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AGENCY: Internal Revenue Service (IRS), Treasury.

ACTI ON:  Notice of proposed rul emaking and notice of public
heari ng.

SUMVARY: Thi s docunent contains proposed regulations relating to
the reporting of paynents of gross proceeds to attorneys. The
regul ati ons reflect changes to the | aw nmade by the Taxpayer
Relief Act of 1997 (1997 Act). The regulations wll affect
attorneys who receive paynents of gross proceeds on behal f of
their clients and certain payors (for exanple, defendants in

| awsuits and their insurance conpanies and agents) that, in the
course of their trades or businesses, nmake paynents to these
attorneys. This docunent al so provides notice of a public
heari ng on these proposed regul ations.

DATES: Witten and el ectronic conmments nust be received by
August 15, 2002. Requests to speak (with outlines of topics to
be di scussed) at the public hearing schedul ed for Septenber 30,
2002, at 10 a.m, nust be received by Septenber 9, 2002.
ADDRESSES: Send submi ssions to: CC ITA RU (REG 126024-01), room
5226, Internal Revenue Service, POB 7604, Ben Franklin Station,
Washi ngt on, DC 20044. Subm ssions may be hand delivered Monday
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t hrough Friday between the hours of 8 aam and 5 p.m to:
CC I TARU (REG 126024-01), Courier’s Desk, Internal Revenue
Service, 1111 Constitution Avenue, NW, Washi ngton, DC.
Al ternatively, taxpayers may submt comments el ectronically by
subm tting conmments directly to the IRS Internet site at

WWW. i rs.gov/regs. The public hearing will be held in the

Audi toriumon the Seventh Floor of the Internal Revenue Buil di ng,
1111 Constitution Avenue, NW, Washi ngton, DC.

FOR FURTHER | NFORMATI ON CONTACT: Concerni ng the proposed
regul ati ons, Nancy Rose (202) 622-4910; concerning subm ssions of
comments, the hearing, and/or to be placed on the building access
list to attend the hearing, Treena Garrett at (202) 622-7180 (not
toll-free nunbers).

SUPPLEMENTARY | NFORMATI ON:

Paperwor k Reducti on Act

The collection of information contained in this notice of
proposed rul emaki ng has been reviewed and approved by the Ofice
of Managenent and Budget in accordance with the Paperwork
Reduction Act of 1995 (44 U.S.C. 3507(d)) under control nunber
1545- 1644.

An agency may not conduct or sponsor, and a person is not
required to respond to, a collection of information unless the
collection of information displays a valid OVB control nunber
assigned by the Ofice of Managenent and Budget.

Books or records relating to a collection of information

must be retained as long as their contents nmay becone material in
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the adm nistration of any internal revenue law. Cenerally, tax
returns and tax return information are confidential, as required
by 26 U.S.C. 6103.
Backgr ound

Thi s docunent contains proposed anendnents to the Inconme Tax
Regul ations (26 CFR Part 1) under sections 6041 and 6045 of the
I nternal Revenue Code (Code). These proposed anmendnents to the
I ncone Tax Regul ations would (a) revise existing 881.6041-1 and
1. 6041-3 and (b) add a new 81. 6045-5.

A new reporting requirenent, section 6045(f), was added to
the Code by section 1021 of the Taxpayer Relief Act of 1997
(1997-4 (Vol. 1) C.B. 1, 136). Section 6045(f) generally
requires information reporting for paynents of gross proceeds
made in the course of a trade or business to attorneys in
connection with | egal services (whether or not the services are
performed for the payor). No information return is required
under section 6045(f) for the portion of any paynent that is
required to be reported under section 6041(a) (or that would be
required to be reported under section 6041 but for the $600
limtation) or under section 6051. The 1997 Act al so provides
that the general exception in 81.6041-3(q)(1) for reporting
paynments nade to corporations does not apply to paynents of
attorneys’ fees.

Proposed regul ati ons under sections 6041 and 6045(f) were
previously published in the Federal Register on May 21, 1999 (64
FR 27730) (t he 1999 proposed regul ations). Many individuals and
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organi zati ons provided witten comments on the 1999 proposed
regul ations. Several individuals spoke at a public hearing held
on Septenber 22, 1999.

After considering all of the comments, the IRS and the
Treasury Departnent have deci ded to anend and repropose the
regul ati ons under sections 6041 and 6045(f), incorporating the
gui dance in the 1999 proposed regul ations wth sone
nodi fications. Al comments received in connection with the 1999
proposed regulations will continue to be considered in finalizing
t hese reproposed regul ati ons (the proposed regulations). The IRS
and the Treasury Departnent wel cone any additional comments from
t axpayers on the issues discussed bel ow or on other issues
relating to section 6045(f).

Expl anati on of Revi sions

Delivery Rule

Section 1.6045-5(b)(1) of the 1999 proposed regul ations (the
delivery rule) elicited nunmerous comments. The delivery rule
required information reporting of paynents delivered to a
nonpayee attorney, if under the circunstances, it was reasonable
for the payor to believe that the attorney received the check in
connection with | egal services. Mst of the comments urged the
I RS and the Treasury Departnent to elimnate the delivery rule
for a variety of reasons.

First, commentators suggested that the benefits the IRS
woul d derive fromreceiving information regardi ng paynents of

gross proceeds to nonpayee attorneys woul d be outwei ghed by the
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burdens payors woul d encounter in collecting and reporting that
information. Several commentators stated that their automated
I nformati on collection and processi ng systens cannot prepare
returns for nonpayee recipients. Consequently, they would incur
substantial costs to acconmpdate reporting to nonpayee attorneys,
either by nodifying those systens or by manual |y preparing
I nformati on returns for nonpayee attorneys.

Second, comrentators stated that the delivery rule creates
the potential for unintentional nonconpliance because the
departnment of a payor’s business that delivers checks to nonpayee
attorneys is separate from and may be in a different |ocation
from the departnment that prepares the information returns. Due
to this business structure, the reporting departnent may not
receive the required information fromthe delivery departnent.

O her commentators stated that the delivery rule
unnecessarily conplicates the requirenment to backup w thhold on
paynments nade to an attorney who does not provide a taxpayer
i dentification nunber (TIN). Many commentators al so argued that
delivering a check to a nonpayee does not constitute “making a
paynment” to that person under section 6045(f) or other
I nformation reporting provisions of the Code.

Due to the substantial burdens that the delivery rule would
I npose on payors, the IRS and the Treasury Departnent have
adopted the suggestion to elimnate it. Thus, the proposed

regul ati ons provide that a paynent to an attorney, in the case of
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a paynent by check, nmeans a check on which the attorney is naned
as a sole, joint, or alternative payee.

ldentity of the Payor

Several comrentators suggested that the proposed regul ations
define the term “payor” under section 6045(f). Specifically,

t hese comment ators suggested that the section 6041(a) payor
standard shoul d al so be used under section 6045(f), principally
for three reasons. First, the |anguage in both Code sections
regarding who is required to report is virtually identical, that
I's, a person engaged in a trade or business and nmeki ng paynents
in the course of that trade or business. Second, using different
standards could lead to confusion. Third, comentators fromthe
banki ng and nortgage | ending i ndustry were concerned that they
woul d i ncur substantial costs of reporting paynents nmade to

| awyer-owned title insurance conpani es and settl enent attorneys
unl ess the regul ati ons under section 6045(f) adopted the section
6041(a) payor standard.

The IRS and the Treasury Departnent agree that defining the
term payor would be hel pful. The proposed regul ati ons define a
payor as a person who nakes a paynent if that person is an
obligor on the paynment, or the obligor’s insurer or guarantor.
For exanple, a payor includes (a) a person who pays a settl enent
anount to an attorney of a client who has asserted a tort,
contract, violation of law, or workers’ conpensation claim
agai nst that person; and (b) the person’s insurer if the insurer

pays the settlenment anount to the attorney.
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The IRS and the Treasury Departnent believe that the payor
standards under sections 6041 and 6045(f) should not be identical
because the nature and the purpose of the reporting requirenents
under each Code section are different. The |egislative history
of the 1997 Act, describing the [aw regarding information
reporting of paynents to attorneys before enactnent of section
6045(f), states that if “the paynent [to the attorney] is a gross
amount and it is not known what portion is the attorney’'s fee, no
reporting is required on any portion of the paynent.” H R Rep.
No. 148, 105'" Cong., 1% Sess. 474 (1997). The Conmittee Report
then states that section 6045(f) “will have a positive inpact on
compliance with the tax laws by requiring additional information
reporting.” H R Rep. No. 148, at 474 (1997). A specific
concern was that there was no reporting by payors (and
underreporting by recipients) of paynents of judgnents and
settl enments nade by insurance conpanies to attorneys that yielded
| arge | egal fees. See Departnent of the Treasury, GCeneral

Expl anations of the Adm nistration’s Revenue Proposals 86

(February 1997).

The additional reporting that Congress contenpl ated, and
about which the Treasury Departnment was concerned, will not occur
I f the section 6041 payor standard is used under section 6045(f).
General |y under section 6041, a person who nmakes a paynent on
behal f of a third person reports the paynent only if the first
person exerci ses nmanagenent or oversight in connection with, or

has a significant economc interest in, the paynent. See Rev.
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Rul . 93-70 (1993-2 C.B. 294). Under the proposed section 6041
m ddl eman regul ati ons published in the Federal Register on
Oct ober 17, 2000 (65 FR 61292), a defendant or its insurer that
pays tort damages to a claimant’s attorney generally does not
exerci se managenent or oversight in connection with, or have a
significant economc interest in, the paynent to the attorney.
The preanble to those proposed regul ati ons expl ains that neither
t he defendant nor the insurer is required to file an information
return under section 6041(a) for the paynent nmade to the
attorney. 65 FR 61293-61294. |If the section 6041 m ddl eman
rul es were used under section 6045(f), the defendant and the
I nsurer would not be required to report the paynents to the
attorney under section 6045(f) either. The |arge paynents by
I nsurers to attorneys in judgnents and settlenents would go
unreported by any payor, as was the case prior to the enactnent
of section 6045(f). The IRS and the Treasury Departnent believe
that Congress did not intend this result. Thus, the suggestion
to use the section 6041 payor standard for section 6045(f) has

not been adopt ed.

Scope of the Section 6045(f)(2)(B) Exception

Section 6045(f)(2)(B) states that section 6045(f) “shall not
apply to the portion of any paynment that is required to be
reported under section 6041(a) (or would be so required but for
the $600 limtation contained therein) or section 6051.” The use
of different standards under sections 6041 and 6045(f) for

determining who is required to file and furnish an information



9
return affects the scope of the exception to reporting in section
6045(f)(2)(B). For exanple, assune that a defendant’s insurer,
to settle a claimant’ s lawsuit for taxable damages, wote a check
for $100,000 jointly to the claimant and the claimant’s attorney
and that the insurer knew that the attorney’s fees were $40, 000.
Under section 6045(f), the insurer is required to report the
$100, 000 paynent to the attorney. The exception in section
6045(f) (2)(B) does not apply because the insurer has no
i nformation reporting obligation under section 6041 with respect
to the paynent to the attorney.

Sonme conment at ors suggested a very broad readi ng of the
exception to reporting contained in section 6045(f)(2)(B). Under
t he approach suggested by these commentators, this exception
woul d apply if the paynment to the attorney is subject to
reporting under section 6041 or section 6051 by any person. For
exanpl e, under this view, if a claimant in a lawsuit is required
to report under section 6041 the portion of a damage award that
his attorney retained as a contingent fee, then the defendant’s
I nsurance conpany, which paid those damages to the claimant’s
attorney, would not report the paynent under section 6045(f).

The IRS and the Treasury Departnent believe, however, that
Congress intended the exception in section 6045(f)(2)(B) to
provide relief only to the person who is required (or would be so
required but for the dollar Iimtation) to report the paynent to
the attorney under section 6041 or section 6051. First, a payor

I's best able to determ ne whether it is required to report a



10
paynment based on its relationship to the paynent rather than that
of an unrel ated (and possibly adversarial) third party. Second,
requiring a payor to determ ne whether a third party is required
to report a paynent could introduce inconsistency into the
reporting process if the payor and the third party di sagree on
whether the third party is required to report a paynent under
section 6041 or section 6051.

On a related matter, one comentator noted that sone
practitioners believe that if a paynent (or portion of a paynent)
I's reportabl e under section 6045(f), then under 81.6041-
1(a)(1)(ii) it is not subject to reporting under section 6041
Wi th respect to another payee. This view contradicts Congress’
pur pose in enacting section 6045(f), which is to “have a positive
I npact on conpliance with tax |aws by requiring additional
information reporting.” H R Rep. No. 148, at 474 (1997).
Therefore, 81.6041-1(a)(1)(ii) has been clarified to provide
explicitly that the exception applies to a paynent with respect
to which information returns are required under section 6041(a)
and anot her Code section (e.g., section 6045) for the sane payee.
For exanple, a person who pays $600 of taxable damages to a
claimant and the claimant’s attorney may be required to file an
i nformati on return under section 6041 with respect to the
cl ai mant and another information return under section 6045(f)

Wi th respect to the clainmant’s attorney.

De Mninms Paynents
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Many conment at ors suggested that the statutory $600 annual
threshold for reporting paynments under section 6041 should al so
apply under section 6045(f). Many payors who are required to
report paynents under section 6045(f) also are required to report
paynments under section 6041. |In many cases, paynents under both
Code sections are reported on Fornms 1099-M SC. Comment ators
stressed that payors would incur substantial costs to report
paynents that aggregated | ess than $600 annual |y, because they
woul d have to either nodify their automated processing systens or
manual |y prepare returns reporting these paynents. They argued
that this burden far outwei ghs any benefit to be derived from
collecting information for the relatively few paynents nmade to
attorneys that do not aggregate at |east $600 during a cal endar
year. In light of these circunstances, the proposed regul ations
adopt a $600 annual reporting threshold because such a threshold
strikes a reasonabl e bal ance between the objectives of section
6045(f) and the potential burden of conpliance.
Form 1099-M SC and Payee St at enent

Most comment at ors approved of using Form 1099-M SC to report
paynments under section 6045(f) because their existing autonated
I nformati on processing systens are programmed to conplete this
form However, a few comentators suggested that, because Form
1099-M SC i s used to report inconme paynents, it should not be
used to report paynents of gross proceeds. Sone of these
commentators al so noted that some payors had inproperly reported

gross proceeds paynents in an incone box on Form 1099-M SC.



12

Begi nning in 2001, the Form 1099-M SC was revised to add a
separate and distinctly |abel ed box for reporting gross proceeds
paynents nade to attorneys. Therefore, paynents under section
6045(f) will continue to be reported on Form 1099-M SC. However,
so that the IRS can easily change to another formif the need
ari ses, the proposed regul ations do not specify the formto be
used.

Separate or Aggregate Reporting

Sone commentators believed that, for each reportable paynent
under section 6045(f), payors should be required to file and
furnish a separate Form 1099 listing the nanme of the attorney’s
client. These comentators were concerned that attorneys woul d
have difficulty reconciling payee statenents containing aggregate
annual paynments with their other records, an exercise that m ght
be necessary if their incone tax returns were exam ned by the
| RS. However, other commentators asserted that requiring such
detail ed payee statenents woul d i npose an enornous burden on
payors. These commentators urged that providing such detail ed
I nformati on should be voluntary, and noted that nmany payors
provi de such information to payees upon request. On bal ance, the
I RS and the Treasury Departnent believe that the potential burden
on payors that would result if separate payee statenents were
made mandat ory outwei ghs the potential benefit of such statenents
to payees. Accordingly, under the proposed regul ati ons, payors

may file either one Form 1099-M SC t hat aggr egates annual
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paynents or separate Fornms 1099-M SC for each paynent. However
further comments on this question are wel cone.

Joint or Miltiple Payees

Section 1.6045-5(b)(2)(i) of the 1999 proposed regul ati ons
provided that if nore than one attorney is listed as a payee on a
check, the information return is required to be filed with
respect to the attorney who received the check (the payee-
recipient rule). For some of the sanme reasons that the delivery
rule was criticized, several commentators suggested that if nore
than one attorney’s nane is |listed on a check, the payor should
be required to issue an information return with respect to the
first-listed attorney (the first-listed rule). 1In addition, one
coment at or suggested that where joint or multiple payees are
listed on a check, the payor should be required to report with
respect to each attorney listed as a payee on the check (the all-
payee rule).

The IRS and the Treasury Departnent carefully considered
whet her the payee-recipient rule raises the sanme problens as the
delivery rule and believe that it does not. Commentators’
principal objection to the delivery rule was that their automated
I nformation reporting systens are designed to capture information
about check payees, not nere addressees or deliverees. The
payee-recipient rule, however, requires that the recipient of the
check al so be naned as a payee and thus does not raise the sane
concerns as the delivery rule. The IRS and the Treasury

Departnment considered and rejected the first-listed payee rule
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because it would result in no information reporting wth respect
to an attorney who receives the check and is not the first-listed
payee attorney. Finally, the IRS and the Treasury Depart nent
considered and rejected the all-payee rul e because, as between
the two, the payee-recipient rule appears to be | ess burdensone
for nost payors. Therefore, the proposed regul ations retain the
payee-recipient rule. The IRS and the Treasury Departnent,
however, request comments on the effectiveness of, and the
rel ati ve burdens inposed by, each of these three approaches.

Exceptions for Certain Types of Paynents

Many comment ators suggested that the definition of the term
| egal services in 81.6045-5(d)(2) of the 1999 proposed
regul ati ons was too broad. These commentators requested an
exception to the section 6045(f) information reporting
requirement in certain circunstances where they believed the
specific paynent bears little or no correlation to the taxable
i ncome of the attorney or the attorney’s client. Specifically,

t hey suggested exceptions to reporting for paynents to payee
attorneys who were acting as (i) settlenent attorneys or title
insurers in real estate transactions, (ii) executors or

adm ni strators of estates (for exanple, those receiving paynents
of life insurance proceeds), (iii) trustees of trusts (such as
pensi on plans and bankruptcy estates), and (iv) adm nistrators of
qualified settlement funds described in 81.468B-1.

Consistent with the | anguage and purpose of section 6045(f),

the IRS and the Treasury Departnent continue to believe that a
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broad definition of |egal services is appropriate. However, it
shoul d be noted that other features of the proposed regul ations,
such as the elimnation of the delivery rule, may provide a
result equivalent to an exception in many cases. For exanple,
the IRS and the Treasury Departnent understand that it is unusual
for an attorney who is the executor or adm nistrator of an estate
to be naned as the payee on a check. Simlarly, in many
bankruptcy situations the estate of the bankrupt, rather than the
trustee, is the nanmed payee. Further, under these proposed
regul ati ons, many payors will be able to avoid reporting under
section 6045(f) sinply by nam ng the attorney’s client as payee
on the check even if the check is delivered to the attorney’s
office. Finally, the proposed regul ations provide that paynents
made to an attorney acting in the capacity as a settlenent agent
i n connection with the closing of a real estate transaction are
not subject to reporting under section 6045(f). The IRS and the
Treasury Departnent believe that the flexibility provided by
these rul es should reduce the need for many of the requested
exceptions fromthe termlegal services. However, conments on
addi tional exceptions where such flexibility is not practical are
wel cone.

The proposed regul ations al so provide a clearer and nore
obj ective standard for determ ning whether a paynent nmade to a
foreign attorney is subject to reporting under section 6045(f).
Under the proposed regulations, a return of information is not

requi red under section 6045(f) with respect to paynents nmade to a
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nonresi dent alien individual, foreign partnership, or foreign
corporation that does not engage in a trade or business in the
United States and does not perform any | abor or personal services
in the United States. The proposed regul ati ons provide that the
rules provided in 81.6041-4(a)(1l) are used to determ ne whether a
paynment is subject to this exception. Thus, the payor nakes this
determ nation by obtaining fromthe payee a Form W8, a Form W9,
or other docunentation conformng in substance to those forns, or
by relying on the presunptions provided under 81.1441-1(b)(3).

O her comentators asked for exceptions for situations in
whi ch attorneys who, after collecting their fees for |egal
services rendered, continue to serve as nere clearinghouses or
delivery conduits to their clients. For exanple, attorneys
sonmetinmes col |l ect and di sburse paynents intact for: (1) a
transient or honeless client; (2) a client whose address is
intentionally not disclosed to the payee; or (3) a client who is
entitled to recurring paynents in satisfaction of the client’s
wor kers’ conpensation claim In addition, sonetines a payor is
required to nmake paynents to third-party service providers
through an attorney to nonitor payor conpliance, even though the
attorney does not charge a separate fee for this service. The
I RS and the Treasury Departnent have not adopted this suggested
exception to the section 6045(f) reporting requirenent, because
it is too burdensone to require a payor to determ ne whether any
portion of a specific paynent is being retained by the attorney

as a fee.
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Therefore, the proposed regul ati ons adopt, with a m nor
clarification, the definition of the termlegal services used in
the 1999 proposed regul ations. Under the proposed regul ati ons,
the termlegal services neans all services related to, or
supportive of, the practice of |law perforned by, or under the
supervision of, an attorney. Including services that are rel ated
to, or supportive of, the practice of lawin the definition of
| egal services continues the broad definition in the 1999
proposed regulations. It also clarifies that paynents to an
attorney for services that are clearly unrelated to the practice
of law are not subject to reporting under section 6045(f). For
exanpl e, a paynent to an individual for refurbishing an antique
autonobile is not subject to reporting under section 6045(f)
merely because that individual is a tax |awer.

Backup Wt hhol di ng

Some comment ators suggested either elimnating the
requi renent for a payor to backup w thhold on a paynent nade to
an attorney who does not furnish a TINor, if such wthholding is
required, permtting the withheld anbunts to be credited to the
account of the attorney’'s client. The IRS and the Treasury
Departnment believe that paynents to attorneys for |egal services
are reportabl e paynments under section 3406(b)(3)(C, and thus are
subject to the backup w thhol ding requirenents. Further, the
following statenent in the legislative history of section 6045(f)

shows that Congress specifically intended paynents to attorneys
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that are reportabl e under section 6045(f) to be subject to backup
wi t hhol di ng:

Third, attorneys are required to pronptly supply their
TINs to persons required to file these information
reports, pursuant to section 6109. Failure to do so
could result in the attorney being subject to penalty
under section 6723 and the paynents being subject to
backup wi t hhol di ng under section 3406.

H R Conf. Rep. No. 220, at 546 (1997). Accordingly, this
suggestion has not been adopted in the proposed regul ati ons.
However, elimnating the delivery rule may all eviate many
concerns regardi ng backup wi thhol di ng on paynents to attorneys
who do not supply their TINs.

Revi si on of Exanpl es

Several comments were received regarding the exanples in
81. 6045-5(f) of the 1999 proposed regul ations. Comrentators
suggested that Exanple 1 be revised to clarify that the defendant
in the lawsuit was the claimnt’s enpl oyer and that the anount
di sbursed by the defendant to the claimant’s attorneys shoul d be
reduced to reflect paynents of inconme and Federal |nsurance
Contri butions Act tax w thhol dings. These revisions have been
adopt ed.

Sone comment ators expressed concern that the exanples inply
that all damages in a |lawsuit against an enpl oyer are back wages
reportabl e under Forns W2. Exanple 1 has been clarified to
explain that, under its particular facts, the damages received
are taxabl e wages under existing legal principles. Further, the

exanples are not intended to state or inply any substantive
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conclusion on the tax treatnent of any particular type of damage
awar d.

Sonme commentators stated that the exanples did not provide
sufficient guidance on the reporting of damages under sections
6041 and 6051. The IRS and the Treasury Departnment understand
taxpayers’ interest in additional guidance in this area, due in
part to significant changes in the | aw under section 104(a)(2).
However, regul ati ons under section 6045(f) are not the
appropriate place to address | egal issues involving concerns
under sections 6041 and 6051. Thus, these proposed regul ations
address issues under sections 6041 and 6051 only to the extent
they are integral or closely related to providing guidance
regardi ng section 6045(f).

Finally, in response to nunmerous requests, the 1999 proposed
regul ati ons have been expanded to provi de additional exanples of
required reporting.

Anendnent to 8§1.6041-3(q)

Section 1.6041-3(q) of the 1999 proposed regul ati ons
provi ded that paynments to a corporation engaged in providing
| egal services did not qualify for the exception for reporting
paynments to corporations. These proposed regul ations conformthe
| anguage of section 1.6041-3(q) to that of section 1021(b) of the
1997 Act by providing that paynents of attorneys’ fees nmade to a
corporation do not qualify for the exception for reporting

paynments to corporations under section 6041.

Ef fective Date of Proposed Requl ati ons under Section 6045(f)
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In response to several comments received concerning the
anount of tine needed to inplenent automated processing systens
changes, the effective date of the regul ati ons has been del ayed.
The regulations will apply to paynents nmade during the first
cal endar year that begins at |east two nonths after the date of
publication of the final regulations in the Federal Register.
Speci al Anal yses

It has been determined that this notice of proposed
rul emaking is not a significant regulatory action as defined in
Executive Order 12866. Therefore, a regulatory assessnent is not
required. It has also been determ ned that section 553(b) of the
Adm ni strative Procedure Act (5 U S.C. Chapter 5) does not apply
to these regul ati ons.

It is hereby certified that the collection of information in
these regulations wll not have a significant econom c inpact on
a substantial nunmber of small entities. This certification is
based on the facts that: (1) the tinme required to prepare and
file a 2002 Form 1099-M SC is mnimal (currently estimted at 16
m nutes per form; and (2) it is not anticipated that, as a
result of these regulations, small entities will have to prepare
and file nore than a few, at nost, forns per year. Therefore, a
Regul atory Flexibility Analysis under the Regulatory Flexibility
Act (5 U.S.C. chapter 6) is not required. Pursuant to section
7805(f) of the Code, this notice of proposed rul emaking will be
submtted to the Chief Counsel for Advocacy of the Small Business

Adm ni stration for comment on its inpact on small business.
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Comments and Public Hearing

Bef ore these proposed regul ati ons are adopted as fi nal
regul ati ons, consideration will be given to any witten coments
(a signed original and eight (8) copies) that are submtted
timely (in the manner described in the ADDRESSES portion of this
preanble) to the IRS. The IRS and the Treasury Depart nent
request comments on the clarity of the proposed rules and how
they can be nmade easier to understand. Al coments wll be
avail abl e for public inspection and copying. Witten conments on
t he proposed regul ati ons are due by August 15, 2002.

A public hearing has been schedul ed for Septenber 30, 2002,
beginning at 10 a.m in the Auditoriumon the Seventh Fl oor of
the Internal Revenue Building, 1111 Constitution Avenue, NW,
Washi ngton, DC. In addition, all visitors nmust present photo
identification to enter the building. Because of access
restrictions, visitors will not be admtted beyond the i medi ate
entrance area nore than 30 m nutes before the hearing starts.

For information about having your name placed on the building
access list to attend the hearing, see the FOR FURTHER
| NFORVATI ON CONTACT portion of this preanble.

The rules of 26 CFR 601.601(a)(3) apply to the hearing.
Persons who wi sh to present oral comments nust submt witten
comments and an outline of the topics to be discussed and the
time to be devoted to each topic (a signed original and eight (8)
copies) by Septenmber 9, 2002. A period of 10 mnutes will be

allotted to each person for making comments. An agenda show ng
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the scheduling of the speakers will be prepared after the
deadline for review ng outlines has passed. Copies of the agenda
will be available free of charge at the hearing.
Drafting Information

The principal author of these proposed regulations is A
Kat hari ne Jacob Kiss, Ofice of Associate Chief Counsel (Incone
Tax and Accounting). However, other personnel fromthe IRS and
the Treasury Departnent participated in their devel opnent.
Li st of Subjects in 26 CFR Part 1

I ncone taxes, Reporting and recordkeeping requirenents.
Proposed Amendnents to the Regul ations

Accordingly, 26 CFR part 1 is proposed to be anended as
fol | ows:
PART 1--1NCOVE TAXES

Par. 1. The authority citation for part 1 continues to read
in part as foll ows:

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

Par. 2. In § 1.6041-1(a)(1)(ii), the first sentence is
renoved and three sentences are added in its place to read as
fol | ows:

81.6041-1 Return of information as to paynents of $600 or nore.

(a) * * *
(1) * * =
(ii1) The paynents described in paragraphs (a)(1)(i)(A and
(B) of this section shall not include any paynents of anounts

with respect to which an information return is required by, or
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may be required under authority of, section 6042(a)(relating to
di vidends), section 6043(a)(2)(relating to distributions in
| i qui dation), section 6044(a)(relating to patronage dividends),
section 6045(relating to brokers’ transactions with custoners),
sections 6049(a)(1) and (2) (relating to interest), section
6050N(a) (relating to royalties), or section 6050P(a) or
(b)(relating to cancellation of indebtedness) with respect to the
sanme payee. For exanple, a person who pays $600 of taxable
damages to a claimant and the claimant’s attorney may be required
to file an information return under section 6041 wth respect to
t he clai mant and another information return under section 6045(f)
With respect to the claimant’s attorney. In addition,
notw t hstandi ng anything in the preceding two sentences, paynents
to an attorney that are described in paragraph (a)(1)(i) of this
section are reported under this section and not section 6045(f).
For provisions relating to information reporting on paynents to
attorneys, see 8§ 1.6045-5. * * *

Par. 3. Section 1.6041-3 is anended by revising the first
sentence of paragraph (q)(1) to read as foll ows:

81.6041-3 Paynents for which no return of information is required

under section 6041.

* * % * *

(q) * * %
(1) A corporation described in 81.6049-4(c)(2)(ii)(A),

except to a corporation for paynents of attorneys’ fees nade
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after Decenber 31, 1997, and except to a corporation engaged in
provi ding nmedi cal and health care services or engaged in the
billing and collecting of paynents in respect to the providing of
medi cal and health care services. * * *
* ok x k%
Par. 4. Section 1.6045-5 is added to read as foll ows:

81.6045-5 Information reporting on paynents to attorneys.

(a) Requirenent of reporting--(1) In general. Except as
provided in paragraph (c) of this section, every payor engaged in
a trade or business who, in the course of that trade or business,
makes paynments aggregating $600 or nore during a cal endar year to
an attorney in connection with |Iegal services (whether or not the
services are perfornmed for the payor) nust file an information
return for such paynents. The information return nust be filed
on the formand in the manner required by the Conm ssioner. For
the tine and place of filing the form see 81.6041-6. For
definitions of the terns under this section, see paragraph (d) of
this section. The requirenents of this paragraph (a)(1) apply
whet her or not --

(i) A portion of a paynent is kept by the attorney as
conpensation for |egal services rendered; or

(ii) Oher information returns are required with respect to
sonme or all of a paynment under other provisions of the |Internal

Revenue Code and the regul ati ons thereunder.
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(2) Information required. The information return required

under paragraph (a)(1) of this section nmust include the follow ng
I nf or mati on--

(1) The nanme, address, and taxpayer identification nunber
(TIN) (as defined in section 7701(a)) of the payor;

(ii1) The name, address, and TIN of the payee attorney;

(iii) The amount of the paynent or paynents (as defined in
par agraph (d)(5) of this section); and

(iv) Any other information required by the Comm ssioner.

(3) Requirenent to furnish statenent. A person required to

file an information return under paragraph (a)(1l) of this section
must furnish to the attorney a witten statenent of the
information required to be shown on the return. This requirenent
may be net by furnishing a copy of the return to the attorney.
The witten statenent nust be furnished to the attorney on or
before January 31 of the year follow ng the cal endar year in

whi ch the paynment was made.

(b) Special rules--(1) Joint or multiple payees--(i) Check

delivered to payee attorney. |If nore than one attorney is |isted

as a payee on a check, an information return nust be filed under
paragraph (a)(1) of this section with respect to the payee
attorney, if any, who received the check.

(ii1) Check delivered to nonpayee or to payee nonattorney.

If one or nore than one attorney is listed as a payee on a check
and the check is delivered to a person who is not a payee on the

check, or to a payee who is not an attorney, an information
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return nust be filed under paragraph (a)(1l) of this section with
respect to the first-listed payee attorney on the check.

(2) Attorney required to report paynents nmade to ot her

attorneys. |If, due to the paynent of a check, an information
return is required to be filed under paragraph (b)(1) of this
section, the attorney with respect to whomthe information return
Is required to be filed (tier-one attorney) nust file an

I nformation return, as required under this section, for any
paynment that the tier-one attorney nakes to other attorneys wth
respect to that check, regardl ess of whether the tier-one
attorney is a payor under paragraph (d)(3) of this section.

(c) Exceptions. Notw thstanding paragraphs (a) and (b) of
this section, a return of information is not required under
section 6045(f) with respect to the foll ow ng paynents-

(1) Paynents of wages or other conpensation paid to an
attorney by the attorney’ s enpl oyer.

(2) Paynments of conpensation or profits paid or distributed
to its partners by a partnership engaged in providing |egal
servi ces.

(3) Paynents of dividends or corporate earnings and profits
paid to its shareholders by a corporation engaged in providing
| egal services.

(4) Paynents nmade by a person to the extent that the person
Is required to report with respect to the sane payee the paynents
or portions thereof under section 6041(a) and 81.6041-1(a) (or

woul d be required to so report the paynents or portions thereof
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but for the dollar anmount [imtation contained in section 6041(a)
and 81.6041-1(a)).

(5) Paynents nade to a nonresident alien individual,
foreign partnership, or foreign corporation that does not engage
in a trade or business in the United States and does not perform
any | abor or personal services in the United States. For how a
payor determ nes whether a paynment is subject to this exception,
see §1.6041-4(a)(1).

(6) Paynents nmade to an attorney in the attorney’s capacity
as the person responsible for closing a transaction within the
meani ng of 81.6045-4(e)(3) for the sale or exchange of any
present or future ownership interest in real estate described in

§1.6045-4(b) (2) (i) through (iv).

(d) Definitions. The follow ng definitions apply for
pur poses of this section:

(1) Attorney neans a person engaged in the practice of |aw,
whet her as a sole proprietor, partnership, corporation, or joint

vent ure.

(2) Legal services neans all services related to, or
supportive of, the practice of |law perforned by, or under the
supervi sion of, an attorney.

(3) Payor nmeans a person who nakes a paynent if that person
I's an obligor on the paynent, or the obligor’s insurer or
guarantor. For exanple, a payor includes a person who pays a
settlenent anount to an attorney of a client who has asserted a

tort, contract, violation of [aw, or workers’ conpensation claim
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agai nst that person and the person’s insurer if the insurer pays
the settlenent anount to the attorney.

(4) Paynents to an attorney in the case of a paynent by

check neans a check on which the attorney is naned as a sol e,

joint, or alternative payee.

(5) Amount of the paynent in the case of a check neans the
anount of the check plus the anobunt required to be withheld from
t he paynent under section 3406(a)(1l), because a condition for
Wi t hhol ding exists with respect to the attorney for whom an
information return is required to be filed under paragraph (a)(1)
of this section.

(e) Attorney to furnish TIN. A payor that is required to

file an information return under this section nust solicit a TIN
fromthe attorney at or before the tinme the payor nmakes a paynent
to the attorney. Any attorney nust furnish the TIN to the payor,
but is not required to certify that the TINis correct. See,
however, paragraph (c)(5) of this section regarding paynents to
certain foreign attorneys. A paynent for which a return of
information is required under this section is subject to backup
wi t hhol di ng under section 3406 and the regul ati ons thereunder.
(f) Exanples. The provisions of this section are
illustrated by the foll ow ng exanples. The exanples assune that
Pis not a payor with respect to A the attorney, under section
6041. See section 6041 and the regul ati ons thereunder for rules
regardi ng whether P is required under section 6041 to file

I nformation returns with respect to C
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Exanple 1. One check--joint payees--taxable to clai mant.
Enpl oyee C, who sues enployer P for back wages, is represented by
attorney A. P settles the suit for $300,000 that represents
t axabl e wages under existing legal principles and wites a
settl enment check payable jointly to C and A in the anount of
$200, 000, net of inconme and FICA tax wi thholding. P delivers the
check to A. A retains $100,000 of the paynent and di sburses the
remai ni ng $100,000 to C. P nust file an information return with
respect to A for $200, 000 under paragraph (a)(1) of this section.
P nmust also furnish an information return to C under section 6051
in the amount of $300, 000.

Exanple 2. One check--joint payees--excludable to clainmant.
C, who sues corporation P for damages on account of personal
physical injuries, is represented by attorney A. P settles the
suit for a $600,000 damage paynent that is excludable fromC s
gross inconme under section 104(a)(2). P wites the $600, 000
settl ement check payable jointly to C and A and delivers the
check to A. A retains $240,000 of the payment as A's attorney’s
fees and remts the renmaining $360,000 to C. P nust file an
information return with respect to A for $600, 000 under paragraph
(a)(1) of this section.

Exanple 3. Separate checks--taxable to claimant. C, a
plaintiff in a suit for lost profits against corporation P, is
represented by attorney A. P settles the suit for $300,000. A
requests P to wite two checks, one payable to A in the amount of
$100,000 for A's attorney’s fees and the other payable to Cin
t he amount of $200,000. P wites the checks in accordance with
A's instructions and delivers both checks to A P nust file an
information return with respect to A for $100, 000 under paragraph
(a)(1) of this section.

Exanple 4. Check nade payable to claimant, but delivered to
nonpayee attorney. Corporation P, a defendant in a suit for
damages knows that C, the plaintiff, has been represented by
attorney A throughout the proceeding. P settles the suit for
$500, 000. Pursuant to a request by A, P wites the $500, 000
settl enment check payable solely to C and delivers it to Aat A's
office. P is not required to file an information return under
paragraph (a)(1) of this section with respect to A because there
IS no paynent to an attorney within the neaning of paragraph
(d)(4) of this section.

Exanple 5. Miltiple attorneys |listed as payees.
Corporation P, a defendant, settles a lost profits suit brought
by C, for $1,000,000 by paying a check naming C s attorneys, Y,
A, and Z, as payees in that order. Y, A and Z are not related
parties. P delivers the paynent to A's office. A deposits the
check proceeds into a trust account and nmekes paynents by
separate checks to Y of $100,000 and to Z of $50,000, for their
attorneys’ fees. A also nakes a paynent by check of $550,000 to
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C. Pnust file an information return for $1, 000,000 with respect
to A under paragraphs (a)(1) and (b)(1)(i) of this section. A
in turn, nust file information returns with respect to Y of

$100, 000 and to Z of $50,000 under paragraphs (a)(1) and (b)(2)
of this sectionif Ais not required to file information returns
under section 6041 with respect to A's paynents to Y and to Z

Exanple 6. Anpbunt of the paynent--attorney does not provide
TIN. Corporation P, a defendant, settles a suit brought by C for
$1, 000, 000 of damages. C's attorney, A, did not furnish P wth
A's TIN Pis required to deduct and wi thhold tax fromthe
$1, 000, 000 under section 3406(a)(1)(A) and paragraph (e) of this
section. Therefore, P nmakes the paynent by a $720, 000 check
namng C and Cs attorney, A as joint payees. P nust also file
an information return with respect to A under paragraph (a)(1l) of
this section in the anount of $1, 000,000, as prescribed in
par agraph (d)(5) of this section.

Exanple 7. Hone nortgage | ending transaction. (i)
I ndi vi dual P agrees to purchase a house that P will use solely as
a residence. P obtains a loan fromlender L to finance a portion
of the cost of acquiring the house. L disburses |oan proceeds of
$325,000 to attorney A, who is the settlenent agent, by a check
nam ng A as the sole payee. A in turn, wites checks fromthe
| oan proceeds and fromother funds provided by P to the persons
i nvol ved in the purchase of the house, including a check for $800
to attorney B, whom P hired to provide P with | egal services
relating to the closing.

(ii) P, not L, is the payor of the paynent to A under

par agraph (d)(3) of this section. P, however, is not required to
file an information return with respect to A under paragraph
(a)(1) of this section because the paynent was not nade in the
course of P's trade or business. Even if P nmade the paynent in
the course of P s trade or business, P would not be required to
file an informati on return under section 6045(f) wth respect to
A because P is excepted under paragraph (c)(6) of this section.

(iii) Ais not required to file an information return under
paragraph (a)(1) of this section with respect to the paynent to B
because A is not the payor as that termis defined under
paragraph (d)(3) of this section. Also Ais not required to file
an information return under paragraph (b)(2) with respect to the
paynment to B because A was listed as sole payee on the check it
received fromP. See section 6041 and its regulations for
whether A or L nust file information returns under that section.
See section 6045(e) and 81.6045-4 for whether Ais required to
file an information return under that section.

Exanple 8. Business nortgage | ending transaction. The
facts are the sanme as in Exanple 7 except that P buys rea
property that P will use in a trade or business. P, not L, is
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the payor of the paynent to A under paragraph (d)(3) of this
section. P, however, is not required to file an information
return under section 6045(f) with respect to A because P is
excepted under paragraph (c)(6) of this section. A is not
required to file an information return under paragraphs (a) or
(b)(2) of this section with respect to the paynent to B. See
section 6041 and its regulations for whether P or L nust file
i nformati on returns under that section. See sections 6041 and
6045(e) for rules regarding whether Ais required to file

I nformati on returns under those sections.

Exanple 9. Qualified settlenent fund. Corporation P agrees
to settle for $100, 000,000 a class action |lawsuit brought by
attorney A on behalf of a claimnt class. Pursuant to the
settl enment agreenent and a prelimnary order of approval by a
court, A establishes a bank account in the nane of Q Settl enent
Fund, which is a qualified settlenent fund (QSF) under 81.468B-1.
A is also designated by the court as the adm nistrator of the
QSF. Corporation P wites a $100, 000, 000 check in 2003 to A, who
deposits the check proceeds into the Q Settlenent Fund. |n 2004,
the court approves an award of attorneys’ fees of $35, 000,000 for
A In 2004, Q Settlenment Fund delivers a $35, 000, 000 check
payable to A P is required to file an information return under
par agraph (a) of this section with respect to A for the year 2003
for the $100, 000, 000 paynent it nmade to A. The Q Settl enent Fund
Is required to file an information return under section 6041(a)
and 81.468B-2(1)(2) with respect to A for the year 2004 for the
$35, 000, 000 paynent it made to A

Exanpl e 10. Bankruptcy trustee--wage garni shnent.
I ndi vidual C files for bankruptcy under Chapter X1l of the
Bankruptcy Code, 11 U. S.C sections 1301-1330. Pursuant to a
wage garni shnent order, C s enployer, P, wthholds $800 fromC s
earnings. P remts a check for $800 payable to A, an attorney
who was appointed by the United States Bankruptcy Court to act as
the trustee of Cs bankruptcy estate. P is required to file an
i nformati on return under section 6045(f) with respect to the $800
paynment it nade to A

(g) Cross reference to penalties. See the follow ng
sections regarding penalties for failure to conply with the
requi renents of section 6045(f) and this section:

(1) Section 6721 for failure to file a correct information
return.

(2) Section 6722 for failure to furnish a correct payee

stat enent .
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(3) Section 6723 for failure to conply wth other
I nformation reporting requirenments (including the requirenment to
furnish a TIN).
(4) Section 7203 for willful failure to supply information

(including a taxpayer identification nunber).
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(h) Effective date. The rules in this section apply to

paynments nade during the first cal endar year that begins at | east
two nonths after the date of publication of these regulations as

final regulations in the Federal Register

Deputy Conm ssioner of Internal Revenue.



