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Part lll. Administrative, Procedural, and Miscellaneous

Section 529—Programs
Notice 2001-55

This notice provides guidance to quali-
ficd nition programs described in § 329
of the Intemal Revenue Code and partici-
pants in § 529 proprams regarding the re-
striction on invesiment direction de-
scibed in § 529(b%5). This notice sets
forth a special rule ander which a pro-
gram may permit investments mn a § 529
accouni to be changed annually, and upon
a change in the designated beneficiary of
the account.

Section 529(bX 5} states that a program
shall not be treated as a § 529 program
unless it provides that any contributor to,
or designated beneficiary under, such pro-
gram may not directly or indirectly direct
the investment of any contributions to the
program (or any €amings thereon). The
proposed regulations under § 529. which
were published in the Federal Register on
August 24, 1998 (63 FR. 45019), provide
that 2 program does not violate this re-
quirement if it permiis a person whe es-
tablishes a § 529 account 1o sclect among
different investmen! stralegies designed
exclusively by the program, only ai the
time when the imtial contribution is made
establishing the account. Prop. Treas.
Reg. § 1.528-2ig).

Several commenters on the proposed
regulations suggested that permitting a
participant in a § 529 program to select
among various broad-based investment
strategies offered by a program, both a1
the time that contributions are made. and
al certain other times, would be consistent
with § 529{b)5}. Faor example, these
commenters suggested that it wonld be
appropriate to allow a change in the in-
vestmen stratepy selected for an account
where there Las been a significant change
in market circumstances since the accoun
wus initially established, where there s a
vhiange in the designated beneficiary of an
aeount (as permitted under § 529(c¥3)
i1} and the new beneficiary has a differ-

ent expected matriculation date, or where
the program estahlishes new investment
options.

The Internal Revenue Service and the
Treasury Department recognize thal there
are a numbser of situations that nught war-
rant a change in the investment strategy
with respect to a § 529 account. Accord-
ingly. the Internal Revenue Service and
the Treasury Depaniment expeci that the
final regulations under § 529 will provide
that a program does not violate
§ A29(b)(5) if it permits a change in the
investment strategy selecicd for a § 529
account ance per calendar year, and upon
a change in the designated benehciary of
the account. It is expected that the fina)
regulations will also provide that. to qual-
ify under this special rule, a program must
{1 ailow participants to select orly from
among broad-based investment strategies
designed exclusively by the program: and
{2) establish procedures and maintain ap-
prapriate records to prevent a change in
investment options from occurring more
frequently than once per calendar year or
upon a change in the designated bench-
ciary of the account. The Internal Rev-
enue Service and the Treasury Depart-
ment believe that permitting a change in
investment eptiens once per calendar
vear. and upon a change in designated
beneficiary should provide sufficient flex-
ibility to address concerns raised by com-
menters,

Section 529 programs and their partici-
pants may rely on s notice pending the
issunance of fipal regulations under § 529.

The Internal Revenue Service invites
comments on the matter described in this
potice and any other commenis relating o
§ 529, including the amendments made
by the Economic Growth and Tax Relief
Reconciliation Act of 200! (Pub. L. No.
107-16, 115 Stat. IRy, Please send writ-
ten comments by December 24, 2001, 1o
CCITARU (Notice 2001-55). roam
5226. Internil Revenue Service. POB
7604, Ben Franklin Station. Washingion

%anth Year

seplember 2001

Q0% 10 105%

Weighted Permissible
Average Range
377 52010 6.06

DC 20044. Submission may be hand-de-
livered Monday through Friday between
the hours of 8 am. and 5 p.m, to
CC:ITA:RU (Netice 2001-35, Courier’s
Desk. Internal Kevenue Service, 1111
Consutnion Avenue, NW, Washington
DC. Alternatively. taxpavers may submit
conunenis electronically via the Internet
by selecting the “Tax Regs™ option on the
IRS Home Page. or by submitting com-
ments directly to the IRS Iaternet site at
hitp:iwwwsirs. gov/prodfiax_regsiregsiist
ol Comments will be available for
public inspection.

DRAFTING INFORMATION

The principal author of this notice is
Monice Rosenbaum of the Office of Divi-
sion Counsel/Associate Chief Counsel
{Tax Fxempt and Governmemnt Entities ).
For further information regarding this no-
tice centact Ms, Rosenbanm a1 (202) 622-
6070 (not a toll-free number),

Weighted Average Interest Rate
Update

Notice 2001-58

Notice §5-73 pravides guidelines for
determining the weighted average imerest
rate and the resulting permissible range of
mnterest rates wsed 10 caicvlate corrent la-
hility for the purpose of the full funding
Jimitaton of § 412(c) 7 of the Internal
Revenue Code as amended by the Om-
nibus Budge! Reconciliation Ac of 687
and as further amended by the Uruguay
Round Agreemenis Act. Pob. L. 103463
(GATT).

The average vield on the 30-year Trea-
sury Constart Matuarities for August 2001
16 5.48 percent.

The following rates were determined

for the plan years beginning in the month
shown below:.

Q0% o 110%
Permissible
Runpe
22010 6.35

2001-2 CB. 299



{2) Automatic change 1o section
1.162-3. A qualifying taxpayer that does
not wabt to account for inveniories under
§ 471 of an eligible trade or business
must make any necessary change from
the taxpayer's current method of account-
ing for inventorable tems in thal trade or
business to treat such inventoriable items
in the same manner as materials and sop-
plies that are not incidental under section
1.162-3. For purposes of such a change,
the rules of section 6.02(1) of this rev-
enue procedure apply. Taxpayers may file
2 single Form 3115 for both changes
described in sections 7.02(1} and 7.02(2}.

03 Section 481{2) adjustment. The net
amount of the § 481(a) adjusument com-
puted under this revenue procedure must
take into account beth increases and
decreases in the applicable account bal-
ances such as accounts receivable,
accounts pavable, and inventory. For
example, the § 481(a) adjustmeni may
include the difference resulting from
changing from taking inventory accounts
under § 471 o wearting the goods as mate-
riaks and supplies that are not incidental
under § 1.162-3.

.04 Taxpayers not within the scope of
this revenue procedure. A taxpaver that
ceases to qualify for the qualifying small
business taxpayer exception described in
section 4 of this revenue procedure for
any lrade or business and otherwise is

Moanth
December

Year

2001

DRAFTING INFORMATION

The principal author of this notice is
Todd Newman of the Employee Plans,
Tax Exempt and Government Entites
Division. For further informatior: regard-
ing this notice, please call Mr. Newman at
(202) 283-9888 (not a toll-free number).

requircd to use an accrual method for
that rade or business musi change 10
an  accrual method (and, if applicable
an inventory method that complies with
§ 471) for that wade or business using
either the automatic change in accounting
method provisions of section 5.01 of the
APPENDIX to Rev. Proc. 99-49, if appli-
cable, or the advance consent provisions
of Rev, Proc. 97-27 {(1997-1 C.B. 630)
{or its successor).

SECTION §. EFFECT ON OTHER
DOCUMENTS

Rev. Proc, 99-49 {1999-2 CB. 7125 is
modified and amplified to include this
automatic change in section 10 of the
APPENDIX.

SECTION 9. EFFECTIVE DATE

This revenue procedure is effective for
taxable years ending on or after Decem-
ber 31, 2001 However. the Service will
not challenge a taxpayer’s use of the
cash method under § 446, or a taxpay-
er’s fatlure 1o account for inventories
under § 471, for a trade or business n an
earlier year if the taxpaver, for that vear,
was a qualifying small business taxpayer
as described in section 3 of this revenue
procedure and the laxpayer was eligible
1o use the cash method for such trade »

90% 1o 105%

business under section 4.01 of this rev-
enue procedure.

CONTACT INFORMATION

For further informativn regarding this
revenue procedure, contact Cheryl Lynn
Oseekey of the Office of Associate Chief
Covnsel {Income Tax and Accounting) at
{202y 622-4970 (not a toll-free call),

Weighted Average Interest
Rate Update

Notice 2001- 80

Notice 88-73 provides guidelines for
determining the weighted average interest
rate and the resulting permissible range of
interest rates used o calcnlate current
liability for the purpose of the full fund-
ing timitation of § 412(c)7) of the Inter-
nal Revenue Code as amended by the
Omaibus Budget Reconciliation Act of
{987 and as further amended by the Uru-
guay Kound Agreements Act. Pub. L.
103465 (GATT).

The average yield on the 30-vear
Treasury Constant Mataritics for Novetn-
ber 2001 is 5.12 percent.

The following rales were determined
for the plan years beginming in the month
shown below,

90% o 110%

Weighted Permissible Permisstble
Average Range Range
572 515w 6.0] 515 t0 6.29

Section 529 Programs
Notice 2001- 81

This notice provides guidance regard-
ing certain recordkecping. reporting, and
other requirements applicabie 1o quahified
tuition prugrams described in § 529 of the
Interral Revenue Code. in light of certain
amendments made to § 529 by the Eco-
nomic Growth and Tax Relief Reconeilia-
ton Act of 2001 ¢(Pub. L. No. 107-16.
115 Seat. 38) (EGTRRA).

Amoeng other changes to § 529,
EGTRRA: (1) expands the
of “qualified tuttion program” to include
certain prepaid tuition programs estab-
lished and mainained by one or more eli-
gible educational instituitons; {2) pro-
vides an exclusion from gross income for
distributions from a State § 529 program
{and. beginning in 2004, a prepaid twiticn
program established and maintained by
onc or more eligibie educauonal mstitu-
tions} which are used to pay for qualified

definition

2001-2 CB. 8617



higher education expenses of the desig-
nated beneficiary: (3} repeals the require-
ment that a § 529 program impose a mote
than de minimis penalty on any refund of
earnings not used for qualifted higher
education expenses of the beneficiary;
and (4} replaces that penalty with an addi-
tional 10—percent tax on the amount of a
distribution from a § 529 program that is
includible in gross income (with certain
exceptions). In general, these amend-
ments are effective for taxable years
beginning after December 31, 2001."

[n light of these changes, and to
give § 529 programs adequate time o
implement appropriate recordkeeping and
teporting procedures, the [ntemal Rev-
enue Service and the Treasury Depart-
ment are issuing this guidance, which
they intend to incorporate in final regula-
tions under § 529. Section 529 programs
and their participanis may rely on this
notice pending the issuance of final regu-
lations under § 529.

a. [mposition of a penalty and verifica-
tion of purpose of a distribution.

As currently in effect (prior to the
effective date of EGTRRAY), § 52%(b1(3)
provides that a program is not treated as
a qualified § 329 program unless it
imposes a more than de minimis penalty
on any refund of earnings that is not: (a)
used for qualified higher education
expenses of the designated beneficiary;
(b} made on account of the death or dis-
ability of the designated beneficiary; ot
(¢) made on account of certain scholar-
ships or other educational asststance
received by the beneficiary. Prop. Treas.
Reg. § 1.529-2(e) provides rules on de
minimis penalties and procedures for vert-
fying the use of distributions and impos-
tng and collecting penalties.

EGTRRA repeals § 529(b)(3), effec-
tive for taxable years beginning after
December 31, 2001. Therefore, the final
regulations under § 529 will provide that,
with respect to any distributions made
after December 31, 2001, a § 329 pro-
gram will no longer be required to verify
how distributions are used or to collect
any penalty. However, with respect to any
distributions made on or before Decem-
ber 31, 2001, a § 529 program must con-

tinue to vecfy whether the distribution 1s
used for gualified higher education
expenses of the beneficiary and to collect
a more than de minimis penalty on non-
qualified distributions.

b. Reporting of distributions.

Section $29.d) provides that a § 529
program shall make reports regarding the
program to the Internal Revenue Service
and 1o designated beneficiaries regarding
contributions., distributions, and such
other matters as the Internal Revenue
Service may require. Prop. Treas.
Reg. § 1.529-4 requires a State tuition
program to report on Form 1099-G, Cer-
tain Government Payments, the earnings
portion of any distrbution made during
the year, together with other information
such as the name, address and TIN of the
distributee. A § 529 program must furnish
a statement to the distributee on or before
January 3ist of the year following the
calendar year in which the distribution is
made. [n addition, a § 529 program must
file Form 1099-G on or before Febmary
28th of the year following the calendar
year in which the distribution is made.

These reporting requirements continue
in effect for distributions made in 2001.
Thus. with respect to any distributions
made in 2001, a § 529 program must fur-
nish statements to the distributees on or
before January 31, 2002, and file returns
on Form 1099-G on or before February
28, 2002,

In light of the expansion of § 329 to
include prepaid tuition programs estab-
lished and maintained by one or more eli-
gible educational institutions (which may
be private institutions), the [nternal Rev-
enue Service will issue a new form, Form
1099-Q, for taxable years beginning after
December 31, 2001. A copy of Form
1099~ is available on the [RS website at
Www. {rs. gov.

¢. Calculation of earnings,
L. In general.

Section 329%(c)(3}(A) provides that a
distribution from a § 529 program is
includible in the gross income of the dis-
tributee in the manner as provided under
§ 72, to the extent not excluded from

' Unless otherwise indicated. references herein are 1o § 529 of the Internal Revenpe Code, as amended by EGTRRA.
! Gegtion 329(bX4} was renumnbered as § 529bN ) by EGTRRA,

618 2001-2 C.B.

gross income under any other provision
of Chapter 1 of the Code. Section
529(c)(3)D)(1ih) provides that, except to
the extent provided by the Secretary, the
value of the contract, income on the con-
ract, and the investment in the contract
are 10 be computed as of the close of the
calendar year.

1. Recordkeeping requirements with
respect to rollover contributions.

Section 529(b)(3)? states that a pro-
gram must provide a separate accounting
for each designated beneficiary. Prop.
Treas. Reg. § 1.529-2(f) requires a § 529
program to maintain records with respect
to the designated beneficiary of each
account showing the total investment in
the account and any earnings afttibutable
thereto.

In the case of a contribution to a § 529
account that represents a transfer from a
Coverdell education savings account
described in § 530(b)(2)(B). a transfer of
proceeds of a qualified U.S. Savings
Bond described in § 135(c)(2XC), or a
“rollover” of amounts from another § 529
program account {each, a “rollover contri-
bution"”), the recipient § 529 program
must determine the basis and earnings
portions of the amounts contributed. (See
Prop. Treas. Reg. § 1.529-3(a)}(2), which
provides that the earnings portion of the
rollover amount must be added to the
earnings of the account thar received the
contribution.} _

Although this requirement was not
changed by EGTRRA, § 529 programs
have indicated that there is some confu-
sion about the requirement that a § 529
program determine and maintain records
that reflect the basis and earnings portions
of any rollover contribution. Accordingly,
it is expected that final regulations will
clarify that, when accepting a contribu-
ton, a § 529 ptogram must ask whether
the contribution is a rollover contribution
from a Coverdell education savings
account, a qualified U.S. Savings Bond,
or another § 529 program. If the contribu-
tion is a rollover contribution, the § 529
program must determine the earnings por-
tion of the contribution, and add that
amount to the earnings recorded in the
account to which the rollover contribution



is made. Until the § 529 program receives
appropriate documentation showing the
earnings portion of the contribution, the
program must treat the entire amount of
the contribution as earnings in the § 529
account receiving the distribution. For
this purpose, “appropriate documenia-
tion” means: (1) in the case of a rollover
contribution from a Coverdell education
savings account, an account statemnent
issued by the financial institution that
acted as trustee or custodian of the educa-
tion savings account that shows basis and
earnings in the account; (2) in the case of
a rollover contribution from the redemp-
tion of qualified U.S. Savings Bonds. an
account statement or Form 1099-INT
issued by the financial institution that
redeemed the bonds showing interest
from the redemption of the bonds; and (3)
in the case of a rollover contribution from
another § 529 program, a statement
issued by the distributing § 529 program
that shows the earnings portion of the dis-
tribution.

3. Rollover statement between § 529
programs,

In the case of any direct transfer (i.e..
trustee-to-trustee rollover) between § 529
programs, the distributing program must
provide to the receiving program a state-
ment setting forth the earnings portion of
the rollover distribution within 30 days
after the distribution or by January 10th
of the year following the calendar year in
which the rollover occurred, whichever is
earlier. This rule is effective for direct
transfers between § 529 programs that
occur on or after January 1, 2002

4. Timing of earnings calculation.

Consistent with § 52%cH3)¥(D), the
proposed regulations provide that the
earnings portion of any distribution is
determined by applying an earnings ratio,
generally the earnings allocable to an
account as of the close of the year divided
by the iotal account balance as of the
close of the calendar year. deternmined by
adding back the amount of all distribu-
tions made during the vear. See Prop.
Treas. Reg. § 1.529-1(c).

In response to comments received on

the proposed regulations. and consis-

tent with the Secretary’s authority under
§ 529%c)(3)(D)(ii) to adopt a different
rule, the Treasury Department and the
Internal Revenue Service expect that final
regulations will revise the time for deter-
mining the earnings portion of any distri-
bution from a § 529 -account. It is
expected that final regulavons will pro-
vide that, effective for distributions made
after December 31, 2002, programs will
be required to determine the earnings por-
tion of each distribution as of the date of
distribution. In the case of direct transfers
between § 529 programs, this requirement
is effective for distributions made after
December 31, 2001. In the case of any
State program for which this change
would require legislation and whose State
legislature has a biennial legislative ses-
sion, the program will have until January
1, 2004, to conform to this method of cal-
culating earnings.

5. Aggregation of Accounts.

Section 529(cY3}D)(i) provides that
to the extent provided by the Secretary,
all § 529 programs of which an individual
is a designated beneficiary shall be
treated as one program. Prop. Treas. Reg.
§ 1.529-3(d) provides that all accounts
maintained by a § 529 program for the
benefit of a destgnated beneficiary shall
be treated as a single account for pur-
poses of calculating the earnings portion
of any distribution. Based on comments
received on the proposed regulations, it is
expected that the final regulations will
provide that only accounts maintained by
a § 529 program and having the same
account owner and the same designated
beneficiary must be aggregated for pur-
poses of computing the earnings portion
of any distribution. For this purpose, a
State that has both a prepaid § 529 pro-
gram and a § 529 savings program should
consider each program separately for pur-
poses of calculating the earnings portion
of any distribution from either the prepaid
or the savings program. These changes
will apply for purposes of the earnings
calculation only, and will not affect the
application of § 529(b){6) {prohibition on
excess contributions)”. The § 529(b)6)
limit will continue to be applied based
upon all accounts. both savings and pre-
paid. in programs established and main-

* Secuon S2UthKTr was renumbered av § S29hn6) y FGTRR A

1ained by the State for the benefit of the
same designated beneficiary.

Comments on Future Guidance Invited

The Internal Revenue Service invites
comments on the matters described
this notice and any other matters reiating
to § 529 and the regulations thereunder.
Please send written commenis by March
25, 2002, w: CC:IITA:RU {Notice 2001-
81). room 5226, Internal Revenue Ser-
vice, POB 7604, Ben Franklin Station,
Washington, DC 20044. Submission may
be hand-delivered Monday through Fri-
day between the hours of 8 am. and 5
pm. to CC:ITA:RU (Notice 2001-81),
Courier’s Desk, Internal Revenue Ser-
vice, 1111 Constitution Avenue, NW,
Washington, DC. Alternatively, taxpayers
may submit comments electronically via
the Internet by selecting the “Tax Regs”
option: on the IRS Home Page, or by sub-
mitting comments directly to the IRS
Internet site al Artp:/Awwwiirs.gov/prod/
tax_regs/regslist.imml, Comments will be
available for public inspection.

DRAFTING INFORMATION

The principal author of this notice is
Monice Rosenbaum of the Office of Divi-
ston Counsel/Associate Chief Counsel
(Tax Exempt and Govermnment Entities).
For further information regarding this
notice, contact Ms, Rosenbaum at (202)
6226070 (not a toll-free number).

Expansion of Safe Harbor
Provisions Under Notice
88-129

Notice 2001-82

PURPOSE

This notice amplifies and modifies
Notice 88-129 (1988-2 C.B, 541} as
modified and amplified by Notice 90-60
(1996-2 C.B. 345). Notice 88-129 pro-
vides that a regulated public wtility {ut}-
1ty) will not realize income upon transfers
of interties from qualifying small power

2001-2 C.B. 619



