states that “[ijn determining whether a The partnership rules generally attempt
transaction results in exempt incomeo preserve equality between a partner’s
. within the meaning of § 705(a)(1)(B), or aasis in the partnership interest and the
Notice 99-57 nondeductible, noncapital expenditurgartner’s share of inside basis in the asset

The Internal Revenue Service intend¥ithin the meaning of § 705(a)(2)(B), theof the partnership. In order to promote
to promulgate regulations under § 705 gproper inquiry is whether the transactiormdministrative convenience, however, §
the Internal Revenue Code to address cdi@s @ permanent effect on the partnei43(a) departs from this general rule, al-
tain situations where gain or loss may pahip's _basis in its assets, without a cor_re}ewing a partqer’s basis in its partnership
improperly created by adjusting the basi§pond|n_g current or futgre effect_ on itanterest to gll\_/erge from _the partr_wer’_s
of a partnership interest for partnershiﬁaxable income.” The rull_ng explalns_thf’;\share of basis in partnershl_p assets in situ
income that is not subject to tax, or fofhe partners’ bases in their partnershlp irations where the partnership has not mad
partnership losses or deductions that algrests should be reduced only by their ren election under § 754.

permanently denied, with respect to gpective shares of the permanent decreaserhe fajlure to make a § 754 election

partner. in the partnership’s asset basis. This preenerally will result in a timing benefit or
serves the deduction for the fair markegetriment to the partner or partners with
BACKGROUND value of appreciated property without thqjivergem inside and outside bases. Fol

] ) recognition of the appreciation. Reducinghstance. consider the situation where a
Section 705(a) provides that the adge partners’ bases in their partnership iserson &) purchases a 50 percent interest

justed basis of a partner's interest in grests by the fair market value of the, 4 partnership for $100x. The partner-
partnership generally shall be increasegroperty contributed to the charity wouldship owns one asset with a basis of $100)
by the partner's distributive sha.re of (')subsequently cause the partners to recognd a value of $200x. If the partnership
taxable income of the partnership as dgsize gain (or a reduced loss) upon a disperd made a § 754 electiohwould have
termined under § 703(a), (ii) income Ofsition of their interests in the partnershipy $50x special basis adju’stment in the
the partnership exempt from tax, and (iiihributable to the unrecognized appreciasroperty, so that when the partnership dis-
the excess of the deduction for depleuoaon in the property at the time of the conposed o% the property for $200Ks spe-
over the basis of the property subject tgripution. See also Rev. Rul. 96-10¢jal basis adjustment would exactly offset
depletion. Conversely, the adjusted basigage_1 ¢ B. 138, which discusses adjusfys allocated share of the gaiys basis
of a partner's interest in a parnershiphents to basis in partnership interesty, the partnership interest would remain at
generally shall be decreased by the paihere loss on sale of partnership propery1oox after the sale Accordinglp
ner's distributive share of (i) losses of thes genied under § 707(b)(1) and subsggou|d not recognize r;my gain upon the
partnership, (ii) nondeductible expend;guem gain is not recognized under §83je of the partnership interest immedi-

tures not properly chargeable to capita)g7(d) and 707(b)(1).
account, and (jii) in certain cases, deduc- ( )_ (b)D) _ ately thereafter.
tions for depletion. Section 743(a) provides that the basis |f the partnership had not made a § 754

The legislative history describing §°f Partnership property shall not be adelection, A would have no special basis
705(a) states that adjusting the basis oflySted as the result of the transfer of adjustment, so that when the partnership
partner’s interest is necessary to preveRgrtnership interest by sale or exchange @isposed of the property for $200%,
unintended benefit or detriment to thén the death of a partner unless an elegould be allocated $50x of gainA's
partners. Thus, a partner should add i under 8 754 is in effect with respechasis in the partnership interest would in-
the basis of the partner's partnership il the partnership. crease to $150x under § 705(a)(1)(A), so

terest the partner’s distributive share of Section 743(b) provides that, in the casi'atA would recognize an offsetting $50x
nontaxable income so that the partnesf a transfer of an interest in a partnershi|9Ss (or reduced gain) upon a subsequen
does not lose the benefit of that type oy sale or exchange or upon the death ofS@/@ of the partnership interest. Thus,
tax-exempt income. Otherwise, the partartner, a partnership with respect to whicithout the § 754 election, there may be a
ner could eventually incur a capital gairan election under § 754 is in effect shall (ijiming detriment toA, but the correct
with respect to such amounts. H.R. Repncrease the basis of the partnership progmount of cumulative income or loss (al-
No. 1337, 83d Cong., 2d Sess. A22Brty by the excess of the basis to the tran€it possibly of a different character) is
(1954); S. Rep. No. 1622, 83d Cong., 2feree partner of the transferee partner’s igtltimately reported b.
Sess. 384 (1954). terest in the partnership over the transferee The correct amount of cumulative in-
Rev. Rul. 96-11, 1996-1 C.B. 140partner’s proportionate share of the adcome may not be reported, however, in
provides an example of how § 705 hapisted basis of the partnership property, arertain situations in which is not subject
been interpreted to carry out the purposds) decrease the adjusted basis of the patb tax on the gain that results from the
of this legislative history. There, a partnership property by the excess of the tranfailure to make the § 754 election. For in-
nership made a charitable contribution oferee partner’s proportionate share of thstance, in the example discussed immedi-
property with a basis of $60x and fairadjusted basis of the partnership propergtely above, ifA was a corporation and
market value of $100x in a transactiorover the basis of the transferee partner’s ithe property held by the partnership was
that qualified under 8 170(c). The rulingerest in the partnership. stock, under § 1032, the gain allocated to



A (assuming that no § 754 election haaill apply to gain or loss realized or in-
been made) would not be subject to taxcome or deductions taken into account
See Rev. Rul. 99-57, published in thigfter the date of publication of proposed
issue of the Internal Revenue Bulletin. Imegulations. Moreover, the Service may
this situation, it would be inconsistentchallenge any transaction within the
with the intent of § 705 to increase thescope of this Notice under the anti-abuse
basis ofA’'s partnership interest for theprovisions of § 1.701-2 of the Income
non-recognized gain. To do so would crefax Regulations, as appropriate.
ate a recognizable loss in a situation
where no offsetting gain had previously The principal author of this notice is
been recognized. Robert Honigman of the Office of Assis-
tant Chief Counsel (Passthroughs anc
DESCRIPTION OF REGULATIONS Special Industries). However, other per-
sonnel from the IRS and Treasury Depart:
The regulations will apply specifi- ment participated in its development. For
cally to situations where a corporatiorfurther information regarding this notice
acquires an interest in a partnership th@bntact Robert Honigman at (202) 622-
holds stock in that corporation, and a 8050 (not a toll-free call).
754 election is not in effect with respect
to the partnership for the taxable year of
the acquisition. In those situations, a
corporate partner may increase its basis
in its partnership interest under § 705
only by the amount of its share of §
1032 gain that the partner would have
realized had a § 754 election been made.
Rules regarding tiered-entity structures
also will apply.

It is intended that the regulations also
will apply to other situations where the
price paid for a partnership interest re-
flects built-in gain or accrued income
items that will not be subject to income
tax, or built-in loss or accrued deduc-
tions that will be permanently denied,
when allocated to the transferee partner,
and the partnership has not made an
election under § 754. Comments are re-
guested as to the appropriate scope of
the regulations in this regard.

EFFECTIVE DATES

In situations where a corporate partner
is allocated gain that is subject to § 1032,
and the basis of the stock was not adjusted
upon the purchase of the partnership in-
terest by the corporate partner under §
743(b), the regulations shall apply to gain
or loss allocated with respect to sales of
partner stock occurring after December 6,
1999. In other situations, the regulations



