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These synopses are intended only as aids to the reader in
identifying the subject matter covered. They may not be
relied upon as authoritative interpretations.

ADMINISTRATIVE, EMPLOYMENT TAX,
INCOME TAX

T.D. 9861, page 433.

This document contains final regulations that specify that em-
ployers may voluntarily truncate employees’ social security
numbers to appear as IRS truncated taxpayer identification
numbers (TTINs) on copies of Forms W-2, Wage and Tax
Statement, that are furnished to employees, consistent with
the rules for truncation in Treas. Reg. 301.6109-4. The regu-
lations also delete obsolete provisions and update cross-ref-
erences in the existing regulations under sections 6051 and
6052.

EMPLOYEE PLANS

REG-121508-18, page 456.

This document sets forth proposed regulations relating to the
tax qualification of plans maintained by more than one employ-
er. These plans, maintained pursuant to section 413(c) of the
Internal Revenue Code (Code), are often referred to as multi-
ple employer plans or MEPs. The proposed regulations would
provide an exception, if certain requirements are met, to the
application of the “unified plan rule” for a defined contribution
MEP in the event of a failure by an employer participating in
the plan to satisfy a qualification requirement or to provide in-
formation needed to determine compliance with a qualification
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requirement. These proposed regulations would affect MEPs,
participants in MEPs (and their beneficiaries), employers par-
ticipating in MEPs, and MEP plan administrators.

EXCISE TAX, EXEMPT
ORGANIZATIONS

REG-106877-18, page 441.

This document contains proposed regulations for determin-
ing the excise tax applicable to the net investment income of
certain private colleges and universities, as provided by the
Tax Cuts and Jobs Act. These regulations affect applicable
educational institutions and their related organizations.

INCOME TAX

T.D. 9869, page 438.

The final regulations clarify that where a partnership is the
owner of an entity that is disregarded as separate from its
owner for any purpose under section 301.7701-2, the entity
is not treated as a corporation for purposes of employing
direct or indirect partners of the partnership that owns the
entity, but instead the partners in the partnership are subject
to the same self-employment rules as partners of a partner-
ship that does not own an entity that is disregarded as an
entity separate from its owner for any purpose under section
301.7701-2.



The IRS Mission

Provide America’s taxpayers top-quality service by helping
them understand and meet their tax responsibilities and en-
force the law with integrity and fairness to all.

Introduction

The Internal Revenue Bulletin is the authoritative instrument
of the Commissioner of Internal Revenue for announcing of-
ficial rulings and procedures of the Internal Revenue Service
and for publishing Treasury Decisions, Executive Orders, Tax
Conventions, legislation, court decisions, and other items of
general interest. It is published weekly.

It is the policy of the Service to publish in the Bulletin all sub-
stantive rulings necessary to promote a uniform application
of the tax laws, including all rulings that supersede, revoke,
modify, or amend any of those previously published in the
Bulletin. All published rulings apply retroactively unless other-
wise indicated. Procedures relating solely to matters of inter-
nal management are not published; however, statements of
internal practices and procedures that affect the rights and
duties of taxpayers are published.

Revenue rulings represent the conclusions of the Service
on the application of the law to the pivotal facts stated in
the revenue ruling. In those based on positions taken in rul-
ings to taxpayers or technical advice to Service field offices,
identifying details and information of a confidential nature are
deleted to prevent unwarranted invasions of privacy and to
comply with statutory requirements.

Rulings and procedures reported in the Bulletin do not have the
force and effect of Treasury Department Regulations, but they
may be used as precedents. Unpublished rulings will not be
relied on, used, or cited as precedents by Service personnel in
the disposition of other cases. In applying published rulings and
procedures, the effect of subsequent legislation, regulations,
court decisions, rulings, and procedures must be considered,
and Service personnel and others concerned are cautioned

against reaching the same conclusions in other cases unless
the facts and circumstances are substantially the same.

The Bulletin is divided into four parts as follows:

Part 1.—1986 Code.
This part includes rulings and decisions based on provisions
of the Internal Revenue Code of 1986.

Part ll.—Treaties and Tax Legislation.

This part is divided into two subparts as follows: Subpart A,
Tax Conventions and Other Related ltems, and Subpart B,
Legislation and Related Committee Reports.

Part lll.—Administrative, Procedural, and Miscellaneous.
To the extent practicable, pertinent cross references to these
subjects are contained in the other Parts and Subparts. Also
included in this part are Bank Secrecy Act Administrative
Rulings. Bank Secrecy Act Administrative Rulings are issued
by the Department of the Treasury's Office of the Assistant
Secretary (Enforcement).

Part IV.—ltems of General Interest.
This part includes notices of proposed rulemakings, disbar-
ment and suspension lists, and announcements.

The last Bulletin for each month includes a cumulative index
for the matters published during the preceding months. These
monthly indexes are cumulated on a semiannual basis, and are
published in the last Bulletin of each semiannual period.

The contents of this publication are not copyrighted and may be reprinted freely. A citation of the Internal Revenue Bulletin as the source would be appropriate.
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Part I.
T.D. 9861

DEPARTMENT OF THE
TREASURY

Internal Revenue Service
26 CFR Parts 1, 31, and
301

Use of Truncated Taxpayer
Identification Numbers on
Forms W-2, Wage and Tax
Statement, Furnished to
Employees

AGENCY: Internal
(IRS), Treasury.

Revenue Service

ACTION: Final rulemaking.

SUMMARY: This document contains final
regulations under sections 6051 and 6052
of the Internal Revenue Code (Code). To
aid employers’ efforts to protect employ-
ees from identity theft, these regulations
amend existing regulations to permit em-
ployers to voluntarily truncate employees’
social security numbers (SSNs) on copies
of Forms W-2, Wage and Tax Statement,
that are furnished to employees so that
the truncated SSNs appear in the form
of IRS truncated taxpayer identification
numbers (TTINs). These regulations also
amend the regulations under section 6109
to clarify the application of the truncation
rules to Forms W-2 and to add an example
illustrating the application of these rules.
Additionally, these regulations delete ob-
solete provisions and update cross refer-
ences in the regulations under sections
6051 and 6052. These regulations affect
employers who are required to furnish
Forms W-2 and employees who receive
Forms W-2.

DATES: Effective Date: These regulations
are effective on July 3, 2019.

Applicability Date: For dates of applica-

bility, see §§1.6052-2(d), 31.6051-1(k),
31.6051-2(d), 31.6051-3(f), 301.6109-4(c).
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FOR FURTHER INFORMATION CON-
TACT: Concerning these regulations,
Eliezer Mishory, (202) 317-6844 (not a
toll-free number).

SUPPLEMENTARY INFORMATION:
Background:

This document contains amendments
to the Income Tax Regulations (26 CFR
part 1), the Employment Taxes and Collec-
tion of Income Tax at Source Regulations
(26 CFR part 31), and the Procedure and
Administration Regulations (26 CFR part
301) regarding statements that are required
to be furnished to employees by employ-
ers or other persons under sections 6051
and 6052 of the Code. On September 20,
2017, a notice of proposed rulemaking
(REG-105004-16) was published in the
Federal Register (82 FR 43920). The no-
tice of proposed rulemaking proposed to
permit employers to truncate employees’
SSNs to appear in the form of TTINs on
copies of Forms W-2 that are furnished to
employees. In addition, the notice of pro-
posed rulemaking proposed to amend the
regulations under section 6109 to clarify
the application of the truncation rules to
Forms W-2 and to add an example illus-
trating the application of these rules. Fi-
nally, the notice of proposed rulemaking
proposed to delete obsolete provisions and
update cross references in the regulations
under sections 6051 and 6052. The pro-
posed regulations were proposed to apply
to statements required to be filed and fur-
nished under sections 6051 and 6052 after
December 31, 2018.

The IRS received comments on the no-
tice of proposed rulemaking, but no public
hearing was requested or held. After con-
sideration of the comments, this Treasury
decision adopts the proposed regulations
without substantive changes to the con-
tent of the rules. The applicability date
provisions have been changed. The reg-
ulations will apply to returns, statements,
and other documents required to be filed
or furnished after December 31, 2020, ex-
cept for §31.6051-2, as amended, which
will apply as of the date of publication in
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the Federal Register. A detailed explana-
tion of these regulations can be found in
the preamble to the proposed rules. 82 FR
43920.

Summary of Comments

Seventeen written comments were
submitted on the notice of proposed
rulemaking. They are available at www.
regulations.gov or upon request. Many of
the comments recommended adopting the
proposed rules. This preamble addresses
the substantive comments that were crit-
ical of the proposed rules permitting em-
ployers to truncate employees’ SSNs to
appear in the form of TTINs on copies of
Forms W-2 that are furnished to employ-
ees or requested clarification of the pro-
posed rule.

Several commenters disagreed with
the proposed rules. Commenters stated
that not including a complete SSN on the
copy of the Form W-2 will make it diffi-
cult for employees to verify that the SSN
appearing on the copy of the employee’s
Form W-2 that is filed with the Social Se-
curity Administration (SSA) and the IRS
is correct, will make it difficult for em-
ployees to identify and correct mistakes
in lifetime earnings, will make it more
difficult for tax return preparers to verify
that the taxpayer has provided the cor-
rect SSN, may make it more difficult for
employees to provide proof of income to
lenders, and will confuse employees who
receive multiple Forms W-2, some with
truncated SSNs and others with complete
SSNs.

The Department of the Treasury (Trea-
sury Department) and the IRS did not
adopt these comments. The commenters
noted potential, unintended consequences
of allowing SSNs to appear in the form of
a TTIN on Forms W-2. The Treasury De-
partment and the IRS have determined that
the benefit of allowing employers to pro-
tect their employees from identity theft by
truncating employees’ SSNs to appear in
the form of a TTIN outweighs the risk that
the unintended consequences identified by
the commenters will occur. Additionally,
many of the potential consequences noted
by the commenters can be mitigated.
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First, tax return preparers can use
Forms W-2 containing truncated SSNs
to verify employee information by using
the last four digits of the SSN and the
employee’s name and address. Second,
preparers can use other documentation
to verify employee information. For ex-
ample, they can verify the accuracy of a
taxpayer’s SSN by requesting to see the
taxpayer’s social security card. Third, the
only comment submitted regarding lend-
er verification questioned whether verifi-
cation would be more difficult, and the
commenter did not represent having any
expertise on the topic. No lender submit-
ted comments suggesting the inclusion of
a truncated SSN rather than a complete
SSN would affect the lenders’ ability
to verify income using Forms W-2. If a
lender refuses to accept a Form W-2 with
a truncated SSN, employees may verify
income by other methods, such as pro-
viding pay stubs. Fourth, there are many
taxpayers who do not receive Forms W-2,
and tax return preparers and lenders are
able to verify the accuracy of these tax-
payers’ information. Methods used to
verify information for taxpayers who do
not receive a Form W-2 can be used to
verify information for taxpayers who re-
ceived a Form W-2 with a truncated SSN.
Similarly, methods used by taxpayers
who do not receive a Form W-2 to verify
their earnings with SSA can be used by
employees who receive Forms W-2 with
a truncated SSN if there is an issue using
the employees’ Forms W-2. Finally, the
instructions to Form W-2 will be updated
to reflect these regulations and explain
that truncation is not mandatory, which
will reduce any potential for confusion
for taxpayers receiving multiple Forms
W-2.

Several comments addressed potential
consequences if state governments do
not also allow truncation. One comment-
er stated that even under the proposed
rule, employees’ identities would not be
protected because state and local govern-
ments will not allow truncation. Anoth-
er commenter stated that the proposed
rules will cause confusion and could
cause employees to violate state and lo-
cal government rules if the state and local
governments do not allow for truncation
on copies filed with state and local gov-
ernments. This commenter also stated
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that the proposed rules will increase the
administrative burden on employers with
employees who work in multiple states
because the employer will have to de-
termine the requirements for each state.
Finally, one commenter stated that the
proposed rules will make it more diffi-
cult for state authorities to process Forms
W-2 and to determine if someone is using
an SSN that is not his or hers.

The Treasury Department and the IRS
have considered these comments and de-
clined to adopt them. Truncation allows
employers to actively assist their em-
ployees by safeguarding their employees’
identities. The commenters speculate that
state or local governments may prevent
truncation on the copy of the Forms W-2
submitted to the state. That may be true,
but other state and local governments
may allow truncation. Truncation, and
the identity protection benefits associated
with truncation, should not be prohibited
for all employees because some state and
local governments may not allow trunca-
tion. The permissive nature of the rules ac-
commodate the restrictions of individual
states. Similarly, the rules accommodate
potential burdens imposed on employers
by making truncation optional. If em-
ployers with employees in multiple states
find the process too burdensome, they
may choose not to truncate. The Treasury
Department and the IRS determined that
there is a benefit in allowing for truncation
because it will benefit the employees of
employers who choose to take advantage
of it after considering applicable state and
local government rules.

Only one state submitted a comment
on its ability to process Forms W-2 with
truncated SSNs, and that comment sup-
ported the adoption of the proposed rules.
At the request of several state tax admin-
istrators, the proposed rules provided that
the applicable date would not be earlier
than December 31, 2018, to give the states
sufficient time to make necessary chang-
es to their systems. The final regulations
provide that these rules apply to returns,
statements, and other documents required
to be filed or furnished after December 31,
2020.

Finally, one commenter speculated
that software vendors would not allow
the option for truncated employee SSNs
to appear as IRS TTINs. The Treasury
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Department and the IRS did not receive
any comments from software vendors
indicating that they could not or would
not truncate SSNs on the Form W-2. Two
payroll organizations submitted com-
ments that supported the proposed rule.
Further, because truncation is permissive
and not mandatory, there is no negative
consequence to the employer if a partic-
ular software vendor does not allow for
truncation.

Commenters also suggested alterna-
tives to the proposed rules. One comment-
er suggested that a better way to protect
employees’ identities would be to require
employers to furnish employees’ copies of
Forms W-2 electronically. This comment
was outside the scope of the proposed
rule, and the Treasury Department and the
IRS did not adopt this comment. Allowing
truncation provides a different benefit to
employees than electronic furnishing. Un-
der existing rules, however, employers are
allowed to furnish Forms W-2 electroni-
cally if the employee consents.

One commenter suggested that em-
ployers should be required to furnish one
copy of Form W-2 to employees with the
employees’ full SSN. The Treasury De-
partment and the IRS did not adopt this
comment. As other commenters noted,
including one copy of Form W-2 with the
employee’s full SSN along with the copies
where the employee’s SSN appears as an
IRS TTIN defeats the purpose of permit-
ting truncation.

One commenter stated that truncation
should be mandatory. The Treasury De-
partment and the IRS did not adopt this
comment. As commenters noted, main-
taining consistent rules regarding trun-
cation reduces the compliance burden
for filers. Under the generally applicable
rules for truncation, truncation is permit-
ted, not mandatory. The proposed rules
permitting, but not requiring, truncation,
conforms to the generally applicable rules
for truncation in §301.6109-4. Amending
those rules to make truncation mandatory
for one particular form would be incon-
sistent with the general rules and would
increase burden on filers. Additionally, as
commenters noted, while truncation is an
important element of protecting against
identity theft, truncation may also have
other consequences, both for employers
and for employees. Therefore, the Trea-
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sury Department and the IRS determined
that it should be left to the employers,
who furnish the forms, to decide whether
to truncate.

Commenters requested clarification re-
garding the scope of the rules permitting
employers to truncate employees’ SSNs to
appear in the form of a TTIN on copies of
Forms W-2 that are furnished to employ-
ees, and the forms to which the rules ap-
ply, including Forms W-2c, Forms 1099,
Form 1095-C, and the territorial Forms
W-2. These regulations permit employers
to truncate employees’ SSNs to appear in
the form of a TTIN on copies of Forms
W-2 that are furnished to employees under
sections 6051(a) and (f)(2) and 6052(b).
This includes Forms W-2c that are fur-
nished to correct errors on Forms W-2 that
are furnished under sections 6051(a) and
(H)(2) and 6052(b). The regulations do not
apply to any other forms.

In general, under the truncation rules in
§301.6109-4(b)(2)(ii), a TTIN may not be
used on a statement or document if a stat-
ute, regulation, other guidance published
in the Internal Revenue Bulletin, form, or
instructions, specifically requires use of an
SSN, IRS individual taxpayer identifica-
tion number (ITIN), IRS adoption taxpay-
er identification number (ATIN), or IRS
employer identification number (EIN) and
does not specifically permit truncation. If a
specific form continues to require an SSN
and does not permit truncation, the SSN
may not be truncated to appear in the form
of an IRS TTIN. The IRS intends to incor-
porate the revised regulations into forms
and instructions, permitting employers to
truncate employees’ SSNs to appear in the
form of an IRS TTIN on employees’ cop-
ies of Forms W-2.

Only positive comments were received
regarding the miscellaneous updates to
regulations under sections 6051 and 6052,
and these rules are also finalized as pro-
posed.

Effective/applicability date

These regulations are effective on the
date of publication in the Federal Reg-
ister. These regulations amend the ef-
fective/applicability date provisions in
§31.6051-1 and §31.6051-3, and add an
applicability date provision to §1.6052-
2. Sections 31.6051-1, 31.6051-3, and
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1.6052-2, as amended, are applicable for
statements required to be filed and fur-
nished under sections 6051 and 6052 af-
ter December 31, 2020. These regulations
add an applicability date provision to
§31.6051-2. Section 31.6051-2, as amend-
ed, is applicable on the date of publication
in the Federal Register. These regulations
amend the effective/applicability date pro-
vision in §301.6109-4. Section 301.6109-
4, as amended, is applicable to returns,
statements, and other documents required
to be filed or furnished after December 31,
2020.

Statement of Availability of IRS
Documents

IRS Revenue Procedures, Revenue
Rulings notices, and other guidance cited
in this preamble are published in the Inter-
nal Revenue Bulletin (or Cumulative Bul-
letin) and are available from the Superin-
tendent of Documents, U.S. Government
Printing Office, Washington, DC 20402,
or by visiting the IRS website at www.irs.
govV.

Special Analyses

These regulations are not subject to re-
view under section 6(b) of Executive Or-
der 12866 pursuant to the Memorandum
of Agreement (April 11, 2018) between
the Treasury Department and the Office
of Management and Budget regarding
review of tax regulations. Because these
regulations do not impose a collection of
information on small entities, a regulato-
ry impact analysis under the Regulatory
Flexibility Act (5 U.S.C. chapter 6) is not
required. Pursuant to section 7805(f) of
the Code, the notice of proposed rulemak-
ing that preceded these final regulations
was submitted to the Chief Counsel for
Advocacy of the Small Business Adminis-
tration for comment on its impact on small
business. No comments were received
from the Small Business Administration.

Drafting Information

The principal author of these regula-
tions is Eliezer Mishory of the Office of
the Associate Chief Counsel (Procedure

and Administration).
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Amendments to the Regulations

Accordingly, 26 CFR parts 1, 31 and
301 are amended as follows:

PART 1—INCOME TAXES

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

Authority: 26 U.S.C. 7805, unless oth-
erwise noted.

% %k % % %

Par. 2. Section 1.6052-2 is amended by:

Revising paragraph (a).
Removing paragraph (b).
3. Redesignating paragraph (e) as new
paragraph (b).

4. Revising paragraphs (c) and (d).

5. Removing paragraphs (f) and (g).
The revisions read as follows:
$1.6052-2 Statements to be furnished

to employees with respect to wages paid

in the form of group-term life insurance.
(a) Requirement. Every employer fil-
ing a return under section 6052(a) and

§1.6052-1, with respect to group-term life

insurance on the life of an employee, shall

furnish to the employee whose name is set
forth in such return the tax return copy and
the employee’s copy of Form W-2. Each
copy of Form W-2 must show the infor-
mation required to be shown on the Form

W-2 filed under §1.6052-1. An employer

may truncate an employee’s social securi-

ty number to appear in the form of an IRS
truncated taxpayer identification number

(TTIN) on copies of Forms W-2 furnished

to the employee. For provisions relating

to the use of TTINs, see §301.6109-4 of
this chapter (Procedure and Administra-

tion Regulations). The rules in §31.6051-

1 of this chapter (Employment Taxes

and Collection of Income Tax at Source

Regulations) shall apply with respect to

the means and time (including extensions

thereof) for furnishing the employee’s
copy of Form W-2 required by this section
to the employee and making corrections to

such form.
%k ok ok ok %k
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(¢) Penalty. For provisions relating to
the penalty provided for failure to furnish
a statement under this section, see section
6722 and the regulations in part 301 under
section 6722,

(d) Applicability date. This section is
applicable for statements required to be
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furnished under section 6052 after De-
cember 31, 2020.

PART 31—EMPLOYMENT TAXES
AND COLLECTION OF INCOME TAX
AT SOURCE

Par. 3. The authority citation for part
31 is amended by adding an entry for
§31.6051-3 in numerical order to read in
part as follows:

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

Section 31.6051-3 also issued under 26
U.S.C. 6051.
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Par. 4. Section 31.6051-1 is amended
by:

1. Redesignating and moving the undes-
ignated text after pargraph (a)(1)(i)(f)
after the fourth sentence in paragraph
(@(D)().

2. Redesignating paragraphs (a)(1)(i)(a)
through (%) as (a)(1)(i)(A) through
(H), respectively.

3. Revising newly redesignated para-
graphs (a)(1)(i)(B) and (b)(1)(ii).

4. Removing paragraph (d)(1)(ii)(C).

5. Revising paragraphs (f), (h)(2), and
().

6. Removing paragraph (j)(8).

7. Adding paragraph (k).

The revisions and addition read as fol-
lows:

$§31.6051-1 Statements for employees.

(a) * * *

(1) * * *

(i) * * *

(B) The name, address, and social se-
curity number of the employee, which
may be truncated to appear in the form
of an IRS truncated taxpayer identifica-
tion number (TTIN) on copies of Forms
W-2 that are furnished to the employee
(for provisions relating to the use of
TTINs, see §301.6109-4 of this chapter
(Procedure and Administration Regula-
tions)), if wages as defined in section
3121(a) have been paid or if the Form
W-2 is required to be furnished to the
employee,

sk k sk sk ok

(b) % % %

( 1) * * *

(i1) The name, address, and social se-
curity number of the employee, which
may be truncated to appear in the form
of a TTIN on copies of Forms W-2 that
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are furnished to the employee (for pro-
visions relating to the use of TTINS, see
§301.6109-4 of this chapter),
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(f) Statements with respect to com-
pensation, as defined in the Railroad
Retirement Tax Act—(1) Notification of
possible credit or refund. With respect
to compensation (as defined in section
3231(e)), every employer (as defined in
section 3231(a)) who is required to de-
duct and withhold from an employee (as
defined in section 3231(b)) a tax under
section 3201, shall include on or with
the statement required to be furnished to
such employee under section 6051(a), a
notice concerning the provisions of this
title with respect to the allowance of a
credit or refund of the tax on wages im-
posed by section 3101(b) and the tax on
compensation imposed by section 3201
or 3211, which is treated as a tax on wag-
es imposed by section 3101(b).

(2) Information to be supplied to em-
ployees upon request. With respect to com-
pensation (as defined in section 3231(e)),
every employer (as defined in section
3231(a)) who is required to deduct and
withhold tax under section 3201 from an
employee (as defined in section 3231(b))
who has also received wages during such
year subject to the tax imposed by sec-
tion 3101(b), shall upon request of such
employee furnish to him or her a written
statement showing—

(1) The total amount of compensation
with respect to which the tax imposed by
section 3101(b) was deducted;

(i1) The total amount of employee tax
under section 3201 deducted and withheld
(increased by any adjustment in the calen-
dar year for overcollection, or decreased
by any adjustment in such year for under-
collection, of such tax during any prior
year); and

(iii) The proportion thereof (expressed
either as a dollar amount, or a percentage
of the total amount of compensation as
defined in section 3231(e), or as a percent-
age of the total amount of employee tax
under section 3201) withheld as tax under
section 3201 for financing the cost of hos-
pital insurance benefits.

(h) * * *

(2) Time for furnishing statement. The
statement required by this paragraph (h)
for a calendar year shall be furnished—
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(1) In the case of an employee who
is required to be furnished a Form W-2,
Wage and Tax Statement, for the calendar
year, within one week of (before or after)
the date that the employee is furnished a
timely Form W-2 for the calendar year (or,
if a Form W-2 is not so furnished, on or
before the date by which it is required to
be furnished); and

(i1) In the case of an employee who is
not required to be furnished a Form W-2
for the calendar year, on or before Febru-
ary 7 of the year succeeding the calendar
year.
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(1) Cross references. For provisions
relating to the penalties provided for the
willful furnishing of a false or fraudu-
lent statement, or for the willful failure to
furnish a statement, see §31.6674-1 and
section 7204. For additional provisions
relating to the inclusion of identification
numbers and account numbers in state-
ments on Form W-2, see §§31.6109-1 and
31.6109-4. For the penalties applicable to
information returns and payee statements,
see sections 6721 through 6724 and the
regulations in part 301 under sections
6721 through 6724.
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(k) Applicability date. This section is
applicable for statements required to be
furnished under section 6051 after De-
cember 31, 2020.

Par. 5. Section 31.6051-2 is amended
by revising paragraphs (a) and (c) and
adding paragraph (d) to read as follows:

$31.6051-2 Information returns on
Form W-3 and Social Security Adminis-
tration copies of Forms W-2.

(a) In general. Every employer who
is required to make a return of tax under
§31.6011(a)-1 (relating to returns un-
der the Federal Insurance Contributions
Act), §31.6011(a)-4 (relating to returns
of income tax withheld from wages), or
§31.6011(a)-5 (relating to monthly re-
turns) for a calendar year or any period
therein, shall file the Social Security Ad-
ministration copy of each Form W-2 re-
quired under §31.6051-1 to be furnished
by the employer with respect to wages
paid during the calendar year. An employ-
er may not truncate an employee’s social
security number to appear in the form of
an IRS truncated taxpayer identification
number (TTIN) on copies of Forms W-2
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filed with the Social Security Administra-
tion. Each Form W-2 and the transmittal
Form W-3 shall together constitute an in-
formation return to be filed with the So-
cial Security Administration as indicated
on the instructions to such forms. For the
requirement to submit the information on
Form W-2 on magnetic media, see section
6011(e) and §301.6011-2 of this chapter
(Procedure and Administration Regula-
tions).
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(c) Cross references. For provisions
relating to the time for filing the informa-
tion returns required by this section and
to extensions of the time for filing, see
sections 6071 and 6081 and the regula-
tions in this part under sections 6071 and
6081. For the penalties applicable to in-
formation returns and payee statements,
see sections 6721 through 6724 and the
regulations in part 301 under sections
6721 through 6724.

(d) Applicability date. This section is
applicable for statements required to be
filed under section 6051 after July 3, 2019.

Par. 6. Section 31.6051-3 is amended
by revising paragraphs (a)(1)(i), (b)(1), ()
(3), and (f) and removing paragraph (g) to
read as follows:

$§31.6051-3 Statements required in
case of sick pay paid by third parties.

(a) * * *

(1) * * *

(1) The name and, if there is withhold-
ing from sick pay under section 3402(o)
and the regulations in this part under sec-
tion 3402(o), the social security account
number of the payee (the payee’s social
security number may not be truncated to
appear in the form of an IRS truncated
taxpayer identification number (TTIN)),

(b) * * *

(1) All of the information required to
be furnished under paragraph (a) of this
section, but the employer may truncate
the payee’s social security number to ap-
pear in the form of a TTIN on copies of
Forms W-2 that are furnished to the pay-
ee (for provisions relating to the use of
TTINs, see §301.6109-4 of this chapter
(Procedure and Administration Regula-
tions)).
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(3) The provisions of section 6109
(relating to identifying numbers) and the
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regulations in this part and part 301 under
section 6109 shall be applicable to Form
W-2 and to any payee of sick pay to whom
a statement on Form W-2 is required by
this section to be furnished. The employer
must include the social security number of
the payee on all copies of Forms W-2. The
employer may truncate the payee’s social
security number to appear in the form of
a TTIN on copies of Forms W-2 that are
furnished to the payee. For provisions re-
lating to the use of TTINS, see §301.6109-
4 of this chapter.

(f) Applicability date. This section is
applicable for statements required to be
furnished under section 6051 after De-
cember 31, 2020.

PART 301 - PROCEDURE AND
ADMINISTRATION

Par. 7. The authority citation for part
301 continues to read in part as follows:

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

Par. 8. Section 301.6109-4 is amended
by revising paragraphs (b)(2)(ii) and (iii),
(b)(3), and (c) to read as follows:

$301.6109-4 IRS truncated taxpayer

identification numbers.
ko sk sk ok

(b) * * *

(2) * * *

(i1) A TTIN may not be used on a state-
ment or document if a statute, regulation,
other guidance published in the Internal
Revenue Bulletin, form, or instructions,
specifically requires use of an SSN, ITIN,
ATIN, or EIN and does not specifically
state that the taxpayer identifying number
may be truncated. For example, a TTIN
may not be used on a Form W-8ECI or
Form W-8IMY because the forms and/or
form instructions specifically prescribe
use of an SSN, EIN, or ITIN for the U.S.
taxpayer identification number.

(iii)) A TTIN may not be used on any
return, statement, or other document that
is required to be filed with or furnished to
the Internal Revenue Service or the So-
cial Security Administration in the case of
forms required to be filed with the Social
Security Administration under the internal
revenue laws.
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(3) Examples. The provisions of this
paragraph (b) are illustrated by the follow-
ing examples:
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(i) Example 1. Pursuant to section 6051(d) and
§31.6051-2(a) of this chapter, Employer files the
Social Security Administration copy of Employee’s
Form W-2, Wage and Tax Statement, with the Social
Security Administration. Employer may not truncate
any identifying number on the Social Security Ad-
ministration copy. Pursuant to section 6051(a) and
§31.6051-1(a)(1)(i) of this chapter, Employer fur-
nishes copies of Forms W-2 to Employee. There are
no applicable statutes, regulations, other published
guidance, forms, or instructions that prohibit use of
a TTIN on Form W-2, and §31.6051-1(a)(1)(i) spe-
cifically permits truncating employees’ SSNs. Ac-
cordingly, Employer may truncate Employee’s SSN
to appear in the form of a TTIN on copies of Forms
W-2 furnished to Employee. Employer may not trun-
cate its own EIN on copies of Forms W-2 furnished
to Employee.

(ii) Example 2. On April 5, year 1, Donor con-
tributes a used car with a blue book value of $1,100
to Charitable Organization. On April 20, year 1,
Charitable Organization sends Donor copies B and
C of the Form 1098-C as a contemporaneous written
acknowledgement of the $1,100 contribution as re-
quired by section 170(f)(12). In late-February, year
2, Charitable Organization prepares and files copy
A of Form 1098-C with the IRS, reporting Donor’s
donation of a qualified vehicle in year 1. Charitable
Organization may truncate Donor’s SSN to appear
in the form of a TTIN in the Donor’s Identification
Number box on copies B and C of the Form 1098-
C because copies B and C of the Form 1098-C are
documents required by the Internal Revenue Code
and regulations to be furnished to another person;
there are no applicable statutes, regulations, other
published guidance, forms or instructions that pro-
hibit the use of a TTIN on those copies; and there are
no applicable statutes, regulations, other published
guidance, forms, or instructions that specifically
require use of an SSN or other identifying number
on those copies. Charitable Organization may not
truncate its own EIN on copies B and C of the Form
1098-C because a person cannot truncate its own tax-
payer identifying number on any statement or other
document the person furnishes to another person.
Charitable Organization may not truncate any identi-
fying number on copy A of the Form 1098-C because
copy A is required to be filed with the IRS.

(c) Applicability date. This section is
applicable to returns, statements, and oth-
er documents required to be filed or fur-
nished after December 31, 2020.

Kirsten Wielobob,
Deputy Commissioner for Services
and Enforcement.

Approved: May 2, 2019.

David J. Kautter,
Assistant Secretary for Tax Policy.

(Filed by the Office of the Federal Register on July
2, 2019, 8:45 a.m. and published in the issue of the
Federal Register for July 3, 2019, 84 F.R. 31717)
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26 CFR 301.7701-2: Business entities, definitions.

T.D. 9869

DEPARTMENT OF THE
TREASURY

Internal Revenue Service
26 CFR Part 301

Self-employment Tax
Treatment of Partners in
a Partnership that Owns a
Disregarded Entity

AGENCY: Internal
(IRS), Treasury.

Revenue Service

ACTION: Final regulation.

SUMMARY: This document contains
final regulations that clarify the employ-
ment tax treatment of partners in a part-
nership that owns a disregarded entity.
These regulations affect partners in a part-
nership that owns a disregarded entity.

DATES: Effective date: These regulations
are effective on July 2, 2019.

Applicability date: For dates of applicabil-
ity, see §301.7701-2(e)(8).

FOR FUTHER INFORMATION CON-
TACT: Andrew K. Holubeck at (202)
317-4774 or Danchai Mekadenaumporn
at (202) 317-6798 (not toll-free numbers).

SUPPLEMENTARY INFORMATION:
Background

This document contains amendments
to 26 CFR part 301. Section 301.7701-
2(c)(2)(i) of the regulations specifies that,
except as otherwise provided, a business
entity that has a single owner and is not
a corporation under §301.7701-2(b) is
disregarded as an entity separate from its
owner (a disregarded entity). However,
§301.7701-2(c)(2)(iv)(B) treats a disre-
garded entity as a corporation for purpos-
es of employment taxes imposed under
Subtitle C of the Internal Revenue Code
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(Code). This exception to the treatment of
disregarded entities does not apply to tax-
es imposed under Subtitle A of the Code,
including self-employment taxes, and the
regulations issued in TD 9670 on June 26,
2014 (79 FR 36204) explicitly provided
that the owner of a disregarded entity who
is treated as a sole proprietor for income
tax purposes is subject to self-employ-
ment taxes.

On May 4, 2016, temporary regulations
(TD 9766) clarifying the employment tax
treatment of partners in a partnership that
owns a disregarded entity were published
in the Federal Register (81 FR 26693, as
corrected July 5, 2016, at 81 FR 43488).
Prior to the publication of the temporary
regulations, the regulations did not explic-
itly address situations in which the owner
of a disregarded entity is a partnership,
and the Department of the Treasury (Trea-
sury Department) and the IRS had been
informed that some taxpayers were read-
ing the regulations to permit the treatment
of the individual partners in a partnership
that owned a disregarded entity (either di-
rectly or through tiered partnerships) as
employees of the disregarded entity. The
Treasury Department and the IRS issued
the temporary regulations to clarify that
the rule that a disregarded entity is treat-
ed as a corporation for employment tax
purposes does not apply to the self-em-
ployment tax treatment of any individu-
als who are partners in a partnership that
owns a disregarded entity. The temporary
regulations, like the final regulations they
replaced, continued to explicitly provide
that the owner of a disregarded entity who
is treated as a sole proprietor for income
tax purposes is subject to self-employ-
ment taxes. A notice of proposed rulemak-
ing (REG-114307-15) cross-referencing
the temporary regulations was published
in the Federal Register on the same day
(81 FR 26763). No public hearing was re-
quested or held. Comments responding to
the notice of proposed rulemaking were
received. All comments were considered
and are available for public inspection and
copying at http://www.regulations.gov or
upon request. After consideration of all
the comments, the proposed regulations
are adopted as amended by this Treasury
decision, and the corresponding tempo-
rary regulations are removed. The public
comments are discussed in this preamble.

438

Explanation and Summary of
Comments

The Treasury Department and the IRS
received two comments in response to the
proposed regulations. One commenter re-
quested that the Treasury Department and
the IRS consider addressing whether an
eligible entity’s election to be classified
as an association (and thus a corporation
under §301.7701-2(b)(2)) pursuant to the
final entity classification regulations under
section 7701 of the Code (also known as
the “Check-the-Box” regulations) would
change the result such that a partner of the
upper tier entity could be an employee at
the lower tier entity that is treated as a cor-
poration. While the temporary regulations
did not address tiered entities, the use of
an entity classified as a corporation under
the Check-the-Box regulations presents
different issues, such as whether, under
the facts and circumstances, the partner is
an employee of the corporation. However,
these issues are outside the scope of these
final regulations, and for this reason, these
regulations do not address this comment.

In the preamble of TD 9766, the Trea-
sury Department and the IRS requested
comments on the appropriate application
of the principles of Rev. Rul. 69-184,
1969-1 C.B. 256, to tiered partnership sit-
uations, the circumstances in which it may
be appropriate to permit partners to also
be employees of the partnership, and the
impact on employee benefit plans (includ-
ing, but not limited to, qualified retirement
plans, health and welfare plans, and fringe
benefit plans) and on employment taxes
if Rev. Rul. 69-184 were to be modified
to permit partners to also be employees in
certain circumstances.

In response to this request, one com-
menter described the effects of the ap-
plication of the principles of Rev. Rul.
69-184 in the context of publicly trad-
ed partnerships. This commenter noted
that one particular concern in the pub-
licly traded partnership context is that
the publicly traded partnership may not
know which service providers treated as
employees (whether at the publicly trad-
ed partnership level or at any disregarded
entity owned by the publicly traded part-
nership) hold units since individuals may
purchase units on the open market with-
out the knowledge of the publicly traded
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partnership. If an acquisition of units by
the service provider occurs without the
publicly traded partnership’s knowledge,
then improper tax withholding and bene-
fit plan participation may occur until the
publicly traded partnership discovers the
error. This commenter also noted a num-
ber of negative effects on service provid-
ers receiving equity-based compensation
from a publicly traded partnership and the
ensuing burden required in administering
any equity-based compensation plan in
the publicly traded partnership context.
This commenter requested that the IRS
consider an exception to the principles of
Rev. Rul. 69-184 for publicly traded part-
nerships.

As noted in the preamble to TD 9766,
these regulations do not address the appli-
cation of Rev. Rul. 69-184 in tiered part-
nership situations, but rather clarify that a
disregarded entity owned by a partnership
is not treated as a corporation for purposes
of employing any partner of the partner-
ship. Similarly, these regulations also do
not address the application of Rev. Rul.
69-184 to publicly traded partnerships.
Accordingly, the final regulations do not
provide an exception to the principles of
Rev. Rul. 69-184 for publicly traded part-
nerships. However, the Treasury Depart-
ment and the IRS will continue to con-
sider the application of Rev. Rul. 69-184,
including the specific issue noted by the
commenter, and welcome further com-
ments.

The temporary regulations provided
that their applicability date would be the
later of August 1, 2016, or the first day
of the latest-starting plan year following
May 4, 2016 of an affected plan (based
on the plans adopted before, and the plan
years in effect as of, May 4, 2016) spon-
sored by an entity that is disregarded as an
entity separate from its owner for any pur-
pose under §301.7701-2. It has come to
the attention of the Treasury Department
and the IRS that some taxpayers may have
read the applicability date to begin on the
first day of the last plan year prior to the
termination of an affected plan (as defined
in §301.7701-2(e)(8)), which may have
been a date after May 4, 2017 . This is not
a proper reading of the applicability date.

In the case of an entity with several
affected plans that may have different
plan years, the applicability date was the
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first day of the plan year of the affected
plan that had the latest plan year begin-
ning after May 4, 2016, and on or before
May 4, 2017 (assuming that date is after
August 1, 2016). For example, an entity
may have had two affected plans, with
one plan year that began on September
1, 2016, and another plan year that began
on January 1, 2017. In this case, the ap-
plicability date for this entity would have
been January 1, 2017. The applicability
date for any entity affected by these reg-
ulations should not have been delayed
beyond May 4, 2017 in any case. For this
reason, the final regulations clarify in
§301.7701-2(e)(8) that the applicability
date of §301.7701-2(c)(2)(iv)(C)(2) is
the later of August 1, 2016, or the first
day of the latest-starting plan year begin-
ning after May 4, 2016, and on or before
May 4, 2017, of an affected plan (based
on the plans adopted before, and the plan
years in effect as of, May 4, 2016) spon-
sored by an entity that is disregarded as
an entity separate from its owner for any
purpose under §301.7701-2.

Special Analysis

This regulation is not subject to review
under section 6(b) of Executive Order
12866 pursuant to the Memorandum of
Agreement (April 11, 2018) between the
Department of the Treasury and the Of-
fice of Management and Budget regard-
ing review of tax regulations. It has also
been determined that section 553(b) of the
Administrative Procedure Act (5 U.S.C.
chapter 5) does not apply to these regu-
lations, and because the regulations do
not impose a collection of information on
small entities, the Regulatory Flexibility
Act (5 U.S.C. chapter 6) does not apply.
Pursuant to section 7805(f) of the Code,
the NPRM preceding this regulation was
submitted to the Chief Counsel for Advo-
cacy of the Small Business Administration
for comment on its impact on small busi-
ness.

Drafting Information

The principal author of these regula-
tions is Andrew Holubeck of the Office of
the Associate Chief Counsel (Employee
Benefits, Exempt Organizations and Em-
ployment Taxes). However, other person-
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nel from the IRS and the Treasury Depart-
ment participated in their development.

Statement of Availability

IRS Revenue Procedures, Revenue
Rulings, Notices, and other guidance cit-
ed in this document are published in the
Internal Revenue Bulletin (or Cumulative
Bulletin) and are available from the Su-
perintendent of Documents, U.S. Govern-
ment Publishing Office, Washington, DC
20402, or by visiting the IRS website at

http://www.irs.gov.
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Amendments to the Regulations

Accordingly, 26 CFR part 301 is
amended as follows:

PART 301—PROCEDURE AND
ADMINISTRATION

Paragraph 1. The authority citation for
part 301 continues to read in part as fol-
lows:

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

Par. 2. Section 301.7701-2 is amended
by:

1. Revising paragraph (c)(2)(iv)(C)(2).

2. Removing the “(e)” from the “(e)(8)”
paragraph designation and revising
paragraph (e)(8).

The revisions read as follows:

$301.7701-2 Business entities; defini-

tions.
skosk sk sk ok

(c) * * *

(2) * * *

(iv) * * *

(C) * * *

(2) Paragraph (c)(2)(i) of this section
applies to taxes imposed under subtitle A
of the Code, including Chapter 2—Tax on
Self-Employment Income. Thus, an entity
that is treated in the same manner as a sole
proprietorship under paragraph (a) of this
section is not treated as a corporation for
purposes of employing its owner; instead,
the entity is disregarded as an entity sepa-
rate from its owner for this purpose and is
not the employer of its owner. The owner
will be subject to self-employment tax on
self-employment income with respect to
the entity’s activities. Also, if a partnership
is the owner of an entity that is disregard-
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ed as an entity separate from its owner for
any purpose under this section, the entity
is not treated as a corporation for purposes
of employing a partner of the partnership
that owns the entity; instead, the entity is
disregarded as an entity separate from the
partnership for this purpose and is not the
employer of any partner of the partnership
that owns the entity. A partner of a partner-
ship that owns an entity that is disregard-
ed as an entity separate from its owner for
any purpose under this section is subject
to the same self-employment tax rules as a
partner of a partnership that does not own
an entity that is disregarded as an entity
separate from its owner for any purpose

under this section.
skosk sk sk ok

(e) stk
(8) Paragraph (c)(2)(iv)(C)(2) of this
section applies on the later of—
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(1) August 1, 2016; or

(i1) The first day of the latest-starting
plan year beginning after May 4, 2016,
and on or before May 4, 2017, of an af-
fected plan (based on the plans adopted
before, and the plan years in effect as of,
May 4, 2016) sponsored by an entity that
is disregarded as an entity separate from
its owner for any purpose under this sec-
tion. For rules that apply before the appli-
cability date of paragraph (c)(2)(iv)(C)(2)
of this section, see 26 CFR part 301 re-
vised as of April 1, 2016. For the purposes
of this paragraph (e)(8)—

(A) An affected plan includes any qual-
ified plan, health plan, or section 125 caf-
eteria plan if the plan benefits participants
whose employment status is affected by
paragraph (¢)(2)(iv)(C)(2) of this section;

(B) A qualified plan means a plan, con-
tract, pension, or trust described in para-
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graph (A) or (B) of section 219(g)(5) (oth-
er than paragraph (A)(iii)); and

(C) A health plan means an arrangement
described under §1.105-5 of this chapter.

sesteskotok

§301.7701-2T [Removed]

Par. 3. Section 301.7701-2T is re-
moved.

Kirsten Wielobob,
Deputy Commissioner for Services
and Enforcement.

Approved: May 15, 2019.

David J Kautter,
Assistant Secretary of the Treasury
(Tax Policy).

(Filed by the Office of the Federal Register on June

28, 2019 at 4:15 p.m. and published in the issue of
the Federal Register for July 2, 2019, 84 F.R. 31478)
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Part IV.

Guidance on the
Determination of the
Section 4968 Excise Tax
Applicable to Certain
Private Colleges and
Universities

REG-106877-18

AGENCY: Internal
(IRS), Treasury.

Revenue Service

ACTION: Notice of proposed rulemaking.

SUMMARY: This document contains
proposed regulations for determining the
excise tax applicable to the net investment
income of certain private colleges and
universities, as provided by the Tax Cuts
and Jobs Act. These regulations affect ap-
plicable educational institutions and their
related organizations.

DATES: Written or electronic comments
and requests for a public hearing must be
received by October 1, 2019.

ADDRESSES: Submit electronic submis-
sions via the Federal eRulemaking Portal
at  http://www.regulations.gov (indicate
IRS and REG-106877-18) by following
the online instructions for submitting
comments. Once submitted to the Federal
eRulemaking Portal, comments cannot be
edited or withdrawn. The Department of
the Treasury (Treasury Department) and
the IRS will publish for public availability
any comment received to its public dock-
et, whether submitted electronically or in
hard copy. Send hard copy submissions
to: CC:PA:LPD:PR ( REG-106877-18),
Room 5203, Internal Revenue Service,
P.O. Box 7604, Ben Franklin Station,
Washington, DC 20044. Submissions may
be hand-delivered Monday through Friday
between the hours of 8 a.m. and 4 p.m. to
CC:PA:LPD:PR (REG-106877-18), Cou-
rier’s Desk, Internal Revenue Service,

1111 Constitution Avenue NW, Washing-
ton, DC 20224.

FOR FURTHER INFORMATION CON-
TACT: Concerning the proposed regu-
lations, Melinda Williams at (202) 317-
6172 or Amber L. MacKenzie at (202)
317-4086; concerning submission of com-
ments and request for hearing, Regina L.
Johnson at (202) 317-6901 (not toll-free
numbers).

SUPPLEMENTARY INFORMATION:
Background

This document contains proposed reg-
ulations under section 4968 of the Internal
Revenue Code (Code) to amend part 53 of
the Excise Tax Regulations (26 CFR part
53). Section 4968 of the Code, added by
section 13701 of the Tax Cuts and Jobs
Act, Public Law 115-97, 131 Stat. 2054,
2167-68, (2017) (TCJA), imposes on each
applicable educational institution, as de-
fined in section 4968(b)(1), an excise tax
equal to 1.4 percent of the institution’s net
investment income, and, as described in
section 4968(d), a portion of certain net
investment income of certain related orga-
nizations, for the taxable year.

Section 4968(b)(1) defines the term
“applicable educational institution” as
an eligible educational institution (as de-
fined in section 25A(f)(2)) which during
the preceding taxable year had at least 500
tuition-paying students, more than 50 per-
cent of whom were located in the United
States, is not a state college or university
as described in the first sentence of sec-
tion 511(a)(2)(B), and had assets (other
than those assets used directly in carrying
out the institution’s exempt purpose) the
aggregate fair market value of which was
at least $500,000 per student of the insti-
tution.

Section 4968(b)(2) provides that, for
purposes of section 4968(b)(1), the num-
ber of students of an institution (including
for purposes of determining the number

of students at a particular location) shall
be based on the daily average number of
full-time students attending such institu-
tion (with part-time students taken into
account on a full-time student equivalent
basis).

Section 4968(c) provides that, for pur-
poses of section 4968, “net investment
income” shall be determined under rules
similar to the rules of section 4940(c).

Section 4968(d)(1) provides that, for
purposes of determining aggregate fair
market value of an educational institu-
tion’s assets not used directly in carrying
out its exempt purpose' and for purposes
of determining an institution’s net invest-
ment income, the assets and net invest-
ment income of any related organization
with respect to the institution shall be
treated as assets and net investment in-
come, respectively, of the educational
institution, with two exceptions. First, no
such amount shall be taken into account
with respect to more than one educational
institution. Second, unless such organiza-
tion is controlled by such institution or is
described in section 509(a)(3) (relating to
supporting organizations) with respect to
such institution for the taxable year, assets
and net investment income which are not
intended or available for the use or benefit
of the educational institution shall not be
taken into account.

Section 4968(d)(2) provides that the
term “related organization,” with respect
to an educational institution, means (1)
any organization which controls, or is
controlled by, such institution; (2) is con-
trolled by one or more persons that also
control such institution; or (3) is a sup-
ported organization (as defined in section
509(f)(3)), or a supporting organization
(as described in section 509(a)(3)), during
the taxable year with respect to the educa-
tional institution.

The Conference Report for the TCJA,
H. Rept. 115-466, 115th Cong., 1st sess.,
December 15, 2017 (Conference Report),
at 555, states that Congress intended that
the Secretary of the Treasury promulgate

!'Section 4968(d)(1) erroneously cross references section 4968(b)(1)(C). The correct cross reference should be to section 4968(b)(1)(D). See Joint Committee on Taxation, “General Expla-
nation of Public Law No. 115-97” (JCS-1-18), December 2018, at 290, n. 1357.
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regulations to carry out the intent of sec-
tion 4968, including regulations that de-
scribe: (1) Assets that are used directly in
carrying out an educational institution’s
exempt purpose; (2) the computation of
net investment income; and (3) assets that
are intended or available for the use or
benefit of an educational institution.

In June 2018, the Treasury Depart-
ment and the IRS issued Notice 2018-55
(2018-26 I.R.B. 773) (Notice) to provide
interim guidance on certain issues related
to the application of the tax imposed by
section 4968. Specifically, Notice 2018-
55 states that, in the case of property held
on December 31, 2017, and continuously
thereafter to the date of its disposition, the
Treasury Department and the IRS intend
to propose regulations stating that basis
for purposes of determining gain (but
not loss) shall be deemed to be not less
than the fair market value of such proper-
ty on December 31, 2017, plus or minus
all adjustments after December 31, 2017,
and before the date of disposition consis-
tent with the regulations under section
4940(c). The Notice provides that, if the
disposition of an asset would result in a
capital loss, basis rules that are consistent
with the regulations under section 4940(c)
will apply. Accordingly, if the value of the
asset declines after December 31, 2017,
the taxpayer will recognize no gain; how-
ever, the taxpayer will recognize a loss
only if the proceeds from the sale of the
asset are less than the basis of the proper-
ty as calculated without the special rule
in the Notice to increase the basis to fair
market value on December 31, 2017.
The Notice additionally states that the
Treasury Department and the IRS expect
the proposed regulations to provide that
losses from sales or other dispositions of
property generally shall be allowed only
to the extent of gains, with no capital
loss carryovers or carrybacks, and that
losses from sales or other dispositions of
property by related organizations will be
allowed to offset overall net gains from
other related organizations or the appli-
cable educational institution. The Notice
provides that applicable educational in-
stitutions may rely on the Notice before
the issuance of the proposed regulations.
Finally, the Notice requests comments
on any of the issues addressed in the No-
tice and on any additional guidance that
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is needed and whether, and what type of,
transitional relief may be necessary.

The Treasury Department and the IRS
received two comments in response to
Notice 2018-55, which were considered in
drafting these proposed regulations. The
comments are available at Attp.//www.reg-
ulations.gov or upon request.

Explanation of Provisions
1. Institutions Subject to the Tax

Section 4968(a) imposes a 1.4 percent
excise tax on the net investment income
of each applicable educational institution.
Section 4968(b) provides that an applica-
ble educational institution is an “eligible
educational institution” (as defined in sec-
tion 25A(f)(2)) if: (i) it had at least 500
tuition-paying students during the preced-
ing taxable year; (ii) more than 50 percent
of its tuition-paying students are located
in the United States; (iii) it is not a state
college or university as described in the
first sentence of section 511(a)(2)(B); and
(iv) the aggregate fair market value of its
assets (other than those assets used direct-
ly in carrying out the institution’s exempt
purpose) was at least $500,000 per student
of the institution at the end of the preced-
ing taxable year. Section 53.4968-1(a) of
these proposed regulations sets forth defi-
nitions to determine whether an entity is
an applicable educational institution that
is subject to the tax.

Although, pursuant to section 4968(a),
the tax on net investment income for each
taxable year is based on the net investment
income of an applicable educational insti-
tution for such taxable year, for purposes
of determining whether an institution is
an “applicable educational institution”
subject to the tax, section 4968(b) pro-
vides that the number of an institution’s
tuition-paying students and the aggregate
fair market value of the institution’s assets
(and the assets of any related organiza-
tion) are based on the preceding taxable
year’s number and value.

A. Eligible Educational Institution
Defined in Section 25A(f)(2)

Section 4968(b)(1) defines “applica-

ble educational institution,” in part, as an
eligible educational institution defined
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in section 25A(f)(2). In accordance with
section 4968(b), the proposed regulations
provide that an applicable educational
institution must be described in section
25A(f)(2) and the regulations thereunder.
Section 25A(f)(2) provides that, for pur-
poses of the allowance of American Op-
portunity and Lifetime Learning credits,
the term “eligible educational institution”
means an institution (1) which is described
in section 481 of the Higher Education
Act of 1965 (20 U.S.C. 1088) (HEA), as
in effect on the enactment of section 25A
(1997), and (2) which is eligible to par-
ticipate in a program under title IV of the
HEA (relating to the United States fed-
eral student financial aid programs). The
Treasury Department and the IRS antici-
pate that colleges and universities already
know whether they are described in sec-
tion 25A, but request comments on wheth-
er further guidance is needed for purposes
of applying section 4968.

B. Student
1. In General

Section 4968(b)(1) defines “applicable
educational institution,” in part, by refer-
ence to the number of its students and the
amount of its assets per student. Section
4968 does not define the term “student.”
However, section 4968(b)(2) does provide
that the number of students of an institu-
tion shall be based on the daily average
number of full-time students attending an
institution, with part-time students taken
into account on a full-time student equiv-
alent basis. As described in part 1(A) of
this Explanation of Provisions section,
the definition of the term “applicable ed-
ucational institution” in section 4968(b),
which references students in some of its
definitional criteria, relies on the defini-
tion of “eligible educational institution”
as defined in section 25A(f)(2).

For purposes of section 25A, the term
“eligible student” is defined in section
25A(b)(3) to mean a student who (1)
meets the requirements of section 484(a)
(1) of the HEA (20 U.S.C. 1091(a)(1)),
and (2) is carrying at least half the normal
full-time work load for the course of study
the student is pursuing. Section 484(a)(1)
of the HEA (20 U.S.C. 1091(a)(1)) pro-
vides that, in order to receive any grant,
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loan, or work assistance under the general
provisions relating to student assistance
programs under the HEA, a student must
be enrolled or accepted for enrollment in
a degree, certification, or other program
(including a program of study abroad ap-
proved for credit by the eligible institution
at which such student is enrolled) leading
to a recognized educational credential at
an institution of higher education that is
an eligible institution in accordance with
the provisions of section 1094 of title 20
of the U.S. Code, except as provided in
section 1091(b)(3) and (4) of the HEA,?
and not enrolled in an elementary or sec-
ondary school.

The Treasury Department and the IRS
consider the definition of eligible student
under section 25A to be an appropriate ba-
sis for the definition of student for purpos-
es of section 4968; however, the require-
ment found in section 25A(b)(3)(B) that a
student must carry at least half the normal
full-time work load for the course of study
the student is pursuing is not relevant for
purposes of section 4968. Section 4968(b)
(2) does not contain a requirement that a
student must carry at least half the normal
full-time work load to be considered a
student for purposes of the asset measure-
ment requirement; instead, it states that
part-time students are taken into account
on a full-time student equivalent basis.

Furthermore, section 4968(b)(2) con-
tains a requirement that the number of
students of an institution be based on the
daily average number of students attend-
ing the institution. Therefore, the Treasury
Department and the IRS do not view the
portion of the rule found in Section 484(a)
(1) of the HEA that is incorporated into the
definition of “student” in section 25A(b)
(3)(B) and includes an individual merely
“accepted for enrollment” as appropriate
to the application of section 4968 since
such an individual may not yet be attend-
ing the institution.

Accordingly, the proposed regulations
generally follow the standard in section
484(a)(1) of the HEA referenced by sec-
tion 25A(b)(3)(A) to provide that the term
“student” for section 4968 purposes means
aperson enrolled in a degree, certification,

or other program (including a program of
study abroad approved for credit by the
eligible institution at which such student
is enrolled) leading to a recognized edu-
cational credential at an eligible educa-
tional institution, and not enrolled in an
elementary or secondary school. See pro-
posed §53.4968-1(a)(3)(i). However, the
proposed definition of student does not
include individuals merely accepted for
enrollment, nor does it contain a require-
ment that the student have at least half the
normal full-time work load. Furthermore,
the time limitations in section 25A(b)(2)
(such as that the American Opportunity
Tax Credit is allowed only for 4 taxable
years) are not part of the definition of “eli-
gible student” and thus are not incorporat-
ed into the definition of student for section
4968 purposes.

Putting together the section 4968(b)(2)
requirement that a student be “attending”
an institution and the proposed definition
that a student is an individual enrolled in
a degree, certification, or other program
leading to a recognized educational cre-
dential at an eligible educational institu-
tion, in applying the requirements under
section 4968(b)(1), the proposed regu-
lations require that a student be both en-
rolled at and attending the institution. The
Treasury Department and the IRS request
comments on whether further guidance
is needed on the definitions of “student,”
“enrolled,” or “attending.”

Consistent with section 4968(b)(1)(D),
the proposed regulations provide that an
educational institution determines the fair
market value of assets per student based
upon the total number of all students, as
defined in proposed §53.4968-1(a)(3)(i),
attending an eligible educational institu-
tion, not just the number of tuition-paying
students.

ii. Tuition-paying

Section 4968(b)(1) defines “applicable
educational institution,” in part, with re-
spect to how many tuition-paying students
attend the institution. Specifically, under
section 4968(b)(1)(A) an institution must
have had at least 500 tuition-paying stu-

dents during the preceding taxable year,
and under 4968(b)(1)(B), more than 50
percent of its tuition-paying students must
have been located in the United States.
Section 4968 does not define the term “tu-
ition-paying.”

As described in part 1(A) of this Expla-
nation of Provisions section, section 25A
provides certain education credits relating
to qualified tuition and related expenses
paid by certain eligible students. Section
25A(f)(1) and §1.25A-2(d) provide, in rel-
evant part, that the term “qualified tuition
and related expenses” means tuition and
fees required for the enrollment or atten-
dance at an eligible educational institution
for courses of instruction at such institu-
tion. Such term does not include expenses
with respect to any course or other educa-
tion involving sports, games, or hobbies,
unless such course or other education is
part of the individual’s degree program.

The Treasury Department and the IRS
propose to base the definition of “tui-
tion-paying” for purposes of section 4968
on the definition of qualified tuition and
related expenses that is provided in sec-
tion 25A(f)(1) and the regulations there-
under, without regard to section 25A(f)(1)
(D). Thus, the proposed regulations pro-
vide that tuition-paying means the pay-
ment of tuition and fees required for the
enrollment or attendance of a student for
courses of instruction at an eligible educa-
tional institution but does not include any
separate payment for supplies or equip-
ment required during a specific course
once a student is enrolled in and attending
the course (for example, art supplies). Tui-
tion-paying also does not include payment
of room and board or other personal living
expenses, and if a student is required to
pay a fee (such as a comprehensive fee or
a bundled fee) to an eligible educational
institution that combines charges for tu-
ition with charges for personal expenses
such as room and board, then the student
is a tuition-paying student. The Treasury
Department and the IRS note that, not-
withstanding the reference to “enroll-
ment” for purposes of identifying tuition
and fees, the tuition-paying student must
also be attending the educational institu-

2 Subsections (b)(3) and (4) of 20 U.S.C. 1091 provide exceptions to section 484(a)(1) of the HEA that allows students to be eligible for certain grant programs even if the student does not
qualify under section 484(a)(1). Under the exceptions, the student must be carrying at least one-half the normal full-time work load for the course of study that the student is pursuing, as
determined by an eligible institution, and be enrolled in a course of study necessary for enrollment in a program leading to a degree, certificate, professional credential or certification from a
State that is required for employment as a teacher in an elementary or secondary school in that State.
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tion for purposes of determining if there
are at least 500 tuition-paying students.

For purposes of section 4968, the
proposed regulations also provide that
whether a student is “tuition-paying” is
determined after taking into account any
scholarships provided directly by the ed-
ucational institution and any work study
programs operated directly by the educa-
tional institution. However, scholarship
payments provided by third parties, even
if administered by the institution, are con-
sidered payments of tuition on behalf of
the student. Accordingly, a student will
be considered a tuition-paying student
for purposes of section 4968 if payment
of any tuition or a fee is required for the
enrollment or attendance of the student for
courses of instruction after the application
of any scholarships offered directly by the
institution or work study program operat-
ed directly by the institution.

1ii. Located in the United States

Section 4968(b)(1)(B) provides, in
part, that at least 50 percent of an appli-
cable educational institution’s tuition-pay-
ing students attending the institution must
have been located in the United States.
The statute clearly refers to the location of
the students, not the location of the educa-
tional institution or an instructor. Accord-
ingly, the proposed regulations provide
that a student is considered to have been
located in the United States if the student
resided in the United States for at least a
portion of the time the student attended
the educational institution. Like the oth-
er requirements of section 4968(b), this
measurement is based on the applicable
educational institution’s preceding taxable
year.

For example, a student that attended
an educational institution in the preced-
ing taxable year who is citizen of a for-
eign country is considered to have been
a student located in the United States if
the student resided in the United States
for at least a portion of the time the stu-
dent attended the educational institution.
Furthermore, a student attending the ed-
ucational institution in the preceding tax-
able year who was studying abroad in a
foreign country is considered to have been
a student located in the United States if
the student resided in the United States
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for at least a portion of the time the stu-
dent attended the educational institution.
However, if a student did not reside in the
United States for any portion of the time
the student attended the education insti-
tution during the preceding taxable year,
then that student would not be considered
to have been located in the United States
for purposes of section 4968(b)(1)(B) (al-
though he or she may still be considered
a student for purposes of section 4968(b)
(1)(D)). The Treasury Department and the
IRS request comments on whether further
guidance is needed relating to whether a
student is considered to have been located
in the United States in a preceding taxable
year.

1v. Full-time Students and Part-time
Equivalents

Section 4968(b)(2) provides, in part,
that the number of students of an applica-
ble educational institution (including for
purposes of determining the number of
students at a particular location) is based
on the daily average number of full-time
students attending such institution, with
part-time students taken into account on a
full-time student equivalent basis. Section
4968 does not define the terms “full-time”
and “part-time” for purposes of the full-
time equivalent rule in section 4968(b)
(2), nor does it provide how to determine
a full-time student equivalent or a daily
average. Section 1.25A-3(d)(1)(ii) of the
Income Tax Regulations provides for sec-
tion 25A purposes that the standard for
what is half the normal full-time work
load is determined by each eligible edu-
cational institution; however, the standard
for half-time may not be lower than the
applicable standard for half-time estab-
lished by the HEA.

Unlike section 25A, section 4968 does
not require that a student be carrying at
least half the normal full-time work load
for the course of study the student is pur-
suing in order to be considered a student.
However, the Treasury Department and
the IRS otherwise view the standard pro-
vided in §1.25A-3(d)(1)(ii) as a helpful
model in applying the full-time equiva-
lent requirement in section 4968(b)(2) and
propose to follow a similar approach.

Accordingly, these proposed regula-
tions provide that, for purposes of section
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4968(b)(2), the determinations of full-
time students, part-time students, full-time
student equivalents, and daily average of
students attending the institution are made
by each applicable educational institution
as long as the determinations are consis-
tent with the institution’s practices in de-
termining full-time and part-time status
for other purposes. For example, it may
be reasonable for an institution to deter-
mine that two students, each carrying half
a full-time load, are equivalent to one
full-time student. However, the standards
an institution uses may not be lower than
the applicable standards established by the
Department of Education under the HEA.

The Treasury Department and the IRS
seek comments on whether more specific
guidance is required concerning the deter-
mination of full-time student, part-time
student, full-time equivalent, or daily av-
erage number of full-time students attend-
ing the institution.

C. Assets Used Directly in Carrying out
an Institution’s Exempt Purpose

1. In General

To be included within the definition
of applicable educational institution un-
der section 4968(b)(1), an institution
must have assets (other than those assets
which are used directly in carrying out the
institution’s exempt purpose) the aggre-
gate fair market value of which is at least
$500,000 per student. The phrase “assets
which are used directly in carrying out the
institution’s exempt purpose” is not de-
fined in section 4968, but a similar phrase
is used in section 4942.

For purposes of section 4942, a private
foundation must determine its minimum
investment return as part of its calcula-
tion of its distributable amount for any
taxable year. Minimum investment return
is defined in section 4942(e) as 5 percent
of the excess of the aggregate fair market
value of all assets of the foundation “other
than those which are used (or held for use)
directly in carrying out the foundation’s
exempt purpose,” over the acquisition in-
debtedness with respect to such assets.

Since section 4968 contains a phrase
similar to the language used in section
4942 (other than the omission of the par-
enthetical “or held for use”), the Treasury
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Department and the IRS propose general-
ly to follow §53.4942(a)-2(c) for purposes
of determining whether an educational in-
stitution’s assets are used directly in car-
rying out the institution’s exempt purpose,
without regard to provisions relating to
private foundation assets “held for use.”
The Treasury Department and the IRS
seek comments on whether the use of the
principles of the section 4942 regulations
for this purpose creates any concerns.
Consistent with section 4942, the pro-
posed regulations provide in §53.4968-
1(a)(4)(i) that an asset is used directly
in carrying out an institution’s exempt
purpose only if the asset is actually used
by the institution in carrying out its ex-
empt purpose. Administrative assets, real
estate, and physical property used by the
institution directly in its exempt activities
are all examples of such exempt purpose
assets. In addition, a reasonable cash bal-
ance necessary to cover current admin-
istrative expenses and other normal and
current disbursements directly connected
with the educational institution’s exempt
activities is considered to be used direct-
ly in carrying out the institution’s exempt
purpose. For section 4942 purposes, a
reasonable cash balance is defined as 1.5
percent of the fair market value of the
private foundation’s non-charitable use
assets (i.e., assets not actually used by an
institution in carrying out its exempt pur-
pose), determined without regard to the
reduction for the reasonable cash balance.
For consistency with the 4942 rules, the
Treasury Department and the IRS pro-
pose that a cash balance of 1.5 percent of
the fair market value of the educational
institution’s non-charitable use assets, de-
termined without regard to the deduction
for the reasonable cash balance, will be
deemed to be a reasonable cash balance
for purposes of section 4968. However,
the Treasury Department and the IRS note
that the 1.5 percent standard in the sec-
tion 4942 context is an average monthly
amount over the entire taxable year and
thus has to take into account fluctuations
in cash needs. Thus, in light of the differ-
ences in the exempt activities of an edu-
cational institution and the section 4968
requirement to measure the assets only at
the end of the taxable year, the Treasury
Department and the IRS request com-
ments on whether another percentage or
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other measurement should be deemed to
be a reasonable cash balance at the end
of the taxable year. The Treasury Depart-
ment and the IRS specifically request
comments supporting why any such oth-
er amount would be reasonable, and how
utilizing a different amount would be ad-
ministrable.

The proposed regulations do not ad-
dress whether a functionally-related
business would be considered an exempt
use asset for the purposes of this test. Al-
though functionally-related businesses are
included as an illustration of an exempt
use asset in the section 4942 regulations,
it is not clear how the concept of a func-
tionally-related business would apply to
an educational institution. The Treasury
Department and the IRS request com-
ments on whether and how educational
institutions use functionally related busi-
nesses in conducting their operations and
whether functionally-related businesses
should be explicitly included or excluded
as examples of exempt use assets in the
final regulations.

Whether an asset is used directly by
an educational institution to carry out its
exempt purpose is determined based on
the facts and circumstances. In addition,
where property is used both for charita-
ble, educational, or other similar exempt
purposes and for other purposes, if the ex-
empt use represents 95 percent or more of
the total use, the property is considered to
be used exclusively for a charitable, edu-
cational, or other similar exempt purpose.
If the exempt use represents less than 95
percent of the total use, the institution
must make a reasonable allocation be-
tween the exempt and nonexempt use.

ii. Exceptions

Similar to the rules under section 4942,
the proposed regulations deem certain as-
sets to not be used directly in carrying out
an institution’s exempt purpose, including
assets that are held for the production of
income or for investment (for example,
stocks, bonds, interest-bearing notes, en-
dowment funds, or, generally, leased real
estate), even if the income from such as-
sets is used to carry out the exempt pur-
pose. Similarly, non-exempt use assets
include property used for managing en-
dowment funds of the institution.
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iii. Valuation of Assets not Used Directly
in Carrying out an Institution’s
Exempt Purpose

For purposes of section 4968(b)(1)(D),
the value of an institution’s non-exempt
use assets must be determined as of the
last day of each taxable year for which a
valuation must be made. In contrast, sec-
tion 4942(e)(2)(A) provides generally that
a foundation’s securities for which market
quotations are readily available shall be
determined on a monthly basis, and that
the values of other assets shall be deter-
mined at such times and in such manner
as the Secretary shall by regulations pre-
scribe.

Section 53.4942(a)-2(c)(4) provides
that a private foundation may use any rea-
sonable method to determine the fair mar-
ket value on a monthly basis of securities
for which market quotations are readily
available, as long as such method is con-
sistently used, and provides additional
valuation guidelines for assets that are not
market securities.

Consistent with the proposed rules for
determining whether an asset is used di-
rectly in carrying out an institution’s ex-
empt purpose, the Treasury Department
and the IRS propose that, for purposes of
valuing the institution’s non-exempt use
assets, institutions use rules similar to the
rules of section 4942(e) and §53.4942(a)-
2(c)(4), with two modifications. First,
the phrase “applicable educational insti-
tution” is substituted for “private foun-
dation” or “foundation” every place they
appear. Second, an institution will have to
make such adjustments as are reasonable
and necessary to obtain the fair market
value of non-exempt use assets as of the
last day of the valuation taxable year, rath-
er than any other frequency provided by
the section 4942 regulations.

The Treasury Department and the IRS
request comments on valuing exempt use
assets using the principles of section 4942,
as modified by this special timing rule.

2. Determination of Net Investment
Income and Basis of Property

A. In General

Section 4968(a) imposes on each appli-
cable educational institution a tax equal to
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1.4 percent of its net investment income
for the taxable year. Section 4968(c) pro-
vides that net investment income is de-
termined under rules similar to the rules
of section 4940(c). Accordingly, the pro-
posed regulations provide in §53.4968-
1(b) that an institution must calculate its
net investment income under the rules
of section 4940(c) and §53.4940-1(c)
through (f), with certain modifications ex-
plained in part 2(B) of this Explanation of
Provisions section.

Section 4940(c)(1) defines net invest-
ment income as the amount by which the
sum of the gross investment income and
the capital gain net income exceeds cer-
tain specified allowable deductions. Sec-
tion 4940(c)(1) also states that, except to
the extent inconsistent with the provisions
of section 4940, net investment income is
determined under the principles of subtitle
A of the Code.

Section 4940(c)(2) provides that, for
purposes of section 4940(c)(1), gross in-
vestment income means the gross amount
of income from interest, dividends, rents,
payments with respect to securities loans
(as defined in section 512(a)(5)), and roy-
alties, but not including any such income
to the extent included in computing the
unrelated business income tax imposed
by section 511. The term gross investment
income also includes income from sourc-
es similar to those specifically listed in the
preceding sentence.

Section 4940(c)(3) provides that, for
purposes of section 4940(c)(1), there is al-
lowed as a deduction all the ordinary and
necessary expenses paid or incurred for
the production or collection of gross in-
vestment income or for the management,
conservation, or maintenance of property
held for the production of such income,
determined with the following modifica-
tions: (1) the deduction provided by sec-
tion 167 is allowed, but only on the basis
of the straight line method of deprecia-
tion; and (2) the deduction for depletion
provided by section 611 is allowed, but is
determined without regard to section 613
(relating to percentage depletion).

Section 4940(c)(4) provides that, for
purposes of determining capital gain net
income under section 4940(c)(1), (1) no
gain or loss from the sale or other dispo-
sition of property is taken into account to
the extent that any such gain or loss is tak-
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en into account for purposes of computing
the tax imposed by section 511 on unrelat-
ed business taxable income; (2) in the case
of property held by a private foundation
on December 31, 1969, and continuously
thereafter to the date of its disposition, the
basis for determining gain is deemed to be
not less than the fair market value of such
property on December 31, 1969; (3) losses
from sales or other dispositions of proper-
ty are allowed only to the extent of gains
from such sales or other dispositions,
without capital loss carryovers or carry-
backs; and (4) except to the extent pro-
vided by regulation, under rules similar
to the rules of section 1031 (including the
exception under subsection (a)(2) thereof
relating to exchanges of real property held
primarily for sale), no gain or loss is tak-
en into account with respect to any por-
tion of property used for a period of not
less than 1 year for a purpose or function
constituting the basis of the private foun-
dation’s exemption if the entire property
is exchanged immediately following such
period solely for property of like kind
which is to be used primarily for a purpose
or function constituting the basis for such
foundation’s exemption.

Section 4940(c)(5) provides that, for
purposes of section 4940, net investment
income is determined by applying section
103 (relating to State and local bonds) and
section 265 (relating to expenses and in-
terest relating to tax-exempt income).

Section 4968 does not expressly pro-
vide that the tax on net investment in-
come is limited to net investment income
derived from assets that are not used di-
rectly in carrying out an applicable ed-
ucational institution’s exempt purpose.
This lack of a limitation is in contrast to
the specific language in section 4968(b)
(1)(D) that excludes assets used directly
in carrying out an institution’s exempt
purpose in determining whether the ed-
ucational institution is an applicable
educational institution. Instead, section
4968(c) provides that net investment
income shall be determined under rules
similar to the rules of section 4940(c).
Accordingly, these proposed regula-
tions adopt the rules provided in section
4940(c) and the regulations thereun-
der, including §53.4940-1(d)(1), which
specifies that “gross investment income”
means the gross amounts of income from
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interest, dividends, rents, royalties (in-
cluding overriding royalties), and capital
gain net income received by a private
foundation from all sources, but does not
include such income to the extent includ-
ed in computing the tax imposed by sec-
tion 511. Under this definition, consistent
with specific language in §53.4940-1(d),
interest, dividends, rents, and royalties
derived from assets devoted to charitable
activities are includible in gross invest-
ment income. Therefore, for example,
interest received on a student loan would
be includible.

The Treasury Department and the IRS
request comments on whether specific
types of income should be excluded from
gross investment income under section
4968 because taxing those types of in-
come would not achieve the congressional
intent in enacting section 4968. In explain-
ing why each such type of income should
be excluded, please state specifically how
the proposed exclusion is still “similar to”
the rules of section 4940(c) and the spe-
cific characteristics of each type of such
income that would warrant deviating from
the rules provided in section 4940 and the
regulations thereunder.

For example, the rules of section
4940(c) specifically include student loan
interest as net investment income. How-
ever, the Treasury Department and the
IRS recognize that student loans provided
directly by an applicable educational insti-
tution to its students can be seen as help-
ing the applicable educational institution
fulfill its mission of educating its students.
Unlike private foundations, colleges and
universities educate students and charge
tuition as part of their primary exempt ac-
tivities. Student loans provided by an ap-
plicable educational institution to its stu-
dents arguably can be viewed as a form of
deferred tuition which will be paid when
the student enters the workforce. Under
this rationale, the interest on the student
loan may arguably be distinguished from
investment income, depending on the in-
terest rate. If the interest is at a market (or
higher) rate, it would be difficult to distin-
guish the interest on the student loan and
interest on assets acquired for investment
purposes. However, if the interest rate is
set at a substantially below-market rate,
the difference between the market inter-
est rate and the interest rate on the stu-
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dent loan might be viewed as similar to a
scholarship from the school to the student.
Under these circumstances, the remain-
ing, below-market rate interest income
might be considered distinguishable from
income derived from assets acquired pri-
marily for investment purposes.

Any exception for student loan interest
that is premised on the utilization of an in-
terest rate that is substantially lower than a
market rate would potentially present tax
administrative challenges for both the IRS
and taxpayers in determining the relevant
market-rate and an acceptable lower rate,
and in adjusting to rate changes during the
course of the loan. Comments advocating
an exception for the interest received on
student loans should explain how these
concerns could be addressed. It would be
helpful if such comments also provide in-
formation regarding the number of student
loans applicable educational institutions
make each year, how they set the interest
rates on those loans, and whether the rates
are set below market, or at market rates.

Allowing an exception from net invest-
ment income for certain categories of stu-
dent loan interest would raise the question
of why only those categories of exempt
function income are excluded from net in-
vestment income. Many other categories
of income derived from exempt functions
also help an applicable educational insti-
tution fulfill its exempt purposes. Private
foundations might also argue that many
of their types of income help them fulfill
their exempt purposes. The Treasury De-
partment and the IRS request comments
on why interest income on student loans
provided by an applicable educational in-
stitution to its students is a logical place
to draw the line at the type of income that
should be excluded from the net invest-
ment income tax, especially given the ref-
erence to student loan income in §1.4940-
1(d).

Similarly, under section 4940(c), net
investment income includes rents. The
Treasury Department and the IRS recog-
nize that colleges and universities offer
various types of housing (such as dormi-
tories or apartments) for use by students,
non-students (for example, during the
summer), and faculty. The Treasury De-
partment and the IRS request comments
on the differences, if any, among the hous-
ing arrangements, whether any of the ar-
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rangements include the signing of leases,
the various amounts charged by a college
or university related to provision of hous-
ing and meals, and particular factors that
distinguish room and board payments
from students living in a dormitory from
rental income that institutions receive.

Consistent with the requirement in sec-
tion 4968(c) to calculate net investment
income under rules similar to the rules
under section 4940(c), these proposed
regulations generally follow the rules for
determining gain upon the sale or oth-
er disposition of property that have been
used for section 4940(c) purposes since
1969. Section 4940(c)(1) provides that,
except to the extent inconsistent with the
provisions of section 4940, net investment
income is determined under the principles
of subtitle A. Subtitle A encompasses all
of the income tax provisions (sections 1
through 1564) of the Code, including the
basis rules in section 1015 (basis of prop-
erty acquired by gift is generally the same
as the donor’s basis). Accordingly, under
the proposed regulations, an applicable
education institution computes gain on
the sale or disposition of donated property
using the donor’s basis. The Treasury De-
partment and the IRS request comments
on whether a special rule excluding any
appreciation in a gift of donated proper-
ty that occurred before the date of receipt
by the applicable educational institution
should be included in the final regulations
and how such a special rule would be con-
sistent with the statutory language of sec-
tion 4968.

B. Special Rules

The proposed regulations provide
in §53.4968-1(b)(3) that an institution
should substitute “applicable education-
al institution” for “private foundation”
or “foundation” every place it appears in
§53.4940-1(c) through (f). In addition,
the proposed regulations provide that the
rule in §53.4940-1(d)(3) does not apply
because it is narrowly focused on sec-
tion 302 stock redemptions by corpora-
tions that are disqualified persons when
the redemptions are part of a transaction
designed to reduce section 4943 excess
business holdings. Colleges and univer-
sities are not subject to section 4943, so
they cannot have excess business holdings
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that could be the subject of a section 302
stock redemption by a disqualified person
corporation.

As provided by section 3 of Notice
2018-55 (2018-26 1.R.B. 773), in follow-
ing the rule in section 4940(c)(4), the pro-
posed regulations substitute “December
31,2017 for “December 31, 1969” every
place it occurs. In addition, in response to
a comment requesting clarification of the
basis rules for assets held in a partnership
on December 31, 2017, these proposed
regulations also provide that if an applica-
ble educational institution held an interest
in a partnership (including through one or
more tiers of partnerships) on December
31, 2017, and continuously thereafter, and
the partnership held assets on December
31, 2017, and continuously thereafter to
the date of disposition, the partnership’s
basis in its assets with respect to the appli-
cable educational institution for purposes
of determining the applicable educational
institution’s share of gain upon sale or dis-
position of the assets shall be not less than
the fair market value of such asset on De-
cember 31, 2017, plus or minus all adjust-
ments after December 31, 2017, and be-
fore the date of disposition. For purposes
of applying this special partnership basis
rule, an institution must obtain documen-
tation from the partnership to substantiate
the claim.

Finally, consistent with section 4 of
Notice 2018-55 and section 4940(c)(4)
(C), the proposed regulations provide that
in applying §53.4940-1(f), overall net
losses from sales or other dispositions of
property by one related organization (or
by the applicable educational institution)
shall reduce (but not below zero) overall
net gains from such sales or other dispo-
sitions by other related organizations (or
by the applicable educational institution).

3. Related Organizations

Section 4968(d)(1) provides, in part,
that for purposes of determining the ag-
gregate fair market value of the assets and
net investment income of an educational
institution, the assets and net investment
income of any related organization with
respect to the educational institution shall
be treated as assets and net investment
income, respectively, of the educational
institution.
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For this purpose, the statute provides
two special rules: (1) no such amount shall
be taken into account with respect to more
than 1 educational institution, and (2)
unless such organization is controlled by
such institution or is described in section
509(a)(3) (relating to supporting organiza-
tions) with respect to such institution for
the taxable year, assets and net investment
income which are not intended or avail-
able for the use or benefit of the educa-
tional institution shall not be taken into
account. Section 53.4968-1(c) of these
proposed regulations provides definitions
and special rules relating to related orga-
nizations.

A. Definition of Related Organization

Section 4968(d)(2) provides that the
term “related organization” means, with
respect to an applicable educational in-
stitution, any organization which (1) con-
trols, or is controlled by, such institution;
(2) is controlled by 1 or more persons
which also control such institution; or (3)
is a supported organization (as defined in
section 509(f)(3)) or a supporting organi-
zation (as described in section 509(a)(3))
during the taxable year with respect to
such institution.

Section 4968(d)(2) does not define the
term “control.” The concept of controlled
entities is found in numerous other ar-
eas of the Code, including section 4960,
which was enacted at the same time as
section 4968. Consistent with the posi-
tion taken in Notice 2019-09, “Interim
Guidance Under Section 4960” (2019-
04 I.R.B. 403), for purposes of defining
“control” within the meaning of section
4968(d), these proposed regulations pro-
vide rules based on the definition of con-
trol under section 512(b)(13)(D) and the
regulations thereunder, which includes the
constructive ownership rules of section
318, and that generally align with the defi-
nition of related organization for purposes
of the annual reporting requirements on
Form 990. The Treasury Department and
the IRS request comments on whether
there are any circumstances in which this
definition of control should be modified in
the context of section 4968.

Thus, the proposed regulations pro-
vide in §53.4968-1(c)(1) that the term
“control” means (1) in the case of a cor-
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poration, ownership (by vote or value) of
more than 50 percent of the stock of the
corporation; (2) in the case of a partner-
ship, ownership of more than 50 percent
of the profits interests or capital interests
in such partnership; (3) in the case of a
trust with beneficial interests, ownership
of more than 50 percent of the beneficial
interests in the trust; or (4) in the case of
a nonprofit organization or other organi-
zation without owners or persons having
beneficial interests (nonstock organiza-
tion), including a governmental entity,
that more than 50 percent of the directors
or trustees of the applicable educational
institution or nonstock organization are
either representatives of, or are directly
or indirectly controlled by, the other en-
tity or that more than 50 percent of the
directors or trustees of the nonstock or-
ganization are either representatives of,
or are directly or indirectly controlled
by, one or more persons that control the
applicable educational institution. For
purposes of this paragraph, a “represen-
tative” means a trustee, director, agent,
or employee, and control includes the
power to remove a trustee or director and
designate a new trustee or director. Final-
ly, section 318, which contains rules for
determining constructive ownership of
stock, applies for purposes of determin-
ing ownership of stock in a corporation,
and similar principles apply for purposes
of determining ownership of an interest
in any other entity. The Treasury De-
partment and the IRS do not propose to
adopt the test for control under section
414(b) and (c), which generally uses the
same test for control of a nonprofit orga-
nization as section 512(b)(13)(D) except
that it replaces the 50-percent threshold
with an 80-percent threshold. Instead, the
proposed regulations adopt the control
test under section 512(b)(13)(D) to align
more closely with other exempt organi-
zation control tests and to ensure con-
sideration of available assets consistent
with congressional intent that would not
occur under the higher 80 percent control
threshold that was established for quali-
fied plans.

Since the net investment that a taxable
entity provides to an applicable education-
al institution has already been taxed under
section 1, the Treasury Department and the
IRS do not consider it consistent with con-

448

gressional intent to tax the income again
under section 4968. Furthermore, with re-
gard to the assets of a taxable entity that
is a related organization defined in section
4968(d)(2)(A) or (B), the institution likely
already has included the value of the stock
in its non-exempt use assets; however, the
stock value may differ from the value of
the taxable entity’s underlying assets. The
Treasury Department and the IRS request
comments on how to account for this dif-
ference without double-counting the as-
sets, as well as comments on the treatment
of taxable entities that are related organi-
zations for purposes of section 4968.

B. Assets and Net Income Treated as
Assets and Net Income of Only One
Educational Institution

As noted above, section 4968(d)(1)
(A) provides, in part, that for purposes
of determining the aggregate fair market
value of an institution’s assets and its net
investment income, the assets and net in-
vestment income of any related organi-
zation with respect to the educational in-
stitution shall be treated as assets and net
investment income, respectively, of the
educational institution. However section
4968(d)(1)(A) provides an exception un-
der which no such amount shall be taken
into account with respect to more than 1
educational institution.

In order to effectuate section 4968(d)
(1)(A), the proposed regulations provide
in §53.4968-1(c)(2)(ii)(A) that, in any
case in which an organization is a related
organization with respect to more than 1
educational institution, the assets and net
investment income of the related organi-
zation must be allocated between the ed-
ucational institutions being supported by
the related organization. The proposed
regulations provide that such allocation
must be made in a reasonable manner,
taking into account all facts and circum-
stances, and must be consistently applied
across all related organizations. The Trea-
sury Department and the IRS request com-
ments on whether more specific guidance
is required concerning the allocation of a
related organization’s assets and net in-
vestment income between multiple educa-
tional institutions being supported by the
same related organization, and if so, what
such additional guidance should provide.
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C. Assets and Net Investment income
“Not Intended or Available for the
Use or Benefit of” an Educational
Institution

For purposes of attributing assets and
net investment income of related organi-
zations to applicable educational institu-
tions, section 4968(d)(1)(B) provides that,
unless a related organization is controlled
by the educational institution or is de-
scribed in section 509(a)(3) with respect
to such institution for the taxable year,
assets and net investment income of the
related organization that are not intended
or available for the use or benefit of the
educational institution shall not be taken
into account. Put another way, if a related
organization controls the educational in-
stitution or is controlled by 1 or more per-
sons which also control such institution
but is not described in section 509(a)(3)
with respect to the educational institution
for the taxable year, then the assets and net
investment income of the related organi-
zation are taken into account as assets and
net investment income of the educational
institution only if the assets and net in-
vestment income are intended or available
for the use and benefit of the educational
institution. However, if a related organi-
zation is either controlled by the educa-
tional institution or is described in section
509(a)(3) with respect to such institution
for the taxable year, then all the assets and
net investment income of the related or-
ganization are considered assets and net
investment income of the educational in-
stitution, except as provided below.

The Conference Report description of
section 4968 repeats section 4968(d)(1)
(B) and adds, “[f]or example, assets of a
related organization that are earmarked
or restricted for (or fairly attributable to)
the educational institution would be treat-
ed as assets of the educational institution,
whereas assets of a related organization
that are held for unrelated purposes (and
are not fairly attributable to the education-
al institution) would be disregarded.” H.

Rept. 115-466, 115th Cong., 1st sess., at
555 (December 15, 2017).

Thus, the proposed regulations provide
in §53.4968-1(c)(2)(ii)(B) that when a re-
lated organization controls an educational
institution or is controlled by 1 or more
persons which also control such institu-
tion and is not described in section 509(a)
(3) with respect to the educational institu-
tion, the assets and net investment income
of a related organization must be allocat-
ed between those intended or available
for the use and benefit of an educational
institution and those not intended or not
available for the use and benefit of that ed-
ucational institution. Such allocation must
be made in a reasonable manner, taking
into account all facts and circumstances,
and must be consistently applied across all
related organizations.

The proposed regulations further ex-
plain that assets and net investment in-
come of such a related organization are in-
tended or available for the use and benefit
of an educational institution if such assets
and net investment income are specifically
earmarked or restricted for the benefit of,
or are otherwise fairly attributable to, the
educational institution. Conversely, assets
and net investment income of a related
organization are not intended or available
for the use and benefit of an educational
institution if such assets and net invest-
ment income are specifically earmarked
or restricted for another entity or for unre-
lated purposes or are otherwise not fairly
attributable to the educational institution.
For purposes of this required allocation,
the Treasury Department and the IRS re-
quest comments on situations in which
an organization’s assets or net investment
income is not specifically earmarked or
restricted for the benefit of any particular
organization but is otherwise fairly attrib-
utable to the educational institution or to
another organization. For example, absent
any earmarking or restriction, should total
distributions from a related organization
to an applicable educational institution in
one taxable year establish a presumption

for section 4968 purposes that at least an
equal amount is fairly attributable to the
applicable educational institution for the
following taxable year, absent demon-
strated facts and circumstances supporting
attribution of a lesser amount?

Because section 4968(d)(1)(B) carves
out organizations that are controlled by
an institution or are described in section
509(a)(3) with respect to such institution
for the taxable year from this special rule,
the proposed regulations provide that if
the related organization is controlled by
the educational institution or is described
in section 509(a)(3) with respect to the
educational institution, the assets and net
investment income of the related organi-
zation must be taken into account as assets
and net investment income of the educa-
tional institution, regardless of whether
the assets and net investment income are
earmarked or restricted for the benefit of,
or otherwise fairly attributable to, the ed-
ucational institution and even if they are
specifically earmarked or restricted for
another entity or for unrelated purposes
or are otherwise not fairly attributable to
the educational institution. However, the
special rule in section 4968(d)(1)(A) con-
tinues to apply, such that the assets and
net investment income of the related or-
ganization are not taken into account by
more than one educational institution. See
part 3(B) of the Explanation of Provisions
section.

In recognition that section 509(a)(3)
Type III supporting organizations, unlike
section 509(a)(3) Type I and Type II sup-
porting organizations, are not controlled
by their supported organizations,’ and
because applicable educational institu-
tions may not be able to get information
from their Type III supporting organiza-
tions, the proposed regulations provide
a special rule in §53.4968-1(c)(2)(ii)(B)
(3)(ii) for related organizations of an ed-
ucational institution that were Type III
supporting organizations with respect
to the applicable educational institution
on December 31, 2017. The proposed

*Organizations described in section 509(a)(3) are known as “supporting organizations.” Supporting organizations achieve their public charity status by providing support to one or more or-
ganizations described in section 509(a)(1) or (2), which, in this context, are referred to as “supported organizations.” To be described in section 509(a)(3), an organization must satisfy several
tests, including having one of three “relationships” with one or more supported organizations. A supporting organization that is operated, supervised or controlled by one or more supported
organizations is known as a “Type I” supporting organization. A supporting organization that is supervised or controlled in connection with one or more supported organizations is known as
a “Type II” supporting organization. A supporting organization that is operated in connection with one or more supported organizations is known as a “Type III”” supporting organization. The
relationship of a Type 111 supporting organization with its supported organization(s) is much more attenuated than the other two types.
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regulations provide that an applicable
educational institution with a related or-
ganization that was a Type III supporting
organization with respect to the applica-
ble educational institution on December
31, 2017, may take into account only the
assets and net investment income of the
related Type III supporting organization
that are intended or available for the use
and benefit of the applicable educational
institution, as described in this part 3(C)
of the Explanation of Provisions section.
An applicable educational institution can
determine whether the assets and net
investment income of such a Type III
supporting organization are intended or
available for the use and benefit of the
applicable educational institution using
any reasonable method. A method using
all the distributions received from the
Type III supporting organization subject
to this special rule as net investment in-
come of the applicable educational in-
stitution each year will be deemed to be
reasonable. Similarly, a method using the
distributions received from the Type III
supporting organization to calculate the
percentage of the Type III supporting
organization’s total net income that was
distributed to the applicable educational
institution, and using the same percent-
age to calculate the value of the underly-
ing assets of the Type III supporting or-
ganization that are intended or available
for the use and benefit of the applicable
educational institution each year, will be
deemed to be reasonable. The Treasury
Department and the IRS request com-
ments on whether additional guidance
pertaining to Type III supporting organi-
zations is needed.

Special Analyses

Executive Orders 12866 and 13563
direct agencies to assess costs and ben-
efits of available regulatory alternatives
and, if regulation is necessary, to select
regulatory approaches that maximize net
benefits (including potential economic,
environmental, public health and safety
effects, distributive impacts, and equity).
Executive Order 13563 emphasizes the
importance of quantifying both costs and

benefits, of reducing costs, of harmoniz-
ing rules, and of promoting flexibility.

The proposed regulations have been
designated by the Office of Management
and Budget’s (OMB) Office of Informa-
tion and Regulatory Affairs (OIRA) as
subject to review under Executive Order
12866 pursuant to the Memorandum of
Agreement (April 11, 2018) between the
Treasury Department and OMB regard-
ing review of tax regulations. OIRA has
determined that the proposed rulemaking
is significant and subject to review under
Executive Order 12866 and section 1(b)
of the Memorandum of Agreement. Ac-
cordingly, the proposed regulations have
been reviewed by OMB.

1. Need for Regulation

The Conference Report, at 555, states
that Congress intended that the Secretary
promulgate regulations to carry out the in-
tent of section 4968. These proposed regu-
lations are in response to this congressional
intent. The proposed regulations provide
guidance for determining the excise tax
applicable to the net investment income of
certain private colleges and universities,
as provided by the TCJA. The regulations
are intended to clarify which educational
institutions are subject to the excise tax
under section 4968 (excise tax) and how
net investment income is calculated for
purposes of this excise tax.

Prior to these proposed regulations, the
Treasury Department and the IRS have
not issued formal guidance on the defini-
tions of these terms or on the rules under
which net investment income for purposes
of the excise tax in section 4968 were de-
termined.* As a result, there was a degree
of taxpayer uncertainty as to the defini-
tions of the various terms and whether net
investment income would be determined
under rules identical to or similar to the
rules of section 4940(c), and if the latter,
what the deviations from the rules of sec-
tion 4940(c) would be.

Pursuant to section 6(a)(3)(B) of Ex-
ecutive Order 12866, the following qual-
itative analysis provides further details
regarding the anticipated impacts of the
proposed regulations. After describing

briefly the statute and the proposed regu-
lations in Part II, the baseline used for the
analysis is described in Part IIT of this Spe-
cial Analyses section. Part IV of this Spe-
cial Analyses section describes the types
of entities affected by the proposed reg-
ulations. Part V of this Special Analyses
section provides a qualitative assessment
of the potential economic effects, includ-
ing the benefits and costs, of the proposed
regulations compared to the baseline.

II. The Statute and the Proposed
Regulations

Section 4968 imposes a 1.4 percent ex-
cise tax on the net investment income of
applicable educational institutions. Under
the statute, an “applicable educational in-
stitution” is an eligible educational institu-
tion (which is described in section 481 of
the Higher Education Act of 1968) that has
at least 500 tuition-paying students during
the preceding taxable year, more than 50
percent of the tuition-paying students of
which are located in the United States, is
not a state college or university, and the
fair market value of the assets of which
(other than those assets which are used
directly in carrying out the institution’s
exempt purpose) is at least $500,000 per
student at the end of the preceding taxable
year. Under section 4968, net investment
income is determined under rules “similar
to” the rules of section 4940(c) (the rules
for calculation of the net investment in-
come of private foundations). In addition,
the assets and net investment income of
related organizations are generally treated
as the assets and net investment income of
the educational institution.

Section 4968 does not define the terms
“student,” “tuition-paying student,” or
“assets used directly in carrying out the
institution’s exempt purpose.” Section
4968(c) states that, for the purposes of the
excise tax in section 4968, net investment
income shall be determined under rules
“similar to” the rules of section 4940(c),
but does not define what is meant by “sim-
ilar to.” Section 4968 does not define the
term “control” as it relates to a “related
organization with respect to an education-
al institution.” The proposed regulations

“In June 2018, the Treasury Department and the IRS issued Notice 2018-55 (2018-26 L.R.B. 773) to provide clarification regarding the calculation of net investment income for purposes of
section 4968(c). The Notice stated that the Treasury Department and the IRS intended to issue proposed regulations relating to those and other issues.
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provide general definitional guidance with
respect to these and other terms and rules
relevant to the statute. A brief discussion
of this guidance follows.

The proposed regulations define “stu-
dent” to mean, in general, “a person en-
rolled in a degree, certification, or other
program (including a program of study
abroad approved for credit by the eligi-
ble institution at which such student is
enrolled) leading to a recognized educa-
tional credential at an institution, and who
is not enrolled in an elementary or sec-
ondary school.” The proposed regulations
define “tuition-paying” to mean, in gener-
al, “the payment of any tuition or fees re-
quired for the enrollment or attendance of
a student for a course of instruction at an
educational institution.” These definitions
follow similar definitions in section 25A
of the Code. The proposed regulations
also provide guidance for determining
whether a student is located in the U.S.
and for counting full-time and full-time
equivalent students.

The proposed regulations define “as-
sets used directly in carrying out an in-
stitution’s exempt purpose” to mean, in
general, assets “actually used by the insti-
tution in carrying out its exempt purpose.”
Whether an asset qualifies “must be deter-
mined based on all the facts and circum-
stances.” If the property’s “exempt use
represents 95 percent or more of the total
use, the property is considered to be used
exclusively for an exempt purpose. If the
exempt use of such property represents
less than 95 percent of the total use, the
institution must make a reasonable alloca-
tion between such exempt and nonexempt
uses.”

The proposed regulations state that the
valuation of assets not used directly in car-
rying out an institution’s exempt purpose
is determined under the rules of section
4942 and its regulations, with two mod-
ifications. First, “educational institution”
is substituted for “private foundation”
or “foundation” each place they appear.
Second, the educational institution must
obtain the fair market value of assets on
the last day of the preceding taxable year
rather than at other times provided by the
regulations under section 4942.

Consistent with 4968(c), the proposed
regulations state that net investment in-
come will be determined under the rules
of section 4940(c) and its regulations,
with five modifications. First, “applica-
ble educational institution” is substituted
for “private foundation” or “foundation”
each place they appear. Second, the regu-
lations relating to the treatment of certain
distributions in redemption of stock do
not apply to applicable educational insti-
tutions. Third, December 31, 2017, re-
places December 31, 1969 (the date used
for the excise tax on net investment in-
come of private foundations under section
4940(c)), to determine the basis of assets
held on December 31, 2017, for purposes
of calculating the excise tax. Fourth, if an
applicable educational institution held an
interest in a partnership on December 31,
2017, and continuously thereafter, and the
partnership held assets on December 31,
2017, and continuously thereafter to the
date of disposition, generally the basis of
those assets for determining the applica-
ble educational institution’s share of gain
upon sale or disposition of the assets is not
less than the fair market value of such as-
sets on December 31, 2017, plus or minus
adjustments provided under the regula-
tions for section 4940 after December 31,
2017, and before the date of disposition.
Fifth, overall net losses from sales or other
dispositions of property by one related or-
ganization or by the applicable education-
al institution may reduce (but not below
zero) overall net gains from such sales or
other dispositions by other related organi-
zations or by the applicable educational
institution.

Following the rules for section 4960,
the proposed regulations define the term
“control,” as it relates to a “related orga-
nization with respect to an educational
institution,” generally to mean ownership
of more than 50 percent of (a) the stock of
a corporation, (b) the profits interests or
capital interests in a partnership, or (c) the
beneficial interests of a trust. For a non-
stock corporation, control means (a) more
than 50 percent of the directors or trustees
of the applicable educational institution
or nonstock organization are either repre-
sentatives of, or are directly or indirectly

controlled by, the other entity, or (b) more
than 50 percent of the directors or trustees
are representatives of, or are directly or in-
directly controlled by, one or more persons
that control the applicable educational in-
stitution. The proposed regulations apply
the principles of section 318 for purposes
of determining ownership of stock in a
corporation and apply similar principles
for purposes of determining ownership of
an interest in any other entity.

The proposed regulations also provide
an allocation rule to effectuate section
4968(d)(1)(A) (providing that income be
taken into account by no more than one
institution) and 4968(d)(1)(B) (providing
that only assets available for use by the
institution be taken into account in deter-
mining the aggregate amount of assets), in
the case of related organizations.

II1. Baseline

The Treasury Department and the IRS
have assessed the benefits and costs of the
proposed regulations relative to a no-ac-
tion baseline reflecting anticipated Feder-
al income tax-related behavior in the ab-
sence of these proposed regulations.

IV. Affected Entities

One researcher used data from the In-
tegrated Post-Secondary Education Data
System (IPEDS) on endowment values
at the end of the 2015-2016 academic
year and enrollment data to estimate the
number of institutions at risk of having
liability under this excise tax.> Under the
assumption that none of the assets in the
endowment are for exempt purposes, he
estimates that 23 institutions are likely to
be currently subject to tax. Using the same
IPEDS data, another researcher estimated
that in 2016, among four-year public and
not-for-profit private institutions located
in the United States with at least 500 full-
time equivalent students, and excluding
endowments held at the university system
level, there were 27 endowments worth
at least $500,000 per student.® These es-
timates do not take into account all of the
provisions of the statute and regulations.
For example, limiting this set of institu-

’Levine, Phillip. “The University Endowment Income Tax: Who Will Pay it and Why Was it Implemented?”, Econofact, January 25, 2018, available at https://econofact.org/the-university-
endowment-tax-who-will-pay-it-and-why-was-it-implemented, accessed April 29, 2019.
®Hinrichs, Peter. “College Endowments.” Economic Commentary 2018-04 (May 17, 2018), Federal Reserve Bank of Cleveland, Table 1.
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tions to the not-for-profit private institu-
tions subject to tax and excluding assets
that are used for the institutions’ exempt
purpose would reduce the number of af-
fected institutions. On the other hand, as
both authors note, because the $500,000
per student threshold for the aggregate fair
market value of assets (other than those
assets which are used directly in carrying
out the institution’s exempt purpose) that
in part determines whether the excise tax
in section 4968 applies to an educational
institution is not indexed for inflation, the
number of institutions to which the excise
tax in section 4968 applies is expected to
increase over time. In addition, these stud-
ies did not consider assets held by related
organizations; including such assets could
increase the number of affected schools.

V. Economic Effects of the Proposed
Regulations

The proposed regulations clarify a
number of definitions related to the ex-
cise tax in section 4968. In the absence of
guidance, affected taxpayers would have
to calculate their tax liability without the
definitions and clarifications provided by
the proposed regulations, a situation that
is generally considered more burdensome
and could lead to greater conflicts with
tax administrators. The proposed regula-
tions make use of a number of existing
statutory and regulatory provisions in de-
fining students, tuition, exempt purpose,
fair market value, net investment income
and related organizations. Many taxpay-
ers will already be familiar with these
definitions. Thus, although the Treasury
Department and the IRS project that the
proposed regulations will reduce taxpayer
compliance burden, including determin-
ing whether the excise tax applies to the
institution and the time needed to file the
return, and the costs of tax administration,
including monitoring the compliance of
taxpayers with the excise tax, relative to
the no-action baseline, it is possible that
the proposed regulations will have other
economic effects.

The guidance provided in the proposed
regulations also ensures that the excise
tax liability is calculated similarly across
taxpayers, avoiding situations where one
taxpayer receives preferential treatment
over another taxpayer for fundamentally
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similar economic activity. For example, in
the absence of these proposed regulations,
an applicable educational institution may
have uncertainty over whether it is subject
to the excise tax under section 4968 and
what assets are used in determining the
net investment income for purposes of the
excise tax under section 4968. As a result,
in the absence of guidance, similar insti-
tutions might take different positions and
pay different amounts of tax, introducing
economic inefficiency and inequity.

Based on this analysis, the Treasury
Department and the IRS anticipate the net
economic contribution of the proposed
regulations will be modest, and will be
positive relative to not issuing any such
guidance and conditional on the relevant
statutes. However, as stated earlier in the
preamble, the Treasury Department and
the IRS request comments on a number of
aspects of the proposed regulations, which
could include comments on the economic
effects, any behavioral changes caused, or
the unintended costs and benefits of the
proposed regulations.

These proposed regulations provide
further clarity on the Treasury Depart-
ment and IRS policy choices regarding
the treatment of investment income under
section 4968, including the relationship to
section 4940(c). Treasury Department and
IRS requests comment on the proposed
definitions and treatment of investment
income in these regulations.

Paperwork Reduction Act

The collection of information in these
proposed regulations is in §§53.4968-1(a)
(2), (3), and (4), and 53.4968-1(b) and (c)
(1) and (2). This information is required
to determine whether an educational insti-
tution is an applicable educational institu-
tion, as defined in section 4968(b); to cal-
culate net investment income as defined
in section 4968(c); and to determine the
assets and net investment income of relat-
ed organizations that are treated as assets
and net investment income of applicable
educational institutions, as defined in sec-
tion 4968(d). In 2016, the IRS released
and invited comments on drafts of an ear-
lier version of Form 4720 in order to give
members of the public the opportunity to
benefit from certain specific amendments
made to the Code. The IRS received
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no comments on Form 4720 during the
comment period. Consequently, the IRS
made Form 4720 available on December
9, 2016 for use by the public. The IRS is
contemplating making additional changes
to Form 4720 based on these regulations.
The IRS intends that the burden of the col-
lections of information will be reflected in
the burden associated with Form 4720,
OMB approval number 1545-0052.

The burden associated with Form 4720
is included in the aggregated burden es-
timates for OMB control number 1545-
0052 (listing a total estimated burden time
for all Form 4720 filers of 88,839 hours
and total estimated monetized costs of
$8.441 million ($2017)). The burden es-
timates provided for Form 4720 are ag-
gregate amounts that relate to all filers
associated with the form, and will in the
future include, but not isolate, the esti-
mated burden of only those information
collections associated with these proposed
regulations. These numbers are therefore
unrelated to the future calculations need-
ed to assess the burden imposed by these
regulations, specific burden estimates for
which are not currently available. The
Treasury Department and the IRS have
not estimated the burden, including that
of any new information collections, relat-
ed to the requirements under the proposed
regulations.

The expected burden for private col-
leges and universities that are applicable
to this rule as described in section 4968(b)
is listed below:

Estimated number of respondents: 40
Estimated average annual burden
hours per response: 32 hours, 27 min-
utes

Estimated total
$123,336 (2017)
Estimated frequency of collection:
Annual

The Treasury Department and the IRS
request comments on all aspects of infor-
mation collection burdens related to the
proposed regulations, including estimates
for how much time it would take to com-
ply with the paperwork burdens described
above for each relevant form and ways for
the IRS to minimize the paperwork bur-
den. Proposed revisions (if any) to these
forms that reflect the information collec-
tions contained in these final regulations
will be made available for public com-

annual burden:
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ment at https://apps.irs.gov/app/picklist/
list/draftTaxForms.html and will not be
finalized until after these forms have been
approved by OMB under the PRA. Com-
ments on these forms can be submitted at
https://www.irs.gov/forms-pubs/comment-
on-tax-forms-and-publications.

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

Books or records relating to a collec-
tion of information must be retained as
long as their contents may become mate-
rial in the administration of any internal
revenue law. Generally, tax returns and
return information are confidential, as re-
quired by 26 U.S.C. 6103.

Regulatory Flexibility Act

Pursuant to the Regulatory Flexibility
Act (5 U.S.C. chapter 6), it is hereby certi-
fied that these proposed regulations would
not have a significant economic impact
on a substantial number of small entities.
As discussed elsewhere in this pream-
ble, this rule merely provides definitions
regarding the applicability of the section
4968 excise tax to certain private colleges
and universities. The requirements in this
regulation fall only on educational institu-
tions the aggregate fair market values of
the non-charitable use assets of which are
at least $500,000 per student of the institu-
tion and that have at least 500 tuition-pay-
ing students (for a minimum investment
asset value of $250,000,000).

This proposed rule would not affect a
substantial number of small entities. Only
about 1 percent of four-year colleges and
universities (less than 30 out of over 2,400
institutions in the National Center for Ed-
ucation Statistics’ Integrated Post-Second-
ary Education System Data for 2016) are
expected to be affected by the tax. In addi-
tion, they are likely to have income from
all sources exceeding $27.5 million, the
threshold established by the Small Busi-
ness Administration for an educational
institution to be considered a small entity.
This is because at a modest 4 percent rate
of return, the minimum endowment alone
would generate income of $10 million. To

generate another $17.5 million in income
would require receipts of $35,000 per stu-
dent if the school had only the minimum
number of students, compared to aver-
age tuition and fees at a four-year private
school, which was $39,5297 in 2015-16.
Therefore, this rule is not likely to affect a
substantial number of small entities.

Notwithstanding this certification, the
Treasury Department and the IRS invite
comments on the impact this rule may
have on small entities.

Pursuant to section 7805(f) of the
Code, this proposed rule has been sub-
mitted to the Chief Counsel for Advocacy
of the Small Business Administration for
comment on its impact on small entities.

Comments and Requests for Public
Hearing

Before these proposed regulations are
adopted as final regulations, consideration
will be given to any comments that are
timely submitted to the IRS as prescribed
in the preamble under the ADDRESSES
section. All comments submitted will be
made available at https://www.regula-
tions.gov or upon request.

A public hearing may be scheduled if
requested in writing by any person that
timely submits written comments. If a
public hearing is scheduled, notice of the
date, time, and place for the hearing will
be published in the Federal Register.

Drafting Information

The principal authors of these regula-
tions are Melinda Williams and Amber
L. MacKenzie, Office of Associate Chief
Counsel (Employee Benefits, Exempt Or-
ganizations, and Employment Tax). How-
ever, other personnel from the Treasury
Department and the IRS participated in
their development.

Statement of Availability of IRS
Documents

IRS Revenue Procedures, Revenue
Rulings, Notices, and other guidance cit-
ed in this document are published in the
Internal Revenue Bulletin (or Cumulative
Bulletin) and are available from the Su-

perintendent of Documents, U.S. Govern-
ment Publishing Office, Washington, DC
20402, or by visiting the IRS website at

http://www.irs.gov.
ks sk sk ook

Proposed Amendments to the
Regulations

Accordingly, 26 CFR part 53 is pro-
posed to be amended as follows:

PART 53—FOUNDATION AND
SIMILAR EXCISE TAXES

Paragraph 1. The authority citation for
part 53 continues to read, in part, as fol-
lows:

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

Par. 2. Section 53.4968-1 is added to
read as follows:

$53.4968-1 Excise tax based on invest-
ment income of certain private colleges
and universities.

(a) Excise tax on the investment income
of certain private colleges and universi-
ties—(1) In general. For taxable years be-
ginning after December 31, 2017, section
4968 imposes a tax equal to 1.4 percent
of the net investment income (as defined
in section 4968(c) and paragraph (b) of
this section) of an applicable educational
institution (as defined in section 4968(b)
(1) and paragraph (a)(2) of this section).

(2) Applicable educational institution.
Under section 4968(b)(1) and for pur-
poses of this section, the term applicable
educational institution means any eligible
educational institution as defined in sec-
tion 25A(f)(2) and §1.25A-2(b) of this
chapter—

(1) Which had at least 500 tuition-pay-
ing students attending the institution
during the preceding taxable year;

(i1) More than 50 percent of the tui-
tion-paying students attending the institu-
tion are located in the United States;

(ii1) Which is not described in the first
sentence of section 511(a)(2)(B) (relating
to state colleges and universities); and

(iv) The aggregate fair market value
of the assets of which at the end of such
preceding taxable year (other than those
assets that are used directly in carrying
out the institution’s exempt purpose) is at

7U.S. Department of Education, National Center for Education Statistics (2018). Digest of Education Statistics, 2016 (NCES 2017-094).

Bulletin No. 2019-30

453

July 22, 2019



least $500,000 per student attending the
institution.

(3) Student—(i) In general. For pur-
poses of section 4968 and paragraph (a)
of this section, the term student means a
person enrolled in a degree, certification,
or other program (including a program of
study abroad approved for credit by the
eligible institution at which such student
is enrolled) leading to a recognized educa-
tional credential at an institution, and who
is not enrolled in an elementary or second-
ary school.

(i1) Tuition-paying—(A) In general.
For purposes of section 4968 and para-
graph (a) of this section, the term fui-
tion-paying means the payment of any tu-
ition or fees required for the enrollment or
attendance of a student for a course of in-
struction at an educational institution. The
term tuition-paying does not include pay-
ment for supplies or equipment required
during a specific course once a student is
enrolled in and attending the course or the
payment of room and board or other per-
sonal living expenses.

(B) Treatment of a comprehensive or
bundled fee. If a student is required to
pay a fee (such as a comprehensive fee
or a bundled fee) to an educational insti-
tution that combines charges for tuition
with charges for personal expenses such
as room and board, the student is a tui-
tion-paying student.

(C) Scholarships and work study pro-
grams operated directly by the applicable
educational institution. Whether a student
is tuition-paying is determined after tak-
ing into account any scholarships provid-
ed directly by the educational institution
and any work study programs operated
directly by the institution. Scholarship
payments provided by third parties, even
if administered by the institution, are con-
sidered payments of tuition on behalf of
the student. Accordingly, a student will be
considered a tuition-paying student if pay-
ment of tuition or a fee is required for the
enrollment or attendance of the student for
courses of instruction after the application
of any scholarships offered directly by the
institution or work study program operat-
ed directly by the institution.

(iii) Located in the United States.
For purposes of section 4968 and para-
graph (a) of this section, the term located
in the United States refers to the location
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of a student. A student is considered to
have been located in the United States if
the student resided in the United States for
at least a portion of the time the student
attended the institution during the appli-
cable educational institution’s preceding
taxable year.

(iv) Full-time/part-time students. For
purposes of section 4968 and paragraph (a)
of this section, the number of students of
an educational institution (including for
purposes of determining the number of stu-
dents at a particular location) is based on the
daily average number of full-time students
attending such institution (with part-time
students taken into account on a full-time
student equivalent basis). The standards for
determining part-time students, full-time
students, full-time equivalents, and daily
average are determined by each education-
al institution. However, the standards may
not be lower than the applicable standards
established by the Department of Educa-
tion under the Higher Education Act of
1965 (20 U.S.C. 1088).

(4) Assets used directly in carrying out
an institution’s exempt purpose—(1) In
general. For purposes of section 4968 and
this paragraph (a)(4), an asset is used di-
rectly in carrying out an educational insti-
tution’s exempt purpose only if the asset is
actually used by the institution in carrying
out its exempt purpose. Whether an asset
is used directly by the institution to car-
ry out its exempt purpose must be deter-
mined based on all the facts and circum-
stances. If property is used for an exempt
purpose and for other purposes, and the
exempt use represents 95 percent or more
of the total use, the property is considered
to be used exclusively for an exempt pur-
pose. If the exempt use of such property
represents less than 95 percent of the total
use, the institution must make a reason-
able allocation between such exempt and
nonexempt uses.

(i1) Illustrations. Examples of assets
that are used directly in carrying out an
institution’s exempt purpose include, but
are not limited to, the following—

(A) Administrative assets, such as of-
fice equipment and supplies used by the
institution directly in the administration of
its exempt activities;

(B) Real estate or the portion of any
building used by the institution directly in
its exempt activities;
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(C) Physical property such as paintings
or other works of art owned by the institu-
tion which are on public display, fixtures
and equipment in classrooms, research fa-
cilities and related equipment which under
the facts and circumstances serve a useful
purpose in the conduct of the institution’s
exempt activities;

(D) The reasonable cash balances nec-
essary to cover current administrative
expenses and other normal and current
disbursements directly connected with the
educational institution’s exempt activities.
For purposes of this paragraph (a)(4)(ii)
(D), the portion of an educational institu-
tion’s actual cash balances at the end of a
year that does not exceed 1.5 percent of
the fair market value of the institution’s
non-charitable use assets, determined
without regard to any reduction for rea-
sonable cash balances, will be deemed to
be a reasonable cash balance; and

(E) Any property the educational insti-
tution leases to other persons at no cost (or
at a nominal rent) to the lessee in further-
ance of the institution’s exempt purposes.

(iii) Exceptions. The following assets
are examples of assets not used directly in
carrying out an institution’s exempt pur-
pose—

(A) Assets that are held for the pro-
duction of income or for investment (for
example, stocks, bonds, interest-bearing
notes, endowment funds, or leased real es-
tate), even if the income from such assets
is used to carry out such exempt purpose;
and

(B) Property (such as offices) used for
the purpose of managing the institution’s
endowment funds.

(iv) Valuation of assets not used direct-
ly in carrying out an institution’s exempt
purpose—(A) In general. The valuation
of assets not used directly in carrying out
an institution’s exempt purpose is deter-
mined under the rules of section 4942(e)
and §53.4942(a)-2(c)(4), as modified by
paragraph (a)(4)(iv)(B) of this section.

(B) Special rules. In applying the rules
of §53.4942(a)-2(c)(4), an educational in-
stitution must—

(1) Substitute “educational institution”
for “private foundation” or “foundation”
every place they appear; and

(2) Make such adjustments as are rea-
sonable and necessary to obtain the fair
market value of any and all assets as of
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the last day of the preceding taxable year,
rather than any other times permitted or
required by §53.4942(a)-2(c)(4).

(b) Net investment income—(1) In gen-
eral. An applicable educational institution
described in paragraph (a)(2) of this sec-
tion is subject to the 1.4 percent tax on its
net investment income, and, as described
in paragraph (c) of this section, also on
certain amounts of net investment income
of certain related organizations, for the
taxable year.

(2) Calculation of net investment in-
come. For purposes of paragraph (b)(1) of
this section, net investment income will
be determined under the rules of section
4940(c) and §53.4940-1(c) through (f), as
modified by paragraph (b)(3) of this sec-
tion.

(3) Special rules. In applying §53.4940-
1(c) through (f):

(1) Substitute “Applicable educational
institution” for “private foundation” and
“foundation” each place they appear.

(i1) Section 53.4940-1(d)(3), relating
to certain distributions in redemption of
stock, does not apply.

(iii) Substitute “December 31, 2017~
for “December 31, 1969” each place it
appears.

(iv) If an applicable educational in-
stitution held an interest in a partnership
(including through one or more tiers of
partnerships) on December 31, 2017, and
continuously thereafter, and the partner-
ship held assets on December 31, 2017
and continuously thereafter to the date
of disposition, the partnership’s basis in
its assets with respect to the applicable
educational institution for purposes of de-
termining the applicable educational insti-
tution’s share of gain upon sale or dispo-
sition of the assets is not less than the fair
market value of such asset on December
31,2017, plus or minus all adjustments as
provided under §53.4940-1(f)(2)(i) after
December 31, 2017, and before the date of
disposition. To avail itself of this special
partnership basis rule, an institution must
obtain documentation from the partner-
ship to substantiate the basis used.

(v) For purposes of §53.4940-1(f),
overall net losses from sales or other dis-
positions of property by one related orga-
nization (or by the applicable educational
institution) reduce (but not below zero)
overall net gains from such sales or other
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dispositions by other related organizations
(or by the applicable educational institu-
tion).

(¢) Related organizations—(1) Defini-
tion of related organization—1) In gener-
al. The term “related organization” means,
with respect to an applicable educational
institution, any organization which—

(A) Controls, or is controlled by, such
institution;

(B) Is controlled by one or more per-
sons which also control such institution;
or

(C) Is a supported organization (as de-
fined in section 509(f)(3)) or a support-
ing organization (as described in section
509(a)(3)) during the taxable year with
respect to such institution.

(i1) Control. The term control generally
means—

(A) Stock corporation. In the case of a
corporation, ownership (by vote or value)
of more than 50 percent of the stock of the
corporation;

(B) Partnership. In the case of a part-
nership, ownership of more than 50 per-
cent of the profits interests or capital inter-
ests in such partnership; or

(C) Trust. In the case of a trust with
beneficial interests, ownership of more
than 50 percent of the beneficial interests
in the trust.

(D) Nonstock organization. In the case
of a nonprofit organization or other orga-
nization without owners or persons hav-
ing beneficial interests (nonstock organi-
zation), including a governmental entity,
control means that—

(1) More than 50 percent of the direc-
tors or trustees of the applicable educa-
tional institution or nonstock organization
are either representatives of, or are direct-
ly or indirectly controlled by, the other
entity; or

(2) More than 50 percent of the direc-
tors or trustees of the nonstock organiza-
tion are either representatives of, or are
directly or indirectly controlled by, one or
more persons that control the applicable
educational institution. For purposes of
this paragraph (c)(1)(ii)(D)(2), a “repre-
sentative” means a trustee, director, agent,
or employee, and control includes the
power to remove a trustee or director and
designate a new trustee or director.

(iii) Constructive ownership. The prin-
ciples of section 318 apply for purposes
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of determining ownership of stock in a
corporation, and similar principles apply
for purposes of determining ownership of
interest in any other entity.

(2) Assets and net investment income of
related organizations—(i) In general. For
purposes of determining the aggregate fair
market value of the assets and net invest-
ment income of an educational institution,
the assets and net investment income of
any related organization are treated as the
assets and net investment income, respec-
tively, of the institution unless an excep-
tion provided in paragraph (c)(2)(ii) of
this section applies.

(1) Exceptions. For purposes of section
4968 and this paragraph (c)(2)—

(A) No amount taken into account with
respect to more than one educational in-
stitution. In determining the aggregate
fair market value of the assets and net in-
vestment income of an educational insti-
tution, assets and net investment income
of a related organization are not taken into
account with respect to more than one
educational institution. Thus, in any case
in which an organization is a related or-
ganization with respect to more than one
educational institution, the assets and net
investment income of the related organi-
zation must be allocated between the ed-
ucational institutions being supported by
the related organization. Such allocation
must be made in a reasonable manner, tak-
ing into account all facts and circumstanc-
es, and must be used consistently across
all related organizations.

(B) Not intended or available for the
use or benefit of the educational institu-
tion—(1) In general. Except as provided
by paragraph (c)(2)(i1)(B)(3) of this sec-
tion, for purposes of determining the ag-
gregate fair market value of the assets and
net investment income of an educational
institution, the assets and net investment
income of a related organization are taken
into account as assets and net investment
income of the educational institution un-
less the assets and net investment are not
intended or available for the use and bene-
fit of the educational institution.

(2) Determining whether assets and
net investment income of a related orga-
nization are intended or available for the
use and benefit of an educational institu-
tion. Assets and net investment income
of a related organization are intended or
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available for the use and benefit of an
educational institution if such assets and
net investment income are specifically
earmarked or restricted for the benefit of,
or are otherwise fairly attributable to, the
educational institution. Conversely, assets
and net investment income of a related
organization are not intended or available
for the use and benefit of an educational
institution if such assets and net invest-
ment income are specifically earmarked
or restricted for another entity or for unre-
lated purposes or are otherwise not fairly
attributable to the educational institution.
The assets and net investment income of
a related organization must be allocat-
ed between those intended or available
for the use and benefit of an educational
institution and those not intended or not
available for the use and benefit of an ed-
ucational institution. Such allocation must
be made in a reasonable manner, taking
into account all facts and circumstances,
and must be used consistently across all
related organizations.

(3) Organizations controlled by the
institution or described in section 509(a)
(3) with respect to the institution for the
taxable year—(i) In general. If a related
organization is controlled, as defined in
paragraph (c)(1) of this section, by an ed-
ucational institution, or is a supporting or-
ganization described in section 509(a)(3)
with respect to the educational institution,
the assets and net investment income of
the related organization are taken into ac-
count as assets and net investment income
of the educational institution regardless of
whether the assets and net investment in-
come are earmarked or restricted for the
benefit of, or otherwise fairly attributable
to, the educational institution and even if
they are specifically earmarked or restrict-
ed for another entity or for unrelated pur-
poses or are otherwise not fairly attribut-
able to the educational institution, subject
to paragraph (c)(2)(ii)(A) of this section.

(it) Special rule for Type Il support-
ing organizations with respect to such
institution as of December 31, 2017. An
educational institution with a related orga-
nization that was a Type III supporting or-
ganization with respect to the educational
institution on December 31, 2017, takes
into account only the assets and net invest-
ment income of such Type III supporting
organization that are intended or available

July 22, 2019

for the use and benefit of, or otherwise
fairly attributable to, the educational insti-
tution, as described in paragraph (c)(2)(ii)
(B)(2) of this section. An educational in-
stitution may determine whether the assets
and net investment income of such Type
IIT supporting organization are intended
or available for the use and benefit of, or
otherwise fairly attributable to, the edu-
cational institution using any reasonable
method. A method treating all the distri-
butions received from such Type III sup-
porting organization as net investment in-
come of the school each year is deemed to
be reasonable. Similarly, a method using
the distributions received from the Type
IIT supporting organization to calculate
the percentage of the Type III supporting
organization’s total net income that was
distributed to the educational institution,
and then using the same percentage to cal-
culate the value of the underlying assets of
the Type III supporting organization that
are intended or available for the use and
benefit of the educational institution each
year, will be deemed to be reasonable.

(d) Applicability date. The rules of this
section apply to taxable years beginning
after the date of publication of the Trea-
sury decision adopting these rules as final
regulations in the Federal Register. A
taxpayer may rely on these regulations for
taxable years beginning before publica-
tion of final regulations.

Kirsten Wielobob,
Deputy Commissioner for Services
and Enforcement.

(Filed by the Office of the Federal Register on June
28,2019, 4:15 p.m. and published in the issue of the
Federal Register for July 3, 2019, 84 F.R. 31795)

Multiple Employer Plans
REG-121508-18

AGENCY: Internal
(IRS), Treasury.

Revenue Service

ACTION: Notice of proposed rulemak-
ing.

SUMMARY: This document sets forth
proposed regulations relating to the tax
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qualification of plans maintained by more
than one employer. These plans, main-
tained pursuant to section 413(c) of the
Internal Revenue Code (Code), are often
referred to as multiple employer plans or
MEPs. The proposed regulations would
provide an exception, if certain require-
ments are met, to the application of the
“unified plan rule” for a defined contri-
bution MEP in the event of a failure by
an employer participating in the plan to
satisfy a qualification requirement or to
provide information needed to determine
compliance with a qualification require-
ment. These proposed regulations would
affect MEPs, participants in MEPs (and
their beneficiaries), employers participat-
ing in MEPs, and MEP plan administra-
tors.

DATES: Comments and requests for a
public hearing must be received by Octo-
ber 1, 2019.

ADDRESSES: Submit electronic sub-
missions via the Federal eRulemaking
Portal at www.regulations.gov (indicate
IRS and REG-121508-18) by following
the online instructions for submitting
comments. Once submitted to the Federal
eRulemaking Portal, comments cannot be
edited or withdrawn. The Department of
the Treasury (Treasury Department) and
the IRS will publish for public availability
any comment received to its public dock-
et, whether submitted electronically or in
hard copy. Send hard copy submissions
to: CC:PA:LPD:PR (REG-121508-18),
Room 5203, Internal Revenue Service,
P.O. Box 7604, Ben Franklin Station,
Washington, DC 20044. Submissions may
be hand-delivered Monday through Friday
between the hours of 8§ a.m. and 4 p.m. to
CC:PA:LPD:PR (REG-121508-18), Cou-
rier’s Desk, Internal Revenue Service,
1111 Constitution Avenue NW, Washing-
ton, DC 20224.

FOR FURTHER INFORMATION
CONTACT: Concerning the regulations,
Pamela Kinard at (202) 317-6000 or Jamie
Dvoretzky at (202) 317-4102; concerning
submission of comments or to request a
public hearing, email or call Regina John-
son at notice.comments@irscounsel.treas.
gov, (202) 317-5190, or (202) 317-6901
(not toll-free numbers).

Bulletin No. 2019-30



SUPPLEMENTARY INFORMATION:
Background

This document sets forth proposed
amendments to the Income Tax Regula-
tions (26 CFR part 1) under section 413(c)
of the Internal Revenue Code (Code). Sec-
tion 413(c) provides rules for the qualifi-
cation of a plan maintained by more than
one employer.! A section 413(c) plan is
often referred to as a multiple employer
plan (MEP).

Final regulations under section 413
were published in the Federal Register
on November 9, 1979, 44 FR 65061 (the
final section 413 regulations). The final
section 413 regulations apply to multi-
ple employer plans described in section
413(c) and to collectively bargained plans
described in section 413(b) (plans that
are maintained pursuant to certain col-
lective-bargaining agreements between
employee representatives and one or more
employers).

Pursuant to section 413(c) and the fi-
nal section 413 regulations, all of the em-
ployers maintaining a MEP (participating
employers) are treated as a single employ-
er for purposes of certain section 401(a)
qualification requirements. For example:

e Under section 413(c)(1) and §1.413-

2(b), the rules for participation under

section 410(a) and the regulations

thereunder are applied as if all em-

ployees of each of the employers who

maintain the plan are employed by a

single employer;

* Under section 413(c)(2) and §1.413-
2(c), in determining whether a MEP
is, with respect to each participating
employer, for the exclusive benefit of
its employees (and their beneficiaries),
all of the employees participating in the
plan are treated as employees of each
such employer; and

* Under section 413(c)(3) and §1.413-
2(d), the minimum vesting standards
under section 411 are applied as if all
employers who maintain the plan con-
stitute a single employer.

Other rules are applied separately to
each participating employer.” For exam-
ple, under §1.413-2(a)(3)(ii), the mini-
mum coverage requirements of section
410(b) generally are applied to a MEP on
an employer-by-employer basis.

A plan is not described in section 413(c)
unless it is maintained by more than one
employer® and is a single plan under sec-
tion 414(1).* See §§1.413-2(a)(2)(i) and
1.413-1(a)(2). Under §1.414(1)-1(b), a plan
is a single plan if and only if, on an ongoing
basis, all of the plan assets are available to
pay benefits to employees who are covered
by the plan and their beneficiaries.

Under §1.413-2(a)(3)(iv) (sometimes
referred to as the “unified plan rule”), the
qualification of a MEP is determined with
respect to all employers maintaining the
MEP. Consequently, §1.413-2(a)(3)(iv)
provides that “the failure by one employer
maintaining the plan (or by the plan itself)
to satisfy an applicable qualification re-
quirement will result in the disqualifica-
tion of the MEP for all employers main-
taining the plan.” Section 1.416-1, Q&A
G-2, includes a similar rule relating to the
qualification of a MEP, providing that a
failure by a MEP to satisfy section 416
with respect to employees of one partici-
pating employer means that all participat-
ing employers in the MEP are maintaining
a plan that is not a qualified plan.’

Section 1101(a) of the Pension Protec-
tion Act of 2006 (PPA ’06), Public Law
109-280 (120 Stat. 780 (2006)), provides
that the Secretary has full authority to es-
tablish and implement EPCRS¢ (or any
successor program) and any other em-
ployee plans correction policies, including
the authority to waive income, excise, or
other taxes to ensure that any tax, penal-
ty, or sanction is not excessive and bears
a reasonable relationship to the nature,
extent, and severity of the failure. Sec-
tion 1101(b) of PPA *06 provides that the
Secretary shall continue to update and im-
prove EPCRS (or any successor program),

!'Section 210 of the Employee Retirement Income Security Act of 1974, Public Law 93-406 (88 Stat. 829 (1974)), as amended (ERISA), also provides rules relating to plans maintained by
more than one employer. Similar to section 413(c) of the Code, section 210(a) of ERISA states that the minimum participation standards, minimum vesting standards, and benefit accrual
requirements under sections 202, 203, and 204 of ERISA, respectively, shall be applied as if all employees of each of the employers were employed by a single employer. Under section 101
of Reorganization Plan No. 4 of 1978 (43 FR 47713), the Secretary of the Treasury has interpretive jurisdiction over section 413 of the Code, as well as ERISA section 210.

2Proposed rules at §1.413-2(e) and (f) (47 FR 54093) were issued in 1982. Proposed §1.413-2(e) would have provided that the minimum funding standard for a MEP is determined as if all
participants in the plan were employed by a single employer, and proposed §1.413-2(f) would have provided rules relating to liability for the excise tax on a failure to meet the minimum
funding standards. Because these rules were proposed in 1982, they do not reflect 1988 changes to section 413(c)(4) that were made by section 6058(a) of the Technical and Miscellaneous
Revenue Act of 1988, Public Law 100-647 (102 Stat. 3342) (TAMRA). As amended by TAMRA, section 413(c)(4) generally provides that in the case of a plan established after December
31, 1988, and in the case of a plan established before that date for which an election was made, each employer is treated as maintaining a separate plan for purposes of the minimum funding
standards. The proposed rules at §1.413-2(e) and (f) are outside the scope of these proposed regulations. Therefore, paragraphs (e) and (f) are “Reserved” for future rulemaking. The Treasury
Department and the IRS note that taxpayers must take into account the statutory changes made after the issuance of the proposed regulations as of the effective dates of the relevant legislation.
3Section 1.413-2(a)(2), issued in 1979, provides that for purposes of determining the number of employers maintaining a plan, any employers described in section 414(b) that are members of
a controlled group of corporations or any employers described in section 414(c) that are trades or businesses under common control, whichever is applicable, are treated as if those employers
are a single employer. Because §1.413-2(a)(2) was issued in 1979, it does not address section 414(m), which was added in 1980 by section 201(a) of the Miscellaneous Revenue Act of 1980,
Public Law 96-605 (94 Stat. 3521). Section 414(m) provides that all employers in an affiliated service group shall be treated as a single employer. Although amendments to §1.413-2(a)(2) are
outside the scope of these proposed regulations, the Treasury Department and the IRS note that taxpayers must take into account the statutory changes made after the issuance of the proposed
regulations as of the effective dates of the relevant legislation.

4On October 23, 2018, proposed Department of Labor regulations were published in the Federal Register (83 FR 53534) clarifying the circumstances in which employer groups or associ-
ations and professional employer organizations can constitute “employers” within the meaning of section 3(5) of ERISA for purposes of establishing or maintaining an individual account
“employee pension benefit plan” within the meaning of ERISA section 3(2). Those proposed regulations state that an “employee pension benefit plan” under section 3(2) of ERISA must be
established by an “employer,” defined in section 3(5) of ERISA to include an “entity acting indirectly in the interest of an employer in relation to an employee benefit plan.” The proposed
Department of Labor regulations define the terms “bona fide group or association of employers” and “bona fide professional employer organization” and state that, with respect to a “multiple
employer defined contribution pension plan,” these entities “shall be deemed to be able to act in the interest of an employer” provided that certain conditions are met. See proposed rules at
29 CFR 2510.3-55(a). The proposed Department of Labor regulations solicit comments on, but do not address, other types of entities that may be an employer under ERISA section 3(5).
3This rule is based on the unified plan rule in §1.413-2(a)(3)(iv). Therefore, if a defined contribution MEP has an unresponsive employer that fails to satisfy section 416 and the defined contri-
bution MEP meets the conditions for the exception to the unified plan rule in these proposed regulations, the defined contribution MEP will not be disqualified for the section 416 failure. For
further information, see the discussion in part II of the Explanation of Provisions section entitled Conditions for Application of Exception to the Unified Plan Rule. The rules in §1.416-1 are
outside the scope of these proposed regulations, but the Treasury Department and the IRS intend to address the topic in a broader guidance project updating the regulations under section 416.
®The Employee Plans Compliance Resolution System (EPCRS) is a comprehensive system of correction programs for sponsors of certain retirement plans, including plans that are intended
to satisfy the qualification requirements of section 401(a). EPCRS provides procedures for an employer to correct a plan’s failure to satisfy an applicable qualification requirement so that the
failure does not result in disqualification of the plan.
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giving special attention to a number of
items, including special concerns and
circumstances that small employers face
with respect to compliance and correction
of compliance failures. EPCRS has been
updated and expanded several times, most
recently in Rev. Proc. 2019-19, 2019-19
[.R.B. 1086. In addition, as provided for
in Section 1101 of PPA 06, the Treasury
Department and the IRS are authorized to
establish and implement other employee
plans correction policies, outside of EP-
CRS.

On August 31, 2018, President Trump
issued Executive Order 13847 (83 FR
45321 (Sept. 6, 2018)), titled “Strength-
ening Retirement Security in America”
(Executive Order). The Executive Or-
der states that it shall be the policy of
the Federal Government to expand ac-
cess to workplace retirement plans for
American workers and that enhancing
workplace retirement plan coverage is
critical to ensuring that American work-
ers will be financially prepared to retire.
The Executive Order also states that, “[e]
xpanding access to [MEPs], under which
employees of different private-sector
employers may participate in a single
retirement plan, is an efficient way to re-
duce administrative costs of retirement
plan establishment and maintenance and
would encourage more plan formation
and broader availability of workplace
retirement plans, especially among small
employers.”’

The Executive Order directs the Secre-
tary of the Treasury to “consider propos-
ing amendments to regulations or other
guidance, consistent with applicable law
and the policy set forth in ... this order,
regarding the circumstances under which
a MEP may satisfy the tax qualification re-
quirements ..., including the consequenc-
es if one or more employers that spon-
sored or adopted the plan fails to take one
or more actions necessary to meet those
requirements.”® The Executive Order fur-
ther directs the Secretary of the Treasury
to consult with the Secretary of Labor
in advance of issuing any such proposed
guidance, and the Secretary of Labor to

"Id. at 45321.
81d. at 45322.

take steps to facilitate the implementation
of any guidance, as appropriate and con-
sistent with applicable law.

Stakeholders have expressed con-
cerns about the risk that the actions of
one or more participating employers
might disqualify a MEP® and that some
employers are reluctant to join MEPs
without an exception to the unified plan
rule. In particular, they have said that the
cooperation of participating employers is
needed for compliance and when a par-
ticipating employer refuses to take the
steps needed to maintain qualification,
the entire plan is at risk of being disqual-
ified. Stakeholders assert that without an
exception to the unified plan rule, many
employers perceive that the benefits of
joining a MEP are outweighed by the
risk of plan disqualification based on the
actions of an uncooperative participating
employer.

Explanation of Provisions
I. Overview

In accordance with the Executive Or-
der and the policy of expanding work-
place retirement plan coverage, these
proposed regulations, which were devel-
oped in consultation with the Secretary of
Labor, would provide an exception to the
unified plan rule for certain defined con-
tribution MEPs. Under the proposed regu-
lations, a defined contribution MEP would
be eligible for the exception to the unified
plan rule on account of certain qualifica-
tion failures due to actions or inaction by
a participating employer, if the conditions
set forth in the proposed regulations are
satisfied. The exception generally would
be available if the participating employer
in a MEP is responsible for a qualification
failure that the employer is unable or un-
willing to correct. It would also be avail-
able if the participating employer fails
to comply with the section 413(c) plan
administrator’s request for information
about a qualification failure that the sec-
tion 413(c) plan administrator reasonably
believes might exist. For the exception to

the unified plan rule to apply, certain ac-
tions are required to be taken, including,
in certain circumstances, a spinoff of the
assets and account balances attributable to
participants who are employees of such an
employer to a separate plan and a termina-
tion of that plan.

For purposes of applying the excep-
tion to the unified plan rule, under the
proposed regulations: (1) a section 413(c)
plan administrator is defined as the plan
administrator of a MEP, determined un-
der the rules of section 414(g); (2) a par-
ticipating employer is defined as one of
the employers maintaining a MEP; (3)
an unresponsive participating employer
is defined as a participating employer in
a MEP that fails to comply with reason-
able and timely requests from the section
413(c) plan administrator for information
necessary to determine compliance with a
qualification requirement or fails to com-
ply with reasonable and timely requests
from the section 413(c) plan administrator
to take actions that are needed to correct
a failure to satisfy a qualification require-
ment as it relates to the participating em-
ployer; and (4) an employee is defined as
a current or former employee of a partici-
pating employer.

The exception to the unified plan rule
would apply only in the case of certain
types of failures to satisfy the qualification
requirements, referred to in the proposed
regulations as participating employer fail-
ures. A participating employer failure is
defined as either a known qualification
failure or a potential qualification failure.
A known qualification failure is defined
as a failure to satisfy a qualification re-
quirement with respect to a MEP that is
identified by the section 413(c) plan ad-
ministrator and is attributable solely to
an unresponsive participating employer.
A potential qualification failure is a fail-
ure to satisfy a qualification requirement
with respect to a MEP that the section
413(c) plan administrator reasonably be-
lieves might exist, but the section 413(c)
plan administrator is unable to determine
whether the qualification requirement is
satisfied solely due to an unresponsive

% See also, U.S. Gov’t Accountability Office, GAO-12-665, “Federal Agencies Should Collect Data and Coordinate Oversight of Multiple Employer Plans” (September 2012) (https.//www.
gao.gov/assets/650/648285.pdf) (identifying the unified plan rule as a potential problem for MEPs).
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participating employer’s failure to provide
data, documents, or any other information
necessary to determine whether the MEP
is in compliance with the qualification re-
quirement as it relates to the participating
employer. For purposes of the definitions
of known qualification failure and poten-
tial qualification failure, an unresponsive
participating employer includes any em-
ployer that is treated as a single employer
with that unresponsive participating em-
ployer under section 414(b), (c), (m), or

(0).

1. Conditions for Application of
Exception to Unified Plan Rule

Under the exception to the unified
plan rule in the proposed regulations, a
defined contribution MEP would not be
disqualified on account of a participating
employer failure, provided that the fol-
lowing conditions are satisfied: (1) the
MEP satisfies certain eligibility require-
ments (such as a requirement to have
established practices and procedures to
promote compliance and a requirement
to adopt relevant plan language); (2) the
section 413(c) plan administrator pro-
vides notice and an opportunity for the
unresponsive participating employer to
take remedial action with respect to the
participating employer failure; (3) if the
unresponsive participating employer fails
to take appropriate remedial action with
respect to the participating employer fail-
ure, the section 413(c) plan administrator
implements a spinoff; and (4) the section
413(c) plan administrator complies with
any information request that the IRS or a
representative of the spun-off plan makes
in connection with an IRS examination of
the spun-off plan, including any informa-
tion request related to the participation of
the unresponsive participating employer
in the MEP for years prior to the spinoff.
A spinoff may either be a spinoff that is
initiated by the unresponsive participat-
ing employer and implemented by the
section 413(c) plan administrator, or a
spinoff-termination implemented by the
section 413(c) plan administrator pursu-
ant to plan terms.

A. MEP s Eligibility for Exception to the
Unified Plan Rule

Under the proposed regulations, a
threshold condition for the exception to
the unified plan rule is that the MEP meet
certain eligibility requirements. Specifi-
cally, the proposed regulations would re-
quire the section 413(c) plan administrator
to have established practices and proce-
dures (formal or informal) that are rea-
sonably designed to promote and facilitate
overall compliance with applicable Code
requirements, including procedures for
obtaining information from participating
employers. In addition, the plan document
would need to include language describ-
ing the procedures that would be followed
to address participating employer failures,
including the procedures that the section
413(c) plan administrator would follow
if, after receiving notice from the section
413(c) plan administrator, an unrespon-
sive participating employer fails to take
appropriate remedial action or to initiate
a spinoff from the MEP pursuant to the
regulations.'® Finally, a MEP is not eligi-
ble for the exception to the unified plan
rule if, as of the date that the first notice is
provided to an unresponsive participating
employer, the MEP is under examination.
For a description of the first notice, see
part II.B. of this Explanation of Provisions
section, entitled Notice Requirements.

For purposes of the proposed regula-
tions, a plan is under examination if: (1)
the plan is under an Employee Plans ex-
amination (that is, an examination of a
Form 5500 series, “Annual Return/Re-
port of Employee Benefit Plan,” or other
examination by the Employee Plans Of-
fice of the Tax Exempt and Government
Entities Division of the IRS (Employee
Plans) (or any successor IRS office that
has jurisdiction over qualified retirement
plans)); (2) the plan is under investigation
by the Criminal Investigation Division of
the IRS (or its successor); or (3) the plan
is treated as under an Employee Plans ex-
amination under special rules. Under these
special rules, for example, a plan is under
an Employee Plans examination if the sec-
tion 413(c) plan administrator, or an au-

thorized representative, has received ver-
bal or written notification of an impending
Employee Plans examination, or of an
impending referral for an Employee Plans
examination, or if a plan has been under
an Employee Plans examination and the
plan has an appeal pending with the IRS
Office of Appeals (or its successor), or is
in litigation with the IRS, regarding issues
raised in the Employee Plans examination.

This definition of the term under ex-
amination is similar to the definition in
EPCRS. See Rev. Proc. 2019-19, section
5.08. However, unlike in EPCRS, a plan
is not under examination for purposes of
these proposed regulations merely be-
cause it is maintained by an employer that
is under an Exempt Organizations exam-
ination (that is, an examination of a Form
990 series or other examination by the Ex-
empt Organizations Office of the Tax Ex-
empt and Government Entities Division of
the IRS).

B. Notice Requirements

The proposed regulations would re-
quire the section 413(c) plan administrator
to provide up to three notices regarding a
participating employer failure to the unre-
sponsive participating employer; with the
third notice, if applicable, also being pro-
vided to participants and beneficiaries and
the Department of Labor."!

The first notice must describe the par-
ticipating employer failure (or failures), as
well as the remedial actions the unrespon-
sive participating employer would need to
take to remedy the failure and the employ-
er’s option to initiate a spinoff. The first
notice must also explain the consequences
under plan terms if the unresponsive par-
ticipating employer neither takes appro-
priate remedial action with respect to the
participating employer failure nor initiates
a spinoff, including the possibility that a
spinoff of the plan assets and account bal-
ances attributable to the employees of that
employer into a separate single-employer
plan would occur, followed by a termi-
nation of that plan (as discussed in this
preamble under the heading Spinoff-Ter-
mination).

190Once final regulations are issued, the Treasury Department and the IRS intend to publish guidance in the Internal Revenue Bulletin setting forth model language that may be used for this

purpose.

'"If the notices relate to a potential qualification failure, and the potential qualification failure becomes a known qualification failure, then a new series of notices may be required.
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If, by the end of the 90-day period fol-
lowing the date the first notice is provided,
the unresponsive participating employer
neither takes appropriate remedial action
nor initiates a spinoff, then no later than
30 days after the expiration of that 90-day
period, the section 413(c) plan administra-
tor must provide a second notice to that
employer. The second notice must include
the information required to be included
in the first notice, and must also inform
the employer that if it fails either to take
appropriate remedial action or to initiate
a spinoff within 90 days after the second
notice then a notice describing the partic-
ipating employer failure and the conse-
quences of not correcting that failure will
be provided to participants who are em-
ployees of the unresponsive participating
employer (and their beneficiaries) and to
the Department of Labor.

If, by the end of the 90-day period fol-
lowing the date the second notice is pro-
vided, the unresponsive participating em-
ployer neither takes appropriate remedial
action nor initiates a spinoff, then no later
than 30 days after the expiration of that
90-day period, the section 413(c) plan ad-
ministrator must provide a third notice to
the unresponsive participating employer,
to participants who are employees of that
employer (and their beneficiaries), and to
the Department of Labor.'? The third no-
tice must include the information required
to be included in the first notice, the dead-
line for employer action, and an expla-
nation of any adverse consequences to
participants in the event that a spinoff-ter-
mination occurs, and state that the notice
is being provided to participants who are
employees of the unresponsive participat-
ing employer (and their beneficiaries) and
to the Department of Labor.

C. Actions by Unresponsive Participating
Employer

The proposed regulations provide that
after the unresponsive participating em-
ployer has received notice of the partici-
pating employer failure, the employer has
the opportunity to either take appropriate
remedial action or initiate a spinoff. The

final deadline for an unresponsive par-
ticipating employer to take one of these
actions is 90 days after the third notice
is provided. The consequences of the
employer’s failure to meet this deadline
are described in this Explanation of Pro-
visions section under part ILE., entitled
Spinoff-Termination.

The proposed regulations provide that
an unresponsive participating employer
takes appropriate remedial action with re-
spect to a potential qualification failure if
the employer provides data, documents,
or any other information necessary for the
section 413(c) plan administrator to deter-
mine whether a qualification failure ex-
ists. If (1) the unresponsive participating
employer provides this information, (2)
the section 413(c) plan administrator de-
termines that, based on this information,
a qualification failure exists that is attrib-
utable solely to that employer, and (3) the
participating employer fails to comply
with reasonable and timely requests from
the section 413(c) plan administrator to
take actions that are needed to correct that
qualification failure, then the qualification
failure becomes a known qualification
failure. In that case, the MEP would be el-
igible for the exception to the unified plan
rule with respect to the known qualifica-
tion failure by satisfying the conditions
with respect to that known qualification
failure, taking into account the rules de-
scribed in this Explanation of Provisions
section under part I1.D., entitled Actions
by Section 413(c) Plan Administrator
Relating to Remedial Action or Employ-
er-Initiated Spinoff. An unresponsive
participating employer takes appropriate
remedial action with respect to a known
qualification failure if the employer takes
action, such as making corrective contri-
butions, that corrects, or enables the sec-
tion 413(c) plan administrator to correct,
the known qualification failure.

As an alternative to taking appropriate
remedial action with respect to a potential
or a known qualification failure, an un-
responsive participating employer may,
after receiving notice of the participating
employer failure, initiate a spinoff by di-
recting the section 413(c) plan adminis-

trator to spin off plan assets and account
balances held on behalf of employees of
that employer to a separate single-em-
ployer plan established and maintained by
that employer in a manner consistent with
plan terms. In that case, the section 413(c)
plan administrator must implement that
spinoff, as described in this Explanation
of Provisions section under part II.D., en-
titled Actions by Section 413(c) Plan Ad-
ministrator Relating to Remedial Action
or Employer-Initiated Spinoff.

D. Actions by Section 413(c) Plan
Administrator Relating to Remedial
Action or Employer-Initiated Spinoff

For purposes of applying the condi-
tions of the exception to the unified plan
rule to a potential qualification failure that
becomes a known qualification failure,
actions taken (including notices provided)
when the failure was a potential qualifica-
tion failure are not taken into account. For
example, a notice that the section 413(c)
plan administrator provided in connec-
tion with the potential qualification failure
would not satisfy the notice requirements
for the known qualification failure. How-
ever, in determining whether the MEP is
under examination as of the date of the
first notice describing the known quali-
fication failure, the section 413(c) plan
administrator will be treated as providing
that notice on the date the first notice was
provided with respect to the related po-
tential qualification failure, but only if the
following conditions are satisfied: (1) after
determining that a qualification failure ex-
ists, the section 413(c) plan administrator
makes a reasonable and timely request to
the participating employer to take actions
that are needed to correct the failure, and
(2) as soon as reasonably practicable after
the participating employer fails to respond
to that request, the section 413(c) plan ad-
ministrator provides the first notice with
respect to the known qualification failure.

The Treasury Department and the IRS
anticipate revising EPCRS to provide that,
if a section 413(c) plan administrator pro-
vides the first notice with respect to a par-
ticipating employer failure under a MEP

12The notice to the Department of Labor should be mailed to the Employee Benefits Security Administration’s Office of Enforcement (or its successor office). The Office of Enforcement is
currently located at 200 Constitution Ave., NW, Suite 600, Washington, DC 20210.
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at a time that the plan is not under exam-
ination, then the MEP will not be consid-
ered to be under examination for purposes
of determining whether the participating
employer failure is eligible to be correct-
ed under the Self Correction Program or
Voluntary Correction Program compo-
nents of EPCRS. It is anticipated that this
application of the term under examination
under EPCRS will be conditioned on the
section 413(c) plan administrator comply-
ing with applicable conditions for the ex-
ception to the unified plan rule and, for a
known qualification failure with respect to
which the unresponsive participating em-
ployer takes appropriate remedial action,
taking any remaining action necessary to
correct the qualification failure as soon as
reasonably practicable.

If an unresponsive participating em-
ployer takes appropriate remedial action
with respect to a known qualification fail-
ure, then the section 413(c) plan adminis-
trator must take any remaining action nec-
essary to correct the qualification failure.
If the section 413(c) plan administrator
fails to take any remaining action neces-
sary to correct the known qualification
failure, the exception to the unified plan
rule will not apply and the section 413(c)
plan may be disqualified on account of
that failure.

If, instead of taking appropriate reme-
dial action (as described in part II.C. of
this Explanation of Provisions, entitled
Actions by Unresponsive Participating
Employer), an unresponsive participating
employer initiates a spinoff of plan as-
sets and account balances held on behalf
of employees of that employer to a sepa-
rate single-employer plan established and
maintained by that employer, the section
413(c) plan administrator must implement
and complete a spinoff of the plan assets
and account balances held on behalf of the
employees of the employer that are attrib-
utable to employment by the employer
within 180 days of the date on which it
was initiated. The section 413(c) plan ad-
ministrator must also report the spinoff to
the IRS (in the manner prescribed by the

IRS in forms, instructions, and other guid-
ance).

E. Spinoff-Termination

If, after the first notice of a participat-
ing employer failure is provided, the un-
responsive participating employer neither
takes appropriate remedial action nor ini-
tiates a spinoff by the date that is 90 days
after the third notice is provided, then, for
the exception to the unified plan rule to
apply, there must be a spinoff of the plan
assets and account balances held on behalf
of employees of the unresponsive partic-
ipating employer that are attributable to
their employment with that employer to a
separate plan, followed by a termination
of that plan. The spinoff-termination must
be pursuant to plan terms and in accor-
dance with the proposed regulations. The
MEP will satisfy this condition, if, as soon
as reasonably practicable after the dead-
line for action by the unresponsive partic-
ipating employer, the section 413(c) plan
administrator: (1) provides notice of the
spinoff-termination to participants who
are employees of the unresponsive partic-
ipating employer (and their beneficiaries);
(2) stops accepting contributions from
the unresponsive participating employer;
(3) implements a spinoff, in accordance
with the transfer requirements of section
414(1) and the anti-cutback requirements
of section 411(d)(6), of the plan assets and
account balances held on behalf of em-
ployees of the unresponsive participating
employer that are attributable to their em-
ployment by that employer to a separate
single-employer plan and trust that has
the same plan administrator, trustee, and
substantive plan terms as the MEP; and
(4) terminates the spun-off plan and dis-
tributes assets of the spun-off plan to plan
participants and beneficiaries as soon as
reasonably practicable after the plan ter-
mination date."

In terminating the spun-off plan, the
section 413(c) plan administrator must:

* Reasonably determine whether, and to
what extent, the survivor annuity re-

quirements of sections 401(a)(11) and
417 apply to any benefit payable un-
der the plan and take reasonable steps
to comply with those requirements (if
applicable);

* Provide each participant and beneficia-
ry with a nonforfeitable right to his or
her accrued benefits as of the date of
plan termination, subject to income,
expenses, gains, and losses between
that date and the date of distribution;
and

* Notify the participants and beneficia-
ries of their rights under section 402(f).
In providing notice of the spinoff-ter-

mination to participants (and their bene-

ficiaries), the section 413(c) plan admin-
istrator must provide information relating
to the spinoff-termination to participants
who are employees of the unresponsive
participating employer (and their ben-
eficiaries), including the following: (1)
identification of the MEP and contact in-
formation for the section 413(c) plan ad-
ministrator; (2) the effective date of the
spinoff-termination; (3) a statement that
no more contributions will be made to
the MEP; (4) a statement that as soon as
practicable after the spinoff-termination,
participants and beneficiaries will receive

a distribution from the spun-off plan; and

(5) a statement that before the distribution

occurs, participants and beneficiaries will

receive additional information about their

options with respect to that distribution.
The section 413(c) plan administrator

must report the spinoff-termination to the

IRS (in the manner prescribed by the IRS

in forms, instructions, and other guid-

ance).

1. Other Rules
A. Form of Notices

Any notices required to be provided
under the proposed regulations may be
provided in writing or in electronic form.
For notices provided to participants and
beneficiaries, see generally §1.401(a)-21
for rules permitting the use of electronic

13The Pension Benefit Guaranty Corporation’s Missing Participants Program provides a mechanism for distributing assets to plan participants in a terminating plan. See 29 CFR 4050.201
through 4050.207. Use of the Pension Benefit Guaranty Corporation’s Missing Participants Program is optional for defined contribution plans. Under the program, the Pension Benefit Guaran-
ty Corporation locates participants and beneficiaries who were missing when their plans terminated. When found, depending on arrangements made by the plan, the Pension Benefit Guaranty
Corporation either provides the benefit or information about where the participant’s account is being held.

Bulletin No. 2019-30

461

July 22, 2019



media to provide applicable notices to re-
cipients with respect to retirement plans.

B. Qualification of Spun-Off Plan

In the case of any plan that is spun off
in accordance with the proposed regula-
tions, any participating employer failure
that would have affected the qualification
of a MEP, but for the application of the
exception to the unified plan rule, will be
a qualification failure with respect to the
spun-off plan. In the case of an employ-
er-initiated spinoff, see EPCRS (or its
successors) for rules relating to correcting
qualification failures.

Under the authority provided by sec-
tion 1101 of PPA 06, the proposed reg-
ulations provide that distributions made
from a spun-off plan that is terminated in
accordance with these regulations would
not, solely because of the participating
employer failure, fail to be eligible for fa-
vorable tax treatment accorded to distribu-
tions from qualified plans (including that
the distributions will be treated as eligible
rollover distributions under section 402(c)
(4)), except as provided in the next para-
graph. Under section 1101 of PPA 06,
Congress gave the Secretary broad author-
ity to establish employee plans correction
policies. In developing a correction policy
for MEPs, it is appropriate to treat distri-
butions to rank-and-file participants fol-
lowing a spinoff-termination as eligible
for tax-favored treatment in order to en-
sure that the tax or sanction is not exces-
sive and bears a reasonable relationship to
the nature of the failure.'

The regulations also provide that, not-
withstanding the general rule regarding
favorable tax treatment for distributions
from a plan following spinoff-termination,
the IRS reserves the right to pursue appro-
priate remedies under the Code against
any party (such as the owner of the partic-
ipating employer) who is responsible for
the participating employer failure result-
ing in the spinoff-termination. The IRS
may pursue appropriate remedies against
a responsible party even in the party’s ca-
pacity as a participant or beneficiary un-
der the plan that is spun off and terminated
(such as by not treating a plan distribution

made to the responsible party as an eligi-
ble rollover distribution). This is similar
to the approach adopted in EPCRS with
respect to terminating orphan plans. See
Rev. Proc. 2019-19, section 6.02(2)(e)(1).

The proposed regulations also provide
that the Commissioner may provide ad-
ditional guidance, such as in revenue rul-
ings, notices, or other guidance published
in the Internal Revenue Bulletin, or in
forms and instructions, that the Commis-
sioner determines to be necessary or ap-
propriate with respect to the requirements
of the regulations.

Proposed Applicability Date

These regulations generally are pro-
posed to apply on or after the date of pub-
lication of the Treasury decision adopting
these rules as final regulations in the Fed-
eral Register. Until regulations finalizing
these proposed regulations are issued, tax-
payers may not rely on the rules set forth
in these proposed regulations.

Availability of IRS Documents

For copies of recently issued revenue
procedures, revenue rulings, notices and
other guidance published in the Internal
Revenue Bulletin, please visit the IRS
website at www.irs.gov or contact the
Superintendent of Documents, U.S. Gov-
ernment Printing Office, Washington, DC
20402.

Special Analyses
L. Regulatory Impact Analysis

Executive Orders 13771, 13563, and
12866 direct agencies to assess costs and
benefits of available regulatory alterna-
tives and, if regulation is necessary, to se-
lect regulatory approaches that maximize
net benefits, including potential economic,
environmental, public health and safety
effects, distributive impacts, and equi-
ty. Executive Order 13563 emphasizes
the importance of quantifying both costs
and benefits, reducing costs, harmonizing
rules, and promoting flexibility. The Ex-
ecutive Order 13771 designation for any

final rule resulting from the proposed reg-
ulation will be informed by comments re-
ceived. The preliminary Executive Order
13771 designation for this proposed rule
is deregulatory.

The proposed regulation has been des-
ignated by the Office of Information and
Regulatory Affairs (OIRA) as significant
under Executive Order 12866 pursuant to
the Memorandum of Agreement (MOA,
April 11, 2018) between the Treasury De-
partment and the Office of Management
and Budget regarding review of tax reg-
ulations.

1. Introduction and Need for Regulation

The U.S. retirement system is com-
prised of three main pillars of savings:
Social Security, workplace pension plans,
and individual savings. Yet, roughly 30%
of American workers lack access to an
employer-sponsored savings vehicle (See
Table 1 in Section 7 of this Regulatory
Impact Analysis, entitled 7ables). This is
particularly true for employees at small
firms, who are roughly half as likely to
have access to a retirement plan compared
to employees at large firms. This would
lead to larger firms enjoying a competitive
advantage in labor markets. One factor
that may prevent small firms from offer-
ing a plan includes the high administrative
costs associated with compliance. In or-
der to receive preferential tax treatment, a
plan must meet certain criteria specified in
the Code and ensuring that those require-
ments are met can be costly. Furthermore,
the costs associated with managing funds
in retirement plans tends to be higher for
a smaller pool of assets (See Table 3 in
Section 7, later), which is more likely to
be the case for smaller firms with fewer
employees.

One solution that has developed for
reducing these administrative and asset
management costs is the MEP, through
which different employers can form a sin-
gle plan to take advantage of economies of
scale. Under the current regulations under
section 413(c), however, the unified plan
rule creates a situation whereby should
one employer fail to comply with the qual-
ification requirements, then the preferen-

!4In addition, a participating employer failure could either be a known qualification failure or a potential qualification failure. Treating distributions from a spun-off and terminated plan
relating to a potential qualification failure as ineligible for tax-favored treatment does not bear a reasonable relationship to the nature of the failure.
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tial tax status for a qualified plan is lost
for the entire MEP. The proposed regula-
tion provides an exception to the unified
plan rule for certain defined contribution
MEPs, permitting compliant participating
employers to continue to maintain a quali-
fied plan if certain conditions are satisfied.
Reducing the perceived risk that a MEP
will be disqualified could lead to more
small employers adopting these plans.

2. Affected Entities

Based on the latest available data, as
shown in Table 2, there are about 4,630
defined contribution MEPs with approx-
imately 4.4 million total participants,
3.7 million of whom are active partici-
pants. Defined contribution MEPs hold
about $181 billion in assets. Fifty-six per-
cent of defined contribution MEP partic-
ipants are in MEPs with 10,000 or more
participants, and 98% are in MEPs with
100 or more participants. As noted earlier,
about 30% of employees do not have ac-
cess to a retirement savings plan through
their employer. The proposed regulation,
which is limited to defined contribution
MEPs, may encourage both the creation
of new defined contribution MEPs and the
expansion of existing defined contribution
MEPs. As a result of the proposed regu-
lation, the cost of providing some exist-
ing employer-sponsored retirement plans
could fall, and some employees would
gain access to employer-sponsored retire-
ment plans.

3. Baseline

The analysis in this section compares
the proposed regulation to a no-action
baseline reflecting anticipated Federal in-
come tax-related behavior in the absence
of these proposed regulations.

4. Benefits

a. Expanded Access to Coverage
Generally, employees rarely choose to

save for retirement outside of the work-

place, despite having options to save in
tax-favored savings vehicles on their own;

only about 10% of households without ac-
cess to an employer-sponsored plan made
contributions to traditional or Roth IRAs
for 2014."° Thus, the availability of work-
place retirement plans is a significant fac-
tor affecting whether individuals save for
their retirement. Yet, despite the advantag-
es of workplace retirements plans, access
to such plans for employees of small busi-
nesses is relatively low.

The MEP structure may address sig-
nificant concerns from employers about
the costs to set up and administer retire-
ment benefit plans. In order to participate
in a MEP, employers would simply exe-
cute a participation agreement or similar
instrument setting forth the rights and
obligations of the MEP and participating
employers. Each participating employer
would then be participating in a single
plan, rather than sponsoring its own sepa-
rate plan. The individual employers would
not be directly responsible for the MEP’s
overall compliance with reporting and
disclosure obligations. Accordingly, the
MEP structure may address small employ-
ers’ concerns regarding the cost associat-
ed with fiduciary liability of sponsoring a
retirement plan by effectively transferring
much of the legal risks and responsibili-
ties to professional fiduciaries who would
be responsible for managing plan assets
and selecting investment menu options,
among other things. Participating employ-
ers’ continuing involvement in the day-to-
day operations and administration of their
MEP generally would be limited to enroll-
ing employees and forwarding employee
and employer contributions to the plan.
Thus, participating employers would keep
more of their day-to-day focus on manag-
ing their businesses, rather than their re-
tirement plans.

The proposed regulation would reduce
the risk to small businesses participating
in a MEP. Currently, if one participating
employer fails to meet the qualification
requirements in the Code for preferential
tax treatment, then the entire plan may be
disqualified, and employers participating
in a MEP and their employees would lose
the tax benefits of participating in a quali-
fied retirement plan (deduction for contri-
butions, exclusion of investment returns,

15Based on tabulations from the Office of Tax Analysis” microsimulation model.
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deferred income recognition for employ-
ees). As a result, the current rule imposes
an undue burden on employers who sat-
isfied their requirements but happened to
have a bad actor among their plan’s other
employers. The proposed regulation min-
imizes this burden by allowing noncom-
pliant or unresponsive participating em-
ployers to be dealt with separately while
the other participating employers maintain
a qualified plan. Thus, the risk taken on
by any one participating employer when
joining a MEP is reduced as the employer
no longer needs to consider the actions of
other participating employers over which
the employer exerts no control. The pro-
posed regulation may therefore encourage
formation of additional MEPs, as well as
expanded participation in existing MEPs.

Because more plan formation and
broader availability of such plans is likely
to occur due to the proposed regulations,
especially among small employers, the
Treasury Department has determined that
the proposed regulation would increase
access to retirement plans for many Amer-
ican workers. However, the Treasury De-
partment does not have sufficient data to
determine precisely the likely extent of in-
creased participation by small employers
under the proposed regulation.

b. Reduced Fees and Administration
Savings

Most MEPs could be expected to
benefit from scale advantages that small
businesses do not currently enjoy and to
pass on some of the savings to participat-
ing employers and employees. Grouping
small employers together into a MEP may
facilitate savings through administrative
efficiencies (economies of scale) and po-
tentially through price negotiation (market
power).

As scale increases, MEPs would spread
fixed costs over a larger pool of participat-
ing employers and employee participants.
Scale efficiencies can be very large with
respect to asset management and may be
smaller, but still meaningful, with respect
to recordkeeping. Also, as scale increases,
so does the negotiating power of MEPs.
Negotiating power matters when competi-
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tion among financial services providers is
less than perfect, and they can command
greater profits than in an environment
with perfect competition. Very large plans
may exercise their own market power to
negotiate lower prices, translating into
savings for member employers and em-
ployee participants.

Sometimes, scale efficiencies would
not translate into savings for small em-
ployer members and their employee par-
ticipants because regulatory requirements
applicable to large MEPs may be more
stringent than those applicable to most
separate small plans. For example, some
small plans are exempt from annual re-
porting requirements, and many others are
subject to more streamlined reporting re-
quirements than larger plans. But in most
cases, the savings from the scale efficien-
cy of MEPs would be greater than the sav-
ings from scale efficiencies that other pro-
viders of bundled financial services may
offer to small employers.

First, the legal status of MEPs as a sin-
gle large plan may streamline certain reg-
ulatory burdens under the Code and title
I of ERISA. For example, a MEP can file
a single annual return/report and obtain a
single bond in lieu of the multiple reports
and bonds necessary when other providers
of bundled financial services administer
many separate plans.

Second, relative to separate small em-
ployer plans, a MEP operating as a large
single plan would likely secure substan-
tially lower prices from financial services
companies. Asset managers commonly of-
fer proportionately lower prices, relative
to assets invested, to larger investors, un-
der so-called tiered pricing practices. For
example, investment companies often of-
fer lower-priced mutual fund share classes
to customers whose investments in a fund
surpass specified break points. These low-
er prices may reflect scale economies in
any or all aspects of administering larger
accounts, such as marketing, distribution,
asset management, recordkeeping, and
transaction processing. MEPs that are
larger would likely qualify for lower pric-
ing compared with separate plans of small
employers. MEP participants that benefit

from lower asset-based fees would enjoy
superior investment returns net of fees.

The availability and magnitude of scale
efficiencies may be different with respect
to different retirement plan services. For
example, asset management generally en-
joys very large-scale efficiencies. Inves-
tors of all kinds generally benefit by in-
vesting in large commingled pools. Even
within large pools, however, small inves-
tors often pay higher fees than larger ones.
Investors with more assets to invest may
pay lower costs when using mutual funds
as investment vehicles.

As with asset management, scale effi-
ciencies often are available with respect to
other plan services. For example, the mar-
ginal costs of services such as marketing
and distribution, account administration,
and transaction processing often decrease
as customer size increases. Similarly,
small pension plans sometimes incur high
distribution costs, reflecting commissions
paid to agents and brokers who sell invest-
ment products to plans. MEPs, as large
customers, may enjoy scale efficiencies in
the acquisition of such services. It is also
possible, however, that the cost to MEPs
of servicing many small employer-mem-
bers may diminish or even offset such ef-
ficiencies. Stated differently, MEPs’ scale
efficiencies may not always exceed the
scale efficiencies from other providers of
bundled financial services used by small
employers that sponsor separate plans. In
addition, even if MEPs are able to enjoy
scale efficiencies greater than the scale
efficiencies available from other provid-
ers of bundled financial services, the scale
efficiencies of MEPs catering to small
businesses would still likely be smaller
than the scale efficiencies enjoyed by very
large single-employer plans.

By reducing the risk to employers of
participating in a MEP, the proposed reg-
ulation would allow more MEPs to be es-
tablished and to pursue scale advantages.
It would also extend scale advantages to
some existing MEPs that otherwise might
have been too small to achieve them and
to small employers that absent the pro-
posed regulation would have offered sep-
arate plans (or no plans), but that under

this proposed regulation may participate
in a MEP.

While MEPs scale advantages may be
smaller than the scale advantages enjoyed
by very large single-employer plans, it
nonetheless is illuminating to consider
the savings historically enjoyed by the
latter. For an illustration of how much in-
vestment fees vary based on the amount
of assets in a 401(k) plan, see Table 3 in
Section 7 of this Regulatory Impact Anal-
ysis, entitled 7ables. The table focuses on
mutual funds, which are the most com-
mon investment vehicle in 401(k) plans,
and shows that the average expense ratio
is inversely related to plan size. There are
some important caveats to interpreting Ta-
ble 3. The first is that it does not include
data for most of the smallest plans since
plans with fewer than 100 participants
generally are not required to submit au-
dited financial statements with their Form
5500. The second is that there is variation
across plans in whether and to what de-
gree the cost of recordkeeping is included
in the expense ratios.

Another method for comparing plan
size advantages is a broader measure
called “total plan cost” calculated by
BrightScope that includes fees reported on
the audited Form 5500. As Table 4 shows,
total plan cost yields generally similar
results about the cost differences facing
small and large plans. Deloitte Consulting
LLP, for the Investment Company Insti-
tute, conducted a survey of 361 defined
contributions plans.'® The study calculates
the “all-in” fee that is comparable across
plans, and includes both administrative
and investment fees paid by the plan and
participants. Generally, small plans with
10 or fewer participants are paying ap-
proximately 50 basis points more than
plans with more than 1,000 participants.
Generally, small plans with 10 or few-
er participants are paying about 90 basis
points more than large plans with more
than 50,000 participants.

The research studies described under
this heading, Reduced Fees and Adminis-
trative Costs, show that small plans and
their participants generally pay higher fees
than large plans and their participants. Be-

Deloitte Consulting and Investment Company Institute, “Inside the Structure of Defined Contribution/401(k) Plan Fees, 2013: A Study Assessing the Mechanics of the ‘All-in’ Fee” (Aug.
2014) (available at https://www2.deloitte.com/content/dam/Deloitte/us/Documents/human-capital/us-cons-401k-fee-study-2013-082014.pdyf).
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cause this rule would give many small em-
ployers the incentive to join a MEP, some
of which may become very large plans,
many of these employers would likely in-
cur lower fees. Many employers that are
not currently offering any retirement plan
may join a MEP, leading their employees
to save for retirement. Many employers al-
ready sponsoring a retirement plan might
decide to join a MEP instead. If there are
lower fees in the MEPs than in their pre-
vious plans, those lower fees would trans-
late into higher savings.

c. Reduced Reporting and Audit Costs

The potential for MEPs to enjoy report-
ing cost savings merits separate attention
because this potential is shaped not only
by economic forces, but also the reporting
requirements applicable to different plans.
On the one hand, a MEP, as a single ERI-
SA plan, can file a single report and con-
duct a single audit, while separate plans
may be required to file separate reports
and conduct separate audits. On the other
hand, a MEP, as a large plan generally is
subject to more stringent reporting and au-
dit requirements than a small plan, which
likely files no or streamlined reports and
undergoes no audits. With respect to re-
porting and audits, MEPs may offer more
savings to medium-sized employers (with
100 or more retirement plan participants)
that are already subject to more stringent
reporting and audit requirements than to
small employers. Small employers that
otherwise would have fallen outside of
reporting and audit requirements some-
times would incur slightly higher costs by
joining MEPs. This cost increase may still
be offset by benefits described in other
sections. From a broader point of view, if
auditing becomes more prevalent because
small employers join MEPs, that would
lead to more and better quality data that
would improve security for employers,
participants and beneficiaries.

Sponsors of ERISA-covered retirement
plans generally must file a Form 5500 an-
nually, with all required schedules and

attachments. The cost burden incurred to
satisfy the Form 5500 related reporting re-
quirements varies by plan type, size and
complexity. Analyzing the 2016 Form
5500 filings, the Department of Labor
estimates that the average cost to file the
Form 5500 is as follows: $276 per filer for
small (generally less than 100 plan par-
ticipants) single-employer defined contri-
bution plans eligible for Form 5500-SF;
$437 per filer for small single-employer
defined contribution plans not eligible to
file Form 5500-SF; and $1,686 per filer
for larger (generally 100 participants or
more) single-employer defined contribu-
tion plans, plus the cost of an audit.

Additional schedules and reporting
may be required for large and complex
plans. For example, large retirement plans
are required to attach auditors’ reports to
their Form 5500. Most small plans are not
required to obtain or attach such reports.
Hiring an auditor and obtaining an audit
report can be costly for plans, and audit
fees may increase as plans get larger or if
plans are more complex. A recent report
states that the fee to audit a 401(k) plan
ranges between $6,500 and $13,000."7

If an employer joins a MEP, it may save
some costs associated with filing Form
5500 and fulfilling audit requirements to
the extent the MEP is considered a single
plan under ERISA. Thus, one Form 5500
and audit report would satisfy the report-
ing requirements, and each participating
employer would not need to file its own,
separate Form 5500 and, for large plans or
those few small plans that do not meet the
small plan audit waiver, an audit report.
Assuming reporting costs are shared by
participating employers within a MEP, an
employer joining a MEP can save virtual-
ly all the reporting costs discussed above.
Large plans may enjoy even higher cost
savings if audit costs are taken into ac-
count.

It is less clear whether the self-em-
ployed would experience similar report-
ing cost savings by joining a MEP. The
Department of Labor estimated these
potential cost savings by comparing the

reporting costs of an employer that par-
ticipates in a MEP rather than sponsoring
its own plan. However, several retirement
savings options are already available for
self-employed persons, and most have
minimal or no reporting requirements. For
example, both SEP IRA and SIMPLE IRA
plans are available for small employers
and the self-employed and neither option
requires Form 5500 filings. Solo 401(k)
plans are also available for self-employed
persons, and they may be exempt from the
Form 5500-EZ reporting requirement if
plan assets are less than $250,000. Thus,
if self-employed individuals join a MEP,
they would be unlikely to realize report-
ing cost savings. In fact, it is possible that
their reporting costs may slightly increase,
because the self-employed would share
reporting costs with other MEP participat-
ing employers that they would otherwise
not incur.'®

d. Reduced Bonding Costs

The potential for bonding cost savings
in MEPs merits separate attention. As
noted above, ERISA section 412 and re-
lated regulations generally require every
fiduciary of an employee benefit plan and
every person who handles funds or other
property of such a plan to be bonded. ER-
ISA’s bonding requirements are intended
to protect employee benefit plans from
risk of loss due to fraud or dishonesty
on the part of persons who handle plan
funds or other property, generally referred
to as plan officials. A plan official must
be bonded for at least 10 percent of the
amount of funds he or she handles, subject
to a minimum bond amount of $1,000 per
plan with respect to which the plan official
has handling functions. In most instances,
the maximum bond amount that can be re-
quired under ERISA with respect to any
one plan official is $500,000 per plan;
however, the maximum required bond
amount is $1,000,000 for plan officials of
plans that hold employer securities. "

Under the proposed regulation, MEPs
generally might enjoy lower bonding

17See https://www.thayerpartnersilc.com/blog/the-hidden-costs-of-a-401k-audit. However, in a comment letter received by the Department of Labor in response to its October 23, 2018 (83
FR 53534), proposed rule clarifying the circumstances under which an employer group or association or PEO may sponsor a MEP, an association reported that the cost of its MEP audit
was $24,000. See comment letter #6 Employers Association of New Jersey, EANJ at https://www.dol.gov/sites/default/files/ebsa/laws-and-regulations/rules-and-regulations/public-com-

ments/1210-AB88/00006.pdf.

®However, self-employed participants, like all participants in small plans, would benefit from these enhanced audit and reporting requirements.
1”See DOL Field Assistance Bulletin 2008-04, https.://www.dol.gov/agencies/ebsa/employers-and-advisers/guidance/field-assistance-bulletins/2008-04.
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costs than would an otherwise equivalent
collection of small, separate plans, for
two reasons. First, it might be less ex-
pensive to buy one bond covering a large
number of individuals who handle plan
funds than a large number of bonds cov-
ering the same individuals separately or
in small, more numerous groups. Second,
the number of people handling plan funds
and therefore subject to ERISA’s bonding
requirement in the context of a MEP may
be smaller than in the context of an oth-
erwise equivalent collection of smaller,
separate plans.

e. Increased Retirement Savings

The various effects of this rule, if final-
ized, may lead in aggregate to increased
retirement savings. As discussed above,
many employees would likely go from not
having any access to a retirement plan to
having access through a MEP. This has the
potential to result in an increase in retire-
ment savings, on average, for this group of
employees. While some employees may
choose not to participate, surveys indicate
that a large number would participate.
For a defined contribution pension plan,
about 73 percent of all employees with
access participate in the plan.® Among
employees whose salary tends to be in the
lowest 10 percent of the salary range, this
figure is about 40 percent.’ One reason
that these take-up rates are relatively high
is that many plans use automatic enroll-
ment to enroll newly hired employees, as
well as, sometimes existing employees.
Automatic enrollment is particularly prev-
alent among large plans; in 2017 about 74
percent of plans with 1,000-4,999 partic-
ipants used automatic enrollment, while
only about 27 percent of plans with 1-49
participants did.?

Some workers may be saving in an
IRA, either in an employer-sponsored
IRA, payroll deduction IRA, or on their
own. If they begin participating in a MEP
401(k), they would have the opportunity
to take advantage of higher contribution
limits, and some individuals may begin
receiving employer contributions when

participating in a MEP when they did not
previously.

In general, MEPs may offer partic-
ipants a way to save for retirement with
lower overall costs. In particular, the fees
are likely to be lower than in most small
plans and in retail IRAs. The savings in
fees would result in higher investment re-
turns and thus higher retirement savings.

f. Increased Labor Market Efficiency

The increased prevalence of MEPs
would allow small employers the oppor-
tunity to offer retirement benefits that are
comparable to what large employers pro-
vide. Since employees value retirement
benefits, this development would tend
to shift talented employees toward small
businesses. Moreover, certain groups
such as secondary earners in high income
families who have high marginal tax
rates, and therefore larger benefits from
tax-preferred savings, might now be more
inclined to work for small businesses as
those businesses might now offer a retire-
ment plan. Such shifts would make small
businesses more competitive. The ensuing
reallocation of talent across different sec-
tors of the economy would increase effi-
ciency.

5. Costs

While the proposed regulation effec-
tively lowers the cost of participation in a
MEP among employers, the rule may also
lead to increased levels of noncompli-
ance. For example, the section 413(c) plan
administrator may become less diligent
about ensuring that participating employ-
ers within a MEP are responsible employ-
ers. By potentially increasing noncom-
pliance, the proposed regulation would
impose new costs on section 413(c) plan
administrators who are ultimately respon-
sible for managing unresponsive employ-
ers. In particular, for a plan to maintain its
tax-favored status, the section 413(c) plan
administrator is required to send notice
to an unresponsive employer giving it 90
days to remedy the situation. If the un-

2U.S. Bureau of Labor Statistics, National Compensation Survey, Employee Benefits in the U.S. (March 2018).

2d.

responsive employer fails to comply, the
plan administrator must send a second no-
tice and then a final notice if the unrespon-
sive employer still fails to comply after
specified time periods. In the event of the
initiation of the spinoff process, in which
assets associated with an unresponsive
employer are separated into a new plan
that is then terminated, additional costs
from the resulting compliance measures
will be incurred by the section 413(c) plan
administrator, who among other things is
tasked with notifying all impacted partic-
ipants and beneficiaries. These additional
costs may be directly passed on to unre-
sponsive employers. However, it’s possi-
ble that section 413(c) plan administrators
may spread these costs across all partici-
pating employers that would either absorb
or pass those costs on to their employees.

The proposed regulation may also in-
directly lead to an increase in investment
fees by increasing uncertainty in the size
of a MEP’s asset pool. For example, a
plan may shrink considerably when assets
of an unresponsive participating employer
are spun off depending on that employer’s
share of the total asset pool. Since the cost
savings in investment fees is derived from
economies of scale, introducing uncer-
tainty in plan size might induce manage-
ment companies to increase prices to ac-
count for that risk. This cost would likely
be spread across all employers participat-
ing in the MEP that might then pass those
costs on to their employees.

More general concerns pertaining to
MEPs include their potential for abuse,
such as fraud, mishandling of plan assets,
or charging excessive fees.”® Relative to
single-employer plans, MEPs may be
more susceptible to abuse since coordina-
tion across participating employers may
lead to confusion regarding each individ-
ual firm’s fiduciary responsibilities. On
the other hand, the enhanced disclosure
and audit requirements applicable to large
plans, together with the increased number
of employers participating in a plan, might
call attention to abuses that would have
otherwise gone unnoticed had a small em-
ployer established its own plan.

2Plan Sponsor Council of America, “61st Annual Survey of Profit Sharing and 401(k) Plans, Reflecting 2017 Plan Experience” (2018), Table 111.

2 (83 FR 53534) (October 23, 2018).
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6. Regulatory Alternatives

The Treasury Department and the
IRS considered alternatives to the pro-
posed regulation. One alternative would
have been to extend the proposed regu-
lations to include defined benefit MEPs.
However, this alternative was rejected
because defined benefit plans raise ad-
ditional issues, including issues arising
from the minimum funding requirements
and spinoff rules, such as the treatment in
such a spinoff of any plan underfunding
or overfunding. Commenters are asked,
in the Comments and Requests for Pub-
lic Hearing section of the preamble, to
address those issues, as well as the cir-

7. Tables

cumstances in which the exception to the
unified plan rule should be available to
defined benefit plans.

The Treasury Department and the IRS
also considered whether the proposed reg-
ulation should include a more streamlined
process for a section 413(c) plan admin-
istrator to satisfy the requirements for the
exception to the unified plan rule. Howev-
er, the notice requirements are intended to
ensure that the affected participating em-
ployers and their employees are aware of
the adverse consequences if the unrespon-
sive participating employer neither takes
appropriate remedial action nor initiates a
spinoff, and the timing requirements are
intended to give the unresponsive partic-

ipating employer an adequate opportuni-
ty to take that remedial action or initiate
a spinoff. These procedural requirements
strike a balance between providing pro-
tection for unresponsive participating
employers and their employees and not
unduly burdening defined contribution
MEPs. In the Comments and Requests for
Public Hearing section of the preamble,
commenters are asked to address whether
the regulations should add mechanisms to
avoid the potential for repetitive notices,
as well as whether additional procedures
should be added to facilitate the resolution
of disputes between a section 413(c) plan
administrator and an unresponsive partici-
pating employer.

TABLE 1—RETIREMENT PLAN COVERAGE BY EMPLOYER SIZE

Workers: Establishments:

Establishment size: Number of workers Share with Share Share offering a

access to a participating retirement plan
retirement plan ina (%)

(%) retirement plan
(70)

L-40 49 34 45
50-00 65 46 75
T00-499 . . e 79 58 88
SO0t e 89 76 94
AlL 66 50 48

Source: These statistics apply to private industry. U.S. Bureau of Labor Statistics, National Compensation Survey, Employee Benefits

in the U.S. (March 2018).

TABLE 2—CURRENT STATISTICS ON MEPS

Number of MEPs | Total Participants | Active Participants | Total Assets

MEP Defined Contribution Plans 4,630 4.4 million 3.7 million $181 billion
As a share of all ERISA Defined Contribution Plans 0.7% 4.4% 4.6% 3.2%

MEP Defined Contribution Plans 4,630 4.4 million 3.7 million $181 billion

401(k) Plans 4,391 4.1 million 3.4 million $166 billion

Other Defined Contribution Plans 239 0.4 million 0.3 million $15 billion

Source: The Department of Labor performed these calculations using the 2016 Research File of Form 5500 filings. The estimates are
weighted and rounded, which means they may not sum precisely. These estimates were derived by classifying a plan as a MEP if it
indicated “multiple employer plan” status on the Form 5500 Part 1 Line A and if it did not report collective bargaining.
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TABLE 3—AVERAGE EXPENSE RATIOS OF MUTUAL FUNDS IN 401(K) PLANS IN BASIS POINTS, 2015

Plan Assets Domestic equity | International Domestic International Target date Balanced
mutual funds equity bond bond mutual funds mutual funds
mutual funds | mutual funds mutual funds (non-target date)
$IM-$10M 81 101 72 85 79 80
$10M-$50M 68 85 59 77 68 64
$50M-$100M 55 72 44 66 54 50
$100M-$250M 52 68 40 64 55 45
$250M-$500M 49 63 36 67 50 42
$500M-$1B 45 60 33 65 50 39
More than $1B 36 52 26 65 48 32

Source: Average expense ratios are expressed in basis points and asset-weighted. The sample includes plans with audited 401(k)
filings in the BrightScope database for 2015 and comprises 15,110 plans with $1.4 trillion in mutual fund assets. Plans were included
if they had at least $1million in assets and between 4 and 100 investment options. BrightScope/ICI, “The BrightScope/ICI Defined
Contribution Plan Profile: A Close Look at 401(k) Plans, 2015 (March 2018).

TABLE 4—LARGER PLANS TEND TO HAVE LOWER FEES OVERALL

Plan Assets Total Plan Cost (in basis points)
10" Percentile Median 90™ Percentile

$IM-$10M 75 111 162

$10M-$50M 61 91 129
$50M-$100M 37 65 93
$100M-$250M 22 54 74
$250M-$500M 21 48 66

$500M-$1B 21 43 59
More than $1B 14 27 51

Source: Data is plan-weighted. The sample is plans with audited 401(k) filings in the BrightScope database for 2015, which com-
prises 18,853 plans with $3.2 trillion in assets. Plans were included if they had at least $1 million in assets and between 4 and 100
investment options. BrightScope/ICI, “The BrightScope/ICI Defined Contribution Plan Profile: A Close Look at 401(k) Plans, 2015”

(March 2018).

1I. Paperwork Reduction Act

The collection of information in these
proposed regulations is in: §1.413-2(g)
(3)(1)(B) (requirement to adopt plan lan-
guage); §1.413-2(g)(4) (requirement to
provide notice with respect to a partic-
ipating employer failure); §1.413-2(g)
(7)(1)(C) (requirement that spun-off plan
have the same substantive terms as MEP);
and §1.413-2(g)(7)(1)(A) (requirement to
provide notice of a spinoff-termination).
The collection of information contained in
proposed §1.413-2(g) will be carried out
by plan administrators of defined contri-
bution MEPs seeking to satisfy the condi-
tions for the exception to the unified plan
rule. The collection of information in this
notice of proposed rulemaking has been
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submitted to the Office of Management
and Budget for review in accordance with
the Paperwork Reduction Act of 1995 (44
U.S.C. 3507(d)).

1. Plan Amendment Adoption
Requirement, §1.413-2(g)(3)(i)(B)

Section 1.413-2(g)(3)(i)(B) states that
as a condition of the exception to the uni-
fied plan rule, a defined contribution MEP
must be amended to include plan language
that describes the procedures that would
be followed to address participating em-
ployer failures, including the applicable
procedures that apply if an unresponsive
participating employer does not respond
to the section 413(c) plan administrator’s
requests to remedy the failures.

468

A defined contribution MEP will not
be eligible for the exception to the unified
plan rule if it does not satisfy this plan-lan-
guage requirement. Without it, the defined
contribution MEP will not be able to avail
itself of the exception to the unified plan
rule, and will continue to be at risk of dis-
qualification due to the actions or inaction
of a single unresponsive participating em-
ployer. Since only one amendment is re-
quired, this is a one-time paperwork bur-
den for each defined contribution MEP. In
addition, after final regulations are issued,
the IRS intends to publish a model plan
amendment, which will help to minimize
the burden.

We estimate that the burden for this
requirement under the Paperwork Re-
duction Act of 1995 will be three hours
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per defined contribution MEP. Given the
size of the burden and the potential bene-
fits of satisfying the exception to the uni-
fied plan rule, we estimate that approxi-
mately 80 percent of defined contribution
MEPs (3,704 MEPs)** will amend their
plans to satisfy this condition. There-
fore, the total burden of this requirement
is estimated to be 11,112 hours (3,704
defined contribution MEPs times three
hours). However, because each defined
contribution MEP that adopts an amend-
ment will do so on a one-time basis, to
determine an annual estimate, the total
time is divided by three, or 3,704 hours
annually (3,704 defined contribution
MEPs times one hour).

2. Notice Requirements, §1.413-2(g)(4)

Notice is another condition of the ex-
ception to the unified plan rule. The pro-
posed regulations would require a section
413(c) plan administrator to send up to
three notices informing the unresponsive
participating employer of the participating
employer failure and the consequences if
the employer fails to take remedial action
or initiate a spinoff from the defined con-
tribution MEP. After each notice is pro-
vided, the employer has 90 days to take
appropriate remedial action or initiate
a spinoff from the defined contribution
MEDP. If the employer takes those actions
after the first or second notice is provided,
subsequent notices are not required. Thus,
it is possible that a section 413(c) plan
administrator will send fewer than three
notices to an employer. However, because
the notice requirements only apply if an
employer has already been unresponsive
to the section 413(c) plan administrator’s
requests, we have estimated that in most
cases, all three notices will be provided.

We estimate that the burden of prepar-
ing the three notices will be three hours.
Most of this burden relates to the first no-
tice, which must describe the qualification
failure and the potential consequences if
the employer fails to take action to address
it. The burdens of preparing the second
and third notices are expected to be rela-
tively insignificant, given that these notic-
es must generally repeat the information

that was included in the first notice. We
estimate that approximately 33.3 percent
of all defined contribution MEPs (1,542
defined contribution MEPs) have or will
have an unresponsive participating em-
ployer, necessitating the sending of these
notices on an annual basis. Therefore, we
estimate a burden of 4,626 hours (1,542
defined contribution MEPs times three
hours). We expect to be able to adjust
these estimates based on experience after
the regulations are finalized.

Section 1.413-2(g)(4) also includes the
burden of notice distribution. All three no-
tices must be sent to the unresponsive par-
ticipating employer. The third notice will
also be provided to plan participants who
are employees of the unresponsive partic-
ipating employer (and their beneficiaries)
and to the Department of Labor. We es-
timate that, on average, a section 413(c)
plan administrator will send the third no-
tice to approximately 50 recipients (em-
ployees of the unresponsive participating
employer, the employer, and the Depart-
ment of Labor). We expect that the burden
of distributing these notices will be two
hours per defined contribution MEP, for a
total burden of 3,084 hours (1,542 defined
contribution MEPs times two hours).

3. Terms of Spun-off Plan, §1.413-2(g)(7)
WO

After the third notice is provided,
§1.413-2(g)(7)(1)(C) requires a section
413(c) plan administrator to implement
a spinoff of the plan assets attributable
to employees of an unresponsive par-
ticipating employer. The assets must be
spun-off into a separate plan that has the
same substantive plan terms as the defined
contribution MEP. We estimate that in a
given year, a spinoff-termination for an
unresponsive participating employer will
be made with respect to 20 percent of all
defined contribution MEPs (926 defined
contribution MEPs therefore will be sub-
ject to this requirement). We also esti-
mate that the burden associated with the
requirement to create a spinoff plan will
be 10 hours. Therefore, the total burden is
estimated to be 9,260 hours (926 defined
contribution MEPs times 10).

4. Notice of Spinoff-Termination, §1.413-
2Q(7)i)(A4)

A section 413(c) plan administrator im-
plementing a spinoff-termination pursuant
to §1.413-2(g)(7) must provide notifica-
tion of the spinoff-termination to partici-
pants who are employees of the unrespon-
sive employer. This notice requirement is
in §1.413-2(g)(7)(1)(A). We estimate that
in a given year, 20 percent of all defined
contribution MEPs (926 defined contribu-
tion MEPs) will implement a spinoff-ter-
mination of an unresponsive participating
employer, and notice to participants will
need to be provided with respect to those
spinoff-terminations.

Using the same numbers as the es-
timates for notice requirements under
§1.413-2(g)(4), we estimate that for a de-
fined contribution MEP that uses the ex-
ception to the unified plan rule, approxi-
mately 50 notices of a spinoff-termination
will need to be sent to participants who are
employees of the unresponsive participat-
ing employer (and their beneficiaries). We
also estimate that the total burden for this
requirement is five hours. Based on this
number, we estimate that the burden of
preparing and distributing the notices will
be 4,630 hours (926 defined contribution
MEPs times five hours).

5. Reporting Spinoff or Spinoff-
Termination to IRS, §§1.413-2(g)(6)(ii)

and (g)(7)(iv)

Any spinoff or spinoff-termination
from a defined contribution MEP under
the proposed regulations must be report-
ed to the IRS (in accordance with forms,
instructions, and other guidance). Because
the IRS anticipates issuing a new form or
revising an existing form for this purpose,
the estimated reporting burden associated
with proposed §§1.413-2(g)(6)(ii) and (g)
(7)(iv) will be reflected in the reporting
burden associated with those forms, and
therefore is not included here.

Comments on the collection of infor-
mation should be sent to the Office of
Management and Budget, Attn: Desk
Officer for the Department of the Trea-
sury, Office of Information and Regula-

2 This calculation uses data from the 2016 Form 5500, “Annual Return/Report of Employee Benefit Plan.” As noted earlier, these filings indicate that there are approximately 4,630 defined

contribution MEPs.
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tory Affairs, Washington, DC 20503, with
copies to the Internal Revenue Service,
Attn: IRS Reports Clearance Officer,
SE:W:CAR:MP:T:T:SP; Washington, DC
20224. Comments on the collection of in-
formation should be received by Septem-
ber 3, 2019. Comments are specifically
requested concerning:

Whether the proposed collection of in-
formation is necessary for the proper per-
formance of the functions of the IRS, in-
cluding whether the information will have
practical utility;

The accuracy of the estimated burden
associated with the proposed collection of
information;

How the quality, utility, and clarity of
the information to be collected may be en-
hanced,;

How the burden of complying with
the proposed collections of information
may be minimized, including through the
application of automated collection tech-
niques or other forms of information tech-
nology; and

Estimates of capital or start-up costs and
costs of operation, maintenance, and pur-
chase of service to provide information.

Estimated total average annual record-
keeping burden: 25,304 hours.

Estimated average annual burden per
response: Between 7 and 27 hours.

Estimated number of recordkeepers:
926 to 3,704.

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

Books or records relating to a collec-
tion of information must be retained as
long as their contents may become mate-
rial in the administration of any internal
revenue law. Generally, tax returns and tax
return information are confidential, as re-
quired by 26 U.S.C. 6103.

1. Regulatory Flexibility Act

The Regulatory Flexibility Act (5
U.S.C. 601 et seq.) (RFA) imposes cer-
tain requirements with respect to federal
rules that are subject to the notice and

comment requirements of section 553(b)
of the Administrative Procedure Act (5
U.S.C. 551 et seq.) and that are likely to
have a significant economic impact on a
substantial number of small entities. Un-
less an agency determines that a proposal
is not likely to have a significant eco-
nomic impact on a substantial number of
small entities, section 603 of the RFA re-
quires the agency to present an initial reg-
ulatory flexibility analysis (IRFA) of the
proposed rule. The Treasury Department
and the IRS have not determined wheth-
er the proposed rule, when finalized, will
likely have a significant economic impact
on a substantial number of small entities.
The determination of whether creating an
exception to the unified plan rule for de-
fined contribution MEPs will have a sig-
nificant economic impact requires further
study. However, because there is a possi-
bility of significant economic impact on
a substantial number of small entities, an
IRFA is provided in these proposed regu-
lations. The Treasury Department and the
IRS invite comments on both the number
of entities affected and the economic im-
pact on small entities.

Pursuant to section 7805(f) of the
Code, this notice of proposed rulemaking
has been submitted to the Chief Counsel
of Advocacy of the Small Business Ad-
ministration for comment on its impact on
small business.

1. Need for and Objectives of the Rule

As discussed earlier in this preamble,
under the unified plan rule, the failure of
one employer participating in a MEP to
satisfy a qualification requirement or to
provide information needed to determine
compliance with a qualification require-
ment puts the tax-favored status of the
entirce MEP at risk. By creating an ex-
ception to the unified plan rule, the pro-
posed rule would ensure that, in certain
circumstances, compliant participating
employers will continue to maintain a
qualified plan. Offering a workplace re-
tirement plan is a valuable tool for small
businesses in recruiting and retaining em-
ployees. By retaining tax-favored status in

a defined contribution MEP, participating
employers will continue to be able to of-
fer a workplace retirement plan for their
employees.

The proposed rule is expected to en-
courage the establishment of new de-
fined contribution MEPs, as well as in-
crease the participation of employers in
existing defined contribution MEPs, in
accordance with Executive Order 13847
and the policy of expanding workplace
retirement plan coverage. MEPs are an
efficient way to reduce costs and com-
plexity associated with establishing and
maintaining defined contribution plans,
which could encourage more plan for-
mation and broader availability of more
affordable workplace retirement savings
plans, especially among small employers
and certain working owners. Thus, the
Treasury Department and the IRS intend
and expect that the proposed rule would
deliver benefits primarily to the employ-
ees of many small businesses and their
families, as well as many small business-
es themselves.

2. Affected Small Entities

The Small Business Administration es-
timates in its 2018 Small Business Profile
that 99.9 percent of United States busi-
nesses meet its definition of a small busi-
ness.” The applicability of these proposed
regulations does not depend on the size
of the business, as defined by the Small
Business Administration. The Treasury
Department and the IRS expect that the
smallest businesses, those with less than
50 employees, are most likely to benefit
from the savings derived from retaining
tax-favored status in a defined contribu-
tion MEP, as well as increasing partic-
ipation in defined contribution MEPs,
which are expected to occur as a result
of the proposed rule. In Section 7 of the
Regulatory Impact Analysis, see Table 1,
which provides statistics on retirement
plan coverage by the size of the employer.
These same types of employers, which are
disproportionately small businesses, are
more likely to participate in a workplace
retirement plan after the proposed rule is

2 The Small Business Administration, Office of Advocacy, 2018 Small Business Profile. https.//www.sba.gov/sites/default/files/advocacy/2018-Small-Business-Profiles-US.pdf. Last accessed
03/28/2019. For purposes of the 2018 Small Business Profile, small businesses are defined as firms employing fewer than 500 employees.
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finalized. The proposed rule will also af-
fect small entities that participate in MEPs
at the time the rule is finalized.

3. Impact of the Rule

Under the existing unified plan rule, a
MEP may be disqualified due to the actions
of one unresponsive participating employ-
er. Upon disqualification, employers par-
ticipating in a MEP and their employees
would lose the tax benefits of participating
in a qualified retirement plan (deduction
for contributions, exclusion of investment
returns, and deferred income recognition
for employees). By creating an exception
to the unified plan rule, the proposed regu-
lation would allow a defined contribution
MEP to remain qualified and thereby re-
tain tax-favored benefits for participating
employers and their employees. For ex-
ample, if a defined contribution MEP that
would have otherwise been disqualified
satisfies the conditions for the exception
to the unified plan rule, small entities that
participate in the MEP will be able to con-
tinue to make contributions to the defined
contribution MEP that are deductible un-
der section 404(a)(3).

In addition, as previously stated in the
Special Analysis section of this pream-
ble, this proposed rule could potentially
result in an expansion of defined contri-
bution MEPs, which could create a more
affordable option for retirement savings
coverage for many small businesses,
thereby potentially yielding economic
benefits for participating employers and
their employees. Some advantages of
a workplace retirement plan (including
401(k) plans, SEP-IRAs, and SIMPLE
IRAs) over IRA-based savings options
outside the workplace include: (1) higher
contribution limits; (2) potentially lower
investment management fees, especially
in larger plans; (3) a well-established uni-
form regulatory structure with important
consumer protections, including qualifi-
cation requirements relating to protected
benefits, vesting, disclosures, and spousal
protections; (4) automatic enrollment; and
(5) stronger protections from creditors. At
the same time, workplace retirement plans
provide employers with choice among
plan features and the flexibility to tailor
retirement plans that meet their business
and employment needs.
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The ERISA recordkeeping and report-
ing requirements could decrease for some
small employers that would have main-
tained a single-employer defined con-
tribution plan but instead join a defined
contribution MEP. This includes costs
associated with filing Form 5500 and ful-
filling audit requirements to the extent a
MEP is considered a single plan under
ERISA. Thus, one Form 5500 and audit
report would satisfy the reporting require-
ments, and each participating employer
would not need to file its own, separate
Form 5500 and, for large plans or those
few small plans that do not meet the small
plan audit waiver, an audit report.

The cost savings of an employer par-
ticipating in a defined contribution MEP
may be partially offset by the costs of
complying with the conditions for the ex-
ception to the unified plan rule, including
new recordkeeping and reporting require-
ments. Additional costs from these actions
will be incurred by the section 413(c) plan
administrator, who among other things
is tasked with adopting plan language
(§1.413-2(g)(3)(1)(B)), providing notice
concerning a participating employer fail-
ure to unresponsive participating employ-
ers, participants, beneficiaries, and the
Department of Labor (§1.413-2(g)(4)),
notifying participants and beneficiaries of
a spinoff-termination (§1.413-2(g)(7)(ii)),
and implementing a spinoff of the MEP as-
sets related to an unresponsive participat-
ing employer and creating a spun-off plan
document (§1.413-2(g)(7)(i)). Although
the Treasury Department and the IRS do
not have sufficient data to determine pre-
cisely the likely extent of the increased
costs of compliance, the estimated burden
of complying with the recordkeeping and
reporting requirements are described in
the Paperwork Reduction Act section of
the preamble. While the burdens associ-
ated with the recordkeeping and reporting
requirements are imposed on the defined
contribution MEP and not the participat-
ing employers, those additional costs may
be directly passed on to participating em-
ployers.

Another partial offset to the cost sav-
ings is the potential for an unresponsive
participating employer to have its partic-
ipation in a MEP terminated as a result
of the MEP’s compliance with these pro-
posed regulations. The proposed regula-
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tions state that if an unresponsive partic-
ipating employer fails to take appropriate
remedial action to correct a qualification
failure, one of the following actions must
occur in order for the MEP to meet the
conditions for the exception to the uni-
fied plan rule: (a) a spinoff initiated by the
unresponsive participating employer and
implemented by the section 413(c) plan
administrator or (b) a spinoff-termination
pursuant to plan terms. The Treasury De-
partment and the IRS anticipate that com-
pared to the number of small entities that
will benefit from these proposed rules,
relatively few employers will have their
plans spun-off or spun-off and terminated.

As previously stated in the Regulato-
ry Impact Analysis of this preamble, the
Treasury Department and the IRS consid-
ered alternatives to the proposed regula-
tions. One of the conditions that a defined
contribution MEP must satisfy in order to
be eligible for the exception to the unified
plan rule is that the section 413(c) plan
administrator provides notice and an op-
portunity for the unresponsive participat-
ing employer to take action with respect
to the participating employer failure. The
proposed regulations would require that
the section 413(c) plan administrator pro-
vide up to three notices to the unrespon-
sive participating employer, informing the
employer (and in some cases, participants
and the Department of Labor) of the par-
ticipating employer failure and the con-
sequences for failing to take remedial ac-
tion or initiate a spinoff from the defined
contribution MEP. After each notice is
provided, the unresponsive participating
employer has 90 days to take appropriate
remedial action or initiate a spinoff from
the defined contribution MEP. For more
information about the notice require-
ments, see Section II.B of the Explanation
of Provisions in this preamble.

In addition to the alternatives discussed
in the Regulatory Impact Analysis of this
preamble, the Treasury Department and
the IRS considered whether the proposed
regulations should reduce the number of
notices or the timing between providing
notices in order for a section 413(c) plan
administrator to satisfy this condition for
the exception to the unified plan rule.
The notice and accompanying timing re-
quirements were provided for because
the notice procedures are intended to en-
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sure that an unresponsive participating
employer and its employees are aware of
the adverse consequences if the employer
neither takes appropriate remedial action
nor initiates a spinoff, and the timing re-
quirements are intended to give the unre-
sponsive participating employer sufficient
time to take that remedial action or initiate
a spinoff. The Treasury Department and
the IRS believe that, given the adverse
consequences of a spinoff-termination
to plan participants, the notice and ac-
companying timing requirements strike a
balance between providing protection for
unresponsive participating employers and
their employees and not unduly burdening
the section 413(c) plan administrators in
defined contribution MEPs. In the Com-
ments and Requests for Public Hearing
section of the preamble, commenters are
asked to address whether the regulations
should add mechanisms to avoid the po-
tential for repetitive notices, as well as
whether additional procedures should be
added to facilitate the resolution of dis-
putes between a section 413(c) plan ad-
ministrator and an unresponsive partici-
pating employer.

4. Duplicate, Overlapping, or Relevant
Federal Rules

The proposed rule would not conflict
with any relevant federal rules. As dis-
cussed above, the proposed rule would
merely create an exception to the unified
plan rule for defined contribution MEPs.

Comments and Requests for Public
Hearing

Before these proposed regulations are
adopted as final regulations, consideration
will be given to any comments that are
submitted timely to the Treasury Depart-
ment and the IRS as prescribed in this pre-
amble under the “ADDRESSES” head-
ing. The Treasury Department and the IRS
request comments on all aspects of the
proposed rules. Comments specifically are
requested on the following topics:

* The circumstances, if any, in which
the exception to the unified plan rule

should be available to defined bene-
fit plans (taking into account issues
arising from the minimum funding
requirements and spinoff rules for de-
fined benefit plans, including the treat-
ment in such a spinoff of any plan un-
derfunding or overfunding).

Whether the regulations should include
additional requirements for MEPs to be
eligible for the exception to the unified
plan rule, including additional pro-
cedures to facilitate the resolution of
disputes between a section 413(c) plan
administrator and an unresponsive par-
ticipating employer.

Whether the regulations should add
appropriate mechanisms to avoid the
potential for repetitive notices or to
shorten the notice period for a poten-
tial qualification failure that becomes
a known qualification failure. Those
mechanisms might include, for ex-
ample, treating the first notice that
the section 413(c) plan administrator
provided in connection with the po-
tential qualification failure as satisfy-
ing the requirement to provide the first
notice in connection with the known
qualification failure, with appropriate
modification of the second and third
notices.

For purposes of a spinoff, how to treat
participants who have a single account
with assets attributable to service with
the unresponsive participating employ-
er and one or more other participating
employers, or who have a separate roll-
over account that is not attributable to
service with the unresponsive partici-
pating employer.

What additional guidance should be
provided on terminating a plan in the
case of a spinoff-termination. This
might include, for example, rules that
are similar to the relief provided in sec-
tion 4, Q&A-1, of Rev. Proc. 2003-86,
2003-2 C.B. 1211, that any other plan
maintained by an unresponsive partic-
ipating employer will not be treated as
an alternative plan under §1.401(k)-
1(d)(4)(i) for purposes of the ability to
make distributions upon termination of
the spun-off plan. It might also address

the §1.411(a)-11(e)(1) rules for distri-

butions upon plan termination
e Whether there are any studies that

would help to quantify the impact of
the proposed regulations.

Also, consistent with the Executive Or-
der, comments are specifically requested
on any steps that the Secretary of Labor
should take to facilitate the implementa-
tion of these proposed regulations. The
Department of Labor has informed the
Treasury Department and the IRS that a
section 413(c) plan administrator imple-
menting a spinoff-termination may have
concerns about its fiduciary responsibility
both to the MEP and to the spun-off plan,
as well as potential prohibited transac-
tion issues. Commenters are encouraged
to provide feedback on these issues and
address the need for additional interpre-
tive guidance or prohibited transaction
exemptions from the Department of La-
bor to facilitate the implementation of
these regulations.”® Copies of comments
on these topics will be forwarded to the
Department of Labor.

All comments will be available for
public inspection and copying at www.
regulations.gov or upon request. A public
hearing will be scheduled if requested in
writing by any person who timely submits
written comments. If a public hearing is
scheduled, notice of the date, time, and
place of the public hearing will be pub-
lished in the Federal Register.

Drafting Information

The principal authors of these regu-
lations are Jamie Dvoretzky and Pamela
Kinard, Office of Associate Chief Coun-
sel (Employee Benefits, Exempt Organi-
zations, and Employment Taxes (EEE)).
However, other personnel from the IRS
and the Treasury Department participated

in the development of these regulations.
sk k sk sk ook

Proposed Amendments to the
Regulations

Accordingly, 26 CFR part | is pro-
posed to be amended as follows:

2 For an example of this type of interpretative guidance and a related prohibited transaction exemption in the context of a terminating abandoned plan, see 29 CFR 2578.1 (establishing
procedures for qualified termination administrators to terminate abandoned plans and distribute benefits with limited liability under title I of ERISA) and Prohibited Transaction Exemption

2006-06 (71 FR 20856, Apr. 21, 2006).

July 22, 2019

472

Bulletin No. 2019-30



PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 continues to read in part:
Authority: 26 U.S.C. 7805 * * *
Par. 2. Section 1.413-2 is amended by:
1. Removing paragraph (a)(3)(iv).
2. Adding and reserving paragraphs (e)
and (f).
3. Adding paragraph (g).
The additions read as follows:
§1.413-2 Special rules for plans main-

tained by more than one employer.
% %k % % %

(e) [Reserved]

(f) [Reserved]

(g) Qualification of a section 413(c)
plan—(1) General rule. Except as pro-
vided in paragraph (g)(2) of this section,
the qualification of a section 413(c) plan
under section 401(a) or 403(a), taking
into account the rules of section 413(c)
and this section, is determined with re-
spect to all participating employers. Con-
sequently, the failure by one participating
employer (or by the plan itself) to satisfy
an applicable qualification requirement
will result in the disqualification of the
section 413(c) plan for all participating
employers.

(2) Exception to general rule for par-
ticipating employer failures—(1) In gener-
al. A section 413(c) plan that is a defined
contribution plan will not be disqualified
on account of a participating employer
failure, provided that the following condi-
tions are satisfied—

(A) The section 413(c) plan satisfies
the eligibility requirements of paragraph
(g)(3) of this section;

(B) The section 413(c) plan adminis-
trator satisfies the notice requirements de-
scribed in paragraph (g)(4) of this section;

(C) If the unresponsive participating
employer fails to take appropriate remedi-
al action with respect to the participating
employer failure, as described in para-
graph (g)(5)(ii) of this section, the section
413(c) plan administrator implements a
spinoff described in paragraph (g)(2)(ii)
of this section; and

(D) The section 413(c) plan administra-
tor complies with any information request
that the IRS or a representative of the
spun-off plan makes in connection with an
IRS examination of the spun-off plan, in-
cluding any information request related to
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the participation of the unresponsive par-
ticipating employer in the section 413(c)
plan for years prior to the spinoff.

(i1) Spinoff. A spinoff is described in
this paragraph (g)(2)(ii) if it satisfies ei-
ther of the following requirements—

(A) The spinoff is initiated by the un-
responsive participating employer, as
described in paragraph (g)(5)(iii) of this
section, and implemented by the section
413(c) plan administrator, as described in
paragraph (g)(6)(ii) of this section; or

(B) The spinoff is a spinoff-termina-
tion pursuant to plan terms, as described
in paragraph (g)(7) of this section.

(iii) Definitions. The following defini-
tions apply for purposes of this paragraph
(8):

(A) Employee. An employee is a cur-
rent or former employee of a participating
employer.

(B) Known qualification failure. A
known qualification failure is a failure to
satisfy a qualification requirement with
respect to a section 413(c) plan that is
identified by the section 413(c) plan ad-
ministrator and is attributable solely to an
unresponsive participating employer. For
purposes of this paragraph (g)(2)(iii)(B),
an unresponsive participating employer
includes any employer that is treated as
a single employer with that unrespon-
sive participating employer under section
414(b), (c), (m), or (0).

(C) Participating employer. A partici-
pating employer is one of the employers
maintaining a section 413(c) plan.

(D) Participating employer failure. A
participating employer failure is a known
qualification failure or a potential qualifi-
cation failure.

(E) Potential qualification failure. A
potential qualification failure is a fail-
ure to satisfy a qualification requirement
with respect to a section 413(c) plan that
the section 413(c) plan administrator rea-
sonably believes might exist, but the sec-
tion 413(c) plan administrator is unable
to determine whether the qualification
requirement is satisfied solely due to an
unresponsive participating employer’s
failure to provide data, documents, or any
other information necessary to determine
whether the section 413(c) plan is in com-
pliance with the qualification requirement
as it relates to the participating employ-
er. For purposes of this paragraph (g)(2)
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(iii)(E), an unresponsive participating
employer includes any employer that is
treated as a single employer with that un-
responsive participating employer under
section 414(b), (c), (m), or (o).

(F) Section 413(c) plan administrator.
A section 413(c) plan administrator is the
plan administrator of a section 413(c)
plan, determined under the rules of sec-
tion 414(g).

(G) Unresponsive participating em-
ployer. An unresponsive participating
employer is a participating employer in
a section 413(c) plan that fails to comply
with reasonable and timely requests from
the section 413(c) plan administrator for
information needed to determine compli-
ance with a qualification requirement or
fails to comply with reasonable and timely
requests from the section 413(c) plan ad-
ministrator to take actions that are needed
to correct a failure to satisfy a qualifica-
tion requirement as it relates to the partic-
ipating employer.

(3) Eligibility for exception to general
rule—(1) In general. To be eligible for the
exception described in paragraph (g)(2)
of this section, a section 413(c) plan must
satisfy the following requirements—

(A) Practices and procedures. The sec-
tion 413(c) plan administrator has estab-
lished practices and procedures (formal
or informal) that are reasonably designed
to promote and facilitate overall compli-
ance with applicable Code requirements,
including procedures for obtaining infor-
mation from participating employers.

(B) Plan language. The section 413(c)
plan document describes the procedures
that would be followed to address partic-
ipating employer failures, including the
procedures that the section 413(c) plan
administrator would follow if the unre-
sponsive participating employer does not
take appropriate remedial action or initiate
a spinoff pursuant to paragraph (g)(5) of
this section.

(C) Not under examination. At the time
the first notice described in paragraph (g)
(4)(i) of this section is provided to the
unresponsive participating employer, the
section 413(c) plan is not under examina-
tion under the rules of paragraph (g)(3)(ii)
of this section.

(i1) Under examination. For purposes
of this section, a plan is under examina-
tion if—
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(A) The plan is under an Employee
Plans examination (that is, an examina-
tion of a Form 5500 series or other exam-
ination by the Employee Plans Office of
the Tax Exempt and Government Entities
Division of the IRS (Employee Plans) (or
any successor IRS office that has jurisdic-
tion over qualified retirement plans));

(B) The plan is under investigation by
the Criminal Investigation Division of the
IRS (or its successor); or

(C) The plan is treated as under an Em-
ployee Plans examination under the rules
of paragraph (g)(3)(iii) of this section.

(iii) Certain plans treated as under an
Employee Plans examination—(A) Noti-
fication of pending examination. For pur-
poses of this section, a plan is treated as
under an Employee Plans examination if
the section 413(c) plan administrator, or
an authorized representative, has received
verbal or written notification from Em-
ployee Plans of an impending Employee
Plans examination, or of an impending re-
ferral for an Employee Plans examination.
A plan is also treated as under an Employ-
ee Plans examination if it has been under
an Employee Plans examination and the
plan has an appeal pending with the IRS
Office of Appeals (or its successor), or is
in litigation with the IRS, regarding issues
raised in an Employee Plans examination.

(B) Pending determination letter appli-
cation—(1) Possible failures identified by
IRS. For purposes of this section, a section
413(c) plan is treated as under an Em-
ployee Plans examination if a Form 5300,
“Application for Determination for Em-
ployee Benefit Plan,” Form 5307, “Ap-
plication for Determination for Adopters
of Modified Volume Submitter Plans,”
or Form 5310, “Application for Deter-
mination for Terminating Plan” (or any
successor form for one or more of these
forms) has been submitted with respect to
the plan and the IRS agent notifies the ap-
plicant of possible qualification failures,
whether or not the applicant is officially
notified of an examination. This includes
a case in which, for example, a determi-
nation letter on plan termination had been
submitted with respect to the plan, and an
IRS agent notifies the applicant that there
are partial termination concerns. In addi-
tion, if, during the review process, the IRS
agent requests additional information that
indicates the existence of a failure not pre-
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viously identified by the applicant, then
the plan is treated as under an Employee
Plans examination (even if the determi-
nation letter application is subsequently
withdrawn).

(2) Failures identified by determina-
tion letter applicant. For purposes of para-
graph (g)(3)(iii)(B)(/) of this section, an
IRS agent is not treated as notifying a de-
termination letter applicant of a possible
qualification failure if the applicant (or the
authorized representative) has identified
the failure, in writing, to the reviewing
IRS agent before the agent recognizes the
existence of the failure or addresses the
failure in communications with the appli-
cant. For purposes of this paragraph (g)(3)
(1i1)(B)(2), submission of a determination
letter application does not constitute an
identification of a failure to the IRS.

(C) Aggregated plans. For purposes
of this section, a plan is treated as under
an Employee Plans examination if it is
aggregated for purposes of satisfying the
nondiscrimination requirements of sec-
tion 401(a)(4), the minimum participation
requirements of section 401(a)(26), the
minimum coverage requirements of sec-
tion 410(b), or the requirements of sec-
tion 403(b)(12)(A)(i), with any plan that
is under an Employee Plans examination.
In addition, a plan is treated as under an
Employee Plans examination with respect
to a failure of a qualification requirement
(other than those described in the preced-
ing sentence) if the plan is aggregated
with another plan for purposes of satis-
fying that qualification requirement (for
example, section 401(a)(30), 415, or 416)
and that other plan is under an Employee
Plans examination. For purposes of this
paragraph (g)(3)(iii)(C), the term aggre-
gation does not include consideration of
benefits provided by various plans for pur-
poses of the average benefits test set forth
in section 410(b)(2).

(4) Notice requirements. The section
413(c) plan administrator satisfies the no-
tice requirements with respect to a partic-
ipating employer failure if it satisfies the
requirements of this paragraph (g)(4).

(1) First notice. The section 413(c)
plan administrator must provide notice to
the unresponsive participating employ-
er describing the participating employer
failure, the remedial actions the employ-
er would need to take to remedy the fail-
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ure, and the employer’s option to initiate
a spinoff of plan assets and account bal-
ances attributable to participants who are
employees of that employer. In addition,
the notice must explain the consequenc-
es under plan terms if the unresponsive
participating employer neither takes ap-
propriate remedial action with respect to
the participating employer failure nor ini-
tiates a spinoff, including the possibility
that a spinoff of assets and account bal-
ances attributable to participants who are
employees of that employer would occur,
followed by a termination of that plan.

(1) Second notice. If, by the end of the
90-day period following the date the first
notice described in paragraph (g)(4)(i)
of this section is provided, the unrespon-
sive participating employer neither takes
appropriate remedial action with respect
to the participating employer failure nor
initiates a spinoff, then the section 413(c)
plan administrator must provide a second
notice to the employer. The second notice
must be provided no later than 30 days
after the expiration of the 90-day period
described in the preceding sentence. The
second notice must include the informa-
tion required to be included in the first
notice and must also specify that if, with-
in 90 days following the date the second
notice is provided, the employer neither
takes appropriate remedial action with re-
spect to the participating employer failure
nor initiates a spinoff, a notice describing
the participating employer failure and the
consequences of not correcting that failure
will be provided to participants who are
employees of the unresponsive participat-
ing employer (and their beneficiaries) and
to the Department of Labor.

(iii) Third notice. If, by the end of the
90-day period following the date the sec-
ond notice described in paragraph (g)(4)
(i1) of this section is provided, the unre-
sponsive participating employer neither
takes appropriate remedial action with
respect to the participating employer fail-
ure nor initiates a spinoff, then the section
413(c) plan administrator must provide
a third notice to that employer. The third
notice must be provided no later than 30
days after the expiration of the 90-day pe-
riod described in the preceding sentence.
Within this time period, the third notice
must also be provided to participants who
are employees of that employer (and their
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beneficiaries) and to the Office of En-
forcement of the Employee Benefits Secu-
rity Administration in the Department of
Labor (or its successor office). The third
notice must include the information re-
quired to be included in the first notice, the
deadline for employer action, and an ex-
planation of any adverse consequences to
participants in the event that a spinoff-ter-
mination occurs, and state that the notice
is being provided to participants who are
employees of the unresponsive participat-
ing employer (and their beneficiaries) and
to the Department of Labor.

(5) Actions by unresponsive partici-
pating employer—(i) In general. An un-
responsive participating employer takes
appropriate remedial action with respect
to a participating employer failure for
purposes of paragraph (g)(2)(i)(C) of this
section if it satisfies the requirements of
paragraph (g)(5)(ii) of this section. Al-
ternatively, an unresponsive participating
employer initiates a spinoff with respect
to a participating employer failure for
purposes of paragraph (g)(2)(ii)(A) of
this section if the employer satisfies the
requirements of paragraph (g)(5)(iii) of
this section. The final deadline for an un-
responsive participating employer to take
one of these actions is 90 days after the
third notice is provided. See paragraph (g)
(7) of this section for the consequences of
the employer’s failure to meet this dead-
line.

(i1) Appropriate remedial action—(A)
Appropriate remedial action with respect
to potential qualification failure. An un-
responsive participating employer takes
appropriate remedial action with respect
to a potential qualification failure if the
employer provides data, documents, or
any other information necessary for the
section 413(c) plan administrator to deter-
mine whether a qualification failure exists.
If the unresponsive participating employ-
er provides this information, the section
413(c) plan administrator determines that,
based on this information, a qualification
failure exists that is attributable solely to
that employer, and the participating em-
ployer fails to comply with reasonable and
timely requests from the section 413(c)
plan administrator to take actions that are
needed to correct that qualification fail-
ure, then the qualification failure becomes
a known qualification failure. In that case,
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the section 413(c) plan will be eligible for
the exception in paragraph (g)(2) of this
section with respect to the known qualifi-
cation failure by satisfying the conditions
set forth in paragraph (g)(2) of this section
with respect to that known qualification
failure, taking into account the rules of
paragraph (g)(6)(i) of this section.

(B) Appropriate remedial action with
respect to known qualification failure. An
unresponsive participating employer takes
appropriate remedial action with respect
to a known qualification failure if the em-
ployer takes action, such as making cor-
rective contributions, that corrects, or en-
ables the section 413(c) plan administrator
to correct, the known qualification failure.

(iii) Employer-initiated spinoff. An un-
responsive participating employer initi-
ates a spinoff pursuant to this paragraph
(g)(5)(iii) if, after receiving a notice de-
scribed in paragraph (g)(4) of this section,
the employer directs the section 413(c)
plan administrator to spin off plan assets
and account balances held on behalf of its
employees to a separate single-employer
plan established and maintained by that
employer in a manner consistent with plan
terms.

(6) Actions by section 413(c) plan
administrator—(1) Rules for a potential
qualification failure that becomes a known
qualification failure. For purposes of ap-
plying paragraph (g)(2) of this section to a
potential qualification failure that becomes
a known qualification failure, actions tak-
en (including notices provided) when the
failure was a potential qualification failure
are not taken into account. For example,
a notice that the section 413(c) plan ad-
ministrator provided in connection with
the potential qualification failure would
not satisfy the notice requirements for the
known qualification failure. However, in
determining whether the section 413(c)
plan is under examination, as described in
paragraph (g)(3)(iii) of this section, as of
the date of the first notice describing the
known qualification failure, the section
413(c) plan administrator will be treated
as providing that notice on the date the
first notice was provided with respect to
the related potential qualification failure,
but only if the following conditions are
satisfied—

(A) After determining that a qualifica-
tion failure exists, the section 413(c) plan
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administrator makes a reasonable and
timely request to the participating em-
ployer to take actions that are needed to
correct the failure, and

(B) As soon as reasonably practicable
after the participating employer fails to re-
spond to that request, the section 413(c)
plan administrator provides the first notice
described in paragraph (g)(4)(i) of this
section with respect to the known qualifi-
cation failure.

(i1) Implementing employer-initiated
spinoff. If an unresponsive participating
employer initiates a spinoff pursuant to
paragraph (g)(5)(iii) of this section by
directing the section 413(c) plan admin-
istrator to spin off the assets and account
balances held on behalf of its employees
to a separate single-employer plan estab-
lished and maintained by the employer,
the section 413(c) plan administrator must
implement and complete a spinoff of the
assets and account balances held on be-
half of the employees of the employer that
are attributable to their employment by
the employer within 180 days of the date
on which the unresponsive participating
employer initiates the spinoff. The sec-
tion 413(c) plan administrator must report
the spinoff to the IRS (in the manner pre-
scribed by the IRS in forms, instructions,
and other guidance).

(7) Spinoff-termination—i) Spinoff. If
the unresponsive participating employer
neither takes appropriate remedial action
described in paragraph (g)(5)(ii) of this
section nor initiates a spinoff pursuant to
paragraph (g)(5)(iii) of this section, then,
in accordance with plan language, the sec-
tion 413(c) plan administrator must take
the following steps as soon as reasonably
practicable after the deadline described in
paragraph (g)(5)(i) of this section—

(A) Send notification of spinoff-termi-
nation to participants who are employees
of the unresponsive participating employ-
er (and their beneficiaries) as described in
paragraph (g)(7)(iii) of this section;

(B) Stop accepting contributions from
the unresponsive participating employer;

(C) Implement a spinoff, in accor-
dance with the transfer requirements of
section 414(1) and the anti-cutback re-
quirements of section 411(d)(6), of the
plan assets and account balances held on
behalf of employees of the unresponsive
participating employer that are attribut-
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able to their employment by that employ-
er to a separate single-employer plan and
trust that has the same plan administrator,
trustee, and substantive plan terms as the
section 413(c) plan; and

(D) Terminate the spun-off plan and
distribute assets of the spun-off plan to
plan participants (and their beneficiaries)
as soon as reasonably practicable after the
plan termination date.

(i1) Termination of spun-off plan. In
terminating the spun-off plan, the section
413(c) plan administrator must—

(A) Reasonably determine whether,
and to what extent, the survivor annuity
requirements of sections 401(a)(11) and
417 apply to any benefit payable under the
plan and take reasonable steps to comply
with those requirements (if applicable);

(B) Provide each participant and bene-
ficiary with a nonforfeitable right to his or
her accrued benefits as of the date of plan
termination, subject to income, expenses,
gains, and losses between that date and the
date of distribution; and

(C) Notify the participants and benefi-
ciaries of their rights under section 402(f).

(iii) Contents of the notification of
spinoff-termination. For the notice re-
quired to be provided in paragraph (g)(7)
(1)(A), the section 413(c) plan adminis-
trator must provide information relating
to the spinoff-termination to participants
who are employees of the unresponsive
participating employer (and their benefi-
ciaries), including the following—

(A) Identification of the section 413(c)
plan and contact information for the sec-
tion 413(c) plan administrator;

(B) The effective date of the spinoff-ter-
mination;

(C) A statement that no more contribu-
tions will be made to the section 413(c)
plan;
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(D) A statement that as soon as prac-
ticable after the spinoff-termination, par-
ticipants and beneficiaries will receive a
distribution from the spun-off plan; and

(E) A statement that before the distribu-
tion occurs, participants and beneficiaries
will receive additional information about
their options with respect to that distribu-
tion.

(iv) Reporting spinoff-termination. The
section 413(c) plan administrator must re-
port a spinoff-termination pursuant to this
paragraph (g)(7) to the IRS (in the manner
prescribed by the IRS in forms, instruc-
tions, and other guidance).

(8) Other rules—(i) Form of notices.
Any notice provided pursuant to para-
graph (g)(4) or (g)(7)(i)(A) of this section
may be provided in writing or in elec-
tronic form. For notices provided to par-
ticipants and beneficiaries, see generally
§1.401(a)-21 for rules permitting the use
of electronic media to provide applicable
notices to recipients with respect to retire-
ment plans.

(i) Qualification of spun-off plan—
(A) In general. In the case of any plan
that is spun off in accordance with para-
graph (g)(6)(ii) or (g)(7) of this section,
any participating employer failure that
would have affected the qualification of
the section 413(c) plan, but for the ap-
plication of the exception set forth in
paragraph (g)(2) of this section, will be
a qualification failure with respect to the
spun-off plan.

(B) Favorable tax treatment upon ter-
mination. Notwithstanding paragraph (g)
(8)(i1)(A) of this section, distributions
made from a spun-off plan that is termi-
nated in accordance with paragraph (g)
(7) of this section will not, solely because
of the participating employer failure, fail
to be eligible for favorable tax treatment
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accorded to distributions from qualified
plans (including that the distributions will
be treated as eligible rollover distribu-
tions under section 402(c)(4)), except as
provided in paragraph (g)(8)(ii)(C) of this
section.

(C) Exception for responsible par-
ties. The IRS reserves the right to pur-
sue appropriate remedies under the Code
against any party (such as the owner of
the participating employer) who is re-
sponsible for the participating employer
failure. The IRS may pursue appropriate
remedies against a responsible party even
in the party’s capacity as a participant or
beneficiary under the spun-off plan that
is terminated in accordance with para-
graph (g)(7) of this section (such as by
not treating a plan distribution made to
the responsible party as an eligible roll-
over distribution).

(ii1) Additional guidance. The Com-
missioner may provide additional guid-
ance in revenue rulings, notices, or other
guidance published in the Internal Rev-
enue Bulletin, or in forms and instruc-
tions, that the Commissioner determines
to be necessary or appropriate with re-
spect to the requirements of this para-
graph (g).

(9) Applicability date. This paragraph
(g) applies on or after the date of publi-
cation of the Treasury decision adopting
these rules as final regulations in the Fed-
eral Register.

Kirsten Wielobob,
Deputy Commissioner for Services
and Enforcement.

(Filed by the Office of the Federal Register on July
2, 2019, 8:45 a.m. and published in the issue of the
Federal Register for July 3, 2019, 84 F.R. 31777)
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Definition of Terms

Revenue rulings and revenue procedures
(hereinafter referred to as “rulings”) that
have an effect on previous rulings use the
following defined terms to describe the
effect:

Amplified describes a situation where
no change is being made in a prior pub-
lished position, but the prior position is
being extended to apply to a variation of
the fact situation set forth therein. Thus, if
an earlier ruling held that a principle ap-
plied to A, and the new ruling holds that
the same principle also applies to B, the
earlier ruling is amplified. (Compare with
modified, below).

Clarified is used in those instances
where the language in a prior ruling is be-
ing made clear because the language has
caused, or may cause, some confusion. It
is not used where a position in a prior rul-
ing is being changed.

Distinguished describes a situation
where a ruling mentions a previously pub-
lished ruling and points out an essential
difference between them.

Modified is used where the substance
of a previously published position is being
changed. Thus, if a prior ruling held that a
principle applied to A but not to B, and the

Abbreviations

The following abbreviations in current use
and formerly used will appear in material
published in the Bulletin.

A—Individual.

Acgq.—Acquiescence.

B—Individual.

BE—Beneficiary.

BK—Bank.

B.T.A.—Board of Tax Appeals.

C—Individual.

C.B.—Cumulative Bulletin.

CFR—Code of Federal Regulations.

C[—City.

COOP—Cooperative.

Ct.D.—Court Decision.

CY—County.

D—Decedent.

DC—Dummy Corporation.

DE—Donee.

Del. Order—Delegation Order.

DISC—Domestic International Sales Corporation.

DR—Donor.

E—Estate.

EE—Employee.

E.O.—Executive Order.

ER—Employer.
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new ruling holds that it applies to both A
and B, the prior ruling is modified because
it corrects a published position. (Compare
with amplified and clarified, above).

Obsoleted describes a previously pub-
lished ruling that is not considered deter-
minative with respect to future transactions.
This term is most commonly used in a ruling
that lists previously published rulings that
are obsoleted because of changes in laws or
regulations. A ruling may also be obsoleted
because the substance has been included in
regulations subsequently adopted.

Revoked describes situations where the
position in the previously published ruling
is not correct and the correct position is
being stated in a new ruling.

Superseded describes a situation where
the new ruling does nothing more than
restate the substance and situation of a
previously published ruling (or rulings).
Thus, the term is used to republish under
the 1986 Code and regulations the same
position published under the 1939 Code
and regulations. The term is also used
when it is desired to republish in a single
ruling a series of situations, names, etc.,
that were previously published over a
period of time in separate rulings. If the

ERISA—Employee Retirement Income Security Act.
EX—Executor.

F—Fiduciary.

FC—Foreign Country.

FICA—Federal Insurance Contributions Act.
FISC—Foreign International Sales Company.
FPH—Foreign Personal Holding Company.
F.R.—Federal Register.

FUTA—Federal Unemployment Tax Act.
FX—Foreign corporation.

G.C.M.—Chief Counsel’s Memorandum.
GE—Grantee.

GP—General Partner.

GR—Grantor.

IC—Insurance Company.

1.R.B.—Internal Revenue Bulletin.
LE—TLessee.

LP—Limited Partner.

LR—Lessor.

M—Minor.

Nonacgq.—Nonacquiescence.
O—Organization.

P—Parent Corporation.

PHC—Personal Holding Company.
PO—Possession of the U.S.

PR—Partner.

PRS—Partnership.

new ruling does more than restate the sub-
stance of a prior ruling, a combination of
terms is used. For example, modified and
superseded describes a situation where the
substance of a previously published ruling
is being changed in part and is continued
without change in part and it is desired to
restate the valid portion of the previous-
ly published ruling in a new ruling that is
self contained. In this case, the previously
published ruling is first modified and then,
as modified, is superseded.

Supplemented is used in situations in
which a list, such as a list of the names of
countries, is published in a ruling and that
list is expanded by adding further names
in subsequent rulings. After the original
ruling has been supplemented several
times, a new ruling may be published that
includes the list in the original ruling and
the additions, and supersedes all prior rul-
ings in the series.

Suspended is used in rare situations to
show that the previous published rulings
will not be applied pending some future
action such as the issuance of new or
amended regulations, the outcome of cas-
es in litigation, or the outcome of a Ser-
vice study.

PTE—Prohibited Transaction Exemption.
Pub. L.—Public Law.

REIT—Real Estate Investment Trust.
Rev. Proc.—Revenue Procedure.

Rev. Rul.—Revenue Ruling.
S—Subsidiary.

S.P.R.—Statement of Procedural Rules.
Stat.—Statutes at Large.

T—Target Corporation.

T.C.—Tax Court.

T.D.—Treasury Decision.
TFE—Transferee.

TFR—Transferor.

T.I.R.—Technical Information Release.
TP—Taxpayer.

TR—Trust.

TT—Trustee.

U.S.C.—United States Code.
X—Corporation.

Y—Corporation.

Z—Corporation.
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