26 CFR 601.204: Changes in accounting periods for distributor commissions, including

and in methods of accounting.
(Also Part |, 88 446, 481; 1.446-1, 1.481-1.)

Rev. Proc. 2000-38
SECTION 1. PURPOSE

rules relating to the limitations, terms, an
conditions the Commissioner deems ne
essary to make the change.

SECTION 2. DEFINITIONS

This revenue procedure provides three Under Rule 12b-1 (17 C.F.R. § 27C
permissible methods of accounting fot2P—1), an open-end regulated investme
distributor commissions (as defined in § $ompany (‘mutual fund”) may adopt, for
below). A taxpayer may change to oPN€ oOr more classes of its shares, a pl
adopt any of the three methods. This ref0at permits it to use fund assets to pay
enue procedure provides procedures forf@e to cover distribution costs of func
taxpayer to obtain consent from the Conghares (“distribution fee”). For purpose
missioner of Internal Revenue to chang@f this revenue procedure, the term “dis
to any of the three methods of accounting/Putor commissions” means commis
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sions paid or incurred by a distributor of
mutual fund on the sale of mutual fun
shares for which the distributor is to re
ceive a distribution fee from the mutua
fund and, in some cases, a contingent c
ferred sales charge from the investor |
future taxable year(s) (typically referrec
to in the mutual fund industry as “B
shares”). Distributor commissions do nc
include commissions paid or incurred o
the sale of mutual fund shares for whic
the distributor is to receive a distributior
fee and, in some cases, a contingent ¢
ferred sales charge in future taxable yez
and will make commission payments t
the selling broker in an amount equal t
the amount it receives each year that tl
shares remain outstanding (typically re
ferred to in the mutual fund industry as “(
shares”).

SECTION 3. BACKGROUND

.01 Mutual funds generally distribute
new shares to the public through a distril
utor. If an investor purchases mutual fun
shares through a broker, either the i
vestor or the distributor pays the brokel
age commissions. |If the distributor pay
the brokerage commissions (i.e., distribt
tor commissions), the distributor typically
recovers this cost by collecting from th
mutual fund a distribution fee in accor
dance with Rule 12b-1 and, in som
cases, by receiving a sales charge fro
the investor if the shares are redeem
within a specified period of time.

.02 Under 8§ 446, the Commissione
has broad authority to determine whethe
a method of accounting clearly reflects ir
come. Under § 446(b), if a taxpayer’
method of accounting does not clearly re
flect income, the computation of taxabl
income must be made under a methc



that, in the opinion of the Secretary, doedance with the distribution fee periodvided interest in a part, of its future distri-
clearly reflect income.See Thor Power method is a permissible method of acbution fees for the share, an offset agains
Tool Co. v. Commissioned39 U.S. 522 counting. Under the distribution fee pesales proceeds. Ataxpayer that uses poo
(1979), 1979-1 C.B. 16Commissioner riod method, a taxpayer must capitalizén connection with the distribution fee pe-
v. Hansen 360 U.S. 446 (1959), 1959-2distributor commissions paid or incurrediod method described in this § 5.01 de-
C.B. 460; § 1.446-1(c)(2)(ii) of the In-during the taxable year on the sale akrmines its unrecovered basis in its righi
come Tax Regulations. shares in a mutual fund and amortizéo receive distribution fees for particular
.03 To minimize disputes regarding thehose amounts ratably over a specific reshares in a prior year pool that are termi
accounting for distributor commissions andovery period determined by the numbenated by multiplying its unrecovered
to provide appropriate methods for matchef years for which the 12b—1 plan pro-basis in the applicable pool of distributor
ing those commissions with the related dissides the taxpayer is to receive a distribueommissions as of the beginning of the
tribution fees and sales charges so as tion fee from the mutual fund as a resulyear by a fraction, the numerator of which
clearly reflect income, the Internal Revenuef the sale of those shares (distribution feis the number of terminated shares fol
Service will permit a taxpayer that com-period). Amortization for a short taxablewhich commissions were in the pool as of
plies with the requirements of this revenugear is based on the number of months the beginning of the year and the denomi
procedure to account for distributor comthe short taxable year (taking into accoumtator of which is the number of shares for
missions using any of the three permissiblne half-year convention if § 5.01(2)(b)which commissions were in the pool as of
methods of accounting described in 8§ 5 ddpplies). the beginning of the year. To determine
this revenue procedure. A taxpayer may (2) Pooling Allowed the unrecovered basis for its right to re-
use any of these three methods to account(a) For purposes of accounting for diseeive distribution fees for a particular
for the distributor commissions related tdributor commissions under the distribushare in a current year pool that is termi-
each class of shares within each mutuéibn fee period method, a taxpayer mapated in the initial year (i.e., the year the
fund for which it acts as a distributor. establish one or more pools of commisshare giving rise to the right to receive
.04 A change in a taxpayer’s treatmengions. A pool may be established with redistribution fees is sold), the taxpayer
of distributor commissions to any of thespect to distributor commissions relatednust multiply the unrecovered basis in
three permissible methods described ito a class of shares of a mutual fund solithe applicable pool as of the end of the
8 5 of this revenue procedure is a change a single taxable year. A pool of distrib-year by a fraction, the numerator of which
in method of accounting to which 88 44@itor commissions may contain commisis the number of shares terminated during
and 481 apply. Sections 446(e) andions related to a class of mutual funthe year for which commissions in the
1.446-1(e) provide that, except as otheshares sold in a single taxable year fromool were paid or incurred during the year
wise provided, a taxpayer must secure thene or more mutual funds, provided th@nd the denominator of which is the num-
consent of the Commissioner beforalistributor commissions for each class ober of shares sold during the year for
changing a method of accounting for fedmutual fund shares is accounted for undevhich commissions in that pool were paid
eral income tax purposes. Sectiothe distribution fee method. However, ar incurred during the year. The unrecov-
1.446-1(e)(3)(ii) authorizes the Commispool may only include distributor com-ered basis in the applicable pool of dis-
sioner to prescribe administrative procemissions related to a class of mutual funtfibutor commissions must be reduced by
dures setting forth the limitations, termsshares sold in a single taxable year witthe basis allocable to the terminatec
and conditions deemed necessary to pdhe same distribution fee period and thehares, as determined in the precedin
mit a taxpayer to obtain consent to changgame compensation structure. two sentences, before calculating the
a method of accounting. (b) A taxpayer that establishes annuamortization deduction for the year. If a
pools for purposes of using the distributaxpayer does not have sufficient infor-
SECTION 4. SCOPE tion fee period method must compute thenation to relate a termination event to &
This revenue procedure applies to amount of the amortization deductiorspecific pool, the taxpayer must treat the
taxpayer that chooses to account for digising a half-year convention. termination event as relating to the earli-
tributor commissions under any of the () Distribution fees have the samest remaining pool in accordance with the
three permissible methods of accountingompensation structure if they are calcuprinciples of § 1.1012-1(c)(1).
for distributor commissions provided inlated on the basis of the same percentage(b) Termination events. For purposes
§ 5 of this revenue procedure. This revof the mutual fund's average net assets. of § 5.01(3)(a) of this revenue procedure,
enue procedure does not apply to amortiz- (3) Termination of Right to Distribution a taxpayer’s right to a distribution fee for

able section 197 intangibles. Fees a particular share terminates when the
(a) Basis recovery allowed. A taxpayetaxpayer is no longer entitled to receive ¢

SECTION 5. PERMISSIBLE that uses the distribution fee periodlistribution fee related to that share in
METHODS OF ACCOUNTING method described in this § 5.01 may acsubsequent years. Termination may occu
01 DISTRIBUTION FEE PERIOD count for the termination of its right to re-as a result of (i) a sale of the distributor’s
METHOD. ceive a distribution fee for a particularright to all future distribution fees for the

share in a mutual fund by claiming in theshare, (ii) the redemption of the share by
(1) Description of Method The treat- year of termination a loss or, for a sale ahe shareholder, or (iii) the conversion of
ment of distributor commissions in accorthe distributor’s right to all, or an undi-the share into another class of shares fc



which the taxpayer is not entitled to repayer experiences a termination eventnless distributor commissions related tc
ceive a distribution fee. If a taxpayer sellsvith respect to the pool, but only in pro-all the shares in the pool are retired.

an undivided interest in its right to all preportion to the interest sold, and may claim

sent and future distribution fees assocthe corresponding loss or offset agains?ECTlON 6. CHANGE IN METHOD
ated with a share or a portion of a pookales proceeds. OF ACCOUNTING

termination occurs in proportion to the in- iatrib it

orost ol prop 03 USEEUL LIFE METHOD ~.01Change to the Distribution Fee Pe-
: riod Method the 5-year Method, or the

02 5-YEAR METHOD. (1) Description of Method The treat- Useful Life Method. A taxpayer that

ment of distributor commissions in accorwants to change its method of accountin
(1) Description of Method The treat- dance with the useful life method is a perfor distributor commissions for the tax-
ment of distributor commissions in accormissible method of accounting. Undeable year that includes January 1, 2001, t
dance with the 5-year method is a permighe useful life method, a taxpayer musany of the three methods described in thi
sible method of accounting. Under theapitalize distributor commissions paid orevenue procedure must follow the auto
5-year method, a taxpayer must capitalizecurred during the taxable year and rematic change in method of accounting
distributor commissions paid or incurreccover those amounts over their estimatgarovisions in Rev. Proc. 99—49, 1999-52
during the taxable year and amortizeiseful life. See§ 1.167(a)-1(b). I.R.B. 725, (or its successor) with the fol-
those amounts ratably over a 5-year pe- (2) Determination of Useful Life The lowing modifications:
riod. Amortization for a short taxablerecovery method and useful life of distrib- (1) A taxpayer that files a copy of the
year is based on the number of months imor commissions must be established biyorm 3115, Application for Change in
the short taxable year (taking into accountaiking into account all the facts and cirAccounting Method, to change its methoc
the half-year convention). cumstances including, for example, (i) thef accounting for distributor commissions
(2) Pooling Required period during which the taxpayer is to rewith the national office of the Internal
(a) For purposes of accounting for diseeive distribution fees from a mutual fundRevenue Service on or before April 2,
tributor commissions under the 5-yeaunder the 12b-1 plan with respect to pa2001, is not subject to the scope limita:
method, a taxpayer must establish one ticular shares, and (ii) the experience dions in § 4.02 of Rev. Proc. 99-49, unles:
more pools of commissions. All commis-the taxpayer regarding how long a typicathe taxpayer’s method of accounting for
sions related to a class of shares of a maghare burdened with a given distributiordistributor commissions is an issue unde
tual fund sold in a single taxable yeafee remains outstanding after purchaseonsideration before a federal court
must be in the same pool. A pool of disSee§ 1.167(a)-1(b). within the meaning of 8§ 3.09(3) of Rev.
tributor commissions may contain com- (3) Pooling Allowed For purposes of Proc. 99-49. If the taxpayer is under ex
missions related to classes of mutual fundccounting for distributor commissionsamination, before an appeals office, or be
shares from one or more mutual fundsynder the useful life method, a taxpayefore a federal court at the time that a cop
provided the distributor commissions formay establish one or more pools of conef the Form 3115 is filed with the national
each of the classes of mutual fund sharesissions. A taxpayer that establishes amffice, the taxpayer must provide a dupli-
are accounted for using the 5-yeanual pools under the useful life methoaate copy of the Form 3115 to the exam
method. must compute the amount of the amortining agent, appeals officer, or counsel fo
(b) A taxpayer that uses the 5-yearation deduction using a half-year conthe government, as appropriate, at th
method must compute the amount of theention. time the copy of the Form 3115 is filed.
amortization deduction using a half-year (4) Retirement of Right to Distribution The Form 3115 must contain the name(s
convention. Fees The determination of whether orand telephone number(s) of the examin
(3) Termination of Right to Distribution not a taxpayer using the useful lifeing agent, appeals officer, or counsel fo
Fees A taxpayer that uses the 5-yeamethod may claim a loss is governed bthe government, as appropriate. If the
method described in this § 5.02 may nd§1.167(a)-8. For example, if the usefulaxpayer’s method of accounting for dis-
claim a loss or an offset against sales prdife of the distributor commissions undertributor commissions is an issue pending
ceeds for the unamortized portion of d@he useful life method does not reflect anwithin the meaning of § 6.01(6) of this
distributor commission as a result of a terretirements, including a termination of aevenue procedure at the time that
mination event for a particular share, adght to a distribution fee, the taxpayer~orm 3115 is filed with the national of-
described in § 5.01(3)(b) of this revenuenay claim a loss for the unamortized porfice, the taxpayer also must provide to the
procedure. However, if the taxpayer extion of a distributor commission as a reexamining agent or appeals officer, as ap
periences a termination event with respesult of a retirement. If the useful life ofpropriate, an executed closing agreemer
to the distribution fees related to all thehe distributor commissions under thesubstantially in the form set forth in AP-
shares in a pool, the taxpayer may claimaseful life method is an average usefUPENDIX A of this revenue procedure.
loss or an offset against sales proceeds fiifie that reflects retirements, the taxpayer (2) The change must be made using
the unamortized portion of the distributormay not claim a loss for the unamortizedut-off method and applies only to distrib-
commissions in that pool. In addition, if gportion of a distributor commission as autor commissions paid or incurred on ol
taxpayer sells an undivided interest in itsesult of a retirement, regardless oéfter January 1, 2001. Because no itemr
right to all present and future distributiorwhether the distributor commission is acare duplicated or omitted from income
fees for all the shares in a pool, the taxeounted for as a single asset or in a pookhen a cut-off method is used, a § 481(a



adjustment described in § 5.03 of Rewicient to determine that a proposed adthis revenue procedure, and a chang
Proc. 99-49 is not necessary. See § 2.Qtment is appropriate and justified, alfrom pooling to single asset, or vice versa

of Rev. Proc. 99-49. though the exact amount of the adjustinder the distribution fee period method
(3) The year of change is the taxablenent may not yet be determined. or the useful life method, must be made ir
year that includes January 1, 2001. .02 Audit Protection If a taxpayer accordance with the automatic change ir

(4) Section 6.02(2)(a) of Rev. Proccomplies with the requirements of thisnethod of accounting provisions in § 2.02
99-49 is modified to allow the requiredrevenue procedure for changing it®f the APPENDIX of Rev. Proc. 99-49.
copy of the Form 3115 to be filed with themethod of accounting for distributor com-A change in the useful life of distributor
national office before the first day of themissions to any of the three methods afommissions under the distribution fee
year of change if the taxpayer properlyaccounting described in this revenue prgeriod method or the useful life method is
files a Form 3115 under this revenue proeedure, the treatment of distributor comnot a change in method of accounting.
cedure. missions will not be raised as an issue i8ee§ 1.446-1(e)(2)(ii}f).

(5) In order to assist the Internal Revany taxable year before the year of change
enue Service in processing changes @nd, if the treatment of distributor com- ECTION 7. EFFECTIVE DATE
method of accounting under this revenu_missio_ns has already been raised as anTis revenue procedure is effective Oc-
procedure, and to ensure proper handlm_gssue in a taxable year bef_ore_ the year @fper 2. 2000.

§ 6.02(3)(a) of Rev. Proc. 99—-49 is modiehange, the treatment of distributor com-

fied to require that a Form 3115 filedmissions will not be further pursued. SECTION 8. EFFECT ON OTHER
under this revenue procedure include the .03 Changes Not Made under this RevBOCUMENTS

statement: “Automatic Change Filedenue ProcedureA taxpayer that wants to , .

Under nsert section numbgmof Rev. change from a method of currently de- R€V- Proc. 99-49 is modified and am-
Proc. 2000-38." This statement must béucting distributor commissions to aPlified to include this accounting method
legibly printed or typed at the top of anymethod of capitalizing and amortizingchange in the APPENDIX.

Form 3115 filed under this revenue procedistributor Commissions un_der any of th§ R AFTING INFORMATION

dure. three methods described in this revenue

(6) For purposes of this revenue proceprocedure for any taxable year other than The principal author of this revenue
dure, the taxpayer’s method of accountinthe taxable year that includes January procedure is John Moriarty of the Office
for distributor commissions is an issu€001, must follow the automatic changef Associate Chief Counsel (Income Tax
pending if the Service has given the taxin method of accounting provisions inand Accounting). For further information
payer written notification indicating anRev. Proc. 99-49. However, this changabout this revenue procedure, contac
adjustment is being made or will be promust be made on a cut-off basis as ddohn Moriarty at (202) 622-4950 (not a
posed with respect to the taxpayer’scribed in § 2.06 of Rev. Proc. 99-49. Aoll-free call).
method of accounting for distributor com-change from one method of amortizing
missions. This will normally occur afterdescribed in this revenue procedure to an-
the Service has gathered information subther method of amortizing described in



APPENDIX A

Department of the Treasury—Internal Revenue Service

Closing Agreement on Final Determination
Covering Specific Matters

Under § 7121 of the Internal Revenue Code of 1986,
[Taxpayer’'s name, address, telephone number, and identifying number]
(“the taxpayer”) and the Commissioner of Internal Revenue make the following closing agreement:
WHEREAS, the taxpayer is a distributor of open-end regulated investment companies (“mutual funds”).
WHEREAS, the taxpayer is an accrual basis taxpayer.

WHEREAS, the taxpayer incurs commissions on the sale of shares in the mutual funds for which the taxpayel
receive a distribution fee under Rule 12b-1 (17 C.F.R. § 270.12b-1). For purposes of this closing agreemer
term “distributor commissions” has the meaning ascribed to it in Rev. Proc. 2000-38.

WHEREAS, the taxpayer seeks to account for distributor commissions under one of the methods described ir
Proc. 2000-38 and has filed a Form 3115 requesting permission to change its method of accounting for distri
commissions in accordance with Rev. Proc. 2000—-38 and the Commissioner is relying on that Form 3115 in
ceeding with this closing agreement.

NOW IT IS HEREBY DETERMINED AND AGREED for federal income tax purposes:

1. That the taxpayer changes its present method of accounting for distributor commissions for purposes of
federal tax returns to the [Insert name of method] method described in Rev. Proc. 200038 effective for the ta
year which includes January 1, 2001 (“year of change”). The Commissioner consents to that change in mett
accounting.

2. That the execution of this agreement does not signify the Commissioner’s agreement with the useful li
recovery method selected by the taxpayer. In accordance with § 601.204(c) of the Statement of Procedural |
in examining returns involving the adoption of either the useful life method or the distribution fee period met
the Commissioner will ascertain whether the representations on which the change in method of accounti
based, including representations related to the useful life of the distributor commissions, reflect an accurate
ment of the material facts.

3. That the taxpayer’s change in accounting method for distributor commissions must be made using a ¢
method without an adjustment under § 481(a).

4. That the Commissioner accepts the taxpayer’s reported method of accounting for distributor commissior
all taxable years prior to the year of change.

5. That this agreement does not preclude the taxpayer from requesting, nor the Service from requiring, a cl
in the taxpayer’s method of accounting for distributor commissions for years after the year of change.

This agreement is final and conclusive except:

(1) The matter it relates to may be reopened in the event of fraud, malfeasance or misrepresentation of a
rial fact;

(2) Itis subject to the Internal Revenue Code Sections that expressly provide that effect be given to their
visions (including any stated exception for I.R.C. § 7122) notwithstanding any law or rule of law; and

(3) Ifitrelates to a tax period ending after the date of this agreement, it is subject to any law enacted afte
agreement date, that applies to the tax period.



By Signing, the parties certify that they have read and agreed to the terms of this document.
Taxpayer (other than individual):
By: Date;
Title:

Commissioner of Internal Revenue
By: Date:
Title:

Instructions

This agreement must be signed and filed in triplicate. (All copies must have original signatures.) The original and
copies of the agreement must be identical. The name of the taxpayer must be stated accurately. The agreement r
relate to one or more years.

If an attorney or agent signs the agreement for the taxpayer, the power of attorney (or a copy) authorizing that pel
son to sign must be attached to the agreement. If the agreement is made for a year when a joint income tax retu
was filed by a husband and wife, it should be signed by or for both spouses. One spouse may sign as agent for t
other if the document (or a copy) specifically authorizing that spouse to sign is attached to the agreement.

If the fiduciary signs the agreement for a decedent or an estate, an attested copy of the letters testamentary or t
court order authorizing the fiduciary to sign, and a certificate of recent date that the authority remains in full force
and effect must be attached to the agreement. If a trustee signs, a certified copy of the trust instrument or a certifie
copy of extracts from that instrument must be attached showing:

(1) the date of the instrument;
(2) that it is or is not of record in any court;
(3) the names of the beneficiaries;

(4) the appointment of the trustee, the authority granted, and other information necessary to show that the autho
ity extends to Federal tax matters; and

(5) that the trust has not been terminated, and that the trustee appointed is still acting. If a fiduciary is a party
Form 56, Notice Concerning Fiduciary Relationship, is ordinarily required.

If the taxpayer is a corporation, the agreement must be dated and signed with the name of the corporation, the si
nature and title of an authorized officer or officers, or the signature of an authorized attorney or agent. It is not nec
essary that a copy of an enabling corporate resolution be attached.

Use additional pages if necessary, and identify them as part of this agreement.

Please see Revenue Procedure 68-16, C. B. 1968 1, page 770, for a detailed description of practices and pro
dures applicable to most closing agreements.

I have examined the specific matters involved and recommerl have examined the specific matters involved and recomme
the acceptance of the proposed agreement the acceptance of the proposed agreement

(Receiving Officer) (Date) (Reveiwing Officer) (Date)

(Title) (Title)




