Notice of Proposed Rulemaking
and Notice of Public Hearing

Taxable Years of Partner and
Partnership; Foreign Partners

REG-104876-00

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Notice of proposed rulemaking
and notice of public hearing.

SUMMARY: This document contains
proposed regulations on the taxable yeat
of a partnership with foreign partners.
The proposed regulations affect partner-
ships and their partners. This document
also contains a notice of public hearing on
these proposed regulations.

DATES: Written comments must be re-
ceived by April 17, 2001. Requests to
speak (with outlines of oral comments) at
the public hearing scheduled for June 6,
2001, at 10 a.m., must be submitted by
May 16, 2001.

ADDRESSES: Send submissions to:
CC:M&SP:RU (REG-104876-00), room
5226, Internal Revenue Service, POB
7604, Ben Franklin Station, Washington,
DC 20044. Submissions may be hand de-
livered between the hours of 8 a.m. and 5
p.m. to: CC:M&SP:RU (REG-104876—
00), Courier’'s Desk, Internal Revenue
Service,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 sub-
mitting comments directly to the IRS In-
ternet site ahttp://www.irs.ustreas.gov/
tax_regs/regslist.html The public hear-
ing will be held in room 4718, Internal
Revenue Building1111 Constitution Av-
enue, NW, Washington, DC.

FOR FURTHER INFORMATION CON-
TACT: Concerning the regulations, Dan
Carmody, (202) 622-3080; concerning spe-
cific international issues, Ronald M.
Gootzeit, (202) 622-3860; concerning sub-
missions of comments, the hearing, and/or
to be placed on the building access list to
attend the hearing, LaNita VanDyke, (202)
622-7180 (not toll-free numbers).

SUPPLEMENTARY INFORMATION:
This document proposes to amend sec:
tion 706 of the Income Tax Regulations



(26 CFR part 1) regarding partnershigexplanation of Provisions is allocated gross income that is attribut-
taxable years. able to a permanent establishment in th
United States.
Currently, foreign partners are taken A foreign partner also may be subject
Section 706 governs the taxable yeaiisito consideration when determining &o U.S. Federal income tax on its distribu-
for a partnership and its partners. Thpartnership’s taxable year under sectiotive share of fixed or determinable annual
partners and the partnership each hav®6(b). In some circumstances, this couldr periodic income (FDAP income) from
their own taxable years, which may omllow the taxable year of a partnership t&J.S. sources. In certain circumstances
may not coincide. Under section 706(a)pe determined for Federal tax purposes kifie timing for imposing United States
for a partner’s taxable year, the partnemreference to the taxable year of one awithholding tax on FDAP income earned
must include in taxable income the partmore partners who may not be subject tthrough a partnership may be affected by
ner's share of any income, gain, loss).S. taxation on income earned througthe partnership’s taxable year. See, e.g
deduction, or credit of the partnershighe partnership. For instance, assume th@t.1441-5(b)(2)(i) (providing the timing
for the partnership’s taxable year thaa foreign partner owns a majority interestor withholding under section 1441 in the
ends within or with the partner’s taxablen a partnership that generates only forease of a domestic partnership that has re
year. Section 706(b) provides rules foeign source income that is not effectivelgeived, but not distributed, FDAP income
determining a partnership’s taxable yeaconnected with a trade or business corthat is includible in the distributive share
Prior to the Tax Reform Act of 1986,ducted within the United States. The mief a foreign partner). The IRS and Trea-
it was possible for partners to create inrority partners are domestic persons sulsury believe that the withholding provi-
come deferral opportunities through arject to tax in the United States on incomsions of section 1441 provide a more ap
ranging divergent taxable years for a&arned through the partnership. If the taypropriate mechanism than section 706 fo
partnership and its partners. For examable year or years of the domestic partneesldressing timing issues for these part
ple, under certain circumstances, a parére different from that of the majorityners. Additionally, the IRS and Treasury
nership could elect a June 30 taxablpartner, the majority partner’s taxableare concerned that the ability of a partner
year while its partners were calendayear would determine the partnership’ship to earn small amounts of FDAP in-
year taxpayers. Under such an arrangéaxable year, which would affect the tim-come, and thereby alter the determinatior
ment, the partners would include parting of the domestic partners’ inclusion ofof its taxable year, may permit inappropri-
nership income earned from July 1, Yeapartnership income. Thus, by conformingte manipulation of the rule under sectior
1, to June 30, Year 2, in Year 2, when ththe partnership’s taxable year to the tax?06(b) for the domestic partners. Accord-
partnership’s taxable year ended, eveable year of foreign partners, the mecharingly, under these proposed regulations
though six months of income was genetrical application of section 706(b) can crethe taxable year of a foreign partner
ated during Year 1. To prevent this poate deferral for those partners who areould be disregarded for purposes of sec
tential for income deferral, Congresssubject to tax in the United States on indon 706(b) if that partner is subject to
amended section 706(b). See generalpome earned through the partnershigsederal income tax solely due to the pres
Staff of the Joint Committee on Taxa-while having no impact on the majorityence of U.S. source income earnec
tion, General Explanation of the Tax Reforeign partners who are not subject to tathrough the partnership that is not ECI. In
form Act of 1986, 533-39 (1986) in the United States on such income. Thaddition, it is irrelevant, for purposes of
Section 706(b) provides that, unles$RS and the Treasury do not believe thahe proposed regulations, whether the for
the partnership establishes a businessich a result is consistent with the intergign partner is subject to tax in the United
purpose for a different taxable year, @f the statute. States with respect to income other thar
partnership cannot have a taxable yey( income earned by the partnership.
other than: (i) the majority interest tax- The rule for foreign partners provided
able year; (ii) if there is no majority in- The proposed regulations generally rein these proposed regulations generally i
terest taxable year, the taxable year afuire foreign partners who are not subjeatonsistent with the present rule under
all the principal partners of the partnerto U.S. taxation on a net basis on incom&1.706-3T for the treatment of partners
ship; or (iii) if there is no taxable yearearned through the partnership to be dishat are exempt from taxation under sec
described in (i) or (ii), the calendar yearegarded for purposes of applying sectiotion 501(a). The taxable years of tax-ex-
unless the Secretary by regulation pref06(b). For these purposes a foreign parempt partners are not considered for pur
scribes another period. Sectiomer will be considered subject to Federgloses of section 706(b) unless those
1.706-1T(a)(1) and (2) provides that iincome tax only if the partner is allocategartners are subject to tax on income fron
neither (i) nor (ii) is applicable, the part-gross income of the partnership that is ethe partnership. One difference betweer
nership’s taxable year will be the taxabldectively connected (or treated as effecthe rules for foreign partners and the rule:
year that results in the least aggregatevely connected) with the conduct of afor tax-exempt partners is that foreign
deferral of partnership income. Addi-trade or business within the United Stategsartners will be included in determining a
tionally, 81.706-3T(a) provides that(effectively connected income or ECI). Inpartnership’s taxable year where the for-
under certain circumstances, a tax-exhe case of a foreign partner claiming bereign partner is allocated gross income tha
empt partner will be disregarded for purefits under a U.S. income tax treaty, a foris effectively connected with a U.S. trade
poses of section 706(b). eign partner will be disregarded unless ibr business, but actually has a net los:

I. Treatment of Foreign Partners
Background

Disregard certain foreign partners



from the partnership for the taxable yeafrhis could create significant administrawhich would cause a “bunching” of more
(i.e., the foreign partners are not actuallyive burdens for minority partners if thethan 12 months of partnership income
subject to tax on their allocable portion opartnership maintains its books andnto a single taxable year of the partners
the partnership’s income). By contrast, aecords on a taxable year selected by sigubject to Federal income tax.
tax-exempt partner is disregarded whenmeificant foreign partners that is different For example, consider a partnership
its allocable share of the partnership’s tattom the taxable year of the minority partthat has a June 30 taxable year because ¢
items produces a net loss for the taxableer or partners. the presence of a 60-percent foreign part-
year even though, if the foreign partner In order to provide relief in this situa-ner that is not subject to U.S. net income
were allocated net income for the taxabl@on, the proposed regulations contain ataxation on income earned through the
year, the tax-exempt entity would havexception providing that foreign partnergpartnership. This taxable year creates six
been subject to tax on such income. Theill not be disregarded for purposes omonths of deferral for the 40-percent do-
IRS and Treasury are considering modifysection 706(b) if the partnership’s taxablenestic partner, who is on the calendar
ing the tax-exempt rule to conform withyear would be determined by reference tgear. In the year that these proposed reg
the proposed rule for foreign partners angartners that individually hold less than ailations become effective, two partner-
request comments in this regard. 10-percent interest, and in the aggregaship taxable years (the taxable year con-

Finally, for purposes of these rules, théold less than a 20-percent interest, in thduding on June 30 and the initial short
proposed regulations generally define aapital and profits of the partnership. Focalendar year concluding December 31)
foreign partner as a partner that is not purposes of this rule, a partner’s interestould close during the domestic partner’s
U.S. person (as defined in sectiomwill include interests held directly and in-taxable year. Thus, section 706(a) would
7701(a)(30)), but provide that controllederests held by related partners. In deterequire the domestic partner to recognize
foreign corporations (CFCs) and foreigmmining whether the minority interest ruleits distributive share of 18 months of part-
personal holding companies (FPHCs) arapplies, the proposed regulations take intoership income during a single taxable
not treated as foreign partners. These eaecount the ownership of tax-exempt entiyear. While the historic taxable year of
tities are not treated as foreign for purties that are disregarded undethe partnership in this example is incon-
poses of determining a partnership’s tax§81.706—3T(a). sistent with the intent of section 706(b),
able year under section 706 because theWhere a domestic tax-exempt entity (othe IRS and Treasury recognize that the
U.S. owners of such entities may be sulentities) owns a relatively small interest irpotential bunching of income caused by
ject to Federal income taxation on a curthe partnership, but enough to cause the@hanging to an appropriate taxable year
rent basis with respect to income earneahinority interest rule not to apply, the re-might present an undue hardship for some
by the entities. sult may be anomalous, given that the taxaxpayers.

The IRS and Treasury also considere@égxempt entity has no real interest in a par- In order to alleviate such a hardship,
but did not include, a similar rule for pasticular taxable year and thus has nthe proposed regulations would permit
sive foreign investment companiedncentive to convince significant foreignadversely affected taxpayers to apply the
(PFICs). The proposed regulations do ngartners to cause the partnership to detdpur-year spread provisions of §1.702-3T.
include a similar rule for PFICs becauseanine its taxable year by reference to th&his transitional rule will have limited ap-
unlike the rules for CFCs and FPHCsdomestic partners. However, where sugplication; it is intended only to provide re-
which require that a majority of the own-a tax-exempt entity (or entities) owns dief for bunching of income that occurs in
ership be concentrated in a small group ohajority interest in the partnership, the rethe first taxable year beginning on or after
U.S. persons, the PFIC rules apply withsult may be more appropriate because thiee effective date of these proposed regu-
out regard to the level of ownership of thelomestic partners are more likely to haviations.
individual, or of all U.S. owners in the ag-significant bargaining power regarding L
gregate. Additionally, in most instanceshe taxable year vis-a-vis the foreign part!- APplication of §1.701-2
where a PFIQ d(_)es have substantial U.8ers. An appropriate s_o_lution may be t0 The mechanical rules of section 706(b)
ownership, it will also be a CFC or aexclude tax-exempt entities from both th%perate to limit partners’ opportunities to

FPHC. numerator and denominator in applyingyefer the recognition of partnership in-

the de minimisrule. The IRS and Trea- .ome  Where partners have different tax-
sury request comments regarding howye vears; eliminating or limiting deferral
The IRS and Treasury recognize tha@x-€xempt entities should be treated fog one partner may result in increasing de-
requiring a partnership taxable year to bBUPOSes of the minority interest rule.  terr for another partner. Such deferral is
dgtermined without regard to_ gertqin forc Transitional relief an anticipated rgsu!t of section 706(_b).
eign partners may present difficulties for However, an application of the mechanical
minority partners in some cases. |If the Under current law, a partnership mayules of section 706(b) and these proposec
taxable years of certain foreign partnerbave adopted a taxable year that createsgulations remains subject to the anti-
are disregarded for purposes of sectiotieferral by reference to the taxable yeabuse rule of §1.701-2.
706(b), it is possible that the taxable yeasf a foreign partner not subject to U.S. net For example, assume that these propose
of a partnership may be determined soleljncome taxation. In such instances, conregulations would disregard the taxable
by reference to the taxable year of one @liance with these regulations could resulgear of a 76-percent foreign partner and re-
more small minority domestic partnersin a change in the partnership taxable yeguire the partnership (which only has for-

B. Minority interest rule



eign operations, and therefore does not edifinalized in conjunction with the finaliza- tion will be given to any written com-

ECI) to adopt the taxable year of the 24tion of the regulations proposed by thisnents (preferably a signed original and
percent domestic partner. Conceivably théocument. The IRS and Treasury expeetght (8) copies) that are submitted timely
partners could attempt to avoid this resuthat the finalization of these previously proto the IRS. The IRS and Treasury specifi-
by forming a tiered structure where the forposed regulations will be accompanied bgally request comments on the clarity of
eign partner would own a 95-percent interthe withdrawal of the existing temporarythe proposed regulations and how they
est in an upper-tier domestic partnershipegulations. Comments previously remay be made easier to understand. Al
that would hold, as its only asset, an 80 peceived in connection with the prior pro-comments will be available for public in-

cent interest in the lower-tier operatingposed regulations will be considered aspection and copying.

partnership (the domestic partner wouldvell as new or additional comments with A public hearing has been schedulec

own the remaining 5 percent of the upperespect to such regulations. for June 6, 2001, beginning at 10 a.m., ir
tier partnership and the remaining 20 per- ) room 4718, Internal Revenue Building,
cent of the lower-tier partnership). In sublV. Effective Date 1111 Constitution Avenue, NW, Washing-

ton, DC. Due to building security proce-
single partnership except that the minori : . 8ures, visitors must enter at the 10th
interest rule would generally require the pply to partnership taxable years beglrgtreet entrance, located between Consti
U . . ning on or after the date final regulation? . ’ .

pper-tier partnership to adopt the taxable . . : ution and Pennsylvania Avenues, NW. In
year of the foreign partner (because the dg e pubhshed_ n thfederal Re_glster addition, all visitors must present photo
mestic partner owns less than a 10-per<:en?r gxample, if the final regulations Were|dentificr;1tion to enter the building. Be-
interest in the upper-tier partnership). Th ublls_hed on Nove_mber 1, 2001, a Partause of access restrictions, visitors will
upper-tier domestic partnership’s taxablnerShIp that historically has determlneé:not be admitted beyond the ir'nmediate en
year would then be considered the majori v taxabl_e year by ref_erence toa 75'pe{?ance area more than 15 minutes befor
interest taxable year of the lower-tier parg ent foreign partner with a March 31 talX'the hearing starts. For information aboult
nership under section 706(b)(1)(B)(i). | gble year end rathe_r than by reference toh"ziiving your name placed on the building
these circumstances, the Commission%ri]Zirgzrr]tydeogevsvtgcuﬁ)grg]:rrtehgltj iurseefjs :(r;aeccess list to attend the hearing, see th
5l that 1S consstent vith the ment op1200% 10 (e calencaryear a3 of At T Cr oo of s preaibe.
zﬁgﬂogvgr?t(s'th§e1.(zgr%1r§isssri]§:e|? rigslﬁisrlrt]he date final regulations were pUb”Shed)ap-lr;lr;/etor ltjrlfésh(e);lriznfsg CgeRrsiai.:;%% S/?i)s(hgi(

’ . : Shis would result in a short taxable year ’ .

gard the upper-tier partnership and treat tr%?om April 1, 2002, to December 31 present oral comments at the hearing mu

assets thereof (in this case, the interest ’submit timely written comments and must
the lower-tier partnership) as being ownegb submit an outline of the topics to be dis-
directly by its partners, with the result thakpecial Analyses cussed and the time to be devoted to eac
the foreign partner would be disregarded in topic (preferably a signed original and

determining the taxable year of the lower- It has been determined that this noticeight (8) copies) by May 16, 2001.
tier partnership under section 706(b) andf proposed rulemaking is not a signifi- A period of 10 minutes will be allotted

these proposed regulations. cant regulatory action as defined in Execo each person for making comments.
o _ utive Order 12866. Therefore, a regula- An agenda showing the scheduling of
IIl. Finalization of Prior Proposed tory assessment is not required. It alsthe speakers will be prepared after the
Regulations has been determined that section 553(beadline for receiving outlines has

The current temporary regulations undef! [N€ Administrative Procedure Act (Spassed. Copies of the agenda will be
L.S.C. chapter 5) does not apply to thesgvailable free of charge at the hearing.
gulations, and because these regulations )

0 not impose on small entities a collecPrafting Information

section 706 are the product of three sep
rate Treasury decisions. The text of thed
Treasury decisions, T.D. 7991 (1985—

tion of information requirement, the Reg- o
C.B. 71) (adopted November 29, 1984), . The principal author of these regula-
ulatory Flexibility Act (5 U.S.C. chapter tions is Dan Carmody, Office of Chief

T.D. 8169 (19881 C.B. 259) (adopted De: q ; v, Theref Requl
cember 23, 1987), and T.D. 8205 (1988- ) does not apply. eretore, a Regulas ) nsel (Passthroughs and Special Indus

C.B. 156) (adopted May 24, 1988), wer ory Fle>;|l:|I|ty ’i‘hal);séséésfnoftt[]eqlu'{ed‘ t]ries). However, other personnel from the
also contemporaneously promulgated ursuant to section (f) of the In eM3rs and Treasury Department partici-

proposed regulations, LR—183—-84 (1985— evenue COQe, this nqtice of Propos€haiad in their development.
C.B. 653) (published in thigederal Regis- rulemaking will be submitted to the Chief % % * %

ter on November 30, 1984) LR—101_gecounsel for Advocacy of the Small Busi-
(1988-1 C.B. 924) (p'ublishe’d in theg- Ness Administration for comment on itsProposed Amendments to the

eral Registeron December 29, 1987), and™pact on small business. Regulations
LR-53-88 (1988-1 C.B. 935) (publishedtomments and Public Hearing Accordingly, 26 CFR part 1 is pro-
in theFederal Registeron May 27, 1988). osed to be amended as follows:

These proposed regulations have not beenBefore these proposed regulations ar%
withdrawn, and it is likely that they will be adopted as final regulations, considera?ART 1—INCOME TAXES



Paragraph 1. The authority citation foterest, in the capital and profits of the§1.702—3T if the change in taxable year
part 1 continues to read in part as followgpartnership, paragraph (a) of this sectioaccurs in the first taxable year following

Authority: 26 U.S.C. 7805 * * *

will not apply. For purposes of determinthe date final regulations are published in

Par. 2. Section 1.706—4 is added to redfd ownership in the partnership after apthe Federal Register

as follows: plication of paragraph (a) of this section} * * * *

the constructive ownership rules of sec-
§1.706—4 Certain foreign partners tion 318 shall apply, and the attribution Robert E. Wenzel,
disregarded rules of section 267(c) also shall apply to Deputy Commissioner

, the extent they attribute ownership to per-
(a) General rule—(1) Foreign part- ¢ons to whom section 318 does not at-
ners not claiming benefits under a U.Sip te ownership. However, “10 per-
income tax treatyln determining the '
taxable year (the current t.axable year) 9f, section 318(a)(2)(C) and (3)(C). For
a partnership under section 706(b) ang,hoses of determining if partners hold
the regulations thereunder, a foreigipgs than a 20-percent interest in the ag-
partner shall be disregarded unless su egate, the same interests will not be

partner is allocated any gross income Qlgnsidered as being owned by more than
the partnership that was effectively cong o partner.

nected (or treated as effectively con- (c) Definition of foreign partner For

nected) with the conduct of a trade Of 1 oses of this section, a foreign partner
business within the United States durln% any partner that is not a U.S. person (as
the partners_hlp's taxable year immedigqfined in section 7701(a)(30)), except
ately preceding the current taxable yeag, 4 partner that is a controlled foreign
However, if a foreign partner was not g,nqration (as defined in section 957(a))

partner durin_g the partnership’s immedibr a foreign personal holding company (as
ately preceding taxable year, such parfjafined in section 552) shall not be
ner will be disregarded for the currentaated as a foreign partner.

taxable year if the partnership reason- (d) Example The provisions of this

ably believes that the partner will not b%ection may be illustrated by the follow-
allocated any gross income generated t?%g example:

the partnershlp durmg the current tax- Example Partnership B is owned by two part-

able year that is effectively connecteghers, F, a foreign corporation that owns a 95-percent
with the conduct of a trade or businesmterest in the capital and profits of partnership B,
within the United States. and D, a domestic corporation that owns the remain-

2 . laimi b fi ing 5-percent interest in the capital and profits of
(2) Foreign partners claiming benefits partnership B. Partnership B is not engaged in the
under a U.S. income tax treatyin the conduct of a trade or business within the United
case of a foreign partner claiming benestates, and, accordingly, partnership B does not earn
fits under an income tax treaty betweeany income that is effectively connected with a U.S.
the United States and another juriSdiCtIade or business. F uses a March 31 fiscal year, and

tion. a foreian partner will be disre_causes partnership B to maintain its books and
! gnp records on a March 31 fiscal year as well. D is a cal-

garded under this paragraph (a) unleS$dar year taxpayer. Under paragraph (a) of this
such partner was allocated any gross iRection, F would be disregarded and partnership B's
come that was attributable to a permaaxable year would be determined by reference to D.
nent establishment in the United Statel—slowever, because D owns less than a 10-percent in-

terest in the capital and profits of partnership B, the

during the partnersh|p s taxable year Ianinority interest rule of paragraph (b) of this section

mediatel)_’ preceding the current taxablgppjies, and partnership B must adopt the March 31
year (or, if such partner was not a partnéiscal year.

during the immediately preceding tax- (e) Effective date-(1) Generally The
able year, the partnership reasonably b@rovisions of this section are applicable
lieves that such partner will be allocatedor partnership taxable years that begin on
such income during the current taxabler after the date final regulations are pub-
year). lished in theFederal Register

(b) Minority interest rule If the part- (2) Transition rule Partners of a part-
ners that are not disregarded by paragrapiership that is required to change its tax-
(a) of this section (absent the applicatioable year as of the beginning of its first
of this paragraph (b)) individually holdtaxable year after the date final regula-
less than a 10-percent interest, and in thi®ns are published in tHeederal Regis-
aggregate hold less than a 20-percent iter may apply the provisions of

of Internal Revenue.

(Filed by the Office of the Federal Register on January
R . B .16, 2001, 8:45 a.m., and published in the issue of the
cent” shall be substituted for “50 percent’rederal Register for January 17, 2001, 66 F.R. 3920)




