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Changes in Accounting Periods

AGENCY: Internal Revenue Service (IRS), Treasury.

ACTION:  Final regulations and renoval of tenporary regul ations.
SUMVARY: This docunent contains final regulations relating to
certain adoptions, changes, and retentions of annual accounting
periods. The final regulations are necessary to update, clarify,
and reorgani ze the rul es and procedures for adopting, changing,
and retaining a taxpayer’s annual accounting period. The final
regul ations primarily affect taxpayers that want to adopt an
annual accounting period under section 441 or that nust receive
approval fromthe Comm ssioner to adopt, change, or retain their
annual accounting periods under section 442.

DATES: Effective Date: These regulations are effective May 17,

2002.

Applicability Date: These regul ations are applicable for

taxabl e years ending on or after May 17, 2002.
FOR FURTHER | NFORMATI ON CONTACT: M chael Schmt or Roy Hirschhorn
at (202) 622-4960 (not a toll-free nunber).

SUPPLEMENTARY | NFORVATI ON:



Paperwor k Reducti on Act

The col l ections of information contained in these final
regul ati ons have been reviewed and approved by the O fice of
Managenent and Budget in accordance with the Paperwork Reduction
Act of 1995 (44 U.S.C. 3507(d)) under control nunber 1545-1748.
Responses to these collections of information are required for
certain taxpayers to adopt, change, or retain an annual
accounting peri od.

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 control nunber
assigned by the Ofice of Managenent and Budget.

The estimated annual burden per respondent varies from 20
m nutes to one hour, depending on individual circunstances, with
an estimated average of 30 m nutes.

Comments concerning the accuracy of this burden estimte and
suggestions for reducing this burden should be sent to the
I nternal Revenue Service, Attn: IRS Reports C earance Oficer
W CAR: MP: FP: S, Washi ngt on, DC 20224, and to the O fice of
Managenent and Budget, Attn: Desk O ficer for the Departnent of
the Treasury, Ofice of Information and Regul atory Affairs,

Washi ngt on, DC 20503.
Books or records relating to this 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

On June 12, 2001, the IRS and Treasury Departnent published
I n the Federal Regi ster proposed anendnents to regul ati ons under
section 441 (period for conputing taxable incone), and sections
442, 706, 898, and 1378 (regarding the requirenent to obtain the
approval of the Comm ssioner to adopt, change, or retain an
annual accounting period) [REG 106917-99 (66 FR 31850)]. Witten
and el ectronic comments were solicited, and a public hearing was
schedul ed for COctober 2, 2001. Several comments were received,
and are discussed bel ow. Because no requests to speak were
received, the public hearing was cancelled. After consideration
of all comments, the proposed regul ati ons under sections 441,
442, 706, and 1378 are adopted as revised by this Treasury
deci si on.
Summary of Comments and Expl anation of Revi sions

1. Comments and Changes Relating to 81.441 of the Proposed
Requl ati ons

A. Definition of 52-53-week taxable year

The proposed regul ati ons both define the termtaxable year

consi sting of 52-53-weeks and provide an Exanple illustrating a

52-53-week taxable year that ends on a particular day of the week

that | ast occurs in a calendar nonth or that is nearest to the
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| ast day of that cal endar nonth. A comrentator observed that
many taxpayers have difficulty correctly applying the rules for
52-53-week taxabl e years, and suggested that certain explanatory
text contained in the Exanple be noved to the regul ati ons text
itself where it would be nore apparent and hel pful. This
suggesti on has been adopted in the final regul ations.

B. Changes to or froma 52-53-week taxabl e vear

The proposed regul ations generally provide that changes to
or froma 52-53-week taxable year are treated as changes in
annual accounting periods that require the approval of the
Comm ssi oner, and descri be sone specific instances in which such
approval may be obtai ned automatically under adm nistrative
procedures to be published by the Comm ssioner. Consistent with
the general franmework of the regul ations, the descriptions of
t hese specific changes have been renoved fromthe fina
regul ati ons. Taxpayers should see Rev. Proc. 2002-37 and Rev.
Proc. 2002-38, 2002-22 |I.R B., for situations in which automatic
approval for changes to or froma 52-53-week taxable year will be
granted. The final regulations clarify that a taxpayer wll not
be granted automati c approval for a change from one 52-53-week
t axabl e year to another 52-53-week taxable year, even if both
years reference the sane cal endar nonth.

C. Short periods of 6 days or |ess

The proposed regul ati ons provi de special rules for certain
short periods required to effect a change in annual accounting

period to (or from a 52-53-week taxable year. The proposed
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regul ations provide that if the short period is 6 days or |ess,
such short period is not a separate taxable year but is instead
added to and deened a part of the follow ng taxable year.

One comment at or suggested that taxpayers be permtted the
option of adding such a short period to either: (1) the follow ng
taxabl e year (as the proposed regul ations would require); or (2)
the prior taxable year, whichever convention is used by the
taxpayer for financial accounting purposes.

The I RS and Treasury Departnent believe that adopting the
comentator’s suggestion in this case would present certain
adm nistrative difficulties, conplicate tax adm nistration, and
possi bly encourage the use of hindsight in tax reporting. After
careful consideration, the IRS and Treasury have concl uded t hat
It is in the best interests of sound tax admnistration to have a
uni formand certain rule applicable in all such situations.

Thus, the final regulations do not adopt this suggestion.

D. Application of effective date rules to 52-53 week-taxable
years

The proposed regul ati ons provi de a general rule concerning

the application of certain effective dates as they apply to

t axpayers enpl oyi ng 52-53-week taxable years. |In response to

comments, the final regulations clarify that this rule also

applies to adm nistrative gui dance published by the Conm ssioner.
A coment was received suggesting that additional Exanples

be provided illustrating how particular terns other than those

“expressed in terns of taxable years begi nning, including, or
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ending with reference to the first or last day of a specified
cal endar nonth,” apply to 52-53-week fiscal -year taxpayers. 1In
response to this comment, clarifying | anguage and an additi onal
Exanpl e have been provided in the final regul ations.

E. Definitions of “pass-through entity” and “owner of a pass-
t hrough entity”

The proposed regul ati ons provide rules for certain pass-
through entities and owners of pass-through entities relating to
the treatnent of certain taxable years ending with reference to
the sane cal endar nonth. These rules are designed to prevent
substantial deferral and distortion of incone reporting.

The I RS and Treasury have becone aware of a potentially
abusive situation involving the deferral of incone reporting in
the case of closely-held Real Estate Investnment Trusts (RElTs)
(within the neaning of section 6655(e)(5)(B)) and certain owners
of interests in closely-held REITs (wthin the neaning of section
6655(e) (5)(A)).

For estimated tax purposes, certain owners of interests in
closely-held REITs are required to recogni ze incone fromthe REIT
in a manner simlar to partners in a partnership. Unlike a
partnershi p, however, REITs are not required to use a taxable
year that confornms to the taxable year of their owners but rather
are required to use a taxable year ending Decenber 31 pursuant to
section 859. Thus, the potential for deferral of estimted taxes

exists with respect to certain owners of interests in closely-
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held REITs, including owners with 52-53-week taxabl e years that
ref erence Decenber 31, as well as fiscal-year owners.

In an attenpt to reduce the potential for deferral of
estimated taxes in the case of certain owners of interests in
closely-held REITs, the final regul ations have been nodified to
add: (1) a closely-held REIT (within the neaning of section

6655(e)(5)(B)) to the definition of a pass-through entity; and

(2) an owner of an interest (within the nmeaning of section
6655(e)(5)(A)) in a closely-held REIT to the definition of an

owner of a pass-through entity. Thus, these owners of interests

in a closely-held REIT with 52-53-week taxable years that
reference Decenber 31 will be required under the fina

regul ations to recogni ze incone fromthe closely-held REIT as if
their taxable year ends on Decenber 31.

F. Accrual of foreign taxes

The I RS recogni zes that changes to the taxable year of a
taxpayer may shift the taxable year in which foreign taxes are
treated as accruing for U S. purposes. The IRS also recognizes
that simlar results may occur in the case of taxpayers that use
a 52-53-week taxable year, which wll not always include the |ast
day of the taxpayer’s taxable year in a foreign jurisdiction.

The IRS is working on guidance that it expects wll be issued
this year to ensure that changes in U S. taxable years, or the
use of a 52-53-week taxable year, do not result in unintended and

| nappropri ate consequences for foreign tax credit purposes.
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Comments are requested on the changes necessary and appropriate
to address the accrual of foreign taxes in these situations.

2. Comments and Changes Relating to 81.442 of the Proposed
Requl ati ons

A. Tine and manner for filing an application

The proposed regul ati ons provi de specific rules for the tine
and manner of filing an application to adopt, change, or retain
an annual accounting period. Consistent with the general
framework of the regulations, the IRS and Treasury have concl uded
that it is nore appropriate to renove the specific tinme and
manner requirenents for filing applications for adoptions,
changes, and retentions in annual accounting period fromthe
final regulations, and provide theminstead in adm nistrative
procedures published by the Comm ssioner. See Rev. Proc. 2002-
37, Rev. Proc. 2002-38, and Rev. Proc. 2002-39. The IRS and
Treasury believe that providing these rules in admnistrative
gui dance, rather than in regulations, allows the IRS nore
flexibility to respond in the future to the changi ng needs of
t axpayers and the |IRS.

The proposed regul ati ons provi de that an application for
non- aut omati c approval of an annual accounting period change may
be filed no earlier than the day following the close of the first
effective year and no later than the 15" day of the third
cal endar nonth following the close of the first effective year.
One comment at or suggested that such applications be permtted to

be filed no earlier than the later of: (1) the first day of the
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short period resulting fromthe proposed tax year change; or (2)
60 days prior to the end of the short period.

The IRS currently allows taxpayers to file applications with
the national office within the referenced 60-day period and
bel i eves that many taxpayers take advantage of early filing, even
knowi ng that their applications |ack adequate information, in an
effort to obtain priority over other applications processed by
the national office. However, the |ack of adequate financial and
other required informati on comon to such early applications
requires that the IRS devote additional resources to properly
devel op and process the applications. Utimtely, this causes a
delay in processing both the early applications, and ot her
applications as well. For this reason, the admnistrative
gui dance issued concurrently with these final regulations do not
adopt this suggestion. However, the IRS and Treasury Depart nent
intend to study filing patterns under the new rules, and wll
consi der expanding or nodifying the tinme frame for filing
applications with the national office if circunstances warrant.

One comment at or recomended that instead of requiring al
t axpayers to file the application by the 15" day of the third
cal endar nonth following the close of the first taxable year in
whi ch the taxpayer wants the adoption, change, or retention to be
effective (the first effective year), as the proposed regul ations
provi de, the due date for the application should be the due date
of the taxpayer’s return for the short period, w thout

extensions. The IRS and Treasury believe that such a rule wl]l
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be sinpler for taxpayers (such as individuals and partnerships)
and the IRS. Accordingly, this change is adopted in the
adm ni strative gui dance issued concurrently with these fina
regul ati ons.

B. Changes to required taxable years by pass-through entities

One comment at or suggested that the proposed regul ati ons be
nodi fied to waive the Form 1128, “Application to Adopt, Change,
or Retain a Tax Year,” filing requirenent in the case of
partnershi ps, S corporations, and personal service corporations
(PSCs) changing to a “required taxable year” for the first
t axabl e year for which such change is required. Alternatively,

t he comment at or reconmended use of an “automatic consent”
procedure simlar to the procedure outlined in the proposed
regul ati ons for subsidiaries changing tax years to conformto the
periods of their affiliated groups. The commentator reasoned
that changes to statutorily required taxable years should not
require the Conm ssioner’s prior approval through any filing or
application process.

Except in very limted circunstances (e.g., adoptions of
required years, certain section 444 term nations, and certain
section 859 changes) applications historically have been required
for changes to a required taxable year by a pass-through entity.
The I RS and Treasury Departnment believe that the statutes that
require such entities to use or change to a particul ar taxable
year nust be read in conjunction with the general requirenent

under section 442 to obtain the prior approval of the
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Comm ssioner to change an existing taxable year. Moreover, 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
adm ni strative gui dance issued concurrently with these
regul ati ons.

C. Book conformty requirenents

The proposed regul ati ons conformthe record keeping
requi renent for taxpayers using a fiscal year to that of 81.446-
1(a)(4), which allows for a reconciliation between the taxpayer’s
books and return. However, the preanble to the proposed
regul ations noted that, as a termand condition of obtaining
approval to adopt, change to, or retain an annual accounting
period under section 442, certain taxpayers neverthel ess may be
required, under adm nistrative procedures published by the
Conmi ssioner, to conmpute incone and keep their books (including
financial statenents and reports to creditors) on the basis of
the requested annual accounting period. |In fact, strict book
conformty is a general requirenent in the admnistrative
procedures for approval to nmake many changes. See, e.g., Rev.
Proc. 2002-37.

One comment ator objected to the proposed elimnation of
procedures contained in the existing regulations under section
442 under which certain corporations are granted automatic
approval to change their taxable year without a strict book

conformty requirenment (i.e., by satisfying the general book
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conformty rules of section 446). The conmentator reconmended
that either the final regulations retain these automatic consent
rules or, alternatively, that the adm ni strative procedures
elimnate the strict book conformty requirenent.

The IRS and Treasury Departnent believe it is appropriate to
apply the nore | enient book conformty rule of section 446 in the
case of a taxpayer 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 particul ar
year for financial accounting purposes. See, e.g., Rev. Proc.
2002-39. However, for all other changes under the adm nistrative
procedures, the IRS and Treasury Departnment continue to believe
that strict book conformty is an appropriate termand condition
of a voluntary change in annual accounting period, as it provides
assurance that the change is notivated by business, as opposed to
tax, considerations. In addition, the IRS and Treasury believe,
for reasons stated in the preanble to the proposed regul ati ons,
that tax adm nistration and taxpayers are better served by
providing the specific rules for adoptions, changes, and
retentions of annual accounting periods in admnistrative
pronouncenents, rather than regulations. Accordingly, the
comment has not been adopt ed.

3. Comments and Changes Relating to Partnerships, S
Cor porations, and Personal Service Corporations (PSCs)

A comrent was received recommending that the [imtation on

additional required taxable year changes in the proposed
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regul ations for partnerships using a majority-interest taxable
years, be extended to partnerships using other required taxable
years (e.g., to principal partners’ taxable years and to | east-
aggregat e-deferral taxable years). The limtation for changes to
a majority interest taxable year is specifically provided in
section 706(b)(4)(B). No such statutory authority exists for
providing simlar limtations in the case of other required

t axabl e year changes by partnerships. Accordingly, this conment
was not adopted in the final regulations. However, the Treasury
Departnent is considering this conment in connection with a

| egi slative sinplification study.

The proposed regul ations (consistent with the existing
tenporary regul ations) generally provide for a 1-year testing
period for determ ning whether a taxpayer is a PSC. In the
preanbl e to the proposed regul ations, the IRS and Treasury
Department responded to a comment received in connection with the
original notice of proposed rul emaki ng cross-referenced by the
tenporary regul ations. The original conmentator suggested that
the testing period be expanded to the three precedi ng taxable
years in order to mnimze instances in which taxpayers becone
PSCs due to tenporary or aberrational conditions. In response,
the RS and Treasury Departnent indicated that they woul d
consider alternatives to the current 1l-year period if simlar
requests were received in cooments to the proposed regul ati ons
now t hat taxpayers have significantly nore experience with the 1-

year rule.
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Al t hough some comments were received recommendi ng a gener al
3-year testing period for both PSCs and S corporations, the
suggestions were not directed to particul ar taxpayer burdens
stemming fromthe 1l-year testing period for a PSC or the original
concern about taxpayers becom ng a PSC because of tenporary or
aberrational conditions. Rather, commentators suggested that a
general 3-year testing period rule would reduce repetitive
“requi red tax year” changes, and pronote tax-year certainty.

The IRS and Treasury Departnent believe that these reasons
do not warrant extending the 1l-year testing period for PSCs and S
corporations because the current required taxable year franework
for PSCs and S corporations should not result in repetitive
required taxabl e year changes. Once a PSC or S corporation has
changed to its required taxable year (i.e., a calendar year), any
further changes woul d be voluntary rather than required.

Accordi ngly, this suggestion has not been adopted in the final
regul ati ons.

Ef fect on O her Docunents

Rev. Rul. 57-589 is obsolete.

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

Rev. Rul. 68-125 (1968-1 C.B. 189) is obsol ete.

Rev. Rul. 69-563 is obsolete.

Rev. Rul. 74-326 (1974-2 C.B. 142) is obsol ete.

Rev. Rul. 78-179 (1978-1 C.B. 132) is obsol ete.

Speci al Anal yses
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It has been determined that this Treasury decision is not a
significant regulatory action as defined in Executive Order
12866. Therefore, a regulatory assessnent is not required. It
al so has 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 regulations. It is hereby certified that the
collections of information in these regulations will not have a
significant econom c inpact on a substantial nunber of small
entities. This certification is based upon the fact that few
smal|l entities are expected to adopt a 52-53-week taxable year,
triggering the collection of information, and that for those who
do, the burden inposed under 81.441-2(b)(1)(ii) will be mnimal.
Therefore, a Regulatory Flexibility Analysis under the Regul atory
Flexibility Act (5 U.S.C. chapter 6) is not required. Pursuant
to section 7805(f) of the Internal Revenue Code, the notice of
proposed rul emaki ng precedi ng these regul ati ons was submtted to
the Chief Counsel for Advocacy of the Small Business
Adm ni stration for comment on its inpact on small business.
Drafting Information

The principal authors of these regulations are Roy A
H rschhorn and M chael F. Schmt of the Ofice of Associate Chief
Counsel (Income Tax and Accounting). However, other personnel
fromthe IRS and Treasury Departnent participated in their

devel opnent .
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Li st of Subjects

26 CFR Parts 1, 5f, and 18

I ncone taxes, Reporting and recordkeeping requirenents.

26 CFR Part 5c

Accounting, |Inconme taxes, Reporting and recordkeeping
requirenents.

26 CFR Part 602

Reporting and recordkeepi ng requirenents.
Adoption of Anendnents to the Regul ations

Accordingly, 26 CFR parts 1, 5c, 5f, 18, and 602 are anended
as foll ows:
PART 1--1NCOVE TAXES

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

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

Par. 2. In the list below, for each section indicated in
the left colum, renove the old | anguage in the m ddle col um and

add the new | anguage in the right colum.

Af fected Section Renove Add

1.46-1(p)(2)(iv) par agraph (b) (1) of 81.441-2
81.441-2

1.48-3(d)(1)(iii) par agraph (b) (1) of 81. 441-2
81.441-2

1. 280H 1T(a), | ast §1. 441- 4T(d) §1. 441- 3(c)

sent ence

1.443-1(b) (1) (ii) and paragraph (c)(5) of and 81.441-
81.441-2 2(b)(2)(ii)
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1.444-1T(a) (1), first §1. 441- 4T(d) §1. 441-3(c¢)
sentence
1. 444-2T(a), |ast §1. 441- 4T(d) §1. 441-3(c¢)
sentence
1.448-1(h)(2)(ii)(B)(1) | 81.441-2T(b)(1) §1. 441-2(c¢)
1.469-1(h)(4)(ii)(D) 81. 441-4T(f) 81. 441-3(e)
1.469-1T(g) (2) (i) 81. 441-4T(d) 81. 441-3(c)
1.1561-1(c)(2) See paragraph (b) (1) of See 81.441-
81.441-2 2

1. 6654-2(a), concluding par agraph (b) of 81.441-2(c)
t ext 81.441-2
1.6655-2(a)(4), first par agraph (b) of 81.441- | 8§1.441-2(c)
sentence 2
301.7701(b)-6(a), third | §1.441-1(e) §1. 441- 1(b)
sentence

Par. 3. Sections 1.441-0, 1.441-1, 1.441-2, 1.441-3, and

1.441-4 are added to read as foll ows:

8§1.441-0 Table of contents.

This section lists the captions contained in 881.441-1

through 1.441-4 as foll ows:

81.441-1 Period for conputation of taxable incone.

(a) Conputation of taxable incone.

(1) In general.

(2) Length of taxable year.

(b) General
(1) Taxable year.

(2) Required taxable year

(i) In general.
(i1) Exceptions.

rul es and definitions.

(A) 52-53-week taxable years.

(B) Partnershi ps,

S corporations,

and PSCs.

(C Specified foreign corporations.

(3) Annual
(4) Calendar year.

accounting peri od.
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Fi scal vyear

Definition.

Recogni tion

G andf at hered fiscal year.

Books.

Taxpayer.

Adoption of taxable year.

I n general .

Approval required.

Taxpayers with required taxable years.
Taxpayers w t hout books.

Retention of taxable year.

Change of taxable year.

ot ai ni ng approval of the Comm ssioner

444 el ecti on.

81.441-2 Election of taxable vear

or

maki ng a section

consi sting of 52-53 weeks.

(a) In general.

(1) Election.

(2) Effect.

(3) Eligible taxpayer.

(4) Exanple.

(b) Procedures to elect a 52-53-week taxabl e year.

(1) Adoption of a 52-53-week taxable year.

(i) In general.

(ii) Filing requirenent.

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

(i) In general.

(ii1) Special rules for short period required to effect the
change.

(3) Exanples.

(c) Application of effective dates.

(1) In general.

(2) Exanpl es.

(3) Changes in tax rates.

(4) Exanples.

(d) Conputation of taxable incone.

(e) Treatnent of taxable years ending with reference to the
same cal endar nont h.

(1) Pass-through entities.

(2) Personal service corporations and enpl oyee- owners.
(3) Definitions.

(i) Pass-through entity.

(i1) Omer of a pass-through entity.

(4) Exanples.

(5) Transition rule.

81.441-3 Taxable year of a personal

service corporation.
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(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) Procedures for obtaining approval or making a section 444
el ection.

(5) Exanples.

(c) Personal service corporation defined.

(1) In general.

(2) Testing period.

(i) In general.

(ii) New corporations.

(3) Exanples.

Per f ormance of personal services.

Activities described in section 448(d)(2)(A).
Activities not described in section 448(d)(2)(A).
Principal activity.

General rule.

Conpensati on cost.

Anmount s i ncl uded.

Anount s excl uded.

Attribution of conpensation cost to personal service
activity.

(i) Enployees involved only in the performance of personal
servi ces.

(i1) Enployees involved only in activities that are not treated
as the performance of personal services.

(ii11)O her enpl oyees.

(A) Conpensation cost attributable to personal service activity.
(B) Conpensation cost not attributable to personal service
activity.

(f) Services substantially perfornmed by enpl oyee- owners.

(1) General rule.

(2) Conmpensation cost attributable to personal services.

(3) Exanples.

(g) Enpl oyee-owner defined.

(1) General rule.

(2) Special rule for independent contractors who are owners.
(h) Special rules for affiliated groups filing consolidated
returns.

(1) In general.

(2) Exanpl es.

N N N N N N
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81.441-4 Effective date.

81.441-1 Period for conputation of taxable incone.
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(a) Conputation of taxable incone--(1) In general. Taxable

I ncome nust be conputed and a return nust be made for a period
known as the taxable year. For rules relating to nethods of
accounting, the taxable year for which itens of gross incone are
I ncl uded and deductions are taken, inventories, and adjustnents,
see parts Il and Il1l (section 446 and follow ng), subchapter E,
chapter 1 of the Internal Revenue Code, and the regul ations

t her eunder.

(2) Length of taxable year. Except as otherw se provided in

the Internal Revenue Code and the regul ati ons thereunder (e.g.,
81.441-2 regardi ng 52-53-week taxable years), a taxable year may

not cover a period of nore than 12 cal endar nonths.

(b) Ceneral rules and definitions. The general rules and
definitions in this paragraph (b) apply for purposes of sections

441 and 442 and the regul ati ons thereunder.

(1) Taxable year. Taxabl e year neans--

(i) The period for which a returnis made, if a returnis
made for a period of |less than 12 nonths (short period). See
section 443 and the regul ati ons thereunder;

(i1) Except as provided in paragraph (b)(21)(i) of this
section, the taxpayer’s required taxable year (as defined in
paragraph (b)(2) of this section), if applicable;

(ii1) Except as provided in paragraphs (b)(1)(i) and (ii) of

this section, the taxpayer's annual accounting period (as defined
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I n paragraph (b)(3) of this section), if it is a calendar year or
a fiscal year; 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 period that does not qualify as a fiscal year.

(2) Required taxable year--(i) In general. Certain

t axpayers nust use the particular taxable year that is required
under the Internal Revenue Code and the regul ati ons thereunder
(the required taxable year). For exanple, the required taxable
year is--

(A) In the case of a foreign sales corporation or donestic
I nternational sales corporation, the taxable year determ ned
under section 441(h) and 81.921-1T(a)(11), (b)(4), and (b)(6);

(B) I'n the case of a personal service corporation (PSC), the
t axabl e year determ ned under section 441(i) and 81.441-3;

(© In the case of a nuclear decomm ssioning fund, the
t axabl e year determ ned under 81.468A-4(c)(1);

(D) In the case of a designated settlenent fund or a
gqualified settlement fund, the taxable year determ ned under
§1. 468B-2(j ) ;

(E) In the case of a conmon trust fund, the taxable year
determ ned under section 584(i);

(F) In the case of certain trusts, the taxable year

determ ned under section 644,



-22.

(G In the case of a partnership, the taxable year determ ned
under section 706 and 81.706- 1,

(H I'n the case of an insurance conpany, the taxable year
det erm ned under section 843 and 81.1502-76(a)(2);

(1) I'n the case of a real estate investnent trust, the
t axabl e year determ ned under section 859;

(J) I'n the case of a real estate nortgage investnment conduit,
t he taxabl e year determ ned under section 860D(a)(5) and
§1. 860D 1(b) (6);

(K) I'n the case of a specified foreign corporation, the
t axabl e year determ ned under section 898(c)(1)(A);

(L) I'n the case of an S corporation, the taxable year
det erm ned under section 1378 and 81.1378-1; or

(M In the case of a nmenber of an affiliated group that makes
a consolidated return, the taxable year determ ned under 81.1502-
76.

(i1) Exceptions. Notw thstanding paragraph (b)(2)(i) of
this section, the follow ng taxpayers nmay have a taxable year
other than their required taxable year

(A) 52-53-week taxable years. Certain taxpayers nmay el ect

to use a 52-53-week taxable year that ends with reference to
their required taxable year. See, for exanple, 881.441-3 (PSCs),
1.706-1 (partnerships), 1.1378-1 (S corporations), and 1.1502-

76(a) (1) (nmenbers of a consolidated group).
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(B) Partnerships, S corporations, and PSCs. A partnershinp,

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,

el ects a 52-53-week taxable year that ends with reference to its
requi red taxabl e year as provided in paragraph (b)(2)(ii)(A) of
this section or to a taxable year el ected under section 444, or
establ i shes a business purpose to the satisfaction of the
Conmi ssi oner under section 442 (such as a grandfathered fiscal
year).

(C) Specified foreign corporations. A specified foreign

corporation (as defined in section 898(b)) may use a taxable year
other than its required taxable year if it elects a 52-53-week
taxabl e year that ends with reference to its required taxable
year as provided in paragraph (b)(2)(ii)(A) of this section or
makes a one-nonth deferral election under section 898(c)(1)(B).

(3) Annual accounting period. Annual accounting period

means the annual period (cal endar year or fiscal year) on the
basis of which the taxpayer regularly conputes its incone in

keeping its books.

(4) Calendar year. Calendar year neans a period of 12
consecuti ve nonths endi ng on Decenber 31. A taxpayer who has not
established a fiscal year nust nmake its return on the basis of a
cal endar year

(5) Fiscal year--(i) Definition. Fiscal year neans--
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(A) A period of 12 consecutive nonths ending on the |ast day
of any nonth other than Decenber; or
(B) A 52-53-week taxable year, if such period has been
el ected by the taxpayer. See 81.441-2.

(i1) Recognition. A fiscal year will be recognized only if

t he books of the taxpayer are kept in accordance with such fiscal
year.

(6) Gandfathered fiscal year. Gandfathered fiscal year

means a fiscal year (other than a year that resulted in a three
nmonth or | ess deferral of incone) that a partnership or an S
corporation received permssion to use on or after July 1, 1974,
by a letter ruling (i.e., not by automatic approval).

(7) Books. Books include the taxpayer’s regul ar books of

account and such other records and data as nay be necessary to
support the entries on the taxpayer’s books and on the taxpayer’s
return, as for exanple, a reconciliation of any difference

bet ween such books and the taxpayer’'s return. Records that are
sufficient to reflect incone adequately and clearly on the basis
of an annual accounting period will be regarded as the keepi ng of
books. See section 6001 and the regul ati ons thereunder for rules
relating to the keepi ng of books and records.

(8) Taxpayer. Taxpayer has the sane neaning as the term

person as defined in section 7701(a)(1) (e.g., an individual,

trust, estate, partnership, association, or corporation) rather
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than the neaning of the termtaxpayer as defined in section

7701(a)(14) (any person subject to tax).

(c) Adoption of taxable 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 requirenents of section
441 and the regul ations thereunder w thout the approval of the
Comm ssioner. A taxable year of a new taxpayer is adopted by
filing its first Federal incone tax return using that taxable
year. The filing of an application for automatic extension of
time to file a Federal inconme tax return (e.g., Form 7004,
“Application for Automatic Extension of Tinme To File Corporation
I ncome Tax Return”), the filing of an application for an enpl oyer
i dentification nunber (i.e., Form SS-4, “Application for Enployer
I dentification Nunber”), or the paynent of estimated taxes, for a
particul ar taxable year do not constitute an adoption of that

t axabl e year

(2) Approval required--(i) Taxpayers with required taxable

years. A newy-fornmed partnership, S corporation, or PSC that
wants to adopt a taxable year other than its required taxable
year, a taxable year el ected under section 444, or a 52-53-week
taxabl e year that ends with reference to its required taxable
year or a taxable year el ected under section 444 nust establish a
busi ness purpose and obtain the approval of the Comm ssioner

under section 442.
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(i1) Taxpayers w thout books. A taxpayer that nust use a

cal endar year under section 441(g) and paragraph (f) of this
section may not adopt a fiscal year w thout obtaining the
approval of the Conm ssioner.

(d) Retention of taxable year. |In certain cases, a

partnership, S corporation, electing S corporation, or PSC w ||
be required to change its taxable year unless it obtains the
approval of the Conm ssioner under section 442, or makes an

el ection under section 444, to retain its current taxable year.
For exanple, a corporation using a June 30 fiscal year that

ei ther beconmes a PSC or elects to be an S corporation and, as a
result, is required to use the cal endar year under section 441(i)
or 1378, respectively, nust obtain the approval of the

Comm ssioner to retain its current fiscal year. Simlarly, a
partnership using a taxable year that corresponds to its required
taxabl e year nust obtain the approval of the Comm ssioner to
retain such taxable year if its required taxable year changes as
a result of a change in ownership. However, a partnership that
previously established a business purpose to the satisfaction of
the Conm ssioner to use a taxable year is not required to obtain
t he approval of the Conm ssioner if its required taxable year
changes as a result of a change in ownership.

(e) Change of taxable year. Once a taxpayer has adopted a

t axabl e year, such taxable year nust be used in conputing taxable

i ncome and making returns for all subsequent years unless the
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t axpayer obtains approval fromthe Conm ssioner to make a change
or the taxpayer is otherw se authorized to change w thout the
approval of the Comm ssioner under the Internal Revenue Code
(e.g., section 444 or 859) or the regul ations thereunder.

(f) Obtaining approval of the Conm ssioner or making a

section 444 election. See 81.442-1(b) for procedures for

obt ai ni ng approval of the Comm ssioner (automatically or

ot herwi se) to adopt, change, or retain an annual accounting
period. See 881.444-1T and 1.444-2T for qualifications, and
1. 444-3T for procedures, for nmaking an el ection under section
444,

81.441-2 Election of taxable year consisting of 52-53 weeks.

(a) In general--(1) Election. An eligible taxpayer may
el ect to conpute its taxable income on the basis of a fiscal year
t hat - -

(1) Varies from52 to 53 weeks;

(ii1) Ends always on the same day of the week; and

(iii1) Ends al ways on--

(A) Whatever date this sane day of the week last occurs in a
cal endar nonth; or

(B) Whatever date this sane day of the week falls that is
the nearest to the |ast day of the cal endar nonth.

(2) Effect. 1In the case of a taxable year described in
paragraph (a)(1)(iii)(A) of this section, the year wll always

end within the nonth and may end on the | ast day of the nonth, or
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as many as six days before the end of the nonth. 1In the case of
a taxabl e year described in paragraph (a)(1)(iii)(B) of this
section, the year may end on the |ast day of the nonth, or as
many as three days before or three days after the | ast day of the
nmont h.

(3) Eligible taxpayer. A taxpayer is eligible to elect a

52-53-week taxable year if such fiscal year woul d ot herw se
satisfy the requirenents of section 441 and the regul ati ons
t hereunder. For exanple, a taxpayer that is required to use a
cal endar year under 81.441-1(b)(2)(i)(D) is not an eligible
t axpayer.

(4) Exanple. The provisions of this paragraph (a) are
illustrated by the foll ow ng exanpl e:

Exanple. If the taxpayer elects a taxable year ending
al ways on the | ast Saturday in Novenber, then for the year 2001,
the taxable year would end on Novenber 24, 2001. On the other
hand, if the taxpayer had el ected a taxable year ending al ways on
the Saturday nearest to the end of Novenber, then for the year
2001, the taxable year would end on Decenber 1, 2001.

(b) Procedures to elect a 52-53-week taxable year--(1)

Adoption of a 52-53-week taxable year--(i) ILn general. A new

el igible taxpayer elects a 52-53-week taxable year by adopting
such year in accordance with 81.441-1(c). A newy-forned
partnership, S corporation or personal service corporation (PSC)
may adopt a 52-53-week taxable year wi thout the approval of the
Comm ssioner if such year ends with reference to either the

taxpayer’s required taxable year (as defined in 81.441-1(b)(2))
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or the taxable year el ected under section 444. See 881.441- 3,
1.706-1, and 1.1378-1. Simlarly, a newy-forned 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-nonth deferral
el ection under section 898(c)(1)(B) is made, with reference to
the nonth i mmedi ately preceding the required taxable year. See
81.1502-76(a) (1) for special rules regarding subsidiaries
adopti ng 52-53-week taxabl e years.

(i1) Filing requirenent. A taxpayer adopting a 52-53-week

taxabl e year nust file with its Federal incone tax return for its
first taxabl e year a statenent containing the follow ng
I nformation- -

(A) The cal endar nmonth with reference to which the 52-53-week
t axabl e year ends;

(B) The day of the week on which the 52-53-week taxabl e year
al ways will end; and

(C Whether the 52-53-week taxable year will always end on
the date on which that day of the week | ast occurs in the
cal endar nonth, or on the date on which that day of the week
falls that is nearest to the |ast day of that cal endar nonth.

(2) Change to (or from a 52-53-week taxable year--(i) In

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
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of the Conmi ssioner in accordance with 81.442-1. Thus, a
t axpayer nust obtain approval to change fromits current taxable
year to a 52-53-week taxable year, even if such 52-53-week
taxabl e year ends with reference to the sane cal endar nonth.
Simlarly, a taxpayer nust obtain approval to change froma 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
obtai n approval for 52-53-week taxable year changes automatically
to the extent provided in adm nistrative procedures published by
t he Conm ssioner. See 81.442-1(b) for procedures for obtaining
such approval .

(ii1) Special rules for the short period required to effect

the change. |If a change to or froma 52-53-week taxable year
results in a short period (wthin the nmeaning of 81.443-1(a)) of
359 days or nore, or six days or less, the tax conputation under
81.443-1(b) does not apply. |If the short period is 359 days or
nore, it is treated as a full taxable year. |If the short period
I's six days or less, such short period is not a separate taxable
year but instead is added to and deened a part of the follow ng
taxabl e year. (In the case of a change to or froma 52-53-week
t axabl e year not involving a change of the nonth with reference
to which the taxable year ends, the tax conputation under
81.443-1(b) does not apply because the short period wll always

be 359 days or nore, or six days or less.) 1In the case of a
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short period which is nore than six days and | ess than 359 days,
taxabl e income for the short period is placed on an annual basis
for purposes of 81.443-1(b) by multiplying such incone by 365 and
dividing the result by the nunber of days in the short peri od.

In such case, the tax for the short period is the sanme part of
the tax conputed on such inconme placed on an annual basis as the
nunber of days in the short period is of 365 days (unless
81.443-1(b)(2), relating to the alternative tax conputation
applies). For an adjustnent in deduction for personal exenption,
see 81.443-1(b)(1)(v).

(3) Exanples. The follow ng exanples illustrate paragraph
(b)(2)(ii) of this section

Exanple 1. A taxpayer having a fiscal year ending April 30,
obtai ns approval to change 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 short period of 362 days,
fromMy 1, 2001, to April 27, 2002, inclusive. Because the

change results in a short period of 359 days or nore, it is not
pl aced on an annual basis and is treated as a full taxable year.

Exanple 2. Assune the sane conditions as Exanple 1, except
that the taxpayer changes for taxable years beginning after Apri
30, 2002, to a taxable year ending on the Thursday nearest to
April 30. This change results in a short period of two days, My
1 to May 2, 2002. Because the short period is |ess than seven
days, tax is not separately conputed. This short period is added
to and deened part of the follow ng 52-53-week taxable year,
whi ch woul d ot herwi se begin on May 3, 2002, and end on May 1,
2003.

(c) Application of effective dates--(1) In general. Except

as provided in paragraph (c)(3) of this section, for purposes of

determning the effective date (e.g., of legislative, regulatory,
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or adm ni strative changes) or the applicability of any provision
of the internal revenue laws that is expressed in terns of
t axabl e years begi nning, including, or ending wwth reference to
the first or last day of a specified cal endar nonth, a 52-53-week
taxabl e year is deened to begin on the first day of the cal endar
nonth nearest to the first day of the 52-53-week taxable year,
and is deened to end or close on the |ast day of the cal endar
nonth nearest to the |last day of the 52-53-week taxable year, as
the case may be. Exanples of provisions of this title, the
applicability of which is expressed in terns referred to in the
precedi ng sentence, include the provisions relating to the tine
for filing returns and other docunents, paying tax, or performng
ot her acts, and the provisions of part |1, subchapter B, chapter
6 (section 1561 and following) relating to surtax exenpti ons of
certain controlled corporations.

(2) Exanples. The provisions of paragraph (c)(1) of this
section may be illustrated by the foll ow ng exanpl es:

Exanple 1. Assune that an incone tax provision is
applicable to taxabl e years begi nning on or after January 1,
2001. For that purpose, a 52-53-week taxable year begi nning on
any day within the period Decenber 26, 2000, to January 4, 2001,
I nclusive, is treated as begi nning on January 1, 2001.

Exanple 2. Assune that an incone tax provision requires
that a return nust be filed on or before the 15th day of the
third nonth followi ng the close of the taxable year. For that
pur pose, a 52-53-week taxable year ending on any day during the
period May 25 to June 3, inclusive, is treated as ending on My
31, the last day of the nonth ending nearest to the | ast day of

the taxable year, and the return, therefore, nmust be nmade on or
bef ore August 15.
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Exanple 3. Assune that a revenue procedure requires the
performance of an act by the taxpayer within “the first 90 days
of the taxable year,” by “the 75'" day of the taxable year,” or,
alternately, by “the last day of the taxable year.” The taxpayer
enpl oys a 52-53-week taxable year that ends always on the
Saturday closest to the |ast day of Decenber. These requirenents
are not expressed in terns of taxable years begi nning, including,
or ending with reference to the first or last day of a specified
cal endar nonth, and are accordingly outside the scope of the rule
stated in 81.441-2(c)(1). Accordingly, the taxpayer nust perform
the required act by the 90'", 75'" or l|last day, respectively, of
Its taxabl e year

Exanple 4. X, a corporation created on January 1
2001, el ects a 52-53-week taxable year ending on the Friday
nearest the end of Decenber. Thus, X s first taxable year begins
on Monday, January 1, 2001, and ends on Friday, Decenber 28,
2001; its next taxable year begins on Saturday, Decenber 29,
2001, and ends on Friday, January 3, 2003; and its next taxable
year begins on Saturday, January 4, 2003, and ends on Friday,
January 2, 2004. For purposes of applying the provisions of Part
1, subchapter B, chapter 6 of the Internal Revenue Code, X s
first taxable year is deened to end on Decenber 31, 2001; its
next taxable year is deened to begin on January 1, 2002, and end
on Decenber 31, 2002, and its next taxable year is deened to
begin on January 1, 2003, and end on Decenber 31, 200S3.
Accordingly, each such taxable year is treated as including one
and only one Decenber 31°'.

(3) Changes in tax rates. |If a change in the rate of tax is
effective during a 52-53-week taxable year (other than on the
first day of such year as determ ned under paragraph (c)(1) of
this section), the tax for the 52-53-week taxable year nust be
conmputed in accordance with section 15, relating to effect of
changes, and the regul ations thereunder. For the purpose of the
conmput ati on under section 15, the determ nation of the nunber of

days in the period before the change, and in the period on and
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after the change, is to be nmade without regard to the provisions
of paragraph (b)(1) of this paragraph.

(4) Exanples. The provisions of paragraph (c)(3) of this
section may be illustrated by the foll ow ng exanpl es:

Exanple 1. Assune a change in the rate of tax is effective
for taxable years beginning after June 30, 2002. For a 52-53-
week taxabl e year begi nning on Friday, Novenber 2, 2001, the tax
nmust be conputed on the basis of the old rates for the actual
nunber of days from Novenber 2, 2001, to June 30, 2002,
I nclusive, and on the basis of the newrates for the actual
nunber of days fromJuly 1, 2002, to Thursday, Cctober 31, 2002,
I ncl usi ve.

Exanple 2. Assune a change in the rate of tax is effective
for taxable years beginning after June 30, 2001. For this
pur pose, a 52-53-week taxable year begi nning on any of the days
fromJune 25 to July 4, inclusive, is treated as begi nning on
July 1. Therefore, no conputation under section 15 wll be
required for such year because of the change in rate.

(d) Conputation of taxable incone. The principles of

section 451, relating to the taxable year for inclusion of itens
of gross incone, and section 461, relating to the taxable year
for taking deductions, generally are applicable to 52-53-week
taxabl e years. Thus, except as otherw se provided, all itens of
I ncome and deduction nust be determ ned on the basis of a 52-53-
week taxable year. However, a taxpayer may determ ne particul ar
Itenms as though the 52-53-week taxable year were a taxable year
consisting of 12 cal endar nonths, provided that practice is
consistently followed by the taxpayer and clearly reflects

I ncome. For exanple, an allowance for depreciation or

anortization may be determ ned on the basis of a 52-53-week
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taxabl e year, or as though the 52-53-week taxable year is a

t axabl e year consisting of 12 cal endar nonths, provided the

t axpayer consistently follows that practice with respect to al
depreci abl e or anortizable itens.

(e) Treatnent of taxable years ending with reference to the

sane cal endar nonth--(1) Pass-through entities. |If a pass-

t hrough 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
taxabl e year and the taxable year of the pass-through entity and
the owner end wth reference to the sane cal endar nonth, then,
for purposes of determ ning the taxable year in which itens of

I ncome, gain, |oss, deductions, or credits fromthe pass-through
entity are taken into account by the owner of the pass-through,
the owner’s taxable year will be deened to end on the | ast day of
the pass-through’s taxable year. Thus, if the taxable year of a
partnership and a partner end with reference to the sane cal endar
nmont h, then for purposes of determ ning the taxable year in which
that partner takes into account itens described in section 702
and itens that are deductible by the partnership (including itens
described in section 707(c)) and includible in the incone of that
partner, that partner's taxable year will be deened to end on the
| ast day of the partnership's taxable year. Simlarly, if the
taxabl e year of an S corporation and a sharehol der end with

reference to the sanme cal endar nonth, then for purposes of
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determ ning the taxable year in which that sharehol der takes into
account itens described in section 1366(a) and itens that are
deductible by the S corporation and includible in the inconme of
t hat sharehol der, that sharehol der’s taxable year will be deened
to end on the last day of the S corporation’s taxable year.

(2) Personal service corporations and enpl oyee-owners. |If

the taxable year of a PSC (wthin the neaning of 81.441-3(c)) and
an enpl oyee-owner (wthin the nmeaning of 81.441-3(g)) end with
reference to the sanme cal endar nonth, then for purposes of

determ ning the taxable year in which an enpl oyee-owner takes
Into account itens that are deductible by the PSC and incl udible
in the incone of the enployee-owner, the enpl oyee-owner’s taxable
year will be deened to end on the |ast day of the PSC s taxable
year .

(3) Definitions--(i) Pass-through entity. For purposes of

this section, a pass-through entity nmeans a partnership, S
corporation, trust, estate, closely-held real estate investnent
trust (wthin the nmeaning of section 6655(e)(5)(B)), comon trust
fund (within the neaning of section 584(i)), controlled foreign
corporation (within the neaning of section 957), foreign personal
hol di ng conpany (w thin the neaning of section 552), or passive
foreign investnment conpany that is a qualified electing fund

(within the neaning of section 1295).
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(i1) Omer of a pass-through entity. For purposes of this

section, an owner of a pass-through entity generally neans a

t axpayer that owns an interest in, or stock of, a pass-through
entity. For exanple, an owner of a pass-through entity includes
a partner in a partnership, a shareholder of an S corporation, a
beneficiary of a trust or an estate, an owner of a closely-held
real estate investnent trust (within the neaning of section
6655(e)(5)(A)), a participant in a conmon trust fund, a U S.
shar ehol der (as defined in section 951(b)) of a controlled
foreign corporation, a U S. shareholder (as defined in section
551(a)) of a foreign personal holding conpany, or a U S. person
that holds stock in a passive foreign investnent conpany that is
a qualified electing fund with respect to that sharehol der.

(4) Exanples. The provisions of paragraph (e)(2) of this
section may be illustrated by the foll ow ng exanpl es:

Exanple 1. ABC Partnership uses a 52-53-week taxable year
that ends on the Wednesday nearest to Decenber 31, and its
partners, A B, and C, are individual cal endar year taxpayers.
Assune that, for ABC s taxable year ending January 3, 2001, each
partner’s distributive share of ABC s taxable incone is $10, 000.
Under section 706(a) and paragraph (e)(1) of this section, for
the taxabl e year endi ng Decenber 31, 2000, A B, and C each nust
i ncl ude $10,000 in incone with respect to the ABC year ending
January 3, 2001. Simlarly, if ABC nmakes a guaranteed paynent to
A on January 2, 2001, A nust include the paynent in inconme for
A's taxabl e year endi ng Decenber 31, 2000.

Exanple 2. X, a PSC, uses a 52-53-week taxable year that
ends on the Wednesday nearest to Decenber 31, and all of the
enpl oyee-owners of X are individual cal endar year taxpayers.
Assune that, for its taxable year ending January 3, 2001, X pays

a bonus of $10,000 to each enpl oyee-owner on January 2, 2001.
Under paragraph (e)(2) of this section, each enpl oyee-owner nust
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i nclude its bonus in inconme for the taxable year endi ng Decenber
31, 2000.

(5) Transition rule. In the case of an owner of a pass-

through entity (other than the owner of a partnership or S
corporation) that is required by this paragraph (e) to include in
income for its first taxable year ending on or after May 17,

2002, anounts attributable to two taxable years of a pass-through
entity, the anount that otherwi se would be required to be

i ncluded in inconme for such first taxable year by reason of this
par agraph (e) should be included in income ratably over the four-
t axabl e-year period beginning with such first taxable year under
principles simlar to 81.702-3T, unless the owner of the pass-
through entity elects to include all such incone inits first

taxabl e year ending on or after May 17, 2002.

81.441-3 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 year of
a personal service corporation (PSC) (as defined in paragraph (c)
of this section) nust be the cal endar year.

(2) Exceptions. A PSC may have a taxable year other than
its required taxable year (i.e., a fiscal year) if it nmakes an
el ection under section 444, elects to use a 52-53-week taxable
year that ends with reference to the cal endar year or a taxable

year el ected under section 444, or establishes a business purpose
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for such fiscal year and obtains the approval of the Comm ssioner

under section 442.

(b) Adoption, change, or retention of taxable year--(1)

Adoption of taxable year. A PSC may adopt, in accordance with

81.441-1(c), the cal endar year, a taxable year el ected under
section 444, or a 52-53-week taxable year ending with reference
to the cal endar year or a taxable year el ected under section 444
W t hout the approval of the Comm ssioner. See 81.441-1. A PSC
that wants to adopt any other taxable year nust establish a

busi ness purpose and obtain the approval of the Comm ssioner

under section 442.

(2) Change in taxable year. A PSC that wants to change its
taxabl e year nust obtain the approval of the Conm ssioner under
section 442 or make an el ection under section 444. However, a
PSC may obtain automatic approval for certain changes, including
a change to the cal endar year or to a 52-53-week taxable year
ending wwth reference to the cal endar year, pursuant to
adm ni strative procedures published by the Conm ssioner.

(3) Retention of taxable year. 1In certain cases, a PSC w ||

be required to change its taxable year unless it obtains the
approval of the Comm ssioner under section 442, or nakes an

el ection under section 444, to retain its current taxable year.
For exanple, a corporation using a June 30 fiscal year that

beconmes a PSC and, as a result, is required to use the cal endar
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year must obtain the approval of the Conmi ssioner to retain its
current fiscal year.

(4) Procedures for obtaining approval or nmaking a section

444 el ection. See 81.442-1(b) for procedures to obtain the

approval of the Comm ssioner (automatically or otherwi se) to
adopt, change, or retain a taxable year. See 881.444-1T and
1.444-2T for qualifications, and 1.444-3T for procedures, for
maki ng an el ecti on under section 444.

(5) Exanples. The provisions of paragraph (b)(4) of this
section may be illustrated by the foll ow ng exanpl es:

Exanple 1. X, whose taxable year ends on January 31
2001, becones a PSC for its taxabl e year beginning February 1,
2001, and does not obtain the approval of the Conm ssioner for
using a fiscal year. Thus, for taxable years ending before
February 1, 2001, this section does not apply with respect to X
For its taxable year beginning on February 1, 2001, however, X
will be required to conply with paragraph (a) of this section.
Thus, unless X obtains approval of the Conm ssioner to use a
January 31 taxable year, or nakes a section 444 election, X w ||
be required to change its taxable year to the cal endar year under
par agraph (b) of this section by using a short taxable year that
begins on February 1, 2001, and ends on Decenber 31, 2001. Under
paragraph (b)(1) of this section, X may obtain automatic approval
to change its taxable year to a cal endar year. See 81.442-1(b).

Exanple 2. Assune the sane facts as in Exanple 1, except
that X desires to change to a 52-53-week taxable year ending with
reference to the nonth of Decenber. Under paragraph (b)(1) of
this section X may obtain automatic approval to make the change.
See 81.442-1(b).

(c) Personal service corporation defined--(1) In general.

For purposes of this section and section 442, a taxpayer is a PSC

for a taxable year only if--
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(1) The taxpayer is a C corporation (as defined in section
1361(a)(2)) for the taxable year;

(i1) The principal activity of the taxpayer during the
testing period is the performance of personal services;

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

(iv) Enployee-owners own (as determ ned under the attribution
rul es of section 318, except that the | anguage "any" applies
I nstead of "50 percent" in section 318(a)(2)(C)) nore than 10
percent of the fair market val ue of the outstanding stock in the

taxpayer on the last day of the testing period.

(2) Testing period--(i) In general. Except as otherw se
provided in paragraph (c)(2)(ii) of this section, the testing
period for any taxable year is the immedi ately precedi ng taxable
year .

(i1) New corporations. The testing period for a taxpayer’s

first taxable year is the period beginning on the first day of
t hat taxabl e year and ending on the earlier of--

(A) The last day of that taxable year; or

(B) The last day of the cal endar year in which that taxable
year begins.

(3) Exanples. The provisions of paragraph (c)(2)(ii) of this

section may be illustrated by the foll ow ng exanpl es:
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Exanple 1. Corporation A's first taxable year begins on
June 1, 2001, and A desires to use a Septenber 30 taxable year.
However, if A is a personal service corporation, it nmust obtain
the Conm ssioner's approval to use a Septenber 30 taxable year.
Pursuant to paragraph (c)(2)(ii) of this section, A's testing
period for its first taxable year beginning June 1, 2001, is the
period June 1, 2001 through Septenber 30, 2001. Thus, if, based
upon such testing period, Ais a personal service corporation, A
nmust obtain the Conm ssioner's perm ssion to use a Septenber 30
t axabl e year

Exanple 2. The facts are the sane as in Exanple 1, except
that A desires to use a March 31 taxable year. Pursuant to
paragraph (c)(2)(ii) of this section, A's testing period for its
first taxabl e year beginning June 1, 2001, is the period June 1,
2001, through Decenber 31, 2001. Thus, if, based upon such
testing period, Ais a personal service corporation, A nust
obtain the Comm ssioner's perm ssion to use a March 31 taxable
year.

(d) Performance of personal services--(1) Activities

described in section 448(d)(2)(A). For purposes of this section,

any activity of the taxpayer described in section 448(d)(2)(A) or
the regul ations thereunder will be treated as the performance of
personal services. Therefore, any activity of the taxpayer that
I nvol ves the performance of services in the fields of health,

| aw, engi neering, architecture, accounting, actuarial science,
performng arts, or consulting (as such fields are defined in
81.448-1T) wll be treated as the perfornmance of personal
services for purposes of this section.

(2) Activities not described in section 448(d)(2)(A). For

pur poses of this section, any activity of the taxpayer not
described in section 448(d)(2)(A) or the regul ati ons thereunder

will not be treated as the performance of personal services.
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(e) Principal activity--(1) CGeneral rule. For purposes 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 conpensation (the conpensation
cost) for such testing period that is attributable to its
activities that are treated as the performance of personal
services within the nmeaning of paragraph (d) of this section
(i.e., the total conpensation for personal service activities)
exceeds 50 percent of the corporation’ s total conpensation cost
for such testing period.

(2) Conpensation cost--(i) Amounts included. For purposes of

this section, the conpensation cost of a corporation for a
taxabl e year is equal to the sumof the follow ng anounts
al l owabl e as a deduction, allocated to a |ong-termcontract, or
ot herwi se chargeable to a capital account by the corporation
during such taxable year--

(A) Wages and sal aries; and

(B) Any other anmounts, attributable to services perforned for
or on behalf of the corporation by a person who is an enpl oyee of
the corporation (including an owner of the corporation who is
treated as an enpl oyee under paragraph (g)(2) of this section)
during the testing period. Such anounts include, but are not
limted to, anpunts attributable to deferred conpensati on,
conmm ssi ons, bonuses, conpensation includible in inconme under

section 83, conpensation for services based on a percentage of
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profits, and the cost of providing fringe benefits that are
I ncludi ble in incone.

(i1) Amounts excluded. Notw thstanding paragraph (e)(2)(i)

of this section, conpensation cost does not include anounts
attributable to a plan qualified under section 401(a) or 403(a),
or to a sinplified enpl oyee pension plan defined in section
408(k) .

(3) Attribution of conpensation cost to personal service

activity--(i) Enployees involved only in the perfornmance of

personal services. The conpensation cost for enployees invol ved

only in the performance of activities that are treated as
personal services under paragraph (d) of this section, or

enpl oyees involved only in supporting the work of such enpl oyees,
are considered to be attributable to the corporation’s personal

service activity.

(i1) Enployees involved only in activities that are not

treated as the performance of personal services. The

conpensati on cost for enployees involved only in the performance
of activities that are not treated as personal services under
paragraph (d) of this section, or for enployees involved only in
supporting the work of such enpl oyees, are not considered to be
attributable to the corporation’s personal service activity.

(ii1) Gher enployees. The conpensation cost for any

enpl oyee who is not described in either paragraph (e)(3)(i) or
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(i1) of this section (a m xed-activity enployee) is allocated as
fol |l ows- -

(A) Conpensation cost attributable to personal service

activity. That portion of the conpensation cost for a m xed
activity enployee that is attributable to the corporation’s
personal service activity equals the conpensation cost for that
enpl oyee multiplied by the percentage of the total tinme worked
for the corporation by that enployee during the year that is
attributable to activities of the corporation that are treated as
t he performance of personal services under paragraph (d) of this
section. That percentage is to be determ ned by the taxpayer in
any reasonabl e and consistent manner. Tine |ogs are not required

unl ess mai ntai ned for other purposes;

(B) Conpensation cost not attributable to personal service
activity. That portion of the conpensation cost for a m xed
activity enployee that is not considered to be attributable to
the corporation’s personal service activity is the conpensation
cost for that enployee |ess the anount determ ned in paragraph
(e)(3)(iii)(A) of this section

(f) Services substantially perfornmed by enpl oyee-owners--(1)

General rule. Personal services are substantially perfornmed

during the testing period by enpl oyee-owners of the corporation
if nmore than 20 percent of the corporation’s conpensation cost
for that period attributable to its activities that are treated

as the performance of personal services within the nmeani ng of
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paragraph (d) of this section (i.e., the total conpensation for
personal service activities) is attributable to personal services
performed by enpl oyee- owners.

(2) Conpensation cost attributable to personal services. For

pur poses of paragraph (f)(1) of this section--

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

(i1) The portion of the anpbunt determ ned under paragraph
(f)(2)(i) of this section that is attributable to personal
services perfornmed by enpl oyee-owners is to be determ ned by the
t axpayer in any reasonabl e and consi stent manner.

(3) Exanples. The provisions of this paragraph (f) may be
Illustrated by the foll ow ng exanpl es:

Exanple 1. For its taxable year begi nning February 1, 2001,
Corp A's testing period is the taxable year ending January 31,
2000. During that testing period, A's only activity was the
performance of personal services. The total conpensation cost of
A (including conpensation cost attributable to enpl oyee-owners)
for the testing period was $1, 000,000. The total conpensation
cost attributable to enpl oyee-owners of A for the testing period
was $210, 000. Pursuant to paragraph (f)(1) of this section, the
enpl oyee-owners of A substantially perforned the persona
services of A during the testing period because the conpensation
cost of A's enployee-owners was nore than 20 percent of the total
conpensation cost for all of A s enployees (including enployee-
owners) .

Exanple 2. Corp B has the sane facts as corporation Ain
Exanple 1, except that during the taxable year endi ng January 31
2001, B also participated in an activity that would not be
characterized as the performance of personal services under this
section. The total conpensation cost of B (including



-47-

conpensati on cost attributable to enpl oyee-owners) for the
testing period was $1, 500, 000 ($1, 000,000 attributable to B's
personal service activity and $500,000 attributable to B s other
activity). The total conpensation cost attributable to enpl oyee-
owners of B for the testing period was $250, 000 ($210, 000
attributable to B's personal service activity and $40, 000
attributable to B s other activity). Pursuant to paragraph
(f)(1) of this section, the enployee-owners of B substantially
performed the personal services of B during the testing period
because nore than 20 percent of B s conpensation cost during the
testing period attributable to its personal service activities
was attributable to personal services perforned by enpl oyee-
owners ($210, 000).

(g) Enpl oyee-owner defined--(1) CGeneral rule. For purposes

of this section, a person is an enpl oyee-owner of a corporation
for a testing period if--

(i) The person is an enpl oyee of the corporation on any day
of the testing 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 is an owner of the corporation within the neaning
of paragraph (g)(1)(ii) of this section and who perforns personal
services for, or on behalf of, the corporation is treated as an
enpl oyee for purposes of this section, even if the | egal form of
that person’s relationship to the corporation is such that the
person woul d be consi dered an i ndependent contractor for other
pur poses.

(h) Special rules for affiliated groups filing consolidated

returns--(1) In general. For purposes of applying this section
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to the nenbers of an affiliated group of corporations filing a
consolidated return for the taxable year--

(1) The nmenbers of the affiliated group are treated as a
si ngl e corporation;

(i1) The enpl oyees of the nmenbers of the affiliated group are
treated as enpl oyees of such single corporation; and

(iii1) Al of the stock of the nenbers of the affiliated group
that is not owned by any other nenber of the affiliated group is
treated as the outstanding stock of that corporation.

(2) Exanples. The provisions of this paragraph (h) may be
Illustrated by the foll ow ng exanpl es:

Exanple 1. The affiliated group AB, consisting of
corporation A and its wholly owned subsidiary B, filed a
consol i dated Federal inconme tax return for the taxable year
endi ng January 31, 2001, and AB is attenpting to determ ne
whether it is affected by this section for its taxable year
begi nning February 1, 2001. During the testing period (i.e., the
t axabl e year ending January 31, 2001), A did not perform personal
services. However, B's only activity was the perfornmance of
personal services. On the last day of the testing period,
enpl oyees of A did not own any stock in A. However, sone of B's
enpl oyees own stock in A In the aggregate, B s enpl oyees own 9
percent of A's stock on the |ast day of the testing period.
Pursuant to paragraph (h)(1) of this section, this section is
effectively applied on a consolidated basis to nenbers of an
affiliated group filing a consolidated Federal income tax return.
Because the only enpl oyee-owners of AB are the enpl oyees of B,
and because B s enpl oyees do not own nore than 10 percent of AB
on the last day of the testing period, ABis not a PSC subject to
the provisions of this section. Thus, ABis not required to
determ ne on a consol i dated basis whether, during the testing
period, its principal activity is the providing of personal
services, or the personal services are substantially perfornmed by
enpl oyee- owners.

Exanple 2. The facts are the sane as in Exanple 1, except
that on the last day of the testing period A owns only 80 percent
of B. The remaining 20 percent of B is owned by enpl oyees of B.
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The fair market value of A including its 80 percent interest in
B, as of the last day of the testing period, is $1,000,000. In
addition, the fair market value of the 20 percent interest in B
owned by B's enpl oyees is $50,000 as of the last day of the
testing period. Pursuant to paragraphs (c)(1)(iv) and (h)(1) of
this section, AB nust determ ne whether the enpl oyee-owners of A
and B (i.e., B's enployees) own nore than 10 percent of the fair
mar ket 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
val ue of the stock held by B's enpl oyees is greater than 10
percent of the aggregate fair market value of A and B as of the

| ast day of the testing period, or $105,000 [$1, 000,000 + $50, 000
x .10], AB may be subject to this section if, on a consolidated
basis during the testing period, the principal activity of ABis
t he performance of personal services and the personal services
are substantially perfornmed by enpl oyee- owners.

81.441-4 Effective date.

Sections 1.441-0 through 1.441-3 are applicable for taxable
years ending on or after May 17, 2002.
881.441-1T, 1.441-2T, 1.441-3T and 1.441-4T [ Renoved]

Par. 4. Sections 1.441-1T, 1.441-2T, 1.441-3T and 1.441-4T
are renoved.

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

81.442-1 Change of annual accounting period.

(a) Approval of the Conm ssioner. A taxpayer that has

adopted an annual accounting period (as defined in 81.441-
1(b)(3)) as its taxable year generally nust continue to use that
annual accounting period in conputing its taxable incone and for
making its Federal inconme tax returns. |[If the taxpayer wants to
change its annual accounting period and use a new taxabl e year,
It nmust obtain the approval of the Comm ssioner, unless it is

ot herw se authorized to change wi thout the approval of the
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Conmi ssi oner under either the Internal Revenue Code (e.g.,
section 444 and section 859) or the regul ations thereunder (e.g.,
paragraph (c) of this section). |In addition, as described in
81.441-1(c) and (d), a partnership, S corporation, electing S
corporation, or personal service corporation (PSC) generally is
required to secure the approval of the Conm ssioner to adopt or
retain an annual accounting period other than its required
taxabl e year. The manner of obtaining approval fromthe
Comm ssioner 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) Qotaining approval--(1) Tine and manner for requesting

approval. In order to secure the approval of the Conm ssioner to
adopt, change, or retain an annual accounting period, a taxpayer
must file an application, generally on Form 1128, “Application To
Adopt, Change, or Retain a Tax Year,” with the Comm ssioner

Wi thin such tine and in such manner as is provided in

adm ni strative procedures published by the Conm ssioner.

(2) Ceneral requirenents for approval. An adoption, change,

or retention in annual accounting period will be approved where
t he taxpayer establishes a business purpose for the requested
annual accounting period and agrees to the Conm ssioner’s

prescribed ternms, conditions, and adjustnents for effecting the
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adoption, change, or retention. |In determ ning whether a

t axpayer has established a business purpose and which terns,
conditions, and adjustnments will be required, consideration wll
be given to all the facts and circunstances relating to the
adoption, change, or retention, including the tax consequences
resulting therefrom Generally, the requirenent of a business
purpose wi Il be satisfied, and adjustnents to neutralize any tax
consequences W ll not be required, if the requested annual
accounting period coincides with the taxpayer’s required taxable
year (as defined in 81.441-1(b)(2)), ownership taxable year, or
natural business year. |In the case of a partnership, S
corporation, electing S corporation, or PSC, deferral of incone
to partners, sharehol ders, or enployee-owners will not be treated
as a busi ness purpose.

(3) Administrative procedures. The Conm ssioner wl|

prescri be adm nistrative procedures under which a taxpayer nmay be
permtted to adopt, change, or retain an annual accounting
period. These adm nistrative procedures will describe the

busi ness purpose requirenents (including an ownership taxable
year and a natural business year) and the ternms, conditions, and
adj ust nents necessary to obtain approval. Such terns,

conditions, and adjustnents may include adjustnents necessary to
neutralize the tax effects of a substantial distortion of incone

that woul d otherw se result fromthe requested annual accounting
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period including: a deferral of a substantial portion of the
taxpayer’s incone, or shifting of a substantial portion of
deductions, fromone taxable year to another; a sim/lar deferral
or shifting in the case of any other person, such as a
beneficiary in an estate; the creation of a short period in which
there is a substantial net operating |oss, capital |oss, or
credit (including a general business credit); or the creation of
a short period in which there is a substantial anount of incone
to offset an expiring net operating |oss, capital |oss, or
credit. See, for exanple, Rev. Proc. 2002-39, 2002-22 |.R B.
procedures for obtaining the Comm ssioner’s prior approval of an
adoption, change, or retention in annual accounting period

t hrough application to the national office; Rev. Proc. 2002-37,
2002-22 1. R B., automatic approval procedures for certain
corporations; Rev. Proc. 2002-38, 2002-22 |.R B., automatic
approval procedures for partnerships, S corporations, electing S
corporations, and PSCs; and Rev. Proc. 66-50, 1966-2 C. B. 1260,
automati c approval procedures for individuals. For availability
of Revenue Procedures and Notices, see 8601.601(d)(2) of this

chapter.

(4) Taxpayers to whom section 441(g) applies. |[If section
441(g) and 81.441-1(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 becone the taxpayer's taxable year only with the approval of
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the Comm ssioner. In addition to any other terns and conditions
that may apply to such a change, the taxpayer nust establish and
mai nt ai n books that adequately and clearly reflect incone for the
short period involved in the change and for the fiscal year
proposed.

(c) Special rule for change of annual accounting period by

subsidiary corporation. A subsidiary corporation that is

required to change its annual accounting period under 81.1502-76,
relating to the taxable year of nenbers of an affiliated group
that file a consolidated return, does not need to obtain the
approval of the Conm ssioner or file an application on Form 1128
Wi th respect to that change.

(d) Special rule for newly married couples. (1) Anewy

married husband or wife may obtain automatic approval under this
paragraph (d) to change his or her annual accounting period in
order to use the annual accounting 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 newy married
husband or wi fe adopting the annual accounting period of the

ot her spouse files a Federal inconme tax return for the short
period required by that change on or before the 15th day of the
4th nmonth following the close of the short period. See section
443 and the regul ations thereunder. |If the due date for any such

short-period return occurs before the date of marriage, the first
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taxabl e year of the other spouse ending after the date of
marri age cannot be adopted under this paragraph (d). The short-
period return nust contain a statenent 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
Wi th respect to a change described in this paragraph (d). For a
change of annual accounting period by a husband or wife that does
not qualify under this paragraph (d), see paragraph (b) of this
section.

(2) The provisions of this paragraph (d) may be illustrated
by the foll ow ng exanpl e:

Exanple. H & Wmarry on Septenber 25, 2001. His on a
fiscal year ending June 30, and Wis on a cal endar year. H
w shes to change to a calendar year in order to file joint
returns wth W Ws first taxable year after marriage ends on
Decenber 31, 2001. H may not change to a cal endar year for 2001
since, under this paragraph (d), he would have had to file a
return for the short period fromJuly 1 to Decenber 31, 2000, by
April 16, 2001. Since the date of marriage occurred subsequent
to this due date, the return could not be filed under this
par agraph (d). Therefore, H cannot change to a cal endar year for
2001. However, H may change to a cal endar year for 2002 by filing
a return under this paragraph (d) by April 15, 2002, for the
short period fromJuly 1 to Decenber 31, 2001. |If Hfiles such a
return, Hand Wmay file a joint return for cal endar year 2002
(which is Ws second taxable year ending after the date of
marri age) .

(e) Effective date. The rules of this section are

applicable for taxable years ending on or after May 17, 2002.
881. 442-2T and 1. 442-3T [ Renoved]

Par. 6. Sections 1.442-2T and 1.442-3T are renoved.
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Par. 7. Section 1.706-1 is anmended by revising paragraphs
(a) and (b) and addi ng paragraph (d) to read as foll ows:

81.706-1 Taxable years of partner and partnership.

(a) Year in which partnership incone is includible. (1) In

conputing taxable income for a taxable year, a partner is
required to include the partner’s distributive share of
partnership itenms set forth in section 702 and the regul ations

t hereunder for any partnership taxable year ending within or with
the partner’s taxable year. A partner nust also include in
taxabl e income for a taxable year guaranteed paynents under
section 707(c) that are deductible by the partnership under its
met hod of accounting in the partnership taxable year ending
within or with the partner’s taxable year

(2) The rules of this paragraph (a)(1) nmay be illustrated by
the foll ow ng exanpl e:

Exanple. Partner A reports incone using a cal endar year,
while the partnership of which Ais a nenber reports its incone
using a fiscal year ending May 31. The partnership reports its
I ncome and deductions under the cash nethod of accounting.

During the partnership taxable year ending May 31, 2002, the

part nershi p nmakes guarant eed paynents of $120,000 to A for
services and for the use of capital. O this amount, $70,000 was
paid to A between June 1 and Decenber 31, 2001, and the remaining
$50, 000 was paid to A between January 1 and May 31, 2002. The
entire $120,000 paid to Ais includible in A's taxable incone for
t he cal endar year 2002 (together with A's distributive share of
partnership itens set forth in section 702 for the partnership

t axabl e year ending May 31, 2002).

(3) If 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 partnership

i ncone.
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(b) Taxable year--(1) Partnership treated as a taxpayer.

The taxable year of a partnership nust be determ ned as though
the partnership were a taxpayer.

(2) Partnership’'s taxable year--(i) Required taxable year.

Except as provided in paragraph (b)(2)(ii) of this section, the
t axabl e year of a partnership nust be--

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

(B) If there is no majority interest taxable year, the
taxabl e year of all of the principal partners of the partnershinp,
as defined in 706(b)(3) (the principal partners’ taxable year);
or

(C If there is no majority interest taxable year or
principal partners’ taxable year, the taxable year that produces
the | east aggregate deferral of inconme as determ ned under
par agraph (b)(3) of this section.

(i1) Exceptions. A partnership may have a taxabl e year
other than its required taxable year if it nmakes an el ection
under section 444, elects to use a 52-53-week taxabl e year that
ends with reference to its required taxable year or a taxable
year el ected under section 444, or establishes a business purpose
for such taxabl e year and obtains approval of the Conm ssioner
under section 442.

(3) Least aggregate deferral--(i) Taxable year that results

in the | east aggregate deferral of inconme. The taxable year that
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results in the | east aggregate deferral of incone will be the
taxabl e year of one or nore of the partners in the partnership
which will result in the | east aggregate deferral of incone to
the partners. The aggregate deferral for a particular year is
equal to the sumof the products determ ned by multiplying the
nont h(s) of deferral for each partner that would be generated by
that year and each partner’s interest in partnership profits for
that year. The partner’s taxable year that produces the | owest
sum when conpared to the other partner’s taxable years is the
taxabl e year that results in the | east aggregate deferral of

i ncome to the partners. |If the calculation results in nore than
one taxable year qualifying as the taxable year with the | east
aggregate deferral, the partnership nmay sel ect any one of those
taxabl e years as its taxable year. However, if one of the
qual i fying taxable years is also the partnership s existing
taxabl e year, the partnership nust maintain its existing taxable
year. The determ nation of the taxable year that results in the
| east aggregate deferral of inconme generally nust be nmade as of
t he begi nning of the partnership’s current taxable year. The
director, however, nmay determne that the first day of the
current taxable year is not the appropriate testing day and
require the use of sone other day or period that will nore
accurately reflect the ownership of the partnership and thereby
the actual aggregate deferral to the partners where the partners
engage in a transaction that has as its principal purpose the

avoi dance of the principles of this section. Thus, for exanple
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the preceding sentence woul d apply where there is a transfer of
an interest in the partnership that results in a tenporary
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
measured in ternms of nonths fromthe end of the partnership’s

taxabl e year forward to the end of the partner’s taxable year.

(ii) Determnation of the taxable year of a partner or

partnership that uses a 52-53-week taxable year. For purposes of

the cal cul ati on described in paragraph (b)(3)(i) of this section,
the taxable year of a partner or partnership that uses a 52-53-
week taxabl e year nust be the same year determ ned under the

rul es of section 441(f) and the regul ations thereunder with
respect to the inclusion of incone by the partner or partnership.

(iii1) Special de mnims rule. |If the taxable year that

results in the | east aggregate deferral produces an aggregate
deferral that is less than .5 when conpared to the aggregate
deferral of the current taxable year, the partnership s current
taxable year will be treated as the taxable year wth the | east
aggregate deferral. Thus, the partnership will not be permtted
to change its taxable year

(iv) Exanples. The principles of this section may be
Illustrated by the foll ow ng exanples:

Exanple 1. Partnership Pis on a fiscal year ending June
30. Partner A reports incone on the fiscal year ending June 30
and Partner B reports incone on the fiscal year ending July 31.

A and B each have a 50 percent interest in partnership profits.
For its taxable year beginning July 1, 1987, the partnership wll
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be required to retain its taxable year since the fiscal year
ending June 30 results in the | east aggregate deferral of incone
to the partners. This determination is nmade as fol |l ows:

Test 6/30 Year End Interest in Mont hs of I nt er est
Partnership Deferral for x Deferral

Profits 6/ 30 Year
End
Partner A 6/ 30 .5 0 0
Partner B 7/ 31 .5 1 .5
Aggr egat e deferral .5
Test 7/31 Year End Interest in Mont hs of I nt er est

Partnership Deferral for x Deferral

Profits 7/ 31 Year
End
Partner A 6/ 30 .5 11 5.5
Partner B 7/ 31 .5 0 0
Aggr egat e deferral 5.5

Exanple 2. The facts are the sanme as in Exanple 1 except
that A reports incone on the calendar year and B reports on the
fiscal year ending Novenber 30. For the partnership’s taxable
year beginning July 1, 1987, the partnership is required to
change its taxable year to a fiscal year endi ng Novenber 30
because such year results in the | east aggregate deferral of
Income to the partners. This determination is nmade as foll ows:
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Test 12/31 Year End Interest in Mont hs of I nt er est
Partnership Deferral for x Deferral

Profits 12/ 31 Year
End
Partner A 12/ 31 .5 0 0
Partner B 11/ 30 .5 11 5.5
Aggr egat e deferral 5.5
Test 11/30 Year End Interest in Mont hs of I nt er est
Partnership Deferral for x Deferral
Profits 11/ 30 Year
End
Partner A 12/ 31 .5 1 .5
Partner B 11/ 30 .5 0 0
Aggregat e deferral .5

Exanple 3. The facts are the sanme as in Exanple 2 except
that B reports incone on the fiscal year ending June 30. For the
partnershi p’s taxable year beginning July 1, 1987, each partner’s
taxable year will result in identical aggregate deferral of
income. |If the partnership s current taxable year was neither a
fiscal year ending June 30 nor the cal endar year, the partnership
woul d select either the fiscal year ending June 30 or the
cal endar year as its taxable year. However, since the
partnership’s current taxable year ends June 30, it nust retain
Its current taxable year. The determnation is nade as foll ows:

Test 12/31 Year End Interest in Mont hs of I nt er est
Part nership Def err al x Deferral



Part ner A
Partner B

Aggregate deferra

Test 6/ 30

Partner A
Partner B

Aggregate deferra

Exanpl e 4.
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Profits for 12/31
Year End
12/ 31 .5 0 0
6/ 30 .5 6 3.0
3.0
Year End Interest in Mont hs of | nt er est
Part nership Def err al x Deferral
Profits for 6/30
Year End
12/ 31 .5 6 3.0
6/ 30 .5 0 0
3.0

The facts are the sane as in Exanple 1 except

that on Decenber 31, 1987, partner A sells a 4 percent interest
In the partnership to Partner C, who reports incone on the fiscal
year ending June 30, and a 40 percent interest in the partnership

to Partner D, who also reports incone on the fiscal
The taxable year beginning July 1, 1987,
However, for the taxable year beginning July 31,

June 30.
by the sale.

year endi ng
is unaffected

1988, the partnership nust determ ne the taxable year resulting

in the | east aggregate deferral
case, the partnership wll
year endi ng June 30 continues to be the taxable

since the fisca

as of July 1, 1988. 1In this
be required to retain its taxable year

year that results in the | east aggregate deferral of incone to

t he partners.
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The facts are the sane as in Exanple 4 except
D reports incone on the fiscal

year ending April 30.

the taxabl e year during which the sale took

place is unaffected by the shifts in interests. However, for its

t axabl e year

begi nning July 1, 1988,

the partnership will be

required to change its taxable year to the fiscal year ending

Apr i

Test 7/31

Par t ner
Par t ner
Par t ner
Par t ner

Aggregate deferra

Test 6/30

Partner A
Partner B
Partner C
Partner D

30.

0O w>

Thi s determ nati on

End

6/ 30
7/ 31
6/ 30
4/ 30

End

6/ 30
7/ 31
6/ 30
4/ 30

| nt er est

Profits

I nt er est

in

Par t ner shi p

. 06

.04

in

Par t ner shi p

Profits

. 06

.04

is made as foll ows:

Mont hs of I nt erest
Def err al x Deferra
for 7/31
Year End
11 . 66
0 0
11 .44
9 3.60
4.70
Mont hs of I nt erest
Def err al x Deferral
for 6/30
Year End
0
1 .5
0

10 4.0



Aggregate deferra

Test 4/30

Par t ner
Par t ner
Par t ner
Par t ner

0w >

Aggr egat e deferral

81.706-1(b)(3) Test:

Year End

6/ 30
7/ 31
6/ 30
4/ 30

Current taxable year (June 30)

Less: Taxabl e year producing the |east

aggregate deferral (April

Addi tional aggregate deferral

30)
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I nt er est

in

Par t ner shi p

Profits

(greater than .5)

. 06

.04

4.5
Mont hs of I nt er est
Def err al x Deferral
for 4/30
Year End
2 .12
3 1.50
2 .08
0 0
1.70
4.5
1.7
2.8
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Exanple 6. (i) Partnership P has two partners, A who
reports inconme on the fiscal year ending March 31, and B who
reports incone on the fiscal year ending July 31. A and B share
profits equally. P has determned its taxable year under
paragraph (b)(3) of this section to be the fiscal year ending
March 31 as foll ows:

Test 3/31 Year End Interest in Deferral for I nt er est
Part nership 3/ 31 Year x Deferral.

Profits End
Partner A 3/ 31 .5 0 0
Partner B 7/ 31 .5 4 2
Aggregat e deferral 2
Test 7/31 Year End Interest in Deferral for I nt er est

Part nership 7/ 31 Year x Deferral.

Profits End
Part ner A 3/ 31 .5 8
Partner B 7/ 31 .5 0 0
Aggregate deferral 4

(ii) I'n May 1988, Partner A sells a 45 percent interest in
the partnership to C, who reports inconme on the fiscal year
ending April 30. For the taxable period beginning April 1, 1989,
the fiscal year ending April 30 is the taxable year that produces
the | east aggregate deferral of inconme to the partners. However,
under paragraph (b)(3)(iii) of this section the partnership is
required to retain its fiscal year ending March 31. This
determ nation is made as foll ows:



Test 3/31

Partner A
Partner B
Partner C

Aggregat e deferral

Test 7/31

Partner A
Partner B
Partner C

Aggregat e deferral
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Year End Interest in
Par t ner shi p
Profits

3/31 . 05
7/ 31 .5
4/ 30 .45

Year End Interest in
Par t ner shi p
Profits
3/31 . 05

7/ 31 .5
4/ 30 .45

Def err al

Def err al

3/ 31 Year
End

7/ 31 year

end

for

for

I nt er est
x Deferral.
0 0
2.0
1 .45
2. 45
I nt er est
Def err al
8 .40
0 0
9 4. 05
4. 45
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Test 4/30 Year End Interest in Deferral for I nt erest
Part nership 4/ 30 year Deferra
Profits end
Partner A 3/31 . 05 11 . 55
Partner B 7/ 31 .5 3 1.50
Partner C 4/ 30 .45 0 0
Aggr egat e deferral 2.05

81.706-1(b)(3) Test:

Current taxable year (3/31) 2.45
Less: Taxabl e year producing the |east

aggregate deferral (4/30). 2.05

Addi tional aggregate deferral (less than .5) .40

(4) Measurenent of partner’s profits and capital interest--

(1) ILn general. The rules of this paragraph (b)(4) apply in
determning the majority interest taxable year, the principal

partners’ taxable year, and the | east aggregate deferral taxable

year.

(i1) Profits interest--(A) In general. For purposes of

section 706(b), a partner’s interest in partnership profits is
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generally the partner’s percentage share of partnership profits
for the current partnership taxable year. |[If the partnership
does not expect to have net incone for the current partnership
taxabl e year, then a partner’s interest in partnership profits
I nstead nmust be the partner’s percentage share of partnership net
i ncome for the first taxable year in which the partnership

expects to have net incone.

(B) Percentage share of partnership net incone. The

partner’s percentage share of partnership net incone for a
partnership taxable year is the ratio of: the partner’s
distributive share of partnership net inconme for the taxable
year, to the partnership’ s net incone for the year. If a
partner’s percentage share of partnership net income for the

t axabl e year depends on the anount or nature of partnership

I ncome for that year (due to, for exanple, preferred returns or
special allocations of specific partnership itens), then the
partnershi p nust nmake a reasonable estimte of the anmount and
nature of its incone for the taxable year. This estimte nust be
based on all facts and circunstances known to the partnership as
of the first day of the current partnership taxable year. The
partnership nust then use this estimate in determning the

partners’ interests in partnership profits for the taxable year.

(C Distributive share. For purposes of this paragraph

(b)(4)(ii), a partner’s distributive share of partnership net

i ncome is determ ned by taking into account all rules and
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regul ations affecting that determ nation, including, wthout

limtation, sections 704(b), (c), and (e), 736, and 743.

(iii) Capital interest. Generally, a partner’s interest in

partnership capital is determ ned by reference to the assets of
the partnership that the partner would be entitled to upon

w t hdrawal fromthe partnership or upon |iquidation of the
partnership. |If the partnership maintains capital accounts in
accordance wth 81.704-1(b)(2)(iv), then for purposes of section
706(b), the partnership nmay assune 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

partnershi p taxabl e year.

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

(6) Foreign partners. [Reserved]

(7) Adoption of taxable year. A newly-forned partnership

may adopt, in accordance with 81.441-1(c), its required taxable
year, a taxable year el ected under section 444, or a 52-53-week
taxabl e year ending with reference to its required taxable year
or a taxable year elected under section 444 w thout securing the
approval of the Conm ssioner. |If a newy-fornmed partnership
wants to adopt any other taxable year, it nust establish a

busi ness purpose and secure the approval of the Comm ssioner

under section 442.
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(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 Comm ssioner under section
442 or making an el ection under section 444. However, a
partnership may obtain automatic approval for certain changes,

I ncluding a change to its required taxable year, pursuant to

adm ni strative procedures published by the Conm ssioner.

(B) Short period tax return. A partnership that changes its

t axabl e year nmust meke its return for a short period in
accordance with section 443, but nust not annualize the

partnershi p taxabl e incone.

(C Change in required taxable year. |If a partnership is

required to change to its mpjority interest taxable year, then no
further change in the partnership’s required taxable year is
required for either of the two years follow ng the year of the
change. This l[imtation against a second change within a three-
year period applies only if the first change was to the majority
I nterest taxable year and does not apply followi ng a change in
the partnership’'s taxable year to the principal partners’ taxable

year or the | east aggregate deferral taxable year.

(ii1) Partners. Except as otherw se provided in the |Internal
Revenue Code or the regul ations thereunder (e.g., section 859
regarding real estate investnent trusts or 81.442-2(c) regarding
a subsidiary changing to its consolidated parent’s taxable year),

a partner may not change its taxable year w thout securing the
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approval of the Comm ssioner under section 442. However, certain
partners may be eligible to obtain automatic approval to change
their taxable years pursuant to the regulations or admnistrative
procedures published by the Comm ssioner. A partner that changes
Its taxable year nmust 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 it
obtains the approval of the Comm ssioner under section 442, or
makes an el ection under section 444, to retain its current
taxabl e year. For exanple, a partnership using a taxable year
that corresponds to its required taxable year nust obtain the
approval of the Comm ssioner to retain such taxable year if its
required taxabl e year changes as a result of a change in

owner shi p, unless the partnership previously obtained approval
for its current taxable year or, if appropriate, nmakes an

el ecti on under section 444.

(10) Procedures for obtaining approval or nmaking a section

444 el ection. See 81.442-1(b) for procedures to obtain the

approval of the Comm ssioner (automatically or otherwi se) to
adopt, change, or retain a taxable year. See 881.444-1T and
1.444-2T for qualifications, and 81.444-3T for procedures, for

maki ng an el ecti on under section 444.

* * % * *
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(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

begi nni ng after Decenber 31, 1953.
81.706-1T [ Renpved]
Par. 8. Section 1.706-1T is renoved.

Par. 9. Section 1.1378-1 is added under the undesi gnated
cent er headi ng “Smal | Busi ness Corporations and Their

Shar ehol ders” to read as foll ows:

81.1378-1 Taxable year of S corporation.

(a) In general. The taxable year of an S corporation nust
be a permtted year. A permtted year is the required taxable
year (i.e., a taxable year ending on Decenber 31), a taxable year
el ected under section 444, a 52-53-week taxable year ending with
reference to the required taxable year or a taxable year el ected
under section 444, or any other taxable year for which the
corporation establishes a business purpose to the satisfaction of

t he Comm ssi oner under section 442.

(b) Adoption of taxable year. An electing S corporation nmay

adopt, in accordance with 81.441-1(c), its required taxable year
a taxabl e year elected under section 444, or a 52-53-week taxable
year ending with reference to its required taxable year or a

t axabl e year el ected under section 444 w thout the approval of

the Conm ssioner. See 81.441-1. An electing S corporation that
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wants to adopt any other taxable year, nust establish a business
pur pose and obtain the approval of the Conmm ssioner under section

442,

(c) Change in taxable year--(1) Approval required. An S

corporation or electing S corporation that wants to change its
taxabl e year nust obtain the approval of the Conm ssioner under
section 442 or nmake an el ection under section 444. However, an S
corporation or electing S corporation nmay obtain automatic
approval for certain changes, including a change to its required
taxabl e year, pursuant to adm nistrative procedures published by

t he Conmm ssi oner.

(2) Short period tax return. An S corporation or electing S

corporation that changes its taxable year nmust nmake its return
for a short period in accordance with section 443, but nust not

annual i ze the corporation’s taxable incone.

(d) Retention of taxable year. |In certain cases, an S

corporation or electing S corporation will be required to change
Its taxable year unless it obtains the approval of the
Conmi ssi oner under section 442, or makes an el ecti on under
section 444, to retain its current taxable year. For exanple, a
corporation using a June 30 fiscal year that elects to be an S
corporation and, as a result, is required to use the cal endar
year must obtain the approval of the Conmi ssioner to retain its

current fiscal year.
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(e) Procedures for obtaining approval or nmaking a section

444 election--(1) In general. See 81.442-1(b) for procedures to

obtain the approval of the Conm ssioner (automatically or
ot herwi se) to adopt, change, or retain a taxable year. See
881. 444-1T and 1.444-2T for qualifications, and 1.444-3T for

procedures, for making an el ection 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 nust request approval
of the Comm ssioner on Form 2553, “Election by a Small Business
Cor poration,” when the election to be an S corporation is filed
pursuant to section 1362(b) and 81.1362-6. See 81.1362-
6(a)(2)(i) for the manner of nmaking an election to be an S
corporation. If such corporation receives perm ssion to adopt,
change to, or retain a taxable year other than its required
taxabl e year, the election to be an S corporation will be
effective. Denial of the request renders the election

I neffective unless 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

el ecti on under section 444.

(f) Effective date. The rules of this section are

applicable for taxable years ending on or after May 17, 2002.
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PART 5c-- TEMPORARY | NCOVE TAX REGULATI ONS UNDER THE ECONOM C
RECOVERY TAX ACT OF 1981

Par. 10. The authority citation for part 5c continues to

read as follows:

Authority 26 U.S.C. 168(f)(8)(G and 7805.
85c. 442-1 [ Renpved]

Par. 11. Section 5c.442-1 is renoved.

PART 5f - - TEMPORARY | NCOVE TAX REGULATI ONS UNDER THE TAX EQUI TY
AND FI SCAL RESPONSI BI LI TY ACT OF 1982

Par. 12. The authority citation for part 5f continues to

read in part as follows:
Authority: 26 U.S.C. 7805 * * *
85f. 442-1 [ Renoved]
Par. 13. Section 5f.442-1 is renoved.

PART 18- - TEMPORARY | NCOVE TAX REGULATI ONS UNDER THE SUBCHAPTER S
REVI SI ON ACT OF 1982

Par. 14. The authority citation for part 18 continues to

read as foll ows:
Aut hority 26 U S. C. 7805.
818. 1378- 1T [ Renpved]

Par. 15. Section 18.1378-1 is renobved.
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PART 602--OvB CONTROL NUMBERS UNDER THE PAPERWORK REDUCTI ON ACT

Par. 16. The authority citation for part 602 continues to

read as foll ows:
Aut hority: 26 U.S.C. 7805.

Par. 17. In 8602.101, paragraph (b) is anmended by addi ng an
entry for “1.441-2", renoving the entries for “1.441-3T", “l1.442-
27", and "“1.442-3T", revising the entry for “l.442-1", and addi ng

an entry for “1.1378-1" in nunerical order to read as foll ows:

8602.101 OMB Control nunbers.

* * % * *

(b)***
CFR part or section where Current OVB
identified and descri bed control No.
* * * % *
1. 440- 2. . . 1545-1748

* * % * *

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

* * % * *

1. L378- . 1545-1748

* * % * *
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Robert E. Wenzel,
Deputy Conm ssioner of Internal Revenue.

Approved: My 3, 2002

Pamel a F. d son,

Acting Assistant Secretary of the Treasury.



