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transaction described in, or substantially
similar to, the transaction in Notice
99–59, including transactions designed to
reduce gain.  Under section 7805(b)(3),
the Secretary may provide that any regu-
lation may take effect or apply retroac-
tively to prevent abuse.  These regulations
are being applied retroactively to prevent
the abuse described in Notice 99–59.  No
inference should be drawn regarding the
tax treatment of distributions not covered
by these regulations.

Special Analyses

It has been determined that this
Treasury decision is not a significant reg-
ulatory action as defined in Executive
Order 12866.  Therefore, a regulatory
assessment is not required.  Because no
preceding notice of proposed rulemaking
is required for this temporary regulation,
the provisions of the Regulatory
Flexibility Analysis do not apply. 

This Treasury decision is issued pur-
suant to the grants of authority in sections
357(d)(3) and 7805 of the Internal
Revenue Code. This Treasury decision
provides specific rules for determining
the amount by which a distribution under
section 301(b) will be reduced, by apply-
ing the rules of section 357(d).  Section
357(d) was intended to clarify the law
because certain interpretations of existing
law did not reflect the economics of cer-
tain transactions.  Issuing the regulation
in proposed form would continue the dif-
ficulty in ascertaining the appropriate
reduction in distributions under section
301(b). Based on these considerations, it
is determined that this temporary regula-
tion will provide taxpayers with the nec-
essary guidance and authority to ensure
equitable administration of the tax laws.
Therefore, it would be contrary to the
public interest to issue this Treasury deci-
sion with prior notice under section
553(b) or subject to the effective date lim-
itation of section 553(d) of title 5 of the
United States Code.    

Pursuant to section 7805(f) of the
Internal Revenue Code, these temporary
regulations will be submitted to the Chief
Counsel for Advocacy of the Small
Business Administration for comment on
its impact on small business.

*   *   *   *   *

Amendments to the Regulations

Accordingly, 26 CFR part 1 is amend-
ed as follows:

PART 1—INCOME TAXES

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

Authority:  26 U.S.C. 7805.  * * *
Section 1.301–1 also issued under 26
U.S.C. 357(d)(3).
Section 1.301–1T also issued under 26
U.S.C. 357(d)(3). * * *

Par. 2.  Section 1.301–1 is amended by
adding two new sentences at the end of
paragraph (g) to read as follows:

§1.301–1  Rules applicable with respect
to distributions of money and other
property. 

* * * * *
(g) * * * This paragraph (g) applies to

distributions occurring on or before
January 4, 2001.   See §1.301–1T for
rules for distributions occurring after
January 4, 2001, and for distributions
made on or before January 4, 2001, if the
distribution is made as part of a transac-
tion described in, or substantially similar
to, the transaction in Notice 1999–59,
1999–2 C.B. 761, including transactions
designed to reduce gain (see
§601.601(d)(2) of this chapter).
* * * * *

Par. 3.  Section 1.301–1T is added to
read as follows:

§1.301–1T Rules applicable with respect
to distributions of money and other
property (temporary). 

(a) through (f).  [Reserved]  For fur-
ther guidance, see §1.301–1(a) through
(f).

(g) Reduction for liabilities - - (1)
General rule. For the purpose of section
301, no reduction shall be made for the
amount of any liability, unless the liabil-
ity is assumed by the shareholder within
the meaning of section 357(d)(1) and
(2). 

(2)  No reduction below zero.  Any
reduction pursuant to paragraph (g)(1) of
this section shall not cause the amount of
the distribution to be reduced below
zero.

(3) Effective dates - - (i) In general.
This paragraph (g) applies to distributions
occurring after January 4, 2001.

(ii) Retroactive application.  This para-
graph also applies to distributions made
on or before January 4, 2001, if the distri-
bution is made as part of a transaction
described in, or substantially similar to,
the transaction in Notice 1999–59
(1999–2 C.B. 761), including transactions
designed to reduce gain (see
§601.601(d)(2) of this chapter).

Robert E. Wenzel,
Deputy Commissioner 

of Internal Revenue.

Approved December 20, 2000.

Jonathan Talisman,
Acting Assistant Secretary 

of the Treasury.

(Filed by the Office of the Federal Register on Janu-
ary 3, 2001, 8:45 a.m., and published in the issue of
the Federal Register for January 4, 2001, 66 F.R.
723)

Section 404.—Deduction for
Contributions of an Employer to
an Employees’ Trust or Annuity
Plan and Compensation Under a
Deferred-Payment Plan

Deductibility of payments in redemp-
tion of stock held by an employee
stock ownership plan. This ruling
holds that payments in redemption of
stock held by an ESOP that are used to
make distributions to terminating ESOP
participants are not deductible and that
such payments do not constitute “ap-
plicable dividends” under section
404(k)(1) of the Code.

Rev. Rul. 2001–6

ISSUE

Whether payments in redemption of
stock held by an ESOP that are used to
make distributions to terminating ESOP
participants constitute “applicable divi-
dends” under section 404(k)(1) of the
Internal Revenue Code that are
deductible.

FACTS

Corporation A (a C corporation) has a
single class of voting common stock out-
standing.  Corporation A maintains an
employee stock ownership plan (ESOP),
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as defined in section 4975(e)(7) of the
Internal Revenue Code (Code), which
holds stock of Corporation A.  The terms
of the ESOP provide that when
Corporation A pays dividends on its stock,
the ESOP trustee may 1) allocate the div-
idends on the employer securities in a par-
ticipant’s account to the participant; 2)
allocate the dividends on the employer
securities in a participant’s account to the
plan and distribute it in cash to the partic-
ipant not later than 90 days after the close
of the plan year in which paid; or 3) use
the dividends on employer securities allo-
cated to a participant’s account to repay a
loan to the ESOP the proceeds of which
were used to acquire the employer securi-
ties, provided that employer securities
with a fair market value at least equal to
the value of those dividends are allocated
to the participant’s account.  

Under the plan,  participants may elect
to take a distribution in cash or stock at
retirement or termination of employment.
In the current year, 100 participants with
account balances from $2,000 to
$200,000, totaling $5 million, separate
from service, become eligible for distrib-
utions from the ESOP, and elect cash dis-
tributions.  As allowed under the plan,
Corporation A redeems  the shares in the
terminating participants’ accounts for $5
million immediately prior to the distribu-
tions.  Corporation A claims that the
redemptions are treated as dividends
under the applicable rules of sections 301,
302, and 316.

The ESOP pays the $5 million redemp-
tion proceeds to the terminating partici-
pants within 90 days after the close of the
plan year in which the plan received the
proceeds.  

LAW AND ANALYSIS

Section 162(k)(1) provides, with
exceptions not relevant here, that no
deduction otherwise allowable under
Chapter 1 is allowed for any amount paid
or incurred by a corporation in connection
with the reacquisition of its stock or of the
stock of any related person (as defined in
section 465(b)(3)(C)).

Section 404(k)(1) of the Code provides
that, in the case of a C corporation, there
is allowed as a deduction for a taxable
year the amount of any applicable divi-
dend paid in cash by such corporation
during the taxable year with respect to

applicable employer securities.  This
deduction is in addition to the deductions
allowed in section 404(a).

Section 404(k)(2)(A) provides, in rele-
vant part, that the term “applicable divi-
dend” means any dividend which, in
accordance with plan provisions, is paid
to the plan and is distributed in cash to
participants in the plan or their beneficia-
ries not later than 90 days after the close
of the plan year in which paid.

Under section 404(k)(4), the deduction
is allowable in the taxable year of the cor-
poration in which the dividend is paid or
distributed to a participant or beneficiary.

Section 404(k)(5)(A) provides that the
Secretary may disallow the deduction
under paragraph (1) for any dividend if
the Secretary determines that such divi-
dend constitutes, in substance, an evasion
of taxation.

Under these facts, redemption pay-
ments are paid in connection with the
“reacquisition” of the issuer’s stock.
Thus, section 162(k)(1) bars the deduc-
tion of such payments without regard to
whether they would otherwise be
deductible under section 404(k).

Moreover, the treatment of redemption
proceeds as “applicable dividends” under
section 404(k) would produce such anom-
alous results that section 404(k) cannot
reasonably be construed as encompassing
such payments.  See, e.g., Helvering v.
Hammel, 311 U.S. 504, 510–511 (1941)
(the words of a statute must be given “a
restricted rather than a literal or usual
meaning . . . where acceptance of that
meaning would lead to absurd results . . .
or would thwart the obvious purpose of
the statute.”) The application of section
404(k) to redemption amounts not only
would allow employers to claim deduc-
tions for payments that do not represent
true economic costs, but also would viti-
ate important rights and protections for
recipients of ESOP distributions, includ-
ing the right to reduce taxes by utilizing
the return of basis provisions under sec-
tion 72, the right to make rollovers of
ESOP distributions received upon separa-
tion from service, and the protection
against involuntary cash-outs. See sec-
tions 72(e)(5)(D) and 411(a)(11)(C); sec-
tion 1.402(c)–2, A–4(e) of the Income Tax
Regulations.  Therefore, the term “applic-
able dividends” under section 404(k) does
not include amounts paid for the redemp-

tion of stock held by an ESOP, whether or
not such redemption proceeds constitute
dividends under sections 301, 302, and
316. 

Further, section 404(k)(5)(A) autho-
rizes the Secretary to disallow a deduction
under section 404(k)(1) for any dividend
that constitutes, in substance, an evasion
of taxation.  Pursuant to section
404(k)(5)(A), a deduction under section
404(k)(1) would be disallowed for pay-
ments in redemption of employer securi-
ties used to make distributions to termi-
nating ESOP participants because such
treatment would constitute, in substance,
an evasion of taxation.

HOLDING

Payments in redemption of stock held
by an ESOP that are used to make distrib-
utions to terminating ESOP participants
are not deductible.  In addition, such pay-
ments do not constitute “applicable divi-
dends” under section 404(k)(1) of the
Internal Revenue Code.  This revenue rul-
ing applies without regard to whether
there is appreciation in the employer secu-
rities in the ESOP. 

DRAFTING INFORMATION 

The principal authors of this revenue
ruling are Steven J. Linder of the
Employee Plans, Tax Exempt and
Government Entities Division (T:EP) and
John T. Ricotta of the Office of Division
Counsel/Associate Chief Counsel (Tax
Exempt and Government Entities).  For
further information regarding this revenue
ruling, please contact the Employee Plans’
taxpayer assistance telephone service
between the hours of 1:30 and 3:30 p.m.
Eastern time, Monday through Thursday,
by calling (202) 283-9516.  Mr. Linder’s
number is (202) 283-9888.  Mr. Ricotta’s
number is (202) 622-6060.  (These tele-
phone numbers are not toll-free.)



Section 162(k).—Stock
Reacquisition Expenses

26 CFR None: None.

Does section 162(k) of the Internal Revenue
Code disallow any deduction claimed by a corpora-
tion under section 404(k) for payments in redemp-
tion of its stock held by an ESOP that are used to
make distributions to terminating ESOP partici-
pants? See Rev. Rul. 2001–6, page 491.

Section 170.—Charitable, Etc.,
Contributions and Gifts

26 CFR 1.170A–6: Charitable contributions in trust.

T.D. 8923

DEPARTMENT OF THE TREASURY 
Internal Revenue Service
26 CFR Parts 1, 20, and 25

Lifetime Charitable Lead Trusts

AGENCY:  Internal Revenue Service
(IRS), Treasury.

ACTION: Final regulations. 

SUMMARY:  This document contains
final regulations relating to the definitions
of a guaranteed annuity interest and a uni-
trust interest for purposes of the income,
gift, and estate tax charitable deductions.
The regulations affect taxpayers who make
transfers to charitable lead trusts.  The reg-
ulations restrict the permissible terms for
charitable lead trusts and are necessary to
ensure that the amount the taxpayer claims
as a charitable deduction reasonably corre-
lates to the amount ultimately passing to
the charitable organization. 

DATES: Effective Dates: These regula-
tions are effective January 5, 2001.

Applicability Dates: For dates of
applicability of these regulations, see
§§1.170A–6(e), 20.2055–2(e)(3)(iii), and
25.2522(c)–3(e).   

FOR FURTHER INFORMATION CON-
TACT: Scott S. Landes at 202-622-3090.

SUPPLEMENTARY INFORMATION:

Background

On April 5, 2000, the IRS published in
the Federal Register (65 F.R. 17835) a

notice of proposed rulemaking
(REG–100291–00, 2000–16 I.R.B. 917)
relating to the permissible terms for char-
itable guaranteed annuity interests and
unitrust interests.  This document adopts
final regulations with respect to the notice
of proposed rulemaking.  Written com-
ments were received with respect to the
proposed regulations, but no public hear-
ing was requested or held.  A summary of
the principal comments received is pro-
vided below.

In general, in order to qualify as a guar-
anteed annuity interest or unitrust interest
for purposes of the income, estate, and
gift tax charitable deductions under sec-
tions 170(c), 2055(e)(2), and 2522(c)(2),
respectively,  the permissible term for the
charitable lead interest must be either a
specified term of years, or the life or lives
of individuals living at the date of the
transfer.  The proposed regulations limit
the individuals who may be used as mea-
suring lives to the donor, the donor’s
spouse, and a lineal ancestor of all the
remainder beneficiaries.  This proposed
limitation is intended to eliminate abusive
schemes utilizing seriously ill individuals,
who are unrelated to the grantor or the
remainder beneficiaries, as measuring
lives for charitable lead trusts.

Commentators argued that by limiting
the class of individuals who can be used
as measuring lives in a charitable lead
trust, the regulations preclude the use of
these trusts in certain nonabusive situa-
tions.  In response to these comments,
several changes were made to the final
regulations to provide a greater degree of
flexibility for selecting a measuring life.  

The final regulations expand the class
of permissible measuring lives to include
an individual who, with respect to all non-
charitable remainder beneficiaries, is
either a lineal ancestor or the spouse of a
lineal ancestor of those beneficiaries.
Thus, remainder beneficiaries can include
step-children and step-grandchildren of
the individual who is the measuring life,
and charitable organizations (described in
section 170, 2055, or 2522).  

The final regulations also provide that a
trust will satisfy the requirement that all
noncharitable remainder beneficiaries are
lineal descendants of the individual who
is the measuring life, or that individual’s

spouse, if there is less than a 15% proba-
bility that individuals who are not lineal
descendants will receive any trust corpus.
This probability must be computed at the
date of transfer to the trust taking into
consideration the interests of all individu-
als living at that time.  This change will
afford drafters the flexibility to provide
for alternative remainder beneficiaries in
the event the primary remainder benefi-
ciary and his or her descendants prede-
cease the individual who is the measuring
life for the term of the charitable interest. 

The application of the probability test
may be illustrated by assuming a grantor
establishes a charitable lead annuity trust
(CLAT) that provides for the annuity to be
paid to a charity for the life of A who is
age 75 on the date the CLAT is created.
On A’s death, the corpus is to pass to A’s
only child, B, age 50 on the date the
CLAT is created.  If B predeceases A, the
corpus is to pass to B’s issue then living
and if B has no living issue at that time,
then to A’s heirs at law (which class could
include A’s siblings, uncles, aunts, nieces
and nephews). B has no living children on
the date the CLAT is created.  Based on
the current applicable Life Table con-
tained in §20.2031–7 of the Estate Tax
Regulations (Life Table 90CM), the prob-
ability that B will predecease A, and the
trust will pass to individuals who are not
lineal descendants of A is 10.462%, taking
into account the interests of remainder
beneficiaries living at the time the trust
was created.  Since the probability that
any trust corpus will pass to beneficiaries
who are not lineal descendants of A is less
than 15%, the CLAT will satisfy the
requirement that all noncharitable remain-
der beneficiaries are lineal descendants of
A or A’s spouse.

Several commentators identified hypo-
thetical situations where an individual
who is either unrelated to the remainder
beneficiaries, or a remote family member,
could be used as a measuring life to
achieve an estate planning objective.  The
commentators suggested three alternative
standards that would expand the class of
permissible measuring lives.  None of
these suggestions has been adopted. 

First, one commentator suggested that
the regulations allow a charitable lead
trust to use as a measuring life an ancestor
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