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Method in De Minimis Cases

AGENCY:  Internal Revenue Service
(IRS), Treasury.

ACTION:  Final and temporary regul a-
tions.

SUMMA RY:  This document contains
final and temporary regulations explaining
how a taxpayer elects under section
460(b)(6) not to apply the look-back
method to long-term contracts in de min-
imis cases.  The regulations reflect changes
to the law made by the Taxpayer Relief Act
of 1997 and affect manufacturers and con-
struction contractors whose long-term con-
tracts otherwise are subject to the look-
back method.  The text of the temporary
regulations also serves as the text of the
proposed regulations set forth in the notice
of REG–120200–97, page 32.

DATES:  These regulations are effective
January 13, 1998.

These regulations apply to long-term
contracts completed in taxable years end-
ing after August 5, 1997.

FOR FURTHER INFORM ATION CON-
TACT:  Leo F. Nolan II or John M.
Aramburu at (202) 622-4960 (not a toll-
free number).

SUPPLEMENTARY INFORM ATION:

Paperwork Reduction Act

These regulations are being issued
without prior notice and public procedure
pursuant to the Administrative Procedure
Act (5 U.S.C. 553).  For this reason, the
collection of information contained in
these regulations has been reviewed and,
pending receipt and evaluation of public
comments, approved by the Office of
Management and Budget (OMB) under
control number 1545–1572.  Responses to
this collection of information are required
for a taxpayer to elect not to apply the
look-back method to long-term contracts
in de minimis cases.

An agency may not conduct or sponsor,
and a person is not required to respond to,
a collection of information unless the col-
lection of information displays a valid
OMB control number.

For further information concerning
this collection of information, and where
to submit comments on the collection of
information and the accuracy of the esti-
mated burden, and suggestions for reduc-
ing the burden, please refer to the pream-
ble in the cross-referencing notice of
REG–120200–97.

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

Background

This document contains amendments to
the Income TaxRegulations (26 CFR Part
1).  Section 460(b)(6) of the Internal Rev-
enue Code was added by section 1211 of
the Taxpayer Relief Act of 1997, Public
Law 105–34, 111 Stat. 788, 998, to pro-
vide an election not to apply the look-
back method of section 460(b)(2) to long-
term contracts in de minimiscases.  These
regulations provide guidance  concerning
this new election.

Explanation of Provisions

Section 460(b) provides that, upon the
completion of any long-term contract, the
look-back method is applied to amounts

reported under the contract using the per-
centage-of-completion method (PCM).
The PCM requires the use of estimates of
total contract price and total contract costs
for reporting income in taxable years pre-
ceding the year of contract completion.
The look-back method is intended toff-
set the time-value-of-money effects of
using estimates during the life of a con-
tract that di ffer from the actual amounts
determined in the year of contract com-
pletion.

Under the look-back method, taxpayers
are required to pay interest if a tax liabil-
ity is deferred as a result of underestimat-
ing the total contract price or overestimat-
ing total contract costs.  Conversely,
taxpayers are entitled to receive interest if
a tax liability is accelerated as a result of
overestimating the total contract price or
underestimating total contract costs.

Section 1.460–6(e) contains an elective
relief provision concerning the look-back
method, which is called the delayed reap-
plication method.  Under the delayed
reapplication method, a taxpayer does not
apply the look-back method to any post-
completion taxable year until the first of
the following conditions is met: (1) the
net undiscounted value of increases or de-
creases in the contract price occurring
since the last application of the look-back
method exceeds the lesser of $1,000,000
or 10 percent of the total contract price as
of that time; (2) the net undiscounted
value of increases or decreases in the con-
tract costs occurring since the last appli-
cation of the look-back method exceeds
the lesser of $1,000,000 or 10 percent of
the total actual contract costs as of that
time; (3) the taxpayer goes out of exis-
tence; (4) the taxpayer reasonably be-
lieves the contract is finally settled and
closed; or (5) five taxable years have
passed since the last application of the
look-back method.

In th e Taxpayer Relief Act of 1997,
section 460(b)(6) was added to provide
taxpayers with an election not to apply the
look-back method to long-term contracts
in either of the following cases (de min-
imis cases).  First, a taxpayer does not
apply the look-back method in the com-
pletion year if, for each prior contract
year, the cumulative taxable income (or
loss) actually reported under the contract
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is within 10 percent of the cumulative
look-back income (or loss). Cumulative
look-back income (or loss) is the amount
of taxable income (or loss) that the tax-
payer would have reported if the taxpayer
had used actual contract price and costs
instead of estimated contract price and
costs. Second, a taxpayer does not apply
the look-back method in a post-comple-
tion taxable year if, as of the close of the
post-completion taxable year, the cumula-
tive taxable income (or loss) under the
contract is within 10 percent of the cumu-
lative look-back income (or loss) under
the contract as of the close of the most re-
cent year in which the look-back method
was applied to the contract (or would
have been applied but for this election).

These temporary regulations provide
that a taxpayer may elect not to apply the
look-back method to long-term contracts
in de minimiscases by attaching a state-
ment to the taxpayer’s timely filed federal
income tax return (including extensions)
for the taxable year the election is effec-
tive or to an amended return for that year,
provided the amended return is filed on or
before March 31, 1998. 

This election applies to all long-term
contracts completed during and after the
year of election, unless the Commissioner
consents to the revocation of the election.
These temporary regulations apply to
long-term contracts completed in taxable
years ending after August 5, 1997.

Special Analyses

It has been determined that this final
and temporary regulation is not a signifi-
cant regulatory action as defined in EO
12866.  Therefore, a regulatory assess-
ment is not required.  It is hereby certified
that the collection of information in these
regulations will not have a significant
economic impact on a substantial number
of small entities. This certification is
based on the fact that the time required to
prepare and file an election statement is
minimal and will not have a significant
impact on those small entities that choose
to make the election.  In addition, the
election need only be made once by a tax-
payer. Therefore, a Regulatory Flexibility
Analysis under the Regulatory Flexibility
Act (5 U.S.C. chapter 6) is not required.
Pursuant to section 7805(f) of the Internal
Revenue Code, this final and temporary
regulation will be submitted to the Chief

Counsel for Advocacy of the Small Busi-
ness Administration for comment on its
impact on small business.

Drafting Information

The principal author of these final and
temporary regulations is Leo F. Nolan II,
Office of Assistant Chief Counsel (In-
come Tax and Accounting).  However,
other personnel from the IRS and Trea-
sury Department participated in their de-
velopment.

*  *  *  *  *

26 CFR Part 602

Reporting and recordkeeping
requirements.

Amendments to the Regulations

Accordingly, 26 CFR part 1 is amended
as follows:

PART 1—INCOME TAXES

Paragraph 1.  The authority citation for
part 1 is amended by adding an entry for
Section 1.460-6T in numerical order to
read in part as follows:

Authority: 26 U.S.C. 7805 * * * 
§1.460–6T also issued under 26 U.S.C.

460(h). * * *
Par. 2. Section 1.460–0 is amended by

adding an entry for §1.460–6T to read as
follows:

§1.460– Outline of regulations under
section 460.

*  *  *  *  *

§1.460–6T Look-back method
(temporary).

(a) through (i) [Reserved]
(j) Election not to apply look-back

method in de minimiscases.

*  *  *  *  *

Par. 3.  Section 1.460–6T is added to
read as follows:

§1.460–6T Look-back method
(temporary).

(a) through (h) [Reserved]  For further
guidance, see §1.460–6(a) through (h).

(i) [Reserved]
(j) Election not to apply look-back

method in de minimiscases. Section
460(b)(6) provides taxpayers with an

election not to apply the look-back method
to long-term contracts in de minimiscases,
effective for contracts completed in taxable
years ending after August 5, 1997.  To
make an election, a taxpayer must attach a
statement to its timely filed original federal
income tax return (including extensions)
for the taxable year the election is to be-
come effective or to an amended return for
that year, provided the amended return is
filed on or before March 31, 1998. This
statement must have the legend “NOTIFI-
CATION OF ELECTION UNDER SEC-
TION 460(b)(6)”; provide the taxpayer’s
name and identifying number and the ef-
fective date of the election; and identify the
trades or businesses that involve long-term
contracts.  An election applies to all long-
term contracts completed during and after
the taxable year for which the election is
effective.  An election may not be revoked
without the Commissioner’s consent.  A
consolidated group of corporations, as de-
fined in §1.1502–1(h), is subject to consis-
tency rules analogous to those in §1.460–
6(e)(2) (concerning election to use delayed
reapplication method) and in §1.460–
6(d)(4)(ii)(C) (concerning election to use
simplified marginal impact method). 

PART 602—OMB CONTROL
NUMBERS UNDER THE
PAPERWORK REDUCTION ACT

Par. 4.  The authority citation for part
602 continues to read as follows:

Authority:  26 U.S.C. 7805.
Par. 5.  In §602.101, paragraph (c) is

amended by adding an entry to the table
in numerical order to read as follows:

§602.101  OMB Control numbers.

*  *  *  *  *

(c)  * * *

CFR part or section Current OMB
where identified control No.
and described

*  *  *  *  *

1.460–6T(j)  . . . . . . . . . . . . . .1545–1572

*  *  *  *  *

Michael P. Dolan,
Deputy Commissioner of 

Internal Revenue.
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Approved December 18, 1997.

Donald C. Lubick,
Acting Assistant Secretary of 

the Treasury.

(Filed by the Office  of the Federal Register on
January 12, 1998, 8:45 a.m., and published in the
issue of the Federal Register for January 13, 1998,
63 F.R. 1917)

Section 501.—Exemption From
Tax on Corporations, Certain
Trusts, Etc.

26 CFR 1.501(c)(3)–1:  Organizations organized
and operated for religious, charitable, scientific,
testing for public safety, literary, or educational
purposes, or for the prevention of cruelty to
children or animals.
(Also §§ 170 and 509.)

Tax consequences of participation by
hospitals described in section 501(c)(3)
of the Code in joint ventures with for-
profit entities. This ruling provides ex-
amples illustrating whether nonprofit hos-
pitals that participate in joint ventures
with for-profit entities continue to qualify
for exemption as organizations described
in section 501(c)(3) of the Code.

Rev. Rul. 98–15

ISSUE

Whether, under the facts described
below, an organization that operates an
acute care hospital continues to qualify
for exemption from federal income tax as
an organization described in § 501(c)(3)
of the Internal Revenue Code when it
forms a limited liability company (LLC)
with a for-profit corporation and then
contributes its hospital and all of its other
operating assets to the LLC, which then
operates the hospital.

FACTS

Situation 1

A is a nonprofit corporation that owns
and operates an acute care hospital.  A has
been recognized as exempt from federal
income tax under § 501(a) as an organiza-
tion described in § 501(c)(3) and as other
than a private foundation as defined in
§ 509(a) because it is described in
§ 170(b)(1)(A)(iii).  B is a for-profit cor-
poration that owns and operates a number
of hospitals.

A concludes that it could better serve its
community if it obtained additional fund-
ing.  B is interested in providing financing
for A’s hospital, provided it earns a rea-
sonable rate of return.  A and B form a lim-
ited liability company, C.  A contributes all
of its operating assets, including its hospi-
tal to C.  B also contributes assets to C.  In
return, A and B receive ownership inter-
ests in C proportional and equal in value
to their respective contributions.

C’s Articles of Organization and Oper-
ating Agreement (“governing docu-
ments”) provide that C is to be managed
by a governing board consisting of three
individuals chosen by A and two individu-
als chosen by B.  A intends to appoint
community leaders who have experience
with hospital matters, but who are not on
the hospital staff and do not otherwise en-
gage in business transactions with the
hospital.

The governing documents further pro-
vide that they may only be amended with
the approval of both owners and that a
majority of three board members must ap-
prove certain major decisions relating to
C’s operation, including decisions relat-
ing to any of the following topics:

A.  C’s annual capital and operating
budgets;

B.  Distributions of C’s earnings;
C.  Selection of key executives;
D.  Acquisition or disposition of health

care facilities;
E.  Contracts in excess of $x per year;
F.  Changes to the types of services of-

fered by the hospital; and
G.  Renewal or termination of manage-

ment agreements.
The governing documents require that

C operate any hospital it owns in a man-
ner that furthers charitable purposes by
promoting health for a broad cross section
of its community.  The governing docu-
ments explicitly provide that the duty of
the members of the governing board to
operate C in a manner that furthers chari-
table purposes by promoting health for a
broad cross section of the community
overrides any duty they may have to oper-
ate C for the financial benefit of its own-
ers.  Accordingly, in the event of a con-
flict between operation in accordance
with the community benefit standard and
any duty to maximize profits, the mem-
bers of the governing board are to satisfy
the community benefit standard without

regard to the consequences for maximiz-
ing profitability.

The governing documents further pro-
vide that all returns of capital and distrib-
utions of earnings made to owners of C
shall be proportional to their ownership
interests in C.  The terms of the governing
documents are legal, binding, and en-
forceable under applicable state law.

C enters into a management agreement
with a management company that is unre-
lated to A or B to provide day-to-day man-
agement services to C.  The management
agreement is for a five-year period, and
the agreement is renewable for additional
five-year periods by mutual consent.  The
management company will be paid a
management fee for its services based on
C’s gross revenues.  The terms and condi-
tions of the management agreement, in-
cluding the fee structure and the contract
term, are reasonable and comparable to
what other management firms receive for
similar services at similarly situated hos-
pitals.  C may terminate the agreement for
cause.

None of the officers, directors, or key
employees of A who were involved in
making the decision to form C were
promised employment or any other in-
ducement by C or B and their related enti-
ties if the transaction were approved.
None of A’s officers, directors, or key em-
ployees have any interest, including any
interest through attribution determined in
accordance with the principles of § 318,
in B or any of its related entities.

Pursuant to § 301.7701–3(b) of the
Procedure and Administrative Regula-
tions, C will be treated as a partnership
for federal income tax purposes.

A intends to use any distributions it re-
ceives from C to fund grants to support
activities that promote the health of A’s
community and to help the indigent ob-
tain health care.  Substantially all of A’s
grantmaking will be funded by distribu-
tions from C.  A’s projected grantmaking
program and its participation as an owner
of C will constitute A’s only activities.

Situation 2

D is a nonprofit corporation that owns
and operates an acute care hospital.  D has
been recognized as exempt from federal
income tax under § 501(a) as an organiza-
tion described in § 501(c)(3) and as other
than a private foundation as defined in
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