Part 111

Procedures for Requesting an Adoption, Change, or Retention of
Accounti ng Period

Noti ce 2001-34

This notice provides a proposed revenue procedure that,
when finalized, will provide the procedures under " 442 of the
I nt ernal Revenue Code, and the regulations thereunder, to
establi sh a busi ness purpose and request the approval of the
Comm ssioner to adopt, change, or retain a taxpayer:s annual
accounting period. The proposed revenue procedure will apply to
t axpayers that are outside the scope of the revenue procedures
that provide for automatic approval to adopt, change, or retain
an annual accounting period. See, e.g., Rev. Proc. 2000-11,
2000-3, I.R B. 309; Notice 2001-35, 2001-23 I.R B (June 4,
2001), and Rev. Proc. 66-50, 1966-2 C. B. 1260.

Thi s proposed revenue procedure is being issued
concurrently with new proposed regul ati ons under " 441, 442,
706 and 1378, and a proposed revenue procedure (Notice 2001- 35,
2001-23 1. R B.) updating Rev. Proc. 87-32, 1987-2 C. B. 396,
which will provide procedures under which a partnership, S

corporation, electing S corporation, or PSC nmay obtain automatic
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approval to adopt, retain, or change its annual accounting
period. References in this proposed revenue procedure to the
regul ati ons under "" 441, 442, 706, and 1378 are to the new
proposed regul ations, and references to ARev. Proc. 2001-XX§ are
to the proposed revenue procedure updating Rev. Proc. 87-32.

All three docunents are intended to be finalized concurrently.
Under its current ruling practice, the Internal Revenue
Service weighs the nerits of a taxpayer:s stated business purpose
for the requested annual accounting period against the anmount of

distortion of income or other tax consequences resulting from
t he adoption of, change to, or retention of that annual
accounting period. 1In general, the only circunstance in which
the Service has determ ned that a taxpayer:s busi ness purpose
overcones nore than de mnims distortion of incone is where the
taxpayer is adopting, changing to, or retaining, its natural
busi ness year. In any other case, such as where a taxpayer is
requesting to change its annual accounting period to conformto
its financial reporting period, the taxpayer generally has been
deni ed approval to use an annual accounting period that results
in nore than de mnims distortion of incone.

Under the proposed revenue procedure, the Service inits
ruling practice would no |longer weigh the nerit of a taxpayer:s
stat ed busi ness purpose agai nst the anmount of distortion of

i ncome. Taxpayers wanting to adopt, change to, or retain a
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nat ural busi ness year generally would be granted approval under
t he proposed revenue procedure (provided they agree to general
terms and conditions) as under the current IRS ruling practice.
Al so consistent with the current IRS ruling practice,
establishing a natural business year generally will be the only
ci rcunst ance under which a partnership, S corporation, electing
S corporation, or PSCw Il be granted approval. However, the
RS ruling practice for other taxpayers generally wll be
| i beralized. These other taxpayers that do not establish a
nat ural busi ness year generally would be granted approval under
t he proposed revenue procedure if they agree to certain
additional terns, conditions, and adjustnments designed to
neutralize the tax effects of substantial distortion of incone
resulting fromthe change. Under the Services current ruling
practice, these other taxpayers generally would have been denied
approval to change their annual accounting period if the change
woul d have resulted in nore than de mnims distortion of
i ncone.

The proposed revenue procedure provides audit protection to
t axpayers adopting, changing, or retaining an annual accounting
peri od under the revenue procedure. |In conjunction with the
provi sion of audit protection, taxpayers under exam nation that
do not obtain consent of the appropriate director are not within

the scope of the proposed revenue procedure. The Service and
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Treasury Departnment specifically request comments regarding
whet her the benefits of providing audit protection outweigh the
burden on taxpayers under exam nation of having to obtain a
director=s consent, particularly with respect to C corporations
whi ch generally woul d not benefit fromaudit protection but
still would be required to obtain a director=s consent if under
exam nati on
The Service al so wel conmes other comments on the proposed

revenue procedure provided in this notice. Coments should be
subm tted by Septenber 11, 2001, either to:

I nt ernal Revenue Service

P. 0. Box 7604

Ben Franklin Station

Washi ngt on, DC 20044

Attn: CC PA T:CRU (I TA)

Room 5228

or electronically via:

Not i ce. Comment s@rl. i rscounsel .treas. gov (the Service Conments e-
mai | address).

Rev. Proc. 2001-
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SECTI ON 1. PURPCSE

This revenue procedure provides the general procedures
under " 442 of the Internal Revenue Code and " 1.442-1(b) of the
I ncome Tax Regul ations for establishing a business purpose and
obtai ning the approval of the Conm ssioner of Internal Revenue
to adopt, change, or retain an annual accounting period for

federal inconme tax purposes. This revenue procedure also
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describes the terns, conditions, and adjustnents that the
Comm ssi oner nmay deem necessary to effect the adoption, change,
or retention.

SECTI ON 2. BACKGROUND
.01 Taxabl e year defined.

(1) I'n general. Section 441(b) and * 1.441-1(b)(1) of the
regul ati ons provide that the term Ataxabl e year( generally means
t he taxpayer-s annual accounting period, if it is a calendar or
fiscal year, or, if applicable, the taxpayer:zs required taxable
year.

(2) Annual accounting period. Section 441(c) and " 1.441-
1(b) (3) provide that the term Aannual accounting period@i neans
t he annual period (cal endar year or fiscal year) on the basis of
whi ch the taxpayer regularly conputes its inconme in keeping its
books.

(3) Required taxable years. Section 1.441-1(b)(2)
provi des that certain taxpayers nust use the particul ar taxable
year that is required under the Code and the regul ations
t hereunder (the Arequired taxable year@). For exanple, a
partnership, S corporation, electing S corporation, or personal
service corporation (PSC) has a required taxable year that
generally conforns to the taxable years of its partners,
shar ehol ders, or enpl oyee-owners pursuant to """ 706(b), 1378,

and 441(i), respectively. Simlarly, a specified foreign
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corporation has a required taxable year that generally
represents the taxable year of its magjority U S. sharehol der
pursuant to " 898. However, " 1.441-1(b)(2)(ii) describes
exceptions under which certain taxpayers may use a taxable year
other than their required taxable year. For exanple, a
partnership, S corporation, electing S corporation, or PSC may
have a taxable year other than its required taxable year if it
el ects to use a 52-53-week taxable year that references its
requi red taxabl e year, makes an el ection under * 444, or
establ i shes a business purpose and obtains approval under * 442
for that taxable year. See also "" 706(b), 1378, and 441(i).

.02 Adoption of taxable year. Cenerally, a taxpayer may
adopt any taxable year that satisfies " 441 and the regul ati ons
t hereunder without the approval of the Conm ssioner. However, a
partnership, electing S corporation, or PSC that wants to adopt
a taxable year other than its required taxable year, a 52-53-
week taxable year that references its required taxable year, or
a taxabl e year elected under " 444, nust establish a business
pur pose and obtain approval under * 442. See " 1.441-1(c).

.03 Change in taxable year.

(1) In general. Section 1.442-1(a)(1) generally provides

that a taxpayer that wants to change its annual accounting
period and use a new taxabl e year nust obtain approval fromthe

Conmi ssi oner .
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(2) Annualization of short period return. Section 443(b)
and " 1.443-1(b)(1)(i) generally provide that if a returnis
made for a short period resulting froma change of an annual
accounting period, the taxable inconme for the short period nust
be placed on an annual basis by multiplying the income by 12 and
dividing the result by the nunmber of nonths in the short period.
Unl ess ® 443(b)(2) and " 1.443-1(b)(2) apply, the tax for the
short period is the sane part of the tax conputed on an annual
basis as the nunber of nonths in the short period is of 12
nonths. See * 1.706-1(b)(4)(i) for an exception for
part ner shi ps.

(3) No retroactive change in annual accounting peri od.

Unl ess specifically authorized by the Comm ssioner, a taxpayer
may not request, or otherw se nmake, a retroactive change in
annual accounting period, regardl ess of whether the change is to
a required taxabl e year

.04 Retention of taxable year. 1In certain cases, a
partnership, S corporation, electing S corporation, or PSC w ||
be required to change its taxable year unless it establishes a
busi ness purpose and obtains the approval of the Conm ssioner
under " 442, or nmakes an election under " 444, to retain its
current taxable year. See " 1.441-1(d). For exanple, a
corporation with a June 30 fiscal year that either becomes a PSC

or elects to be an S corporation, and as a result is required to
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use the cal endar year, nust obtain the approval of the
Comm ssioner to retain its current fiscal year. Simlarly, a
partnership using a taxable year that corresponds to its
requi red taxabl e year generally nust obtain the approval of the
Comm ssioner to retain that taxable year if its required taxable
year changes as a result of a change in ownership. But see *©
706(b) (2)(B).

.05 Approval of an adoption, change, or retention.

(1) I'n general. Section 1.442-1(b) provides that in order
to secure approval to adopt, change, or retain an annual
accounting period, a taxpayer nust file an application generally
on Form 1128, Application to Adopt, Change, or Retain a Tax
Year, with the Comm ssioner no earlier than the day foll ow ng
the close of the first taxable year in which the taxpayer wants
the change to be effective (the first effective year) and no
| ater than the 15'" day of the third cal endar nonth follow ng the
close of the first effective year. In general, an adoption,
change, or retention in annual accounting period will be
approved where the taxpayer establishes a business purpose for
t he requested annual accounting period and agrees to the
Comm ssi oner=s prescribed terns, conditions, and adjustnents for
effecting the adoption, change, or retention.

(2) Automatic approval. Under the Code and regul ati ons,

certain taxpayers are allowed to change their annual accounting
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peri ods w thout approval or with automatic approval (see, e.g.,
" 859(b), " 1.442-1(c) and (d), and " 1.706-1T(c)). In
addition, the Service has issued revenue procedures that enable
certain taxpayers to obtain autonmatic approval to adopt, change,
or retain their annual accounting periods. See, for exanple,
Rev. Proc. 2000-11, 2000-3 I.R B. 309 (or any successor) for
corporations; Rev. Proc. 2001- XX, [insert cite] (or any
successor) for partnerships, S corporations, electing S
corporations, and PSCs; and Rev. Proc. 66-50, 1966-2 C. B. 1260
(or any successor) for individuals.
.06 Busi ness purpose.

(1) I'n general. Section 1.442-1(b) provides that in
determ ni ng whet her a taxpayer has established a business
pur pose and which ternms, conditions, and adjustnents wll be
required, consideration will be given to all the facts and
circunstances relating to the adoption, change, or retention,
i ncludi ng the tax consequences resulting therefrom See al so
H R Rep. No. 99-841, 99'" Cong., 2d Sess., |1-318, 1986-3 (Vol.
3) C. B. 319.

(2) Sufficient business purposes. Section 1.442-1(b)
provi des that generally the requirenment of a business purpose
will be satisfied, and adjustnments to neutralize any tax

consequences will not be required, if the requested annual
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accounting period coincides with the taxpayer=s natural business
year. A taxpayer generally is deened to have established a
nat ural business year if it satisfies the 25-percent gross
recei pts test provided in section 5.04 of Rev. Proc. 2001- XX,
[insert cite]. In Rev. Rul. 87-57, 1987-2 C.B. 117, the Service
determ ned that a partnership, S corporation, or PSC
established, to the satisfaction of the Secretary, a business
pur pose for adopting, retaining, or changing its taxable year in
the follow ng four situations:

(a) the taxpayer established that the taxable year
satisfied the 25-percent gross receipts test and resulted in
| ess deferral than its natural business year;

(b) the taxpayer woul d have established a natura
busi ness year under the 25-percent gross receipts test, except
that a | abor strike closed the taxpayer:s business during a
period that included its normal peak season;

(c) the taxpayer, for the past 10 years, had a three-
nonth period of insignificant gross receipts during which, due
to weather conditions, its business was not operational; and

(d) the taxpayer, which previously used the cash
recei pts and di sbursenents nethod and changed to an accrual
met hod, woul d have established a natural business year under the
25-percent gross receipts test if it had calculated its gross

recei pts under an accrual nethod.
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(3) Insufficient business purposes. Section 1.442-1(b)

provides that, in the case of a partnership, S corporation
el ecting S corporation, or PSC, deferral of inconme to partners,
shar ehol ders, or enployee-owners will not be treated as a
busi ness purpose for using a taxable year other than its
required taxable year. In addition, the legislative history to
the Tax Reform Act of 1986 provides that the foll ow ng reasons
ordinarily wll not be sufficient for a partnership, S
corporation, or PSC to establish that the business purpose
requi renent for a particular taxable year has been net:

(a) the use of a particular year for regulatory or
financial accounting purposes;

(b) the hiring patterns of a particul ar business,
e.g., the fact that a firmtypically hires staff during certain
times of the year;

(c) the use of a particular year for admnistrative
pur poses, such as the adm ssion or retirenment of partners or
shar ehol ders, pronotion of staff, and conpensation or retirenent
arrangenents with staff, partners, or sharehol ders; and

(d) the fact that a particul ar business involves the
use of price lists, nodel years, or other itens that change on
an annual basis.

Al t hough the above itens are not thenselves sufficient to

establi sh a business purpose, they nmay be considered in
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connection wth other itens by the Comm ssioner in determ ning
whet her a taxpayer has a business purpose for a particular
taxabl e year. H R Rep. No. 99-841, 99'" Cong., 2d Sess., I1-318,
1986-3 (Vol. 3) C. B. 319

.07 Section 444 elections. Section 444 generally allows
certain partnerships, S corporations, electing S corporations,
and PSCs to elect a taxable year other than their required
taxable year if the deferral period of the new taxable year is
three nonths or less. Partnerships and S corporations with *
444 el ections nust make required paynents under * 7519 that
approxi mate the anmount of the deferral benefit and PSCs with -
444 el ections are subject to the mninmumdistribution
requi renents of " 280H A taxpayer may automatically adopt,
change to, or retain a taxable year permtted by " 444 by filing
a Form 8716, Election to Have a Taxable Year Other Than a
Requi red Taxable Year. A taxpayer that wants to termnate its *
444 el ection nmust follow the automatic procedures under * 1.444-
1T(a)(5) to change to its required taxable year or establish a
busi ness purpose for its taxable year pursuant to " 442 and this
revenue procedure.
SECTI ON 3. SCOPE

.01 Applicability. Except as provided in section 3.02 of

this revenue procedure, this revenue procedure applies to any

t axpayer requesting the Comm ssioner=s approval to adopt, change,
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or retain an annual accounting period for federal incone tax
pur poses.
.02 Inapplicability. This revenue procedure does not apply
to:

(1) Automatic approval. An adoption, change, or retention
in annual accounting period that is permtted to be nade
pursuant to a provision in the Code or regulations or a
publ i shed automati c approval procedure. Before submtting an
application pursuant to this revenue procedure, taxpayers are
encouraged to review the automatic approval procedures
referenced in * 1.442-1 and the follow ng revenue procedures:
Rev. Proc. 2000-11 (for corporations); Rev. Proc. 2001-XX (for
partnerships, S corporations, electing S corporations, and
PSCs); Rev. Proc. 66-50, as nodified by Rev. Proc. 81-40, 1981-2
C.B. 604 (for individuals); Rev. Proc. 85-58, 1985-2 C. B. 740,
and Rev. Proc. 76-10, 1976-1 C. B. 548, as nodified by Rev. Proc.
79-3, 1979-1 C. B. 483 (for exenpt organizations); Rev. Proc. 87-
27, 1987-1 C.B. 769 (for enployee retirenent plans and enpl oyee
trusts); and Rev. Proc. 85-15, 1985-1 C. B. 516 (for changes to
conply with * 441(q)).

(2) Under exam nation. A change or retention of annual
accounting period if the taxpayer is under exam nation, unless
it obtains consent of the appropriate director as provided in

section 6.06(1).
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(3) Before an area office. A change or retention in annual
accounting period if the taxpayer is before an area office with
respect to any incone tax issue and its annual accounting period
is an issue under consideration by the area office.

(4) Before a federal court. A change or retention in
annual accounting period if the taxpayer is before a federal
court with respect to any incone tax issue and its annual
accounting period is an issue under consideration by the federal
court.

(5) Consolidated group nenber. A change or retention in
annual accounting period by a taxpayer that is (or was fornerly)
a nenber of a consolidated group that is: (a) under exam nation
for a taxable year(s) that the taxpayer was a nenber of the
group, unless the taxpayer obtains consent of the appropriate
director as provided in section 6.06(1); or (b) before an area
office or before a federal court for a taxable year(s) that the
t axpayer was a nenber of the group and the annual accounting
period is an issue under consideration by the area office or the
federal court.

(6) Partnerships and S corporations. A change or retention
i n annual accounting period by a partnership or S corporation
if, on the date the entity would otherwise file its application
with the service center, the entity=s annual accounting period is

an issue under consideration in the exam nation of a partner:=s or
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shar ehol der=s federal inconme tax return or an issue under
consideration by an area office or by a federal court with
respect to a partner:zs or sharehol der=s federal incone tax
return.

SECTI ON 4. DEFI NI TI ONS

.01 Taxpayer. The term Ataxpayer(@ has the same neaning as the
term Apersonf as defined in * 7701(a)(1) (an individual, trust,
estate, partnership, association, or corporation) rather than
t he neaning of the term At axpayer( as defined in " 7701(a)(14)
(any person subject to tax).

.02 Pass-through entity. For purposes of this revenue
procedure, the term Apass-through entity@ nmeans a partnership, S
corporation (as defined in " 1361), electing S corporation
(i.e., a corporation attenpting to nake an S election for the
first effective year), trust, estate, common trust fund (as
defined in " 584), controlled foreign corporation (as defined in
" 957), foreign personal holding conpany (as defined in * 552),
passive foreign investnment conpany that is a qualified electing
fund (as defined in * 1295), or any other simlar entity.

.03 First effective year. The first effective year is the
first taxable year for which an adoption, change, or retention
in annual accounting period is effective. Thus, in the case of
a change, the first effective year is the short period required

to effect the change. The first effective year is also the
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first taxable year for complying with all the ternms and
conditions set forth in the letter ruling granting permssion to
effect the adoption, change, or retention of the taxpayer:s
annual accounting peri od.

.04 Short period. 1In the case of a change in annual
accounting period, a taxpayer:z short period is the period
beginning with the day following the close of the old taxable
year and ending with the day preceding the first day of the new
t axabl e year.

.05 Field Ofice, Area Ofice, Director. The terns Afield
office,( Aarea office, and Adirector@ have the sane neani ng as
those terns have in Rev. Proc. 2001-1, 2001-1 I.R B 1 (or any
successor).

.06 Under exam nati on.

(1) I'n general.

(a) Except as provided in section 4.06(2) of this
revenue procedure, an exam nation of a taxpayer wth respect to
a federal incone tax return begins on the date the taxpayer is
contacted in any manner by a representative of the Service for
t he purpose of scheduling any type of exam nation of the return.
An exam nation ends:

(i) in a case in which the Service accepts the
return as filed, on the date of the Ano changel | etter sent to

t he taxpayer;
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(ii) in a fully agreed case, on the earliest of
the date the taxpayer executes a waiver of restrictions on
assessnent or acceptance of overassessnent (for exanple, a Form
870, 4549, or 4605), the date the taxpayer nmkes a paynent of
tax that equals or exceeds the proposed deficiency, or the date
of the Aclosing@ letter (for exanple, Letter 891 or 987) sent to
t he taxpayer; or

(ii1) in an unagreed or a partially agreed case,
on the earliest of the date the taxpayer (or its representative)
is notified by an appeals officer that the case has been
referred to an area office froma field office, the date the
taxpayer files a petition in the Tax Court, the date on which
the period for filing a petition with the Tax Court expires, or
the date of the notice of claimdisallowance.

(b) An exam nation does not end as a result of the
early referral of an issue to an area office under the
provi sions of Rev. Proc. 96-9, 1996-1 C B. 575.

(c) An exam nation resunes on the date the taxpayer
(or its representative) is notified by an appeals officer (or
ot herwi se) that the case has been referred to a field office for
reconsi derati on.

(2) Partnerships and S corporations subject to TEFRA. For

a partnership or an S corporation that is subject to the TEFRA

unified audit and litigation provisions (note that an S
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corporation is not subject to the TEFRA unified audit and
litigation provisions for taxable years beginning after Decenber
31, 1996. See Small Business Job Protection Act of 1996, Pub.

L. No. 104-188, " 1317(a), 110 Stat. 1755, 1787 (1996)), an
exam nation begins on the date of the notice of the begi nning of
an adm ni strative proceeding sent to the Tax Matters Partner/ Tax
Matters Person (TMP). An exam nation ends:

(a) in the case in which the Service accepts the
partnership or S corporation return as filed, on the date of the
Ano adjustnents@ | etter or the Ano change@ notice of the final
adm ni strative adjustnment sent to the TMP;

(b) in a fully agreed case, when all the partners or
shar ehol ders execute a Form 870-P, 870-L, or 870-S; or

(c) in an unagreed or a partially agreed case, on the
earliest of the date the TMP (or its representative) is notified
by an appeals officer that the case has been referred to an area
office froma field office, the date the TMP (or a partner or
sharehol der) requests judicial review, or the date on which the
period for requesting judicial review expires.

.07 Issue under consideration.
(1) During an exam nation. A taxpayer:zs annual accounting
period is an issue under consideration for the taxable years

under exam nation if the taxpayer receives witten notification

(for exanple, by exam nation plan, information docunent request
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(IDR), or notification of proposed adjustnments or incone tax
exam nati on changes) fromthe exam ning officer(s) specifically
citing the taxpayerzs annual accounting period as an issue under
consideration. For exanple, a taxpayer:zs annual accounting
period is an issue under consideration as a result of an

exam nation plan that identifies the propriety of the taxpayer:s
annual accounting period as a matter to be exam ned. The
guestion of whether the taxpayer=s annual accounting period is an
i ssue under consideration may be referred to the national office
as a request for technical advice under the provisions of Rev.
Proc. 2001-2, 2001-1 I.R B. 79 (or any successor), or, for

exenpt organi zations, Rev. Proc. 2001-5, 2001-1 I.R B. 164 (or
any successor).

(2) Before an area office. A taxpayer:zs annual accounting
period is an issue under consideration for the taxable years
before an area office if the taxpayer:s annual accounting peri od
is included as an item of adjustnent in the exam nation report
referred to an area office or is specifically identified in
witing to the taxpayer by an area office.

(3) Before a federal court. A taxpayer:s annua
accounting period is an issue under consideration for the
taxabl e years before a federal court if the taxpayer:s annual
accounting period is an itemincluded in the statutory notice of

deficiency, the notice of claimdisallowance, the notice of
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final admnistrative adjustnent, the pleadings (for exanple, the
petition, conplaint, or answer) or anendnents thereto, or is
specifically identified in witing to the taxpayer by the
gover nnment counsel .
SECTION 5. BUSI NESS PURPOSE AND TERMS, CONDI TI ONS, AND
ADJUSTMENTS

.01 I'n Ceneral.

(1) Approval of requests. Except as provided in section
5.01(2) of this revenue procedure, a request to adopt, change,
or retain an annual accounting period ordinarily wll be
approved if the taxpayer:

(a) establishes a business purpose (within the neaning
of section 5.02 of this revenue procedure) for the requested
annual accounting period; and

(b) agrees to the Conm ssioner:zs prescribed terns,
conditions, and adjustnents (as described in sections 5.04 and
5.05 of this revenue procedure) under which the adoption,
change, or retention will be effected.

(2) Exceptions. Notw thstanding the general rule of
section 5.01(1)(a) of this revenue procedure, a taxpayer with a
required taxable year (other than a partnership, S corporation
el ecting S corporation, or PSC) will not be granted approval
under this revenue procedure to adopt, change to, or retain a

taxabl e year other than its required taxable year or, in
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appropriate circunstances, a 52-53-week taxable year that ends
with reference to its required taxable year. 1In addition, a
partnership, S corporation, electing S corporation, or PSC w ||
be granted approval to adopt, change to, or retain an annual
accounting period only if they establish a business purpose
under section 5.02(1) for that annual accounting period.

Not wi t hst andi ng the general rule of section 5.01(1)(b) of this
revenue procedure, the Service nay determ ne that, based on the
uni que facts of a particular case and in the interest of sound
tax adm nistration, terns, conditions, and adjustnents that
differ fromthose provided in this revenue procedure are nore
appropriate for an adoption, change, or retention nade under
this revenue procedure.

. 02 Busi ness Purpose.

(1) Taxpayers that establish a business purpose. Taxpayers
that establish a business purpose for the requested annual
accounting period under this section 5.02(1) ordinarily wll be
grant ed approval to adopt, change to, or retain that annual
accounting period under this revenue procedure subject only to
the general terns and conditions described in section 5.04 of
this revenue procedure.

(a) Natural business year. A taxpayer (including a
partnership, S corporation, electing S corporation, or PSC)

requesting to adopt, change to, or retain an annual accounting
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period that is the taxpayer=s natural business year (as described
in section 5.03 of this revenue procedure) has established a
busi ness purpose to the satisfaction of the Conm ssioner.

(b) Facts and circunstances. A taxpayer (including a
partnership, S corporation, electing S corporation, or PSC) nmay
establish a business purpose for the requested taxable year
based on all the relevant facts and circunstances. For this
pur pose, deferral of incone to owners will not be treated as a
busi ness purpose. In addition, adm nistrative and conveni ence
busi ness reasons such as those described in Rev. Rul. 87-57,
1987-2 C.B. 117, and the following will not be sufficient to
establish a business purpose under this section:

(i) the use of a particular year for regulatory or
fi nanci al accounting purposes;

(ii) the hiring patterns of a particul ar business,
e.g., the fact that a firmtypically hires staff during certain
times of the year

(ii1) the use of a particular year for
adm ni strative purposes, such as the adm ssion or retirenent of
partners or sharehol ders, pronotion of staff, and conpensati on
or retirement arrangenents with staff, partners, or

shar ehol der s;
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(iv) the fact that a particul ar business involves
the use of price lists, nodel years, or other itens that change
on an annual basis;

(v) the use of a particular year by related
entities; and

(vi) the use of a particular year by conpetitors.

(2) Taxpayers that are deened to have established a

busi ness purpose. A taxpayer other than a partnership, S
corporation, electing S corporation, or PSC that does not
establish a business purpose for the requested annual accounting
period under section 5.02(1) of this revenue procedure generally
w Il be deened to have established a business purpose if it
provi des a non-tax reason for the requested annual accounting
period and agrees to the additional ternms, conditions, and
adj ustnents described in section 5.05 of this revenue procedure,
which are intended to neutralize the tax effects of any
resulting substantial distortion of incone. For this purpose,
non-tax reasons for the requested annual accounting period may
i ncl ude adm ni strative and conveni ence business reasons such as
t hose described in section 5.02(1)(b) that Congress i ntended,
and the Service has held, to be insufficient to satisfy the
busi ness purpose requirenent for a partnership, S corporation,
el ecting S corporation, or PSC to adopt, change to, or retain a

taxabl e year other than its required taxable year. The Service
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anticipates that an individual taxpayer that is not a sole
proprietor will be able to establish a non-tax reason for a
fiscal year only in rare and unusual circunstances.

.03 Natural business year. A natural business year is the
annual accounting period enconpassing all related i ncone and
expenses. The natural business year of a taxpayer may be
determ ned under any of the follow ng tests (taking into account
the principles of Rev. Rul. 87-57):

(1) Annual business cycle test. If the taxpayers=s gross
recei pts fromsales and services for the short period and the
three i medi ately precedi ng taxabl e years indicate that the
t axpayer has a peak and a non-peak period of business, the
t axpayer=s natural business year is deened to end at, or soon
after, the close of the peak period of business. A business
whose inconme is steady fromnonth to nonth throughout the year
generally will not satisfy this test.

(2) Seasonal business test. |If a taxpayer:s business is
operational for only part of the year (e.g., due to weather
conditions) and, as a result, the taxpayer has insignificant
gross receipts during the period the business is not
operational, the taxpayer:s natural business year is deened to
end at, or soon after, the operations end for the season.

(3) 25-percent gross receipts test. A natural business

year may be established by any taxpayer other than a nenber of a
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tiered structure (as defined in * 444 and " 1.444-2T) using the
25-percent gross receipts test. The 25-percent gross receipts
test is determned as foll ows:
(a) Prior three years:- gross receipts.

(i) Goss receipts fromsales and services for the
nost recent 12-nonth period that ends with the last nonth of the
request ed annual accounting period are total ed and then divi ded
into the amount of gross receipts fromsales and services for
the last two nonths of this 12-nonth peri od.

(ii) The sanme conputation as in (a)(i) above is
made for the two preceding 12-nonth periods ending with the | ast
nont h of the requested annual accounting peri od.

(b) Natural business year.

(i) If each of the three results described in
(a)(i) and (ii) equals or exceeds 25 percent, then the requested
annual accounting period is the taxpayer's natural business
year.

(ii) Notwithstanding (b)(i), if the taxpayer
qualifies under (b)(i) for nore than one natural business year,
t he annual accounting period producing the highest average of
the three percentages (rounded to 1/100 of a percent) described
in (a)(i) and (ii) is the taxpayer's natural business year.

(c) Special rules.
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(i) To apply the 25-percent gross receipts test
for any particul ar taxable year, the taxpayer nust conpute its
gross recei pts under the nethod of accounting used to prepare
its federal incone tax returns for such taxable year.

(ii) Regardless of the taxpayer:s nethod of
accounting, the taxpayer:s allocable share of income froma pass-
through entity generally nmust be reported as gross receipts in
the nonth that the pass-through entity:=s taxable year ends.

(ii1) 1If a taxpayer has a predecessor organization
and is continuing the sane business as its predecessor, the
t axpayer nust use the gross receipts of its predecessor for
pur poses of conputing the 25-percent gross receipts test.

(iv) If the taxpayer (including any predecessor
organi zati on) does not have a 47-nonth period of gross receipts
(36-nmonth period for requested taxable year plus additional 11-
nonth period for conparing requested taxable year with other
potential taxable years), then it cannot establish a natural
busi ness year using the 25-percent gross receipts test.

(v) If the requested taxable year is a 52-53-week
t axabl e year, the cal endar nonth endi ng nearest to the |ast day
of the 52-53-week taxable year is treated as the | ast nonth of
the requested taxabl e year for purposes of conputing the 25-

percent gross receipts test.
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.04 General terns and conditions. The follow ng general
ternms and conditions apply to all taxpayers that obtain approval
under this revenue procedure to adopt, change, or retain an
annual accounting peri od:

(1) Short period tax return. The taxpayer nust file a
federal inconme tax return for the short period required to
effect a change in annual accounting period by the due date of
that return, including extensions pursuant to " 1.443-1(a).
However, for changes to (or fron) a 52-53-week taxabl e year
referenci ng the sane nonth as the current (or requested) taxable
year, see special rules in * 1.441-2. The taxpayer:s taxable
income for the short period nust be annualized and the tax nust
be conputed in accordance with the provisions of *" 443(b) and
1.443-1(b). But see " 1.706-1(b)(4)(i) for an exception from
this annualization requirenent for a partnership.

(2) Subsequent year tax returns. Returns for subsequent
t axabl e years generally nust be nade on the basis of a full 12
nont hs (or on a 52-53-week basis) ending on the | ast day of the
request ed taxabl e year, unless the taxpayer secures the approval
of the Comm ssioner to change its requested taxable year.

(3) Book conformty. The books of the taxpayer mnust be
closed as of the |ast day of the requested taxable year. The

t axpayer nust conpute its incone and keep its books (including
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financial statenments and reports to creditors) on the basis of
the requested taxable year.

(4) Changes in natural business year. |If a partnership, S
corporation, electing S corporation, or PSC changes to or
retains a natural business year under this revenue procedure and
t hat annual accounting period no longer qualifies as a permtted
taxabl e year, the taxpayer is using an inperm ssible annual
accounting period and should change to a permtted taxable year.

For this purpose, the termApermtted taxable year@ nmeans the
required taxable year, a natural business year, the ownership
taxabl e year, a taxable year elected under " 444, or any other
taxabl e year for which the taxpayer establishes a business
purpose to the satisfaction of the Conm ssioner. Certain
partnerships, S corporations, electing S corporations, and PSCs
may qualify for automatic approval to change their annual
accounting period under Rev. Proc. 2001-XX. Oher taxpayers
must request approval under Rev. Proc. 2001-xx.

(5) 52-53-week taxable years. |[|f applicable, the taxpayer
must conply with " 1.441-2(e) (relating to the timng of taking
itenms into account in those cases where the taxable year of a
pass-through entity or PSC ends with reference to the sane
cal endar nonth as one or nore of its partners or sharehol ders or

enpl oyee- owners) .
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(6) Creation of net operating loss or capital loss. |If
t he taxpayer has a net operating loss (NOL) or capital loss (CL)
in the short period required to effect a change in annual
accounting period, the taxpayer may not carry the NOL or CL
back, but nust carry it over in accordance with the provisions
of *" 172 and 1212, respectively, beginning with the first
t axabl e year after the short period. However, the short period
NOL or CL is carried back or carried over in accordance with **
172 or 1212, respectively, if it is either: (a) $50,000 or |ess,
or (b) results froma short period of 9 nonths or |longer and is
| ess than the NOL or CL for a full 12-nonth period begi nning
with the first day of the short period.

(7) Creation of general business credits. |If there is an
unused general business credit or any other unused credit
generated in the short period, the taxpayer nust carry that
unused credit forward. An unused credit fromthe short period
may not be carried back

.05 Additional Terns, Conditions, and Adjustnments. The
additional terns, conditions, and adjustnents described in this
section 5.05 apply to taxpayers that obtain approval under this
revenue procedure to change an annual accounting period and that
establish a business purpose under section 5.02(2) of this
revenue procedure. These additional terns, conditions, and

adj ustnments are necessary to neutralize the tax effects of a
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substantial distortion of income that otherwi se would result
fromthe change, including: a deferral of a substantial portion
of the taxpayer:zs inconme, or shifting of a substantial portion of
deductions, fromone taxable year to another; a simlar deferral
or shifting in the case of any ot her person, such as a
beneficiary in an estate; the creation of a short period in
which there is a substantial NO., CL, or credit (including a
general business credit), or the creation of a short period in
which there is a substantial anmount of income to offset an
expiring NOL, CL, or credit.

(1) Substantial distortion. Distortion of inconme wll not
be consi dered substantial and no adjustnents under this section
5.05 will be required for such distortion if the anmount of the
di stortion is |l ess than both:

(i) five percent of the taxpayer:zs estimated gross
receipts for its current taxable year (conputed as if the
taxpayer renmained on its existing taxable year); and

(ii) $500, 000.

(2) Deferral of substantial pass-through incone.

(a) I'n general. An adjustnment will be required under
this section 5.05(2) if the change creates a substanti al
distortion of incone as a result of increasing the deferral of
t he taxpayer:=s distributive share of incone froma pass-through

entity between the taxable year of the pass-through entity and
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t he taxpayer:s taxable year. For this purpose, if the pass-
through entity=-s taxable year is determ ned based on the taxable
year of its owners, the taxpayer nust conpare the existing
deferral period (i.e., between the pass-through entity=s and the
t axpayer=s current taxable years) with the proposed deferral
period (i.e., between the taxable year of the pass-through
entity that would be required after the requested change and the
t axpayer=s requested taxable year) to determ ne whether the
deferral period is increased. |If the taxpayer indirectly owns
an interest in a pass-through entity through one or nore other
pass-through entities, the existing and proposed deferral
periods generally must be determ ned by conparing the taxable
year of the directly-owned pass-through entity with the
t axpayer=s taxable year. However, if the proposed change does
not increase the deferral period between the taxable year of the
directly-owned pass-through entity and the taxpayer:s taxable
year, the existing and proposed deferral periods nust be
determ ned by conparing the taxable year of the next |ower-tier
i ndirectly-owned pass-through entity with the taxpayer:s taxable
year until either: (1) an increase in the deferral period is
found, or (2) the next lower-tier entity either does not exist
or is not a pass-through entity.

(b) Conmputing deferral. The anmount of deferral that

results fromthe change is the taxpayer:s allocabl e share of
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i ncone fromeach pass-through entity described in (a), including
ordinary incone or loss, rents, royalties, interest, dividends,
and the deduction equivalent of credits that accrue during the
t axpayer=s first effective year and, in the case of a
partnership, guaranteed paynents to the taxpayer that are both
deducti bl e by the partnership under its method of accounting
during the partnershipss first taxable year ending after the
taxpayer=s first effective year and attri butable (on a ratable
basis) to the taxpayer=s first effective year. A taxpayer nay
aggregate the deferral of inconme fromeach pass-through entity
described in (a). However, if the aggregate deferral of incone
fromall pass-through entities described in (a) is negative
(i.e., an aggregate loss), there is no deferral of incone. For
this purpose, the taxpayer may use reasonable estinates to
determ ne the income that accrues during the first effective
year. The Service may, on exam nation, use any avail able data,
i ncluding informati on on previous years: Schedules K-1, to verify
t he reasonabl eness of the taxpayer:s esti mates.

(c) Adjustnment. |If the deferral of incone conputed in
section 5.05(2)(b) represents a substantial distortion of incone
(as defined in section 5.05(1)), the taxpayer nust include the
entire anount of the distortion (and not nerely the excess over
the anbunts specified in section 5.05(1)) as ordinary incone for

the first effective year. The taxpayer also nmust report its
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al I ocabl e share of incone fromthe pass-through entity in the
taxabl e year followng the first effective year in accordance
with general tax principles (e.g., " 706). The taxpayer nust
establish a suspense account for the anount included in ordinary
incone for the first effective year and deduct this anount
ratably over the four taxable years imedi ately succeedi ng the
first effective year. Notw thstanding the precedi ng sentence,
if all or a portion of the suspense account is attributable to
an interest in a pass-through entity that is subsequently
di sposed of, any anount so attributable that remains in the
suspense account in the year of the disposition may be deducted
inthat year. 1In all cases, the deduction under this paragraph
wll be treated as an ordinary deduction. The adjustnents
described in this section do not affect the taxpayer:zs basis in
t he pass-through entity (such as basis in a partnership
determ ned under " 705). See Exanples 1, 2, and 3, section 5.06
of this revenue procedure.

(3) Special rule for certain pass-through entities. An
adjustnment simlar to that described in this paragraph 5.05(2)
Wil be required in the case of a deferral of inconme or shifting
of deductions to anot her taxpayer, such as a beneficiary of an
estate.

(4) Use of expiring NOLs, CLs, and credits. An adjustnent

w Il be required under this section 5.05(4) if the change
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creates a substantial distortion of incone as a result of the
creation of incone in the short period to offset expiring NOLs,
CLs or credits (including general business credits). The anount
of distortion that results froma change is the anmobunt by which
any NOL, CL, and credit that is carried over to the first
effective year and that expires in that year exceeds the NO,

CL, and credit that could have been used to offset income in the
t axpayer=s current taxable year (conputed as if the taxpayer
remai ned on its existing taxable year). If this distortion is
substantial (as defined in section 5.05(1)), any NO., CL, or
credit carried over to the first effective year will be all owed
to offset income in the first effective year only to the extent
t hat such NOL, CL, or credit could have been used to offset
income in the taxpayer=s current taxable year. See Exanple 4,
section 5.06 of this revenue procedure.

(5) Concurrent change for related entities. In
appropriate cases, if a taxpayer owmns a majority interest in a
pass-through entity, the entity will be required to concurrently
change its annual accounting period as a termand condition of
t he approval of the taxpayer:=s request to change its annua
accounting period, notw thstanding the testing date provisions
in " 706(b)(4)(A(ii), " 898(c)(1)(C(ii), " 1.921-1T(b)(6), and
the special provision in *"706(b)(4)(B). |If this condition

applies, the pass-through entity must conply with the
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appropriate procedures to obtain approval for the change. See,
e.g., Rev. Proc. 2001-XX and " 1.898-4(b) of the proposed
regul ati ons.

(6) Oher terns, conditions, and adjustnments. In addition
to the terns, conditions, and adjustnments described in this
section 5.05, the Service may inpose any other term condition,
or adjustnent that it deens appropriate under the circunstances.

.06 Exanples. The followi ng exanples illustrate the
additional terns, conditions, and adjustnents that may be
requi red under section 5.05 of this revenue procedure to obtain
t he Conm ssioner:=s approval for a change of an annual accounting
period. In both exanples, the taxpayer is within the scope of
this revenue procedure, the taxpayer has established a business
pur pose under section 5.02(2) of this revenue procedure, and a
substantial distortion of income will result froma change to
the requested taxable year.

Exanple 1. P, a foreign corporation, maintains its books
and files its foreign country tax returns on the basis of a
t axabl e year ending on March 31. 1In 2001, P acquires all the
stock of S, a donestic corporation, that maintains its books and
files its tax returns on the calendar year. S has a mnority
interest in a partnership that uses the cal endar year. In order
to facilitate the filing of consolidated financial statenments

for Pand S, S applies for approval to change its taxable year
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to a taxable year ending on March 31 begi nning on March 31,
2002. The change will create a substantial distortion of incone
as a result of increasing the deferral of Ss distributive share
of income fromits partnership interest. Consequently, S wll be
requi red, under section 5.05(2) of this revenue procedure, to
report the partnership inconme that accrues between January 1 and
March 31, 2002, as an ordinary incone adjustnent on its short
period tax return as a term condition, and adjustment of the
change. Thereafter, on subsequent tax returns filed for its
t axabl e year ending on March 31 (begi nning March 31, 2003), S
must report the partnership incone for the partnership=s taxable
year endi ng Decenber 31 based on the Schedule K-1 in accordance
with " 706. To take into account Ss double inclusion of the
three nonths of partnership incone fromJanuary 1 to March 31
2002, S nust recogni ze an ordinary deduction adjustnent in each
of the four taxable years following the first effective year
equal to one-fourth of the ordinary income adjustnment anount
i ncluded on Ss short period tax return. Neither adjustnment w |
affect Ss basis in the partnership.

Exanple 2. Dis a donestic corporation that currently
maintains its books and files its tax returns on the cal endar
year, but applies in 2002 for approval to change its taxable
year to a year ending on March 31. D owns a mgjority interest

in a partnership, PS1, which in turn owns a mnority interest in
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anot her partnership, PS2. PS1 and PS2 have taxable years ending
on Decenber 31 and June 30, respectively, as required by the
majority interest rule of * 706(b)(1)(b)(i). |If D changes its
annual accounting period to March 31, and the first effective
year ends on March 31, 2002, PS1 will be required to conformits
taxabl e year with Dusing a first effective year of March 31
2002, as required under section 5.05(5) of this revenue
procedure. Accordingly, Ds requested change in its taxable year
woul d not increase the deferral of Ds distributive share of
income or gain fromPSl. However, PS2 will retain its June 30
taxabl e year; thus, Ds requested change will increase the
deferral of Ds distributive share of inconme and gain from PS2,
which is passed through to D from PS1. Assum ng the deferral
results in a substantial distortion of income, Dwll be
requi red, under section 5.05(2) of this revenue procedure, to
report its distributive share of PS2:s income and gai n accruing
bet ween January 1, 2002, and March 31, 2002, as an ordinary
income adjustment on its tax return for the short period ending
March 31 as a termand condition of the change in Ds taxable
year.

Exanple 3. The facts are the sane as in Exanple 2, except
that PS2 owns a mnority interest in partnership PS3, which has
a Decenber 31 taxable year. Because Dwll be required as a
termand condition of the change in Ds taxable year to report

its distributive share of PS2:s inconme and gain accrui ng between
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January 1, 2002, and March 31, 2002, and because that
distributive share will include a portion of PS2:s distributive
share of inconme from PS3, D does not need to nake any additi onal
ordinary incone adjustnment to take account of any increased
deferral from PS3.

Exanple 4. Y, a donestic corporation that files its tax
returns on the cal endar year, applies in 2002 for consent to
change its taxable year to a year ending on March 31. Y has a
general business credit carryover of $100x that will expire in
the current taxable year. Y reasonably expects to incur on
April 30, 2002, a substantial anmount that is deductible for

federal income tax purposes. |If Y changes its annual accounting
period to March 31, and the first effective year ends on March
31, 2002, Y reasonably expects it would be able to use $90x of
the $100x credit. However, if Y continues to use the cal endar
year for 2002, Y reasonably estinmates that it would be able to
use only $25x of the expiring credit. Under section 5.05(4) of
this revenue procedure, Y will be allowed to use only $25x of
the credit to offset income in the first effective year as a
term condition, and adjustnent of the change.
SECTI ON 6. GENERAL APPLI CATI ON PROCEDURES
.01 What to file.
(1) Application. To request the Conm ssioner:s approval to

adopt, change, or retain an annual accounting period under this
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revenue procedure, a taxpayer (other than an electing S
corporation) nust conplete, sign, and file a current Form 1128,
Application to Adopt, Change, or Retain a Tax Year. An electing
S corporation requesting to adopt, change, or retain an annual
accounting period nust conplete the appropriate section of, and
sign and file, a current Form 2553, Election by a Small Busi ness
Cor por ati on.

(2) Signature requirenment. The application nust be signed
by, or on behalf of, the taxpayer requesting the adoption,
change, or retention of annual accounting period by an
individual with authority to bind the taxpayer in such matters.
For exanple, an officer nust sign on behalf of a corporation, a
general partner on behalf of a state |aw partnership, a nenber-
manager on behalf of alimted liability conpany, a trustee on
behal f of a trust, or an individual taxpayer on behalf of a sole
proprietorship. |f the taxpayer is a nenber of a consolidated
group, a Form 1128 submtted on behalf of the taxpayer nust be
signed by a duly authorized officer of the common parent. |If an
agent is authorized to represent the taxpayer before the
Service, receive the original or a copy of the correspondence
concerning the request, or performany other act(s) regarding
the application filed on behalf of the taxpayer, a power of
attorney reflecting such authorization(s) nust be attached to

the application. A taxpayer=s representative w thout a power of
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attorney to represent the taxpayer as indicated in this section
wi Il not be given any information regarding the application.

(3) Additional information regarding prior applications.

(a) Accounting period changed. |If a taxpayer changed
its annual accounting period at any tine within the nost recent
48-nmonth period ending with the | ast nonth of the requested
taxabl e year (under either an automatic change procedure or a
procedure requiring prior approval), a copy of the application
for the previous change, the ruling letter, and any ot her
rel ated correspondence fromthe Service, nust be attached to the
application filed for the requested taxable year.

(b) Accounting period not changed. [If a prior
application (filed under either an automatic change procedure or
a procedure requiring prior approval) was w thdrawn, not
perfected, or denied, or if the change in annual accounting
period was not made, and the taxpayer files another application
to change its annual accounting period within the nbst recent
48-nmonth period ending with the | ast nonth of the requested
taxabl e year, a copy of the earlier application, together with
any rel ated correspondence fromthe Service, nust be attached to
the application filed for the requested taxable year. An
expl anation nust be furnished stating why the earlier
application was withdrawn or not perfected, or why the change in

annual accounting period was not nmade. The Service w |
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consi der the explanation in determ ning whet her the subsequent
request for a change in the taxpayer:zs annual accounting period
wi |l be granted.

(4) Additional information for section 5.03 (1) and
(2). If the taxpayer requests to establish a natural business
year under section 5.03(1) or (2) of this revenue procedure, it
must provide its gross receipts fromsales or services and
approxi mate i nventory costs (where applicable) for each nonth in
the requested short period and for each nonth of the three
i mredi ately precedi ng taxabl e years.

(5) Additional information for section 5.04. The
t axpayer nust indicate whether it has an NOL or CL in the short
period required to effect the change and provide the type and
anount of any credits generated in the short period.

(6) Additional information for section 5.05. If a
t axpayer requests to change an annual accounting period and
establ i shes a business purpose under section 5.02(2) of this
revenue procedure, the taxpayer must provide the follow ng
addi tional information necessary to determ ne whether a
substantial distortion of incone (wthin the neaning of section
5.05(1)) exists and, thus, whether the additional terns,
conditions, and adjustnents of section 5.05 apply:

(a) If the taxpayer has an interest in a pass-through

entity:
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(i) Reasonable estimates of the taxpayer:=s gross
receipts for its current taxable year (conmputed as if the
t axpayer remained on its existing taxable year);

(ii) a conparison of the existing deferral period
of any pass-through entity in which the taxpayer has a direct
or, as appropriate, indirect interest (i.e., the period between
t he pass-through entity=s and the taxpayer:zs current taxable
years) with the proposed deferral period for such pass-through
entity (i.e., the period between the taxable year of the pass-
through entity that would be required after the requested change
and the taxpayer:s requested taxable year); and

(ii1) Reasonable estimtes of the aggregate
deferral of inconme fromall pass-through entities described in
section 5.05(1)(a);

(b) the anpunt of any NOL, CL, or credit carried over
to the first effective year and the taxable year in which such
NCL, CL, or credit was generated; and

(c) identification of any partnership, specified
foreign corporation (as defined in * 898), foreign sales
corporation (as defined in former * 922), or donestic
international sales corporation (as defined in ® 992) in which
the taxpayer has a mpjority interest.

.02 When to file.

(1) I'n general. Except as provided in section 6.02(2) of
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this revenue procedure, a taxpayer nust file a Form 1128 no
earlier than the day following the end of the first effective
year and no later than the 15'" day of the third cal endar nonth
followng the end of the first effective year. However, the
Service recommends that the Form 1128 be filed as early as
possible to provide the Service adequate tine to respond to the
request prior to the due date of the taxpayer:zs return for the
first effective year. A taxpayer that fails to file a Form 1128
within the tine period prescribed in this section 6.02(1) may
request an extension of tinme to file under * 301.9100 of the
Procedure and Adm nistration Regulations. Under * 301.9100-3, a
Form 1128 filed within 90 days after the time period prescribed
in this section 6.02(1) may be considered as tinely filed if the
t axpayer establishes that the taxpayer acted reasonably and in
good faith and that granting relief will not prejudice the
interests of the governnent. |If a Form 1128 is filed nore than
90 days after this period, prejudice to the interests of the
government will be presuned and such requests will be approved
only in unusual and conpelling circunstances. See " 301.9100-
3(c)(3).

(2) Electing S corporations. An electing S corporation
must file the Form 2553 when the election to be an S corporation
is filed pursuant to " 1362(b) and " 1.1362-6. Generally, such

el ection nust be filed at any tine during (a) the taxable year
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that i mredi ately precedes the taxable year for which the
election is to be effective, or (b) the taxable year for which
the election is to be effective, provided the election is nmade
before the 16'" day of the third nmonth of the taxable year.
.03 Where to file.

(1) I'n general. A taxpayer, other than an electing S
corporation or exenpt organization, applying for an adoption,
change, or retention in annual accounting period pursuant to
this revenue procedure nust file its Form 1128, together wth
the appropriate user fee, with the Service at the foll ow ng
address: Internal Revenue Service, Associate Chief Counsel
(I'nconme Tax & Accounting), Attention: CC PA T:CRU, P.O Box
7604, Ben Franklin Station, Washington, DC 20044 (or, in the
case of a designated private delivery service: Internal Revenue
Servi ce, Associate Chief Counsel (Incone Tax & Accounting),
Attention: CC PA T:CRU, Room 6561, 1111 Constitution Avenue,

N. W, Washi ngton, DC 20224).

(2) Electing S corporations. An electing S corporation
requesting to adopt, change, or retain an annual accounting
period pursuant to this revenue procedure nmust file its Form
2553 with the appropriate service center designated in the
instructions to the Form 2553. The taxpayer should not include
the user fee with the Form 2553 nmailed to the service center.

The service center will send the Form 2553 to the nati onal
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office of the Service, which will then notify the taxpayer that
the fee is due.

(3) Exenpt organi zations. An exenpt organization applying
for a change in annual accounting period pursuant to this
revenue procedure nust file its Form 1128, together with the
appropriate user fee, with the Service at the foll ow ng address:
I nternal Revenue Service, Conm ssioner, TE/ GE, Attention:
T: EG RA, P.O Box 27720, MPherson Station, Washi ngton, DC
20038.

.04 User fee. Taxpayers are required to pay user fees for
requests to adopt, change, or retain an annual accounting period
under this revenue procedure. Rev. Proc. 2001-1, 2001-1 |I.R B
1 and, for tax-exenpt organi zations, Rev. Proc. 2001-8, 2001-1
| . R B. 239 (or any successors) contain the schedul e of user fees
and provi de gui dance for conplying with the user fee
requi renents.

.05 Consolidated groups B Separate Forms 1128 not required.

The comon parent of a consolidated group files a Form 1128 on
behal f of the consolidated group and pays only a single user
fee. The common parent nust indicate that the Form 1128 is for
the comon parent and all its subsidiaries and answer all
rel evant questions on the application for each nenber of the
consol idated group. |If one or nore of the nenbers of the group

IS requesting to use a 52-53-week taxable year that ends within
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the sane 7-day period of the other nenbers requested taxable
year, the parent nust attach a statenent to its tax return for
the first effective year as required by Rev. Proc. 89-56, 1989-2
C.B. 643 (or any successor). The consolidated group nust al so
conply with all of the provisions of Rev. Rul. 72-184, 1972-1
C.B. 289 (or any successor). See " 1.1502-76(a)(1).

.06 Additional procedures if under exam nation, before an
area office, or before a federal court.

(1) Taxpayers under exam nati on.

(a) A taxpayer under exam nation may apply for approval
to change or retain its annual accounting period under this
revenue procedure only if the appropriate director consents to
the change or retention. The director will consent to the
change or retention unless, in the opinion of the director, the
t axpayer:=s annual accounting period would ordinarily be included
as an itemof adjustnent in the year(s) for which the taxpayer
i's under exam nation. For exanple, the director will consent to
a change where the taxpayer is using a clearly permssible
annual accounting period. The director also will consent to a
change from an i nperm ssi bl e annual accounting period where the
peri od becanme inperm ssible (e.g., due to a change in ownership
or a change in the taxpayer:s busi ness) subsequent to the years
under exam nation. The question of whether the taxpayer:zs annua

accounting period fromwhich the taxpayer is changing is
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perm ssi bl e or becane inperm ssi bl e subsequent to the years
under exam nation may be referred to the national office as a
request for technical advice under the provisions of Rev. Proc.
2001-2, or, for tax-exenpt organizations, Rev. Proc. 2001-5.

(b) A taxpayer changing or retaining an annual
accounting period under this revenue procedure with the consent
of the appropriate director nust attach to the application a
statenent fromthe director consenting to the change or
retention. The taxpayer nust provide a copy of the application
to the director at the same tine it files the application with
the national office. The application nust contain the nane(s)
and tel ephone nunber(s) of the exam ning officer(s).

(2) Taxpayer before an area office. A taxpayer that is
before an area office nust attach to the application a separate
statenent signed by the taxpayer certifying that, to the best of
t he taxpayer's know edge, the taxpayer:s annual accounting peri od
is not an issue under consideration by the area office. The
t axpayer nust provide a copy of the application to the appeals
officer at the same tinme it files the application with the
national office. The application nust contain the nane and
t el ephone nunber of the appeals officer.

(3) Taxpayer before a federal court. A taxpayer that is
before a federal court nust attach to the application a separate

statenent signed by the taxpayer certifying that, to the best of
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t he taxpayer's know edge, the taxpayer:s annual accounting peri od
is not an issue under consideration by the federal court. The
t axpayer nust provide a copy of the application to the
government counsel at the sanme tinme it files the application
with the national office. The application nust contain the nane
and tel ephone nunber of the governnent counsel.
SECTI ON 7. PROCESSI NG OF APPLI CATI ON

.01 Service discretion. Notw thstanding any other provision
of this revenue procedure, the Service reserves the right to
decline to process any application filed under this revenue
procedure in situations in which it would not be in the best
interest of sound tax adm nistration to permt the requested
adoption, change, or retention. 1In this regard, the Service
wi | | consider whether the adoption, change, or retention in
annual accounting period would clearly and directly frustrate
conpliance efforts of the Service in adm nistering the incone
tax | aws.

.02 Applicability of Rev. Proc. 2001-1, Rev. Proc. 2001-4,
and any successor revenue procedures. Rev. Proc. 2001-1 or, for
t ax- exenpt organi zations, Rev. Proc. 2001-4, 2001-1 |1.R B. 121,
(or any successors) will apply to any annual accounting period
adoption, change, or retention request made under the provisions
of this revenue procedure.

.03 Inconplete application B 21 day rule. |If the Service
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receives an application that is not conpleted properly in
accordance with the instructions on the Form 1128 (or Form 2553)
and the provisions of this revenue procedure, or if suppl enental
information is needed, the Service will notify the taxpayer.

The notification will specify the information that needs to be
provi ded, and the taxpayer will be permtted 21 days fromthe
date of the notification to furnish the necessary information.
The Service reserves the right to i npose shorter reply periods

i f subsequent requests for additional information are nmade. |If
the required information is not submtted to the Service within
the reply period, the application will not be processed. A
reasonabl e additional period to furnish information may be
granted to a taxpayer. Any request for an extension of tine to
furni sh necessary informati on nust be nmade in witing and
submtted within the 21-day period. |If the extension request is
denied, there is no right of appeal.

.04 Conference in the national office. The taxpayer nust
conplete the appropriate Iine on the Form 1128 or attach a
statenent to the Form 2553, to request a conference of right if
an adverse response is contenplated by the Service. |If the
t axpayer does not conplete the appropriate line on the Form
1128, attach a statenment to the Form 2553, or request a
conference in a later witten communication, the Service wl|

presune that the taxpayer does not desire a conference. |If
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requested, a conference wll be arranged in the national office
prior to the Services formal reply to the taxpayer:=s
application. For taxpayers other than exenpt organizations, see
section 11 of Rev. Proc. 2001-1 (or any successor). For exenpt
organi zati ons, see section 12 of Rev. Proc. 2001-4, 2001-1
|. R B. 121 (or any successor).

.05 Letter ruling. Unless otherw se specifically provided,

t he Comm ssi oner=s approval to adopt, change, or retain a

t axpayer=s annual accounting period will be set forth in a letter
ruling fromthe national office that identifies the taxpayer:s
former annual accounting period; the annual accounting period

t he taxpayer is adopting, changing to, or retaining; the short
period necessary to effect a change; and the terns, conditions,
and adj ustnents under which the adoption, change, or retention
is to be effected. See " 1.442-1(b). A copy of the letter
ruling nust be attached to the taxpayer:s federal incone tax
return for the first effective year.

.06 Effect of nonconpliance. |If a taxpayer adopts, changes,
or retains an annual accounting period w thout authorization or
W thout conmplying with all of the provisions of this revenue
procedure and the letter ruling granting perm ssion for the
change, the taxpayer has initiated an adoption, change, or
retention in annual accounting period w thout obtaining the

approval of the Comm ssioner as required by " 441(i), 442,
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706(b), and 1378. Upon exam nation, a taxpayer that has
initiated an unauthorized adoption, change, or retention of
annual accounting period nmay be denied the adoption, change, or
retention. For exanple, the taxpayer may be required to
reconpute its taxable inconme or loss in accordance with its
former (or required, if applicable) taxable year.

.07 Effect on other offices of the Service. The provisions
of this revenue procedure are not intended to preclude an
appropriate representative of the Service (for exanple, an
appeal s officer wwth del egated settlenent authority) from
settling a particular taxpayer:zs case involving an accounting
period issue by agreeing to terns, conditions, and adjustnents
that differ fromthose that m ght be provided under this revenue
procedure when it is in the best interest of the governnent to
do so.
SECTI ON 8. EFFECT OF APPROVAL

.01 Audit Protection

(1) I'n general. Except as provided in section 8.01(2) of

this revenue procedure, a taxpayer that files a Form 1128 in
conpliance with all the applicable provisions of this revenue
procedure will not be required by the Service to change its
annual accounting period for a taxable year prior to the first
effective year.

(2) Exceptions. The Service may change a taxpayer:s annua
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accounting period for a prior taxable year if:

(a) the taxpayer wi thdraws or does not perfect its
request;

(b) the national office denies the request;

(c) the taxpayer declines to inplenent the change;

(d) the taxpayer inplenents the change but does not
conply with all the applicable provisions of this revenue
procedure and the letter ruling granting perm ssion for the
change; or

(e) the national office nodifies or revokes the ruling
because there has been a m sstatenment or om ssion of materi al
facts.

.02 Subsequently required changes.

(1) I'n general. A taxpayer that adopts, changes, or
retains its annual accounting period pursuant to this revenue
procedure may be required thereafter to change its annual
accounting period for the foll ow ng reasons:

(a) the enactnent of |egislation;

(b) a decision of the United States Suprene Court;

(c) the issuance of tenporary or final regulations;

(d) the issuance of a revenue ruling, revenue
procedure, notice, or other statenment published in the Internal
Revenue Bul |l eti n;

(e) the issuance of witten notice to the taxpayer
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that the change in accounting period was granted in error or is
not in accord with the current views of the Service; or
(f) a change in the material facts on which the
approval was based.

(2) Retroactive change or nodification. Except in rare or
unusual circunstances, if a taxpayer that adopted, changed, or
retained its annual accounting period under this revenue
procedure is subsequently required under section 8.02(1) of this
revenue procedure to change its annual accounting period, the
requi red change will not be applied retroactively provided that:

(a) the taxpayer conplied with all the applicable
provisions of the letter ruling granting perm ssion for the
change and this revenue procedure;

(b) there has been no m sstatenent or om ssion of
material facts;

(c) there has been no change in the material facts on
whi ch the approval was based;

(d) there has been no change in the applicable |aw,
and

(e) the taxpayer to whom approval was granted acted in
good faith in relying on the approval and applying the change
retroactively would be to the taxpayer:=s detrinent.

SECTI ON 9. REVI EW BY DI RECTOR

.01 In general. A director nust apply a ruling obtained
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under this revenue procedure in determning the taxpayer:s tax
liability unless the director recommends that the ruling should
be nodified or revoked. The director will ascertain if:

(1) the representati ons on which the ruling was based
refl ect an accurate statenent of the material facts;

(2) the anpbunt of the adjustments required to effect the
change, if any, were properly determ ned,

(3) the adoption, change, or retention in annua
accounting period was inplenented as proposed in accordance with
the terns and conditions of the letter ruling and this revenue
procedur e;

(4) there has been any change in the material facts on
whi ch the ruling was based during the period that the new or
ret ai ned annual accounting period was used; and

(5) there has been any change in the applicable | aw during
the period the new or retai ned annual accounting period was
used.

.02 National office consideration. |If a director reconmends
that the ruling (other than the anmount of the adjustnents
required to effect the change) should be nodified or revoked,
the director will forward the matter to the national office for
consideration before any further action is taken. Such a
referral to the national office will be treated as a request for

techni cal advice, and the provisions of Rev. Proc. 2001-2 or,
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for tax-exenpt organizations, Rev. Proc. 2001-5 will be
f ol | oned.
SECTI ON 10. EFFECTI VE DATE

.01 In general. Except as provided in section 10.02 of this
revenue procedure, this revenue procedure is effective for
applications filed on or after [INSERT DATE TH S REVENUE
PROCEDURE | S PUBLI SHED I N THE | NTERNAL REVENUE BULLETI N]

.02 Transition rule for pending applications. |f a taxpayer
filed an application before [INSERT DATE TH S REVENUE PROCEDURE
| S PUBLI SHED I N THE | NTERNAL REVENUE BULLETIN] and the
application is pending with the national office on [INSERT DATE
THI S REVENUE PROCEDURE |'S PUBLI SHED I N THE | NTERNAL REVENUE
BULLETIN], the taxpayer may request that the application be
processed in accordance with this revenue procedure. However,
the national office will process application filed before
[ | NSERT DATE THI S REVENUE PROCEDURE | S PUBLI SHED | N THE | NTERNAL
REVENUE BULLETIN] in accordance with prior authorities unless,
prior to the later of [INSERT DATE THAT IS 45 DAYS AFTER THE
DATE THI' S REVENUE PROCEDURE |'S PUBLI SHED | N THE | NTERNAL REVENUE
BULLETIN] or the issuance of the letter ruling granting or
denyi ng consent to the adoption, change, or retention, the
taxpayer notifies the national office that it requests that its
application be processed in accordance with this revenue

pr ocedure.
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SECTION 11. EFFECT ON OTHER DOCUNMENTS
Rev. Proc. 85-16 and Rev. Proc. 74-33 are superseded.

SECTI ON 12. PAPERWORK REDUCTI ON ACT

The collections of information contained in this revenue
procedure have been submtted to the Ofice of Managenent and
Budget for review and approval in accordance with the Paperwork
Reduction Act (44 U.S. C. 3507) under control nunber

An agency may not conduct or sponsor, and a person i s not
required to respond to, a collection of information unless the
collection of information displays a valid OVB control nunber.

The collections of information in this revenue procedure are
set forth in section 6.01. The information is required to

determ ne whet her the taxpayer:zs requested annual accounti ng

period will result in a distortion of incone. This information
will be used by the Service to determ ne which terns,
conditions, and adjustnments will be necessary to effect the

adoption, change, or retention in annual accounting period. The
collections of information are required to obtain the Service:s
approval for the adoption, change, or retention. The likely
respondents are the follow ng: individuals, farnms, business or
other for-profit organizations, non-profit organizations, and
smal | busi nesses or organi zations.

The estinmated total annual reporting burden is 2,000 hours.

The estinmated annual burden per respondent varies from.5 of
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an hour to 5 hours, depending on the individual circunstances,
with an estinmated average of 2 hours.

The estinmated nunber of respondents is 1, 000.

The estinmated annual frequency of responses is on occasion.

Books or records relating to a collection of information nust
be retained as long as their contents may becone nmaterial in the
adm nistration of any internal revenue law. Generally tax
returns and tax return information are confidential, as required
by 26 U S.C. 6103.
DRAFTI NG | NFORMATI ON

The author of this revenue procedure is Martin Scully, Jr. of
the Ofice of Associate Chief Counsel (lIncone Tax and
Accounting). For further information regarding this revenue
procedure, contact M. Scully on (202) 622-4960 (not a toll-free

call).



