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Limitations on Passive Activity
Losses and Credits—Treatment
of Self-Charged Items of Income
and Expense

Notice 2001–47

On April 5, 1991, the Treasury Depart-
ment and the Internal Revenue Service pub-
lished in the Federal Register a notice of pro-
posed rulemaking (PS–39–89, 1991–1 C.B.
983 [56 Fed. Reg. 14034]) relating to the
treatment of self-charged items of income
and expense for purposes of applying the
limitations on passive activity losses and
passive activity credits under § 469 of the In-
ternal Revenue Code.  The comment period
for those regulations ended in 1991 and sev-
eral comments were received.

Treasury and the Service intend to fi-
nalize regulations under § 1.469–7.
Given the length of time since the regula-
tions were proposed and the number of
amendments that have been made to the
statutory provisions since that time, Trea-
sury and the Service believe that an addi-
tional comment period is appropriate.
Consideration will be given to all com-
ments previously submitted in response to
the notice of proposed rulemaking pub-
lished in 1991 as well as to any additional
written comments on proposed regula-
tions § 1.469–7 that are submitted timely
to the Service in response to this notice.

Written (a signed original and eight (8)
copies) or electronic comments must be re-
ceived by November 5, 2001.  Send written
comments to:  Internal Revenue Service,
NT 2001–47, CC:PSI:3, P.O. Box 7604,
Ben Franklin Station, Washington, DC.
Comments may be hand delivered Monday
through Friday between the hours of 8 a.m.
and 5 p.m. to the courier’s desk at 1111
Constitution Avenue, NW, Washington, DC.
Alternatively, taxpayers may submit com-
ments electronically to Notice.Com
ments@m1.irscounsel.treas.gov.  All sub-
missions will be open to public inspection.

The principal author of this notice is
Paul B. Myers of the Office of Associate
Chief Counsel (Passthroughs and Special
Industries).  For further information re-
garding this notice, contact Paul B. Myers
or Danielle Grimm at (202) 622-3080 (not
a toll-free call).

26 CFR § 301.7121–1: Closing agreements. 
(Also Part 1, section 7702A)

Rev. Proc. 2001–42

SECTION 1.  PURPOSE

This revenue procedure provides the
procedures by which an issuer may rem-
edy an inadvertent non-egregious failure
to comply with the modified endowment
contract rules under § 7702A of the Inter-
nal Revenue Code.

SECTION 2.  BACKGROUND

.01 Definition of a modified endowment
contract (“MEC”).

(1) Section 7702A(a) provides that a
life insurance contract is a MEC if the
contract—

(a) is entered into on or after June
21, 1988, and fails to meet the “7-pay
test” of § 7702A(b), or

(b) is received in exchange for a
contract described in paragraph (a) of this
section 2.01(1).

(2) A contract fails to meet the 7-pay
test if the accumulated amount paid under
the contract at any time during the first 7
contract years exceeds the sum of the net
level premiums which would have to be
paid on or before such time if the contract
were to provide for paid-up “future bene-
fits” (as defined in §§ 7702A(e)(3) and
7702(f)(4)) after the payment of 7 level
annual premiums.

(3) Section 72(e)(11) provides that,
for purposes of determining amounts in-
cludible in gross income, all MECs issued
by the same company to the same contract
holder during any calendar year are
treated as one MEC.

.02 Tax treatment of amounts received
under a MEC.  Section 72(e)(10) provides
that a MEC is subject to the rules of 
§ 72(e)(2)(B), which tax non-annuity dis-
tributions on an income-out-first basis,
and the rules of § 72(e)(4)(A) (as 
modified by §§ 72(e)(10)(A)(ii) and
72(e)(10)(B)), which generally deem
loans and assignments or pledges of any
portion of the value of a MEC to be non-
annuity distributions.  Moreover, under 
§ 72(v), the portion of any annuity or non-
annuity distribution received under a
MEC that is includible in gross income is

subject to a 10% additional tax unless the
distribution is made on or after the date on
which the taxpayer attains age 59 1/2, is at-
tributable to the taxpayer’s becoming dis-
abled (within the meaning of § 72(m)(7)),
or is part of a series of substantially equal
periodic payments (not less frequently than
annually) made for the life (or life ex-
pectancy) of the taxpayer or the joint lives
(or joint life expectancies) of such taxpayer
and the taxpayer’s beneficiary.

.03 Need for a correction mechanism.
(1) The Internal Revenue Service

(“Service”) became aware of situations in
which, as a result of inadvertent non-egre-
gious failures to comply with the MEC
rules, life insurance premiums had been
collected which exceed the 7-pay limit
provided by § 7702A(b).  This could pro-
duce significant unforeseen tax conse-
quences for the contract holders.  To allow
issuers to remedy such situations, Rev.
Proc. 99–27, 1999–1 C.B. 1186, set forth
the circumstances under which the Service
would enter into closing agreements which
would provide that contracts identified in
the closing agreements would not be
treated as MECs.  Rev. Proc. 99–27 ap-
plied only to requests for relief that were
received by the Service on or before May
31, 2001, generally permitted an issuer to
make only one request for correction, and
excluded certain contracts from the proce-
dure’s correction mechanism. 

(2) Some issuers were unable to
comply with the May 31, 2001, deadline
in Rev. Proc. 99–27 or filed a timely sub-
mission for some contracts but desire to
file supplemental submissions for addi-
tional contracts.  Also, issuers desire to
correct contracts that were not correctable
under Rev. Proc. 99–27.  To allow issuers
to remedy such situations, the Service
under the circumstances described below
will enter into closing agreements which
will provide that contracts identified in
the closing agreements will not be treated
as MECs.

SECTION 3. DEFINITIONS

The following definitions and rules
apply solely for purposes of this revenue
procedure. 

.01 Testing period.  The 7-year period
described in § 7702A(b) or such addi-
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