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Publicly Traded Partnerships

Notice 98–3
This notice provides the method for

grandfathered publicly traded partner-
ships to elect to remain exempt from §
7704 of the Internal Revenue Code pur-
suant to § 7704(g).  This notice also pro-
vides the procedures for revoking the
election.  In addition, this notice informs
grandfathered publicly traded partner-
ships that do not elect the application of 
§ 7704(g) that the rules contained in pro-
posed regulation § 1.743–2 regarding spe-
cial § 743(b) basis accounts may be fol-
lowed for purposes of a conversion from a
partnership to a corporation.  The refer-
ences in this notice to § 7704(g) reflect
the amendments made by the Taxpayer
Relief Act of 1997 (1997 TRA), Pub. L.
No. 105–34, 111 Stat. 788 (1997).

BACKGROUND

Section 7704(a) provides that a pub-
licly traded partnership is treated as a cor-
poration.  

Section 7704(b) defines a partnership
as a “publicly traded partnership” if inter-
ests in the partnership are traded on an es-
tablished securities market or are readily
tradable on a secondary market (or the
substantial equivalent thereof).

Section 7704(c) provides that a pub-
licly traded partnership will not be treated
as a corporation if, for the current taxable
year and each preceding taxable year be-
ginning after December 31, 1987 during
which the partnership (or any predeces-
sor) was in existence, (1) at least 90 per-
cent of the gross income of the partner-
ship consisted of certain “qualifying
income” (as defined in § 7704(d)), and (2)
the partnership would not be described in
§ 851(a) if the partnership were a domes-
tic corporation.

Section 7704 applies to taxable years
beginning after December 31, 1987.
However, for any existing partnership (as

defined in § 10211(c)(2) of the Revenue
Reconciliation Act of 1987 (1987 Act),
1987-3 C.B. 125), § 7704 applies to tax-
able years beginning after December 31,
1997.  The term “existing partnership”
means any partnership that was a publicly
traded partnership on December 17, 1987.
If a substantial new line of business is
added with respect to an existing partner-
ship anytime after December 17, 1987,
the grandfather status of the partnership
terminates.

Section 7704(g) was enacted as part of
the 1997 TRA.  Under § 7704(g), an ex-
isting 1987 partnership may elect to re-
main exempt from § 7704(a) by agreeing
to pay each taxable year a 3.5 percent tax
on gross income from the active conduct
of all trades and businesses of the partner-
ship.  A publicly traded partnership may
make the election under § 7704(g) if: (1)
the partnership is an existing partnership
(as defined in § 10211(c)(2) of the 1987
Act), (2) § 7704(a) has not applied (and
without regard to § 7704(c)(1) would not
have applied) to the partnership for all
taxable years beginning after December
31, 1987, and before January 1, 1998, and
(3) the partnership elects the application
of § 7704(g) for its first taxable year be-
ginning after December 31, 1997, and
consents to the application of the 3.5 per-
cent tax imposed for each taxable year on
gross income from the active conduct of
all trades or businesses of the partnership.

PROCEDURAL REQUIREMENTS

To make an election under § 7704(g), a
partnership must file with the Memphis
Service Center a statement that provides
the following:  (1) a notification at the top
of the statement that an election is being
made (that is, “ELECTION UNDER
SECTION 7704(g) FILED PURSUANT
TO NOTICE 98-3”); (2) the name of the
partnership; (3) the federal tax identifica-
tion number of the partnership; (4) the
mailing address of the partnership; (5) the
taxable year of the partnership; and (6) a
declaration that, pursuant to § 7704(g),
the partnership consents to the imposition
of a 3.5 percent tax on gross income from
the active conduct of all trades and busi-
nesses by the partnership.    

The statement must be signed by the
tax matters partner of the partnership (as
defined under § 6231(a)(7)) and must be
filed at any time on or before the 75th day

of the first taxable year of the partnership
beginning after December 31, 1997.  The
mailing address for the Memphis Service
Center is Internal Revenue Service, Stop
1, 5333 Getwell Road, Memphis, TN
38118.

TAX ON GROSS INCOME 

An electing partnership must pay each
taxable year a tax of 3.5 percent of the
gross income from all active trades and
businesses conducted by the partnership.
The tax is not deductible by the partner-
ship.  Pursuant to § 705(a)(2)(B), a part-
ner of an electing partnership must reduce
the adjusted basis of the partner’s partner-
ship interest by a proportionate share of
the 3.5 percent tax paid by the partner-
ship.

TERMINA TION OF ELECTION

If a partnership that elects special treat-
ment under § 7704(g) adds a substantial
new line of business after December 31,
1997, the election under § 7704(g) will
terminate.  The rules concerning a new
line of business and the timing of a result-
ing termination that are set forth in §
1.7704–2 of the regulations will be ap-
plied to electing partnerships.  

In addition, a partnership may volun-
tarily terminate its election at any time by
filing a notice of revocation.  The revoca-
tion will be effective as of the date desig-
nated in the notice, but not earlier than the
date that the notice is filed with the Inter-
nal Revenue Service.  Once a partnership
revokes or otherwise terminates its elec-
tion under § 7704(g), the election may not
be reinstated.  If the partnership remains a
publicly traded partnership on the date of
the termination and does not meet the ex-
ception for partnerships with passive-type
income contained in § 7704(c), then ab-
sent an actual transaction that eliminates
the partnership, the conversion from a
partnership to a corporation will be deter-
mined under § 7704(f).

PROCEDURAL REQUIREMENTS FOR
REVOCATION

To make a revocation under § 7704(g),
a partnership must file with the Memphis
Service Center a statement that provides
the following: (1) a notification at the top
of the statement that a revocation is being
made (that is, “REVOCATION UNDER
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SECTION 7704(g) FILED PURSUANT
TO NOTICE 98–3”; (2) the name of the
partnership; (3) the federal tax identifica-
tion number of the partnership; (4) the
mailing address of the partnership; (5) the
taxable year of the partnership; (6) a dec-
laration that, pursuant to § 7704(g), the
partnership revokes its election to pay a
3.5 percent tax on gross income from the
active conduct of all trades and businesses
by the partnership; and (7) the effective
date of the revocation.  The statement
must be signed by the tax matters partner
of the partnership (as defined under §
6231(a)(7)).

PARTNERSHIPS THAT DO NOT
ELECT

If an existing partnership does not elect
the special treatment of § 7704(g), then
the partnership will become taxable as a
corporation if it (1) remains a publicly
traded partnership on the first day of its
first taxable year beginning after Decem-
ber 31, 1997, and (2) does not meet the
exception for partnerships with passive-
type income contained in § 7704(c).  Ab-
sent an actual transaction that eliminates
the partnership, the conversion from a
partnership to a corporation will be
treated under § 7704(f) as an asset trans-
fer from the partnership to the corporation
followed by a liquidation of the partner-
ship.  

On October 28, 1997, proposed regula-
tions under § 743 were issued that provide
that upon the contribution of assets by a
partnership to a corporation, the special 
§ 743 basis accounts are reflected in the
basis of the assets in the hands of the cor-
poration.  62 Fed. Reg. 55768, 1997–48
I.R.B. 13.  Although these rules are in
proposed form, the Service will not chal -
lenge a taxpayer’s § 7704(f) conversion,
or any actual transaction applying the
conversion method of § 7704(f) that fol -
lows the rules in proposed regulation 
§ 1.743–2, so long as the conversion or
transaction occurs prior to the issuance of
further guidance on this issue. 

DRAFTING INFORMA TION

The principal author of this notice is
Christopher Kelley of the Of fice of the
Assistant Chief Counsel (Passthroughs
and Special Industries).  For further infor-
mation regarding this notice, contact

Christopher Kelley at (202) 622-3080
(not a toll-free number). 

the Code, principally sections 901
through 907 and 960, effectuate Con-
gress’s intent to provide relief from dou-
ble taxation and alleviate these distor-
tions.  American Chicle Co. v. United
States, 316 U.S. 450 (1942); Burnet v.
Chicago Por trait Co., 285 U.S. 1 (1932).

In contrast to certain tax credits that are
intended to create an incentive for taxpay-
ers to invest in certain activities, such as
the research credit under section 41 or the
low-income housing credit under section
42, the foreign tax credit is designed to re-
duce the disincentive for taxpayers to in-
vest abroad that would be caused by dou-
ble taxation.  In other words, the foreign
tax credit is intended to preserve neutral-
ity between U.S. and foreign investment
and to minimize the ef fect of tax conse-
quences on taxpayers’ decisions about
where to invest and conduct business.

Relief from double taxation generally is
not calculated separately with respect to
each dollar of foreign-source income and
tax.  The foreign tax credit limitation or
“basket” regime of section 904(d) permits,
to a limited extent, a credit for foreign tax
imposed with respect to income taxed at a
rate in excess of the applicable U.S. rate to
shelter from U.S. tax income from other ,
similar investments and activities that are
subject to a relatively low rate of tax (the
“cross-crediting regime”).  Accordingly,
the foreign tax credit provisions do not
limit credits on an item-by-item basis.
Rather, subject to certain restrictions, the
provisions permit cross-crediting of for-
eign taxes imposed with respect to speci-
fied groups or types of income as consis-
tent with the interrelated quality of
multinational operations of U.S. persons.

Multinational corporations that are sub-
ject to relatively low rates of tax on their
foreign-source income may be in an ex-
cess limitation position.  Generally, such
taxpayers may properly use credits for
foreign taxes imposed on high-taxed for-
eign income to offset residual U.S. tax on
their low-taxed foreign income.  Treasury
and the Service are concerned, however,
that such taxpayers may enter into foreign
tax credit-generating schemes designed to
abuse the cross-crediting regime and ef-
fectively transform the U.S. worldwide
system of taxation into a system exempt -
ing foreign-source income from residual
U.S. tax.  


