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(D) Fourth installment (underpayment pe-
riod 12-16-09 through 3-15-10), computed as
90/365 x $7,000 x 8% = $138

(E) Total of this paragraph (j), Example 2
(ii)(A) through (D) = $2,125

(k) Effective/applicability date. This
section applies to taxable years begin-
ning after September 6, 2007.

[T.D. 9347, 72 FR 44349, Aug. 7, 2007]

§1.6655-2 Annualized income install-
ment method.

(a) In general. In the case of any re-
quired installment, if the corporation
establishes that the annualized income
installment determined under this sec-
tion, or the adjusted seasonal install-
ment determined under §1.6655-3, is
less than the amount determined under
§1.6655-1—

(1) The amount of such required in-
stallment is the annualized income in-
stallment (or, if less, the adjusted sea-
sonal installment); and

(2) Any reduction in a required in-
stallment resulting from the applica-
tion of this section will be recaptured
by increasing the amount of the next
required installment determined under
§1.6655-1 by the amount of such reduc-
tion (and, if the next required install-
ment is similarly reduced, by increas-
ing subsequent required installments
to the extent that the reduction has
not previously been recaptured).

(b) Determination of annualized income
installment—in general. In the case of
any required installment, the
annualized income installment is the
excess (if any) of—

(1) The product of the applicable per-
centage and the tax (after reducing the
annualized tax by the amount of any
allowable credits) for the taxable year
computed by annualizing the taxable
income and alternative minimum tax-
able income—

(i) For the first 3 months of the tax-
able year, in the case of the first re-
quired installment;

(ii) For the first 3 months of the tax-
able year, in the case of the second re-
quired installment;

(iii) For the first 6 months of the tax-
able year, in the case of the third re-
quired installment; and

(iv) For the first 9 months of the tax-
able year, in the case of the fourth re-
quired installment; over
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(2) The aggregate amount of any
prior required installments for the tax-
able year.

(c) Special rules—(1) Applicable per-
centage. Except as otherwise provided
in §1.6655-5(d) with respect to short
taxable years—

In the case of the
following required
installments

The applicable
percentage is

25
50
75
100

(2) Partial month. Except as otherwise
provided, for purposes of paragraph (b)
of this section a partial month is treat-
ed as a month.

(3) Annualication period mot a short
taxable year. An annualization period is
not treated as a short taxable year for
purposes of determining the taxable in-
come of an annualization period.

(d) Election of different annualization
periods. (1) If the taxpayer timely files
Form 8842, ‘‘Election to Use Different
Annualization Periods for Corporate
Estimated Tax,” in accordance with
section 6655(e)(2)(C)(iii), and elects Op-
tion 1—

(i) Paragraph (b)(1)(i) of this section
will be applied by using the language
‘2 months’ instead of ‘3 months’’;

(ii) Paragraph (b)(1)(ii) of this section
will be applied by using the language
‘4 months’’ instead of ‘3 months’’;

(iii) Paragraph (b)(1)(iii) of this sec-
tion will be applied by using the lan-
guage ‘7 months” instead of ‘6
months’’; and

(iv) Paragraph (b)(1)(iv) of this sec-
tion will be applied by using the lan-
guage ‘‘10 months’” instead of 9
months”.

(2) If the taxpayer timely files Form
8842, in accordance with section
6655(e)(2)(C)(iii), and elects Option 2—

(i) Paragraph (b)(1)(ii) of this section
will be applied by using the language
‘56 months’ instead of ‘3 months’’;

(ii) Paragraph (b)(1)(iii) of this sec-
tion will be applied by using the lan-
guage ‘‘8 months” instead of ‘6
months’’; and

(iii) Paragraph (b)(1)(iv) of this sec-
tion will be applied by using the lan-
guage ‘11 months” instead of ‘9
months”.
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(3) The application of the annualized
income installment method is illus-
trated by the following example:

Example. (i) ABC, a calendar year corpora-
tion, had a taxable year of less than twelve
months for tax year 2008 and no credits
against tax for tax year 2009. ABC made an
estimated tax payment of $15,000 on the in-
stallment dates of April 15, 2009, June 15,
2009, September 15, 2009, and December 15,
2009, respectively. Assume that, under para-
graph (d)(1) of this section, ABC elected Op-
tion 1 by timely filing Form 8842, in accord-
ance with section 6655(e)(2)(C)(iii), and deter-
mined that its taxable income for the first 2,
4, 7 and 10 months was $25,000, $64,000,
$125,000, and $175,000 respectively. The in-
come for each period is annualized as fol-
lows:
$25,000 x 12/2 = $150,000
$64,000 x 12/4 = $192,000
$125,000 x 12/7 = $214,286
$175,000 x 12/10 = $210,000

(ii)(A) To determine whether the install-
ment payment made on April 15, 2009, equals
or exceeds the amount that would have been
required to have been paid if the estimated
tax were equal to 100 percent of the tax com-
puted on the annualized income for the 2-
month period, the following computation is
necessary:

(1) Annualized income for the 2 month pe-
riod = $150,000

(2) Tax on this paragraph (d)(3), Erample
(I1)(A)(T) = $41,750

(3) 100% of this paragraph (d)(3), Example
(11)(A)(2) = $41,750

(4) 25% of this paragraph (d)(3), Example
(i1)(A)(3) = $10,438

(B) Because the total amount of estimated
tax that was timely paid on or before the
first installment date ($15,000) exceeds the
amount required to be paid on or before this
date if the estimated tax were 100 percent of
the tax determined by placing on an
annualized basis the taxable income for the
first 2-month period ($10,438), the exception
described in paragraphs (a) and (b) of this
section applies, and no addition to tax will
be imposed for the installment due on April
15, 2009.

(iii)(A) To determine whether the install-
ment payments made on or before June 15,
2009, equal or exceed the amount that would
have been required to have been paid if the
estimated tax were equal to 100 percent of
the tax computed on the annualized income
for the 4-month period, the following com-
putation is necessary:

(1) Annualized income for the 4 month pe-
riod = $192,000

(2) Tax on this paragraph (d)(3), Erxample
(ii1)(A)(1) = $58,130

(3) 100% of this paragraph (d)(3), Example
(1i1)(A)(2) = $58,130

§1.6655-2

(4) 50% of this paragraph (d)(3), Erample
(1i1)(A)(3) less $10,438 (amount due with the
first installment) = $18,627

(B) Because the total amount of estimated
tax actually paid on or before the second in-
stallment date ($19,562 ($15,000 second re-
quired installment payment plus $4,5662 over-
payment of first required installment)) ex-
ceeds the amount required to be paid on or
before this date if the estimated tax were 100
percent of the tax determined by placing on
an annualized basis the taxable income for
the first 4-month period ($18,627), the excep-
tion described in paragraphs (a) and (b) of
this section applies, and no addition to tax
will be imposed for the installment due on
June 15, 2009.

(iv)(A) To determine whether the install-
ment payments made on or before September
15, 2009, equal or exceed the amount that
would have been required to have been paid
if the estimated tax were equal to 100 per-
cent of the tax computed on the annualized
income for the 7-month period, the following
computation is necessary:

(1) Annualized income for the 7 month pe-
riod = $214,286

(2) Tax on this paragraph (d)(3), Erxample
(iv)(A)(1) = $66,821

(3) 100% of this paragraph (d)(3), Erxample
(Iv)(A)(2) = $66,821

(4) 75% of this paragraph (d)(3), Example
(Av)(A)(3) less $29,065 (amount due with the
first and second installment) = $21,051

(B) Because the total amount of estimated
tax actually paid on or before the third in-
stallment date ($15,935 ($15,000 third required
installment payment plus $935 overpayment
of second required installment)) does not
equal or exceed the amount required to be
paid on or before this date if the estimated
tax were 100 percent of the tax determined
by placing on an annualized basis the taxable
income for the first 7-month period ($21,051),
the exception described in paragraphs (a) and
(b) of this section does not apply, and an ad-
dition to tax will be imposed with respect to
the underpayment of the September 15, 2009,
installment unless another exception applies
to this installment payment.

(V)(A) To determine whether the install-
ment payments made on or before December
15, 2009, equal or exceed the amount that
would have been required to have been paid
if the estimated tax were equal to 100 per-
cent of the tax computed on the annualized
income for the 10-month period, the fol-
lowing computation is necessary:

(1) Annualized income for the 10 month pe-
riod = $210,000

(2) Tax on this paragraph (d)(3), Erample
(M(A)T) = $65,150

(3) 100% of this paragraph (d)(3), Erxample
(M(A)(2) = $65,150

(4) 100% of this paragraph (d)(3), Example
(V)(A)(3) less $50,116 (amount due with the
first, second and third installment) = $15,034
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(B) Because the total amount of estimated
tax payments made on or before the fourth
installment date that is available to be ap-
plied to the estimated tax due for the fourth
installment ($9,884 ($15,000 fourth required
installment payment less $5,116 under-
payment for the third installment of esti-
mated tax ($21,0561 third installment of esti-
mated tax due less $15,935 payments avail-
able to be applied to the third installment of
estimated tax))) does not equal or exceed the
amount required to be paid on or before this
date if the estimated tax were 100 percent of
the tax determined by placing on an
annualized basis the taxable income for the
first 10-month period ($15,034), the exception
described in paragraphs (a) and (b) of this
section does not apply, and an addition to
tax will be imposed with respect to the un-
derpayment of the December 15, 2009, install-
ment unless another exception applies to
this installment payment.

(vi) Assuming that no other exceptions
apply and the addition to tax is computed
under section 6621(a)(2) at the rate of 8 per-
cent per annum for the applicable periods of
underpayment, the amount of the addition
to tax is as follows:

(A) First installment (no underpayment) =
$0

(B) Second installment (no underpayment)
=30

(C) Third installment (underpayment pe-
riod 9-16-09 through 12-15-09), computed as
91565 X $5,116 x 8% = $102

(D) Fourth installment (underpayment pe-
riod 12-16-09 through 3-15-10), computed as
9%65 X $5,150 x 8% = $102

(E) Total of this paragraph (d)(3), Erample
(vi)(A) through (D) = $204

(e) 52-53 week taxable year. (1) Gen-
erally, except as provided in the alter-
native rule in paragraph (e)(4) of this
section, in the case of a taxpayer whose
taxable year constitutes 52 or 53 weeks
in accordance with section 441(f), the
rules prescribed by §1.441-2 are applica-
ble in determining—

(i) Whether a taxable year is a tax-
able year of 12 months; and

(ii) When the 2-, 3-, 4-, 5-, 6-, 7-, 8-, 9-
, 10-, or 11-month period (whichever is
applicable) commences and ends for
purposes of paragraphs (b)(1), (d)(1) and
(d)(2) of this section.

(2) If a taxpayer employs four 13-
week periods or thirteen 4-week ac-
counting periods and the end of any ac-
counting period employed by the tax-
payer does not correspond to the end of
the 2-, 3-, 4-, 5-, 6-, 7-, 8-, 9-, 10-, or 11-
month period (whichever is applicable),
then, provided the taxpayer has at
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least one full 4-week or 13-week ac-
counting period, as appropriate, within
the applicable period, annualized tax-
able income for the applicable period
is—

(i) [(x/(y*13))*z], in the case of a tax-
payer using four 13-week periods, if—

(A) x = Taxable income for the num-
ber of full 13-week periods in the appli-
cable period;

(B) y = The number of full 13-week
periods in the applicable period; and

(C) z = The number of weeks in the
taxable year; or

(ii) [(x/(y*4))*z], in the case of a tax-
payer using thirteen 4-week periods,
if—

(A) x = Taxable income for the num-
ber of full 4-week periods in the appli-
cable period;

(B) y = The number of full 4-week pe-
riods in the applicable period; and

(C) z = The number of weeks in the
taxable year.

(3) If a taxpayer employs four 13-
week periods and the taxpayer does not
have at least one 13-week period within
the applicable 2-, 3-, 4-, 5-, 6-, 7-, 8-, 9-
, 10-, or 11-month period, the taxpayer
is permitted to determine annualized
taxable income for the applicable pe-
riod based upon—

(i) The taxable income for the num-
ber of weeks in the applicable period;
or

(ii) The taxable income for the full
13-week periods that end before the due
date of the required installment.

(4) As an alternative to using the 52/
53 week taxable year rules provided in
paragraphs (e)(1), (e)(2), and (e)(3) of
this section, a taxpayer whose taxable
year constitutes 52 or 53 weeks in ac-
cordance with section 441(f) may base
its annualization period on the month
that ends closest to the end of its ap-
plicable 4-week period or 13-week pe-
riod that ends within the applicable
annualization period. This alternative
may only be used if it is used for deter-
mining annualization periods for all re-
quired installments for the taxable
year.

(5) The following examples illustrate
the rules of this paragraph (e):

Example 1. Corporation ABC, an accrual
method taxpayer, uses a 52/563 week year-end
ending on the last Friday in December and
uses four thirteen-week periods. For its year
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beginning December 28, 2007, ABC uses the
annualized income installment method
under section 6655(e)(2)(A)(i) to calculate all
of its required installments. For purposes of
computing its first and second required in-
stallments, the first 3 months of A’s taxable
year under paragraph (b)(1)(i) of this section
will end on March 28th, the thirteenth Fri-
day of ABC’s taxable year. For purposes of
its third required installment, the first 6
months of ABC’s taxable year will end on
June 27th, the twenty-sixth Friday of ABC’s
taxable year. For purposes of its fourth re-
quired installment, the first 9 months of
ABC’s taxable year will end on September
26th, the thirty-ninth Friday of ABC’s tax-
able year.

Example 2. Same facts as Example 1 except
that ABC uses thirteen four-week periods
and there are 52 weeks during ABC’s taxable
year beginning December 28, 2007, and ending
December 26, 2008. For purposes of computing
ABC’s first and second required installments,
ABC’s annualized taxable income for the
first three months will be the taxable income
for the first three four-week periods of ABC’s
taxable year (December 28, 2007, through
March 21, 2008) divided by 12 (number of full
four-week periods in the first three months
(3) multiplied by 4) and multiplied by 52 (the
number of weeks in the taxable year). For
purposes of computing ABC’s third required
installment, ABC’s annualized taxable in-
come for the first six months will be the tax-
able income for the first six four-week peri-
ods of ABC’s taxable year (December 28, 2007,
through June 13, 2008) divided by 24 and mul-
tiplied by 52. For purposes of computing
ABC’s fourth required installment, ABC’s
annualized taxable income for the first nine
months will be the taxable income for the
first nine four-week periods of ABC’s taxable
year (December 28, 2007, through September
5, 2008) divided by 36 and multiplied by 52.

Example 3. Same facts as Erxample 1 except
that ABC uses the alternative method under
paragraph (e)(4) of this section for computing
its required installments for 2008. For pur-
poses of computing its first and second re-
quired installments, the first three months
of ABC’s taxable year under paragraph
(b)(1)(i) of this section will end on March 31,
2008, the month that ends closest to the end
of ABC’s applicable thirteen-week period for
the first and second required installments.
For purposes of ABC’s third required install-
ment, the first six months of ABC’s taxable
year will end on June 30, 2008, the month
that ends closest to the end of ABC’s applica-
ble thirteen-week period for the third re-
quired installment. For purposes of ABC’s
fourth required installment, the first nine
months of ABC’s taxable year will end on
September 30, 2008, the month that ends clos-
est to the end of ABC’s applicable thirteen-
week period for the fourth required install-
ment.

§1.6655-2

(f) Determination of taxable income for
an annualication period—(1) In general.
This paragraph (f) applies for purposes
of determining the applicability of the
exception described in paragraphs (a)
and (b) of this section (relating to the
annualization of income) and the ex-
ception described in §1.6655-3 (relating
to annualization of income for corpora-
tions with seasonal income). An item
of income, deduction, gain or loss is to
be taken into account in determining
the taxable income and alternative
minimum taxable income (and applica-
ble tax and alternative minimum tax)
for an annualization period in the man-
ner provided in this paragraph (f). An
item may not be taken into account in
determining taxable income for any
annualization period unless the item is
properly taken into account by the last
day of that annualization period and
the item is properly taken into account
in determining the taxpayer’s taxable
income and alternative minimum tax-
able income (and applicable tax and al-
ternative minimum tax) for the tax-
able year that includes the
annualization period.

(1) Items of income. An item of income
is taken into account in the
annualization period in which the item
is properly includible under the method
of accounting employed by the tax-
payer with respect to the item and in
accordance with the appropriate provi-
sion of the Internal Revenue Code (for
example, section 451 for accrual meth-
od taxpayers, section 453 for install-
ment sales or section 460 for long-term
contracts).

(i1) Items of deduction. An item of de-
duction is taken into account in the
annualization period in which the item
is properly deductible under the meth-
od of accounting employed by the tax-
payer with respect to the item and in
accordance with the appropriate provi-
sion of the Internal Revenue Code (for
example, under the cash receipts and
disbursements method of accounting,
the deduction must be paid under
§1.461-1(a)(1) and be otherwise deduct-
ible in computing taxable income;
under an accrual method of account-
ing, the deduction must be incurred
under §1.461-1(a)(2) and be otherwise
deductible in computing taxable in-
come). Section 170(a)(2) and §1.170A-
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11(b) (charitable contributions by ac-
crual method corporations) and §1.461-
5 (recurring item exception) may not
be taken into consideration by an ac-
crual method taxpayer in any
annualization period in determining
whether an item of deduction has been
incurred under §1.461-1(a)(2) during
that annualization period.

(iii) Losses. An item of loss is to be
taken into account during the
annualization period in which events
have occurred that permit the loss to
be taken into account under the appro-
priate provision of the Internal Rev-
enue Code.

(2) Certain deductions required to be al-
located in a reasonably accurate man-
ner—() In general. The following deduc-
tions allowed for a taxable year must
be allocated throughout the taxable
year in a reasonably accurate manner
(as defined in paragraph (f)(2)(iii) of
this section), regardless of the
annualization period in which the item
is paid or incurred:

(A) Real property tax deductions.

(B) Employee and independent con-
tractor bonus compensation deductions
(including the employer’s share of em-
ployment taxes related to such com-
pensation).

(C) Deductions under sections 404 (de-
ferred compensation) and 419 (welfare
benefit funds).

(D) Items allowed as a deduction for
the taxable year by reason of section
170(a)(2) and §1.170A-11(b) (certain
charitable contributions by accrual
method corporations), §1.461-5 (recur-
ring item exception) or §1.263(a)-4(f)
(12-month rule).

(BE) Items of deduction designated by
the Secretary by publication in the In-
ternal Revenue Bulletin (see
§601.601(d)(2)(ii)(b) of this chapter).

(ii) Application of the reasonably accu-
rate manner requirement to certain chari-
table contributions, recurring items, and
12-month rule items. For purposes of
paragraph (£)(2)(i)(D) of this section,
the total amount of the item deducted
in the computation of taxable income
for the taxable year must be allocated
in a reasonably accurate manner, not-
withstanding the fact that section
170(a)(2) and §1.170A-11(b), §1.461-5, or
§1.263(a)-4(f) applies to only a portion
of the total amount of the item de-
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ducted for the taxable year. For exam-
ple, if a portion of a taxpayer’s rebate
liabilities are deducted in the computa-
tion of taxable income under the recur-
ring item exception, all rebate liabil-
ities deducted in the computation of
taxable income for the taxable year
must be allocated in a reasonably accu-
rate manner.

(iii) Reasonably accurate manner de-
fined. (A) An item is allocated through-
out the taxable year in a reasonably
accurate manner if the item is allo-
cated ratably throughout the taxable
year or if the allocation provides a rea-
sonably accurate estimate of taxable
income for the taxable year based upon
the facts known as of the end of the
annualization period. In determining
that an allocation of an item provides
a reasonably accurate estimate of tax-
able income for the taxable year, rel-
evant considerations include—

(I) The extent to which the alloca-
tion is consistent with the taxpayer’s
accounting for the item on its non-tax
books and records;

(2) The extent to which the allocable
portion of the item becomes fixed and
determinable (under §1.461-1(a)(2)) dur-
ing the applicable annualization pe-
riod; and

(3) The extent to which the alloca-
tion, if compared to the ratable alloca-
tion of the item, results in a better
matching of the item of deduction to
revenue, earnings, the use of property
or the provision of services occurring
during the annualization period.

(B) None of the relevant consider-
ations above override the general re-
quirement that the allocation must be
done in a reasonably accurate manner
based upon the facts known as of the
end of the annualization period. For ex-
ample, the fact that a liability for an
annual expense becomes fixed and de-
terminable during an annualization pe-
riod will not establish that allocating
all of the expense to that annualization
period has been done in a reasonably
accurate manner if the facts known as
of the end of the annualization period
indicate otherwise.

(iv) Special rule for certain real prop-
erty tax liabilities. Notwithstanding
paragraph (f)(2)(iii) of this section, real
property tax liabilities for which an
election under section 461(c) is in effect
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must be allocated ratably throughout
the taxable year for purposes of this
section.

(v) Examples. Unless otherwise stated,
the following examples assume that
the taxpayer uses the 3-3-6-9
annualization period:

Example 1. (i) Corporation ABC, a calendar
year taxpayer, uses an accrual method of ac-
counting and the annualized income install-
ment method under section 6655(e)(2)(A)(1) to
calculate all of its required installment pay-
ments for its 2008 taxable year. ABC has
adopted a plan under which ABC pays an an-
nual bonus to its employees. As of March 31,
2008, ABC estimates that it will pay a year-
end bonus of $500,000 to its employees if earn-
ings remain constant throughout the tax
year. ABC does not pay any of the estimated
bonus liability as of March 31, 2008. On Octo-
ber 31, 2008, ABC declares a $600,000 bonus to
its employees which is paid out on November
15, 2008, and properly deducted in ABC’s De-
cember 31, 2008, tax year. No other bonus li-
abilities are incurred by ABC during the tax
year.

(ii) Under the general rule provided in
paragraph (f)(2)(i) of this section, ABC is re-
quired to allocate its employee bonus liabil-
ity in a reasonably accurate manner for
annualization purposes. Under paragraph
(£)(2)(iii) of this section, ABC’s employee
bonus liability will be deemed to be allo-
cated in a reasonably accurate manner if the
item is allocated ratably throughout the tax-
able year. Therefore, ABC is permitted to
recognize a $150,000 bonus deduction (one
quarter of the $600,000 bonus liability prop-
erly recognized by ABC in the tax year end-
ing December 31, 2008) in the first
annualization period ending March 31, 2008.

Example 2. (i) Corporation ABC, a calendar
year taxpayer, uses an accrual method of ac-
counting and the annualized income install-
ment method under section 6655(e)(2)(A)(i) to
calculate all of its required installment pay-
ments for its 2008 taxable year. ABC has
adopted a plan under which ABC pays an an-
nual bonus to its employees. ABC’s employee
bonus plan generally calls for an annual
bonus equal to 2% of earnings. A bonus re-
serve for this amount is reported each quar-
ter in ABC’s non-tax books and records.
ABC’s quarterly revenues throughout the
year are $10,000,000; $6,000,000; $7,000,000; and
$7,000,000 respectively. As of March 31, 2008,
ABC estimates that it will pay a year-end
bonus of $800,000 ($10,000,000 x 4 x 2%) to its
employees if earnings remain constant
throughout the year. ABC does not pay any
of the estimated bonus payment as of March
31, 2008. On December 31, 2008, ABC declares
a $600,000 bonus to its employees which is
paid out on January 15, 2009, and properly de-
ducted in ABC’s December 31, 2008, tax year.

§1.6655-2

(ii) Under the general rule provided in
paragraph (f)(2)(i) of this section, ABC must
allocate its employee bonus liability in a
reasonably accurate manner for
annualization purposes. Under paragraph
(£)(2)(iii) of this section, ABC’s employee
bonus liability will be deemed to be allo-
cated in a reasonably accurate manner if the
allocation provides a reasonable estimate of
taxable income based upon the facts known
as of the end of the annualization period.
Based upon its earnings activities and other
information available as of March 31, 2008,
ABC estimated that its total deduction for
employee bonuses for the taxable year end-
ing December 31, 2008, would be $800,000
($10,000,000 first quarter earnings x 4 x 2%).
Allocating $200,000 ($10,000,000 x 2%) of ABC’s
annual bonus liability of $600,000 to ABC’s
first quarter based upon earnings during the
quarter represents a better matching of
ABC’s bonus expense to earnings in the quar-
ter as compared to allocating $150,000 to
ABC’s first quarter under a ratable accrual
method and is consistent with the allocation
provided in ABC’s non-tax books and records.
Accordingly, allocating ABC’s employee
bonus deductions based upon ABC’s earnings
will be considered allocated in a reasonably
accurate manner.

Example 3. (i) Corporation ABC, a calendar
year taxpayer, uses an accrual method of ac-
counting and the annualized income install-
ment method under section 6655(e)(2)(A)(i) to
calculate all of its required installment pay-
ments for its 2008 taxable year. ABC has
adopted a plan under which ABC pays a
bonus to its employees each quarter based
upon earnings for that quarter. On March 31,
2008, ABC pays out $2,000,000 to its employees
as a quarterly bonus based upon the earnings
of ABC for the period January 1, 2008,
through March 31, 2008. The $2,000,000 bonus
is recognized as an expense on ABC’s audited
financial statements in the quarter ending
March 31, 2008. As of March 31, 2008, ABC an-
ticipates that its earnings will continue
throughout the year resulting in future
quarterly bonus payments in 2008 similar to
the $2,000,000 first quarter payment.

(ii) Under the general rule provided in
paragraph (£)(2)(i) of this section, ABC is re-
quired to allocate its employee bonus liabil-
ity in a reasonably accurate manner for
annualization purposes. Under paragraph
(£)(2)(iii) of this section , ABC’s employee
bonus liability will be deemed to be allo-
cated in a reasonably accurate manner if the
item is allocated ratably throughout the tax-
able year. Therefore, ABC may recognize a
$500,000 bonus deduction (one quarter of the
$2,000,000 bonus liability properly recognized
by ABC in the tax year ending December 31,
2008) in the first annualization period ending
March 31, 2008 (as well as one quarter of any
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additional bonus liability properly recog-
nized by ABC in the tax year ending Decem-
ber 31, 2008).

(iii) In addition, paragraph (f)(2)(iii) of this
section provides that an allocation will be
considered reasonable if the allocation pro-
vides an accurate estimate of taxable income
for the taxable year based upon the facts
known as of the end of the annualization pe-
riod. Based upon its earnings activities and
other information available as of March 31,
2008, ABC estimates that its total deduction
for employee bonuses for the taxable year
ending December 31, 2008, would be $8,000,000.
In addition, the $2,000,000 bonus liability be-
came fixed and determinable during the first
quarter. Allocating $2,000,000 to ABC’s first
quarter earnings is also consistent with
ABC’s non-tax books and records and rep-
resents a better matching of ABC’s bonus ex-
pense to earnings in the quarter as compared
to a ratable accrual. Accordingly, allocating
ABC’s bonus liability based upon earnings
will be considered a reasonably accurate
manner for estimated tax purposes.

Example 4. (i) Corporation ABC, a calendar
year taxpayer, uses an accrual method of ac-
counting with the recurring item exception
and the annualized income installment
method under section 6655(e)(2)(A)(i) to cal-
culate all of its required installment pay-
ments for its 2009 taxable year. ABC regu-
larly incurs rebate obligations related to the
sale of its products. Rebate coupons that are
received and validated by ABC are generally
paid in the following month. During the tax
year ending December 31, 2009, ABC received,
validated and paid $400,000 in rebates. In ad-
dition, as of the end of December 31, 2009,
ABC had received and validated $100,000 in
rebate claims that were paid in January of
2010 and deducted in ABC’s December 31,
2009, tax year under the recurring item ex-
ception. Therefore, ABC properly recognized
a $500,000 rebate liability deduction on ABC’s
December 31, 2009, tax return.

(ii) Under the rule provided in paragraph
(£)(2)(ii) of this section, an item must be allo-
cated in a reasonably accurate manner if any
portion of the item is deducted under the re-
curring item exception. Therefore, ABC will
be required to allocate its entire $500,000 re-
bate liability deduction in a reasonably ac-
curate manner as defined in paragraph
(£)(2)(iii) of this section.

(3) Special rules—(i) Advance pay-
ments—(A) Advance payments under
$§1.451-5(b)(1)(ii)). An advance payment
for which the taxpayer uses the method
of accounting provided in §1.451-
5(b)(1)(ii) is includible in computing
taxable income for an annualization
period in accordance with that method
of accounting except that, if §1.451-5(c)
applies, any amount not included in
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computing taxable income by the end
of the second taxable year following
the year in which substantial advance
payments are received, and not pre-
viously included in accordance with
the taxpayer’s accrual method of ac-
counting, is includible in computing
taxable income on the last day of such
second taxable year.

(B) Advance payments under Rev. Proc.
2004-34. An advance payment for which
the taxpayer uses the Deferral Method
provided in section 5.02 of Rev. Proc.
2004-34 (2004-1 CB 991), (see
§601.601(d)(2)(ii)(b) of this chapter) is
includible in computing taxable in-
come for an annualization period in ac-
cordance with that method of account-
ing, except that any amount not in-
cluded in computing taxable income by
the end of the taxable year succeeding
the taxable year of receipt is includible
in computing taxable income on the
last day of such succeeding taxable
year.

(ii) Extraordinary items—(A) In gen-
eral. In general, extraordinary items
must be taken into account after
annualizing the taxable income for the
annualization period. For purposes of
the preceding sentence an extraor-
dinary item is any item identified in
§1.1502-76(b)(2)(11)(C)(1), (2), (3), (D), (1),
and (8), a net operating loss carryover,
a section 481(a) adjustment, net gain or
loss from the disposition of 25 percent
or more of the fair market value of a
taxpayer’s business assets during a tax-
able year, and any other item des-
ignated by the Secretary by publica-
tion in the Internal Revenue Bulletin
(see §601.601(d)(2)(i1)(b) of this chapter).

(B) De minimis extraordinary items. A
taxpayer may treat any de minimis ex-
traordinary item, other than a net op-
erating loss carryover or section 481(a)
adjustment, as an item under the gen-
eral rule of paragraph (f)(1) of this sec-
tion rather than an extraordinary item
as provided for in paragraph (f)(3)(ii) of
this section. A de minimis extraordinary
item is any item identified in para-
graph (£)(3)(ii)(A) of this section result-
ing from a transaction in which the

total extraordinary items resulting
from such transaction is less than
$1,000,000.
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(C) Special rule for net operating loss
deductions and section 481(a) adjust-
ments. For purposes of paragraph
(f)(3)(ii) of this section, a taxpayer
must treat a net operating loss deduc-
tion and section 481(a) adjustment as
extraordinary items arising on the first
day of the tax year in which the item
is taken into account in determining
taxable income. Notwithstanding the
preceding sentence, a taxpayer may
choose to treat the portion of a section
481(a) adjustment recognized during
the tax year of the accounting method
change as an extraordinary item aris-
ing on the date the Form 3115, ‘“‘Appli-
cation for Change in Accounting Meth-
od,” requesting the change was filed
with the national office of the Internal
Revenue Service.

(iii) Credits—(A) Current year credits.
With respect to a current year credit,
the items upon which the credit is
computed are annualized, the amount
of the credit is computed based on the
annualized items, and the amount of
the credit is deducted from the
annualized tax. For example, for an
annualization period consisting of
three months in a full 12-month tax-
able year, the items upon which the
credit is based that are taken into ac-
count for the three month period are
multiplied by four, the credit is deter-
mined based on the annualized amount
of the items, and the credit reduces the
annualized tax.

(B) Credit carryovers. Any credit car-
ryover to the current taxable year is
taken into account in computing an
annualized income installment only
after annualizing the taxable income
for the annualization period and com-
puting the applicable tax, and before
applying the applicable percentage.

(iv) Depreciation and amortication—(A)
Estimated annual depreciation and amor-
tization. In general, in determining tax-
able income for any annualization pe-
riod, a proportionate amount of the
taxpayer’s estimated annual deprecia-
tion and amortization (depreciation)
expense may be taken into account.
For purposes of the preceding sentence,
estimated annual depreciation expense
is the estimated depreciation expense
to be properly taken into account in
determining the taxpayer’s taxable in-
come for the taxable year. In deter-
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mining the estimated annual deprecia-
tion expense, a taxpayer may take into
account purchases, sales or other dis-
positions, changes in use, additional
first-year depreciation and expense de-
ductions and section 179 or any similar
provision, and other events that, based
on all the relevant information avail-
able as of the last day of the
annualization period (such as capital
spending budgets, financial statement
data and projections, or similar reports
that provide evidence of the taxpayer’s
capital spending plans for the current
taxable year), are reasonably expected
to occur or apply during the taxable
year.

(B) Safe harbors—(1) Proportionate de-
preciation allowance. In determining
taxable income for any annualization
period, in lieu of the rule provided in
paragraph (f)(3)(iv)(A) of this section a
taxpayer may take into account a pro-
portionate amount of the depreciation
and amortization (depreciation) ex-
pense, including special depreciation
and expense deductions such as those
provided for in section 168(k) and sec-
tion 179 or any similar provision, al-
lowed for the taxable year from—

(1) Assets that were in service on the
last day of the prior taxable year, are
in service on the first day of the cur-
rent taxable year, and that have not
been disposed of during the
annualization period;

(ii) Assets placed in service during
the annualization period and have not
been disposed of during that period;
and

(7ii) Assets that were in service on
the last day of the prior taxable year
and that are disposed of during the
annualization period.

(2) 90 percent of preceding year’s depre-
ciation. In determining taxable income
for any annualization period, in lieu of
the general rule provided in paragraph
(H(3)([{v)(A) of this section, a propor-
tionate amount of 90 percent of the
amount of depreciation and amortiza-
tion (depreciation) expense taken on
the taxpayer’s Federal income tax re-
turn for the preceding taxable year
may be taken into account. If the tax-
payer’s preceding taxable year is less
than 12 months (a short taxable year),
the amount of depreciation expense
taken into account is annualized by
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multiplying the depreciation and am-
ortization for the short taxable year by
12, and dividing the result by the num-
ber of months in the short taxable
year.

(3) Safe harbor operational rules. If a
taxpayer selects one of the two safe
harbors provided in paragraph
B)EAV)(B)(I) or paragraph
(H)(B)([Iv)(B)(2) of this section, the tax-
payer must use that safe harbor for all
depreciation expenses within the
annualization period for the annualized
income installment. However, a tax-
payer may use either the method pro-
vided for in paragraph (f)(3)(iv)(A) of
this section or a method provided for in
this paragraph (f)(3)(iv)(B) of this sec-
tion for each annualized income in-
stallment during the taxable year. For
example, a taxpayer may use the safe
harbor provided in paragraph
HB)EAv)(B)(I) of this section for its
first annualized income installment
and may use the general rule provided
in paragraph (f)(3)(iv)(A) of this section
for its second annualized income in-
stallment.

(C) Short taxable years. If the taxable
year is, or will be, a short taxable year
(based on all relevant information
available as of the last day of the
annualization period), annual deprecia-
tion expense is computed using the
rules applicable for computing depre-
ciation during a short taxable year for
purposes of determining the annual de-
preciation expense to be allocated to
an annualization period. For this pur-
pose, the rules applicable for com-
puting depreciation during a short tax-
able year are applied on the basis of
the date the taxable year is expected to
end based on all relevant information
available as of the last day of the
annualization period. See Rev. Proc.
89-15 (1989-1 CB 816) for computing de-
preciation expense under section 168
(see §601.601(d)(2)(ii)(b) of this chapter).
An annualization period is not treated
as a short taxable year for purposes of
determining the depreciation expense
for an annualization period. See para-
graph (c)(3) of this section.

(v) Distributive share of items—(A)
Member of partnership. In determining a
partner’s distributive share of partner-
ship items that must be taken into ac-
count during an annualization period,
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the rules set forth in §1.6654-2(d)(2) are
applicable.

(B) Treatment of subpart F income and
income under section 936(h)—(1) General
rule. Any amounts required to be in-
cluded in gross income under section
936(h) or section 951(a), and credits
properly allocable thereto, are taken
into account in computing any
annualized income installment in a
manner similar to the manner under
which partnership inclusions, and cred-
its properly allocable thereto, are
taken into account in accordance with
paragraph (f)(3)(v)(A) of this section.

(2) Prior year safe harbor—(i) General
rule. If a taxpayer elects to have the
safe  harbor in this  paragraph
HB)(V)(B)2) apply for any taxable
year, then paragraph (f)(3)(v)(B)(I) of
this section does not apply; and, for
purposes of computing any annualized
income installment for the taxable
year, the taxpayer is treated as having
received ratably during the taxable
yvear items of income and credit de-
scribed in paragraph (£)(3)(v)(B)(I) of
this section in an amount equal to 115
percent of the amount of such items
shown on the return of the taxpayer for
the preceding taxable year (the second
preceding taxable year in the case of
the first and second required install-
ments for such taxable year).

(ii) Special rule for mnoncontrolling
shareholder. If a taxpayer making the
election under paragraph
O B)(V)(B)(2)(i) of this section is a non-
controlling shareholder of a corpora-
tion, paragraph (£)(3)(v)(B)(2)(i) of this
section is applied with respect to items
of such corporation by substituting
100 percent’ for ‘115 percent’. For
purposes of paragraph (£)(3)(v)(B)(2)(ii)
of this section, the term noncontrolling
shareholder means, with respect to any
corporation, a shareholder that, as of
the beginning of the taxable year for
which the installment is being made,
does not own within the meaning of
section 958(a), and is not treated as
owning within the meaning of section
958(b), more than 50 percent by vote or
value of the stock in the corporation.

(C) Dividends from closely held real es-
tate investment trust—(1) General rule.
Any dividend received from a closely
held real estate investment trust by
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any person that owns, after the appli-
cation of section 856(d)(5), 10 percent or
more by vote or value of the stock or
beneficial interests in the trust is
taken into account in computing
annualized income installments in a
manner similar to the manner under
which partnership income inclusions
are taken into account.

(2) Closely held real estate investment
trust. For purposes of paragraph
(H)(B)(V)(C)(I) of this section, the term
closely held real estate investment trust
means a real estate investment trust
with respect to which 5 or fewer per-
sons own, after the application of sec-
tion 856(d)(5), 50 percent or more by
vote or value of the stock or beneficial
interests in the trust.

(D) Other passthrough entities. A tax-
payer’s distributive share of items
from a passthrough entity, other than
those described in paragraphs
B B)(V)(A) and (H)(B)(v)(C) of this sec-
tion, is taken into account in com-
puting any annualized income install-
ment in a manner similar to the man-
ner under which partnership items are
taken into account under paragraph
(H(3)(V)(A) of this section.

(vi) Alternative minimum taxable in-
come exemption amount. The alternative
minimum taxable income exemption
amount provided by section 55(d)(2) is
applied after the alternative minimum
taxable income for the annualization
period is annualized.

(vii) Examples. The provisions of this
paragraph (f) are illustrated by the fol-
lowing examples. Unless otherwise
stated, the following examples assume
that the taxpayer uses the 3-3-6-9
annualization period.

Example 1. Expense paid or incurred in the in-
stallment period. Corporation ABC, a calendar
year taxpayer, uses an accrual method of ac-
counting and the annualized income install-
ment method under section 6655(e)(2)(A)(1) to
calculate all of its required installment pay-
ments for its 2008 taxable year. ABC has li-
censed technology from Corporation XYZ.
Pursuant to the license agreement, ABC
pays a license fee to XYZ equal to $.01 for
every dollar of gross receipts earned by ABC.
For 2008, ABC projects gross receipts of
$200,000,000, of which $100,000,000 is earned by
March 31, 2008. Pursuant to paragraph (£)(1)
of this section, a license fee expense of
$1,000,000 ($100,000,000 x $.01) is incurred by
March 31, 2008, and may be taken into ac-
count for purposes of determining the tax-
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able income to be annualized in computing
ABC’s first annualized income installment.

Example 2. Expense mot paid or incurred in
the installment period. Same facts as Example
1 except that ABC does not earn any gross
receipts by March 31, 2008. In accordance
with paragraph (f)(1) of this section, because
the license fee expense was not incurred
under §1.461-1(a)(2) by the last day of the
annualization period, no license fee expense
is taken into account for purposes of deter-
mining the taxable income to be annualized
in computing ABC’s first annualized income
installment, which is based on the income
and deductions from the first three months
of the taxable year.

Example 3. Bad debt expense. Corporation
ABC, a calendar year taxpayer, uses an ac-
crual method of accounting and the
annualized income installment method
under section 6655(e)(2)(A)(i) to calculate all
of its required installment payments for its
2008 taxable year. As of December 31, 2007,
ABC had a $100,000 account receivable due
from XYZ related to the sale of goods from
ABC to XYZ during 2007. On March 30, 2008,
ABC determined that its receivable from
XYZ was worthless under section 166 and the
regulations. No other receivables were deter-
mined to be worthless between January 1,
2008, and March 31, 2008. In accordance with
paragraph (f)(1) of this section, a $100,000 bad
debt write-off is taken into account for pur-
poses of determining the taxable income to
be annualized in computing ABC’s first
annualized income installment.

Example 4. Bad debt expense. Same facts as
Example 3 except that ABC determines that
the receivable from XYZ was worthless
under section 166 and the regulations on
April 10, 2008. As of March 31, 2008, ABC had
not determined that any receivables were
worthless under section 166 and the regula-
tions. In accordance with paragraph (f)(1) of
this section, the $100,000 bad debt expense at-
tributable to the receivable from XYZ is not
taken into account for purposes of deter-
mining the taxable income to be annualized
in computing ABC’s first annualized income
installment, which is based on the income
and deductions from the first three months
of the taxable year, because the receivable
from XYZ became worthless after the last
day of the annualization period.

Example 5. Employer deductions under section
404 and 419. (i) Corporation ABC, a calendar
year taxpayer, uses an accrual method of ac-
counting and uses the annualized income in-
stallment method under section
6655(e)(2)(A)(i) to calculate all of its required
installment payments for its 2008 taxable
year. On March 1, 2008, the board of directors
of ABC makes a binding, irrevocable com-
mitment to fund a minimum contribution of
$10,000,000 to ABC’s qualified retirement plan
by March 14, 2009. ABC remits a $1,000,000
payment to the retirement plan on March 1,
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2008, and a $9,000,000 payment on March 3,
2009. ABC does not incur any other related
retirement plan deductions during its 2008
taxable year.

(ii) Under the rule provided in paragraph
(£)(2)(1) of this section, ABC’s employer de-
duction for payment made to the qualified
plan must be allocated throughout the tax
year for estimated tax purposes in a reason-
ably accurate manner. Therefore, ABC will
not be permitted to allocate the $10,000,000
deduction to its first installment period.
Under paragraph (f)(2)(iii) of this section,
ABC’s qualified plan deduction will be
deemed to be allocated in a reasonably accu-
rate manner if the item is allocated ratably
throughout the taxable year. Therefore, ABC
will be permitted to allocate $2,500,000 of its
qualified plan deduction in its first install-
ment period.

Example 6. Prepaid expense. (i) Corporation
ABC, a calendar year taxpayer, uses an ac-
crual method of accounting and does not
capitalize qualifying costs under the excep-
tion provided for in §1.263(a)-4(f). ABC uses
the annualized income installment method
under section 6655(e)(2)(A)(i) to calculate all
of its required installment payments for its
2008 taxable year. On July 1, 2008, ABC pur-
chases an annual business license from State
X which permits ABC to operate its business
in State X from July 1, 2008, through June 30,
2009. An annual payment of $12,000 is due on
July 1, 2008, and ABC pays the fee on this
date. ABC has not elected out of the 12-
month rule provided by §1.263(a)-4(f) and
therefore ABC is not required to capitalize
any amount paid for the license and will rec-
ognize a $12,000 deduction for the tax year
ending December 31, 2008, with respect to
this license.

(ii) Under the rule provided in paragraph
(£)(2)(i1) of this section, ABC’s $12,000 busi-
ness license expense must be allocated in a
reasonably accurate manner because ABC
utilizes the 12-month rule exception provided
for in the §1.263(a)-4(f). Under paragraph
()(2)(iii) of this section, ABC’s deduction
will be deemed to be allocated in a reason-
ably accurate manner if the item is allocated
ratably throughout the taxable year. There-
fore, ABC will be permitted to allocate $3,000
of its business license deduction in its first
installment period.

Example 7. Real property tax liability. (i)
Corporation ABC, a calendar year taxpayer,
uses an accrual method of accounting and
the annualized income installment method
under section 6655(e)(2)(A)(i) to calculate all
of its required installment payments for its
2008 taxable year. ABC owns real property in
State Y and uses the real property in its
trade or business. ABC incurs a $400,000 de-
duction for State Y real estate taxes during
ABC’s December 31, 2008, taxable year. ABC
has elected to recognize its real property
taxes ratably under section 461(c).
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(ii) Under the rule provided in paragraph
(£)(2)(1) of this section, ABC’s $400,000 real
property tax liabilities must be allocated in
a reasonably accurate manner. However,
paragraph (f)(2)(iv) of this section provides
that with respect to real property taxes for
which an election has been made under sec-
tion 461(c), ratable accrual is the only meth-
od which will be considered a reasonably ac-
curate method. Therefore, ABC will be re-
quired to allocate its $400,000 real property
taxes ratably for estimated tax purposes and
thus $100,000 will be allocated to the ABC’s
first annualized income installment.

Example 8. NOL (Net Operating Loss) deduc-
tion. Corporation ABC, a calendar year tax-
payer, uses an accrual method of accounting
and the annualized income installment
method under section 6655(e)(2)(A)(i) to cal-
culate all of its required installment pay-
ments for its 2008 taxable year. ABC has a
net operating loss carryover to 2008 of
$2,000,000. ABC’s taxable income from Janu-
ary 1, 2008, through March 31, 2008, without
regard to any net operating loss deduction,
is $1,500,000 (pre-NOL taxable income). Under
the special rule for net operating loss deduc-
tions provided in paragraph (f)(3)(ii) of this
section, the NOL deduction is treated as an
extraordinary item incurred on the first day
of ABC’s December 31, 2008, tax year. There-
fore, the NOL deduction is taken into ac-
count after annualization for purposes of de-
termining ABC’s first annualized income in-
stallment.

Example 9. Advance payment. (i) Corpora-
tion ABC, a calendar year taxpayer, uses an
accrual method of accounting and the
annualized income installment method
under section 6655(e)(2)(A)(i) to calculate all
of its required installment payments for its
2008 and 2009 taxable years. ABC is in the
business of giving dancing lessons and re-
ceives advance payments. For Federal in-
come tax purposes, ABC uses the Deferral
Method provided in section 5.02 of Rev. Proc.
2004-34 for the advance payments it receives
for dance lessons. On November 1, 2008, ABC
receives an advance payment of $2,400 for a 2-
year contract commencing on November 1,
2008, and providing for up to 24 individual, 1-
hour lessons. ABC provides 2 lessons in 2008,
12 lessons in 2009, and 10 lessons in 2010. ABC
recognizes $200 in revenues in its financial
statements for the last quarter of 2008. ABC
recognizes $300 in revenues in its financial
statements for each quarter of 2009 for a
total of $1,200 in 2009. ABC recognizes the re-
maining $1,000 in revenues in its financial
statements during 2010. For tax purposes,
ABC recognizes $200 into revenue in 2008 and
$2,200 into revenue in 2009 under Rev. Proc.
2004-34. See §601.601(d)(2)(i)(D).

(ii) Pursuant to paragraph (£)(3)(i)(B) of
this section, ABC is not required to take into
account any of the advance payment for pur-
poses of computing any required installment
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payment for ABC’s 2008 taxable year because
no part of the $2,400 advance payment was
recognized as income in ABC’s financial
statements during the first nine months of
ABC’s 2008 taxable year. In 2009, ABC must
take into account $300 of revenue for pur-
poses of computing its first and second re-
quired installment payments, $600 of revenue
for purposes of computing its third required
installment payment and $900 for purposes of
computing its fourth required installment
payment. Pursuant to paragraph (f)(3)(i)(B)
of this section, the remaining deferred rev-
enue is recognized on December 31, 2009, for
purposes of computing ABC’s annualized in-
come installments for 2009.

Example 10. Section 481(a) adjustment. Cor-
poration ABC, a calendar year taxpayer, uses
an accrual method of accounting and the
annualized income installment method
under section 6655(e)(2)(A)(i) to calculate all
of its required installment payments for its
2008 taxable year. On December 20, 2008, ABC
files a Form 3115 requesting permission to
change its method of accounting. The re-
quested change results in a negative section
481(a) adjustment of $80,000. ABC subse-
quently receives the consent of the Commis-
sioner to make the change and therefore, the
negative $80,000 section 481(a) adjustment is
properly recognized in ABC’s tax return for
the year ending December 31, 2008. Under
paragraph (f)(3)(ii) of this section ABC is per-
mitted to recognize the negative $80,000 sec-
tion 481(a) adjustment as an extraordinary
item occurring on January 1, 2008 (the first
day of ABC’s December 31, 2008, tax year), or
December 20, 2008 (the date ABC filed the
Form 3115). ABC chooses to recognize the
negative $80,000 section 481(a) adjustment as
an extraordinary item occurring in January
1, 2008. Accordingly, $80,000 of the negative
section 481(a) adjustment is taken into ac-
count after annualization for purposes of de-
termining ABC’s first annualized income in-
stallment. In addition, under §1.6655-6(b),
ABC is required to use its new method of ac-
counting as of January 1, 2008 for estimated
tax purposes, consistent with the recognition
of the section 481(a) adjustment for esti-
mated tax purposes. Therefore, ABC will be
required to use the new method of account-
ing in determining taxable income to be
annualized in computing ABC’s first
annualized income installment.

Example 11. Section 481(a) adjustment. Cor-
poration ABC, a calendar year taxpayer, uses
an accrual method of accounting and uses
the annualized income installment method
under section 6655(e)(2)(A)(i) to calculate all
of its required installment payments for its
2008 taxable year. On June 15, 2008, ABC files
a Form 3115 requesting permission to change
its method of accounting. The requested
change results in a positive section 481(a) ad-
justment of $240,000. ABC subsequently re-
ceives the consent of the Commissioner to
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make the change and therefore, $60,000 of the
section 481(a) adjustment (one quarter of the
positive $240,000 section 481(a) adjustment) is
properly recognized in ABC’s tax return for
the year ending December 31, 2008. Under
paragraph (f)(3)(ii) of this section, ABC is
permitted to recognize the positive $60,000
section 481(a) adjustment as an extraor-
dinary item occurring on January 1, 2008 (the
first day of ABC’s December 31, 2008, tax
year), or June 15, 2008 (the date ABC filed the
Form 3115). ABC chooses to recognize the
positive $60,000 section 481(a) adjustment as
an extraordinary item occurring on June 15,
2008. Accordingly, the $60,000 positive section
481(a) adjustment is not taken into account
for purposes of determining ABC’s first
annualized income installment. However, in
all futures years any portion of the section
481(a) adjustment related to this change in
method of accounting will be treated as an
extraordinary item occurring on the first
day of the tax year under paragraph (f)(3)(ii)
of this section. In addition, under §1.6655—
6(b), ABC is required to use its new method
of accounting as of June 15, 2008 for esti-
mated tax purposes, consistent with the rec-
ognition of the section 481(a) adjustment for
estimated tax purposes. Therefore, ABC will
be required to use the new method of ac-
counting (as of the beginning of the tax year)
for purposes of determining taxable income
to be annualized in computing ABC’s third
and fourth annualized income installments
(which are based upon annualization periods
that include June 15, 2008.)

Example 12. Extraordinary item. Corporation
ABC, a calendar year taxpayer, uses an ac-
crual method of accounting and the
annualized income installment method
under section 6655(e)(2)(A)(1) to calculate all
of its required installment payments for its
2008 taxable year. On May 10, 2008, ABC
reaches a settlement agreement with XYZ
over a tort action filed by ABC. As a result,
ABC receives a payment of $10,000,000 on
June 15, 2006, that is recognized as income by
ABC. The settlement of a tort action is an
extraordinary item defined in paragraph
(£)(3)(i1)(A) of this section. Accordingly, the
$10,000,000 of income will be taken into ac-
count by ABC on May 10, 2008, for purposes of
computing ABC’s annualized income install-
ments for 2008. Therefore, the $10,000,000 set-
tlement will only be taken into account in
computing ABC’s third and fourth
annualized income installments (which are
based upon annualization periods that in-
clude May 10, 2008). In addition, the
$10,000,000 settlement income will be taken
into account as an extraordinary item of in-
come after annualization for purposes of de-
termining ABC’s third and fourth annualized
installment payments.

Example 13. Credit carryover. Corporation
ABC, a calendar year taxpayer, uses an ac-
crual method of accounting and the
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annualized income installment method
under section 6655(e)(2)(A)(i) to calculate all
of its required installment payments for its
2008 taxable year. ABC projects its
annualized tax for its 2008 taxable year,
based on annualizing ABC’s taxable income
for its first annualization period from Janu-
ary 1, 2008, through March 31, 2008, to be
$1,500,000 before reduction for any credits.
ABC has an unused section 38 credit from
2007 for increasing research activities from
2007 of $500,000 that is carried over to 2008.
For purposes of determining ABC’s first
annualized income installment, ABC’s
annualized tax for 2008 is $1,000,000, deter-
mined as the tax for the taxable year com-
puted by placing on an annualized basis
ABC’s taxable income from its first
annualization period from January 1, 2008,
through March 31, 2008 ($1,500,000) reduced by
the $500,000 credit carryover from 2007.
Therefore, ABC’s first required installment
payment for 2008 is $250,000 ($1,000,000 x 25%).

Example 14. Current year credit. Corporation
ABC, a calendar year taxpayer, uses an ac-
crual method of accounting and the
annualized income installment method
under section 6655(e)(2)(A)(1) to calculate all
of its required installment payments for its
2008 taxable year. ABC ©projects its
annualized tax for its 2008 taxable year,
based on annualizing ABC’s taxable income
for its first annualization period from Janu-
ary 1, 2008, through March 31, 2008, to be
$2,000,000 before reduction for any credits.
ABC has historically earned a section 41
credit for increasing research activities and,
for 2008, ABC estimates that it will earn a
credit for increasing research activities
under section 41 of $1,200,000. However, pursu-
ant to paragraph (f)(3)(iii) of this section, if
ABC were to annualize all components in-
volved in computing the current year credit
based on ABC’s activity from January 1, 2008,
through March 31, 2008, ABC would generate
a credit of $1,600,000 for 2008. For purposes of
determining ABC’s first annualized income
installment, ABC’s annualized tax for 2008 is
$400,000, determined as the tax for the 2008
taxable year ($2,000,000) computed by placing
on an annualized basis ABC’s taxable income
from its first annualization period January
1, 2008, through March 31, 2008, reduced by a
$1,600,000 current year section 41 credit from
increasing research activities. Therefore,
ABC’s first required installment payment for
2008 is $100,000 ($400,000 x 25%).

Example 15. Current year credit. Same facts
as Example 14 except that ABC does not begin
any research activities until April 3, 2008,
and will not incur any research expenses de-
scribed in paragraph (f)(1)(ii) of this section.
As a result, if ABC were to annualize all
components involved in computing the cur-
rent year credit based on ABC’s activity
from January 1, 2008, through March 31, 2008,
ABC would generate no section 41 research
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credit for purposes of determining its first
annualized income installment. Pursuant to
paragraph (f)(3)(iii) of this section, ABC can-
not take into account any credit for its first
annualization period because ABC did not
incur any qualified research expenses by the
last day of the first annualization period. Ac-
cordingly, for purposes of determining ABC’s
first annualized income installment, ABC’s
annualized tax for its first annualization pe-
riod January 1, 2008, through March 31, 2008,
is $2,000,000. Therefore, ABC’s first required
installment payment for 2008 is $500,000
($2,000,000 x 25%).

Example 16. Depreciation and amortization
expense. Corporation ABC, a calendar year
taxpayer that began business on January 2,
2007, adopted an accrual method of account-
ing and will use the annualized income in-
stallment method under section
6655(e)(2)(A)(i) to calculate all of its required
installment payments for its 2008 taxable
year. On January 2, 2007, ABC purchased and
placed in service a tangible depreciable asset
that costs $50,000 and is 5-year property
under section 168(e). ABC depreciates its 5-
year property placed in service in 2007 under
the general depreciation system using the
200-percent declining balance method, a 5-
year recovery period, and the half year con-
vention. On January 2, 2008, ABC purchased
and placed in service qualified Gulf Oppor-
tunity Zone property (GO Zone property)
that costs $30,000 and is b5-year property
under section 168(e). ABC will depreciate its
5-year property placed in service in 2008
under the general depreciation system using
the 200-percent declining balance method, a
5-year recovery period, and the half-year
convention. ABC will deduct the 50% addi-
tional first year depreciation deduction
under section 1400N(d) with respect to the
GO Zone property. For tax year 2007, ABC
takes a depreciation deduction under section
168 of $10,000 (850,000 x 20% = $10,000). ABC
does not anticipate being subject to the mid-
quarter convention for the 2008 taxable year,
does not anticipate making any depreciation
elections for any class of property, does not
anticipate making a section 179 election,
does not anticipate any sales or other dis-
positions of depreciable property, and no
events have occurred, nor does ABC know,
based on all relevant information available
as of the due date of ABC’s first required in-
stallment for 2008, of any event that will
occur to cause ABC’s 2008 taxable year to be
a short taxable year. The optional amounts
of depreciation expense ABC may take into
account for its first annualized income in-
stallment for its 2008 taxable year are deter-
mined as follows:

(i) General rule—Estimated annual deprecia-
tion. In accordance with the general rule pro-
vided in paragraph (f)(3)(iv)(A) of this sec-
tion, ABC may take a depreciation expense
of $8,500 ($34,000 x %2 = $8,500) into account in
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computing ABC’s January 1, 2008, through
March 31, 2008, taxable income. ABC’s esti-
mated annual depreciation expense for 2008
of $34,000 is computed as follows: $15,000 for
the 50% additional first year depreciation de-
duction under section 1400N(d) ($30,000 x 50%
= $15,000) plus annual depreciation of $16,000
($40,000 x 40% = $16,000) and $3,000 ($15,000 x
20% = $3,000). Under paragraphs (c)(3) and
(£)(3)(iv)(C) of this section, ABC may not con-
sider its first annualization period to be a
short taxable year for purposes of deter-
mining the depreciation allowance for such
annualization period.

(ii) Safe Harbor—Proportionate depreciation
allowance. In accordance with the safe harbor
provided in paragraph (f)(3)(iv)(B)(1) of this
section, ABC may take a depreciation ex-
pense of $8,500 ($34,000 x 312 = $8,500) into ac-
count in computing ABC’s January 1, 2008,
through March 31, 2008, taxable income based
on annual depreciation expense for 2008 of
$34,000, computed as follows: $15,000 for the
50% additional first year depreciation deduc-
tion under section 1400N(d) ($30,000 x 50% =
$15,000) plus annual depreciation of $16,000
($40,000 x 40% = $16,000) and $3,000 ($15,000 x
20% = $3,000). Under paragraphs (c)(3) and
(£)(3)(iv)(C) of this section, ABC may not con-
sider its first annualization period to be a
short taxable year for purposes of deter-
mining the depreciation allowance for such
annualization period.

(iii) Safe Harbor—90 percent of preceding
year’s depreciation. In accordance with the
safe harbor in paragraph (£)(3)(iv)(B)(2) of
this section, ABC may take a depreciation
expense of $2,250 ($10,000 prior year’s depre-
ciation x 90% = $9,000 x 32 = $2,250) into ac-
count in computing ABC’s January 1, 2008,
through March 31, 2008, taxable income.
Under paragraphs (c)(3) and (£)(3)(iv)(C) of
this section, ABC may not consider its first
annualization period to be a short taxable
year for purposes of determining the depre-
ciation allowance for such annualization pe-
riod.

(g) Items that substantially affect tax-
able income but cannot be determined ac-
curately by the installment due date—(1)
In general. In determining the applica-
bility of the annualization exceptions
described in paragraphs (a) and (b) of
this section and §1.6655-3, reasonable
estimates may be made from existing
data for items that substantially affect
income if the amount of such items
cannot be determined accurately by
the installment due date. This para-
graph (g) applies only to the inflation
index for taxpayers using the dollar-
value LIFO (last-in, first-out) inven-
tory method, adjustments required
under section 263A, the computation of
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a taxpayer’s section 199 deduction,
intercompany adjustments for tax-
payers that file consolidated returns,
the liquidation of a LIFO layer at the
installment date that the taxpayer rea-
sonably believes will be replaced at the
end of the year, deferred gain on a
qualifying conversion or exchange of
property under sections 1031 and 1033
that the taxpayer reasonably believes
will be replaced with qualifying re-
placement property, and any other
item designated by the Secretary by
publication in the Internal Revenue
Bulletin (see §601.601(d)(2)(ii)(b) of this
chapter).

(2) Example. The following example il-
lustrates the rules of this paragraph
(8):

Example. Section 199 deduction. Corporation
ABC, a calendar year taxpayer, uses an ac-
crual method of accounting and the
annualized income installment method
under section 6655(e)(2)(A)(i) to calculate all
of its required installment payments for its
2008 taxable year. ABC engages in production
activities that generate qualified production
activities income (QPAI), as defined in
§1.199-1(c), and projects taxable income of
$50,000 for its first annualization period from
January 1, 2008, through March 31, 2008, with-
out taking into account the section 199 de-
duction. During its first annualization period
from January 1, 2008, through March 31, 2008,
ABC incurs W-2 wages allocable to domestic
production gross receipts pursuant to section
199(b)(2) of $10,000. Pursuant to paragraph
(g)(1) of this section, ABC is permitted to
take into account its estimated section 199
deduction before annualizing taxable income
based on the lesser of its estimated QPAI or
taxable income and W-2 wages for its first
installment period for 2008. For the first in-
stallment period in 2008, ABC is permitted to
recognize a deduction under section 199 of
$3,000 ($50,000 x .06 = $3,000) subject to the
wage limitation of $5,000 (50 percent of $10,000
of W-2 wages incurred during the first in-
stallment  period). Accordingly, ABC’s
annualized income for the first installment
for 2008 is $188,000 (($50,000-$3,000) x 125 =
$188,000). The tax on $188,000 is $56,570 and
ABC’s first required installment for 2008 is
$14,143 ($56,570 x .25 = $14,143).

(h) Effective/applicability date. This
section applies to taxable years begin-
ning after September 6, 2007.

[T.D. 9347, 72 FR 44349, Aug. 7, 2007; 72 FR
53684, Sept. 20, 2007; 72 FR 54350, Sept. 25,
2007]
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