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credits arise with respect to withholding
taxes on dividends and the section 901(k)
holding period is satisfied.  In addition,
the regulations generally will apply to de-
termine whether credits should be disal-
lowed with respect to qualified taxes (as
defined in section 901(k)(4)(B)) that are
not subject to the general section 901(k)
holding period rule.  For example, the
regulations may disallow credits with re-
spect to gross basis taxes paid or accrued
with respect to certain arrangements in-
volving equity swaps and equity buy-sell
transactions entered into by securities
dealers even if such credits would not
have been disallowed under section
901(k) pursuant to section 901(k)(4).  See
section 901(k)(4)(C).

IV.  EFFECTIVE DATE OF
REGULATIONS ISSUED
PURSUANTTO THIS NOTICE

The regulations to be issued with re-
spect to arrangements of the kind de-
scribed in Part II above generally will be
effective with respect to taxes paid or ac-
crued on or after December 23, 1997, the
date this notice was issued to the public.
The effective date of the regulations is-
sued pursuant to this notice, however, will
not limit the application of other princi-
ples of existing law to determine the
proper tax consequences of the structures
or transactions addressed in the regula-
tions.

V.  IRS COORDINATION
PROCEDURES 

The Service intends to carefully exam-
ine foreign tax credits claimed in arrange-
ments of the type described in Part II to
determine whether such credits should be
disallowed under existing law even with-
out application of the regulations to be is-
sued pursuant to this notice.  The Service
plans to establish  early coordination pro-
cedures utilizing foreign tax credit experts
in the National Office and the Interna-
tional Field Assistance Specialization
Program to assist examining agents in an-
alyzing these transactions.  These coordi-
nation procedures will continue in effect
following issuance of the regulations to
ensure uniform and appropriate applica-
tion of the regulations by examining
agents.   

VI.  OTHER FOREIGN TAX CREDIT
GUIDANCE

Treasury and the Service are consider-
ing issuing other guidance to ensure that
foreign tax credits are allowed to U.S.
taxpayers in a manner consistent with the
overall structure of the Code and the in-
tent of Congress in enacting the credit.
For example, Treasury and the Service are
considering issuing additional regulations
under section 904(d)(2)(B)(iii) to address
abusive transactions involving high with-
holding taxes.  Treasury and the Service
are also considering whether additional
approaches may be necessary to identify
abuses in the case of foreign gross basis
taxes generally.  

In addition, Treasury and the Service
are considering various approaches to ad-
dress structures (including hybrid entity
structures) and transactions intended to
create a significant mismatch between the
time foreign taxes are paid or accrued and
the time the foreign-source income giving
rise to the relevant foreign tax liability is
recognized for U.S. tax purposes.  For
such structures and transactions, Treasury
and the Service are considering either de-
ferring the tax credits until the taxpayer
recognizes the income, or accelerating the
income recognition to the time at which
the credits are allowed (e.g.,by allocating
the credits or the income under section
482).

Finally, Treasury and the Service are
concerned about credits claimed in trans-
actions described in Part II above, with
respect to assets or income streams that
are hedged pursuant to portfolio hedging
strategies and with respect to hedges en-
tered into with respect to assets or income
streams that the taxpayer holds without
diminished risk of loss for a significant
period of time.

In general, regulations addressing these
other foreign tax credit issues will be ef-
fective no earlier than the date on which
proposed regulations (or other guidance
such as a notice) describing the tax conse-
quences of the arrangements are issued to
the public.  The effective date of any such
regulations will not, however, affect the
application of other principles of existing
law to determine the proper tax conse-
quences of the structures or transactions
addressed in the regulations.

VII.  COMMENTS

Comments are requested on the matters
discussed in this notice.  Written comments
may be submitted to the Internal Revenue
Service, P.O. Box 7604, Ben Franklin Sta-
tion, Attention: CC:DOM:CORP:R (No-
tice 98–5), Room 5226, Washington DC
20044.  Submissions may be hand deliv-
ered between the hours of 8 a.m. and 5
p.m. to CC:DOM:CORP:R (Notice 98–5),
Courier’s Desk, Internal Revenue Service,
1111 Constitution Avenue NW, Washing-
ton DC.  Alternatively, taxpayers may sub-
mit comments directly to the IRS Internet
site at http://www.irs.ustreas.gov/prod/tax_
regs/comments.html. Comments will be
available for public inspection and copy-
ing.

For further information regarding this
notice, contact Seth Goldstein or Rebecca
Rosenberg of the Office of Associate
Chief Counsel (International) at 202-622-
3850 (not a toll-free call).

Qualified Funeral Trusts

Notice 98–6

PURPOSE

Section 1309 of the Taxpayer Relief
Act of 1997, Pub. L. No. 105-34, 111 Stat.
788 (the Act) added § 685 of the Internal
Revenue Code to permit certain trusts to
elect Qualified Funeral Trust (QFT) sta-
tus.  This notice provides guidance on
QFT eligibility requirements, election
procedures, and simplified reporting re-
quirements.

BACKGROUND

A pre-need funeral trust arises from an
arrangement where funeral merchandise
or services are purchased from a seller to
benefit a specified beneficiary before the
beneficiary’s death.  A pre-need cemetery
merchandise trust arises from an arrange-
ment where cemetery merchandise or ser-
vices are purchased from a seller to bene-
fit a specified beneficiary before the
beneficiary’s death.  The purchaser enters
into a contract with the seller of the fu-
neral or cemetery merchandise or services
whereby the purchaser selects the mer-
chandise and services to be provided upon
the death of the beneficiary, and agrees to
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pay for them before the beneficiary’s
death.  Under state law, such amounts (or
a portion thereof) are required to be held
in trust during the beneficiary’s lifetime
and are paid to the seller upon the benefi-
ciary’s death.  

Rev. Rul. 87–127, 1987–2 C.B. 156,
addresses the taxation of pre-need funeral
trusts.  The ruling provides four situations
under which funeral trusts are formed and
concludes that in all four situations the
trust is a grantor trust and the purchaser is
treated for federal tax purposes as the
owner of the trust.  Any amount that a
seller receives from the trust (as payment
for services or merchandise) is includible
in the gross income of the seller. 

Section 685 permits the trustees of cer-
tain pre-need trusts to elect QFTstatus on
behalf of the trusts.  If the election is
made, a trust is not treated as a grantor
trust and the purchaser would not be sub-
ject to tax on trust income.  The trustee is
liable for the tax on the taxable income of
the trust as determined in accordance with
the income tax rate schedule generally ap-
plicable to estates and trusts.  However,
the personal exemption deduction under §
642(b) is unavailable.  

QFTELIGIBILITY REQUIREMENTS

Section 685(b) defines a QFTas any
trust (other than a foreign trust) if—(1)
the trust arises as a result of a contract
with a person engaged in the trade or
business of providing funeral or burial
services or property necessary to provide
such services, (2) the sole purpose of the
trust is to hold, invest and reinvest funds
in the trust and to use the funds solely to
make payments for those services or
property for the benefit of the beneficia-
ries of the trust, (3) the only beneficiaries
of the trust are individuals with respect to
whom those services or property are to be
provided at their death under contracts de-
scribed in item (1), (4) the only contribu-
tions to the trust are contributions by or
for the benefit of those beneficiaries, (5)
the trustee elects the application of this
subsection, and (6) the trust would, but
for this election, be treated as owned
under subpart E (the grantor trust provi-
sions) by the purchasers of the contracts.

Pre-need cemetery merchandise trusts
are substantially similar to pre-need fu-
neral trusts and therefore the analysis in

Rev. Rul. 87–127 applies to them.  Pre-
need funeral trusts and pre-need cemetery
merchandise trusts that meet one of the
situations under Rev. Rul. 87–127 are
grantor trusts and the purchasers of the
contracts giving rise to the trusts are the
owners of the trusts.  Accordingly, these
trusts may elect to be treated as QFTs if
they meet the other QFTrequirements
under § 685.   

A QFT cannot accept aggregate contri-
butions by or for the benefit of an individ-
ual in excess of $7,000 (contribution limit).
Section 685(c)(1).  Section 685(c)(2) pro-
vides that for purposes of § 685(c)(1), all
trusts having trustees that are related per-
sons shall be treated as 1 trust.  Persons are
related if (A) the relationship between the
persons is described in §§ 267 or 707(b),
(B) the persons are treated as a single em-
ployer under subsection (a) or (b) of § 52,
or (C) the Secretary determines that treat-
ing the persons as related is necessary to
prevent avoidance of the purposes of this
section.  The $7,000 contribution limit is
adjusted annually for inflation for any con-
tracts entered into after calendar year 1998.
Section 685(c)(3).

A trust is deemed to exceed the contri-
bution limit under § 685(c) if the trust is
determined, over the anticipated life of
the trust, to receive projected contribu-
tions (based upon existing contributions,
the applicable state law trust contribution
requirements, and any expected contribu-
tions in excess of the state law require-
ments) that exceed the contribution limit.
The determination is made at the incep-
tion of the trust and is made again when
the amount of the projected contributions
used in the previous determination
changes.  For example, a trust that is de-
termined at its inception to exceed the
contribution limit during the life of the
trust will be deemed to exceed the contri-
bution limit at inception.  However, a
trust that is determined at its inception not
to exceed the contribution limit but ex-
ceeds the contribution limit in a future
year, due to a change in projected contri-
butions, will be deemed to exceed the
contribution limit at the time of the
change in projected contributions.  A trust
loses its QFTstatus at the time that it is
deemed to exceed the contribution limit.

If a QFThas multiple beneficiaries, the
contribution limit will apply separately to
each beneficiary.  A QFTthat has multiple

beneficiaries will be taxed as if each ben-
eficiary’s interest in the QFTis a separate
trust.  Each beneficiary’s share of the total
contributions to a trust and share of the
trust’s income is determined in accor-
dance with the beneficiary’s interest in the
trust;  a beneficiary’s interest in a trust
may be determined under any reasonable
method.

QFTELECTION PROCEDURES

A trustee may elect QFTstatus for
trusts that meet the requirements of QFTs
under § 685 for taxable years ending after
August 5, 1997.  Therefore, trusts existing
prior to August 5, 1997, and trusts created
after August 4, 1997, may elect QFTsta-
tus.  The filing of Form 1041–QFTis
treated as the election.  The election must
be filed no later than the due date, with
extensions, for filing the trust income tax
return for the year of election.  The elec-
tion applies to each trust reported in the
QFTreturn.

A trustee need not elect QFTstatus for
the trust’s first eligible year;  even if no
election is made for the first eligible year,
a QFTelection may be made for subse-
quent tax years.  A QFT election, once
made, cannot be revoked without the con-
sent of the Commissioner.

Under both § 685 and Rev. Rul. 87–
127, amounts received by the seller from
a trust are treated as payments for services
and merchandise and are includible in the
gross income of the seller in the taxable
year received or properly accrued under
the seller’s method of accounting.  In the
case where a seller was not reporting in-
come in accordance with Rev. Rul. 87–
127, for example, where a seller improp-
erly reported investment income in the
taxable year it was earned by the trust
rather than the purchaser reporting such
income, a duplication of income may re-
sult from an election under § 685.  The
Service is continuing to study this issue.     

SIMPLIFIED QFTREPORTING
REQUIREMENTS

A trustee of a QFTis required to file a
trust return on behalf of the QFT.  The
proper form to file is Form 1041–QFT.  A
trustee may file one aggregate Form
1041–QFTfor all of its QFTs and should
follow the instructions associated with
that form.
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REQUESTS FOR COMMENTS

The Treasury and the Service invite
comments from the public on issues that
may arise in implementing § 685.  Send
written comments to the following address:

Internal Revenue Service
CC:DOM:CORP(NT 98-6;  
CC:DOM:P&SI:1)

P.O. Box 7604, Ben Franklin Station
Washington, DC  20044
Alternatively, send written comments

electronically via the Internet to the IRS
Internet site at http://www.irs.ustreas.gov/
prod/tax_regs/comments.htm1.  Please
identify the comments as relating to this
Notice.

DRAFTING INFORMATION

The principal author of this notice is
Daniel J. Coburn of the Office of Assis-
tant Chief Counsel (Passthroughs and
Special Industries).  For further informa-
tion regarding this notice contact Mr.
Coburn at (202) 622-3050 (not a toll-free
call).

Returns Relating to Interest on
Education Loans

Notice 98–7

PURPOSE

This notice describes the information
reporting requirements for 1998 under 
§ 6050S of the Internal Revenue Code (as
enacted by the Taxpayer Relief Act of
1997, Pub. L. No. 105–34, § 202(c), 111
Stat. 804 (the Act)) that apply to certain
persons who receive payments of interest
that may be deductible as qualified educa-
tion loan (“student loan”) interest.  The
Treasury Department intends to issue reg-
ulations on the information reporting re-
quired under § 6050S.  Pending the is-
suance of those regulations, this notice
describes who must report information
with respect to payments of student loan
interest, and the nature of the information
that will be required under § 6050S for
1998.

For 1998, payees are required to report
interest received only with respect to stu-
dent loans that have a “covered period”
(described below) ending during or after
1998.  Comments are requested regarding

the student loan interest reporting require-
ments that should apply for future years.
The Internal Revenue Service will issue
additional guidance on the student loan
interest that a taxpayer may deduct, in-
cluding further guidance for determining
whether a taxpayer has made a payment
of interest on a student loan during the
first 60 months in which interest pay-
ments are required. 

BACKGROUND

A. The Student Loan Interest 
Deduction.

Section 202(a) of the Act added § 221
to the Code.  Section 221 allows certain
taxpayers who pay interest on qualified
education loans to claim a federal income
tax deduction for their interest payments,
regardless of whether they itemize other
deductions. 

A qualified education loan is a loan
used to pay the costs of attendance at an
eligible educational institution for a stu-
dent enrolled at least half-time in a pro-
gram leading to a degree, certificate, or
other recognized educational credential.
The student must be the taxpayer, the tax-
payer’s spouse, or the taxpayer’s depen-
dent at the time the loan was taken.  A
loan made by an individual who is related
to the borrower, within the meaning of 
§ 267(b) or § 707(b)(1), is not a qualified
education loan.

An eligible educational institution is
any college, university, vocational school,
or other postsecondary educational insti-
tution that is described in § 481 of the
Higher Education Act of 1965 (20 U.S.C.
1088) and, therefore, is eligible to partici-
pate in the student aid programs adminis-
tered by the Department of Education.
This category includes virtually all ac-
credited public, nonprofit, and proprietary
postsecondary institutions.  For purposes
of the student loan interest deduction, eli-
gible educational institutions also include
institutions that conduct an internship or
residency program leading to a degree or
certificate awarded by an institution of
higher education, a hospital, or a health
care facility that offers postgraduate train-
ing.  

Costs of attendance are generally the
same as those described in § 472 of the
Higher Education Act for purposes of cal-
culating a student’s financial need (e.g.,

tuition, fees, room, board, books, equip-
ment, and other necessary expenses, such
as transportation).  However, for purposes
of the student loan interest deduction,
costs of attendance are reduced by educa-
tional assistance that the student receives
and excludes from gross income under 
§ 127, 135, 530, or as a scholarship.

The student loan interest deduction is
available only for interest payments made
during the first 60 months, whether or not
consecutive, in which interest payments
are required on the loan. Notice 97-60,
1997-46 I.R.B. 8, provides additional in-
formation about the student loan interest
deduction.

B.  Information Reporting Relating to
Student Loan Interest.

Section 6050S(a) requires information
reporting by any person engaged in a
trade or business who, in the course of
that trade or business, receives from any
individual interest aggregating $600 or
more for any calendar year on 1 or more
qualified education loans.  

Section 6050S(b) provides that the re-
turn of information must be in the form
prescribed by the Secretary and contain:

(1) the name, address, and taxpayer
identification number (TIN) of the indi-
vidual with respect to whom interest was
received, 

(2) the name, address, and TIN of any
individual certified by the individual
named in the first item as the taxpayer
who will claim that individual as a depen-
dent for purposes of the deduction under §
151 for any taxable year ending with or
within the year for which the information
return is filed,

(3) the aggregate amount of interest re-
ceived for the calendar year with respect
to the individual named in the first item,
and 

(4) such other information as the Secre-
tary may prescribe.

Section 6050S(c) states that informa-
tion reporting is required by governmental
units or any agency or instrumentality
thereof.  The return required by the gov-
ernmental entity must be made by the offi -
cer or employee appropriately designated
for the purpose of making the return.

Section 6050S(d) provides that every
person required to make an information
return under § 6050S(a) must also furnish
to each individual whose name is required


