNIBE A Lo i it & s e 1 12/ .5 1} 0
Partner B o e e e racan e o o 8130 5 6 3.0
Aggregate deferral ... ... a0
Interest in Months of de- Int i
Test 6/30 Year end partnership ferral for 6/30 léefres Ix
profits year end eremra
PAANGE A e e et ce et see s e 12131 3 B 0
PEMNE B e e e et s ebne e e et en st 6/30 5 0 o
Aggregate daferral ..., 30

Example 4. The facts are the some as in
Example 1 except that on December 31, 15857,
paritner A sells o 4 percent interest in the
paertnership to Partner C, who reports income
on the fiscal year ending June 30, and a 40

percent interest in Lhie partnership to Partner
D, whe also reports income on the fiscal year
ending fune 30. The taxable year beginning
July 1, 1987, is unoffected by the sale
However, for the taxable year beginning july

31, 1988, the partnershup must determine the
taxaeble vear resulting in the least nggregate
deferral as of fuly 1, 1988. In this case, the
partnership will be required to retain jts
taxable year since the fiscal year ending Jure
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30 conifnues to be the taxable year that
results in the least aggregate deferral of
income to the parfners,

Example 5. The focts are the same as in
Example 4 excapt that Partner I reports

income on the fiscal year ending Apnl 30. As
in Example 4, the taxable year during which
the sule took place is unaffected by the shifts
in interests, However, for its taxable year
bepinning July 1, 1988, the partnership will

be required to change jts taxable year to the
fiscal year ending April 30. This
determination is made as follows:

Interest in Months of de- Interest x
Test 7/31 Year end partnership ferral for 7/31 I:ﬂgferra!
profits year end
Partner A L o e e e e 630 06 " L)
Partrer B .. 7fa1 5 D a
Partner C . 630 .04 " 44
Partner I ......occoo.e. 4/30 A g 3.80
Aggregate defermal ... e 470
Interest m Months of da-
Test 8/30 Year end parinership ferral for 6/30 Irét:fr:;;rc
profits year end
Parttiar A o o e e e oo 630 .06 0 0
Partner B ............ 3 5 1 5
Partner C .. . 630 .04 0 0
e T 1= T O P U PP U U DT EUTUTPPO 4/30 A4 10 4.0
Aggragate deferral L 45
Interast in Months of de-
Test 4130 Year end partnership ferral for 4/30 ir;tefr est ;(
profits year end eleira
PAMIEE A e e e et s et 630 .08 2 A2
Partner B ... 7 5 3 1.50
Partner C ... [T 6/30 .04 2 08
PArNEE B Lo o et e e s 4430 4 0 0
Aggregate defermal ... 170
§1.706—1(b){3} TEST
Current taxable year [(JUNE 30T ... e e R e enee oo bR e e e e s 45
Less: Taxable year producing the least aggregate deferral (ADril 30] ... .. il e e 17
Additional aggregate defaral (greater than .5} ............ 28

Example 6. (i) Partnership P has two partners, A who reports income on the fiscal year ending March 31, and
B who reports income on the fiscal year ending July 31. A and B share profits equally. P has determined its taxable
year under paragraph (h)(3) of this section to be the fiscal year ending March 31 as follows:

Interast in

! Deferral for Interest %
Test 3131 Year end pagpoeﬁrtsshrp 3/31 year end deferral
PBIAMEE A o et o o et e e e e et ranen e rente e 3 A 4] 0
PAMREr B e oo i et et saes e 7 5 4 p
Aggregate deferral .. . il 2
Interest in
. Deferral for Interest x
Test 7/31 Year end partnership
profits /31 year end deferral
=T O UV S SRR VP VRO 331 5 8 4
PAFNEE B oo i rse s rem e e et ettt s aa et e 7131 .8 0 0
Aggregate deferral ... s e e 4

(ii} In May 1988, Partner A sells a 45 percenl inlerest in the partnership te C, whao reports income on the fiscal year ending
April 38, For the taxable period beginning April 1, 1988, the fiscal year ending April 20 is the taxable year that produccs the
least ageregate deferral of income to the partners. However, under paragraph (b)(3){iii) of this section the partnership is required
to retain ils fiscal year ending March 31. This determination is made as follows:



Federal Register/Vol. 67, No. 96/Friday, Mav 17, 2002/Rules and Regulations

35023

Interest in
] Deferral for Interest x
Test 3/31 Year end partnership 3/31 year and deferral
profits
Partner A ... ... 331 .05 0 0
Partner B _. 7131 5 4 2.0
=T o] O U U SO SPPPRR 430 A5 1 45
Aggregate deferral .. 245
Interest in
. Deferral far Interest x
Test 7/31 Year end partnership 7/31 year end deferal
praofits
[ L 1 L= S S PP PP U PP UT PP 3731 a5 & 40
Partner B ... T .5 0 0
Parner C oo s et £ e ettt e e eeas ey enaee - 4f30 A5 9 4.05
Aggregate deferral ... 445
Interest in
. Deferral for Interest x
Test 4/30 Year end partnership 4/30 year end deferral
profits
PPARTIE B it e ra e e et atae s et e 3 .05 11 55
Partner B ... 7131 5 3 1.50
=T T ol SO OO O UURSPP 430 45 0 0
Aggregate deferral ... e 205
§ 1.706-1(B)(3) TEST
Current taxable year (321} .. e 245
Less: Taxable year producing the least aggregate deferral {4/30) . 205
Additional aggregate deferral {less than .5) ..o i e 40

{4) Measurement of partner’s profils
-and capita] interest—

(i) In general. The rules of this
paragraph {b){4) apply in determining
the majority interest taxable vear, the
principal partners’ taxable year, and the
lpast agpregate deferral taxable year.

{ii} Profits interest—[A] In general,
For purposes of section 706[b}, a
partner's interest in partnership profits
is generally the partner's percentage
share of partnership profits for the
current partnership taxable year. If the
partnership does not expect to have net
income for the current partnership
taxable year, Lhen a partner's interest in
partpership profits instead must be the
partner's percentage share of
partnership net income for the first
taxable year in which the partnership
expects to have net income.

[B) Percentage share of parinership
net income. The partner’s percentage
share of partnership net income for a
partnership taxable year is the ratio of:
the partner's distributive share of
partnership pet income for the taxable
vear, to the partnership’s net income for
the year. If a partner's percentage share
of partnership net income for the
taxable year depends on the amount or
nalure of partnership income for that

yoar (due to, for example, preferred
returns or special allocations of specific
partnership items), then the partnership
must make a reasonable estimate of the
amount and nature of its income for the
taxable year. This estimate must be
based on all facts and circumstances
known to the parinership as of the first
day of the current partnership taxable
year. The partnership must then use this
estimate in determining the partners’
interests in parlnership profits for the
taxable year.

(C) Distributive share. For purposes of
this paragrapb {b](4)(ii}, a partner’s
distributive share of partnership net
income is determined by taking into
account all rules and regulations
affecting that determination, including,
without limitation, sections 704(b}, {c),
and [e], 736, and 743.

(iii} Capital interest. Generally, a
partner’s interest in partnership capital
is determined by reference to the assets
of the partnership that the partner
would be entitled to upon withdrawal
from the partnership or npon
liguidation of the partnership. If the
partnership maintains capilal accounts
in accordance with § 1.704-1{b)(2}{iv),
then for purposes of section 706(h, the
partnership may assume that a partner’s

interest in partnership capital is the
ratio of the partner’s capital account to
all partners’ capital accounts as of the
first day of the partnership taxable year.

(5) Certain tax-exempt partners
disregarded. [Reserved]

(6) Foreign partners. |[Reserved]

(7) Adoption of taxable year. A newly-

" formed partnership may adopt, in

accordance with §1.441-1{c), its
required taxable year, a taxable year
elected under section 444, or a 52-53-
week taxable year ending with reference
to its required taxable year or a taxable
vear elected under section 444 without
securing the approval of the
Commissioner. If a newly-formed
partnership wanlts to adopt any other
taxabte vear, it must establish a business
purpese and secure the approval of the
Commissioner under sectinn 442,

(8) Change in taxable year—(i)
Partnerships-(A) Approval required. An
existing partnership may change its
taxable year only by securing the
approval of the Commissioner under
section 442 or making an election under
section 444. However, a parinership
may obtain automatic approval for
certain changes, including a change to
its required taxable vear. pursuani to
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administrative procedures published by
the Commissioner.

(B) Short period tax return. A
partnership that changes its taxable year
must make its return for a short peried
in accordance with section 443, hut
must noi annualize the partnsrship
taxable income.

(C) Change in required taxable year. I
a partnership is required to change te its
majority interest taxable year, then no
further change in the partnership's
required taxable year is required for
either of the two years following the
vear of the change. This limitation
against a second change within a three-
year period applies only if the first
change was to the majority interest
taxable year and does not apply
following a change in the partnership's
taxable year to the principal partners’
taxable year or the least aggregate
deferral taxable year.

(ii) Partners. Except as otherwise
provided in the Internal Revenue Code
or the regulations thereunder [e.g.,
section 859 regarding real estate
investment trusts or § 1.442-2(c)
regarding a subsidiary changing io its
consolidated parent’s taxable year), a
partner may not change its taxable year
without securing the approval of the
Commissioner under section 442,
However, certain partners may be
eligible to obtain automatic approval to
change their taxable years pursuant to
the regulations or administrative
procedures published by the
Commissioner. A pariner that changes
its taxable year must make its return for
a short period in accordance with
section 443.

(9} Retention of taxable year. In
certain cases, a partnership will be
required to change its taxable year
unless il obtains the approval of the
Commissioner under section 442, or
makes an election under section 444, to
retain its current taxable year. For
example, a partnership using a taxable
year that corresponds to its reqguired
taxable year must cbtain the approval of
the Commissioner to retain such taxable
year if its required taxable year changes
as a result of a chanpe in ownership,
unless the partnership previously
obtained approval for ils current taxable
year or, if appropriate, makes an
election under section 444.

(10) Procedures for obtaining
approval or making a section 444
election. See §1.442-1(b) for procedures
Lo obtain the approval of the
Commissioner (automatically or
otherwise} to adopt, change, or retain a
taxable year. See §§ 1.444—1T and
1.444-2T for qualifications, and

§ 1.444-37T for procedures, for making
an election under section 444.
Ll * * *x ¥

{d} Effective date. The rules of this
section are applicable for taxable years
ending on or after May 17, 2002, except
for paragraph (c), which applies for
taxable years beginning after December
31, 1933.

§1.706-1T [Removed]

Par. 8. Section 1.706—1T is removed.

Par. 9. Section 1.1378-1 is added
under the undesignated centerheading
“Small Business Corperations and Their
Shareholders” to read as follows:

§1.1378-1 Taxable year of S corporation,

{a} In general The taxable year of an
S corporation must be a permitted year.
A parmitted year is the required taxable
year {i.e., a taxable year ending on
December 31), a taxable year elected
under secton 444, a 32-53-week taxable
vear ending with reference 1o the
required taxable year or a taxable year
elecled under section 444, or any other
taxable year for which the corporation
establishes a business purpose to the
satisfacton of the Commissioner under
section 442.

(b) Adeption of taxable year. An
electing S corporation may adoept, in
accordance with §1.441-1(c), its
required taxable year, a taxable year
elected under section 444, or a 52-53-
week taxable year ending with reference
to its required taxable year or a taxable
year elected under section 444 without
the approval of the Commissioner. See
§1.441-1. An electing S corporation
that wants to adopt any other taxable
year, must establish a business purpose
and obtain the approval of the
Commissioner under section 442.

(c} Change in taxable year—(1)
Approval required. An S corporation or
electing S corporation that wants to
change its taxable year must obtain the
approval of the Commissioner under
section 442 or make an election under
section 444, However, an S corporation
or electing S corporation may obtain
automatic approval for certain changes,
including a change to its required
taxable year, pursuant to administrative
procedures published by the
Commissioner.

(2) Short period tax return. An §
corporatien or electing 5 corporation
that changes its taxable year must make
its return for a short period in
accordance with section 443, but must
not annualize the corporation’s taxable
income.

(d) Retention of taxable year. In
certain cases, an S corporation or
electing 5 corporation will be required
to change its taxable year unless it

pbtains the approval of the
Commissioner under section 442, or
makes an election under section 444, to
retain its current taxable year. For
example, a corporation using a June 30
fiscal year that elects to be an §
corporation and, as a result, is required
to use the calendar year must obtain the
approval of the Commissioner to retain
its current fiscal year.

[e) Procedures for obtaining approval
or making a section 444 e¢lection—{1) In
peneral. Sers §1.442~-1{b) for procedures
to obtain the approval of the
Commissioner (automatically or
otherwise} to adopt, change, or retain a
taxable year. See §§1.444-1T and
1.444-2T for qualifications, and 1.444~
3T for procedures, for making an
election under section 444.

(2) Special rules for electing S
corporations. An electing S corporation
that wants to adopt, change to, or retain
a taxable year other than its required
taxable year must request approval of
the Commissioner on Form 2553,
“Election by a Small Business
Corporation,” when the elaction to be
an S corporation is filed pursuant te
section 1362[b) and §1.1362-6. See
&1.1362~6(a){2}(i) for the manner of
making an electiontobe an §
corperation. If such corporation receives
permission to adopt, change to, or retain
a taxable year other than jts required
laxable year, the election to hean §
corporation will be effective. Denial of
the request renders the election
ineffective urless the corporation agrees
that, in the event the request to adopt,
change to, or retain a taxable year other
than its required taxable year is denied,
it will adopt, change to, or retain its
required taxable year or, if applicable,
make an election under section 444,

(f) Effective date. The rules of this
section are applicable for taxable years
ending on or after May 17, 2002,

PART 5c—TEMPORARY INCOME TAX
REGULATIONS UNDER THE
ECONOMIC RECOVERY TAX ACT OF
1981

Par. 1¢. The authority citation for part
5c continues to read as follows:
Autharity: 26 U.5.C. 168()(8)(G) and 7805,

§5c.442-1 [Removed)
Par. 11. Section 50.442-1 is removed.

PART 5f—TEMPORARY INCOME TAX
REGULATIONS UNDER THE TAX
EQUITY AND FISCAL RESPONSIBILITY
ACT OF 1982

Par. 12. The authority citation for part
5f continues to read in part as follows:

Authprity; 26 U.S.C. 7805 * *~ *
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§ 5f.442-14
Par. 13. Section 54.442-1 is removed.

[Removed]

PART 18—TEMPORARY INCOME TAX
REGULATIONS UNDER THE
SUBCHAPTER 5 REVISION ACY OF
1982

Par. 14. The authority citation for part
18 continues to read as follows:

Axthority: 26 U.5.C. 7805,

§18.1378-1T [Removed]

Par. 15. Section 18.1378-1 {5
removed.

PART 602—0MB CONTROL NUMBERS
UNDER THE PAPERWORK
REDUCTION ACT

Par. 16. The authority citation for part
602 continues to read as follows:

Authority: 26 U.5.C. 7805.

Par. 17. In §602.101, paragraph (b) is
amended by adding an entry for “1.441—
2", removing the entries for '1.441-3T",
“1.442-2T", and "'1.442-3T"", revising
the entry for *“1.442—1"", and adding an
entry for “1.1378-1" In numerical order
to read as follows:

§602.101 OMB Control numbers

* x * * *

[b]ti—*

CFR parl or secfion
where eniified and de-
scribed

Current OMB con-
trol No.

Y * - - -

1.441-2 1545-1748

1545-0074
1545-0123
1545-0134
1545-0152
1545-1748

1442-1 e

* - > - -

TAINE-T s e - 1545-1748

Robert E. Wenzel,

Deputy Commisgioner of Interno! Hevenue.
Approved: May 3. 2002,

Pamela F. Olson, .

Acting Assistant Secretary of the Treasury.

[FR Doc. 02-12168 Filed 5-16-02, 8:45 am)]

BILLING CODE 4830-01-P

DEPARTMENT OF THE INTERIOR

Dffice of Surface Mining Reclamation
and Enforcement

30 CFR Part 904
[AR-D036-FOR]

Arkansas Abandoned Mine Land
Reclamation Plan and Regulatary
Program

AGENCY: Office of Surface Mining
Reclamation and Enforcement, [nterior.
ACTION: Final rule; approval of
amendmesnt.

SUMMARY: We, the Office of Surface
Mining Reclamation and Enforcement
[OSM), are approving an amendment to
the Arkansas abandoned mine land
{AML) reclamation plan {Arkansas plan)
and the Atkansas regulatory program
(Arkansas program) under the Surface
Mining Control and Reclamation Act of
1977 (SMCRA or the Act). Arkansas
proposed revisions to its AML
reclamation plan regulations concerning
eligible lands and water, reclamation
pbjectives and priorities, and
reclamation projecl evaluation.
Arkansas proposed to Tevise its
regulatory propgram regulations
concerning precedures for assessment
conference and to add revegetation
success standards for grazingland and
prime farmland. Arkansas revised its
plan and program to be consistent with
the cotresponding Federal regulations.
EFFECTIVE DATE: Mavy 17, 2002.
FOR FURTHER INFORMATION CONTACT:
Michael C. Wolfrom, Director, Tulsa
Field Office, Telephone: (918) 581—
6430, Internet: mwolfrom@asmre.gov.
SUPPLEMENTARY INFORMATION:
L. Background on the Arkansas Plan and
Program
1. Submission of the Amnendment
1L O5SM’s Findings
TV. Summary and Disposition of Comments
V. O5M's Decision
VI. Procedural Determinations

L Background on the Arkansas Plan
and Program

The Abandoned Mine Land
Reclamation Program was estahlished
by Titla IV of the Act (30 US.C. 1201
et seq.] in response to concerns over
extensive environmental damage caused
by past coal mining activities. The
program is funded by a reclamation fee
collected on each ton of coal that is
produced. The money collected is used
to finance the reclamation of ahandoned
coal mines and for other authorized
activities. Sectinn 405 of the Act allows
States and Indian tribes to assume
exciusive responsihility for reclamation

activity within the State or on Indian
lands if they develop and submit to the
Secretary of the Interior tor approval, a
program {often referred to as a plan) for
the reclamation of abandoned coal
mines. On May 2, 1983, the Secretary of
the Interior approved the Arkansas plan.,
You can find background information
on the Arkansas plan, including the
Secretary's findings, the disposition of
comments, and the approval of the plan,
in the May 2, 1983, Federal Register (48
FR 19710). You can find later actions on
the Arkansas plan at 30 CFK 904.25 and
904.26.

Section 503(a) of the Act permits a
State to assume primacy for the
regulation of surface coal mining and
teclamation operations on non-Federal
and non-Indian lands within its borders
by demonstrating that its State program
includes, among other things, “* * *a
State law which provides for the
regulation of surface coal mining and
reclamation operations in accordance
with the requirements of this Act * * *;
and rules and regulations consistent
with regulations issued by the Secretary
pursuant to this Act.”” See 30 U.S.C.
1253fa)(1) and (7). On the basis of these
criteria, the Secretary of the Interior
conditicnally approved the Arkansas
program on Nevember 21, 1980. You
can find background information on the
Arkansas program, including the
Secretary's findings, the disposition of
comments, and the conditions of
approval in the November 21, 1980,
Federal Register (45 FR 77003). You can
find later actions on the Arkansas
program at 30 CFR 904.10, 904.12,
904.15, and 904.16.

II. Submission of the Amendment

By letter dated August 13, 2001
{Administrative Record No. AR-568),
Arkansas sent us an amendment to its
plan and program under SMCRA (30
U.5.C. 1201 et seq.). Arkansas sent the
amendment in response to our latters
dated November 26, 1985, and October
14, 1997 [Administrative Record Nos.
AR-332 and AR-559.02, respectively),
that we sent to Arkansas under 30 CFR
732.17(c). Arkansas alse sent the
amendment in response to our letter
dated May 5, 1999 (Administrative
Record No. AAML-30) that we sent
Arkansas under 30 CFR 8384.15(d). The
amendment also includes a change
made at Arkansas' ewn initiative.
Arkansas propases to amend the
Arkansas Surface Coal Mining and
Reclamation Code.

We announced receipt of the
proposed amendment in the October 5,
2001, Federal Register (66 FR 50952]. In
the same document, we opened the
public comment period and provided an



