property with a value and adjusted basisf the partner’s distributive share for the
equal to $100x in exchange for a 50 petaxable year and prior taxable years of:
cent partnership interest. Under the parfA) taxable income of the partnership as
nership agreement, A and B each will beletermined under § 703(a), (B) income of
allocated a 50 percent share of all partnethe partnership exempt from income tax,
ship items. One year later, after the valuand (C) the excess of the deductions for
of the stock has increased to $120x, ABlepletion over the basis of the property
purchases property valued at $60x from Gubject to depletion.

in exchange for 50 shares of A stock and Section 721(a) provides a general non-
transfers 50 shares of A stock to D in exrecognition rule for a partner’s contribu-

change for services valued at $60x. tions of property to a partnership in ex-
change for a partnership interest. The rule

LAW is subject to a limited exception in §
721(b).

Sect|on'701 states that the partngrs N & 5ection 722 provides that the basis of
partnership, and not the partnership, are . . . .
an interest in a partnership acquired by a

liable for the income tax imposed by o ; '
Chapter 1. contribution of property, including

i money, to the partnership shall be the
_Sections 702(a)(1) and 702(2)(2) Prozmqunt of the money and the adjusted
vide that in determining the partne_rs iNpasis of the property to the contributing
come tax, each partner shall take into agayner at the time of the contribution in-
count separately the partner’s dIStI’IbutIV%reased by the amount (if any) of gain

share of partnership gains or losses fro'??ecognized under § 721(b) to the con-
sales or exchanges of capital assets. tributing partner at the time.

Section 704(b) provides that a partner’s gection 723 states that the basis of

distributive share of income, gain, l0ssproperty contributed to a partnership is
deduction, or credit (or item thereof) ispe adjusted basis of the property to the
determined in accordance with the partpartner at the time of contribution in-

ner’s interest in the partnership (detergreased by the amount (if any) of gain

mined by taking into account all facts a”ﬁ*ecognized by the contributing partner
circumstances), if (1) the partnershignder § 721(b).

agreement does not provide as to the part-geaction 1001 provides that the gain

ner’s distributive share of income, gaingom the sale or other disposition of prop-
loss, deduction, or credit (or iteMgry shall be the excess of the amount re
thereof), or (2) the allocation to a partnegjizeq over the adjusted basis provided in
under the agreement of income, gaing 1011, The amount realized from the
loss, deduction, or credllt (or item t_hereofgme or other disposition of property shall
does not have substantial economic effeqie the sum of any money received plus

Rev. Rul. 99-57 Section 704(c)(1)(A) provides that in-the fair market value of property (other
come, gain, loss, and deduction with rethan money) received.
ISSUE spect to property contributed to a partner- section 1011 provides that the adjusted

ship by a partner is shared among thgasis for determining gain or loss from
What are the tax consequences to gartners so as to take account of the varighe sale or other disposition of property

partnership and a corporate partner whetin between the basis of the property tgy a partnership, whenever acquired, shall
the corporate partner contributes its owthe partnership and its fair market value e the basis determined under § 1012 an
stock to the partnership, and the partnethe time of contribution (the built-in gain gther applicable sections of subchapters C

ship later exchanges the stock with a thirdr loss). and K.
party in a taxable transaction? Section 1.704-3(a)(3) of the Income Section 1032(a) states that a corpora-
FACTS Tax Regulations defines § 704(c) propertyion does not recognize gain or loss on the

as property contributed to a partnership ifeceipt of money or other property in ex-

A, a corporation taxed under subchapat the time of contribution, its book valuechange for the corporation’s stock. Prior
ter C of the Internal Revenue Code, andiffers from the contributing partner's ad-to the enactment of § 1032, a corporation
B, an individual, form AB partnership forjusted tax basis. Book value is equal tpotentially could recognize gain or loss
bona fide business purposes. A corthe fair market value of the property at they purchasing and reselling its own
tributes 100 shares of its own stock, valtime of contribution. shares, even though it would not have rec-
ued at $100x, with a basis of zero, to AB Section 705(a)(1) provides that the adegnized gain or loss on the disposition of
in exchange for a 50 percent partnershijusted basis of a partner’s interest in aewly issued shares. This disparity,
interest. B contributes a parcel of regbartnership shall be increased by the sumihich gave rise to tax avoidance opportu-



nities through selective loss recognitionfealizes $120x of gain ($60x on the exef the stock.
was eliminated by Congress with the enehange of stock for property and $60x on
actment of § 1032. H.R. Rep. No. 1337the payment of stock for service®)Bal- DRAFTING INFORMATION
83d Cong., 2d Sess. A268 (1954). locates $100x of gain thunder § 704(c),
Section 1.1032-1(a) provides that @nd allocates the remaining $20x pursuant
transfer by a corporation of shares of ité0 the partnership agreement, $10x eagf’i
own stock as compensation for services o A andB. ° . )
; ) . Passthroughs and Special Industries)
considered, for purposes of § 1032(a), as If A's share of the gain from the use o
a disposition by the corporation of thats stock in these transactions was notowever, other personnel fror.n.the IR.S
. .~ and Treasury Department participated ir
shares for money or other property. subject to § 1032A would recognize . : .
. . T its development. For further information
Rey. Rul. 74-503, 19742 C.B. 117$110x of gain. Secthn 1032 is mtend.e?tegarding this revenue ruling contact
considers th.e tax consequences of_a. pgo preyent a corporation fr'om recognizy Honigman at (202) 622-3050 (not
ent corporation’s transfer to its subsidiaryng gain or loss when dealing in its oW\ free call)
of its own treasury stock in a transactiostock. Under § 704(b) and 704(c), a cor- '
to which § 351 applies. The ruling holdgporate partner contributing its own stock
that, under certain circumstances, thgenerally will be allocated an amount of
basis of the parent corporation’s treasurgain attributable to its stock that corre-
stock in the hands of the parent corporsponds to its economic interest in the
tion is zero. Accordingly, under the transstock held by the partnership. Accord-
ferred basis rule of § 362(a), the subingly, use of the aggregate theory of part-
sidiary corporation’s basis of the treasuryierships is appropriate in determining the
stock of the parent corporation is als@pplication of § 1032 with respect to gain
zero. allocated to a corporate partner. Under 8
Partnership taxation is a mixture oft032,A’'s share of the gain resulting from
provisions that treat the partnership a8B's exchange oA stock will not be sub-
an aggregate of its members or as a sejgct to tax. In additionA increases its
arate entity. Under the aggregate aglasis in its partnership interest AB
proach, each partner is treated as th#der § 705 by $110x, the amount equal
owner of an undivided interest in partto A's share of the gain resulting from
nership assets and operations. UndéB's exchange ofA stock, thereby pre-
the entity approach, the partnership i§erving the nonrecognition result of the
treated as a separate entity in whicansaction in accordance with the policy
partners have no direct interest in partinderlying § 1032.
nership assets and operations. In enact-Furthermore, in keeping with the non-
ing subchapter K, Congress indicatedecognition policy underlying § 1032, an
that aggregate, rather than entity, coranalysis similar to that described above
cepts should be applied if the conceptgould apply to a transaction in which a
are more appropriate in applying othecorporate partner is allocated a loss from
provisions of the Code. S.Rep. Noa transaction involving the disposition of
1622, 83d Cong., 2d Sess. 89 (1954) arsdock of the corporate partner held by the
H.R. Conf. Rep. No. 2543, 83d Cong.partnership.
2d Sess. 59 (1954%€ee alsdreas. Reg.
§ 1.701-2(e) (1994). HOLDING

The principal author of this revenue
ling is Robert Honigman of the Office
the Assistant Chief Counsel

ANALYSIS If a corporate partner contributes its
own stock to a partnership in exchange
When A contributes its own stock tofor a partnership interest, and the part-
AB, no gain or loss is recognizedAcor nership later exchanges the stock in a
AB under § 721(a).AB's basis in the taxable transaction, then the partnership
stock is zero under § 723, aAl basis in will realize gain that will be allocated to
its partnership interest liBis zero under the partners under § 704. Under § 1032,
§ 722. Cf. Rev. Rul. 74-503, 1974-2however, the corporate partner will not
C.B. 117. WhenAB subsequently pur- recognize the gain allocated to it with
chases property froi@ in exchange foA respect to the sale or exchange of the
stock and pay# stock toD in exchange stock. Furthermore, under § 705, the
for services, there is a realization of gaicorporate partner increases its basis in
by AB measured by the difference beits partnership interest by an amount
tween the basis of the stock and the vallejual to its share of the gain resulting
of the property and services receivé®B from the partnership’s sale or exchange



