Notice of Proposed Rulemaking SUPPLEMENTARY
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rCertain Asset Transfers to a Background

rt
Tax-Exempt Entity

This document contains proposet
NhEG_209121-89 amendments to the Income Tax Regule
tions (26 CFR Part 1) relating to the

asAGENCY: Internal Revenue Servicerepeal of theGeneral Utilities doctrine
(IRS), Treasury in the Tax Reform Act of 1986. Under
the General Utilities doctrine, which

ofACTION: Notice of proposed rulemak- took its name fromGeneral Utilities &
ing and notice of public hearing Operating Co. v. Helvering296 U.S.
200 (1935), corporations were not re:
SUMMARY: This document contains quired to recognize gain or loss wher
- proposed regulations. The proposethey distributed appreciated or depreci
"Ctregulations effectuate provisions of theated property to their shareholders. Th
1€ Tax Reform Act of 1986 and the Techni-General Utilities doctrine applied to
th&al and Miscellaneous Revenue Act oflistributions of property in complete
MGogs. The proposed regulations genetiquidation, certain sales of property tha
I "ally affect a taxable corporation thatwere in connection with a complete
OYransfers all or substantially all of itsliquidation, and nonliquidating distribu-

“llassets to a tax-exempt entity or convertdons of property. It was codified in
L _former sections 311, 336, and 337 of th

om a taxable corporation to a tax
Jexempt entity, and generally require thdnternal Revenue Code of 1954.

or taxable corporation to recognize gain or The General Utilitiesdoctrine was an
wdoss in such a transaction. exception to the general rule that in:
W come earned by a corporation is taxe
OSEATES: Written comments must be re-twice, once to the corporation when the
m-ceived by April 15, 1997. Requests tolncome is earned and a second time t
speak (with outlines of oral commentsthe corporation’s shareholders when th
~ to be discussed) at the public hearingarnings are distributed. Th&eneral
~scheduled for May 6, 1997, at 10 a.m tilities doctrine generally permitted the

rcﬁnust be submitted by April 15, 1997 permanent elimination of corporate-leve
ye ' '

tax on the disposition of appreciatec

A DDRESSES: Send submissions toassets because the transferee receivec
9"~Cc:DOM:CORP:R (REG-209121-89) fair market value basis in the assets an
 ®Room 5226, Internal Revenue Servicglle corporation generally did not recog
° 'BOB 7604, Ben Franklin Station, Wash-gfszseet:n?;ﬂg%g'rpgg::’ ggﬁ, tigﬁprv?/i?r?éﬁ
inngton, DC 20044.. Submissions alson corporate-level tax having beer
- may be hand delivered between th ai%j P 9
sehours of 8 am. and 5 p.m. to: o

inigCDOM:CORPR (REG-209121-89), ¢t 00 0 1% 20RO
Courier's Desk, Internal Revenue Ser- . g
. P by a series of amendments (initially
vice, 1111 Constitution Ave. NW, Wash-

) ) relating to nonliquidating distributions
or ington, DC. Alternatively, taxpayers maygoverr?ed by se(?:tion 321), until  ulti-

H) submit comments electronically via themately the General Utilities doctrine

| Internet by selecting the *Tax Regs”yas repealed, with limited exceptions, ir

thoption on the IRS Home Page, or Dythe Tax Reform Act of 1986. Sections

hissubmitting comments directly to the IRS336 and 337 were amended to generall
ofnternet site at http://www.irs.ustreas.require corporations to recognize gain o

\Ugyov/prod/tax_regs/comments.html. Theoss when appreciated or depreciate
public hearing will be held in the IRS property is distributed in complete liqui-
Auditorium, Internal Revenue Building, dation or sold in connection with a
1111 Constitution Avenue, NW, Wash-complete liquidation.

0 ington, DC. Section 337(a) provides one of the
ué limited exceptions from the repeal of the
FOR FURTHER INFORMATION CON- General Utilities doctrine by allowing a
onTACT: Concerning the regulations,sybsidiary to liquidate into its 80-
 th&tephen R. Cleary (202) 622-7530; conpercent distributee (a corporation meet
99gerning submissions and the hearingng the stock ownership requirements o
Evangelista Lee, (202) 622-7180, (nokection 332(b) in the liquidating corpo-
toll-free numbers). ration) without recognizing gain or loss.



The 80-percent distributee takes a car337(b)(2) to these transactions. The prothese proposed regulations was exempt
ryover basis in the distributed propertyposed regulations generally do not affectr unsuccessfully applied for exemption,
However, under section 337(b)(2), thighe tax treatment of the taxable corporaif the organization is tax-exempt within
nonrecognition exception generally doesion’s shareholders or the availability ofthree years after the date of publication
not apply if the 80-percent distributee isany charitable contribution deduction.of final regulations. An organization that
a tax-exempt entity. The proposed regulations provide thafiles for recognition of its exempt status
The Tax Reform Act of 1986 addeda taxable corporation that transfers all oduring one of the three-year periods will
section 337(d), directing the Secretary teubstantially all of its assets to one ohbe deemed to have or regain tax-exempt
prescribe regulations as may be necegnore tax-exempt entities is required tostatus if the application ultimately re-
sary to carry out the purposes of thgecognize gain or loss as if the assetsults in recognition as of a date during
repeal of theGeneral Utilities actrine. transferred were sold at their fair markethe three-year period. An anti-abuse rule
The legislative history of the Tax Re-values. Like section 337(b)(2), the pro-makes all these exceptions unavailable
form Act of 1986 indicates that the posed regulations provide that no gaino a taxable corporation that acquires all
General Utilities doctrine was repealed or loss will be recognized on any of theor substantially all of the assets of
because it tended to undermine th@ssets transferred that are used by thenother taxable corporation and then
corporate income tax by allowing appretax-exempt entity in an activity the changes its status with a principal pur-
ciated property to leave corporate soluincome from which is subject to thepose of avoiding the gain or loss recog-
tion without imposition of a corporate unrelated business tax under sectionition rule made applicable by these
level tax. H.R. Rep. No. 99-426, 99th511(a). However, gain on such asseteegulations.
Cong., 1st Sess. 282 (1985). The Techwill later be recognized as unrelated The proposed regulations disallow the
nical and Miscellaneous Revenue Act obusiness taxable income if the tax+ecognition of loss if assets are acquired
1988 amended section 337(d) to specifgxempt entity disposes of the assets diy the taxable corporation in a section
that the section authorizes regulations t6eases to use the assets in an unrelat881 transaction or a contribution to
“ensure that these purposes shall not b#ade or business activity. capital, or if assets are distributed by the
circumvented . . . through the use of a The proposed regulations generallgaxable corporation to a shareholder,
. . tax-exempt entity.” The legislative treat a taxable corporation that changewith a principal purpose to recognize
history concerning the 1988 amendmenits status to a tax-exempt entity adoss by the taxable corporation on the
to section 337(d) explains: having transferred all of its assets to dransfer of its assets to a tax-exempt
The bill also clarifies in connection tax-exempt entity immediately beforeentity (loss limitation rule). For ex-
with the built-in gain provisions of fthe chan_ge in status becomes effectiveample, the loss Iimita'gion rulg may ap-
the Act that the Treasury Departmenifrespective of whether an actual transfeply if (a) a loss asset is contributed to a
shall prescribe such regulations a®f the assets has occurred. For thisaxable corporation and then is trans-
may be necessary or appropriate t®urpose, if a state, a political subdivi-ferred with substantially all of the tax-
carry out those provisions . . . . Forsion thgreof, or an entity any portion ofablc_a corporation’s assets to a tax—gxe_mpt
example, this includes rules to requiré/vhose income is excluded from grosentity; (b) loss assets not constituting
the recognition of gain if appreciatedincome under section 115, acquires theubstantially all of a taxable corpora-
property of a C corporation is trans-stock of a taxable corporation and theretion’s assets are contributed to a new
ferred to a . . . tax-exempt entitygfter any of the taxable corpotation’ssubsidiary and then the new .subsidiary
[footnote 32] in a carryover basisincome is excluded from gross incomeransfers the loss assets which are its
transaction that would otherwiseunder section 115, the taxable corporaenly assets to a tax-exempt entity, or (c)
eliminate corporate level tax on thetion will be treated as if it transferred all assets are distributed by a taxable corpo-

built-in appreciation. of its assets to a tax-exempt entityration to its parent and then the taxable
[footnote 32] The Act generally re- immediately before the stock acquisi-corporation transfers loss assets now
quires recognition of gain if a C tion. constituting substantially all of its assets

corporation transfers appreciated as- Certain exceptions are provided to théo a tax-exempt entity. For purposes of

sets to a tax exempt entity in achange in status rule for organizationshe loss limitation rule, the principles of

section 332 liquidation. See Code secthat are tax-exempt or are seeking taxsection 336(d)(2) apply. '

tion 337(b)(2). exempt status under section 501(a). Under the proposed regulations, a
S. Rep. No. 145, 100th Cong., 2d SessTheS? exceptions prov_|de relief for cpr-“taxa_ble corporation” is any corporation
66 (1988). porations need|r_19 a brief start-up periodhat is not a tax-exempt entity as de-

to establish their tax-exempt status anfined in the proposed regulations. Thus,
Explanation of Provision for those that temporarily lose theirtaxable corporations include all S corpo-
tax-exempt status. Under the proposethtions whether or not subject to tax on

An acquisition by a tax-exempt entityregulations, the change in status rulduilt-in gain under section 1374. After
of all or substantially all of the assets ofdoes not apply to a corporation that ighe repeal of theGeneral Utilities doc-
a taxable corporation or a change irtax-exempt within three taxable years otrine, an S corporation like a C corpora-
status of a taxable corporation to ahe taxable year of its formation, or to ation is required to recognize gain or loss
tax-exempt entity, like a liquidation into corporation that regains its tax-exemptvhen it liquidates. This gain or loss
an 80-percent tax-exempt distributee thattatus within three years after either gasses through to the S corporation’s
is taxable under section 337(b)(2), couldinal adverse adjudication on its tax-shareholders under section 1366. The
eliminate the corporate level tax on theexempt status or filing a tax return as groposed regulations parallel this treat-
appreciation in the taxable corporation’daxable corporation. The change in stament.
assets. Accordingly, the proposed regulaus rule also does not apply to an Under the proposed regulations, a
tions apply rules similar to sectionorganization that before publication of‘tax-exempt entity” includes organiza-



tions exempt from tax under sectionProposed Effective Date A period of 10 minutes will be allot-
501, section 527, section 528, or section i ted to each person for making com-
529; Federal, state, and local govern- 'Nnese regulations are proposed to bgents.

ments; Indian tribal governments ancfPPlicable to transfers of assets as de- An agenda showing the scheduling of
federally chartered Indian tribal corpora-Scribed in the regulations occurring aftethe speakers will be prepared after the
tions; foreign governments and internath€ date that is 30 days after publicationjeadline for receiving outlines has
tional organizations; and entities anyn the Federal Register of these regulapassed. Copies of the agenda will be
portion of whose income is excludedtions as final regulations, unless theavailable free of charge at the hearing.

from gross income under section 115{ansfer is pursuant to a written agree- :
The tgrm does not, however, include 4"€Nt which is (subject to customaryDrafting Information

cooperative described in section 52133??3?&38?3 gi(;]ddig?/s Oarflte(r)rpubbel;cgéﬁortlh?q The principal author of these regula-
paralleling the exception to section ; . "tions is Stephen R. Cleary of the Office
337(b)(2). thef'FecljeraI Il?e'glster of these regulationgs assistant Chief Counsel (Corporate),

A transaction conveying all or qup. 2> el regu ations. IRS. However, other personnel from the

; . IRS and the Treasury Department par-
stantially all of the assets of a taxablespecial Analyses ticipated in their develil)pmepnt P
corporation to an Indian tribal govern- _ . _ .
ment or a corporation organized under It has been determined that this notice * * * * *
section 17 of the Indian ReorganizatiorPf Proposed rulemaking is not a signifi-

Act (IRA) or section 3 of the Oklahoma ¢ant regulatory action as defined in E&gpjzﬁgnémendments to the
Welfare Act (OWA) will be covered by 12866_. Therefore_, a regulatory asses§ 9
these regulations. Rev. Rul. 94_16!”nent is not required. It has also been Accordingly, 26 CFR Part 1 is pro-

1994-1 C.B. 19, held that an unincorpod€termined that section 553(b) of theposed to be amended as follows:

. : : Administrative Procedure Act (5 U.S.C.
rated Indian tribe or a corporation Orgachapter 5) does not apply to thesd®ART I—INCOME TAXES

hized under section 17 of the IRA is notregulations and because the regulations Paragraph 1. The authority citation for
subject to federal income tax, but a;,", . impose a collection of informa-26 CFR Part 1 is amended by adding an
corporation wholly owned by an Indian,,on small entities, the Regulatory®Ntry in numerical order to read as
tribe and organized under state law i%lexibility Act (5 U.S’.C. Chapter 6) follows:

subject to federal income tax. Rev. Rulgpes not apply. Pursuant to section Authority: 26 U.S.C. 7805 * * *

94-65, 1994-2 C.B. 14, held that a7go5(f) of the Internal Revenue Code, Section 1.337(d)-4 also issued under
corporation organized under section 3 ofnis notice of proposed rulemaking will 26 U.S.C. 337. * * *

the OWA also was not subject to federahe submitted to the Chief Counsel for Par. 2. Section 1.337(d)—4 is added to
income tax. In that ruling, the ServiceAdvocacy of the Small Business Admin-read as follows:

announced that an Indian tribe seekingstration for comment on its impact on

to dissolve a corporation organized unsmall business. § 1.337(d)-4 Taxable to tax-exempt.
der state law and organize into a feder- (@) Gain or loss recognition-(1)
ally chartered corporation (corporationComments and Public Hearing General rule. If a taxable corporation

organized under either section 17 of the
IRA or section 3 of the OWA) will be . . :

granted relief under section 7805(b) ofi?Opteq” %S final rtegulatlons_:[t considery.« “the taxable corporation must recog-
the Code upon application for such;g)rﬂsw'(a sei %ggnor(i) i%g)ll ;Vr::j eeni %?TS nize gain or loss immediately before the
relief provided it demonstrates to theC pies) thatgare sub?nitted timelygto thétransfer as.if the assets transferred were
Service that it has acted reasonably anfhg All comments will be available for sold at their fair market values. But see
in good faith to achieve the dissolution, hjic inspection and copying. section 267 and paragraph (d) of this

and organization. The relief described in . . section concerning limitations on the
that ruling applied to taxes on incomefOA public hearing has been schedulgqecogmtlon of loss.

earned after September 30, 1994, by r Tuesday, May 6, 1997, at 10 am. in ) change in corporation's tax sta-

: . ) Y the IRS Auditorium, Internal Revenue
corporation organized by an Indian tribegiging, 1111 Constitution Avenue us treated as asset transfdzxcept as

under state law from income eamedyyy, \Washington, DC. Because of ac'_prov.ided in paragraph (a).(3)’ of this

within the boundaries of the reservatio ! AR X section, a taxable corporation’s change
b ! ! cess restrictions, visitors will not bein status to a tax-exempt entity will be

(including gain or loss properly al- agdmitted beyond the Internal Revenueaiad as if it transferred all of its

locable to such activities from the saleservice Building lobby more than 15

.o . assets to a tax-exempt entity immedi-
or exchange of assets). The Serviceinutes before the hearing starts. ately before the chanpge in gtatus be-

intends to provide similar relief from tax  The ryles of 26 CFR 601.601(a)(3)comes effective in a transaction to
resulting from any gain or l0ss recog-apply to the hearing. which paragraph (a)(1) of this section
nized under the rules provided in these pgrgons that wish to present orahpplies. For purposes of this paragraph
regulations. The relief will be available comments at the hearing must submita), if a state, a political subdivision
to state law corporations wholly ownedyitten comments by April 15, 1997, thereof, or an entity any portion of
by Indian tribes that have acted reasorgnd submit an outline of the topics to bevhose income is excluded from gross
ably and in good faith to dissolve anddiscussed and the time to be devoted tmcome under section 115, acquires the
reorganize as federally chartered corpoeach topic (signed original and eight (8)stock of a taxable corporation and there-
rations. copies) by April 15, 1997. after any of the taxable corporation’s

. ransfers all or substantially all of its
Before these proposed regulations ar%ssets to one or more tax-exempt enti-



income is excluded from gross income (4) Related transactionsThis section  (iv) An Indian Tribal Government as
under section 115, the taxable corporaapplies to any series of related transadefined in section 7701(a)(40), a subdi-
tion will be treated as if it transferred alltions having an effect similar to any ofvision of an Indian tribal government
of its assets to a tax-exempt entitythe transactions to which this sectiordetermined in accordance with section

immediately before the stock acquisi-2pplies. . ~ 7871(d), or an agency or instrumentality
tion. (b) Exceptions.Paragraph (a) of this of an Indian tribal government or subdi-
section does not apply to— vision thereof:

(3) Exceptions for certain changes in (1) Any assets transferred to a tax-
status— (i) To whom available.Para- exempt entity if the assets are used in (v) An Indian Tribal Corporation or-

graph (a)(2) of this section does no . ; . . ganized under section 17 of the Indian
apply to the following corporations—tgsb;ittmg ttha?( w:Jt;c:erre ;rgégoxmg:{llg’)Reorganization Act of 1934, 25 U.S.C.

(A) A corporation previously exempt However, if assets on which no gain oft//: Of section 3 of the Oklahoma
under section 501(a) which regains itjoss was recognized by reason of thdVelfare Act, 25 U.S.C. 503;
tax-exempt status under section 501(g)receding sentence are disposed of by (vi) An international organization as
within three years from the later of athe tax-exempt entity, then, notwith-defined in section 7701(a)(18);
final adverse adjudication on the corpostanding any other provision of law, any (vii) An entity any portion of whose
ration’s tax exempt status, or the filinggain (not in excess of the amount no{ncome is excluded under section 115;
by the corporation, or by the Secretaryecognize;d rk])y”r?;';\spn log tge_ prﬁceding,r
or his delegate under section 6020(b), ofentence) shall be included In the tax- . .. ;
! ederal ncome  reum of the ypeeXEmpt ity unvelated busness tm (1) A1 ently el wod ot be

filed by a taxable Corporation; able income. If the taX'exempt ent|ty : ..
(B) A newly-formed corporation that ceases to use the assets in an activi{a‘?r reasons substantially similar to those

. ; the income from which is subject to taxa@Pplicable to any entity listed in this
is tax-exempt under section 501(a4.mder section 511(a), the entJity will beParagraph (c)(2) unless otherwise explic-

Wf'th'r? three tt;laxable years fr:prr? the end o qteq for purposes of this subparagraply made exempt from the application
of the taxable year in which It Was 55 haying disposed of the assets on tHef this section by statute or by action of
formed; date of the cessation: the Commissioner.

(C) A corporation previously exempt (2) Any transfer of assets to the ex- (3) Substantially all. The term sub-
under section 501(a) or that applied fotent gain or loss otherwise is recognizedtantially all has the same meaning as
but did notdreceive recogniti(o? Ok]; ex-by the taxable corpor'clltion on the transunder section 368(a)(1)(C).
emption under section 501(a), beforder. See, for example, sections 336, T
January 15, 1997, if such corporation i$337(b)(2), 367, and 1001; of (g)etlé?:finliglt?ﬁg na*l(l)%:?f rof nggsi,c_
tax-exempt under section 501(a) within (3) Any forfeiture of a taxable Corpo- 04 by  taxable corporation on the
three years from the date of publicatiorfation’s assets in a_criminal or civilyohocor Gt its assets to a tax-exempt

of these regulations in the Federal Regaction to the United States, the govern- . : )
ister as final regulations. ment of a possession of the Unite ntity under paragraph (a) of this sec

. - " States, a state, the District of Columbial®" i assets are .acquired by the tax-
(i) Application for recognition.An o government of a foreign country, orable corporation in a transaction to

organization is deemed to have or regai political subdivision of any of the which section 351 applied or as a
tax-exempt status within one of theforegoing' or any expropriation of acontribution to capital, or assets are
three_year periOdS described in parafaxab'e Cbrporation’s assets by the govdistributed from the taxable COI‘pOI’ation

graph (a)(3)(i) of this section if it files ernment of a foreign country; and to a shareholder or another member of
an application for recognition of exemp- (4) Any transfer of assets to a coopthe taxable corporation’s affiliated

tion with the Commissioner within the grative described in section 521. group, and in either case as part of a
three-year period and the application (c) Definitions. For purposes of this plan a principal purpose of which is to

either results in a determination by thesection— recognize loss by the taxable corpora-
Commissioner or a final adjudication (1) Taxable corporation. A taxable tion on the transfer of its assets to the
that the organization is tax-exempt Uncorporation is any corporation that is tax-exempt entity, the losses recognized
der section 501(a) during any part of théiot a tax-exempt entity as defined inby the taxable corporation on the assets
three-year period. The preceding semparagraph (c)(2) of this section. transferred to the tax-exempt entity will

tence does not require the filing of an (2) Tax-exempt entityA tax-exempt pe disallowed. For purposes of the pre-
application for recognition of exemption entity is— ceding sentence, the principles of sec-
by any organization not otherwise re- () Any entity that is exempt from tax tigp, 336(d)(2) apbly-

quired, such as by 8§ 1.501(a)-lunder section 501(a), section 527, sec- froct h o
§ 1.505(c)-1T, and § 1.508-1(a), to aption 528, or section 529; (e) Effective date This section is ap-

ply for recognition of exemption. (i) A charitable remainder annuity Plicable to transfers of assets as de-

(iil) Anti-abuse rule.This paragraph trust or charitable remainder unitrust aS¢iP€d in paragraph (a) of this section
(a)(3) does not apply to a corporationdefined in section 664(d); occurring after the date that is 30 days
that, with a principal purpose of avoid- (i) The United States, the govern-after publication in the Federal Register
ing the application of paragraphs (a)(1ment of a possession of the UnitecPf these regulations as final regulations,
and (a)(2) of this section, acquires all oiStates, a state, the District of Columbiatnless the transfer is pursuant to a
substantially all of the assets of anothethe government of a foreign country, orwritten agreement which is (subject to
taxable corporation and then changes ita political subdivision of any of the customary conditions) binding on or
status to that of a tax-exempt entityforegoing; before the date that is 30 days after



publication in the Federal Register ¢
these regulations as final regulation

Margaret Milner Richardson,
Commissioner of Internal Revenue

(Filed by the Office of the Federal Register o
January 10, 1997, 8:45 a.m., and published in t
issue of the Federal Register for January 15, 19
62 F.R. 2064)



