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AGENCY:  Internal Revenue Service
(IRS), Treasury

ACTION:  Final regulations.

SUMMARY:  This document contains
final regulations that implement  provi-
sions of the Tax Reform Act of 1986 and
the Technical and Miscellaneous Revenue
Act of 1988.  The final regulations gener-
ally affect a taxable corporation that
transfers all or substantially all of its as-
sets to a tax-exempt entity or converts
from a taxable corporation to a tax-ex-
empt entity in a transaction other than a
liquidation, and generally require the tax-
able corporation to recognize gain or loss
as if it had sold the assets transferred at
fair market value.

DATES:  Effective Date: These regula-
tions are effective January 28, 1999.

Applicability Date: For dates of ap-
plicability of these regulations, see
§1.337(d)–4(e). 

FOR FURTHER INFORMATION CON-
TACT:  Stephen R. Cleary, (202) 622-
7530 (not a toll-free number).

SUPPLEMENTARY INFORMATION:

Paperwork Reduction Act

The collection of information in these
final regulations has been reviewed and,
pending receipt and evaluation of public
comments, approved by the Office of
Management and Budget (OMB) under
44 U.S.C. 3507 and assigned control
number 1545–1633.

The collection of information in this
regulation is described in §1.337(d)–
4(b)(1)(i).  The information is a written

representation made by a tax-exempt en-
tity estimating the percentage it will use
assets formerly held by a taxable corpora-
tion in an activity the income from which
is subject to tax under section 511(a), as
opposed to other activities.  The informa-
tion may be used by the taxable corpora-
tion in computing the amount of gain or
loss that is recognized under the regula-
tions.  The information may also be used
by the IRS in determining whether the
proper amount of tax is due on the trans-
action.  The collection of information is
not mandatory but will enable the taxable
corporation to support its reporting of the
tax consequences of the transaction.  The
likely respondents are tax-exempt entities
subject to the unrelated business income
tax under section 511(a) (including most
organizations that are exempt from tax
under section 501, state colleges and uni-
versities, and certain charitable trusts).

Comments concerning the collection of
information should be sent to the Office
of Management and Budget, Attn: Desk
Officer for the Department of the Trea-
sury, Office of Information and Regula-
tory Affairs, Washington, DC 20503, with
copies to the Internal Revenue Service,
Attention: IRS Reports Clearance Officer,
OP:FS:FP, Washington, DC 20224.  Any
such comments should be submitted not
later than March 1, 1999.

Comments are specifically requested
concerning:

(a)  Whether the collection of informa-
tion is necessary for the proper perfor-
mance of the functions of the Internal
Revenue Service, including whether the
information will have practical utility;

(b)  The accuracy of the estimated bur-
den associated with the collection of in-
formation (see below);

(c)  How the quality, utility, and clarity
of the information requested may be en-
hanced;

(d)  How the burden of complying with
the collection of information may be min-
imized, including through the application
of automated collection techniques or
other forms of information technology;
and

(e)  Estimates of capital or start-up
costs and costs of operation, maintenance,
and purchase of services to provide infor-
mation.
Estimated total annual reporting burden:
125 hours.

The annual burden per respondent varies
from 1 hour to 10 hours, depending on in-
dividual circumstances, with an estimated
average of 5 hours.
Estimated number of respondents: 25.
Estimated frequency of responses: Once.

An agency may not conduct or sponsor,
and a person is not required to respond to,
a collection of information unless the col-
lection of information displays a valid
control number assigned by OMB.

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
return information are confidential, as re-
quired by 26 U.S.C. 6103. 

Background

On January 15, 1997, proposed regula-
tions §1.337(d)–4 were published in the
Federal Register (62 F.R. 2064, [REG–
209121–89, 1997–1 C.B. 719]).  The reg-
ulations were proposed to amend 26 CFR
part 1 and were intended to carry out the
purposes of the repeal of the General
Utilities doctrine (“General Utilities re-
peal”) as enacted in the Tax Reform Act
of 1986 (the “1986 Act”).  

The 1986 Act amended sections 336
and 337, generally requiring corporations
to recognize gain or loss when appreciated
or depreciated property is distributed in
complete liquidation or is sold in connec-
tion with a complete liquidation.  Section
337(d) directs the Secretary to prescribe
regulations as may be necessary to carry
out the purposes of General Utilities re-
peal, including rules to “ensure that these
purposes shall not be circumvented . . .
through the use of a . . . tax-exempt en-
tity.”  The legislative history concerning a
1988 amendment to section 337(d) ex-
plains:

The bill also clarifies in connection
with the built-in gain provisions of the
Act that the Treasury Department shall
prescribe such regulations as may be
necessary or appropriate to carry out
those provisions. . . .  For example, this
includes rules to require the recognition
of gain if appreciated property of a C
corporation is transferred to a . . . tax-
exempt entity [footnote 32] in a carry-
over basis transaction that would other-
wise eliminate corporate level tax on
the built-in appreciation.
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[footnote 32]  The Act generally re-
quires recognition of gain if a C corpo-
ration transfers appreciated assets to a
tax exempt entity in a section 332 liqui-
dation.  See Code section 337(b)(2). 

S. Rep. No. 445, 100th Cong., 2d Sess. 66
(1988).  

Explanation of Provision

A.  The Proposed Rule
(1)  A taxable corporation that transfers

all or substantially all of its assets to one
or more tax-exempt entities is required to
recognize gain or loss as if the assets
transferred were sold at their fair market
values (§1.337(d)–4(a)(1), Asset Sale
Rule);  

(2)  A taxable corporation that changes
its status to a tax-exempt entity generally
is treated as having transferred all of its
assets to a tax-exempt entity immediately
before the change in status becomes ef-
fective in a transaction governed by the
Asset Sale Rule (§1.337(d)–4(a)(2),
Change in Status Rule); 

(3)  The Change in Status Rule does not
apply (subject to application of the anti-
abuse rule) if the corporation formerly
was tax-exempt and the change in status
is within three years of the later of (a) the
corporation first filing a return as a tax-
able corporation, or (b) a final determina-
tion that the corporation had become a
taxable corporation (§1.337(d)–4(a)(3), 3-
Year Rule);  

(4)  The Asset Sale Rule does not apply
if the transferred  assets are used by the
tax-exempt entity in an activity the in-
come from which is subject to the unre-
lated business tax under section 511(a);
notwithstanding any other provision of
law, gain on such assets will later be in-
cluded in unrelated business taxable in-
come when the tax-exempt entity dis-
poses of the assets or ceases to use the
assets in an activity the income from
which is subject to tax under section
511(a) (§1.337(d)–4(b)(1), UBTI Rule);  

(5)  The regulations apply to transfers
of assets occurring after January 28, 1999,
unless the transfer is pursuant to a written
agreement which is (subject to customary
conditions) binding on or before that date
(§1.337(d)–4(e), Effective Date Rule).

The IRS and Treasury Department re-
ceived approximately 32 written com-
ments on the proposed regulations.  In ad-
dition, the IRS held a public hearing on

the proposed regulations on May 6, 1997.
After consideration of all the written and
oral comments, the IRS and Treasury De-
partment are adopting the proposed regu-
lations as revised by this Treasury Deci-
sion.  The comments and changes to the
regulations made in response to the com-
ments are summarized below.   

B.  Comments and Changes in Response
to Comments

1.  Asset Sale Rule
Some commentators questioned

whether section 337(d) authorizes taxa-
tion of asset transfers other than liquida-
tions.  Section 337(d) authorizes regula-
tions to prevent circumvention of General
Utilities repeal through the “use of” any
provision of law or regulations (specifi-
cally including the corporate reorganiza-
tion rules in Part III of Subchapter C).
The statutory rules in sections 336 and
337(b)(2), enacted as part of General
Utilitie s repeal, provide for corporate-
level gain or loss recognition when a tax-
able corporation liquidates into a control-
ling tax-exempt entity.  The regulations
published in this Treasury Decision are
intended to reach transactions that are
economically similar to those liquidations
but take different forms, such as a taxable
corporation’s transfer of substantially all
of its assets to a tax-exempt entity or a
taxable corporation’s change in status re-
sulting in its becoming a tax-exempt en-
tity.  The IRS and Treasury Department
believe that section 337(d) provides clear
authority for these regulations.   

Some commentators questioned
whether section 337(d) authorizes regula-
tions that would tax transfers of assets
without consideration, noting that making
a gift generally does not cause the recog-
nition of gain to the donor.  Other com-
mentators claimed that the proposed regu-
lations, to the extent they apply to
transfers of assets to charitable organiza-
tions, conflict with the policy of the chari-
table contribution deduction under section
170.  The regulations do not affect the tax
treatment of a corporation’s gift of a por-
tion of its assets to charity, nor do they af-
fect the shareholders’ tax treatment when
transferring all or any part of the corpora-
tion’s assets to charity by transferring all
or any part of the corporation’s stock to
charity.  The regulations apply only to
transfers of all or substantially all of the

assets of a taxable corporation to a tax-ex-
empt entity or a taxable corporation’s
conversion to a tax-exempt entity.  If
shareholders donate all of a corporation’s
stock to a charity and the charity then liq-
uidates the corporation, section 337(b)(2)
taxes the liquidating corporation’s gain.
The final regulations, which remain un-
changed from the proposed regulations in
this respect, tax a taxable corporation’s
gain in other transactions that have the
same economic effect. 

One commentator proposed that the
final regulations allow deferral of gain
recognition on any asset transferred to a
tax-exempt entity until the entity disposes
of the asset.  The commentator suggests a
rule similar to that of section 1374, which
provides generally that a C corporation
that converts to being an S corporation is
subject to tax if it disposes of assets held at
the time of conversion during the ten-year
period after the conversion.  Under this
rule, the tax-exempt entity would not be
taxed on the built-in gain in assets that it
retains.  For the reasons stated above, the
IRS and Treasury Department have con-
cluded that the regulations generally
should follow the rule in section 337(b)(2)
rather than the rule contained in section
1374 to best accomplish the goal set forth
in the statute and legislative history. 

One commentator suggested that the
Asset Sale Rule should not apply to a tax-
able corporation transferring assets to a
tax-exempt entity in a like-kind exchange
described in section 1031 or an involun-
tary conversion described in section 1033.
In transactions described in these sec-
tions, the taxable corporation acquires re-
placement property that has a basis deter-
mined by reference to the basis of the
property replaced.  Because the built-in
appreciation in the transferred asset is
preserved in the replacement asset and re-
mains in the hands of a taxable corpora-
tion, General Utilities repeal is not cir-
cumvented in these transactions.
Accordingly, the final regulations exclude
transactions from the Asset Sale Rule to
the extent the transactions qualify for
nonrecognition of gain or loss under sec-
tion 1031 or 1033.

Some commentators proposed remov-
ing section 528 homeowners associations
from the list of tax-exempt entities subject
to the regulations because dispositions of
assets by a homeowners association are
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subject to tax.  Under section 528, home-
owners associations are subject to tax on
all of their income except for exempt
function income, which is defined as fees,
dues, or assessments from homeowners.
Gains from the sale of a homeowners as-
sociation’s property are taxable; there-
fore, General Utilities repeal is not cir-
cumvented by transfers to homeowners
associations.  In addition, the properties
that become the subject of section 528
homeowners associations generally are
developed as business ventures, and the
developer has substantial incentive to re-
alize the increase in value of its assets in
connection with their transfer to the asso-
ciation, thus providing additional protec-
tion with respect to General Utilities re-
peal.  Also, a homeowners association
may alternate between taxable and tax-ex-
empt status because its exemption is
based on a year-by-year election under
section 528(c)(1)(E).  In a given year, a
homeowners association may prefer tax-
able status to tax-exempt status under sec-
tion 528 because a section 528 organiza-
tion is taxed at a 30 percent flat rate on
income other than membership fees, dues,
or assessments, while a taxable home-
owners association is subject to tax on all
income but at the progressive rates of sec-
tion 11 (15 to 35 percent).  The tax on
non-exempt income under section 528
may exceed the tax the association would
pay as a taxable corporation.  Congress
anticipated that these entities may alter-
nate between taxable and tax-exempt sta-
tus and that the assets of these entities will
remain subject to tax on transfer.  Impos-
ing a tax on appreciated property each
time such an entity converts its status
could inhibit this flexibility.  For this rea-
son, and because General Utilities repeal
will not be compromised, the IRS and
Treasury Department believe that an orga-
nization’s election to be treated under sec-
tion 528 for a tax year should not trigger
gain recognition.  Accordingly, the final
regulations do not treat section 528 home-
owners associations as tax-exempt enti-
ties for purposes of section 337(d).  For
similar reasons, the final regulations do
not define political organizations de-
scribed in section 527 as tax-exempt enti-
ties for purposes of section 337(d).

Some commentators suggested that so-
cial clubs that are tax-exempt as organiza-
tions described in section 501(c)(7)

should be removed from the list of tax-ex-
empt entities for purposes of section
337(d).  Commentators also suggested
that tax-exempt social clubs be allowed to
defer gain on transactions subject to the
regulations, because social clubs may be
subject to tax on gains from asset sales.
Section 512(a)(3)(A) generally taxes the
income of a section 501(c)(7) social club
except for the social club’s “exempt func-
tion income,” as defined in section
512(a)(3)(B).  Section 512(a)(3)(A) also
applies to tax-exempt organizations de-
scribed in section 501(c)(9), (17), or (20).
The final regulations, however, do not
provide relief from the general rules of
the regulations for section 501(c)(7) orga-
nizations.  Unlike section 528 homeown-
ers associations, section 501(c)(7) social
clubs are permitted to avoid gain recogni-
tion on certain asset sales.  For example,
if the club replaces the property sold with
other property used directly in the perfor-
mance of its tax-exempt function, no tax
is owed on any gain recognized.  Because
of these exceptions, the IRS and Treasury
Department believe that deferring tax on
transfers of assets to section 501(c)(7) or-
ganizations would not be consistent with
General Utilities repeal.  Accordingly, the
final regulations follow the proposed reg-
ulations and apply to transfers of assets to
section 501(c)(7) organizations.

2. Change in Status Rule
A significant number of commentators

contended that the Change in Status Rule
could have a major adverse effect on mu-
tual or cooperative electric companies that
are tax-exempt as organizations described
in section 501(c)(12).  That section pro-
vides tax exemption for benevolent life in-
surance associations of a purely local
character, mutual ditch or irrigation com-
panies, mutual or cooperative telephone
companies, or like organizations (includ-
ing mutual or cooperative electric compa-
nies), but only if more than 85 percent of
their income is collected from members
for the sole purpose of meeting losses and
expenses.  The 85 percent test is applied
annually, so that an electric cooperative
could be taxable one year and tax-exempt
the next year.  The commentators re-
quested that electric cooperatives be given
relief from the Change in Status Rule be-
cause business exigencies may cause these
cooperatives to fail the 85 percent test.

They also noted that the relief provided in
the proposed regulations for organizations
temporarily losing their exempt status was
insufficient because more than 3 years
may elapse before the organization once
again meets the 85 percent test.  

In addition to meeting the 85 percent
test, section 501(c)(12) organizations
must operate according to cooperative
principles to be eligible for exemption.
See Rev. Rul. 72–36, 1972–1 C.B. 151;
Buckeye Countrymark, Inc. v. Commis-
sioner, 103 T.C. 547, 554–555 (1994),
acq. on other issues, 1997–1 C.B. 1; Puget
Sound Plywood, Inc. v. Commissioner, 44
T.C. 305, 308 (1965), acq. on other is-
sues, 1966–2 C.B. 6.  An organization
may operate according to cooperative
principles yet fail the 85 percent test.
Congress anticipated that section
501(c)(12) mutual or cooperative organi-
zations could alternate between taxable
and tax-exempt status due to the operation
of the 85 percent income requirement.
The IRS and Treasury Department do not
believe it is appropriate to treat these enti-
ties as having disposed of all their assets
when they regain tax-exempt status where
the sole reason for their becoming taxable
was the failure to meet the 85 percent test.
Therefore, the final regulations provide
that the Change in Status Rule does not
apply when an organization previously
tax-exempt as an organization described
in section 501(c)(12) loses exemption
solely because it fails the 85 percent test
and later regains tax-exempt status, pro-
vided that in each intervening taxable
year it meets all the requirements for ex-
emption under section 501(c)(12) except
for the 85 percent test.

One commentator suggested that be-
cause social clubs alternate between tax-
able and tax-exempt status they should be
given relief similar to that requested by
section 501(c)(12) organizations.  Social
clubs can lose their tax exemption if they
generate excessive nonmember income in
a particular year.  See S. Rep. No. 1318,
94th Cong., 2d Sess. 4 (1976), 1976–2
C.B. 599.  After considering this com-
ment and the Service’s experience with
these organizations, we have concluded
that the 3-Year Rule will provide adequate
relief for social clubs from inappropriate
application of the Change in Status Rule.  

A number of commentators urged ex-
empting newly formed social clubs from
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the application of the regulations if they
become tax-exempt within seven years of
their formation, rather than within the
three-year period provided for other tax-
exempt entities.  Those commentators ex-
plained that some social clubs are orga-
nized when a real estate developer
acquires land to be used for a housing de-
velopment and a social club for the home-
owners.  The assets of the future social
club are held by a corporation, but it can-
not qualify as a tax-exempt section
501(c)(7) organization until several years
later, after the stock or membership inter-
ests in the corporation have been trans-
ferred to the homeowners.  Commentators
familiar with development practices ad-
vised that it often takes up to seven years
to transfer the club to the members’ con-
trol.  Furthermore, because the developer
is forming the club as a business venture,
the developer will work to realize the in-
crease in the value of the club’s assets as
part of the transfer.  For these reasons,
providing additional time for newly-
formed clubs to become tax-exempt does
not conflict with General Utilities repeal.
Therefore, the final regulations incorpo-
rate the recommendation made in the
comments and provide that a social club
will not be subject to the Change in Status
Rule if it converts to tax-exempt status
within seven taxable years after the year
in which it was formed.

Two commentators suggested that the
Change in Status Rule could adversely af-
fect a taxable property and casualty insur-
ance company that becomes tax-exempt
as an organization described in section
501(c)(15) when it encounters financial
difficulties leading to conservation or liq-
uidation proceedings pursuant to author-
ity granted by a state regulatory agency.
A taxable property or casualty insurance
company whose net written premiums or
direct written premiums are $350,000 or
less for the taxable year is eligible to be
exempt from tax under section
501(c)(15).  The final regulations provide
an exception from the Change in Status
Rule if in a taxable year an insurance
company becomes an organization de-
scribed in section 501(c)(15), and during
that year and all subsequent years in
which it is exempt under that section, the
insurance company is the subject of a
court supervised rehabilitation, conserva-
torship, liquidation, or similar state pro-

ceeding.  In such cases, the reduction in
premium income to $350,000 or less is
likely to be involuntary and a direct result
of the state proceeding.  However, the
final regulations continue to apply the
Change in Status Rule to all other insur-
ance companies qualifying for tax exemp-
tion under section 501(c)(15).

3.  UBTI Rule
Some commentators asked how the

UBTI Rule would apply when  assets that
are transferred to a tax-exempt entity are
used partly in an activity of the organiza-
tion the income from which is subject to
tax under section 511(a) (“section 511(a)
activity”) and partly in other activities.
The UBTI Rule in the proposed regula-
tions defers gain recognition with respect
to those assets that will be used in a sec-
tion 511(a) activity of the tax-exempt en-
tity after the asset is transferred to the tax-
exempt entity or after the taxable
corporation converts to tax-exempt status.
The final regulations provide that, if an
asset will be used partly or wholly in a
section 511(a) activity of a tax-exempt
entity, the taxable corporation will recog-
nize an amount of gain or loss that bears
the same ratio to the asset’s built-in gain
or loss as 100 percent reduced by the per-
centage of use in the section 511(a) activ-
ity bears to 100 percent.  The taxable cor-
poration generally may rely on a written
representation from the tax-exempt entity
as to the anticipated percentage of use of
the asset in a section 511(a) activity dur-
ing the first taxable year after the transfer
or change in status.  If the percentage of
an asset’s use in the section 511(a) activ-
ity later decreases from the estimate used
in computing gain or loss when the asset
was transferred, the tax-exempt entity
will recognize part of the deferred gain or
loss in an amount that is proportionate to
the decrease in use in the section 511(a)
activity, and the gain or loss recognized
will be subject to tax under section
511(a).  The tax-exempt entity must use
the same reasonable method of allocation
for determining the percentage it uses as-
sets in the section 511(a) activity for pur-
poses of the UBTI Rule as it uses for
other tax purposes (e.g., depreciation de-
ductions).  The tax-exempt entity also
must use this same reasonable method of
allocation for each taxable year that it
holds the assets.  

One commentator asked that gain not
be recognized when a tax-exempt entity
disposes of an asset used in a section
511(a) activity in a transaction eligible for
nonrecognition treatment under the Code.
The proposed regulations provide that
gain is recognized on such dispositions
“notwithstanding any other provision of
law,” corresponding with the rule in sec-
tion 337(b)(2)(B)(ii), and overruling the
application of nonrecognition provisions
such as section 512(b)(5).  In response to
these comments, the final regulations
allow continuing deferral to the extent
that the tax-exempt entity disposes of as-
sets in a transaction that qualifies for non-
recognition of gain or loss under section
1031 or section 1033, but only to the ex-
tent that the replacement asset is used in a
section 511(a) activity.  No exception is
made with respect to other nonrecognition
provisions.  

Special Analyses 

It has been determined that this Trea-
sury Decision is not a significant regula-
tory action as defined in EO 12866.
Therefore, a regulatory assessment is not
required.  It also has been determined that
section 553(b) of the Administrative Pro-
cedure Act (5 U.S.C. chapter 5) does not
apply to these regulations.  It is hereby
certified that the collection of information
in these regulations will not have a signif-
icant economic impact on a substantial
number of small entities.  This certifica-
tion is based upon the Internal Revenue
Service’s estimate that only 25  entities
per year will be responding to the collec-
tion of information, and that the total an-
nual reporting burden of this information
collection for all responding entities will
be only 125 hours.  Therefore, a Regula-
tory Flexibility Analysis under the Regu-
latory Flexibility Act (5 U.S.C. chapter 6)
is not required.  Pursuant to section
7805(f), the notice of proposed rulemak-
ing preceding these regulations was sub-
mitted to the Chief Counsel for Advocacy
of the Small Business Administration for
comment on its impact on small business.

Drafting Information

The principal author of these regula-
tions is Stephen R. Cleary of the Office of
Assistant Chief Counsel (Corporate), IRS.
However, other personnel from the IRS
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and Treasury Department participated in
their development.

* * * * *

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR Parts 1 and are
amended as follows:

PART 1—INCOME TAXES 

Paragraph 1.  The authority citation for
26 CFR Part 1 is amended by adding an
entry in numerical order to read as fol-
lows:

Authority: 26 U.S.C. 7805 * * * 
Section 1.337(d)–4 also issued under

26 U.S.C. 337. * * *
Par. 2.  Section 1.337(d)–4 is added to

read as follows:

§1.337(d)–4  Taxable to tax-exempt.

(a) Gain or loss recognition—(1) Gen-
eral rule. Except as provided in para-
graph (b) of this section, if a taxable cor-
poration transfers all or substantially all
of its assets to one or more tax-exempt en-
tities, the taxable corporation must recog-
nize gain or loss immediately before the
transfer as if the assets transferred were
sold at their fair market values.  But see
section 267 and paragraph (d) of this sec-
tion concerning limitations on the recog-
nition of loss.

(2) Change in corporation’s tax status
treated as asset transfer. Except as pro-
vided in paragraphs (a)(3) and (b) of this
section, a taxable corporation’s change in
status to a tax-exempt entity will be treated
as if it transferred all of its assets to a tax-
exempt entity immediately before the
change in status becomes effective in a
transaction to which paragraph (a)(1) of
this section applies.  For example, if a
state, a political subdivision thereof, or an
entity any portion of whose income is ex-
cluded from gross income under section
115, acquires the stock of a taxable corpo-
ration and thereafter any of the taxable cor-
poration’s income is excluded from gross
income under section 115, the taxable cor-
poration will be treated as if it transferred
all of its assets to a tax-exempt entity im-
mediately before the stock acquisition. 

(3) Exceptions for certain changes in
status— (i) To whom available. Para-
graph (a)(2) of this section does not apply
to the following corporations—

(A) A corporation previously tax-ex-
empt under section 501(a) which regains
its tax-exempt status under section 501(a)
within three years from the later of a final
adverse adjudication on the corporation’s
tax exempt status, or the filing by the cor-
poration, or by the Secretary or his dele-
gate under section 6020(b), of a federal
income tax return of the type filed by a
taxable corporation;

(B) A corporation previously tax-ex-
empt under section 501(a) or that applied
for but did not receive recognition of ex-
emption under section 501(a) before Jan-
uary 15, 1997, if such corporation is tax-
exempt under section 501(a) within three
years from January 28, 1999; 

(C) A newly formed corporation that is
tax-exempt under section 501(a) (other
than an organization described in section
501(c)(7)) within three taxable years from
the end of the taxable year in which it was
formed;

(D) A newly formed corporation that is
tax-exempt under section 501(a) as an or-
ganization described in section 501(c)(7)
within seven taxable years from the end
of the taxable year in which it was
formed;

(E) A corporation previously tax-ex-
empt under section 501(a) as an organiza-
tion described in section 501(c)(12),
which, in a given taxable year or years
prior to again becoming tax-exempt, is a
taxable corporation solely because less
than 85 percent of its income consists of
amounts collected from members for the
sole purpose of meeting losses and ex-
penses; if, in a taxable year, such a corpo-
ration would be a taxable corporation
even if 85 percent or more of its income
consists of amounts collected from mem-
bers for the sole purpose of meeting
losses and expenses (a non-85 percent vi-
olation), paragraph (a)(3)(i)(A) of this
section shall apply as if the corporation
became a taxable corporation in its first
taxable year that a non-85 percent viola-
tion occurred; or

(F) A corporation previously taxable
that becomes tax-exempt under section
501(a) as an organization described in
section 501(c)(15) if during each taxable
year in which it is described in section
501(c)(15) the organization is the subject
of a court supervised rehabilitation, con-
servatorship, liquidation, or similar state
proceeding; if such a corporation contin-

ues to be described in section 501(c)(15)
in a taxable year when it is no longer the
subject of a court supervised rehabilita-
tion, conservatorship, liquidation, or simi-
lar state proceeding, paragraph (a)(2) of
this section shall apply as if the corpora-
tion first became tax-exempt for such tax-
able year.   

(ii ) Application for recognition. An or-
ganization is deemed to have or regain
tax-exempt status within one of the 
periods described in paragraph (a)(3)-
(i)(A), (B), (C), or (D) of this section if it
files an application for recognition of 
exemption with the Commissioner within
the applicable period and the application
either results in a determination by the
Commissioner or a final adjudication that
the organization is tax-exempt under sec-
tion 501(a) during any part of the applica-
ble period.  The preceding sentence does
not require the filing of an application 
for recognition of exemption by any orga-
nization not otherwise required, such 
as by §1.501(a)–1, §1.505(c)–1T, and
§1.508–1(a), to apply for recognition of
exemption.

(iii) Anti-abuse rule. This paragraph
(a)(3) does not apply to a corporation that,
with a principal purpose of avoiding the
application of paragraph (a)(1) or (a)(2)
of this section, acquires all or substan-
tially all of the assets of another taxable
corporation and then changes its status to
that of a tax-exempt entity.

(4) Related transactions. This section
applies to any series of related transac-
tions having an effect similar to any of the
transactions to which this section applies.

(b) Exceptions. Paragraph (a) of this
section does not apply to—

(1) Any assets transferred to a tax-ex-
empt entity to the extent that the assets are
used in an activity the income from which
is subject to tax under section 511(a) (re-
ferred to hereinafter as a “section 511(a)
activity”).  However, if assets used to any
extent in a section 511(a) activity are dis-
posed of by the tax-exempt entity, then,
notwithstanding any other provision of
law (except section 1031 or section
1033), any gain (not in excess of the
amount not recognized by reason of the
preceding sentence) shall be included in
the tax-exempt entity’s unrelated business
taxable income.  To the extent that the
tax-exempt entity ceases to use the assets
in a section 511(a) activity, the entity will
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be treated for purposes of this paragraph
(b)(1) as having disposed of the assets on
the date of the cessation for their fair mar-
ket value.  For purposes of paragraph
(a)(1) of this section and paragraph
(b)(1)—

(i) If during the first taxable year fol-
lowing the transfer of an asset or the cor-
poration’s change to tax-exempt status the
asset will be used by the tax-exempt en-
tity partly or wholly in a section 511(a)
activity, the taxable corporation will rec-
ognize an amount of gain or loss that
bears the same ratio to the asset’s built-in
gain or loss as 100 percent reduced by the
percentage of use for such taxable year in
the section 511(a) activity bears to 100
percent.  For purposes of determining the
gain or loss, if any, to be recognized, the
taxable corporation may rely on a written
representation from the tax-exempt entity
estimating the percentage of the asset’s
anticipated use in a section 511(a) activity
for such taxable year, using a reasonable
method of allocation, unless the taxable
corporation has reason to believe that the
tax-exempt entity’s representation is not
made in good faith;

(ii) If for any taxable year the percent-
age of an asset’s use in a section 511(a)
activity decreases from the estimate used
in computing gain or loss recognized
under paragraph (b)(1)(i) of this section,
adjusted for any decreases taken into ac-
count under this paragraph (b)(1)(ii) in
prior taxable years, the tax-exempt entity
shall recognize an amount of gain or loss
that bears the same ratio to the asset’s
built-in gain or loss as the percentage
point decrease in use in the section 511(a)
activity for the taxable year bears to 100
percent; 

(iii) If property on which all or a por-
tion of the gain or loss is not recognized
by reason of the first sentence of para-
graph (b)(1) of this section is disposed of
in a transaction that qualifies for non-
recognition treatment under section 1031
or section 1033, the tax-exempt entity
must treat the replacement property as re-
maining subject to paragraph (b)(1) of
this section to the extent that the ex-
changed or involuntarily converted prop-
erty was so subject; 

(iv) The tax-exempt entity must use the
same reasonable method of allocation for
determining the percentage that it uses the
assets in a section 511(a) activity as it

uses for other tax purposes, such as deter-
mining the amount of depreciation deduc-
tions.  The tax-exempt entity also must
use this same reasonable method of allo-
cation for each taxable year that it holds
the assets; and 

(v) An asset’s built-in gain or loss is the
amount that would be recognized under
paragraph (a)(1) of this section except for
this paragraph (b)(1). 

(2) Any transfer of assets to the extent
gain or loss otherwise is recognized by
the taxable corporation on the transfer.
See, for example, sections 336, 337(b)(2),
367, and 1001; 

(3) Any transfer of assets to the extent
the transaction qualifies for nonrecogni-
tion treatment under section 1031 or sec-
tion 1033; or 

(4) Any forfeiture of a taxable corpora-
tion’s assets in a criminal or civil action to
the United States, the government of a
possession of the United States, a state,
the District of Columbia, the government
of a foreign country, or a political subdi-
vision of any of the foregoing; or any ex-
propriation of a taxable corporation’s as-
sets by the government of a foreign
country.

(c) Definitions. For purposes of this
section:

(1) Taxable corporation. A taxable
corporation is any corporation that is not
a tax-exempt entity as defined in para-
graph (c)(2) of this section.

(2) Tax-exempt entity. A tax-exempt en-
tity is—

(i) Any entity that is exempt from tax
under section 501(a) or section 529;

(ii ) A charitable remainder annuity trust
or charitable remainder unitrust as de-
fined in section 664(d);

(iii ) The United States, the government
of a possession of the United States, a
state, the District of Columbia, the gov-
ernment of a foreign country, or a politi-
cal subdivision of any of the foregoing;

(iv) An Indian Tribal Government as
defined in section 7701(a)(40), a subdivi-
sion of an Indian Tribal Government de-
termined in accordance with section
7871(d), or an agency or instrumentality
of an Indian Tribal Government or subdi-
vision thereof;

(v) An Indian Tribal Corporation orga-
nized under section 17 of the Indian Reor-
ganization Act of 1934, 25 U.S.C. 477, or
section 3 of the Oklahoma Welfare Act,
25 U.S.C. 503;

(vi) An international organization as
defined in section 7701(a)(18);

(vii ) An entity any portion of whose in-
come is excluded under section 115; or

(viii ) An entity that would not be tax-
able under the Internal Revenue Code for
reasons substantially similar to those ap-
plicable to any entity listed in this para-
graph (c)(2) unless otherwise explicitly
made exempt from the application of this
section by statute or by action of the
Commissioner.

(3) Substantially all. The term sub-
stantially all has the same meaning as
under section 368(a)(1)(C).

(d) Loss limitation rule. For purposes
of determining the amount of gain or loss
recognized by a taxable corporation on
the transfer of its assets to a tax-exempt
entity under paragraph (a) of this section,
if assets are acquired by the taxable cor-
poration in a transaction to which section
351 applied or as a contribution to capital,
or assets are distributed from the taxable
corporation to a shareholder or another
member of the taxable corporation’s affil-
iated group, and in either case such acqui-
sition or distribution is made as part of a
plan a principal purpose of which is to
recognize loss by the taxable corporation
on the transfer of such assets to the tax-
exempt entity, the losses recognized by
the taxable corporation on such assets
transferred to the tax-exempt entity will
be disallowed.  For purposes of the pre-
ceding sentence, the principles of section
336(d)(2) apply.

(e)  Effective date. This section is ap-
plicable to transfers of assets as described
in paragraph (a) of this section occurring
after January 28, 1999, unless the transfer
is pursuant to a written agreement which
is (subject to customary conditions) bind-
ing on or before January 28, 1999.

PART 602—OMB CONTROL
NUMBERS UNDER THE
PAPERWORK REDUCTION ACT

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

Authority: 26 U.S.C. 7805. 
Par. 4. In §602.101, paragraph (c) is

amended by adding an entry in numerical
order to the table to read as follows:

§602.101  OMB Control numbers.

*  *  *  *  *
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(c)  *  *  *

CFR part or section Current OMB
where identified control No.
and described

* * * * *  
1.337(d)–4  . . . . . . . . . . . . . .1545–1633

* * * * *  

Robert E. Wenzel,
Deputy Commissioner of 

Internal Revenue.

Approved  December 17, 1998.

Donald C. Lubick,
Assistant Secretary of 

the Treasury.

(Filed by the Office of the Federal Register on De-
cember 28, 1998, 8:45 a.m., and published in the
issue of the Federal Register for December 29, 1998,
63 F.R. 71591)

Section 411.—Minimum Vesting
Standards

26 CFR 1.411(a)–11: Restriction and valuation of
distributions.

T.D. 8796

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Parts 1 and 602

Notice, Consent and Election
Requirements of Sections
411(a)(11) and 417 for
Qualified Retirement Plans

AGENCY:  Internal Revenue Service
(IRS), Treasury.

ACTION:  Final regulations.

SUMMARY:  This document contains
regulations that provide guidance con-
cerning the notice and consent require-
ments under section 411(a)(11) and the
notice and election requirements under
section 417 for qualified retirement plans.
These regulations finalize proposed regu-
lations published in the Federal Register
on September 22, 1995.  In order to avoid
delay in the commencement of distribu-
tions, the regulations generally allow dis-
tributions to commence, with spousal

consent if required, in less than 30 days
after a participant receives a notice of dis-
tribution rights if the participant affirma-
tively so elects to have the distributions
commence.  The regulations affect em-
ployers that maintain qualified plans, and
participants and beneficiaries in those
plans.

DATES: These regulations are effective
December 18, 1998.

FOR FURTHER INFORMATION CON-
TACT:  Robert Walsh, (202) 622-6090
(not a toll- free number).  

SUPPLEMENTARY INFORMATION:

Paperwork Reduction Act

The collection of information con-
tained in these final regulations has been
reviewed and approved by the Office of
Management and Budget in accordance
with the Paperwork Reduction Act  (44
U.S.C. 3507) under the control number
1545–1471.   Responses to this collection
of information are mandatory.

An agency may not conduct or sponsor,
and a person is not required to respond to,
a collection of information unless the col-
lection of information displays a valid
control number.

The estimated burden per respondent is
.011 hours.  

Comments concerning the accuracy of
this burden estimate and suggestions for
reducing this burden should be sent to the
Internal Revenue Service,Attn: IRS Re-
ports Clearance Officer, OP:FS:FP, Wash-
ington, DC 20224, and to the Office of
Management and Budget,Attn: Desk
Officer for the Department of the Trea-
sury, Office of Information and Regula-
tory Affairs, Washington, DC 20503.

Books or records relating to this 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.

Background

This document contains amendments to
the Income Tax Regulations (26 CFR part
1) under section 411(a)(11) and section
417(e).  These regulations finalize pro-
posed regulations that were published as a

notice of proposed rulemaking (EE–24–
93, 1995–2 C.B. 468) (REG–209626–93,
1995–2 C.B. 468) in the Federal Regis-
ter (60 F.R. 49236) on September 22,
1995.  The notice of proposed rulemaking
states that the text of the proposed regula-
tions is the same as the text of  temporary
regulations which were published in the
Federal Register(60 F.R. 49218) on the
same day.  A public hearing was held on
the temporary regulations on April 24,
1996.

As indicated in Announcement 98–87
(1998–40 I.R.B. 11), the temporary regu-
lations automatically expired in Septem-
ber, 1998, pursuant to section 7805(e).
Announcement 98–87 provides, however,
that plan sponsors may rely upon the
identical proposed regulations until they
are amended or finalized.

Prior to the issuance of the proposed
regulations,  §1.411(a)–11(c) provided
that a participant’s consent to a distribu-
tion under section 411(a)(11) was not
valid unless the participant received a no-
tice of his or her rights under the plan no
more than 90 and no less than 30 days
prior to the annuity starting date.  Section
1.417(e)–1 set forth the same 90/30-day
time period for providing the notice ex-
plaining the qualified joint and survivor
annuity and waiver rights required under
section 417(a)(3) (QJSAexplanation).

Temporary regulations providing guid-
ance on the amendment to section 402(f)
made by the Unemployment Compensa-
tion Amendments of 1992 (UCA), pub-
lished in October 1992, generally pre-
scribed this 90/30-day time period for
purposes of the notice requirement under
that section.  In the preamble to the UCA
temporary regulations, the IRS and Trea-
sury requested comments on the appropri-
ateness of this time period for section
411(a)(11), as well as for section 402(f).  

In response to comments on the 90/30-
day time period, the proposed regulations
modified the 30-day time period for pur-
poses of sections 411(a)(11) and 417.
Under the proposed regulations, if, after
having received the notice of distribution
rights described in §1.411(a)–11, a partic-
ipant affirmatively elects a distribution, a
plan will not fail to satisfy the consent re-
quirement of section 411(a)(11) merely
because the distribution is made less than
30 days after the notice was provided to
the participant. 

January 25, 1999 16 1999–4  I.R.B.
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