
Eligible Rollover Distributions

Notice 99–5

I.  PURPOSE

This notice provides transition relief
and guidance relating to the exception to
the definition of eligible rollover distribu-

tion for certain hardship distributions.
This exception was added to §§ 402(c)(4)
and 403(b)(8)(B) of the Internal Revenue
Code (the “Code”) by § 6005(c)(2)(A)
and (B) of the Internal Revenue Service
Restructuring and Reform Act of 1998,
Pub. L. 105–206 (“RRA 98”).  The transi-
tion relief responds to significant com-
ment activity evidencing the inability of
many plan administrators and taxpayers
to adjust their systems to accommodate
the new exception by January 1, 1999.  In
general, the relief granted allows both §
401(a) plans and § 403(b) annuities to
delay implementation of the exception as
it applies to distributions occurring before
January 1, 2000.

II.  BACKGROUND

Section 401(a)(31) requires a plan to
permit distributees to elect to have an eli-
gible rollover distribution paid directly to
an eligible retirement plan specified by
the distributee.

Section 403(b)(10) provides that a 
§ 403(b) annuity must meet requirements
similar to the requirements of 
§ 401(a)(31).

Section 402(c)(4) generally provides
that any distribution of the balance to the
credit of an employee is an eligible
rollover distribution.  However, as excep-
tions to this general rule, that section
specifies certain distributions of the bal-
ance to the credit of an employee that are
not eligible rollover distributions.

Prior to amendment by RRA 98, the ex-
ceptions to the definition of eligible
rollover distribution provided for in §
402(c) were limited to any distribution
that is one of a series of substantially
equal periodic payments, any distribution
to the extent such distribution is required
under § 401(a)(9), and any distribution
that is not includible in gross income (de-
termined without regard to the exclusion
for net unrealized appreciation described
in § 402(e)(4)).

Section 403(b)(8) provides that rules
similar to those in § 402(c)(4) apply for
purposes of determining the amount eligi-
ble for rollover from a § 403(b) annuity.
Section 1.403(b)–2, Q&A–1 provides that
an eligible rollover distribution from a 
§ 403(b) annuity is an eligible rollover
distribution described in § 402(c)(4) and 
§ 1.402(c)–2, except that the distribution

is from a § 403(b) annuity rather than a
qualified plan.

Section 6005(c)(2)(A) of RRA 98
added § 402(c)(4)(C) to the Code, which
specifies an additional exception to the
definition of eligible rollover distribution
for any hardship distribution described in
§ 401(k)(2)(B)(i)(IV), effective for distri-
butions after December 31, 1998.  Section
6005(c)(2)(B) of RRA 98 amended 
§ 403(b)(8)(B) of the Code to include a
specific reference to § 402(c)(4)(C).
Thus, the new exception also applies to
distributions from § 403(b) annuities.

Section 401(k)(2)(B)(i) provides that
contributions made under a qualified cash
or deferred arrangement (“CODA”) are
not permitted to be distributed earlier than
the occurrence of certain specified events.
Under § 401(k)(2)(B)(i)(IV), an em-
ployee’s elective contributions may be
distributed upon the hardship of the em-
ployee.  Section 1.401(k)–1(d)(2)(ii) pro-
vides that certain amounts, including
earnings, credited to an employee’s ac-
count as of a date specified in the plan
containing the qualified CODA (which
date generally was required to be before
July 1, 1989) may also be distributed
upon the hardship of the employee.  Con-
tributions not made under a qualified
CODA, such as matching contributions or
profit-sharing contributions that are not
qualified nonelective contributions or
qualified matching contributions, are not
described in § 401(k)(2)(B)(i)(IV).

Sections 403(b)(1) and 403(b)(11) pro-
vide that amounts contributed pursuant to
a salary reduction agreement for years be-
ginning after December 31, 1988, are not
permitted to be distributed earlier than the
occurrence of certain specified events.
Under § 403(b)(11)(B), such amounts
may be distributed upon the hardship of
the employee.  Amounts held in an annu-
ity contract described in § 403(b)(1) as of
the close of the last year beginning before
January 1, 1989, and amounts contributed
to the contract as nonelective employer
contributions are generally not subject to
distribution restrictions.

Sections 403(b)(7) and 403(b)(11) pro-
vide that amounts contributed to a custo-
dial account described in § 403(b)(7) are
not permitted to be distributed earlier than
the occurrence of certain specified events.
Under §§ 403(b)(7) and 403(b)(11), con-
tributions made pursuant to a salary re-
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duction agreement, as well as any other
amounts held in the custodial account as
of the close of the last year beginning be-
fore January 1, 1989, may be distributed
upon the hardship of the employee.

III.  DEFINITIONS

For purposes of this notice, a “§ 403(b)
annuity” includes an annuity contract, a
custodial account, and a retirement in-
come account described in § 403(b) (see 
§ 1.403(b)–2, Q&A-1) and a “qualified
plan” is an employees’ trust described in 
§ 401(a) that is exempt from tax under 
§ 501(a) or an annuity plan described in 
§ 403(a) (see § 1.402(c)–2, Q&A-2).

IV.  TRANSITION RELIEF

Concerns have been raised by a signifi-
cant number of plan administrators and
recordkeepers about the infeasibility of
changing plan systems in time to comply
with the new exception to the definition
of eligible rollover distribution.  Com-
ments have referred to the fact that 
frequently an amount that is a hardship
distribution described in § 401(k)(2)-
(B)(i)(IV) or § 403(b) is distributed in
combination with other amounts that are
eligible for rollover under § 402(c).
Many plan administrators and record-
keepers have indicated that it is not possi-
ble for them, in time for distributions to
be made in 1999, both to develop systems
to reflect the change in treatment for the
portion of a distribution that is no longer
eligible for rollover because it is a hard-
ship distribution described in § 401(k)-
(2)(B)(i)(IV) and to develop procedures
to explain this change to distributees.

In response to these concerns, for dis-
tributions during calendar year 1999, the
Service and Treasury will allow any dis-
tribution from a qualified plan or § 403(b)
annuity to be treated as an eligible
rollover distribution within the meaning
of § 402(c)(4) for all purposes under the
Code to the extent that the distribution
would have been an eligible rollover dis-
tribution under the definition of eligible
rollover distribution under § 402(c)(4)
immediately prior to its amendment by
RRA 98.  However, a qualified plan or 
§ 403(b) annuity is permitted to determine
the amount of any eligible rollover distri-
bution in 1999 using the definition of eli-
gible rollover distribution in § 402(c)(4)

as amended by RRA 98.  The use of the
amended definition by the qualified plan
or § 403(b) annuity in 1999 will not affect
the eligibility of a distributee to determine
the portion of the distribution that is an el-
igible rollover distribution using the defi-
nition in effect under § 402(c)(4) prior to
its amendment by RRA 98, if the distribu-
tee chooses to roll over the distribution
within 60 days pursuant to § 402(c) or 
§ 403(b)(8).

V.  HARDSHIP DESCRIBED IN
SECTION 401(k)(2)(B)(i)(IV)

For distributions after December 31,
1999, the following rules apply to hard-
ship distributions described in § 401(k)-
(2)(B)(i)(IV):

A.  The portion of a distribution from a
qualified plan that is ineligible for roll-
over treatment because it is “a hardship
distribution described in § 401(k)(2)(B)-
(i)(IV)” is the amount described in 
§ 1.401(k)–1(d)(2)(ii).  Similarly, the por-
tion of a distribution from a custodial ac-
count described in § 403(b)(7) made on
account of hardship that is ineligible for
rollover treatment is the amount of contri-
butions made pursuant to a salary reduc-
tion agreement increased by any other
amounts held in the custodial account as
of the close of the last year beginning be-
fore January 1, 1989.  However, in the
case of an annuity contract described in 
§ 403(b)(1), the portion of a hardship dis-
tribution that is ineligible for rollover
treatment is the amount of contributions
made pursuant to a salary reduction
agreement in years beginning after De-
cember 31, 1988, and does not include
amounts held in the contract as of the
close of the last year beginning before
January 1, 1989, or amounts attributable
to nonelective employer contributions
(because both of these amounts are dis-
tributable without regard to the hardship
of the employee).

B.  If another event occurs, such as the
employee’s separation from service or at-
tainment of age 591⁄2, so that distribution of
an amount is permitted, without regard to
hardship, under § 401(k)(2)(B), § 403(b)-
(7) or § 403(b)(11), no amount distributed
after that event is ineligible for rollover
treatment on account of being a hardship
distribution described in § 401(k)(2)-
(B)(i)(IV), § 403(b)(7) or § 403(b)(11).

This rule applies regardless of whether the
qualified plan or § 403(b) annuity charac-
terizes the distribution as a hardship distri-
bution described in § 401(k)(2)(B)(i)(IV),
§ 403(b)(7) or § 403(b)(11).

C.  If a portion of a distribution that in-
cludes a hardship distribution is not in-
cludible in gross income, the portion of
the distribution that is not includible in
gross income is first allocated to the hard-
ship distribution and then any remaining
portion not includible in gross income is
allocated to the portion of the distribution
that is not a hardship distribution.

VI.  REMEDIAL AMENDMENT
PERIOD

Some plans may contain provisions
that conflict with the definition of eligible
rollover distribution in § 402(c)(4) of the
Code as amended by § 6005(c)(2) of RRA
98.  If these plans choose to comply in op-
eration with the amended definition in
1999, they are not required to conform
plan language to the amended definition
prior to the date set forth below.

Section 1.401(b)–1T(b)(3) authorizes
the Commissioner to designate a plan pro-
vision as a disqualifying provision that ei-
ther (1) results in the failure of the plan to
satisfy the qualification requirements of
the Code by reason of a change in those
requirements or (2) is integral to a qualifi-
cation requirement that has been changed.
Section 1.401(b)–1T(c)(3) authorizes the
Commissioner, in the case of a disqualify-
ing provision designated as described in
the preceding sentence, to impose limits
and provide additional rules regarding the
amendments that may be made with re-
spect to that disqualifying provision.

Pursuant to § 1.401(b)–1T(b)(3) and
(c)(3), a plan provision is hereby desig-
nated as a disqualifying provision if the
plan provision is integral to the require-
ments of § 401(a)(31), but only to the ex-
tent such provision is amended to reflect
the change made by § 6005(c)(2) of RRA
98, provided that the following conditions
are satisfied.  First, the plan provision
must be amended to reflect the change
made by § 6005(c)(2) of RRA 98 by no
later than the last day of the first plan year
beginning after December 31, 1998.  (If
an employer or plan administrator files a
request for a determination letter on the
qualified status of a plan by the last day of
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the first plan year beginning after Decem-
ber 31, 1998, then the date by which the
plan provision must be amended shall be
extended through the 91st day following
the applicable date under § 1.401(b)–
1(e)(3)(i) or (ii).)  Second, the plan provi-
sion as amended must be effective as of
the first day the plan operates in accor-
dance with the change made by 
§ 6005(c)(2) of RRA 98.

VII.  DRAFTING INFORMATION

The principal author of this notice is
Roger Kuehnle of the Employee Plans Di-
vision.  For further information regarding
this notice, please contact the Employee
Plans Division’s taxpayer assistance tele-
phone service at (202) 622-6074/6075
(not toll-free numbers), between the hours
of 1:30 and 3:30 p.m. Eastern Time, Mon-
day through Thursday.

Payment of Employment Taxes
with Respect to Disregarded
Entities

Notice 99–6

PURPOSE

This notice solicits comments from tax-
payers and practitioners regarding issues
related to employment tax reporting and
payment by qualified subchapter S sub-
sidiaries and other entities that are disre-
garded as entities separate from their
owners for federal tax purposes.  This no-
tice also discusses two methods of em-
ployment tax compliance that will be ac-
cepted by the Service until such time as
formal reporting procedures are provided
in other guidance.

Since the recent enactment of legisla-
tion and promulgation of regulations pro-
viding that certain wholly owned entities
will be disregarded as entities separate
from their owners, the Service has re-
ceived many questions from taxpayers
concerning the treatment of disregarded
entities for federal employment tax pur-
poses.  To help employers comply with
the employment tax requirements, the De-
partment of the Treasury and the Internal
Revenue Service intend to issue guidance
illustrating the proper method for report-
ing employment taxes with respect to
these entities.  

BACKGROUND

Under § 1361 of the Internal Revenue
Code (as amended by § 1308 of the Small
Business Job Protection Act of 1996, Pub.
L. No. 104–188, 110 Stat. 1755 and 
§ 1601 of the Taxpayer Relief Act of
1997, Public Law 105–34, 111 Stat. 788),
an S corporation may own a qualified
subchapter S subsidiary. Section 1361(b)-
(3)(B) defines the term “qualified sub-
chapter S subsidiary” (QSub) as a domes-
tic corporation that is not an ineligible
corporation (as defined in § 1361(b)(2)),
if (1) an S corporation holds 100 percent
of the stock of the corporation, and (2)
that S corporation elects to treat the sub-
sidiary as a QSub.  Except as otherwise
provided in regulations, a corporation for
which a QSub election is made is not
treated as a separate corporation for fed-
eral tax purposes, and all assets, liabili-
ties, and items of income, deduction, and
credit of the QSub are treated as assets, li-
abilities, and items of income, deduction,
and credit of the parent S corporation.
Similar rules apply to qualified REIT sub-
sidiaries under § 856(i). 

Regulations issued under § 7701 of the
Code provide for another type of disre-
garded entity.  Section 301.7701–2(c)(2)
of the Procedure and Administration Reg-
ulations provides that a business entity
that has a single owner and that is not a
corporation under § 301.7701–2(b) is dis-
regarded as an entity separate from its
owner for all federal tax purposes.  

In general, employment tax responsi-
bilities rest with an employer.  For federal
employment tax purposes, the common
law rules for determining the identity of
the employer ordinarily apply.  Under
these rules, the person for whom services
are performed as an employee is generally
considered the employer for purposes of
the employment tax provisions.  An em-
ployer generally is required to withhold
and pay over applicable taxes from em-
ployees’ wages, pay employer taxes,
make timely tax deposits, file employ-
ment tax returns, and issue wage state-
ments to employees (collectively, “em-
ployment tax obligations”).     

REQUEST FOR COMMENTS

Section 1361(b)(3) and § 301.7701–
2(c)(2) cause the owner of a disregarded
entity to be treated as the employer of the

disregarded entity’s employees for federal
employment tax purposes.  Thus, the
owner generally is responsible for com-
plying with all the employment tax oblig-
ations related to those employees.  

Since enactment of the QSub statute
and promulgation of the disregarded en-
tity provision of the regulations, however,
many taxpayers have mistakenly inter-
preted § 1361(b)(3) and § 301.7701–
2(c)(2) as applying only for federal in-
come tax purposes.  In addition, the 
Service has received numerous comments
and questions from other taxpayers that
have properly interpreted the statute con-
cerning the difficulties that arise from ap-
plication of these provisions.  Some of
these taxpayers have expressed a strong
preference for the continued recognition
for employment tax purposes of the sepa-
rate state law entities.  Other taxpayers
have expressed a preference for a literal
application of the provisions, resulting in
the treatment of the owner of the disre-
garded entity as the employer. 

Prior to issuing formal guidance, the
Service is requesting comments concern-
ing employment tax and certain reporting
issues relating to disregarded entities that
should be addressed in future guidance.
This notice solicits comments from tax-
payers and practitioners regarding the fol-
lowing issues:

1)  Any increase or decrease in the ad-
ministrative burden on taxpayers created
by a system of filing employment tax re-
turns under the owner’s name and tax-
payer identification number where em-
ployees are actually employed by a state
law entity that is disregarded as an entity
separate from its owner for federal tax
purposes;

2)  Whether different rules should
apply to newly formed disregarded enti-
ties with no previous employment tax his-
tory as opposed to entities in existence
prior to the time when they became disre-
garded;

3)  Different results (both in amount of
tax, type of tax, and time and method of
deposits) that arise from filing as one em-
ployer as compared to filing as separate
employers; 

4)  Appropriate methods for notifying
the service center about changes in em-
ployment tax obligations when an entity’s
status as a disregarded entity changes;

5)  Possible issues arising in situations

IRB 1999-3  1/13/99 3:58 PM  Page 12


