
For the taxable year ending April 30, 2004, there-
fore, X may designate up to $210x of capital gain div-
idends, of which up to $110x may be designated as

15%-rate gain distributions and up to $100x may be
designated as 20%-rate gain distributions.

(2) Example 2. RIC Y ’s taxable year ends on
April 30. Y has only the following capital gains and
losses for the periods indicated, all of which are from
sales of stock held for less than five years:

GAIN LOSS NET

5/1 to 5/5/2003

Long-term capital gain or loss 90x 0 90x

Short-term capital gain or loss 0 0 0

5/6 to 10/31/2003

Long-term capital gain or loss 0 (90x) (90x)

Short-term capital gain or loss 0 0 0

11/1 to 4/30/2004

Long-term capital gain or loss 100x 0 100x

Short-term capital gain or loss 0 0 0

Y does not make a deferral adjustment because
it does not have a post-October net capital loss or
net long-term capital loss for its taxable year ending
April 30, 2004. Y does not make a bifurcation ad-
justment because it does not have a net capital gain
for the pre-November portion of its taxable year end-
ing April 30, 2004. Because Y’s taxable year ending
April 30, 2004, includes May 6, 2003, the JGTRRA
transition rule applies in determining Y’s maximum
designations of capital gain for that taxable year.

Y’s net capital gain for the entire year is $100x.
Y’s net capital gain determined using only gain and
loss properly taken into account for the portion of
the taxable year on or after May 6, 2003, however,
is $10x. For this taxable year, Y may designate up to
$100x of capital gain dividends, of which up to $10x
may be designated as 15%-rate gain distributions and
up to $90x may be designated as 20%-rate gain dis-
tributions.

Assume that Y pays a capital gain dividend on De-
cember 1, 2004, and that, under § 855(a), Y treats
the dividend as having been paid during its taxable
year ending April 30, 2004, but that, under § 855(b),
Y’s shareholders treat the dividend as having been re-
ceived in their taxable years that contain December 1,
2004. Assume also that shareholder A of Y is an indi-
vidual, estate, or trust whose taxable year is the cal-
endar year and that, on December 1, 2004, A receives
from Y a dividend of $10x, of which $1x is designated
as a 15%-rate gain distribution and $9x is designated
as a 20%-rate gain distribution. Because A’s 2004
taxable year does not include May 6, 2003, neither
the JGTRRA transition rule nor JGTRRA § 301(c)(4)
applies to A for that taxable year. Thus, the $10x cap-
ital gain dividend received by A in 2004 is subject to
a tax rate no higher than 15 percent.

DRAFTING INFORMATION

The principal author of this notice is
Sonja Kotlica of the Office of Associate
Chief Counsel (Financial Institutions &
Products). For further information regard-
ing this notice, contact Ms. Kotlica at
(202) 622–3960 (not a toll-free call).

26 CFR 601.201: Rulings and determination letters.
(Also Part I, §§ 851, 852; 1.851–2.)

Rev. Proc. 2004–28

SECTION 1. PURPOSE

This revenue procedure describes con-
ditions under which a taxpayer that has in-
vested in a repurchase agreement (repo)
may treat its position in the repo as a Gov-
ernment security for purposes of qualify-
ing as a regulated investment company
(RIC) under the asset diversification test of
section 851(b)(3) of the Internal Revenue
Code.

SECTION 2. BACKGROUND

.01 A repo is a written agreement that
provides for a “sale” and “repurchase” of
a security or securities (the “underlying
securities,” or the “collateral”. The pur-
chaser agrees to purchase the underlying
securities at a specific price and the seller,
or “counterparty,” agrees to repurchase the
same securities on a specific date for a
specified price, plus an additional amount
that reflects the time value of the pur-
chaser’s investment from the date of pur-
chase of the underlying securities to the
date of their repurchase by the seller.

.02 RICs purchase securities in repo
transactions as a convenient means to in-
vest idle cash at competitive rates on a se-
cured basis, generally for short periods of
time. See Securities and Exchange Com-
mission (SEC) Release No. IC–25058, 66
FR 36156, 36156–57 (July 11, 2001):

While a repurchase agreement has
legal characteristics of both a sale and
a secured transaction, economically it
functions as a loan from the fund to
the counterparty, in which the securities
purchased by the fund serve as collat-
eral for the loan and are placed in the
possession or under the control of the
fund’s custodian during the term of the
agreement. . . .

. . . .
A fund investing in a properly struc-

tured repurchase agreement looks pri-
marily to the value and liquidity of the
collateral rather than the credit of the
counterparty for satisfaction of the re-
purchase agreement.

Id. at 36157 (footnote omitted).
.03 Section 851(b) provides that cer-

tain requirements must be satisfied for
a domestic corporation to be taxed as a
RIC under subchapter M, part I. Section
851(b)(3) imposes certain asset diversi-
fication requirements with respect to a
RIC’s total assets that must be satisfied as
of the close of each quarter of the RIC’s
taxable year.

.04 Section 851(b)(3)(A) requires that
at least 50 percent of the value of a cor-
poration’s total assets be represented by
cash and cash items (including receiv-
ables), Government securities, securities
of other RICs, and other securities gener-
ally limited in respect of any one issuer
to an amount not greater in value than 5
percent of the value of the total assets of
the RIC and to not more than 10 percent of
the outstanding voting securities of such
issuer.
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.05 Section 851(b)(3)(B) provides that
not more than 25 percent of the RIC’s to-
tal assets may be invested in the securities
(other than Government securities and the
securities of other RICs) of any one issuer,
or of two or more issuers that the RIC con-
trols and that are determined, under regu-
lations, to be engaged in the same or simi-
lar trades or businesses or related trades or
businesses.

.06 Section 5(b)(1) of the Investment
Company Act of 1940, 15 U.S.C. 80a–1
et seq. (1940 Act) defines a “diversified
company” as a management company that
has at least 75 percent of its assets invested
in cash and cash items (including receiv-
ables), Government securities, securities
of other investment companies, and other
securities that, for the purpose of this cal-
culation, are limited in respect of any one
issuer to an amount not greater in value
than 5 percent of the value of the total as-
sets of the management company and to
not more than 10 percent of the outstand-
ing voting securities of the issuer. The
remaining 25 percent of the management
company’s assets may be invested in any
manner.

.07 Effective August 15, 2001, the SEC
adopted Rule 5b–3, which is intended to
adapt the 1940 Act to the economic real-
ities of repos and to reflect recent devel-
opments in bankruptcy law protecting par-
ties to repos. SEC Release No. IC–25058.
Subject to certain conditions, Rule 5b–3
permits a fund to “look through” the coun-
terparty to the collateral in determining
whether the fund is in compliance with the
investment criteria for diversified funds set
forth in section 5(b)(1) of the 1940 Act and
with certain other securities laws.

.08 The following definition is set forth
in Rule 5b–3:

(1) Collateralized Fully in the case
of a repurchase agreement means that:

(i) The value of the securities
collateralizing the repurchase agree-
ment (reduced by the transaction costs
(including loss of interest) that the in-
vestment company reasonably could
expect to incur if the seller defaults)
is, and during the entire term of the
repurchase agreement remains, at least
equal to the Resale Price provided for
in the agreement;

(ii) The investment company
has perfected its security interest in the
collateral;

(iii) The collateral is main-
tained in an account of the investment
company with its custodian or a third
party that qualifies as a custodian under
the [1940] Act;

(iv) The collateral consists en-
tirely of:

(A) Cash items;
(B) Government securi-

ties;
(C) Securities that at the

time the repurchase agreement is en-
tered into are rated in the highest rating
category by the requisite nationally rec-
ognized statistical rating organizations
[as defined in Rule 5b–3(c)(5)]; or

(D) Unrated Securities that
are of comparable quality to securities
that are rated in the highest rating cat-
egory by the requisite nationally rec-
ognized statistical rating organizations,
as determined by the investment com-
pany’s board of directors or its delegate;
and

(v) Upon an Event of Insol-
vency with respect to the seller, the
repurchase agreement would qualify
under a provision of applicable insol-
vency law providing an exclusion from
any automatic stay of creditors’ rights
against the seller.

Rule 5b–3(c)(1).
.09 The “Collateralized Fully” defini-

tion plays a critical role in the application
of the 1940 Act diversification rules to re-
pos:

(a) Repurchase Agreements. For pur-
poses of [the 1940 Act investment
criteria for diversified investment com-
panies and prohibition on registered
investment companies from acquiring
an interest in a broker-dealer, under-
writer, or investment advisor], the
acquisition of a repurchase agreement
may be deemed to be an acquisition of
the underlying securities, provided the
obligation of the seller to repurchase
the securities from the investment com-
pany is Collateralized Fully.

Rule 5b–3(a).
The effect of this rule is that, for purposes
of the definition of a diversified invest-
ment company in section 5 of the1940 Act,
if a repo is Collateralized Fully, a fund may
(but need not) treat an investment in the
repo as an investment in the underlying se-
curity or securities.

.10 Section 851(c)(5) provides that, for
purposes of section 851(b)(3), all terms not
specifically defined in section 851(c) shall
have the same meaning as when used in the
1940 Act, as amended. The term “Govern-
ment security” is not specifically defined
in section 851(c).

.11 Section 2(a)(16) of the 1940 Act de-
fines the term “Government security” for
purposes of the 1940 Act without specific
reference to funds investing in repos for
which Government securities serve as col-
lateral.

.12 The RIC diversification rules of
subchapter M are substantially similar in
structure and purpose to those of section
5(b)(1) of the 1940 Act. Both sets of rules
impose numerical limitations on the per-
centages and types of assets that may be
held by an investment company. Both sets
of rules are intended to protect the investor
from the risks of loss and of illiquidity in-
herent in the concentration of assets in the
securities of a single or a small number
of issuers. See H.R. Rep. No. 2020, 86th

Cong., 2d Sess. 820–26. In view of the
commonality of structure and purpose of
both sets of rules and in view of the need
for RICS simultaneously to comply with
both, the RIC diversification provisions of
the Code and those of the1940 Act should
be interpreted consistently.

SECTION 3. SCOPE

This revenue procedure applies to re-
pos that, within the meaning of Rule
5b–3(c)(1), are Collateralized Fully with
securities that qualify as Government se-
curities for purposes of section 851(b)(3).

SECTION 4. PROCEDURE

If a taxpayer has invested in a repo to
which this revenue procedure applies, the
taxpayer may treat its position in that repo
as a Government security for purposes of
section 851(b)(3) even if the taxpayer is
not treated as the owner of the underlying
securities for federal tax purposes.

SECTION 5. EFFECTIVE DATE

This revenue procedure is effective for
repos held by a RIC on or after August 15,
2001.
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DRAFTING INFORMATION

The principal author of this revenue
procedure is Susan Thompson Baker of
the Office of Assistant Chief Counsel (Fi-
nancial Institutions and Products). For
further information regarding this revenue
procedure, contact her at (202) 622–3940
(not a toll-free call).

26 CFR 601.204: Changes in accounting periods and
methods of accounting.
(Also Part I, §§ 461, 481; 1.461–2.)

Rev. Proc. 2004–31

SECTION 1. PURPOSE

This revenue procedure provides pro-
cedures for taxpayers to change their
method of accounting for deducting under
§ 461(f) of the Internal Revenue Code
amounts transferred to trusts in trans-
actions described in Notice 2003–77,
2003–49 I.R.B. 1182.

SECTION 2. BACKGROUND

.01 On November 19, 2003, the Internal
Revenue Service and Treasury Department
filed with the Federal Register proposed
and temporary regulations under § 461(f).
T.D. 9095, 2003–49 I.R.B. 1175 [68 F.R.
65634]; REG–136890–02, 2003–49 I.R.B.
1191 [68 F.R 65645]. These regulations
clarify that the transfer of a taxpayer’s
note or promise to provide property or ser-
vices in the future is not a transfer for the
satisfaction of a contested liability under
§ 461(f). The regulations also provide that
a transfer of a taxpayer’s stock or the stock
or note of a related party is not a trans-
fer for the satisfaction of a contested lia-
bility under § 461(f). The regulations fur-
ther provide that, in general, economic per-
formance does not occur when a taxpayer
transfers money or other property to a trust,
escrow account, or court to provide for the
satisfaction of a contested workers com-
pensation, tort, or other payment liabil-
ity. Rather, economic performance occurs
when payment is made to the claimant.

.02 Notice 2003–77, 2003–49
I.R.B. 1182, identifies as “listed
transactions” for purposes of
§ 1.6011–4(b)(2) of the Income Tax
Regulations and §§ 301.6111–2(b)(2) and

301.6112–1(b)(2) of the Procedure and
Administration Regulations, transactions
in which taxpayers established trusts
purported to qualify under § 461(f) that
are the same as or substantially similar to
the following transactions:

(1) Transactions in which a taxpayer
transfers money or other property in tax-
able years beginning after December 31,
1953, and ending after August 16, 1954,
and retains certain powers over the money
or other property transferred;

(2) Transactions in which a taxpayer
transfers any indebtedness of the taxpayer
or any promise by the taxpayer to provide
services or property in the future in taxable
years beginning after December 31, 1953,
and ending after August 16, 1954;

(3) Transactions in which a taxpayer us-
ing an accrual method of accounting trans-
fers money or other property after July 18,
1984, to provide for the satisfaction of a
workers compensation or tort liability (un-
less the trust is the person to which the
liability is owed, or payment to the trust
discharges the taxpayer’s liability to the
claimant);

(4) Transactions in which a taxpayer us-
ing an accrual method of accounting trans-
fers money or other property in taxable
years beginning after December 31, 1991,
to provide for the satisfaction of a liabil-
ity for which payment is economic per-
formance under § 1.461–4(g) (unless the
trust is the person to which the liability is
owed, or payment to the trust discharges
the taxpayer’s liability to the claimant),
other than a liability for workers compen-
sation or tort; and

(5) Transactions in which a taxpayer
transfers stock issued by the taxpayer, or
indebtedness or stock issued by a party
related to the taxpayer (as defined in
§ 267(b)), on or after November 19, 2003.

.03 Section 1.6011–4(a) provides that
every taxpayer that has participated (as de-
scribed in § 1.6011–4(c)(3)) in a reportable
transaction and that is required to file a tax
return must attach a disclosure statement
to its return. A reportable transaction in-
cludes any transaction that is the same as
or substantially similar to one of the types
of transactions that the IRS has determined
to be a tax avoidance transaction and iden-
tified by published guidance as a listed
transaction. Section 1.6011–4(b)(2). Gen-
erally, a listed transaction is not treated as
a reportable transaction if the transaction

affected the taxpayer’s Federal income tax
liability as reported on any tax return filed
on or before February 28, 2000. Sec-
tion 1.6011–4T(b)(2) as published in T.D.
8877, 2000–1 C.B. 747, in 65 Fed. Reg.
11205. See also § 1.6011–4(h).

.04 Sections 446(e) and 1.446–1(e) pro-
vide that, except as otherwise provided, a
taxpayer must secure the consent of the
Commissioner before changing a method
of accounting for federal income tax pur-
poses. Section 1.446–1(e)(3)(i) provides
that, to obtain the Commissioner’s consent
to an accounting method change, a tax-
payer must file a Form 3115, Application
for Change in Accounting Method, during
the taxable year in which the taxpayer de-
sires to make the proposed change. Sec-
tion 1.446–1(e)(3)(ii) authorizes the Com-
missioner to prescribe administrative pro-
cedures setting forth the limitations, terms,
and conditions deemed necessary to permit
a taxpayer to obtain consent to change a
method of accounting in accordance with
§ 446(e).

.05 Rev. Proc. 97–27, 1997–1 C.B.
680, (as modified and amplified by Rev.
Proc. 2002–19, 2002–1 C.B. 696, as
amplified and clarified by Rev. Proc.
2002–54, 2002–2 C.B. 432), provides
procedures for obtaining the consent of
the Commissioner to change a method of
accounting for federal income tax pur-
poses. In general, under these procedures
a taxpayer must file a Form 3115 during
the year of change and may not request
or make a retroactive change in method
of accounting unless specifically autho-
rized by the Commissioner. Rev. Proc.
97–27, sections 5.01, 2.04. In addition,
under these procedures a taxpayer gener-
ally takes into account a positive § 481(a)
adjustment resulting from the change in
method of accounting ratably over four
taxable years and receives audit protec-
tion for taxable years prior to the year
of change. Rev. Proc. 97–27, sections
5.02(3)(a), 9.01. However, section 8.01 of
Rev. Proc. 97–27 states that the Service
reserves the right to decline to process
a Form 3115 “in situations in which it
would not be in the best interest of sound
tax administration to permit the requested
change. In this regard, the Service will
consider whether the change in method
of accounting would clearly and directly
frustrate compliance efforts of the Service
in administering the income tax laws.”
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