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crual of any interest, but would not de-
prive the taxpayer of its right to receive a
notice of determination and to petition the
Tax Court under section 7436. 

Proposed Effective Date

These regulations are proposed to be ap-
plicable with respect to notices of determi-
nation issued on or after March 19, 2001.
Interest will be computed under the rule in
this regulation on any claims for refund of
interest pending on January 17, 2001. No
inference is intended that the rule set forth
in these proposed regulations is not current
law. Taxpayers may rely on these proposed
regulations for guidance pending the is-
suance of final regulations.  If, and to the
extent, future guidance is more restrictive
than the guidance in the proposed regula-
tions, the future guidance will be applied
without retroactive effect.

Special Analyses

It has been determined that this notice of
proposed rulemaking is not a significant
regulatory action as defined in Executive
Order 12866.  Therefore, a regulatory as-
sessment is not required.  It also has been
determined that section 553(b) of the Ad-
ministrative Procedure Act (5 U.S.C. chap-
ter 5) does not apply to these regulations
and, because these regulations do not im-
pose on small entities a collection of infor-
mation requirement, the Regulatory Flexi-
bility Act (5 U.S.C. chapter 6) does not
apply.  Therefore, a Regulatory Flexibility
Analysis is not required.  Pursuant to sec-
tion 7805(f) of the Code, this notice of pro-
posed rulemaking will be submitted to the
Chief Counsel for Advocacy of the Small
Business Administration for comment on
its impact on small business.

Comments and Requests for a Public
Hearing

Before these proposed regulations are
adopted as final regulations, consideration
will be given to any electronic and written
comments that are submitted timely to the
IRS.  The IRS and Treasury Department
specifically request comments on the clar-
ity of the proposed regulations and how
they may be made easier to understand.  All
comments will be available for public in-
spection and copying.  A public hearing
may be scheduled if requested in writing by
any person that timely submits written

comments.  If a public hearing is sched-
uled, notice of the date, time, and place for
the hearing will be published in the Federal
Register.

Drafting Information

The principal author of these proposed
regulations is Lynne Camillo, Office of the
Associate Chief Counsel (Tax Exempt and
Government Entities).  However, other per-
sonnel from the IRS and Treasury Depart-
ment participated in their development.

*   *   *   *   *

Proposed Amendments to the
Regulations

Accordingly, 26 CFR part 31 is pro-
posed to be amended as follows:

PART 31 — EMPLOYMENT TAXES
AND COLLECTION OF INCOME TAX
AT THE SOURCE

Paragraph 1.  The authority for part 31
continues to read in part as follows:

Authority: 26 U.S.C. 7805   *   *   *
Par. 2.  In §31.6205–1, paragraph (a)(6)

is revised to read as follows:

§31.6205–1 Adjustments of
underpayments.

(a) * * *
(6) No underpayment shall be reported

pursuant to this section after the earlier of
the following—

(i) Receipt from the Commissioner of
notice and demand for payment thereof
based upon an assessment; or

(ii) Receipt from the Commissioner of
a Notice of Determination Concerning
Worker Classification Under Section
7436 (Notice of Determination).  (Prior to
receipt of a Notice of Determination, the
taxpayer may, in lieu of making a pay-
ment, make a cash bond deposit which
would have the effect of stopping the ac-
crual of any interest, but would not de-
prive the taxpayer of its right to receive a
Notice of Determination and to petition
the Tax Court under section 7436).

Robert E. Wenzel,
Deputy Commissioner 

of Internal Revenue.

(Filed by the Office of the Federal Register on January
16, 2001, 8:45 a.m., and published in the issue of the
Federal Register for January 17, 2001, 66 F.R. 3956)
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AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Notice of proposed rulemak-
ing.

SUMMARY: This document contains
proposed regulations that provide guid-
ance relating to elective changes in entity
classification.  The proposed regulations
apply to subsidiary corporations that elect
to change their classification for Federal
tax purposes from a corporation to either
a partnership or disregarded entity. 

DATES: Written or electronic comments,
or requests for a public hearing must be
received by February 2, 2001. 

ADDRESSES: Send submissions to:
CC:M&SP:RU (REG–110659–00), room
5226, Internal Revenue Service, P.O. Box
7604, Ben Franklin Station, Washington,
DC 20044.  Submissions may be hand de-
livered Monday through Friday between
the hours of 8 a.m. and 5 p.m. to:
CC:M&SP:RU (REG–110659–00),
Courier’s desk, Internal Revenue Service,
1111 Constitution Avenue, NW., Washing-
ton, DC.  Alternatively, taxpayers may sub-
mit comments electronically via the Inter-
net by selecting the “Tax Regs” option on
the IRS Home Page, or by submitting com-
ments directly to the IRS Internet site at
http://www.irs.ustreas.gov/tax_regs/regslist
.html. 

FOR FURTHER INFORMATION CON-
TACT:  Concerning the proposed regula-
tions, David J. Sotos, (202) 622-3050;
concerning submissions of comments, or
to request a hearing, Sonya Cruse, (202)
622-7180 (not toll-free numbers).

SUPPLEMENTARY INFORMATION: 

Background

On November 29, 1999, Treasury and
the IRS published final regulations (T.D.
8844, 1999–2 C.B. 661) describing the
transactions that are deemed to occur
when an entity elects to change its classi-
fication for Federal tax purposes.  Those
regulations did not address certain re-



quirements of section 332 as applied to
the deemed liquidation incident to an as-
sociation’s election to be classified as a
partnership or to be disregarded as an en-
tity separate from its owner.  This amend-
ment to the final regulations addresses
those requirements.

On January 20, 2000, Treasury and the
IRS issued final regulations relating to
qualified subchapter S subsidiaries.  In
order to permit the deemed transaction re-
sulting from a QSub election to comply
with the requirement of section 332 that a
plan of liquidation have been adopted at
the time of a liquidating distribution, the
final regulations provide that a plan of liq-
uidation is deemed adopted immediately
before the deemed liquidation incident to
the QSub election, unless a formal plan of
liquidation that contemplates the filing of
a QSub election is adopted on an earlier
date.  The preamble to the QSub regula-
tions provided that Treasury and the IRS
intend to amend the section 7701 regula-
tions regarding elective changes in entity
classification to provide a similar rule
concerning the timing of the plan of liqui-
dation.

Explanation of Provisions

A.  In General

Section 301.7701–3(g)(1) describes
how elective changes in the classifica-
tion of an entity will be treated for tax
purposes.  Section 301.7701–3(g)(1)(ii)
provides that an elective conversion of
an associat ion to a partnership is
deemed to have the following form: the
association distributes all of its assets
and liabilities to its shareholders in liq-
uidation of the association, and immedi-
ately thereafter, the shareholders con-
tribute all of the distributed assets and
liabilities to a newly formed partnership.
Section 301.7701–3(g)(1)(iii) provides
that an elective conversion of an associ-
ation to an entity that is disregarded as
an entity separate from its owner is
deemed to have the following form: the
association distributes all of its assets
and liabilities to its single owner in liq-
uidation of the association. 

Section 332 may be relevant to the
deemed liquidation of an association if it
has a corporate owner.  Under section
332, no gain or loss is recognized on the
receipt by a corporation of property dis-

tributed in complete liquidation of an-
other corporation if the requirements of
section 332(b) are satisfied.  Those re-
quirements include the adoption of a
plan of liquidation at a time when the
corporation receiving the distribution
owns stock of the liquidating corpora-
tion meeting the requirements of section
1504(a)(2) (i.e., 80 percent of vote and
value).  The elective changes from asso-
ciation to a partnership and to a disre-
garded entity result in a constructive liq-
uidation of the association for Federal
tax purposes.  Formally adopting a plan
of liquidation for the entity, however, is
potentially incompatible with an elec-
tive change under §301.7701–3, which
allows the local law entity to remain in
existence while liquidating only for Fed-
eral tax purposes.  Accordingly, to pro-
vide tax treatment of an association’s
deemed liquidation that is compatible
with the requirements of section 332,
the proposed regulations state that, for
purposes of satisfying the requirement
of adoption of a plan of liquidation
under section 332(b), a plan of liquida-
tion is deemed adopted immediately be-
fore the deemed liquidation incident to
an elective change in entity classifica-
tion, unless a formal plan of liquidation
that contemplates the filing of the elec-
tive change in entity classification is
adopted on an earlier date. 

B.  Proposed Effective Dates

These regulations are proposed to
apply to elections occurring on or after
the date final regulations are published
in the Federal Register; however, it is
also proposed that taxpayers may elect
to apply the amendments retroactively.

Special Analyses

It has been determined that this notice
of proposed rulemaking is not a signifi-
cant regulatory action as defined in Ex-
ecutive Order 12866. It also has been
determined that section 533(b) of the
Administrat ive Procedures Act (5
U.S.C. chapter 5) does not apply to
these regulations, and because these reg-
ulations do not impose a collection of
information on small entities, the Regu-
latory Flexibility Act (5 U.S.C. chapter
6) does not apply.  Pursuant to section
7805(f) of the Internal Revenue Code,
this notice of proposed rulemaking will

be submitted to the Chief Counsel for
Advocacy of the Small Business Admin-
istration for comment on its impact on
small business.

Comments and Requests for a Public
Hearing

Before these proposed regulations are
adopted as final regulations, considera-
tion will be given to any written com-
ments (a signed original and eight (8)
copies) that are submitted timely to the
IRS.  Alternatively, taxpayers may submit
comments electronically via the Internet
by selecting the “Tax Regs” option on the
IRS Home Page, or by submitting com-
ments directly to the IRS Internet Site at
http://www.irs.ustreas.gov/tax_regs/com-
ments.html.All comments will be avail-
able for public inspection and copying.
The Treasury Department and IRS specif-
ically request comments on the clarity of
the proposed regulations and how they
may be made easier to understand.  A
public hearing may be scheduled if re-
quested in writing by any person that
timely submits written comments.  If a
public hearing is scheduled, notice of the
date, time, and place for the hearing will
be published in the Federal Register.

Drafting Information

The principal authors of these pro-
posed regulations are David J. Sotos,
and Jeanne M. Sullivan of Associate
Chief Counsel (Passthroughs & Special
Industries).  However, other personnel
from the Treasury Department and IRS
participated in their development.

*   *   *   *   *

Proposed Amendments to the
Regulations

Accordingly, 26 CFR part 301 is pro-
posed to be amended as follows:

PART 301–PROCEDURE AND
ADMINISTRATION

Paragraph 1.  The authority citation for
part 301 continues to read in part as fol-
lows:

Authority:  26 U.S.C. 7805 * * *
Par.  2.  Section 301.7701–3 is

amended as follows:
1.  Redesignating the text of paragraph

(g)(2) as paragraph (g)(2)(i) and adding a
heading for paragraph (g)(2)(i).
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2.  Adding a new paragraph (g)(2)(ii).
3.  Revising the first sentence of para-

graph (g)(4).
The addition and revision read as fol-

lows:

§301.7701–3 Classification of certain
business entities.

* * * * *
(g) * * *

* * * * *
(2) Effect of elective changes—(i) In

general. * * *
(ii) Adoption of plan of liquidation.

For purposes of satisfying the require-
ment of adoption of a plan of liquidation
under section 332, unless a formal plan
of liquidation that contemplates the
election to be classified as a partnership
or to be disregarded as an entity separate
from its owner is adopted on an earlier
date, the making, by an association, of
an election under paragraph (c)(1)(i) of
this section to be classified as a partner-
ship or to be disregarded as an entity
separate from its owner is considered to
be the adoption of a plan of liquidation
immediately before the deemed liquida-
tion described in paragraph (g)(1)(ii) or
(iii) of this section.  This paragraph
(g)(2)(ii) applies to elections effective
on or after the date these regulations are
published as final regulations in the
Federal Register.  Taxpayers may apply
this paragraph (g)(2)(ii) retroactively to
elections filed before these regulations
are published as final regulations in the
Federal Registerif the corporate owner
claiming treatment under section 332
and its subsidiary making the election
take consistent positions with respect to
the Federal tax consequences of the
election. 
* * * * *

(4) Effective date.  Except as otherwise
provided in paragraph (g)(2)(ii) of this
section, this paragraph (g) applies to elec-
tions that are filed on or after November
29, 1999.*** 
* * * * *

Robert E. Wenzel,
Deputy Commissioner 

of Internal Revenue.

(Filed by the Office of the Federal Register on January
16, 2001, 8:45 a.m., and published in the issue of the
Federal Register for January 17, 2001, 66 F.R. 3959)

Notice of Proposed Rulemaking
and Notice of Public Hearing

Debt Instruments With Original
Issue Discount; Annuity
Contracts

REG–125237–00

AGENCY: Internal Revenue Service
(IRS), Treasury.

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

SUMMARY: This document contains
proposed regulations relating to the feder-
al income tax treatment of annuity con-
tracts issued by certain insurance compa-
nies.  These proposed regulations provide
guidance on whether certain annuity con-
tracts are excluded from the definition of
a debt instrument under the original issue
discount provisions of the Internal
Revenue Code.  This document also pro-
vides a notice of public hearing on the
proposed regulations.

DATES: Written or electronically generat-
ed comments must be received by April
12, 2001.  Requests to speak (with out-
lines of oral comments to be discussed) at
the public hearing scheduled for May 30,
2001, at 10 a.m. must be submitted by
May 9, 2001.

ADDRESSES: Send submission to:
CC:M&SP:RU (REG–125237–00), room
5226, Internal Revenue Service, POB 7604,
Ben Franklin Station, Washington, DC
20044.  Submissions may be hand deliv-
ered between the hours of 8 a.m. and 5 p.m.
to: CC:M&SP:RU (REG–125237–00),
Courier’s Desk, Internal Revenue Service,
1111 Constitution Ave., NW., Washington,
DC.  Alternatively, taxpayers may submit
comments electronically via the Internet by
selecting the “Tax Regs” option on the IRS
Home Page, or by submitting comments
directly to the IRS internet site at
http://www.irs.gov/tax_regs/regslist.html.
The public hearing will be held in room
4718, 1111 Constitution Ave., NW.,
Washington, DC.

FOR FURTHER INFORMATION CON-
TACT: Concerning the regulations,
Patrick E. White, (202) 622-3920; con-
cerning submissions of comments, the
hearing, and/or to be placed on the build-
ing access list to attend the hearing, con-

tact LaNita VanDyke, (202) 622-7180
(not toll-free numbers).

SUPPLEMENTARY INFORMATION:

Background

Sections 163(e) and 1271 through 1275
of the Internal Revenue Code (Code) pro-
vide rules for the treatment of debt instru-
ments with original issue discount (OID).
Section 1275(a)(1)(A) defines the term
“debt instrument” to include a bond,
debenture, note or certificate or other evi-
dence of indebtedness.  Sections
1275(a)(1)(B)(i) and (ii), however,
exclude certain annuity contracts from the
definition of a debt instrument. 

On February 2, 1994, the IRS and
Treasury published in the Federal
Register (59 FR 4799) final regulations
concerning a variety of issues under the
OID provisions.  On January 8, 1998, the
IRS and Treasury published in the
Federal Register(63 FR 1054) final reg-
ulations concerning the life annuity
exception of section 1275(a)(1)(B)(i).
This document contains proposed rules
concerning the exception for annuities
described in section 1275(a)(1)(B)(ii).

Explanation of Provisions

In general, the OID provisions apply to
issuers and holders of debt instruments.
The term debt instrument generally means
any instrument or contractual arrange-
ment that constitutes indebtedness under
general principles of income tax law.  See
section 1275(a)(1)(A) and §1.1275–1(d).

If a contract is a debt instrument with
OID, section 1272 generally requires the
holder of the contract to include OID in
income currently on a constant yield
basis, regardless of the holder’s overall
method of accounting.  By contrast, the
holder of an annuity contract to which
section 72 applies generally is allowed to
defer recognizing economically earned
income until distributions are made on the
contract.

Section 1275(a)(1)(B) excepts two
types of annuity contracts from the defin-
ition of a debt instrument.  First, section
1275(a)(1)(B)(i) excepts an annuity con-
tract to which section 72 applies if the
contract “depends (in whole or in substan-
tial part) on the life expectancy of 1 or
more individuals.”  Second, section
1275(a)(1)(B)(ii) excepts an annuity con-
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