
Penalty and Interest Study

Notice 99–4

PURPOSE

This notice invites public comment in
connection with a study being conducted
by the Department of the Treasury and the
Internal Revenue Service regarding the
administration and implementation of the
penalty and interest provisions of the In-
ternal Revenue Code.  This study is re-
quired by § 3801 of the Internal Revenue
Service Restructuring and Reform Act of
1998, Pub.  L.  No.  105–206, 112 Stat.
782 (RRA).

BACKGROUND

The Code contains numerous provi-
sions imposing civil tax penalties upon
taxpayers and tax return preparers for cer-
tain conduct.  Chapter 68 divides many of
these civil penalties into two categories:
Additions to the Tax and Additional
Amounts (Subchapter A) and Assessable
Penalties (Subchapter B).  In addition,
many other penalty provisions are con-
tained in other chapters of the Code.
Prior to the enactment of the Improved
Penalty Administration and Compliance
Act of 1989, included as part of the Om-
nibus Budget Reconciliation Act of 1989
(OBRA 1989), the Commissioner estab-
lished a task force to study civil tax penal-
ties.  The task force recommended many
improvements to penalty administration
that were adopted.

Congress, through OBRA 1989, at-
tempted to simplify the penalty structure
and address legislative inconsistencies.
Congress also made general administra-
tive recommendations regarding the ad-
ministration and implementation of the
civil tax penalties.   H.R. Conf.  Rep.  No.
386, 101st Cong., 1st Sess.  661 (1989).
These general administrative recommen-
dations included requiring the Service to
develop a policy statement emphasizing
that civil tax penalties exist for the pur-
pose of encouraging voluntary compli-
ance and to develop a handbook on penal-
ties for employees.  Id.  

Subsequent to OBRA 1989, the Service
developed a penalty handbook located in
Part XX of the Internal Revenue Manual.

In that handbook, the Service stated that
“penalties are used to enhance voluntary
compliance.”  IRM (20)121.   Further-
more, the handbook states that “the Ser-
vice uses penalties to encourage voluntary
compliance by: (1) helping taxpayers un-
derstand that compliant conduct is appro-
priate and that noncompliant conduct is
not; (2) deterring noncompliance by im-
posing costs on [noncompliance]; and (3)
establishing the fairness of the tax system
by justly penalizing the noncompliant tax-
payer.” Id.

Section 6601 of the Code provides that
taxpayers who underpay their taxes gen-
erally must pay interest to the government
for the period of the underpayment.  Vari-
ous other provisions of the Code provide
for the payment of interest by the govern-
ment on tax overpayments (see § 6611),
the abatement of underpayment interest in
certain circumstances (see § 6404), and
the payment of interest on erroneous re-
funds recoverable by suit (see § 6602).
Other provisions allow for crediting or re-
funding of certain overpayments without
interest (see, e.g., § 6416(b)). 

Section 3801 of RRA calls for the Joint
Committee on Taxation and the Secretary
of the Treasury to each conduct studies:
(1) reviewing the administration and im-
plementation by the Internal Revenue
Service of the interest and penalty provi-
sions of the Internal Revenue Code of
1986 (including the penalty reform pro-
visions of the Omnibus Budget Recon-
ciliation Act of 1989); and (2) making any
legislative and administrative recommen-
dations the Committee or the Secretary
deems appropriate to simplify penalty or
interest administration and to reduce tax-
payer burden.  These studies are to be re-
ported to the Committee on Ways and
Means of the House of Representatives
and the Committee on Finance of the Sen-
ate not later than July 22, 1999.  

REQUEST FOR PUBLIC COMMENT

The Conference Committee Report for
RRA with respect to § 3801 states that the
“conferees expect that the Joint Commit-
tee on Taxation and the Treasury Depart-
ment will consider comments from tax-
payers and practitioners on the issues
relevant to the studies.”  H.R. Conf.  Rep.

No.  599, 105th Cong., 2d Sess. 323
(1998).  Accordingly, the Department of
the Treasury and the Service request com-
ments with respect to issues relevant to
penalties and interest, and in particular,
the following:

1.  whether the penalty and interest pro-
visions of the Code encourage voluntary
compliance (i.e., whether they are effec-
tive deterrents to noncompliance, tax
avoidance, and fraud); 

2.  whether administration of these pro-
visions by the Service encourages volun-
tary compliance;  

3.  whether the penalty and interest pro-
visions are designed in a manner that pro-
motes efficient and effective administra-
tion by the Service; 

4.  whether and how the Service’s
penalty and interest administration should
be simplified or the burden modified on
taxpayers and other third parties such as
tax return preparers;

5.  whether the penalty and interest pro-
visions are designed to operate, and are
administered by the Service, fairly such
that similarly situated taxpayers are
treated alike;  

6.  whether the current penalty and in-
terest provisions allow taxpayers to gen-
erate overpayments or underpayments in
order to take advantage of disparities be-
tween commercial borrowing rates and
the rates imposed by § 6621;

7.  whether communications from the
Service to taxpayers provide an adequate
explanation of why penalties and interest
were imposed so that taxpayers can avoid
penalties and interest in the future;

8.  the sources and scope of the Com-
missioner’s authority to waive or not en-
force penalties, and whether such author-
ity should be modified;

9.  whether the Commissioner’s author-
ity to abate interest under § 6404 should
be modified;

10.  whether the Service’s administra-
tion of its penalty waiver and interest
abatement authority is accomplished uni-
formly and fairly and the effect of the Ser-
vice’s administration of its penalty waiver
and interest abatement authority (includ-
ing the effect on compliance);

11.  whether certain provisions of the
Code should be clarified to identify
whether they impose a penalty or tax
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(given that the characterization may effect
the determination of when interest ac-
crues thereon);

12.  whether and how the penalty and
interest regimes of voluntary tax systems
of other countries compare to the U.S.
federal tax penalty and interest regime;
and

13.  whether different entities should be
subject to different penalty regimes; and
whether penalty regimes should align
with the four operating units of the Ser-
vice’s future structure.

The Department of the Treasury and
the Service would appreciate written
comments on the above issues or other is-
sues relevant to this study, including spe-
cific recommendations on ways to (i) sim-
plify the present-law penalty and interest
provisions, (ii) make the administration of
such provisions more efficient, (iii) re-
duce inequities and burdens on taxpayers,
and (iv) deter noncompliance, tax avoid-
ance and fraud.  Comments should be
submitted by Friday, February 26, 1999,
to:

Internal Revenue Service
P.O. Box 7604
Ben Franklin Station
Attn: CC:DOM:CORP:T:R:IT&A
(Branch 4)
Room 5228
Washington, DC 20044
or by submitting comments directly to

http://www.irs.ustreas.gov/prod/tax_regs/
comments.html (the IRS Internet site).

The comments you submit will be
available for public inspection and copy-
ing.

DRAFTING INFORMATION

The principal author of this notice is
Charles A. Hall of the Office of Associate
Chief Counsel (Income Tax and Account-
ing).  For further information regarding
this notice contact Mr. Hall at (202) 622-
4940 (not a toll-free call).

Eligible Rollover Distributions

Notice 99–5

I.  PURPOSE

This notice provides transition relief
and guidance relating to the exception to
the definition of eligible rollover distribu-

tion for certain hardship distributions.
This exception was added to §§ 402(c)(4)
and 403(b)(8)(B) of the Internal Revenue
Code (the “Code”) by § 6005(c)(2)(A)
and (B) of the Internal Revenue Service
Restructuring and Reform Act of 1998,
Pub. L. 105–206 (“RRA 98”).  The transi-
tion relief responds to significant com-
ment activity evidencing the inability of
many plan administrators and taxpayers
to adjust their systems to accommodate
the new exception by January 1, 1999.  In
general, the relief granted allows both §
401(a) plans and § 403(b) annuities to
delay implementation of the exception as
it applies to distributions occurring before
January 1, 2000.

II.  BACKGROUND

Section 401(a)(31) requires a plan to
permit distributees to elect to have an eli-
gible rollover distribution paid directly to
an eligible retirement plan specified by
the distributee.

Section 403(b)(10) provides that a 
§ 403(b) annuity must meet requirements
similar to the requirements of 
§ 401(a)(31).

Section 402(c)(4) generally provides
that any distribution of the balance to the
credit of an employee is an eligible
rollover distribution.  However, as excep-
tions to this general rule, that section
specifies certain distributions of the bal-
ance to the credit of an employee that are
not eligible rollover distributions.

Prior to amendment by RRA 98, the ex-
ceptions to the definition of eligible
rollover distribution provided for in §
402(c) were limited to any distribution
that is one of a series of substantially
equal periodic payments, any distribution
to the extent such distribution is required
under § 401(a)(9), and any distribution
that is not includible in gross income (de-
termined without regard to the exclusion
for net unrealized appreciation described
in § 402(e)(4)).

Section 403(b)(8) provides that rules
similar to those in § 402(c)(4) apply for
purposes of determining the amount eligi-
ble for rollover from a § 403(b) annuity.
Section 1.403(b)–2, Q&A–1 provides that
an eligible rollover distribution from a 
§ 403(b) annuity is an eligible rollover
distribution described in § 402(c)(4) and 
§ 1.402(c)–2, except that the distribution

is from a § 403(b) annuity rather than a
qualified plan.

Section 6005(c)(2)(A) of RRA 98
added § 402(c)(4)(C) to the Code, which
specifies an additional exception to the
definition of eligible rollover distribution
for any hardship distribution described in
§ 401(k)(2)(B)(i)(IV), effective for distri-
butions after December 31, 1998.  Section
6005(c)(2)(B) of RRA 98 amended 
§ 403(b)(8)(B) of the Code to include a
specific reference to § 402(c)(4)(C).
Thus, the new exception also applies to
distributions from § 403(b) annuities.

Section 401(k)(2)(B)(i) provides that
contributions made under a qualified cash
or deferred arrangement (“CODA”) are
not permitted to be distributed earlier than
the occurrence of certain specified events.
Under § 401(k)(2)(B)(i)(IV), an em-
ployee’s elective contributions may be
distributed upon the hardship of the em-
ployee.  Section 1.401(k)–1(d)(2)(ii) pro-
vides that certain amounts, including
earnings, credited to an employee’s ac-
count as of a date specified in the plan
containing the qualified CODA (which
date generally was required to be before
July 1, 1989) may also be distributed
upon the hardship of the employee.  Con-
tributions not made under a qualified
CODA, such as matching contributions or
profit-sharing contributions that are not
qualified nonelective contributions or
qualified matching contributions, are not
described in § 401(k)(2)(B)(i)(IV).

Sections 403(b)(1) and 403(b)(11) pro-
vide that amounts contributed pursuant to
a salary reduction agreement for years be-
ginning after December 31, 1988, are not
permitted to be distributed earlier than the
occurrence of certain specified events.
Under § 403(b)(11)(B), such amounts
may be distributed upon the hardship of
the employee.  Amounts held in an annu-
ity contract described in § 403(b)(1) as of
the close of the last year beginning before
January 1, 1989, and amounts contributed
to the contract as nonelective employer
contributions are generally not subject to
distribution restrictions.

Sections 403(b)(7) and 403(b)(11) pro-
vide that amounts contributed to a custo-
dial account described in § 403(b)(7) are
not permitted to be distributed earlier than
the occurrence of certain specified events.
Under §§ 403(b)(7) and 403(b)(11), con-
tributions made pursuant to a salary re-
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