
1999 for the purpose of constructing a water facility.

To the extent that the $1,000,000 exceeded the ac-

tual cost of the facility, the contribution was subject

to being returned.   In 2000, M built the facility at a

cost of $700,000 and returned $200,000 to the con-

tributor.  As of the end of 2001, M had not returned

the remaining $100,000.  Assuming accurate records

are kept, the requirement under section 118(c)(2) is

satisfied for $700,000 of the contribution.  Because

$200,000 of the contribution was returned within the

time period during which qualifying expenditures

could be made, this amount is not includible in M’s

income.  However, the remaining $100,000 is in-

cludible in M’s income for its 1999 taxable year (the

taxable year in which the amount was received) be-

cause the amount was neither spent nor repaid dur-

ing the prescribed time period.  To the extent M re-

pays the remaining $100,000 after year 2001, M

would be entitled to a deduction in the year such re-

payment is paid or incurred.

(d)  Adjusted basis—(1)  Exclusion
from basis.  Except for a repayment de-
scribed in paragraph (d)(2) of this section,
to the extent that a water or sewerage dis-
posal facility is acquired or constructed
with an amount received as a contribution
to the capital of the taxpayer under para-
graph (a) of this section, the basis of the
facility is reduced by the amount of the
contribution.  To the extent the water or
sewerage disposal facility is acquired as a
contribution to the capital of the taxpayer
under paragraph (a) of this section, the
basis of the contributed facility is zero.

(2)  Repayment of contribution.  If a
contribution to the capital of the taxpayer
under paragraph (a) of this section is re-
paid to the contributor, either in whole or
in part, then the repayment amount is a
capital expenditure in the taxable year in
which it is paid or incurred, resulting in
an increase in the property’s adjusted
basis in such year.

(3)  Allocation of contributions.An
amount treated as a capital expenditure
under this paragraph (d) is to be allocated
proportionately to the adjusted basis of
each property acquired or constructed
with the contribution based on the relative
cost of such property.

(4) Example. The application of this
paragraph (d) is illustrated by the follow-
ing example:

Example.  A, a calendar year regulated public

utility that provides water services, received a

$1,000,000 contribution in aid of construction in

1999 as an advance from B, a developer, for the pur-

pose of constructing a water facility.  To the extent

that the $1,000,000 exceeds the actual cost of the fa-

cility, the contribution is subject to being returned.

Under the terms of the advance, A agrees to pay to B

a percentage of the receipts from the facility over a

fixed period, but limited to the cost of the facility.  In

2000, A builds the facility at a cost of $700,000 and

returns $300,000 to B.  In 2001, A pays $20,000 to B

out of the receipts from the facility.  Assuming accu-

rate records are kept, the $700,000 advance is a con-

tribution to the capital of A under paragraph (a) of

this section and is excludable from A’s income.  The

basis of the $700,000 facility constructed with this

contribution to capital is zero.  The $300,000 excess

amount is not a contribution to the capital of A under

paragraph (a) of this section because it does not

meet the expenditure rule described in paragraph

(c)(1) of this section.  However, this excess amount

is not includible in A’s income pursuant to paragraph

(c)(2)(ii) of this section since the amount is repaid to

B within the required time period.  The repayment of

the $300,000 excess amount to B in 2000 is not

treated as a capital expenditure by A.  The $20,000

payment to B in 2001 is treated as a capital expendi-

ture by A in 2001 resulting in an increase in the ad-

justed basis of the water facility from zero to

$20,000.

(e)  Statute of limitations—(1) Exten-
sion of statute of limitations.Under sec-
tion 118(d)(1), the statutory period for as-
sessment of any deficiency attributable to
a contribution to capital under paragraph
(a) of this section does not expire before
the expiration of 3 years after the date the
taxpayer notifies the Secretary in the time
and manner prescribed in paragraph (e)(2)
of this section.

(2)  Time and manner of notification.
Notification is made by attaching a state-
ment to the taxpayer’s federal income tax
return for the taxable year in which any of
the reportable items in paragraphs
(e)(2)(i) through (iii) of this section occur.
The statement must contain the taxpayer’s
name, address, employer identification
number, taxable year and the following
information with respect to contributions
of property other than water or sewerage
disposal facilities that are subject to the
expenditure rule described in paragraph
(c) of this section:

(i)  The amount of contributions in aid
of construction expended during the tax-
able year for property described in section
118(c)(2)(A) (qualified property) as re-
quired under paragraph (c)(1) of this sec-
tion, identified by taxable year in which
the contributions were received.

(ii)  The amount of contributions in aid

of construction that the taxpayer does not
intend to expend for qualified property as
required under paragraph (c)(1) of this
section, identified by taxable year in
which the contributions were received.

(iii)  The amount of contributions in aid
of construction that the taxpayer failed to
expend for qualified property as required
under paragraph (c)(1) of this section,
identified by taxable year in which the
contributions were received.

(f)  Effective date.  This section is ap-
plicable for any money or other property
received by a regulated public utility that
provides water or sewerage disposal ser-
vices on or after the date final regulations
are published in the Federal Register.

Robert E. Wenzel,
Deputy Commissioner of 

Internal Revenue.

(Filed by the Office of the Federal Register on De-

cember 17, 1999, 8:45 a.m., and published in the

issue of the Federal Register for December 20, 1999,

64 F.R. 71082)

Announcement and Request for
Comments on Certain Plans of
State and Local Government
Employers under Section 457

Announcement 2000-1

Purpose

The Internal Revenue Service (IRS) is
considering the proper treatment of
amounts under certain plans of state and
local governments. This announcement
provides interim information about the re-
porting requirements that apply to these
plans. The information contained in this
announcement will apply until further
guidance is issued by the Service.

Background

Section 457 plans are nonqualified de-
ferred compensation plans established by
state and local government and tax-exempt
employers.  Under section 457(e)(11) of the
Internal Revenue Code, certain bona fide
sick, vacation, compensatory time, sever-
ance pay, disability pay or death benefit
plans are treated as not providing for the
deferral of compensation and are therefore
excluded from section 457. 



If a plan is not a bona fide plan described
in section 457(e)(11), the proper reporting
of amounts under the plan generally de-
pends on whether the plan is an eligible
plan that meets the requirements of section
457(b) or an ineligible section 457(f) plan
that does not meet these requirements.  In
order to be an eligible plan under section
457(b), the plan must meet a number of re-
quirements, including the requirement that
the amounts deferred for each year must
generally not exceed the lesser of $8000
(for 1999) or 33 1/3 percent of compensa-
tion and must be subject to restrictions on
the time of distribution.  

Under section 457(a), compensation de-
ferred under an eligible plan, and the in-
come attributable to that deferred compen-
sation, is not includible in gross income
until the taxable year in which the amounts
are actually paid or made available to the
plan participant or other beneficiary.  Simi-
larly, if a plan is a bona fide severance pay
plan described in section 457(e)(11),
amounts under the plan are generally not
includible in gross income until paid or
made available.  In contrast, amounts under
a plan described in section 457(f) are in-
cluded in the participant or beneficiary’s
gross income for the first taxable year in
which there is no substantial risk of forfei-
ture of the rights to the compensation. 

Timing of reporting of payments under
certain plans

Under this interim guidance by the Ser-
vice, state and local governments should
not report amounts, on either a Form 1099
or a Form W-2, for any year prior to the
year in which the participant or benefi-
ciary is in actual or constructive receipt of
these amounts, if the amounts are pro-
vided under the following type of plan:
• The plan was in existence on December
22, 1999. 
• The plan is a broad-based plan main-
tained by a state or  local government em-
ployer  primarily for non-highly compen-
sated employees.
• The plan is nonelective.  That is, the
plan must not provide the participant with
a choice between current and future com-
pensation.
• The plan has been treated by the state or
local government as a bona fide severance
pay plan under section 457(e)(11) for
those years before calendar year 1999 in
which the plan was in existence.

• The plan satisfies the following three re-
quirements:

a. Payments under the plan are
designed to provide supplemental
income for a transitional period, rather
than to provide retirement income.
b.  Payments under the plan are made
only after separation from service with
the employer, including retirement.
c.  Payments are completed within a
short period of time, not to exceed 5
years, after separation from service.
Solely for purposes of this announce-

ment, a plan that provides severance pay
benefits as described in §31.3121(v)(2)-
1(b)(4)(iv)(B) of the Regulations will be
treated as satisfying (a), (b) and (c) above.

REQUEST FOR PUBLIC COMMENT

The Service and the Treasury Depart-
ment understand that, in the absence of for-
mal guidance, many state and local gov-
ernments maintain plans with the above
characteristics under the belief that these
plans are “bona fide severance pay plans”
within the meaning of section 457(e)(11),
and accordingly would not be subject to
the income inclusion provisions applicable
to ineligible section 457(f) plans.  The Ser-
vice and the Treasury Department are now
considering guidance under section 457
with respect to certain plans of state and
local government and tax-exempt employ-
ers and are requesting comments on what
types of plans maintained by state and
local government and tax exempt employ-
ers are properly considered bona fide sev-
erance pay plans for purposes of section
457.  Send written comments to: Internal
Revenue Service, Attn:
CC:DOM:CORP:R (Section 457 Plans),
Room 5201, P.O. Box 7604, Ben Franklin
Station, Washington, D.C. 20044.  Written
comments may be hand delivered Monday
through Friday between the hours of 8 a.m.
and 5 p.m. to:  Internal Revenue Service,
Courier’s Desk, Attn: CC:DOM:CORP:R
(Section 457 Plans), 1111 Constitution Av-
enue, N.W., Washington, D.C. 20224.  Al-
ternatively, written comments may be sub-
mitted electronically via the Internet by
selecting the “Tax Regs” option on the IRS
Home Page, or by submitting them directly
to the IRS Internet site at:
http://www.irs.gov/tax_regs/regslist.html.  

Comments should be received by Febru-
ary 20, 2000.

FOR FURTHER INFORMATION

CONTACT:  Cheryl Press of the Office
of Associate Chief Counsel (Em-
ployee Benefits and Exempt Organi-
zations)at (202) 622-4606 (not a toll-
free number).
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