Notice of Proposed Rulemaking ulations Unit at (202) 622-7180 (not toll- Estimated total reporting burden:

and Notice of Public Hearing free numbers). 10,000 hours.
] ] Estimated average burden per respon
Mid-Contract Change in SUPPLEMENTARY INFORMATION:  dent: 2 hours.
Taxpayer _ Estimated number of respondents:
Paperwork Reduction Act 5000.

REG-105946-00 Estimated | f f
The collections of information con- stimated annual frequency ot re-

AGENCY: Internal Revenue Servicetained in this notice of proposed rulemakSPONSes: On occasion.

(IRS), Treasury. ing have been submitted to the Office of AN @gency may not conduct or sponsor
Management and Budget for review in ac2nd & person is not required to respond tc
cordance with the Paperwork Reductiof collection of information unless the col-
Act of 1995 (44 U.S.C. 3507(d)). Com-€ction of information displays a valid

SUMMARY: This document contains ments on the collections of informationcontrol number.

proposed regulations concerning a midshould be sent to th®ffice of Manage- Books or records relating to a collec-
contract change in taxpayer of a contra¢hent and Budget Attn: Desk Officer for tion of information must be retained as
that has been accounted for under a longae Department of the Treasury, Office ofong as their contents may become mater
term contract method of accounting. Anformation and Regulatory Affairs, ial in the administration of any internal

taxpayer that is a party to such a contragt/ashington, DC 20503, with copies tdgevenue law. Generally, tax returns anc
will be affected by these proposed regulahe Internal Revenue Service Attn: IRS  tax return information are confidential, as

ACTION: Notice of proposed rulemak-
ing and notice of public hearing.

tions. This document also provides noticReports Clearance Officer,required by 26 U.S.C. 6103.

of a public hearing on the proposed regus: CAR:MP:FP:S:0, Washington, DC

lations. 20224. Comments on the collections opackground

DATES: Written comments must be re]nformatmn should be received by April Section 460 of the Internal Revenue

ceived by May 17, 2001. Outlines of orafLG’ 2001. Commer?ts are specifically ®Code was enacted by section 804 of the
uested concerning:

comments to be presented at the publ% . _ Tax Reform Act of 1986, Public Law
hearing scheduled for June 13, 2001, at 10 Whether the proposed collections ofingg_514 (100 Stat. 2085, 2358-2361).
a.m. must be received by May 30, 2001, formation are necessary for the propegeciion 460 was amended by sectior

performance of the functions of the Inter- 503 of the Omnibus Budaet Reconcili-
ADDRESSES: Send submissions tmal Revenue Service, including whethekiion act of 1987. Public Lgaw 100-203

CC:M&SP:RU (REG-105946-00), roomthe information will have practical utility; (101 Stat. 1330, 1330-394); by sections
5226, Internal Revenue Service, POB The accuracy of the estimated burdeRoos(c) and 50'41 of the Téchnical anc
7604, Ben Franklin Station, Washingtonassociated with the proposed collectiongjiscellaneous Revenue Act of 1988. Pub-
DC 20044. Submissions may be hand def information (see below); lic Law 100-647 (102 Stat. 3342,
i'g’erehd Mond?y;hm“gh Fréda5y be“"’ete” How the quality, utility, and clarity of 3438-3439 and 3673-3676): by section:

e hours of o a.m. an P.M. 1Othe information to be collected may be en7621 and 7811(e) of the Omnibus Budge
CC:M&SP-RU - (REG-105946-00), hanced; Reconciliation Act of 1989, Public Law
Courier’s Desk, Internal Revenue Ser- o,y he purden of complying with the101-239 (103 Stat. 2106, 2375-2377 an
vice, '1111 Constitution Avenue, NW, proposed collections of information may2408—-2409); by section 11812 of the Om-
Washington, DC. Alternatively, taxpayersye minimized, including through the ap-nibus Budget Reconciliation Act of 1990,
may submit comments electronically Vi, ication of automated collection tech-Public Law 101-508 (104 Stat. 1388,
the Internet by selecting the "Tax RegSyq 65 or other forms of information tech1388-534 to 1388-536): by sections
option on the IRS Home Page, or by subjg o4y ang 1702(h)(15) and 1704(t)(28) of the Small
mitting c.omments.dlrectly. o the IRS In- Estimates of capital or start-up cost8usiness Job Protection Act of 1996, Pub:
ternet site aﬁttp.//www.ws.goy/prod/ and costs of operation, maintenance, ari¢ Law 104-188 (110 Stat. 1755, 1874,
.tax_re?gs/regsllst.'html The public hear- purchase of services to provide informal888); and by section 1211 of the Tax-
'Igg will b% h.ledl.d mlrffén 67t.1t8’t.|nu:naltion. payer Relief Act of 1997, Public Law
er?l\J/:,nll\JlsN, \llj\;aslﬂ?nlgton, 82:5 HUoN A= The collection of information in this 105—3‘} (111 Stat. ?88, 998-1000).

proposed regulation is in §1.460-6(g) Section 460(h) directs the Secretary tc

FOR FURTHER INFORMATION CON- (3)(ii)(C). The information collected in prescribe regulations to the extent neces
TACT: Concerning the proposed regulag1.460—6(g)(3)(ii)(C) is required to pro-sary or appropriate to carry out the pur-
tions, John Aramburu or Leo F. Nolan llvide certain recipients of long-term con{pose of section 460, including regulations
at (202) 622-4960; concerning submistracts with the information needed tao prevent a taxpayer from avoiding sec-
sions of comments, the hearing, and/or tmake look-back calculations. This collection 460 by using related parties, pass:
be placed on the building access list to ation of information is mandatory. Thethrough entities, intermediaries, options,
tend the hearing, Guy Traynor of the Redikely respondents are for-profit entities. and other similar arrangements.



Explanation of Provisions the amount earned determined under In 1990, the IRS issued proposed regu-
some variant of the PCM. These casdations (REG-20930-86) (55 FR 23755)
generally relied on section 446(b), sectiothat addressed the treatment of a mid-con
Generally, manufacturing and construc482 and/or the assignment of income dodract change in taxpayer of a contract ac-
tion contracts not completed within therine to allocate income to the transferorcounted for using PCM for purposes of
taxable year they are entered into ar8ee e.g.Jud Plumbing and Heating, Inc.applying the look-back method. Gener-
long-term contracts. A manufacturingv. Commissionerl53 F.2d 681 (5th Cir. ally, these proposed regulations provided
contract, however, is not a long-term con1946); Standard Paving Co. v. Commisthat the successor to the contract “steppec
tract unless it requires the manufacture afioner, 190 F.2d 330 (10th Cir.pert. de- into the shoes” of the predecessor with re-
a unique item or an item normally requirnied 342 U.S. 860 (1951Central Cuba spect to the PCM. Thus, the successol
ing more than 12 months to completeSugar Co. v. Commissionet98 F.2d 214 was to continue to use the same PCM
Section 460 generally requires that longi2nd Cir.), cert. denied 344 U.S. 874 used by the predecessor both for purpose
term contracts be accounted for under th@952); Dillard-Waltermire, Inc. v. Camp- of reporting income under the contract
percentage-of-completion method (PCMbpell, 255 F.2d 433 (5th Cir. 1958); andand recomputing income under the look-
and that taxpayers make a look-back conMidland-Ross Corp. v. United State85 back method. No look-back calculation
putation of interest to compensate th&.2d 110 (6th Cir. 1973). In addition,was to be made until the successor com:
government (or the taxpayer) for any un81.451-5(f) of the regulations has beepleted the contract, and the successor wa
derestimation (overestimation) of incomecited as support for taxing a transferoliable for look-back interest attributable to
from the contract. However, home conwho has deferred advance paymentsoth pre- and post-transaction years. Or
struction contracts and certain contractsnder its long-term contract method of acthe other hand, except in the case of tax:
of smaller construction contractors are excounting. SedRotolo v. Commissiongr able dispositions to unrelated parties, the
empt from these requirements. MoreoveB8 T.C. 1500 (1987). successor could not recover look-back in-
residential builders are entitled to use the Under section 381(c)(4), in the case dferest owed by the government that was
70/30 percentage-of-completion/capitala section 381 transaction, an acquiringttributable to pre-transaction years.
ized cost method (PCCM), and certaimorporation generally must use thélhese proposed regulations were with-
shipbuilders are entitled to use the 40/6thethod of accounting used by the trangdrawn. One criticism of the regulations
PCCM. Along-term contract or a portionferor.  Further, regulations undemwas that step-in-the-shoes treatment was
of a long-term contract that is exemp81.381(c)(4)-1 require the acquiring corinappropriate in the case of taxable dispo-
from the PCM may be accounted foiporation to take into account the transsitions.
under any permissible method, includindgeror’s items of income or deduction -
the completed contract method (CCM) owhich, because of its method of accoung roposed Provisions
the exempt percentage-of-completiornng, were not required or permitted to be Consistent with the existing guidance
method (EPCM). These long-term conincluded or deducted by the transferor idescribed above and in response to com
tract methods of accounting (i.e., theomputing taxable income prior to thements received on the 1990 proposed reg
PCM, PCCM, CCM and EPCM) are de-date of the transfer. Consistent with seailations, these proposed regulations di-
scribed in proposed §1.460-4. These proion 381, the IRS has held that section 38lide the rules regarding a mid-contract
posed regulations address the Federal igenerally requires a transferee to accounhange in taxpayer of a long-term con-
come tax treatment of a change itior a long-term contract transferred purtract accounted for under a long-term con-
taxpayer prior to completion of a long-suant to a section 381 transaction usingact method into two categories — con-
term contract accounted for under a longhe CCM used by the transferor and, thustructive completion transactions and
term contract method of accounting. to report the entire gain or loss from thetep-in-the-shoes transactions. For this
Existing Guidance on Transfers of Long- contract. Accor(_jin_gly, the decisions inpurpose, the_ step-in-the_-shoes rules apply
term Contracts the Standard Pa_vmcyne of cases are gen-to the foIIowmg_ transactlons — _
erally not applicable to transactions to (1) Transactions described in section
In the case of transactions not governedhich section 381 applies. Rev. Rul. 381 (i.e., liquidations under section
by section 381, such as those occurring0—83 (1970-1 C.B. 85). In addition, sec- 332 and reorganizations described
prior to its effective date, numerous case$on 351 generally has been interpreted to  in section 368(a)(1)(A), (C), (D),
have required a taxpayer to take into inprevent recognition of gain or loss by a (F), or (G));
come items that under its method of adransferor from a section 351 transfer of (2) Transactions described in section
counting would be deferred past the dateartially completed long-term contracts 351;
of the transaction. These cases have inecounted for by the transferor using the (3) Transactions described in section
volved both taxable and nontaxable tran&2CM. See GCM 39258 (July 13, 1984) 368(a)(1)(D) with respect to which
actions, e.g., liquidations and reorganizaapplying Rev. Rul. 80-198 (1980-2 C.B. the requirements of section 355 (or
tions. For example, in the case of 413) (no gain or loss is recognized to a so much of section 356 as relates to
disposition of a long-term contract ac-cash basis transferor with respect to unre-  section 355) are met (divisive “D”
counted for under the CCM, the transferoalized accounts receivable and unrecog-  reorganization);
was required to recognize income earnetized accounts payable transferred in a (4) Transfers (e.g. sales) of S corpora-
on the contract prior to its transfer, withsection 351 transaction). tion stock;

Overview



(5) Conversion to or from an S corpo-however, it is common for the amount reTreasury Department are concerned tha

ration; ceived with respect to a long-term constep-in-the-shoes treatment for these par
(6) Members joining or leaving a con-tract to differ from the amount recognizedership transactions could more readily
solidated group; and because the receipt of progress paymerftgilitate the shifting of income to tax in-

(7) Any other transaction designated irdoes not affect the recognition of incomedifferent parties than in other situations
the Internal Revenue Bulletin byTo address this situation, the proposednd thus are concerned about monitoring
the Internal Revenue Service. Seeegulations provide that, in the case of auch activities solely through an anti-

26 CFR 601.601(d)(2)(ii). section 351 transaction or a divisive “D"abuse rule. In addition, other issues, suc
The constructive completion rulesreorganization, the old taxpayer must acas the treatment of long-term contracts
apply to all other transactions. just its basis in the stock of the new taxunder section 704(c), 751, and 752, sig:

A constructive completion transactionpayer by the difference between thaificantly complicate, and could thwart,
results in the taxpayer originally reportinggmount the old taxpayer has recognizeithe application of the step-in-the-shoes
income under the long-term contract (oldvith respect to the contract and theule with respect to mid-contract changes
taxpayer) recognizing income from theamount the old taxpayer has received onvolving partnership transactions. The
contract based on a contract price thaeasonably expects to receive under tH®S and Treasury Department reques
takes into account any amounts realizecbntract. The IRS and Treasury Deparcomments on the appropriate treatmen
from the transaction or paid by the oldnent specifically request comments witlior mid-contract changes in taxpayer re-
taxpayer to the taxpayer subsequently reespect to this rule. sulting from these partnership transac-
porting income under the long-term con- The proposed regulations also providéons.
tract (new taxpayer) that are allocable toules for applying the look-back method ,
the contract. Similarly, the new taxpayein the case of a mid-contract change if0P0sed Effective Date
in a constructive completion tra_nsaction i$axpaye_r. For constructive complt_ation These regulations are proposed to by
treated as though it entered into a newansactions, the Iook—back_method IS @pgpplicable for transactions on or after the
cqntract as of the Qate of_ the_: transactioplied by the _old taxpayer with respect tQy4¢e they are published in the Federa
with the contract_prlce taking into accounpre-transactlon_ years upon the transaﬁ’egister as final regulations.
the purchase price and any amount paitbn date and, if applicable, by the new
by the old taxpayer that is allocable to théaxpayer with respect to post-transactioSpecial Analyses
contract. years upon contract completion. For , ) .

In the case of a step-in-the-shoes transtep-in-the-shoes transactions, the look- It has been determined that this notice
action, the old taxpayer's obligation to achack method is applied only by the neW Proposed rulemaking is not a signifi-
count for the contract terminates on theaxpayer upon contract completion. Th&ant regulatory action as defined in Ex-
date of the transaction and is assumed Imew taxpayer must account for pre- anfcutive Order 12866. Therefore, a regu
the new taxpayer. The new taxpayer mugbost-transaction years, with special rulei@tory assessment is not requwgd. It als
assume the old taxpayer's methods of agoverning the calculation of look-back@S been determined that section 553(b
counting for the contract, with both theinterest in the case of pre-transactiofi’ the Administrative Procedure Act (5
contract price and allocable contract costgears. The proposed regulations also r&!-S-C- chapter 5) does not apply to thes
based on amounts taken into account lyuire the old taxpayer in such cases tgroulations. Pursuant to section 7805(f)
both parties. However, in the case of provide certain information to the new?f the Internal Revenue Code, this notice
tax avoidance transaction, the IRS majaxpayer in order to enable the new tax2! Proposed rulemaking will be submit-
allocate income with respect to a transpayer to make the necessary look-badgd 0 the Chief Counsel for Advocacy of
ferred long-term contract between the oldalculations. the Small Business Administration for
and new taxpayers. Section §1.451-5(f) The proposed regulations reserve of®mMment on its impact on small busi-
will not be applied to a mid-contractwhether a mid-contract change in tax"€SS: o ,
change in taxpayer of a contract acpayer that results from a partnership 't iS hereby certified that the collection
counted for under a long-term contractransaction, including a transaction de®f information in these regulations will
method. scribed in section 721, a transaction dd1°t have a significant economic impact or

In the case of a step-in-the-shoes transeribed in section 731, and a transfer (e.df, SUbstantial number of small entities.
action in which the transferor's basis irsale) of a partnership interest, should bENiS certification is based on the fact that
the stock of the transferee is determinetieated as a constructive completion, or &€ relevant information is already main-
by reference to its basis of the propertgtep-in-the-shoes, transaction. Althougifined by taxpayers. Therefore, a Regula
transferred, the basis in the stock of ththese transactions are similar to othdP"Y Flexibility Analysis under the Regu-
transferee attributable to the transfer of atep-in-the-shoes transactions, such &&ory Flexibility Act (5 U.S.C. chapter 6)
long-term contract will not be appropriatenonrecognition transactions (e.g., sectiorl§ N°t required.
unless the amount previously received bg51 and 332).and transactions where th€;mments and Public Hearing
the transferor under the long-term conparty responsible for performing the con-
tract equates to the amount previousliract has not changed (e.g., sales of S cor-Before these proposed regulations are
recognized as gross receipts by the trangeration stock and members joining oadopted as final regulations, considera
feror. Under both the PCM and the CCMleaving consolidated groups), the IRS antlon will be given to any electronic or



written comments (a signed original andPART 1—INCOME TAXES (3) Step-in-the-shoes transactions.

eight (8) copies) that are submitted L (i) General rules.

timely to the IRS. The IRS and Trea- Faragraph 1. The authority citation for i Apojication of look-back method to

sury Department specifically requesPart 1 continues to read in part as follows: ~" 0 42nsaction period.

comments on the clarity of the proposed Authority: 26 U.S.C. 7805 ** * _(A) Method.

rule and how it could be made easier to Par- 2. In 81.381(C)(4)-1, a sentence is gy | arest accrual period.

understand. All comments will beadded at the end of paragraph (a)(2) to (C) Information old taxpayer must pro-

available for public inspection andréad as follows: _ vide.

cozyin%l_ R - jlégflff)(“)‘l Method of accounting. i aAppiication of look-back method
ublic hearing has been schedule : i

for JFl)Jne 13, 200?, at 10 a.m. in room (%) ***See 81.460-4(k) for rules re-, , *to postransaction years.

6718, Internal Revenue Building, 1117ating to transfers of contracts accounted Par. 4. Section 1.460—4 is amended by:

Constitution Avenue, NW, Washin ton,for using a long-term contract method of .
DC. Due to building security pr%Ce_accounting in a transaction to which Secﬁaiégg;ﬂl?zg) a sentence at the end of
dures, visitors must enter at the 10tHon 381 applies. 5 Revising. paragraph (k).

* Kk x Kk %
Street entrance, located between Consti- The revision and addition read as fol-

tution and Pennsylvania Avenue, Nw, In Par. 3. Section 1.460-0is amended by: =
it o 1. Revising the entry for paragraph (k OWS:

addition, all visitors must present photo *- g y Tor paragrap

identification to enter the building. Be-Of §1-46OT4- ] 81.460-4 Methods of accounting for

cause of access restrictions, visitors will 2- Adding entries for paragraphs (k)()ong-term contracts.

not be admitted beyond the immediat&"ough (k)(6) of §1.460-4. , .
entrance area more than 15 minutes be-3- Revising the entry for paragraph (g) (a) *** Finally, paragraph (k) of this
fore the hearing starts. For informatiorPf 81.460-6. section provides rules relating to a mid-
about having your name placed on the 4. Adding entries for paragraphs (grontract change i_n taxpayer of a contract
building access list to attend the hearing},hro”gh (9)(3) of §1.460-6. accounted for using a long-term contract
see the “FOR FURTHER INFORMA- The revisions and additions read as folethod of accounting.

TION CONTACT” section of this pre- [OWS: HrEEE
amble. §1.460-0 Outline of regulations under (k) Mia-contract change in taxpayer
el 1) In general The rules in this paragraph
ap{alk;/et(;utlr?: hogafigg(.:Fgerigi;sﬁ\?vigaz/\(/?s)ﬁec'ﬂon 460. Ekg apgly if prior to the complgtiongofpa
to present oral comments at the hearirtg* * * * long-term contract accounted for using a
must submit written comments and an _ long-term contract method by a taxpayer
outline of the topics to be discussed andl-460-4 Methods of accounting for  (old taxpayer), there is a transaction that
the time to be devoted to each topioNg-term contracts. makes another taxpayer (new taxpayer) re-
Moy 30, 2001, A period of 10 mincten Ceme contact. Fo pufposes of i para
May 30, 2001. A period of 10 minutesy \jq.contract change in taxpayer. :

will be allotted to each person for mak- graph (k) and §1.460-6(g), an old taxpayer
ing comments. An ageﬁda showing th%g g‘oai?rergl-' e completion ransactionea S0 Nncludes any old taxpayer(s) (e.g., pre-
: uctiv i i o
i i decessors) of the old taxpayer. In addition,
scheduling or the spegkers W be' PTl) Scope. a change )in status from F;aiable to tax ex-
pared after the deadline for receivingiy oid taxpayer. g

outlines has passed. Copies of thgiy New taxpaver empt or from domestic to foreign, anite
agenda will be available free of charge E’gi) pavel versa,will be considered a change in tax-

the hearing. 3) Step-in-the-shoes transactions. payer. Finally, a contract will be treated as
(!? Scope. the same contract if the terms of the con-
Drafting Information (if) Old taxpayer. tract are not substantially changed in con-

o (i) New taxpayer. nection with the transaction, whether or not
The principal author of these proposedA) Method of accounting. the customer agrees to release the old tax
regulations is John Aramburu, Office of(B) Contract price. payer from any or all of its obligations

Associate Chief Counsel (Income TaxXC) Contract costs. under the contract. The rules governing
and Accounting). However, other per{4) Anti-abuse rule. constructive completion transactions are
sonnel from thg IRS a_nd Tr_easury De(5) Examples. provided in paragraph (k)(2) of this section,
partment participated in their develop{6) Effective date. while the rules governing step-in-the-shoes

* ok ok Kk K . A .
ment. transactions are provided in paragraph

* % % * %

§1.460—6 Look-back method. (K)(3) of this section. For application of the
Proposed Amendments to the look-back method to mid-contract changes
Regulations *okox kK in taxpayers for contracts accounted for
(9) Mid-contract change in taxpayer. using the PCM, see §1.460-6(Q).
Accordingly, 26 CFR part 1 is pro-(1) In general. (2) Constructive completion transac-

posed to be amended as follows: (2) Constructive completion transactionstions— (i) Scope The constructive com-



pletion rules in this paragraph (k)(2)the CCM is all amounts the new taxpayepayer using the CCM is not required to
apply to transactions that result in as entitled by law or contract to receiverecognize any revenue and may no
change in the taxpayer responsible foronsistent with paragraph (d)(3) of thisleduct allocable contract costs incurrec
reporting income from a contract andsection, adjusted for any consideratiomwith respect to the contract.

that are not described in paragrapbaid (or received) as a result of the trans- (B) Basis adjustmentin the case of
(k)(3)(i) of this section (constructive action that is allocable to the contract, .- nsactions described in paragrapt
completion transactions). Constructivel'hus, the new taxpayer’s allocable Con(k)(3)(i)(B) or (C) of this section, the old
completion transactions generally intract costs do not include any considerq;,jlxpayer must adjust its basis in’ the stocl
clude, for example, taxable sales unddion paid, or costs incurred, as a result f the new taxpayer by reducing such
section 1001 and deemed asset salé®e transaction that are allocable to thfqis o the extent the amount the old tax
under section 338. contract. In the case of a transaction su ayer has received or reasonably expect

(ii) Old taxpayer The old taxpayer is IECt 10 Sections 338 or 1060, the amoun, \ocaive under the contract exceeds th
treated as completing the contract on thl consideration paid that is allocable Q4 nt recognized by the old taxpaye!
date of the transaction. The total contradf'® contract is determined by using th@ iy, respect to the contract or by increas
price (or, gross contract price in the cagisidual method under 881.338-6T angl,, 5,ch basis to the extent the amount th
of a long-term contract accounted forl-338—7T. . ] old taxpayer has recognized with respec
under the CCM) for the old taxpayer is_(3) Step-in-the-shoes transactiors 4 the contract exceeds the amount the ol
the sum of any amounts realized from th€) Scope The step-in-the-shoes rules ingypayer has received or reasonably ex
transaction that are allocable to the corfis Paragraph (k)(3) apply to the follow-pecis to receive under the contract. How
tract and any amounts the old taxpayePd fransactions that result in a change igyer, the old taxpayer may not reduce its
has received or reasonably expects to ri1€ taxpayer responsible for reporting inpasis in the stock of the new taxpayer
ceive under the contract after the transa€°me from a contract (step-in-the-shoege|ow zero. If the old and new taxpayer
tion. Total contract price (gross contraciransactions) — do not join in the filing of a consolidated
price) is reduced by any amount paid by (A) Transactions described in sectiofFederal income tax return, the old tax-
the old taxpayer to the new taxpayer, and81 (i.e., liquidations under section 33%ayer must recognize income to the exten
by any transaction costs, that are allocabfld reorganizations described in sectiofhe basis in the stock of the new taxpaye

to the contract. Thus, the old taxpayer'd68(@)(1)(A), (C), (D). (F), or (G)); otherwise would be reduced below zero.
allocable contract costs do not include (B) Transactions described in sectionf the old and new taxpayer join in the fil-
any consideration paid, or costs incurred351; ing of a consolidated Federal income tax

as a result of the transaction that are allo- (C) Transactions described in sectiometurn, the old taxpayer must create an (o
cable to the contract. In the case of 368(a)(1)(D) with respect to which the reincrease an existing) excess loss accour
transaction subject to sections 338 oguirements of section 355 (or so much ab the extent the basis in the stock of the
1060, the amount realized from the transsection 356 as relates to section 355) arew taxpayer otherwise would be reducec

action allocable to the contract is determet; below zero. See 8§81.1502-19 anc

mined by using the residual method under (D) Transfers (e.g., sales) of S corporat.1502—-32(a)(3)(ii).

881.338-6T and 1.338-7T. tion stock; . (III) New taxpayer— (A) Method of ac-
(i) New taxpayer The new taxpayer (E) Conversion to or from an S corpocounting Beginning on the date of the

is treated as entering into a new contraégtion; transaction, the new taxpayer must ac

on the date of the transaction. The new (F) Members joining or leaving a con-count for the long-term contract by using

taxpayer must evaluate whether the ne@plidated group; and the same method of accounting used b

contract should be classified as a long- (G) Any other transaction designated inhe old taxpayer prior to the transaction
term contract within the meaning ofthe Internal Revenue Bulletin by the Inconsistent with §1.381(c)(4)-1(b)(4). The
§1.460-1(b) and account for the contradernal Revenue Service. Se&ame method of accounting must be use
under a permissible method of accoun®601.601(d)(2)(ii) of this chapter. for such contract regardless of whether the
ing. For a new taxpayer who accounts for (ii) Old taxpayer (A) In general The old taxpayer’s method is the new tax-
a contract using the PCM, the total connew taxpayer will “step into the shoes” ofpayer’s principal method of accounting
tract price is any amount the new taxpayehe old taxpayer with respect to the conander §1.381(c)(4)-1(b)(3) or whether the
reasonably expects to receive under theact. Thus, consistent with §1.381(chew taxpayer is otherwise eligible to use
contract consistent with paragraph (b)(4§4)-1(a)(1)(ii), the old taxpayer’s obliga-the old taxpayer’'s method. Thus, if the
of this section. Total contract price is retion to account for the contract terminatesld taxpayer uses the PCM to account fo
duced in the amount of any considerationn the date of the transaction and is ashe contract, the new taxpayer steps int
paid as a result of the transaction, and gumed by the new taxpayer, as set forth the shoes of the old taxpayer with respec
any transaction costs, that are allocable faragraph (k)(3)(iii) of this section. As ato its completion factor and percentage o
the contract and is increased in theesult, an old taxpayer using the PCM isompletion methods (such as the 10-per
amount of any consideration received asr@&quired to recognize income from theent method), even if the new taxpayer ha
result of the transaction that is allocable toontract based on the cumulative allocarot elected such methods for similarly
the contract. Similarly, the gross contradble contract costs incurred as of the datgassified contracts. Similarly, if the old
price for a contract accounted for usin@f the transaction. Similarly, an old taxtaxpayer uses the CCM, the new taxpaye



steps into the shoes of the old taxpay&ronstruction contracts accounted for (i) New taxpayer Y is treated as entering into a
with respect to the CCM, even if the nevusing the PCM prior to the transaction un2ew contractin Year 2. Under the CCM, Y reports no

taxpayer is not otherwise eligible to usdess stated otherwise and the contracts gf@>S "eCeIPIS or Costs in Year 2. Y reports its gross
contract price of $200,000 (the amount remaining to

the CCM. However, the new taxpayer isiot transferred in tax avoidance casegg paid under the terms of the contract less the consid
not necessarily bound by the old taxThe examples are as follows: eration paid allocable to the contract ($1,000,000 -
payer’s method for similarly classified Example 1. Constructive completion — PGl $650,000 - $150,000)) and its total allocable contract
contracts entered into by the new taxpay@acts In Year 1, X enters into a contract. The totatosts of 5125.000 (tlh(i alltzcable c:)ntr::ct$c5o§tz (t)%at Y
. +
Subseduent 1o the ransaction and mugec 1 = L0000 e e o o Conpie e ot (0000
appl_y general tax principles, inClUdir_]gcurs costs of $200,000. In Year’2, X. incurs additionﬁ?SZOOO. ' 7
section 381, to determine the appropriatésts of $400,000 before selling the contract as part of Example 3. Step-in-the-shoes — P@i)IFacts
method to account for these subsequettie sale of its business in Year 2 to Y, an unrelatethe facts are the same asEixample 1except that X
contracts. To the extent that general taparty. At the time of sale, X has received $650,000 itransfers the contract to Y in exchange for stock of Y
principles allow the taxpayer to accounfi e T I e e e eonbed n secton S6B(a1)(A) and doss ot readt n
for S'm'larly classified contracts using ?&BlS0,000. Pursuant to the sale, the new taxpayergéain or loss to X under section 361(a).
method other than the old taxpayer’smmediately assumes X's contract obligations and (ji) Old taxpayer For Year 1, X reports receipts of
method, the taxpayer is not required to obights. Y is required to account for the contract using250,000 (the completion factor multiplied by total
tain the consent of the Commissioner tée PCM. InYear 2, Y incurs additional allocable concontract price ($200,000/$800,000 x $1,000,000))
; ; tract costs of $50,000. Y correctly estimates at thend costs of $200,000, for a profit of $50,000. Be-
begin using such other method. o . " e P ’
9 9 ) end of Year 2 that it will have to incur an additionalcause the mid-contract change in taxpayer results frorr
(B) Contract price The total contract $75,000 of allocable contract costs in Year 3 to coma transaction described in paragraph (K)3)(i) of this
price for the new taxpayer is the sum oflete the contract. section, X is not treated as completing the contract in
any amounts the old taxpayer or new tax- (ii) Old taxpayer For Ye_ar 1, X reports_re_ceipts Year 2. ‘ In Year 2, X reports receipts of $500,000 _(the
payer have received or reasonably expe%ft $250,000 (the cpmpletlon factor multiplied bycomplethn factor multiplied by the total contract price
. . total contract price ($200,000/$800,000 xand minus the Year 1 gross receipts
to receive under the contract consisteny 5,4 500)) and costs of $200,000, for a profit of$600,000/$800,000 x $1,000,000) - $250,000]) and
W.|th' paragraph (b)(4) of th|5_ Se(.3“0”-51;50,000. X is treated as completing the contract icosts of $400,000, for a profit of $100,000.
Similarly, the gross contract price in therear 2 because it sold the contract. For purposes of (i) New taxpayer Because the mid-contract
case of a long-term contract accounted fapplying the PCM in Year 2, the total contract priceehange in taxpayer results from a step-in-the-shoes
under the COM includes all amounts thi $800.00 (e sum f e ameurts eceed undonsaion, st account o e contat g e
. me methods of accounting used by X prior to the
old taxpayer or new taXpay?r are er'mtle 650,000 + $150,000)) and the total allocable cortransaction. Total contract price is the sum of any
bY law or by contract to receive C_0n5|5terl¥act costs are $600,000 (the sum of the costs immounts that X and Y have received or reasonably ex-
with paragraph (d)(3) of this section. curred in Year 1 and Year 2 ($200,000 + $400,000)pect to receive under the contract, and total allocable
(C) Contract costs Total allocable T4 1 1ee 2 X epors ecops o 852000 (oontactcots e e alocale contat coss of X a
. Thus, the estimated total allocable contract costs a
contract costs for the new taXpayer_ ar&800,000 - $250,000)) and costs incurred in year the end of Year 2 are $725,000 (the cumulative alloca-
the allocable contract COSt§ as d.efm_eé* $400,000, for a profit of $150,000. ble contract costs of X and the estimated total alloca-
under paragraph (b)(5) of this section in- (i) New taxpayer Y is treated as entering into able contract costs of Y ($200,000 + $400,000 +
curred by either the old taxpayer prior taew contract in Year 2. The total contract price i$50,000 + $75,000)). In Year 2, Y reports receipts of
or the new taxpayer after the transactioﬁ_zoo,oaotéthe ar?ou?: remtr;ining to'(liae pfaid unqder Itlrglt4l6,55t2 (t?e _comp_letion fa;ut)r multritpll;attjJ bt)r/1 theIOI
al contract price minus receipts reporte eo
Thus, any payments between t_he old ta%i[g]se (;O tﬁe°°cnofﬁfa§}s§$l,eog%r,’ébgr? ;)25%?00% taxpayer ([($%50,000/$725,0%0) xp$1,oooy,0001 -
payer and the new taxpayer with respeglisg goo)). The estimated total allocable contra&750,000) and costs of $50,000, or a profit of $96,552.
to the contract are not treated as part @bsts at the end of Year 2 are $125,000 (the allocaldfer Year 3, Y reports receipts of $103,448 (the total
contract price or an allocable contractontract costs that Y reasonably expects to incur @ontract price minus prior year receipts ($1,000,000 -
cost. complete the contract ($50,000 + $75,000)). In Yed$896,552)) and costs of $75,000, for a profit of
(4) Anti-ab le Notwithstandi 2, Y reports receipts of $80,000 (the completion factd$28,448.
nu-abuse rule Notwinstanding muyitiplied by the total contract price Example 4. Step-in-the-shoes — CQlyIFacts
this paragraph (k), in tax avoidance caseg$s0,000/$125,000) x $200,000] and costs of $50,000he facts are the same asEixample 3except that X
the Commissioner may allocate to the ol¢he costs incurred after the purchase), for a profit giroperly accounts for the contract under the CCM.
(or new) taxpayer the income from 323?,?00- tFOFt Ye_ar 3, Y reports _retceirIJts t;f$120,?tgz (ii) hOld taxpayer X reporzts ng income or costs
Years 1, 2 or 3.
long-term contract properly allocable to o Convac Price minus receipts aready reportefiom the contract in ’
($200,000 - $80,000)) and costs of $75,000, for a (iiiy New taxpayer Because the mid-contract
the old (OI’_ ne_W) taxpayer. F_O_r examplepmﬁt of $45,000. change in taxpayer results from a step-in-the-shoes
the_ Commlss_loner may scrutinize a trans- Example 2. Constructive completion — CQ)  transaction, Y must account for the contract using the
action in which a long-term contract ac+acts The facts are the same a€kample Lexcept same methods of accounting used by X prior to the
counted for using the CCM, or using theéhat X and Y properly account for the contract undetransaction. Thus, in Year 3, the completion year, Y
PCM where the old taxpayer has receiveli® _(_:CO'\T'C'“ q renort amy | ;‘i’g;ss rggg"?gsr Zf %g%?'gggsaggotc’ta' contract costs
advance payments in excess of its Contr(i:-os(:g from ?ﬁgi};?’:’tract?ﬁizgr rfptljn \?ggrlr;c?r?;ec%rn- Exan’1ple’5 Stez-in-the-shoés —. Basis adjustment
butl_on o the contract, is transferred to §act is deemed complete for X, and X reports its grosEhe facts are the same asEixample 1except that X
tax indifferent party. contract price of $800,000 (the sum of the amounts réransfers the contract (including the uncompleted
(5) Examples The following examples ::heivedI u?gaesr ()tf(\)(ao (;:in;rfg(t) gr(;((i))t)he idarqot:ntt :e?:izedbioperw Witht'a bazsis_ of $0r)1 and ?lzsiloolf)trc\)f c?shktofa
. . e sale , , and its total allocableew corporation, Z, in exchange for all of the stock o
illustrate the rules of this paragraph_ (k)tontract costs of $600,000 (the sum of the costs i in a section 351 transaction. Thus, under section
For purposes of these examples, it iS @ggred in Year 1 and Year 2 ($200,000 + $400,000)) i858(a), X's basis in Z is $125,000. X must increase its
sumed that the contracts are long-termnat year. basis in Z by $100,000 pursuant to paragraph



(K)(3)(ii)(B) of this section because the amount X recpre-transaction years upon the date of the (C) Information old taxpayer must pro-
ngn'g%‘éow'th respect to the Cogg%%té $750,00¢ransaction and, if the new taxpayer usesde In order to help the new taxpayer to
$B 50,000 receipts in Year 1 + $500,000 receipts if,o b o the PCCM to account for theapply the look-back method with respect to
ear 2), exceeds the amount X received under the con- . .
tract, the $650,000 in progress payments, bgontract, by the_new taxpayer with respegire-transaction taxab_le years, any old tax
$100,000. to post-transaction years upon completiopayer that reported income from a long-
Example 6. Step-in-the-shoes — Basis adjustmedf the contract. The contract price and allderm contract under the PCM or PCCM for
The facts are the same af:‘a”;p; gg’ég%pt thtzt Xthcable contract costs to be taken into accoueither regular or alternative minimum tax
receives progress payments o , ratnher n . . . . . _
$650,000) and transfers the contract (including the urﬁy tha old taxpayer or the new taxpayer ipurposes is r_equw_ed tq provide the infor
completed property with a basis of $600,000) an@p[_)lym_g the look-back method are demation described in this paragraph to Fhe
$125,000 of cash to a new corporation, Z, in exchangiCribed in 81.460-4(k)(2). new taxpayer by the due date (not including
for all of the stock of Z in a section 351 transaction. (3) Step-in-the-shoes transactions (i) ~ extensions) of the old taxpayer’s income
Thusé U”:erse?t'Pn_ 3?:5_5("")' X's basl!z in i is 3;725'|90@3eneral rules In the case of a transactiortax return for the taxable year ending with,
Xand Z do not join in filing & consolidated Federa 'n_ql<escribed in §1.460-4(k)(3)(i) (step-in-theor the first taxable year ending after, a step
come tax return. X must reduce its basis in the stoc . . . . .
of Z by $725,000 to zero pursuant to paragrapRN0€S transactlon), 'Fhe look-back methad in-the-shoes transaction _des<_:r|bed ir
(K)(3)(ii)(B) of this section because the amount X renot applied at the time of the transactior§1.460-4(k)(3)(i). The required informa-
ceived under the contract, $800,000 in progress paput is instead applied for the first time whertion is as follows - -
ments, excseds the amourg recognéz(j‘?‘j_ by X with réhe contract is completed by the new tax- (1) The portion of the contract reported
spect to the contract, $0. In addition, X musf v ynon completion of the contractby the old taxpayer under PCM for regular
recognize income of $75,000 because X's basis in t &E . . . . .
stock of Z otherwise would have been reduced beloff1® l00k-back method is applied by the newand alternative minimum tax purposes (i.e.
zero by $75,000 (800,000 unrecognized progress paiaxpayer with respect to both pre-transaavhether the old taxpayer used PCM, the
ments - 725,000 basis). tion years and post-transaction years, tak0/60 PCCM method, or the 70/30 PCCM
(6) Effective date This paragraph (K) is ing into account all amounts reasonablynethod);
applicable for transactions on or after thexpected to be received by either the old or (2) The submethod used to apply PCM

date they are published in tif@deral new taxpayer and all allocable contracte.g., the simplified cost-to-cost method or

Registeras final regulations. costs incurred during both periods as dehe 10-percent method);
Par. 5. In 81.460-6, paragraph (g) iscribed in §1.460-4(k)(3). The new tax- (3) The amount of total contract price re-
revised to read as follows: payer is liable for filing the Form 8697 andported by year;

for interest computed on hypothetical un- (4) The numerator and the denominatot

§1.460-6 Look-back method. derpayments of tax, and is entitled to resf the completion factor by year;

* ok ok kK ceive interest with respect to hypothetical (5) The due date (not including exten-
(g) Mid-contract change in taxpayer Overpayments of tax, for both pre- andions) of the old taxpayer’s income tax re-

(1) In general. The rules in this paragraphPost-transaction years. Pursuant to sectioarns for each taxable year in which income

(g) apply if, as described in §1.460-4(k)6901, the old taxpayer will be secondarilyvas required to be reported;

prior to the completion of a long-term con/Jiable for any interest required to be paid (6) Whether the old taxpayer was a corpo

tract accounted for using the PCM or th&ith respect to pre-transaction years reate or a noncorporate taxpayer by year; an

PCCM by a taxpayer (old taxpayer), therluced by any interest on pre-transaction (7) Any other information required by

is a transaction that makes another taxpay@yerpayments. the Commissioner by administrative pro-

(new taxpayer) responsible for reporting in- (i) Application of look-back method tonouncement.
come from the same contract. The rulglre-transaction perioe— (A) Method The (iif) Application of look-back method to

governing constructive completion transac?€W taxpayer must apply the look-baclost-transaction yearsWith respect to
tions are provided in paragraph (g)(2) ofethod to each pre-transaction year that [@st-transaction taxable years, the new tax
this section, while the rules governing step? redetermination year using the simplifieghayer must use the same look-back metho
in-the-shoes transactions are provided ifarginal impact method described in parat uses for other contracts (i.e., the simpli-
paragraph (g)(3) of this section. For purdraph (d) of this section (regardless ofied marginal impact method or the actual
poses of this paragraph, pre-transactioffhether or not the old taxpayer would havenethod) to determine the amount of any
years are all taxable years of the old ta@ctually used that method and without reaypothetical overpayment or underpay-
payer in which the old taxpayer reportedard to the tax liability ceiling). ment of tax and the time period for comput-
(or should have reported) gross receipts (B) Interest accrual period With re- ing interest on these amounts.

from the contract, and post-transactio§Pect to any hypothetical underpayment dr* * * *
years are all taxable years of the new taRverpayment of tax for a pre-transaction
payer in which the new taxpayer reporteif€ar, interest accrues from the due date of

(or should have reported) gross receip#§€ old taxpayer’s tax return (not including

from the contract. extensions) for the taxable year of the un-

(2) Constructive completion transac-derpayment or overpaym,ent until the d_uﬁ:iled by the Office of the Federal Register on
tions In the case of a transaction describedpte of the new taxpayer’s return  (not iNEepruary 15, 2001, 8:45 a.m., and published in
in §1.460—4(K)(2)(i) (constructive comple-cluding extensions) for the completion yeathe issue of the Federal Register for February 16
tion transaction), the look-back method i€' the year of a post-completion adjust2001, 66 FR 10643)
applied by the old taxpayer with respect toent, whichever is applicable.

David A. Mader,
Acting Deputy Commissioner
of Internal Revenue.




