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Notice of Proposed Rulemaking
and Notice of Public Hearing
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Elective Entity Classification

REG–105162–97

AGENCY:  Internal Revenue Service
(IRS), Treasury.

ACTION:  Notice of proposed rulemak-
ing and notice of public hearing.

SUMMARY:  This document contains
proposed regulations addressing elective
changes in entity classification.  The pro-
posed regulations describe how elective
changes in classification will be treated
for federal tax purposes.  The proposed
regulations would affect business entities
and their members.  This document also
contains a notice of public hearing on
these proposed regulations.

DATES:  Written comments must be re-
ceived by January 26, 1998.  Requests to
speak (with outlines of oral comments) at
the public hearing scheduled for February
24, 1998, must be submitted by January
26, 1998.  

ADDRESSES: Send submissions to:
CC:DOM:CORP:R (REG-105162–97),
room 5228, Internal Revenue Service,
POB 7604, Ben Franklin Station, Wash-
ington, DC 20044.  In the alternative, sub-
missions may be hand delivered between
the hours of 8 a.m. and 5 p.m. to:
CC:DOM:CORP:R (REG–105162–97),
Courier’s Desk, Internal Revenue Ser-
vice, 1111 Constitution Avenue NW,
Washington, DC.  Alternatively, taxpayers
may submit comments electronically
via the Internet by selecting the “Tax
Regs” option of the IRS Home Page, or
by submitting comments directly to the
IRS Internet site at: http://www.irs.us-
treas.gov/prod/tax_regs/comments.html.
The public hearing will be held in room
2615, Internal Revenue Building, 1111
Constitution Avenue, NW, Washington,
DC.

FOR FURTHER INFORMATION
CONTACT: Concerning the regulations,
Jeff Erickson, (202) 622-3070 (not a toll-
free number); concerning international is-

sues, Philip Tretiak or Ronald M.
Gootzeit, (202) 622-3860 (not a toll free
number); concerning submissions and the
hearing, Evangelista Lee, (202) 622-7190
(not a toll-free number).

SUPPLEMENTARY INFORMATION:

Background

This document proposes to amend the
current Income Tax Regulations (26 CFR
Parts 1 and 301) relating to the classifica-
tion of entities for federal tax purposes.
On December 18, 1996, the IRS and Trea-
sury published final regulations under
section 7701 (final regulations), replacing
the former classification rules with an
elective regime.  See T.D. 8697 (1997–2
I.R.B. 11).  

Under the final regulations, a business
entity that is not specifically classified as
a corporation in the final regulations (an
eligible entity) can elect its classification
for federal tax purposes under certain cir-
cumstances.  An eligible entity with at
least two members can elect to be classi-
fied as a partnership or as an association
taxable as a corporation.  An eligible en-
tity with a single member can elect to be
classified as an association or as an entity
that is disregarded as an entity separate
from its owner.  An eligible entity may
also elect to change its classification, ex-
cept that an election may not be made
more than once in any sixty month period.
An eligible entity that does not make an
election is classified under certain default
provisions.

Explanation of Provisions

Characterization of Elective Changes in
Classification

The proposed regulations describe how
elective changes in an entity’s classifica-
tion will be treated for federal tax pur-
poses.  Under the final regulations, there
are four possible changes in classification
by election: (i) a partnership elects to be
an association; (ii) an association elects to
be a partnership; (iii) an association elects
to be a disregarded entity; and (iv) a disre-
garded entity elects to be an association.
There are two other possible ways in
which an entity’s classification could
change (a partnership converts to a disre-

garded entity or a disregarded entity con-
verts to a partnership) but these changes
occur only as a result of a change in the
number of members, not as the result of
an elective change.  The proposed regula-
tions do not address the form of these two
possible types of changes.

The proposed regulations provide a
specific characterization for each of the
four possible elective changes.  In each
case, the characterization provided in the
proposed regulations attempts to mini-
mize the tax consequences of the change
in classification and achieve administra-
tive simplicity.  The proposed regulations
provide that if an association elects to be
classified as a partnership, the association
is deemed to liquidate by distributing its
assets and liabilities to its shareholders.
Then, the shareholders are deemed to
contribute all of the distributed assets and
liabilities to the partnership.  This charac-
terization of an elective change from an
association to a partnership is consistent
with Rev. Rul. 63–107 (1963–1 C.B. 71).

If a partnership elects to be classified as
an association, the partnership is deemed
to contribute all of its assets and liabilities
to the association in exchange for stock in
the association.  Then, the partnership is
deemed to liquidate by distributing stock
in the association to its partners.  The pro-
posed regulations do not affect the hold-
ings in Rev. Rul. 84–111 (1984–2 C.B.
88), in which the IRS ruled that it would
respect the particular form undertaken by
the taxpayers when a partnership converts
to a corporation.  

If an association elects to be disre-
garded as an entity separate from its
owner, the association is deemed to liqui-
date by distributing its assets and liabili-
ties to its sole owner.  Conversely, if an el-
igible entity that is disregarded as an
entity separate from its owner elects to be
classified as an association, the owner of
the eligible entity is deemed to contribute
all of the assets and liabilities of that en-
tity to the association in exchange for
stock of the association. 

The proposed regulations also provide
that the tax treatment of an elective
change in classification is determined
under all relevant provisions of the Inter-
nal Revenue Code and general principles
of tax law, including the step transaction
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doctrine.  This provision in the proposed
regulations is intended to ensure that the
tax consequences of an elective change
will be identical to the consequences that
would have occurred if the taxpayer had
actually taken the steps described in the
proposed regulations. The IRS and Trea-
sury request comments on the application
of general principles of tax law to the
transactions that are deemed to occur on
an elective change in classification. 

Change in Number of Members of Entity

The proposed regulations address the
effect of a change in the number of mem-
bers on the classification of an entity.
Under the proposed regulations, if there
is a change in the number of members of
an association, the classification of the
entity is not affected.  If an eligible en-
tity classified as a partnership subse-
quently has only one member (and is still
treated as an entity under local law), the
entity will be disregarded as an entity
separate from its owner.  If a single
member entity that is disregarded as an
entity separate from its owner subse-
quently has more than one member, the
entity is classified as a partnership as of
the date the entity has more than one
member.  The classifications provided in
the proposed regulations can be changed
by election, assuming that the entity is
not subject to the sixty month limitation
on elections.  

Timing of Elective Changes in
Classification 

The proposed regulations provide that
an election to change the classification of
an entity is treated as occurring at the start
of the day for which the election is effec-
tive.  Any transactions that are deemed to
occur as a result of the change in classifi-
cation are treated as occurring immedi-
ately before the close of the day before
the effective date of the election.  For ex-
ample, if an election is made to convert
from an association to a partnership effec-
tive on January 1, the entity is treated as a
partnership on January 1, and the deemed
transactions specified in the proposed reg-
ulations are treated as occurring immedi-
ately before the close of December 31.
As a result, the last day of the associa-
tion’s taxable year will be December 31
and the first day of the partnership’s tax-
able year will be January 1.

Treatment of Foreign Eligible Entities

Any eligible entity, including a foreign
eligible entity whose classification is not
relevant for federal tax purposes, may
elect to change its classification.  The IRS
and Treasury request comments on the ap-
propriateness of allowing such a foreign
eligible entity to make a classification
election, and comments on what the fed-
eral tax consequences of such an election
should be (e.g., with respect to the basis
of property held by the entity). 

Foreign Per Se Entities 

The final regulations provide a list of
the names of certain foreign business enti-
ties that are treated as corporations for
federal tax purposes.  In most cases, the
name by which an entity will be known is
provided by the statutory corporate law of
the relevant jurisdiction.  In certain cases,
however, the corporate law does not pro-
vide a statutory name.  In these jurisdic-
tions, taxpayers and practitioners often
fill the statutory void with a name derived
from a number of the statutory character-
istics of the entity.  In an effort to make
the list of foreign per se corporations
more accessible, the final regulations use
the commonly used non-statutory term in
certain cases where the statute does not
provide a defined name.  To minimize any
uncertainty, however, the provisions of
§301.7701–2(b)(8)(iii) and (iv) were in-
cluded in the final regulations to address
this issue.  In response to comments from
taxpayers, these subsections of the final
regulations are clarified to provide guid-
ance on the terms used in the final regula-
tions.  Furthermore, the regulations clar-
ify that the term Berhad used with regard
to Malaysia does not include a “Sendirian
Berhad” (the equivalent of a private lim-
ited company).  The regulations also clar-
ify that, in relation to Mexico, the term
Sociedad Anonima includes a Sociedad
Anonima that chooses to apply the vari-
able capital provision of Mexican corpo-
rate law (Sociedad Anonima de Capital
Variable).  The fact that capital may be
varied does not make this a different type
of entity from a Sociedad Anonima that
does not choose to apply the variable cap-
ital provision.  These clarifications are not
intended to change the interpretation of
the final regulations.   

The proposed regulations also clarify

the treatment of the Finnish, Maltese, and
Norwegian entities specified in the final
regulations.  Effective January 1, 1996,
Maltese and Norwegian corporate law
recognized a distinction between public
and private companies, and the proposed
regulations reflect this change.  The pro-
posed regulations also provide that the
rules of the final regulations with regard
to the Maltese and Norwegian entities
may be applied (when these proposed reg-
ulations are finalized) as though the enti-
ties specified in the proposed regulations
had been included in the final regulations
issued on December 18, 1996.  Thus, a
Maltese or Norwegian entity that is no
longer treated as a per se corporation
under the regulations would be able to
make an election within 75 days of the
date these proposed regulations are final-
ized, and such election could be effective
as of January 1, 1997.  Finnish law, since
September 1, 1997, has recognized a sim-
ilar distinction between public and private
companies.  It is proposed that a Finnish
entity that is no longer treated as a per se
corporation under the regulations would
be able to make an election within 75
days of the date these proposed regula-
tions are finalized, and such election
could be effective as of September 1,
1997.  

Special Basis Adjustments Under
Section 743

Section 743 provides that the basis of
partnership property is not adjusted as the
result of a transfer of an interest in the
partnership by sale or exchange unless the
partnership has made an election under
section 754.  If a section 754 election is
made, the transferee partner is treated as
having a special basis adjustment with re-
spect to partnership property.  This adjust-
ment constitutes an adjustment to the
basis of partnership property with respect
to the transferee partner only.  Some un-
certainty has remained as to the treatment
of this special basis adjustment upon the
contribution of the partnership property to
a corporation in a section 351 exchange,
and because the proposed regulations pro-
vide for a deemed contribution by the
partnership to a corporation in an elective
conversion to an association, the pro-
posed regulations address this uncer-
tainty.

The proposed regulations provide that a



corporate transferee’s basis in property
transferred by a partnership in a transfer
described in section 351 includes any spe-
cial basis adjustment under section 743.
The special basis adjustment is also taken
into account in determining the partner’s
basis in the stock received in the ex-
change.  For example, assume a partner-
ship owns Property X, which has a com-
mon basis of $100 for the partnership and
in which Partner A has a $5 special basis
adjustment under section 743(b).  Subse-
quently, the partnership validly elects to
be classified as an association.  The part-
nership is deemed to contribute all of its
assets and liabilities to the association in
exchange for stock in the association, and
immediately thereafter, the partnership
liquidates by distributing the stock of the
association to its partners.  If the transfer
of the assets to the association would be a
transfer described in section 351, then
under the proposed regulations, the asso-
ciation’s basis in Property X includes
Partner A’s $5 special basis adjustment.
Thus, the association has a $105 basis in
Property X (Partner A’s $5 special basis
adjustment plus the partnership’s $100
common basis).  Partner A’s basis in the
association’s stock will reflect the $5 spe-
cial basis adjustment previously on Prop-
erty X.

The proposed regulations also provide,
however, that the amount of gain, if any,
recognized by the partnership on the
transfer is determined without reference
to any special basis adjustment.  The part-
ner with the special basis adjustment can
then use the special basis adjustment to
reduce its share of any gain recognized by
the partnership.  This approach of deter-
mining gain at the partnership level and
allowing the partner to use the special
basis adjustment as an offset is similar to
the treatment of a sale of property with a
special basis adjustment.

Proposed Effective Date

Except as otherwise specified, these
regulations are proposed to apply as of the
date the final regulations are published in
the Federal Register.

Special Analyses

It has been determined that this notice
of proposed rulemaking is not a signifi-

cant regulatory action as defined in EO
12866.  Therefore, a regulatory assess-
ment is not required.  It also has been de-
termined that section 553(b) of the Ad-
ministrative Procedure Act (5 U.S.C.
chapter 5) does not apply to these regula-
tions, and because these regulations do
not impose on small entities a collection
of information requirement, the Regula-
tory Flexibility Act (5 U.S.C. chapter 6)
does not apply.  Therefore, a Regulatory
Flexibility Analysis is not required.  Pur-
suant to section 7805(f) of the Internal
Revenue Code, this notice of proposed
rulemaking will be submitted to the Chief
Counsel for Advocacy of the Small Busi-
ness Administration for comment on its
impact on small business.

Comments and Public Hearing

Before these proposed regulations are
adopted as final regulations, considera-
tion will be given to any written com-
ments (preferably a signed original and
eight (8) copies) that are submitted timely
to the IRS.  All comments will be avail-
able for public inspection and copying.

A public hearing has been scheduled
for February 24, 1998, at 10 a.m., in room
2615, Internal Revenue Building, 1111
Constitution Avenue NW, Washington,
DC.  Because of access restrictions, visi-
tors will not be admitted beyond the Inter-
nal Revenue Building lobby more than 15
minutes before the hearing starts.

The rules of 26 CFR 601.601(a)(3)
apply to the hearing.

Persons that wish to present oral com-
ments at the hearing must submit timely
written comments and an outline of the
topics to be discussed and the time to be
devoted to each topic by (preferably a
signed original and eight (8) copies) Janu-
ary 26, 1998.

A period of 10 minutes will be allotted
to each person for making comments.

An agenda showing the scheduling of
the speakers will be prepared after the
deadline for receiving outlines has
passed.  Copies of the agenda will be
available free of charge at the hearing.

Drafting Information

The principal authors of these regula-
tions are Ann M. Veninga, Office of Chief
Counsel (Passthroughs and Special Indus-

tries) and Philip Tretiak, Office of Associ-
ate Chief Counsel (International).  How-
ever, other personnel from the IRS and
Treasury Department participated in their
development.

*  *  *  *  *

Proposed Amendments to the Regulations

Accordingly, 26 CFR parts 1 and 301
are proposed to be amended as follows:

PART 1—INCOME TAXES

Paragraph 1.  The authority citation for
part 1 continues to read in part as follows:

Authority: 26 U.S.C. 7805 * * *
Par. 2. Section 1.743-2 is added under

the undesignated centerheading “Transfer
of Interests in a Partnership” to read as
follows:

§1.743-2  Transfer of property
to a corporation.

(a) Basis in transferred property. A
corporation’s adjusted tax basis in prop-
erty transferred to the corporation by a
partnership in a transfer described in sec-
tion 351 is determined with reference to
any special basis adjustment to the prop-
erty under section 743(b) (other than any
special basis adjustment that reduces a
partner’s gain under paragraph (b) of this
section).

(b) Partnership gain. The amount of
gain, if any, recognized by a partnership
on a transfer of property by the partner-
ship to a corporation in a transfer de-
scribed in section 351 is determined with-
out reference to any special basis
adjustment to the transferred property
under section 743(b).  The amount of
gain, if any, recognized by the partnership
on the transfer that is allocated to a part-
ner with a special basis adjustment in the
transferred property is adjusted to reflect
the partner’s special basis adjustment in
the transferred property.

(c) Basis in stock. The partnership’s
adjusted tax basis in stock received from a
corporation in a transfer described in sec-
tion 351 is determined without reference
to the special basis adjustment in property
transferred to the corporation in the sec-
tion 351 exchange.  A partner with a spe-
cial basis adjustment in property trans-
ferred to the corporation, however, has a
special basis adjustment in the stock re-
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ceived by the partnership in the section
351 exchange in an amount equal to the
partner’s special basis adjustment in the
transferred property, reduced by any spe-
cial basis adjustment that reduced the
partner’s gain under paragraph (b) of this
section.

(d) Effective date. This section applies
to transfers that occur on or after the date
final regulations are published in the Fed-
eral Register.

PART 301—PROCEDURE AND
ADMINISTRATION

Par. 3. The authority citation for part
301 continues to read in part as follows:

Authority: 26 U.S.C. 7805 * * *
Par. 4.  Section 301.6109-1 is amended

as follows: 
1.  Paragraph (d)(2)(ii) is removed and

reserved.
2.  Paragraph (h) is redesignated as

paragraph (i) and the first sentence of
newly designated paragraph (i)(1) is
amended by removing the language
“paragraph (h)” and adding “paragraph
(i)” in its place.

3.  A new paragraph (h) is added.
The addition reads as follows:

§301.6109-1 Identifying numbers.

*  *  *  *  *

(h) Special rules for certain entities
under §301.7701–3—(1) General rule.
Any entity that has an employer identifi-
cation number (EIN) will retain that EIN
if its federal tax classification changes
under §301.7701–3.

(2) Special rules for entities that are
disregarded as entities separate from
their owners—(i) When an entity becomes
disregarded as an entity separate from its
owner. Except as otherwise provided in
regulations or other guidance, a single
owner entity that is disregarded as an en-
tity separate from its owner under
§301.7701–3, must use its owner’s tax-
payer identifying number (TIN) for fed-
eral tax purposes.

(ii) When an entity that was disre-
garded as an entity separate from its
owner becomes recognized as a separate
entity. If a single owner entity’s classifi-
cation changes so that it is recognized as a
separate entity for federal tax purposes,
and that entity had an EIN, then the entity
must use that EIN and not the TIN of the

single owner.  If the entity did not already
have its own EIN, then the entity must ac-
quire an EIN and not use the TIN of the
single owner.

(3) Effective date. This paragraph (h)
applies to changes in classification that
occur on or after the date on which these
regulations are published as final regula-
tions in the Federal Register.

Par. 5. Section 301.7701–2 is amended
as follows:

1.  Paragraph (b)(8)(i) is amended by
revising the entries for Finland, Malta,
and Norway.

2.  Paragraph (b)(8)(ii)(A) is redesig-
nated as paragraph (b)(8)(ii)(A)(1) and
the language “and” at the end of the para-
graph is removed.

3.  Paragraph (b)(8)(ii)(B) is redesig-
nated as paragraph (b)(8)(ii)(A)(2) and
the period at the end of the paragraph is
removed and the language “; and “ is
added in its place.  

4.  Paragraph (b)(8)(ii) heading and in-
troductory text are redesignated as para-
graph (b)(8)(ii)(A) heading and introduc-
tory text, and a new paragraph heading is
added for paragraph (b)(8)(ii).

5.  Paragraphs (b)(8)(ii)(A)(3) and
(b)(8)(ii)(B) are added.

6.  Paragraphs (b)(8)(iii), (b)(8)(iv),
and (e) are revised.

The revisions and additions read as fol-
lows:

§301.7701-2  Business entities;
definitions.

*  *  *  *  *

(b) * * *
(8) * * *
(i) * * *

Finland, Julkinen Osakeyhtio/Publikt Ak-
tiebolag

*  *  *  *  *

Malta, Public Limited Company

*  *  *  *  *

Norway, Allment Aksjeselskap

*  *  *  *  *

(ii) Clarification of list of corporations
in paragraph (b)(8)(i) of this section—
(A) Exceptions in certain cases. * * *

*  *  *  *  *

(3) With regard to Malaysia, a
Sendirian Berhad.

(B) Inclusions in certain cases. With
regard to Mexico, the term Sociedad
Anonima includes a Sociedad Anonima
that chooses to apply the variable capital
provision of Mexican corporate law (So-
ciedad Anonima de Capital Variable).

(iii) Public companies. For purposes of
paragraph (b)(8)(i) of this section, with
regard to Cyprus, Hong Kong, Jamaica,
and Trinidad and Tobago, the term Public
Limited Company includes any Limited
Company that is not defined as a private
company under the corporate laws of
those jurisdictions.  In all other cases,
where the term Public Limited Company
is not defined, that term shall include any
Limited Company defined as a public
company under the corporate laws of the
relevant jurisdiction.

(iv) Limited companies. For purposes
of this paragraph (b)(8), any reference to
a Limited Company includes, as the case
may be, companies limited by shares and
companies limited by guarantee.

*  *  *  *  *

(e) Effective date.  Except as otherwise
provided in this paragraph (e), the rules of
this section apply as of January 1, 1997.
The reference to the Finnish, Maltese, and
Norwegian entities in paragraph (b)(8)(i)
of this section is applicable on the date the
final regulations are published in the Fed-
eral Register.  Any Maltese or Norwe-
gian entity that becomes an eligible entity
as a result of paragraph (b)(8)(i) of this
section in effect on the date final regula-
tions are published in the Federal Regis-
ter may elect (within 75 days of the date
final regulations are published in the Fed-
eral Register) to be classified for federal
tax purposes as an entity other than a cor-
poration retroactive to any period from
and including January 1, 1997.  Any
Finnish entity that becomes an eligible
entity as a result of paragraph (b)(8)(i) of
this section in effect on the date final reg-
ulations are published in the Federal
Register may elect (within 75 days of the
date final regulations are published in the
Federal Register) to be classified for fed-
eral tax purposes as an entity other than a
corporation retroactive to any period from
and including September 1, 1997.

Par. 6. Section 301.7701–3 is amended
as follows:

1.  A sentence is added at the end of
paragraph (c)(1)(iv).
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2.  Paragraph (c)(2)(iii) is added.
3.  A heading is added to paragraph

(d)(1).
4.  Paragraph (f) is redesignated as

paragraph (h) and newly designated para-
graph (h)(1) is revised.

5.  Paragraphs (f) and (g) are added. 
The revision and additions read as fol-

lows:

§301.7701–3  Classification of certain
business entities.

*  *  *  *  *

(c) * * *
(1) * * *
(iv)  Limitation. * * * An election by a

newly-formed eligible entity that is effec-
tive on the date of formation is not con-
sidered a change for purposes of this para-
graph (c)(1)(iv).  

*  *  *  *  *

(2) * * *
(iii) Changes in classification. For pur-

poses of paragraph (c)(2)(i) of this sec-
tion, if an election under paragraph
(c)(1)(i) of this section is made to change
the classification of an entity, each person
who was an owner on the date that any
transactions under paragraph (g) of this
section are deemed to occur, and who is
not an owner at the time the election is
filed, must also sign the election.  This
paragraph (c)(2)(iii) applies to elections
filed on or after the date final regulations
are published in the Federal Register.

(d) Special rules for foreign eligible en-
tities—(1) Definition of relevance. * * * 

*  *  *  *  *

(f) Changes in number of members of
an entity—(1) Associations. The classifi-
cation of an eligible entity as an associa-
tion is not affected by any change in the
number of members of the entity.

(2) Partnerships and single member
entities.  An eligible entity classified as a
partnership is disregarded as an entity
separate from its owner as of the date the
entity has only one member.  A single
member entity disregarded as an entity
separate from its owner is classified as a
partnership as of the date the entity has
more than one member.

(3) Effect on sixty month limitation. A
change in the number of members of an
entity does not result in the creation of a

new entity for purposes of the sixty month
limitation on elections under paragraph
(c)(1)(iv) of this section.

(4) Examples. The following examples
illustrate the application of this paragraph
(f):

Example 1. (i) On April 1, 1998, A and B, U.S.
persons, form X, a foreign eligible entity.  X is
treated as an association under the default provisions
of paragraph (b)(2)(i) of this section, and X does not
make an election to be classified as a partnership.  A
subsequently purchases all of B’s interest in X.

(ii) Under paragraph (f)(1) of this section, X con-
tinues to be classified as an association.  X, how-
ever, can subsequently elect to be disregarded as an
entity separate from A.  The sixty month limitation
of paragraph (c)(1)(iv) of this section does not pre-
vent X from making an election because X has not
made a prior election under paragraph (c)(1)(i) of
this section.

Example 2. (i) On April 1, 1998, A and B, U.S.
persons, form X, a foreign eligible entity.  X is
treated as an association under the default provisions
of paragraph (b)(2)(i) of this section, and X does not
make an election to be classified as a partnership.
On January 1, 1999, X elects to be classified as a
partnership effective on that date.  Under the sixty
month limitation of paragraph (c)(1)(iv) of this sec-
tion, X cannot elect to be classified as an association
until January 1, 2004 (i.e., sixty months after the ef-
fective date of the election to be classified as a part-
nership).

(ii)  On June 1, 1999, A purchases all of B’s inter-
est in X.  After A’s purchase of B’s interest, X can no
longer be classified as a partnership because X has
only one member.  Under paragraph (f)(2) of this
section, X is disregarded as a separate entity as of
the date A becomes the only member of X.  X, how-
ever, is not treated as a new entity for purposes of
paragraph (c)(1)(iv) of this section.  As a result, the
sixty month limitation of paragraph (c)(1)(iv) of this
section continues to apply to X and X cannot elect to
be classified as an association until January 1, 2004
(i.e., sixty months after January 1, 1999, the effec-
tive date of the election by X to be classified as a
partnership).

(5) Effective date. This paragraph (f)
applies as of the date the final regulations
are published in the Federal Register.

(g) Elective changes in classification—
(1) Deemed treatment of elective
change—(i) Partnership to association. If
an eligible entity classified as a partner-
ship elects under paragraph (c)(1)(i) of
this section to be classified as an associa-
tion, the following is deemed to occur:
The partnership contributes all of its as-
sets and liabilities to the association in ex-
change for stock in the association, and
immediately thereafter, the partnership
liquidates by distributing the stock of the
association to its partners.

(ii) Association to partnership. If an
eligible entity classified as an association
elects under paragraph (c)(1)(i) of this

section to be classified as a partnership,
the following is deemed to occur: The as-
sociation distributes all of its assets and li-
abilities to its shareholders in liquidation
of the association, and immediately there-
after, the shareholders contribute all of the
distributed assets and liabilities to a newly
formed partnership.

(iii) Association to disregarded entity.
If an eligible entity classified as an associ-
ation elects under paragraph (c)(1)(i) of
this section to be disregarded as an entity
separate from its owner, the following is
deemed to occur: The association distrib-
utes all of its assets and liabilities to its
single owner in liquidation of the associa-
tion.

(iv) Disregarded entity to an associa-
tion. If an eligible entity that is disre-
garded as an entity separate from its
owner elects under paragraph (c)(1)(i) of
this section to be classified as an associa-
tion, the following is deemed to occur:
The owner of the eligible entity con-
tributes all of the assets and liabilities of
the entity to the association in exchange
for stock of the association.

(2) Effect of elective changes. The tax
treatment of a change in the classification
of an entity for federal tax purposes by
election under paragraph (c)(1)(i) of this
section is determined under all relevant
provisions of the Internal Revenue Code
and general principles of tax law, includ-
ing the step transaction doctrine.  

(3) Timing of election. An election
under paragraph (c)(1)(i) of this section
that changes the classification of an eligi-
ble entity for federal tax purposes is
treated as occurring at the start of the day
for which the election is effective.  Any
transactions that are deemed to occur
under this paragraph (g) as a result of a
change in classification are treated as oc-
curring immediately before the close of
the day before the election is effective.
For example, if an election is made to
change the classification of an entity from
an association to a partnership effective
on January 1, the deemed transactions
specified in paragraph (g)(1)(ii) of this
section (including the liquidation of the
association) are treated as occurring im-
mediately before the close of December
31 and must be reported by the owners of
the entity on December 31.  As a result,
the last day of the association’s taxable
year will be December 31 and the first
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day of the partnership’s taxable year will
be January 1.

(4) Effective date. This paragraph (g)
applies to elections that are filed on or
after the date the final regulations are
published in the Federal Register.

(h) Effective date—(1) In general. Ex-
cept as otherwise provided in this section,
the rules of this section are applicable as
of January 1, 1997. 

*  *  *  *  *

Michael P. Dolan,
Acting Commissioner of 

Internal Revenue.

(Filed by the Office of the Federal Register on Octo-
ber 27, 1997, 8:45 a.m., and published in the issue of
the Federal Register for October 28, 1997, 62 F.R.
55768)

Notice of Proposed Rulemaking
and Notice Of Public Hearing

Source of Income From Sales of
Inventory Partly From Sources
Within a Possession of the United
States; Also, Source of Income
Derived From Certain Purchases
From a Corporation Electing
Section 936 

REG–251985–96

AGENCY:  Internal Revenue Service
(IRS), Treasury.

ACTION:  Notice of proposed rulemak-
ing and notice of public hearing.

SUMMARY:  This document contains
proposed regulations under section 863
governing the source of income from
sales of inventory produced in the United
States and sold in a possession of the
United States or produced in a possession
of the United States and sold in the
United States.  It also contains proposed
regulations under section 863 governing
the source of income from sales of inven-
tory purchased in a possession of the
United States and sold in the United
States.  This document affects persons
who produce (in whole or in part) inven-
tory in the United States and sell in a pos-
session, or produce (in whole or in part)

inventory in a possession and sell in the
United States, as well as persons who
purchase inventory in a possession and
sell in the United States.  This document
also contains proposed regulations under
section 936 governing the source of in-
come of a taxpayer from the sale in the
United States of property purchased from
a corporation that has an election under
section 936 in effect.  This document also
provides notice of a public hearing on
these proposed regulations. 

DATES:  Comments and outlines of oral
comments to be presented at the public
hearing scheduled for January 29, 1998,
at 10 a.m. must be received by January 8,
1998.

ADDRESSES:  Send submissions to:
CC:DOM:CORP:R (INTL–0003–95),
room 5228, Internal Revenue Service,
POB 7604, Ben Franklin Station, Wash-
ington, DC 20044.  In the alternative, sub-
missions may be hand delivered between
the hours of 8 a.m. and 5 p.m. to:
CC:DOM:CORP:R (REG–251985–96),
Courier’s Desk, Internal Revenue Ser-
vice, 1111 Constitution Avenue NW,
Washington, DC, or electronically, via the
IRS Internet site at: http://www.irs
ustreas.gov/prod/tax_regs/comments.html.
The public hearing will be held in room
2615, Internal Revenue Building, 1111
Constitution Avenue, NW, Washington,
DC.

FOR FURTHER INFORMATION CON-
TACT:  Concerning the regulations, Anne
Shelburne, (202) 622-3880; concerning
submissions and the hearing, Ms. Evange-
lista Lee, (202) 622-7190 (not toll-free
numbers).

SUPPLEMENTARY INFORMATION:

Paperwork Reduction Act

The collection of information con-
tained in this notice of proposed rulemak-
ing has been submitted to the Office of
Management and Budget (OMB) for re-
view in accordance with the Paperwork
Reduction Act of 1995 (44 U.S.C.
3507(d)).  

Comments on the collection of infor-
mation should be sent to the Office of
Management and Budget, Attn:  Desk
Officer for the Department of Treasury,
Office of Information and Regulatory Af-

fairs, Washington, DC  20503, with
copies to the Internal Revenue Service,
Attn:  IRS Reports Clearance Officer,
T:FP, Washington, DC  20224.  Com-
ments on the collection of information
should be received by December 9, 1998.
Comments are specifically requested con-
cerning:
Whether the proposed collection of infor-
mation is necessary for the proper perfor-
mance of the functions of the IRS, includ-
ing whether the information will have
practical utility;  
The accuracy of the estimated burden as-
sociated with the proposed collection of
information (see below);
How the quality, utility, and clarity of the
information to be collected may be en-
hanced;
How the burden of complying with the
proposed collection of information may
be minimized, including through the ap-
plication of automated collection tech-
niques or other forms of information tech-
nology; and 
Estimates of capital or start-up costs and
costs of operation, maintenance, and pur-
chase of services to provide information.

The collection of information require-
ments are in proposed §1.863–3(f)(6).
This information is required by the IRS
to monitor compliance with the federal
tax rules for determining the source of
income from the sale of inventory pro-
duced in the United States and sold in a
possession of the United States or pro-
duced in a possession of the United
States and sold in the United States, or
from the sale of inventory purchased in a
possession of the United States and sold
in the United States.  The likely respon-
dents are taxpayers who produce inven-
tory in the United States and sell in a
possession, or who produce inventory in
a possession and sell in the United
States, or who purchase inventory in a
possession and sell in the United States.
Responses to this collection of informa-
tion are required to properly determine
the source of a taxpayer’s income from
such sales.

Books or records relating to a collec-
tion of information must be retained as
long as their contents may become mater-
ial in the administration of any internal
revenue law.  Generally, tax returns and
tax return information are confidential, as
required by 26 U.S.C. 6103.
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