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SUMMVARY: This docunent contains final regulations on the

t axabl e year of a partnership with foreign partners and tax-
exenpt partners. The final regulations provide that in
certain circunstances the taxable year of a partnership wll
be determ ned without regard to the taxable year of certain
foreign partners and certain tax-exenpt partners.

DATES: Effective Date: These regulations are effective on

July 23, 2002.

Applicability Date: For dates of applicability of these
regul ati ons, see 881.706-1(b)(5)(iii), (b)(6)(v), and
(b)(11)(ii).

FOR FURTHER | NFORMATI ON CONTACT: Dan Carnody, (202) 622-3080

(not a toll-free nunmber). For specific information regarding
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i nternational issues, contact Ronald M Gootzeit, (202) 622-
3860 (not a toll-free nunber).
SUPPLEMENTARY | NFORMATI ON:
| nt r oducti on

This docunent finalizes portions of 81.706-1(b) of the
| ncone Tax Regul ations (26 CFR part 1) relating to the
determ nation of the taxable year of a partnership with tax-
exenpt partners and foreign partners. This docunment also
wi t hdraws 81.706-3T (26 CFR part 1).
Backgr ound

On May 24, 1988, Treasury and the Internal Revenue
Service (IRS) issued tenporary regul ations (81.706- 3T,
promul gated as part of TD 8205 (53 FR 19688)) with a
cont enpor aneous noti ce of proposed rul emaki ng (LR-53-88 (53 FR
19715)) relating to the determ nation of the taxable year of a
partnership with tax-exenpt partners (the 1988 Proposed
Regul ations). On January 17, 2001, Treasury and the IRS
published in the Federal Register a notice of proposed
rul emaki ng [ REG 104876-00 (66 FR 3920)] to provide gui dance
relating to the determ nation of the taxable year of a
partnership with foreign partners (the 2001 Proposed
Regul ations). In that notice of proposed rul emaking, Treasury

and the IRS also indicated that the 1988 Proposed Regul ati ons
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woul d be finalized. A public hearing was held on June 6,
2001. After consideration of the coments, the proposed
regul ati ons are adopted as revised by this Treasury decision.
Expl anati on of Revisions and Summary of Comments

| . | n Gener al

Section 706 provides rules relating to the taxable years
of a partnership and its partners. Under section 706(a), in
conputing the taxable income of a partner for a taxable year,
the partner nust include the partner:s share of any incone,
gain, loss, deduction, or credit of the partnership for the
partnershi pss taxable year that ends within or with the
partner:=s taxabl e year.

Section 706(b)(1)(B) provides that, unless the
partnership establishes a business purpose for a different
t axabl e year, a partnership cannot have a taxable year other
than: (i) the majority interest taxable year; (ii) if there is
no majority interest taxable year, the taxable year of all the
princi pal partners of the partnership; or (iii) if there is no
t axabl e year described in (i) or (ii), the cal endar year
unl ess the Secretary by regul ati on prescribes anot her period.

Section 1.706-1(b)(2) of the Income Tax Regul ati ons provides

that, if neither section 706(b)(1)(B)(i) nor (ii) apply, the
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partnershi pss taxable year will be the taxable year that
results in the | east aggregate deferral of partnership incone.

As part of a larger guidance project on accounting
periods, the regul ations under section 706 were restructured
on May 17, 2002 [TD 8996 (67 FR 35009)]. To conformw th the
restructuring, the regulations finalized by this docunment will
be finalized as anendnents to 81.706-1 even though they were
proposed under 881.706-3 and 1.706-4. A small portion of the
proposed regul ati on under 81.706-3 dealing with the effect of
partner el ections under section 444 has been finalized as
81.706-1(b)(11).

1. Treatnment of Tax-Exenpt Partners

The 1988 Proposed Regul ati ons provide that, in

determ ning the taxable year (the current year) of a
partnership under section 706(b) and the regul ati ons

t hereunder, a partner that is tax-exenpt under section 501(a)
is disregarded if such partner was not subject to tax, under
chapter 1 of the Internal Revenue Code (Code), on any incone
attributable to its investnment in the partnership during the
partnership’s taxable year imedi ately preceding the current
year. This Treasury decision finalizes the 1988 Proposed
Regul ations without substantive change and wi thdraws the

tenporary regul ations.
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[11. Tr eat rent of Forei gn Partners

A. General rule

The 2001 Proposed Regul ati ons generally provide that a
foreign partner that is not subject to U S. taxation on a net
basis on incone earned through the partnership is disregarded
for purposes of section 706(b). For these purposes, a foreign
partner will be considered subject to U S. taxation on a net
basis only if the partner is allocated gross incone of the
partnership that is effectively connected (or treated as
effectively connected) with the conduct of a trade or business
within the United States (effectively connected inconme or
ECl). In the case of a foreign partner claimnng benefits under
a US inconme tax treaty, such partner is disregarded unless
it is allocated any gross inconme that is attributable to a
per manent establishment in the United States.

The final regulations foll ow the sane approach as the
proposed regul ati ons, but the general rule has been clarified
to provide that a foreign partner is disregarded unless such
partner is allocated any gross incone that is ECl, and the
taxation of the incone is not otherw se precluded under any
U.S. inconme tax treaty. G oss inconme for these purposes does
not include income that is excluded under another Code

provision (e.g., the exclusion fromgross income under section
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883 for certain transportation incone). Further, as the
preanble to the proposed regul ati ons [ REG 104876-00 (66 FR
3920, 3922)] states, the Conm ssioner may chall enge an
arrangenent that, while conform ng to these rules, is
undertaken with a principal purpose of achieving a tax result
that is inconsistent with the intent of section 706. §1.701-
2.

A comment at or questioned the statutory authority for
regul ati ons that disregard the interest in a partnership held
by certain foreign partners in determning a partnership’s
t axabl e year under section 706(b). Treasury and the IRS
bel i eve that they have the authority to adopt these final
regul ations in order to resolve anbiguity in the statutory
provi sions in a manner that is consistent with the objectives
of section 706(b) to elimnate or reduce the anount of
def erral avail able on income earned through a partnership.

B. Application of the minority interest rule

Treasury and the I RS recognize that requiring a
partnership taxable year to be determ ned without regard to
certain foreign partners may present difficulties for mnority
partners in sonme cases. For this reason, the proposed
regul ations include a Am nority interest rule@ which provides

that the taxable years of foreign partners are not disregarded
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for purposes of section 706(b) if no single partner (other
t han a di sregarded foreign partner) holds a 10-percent or
greater interest in the capital or profits of the partnership,
and if, in the aggregate, the partners that are not
di sregarded foreign partners do not hold a 20-percent or
greater interest in the capital or profits of the partnershinp.

The 2001 Proposed Regul ati ons provide that, for purposes
of determining a partner’s ownership in the partnership, the
constructive ownership rules of section 318 apply
(substituting “10 percent” for “50 percent” in section
318(a)(2)(C) and (3)(C)) and the attribution rules of section
267(c) also apply to the extent that those rules attribute
ownership to persons to whom section 318 does not attribute
ownership. These regulations replace this attribution rule
with an attribution rule based on the principles of sections
267(b) and 707(b). Attribution under sections 267(b) and
707(b) is nore conmmonly applied in the partnership context
than is attribution under section 318, which is generally used
to determ ne constructive ownership of stock.

Comrent at ors expressed concern that the 10- and 20-
percent thresholds were too low. They explained that U S.
mnority partners would have difficulty reporting partnership

income tinely under these rules, because a U S. mnority



8
partner typically lacks the practical or legal ability to
cause a foreign partnership to close its books and conduct a
m d-year accounting. Treasury and the IRS believe that
partners can generally negotiate with the partnership to
obtain the informati on needed to conply with their reporting
obl i gati ons under these regulations. Recognizing, though,
that partners in existing partnerships my not be in a
position to renegotiate for partnership information, Treasury
and the I RS have nmade these regul ati ons applicable on a
mandat ory basis only to partnerships fornmed on or after
Sept enber 23, 2002. Partnerships formed before Septenmber 23,
2002, however, may elect to change their taxable years to
conformw th these regul ations. Such a change will be treated
as a change to a required taxable year under 84 of Rev. Proc.
2002-38 (2002-22 I.R. B. 1), or any successor, and the
partnership will then be subject to the requirenents of
81.706-1(b)(6). Moreover, if an existing partnership
term nates under the rules of section 708(b)(1)(B), the
resulting partnership will be subject to the requirenents of
these regul ations. Treasury and the I RS request coments on
addi ti onal ways in which the adm nistrative burdens associ at ed

with these regul ations may be reduced.
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The preanble to the 2001 Proposed Regul ati ons requests
conment s on whet her tax-exenpt partners should be excluded for
pur poses of the mnority interest rule. As no coments were
received, the final regul ations consider tax-exenpt partners
in determning whether the mnority interest rule applies.

| V. Ef fective Date

The regul ati ons under 81.706-1(b)(5) relating to the
t axabl e year of a partnership with tax-exenpt partners apply
to taxabl e years beginning on or after July 23, 2002. For
t axabl e years begi nning before July 23, 2002, see 81.706-3T as
contained in 26 CFR part 1 revised April 1, 2002.

The regul ati ons under 81.706-1(b)(6) relating to the
taxabl e year of a partnership with foreign partners are
appl i cabl e for taxable years of partnerships (other than
exi sting partnerships as defined in 81.706-1(b)(6)(Vv))
begi nning on or after July 23, 2002.

The regul ations under 81.706-1(b)(11) relating to the
ef fect of partner el ections under section 444 are applicable
for taxabl e years of partnerships beginning on or after July
23, 2002. For taxable years beginning before July 23, 2002,
see 81.706-3T as contained in 26 CFR part 1 revised April 1,

2002.
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V. Transitional Relief for Existing Partnerships with Foreign

Partners.

The 2001 Proposed Regul ati ons recogni ze that a potenti al
hardshi p exists for partners of an existing partnership that
changes its taxable year to conply with 81.706-1(b)(6). |If
the change results in two partnership taxable years ending
within a partner’s single taxable year, that partner could
experience a bunching of nore than 12 nonths of partnership
income in a single taxable year. In order to avoid potenti al
har dshi ps, the 2001 Proposed Regul ations incorporate the
transitional rules of 81.702-3T to allow the gain recognition
to be spread over a four-year period. A partnership that uses
this transitional rule is required to take into account al
items of income, gain, |oss, deduction and credit ratably over
the four-year period.

Unli ke the 2001 Proposed Regul ati ons, these regul ations
do not require that existing partnerships change their taxable
years to conformto the regul ations. Because the regul ations
do not require existing partnerships to change their taxable
years, the need for transitional relief is |less inperative.
Nevert hel ess, to encourage existing partnerships to change
their taxable years to conformto these regulations, Treasury

and the IRS have retained the transitional rule for any
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partnership that elects to apply the regulations in its first
t axabl e year beginning on or after July 23, 2002.
Speci al Anal yses

It has been determ ned that this Treasury decision is not
a significant regulatory action as defined in Executive Order
12866. Therefore, a regulatory assessnent is not required.
It al so has been determ ned that section 553(b) of the
Adm ni strative Procedure Act (5 U.S.C. chapter 5) and the
Regul atory Flexibility Act (5 U S.C. chapter 6) do not apply
to these regulations and, therefore, a Regulatory Flexibility
Anal ysis is not required. Pursuant to section 7805(f) of the
Code, the notice of proposed rul emaki ng precedi ng these
regul ati ons was submtted to the Small Business Adm nistration
for coment on its inpact on snmall business.
Drafting Information

The principal author of these regulations is Dan Carnody,
O fice of the Associate Chief Counsel (Passthroughs and
Speci al I ndustries). However, other personnel fromthe IRS
and Treasury participated in their devel opnent.
List of Subjects in 26 CFR Part 1

| ncone taxes, Reporting and recordkeepi ng requirenents.
Adoption of Amendments to the Regul ations

Accordingly, 26 CFR part 1 is anmended as foll ows:
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PART 1--1 NCOVE TAXES
Paragraph 1. The authority citation for part 1 continues
to read in part as follows:
Aut hority: 26 U. S.C. 7805 * * *
Par. 2. In 81.706-1, paragraphs (b)(5) and (b)(6) are
revi sed and paragraph (b)(11) is added to read as follows:

81.706-1 Taxabl e vears of partner and partnership.

* * *x k% %

(b) * * %

(5) Taxable year of a partnership with tax-exenpt

partners--(i) Certain tax-exenpt partners disregarded. In

determ ning the taxable year (the current year) of a
partnership under section 706(b) and the regul ati ons

t hereunder, a partner that is tax-exenpt under section 501(a)
shall be disregarded if such partner was not subject to tax,
under chapter 1 of the Internal Revenue Code, on any inconme
attributable to its investnment in the partnership during the
partnership’s taxable year imedi ately preceding the current
year. However, if a partner that is tax-exenpt under section
501(a) was not a partner during the partnership’s i mediately
precedi ng taxable year, such partner will be disregarded for
the current year if the partnership reasonably believes that

the partner will not be subject to tax, under chapter 1 of the
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| nternal Revenue Code, on any incone attributable to such
partner’s investnment in the partnership during the current
year .
(i1) Example. The provisions of paragraph (b)(5)(i) of this
section may be illustrated by the follow ng exanple:

Exanpl e. Assune that partnership A has historically used
t he cal endar year as its taxable year. In addition, assune
that Ais owned by 5 partners, 4 cal endar year individuals
(each owning 10 percent of A's profits and capital) and a tax-
exenpt organi zation (owning 60 percent of A's profits and
capital). The tax-exenpt organi zati on has never had unrel ated
busi ness taxable income with respect to A and has historically
used a June 30 fiscal year. Finally, assune that A desires to
retain the cal endar year for its taxable year begi nning
January 1, 2003. Under these facts and but for the speci al
rule in paragraph (b)(5)(i) of this section, A would be
requi red under section 706(b)(1)(B)(i) to change to a year
endi ng June 30, for its taxable year beginning January 1,
2003. However, under the special rule provided in paragraph
(b)(5)(i) of this section the partner that is tax-exenpt is
di sregarded, and A nust retain the cal endar year, under
section 706(b)(1)(B)(i), for its taxable year beginning
January 1.

(iii) Effective date. The provisions of this paragraph

(b) (5) are applicable for taxable years beginning on or after
July 23, 2002. For taxable years beginning before July 23,
2002, see 81.706-3T as contained in 26 CFR part 1 revised

April 1, 2002.

(6) Certain foreign partners disregarded--(i) Interests

of disregarded foreign partners not taken into account. I n

determ ning the taxable year (the current taxable year) of a

partnership under section 706(b) and the regul ations
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t hereunder, any interest held by a disregarded foreign partner
is not taken into account. A foreign partner is a disregarded
foreign partner unless such partner is allocated any gross
income of the partnership that was effectively connected (or
treated as effectively connected) with the conduct of a trade
or business within the United States during the partnership’ s
t axabl e year imedi ately preceding the current taxable year
(or, if such partner was not a partner during the
partnership’s imredi ately precedi ng taxable year, the
partnership reasonably believes that the partner will be
all ocated any such income during the current taxable year) and
taxation of that income is not otherw se precluded under any
U.S. inconme tax treaty.

(ii) Definition of foreign partner. For purposes of this

paragraph (b)(6), a foreign partner is any partner that is not
a U S. person (as defined in section 7701(a)(30)), except that
a partner that is a controlled foreign corporation (as defined
in section 957(a)) or a foreign personal hol ding conpany (as
defined in section 552) shall not be treated as a foreign
partner.

(iii) Mnority interest rule. |[If each partner that is

not a disregarded foreign partner under paragraph (b)(6)(i) of

this section (regarded partner) holds |less than a 10-percent
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interest, and the regarded partners, in the aggregate, hold
| ess than a 20-percent interest in the capital or profits of
the partnership, then paragraph (b)(6)(i) of this section does
not apply. In determ ning ownership in a partnership for
pur poses of this paragraph (b)(6)(iii), each regarded partner
is treated as owning any interest in the partnership owned by
a related partner. For this purpose, partners are treated as
related if they are related within the neaning of sections
267(b) or 707(b) (using the | anguage “10 percent” instead of
“50 percent” each place it appears). However, for purposes of
determining if partners hold | ess than a 20-percent interest
in the aggregate, the sane interests will not be considered as
bei ng owned by nore than one regarded partner.

(iv) Example. The provisions of paragraph (b)(6) of this
section may be illustrated by the foll ow ng exanpl e:
Exanple. Partnership B is owned by two partners, F, a foreign
corporation that owns a 95-percent interest in the capital and
profits of partnership B, and D, a donestic corporation that
owns the remaining 5-percent interest in the capital and
profits of partnership B. Partnership B is not engaged in the
conduct of a trade or business within the United States, and,
accordingly, partnership B does not earn any incone that is
effectively connected with a U.S. trade or business. F uses a
March 31 fiscal year, and causes partnership Bto maintain its
books and records on a March 31 fiscal year as well. Dis a
cal endar year taxpayer. Under paragraph (b)(6)(i) of this
section, F would be disregarded and partnership B s taxable
year woul d be deternm ned by reference to D. However, because
D owmns |l ess than a 10-percent interest in the capital and

profits of partnership B, the mnority interest rule of
paragraph (b)(6)(iii) of this section applies, and partnership



16

B must adopt the March 31 fiscal year for Federal tax
pur poses.

(v) Effective date--(A) Generally. The provisions of

this paragraph (b)(6) are applicable for the first taxable
year of a partnership other than an existing partnership that
begins on or after July 23, 2002. For this purpose, an

exi sting partnership is a partnership that was fornmed prior to
Sept ember 23, 2002.

(B) Voluntary change in taxable year. An existing

partnership may change its taxable year to a year detern ned
in accordance with this section. An existing partnership that
makes such a change will cease to be exenpted fromthe

requi renments of paragraph (b)(6) of this section.

(C) Subsequent sale or exchange of interests. |[If an

exi sting partnership term nates under section 708(b)(1)(B),
the resulting partnership is not an existing partnership for
pur poses of paragraph (b)(6)(v)(A) of this section.

(D) Transition rule. If, in the first taxable year

begi nning on or after July 23, 2002, an existing partnership
voluntarily changes its taxable year to a year determned in
accordance with this paragraph (b)(6), then the partners of
that partnership may apply the provisions of "1.702-3T to take

into account all itenms of income, gain, |oss, deduction, and
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credit attributable to the partnership year of change ratably
over a four-year period.

*x * * * *

(11) Effect of partner elections under section 444--(i)

El ection taken into account. For purposes of section

706(b)(1)(B), any section 444 election by a partner in a
partnership shall be taken into account in determ ning the
t axabl e year of the partnership. See 81.7519-1T(d), Exanple

(4).

(ii) Effective date. The provisions of this paragraph

(b)(11) are applicable for taxable years beginning on or after
July 23, 2002. For taxable years beginning before July 23,
2002, see 81.706-3T as contained in 26 CFR part 1 revised
April 1, 2002.

* * * % *

81. 706- 3T [ Renpved]
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Par. 3. Section 1.706-3T is renoved.

David A. Mader
Deputy Conmm ssioner of Internal Revenue.

Approved: July 16, 2002

Pamela F. O son
Acting Assistant Secretary of the Treasury.



